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Executive Summary

The investment needs to mitigate and adapt to climate change are substantial and especially
difficult to finance in emerging markets and developing countries (EMDEs), particularly in low- and
lower-middle-income countries among them. Guarantees by national and international public entities
are often presented as a promising solution, but many estimates of the additional financing they can
mobilise rely on unrealistic assumptions.

To generate genuine value, guarantees must do more than shift risk mechanically: they must address
specific contractual problems, reduce the cost of capital, correct economic and financial frictions, and
overcome market failures on either the supply or the demand side of finance. Drawing on theory, recent
policy debates, and practical experience, this paper assesses the scope for guarantees in climate
finance generally, and in adaptation and mitigation specifically.

We argue that guarantees can be more useful than their current scale suggests, but only under more
demanding conditions than is often assumed. True additionality requires a different delivery
architecture from the one that currently dominates: greater pooling of financial and human resources,
simpler and more standardised structures, stronger project-preparation and pipeline systems, wider
use of portfolio approaches, greater use of local-currency solutions, and better coordination across
specialist guarantors, MDBs, DFls, and national institutions. Guarantees can play a significantly larger
catalytic role, but only when embedded in country-led financing platforms and used selectively
alongside concessional finance, especially where adaptation and public-good characteristics limit the
scope for purely private mobilisation.



1. The Why and the What of This Paper

The problem of the large financing gap faced by many Emerging and Developing Economies (EMDEs),
especially Low-and Lower Middle-Income Countries (LLMICs), is well known in both academic and
policy circles. It has been the subject of many excellent papers, reports(e.g., The Jubilee Report, 2025),
expert groups (e.g., the report specific to climate finance and others of Bhattacharya, Songwe, and
Stern, 2021-24), and numerous conferences and workshops over the past decades. This financing gap
in LLMICs is generally recognized to be driven by several structural factors, the most important of
which are:

Lower-income economies tend to have lower rates of domestic savings as poorer citizens tend
to have less to spare once their basic consumption needs are met. The quantity of savings in these
economies is therefore lower (e.g., UNU-WIDER, ongoing).

Their financial systems tend to be less well developed and complete, leading to the available
savings more likely being held informally and within the formal sector by banks, which are naturally
and by requlation risk-averse. Savings held informally and in banks are less suitable for the kinds of
infrastructure investments that these economies need.

These economies tend to have poorer basic infrastructure — physical and otherwise — which
increases the need for related investments beyond what is typical in many wealthier economies,
leaving fewer resources for other goals, including addressing the effects of climate change.
Combined, the lower quantity and quality of domestic savings and larger investment needs
drive their high (and rising) financing gaps, a significant proportion of which must thus be met by
external sources.

Addressing, let alone solving, this big problem is beyond the scope of this short policy paper. It
focuses instead on an important but insufficiently specified part of the solution set, namely the use of
guarantees and related credit-enhancement instruments to mobilize and lower the cost of external
finance.

Even if external sources are able and willing to fund investments in LLMICs, the terms on which
financing is made available are often highly unfavourable, making most projects that would be
viable in advanced economies (AEs) unviable because financing costs are too high (e.g., Kapoor,
2019)

Most external funders, both public and private, prefer to invest and lend in hard currencies,
adding the risk of currency mismatches to already unfavourable interest rates or expected returns
that external lenders and investors most often demand (e.g., Kapoor, 2021)

Given its nature, climate-related investment, the focus of this paper, involves high upfront
capital expenditures, making it extremely sensitive to the cost of financing (Green European
Foundation, 2017). This applies both to climate mitigation, where most project costs are incurred
upfront with along tail of revenue generation, and to adaptation, where high upfront and continued
capital costs are often followed by few additional revenue streams that can be easily attached for
repaying loans.
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The general financing challenges, the large and rising climate-finance gap, and the sensitivity of
mitigation and adaptation investments to financing costs help explain the growing calls to scale up
external financing for LLMICs. Greater use of public-sector guarantees is widely presented as a
promising and efficient, though underused, tool for improving both the amount and the terms of
financing available for climate mitigation and adaptation in these countries. Yet, as we argue below,
many claims about the capacity of guarantees to close large funding gaps rest on overly mechanical
leverage assumptions, and the actual record of additional financing mobilised over the past decade has
been modest.

Considering this, the goal of this paper is to review the true potential of guarantees. Using the lens
of market failures, it evaluates the economics of using guarantees to boost external financing, reviews
what the actual binding constraints may be, assesses the additional financing that guarantees may (or
may not)be able to provide, reviews various modalities when using public sector guarantees, and offers
policy recommendations for improving the role and effectiveness of quarantees to tackle climate
mitigation and adaptation in LLMICs.

The core question is therefore not whether guarantees can mobilise finance in a narrow
transactional sense, but under what conditions they generate genuine additionality. This could take
the form of lower financing costs, greater investor participation, better risk allocation, and larger
investment volumes that would not otherwise occur. This requires looking beyond headline leverage
ratios to the institutional and market conditions under which guarantees are structured, priced,
distributed, and linked to investment pipelines. The relevant test is not whether a guarantee can be
attached to a deal, but whether it helps create a financing ecosystem in which climate investment
becomes cheaper, more repeatable, and more scalable.

Recent work suggests a more sober view of the scale question. The volume of institutional capital
flowing into EMDESs has turned out to be much smaller than much of the old “billions to trillions” rhetoric
implied, particularly for regulated insurers and smaller pension funds. Attridge, Getzel, and Gregory
(2024) estimate that even a doubling of annual EMDE flows from Europe’s 35 largest asset owners would
amount to only about $120 billion per year within five years, with flows still concentrated in listed and
investment-grade assets in larger emerging markets. Our own view of the mobilization potential is
more optimistic, as set out in Kapoor (2024 c)and Kapoor(2026), but the shortfall between mobilization
rhetoric and delivery remains real, and it reflects not only over-optimistic arithmetic but also weak
pipelines, fragmented intermediation, and continued reliance on bespoke structures.

Thisreinforces our central claim that guarantees matter, but only as part of a broader strategy and with
more realistic estimates of mobilization multiples than have sometimes been claimed.

In terms of outline, the paper begins by defining and illustrating what is meant by guarantees, which,
rather surprisingly, is an area with a fair bit of dispersion. It then briefly reviews the current market for
guarantees. It then restates the well-known framework of indifference to the final value created by the
financial structure used(i.e., the specific mix of financing instruments), a “Modigliani-Miller” world, and
how this applies to guarantees. It then discusses potential deviations from this ideal, fully efficient
market, first-best scenario.

It distinguishes four groups of regulatory, financial, and economic distortions and market failures
that exist in the real world, particularly in the case of climate financing for LLMICs: regulatory biases;
mis-pricing and other market failures including due to misperceptions; inability or poor ability to diversify
risks, including due to liquidity constraints, and poor monitoring of some risk dimensions and related



incentive problems; and the coordination issues in scaling up financing and investments. Under each
group, the paper discusses how these deviations could be overcome or mitigated (or not) by
guarantees, investigates the usefulness (or not) of gquarantees in creating true economic value, and
reviews their scope and coverage.

The following section provides examples of some of the supply constraints and how financing is
done in the real world. After confirming that the current financing for addressing climate change is
limited, it reviews the scope forimprovements on the financing “supply” side using guarantees. It then
reflects on the “demand”-side constraints and the scope for gains. It notes that, depending on what is
to be financed (e.q., sector, country, government, private sector), the specific market failures and
distortions will vary, and so should the preferred (“optimal’) financial structure. Since it is hard to
generalize what may work best, it applies the analytical framing developed to the financing needs and
related use of guarantees, which could vary between climate mitigation and adaptation.

The last section provides specific suggestions and applications of the framing above to scale up the
financing for climate change. This section reviews the actual accounting and capital treatment of
guarantees among official lenders. It then, considering the specific challenges of climate investments,
develops suggestions for mobilizing funding using guarantees that also address some of the “real”
world constraints, i.e., to improve how it is done today, with a focus on MIGA’s operations since it is the
largest single provider of development and climate finance guarantees to developing economies.

2. Definition, Examples, and the Market for Guarantees

Definition of a guarantee

The term guarantee is used somewhat loosely to capture a range of instruments and conditions, not
all of which fit into a theoretically sound framework. Thus, some definitions and further clarity are in
order. One high-level conceptual definitionis: “a guarantee is a promise by one third party(the guarantor)
to assume the debt obligation of another party (the borrower) if the borrower defaults on the loan or
contract to the lender(s).” Note that we exclude guarantees that require a specific party to the contract
to perform and cover only financial guarantees provided by a third party.

We do not differentiate in our terminology by the identity of the provider. Thus, a product offered by
an insurance corporation may be labelled insurance, while an economically similar product offered by
a bank may be called a guarantee. The terms insurance and guarantee are often used interchangeably
in the development- and climate-finance literature. For example, MIGA provides political-risk
insurance, which in our framework is a guarantee. Unless otherwise noted, we also assume that
guarantees are actuarially priced by the provider, although, as we discuss below, this is often not the
case—sometimes in both directions—particularly for guarantees provided by MDBs and Official
Development Assistance (ODA)-funded windows such as those supported by Sida, Norad, and the
European Commission.

Our definition of guarantees is still quite general, and for our purposes, more detail is needed. For
one, we assume that, besides default, there can (but need not) be other triggers and conditions for a
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guarantee to come into effect. This means that a guarantee is not all about default, nor is everything
owed necessarily covered. This creates a need to classify the various risks that can lead to payouts.

Table 1does this by dividing risks into various groups, in this case, traditional ones used in international
finance: political, currency inconvertibility/transfer, war, and breach of contract/policy. But there are
other ways to divide risks, notably between endogenous and exogenous risks, with the distinction
being whether the risks are under the borrower's control (to some degree) or not. Relatedly, the
guarantee itself can have conditions and limitations. For example, it may share the consequences of
the risks in some way (e.qg., only pay a first loss or use a deductible), require some collateral (or capital)
to be provided, only provide some partial compensation, and may not assume the full financial
obligation by the guarantor when the risk materializes.

Examples of guarantees

More can be done to create a taxonomy of similarities and differences among types of guarantees,
but in our subsequent analyses we work in reverse order, identifying which types of guarantees could
potentially add value. For now, the main points are that guarantees are not meant to cover all risks,
always and fully, and that we focus on the kinds of guarantees that can add the most value. Some
examples may nevertheless be useful for further framing.

A provision covering the first loss by a third party could be called a guarantee, with the trigger being
simply having a loss, but with the guarantor obliged to pay only a certain percentage or amount.
Similarly, a minimum return, with no trigger other than the low return, could be a guarantee, as it is
conceptually similar to insuring against loss, but now based on the principal plus an expected minimum
return rather than on the principal plus interest owed alone. Another contingent version would not
cover the first loss but would cover a second loss, the equivalent of a deductible (a standard way to
address the moral hazard problem in property insurance contracts). Another tool, often used in
combination with first losses, to tackle moral hazard, even if imperfect, is a partial rather than a full
(100%) guarantee.

e Creditrisk/ non-honoring  MIGA, IFC, IBRD $10.3 billion total guarantees
of debt (World Bank Group issued (FY 2024)—S$8.2 billion
guarantees) from MIGA alone
e Expropriation MIGA Included within MIGA's $8.2
) o (Political Risk Insurance) billion (above). Breakdown
e Currency inconvertibility / . . .
. by risk type is not publicly
Transfer risk .
available.

e War/ Political violence

e Breach of contract



e General Credit & Political Export Credit Agencies Estimates(2024): S$42.4
risk insurance globally (e.g., EXIM, UKEF, billion in political risk
GIEK, ATIDI) insurance (and $3.3 trillion in
new short-term trade credit
and S$161billion in medium-
/long-term insurance)
Sources: World Bank Group, MIGA, Berne Union.

