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Mobilising capital for sugainable infrastructure: the caesof the AlIB and theNDB

Executive sunmary

This discussion papea examines how private capital can be mobilisad for sugainable
infragructure, with particular reference b the rewly creaed Asia Infragructure Invegment
Bank (AlIB) and the New Development Bank (NDB), dso known as the BRICS Bank.
These banks are an important addition o the development finance architecture.

The paper builds on the experiences of the European Investment Bank (EIB) — aswell as
multilateral and other regiond and ndiond development banks more generally — to draw
possible lessonstha may berelevant to these two new development banks

This discussion paper specifically reviews different instruments for mobilising private
capital tha complements these development banks loans to finance environmentally
sudainable infrastructure. This pgoe draws not only on te literature and previous
experierces of the authors, but also on a large ries of in-depth, high-level interviews
carried outin Luxembourg, Washington, DC, London and (by phong Peris.

The total amount of investment needed by 2030to dose the globd infrastructure gep is
edimated to reach $86 trillio n; further additional investments will be needed to meet the
two-degree climate goal of the Paris Agreement. Most of the investments will be required
in emerging and developing counties. Sustainabe infragructure is often more cajtal-
intensive, which makes (low-cost) finance—such astha which canbe providedor facilitated
by development banks— even more important.

Althoudh sustainable infrastructure might currently not dways be the most cost-efficient
option in many counties, it is important to make the correctdecisionstowards susainable
infradructure right now because investments will belocked in for thelong term; this is true,
in particular, for renrewable erergy projects with their long lif ecycles.

Althoudh thecods of renewables are falling sharply, they remain more expensve than fossil
fuel alternatives in many situations. They dso raise issues of storage, grid stability and
trangmission tha do notapply to fossil fuds. In this regard, it is essentia that low-income
counties, which are historically not responsble for globd climate change, do notbear the
cods of subgdising renewable-energy use. These costs must be coreredby extemal sources
Newertheless, it canbe expecied that the levelised costs of rerewale erergy will becane
competitive to those of fossil fudsin more and nore counties.

A very important role in financing such investments in sustainable infrastructure is — and
will increasingly be — played by multilatera development banks induding the newly
creaed AIIB and NDB. The large scope of the AlIB and the NDB implies a \valuabe
addition © development finance in tha area. The AlIB and the NDB will matter not only
becawse d their huge captalisation butaso because of their openness to funding sudainable
infrastructure; thus the NDB has committed to devoting two-thirds of its lending ©
sudanable infrastructure. Moreover, these banks are open to innovdive financia
ingruments such as green bondsard carbon $iadow pricing. The NDB has already issued
agreen bond,and it canbe expeciedthat the issuanceswill be exparded

The recommendel initial key finanaa ingruments for the new development banks are,
however, “plain vanilla” loars, smilar to what the European Investment Bank (EIB) ard
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the World Bank have offered in the past. Smple instruments may be better in an initial
phase, epecially for well-captalised bankssuch asthe AlIB. Thisimplies tha the urgency
of leveraging vast amounts of additiond resources for its opeationsis not so greatas for
other development banks, & least in the short-term. Furthermore, these smpler instruments
are easer and quicker to implement, have lower trarsacion costs and cary fewer risks for
the development bank.

Althoudh there is a grong ca® for the new development banks to focus initially on
traditiond indgruments, development banks generally should us a range of finandal
instruments to mobilise private captal. Blended finance aml giving guaranteesto de-risk
investments hdps to make sugainable longterm infrastructure investments attractive for
private investment.

The levelisal cods of renewable energy are rapidly coming down, in comparison to fossil
fuds, making renewable erergy more commercially viable,which isextremely positive.
This may help attract additional private investment on a sgnificant scale; however, this is
notthe cag ewerywhere, nor isit true for all rerewaldes Furthermore, given theuncetainty
about the introdudion d this technology — which only increases if the investment is in
counties seen as having less transparernt regulatory frameworks — private capgtal may be
unwilling to invest in renewables, even if they are commercially atrractive.

To hdp ensure and facilitate tha enoudh piivate investment in renewables, energy
efficiency ard other sustainabe infragructure is made, effective incertives ard a cea
mardate ae needed for al development banks induding the AlIB and the NDB.

Both goproaches have been pioneered by the EIB in ways that can beof interest to the new
banks — the AlIB ard the NDB — as well as existing development banks These indude
evaluating projects with ashadow carbon pice. This shadow carbon pice should behigh
enoudh to provide sufficient incentives. The Carbon Ricing Leadership Codition, chared
by Joseph Siglitz and Nicholas Stern, recommends a price for carbonthat is consistent with
achieving the Paris temperature farget at leas $40-$804CO2e (tonnes of carbon doxide
equivalent) by 2020 and $50$100£CO2e by 2030, povided that a suppotive policy
environmentisin place.

However, if this is not sufficient to discourage clearly undesralde fossil fuel, catbon-
intengve investments, the price may be complemented by stipulationsto avoid fossil fud
projects or to putaclear limit onthese, with posible exceptionsfor very poor counties. It
isimportant to dress tha poorpeople in poorcourtries should pay no norefor their erergy
thanthe leas-cost, locally available dternative. Adoping a high shadow carbon pice may
result in expensive energy optionsbeng fundel. To avoid having local people pay for this,
cods abovethe least-cost aternatives should becovered in the project. Devel opment banks
should partner with climate finance institutions, such asthe GreenClimate Fund, with the
latter providing the grarts that canmake the ccst of erergy cheager. Also, where there ae
no altemative ourcesfor elecricity or heaing, it seens clealy desrale that poor people
use erergy sourceswith higher levels of carbon emissions.

In cases where slected projects are not sufficiently commercially attractive to the private
sector for investment, development banks can am to trandorm them in the following ways
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by: 1) increasng their attraciveress to commercial co-investors or lenders by booging
returns (e.g. with blended finance), or 2) mitigating risks (e.g. providing co-financing or
investment, with guarantees againg defined risks or first losses).

A rarge d more Pecialised finarcial instrumerts are aailade for the latter pupose and
could begpplied by the AlIB and the NDB. Some examples, which we study in ddail in this
paper, are the Internationd Finance Corporation's (IFC) Managed Co-Lending Portfolio
Programme (IFC MCPP) and the EIB’s Global Energy Efficiency and Renewable Energy
Fund GEEREF).

The MCPPhasalread attracted significart amounts of investment from large insurance
companiesto co-finance a portfolio of IFC projects, bot in the condruction phase as well
as in later phases, in avariety of emerging and developing counties. These inditutiond
invegors have beenatraciedby the idea d co-investing with the IFC aswell asits broad
investment expertise in infrastructure across many counties; by the diversification of the
portfolio; and aso by the implicit guarantee given by afirst-loss provision, reaching 10
per cert of total loans, which are partly funded by the Swedish Internationd Development
Coopeation Agency. The latter apectmay require further amalysis, asit doesimply some
fairly large contingent liabilities for the IFC. However, in other aspects, this seemsto be
a \ery atiractve instrumert, eecially asit helps catlyse invegment from institutional
investors, which was the “holy grail” of development finance eperts. This is becaise
thee inditutiond investors have the longterm assets needed to fund longterm
invegmert in sustainabde erergy, eecially those projects tha only become profitable
over thelongterm.

Anothe example is GEEREF, which is dso very innovdive, as it funds greenfield
investments in smal and medium-sized projecs in emerging ard egecially low-income
counties. GEEREF provides equity to goeciaist private equity funds These funds in tumn,
invest in a broad mix of smdl to medium-sized projects (through equity and nmezzanine
instrumerts) in rerewale erergy — such & solar, biomass and wind farms — and erergy-
efficiency seciors focussing on theriskier, early-stage development phases. Thekey ideais
to help creak a market for rerewalle-energy ard erergy-efficiency greerfield invegmernts
in pooer counties aswell asto have an impact on environmental and social standards.
GEEREF has a“fund offunds approach ard hasa targeted multiplier (up to 50)in terms
of the total private capital it intends to attract. GEEREF is broadly seen as being very
succesful, as is shown by the fact that donos are providing capital for a larger GEEREF
NEXT initiative. One problem has been the high transaction a4s of raising piivate capital.
However, it can beexpected that the damondration dfect of GEEREF and its projects on
the ground will make the task easier for GEEREF NEXT and smilar fundsin other
ingitutions Indeed, GEEREF is onevery interesting example of afundor facility that poolks
development bank fundsand commercial finance.

Besides the use of innovative financial instruments to mabilise capital for sustainable
infrastructure, it is important that large development banks use thar influence to make a
case to improve Basel 111 and Slvency 11 to keep them from discouraging the financing of
longterm invedmerts, asis hgpening now. Furthermore, with regards to regulatory
incertives it seems important for large development banks to discuss with finenda
regulators aboutways to mantain financial stability to help minimisethe risks arising from
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climate change —risks that are not only negative for theworld & large, butalso pos maor
risks to financial stability.
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1 Introdu ction

This paper examineshow private aptal canbe mobilised for environmentally sustainabe
infrastructure, with particular reference © the rewly created Asian Infrastructure
Investment Bank (A11B) and the New Development Bank (NDB), aso known asthe BRICS
Bank. These banksare an important addition © the development finance achitecture.

In this sense, it is important to highlight that these new ingitutions have a major focus on
infrastructure, and in particular on sugainable infrastructure; for exanple, the NDB is
planning in the next five years to devote two-thirds of its lending to sudainable
infrastructure (NDB [New Development Bank], 20173. The AlIB and the NDB ae
therefore potentially very vauable ingitutionsfor promoting sugainable investment. This
is truein general, butaso in the context of the large-scale invegmen that egpecially the
AlIB would offer in the context of the One Belt One Road Initiative.

The pumpose of this paperis to assess the funding ingruments of the AlIB and the NDB for
providingsuppat for susainable infrastructure. It builds on the experiences of the European
Investment Bank (EIB) — as well as mutilatera and othe regiond and ndiond
development banks more generally —to draw possible lessonsthat may be relevart to these
two nav development banks. Theresearch for this pgoer draws notjud on heliterature ard
previous experiences of the authors, but also on a large series of in-depth, high-level
interviews carried outin Luxembourg, Washington, DC, London ad (by phore) Paris
between Octobe and December 2017 (For a list of interviewees see he Appendix).

Secion 2 offersanoverview of the dobal sustainadeinfragructure gapard makesa cagthat
oneof the key roles of development banks should be to both fund investment in susainable
infradructure aswell asfacilitate private catal to be invested in sustainable infrastructure.

Secion 3 describesthedifferent ingruments that development banksuse to fulfil their role of
finarcing rerewalle erergy aswell asthe desirable features of such ingruments. We mainly
look d the experiences of the EIB, but also, where relevant, at the ingruments of other
institutions, specificaly the Co-Lending Portfolio Programme (MCPP) which is desgned
ard operatedby the Internationd Finance Corporation (FC). The programmeis seenasbeng
a potentidly pioneering instrument by several observers, including serior officials at the
AlIB. After a broad introduction, which enphasises the importance of “plain vanilla”
ingruments — such aslending, domnant indruments in existing development banks as well
asbroad actions developmert barks cantake to encourage private invegdmert in rerewalde
infrastructure — we aralyse ingruments that facilitate the choice of less carbon-intensve
projects via the use of shadow carbon pricing for project evaluation, which is anarea where
the EIB has been pionesring. We then study two instruments in-depth that reduce risks for
private investors. the mentioned MCPP & the IFC, and the Global Energy Efficiency ard
Renewable Energy Fund (GEEREF) at the EIB. We draw potential lessons induding for the
AlIB andthe NDB.

Secions 4 and 5 provide detailed amalyses of the AlIB and the NDB, induding the
ingruments they use and the projects they have financed As these barks are rew and there
is relatively little research, we provide some broade background, such as ther
memberships, mandaes, efc.

Secion 6 condudes and provides policy recommendaions
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2 The sustainable infrastructure gap and therole of green energy

A huge msmatch exists betweencurrernt ard future infragructure demand ard whatisbeing
invested. This global infrastructure ggp poss a threat to future growth and the success of
the Sustainade Development Goals (SDGs). The United NationsConference on Tradeand
Development gated in its 2014 World Investment Report tha globd annud spending on
economic infrastructure is lower than $1 trillion and will need to rise to between $1.6 ad
$2.5 tillion aanudly over the peaiod 20152030(United Nations Conference o Trace ard
Development, 2014. Bhattacharya, Meltzer, Oppenham, Qureshi and Stern (2016)see the
sceraro as being even more drastic and edimate that $75-$86 tillion would need to be
invested in infrastructure globally over the next 15 years. Most of the investment will be
required in emerging markets and developing cuntries, with the highest growth rate in
demand being projected for Africa. Asia continues to account for the larges share o
infrastructure demand. However, they also estimated higher current total investment levels
in core infrastructure of $3.4 tillion in 2015.

