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1. Introduction

The creation of new sources of financing and funding atleatenter ofliscussions to
promote real capital development. It has been suggesteatctiests to capital markets and
longt er m i nvestors are a possible solution
financing requirements (such as infrastructaovestment anchortgage lending needs) and
limited access to lonterm funding.This argument is based on the assumption that
traditional banks and existing financial structures are unable, due to funding constraints, to
meet the growing financing needsmodern economiesn spite of the introduction of
severainitiatives tomobilize private capital tdund long-term projects and assgfsivate
finance schemes have fallshort of their targes. Notwithstandingthe great potentid

among institutionalnvestorsto fund longterm assets such as infrastrucéudue to the
longertermnature of their liabilitied and the availability of private financing mechanisms
and instrumentstheir fund allocation has remaindzelow their target allocatios to
infrastiucture(OECD 2015.

Though there was a consenswver the past decadés favor of the development of the
debt securitieand securitization markets to foster local capital markets and-temg
funding, since the onset of the 26R@08global financial crisis, there is a renewed interest

in development bankd@s). That is, investigatingheir roles promoting and financing
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investment, dampening the effects of financial instability and creating benchmark
assessments on national DBs parfance (DBC 2009; World Bank 2012). In this regard,
there is a growing consensus on the value of DBs and the role they play promoting the
capital development of the economy during4ooisis and crisis periodshile dampening

the effects of financial frabjly, both domestically and internationalliloreover,
development banksave enhanced policy makers macroeconomic toolkit acasga
countercyclical policy tod| extending their traditional roles providing financing aimed at
enhancing productivity growthsupporting socioeconomic infrastructure and knowledge
specific activities; and promoting the development of organized liquid capital markets
(Rezende 2015).

Even though development banks play an actind strategiadole promoting economic
developmentin advanced and developing economies at different stages of their
development procesg¢Chandrasekhar 2015)there is little discussion aboutheir
macroeconomicole. To be sure, much of the discussion focuses on the role of financial
markets for economigrowth and economic developmarikhis is in part the result of the
conventional view, in which, as Robert Lucas put it, finance does not mattef.Mhizh

approachin turn,leads to different perspectives on policy d@velopment banks.

Developmentb anks ( DBs) are widespread across the
institutional sibstitute for cruciaffi p r e siteiysuch as prior accumulation of capital or
the availability of adequate entrepreneurial skills or technological expeiise

(Chandrasédhkar, 2015, p. 22Y hey fdar e anlearlp stagendeasions suth as

2 A recent IMF study concludes thif] irms in sectors that amore financially dependent cut investment

more sharply than other firms, particularly early in the crisis. Firms in sectors that are more sensitive to

policy uncertainty also reduced investmenthis by more tF
result reinforces the macroeconomic role played by development banks offsetting swings in lending by

private financial institutions, especially during times of stress.

3 See for instance, Fisher 2013.

‘“He then said: Al willé be abstracting from all monet
involved goodgor-goods. In general, | believe that the importance of financial matters is very badly over

stressed in popular and even much more prafaasidiscussion and so am not inclined to be apologetic for

going to the other extreme.o0o (Lucas 1988, p. 6)
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choice of technologyscale and location, requiring the acquisitiorteathnical, financial
and managerial expertisd ( o p . ). kt is well known .that 2\&2lgpment financial
institutions play a strategically role at various stages of economic developRoent.

instance,

the capitalisation of income earning assets was also the basis for Crédit
Mobilier and Société Générdlermed in France and Belgium at the

middle of the 19th century. These banks served as the pattern for the
German Effektenbanken or Kredit banks and the Italian industrial banks.
The French proposals in fact went beyond simple industrial financing, and
proposed a sort of central bank for Industry which would oversee the
industrialisation of the country by arranging associations and mergers,
rather than by wasful competition. (Kregel 199%.7)

Mo r e o historically it has been public banks that hawe tlee way in financing the

long-term investment necessary for the economic industrialization of developing countries.
Second, that financial innovation in the fies
had a major impact on the evolution of finemstructure and in particular the evolution

of the mix of private and public finance for
dominance of private financial institutions and the presumption of their efficiency
advantage have reduced the availgpitif longt er m f i nance for devel og
2015, p.1)

From this perspective, &handrasekhar (2015) put it,

finding the capital to finance the industrial ted® represents a major

c h al | @ensghenkron believed that they served as institutiona
substitutes for crucial -dOfpuchastleui si t es
prior accumulation of capital or the availability of adequate entrepreneurial

skills and technological expertise.
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As Gerschenkron (1962: 13panksoftheed: ATh
crédit mobilier type and commercial banks in the advanced industrial

country of the time (England) was absolute. Between the English bank

essentially designed to serve as a source of-sftont capital and a bank

designed to finance the lomgn investment needs of the economy there

was a complete gulf. (Chandrasekhar, 2015, p. 22)

Despite the widespread presence of development banks their evolution has been different,
adapting their role to different stages of economic development. Advandeteelomg
economies continue to rely on apgaBBnancei ncl udi
Corporation (JFCPevelopment Bank of Japa(DBJ), China Development Bank (CDB

and Brazil 6s B NChadragekhar,2@lbeeaz,aAlern, dadeira, 2016)

The availability of patient credit allows for industrial takeff, catchingup and

leapfrogging (Burlamaqui and Kattel, 2014).

