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Abstract

Since the Monterrey Consensus in 2002 and the Addis Ababa Agenda for Action in 2015,
the global financing landscape has significantly changed (Traoré et al. 2023). New financing
instruments and new players have emerged. Many governments and multilateral bodies have
invested significantly in building public-private partnerships (PPP) frameworks. Still, many
developing countries continue to face multiples challenges in accessing finance for ensuring
sustainable development, as shown for example by persistent gaps in infrastructure financing
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and the low contribution of private investment to infrastructure projects. New global initiatives
and ambitious targets have been launched to scale-up financing for infrastructure development.
Relevant examples include the MDBs reform agenda, the SDRs rechannelling mechanisms,
the commitments of the G7 PGlII, or the G20 Principles for Blended Finance. The Italian G7
presidency can strategically leverage year 2024, which is the Bretton Woods 80th anniversary,
to shape a conversation on how these ambitious promises can be delivered. Drawing on recent
OECD and global development think tanks reports, this policy brief highlights why governments
and development partners haven't been able to get the necessary financing for development
at scale and intended speed, after decades of significantly investing in building public-private
partnership frameworks. It then elaborates some recommendations on the specific role the G7
could play for scaling-up financing for infrastructure in developing countries.

Introduction: Overview of the infrastructure financing gap in
developing countries

Closing infrastructure gaps is one of the most powerful lever for accelerating progress towards
the SDGs in developing countries. Infrastructure either directly or indirectly influence all 17
SDGs, including 121 of the 169 targets (72 per cent) (Thacker et al. 2019). Investing in quality
infrastructure can yield substantial economic and social benefits. For example, investment in
climate-resilient infrastructure in the developing world can generate economy-wide returns of
4 US dollars for every one invested (Hallegatte et al. 2019). Also, investing in renewable energy
and energy efficiency can generate five times more jobs per million US dollars invested than
spending on fossil fuels (UNEP 2022).

Yet, the financing gap for infrastructure projects remains very substantial, notably in developing
countries. In 2017, the OECD estimated that approximately 95 trillion US dollars in public
and private investments would be needed in energy, transport, water and telecommunications
at a global level to sustain growth between 2016 and 2030 (OECD 2017; Gl Hub 2021).
Infrastructure needs are especially pressing in sub-Saharan Africa. The baseline scenario
infrastructure financing needs for sub-Saharan Africa are estimated to reach 9.2 per cent of the
region’s GDP (7.2 per cent for capital investments and another 2 per cent for maintenance). This
compares to 7.5 per cent in South Asia, 7.2 per cent in the Middle East and North Africa, 6.5 per
centin East Asia and Pacific,and 4.5 per cent in Latin America and the Caribbean (Rozenberg and
Fay 2019). About 70 per cent of the 3.5 trillion US dollars of investment required for the global
energy transition will need to take place in developing countries (IEA and IRENA 2017).

So, what makes infrastructure special and its financing difficult?
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The challenge

Challenge 1: Global capital fund managers and institutional investors continue to perceive
infrastructure investment as a high-risk environment. According to the GIIN 2020 Annual Impact
Investor Survey (Hand et al. 2020), the maindrivers of risks perception are linked to the lack of the
necessary information at project level. The largest share of investors (77 per cent) stated project
level risks as a generator of severe or moderate risk facing their portfolios (Figure 1). Project-
level risks include both the probability of poor selection and poor execution of the project, and
the probability of the project not being completed on schedule. This is amplified by the absence
of publicly available track record information on recent projects and on local ecosystems’
strengths and weaknesses. New investors frequently rely on experienced intermediaries’ ratings
to compensate for information shortages, creating competitive disadvantages for smaller
investors that are unable to afford such services. Gathering data, finding experts in the field, and
ensuring the reliability of information represent significant barriers to investment, while costs of
monitoring deals can be high (Eyraud et al. 2021: 41).

