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AXEL HARNEIT-SIEVERS

Preface: Development Banking in
the BRICS Countries

The world of development banking is undergoing rapid change. For decades, it was dor
by a few multilateral actors, foremost the World Bank Group as well as regional develoj
banks. In recent years, some established banks have much expandembfiewfsoperation,
while new actors and interests are moving in. A number of national development banl
example from China and Brazil, have entered the international arena in a big way,
operating far outside of their respective home countriesbecoming truly global actors. Th
BRICS group of five major emerging economies (Brazil, Russia, India, China and !
Africa), during the BRICS Summit in Fortaleza, Brazil, in July 2014, formally announce
creation of the gr oBak@®DB). @hmna,MeOatobEr 2014, launghe
the Asian Infrastructure Investment Bank (AlIB), and in May 2015, Japan announc
massive 100 billion USD financial package for an Asia infrastructure programme withi
framework of the Asian DevelopmenaBk.

The new rush into development banking is going to have substantialsizalge political,
sociceconomic and environmental implications. At the same time, development banki
appears, is becoming more diverse and competitive than ever. Or is it?

The very concept of fdevel opment 06 means
have been branches of development banking directed, for example, at the support-of
scale farming or mediuracale businesses. But overall, it is the creadibimfrastructurel and
of largescale infrastructuré which has been at the heart of development banking in the |
World War Il era. The very rationale of development banking is to mobilisetknng large
scale financing for projects where othieusually privatei sources of finance either do n«
exist or are unable or unwilling to participate due to the risks offerrg engagement. In th
1980s90s, the development debate, especially around the World Bank and its critics,
stronger focus ono(r at |l east, rhetoric about) i
adjustmento at first, or Afsoci al devel
since the turn of the millennium, as the liberalised world economy rapidly expandbd \
raw material price boom on a level unknown for some decades and the arrival of Chir
major actor in the global arena, the focus has turned again towards infrastructure develc
In many ways, the approach to development financing has returitsdstarting point.

The new focus on development finance for infrastructure development also has pre
political dimensions. National development banks have begun to act internationally, proj
the influence and concepts of development of theintiées of origin onto other parts of th
world. Even more important, the establishment of new multilateral institutions expli
challenges the primacy (or hegemony, as some see it) of the developed countries, espec
U.S., inthe Washingtehasel gl obal financi al instituti



L
(&)
<
L
L
o
o

designed the NDB and the currency stabilisatiacility Contingent Reserve Arrangemel
( CRA) a s-Sauth codtemweidht to the World Bank and International Monetary F
(IMF), respectively. In addition, the two new infrastructure development finance faci
announced by China and Japan akswe to project the national influence and reputation of
founder states, even though in both cases, strong elements of multilateralism continue t
role in the equation.

The new and expanding institutions of development finance reflect thedecaisie growth of
political and economic selfonfidence in these emerging economies. It remains to be seer
far they will really challenge established patterns of global development banking. The pc
interest to do so is clearly there; but theme @bvious difficulties as well. After all, designed c
whatever large scale, even the new institutions will have to mobilise finance from the 1
financial markets. In order to do so in a sustainable and competitive manner, they will |
have to phy by the rules of these markets; otherwise, the banks would risk becoming
sources of onéime political and financial giveaways. Furthermore, even with the incre:
diversity of actors, the replacement of the dollar as world reserve currency lgasatits
supplementation by other currencies) continues to remain a very long haul under
(Chossudovsky 2015).

In the midst of major expectations of the positive political impact of the new develop
finance institutions for the developing worldyrsiderations of the kind and quality of the ve
Afdevel opment 06 that these banks may cont1

Investment in largscale infrastructure is necessary for economic growth; but at the same
it typically entails considable social and ecological costs. Frequently there are manifes
severe implications, especially the displacement of local populations and the destruc
natural habitats and biodiversity. For decades, protests and social movements in &
regions and countries have pointed to these issues, and some of them have managed t
modify projects. For example, since the 1990s, the number of big dam projects commis
declined in many parts of the world (Ansar 2014: figures 1, 4), at leasitieuthina. Local
resistance and international criticism appear to have made it more difficult to constru
dams in the same manner as in decades past.

