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INTRODUCTION

The International Finance Corporation (IFC) is in the process of a considerable transformation, de-
signed to grow its operations and expand their development impact. By 2030, the Corporation has
committed that 40 percent of annual own-account commitments will be in International Develop-
ment Association (IDA) and fragile and conflict-affected states, requiring a quadrupling of annual
program delivery in those countries. In addition, the corporation has promised to invest more heavily
in climate-friendly projects, as well as focus more on projects with the potential for significant devel-
opment outcomes.

IFC’s board and leadership understand that meeting these goals requires a change in the way that the
corporation operates, and a number of recent reforms will help it to deliver. But while these reforms
are a welcome start, the IFC will have to change further if it is to meet its targets and reach its devel-
opment potential. This paper discusses the rationale and elements of that change agenda, focused on
ensuring the IFC best serves its ultimate clients.

The traditional focus of the corporation is reflected in who it views as its customer. “Clients” in IFC
parlance are companies, financial institutions, or other private enterprises. The IFC usually only re-
fers to “client countries” in the context of technical assistance operations.' In order to scale the cor-
poration’s impact, the IFC should embrace the idea of dual clients for its investments: companies and
countries. Companies would remain the recipients of project financial support, but low- and mid-
dle-income countries and the people in them are the ultimate clients, and sectoral transformation in
service of sustainable development should be the IFC’s goal. That is the goal that the reforms proposed
in this paper are designed to meet.

The next sections discuss the need for reform and the IFC’s existing reform efforts as well as some spe-
cific proposals for policy change at the corporation to help deliver on a transformative agenda.

MOTIVATION FOR REFORM AND RECENT REFORM EFFORTS

While the IFC has backed many hundreds of successful projects, its traditional model (largely reactive,
focused on firms as clients) has struggled to achieve transformative impact in the countries and sec-
tors where that is a plausible goal:

* The reactive model considerably limits the number of firms the corporation works with. The IFC
is reliant on repeat clients for more than half of its commitment volumes.?
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IFC struggles to find new clients in poor and small countries in particular, in part because the ex-
isting pool of formal firms operating at scale in those countries is so small. In sub-Saharan Africa,
outside of South Africa, there are only approximately 183 firms with revenues greater than $500
million, and even a large country like Ethiopia only has 43 firms which employ more than 500
people.? Total net foreign direct investment (FDI) into low-income countries (LICs) and lower-
middle-income countries (LMICs) in 2017 was an average of less than $2 billion per economy,
with a median net flow of just $375 million.* To quote the mid-term review of the World Bank
Group’s Private Sector Window (PSW) focused on IFC deals in IDA countries, “deal origination in
PSW-eligible markets does not come easy.”

The portfolio is considerably concentrated in two sectors where there are existing large firms:
banking and infrastructure.’ In those sectors in poorer countries, there is a growing problem of
development finance saturation. In 2016, looking at IDA-country deals with financing informa-
tion in the World Bank’s Private Participation in Infrastructure database, 61 percent of finance
was provided by multilateral and bilateral institutions and public financing institutions in the
countries home to the investment. This problem will intensify as development finance institu-
tions including the IFC are planning to double volumes in poorer countries.®

Few project sponsors offering investment opportunities and development finance saturation in
in poorer countries help explain why IFC’s investments remain concentrated in countries where
itis macroeconomically irrelevant. The largest investment totals are in India, China, Russia, Tur-
key, and Brazil, where IFC inflows are worth a few percentage points of total FDI flows. Mean-
while the share of IFC investments in IDA countries fell from 29 percent 2000-17 to 24 percent
in 2019.7

‘While the considerable majority of individual IFC projects have delivered development impact, it
is much harder to find evidence of systemic impact at the sector level even in the largest business
lines of infrastructure and finance. There is no relationship between IFC investments in electric-
ity generation in a country and subsequent electricity consumption, nor between transmission
and distribution investments and electricity access, nor between IFC investment in the finance
sector and subsequent increases in account ownership or the number of bank borrowers.® In
part, this will reflect the fact that in a primarily reactive financing model, it appears IFC involve-
ment is not usually necessary for the project to go ahead, so that summed project development
impact is considerably larger than IFC-specific impact.®

More broadly, there is little sign of (potential) impact across client countries in these sectors. If
anything, the trend in private participation in infrastructure in developing countries as a whole,
or IDA countries in particular, has been negative since 2010."° Meanwhile the micro, small and
medium enterprise finance gap is estimated at $5 trillion in low- and middle-income countries,"
or about 264 times the IFC’s total outstanding portfolio in finance and insurance.'

