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Foreword

The private sector plays a key role in spurring economic development. This role has long

been recognized in the developed economies and is also given an increasingly prominent

priority in international development policy. The recent Africa Commissi on6s Copenhagen
Statement highlighted the creation of jobs, particularly for young people, as the top priority

for development. This signals a renewed interest in private sector approaches to

development that has been emerging for some years now.

The colleagues who work in development finance institutions (DFIs) recognize that
economic and social development is a long-term undertaking. There is not one single
approach that will ensure the development of the business environment in developing
countries. Public policy interventions will also always play an important role alongside
private sector investment. Today, there is a need for intense examination of the optimal mix
of policies and for debate about how we can best stimulate private sector growth,
particularly at a time of financial crisis.

This report, written by the advisory group Dalberg Global Development Advisors, offers a
contribution to this debate. It presents in a clear and straight-forward way the rationale for
private sector investments in international development policy. It also conveys important
data about the roles and impacts of the DFIs and links it to the broader debate about global
development goals.

The Association of European Development Finance Institutions (EDFI) welcomes the
contribution of this report to the debate about the role of DFls in international development
policy. | hope the report will help spark the interest of the public and policy-makers in this
important topic.

N
ST

Jan Rixen,
General Manager
Association of European Development Finance Institutions (EDFI)



Executive Summary

Development Finance Institutions (DFIs) are state-owned risk capital investment funds.
Their role in development cooperation is to invest in sustainable and profitable businesses
in developing countries. DFIs are well-known in most of Europe where their strong track
record in promoting development is widely acknowledged. In the Nordic countries, however,
their methods and achievements are less understood.

This report provides an introduction to the Nordic DFIs and their work. It also puts them into
the context of current international development policy priorities, including fighting poverty
in Africa and preventing the worst effects of the global financial crisis on the wo r Ipdoé. s

Thereport concl udes that the DMHllere Bnet he i mper hatt ol
development policies of the Nordic countries with aid and multilateral development banks

being the two other pillars. They play a growing role in reaching the development goals of

the Nordic governments. They can also act as an important counter-cyclical force in the

economic downturn.

A thriving private sector is the engine of growth

The number of people living in extreme poverty worldwide has levelled off over the past few
years. Reforms under way in many countries in Africa have produced significant results in
terms of growth and stability over the last decade. But many countries are still facing many
obstacles to poverty reduction. The continuation of the positive trend in economic growth is
essential for poverty reduction.

Private sector investment is strongly associated with economic growth. According to one

major global survey by World Bank, more than 70% of the worl dbés p
way to escape poverty is to get a job. A recent Gallup survey among people living in Sub-

Saharan Africa particularly highlights jobs for youth as a top priority. This means that if the

private sector in Africa does not grow very rapidly, many of the half a billion African youths

between five and 24 comprising about 50% of the total African population will grow up

without prospects of a job.

Small and medium sized enterprises (SMESs) represent the backbone of economic activity in
developing countries, just as they do in the Nordic countries. There is a clear relationship
between the share of SMEs in an economy and its wealth. But access to finance is often
better for large and micro enterprises than for SMEs in developing countries. This gives rise
to a probl em r efseirmge dniithbe Baesentarpgnises withrthegotential to
grow and create jobs but without access to the financing they need to fulfil their potential.

The Nordic DFls

The Nordic DFIs are part of the Association of European Development Finance Institutions
(EDFI). There are 16 EDFI members, all state-owned investment funds (except for OeEB
and Sifem), all mandated by their governments to invest in developing countries and
emerging markets. Together they have a consolidated portfolio o f @ Killon with 4,221
projects at the end of 2008, in comparison with the International Finance Corporation (IFC)



with 025.1 billion and 1,560 projects. The EDFIs have a large share of their projects in
developing countries in Africa, the Caribbean, the Pacific, Asia and Latin America. Overall,
the EDFls tend to have relatively small projects in development-related sectors compared
with IFC.

The European DFls all have different areas of specialization and expertise, often reflecting
the comparative advantages of partners in their home economies. This diversity is one of
the strengths of the DFIs and helps prevent a one-size-fits-all approach to private sector
development in the countries where they invest.

Each of the Nordic countries has its own DFI: Finnfund (Finland), IFU (Denmark), Norfund
(Norway) and Swedfund (Sweden). These funds cooperate closely, primarily by sharing
knowledge and experiences. Each of them is profiled in this report.

The value added of DFIs in international development policy

The rationale behind t he DFI Dbusiness model is to be fAaddi
additional in the sense that they seek to invest in regions, sectors and segments that would

not otherwise have had access to finance for the private sector. They seek to bring in

expertise and provide the support needed to ensure real commercial development of their

investments rather than taking a buy-and-sell orientation. DFIs are catalytic by partnering

with co-investors and enabling other private sector investors to follow in areas and places

that they have proven to offer sustainable investment opportunities.

DFls offer a particular value added to development policy in three areas:

¢ Investing in under-served project types and settings (SMEs, agribusiness, post-conflict
settings, etc.)

e Investing in undercapitalized sectors (specialization in financial services, energy,
infrastructure, etc.)

e Mobilizing other investors (by sharing knowledge, setting standards, etc.)

