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A. Introduction

The transformation of banking has been at the heart
of the financialized transition to a hyperglobalized
world. The blending of retail and investment activi-
ties, the shift to packaging, repackaging and trading
existing assets, the manufacture of new financial
products and the drive to hide these activities from
prying regulators have led to highly concentrated
financial markets. These in turn are overseen by banks
that indulge in speculative and often predatory prac-
tices and have grown in the process to become too big
to fail. The global financial crisis revealed the extent
of the waste and damage that financialized markets
can generate, while previous chapters of this Report
have noted that despite the proliferation of credit and
the surge of cross-border capital flows, productive
investment has suffered both in the private and public
sectors. While some have argued that the reforms that
have been implemented since the crisis have made
the current system “‘safer, simpler and fairer” (FSB,
2017), this is debatable, with even those at the heart
of the financial establishment still wary of the “lies
of finance” (Carney, 2018).

However, while public policy has fallen short of
the required response to the crisis, public bank-
ing is undergoing something of a renaissance.
This is partly in response to concerns that private
banking has failed to do enough for development,
and partly in recognition of the positive role public
banks have played in providing countercyclical
finance. Many new public banks and funds have
been established in the years following the global
financial crisis, particularly in the developing world,
while existing public banks are being strength-
ened and their roles expanded. Some new banks
already dwarf the Bretton Woods institutions in their
asset sizes, lending and spread. Can these banks
become a locus for the big investment push required

to meet the 2030 Agenda and a Global Green New
Deal?

Clearly, such public institutions would be the most
direct way to increase the availability of develop-
ment finance, especially to the developing world.
But the paradox today is that while there is broad
consensus that far more long-term finance is required
to meet infrastructure needs and the Sustainable
Development Goals (SDGs), the lead shareholders
of the major multilateral financial institutions show
little appetite to strengthen them. Rather, as noted in
chapter 11, the intention is to try to induce a significant
scaling-up of private sector financing for infrastruc-
ture investment.

There are four points to note in order to transcend
this paradox. First, capital that is patient and catalytic
tends to be public, not private. Second, while the
type of credit created by these banks is important,
the amount also matters; and too few public banks
are sufficiently funded. Third, the “rediscovery” of
public banking must not end up with them being
diverted towards private and speculative needs rather
than productive ones; this requires a clear mandate
that values social returns more than strictly financial
returns. Fourth, and perhaps most important, the mere
existence of public banks in name does not mean
they are automatically “public” or developmental in
impact: for this to occur, banks need to be articulated
with other financial institutions in an overall system
that supports inclusive and sustainable development.
Thus far, some of the most striking responses to
current challenges have come from public banks and
funds in the South. Southern-led initiatives include
the concerted creation and expansion of regional
development banks and infrastructure funds; national
banks that lend to investors at regional as well as
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national levels; and the use of central banks to create,
allocate and regulate credit to its most needed uses.
Some Northern banks are also doing these, but much
more is needed; and even the high-profile Southern
initiatives need more support to live up to the high
hopes held for them.

However, even as there is a growing chorus of voic-
es in support of public banking, some countries are
going in a different direction. In Brazil, for exam-
ple, under the new federal government, the public
development bank BNDES has recently come under
pressure to pay back in advance the loans it has
received from the national Treasury, which has
been the bank’s main source of funding. The bank’s
funding base could be further reduced under a new
proposal to use national compulsory savings to
support social security spending in Brazil. These
measures would have an adverse impact on the abil-
ity of Brazil to finance long-term investments, since
BNDES is currently responsible for financing over
half of those over five-year long-term loans (Rossi,
2018). Meanwhile, in India, there are calls to privatize
the state-owned banks.

Therefore, while for many the case for public bank-
ing is as strong as or stronger than it has ever been,
efforts still need to be made to convince others of their
benefits. This chapter aims to do that, highlighting
some of the promising areas for public banking as

an important source of finance for a Global Green
New Deal. It begins with a brief mapping of the
public banking system and a reminder that this has
worked best when nested within a well-articulated
and development-oriented system of financial insti-
tutions (section B). Some current threats to this are
highlighted, including new versions of securitization.
Section C considers the supportive financing roles
that can be played by central banks, national public
banks, regional banks and other vehicles such as
sovereign wealth funds (SWFs). This discussion
leads to the conclusion (section D) that even in the
current global environment, it is possible for devel-
oping countries to make better use of these powerful
resources effectively and relatively quickly.

The significance of this is evident from figures 6.1
and 6.2, which describe the links between climate
change and the financial system, and show how pub-
lic banking can play an important role in financing
climate-change mitigation and structural transfor-
mation. It illustrates the need for coherence between
policy efforts to reduce carbon emissions on the one
hand and the world of finance and investment on
the other. If financial portfolios are not aligned with
climate policies, there could be a “climate Minsky
moment” where a rapid system-wide adjustment
to climate change threatened financial stability, in
addition to wider impacts on productivity and growth
(Scott et al., 2017: 104).

FIGURE 6.1 Climate change causes a negative feedback cycle between economic and financial risk
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FINANCIAL SYSTEM

» Extreme weather, drought,
flood, heat

» Gradual changes in
climate

» Conflicts and security
threats

* Human and animal
displacement

» Weaker economy, lower
demand, productivity shock,
reduced economic growth,
inequality and poverty

* Business disrupted
* Capital is scrapped

* Reconstruction and
replacement

» Commodity prices rise
« Old forms of agriculture fail

* New crops, new systems of
farming are needed

» Some areas uninhabitable

» Populations displaced, more
migration

« Fall in asset values (homes,

properties)

» Lower household wealth
» Lower profits

* Increased litigation

* Rise in insurance costs
» Food shortages

« Rising prices in other areas
that benefited from rising
temperatures

« Financial losses, contagion,
credit tightens, feedback to
economy

« Financial market losses (fall
in price of equities, bonds and
commodities)

* Credit market losses (home
and business loans)

* Loss underwriting, insurance
market failures

« Losses to households and
firms if not insured

« Liabilities and operational risk

* Increased potential risk of
sovereign default

Source: UNCTAD secretariat, expanding on NGFS, 2019; Campiglio et al., 2017; 2018; Scott et al., 2017; and Tooze, 2019.
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FIGURE 6.2 The transition to a green economy causes different financial stability risks
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transformation
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opening of new ones

» Replanting forests, cleaning
up polluted landscapes
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market gains

« Credit market losses (as old
firms go bust, banks suffer loan
defaults; new firms emerge,
new loans are profitable)

+» Central banks — revise models and approaches; create and guide credit towards new green
activities and away from old, fossil-fuel dependent ones

» National banks — support firms and investments in new green infrastructure, agriculture and

ARTICULATED BANKING
POLICY RESPONSES —
WHAT BANKS CAN DO

other business activities; innovative R&D
» Regional banks — support cross-cutting and cross-regional lending for greener activities
» Other government ministries in a cycle of positive articulation — provide incomes support and

social support to groups of society that lost jobs and livelihoods; support education into new
greener technologies and R&D; pension funds and sovereign wealth funds to remove funding
from fossil-fuel activities and rather support renewable energies

Source: see figure 6.1.

B. Public banking for development

1. Mapping of the public banking system

The World Bank estimated in 2012 that state-owned
public banks accounted for a quarter of the total
assets in banking systems around the world, rising to
30 per cent for the European Union, and higher still
for many developing countries (de Luna-Martinez
and Vicente, 2012: 2). Some more recent studies
find similar results, identifying close to 700 public
banks around the world (defined conservatively),
controlling some $38 trillion worth of assets, equiv-
alent to 48 per cent of global GDP and around 20 per
cent of all bank assets (Marois, 2019: 155). These
values would obviously be much larger if central
banks, multilateral banks, pension funds and SWFs
were also included.

Some of today’s public banks have long histories!
but a number are very new, reflecting the recent
reassessment of the role of public banking after

several decades when development banks in par-
ticular declined or were actively discouraged. As
many as a quarter of the total number of public
banks responding to the most recent World Bank
survey were established since 2000.> Advanced
economies are also re-emphasizing national devel-
opment banks, showing that even in the deepest and
broadest financial systems in the world there is still
a need for government-supported public banking.?
National public banks are therefore to be found in
most countries in all regions of the world.*

Much has changed at the regional and international
levels as well, with the New Development Bank
set up by the BRICS countries (Brazil, the Russian
Federation, India, China and South Africa), the Asian
Infrastructure Investment Bank (AIIB) and the Banco
del Sur. Meanwhile, long-standing international
banks such as the Islamic Development Bank and
the Latin American Corporacion Andina de Fomento
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(CAF) have significantly increased their scale and
scope. These new and existing Southern-led regional
banks have the potential to expand the scale of finance
available to developing countries and dwarf the older
multilateral development banks (table 6.1).

A second striking feature of the last decade is the
establishment of new non-bank public financial
institutions to support long-term investment, often
working along with banks. These include public
investors like SWFs that are capitalized by govern-
ment (often from royalties earned by exports of
commodities, but also sometimes with loans from
the central bank or grants from the treasury) and in
some cases have an explicit developmental mandate
(table 6.2).

There are other public financial institutions that
are beyond the scope of this chapter, which play
an important role in the public-banking landscape.
These include export—import finance institutions,
guarantee institutions and insurance companies, all
of which can incorporate banking functions and may
work closely with banks; as well as the many smaller,
often community- or enterprise-based public banks
and mutual associations that contribute significantly
to the diversity of the public banking system (e.g.
Steinfort, 2019).

Five features determine the extent to which these pub-
lic institutions can be catalytic and transformational,
and thereby support inclusive growth and the SDGs:*

* Aclear mandate to deliver sustainable development
outcomes, to help regions or peoples most in
need, and to support the development plans of
the government. Ideally, social and economic
returns should be valued beyond financial returns.

* Reliable and sufficient sources of finance,
which determine the scale at which institutions
can operate, and their ability to fulfil their
mandate. Ideally, a solid infusion of finance
should come from the central bank or treasury,
since institutions that are heavily dependent
on depositors or private capital markets (and
therefore on credit-rating agencies) are more
constrained in their lending patterns.

* Close and consistent articulation with other
financial institutions in a network with the central
bank at the apex, aligned with a developmental
plan and supported by other policies (such as
capital account management, trade, industrial,
environmental and incomes policies, etc.).
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*  Performance monitoring that links public finan-
cial support with outcomes. Financial returns
from loans and investments should not be the
only or the most important goal; achieving
long-term social and economic goals should be
identified and prioritized.

