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Introduction

Background
+ Big Society Capital was set up in 2012 to build the social investment market in the UK

« During 2015, Oliver Wyman carried out a review for Big Society Capital into types of financing instruments used by
development finance institutions and the lessons for social investment. The review covered:

— Available financing structures, their mechanisms, objectives and purposes
— Level of usage by development finance institutions
— Opportunities for deployment of these schemes to grow social investment (with a focus on the UK)

* The Oliver Wyman team conducted desk-based research and interviewed a range of development finance institutions to
understand their approaches and experience with different financing instruments

» The project was conducted within Oliver Wyman’s Social Impact programme

* This document provides a summary of the research and frameworks developed during the work

For further information please contact

» Matthew Robinson, Head of Strategy and Market Development, Big Society Capital (MRobinson@bigsocietycapital.com)

» Chris Allchin, partner, Oliver Wyman London (chris.allchin@oliverwyman.com)

» Simon Cooper, partner, Oliver Wyman London (simon.cooper@oliverwyman.com)

+ Elizabeth St-Onge, partner, Oliver Wyman Chicago (elizabeth.st-onge@oliverwyman.com)
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Executive summary

» Most development finance institutions use a wide variety of financial instruments
— Debt and equity remain the key instruments for most organizations

— Most development finance institutions also use guarantees — though not all, with caution needed around alternative
financing due to adverse selection issues and the balance sheet impact

* Instruments are typically deployed within broader financing schemes
— Schemes are designed to serve specific market needs
— Support can be at different parts of the finance value chain — whether providing capital directly or supporting intermediaries
— Most institutions provide active support within schemes, often providing technical assistance for intermediaries

» Approaches to returns vary depending on mandates or state-aid restrictions — most development finance institutions have a
tolerance for below market returns or losses in particular portfolios/schemes

* In the social investment market, alternative financing schemes could be used to directly support front line organizations,
support intermediaries (funds or banks) or distribute and mobilize investor funds

— Key bottleneck appears to be on the demand side (front line organizations) and in identification of investible opportunities
— Findings from investor impact surveys highlight the demand for risk protection and technical assistance

« Some of the potentially most useful schemes to stimulate social investment would be
— Guarantees for investment into front-line organizations to improve the perceived risk-return for investors
— On-lending programmes for liquidity-constrained lenders to finance front line organisations
— Guarantees for investment into intermediaries, allowing funds to leverage up, potentially where track record is unproven

» Best practices identified suggest development finance institutions should start by identifying the end-user needs it seeks to
address, then consider the appropriate financing instrument, distribution partners needed and then design the overall scheme
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Development finance institutions help to deploy funds and
develop their underlying markets

Selected development finance institutions

Sector/market focus

Mission/objectives

Approach to own returns

International
Finance
Corporation

* Private enterprises and infrastructure
projects in developing countries

« Aid private sector in developing countries bridge gaps,

by mobilising finance and promoting open markets
Provide good jobs and essential services to the poor

* Market returns

* Some exceptions
(e.g. concessional finance)

KFW

Kreditanstalt fur
Wiederaufbau
Group

» Germany: SMEs, housing,
education, infrastructure

« Abroad: trade/project finance,

businesses in transition countries

Sustainable improvement of economic, social and
environmental conditions globally

Emphasis on promotion of the German economy

Below market (but >0)
Open to <0 in some
programs (e.g. venture
capital)

0

European Bank

for Reconstruction and Development

European Bank for
Reconstruction
and Development

* Private enterprises (corporate,

energy, and finance), infrastructure
projects in transition economies

(e.g. eastern Europe)

Foster innovation and building sustainable and open-
market economies

Market returns
Some exceptions

Green
Investment
Bank

Green
Investment Bank

» Green projects in the UK (energy

efficiency, renewables etc.)