In spite of the historical importance ofevklopment bankspromoting capitalist
development, thelgave often received harshtcism fifuelled by the neoliberal economic
policies of the Washington Consesséa more critical view on DBs emerged in the 1980s
and 90s. Particularly national DB&re regarded by many as an instrument of unacceptable
state interventionisén The populatiy of DBs gained ground again when the Millennium
Development Goals (MDGs) were adopted by the United Nations in6200(-DBESA
2015, p.7).

Forinstance,the hapt er fAMobili zing ddmrestl iop meinrt &n oif a

Monterrey Consensus not¢hatfidle v e | o p me rtdn bédeffattives istruments for

5The DBJ still works as DB, but is being privatized (Ferraz, Além, Madeira, 2016, ft. 14, p.17)

61tis worth notingthafit he Re p u b lasatso aldte indwstriaizer inwvhich development finance

(supported by the State through the budget and the central bank) played an extremely important role and

contributed in no small measure to the success of its late industrialization. Howevergtte DB o | e her e
included support for borrowing from abroad to acquire foreign technology, which was subsequently

leveraged to launch a successfulexqort i ent ed strategy. o (Chandrasekhar, 2
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facilitating access to finance, including equity financing, for such enterprises, as well as an
adequate supply of mediurand longtermcredib ( Uni t ed Nati ons 2003,

However, much of thdiscussion involving DBs is usually framed in different theoretical
frameworks. Tie conventional view about the existence of DBs reliemarket failures,

in which theyplay a complementary role (Tes and Zeidan 2016; Wruuck 2Q13N

2005). This association of DBs with the concept of market failure leads to the view that

with thedevelopment of financial markef3Bs are no longer needed. For instance, Torres

and Zeidan (20168)ave suggestedthdta s count r i e s iallnearketd, NDBs t hei r f
should share this role with other local banks and specialize their fewasfually

disappearing altogethes. ( Tor r es a pethphdssadd@mn, 2016

From this perspective, it is essential that the theoretical discussion abouetbé Ddds

begrounded on a solid framework beyond market failures. Among#sehghatcan be

drawn from the global financial crisis that n spite of a rapid increase in financialization,

the dominance of private financial institutiofaled to promde the capital development

of the economyLevy Institute 2011; Mazzucato and Wra915. The global crisis has

shown once again that therenis guarantee that developed financial markets promote the

capital development of the economihis has importanimplications for policy making,

t hat uringthe prgcdsis perioddevel oped countriesdé regul at
consideredaasi 6béstand formed the basis for
countries seeking to liberalize and expand theimestic financiamarket®. (Rezende

2015, p. 241 However,it he f i nanci al structure that eme
years failed to provide support for the development of the economy and to improve living
standards, an alternative design of tharficial structure that meets the needs of developing
nations needs to be developed. o (Rezende 201

In what follows (section R building on the insights of Jan Kreg@015) I will briefly
di scuss Hyswarkon fWhantial feguidtioand what he labeled as tiklemma

of financial regulatiot as a theoretical framework to analyze the macroeconomic role
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played by development bartksiot only in providing longerm funding necessary to
promoting economic developménbut alsoto prevent fagility.

In section lll,this broader theoreticdfamework will provide the basis fahe need for
public financial institutionsto provide support for infrastructure and sustainable
developmenprojects | will then discussn section IVthe mainchallengedaced by the
private sectom providing longterm finance in the emerging and developed wirlecheet
some of thénfrastructure requiremer@isand thestrategiaole national development banks
and government policghould play given the inherent risks ahfrastructure projects
SectionV concludesvith lessons foenhancinghe role of development banks as catalysts

for mitigating risksassociated witinfrastructureprojects.

2. What is the appropriate financial structure for emerging market economies

promoting capital development?

HymanMinsky wrote extensively abodlhe nature of money and bankirig.his mode|
flelveryonec an create money; the problem is to ge
put It ABanking is not money | ending; to |
fundamental banking activity is accepting, that is, guaranteeing that some party is
creditworthy ( Mi nsky 1986, 256). I n general, those
of account, but they can also be denominated in foreign currency. That is, banking is

liquidity creation. Though traditional banks are liquidity credoiisat is, theyobuy asset

through the issuance of liabilit@sot all liquidity is created by them.

However,one of the main challenges, in terms of increasimga d i t i @xpesuretb an k s 6
long-term assets, is related to interest rate and liquidity risks and the returns required to
induce investors to bexposed to infrastructure asser#is is becausenterest risk is
significantly increased §&dquratiolmThée expansigntoheni ng
long-termloans as a share of total assets tends to increasgthatymismatch between

assets and liabilities. A prudent banker might not undertake increasing risks of maturity
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mismatches such as financing letegm assetby issuing longterm liabilities in a volatile
interest rate environment. Bankers are unwilling to be exposed to increasing maturity
mismatch particularly when the current macroeconomic policy brings about high interest
volatility to fight inflation. Thatis, bankers are unwilling to increase the duration of assets

relative to liabilities and carry this risk dineir balance sheets.