A "hedge,"” per se (e.g., against currency or commodity price changes), is not a guarantee, even if
provided by a third entity, as a hedge is not about default but a contract between two parties where
payouts can go in either direction depending on the final (settlement) price. There can, however, be a
guarantee on a hedge: if it is out of the money and the borrower does not pay, the guarantor pays out
(if all conditions are satisfied), which makes that part a guarantee.

Callable capital is not a guarantee either. While it may be based on a(possible) default of the institution
or country, the obligation to provide (more) capital is not a promise to assume a debt obligation. Any
kind of contingent liability that arises contractually between two (or more) contracting parties in
financing a project or otherwise is neither a guarantee, as there needs to be a third party that extends
the guarantee. However, the approach and analysis of this paper are relevant to the broader spectrum
of contingent liabilities and contracts, of which guarantees are specific examples.

Many more examples are possible, but not all equally interest us. Typically, when analysing
guarantees(or conceptually similar instruments), we consider a narrow set of terms and contingencies
to study if these are more likely to add value. And we focus on problems the private sector cannot
otherwise correct, but the public sector possibly can. Commercial and execution risks(which are forms
of “credit risks”) are thus mostly not covered as we assume that the private sector has a comparative
advantagein designing contracts to overcome therelated incentive issues between the various parties
(lenders, borrowers, contractors, etc.).

Recent mapping of guarantee instruments for climate finance in EMDEs suggests that the current
landscape is not only small but also uneven and structurally misaligned with need. It remains
fragmented across MDBs, DFls, ECAs, specialist institutions, and domestic platforms; it is skewed
toward debt instruments; and it remains relatively weak on climate-exclusive and currency-risk
products. A significant share of available guarantee products are still climate-agnostic, and coverage
is often more developed for commercial and political risks than for the deeper problems of local-
currency finance, aggregation, or climate-specific project development in lower-income markets. The
implication is that the challenge is not simply to do more guarantees, but to redesign the ecosystem in
which guarantees operate.

The market for guarantees and estimates of financing mobilized

The market for publicly provided guarantees related to EMDEs is considerable, as seenin Table 1and
the Appendix. Besides the ones mentioned, many other entities provide guarantees(e.qg., SIDA, EFSD,
Norad, Guarantco). But it still covers only a fraction of the overall volume of development and climate
finance and an insignificant fraction of the much larger financing gaps that exist.
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To leverage scarce public resources, many organisations—and a growing list of asset managers,
academics, foundations, and NGOs—now promote guarantees, first-loss provisions, and related
contingent instruments, together with implicit or explicit subsidies, as central tools for mobilising
institutional investment into EMDESs, especially LLMICs. Under the broad rubric of blended finance, this
has produced strong claims in policy debates and public discussion about the mobilisation potential of
guarantees. Some of those claims, however, rest on much weaker evidence than the headline ratios
suggest. For example, the Blended Finance Taskforce (2018) argued that if around USD 100 billion were
deployed in blended-finance vehicles that mobilised USD 3 in private capital for every USD 1 of
development capital, with additional leverage at the project level, the trillion-dollar SDG funding gap
could be closed. More recently, the Blended Finance Taskforce (2023) suggested a 9:1 mobilisation
ratio of private to public finance. By contrast, recent realised ratios have been far lower: roughly 0.7:1
for DFIs and 0.3:1for MDBs, meaning that each dollar of public finance has mobilised only about 70 or
30 cents of private finance through these channels.

A more defensible conclusion is not that guarantees are unimportant, but that their real-world
mobilisation record is mixed and far below the scale implied by many headline claims. In aggregate
MDB data, guarantees often compare favourably with loans on mobilisation ratios, yet guarantees
remain a relatively small share of the overall product mix, and their use has not come close to delivering
climate finance at system scale. The problem is therefore not simply insufficient enthusiasm for
guarantees, but the fragmentation, complexity, weak institutional incentives, and limited pipeline
structures through which they are currently deployed. The current system has generated valuable
transactions, but not yet a scalable market architecture.

3. The Modigliani-Miller framework and how guarantees might add
value

This section reviews the standard starting paradigm for analyzing financial structures—the Modigliani-
Miller irrelevance theory—and then, in line with the large literature on contracting and other failures in
financial markets, reviews four potential reasons why specific financing structures could add value by
overcoming various problems.

The Modigliani-Miller theorem

For the corporate and household sectors, as well as for financial intermediation more broadly, the
Modigliani-Miller theorem (MM) is the logical starting point for any analysis of the value added of
specific forms of external financing. This MM states that, under a specific set of highly restrictive
conditions, certain financing structures do not add value for creditors, shareholders, and other
stakeholders, as long as they do not impact the underlying real economic "fundamentals”.

In its theorem, MM is agnostic about the type and forms of financing, including whether it involves
the use of guarantees. Put differently, using guarantees by itself is assumed in an MM world not to
increase the overall amount of external financing available. This also means that guarantees from
institutions with seniority will not necessarily increase overall financing but will rather dilute (crowd
out) other claimholders.



The MM world rests on a set of highly restrictive and often unrealistic assumptions. Among them is
the assumption that financial markets are complete. That in turn implies, among other things, that
borrowers can hedge all relevant exogenous risks, or that lenders can do so on their behalf (Box A). In
practice, this is plainly not the case, especially for LLMICs. One example of an incomplete—or entirely
missing—market is foreign-exchange hedging, which remains extremely limited for many LLMICs. If
financial contracts become available that allow borrowers to hedge at least some diversifiable
exogenous risks, the supply of finance can increase, or its price can fall.
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Endogenousrisks exist both at the individual agent—project, firm, or household—level and at the
economy, sovereign, and system level. At the individual level, it concerns various incentive issues
arising from adverse selection, moral hazard, and other information asymmetries. Wider risks are
generated and reinforced by the economic and financial interactions of participantsand the public
sector. Endogenous risks, by nature, can be hard to capture with data and difficult to predict and
insure. At the same time, they can be reduced through financial contracting, including the use of
guarantees, thereby lowering the cost of external financing.

Exogenous risks, as opposed to endogenous risks, refer to shocks that come from outside the
respective agent (which can be the country, sovereign, or project). Exogenous risks include
natural disasters (e.g., hurricanes, storms, floods, droughts), which can be objectively measured
by a third party or other independent means (e.qg., satellite observations). They are, in principle,
easier to insure as incentive issues are fewer (they are not completely absent as insurance can
lead to moral hazard, e.q., building houses in a flood zone when insurance is priced too low). Some
exogenous risks can be diversified nationally, regionally, or globally, because climate change has
varied impacts, and thus are less costly to insure when part of a portfolio. The removal (or
reduction) of such risks can enhance the viability of a project across a broader range of conditions,
thereby lowering costs and increasing the volume of external financing.

While the benefits of exogenous risk insurance are general and not directly linked to climate
change investment, they may be extra powerful for it. At the project level, climate mitigation has
considerable exogenous risks(e.qg., hours of sun or wind, the prices of alternative energy sources
due to varying fuel costs). Insuring these risks or some parts (e.g., the left-tails) can raise the
viability of a project and lower its cost of financing. And at the country level, LLMICs especially
tend to have both large exposures to climate change and poor creditworthiness, with perverse
interactions, making the benefits for them of insuring such risks larger.

Financial markets for insuring exogenousrisks are often absent, and efforts to develop instruments
relevant to EMDEs have had mixed results. Some progress has been made with catastrophe bonds—
especially hurricane bonds—which now constitute a reasonably sized market (about S$55 billion
outstanding, with new issuance of around $S20 billion expected in 2025). Hedging markets exist for
many exchange rates and commodity prices, but these tend to be short-dated and, as noted, are only
available to alimited extent for LLMICs. Other instruments, such as longer-maturity commodity bonds
or contingent GDP bonds(which arguably also contain endogenous risks), have barely taken off.

Nevertheless, even without a formal market, there is much scope for better exogenous risk-sharing.
For example, oil price risks can be shared between oil-importing and oil-exporting countries that both
borrowed from an MDB (while credit risk can remain separated). The complete market assumption also
implicitly means that, on the supply side, financial institutions, whether public or private, have
optimized their operations, including the management of their balance sheets. In other words,
institutions have priced and organized their lending, guarantee, and other intermediation activities
such that there is no scope to further increase their scale of operations and extend more financing
profitably and prudently. This assumption, again implicitly, applies regardless of whether the specific
institution is directly subject to regulations, but it is almost always violated.



The supply side itself faces many constraints, including badly designed incentive structures, weak
corporate governance, poor accounting practices, limited human-resource capacity, and
distortionary regulations. There are also collective-action problems, including herding in financial
markets and asset-price bubbles. Most public institutions—including international financial
institutions (IFls), multilateral and national development banks (MDBs and NDBs), sovereign wealth
funds(SWFs), and other public lenders—are not directly subject to prudential regulation or supervisory
oversight. Yet they still face internal and external constraints that may prevent them from choosing the
mix of instruments, including guarantees, that would best serve their borrowers.

Additionally, many private-sector actors face regulations and supervisory oversight that vary by
institution and market. Many of these rules are intentionally “distortive” from the standpoint of private
preferences, because they are designed to change behaviour. One example is prudential regulation
aimed at limiting the externalities of “too big to fail”; another is macroprudential policy intended to
dampen boom-bust cycles. But some rules may also prevent private institutions from choosing the
most efficient combination of external-financing instruments, including guarantees, for their
borrowers. This is more likely for EMDE borrowers, since the rules were largely not designed with their
circumstances in mind.

Given these and other deviations from the MM-world, there can be scope to increase economic and
financial value by using guarantees (and more generally by altering financial contracting). These gains
can then come from two sources. First, from overcoming some of the “distortions” mentioned on the
supply side, which can arise from “misguided” requlation or supervision leading to balance sheet and
other constraints, from poor forms of taxation, other institutional problems, or from some market
failures, information asymmetries, and externalities. The second source of gains arises from changes
in overall economic outcomes occurring at the demand (borrower) side, including helping overcome
specific frictions, such as information asymmetries and poor enforcement, or from addressing some
externalities, including those related to scale, which also suggests one needs to consider the value of
using guarantees in relation to the specific need to be financed.

Potential deviations from MM and reasons why guarantees could add value

This section reviews potential reasons why financing may not be available for EMDEs, especially
LLMICs, or only at too high a cost, and how certain financial arrangements could overcome external
financing problems, as applied to guarantees. Although there is much overlap among the underlying
reasons and mechanisms that drive the financing gap, it organizes the arguments in the following four
groups, two each on the supply and demand side:

Supply side:

A. Regulatory biases and means to correct them
B. Market mis-pricing biases, and means to correct them

Demand side:

A. Limited ability to diversify and monitor certain risks, and the role of institutions better able to
bear or reduce them
B. Too small scales, and how to enlarge financing in ways that provide economic gains
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A. Reducing regulatory biases and correcting and overcoming them

Regulations and the actual conduct of supervision greatly affect financial institutions and markets,
largely for the better. But some rules and supervisory actions can nevertheless (implicitly) adversely
affect the supply side without a clear justification. One can call this “regulatory frictions” and “mis- or
over-supervision.” These adverse effects can manifest as unjustifiable differences between classes of
borrowers, as when the cost of external financing for sovereigns in advanced economies (AEs) exceeds
that for equally rated EMDEs/LLMICs' sovereigns, and financing quantity falls short (see further Pereira
da Silva, 2025). The question here is whether the (implicit) mispricing of certain risks caused by rules
and supervision can be partially‘corrected'through guarantees. This will vary depending on the reasons
for the mispricing.