The pressure to expand financing volumes under a primarily reactive model has been a force be-
hind inappropriate use of (sometimes subsidized) resources to back deals that go against princi-
ples endorsed by the Bank Group. For example, unsolicited power deals accounted for an average
of 37 percent of the megawatts IFC co-financed between 2015 and 2019.” This happened despite
the guidance on unsolicited projects produced by the World Bank Group which notes they “face
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many challenges, ranging from explicit allegations of misuse of public resources, corruption,
fraud and poor quality of the resulting infrastructure assets and/or services, to lack of competi-
tion.”"* The first two power projects supported by subsidies from the IDA PSW were both awarded
non-competitively.” Subsidy use in these cases distorts, rather than creates, markets.

* Again, afocus on firms as clients rather than countries as clients has been a factor in support for
projects with significant negative social and environmental impacts and slow response to con-
cerns raised about those projects.'®

Focusing on country and sectoral development needs and challenges, rather than on meeting the fi-
nancing requirements of a comparatively small set of existing project sponsors, is the way that the IFC
has demonstrated greatest impact in the past, and is the key to scaling both investment and impact in
the places and the industries where there is the greatest need for the IFC’s support. The corporation
has undergone an important evolution towards that model under the IFC 3.0 strategy, re-orienting to
a more deliberate and systematic approach to market development.” There are a number of elements
to this reform including:

¢ Introducing IFC Country Strategies and country private sector diagnostics, strengthening collab-
oration with the World Bank on those strategies. The strategies will build off country diagnostics
and evolve to propose specific projects that IFC can design from the ground up in response to
identified development challenges for the country.'® They will help drive country-driven budget
allocation.

* Recognizing the upstream business development as a vital tool and hiring 200 staff primarily
tasked with expanding opportunities for private investments through creating, incubating, or
shaping high-impact projects.

* Committing to a specific focus on climate (with a goal of 35 percent of finance being climate
related) and exploring a role in the support of other investments that might have considerable
international spillovers including around pandemic response.

* (Creating the Economics and Private Sector Development Vice Presidential Unit and introduc-
ing the Anticipated Impact Measurement and Monitoring (AIMM) framework, which embeds
discussion of development impact, including spillovers beyond IFC’s investment on structure
and functioning of the market, into the project design and decision-making process as well as
providing a tool to monitor performance during the life of the project.

* Committing to greater transparency and use of competition in the use of subsidies as well as caps
on subsidy use.

* Moving towards a stronger safeguard system including greater independence, more rapid re-
sponse, and remediation, as part of a comprehensive response to the External Review of IFC’s/
MIGA's Environmental and Social Accountability.”

The IFC should complete its evolution towards an institution dominated by a proactive project initia-
tion approach that aims at global integration in IDA countries and global public goods in IBRD coun-
tries. That would allow for the possibility of working with more new project sponsors in a wider range
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of sectors. It would reduce the risk of development finance saturation and allow for a greater concen-
tration of resources in the economies and sectors that could benefit from IFC support the most. In
addition, by taking a strategic approach to investments that considers sectoral constraints as well as
investments with considerable spillovers, the IFC considerably increases the chance that its financing
leads to measurable development impact at the sectoral level. This would see project impact and IFC
impact more closely aligned. And a deliberate approach of trying to maximize development impact
(and minimize harms) should help target financing including subsidies to more efficient uses in proj-
ects with the potential for considerable positive development returns.

FURTHER EVOLUTION

The IFC’s investment rationale has been primarily built around ameliorating failures in the market for
finance, and its analytical and advisory work around fixing government failure—Inefficient or exces-
sive government regulation or service provision. Both are valid roles, but we have seen that they have,
first, largely constrained the institution to investing in projects which project sponsors are already
available and primarily seek finance as an input from the IFC and, second, limited the organization’s
ability to explore a wider range of potential projects that might need launching or incubating to reach
the investment stage.”® Existing reforms will help shift IFC to a new model, but they should go further,
building on examples of past success in creating markets and revitalizing sectors.

The IFC should use the analytical and engagement work underpinning the new country strategies,
alongside expanded upstream staffing, to more actively seek out and develop specific sectoral oppor-
tunities where there is the potential to demonstrate if new economic activities can be profitable and
spur development.

