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Dear colleagues,

In 2015, the German Government signed
the Agenda 2030, thereby committing
itself to work toward achieving the Sus-
tainable Development Goals (SDGs) and
fostering universal, inclusive economic
prosperity and the improvement of peo-
ple’'s well-being while protecting the
environment. Combined with further
ground-breaking international agree-
ments such as the Paris Climate Agree-
ment, the Agenda 2030 provides a com-
prehensive framework for international
cooperation and has been the corner-
stone of our work at GIZ.

But achieving the SDGs by 2030 comes
with a substantial price tag, and locating
the necessary resources is challenging.
We are all aware of the often-cited gap
in financing: On top of the resources that
are already made available for reaching
the SDGs, an additional $2.5 trillion annu-
ally will be required. Clearly, government
resources and ODA commitments will
not be enough to close this gap. Instead,
drawing on all sources of finance - pub-
lic and private, domestic and interna-
tional - will prove crucial.

Mobilizing the necessary levels of pub-
lic and private finance requires a clear
understanding of what the financial
sector and private investors need when
deciding to take investment action. It is
equally important to understand what
exactly financing is needed for. In other

words, are we talking about a large-scale
infrastructure project commissioned
by the government, the working capital
needs of a medium-sized enterprise, or
support for a start-up entrepreneur to
conduct market research?

In an effort to meet these needs, we
initiated a “business opportunity” (GO)
under coordination of the Sector Pro-
gram Financial Systems Development
to develop this Finance Guide. The task
was a joint effort of many colleagues at
AGE, GloBe and FMB and involved close
dialogue with several of our projects and
programs. The Finance Guide is designed
to enable our staff from headquarters to
local offices to develop a better under-
standing of the financing landscape,
which involves gaining deeper knowl-
edge of the specific financing needs of
the finance recipients and the mind-set
of the finance providers.

As demonstrated by Module 5 of this
Finance Guide, GIZ - on behalf of vari-
ous customers - is already successfully
implementing several activities in finan-
cial systems development, business and
project development, and in match-mak-
ing with finance providers. Over the
years, GIZ has supported both publicand
private sector actorsin accessing financ-
ing from conventional and innovative
sources of finance, thereby bringing proj-
ects and businesses forward while pre-

paring the ground for investments. Our
activities operate in a variety of sectors
and cater to the needs of a wide range
of partners and clients, from households
to start-up entrepreneurs or established
businesses to large private and public
ventures.

At the same time, our partners and cus-
tomers increasingly demand us to move
even closer to support and innovate
finance solutions and in some cases
require us to even act as a finance pro-
vider. This entails new areas of engage-
ment that make a holisticunderstanding
of the overall financing landscape imper-
ative for continuing the successful and
important work with our partners.

While the world of finance is complex,
our aim with this Finance Guide is not to
explain every aspect of finance in detail.
Rather, this publication is designed to
help GIZ staff understand key financial
concepts and the motivations driving
finance mechanisms. It will provide guid-
ance when communicating with finan-
cial actors and institutions to help you
speak their language and look at things
from the perspective of a finance pro-
vider.

It will also support GIZ staff in advis-
ing projects, entrepreneurs, and public
authorities when developing projects
and activities. Because, for GIZ “Think-

PREFACE

ing Investment” should mean “Thinking
Investment from the Start” by consider-
ing finance structures and requirements
from the earliest stages of project devel-
opment onward.

In addition to serving as a reference for
finance activities in GIZ projects, the
Finance Guide will provide the basis fora
broader roll-out involving webinars and
workshops that will foster an improved
understanding of the world of finance,
the actors involved and the instruments
employed.

We look forward to seeing the successes
this Guide will facilitate, and extend our
sincere thanks to all colleagues and part-
ners involved for their tireless efforts in
developing this very helpful instrument
for GIZ in what is proving to be a very
important and partly new field of work.

Best regards,

Andreas Proksch

Director General of
Sector and Global
Programmes (GloBe)

Petra Warnecke

Director General of
Liaison and Business
Development (AGE)
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Introduction to the Finance Guide

The Finance Guide is anintroduction to the basics of commercial finance
andinvestmentinthe context of development cooperation.The objective
is to enable readers with limited or no prior exposure to finance topics to
understand some key aspects in the public and private sector. Given the
increasing importance of mobilizing private capital for development pur-
poses, the Finance Guide is intended to provide orientation to GIZ staff
when considering the role of commercial finance in designing and imple-
menting technical-assistance programs. In addition, when working with

Finance is a complex topic, with several
dimensions and levels. If imagined as a
three-dimensional figure, actual financ-
ing activities would be located on the
axis of the finance recipient, the axis of
the finance provider and in the dimen-
sion of the actual financial instrument
or mechanism used (see Figure 1). Addi-
tional details such as the economic sec-
tor, regional specifications and local
regulatory frameworks add additional
complexity to the picture. Disentangling
these aspects into accessible and under-
standable pieces is the ambition of Mod-
ules 1 to 4 of this guide. These chapters
address the following questions:

» Whatis the overall finance landscape
in which businesses operate?

» Who are typical finance recipients
and what are their needs?

» What are the different types of
finance providers? What are their

mindsets, and how do they differ
in terms of specific interests and
financial instruments?

» What finance mechanisms are used
to link the above entities and factors
in different levels of complexity?

As this Finance Guide is specifically
developed for GIZ staff, Module 5 dis-
cusses how finance mechanisms and
financial-sector expertise are put to
work in the GIZ context.

In addition to offering an overview of typ-
ical finance-related GIZ services, this mod-
ule also cites concrete examples drawn
from GIZ programs and components in a
variety of sectors and regions. It also pro-
vides an example of good practiceininte-
grating financial-sector considerations
into early project planning.

INTRODUCTION

implementing partners or businesses looking for finance, the reader will
be able to assume a more substantial role in supporting such local part-
ners and entrepreneurs in developing bankable and investment-ready
projects or businesses. Finally, the guide will help readers interact and
communicate with financial-sector entities by providing the relevant
concepts and terminology.

FIG1 Financial instruments, mechanisms, recipients and providers

Financial instrument/
mechanism

Finance
recipient

Finance
provider

CONT. NEXT PAGE v
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How to use the Finance Guide

Given the daily workload and level of
activities typical within GIZ offices and
projects, the authors are aware that few
colleagues will be able to read this guide
from cover to cover. With this in mind,
the Finance Guide is designed in a mod-
ular way, allowing for selective or modu-
lar reading. However, readers are encour-
aged to increase their financial-sector
knowledge by reading Module 1 and the
introductory sections of Modules 2, 3
and 4 before diving into greater detail.
The attentive reader may identify some
redundancies, which are due to the mod-
ular approach and the intention of keep-
ing individual sections independently
readable and understandable.

In addition to the main text body, the
Finance Guide features several boxes
on specific standalone topics intended
to provide quick and targeted answers
on questions such as: “What is blended
finance?”, “What is the Green Climate
Fund?” or “What is the difference
between corporate and project finance?”

Several experts from the finance and
consulting sectors,as wellas from within
GlZ, have contributed to this guide. It
therefore reflects a variety of experi-
ences within and views of the financial
world, a diversity that reflects the com-
plexity of the topic itself. While consider-
able effort has been expended in seeking
to provide content that is both compre-
hensive and reasonably detailed, we
encourage readers to provide feedback
if they believe important information
or topics are missing. Since the world
of finance - and GIZ's role in it - is con-
stantly evolving, this Finance Guide is by
intention a living digital-only document,
which can and will be updated on a reg-
ular basis.

FIG 2

Understanding

INTRODUCTION = How to use the Finance Guide

Finance Guide structure

1

the finance
landscape

Understanding

the needs
of finance
recipients

Finance 3

providers —

5

GIZ services
in the world
of finance

Y

A

Appendix
Glossary
Resources
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Understanding the
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Achieving the Sustainable Development Goals (SDGs) by 2030 will inevitably require
vast investment. Considering the limited availability of public funds and the enor-
mous investment needs, commercial finance and investment sources will have an
increasingly important role to play.

However, many projects and firms in developing countries are not deemed bankable
or commercially viable. The lack of a pipeline of bankable projects and firms con-
strains the deployment of available public and private funds, and limits progress
with regard to economic development and the achievement of the SDGs. In addition,
financial-sector activities within developing countries are often not well developed,
which further constrains growth and development prospects.

This module provides an overview of financial sectors within developing countries,
sheddinglight on the actors themselves, their interactions and the challenges often
encountered in these contexts.

v —

LEARNING OBJECTIVES: THIS SECTION'S TOPICS:

» Obtain an overview of financial sectors within developing 11 Thecurrentdevelopment-
countries needs finance gap

» Recognize the key actors and their interactions within the 12 The financial sector

financial sector

» Understand financial-market inefficiencies in developing
countries

» Understand the role of financial service providers
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11 The SDG financing gap

Achieving the SDGs is expected to entail a very significant resource
requirement. The gap between current funding levels across various
SDG sectors in developing countries and the total amount expected to

1LANDSCAPE = 1.1 TheSDG financinggap (il

this SDG funding gap.

be needed is on the order of $2.5 trillion! per year. However, there is a

FIG3 SDG financing gap

Source: UNCTAD (2014): World Investment Report

Figures
in
S trillions

Total
investment
needed
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Current
annual
investment

Annual
investment

gap

Figures

S billions

............... 180
: 80 Climate-change Health 250 Education
n adaptation | :
530 Climate- ..
change
mitigation -..

. 530 Power

Annual
investment

gap

260 Food security

and agriculture 260 Transport

260 Water and sanitation 155 Telecommunication

potential for the global financial system, comprising various actors and
institutions, to mobilize commercial finance and investment to bridge

It is estimated that the private-sector
share of investments in SDG areas will
cover only $900 billion*?2 of the $2.5 tril-
lion yearly gap, leaving a gap of $1.6
trillion to be covered by the public sec-
tor (including ODA). However, the par-
ticipation of the private sector in SDG
financing in developing countries could
potentially cover a larger part of the gap
if the relative share of private-sector
investment in SDG areas in developing
countriesincreased to levels observed in
developed countries.

1. Source: UNCTAD (2014): World Investment Report
2. Please note that, unless otherwise noted, all dollar ($) amounts listed are USD
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12 The financial sector

The financial sector facilitates the flow of funds by pooling funds and
channeling them into productive end uses. A well-functioning financial
sector plays an important role in overall economic growth and devel-
opment. It is comprised of financial markets, financial intermediaries
and a number of other entities that either supply funds to other finan-

Actors contributing funds to the finan-
cial sector include households, busi-
nesses, governments and foreign inves-
tors. In addition, charities, non-profit
organizations, development-finance
institutions (DFIs) and multilateral
development banks (MDBs) play an
important role supplying funding in the
sector within the context of developing
countries. They contribute by providing
loans, by making savings available, or
by making investments or donations,
for example.

Finance recipients draw funds from the
financial sector and put it to various
uses. Such entities can include house-
holds, business firms, governments, pub-
lic-sector organizations or foreign com-
panies.

Financial intermediaries play an import-
ant role by providing liquidity services,
promoting risk sharing and solving infor-
mation problems inherent in the finan-
cial sector. They help in improving eco-
nomic efficiency by channeling funds
from those who contribute funding to

the financial sector to those with pro-
ductive investment opportunities. These
intermediaries include financial institu-
tions that provide financial services for
their clients or members, and are of sev-
eral kinds, including:

1) Depository institutions (e.g, commer-
cial banks, cooperative financial insti-
tutions, savings associations) that
obtain funds mainly through deposits
from the public; and

2) Non-depository institutions (eg,
finance companies, mutual funds,
insurance companies, pension funds)
that finance their investment activ-
ities from the sale of securities or
insurance products and services.

There are two ways in which funds can
be conveyed from the suppliers to the
end recipients. In the case of direct
finance, recipients receive funds directly
from lenders, investors, savers or donors
in financial markets, through specific
financial instruments such as loans,
bonds, equity, quasi-equity or grants. In

1LANDSCAPE = 1.2 The financial sector

cial actors or draw funds from them for various purposes. Financial
transactions take place among these various actors within the finan-
cial markets. Financial institution is also a widely used umbrella term
to describe any actor engaged in the business of financial transactions,
including financial intermediation.

Policymaking institutions

Regulatory agencies
S Financial
[ Ml intermediaries l

Lender/ saver/ Borrower
investor /donor / spender /
» Households investee / grantee
> Business firms » Households
> Governments (; > Business firms
» Foreigners » Governments
» Charities » Public sector orgs.
» Foreign entities
» NGOs

\ 4
\ Financial T
- markets
Financial market infrastructure

————> Indirect finance
———> Direct finance

CONT. NEXT PAGE v
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the case of indirect finance, funds can
also be conveyed to end recipients by
financial intermediaries that aggregate
funds from primary savers or investors,
and then in turn provide these funds to
end recipients using a financial instru-
ment. The interactions among the var-
ious actors in the financial sector are
often facilitated by various service pro-
viders, and influenced by overall eco-
nomic, political and regulatory factors.

The financial sector is generally tightly
regulated. The objectives of this strin-
gent oversight and supervision are to
ensure the stability and efficiency of the
financial system, to promote more trans-
parency, and to prevent misconduct
on the part of various actors. Central
banks (e.g, the Deutsche Bundesbank
in Germany) play an important role in
regulating and supervising the finan-
cial sector, and particularly their local
country’s banking sector. However, there
are also international standards, such
as the Basel banking norms enacted
by the Bank for International Settle-
ments, which provide an international
banking framework designed to ensure
international financial stability and
harmonize banking regulations in an
increasingly globalized world. Similarly,
securities regulators (e.g, the Securities
and Exchange Commission in the case of
the United States, or the Bundesanstalt
fur Finanzdienstleistungsaufsicht in
Germany’s case) oversee all capital-mar-
ket transactions.

Lastly, an important part of the financial
sectoristhefinancialinfrastructure. The
World Bank defines this as “the underly-
ing foundation for the financial system,
including the institutions, information,
technologies and rules and standards
which enable financial intermediation”
Credit bureaus, collateral registries and
payment-, remittance-and securities-set-
tlement systems are all vital parts of a
country’s financial infrastructure. When
financial infrastructure is available, effi-
cient and reliable, the cost of financial
intermediation falls. Financial prod-
ucts and services become accessible
to greater numbers of citizens, while
lenders and investors have greater con-
fidence in their ability to evaluate and
guard against risk.

1LANDSCAPE = 1.2 Thefinancial sector gl

sox: Theroleofinformal financial markets in developing countries

According to the World Bank,around 2 billion people globally don’tuse formal finan-
cial servicesand more than 50% of adults in the poorest households are unbanked:?
In developing countries, the informal sector plays an important role, ameliorating
inefficiencies in the distribution of formal institutions.

Informal finance-sector service providers are typically non-institutional actors
that are mostly self-organized and operate outside established regulatory or legal
systems. They consist mainly of friends and relatives, local moneylenders, traders,
pawnbrokers, and landlords. Informal financial-sector transactions are generally
small, and are often found in contexts such as rural areas or informal city settle-
ments, addressing issues such as agricultural contracts or small entrepreneurial
ventures mounted by households or individuals. They rely on social networks to
substitute for the lack of formal information or collateral, and to manage the risks
that often prevent formal institutions from serving small-scale finance recipients.
According to World Bank estimates, more than 200 million formal and informal
micro, small or medium-sized enterprises (MSMEs) in emerging economies lack
access to financing sufficient to enable them to thrive and grow. These MSMEs may
rely on friends and families in order to meet immediate financing requirements
such as working capital or capital expenditures. Only once they have developed
a track record can they turn to formal sources of finance, if available, as provided
by microfinance institutions (MFIs), commercial banks, private-equity investors or

| venture capitalists.

In addition, informal markets operate directly in recipients’ communities and
have comparatively simple application procedures, swift financing-decision times
and a focus on the local market, thus enabling them to address the needs of poor
clients. However, borrowing within the informal sector can also have unfavorable
outcomes for recipients. Such activity is often characterized by a high financing
cost(e.g, high interest rates charged by local moneylenders, often known as “loan
sharks”) and the lack of any legal recourse for borrowers.
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1.2.1. Role of financial services

Financial services include a wide range of services that enable the finan-
cial sector to work efficiently. For example, they may facilitate the flow of
market information, lend operational efficiency, match demand and sup-

While the penetration of financial-ser- ~ TBLE?

vice providers in developing countries
isincreasing, it remains low overall. This

often deters various actors from partic- ~ 'nformation
. . . . e provision
ipating actively in these market’s finan-
cial sectors.
Brokerage
Investment
banking
=
=
5
()

Professional-
services
provision

Enabling
markets

1LANDSCAPE = 1.2 Thefinancial sector = 1.2.1 Role of financial services

Types of financial services

Role Description Example

Finance providers need access to substantial information as they make
decisions. This information helps them evaluate the potential for earning a
return and understand recipient’s inherent risk characteristics. Such infor-
mation is often provided by organizations such as independent research
institutions (e.g, industry / sector research), rating agencies or credit
bureaus.

Brokers act on behalf of their clients to buy or sell securities through a
stock market or over-the-counter for a fee or a commission. Clients can
include but are not limited to households or other financial institutions.
At times, brokers can also take on an investment-adviser role and provide
their clients with advice on which securities to invest in. Brokers mostly
operate in secondary markets.

Investment bankers assist their clients (mainly firms and governments) in
raising financing through the issuance of securities in the primary capital
markets. This could include, but is not limited to, initial public offerings,
private placements or bond issues. Investment bankers may also provide
assistance in carrying out merger-and-acquisition (M&A) transactions or
debtrestructuring.

Specialized service providers such as audit firms, business advisers, incu-
bators and accelerators provide important services to various actors in the
financial sector. Financial technology (fintech) companies are playing an
increasingly important role in providing services such as digital payment
systems, mobile banking, money transfers and fundraising.

Market enablers operate at the ecosystem level and help inimproving the
capacities of other actors to catalyze market activity. Examples include
educational institutions, knowledge-based organizations providing policy
research and analysis, and professional networks.

ply, enable better risk management, provide human capital, or provide
policy and regulatory support. The table below lists some of the import-
antroles played by these financial-service providers:

i Standard & Poor’s is a global rating agency that rates

{ borrowing entities’ ability to repay debt in a timely man-
: ner, as well as the likelihood of default. The other two

i large credit-rating agencies are Moody’s and Fitch.

Most large financial institutions (e.g, Deutsche Bank, JP

i Morgan, Goldman Sachs) offer a wide range of services
including brokerage functions. In addition, many smaller
i firms offer only brokerage and / or investment-advisory
 services.

Large financial institutions also provide a range of

‘ investment banking services. Smaller institutions (such
as boutique investment banks) often provide only a

i selection of such services.

Mobile wallet services such as M-Pesa (Kenya) provide

i an alternate digital payment system that allows people
i to carry out monetary transactions using their mobile

i phones.

The financial-infrastructure arm of the International

{ Finance Corporation (IFC) helps to develop appropriate
 legal and institutional frameworks that in turn facilitate
i the establishment of institutions such as local credit
bureaus and securities exchanges.
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122 Financial-sector challenges in developing countries

A well-functioning financial sec-
tor pools and channels available
funding so thatit can be used pro-
ductively. In addition to facilitat-
ing transactions, the financial sec-
tor serves a number of purposes
including:

» Solving financial and risk-manage-
ment problems;

» Allowing transactions to take place
with low transaction costs (i.e, in an
operationally efficient manner);

» Allowing transactions to take place
quickly (i.e, providing liquidity); and

» Providing timely information (i.e,
enabling informational efficiency).

Financial sectors in developed countries
usually perform better on these parame-
ters than do their counterparts in devel-
oping countries, providing for efficient
and effective operations. In contrast,
financial sectors in developing coun-
tries often face numerous challenges, as
explained in Table 2.

TABLE 2

Financial sector challenges in developing countries

Challenge Implication

High risk

Information
asymmetry

(Information
inefficiency)

High transaction
costs
(Operational
inefficiency)

Lack of financial
infrastructure

Low liquidity

Underdeveloped
financial markets

Unfavorable
regulatory / policy
framework

Lack of appropriate
financial
instruments

Exchange-rate
volatility

Given a higher level of inherent risk, finance providers often look for higher returns in developing countries than in developed
i countries. If the risk-return profile is unattractive, the provider may decide to invest in safer assets such as government bonds
i oropt not to provide financing at all.

Financial sectors in developing countries are often characterized by a lack of adequate information flow. This often results
ininformation asymmetry between the finance provider and the recipient, and consequently more conservative behavior on
the part of finance providers in their decision-making process.

Financial-sector transactions in developing countries are often associated with high costs due to factors such as bureaucratic
hurdles, red tape and monitoring expenses. High transaction costs result in diminished returns for providers.

In many developing countries, poor financial infrastructures make it difficult for financial institutions to expand their services
and create risks for the financial system as a whole.

Formal financial sectors in developing countries often lack liquidity, making it difficult for financial transactions to take place
quickly without affecting the price of the financial asset being transacted. This particularly deters equity investors from
participating in development-related projects, since they may not able to exit their investment easily and may have to settle
for lower than expected prices.

Financial markets in developing countries often lack supporting financial institutions and service providers that can help
counter market inefficiencies by providing risk-management solutions, facilitating information flows or providing liquidity,
among other tasks.

i Weak, inappropriate or unstable laws, policies, regulatory frameworks and enforcement mechanisms can make it difficult for
i finance providers to operate or increase their perception of risk. For instance, a lack of property-rights enforcement, frequent
i changes in laws, or fuzzy and unclear legal frameworks could deter providers from participating in the financial sector.

In many cases, traditional financial instruments and mechanisms may not completely address the needs of finance recipients.
i While financing for large corporations may be relatively easy to find, there might not be suitable instruments available for
financing MSMEs, along with a lack of expertise and/or willingness to serve this market segment.

i Local currencies in developing countries are often very volatile, meaning that their value vis-a-vis other currencies such as
: USD or EUR show substantial fluctuation. This can deter foreign finance providers whose returns from the provision of loans
i orequity investments can be affected by such fluctuations.
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1.2.3. Role of DFls in commercial finance

Development finance institution (DFIs) are institutions established and
owned by governments with the mission of contributing to sustainable
development goals in developing and emerging countries around the
world. They provide finance, technical assistance and advisory services

The private sectorisanimportant partner
and co-funder in the context of develop-
ment cooperation. However, to attract
such private funding and involvement,
DFlIs need to play a catalytic role. Com-
mercial banks may have no interest in
financing a project or company if the
proposed undertaking doesn’t meet the
bank’s risk-return expectations even
when it has strong expected social and
development effects. The risk might be
too high or the return too low. In addition,
local commercial banks frequently con-
tend that they lack the technical skills to
understand and assess specific programs
or business models, or they lack the finan-
cial flexibility to enterinto higher-risk and
longer-term financing, since their primary
investment activity is holding or trading
low-risk, short-term government bonds.
Nevertheless, the involvement of the
local financial industry is ultimately cru-
cial in order to trigger a virtuous cycle of
locally financed private-sector activities
within an economy.

In cases when local financial entities are
reluctant to participate, DFIs can usevar-
ious tools to “adjust” the risk-return pro-

file of the program, investment or com-
mercial activity in such a way that it fits
the criteria of the private-sector capital
provider. Such tools can include:

» Furnishing guarantees: DFIs can
reduce the risk by providing (partial)
credit guarantees for commercial
loans. This protects local financial
institutions against excessive losses
in case of defaults.

» Co-investing in structured finance
arrangements: DFIs can actas a co-in-
vestor in a fund structure, taking the
first-loss tranche (thus, taking respon-
sibility for all losses up to a specified
amount). This reduces the partici-
pating bank’s commercial risk and
increases the commercial return.

> Mobilizing blended finance: Through
so-called blended financing mecha-
nisms, DFIs can provide additional
financing instruments that reduce
risks for the commercial finance pro-
vider and/or increase repayment
times or flexibility for the finance
recipients. For example, subordinated
concessional mezzanine funding can

to companies, projects and governments. In addition to deploying pub-
lic funds for the purposes of development, DFIs are increasingly seen as
key actorsin leveraging private capital to mobilize commercial finance.

be provided with extended grace peri-
ods and flexible repayment terms to
give the commercial financing time to
become effective and the business to
pick up, or agreements can be made
to convert a portion of the debt into
equity capital if repayment is proving
difficult or commercial banks have to
be served first.

» Providing equity investment: DFIs
can acquire direct equity stakes,
becoming direct owners of a percent-
age of a company, project or a fund.
The money provided for this purpose
provides funding for the project, but
also demonstrates a visible level of
confidence in the project and pro-
vides other assurance for investors.
DFls pursuing this model thus engage
in early-stage financing or co-financ-
ing in conjunction with venture-cap-
ital entities or impact investors until
the business matures and becomes
attractive and eligible for commercial
financing.

» Providing technical assistance: In
some cases, DFIs can help lower trans-
action costs and risks linked to new

projects or existing projects entering
new territories. In some cases, they
can also help improve the quality of
the projectitself, for example by fund-
ing impact studies, thus increasing
thelikelihood of success or expanding
the development impact.

Funding investment grants: DFIs can
fund specific costs and activities, thus
serving to decrease the costs paid by
the project organizers and increasing
the chances of success. This strategy
is primarily used for purchasing or
upgrading existing fixed capital such
as tools or facilities. Some specific
forms such as interest-rate subsidies
can help lower the costs of finance.

Extending credit lines: DFIs can
provide credit lines to commercial
finance providers to support specific
sectors that are either of a high prior-
ity (e.g, climate-related activities) or
often ignored by formal finance insti-
tutions (e.g, small-and-medium enter-
prises, or SMEs).
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Understanding the
needs of finance recipients

Financial markets are comprised of a diverse range of finance recipients and finance
providers. The providers make financing available using various financial instruments
including equity, quasi-equity, debt, bonds and grants. Finance recipients put financ-
ing to productive uses. However, the amount of financing, along with the suitability of
the financial instrument and finance provider, will depend on several factors.

Before providing support to a company or public entity seeking to raise financing, a
few basic questions must be addressed, such as the nature of the finance recipient,
the purpose of the financing, and the amount and characteristics of the financing
sought. Once all of these questions have been answered, finding a suitable finance
provider will be easier (see Module 3).

v —

LEARNING OBJECTIVES: THIS SECTION'S TOPICS:
» Understand the differences between the various categories 2.1 Finance recipients and the
of finance recipients purpose and amount of
» Understand the differences in the purpose of finance finance
recipients’ financing needs and what this means for 2.2 Commonly used sources
financing amounts of finance and financial
instruments

» Develop a basic understanding of the differences
between common financial instruments including equity
investments, quasi-equity, bank loans, bonds and grants
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2 NEEDS = 2.1 Finance recipients

2L Finance recipients, and the purpose and amount of finance

Finance recipients include all entities that receive financing and put it
to productive use. GIZ works with various kinds of finance recipients in
many economic sectors, all of which are seeking different amounts of
financing, for different reasons. Table 3 below lists some of these enti-

ties, highlighting typical uses of acquired funds and desired financing

TABLE 3

FUNDRAISING
ENTITY

PURPOSE

TYPICAL
INSTRUMENTS

Types of finance recipients

Start-ups

» Establish direc-
tion & goals

» Market research

» Product, service,
and/ortech-
nology develop-
ment and launch

» Team creation

Small and
medium
enterprises

» Geographical
expansion

» Technology and
product upgra-
dation

» Capital expendi-
ture

» Working capital

» New product
lines

» Trade finance

Corporates

» Geographical
expansion

» Capital
expenditure

> Mergers and
acquisitions

» Working
capital

> Recapitalization
/ debt repay-
ments

> Trade finance

Investment funds
» Capitalization of
fund

» Technical assis-
tance facility

Equity e Grants o Loans o Quasi equity

Producer
cooperatives

> Input finance
> Harvest
Equipment
upgrades

Risk mitigation
and insurance

>

v

Projects and PPPs

» Engineering,
procurement
and construction
contracts

» Concession

» Operations and
maintenance

Public and
municipal
enterprises

» Funding public
services

» Provision of local
infrastructure
services

Sub-national
governments

» Finance opera-
tions

» Finance capital
needs

> Repay previous
lenders

amounts. Understanding the type of finance recipient can help in iden-
tifying what sources of financing could be most suitable. However, it
should be noted that some recipients (e.g.,, corporations) can in certain
cases also act as finance providers.

National
governments

» Finance opera-
tions

» Finance capital
needs

» Repay previous
lenders

> Macroeconomic
stability (e.g,
foreign currency
mismatch or
inflation etc))

Note: The list of purposes identified above is not exhaustive. The exact scope of financial need will
vary depending on the context. The table above seeks to rank needs within a given context.
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22 Commonly used sources of finance and financial instruments

Potential finance recipients can generate financing through two chan-
nels: external and internal financing. The recipients could generate
internal financing through their own operations, for example in the
form of profits. For instance, a solar-lamp company could retain all
profits earned by selling solar lamps and use these funds for financing
its expansion needs instead of distributing the profits to its sharehold-
ers. Internal sources of finance could also include financing produced

Financial return (or simply “return”)
is a term used to measure the reward
received by a provider as specified by
a given financial instrument. Return is
usually measured in terms of a percent-
age of the original amount of funds pro-
vided per year, which is called the “rate
of return” For instance, if the value of
the shares acquired through an equity-fi-
nancing transaction of €100 increased
by €5 after one year, the rate of return
would be 5%. If the original finance pro-
vider sold these shares to another inves-
torat this stage, it would be realizing the
returns; by contrast, if it kept holding

the shares in expectation of additional
returns in following time periods, the
returns would remain unrealized. This
type of return is called a capital gain (or
loss), and is derived from the increase
(or decrease) in the market value of
the financial instrument, particularly
in the case of equity, quasi-equity and
bonds. The other possible way of being
rewarded for an investment is through
income returns, which are periodic cash
payments by the finance recipient (e.g,
loan interest, bond coupon payments, or
equity dividends).

by the sale of existing assets or contributed by a business founder’s
friends and family. By contrast, a potential recipient could also acquire
external finance through various financial instruments such as equity
investments, bank loans, bonds, quasi-equity and grants. These types of
instruments are provided by an external individual or organization that
inturn receives a reward depending on the nature of the instrument.

FIc 5 Sources of finance

Sale of

assets
Friends and

family

Reduced
working
capital

Founder’s

personal
funds

Internal finance
Profits

generated

by the
business

Bonds Equity Grants

External finance

Quasi

Loans equity
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221 Equity

Equity investment is financing provided to the finance recipient by
an investor in exchange for partial or full ownership of an underlying
object (often a for-profit company), typically in the form of the acquisi-
tion of shares. Shares in the object are acquired by an investor based on
an agreed-upon valuation (see Box 7). The provider (called a shareholder
after acquiring the shares) can at a later stage either sell these shares
to another investor or sell them back to the recipient in order to realize
the gains, if any.

This type of financing can take the form  fics
of either private or public equity. Private
equity is provided through privately
negotiated transactions between the
provider and the recipient. Public equity, €
on the contrary, refers to financing
raised from retail investors (or the gen-
eral public) and institutional investors
by offering the shares for sale on a stock
market (also referred to as “listing” the
entity) in an initial public offering (IPO).
This is mostly done by larger companies.
These companies, called public listed
companies after the IPO, can subse-
quently approach the general public or

Equity returns

Non-uniform returns.
Mostly capital gains. Dividends may or may
not be paid over the years.

2NEEDS = 2.2 Commonly used sources = 2.2.1 Equity

However, financial markets in developing countries, often have low
liquidity and depth, making it difficult for the investors to exit their
equity investments. In some cases, the recipient may also reward the
shareholder by paying periodic cash payments called dividends, but
thisis usually the case only with large and established corporations.

& The non-uniform returns associated
with equity investments are due to the
finance recipient’s fluctuating perfor-
mance. The equity holder can sell shares
at the current price/valuation at any
point in time (subject to contract terms
and liquidity restraints). However, while
the provider may have return expecta-
tions based on ex ante assumptions,
actual performance may turn out very
different.

private-equity providers for additional
financing.

Equity financing
in period 0

- Equity financing

Dividends

B cepitalgains
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2.2.2 Bank loans

Bank loans are a type of debt instrument in which the amount (principal)
borrowed from a bank must be repaid by the recipient with interest. Bank
loans have a fixed time period for repayment, along with fixed or variable
rates of interest that is payable periodically. Usually, repayment starts
immediately after the loan is taken out by a recipient.

Bank loans are “senior” to equity financ-  fFic7 Loanrepayment
ing - that is, loan repayment is given pri-

2 NEEDS = 2.2 Commonly used sources = 2.2.2 Bankloans

However, there might in some cases be a grace period (also known as
moratorium period) during which no repayments are required, but
during which interest nevertheless continues to accrue. Loans can be
secured (which means the recipient’s assets are provided as security or
collateral) or unsecured (in which case no security is provided).

ority over repayment of equity and other Uniform periodic payments. Increasing proportion € The loan provider typically receives a
financing sources if the loan recipient of principal repayment and decreasing proportion pre-fixed payment from the borrower
enters bankruptcy. In addition to com- ' of interest payments over time. each year, which includes an interest

mercial banks, other institutions such as

corporations (in the form of intercorpo- J—

rate loans or deposits), development-fi-
nance institutions and microfinance
institutions also provide loans.

In countries with low levels of economic
development, commercial banks that
provide bank loans tend to dominate
the financial sector, while at higher lev-
els, stock markets tend to become more
active and efficient.

Bank loan financing
in period 0

PAGE 20

component and a principal-repayment
component. Over time, the principal
repayment component of this sum
increases, and the interest component
decreases (due to shrinking amount of
remaining principal). This is usually cap-
tured in the debt repayment schedule
(or amortization schedule). However,
some loans have repayment structures
different than the one illustrated here.
For instance, some may include a grace
period (as explained in section 2.2) and/
or a bullet-payment structure, in which

o the entire principal amountis due at the
Bl Loan financing end of the loan term.