The “mis-regulation” can be that (low-rated) EMDE sovereigns, especially LLMICs, and other
borrowers in these countries face an excessively high capital charge under the current Basel rules
for commercial banks, meaning that the risk weights (RW) are too high relative to the combination of
probability of default(PD)and the loss given default (LGD). In such case, a guarantee from a higher rate
entity can correct this “regulatory distortion” by lowering the overall capital charge (say from the one
foraBB+rated claimto the one foran AA-rated claim)and in that way allow for more external financing,
without the need for a subsidy (the guarantee would be priced at the actual lower risk). For commercial
banks' lending, many papers argue in favor of this possibility (e.g., see MOBILIST, 2023). Typically,
however, the exact quantification of the discrepancy between expected losses and RWs across
borrower classes is missing. Or it may assume differences in enforcement and recovery techniques
between the guarantor and the beneficiary.

For other forms of external financing (e.g., from institutional investors such as pension funds and
insurance corporations), there can also be forms of “mis-regulation”. For example, Solvency Il, the
EU’s regulatory framework for insurance and reinsurance firms, has well-documented biases against
equity investments in EMDEs (Blitz et al. 2019), as it levies higher capital charges against these
compared to investments in AEs - 49% vs 39%, and is also biased against the kind of long-term
infrastructure investments (Maduell, 2024) that EMDEs most need (Attridge, 2024).

The binding constraints differ by investor type. Recent evidence suggests that pension regulations
often constrain EMDE allocations less than insurance regulation does, while Solvency Il and related
capital charges can materially discourage insurers from holding non-investment-grade, unrated,
illiquid, or long-dated EMDE assets. At the same time, prudential rules for banks can fail to recognize
the true credit-risk-mitigating value of MDB and DFl guarantees where contract design does not satisfy
formal tests of unconditionality or timely payout.

These distortions matter because they do not merely reduce overall volumes; they push investment
toward larger, hard-currency, listed, investment-grade exposures and away from the sectors,
countries, and structures where climate and development needs are greatest. Correcting such biases
is therefore less about creating blanket preferential treatment than about aligning regulatory
treatment with actual risk characteristics and with the empirical performance of MDB-supported
assets and guarantees.

Overall, thereis little doubt that there is some “mis-regulation” to the detriment of EMDEs, especially
LLMICs, if just for the fact that the international requlatory framework for banks is a compromise
among many jurisdictions, with a substantial influence of AE economic, financial and political factors



(see Risk Control/ MOBILIST for a historical perspective, and Claessens et al. 2008 for some empirical
work on EMEs under Basel Il). Other regulatory regimes, such as Solvency Il, also contain explicit and
implicit biases that skew investments towards home or other AE jurisdictions. But the details matter,
and it is hard to generalize about the value added by guarantees in overcoming the adverse effects of
regulation and in how supervision is conducted.

One also needs to consider, in principle, all sources of finance. Although much of the debate focuses
on banks, they may not be the preferred form of external financing for EMDES, especially LLMICs. Banks
are highly requlated and supervised because of their high leverage, short-term funding bases, and
central role in the payments system. By contrast, capital requirements and market scrutiny are much
lighter for exceptionally large, largely unleveraged investors such as SWFs or MDB-managed funds
such as IDA. Even without formal prudential oversight, financial markets and other stakeholders still
expect these institutions to hold capital, but typically less so when they are larger, more diversified,
and less leveraged. In that sense, such institutions may be more natural suppliers of finance to EMDEs.

The better way to approach this question may therefore be to consider first the least regulatory-
constrained supplier of finance, which can be SWFs, university endowments, corporates, and some
types of foundations (e.qg., those which are seeking to leverage their grants). If guarantees from these
lenders add value from the borrower's perspective, the next assignment would be to consider those
other suppliers that are more constrained by regulation and supervision.

B. Correcting or overcoming market mispricing and biases

There can be “mispricing” of risks even without any mis-regulation. That is, the supply side can price
the risks inappropriately, and over- (or under-) price some specific ones (in terms of PDs and LGDs),
with adverse effects on the provision of certain forms of external financing, including guarantees. This
argument is hard to prove, as in any analysis, there can be factors that drive the true riskiness but are
not fully or adequately accounted for. This can include mis-reqgulation, although, as noted, for those
(international) financial institutions analyzed by MDB-CAF'and others that are not subject to requlation,
“mispricing”is likely to be more important.

Still, some arguments related to mispricing can be and have been evaluated. It can be that the
(implicit) risk spread being charged is too high. This is true for low-rated corporate bonds in a domestic
context, where actual default experience can be read as suggesting lower spreads than market pricing
often implies. Specifically, there appears to be a cliff effect around the investment-grade, BBB,
threshold(e.qg., Li, McCarthy, and Pantalone, 2014, who attribute the relatively still high spread on lower-
rated bonds to them exhibiting more pronounced tail risk than investment-grade bonds do). Similar
patterns also appear in sovereign bonds, where lower-rated issuers - especially those below
investment grade - often face much higher spreads even after controlling for fundamentals. Related
pricing anomalies also appear in contingent claims on sovereigns(lgan, Kim, and Levy, 2022).

One often used explanation for this “cliff effect” is that while the universe of investors who can
invest in investment-grade securities is rather big, it shrinks dramatically for securities that are
sub-investment grade, as many regulated financial institutions are either outright forbidden from

'CAF Review Report(2022). See also OECD (2024), on the accounting treatment of guarantees used in ODA and other official assistance.
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buying sub-investment grade securities or face such high capital charges or regulatory restrictions
that it makes such investments unattractive. To the extent that this is true, credit enhancement
guarantees that bump sub-investment-grade bonds into investment-grade territory may result in
efficiency gains, as the actuarially fair premium for assuming additional credit risk would be less than
the savings from lower borrowing spreads.

But this alone may be an insufficient explanation, as many bonds are held by relatively unconstrained
institutional investors, such as pension and sovereign wealth funds. Explanation could instead
emphasize that information asymmetries are larger and harder to overcome, and that “financial
frictions” internal to the institutions are greater for lower-rated issuers (the continued prevalence of
home bias is one reflection of this). Financial market externalities are likely to play a part as well. Highly
rated bonds do have lower rates—even though they do experience market breakdowns too at times—in
part as they benefit from liquidity and convenience yield premiums, which create a positive feedback
loop. Conversely, lower-rated LLMICs are often (though not always) associated with thinner, less liquid
markets than higher-rated developed economy bonds, creating a “winner takes all” case.

Market-wide mispricing cannot be ruled out more generally as markets are not efficient for many
reasons (e.g., Grossman and Stiglitz, 1980). Mispricing can arise from various complementarities that
create externalities (e.g., during a general downturn, there can be overpricing of risks, such as in
housing finance, due to fire sales after the global financial crisis(GFC), following earlier under-pricing).
This mispricing may be more likely to apply to EMDESs, including LLMICs, as reflected in their more
volatile capital flows and their susceptibility to contagion. While these booms and busts seem fewer
these days, in part due to tighter(supply and demand) requlations, a legacy of mispricing may continue.?
And markets for guarantees, like for insurance, can break down and underinsure (e.g., Rothschild and
Stiglitz, 1976).

Like regulatory mispricing, market mispricing may vary by specific risks. While the focus has so far
been on credit and liquidity risks, transfer and other risks may also be mispriced to different degrees.
Of course, this is even harder to show (as data and means to identify are often lacking). Furthermore,
mispricing can vary by the type of lender or guarantor, as setups(e.qg., charter, ability for diversification
gains, degree of comparative advantage) and thus agency issues differ. Mispricing can even be
idiosyncratic (e.g., where a high-ranking manager or risk system systematically makes “mistakes”).
While unlikely, this could mean market-wide mispricing when there are only a few suppliers, as is the
case for guarantee products provided by MDBs such as MIGA. While a priori less likely, the least
constrained institution—which could make mispricing go away through arbitrage—may still be the one
that misprices.

C. Diversifying some risk dimensions and monitoring some causes better

So far, while the various manifestations of risks (credit, transfer, liquidity, and other risks) have
been noted separately, their causes have largely been bundled together and treated as exogenous.
But causes vary—global, local, economic, political, transfer, currency, policy, and institutional
idiosyncrasies—and can create specific risks alone or in combination with other drivers. Some of these
risks are exogenous, while others can be endogenous, at least in part.

2 Mispricing could of course also be on purpose. For example, to get others to come into a market, one could have deliberately overpricing
by some agents, at least temporarily (akin to the rug pull, pump and dump schemes in securities markets), although that seems less likely for
EMDE-debts as an asset class.



The relevance and impact of these various types of risks may differ between public and private
sector borrowers, by the type of projects financed, and by country circumstances and conditions.
For example, blocking the transfer of foreign currency to repay a debt typically only affects the private
sector, whereas for the public sector, the decision to service a debt (or not) is a policy choice. Since
many risk factors are closely correlated and largely manifest as credit risk, they tend to be bundled
together in most analyses of external (debt) financing. Nevertheless, splitting off some causes and
related risk manifestations can be useful and is indeed what guarantees are often done in practice, as
shown in Table Ts risk groupings. This splitting can lead to some gains for two specific reasons: risk
bearing and risk influencing.

Rather than bundling all risks, more granularity can allow some providers to guarantee some risks at
alower cost because they are better able to bear them. For example, some may be more diversified
or have alonger investment horizon and can therefore better adjust to (temporary)“liquidity” shocks to
individual borrowers. Or it could be that some have built up specialized skills, like MIGA has done on
political and expropriationrisks, or TCX on currency risks. As a result, they can price some risks better.
Note that this argument would not hold (or less) if financial markets were (nearly) complete, i.e., if
exogenous risks can be hedged, since any investor can then split off those risks they do not want to
bear. And neither would it be the case if markets could either acquire or contract specialized skills at
low cost.

Besides the argument that some agents can better passively bear some risks, some agents can have
a greater ability to actively influence some risks. Splitting risks can then allow specific risks to be
matched to relative comparative advantages in using specific arrangements to address information
and contracting problems, thereby reducing overall risks. Some examples of possible comparative
advantages involving guarantees are the following.

One, it can be that the guarantor has more information on some risks, in which case it makes sense
for them to price and guarantee these risks, and thereby send a positive signal to investors. This can
make the claim less information-intensive and investable for a wider class of investors, and even so
insensitive that it can trade at a liquidity premium.

An example of such signalling was the agencies in the US that guaranteed municipal bonds before the
GFC (the so-called monoline insurers, such as MBIA, Ambac, FSA, FGIC, SCA; see Surowiecki, 2008). In
20086, these monoline insurers had capital of approximately S34 billion against insured assets of over
S3 trillion, and in the event of even 2-3 of the underlying insured bonds defaulting, their capital would
have run out (Jayasuriya, 2016).

While there was thus little capital relative to the amounts guaranteed, reputation for safety allowed
them to "wrap" debt, including mortgage-backed securities, with their own credit rating, making these
investments appear less risky. For some time, they were highly effective in this signalling, rather than
engaging in credit enhancement. Only two are still active today, as indicated in Table 2 below, but the
monoline model remains useful.
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Company Current Status Core Focus / Notable Scale / Notes
(2025) Footprint Ratings
Assured Active; largest  US municipals, S&P: AA Insured ~$14-
Guaranty monoline global (stable); 15B muni par 1H
writing new infrastructure, Moody's: Al; 2025: $10B+
business selective KBRA: AA+ claims-paying
globally structured resources
finance
Build America Active; mutual  US municipal S&P: AA Admitted assets
Mutual (BAM) insurer bonds; (stable) ~$499M (2024);
exploring reins. support
Australia/NZ structure
. expansion
MBIA / Run-off (no Legacy USmuni N/A - not Maintains
National new policies portfolio writing new surveillance,
Public Finance since 2017) management business remediation of
Guarantee portfolio
Ambac Exited FG Shifted to N/A for FG Now focused on
space; sold specialty specialty
legacy FG in insurance/MGA P&C/distribution
2025 (Everspan,
. Cirrata) |
FGIC Run-off; Legacy FG Inactive for Working through
accelerated resolution only  new business regulatory-
run-off and TSA supervised
termination in wind-down
2025

Source: Authors

Specialized institutions that do such upgrades and enhancements for EMDEs already exist. At the
sovereign level, the World Bank, the US, and Japan have been the three main providers of credit
enhancements, as Table 3 shows. The Private Infrastructure Development Group (PIDG) offers local-
currency-based guarantees for infrastructure projects, and TCX offers local-currency hedges. These
institutions partner with other institutions to provide local-currency pricing because they have
developed domain-specific expertise that allows them to price certain kinds of risks more confidently
and aggressively than institutions with broader product offerings. The portfolio risk faced by TCX, for
example, on its holdings of otherwise individually risky LLMIC currencies, is only around 25% of the risk
faced by holding such local-currency risk outside the diversified portfolio of a specialized institution
(see further Kapoor, 2024).

