
 

Second edition, 21 January 2011 
 

  

 

 

 

 

 

 

 

The Growing Role of the 
Development Finance 
Institutions in International 
Development Policy 
 
 

  
 

 



ii 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

The Growing Role of the Development Finance Institutions in International Development Policy 

Published by Dalberg Global Development Advisors ï Copenhagen ©2010  

This publication is available from: 

Dalberg Global Development Advisors 

Købmagergade 45 2nd floor, Copenhagen, 1150 K, Denmark 

Phone +45 6966 9966 

Info@dalberg.com 

 

www.dalberg.com 

 

 

 



iii 

 

Foreword 

 

 

The private sector plays a crucial role in developing countries. It is a vital factor for growth 

and job creation and, by spurring economic development, provides the fiscal base which 

allows governments to realize general investments and bring about redistribution of wealth. 

 

The private sector is also at the very heart of environmental, social and governance related 

preoccupations and is the object of much public policy. Many negative externalities can be 

reduced by fostering best Corporate and Social Responsibility practices in this sector. 

 

But more than just an object of public policy, the private sector can itself become a key 

player in society. As demonstrated in the impact evaluation analysis of European DFIsô 

financed projects, it can be directly responsible for the provision of certain basic services in 

the social sector, and plays an important role in providing access to certain essential 

services such as water, sanitation, energy, transport and communication, particularly 

through public-private partnerships.  

 

Throughout the course of their existences, most of the European DFIs have demonstrated 

their ability to catalyse private investment in developing countries with these three ends in 

view. Whilst operating under market conditions they have witnessed a continuous growth in 

commitments and results, bearing testament to a strategy based around complementary 

strengths between themselves and a complete range of long term financial instruments. 

 

Since 2006, the European DFIs have shared developmental impact evaluation tools applied 

to their operations. The aim of these tools allow them to highlight the contributions that the 

projects financed by each of them are making to development, to growth and employment, 

to the access the populations concerned have to basic services, as well as controlling the 

effects of its projects on the local and global environment.  

 

As shown by this report, The European DFIs network plays a key role in the international 

development policies of the European countries, and represent a rising ñthird pillarò 

alongside traditional aid instruments and the main bilateral banks dedicated to the public 

sector. 

 

The European DFIs welcome the contribution of this report to highlight the important 

contribution of DFIs dedicated to the private sector in international development policy. I 

strongly hope it will help spark the interest of the public and European policy makers. 

 

 

 

Luc Rigouzzo 

EDFI Chairman
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Executive Summary 

 

Development Finance Institutions (DFIs) are government-controlled institutions that invest 

in sustainable private sector projects with the twofold objective of spurring development in 

developing countries while themselves remaining financially viable. DFIs are already quite 

well-known in some European countries, where their strong track record in promoting 

development is widely acknowledged. However, more still needs to be done to make 

private investors and policy-makers aware of the growing role of DFIs and to highlight 

potential new areas of collaboration. 

 

This report provides an introduction to the European DFIs and their work. It also puts them 

into the context of current international development policy priorities, including the creation 

of sustainable employment opportunities and the reduction of poverty levels in low income 

countries1. 

 

The European DFIs 

The Association of European Development Finance Institutions (EDFI) has fifteen 

members, all of them operating government-controlled funds mandated to invest in 

developing countries and emerging markets.  

 

The European DFIs all have different areas of specialization and expertise, often reflecting 

the comparative advantages of partners in their home countries. Some of them are fully 

state-owned while others have private participation. The European DFIs also have diverse 

investment strategies and operate in various countries, using different investment 

instruments. Each one of them is profiled in this report. 

 

A thriving private sector is the engine of growth 

The number of people living in extreme poverty worldwide has levelled off in recent years. 

But many countries still face numerous obstacles in the fight against poverty. The 

continuation of the positive trend in economic growth will be essential to sustain that fight.  

Private sector investment is strongly associated with economic growth through the creation 

of profits, jobs, government tax revenues and other benefits to the society. According to one 

major global survey by the World Bank, more than 70% of the worldôs poor believe that the 

best way to escape poverty is to get a job.  

