DEVELOPMENT EFFECTIVENESS UNIT

BRIEF Materia Is IFC Making “Too Much” Profit?

IFC's profits have quadrupled in the past five years, leading many to ask whether IFC is making profit at the expense of
development outcome. Is IFC making money because it shies away from risky, but potentially high development impact
projects in countries where private capital is scarce? This note shows that, on the contrary, IFC'’s profit is an indication
of strong development results:

« IFC is concentrating its activities in frontier countries, which are perceived to be high risk and attract little private

capital.
« IFC is profitable because it takes financial risks, earning commercial returns.
* IFC’s profits translate into sustainable development results and positive demonstration effects.

IFC is concentrating its activities where private ¢ apital is limited

Since 1998, IFC’s strategic priorities have included a focus on frontier markets', where private capital flows are limited.
During the years before IFC first articulated its frontier focus, IFC’s project approvals were concentrated in frontier
countries roughly to the same extent as GDP, a proxy for their relative absorptive capacityz. FDI was similarly
concentrated (Figure 1).

Since then, many countries, including some large countries like China and Russia, graduated from being frontier
countries, thus reducing the economic size of the remaining frontier countries from 41% to 14% of world economies.
The concentration of IFC investment in these remaining frontier countries deepened. In FY07, projects in frontier
markets account for 33 % of IFC’s investment, roughly twice higher than their share of GDP, and three times higher
than overall foreign direct investment (Figure 2)3. These figures, in fact, underestimate IFC’s focus on frontier markets,
because they do not reflect investment in frontier regions within non-frontier countries.
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If a country meets the criteria of being high risk (Institutional Investor Country Credit Rating of less
1
than 30) and/or low income (Gross National Income of less than $826 per capita ), then IFC classifies it
as being a “frontier” country.

2
OEG evaluation brief, “an evaluation of IFC’s frontier country strategy” June 2005.
3

Drop in the frontier shares (FDI, GDP, IFC) in more recent years reflect graduation of large countries
such as China and Russia after 1999.

4
FDI, GDP, and loan figures are for 2005.
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IFC is profitable because it takes risks

A large share of IFC’s profit in the past few years came from its equity investments®. Why have equity investments
been so profitable in recent years? For one, IFC benefited from the market trend in the past few years, where stock
markets in emerging markets performed exceptionally well. (Figure 3).

This, however, doesn’t mean equity is always an easy choice. Equity investments in developing countries are by no
means “safe.” Equity is a riskier instrument than loans, and emerging markets are more volatile than developed
markets, such as the US market (Figure 4). Reflecting this volatility, IFC’s return from equity was close to 0% as recently as 6
years ago. IFC was able to benefit from the recent favorable trend, because it was willing to take the risk and invest in equity
markets when returns were not as favorable.

Figure 3IFC’s equity return jumped in the last few vears..... Figure 4: ... Mirroring strong performance of emerging markets
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Overall market trends and IFC’s performance based on aggregate return do not tell the whole story, however. While equity
investments performed well across the board in recent years, typically, half of equity investments end up losing money. Of IFC
equity investments approved during FY90-02, for example, 51% companies ended up having a negative return (Figure 5).
Aggregate return ends up positive only because the small number of successful equity investments contribute a large portion of
profit, compensating for the loss from other projects. This pattern is typical for equity investments, particularly in riskier situations
such as emerging markets or greenfield operations.

5

Recent report by IEG that examines whether investment operations contribute positively to IFC’s own profitability found that
although fewer equity investments are judged successful (31%, compared to 74% for loans), those that are have contributed to
high overall portfolio returns for IFC. To be considered an investment success for IFC, a loan must be expected to be repaid as

scheduled, while an equity investment should provide IFC with a return above that of a loan commensurate with the extra
instriument risk_
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Figure S Equity investments: A few big winners compensated for many losers
(FY91-02 approvals)
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IRE was calculated as of June 2006 for projects approved between FY90-02.