*  The need for banks and finance institutions to be
more transparent and accountable in their activi-
ties, as well as more aware of particular social
contexts, including gender constructions of soci-
ety, other forms of discrimination and exclusion
and possible human rights abuses.

a) The contribution of public banking

Public banking is clearly different in nature and ori-
entation from both government budgetary finance
and private banking. Compared with private banking,
there is, first, typically a focus on projects for which
the social and/or developmental benefits exceed the
purely commercial returns; on projects with long or
uncertain lead times; on sectors or locations where
private finance will not go; and on borrowers who
may be small, new, lack collateral or a credit history.
Second, the expectation is that loans are offered under
more favourable conditions than private or commer-
cial banks, reflecting the initial government seed
funding and public mandate. Third, costs are usually
recovered, but not necessarily or always to their full
extent, and repayment may occur over a longer time
period. Some banks are expected to make a profit and
others are not; but compared to private banks, profit
is never supposed to be the sole measure of success.

These expectations and pressures are why public
banks need to have sufficiently large initial capitaliza-
tion from government and reliable and stable sources
of funds over time. Many have to engage in a difficult
balancing act, making profits on some projects and
accepting losses on others, so that on average, costs
are sufficiently recovered and the banks can remain
viable. The inability to cover basic operating costs
can affect lending practices, especially if it leads to
such banks subsequently targeting more profitable
activities and hence competing with private banks,
rather than offering something distinctively different.’

Along a broad continuum of public and private
financial institutions, public finance (based on tax
revenues) rather than public banking is appropriate
when risks and uncertainty are high (for example,
projects with very long lead times or unpredictable
processes) coupled with a low chance of recovering
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TABLE 6.1 Public development banks: Selected characteristics

Assets/
Outstanding loans
(Billions of dollars)  Distinctive features
Regional 402
development banks? ' Southern regional banks are mostly owned by and directed
towards the South, although some have minority Northern
New Southern shareholders; loans are often concessional and non-conditional.
banks® 2494
Still dominantly controlled by major advanced countries, while
. World Bank loans are primarily to the South, and with conditions. Long-term
C
Multilateral Group 300.0 loans including for infrastructure; new reforms for scaling-up
include securitization (see box 6.1).
African
Development
Bank; Asian
Development o . . L .
Bank: Inter- 197.0 30-50% ownership by the global North; lending is regional.
American
Development
Bank

Source: UNCTAD secretariat compilation.
Note:

a 2017 outstanding loans from the Trade and Development Bank, East African Development Bank, West African Development Bank, Central
African States Development Bank, CAF, Caribbean Development Bank and Central American Bank for Economic Integration.

b Potential lending capacity of AlIB and New Development Bank based on banks’ total equities and a loan-to-equity ratio of 5, plus China-backed
investment funds, as reported in UNCTAD, 2018b.

¢ Bank’s outstanding loans in 2016.

TABLE 6.2 Sovereign wealth funds: Selected characteristics

Assets
Region or Country group Number of institutions (Billions of dollars)  Distinctive features
Africa 5 70.5
For the most part SWFs make portfolio
choices similar to private investors, favouring
Asia 15 3556.0 investment in advanced economies and
profitable sectors such as real estate,
telecommunications and finance. A subset
of funds invests in infrastructure, but many
Europe 2 81.6 . . - .
are disallowed from investing domestically,
although this may be changing in some
countries. A few significant exceptions
Latin America and the Caribbean 7 424 have invested in regional infrastructure in
developing countries. Patent-based SWFs
are a new trend, with mixed potential.
Middle East 12 2612.8
Most SWFs are funded through oil or
Total developing regions 41 6363.2 comrpod|ty royalties, althoug_h a f(_aw were set
up with export revenues or direct infusions
from the national budget.
Some of the first SWFs began in the United
Developed economies 20 1532.1 States in the 1800s, financed by oil revenues;
however, many current funds are new,
initiated after the 2008—-2009 crisis.
Total 61 7895.3

Source: UNCTAD secretariat, based on data from Sovereign Wealth Fund Institute, 2019. Includes SWFs with $1 billion or more of total assets under

management.

Note: Sums may vary from the total due to rounding.
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costs (for example, public goods). At the other end of
the continuum, private finance and private banking
typically engage more when risks are lower and the
chances of recovering costs are higher (for example,
when service users can be excluded if they do not
pay). Public banking occupies the space in between,
the boundaries of which can be fluid, changing over
time and with circumstances (as projects mature, or
as infant industries grow).?

Ideally, a national banking system will contain a
large number of different banking institutions dis-
tributed across the continuum, each with a different
mandate, source of finance, performance indicators
and role, thereby offering a broad menu of possibili-
ties to meet the specific needs of different borrowers.
National systems vary greatly with respect to this,
even within regions, reflecting regulatory frameworks
and historical contexts. For example, Germany has
a more diverse range of banking entities compared
to its fellow members of the European Union,
with different types of institutions, objectives and
instruments. Consequently, it has avoided the
general trend of concentration seen elsewhere.’ In
addition to the well-known KfW development bank,
first created in 1948 to support post-Second World
War reconstruction efforts and still very active,
there are another 16 development banks and 1,200
cooperative banks.'” Such diversity is also found in
some late industrializers like the Republic of Korea.
In addition to the ability to cater to different types
of customers, this can add to the ability of public
banks to form partnerships and co-financing with
other public and private financing institutions that
can also offer technical expertise and management
skills.

2. Articulation challenges for public
banking

Public banking is most effective when it is part of
a closely integrated framework that can articulate
relationships between central banks, governments
and other financial institutions. The rapid industrial-
izers of East Asia, who transformed their economies
(thanks, in part, to their governments’ ability to cre-
ate, guide and allocate finance to new industries) had
the central bank at the apex of their financial systems,
following the model set by Germany. These central
banks worked closely with governments to design
and implement policy; they were not “independent”
nor confined simply to controlling inflation.
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A typical argument against such involvement of cen-
tral banks today is that they may become “captured”
by vested interests, with credit directed in wasteful
or damaging ways compared to market-determined
outcomes, thereby undermining trust in the wider
financial system. Successful industrializers have
had systems to ensure that bank support is aligned
with the developmental plan, with mechanisms for
monitoring and ensuring feedback while remaining
flexible enough to adapt to changing circumstances
in the financing and implementation of projects.
Critically, support from government was predicat-
ed upon performance, and failures were addressed
quickly."

Central banks in such systems also closely regulated
the financial sector as a whole, determining what was
and what was not a bank, what banks could do, how
much they could lend, and under what conditions.
They therefore had the capacity to ration and direct
credit, favouring sectors that were considered strategic
or important for development and withdrawing the
availability of credit (or making it more expensive)
for activities that were not considered productive.

Today’s policymakers operate in a very different,
hyperglobalized and hyperfinancialized world.
Hardly any government today would be able to pull
off the record of countries such as the Republic of
Korea, which in the 1970s could ensure that as much
as 50 per cent of total credit available to investors
was in the form of “policy-based” loans, subsidized
and guided to support an agreed development
strategy (UNCTAD, 2016; Cho and Kim, 1995).
By contrast, it is more common today to find
banking systems directed towards external capital and
foreign investors rather than articulated with national
development plans. Examples of this latter strategy
(Thailand in Asia, and several Latin American coun-
tries, such as Mexico) did not manage to create the
same process of domestic credit expansion linked to
domestic industrialization (Epstein, 2015).

For public banks to play this kind of role today, a
fundamental restructuring of the domestic financial
architecture would be required in most countries,
along with capital account regulation, as discussed
in chapter V. Unfortunately, many countries have
now opened their financial markets and locked such
liberalization in through hundreds of trade and eco-
nomic partnership agreements that restrict or exclude
effective capital account management (Gallagher et
al., 2019).



Some countries never liberalized to the same
extent, including China, which now operates a new
“consortia approach” to articulation (Gallagher,
2017). China continues to have a closely integrat-
ed national development strategy built around
state-owned banks, but with increasing separation
ofroles for different actors. In the 1994 reforms of the
Chinese banking system, three “policy banks” were
established to “explicitly support the government’s
policy objectives” so that the pre-existing “Big Four”
Chinese Banks (Bank of China, China Construction
Bank, Agricultural Bank of China, and Industrial
and Commercial Bank of China) could concen-
trate on commercial lending and thereby be judged
on market performance rather than public-ori-
ented goals (Brautigam, 2009: 79). The China
Development Bank (CDB) has operated with great-
er levels of autonomy and taken loan decisions in
response to both local and wider requirements. The
bank’s $1.6 trillion loans primarily support invest-
ments related to the Five-Year Plans of China
and around three quarters of its new loans are
directed to eight priority areas.'> The China Export-
Import Bank makes $422 billion worth of loans to
facilitate the export and import of Chinese mechan-
ical, electronic and high-tech products; to assist
Chinese companies in offshore contracting and
outward investment; and to promote internation-
al economic cooperation and trade (China Exim
Bank, 2017).

On the funding side, a key feature of the bank-
ing system in China is the wholehearted support
given to major public banks by the government,
as reflected by the zero risk weight assigned to their
bond issues by the regulator, similar to Treasury
bonds. This allows them to access the markets
at lower cost than would be the case otherwise,
making it easier for them to provide finance to long-
term projects (UNCTAD, 2016; Sanderson and
Forsythe, 2013: 69-71). China has also created or
co-created and contributed capital for two new mul-
tilateral development banks, the New Development
Bank and the AIIB (see section C.3) as well as at least
13 additional bilateral and regional investment
funds. This highly engaged stance is very different
from that of most other countries, where public
banking has adopted much narrower mandates,
focusing closely on inflation and (with the notable
exception of quantitative easing following the
economic crisis) keeping mostly distant from gov-
ernment policy design and implementation (see
section C.1).

The overall economic policy stance of government
also matters: whether it is broadly expansionary and
supportive of development or more focused on fiscal
austerity. This impacts on public banking in many
ways (see section C.5), including on banks’ ability
to raise capital.

A particularly broad and deep articulation will be
needed if current proposals to create a specialist
global green bank, such as a World Carbon Bank
(Rogoft, 2019), are to be effective. Such focused
financial institutions could build up technical
expertise and knowledge about new technology
and business models for the green economy and
coordinate aid and technical transfer between
countries. Operating globally would probably
require a network of associate institutions, similarly
specializing in green lending, all of which could
coordinate among themselves and with their share-
holder governments. Moreover, focusing solely
on climate-related investments opens the door to
these (and existing) institutions being potentially
financed in part by green-related taxes (such as a
carbon tax)'? or other such revenue streams, which
again requires close integration with member gov-
ernments. Other global public-banking networks are
already contributing to more globalized coordination
in other ways, such as the newly founded Network
for Greening the Financial System (NGFS), which
is bringing together central banks and supervisors
interested in research and advocacy activities to
help scale up green finance. Many development
banks are already part of broader associations at
the regional or global level (the Global Network of
Export-Import and Development Finance Institutions
or G-NEXID and the Southern African Development
Community-Development Finance Resource Centre
or SADC-DFRC, among others) and there are fur-
ther parallels whereby some Southern development
banks, such as the Islamic Development Bank, are
formally promoting links between member govern-
ments and their banks, in order to share technology
and knowledge as well as finance.