To mest the SDGs ard the goals of the Paris Agreenent, most of this infrastructure will
need to be sustainale infragructure. Sustainakle infragructure canprisesinfradructure that
is sodally, econonicaly and environmentaly sudainable (Bhattacharya et al., 2016)
Moreover, sugainable infrastructure aso hdpsto improve resilience to dea with naural
disaders ard the impact of climate change. Neverthdess, sugainability will dgpend on he
local context, and a postive short-term improvement might not be the most sustainable
solution in the longterm (New Climate Economy, 2016) Renewale-energy investments
are key to closing the global sustainable infrastructure gap $13.5trillionis expeciedto be
invested oveal baween 2015and 2030 n low-carbon nfrastructure (Bhattacharya et al.,
2016) To suppot this goal, the expet commission of the New Climate Economy
recommends that multilateral, bilateral and retiond development banks and ohe
development finance inditutions (DFIs) double thar investments in sudainable
infragructure (New Climate Economy, 2016)

In addition, meetng the wo-degree cimate goal of the Paris Agreement would indudean
increase of $4.7 tillion in low-cabon, core infragructure by 2030 and aso additiond
investments of $8.8 tillion in energy efficiency. However, some of this sudainable
infrastructure will redace mn-sudainable infrastructure, as shown in Hgure 1, thus
lowering the costs when moving from abusness as usud (BAU) scenario towards the two-
degree pah (2DS). Going the two-degree path would lead to a $3.7 tillion decrea® in
invedment in primary erergy ard a $5.7 tillion decrease in other core infrastructure. The
total additional cost required to meetthe two-degee gal is therefore $4.1 tillion by 2030
(Meltzer, 2016)
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Figure 1:  Cumulativeinfrastructure invegment needs, 2015-2030
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———— . Primary Energy
Primary Energy A-3.7 trillion_ . . =
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0 . Energy efficiency
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p=] A 4.7 trillion infrastructure
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Wl
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40 7 A - 5.7 trillion
20
0
BAU 2DS
B Primary Energy: Extraction of oil, gas and coal
[ Energy efficiency: Buildings, energy and transportation
B Low carbon, core infrastructure: Renewable energy, nuclear, CCS, low-carbon transport (e.g. light rail and
Bus Rapid Transit systems), climate-proofed water and sanitation, including some adaptation infrastructure
(e.g. sea walls and flood protection)
Source: Meltzer(2016)

Figure 2 depicts a sepaation ofthe needs by county groupand infrastructure class (Energy
Transitions Commission, 2017 McKinsey, 2016. The majority of investments need to be
made in nonthigh-income counties. Furthermore, high-income counties dso have the
lowest relative sugainable infrastructure investment ggp. More than 50 per cert of the
invegmen neeckd to reach the wo-degreegoals is already being projecied Regarding the
infragructure classes the biggest gap is in energy with &3 trillio n, followed by water and
trangport. Only telecommunication ha sufficient projected investments to reach the two-
degee gal.

Figure 2.  Energy invedment needs by country and infrastructure class

M Required investment for < 2°C

2015-2030; USD$ trillions, constant 2010 dollar B Projected investment!
Infrastructure investment by country class Infrastructure investment by infrastructure class
43 42
6 Energy
Transport
24
17 Telecom

Water
5 . @

High Upper Lower Low Total
income middle middle income
income income

1 Extrapolated from historical spending and assuming a confinuation of real investment growth
(assumes China maintains current investment but does not continue growth in investment at current rate)

Source: Energy Transitions Commission (2017 based onMcKinsey, 2016
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There are several reamns why not enough invedmerts are beng made in sustainabe
infragructure t reach the wo-degree goal, and also why there is not a sufficient number of
ovedl infrastructure investments. Sustainable infragructureis oftenmore captal-intensive,
which makes (low-cast) finance — such asthat which can be provided or faciitated by
development banks — even more important (Bhattacharya et d., 2016 New Climate
Econony, 2016) There have keensome longestablished problems in atracing private
finance for infrastructure investments. Furthermore, there is the traditiond econonic
problem tha private markets have failed to provide sufficient large-scale infragructure
investments, for example because they are unwillin g to fund long maurities, especially at
large scale. The date therefore dten needs to provide infragructure by itself, establish
public—private patnerships or incentiviseprivate investments in vaiousways. Developing
countries with low levels of expertise —in some cases ungable political environments and
weak institutions— pose even higher barriersfor atracing private finance for infrastructure.
This is in addition to problemsin accessing international capital markets.

In addition 1 these problems, there are further barriers, which are summarised in Figure 3.
Oneproblem isthat, for example, renewable-erergy invesmerts have long lifecyclesbut high
upfront cogs. This makes them an extremely difficult type of infrastructure for developing
countiesto fund, paticularly given the high finanang cods they often have to pay. Often the
negative exemalities of traditional infrastructure, which are not reflected in market prices,
are not addressed in bulge dlocations and pioject planning, which makes low-carbon
infrastructure even less competitive; these externalities are paticularly hard to address in
poorer countries with limited fiscal space. Also, existing infrastructure has strong lobbies,
thereby obstructing the shift from high-catbon to low-carbon infradructure (Graroff,
Hogarth, & Miller, 2016.

Figure 3: Neded carri ersto low-carbon infrastructure

All infrastructure

* Positive externalities
¢ Political challenges to mobilizing revenue
¢ Political challenges to allocating budget

¢ Infrastructure’s lack of liquidity

Low-carbon infrastructure Developing countries

¢ Lack of expertise
* Weak governance and institutions
* Small tax base

¢ Poor credit rating

* Exchange rate risks

e Corruption

* Unstable political environments

* Unpriced negative externalities
¢ Product of innovation

¢ High upfront costs

¢ Lack of information

¢ Hard lock-in

¢ Soft lock-in

Source: Granoff et d. (2016

Althoudh the costs of rerewables are falling shamply (see kelow), they reman mare
expensive than fossil fuel alternatives in many stuations. They also raise issues of storage,
grid gability and ransmission that do notapply to fossil fuds. Therefore, if we wart lower-
income counties (LICs) to choo® renewable-erergy options ove fossil fuds, this may
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come a some cost. In this regard, it is essential that LICs, which are historically not
responsblefor globd climate change, do notbear the cogs of subddising renewal e-energy
use. These cods mug be covered by extemal sources such asspecial climate funds, aid,
etc. (Griffith-Jones, Ocampo, & Spratt, 2012)

As internaiond, regiond, bilateral and ndiond providers of finance, development banks
have a paticularly large role to play, both in co-finandng public investment as well as
lending to the private sector and dtracting additiond private flows. It is encouraging that
international infrastructure finance, in particular from multilateral development banks, has
increagd agreatdeal in the 21st century.

It is important to make the correct decisionsright now towards sugtainable infrastructure
becawse invegmerts will be locked in for the long tem; this is true in particular, for
renewalle erergy projects with their long lifecycles. Granoff etal. (2016)explain that one
barier to low-carbon nfrastructureisthat this lock-in hashapperedalready for high-carbon
infradructure. This creatsa hard lock-in — meanng that retrofits are ether expersive a
impossible — and a soft lock-in of ingitutions technical knowedge and lobbies. A good
European example for the consequences of this is the Spanish energy market, in which
former long-term investments in nonrenewale-energy power plants block the further
succes of solar energy, which is often cheaper and more eficiert.

3 Development bank instruments for encouraging sistainable
infrastru cture
Introdudion

One of the dear ams of development banks should be to hdp finance sudainable
infrastructure. This implies meeting two goals a the same time: 1) facilitate and suppot
indusve development, asthereis ample evderce(seee.g. in Bhattacharyaetal., 2016)that
infragructure is an esertial pre-condition for growth and development; if properly
distributed, infradructure canalso provide crucial aces to ecaomic activity ard to key
services such as electricity to pooker regions and people; 2) meet the limits of globd
warming agreed at COP 21 (Paris) and GOP 23 (Bonn) — it is essential that this new
infrastructure is & sistainable as posible to minimisethe effects of climate crange. Thisis
a cucial challernge because, in the rext decac, there will be much investment mace in
infrastructure. It is important that, during this period, the new investments are locked in
(with longterm effects) and are assustainable aspossible.

The levelisal cods of renewable energy are rapidly coming down, in comparison o fossil
fuds, making renewable energy more canmercially viable, which isextremely postive.
Thismay also help atract additiond private investment on asignificant scale; however, this
isnotthe cag ewerywhere, nor isit true for all rerewalles As seenin Figure 4, thelewvelised
cogs of solar PV and hydropower vary greaty, which can mogly be explained due to
geographical differences It is therefore importart to also suppot technologies that have a
lower level of maurity but the potential to perform well in regions where existing
tecmologies are expersive. Moreover, dthough the cats for wind erergy are faling, it
must aso be considered that wind is traditionally a technology that relies on large-scale
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projects with high cods, whereassolar rerewalle erergy systens canoften be installedin
smaller camacties

Figure 4. Lewelised cods of energy, 2010-2016

Levelised Cost of Electricity 2010- 2016
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Furthermore, given the uncertainty about the introdudion of this technology — uncertainty
that only increases if the investment is made in counties seenas having less transparent
regulatory frameworks — private-capital investors may beunwillingto invest in renewables,
evenif they are commarcially attractive.

To hdp ensure and facilitate tha enoudh plivate investment in rerewades erergy
efficiency and ohe sudainable infrastructure is made, effecive incertives ard a cea
mardate ae needed for all development banks induding the AlIB and the NDB.

Both gpproaches have been pionesred by the EIB in ways that could be o intered to the
new banks—the AlIB and theNDB —as well as existing development banks. Thesindude
evaluating project with a shadow carbon pice (see dso Siglitz Sern report, Carbon
Pricing Leadership Codition, 2017) This shadow carbon pice should behigh enough to
provide sufficient incentives. However, if this is not sufficient to discourage clearly
undesirable fossil fud, carbon-intensive investments, the price may be complemented with
stipulations that fossil fuel projects be avoided or that clearlimits are daced on these, with
possible exceptions for very poor counties. The pionesring experiernces of the EIB are
discussed in degpth in Secion A bdow.

Before doing so, it is important to dress that poa people in poor countries should pay no
morefor their erergy thanthe leas-cog, localy available alternaive. Adopting ahigh shadow
carbon price may result in expensve energy options bang funded. To avoid having local
people paying for this, cogs above theleast-cost alternaives should becovered in the project.
Rather than meet these costs directly, development banks should partner with dimate finance
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institutions, such asthe GreenClimate Fund, with the latter providing thegrantsthat can make
the cat of erergy cheger. Also, where there are no alternative urcesfor electricity or
heating, it seems clearly desirable that poor people use erergy saurces with highe lewvels of
carbonemissions.

In cases where selecied projects are not sufficiertly commercially atractive  the private
sector for investment, development banks canaim to trangorm them in the following ways
by: 1) increasng their atraciveness to canmercial co-investors or lenders through boosting
returns (e.g. with blended finance), or 2) mitigating risks (e.g. providing co-financing or
investment, with guarantees againg defined risks or first losses).

In SectionsB and Chbdow, we discuss (based mainly on interviews) two ingruments seen
as beng very succesful. The first is the IFC's MCPP, where ingtitutional investors,
specifically insurance canpanes have sarted co-investing with the IFC in aportfolio of
IFC projects on a large scale. Thisis in resporseto a mgor chalenge, which is that there
has been very limited involvement by institutiond investors in infrastructure, induding
sudainable infrastructure. This absence is notable, given that the larges source d private
captal globdly — with approximately $110 trillio n in assets under management —isin the
handsof ingitutiond investors (see Bhattacharya et al., 2016) The current environment of
very low interest rates in developad economes should befavourable enough to encourage
a search for higher retums in longterm investment, such as sugainable infrastructure. The
secand ingrumert aralysedis the EIB’s GEEREF, which is a“fund offunds with publc-
sector capital complementing private capital while investing exclusvely in rerewabe-
erergy ard erergy-efficiency greerfield invesmensin mainly pooter counties. Additiond
ingruments can indudegreen bonds which were pioneered by development banks, garting
with the EIB (which was the largest development bank to isste green bond$, but dso
induding the World Bank, anongothers.

Figure 5:  Public finance ingtitutions' investment by instrument

DFI & DB investment in renewable energy assets 2009-2017* by instrument
2% 1% 1% 0% 0%

3%3% = Loan

= Equity
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= Credit line
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Grant

Source: Compiled by authors based ondaa from IRENA (20175

Before looking in depth at the abovementionad ingruments, a couple of caveats need to be
highlighted. Thefirst oneis that, as shown in Hgure 5 above with regards to devel opment
bank and DFI finandng of investments in renewable-erergy infrastructure, 89 per cert is
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mack through loans (86 per cert) and credt lines (3 per cert), adding up to 89 per cent of
the total. This meansthat loansfrom these institutions — mog of which are plain vanilla—
are by far the dominant moddity. The data cover the mgor mutilateral and bilatera
development banks induding the World Bank, the Asian Development Bank and the
African Development Bank butdso mgjor DFIs such as the Overseas Private Investment
Corporation.

An important criterion for choosing the mix of instruments is that they should facilitate a
rapid and sgnificant finandng of infrastructure. The presdert of the AlIB has rightly
emphasised the need for speed in arranging funding. Secondly, the AlIB has afairly large
level of capital, 0 the urgency for leveraging vast anount of additiond resources for its
opeaationsis notasgreatas for other development banks atleas in the short-term (BNEF
[Bloomberg New Energy Finarce, 2017) Thirdly, since he cptal of multilateral
development banks (MDBSs) such asthe AlIB ard the NDB originates from the savings of
shareholder governments (and therefore of thar citizens), unnecesary financial risks (and
therefore excessive public contingent liabilities) should not be created. Though this may
somewhat restrict the cgacity of the AllB to leverage its captal by very large amounssin
the short term, it will reduce future risks to its capital and profitabilit y.