Even though maturity matching by bankers is a source of banking stability, it limits
financing of investments in loAgrm @pital assets and infrastructigge productsThat

is, a volatile interest rate environmdimhits financing of investments in loAgrm capital
assets and infrastructutgpe productsThough traditional &nks are the most important
source of longerm financing (see for instancePeria and Schmukler2017), he
concentration orshorter matdties in financial instruments isypically the outcome of
information asymmetrieStiglitz and Weiss, 198 1poordinationproblem® which may
trigger adynamic towad short maturitiek n o wnmaturity rdiracée ( see f or i nst
Brunnermeier and Oehmke, 20&3)ncentive problemsand shorttermism incentives
(Lazonick and ,@acBecbnomio/resks and tack ®0adequate legal
framework (such as weaknstitutions and poor contract enforcementntribute to

excessiveeliance on shoiterm financing

This means that policy should focus on those issues to adjust the need of usersesiiong
finance and their providers. From this perspective, devedopbranks play strategic role
focusing on longerm goals, providing lorterm patient finance and contributing to
address the fundamental institutional weaknesses that prevent the mobilizétiodig

for private investment

Secondthefiuse of lom-term finance can be best understood as ashsking problem
between providers and users of finance.( Wo r | d B2a&)nRrom2h® pebspectipe,
regulations can be introduced lbetter manage andansfer risks to parties ore able to

bear themTheimportant question is related to the costs of carrying a mismatch between
the duration of assets and liabilities on the bank balance sheet, that is, if interest and funding
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financing investments in loAgrm capital assetsThe German banking regulatory
experience imposes matching between assets and liabilitiesnktnsbd b al ance she

(Kregel 1993. For instance,

banks issued lonrterm bonds, which were held within the financial sector, and then

slowly started to be held by the public. In this way fixed interest liabilities matched the
term lending of the banks tarhs and the reliance on bond finance may be seen as a
structural result of the way in which price risks are hedged in the German system and as a
substitute for the prevar use of the equity market. The German mixed bank system is

thus no less dependent capital markets to reduce risk than segmented bank systems,

both require them to provide a reduction in price risks. (Burlamaqui and Kregel 2005, p.
45)

So, the question is hotw design dinancial structure for emerging market econontiieg
promotescapital developmerdnd mitigates financial fragilityFrom this perspectivet i

has already been suggested that financial regulation should serve two conflicting objectives
(Kregel 2015) One master regres leverage and taking risks, sinfteancing capal
development and innovatiomeainherently risky activitiegs in an environment in which

crises aresystemi® while the second requires a safe and sound payments sy&tem.
guestion then becomes how to design a financial structure that serves toettadictory

masters within a conceptual framework in which financial crises are systemic.

3. Massive need for infrastructure in the emerging and developed world

Insufficient or inadequate infrastructureboth developing and developed economies has
sparkedadebate abouwhether financing is sufficigrio sustaininfrastructure investment

to at least keepace with projected global GDP growifhe taskof keepingthe minimum
investment requiretb maintain current levels anébsteringincremental spending toage

the infrastructure gap has revived the debate over the role played by each elcsmng

the gap and how to finantkis procesgsee for instance @0, OECD, 2013a, FSB 2013,
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interest rate environmemr even negative nominal and real rates, investment has been
anemicin developed and developing econon(i®dF, 2015) This is particular important
because since the crisisrestment has collapsed across all sedjoublic, business, and
household sectoysn Europe (McKinsey2 0 1 6 p . 2) . And,thei n the
trajectory of net fixed capital formation, which decreased from 12 percent®fiGDO50

to 8 percent in 2007, then fell to only 4 percent in 2014. Average depreciation rates
accelerated by about 20 percent during the 1980s as companies invested ifigborter
assets such as ICT equipment but did not compensate in terms of mggemgestment
rates. This amplified the decline in net investmifdp. cit.2016, p. 2).To make things
worse, most gvernmers in developed nationand developing nations (with the exception

of a few casesare cutting baclon infrastructure spendingue to fiscal consolidation

(figure 1)generating a publiundingshortfall in infrastructure investment

Figure 1. General government gross fixed capitiaformation (% of GDP)