3. The dead weight of securitization

This chapter does not focus much on the role of
the World Bank, as there is a large literature on this
already, and rather aims to focus attention on other
new and emerging public players in developmen-
tal banking and public banking more generally.
Nonetheless, the World Bank’s efforts to leverage
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private finance for infrastructure are extremely
important, not only for their own sake but also
because they provide a guideline for other multilateral
financial institutions, and more broadly are seen as
the route to achieve the SDGs.

A favoured strategy is the “cascade approach” (WBG,
2017a,2017b). Its first step is to try to mobilize com-
mercial finance by inducing “upstream” reforms to
address so-called market failures and other impedi-
ments to private-sector investment in host countries.
If this is not sufficient to attract private investors,
the second step is to provide subsidies to the private
sector, in the form of guarantees and other approach-
es, such as securitization, to attract other investors
(see box 6.1). Only when the first two steps are

exhausted as policy options is the third step taken,
involving public and concessional finance, with an
initial focus on infrastructure projects, followed by
projects related to finance, education, health and agri-
business (WBG, 2017b). There are many concerns
about this strategy, including its complexity, high
transaction costs, the required upstream structural
adjustments and, perhaps most significantly, the
uneven distribution of benefits and costs. In short,
as shown in box 6.1, securitization in particular is
not a new story for banking, but its latest version
is potentially very damaging. If the point of such
procedures and instruments is to scale up capital for
public banking, then it is worth noting that this can
be done in other less risky ways, as explored in the
next sections.
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BOX 6.1 Risks of the march towards securitization

Securitization is being increasingly considered by multilateral development banks (MDBs) as a means to bring
private investors into financing development. It involves pooling various types of contractual debt or other
non-debt assets that generate returns and selling their associated cash flows to third-party investors. In the
past, MDBs have directly sold loans from their balance sheets to private investors in order to free up capital to
increase their loan operations. However, securitization can take different forms and a real concern is that MDBs
are considering adopting some of its more complex forms, which can create both financial and reputational
risks. In addition, securitization still involves a risk for the public sphere, if things go wrong. This can then
hamper governments’ efforts to enhance (or restore) their public spending capacity to support the SDGs.

More complex forms of securitization can involve what are termed “synthetic” transactions. The African
Development Bank (AfDB) has recently announced such a transaction between itself, private and public investors
and a public fund. The deal transfers the credit risk associated with $1 billion worth of AfDB non-sovereign
infrastructure loans. It thereby reduces the amount of capital needed for the loans, and frees up $650 million
in lending capacity. The transaction is “synthetic” because the loans are not technically removed from the
balance sheet of the AfDB. Rather, the private/public investors (Mariner Investment Group and AfricaS0) take
on $152.5 million of credit risk, while the European Commission’s European Fund for Sustainable Development
provides an added $100 million guarantee. In return, the investors and the European Commission Fund receive
a fee for the risk they assume (AfDB, 2018; Hay, 2018; Allen, 2018).

Another elaborate form of securitization occurs when financial institutions remove loans from their balance
sheets and put them into an external special purpose vehicle (SPV) that issues bonds that are sold to investors.
This frees up further lending capacity of the bank, while the bond investors receive repayments from the original
borrowers of the underlying loans. A key feature that can be found in that form of asset-backed securitization,
which was at the heart of the global financial crisis of 2008—2009, involves the use of collateralized loan
obligations (CLOs). These are financial instruments that enable loans to be sliced into tranches with different
levels of seniority, thereby attracting investors with different risk profiles. As part of the menu of options to
scale up finance for the SDGs, proposals have been made that securitization by MDBs could involve the use
of CLOs (Arezki et al., 2016). One risk of this is that using this instrument to finance infrastructure projects
could bring short-term capital to projects that are essentially long term, with attendant consequences.

Worryingly, the ongoing debate is not about weighing up the various risks involving different forms of
securitization, but, instead, on how more complex forms of securitization by MDBs can attract private investors
to projects in developing countries. The idea is to establish infrastructure firmly as an asset class for institutional
investors seeking high risk-adjusted returns. Even the proponents of securitization by MDBs see an inherent
ceiling to such transactions, as most MDBs extend loans to governments that are priced at subsidized rates. This
makes it difficult to securitize since private investors use risk-based pricing (Humphrey, 2018b). To smooth
the path to securitization, the G20, with the support of the OECD and the MDBs, has established a road map
seeking to promote greater standardization in infrastructure loans through improved project development



(contractual and financial standardization, project preparation and data collection) and improved investment
environment (financial engineering; risk allocation; mitigation, regulatory and capital market frameworks; and
quality infrastructure projects) (OECD, 2018; G20 et al., 2018). These new project requirements introduce
new layers of complexity and impose a further burden of high transaction costs on developing countries.
They also draw on the limited administrative capacity that could probably be deployed more effectively in
the real economy rather than in such financial engineering. Indeed, the required regulatory and capital market
frameworks can even be inimical to the pursuit of autonomous development strategies (7DR 2018: chap. IV).

C. Patient and catalytic banking — the main institutions in the
landscape of public banking

1. Central banks and a Global Green New
Deal: A closer look

There is an extensive literature on the origins,"
evolution and functions' of central banks. History
suggests that in almost all successful development
experiences, central banks have been signifi-
cant in governments’ efforts to foster structural
transformation.

The Great Depression and the Second World War
were watershed moments for central banks in the
advanced world, as they extended their roles as guar-
antors of banking systems to financing war efforts and
managing government debts accumulated during the
war, rebuilding and restructuring national economies
when the war ended and backstopping the fiscal
commitment to full employment. These activities
were closely articulated with national development
goals and government macroeconomic policies.
Central banks utilized a wide variety of techniques to
guide credit to sectors and activities that the market
would not have generated on its own. These included
financing government debt at lower interest rates;
reducing the flow of credit to less desired activities
of the private sector; and promoting the allocation
of resources to priority uses (Bezemer et al., 2018).

After the Second World War, in the postcolonial
developing world, some central banks became agents
of economic development (Epstein, 2006), often with
“wide and flexible powers” (Bloomfield, 1957: 191).
These included tools that had been used by Europe,
Japan and the United States, such as selective credit
controls, allowing special credit institutions cater-
ing to special needs, and influencing bank lending
policies, with the aim “to re-channel real resources
in desired directions, both within the public and

private sector and within the private sector itself”
(Bloomfield, 1957: 198).

A different approach to central banking emerged
in the 1980s as part of the broader pro-market
Washington Consensus. This involved breaking
various links with government: central banks should
be independent of the government and therefore no
longer be required to finance government deficits
and specific activities; they should narrow their
focus to price stability, with inflation targets; and
they should use indirect methods of monetary policy
such as short-term interest rates rather than direct
methods such as credit ceilings or other tools that
had been used extensively before. As a result of this
transformed approach, over the period 1970-2012,
in more than 180 countries, at least 270 changes in
central bank policy involved tightening and narrow-
ing their mandates (Garriga, 2016 and with updated
data provided by the author). This also reduced
diversity: now most central banks are more or less the
same, whereas before they had very different policy
stances reflecting their different economic sizes and
contexts. The majority have made the conduct of
monetary policy their dominant role, with the specific
goal of maintaining price stability as measured by an
inflation target. When other macroeconomic objec-
tives are included, whether by law or extra-statutory
practice, these are usually subordinated to the goal
of price stability.

However, even this role can be interpreted relatively
widely, as became evident following the financial
crisis of 2008-2009, when central banks showed
they could adapt and change dramatically when times
were tough and political will forthcoming. Even
those that had adopted narrow mandates for inflation
targeting once again linked monetary and financial
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stability with the real economy and created new
money on a vast scale in order to boost demand and
promote recovery after the crisis.

In the wake of this new-found central bank activ-
ism, there has recently been a wave of calls for
them to respond to the challenge of climate change.
Therefore, the question now is not so much whether
central banks should use their role to support govern-
ment policies for a Global New Deal, but rather how.

(a) Policy space for central banking

Despite the shift to more narrow central banking man-
dates, the space for broader goals and practices has
not completely disappeared. A survey of 45 central
banks (BIS, 2009) differentiated between 19 central
banks whose sole objective is price stability; another
24 with secondary macro objectives; and three with
multiple objectives in no order of priority. Even when
price stability is the primary objective, there is scope
for considering other objectives.

Financial stability is the second most dominant objec-
tive for central banks. Ninety per cent of the banks
surveyed by the Bank for International Settlements
(BIS) said they have full or shared responsibility
for financial stability policy and oversight of the
financial system. This objective of financial stabil-
ity can be a challenge, partly because “there is (no)
generally agreed way of measuring financial stability,
which makes it especially difficult to identify how
much financial stability is intended and whether
the appropriate amount has been achieved” (BIS,
2009: 33)(see also Levine and Lima, 2015). There
are also many different views on how to achieve it,
as evident in research confirming the links between
inequality and financial instability, or climate change
and financial instability (NGFS, 2019; Rudebusch,
2019; Marois, 2019; Scott et al., 2017; Campiglio et
al., 2018, among others).

The most obvious examples of central banks discover-
ing greater “space” with regard to their policymaking
capacities were after the 2008—2009 financial crisis,
when the major advanced economies introduced a
series of innovative, structured monetary policy tools
that were quite unlike anything they had done in the
preceding decades. This suggests they do have the
ability to make the changes that would be needed
for a Global Green New Deal, if sufficient political
will can be found. Even central banks that focus just
on inflation targeting have opened up to new tools,'
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calling into question the so-called “independence”
of central banks from government and reminding
us of the benefits of the more engaged partnerships
between banks and governments in the past.'’