Interest

- Principal repayment
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2NEEDS = 2.2 Commonly used sources = 2.2.2 Bankloans

7

sox: Project finance versus corporate finance

Companies commonly adopt one of two distinct approaches when raising external
financing for project implementation:

1) Corporate finance: Also known as balance-sheet finance, corporate financeis the
conventional way by which private companies raise financing for implementing
projects. Under this model, the company obtains financing by demonstrating to
finance providers, typically lenders, that it has sufficient assets on its balance
sheets to use as collateral. The lenders have recourse to the assets of the com-
pany if the company defaults on the debt. In other words, the lenders can sell the
company’s assets and use the proceeds to recover their loans.

———————— Information about ========
v company performance, !

management, etc. -

I Loans based on l

company’s assets

LENDER

Investment
in project — HiellEy

Provider
I Recipient
[ Intermediaries

....... > =Non-financial flow

——> =Financial flow

2) Project finance: In project finance, the financing is tied to a standalone and clearly
demarcated project, and is backed by the cash flows generated from the project. It
involves the formation of a new company by the private project developer (which
can also be called a project sponsor) for the purpose of carrying out the project.
Known as a shell company or special-purpose vehicle (SPV), this new company
raises project-specific financing using a mix of instruments such as equity (from
the project developer and/or other finance providers), bonds and bank loans. This
mechanism allows for what is known as “ringfencing,” a situation in which the
project’s financing is decoupled from the project developer’s assets and liabilities.
Under this model, the finance providers have either no or only limited recourse
to the assets of project developer in case of a default. In addition to private-sec-
tor projects, PPPs such as infrastructure projects typically raise funds through the
project finance mechanism.

Sponsor develops the

! roject throughanspv
proj 8 v
PROJECT

- === diligence, ===> —_— Y =
Cash-flow analysis etc. contribution (SPV)

; Loan based on project cash flow only and project assets only J

LENDER

| ‘““ﬁﬁ‘l':,";";1":},;,,
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223 Bonds

Bonds, also known as fixed-income instruments, are a type of debt
instrumentin which the bond issuer (i.e, the finance recipient) borrows
a sum from the bond purchaser (i.e, the finance provider), and returns

2 NEEDS = 2.2 Commonly used sources = 2.2.3 Bonds

thatsum to the purchaser(or current bond holder) upon the maturity of

Bonds can be issued by various types of
entities including governments, munic-
ipal organizations, state-owned enter-
prises (SOEs), and corporations. Bonds
are increasingly also issued by commer-
cial banks, DFIs and MDBs for specific
purposes such as climate-change miti-
gation or social activities, and are then
called “green bonds,” “social bonds” or
something similar (see section 4.1.6).
DFls often play a catalyticrolein helping
to establish such new specific-purpose
bonds.

There are two key differences between
bonds and bank loans:

» Bonds typically have a longer dura-
tion than loans; and

» Thereisamarket where bonds can be
boughtand sold among investors.

Bond returns

Uniform periodic interest payments.
Principal repaid at the end.

9060 0 06 @&

TIME

- Bond financing

Bond financing Interest

in period 0
- Principal repayment

the bond, while additionally paying periodic sums of interest. Bonds are
more commonly used in developed countries, but there is increasing
use of thisinstrumentin developing countries as well.

& For most bonds, the principal is not

repaid until the end of the tenure -
that is, when the bond matures. How-
ever, since the entire principal amount
remains outstanding, the recipient con-
tinues to pay the same interest sum
(usually called the “coupon”) every year
until that point. Other models are also
possible; for example, a finance recipient
may not be required to pay any interest
until the bond is fully mature. All inter-
est would then be cumulative, and paid
along with the principal.
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224 Grants

Grants are financial transfers typically provided by the public sector,
charitable organizations or foundations. The money does not have to
be repaid and is usually exempt from tax. Grants can fill financing gaps

Grant financing is often restricted to the
implementation of a specific project,
rather than being applicable to broader
uses such as general operating or capital
expenditures.

Grants providers use various strategies
to disburse grants. These could broadly
be classified as follows:

Responsive grantmaking: Responsive
grant providers are open to accepting
unsolicited proposals from potential
recipients which fall within the mis-
sion and guidelines of the provider. The
provider waits for proposals and is less
likely to initiate new programs. Such
grant-making, in effect, allows the recipi-
ents to drive the agenda.

Proactive grantmaking: Proactive grant
providers have more focused goals
and strategies for accomplishing those
goals. In these cases, it’s often the grant
provider who drives the agenda. In order
to identify potential recipients, the pro-
vider issues a request for proposal or
contacts the potential recipient directly.

Itisalso common to find grant providers
who use approaches which combine fea-
tures of proactive and responsive strat-
egies.

Grant providers do not expect any finan- «<p

cial returns. However, they closely moni-
torthe development impact of programs
they have financed. For the purposes of
this illustration, the impact is quantified
and depicted as a “return” - in fact there
is no financial return to the grant pro-
vider.

2 NEEDS = 2.2 Commonly used sources = 2.2.4 Grants

when other sources of capital are not easily available or accessible.
They can also be used in structures such as results-based financing or

blended finance.

FIG 9 Grantreturns

1
1
1
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Returnsin terms of
impact

Grant financing
in period 0
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1 1 Impact
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225 (Quasi-equity

Quasi-equity (or mezzanine finance)is a collective term for instruments
that combine the features of debt and equity instruments. Technically,
this falls under the category of debt taken on by a company, but also

Repayment depends on the recipient’s
future performance or cash flow. This
alternative is often used when neither
debt nor equity financing are available
or desirable options.

Examples of quasi-equity include:

» Convertible bonds, which are a
type of bond that can be converted
into shares of common stock in the
issuing company, or into cash of an
equivalentvalue;

» Subordinated loans, which are loans
that take a lower repayment priority
than bank loans (in case of bank-
ruptcy) but provide priority over
equity investors.

Typically, the returns earned on qua-
si-equity are higher than those on tradi-
tional bank loans, and lower than those
on equity investments.

Thereturnson quasi-equity are based on
the design of theinstrumentand the per-
formance of the recipient.

2 NEEDS = 2.2 Commonly used sources = 2.2.5 Quasi-equity

has some of the characteristics of equity financing, such as flexible
repayment options or a lack of collateral requirements.

FIG 20 Quasiequity

» Lowest risk and return for provider
» Lowest cost for recipient
> Highest priority in liquidation

» Highestrisk and return for provider
> Highest cost for recipient
» Lowest priority in liquidation

Subordinated debt (e.g. mezzanine debt)

Hybrid financing (e.g. convertible debt,

convertible equity)

Preferred equity
Common equity
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226 Differences between financial instruments

Financial instruments vary significantly with regard to aspects such as
their effect on ownership, level of operational influence, costs, risks,
degree of liquidity and tenure (the typical time the investment is held,
or before repayment is due). Determining the suitability of a specific
financing instrument thus entails an evaluation of the finance recipi-

TABLE 4 Comparison of financing instruments*

ent’s characteristics, needs and limitations. The table below presents a
comparative overview of key financial instruments and various param-
eters that need to be kept in mind when deciding on an appropriate
financing instrument. These instruments can be used alone or in com-
bination with each other.

Equity investment Quasi-equity Bank loans Grants
(Mezzanine finance)
Acquisition of Yes Sometimes No No No
ownership H : : : :
Board Sometimes i No i No iNo i Sometimes
representation H H
Strategic support : Sometimes Sometimes No No Sometimes
Risk sharing High i Medium i Low i Low :
taken by finance i i i
provider : : : :
Form of returns Gains/losses following resale Interest payments; if debt Interest payments as annual Fixed interest payments, possible No monetary returns expected
for finance of shares (based on increase/ converted into equity, then also percentage of principal market-based sale of bond to :
provider decrease in share prices); divi- i gains/losses based on increase/ i other investors (with gains based
dends i decrease in share prices i on changes in market price of
: i bond)

Cost of financing | 5555 HETEE i55s iss
(or cost of capital) .
Tenure i Usually 5 -7 years i Flexible repayment schedule i Depends on the purpose (canbe i Mostly long-term, but bonds with i Notapplicable

H : iaslowasafewmonths,andas i shortertenures also exist :

: : i high as 15 years or longer) :
Use of funds i Mostly unrestricted i Mostly unrestricted i Often restricted i Sometimes restricted (e.g,, for : Generally restricted

PAGE 25

4. Please see Annex 1 for a more detailed version of this table.

i green bonds, only certain uses of
: proceeds are eligible)
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Finance

providers

Finance providers mobilize financing and pass it on to the recipients. They take
numerous considerations into account in this process. These considerations differ
based on the type of provider.

This module is focused on understanding the perspective of finance providers and
delvesinto some major aspects of the financing processes pursued by the providers.
It first provides an overview of risk and return considerations used by finance provid-
ersin their decision-making procedures, and then profiles different types of finance
providers based on their preferred financial instruments, targets, approach to risk,
return and impact, and typical financing process.

The finance providers profiled in this section include private equity funds, angels
and venture capital funds, commercial banks, development finance institutions,
micro-finance institutions, cooperative financial institutions, pension and sovereign
funds, corporates, and venture philanthropists and foundations.

v s=

LEARNING OBJECTIVES: THIS SECTION'S TOPICS:

» Understand the meaning of returns, and how financial 3.1 The mindset of commercial
instruments provide returns finance providers

» Understand the roles of risk and risk management, as well 3.2 Risk considerations made by
as the relationship between risk and the expected level of finance providers
returns 3.3 Profiles of select commercial

» Understand the nature of relevant commercial and non- and non-commercial
commercial finance providers finance providers
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31 Mindset of commercial finance providers

The trade-off between risk and expected return is the most fundamen-
tal consideration for a finance provider. In the commercial finance
world, risk implies the chance that the actual return will be different

The risk-return trade-off is the balance
between the desire for the lowest possi-
ble risk and the highest possible return.
Atypical finance provider pursues one of
the two following strategies:

» Maximizing the returns for a given
level of risk; or

» Minimizing risk for a given level of
returns.

Risk levels will vary depending on the
type of finance recipient and/or the
instrument being used. Correspond-
ingly, the cost at which the financing is
provided will to a great extent depend
on the provider’s perception of risk. For
instance, a bond issued by the German
government entails a much lower risk
(thus offering a lower return) than one
issued by the government of a develop-
ing country, because the repayment abil-
ity of the latter might be constrained by
economic or political factors. Similarly,
the higher risk associated with equity
financing as compared to debt financ-
ing implies a higher capital cost (as well
as higher return expectations) even if
the recipient is the same. These factors

may also motivate certain finance pro-
viders - generally those who are willing
to accept higher risk levels in search of
higher rewards (or returns) - to invest
in developing countries or in compara-
tively high-risk instruments.

Finally, risk perception on the part of
finance providers can in many cases be
detached from the actual risk inherent
in a finance recipient. Transparent and
reliable information and data are often
not readily available in developing coun-
tries. In addition, providers may lack the
experience and ground-level knowledge
about developing countries necessary
to make an accurate assessment. All of
these factors may lead providers to over-
estimate risk levels. As a consequence,
they may either act conservatively while
providing financing, orapply a high price
tag for what is provided.

than expected. Low levels of uncertainty (low risk) are usually associ-
ated with low potential returns and vice versa.

While the risk-return trade-off domi-
nates the decision-making process for
most investors, a third dimension -
impact - can be added to the calculus if
the investor also takes into account the
economic, environmental and/or social
impact made by the investment proj-

Risk-return trade-off

Return

A

Low risk
Low return

ect. Although this is by no means com-
mon practice, it is an aspect becoming
increasingly relevant for various types of
investors, and is also making an appear-
ance on political agendas pushing for
implementation of the SDGs and the
Paris Agreement goals.

High risk
High potential return

>  Risk
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BOX 3

Cash-flow analysis and net present value

A technique called net present value
(NPV) analysis is commonly used to
determine a project’s prospective finan-
cial return and likelihood of profitabil-

ity.
Net present value analysis compares a

project’s expected future gains with the
investment required for the project.

Year 1
Fl
Year 2
CF,
Yearn
CF,
CF /(1+r) &~
CFZ/(l+r)2 —
< J
CFn/(1+r)n < o

The present value (PV) calculates the
current worth of a stream of cash flows
expected to be earned sometime in the
future. Toarrive at the presentvalue, the
future cash flows are simply discounted
by an appropriate discount rate. This
is visually demonstrated in the adjoin-
ing figure in which cash flows in year 2
(i.e, CF2), for example, are discounted
by (1+r)2; where “r” is the appropriate
discount rate, which is usually based on
the cost of capital. It can be mathemati-
cally expressed as:

CF2
+ + ot

(1+41)?

CFn
(T+1)"

Present  CF1
value (141

CFn=Cash flow in period n
r=discount rate

Present value relies on the assumption
that receiving a sum of money now is
worth more than receiving the same
sum sometime in the future. This is
because receiving that sum of money
today enables the recipient to save,
invest or lend the money, thus receiving
an additional return in the future.

The NPV is an extension of the present
value concept, and is often used to ana-
lyze the financial viability of projects.

It is calculated simply as the difference
between the present value of future
cash flows and the initial investment
made for the project. This is demon-
strated in the adjoining figure. A posi-
tive NPV - that is, a condition in which
the present value of future cash flows
is greater than the initial project invest-
ment, indicates that the expected finan-
cial gains from the project exceed its
costs.

Present value of
future cash flows

[

Generally, an investment with a positive
NPV will be a profitable one, and one
with a negative NPV will result in a net
loss.

NPV analysis is often used when making
project investment decisions. Projects
that have a positive NPV are more likely
to receive financing.

Future cash

|

CF

2

j\ ]\ AANANMN

(@)
-n

CF 2

flows from the
project
CFn LTt
c

Initial project
investment

90 0 0 &=

TIME
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Impactinvestments are investments made in companies, organizations
or funds with the dual goal of achieving a measurable positive social
and/or environmental impact and of earning a financial return. Impact

Impactinvestingis arelatively new term,
used to describe investments made
across many asset classes, sectors, and
regions. The growing impact investment
market provides capital to address the
world’s most pressing challenges in
sectors such as sustainable agriculture,
renewable energy, conservation, micro-
finance, and affordable and accessible
basic services including housing, health-
care, and education.

According to the Global Impact Investing
Network (GIIN) core characteristics of
impact investing are:

> Intentionality: The investor’s inten-
tion is to achieve a positive social or
environmental impact, as opposed to
the singular focus on financial returns
as in the case of traditional invest-
ments.

> Return expectation: Impact invest-
ments are expected to generate pos-
itive financial returns on their initial
investments, or at minimum generate
the return of the initial investment
(i.e, recovery of the original amount
invested, with no additional returns).

» Range of return expectations and
asset classes: Impact investments
can be made using a range of instru-
ments (equity, loans and quasi-equity)
expected to earn a financial return,
thus taking the form of private debt
or private equity. Return expectations
may thus range from below-market
to market rates. This distinguishes
impact investments from donations
or grants that do not yield financial
returns, and where the initial provi-
sion of capital is not paid back to the
finance provider.

> Impact measurement: In contrast to
investors that make sustainable or
socially responsible investments by
using decision factors such as the use
of exclusion lists to avoid negative
effects (e.g, by avoiding investment
in tobacco-related companies), pref-
erences for best-in-class-approaches
(e.g,investinginthe car manufacturer
with the lowest CO, emission rates),
or preferences for sustainability-ori-
ented sectors (e.g, renewable ener-
gies), impact investors measure and
report the social and/or environmen-
tal performance of their investments.

3 PROVIDERS = 3.1 Mindset of commercial finance providers = 3.1.1 Impact Investing

investments can be madeinbothemergingand developed markets,and
targetarange of returns from below market to market rate, depending
on investors’ strategic goals.

According to the GIIN, more than $114
billion is managed by impact investors
globally. The main investment fields are
sustainable agriculture, health, financial
services, renewable energy and energy
efficiency, and affordable housing.

FIG 12 Overview on investment profiles and the impact investment bracket

Traditional
grants

Traditional Investments integration non-financial factors

investments ininvestment analysis
Financial-only Responsible Sustainable ‘ Impact-driven Impact-only

Delivering competitive financial return
I I
Mitigating ESG risks
I I

Pursuing ESG opportunities (or CSR policies)
I
Delivering measurable
high-impact solutions
I

Positive screens and
impact measurement

Negativeand/or
positive screens
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BOX 4

Company valuation principles

Valuation is the process of determin-
ing an enterprise’s current worth. It is
particularly useful in determining the
price of each equity share of a company.
Individual share values are obtained by
dividing the total value of a company by
b4 the total number of equity shares. This

90w can also be interpreted in terms of per-
| centages. For instance, a 5% share of a
i company whose worth is determined
to be $100 million would be $5 million.
o] Two of the most commonly used tech-
X\ niques for valuation of companies are
discounted cash flow and comparable
company analysis.
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1) Discounted cash flow (DCF) analysis
In principle, DCF analysis is similar to
present value analysis. An enterprise
generates cash from sales revenues,
loan proceeds, investment returns and
the sale of assets, and loses cash due to
operating expenses, debt repayments,
and the purchase of assets, among oth-
ers reasons. When valuing a company
using this method, certain assumptions
are used to estimate the total volume
of net cash flows in future years. These
cash flows are then discounted by an
applicable discount rate that reflects
the cost of capital for the company in
question. Mathematically, this can be
expressed as:

DCF CF1 CF2 CFn

= + + o+
value — (1+r)t (141 (1+r)n

CFn=Cash flow in period n
r=discount rate
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2) Comparable-company analysis

The second widely used method relies
on a comparison with the metrics of
other businesses with similar attributes
such as size, industry, type of goods pro-
duced, or services offered, and region
served. The basic premise is that the
value of a company should resemble
that of other similar companies within
a similar category. The analysis thus
starts with selecting a peer group con-
sisting of similar companies, and then
proceeds by comparing the company
in question to the peer group. This com-
parison typically entails examination of
several key financial ratios, including;

> Enterprise value - EBITDA ratio:
Known as the enterprise multiple,
this is obtained by dividing the
entire value of the business by its
total earnings before interest, tax,
depreciation and amortization (i.e,
EBITDA).

> Price-to-earnings ratio: Often known
as the price multiple or earnings
multiple, this ratio compares the cur-
rent share price of a publicly listed
company toits earnings (i.e., profits)
per share.

Several other profitability ratios are
also used for valuations. These could
includereturnonequity (ROE), returnon
assets (ROA), return on capital employed
(ROCE), and return on investment,
among others.
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32 Risk considerations made by finance providers

In daily life, risk is usually presumed to be something that should be
avoided at all costs. In the finance world, however, risk is inseparable
from financial performance. It is one of the most important consider-
ations for any finance provider. Finance providers form their return
expectations and determine the cost at which to provide financing

Risk and cost of capital

Risk levels are closely associated with
the cost of capital. Higher levels of
assessed risk will lead to higher expected
returns and higher financing costs in
order to compensate for the risk. It is for
this reason that most finance providers
expect to earn higher returnsin develop-
ing countries, where risks are perceived
to be comparatively high, than would be
true forasimilar financing transaction in
developed countries.

The overall risk can be broken down into
various different risk factors. Finance
providers may ask for a different degree
of compensation, called a risk premium,
for each individual risk factor. These pre-
mia are then added to the risk-free rate
or base rate to arrive at the total cost of
capital. This is called risk-based pricing,
andisillustrated in Figure 13.

The risk-free rate is the return earned by
investing ininstruments that are consid-
ered free from credit risk, such as gov-

ernment bonds with an excellent credit
rating. While the existence of risk-free
rate is easily observable, estimating risk
premia for the various risk factors men-
tioned above requires finance providers
to make numerous assumptions, and
will also be influenced by the specific
nature of the finance recipient. Factors
evaluated will likely include (but will not
be limited to) country risk, business risk,
industry risk, management risk and cur-
rency risk.

based on their perceptions of risk inherent in a potential finance recip-
ient, firm or project. Based on the types of risk identified, specific risk
mitigation mechanisms can be applied and may in some cases also be
required by the finance providers.

FIG 13 Risk premia and the cost of capital

% Risk
A premium

Cost of
capital
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rate i charges

Risk factors (RF)
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BOX 5

Sovereign ratings and credit risk

One way of estimating the level of risk
inherent in an investment is to use the
ratings issued by credit-rating agencies
such as S&P, Fitch and Moody’s. Differ-
ent agencies use different scales and
methodologies to assign ratings to a
broad range of entities, both public and
private, that raise debt financing.

Ratings are essentially the agency’s
assessment of the probability that the
entity will meet its debt obligations
in time and in full. For instance, when
a government raises debt financing,
theserisksarereflected in sovereign rat-
ings produced by rating agencies. The
adjoining table presents the long-term
ratings assigned to several countries,
with “AAA” reflecting the best-possible
credit quality, and “CC” / “CCC+" close to
the worst (rating agencies also assign
a “D” rating, which is the lowest rating
and reflects failure in meeting debt obli-
gations. However, none of the countries
in the table has been assigned a “D”).
Sovereign credit ratings also reflect the
investor community’s opinion regard-
ing the state’s capacity to repay lend-
ers. As can be seen from the table, most
developing countries have lower credit
ratings than developed countries. This
implies that developed-country govern-

ments usually have access to finance
in the international market on better
terms than their counterparts in devel-
oping countries.

Similarly, credit ratings are also
assigned to companies raising funds
through debt instruments such as bank
loans or bonds. These are known as cor-
porate credit ratings and just as in case
of sovereign ratings, these also reflect
the opinion of the credit rating agency
about the likelihood that the company
will repay its debt obligations in time
and in full. Though different rating
agencies adopt different rating meth-
odologies forassigning corporate credit
ratings, in principle, they try to assess
the adequacy of company’s future cash
flows and investments to meet the
debt obligations when they fall due. In
order to do so, rating agencies assess
the business and financial risk that the
company might be exposed to. The esti-
mation of business risk, for instance,
could encompass the evaluation of
strengths / weaknesses of the opera-
tions of the company (including market
position, geographic diversification,
sector strengths / weaknesses, market
cyclicality, and competitive dynamics).
The financial risk could encompass

evaluation of the financial flexibility of
the company (including: total sales and
profitability measures, margins, growth
expectations, liquidity, funding diver-
sity and financial forecasts).

However, it must be noted that ratings
are only one way of estimating risk.
Many companies, particularly small
ones, do not have outstanding credit
ratings. Finance providers thus use
internal rating systems in addition to
the external ratings, when available.

5. Long-term credit ratings as of 19 September 2017. Selected countries.

NV

Long-term credit ratings®

WY

Country Fitch S&P
Bangladesh BB- BB-
Bolivia . BB- ‘BB
China P A+ {AA-
Colombia  : BBB : BBB+
Congo (DRC) : CC L CCC+
Egypt ‘B  B-
Ethiopia ‘B ‘B
Germany  : AAA EAAA
Ghana B B-
India : BBB- : BBB-
Indonesia  : BBB- : BBB-
Kenya P B+ B+
Mexico BBB+ -
Namibia | BBB- .
Nigeria P B+ ‘B
Pakistan ‘B ‘B
Rwanda { B+ ‘B
South Africa BB+ BBB-
Sri Lanka P B+ P B+
Uganda ‘ B+ ‘B
USA ©AAA L AA+
Vietnam BB- BB-°

)
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Types of risk

Finance providers are exposed to mul-
tiple sources of risk, which they in turn
weigh differently. All sources of risk
can impinge on financial instruments’
performance, in that they can result in
lower-than-expected returns or even the
complete loss of the sum provided as
financing. The willingness and ability to
acceptrisk (jointly called “risk appetite”)
varies among providers. Moreover, dif-
ferent recipients possess different risk
characteristics, all of which can be exac-
erbated in developing countries.

The overall risk faced by finance provid-
ers can be divided into two categories:

1) Systematic risk: Systematic risk is
macro in nature, and influences all
potential finance recipients in a
given country. It arises due to factors
over which a recipient has no con-
trol. Sources of systematic risk could
include political, regulatory or macro-
economic factors (e.g, inflation risk,
currency risk, interest-rate risk). For
example, political instability and the
resultinguncertainty could haveapro-
found effect on all businesses operat-
ing within the country; alternatively,
a strong depreciation of the local
currency could undermine invest-
ment returns as imported machines
or input factors become more expen-

sive for the company (since more local
currency will subsequently be needed
to buy thesameamountof the foreign
currency needed to pay forimports).

2) Unsystematic risk: Micro in nature,
this is sometimes also referred to as
“specific risk” These risk factors are
related to the unique characteristics
of the finance recipient or the sector
in which the recipient operates, and
thus affect only the company in ques-
tion or a small number of similar enti-
ties, not the entire market. Possible
examples include:

= Business risk that arises due to
the likelihood of future employee
strikes against a specific company,
thus threatening future revenues.
Business risk that arises due to
business cycles or technological
changes resulting in lower-than-ex-
pected sales.

= Credit risk that arises due the
inability of a recipient to repay any
borrowed amount.

= Industry risk that could arise due to
industry cycles or government poli-
cies that affect recipients within a
given industry.

= 3.2 Risk considerations made by finance providers

Commercial finance providers will only
invest in assets with comparatively
high levels of risk if they expect to be
rewarded in the form of returns greater
than those associated with lower-risk
assets.

» Finance-recipient perspective: Poten-
tial finance recipients should incorpo-
rate measures reducing inherent risk
characteristics as early as possible.
When conceptualizing new projects
or initiatives, entities seeking funding
should carefully analyze all potential
risk factors associated with their new
projectorinitiative. Thisis particularly
relevant for unsystematic risks that
are unique to the potential finance
recipient. This can help in the devel-
opment and implementation of mea-
sures aimed at mitigating some of the
risk elements, and can also lead to a
more focused approach when looking
for financing. Arranging for a financial
guarantee from a credible actor, thus
reducing default risk, may make it eas-
ier to raise financing and reduce the
cost of capital. However, third-party
risk-mitigation instruments should be
only the closing element of a broader
risk-minimization strategy. Potential
finance recipients must fully under-
stand their inherent risk before they
can qualify as a partner for risk alloca-
tion with third parties.

» Finance-provider perspective: Vari-
ous strategies for managing and mit-
igating financial risks are available to
finance providers. Forinstance, a bank
providing a loan may ask for a secu-
rity (or collateral) in the form of the
finance recipient’s land and building.
Finance providers such as private-eq-
uity funds may mitigate some risk by
providing financing to recipients with
differing risk profiles, thus balancing
high-risk with low-risk investments.
This is known as diversification. Insur-
ance, derivatives and guarantees are
other mechanisms that providers use
to mitigate risk. The key message is
thatdifferent providers have different
levels of return expectations and risk
appetites that need to be carefully
considered by a recipient while look-
ing for financing.
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Risk-mitigation mechanisms

Risk-mitigation mechanisms transfer
certain defined risks from finance pro-
viders to other parties (e.g, guarantors
or insurers) that have a better capacity
to accept such risks. The availability of
appropriate risk-mitigation mechanisms
allows private-sector providers to shed
risks perceived as excessive, beyond
their control, or otherwise unaccept-
able. By redistributing or reducing the
level of risk, appropriate risk-mitigation
mechanisms increase the chances that
commercially viable but comparatively
high-risk projects will obtain financing.
However, there is no one-size-fits-all
risk-mitigation mechanism able to elimi-
nate all risks associated with a financing
agreement. Insurance and guarantees
are the most commonly used risk-mitiga-
tion instruments. DFIs and other special-
ized financial institutions can also pro-
vide guarantees and various insurance
products.

1) Insurance: Insurance provides protec-
tion against potential financial loss.
The buyer of insurance-based protec-
tion pays a sum of money, known as an
insurance premium, to the insurance
provider to buy protection against
financial losses emerging from a set
of predefined events. The contract
between the insurance buyer and
insurance provider also stipulates the
extent of loss covered (i.e, the sum
insured) and the duration for which
the protection is provided. Insurance
products can be designed for a range
of purposes. As shown in the figure,
for example, finance providers can

purchase insurance cover against
certain events (or risks) that threaten
the recovery of their investments. For
instance, political-risk insurance can
provide investors, lenders, contractors,
exporters and NGOs with insurance
protection against currency inconvert-
ibility, expropriation, political violence
and other more targeted risks. Insur-
ance protection can also be purchased
by a potential finance recipient. For
instance, a technical insurance policy
can provide protection to a project
under construction or to installed
machinery or equipment. Several addi-
tional examples of relevant insurance
products are listed below.

Insurance
premium

INSURANCE
PROVIDER

FIG 14 Insurance mechanism
FINANCE
PROVIDER (------
Insurance
protection
Repayments
Financing
Insurance
protection
FINANCE -----
RECIPIENT
Provider
I Recipient

Intermediaries

Insurance "",'">,
. Non-financial flow
premium
 —

Financial flow

>

>

The African Trade Insurance Agency
offers trade-credit insurance covering
non-payment risks (credit default),
and political-risk insurance that cov-
ers expropriation, currency inconvert-
ibility and exchange transfer cover,
contract frustration, political violence
and trade embargoes.

The Overseas Private Investment Cor-
poration (OPIC) provides insurance
products covering losses to tangible
assets, investment value and earn-
ings that result from political perils
such as currency inconvertibility,
expropriation and political violence.

Germany’s Euler Hermes Kreditver-
sicherung provides political-risk
coverage for trade if the German trad-
ing partner applies for protection.
Economic risk can also be covered

if alocal partner from a developing
country applies. This includes cred-
it-default-risk coverage.

Numerous private insurance compa-
nies (e.g, Alexander Forbes) also cover
systematic risks such as credit-de-
fault risk.

CONT. NEXT PAGE v
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2) Guarantees: A guarantee is a promise high-risk sectors, and thus mobilize  » GuarantCois a special guarantee » The African Guarantee Fund, aimed at
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of performance to a beneficiary - in
this case to a finance provider - in
the event that the finance recipient
fails to meet contractual payment
obligations toward that beneficiary.
Guarantees can cover political and/
or commercial (e.g, credit, regulatory/
contractual) risks that investors are
unwilling or unable to bear. Develop-
mental guarantees help in mobilizing
private resources for development
purposes. They facilitate funding
flows to developing countries and

FIG 15 Guarantee mechanism

FINANCE
PROVIDER

Repayments

Financing

itttk

additional resources beyond what
financial markets would normally pro-
vide. They are thus a comparatively
efficient use of scarce public funds. As
demonstratedinthefigure,arecipient
might have to buy a guarantee against
predefined risks before a provider
makes financing available. However,
the guarantee provider could also be
a DFI that provides a guarantee to the
finance provider without any fees.
Several examples of relevant guaran-
tee mechanisms are listed below.

Guarantee
protection

GUARANTEE
PROVIDER

FINANCE T
RECIPIENT Fees, ifapplicable

Provider

I Recipient

Intermediaries

------- > =Non-financial flow

——> =Financial flow

facility which provides local-currency
guarantees to infrastructure projects
in low-income countries in order to
mitigate credit risks for local banks,
thereby promoting domestic infra-
structure financing and capital-mar-
ket development.

» The Multilateral Investment Guaran-

tee Agency (MIGA), a part of the World
Bank Group, provides guarantees for
large investments regarding force
majeure risks, but also has a Small
Investment Program and a Private
Equity Fund Insurance (limited to
political risk) offer; while the agency
does cover barriers to the conversion
and transfer of currency, it does not
cover currency-exchange risks.

small and medium-sized enterprises,
is oriented toward the mitigation of
transactional risk, offering guaran-
tees addressing conditions such as a
lack of collateral or a lack of solvency,
or aneed to strengthen SME manage-
ment skills. Requests for guarantees
must be submitted by the financial
institution providing the financing.

Currency-exchange risk is hard to cal-
culate,and can have a direct impact
on the profitability of a cross-border
investmentin the short term. There
isalso no general solution to counter
this. The Currency Exchange Fund
(TCX) was set up by DFIs as one means
of addressing the risk, but can be
involved only if a DFlis a co-financier,
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3 Profiles of select commercial and non-commercial

finance providers

Different finance providers have different risk appetites and return
expectations. As a consequence, they provide financing via differ-
ent financial instruments that reflect these differences. In addition,
depending on the type of financing provided and the nature of the pro-

TABLE 5 Finance providers and typical financial instruments

3 PROVIDERS = 3.3 Profiles of select finance providers

vider’s operations, approaching different providers entails different
processes, which are summarized in the following sections. The table
below provides an overview of finance providers and the instruments
they typically use to provide funding.

FINANCIAL INSTRUMENTS

. Private equity funds
. Angels and venture
capital funds

. Development finance
institutions

. Microfinance
institutions

. Cooperative financial
institutions

. Pension and sovereign
funds

. Venture philanthro-
pists and foundations

s55 NN

COST OF CAPITAL
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331 Angels and venture capitalists

Angel and venture-capital investors acquire shares in start-up compa-
nies. They usually want to resell the shares thus obtained after two or
three years,and move on to the next start-up company. Hence, exit sce-
narios - that is, descriptions of how and when the investor will be able
to sell its shares - may be included directly in the investment’s terms

TYPES:

Angel investors can be individuals, also
called “business angels,” or specialized
investment companies (acting on behalf
of other angels and venture capitalists)
or funds. So-called incubators also play a
significantrole asangel investors. In addi-
tion to financing, they provide infrastruc-
ture and technical assistance that helps
start-up entrepreneurs create a business.

In many cases, incubators are publicly
funded or co-funded with the aim of
promoting entrepreneurship. In sub-Sa-
haran Africa, for instance, more than 50
incubators have emerged and gained
significance over the course of the last
decade; the World Bank’s InfoDev organi-
zation alone maintains 12 in the region.®
In Tanzania, the Small Industries Devel-
opment Organization (SIDO) maintains
oneincubatorin each of the country’s 19
administrative regions.

Another category that has emerged in
recent years is company builders, which
provide professional technical assis-

6. See http://www.infodev.org/infodev-files/resource/InfodevDocuments_325.pdf

tance in business-model design and
development, seed funding, fundraising
support and other services.

Venture-capital providers are usually
organized as specialized investment
companies or funds. They usually have
a well-structured professional team in
place that includes finance and man-
agement experts, as well as industry
specialists.

PREFERRED FINANCING INSTRUMENTS:

Angelinvestors provide financing shortly
after, during or even before the process
of incorporation. Since the investee
usually lacks revenues at this stage, it is
typically difficult to find an entity that
will provide debt-based financing (with
its attendant repayment obligations).
Hence, angel investors usually provide
equity capital in return for shares, and
join the founders in sharing risk. Invest-
ment volumes can be as low as $5,000
to $10,000. Some private angel investors
provide grants of similar amounts.