That will certainly include work in the IFC’s existing primary areas of focus: financial sector expansion
(support for a new mortgage market, as it might be) and support for sectoral development in infra-
structure. The IFC’s role in electricity in In Kenya and Uganda may provide an example to build on: the
Bank Group worked together on sector reform and development, commercializing and strengthening
the capacity of electricity companies, tariff and regulatory reform, and capacity building. The IFC also
provided support for investments. National connection rates for electricity more than doubled during
1990-2014, along with improvements in consumption and financial viability. Both the Kenyan and
Ugandan electricity companies are now listed on the Nairobi stock exchange.?

But perhaps the greatest opportunity for a new approach is in the sectors outside of these largest ex-
isting IFC portfolios, in particular industry, agriculture, and non-financial services, and in particular
regarding export industries and those with a large global public good spillover.

In many IDA countries, where the IFC has the scale to be a major country partner in overall private sec-
tor development, strategies should be based around the ambition to build diversified and competitive
export sectors, integrating into global supply chains. IFC’s current focus leaves it largely absent from
agriculture, manufacturing or service exporting industries (with some notable exceptions including
recent projects around the cashew nut value chain in Cambodia and Cote d’Ivoire). But export-led
growth appears to have been an important element in the success of many economies with particu-
larly rapid development over the past few decades, including the East Asian “miracle” countries.?
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In an environment of coordination and information failures there is a role to support the diversifica-
tion and upgrading process necessary to participate in international markets.”® “Miracle” countries
coordinated complimentary investments and provided financial and technical support to encourage
exports.”* IFC could play a far greater role in providing its own analysis, financial, and technical sup-
port to export-led strategies in IDA countries.

The complex web of enabling factors that underpin export competitiveness and integration into global
supply chains in a particular sector calls for a fine-grained analysis at the sectoral or sub-sectoral level
going beyond broad categorizations and aggregations (measures of “human capital,” national business
rankings).?® This analysis could help uncover both opportunities but also constraints that might be re-
lieved by a separate IFC investment project and/or a concurrent World Bank (or other donor) activity.?®

In some (perhaps many) cases, the analysis might conclude that structural factors preclude potentially
competitive investments, but even in these cases detailed analysis will help build up a picture of which
structural factors are most problematic.” This work should feed into IFC country strategies that lay out
priorities for sector development and propose specific investment programs to be designed with the
support of the corporation, rather than simply listing the current project pipeline.?®

Subsequently, the IFC should work with client governments, domestic and international firms, and
entrepreneurs, to develop these potential investments—both in tradeable industry and compli-
mentary infrastructure—that could be delivered by the private sector. In some circumstances, this
might involve working with (and/or helping to reform) national development banks, which (much
like the IFC itself) tend to be focused on micro and SME finance alongside infrastructure® In others,
it might involve incubating and spinning out project sponsor vehicles (providing a considerable and
long-term stream of technical assistance and (where appropriate) finance to local entrepreneurs with
the capabilities and ambition to scale their business).

With the leverage of financing, the IFC could ensure outside project sponsors were (where possible)
selected using open, transparent and competitive/level playing field approaches and met minimum
due diligence standards for IFC financing rather than opaque and non-competitive approaches that
may support favoring connected firms or individuals.* In the case of manufacturing, service indus-
tries and agriculture this might involve cooperation with governments to put in place tax or other in-
centives along with a guarantee of IFC financing at scale (assuming firms pass reasonable profitability
and due diligence hurdles).

There might also be a role for the use of subsidy mechanisms. Paul Collier, Neil Gregory, and Alexan-
dros Ragoussis propose a model where having created a diagnostic of sectors most likely to develop
clusters of firms in the near term the IFC provides subsidies to firms investing in those sectors through
an open call for proposals and pro-active invitations to firms.* Competition is a particularly powerful
tool to solve asymmetric information problems linked to providing subsidized finance—firms know
the subsidy they require to execute a project, while investors do not.** Firms would be invited to ap-
ply for subsidized finance to create businesses in a particular cluster, with the firm submitting the
proposal which requires the lowest subsidy as a proportion of IFC’s investment (potentially alongside
hurdle conditions including due diligence and employment creation) selected to receive the subsidy.