Development impact

DFlIs have a significant direct and indirect impact on developing countries in which they
operate. A recent study indicates that the European DFls together sustained close to two
million direct and indirect full time jobs through their investments in 2008. In addition, their
investments generated around 02 billion in tax revenue for governments in developing
countries.

These significant economic effects are also a major contribution to achieving the Millennium
Development Goals (MDGSs), the eight specific goals to be met by 2015 that measure
progress in the fight against extreme poverty around the world, and which were agreed at
the UN Millennium Summit in New York in 2000. When DFls help finance SMEs or
contribute to the development of essential infrastructure in developing countries they have a
direct and sustainable impact on poverty.



Links to the global financial crisis

The African continent has fared quite well against initial shocks of the financial crisis, but
remains vulnerable to longer-term impacts of reduced investment and broken private
investor commitments. As private investors withdraw, private sector projects are being
delayed or even suspended.

DFls could play an important role in ensuring that positive developments in Africa over the
last decade are not undermined. While private sector investments fluctuate significantly,
DFlIs have maintained a level of investment similar to that before the global financial crisis.
For example, the total African portfolio of the European DFIs grew by about 10% from 2007
to 2008 equalling U4.3 billion at the end of 2008. DFIs can play a particularly significant role
in back-stopping local financial institutions.

However, the DFIs have been severely constrained in their ability to take an active counter-
cyclical role in the recent financial crisis. Most global recapitalization funds have gone to
international financial institutions as part of the collaboration between major economies. Of
the Nordic DFIs, Norfund and Swedfund have received annual capital injections the last
couple of years, but only Swedfund has received new capital injections (close to U30
million) with a specific mandate to counter-act the financial crisis in developing countries.
Several DFIs also experience that their ability to act is constrained by operational rules
related to, for instance, the level of participation in individual investments.

DFIsi the i T h iPillatd of Nordic international development policy

DFls can be seen as a third pillar in Nordic international development policy, alongside:

e Aid T donations provided to public and civil society partners through bilateral and
multilateral assistance programmes

e Multilateral development banks i loan, grant and guarantee financing provided through
international and regional financial institutions

All three of these pillars are a valid and important component of international development
policy. They represent very different and highly complementary strategies for fighting
poverty. All three pillars recognize the role of private sector growth in ensuring sustainable
development. But DFIs are the channel that most directly delivers this strategy by providing
private sector finance where it is most needed in developing countries. It will be very difficult
to achieve international development goals without scaling up these efforts.

DFls are still very much the smaller partner in Nordic development policy. Net capital
infusions to DFIs from governments in the Nordic countries over the last decade are less
than 1% of official development assistance through other bilateral and multilateral channels.

This report aims to improve the understanding of the value-added of the DFIs and, in doing
so, to spark more debate in each of the Nordic countries about the potential benefits of
expanding the role of DFIs in development policies.
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1 Introduction
1.1 Context and objectives

Context

The national development finance institutions (DFIs) play an important and growing role in
development policies, also in the Nordic countries. However, the approaches and
achievements of DFIs are not always visible and well-understood by policy makers and the
public in the Nordic countries.

The approach and experience of the DFIs make them an attractive partner in the drive to
fight global poverty. Particularly at this time where a global financial crisis is threatening to
set back the recent advances, DFIs merit particular attention as a key way to counter-act
the crisis by promoting sustainable economic development and job creation in developing
economies.

Objectives

The aims of this report are to:

e Improve the understanding among decision makers and informed public of the value-
add of DFIs

¢ Make the case that DFls are the 3rd pillar of Nordic international development policies.
Additional finance for the private sector as offered by the DFIs plays a crucial role next
to the other two main pillars of aid and development banks, in particular around creating
economic growth

e Spark debate about their potential expanded contribution to international development

1.2 Report process

Dalberg Global Development Advisors was commissioned by Norfund and Swedfund to
produce an introduction to the role of the Nordic Development Finance Institutions in
international development policy. The research effort took place between August and
October 2009. The Dalberg team collected data and perspectives from a range of actors
familiar with the work of the Nordic and European DFIs. Economic data was collected from
a range of authoritative sources to put development challenges into context. Extensive data
was also collected directly from a number of DFIs to build up the fact base for profile and
case studies.

Dalberg is an international advisory group focused on global challenges and development.
Dalberg serves a broad cross-section of actors across aid agencies, multilateral banks and
investors. The group works on the ground in developing countries and provides research
and advice at the global level.



2  Priorities in international development policy today
2.1 Development progress has been slow but steady in developing countries

Although achievement of the Millennium Development Goals is behind schedule,
progress has been made on some of the goals®

The number of people living in poverty has levelled off over the pastfew years. Af r i caé s
poverty rate has fallen by almost 6% since 2000, primary school enrolment has increased
by 36% between 1999 and 2005,% and infant and child mortality have decreased by 21%
between 1990 and 2008°. Furthermore, macroeconomic reforms underway in countries in
Africa are producing results in terms of growth and stability. Government setbacks in the
1970s and 1980s in Ghana, Uganda, Tanzania and Nigeria have served as important
lessons,* and success stories have emerged, such as Ghana, which after decades of poor
governance has implemented political and economic reforms since the early 1990s leading
to significant declines in inflation and poverty accompanied with impressive economic
growth®.