Back green projects on commercial terms

Mobilise other private sector capital into the
UK’s green economy

Market returns

:

LS. Small Business Administration

Small Business
Administration

+ US SMEs (also some disaster relief
projects covering private individuals

and large companies)

Aid, counsel, assist and protect the interests of small
businesses

Below market (>0)
“Zero tax payer cost’

British

Increase effectiveness and dynamism of financial

Below market ( >0)

w7 choitss UK SME ‘ '
A BANK Business Bank S market for smaller businesses ’ _Some programs "base case
is O (e.g. help to grow)
— European  European SMEs (including social * Help European SMEs to access finance by designing
L : financial products, working with intermediaries and » Market returns
Investment Fund enterprises) o K
| providing risk capital

Patic
& =2 SOCETY
S0 CAPITAL

|

Big Society Capital

* UK Social finance

Develop social investment market in the UK
Raise awareness and confidence in social investment

Below market
(single mid digit)
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Most development finance institutions use a wide variety of tools
and schemes to stimulate their markets, including guarantees

Product offerings

IFC KfwW EBRD GIB SBA BBB EIF BSC
Assets and Assets and Assets and
Definition used, off-balance off-balance off-balance Planned Total signed
£ BN sheet sheet sheet Portfolio Portfolio allocation outstanding  Signed deals
Own Equity 10.2 1.7 5.4
balance
sheet
Guarantees
—_— 3.7 2.8 4.4
Other 0.4 5.4 0.4
Mobilisation Syndication ~£2.4 BN new Yes 65% external
of 3" party commitments capitalisation
investment (2014)
Securitization 0 new ~£1.4 BN Via SBIC To be Offered with
commitments portfolio Investment launched guarantees
in 2014 (2014) Trust
Fund ~£0.6 BN new To be £0.2 BN
structures commitments launched via
(2014) co-investment
Services Advisory, Yes Yes Yes Yes Yes Some work on Yes
and grants market standardisat-
standardisation ion
Grants Yes Yes Yes Yes
FTEs ~3,900 ~5,500 ~1,800 ~100 ~2,100 ~100 ~300 ~50
I Primary focus
1. Includes trade guarantees. In 2014 IFC made commitment of $0.3 BN Non-trade guarantees, vs. $7 BN in trade guarantees
2. Guarantees and securitisations (— Secondary focus
Source: Institution websites and public reporting, Oliver Wyman analysis [ Limited/not known
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Development finance institutions create financing schemes
based on underlying financial instruments and other features

“Alternative financing” framework

Instruments

~

£

Senior debt
Loans, bonds

Mezzanine debt
Loans, bonds (1s%/2 |oss etc.)

Equity

Securitization

Guarantees
of debt repayment, performance

Insurance
Credit, policy changes
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Do

Financing schemes a

Support for front line organisations

Guarantees for investments into
front-line organisations

a Providing finance for on-lending

Support for intermediaries

Guarantees for investments into
intermediaries

o Differentiated investments in funds

Distribution and mobilization of
investor inflows

8 Syndicating loans to funds/projects
Securitising portfolios of investments
0 Issuing performance-linked bonds

<

Combinations of schemes possible

Design features

_?q

Feature examples (not exhaustive)

Targeted purpose of investment
(e.g. causes)

Lower target returns

Separation of risks (e.g. policy
vs. credit risk)

Combination with grant funding

Combination with technical
assistance



The financing schemes deployed have varying underlying
objectives and are suitable in different circumstances

Objective Scheme

Driver of use

Examples

Guarantees for
investments into front-

Support for ) =
line organisations

front line
organizations

Providing finance for
on-lending

* Improving perceived risk-return for
intermediaries in cases of market failure

» Helping liquidity-constrained lenders to
finance FLOs; ensuring sufficient margin
for lenders

» BBB’s Enterprise Guarantee
IFC’s Partial Credit Guarantee

* On-lending programmes for
SMEs in developing markets

Guarantees for
investments into

Support for intermediaries

intermediaries

Differentiated
investments in funds

+ Allowing funds to leverage up, potentially
where track record is unproven

» Helping higher-risk funds to launch;
taking riskier positions to attract new/
unfamiliar investors

+ SBA's SBIC programme

» EIF’s Private Equity
programme

Syndicating loans to

funds/projects
Distribution
and e Securitising portfolios
mobilization s
i of investments
of investor
inflows

Issuing performance-
linked bonds

» Raising sufficient funds to enable large
projects / investments

* Freeing up balance sheet of lenders

« Attracting new types of investors (e.g.
retail)