For some countries, the role of their central banks
was never confined just to price stability or even
financial stability alone, and the link with govern-
ment policymaking never broken in the first place.
As noted earlier, central banks actively and directly
supported East Asian industrialization during the
1950s and 1960s (Amsden, 2001; UNCTAD, 2016)
and more recent examples can be readily found in the
developing and developed world — for example, the
central bank in China has always aimed to consider
government industrial policy objectives in a coordi-
nated manner along with monetary ones. '

This reveals a very different view on central bank
“independence” which is starting to be picked up
elsewhere in the world as well (see for example
Andersson and Claussen, 2017; Blanchard et al.,
2013; Dervis, 2012; Epstein and Yeldan, 2008;
Miinchau, 2017; Rosengren, 2013). The main ratio-
nale for cutting the links between central banks and
government was to keep central banks free from
negative political interference, for example, by
being pressured to set interest rates according to the
electoral rather than the economic cycle. This focus
on the negative synergies ignores the possibility
of positive ones. Further, even in cases where the
mandate of the central bank is restricted to just one
goal and just one instrument, it is debatable wheth-
er the task can ever be purely technical. For one
thing, much depends on the underlying models of the
economy and how different elements are expected
to respond. Changing one parameter or one data
point can yield entirely different results, and such
modelling is as much art as science. In any case,
so-called technical decision-making has never been
neutral, because different groups of people are always
affected differently. Importers prefer highly valued
currencies while exporters prefer lower values;
savers expect high interest rates whereas property
developers want them very low. Trading off or
balancing these different interests therefore is not
a technical decision but involves political deci-
sion-making and consideration of national goals,
which means that elected officials need a voice
alongside the appointed technocrats. At the very
least, communication between the central bank
and government can promote better coordination
between monetary and fiscal policy, or at least give



rise to fewer contradictions. It also adds democratic
legitimacy.

(b) Going green

With reference to a Global Green New Deal, central
banks can play multidimensional roles, both directly
and indirectly, acting in concert with other develop-
ment financing institutions. In narrow terms, such a
role would be defined as stabilizing: safeguarding the
stability of the financial and economic system and
smoothing out the economic and social upheavals
caused by the “creative destruction” of a transfor-
mative shift to a greener economy. It could also be
more ambitious and catalytic: working alongside
government to create credit and guide the banking
system to assist in the transformation of investment,
production and consumption.

Some central banks already recognize that climate
change could disrupt the effective functioning and
stability of the financial system, including, as noted
in the introduction, the Bank of England’s warning
of'a possible “climate Minsky moment” (Scott et al.,
2017: 104). Storm or flood damage brings extreme
insurance risks; stranded assets such as fossil-fu-
el reserves that can no longer be used can have a
powerful negative impact on balance sheets. Climate-
induced financial risks “could ultimately justify the
implementation of measures aimed at mitigating them
across all central banking operations” (Campiglio
et al., 2018: 466). Moreover, policy stances can
be taken under this rationale without changing the
mandate of many central banks, although it would
involve quite fundamental changes to the technical
models and assumptions used to guide bank analysis
and forecasting.

Some central bankers have already started viewing
this problem technically as a “tragedy of the horizon”
(Carney, 2015, in a reference to Coase’s famous
“tragedy of the commons”). Most monetary stability
policies have a two- to three-year time frame and
financial stability policies have a ten-year time frame,
but climate-change adaptation and transformation
require many more years. The recent establishment
of a central bankers’ Network for Greening the
Financial System reflects these concerns,'” with
some members already offering loans at below mar-
ket rates to financial institutions to support green
lending. Active policy changes are not confined to
banks within the network: the Reserve Bank of India,
Bangladesh Bank and Banque du Liban are among

a number of central banks already using minimum
quotas and other tools to promote green lending (see
table 6.3).

Policies that can be taken up by central banks, even
without broadening their mandates include the
following:

* New analytical approaches to macroeconomic
modelling, more accurately incorporating
exposure to climate change risks. Even for
countries with limited direct exposure to
fossil-fuel production, the broader exposure to
carbon-intensive sectors can be large enough to
pose systemic risk, as found in a Dutch national
bank study (Vermeulen et al., 2018). Bank stress
tests also need to measure such exposure.

* Full disclosure of risks. Most companies and
investors are unaware of how exposed their
portfolios are, and hence have little incentive
to change. The Financial Stability Board Task
Force for Climate-Related Financial Disclosures
shows how companies could voluntarily disclose
this information to better inform investors,
lenders and underwriters; in France, this is a
legal requirement of the Energy Transition Law.
Indeed, central banks themselves need to disclose
their own exposure in their own asset portfolios.

* Financial regulations and instruments in some
cases currently go in the wrong direction, in that
low-carbon investments are seen as being more
experimental and risky, with lower liquidity and
long lead times (Campiglio et al., 2018: 464).
Central banks in charge of banking regulation
could remove this bias. Some authors have
suggested that institutions with carbon-intensive
assets should be required to hold higher levels
of capital, on the grounds that they will face
higher risks and higher costs of transition. This
is essentially a backdoor way of getting central
banks to support greener lending without altering
their narrow mandate. However, the Basel capital
framework, which is based on risk assessment
for capital determination, already involves some
confusion and complexity; therefore, some
caution is warranted in using capital allocation
as a tool for this purpose (TDR 2015: chap. 1V).
Alternatively, capital could be used as a tool to
incentivize credit to green sectors, not because
they are more or less “risky” but because that is
the direction governments have decided structural
transformation should take. Similarly, institutions
with less desired assets could be required to hold
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more equity relative to debt. If this rejigging
of regulations leads to an increase in the cost
of financing high-carbon activities, this would
indirectly guide lending towards low-carbon
activities.
Some countries are already undertaking some of these
measures. The central bank of Lebanon, Banque du
Liban, differentiates reserve requirement ratios (the
required ratio of central bank reserves held by private
banks relative to their stock of deposits) according
to the amount of bank lending that is directed to
renewable energy and energy efficiency projects
(Ministry of the Environment, Lebanon, 2014).
The central bank of Brazil requires commercial
banks to incorporate environmental risk factors into
their governance framework and show how these
risks are evaluated when calculating their capital
needs (NEF, 2017). The People’s Bank of China
offers firms support for green financing (MPAG,
2019: 39). Similarly, in advanced economies, the
European Union High-Level Expert Group on
Sustainable Finance has suggested introducing
“brown penalizing” or “green supporting” capital
requirements, depending on the sustainability risks
of borrowing sectors (European Commission,
2018; Thoma and Hilke, 2018). More generally, the
European Commission proposed that the European
Supervisory Agencies integrate environmental,
societal and governance criteria into their general
operations. This would enable them to understand
and monitor how financial institutions identify,
report and address the risks that climate change and
the transition process poses to financial stability
(European Commission, 2017). However, support
for such measures requires compelling evidence that
the exposure of the financial sector to these risks is
sufficiently large — going back to the need for new
analytical models and more climate stress testing
and macro modelling, to show the financial risks
associated with climate change.

(c) Green quantitative easing

Corporate bond purchases by central banks may
currently favour large carbon-intensive companies,
reflecting the fact they have relatively strong credit
ratings and that low-carbon firms tend to be too small
to issue corporate bonds (Campiglio et al., 2018).
This process becomes self-reinforcing, because the
market sees them as being less risky than other, less
liquid bonds. To avoid “carbon lock-in” of the eco-
nomic system, central banks could reduce or stop
buying carbon-intensive financial assets and buy

low-carbon ones instead. Or they could introduce a
parallel programme of purchasing new low-carbon
financial assets, to help create liquidity for compa-
nies interested in shifting to clean green forms of
production. The potential values are high — overall
purchases by the European Central Bank in 2017
amounted to €730 billion, while the total additional
annual investment needed to achieve European
Union energy and climate targets is estimated to be
one quarter of that (European Commission, 2018;
Anderson, 2015). Central banks could also expand
their purchases of green bonds, which represent a
relatively new but expanding market, estimated to
be worth some $167 billion in 2018. The cumulated
value of green bonds issued since 2007 is estimated
to be just over $520 billion, with most issued by
the United States, followed by China and France
(Climate Bonds Initiative, 2018).° While this is
an encouraging start, more generally central banks
could have a much bolder role and more fully support
green bond issuing and green finance by public banks
and governments (Tooze, 2019). Returning to the
crucial role of a positive articulation between banks
and government policy goals discussed in section
B.2, the long-term nature of climate-change-related
investments coupled with today’s combination of
low aggregate demand, historically low interest rates
and the likely continuation of quantitative easing in
many countries, make a case for funding a large part
of'this decarbonization drive through the issuance of
long-term debt. It is not the business of central banks
to issue such loans — the debts should be issued by
public investment banks or directly by national gov-
ernments. But it should be the job of central banks to
support this push by acting as a buyer of last resort
for those long-term debts.

One argument against this kind of strategy is that
central banks have been using quantitative easing as
a temporary, countercyclical stimulus, rather than
the more strategic and long-term approach that a
Global Green New Deal would require. However,
quantitative easing does not look like ending any
time soon. Another argument is that it would divert
banks’ attention from their main task of maintaining
financial stability — although figures 6.1 and 6.2
argue it can be countered that green quantitative
easing is precisely related to this. A third argument
is that new “green bonds” would not meet the exist-
ing financial risk standards for being included in the
list of eligible assets for central banks to purchase,
which mostly includes investment-grade bonds with
perceived low default risk. Purchasing green assets
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could be riskier, especially if central banks lack the
technical expertise to judge the relative merits of the
technologies in question. Moreover, while the growth
in green bonds may provide additional finance for
the transformative investments needed, the trend is
also for them to offer ever shorter maturities — the
majority of the latest issuances are for five years
and less, with only a small proportion offering the
10 years or more that is needed (Climate Bonds
Initiative, 2018: 16). For these and other reasons,
the idea of a green programme of quantitative easing
has been rejected until now. However, something
like this is already happening through the purchase
of' bonds issued by public-sector entities that finance
low-carbon activities. While these particular policies
may not be feasible for developing countries that are
unable to follow quantitative-easing policies without
risking exchange-rate and balance-of-payment crises,
it is possible for green quantitative-easing policies
in advanced countries to be used to support green
investments in developing countries.

(d) Eligibility criteria and collateral frameworks

The list of assets considered eligible for purchase
by central banks as part of their standard port-
folio management is usually publicly available.
Central banks could send a strong signal to the rest
of the market as well as a practical financial boost,
if they include assets that are more environmentally
oriented or directed to a public investment push
that is part of a Green New Deal. Some banks are
already doing this, such as using green criteria for
their own-account investments, having ethical crite-
ria to decide foreign equity purchases or excluding
coal-based firms from the government’s pension fund
portfolio (including the Dutch, Norwegian and Swiss
national banks).

The same principle can be extended to central banks’
collateral frameworks. Sometimes described as
“the open secret of central banks” (Nyborg, 2017),
the framework determines which assets financial
institutions can pledge as collateral when they bor-
row from the central bank as well as the amount of
money they can borrow against those assets. The
criteria used to establish whether assets are eligible
to be used as collateral or not, and then the difference
between such assets’ market value and their value as
collateral, determines their attractiveness and thus
their market price. In France, a change in central bank
eligibility criteria led to an increase in the supply
of credit to small and medium-sized firms that had
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previously been considered ineligible, at a time when
credit to other firms actually fell (Mésonnier et al.,
2017).