Another example is when the guarantor has a greater ability to design and enforce conditions on
specific causes of risks. This greater ability may derive, in addition, from better information, from a
wider spectrum of tools to influence the policies of the borrowers (e.g., by also giving them access to
advice). Examples of institutions with these skills are the IMF, World Bank, and other MDBs, and the
modalities include their adjustment and project lending (see Claessens and Diwan, 1990, for a model
with such properties in the context of EMDE adjustment programs with debt reduction). Note that this
argument does not assume that the guarantor has seniority or is subsidized in some other way—even
though that may be the case—since that (alone) would not necessarily increase the overall financing
envelope or generate value added. (See further the discussion on MIGA later in this paper).



Table 3: Recent credit enhancements for EMDEs

Comntry? Transaction Details Source
Year
Backed by IDA policy-based guarantee
Ghana (2015) $1 bn 15-year covering up to $400m principal/interest; World Bank

Serbia (2011)

Eurobond

EUR 292.6m bond

enabled long-dated issuance amid
stress.

factsheet

IBRD Policy-Based Guarantee supported World Bank

reforms and signaled market access.

press release

Colombia US$1 bri hotes Backed by US$158.8m World Bank PBG; World Bank

(2001) helped restore market access. brief
S$1.25bn (2013), :

Jordan (2013~ BSstasyn | ) U.S.-guaranteed sovereign bonds; e.g. U.S. Treasury

2015)

US$1 bn (2014), up to

US$1.5 bn (2015)

2013 seven-year at 2.503%.

press release

Tunisia (2014, 100% U.S.-guaranteed (seven-year U.S. State
US$50 bond
2016) L 2014; five-year 2016 at 1.416%). Dept. release
Ukraine U.S. loan guarantees supported U.S. Treasury
3 x US$1 bn bond
(2014-2016) i RIBGCuds stabilization program. press release
JBIC
Indonesia Somuesibonds JBIC guarantees on principal/interest; Eantee
(2009-2012) ¥60 bn issues in 2010/2012. guUaranieo
releases
Mexico & ] JBIC
Panama Samurai bonds ::ig;fgféig:eed IgaHes ta braaden guarantee
(2010-2011) ’ releases
JBIC guarantee for private placement Bl
Turkey (2011) S i bond t
urkey ( | SEmURSE under framework agreements. e —
releases
2022: guaranteed by SMBC + NEXI Clifford
Egypt (2022, Samurai bonds insurance; 2023: SMBC guarantee re- Chance
2023) e
guaranteed by AFC. release
Cote d’lvoire ¥50 bn Samurai bond Backed by JBIC “GATE” guarantee—the JBIC press
(2025) (~US$336m) first for Sub-Saharan Africa. release

A combination of a better ability to bear and influence risks may arise from a certain balance sheet
structure and comparative advantage in skills. But it can also be due to other, existing or new,
investments and their respective policy and risk sensitivities. For example, an adjustment loan can
make an existing portfolio of project loans less risky and, as such, make it easier to satisfy the loan
conditions. Similarly, there can be economic complementarities in the portfolio of a large lender or
investor that reduce overall risks on any additional lending. For example, a guarantee on a new road
project can reduce risk to an existing investment, such as an agricultural investment, by making the
produce more easily transported for exports; conversely, the agricultural investment makes the road
investment less risky. Again, not all these risks are necessarily exogenous; rather, the more
endogenous some of the risks are, the larger the potential for improvements in principle. (In the
extreme case, when there is only one investor, they internalize all policy, incentives, and risk issues).

This splitting of some risks through guarantees to institutions or markets with a comparative
advantage in 1) monitoring, 2) pricing, 3) carrying, or 4) reducing those risks can thus make overall
claims more acceptable to and financeable by other investors and thereby improve the overall terms of
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financing available. There are caveats, however, to the potential benefits of trying to split up risks
through financial contracting and engineering, particularly for the endogenous types of risk.

As shown in models (e.qg., Stiglitz and Weiss, 1981), moral hazard with limited liability can lead debt
to be part of the optimal form of external financing. Another theory why debt can be part of optimal
contractingin the face of unobservable effort is costly state verification(Townsend, 1978). Using a debt
contract helps address some moral hazard, adverse selection, and other agency issues that can arise
either ex ante, when not in default, or ex post, when in default. The ‘beauty’ of a debt contract is that it
does not have contingencies where efforts, as well as circumstances, need to be codified. Since
guarantees need triggers that can be codified, i.e., made truly conditional, this can limit their use and
potential benefits relative to debt financing. Lack of possible codification covers both endogenous
risks and all those exogenous risks for which there are no hedging markets.

D. Possibilities to mobilize more funds for climate investing

There are several economic reasons, mostly on the supply side of financing to EMDEs, especially to
LLMICs, but also some on the demand side, why the form and quantity of external financing could
change the overall economic value added of climate investing. Many of these are not specific to
guarantees, but guarantees provide unique opportunities to leverage financing, yielding some gains
(though they also entail specific costs).

The following issues are often mentioned as barriers to financing LLMICs on the supply side: small
sizes, poor processes for project preparation and approval, and not enough standardization. All of
these raise the (per unit) costs of external financing and can make it too high for financing to be
worthwhile. Some of these barriers are especially relevant or specific to guarantees. These include the
various types of large, fixed costs related to guarantees, e.g., guarantees often being provided in small
amounts and too tailored and idiosyncratic to offer efficiencies of scale; they are often bundled and
are not standardized, which limits the ability to trade them and related contracts, leading to low
liquidity in markets; and they are too complex to easily resolve disputes about payouts on guarantees,
also making for uncertain and slow payouts. These and other supply frictions/barriers all add to the
per-dollar financial costs, raising the required rate of return, and thereby making guarantees less
attractive.

At the same time, since guarantees involve some leverage, they can allow for a larger volume of
external financing, thereby overcoming some scale issues, and possibly making them self-
sustainable. The scale reasons also relate to the intersection of the demand and supply sides, as there
can be varying economies in lending and external financing more generally. These economies of scale
can be in real economic terms, as a critical mass in investment may require large financing to reap a
high enough rate of return. Or it can be in financial terms, when, for example, a large scale is needed to
overcome coordination issues among diverse investors, allowing the lenders to then achieve better
real outcomes (akin to reaping a premium in a corporate takeover). Relatedly, there can be scale issues
in the policy and political economy dimensions, e.g., convincing local and international investors that a
reform program is viable and credible. This often means financing cannot be marginal, as that would
not realistically enable viable conditions and changes (this underlies much of the IMF's liquidity support
packages). In this context, guarantees may allow for the necessary greater amounts of financing.

The leverage embedded in guarantees can itself arise from a combination of two sources. The first
is that the gquarantee only covers a specific type of risk(e.qg., political risk, currency risk) rather than the



whole spectrum of risks. The second is when the gquarantee contract only offers partial rather than full
coverage(in practice, often only on the order of 40%-60% of the risk rather than the whole amount). If,
for example, political risk accounts for a fifth of the overall risk of non-payment by the borrower, then
a full political risk guarantee offers an embedded leverage of 5, and if, on top of that, only half of the
amountisquaranteed, thentheleverage goesup to10foranequivalentamount of risk taken by a simple
debt contract. However, coverage often needs to be higher, and thus leverage is much lower, as the
comfort level of investors falls precipitously the more the risks are left uncovered by guarantees.
Nevertheless, dollar for dollar of risk capital, guarantees often offer higher leverage than outright debt
contracts. In an environment of a large financing gap and limited climate financing, this leverage
potential could be more fully exploited.

4. "Real” world constraints, general and specific to climate change
investments

So far, the review has identified the supply as a constraint on external financing due to regulatory
and other mispricing, market failures, and externalities. But even without these problems, the “near
complete market” view is clearly not realistic, as there are many other supply-side constraints. Since it
is impossible to review all issues, this section will simply highlight a few key practical aspects that
specifically affect financing for climate change adversely today. The section then turns to the real
constraints on the demand side, where Box B provides a review of the key general demand challenges
in financing climate investments. The framing above provides some specific insights into what these
mean for the financing of specific types of climate change investments and the value of using
guarantees.

A. How is financing done today?

The focus in this section is on institutional investors (investors such as mutual funds and hedge funds
are excluded) as those are the largest and most obvious sources for external financing to LLMICs and,
to a lesser extent, on commercial banks. The goal is to review their practices and consider whether
changes to some aspects of how these investors operate can boost their supply of external financing
(see Kapoor, 2017).

The typical investment paradigm these days, for both passive and active investing, is investment by
asset class, from sovereign claims on AEs being the least risky class to private equity being the riskiest
class. Climate financing for EMDEs and LLMICs specifically does not neatly fit any existing class exactly
at this point. Compared to most other classes of debt, climate investments often have too long
maturities, too low liquidity, and too low a rate of return, and are considered too risky. At the same time,
while risky, climate financing is primarily debt financing, which does not fit the riskier private equity
class.

This poor fit is in part due to regulatory and prudential constraints, which, as noted above, prevent,
or at least discourage, investment in this type of asset for most institutions. But these are not the
only reasons. This becomes evident when considering the use of guarantees by SWFs, which are the
least financially and requlatory constrained class of investors. If there were a missing market for
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climate financing to EMDEs, and for guarantees specifically, then SWFs could presumably fill this.
However, our experience working with a large SWF and an informal, highly selective poll of other SWFs
clearly shows that SWFs see little value in offering guarantees for climate financing to EMDEs®. This
suggests that not only requlatory barriers hold back supply, but also, or even more significantly, the
problem of the “missing investment class.”

Recent work on Europe’s largest pension and insurance funds confirms that the investment in EMDE
assets has been materially smaller than often projected. Even where investors have the appetite to
increase EMDE exposure, allocations remain concentrated in public, investment-grade, hard-currency
assets in larger emerging markets, with little appetite for frontier-country local-currency
infrastructure unless there are strong origination, aggregation, and risk-sharing arrangements.
Mobilization strategies built solely around investor exhortation or concessional sweeteners will
therefore disappoint unless they also improve pipeline quality, standardization, liquidity, and the
assets'underlying investability.

That realism matters for how guarantees should be designed. Guarantees do not create an asset
class on their own; they do so only when they support standardized, repeatable, and sufficiently liquid
instruments. When the natural buyer base is narrower than the rhetoric suggests, the goal should be
lessto'unlock trillions'in the abstract than to build specific investable sub-asset classes with the ticket
sizes, tenors, liquidity, ratings treatment, and benchmarks that investors can use. Evidence from EMDE
infrastructure case studies and long-run impact-investing returns suggests that returns can be
competitive, but channels are missing, pipelines remain weak, and many transactions still fall short of
institutional design requirements (Kapoor, 2019).