Figure 1. Contributors of risk to impact investment portfolios (% of global respondents indicating
severe or moderate risk)

Source: Adapted from Hand et al. 2020: 61.

Generally speaking, three characteristics make infrastructure financial returns for private

investors quite challenging to predict over time and project-level risks quite complex to manage

(Ehlers 2014): the great number of possibles risks at the initial phase, the time profile of cash

flows, and the difficulties to divesting (illiquidity of the asset).

o First, the initial phase of an infrastructure project is subject to a great number of long-
term and complex risks that challenge investors over time (WEF 2016; OECD 2023); from
macroeconomic volatility to sectoral policy uncertainties and project-specific risks such as
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cost overruns, unexcepted delays, increased maintenance costs or premature deterioration
due to weather conditions, or political inferences, etc.

e Second, infrastructure investments generate cash flows only after many years and financial
returns are quite difficult to predict, given the long time period between the project
development and full operation.

e Third, investors have a limited ability to monetise the investment at the desired time
(illiquidity of the asset). Compared to other investment opportunities, financial participation
in infrastructure assets is more difficult to cash out.

Challenge 2: BBringing more projects to bankability requires greater capacities in government
to undertake feasibility studies and project structuring. About 80 per cent of infrastructure
projects in Africa fail at the feasibility and planning stage (Lakmeeharan et al. 2020). In addition,
asignificant share of public spending oninfrastructure is lost due to inefficiencies throughout the
various stages of the project development cycle (Schwartz et al. 2023). Infrastructure projects
involve a large number of parties. Often, this requires complex legal arrangements to ensure
proper distribution of payoffs and risk-sharing to align the incentives of the very high number of
parties involved in the project.

Figure 2. What is needed to bring a PPP project to market?

Source: AfDB 2020b: 4.

Most African countries (33 out of 54) already have dedicated PPP laws and implementation
units in place. However, the limited capacity in structuring PPPs projects and in using the right
contractual arrangements and financial tools to bring them to the market represent major
challenges toincrease the level of PPP investments® (AfDB 2020a: 6) (Figure 2). Interms of value,
PPP projects in Sub-Saharan Africa were only about 5 per cent of the global PPP investment
between 1999 and 2019. Five countries — South Africa, Morocco, Nigeria, Egypt and Ghana -

' Typically, governments in countries with nascent PPP markets have no experience in managing the transaction
stage of PPPs.
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accounted for more than half of all PPPs concluded in Africa over the same period.

Private finance mobilisation through the multilateral system faces similar issues. Between
2012-2017, the least developed countries (LDCs) received only 6 per cent of the private
finance mobilised by official development finance for developing countries, while middle-income
countries received 70 per cent (Convergence Blended Finance 2021).

Challenge 3: Many high-impact projects for development goals may not necessarily generate
enough risk-adjusted financial returns compared to other investments opportunities for
investors. Even though the direct cash-flows from infrastructure projects may not cover the
direct costs, the indirect externalities can still be hugely beneficial for the economy as a whole.
To unlock the potential of private investment for such type of infrastructure, projects owners will
increasingly need to integrate some impact indicators on environmental, social and economic
resilience dimensions beyond the traditional metrics for “financial returns”. For instance, impact
investors are likely to commit capital that may not have the level of required financial returns, but
nevertheless offer significant social and/or environmental benefits (AfDB 2020a).

However, numbers of environmental, social, and governance (ESG) frameworks and ratings
methodologiescurrently beingofferedarenotalwaysreadableand consistent. Suchmultiplication,
and even great divergence of ESG ratings (Berg et al. 2022) might generate unintended
discouragement for potential investors in developing countries where projects are already
long due to limited resources and capacities. For instance, projects owners in many developing
countries do not have sufficient capacities and resources to produce detailed information and
indicators on too many ESG frameworks that might be required for the same project.