2. Potential for national public banks

If central banks are the command centre of a country’s
banking system, then national public banks are the
engine room — intimately involved in the heavy lift-
ing. They can be distinctively different from private
banks when they have developmental and/or socially
oriented mandates, with related credit strategies.
While they do need to ensure a sustainable business
model, they usually have more leeway to target
projects that generate positive externalities, to loan
at submarket interest rates and to extend coverage
to underserved areas and categories of borrowers. In
addition, they can act countercyclically in times of
crises when credit from private financial institutions
becomes scarce. This countercyclical power is often
more pronounced among public commercial banks
than development banks, given the former’s larger
scale of operations in most countries where they exist.

National development banks (NDBs) are, in most
instances, publicly owned and therefore are a subset
of public banks. Although differences between them
and other public banks are not always clear cut,
they can be singled out by a few key characteristics:
their more narrowly defined mandate to support
socio-developmental projects, their equity partici-
pation in riskier and uncertain businesses but with
potentially vast payoffs in the very long term, their
in-house expertise and specialized knowledge, their
track record of risk assessment and management of
large and complex projects, and their special ability
to finance long-term projects and bring in finance
from other institutions.

In principle, NDBs are potent policy instruments, as
they operate in market segments at the core of the
process of structural transformation. Their main func-
tion is to address imperfect capital markets that are
unwilling to bear the risks associated with extending
finance to large-scale capital-intensive projects (or
new sectors, products) characterized by high degrees
of uncertainty, and long gestation and learning peri-
ods. As private investors cannot capture the positive
externalities often generated from such projects,
the result is underinvestment in these areas. NDBs
can institutionally bridge asset—liability mismatch-
es between long-term investment in infrastructure



projects and short-term deposits in the banking sys-
tem. NDBs can also play a proactive role by utilizing
their accumulation of research, technical support and
institutional capabilities to shape and create markets,
and acting as an investor of “first-resort” in antici-
pation of demand and in coordination of domestic
supply responses (UNCTAD, 2016; Macfarlane and
Mazzucato, 2018).

In practice, the effectiveness of some NDBs as a
policy tool has been uneven and their role contested.
With the rise of the Washington Consensus, NDBs
became subjected to a more critical analysis. By
the 2008-2009 financial crisis, however, as lending
from private-sector banks dried up, NDBs regained
prominence as key sources of long-term and coun-
tercyclical finance for investment in infrastructure,
public facilities and strategic sectors. The crisis
underscored the enduring importance of develop-
ment finance, as policymakers began rethinking the
role of NDBs in structural transformation and how
to effectively wield them (Kozul-Wright and Poon,
2018).

Figure 6.3 shows how experiences with development
finance at the national level can vary widely. In Brazil
and China, the outstanding loans of NDBs increased
significantly as a share of GDP. By contrast, NDB

FIGURE 6.3 Role of national development
banks, selected emerging
countries, 1994-2017
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loans in India stagnated at low levels over the past
decade, having fallen dramatically from early 2000
levels. While data availability is more limited in the
case of South Africa, the role of its NDBs has been
steadily rising at least since 2010, but remains at a
relatively low level.

Unlike most deposit-taking institutions, NDBs typ-
ically rely on broad-based and long-term funding,
such as national treasury resources, debt securi-
ties and, in some instances, what might be termed
“forced” or “compulsory” savings, for example when
linked with workers’ savings programmes as in the
case of Brazil.?' It is this funding base that gives them
the ability to provide support to long-term, risky,
innovative and complex projects that are essential
for structural transformation. Their origins go back
to late development efforts in continental Europe,
where weak or non-existent capital markets con-
strained industrial and infrastructural development
and monitoring mechanisms were missing for firms
looking to borrow (Chandrasekhar, 2016; UNCTAD,
2016). These early examples provided the institu-
tional template for countries mobilizing industrial
finance for reconstruction and industrialization in
the immediate post-Second World War period, such
as the German KfW?? and the Japan Development
Bank.”

These experiences would shape state-led policy par-
adigms and practices in the early post-war period, as
decolonization identified industrial development and
infrastructure provision as key to structural trans-
formation. For instance, the Korean Development
Bank (KDB), established in 1954, initially used aid
from the United States as its main source of funding,
and extended credit to basic industries such as those
producing fertilizer, cement and electricity, which
were destroyed during the Korean War (Lee, 2017).
BNDES, created in Brazil in 1952 with a different
funding model, focused on financing infrastructure
sectors like transportation and electricity generation,
before switching to other sectors such as non-ferrous
metals, chemicals, petrochemicals, paper, machin-
ery and other industries in the 1960s and 1970s
(UNCTAD, 2016).

One of the more significant risks of not relying on
NDBs that can provide long-term finance for risky and
long-term but socially desired projects, is that their
functions get taken over by more problematic sources
of finance, such as shadow banks (as described in
box 6.2).
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BOX 6.2 Shadow banking in China and India

Shadow banks, or financial institutions not considered to be primary depository institutions like banks subject
to regulation but undertaking bank-like activities, are a significant presence in economies that have liberalized
their financial sectors. They have in part become risk-burdened and fragile alternatives to public banks and
development finance institutions, as the roles of the latter are reduced or done away with as part of liberalization.
Not being subject to oversight and strict prudential regulation, these institutions tend to lend to and invest
in areas banks either cannot enter because of restrictions or choose not to enter. As borrowed funds, often
obtained using past acquisitions as collateral, are the main sources of funds for shadow banks, they transmit
the risk inherent in their assets to the rest of the financial system. Shadow-banking activities tend to grow
rapidly in environments in which, encouraged by financial liberalization and looking for higher return, banks
have become important providers of finance to these institutions.

Two emerging markets where such growth has been marked are China and India. In China this was partly the
result of the nature and sequencing of liberalization. On the one hand, even as policymakers were experimenting
with liberalization, the core of the banking system remained regulated: for example, controls were maintained
on loan volume and allocation; State-Owned Commercial Banks (SOCBs) preferred lending to State-Owned
Enterprises (SOEs) instead of new and smaller private firms; and bank depositors had limited options, while
bank deposit-rate ceilings and loan-rate floors were only liberalized in 2015 and 2013, respectively. Moreover,
faced with a surge in local government borrowing, in 1994 the central government imposed a ban on budget
deficits and bond sales at the local government level (UNCTAD, 2016: 29; Tobin and Volz, 2018: 11, 21). But
the freedom to establish new non-banking financial institutions was exploited by local governments to set up
local government financing vehicles that used borrowed funds to finance infrastructural and capital-intensive
projects. Banks supported this “off-budget” borrowing, partly under pressure from local government leaders.
Over time, on occasions when the central government found the need to “stimulate” the economy, it found
these institutions to be convenient instruments to kick-start credit-financed spending, making them an important
presence in the financial landscape.

In India, financial liberalization or “reform” led more directly to the growth of large shadow-banking institutions.
With public spending limited by fiscal reform, the government chose to rely on public—private partnerships
and private investment in crucial infrastructural areas. With the private sector unwilling to risk too much of
its own capital in these ventures, they needed to be backed with credit. Coincidentally, this was a period when
as a part of reform, Indian policymakers decided to wind down the activities of the specialized development
financing institutions that had been established in the years of planned development. Two of the most important
such institutions were transformed into conventional commercial banks. One way in which this absence of
financing sources for large projects was addressed was the creation, with public bank investments in equity, of
institutions that were to be run on commercial lines but with a development financing mandate. An example
was the infrastructure financier Infrastructure Leasing and Financial Services (IL&FS) (Chandrasekhar and
Ghosh, 2019), which sourced capital using short-term instruments such as commercial paper to fund long-
term investments. This maturity mismatch did not prove to be a problem at first, because of the presumption
that being a government-sponsored entity it enjoyed a sovereign guarantee. One third owned by state-owned
financial entities, IL&FS was one of the largest issuers of commercial paper and enjoyed a triple-A credit rating.
However, by late August 2018, the company suffered a series of bond defaults by group entities, leading to a
change in management, legal proceedings and a painful restructuring of the company, which is still under way.

In the 1980s and 1990s, policymakers shifted their
attention to external sources of finance, with a greater
emphasis on private capital flows and private foreign
and domestic enterprises, along with conditional aid
from donor governments and MDBs. With financial
liberalization as part of structural adjustment pro-
grammes, and changes in the role of central banks
as described above, many national public banks in
developing countries were scaled down or retasked,
privatized or simply shut down. Today, the public
banks that remain are generally more commercially
oriented than has historically been the case.
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An analysis of 13 national public commercial and
development banks from nine countries — Brazil,
China, India, Malaysia, Mexico, the Republic of
Korea, the Russian Federation, South Africa and
Turkey — shows a diverse group of banks in terms
of degree of public ownership, funding sources and
loan patterns. It emerges that patterns of ownership
and funding affect the nature of lending. The three
largest such lenders — CDB in China, KDB in the
Republic of Korea and BNDES in Brazil — are wholly
state owned and their funding is mostly based on
long-term liabilities. Consequently, it appears from



information in banks’ annual reports, that as much as
83 —100 per cent of their total loans goes to productive
sectors and a significant share goes to infrastructure:
at least 70 per cent of CDB loans and 38 per cent of
BNDES loans do so.