A related constraint is the lack of expertise among most investors in AEs as to EMDEs in general,
especially the smaller and poorer ones, LLMICs (Kapoor, 2024). The lack of scale arises in large part
from the diverse group of countries. The obvious solution, besides enhancing the information available
on EMDEs and LLMICs, is to pool expertise on them. But to date, this has been another market failure,
making financing for climate change investment less likely.

That investability problem begins upstream. Swiss Re and the Global Infrastructure Facility, the World
Bank, and the NGFS all stress that the dominant bottleneck is not alack of global savings, but a shortage
of high-quality project preparation, standard documentation, aggregation platforms, and affordable
credit enhancement. Project-preparation facilities, warehousing vehicles, co-investment platforms,
and standardised structures are therefore complements to guarantees, not optional extras.

The small scale also lowers the benefits from any financial engineering. Guarantees, and financial
engineering more generally, can make for more bespoke investments, which typically are already too
small to serve as an asset class. Few investors can afford all the necessary work and cost to assess
these bespoke contracts and remaining risks. And anyhow, the necessary cost would lower returns
even further. This also applies to investors who otherwise have no regulatory or market limits on the
types of contracts they can write. Thus, financing needs to remain simple, and financial engineering
needs to standardize the residual claims (see also Lindner et al., 2025, who conclude that
“Fragmentation on the part of the providers of credit enhancements was identified as a major factor
impeding scalability of credit-enhanced debt”).




Complexity also arises from the verification and enforcement of contingencies. Guarantees often
have conditions that can be hard and costly to verify and enforce. As noted, with costly state
verification and poor and limited enforcement, general debt becomes more attractive, reducing the
scope for leverage from guarantees. This suggests that one should limit the use of guarantees to easily
verifiable events. Obviously, exogenous shocks are prime candidates. Such indexing might work for
some adaptation and mitigation investments, e.qg., to insure against large ex-post shocks(e.g., a 2-year
drought (or limited wind) when the irrigation (or wind turbine) system was built for a 1-year drought (or
moderate wind)), akin to CAT bonds, rather than for risks covering performance-based causes.
Parametric weather insurance of the kind that one of the authors helped develop with the IFC isanother
example, but the reduction in monitoring and moral hazard comes at the cost of higher basis risk. Of
course, indexing can cover only a small set of risks. For the other relevant ones, it would be paramount
not to expose the final investor to much verification and enforcement costs.

B. Applying guarantees for real climate change investments

As the review above makes clear, when analyzing the necessity, value, and use of guarantees, it is
important to distinguish what is to be financed, as frictions and gains from using specific financial
contracting can vary greatly. It begins by noting the general financing constraints on climate
investment and the specific differences between climate adaptation and mitigation. It then shows how
key aspects and differences in specific incentives for investment in adaptation versus mitigation
affect the potential value and use of guarantees.

Financing constraints are generic to climate investment, but with some differences.

While a lack of sufficient financing for EMDESs, particularly LLMICs, is a broad problem, the high cost of
capital they face hinders climate investing, given the front-loaded cost structure of climate mitigation
and adaptation projects (see Box B). First, it reduces the number of viable climate investments.
Second, it distorts the landscape away from renewable towards fossil fuel investments. Third, as it
leads to dramatic under-investments in climate mitigation and adaptation, it drives some LLMICs into
a doom loop of energy poverty, poor development, higher cost of financing, and rising climate
vulnerability.

The corollary of this especially high sensitivity is that even small reductions in the cost of capital,
including through the greater use of guarantees of all kinds, can have disproportionately large impacts
on increasing the number of viable adaptation and mitigation projects. Guarantees, particularly those
based on concessional capital, may therefore first be considered to allocate to climate mitigation and
adaptation before broader developmental goals.

Climate finance is not a homogeneous category. The usefulness of guarantees depends heavily on
whether the underlying investment has monetizable cash flows, whether its benefits are private or
public, whether risks are mainly project-level, sovereign, or systemic, and whether the investment is
highly sensitive to financing costs. These distinctions are especially important when comparing
mitigation and adaptation. Guarantees are most likely to be catalytic where high financing costs are
the main obstacle to otherwise viable investment. They are much less likely to transform outcomes
where revenue streams are weak, diffuse, indirect, or fundamentally public in nature.
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Adaptation poses a harder challenge for guarantee-based mobilisation than mitigation. Nearly all
tracked adaptation finance still comes from public actors, while private flows remain small and
fragmented. The reasons are structural: adaptation investments are heterogeneous, highly local,
difficult to evaluate with standard metrics, and often generate benefits through avoided losses rather
than through identifiable cash flows. Many adaptation investments, therefore, resemble public goods
more than bankable assets. In these areas, quarantees can help at the margin — especially by
supporting intermediated lending, resilience-linked infrastructure, and blended structures — but they
cannot substitute for grants, concessional public finance, domestic public investment, and stronger
national planning systems.

The most promising role for guarantees in adaptation is therefore likely to be selective and indirect:
supporting local financial institutions, aggregating smaller resilience-linked investments, and
improving risk-sharing where commercially viable revenue streams exist. But for large parts of the
adaptation agenda, the central constraint is not just risk pricing; it is the absence of directly
monetizable returns, weak project preparation, limited standardization, and poor data and metrics.

This means that the adaptation case for guarantees must sit within a broader architecture of public
budgeting, concessional finance, resilience planning, and pipeline development, rather than being
framed primarily as a story of private capital mobilisation. Domestic public finance will remain the
backbone of adaptation, even where guarantees and blended instruments can play a catalytic
complementary role.

Renewable energy is by far the most important area of climate mitigation, both in terms of its
potential to bend the climate curve and the scale of investment required. Over the past several years,
a narrative has taken hold that solar is the cheapest form of power generation (e.g., International
Energy Agency, World Energy Outlook 2020). But if that were sufficient on its own, the new fossil-fuel
generation would already have largely disappeared, which is plainly not the case. Several caveats make
for a more nuanced picture, and they matter for policy.

First, reports always caveat that solar is the cheapest “in some/most countries” and “under certain
conditions.” The cost they refer to is the Levelized Cost of Electricity (LCOE), which is often a poor
proxy for the actual costs incurred in producing and delivering electricity. It is defined as the present
value of the total costs / present value of total electricity generated over the lifetime of the project, so
it does not, for example, account for intermittency.

Second, the cost and revenue structures of renewable and fossil-fuel generation projects differ
significantly. Renewables are very capital-intensive, with 70-90% of lifetime costs upfront but have
low ongoing operating costs (Kapoor et al, 2011). Fossil fuel projects have lower upfront capital
expenditure, 20-40% of lifetime costs, but high total lifetime operating costs (the cost of fuel). This
makes the LCOE of renewables sensitive to the cost of capital, as illustrated in the charts below.

The weighted average cost of capital (WACC)in developing countries is often two to three times that in
AEs, making it the single largest barrier to clean energy. For countries with such high capital costs,
fossil fuel generation may still be more attractive than renewables.

The International Energy Agency's(IEA) Cost of Capital Observatory reports that solar and wind projects
in Sub-Saharan Africa, South Asia, and Latin America face WACCs above 10-12%, sometimes as high as



25%, compared with 3-5% in Europe and North America (IEA, 2025). This disparity alone doubles the
LCOE of renewables, despite dramatic technology-driven cost declines (OECD, 2024).

Third, the LCOE does not account for the quality, reliability, or intermittency of power or the
additional system costs required to operate a functioning grid. Even when the LCOE for renewable
energy is lower on a standalone basis than for fossil-fuel generation, the additional system costs—for
addressing intermittency through battery storage, etc.—can make fossil-fuel generation more
attractive.

Fourth, many developing economies’ primary problem is an energy shortage, with climate mitigation
at best a secondary goal in their decision-making. The shortfall is very large: for example, Nigeria, a
country of 230 million people, produces only about 4-5 GW on a given day (The Economist, May 8, 2025),
at par with the city of Austin Texas (Austin Energy), with a population 100 times smaller. Some 90 million
Nigerians lack access to electricity today. With the main problem for many LLMICs a lack of financing
for energy in general—given insufficient domestic resource mobilization and low international
support—using guarantees needs to additionally move the economics of energy generation away from
fossil fuels towards renewables to achieve positive climate outcomes.

Adaptation investments—the construction of dams, switching to drought-resistant crops, building
heat shelters for cities and upgrading flood defences in cities—often do not generate obvious new
revenue streams that can be earmarked for repayments. While they can yield high positive economic
and social rates of return through risk avoidance and harm reduction, they are even more sensitive to
the cost of capital, as captured in the chart. For example, depending on financing costs, the NPV of a
coastal embankment improvement project in Bangladesh ranges from $373 million to $1,178 million, and
its Benefit Cost Ratio (BCR)from 2.9 to 5.1. Similar ranges apply to an adaptation project in the Mekong
River Delta region of Vietnam (Calcaterra et al. 2024).

The mitigation case is different because the core financing bottleneck is often the cost of capital
itself. In many EMDESs, clean-energy technologies are no longer intrinsically expensive, but remain
unaffordable because financing costs are far higher than in advanced economies. Renewable energy is
highly front-loaded in capital expenditure, so differences in borrowing costs and tenor have outsized
effects on viability. In mitigation, then, guarantees, local-currency solutions, and other risk-sharing
mechanisms can matter disproportionately because they lower financing costs for investments that
are otherwise economically and socially productive.
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Cost Structure Comparison: Renewables vs. Fossil Fuels
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Mitigation, the effort to reduce CO2 emissions, is about global externalities, which must be addressed
at the country, subnational, and other local levels, but hopefully with international support. At the
country level, this can mean that the rest of the world needs to “subsidize” the local efforts. (Large
economies may do better in terms of internalizing, as the overall costs incurred of climate change
relative to the benefits of mitigation are greater.) This alone makes for a higher financing requirement
than for adaptation.’ In practice, this often means, unless technological changes drive investment
outlays dramatically down, that the cost of external financing needs to be reasonable, often below
prevailing market rates, especially for EMDEs in general and LLMICs in particular, or else they will
underinvest in mitigation.

Perhaps more important for the underinvestment than the positive externalities being global and
the costs local is the cost structure of the most important investment type of mitigation, renewable
energy infrastructure (see further Box B). For comparable capacities, renewable investments
typically have upfront capital costs—largely expenditure on equipment—that are some three times
higher than for fossil fuel generation capacity, where the costs are also more spread out over the
project’s life (in the form of payment for fuels). This makes renewable energy investments especially
sensitive to the cost of financing, further amplifying the structural underinvestment in climate
mitigation due to externalities.

Additionally, there are incentives and governance problems that apply specifically to mitigation
investments. Whereas for adaptation, incentives may be more in place at the individual, local, and
hopefully national level, for mitigation, they are, almost by definition, not necessarily aligned, making
for complex contracting (e.g., how to get local subnational and private sectors to make the “right”
investments and how to best channel the external financing to them).

Implications. These climate-finance examples show that incentives and financing constraints vary
significantly depending on what is being financed. For adaptation, there may be limited
creditworthiness but few incentive problems; for mitigation, there may be both limited
creditworthiness and weak incentives. Some mitigation technologies, such as solar, may be adopted
quickly because their private returns are already high, whereas adaptation investments may lag
because governments lack the fiscal space or domestic resource mobilisation needed to undertake
them, even when their social returns are higher. Assessing the value of guarantees therefore requires
more than asking whether finance is available at all; it requires identifying what specific problem a
guarantee is solving.