 

Getting access to finance presents a challenge to companies in many developing countries. 

The majority of low income countries do not have sovereign credit ratings that are up to 

investment grade and this discourages private investors, making it difficult and expensive 

for entrepreneurs and companies to raise the finance they need in order to grow and 

develop.  Particularly small and medium sized enterprises (SMEs) lack access to finance. 

This gives rise to a problem referred to as ñthe missing middleò ï those businesses with 

perhaps the greatest potential to grow and create jobs being the very ones that have the 

least access to the investment they need to finance that development. 

                                                
1
 OECD defines ñLow Income Countriesò as all countries with per capita GNI < US $935 (in 2007) per OECD DAC List of ODA Recipients 

effective for reporting on 2009 and 2010 flows.  
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A track-record of relevant results 

The European DFIs have a long track-record of investing in private sector projects in 

developing countries. The 15 European DFIs have built up a huge depth of experience from 

decades of investment activity. Many of them have been around since the 1960ôs and 

1970ôs. 

 

Their combined investment portfolio now amounts to approximately ú18.5 billion invested 

across low and middle income countries, Africa being the largest region with approximately 

28% of the portfolio. Every year EDFI funding for new projects in the form of loans and 

equity investment is around ú4 billion. This level of investment corresponds to roughly 6% 

of Official Development Assistance provided by the governments of the DFIsô 14 home 

countries2. But investments by DFIs often represent a crucial component of private 

investment in those countries where they operate. 

 

The approach of the European DFIs is to invest in private sector projects that not only have 

development impact but are also financially viable. In making investments they are guided 

by three principles: the need to be additional (going where other investors donôt), catalytic 

(paving the way for others to follow) and sustainable (making sure that investments have 

long-term viability). This investment approach allows the DFIs to provide access to finance 

for the private sector in countries where this is a prerequisite for economic development 

and poverty alleviation. The DFIs have a track-record of significant results. Evaluations 

show that DFIs are able to generate both positive development impact and good financial 

returns in a majority of their projects. These significant economic effects constitute a major 

contribution towards achieving the Millennium Development Goals (MDGs) agreed at the 

UN Millennium Summit in New York in 2000 ï eight specific goals to be met by 2015 as a 

measure of progress in the fight against extreme poverty.  

 

The European DFIs have also provided a very cost-efficient use of public funds for their 

governments. Their investments have positive development effects that last even after 

investments have been repaid. Successful projects also make financial returns and 

eventually return the invested capital, which can then be reinvested in new projects. 

Through this process, the total combined portfolio of the European DFIs has roughly 

doubled in the last ten years, with only a modest share of the increase derived from capital 

injections from governments. Capital injections from private shareholders and borrowed 

capital also represent a modest share of the portfolio growth. In addition to this process of 

investment and reinvestment, the DFIs manage to catalyze often significant amounts of 

investment from private investors who may not otherwise have invested in developing 

countries. 

 

The ñThird Pillarò in Europeôs international development policy 

DFIôs investments in the private sector are complementary to traditional overseas 

development assistance, which is typically focused on investments through the public and 

                                                
2
 Belgium has two DFIs: BIO and BMI-SBI. 
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not-for-profit sectors. Investment in the private sector can be seen as a third pillar in 

international development policy, standing alongside: 

 Aid ï donations provided to public and civil society partners through bilateral and 

multilateral channels 

 Development bank public sector lending and guarantees 

 

All three of these pillars are valid and important components of international development 

policy. They represent very different and highly complementary approaches to fighting 

poverty. All three recognize the role of private sector growth in ensuring sustainable 

development. However, DFIs are the channel that most directly delivers this strategy by 

providing private sector finance where it is most needed in developing countries. It will be 

very difficult to achieve international development goals without sustaining and scaling up 

these efforts. This is particularly the case in the context of the global financial crisis, which 

has had a negative impact on foreign investment in developing countries by creating 

downward pressure on public spending in donor countries, including the amount spent on 

overseas development assistance. 

 

A growing role for European DFIs 

The European DFIs are determined to take on a growing role in international development 

policy to continue to grow their successful track record and expand access to finance for 

the private sector in developing countries. 