It should be noted that “picking (sub-)sectoral winners,” as proposed above, has a distinctly mixed re-
cord in developing countries.* This speaks to the reality that any process of export diversification and
integration into global supply chains will be one of searching as much if not more so than planning,
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and will require a high tolerance for failure in an environment which supports learning by doing.3
This will likely reduce the corporation’s average returns, but also speaks to the benefits of partnering
with national development banks, alongside other development finance institutions, to diversify that
risk. IFC could play a valuable role in developing performance criteria for continued or evolved sup-
port to a sector/industry in terms of early investment performance as well as drawing lessons from
failure for future investments. The “traditional” (reactive) projects that remain in the IFC’s portfolio
should provide both market intelligence and an additional level of diversification.*

Inlarger, wealthier countries where IFC’s investment activities will be comparatively marginal in scale
compared to the overall economy, the institution could nonetheless play a valuable role in support
of transformation and development in subsectors where there are particularly large global spillover
benefits. This might include energy, low-carbon cement/construction, pharmaceutical production
and migration/international education.* A similar combination of analysis of (sub-)sector/country
specific constraints, technical assistance and support for firms through open and/or competitive ap-
proaches could prove transformational.

In some cases, this strategy might involve cross-country initiatives to back investments, building on
the example of the World Bank Group’s Scaling Solar. Under that initiative, the Bank Group works to-
gether to help countries prepare solar power projects, bid out tenders and provide finance to bidders.
Recent Scaling Solar activities included working with Zambia’s Industrial Development Corporation
to competitively auction two large scale projects that garnered the lowest solar tariffs in Africa at the
time (although note that use of subsidies may have created unrealistic expectations that these tariffs
could be easily matched). In the area of international education/migration, the IFC might build on the
model of the US Development Finance Corporation’s investment in Prodigy Finance, which provides
loans to finance MA courses, or work with governments and sponsor firms on creating skills partner-
ships which provide training to potential migrants in developing countries to help them meet the
skills requirements of sponsoring firms in richer countries.

CONCLUSION AND POLICY RECOMMENDATIONS

The IFC has promised to significantly ramp up operations, in particular in the poorest countries and
in the delivery of global public goods. It intends to do so by taking a far more proactive approach to
project development. This is both necessary and beneficial: necessary to scale the pipeline of projects,
and beneficial because it is likely to increase the development impact of those projects. This paper
suggests pushing further and faster in the direction that the corporation is already travelling. Helping
client countries to develop sectors alongside helping client firms deliver projects will allow for more
transformative impact. The IFC should:

* Further develop sectoral analytical capacity and upstream project development including an
expanded effort around enterprise surveys, constraints analysis, and development of specific
industry expertise including firm management capacity.

* Move further toward a pro-active investment approach and fully embed investment decisions in
country-sector strategies agreed in dialogue with client countries—in IDA countries towards ex-
port-led competitiveness, in IBRD toward global public goods. Work more closely with national
development banks including on reform efforts. Consider incubating and spinning out project
sponsor vehicles in select cases with a specific effort to identify local entrepreneurs with the ca-
pabilities and ambition to operate at scale.

IFC3.1?



¢ Shift the portfolio mix in IDA countries towards investment in tradeable manufacturing, ser-
vices, agriculture and agro-processing, alongside infrastructure and services prioritized on their
contribution to trade competitiveness and global value chain integration. Shift the portfolio mix
in IBRD countries towards global public good provision including renewable energy, low-carbon
construction and transport, pharmaceutical capacity, support for skilled labor mobility.

* Move further toward tolerance of failure by de-emphasizing returns as a project success measure
and including incentives for groundbreaking deals in new sectors/ industries alongside develop-
ment of metrics that encourage rapid exit from failing approaches or investments.

* Use subsidies solely in the selective, competitive, support of investments proactively chosen
based on potential impact on sectoral development outcomes.

* Adopt a “first do no development harm” strategy: eschew projects that are not developed using
best practice, including a soft ban on unsolicited projects that create government liabilities, and
more fully integrate social and environmental safeguarding into the project development pro-
cess and strengthen the independent oversight of safeguard policies and remedial action.

Much of the IFC’s portfolio will remain reactive and non-competitive. But to the extent it can move
further towards approaches that involve cooperation with host governments, and that are market
making, transparent and competitive (in particular regarding subsidy use) the corporation’s develop-
ment impact will considerably increase.

In support of this agenda, IFC’s shareholders should accept a proactive approach, which will involve a
larger staff headcount and operating budget alongside potentially lower returns. They should also give
the corporation the scale to play a significant role in global public good provision, potentially enabled
by a climate-dedicated capital increase.*” A larger IFC overall could simultaneously better absorb the
risks of larger, more diversified portfolio in lower-income countries.

Many thanks to Clemence Landers, Paddy Carter, and Masood Ahmed for comments.
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