Economic growth has been an important driver for poverty alleviation

Poverty reduction faces numerous obstacles, especially in the context of several major
global economic challenges. The challenges include:

¢ A financial crisis in the developed countries;

e A growing need for sustainable energy;

¢ The increasing threat of climate change impacts; and

e A global food crisis.

Despite these challenges and continued high levels of poverty, there is reason for hope as
Africa and Asia experience steady growth while OECD countries slow down. GDP per

capita has risen steadily in these regions since 1994, and in 2007 Africa had a growth rate
of 6.6%, Asian developing countries 9.7%, the Middle East 5.8% and Latin America 5.6%°.

Exhibit 1 below shows the evolution of GDP growth since 1980 and projected growth

through 2014. This positive trend in economic growth is essential for poverty reduction. One

significant indication of this link is provided bytheWor | d Bank study #AGrowt h |
the Pooroof 80 countries over four decades which shows that as the economy grows, the

income of poor people (defined as the bottom fifth of the population) rises by about as much

as the income of everyone else’.



Exhibit1 - African countries experienced high growth in the past 10 years

GDP growth in Asian developing countries*, Sub-Saharan Africa, and OECD

Percent, 1980 — 2014E r12
10
-8
Asian developing
countries -6
Sub-Saharan L4
Africa
-2
QECD
I V T T T T T ] 0
1980 1985 1990 1985 2000 2005 2010 20‘152
Year
- -4

* Composed of 23 countries: Bangladesh. Bhutan, Cambodia. China. Fiji. India. Indonesia. Kiribati, Lao People’s Democratic Republic, Malaysia, Maldives,
Myanmar, Nepal, Pakistan, Papua New Guinea, Philippines, Samoa, Solomon Islands, Sri Lanka, Thailand, Tonga, Vanuatu, Vietnam

Source: International Monetary Fund. (2008): World Economic Outlook database

2.2 Growth of the private sector, especially of small and medium enterprises,
is essential for economic growth

A thriving private sector is the engine of economic growth

A favourable investment climate helps companies flourish and create jobs. Private
investment is strongly associated with economic growth®. Research suggests that private
investment is more closely associated with growth than public sector investment®. This
conclusion was especially pronounced during the 1990s where many countries faced public
spending constraints but accelerations in private investment, due to market liberalization
and reforms.

Exhibit 2 below illustrates the association of private investment with economic growth.



Exhibit 2—- Private investmentis strongly associated with economic growth

Investment and economic growth in selected developing countries
Percent of GDP, 1970-1998
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Source: Bouton, L., and Sumlinski. M. (2000): “Trends in Private Investment in Developing Countries: Statistics for 1970-1998." Discussion
Paper21. Intemational Finance Corparation, Washington DC

Growth of the private sector is one of the keys to sustainable development'?. Private firms
are a powerful source of job creation in the developing world, which has shown to reduce
poverty. Two surveys, from the World Bank and Gallup, support this view. The World Bank
survey ivoices of the Poorohighlights the factt hat more than 70% of t he
believe that the best way of escaping from poverty is to get a job™. A survey conducted by
Gallup in 26 Sub-Saharan African countries asked 26,506 Africans to rank what they
consider as most important to development*?. Jobs for youth was identified as the fourth
most urgent need which was linked to the two first priorities: Reducing poverty and reducing
hunger. This means that if the private sector in Africa does not grow very rapidly, many of
the half a billion African youths between five and 24 comprising about 50% of the total
African population will grow up without prospects of a job™®. Private enterprises also
generate tax revenue and promote investment, information sharing and empowerment of
local businesses.

The recent Copenhagen Statement by the African Commission put it like this: i St r o n g
growth and employment opportunities are required to achieve the MDGs, and sustain
progress already made in the area¥% of health, f

Small and medium enterprises (SMEs) are the backbone of economic activity, and
help achieve growth and reduce poverty

At a macroeconomic level, the SME sector is correlated with GDP per capita. Exhibit 3
below shows the positive relationship between the size of the formal small business sector
and economic development.



Exhibit 3 - The size of the SME sector is directly correlated with GDP per capita

Comparison of GDP per capita to the size of the formal SME sector*
Real GDP per capita in US$; Share of employment in percent
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* 76 countries in sample with results averaged over the 1980s. 17 of which are low-income countries, 31 are middle income and 28 are high income.
Source: Ayyagari, Beck and Demirguc-Kunt. (2003); “Small and Medium Enterprises across the Globe: A Mew Database”. World Bank

SMEs generate a substantial proportion of GDP and employ a large share of the workforce
in most developed and developing economies. In OECD economies SMEs and
microenterprises account for over 95% of firms, 60-70% of employment, 55% of GDP and
generate the |ionbds share of new jobs

In developing countries, more than 90% of all firms outside the agricultural sector are SMEs
and microenterprises, generating approximately 13% of GDP in low income countries and
39% in middle income countries™. The examples of Morocco, Bangladesh and Ecuador
further demonstrate the importance of the SME sector. In Morocco, 93% of industrial firms
are SMEs and account for 38% of production, 33% of investment, 30% of exports and 46%
of employment. In Bangladesh, enterprises with less than 100 employees account for 99%
of firms and 58% of employment. In Ecuador, 99% of all private companies have less than
50 employees and account for 55% of employment.