In a first best world without financing constraints, one could then rank the potential private sector,
public sector and (local and global) social returns for various adaptation and mitigation projects to
identify the highest potential added value investment. The ranking of returns may be the reverse for
the two, i.e., for adaptation, the returns may be social(local) > public > private > social (global), whereas
for mitigation they may be social (global) > private > public > social (local). In the real world, it will be
hard to generalize as to a ranking since, as for other sectors, there could be many factors to consider.*

3 Some mitigation technologies such as solar are financeable at current rates in AEs and some EMDESs, even as the scale remains
insufficient. But for most EMDESs such mitigation technologies are not financeable. Related, one cannot extrapolate the default/loss rates
on the marginal now financeable mitigation project, e.g., solar, to the larger universe of mitigation projects (for example, the Better
Guarantee Better Finance report (2023) uses the 11% weighted average default rate of solar projects across 40 EMDEs, which could be too
low for other financing).

“The “preferred” private-public mix for specific climate change investment may vary with many factors, among other size (e.g., small
mitigation versus large scale adaptation)and country institutions and circumstances(e.g., the degree of involvement of the public sector in
the overall economy, differences in the quality of efficiency and incentives in the public versus private sectors).



Let us assume nevertheless that controlling for such factors maintains the very indicative relative
ranking of returns noted above, i.e., public > private for adaptation and private > public for mitigation.

This ranking of returns suggests different roles for public and private finance. In broad terms, most
adaptation investments are likely to remain more naturally public, given their public-good features and
diffuse returns, whereas many mitigation investments — especially in power, transport, and industry —
can support a larger private role where financing conditions are viable. In practice, however, observed
investment patterns in EMDEs still reflect high financing costs, weak pipelines, poor risk allocation,
and shallow local capital markets, which together keep both mitigation and adaptation below socially
desirable levels.

Cost of financing and role of guarantees. A simple comparison of the likely costs of external financing
and rates of return by sector would suggest that for adaptation, the gap between costs and returns is
likely lower for the public than for the private sector. For mitigation it is less clear, but it could be the
opposite, i.e., lower for the private sector. More precise analysis will be necessary, notably since the
differencesin the cost of capital are of course a function of various risks. Without differentiating what
specific risks matters most, one cannot decide whether using guarantees of a certain type for a
specific type of investment undertaken by the public sector or the private sector is preferred in terms
of impact.

The next step, therefore, is to explore the specific risks and other barriers that raise the cost of
external finance, and how these vary between the public and private sectors. The public sector’s cost
of capital is often treated as a lower bound for the private sectors, but that is an incomplete answer
and may at times be misleading. GEMS evidence suggests that private-sector borrowers in EMDEs
often perform better than sovereign ratings alone would imply, and in some cases their default
experience is closer to that of lower-investment-grade or single-B borrowers in advanced economies
than headline sovereign risk metrics suggest. Sovereign ratings do not therefore provide a clean proxy
for private credit risk in these economies. For some forms of external financing—such as FDI and
projects with clearly identifiable revenue streams—the cost of finance can in practice come in below
the sovereign’s own borrowing cost.

The correct identification of respective risks has many implications for the use and design of
guarantees. The mispricing in the difference of default probability can in principle be addressed
through guarantees, which will cost little to bring the costs of financing for a well-diversified pool of
private sector borrowers down in EMDEs/LLMICs to the equivalent rate for single-B borrowers in AEs.
It could, however, be that a second set of risks explains the generally higher cost of capital for the
private sector. While the private sector may not default as often as the sovereign, the sovereign may
be able to appropriate part of the return on the private project, creating risks and lower returns for the
lenders. What are these risks exactly, besides outright expropriation? Some candidates are in Table 1
under the rubric policy risks, e.g., currency inconvertibility, transfer risk, war and political violence, and
breach of contract. Sovereign default does often come along with currency inconvertibility or a large
depreciation.

Separating those risks that primarily affect private sector returns from those that are
simultaneously sovereign risks is difficult but important. In principle, specialized political-risk and
currency-risk insurers can help make that distinction operational. When such risks are separated
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cleanly, priced transparently, and embedded in sufficiently diversified structures, they can lower
financing costs for private borrowers without simply socializing broad sovereign risk. Key design
principles are to avoid sovereign counter-guarantees where possible, preserve meaningful risk
differentiation, keep structures simple, and prevent preferred-creditor dynamics from crowding out
private claims.

A specific model would be MIGA's Small Investment Program, where investors are offered a package
covering currency inconvertibility and transfer restriction; expropriation; and war, terrorism, and civil
disturbance. It has many of the right ingredients, except for scale (as the amounts are limited) and
diversification. Another model is credit enhancements for local commercial banks' lending portfolios
for private sector climate projects. Essential for all is to ensure that structures used have the scale,
portfolio diversification, and simplicity to justify their fixed costs. More generally, one needs to explore
how differences in risks relate to differences in private versus public returns and what this implies for
the scope and preferred means for increasing the amount or lowering the cost of external financing.
Answers will vary between private and public investment and as to which instrument, including
guarantees, can best bridge the respective gap to achieve the projects with the highest global social
return.

The central weakness of the current guarantee landscape is not only that it is too small, but that it is
too fragmented and too detached from delivery architecture. Guarantees are still too often deployed
deal by deal, through bespoke structures, with limited replication and weak links to country-level
planning, policy reform, and project preparation. Yet the emerging climate-finance architecture points
in a different direction: country-led investment frameworks and country platforms can align
concessional resources, MDB and DFI instruments, national development banks, policy reform, and
private capital around programmatic pipelines rather than isolated transactions.

In this setting, guarantees should be understood less as stand-alone products and more as one layer
within a broader operating system. Concessional finance can support readiness, adaptation, and
early-stage preparation; MDBs can provide credibility, policy dialogue, and risk mitigation; national and
public development banks can anchor local-currency lending and smaller-scale project pipelines; and
guarantees can be used strategically where they reduce the cost of capital, crowd in investors, or help
standardise repeatable structures. Co-investment platforms led by MDBs and DFls, project-
preparation facilities, and aggregation vehicles can further create diversified pipelines of viable
opportunities, reduce due-diligence costs, and package smaller transactions into portfolios better
suited to institutional investors. The result is not merely more leverage, but a more investable
ecosystem.

This broader framing also clarifies why so many guarantee initiatives disappoint. A guarantee
attached to a weak pipeline, a bespoke transaction, or a poorly prepared investment environment will
rarely scale. By contrast, guarantees linked to country-owned priorities, clear investment plans,
replicable transaction structures, and coordinated public-development-finance support can become
part of a durable market-building strategy. The question is therefore not whether guarantees should
replace otherinstruments, but where in the delivery chain they can most effectively complement them.



5. Recommendations for using guarantees to mobilize climate
finance at scale

This section uses our diagnosis of the various supply and demand problems to develop ways to leverage
guarantees to mobilize climate finance on a greater scale relative to debt financing. Our proposals
include, on the supply side, ways to address regulatoryand accounting frictionsand correct mispricing,
and on the demand side, ways to better diversify risks and overcome the lack of scale. Using MIGA, on
occasion, as a case study for other MDBs, bilateral donors, and other providers of guarantees, we
suggest changes and lay out the pros and cons.

A. Expand headroom by using accounting opportunities, while limiting
downside risks

Under prevailing accounting standards—such as US GAAP, IFRS, and Eurostat rules—the treatment
of contingent liabilities depends on whether the liability is probable, estimable, or remote. For
example, IAS 37 sets recognition and measurement rules for provisions and contingent liabilities,
requiring recognition only when an outflow is probable and can be measured reliably; otherwise, the
exposure is disclosed, or, if remote, not recognised.

Accounting treatment can make guarantees a more capital-efficient instrument than direct lending
in some settings, particularly where contingent liabilities are remote, and liquidity needs do not arise
upfront. But this headroom should be used transparently and conservatively. The case for expanding
guarantees is strongest where lower expected payouts, diversification, and reinsurance genuinely
justify lower capital intensity — not where accounting treatment merely disquises risk or shifts it into
an opaque contingent form.

Given the persistent bias against financing EMDEs, some use of guarantees may be economically
justified as a means of lowering excessive financing costs. But the legitimacy of such financial
engineering depends on whether it provides real additional financing and lower borrowing costs, rather
than merely creating anillusion of mobilization. Excessive reliance on off-balance-sheet treatment can
create systemic vulnerabilities if guarantees are called at scale during adverse circumstances. There
is also a donor-incentive risk: under evolving OECD DAC rules for private sector instruments,
guarantees may create pressure to score donor effort or inflate reported ODA in ways that blur the line
between genuine resource transfers and the imputed budgetary cost of contingent liabilities. That
makes transparency, strong additionality tests, and independent evaluation essential.

Recommendation: Policymakers should recognize the efficiency gains that guarantees can offer
under prevailing accounting rules, while setting clear guardrails. Disclosure must be strong enough
that off-balance-sheet guarantees cannot obscure aggregate exposure; prudential regulators and
donors should set conservative minimum provisioning standards; and expanded headroom should be
linked to demonstrable additionality in climate and development finance rather than used simply to
maximize headline leverage ratios. Donors should also avoid using guarantees primarily to improve
ODA scoring under private sector instrument rules; wherever guarantees are counted, reporting
should distinguish clearly between actual transfers, expected fiscal cost, gross exposure, and
mobilized private finance.
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B. Encourage the use of specialized institutions and risk pooling, and scalable
guarantee vehicles

Credit risk remains the dominant macro-level constraint in mobilizing private capital for climate and
development projects. Liquidity and market risks matter too, but they should not be collapsed into
credit risk. For bond investors in particular, liquidity premia can remain material even when expected
credit losses are reduced: guarantees may compress default-risk spreads without eliminating the
penalties associated with illiquidity, bespoke documentation, weak reliability, or limited benchmark
inclusion. Credit risk itself, however, is not a single variable: it is a bundle of underlying exposures,
including currency risk, political risk, convertibility risk, and sector- or project-specific performance
risk, some of which can be addressed more efficiently through specialized guarantees.

It is unrealistic to expect large international ratings agencies and mostly developed-economy-
based institutional investors to have deep, current knowledge of the currency, political, and
operating risks across more than seventy-five LLMICs, many of them small and thinly covered. Under
conditions of imperfect information and limited expertise, investors often add a precautionary
premium to already conservative baseline risk assessments. If perceived credit risk exceeds
underlying risk, well-designed interventions that narrow this gap can improve both the volume and the
terms of external financing.

These interventions are most likely to be effective when they come from institutions with the
mandate, incentives, and expertise to assess particular kinds of risks better than the market does.
Such institutions can reduce the risk-misperception premium directly by investing, or indirectly by
offering more accurately priced guarantees for specific risk components to investors facing greater
information asymmetries. This is where agencies such as TCX, GuarantCo, and the Green Guarantee
Company, as well as political-risk insurers such as MIGA, can add value. Theirrole is not simply to absorb
risk, but to price it better, structure it more credibly, and help nascent sectors - including renewable
energy in LLMICs - become investable at scale.

Another means comes from the benefits of diversification and scale, which can substantially
improve pricing. For example, TCX, often the sole currency hedging provider for some of the most
volatile and illiquid currencies in the world, holds nearly 75% less capital for its portfolio of 55
currencies than each currency would require if priced independently, given the benefits of
diversification. This allows for far more favourable pricing than offered by any investor who does not
have the specialist sectoral expertise and diversified portfolio that TCX has.

Local-currency risk management deserves particular emphasis. Many institutional investors have
little appetite to bear unhedged EMDE currency exposure, and hard-currency solutions can only go so
far because they leave borrowers exposed to unsustainable mismatches. Vehicles such as TCX,
GuarantCo, and targeted local-currency bond guarantees are therefore strategically important not only
for de-risking individual transactions but for building domestic capital markets. Public data platforms
suchas GEMs canreinforce this process by improving pricing, credit assessment, and the transparency
of actual default and recovery experience.