Rather thanexcel in “finarcial ergineeing” — asthe private finarcial secor has which has
often resulted in the creation of excessive systemic risk, someimes leading to
dewvelopmertally castly finarcial crises—new MDBs sieh as the AlIB and the NDB should
excel in rea engineering to suppot counties andregionsin designing and developing good
infrastructure projects. Indeed, especialy in the earlier phases, this is exacly what the
World Bank — ard egecially the BB — has done To fulfil these criteria, smple
instruments, such as plain vanilla loans, may be the mog appropriate, especially for a
new MDB just beginning operations.

To achieve greaker leverage over time, other ingruments such a guarantees to plivate
investors and lendes need to be developad to complement loan ingruments (see aso
Griffith-Jones & Kollatz, 2015. Howeer, there is a grong ca< for the predominarce d
simple instruments such as longterm lending that is co-financed by private lending and
equity. Alternative instruments that potertially can provide nore leverage ae canplicaed
to arange, and they may force pubic development bankssuch asthe AllB to take excesive
risks. Andly, transactiond cods tend o be higha with more complex instruments (as
discussed bdow), so it seems clear that it is preferade to use them for larger projects or
carefully packaged ones

A second cavest is that development banks, both new and old, have complementary ways
of encouraging private investment, agde from thetypes of insruments described aboveand
bdow. Onetha came up frequently in the interviews carried outand in the literature is the
issue of regulation. In the wake of the so-called globd finanda crisis of 20072009, nany
financial regulations were rightly tightened, with the correct am of improving financial
stability and redudng systemic risk. One unintended consequernce has been that maturity
mismatches have beendiscouraged for exanple in the barking sector, via Bael 11; this
creaksa disincentive for private banksto lend for the long term, induding for sugainable
infragructure.
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Furthermore, some regulations for exanmple Solvency |1, excessively discourage long-term
investments, induding in sudainable infrastructure by institutional investors, such as
insurance canpanes(Persaud, 2015) Thus Persaud (2015)arguesthat the main problem
with Solvency 11 is tha the riskiness of the assets of a life insurer or pension fund with
liabilitie s that will not maerialisefor 10 or sometimes 20years is notwell-measired by the
amountby which prices may fall during the next year, which is the criteria used by Solvency
I1. Solvency Il fails to take account of the fact that institutions with dif ferent liabilitie s have
different capacities for absorbing different risks, and that it is the exploitation of these
differencesthat creates systemic resilience. An dternative gpproach that is more attuned to
the risk that a lif e insurer might fail to meet its obligations when they come due (shortfall
risk) and less focussed on te short-term volatility of asset prices would correct this
problem. Tha type of proposl could facilitate greater investment from insurance
companies in udainable infrastructure. It would seem important for development banks
such asthe AlIB, the NDB, the World Bank and the EIB to make the case for necessary
changes in financial regulation, which by continuing to safeguard financial stability,
faciitate hgher levels of investment in sustainable infrastructure.

On the other hand, here is insufficient emphasis in financia regulation of the nead to
encourage financing that suppots investment in sugainable econormic activities and to
discourage investment in high-caton invegmerts; for example, investment in the latter
may lead to “stranded assets’ in the future, generating future risks. Some important steps
are curerly being taken by the European Commission © improve this regulation by
focussing on eliable information, susainability and risk management as well as long
termism in governance (European Commission, 2018) It seems important for large
development banks such asthe EIB, the World Bank and the new development banks (the
AlIB and the NDB) to discuss with financial regulators aboutways to minimisethe risks
arising from climate change, which ae not only negaive for the world at large, but could
also pose major risks to finanda stability. Regulatory measures could bepasitive (reducing
weighting, e.g. of bank capital) for instruments that are environmentaly friendly, for
example green bonds or for lending for sugainable energy projects more generally; they
could also benegative by discouraging lending or investing in high-carbonactivities, agan
through higher capital requirements for the latter.

A second mportant complementary way in which MDBs, both old and nev, encourage
private investment is by suppoting the development of local capital marketsin general, and
specifically the development of local currency instruments. The former will help mobilise
naiond savings vialocal actors; naiond development bankscan oollaborate in these tasks.
The latter — developing local currency ingruments — will reduce curency mismatchesand
could also tend 1o favourlocal investors (if these are dominart in the local currercy market)
by redudng the risks posed by impatient foreign capital investors.

A third important complementary way in which MDBs, both old and rew, can encourage
private investment is to address the problem of “not enoudh shovd-read/ projects
available”, aproblem which tendsto bemore seriousin pooker counties. This problem can
be tacdedat several levels — boh finanda and nan-finarcial — by providing expertise.

A first approachis to hdp fund facilities tha provide finanang for project preparation; the

AlIB has for exanple, creaedsuch a facility, which is to be welcomedasbeng extremely
valuable (interview maerial). This is particulally important in the early stages of spatial
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planning and project planning. A second, nore ambitious gpproach is for these MDBs to
help develop — induding at a sib-naiond level, for exanple big cities — mgor, ambitious
projects for greening the econony, for example ambitiousgreen pubic trangport. Working
with local publc and piivate actors, MDBs have the experierce, the resourcesand the
convening power to play an even more dynamic role than they have in the past in hdping
to aeate and biing to fruition such mgor initiatives.

A final general point to make is that it is important to distinguish beween the naure of
projects and the dfferert infragructure phases egecially the congruction and opeation of
projects. A very important distinction is betweenthe condruction of greenfield projects
(morerisky phase) and the opeation of existing projects (less risky). Institutional investors,
for exanple, are less likely to asume the risks of making greerfield invegmerts—risksthat
are more likely to betaken by developas and banks However, inditutiond investors are
more likely to invest in the opeation of recently built or existing projects. Naturally, the
level of likely returns and the risks (and whether some of these are guaranteed or not, for
example by development banks) are major deerminants for the decision by private actors
to commit resources.

We now tum to the ingruments, which ae amalysed in depth: use of carbon picing for
project evaluation, the MCPP progranme and GEEREF. The first instrument transfers the
returns to investors by introdudng a shadow price of carbon. The other two instruments
bdow modify therisk to investors, for exanmple guararteesand co-financing.

A. Use ofcarbon pricig for project ealuation

As regards carbon picing, we start by looking biiefly a the main condusons of the
Commission chared by Joseph Siglitz and Nicholas Stern on $iadow carbon picing
(Carbon Ricing Leadership Codition, 2017)and then focus mainly on the experiences of
the EIB, which pioneered shadow carbon picing starting in the mid-1990s therehy offering
valuable precedents and lessons Other development banks such asthe World Bank, have
aso reportedly started introdudang shadow carbon pirices, but thar experiences are much
more recert.

Shadow carbon pricing’'srole in the Commission chaired by Stiglitz and Stern
The pumpose of this Commission wes stated as follows:

[...] to explore explicit carbon-pricing opionsand levels tha would induce the change
in behaviours — particularly in those driving the investments in infrastructure,
technology, and eguipment—neecdtdto deliver on the emperature objedive d the Faris
Agreenert, in a way that fosers economic growth and development, as expressed in
the Sustainable Developrrent Godl's (SDGs).

The report arguesthat
[a] well-desgned carbon price 5 an indispensable part of a strategy for reducing
emissions in an ficient way. Carbon pices are intended to incentivize the changes

needed in investment, production, and consumption paterns, and to induce the kind of
technologica progress tha can biing down future abatement cods. There are different
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ways to introdue a carbon price. [...] Carbon picing can (also be implemented by
embedding notiond prices in, among other things, finanda ingruments and incentives
that foster low-carbon pograms and pojects. [...] Explicit carbon picing can beusefully
complemented by shadow pricingin publc sector activities and interna pricing activities
infirms.

Newertheless, this report acknowledges tha shadow carbon picing is notasilver bullet. By
itself, it cannotdeal with mitigating climate change by enphassing the fact that acheving
the PRaris objecives requires all countries to implement climate policy packages. These
packages caninclude policiesthat complement carbon pricing and tacke market failures
other than the greenhou® gas extemality. These failuresare relatedto

knowledge spill-overs, learning and R& D, information, capital markets, neworks, and
un-priced co-bendfits of climate action (nduding reducing pdlution and protecting
ecaysternrs). The design of thesepolicieswill thus vary and always have to take into
accourt nationd and local circumstarces

This Commission mndudestha theexplicit carb on-pri ce level consistent with achieving
the Paris temperature target is at least $40-$80£CO2e (tonnes of carbon dioxide
equivalent) by 2020 and $50$100£CO2 by 203Q provided that a suppotive policy
environmentisin place.

It is encouraging that the dhadow cabon prices edimated by the Siglitz and Stem
Commissionare notvery different from those the EIB is already applying, which are for low,
certral and high price scenaiosin 2017(in 2015eur0s): €164CO2e ($194CO2¢); €374CO2e
($444CO2e); and €621CO2e ($73tCO2€). Furthermore, the priceswill increase significantly
by 2030. The vdue of the shadow carbon price currertly beng applied by the EIB and
projected for future yearsis shown in Table 1 bdow.

It is aso relatively similar to the shadow price that the World Bank has started to goply
more recently, beginning at $30tCO2e in 2015 and increasing o $80tCO2e by 2050
(World Bank, 2017)

EIB experiences with usng shadowcarbon piicing

The EIB was the first development bank to use shadow carbon pricing, starting alread/ in
the mid 1990s Therefore, its experierces are eecially valuade in offering postive and
negdive lessons for newer ingditutions such asthe AllB ard the NDB, but aso to other
regiond — and posibly nationd — development banks

EIB ewaluatons of projects, which were based on @d-berefit aralysis (CBA), were
enshrined in EIB statutes (interview maerial). Indeed the BB hasa \ery specific project
mardate. It hasbeenarguedby EIB saff thatthereisa dfferencecomparedto other MDBSs,
which are more focussed ona kroader development mardate. Apparently, as aresult, CBA
wasnot as fully maingreamed in these other MDBs. Because “CBA isin the EIB’s DNA”,
it becane ratural to integate the shadow price of carbon nto its cog-berefit aralysis.
Integrating the shadow cos of carbon elatively reduces the cat of rerewabes and
peralises carbondintensive techologies
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Furthemmore, the BB framework is egecially relevart for the AlIB andthe NDB aswell as
other development banks tha are dedicated to finanding infrastructure projects, induding
in the sustainade erergy ard trangport sectors.

Two key questionsarise: What is the right shadow carbon prce to us? What doesit mean
in pracicefor project evaluatons and egecially the choice d projects to finance?

In the EIB, theenergy and trangport departments have used shadow carbonpricing sncethe
mid-1990s Different sedors had different prices. By 2007, he Board of the EIB gpproved
the use of shadow carbon piricing for dl sectors until 2030 (interview maerial). This was
recenly exterded until 2050 & part of the EIB Climate Action Strategy.

The shadow value of carbon for the EIB congsts of a central estimate for the damage
assodated with an emission in 2010 of€25tC0O2¢, plusahigh and low estimate of €40 and
€10, respectively (al measured in 2006 ondant euros). Reflecting a common finding that
the marginal damage d emissions increags with greaer atmospheric concertrations of
caibon, annud “addas’ are applied &ter 2010 —that is, an élute increase in vdue pe
year (measured in condant 2006 prces). Hence an amission in 2030 unde the central
edimate eqials 25 + (20 x 1) =€45 {n 2006 @ros).

Table1l: Valueof carbonin EIB appraisal (€tCO2¢)

Value 2010 Annual adders

®© 2011 b 200
Certral 25 1
High 40 2
Low 10 0.5

Source: European Investment Bank (2013

Asregadsthe second ssue, howare these shadow pricesused? What is the impacton projects
choen to befinanced? In recent yeass, no rew lignite projects have beengarted In 2006 ,the
lag coal project funded by the EIB was approved, in Sovenia (interview maerial). More
broadly, EIB policy hasimplied amgor shift snce mid-2000stowards renewalle energy.

It is important to dtress that, even with a high price for carbon, some high-carbon
activities becane borderline profitable. So as not to invest in them, additional
safeguards had to beintroduced through an emission-performance standard (limit of
emissibns of grams per kilowatt hour). Therefore, some barderline investments in high-
carbon ativities could only be blocked because of this internal regulatory restriction. This
becane nore relevart when coal prices went down in the mid-2010s This macde the
rehabilitation of coal mines in Germany, Poland and Holland profitable, even when
induding shadow market pricing. The safeguard just described was strict enough that cod
becane ineligible. Thus the CBA wasoveraid with anadministrative restriction that had
evenmore tracion for the erergy sector (interview material). It is interesting, however, that
the BB makes an excegion for leas-developal counties and islands with un@nnected
systens. Such excegions seemright, egecially if fossil fuel altemativesare much cheaper,
there are no externd (to thecounty) fundsprovided and/or there is norenewable dterndive
in apaticular region orlocality. Furthermore, it is important to note that there is always the
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possibility tha naiond policy bankswill finance carborrintensve projects if MDBs do not
finance hem

Other secors are reportedly more canplex, such astrangport (trainsvs motorway). In those
sectors, other factors are important, for exanple speed and the nunmber of accidents.
Therefore, they are relatively insensitive to the price d carbon. However, eectic cars can
change the game.