At the same time, banks that mainly rely on customer
deposits have a lower focus on infrastructure proj-
ects, even if they have a relatively high proportion
of loans to productive sectors. They tend to have a
higher share of loans with medium-term maturities

TABLE 6.4 Selected developing country public banks: Loans and institutional features. 2017

Distribution
of loans to Loansas  Primary source
Oustanding Outstanding productlljve instrument  of funding (% of
National Development loans (net$  loans sectors (% of (% of total total liabilities ~ State Ownership
Bank (NDB) Country millions) (% of GDP) total loans)® assets) and equity) (%)
1 gg;”ka(gg‘g'c’pme”t China 1634820 134 100.0 66.7 Detztszeg;gt'es Wholly
Korean Development a Debt securities
2 Bank (KDB) Korea 159.999 10.5 90.1 54.3 (30.3%) Wholly
Brazilian National
3 Development Bank Brazil 190.2872 9.3 83.4 63.3¢ treasury Wholly
(BNDES) (43.8%)
Customer Maiorit
4 Halkbank Turkey 54.379 6.4 84.6 65.8 deposits 5 7 10/3;
(61.9%) B
Customer Maiorit
5  Vakifbank Turkey 49.825 5.9 58.5 67.4 deposits (58‘ 5‘,/3;
(53.0%) o7
Export-Import Bank of . Debt securities
6  China China 421.884 34 n/a 75.4 (67.9%) Wholly
Bank of Development
and Foreign Russia 30.972 2.0 53.0 58  Debtsecuities .\,
7 Economic Affairs ’ ' ' ’ (31.8%) Y
(Vnesheconombank)
Development Bank Debt securities
g  of Southern Africa South Africa 6.3832 1.8 89.1 85.5 (44.7%) Wholly
(DBSA) e
Bank Pembangunan Customer
9 Malaysia Berhad Malaysia 4.863 1.5 90.3 73.1 deposits Wholly
(BPMB) (30.2%)
Industrial Customer
10 Development Bank of India 37.8097 1.4 77.3 52.7 deposits Majority (74%)
India (IDBI) (74.2%)
Industrial Equit
11 Development Corp. South Africa 3.796° 1.1 82.3 20.5 a oy Wholly
(67.3%)
(IDC)
National Bank for
Agriculture and Customer
12 India 28.244 1.1 100.0 80.3 deposits Wholly
Rural Development (61.8%)
(NABARD) =
Customer
National Financial . deposits and
13 (NAFIN) Mexico 11.190 1.0 30.0 42.9 securities Wholly
(47.8%)
Source: UNCTAD secretariat calculations, based on banks’ annual and financial reports.
Note:

a Figures include equity investments in associates. The figure for DBSA also includes development bonds.

b Loans to all agriculture. industry (including infrastructure). and services (sub)sectors. except for: financial and insurance institutions; real estate;
tourism; accommodation. dining and catering services; housing; personal service activities; and consumer loans and credit cards.
¢ Includes bank loans and on-lending operations.
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(as opposed to long-term maturities) possibly due
to their generally short-term funding. The majority
state-owned commercial Halkbank in Turkey relies
on customer deposits with a maturity of less than
one year and its infrastructure-related lending is only
24 per cent of its total exposure. Likewise, Vakifbank,
another majority state-owned commercial bank from
Turkey that relies on short-term deposits, provides
only 21 per cent of its total loans to infrastructure
sectors.**

A further consequence of the financial liberaliza-
tion-cum-privatization reforms of the 1990s was
descaling and a loss in focus of banks that were
previously designed for development lending. The
Industrial Development Bank of India (IDBI) is
a case in point. Created in 1964, IDBI was until
the 1990s a leading financial institution, providing
finance to all major industries and playing a catalytic
role in the industrial and infrastructure development
of India. As an apex institution, it supported the
creation of other development finance institutions
and helped to coordinate their activities. However,
in the early 1990s it was commercialized and part
of its ownership was sold to the private sector; and
since the 2000s it has transformed into a universal
bank, which includes retail lending. As a result, IDBI
currently does not do development lending and also
has a drastically reduced loan and equity portfolio,
equivalent to just 1.4 per cent of the GDP of India,
compared with BNDES’ portfolio corresponding
to 9.3 per cent of the GDP of Brazil (see table 6.4).

Challenges facing public banks and how to
support them

In order for national public banks to distinguish
themselves from other banks by lending mostly to
productive and socially valued sectors, they must
have both the mandate and the financial support
that can enable them to take on longer term and
riskier projects. Therefore, it is essential to protect
and expand their long-term funding sources, as only
long-term liabilities can put banks on a solid foot-
ing to finance long-term projects. Diversity of the
funding base is also important. BNDES, in Brazil,
has a relatively high reliance on the national trea-
sury, which can make the bank vulnerable to sudden
changes in domestic political priorities (Macfarlane
and Mazzucato, 2018: 53). But BNDES funding
also draws on institutional savings in the form of
FAT (Workers’ Assistance Fund) and PIS/PASEP
(Social Integration Programme / Civil Servants’
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Savings Programme) funds. Other funding sources
are shareholders’ equity and foreign bond issues. This
diversified funding base protects the bank against
risks and gives it a more sustainable funding profile.

Financial regulation, particularly the Basel Capital
Accords, can affect the ability of public banks to
finance long-term, risky or complex projects. Some
Basel norms and rules have an in-built bias against
such projects and clearly discourage both long-term
and riskier lending by banks. These include the
liquidity and funding requirements under Basel III,
which are intended to shorten maturities; the high
risk-weights attached to exposures to equity invest-
ments, especially those considered speculative in
nature, which may be about taking risks in desirable
blue sky projects; and restrictions on the large expo-
sures such as large-scale infrastructure projects.

An important challenge for the future, given the
financing needs of structural transformation and the
2030 Agenda, is the need for scaling-up. Public banks
should be strongly capitalized so that they can expand
their loans; while those that went into decline should
be assisted to recover and grow. In countries such
as China, Germany and Japan, where development
and other public banks have an important footprint
in their national financial systems, this is already the
case. But in the absence of such a strategy, a large
proportion of total credit goes to households and other

FIGURE 6.4 Ratio of household loans to
business loans in selected
countries, average 2014-2016
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non-productive sectors (see figure 6.4). Scaling up or
rescaling public banks is also important for the coun-
tercyclical role they play, as the bigger they are, the
larger the macroeconomic impacts of countercyclical
lending will be.

3. Scaling up regional development
banks: New trends and opportunities

The expansion of regional public banking by
Southern-led and Southern-oriented banks (such as
the New Development Bank, the AIIB, etc.) is one
of the most significant trends in the provision of
long-term public finance in recent years. Both the
additional finance they have created and the clear
developmental mandate have the potential to offer
qualitative differences in governance and lending
decisions compared to older multilateral banks. Just
a handful of the regional development banks from
the South have significantly increased the amount of
long-term lending available globally. These regional
banks also tend to offer loans quickly, with no con-
ditionality other than the condition of being repaid,
and give developing countries a voice in governance
more commensurate with their economic weight
(Barrowclough and Gottschalk, 2018: 10). They have
relied on partnerships and co-financing with other
banks and firms, offering not only finance but also
technical expertise and experience sharing. However,
not all regions have been equally well served and
important gaps remain. Most importantly, the funds
available are still too small relative to needs, which
ultimately reflects their narrow capital base.

The situation of regional development banks in Africa
is particularly difficult, but indicative of the wider
challenge. Four of Africa’s main regional banks — the
East African Development Bank (EADB), the West
African Development Bank (BOAD), the Central
African States Development Bank (BDEAC) and the
Trade and Development Bank (TDB) — have existed
for more than 35 years, supporting development proj-
ects in their borrowing countries. They are currently
in solid financial positions, have achieved investment
grades in credit rating, have strong shareholders and
are well embedded in the regional economic com-
munities they serve.” They also complement other
financial institutions, with a significant amount of
co-financing and on-lending. However, their lend-
ing capacity is very limited. Even after a significant
increase in lending from 2016 to 2017, the amounts
loaned are still extremely low, especially in light of
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what is needed. Despite recent expansion, the total
portfolios of loans and assets are in the $4 billion to
$5 billion range in the cases of BOAD and TDB and
in the $200 million to $700 million range in the cases
of EADB and BDEAC, figures that are considerably
smaller compared with those of the Latin American
development bank CAF (see figure 6.5).

The biggest binding constraint to their ability to pro-
vide loans, and other forms of finance, is their total
equity.?® Equally important, though, is to consider
banks’ reliance on borrowed funds, or their own
loan-to-equity ratios, also known as gearing ratios.
Atend 0of 2017, these were at 3.1 for BDEAC, 3.1 for
BOAD, 0.73 for EADB and 3.7 for TDB (compared
to 3.5 on average for the World Bank and 5.4 for EIB)
(UNCTAD, 2018b).

It has been argued that one of the problems EADB
faces is the low credit quality of the bank’s share-
holders, which constrains its credit rating (Moody’s,
2018: 5). To compensate for this weakness, EADB
has aimed for a low gearing ratio, resulting in low
levels of outstanding loans. This strategy apparently
helped the bank to be awarded an investment grade
by Moody’s. That said, the other banks, including
BOAD, all have been awarded investment grades
as well, despite their higher gearing ratios. All these
development banks look to financial markets, includ-
ing at the international level, as funding sources. As
discussed in section C.5, high investment-grade rat-
ings from credit-rating agencies allow them to raise
long-term finance in these markets at lower costs,
which then permits them to provide loans and finance
for development projects on reasonable terms. This
funding model, thus, explains why their behaviour
is influenced by rating agencies and reiterates the

161



point that banks’ ownership structure and sources of
finance matter a great deal.

One route to expanding the lending capacity of these
banks is to increase their gearing ratios. Another
route is to expand the capital base, possibly through
an injection from the region’s SWFs (section
C.4(c)); foreign reserves (some of which are held
by the Central Bank of France); or even adding new
shareholders, including from outside the region.
The CAF bank in Latin America did this, includ-
ing Spain and Portugal as shareholders; similarly,
the AIIB has a long list of Northern shareholders.
Calculations by UNCTAD based on current capital
ownership structure show that core shareholders
— African member governments — could let non-
Affican states and institutions contribute additional
capital while retaining control over the banks.?’
Currently, African member states and institutions
hold 90 per cent or more of total shares of these
banks, so African member states could let other states
and institutions contribute additional capital while
maintaining full control over the banks.

4. Alternative sources of long-term
finance

(a) Can regional capital markets provide the
required funds? The case of the Asian
Bond Markets Initiative

Regional capital markets are sometimes seen as
an important complement to development banks,
and the Asian region has been particularly keen on
exploring this possibility. The Asian Bond Markets
Initiative (ABMI) was created in 2002 by ASEAN+3,
with the broad aims of developing local currency
bond markets and promoting regional financial
cooperation and integration. Along with the Chiang
Mai Initiative, it was very much a reaction to the
East Asian crisis, when East Asian emerging market
economies that had liberalized their capital accounts
were buffeted by a sudden massive withdrawal of
foreign capital from the region. ABMI was designed
to help Asian countries move away from their overre-
liance on international banks’ provision of short-term
finance and in this way reduce currency and matu-
rity mismatches of borrowing in the Asian region.
Some also saw it an initial stepping stone towards a
possible larger, concerted effort towards loosening
the grip of Western finance over East Asia (Park and
Bae, 2002).
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Under some yardsticks, ABMI has been very suc-
cessful. Local currency bonds in the region grew
from about $1.1 trillion in 2002 to $10.2 trillion in
December 2016, and such bond markets grew in every
emerging East Asian country absolutely and as share
of GDP (ADB, 2017). However, as these economies
maintained financial openness to external capital, the
ABMI resulted in the rapid growth of holdings of
sovereign debt securities by international investors.
This further exposed Asian economies to unpredict-
able and rapidly changing international capital flows
and even exacerbated market volatility, as currency
risk was transferred to international investors, who
since then have become more risk sensitive (ADB,
2017). Despite ABMI, intraregional investment did
not pick up and the region maintained high reliance
on external capital despite high domestic saving rates
(Lim and Lim, 2012). Bond financing for infrastruc-
ture projects is still limited in the region (ADB, 2017:
6), and is likely to remain so, as the promotion of a
regionally integrated market presupposes complete
capital account liberalization among participating
countries. For many now well-known reasons, this
would be a risky strategy with uncertain benefits. It
therefore appears that this strategy of encouraging
capital markets has not done away with the risks and
concerns of external capital market integration for
developing countries.