Investment in small businesses can realize financial returns and substantial multiplier
effects in the economy. At a minimum, small businesses generate impact through job and
wealth creation and through the products and services they deliver:

e Employees i wage increases, non salary benefits and labour mability through training
e Customers i improved quality and/or lower price of goods and services

e Suppliers 1 increased demand for and sales of goods

e Governmenti value-added tax revenues

e Broader community i e.g., environmental gains, development of social infrastructure
e Large corporations i supplies and services provided




The 10 selected case studies in Exhibit 4 below demonstrate S M Bdtiplier effects on the
broader community, which leads to high levels of indirect societal returns and benefits,
greatly exceeding direct financial returns. These 10 investments in Central and Eastern
Europe (CEE) and Latin America show a 26% average return on investment, while the
Economic Rate of Return (ERR), which is a broader measure also incorporating the
additional benefits and costs to stakeholders in the surrounding community, stands at 83%.

Exhibit4 — SMEs create positive effects on local communities in developing
countries

SME Internal Rate of Return (IRR)* and Economic Rate of Return
(ERR)** on 10 selected case study investments***

Percent, Between 1993 and 2002
[ ]IRR —Financial return’

260 - B ERR includes benefits
245 to all stakeholders?
=+ 122
120
100 90 Average
ERR of
80 57 83%
60 | 4524 4 4 51
40 i Average
20 1 IRR of
04 26%
-20 - 12

Case studies 1-10

*Internal Rate of Return is derived from SEAF's valuation of each company, based on European Venture Capital Association methodology
**Economic Rate of Return is derived by SEAF by adding the benefits/costs of investment to stakeholder groups to the model used for calculating the project’s
financial returns
** 2 from Poland, 3 from Romania, 1 from Bulgaria, 4 from Peru and 1 from Bolivia
Source: SEAF “The Development Impact of Small and Medium Enterprises: Lessons Leamed from SEAF Investments”

However, access to finance is a significant constraint for small businesses in developing
countries. Large banks often have a tendency to favour serving larger and wealthier clients.
Meanwhile, as shown in Exhibit 5 below, small businesses are too large to qualify for
microfinance often lack debt and equity financing, instead relying on informal networks like
borrowing from family members or money lenders. Thi s cr eat es a QA mi
and equity financing.

S Si

ng

m



Company size

Large companies

Access to finance

Small and
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enterprises (-250
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Micro-enterprises
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Exhibit5 - Lack of access to finance for SMEs is a major barrier to growth

ILLUSTRATIVE

Finance size (€) and source

International commercial finance

2m

Local bank loans
500k

Personal loans
25k
Money lenders

5k Microfinance

Accesstofinanceis typically better for large and micro enterprises than for SMEs in developing countries

Source: Adapted from CFED Desktop Study: SMEs and Poverty Reduction: Thorsten Beck. Ash Demirguc-Kunt and Vojislav Maksimovic, “Financing Patterns Around
the World: Are Small Firms Different?”, Thorsten Beck and Asli Demirguc-Kunt, “Small and Medium Size Enterprises: Access to Finance as a Growth Constraint”

Exhibit 6 below shows that almost half of all small businesses with less than twenty staff in
low income countries consider access to finance as a major barrier to their current
operations, while only 14% do in high income countries.

access to finance as a major constraint

Share of businesses rating access to finance a major
constraint to current operations’

Source: World Bank Enterprise Surveys: World Bank List of Economies:

Exhibit 6 — Large share of small businesses in developing countries see

Percent
507 46
- Low income countries
40 4 I Lower middle income countries
[ 1Upper middle income countries
30 o7 30 [ ]High income countries
22
20 - 18
14
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10 4 7
0 _
<20 employees 20-99 employees 100+ employees
Size of business
* Countries weighted equally within income groups to calculate overall average: Data collected between 2002 and 2007




3  Overview of the European and Nordic DFls
3.1 Definition of a DFI

Definition of a DFI:

A bilateral development finance institution operates almost exclusively in developing
countries and countries with transition economies. It is mandated by its respective
government to provide long-term financing to the private sector, with specific value-added
development objectives, but on a sustainable commercial basis.

Word-by-word definition of a DFI:
Development i Aims to bridge the gap between commercial investments and government
development aid and thereby contribute to sustainable economic growth.

Finance i Role of an investor or co-investor who provides structured commercial financing
to foreign or domestic companies and financial institutions.

Institution 7 Specialized investment fund, usually majority owned by the government, with
close relations to the national development institutions, but with strong operational
independence.

3.2 Overview of the European DFls

The DFls vary in size but all have experienced strong growth

The consolidated portfolio of the 16 members of the Association of European Development

Finance Institutions (EDFIs)'®, at the end of 2008 stood at (16.7 billion (including un-

disbursed commitments) with 4,221 total projects®’. This marked an increase of (1.8 billion

(12%)over2 0 0 7 . I n comparison, the multil atled) al I nt er
consolidated portfolio (as of June 2008) stood at 25.1 billion with 1,560 total projects'®™*.

The DFIs have demonstrated solid financial performance
Together, EDFls generated a profit of G145 million in 2008%. Over a four year period, the
EDFIs have posted a total profit of almost (1.3 billion, and an average profit of 1316 million.