In its recert comprehensive energy-sector strategy (AlIB [Asian Infradructure Invegment
Bank], 2017hb) the AlIB has explicitly committed to shadow carbon gicing in project
evauation, which is very encouraging:

Developing a solid base for economic evaluation. The econoric evaluaion of energy
projecsraisesissies relating to the assumptions usedfor discaunt rates,carbon price ard
externdity cods of loca pollution, sich &: [...] low caibon prices inderestmate the
ecaomic impact d climate charge. The AlIB will use an gopropriate discourt rate and
shadow price for carbon enissonsand ohe externdities in its econonic evauaion of
projects to dgermine ther econorric viability. Conddering the lack of consensus about
discount rates and arbon prices, the Bank will test the robugness of its econamic
aralyses 8ing a rarge d differert discountrates and carbon pices. (AlIB, 2017b)

Potential lessonsfor othe developrrent barks, induding the AlIB and te NDB

Cleararnlysis is neeced of the true climate caosts of carbon, and alditiondly for the costs
related to local pollution. Shadow catbon pricing canplay a \ery valualde role in gereral,
but specifically for evaluating projects by development banks, asthe EIB has shown. Severe
tradeoffs need to berecaynisal in the cagsof somepoorer counties and peple. A dramatic
exanpleisin Mongolia, where people reportedy freez in the winter if there is not enough
heatng, which is mainly availabe from caal-fuelled power (interview maerial). Cod-
fuelled power canhave the side berefit of heat It is dways important to see what — if any
— dternatives to fossil fuel in gpecific country and regional contexts exist. As mentioned
before, clear stipulations based on eavironmental and dimate standards should complement
shadow carbon picing.

However, the sharp reductionin caosts for rerewablesaswell asthe wse d reverse auctions
have led to theincreasng commercial viahility of renrewalde erergy in many —butnotadl —
counties and regions This makesthe task of funding private investments in rerewalles
easer, even withoutgovernment or other subsdies.

Shadow carbon picing isavauable ard necesary tool, eecially whenrerewadesare rot
—or notyet — fully commercially atractive, as is ill the case in many countries and with
many technologies. This may require some subsdies, d@ther via lending (blended finance)
or via subsdies to consumers, such as feed-in tariffs. For poa counties, such subsdies
should befunded by dorors or specia climate fundsto avoid having either poor people or
poorcounties taxpayers pay the casts.
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B. Attracting institutionalinvestors o asignficant scale: théC’s MCPP
Infrastructure

We have looked at mechanisms to alter relative returns in favour of rerewable erergy. Now
we tumn to mechanisms that will lower the risks for private investors to invest in
infradructure.

The IFC, a membe of the World Bank, estimated that $1 trillion a year in additional
financing is needed to buid infrastructure in energing and developing econamies. The bulk
of this investment requires the provison d long-term finarcing, egpecially loars, but few
banks are willing to provide long-term loans Therefore, unlocking capitd flows for
infrastructure from new sources — in particular institutional investors with large asets (see
alove)— becomes a high priority (IFC [International Finance Corporation], 2017)

In 2016, bhe IFC launched an innovaive programmethat amsto raise $5 hillio n from gobal
ingitutiond investors to invest in infrastructure in emerging and developing markets over
the rext fiveyeas. This will open up anew stream of capital flows to improve power, water,
trangoort and telecanmunicaions systems in developing counties. This programme is
beng followed with great interest by other MDBs, induding the AlIB (interview maerial).

MCPP Infradructure ams to sgnificartly scale-up the IFC’'s debt mobilisaion from
inditutiond investors and denondrate a pah for more investors to invest in emerging-
market infrastructure by: enabling institutional investors to leverage the IFC’s ability to
develop and manage a portfolio of bankable infrastructure projects; offering institutional
investors a portfolio tha has sufficient scale and diversification through a cog-effective
portfolio syndication piocess; and providing credit enhancement though an IFC first-loss
trarche to create a rsk—return profile &kin to an invesment-grade profile.

The initiative, called the Managed Co-Lending Portfolio Programme for Infradructure,
builds on he success of the IFC’'s MCPP, a loan-syndication initiative that enables third-
paty investors to paticipae passively in the IFC’s senior loan pottfolio. In its first phase,
the programmeallocated $4 bilion from China’s SAFE Investment Company aswell asthe
Hong Kong Monetary Authority (HKMA) as central bank investors (SAFE $3 bilion and
the HKMA $1 bilion) across 70 dels in less than two years. According o the IFC (2016)
it demongdrated how large investors can benefit from ddegaing the processes of deal
originagion and gprovds to the IFC. In a ®cand stage, partnerships by the IFC were
developad with mgor private-insurance investors: Allianz, East Spring Investment (UK
Prudential’ s Asia asset management unit), Liberty Mutud and Munich Re each alread/
committed to invest $500 million (interview material).

It is interesting that the MCPPs of SAFE and the HKM A cover all secbors ard projects at
al stages. from greenfield to expanson project. Allianz and East Spring are used for
fundinginfragructure projects atall stages. Liberty Mutual and Munich Re are usedfor co-
finarcing togeher with commercial banks (interview material).

MCPP Infrastructure is designed for inditutiond investors seeking to increase thar exposure

to emerging-market infrastructure. The IFC dewelops, goproves and manages the poitfolio of
loans that will mir ror the IFC’s own portfolio in infrastructure. It will do © inamanner agreed
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uponup front with its partner investors, which are always subject to the overal govenance
of the platform.

MCPP Infrastructure is seenby some as a possible breakthrough and a modd in the sarch
for large-scae financing solutions to the chdlenges of development that is funded by
institutiona investors. With suppot from the Swedish Internaiond Development
Coopeation Agency (Sida), the IFC provides a limited first-loss guarartee on the
investments to meet the risk—reward profile that institutional investors require.

The IFC is suppoting the creation of new private-secor infragructure ekt vehicles Each
vehicle will invest in infrastructure loans originated by the IFC and g/ndicated through the
MCPP platform. Each vehicle will be established to meet the commercial and regulatory
requirements of large institutional investors. The IFC creates an emerging-market loan
portfolio for institutiona investors that mirrors the |FC’'s own investments. The portfolio is
congdructed following apassive and rules-based allocation piocess, in which an MCPP
investor is offered aportion of each nev digible loan that the IFC makes. Unde the MCPP,
invedors receive friority acess to the IFC’s pipdine, benfit from the IFC's experiences
in managing emerging-market loans, and lend on hesame terms and conditionsasthe IFC’s
credit enhancenert.

The IFC’ s investment will be in afirst-loss postion, sibodinaed to other senior investors,
and improve the risk postions of senior investors to an investment-grade profile.
Reportedly, the first-loss postion is up © 10per cert of the portfolio (interview méerial).
This is quite an important commitment by the IFC, and it represerts the potentia for quite
large contingent liabilitie s. Sida ams to share risk through a guararteethat covers the first
loss on apottion of theloan pottfolio. Sdasupported loans relate to projects that meet the
Swedish piiorities for development coopeation. According to IFC estimates, the IFC-Sida
partnership erabdeseach$1 invested to mobiliseanadditiond $8-$10 fom athird paty.

ThelFC was ableto benefit from the partnership and suppat Sida, which providesaguaantee
on aportion of the IFC’s first-loss postionin exchangefor a guaranteed premium. This helps
to mitigate some of the volatilit y and improve the risk—return profile of thelFC’ s investment.
In turn, the IFC provides a more dtractive return to the private-sector investors, ensuring they
recover costs and further encourage their participation as first movers under this structure. In
addition to improving the risk—return profile of the IFC’ s investment, the Sida guarantee also
significartly reducesthe IFC's cagtal requirements for the first-loss tranche, thereby freeing
up captal that canbe used to redicate ard scale-up the model.

Asan innovdive debt produd, it is designed to leverage the IFC’ s experiences and expertise
in emerging-maket investments, as well as the IFC’s track record in structuring and
managing a globdly diversified infrastructure portfolio, in orde to unlock inditutiond
investor financing for infrastructure in emerging-market ecanomies

Historicaly, the primary platform for mobilising third-party finandng into IFC loans has
been through syndicated lending. Snce its inception, this method has managed to mobilise
more than $50 bilion, with goproximately hdf of those fundsflowing to infrastructure.
Given the inceasing damand, however, this traditiond approach is seen & not beng
suffi cient to satisfy future needs and additiond sources of finandng are required.
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One large, untapped source of debt finandng for infrastrucure investment in emerging
markets comes from ingtitutional investors that control deep and rapidly growing pools of
assets with enormous potential to transform the infrastructure financing landscape. In the
Organisation for Econonic Co-operation and Development (OECD) countries total asets
unde management by “traditional” ingtitutional investors mare than doubled in the last
deade. This potertial, howewver, has largely not trarslated to significant amount of
investment into the infragructure d emerging markets, even though institutiona investorsare
acive participants in infrastructure finandng in advanced economies. The exceptionsto this
trerd have keen large-scale projects in uppe-middle-income cauntries (e.g. China Turkey
and Brazil). But this is nat the case for projects in poorer counties, or for smaller projects.

The infragructure financing gap remains a citical global challenge for sustainabe
development. The IFC’s new Managed Co-Lending Portfolio Programmefor Infrastructure
seeks to address numerous infragructure financing challenges that inhibit the flow of
reourcesto emerging markets (IFC, 2016) The programme provides an innovéive modd
for mobilising the finandng of infrastructure projects that combines finanang from
insurance companies, project orgination and aedit enhancement fromthe IFC, and suppot
from pubic-sector donas. Issues such as regulatory uncertainty, project bankability, the
lack of data aboutasset performance and theingitutiond capacity of procuringgovernments
are constraints that, athoudh complex, can be overcome through the use of appropriate
policy levers.

A steeper chdlengeisto convince investors to paticipae in abroad rangeof projects across
secborsard countries The alsence d a rackrecad makesit difficult for invedorsto decide
on farget retumns and asset dlocation, while therisk profile is usudly sub-invegmert grade,
and therefore outsidetherisk appdite that dominaesthebulk of inditutiond bdance sheets.
In addition, the alsence d local expertise in smaller markets makesindividual credt review
impossible or excessively onegous for projects outside of a few large middle-income
counties.

If succesful, theimplementation of the modd will provide developmental bendfitsin two
ways. Frst, it will do so diredly through the financing of critical infrastructure projects in
emerging markets ard low-income cauntries eraling thee pojects to reachfinarcial
closure on shorter leadtimesard for much lower transacion costs. This will acelerate the
development of sustainable infrastructure in emerging-market econorries and low-income
counties. Second, indirect benefits can be expected through a demondration dfect. The
possibility of scaling-up a structure that is proven to work and gand on ts own would be
extremely vauable from a developmental standpont, in view of the ovewhdming
financing requirements — with institutional capital taking a critical role — for developing
sustainade infragructure on a gobal bags. A key issue isto evaluate the actial and poential
(in contingent liabilitie s) possible public costs of such initiatives, compared to the additiond
private finance t mobilises. However, thefact that it facilitates mobilisinglongterm private
finance fromingitutiond investors seems aclear advantage, and apotentially very valuable
precedent for other DFIs, such asthe AlIB and the EIB.
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C. Funds andacilities pml developnent andcommercial fnance: thecase of
the EIB'sGEERHE-

() Funds or poolingdevdopment bank andprivate fnance

In wha follows, we first outline the main features of funds and facilities tha pool
development bank fundsand commercial finance. We thendescribe in some cetail one sich
fundfor raising fundsfor greenfield investments in rerewal e-energy infrastructure in sub-
Saharan Africa: the Global Energy Efficiercy and Rerewalle Energy Fund, created and
manragedby the EIB (for the latter, we draw on extersive interview material).

Callective investment vehicles or fundsare legd entities in which different actors poolther
resources to subsequently own equity. The fundsare directed towards specific investments,
such asclimate finance, and thereby use different types of ingruments, ether in theform of
equity, debt or guarantees, or they offer suppot via technical assistance. Such cadllecive
investment vehicles can either be structured in away that dl investors are exposd to the
samne risk—return profile (“flat structure”) or cash flows can be structured, for ingance
through subodinaion, whereby some investors have subodinaed repayment claims
compared to more senior postions Both gructures may mobilise additional commercial
investment at the fund level by shifting the risk and/or return profile. When investing the
collective funds into projects andfor companies, furthe commercial finance may be
mobilised at the projed level (OECD [Organisation for Economic Co-opeation and
Development], 2017)

Subordination is an effective mechanism to crede a cuity guarartee that appeals to
private investors. The structure shields investors from losses incurred by a commercial
entity or aportfolio of assets. In the case of companies, subodinaed debt as well as junior
equity can a&sorb higher levels of risk and teke first losses, compared to senior debt and
common ajuity holders. In the case of a portfolio of assets, suborination provides credit
enhancement by creating rrultiple tranches (“tranching”) with different levels of seniority
asit relatesto the cas flows gererated by the Specia Purpos Vehicle to pay the notes,
starting with the most senior notes, and only repaying subordinated tranches thereafter (this
is the so-caled waterfall structure). In the blended finance context, development finance
providers usudly had the first-loss piece in oder to provide a cushion to more senior
commercial invedors. An altemative form of credt erhancement in asecuitisel transaction
istha, rather than taking the first-loss postion, development finance providers may provide
guarantees on the senior and/or mezzanine tranche of a subordinated transaction. The EIB,
for example, offers this kind of guarantee for tranches with a minimum credt rating
equivaent to BB/Ba2 (OECD, 2017)

Interviews with fund menagers as well as public and pivate investors carried out by the
OECD (2017) reweal the multiple advantages of funds profit-sharing oppotunities for
investors, access to awide rumber of deak, reduced transaction cods through econories of
scale; focus on a specific investment strategy in terms of geography or sector; following
precise investment digibility criteria and govenance rules in terms of communication;
reporting and maragement is defined beween the fund manager and investors. For
development finance providers, fundsare a testing ground for new gpproaches to scae-up
investment for important devel opment outcomes (Darish Intemat onal Devel opment Agency,
2016) Funds offer development finance providers a chance to mobilise capital at mutiple
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levels: Development finance actors can blend their capital with investors in the capital
structure of the fund tself, or the fund tself can be used to suppat blended finance
tramsacions at the project level and crowd-in investors for particular projecs. We illustrate
this below with the case of GEEREF.