= 3.3 Profiles = 3.3.1 Angels and venture capitalists

and conditions. In this regard, establishing this “how” can be particu-
larly challenging for young developing-country companies that are not
listed on a stock exchange, as it can be difficult to find follow-up inves-

tors or financiers.

Venture-capital investors usually work
purely on an equity basis, without pro-
viding grants. As they enter the process
at a later stage than angels, they don’t
share the seed-stage risk; however, since
the start-up has typically passed the
proof-of-concept phase by the point of
their entry, these entities are typically
confident enough to provide larger
investments of up to several hundreds
of thousands of dollars.

IDEAL TARGET:

Ideal targets for angel investors and
venture-capital companies are usually
innovative technology-driven compa-
nies with a unique selling proposition
and a capable founder and team. Angel
investors and venture capitalists try to
identify the champions of tomorrow,
and would rather invest in an original
innovator thanin adopters orreplicators
during the process of up-scaling. This is
important to consider when engaging in
an up-scaling program.

RISK-RETURN APPROACH:

The ambition of angel investors is to
identify promising innovative compa-
nies and support them as they become
ready for market. Since angels invest
in the venture’s initial and early stages,
they take on the same substantial level
of risk as the founders. Hence, their goal
is to maximize their financial return
after the venture has developed to a
stage where it generates a continuous
stream of revenues, potentially even
before it becomes profitable. Strong
and fast growth in revenues will give
follow-up investors confidence that the
venture has the capability to reach prof-
itability, thus increasing the price per
share and maximizing returns for exist-
ing investors seeking to sell their shares.
The risk-return profile of angel investors
and venture investors varies in such a
way that angel investors actually take
on a higher level of risk by entering at
the seed stage, and consequently expect
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higher returns. Venture-capital investors
take on a lower level of risk by entering
at a later stage of the company’s devel-
opment; their rate of return will thus
be more moderate, but can still clearly
exceed 20% per year.

3 PROVIDERS = 3.3 Profiles = 3.3.1 Angels and venture capitalists

(), APPROACH TO IMPACT:

Traditional angel and venture-capital
investors are typically above all inter-
ested in financial returns, and usually
focus primarily on developed-world
countries with developed financial
industries in order to facilitate exit
strategies and secondary markets (i.e,
markets in which shares in companies
not yet listed on a stock market can be
traded). In the developing world, they
often compete with venture philan-

thropy, public grants and investors with
a broader mindset. The need for innova-
tive business models able to solve social
problems in developing countries, for
example through innovations in health
care, information technology, agribusi-
ness or renewable energies, has in some
cases attracted impact-oriented high-
net-worth individuals and specialized
impact-investment companies that pro-
vide business-development assistance
and financial resources to early-stage
ventures. Sub-Saharan African incuba-

FIG 16

tors often focus on specific impact-re-
lated themes such as climate change or
ICT.

Financing process (Angels and venture capitalists)
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332 Private-equity funds

Private-equity (PE) investors buy shares in a company in return for the
capital provided. The relationship between the financing amount and
the percentage of shares acquired depends on the company’s financial
valuation. Private-equity investors usually invest at a later stage than
venture-capital investors; they are more comfortable providing funds

TYPES:

Private-equity providers typically have
one of two different motivations. Finan-
cial investors buy and sell shares as their
core business activity, taking a medi-
um-term investment perspective, while
strategic investors are more typically
established business-sector companies
seeking to grow their operations over
the long term through the acquisition
of competitors or newcomers. Financial
investors may seek to specify an exit sce-
nario when negotiating the terms and
conditions of an initial investment, espe-
cially in developing countries.

Private-equity capital providers are usu-
ally organized as specialized investment
companies or funds, and usually have
a well-structured professional team in
place. The providersmay themselves take
the form of limited liability companies or
funds, but also appear as trusts, holding
companies, and public limited or listed
stock companies. In terms of investment

strategies, private-equity funds may act
either as growth equity funds (i.e, seek-
ing investments in slightly later-stage
companies that are already generating
significant revenue and are looking to
increase the scale of their operations) or
buyout funds (i.e, seeking investments
that give them controlling stakesin large
and mature companies).

PREFERRED FINANCING INSTRUMENTS:

Private-equity investors usually provide
pureequityinvestment. However,as they
enter the growth process at a later stage
than do angel or venture capitalists,
other instruments such as quasi-equity
sometimes become applicable. Indeed,
quasi-equity is preferred by some new
entrantsin developing countries or risky
environments that want to start with a
lower risk profile, but who also want the
option of staying involved over the lon-
ger term.

= 3.3 Profiles = 3.3.2 Private-equity funds

when the investment has matured enough to generate a steady flow of
revenues, or has even reached profitability.

Private-equity investment is obtained through privately negotiated
transactions between the provider and the recipient.

Investment volumes in developing coun-
tries may start at $100,000, and rise to
several millions of dollars perinvestment.
Larger sums can be obtained when sev-
eral entities invest together, which is also
called a “club deal”

IDEAL TARGET:

Ideal targets for private-equity inves-
tors are established companies with
a proven business model and strong
growth potential.

RISK-RETURN APPROACH:

The ambition of private-equity investors
is predominantly to make money. Even
impact investors in this category may
select rather low-risk cases. This means
that private-equity investors are usually
rather risk averse, with only marginally
more risk appetite than banks. The tech-
nical assessment, or “due diligence”
prior to the investment can be exten-
sive. PE investors seek a low failure rate,
but return expectations of 20% are not
unusual.

APPROACH TO IMPACT:

There is a lot of hope and expectations
linked to private-equity investors in
developing countries when it comes to
purposeful investments which promote
development goals. Since private-equity
investors may retain their stakeinacom-
pany for more than five years, they are
also regarded as long-term or “patient
capital” providers, which gives the
investee time to work toward generat-
ing the desired social impact as well as
financial returns.
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Financing process (Private-equity funds)
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333 Banks

The financial sectors of many developing countries are dominated by
banks. This means that a large, and indeed often a commanding share
of the total assets making up the country’s financial sector is owned by
banks, with other elements of the financial system such as capital mar-
kets, pension funds and insurance companies playing arelatively smaller

TYPES:

A bank is a depository financial insti-
tution that receives deposits from and
extends loans to individuals and orga-
nizations. On the one hand, it acts as
a custodian for funds received from
the depositors (individuals and orga-
nizations), repaying these funds upon
demand or after the expiry of an agreed
fixed period. On the other hand, it lends
money to individuals and organizations
for various purposes. While a bank pays
interest to depositors on the funds
deposited by them, it receives interest
from borrowers. The interest charged
on loans is usually higher than that paid
on deposits. In addition to drawing on
the funds deposited by savers, banks
can also use the credit lines or risk guar-
antees offered by DFIs to provide loans
to finance recipients (particularly to
MSMES).

Banks can be publicly owned (state
banks), privately owned or have mixed
ownership, including ownership stakes
held by foreign (private) investors. In

most countries, the privatization of
state banks has markedly reduced pub-
licownership and government influence
in the banking sector (e.g, in the form of
directed lending policies favoring indi-
vidual sectors).

Banks can also be classified based on the
nature of services offered. Most common
arecommercial or retail banks. These are
financial institutions that take deposits,
make loans and offer other services to
their clients. Cooperative banks too can
act like commercial banks, but are typi-
cally much smallerin size and are run as
cooperatives. National banking sectors
are governed by central banks, which
carry out national monetary policies and
are in charge of banking regulation and
supervision.

It should be noted that investment
banks, though also called “banks,” do
not typically accept deposits or engage
in lending activities. In addition, some
institutions may exist that provide loans
to individuals and organizations but do
not accept deposits. These can be called

» 3.3 Profiles = 3.3.3 Banks

role. Banks thus play a crucial role that ranges from providing loans to
local enterprises and supplying trade finance to participating in larger
syndicates alongside other banks in tasks such as financing infrastruc-

ture projects.

non-banking financial institutions or
non-depository institutions.

PREFERRED FINANCING INSTRUMENTS:

Banks deal both with individuals and
organizations, in both the private and
public sectors. Given the scope of this
guide, this section focuses only on instru-
ments that involve organizations as a
potential recipient.

Banks usually provide loans, with vary-
ing terms and security requirements.
Long-term loans are commonly used to
purchase, improve or expand fixed assets
such as plants, facilities, major equip-
ment and real estate. Short-term loans
are used for working-capital purposes.
The interest rate charged by banks on
long-term loans is usually higher than for
short-term loans, due to the higher inher-
ent risk associated with the longer time
period.

Loans can beeithersecured or unsecured.
Unsecured loans are instruments that are
notbacked by any collateral on the part of

the financerecipient. Secured loansarein
contrast backed by collateral such as an
asset, for instance the plant, machinery
or equipment of a manufacturing MSME.
The banks can assume ownership of the
collateral if the recipient does not repay
the loan as agreed in the terms and con-
ditions. The provision of collateral to back
a loan reduces the risk for the lender;
thus, interest rates are usually lower for
secured loans than for unsecured loans.

In addition to loans with fixed repayment
periods, banks may also offer revolv-
ing loans for working-capital purposes.
Under a revolving loan arrangement, the
loan amount can be withdrawn, repaid
and redrawn again in any manner and
any number of times until the arrange-
ment expires.
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IDEAL TARGET:

Banks offer a wide range of tailored loans
for different purposes. This can range
from a loan offered to an individual for
the purchase of an automobile to a loan
offered to a power company to establish
alarge power plant. Before extending any
loan, banks determine a potential bor-
rower’s creditworthiness. This is essen-
tially an analysis of the likelihood that
the borrower will repay the loan in time
and in full, as measured by the probabil-
ity of default. The higher the probability
of default, the less likely it is that a bank
will offer a loan.

RISK-RETURN APPROACH:

Banks arein the business of making prof-
its. They do so mainly by ensuring there
is a positive difference between the
interest received from borrowers and
the interest paid to depositors, while
maintaining an acceptable level of over-
all risk.

The interest rates charged by banks
vary substantially across contexts. For
instance, interest rates charged by
banks in developing countries are usu-
ally much higher than those charged in
developed countries. This phenomenon
is determined by a large number of eco-
nomic, regulatory, policy and risk factors
that are beyond the scope of this guide.

Banks are among the most risk-averse
finance providers. Differences in the
interest rate charged to different bor-
rowers within a particular context
reflect differences in the level of risk
perceived by the bank. For instance,
start-up companies will find it much
more difficult than mature companies
to obtain a bank loan, due to their lack
of established creditworthiness and the
risks inherent at the start-up stage.

The framework applied by banks in
determining potential borrowers’ cred-
itworthiness largely draws on a frame-
work dubbed the “4Cs of credit”

These include:

» Capacity to repay: the borrower’s
ability to repay the loan, based on a
comparison of the loan amount with
expected future income.

» Collateral: the assets offered as
security.

» Capital: the contribution made by the
borrower toward the total financing
requirement.

» Character: the borrower’s reputation
and track record with regard to pay-
ing debts.

A potential borrower who is evaluated
unfavorably on these factors is consid-
ered riskier than one who is evaluated
relatively favorably. Risky borrowers are
likely to be refused loans or asked to pay
higher interest rates.

» 3.3 Profiles = 3.3.3 Banks

Banks in developing countries have
started offering cash-flow-based lend-
ing. In the absence of formal collateral,
which is often the case, the bank may
accept proof of a stable income as suf-
ficient evidence of creditworthiness to
extend the loan.

APPROACH TO IMPACT:

Traditionally, impact has not played a
significantrole in the decision-making of
commercial banks. According to a 2014
World Wildlife Fund study,” environmen-
tal, social and governance (ESG) issues
and risks may be more prevalent in
developing countries for reasons such as
less mature, comprehensive and robust
regulations; weaker enforcement; lower
levels of external scrutiny. Moreover,
banks and in turn their clients may have
lower awareness of and capacity to man-
age ESG issuesin these areas.

However, banks, including thosein devel-
oping countries, have in recent years
started to incorporate ESG criteria into
their lending frameworks and strategies.
This has been driven by factors such as
regulatory changes, reputation-manage-
ment efforts, enhanced risk-manage-
ment strategies and efforts to improve
environmental and social sustainability.
For example, the worldwide financial
community has produced the Equa-
tor Principles, which are collectively a
risk-management framework adopted

by financial institutions for determining,
assessing, and managing environmental
and social risk in projects. As of the time
of writing, 91 financial institutions in 37
countries, including several banks, had
officially adopted the principals. These
institutions together account for more
than 70% of existing international proj-
ect-finance debt in emerging markets?
Some of the leading credit-rating agen-
cies (including Moody’s Corporation
and Standard & Poor’s) have also started
incorporating ESG considerations in
their frameworks for assessing the cred-
itworthiness of borrowing entities, in
this case by joining the United Nations’
Principles for Responsible Investment
initiative. Similar ESG-oriented frame-
works have also been included in the
UNEP’s Finance Initiative.

7. WWF (2014). Environmental, Social and Governance Integration for Banks: A Guide to Starting Implementation. v

8. Source: www.equator-principles.com. Accessed: 07.11.2017
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FiG 18 Financing process (Banks)
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= 3.3 Profiles = 3.3.4 Cooperative financial institutions

334 Cooperative financial institutions (credit unions / cooperative banks)

Cooperative financial institutions (CFIs) are present in most countries.
These are financial institutions that are owned and democratically con-
trolled by their customers or members. To become a member, an indi-
vidual needs to purchase at least one share in the CFl, the cost of which
varies according to the size and type of the CFI.

TYPES:

CFls can take numerous different names,
including financial cooperatives, credit
unions, savings and credit cooperatives,
and cooperative banks. They also vary
significantly in terms of size, ranging
from volunteer operations with a hand-
ful of members to organizations with
several billions of dollars in assets and
hundreds of thousands of members.

Institutional structures and governance
mechanisms, legal and regulatory sta-
tuses, scale, and service portfolios
also vary across regions and especially
between developing and developed
countries.

PREFERRED FINANCING INSTRUMENTS:

CFls provide financing for different pur-
poses using various types of loans. These
loans can be secured or unsecured, with
a wide range of possible terms and con-
ditions. The volume of funding offered
by cooperative banks is usually smaller
than that offered by commercial banks.

IDEAL TARGET:

In most cases, CFls provide loans only
to their own members. These members
could be individuals or small organiza-
tions. In urban areas, CFls often finance
local entrepreneurs, small businesses,
industries and self-employed individ-
uals, while also providing loans for
home purchases and education. In rural
areas, CFls may also support agriculture-
related activities such as farming, live-
stock raising, dairies and hatcheries.

RISK-RETURN APPROACH:

CFls are formed to meet the needs of
their members. The members usually
shareacommon bond such as belonging
to a specific community, region, organi-
zation, religion or place of employment.
Providing services to their members
takes priority over earning greater prof-
its and providing higher returns to their
investors.

As mentioned above, CFls can be orga-
nized on a for-profit or not-for-profit

Like banks, CFls are in the business of accepting deposits, and also offer
loans and other financial services to their customers. However, CFIs are
typically much smallerin size. They may be organized on a for-profit or

a non-profit basis.

basis. While the provision of service to
members is their prime objective, they
still must make enough money to cover
their operations. They do not strive to
generate higher profits or to realize
higher returns for their investors. This
allows for lower fees, higher interest
rates forsavings,andlowerinterestrates
for borrowing members. However, when
evaluating a loan applicant’s creditwor-
thiness, CFls may adopt an approach
similar to that of banks, based on the
capital, collateral, character and repay-
ment capacity of the potential finance
recipient.

APPROACH TO IMPACT:

CFls are deeply rooted in local communi-
ties, and their members usually belong
to the communities in which activities
are exercised. They are often present in
areas where other banks do not main-
tain alocal presence. By including lower-
income groups, micro and small enter-
prises, and farmers in rural areas, they
contribute to the financial inclusion of
underserved populations.

FINANCING PROCESS

The financing process for a cooperative
making a lending decision resembles
that followed by banks. However, CFls
usually lend only to theirmembers - that
is, only to those individuals who own
sharesin theinstitution.
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335 Development finance institutions

Development finance institutions (DFls; also called international
financial institutions, or IFIs) are financial institutions established and
owned by governments with the mission of contributing to sustainable
development goalsin developing countries around the world. They pro-
vide finance, technical assistance and advisory services primarily to

TYPES:

Several different types of DFls exist,
including multilateral development
banks (MDBs) such as the World Bank,
regional financing institutions such as
the Inter-American Development Bank,
the African Development Bank (AfDB),
the Asian Development Bank (ADB) and
the European Bank for Reconstruction
and Development, and bilateral develop-
ment financeinstitutions such as Germa-
ny’s Kf\W and the French Development
Agency (AfD). Some developing countries
such as Brazil or China have their own
development banks.

Some DFIs have been set up with the
sole mandate of financing private-sec-
tor activities (e.g, the Netherlands
Development Finance Company (FMO),
Germany’s DEG, Britain’s CDC Group,
Denmark’s  Investeringsfonden  for
Udviklingslande and the US. Overseas
Private Investment Corporation (OPIC)).
Others have a private-sector arm with
the rest of the organization providing
developmental loans and grants to gov-

ernments and state-owned entities (e.g,,
the European Investment Bank (EIB) and
the AfDB).

The World Bank Group, commonly
referred to as the World Bank, consists
of five legal entities including the Inter-
national Bank for Reconstruction and
Development and the International
Development Association (IDA), and
provides non-concessional as well as
concessional lending and grants to gov-
ernments in middle income countries
and low-income countries. The Inter-
national Finance Cooperation (IFC), the
private-sector arm of the World Bank
Group, invests in companies, mobilizes
capital for development and provides
advisory services to companies, inves-
tors and governments. In Germany, the
KfW Group’s DEG subsidiary invests in
private companiesinamanner similar to
the IFC.

Some bilateral development agencies
such as the Swedish International Devel-
opment Cooperation Agency (Sida),
the Danish International Development

= 3.3 Profiles = 3.3.5 Development finance institutions

governments and (infrastructure) projects, and at times to companies.
DFls also help to develop and implement standards, strengthen finan-
cial markets, and make ecosystems more conducive to business, often
supporting regulatory reforms and acting as conveners.

Agency (Danida) and the United States
Agency for International Development
(USAID) offer guarantees and debt
financing in addition to their core man-
date of providing technical assistance
and advisory support.

PREFERRED FINANCING INSTRUMENTS:

DFls provide a mix of instruments includ-
ing debt, equity, quasi-equity (or mezza-
nine finance), Islamic finance, local-cur-
rency loans, guarantees and political-risk
insurance. Debt financing is most com-
mon, but large variations exist between
DFIs with regard to instruments used
depending on sector, target geography
and the individual organizations’ poli-
cies. Most DFIs limit their participation
in projects, companies and investment
vehicles to well under 50% with a view
to encouraging the participation of
local and international co-investors and
funders.

IDEAL TARGET:

DFIs typically have a mandate to engage
in situations where alternative sources
of funding for impactful and financial-
ly-attractive projects and companies are
scarce, but their results can be improved
with adequate finance, risk mitigation
instruments, advisory services and tech-
nical assistance.

On average, DFIs tend to focus on com-
paratively large deal sizes, whichin some
cases can start at €5 million, but more
typically start at €15 million or €20 mil-
lion. Large companies in a growth phase,
infrastructure  projects, investment
funds, financial institutions, and proj-
ects in the energy, financial-services or
manufacturing sectors are attractive tar-
gets due to their ability to absorb large
amounts of financing and their potential
to have a positive impact on growth and
development. Small-scale private-sector
activities are often ineligible for DFI sup-
port. Though there are also some DFls

v
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(e.g, the Belgian Investment Company
for Developing Countries (BIO)) that also
make smaller investments and loans,
most support such small-scale activities
only indirectly, for instance, through an
SME credit line provided to a local com-
mercial bank or a fund structure such as
a layered fund designed specifically for
the purpose.

3 PROVIDERS = 3.3 Profiles = 3.3.5 Development finance institutions

27 RISK-RETURN APPROACH:

Most DFIs acquire financial resources
in the form of capital provided by their
members and from the returns gener-
ated by the funding they provide, as
well as by borrowing on international
capital markets (e.g, using thematic
bonds). Thanks to their strong credit rat-
ings (typically AAA), they can raise large
amounts of financing at comparatively
low interest rates. DFIs are also able to
assess risks in certain transaction in a
better way than commercial finance pro-
viders. This in turn enables them to pro-
vide financing to their clients on highly
competitive terms, while still charging
certain risk premia to account for the
elevated risk profile of most DFI clients,
as well as to satisfy regulators’ capital
requirements.

DFls typically seek market-rate returns,
especially for private-sector projects.
This prevents DFIs from crowding out
commercial finance providers due to
providing “cheap” finance, while also
making it easier to mobilize additional
private-sector resources. Furthermore,
DFIs can encourage private-sector
engagement by “de-risking” investments
through the use of instruments such as
political-risk insurance, project-based
guarantees, blended finance or local-cur-
rency-denominated loans for invest-
ment activities in markets where cur-
rency hedgingis limited.

Additionally, some DFlIs have corporate
policies that require them to direct a
certain proportion of their financing
portfolio to low-income countries or
specific programs or governments, thus
providing these entities with conces-
sional finance allowing implementa-
tion of high-risk, high-impact programs.
Concessional financing is extended on
terms substantially more favorable than
what is otherwise typically available on
the market, and even more favorable
than that offered to “regular” clients of
the DFI, for instance by including longer
repayment grace periods, maturity peri-
ods and/or interest-rate subsidies.

(), APPROACH TO IMPACT:

Developmental impact is at the core of
all DFIs’ mandates, and is enshrined in
the organizations’ statutes and regula-
tions. As a basic principle, DFls measure
the impact of the financing provided
on the basis of indicators such as addi-
tional jobs, employee income or tax
income gains, or CO, emission reduc-
tions.

DFls typically provide support for their
recipients in setting up environmental-
and social-performance management
systems, and make adherence to inter-
national social and environmental stan-
dards a condition of the financing.

DFlIs increasingly deploy their scarce
financial resources, know-how and pub-
lic-sector credibility strategically with
the aim of catalyzing new investors
engaging in private-sector financing,
building new markets, and investing in
sectors or projects that have a major
effect on growth or particularly affect
the poor but are underserved by the
market (so-called additionality).

CONT. NEXT PAGE v
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FIG 19

Financing process (DFls)
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(incl.accounting
statements, etc.).

> Bank’s credit
team analyzes
the documents
submitted by
the applicant
to assess
inherent risks,
loan eligibility
and applicable
interest rate.

» This forms basis
for clearance in
principle.

» Risk-based
financial, legal,
environmental
and social (E&S),
tax, insurance
due diligence
is performed,
often by external
consultants.

» Negotiation
based onaterm
sheet. Once
the term sheet
isapproved
by all parties,
the financing
documents (loan
agreement,
Sponsor support,
etc)are drafted.

> Creditreportis
often discussed
by committee
of senior bank
officials, which
makes loan-issue
decision based
on credit-team
recommenda-
tions.

> |f committee
gives approval,
other
documentation
(e.g, original
titles for
collateral,
guarantees,
etc.) must be
filed with the
bank, along with
signed financing
documents.

» Documentation
is verified to
seeif applicant
meets all
condition
precedents
(CPs) for
disbursement.

» Once
documentation
is verified and
applicantis
found to meet
all CPs, loan
is disbursed.
Disbursal could
come all at
once or based
on a pre-agreed
schedule.

> Regular (at
least annual)
monitoring
takes place
(of financial
statements,
compliance with
covenants, E&S
reports, etc.).
Loan is repaid
according to pre-
agreed schedule.
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336 Microfinance institutions (MFls)

MFIs providesmallloans tolow-income populationsindeveloping coun-
tries primarily for the purposes of financing income-generating activi-
ties such as small-scale business activities. While the provision of such
loans has a long history, the success of institutions such as Grameen
Bank, founded in 1983, has in recent years shed light on the potential
held by microfinance. The main advantage of MFlIsis their ability to offer
interest rates lower than those available through informal channels or
offered by local loan sharks. This is due to the reductions in transac-

» 3.3 Profiles = 3.3.6 Microfinance institutions

tion costs produced by an efficient, financially sustainable and scalable
organizational structure. However, financing obtained from MFIs may
still be more expensive than that offered by larger commercial banks or
cooperative financial institutions. The World Bank estimates the size of
the microfinance industry as being between $60 billion and $100 billion
worldwide, with as many as 200 million clients.

TYPES:

Though MFI entities were initially set
up to provide small loans to the low-in-
come population, their activities have
diversified over time. For example, some
MFIs also provide a range of other finan-
cial services such as insurance, saving
accounts, money transfers and remit-
tances. Savings accounts in particular
help MFIs to refinance themselves inde-
pendently, as they otherwise typically
rely on international funding from DFls
or specialized microcredit funds like
OikoCredit, while themselves suffering
from limited creditworthiness.

A wide range of entities, including mem-
ber-owned organizations, cooperatives
and NGOs, can provide MFI services.
While some MFIs are profit-driven, oth-
ers may use returns only for the purpose
of refinancing themselves. A small num-
ber of MFIs, including some stock-mar-

ket-listed companies, are official bank-
ing institutions.

PREFERRED FINANCING INSTRUMENTS:

MFls typically provide small loans. In
most cases, sums are less than $100,
but this can also range to above $1,000.
These loans are provided without any
collateral and are short term in nature.
MFIs typically process a large number of
small loans, implying high transaction
and operations costs. All these factors
lead to interest rates higher than those
offered by other formal finance provid-
ers such as commercial banks.

IDEAL TARGET:

Traditionally, MFls have targeted small
businesses, smallholder farmers and
other low-income households that lack
collateral or credit history. In order to
reach these population segments, MFls
have traditionally used two types of
lending schemes:

1) relationship-based banking for indi-
vidual entrepreneurs and small busi-
nesses; and

2) group-based models, in which sev-
eral entrepreneurs join together to
apply for loans and other services
as a group. Reaching out to multiple
borrowers through a single group
reduces transaction costs for MFls
and contributes to more efficient
credit scoring, lending and monitor-
ing procedures. Group-based models
are especially efficient in urban areas
where it is easier to pool borrowers

due to the high population density. In
many parts of the world, groups com-
posed solely of women have proven
to be the most reliable and therefore
preferred target group.

RISK-RETURN APPROACH:

MFls assess risks differently from other
financial institutions, offering loans
to people whose low creditworthiness
excludes them from the conventional
financial system.The group-based model,
smallloan amounts and repayment flexi-
bility help in mitigating default risk.

The average interest rate charged by
MFlIs globally is estimated to be 35%,
but rates can be as high as 70% in some
cases.’ As mentioned earlier, this is often

v

9. Source: http://www.cgap.org/publications/variations-microcredit-interest-rates. Accessed 09.11.2017
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preferable to the other financing alter-
natives available to low-income popula-
tions, but still higher than rates charged
by other formal finance providers such
as commercial banks.

Credit scoring and new technologies (e.g,
mobile-phone based tools) facilitating
the collection and compilation of borrow-
ers’ data are gaining increased attention
for their ability to mitigate credit-default
risks and manage transaction costs, espe-
cially in remote rural areas. The internet
has also expanded refinancing options

for many MFIs, by providing access to
crowdfunding platforms like Kiva and by
making the international MFI community
more transparent.

Q APPROACH TO IMPACT:

MFIs focus mainly on those groupsin the
population that have been left out of the
financial system and lack the access to
financial services. These primarily low-in-
come customers are often members of
marginalized groups such as women or
rural households. MFIs therefore build

socioeconomic considerations into the
design of their instruments.

By improvingaccess to financial services,
MFlIsaim to help low-income clients pave
their way out of poverty. This approach
has also been seen as a win-win situa-
tion because low-income clients can use
loans to invest in income-generating
activities and improve their living stan-
dards while MFIs can earn high returns
since the markets are largely under-
served and borrowers have been willing
to pay high interest rates.

3 PROVIDERS = 3.3 Profiles = 3.3.6 Microfinance institutions

However, there is an ongoing concern
about the “mission drift” of MFIs that
emerges when MFIs try to maximize
their financial performance, often at the
expenseof clients. Theinitial enthusiasm
about MFIs’ potential has since given
way to a broad consensus on the need
for complementary factors in having a
positive impact on poverty reduction.

FIG 20 Financing process (MFls)

£* FINANCING PROCESS

Application Credit analysis Credit decision Repayment Monitoring and Clearing
and disbursal repayment

> Recipient
(individual or
group) applies
fora micro-loan
atabranch
office by filling
out forms and

> Representative
of local office
visits MSME or
group and its
neighbors to

and sends

identifying documentation
purpose of to head office
loan. Some MFIs to assess
actively look applicant’s

for customers loan eligibility,

through local
networks.

inherent risks,
and applicable
interest rate and
loan term.

verify credibility,

> If approved, the
loan is disbursed
by the local
branch officein
cash, as a check,
orthrough a
mobile-money
platform. Ideally,
productive
assets are
not used as
collateral.

> Recipients make
repayments to
branch office,
where the new
total of their
outstanding
debtis recorded.

> Branch- » When loan fully
office client- repaid, recipient
relationship qualifies for a
managers will new loan, can
periodically open asavings
visit recipient to account, or -
check whether depending on
allis going as MFI product
expected, or portfolio -
whether default has access
is likely. to additional

products such as
micro-insurance.
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337 Institutional investors (pension funds, insurance funds and sovereign funds)

Pension funds, insurers and sovereign-wealth funds are part of the large
array of institutional investors that pool money and purchase debt or
equity securities and real estate, while also originating loans. Given the
volume of assets under management by pension funds (about $38 tril-
lion in 2013),* sovereign-wealth funds ($6.1 trillion in 2013)* and insurers
($29 trillion in 2013),* institutional investors could potentially help to fill
the long-term SDG financing gap. Indeed, the sheer amount of existing
assets tends to raise very high expectations. To date, most of the capital

controlled by these investors has been deployed in developed countries
and is focused on long-term stable assets such as government bonds.
Investment by institutional investors in the long-term illiquid assets nec-
essary for sustainable development has been limited both in developed
and developing countries. However, some pension funds and insurers
in Europe and North America have started building up their holdings in
infrastructure and renewable-energy projects in developing economies.

TYPES:

Pension and insurance funds are similar
in the sense that they channel retirement
and insurance savings into productive
investments with a predictable profile of
payouts. By contrast, sovereign-wealth
funds typically collect revenues from the
sale of natural physical resources such
as oil or gas, and invest these in finan-
cial assets. Insurers are mostly privately
owned and managed, whereas pension
funds and sovereign-wealth funds are
often publicly owned and/or subject to
tight government regulation. In these
latter cases, investment decisions may
be made based on factors other than
the pure financial interest of account
holders, and may include investments in
high-priority sectors, infrastructure, or
investments with expected economic or
social benefits.

10. Source: TheCityUK Fund Management 2014 report

PREFERRED FINANCING INSTRUMENTS:

These types of investors typically have
a strong preference for fixed-income
instruments such as bonds or bond
funds, or any other financing instru-
ment that allows them to invest over a
long-term horizon with limited risk and
without substantial engagement with
the investment target (see discussion of
thematic bonds insection 4.1.6). At times,
they also seek out (unlisted) equity
investments in infrastructure or similar
assets because of their attractive risk-
return profiles and ability to absorb
large investment volumes.

IDEAL TARGET:

Institutional investors prefer large-scale,
low risk and long-term investments
that yield market-rate returns and have
clear exit pathways. Thus, these inves-
tors have traditionally preferred bonds
issued by sovereign entities, companies,
MDBs or DFls through capital markets.
Althoughitisuncommon, thereare some
instances of these investors investing
in infrastructure projects, real estate or
unlisted investment opportunities.

The insurance industry has demon-
strated an increased propensity to
engage in green and climate-change
investment, driven by the opportu-
nity to directly or indirectly offset such
investments against expected long-term
savings deriving from fewer insurance
claims arising from related risks (e.g, cli-
mate risks).

Only the largest funds have the capa-
bility to invest directly in infrastructure
projects; smaller institutional investors
by contrast use pooled investment vehi-
cles to diversify the risk associated with
large individual infrastructure deals.
Some institutional investors have begun
using investment vehicles to engage
in developing countries, mostly target-
ing infrastructure or renewable-energy
projects or microfinance institutions.
However, many investors in this class
still perceive developing-country risks as
being too high given that opportunities
tend to be smaller in size and shorter
term in nature, with exit prospects often
unclear.
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7~ RISK-RETURN APPROACH:

As stewards of the savings and pensions
entrusted to them by their members and
accountholders,asset managers for pen-
sion funds and insurers have a fiduciary
duty to prioritize capital growth while
ensuring protection against high down-
side risk. Without a clarification of their
fiduciary duties by government or indus-
try bodies, many institutional investors
shy away from considering alternative
investment opportunities. Those that
have engaged in DFl-led investment
vehicles see this as an opportunity to
diversify their portfolios, while regard-
ing the DFI engagement as a means of
protecting their portfolio from political
and financial risk.

Q APPROACH TO IMPACT:

A few pioneers in this class have allo-
cated funding to investment opportu-
nities that actively generate a positive
impact rather than simply seeking to
avoid negative investment practices (i.e,
positive screening instead of negative
screening). Responding to the strong
demand by their members for more sus-
tainable and transparent investment
practices and regulatory changes, an
increasing number of institutional inves-
tors have committed to international
environmental, social and governance
principles and standards such as the
UN’s Principles for Responsible Invest-
ment (PRI)and Principles for Sustainable
Insurance, and are seeking out DFl-led
investment opportunities where these
standards are in place.

£+ FINANCING PROCESS

Since the approach depends on the spe-
cificprogram, type of fund and fund man-
date, no standardized financing process
exists. We recommend making reference
to other investor classes and their typi-
cal equity or debt financing processes.
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338 (Corporate venturing

The corporatesectorplaysanimportantroleindevelopmentnotonlydue
to the large pools of financial resources now controlled by corporations,
but also because of the strategic value they can provide in low-income
countries. Corporations can facilitate technological transfer, bring in
new management capabilities, deliver skills-based knowledge programs,

Corporate venturing is one way in
which corporations combine their own
strengths with those of local pro-poor
businesses. It is an umbrella term that
encompasses all corporate-controlled
pro-poor ventures generating financial,
strategic and social and/or environmen-
tal returns. By holding a portfolio of
strategic investments, corporations can
hedge risks, and may eventually acquire
local businesses in order to strengthen
their own operations and growth poten-
tial. For their part, local businesses
receiving corporate investment gain
opportunities to scale their business
models, attract additional funding, ben-
efit from corporate business expertise,
and advance their social-impact objec-
tives.

