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Effective blended finance in the era of COVID-19 recovery

The 2015 Addis Ababa Action Agenda recognizes the role
that blended finance can play, while also acknowledging
that it may not be suitable for all Sustainable Develop-
ment Goal (SDG) investments. Indeed, blended finance,
which uses official resources to mobilize commercial
financing, has been looked to as a means to incentivize
greater investment in the SDGs - for many it was the
means to go from “billions to trillions” in financing sus-
tainable development.

Yet, while blended finance has grown rapidly since
2015, the total amount of private finance it has mobi-
lized is still relatively small - well below a trillion (see
Figure 1)." Most blended finance currently goes to mid-
dle-income countries, motivated by the size and ease of
transactions. Only a small portion goes to least devel-
oped countries (LDCs) or social sectors, in part because
blended finance is not appropriate for all investments or
activities. In addition, concerns that blending is not an
effective use of public finance, since the concessional fi-
nance that is blended will not be available for other areas,
have grown in the context of the COVID crisis, given in-
creasing demands for concessional finance.

This raises questions on: how to appropriately use
public resources in blended finance; what types of trans-
actions blending is most suitable for; and how to en-
sure it is aligned with national sustainable development
priorities.

BLENDED FINANCE MAIN
CHARACTERISTICS

While there is no agreed-on definition of blended finance,
the main idea behind blending is to use public resources
to “crowd in” commercial finance for SDG investments
that would otherwise not have materialized. By shifting
some of the risk or cost of a project from the private to
the public sector, blended finance can enhance risk-return

1 Private finance mobilized via blending grew by an average of 21 per cent
annually between 2012 and 2018, but is estimated to have declined by
about 10 per cent in 2019, with the COVID-19 crisis most likely dampening
blended finance activities further in 2020. In 2019, about $47 billion was
mobilized from the private sector by development finance interventions.

Summary

* Blended finance is most relevant for investments with
high sustainable development impact that are not
attracting private investment but still have a solid
business rationale and potential cash flows.

* While blended finance can be an option to support
post COVID-19 recovery efforts, a new approach to
blended finance is necessary to improve its impact.
This approach should include:

»  Developing country-led blended finance analysis,
within an Integrated National Financing Framework
(INFF), to guide development partners on where and
how to use blended finance;

» Shifting focus to sustainable development
impact, rather than bankability and leverage volumes;
» Enhancing transparency in reporting and
monitoring, and providing capacity development;

»  Using non-concessional resources (such as from
development banks) when possible. This would allow
official development assistance (ODA) to be used
directly for support of social sectors that may be less
suitable for blended finance transactions.

profiles for private creditors or investors. The objective
is to unlock investment that the private sector would not
have done on its own, and to do this with minimum con-
cessionality or subsidy (i.e., just enough to make a project
attractive to commercial investors). Blended finance can
potentially also create demonstration effects that can in-
centivize commercial replication, thereby supporting the
development of local financial markets.

Blended finance is most relevant for investments
with high sustainable development impact that are not
attracting private investment, but still have a business
rationale and potential cash flows to repay the private
partner. This is reflected in current trends on blended
finance. Around 56 per cent of blended finance deals tar-
gets the energy and banking sectors, and only around 6
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per cent of deals goes to projects in social sectors, in part
due to the lack of a commercially viable financial return
in many social sector transactions.

Blended finance has also been geared mainly to-
wards middle-income countries (see Figure 1 below).
While there has been considerable focus on blended fi-
nance for LDCs and some signs of growth, only around
9 per cent of private finance mobilized went to LDCs in
2019. The low proportion of deals in LDCs reflects the
fact that blended finance, like private finance, is drawn
to areas with lower barriers to private capital mobiliza-
tion. It can also indicate a tendency of blended finance
to focus on less costly projects with lower-risk profiles,
and potentially lower developmental impacts. Leverage
ratios for blended finance in LDCs are also much lower
than in other blended finance deals. The average private
finance mobilized in LDCs is $6.1 million per deal, com-
pared to $27 million in lower-middle-income countries
and $61 million in upper-middle-income countries. It is
not surprising that the leverage size is lower in LDCs. In-
deed, because of the higher risk, a higher subsidy should
be expected.

More important than size of dollars leveraged,
though, is the development impact of each public dollar
spent. This includes both the measurement of the devel-
opmental impact of assets, and quantification of the cost
of blending. First, on the asset side, the developmental
impact of blended finance transactions is often largely
unknown, due to weak monitoring, lack of standards for
reporting on impact, and poor transparency - calling for
strengthened transparency and reporting measures. Sec-
ond, on the financing side, one of the biggest challenges
in structuring blended finance deals is how to set the
subsidy so that it is just high enough to attract private
partners without over-subsidizing them. Blended finance
deals need to be designed to minimize this risk. Third,
to understand the full cost of a blended finance deal, the
opportunity cost of how official sources would other-
wise be used also needs to be considered. There are many
competing demands for official resources, especially for
concessional funds, meaning that the allocation between
project choices is critical. Projects that are grounded in
country ownership and aligned with national plans, and
that involve local and national actors, including engage-
ment with local communities, are much more likely to
have long-lasting impacts. Yet in many blended finance
transactions, such as on-lending facilities and invest-
ment funds, governments are only involved, if at all, after
the investment decision is made.