Reeling from disastrous experiences in the 1980s, such as the Narmada dam projects
and the Polonoroeste projects in Brazil, the World Bank came under pressure froi
shareholders to pioneer the development of information disclosure policies as well as soc
environmental safeguards and procedures that included community consultatioxteanel e
monitoring of compliance. Since 1994, aggrieved parties can bring complaints to the
Bank Inspection Panel which represents an historic achievement in the creati
accountability mechanisms, despite encountering difficulties in its opesatiand
independence. Hence, with regard to safeguards and accountability, the World Bank,
worl dés Al eadod devel opment finance i nst
multilateral and bilateral institutiors. Despite criticism(especially from civil society actors
about their implementation, the World Bank standards and procedures create the re

| wish to thank Nancy Alexander for providing the background information here.



baseline against which to evaluate and debate infrastructure projects; they cotistiti
precondition for a degree of transparency which allows public scrutiny of the work ¢
worl dés major development finance instit

With growing competition within the world of development financing, existing standards
safeguards could be ask. Competition between financing institutions could contribute
weakening them; various national development banks are far less susceptible to interr
pressure than the World Bank. In this regard, critics view the ongoing revision of the \
Bank safeguards with scepticism. From the perspective of social and ecological protec
would be a tragedy if an increased diversity of actors and the stronger role of the Global
in the field of development finance, as desirable as it appearstfie political perspective
resulted in a weakening and crowding out of safeguards and standards applied in de
about infrastructure financing.

Here, the longgt andi ng debat e about Acondi ti:
ACondi ti omrarbvisibnyod Warldh Bartk Hoans to recipients (mostly in the form
pressure to implement certain policies, usually towards liberalisation and privatisatior
been a major bone of contention for many developing countries. Consequently, the'
towards alternative sources of finance that provide them with a greater degree of indepe
from the pressur e exerted by funder s.
blackmailing potential with regard to certain public policies; it may includeeptive
standards as well . Talking about the rei
in the sidelining of social and environmental concerns, especially in countries whose ni
governments display only a limited degree of public aatability.

Many champions of social and environmental protection for vulnerable groups and enda
habitats feel ambivalent about the recent expansion of development banking, particule
largescale infrastructure development. Some questionetitige development model behin
largescale infrastructure directed towards economic growth. Others focus on engageme
governments and especially the existing and newly emerging development finance insti
in order to achieve better outcomes.n\gpecialist actors in the development field may wisk
improve their understanding of new trends and challenges in the field of development f
and expand their engagement on this issue. As the NDB is being created by the
countries, it is wortvhile to take a closer look at the practice of and experiences
development banking in each of these countries in order to understand where they are
from and what perspective they are taking in its creation.

This volume aims to provide backgralninformation for an informed debate abo
development financing from the perspective of emerging economies, especially the
countries. It includes five essays that address the experiences with (mostly na
development banks, showing a high degoédiversity in national policies.

In the first essay, C.P. Chandrasekhar provides an overview of the rationale and major tr
global development banking, comparing experiences and trends from emerging eco
within BRICS and beyond them. The fozontributions that follow look at the national nation
experiences in each of these countries. For Brazil, Carlos Tautz, Jodo Roberto Lopasd®

PREFACE



Fabricia de Andrade Ramos study the rise of the Brazilian Economic and Social Develc
Bank (BNDES) from a national to a global player, whose structures and policies many obs
believe will influence the NDB created by the BRICS countries. Mark &titth and Yu Yin
|l ook at the |l arge Apolicy bankso created
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I n order to promote national infrastruct
terms of sheer scale, these banks have changed the world of developmentdirarite last
two decades. C.P. Chandrasekhar looks at the decidedly different experience of India,
largescale development banking has lost relevance; instead, jpubviate partnerships hawvi
been used on a large scale for infrastructure finanaiitg,quite mixed results. Finally, Mzukis
Qobo studies the two main development banks of South Africa, with a particular foc
identifying ways to increase civil society engagement with these banks and their olicies.