TYPES:

Corporate venturing can take two forms,
either providing capital to or forming stra-
tegic alliances with local pro-poor busi-
nesses. However, both categories include
the provision of non-financial resources
in addition to a financial investment or
strategic partnership. These non-financial
resources can include managerial and
technical expertise as well as access to
corporate employees and training. This
provision of non-financial resources is
mutually beneficial; the local business
profits from accelerated growth, while
theinvesting corporation reduces the risk
thatits initiative will fail.

11. http://www.developmentinaction.org/corporations-and-the-poor-the-role-of-the-private-sector-in-international-development/ Accessed: 09.11.2017

= 3.3 Profiles = 3.3.8 Corporate venturing

open up new markets for local industries and generate new employ-
ment opportunities. For example, Unilever, the global consumer-goods
giant, provided 5,000 people in Indonesia with jobs and created a further
300,000 jobs in the company’s value chain *

PREFERRED FINANCING INSTRUMENTS AND
IDEAL TARGET

In the case of direct capital provision,
corporations invest in local businesses
with the expectation of realizing finan-
cial, strategic, social and/or environ-
mental returns. Equity investments and
loans are the most common forms of
corporate impact venture capital, and
can be initiated at various stages of the
target business’ growth cycle. To mini-
mize the risk of investment failure, some
corporations wait to invest until the tar-
get business reaches maturity.

Corporations typically provide capital
through one of three mechanisms: direct
investments, self-managed funds or third-
party funds. Some corporations choose to
invest directly in a particular target busi-
ness; they then assign relevant business
units to manage processes, extract stra-
tegic advantages and investigate oppor-
tunities to achieve further added value.
Such direct investments provide target
businesses with funds drawn from the
corporation’s primary accounts, with the

investment thus listed on the investing
corporation’s annual balance sheet.

Inaself-managed fund, the corporate sets
up an investment company or creates a
captive venture-capital fund - that is, a
fund financed entirely by the parent cor-
poration. The corporation exercises con-
trol by holding a position on the fund’s
board, by appointing the fund’s manage-
ment team, or by doing both. The fund or
firm may invest in multiple projects that
align withitsinvestment strategy and the
corporation’s core business. Both internal
staff and external venture-capital experts
may be employed to run the fund.

Other corporations take a more hands-
off approach, employing intermediaries
such as venture philanthropy organiza-
tions or impact-investment firms. When
using external intermediaries to select
and manage investments, little internal
expertise is required. Using a third-party
fund may help corporations starting out
in such activities learn the ropes before

v
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starting their own self-managed fund or
making direct investments or partner-
ships.

3 PROVIDERS = 3.3 Profiles » 3.3.8 Corporate venturing b
all

7~ RISK-RETURN APPROACH:

When engaging in venturing activities,
corporations typically expect both finan-
cial and strategic returns. For instance,
they can gain direct business and tech-
nological experience and insight in
developing countries, gain access to
emerging-market technologies, obtain
input for R&D projects, or forward the
company’s corporate social responsibil-
ity strategy. The financial return could
derive from the access gained to new
markets and new sales opportunities,
the development of cost-effective pro-
duction capabilities, or from other syner-
gies emerging from the association.

o Pt

Q APPROACH TO IMPACT:

Corporations have been often criticized
for their singular focus on profit max-
imization, with a questionable impact
on sustainability factors. However, an
increasing number of corporations are
taking ESG factors into account when
formulating and implementing their
corporate strategy. This is due to repu-
tational issues and a growing demand
from shareholders and customers that
consider ESG factors in their own deci-
sion-making process.

£+ FINANCING PROCESS

Since the approach will depend on the
specific program, there is no standard-
ized financing process associated with
corporate venturing.
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339 Venture philanthropy organizations and foundations

Venture philanthropy organizations (VPOs) take concepts and techniques
from the venture-capital finance and business-management fields and
apply them to philanthropic goals. They provide recipients with tailored
financing and hands-on non-financial support, including access to net-
works, coaching, mentoring, training, strategic advice, and impact-man-

TYPES:

VPOs are often structured as indepen-
dent or corporate foundations, compa-
nies with charitable status, not-for-profit
or registered charities, corporations, or
fund-management companies. Some-
times, a further distinction is made
between venture philanthropists that
engage in concessionary program-re-
lated investments and those that pursue
only mission-related investments. In con-
trasttophilanthropic grants, program-re-
latedinvestmentsareaformofrepayable
finance that yields below-market rates
of financial return, while being counted
toward a foundation’s legal obligation
to distribute a part of its endowment for
charitable purposes, asrequired by some
jurisdictions in order to retain a tax-
exempt status. Mission-related invest-
ments are by contrast financial
investments from the organization’s
endowment that fundamentally seek
market-rate returns while still further-
ing the organization’s social goals. Like
more conventional (institutional) invest-
ments, this latter model must meet pru-

dent investment standards such as the
preservation of assets and avoidance of
excessively risky investments.

PREFERRED FINANCING INSTRUMENTS:

VPOs use grant instruments, a variety
of debt instruments and - to a smaller
extent - equity, quasi-equity and hybrid
instruments, often tailoring the financial
instruments used to funding recipients’
specific needs. One specific commonly
used financial instrument is a convert-
ible loan, which offers the option to
convert debt into an equity stake in pre-
defined situations when the prospect
of loan repayment drops below earlier
expectations. This offers the recipient
the ability to shed a liability and convert
it instead into a form of funding that
does not require repayment.

VPOs sometimes use finance in a cat-
alytic sense, seeking to mobilize addi-
tional financing. In doing so, they offer
guarantees, provide grants or loans, or
make equity investments in first-loss
tranches (i.e, in the event of a default,

agement and measurement support. VPOs tend to invest in green and
sustainable finance products more often than do traditional founda-
tions, philanthropists and grant providers. VPOs invest in line with their
organizational missions (mission investing), an approach somewhat sim-

ilar to that taken by impact investors.

the VPO will absorb losses prior to other
finance providers). For mission invest-
ing or investment from an endowment,
VPOs - like other institutional inves-
tors - have a preference for real estate
and infrastructure-based fixed-income
instruments (i.e, bonds), as well as listed
or private equity.

IDEAL TARGET:

In the past, the majority of venture
philanthropists have primarily deployed
capital in their neighboring regions or
domestically, but around one-third are
now active in developing countries.
European venture philanthropists’ pre-
ferred target sectors include economic-
and social-development projects, finan-
cial inclusion programs and education.
Children and youth, people in poverty,
and women are the main beneficia-
ries of venture-philanthropy financing.
Social enterprises, social businesses, and
non-profits with track records of three
to five years are the preferred target
for those venture philanthropists that
aim to generate both a financial return

and social impact. Some venture philan-
thropists also engage strategically in
supporting market intermediaries and
ecosystem builders, using finance in a
catalyticsense toencourage the entry of
more commercially oriented investors.
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3 RISK-RETURN APPROACH:

While a majority of VPOs expect to gen-
erate positive returns, or at least aim
to recover the original sum of capital
invested, VPOs rarely prioritize finan-
cial over social returns. Their general
approach to financial returns falls
within one of three categories: 1) socie-
tal returns may be considered to be of

3 PROVIDERS = 3.3 Profiles = 3.3.9 Venture philanthropy and foundations

higher priority, while financial returns
are accepted; 2) financial returns and
social returns may be given an equal pri-
ority; or 3) financial returns may not be
sought atall (e.g, for VPOs that only pro-
vide grants). In some cases, VPOs seek a
strong role in funding innovation and in
catalyzing the entry of additional com-
mercial funding, but these remain an
exception.

(O, APPROACH TO IMPACT:

Planning, managing and measuring for
impact is an integral part of venture
philanthropy. Many VPOs help finance
recipients to tighten their impact focus
and strengthen their impact-manage-
ment and reporting systems. Many VPOs
make successful impact performance
a condition for the disbursement of

FIG 21

funds or for unlocking additional fund-
ing. Some VPOs also actively assess their
own impact as impact-oriented finance
providers.

Financing process (Venture philanthropy and foundations)

£* FINANCING PROCESS

—

» The recipient
identifies suitable
VPOs based on
geographic,

sectoral, preferred-

instrument and
other financing
criteria.

» Therecipient
approaches
suitable VPO
through VPO’s
network, VPQO’s
own portfolio
companies, or
by pitching/
networking at
conferences.

For VPOs with
“gated” processes,
recipient responds
to callsand open
competitions, and
follows application
criteria set by VPO.

» The VPO assesses
whether finance
recipient fits its
criteria (“strategic
fit”),and whether
social impactis
likely. Afterward,
VPO will engage in
initial discussions
with management
team, and may
conduct a needs
assessment.

» Duediligence
includes further
interviews with
management, staff
and board, review
of relevantinternal
and external
information on
recipient’s theory
of change, impact-
measurement
system, income
sources and
financial viability,
and organizational
resilience and
capacity.

Agreement will cover:

> Financing &
payment plan.

> Business plan.

» Impactindicators
& management
system.

» Non-financial
support plan.

> Possible exit plan.

> Ongoing

engagementsuch
as board positions,
plus non-financial
supportincluding
capacity building,
provision of access
to networks, and
monitoring.

> Recipient finds
asuitable next
finance provider,
which will often be
more commercially
oriented. VPO often
provides exit-
readiness support,
develops exit plan,
and has some
approval rights
to ensure mission
alignment.
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Financial

mechanisms

Various mechanisms are deployed in different sectors to raise financing for the
implementation of new or existing development-related projects. These mechanisms
represent innovative structures that often combine multiple financial instruments
or bring together multiple finance providers. By doing so, they also help to mitigate
riskand/ordistribute risk among various stakeholders such as private-sector finance
providers, public entities and DFIs. While some mechanisms can be used for a wide
range of purposes and sectors, others are applicable only to specific financial niches.

This module provides an overview of some of the relevant financing mechanisms, their
flow of funds, advantages and pitfalls. The mechanisms covered include public-pri-
vate partnerships, agricultural value-chain finance, blended finance, project finance,
results-based finance, thematic bonds and crowdfunding.

v s=

THIS SECTION'S TOPICS:

» Understand what constitutes a financing 4.1 Public-private partnerships (PPP)
mechanism 4.2 Agricultural value-chain finance

» Obtain an overview of various mechanisms and 43 Blended finance

their applicability, including how the flow of funds

works as well as the advantages and pitfalls of
each mechanism 4.5 Results-based financing

4.4 Project finance

4.6 Thematic bonds
4.7 Crowdfunding
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Overview of financial mechanisms

A financial instrument is the modality through which a provider makes
financing available to a recipient, while in turn accepting the associ-
ated risk and collecting the associated reward. As a rule of thumb,
instruments with higherlevels of inherent risk produce greater returns.

Financial mechanisms are innovative structures that modify this tradi-

Financial mechanisms may combine two
or more financing instruments, by involv-
ing different kinds of finance providers,
or by establish structures that share risk
among thevarious stakeholders. In a pub-
lic-private partnership arrangement, for
instance, the risk is shared between the
public- and private-sector actors - includ-
ing various finance providers and the
company that develops the project.

The guide focuses on a selection of
mechanisms that are deemed most rele-
vant for GIZ, presented below along with
the sectors in which they are typically
deployed. However, it should be noted
that the association between specific
mechanisms and sectors is not set in
stone, and is for illustration purposes
only; new mechanisms are routinely
developed, and existing mechanisms
are over time adopted in an increasingly
wide range of sectors.

Financial mechanisms and sectors

. Agriculture

. Forestry and

biodiversity

. Information &

communication
technology

. Roads, bridges

and other
infrastructure

. Power &

renewable energy

. Water and

sanitation

. Waste

management

10.Urban

development

= Overview of financing mechanisms

tional risk-return relationship by sharing and distributing risk among
the participating actors. Thus, finance providers participating in these
mechanisms either accept more risk than is typical for a given level of
return, or a lower level of return for a given level of risk.

Value-chain Blended Project Results-based Thematic .
. . . . Crowdfunding
finance finance finance finance bonds
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> 4.1 Public-private partnerships

“1 Public-private partnerships (PPP)

Public infrastructure is a backbone of economic growth and develop-
ment. However, developing countries often face constraints with regard
to infrastructure provision. These can emanate from sources such as a
lack of public funds, inadequate planning or weak analysis in the process

of project preparation.

INTRODUCTION:

PPPs can takeawiderange of forms, with
the extent of involvement and respon-
sibility assumed by the private party
varying. For example, they can range
from a simple management contract, in
which the private-sector actor manages
arange of activities for a relatively short
time period, to arrangements with a
much greater private-sector role includ-
ing significant design and construction
responsibilities and long-term opera-
tional authority over the newly built
infrastructure project. The greater the
private-sector involvement, the greater
the amount of risk taken on by the pri-
vate-sector partner or partners. Thus,
it is important to determine whether
these private-sector actors indeed have
the ability and willingness to take on or
share therisks inherentin the project.

FLOW OF FUNDS:

In a PPP arrangement, a government
authority enters into a contract with
a special-purpose vehicle (SPV), a pri-
vate project company formed by the
private-sector project developer specif-
ically to finance, build and operate the
infrastructure project for a period of
time of up to 30 years. This is typically a
cash-flow-based arrangement in which
anticipated cash flows from the project
are a key consideration in the provision
of financing. A generalized schematic of
the various financial flows taking place
under a PPP structure is presented in
figure 22.

Finance recipient: The finance recipi-
entin a PPPis the SPV. The private party
that has been awarded the contract is
responsible for identifying the finance
providers. Thismay include equity invest-
ments provided by the SPV’s sharehold-
ers, loans provided by banks, proceeds
from the sale of bonds or other financial
instruments (e.g, mezzanine finance).

PPPs areincreasingly being used to overcome these constraints by mobi-
lizing private-sector financial resources and expertise to improve project
preparation, execution and management. PPPs help to share risks and
responsibilities between the private and public sectors, and are often
used to develop infrastructure projects in the transportation, water and
waste management, power, and social-services sectors.

EXAMPLE
Four generations of road project PPPs in Colombia

Four generations of road project PPPs in Colombia For many decades, Colombia has been
using PPPs to expand its road network. Yet, many projects were not properly prepared and
structured, suffering from concession contracts that created incentives to renegotiate
signed contracts, and allocated excessive demand risk to the public sector. To address the
shortcomings of the first generations of PPP road concessions, the government together
with the World Bank’s Transport Practice and IFC’s Advisory Services developed the fourth
generation of PPPs: a standardized mega-road program (4G) that operates under the coun-
try’s new PPP law.

Besides standardizing PPP processes and contracts and strengthening the country’s ten-
dering processes, a key element of the effort to improve the performance and delivery of
PPPs was to tackle institutional challenges through adapting Colombia’s legal and institu-
tional frameworks, and increasing transparency.

While the program has brought about many improvements in terms of risk allocation,
alignment of incentives, and aspects such as consistency in contracting standards, many
challenges remain. Some of them are fiscal discipline, securing long-term financing, and
promoting coordinated planning through multi-stakeholder committees. To identify and
address them will be crucial to ensure the success of Colombia’s PPPs.

For more information, please refer to:
https://blogs.worldbank.org/ppps/colombia-roads-more-traveled
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Flow of funds involving PPPs
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Though often created merely for proj-
ect-backed fundraising purposes, SPVs
sometimes also carry out engineering,
design, construction and procurement
tasks,among others.

The underlying revenue model provides
SPVs with the opportunity to generate
cash flows sufficient to recover its costs
and pay the finance providers. The SPV
can generate revenues through one of
three primary modalities used alone or
in combination:

12. Source: PWC. Delivering the PPP promise: A review of PPP issues and activity.

1)
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including:

vehicle (SPV) <

services users
Users of the
infrastructure

Payment by public authorities: This
modality applies to sectors and/or
large projects that are very capital
intensive, and in which covering costs
solely through user payments would
be nearly impossible. It could also
be applied to areas in which future
project cash flows are uncertain. One
example would be the €132 billion
project in the Netherlands, awarded
to Infraspeed BV, to design, build,
finance and maintain new railway
tracks through 2030.%2

1

Infrastructure | ]\ Infrastructure
1
1

User fees or tariffs: In these cases, the
private party is paid directly by the
users of the infrastructure asset. A
typical example would belarge renew-

Financing

» Equity providers
» Debt providers

------- > =Non-financial flow

——> =Financial flow

able-energy projects that are paid by
the local power company based on a
feed-in tariff set by the local regulator.

3) Shadow fees/tolls: An intermediate
way of allowing the private-sector
partner to share in the financial ben-
efits of the project is to base the pub-
lic payment on shadow fees or tolls.
While in this case, the actual users do
notdirectly pay anything for using the
infrastructure asset, public authori-
ties pay the private partners based on
the number of users benefiting from
the asset. This mechanism is often
used for road projects.

Finance providers: Funding for PPP
projects can include both equity- and
debt-capital providers. Equity inves-
tors may include the owners of the SPV
(typically the project’s developers, the
engineering or construction companies
involved, and any relevant infrastruc-
ture-management companies)and exter-
nal private-equity funds.

Unlike other infrastructure financing
mechanisms, PPPs typically have a large
debt component that may be as high as
70% to 90% of the total project cost. A
higher proportion of debt in the overall
funding structure means that the equity
providers have a higher potential for
return, since debtis cheaper than equity.
The lenders to PPP projects in develop-
ing countries may include commercial
banks, DFIs, multilateral institutions,
or institutional investors such as pen-
sion and sovereign funds. In assessing
the project’s financial viability, lenders
assess whether expected revenues (as
ascertained by the project’s payment
modality, as explained above) will be suf-
ficient to cover the interest and loan-re-
payment amounts. If the project is
expected to generate robust and certain
future revenues, lenders tend to be more
willing to provide financing.

CONT. NEXT PAGE v
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ADVANTAGES OF PPPs

Public-private partnerships have several
advantages over conventional infra-
structure-procurement models. Some of
theseinclude:

> Increased funding for infrastruc-

ture: Since the private sector finances
the construction of the project and
is reimbursed by the project’s cash
flows, PPPs reduce the financing bur-
den for the government, and increase
the overall universe of funding avail-
able forinfrastructure financing.

Risk shared with private sector:
PPPs transfer a part of the project’s
risk to the private-sector compa-
nies involved, and directly result in
improved public-sector control of
the overall project cost, delivery time
frame and end-product quality. The
risks pertaining to these factors are
passed on to the private sector partic-
ipants, which may be better equipped
to manage them.

> Increased efficiency through pri-

vate-sector participation: Public-sec-
tor authorities often lack in-house
capabilities related to the construc-
tion, operation and maintenance of
infrastructure projects. Specialized
infrastructure companies can intro-
duce the management and technical
expertise needed to innovate and
carry out complex projects.

Development of local private-sector
capabilities: By engaging in joint or
cooperative ventures, and serving as
subcontractors for larger and more
technologically advanced interna-
tional players, local private-sector
companies can develop capabilitiesin
areas such as civil and electrical engi-
neering, facilities management, secu-
rity services or maintenance services.

Improved quality and maintenance:
PPPs bundle construction, operation
and maintenance tasks into one con-
tract. This provides incentives for the
private company to build the asset at
a high level of quality, reducing the
subsequent need for maintenance.

> 4.1 Public-private partnerships

PITFALLS:

> High level of complexity: Under tra-

ditional public-sector procurement
models, the government specifies
the quantity and quality of the ser-
vice, while the infrastructure is con-
structed by private companies that
have been awarded project respon-
sibility in a tender process. Once
construction is finished, the asset is
transferred to and operated by the
government. PPPs are substantially
more complex than this traditional
procurement model, and require spe-
cial skills and expertise on the part of
the public authorities.

» Bankability and risk allocation: If

too much risk has been allocated to
the private-sector party, lenders will
reduce the amount they are prepared
to lend. When this happens, more
equity investment will be needed.

Larger potential for (negative) contin-
gencies: Given the long-term nature
of these projects and the complexity
associated, it is difficult to identify all
possible contingencies during project
development. Thus, issues may arise
that were not anticipated at the time
the PPP contract was concluded.

Higher cost of finance: PPPs are more
expensive than traditional procure-
ment, since the return expected by
private-sector participants reflects
the risks that may emerge during the
operations and maintenance period.



giz FINANCE GUIDE

| = 4.2 Agricultural value-chain finance

“2 Agricultural value-chain finance

Value-chain finance is designed to meet the specific financing needs of
the actors along the chain. It supplements informal credit sources, and
fills the gaps left by conventional, collateral-based financing provided by

A value chain is defined as the sequence of value-adding entities and
activities that stretches from the point of production to the point of con-
sumption. The flows of funds to and among the various links in a value
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chain comprise what is known as value-chain finance.

INTRODUCTION:

Value-chain finance can be internal or
external to the chain itself:

1) Internal value-chain finance: These
are financing arrangements taking
place within a value chain, directly
between two value-chain actors.
These arrangements do not require
the participation of an external finan-
cial institution. An example would be
a credit provided by an input supplier
toasmallholder farmer.

2) External value-chain finance: These
are arrangements where financing is
provided by an external third party
based upontherecipient’svalue-chain
relationships and activities. For exam-
ple, a bank may provide a loan to a
farmer to buy inputs based on the
farmer’s sales contract with a trusted
buyer. This buyer may pay the farmer
through the bank, which would then
deduct the scheduled loan payments
before releasing the net proceeds to
the farmer.

Value-chain finance does not include
conventional agriculture-sector financ-
ing, which predominantly takes the form
of collateral-based bank loans, unless
there is a direct relation to the value
chain as mentioned above.

FLOW OF FUNDS:

While goods always flow in one direction
through a value chain, the direction of the
flow of financing varies. Actors within the
chain can be both recipients and provid-
ers of finance, depending on the nature
of the chain. Figure 23 presents a gener-
alized version of agricultural value-chain
financial flows. The exact nature of and
role played by actors will depend on the
agricultural commodity in question.

Finance recipient: Every actor in a value
chain recovers the expenses it incurs or
repays the financing it has received by
selling its outputs to the next actors in
the chain. While products flow in one
direction, value-chain finance can flow
in either direction, often depending on
whether the financing is received from
internal or external sources.

banks and other formal finance providers.

EXAMPLE
GIZ’s Competitive African Rice Initiative (CARI)

Rice value chains exhibit considerable weak points, including low capacities at rice
mills and the often-insufficient or unreliable supply of raw products produced by
smallholder farmers. GIZ’s CARI project aims at the establishment of stable value
chains in the rice sector, while additionally seeking to improve access to finan-
cial services for local enterprises and smallholder rice farmers in Nigeria, Ghana,
Burkina Faso and Tanzania.

GIZ manages a matching fund that allows local rice mills to: train associated small-
holder farmers in areas including good agricultural practices, financial planning,
business and marketing skills, procurement practices and crop diversification.
The farmers are also trained in contract-farming practices under which small-
holder farmers receive advance payments from rice millers, enabling them to buy
high-quality seeds, fertilizers and agrochemicals.

CARI also entails memorandums of understanding with local financial institutions
(FIs), with the goal of enhancing access to finance for rice mills. These programs
include elements such as the provision of weather-based insurance so as to pro-
vide incentives for local FIs to offer credit to local rice-sector business; training pro-
grams for local Fls aimed at improving sector knowledge; and the offer of other
financial services to the sector.
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Flow of funds involving internal and external agricultural value-chain finance

Am

Goods

Payments from trader «...ccooeeenee

Inputs supplied
on credit

Provider
I Recipient

In the case of internal value-chain
financing, the flow of financing can take
placein the samedirection as the flow of
goods or in the opposite direction. The
nature of this flow depends on the par-
ticular value chain (rice, cocoa, cashews,
etc), region and the dynamics of the
participants involved. The figure also
indicates that those within the value
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13. Source: Beyond Micro Finance
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chain can be either finance recipients
or providers, or both. For example, in the
rice value chain, large wholesalers often
provide financing to traders, who in turn
provide advance payments to farmers.
At the same time, many processors make
only a partial payment when receiving
unprocessed rice from farmers, with the
understanding that final payment will

be made after the rice is processed and
sold. In this case, the farmers serve as
finance providers to their rice millers.

In case of external financing, an exter-
nal party acts as a financier. This finance
provider can be repaid in two ways: A
provider may be directly repaid by the
finance recipient, or there could be an
arrangement under which a payment

from a downstream player is routed
through the finance provider, which in
turn keeps a portion of it as repayment
of the loan.

Finance providers: Finance providers
within agricultural value chains mainly
offer loans. While conventional loan pro-
viders rely heavily on analysis of a poten-
tial recipient’s creditworthiness when
extending a loan, providers of external
value-chain financing focus more on the
commercial arrangements between two
actors within the chain. Decisions about
financing are based on the quality and
strength of the entire value chain, not
just on the individual borrower’s charac-
teristics.

An external finance provider may pro-
vide a recipient with up to 70%?* of the
estimated market value of the product
up front in order to prevent repayment
problems in case of a disappointing har-
vest. They also take into account the pre-
dictability of cash flows and the strength
of linkages in the chain.

In the case of internal value-chain
finance, finance providers largely rely on
mutually negotiated formal or informal
terms for the provision of credit.

CONT. NEXT PAGE v
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(), ADVANTAGES

» Expanded financing opportunities:
Conventional bank loans are usually
out of reach for farmers and other
MSMEs in agricultural value chains
due to factors such as the finance
recipient’s small size, the lack of bank-
ing services in rural areas and inade-
quate recipient collateral; however,
value-chain finance can overcome
these issues.

> Better-suited financial products: Val-
ue-chain finance promotes the devel-
opment of financial products tailored
to fit the needs of participants in the
chain, since finance providers look
beyond the direct recipient and take
the sector as a whole into account
when crafting suitable products.

» Strengthened value chains: By focus-
ing on the value-chain linkages and
offering tailored products, value-
chain financing helps strengthen the
linkages further, thereby creating a
virtuous cycle.
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» Reduced information asymmetries:

Informationasymmetriesare substan-
tially reduced, because finance pro-
viders are able to utilize partnerships
or contracts with value-chain actors
to acquire information that would be
unavailable or expensive to obtain for
parties outside the value chain.

Lower costs: Finance providers can
pass on the benefits from reduced
information asymmetries, transaction
costs and lower risk assessments to
recipients in form of lower interest
rates and fees.

4 MECHANISMS = 4.2 Agricultural value-chain finance

> Lack of financial education: Farmers
and other value-chain actors may not
understand exactly how the financ-
ing mechanism works, and thus be
unaware of its costs and implications.

©), PITFALLS:

» Informal and trust-based relation-
ships: Agricultural value-chain link-
ages may depend on informal and
trust-based relationships that may be
difficult for external finance providers
to incorporate into their assessments
of potential finance recipients.

> Allocation of capital: Agribusinesses
such as traders and processors may
need to allocate significant resources
to financing suppliers rather than to

» Correlated risks in agriculture: Agri- their core business

culture faces a high degree of cor-
related risk (i.e, a high probability
thatasingle negative event will affect
multiple actorsin avalue chain or sec-
tor) stemming from the sector’s price
volatility as well as from weather risks
that can affect whole regions at a
time.Theseissues can affecttheentire
value chain at once, and be perceived
as a substantial threat by a finance
provider that is highly exposed to the
sector (concentration risk). This risk
may thus be reflected in the cost of
borrowing.
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“3 Blended finance

Given the limited government funding available and the significant
consequent financing gap for the SDGs, blended-finance mechanisms
have become a high priority for governments and development actors
around the world. Blended-finance mechanisms use public and philan-
thropic funds to mobilize additional (private) capital for the purposes of
sustainable development. Blended-finance vehicles are often set up not
only by DFIs such as KfW, the EIB, the World Bank, the ADB and the UK

INTRODUCTION:

Blended finance aimed at catalyzing
private-sector activity can take numer-
ous forms, including tools that facili-
tate financing flows by providing sup-
port mechanisms (grants, guarantees)
or as complementary financing (grants,
equity, debt). All of these help to create
stronger incentives for private entities
to invest in strategic sectors. Examples
of such instruments include:

» Guarantees from DFls that help
reduce therisk inherentin project.

> Grants that can be used to defray the
costs of setting up an investment
vehicle.

» Concessional finance with below-
market terms or rates for the
borrower, which can help lower
overall project costs and/or enhance
potential risk-adjusted returns.

» Ajunior equity position in a co-financ-
ing structure that absorbs a higher
level of risk than what other investors
are willing to assume.

The objectives of blending are often
achieved in combination with non-finan-
cial instruments. These could include
a range of technical-assistance inter-
ventions such as facilitating access to
information and data; supporting finan-
cial-product development and feasibility
studies; providing technical assistance to
recipients, fund managers, governments
and other market players; and facilitating
networking and policy dialog.

DFlIs need to clearly demonstrate addi-
tionality as they use public funds to
intervene in market activities in any way
that could lead to market distortions
and/or the waste of limited resources
(see Box 10).

» 4.3 Blended finance

Department for International Development, but also by private-sector
entities such as Deutsche Bank and Ecosphere. Examples include the
European Fund for Southeast Europe, the Green for Growth Fund, the
Althelia Climate Fund, the Danish Climate Investment Fund, the Global
Health Investment Fund and the Africa Guarantee Fund, to name a few.

EXAMPLE
Global Climate Partnership Fund (GCPF)

The GCPF uses public funding to leverage private capital in order to mitigate cli-
mate change and drive sustainable growth in developing and emerging markets.
The fund primarily works through local financial institutions, but in some cases
also makes direct investments. The GCPF finances projects targeting small and
medium-sized businesses and private households, with a specific focus on:

» Energy-efficiency projects that reduce projected greenhouse-gas (GHG)
emissions by at least 20%; and

» Renewable-energy generation projects.

Atechnical-assistance facility has also been established to provide technical assis-
tance, primarily to assist fund investees in their development and growth, but also
to facilitate new fund investments and protect existing ones. The GCPF prioritizes
countries with the most significant GHG emissions and the greatest potential to
increase efficiency.

To date, the GCPF has invested S451 million in projects in 22 countries.
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FLOW OF FUNDS:

One of the commonly used mechanisms
within blended finance involves different
loss tranches. In this model, equity- or
debt-capital investments are divided into
different tranches, with a view to attract-
inginvestors with differentrisk appetites.
In so-called waterfall structures (as illus-
trated in figure 24), higher or “senior” tiers
receive repayment deriving from lending
or investing activities first, and are thus
safer investments, while lower or “junior”
tiers receive payment only after the high-
er-tiered finance providers are paid in full.
In the case of losses, the lowest tranche
- the equity/first-loss tranche (C shares as
illustrated Figure 24, often bought by the
government or philanthropic organiza-
tion) - absorbs the initial losses, followed
by the mezzanine tranches (commonly
bought by DFIs), again followed by more
senior tranches. The senior tranches are
attractive for risk-adverse investors such
as pension funds or insurers, as finance
providers with a more senior position are
expected to beinsulated from defaultrisk
through the absorption of losses by the
more junior tranches.

Rather than financing individual proj-
ects or companies directly, blended-fi-
nance investment vehicles often chan-
nel funding to local intermediaries for
on-lending, or provide matching invest-
ments to existing funds with the aim of
encouraging the participation of addi-
tional finance providers.

ADVANTAGES

Private-sector capital mobilized for
development purposes: Blended-fi-
nance vehicles increase the reach of
limited public development-finance
and philanthropic funds, as they are
used strategically to encourage the
participation of larger volumes of pri-
vate capital. Through the provision of
investment opportunities for a variety
of investors with different risk, return
and impact profiles, private capital is
channeled into investments with high
development impact.

» Combined public- and private-sec-
tor expertise: Bringing together the
complementary skill sets, knowledge
and other resources held by public,
philanthropic and private investors
can increase the scope, range and
effectiveness of development-related
investments.

> Increased private-sector investment
insocially and environmentally bene-
ficial projects: The provision of incen-
tives encourages private-sector capi-
tal to enter sectors and markets that
might otherwise be avoided by tradi-
tionally commercial investors. This is

Flow of funds involving a blended finance vehicle with waterfall structure
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4.3 Blended finance

achieved by de-risking investments
and by demonstrating financial viabil-
ity and technical feasibility.

Improved financial discipline: The
involvement of private-sector capital
can have a positive effect on financial
discipline within projects.

Expanded ability to reuse develop-
ment funds: The entry of private-sec-
tor capital enables donors to realize
financial returns and thus recycle
scarce development funding for other
development purposes.

Provider

I Recipient
Intermediaries

Il Other parties

——————— > =Non-financial flow

————> =Financial flow
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©), PITFALLS:

» Risk of crowding out private invest-
ments: Public-sector engagement in
blended finance - particularly if a con-
cessional finance model is used - can
crowd out other local or international
commercial finance providers that
would only be able to provide finance

at higher rates.

> Risk of market distortions: Providing
access to support and/or finance to
selected investors or companies gives
these recipients a competitive advan-
tage relative to other investors or
companies, thus potentially distort-

ing the market.

» Risk of wasting

resources: Any time public-sector aid
is provided, there is a risk of support-
ing an activity that would have hap-
pened anyway, or of providing much
more support than required to mobi-

lize the private sector.
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>

>

Difficulty of proving, measuring addi-
tionality: As yet, no guidelines for
assessing additionality when working
with private financial sectors exist.
Measuring and comparing financial
and developmental additionality
presents numerous methodological
challenges, and it is not a common
practice to assess additionality on
both an ex ante and ex post basis. This
also makes it challenging to under-
stand the cost-effectiveness of blend-
ed-finance initiatives as compared to
alternatives.

Difficulty of balancing private, pub-
lic interests: A fine balance must be
struck between ensuring the confi-
dentiality required by private inves-
tors and ensuring transparency in the
use of public funds

Mission drift: There is a danger that
public and philanthropic sectors may
seek to bring in purely commercially
oriented investors at any cost, and/
or focus too heavily on easily attained
goals in order to make the project or
vehicle more financially attractive.