Facilities are a popubr choice for development finance provides when engaging in
blending, asillustrated in the upsurge in blended finance facilities esadished in the last
decack. Between 2000 and 2016 a total of 167 facilities that engage in blending were
launched (OECD, 2017;interview maerial).

Interviews conduded duiing the 2017 GECD survey revea additiond ingghts about the
two types of fundsdescribed above Sructured fundscould have mare potential to attract
institutional investors due to a mid-single-digit return rate, an investment-grade profile due
to low lewvels of volatility, significant vehicle sizes and the liquid nature of assets under
management. Hat funds onthe other hand, cancover arange d risk—return profiles(seed
capital, sodal impact funds, growth equity funds infrastructure equity funds, etc.), and can
provide longterm financing (appropriate for illiquid assets such as infrastructure and
industrial capacity investment where capital market flows are insufficient). They usually
attract DFIs, impact investors, philanthropies and high-net-worth individuds. Hat fundscan
also besuppoted by concessiond finance from donorgovernments and aid agendes in the
form of grants, technical assistance or concessiond loansto suppot thefundraisingand the
opeations of the fund (rather than within the capital structure of the fund itself, asin the
case of layered/structured funds.

(i)  The experieoe of EIB-managed GEREF

An important example of how funds can mobilise private investment at different levels is
through a“fund-of-funds’ approach. A well-known case of this is the EIB-managed Gobal
Energy Efficiency and Renewable Energy Fund. Initiated by the European Commission in
2008, GEEREF has€222 million in asets under maregemert (as of November 2017). It
supports the trarsfer of cleart and renewable-erergy technologiesto developing countriesby
providing equity to specialist private equity funds These funds in turn, invest in abroad mix
of amdl to medium-sized projects (through equity and mezzanine ingruments) in renewable
energy — such as solar, biomass and wind farms — and energy-efficiency sectors focussing on
the riskier, ealy-stage development phases. The key idea b to help create a narket for
rerewalle-energy ard erergy-efficiency greerfield invesmenrtsin poorcountries, as well as
to have an impact on environmental and social sandards (interview material).

Thes aib-fundsdso mobiliseadditiond commercial captal. The private-sector investors
are mainly high-networth individuds and family offices as well as some institutional
investors. Penson fundsbroadly are not interested, & the investment is seenasbeing too
risky; penson fundsare also heavly regulated (interview material). Because GEEREF is
an dternative investment, it is illiquid. More generally, greenfield projects in emerging and
low-income counties imply that higher ratesof return are warted (interview maerial).

Initial funding came from the European Commission & well as the German and Norwegian
governments and totalled €112 million. These “public seed contributions’ were then used
to fundrise €110 million from private-sector investors, thereby granting GEEREF a
blended capital structure. The “fund-of-funds approach enhances further the leveraging
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effect of thepubic investment and enables commercial investorsto diversify thar portfolios
by taking pat in 9zeable funds

It is interesting to see exactly how funds such asGEEREF operate finarcially. The squernce
to retumn the capital and pay the retums of GEEREF is the following:

1) Pay back private-secor captal.

2) Pay 4 per cen preferredrate d return to private invegors.

3) Pay back pubic capital.

4) Pay 6 per cent preferred retumn to private investors.

5) Remainderis shared pro-rata between publc and private investors.

No additiond guarantees are given, but the above sequence and oher features clearly
mitigate risk. GEEREF started paying back in 2009; up till 2017, it had pad back €160
million. Through both mitigating risk sufficiently and providing acceptable returns, it
attracedprivate aptal, though the <ale wasfairly limited in the first stage.

Raising funds from the private scbor has been time- ard resource-intensve. Reportedly,
GEEREF and its conaultants have had 1,000 meetings to attract private capital (interview
material). A quedion may be raisedasto whether this is cost-effecive or whethe trarsacion
costs are too high. However, an important virtue of GEEREF is that it develops interesting
new projecs, for example the aeation of the first sardard power purchase ayreenert in
Uganda. Another interesting example is a geotherma plant in Ethiopia. Also, senior EIB staff
involved argue that thetask ishard. Because markets are notdevel oped, thereis often political
risk, no pevious records, not enough loca skill sets and mot enough creditworthy
counerparties. However, the tasks become easier as these factors are aneliorated DFIs and
development banks influence this process by showcasing project profitabilit y.

As of November 2017, GEEREF' s portfolio is comprised of 13 funds Private fundsare
first-time fund menagers; there are no pevious investors (interview material). A local
preserce is important to suppot eaty-stage development. The funds finance small and
medium-sized projects, which ae more difficult to fund; currently they have 82 pojectsin
total. The equity component is 25 per cent of the total. This requires technical expertise,
induding on heground (egd, private equity and technical). For this reason, GEEREF has
offices in Snggoore, Nairobi, Accra and London In some counties, investors are realy
private, such asin the Middle East and North Africaregion and Suth Africa, whereas they
are mainly public in therest of sub-Saharan Africa

GEEREF operates with like-minded development finance ingditutions for exanple the
Deutsche Investitions und Entwicklungsgesellschat mbH (DEG), the Nethedands
Development Finance Compary (FMO), the Development Bank of Austria, the CDC and
the IFC, which provides co-financing. When several DFIs are involved, environmental and
social stardards reporting is done for al at the same time. These reports are jointly
approved, which simplif ies procedures.

Total fundson the ground ae, at preent, equivalent to $2 bllion in assets, butthey are
expected to grow sgnificantly —up  aposible $10 bilion— once dl capita is committed
and deployed (interview material). Reportedy, GEEREF has a potential 50 times multiplier,
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which indudes the contributions of private and public finandal inditutions through the
individud fund, and then through the collective impact of funds EIB expertise is provided,
induding due dligerce, the appropriate environmental, soda and governance guidelines,
and endorsements (interview material). More gererally, the EIB and government resources
hep to mitigate ard compersate for the risks.

Following, and buiding on, he success of this modd and of GEEREF, the EIB is in the
process of fundraising for a successor to GEEREF (GEEREF NEXT), which aimsto covera
larger amount of assets unde management from commercia investors. Expected public-
sedor contributions are at $250 nillion; the private contributions are expectedto total $500
million (a 2:1 ratio, which would be higher than with GEEREF). The total would be $750
million, asum of assets unde management that is significantly higher than with GEEREF.
The resulting total investment amountwould therefore be very large especially consdering
thelarge multiplier involved.

In the paper's conduson, we look & the posible relevance of both the IFC's MCPP
Infrastructure and the EIB’'s GEEREF for the AlIB and the NDB. Before tha, we andyse
the AllB and theNDB.

4 The Asian Infrastructure Investment Bank

As we havwe wen renewale-erergy infrastructure, as an exanmple d sustainade
infrastructure, has some specific characeristics that make public developmert barks
egecially relevart. For example, regulatory risks are perceivedto be high in this sector,
as regulations or broader pdlicies, such asfeed-in tariffs, often needto be maintained for
long periodsto ensure canmercial viability. Developmert barks such asthe AlIB and the
NDB are well-placedto provide guarartees against such risks, not leas because they may
be able to mitigate these risks through their close interactions with, and influernce on,
governments. Internationd infrastructure projects, which involve several courtries, to
attract private capital may aso require guaranteesfrom an MDB such as the AlIB,
especidly on regulatory aspects, which gereraly differ between countries (interview
materid; Griffith-Jones, Xiaoyun, & Spratt, 2016). Also important is that the shadow cost
of rerewaldes may be lower than the shadow cog of fossil fuds, as discussed &ove
Development banks are well-suited to fund pojects tha take accountof the shadow cos of
carbon.

4.1 Mandatemembers,capital and pojects

Asits name suggests, the AllB hasbeencreatedto help dosethe very large infrastructure
financing gapin Asia. The Asian Development Bank (ADB) edimatesthe gapto be $1.7
trillio n annually, including climate change mitigation measures and the $1.5trillion without
them. This is much higher than previoudy thought The current estimates show tha, of a
total demand of $26 tillion by 2030, he majority of the finandng is needed for power
($24.7 tillion) and tansport ($8.4 tillion) (ADB, 2017) The AlIB aimed to finarce
projects for $1.5 bilionin 2016, ad o increase thisto $2.5 bilion in 2017 ad $3.5 bilion
in 2018 (MDG Working Group, 2016) It exceeded the 2016 pojection by a lending
programmeby $1.73 bilion in 2016 ad ha doubkd the number of projects since then.

24 German Development Institute / Deutsches Indtitut fiir Entwicklungspolitik (DIE)



Mobilising capital for sugainable infrastructure: the caesof the AlIB and theNDB

TheAllB’s Articlesof Agreamert (AlIB, 2015)describe someimportant features regarding
its focus on sugainable development, foremod in Asia:

Thepumpose of theAlIB shdl beto: (i) fogersugainade economic developnent, create
wedth and improve infradructure conneetivity in Asia by investing in infrastructure
and aher produdtive sectors; and (ii) promote regond cooperation and partnership in
addressing development challenges by working in close cdlaboration with other
multil ateral and bilateral development inditutions

The AlIB is dsoinvestingin projectsin non-Asian countries where this indirectly benefits
Asia by improving connectivity. The AlIB presdert, Jin Liqun, highlighted this with the
example of potentia future projects in Chile, where investments in Asia as well as Latin
America will improve the Asia—Latin America connection, thus being beneficial for both:
“Better infrastructure across Asia will allow Chilean goods to acces new markets, more
investment in Chilean infrastructure in tum will further bind tbgehe the two great
continents of Asiaand Latin America’ (Reuers, 2017)

The former presgdent of Chile, Michelle Baclelet, referredto the canmon aim of the AlIB
and (hileto link the continents by finandng a Trans-Pacific fibre-optic calde in the catext
of Chinds One Belt One Road Initiative, or by improving accessibility to potts in Latin
America(Reuers, 2017) The general expandve vision is described by President Liqunas
follows:

Expanded membership to Africa, Europeand Suth America, dongwith the addition
of further menbers in Asia shows the level of global commitmert towards te bank’s
mission ard illustratesthe momertum that has githered since 2 countriessignedinitia
memorandaon establishing thebark less thanthree years a@. (Reuers, 2017

The AlIB has three man priorities: sugainable infragructure, which is closely connected
to the ams of the SDGs; crossborder conneetivity, which dso indudes the connectivity
between Asia and counties outside Asia; and private-capital mobilisation, which focusses
on theissuance of bonds butdso consders blended finance options(AlIB, 20163.

The bank has 38regiond and 20non+egiond members, and it continues to add menbers,
thus increasng its capital. In 2017 he AlIB accepted four non+egional members: Ethiopia
($45.8 nillion), Hungary ($100 nillion), Irdland ($131.3 nillion) and Portuga ($65
millio n). It also acepted four regional members. Afghanistan ($86.6millio n), Hong Kong
($765.1millio n), Iran ($1,580.1 nillio n) and Malaysia ($109.5 nillio n). In total nearly $2.9
billion of capital was added in 2017.Furthermore, the bank lists 22 piospective members:
Argenting Armenia, Belgium, Bahrain, Bolivia, Cyprus Brazil, Fji, Canada, Kuwait,
Chile, Sanpa, Greece, Timor-Leste, Tonga, Madagascar, Peru, Romania, South Africa,
Span, Sudan and Venezuda. Brazil, Kuwait, South Africa ard Spain are progective
founding membersthat are still waitingfor ratficaion (AlIB, 20179. As Africanard Latin
American states are seeking to join the AlIB, it will allow the AlIB to expand its financing
activities to new regions, sinceit is only dlowed to fund pojects in member sates.

In the Articles of Agreamert, a captal sock of $100 bilion wasauthorised (AlIB, 2015)
The total subscribed capital of the AlIB, as of November 2017 was $93.2 hillio n, from
which $73.7 billion comes from regiond members and $19.5 billion from nonregonal
members. Regiond members hold 77.12per cert of the wting shae and nonregional
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me3mbers 22.88per cent. Voting power is deermined by a share of basic votes, with an
additiond 600 voes for founding members and a nunber of votesthatis equd to the share
of capital stock. With $2.78hillio n of pad-in captal, Chinahas, by far, the higheg share
of votes (27.5 per cert), followed by India (7.9 per cert) and Russia (6.2 per cert). The
voting power of the bloc of non+egional members is limited, since its total share of capital
stock camot exceed25 per cert: The additiond sub<ription of shares for nonregiond
membes is only alowed if it does not reduce the share of capital ssock hdd by regiond
members bdow 75 pe cent (AlIB, 2015, 2017d)

The AlIB isaround athird of the size d the World Bark and the EIB. However, its focusis
far more clearly in infrastructure, so a higher proportion ofits activitieswill be in thatarea.
As with the World Bank, broadly 20 per cert of subscribed capta is pad in, giving the
AlIB $20hillio n of useable captd at the aitset.