The EDFIs have strong presence in Africa and Least Developed Countries

26% of global portfolio was invested in Africa, the Caribbean and Pacific Islands (ACP),

compared with 11% by IFC. In total, the E D F IAGRportfolio equalleda ppr oxi matel y u0u4.
billion in 2008. The total portfolio in Africa constitutes almost the entire ACP portf ol i o at 04. .
billion in 2008 with 1,033 projects. New projects in Africain2008a mount ed toinul. 4 bi
263 projects.



The average size of investments by EDFIs is small relative to IFC

The average project size of the EDFIséglobal portfolio was just under i 4 .m@lion, ranging
from an Austrian OeEXrmanDEWGL 4.t3 Gndi. |6klgimn n | d rodc
SBIBMlata 775, 00@& comparison, the mul ti Wasfoaerr al
times greater than EDFI (at U16.1 million). IFC sponsored 2.7 times fewer individual

projects than EDFI, 1,560 projects in total versus 4,221.

The investment products and mechanisms differ among the EDFIs

Equity comprised 53% of E D F 086 billion portfolio; ranging from 100% at SIMEST and
91% in Norfund to 0% at AWS and Sofid. Overall, the EDFI portfolio breakdown includes:
Equity & Quasi-Equity (53%), Loans (40%), and Guarantees (7%). In comparison, IFC
focuses three-quarters of its investments on loans. The corresponding IFC distribution is
equity (21%), loans (73%) and guarantees (6%).

The EDFlIs invest in sectors considered to have positive social impact but have
varied focus areas dependent on their homeland expertise

EDFI average sector split: Finance sector (54%), Industry/manufacturing (21%),
Infrastructure (18%), Agribusiness (6%) and Other (2%). In the past three years, the
percentage of financial sector investments has increased from 33% in year 2000 to 54% at
the end of 2007. The percentage of agribusiness investments has also increased slightly,
while the percentage of investments in the remaining three sectors has slightly fallen
between 2006 and 2008.



Key statistics from the each of the DFIs, total of the 16 DFIs and IFC follow below.

Exhibit 71 Overview of the European DFls, end of 2008*

Development Country Portfolio in U | Growth 2007 |# of projects |Average Share of
Finance million? to 2008, project size, |portfolio in
Institution Percent UK ACP,
Percent
m Austria 627.5 26% 474 1,324 1%
I Belgium 172.9 37% 77 2,246 27%
C1DC | The united Kingdom 3,035.6 (20%) 682 4,451 45%
corinf8_ | Spain 431.0 16% 120 3,592 5%
#DEG Germany 4,427.4 24% 675 6,559 13%
Finland 309.2 29% 106 2,917 29%
FINNFUND
FM . The Netherlands 4,182.1 23% 873 4,791 28%
ml '.-l Denmark? 502.2 2% 303 1,657 19%
-2 0424 0
Norfuad Norway 491.3 2% 81 6,065 26%
CeEB Austria 71.5 11 5 14,300 0%
&P y 9
e [0PArCO|France 1,503.1 33% 300 5,010 45%
SV - 0 0
Eg Belgium 17.8 (18%) 23 775 12%
SIFEM Switzerland 250.2 13% 57 4,389 20%
GSIMEST | tatian 521.2 9% 361 1,444 5%
@ SOFID |Portugal 4.0 m 3 1,333 100%
Swedfund ®| sweden 172.4 29% 81 2,128 36%
EDFI European 16,719.7 12% 4,221 3,961 26%
Global 25,112.1 41% 1,560 16,098 11%
Source: EDFI, ( 2 0 0 2008:Confiparative analysis of EDFI members,0 and Swedfund (2009)
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3.3 Profile of the Nordic DFls

=

FINNFUND
Background®
Finnfund provides long-term risk capital for private projects in emerging markets and
Russia. Finnfund was established in 1980 within the context of broader government goals
to increase Finnish development aid. It operates as a Limited Liability Company (Oy).

Governance

Finnfund is 84.2% owned by the State of Finland, Finnvera Plc (the Finnish Export Credit
Agency (ECA)) owns 15.7% of the share capital and the Confederation of Finnish Industries
0.1%. Finnfund falls under the Ministry for Foreign Affairs. The Finnfund Board consists of
six members, one of whom is from the private sector. Three are appointed by the Ministry
for Foreign Affairs, one by the Ministry of Finance, one by Finnvera and one by the
Confederation of Finnish Industries.

Strategy

Finnfund does normally not finance more than one-third of total investment cost. Undue
country concentrations are avoided. Finnfund does not normally invest more equity than the
sponsor. An exit strategy must be in place when the investment is made. Investments are
done in DACZountries and others, as approved by the Government. Finnish interest is
required in connection with the investments. Finnfund has operating restrictions on tobacco,
alcohol/ hard liqueur and beer.