(b) Creating a network of green, public banks

A proposal long discussed in Europe and currently
being mooted in the United States is to create a
network of green, public banks, radiating from a
similarly green-oriented central bank. This harks
back to the public institution mandated to finance
the original Roosevelt New Deal, the Reconstruction
Finance Corporation (RFC). By the time the RFC
was officially dissolved in 1957, it was described as
“among the largest and undoubtedly the most complex
of all Federal lending agencies” (Secretary of the
Treasury, 1959: v); it grew from small beginnings (a
capital of just $500 million paid in by the Treasury
and the right to leverage up to three times its equity)
to create tens of billions of dollars of lending for the
Depression Era reconstruction programmes. It first
issued bonds of $1.5 billion, using the borrowed
moneys to pay for roads, bridges, dams, universities
and much more. In subsequent years it created loans
for the United States war effort and eventually for
American business. Proceeds from the loans repaid
the bonds, and by the time the RFC was wound up
decades later, it had borrowed a total of $54 billion



and made a net profit for its government owner, as
well as repaying most of the initial capitalization and
generating income.

The network of public banks that could be at the heart
of a Global Green New Deal has been described as
a decentralized version of the RFC (Brown, 2019).
Today’s United States version of this concept envis-
ages a combination of the Federal Reserve and
a new system of regional and specialized public
banks, which could include banks owned by cities
and states. The public banks would help pay for a
Global Green New Deal by making low-interest loans
for building and upgrading infrastructure, deploying
clean energy resources and so on; and the federal
government would help by capitalizing the public
banks, setting environmental standards for loan pro-
grammes, and tying tax incentives to participating
in public bank loans.

In the European Union context, creating such a
network of banks also addresses the challenge
of scaling up for a whole region in an economic
union of individual countries that does not have a
system of fiscal federalism. In one proposal, the
European Investment Bank would issue “green
investment bonds” using a network of public
banks spread across the various member states, to
on-lend these funds to investors in a broad range of
activities that aim to tackle environmental mitigation,
create jobs and transform the economy. It is argued
that European Investment Bank bond issues could
be in order of 3—5 per cent of European GDP (see
for example the policies recommended by the polit-
ical movement DiEM25, 2019; Taylor and Neslen,
2019). Such a network can be established without
changing any existing treaties or arrangements;
it would not need continent-wide fiscal support
because the bonds would be paid back through the
revenues earned on the loans; and it would not add
to the national debt of the individual European Union
member states. An important part of one proposal is
that the European Central Bank should also stand
ready to buy back the bonds, should their price fall
below a certain yield, essentially underwriting the
project and guaranteeing that bond purchasers do
not make a loss.

Other sources of finance suggested to support the
public banks include a financial transactions tax
or stamp duty proportional to the size of corporate
balance sheets; redirecting central bank seignior-
age profits to be used to strengthen the equity in

development banks; charging a dividend on shares
from corporate initial public offerings and capital
increases; or adopting the carbon taxes mentioned in
section B.2. Of course, for many countries, control
of illicit financial flows (see chapter V) could be one
of the most important sources of finance to boost
governments’ fiscal capacities, which could be used
to capitalize their banks. If this also had the effect
of keeping private capital within national borders, it
could further serve to increase the resources poten-
tially available to the banking sector.

(c) Public assets such as sovereign wealth
funds

Another source of capital that could be used to scale
up public banking could come from SWFs. These are
not banks, but publicly owned assets. Some of them,
although not many, are mandated with broadly similar
purposes as development banks and could potentially
be called upon to support a Global Green New Deal.
Some SWFs are really pension and life insurance
funds, with a long-term mandate to provide a stream
of revenues into the future with which governments
can fund their social obligations. These large reserves
of publicly owned assets have long been a part of
international capital flows and they could be applied
in ways that offer more direct, public support for the
needs of developing countries.

There has been rapid growth in their number and
financial firepower: many new funds were established
in recent years, and total SWF assets are currently
worth at least $7.9 trillion (see table 6.2). The inter-
est in SWFs to support development banks stems in
part from their very size — especially in Asia or the
Middle Eastern region, where the SWFs are measured
in trillions of dollars and far exceed the size of the
development banks. In sub-Saharan Africa, some
nine funds currently hold assets worth around $12
billion. While this is less than the size of its regional
development banks and those national development
banks investing outside their own national borders,
such funds could be a helpful source of additional
capital for development banks (section C.2). The
SWFs could provide equity capital for the banks
and act as partners in projects with high risk but
the potential for big returns. Using examples from
biotechnology, the Internet and renewable energy in
China and the United States, among other countries,
Mazzucato (2011) and others argue that the public
sector should engage as an equity partner rather than
giving grant finance when it comes to R&D, as in this
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way the benefits of future revenue streams would pass
to the public as well as the private sector.

Another indirect benefit of SWFs is that their pres-
ence can help provide extra liquidity for regional
and local debt and equity markets, which would
help address some of the challenges described
above. However, only a few funds currently have
the legal right to invest in their own countries and
most use their vast resources to buy debt or equities
in advanced economies abroad. If they invest con-
servatively, they may be unlikely to choose green or
mnnovative new firms and investments. Even so, some
SWFs do hint at what can be achieved, as they are
using such investments to promote climate-change
adaptation (Norway), regional growth and develop-
ment (Singapore) or to support struggling domestic
economies (France, Ireland).

For funds to be directed to public needs, a clear
publicly oriented mandate is needed even for those
institutions required to operate under commercial
terms and especially when it comes to less commer-
cial operations. Khazanah in Malaysia, for example,
divides its SWF into a commercial fund and a “stra-
tegic investment fund” which also favours economic
developmental impacts. However, even the strategic
fund is expected to be self-sustaining and must
generate at least the same yield as the government’s
ten-year securities and deliver a financial return in
addition to its economic impact outcomes.

5. Making banking work better for
development: The role of credit-ratings
agencies

For public banks to scale up in ways that do not
undermine their developmental mandate, it is
essential to revisit the role of credit-rating agencies
(CRAs). Since banks have a fixed capital base, the
scale of their lending activities and their perceived
risk is limited by the way the market views their
solvency — which is determined to a large extent by
the ratings given them by the CRAs. This affects the
scale of additional funds that banks can borrow on
the market, and their cost. The World Bank and all
the major regional MDBs have always been rated
AAA with all the three largest rating agencies.”®
Many banks’ shareholders require this; for one bank
it is explicitly spelled out that they must get AAA
with all top three agencies; for others, it is simply
designated AAA without specifying which agencies
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(Humphrey, 2018a). These requirements put banks
in a position where they must balance the twin goals
of AAA ratings and meeting their developmental
goals, which are by definition supposed to include
the kinds of projects that are of ambiguous or even
high risk. Indeed, paragraph 110 of the Addis Ababa
Action Agenda describes mechanistic reliance on
credit ratings, including problems of conflict of
interest, as a systemic issue impacting finance for
development.”

Standard & Poor’s (S&P) describes this tension as
a conundrum, because G20 leaders have called on
banks to increase their lending, but without commit-
ting additional capitalization (S&P Global Ratings,
2017: 2). Their action plan, rather, calls on banks
to investigate different ways of unlocking capital to
optimize their balance sheets. A consequence of this
tension is that banks are being excessively cautious,
even according to the CRAs. Looking at 19 MDBs
in 2016, S&P showed that these banks could col-
lectively expand their lending by about $1 trillion
without damaging their credit ratings, a massive
step change of more than 70 per cent of the banks’
lending and roughly the equivalent of doubling the
loan portfolio of the World Bank. Banks could also
opt for a lower rating, say AA+ rating rather than
AAA. Several development banks such as the Latin
American bank CAF already operate successfully
at this level (Humphrey, 2018a). Research suggests
that if the seven major MDBs “broke the triple-A
taboo” and instead targeted ratings of AA+, this
would increase their lending headroom by a further
$1 trillion (Settimo, 2017).

Another move would be for governments to stop
diverting income from their banks. The World Bank’s
shareholders have transferred over $23 billion of
income out of the Bank through 2017 (Humphrey,
2018a: 25) an amount nearly two times bigger than
the Bank’s latest round of capital increase. With stron-
ger support from government shareholders, MDBs
could also potentially be able to use their callable
capital (the portion of capital that is not yet paid in
by the bank’s shareholders).

Part of the problem is that the methods used by CRAs
to arrive at their ratings are opaque and the individual
elements can be highly debatable (Munir and
Gallagher, 2018). Moreover, as noted by TDR 2015,
CRAs’ assessment shows a systematic favouring
of countries that use conservative Washington
Consensus—type policies, despite the evidence



that these simply made matters worse during the
global financial crisis. More generally, the CRAs
are criticized for giving a large weight to banks that
hold liquid reserves rather than loans, which in turn

encourages the banks to hold more cash reserves
than they might otherwise; and for undervaluing
the benefits of Preferred Creditor Treatment and
callable capital.

D. What developing countries can do now

Public banking can be a positive force for develop-
ment, especially if it is catalytic and market-shaping
and not restricted to the minor role of reacting to
so-called “market failure” or filling gaps. An impor-
tant new opportunity exists to use public banking
to achieve a Global Green New Deal, but this will
not happen automatically and policy support will be
essential. Some important policy suggestions emanat-
ing from this discussion are as follows:

* Development banks and long-term finance
institutions can make a significant contribution
to a Global Green New Deal, but they will be
much more effective when they are part of a
pro-development articulation with the central
bank at the apex of the system, supported by a
diverse mixture of financial institutions with dif-
ferentiated and distinctive roles, and positively
integrated with broader government policy and
national development goals.

* Central banks can free themselves from recent
years’ narrow focus on price stability/inflation
targeting and once again include critical
developmental concerns. There may be more
policy space for this than usually imagined. The
wave of public support for a new approach to
deal with climate change offers an encouraging
opportunity that can be expanded to the global
commons and a Global Green New Deal more
generally.

» Central banks should have a much bolder role
and fully support green bond issuing and green
finance by public banks and governments; includ-
ing by acting as buyer of last resort.

* Governments need to be careful not to give
away the space they have — through international
trade or investment treaties that limit central
banks’ capacities to use macroprudential meas-
ures such as capital-account management, for
example. Where possible these rights should be
taken back.

*  Development banks need to be better supported
so they can scale up finance for development.
This requires enabling them to lend more with

their current capital levels as well as expanding
their capital base.