The AlIB hasseveral latecaner advantages It can draw on he experiences of other banks
on issues conceming the more rapid expangon of activities while maintaining lending
qudity, and on Bsues of how to best access capita markets. On the othe hand, he
availability of the Chinese capital market could foster arate d growth that is much fager
than wha development bankshave expeliencedin the pag (Griffith-Jones et d., 2016)

As of Octobea 2017, the AlIB has 28 projects — with 21 listed asagroved— and plnsto
finance projects in 13 differernt countries. Coming so oon after its establishment, this
suggests that the AlIB is dread/ a well-fundioning institution. This is suppotted by the
fact tha, in 2017, he AllB has doubkd the nunber of their approved and proposd projects.
Table 2 shows a canprehensive overview of al existing projectsthatinvolve AlIB finance,
induding ther total value, status and the adors involved. As canbe sen, pracically all
projects are cofinanced with othe development banks, especiadly the World Bank, the
ADB and European Bank for Recondruction and Development (EBRD), but dso other
entities, epecially governments.

Table2:  Current and proposed Al B projects (as of October 2017)

AlIB financing (in | Total volume (in Involved partners and co-
- - Status . . ) -
$ millio ns) $ millio ns) financing (in $ millio ns)

World Bank (150) Others
(340)

Current and proposed projects

Asia: IFC Emerging Asia Fund 150 640 Approved

Azerbaijan: Trans Anatolian World Bank (800), ADB

Natural Gas Pipeline Project 600 8,600 Approved

(TANAP) (EBRD+EIB 2,100)
Bangladesh: Distribution

System Upgrade and Expansion not stated not stated Approved

Projea

Bangladesh: Natural Gas
Infrastructure and Effi ciency 60 453 Approved
Improvemrert Projed

Egypt: Round Il Sdar PV Fed-

ADB (167), Government
(226)

in Tariffs Programme upto 210 / Approved
Georgia: Batumi Bypass Roed
Projet 114 3152 Approved ADB (144)
. . World Bank (240),
India: 24x7 — Power For Allin |, ¢, 571 Approved Government of Andhra

Andhra Pradesh

Pradesh (171)
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India: Gujarat Rural Roads

(MMGSY) Project 329 658 Approved Government of Gujarat (329)
India: IndiaInfrastructure Fund | upto 150 750 Approved

o - ADB (50), Power Grid
gi‘: t;l]';e:ri\:mss:)pe(ni%/stem 100 303.47 Approved Corporation of India Limited

gthening Froy (153.47)
Indonesia: Dam Operational
] World Bank (125),

Improverert and Safety Projed | 125 300 Approved Government of India (50)
Phase Il
Indonesia: National Slum
Upgrading Project 216.5 1,743 Approved World Bank (216.50)
Indonesia: Regional Infrastructure
Developrment Fund Roject 100 406 Approved World Bank (103)
Pakistan: National Motorway ADB (Lea Finarcer), UK
M-4 (Shorkot-Khanewal not stated 273 Approved Department for International
Section) Project Developmert (DFID)
Pakistan: Tarbela 5 World Bank (390),
Hydropower Extension Project 300 8235 Approved Government of Pakistan
(TSHEP) (133.5)
Philippines: Metro Manila World Bank (207.63),
Flood Maregement Projed 207.36 500 Approved Borrower (84.74)
Sultanate of Oman: Dugm Port
Commercia Terminal ard Opera- 262 349.34 Approved
tiona Zone Development Project
Sultanate of Oman: Sultarate
of Oman Railway System 36 60 Approved
Preparation Project
Taji kistan: Dushanbe-
Uzbekistan Border Road not stated 105.9 Approved EBRD (Lead Co-Finarncer)
Improvement Projed

L World Bank (225.70),
Taji kistan: Nurek Hydropower .
Rehabilitation Project, Phase | 60 350 Approved (Iiltgfsan Dewelopmert Bark
Georgia: 280 MW Nenskra 86.7 1,035 Conoept decision
Hydropower Plant gpproved

) ) . Conceptdecison | World Bank (300),
India: Amaravati Sustainable

R ! 200 715 approved Government of Andhra
Capital City Development Project Pradesh (215)
India: Bangalore Metro Rail Concept decision
Project — Line R6 335 1,785 spproved EBRD (583)
India: Madhya Pradesh Rural 141 502 Conceptdecison | World Bank (211), Borrower
Connectivity Project approved (150)
India: Mumbai Metro Line 4 500 2994 Conoeptdecison | Co-Finarcers aranged by
Projed ’ approved AlIB (200)
Kazakhstan: 40 MW Gulshat Concept decision
PV Sdar Pawer Plant Project 16 6911 approved EBRD (up o 30)
Sri Lanka: Climate Reslience Conoeptdedsion
Improverrert Projedt — Phase Il 775 155 + local costs aoproved World Bank (77.5)
Myanmar: Myingyan 225 MW .
Combined Cycle Gas Turbine 20 not stated :;‘ggcg Boad World Bank, ADB

Power Plart Project, Myarmar

Source: Compiled by authors based onproject datafrom (Al 1B, 2017d)
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4.2 Instrument and conmitment to sustainablity and renewdle enery

4.2.1 Commitment to sistairability andthe AlIB’s environmenial and scid
framework

The AIIB highlights in its first annud report (AlIB, 2016, p.7) thatit “will prioritize
invedmerts in renrewalde erergy ard efficiency, invegmerts that reduce greerhouse gas
emissions and investments tha hdp counties become more resilient to climate change”.
The bank enphagses tha it wants to provide sugainable infrastructure addressing
econonic, soda and ewvironmental sugainability (AlIB, 20163. The AlIB thusams to
mitigate the risks of climate change and highlights an emphasis on ecosystems, biodiversity
and dal issues in investment decisionsand implementation (AlIB, 2017b). It aso ruled
lending in other currerciesthan US dollars. The bank dso expressed that it intendsto use
carbon $adow prices, which is very relevant for the purposes of this pgper:

The Bank will use an gppropriate discourt rate and shadow price for carbon emissions
and dher externdities in its econonic evaludion of projects to ddermine ther
economic viability. Consideringthelack of consensus aboutdiscount rates and arbon
prices, the Bark will teg the mbustness of its ecaromic aralysesusing a range of
different discaunt rates anl carbon piices. (AlIB, 2017b, p. 18)

In terms of its sustainable-energy guidelines the bank is following the Paris Agreement, the
Sustainabde Energy for All initiative, and the 2030 Agendafor Sugtainable Development.
For suppoting client countries, the guidelines are:

(i) develop and improvether energy infrastructure;

(ii) increa® erergy aces,

(iii) facilitate their transition to aless carbon-intensive energy mix;
(iv) meet their goals and commitments under these global initiatives.

The AlIB funds severa projects with a strong emphasis on sugainability. So far, $610
million hasbeen committedto rerewale erergy projects, and it is likely that falling energy
cods for renewables will lead to a sronger focusin the future. The AlIB is cautious about
financing hydro plants due to the potential environmental and sodal risks (BNEF, 2017.

Neverthdess, and unlikethe NDB till now, it also investsin non+erewakl e-erergy projecs.
Because the AAIB hasinveged $600millioninto the Trans Anatolian Natural GasPipeline
Project (TANAP) ard $60 million in the Natural Gas Infragructure and Efficiercy
Improvement Project in Bangladesh, it is evident that the AlIB ill sees gas as being
important. Whether thisistheright approach can beregardedas controversial —thedecision
of lending to gas projects must also be made while consdering the devel opment status of a
county. However, the AlIB does not finance any cod-based erergy projects ard, desite
tha hdf of dl globd oil and ges reserves are in Asia, it strongly emphasises a commitment
to nonfossil investments:

The Bark will finarce invesimerts that are cenonstrably compatble with a cantry’s
trangtion toward sugainable, low-catbon erergy ard intematonadly ageed tamgets.
Suppoted fossi| fud-basedgereration fadlitieswould be expeciedto use coanmercially
availale, leastcarbon tchnology. In many counties, gas-fired power generation would
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form pat of such trangtion. Carbon dficient oil- and ed-fired power plants would be
consideredif theyredaceexisting, lessefficiert capacity or are essetia to thereliaklity

ard integity of the system or if novialle a afordabe dtemative exstsin spedfic cases.
TheBank will pay attention to the particular needs of itslessdevelopedmembers. (AlB,

2017b, p17)

Regarding gas trangort, the following is offered:

The Bank will dso consider development, rehabilitation and ypgrading of natural gas
transportation (induding storage) and distribution néworks, and control of gasleakage,
to foder greater use of gas during the trangtion to a less carbonrintensive erergy
mix/power sector, especialy in Asia, where such pendrationis low compared to other
regions (AlIB, 2017b, p. T)

The AlIB excludesinvegmerts in nuclear power and would just consider very special cases
of safety improvement projects. However, they state alack of expertise, which could dso be
themain reason for exclugon rather than safety and environmental concerns (AlIB, 2017b)

Also, the AlIB vice-pregdert, Joachim von Amsberg, underlines that the AlIB will notrule
out cod butemphasises that the AlIB is currently not financang cod-fired plants:

Our intertion isto focus an clean erergy saurces butwe don't want to ébsolutely rule
out coal under any circumstarces. There may be cauntries hat have ro viade
altemative. | canadd that we have ro coal-fired plants in our pipdine This may bea
discusson of the pastrather than the future, becasethe future dealy liesinrerewale
energy. (BNEF, 2017)

Overall, the AlIB commitsto a pragmatic energy transition — including mitigation of climate
charge risks ard improving climate charge reslience — that focusseson renewalde erergy,
butit also seesgasasan importart reource for a siccessful trarsition. The point made above
about the bank using different shadow carbon prices may be relevant here. Smply put, the
lower the shadow price of carbon, the mare likely it is that non-renewalle technologieswill
pass the bark’ sinternal asessmert. If the priceislow enough, coa could meet this threshold,
but if it is very high, ten even gas would not. As well as having a mandate to invest in
rerewalle erergy — and shadow carbon pricing to provide incentives for this — investment
decisions will be heavily influenced by choicessuch asthe sadow price kevel. Furthermore,
it may be interesting for the AlIB to consider limits on carbon emissions per tonne, such as
the BB has perhaps egecially in the relatively richer countries(seeSecion 3 above).

As also pointed out above, it is important to remember the issues of energy povety and
affordability in this regard. A very high shadow carbon price may leadto invedmert in
rerewalle tecmologiesthat are actually quite expersive, egecially in the rext decack, even
though the costs for renewaldesare expected to continue declining. To avoid the cog of this
faling on the governments of low-income countries — or, more importantly, their citizens, in
the form of erergy costs—it is important that these costs are met extemally. Climate finance
providers such asthe Green Climate Fund are the obvious source, and areasonale rule of
thumb would be that any costs alove te lead-cog, localy available alternative in LICs
should be met in this way.

Regarding environmental and social safeguards, the AlIB’s framework recognises isstes
such as labourrights, gende equdity, sakeholder engagement and biodiversity. It further
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requires clients to provide environmental and scial doaumentation and @n request that the
client conduds measures such as risk mitigation, @mprehensve resettlement planning
and/or a gecial planto address potertial effects on indigenous peoples. It dso excludes
several projects based on an environmental and da excluson list that follows
internaiond conventions The AlIB offers member states suppott in their environmental
and social asesments if they lack the capmactty for it (AlIB, 2016h. Drawing on the
experierncesof different internaiond stakeholders, the bark describesthe final framework
now as being broadly condstent with those of other MDBs such as the ADB, the EBRD,
the EIB and the World Bank (AlIB, 20164, which may have been hdped dueto a postive
learning effect through the induson of nonregional menbers, as well as drawing on he
experierces of Asian countries, induding China

The cae principlesof lean, greenard clean(AlIB, 20163 emphasise the importance of the
speedof operations—which is amajor priority for borrowers and animportant criticism of
borrowing governmeris aswell asthe private scor — of many existing MDBs. Theam
shoud beto maximisethe speed of operations withou reduang the qudity of economic,
sacia and ervironmertal outcomes. Thisis acritically important areawhere the AlIB could
bring real additiondity. By commercing opeaations, the AlIB will auomaticdly increase
thequantity of investment in infrastructure. If it can dso accelerate the investmert process
this quantity effect will be amplified, particularly if other MDBs can learn from its
innovations. If it can achieve this while also maintaining — or even erhancng — the quality
of projects, the postive developmert impadswill be huge (Griffith-Jones et d., 2016)

Rather than expect new inditutions such as the AlIB to adopt those standads of longer-
standing equivalents, such a the World Bank, an atractive option would be for nev and
old development banks to come together and forge a new set of environmental and da
safeguards, with the express am of marying the speed of gpprovd and implementation
with high, legitimate ard transparent standards.

4.2.2 Co-lendingand blexded finance

The AlIB has aready approved several projeds in collaboration with multiple partners.
Currentand possiblefuture partnersinclude the World Bank (World Bank andIFC), the ADB,
the EBRD, the EIB, the Eurasian Development Bank (EDB), the UK Departtmert for
Internaiond Devel opment, several other nationd government entities, aswell ascommercial
lende's and national development banks

Its largest project, TANAP, has a large nunber of involved partners and @-finandng
ingtitutions — induding the World Bank, the ADB, the EBRD ard the HB — to provide the
large sum of $8.6 bilion. Large amounts of AlIB finance for projects, which have already
beenfully agpproved, are gaing to the Tarbela 5 Hydropower Extenson Roject in Pakistan
and the National Slum Upgrading Project in Indonesia. Both projects are co-financed by the
World Bank. The fact tha mos gpproved and proposed projects indude co-finarcing from
the World Bank shows the existing strong linkage beween these two inditutions It is dso
important to not the contribution © the Emerging Asia Fund, which was established by the
World Bank and the IFC.