This volume emerged from a joint engagement of the Heinrich Béll Foundation (HBF) and
of its partners in the BRICS countries with a view to building civil society expertise or
emerging NDB. The idea originated from the HBF Brazil office and itthpes at the Instituto
Mais Democracia in Rio de Janeiro; the group met first at the Durban BRICS summit in |
2013. Draft papers were presented and discussed at the Fortaleza summit in July 2014, v
BRI CS6 New Devel op ment offBOumthkanksvgodo tre lauthors of ttt
essays included in this volume, but also to all those who were involved in preparin
implementing the process, especially Nancy Alexander, Layfallaaidi, Dawid Bartelt, Heike
Léschmann, Jochen LuckscheiteraiMene de Paula, Christina Sadeler, Shalini Yog Shah
Wang Xiaojuan from six different offices of HBF all over the world.

References:

Ansar, A. et al. (20145hould we build more large dams? Twtual costs of hydropower megaproject
developmerit , Ener gy Pol ihttpy/dx.dohorgald.1056H.¢éngol.2013.4000@80 from
http://papers.ssrn.com/sol3/Delivery.cfm/SSRN_[1D2406852_code1935014.pdf?abstractid=2406852
=1, accessed 1 June 2015.

Chossudovsky, Michel (20153, R1 CS and t h®okFi at ji8Amil avidlab® Baen
http://www.globalresearch.ca/briesdthefiction-of-de-dollarization/5441301accessed 26 May 2015.

2We have not been able to commission a similddgigned study on development banking in Russia; however, C.P.
Chandrasékar 6 s over vi ew iefermation onghisissue.de s s o me
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C.P.CHANDRASEKHAR

Introduction: Development
Banking in Comparative
Perspective

Two developments in 2014 focused attention on development banking in the global Sout
first was the decision of the BRICS group of countries (Brazil, Russia, India, China and
Africa) at their Fortaleza Summit in July to establish the New Dewedop Bank (NDB). With
aut horised capital of $100 billion, ani
founding partners are the countries in the BRICS grouping (Brazil, Russia, India, Chin
South Africa). These five countries, which shéne paidup capital equally in the form o
actual equity ($10 billion) and guarantees ($40 billion), will remain dominant in perpetuity
their aggregate shareholding never falling below 55 per cent.

The second development was the October 2014 deaidi@l Asian nations to establish &
Asian Infrastructure Investment Bank (AlIB) headquartered in Beijing. With an autho
capital base of $100 billion (of which $50 billion will be contributed by China), the AlIB
startup compares well with thesdan Development Bank, with around $160 billion of capit
and the World Bank, with around $220 billion. This is especially significant for an institt
that is expected to focus on infrastructure. Not surprisingly, many other develope:
developing ountries and multilateral institutions have endorsed the bank and agreed tc
with it.

While expressly aimed at addressing the shortage oftlenmg capital for investment in crucie
infrastructural areas and capital intensive industries essentia¢¥etappment, the decisions t
create these institutions are also motivated by the disillusionment of developing countrie
the governance structures, patterns of lending and the conditionalities associated with
by the Bretton Woods institutiorasd the leading regional development banks.

The Background

The confidence to create these institutions partly derives from the long experience dewve
countries have had with development banking at the national level. A 2009 study fro
Association & Development Financing Institutions in Asia and the Pacific (Bruck 1€
estimated that there were over 550 development banks worldwide, of which 32 were
nature of international, regional or stégional (as opposed to national) development bai
These were located in 185 countries, with developing countries in particular hosting an a
of three or more development banks. Latin America and the Caribbean had the largest
of NDBs (152), followed by Africa (147), Asia and the Pacific (1A)rope (49) and Wes
Asia (47).

As is to be expected, these banks varied significantly in terms of their size and sci
operations. A sample of 90 DFIs studied by Liartinez and Vicente (2012) in 2009, whic
defined a DFI a s leash30 ben ceit statemtnieadn evaiuti it vida
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|l egal mandate to reach socioeconomic go
found that 74 per cent of thelestitutions wereentirely governmenrbwned and controlled anc
a further 21 per cent had less than 50 per cent of private equity ownership.