General government gross fixed capital formation as share of GDP
55
50 |
45
40 | Japan
=== Canada
35
== Uniled States
a0 E Australia

m— United Kingdom

25 Euro area

10 . n . . n . . n . L L . L .
2000 o1 02 03 04 O5 06 O7 OB 09 10 11 12 13 2014

SOURCE: OECD; McKinsey Global Institute analysis

Source: Mckinsey 2016, p.11

Moreover, insufficient private investment and declining real public investment have
contributed to reduce th&tock of public capital as a share of output awer past three
decadegfigure 2.
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Figure 2. Evolution of Public Capital Stock and Public Invesment (Percent of GDP,
PPP weighted)
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Furthermore,the economic collapse in the wake of the global financial chsis
contributed to prmanent effectsn potential outputevel across advanced and emerging
market economies (IMF 2015; Ollivaud andrner, 2014).Required equity requirements
and the cost of capital have increased for many infrastructure inves{iieKissey2013,
p.23).This, in turn, combined with the declinepuablic investmenas policy makers opted
for austeritymeasureshas contributed to lower potential outp(iviF 2014 Mckinsey
2016. This decline in government investment has been exacerbated bothegesmism

of financial markets and corporatiomsdditionally, an IMF report pointed outthat fithe
initial hopes that the privatization wave of the 1980s would fuel a prsetor funded
greenfield infrastructure investment boom have fallen well short of expectatiosS a ma ma
2016 et al, p.3).
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The peverse combination between inadequate direct public investment, increasing

and availability oflong-term financing, higher proportion ohigherrisk projects (i.e.,

greenfield projects in developing countries) that arléinvestment pipelineontribute

to widen the infrastructure gap¢Kinsey 2013, p.19).That is, h o u gnfrastfucture

development has been found to have a positive and significant impact enutoggpwth

and a negative impactonincomeinequaly 6 ( Cal der on aombdinather ven, 2
between gowing investment needdow investmentand the imperative tahannel

investments for sustainable developmgotls has causeshassive infrastructure gaps
(UNSDSN2015; UNTT,2013 McKinsey2016)

Against this backgroundhére are everal estima® using different approaché@shat

indicate massive global infrastructure nee@SchmidtTraub 2015) For instance, hte

McKinsey report estimates th&67 trillion in investmens will be requireduntil 203

whichis more than the estimateda | ue of t o d @ yodustkeeppdca vatls t r uct ur
projected global GDP growtfseeMcKinsey 2016,p.1). The McKinsey report suggests

thatthe world will needito invest about 3.8 percent of global GDP in infrastructure over

the period from 2016 to 208 or an average of $3.3 trillion a y@ajust to support

expected economic growtlEmerging economies account for some 60 percent of that

needo M¢Kinsey2 0 1 6 , p.9) The r[iff heyrmaintainaheicdurredte s t h a't
trajectories, a number of coures will continue to underinvest to such a degree that the

world could fall about 11 percent short of the necessary infrastructure investment. The

shortfall could amount to some $350 billion a ¥edihis size of the gap roughly triples,

however, whenwekae i nt o account the additional i nve

new Sustainable Development Goaf®p. cit.2016, p.10).

According to estimates from the Organization for Economicoferation and
Developmeh (OECD) the investment requireid equivalent toUS$70 trillion by 2030
(OECD, 2015c).The World Bank(2016)estimates that approximately US$1 trilliper
yearis neededn emerging markets and developing economies (EMDMsi)e the G20

11



DEVELOPMENT BANK l
OF LATIN AMERICA ‘
G

(2013) suggesthat developing countries will nedd invest an additional $1 trillion a year
through 202qG20, 2013)

OV ERNDO FEDEWRNMAMNNM

McKinsey points out that theurrentannualinvestmenton infrastructuraes at US$2.0
trillion to US$3trillion and it estimate that required investments could reach the
equivalent to US$érillion a year based on demand of ~$93 trillion over 15 yediss
means thathte government sector, national development banks, and the private sector will
have to substantially increase current rates of investments to megbldedemand for
infrastructure servicesln particular, governments and development Bacéuld be
responsible for US$-1.5 trillion in annual incremental spendimdnile the private sector

could contribute wth equivalent amounts (figurg.3

Figure 3. Proposed annual incremental spending to close the infrastructure deb®(
trillion , constant 2010 $)

115 0.15:0.2 0.05-0.1 6
— S

© .

Qurrent Governments Private sector  Multilateral ODA3 Demand

investment and National Development
Development Banks (MDBs)
Banks

SourceBhattacharya et al, 2015, p. 26

Banks, capital markets, and institutional investors as providers of longerm finance

From 1990 to 2012, thstockof global financial assetscreased from $56 ttillion to
$225 trillion. In 2012,it included a $50trillion stock market,$47 trillion public debt
securities market$42 trillion in financial ingitutions bonds outstanding, $1dllion in
nonfinancial corporate bonds, and $68i¢m in nonsecuritized loans and $frdlion in

securitzed loans outstanding (Figurg 4
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Figure 4. Stock of Global Financial Assets (USD trillion)
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Source Lund et al 2013, p.2

From 2007 to 2012yovernment debt sectigs increased by 4% (figure 3 while financial
depth rose to 3856 of global GDP in 2007 from 120% in 1980 (Lund et al 2013, pn2).
spite of a massive increase in the stock of global financial dssedsiivalent to 302%
between 1990 and 20aX{m]ost of the increase in financial depth prior to the crisis was
due to financial system leverage and equity valuabiony Lund et VYat/the 2013 p
world needs more and better infrastructure esdlrectirg finance towards sustainable
infrastructure will require a maj shift in policy coordinationwvith various stakeholders
ForinstanceSt andar ¢de &t iPmoa tridtdutionah iavestons could provide as
much as $200 billion peyea® or $3.2 trillion by 203® for infrastructure financiny

( St andarsR014& p.B.oBatfifcthe right levers are pulled, there is potential to
increase investment from privafastitutional investors by ~$1.2 trillion per year.
(Bielenberget al, 2016, p.28)Thus, he problem is not necessarily ondwiding but how

to direct the finance created by the financial system towagmasluctivity-enhancing

investments
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yield-seeking potential investors could contribute to close the financin¢figape 5. The
OECD estimatedthat institutional investors held over US$70 trillion in assets as of
December 201{Della Croce 2013p.9.