The role of the G7

The concept of “blended finance” was launched in 2015 as one of the approaches to financing the
Sustainable Development Goals (SDGs) at the UN Third International Conference on Financing
for Development in Addis Ababa, Ethiopia (See 2023). The paradigm proposes to use donors’
money to catalyse private finance for impactful development projects (see in box 1). Between
2014 and end-2023, blended finance has mobilised nearly 213 billion US dollars for sustainable
development in developing countries, according to data from Convergence,? a global network for
blended finance.

The condition for success of blended finance tools replays on their ability to crowd-in additional
financial resources. The use of risk mitigation instruments such as guarantees can contribute
to lowering the perception of risks by institutional investors. However, development finance

2 Convergence: Blended finance. https://www.convergence.finance/blended-finance#market-size.
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providers need to put more efforts on other financing instruments to crowd in capital from local
or international institutional investors at scale (OECD 2021).

In 2022, G7 leaders launched the Partnership for Global Infrastructure and Investment (PGlI)
as a shared G7 commitment to advance public and private investments in sustainable, inclusive,
resilient and quality infrastructure. Through this partnership, the G7 aims to mobilize up to 600
billion US dollars by 2027 to narrow the infrastructure investment gap in partner countries (G7
2022). PGll is also platform for dialogue and joint action with key actors and stakeholders, in
particular multilateral development banks (MDBs), development finance institutions (DFIs) and
private investors, to better align efforts and consolidate a pipeline of bankable projects to narrow
the infrastructure gap in developing countries.

In 2024, during the Italian Presidency, G7 members are advancing the PGlI agenda with a special
focus on Africa and its sustainable investment needs. In this context - which coincides also with
the Bretton Woods 80th anniversary - the G7 can strategically leverage the PGII framework
to support existing initiatives dedicated to risk mitigation and co-financing for scaling-up
infrastructure investment in developing countries.

Against this background, this paper puts forward three policy priorities:

Proposal 1: Tackling information gaps on project pipelines. To scale-up financing for infrastructure
in developing countries, the paradigm of “de-risking” should pay more attention to produce more
publicly available information on recent bankable projects and related success factors, so that all
potential investors canmore easily get sound evidence to assess the typical risks along the project
development cycle. A lack of publicly available track records information on recent projects and
local ecosystems’ strengths and weaknesses can add to project-related risk premium.

In fact, once the upfront costs for risk mitigation are borne (African Union Commission
and OECD 2023), virtuous cycles can unfold between recognition by other market actors,
operational expertise, government relations, economies of scale and innovation. For example,
for infrastructure projects that get financing, the African continent boasts the world’s lowest
cumulative default rates (at only 1.1 per cent, compared to average of 4.5 per cent worldwide, or
11.2 per cent in Eastern Europe) between 1983 and 2021 as shown in the Global Infrastructure
Hub 2023 Infrastructure Monitor report (Gl Hub 2023). Hence, putting in place effective de-
risking® strategies both at sectoral and project level is key to crowd-in potential investors and
scale up the pipelines of bankable projects. In general, the concept of de-risking encompasses
policy, regulatory, financial and technology dimensions (Choi et al. 2022).

3 De-risking means reallocating, sharing or reducing the existing or potential risks associated with an investment
(Choi et al. 2022).
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Against this backdrop, the OECD Development Centre, the African Center for Economic
Transformation (ACET) and the African Union Development Agency (AUDA-NEPAD) have
designed a multi-year programme on “Accelerating and Scaling-up Quality Infrastructure
Investment in Africa” to support African governments and local infrastructure ecosystems
perform better in quality infrastructure projects preparation and implementation in the
framework of the AU PIDA. This work will feed the joint OECD/African Union Africa Virtual
Investment Platform (AfVIP).