There were other similarities among these institutions. For example, most of them deper
and large on sources of finance othearththe conventional demand and time depo
mobilised by commercial banks from their clients. Nearly 90 per cent of those sur
borrowed resources from other financial institutions or issued debt instruments in dol
markets and 64 per cent had thenefit of government guarantees for debt issued by tt
More importantly, 40 per cent of them received budgetary transfers from the governmen
backing allowed around half of these development banks to offer credit at subsidised i
rates, andwo-thirds of those institutions reported financing those subsidies with the trar
they received from governmehiThis helped more than half of them (53 per cent) to fu
their specific policy mandat es, enshctoc(b3 per
cent of all DBs), SMEs through their lending, guarantee or advisory services (12 per
export and import activities (9 per cent), housing (6 per cent), infrastructure projects
cent), local governments (3 per cent), and othertse@ r s ( 6 p e-Marticeg and
Vicente 2012). Such requirements meant that they could not finance their activities onl
finance from the market.

Cross-Country Variations

Development banking in different countries evolved in response to similar needs. Pri
among these was the need to mobilise the large volumes ofdongcapital required tc
finance the effort at industrial tala#f in late industrialising countriesHowever, the
experience with development finance institutions (DFI) has varied considerably from cc
to country, and these differences are of many kinds.

First, while more than half of these DFIs are small, with assets less than $10 billion, a
per cent are megaanks with assets greater than $100 billion, including institutions like C
Development Bank and the BNDES of Brazil, both of which are bigger than the World Be

Second, there are differences in ownership structure, influenced tirbypdhe relationship
between the state and private capital. In most countries these banks are wholly or don
publicly owned. This is, for example, true of the Korea Development Bank in South Kore
the many development banks in Thailand (the Smmalustrial Finance Corporation and i
successor the Small and Medium Enterprise Development Bank, the Small Industry
Guarantee Corporation and the Bank for Agriculture and Agricultural Cooperatives). The
seems to be that development finangstitutions are publicly owned and serve as dir
instruments of industrial policy. However, there are exceptions. In Turkey, for example,
the State Investment Bank focuses on lending to state enterprises, the Industrial Devel
Bank (IDB) estalished in 1950 (with support from the World Bank and the Central Ban
Turkey) and thelndustrial Investment and Credit Bank founded in 1963, are pri
institutions, substantially owned by private commercial banks. However, even in these
the goernment had an important role in influencing the functioning of the bank. The

L Eighteen per cent of the institutions that received transfers declared that if transfers were withdrawn, t
would not be able to operate.



relies on the government (besides the World Bank) for its funds and reportedly co
regularly with the State Planning organisation (Fry 1972).

Third, there were considerable differences in the way in which funds were mabitisedny

INTRODUCTION

countries, the DFIls were provided resou
the central bank, whereas in others the main sources of funding were bonds issued eith
banking system or in the fAopen mar ket 0.

Fourth, the waynr which resources were mobilised influenced the activities of the DFIs,
in terms of the kinds of projects they funded and the interest rates they charged on thei
The greater the reliance on market sources of finance, the less the abilggefriktitutions to
keep in mind larger social and developmental benefits, as opposed to pure comi
considerations, when funding projects. But there are interesting exceptions, where gove
guarantees played a role. Thus, an interesting featumedostrial finance in Korea was th
guarantee system, created largely to privilege borrowing abroad over attracting fi
investment, to keep Japanese capital at bay. Firms wishing to borrow from abroad ol
approval from the Economic Planning Boawhich was ratified by the National Assembl
Once that was done the central bank, Bank of Korea, (or later the Korea Exchange
issued a guarantee to the foreign lender and the Korea Development Bank (KDB) issuec
the Bank of Korea. So, whileh¢ borrower was committed to repay the loan and carry
exchange risk, that commitment was underwritten by the KDB and BOK, which
guaranteeing against default, were ensuring access to foreign borrowing.

Fifth, development banks can be broadly sepdrahto two categories. One consists
institutions focused on loatgrm lending to large industry and infrastructure, and the othe
institutions established to realise specific policy mandates, such as supporting the agrit
sector, promoting SM& financing local governments or driving export and import activi
through their lending, guarantee or advisory services While some countries promote:
kinds of institutions, others relied largely on developments of the latter kind. In Thailan
example, most DFIs were specialised financial institutions (SFls), owned by the gover
and geared largely to extending credit to sections excluded from access to commercii
advances. While some of these institutions were defaiditg institutons (Government
Housing Bank, Bank for Agriculture and Agricultural Cooperatives and Government Sa
Bank), the others relied on the issuance of debt.