4 MECHANISMS = 43 Blended finance @ n
[ 2]
3
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Green Climate Fund (GCF)

INTRODUCTION

Responding to the climate-change challenge
requires collective action from all countries,
including by both the public and private
sectors. The GCF helps developing countries
limit or reduce their greenhouse gas (GHG)
emissions and adapt to climate change.
The Fund’s investments can take the form
of grants, concessional loans, subordinated
debt, equity or guarantees.

The Fund aims for a 50:50 balance between
mitigation and adaptation investments
over time. It also aims allocating at least
50% of the adaptation funding within par-
ticularly vulnerable countries. The GCF’s
core focus is on areas that lead to reduced
emissions (e.g, energy access and power
generation; low-emission transport, for-
estry and land use) and/or increased resil-
ience (e.g, climate-resilient crops, efficient
irrigation systems, ecosystem conservation
and management).

One of the distinctive features of the GCF
is the provision for developing countries to
access financial resources through national
entities (direct access modality). The Fund
also provides early-stage support for local
preparatory activities through its Readiness
Program.

FLOW OF FUNDS

The GCF does not itself make direct project
investments; rather, accredited entities can
submit funding proposals to access GCF
financial resources. Private, public, non-gov-
ernmental, sub-national, national, regional
or international organizations can apply for

accreditation. For private-sector partners,
the Fund works through its Private Sector
Facility (PSF). The PSF can fund and mobilize
institutional investors and leverage GCF’s
funds to encourage corporates to co-invest.
PSFis actively engaging with pension funds,
insurance companies, corporations, local
and regional financial intermediaries, and
the capital markets.

ACCREDITED ENTITIES

Accredited entities must develop their spe-
cific investment concepts and strategies
in line with the GCF’s investment strategy,
framework and criteria, policies, environ-
mental and social standards, gender policy,
and other requirements. The GCF provides
funds to the accredited entity which in
some cases are finance providers them-
selves or work via them. The accredited
entity may look for additional funding if
desired; as a catalytic fund, the GCF prefers
the accredited entity to mobilize other pub-
lic or private co-investors.

Since the investment entity managed by the
accredited entity can be an international
entity, the participation of local banks is in
some cases advisable in order to disburse
the funds to the finance recipients. Alter-
nately, the funds can be distributed directly
from the accredited entity to the final recip-
ients or indirectly through intermediaries
(so called executing entities). In order to
keep asset classes and risk-return profiles
consistent, debt financing from the GCF is
provided to end recipients as debt, grants
as grants, and equity investment as equity
investment.

FINANCE RECIPIENT

Finance recipients (e.g, NGOs, start-ups,
SMEs, cooperatives) must apply to accred-
ited entities (or executing entities) for
funding. Potential recipients can deter-
mine whether a suitable financing facility

T

» 43 Blended finance

exists by exploring the various GCF-funded
projects and programs as listed at https://
www.greenclimate.fund/what-we-do/proj-
ects-programmes. Finance recipients may
not apply directly to the GCF, unless they
are accredited.

REPAYMENT INDIRECT PAYMENTS THROUGH
| LOCAL BANKS (LOANS)
Local financial Finance
Accredited REPAYMENT | institutions T fecipients
entity /
investment
facility DIRECT PAYMENTS (GRANTS, EQUITY, MEZZANINE)
4
N
| REPAYMENT
REPAYMENT
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Concept of additionality

Aninterventionis additional if the inter-
vention is necessary to make a project
oraninvestment happen - thatis, if the
investor would not have engaged in the
absence of public-sector involvement
(financial additionality), or the inter-
vention increases the project’s devel-
opment impact and sustainability in
such a way as to have implications for
growth and poverty reduction (develop-
mental additionality). Additionality is a
central analytical concept for donors
and public-sector agents seeking to
understand when it is useful to engage
with the private sector, or trying to
determine what to do when mobilizing
and deploying private-sector capital for
the purposes of sustainable develop-
ment. It is also a useful measuring stick
for all finance providers when consid-
ering their own impact in terms of the
additional value they add compared
to an impact-neutral finance provider.
There are various types of additionality
in blended finance, including:

» Financial: Public-sector investors
can offer longer debt maturities or
lower capital costs, take a subordi-
nated equity position, hold riskier
portfolios than their private-sector
peers, provide targeted subsidies, or
offer guarantees to enhance returns
and reduce risks.

» Aggregation: By supporting projects
at the regional or global level, pub-
lic-sector investors can help aggre-
gate opportunities, diversify risk and
facilitate the cross-border sharing of
experience.

» Signaling: By engaging with a proj-
ect, market or sector, public-sector
investors can provide a stamp of
approval, providing sufficient credi-
bility to attract otherinvestors - thus
serving as an honest broker.

» Knowledge: Public-sector investors
can strengthen the quality of a given
investment model or technology,
help local partners build capacity,
facilitate technology transfer, and
publicly share experiences and les-
sons learned.

>

>

Demonstration: Public-sector inves-
tors can support innovative entities
by helping to mitigate risk in new
business models, or by attracting
funding to fragile low-income coun-
tries and developing markets that
are not (yet) able to attract a signifi-
cant level of commercial capital.

Poverty focus: Public-sector inves-
tors can influence project designs to
ensure that they reach lower-income
market segments, thus helping to
reduce inequalities, bolster local par-
ticipation,and generate employment
among low-income or disadvantaged
populations.

Standards: Public-sector investors
can promote the use of high environ-
mental, social and governance stan-
dards in investee companies, finan-
cialinstitutions and funds, and at the
industry level.

Market-building: Public-sector inves-
tors can help strengthen policy envi-
ronments and business ecosystems,
support the development of market
infrastructure, generate market data,
and supportindustry research.

» 4.3 Blended finance
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“4 Project finance

Projectfinanceisamechanismoften used for providing long-term financ-
ing forthe developmentofinfrastructure, publicservicesand someindus-
trial projects. A key distinguishing feature of project finance is that the
financing is tied to a standalone and clearly demarcated project, includ-
ing its assets and future cash flows. Usually, the financing involves the

INTRODUCTION:

Project finance differs from traditional
corporate financing arrangements in
which financing is based on the assets,
liabilities and business reputation of the
project developer. Project finance allows
for what is known as ringfencing, by
decoupling the project’s financing from
the project developer’s assets, liabilities
and cash flows. Thus, it is also called
off-balance-sheet finance. In corporate
finance, if a project fails, the finance
providers do not necessarily suffer as
long as the company owning the project
remains financially viable.

In project finance, however, if the project
fails or the SPV fails to meet its obliga-
tions, the finance providers can expect
significant losses. In such cases, finance
providers seeking to recover their invest-
ments have recourse only to the assets
of the SPV. This is called non-recourse
finance. More common, however, is lim-
ited-recourse finance in which the pro-

viders have some (limited) recourse to
the sponsor’s assets beyond the assets
of the SPV.

Project finance provides the opportunity
to provide long-term financing as long
as the project in question is well-struc-
tured and economically viable, even if
the developer’s own resources are insuf-
ficient to carry out the project. Through
the use of various contracts, insurance
products, and complex financing and
risk-mitigation structures, it allows for
the allocation of project risk among
those who are best able to manage and
control that exposure.

= 4.4 Project finance

formation of a new company by the private project developer solely for
the purpose of carrying out the project. Known as a shell company or a
special-purpose vehicle, this new company raises project-specific financ-
ingusingamix of instruments such as equity investment (supplied by the
project developerand/or other finance providers), bonds and bank loans.

EXAMPLE
Bujagali Hydropower Project, Uganda

Built at the Bujagali waterfalls in Uganda, the Bujagali Hydropower Project is the
biggest run-of-the-river power station in all of sub-Saharan Africa, and began oper-
ation in mid-June 2012. The five-turbine power plant at the source of the Nile now
generates more than 250 MW of electricity, powering about 5 million households.
The project was carried out at a cost of $900 million.

Bujagali Energy Limited (BEL), a project-specific company (i.e, an SPV), was formed
to develop and operate the project. The company was in turn owned by companies
associated with the Aga Khan Fund for Economic Development and the Blackstone
Group, which provided the equity financing for the project. The debt financing
was provided by a number of entities including the IFC, the EIB, Barclays, and the
AfDB, among others. The project involved the negotiation of an offtake agreement
between BEL and the government of Uganda. The presence of several DFI lenders,
in addition to guarantees in the form of an International Development Association
partial risk guarantee (IDA PRG) and Multilateral Investment Guarantee Agency
political-risk insurance policy (MIGA PRI), reduced investors’ perceived risk, and
served to limit any losses associated with potential political-risk events.



giz FINANCE GUIDE

CONT. FROM PREVIOUS PAGE

FLOW OF FUNDS:

Project finance usually includes a large
up-front investment, a long utilization
term and a long repayment term. The
financing is usually provided in the form
of long-term loans to the SPV, is secured
by the project’s assets and repaid from
the project’s cash flows. The flow of
fundsisillustrated in the graph below.

Finance recipient: For project finance,
the finance recipient is the SPV set up to
implement a task, such as a large infra-
structure-development project. The proj-
ect-owning company thus has no assets
other than the projectitself.

The SPV will typically use a public-tender
process to hire a construction company
to build the project to the point of opera-

Flow of funds involving case of project finance
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tional readiness. Depending on the proj-
ect’s size and complexity, construction
can also be performed by a consortium
of companies under a general manager.
The entire structure of financing agree-
ments can get quite complex.

Once constructed, the project is typi-
cally managed by a professional man-
agement company, and is expected to

Commercial
bank

Pre-financing

-==>» =Non-financial flow

——> =Financial flow

> 4.4 Project finance

generate enough cash flow to pay back
the loan principal and interest to the
banks, as well as to generate a dividend
for the shareholders. The cash flows
come from the income generated by the
project operations, for instance in the
form of concession fees in the case of a
road, airport or port, or from the sales of
electricity from a hydropower plant. Due
to its complex structure and long-term
commitment, project financing requires
sound financial modeling.

Finance providers: Financing can come
both from public and private sources,
and in many cases entails a syndicate of
funders. The shareholders contributing
equity capital (also called “sponsors”)
may form a public-private partnership
(see section 4.1.1). Moreover, the identity
of key shareholders may change over
time; for instance, a private company
may own the project during the lifetime
of the loans, and for as long afterward
as the project’s cash flow continues to
generate dividends. Thereafter, it may
transfer ownership to the government
oranother public owner.

Risk identification and allocationis a key
component of project finance. Projects
may be subject to a number of technical,
environmental, economic and political
risks, particularly in developing coun-
tries.

CONT. NEXT PAGE v
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> Risk allocated efficiently: By prop-
erly allocating risk among a group of
actors, project finance allows a proj-

() ADVANTAGES
» Long-term financing enabled: Project

©), PITFALLS:
» Complex structure: Given the com-
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finance enables long-term financing
to be raised for projects that entail
huge capital expenditures. Thus, com-
panies whose financial position is not
strong enough to raise the necessary
finance to invest in a project on their
own can potentially acquire sufficient
financing on a project-finance basis.

» New sources of capital mobilized:

Projects can be structured so as to
attract a wide range of finance pro-
viders, thus supplementing or even
substituting for banks. Project finance
helpsin accessing alarge spectrum of
providers with different risk-return
profiles, particularly given the glo-
balization of financial markets. For
instance, private-equity investors,
who tend to take a long-term view of
their investments and are often will-
ing to take on more risk than banks
in anticipation of higher returns, are
increasingly taking an interestin proj-
ect finance.

ect developer to undertake a project
with more risk than the sponsor is
independently capable of assuming
(orwilling to assume).

Ringfencing protections created: The
risks of the new project are separated
from the project developer’s existing
business. This means that if the proj-
ect fails, the project-finance structure
insulates the developer from having
to use existing assets to repay either
the project debt or any liabilities
incurred through the failure of the
project.

>

plex nature of project finance, con-
siderable time and effort must be
invested in structuring and creating
a detailed appraisal of the project, for
instance with the help of financial and
legal advisers and other experts. This
adds to the cost of setting up the proj-
ectand may delay its implementation.

Unforeseen risks: Given the long-
term nature of project finance, this
model contains several inherent risk
factors. Since the viability of the proj-
ect-finance structure depends on the
strength of the project itself, the proj-
ect’s technical, financial, environmen-
tal and economic viability are of par-
amount concern. Any risk factors that
weaken the project are also likely to
weaken the financial returns received
by investors and creditors. Therefore,
anessential early-stage taskis toiden-
tify and analyze the project’s risks,
then to allocate and mitigate them.

High cost of capital: Project finance
usually involves a high proportion of
debt. The non-recourse (or limited-re-
course) nature of this debt increases
the cost at which it is provided,
thereby pushing up overall capital
costs.




giz FINANCE GUIDE

| = 4.5 Results-based financing

“> Results-based financing

were used as a means of improving aid effectiveness and cost-efficiency
in the provision of public services (payment by results). Results-based
finance mechanisms seek in various forms to align public- and private
sector interests by linking outcomes to financial returns.

Results-based finance (RBF) mechanisms are used by developing-country
governments(national orlocal), stateagenciesand donoragenciesto pro-
vide incentives for the provision of goods or services, to create or expand
markets, and to stimulate innovation. Previously, related approaches
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INTRODUCTION:

RBF seeks to mobilize additional financ-
ing from investors that would not nor-
mally consider investing in the social
sector due to low expected returns.
Despite the variety of models, RBF mech-
anisms are based on a few common prin-
ciples, identified below.

» Disbursement of funds is contingent
on the delivery of predetermined
outcomes.

» The private sector (and non-profit
sector) has discretion over how
results are achieved, thus allowing
for product and service innovation.

» Independent verification acts as the
trigger for disbursement.

Different types of RBF mechanisms have
been piloted or mainstreamed in recent
years, including:

» Output based aid (OBA): OBA is an
approach toincreasingaccess to basic
services such as water, health care
and education within low-income
communities in developing countries.
OBA links the payment of public funds

to the private sector to the delivery of
outputs such as connections to elec-
tricity grids or the provision of solar-
based home power systems. OBA proj-
ects generally assess outputs rather
than outcomes.

Advance market commitments
(AMCs): Governments, donors or
philanthropists guarantee a fixed
offtake quantity, price or revenue in
order to establish a viable market.
The objective is to stimulate research,
product development and private
investment into areas and sectors
that the private sector would other-
wise consider unattractive. In 2007,
five countries (Canada, Italy, Norway,
Russiaand the United Kingdom) along
with the Bill & Melinda Gates Founda-
tion committed $1.5 billion to launch-
ing the first AMC designed to help
speed the development and availabil-
ity of a vaccine targeting pneumococ-
cal disease, a major cause of pneumo-
nia and meningitis. AMC mechanisms
are also indirectly applied within the
low-carbon power-generation sector,
for example through the establish-

EXAMPLE
Energizing Development Partnership (EnDev)

EnDev is piloting an RBF program that offers incentive payments to private-sector
actors in the low-carbon off-grid energy sector in developing countries. The pro-
gram aims at overcoming market barriers constraining the private-sector delivery
of distributed renewable-energy systems providing modern energy services to the
poor. It also seeks to improve access to the energy sector, to support private com-
panies along the whole value chain and remove temporary financial barriers faced
by private sector energy suppliers.

The program’s key principles are as follows: 1) Participants will agree beforehand
on a set of expected results broadly defined to encourage product and service
innovation and provide flexibility; 2) all eligible service providers will be able to par-
ticipate on a competitive basis; 3) monitoring and verification systems, including
fraud-mitigation measures, will serve as the trigger for funds disbursement; and 4)
disbursement will be contingent on the delivery of the predetermined and verified
results. Private participants are expected to take the full risk until the delivery of
the contracted results.

As of July 2016, EnDev encompasses 17 projects in 14 countries (in Africa, Asia and
Latin America), covering a wide range of technologies.
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ment of feed-in tariffs, the creation
of renewable obligations or through
commitments to green public pro-
curement.

» Impact bonds: Impact bonds com-
bine impact investing, results-based
finance and public-private partner-
ship concepts. In an impact bond, pri-
vateinvestors provide up-front capital
for social services and are repaid by
anoutcome funder if the agreed-upon
outcomes have been achieved. Vari-
ous types of impact bonds have been
developed in different jurisdictions
and geographies, including social-im-
pact bonds in the United Kingdom,
pay-for-success contracts in the
United States, social-benefit bonds
in Australia, and development-im-
pact bonds and humanitarian-impact
bonds in developing and emerging
countries.

New and promising approaches to out-
come-based financing apply the expe-
rience gained using impact bonds for
social-sector activities to early-stage
entrepreneurship development. Here,
companies are paid for theimpact gener-
ated during a certain transitory period of
time, thus increasing the attractiveness
to potential investors. Examples include
the Social Success Note developed by
Yunus Social Business in cooperation
with the Rockefeller Foundation, as well

as the Social Impact Incentives plat-
form developed by Roots of Impact and
piloted in Latin America in cooperation
with the Inter-American Development
Bank (IDB) and the Swiss Development
Cooperation, with the Acumen Fund in
the energy sector, and with Root Capital
forearly-stage agripreneurs.

= 4.5 Results-based financing

FLOW OF FUNDS:

The flow of funds under this model
depends on the exact nature of the RBF
mechanism. For the purposes of illus-
tration, this section describes impact
bonds, which are increasing in impor-
tance in both the social and develop-
ment sectors.

Most impact bonds involve three types
of actors: the investors, who are typi-

Flow of funds involving case of impact bonds
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14. Impact bonds are not a fixed-income instrument like traditional bonds; instead, their income depends on the outcomes achieved. As
such, the term is misleading, which is why different terms such as “pay-for-success” have been used in some jurisdictions.
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cally return-seeking impact investors
or venture philanthropists that provide
up-front capital to social organizations;
a non-profit organization or social enter-
prise, often called a service provider, that
deliver products and services to the tar-
get group; and the outcome funder, usu-
ally a government, development agency
or philanthropic organization that prom-
ises to repay the investors if the agreed
outcome is achieved with the addition
of an predetermined bonus representing
the return on investment.

Other actors in this model include eval-
uators that verify whether agreed-upon
outcomes have been achieved, and inter-
mediaries that perform tasks such as
designing the bond, helping to raise capi-
taland arranging negotiationsamong the
participants. In many cases, external legal
and technical know-how is required from
lawyers and sector or impact experts,
sometimes called technical-assistance
providers or simply experts.

Figure 26 explains the process and the
flow of funds using the structure and
process of the first social-impact bonds
in the UK as an example:

» An intermediary issues a bond to
a (social) investor and receives the
capital (step 1).

» The intermediary transfers the money
to one or several social organizations
(step 2).

CONT. NEXT PAGE v
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» Social organizations use the funds as

working capital to scale and improve
the outcome of a preventive program.
The work can be coordinated and
monitored by an intermediary (step 3).

At the end of the contract period (3-10
years), an independent evaluator
determines whether the agreed-
upon outcomes have been achieved
based on the government contract.
If a positive evaluation is provided,
the intermediary is paid a previously
agreed amount. This may take
the form of a percentage of the
government savings created through
the achievement of the outcomes, for
example. If the evaluation is negative,
the government (ie, the outcome
payer) funder does not owe anything
(step 4).

Only in the case of success would the
intermediary then repay the original
(social) investor the equivalent of the
principal and a return on investment,
the size of which may vary depending
on the service providers’ performance
(step 5).

ADVANTAGES

Focus on prevention created: By
design, impact bonds are focused on
early-intervention programs that are
preventive in nature. This reduces the
need for subsequent and more expen-
sive remedial measures in the future.

Outcome orientation established:
Success is measured by outcomes,
not by outputs as in the case of a per-
formance contract, or by financial
performance as is true of a typical
investment. This helps to orient the
intervention toward the results that
ultimately matter for beneficiaries
and the government.

Risk capital harnessed: Impact bonds
are expected to raise capital for inno-
vative programs involving risks that
governments (or development agen-
cies) are not able (or unwilling due to
political reasons) to assume, and are
often unable to budget for.

Innovation enabled: Government
agencies do not specify required
inputs, thus leaving room for inno-
vation and creativity in addressing
social challenges.

= 4.5 Results-based financing

» Up-front working capital provided:

Service-delivery organizations are
provided with up-front working capi-
tal.

Long-term predictability established:
Funding levels are predictable and
sustained over a comparatively long
period of time, reducing the need for
costly fundraising.

PITFALLS:

Target-group definition: The target
group has to be well defined, and data
on their preferences and needs has to
be available.

Need to measure outcomes: Out-
comes have to be measurable, and
have to translate into government
savings substantial enough to pay for
the work of the social organization
and intermediary, as well as the orig-
inal investors’ return.

Range of capacities needed: Social
organizations must have the capac-
ity both to attract investors and to
deliver the promised outcomes.

Potentially high risk level: Investors
need to be ready to face uncertainty
and assume a high level of risk, as the
process will largely unfold outside of
their control once the service provider
begins offering services. Critics have
warned that investors may push for
theuse-of ‘conventional rather than
ipnovativel lapproaches in order to
reducetmplementation risk.
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“6 Thematic bonds

Bonds are widely used by governments and large companies to raise
long-term financing. The entity raising financing through bonds is called
a bond issuer (or simply an “issuer”), while those providing the financing
are called bond investors. Bonds are typically traded through privately

INTRODUCTION:

Bonds are debt financing instruments.
Bond investors usually earn returns in
the form of interest paid by the issuer
(called “coupon” in case of bonds), with
additional gains possible by selling the
bonds to other investors following a
changein the bonds’ market value.

With the launch of green bonds by the
European Investment Bank and World
Bank in 2007/08, bonds took on a new
prominence in the area of development
cooperation. Thematic in nature, this
type of bond is geared toward financ-
ing a specific environmental, social and/
or governance-related area within the
development context.

Thematic bonds of this type have since
been issued by DFIs, MDBs and commer-
cial entities. Examples include social
bonds (IFC); SDG bonds (World Bank);
health bonds (ADB); education, youth
and employment bonds (Inter-American
Development Bank); clean-energy bonds
(ADB); water bonds (ADB), and forest
bonds (IFC). Similar examples exist in the
private sector as well. French industrial

gas company Air Liguide issued so-called
socially responsible investment (SRI)
bonds in 2012 to raise financing for
its health activities, while Minchener
Hypotheken Bank issued bonds to sup-
port social housing.

Some initiatives have tried to standard-
ize the scope of such thematic bonds.
One of the most prominent definitions
is provided by the International Capi-
tal Market Association’s (ICMA’s) green-
bond principles. Thisisaset of voluntary,
non-prescriptive guidelines to be con-
sidered by green-bond issuers, investors
and underwriters, aimed at improving
market transparency and accountabil-
ity. The ICMA has also published guide-
lines for sustainability bonds and social
bonds.

> 4.6 Thematic bonds

negotiated transactions between the issuer and the bond investor, or
among various bond investors. These transactions are usually mediated
by specialized financial institutions such as investment bankers.

EXAMPLE
IFC’s Social Bond Program

In March 2017, the International Finance Corporation (IFC) raised $500 million through
its Social Bond Program to expand financing for projects that benefit women-owned
enterprises and low-income communities in emerging markets. The bonds were pur-
chased by more than 40 institutional investors across the world, including central
banks, official institutions, pension funds and fund managers (such as Affirmative
Investment Management, the California State Teachers’ Retirement System, the
International Fund for Agricultural Development, and the United Nations Entity for
Gender Equality and the Empowerment of Women, among others). These bonds are
issued for a period of three years and offer a coupon of 1.75% per year. Citi, Credit
Agricole CIB and J.P. Morgan helped to manage the bond issuance process.

IFC plans to finance projects that help improve social outcomes. The funds will also
be used to support financial institutions that lend to women-owned enterprises.
Select examples of eligible projects include:

> Investments in companies that source directly from smallholder farmers.

» Investments in utilities (e.g, electricity, gas, water) that provide low-income households with
better access to services.

> Investments in companies that provide health services, education services or housing to
low-income populations in more affordable ways.

> Investments in companies that provide goods and services to low-income populations.
» Investments in companies that provide access to telecommunications services and payment
platforms in markets that include the low-income segment.
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p) FLOW OF FUNDS:

Thematic bonds can be used in two differ-
ent ways. First, MDBs, DFls and commer-
cial banks can raise financing by using
a thematic bond, and provide the funds
thus acquired to projects eligible under
the bond program’s guidelines. Second, a
company could raise financing by issuing
a thematic bond and use the proceeds to

finance its own ESG project.

Finance provider: Investors may finance
thematic bonds for several reasons. One
salient driver is the increasing public
and political mobilization around social
and environmental issues. The returns
on thematic bonds often match those of
conventional bonds (depending on fac-
tors such as the credit risk of the issuer
and broader macroeconomic factors).
Investors investing in thematic bonds
include institutional investors comfort-
ablewithlongtimehorizons. These could
include pension funds, sovereign funds,

4 MECHANISMS = 4.6 Thematic bonds A

Financing provided by the sale of the-
matic bonds can be direct or indirect.
Investors could directly provide financ-
ing to a company issuing the bonds to
fund an ESG-oriented project. Alterna-
tively, the investors could buy thematic
bonds issued by an MDB, DFI or commer-
cial bank, with the issuing entity subse-
quently providing financing to eligible
projects based on predefined criteria.
This latter option is the model underly-
ing IFC’s social bonds and KfW’s green
bonds.
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FiG 27 Flow of funds involving thematic bonds
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Finance recipient: Thematic bonds can
be used by a range of potential recipi-
ents, depending on whether the financ-
ing is direct or indirect. Issuing bonds
and raising funds directly is often a long
and a cumbersome process. It involves
different financial-service companies,
andalso entails significant cost. This ave-
nueisthususedonly by large companies
or government entities that are experi-
enced and have the means to undergo
such a process. For instance, consumer
goads company Unilever raised £250 mil-
lion by issuing green bonds for the estab-
lishment of a number of new factories
expected to halve the amount of waste,
water usage and greenhouse-gas emis-
sions produced by existing factories.

SMEs and start-ups, if implementing an
eligible project, could also access fund-
ing from thematic-bond programs led
by DFls, MDBs or commercial banks. For
instance, through its Inclusive Business
Bonds program (now merged with the
Social Bonds program), IFC provided $4
million to Pearl Dairy (Uganda) in order
to establish new milk-collection centers
and a cold-storage infrastructure facil-
itating milk collection from small-scale
farmers.

CONT. NEXT PAGE v
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() ADVANTAGES:
» Additional sources of financing mobi-

lized: Institutional investors (such
as pension funds, insurance compa-
nies and sovereign-wealth funds),
who manage a very substantial share
of the available global capital, are
among the largest investors in bonds.
These investors have a preference for
low-risk financial instruments. The-
matic bonds help to mobilize these
institutional investors for develop-
ment-oriented purposes.

> Investor demands met: Many inves-

tors globally are increasingly incor-
porating ESG factors into their invest-
ment decisions. From an investor’s
point of view, thematic bonds pro-
vide an opportunity to meet these
demands.

» Financing provided that is cheaper

and longer-term than bank loans:
Banks are inevitably subject to regula-
tory compliance costs. They also need
to take into account the duration of
their liabilities (i.e, their customers’
savings), which are rather short term.
Bonds, by contrast, do not have such
costs (or at least have lower costs),
resulting in lower interest rates, and
are by design preferred by investors
with longer-term horizons.

4»
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> Large amounts of funding raised: The

amountof financing provided by a sin-
gle bank can be limited by the degree
of risk exposure that bank is willing
and allowed to accept. By contrast,
by involving a larger investor base,
bonds can help to raise much larger
amounts.
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©), PITFALLS:
» Additional costs of issuing thematic

bonds: Bond issuers have to bear the
additional costs entailed in the issue
of a thematic bond, while still provid-
ing returns comparable to a normal
bond. These additional costs derive
from defining the criteria, monitor-
ing and evaluating, and transparently
communicating performance to inves-
tors over the lifetime of the bonds.

RIS
L al)
RHRNX

» Lack of universally accepted frame-

works: The proliferation of different
standards, frameworks and guide-
lines, along with the diversity of mar-
ket practices in terms of definitions
and requirement can create confu-
sionamong issuers and investors.

» Nascent market: The market for

thematic bonds (for example green
bonds), albeit growing, is still small.
This limits liquidity and the ease with
which investors can trade bonds
among themselves.
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“7 Crowdfunding

crowdfunding platforms, or CFPs), with social-media campaigns support-
ing the funding effort to make people aware of the opportunity.

Crowdfunding refers to mass funding efforts in which large numbers of
people(i.e,fundersorcampaign backers)jointly finance projects, ideas or
companies. The funding is usually facilitated by online platforms (called
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INTRODUCTION:

In its various manifestations, crowd-
funding is being used in international
development as well, as a tool to raise
funds for causes and to communicate
with donors and supporters. For exam-
ple, online crowdfunding platform Indi-
egogo offers private campaigners and
NGOs special categories for cause-re-
lated projects, forinstance in areas such
as health care, education or community
development.

The amounts raised through crowdfund-
ing tend to be much smaller than those
associated with the other mechanisms
described in this document. Among all
successful crowdfunding campaigns on
Kickstarter, also a CFP, almost 32% of all
campaigns raised amounts greater than
$10,000. However, only 0.2% of successful
projects raised $1 million or above.*s

Four main types of crowdfunding mod-
els are widely used:

> Lending-based: Funders receive a
fixed amount of periodic income and

expect repayment of the original prin-
cipal,justasin the case of a bank loan
orabond. This model is also known as
peer-to-peer (P2P) or social lending.

Reward-based: Funders gain a non-fi-
nancial benefit in return for financial
contributions. These rewards often
take the form of a token of apprecia-
tion or the right to pre-purchase the
productor service for which the funds
are being raised. For instance, in the
adjoining example, WakaWaka offered
its campaign backers a pocket-sized
solar LED light and phone charger.

Donation-based: This provides
funders with a way to donate to
causes they want to support, with no
expected compensation (i.e, a philan-
thropic or sponsorship-based incen-
tive). Funders are motivated by the
potential for impact.

Equity-based: Also known as crowdin-
vesting. Here, funders receive equity
shares in the venture that they fund.
In some cases, this may be subject to
securities and banking regulation.

15. Source: https://de.waka-waka.com/news/2013/01/lets-light-haiti-campaign-ends/. Accessed 8th November 2017

16. Source: https://www.kickstarter.com/help/stats. Accessed 17th October 2017

EXAMPLE
WakaWaka’s crowdfunding campaign

WakaWaka is a Dutch company that designs and manufactures a portable solar LED
lightand charger smaller than an iPhone. The company is pursuing a three-pronged
business model: It sells products on a buy-one, give-one basis (where for each light
purchased, another light is donated to a needy recipient), cross-subsidizes the pur-
chase price for their units in off-grid communities, and provides give-away prod-
ucts during disaster relief through the WakaWaka Foundation. The company has
launched a buy-one, give-one “Let’s Light Up Haiti” campaign using the Kickstarter
and OnePlanetCrowd crowdfunding platforms. The objective of the initiative was
toraise money to constructan assembly plantin Haiti. The initiative raised $700,000
from 7,000 investors around the world.*

In return for a donation, WakaWaka offered campaign backers a pocket-sized solar
LED light and phone charger. The success of this campaign relied largely on the
crowd’s perception of the reward’s value. This was backed by a robust social-media
outreach plan that included Twitter, Facebook, blogs and a network of family,
friends and influential people.
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FLOW OF FUNDS:

Crowdfunding platforms play a very
important role in the crowdfunding pro-
cess. These platforms serve as interme-
diaries between the potential finance
providers and recipients. They also lend
legitimacy to projects by reviewing the
potential recipient and its information
and projects, and employ various anti-
fraud procedures to assure safety for
the users. Examples of platforms include
Indiegogo and Kickstarter (both reward-
based), GlobalGiving and BetterPlace
(both donation-based), Kiva and Zedisha

Flow of funds involving crowdfunding

Debt repayment, interest payment

(both lending-based), and GrowVC and
Innovatrs (both equity-based). The plat-
forms typically charge commissions of
5% to 10% of the total amount raised.

Finance provider: In crowdfunding sit-
uations, finance providers are mainly
individuals, although other entities are
not necessarily excluded. When fund-
ing a crowdfunding campaign, multiple
individuals come together and share
the financial risk, and therefore limit
the extent of the potential financial loss
faced by any single individual (any loss
will be shared among all finance provid-

ers). These individuals may participate
for different reasons, ranging from prof-
it-oriented to philanthropic motivations.
These various outlooks in turn influence
the perception of what constitutes a suc-
cessful project.

Backers who participate in debt and
equity projects mostly look for mone-
tary returns, while those participating
in reward-based crowdfunding expect a
non-monetary reward. However, all may
expect a certain degree of philanthropic
or impact potential in the campaigns
they support. Backers participating in

Debt repayment, interest payment

and dividends, commission as

and dividends, as applicable applicable

Funding Crowdfunding = Funding NGO, SME,
Funders
platform
A i
L :
Non-financial reward
(if reward-based crowdfunding)
Provider [ Recipient Intermediaries

start-up,
project, etc.

—————— > =Non-financial flow

——> =Financial flow

= 4.7 Crowdfunding

donation-based campaigns are driven by
philanthropic motivations. They are pri-
marily seeking to support a cause that is
congruent with their personal beliefs.

Finance recipient: The recipients also
vary depending on the nature of the
crowdfunding campaign. Lending and
equity-based models are used by recip-
ients who have a business proposition.
For instance, start-ups and SMEs often
pursue equity-based crowdfunding cam-
paigns, which may or may not involve
the subsequent payment of dividends.
Lending-based campaigns require the
recipient to repay the loans and make
interest payments, just as in the case of
an ordinary bank loan. These are used
by micro-businesses in developing coun-
tries for microfinancing. There may also
be models in which no interest is pay-
able. Reward-based campaigns are used
by non-profit initiatives, small compa-
nies in the product-development phase,
and creative and cultural projects.
Finally, donation-based campaigns are
typically used for non-profit initiatives,
disaster relief, and cultural, religious or
private matters.

CONT. NEXT PAGE v
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ADVANTAGES:

> Access to finance provided: Crowd-
funding can provide access to debt or
equity capital, particularly for SMEs
and start-ups that face constraints in
tapping other sources of finance such
as banks, private-equity investors or

venture capitalists.