Proposal 2: Elaborate a mutually recognised “blueprint” to enhance the adoption of a broader
concept of a project’s economy-wide returns and related metrics. For blended finance to
work at scale, infrastructure projects owners will increasingly need to integrate some impact
indicators on environmental, social and economic resilience dimensions beyond the traditional
metrics for “financial returns”. International principles, such as the G20 Principles for Quality
Infrastructure Investment, and new international quality standards frameworks, such as the Blue
Dot Network, the FAST-Infra Sustainable Infrastructure label, and the AU PIDA Quality label,
are a steppingstone in the right direction. An OECD survey in 2021 showed that 92 per cent of
leading private investors believed a trusted certification framework can increase infrastructure
investments in emerging and developing economies (OECD 2022: 17). However, certain level
of mutual recognition and interoperability of the different frameworks is needed to avoid
fragmentation and make them manageable for recipient countries and for investors.

Proposal 3: Provide financial support to clearly identified high-impact projects, including
guarantees, but also design-stage grants and result-based finance to improve project preparation
and reduce project failure risks.

Guarantees are the most straightforward financial product to implement and have a number of
benefits for additional resource mobilisation. They do not require an immediate outflow of funds
by donors, and they are particularly useful for optimising budgets while allowing guarantors to
leverage their balance sheets more efficiently. In addition, guarantees have proven to be the
most effective instrument for mobilising private finance, and they are easy to recalibrate to the
specific risk-returns profiles of each type of investor.* The amount of private finance mobilised by
guarantees has increased steadily from 8 billion US dollarsin 2012 to over 18 billion US dollars in
2018, equivalent to an annualised growth rate of 14 per cent (Garbacz et al. 2021: 26).

However, in addition to guarantees, design-stage funding is much needed in most developing
countries (Figure 3). Design-stage funding supports the project’s early-stage preparation, by
funding activities such as (i) feasibility studies (e.g., to assess the investability or bankability of a
transaction) or (ii) proof of concept (e.g., to complete design and structuring activities to launch
atransaction) (Bery 2019).

4 See for example some stylised facts on the risk/return profiles of blended finance actors in the OECD (2020).
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Figure 3. Blending trends by type of instrument (as a percentage (%) of blended finance
transactions)

Source: Convergence: Blended finance [accessed April 2024]. https://www.convergence.finance/blended-finance.

Box 1. Examples of blending instruments

Blending uses international grants or other concessional resources to enhance the returns
and/or reduce the risks of private projects:

Figure 4. The concept of blended finance
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Direct grants. Grants are provided by the donor either directly to the project or to the lender
to allow for better financing conditions. Grants can be conditional and performance-based; for
instance, the donor agrees to pay off the debt of the project upon successful achievement of
predetermined performance indicators.

Guarantees. Guarantees cover a portion of private loan or bond repayments. They are provided
by donors to lenders to cover commercial or non-commercial risks (for example, expropriation,
currency transfer restriction and inconvertibility, war, and civil disturbance, etc.). For instance,
some guarantee products enhance the terms of commercial debt by covering the payment of
principal and/or interest up to a predetermined amount. This improves the conditions of and
access to financing for the project.

Credit tranching and bundling. Project financing instruments may be sliced into tranches to
match the different appetite for risk of different financial investors. Donors can invest in the
highest risk tranche of the project shielding other investors from a predefined amount of
financial losses (“first-loss provisions”). Furthermore, multiple projects can be re-bundled into
a portfolio that aims at mitigating risk for financial investors with a lower risk appetite, such as
pension funds.

Risk capital. Donors can make equity investments in high-risk projects. This creates incentives
for other investors, because equity is the riskiest part of the balance sheet.

FX hedging mechanisms. These schemes provide cost-effective solutions in countries that
have no widespread hedging mechanisms. For instance, when local investors borrow in
foreign currency and use the cash generated by the project (in local currency) to repay the
foreign exchange loan, the currency risk can be reduced or even elimi-nated through hedging
instruments that swap the foreign exchange debt obligations into local currency obligations.
Technical assistance. Donor-financed capacity development can strengthen project preparation
and implementation, reducing future risks.

