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Introduction  1

In recent years there has been a proliferation of policy initiatives that seek the participation of private portfolio

investment to finance the attainment of goals that have traditionally been considered the responsibility of

government. Governments have been less able or willing to find the money to finance important projects and

policies, whereas the resource requirements to achieve political goals have in some cases increased. In this

situation, policy-makers are increasingly looking to private institutional investors to fill the gap and contribute

the funds needed to make investments or to finance projects – in return for a decent and not too risky profit.

To that end, a number of financial instruments and hybrid financing arrangements have been or are being

created that aim to attract capital contributions from institutional investors.

This affects policy areas as diverse as social policy, macro-economic policy and development assistance.

Not just the policy areas are diverse. Harnessing private finance is also being promoted by very different

institutions and in different parts of the world – from the OECD and United Nations in the case of bond

financing for infrastructure and development, to the European Commission in the case of macro-economic

policy, to national governments in the case of ‘Social Impact Bonds’.

To be clear: financial investors won't take over 100% of the financing of a particular project. There is always a

mixture or blending of public funds or guarantees with private sector funds. This is necessary because the

projects or investments in question are usually not interesting for institutional investors whose strategy it is to

buy low-risk assets with a moderately high yield. These projects are either too risky, not profitable (enough),

too long-term etc. By contributing public funds or making guarantees, governments make investing in such

projects less risky or more profitable and thus more attractive to financial investors. The term ‘leveraging’ is

commonly used to describe this. The idea is that modest amounts of public funds (or the mere promise to

contribute public funds) can be used to attract, or ‘leverage’, far larger amounts of private investment.

Together these initiatives constitute a more general trend in policy-making that has the potential to redraw

the  public/private  boundary  in  a  way  that  broadly  fits  in  with  the  general  direction  of  neoliberal  state

restructuring.

Which policy areas are affected?

Policy-makers have suggested or applied the idea in various policy areas, including:

 Infrastructure financing: Efforts are underway to make infrastructure an asset class that appeals to

institutional investors,  as these are deemed to have a long-term investment horizon.   European

Union (EU) ‘project bonds’ are an example of a specifically designed financing instrument. They are

like regular bonds, only they are guaranteed by the EU budget and the European Investment Bank.

This  type  of  financing  for  infrastructure  development  is  also  being  promoted  in  (or  rather  to)

developing countries.

 Development assistance: As in infrastructure financing, small amounts of public money are to be

used to ‘leverage’ larger amounts of private finance. In this case the public money comes out of

official development assistance (ODA).

 Environmental policy: Bond financing (‘green bonds’) is being promoted to finance, for example,

investment in renewable energy facilities. The British Climate Public-Private Partnerships (CP3) are
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another example. In their case environmental policy and development assistance overlap.

 Social policy: A recent development is the emergence of Social Impact Bonds (SIBs). They are not

really bonds, but a new type of financial instrument. It is sold to investors and the proceeds are used

to finance a particular social intervention with defined outcomes, e.g. reducing youth unemployment

in a specific community. If these outcomes are achieved, the investor is repaid by the government,

plus a return on their investment. This is supposed to lead to savings for the public sector. (DIBs are

a variation of this instrument for development purposes.)

 Macro-economic  policy  (in  the  EU):  Instead  of  using  Keynesian  fiscal  policy,  i.e.  targeted

government  spending,  to  stimulate  investment  and  growth  at  a  time  of  crisis,  the  European

Commission is thinking about ways to mobilise private financial flows to stimulate investment from its

current low level. An important example is the European Fund for Strategic Investment, which will try

to use modest public funds to ‘leverage’ far larger amounts of private finance through guarantees.

Why do policy makers turn towards private finance?

The increasing involvement of private financial investors is often interpreted as ‘financialisation’, i.e. as a

series of business-driven attempts to open up new investment spheres. This downplays the role of political

circumstances and motives, especially attempts by policy makers to cope with, or exploit, a situation in which

deficit reduction and austerity are reducing fiscal room for manoeuvre. I suggest an explanation based on the

confluence of three independent causal factors:

 Fiscal: austerity and increasing gap between fiscal resources and political challenges

 Financial environment: large and growing pools of private savings and low interest rates

 Politico-ideological: decades of neoliberal dominance and preference for private sector solutions

Virtually every publication or comment on harnessing private finance states that doing so is attractive or

necessary for governments at  a time when fiscal  resources or  ODA are insufficient  to deal with  social,

economic or environmental problems. An OECD paper on infrastructure investment, for example, declares:

“total  global  infrastructure  investment  requirements  by  2030  for  transport,  electricity  generation,
transmission  and  distribution,  water  and  telecommunications  will  come  to  USD 71tn.  This  figure
represents about 3.5% of the annual World GDP from 2007 to 2030. There is a widespread recognition
that governments cannot afford to bridge these growing infrastructure gaps through tax revenues and
aid alone, and that greater private investment in infrastructure is needed.”2

The gap between what governments can do with the financial resources at their disposal and what needs to

be done is  created and/or  expanded by a fiscal  squeeze and the budget consolidation policies in  both

developed and developing countries. This squeeze is further compounded by the fiscal effects of recession

and conscious political efforts to bring down public debt levels. In the immediate post-crisis years, fiscal

expansion was the norm across most countries in the world as governments sought to soften the blow from

the  financial  crisis.  In  2010,  however,  counter-cyclical  fiscal  policy  was  replaced  by fiscal  consolidation

through cutting public expenditure and increasing taxes on consumption. In 2012, this changed yet again as

many countries reduced their emphasis on austerity. Since then, there is no discernible dominant tendency in
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fiscal policy. However, fiscal consolidation will certainly remain important. Ortiz et al. predict that austerity will

become the global norm again from 2016 onwards (Figure 1).

Figure 1: No. of countries that contract public expenditure as % of GDP, 2008-203

An important feature of the current financial environment is the existence of large and increasing pools of

private  savings  that  are  desperately  seeking  opportunities  for  profitable  portfolio  investment.  Insurance

companies  and pension  funds,  the  primary  non-bank investment  vehicles  for  working and  middle-class

households, have grown in size for a while and are predicted to grow even more over the coming years, at

least in absolute terms.4 Figures 2 through 4 illustrate this growth in terms of absolute stock of financial

assets managed by these institutional investors and in terms of the share of GDP in selected countries.5

Figure 2:  Assets under management in insurance companies and pension funds, in trillion US$,
selected countries (USA on right-hand axis)6
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Figure 3: Total financial assets of insurance companies, % of GDP, selected countries

Figure 4: Total financial assets of pension funds, % of GDP, selected countries7

Traditionally, pension funds and insurers invest in financially relatively risk-free, interest-bearing securities.

These cash flows are sensitive to interest rates, which have been on a long-term downward trend for a while

and have fallen more steeply since the financial crisis to levels close to zero.

Figure 5: Long-term interest rates, % per annum, 1990Q1-2016Q18

To make up for the shortfall in income, institutional investors have begun making forays into riskier asset

classes, especially infrastructure debt and corporate bonds, which creates additional financial risks. Policy-

makers have realised the problems, as well as the direction in which the industry is going, and have recently

begun to facilitate/regulate this movement in a number of ways.
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Finally, although not an immediate cause of the trends described here, there can be no doubt that decades

of neoliberal dominance and indoctrination have produced an ideological preference among many policy-

makers for letting the market or the private sector take care of social and economic problems.

To sum up: The fiscal resources required to deal with social or environmental problems, as well as the huge

development challenges and infrastructure financing needs, currently exceed the budgetary capacities of

governments all over the world. The result is a big and widely acknowledged funding gap. At the same time,

there is a large and growing pool of private savings managed by pension funds or insurance companies. Low

interest  rates  render  the preferred  investments  of  those  funds,  risk-free interest-bearing securities,  less

profitable, creating a funding gap between income from their assets and their obligations to clients. This

sends funds on a desperate hunt for more lucrative, but also riskier, assets. Add to this decades of neoliberal

dominance and private sector bias, and the result is a string of attempts to close these two funding gaps by

combining  them,  i.e.  by  creating financing arrangements  that  let  private  investors  pour  money into  the

provision of what used to be government tasks, thereby providing long-term financing for those tasks while

earning themselves a nice, stable income to fund their own obligations.

How significant are these initiatives?

The next question to ask is whether these financing arrangements will  ever become quantitatively in the

sense of making up a significant share in the portfolios of institutional investors and making a significant

contribution to financing the attainment of  public policy goals.  There seems to  be sufficient  political  will

behind it, but when you look at the economic side and at investor appetite many obstacles appear. The

projects that are undertaken in the above-mentioned policy areas do not naturally lend themselves to private

business due to their higher degrees of uncertainty and risk, their complexity and lack of standardisation,

their absence of relatively predictable cash flows and so on. Investing in them is not inherently attractive for

risk-averse institutional investors.