> Large base of funders/investors cre-
ated: A diversified investor base can
be beneficial for a recipient seeking
to scale up funding, while also reduc-
ing dependence on any single finance

provider.

» Risk shared widely: For the providers,
the “crowd” constitutes a risk-sharing
mechanism, since any losses are dis-
tributed across all funders.

» Non-monetary value created for
recipients: Through crowdfunding,
potential finance recipients
entrepreneurs and SMEs) can also uti-
lize the crowd to obtain ideas, feed-
back, volunteer support, debate and
access to open-innovation processes.
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» Quick and inexpensive: Compared to

raising funding through traditional
channels such as banks, grant makers
or private-equity investors, crowd-
fundingis aquick process that entails
lower administrative costs.

Efficient for investors: It allows inves-
tors to investigate numerous poten-
tial investments online at one time
and determine quickly whether the
company fits their portfolio strategy,
risk appetite, or other criteria.

PITFALLS:

> Project risk: Crowdfunding often

deals with early-stage initiatives that
are subject to high levels of uncer-
tainty as to future performance. In the
case of project failure, platforms or
external firms may attempt to recover
a portion of the investments, but have
not always been successful in doing
so. Investors may not have access to
borrowers’ assets in the case of proj-
ect failure.

Asymmetric Information, lack of
proper due diligence, risk of loss: The
difference in the information pos-
sessed by a potential recipient and
that by a funder plays a substantial
role in crowdfunding, hampering the
latter’s ability to accurately estimate
risk levels. The risk of choosing proj-
ects that subsequently fail to deliver
the expected benefits is amplified
by the fact that the majority of the
crowd may be made up of unsophis-
ticated or inexperienced investors.
The platforms may try to bridge this
gap, but often conduct no more than
basic due diligence. This could also
leadto adverse selection. This implies
that crowdfunding platforms might
hiavea disproportionate number of
low-quality projects, as the manag-

= 4.7 Crowdfunding

ers of high-quality projects typically
submit themselves to the stricter
due diligence carried out by tradi-
tional investors in order to differen-
tiate themselves. As a result of these
factors, finance providers working
through crowdfunding platforms face
the risk of choosing projects that end
up underperforming or failing.

Impact measurement: Rigorous
reporting and development-impact
verification mechanisms are rare. This
is a structural challenge, as projects
listed on any crowdfunding platform
are usually small, numerous, diverse
and geographically scattered, mak-
ing proper impact measurement and
reporting costly and often impracti-
cal.

Nascent regulation: The regulatory
regime for crowdfunding within and
across various countries is still in
its early stages. This creates a bot-
tleneck for platforms operating at a
global level, and is particularly the
case for cross-border and debt- and
equity-based crowdfunding.
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GIZ services

in the world of finance

This module provides an overview of GIZ approaches and services related to financial
system development and broader financing topics such as enabling and providing
finance.

Chapter 5.1 provides a list of GIZ programs that include finance-related components
and activities. Additional projects may be added in the future. Clustering these proj-
ects on the basis of related finance-associated activities allows for a good overview
of these GIZ services.

Based on this stocktaking, and by highlighting select programs, Chapter 5.2 sets out
GlIZ’s experience in building efficient, stable and inclusive financial systems - thus,
in the overall area of financial system development. The traditional programs adopt
a comprehensive or systems-development approach, often enhancing framework
conditions and building capacity simultaneously at the macro, meso and micro lev-
els. The focus of these programs is often on promoting financial inclusion. Chapter
5.3 describes a cluster of activities aimed at financing investments in specific enter-
prises, projects or sectors, referred to as “finance for growth” Chapter 5.4 looks at the
emerging field of activities called “providing finance solutions,” in which GIZ provides
advice on structuring finance solutions or channels funds into financing vehicles.

v —

LEARNING OBJECTIVES: THIS SECTION'S TOPICS:
» Obtain an overview of current GIZ activities and 5.1 Stocktaking

project components in the area of finance 5.2 Financial system development.

» Understand the specific services GIZ has provided 5.3 Enabling finance for growth
in the example projects R .
5.4 Providing finance solutions

» Understand the lessons learned from the showcase

project on shade-tree finance in Costa Rica
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>1 Stocktaking

A review of the current GIZ portfolio results in a list of activities that
are either standalone financial-sector programs, individual finance-pro-
gram components or individual activities within larger programs that

FIG 29 GIZ service clusters

5GIZ SERVICES = 5.1 Stocktaking

focus on a different sector such as energy or agriculture. In an effort
to classify these diverse activities, they are grouped into the following
three clusters and six areas of intervention:

Regulatory
support

Financial system development: The first
cluster encompasses an established and
long-standing set of GIZ activities aimed
at developing the key components of
countries’ financial systems in a holistic
way by strengthening framework condi-
tions, capacities and structures across
financial sectors and their stakehold-
ers. GIZ’s programs in this cluster focus
strongly on financial inclusion, but activ-
ities may also address financial-system
stability, as well as efforts to deepen
national financial sectors or help them
and their attendant services function
more efficiently and sustainably.

Financial-sector

support

Finance for growth: The second clus-
ter covers programs and activities that
support the provision of appropriate
types of finance for individual firms,
projects and sectors. The project cycle
includes the entire process from project
and business development to the point
of reaching out to finance providers for
financing. Due to the varying character-
istics of different projects, a distinction
is made between private-and public-sec-
tor investees.

Business and project Link to finance /
development match-making

Finance solutions: The third cluster cov-
ers the latest area of GIZ activity, which
focuses on providing support and advice
to potential finance recipients that are
seeking to structure and initiate financ-
ing deals. This may include the actual
provision of finance if adequate financ-
ingisnotavailable elsewhere in the mar-
ket.

Finance facilitator
and advisor

Finance
provider

TYPICAL FINANCE CYCLE

All three clusters are explained in more
detail below and are illustrated with
examples from the current GIZ portfolio.
While they serve to structure GIZ’s activ-
ities, it should be noted that programs
may in fact be active across the clusters,
and that static categories may not cap-
ture the full complexity of a constantly
evolving portfolio.

CONT. NEXT PAGE v
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The table below provides an overview  Annex 3 provides alist of all GIZ projects
of the GIZ project examples described in with astrong financing componentiden-
this guide in detail. It categorises them  tified until January 2018.

according to the clusters to show where

they are located in the finance cycle.

TABLE 7:  Project examples of GIZ

Financial-
iCountry/ : Regulatory : sector
Project :Region  :Description support  :support

Agricultural and Rural Finance {Uganda iImprove access to financial services for farmers

Programme (AGRUFIN) : : : ® : ®
Banking and Financial Systems iMyanmar :Supportaccess to finance for SMEs : ° : °
Development : i
Make-IT Africa  Africa i Support tech start-ups in early phase of growth '

: iand promote digital innovation for sustainable

: iand inclusive economic growth
Cities Development Initiative for §Asia §Asia-wide project preparation facility for urban
Asia (CDIA) i ‘infrastructure projects in medium-sized cities

i with clear development orientation and link to

H i financing H H
The Africa-EU Renewable Energy  : Africa i Mobilize African and European private sectorand :
Cooperation Programme (RECP) i build pipeline of viable and bankable renewable ()

ienergy investment projects
Nigerian Energy Support Nigeria Improve conditions for application of and invest- H
Programme (NESP): Crowdfunding iments in renewable energy, energy efficiency and ([
for RE Mini-Grids i rural electrification : :
Energising Development (EnDev): EGIobaI §Partnershipforfacilitating access to sustainable
EnDev Nepal* i Nepal ienergy °

Micro Hydro Debt Fund, Grid Extension Fund,
Results-based Financing
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Business and project Link to finance /

idevelopment

i match-making

Finance
facilitator
and
advisor

: Finance
: provider
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>2 Financial system development

An efficient, inclusive and stable financial sector is a crucial ingredient
for dynamic, sustainable growth and employment creation. GIZ offers
a broad range of technical-assistance measures to promote access
by poor populations and micro, small and medium-sized enterprises
(MSMEs) to financial services such as savings accounts, payment sys-
tems, credit and insurance. For such enterprises, a lack of access to
finance is often one of the main obstacles to growth. While GIZ cer-

5GIZ SERVICES = 5.2 Financial system development

tainly cares about access to finance perse,itisalso strongly focused on
how the financeis actually used, as well as on the appropriate design of
financial products and services to ensure they meet clients’ and firms’
needs. GIZ therefore also promotes financial education and consumer
protection, jointly referred to as responsible finance.

The rationale behind GIZ’s approach to
developing financial systems in a holis-
tic way is that sustainable, structural
change often requires simultaneous
action on various levels. As a result, pro-
grams in this category tend to focus on
two broad areas of intervention.

First, legal, regulatory and supervisory
support measures assist partner coun-
tries in establishing a legal, regulatory
and supervisory environment conducive
to the smooth functioning of the finan-
cial sector - whether this be the micro-
finance industry, the banking sector,
insurance companies or capital markets.
GIZ advises governments, central banks,
regulatory and supervisory authorities
in the process of developing national
strategies (e.g, financial-inclusion or
green-finance strategies) and adopting
international standards and good prac-
tices for the regulation and supervision

of the financial sector. GIZ helps adapt
international standards and good prac-
tices to local conditions in each partner
country. In some instances, this requires
striking a balance between financial sta-
bility and financial-development con-
siderations, as overly rigid regulation
and supervision may stifle innovation.
The objective is to design legal and reg-
ulatory frameworks in a way that is suit-
able to the local context and provides an
enabling environment for financial-sec-
tor development while still safeguarding
financial stability and protecting con-
sumers. To achieve effective implemen-
tation, GIZ provides capacity-building
services to government employees, reg-
ulators and supervisors.

Second, financial-sector support mea-
sures seek to enhance financial-sec-
tor infrastructures and build capacity
within local financial industries as well
as among finance recipients. GIZ works
with networks and associations to build
capacity across national financial sec-
tors, for example by establishing or fur-
ther developing training centers. Since
the lack of credit histories is a major
impediment for financial institutions to
serve new customers, GIZ helps estab-
lish credit-information bureaus and sup-
ports the development of rating meth-
odologies. To increase the efficiency and
stability of financial systems, GIZ sup-
ports the upgrading of payment systems
and helps train people in the required
technical skills. At the micro level, GIZ
engages with individual financial insti-
tutions - including microfinance institu-
tions, cooperatives, banks and insurance
companies - to strengthen capacities in

fields such as SME finance, green finance,
agricultural and rural finance. Specific
topics addressed include risk assess-
ment, credit-scoring methodologies, dig-
itization of services, the design of new
financial products for underserved mar-
ket segments,and more.

/};;«N' A
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521 Project example: Agricultural and Rural Finance Program (AGRUFIN), Uganda

5GIZ SERVICES = 5.2 Financial system development = 5.2.1 Project example: AGRUFIN, Uganda

® IN A NUTSHELL

AGRUFIN follows a holistic multi-level approach to supporting the devel-
opment of stable, sustainable and flexible financial services for Uganda’s
rural population and agricultural sector, contributing to overall financial
system development. By supporting financial institutions’ development
of tailored financial products and facilitating their contact with potential
customers, the project also provides a link to financing,

SECTOR: Financial system development (focus:

agriculture and rural areas)

PARTNER: Uganda’s Ministry of Finance, Plan-
ning and Economic Development (political
partner); Bank of Uganda (main implementing

partner)
MAIN ACTORS: GIZ, KfW
REGION / COUNTRY: Uganda

AVERAGE TICKET SIZE: Not applicable
WEB www.giz.de/en/worldwide/19361.html
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CONTEXT:

Agriculture is a key component of
the Ugandan economy. Yet the sec-
tor accounts for only 22% of GDP, and
food production barely satisfies the
demand of the rapidly growing popula-
tion. Unlocking potential in rural areas
requires the provision of appropriate
financial services that support produc-
tive activities along the agricultural
value chain and minimize the financial
risks caused by crop failure. In Uganda,
however, only 11% of bank investment
takes place within the agricultural sec-
tor,and only 16% of people in rural areas
have access to formal financial products.
The causes for these gaps can be traced
back to the political, legal and regulatory
framework, as well as to the institutional
capacity of financial service providers. In
addition, due to a low degree of financial
literacy on the demand side, rural popu-

FINANCIAL SYSTEM
DEVELOPMENT

Regulatory Financial-sector : : H :
support H support Privatesector i Publicsector i Privatesector i Publicsector | andadvisor : provider

lations are unable to lobby for suitable
financial services or take proper advan-
tage of those that are available.

Inits efforts to support the development
of theruraleconomy andincrease access
to finance for Uganda’s rural popula-
tion, AGRUFIN employs a holistic multi-
level (macro-meso-micro) and multi-ac-
tor approach. Working jointly with the
Bank of Uganda (BoU) and the Ministry
of Finance, Planning and Economic
Development (MoFPED), the program
addresses three key areas: 1) the regula-
tory framework for financial institutions
(FIs) in rural areas (macro); 2) capacity
development for FIs in the area of rural
and agricultural finance, with a focus on
related product development (meso and
micro); and 3) financial literacy within
the rural population (meso and micro).

ENABLING FINANCE

PROVIDING FINANCE

FOR GROWTH SOLUTIONS
Business and project development SENUSTE[ELILYAL EHETITES Finance
. facilitator : Finance
[ J
A PROJECT:

BoU and MoFPED have been provided
with support in making appropriate
changes to financial-sector and micro-
finance legislation and regulations
(e.g, the 2016 Financial Institutions Act
Amendment), as well as in the develop-
ment of a regulatory framework for inno-
vative financial distribution mechanisms.
Mobile-phone-based money-transfer sys-
tems and agent banking are key factorsin
providing cost-effective services in rural
areas through a network of agents.

Moreover, AGRUFIN has worked exten-
sively to support capacity development
and knowledge generation in the area
of agricultural finance. Together with
the Uganda Institute of Banking and
Financial Services, it developed an agri-
cultural value-chain finance course for
local FIs. This has been vital in promot-

CONT. NEXT PAGE v
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ing Fl outreach to rural areas, and has
helped the program work with various
Fls to develop and implement tailored
financial products for farming busi-
nesses and households. For instance,
Pride Microfinance, a local microfinance
bank, now offers a production loan for
small sunflower-seed farmers, enabling
increased earnings. Another milestone
has been the regular publication of
the Agricultural Finance Yearbook, a
publication now widely accepted and
well recognized even beyond Uganda’s
financial sector. In addition, working in
close cooperation with KfW and Bol,
GIZ has supported the development of
a holistic credit-reference system that
has led to significant improvements in
terms of credit access and financial sys-
tem stability.

5GIZ SERVICES = 5.2 Financial system development = 5.2.1 Project example: AGRUFIN, Uganda

Onthedemand side, GIZ has been instru-
mental in developing and implementing
a national financial-literacy strategy and
financial-consumer protection guide-
lines. These measures aim at enhancing
the awareness, knowledge and skills of
financial-service users, and seek to bet-
ter protect them against non-transpar-
ent and unfair financial-service-provider
practices. Key messages on financial lit-
eracy have been disseminated through
various channels including schools,
media, associations and informal local
groups. Overall, more than 150,000 peo-
ple have benefited from these activities.
In addition, financial literacy has been
integrated into the new curriculum for
secondary schools that is being taught
to more than 1.2 million students.
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5GIZ SERVICES = 5.2 Financial system development
= 5.2.2 Banking and Financial-Sector Development Program, Myanmar

522 Project example: Banking and Financial-Sector Development Program, Myanmar

® IN A NUTSHELL

GIZ provides holistic support to Myanmar with the aim of strengthen-
ing the country’s overall financial system development, with the par-
ticular goal of promoting SME finance in order to ensure sustainable
and inclusive economic development.

SECTOR: Financial system development (focus:
SMESs)

PARTNER: Myanmar’s Ministry of Planning and
Finance, Central Bank of Myanmar, Banking
Sector Financial Reporting Standards Imple-
mentation Committee, Deutsche Bank

MAIN ACTORS: GIZ

REGION / COUNTRY: Myanmar

AVERAGE TICKET SIZE: Not applicable

WEB www.giz.de/en/worldwide/17772.html

CONTEXT:

Since Myanmar began to open up in
2011, the country has been undergoing
wide-ranging economic reforms. How-
ever, the sustainability of economic
development is heavily constrained by
alack of adequate financial services and
a financial sector that is largely under-
developed by international standards.
This is mainly due to the restrictive reg-
ulations applied to the banking sector,
a lack of skilled personnel within the
financial sector, and local commercial
banks’ institutional and technical short-
comings. These factors hamper Myan-
mar’s private-sector activities and are
particularly harmful for the country’s
small and medium-sized enterprises
(SMEs), as they often lack access to alter-
native financing sources.

FINANCIAL SYSTEM
DEVELOPMENT

Financial-sector
support

Regulatory

support Private sector }

SMEs account for a substantial share
of private-sector economic activity in
Myanmar; thus, their limited access to
financial services is problematic for the
entire economy, and poses a substantial
risk to the sustainability of the country’s
growth path. For this reason, the Bank-
ing and Financial-Sector Development
Program seeks to support Myanmar’s
banking sector in offering sustainable
and demand-oriented credits to SMEs. To
do so, it follows a multi-level approach
focusing on four mutually reinforcing
areas: 1) the development of aregulatory
and supervisory framework for the bank-
ing sector (macro); 2) the development
of financial-reporting practices (macro,
meso, micro); 3) the development of
human resources in the banking sector
(meso);and 4) the support of SME-finance
pilot projects in selected banks (micro).

ENABLING FINANCE
FOR GROWTH

Public sector

PROVIDING FINANCE
SOLUTIONS

Business and project development  Link to finance / match-making Finance

facilitator : Finance

Private sector Public sector andadvisor§ provider

@A PROJECT:

The Central Bank of Myanmar (CBM) and
the Myanmar parliament have been
provided with support in creating and
enforcing stable and enabling frame-
work conditions for banks. This support
has mainly consisted of capacity devel-
opment for CBM employees in the regu-
lation and supervision departments, and
advisory services for the Parliamentary
Committee on Banking and Monetary
Affairs. In particular, GIZ helped in the
regulation-drafting process by provid-
ing technical advice to lawmakers, and
exposing regulators to international
best practices through study tours and
workshops. These activities led to the
revision of the Accountancy Law in 2015
and the Banking Law in 2016. Addition-
ally, GIZ supported the Banking Sector
Financial Reporting Standards Imple-
mentation Committee (BFRIC) in devel-
oping and implementing a country strat-

CONT. NEXT PAGE v
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egy and action plan designed to enforce
international financial-reporting and
auditing standards (IFRS). These were
launched in 2015, and BFRIC and GIZ will
jointly promote theirimplementation by
commercial banks.

With regard to meso-level activities to
strengthen the financial infrastructure
in Myanmar, GIZ provides comprehen-
sive support for centralized training pro-
viders for financial institution/s (FIs) that
help develop human resources in the
banking industry. Today there is a certifi-
cate-level course in SME financing that is
regularly offered to Flemployees, as well
as courses on IFRS implementation. To
ensure the sustainability and scalability
of these courses, GIZ follows a train-the-
trainer approach for select Flemployees,
and has supported the establishment of
a bank-training unit at the Yangon Uni-
versity of Economics (YUE) that follows
international standards. Furthermore,
GIZ has initiated a develoPPP program
jointly with Deutsche Bank designed
to upgrade and enhance the quality of
bank- and finance-related masters pro-
grams at YUE.

5GIZ SERVICES = 5.2 Financial system development

= 5.2.2 Banking and Financial-Sector Development Program, Myanmar

Likewise, GIZ has provided support
to four selected banks in the areas of
expanding SME portfolios and imple-
menting IFRS. The volume of the sup-
ported partner banks’ gross SME loan
portfolios increased by a factor of 12
during the previous project phase (with
over 15,000 SMEs receiving loans). This
has already brought about positive sig-
naling and demonstration effects, and
the lessons learned in the process will
be further disseminated throughout the
entire banking sector through publica-
tions and workshops.
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>3 Enabling finance for growth

In addition to the area of financial system development, GIZ activities
have more recently also focused on enabling finance for growth, which
effectively means enabling businesses, projects or public institutions
to prepare bankable projects or business concepts to the pointat which

In many GIZ partner countries, there is a
lack of local project-planning capacity
in areas such as technical planning, the
legal and financial structure of projects,
risk-mitigation strategies, and long-term
planning regarding demand for and
maintenance of infrastructure. Thisis due
both to limited experience in the relevant
sectors and the limited capacity of local
education systems to build the relevant
skills. Supporting local capacities in the
private and public sectors is therefore
an important prerequisite to enabling
more investments in sustainable projects
and businesses. As the following projects
show, this can be achieved with a mix of
capacity-building in the area of project
planning and development in order to
prepare projects ready for bank financ-
ing, and by facilitating links to finance
providers.

Activities in the area of mobilizing
finance for growth help on two levels,
by mobilizing private capital for sus-
tainable investments and by channeling
investments in the right direction. This
latter category implies, for example, that
funding will be guided toward the con-

struction of environmentally friendly
infrastructure such as public transport
rather than toward high-emission pri-
vate-transport networks.

GIZ activities here are linked to the
various phases of a typical project or
enterprise financing cycle. Following
the approach outlined in this Finance
Guide (i.e, understanding the view of
the finance provider), activities in this
GIZ service cluster follow the primary
aspects of a typical project cycle and the
related finance cycle. While each step
in the different cycles requires specific
attention, the overall focus of GIZ activ-
ities is on the following two areas:

» Business and project development:
Support is provided to individual
projects, SMEs, project developers,
or public entities regarding project
preparation and pipeline develop-
mentas well as pipeline prioritization.
The latter is particularly relevant for
public sector partners. It is typically
based on supporting long-term invest-
ment planning capacities and improv-
ing the development of overall policy
strategies (e.g, urban infrastructure

5GIZ SERVICES = 5.3 Enabling finance for growth

they can qualify for commercial bank finance, and ultimately obtain
financing. Astrong focus has been placed on “green finance,” or in more

general terms, sustainable finance.

strategy) that eventually lead to proj-
ect proposals. In addition, training
programs are provided to the private
sector focusing on business develop-
ment and the development of bank-
able projects.

> Linktofinance/match-making:Partic-
ipants are given assistance in obtain-
ing finance, including commercial
finance, climate finance (e.g, REDD+,
GCF), or development finance. Ser-
vices offered by GIZ range from orga-
nizing match-making events between
finance providers and finance recipi-
ents to supporting public agencies in
accreditation processes for climate
finance resources such as the GCF.

In this context, it is important to reiter-
ate that - as noted in Module 3 - every
finance provider follows its own internal
logic during the financing cycle. How-
ever, the ways in which various finance
providers evaluate projects’ financial
viability fall broadly into two categories:

» Financing enterprises or businesses
for purposes of growth (working cap-
ital or fixed assets): Here, finance pro-

viders will assess the entire venture,
its available collateral, its track record
and future business prospects, its
overall market environment, and its
benchmark data relative to competi-
tors, along with other related data.

» Financing infrastructure and large
assets (buying or contracting for
equipment or construction services):
Here, finance providers will take a
detailed look only at the underlying
project and its related cash flows, con-
tractual relationships, and specific
risks.

The example projects in the next section
illustrate GIZ services for both types of
financing. In addition, especially in the
case of finance provided for large infra-
structure projects, finance recipients
can be either public, private or mixed
(PPP) entities. Project examples are cited
from each area in order to illustrate the
difference.

Finally,ashade-tree projectin CostaRicais
described as a“good practice” with regard
to involving the financial sector early on
in the GIZ project-development cycle.
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531 Project example: Tech Entrepreneurship Initiative Make-IT, Africa

5GIZ SERVICES = 5.3 Enabling finance for growth = 53.1 Tech Entrepreneurship Initiative Make-IT, Africa

® IN A NUTSHELL

Make-ITisatech-entrepreneurshipinitiative thataimstostrengthen the
overall business ecosystem for tech start-ups, as well as the start-ups’
managerial and project development capacities, so as to help them
reach bankability and facilitate theiraccess to financing. Match-making
activities and the creation of platforms serving both entrepreneurs and
investors also facilitate the successful link to finance opportunities.

SECTOR: Technology

PARTNER: Tech start-ups; Ministry of Industry,
Trade and Cooperatives (Kenya); Federal Minis-
try of Budget and National Planning (Nigeria);
broad range of European industry partners

MAIN ACTORS: GIZ

REGION / COUNTRY: Kenya, Nigeria
AVERAGE TICKET SI1ZE: Not applicable

WEB www.giz.de/en/worldwide/57293.html

CONTEXT:

Tech entrepreneurship is a key driver of
the digital revolution in Africa, offering
considerable potential to modernize the
continent’s economies and societies and
develop innovative solutions to develop-
ment challenges. However, many young
tech companies fail to reach interna-
tional market readiness due to a lack
of capital, customers, appropriately
trained staff and digital infrastructure.
For entrepreneurs to be successful, they
need a well-functioning business eco-
system with a strong customer base,
key clients, investors, business support
and partners able to provide training. In
sub-Saharan Africa, many business eco-
systems are patchy, meaning that tech
start-ups have no access to key contact
persons, (follow-on) financing or growth
opportunities.

FINANCIAL SYSTEM
DEVELOPMENT

Financial-sector
support

Regulatory

support Private sector }

Make-IT Africa was established in Febru-
ary 2017 with the aim of boosting digital
innovation for sustainable and inclusive
development in Sub-Saharan Africa. In
close collaboration with more than 20
corporate and financing partners, social
enterprises, hubs and networks, ‘Make-IT
in Africa’ promotes the development of
business ecosystems and supports tech
start-ups in expanding their growth
opportunities and ability to sustainably
contribute to their countries’ devel-
opment, by providing better access to
finance, markets and skills.

ENABLING FINANCE

FOR GROWTH

Public sector

PROVIDING FINANCE
SOLUTIONS

Business and project development Link to finance / match-making Finance

facilitator : Finance

i Private sector i Publicsector andadvisor§ provider

A PROJECT:

Make-IT Africa is being developed and
implemented in two pilot countries,
Nigeria and Kenya. Here, digital innova-
tion in health, agriculture, fin-tech and
energy play a key role for development,
applying technologies such as innova-
tive app solutions, internet of things,
3D printing, or block chain. The project
currently covers three areas of activity:
1) fostering the business ecosystem; 2)
business contact support; and 3) individ-
ual-level technical and capacity support
for selected tech businesses. The focus is
on start-ups in an early stage of growth
which are particularly dependent on
demand-oriented services and support.
While creating and maintaining a vital
business ecosystem is a long-term task,
Make-IT is designed to provide the initial
support that will help these ecosystems
grow, with the ultimate aim of benefiting

CONT. NEXT PAGE v
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all tech start-ups in the region. Key mea-
sures include the production of advice
manuals on entrepreneurship, the
launch of a platform offering informa-
tion on financing and support services
(such as business angel networks, public
support programs, bank financing, and
accelerator and incubator programs),
and the creation of links between the pri-
vate sector, publicinstitutions, investors,
innovation hubs, associations and net-
works. The program seeks to strengthen
the ecosystem as a whaole, and ensure a
transparent and accessible environment
for start-ups.

In parallel, these activities will make it
easier for investors and European com-
panies interested in partnering with
local start-ups to find adequate invest-
ment opportunities. Business-contact
support will be provided by match-mak-
ing activities that take place through
the Make-IT platform, as well as through
online competitions (e.g, hackathons)
and individually organized contacts and
meetings at trade fairs and international
conferences.

To make start-ups investment-ready and
prepare them for investor contact, it is
also crucial to improve their technical,
entrepreneurial and strategic capaci-
ties. Innovative start-ups must provide
investors with adequate business and
financial models, as well as sound finan-
cial statements and further company-re-
lated information if required. Working
with experienced local and international
partners, Make-IT will provide support
to 50 selected tech start-ups by offering
training and mentoring sessions in areas
such as investor readiness, technology,
management, and business-model and
product development.

5GIZ SERVICES = 5.3 Enabling finance for growth = 53.1 Tech Entrepreneurship Initiative Make-IT, Africa

@ RESULTS (AS OF NOVEMBER 2017):

Given that the initiative was launched
in late 201y, it is difficult to deduce les-
sons learned at such an early stage. Nev-
ertheless, there has been substantial
attention from financial institutions and
other investors on the one hand, and
from promising start-ups on the other,
indicating that there is a high level of
demand for this type of advisory service
and assistance for project developers
and companies.
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532 Project example: Cities Development Initiative Asia (CDIA)

® IN A NUTSHELL

CDIA is an early-stage infrastructure-project preparation facility. It
provides capacity development for public-sector employees in areas
such as investment planning and prioritization, the identification of
adequate funding sources, and the preparation of required financial
and technical documents such as pre-feasibility studies. The CDIA also
supports its clients in the actual search for finance providers, and has
successfully created links to finance for several infrastructure projects

in the region.

SECTOR: Infrastructure

PARTNER: Medium-sized cities, municipalities

MAIN ACTORS: GIZ, ADB
REGION / COUNTRY: Asia

AVERAGE TICKET SIZE: €5million to €533million,

depending on sector and project

WEB www.giz.de/en/worldwide/14338.html

PAGE 92

FINANCIAL SYSTEM
DEVELOPMENT

ENABLING FINANCE
FOR GROWTH

PROVIDING FINANCE
SOLUTIONS

Business and project development : Link to finance / match-making Finance

Regulatory Financial-sector

support support Private sector

CONTEXT:

In the next 20 years, Asian cities must be
ready to provide infrastructure and ser-
vices to an expected 1 billion additional
urban citizens. According to the ADB, this
will require investment of around $100
billion per year through 2030. Currently,
the region’s annual investment in social
and technical infrastructure in urban
areas totals around $40 billion, leaving
a 60% financing deficit that needs to be
filled if cities are to remain engines of
growth and contribute to sustainable
development.

CDIA was established as a response to
this challenge in 2007, and works directly
with medium-sized Asian cities to bridge
the gap between their development
plansand the currentimplementation of
theirinfrastructure-investment projects.

@A PROJECT:

In addition to the considerable invest-
ment deficit in the area of infrastruc-
ture projects, many medium-sized cities
lack urban-planning strategies and have
limited implementation and planning
capacities. This makes it difficult to plan
and implement sustainable infrastruc-
ture projects in the first place, butis also
a substantial impediment to the acquisi-
tion of appropriate and sufficient financ-
ing. As a result, even where financing is
available, a lack of well-designed and
planned (i.e, bankable) projects prevents
the readily available public and private
financial resources from being usefully
applied to urban-infrastructure financ-
ing needs. With the goal of overcoming
this mismatch and ensuring the success-
ful implementation of infrastructure
projects, CDIA seeks to improve local
capacities to prepare urban infrastruc-

Public sector

. facilitator : Finance
rivate sector i Publicsector | andadvisor : provider

ture projectsto the pointof finance-read-
iness,and supports its clients in identify-
ing and tapping appropriate financing
sources.

CDIA comes in at an early stage of the
infrastructure-project  planning and
financing cycle. The organization pro-
vides its clients with a broad variety of
services such as: 1) helping cities develop
infrastructure-investment priorities, for
example by updating city-development
plans, helping to analyze investment
budgets and prioritizing alternative
infrastructure projects; 2) providing
consultancy support in the conduct of
pre-feasibility studies (PFS); and 3) identi-
fying potential finance providers within
domestic and international financial
markets - thus linking infrastructure

CONT. NEXT PAGE v
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projects to finance. Additionally, the
CDIA works with the cities’ national and
regional partner organizations to ensure
thatadvisory supportwill persist beyond
CDIA’s intervention, as well as to further
strengthen local capacities.

/@ RESULTS (AS OF NOVEMBER 2017):

The CDIA has achieved impressive results
in its 10 years of existence. It has sup-
ported 138 cities in 18 Asian countries,
conducting 52 prioritization exercises
and 85 PFS, of which more than 50% could
be linked to finance with a total invest-
ment value amounting to $6.8 billion.

While around half of the financial com-
mitments obtained thus far have been
proffered by international financial insti-
tutions (FIs) such as the ADB, KfW and
the World Bank, the other half has been
provided by national FIs or through PPP
structures with local project developers.

5 GIZ SERVICES = 5.3 Enabling finance for growth = 5.3.2 Cities Development Initiative Asia (CDIA)

A key lesson has been that standards
and requirements for feasibility studies
and PFS vary by finance provider, and
are impossible to generalize beyond a
basic overall structure. It is crucial to
integrate financial planning and the
search for funding opportunities into
the project-planning process at a at
a very early stage, thus ensuring that
finance-related provisions are consid-
ered from the beginning. Today, the CDIA
conducts a PFS only once a potential
finance provider has been identified and
has expressed initial interest in the proj-
ect. Otherwise, there is a substantial risk
of carrying out a resource-intensive PFS
that does not meet the financier’s provi-
sions,and that will consequently need to
be redone.
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5GIZ SERVICES = 5.3 Enabling finance for growth = 5.3.3 Shade trees in Costa Rica

Integrating finance considerations into project preparation — Shade trees in Costa Rica

In 2017, GIZ’s forestry and climate-change team began exploring the
potential for agroforestry investments within Costa Rica, specifically

Shade trees planted on coffee planta-
tions can help to improve the quality
of soil and thus of coffee production,
while additionally playing an important
climate-change mitigation and adapta-
tion role. In mountainous regions with
steep slopes, the use of trees is very
important for reducing soil erosion,
which can negatively affect coffee-plant
productivity and interfere with down-
stream hydroelectric dams. Moreover,
the coffee plantin particular can benefit
from the temperature control and shade
provided by trees in mixed systems.

FIG 30

Members of the GIZ finance team were
involved in this project from an early
stage, since it was recognized that
introducing shade trees would require
a significant finance element. Given the
importance of conceptualizing invest-
ment components as early as possible,
theteam deemeditcrucialtounderstand
the viewpoints of potential finance pro-
viders on this issue from the beginning,
and to include finance considerations
throughout the whole process.

Project approach which integrates finance considerations

examining ways to help coffee and cocoa farmers plant shade and/or
timber trees that would improve their crop output.