Figure 1

Amounts mobilized from the private sector by official
development finance interventions, 2017-2019 (Billions of
United States dollars, current)
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A NEW APPROACH TO BLENDED FINANCE

A new approach is needed to scale up blended finance and
increase its impact. This approach highlights six elements
that need to be considered in determining the appropri-
ate usage of blended finance. Most of these are based on
agreed upon principles of blended finance, but they are
not yet systematically incorporated into blended finance
transactions (see Box 1 for the Addis Principles on blend-
ed finance).

First, deals should be driven by country ownership
and country needs. Many countries have private sector
development strategies in place, or related strategies to
develop productive capacities and sustainable industri-
alization. Providers of blended finance should work with
governments to align their efforts with these national pri-
orities. A country-led blended finance analysis, within
an Integrated National Financing Framework (INFF),
could guide development partners on where and how to
use blended finance in a country, and help align projects
with national plans in a flexible manner. This would en-
sure coherence between the existing gamut of blended
finance priorities, defined by donors and MDBs using
different parameters and resulting in at times diverging
priorities.

Second, the primary focus of all blended deals
should be sustainable development impact per dollar
spent (implying a shift from a focus on bankability to a
focus on impact). Public resources should be allocated
where the impact is the greatest and not where it is the
easiest to make deals or where leverage ratios can be max-
imized. The latter would inevitably result in LDCs being
overlooked by blended instruments. It is easier to achieve
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higher leverage ratios in middle-income countries—for
example, by subsidizing lending of a local finance insti-
tution rather than supporting a venture capital fund in a
frontier market. Similarly, concessionality levels for infra-
structure projects are likely to be much higher in LDCs
than elsewhere. Development partners need to acknowl-
edge this reality and customize blended instruments to
local circumstances. Development Finance Institutions
(DFIs) also need to reflect this reality in staff internal ob-
jectives, so the focus is on delivering impact rather than
volumes.

Third, using official funds to leverage private fi-
nance should aim to use the minimal subsidy necessary
to attract the private partner. This helps to ensure finan-
cial additionality - that the deal would not have happened
without the public subsidy. One way to address this is-
sue is to make grants part of a bidding process. For ex-
ample, viability gap funding mechanisms have been cre-
ated in infrastructure sectors to make projects financially
attractive without raising user fees beyond affordability
limits. In these mechanisms, the eligible private sector

Box 1
Principles for blended finance, extracted from the Addis
Ababa Action Agenda

1. Appropriate use (i.e.
developmental and financial additionality)
2. Sharing risks and rewards fairly, with minimal
concessionality
Alignment with sustainable development
Clear accountability mechanisms
Transparency
Participation, particularly of local communities, in
decisions affecting their communities
7. Effective management, accounting, budgeting for
contingent liabilities, and debt sustainability
8. Alignment with national priorities, promotion of country
ownership and other relevant principles of effective
development cooperation
Different actors have defined principles for blending. While they
are largely consistent with the Addis Principles, they reflect the
perspectives of the relevant constituencies. For example, the
2017 OECD/DAC Blended Finance Principles represented the
position of OECD countries, and the 2017 DFI Working Group
Enhanced Bended Concessional Finance Principle represents
the DFI perspective.

e B g= 89

Source: Addis Ababa Action Agenda of the Third International Conference on
Financing for Development (Addis Ababa Action Agenda) (United Nations publi-
cation, Sales No. E.16.1.7); and the 2021 Financing for Sustainable Development
Report

bidder requiring the lowest subsidy is selected. Another
way to address challenges to estimating the minimal sub-
sidy necessary ex-ante, is for providers to structure deals
that allow them to share in any future upside. That way if
there are profits, the public partner can get repaid in the
future, without having to estimate the appropriate sub-
sidy upfront.

Financial additionality also means that concessional
finance should only be used when appropriate. Instru-
ments to leverage private finance can involve the blend-
ing of three types of financing: (i) concessional resources
(e.g., ODA); (ii) non-concessional official resources (e.g.,
from public development banks); and (iii) commercial fi-
nance from private financiers. Although much of the dis-
cussion on blended finance has focused on using ODA to
unlock private investment, it is preferable to use non-
concessional resources (such as from development
banks) to leverage private investment when possible.
This would allow ODA to be used directly for support of
social sectors that may be less suitable for blended finance
transactions. Non-concessional loans that include equity-
like components (e.g., convertible debt) are particularly
well suited for projects where there is a possible financial
upside, such as investments in digital technologies.