 

The DFIs are exploring a number of approaches in an on-going attempt to increase their 

contribution to improving access to finance. Each DFI plays the key part in exploring the 

options available to them, but there is also a potential for an increased role of the EDFI 

association, particularly in promoting awareness of the DFIsô work and role in development 

policy. 

 

The DFIs are exploring a number of approaches in an on-going attempt to increase their 

contribution to improving access to finance: 

 Increasing visibility for private investors 

 Engaging in the public policy debate 

 Making public and private sector finance more complementary 

 Updating regulatory practices 

 Growing the capital base 

 

Finally, DFIs are continually exploring ways and means of updating their working practices 

and investment strategies to address new issues and opportunities. Measuring 

development impact and managing the sustainability of investments are two areas where 

European DFIs have recently developed fresh and innovative approaches.  Together with 

their governments, they have also been looking at how they can update their mandates and 

regulations so as to become as effective as possible in development policy. Finally, the 

track record of DFIs makes them potentially an attractive alternative asset class for 

institutional investors. Several DFIs are considering how best to exploit this potential to 

expand private sector participation. 
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1 Introduction  

 

 

1.1 European DFIs 

 

Development Finance Institutions (DFIs) are specialised financial institutions that invest in 

developing countries. In Europe there are 15 national DFIs which serve to implement their 

governmentsô international development and co-operation policies. They are usually 

controlled by their governments. There are also multilateral DFIs, such as the International 

Finance Corporation and the private sector arms of the regional development banks. 

 

The DFIs invest in private sector companies and projects with the aim of generating 

development impact while at the same time delivering a financial return1. They seek to 

invest in projects that would not receive funding without their involvement and to attract co-

investors from the private sector who would not otherwise have invested in those projects 

or countries. DFIs also seek to promote responsible corporate governance and to uphold 

social and environmental standards in the projects in which they are involved. 

 

 

1.2 Context 

 

EDFI is the Association of 15 European Development Finance Institutions. Since it was 

founded in Brussels in 1992, the Associationôs mission has been not only to foster financial 

and technical co-operation among its members but also to strengthen information flow and 

co-operation between its members and other bilateral, multilateral and regional 

development finance institutions. In addition, EDFI serves to inform the general public and 

government stakeholders about the European DFIsô contribution to development. 

 

 

1.3 Report objectives 

 

This report has two main objectives:  

1) To describe and articulate the role of European DFIs in international development 

through: 

a) Describing the role of development finance for the private sector as a driver of 

economic growth in developing countries;  

b) Improving the understanding among decision makers and the informed public of 

the value-added of the European DFIs in international development; and  

c) Outline how DFIs, aid agencies and development banks complement each other 

in addressing the breadth of challenges to development in emerging markets. 

 

2) To present options for DFIs to assume a greater role in international development  

 

We hope that the report will spark debate about the growing role of DFIs.  
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2 Role of the private sector in poverty reduction 

 

 

2.1 Slow but steady development progress  

 

Although achievement of the MDGs is behind schedule, progress is being made2 

Poverty reduction, in the context of sustainable development, remains a major challenge. 

The 2009 MDG Gap Task force report revealed that in 2008 one in four people in the 

developing world, a total of 1.4 billion, were living in extreme poverty, defined as less than 

US $1.25 (PPP) per day. And it is estimated that the global financial crisis that then 

developed will have had the effect of adding an extra 55-90 million more to that total in 

2009 than had previously been anticipated. 

 

It is also estimated that as many as one billion people will still live in poverty by 2015, the 

target date for the Millennium Development Goals. As well as major global economic 

challenges such as the recent financial crisis, progress in the fight to reduce poverty faces 

numerous other obstacles such as the growing need for sustainable energy, the increasing 

threat of climate change impacts and a global food crisis. 