Thus, a comprehensive study and initial
pilot project was carried out to assess
whether the promotion of shade trees
was worth pursuing, and if so, what
requirements and project specifica-
tions - including from the perspective of
finance providers - would be necessary.
The general approach is outlined in the
graph below:

Future phase
(Link to finance)

Desk review and
farmer-need
assessment

Financial-sector
screening

Development
of generic
business case

Final
business case [apg

+ checklist selection

Workshop Definition
with selected Bpd

investors

of finance
criteria

Initial farmer
screening +

Support and
financing phase

Finance

negotiations

KICK-OFF PHASE

Inafirststep, the country context,includ-
ing Costa Rica’s agricultural and forestry
sectors, existing agroforestry activities,
and financial sector, were evaluated in a
process of desk research combined with
interviews. This included a thorough
assessment of farmers’ needs and a rig-
orous screening of Costa Rica’s financial
sector. This in-depth analysis made clear
that agroforestry practices could be
highly beneficial from both a financial
and environmental perspective, but that
they were not yet widely implemented
atacommercial scale.

The research also revealed a low level of
overall lending to Costa Rica’s agricul-
tural sector, despite the existence of a
variety of financing institutions, impact
investors and public programs that pro-
moted green lending; moreover, the vol-
ume of investment originating from the
private sector was particularly low. A
significant hurdle here was the inability
of conventional financial instruments,
with their comparatively short invest-
ment tenures and grace periods, to sup-
port the long-term repayment periods

CONT. NEXT PAGE v
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needed for agroforestry projects. Other
barriers included a widespread lack of
knowledge regarding agroforestry sys-
tems, an insufficiency of funding for
public subsidy programs, and the small
ticket sizes for the kind of agroforestry
investments envisioned, which pre-
vented international impact investors
and local banks from investing directly.

DEVELOPMENT PHASE

A generic business case for a shade-tree
project was developed using the initial
research findings in combination with
a hypothetical cash-flow model. As can
be seen in the figure below, annual cash
flow is envisioned as being negative

FIG 31

Annual cash flow
Cumulative cash flow

— Breakeven

Project cash flows

5GIZ SERVICES = 5.3 Enabling finance for growth = 5.3.3 Shade trees in Costa Rica

during the first, second and third years,
with the agroforestry system’s estab-
lishment being the greatest single cost.
Coffee plants become productive in
year three, but production at this point
remains relatively low, and is not sub-
stantial enough to offset maintenance
and harvest costs. Annual cash flow
becomes positive in year four, when
coffee plants are fully productive. The
project then breaks even in year five,
when cumulative coffee revenues finally
exceed cumulative establishment, main-
tenance and harvest costs.

This generic case shows that the under-
lying investment requirements create

Cash flow profile of typical coffee and timber agroforestry system

significant financing challenges. The pri-
mary hurdle is the timing of revenues.
Since the agroforestry systems will be
cash-flow negative in early years, they
will not be able to repay capital until
they reach the break-even point. This
means that any loan used to support
such investments must provide gen-
erous grace periods between two and
four years for combined systems. Loan
tenures must also be generous, with
maturities of between four and 10 years
needed.

Generally speaking, few investors make
their specific investment terms publicly
available. Thus, in order to develop the
proposed business model further, the
GIZ project team at this point had to go
beyond desk research and talk to poten-
tial finance providers in order to under-
stand their funding terms, required
documentation and overall investment
interests. In this phase, feedback and
recommendations from potential inves-
tors were successfully obtained either
through individual interviews or in the
context of workshops. This informa-
tion showed that most credit products
offered in Costa Rica were not well-
suited to farmers’ financing and invest-
ment needs, largely due to agroforestry
systems’ projected cash-flow character-
istics. Flexible structures such as “bul-
let payment,” in which repayment is
back-loaded or even delayed until the
loan’s final year of maturity, would bet-
ter match the cash-flow profiles typical

of the sector, but these were not readily
available in the market.

Aside from the issue of financing struc-
tures, potential investors also identified
additional risks associated with this
business case, including:

» Creditrisk (associated both with the
investment type and the business
sector involved): Agricultural-com-
modity prices are highly volatile,
creating risk associated with finance
recipients’ ability to repay loans
through earnings. In addition, insur-
ance programs for this kind of crop
arerare.

» Production risk: Disease, pests, fire
and other disasters, by destroying all
or part of a crop or plantation, can
reduce or entirely eliminate the value
of aninvestmentin a short period of
time.

» Finance-recipientrisk: Many agrofor-
estry producers are small in terms of
annual turnover, and have little in the
way of existing assets that could be
used as loan collateral.

This analysis confirmed the desk-
research finding that a key impediment
to the implementation of agroforestry
systems is the mismatch between poten-
tial finance recipients’ investment needs

CONT. NEXT PAGE v
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and profiles and the available financial
instruments. However, the interviews
and workshops also established that cer-
tain investors would be willing to con-
sider such investments further if certain
preconditions were met.

Based on this feedback, a checklist of
factors relevant to finance providers’
investment decisions was prepared. The
table below offers an overview of rele-
vant criteria.

TABLE 8:
Relevant criteria for investment decisions

Issue Examples (non-exhaustive)

Legal > Borrower legal status
'» Land title
Business > Track record
background :» Revenue and
i profitability
> Collateral
i» Leverage
Desired > Ticket size

investment :» payback period

» Capital type

Market and > Access to markets
production . price fluctuations for
risk i commodities

> Production risk

5GIZ SERVICES = 5.3 Enabling finance for growth = 5.3.3 Shade trees in Costa Rica

In a final step, potential farmers and
their specific business cases were
screened using the checklist as well as a
standardized Excel cash-flow tool, iden-
tifying those that were ready to apply for
financing and those that had additional
support needs.

Inthreeof1ocasesscreened,itwasestab-
lished that the proposed investment
projects were viable and that potential
barriers could be addressed cost-effec-
tively. This enabled the next step to be
taken, which entailed the development
of business models and investment pro-
posals based on the investors’ criteria.

While this represented the end of the
pilot project, a larger, future GIZ proj-
ect-as yet to be developed and funded -
could provide additional support in this
final phase, along with further capacity
building for cases deemed generally via-
ble but which still face substantial hur-
dles. The larger project could also pro-
vide match-making assistance, actively
linking finance recipients with finance
providers.

INITIAL RESULTS

Although the business-screening process
was based on alimited sample of only 10
projects or farms, three businesses were
identified as qualifying for the second
round of in-depth business-case analysis
and investment-proposal development.
While two of the projects are still work-
ing to meet the investment criteria, one
is now already in active finance negotia-
tions thanks to the GIZ intervention.

The development of the generic busi-
ness case, investment-criteria checklist
and cash-flow model has provided a
solid basis for future project evaluation.
In addition, strong contacts have been
established within the Costa Rican finan-
cial sector, which means the match-mak-
ing phase can also be started soon.

In sum, the work to date has laid the
groundwork for a successful future proj-
ect on a larger scale, potentially extend-
ing beyond Costa Rica to other countries
in the region. It has also demonstrated
the importance of directly engaging
with the financial sector from the begin-
ning, and of integrating financing and
business-model considerations as early
as possible.

For more information, please refer to the
joint GIZ and UNIQUE publication “Agro-
forestry business models: Investment
opportunities in Costa Rica” (2017).
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533 Project example: The Africa-EU Renewable Energy Cooperation Program (RECP)

® IN A NUTSHELL

The RECP supports project preparation and assists private-sector
driven decentralized renewable energy projects in accessing finance
through its key service, the Finance Catalyst. As a core support activ-
ity, the Finance Catalyst advises project developers on how to structure
finance and supports negotiations with potential finance providers. In
addition, the RECP builds the capacity of key actors, particularly pub-
lic-sector stakeholders, to invest in decentralized renewable energy.

SECTOR: Renewable energy

PARTNER: Project developers and companies
(both local and international); associations,
finance providers (both local and interna-
tional); similar project and financing support
facilities

MAIN ACTORS: GIZ

REGION / COUNTRY: Africa

AVERAGE TICKET SIZE: €4.5 million - €50 million,
depending on market segment

WEB www.africa-eu-renewables.org

CONTEXT:

For most African countries, providing
universal access to energy services
remains a crucial objective and a pre-
requisite for developmental progress.
Renewable energy sources are abundant
on the continent and hold huge social-
and economic-development potential.
Yet despite the great opportunity pre-
sented by Renewable energy, efforts to
exploitits potential have been patchy to
date, with interconnected barriers inhib-
iting progress. Much more investment
is needed, and public resources alone
will not suffice to meet the investments
requirements.

FINANCIAL SYSTEM
DEVELOPMENT

Designed to mobilize the private sector
while supporting project and pipeline
development, the RECP: 1) offers proj-
ect preparation support for RE project
developers and facilitates theiraccess to
financing through the Finance Catalyst;
2) provides information about market
and financing opportunities; 3) matches
African companies and financiers with
European counterparts; 4) works with
regulators to address regulatory needs;
and 5) supports local skills development.

ENABLING FINANCE
FOR GROWTH

Business and project development ! Linkto finance/ match-making Finance
Regulatory Financial-sector . H
support support Private sector i Publicsector g

PROVIDING FINANCE
SOLUTIONS

facilitator Finance
rivate sector : Public sector | andadvisor provider
[
A PROJECT:

The RECP focuses on decentralized
renewable energy projects, both on-and
off-grid. Decentralized renewables have
a huge potential for energy access and
job creation. However, prospective finan-
ciers tend to be hesitant to invest due to
the relatively small ticket sizes and lim-
ited experience concerning the respec-
tive technologies and business models.
On the other hand, many developers lack
experience and capacity to develop via-
ble projects, and they lack the network
and timetoidentify appropriate funding
sources. As aresult, few viable and prom-
ising projects reach financial close and
receive external financing.

The RECP aims to fill this gap; its key ser-
vice in terms of project development
support - the Finance Catalyst - focuses

CONT. NEXT PAGE v
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on assisting viable project ideas as they
become investment opportunities (i.e,
reach bankability) and facilitate their
access to finance.

In doing so, RECP acts as an “honest bro-
ker,” by 1) providing project developers
with advice on identifying and access-
ing appropriate financing instruments
and 2) providing potential finance pro-
viders with advice on the viability of
these projects. Project proposals are
submitted online and screened by the
Catalyst’s expert team. Once a project
is selected, it is eligible for support of
up to 20 days. The key service consists
of tailored hands-on coaching, which
includes early-stage project-develop-
ment support, advice on business-case
and financial models, assistance in iden-
tifying financing options, aid in aligning
project documentation with potential
finance providers’ specific requirements,
and assistance in contractual negotia-
tions, including the production of term
sheets and the fulfillment of conditions
precedent. Additionally, in many cases,
the RECP acts also as an integrator of
various other existing support facilities.

5GIZ SERVICES = 5.3 Enabling finance for growth = 53.3 RECP, Africa

£ RESULTS (AS OF NOVEMBER 2017):

Since August 2016, more than 240 appli-
cations have been submitted to the Cat-
alyst, 35 of which have received support.
Thanks to the substantial expertise of
the team of senior finance and proj-
ect-development experts, in addition to
close cooperation with finance provid-
ers from the beginning, the initiative has
successfully served as a match-maker
between projects and finance provid-
ers: currently three projects have been
handed over financiers.

Thus far, the intervention’s support has
consisted of a 20-day coaching period
for each successful applicant. As coach-
ing support is often not enough, the
RECPis currently discussing with donors
whether and how to deepen support
through more comprehensive capac-
ity-building facilities and other proj-
ect-related support (e.g, with feasibility
studies).
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>4 Providing finance solutions

The latest area of GIZ activities aims at facilitating or providing financ-
ing solutions. An important distinction to be made in all such activities
is that new or alternative financing solutions should be provided only
if no other adequate financing is available in the market - thus in the
presence of well-documented market failures. Therefore, the precondi-

While this type of service is a recent
addition and an emerging area for GIZ,
some specificactivities are already being
implemented, with the organization tak-
ing one of several roles:

@R
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» Finance facilitator and advisor: Here,
GIZ plays an advisory role in structur-
ing finance solutions such as funds
or crowdfunding structures, provides
legal or administrative support in cre-
ating pass-through vehicles for third-
party funding sources.

S f -

5 GIZ SERVICES = 5.4 Providing finance solutions

tion for providing suitable services is a thorough analysis of all hurdles
preventing the use of established financing providers and mechanisms.
Only once these have been found to be insufficient or not suitable fora
specific purpose should new and innovative finance solutions either be
supported or even created from the outset.

» Finance provider: In this case, the
organization provides access to third-
party resources thatare channeledvia
GIZ and its own financial statements.
This will become more relevant with
the accreditation of GIZ for the GCF
grant window. Some initial experi-
ence has been gained in the context
of implementing and managing proj-
ects from the Nationally Appropriate
Mitigation Actions (NAMA) Support
Facility.

Overall, it should be noted that this new
area of providing finance solutions more
directly will require changes in GIZ’s
legal, monitoring and finance-structur-
ing capacities. While the number of such
activities is growing, every project in
this area will continue to be specific and
complex, and will require special atten-
tion from experts with different skill sets
within GIZ as well as from outside advis-
ers.
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5GIZ SERVICES = 5.4 Providing finance solutions = 5.4.1 Renewable energy mini-grid, Nigeria

s41 Project example: Crowdfunding as part of the Nigerian Energy Support Program (NESP)

® IN A NUTSHELL

Giventhelackoflocal financing forrenewable energy mini-gridsin Nige-
ria, the Nigerian Energy Support Program (NESP) supported the estab-
lishment of a innovative financing mechanism to mobilize financing
for promising mini-grid project. The NESP initiated and facilitated the
market entry of a crowdfunding platform and paved the way for fur-
ther crowdfunding activities by sharing technical, financial and legal
lessons learned in the course of this activity, thereby strengthening the
local financial system. NESP also supported crowdfunding platform

bettervest in finding suitable projects - thus, linking promising proj-

ects with adequate funding

FINANCIAL SYSTEM

DEVELOPMENT

Financial-sector
support

Regulatory

support Private sector }

CONTEXT:

Although Nigeria has vast oil resources
and huge potential for RE production,
more than half the country’s population
lacks access to electricity. Moreover,
those who are connected to the grid suf-
fer from frequent blackouts. For this rea-
son, many households and businesses
rely on expensive and ecologically harm-
ful petrol- or diesel-burning generators.

SECTOR: Renewable energy
PARTNER: Local project developers
MAIN ACTORS: GIZ, USAID, bettervest
REGION / COUNTRY: Nigeria

AVERAGE TICKET SIZE: €250,000 per mini-grid
project
WEB www.africa-eu-renewables.org

The Nigerian Energy Support Program
(NESP) advises the country’s government
on how best to provide reliable and sus-
tainable electricity to its people. While
NESP engages in a variety of interven-
tions, this section describes the crowd-
funding component implemented in
2016/17.

@A PROJECT:

NESP estimates that up to 26 million
Nigerians who lack access to electricity
live in areas suitable for photovoltaic
(PV) mini-grids. Despite this potential,
the mini-grid sector in Nigeria is still in
its infancy. A key barrier is the difficulty
faced by project developers in access-
ing the finance needed to pilot and roll
out their business models. The condi-
tions under which commercial loans
are granted in Nigeria are inappropriate
for financing small-scale infrastructure
installations, while access to conces-
sional finance for such projects is very
limited.

Realizing the potential for off-grid solar
mini-grids, and identifying the lack of
appropriate financing as the main hur-
dle to their deployment, NESP launched
a campaign to attract investors into

ENABLING FINANCE
FOR GROWTH

Business and project development

Public sector

PROVIDING FINANCE
SOLUTIONS

Finance
facilitator
andadvisor :

Link to finance / match-making

Finance
provider

i Privatesector i Publicsector

renewable energy mini-grid financing in
2015. Feedback was particularly strong
from local commercial banks and crowd-
funding platforms such as bettervest,
which had previous experience in financ-
ing off-grid renewable energy projectsin
Africa. However, the banks pulled back
duetoaprolongedrecessionin 2016,and
only bettervestultimately proved willing
to invest. It became clear that the gen-
eral advantages of crowdfunding would
also be useful for financing renewable
energy mini-grids in Nigeria, given that
crowdfunding platforms: 1) are able to
provide funding where banks are hes-
itant (given the return expectations of
impact investors vs. traditional inves-
tors); 2) act more quickly than banks; and
3)do not require collateral.

CONT. NEXT PAGE v
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However, in order to create a crowdfund-
ing pilot project in the Nigerian market,
bettervest faced high up-front costs and
risks regarding the establishment of an
enabling framework for crowdfunding
in Nigeria, as well as in the identification
of suitable projects. To offset those ini-
tial costs and risks, NESP set up an Inte-
grated Development Partnership to offer
legal, technical and financial advice to
bettervest.

NESP provided support to bettervestin a
numberofways,includingby1)adjusting
the platform’s contractual framework to
Nigerian law; 2) generating guidelines
for the performance of credit checks
on local mini-grid developers in Nigeria;
3) identifying appropriate projects and
supporting technical due diligence; and
4) more generally, training bettervest in
issues related to mini-grid finance.

5GIZ SERVICES = 5.4 Providing finance solutions = 5.4.1 Renewable energy mini-grid, Nigeria

/@ RESULTS (AS OF AUGUST 2017):

In less than six months, bettervest raised
€459,000 in debt capital for two mini-grid
projects. These seven-year loans consti-
tuted approximately 40% of each proj-
ect’s financing and were complemented
by an equity investment from project
developers equaling 10% and partial
infrastructure procurement of the mini-
grid by NESP amounting to 50% of the
project finance. In this case, loans were
chosen instead of equity because better-
vest exclusively offers debt financing.
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5GIZ SERVICES = 5.4 Providing finance solutions = 5.4.2 EnDev Nepal & the Micro Hydro Debt Fund

542 Project example: EnDev Nepal and the Micro Hydro Debt Fund

® IN A NUTSHELL

EnDev Nepal advised its donors to create a revolving fund to fill the
financing gap that prevents communities from implementing viable
micro-hydropower projects. To enhance local capacities, the fund is
managed by commercial financialinstitutions (FIs) thatalong with AEPC
also supervise and select projects for the fund. Given the novelty of the
approach and sector, EnDev provides training to the Fls and supports
the project-selection process. This strengthens the financial sector and
facilitates the link to financing for rural communities.

SECTOR: Renewable energy

PARTNER: AEPC, partner banks acting as fund

managers, MHP project developers
MAIN ACTORS: GIZ
REGION / COUNTRY: Nepal

AVERAGE TICKET SIZE: €16,500 per mini-grid

project

WEB www.giz.de/en/worldwide/17859.html

PAGE 102

FINANCIAL SYSTEM

DEVELOPMENT

Regulatory Financial-sector :
support support Private sector }

CONTEXT:

Around 67% of the Nepalese popula-
tion benefit from access to electricity
through the national grid, with approxi-
mately 43% in rural areas. Those without
access to grid electricity rely predomi-
nantly on traditional sources of energy,
including the use of kerosene and can-
dles for lighting, or diesel generators.
Increasingly also Pico PV equipment has
entered the market.

EnDev Nepal supports access to modern
energy services through grid-based elec-
trification, and additionally facilitates
access to financing for micro-hydro-
power (MHP) projects. While the project
consists of several finance-related com-
ponents, the focus here will be on the
Micro Hydro Debt Fund (MHDF).

@A PROJECT:

Off-grid electrification and micro-hydro
power (MHP) have long been promoted
by the government as a means of sup-
plying power in rural areas. The Alter-
native Energy Promotion Center (AEPC),
a government agency, implements two
major support programs for MHP that
are funded by UNDP and the World Bank.
These programs provide subsidies for
MHP project developers (typically local
communities) that cover up to 50% of
the total investment. The remaining
gap is financed by the developers’ own
resources and/or by external sources.
Given that many rural communities are
unable to provide sufficient equity cap-
ital, recourse to external resources is
often inevitable, calling for the involve-
ment of local Fls. Yet, due to insufficient
experience with renewable-energy proj-

ENABLING FINANCE
FOR GROWTH SOLUTIONS

Public sector

PROVIDING FINANCE

Business and project development IELUSTE [ EILVAL EVEGEETTES Finance

facilitator : Finance
andadvisor : provider

i Privatesector i Publicsector

ects and rural-area lending, local Fls per-
ceive lending to MHP projects as being
risky, and either refuse to lend alto-
gether or ask for substantial collateral
and high interest rates, making borrow-
ing prohibitively costly for developers.
This leads to a situation in which viable
MHP projects cannot be implemented
despite the presence of several multi-do-
nor subsidy schemes. Seeking to address
this problem, EnDev Nepal set up the
MHDF in 2010 to support Nepal’s rural
off-grid electrification efforts.

The MHDF is a revolving fund that com-
plements public resources by provid-
ing loans of up to 30% of the total MHP
investment, significantly lowering the
project developer’s equity contribution.
Funding is provided on a project-finance

CONT. NEXT PAGE v
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basis and risk is mitigated through a
mandatory plant insurance policy and
risk-sharing between the fund super-
visor and fund managers. In addition,
the revolving-fund structure allows fur-
ther MHP projects to be financed in the
future.

Capacity development and advisory
services represent further key elements
in the MHDF’s successful intervention.
To enhance local capacity and ensure
that local actors take ownerhsip in the
projects, AEPC was assigned the role of
fund supervisor shortly after the MHDF
was set up, and after a public tendering
process, two local commercial banks
became responsible for fund manage-
ment and the selection and supervi-
sion of eligible MHP projects. The banks
receive training in the performance
of in-house risk assessment for new
projects, and are also provided with
field-visit support. Additionally, capaci-
ty-building programs within local com-
munities offer training in construction
and maintenance for the MHP plants as
well as in financial planning.

5GIZ SERVICES = 5.4 Providing finance solutions = 5.4.2 EnDev Nepal & the Micro Hydro Debt Fund

£ RESULTS (AS OF AUGUST 2017):

The MHDF has supported 27 MHP plants
that deliver electricity to 25,444 persons
by feeding into mini-grids. The estab-
lishment of the fund has improved the
efficiency of public-subsidy schemes,
increased energy access in rural Nepal,
and improved access to credit for the
purposes of rural electrification in Nepal.

To ensure the sustainability of the sup-
ported projects and the MHDF more
broadly, bottlenecks especially in the
repayment process will be identified.
In addition, additional training ses-
sionsonloan repaymentand MHP plant
maintenance are planned for local com-
munities.
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AL Detailed comparison of financing instruments

Ownership acquisition:

Is the entity raising funds open to ownership participa-
tion by the finance provider?

Board representation and influence

How much influence and control is the entity raising
funds willing to relinquish? Could a board seat be offered
to a finance provider?

Strategic support

Does the entity raising funds need any strategic support?
Is the funding mechanism associated with the right kind
of strategic support?

Degree of risk sharing

How much risk is shared between finance provider and
recipient?

Cost of capital / return

How is the finance provider rewarded?

Repayment/ exit

Does the entity raising funds need to repay the finance
provider? If so, how does the finance provider expect to
be repaid? Is the entity raising funds expected to have
enough financial resources to do so?

Equity investment

Always involves acquisi-
tion of ownership stake.

Typically involves board
seat or the ability to

nominate a board member

in order to influence key
strategic and manage-
ment decisions.

Finance provider might
provide strategic and
management support.

High

Cost of capital depends on
finance providers’ return
expectations, plus cost of
fundraising.

Mature companies that

Quasi-equity

(mezzanine finance)

: May involve acquisition of |

{ ownership stake.

No board representation.

i Medium

Finance provider might
provide strategic and
management support.

May involve periodic inter-

i est payments, depending
on the performance or

i cash flows of the finance
{ recipient.

generate enough cash sur-
plus may also pay periodic :

dividends.

Finance provider realizes
returns by selling equity
shares acquired as part of
investment (exit strategy).

i

i Finance provider may

i yield rewards that are

i based on the recipient’s
i financial performance.

: Low

i Principal must be repaid

i according to an agreed

{ repayment schedule along
: with interest.

Periodic payment includes

Bank loans
(secured and unsecured)

No ownership-stake acqui-
sition.

No board representation,
but provider exercises
influence through debt
covenants.

Finance provider does not
provide strategic support.

Debt repayment sched-
uleincludes periodic
interest payments (such
as monthly or quarterly)
based on agreed terms
with the lender.

: repayment of principal
i and interest

: Low

Interest (called coupons

i in case of bonds) may be
paid periodically (usually
i annually) or accumulated
: and paid in full at bond

i maturity.

Principal must be repaid

Grants

No ownership-stake acqui-
sition.

No ownership-stake acqui-
sition.

No board representation. : Some grant makers will
require a board seat, espe-
cially if they are one of the

primary funders.

Finance provider does not
provide strategic support.

Finance provider may pro-
vide strategic support.

Only fundraising costs.

Not applicable.
along with interest
according to an agreed
repayment schedule.
Periodic payments may
include no more than
interest, with principal
repaid all at once upon
bond maturity.

CONT. NEXT PAGE v
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Repayment period (tenure)/ exit period
For how long does the finance provider provide funding?

Purpose
What is the purpose of funding provided by the finance
provider?

Equity investment

Exitusually in 5 -7 years.

Working capital or capital
expenditure; use of funds
mostly unrestricted.

APPENDIX = Al Detailed comparison of financing instruments

Quasi-equity Bank loans
(mezzanine finance) (secured and unsecured)

varies. Long term for loans focus- Usually 10 years or more. Not applicable.

iingonasset purchase (or
i capital expenditure); short
i term for loans supporting
i day-to-day operations

i (working capital).

Working capital or capital Working capital or capital Working capital or capital Often programmatic, with
: expenditure; use of funds i expenditure; use of funds  : expenditure; use of funds : use of funds restricted to
i mostly unrestricted. i often tied to the purpose i sometimes restricted. i aspecific project.

i stated in the loan agree-
i ment.
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A2 List of relevant GIZ projects

Business and project Link to finance /
: development : match-making

8 8 §Financial- Finance g
iCountry/ Regulatory :sector facilitator  : Finance
Project : Region : Description support : support and advisor : provider
Cities Development Initiative for éAsia Project preparation facility for urban infrastruc- : ° ° :
Asia (CDIA) i ture projects in medium-sized cities
C4o Cities Financing Facility i Global i Facilitating access to finance for infrastructure
: HE : - (] ( J
(C40 CFF) i projects in mega-cities : : : :
Mobilise your City iGlobal  iSupports national and local governments in plan- ' ' ' ° ' ' ' '
ining sustainable urban mobility :
Financing Energy for Low-carbon China Project preparation facility to advise cities, :
Investment - Cities Advisory Facility : Brazil i project developers and national partner banks on : ° °
(FELICITY) iMexico  isetting up and implementing mitigation projects
i that qualify for EIB financing
Promotion of MSMEs (TAM) Morocco Improve access to finance for MSMEs, start-ups ° ° °
: iand self-employed : : : : : : : :
Make-IT Africa i Africa i Support tech start-ups in early phase of growth i i i
: iand promote digital innovation for sustainable () (J
: iand inclusive economic growth H H H H H
The Africa-EU Renewable Energy EAfrica Mobilize African and European private sector : : : : :
Cooperation Programme (RECP) fand build pipeline of viable, bankable renewable ) ) )
i energy investment projects i i i
Private Sector Adaptation to Global Develop instruments for awareness-raising and f f f
Climate Change (PSACC) i provide advisory services on the impact of climate : . T i e
: : change for the private sector ; ; ; ; ;
Project Development Programme EGIobaI ESupport partnerships between local and German : : : : :
(PDP) ibusinesses and develop reference projects for ) ) )
: i renewable energy sector : : : : :
NAMA Support i CostaRica : Enable coffee producers and coffee mills to make : : : :
: iinvestments in low-emission or sustainable tech- ° i e i e
: inologies and practices : : : : :
Responsible Enterprise Finance Elndia ESupport and improve supply of risk capital and : : : : :
: iloans for sustainability-oriented investments of ) ) °® °®
: i MSMEs : : : : :
Banking and Financial Systems Myanmar Support access to finance for SMEs : ° : ° : : : : : :
Development H H
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Project

Promotion of Access to Financial
Services for SMEs

Microfinance in Rural Areas - Access : Laos

to Finance for the Poor

Promotion of Inclusive Financial
Systems in the MENA Region

Promotion of the Microfinance
Sector

Program for Financial Systems
Development

Promotion of safety retrofits and

environmental upgrades in the
textile and garment sector

Strategic Alliance — Green Bond
Market Development in G20
Emerging Economies

Chile-Solar-Fund

Nigerian Energy Support
Programme (NESP): Crowdfunding
for RE Mini-Grids

Promotion of rural electrification
through renewable energies
(PERER)

Energising Development (EnDev):

EnDev Nepal*

| MENA
gTunisia

: DR Congo
éBangla—

i desh
Global
Chile
éNigeria
%Madagas-
icar

Global

ENepaI

Description
Strengthen financial services offered to SMEs by
inon-bank financial institutions (NBFIs)

i Improve access to finance for rural population,
i focus on provision of financial services by ()
: MFl-supported and supervised village banks

éStrengthen framework conditions for poor people

i responsible finance framework and initiatives

:Improve framework conditions for investments in :
:renewable energy and improve access to electric- : (
:ity from renewable energy sources :

support

: . . . . o
ito access appropriate financial services :
Improve regulatory and institutional frameworks
: a 7 : [
i to enable development of the microfinance sector :
EEnhance central bank capacities and strengthen °

i Improve training opportunities and information
§services that focus on investments in safety
iand environmental measures for Fis and textile
ifactories

EStrategic alliance with SEB to jointly promote :

ithe development of green bond marketsin G20 ®
i emerging economies

i Strategic alliance with Soventix GmbH for financ- :

iing small to mid-size solar ready-to-build photo-

ivoltaic projects

i Improve conditions for application of and invest-
iments in renewable energy, energy efficiency and
irural electrification :

i Partnership for facilitating access to sustainable
fenergy

i Micro Hydro Debt Fund, Grid Extension Fund,

i Results-based Financing

Regulatory

: Financial-

i sector
i support

APPENDIX = A2 List of relevant GIZ projects

Link to finance /
: match-making

Business and project

§ development ¢ Finance

: facilitator
: and advisor

CONT. NEXT PAGE v
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Link to finance /
: match-making

i Business and project

Financial- 1 development

Country/ Regulatory  :sector
: Region : Description support i support

t Finance g
: facilitator  : Finance
: and advisor : provider

Project

Climate Finance Readiness i Global i Advise countries on how to access international
Programme (CF Ready): Finance i Peru i climate finance and improve conditions for their ° °
mechanisms for low-carbon i efficient use
development (FinanCC), Peru* :
Indonesia Climate Change Trust iIndonesia :Strategic partnership for supported NAMAs and ° °
Fund (ICCTF) i climate finance: support for the ICCTF
National Survival Fund Philippines : Philip- Support the country in shaping and implementing ° °
pines the international climate regime
Amazon Forest Conservationand :Brazil i Support fund’s institutional and financial sustain- : °
Climate Fund : ability :
REDD Early Movers (Reducing i Global i Support REDD bridging finance (REDD Early
Emissions from Deforestation and Movers (REM): global program combining carbon °
Forest Degradation) : :finance from KfW with operational support from :
H :GI2)
AgroBanco Peru - Forest Finance iPeru i Support AgroBanco Peru towards diverse green °
Development : portfolio
Competitive African Cotton i Africa i Support smallholder farmers in sub-Saharan : : : :
Initiative (COMPACI) : Africa to enhance productivity of cotton and (] [ ] [ ]
: i staple food production : : : : :
Competitive African Rice Initiative :Africa i Improve access to financial services for local : : : : :
(CARI) : enterprisesinrice-sector value chain and small- : [ ] : ( : : {
: :holder rice farmers : : : : :
Sustainable Smallholder i Africa i Improve access to financial services for small- ° ° °
Agribusiness (SSA) :holder agribusiness
Agricultural and Rural Finance iUganda iImprove access to financial services for farmers
: : [ J [ ] [
Programme (AGRUFIN) : :
*These are project examples
Private sector: companies, start-ups etc Regulatory support: regulatory / legislative support for investment Link to finance / Match-making: facilitation of access to finance Finance facilitator & adviser: GIZ takes advisory role in structuring
Public sector: national / subnational authorities etc. related policies, financial sector regulation, supervision, capacity (e.g, commercial finance, climate finance like REDD+ and GCF, finance solutions such as funds and crowdfunding structures, legal
building for public sector employees on financial markets, etc. development finance etc.) through services such as match-making and administrative support in creating passthrough vehicles for
. ) ’ . Financial-sector support: capacity building for Fis, introduction of events between investors and investees (e.g, project developers, third-party resources, etc
flect fi [ iz h f ; e PIOJEC
i:mg:; ;emjlcdtedns;fserfeitpeedcgvesperrc\)/écr:i,jr}?;‘tt‘:tlevnetlre rangeo new financial products for underserved market segments, market start-u ps), link t? potential investors for mUD'C'Dﬁﬂ infrastructure Finance provider: GIZ provides third-party resources that are
’ development, financial literacy trainings etc. projects, accreditation support for climate finance resources such recorded on GIZ financial statements (e.g,, NAMA Facility)
Business and DFOJECI developmemt project preparat\’on SUDDOFL as the GCF etc
business development training, development of infrastructure Collected by SV Finanzsystementwicklung (01/2018)

strategies leading to project proposals, support for long-term
investment planning and project prioritization etc.
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Resources

Andries, A. M. (2009). Theories Regarding Financial Intermediation and Financial Intermediaries - A
Survey.

BIS. (2014). Understanding the challenges for infrastructure finance.

Eurodad. (2014). Private finance for development unravelled: Assessing how Development Finance
Institutions Work.

IFC. (2011). International finance institutions and development through the private sector.

IFC.(2009). Financial Infrastructure: Building Access Through Transparent and Stable Financial
Systems.

IFC. (2010). The SME Banking Knowledge Guide. Knowledge Creation Diffusion Utilization.
OECD. (2010). Policy framework for effective and efficient financial regulation.

Rabobank. (2005). Access to financial services in developing countries. The Rabobank View.
UNCTAD. (2010). World Investment Report 2010: Investing in a Low-Carbon Economy.

UNEP. (2015). The Financial System We Need.

UNTT. (2013). Challenges in Raising Private Sector Resources for Financing Sustainable Develop-
ment.