Sixth, DFI behaviouthas varied across nations in terms of the degree to which they
provided norfinancial assistance to private corporations and to which they have invc
themselves in decisiemaking and board functioning at the firm level.

Finally, there are majadifferences with regard to how the reliance on DFIs has shifted
changes in the policy regime. In India, specialised developb@king has been almost give
up after liberalisation. In Indonesia, the Indonesian Development Bank, created throu
transformation of the State Industrial Bank originally established in 1951, was mergec
three other banks in 1999. But in Brazil, China and elsewhere the importance of develc
banks has increased since the 1990s.
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This book is an attempd examine the national development bankéxgerience in th8RICS
countries in particular, in order to assess the role they play in promoting sustainab
equitable development, since that may in turn influence the functioning of regional institi
in which these countries play an important role. This could provide a frame for civil sc
interventions that help improve the functioning of cooperatively established alternativ
traditional multilateral development banking institutions domindtgdhe developed countries
and align such functioning with development objectives that are in keeping with the ne
poorer developing countries and their most deprived sections.

The Entry of the BRICS

The establishment of the development banking infrastructure in the BRICS countries be
the 1940s. The Industrial Development Corporation (IDC) was established in South Afr
1940, the Industrial Finance Corporation of India (IFCI) in 1948 andBNMBES in Brazil in
1952. It was in China and Russia that the creation of development banks occurred slightl

I n China, the China Devel opment Bank and
the Agricultural Development Bank of China) wergtablished starting in 1994. In the yea
prior to 1993, it was difficult to sepa

banking in China. Longerm investments were financed either directly from the state budg
through directing credit tthe enterprise sector. In fact, till the 1980s, the only bank of relev:
was the Peoplebds Bank of China (PBoC),
country, and subsidiary units such as the Bank of China, undertook all kinds of fini
activities.

In Russia too, it was in the aftermath of the transition to a market economy that
development banks were created out ofgxisting institutions and some new ones establist
especially in the mi®000s (Maidan 2012). There are currgrglnumber of development bani
type financial institutions, the most important among which is The Bank for Developmer
Foreign Economic Affairs (Vnesheconombank or VEB), which was mandated in 2006
development bank was formed by pooling the assktke erstwhile Vhesheconombank of tt
USSR, federallyowned shares of the Russian Development Bank and Roseximbank as v
assets transferred by the Russian Government

There are other specialised development finance institutions such as the Rusdare '
Company, which is a statewned venture capital company, also created in 2006 to b
innovation, the Russian Direct Investment Fund (RDIF) established in 2011 to act as a ¢
for foreign direct investment by investing in joint ventures, arel Russian Corporation fo
Nanotechnologies established2007.

In terms of the number of institutions, the evolution of development banking took very diff
trajectories in Brazil, Russia and South Africa on the one hand, and India on the other.

In Souh Africa, the two main development financing institutions, the Industrial Developr
Corporation (IDC) and the Development Bank of South Africa (DBSA) were created
apartheid, with the former focused on supportiaAffikaner industrialists and the tter
established in 1983 to Aperform a broad
constitutionaldi spensati ono. And i n Ru ofsins@utionsythei



Vnesheconombank is the largest with the mandate to provide-tdomg finance for
infrastructure, big industry, small businesses, exports and projects related to environ
protection. These institutions were created to support the transition to & @@¢dor dominatec
economy. In Brazil, a single institution, BNDES, performs most of the crucial develop
banking functions, making it one of the biggest development banks in developing cou
Besides BNDES, there are three important regional dpuednt banks in Brazil, whose size ai
role are much less significant. These are the Minas Gerais Development Bank (BDMC(
Extreme South of Brazil Development Bank (BRDE), and the Neaftern Brazil Bank (BNB).

India, on the other hand, had over tiestablished a large number of development and pc
banks. By the end of the 1980s, the industrial development banking infrastructure in
consisted of three alhdia development banks (Industrial Finance Corporation of India [IF
established in 958], the Industrial Credit and Investment Corporation of India [ICICI, 19
and the apex Industrial Development Bank of India [IDBI, 1964]), and 18 State Fine
Corporations. In 1990, the government established the Small Industries Development B
India (SIDBI) as an allndia financial institution for the financing of micro, small and medit
enterprises.