Portfolio

By the end of 2008, Finnfund had 106 projects and a consolidated portfolioof t 309 . 2.

a 29% growth rate from the previous year and grew further in 2009. Approximately half of
its portfolio was in equity and quasi-equity and the other half in loans. A majority of past
investments have been in manufacturing and the financial sector, but Finnfund finances
projects ranging from agribusiness and power generation to telecommunications and

services. See Exhibit 8 below for an overvi

Exhibit 817 Finnfund Investment Portfolio

Sector split Geographic split Investment type
Sector Percent share |Region Percent share |Type Percent share
Financial sector 46% ACP 29% Equity 43%
Infrastructure 17% Latin America 23% Loans 55%
Agribusiness - Asia 25% Guarantees 2%
Industry 27% EU, CIS/Russia 9%
Other 10% Middle-East 1%

Inter-regional 13%

Source: EDRODOBCompadatvea naliysi s of EDFI me mber s. 0
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Background?®

The Industrialisation Fund for Developing Countries (IFU) was established by the Danish
Government in 1967 as a self-governing Fund. In 1989 the Investment Fund for Central and
Eastern Europe was established (19).

Governance

IFU/IQ is 100% owned by the Danish government. The two Funds share the same
Supervisory Board and Executive Board. The IFU/I Board consists of ten members
appointed by the government, six of which are from the private sector.

Strategy

Il FU invests only in countries with a per capita
limtforLower Mi ddl e I ncome Countr i e$2.964)plIS@ths) (whi ¢
Africa, Botswana and Namibia. 1 invests only in Russia, Ukraine and Belarus. IFU has an

indicator limit for a single project, which is approximately 013.4million (DKK 100 million),

whereas partner risk is limited through the indicative limit that the partner(s) (at group level)

should not account for more than 20% ofthe Fund 6 s t ot all prdject engageme
Furthermore, as a guideline, the total engagement in a single country should normally not

exceed 30% oftheFund 6s t ot al p r oWherclEU/I@ witgdeagse threeshates

are normally offered to the other partners. IFU/IZ is tied to national interests as it is a

condition that it co-invest with a private Danish partner. IFU/IJ has operating restrictions

on, e.g., tobacco and hard liqueur.

Portfolio

By the end of 2008 IFU had 206 projects and an outstanding portfolio at cost of (1235 million
(DKK1.754 million), with approximately 60% equity and quasi-equity and 40% in loans. IFU
have particular focus on industry/manufacturing, infrastructure, agribusiness and the
financial sector. See Exhibit 9 below for an overview of IFU/IZ6 s vestnment portfolio.

Exhibit 91 IFU/I@ Investment Portfolio

Sector split Geographic split Investment type
Sector Percent share |Region Percent share |Type Percent share
Financial sector 10% ACP 19% Equity 58%
Infrastructure 14% Latin America 5% Loans 38%
Agribusiness 13% Asia 29% Guarantees 4%
Industry 52% EU, CIS/Russia 39%
Other 11% Middle-East 6%

Inter-regional 3%

Source: EDFI . (20093analbpdio8 CompRFlatmember s. o
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Background?®

The Norwegian Investment Fund for Developing Countries (Norfund) was established by
the Norwegian Parliament (the Storting) in 1997, under special legislation, as a separate
legal entity with limited liability. Norfund is an integral part of Norwegian development

cooperation with the mandate to operate as a commercial investor in the private sector in

developing countries.

Governance

Norfund is 100% owned by the Norwegian government and managed by the Ministers of
the Environment and International Development. The Norfund Board is appointed by the
Cabinet and consists of five members, four of whom are from the private sector.

Strategy

Norfund provides loans and invests in equity both directly in companies and through local or

regional funds. In geographic terms Norfund focus on four areas; Southern Africa, Eastern
Africa, Central America and the Mekong area. Norfund tries to identify commercial viable

projects where the lack of capital is greatest. Those projects are often located in the poorest

countries and Norfund has therefore a special focus on the least developed countries
(LDC). When focusing on LDCs, Norfund often accepts a more substantial role in project
development than most commercial investors would find appropriate. Norfund seeks to
invest in selected sectors where it already has experience or where it can build on in-depth
expertise in the Norwegian business community. Norfund works actively to promote social
and environmental sustainability.

Portfolio

By the end of 2008 Norfund had 81 projects and a consolidated portfolio of (1491.3 million,
91% of which in equity and quasi-equity, and 9% in loans. Infrastructure with an emphasis

on renewable energy and hydropower and the financial sectora r e

areas. See Exhibit 10 below for an overview of Norfundd s

Exhibit 107 Norfund Investment Portfolio

Nor fundos
i n vteatilime n

Sector split Geographic split Investment type
Sector Percent share |Region Percent share |Type Percent share
Financial sector 45% ACP 26% Equity 91%
Infrastructure 53% Latin America 38% Loans 9%
Agribusiness 2% Asia 30% Guarantees
Industry EU, CIS/Russia -
Other Middle-East -

Inter-regional 6%
Source: EDRODOBCompadativea naliysi s of EDFI me mber s. 0o
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Swedfund ®

Background?
Swedfund International AB, (Swedfund) has3 0 y e a r s de okinv@seng in emrerging
markets and operates as a Limited Liability Company (AB).