What are the characteristics of these small number of equity investments that produce high returns? Are they in relatively higher
income, lower risk countries? The table below shows that IFC made profit not in spite of, but because of its investment in low
income and high risk countries. Return from projects in these countries was 9.5% compared to 4.3% for the rest of the projects.
A closer look reveals that the equity return is highest when conditions in frontier countries improved over the medium term.
Return in this scenario is 15.2% compared to 2.4% where countries remained “frontier”. (Table 1)

Table 1. Equity Returns
Real IRR %0, 1953-00, June 2004 Valuations

Approval year
Frontier Non Frontier
Frontier 24 32
6-yr later | Non Frontier 15.2 46
Total 95 43

Source: CPM

In addition, a recent IEG study6 shows that while a project’s high risk intensity can lead to poor results, IFC’s high work quality7
can improve the odds of success. The table below shows that irrespective of whether or not the projects had high risk intensity,
IFC’s high work quality positively influenced both the investment and development outcomes (Table 2). The IEG study shows
that steps IFC has taken in recent years, such as strengthening of its credit review function, have improved work quality.

6
Evaluation Brief “Risk Intensity and Project Outcomes” April 2006

7
Work quality refers to the thoroughness of IFC'’s due diligence at appraisal, deal structuring, monitoring, and follow-up during
supervision, and IFC’s role and value-added throughout the project life cycle.
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Table 1: IFCS high work quality lavgely mitigates a project’s high risk intensity

Low IFC High IFC
Risk intensity Qverall work quality | work guality
Development Outcome Success Rates
Low 65% 15% 85%
High 53% 19% 79%
Overall 58% 18% 82%
Investment Outcome Success Rates
Low 1% 51% 79%
High 39% 13% 59%
Overall 52% 25% 68%
Aggregate Return on Equity
Low 16.3% -13.5% 22.0%
High 4.4% -1.7% 8.8%
Overall 12.4% -6.0% 16.4%

IFC, by its nature and mandate, is a risk-taking institution. Economic theory postulates that there is a direct link between risk and
reward and IFC’s experience bears out this relationship: it has traditionally made some of its largest returns in investments
considered amongst the most risky at the time. As an indication of the significant risks inherent in its portfolio, an analysis of
IFC’s one year default rates shows that they are comparable to Standard and Poor’s speculative (“junk”) grade default rates
(Chart 111-1). IFC makes this risk transformation of investing in riskier assets whilst maintaining its AAA credit rating by: (i)
diversification in its investments, giving it exposure to a range of risk profiles; (ii) maintaining a strong financial structure and
capital base; (iii) being a long-term investor particularly for its equity investments; and (iv) rigorous due diligence, accumulated
knowledge and experience in developing countries and sophisticated risk management practices. In sum, IFC made profit
because it took risks, while it selected and managed projects carefully.

Chart ITT-1: TFC and S&P One Year Default Rates (FY86 — FY06)
One Year Default Rates of S&P Rated Bonds vs.IFC Loans - (1286 -2008)
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Positive return means sustainability of development impact....

IFC makes profits when the companies it supports are profitable. There is a strong link between financial performance of our
client companies and the development impact they have in local economies. In fact, profitability is a prerequisite for companies
to generate and sustain jobs, purchase goods and services from local providers, and pay taxes that contribute to the
government’s provision of public services for the poor. About 90% of IFC'’s active portfolio projects perform well both in terms of
financial performance and overall development impact, or do poorly on both accounts. Only 9% of projects achieve positive
overall development impact despite having poor financial performance, and almost no project with strong financial performances
produced poor development outcomes. (Table 3)

Findings by IEG also show that IFC’s own investment success is closely linked to development impact. (Figure 1.) Of IFC
operations evaluated between 1996-2006, the vast majority (both by number and volume) resulted in high development
success/high investment success or low development success/low investment success. For the most part, therefore, there was
no apparent trade-off between development success and investment returns. 8 Further, if IFC is not profitable, its financial
capacity could be eroded, and a negative signal would be sent about good business opportunities in developing countries. Better
quality investments and IFC’s profitability translates into a stronger development impact for IFC.

8
Where development and investment success were not correlated (23 percent of cases), proportionately more operations
involving equity achieved high development success and low investment returns (square 2), while more operations involved

loans achieved low development success and high investment returns(square 3), reflecting different investment risk associated
with each instrument.
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..... and viability of marke t.
While IFC is the largest multilateral financier of private investment in emerging markets, it accounts for only a small

fraction of total private capital flows. At $6 billion, IFC’s investments accounted for a small share of global financial
flows of US$530 billion to the private sector in developing countries in 2006. In imperfect markets, IFC investments’
true contribution is the information they create by investing in profitable deals and demonstrating market viability. If the
projects do not earn a return comparable to what private investors can earn on other investments, IFC projects will not
be replicated and the impact of IFC funded projects will be limited. Among IFC’s active projects with excellent PSD
impacts, positive demonstration effects are the most frequently cited reasons.
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