While the DFls in Brazil, India and Russia were and are quite visibly instruments of-&edte
industrialisation strategy, the South Africaraapeid state was not as much of a developme
agent. It was only after apartheid that the South African state used DFIs to promote 1
through infrastructural development within the country and in southern Africa as a whole
DBSA in particular ha paid much attention to supporting infrastructural development in
municipalities, while IDC has focused on industrial development with some attention t
black economic empowerment agenda. The CDB in China, on the other hand, was an ag
wascr eated to facilitate the transition t

Ownership and Financing

Till the 1990s, the development banks in all of these countries wereostagsl, with a few
exceptions such as the ICICI in India. Public ownergmiplies that: (i) these institutions can t
backed with financial support from the state at low, subsidised interest rates; (ii)
profitability need not be the criterion on which the performance of these institutions ci
judged, with focus insteadn social returns such as the expansion of sectors with pos
economywide external effects (like infrastructure) and the delivery of credit to sections
small farmers and small and medium enterprises neglected by the private financial sect
(iii) the motivations of managers can be aligned with those of the government and incent
managers rendered compatible with the shareholding state.

The role of the state in financially backing national development banks is visible in the ¢
the Brazil, China, India, and Russia. But the picture in South Africa is mixed. The Nat
Treasury provides the financing for the infrastructural support operations of DBSA, wit
bank raising additional funds from capital markets and international isegems. The IDC, on
the other hand, is a sdlhancing DFI and pays corporate tax according to the Companies
2008. Its funds are drawn from borrowings, mature investments and its retained ea
In India, besides the government that allocatedigletary resources, the central bank played
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importantrole. An Industrial Finance Department was established in 1957 within the Re
Bank of India (RBI) and the central bank began administering a credit guarantee sche
smaltscale industries from July 1960. Subsequently, with a view to supportingusaerm
financing institutions, the RBI set up the National Industrial Credit (Lbeign Operations) Func
from the year 196465.

Much of the funding for Russiabds devel op
Federation and Ministry of Financi the form of equity, and from traditional bank lending
well as bond finance in domestic and foreign markets.

The sources of finance for the BNDES have been unusual. Besides bond issues, resourt
multilateral organisations, transfers from theasury, and deposits from the government of ful
from privatisation, the institution benefited from resources garnered through a special cess
early 1970s, the Brazilian government instituted the Social Integration Programme (PIS) ¢
Public BEmployment Savings Programme (PASEP) which were to be financed with payroll
imposed on company profits. Under President Ernesto Geisel-1373), the administration o
these funds was transferred to BNDES. Subsequently, under the 1988 Constitatigascwere
made in the management of FPFASEP, which led to the creation of a Workers Assistance Fi
40 per cent of accruals to which had to be mandatorily routed to BNDES for investme
employment generating projects. In addition, the governmasitused various measures such
special taxes and cesses, levies on insurance and investment companies and the reallo
pension fund capital to direct resources to the industrial financing activities of the BNDES
& Villela 1980). In 2007, 1o er <cent of BNDESG6 funds rep
i nvest ment in its equity, and 75 per cen
Fund) resources and special programmes such as the Accelerated Growth Programme (P
the Sustinable Investment Programme (PSA).

Aspects of Functioning

As a consequence of this, the Brazilian Federal government has been, through BND
important sourceoflonger m credit to the countryés ¢
been thalelivery of a subsidy to the private sector through BNDES. The rate of interest at '
the government borrows from tmearket, which is the benchmark SELIC (Sistema Especia
Liguidacdo e Custddia or Special System for Settlement and Custody) fayetisetcentral bank,
is higher than the TIJLP (Taxa de Juros de Longo Prazo or Long Term Interest Rate), whic
rate at which it lends to the BNDES. This amounts to subsidised lending to the BNDES at tl
of the tax payer. To the extent that BNDEffers credit to its borrowers at a rate lower than
SELIC, there is a transfer to the latter as well. The BNDES does indeed lend at rates clos
TJLP. According to one study (Lazzarini et al. 2011), if the BNDES had been obtaining ful
the ELIC rate, then its net interest margin would have been negative for many years. Clea
federal government is using BNDES as a means to make implicit transfers to firms it suppo

Thus, using public resources the development banks in these celnavie advanced substanti
funds for capital formation in the priwv
stretched to the mid960s, during which perioghesides investments in developing a new cap
at Brasilia) the focus of its activitywas the financing of public sector projects in infrastructu
sectors liketransport and power. During these years betwafeand 90 per cemf its financing
was directed at the public sector.