 

And yet developing countries have made substantial, although uneven, progress in poverty 

reduction over the past thirty years with the result that the total number of people living 

below the official poverty line has levelled off, despite population increases3. And the 

proportion of people living in extreme poverty has been almost halved since 1990, when 

almost half of the developing worldôs population fell into this category. The proportion of 

people living in poverty has decreased across Asia and Africa, but held constant in Latin 

America and the Caribbean. In Eastern Asia a sharp fall in poverty has occurred, largely as 

a result of rapid economic growth in China where the number of people living on less than 

US $1.25 (PPP) per day was reduced by 475 million. 

 

In Africa, the poverty rate has fallen by almost 6% from 2000 to 2007. Studies indicate that 

primary school enrolment increased by over 36% between 1999 and 2007 to over 88%4. 

Infant and child mortality decreased by 21% between 1990 and 20085. Healthcare has been 

improved with the help of key interventions such as the distribution of insecticide-treated 

bed nets and immunization campaigns. Macroeconomic reforms in many African countries 

are producing results in terms of delivering growth and stability and several African 

economies are now becoming success stories6. For example, Ghana has implemented 

political and economic reforms since the early 1990s, leading to significant declines in 

inflation and poverty and impressive economic growth7. 

 

 

2.2 Economic growth has been an important driver for poverty alleviation  

 

In 2005 nearly all people living in extreme poverty lived in either in Sub-Saharan Africa 

(28%) or Asia (66%). Of the 66% in Asia, 33% were in India, 15% in China and 18% in 

other Asian countries8.   
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In the past fifteen years Sub-Saharan Africa and developing countries in Asia have 

experienced steady annual growth rates of 5% and 8% respectively. By comparison, the EU 

grew 3% and G73 countries 2% in the same period. However, where population growth 

rates are more than 2% in Africa they are close to 0% in EU countries9.  

 

Solid growth rates expected to continue, but they are not sufficient 

The positive trend in economic growth in developing countries is forecast to continue in the 

near future10. Exhibit 1 below shows the evolution of GDP growth since 1980 and projected 

growth through 2014. 

 

 
 

Economic growth is an essential pre-requisite for poverty reduction and this link is 

demonstrated, for instance, by the World Bank study ñGrowth Is Good for the Poorò. Based 

on economic data from 80 countries over a period of four decades this shows that as the 

economy grows, the income of poor people (here defined as the bottom fifth of the 

population) rises by about as much as the income of everyone else11. A World Bank 

analysis of 19 low income countries4 suggests that 1% growth in per capita GDP was 

associated with a 1.3% fall in the rate of extreme poverty and a 0.9% fall in the number of 

people living on less than US $2 per day12.  

 

Higher growth rates are needed to speed up economic development. Studies suggest that 

an additional 2% GDP growth as well as a 40% increase in productivity in Africa could have 

                                                
3
 Canada, France, Germany, Italy, Japan, United Kingdom, and United States. 

4
 OECD defines ñLow Income Countriesò as all countries with per capita GNI < US $935 (in 2007) per OECD DAC List of ODA Recipients 

effective for reporting on 2009 and 2010 flows.  

* Composed of  23 countries: Bangladesh, Bhutan, Cambodia, China, Fiji, India, Indonesia, Kiribati, Lao People's Democratic Republic, Malaysia, Maldives, 

Myanmar, Nepal, Pakistan, Papua New Guinea, Philippines, Samoa, Solomon Islands, Sri Lanka, Thailand, Tonga, Vanuatu, Vietnam

** Composed of  Canada, France, Germany, Italy, Japan, United Kingdom, and United States

Source: International Monetary Fund. (2009): World Economic Outlook database. October 2009 Update.

GDP growth at constant prices in developing Asia*, Sub-Saharan Africa, and G7 countries**
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been realized if adequate infrastructure been in place13. This is a significant challenge in the 

context of the financial crisis. Meanwhile, unemployment rose 10% in Africa in 2009 and an 

estimated seven to ten million young people are added each year to the roughly 200 million 

young people in Africa not formally employed as of 200914.  

 

 

2.3 Private sector growth essential for economic growth 

 

Public sector investments are necessary but not sufficient in poverty reduction  

Public sector investments are crucial in supporting the development of a national 

infrastructure, including education, health and transport systems. A robust public sector can 

support the growth of private businesses by helping to create an enabling environment with 

a strong regulatory structure and an educated workforce.  