Figure 5. Total Assets by Type ofnstitutional Investor in the OECD, 2001-13

= Investmentfunds = = = Insurance companies =~ = - =Pensionfunds =~ ====-PPRFs(1) = Other(2)
USD ftrillions
3B

30 F

% r

20

Source: OCDE 2015a, p.10

Many of these investors are moving towards socially and environmentally responsible
investment strategies. Also growing rapidly are Sovereign Wealth Funds (SWFs), with
assets under magement in January 2014 exceeding U8#on (Della Croce2014, p.9)

From this perspective, e past fewears infrastructurenas beemore widely accepted

as a distinct asset clas@BlackRock 2015, Robert et al. 2015, Russ et al. 2010)
Infrastructure investments are diveasehey offer a broad universEinvestmentsanging

from mature assets to opportunistic investment strategies offering a varretk/iturn
profiles (figure §.
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Traditional Asset Classes
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Source: Russ et al, 2010, p.3

A study by Russ et taHe & 29D€lt0) c Icaackerdbtinsdreiss K /hrae
could help pensionsitigate duration risk, due to the lotgrm natureof many ofthe sub

asset classes, as well as the return streams assaeittextrtain types of infrastructure.

The asset ctbmitsgatdtise ingpact oéimflationsoh portfolios has also been a

driver of investor interest Russ et al. 201(.8).

However, hadequate allocaticend assessmeot risks oflarge infrastructure projectse

one of the key factors holding back private finathceughoutth@ r oj ect 6 s | i fe cyc
t his perspective, a true utited @nd $d properi n g of
identification of risks and returns over the lifete of infrastructure assets argsential to

design riskmitigation mechanisms and incentives ttraadt institutional investorg-or

instance, e asset class can be classified bly biscketssuch asore core plus, value

added and opportunisticfmstructurgfigure 7).
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Figure 7. Risk return profile of infrastructure assets

Risk and return
Greenfield assets ~ Development assets Mature assets

high yield,

4 GDP upilal:growm
: i
Value of ‘ 1
asset I |

Development

Risks Design & Comstruction

over >
Ramp-u
asset pup

lifecycle Patronage
Operating

v

v

Source: AMP Capital, 2013, p.5

Mature infrastructure (such as large brownfield assets) doas and valueadded
investment strategieshat is, it typically has income return and capital growth potential.
For core assets, most of their returns come from cash yield generatingcsistbiow
streamsInvestors who seek this option look fstable andncomeoriented returnsvith
comparatively low risk. Higher risk growitbriented infrastructure is often associated with
valueadded investment strategies. This option, however, has substantially more risks
relative to lowrisk coreinfrastructureassets and requires expansionary capex to unlock

growth potential.

Investors who are looking fgrotentially higherisk-adjusted returrds or private equity
type returnghat are more common greenfieldinfrastructureassetd tend to invest in
opportunstic investment strategies to take advantage of greater total refomrever,
development infrastructure exposes investors to highereiskn and capital appreciation
potential This classification is particularly useful to compare infrastructure saastt

other asset classégyure 8 and different possible investment strategies.
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Figure 8. Unlisted Infrastructure: comparison with other asset classes

Unlisted infrastructure: comparison with other asset classes
Asset class Analogies with unlisted infrastructure Comparative strengths of unlisted infrastructure
Real asset class Higher barriers to entry

Real estate Cash-flow indexation potential Exposure to economic cycle more limited
| Cash yleld as key return component -
Long-term cash flow predictability Asset control
. . Inflation hedging p (e.g. i Potential for more limited interest rate risk exposure
Fixed income linked bonds) (depending upon sector and leverage)
Asset control Long-term investment horizon
Private equity Scope for g p Higher barriers to entry and exposure to market risk
i - Potential for ongoing distributions
Asset ownership/control Long-term cash flow predictability

Listed equities Capital appreciation potential Higher barriers to entry and exposure to market risk
- Lower liquidity, but lower volatility potential

Source: Roberts et al 2015, p.8

Figure 8 displays for illustrative purpose various types dhfrastructurenvestments
that usually fall under those rislategoriesBy identifying these riskstheycan be properly
managedand allocatedetween the public and private sectora way that unlocks the
provision of funding necsary at different phases over the lifecycle of the proJéus. is
particularly important becausenfiastructure investments are capable of piding
relatively stable returngortfolio diversification, and liability management for institutional
investas. As investors gain exposure to this asset class, their target returns remain
optimisticgiven its risks For instanceii Reqin reports a net IRR target of 15.8 percent on
average (12 percent for developed markets and 19.3 percent for emerging nfeokists).
three percent of funds fit into the target IRR band of l1Iblpercent and 32 percent into
the 15.120 percent bandEssential to the achievement of such high IRRs are the
substantial levels of leverage in underlyimfrastructure projecés Nonetheless, target
gearing levels are still predominantly in thei 80 percent and 780 percent rangeso
(Inderst, 2010p.79)