The AlIB will issue bonds and use interbank market transactionsto raise public and private
funds However, dthough green bond might be a posibility, the AlIB has not used this
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option yet. At present, its large initial capital is seenasbang sufficient to postponeaccessing
international capital makets (BNEF, 2017). Nevertheless, the AlIB has a srong garting
postion, having received triple A ratings from Moody’s, Fitch and S&P (AlIB, 20173.

The AlIB aso condders blended finance options with private-sector investors. Possible
congdered opionsare ranging from senior syndicated loansto equity investment for non
sovereign-backed loans (AlIB, 20164.

Its private-secior co-finanadng modd is comprised of the following guiddines (AlIB,
2017b, p13):

(i) explore innowative modds to catalyze private investments, and significantly
increag their contribution to meetthe infragructure needs d cauntries in Asia,
espedaly thosethat are kudget-constrained

(i) build upon be successful experience of and lessonslearned by MDBs opeatingin
Asia, especially in [puldic—private partnerships], ersuring that the ccts ar risks
are gppropriately shared and distributed;

(iii) explore with clients and private partners new cooperation modalities b meet
county needs

(iv) in dong so, avoid crowding out the private sector. When puisuing such
oppotunities, the Bank will evaluae risk carefully and ensure that appropriate
measues a@e put in place to mitigate ard mamage swehrisks.

5 The NewDevelopment Bank
5.1 Mandatemembers,capital and pojects

The NDB wascreaedin mid-2014 ly the governments of Brazil, Russia, India, Chinaand
South Africa atthe sixth BRICS summit in Fortaleza, Brazil. The first important
characteristic is its large initial capital stock of $50 billio n, which makes it likely that its
lending level will come close to that of traditional development finance actors in the near
future (Griffi th-Jones, 2014, 2015) Moreover, theNDB clealy committed in its Articles of
Agreenert to infradructure ard sustainabde developmert, as can be seen in its current
projects, which primarily fund sudainable infrastructure. The mandae of the NDB
enphagses infrastructure and sudainable development, as written in Article 2 of the
Articlesof Agreenrert (NDB, 2014)

The pupoz of the Bank shdl be to mobilize resources for infrastructure and
swstainade developmert projedsin BRICS ard other emerging market ecanomiesand
developing courtries to complement the existing efforts of multilateral and regiond
finandal inditutions for globd growth and development.

Article 3 (NDB, 2014)gives the fundionsto fulfil these pumposes:
(i) to utilize resources & its dsposal to suypport infragructure ard swstainalde
development projects, puldic or private, in the BRICS and other emerging market

ecaomiesand developing counties, throuch the provision of loans guarantees, equity
paticipaion and other finandal ingruments,
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(ii) to copeate as the Bank may deem gppropriate, within its mandae, with
intemational orgarizations, as vell as retional ertities whether public or private, in
paticular with internaiond finandal ingtitutions and retiond development banks;

(iii) to provide technicd assstarce for the peparaton ard implemertaion of
infrastructure and sugtainable development projects to be supported by the Bank;

(iv) to suppat infrastructure and sugtainable devel opment projects involving more than
onecountry;

(v) to establish, a be entrugted with the administration, of Special Funds which ae
desgnedto serve its purpose.

Theinitial authorised cagtal was$100 bilion; the initial subscribed capital was $50 bilion
and equdly divided by the five founding members: Brazil, Ching India, Russia and Suth
Africa—$2 hllionispaid in captal ard $8 billionis calalde cajtal for eachof the founding
members (NDB, 2014)

Asof November 2017, he NDB financed 11projectsin dl five founding member countries
with atotal value of $2.98billion. Almost half ($1.4 bllion) wasinvested in renewable-
erergy or erergy-conservation project, accouning for 2,168.8megawatts (MW) of output
of renewable energy, which equds approximately 4.4 mlliontonnes of CO2 avoidance per
year. Theremaining projects are for water, road and ocial infradructure. See Tale 3for a

comprehengve list of projects:

Table3: List of NDB projects (asof November 2017)
Sov. .
Project L.oan /non- Borrower | Guarantor =l Lend”.]g Target D CUE I
amount v on-lendee modality sector impact
500 W
Sovereign Renewable |rerewale
Carara Soveaeign |Carara Gov. o energy erergy
andia) | %M | quararteed|Bark India | Sb-Projecs g‘iﬁ‘fg&esd (wind, solar, | Avoided
ec.) 815000
tCO2¢/year
Shanghai
PRC Lingang Renewable |100 MW solar
Lingang| RMB 525 Sovaean | dovern- Hongbo Sovereign energy Avoided
(Ching | ($81m) 9 ?ne y New Energy | projectloan | (solar 73000
Development rooftop PV) |tCO2e/year
Co. Ltd.
600 MW
Nationd Renewable |renewable
BNDES Non- ) . financid energy energy
(Brazil) $300m sovereign BNDES Stb-projects intermediary: | (wind, solar, | Avoided
two dep loan | etc.) 1,000000
tCO2elyear
670 MW
renewable
ESKOM Sovasian Sovereign Renewable :;?}; od
(Souh | $180m 9N |ESKOM | Gov. RSA |ESKOM quaranteed  Energy .
Africa) guararteed roject loan  |transmission) (transmitted)
pro Avoided
1,300000
tCO2¢elyear
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Renewable 498 MW
Nord Nationa renewable
EDB/ Non- HydroBely financid energy energy
I(Isussi a) $100m sovereign EDB/I1B Porog + othe | intermediary: +hy?£lpower) Avoided
stb-project(s) |two gep loan m?ar 48000
oy tCO2¢elyear
Madhya Govern- Government S:)(;{g;?gn rL;[;grradl ng Cr?woolfjtl\%lgc;gs
Pradesh | $350m | Sovareign | mert of of Madhya f? g o o i be
(India) India Pradesh Inance Isrict Wi
facility roads upgraded
Fujian ;

_ _ PRC Investment Renewable 250_M\N wind
Pinghai | RMB 2m Sovasian | aovern- and Proiect loan | &Y Avoided
(Ching | ($298n) o9 d (wind 869900

mert Development
power) tCO2elyear
Group
Improved
. water quaity
PRC ;Ulb's pirr(])Ject Sovereign Water, and food
Hunan RMB 2m . project SAAON | v i the
(Ching | ($300m) Sovereign | govern- Changsha finance andfood | 0 dreams
mert Zhuzhou and facili control, ; ;
Xiangtan adility environment | d tibutaries
of Xiang
River
Savingsof
95118 pnsof
. cod
Janai PRC Government S:);{(;?gn Ena equivaent
9 USD 200m | Sovereign | govern- of Jangx proy % | Annua co2
(Ching . finance congrvation| .
mert Province fadilit emissions
Y redudion is
263476
tonnes
Project covers
Water more than
MP Govern- Government Sovereian supply and | 3,400 vllages
Water $470m | Sovereign | mert of of Madhya roiect %an sanitation, | and will
(India) India Pradesh pro) rural bendit over 3
devdlopment | million rura
popuktion
Beneficiaries— Increased
Supreme I
judicia
Cout, trangparency
Jdicia Govern- Moscow City . . and efficiency,
. mert of Court and Sovereign Socid
suppot $460m | Sovereign . S . : and enhanced
. Russien Didtrict project loan  |infradtructure -
(Russia) Federdi protection o
eration Coutts, A
judicid rights
Federd .
- of citizens of
Bailiffs thecounty
Service

Source: Compiled by authors based onthe NDB (20179

5.2

Futuremembers, o-lending and @iture stategy

Althoudh the bank was origindly a BRICS inditution, in April 2017 the NDB Board
approved new Terms, Conditionsand Rocedures for the Admission of New Members and
agreed to target counties to invite them for admission (NDB, 2017b) Some d the BRICS
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states seem mae committed to the NDB than the AlIB. For example, Brazil and Suth
Africaimmediately committed to the NDB but have ill not ratified their memberships of
the AlIB (Financial Times, 2017)

The badc aiteria for admission are described in the following excerpt from the Articles of
Agreemert (NDB, 20174:

i)  Membership of theUnited Nations.

i) Subsription to a capital share of the Bank. Shares to be subscribed by new
members will be daermined by negotiation in line with aframework previoudy
approved bythe Board of Governors.

ili) Acceparce of the schedule of payments of the pad-in capital deermined by the
Board o Governors.

iv) Acceptance of themethoddogy established bythe Board of Governors petaining
to the represemation of new members in the Board of Directors.

The Terms, Conditions and Rocedures for the Admission of New Members to the New
Development Bank, which were agreed on n 2017 &athe 2nd Annud Meeting of the NDB
Boad of Governorsin New Delhi (NDB, 20179, added nev conditions

v) Willingness to bebound ly and undetake dl other obligationsarising from the
Agreement on the New Development Bank and the provisionsof the Articles of
Agreenert.

vi) Accepgarce d the stategc objedives am principles d the Bark as aproved by
the Boad of Governors.

vii) Accepance of the licies awl procedures of the Bank as approved by the Board
of Diredors a, asthe ca® may be, by Mamagenert.

viii) Confirmation tha the internd procedures necessary for it to become a member
will belhave been followed.

Althoudh new members would notbe dlowed to surpass the voting power share of 55 per
cert of the BRICS foundng members (NDB, 2014), they will be represented on he Board
of Govenors and in the Board of Directors, and the basic voting system is tha one
additiond share equals oneadditiond vote (NDB, 2017d)

a) Upon béng admitted to the Bank, the member shdl appoint one Governor and one
altemate Governorin accordance with the provisions of the Articles of Agreement.

b) Marnagement shell discuss with the Board of Diredors and suomit to the Board of
Governors for consdeation and gproval the methodobgy by which additiond
Directors and dternates shall be dected.

¢) New members shell ded Diredors and dternates to represert themin the Board in
accadarce with the methodology estblished by the Board of Governors. The total
nunbe of Directors shdl be no nore than 10¢en). One Director and alternae may
represet more thanone member.

The main drvers for expansgon ae notonly adesire to expand pad-in capital, but aso to
increa® the bank’s profile and internaiond standing, thereby reduang the concentration of
the portfolio dong with adiversification of the operation phae. The bank aso seeks to
learn from the experiences of additiond membes in terms of project design and
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implementation. The NDB actively promotes itself to progpective members asbeing a bark
with “reduced bureaucracy, reliance on munty systemswhenever posible, and dreamlined
provision of development services without policy conditionsatached” (NDB, 20173. The
NDB expressed that increases in membership will hgppen gradudly and with areasonable
mix of countries at different incomelevels (NDB, 20174

5.2.1 Instrument and satairability commitment

a) Commitment to sudainalde infragructure

The NDB is a good example for othe development banks because of its mardated
commitment to sustainable infrastructure and clean energy. The NDB dated in its
opeaationd drategy for 2017-2021 that it will d edicate two-thirds of finance to sugainable
infrastructure, induding rerewalde erergy ard energy efficiercy. This was exceead in
2016, primarily by investments in renewable-erergy projects, when 78 pa cent ($1.56
billio n) of its investments was dedicated to sugainable infrastructure. The bank enphadses
its role in basic energy provision o mitigate the weaknesses of private finance and pubic-
sector ingtitutions (NDB, 20173.

This marks an interesting distinction with the AlIB and shows that there is more thanone
way of “skinning a cat”. As we saw, shadow carbon picing can incentivise sustainabde
infrastructure investments from development banks, particulaly in cagswhere the price is
quite high. On the other hand, aclear stipulation that a high pecentage of investments must
be in thesee sctors could create the same efect The advantage d using shadow-priced
based approaches, however, isthat it will dso incentivisethe maost efficient and loweg-cost
technologes, butonly if the price is set a the right level.

The bank highlights, in particular, therole of new technologies such as energy storage and
smatrt grids. It cantherefore be expecied that the NDB will became afrontier finarcier for
innovdive renewable-energy solutions which could boos$ innovaion in the renewable-
erergy sector in emerging counties (NDB, 2017ap. 20)

NDB suppots the shift to a more sugainable energy pah through: i) sructura
transformation of the energy sector, in paticular by promoting emerging renewable
techhologies; ii) energy efficiercy, including the upgade of existing power plants,
overhaul of eectricity gridsand energy-efficient building techniques; andiii) reduction
of air, water ard sdl pollution in the erergy secbr. Specific projects could include:
offshore wind energy, distributed solar energy generation, hydro-power plants and
smart urban erergy systems. NDB enphasizes n its operations the adbption of
innovative rew tecmologies, sich as erergy storage systens, adapable smart
electricity grids and solid-wase-basedenergy generation.

Asamuedalove,these ae cucial issuesthat needto be adiressed, particularly asrerewalde
cogs fal and thar share in theerergy mix progressively rises

Althoudh the mardate anly addressessustainalde infragructure by mentioning “sustainalde
development”, the dominarnce d rerewale-energy projecs indicates a ssrong commitment
towards sustainable infrastructure from aclimate change mitigation perspective. However,
the NDB did notrule out future nonrerewalle-energy projects such as*“cleari coal ard
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nuclearerergy, perhaps reflecing the availahlity of such resourcesin several of the large
member counties. Smilarly to the AlIB, the NDB presdert, K V Kamath, highlights the
initial capital costs of renewables as a potential bottleneck for developing counties. He
expresesthat a ole focus on rerewaddeswill be primarily price-dependent and that cod
should only be completely abandored if the price of a thermal plant equals tha of green
aterndives. However, the dropping cods of rernewalde erergy offer a postive outook for
thefuture (NDB, 2016:

Not to do ®d tha is hamful, tha is donein atraditiond manne. We will examine
[swch projeds] very closely [...] If the initial capital cogt of setting up an dternate
power generating system is equd to tha of themal plant, then | think it becomes an
open and dut case. | think it is heading there. The question ta could come up for
developing courtries is the burden of that heaverinitial captal cost. | am reasmahlly
sure costs will drop and efficiencies will improve to meke this afeasible option.