 

However, poverty reduction cannot be achieved simply through direct aid donations to 

social sectors; it also requires public and private sector investments15. The findings of a 

January 2010 report by Dutch think-tank óWRR the Scientific Council for Government 

Policy,ô signalled an increased awareness that fighting poverty can best be achieved not 

simply through direct giving to social sectors but also through the indirect effects of 

investments in underserved areas like SMEs16. 

 

A thriving private sector is the engine of economic growth 

Research suggests that private investment is more closely associated with growth than 

public sector investment17. This argument is also supported by an analysis of public versus 

private sector investments in developing countries. A comparison between investments in 

the public and private sectors from 1970 ï 1998 in both high and low growth developing 

countries shows that high growth countries invested 15% of GDP in the private sector 

compared to 10% for low growth countries. Overall, high growth countries invested 60% 

more in the private sector than in the public sector, as illustrated in Exhibit 2. 
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Development of the private sector generates private income, but also contributes to general 

economic and social development in a number of ways:18 

 Employment ï new jobs, wage increases, non-salary benefits and labour mobility 

through training 

 Government ï value-added tax revenues 

 Customers ï improved quality and/or lower price goods and services 

 Suppliers ï increased demand for and sales of goods 

 Broader community ï e.g., environmental gains, development of infrastructure 

 

Private firms are a powerful source of job creation in the developing world. Two surveys, 

from the World Bank and Gallup point to the link between job creation and poverty 

reduction. The World Bank survey ñVoices of the Poorò highlights the fact that more than 

70% of the worldôs poor believe that the best way of escaping poverty is to get a job19. A 

survey conducted by Gallup in 26 Sub-Saharan African countries asked ~26,500 Africans to 

rank what they consider most important to development20. The provision of jobs for young 

people was identified as one of the most urgent needs. The recent Copenhagen Statement 

by the African Commission put it like this: ñStrong growth and employment opportunities are 

required to achieve the MDGs, and to sustain progress already made in the areas of health, 

food security and education21.ò 

 

When the private sector grows, businesses pay more taxes to the government, making 

more funds available to the public sector for initiatives such as the building of schools and 

hospitals. Consumers typically benefit in the form of increased choice and lower prices from 

Investment and economic growth in selected developing countries 
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Exhibit 2 ïPrivate investment is strongly associated with economic growth
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increased competition when new players enter markets22. As the market grows, suppliers 

overall will experience increased demand from business customers and they will likely grow 

as well. The broader local communities may also benefit in several different ways ï through 

potential environmental gains, new physical infrastructure and improved social 

infrastructure, including better environmental, social, and governance (ESG) practices23. 
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3 Role of development finance for the private sector 

 

 

3.1 Access to finance ï The key barrier to private sector growth 

 

The DFIsô primary contribution to international development comes in providing finance to 

segments of the private sectors in developing countries that are underserved, thereby 

increasing employment opportunities, income, tax revenue, product availability and so on.  

The DFI portfolio companies help to lift skill levels and facilitate the transfer of technology 

and knowledge through DFI participation in the management and development of the 

companies. All these factors contribute to strengthening local conditions and reducing aid 

dependency. 

 

Barriers that limit private sector growth and lead to market failures  

Private sector growth faces several obstacles. This section discusses four types of barriers 

that typically face private enterprises in developing countries:24 

 Access to finance  

 Enabling environment  

 Access to technology and business information  

 Training and education 

 

3.1.1 Access to finance  

Businesses need money and capital to grow. It is estimated that over three billion people in 

developing countries lack effective access to loan and deposit services25. Access to finance 

is particularly a challenge in countries that are either rated ñnon-investment gradeò5 or not 

rated at all.  Low or non-existent credit ratings make it difficult for private financial 

institutions to invest. Only 9 countries in Asia and five in Africa are rated as investment 

grade (Botswana, Libya, Morocco, South Africa, and Tunisia). This leaves 49 African 

countries26. This means that 49 out of a total of 54 African countries are either rated as 

ñnon-investment gradeò or are not rated at all. Excluded countries are those that do not 

issue debt on global markets and where market information tends to be very limited6. 