Fourth, analysis should always include measure-
ment of the cost of blending versus other financing
mechanisms. For example, the biggest infrastructure
needs may be in social infrastructure or other areas that
might not be profitable to private investors, even with en-
hancements. Water and sanitation—where commercial
viability is often challenging due to equity concerns—has
attracted a limited amount of private finance mobilized
by official development finance (2.4 per cent of the total
OECD-reported amounts mobilized from the private sec-
tor), while social sectors, such as health, education and
gender equality, are scarcely covered. In those cases, pub-
lic investments might be more appropriate, even if a com-
plex blended deal could be arranged. Indeed, these are the
types of cases where blended deals could fail or cause a
public backlash when the size of the subsidy to the private
partner becomes public.

Fifth, analysis should include the cost and benefit
of complementary investments and alternative poli-
cies in decision-making on how to prioritize blended
finance. For example, in some cases it makes more sense
to use concessional funds to first strengthen the ena-
bling environment, rather than financing specific deals.
Strengthening the investment environment reduces risks
for investors, thus lowering the cost of finance (as op-
posed to blending, which shares risks between the public
and private parties). However, in other cases, the blended
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finance investment can help strengthen the enabling en-
vironment (e.g., resilient infrastructure), and could be an
efficient way to develop the local markets.

Sixth, capacity development support, including
helping countries identify and apply appropriate instru-
ments will, in many instances, be crucial for success. In
addition, reporting on impact and transparency are
critical both to decision-making and to monitoring and
review. Consultations with stakeholders are also means
of enhancing transparency in general and driving effec-
tive development cooperation. Governments and engaged
partners should work towards ensuring that blended fi-
nance facilities enhance the quality of monitoring, evalu-
ation and, ultimately, sustainable development impact.
There are some important efforts to address these is-
sues. For example, the International Finance Corporation
(IFC) began to publicly release the estimated subsidy of
every blended concessional finance transaction as a per-
cent of total project cost or project value for projects
mandated after October 2019.

The new approach to blended finance should also

Figure 2

Schematic overview of instruments to mobilize private finance

be based on understanding the underlying impediments
to private investments, and using the most appropriate
instrument to address these (see Figure 2). Integrated
national financing frameworks (INFFs) include a binding
constraint analysis—such as the country private sector
diagnostics by the IFC—which can help countries identify
the largest barriers to investment. For example, if the im-
pediment to investment in a big infrastructure project is
low expected returns, the solution might be concessional
loans. If this is compounded by high risk (e.g., political or
currency risk) the solution could include risk guarantees.
If perceived risks by the private investor are out of line
with the public sector’s perceptions, guarantees could be
the cheapest alternative for public entities, who would be
arbitraging the difference in risk perceptions.

THE NEW APPROACH AND COVID-19

Scaling up blended finance may be more challenging in
the COVID-19 era as blended finance deals generally favor
low-risk, less-costly projects, which may prove difficult
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to find due to heightened financial risks from the crisis.?
Reorienting blended finance to focus on impact within
the context of an INFF can help better position it as an
option to support recovery efforts. Other options would
be to pool bilateral and/or MDB official resources in a
blended finance fund, which could take on more risk, as
proposed in the COVID-19 Stretch Fund.? However, given
the high demands, ODA should be allocated to first meet
the needs of the most vulnerable countries through grant
finance, with blended finance facilities using non-conces-
sional finance as a basis for leverage where possible.

The blended finance community should build on en-
hanced collaboration practices. Since the crisis, more ac-
tors have been pursuing collaborative initiatives to mitig-

2 “Impact of Development Finance Institutions on Sustainable Development,
An Essay Series” (ODI and European Development Finance Institutions,
September 2019)

3 Sanousi Bilal et al.,, “Tri Hita Karana Working Paper for Development
Finance Institutions: The Role of DFIs and Their Shareholders in Building
Back Better in the Wake of Covid-19,” October 21, 2020.

ate risks to help incentivize greater investment in sus-
tainable development.* For example, in response to
COVID-19, the DFI Alliance has been working together
through risk sharing, guarantee agreements, capital ar-
rangements, as well as sharing due diligence processes
and pipelines. The DFI Working Group on Blended Con-
cessional Finance for Private Sector Projects also pro-
vides an example of a platform for sharing experiences
and best practices among DFIs. The Multilateral Invest-
ment Guarantee Agency is working to expand collabora-
tion among partners to increase the use of political risk
insurance to catalyze private investment. Building on
these collaborations can help lower risks and transaction
costs, as well as expedite deal flows.

4 Think Ahead Consulting, “Six Ways to Refresh Blended Finance in the
Wake of COVID-19,” July 27, 2020.
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