WBCSD, United Nations Global Compact, & GRI. (2015). The guide for business action on the SDGs.
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Module 2 and 3
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Co-Operation Report.
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OECD. (2015). Blended Finance Vol. 1: A Primer for Development Finance and Philanthropic
Funders: An overview of the strategic use of development finance and philanthropic funds to
mobilize capital for development.

OECD. (2015). Infrastructure Financing Instruments and Incentives.

CONT. NEXT PAGE v


https://econpapers.repec.org/article/scmausvfe/v_3a9_3ay_3a2009_3ai_3a2%2810%29_3ap_3a254-261.htm%20
https://econpapers.repec.org/article/scmausvfe/v_3a9_3ay_3a2009_3ai_3a2%2810%29_3ap_3a254-261.htm%20
https://www.bis.org/publ/work454.htm
http://www.eurodad.org/files/pdf/53bebdc93dbc6.pdf
http://www.eurodad.org/files/pdf/53bebdc93dbc6.pdf
https://www.adb.org/sites/default/files/publication/29108/ifi-development-private-sector.pdf
http://siteresources.worldbank.org/FINANCIALSECTOR/Resources/282044-1252596846652/FinancialInfrastructureReport.pdf
http://siteresources.worldbank.org/FINANCIALSECTOR/Resources/282044-1252596846652/FinancialInfrastructureReport.pdf
https://www.ifc.org/wps/wcm/connect/b4f9be0049585ff9a192b519583b6d16/SMEE.pdf%3FMOD%3DAJPERES
https://www.oecd.org/finance/financial-markets/44362818.pdf
https://economie.rabobank.com/PageFiles/3584/access_tcm64-75165.pdf
http://unctad.org/en/Docs/wir2010_en.pdf
http://unepinquiry.org/wp-content/uploads/2015/11/The_Financial_System_We_Need_EN.pdf
https://sustainabledevelopment.un.org/content/documents/2106Chapter%25203-challenges%2520in%2520raising%2520private%2520sector%2520resources.pdf
https://sustainabledevelopment.un.org/content/documents/2106Chapter%25203-challenges%2520in%2520raising%2520private%2520sector%2520resources.pdf
http://sdgcompass.org/wp-content/uploads/2015/12/019104_SDG_Compass_Guide_2015.pdf%255Cnpapers3://publication/uuid/F2A2CA47-3E5B-45A8-AE9C-976E62E55DE7
http://www5.worldbank.org/mdgs/documents/MDBs-IMF-DevFin-Solutions-11-3-15.pdf
http://documents.worldbank.org/curated/en/748551468337163636/Institutional-investment-in-infrastructure-in-emerging-markets-and-developing-economies
http://documents.worldbank.org/curated/en/748551468337163636/Institutional-investment-in-infrastructure-in-emerging-markets-and-developing-economies
https://www.giz.de/en/downloads/giz-2012-responsibe-finance-en.pdf
https://www.giz.de/en/downloads/giz2015-en-mystifying-impact-investing-india.pdf
https://am.jpmorgan.com/blob-pbstudio/1383335319956/83456/sustainable-investing-2016.pdf
http://www.oecd-ilibrary.org/industry-and-services/financing-smes-and-entrepreneurs-2014/alternative-financing-instruments-the-case-of-mezzanine-finance_fin_sme_ent-2014-6-en
http://www.oecd-ilibrary.org/industry-and-services/financing-smes-and-entrepreneurs-2014/alternative-financing-instruments-the-case-of-mezzanine-finance_fin_sme_ent-2014-6-en
http://www.oecd.org/dac/peer-reviews/Inventory-1-Private-Sector-Engagement-Terminology-and-Typology.pdf
http://www.oecd.org/dac/peer-reviews/Inventory-1-Private-Sector-Engagement-Terminology-and-Typology.pdf
http://www.oecd.org/publications/private-sector-engagement-for-sustainable-development-9789264266889-en.htm
https://www.oecd.org/cfe/smes/New-Approaches-SME-full-report.pdf
https://www.oecd.org/cfe/smes/New-Approaches-SME-full-report.pdf
http://www.g20dwg.org/documents/pdf/view/25/
http://www.g20dwg.org/documents/pdf/view/25/
https://www.cimaglobal.com/Documents/ImportedDocuments/cid_mag_financial_risk_jan09.pdf
http://www.cfr.org/publication/15251/
http://www.agrifin.org/sites/agrifin/files/microsite/doc/Bankers%2520Guide%2520to%2520AVCF.pdf
https://www.dentons.com/en/insights/guides-reports-and-whitepapers/2013/april/1/a-guide-to-project-finance
http://www.die-gdi.de/uploads/media/DP_7.2016.pdf%255Cnhttps://www.cabdirect.org/cabdirect/abstract/20163260244
http://www.die-gdi.de/uploads/media/DP_7.2016.pdf%255Cnhttps://www.cabdirect.org/cabdirect/abstract/20163260244
%20http://www.oecd.org/dac/peer-reviews/Results-based-financing.pdf
%20http://www.oecd.org/dac/peer-reviews/Results-based-financing.pdf
https://www.edc.ca/EN/Investor-Relations/Pages/green-bonds.aspx
https://ec.europa.eu/info/sites/info/files/file_import/160503-study-crowdfunding-investor-perspective_en_0.pdf
https://ec.europa.eu/info/sites/info/files/file_import/160503-study-crowdfunding-investor-perspective_en_0.pdf
http://www.impact-investing.eu/blog-publications/article/2016/07/sustainable-development-bonds
http://www.evidenceondemand.info/review-of-crowdfunding-for-development-initiatives
http://www.fao.org/docrep/017/i0846e/i0846e.pdf
https://www.imf.org/en/Publications/WP/Issues/2016/12/31/Cooperative-and-Islamic-Banks-What-can-they-Learn-from-Each-Other-40888
https://sustainabledevelopment.un.org/getWSDoc.php%3Fid%3D3015
https://assets.kpmg.com/content/dam/kpmg/lu/pdf/mainstreaming-the-green-bond-market-kpmg-wwf-2016.pdf
http://hera.helsebiblioteket.no/hera/bitstream/10143/33892/1/NOKCrapport16_2008.pdf
http://hera.helsebiblioteket.no/hera/bitstream/10143/33892/1/NOKCrapport16_2008.pdf
http://www.oecd.org/finance/private-pensions/Infrastructure-Financing-Instruments-and-Incentives.pdf
http://www3.weforum.org/docs/WEF_Blended_Finance_A_Primer_Development_Finance_Philanthropic_Funders_report_2015.pdf
http://www3.weforum.org/docs/WEF_Blended_Finance_A_Primer_Development_Finance_Philanthropic_Funders_report_2015.pdf
http://www3.weforum.org/docs/WEF_Blended_Finance_A_Primer_Development_Finance_Philanthropic_Funders_report_2015.pdf
http://www.oecd.org/finance/private-pensions/Infrastructure-Financing-Instruments-and-Incentives.pdf

giz FINANCE GUIDE
|

CONT. FROM PREVIOUS PAGE

OECD, & World Bank. (2015). Risk and Return Characteristics of Infrastructure Investment in Low
Income Countries.

GIZ.(2011). PPPsin the context of development cooperation — an overview and approach.
Rabobank. (2009). Co-operative banks in the new financial system.
Sida. (2015). Results Based Financing Approaches (RBFA) - what are they?

South African Institute of International Affairs. (2015). Bonds: A Viable Alternative for Financing
Africa’s Development.

UK Aid. (2017). CROWD POWER: Can the Crowd Close the Financing Gap.

UK Aid. (2010). Review of major Results Based Aid (RBA) and Results Based Financing (RBF)
schemes.

UNCTAD. (2017). Blended finance for development.
World Bank Group. (2017). Public-Private Partnerships: Reference Guide.
World Bank Group. (2016). Bonds for Sustainable Development.

(2016).
World Bank Group. (2015). What are Green Bonds?
World Bank Group. (2013). Crowdfunding’s Potential for the Developing World.
(2006).

World Bank Group. (2006). Cooperative Financial Institutions: Issues in Governance, Regulation,
and Supervision.

World Bank Group, & GAVI Alliance. (2010). Innovative Financing: Results-based Financing.

BMZ. (2016). Sektorstrategie Finanzsystementwicklung.

CDKN Learning Legacy. (2017). Understanding “bankability” and unlocking climate finance for
climate compatible development.

Climate Policy Initiative. (2016). Green Bonds for Cities: A Strategic Guide for City-level Policymak-
ersin Developing Countries.

IFC. (2016). Mobilizing private climate finance - Green bonds and beyond.

World Resources Institute. (2012). Public financing instruments to leverage private capital for
climate-relevant investment: focus on multilateral agencies.

PAGE 111

APPENDIX = Resources


https://www.oecd.org/g20/topics/development/Report-on-Risk-and-Return-Characteristics-of-Infrastructure-Investment-in-Low-Income-Countries.pdf
https://www.oecd.org/g20/topics/development/Report-on-Risk-and-Return-Characteristics-of-Infrastructure-Investment-in-Low-Income-Countries.pdf
http://www2.giz.de/dokumente/bib-2011/giz2011-0183en-ppp.pdf
https://www.banktrack.org/download/cooperative_banks_in_the_new_financial_system/091110_rabobank_cooperative_banks_in_the_new_financial_system.pdf
https://www.sida.se/contentassets/1b13c3b7a75947a2a4487e2b0f61267c/18235.pdf
https://www.saiia.org.za/occasional-papers/769-bonds-a-viable-alternative-for-financing-africa-s-development/file
https://www.saiia.org.za/occasional-papers/769-bonds-a-viable-alternative-for-financing-africa-s-development/file
http://www.sun-connect-news.org/fileadmin/DATEIEN/Dateien/New/E4I_Crowd_power_research_paper_w.pdf
https://www.oecd.org/dac/peer-reviews/Review-of-Major-RBA-and-RBF-Schemes.pdf
https://www.oecd.org/dac/peer-reviews/Review-of-Major-RBA-and-RBF-Schemes.pdf
http://unctad.org/meetings/en/Presentation/tdb_efd1_ppt_oecd.pdf
https://openknowledge.worldbank.org/handle/10986/20118
http://treasury.worldbank.org/cmd/pdf/IBRDInvestorPresentation.pdf
http://www.worldbank.org/en/topic/climatechange/brief/what-are-green-bonds%20
https://www.infodev.org/infodev-files/wb_crowdfundingreport-v12.pdf
https://openknowledge.worldbank.org/handle/10986/7107
https://openknowledge.worldbank.org/handle/10986/7107
http://www.who.int/immunization/programmes_systems/financing/analyses/Brief_19_Results_Based_Financing.pdf
https://www.bmz.de/de/mediathek/publikationen/reihen/strategiepapiere/Strategiepapier362_01_2016.pdf
https://cdkn.org/resource/understanding-bankability-unlocking-climate-finance-development/%3Floclang%3Den_gb
https://cdkn.org/resource/understanding-bankability-unlocking-climate-finance-development/%3Floclang%3Den_gb
https://climatepolicyinitiative.org/wp-content/uploads/2016/12/Green-Bonds-for-Cities-A-Strategic-Guide-for-City-level-Policymakers-in-Developing-Countries.pdf
https://climatepolicyinitiative.org/wp-content/uploads/2016/12/Green-Bonds-for-Cities-A-Strategic-Guide-for-City-level-Policymakers-in-Developing-Countries.pdf
http://documents.worldbank.org/curated/en/510581481272889882/pdf/110881-BRI-EMCompass-Note-25-Green-Bonds-FINAL-12-5-PUBLIC.pdf
http://pdf.wri.org/public_financing_instruments_leverage_private_capital_climate_relevant_investment_focus_multilateral_agencies.pdf
http://pdf.wri.org/public_financing_instruments_leverage_private_capital_climate_relevant_investment_focus_multilateral_agencies.pdf

giz FINANCE GUIDE

PAGE 112

Glossary

A

Additionality: An intervention is addi-
tional if the intervention is necessary to
make a project or an investment happen
- that is, if the investor would not have
engaged in the absence of public-sector
involvement (financial additionality), or
the intervention increases the project’s
development impact and sustainability
insuch away as to have implications for
growth and poverty reduction (develop-
mental additionality). Additionality is
a central analytical concept for donors
and public-sector agents seeking to
understand when it is useful to engage
with the private sector, or trying to
determine how to mobilize and deploy
private-sector capital for the purposes of
sustainable development. Itis also a use-
ful measuring stick for all finance provid-
ers when considering their own impact
in terms of the additional value they add
compared to an impact-neutral finance
provider.

Agent banking: Agent banking takes
place when an entity acts on behalf of
another bank by providing limited-scale
banking and financial services to the
underserved within the framework of a
valid agency agreement.

Amortization schedule: see Debt repay-
ment schedule

B

Balance sheet: A financial statement
that summarizes a company’s assets, lia-
bilities and shareholder equity at a spe-
cific point in time. These three balance
sheet segments give investors an idea
of what the company owns and owes,
as well as the amount invested by share-
holders.

The balance sheet adheres to the follow-
ing formula:

Assets = Liabilities + Shareholder Equity
Base rate: See Risk-free rate.

Bond maturity: The date on which the
life of the bond ends. When a bond
matures, the borrower is required to
repay the full amount of the outstanding
principal plus any applicable interest to
the lender.

Bookkeeping and accounting:

» Bookkeeping: The process of accumu-
lating, organizing, storing and access-
ing an entity’s financial information.

» Accounting: The process of registering
and analyzing the financial aspects
of an entity’s transactions, opera-
tions or other activities. Furthermore,
accounting includes the process of
making financial reports, including
measures of value and performance,
to those that need the information.

Bonds: Also known as fixed-income
instruments, bonds are a type of debt
security in which the bond issuer effec-
tively borrows a sum from the bond
purchaser, and returns that sum to the
purchaser (or current bond holder) upon
the maturity of the bond, while paying
periodic sums of interest. Bonds differ
from loans in that they are usually lon-
ger term, and are often tradable in secu-
rities markets.

Bullet payment: A lump-sum payment
for the entirety of a loan amount paid at
maturity. Distinguished from repayment
form used for amortized loans, in which
the principal is paid down progressively
over the life of the loan.

c

Capital appreciation: A rise in the value
of an asset based on a rise in market
price. It occurs when the market price for
an assetis higher than what the investor
originally paid forit.

Capital gain: An increase in the value of
acapital asset (investment or real estate)
that renders the market price higher
than the original purchase price. The
gainis notrealized until the assetis sold.
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Capital market: A financial market in
which equity and debt instruments are
sold. Capital markets channel savings
and investment between suppliers of
capital, such as retail investors and insti-
tutional investors, and users of capital,
such as businesses, governments and
individuals. The capital-market category
includes primary markets, in which new
stock and bond issues are sold to inves-
tors, and secondary markets, in which
existing securities are traded.

Capital protection: Protection provided
toaninvestoragainstanysignificantloss
on the amount invested in a derivative
financial instrument. Such protection is
usually @ minimum repayment guaran-
tee of 100% of the invested amount, pay-
able at the end of the instrument’s term.

Central bank: A national-level institution
given privileged control over the pro-
duction and distribution of money and
credit. In modern economies, the cen-
tral bank is usually responsible for the
formulation of monetary policy and the
regulation of banks operating within the
national financial market.
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Covenants: In the context of a loan
agreement, rules governing what a
finance recipient can or cannotdo under
the terms of an agreement or contract. A
covenantinvolves a promise that certain
activities will or will not be carried out.
For example, the terms of a loan docu-
ment may limit the degree to which the
borrower can on-lend the money. Cove-
nants are put in place by lenders to pro-
tect themselves from borrowers default-
ing on their obligations due to financial
actions detrimental to themselves or
their business.

Collateral: A piece of property or other
asset that a borrower offers a lender to
secure aloan, which will be seized by the
lender in the event of a default.

Collateral registry: A publicly available
database of interests in or ownership of
assets, which allows borrowers to prove
their creditworthiness and enables
potential lenders to assess their ranking
priority with regard to potential claims
againsta particular piece of collateral.

Cooperative bank: A bank owned and
operated by its members. The goal of a
financial cooperative is to provide tra-
ditional banking services on behalf of a
unified group.

Concessional finance: Financing pro-
vided on terms that are more favorable
than those available from the market,

including financing with a longer matu-
rity period, subsidy elements or the
use of specific risk-mitigation instru-
ments, as well as finance provided for
market-building purposes or to create
demonstration effects.

Credit bureau: An entity that collects
and provides information (e.g., individu-
als’ borrowing and bill-payment habits)
needed by lenders in their decision-mak-
ing process.

Creditworthiness: An assessment, typi-
cally performed by lenders, of the likeli-
hood of borrower’s default. As an exam-
ple, someone who is creditworthy is
deemed likely to repay debts in full. The
analysis of creditworthiness considers
factors such as repayment history and
credit score. Lending institutions also
consider the amount of available assets
and the amount of liabilities in deter-
mining the probability of a customer’s
default.

Currency risk: Arisk deriving from future
changes in price of one currency in rela-
tion to another. Investors or companies
that have assets or business operations
across national borders are exposed to
currency risk that may create unpredict-
able profits and losses.

D

Debt: An amount of money borrowed by
one party from another. Common forms
include loans and bonds.

Debt repayment schedule: A complete
table of periodic loan payments, show-
ing the amount of principal and the
amount of interest that will comprise
each paymentuntil theloan is paid off at
the end of its term. While each periodic
payment is typically a constant amount
early in the schedule, the majority of
each such payment is interest; later in
the schedule, the majority of each pay-
ment covers the loan’s principal.

Debt restructuring: A process that
allows a private or public company or a
sovereign entity facing cash-flow prob-
lems and financial distress to reduce
and renegotiate its excessive debts, thus
improving orrestoring liguidity so that it
can continue its operations.

Default guarantee: A promise by a guar-
antor to a beneficiary that in the event
of a specified default by a borrower,
the guarantor will pay the beneficiary a
specified amount. Typically, guarantees
cover lenders or bond investors against
payment defaults by a borrower.

Deposit: Either a transaction involving
a transfer of funds to another party for
safekeeping, or an amount of money
used as security or collateral for the
delivery of a good.
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Depreciation: The loss of value of a coun-
try’s currency with respect to one or
more foreign reference currencies.

Depth: The ability of a the securities mar-
kettoabsorbbuyandsell orders without
the stock price dramatically moving in
either direction. Depth is closely related
to the degree of market liquidity. Thus, a
deep market can be expected to absorb
larger buy and sell orders before the
order changes the asset price.

Development finance institution (DFIs):
Institutions established and owned by
governments with the mission of con-
tributing to sustainable development
goals in developing and emerging coun-
tries around the world. They provide
finance, technical assistance and advi-
sory services to companies, (infrastruc-
ture) projects and governments. In addi-
tion to financing, DFIs help develop and
implement standards, strengthen finan-
cial markets and business ecosystems,
support regulatory reforms, and act as
conveners. On a global scale, DFl-related
private-sector financing amounts for
about 5% of capital flows to developing
countries (around 10% to sub-Saharan
Africa and the Middle East).

Digital payment system: An electronic
platform that enables value transfers to
be initiated and/or received, using elec-
tronic devices and channels to transmit
theinstructions.

v
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Dividend: A sum of money (or other val-
ue-holding object such as stock shares or
other property) distributed as a portion
of a company’s earnings to a class of its
shareholders, typically upon approval of
the board of directors.

E

EBITDA: Earnings before interest, taxes,
depreciation and amortization; thus,
essentially net income with the sums
spend for interest, taxes, depreciation
and amortization added back to the
total.

Enterprise value: A measure of a com-
pany’s total value. Also, the theoretical
takeover price if the company were to be
bought.

Equity: An equity ownership stake in
an underlying object (often a for-profit
company), typically in the form of shares.
Equity financing gives an investor a par-
tial or full ownership stake in the object
inreturn for the provision of funding.

External financing: Funding obtained
from sources outside of a given firm, as
opposed to from internal sources such
as profits (see Internal financing).

F

Financial infrastructure: The set of
economic institutions that enables the
effective operation of financial interme-
diaries. This includes such elements as
payment systems, credit bureaus and
collateral registries. More broadly, finan-
cial infrastructure encompasses the
existing legal and regulatory framework
for financial-sector operations.

Financial intermediaries: Agents who
help transfer funds between entities.
They do this by aggregating funds from
primary savers orinvestorsand then pro-
viding these funds to recipients through
the vehicle of a financial instrument.

Intermediaries play numerousimportant
roles, providing liquidity services, pro-
moting risk sharing, and solving infor-
mation problems inherent in financial
markets. They improve overall economic
efficiency by helping financial markets
channel funds from savers and investors
to those with productive investment
opportunities. Intermediaries include
financial institutions that provide finan-
cial services for their clients or members.

Two categories can be distinguished,

including:

1. Depository institutions (e.g, commer-
cial banks, savings institutions, credit
unions) that obtain funds mainly
through deposits from the public; and,

2. Non-depository institutions (e.g,
finance companies, mutual funds,
insurance companies, pension funds)

that finance their investment activi-
ties through the sale of securities or
insurance products.

Financial instrument: A financial con-
tract between two parties, reflecting
the modality by which financing is chan-
neled to a receiving entity.

Financial guarantee: A non-cancellable
indemnity bond that is backed by an
insurerinorderto provide investors with
a guarantee that principal and interest
payments will be made. Many insurance
companiesspecializein financial guaran-
tees and similar products that are used
by debt issuers as a way of attracting
investors. The guarantee provides inves-
tors with an additional level of comfort
that the investment will be repaid in the
event that the securities issuer is unable
to fulfill the contractual obligation to
make timely payments. It also lowers
the cost of financing for security issuers,
because the guarantee typically earns
the security a higher credit rating and
therefore enables lower interest rates.

Finance providers: For the purpose of
this guide, finance providers are defined
as financial intermediaries that make
financing available to finance recipients.
The funds thus conveyed could origi-
nate from the providers’ own sources
or through the aggregation of funds
obtained from other actors in the finan-
cial sector.
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Finance recipient: For the purpose of
this guide, finance recipients are defined
as entities thatreceive financing and put
it to productive uses.

Fixed-income instrument: An invest-
ment (such as a bond) that provides a
return in the form of fixed periodic pay-
ments and the eventual return of princi-
pal atmaturity. The payments associated
with a fixed-income security are known
in advance.

Foreign direct investment: An invest-
ment made by a company or individual
from one country in business interests in
another country. This may take the form
either of establishing business opera-
tions in the other country, or of acquiring
business assets there, forinstance by pur-
chasing or taking a controlling interest
in a foreign company. The key feature of
foreign direct investment is that it estab-
lishes either effective control or substan-
tial influence over a foreign business.

Foreign exchange: The exchange of one
currency for another, or the conversion
of one currency into another currency.

Futures contract: A legal agreement to
buy or sell a particular commodity or
financial instrument at a predetermined
price at a specified time in the future.
Futures contracts can detail the quality
and quantity of the commodity. Such
contracts are often established or traded
on a futures exchange.

v
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6

Grace period: A time period after the
official end of a loan term, during which
aborrowerisallowed to continue paying
back the loan despite the official end of
the loan term.

Inflation risk: The risk associated with a
possible decrease in the real value of a
security due to inflation.

Initial public offering (IPO): The first
time that the stock of a private company
is offered for sale to the public. IPOs are
often issued by comparatively small,
young companies seeking capital to
expand, but they can also be performed
by large privately owned companies
looking to become publicly traded.

Institutional investor: An entity that
pools money to purchase securities, real
property, or other investment assets, or
to originate loans. Institutional inves-
tors include banks, insurance compa-
nies, pensions, hedge funds, real-estate
investment trusts, investment advisers,
endowments and mutual funds.

Interest: The cost of borrowing money,
typically expressed as annual percent-
age rate. Interest can also refer to the
size of an ownership stake held ina com-
pany, and is usually expressed as a per-
centage.

Interest-rate risk: The risk that arises
for bond holders related to fluctuating
interest rates. The degree of interest-rate
risk associated with a bond depends on
how sensitive its price is to market inter-
est-rate changes. This sensitivity typically
depends both on the bond’s time to matu-
rity, and the coupon rate of the bond.

Internal financing: Financing obtained
through the use of a firm’s profits as a
source of capital for new investment.
Contrasted with the acquisition of capi-
tal from an external source (see External
financing).

Investment vehicle: A product used
to channel funding with the intention
of gaining positive (usually financial)
returns in the future. Investment vehi-
cles can be low risk, such as certificates
of deposit or bonds, or carry a greater
degree of risk, as is the case with stocks,
options and futures. Other types of
investment vehicles include annuities;
collectibles such as art or coins; mutual
funds; and exchange-traded funds.

Investor: Any person or entity that com-
mits capital with the expectation of
financial returns.

Islamic finance: A finance system based
on the principles of Islamic law, also
referred to as Shariah law, and guided by
Islamic economics. Two basic principles
behind Islamic banking are the sharing
of profit and loss and the prohibition on

the collection and payment of interest
by lenders and investors.

L

Liquidity: The degree to which an asset or
security can be quickly boughtorsoldina
market without affecting the asset’s price.

Loans: A type of debt in which the
amount borrowed (the principal) must
be repaid by the recipient, typically with
interest. Loans usually have a fixed time
period for repayment, fixed or variable
interest rates, and periodic payment
schedules.

M

Mergers and acquisitions (M&A): Trans-
actions in which ownership stakes in
companies, other business organiza-
tions or their operating units are trans-
ferred or combined. As an aspect of
strategic management, M&A activities
can allow enterprises to grow or shrink,
while changing the nature of their busi-
ness or competitive position.

Mission investing: A model or strategy
in which investments are made by foun-
dations or other mission-based organiza-
tions to further their philanthropic goals.
Mission investments fall into two distinct
categories. Market-rate mission invest-
ments, also known as “mission-related
investments,” are drawn from a founda-
tion’s endowment and have a positive
social or environmental impact while
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still contributing to the foundation’s
long-term financial stability and growth.
Below-market mission investments, also
known as “program-related investments,”
are designed to achieve specific pro-
gram objectives while possibly earning a
below-market-rate financial return.

Moratorium period: The time between
the disbursement of a loan and the
moment the borrower is required to
start paying monthly installments.

Multilateral development bank (MDB):
A financial institution that provides
financing for purposes of national
development. An MDB is established by
a group of countries consisting both of
donor and borrowing nations. The most
notable example is the World Bank.

N

Net present value: A sum calculated
as the difference between the present
value of future cash flows and the initial
investment made for a project.

0

Over-the-counter: Asecurity is sold over-
the-counter when the transaction does
not go through the formal stock market.
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P

Present value: A sum reflecting the cur-
rent worth of a stream of cash flows
expected to be earned in sometime in
the future. To arrive at the present value,
future cash flows are discounted by an
appropriate discount rate.

Primary capital market: A capital market
inwhichinvestors buy securities directly
from the issuing company.

Principal: The original sum of money
borrowed in a loan or putinto an invest-
ment. It can also refer to the face value
of a bond.

Private placement: The sale of securities
to a relatively small number of select
investors as a way of raising capital.
Investors involved in private placements
are usually large banks, mutual funds,
insurance companies and pension funds.
A private placement is different from
a public issue, in which securities are
made available for sale on the open mar-
ket to any type of investor.

Public listed company: A company that
hasissued securities through an IPO, and
whose shares are traded on at least one
stock exchange or the over-the-counter
market. Although only a small percent-
age of shares may be initially sold to
the public, becoming a public company
allows the market to determine the
value of the entire company through the
prices produced by daily trading.

R

Rating agency: A company that assigns
credit ratings, which in turn assess a
debtor’s ability to pay back debt and
make timely interest payments, as well
as the likelihood of default. A rating
agency may rate the creditworthiness of
entities issuing debt obligations or debt
instruments, and in some cases the ser-
vices of the underlying debt, but not that
of individual consumers.

Realized return: A capital gain (or loss,
in the case of a negative return) that
results from exiting an investment, or
from receiving periodic payments such
as interest from an investment. A real-
ized return is directly available for use
by the investor as cash, as opposed to
an unrealized return (which remain only
potential financial gains/losses).

Recourse: A legal right, as specified in
a contractual agreement, under which
the lender can make a claim against a
borrower’s assets beyond the pledged
collateral in the event the borrower is
unable to satisfy a debt obligation. A
loan is described as limited recourse
if the lender has only limited ability to
make further claim against a defaulting
borrower if the collateral does not cover
the amount of the debt.

Return: The (generally financial) reward
associated with the functioning of a
financial instrument. Returns are usually
measured in terms of a percentage of the

original investment per year; this per-
centageis and called the “rate of return.”
For instance, if the total value of shares
acquired through an equity investment
of €100 increases by €5 after one year,
the rate of return would be 5%.

Return on assets (ROA): An indicator of
how profitable a company is relative to
the value of its total assets. ROA also pro-
vides some idea as to the management’s
efficiency in using its assets to generate
earnings. Calculated by dividing a com-
pany’snetincome by its total assets, ROA
is displayed as a percentage.

Return on capital employed (ROCE): A
financial ratio that measures a compa-
ny’s profitability and the efficiency with
which its capital is employed. Calculated
by dividing earnings before interest and
taxes by the total capital employed (cal-
culated as the sum of total assets minus
current liabilities, or the sum of share-
holders’ equity and debt liabilities).

Return on equity (ROE): A financial
ratio measuring an entity’s profitability,
obtained by dividing net income by total
value of shareholder equity.

Return on investment (ROI): A measure
of investment performance obtained
by contrasting the investment’s returns
with its cost. Thus, the benefits of an
investment are divided by its total cost,
and the result is expressed as either
a percentage or ratio. The measure is
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widely used to evaluate the efficiency
of an investment, or to compare the effi-
ciency of a number of different invest-
ments.

Revolving credit: A type of credit that
does not have a fixed number of pay-
ments, as would be typical with an
installment-based loan. Revolving credit
allows theloanamount to be withdrawn,
repaid, and redrawn again in any man-
ner and any number of times until the
arrangement expires. Credit-card loans
and overdrafts are revolving loans. Also
known as an evergreen loan.

Ringfencing: In the context of project
financing, a characteristic of a legal
agreement that decouples the project’s
financing from the project developer’s
assets, liabilities and cash flows through
the creation of a special-purpose vehicle
for the purposes of financing the proj-
ect. If the project fails, or the SPV fails
to meet its obligations, funders seeking
repayment have recourse only to the
assets of the SPV, not those of the project
developer. For this reason, this model is
also known as off-balance sheet finance.
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Risk-free rate: The theoretical rate of
return of an investment with no risk
of financial loss. Since all other invest-
ments are by definition associated with
a higher risk of loss, higher rates of
return are necessary in order to induce
investors to hold them. Risk-free bonds
are typically issued by governments or
agencies whose risks of default are so
low as to be negligible.

Risk premium: The difference between
a risky investment’s expected rate of
return and the risk-free rate of return.
This additional return is necessary to
induce investors to hold the risky asset
rather than the risk-free asset.

S

Secondary capital market: A capital mar-
ket in which investors trade securities
among themselves, without the com-
pany or entity that issued the security
participating in the transaction.

Secured loan: A loan in which the bor-
rower identifies an object of value as col-
lateral, and the lender has the legal right
to take possession of the collateral if the
borrower fails to repay the loan.

Security: A market-tradable financial
instrument that denotes an ownership
interest relative to the issuing entity. It
may represent an ownership position
in a publicly traded corporation (in the
form of stock), a creditor relationship

with a public-sector body or corporation
(in the form of a bond bond), or rights to
ownership of an object or commodity (in
the form of an option).

Senior loan: Aloan that is given legal pri-
ority over equity investment and other
(“junior”) debt obligations in the case of
dilution or company bankruptcy.

Sovereign rating: The credit rating
assigned to a country or sovereign
entity. Sovereign credit ratings give
investors insight into the level of risk
associated with investing in a particu-
lar country, and take political risks into
account. Credit-rating agencies will eval-
uate a country’s economic and political
environment to determine a represen-
tative credit rating at the request of the
country.

Sponsor: An entity which is involved
(often with others) in originating and
structuring a project and who will (usu-
ally) be ashareholder or owner of all ora
part of the facility or project.

Stock market: A market or exchange in
which equities (the stock of publicly held
companies) are issued and traded by the
public. This may be a formal exchange
or an over-the-counter market. Used
loosely, the term can also refer to the
aggregate of such markets, or even the
aggregate of all markets and exchanges
where stocks, bonds and other sorts of
securities are issued and traded.

T

Trade finance: The process of financing
activities related to commerce and inter-
national trade. Trade finance includes
mechanisms such as lending, the issue
of letters of credit, factoring, export
credit and insurance. Companies engag-
ing in trade finance either as finance
recipients or finance providers include
importers and exporters, banks, insurers,
and export-credit agencies, among other
service providers.

U

Underwriter: A company or other entity
thatadministers the publicissuance and
distribution of securities by a corpora-
tion or other issuing body. An under-
writer works closely with the issuing
body to determine the offering price of
the securities, buys them from the issuer,
and sells them to investors through its
own distribution network. Underwriters
generally receive underwriting fees from
theirissuing clients, but can earn profits
when selling the underwritten shares to
investors.

Unrealized return: A capital gain or loss
associated with the rise or fall in value
of an investment, but which has not yet
been translated into cash. For example,
if the price of a €100 stock rises by €5,
the return remains unrealized until the
stock is actually sold (at which point the
return becomes realized).

APPENDIX = Glossary

Unsecuredloan:Aloan thatisnotbacked
by collateral. Thus, if the borrower fails
to repay the loan, the lender does not
have a pre-agreed claim on a piece of the
borrower’s property.

v

Valuation: The process of determining
the current worth of an asset or a com-

pany.

Volatile: Tending to exhibit wide swings
invalue. In the context of currencies, vol-
atility refers to the tendency of a coun-
try’s currency to exhibit strong and fre-
quent changes in value relative either
to a basket of other currencies or a set
of index currencies such as the dollar or
euro.

w

Wealth management: A professional
service that combines financial and
investment advice, accounting and tax
services, retirement planning, and legal
or estate planning for a set fee. Clients
work with a single wealth manager who
coordinates input from various finan-
cial experts. May include coordinating
advice from the client’s own attorney,
accountants and insurance agent.
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