* At the same time, banks need to have incentives
aligned so that they can lend to projects that
are truly development-oriented. Concerns for
financial sustainability should not undermine
their ability to lend to projects or areas where
the development returns are high, even when
financial returns may be low.

* Governments need to signal their support for
development banks, including their mandate to be
developmental. Since capital markets assess who
owns the banks and whether they will support
them if things go wrong, banks are undermined
when there is a sense that some governments are
unwilling to fully support them.

* Government shareholders may also reduce the
revenues they are receiving from their banks and,
rather, reinvest their profits back into the banks.

* Sovereign wealth funds offer potential firepower
that could be better directed towards develop-
mental needs, including supporting development
banks.

*  Better performance metrics and reporting systems
that appropriately value the social and economic
contributions of development finance institutions,
rather than just financial viability, can help to
address the tension that exists between financial
sustainability and perceived economic effective-
ness. This remains an important gap in research,
in funding and in the wider political debate.

*  Support for development finance institutions to
act collectively to share experiences, technology
and learnings as well as finance, in particular
South—South interchanges may be particularly
effective.

* Developing countries need to ensure that
regulatory framework for banks takes into
due consideration the specific features of
public and especially development banks. The
Basel Capital Accords do not provide a clear
distinction between banks of different character.
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At the national level, country regulators have the
discretion to adapt Basel rules as necessary and
therefore could either leave development banks
outside of the Basel framework as some countries
do already, or, alternatively, give them special
treatment, in recognition of their specific funding
features and their developmental mandates.

The constraints posed by credit-rating require-
ments need to be reconsidered. Governments
could review their requirements for banks to
achieve consistently high credit ratings and chal-
lenge the “triple-A taboo”. A review of the costs
and benefits of banks trying to achieve AAA
status is needed, with particular focus on the
trade-offs taking place as banks try to balance
the competing goals of AAA status and devel-
opmental mandates.

An external review of the capital adequacy of
development finance institutions needs to be
conducted by a credible external agency with
specialist knowledge of development finance
institutions as compared to “ordinary” banks.
BIS, for example, could give appropriate analysis
and weight to their special financial situation and
mandate in a way that CRAs — which are required
to assess a very broad spectrum of institutions
and firms — cannot be expected to.

Notes

For example, the Bank of North Dakota (BND) was
formed in 1919 to provide low-price credit for farm-
ers, and now provides student loans and credit for
local small and medium-sized enterprises, as well as
funding local government by purchasing municipal
bonds. The Norwegian Kommunalbanken was es-
tablished in 1926. The Ziraat Bank was formed in
Turkey in 1888 to support agricultural development.
Some public banks created recently include the SME
Development Bank of Thailand (2002); the Agencia
Financiera de Desarrollo (AFD) in Paraguay (2005);
the Banco de Desarrollo Productivo (BDP) in Bolivia
(2007); Belarus Development Bank; Tanzania
Agricultural Development Bank (2012); Malawi
Export Development Fund (2012); BanEcuador
BP (2015); Nepal Infrastructure Bank (2019); and
Uzbekistan Development Bank (2019).

Some examples are the Green Investment Bank in the
United Kingdom (2012); the new Canadian export
credit agency, FinDev Canada (2017); Bpifrance
(2012).

UNCTAD secretariat estimations suggest that public

At the international level, the critical issue is the
grip that international CRAs have over MDBs.
Such agencies follow closely Basel rules for
capital determination when assessing how much
capital such banks should hold for different
categories of assets, but their assessment could
be modified in recognition of banks’ develop-
mental mandates and the fact they are owned by
governments.

Some green credit creation and guidance mecha-
nisms, such as quantitative easing, may not be
feasible for developing countries that risk pro-
voking exchange-rate and balance-of-payment
crises. However green quantitative-easing
policies by banks in advanced countries could be
used to support green investments in developing
countries.

New analytical approaches to macroeconomic
modelling on the part of central banks are long
overdue — including those that more accurately
incorporate exposure to climate-change risks.
It should also be compulsory to disclose these.

It is equally essential to revisit the analytical
modelling relating to the effect of economic aus-
terity policies, in particular their negative effects
in terms of inequality, deflation and depressed
effective demand. |

banks with sociodevelopmental orientation currently
number 80 in developing Asia, 75 in Africa, 70 in
Latin America and the Caribbean, 20 in the Middle
East and 8 in the Pacific.

For more detailed surveys, see for example Bar-
rowclough and Gottschalk, 2018; Eurodad, 2017;
Grabel, 2017; Griffith-Jones and Ocampo, 2018;
Studart and Gallagher, 2016; UNCTAD, 2016,
2018a, 2018b; World Bank, 2018b; Xu et al., 2019;
among others.

See Eurodad, 2017, for another, related, description.
To avoid such potential for cherry-picking or crowd-
ing out, the Production Development Corporation
(CORFO) in Chile, which is an agency financed
by the Treasury rather than a bank, switched to
offering grants for the most needy cases rather
than subsidized loans (Griffith-Jones et al., 2018),
meaning they targeted a different kind of borrower.
In the case of SWFs, most tend to operate more in
the same profit-oriented territory as private firms and
investors. However, there are some notable excep-
tions where funds invest domestically or in the region
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11

12

13

14

15
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in strategic and developmental activities, including
the Singaporean Temasek infrastructure investments
in the region, the Khazanah fund in Malaysia, which
invests in national infrastructure and other areas with
developmental impact, and French and Italian funds
set up following the 2008—2009 crisis to invest in
domestic firms and enterprises.

Table 11 in ECB, 2017.

OECD, 2010. Note: this annual series ceased in 2010.
See Amsden, 2001, UNCTAD, 2016, and
Barrowclough and Kozul-Wright, 2018, on the
“reciprocal control” mechanism.

Electric power, road and railway construction,
agriculture and related industries, public
infrastructure, petroleum and petrochemicals, coal,
post and telecoms (CDB, 2017).

In Canada, where carbon taxes were adopted in 2019,
revenue estimates for that year are almost C$3 billion
but projected to rise quickly to C$6 billion by
2023/24 (Parliamentary Budget Officer, 2019). The
tax revenues received are to be paid back to the
provinces or territories in which they were generated
but they could, potentially, be used instead to inject
capital into a development bank dedicated to climate
lending if there was political will.

Some country central banks evolved from private
banks and became “public” only gradually after
several centuries of mixing private and public
objectives. Most, however, were established in the
mid-1900s. Out of 176 central banks existing today,
159 were founded from 1900 onward. Historical
exceptions include the creation of the Bank of
Sweden in 1668, the Bank of England in 1694, the
Bank of France 1800, the National Bank of Belgium
1850, and the Reichsbank 1876. The United States
Federal Reserve was created in 1913.

The list of activities that central banks are supposed
to engage in tends to include the following: issuing
and unifying the country’s payment system;
acting as the government’s bank; acting as the
commercial banks’ bank; serving as lender of last
resort to the banking system and even the financial
system as a whole; conducting monetary policy
to stabilize both prices and the exchange rate; and
conducting monetary policy to manage the overall
level of economic activity. Some writers insist that
“lender of last resort” is the true function of central
banking (Capie, 1994, 1999), while others are
equally adamant that it is the provision of liquidity
(Goodhart, 1988, 2011).

The European Central Bank (ECB) introduced
a Targeted Long-term Refinancing Operation
(TLTRO) in 2014, whereby the ECB offers long-term
loans to banks, in exchange for collateral, on special
terms. There have been a couple of programmes
since the eurozone crisis and the interest rate on these
loans falls in proportion to the lending undertaken by
the banks, to encourage more lending to the actual
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economy. If banks lend enough, the rate the ECB
charges them is negative. The Bank of England
launched the Funding for Lending Scheme (FLS) in
2012 and the Bank of Japan introduced a Lending
Support Plan (LSP), to help improve monetary policy
transmission from the financial sector to the real
economy.

In Japan, the United Kingdom and the United States,
the institutional structure meant that the specific
form taken by loose monetary policies required
consultation between the central bank, the Treasury
or finance ministry and the Financial Services
Authority.

In the last quarter of 2018 alone, the Monetary
Policy Analysis Group of the People’s Bank noted
a slew of monetary and financial activities designed
to support government policy goals. These included
offering financial support for structural reforms in
industry, agriculture and poverty reduction as well
as a series of policies to create credit and to direct
it, at preferential rates, where it was considered to
be lacking (MPAG, 2019: 2).

Established in July 2018, the Network brings
together 16 central banks including some of the
world’s largest, as well as five multilateral financial
institutions as observers.

Many developing countries are already doing this.
China dominates, accounting for 70 per cent of the
green bonds issued by emerging and developing
countries but others include Brazil (six issues over
the years 2012-2018), India (eight), Indonesia (one),
Poland (two), the Republic of Korea (four); Climate
Bonds Initiative, 2018: 14.

These are not voluntary savings, but mandated
through legislation. FAT (Workers’ Assistance Fund)
and PIS/PASEP (Social Integration Programme /
Civil Servants’ Savings Programme) of Brazil,
mentioned later, are such examples where funds
originating from firms’ contributions aimed at
supporting workers’ welfare and socioeconomic
integration and development.

See: https://www.kfw.de/KfW-Group/Newsroom/
Press-Material/Themen-kompakt/Marshallplan/
(accessed 19 July 2019).

See: https://www.dbj.jp/en/co/info/history/index.
html (accessed 19 July 2019) and Stiglitz and Uy,
1996.

Based on data from banks’ 2017 annual/financial
reports.

See BDEAC, 2017; BOAD, 2017; EADB, 2015; and
TDB, 2017.

In 2017, TDB’s total equity was $1.02 billion (against
$857 million the year before). In the same year,
equity reached $261.4 million for EADB (against
$251.2 million in 2016), $1,315 million for BOAD,
and $191.3 million for BDEAC (end of period
values).

EADB, created in 1967, is a key institution of the
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East African Community (EAC). BOAD, created in
1973, but becoming operational in 1976, has its ori-
gins in the West African Monetary Union (WAMU).
BDEAC, created in 1975, and entering into operation
in 1977, serves the countries of the Central African
Economic and Monetary Community (CEMAC). Fi-
nally, TDB, established later, in 1985, has its origins
in the Common Market for the Eastern and Southern
African States (COMESA). Membership has then
expanded to include countries from across EAC
and the Southern African Development Community

(SADC).

28 The one exception to that time was when the
African Development Bank was downgraded to
AA+ during the years 1995-2003, due to a
sovereign debt problem in some countries in Africa.

29  Some (like Standard & Poor’s) use a methodology
that is more quantitative and mechanical compared
with the other big agencies and is therefore more
transparent, but even this has been criticized for
being overly conservative in ways that impact on
MDB lending patterns.
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