Absence of a sovereign credit rating tends to increase the cost of borrowing, further 

discouraging private investors from working here. For instance, in Sub-Saharan Africa only 

5-25% of households have a formal relationship with a financial institution27. Interest rates 

in Africa average 8%, with some countries at 25%, compared to a global average of ~5%28. 

Least Developed Countries and Sub-Saharan Africa along with post-conflict and conflict 

countries are more often than not rated as ñnon-investment gradeò or are excluded from 

analysis. Exhibit 3 below provides an overview of the wide range of unrated and non-

investment grade developing countries.  

 

 

                                                
5
 Sovereign risk rating by S&P, which assess the probability that a country will default on its debts. C is lowest and AAA highest and investment 

grade rating require at least BBB rating. 

6
 Based on S&P ratings of 120 countries. In comparison, Moody rates a similar number of countries.  
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3.1.2 Enabling environment 

The private sector also relies on an enabling environment to grow. Regulatory frameworks, 

infrastructure, good trade conditions, etc., are crucial to private sector development29. The 

absence of an adequate legal framework can hinder private businesses from operating in 

the formal sector. Regulation and oversight have impact on a range of factors outlined in 

World Bankôs ñEase of Doing Businessò rating system, which looks at what is required to 

start a new business, get the necessary permits, pay taxes, enforce contracts and partake 

in international trade30. Corruption at local, regional and national levels can also inhibit 

private sector development. 

 

Public and private infrastructure, such as access to electricity, water supply, paved roads 

and telecommunications, is also needed to stimulate private sector growth. Enterprise 

Surveys show that private businesses in developing countries often rate a lack of adequate 

infrastructure as one of their greatest problems31. For example, one estimate has 

suggested that the upgrading of a trans-national Sub-Saharan Africa road network could 

increase trade over land threefold to US $30 billion annually32.  

 

Market barriers restrict trade. For instance, quotas and volatile currency fluctuations reduce 

purchasing power and make investors hesitant to provide loans in local currencies (see 

case study on TCX fund for more information on currency risks). This creates substantial 

hurdles for private businesses trying to sell their goods and services in national, regional, or 

international markets while also adding to the difficulties involved in accessing finance. 

Source:S&P. (2010): ñSovereigns ratings.ò Standard & Poor's. 

Exhibit 3 ïHigh prevalence of non-investment grade and unrated countries in 

SSA and other developing regions

Excluded

Investment grade

Non-investment grade
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Good market information is also a crucial component of risk assessments for investors as 

well as private companies seeking to grow in new markets.  

 

3.1.3 Access to technology and business information 

Limited access to technology and business information is a barrier to growth of many 

enterprises in developing countries. This can in part be addressed by increasing access to 

market information and business knowledge, which can help to facilitate informed decision-

making and improve the success rate of their business activities. Also, access to business 

skills and knowledge of best practices, such as how to best scale-up and gain access to 

private capital, can help local companies improve their performance.  

 

Being able to access new technologies can help companies to increase productivity 

substantially, e.g., through innovation and reduction of time-consuming and complex and 

processes. Further, it facilitates information sharing and connection to international 

resources. For instance, restricted access to the internet impairs the flow of information to 

and from private businesses, especially in the more remote areas of many developing 

countries and in politically and economically fragile post-conflict countries (see BIO DRC 

case study)33.  

 

3.1.4 Training and education  

Education and training of employees is a key factor in improving labour productivity34. 

Businesses depend on public sector investments in education to be able to recruit 

employees with a certain level of skills. The businesses themselves can then contribute 

through on-the-job training. There is no shortage of entrepreneurial spirit and innovation in 

developing countries, but the lack of an adequate educational infrastructure combined with 

a brain drain of skilled professionals can often present a significant challenge35.  

 

 

3.2 Constraints on public financing for developing countries 

 

In Least Developed Countries in particular public funding is simply not available to cover the 

full cost of development, which emphasizes the critical role of private sector investments. 