Recent OECD, IIF, and CGD work reinforces that local-currency finance is not a niche add-on but a
central condition for scaling climate and infrastructure investment in EMDEs. Guarantees and
hedging facilities are most useful when they help lengthen tenors in domestic markets, support partial
local-currency bonds or PPAs, and translate genuinerisk transfer into recognisable prudential relief for
regulated investors. Otherwise, hard-currency solutions may crowd in capital while still leaving
borrowers exposed to the FX mismatches that make projects fragile in the first place.

Case studies show similar benefits for regional risk vehicles and blended-finance facilities that have
scale, standardized documentation, shared data, and diversification across countries, sectors, and
counterparties. The Green Guarantee Company is one example of a dedicated guarantor seeking to
crowd in bond and loan investors into emerging-market climate assets by combining guarantees with
technical assistance and standardized processes.

Recommendation: Specialist guarantee institutions can play a larger role than generalist MDB
windows where they combine focused product design, sound underwriting, cost discipline, and a
rating strategy aligned with a clear commercial niche. Their value lies not just in absorbing risk, but in
building expertise, standardizing structures, aggregating pipelines, and eventually using reinsurance
or syndication to extend capacity. At the same time, they should not be romanticized: weak cost
control, poor underwriting, unclear target markets, or overreliance on hard-currency wraps can limit
both scale and developmental impact. Bilateral donors, MDBs, and governments should therefore
support specialist institutions selectively — backing those that can demonstrate a viable business
model, credible governance, transparent pricing, a path to reinsurance or syndication, and a clear
developmental niche, especially in local-currency finance and market creation.

C. Reform the MDBs, especially MIGA’s guarantees issuance

MIGA, created in 1988 and part of the World Bank Group, is the largest provider of guarantees for
mobilizing financing for EMDEs. It offers two kinds of guarantees: one against political risks, and one
for credit enhancement against non-honoring of financial obligations by various public sector entities
(see Table 4).

MIGA is large by any development-finance standard, but its reported scale depends on the metric
used. Public reporting alternates among annual issuance, gross exposure, net exposure after
reinsurance, and cumulative guarantees since inception, none of which are directly comparable. As of
the end of FY2024, MIGA reported a gross guarantees portfolio of $36.8 billion, of which $24.93 billion
was reinsured, leaving net exposure of about S$12 billion against an overall capital base of $2.3 billion
and an additional S1.5 billion in callable capital. In FY2025, MIGA separately reported a record $9.5 billion
in new guarantees across 44 projects. Since its inception, it has issued more than 1,000 guarantees
with a value of around $95 billion and has paid 12 claims totalling $34.2 million, with reinsurance further
reducing the hit to its own capital. The key point is not that one headline number proves under-
utilisation on its own, but that MIGA’s loss experience remains unusually strong relative to the
conservatism of its operating model.

Despite its strong historical loss record, MIGA appears to operate with a conservatism that may no
longer be proportionate to either its actual experience or the scale of current climate-finance
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needs. There is a strong case for expanding guarantee issuance materially through better balance-
sheet sharing within the World Bank Group, greater use of reinsurance and portfolio techniques,
product simplification, and the streamlining promised by the World Bank Group Guarantee Platform.
But the extent of sustainable expansion depends on maintaining ratings strength, underwriting
discipline, and portfolio-risk management.

Project Beneficiaries of the Guarantee Cover

Currency Inconvertibility
and Transfer Restriction

c N Expropriation
Private Sector v Equity Investors . .
A Political Risk
GO Es Insurance
& PPPs +* Lenders to the Project
War and Civil Disturbance
O Breach of Contract
Q Non-Honoring of
Public Sector +"  Lenders to the Public Credit EinancialiGbligations
Projects Sector Enhancement Sovereign

Sub-sovereign
State-owned Enterprise

Source: MIGA

In addition to its scale and expertise in insuring political and other non-commercial risks, MIGA may
enjoy two further sources of leverage: the accounting treatment of guarantees and its de facto
preferred-creditor status.

Broadly speaking, MIGA, like other MDBs, does not sharply differentiate between the capital
treatment of loans and guarantees. While this is theoretically defensible, it can limit the leverage
potential of guarantees in practice. Yet the much lower probability of being called, together with very
small, expected payouts, suggests that guarantees could justify greater capital efficiency than many
MDBs currently allow. International accounting rules, including IAS 37 and US GAAP ASC 450, as well as
Eurostat quidance, permit lower provisioning for contingent liabilities that are remote rather than
probable. Because guarantees also require no immediate funding disbursement, they can reduce
liquidity costs for issuers. But this does not remove debt-sustainability constraints, and it does not by
itself solve the liquidity premia that arise when instruments remain bespoke, thinly traded, or
operationally complex.

Part of the constraint is external to MIGA itself. Recent prudential work has emphasized that the
capital recognition of MDB and DFI guarantees for banks can be limited where documentation fails
formal tests of unconditionality or timely payout, even when the underlying risk transfer is
economically meaningful. Scaling MIGA more effectively, therefore, requires not only internal reform,
but also better alignment between prudential rules and the actual loss experience of MDB-backed
exposures.

MIGA's implicit preferred-creditor status may also allow it to leverage its balance sheet more than
an otherwise identical private-sector actor. While MIGA does not enjoy the same formal preferred-
creditor statusas IBRD or IDA, it is often treated in practice as a preferred creditor through subrogation
rights under the MIGA Convention, operational practice, and the halo effect of being part of the World
Bank Group. Its track record reinforces this perception: out of more than 1,000 projects, MIGA initiated



pre-claim processes in 155 cases, with only 12 resulting in any payout. MIGA attributes much of this
success to the World Bank umbrella effect, host-country representation on its board, access to senior
officials, confidentiality, and its reputation as an honest broker.

While providing more leverage, MIGA’s PCS may have adverse effects on efforts to mobilize private
financing. The share of PCS claims in the debt of many LLMICs, especially LICs in Africa, is already high
(40%-50% in some cases). This makes it harder to restructure debtsin arrears, and deeper haircuts are
more likely for private bondholders and lenders. This creates a trade-off: while MIGA’s PCS status
allows for cheaper guarantees (or more guarantees per unit of capital), it may make private investors
less likely to invest. Guarantees are therefore most defensible where they ease liquidity and market-
access constraints for fundamentally solvent borrowers, not where they postpone necessary debt
treatment in cases of insolvency. It could then be that guarantee provision by MIGA ends up, at least in
some cases, being anti-catalytic in mobilizing private sector financing.

MIGA's role should also be understood more broadly than in the past. It is no longer simply a provider
of classic political-risk insurance for foreign investors; it is increasingly being positioned as part of a
wider World Bank Group effort to mainstream qguarantees as a system-wide instrument for mobilising
private capital and supporting sovereign- and domestic-finance-related structures. Shareholders
should therefore encourage a less conservative posture while pairing that ambition with clearer capital
support, stronger risk-sharing arrangements, explicit incentives to scale guarantees where they have
the greatest catalytic value, and careful attention to how preferred-creditor dynamics may affect other
private investors.

D. Move from project-based guarantees to portfolio guarantees

Guarantees can either be issued project by project, as is the standard practice across MDBs for large
infrastructure projects, or can be issued on portfolios, as Development Finance Institutions such as
the IFC, Proparco, and FMO already do, and on portfolios of loans to SMEs by local banks in EMDEs.
While historically, guarantees were often issued for projects, the popularity of portfolio guarantees has
beenrising.

Aggregation matters because many EMDE climate and infrastructure projects are simply too small,
bespoke, or locally structured to fit institutional investors’ preferred ticket sizes. Pooling brownfield
and greenfield assets, warehousing first-generation projects, and using securitised or co-investment
platforms can raise average ticket size, diversify risk, and create more liquid investment-grade
exposures without abandoning developmental objectives.

With a steady flow of similar projects, portfolio guarantees tend to work well: they spread the risks,
keep down the cost and effort per deal, and use standardized terms, all allowing for more guarantees
per amount of risk capital. Project-by-project guarantees are still valuable for getting a pioneering deal
off the ground and for showing that something can work. Also, in certain instances, for example, large
projects with specific risks, portfolio guarantees may simply not be suitable. The downsides are that
they take a lot of time and effort to structure and cannot be easily scaled. Table 5 further summarizes
the differences, and the relative advantages and disadvantages of project vs portfolio guarantees.

That said, project-based guarantees will remain necessary where risks are highly idiosyncratic - for
example, early utility-scale renewables with weak off-takers, first-of-a-kind industrial
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decarbonisation, energy-efficiency or ESCO structures that must first be aggregated, or complex
public-private infrastructure with termination and political-risk issues. Recent OECD and FDL work
suggest that risk mitigation is most effective when designed early in transaction structuring, combined
with technical assistance and sovereign support tools where needed, and used consciously as a bridge
toward repeatable programme and portfolio structures rather than as a permanent bespoke solution.

Scarce development and climate capital can be deployed more efficiently via portfolio guarantees
because they harvest diversification benefits for both the beneficiary and the guarantor. But portfolio
guarantees become truly powerful only when they rest on standardized documentation, repeat
issuance, and a visible pipeline of similar assets. Without those foundations, portfolio language risks
becoming a financial redesign of a still-fragmented project landscape.

Table 5: Project versus Portfolio Guarantees

Project Guarantees

Portfolio Guarantees

Scope Covers a single project Covers a pool of projects/loans

Risk Coverage Specific risks (e.g., construction, Broad credit/default risk across

Risk Distribution

Use Cases

Structuring

Cost

Investor Appeal

Common
Providers

political, payment)

Concentrated in one asset

Large infrastructure or
capital-intensive projects

Highly customized, bespoke contracts

Higher per project (due
diligence-heavy)

Attracts capital to one risky but
strategic project

Development banks, export credit
agencies, insurers

portfolio

Diversified across many assets

Many smaller projects (e.g., SME
loans, rooftop solar)

Standardized, scalable structures

Lower per project (economies of
scale)

Encourages financing of multiple
smaller/riskier projects

Multilateral development banks,
donors, DFls, insurers

Source: Authors

Policymakers should therefore aim not only to move from project-by-project to portfolio approaches,
but also to build the institutional and pipeline conditions that make such a shift viable: common
templates, reliable project preparation, regional or thematic aggregation, and clear mechanisms for
passing financing benefits through to borrowers. Project-based guarantees may still be useful for



pioneering transactions or for assets with unusual risks, but once a class of investments is proven, the
priority should shift rapidly toward repeatable portfolio structures.

For this transition to work, providers need portfolio managers with strong analytics, risk
governance, and sector- or country-specific knowledge. Specialised guarantee institutions such as
GuarantCo, TCX, and climate-focused vehicles can play an important role, but so can national
development banks and regional platforms that can originate and aggregate repeatable assets. Shared
datarooms, standardised documentation, better reporting on mobilisation and cost-of-capital effects,
and access to reinsurance or syndication capacity will all be necessary to turn isolated guaranteed
transactions into durable financing channels.

E. A meta-proposal for a new monoline vehicle ACE - Agency for Credit
Enhancement

In this paper, and in related analytical work such as Kapoor (2024c), we argue that there are two
meta-level reasons why private funding for EMDEs in general, and climate investment in EMDEs in
particular, does not materialize at sufficient scale.

The first is informational. Many of the largest institutional investors have limited and often outdated
knowledge of how dynamic many EMDEs have become, and they have few incentives to update those
beliefs, let alone actively originate investment opportunities. This affects EMDE financing generally,
but it is especially damaging in climate finance, where technologies, policies, and business models are
evolving quickly. One symptom is that many investors remain only dimly aware of datasets such as the
GEMS database, which often paints a more benign picture of EMDE credit performance than standard
market perceptions suggest.

This double ignorance - underestimating return potential while overestimating risk - is one of the most
important meta-level constraints on scaling climate finance in EMDEs.