The NDB cdlls itself a*“firm advocate of sustainable infrastructure’” (NDB, 2017¢ p. 20).
In its 2016 anud report, Towards a Geerer Tomorrow (NDB, 2017¢ pp.15-16), it
emphasised, with regardsto ecological and da sugainability, that it:

recognizes the importance of maintaining pdicy and gperating sandardsthat promote
sugainable development, align with internaiond good pectices and effectively
respond © environmental and dd risks;

promotes the use of strong county systems in the management of environmental and
sccial risks ard impacs;

adheresto the principles d ervironmertal and sacial sustainability to ensure minimal
adverse impact on te environment and peple from its financing and investments in
infragructure ard sustainade development projeds;

seels o promote mitigation ard achptat on measuesto addressclimate change. NDB
aims to buid upo existing green econonic growth initiatives and provide suppat for
new ones a regiond, nationd and sub-national lewvels, as well asprivate sector. The
Bark also ercourages cimate proofing of its infrastructure finarcing ard invesimerts
to buld resilience  climate change;

promotes the conervation of naura resources, induding energy and water.
Furthermore, the Bank supports sugainable land management and urban developmert.

It also expressed its srongemphasis on gade equdity: “[O]ne d thekey future objectives
of the Bank is to maingream gende equdity issuesin dl of its opeations”

However, while the bank mentions a “precautionay approach to jugify discretionay
decisions in gtudions where there is the posibility of environmental and social ham
resulting from project decisions’, it is undear how strong this safeguard is (Vazguez
Roychoudhuy, & Borges, 2017)

b) Greenbonds

The NDB’s postion ongreen bondsis closely related to the Chinese Green Bond Market,
which wasedablishedin Decenber 2015 and has become the largest in theworld. Whereas
the maket hasan expected volume d $230 bilion within the next five years ard is likely
to expand duing the push to trade corporate green bonds(Bhattacharya et d., 2016) the
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NDB only issued onegreen bond ofRMB 3 billio n ($448 millio n) with atenor of five years
(NDB, 20179. The NDB @applies an independent third-party verificaion to ensure that
projects canbe chssifiedasgreen(NDB, 20173.

It is commaon for Chinese issuers to seek third-party verification before submitting the
issuance applications to securities exchanges or regulators. It is not just indgpendent,
domestic verifiers who ae involved, but dso mgor agendes such a Erng & Young
PricewaterhousCoopes ard Deloitte. A uniquefeature of China s green bond pmdadplesis
the induson of pollution (OECD, 2016) This may create an oppotunity for the NDB to
invest in noninfrastructure projects such as pollution mitigation (NDB, 2017a):

In keeping with its intention to be a demand-driven inditution tha responds to
requirements of borrowing members, NDB will remain open to finending projectsin a
broadrange of developmental areas,including tradtional infrastructure ard sustainable
development projects like environmental protection orpollution nitigation.

Overal there is astrongemphasis on geeen bondsas a future borrowing instrument, which
canbe cansidered asbeing closely alignedto the gereral green bond pailcy of China

) Other potential ingruments for the AlIB andthe NDB

To achieve geakr leverage over time, other instrumerts such as guaranteesto private
investors and lendeas will need to be developed to complement loan ingruments.
Guaranteesare safer from adevelopment bank pespectiveif they are at least partly funded
exane, ard if the risks for which guaranteesare provided are cleatty capped so that risks
are notopen-ended (seealso Griffith-Jones & Kollatz, 2015). Alternative ingruments that
potentially canprovide nore leverage are complicatedto arange ard may actually deliver
very few transactions and thus very little volume, as has been the experience of other
MDBs such astheWorld Bank andthe EIB (basdon interview material; see aso Griffith-
Jones & Kollatz, 2015).

6 Conclusions

The reedfor fargreater invegmernt in rerewale infragructure isvery clea. Thisis becase
there is not only a great needfor sustainabde infragructure © meetthe Raris Agreement
gods, butdso agreat need for additiond infrastructure to suppot development and po\erty
redudion (with large numbers of poa people nat having access to basic utilities, such as
electicity). There is also an urgency for such investments to hgpen oon, & the
investmerts being made in the rext few years will be lockedin for the long tem — this is
egecially true for rerewable erergy projects with their long lifecycles This additiond
investment will not only help to maobilise private capital by making sustainable
infrastructure more cost competitive in gereral, but it is aso required to promote specific
technologes that are rot currertly attractive enough for private investors, induding, for
exanmple, rerewalle erergy in certain sectors ard regions aswell asstorage cods.

A very important role in finandng such investment in sugainable infrastructure is —and will
increasngly be — played by MDBSs, including the newly created AlIB and NDB. Thelarge
scope of the AlIB and the NDB implies a valuable addition to development finance in that
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area. The AlIB ard the NDB will also benefit from the extersive experience hat the dder
development banksoffer. This paper amsto contribute to this latter process by examining the
experiences of older development banks— especialy the EIB, butdso others, induding the
IFC — ard their potertial relevancefor the newer development banks

Development banks can, and dq finarnce sustainalde infragructure through their own lending
and investing, aswell ashelp catalyse private lending and investment. As regards the former,
simple ingruments, such as plain vanillaloans, may be the most appropriate, epecially for a
new MDB jug beginning opeations These dain varilla loars can of course, be combined
with co-finandng by private lendes and investors, as well as with other development banks
(The AlIB, in particular, hasgtartedits operations mainly by participating in projecs already
desgnedby other MDBs, such asthe World Bank, the ADB, the EIB and oters.)

Even thoudh smple ingruments may bebetter during an initial phase — egecially for well-
captalisad banks such asthe AlIB, asthese smpler instruments are easer and quicker to
implement, have lower transacions cost ard cary fewer risks — it may be desirable for
acheving greater leverage ove time. For this reason, oher ingruments that providegreaer
guarantees to private investors and lendes need to be developed to complement plain
vanilla loan ingruments. This cancatalyse greaer levels of lending ard invegmert from a
range of private lenders and investors, induding ingitutiond investors. Furthermore, it
would beimportant to develop mmmon gandads amongthe MD Bs and DFIs for blended
finance n order to avoid competition on fnanang wnditions

Here, the AlIB and NDB can buid on he experiences of ingtitutions such asthe IFC ard
the EIB. We andysed in some depth two interesting ingruments: the IFC's Managed Co-
Lending Portfolio Programme and the EIB’s Global Energy Efficiercy and Renewale
Energy Fund. The IFC's MCPP is very innovdive, as it has already atracied significant
amount of investment from large insurance companesto co-finance a portfolio of IFC
projecs—both in the construction phase aswell asin later phases—in a variety of emerging
and developing counties. These inditutiond investors have been attracted by the idea of
co-investing with the IFC aswell asby its broad investment expertise in infrastructure
acloss many counties; by the diversification of the portfolio; and aso by the implicit
guararnteegivenby a first-loss provision, reaching 10 per cert of total loans which are partly
fundel by Sida The latter agpect may require further aralyss, as it does imply some fairly
large contingent liabilitie s for the IFC. However, in other aspects, this seems to bea \ery
atractive instrument, egecially as it helps catalyse invegmert from institutional investors,
whichwasthe “holy grail” of development financeexperts. Thisis because these ingtitutional
investors have the long-term assets neeced to fund long-term investment in sustainable
erergy, epecially those projects that only become profitable over the long term.

The other ingrument studied is the EIB’'s GEEREF, which is aso veay innovdive, &s it
fundsgreenfield investmentsin smadl and medium-sizedprojecsin emerging ard epecially
low-income counties. GEEREF provides equity to gecialist private equity funds These
funds in tumn, invest in abroad mix of smal to medium-sized renewalde erergy projects
(through equity and mezzanine ingruments) — such as solar, biomass and wind farms — as
well as in energy-efficiency seciors focussing on the riskier, early-stage development
phases. The key ideais to help creat amarket for rerewabe-energy ard energy-efficiency
greerfield invegmernts in pooker countries aswell asto have an impact on environmental
and ©da sandads GEEREF hasa“fund d funds’ approach, and ha atargeted mutiplier
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(up o 50)in terms of the total private capital it intends to attract. GEEREF is broadly seen
asbangvery successful, asis shown by thefact that donos are providing capital for alarger
GEEREF NEXT initiative. One problem has been the high transaction cods of raising
private aptal, aswell asother agpect. Howevwer, it canbe expectedthat the demonstration
effect of GEEREF and its projects on the groundwill make the tak easer for GEEREF
NEXT and smilar funds in other institutions. Indeed, GEEREF is one very interesting
exanple d afundor facility that pook development bank fundsand commercial finarce.

Cleaty the IFC's MCPP, which seens to be very successful in atracting institutional
investors for co-finarcing, is of great relevance both to the AlIB and the NDB. In fact, in
our interviews, we foundthat the AlIB is carefully studying the experiences of the IFC'’s
MCPP, with aview to possibly replicating or adgpting them Another option would befor
the AlIB to co-finance in the same facility with the IFC, as it hasbeenthe recent tradition
of the AlIB to oollaborate with the World Bank and regiond development banks on many
projects and initiatives. It is aso interesting to note (see above) tha theIFC's MCPP started
with mgjor contributionsfrom China’s SAFE Invegment Compary and heHKMA. Possibly
a gmilar initiative could be started by these institutions for the AlIB and atempt to attract
both international and Chinese ingtitutional investors. A smilar aralysis appliesto the NDB,
thowgh it has up to now collaborated less with the World Bank. A fina caveat is that this
may berelatively less urgent for these new banks as they have, at presert, such astrong
captal bas (egecially the AlIB) ard therefore agreatdeal of spacefor additional lending.
However, as this lending capacity becomes more condrained, it will becane ewver more
relevart.

Asregards the EIB’s GEEREF, it is again avery interesting insgrument, and of relevance to
other development banks However, its relevance to the AlIB and the NDB in thee eally
phasesseensless clear Itstransactionscods seem very high, and it is quite labourintensve
for EIB saff. However, some collaboration and possible cofinarcing betweenthe EIB and
both the AlIB and the NDB may be an interesting possibility, especiall y in the future.

The abovamentionad instruments are for redudng risks to make sugtainable infrastructure
investments more atracive to private lende's and investors. However, the important prior
decision is the choice of wha projects the development bank will choose to hdp finance.
Here, the BB hasbeenpioneeing animportant agoroach alreads snce tie md-1990s by
introduang shadow carbon piicing, which dlows for indudingthe social costs of cabon in
the projectevaluation — first in the energy and transport sectors, and thenaaoss all secbors.
This gpproach, which has now been srongly endorsed more gererally for the kroader
econony by aCommission chared by Joseph Siglitz and Nicholas Stern, implies that low-
carbon pojects such asrerewalde-energy ones are more likely to be chosen than high-
carbon ores, such asthose based on fossil fuels. This seens to have cleaty beenthe case
for the EIB’s projects. However, in stuaions where coal becane nore profitade, the
shadow carbon gice approach of the EIB was reinforced by internal regulations preventing
high-carbon-emission projects from beng funded, except in very poa countries.

This experienceof the EIB seensto beof high relevance to the AlIB andthe NDB. Inded,
the AlIB has committed to usng shadow carbon gicing, and the NDB to dedicating a high
propottion of its activities to sugainable infrastructure. However, issues may remain dueto
the existence in some counties and regions of significantly lower costs for fossil fuds, in
compaison o rerewales, atleas in the short and medium terms. A lack of resourcesfor
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rerewale erergy canalso be aproblem in particular for regons or countries where an
abundance d fossil fuels may be available. This may imply the need for either maintaining
investments in some “less bad” fossil fuds, such asnatural gas for the trangtion, and/or
maintaining investments in climate fundsor donorgrants that provide subsidies to protect
poor counties and poorpeople from paying higher erergy cods dueto the introdudion of
rerewalde erergy.

Besides focussing on gecific ingruments for encouraging a choice d more sustainabe
erergy sources we have discussed several mechansms needed to atract further private
lending and investments into sudainable infrastructure, and where development banks —
both old and nav — can play an important, indirectrole. Thes include nodifying finarcial
regulations (induding Basdl 111 and Solvency 1) so they donot have excesive hiasagainst
longterm lending or investing; helping deepen local captal markets in emerging ard
developing wunties, induding by encouraging the development of local currency
ingruments; and héping develop apipdine of good ppjects in the area of sudainable
infragructure. The latter canbe done attwo levels. A first apgproachis to help fund facilitie s
tha provide finanang for project preparation, especialy for poorer and smaller countries
the AIIB has for exanmple, created such a faciity, which is valuable. A second, nore
ambitious gpproach is for theee MDBs, both old and nev, to hép develop — induding at
the sub-national level, for exanplebig cities—ambitious projects for greening the econorny,
for exanple designing greerer public trangport. Both those gpproaches, bu especially the
latter, would hdp scale-up the preparation of shovel-ready sustainabde projects — or mega
projects — that could then befunded.
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