 

Official Development Assistance goes to countries with less than $11,455 per capita GNI36, 

and in 2007 these countries between them received a total of US $104 billion37. The Least 

Developed Countries7 are the poorest countries with a GNI per capita below US $75038. In 

2007, the Least Developed Countries received about 30% of all Official Development 

Assistance, equivalent to 0.09% of OECD countriesô GNI. Of the 30%, a bit more than half 

went to eight countries (DRC, Bangladesh, Uganda, Mozambique, Sudan, Ethiopia, 

Tanzania and Afghanistan), which together account for 16% of the Least Developed 

                                                
7
 The list of LDCs has been agreed by the UN General Assembly and includes the following 50 countries, classified by region: Africa: Angola, 

Benin, Burkina Faso, Burundi, Cape Verde, the Central African Republic, Chad, Comoros, the Democratic Republic of the Congo, Djibouti, 

Equatorial Guinea, Eritrea, Ethiopia, the Gambia, Guinea, Guinea-Bissau, Lesotho, Liberia, Madagascar, Malawi, Mali, Mauritania, 

Mozambique, Niger, Rwanda, Saõ Tomé and Principe, Senegal, Sierra Leone, Somalia, the Sudan, Togo, Uganda, the United Republic of 

Tanzania and Zambia; Asia and the Pacific: Afghanistan, Bangladesh, Bhutan, Cambodia, Kiribati, the Lao Peopleôs Democratic Republic, 

Maldives, Myanmar, Nepal, Samoa, Solomon Islands, Timor Leste, Tuvalu, Vanuatu and Yemen; Latin America and the Caribbean: Haiti. 
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Countriesô population. Hence, the remaining 84% of the LDC population received only 14% 

of total Official Development Assistance (~US $15 billion).  

 

In addition, less than half of the OECD/DAC countries are meeting the 0.15-0.20% target 

for aid to the Least Developed Countries that was reaffirmed as part of the Programme of 

Action for the Least Developed Countries adopted in Brussels in 200139.  

 

 

3.3 Development finance for the ñmissing middleò 

 

The lack of access to finance is particularly critical for SMEs  

The three private sector segments - large businesses, small and medium enterprises 

(SMEs), and micro-businesses8, have different degrees of access to finance. Generally, 

bigger and wealthier clients are served by large banks. Micro-businesses are increasingly 

served by microfinance institutions that have emerged in the last decade, often following 

the example of the Grameen bank and other pioneers40. Meanwhile, as shown in Exhibit 4 

below, SMEs are frequently too large to qualify for microfinance and microfinance loan 

sizes are too small to meet SME capital needs. At the same time, SMEs are often 

considered by commercial banks and financial institutions to be risky and costly to serve. 

This issue is often referred to as the ñmissing middleò in financing. 

 

The offerings made available by commercial banks to SMEs are often mismatched to their 

needs, e.g. loans with high interest rates and short repayment periods. The lack of long-

term financing options, equity in particular, is a key issue for SMEs in developing 

countries41. As a result, the financial needs of SMEs are often underserved, limiting their 

growth. They rely instead on access to finance from informal sources such as family 

members, overdraft and money lenders, who can charge high interest rates for loans that 

are too small to cover the SMEsô needs.  

                                                
8
 World Bank defines SMEs as an enterprise that must have at least two of the following three characteristics: (1) between 10-300 employees; 

(2) assets of US $0.1 ï15 million; (3) and/or annual sales between US $0.1 ï 15 million.  Large and micro businesses fall on opposite ends of 

this spectrum. Whereby micro-businesses generally have less than 10 employees, assets and annual sales of under US $0.1 million; and large 

businesses have over 300 employees, assets and annual sales of over US $15 million. 
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Exhibit 5 below shows that almost half of all small businesses with less than twenty staff in 

Low-Income Countries consider access to finance a major barrier to their current 

operations, while only 14% do so in high income countries. 