A transition occurred in the mitl960s involving two major changes. First, there was a signific
step up in BNDES financing. In 1965, BNDES outlays rose from 3 per cent of capital forrr
to 6.6 per cent and continued at that enhanced level. Secondemoof t he i nst
now went to the private sector, with th-e
71 and between 20 and 30 per cent subsequently. This shift in favour of the private sec
accompanied by a change inetlsectoral composition of BNDES funding, which was n
directed also to sectors such as nonferrous metals, chemicals, petrochemicals, paper, m:
and other industries.

I n Russi a, the VEBG6s | oan portf ol itm2012drene
about RUB 100bn (bout US$4.05bn) to around RUB 720bn (US$20.7bn) in 2012. As con
to this RDIF has, since 2011, invested $1.3 billion as equity to projects in which foreign inv
contributed $6 billion (Barone and Spratt 2015).

In Souh Africa, DBSA allocated 61 per cent of lending to South African projects, with 44.<
cent of that going to energy projects, 25.7 per cent to entrepreneurial and manufa
activities, and 11.6 per cent to communication infrastructure. As much a&r76ent of the
funding is allocated to projects in the public sector, which is different from the experien
some of the other countries covered in this volume. The fact that close 4iifthsoof the
financing is diverted to external projects reffeche importance that South Africa gives
improving conditions among neighbours in the region. This does seem to reflect more tr
financing of the countryds fAgoing outo s

Social and Economic Impact

The guestion thaarises is whether this focus on sthteked development financing has ma
much difference in terms of concern for sustainability dnedrights of affected populations. Wit
state control and influence over financing, projects that are supported caodsn to privilege
promoters, locations and technologies that would help ensure reduced concentration of ec
power, greater regional dispersion of economic activity and the realisation of larger goals ¢
employment generation, foreign exchargg/ing and adherence to social and environme
standards. That some of these objectives were indeed kept in mind (however, inadec
cannot be denied.

In fact, the assessment of the South African experience included in this volume sugge:
while the development strategy being adopted by South Africa remains unclear and enga
with civil society organisations is minimal, for reputational reasons South African DFIs co
with international standards and best practices, and often apply rigsgtendards in assessin
social and environmental impacts of projects that they finance. Further, the developmel
Afgreen economyo in South Africa is one
allocated to renewable energy and pollution aggment projects.

Globally, one impact of project financing that has received attention in recent times
environmental fallout of the projects that are funded. The Finance Initiative of the United N
Environmental Programme, with its set Bfinciples of Responsible Investment a@Gtbbal
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Reporting Initiative, and the Equator principles framed in 2003 by ten leading banks to
with the International Finance Corporation are indicative of this tendency. Samgies like
India have begun adopting such initiatives, though concern at the ground level fc
environmental consequences of large projects are still far from adequate. Even to the
that large projects funded by Development Finance Institutaond the banks have bee
conscious of environmental impacts and attempted to follow national guideline
international best practices, this has largely been the result of pressure from civil socie
judiciary and the government.

In India, there havéeen a number of projects funded by the DFls that have been extre
controversial from an environment point of view. In Brazil, despite civil society pressur
through the BNDES Platform document), the environmental record of the projects financ
the institution has been found wanting
transparency and information disclosure has been poor, making it difficult for civil so
activists to sharpen the debate. Governmental pressure and pressure WéonithBank have
been only marginally effective, and largely inadequate. It was only as late as 2008 tt
Brazilian government got BNDES to sign
environmental and social criteria when deciding on loans staclients. This process wa
strengthened by a $1.3 billion loan from the IBRD in 2009, which was to help improv:
effectiveness of environmental and sustainable development principles adopted by BNI
key sectors. However there is still no clarity eontractual mechanisms and monitoring a
control procedures to ensure that borrowing enterprises address and mitigate expec
unexpected adverse so@avironmental impacts.