Governance

Swedfund is 100% owned by the Swedish state and belongs to the Ministry of Foreign
Affairs for operational guidelines and overall policy, but reports to the Ministry of Industry
and Trade. The Ministry of Industry and Trade nominates its board members (seven at
present), with one fAowner representativeo

Strategy

Swedfund can provide finance to investments in countries that are eligible for ODA finance.
Within this group Swedfund gives priority to the least developed countries (LDCs) and to
investments where the development impact is considered to be high. In Eastern Europe,
Swedfund can also invest in countries not eligible for ODA and that are non EU members. It
cannot make new investments in new EU member states. Swedfund has a policy not to
invest more than 15% of its equity in one single project and not more than 20% with one
strategic (normally Swedish) partner or more than 20% in any one country. A strategic
partner must take a financial risk equal
Swedfund has operating restrictions in relation to tobacco, alcohol/ hard liqueur, wine and
beer.

Portfolio

By the end of 2008, Swedfund had 81 projects and a consolidated portfolio of 1172.4
million. 59% of the portfolio was in equity and quasi-equity, and 41% in loans. Swedfund
had a 29% growth rate from the previous year. Swedfund focuses on financial institutions,
infrastructure and industry/manufacturing, including telecommunications. See Exhibit 11
below for an overview of Swedfund6s i nvest ment portfolio.

Exhibit 117 Swedfund Investment Portfolio

Sector split Geographic split Investment type
Sector Percent share |Region Percent share |Type Percent share
Financial sector 38% ACP 36% Equity 59%
Infrastructure 29% Latin America 4% Loans 41%
Agribusiness 3% Asia 33% Guarantees
Industry 22% EU, CIS/Russia  25%
Other 7% Middle-East 2%

Inter-regional -

Source: EDRODOBCompadativea naliysi s of EDFI me mber s. 0o
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3.4 Strength in diversity for the DFIs

Each DFI has different characteristics and strengths

The European DFIs have common mandates but they vary significantly in their strategies

and focus®.

e DFlIs have a geographic focus on developing regions and a growing focus on the
worl dés poorest countries. The average share o
the Caribbean and Pacific countries is 26% but this share varies between 1 and 100%.
DFls also operate in different countries within regions.

e Sector focus also varies. The four sectors with the greatest shares of portfolio are the
financial sector, infrastructure, industry/manufacturing and agribusiness. More than half
of the DFIs have the majority of their portfolio in the financial sector but the shares of
the total portfolios are distributed widely.

e DFlIs tend to have a high share of their portfolio in equity or quasi-equity with an
average of 53%. However, there are a few DFls that have the majority of their portfolio
in loans with limited holding of equity or quasi-equity.

The DFIs also vary greatly in portfolio and average project size. The portfolio sizes of the
EDFlsrangefromSof i dds 04 mi I4R7 ommi Itloi oDnE GWist hiDB4n aver age
million. Theaver age si ze of Bmilicem&BhBMit e mpar é0.to ul4. 3
million in OeEB with®an average of G4 million

These differences are driven partly by the histories of the individual DFIs and by their
expertise. Fund management teams build up their own expertise and investment track
record. They are also often able to benefit from the expertise of partners in their home
market as well. This allows them to bring technologies and knowhow to their investment
projects in developing countries.

Diversity is a strength for the DFls

The diversity of DFIs mirrors the diversity of the countries in which they invest. Some DFIs
may be able to be very successful in a sector or place where others would not invest. Often,
the variation in approach is seen to allow DFIs to address needs in many different
environments. This diversity helps avoid a one-size-fits-all approach to investing in
developing countries and emulates the diversity of the private sector in other settings.

The investment activities of DFIs are related to those of the private sector divisions of
multilateral banks, such as the International Finance Corporation (IFC). In the experience of
many emerging market investors, IFC and the European DFIs have complementary
approaches. IFC has a world-leading expertise in assessing large investment projects in a
range of sectors but its processes often consume significant time and resources. On the
other hand, DFIs often distinguish themselves by an ability to combine flexible decision-
making with good local knowledge and technical standards. IFC is increasingly looking at
grassroots business initiatives and stimulating entrepreneurs in low-income settings as it
seeks to broaden its own portfolio.
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Strategies of the DFIs

DFIs are continuously developing their approach. As emerging market investors and
dedicated social investors move into settings where the private sector was previously
absent, DFIs develop strategies to extend their reach into new areas. Some of the areas
where the Nordic DFIs are currently developing their strategies include:

Investment in sectors related to clean technologies and local energy generation
Establishing funds with participation of pension funds and other private sector investors
Applying new tools to manage environmental, social and governance (ESG) standards
to investments

Frameworks to measure the social development impact of investments

Closer coordination with traditional development actors like bilateral aid agencies
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4  How DFlIs have development impact
The DFI s®6 business model is to be additional

The DFI st aalryet ificcoa:

o Catalyze private capital and expertise

e Reduce risk of other parties, increase visibility of opportunities and offer tailored
financing solutions

e Create a multiplier effect in which their own investment are paired with additional private
investment

The DFIls are fadditional o:

e Invest in enterprises in developing countries which would otherwise not receive
financing or use investment instruments that other private sector investors would not be
willing to use

e Bring in expertise and provide support needed to have real commercial development of
their investments

e Develop and grow the projects in a sustainable way in opposition to a buy-and-sell
orientation

e Investin small and medium enterprises, with particular focus on Africa

DFls add value to international development policy in three key ways

DFls seek to work in an innovative, non-bureaucratic, effective and collaborative manner.
The way they are organized makes DFIs particularly well suited to invest in higher risk
markets in developing nations, which are traditionally underserved, particularly in
supporting smaller business entrepreneurs. DFIs also have a record of investing in
specialized sectors, bringing specific expertise to help secure solid returns on investment
over time.