In spite of the huge potential in infrastructure invest@denich as portfolio
diversification, liability-matching inflation-hedging characteristicsability to generate
consistentlong-term cash flows and potentialy high riskadjusted retursd several

factors which will bediscussed lateprevent institutional investors from increasing their
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exposure tonfrastructureassetyMackenzie 2016)Despite the growing importance of
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institutional investorsthe question isvhetherthereis risk appetite for new infrastructure
allocations amonthem Even though investors are targeting an allocation of 3%d@®
their assets undenanagemento infrastructureasses, the Preqin (2016) surveypointed
out that institutional investorsave current allocations well below their targetor
infrastructure projectsas the challenges facing the sector have increasddding
regulatay, political, and macroeconomigsks For instanceas of 2015,public pension
fundswere on averagergetirg a 51% allocation, but had only a 3@2actual allocation
while for insurance companidbe allocations were a 399 target but only 2.96 actual
For private pension funds, their target was 4.3% against 2.5% actual alldégtioa 9.

Figure. 9. Institutional investors, infrastructure asset allocations and targetss of
December 2015
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Source: Preqin 2016p. 36)

In spite of growing interest of pension fundsnfrastructuranvestments astrategic asset
allocation Il fuads that reported a separate target allocation to infrastructure were below
targets at the end of 2004. ( OE CD 2-P0) otwithgtandirlg @everal attempts to
create all forms of privattnancemechanisms, instruments and incentives to attract private
investors, private infrastructure investmdsais remained low to meet targeted néeds
especially duringhe development stafféroce, 2014; OECD 2015, 20158he OECD
survey of pensi on préfer thd moresstaldeninvestmant profild e y
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operational (brownfield) assets and remain opportunistic in their emerging market interest
in infrastructure Prospective risk andeturn are perceived as higher in new greenfield

assets and may require more due diligence on the part of the ilves(fcOECD 2015b, p.

Attracting investors to bridge the financing gap is no pan&weanstancea f tagemptsi

by the UK governmenbtuse privatéunding to pay for infrastructure upgradeshow it

is easier said than don8.i x years after t he UdsBosne,t hen ct
announced a flagship scheme to persyasfesion funds to invest billions of pounds in

hundreds of newransport and energy projecthere has been little takegpo  imPer

2017)In this regardMike Weston, chief executivef thePensiongnfrastructure Platform

(PI'P) in the Umostpensian fundd betlevettheia dbligdtions are best

matched by investing in assetsatrare alreadgtelivering predictable cash flow. This means

projects that have an operating track record, dr ata s t predictabl e paym
(Pi mmer 2017). Mor eover, dtlheBihfrastructRre stkis r epor t
tantalizing trillions of dollars needed in infrastructure upgrades and a global wall of

money seeking yield. Yet the investable universe is small and funds take a long time to

invest. Infrastructure debt is lofyration (up to 25 years or more) witmited liquidity.

This is fine, as long as you are in for the long haul and get paid for your patience. We

typically avoid riskier greenfield projects ( Bl ack Rock 2014, p. 7)

In a nutshell, even in advanced economies where there exist deep andicswptist
financial markets andegulatory, macroeconomic, and political risk®e relatively low
compared to other economiesstitutional investorsshied away from infrastructure
development. For instand@,U K p efundsiingesting in UKnfrastructure pjects has
been touted bpoliticians for years as an obvious wiin butactual deals are almost ron

existento (Primmer 2017)

To sum up, dspiteattempts to develop mechanisms and incentives to attract institutional
investorsfor greenfield projectgésee for instance World Bank, 2015judies suggest that
investors prefeto invest inthe lower end of the risk spectrusach asbrownfield (or
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established) projectsr in existing infrastructursuch as airports and toll ro&d$o avoid
completion and sage risk8 andnot to invest in the construction phases. Instead, they
prefer to invest irbuilt asset, which generate more stable income streams thus reducing
theuncertainty of the cash flowsost overruns andelaysassociated with the early stages

of an infrastructure project. This jmrtially due to its inherently risks and negative cash
flows during the construction phase (BlackRock, 2015; Bhattacharya, Romani and Stern,
2012,p .14; S&P 2013, 20147J.hat is, nvestors focus omvestments with attractive risk
adjusted returnsuch as brownfield projects and alredmylt and operatingssetswhich

offer predictable revenue strearasd lower risks (BlackRock201@®itsch et al 2010;
Primmer 2017)From this perspetive, private infrastructure investmentgsnstrained by

theinherentrisks associated with investingiimfrastructureprojectg (Bitsch,et al 2010)

't i s i nt er e sund A0gerdemt of the curenttpipeline avéilable to equity
investorsconsists of greenfield projects, which they view as much riskier than brownfield
projectsthat have demonstrated retusn®Ickinsey 2016, p.23). This, in turn, erodes
investor interest and prevents the provision of {tergn finance by the privatsector

Mo r e o iclenstraine lending capacityas had a negative impact on infrastructure
financing across the board, whieder interestrate spreads have an adverse effect on the

ability to financegreenfield projecd ( Mc ki nsey 2016, p. 21).