Example  infrastructure:  Actual  investment  in  infrastructure  assets  by  institutional  investors  is  low.  An

OECD survey of large pension funds found that they only held 1.1% of their assets under management in

infrastructure-related assets in 2014  (in absolute terms: US$ 85.6 billion in US$ 7.7 trillion worth of total

assets).9 There is even stagnation at low level in recent years, despite a desire to invest more. There are

many infrastructure facilities that  deserve  to  be built,  but  there is  a  scarcity  of  investable infrastructure

projects. Three obstacles to investability are usually mentioned: the general business risk of infrastructure,

e.g. the risk that revenues are lower than projected; political risks that arise because governments might

change conditions, user fees etc.; and a lack of standardisation. Policy-makers are being exhorted to work

on these obstacles to make infrastructure more attractive as an asset class.

Example Social Impact Bonds: SIBs are genuinely new instruments. Despite their name, they are not

really bonds because there is no underlying cash flow and no guaranteed repayment. Repayment depends

on whether the project financed through their issuance achieves the social or development goals that were

specified at the outset. If they are not achieved, investors may only get back their money without a return or
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even lose all  of it. In theory, Impact Bonds transfer financial risks to private investors and generate cost

savings for governments.

Impact Bonds have so far remained a largely Anglo-American phenomenon (Table 1). Moreover, they are

negligible  in  terms of  financial  volume  and  tend  to  offer  unattractive  returns.  According  to  the  Instiglio

database on SIBs, the outcome payments on all SIBs in the UK where data is available amount to roughly

£80 million and to about US$ 123 million in the US. The investment sums needed or raised amount to £32.4

million and US$ 135 million respectively.10 The largest individual SIB by far required or raised US$ 30 million,

while the smallest ones are just  slightly above the 100,000 Pounds or Euros range. There is not  much

experience yet regarding the financial returns that investors can expect. However, it seems safe to say that,

at least for now, they are well below the rates that can attract the interest of conventional financial investors

(especially given the high risk of not being paid at all). SIB contracts generally define a maximum annual

return to be paid out in case a project is successful. These are predominantly in the medium single-digit

range, but even this might be optimistic. According to research commissioned by the City of London in 2013,

expected actual returns for SIBs ranged between 2 per cent and 4 per cent, although this number may now

be outdated.11

Table 1: Impact Bonds worldwide12

Impact Bonds in 
design stage

Impact Bonds in 
implementation stage

UK 8 25

USA 9 12

Austria 0 1

Belgium 0 1

Finland 1 1

Germany 0 1

Ireland 0 1

Portugal 0 1

Netherlands 0 3

Switzerland 0 1

Australia 1 2

Canada 0 1

Colombia 1 0

Costa Rica 1 0

Chile 1 0

Uganda 1 0

Israel 3 2

India 0 1

Mexico 1 0

New Zealand 1 0

South Africa 1 0

South Korea 0 1

TOTAL 29 54

Currently the obstacles to making SIBs a financing instrument that will deliver an attractive and relatively risk-

free return to institutional investors and measurable cost savings for the public sector appear formidable.

Among those obstacles are: Defining and measuring social or development outcomes and attributing them to

a project is very difficult, as is measuring cost savings to governments. Further complexity is introduced by

the sheer number of parties involved. Moreover, bond financing only makes economic sense from a certain
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financial scale upwards. However, social policy and development interventions do not normally require large

sums  of  money.  The  considerable  cost  of  setting  up  a  SIB/DIB-financed  project  therefore  compares

unfavourably with the small sums of money to be raised. It also means that the number of bonds that can be

issued in connection with a particular project is too small from an  investor’s point of view to make them

worth the costs of due diligence.

Conclusion

It simply is too early to tell where all this is going. Political will is there, but the economic obstacles are high. I

see three scenarios how this could play out.

1. Turning public-private financing arrangements temporarily into regular financing instruments, with all

the costs and risk transfers that would entail, in the hope that one day the private financial sector will

provide financing on a continuous basis  without the public ingredient. This may be possible in the

long run, but not without big initial investments from the public sector, the main beneficiaries of which

would be private sector providers and financiers, and not without massive changes in the provision

of services or projects on the ground that would negatively affect the final users/beneficiaries.

2. Though  highly  undesirable,  it  is  possible  –  and  not  even  unlikely  –  to  establish  public-private

financing as a permanent feature of the public policy financing regime. Not as a self-sustaining form

of finance, but a miserable compromise between fully public and fully private provision in which

private sector actors continuously rely on explicit or implicit public subsidies.

If scenario 1 or 2 becomes reality we would be looking at another chapter in the story of neoliberal

state restructuring.

3. The third one is less of a realistic scenario and more what’s politically desirable: Maintain or return to

a regime of public provision and development assistance based on ODA. Public procurement would

form a legitimate part of this regime in situations where private providers are genuinely more efficient

than public ones. This would require abandoning austerity policies and returning to more progressive

taxation to strengthen governments’ fiscal capacities.
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