* |IFC project loans

* |FC securitisations

» Calvert Foundation’s notes
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In social investment, different financing schemes could provide
support across the investment value chain

o Guarantees for investment in front line organisations (FLO) e Guarantees for investment in intermediaries
Intermediaries Front line .
Other Debt | |htermediaries Debt/  |Frontline
Loans o] Proects Investors Equity
Guarantee : A A »  Funds | ~ Projects
v Fees : Return T Return
1 1
g Marlket —————— - -»| Social finance Fro(r;rt line |Guarantee Front line
eveloper provider Interest + 9 Market org
Principal developer
Fees
Guarantees provided for
special purpose/lender type
9 On-lending to front line organisations ° Differentiated fund investment
Intermediaries Front line Intermediaries Debt/ Front line
Loans ) Equity _
Loan »  Projects Funds < " Projects
Return 4 Return
Market > S Banks Front line 7| Front line
| ; »{ Social f_mance » org Market org
develope provider Interest + developer
\ Principal Debt/
Equity/
Interest + Mezz
Principal Loans provided for special
purpose/lender type
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The Social Investment market sees clear benefits from
guarantees and technical assistance

Insights from JP Morgan/GIIN 2015 Impact investor survey

Views on loss protection Views on technical assistance
Lack of appropriate capital across Survey respondents identify Business
the risk/return spectrum is seen by model execution and management
respondents as the #1 obstacle to growth risk asthe key risk inimpact investment
Credit enhancement is the most /3% of impact investors
useful government policy offered provide technical assistance
according to respondents as part of their investments
34% of respondents participated in an 0
. . . 76 )0 of investors providing technical
investment with a |0SS protection
assistance fund it from own funds
feature in 2014

Source: JP Morgan/GIIN “Eyes on the Horizon: The Impact Investor Survey”, May 2015
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ldentifying and understanding the end-user need is the critical
first step in any financing scheme

Best practice scheme creation process

Best practice
approach

Skills/
resources
required
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Understand
front-line need

Conduct qualitative and
guantitative analysis to
identify market gaps
Work with distributors and
end organizations to
understand constraints,
needs and preferences

Define key success metrics

Research and analysis

Knowledge of underlying
markets

Design financing scheme to address needs

Underlying design

Identify suitable underlying
instrument (debt, equity,
guarantee) to address gaps

Identify key stakeholders
whose support needed (e.g.
distributors, investors, donors)

Define high level scheme
(instruments, target
clients, etc.)

Develop pricing methodology
Ensure alignment of incentives

* Product structuring

» Understanding of market
landscape

* Pricing/risk assessment

Concept
refinement

Iterate scheme design with
different stakeholders

Consider grant funding from
3 party institutions (e.g. EU)
to further adjust risk return
profile for investors

Provide technical assistance
as part of the scheme

Expertise to define and
provide technical assistance

Relationships with
stakeholders and grant
providers

Incubate and
test

* Launch a product for a
specific sub-segment of the
market or fully through an
intermediary

— Necessary to make it
“worthwhile” for the
partners

— Commit to a scheme and
ensure sufficient scale

¢ Monitor success
* Refine to scale up

+ Close monitoring and
tracking of success metrics

« Close interaction with
stakeholders



REPORT QUALIFICATIONS/ASSUMPTIONS & LIMITING CONDITIONS

Oliver Wyman shall not have any liability to any third party in respect of this report or any actions taken or decisions made
as a consequence of the results, advice or recommendations set forth herein.

This report does not represent investment advice or provide an opinion regarding the fairness of any transaction to any
and all parties. The opinions expressed herein are valid only for the purpose stated herein and as of the date hereof.
Information furnished by others, upon which all or portions of this report are based, is believed to be reliable but has not
been verified. No warranty is given as to the accuracy of such information. Public information and industry and statistical
data are from sources Oliver Wyman deems to be reliable; however, Oliver Wyman makes no representation as to the
accuracy or completeness of such information and has accepted the information without further verification. No
responsibility is taken for changes in market conditions or laws or regulations and no obligation is assumed to revise this
report to reflect changes, events or conditions, which occur subsequent to the date hereof.
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