DFls add value in three main ways:

1. Investing in underserved project types and settings 1 the way DFIs do business
enables them to invest in higher risk segments in developing countries

2. Investing in under-capitalized sectors 1 Specialization and home country expertise
enables investments in critical developing country commercial infrastructure

3. Mohilizing other investors i DFI& expertise, standard-setting and knowledge-sharing
enable others to invest in developing countries

Exhibit 12 below provides a framework for these three pathways.
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Exhibit12 - DFIs offer three key areas of value-added in international

Additional and catalytic finance

Investing in
underserved project

types and settings

Investing in under-
capitalized sectors

Mobilizing other
investors

DFI
value-added

* The way DFls do business -+ Specialization and home * DFls expertise, standard- How it
enables them to investin country expertise enables setting and knowledge- works
higherrisk segments in investments in critical sharing enable others to
developing countries developing country investin developing

+ SMEs, post-conflict etc commercial infrastructure countries

* Financial services, energy,
infrastructure etc
* Flexible and speedy * Specialization * Knowledge sharing Success
* Long run approach + Standard-setting factors

* Cost-effective
- Catalyser

« Collaboration

Source: Dalberg analvsis

4.1 Investing in underserved project types and settings

4.1.1 DFls are flexible, committed to long-term investing and cost-effective

Flexible and speedy i DFIs have efficient approval procedures

DFls are relatively small entities with flexible decision making procedures. They can
typically decide quickly on investments due to limited bureaucracy in their investment
decisions.

DFlIs have professional and efficient investment approval processes. The boards of the
DFIs constitute of a mix of public and private sector representatives with the necessary
expertise to succeed: representatives from the legal and financial sector including private
equity/venture capital, from entrepreneurship and innovation, from national politics and from
international development.

An example of the speed in which DFIs are able to approve an investment and initiate a

new project is captured in the opening address of Jonas Armtoft, Investment Manager at
Swedfund, on the Addis Car di ac sthospitpliot al i n
cardiovascul ar di seases: Al n October 2006
months later, we have transformed the building into a hospital. We treat patients here daily
and the hospital has more than 50 employees. We have also established an ongoing
partnership between doctors and hospitals in Sweden and Addis Cardiac Hospital. And
wedre sa¥.iongThe vheoss pi t a kinvastment bly Bwedfund, Bikmar

Et hi o
this w

of co
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Medical, Octupus Medical and Patrik Hjalmarsson AB, Ohman and a few doctors tied to the
company.

DFls can also introduce new products and services quickly in response to market needs, as

shown by the DFIs rapid response to the financial crisis. For exampluz?, Nor fundo:
million loan to the Emergency Liquidity Facility LP (ELF) was quickly approved to enable

Latin American microfinance institution (MFIs) to better cope with liquidity problems

stemming from the global financial crisis®. The investment was spearheaded by the Inter-

American Development bank through its Multilateral Investment Fund (MIF) and included

other partners, such as Omtrix as the general manager, SECO and Accion. The project

usesOmt ri x6s exi sti ng i settingapsanewfondingrchannel,whicthher t han
would have required additional time.

Anot her example is Norfundds bridge funding inve
Interamericana para el Financiamiento de Infraestructura, S.A.). CIFl was set up as a

financial institution for small and medium sized infrastructure projects in Latin America and

the Caribbean. Its 2008 and 2009 results fell short due to the impact of the credit crisis on

bank syndication activity. Norfund has been holding equity in CIFI since 2004, when it

invested 03.3 million for a 9.3% stake. In 2008, it decided to provide a one year line of

credit of up to 6.7 million, as CIFI had been unable to raise sufficient funds under

prevailing market conditions®.

Long term approach i DFls provide patient capital

Based on a long-term vision and investment commitments rather than emphasis on short
term returns, DFIs tend to provide funding for longer periods of time than commercial
banks. The average length of investment ranges between 6 and 14 years®. For example,
Swedfund was in a 14 year partnership with Twiga Cement in Tanzania, which started in
1992. It has posted significant turnover and profit increases during the last years, with
operating profits increasing by 60% from 2006 to 2007°°.

Investments in the renewable energy sector, which is a priority area for DFIs such as
Norfund and FMO, also require a long-term focus as they tend to involve significant
expenditures in the early phases of a project with returns spread over a long period.

Cost effectiveness 1 D F | diractures and practices facilitate efficiency

DFIs have relatively small and flexible structures and streamlined organizations with

authority delegated to investments officers, thereby operating with low transaction costs.

EDFIs have standardized their project appraisals, monitoring and the assessments of social

and environmental standards, resulting in improvements in cost-efficiency with a

correspondent reduction of related costs for their customers. For example, the European

Financing Partnersinitiati ve descri bed in the case study bel ow
to date at virtually no cost by using existing DFI channels®”.

DFI approach catalyzes private sector co-investment

DFls tend to focus on smaller scale projects in poor countries that are not financed by aid
agencies or are not sufficiently attractive to commercial players. They play a catalytic role
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