When information asymmetries are this large, and the Modigliani-Miller assumptions are so clearly
violated, there is a strong theoretical and practical case for a dedicated Agency for Credit
Enhancement (ACE). Such an institution, designed along selective monoline principles but adapted to
development-finance realities, could use better incentives, better data, and more current market
knowledge to offer fairly priced partial- or full-guarantee wraps. If those wraps both signal quality and
deliver genuine credit enhancement, they could help channel much larger flows of institutional investor
capital into EMDE climate investment. To the extent that regulatory biases, information failures, and
scale constraints are overcome, such a model could be commercially viable - or at least self-sustaining
- while materially lowering the cost of capital.

A second source of potential gain is diversification. Real-world markets are full of frictions and
missing markets, not idealized MM conditions. If ACE were able to build a sufficiently large and
diversified portfolio across countries, sectors, and instruments, it could achieve capital-efficiency
gains well beyond what is possible in today's bespoke, transaction-by-transaction guarantee
landscape.
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Importantly, ACE should explicitly avoid being designated the preferred creditor. True scale-up in
private financing is difficult under a model that relies on subsidies, seniority, or the effective
subordination of the rest of the debt stock once the share of preferred claims rises too high.

Our recommendation, therefore, is to explore a dedicated, subsidy-light Agency for Credit
Enhancement (ACE) that would use clear eligibility criteria, transparent pricing, published fee
schedules where feasible, ex post reporting on mobilization and additionality, strong risk governance,
and predominantly partial rather than blanket guarantees.

Structured with an appropriate mix of paid-in and callable capital, and without preferred-creditor
status, ACE could provide monoline-like credit enhancement for sovereigns and other eligible
borrowers while helping bridge the requlatory, information, diversification, and scale gaps that
continue to constrain climate finance in EMDESs®. Any sovereign application should, however, be limited
to cases where debt is sustainable, or credibly restorable, rather than used to defer unavoidable
restructuring.

Conclusion

The policy priority is therefore not simply to scale up guarantees in the abstract, but to embed them
within a more coherent climate-finance architecture. No single reform will close the financing gap,
and even ambitious mobilization from institutional investors is likely to be smaller and more
concentrated than much of the older rhetoric implied. The present system still creates transactions
more readily than a true asset class. Guarantees are most useful where they lower the cost of capital
for viable mitigation investments, help overcome investor segmentation, support standardization and
aggregation, and build repeatable pipelines through specialist institutions, national development
banks, and country-led financing platforms. They are less effective where the underlying challenge is
the absence of revenue streams, weak public systems, or inadequate project preparation — conditions
that are especially common in adaptation.

The realistic objective is not to redirect the whole stock of global institutional savings into EMDE
climate finance, but to expand the addressable market steadily by improving pipelines, prudential
treatment, standardisation, and local-currency channels in the segments where guarantees clearly add
value.

At a time of high and rising latent interest among institutional investors to diversify their portfolios
away from overdependence on an outsized allocation to the US market, guarantees that help address
information asymmetries, investor ignorance about EMDESs, risk misperceptions, and missing markets
in risk pooling can deliver the biggest bang for the buck.

The real promise of guarantees lies not in heroic leverage assumptions, but in their selective use
within a system that combines concessional finance, public investment, local-currency solutions,
institutional reform, project preparation, and market-building. Used in that way, they can become a
meaningful part of climate-finance scale-up; used in isolation, they will remain useful but peripheral.
The practical agenda that follows from the broader literature is therefore one of integration: better

® Note: This proposal for a monoline agency for providing credit enhancement for sovereigns was first developed
and presented by Kapoor to the State Secretariat for Economic Affairs in Switzerland in early 2009



prudential alignment, stronger MDB and specialist-guarantor capacity, affordable FX risk
management, richer public risk data, and a more disciplined focus on standardisation, aggregation, and
pipeline creation.
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Annex

Major Guarantee Windows, Facilities, and Bodies Relevant to Mobilizing Climate Finance in EMDEs

Note: This appendix lists the principal existing multilateral, bilateral, regional, and specialist guarantee
bodies/windows that are relevant to mobilizing climate finance in emerging markets and developing
economies (EMDEs). “Size" is not strictly comparable across institutions, because reporting differs by
provider. The climate relevance of several institutions is indirect: they are not climate-only vehicles, but
they provide the risk-transfer, local-currency, political-risk, and credit-enhancement architecture that

climate projects in EMDEs often require.

Institution Type Size (reported Geographic Mandate / Main
/ facility indicator) scope climate instruments
relevance
World Bank Umbrella US$12.3bn of Global One-stop Policy-based
Group guarantee guaranteesin  EMDEs World Bank guarantees,
Guarantee platform its first year Group project/paymen
Platform across 77 platform t guarantees,
projects intended to political risk
simplify and cover, non-
scale access honoring cover,
to guarantees  credit
for enhancement
infrastructure,
energy
transition,
sovereign and
private
transactions
Multilateral Large-scale Global Mobilizes Political risk
specialist global developing private insurance,
guarantor/ guarantor; a member investmentin  breach of
insurer central countries difficult contract,
operating arm markets; transfer
of the WBG highly relevant restriction,
guarantee torenewable war/civil
strategy energy, disturbance,
infrastructure, expropriation,
domestic bank non-honoring of
lending, sovereign
sovereign- obligations,
linked credit
structures, enhancement
and broader
climate

transactions



IBRD / IDA Sovereign /
guarantee policy /
windows project
guarantee
windows
EFSD+ EU external
(European guarantee

Fund for
Sustainable
Development
Plus)

architecture

ADB MDB balance-
Innovative sheet /
Finance guarantee-

based climate
facility

Facility for
Climatein
Asia and the
Pacific (IF-
CAP)

Specialist
development
guarantee
company

Major Global

sovereign- borrowing

facing members

guarantee

capacity

within the

World Bank

Group

€39.7bn quara EU partner

ntee capacity  countries

intended to across

support €135b  Africa,

ninvestment neighborhoo
d, Asia, and
Latin
America

Proposal for Asia-Pacific

US$3bnin

guarantees to

free

up US$15bn in

loans

Material Africa and

specialist Asia

guarantor;

used

extensively for

infrastructure

and local-

Relevant
where
sovereign,
policy,
contractual, or
payment risk
is the binding
constraint for
climate-
related
infrastructure
and reform-
linked
transactions
One of the
largest
external public
guarantee
architectures
relevant to
infrastructure,
energy,
MSMEs, and
climate-
related
investment
Climate-
focused
facility
designed to
stretch MDB
balance
sheets and
expand
climate
lending
capacity

One of the
clearest
specialist
vehicles for
local-currency
infrastructure
and climate-
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Policy-based
guarantees,
partial credit
guarantees,
payment
guarantees,
project-based
guarantees

Partial
guarantees,
portfolio
guarantees,
risk-sharing
through
implementing
partners,
technical
assistance

Guarantees on
existing loan
portfolios,
balance-sheet
optimization
structures

Partial credit
guarantees,
local-currency
guarantees,
bond
guarantees,
loan



TCX(The Specialist FX-
Currency risk facility
Exchange
Fund)
CGIF (Credit ERCLILE]
Guarantee bond-
and guarantee
Investment facility
Facility)
Domestic
specialist
guarantee
company
African Regional
Guarantee specialist
Fund (AGF) guarantee
company

currency
transactions

Specialist Cross-
currency-risk  country/
platform multi-
operating currency
across EMDE
multiple EMDE  coverage
currencies

Established ASEAN+3 /
regional Asian bond
guarantor for markets
ASEAN+3 bond

markets

Meaningful Nigeria
domestic-

market

guarantor

model

Significant Africa
regional

guarantee

provider

relevant debt
mobilization in
underdevelope
d markets
Critical where
climate
investment is
blocked by
currency
mismatch, FX
volatility, or
inability to
finance in local
currency
Relevant to
climate
finance
through local-
currency
bond-market
development,
tenor
extension, and
green/
infrastructure
bond
enhancement
Important for
domestic-
capital-market
development
and local-
currency
infrastructure
financing,
including
climate-
relevant
projects
Primarily SME-
focused, but
relevant for
climate-
related SME,
financial-
intermediary,

guarantees,
structured
credit support

Currency
hedging, swaps,
synthetic local-
currency
structures, FX-
risk mitigation

Local-currency
bond
guarantees,
credit
enhancement,
partial and full
wraps

Local-currency
bond
guarantees,
partial credit
guarantees for
infrastructure
issuers

Credit
guarantees,
portfolio
guarantees,
risk-sharing
with banks and
other lenders



DFC (U.s.
International
Development
Finance
Corporation)

Green
Guarantee
Company
(GGC)

Specialist
multilateral
insurer/
guarantor

Specialist
multilateral
insurer /
guarantor
(IsDB Group)

Bilateral DFI
with
guarantee /
insurance
capability

Specialist
climate-
focused
guarantee
company

Large African
specialist
insurer /
guarantor

Large
specialist
provider
across IsDB
member
states

Major bilateral
development-
finance
platform with
large statutory
exposure
capacity

Target US$60
Om capital to
mobilize US$6
bnin loans and
bonds

Africa

IsDB
member
countries

Global
developing
countries

EMDE
climate/
green-
finance
markets

and green-
lending
channels
Important for
climate-
related
infrastructure
and
investment in
African
markets where
political and
sovereign-
related risks
are material
Relevant to
renewable
energy, trade,
infrastructure,
and Shariah-
compliant
climate
financing in
EMDEs

Not climate-
only, but
important for
climate,
infrastructure,
energy, and
private-
investment
mobilisation in
harder
markets

One of the few
explicitly
climate-
focused
specialist
guarantee
concepts/vehi
cles aimed at
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Political risk
insurance,
credit
insurance, trade
and investment
cover, project-
related
guarantees

Export credit
insurance,
political risk
insurance,
investment
insurance,
project-finance
cover,
guarantee-style
support

Loan
guarantees,
political risk
insurance, debt
and project
finance,
insurance-
backed risk
mitigation

Green credit
guarantees,
credit
enhancement
for climate-
related loans
and bonds



Africa Co-
Guarantee

Platform
(CGP)

Sida
guarantee
programme

Clean
Technology
Fund (CTF)
guarantee
operations

Green
Climate Fund
(GCF)
guarantee
operations

Co-quarantee
coordination
platform

Bilateral
donor-backed
guarantee
window

Climate fund /
guarantee
window

Climate fund /
guarantee
window

Pipeline: 20
projects worth
more than
US$12bn

Significant
donor-backed
programme;

Targeted
concessional
climate-
finance
platform

Large
multilateral
climate fund
with capacity
to support
guarantee
structures

Africa

Global South

/ partner
countries

Global
EMDEs

Global
EMDEs

green debt
mobilization
Relevant
where scale,
syndication,
and shared
capacity are
needed for
large
infrastructure
and climate-
related
transactions
Important
model for
using public
balance-sheet
support to
crowd in
capital and
support
blended-
finance and
climate-
related
transactions
Climate-
dedicated
platform
relevant to
mitigation-
focused
transactions
where
guarantees
can crowd in
private capital
Relevant
where
guarantee
structures are
used to
mobilize
private capital
in mitigation
and selected

Co-quarantees,
backstops,
layered risk-
sharing among
multiple African
guarantors/insu
rers

Credit
guarantees,
risk-sharing
structures,
portfolio
guarantees,
blended-
finance
guarantees

Concessional
guarantees,
first-loss and
risk-sharing
featuresin
blended-
finance
structures

Guarantees,
risk-sharing,
blended-
finance de-
risking
structures,
financial-
intermediary
guarantees



adaptation/
financial-

intermediary
settings

Proparco /
UNLOCK and
similar local-
currency
guarantee
programmes

Source: Compiled from various referenced reports and agency websites
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