This is particular important for developing economidse support oprivate investments
for infrastructure in developing countriggough the development of local capital markets
and efforts to entice private investors are often presented as a stautielarge financing
gap for infrastructuréOECD 2013). To be sur&MDESs need taddressnajor barriers to
infrastructure development such asak pipeline of viable projectkigh-risk perception,

"Notethati Banks, the most iempfioanding, fend atsignificaotly shorter | o n g
maturities in developing economies relative to advanced ones. Moreover, capital markets in developing
economies are less developed and are accessible only to a small proportion of total firms. Domestic
institutional investors not only have a small participation in developing economies, but also the incentives
they face can lead them to invest sheri. However, access to international mutual funds can help
developing economies to obtain not only more funds, lsatmore longterm financing, as these investors

hold I onger maturities compared to domestic mutual
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andEMDE infrastructure ndbeingwell defined as ansset clas§Croce andrermo,2013

Inderst and Stewarf014). Moreover,public-private partnershipg r e of t ems di scuss
the soldion for closing infrastructurgaps during periods of tight public funding. However,

even in economies that make strarsg of them, PPPs typically make up only about 5 to

10 percent of overall investmentéconomic infrastructure6 ( Mc ki nsey 2016, p

The scarcity of longerm finance in developing economies is wietlown and well
documentedA recent IMF report conclled fAlthough banks are the most important
providers of credit, they do not seem to offer leagn financing. Capital markets have
grown since the 1990s and can provide financing at fairly long terms. But few firms use
these markets. Only some institutéd investors provide funding at loitgrm maturities
Governments might help to expand letegm financing, although with limited policy
tools0 Pgria and SchmukleR017, p.2)

For EMDEs there are additional challenges to bridge the gap between dentbswapaly

of funds through financial markets. For instance, the Global Infrastructure FElitg)
identified critical barriers to private investmefiliustrated on figure 10including: weak
pipeline of viable projectsigh risks and high perceptiaf risks significant regulatory,
legal, political, eonomic, and financial risks; existence iofformation asymmetries
preventing the supply of finance aindrastructurenotwell-defined as an asset class, which
contributes tgersistehinformation asymmetries and ggvents the supply of finand&IF,
2016 p.15)
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Weak pipeline of
viable projects

Risks are perceived to
be high

EMDE infrastructure
not well defined as an
asset class

Instruments and
Initiatives

Upstream Project
Preparation Window
(operational)

Project Assessment
Tool (proposed)

Downstream Finance
Window (proposed)

Asset Recycling
Program (proposed)

Emerging Markets
Infrastructure Debt

Index (proposed)
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Figure 10. Barriers and World Bank Group Initiatives to Address Them

Rationale

Improve project pipeline by increasing the
number of structurally sound and bankable

projects

Improve the quality and completeness of project

preparation

Mobilize private capital through de-risking critical

infrastructure projects

Encourage private sector involvement in
brownfield projects, when risks are lower

Position EMDE infrastructure as a recognized

asset class

Source: GIF 2016, p.5

The same problems faced by advanced economies are also existent in EMDEs, that is,
A pvate investors are often unwilling or unable to take project development risk for
infrastructure in EMDEsThey are, however, still interested in the returns that the
investments can provide once the projects are operational and demand isoproeis | F
2016, p27) Fr om
characteristicshouldbecompare to that of private equitysiven theuncertainty and high
risks associated with those projeespnomic viability of the project being financeduld

make the returns needemlattract private investors too high

In this regard, e combination ofithe regulatory, macroeconomic, and political risks
present in many EMDE countries result in a hurdle rate of return that is too high, resulting
in limited bankable projects for private investment additionally. Private lenders may be
unwilling to lend to projects with high levels of risk unless sufficient credit enhancements
( G F ,Botl2natibréal develdpment bies

and multilateral organizatien are well placed to strategically provide desking

or derisking mechanisms are in plac 0

i nvest oilnngaStructare deavd@loo mine nt
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mechanismgo fosterinvestment by the private sectétowever, a recent assessment of
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institutions that provide risk mitigation instruments show that national devefgpme
institutions and multilateradrganizations can enhance theifrdging instrumentgfigure

11)d including technical capacity and processés better fit investds needs.