 

 

Family and friends Money lenders

Micro-finance

Commercial bank debt Private equity

ñMissing middleò ïdebt and equity

$25K

$2M

Investment 

size 

(US $)

Exhibit 4 ïLack of access to finance for SMEs is a major barrier to growth

Source: Adapted f rom CFED Desktop Study: SMEs and Poverty Reduction; Thorsten Beck, Ash Demirguc-Kunt and Vojislav Maksimovic, ñFinancing Patterns Around 

the World: Are Small Firms Different?ò; Thorsten Beck and Asli Demirguc-Kunt, ñSmall and Medium Size Enterprises: Access to Finance as a Growth Constraintò
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Exhibit 5 ïLarge share of small businesses in developing countries see 

access to finance as a major constraint



12 

 

 

Large potential to strengthen SME activity 

SMEs form a critical part of any economy, with both high growth potential and high 

vulnerability. Economists have found a strong positive link between the size of the SME 

sector and GDP per capita growth. However, leading studies (World Bank, OECD and 

others) do not find an immediate causal impact from SMEs to growth and poverty 

alleviation. Instead, SME growth programmes are typically motivated by a rationale to 

improve the productivity and growth of important economic sectors over the longer term. 

 

The SME sector has strong potential to grow in poor countries, as they currently contribute 

only 16% of GDP and 18% of employment in low income as against 51% and 57% in high 

income countries42. Exhibit 6 illustrates the size of the SME sector in low and high income 

countries. 

 

 
 

Direct and indirect approaches to financing the ñmissing middleò  

Investors tend to approach the SME markets from both a direct and indirect perspective.  

Investing indirectly can be done via intermediaries, through SME banking in PE funds and 

other types of financial institutions, who then provide access to finance to SMEs in all types 

of sectors. Indirect investments in financial institutions that support SMEs are viewed as a 

critical method of supporting SME financing. Best practices for SME banking are being 

established by stakeholders in the European DFI communities, global investment firms like 

SEAF and financial associations such as the Emerging Market Private Equity Association 

(EMPEA) that specialise in targeting developing countries. Investing directly in individual 
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Source: Ayyagari, Beck and Demirguc-Kunt, ñSmall and Medium Enterprises across the Globe: A New Databaseò, World Bank 2003; Dalberg analysis
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companies requires local knowledge and sector specific skills, and tends to be perceived as 

higher risk. 

 

More funding is becoming available to SMEs but substantial gaps remain  

Financing for SMEs has been emerging as a priority topic in development policy over the 

last few years. The sort of financing needs of SMEs that are increasingly being catered for 

include loans and equity in local currency, to avoid exposure to currency risk, along with 

flexible repayment terms such as quasi-equity offerings ï debt  instruments with equity-like 

characteristics that include flexible repayment or revenue based returns43. From being a 

relatively neglected investment discipline, often overshadowed by microfinance and larger-

scale project finance, SME financing requirements have been subject to a significant surge 

of interest recently. An initiative investigating SME best practices is currently underway by 

the SME Finance subgroup of the G20 process led by Germany and South Africa. 



14 

 

4 European DFIs and their role in development policy 

 

 

4.1 Combining development impact with financial viability  

 

As of 2009, the total EDFI portfolio was made up of investments worth ú18.5 billion, with an 

additional ú4.6 billion committed for new investments. Commitments are typically realized 

up to five years after they are granted. The investment objectives of European DFIs are to 

maximize development impact while being financially viable. Although development impact 

is the key focus for all European DFIs, they have varying approaches to the way in which 

they deliver on the demand to be financially viable. Some interpret this as a requirement to 

at least break even, while others set specific return targets, e.g., 6% return on investment. 

 

 

4.2 Additional, catalytic and sustainable 

 

The European DFIsô approach to delivery on the objectives consists of three key elements, 

as illustrated in Exhibit 7 below: 

 

 
 

Additional - Going where other investors donôt 

European DFIs focus their investments on developing countries and on under-developed 

sectors and segments considered too high risk for most investors. These markets are 

underserved and development impact potential is high. European DFIs are unlisted entities 

and their owners have a long-term approach to investments. This means that they are 

Promoting private sector development

Exhibit 7 ïEuropean DFIsô approach to promoting private sector development 

Source: Dalberg analysis
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