Source: Eyraud et al. 2021: 82.

Recommendations to the G7

How the G7 and international cooperation can help?

Recommendation 1: Recognise some international quality standards and certification schemes
as interoperable. The G7 could and should play a role in encouraging participation of impact
investors in impactful infrastructure projects by recognising a greater number of quality
standards worldwide, including regional initiatives. Depending on the regional specific context,
the quality dimensions that delivers high value for money may be slightly different. In that
perspective, it would be powerful if G7 members could recognise the value-added of regional
initiatives such as the African Union’s continental Programme for infrastructure development
in Africa (PIDA) that have developed a number of quality requirements that deliver high value

9
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for Africa’s development. For instance, the PIDA has as quality label (PQL) certifying that the
awarded projects meet excellent standards in project preparation and demonstrate strong
commitment to sustainability and quality standards. PIDA projects assessment criteria include
for example (i) job creation; (ii) high impact on regional integration; (iii) social inclusiveness, youth
and gender mainstreaming; (iv) climate resilience; (v) project technical viability and readiness for
private sector investment (African Union. 2020). Based on these criteria, African member states
have approved a list of 69 priority projects for 2021-2030.°

Recommendation 2: Establish a ' G/ PGII project preparation facility’ to team-up with existing
project preparation initiatives and scale-up support for clearly identified high-impact projects
through design-stage grants, guarantees and capacity-building initiatives. The G7 countries
could leverage a fraction of their special drawing rights (SDRs) at the IMF as guarantee and
design-stage grants to mobilise additional resources for a list of priority projects at regional
and country levels in developing countries (Traoré et al. 2023). Such contributions can take the
form of a ‘G7 PGII Feasibility study fund’ or ‘G7 PGII project preparation facility’ for a specific
list of high-impact infrastructure projects clearly identified by recipient countries and regional
organisations’ priority action plans. Alternatively, G7 contributions can support transformative
cross-border or country-level PPP project through dedicated regional facilities such as the
Africa50 Infrastructure Fund, the Africa finance corporation, the ASEAN infrastructure fund, or
the Asian Infrastructure Investment Bank. Giventhe scarcity of resourcesfor project preparation,
G7 efforts should help catalyse and scale-up resources, go hand in hand with existing project
preparation facilities. Coordination with G20 efforts and regional development banks in this
areais important to create synergies and increase available resource and impact.

Recommendation 3: Provide direct concessional capital investment for a list of transformative
projects. Thisincludes effortsforaggregatingmultiple projects - e.g.through portfolioinvestment
mechanisms - to help achieve the needed investment ticket sizes. In the case of Africa, priority
can be given to the 69 priority projects listed in the PIDA 2021-2030 implementation plan. This
can deliver concrete results in a relatively short period of time, as the PIDA projects portfolio
investment needs is about 161 billion US dollars in total. And each of these projects enjoys strong
national and/or regional-level commitment from public institutions.

The G7'ssupportcanbechannelledthroughthe Service Delivery Mechanism (SDM) of the African
Union Development Agency (AUDA-NEPAD) and the related Infrastructure Project Preparation
Facility (NEPAD-IPPF) hosted by the African Development Bank. The SDM is an infrastructure
project preparation instrument established in 2014 by the African Union within AUDA-NEPAD
to address early-stage project preparation challenges - such as the lack of capacity and financial
resources for early-stage project preparation at the national and regional level - and to accelerate
the implementation of PIDA priority projects. The SDM has also a “5 % Agenda” campaign that

> See PIDA PAP 2 list of 69 approved projects: https://pp2.au-pida.org/?p=32139.
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aims to mobilise 5 per cent of African private financial assets for African infrastructure projects
development, upfromits low base of approximately of 1.5 per cent (AUDA-NEPAD 2018; OECD/
ACET 2020).
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