Figure 11. Assessment of institutions that provide risk mitigation instruments

African Development
Bank (AfDB)

National Organizations 40
(Development Bank, 15 Asian De&algg}nem Bank
Export Credit Agency etc) i

Private Insurance
Companies

Eurcpean Investment
Bank (EIB)

European Bank for
Reconstruction &
Development (EBRD)

International Finance
Corporation (IFC)

Inter-American
Development Bank
(IADB)

Mulilateral Investment
Guarantee Agency
(MIGA)

World Bank Islamic Development

Bank (IsDB) 3 3 ;
~—=Technical Capacity (Skills, assets,
Development Bank of resources)

Latin America (CAF) === Pocesses (Quality, efficiency,
effectiveness, flexibility)

Source: WEF 2016,.p4

Even though different complementary mechanisms to finance infrastructureideats

entice institutional investors to finance infrastructure projects (see for instance OECD,

2013a; World Bank, 2015k h 1 er s ( 2 0 1 deyelopment leasks lrifgavast

expertise and in many cases insurance against political risks to thextaliteeir loan

commitments are in some cases aqoedition for private lenders to make their funding

available. In some emerging markets, developmenkdalso serve a key role as the

credible auditor of projects. EHlers 2014, p.16). In facfi Many OECD countri es

DFI's to promote the expansion. of businesses

It becomes important téincentivize institutional investors tawork with development
banks at earlier stages of the preparation of bankable aject( Ar e s k i et al 201

fundertake more comprehensive planning of infrastrudtwestments and how each
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individual project may fit into a broader infrastructaetwork developmentplam  ( Ar e s k i
et al 2016 p.36)

4. Looking ahead: Enhancing the role of development bankand government

support to foster investments in longterm assets

Even though much of the conventional discussion about the role of developmkst ba
relies on market failures to provide a theoretical basis for their existence, there is little
discussion about how development banks operate, their different intervention models,

products and marketargeted, and regulatory issu€iffith-Joneset al 2017)

One of the distinguished features of DBs is that their lending produwetsmainly
concent r aterendbans (90%) fbllowed by working capital loans (85%), whereas
syndicated loans consisted of 52% dfalDBs, and uns(@uaMarintz | oans
and Vicente2012, p.15)Furthermore, and not surprisinglypst loang84%) offered by

DBs have maturity dategreater than years(LunaMartinez and Vicente2012 p.16.
Comparisons across country groupissw that this is in sharpuotrast with the maturity
structure of traditional bank lortgrm loan$ that is, over 5/ears maturity It averages

only 22.5percent in uppemiddle-income countriegnd 12percent in lowemiddle- and
low-income countries(Figure 12). Though the figuresire substantiallyhigher in high
income countries (32.8% of total bank loans) relativeppeamiddle incomecountries
(22.5%) it is still substantially lower than the share of development bank loans (84%) over

5 years maturityfLunaMartinez and Vicent&2012 p.19.
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Figure 12 Maturity structure of bank loans by country income group, 20062013
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't is worth noting t ha provildcBdit abternes thgteender al | y n
industrial and infrastructure investmemiabled ( Chandr asekhar 2016, p
added).Though development banks operating policies has raised criticiem&Vorld

Bank report notesthdtcr edi t at subsidized interest rat
DBs covered in the survey. Inishcategory, 66% of DBs fund these subsidies using
transfers from t heilunaMartnpzamndtVicente2019, p.¢68In n ment s .
an environment in which investment returns have declined, credit provisions below market

interest rates he an addi i on al i mpact to stimulate new i
subsidy or subvention of some kind would be
(Chandrasekhar 2016, p. 2B)i nal | vy, n73% of all DBs offer

25



D

G OV ERNO FEDERMNNML

DEVELOPMENT BANK
OF LATIN AMERICA

partially offset thelosses faced by a private financial intermediary nviaecustomer
d e f a uLbniMartidez &nd Vicente2012 p.16)

In addition to longterm loans, developments banks gisovide credit for working capital
purposes and financing lostigrm investment, inading in the form of equify Among the

best practicesised by DBsChandrasekhamotes thafit]o safeguard their investments,
they closely monitor the activities of the firms they lend to, often nominating directors on
the boards of companies. This allofor corrective action as soon as any deficiencies are
detected. o0 (Chandrasekhar, 2016, p. 23)

Among the funding features of DBs, 40% answered that they receive direct budget transfers
from the government and 64% reported that the government guarbeteedbt, this

guarantee is implicitly equivalent to DBs obligatiénguaranteed by the governmént

having a status of Treasury securitiBsl t s houl d be noted that e (
from the government does not necessarily mean dependence omngentrfunds.

Sometimes, DB% such as KfW in Germardyreceive transfers from the government to

fund interest rate subsi dliuradlartinez arzd Vipeate,t i cul ar

2012 p.10611) So, not only DBs offer credit at subsidifedbelow marked ratesusing
transfers fom their respective governments to make targn investment viable but they

also rely ordirect budget transfers from ihgovernmento expand their balance sheets.

In spite of initiatives to encourage the provisionlamig-term funds by private finance,
development banksontinue to play an important role providing letegm funding in
traditional sectors and activities in developing and advancing econoli@sover,
precautionary measures imposed on traditional banks sunkvasapital and liquidity
rules under Basel Il requirements translate iegutatory and balance sheet constraints
which contribute to reduce the provision of funds by traditional banks (CAxli) FSB,
2013;Roberts et al 2015)

81t has already been suggested that BDs have an additional exposure to companies by investing in equity in
firms they have extended credit (see for instance Castro (2011) for a discussion on risks faces by DBs.

26