Matters have got worse recently also for structural reasons. In both 8ndzihdia, a change
has occurred in the structure and activity of developrbanking in the years since the 198(
when the liberalisation wave swept across countries. In Brazil, as noted earlier, the B
increasingly turned to subsidising credit te thrivate sector, especially large private firn
There is also evidence of concentration in BNDES lending. It also holds large chunks of
in private companies. The bank has also supported Brazilian firms to target foreign mar
go global, by fhancing the modernisation of potential export sectors such as textiles, foa
and apparel. These changes have been associated with other policies that implied a gre
for the market.

Recent South African developments provide a contrasting erperid.osses resulting fron
poor investment decisions have resulted in a rethink on financial grounds, as oppa
development considerations, of lending to the private sector. Further, lending abroad h:
for reasons of reputation and influence, mefecused on infrastructure with substanti
coordination with governments.

The impact of liberalisation in India has been completely different. It led to the declir
development banking and the demise of the major development finance institutindsinn

1993, the IFCI Act was amended to convert the IFCI, established as a statutory corpc
into a public I|limited company. The st a

dependence on fundinigom the central banks and the governmemd aequire it to acces:
capital from the open market. Since this would involve borrowing at market rates, the
played by the IFCI has been substantially transformed. In the case of the ICICI, whic



in 2002, through a reverse merger, integrated with ICICI Bank, to create what was essen
pure commercial bank. Similar moves were undertaken to transform the Industrial Develc
Bank of India (IDBI). In 2003 the IDBI Act was repealed and a comjrattye name of IDBI Ltd
was set, which in turn set up IDBI Bank as a subsidiary. Subsequently IDBI was merge
IDBI bank. That marked the end of industrial development banking in India. The focus now
targeted policy lending. By 2012, there werdyawo alkindia development banking institutions
the National Bank for Agricultural and Rural Development (established in 1982) and the SlI

In the case of China, the fact that the China Development Bank (CDB) was established as
the transitionto a more marketlependent and mark&iendly development phase he
i mplications for environment al and soci a
has come under much criticism. After a Iduaktre initial innings, CDB registered a dranal
expansion of its asset base. That process was accelerated H200Ben CDB became i
l eading vehicle to finance the gover nmen
global financial crisis. By 2011, the assets of CDB were estimat®8%t billion, as comparec
with $545 billion for the World Bank group (consisting of IBRD, IDA and IFC), $306
BNDES (2010) and $132 billion for the Korea Development Bank (Sanderson and Fo
2013).

The CDB has expanded through forays into four @r&e first is lending to the stabevned

enterprises replacing the government and the commercial banks. The second is lending
Local Government Financing Vehicles (LGFVs)ftoance the huge infrastructural investmer
being undertaken by the prowial governments. According to one estimate, as much akaihe
of CDB6és | oan book could consist of | end

as much as onthird of all LGFV loans, making it a bigger lender than all of the four comaier
banks put together. The third, is financ

manufacturing investor in low cost locations in Africa and Latin America but more importan
acquirer of mineral and oil resources across the globen B | | vy , CDB i nve

solar and telecommunications companies, with Huawei Technologies being the |
beneficiary. The first three of these are areas in which the social and environmental impac
within China and in poor developingentries have been known to be adverse.

In Russia and Turkey, development banks have committed themselves to creating a
environment . The I ndustri al Bank of Turk
keen on the protection of the@ronment and climate. During the course of the last decad
addition to the subsectors of the industry, renewable energy and energy efficiency projec

been actively promotedod (I nternational C
Boardhas committed itself to a corporate social responsibility (CSR) strategy, which make:
an integral part of al/l the bankds acti

organisation responsible for the social and environmental fallouts ofhvestment decisions
(Barone and Sopratt 2015). To what extent these commitments would be reflected in
practice is yet to be seen.

Implications for Southern Institutions

These developments raise questions regarding the claim that new Sonstitutions such as
the NDB and the AIIB can be pressured into betteringsubrstantially improving upon the
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record of existing multilateral institutions with respect to the social, environmental and h
rights impacts of edvelopmental lending. The government of one country involved in tl
institutions as an important player, which is amenable to democratic, civil society pre
because of its Right to Information Act, its activist judiciary and parliamentary demoa
India. India is a large player within the BRICS and holds the first Presidentship of the NI
will also be the second largest shareholder in the AlIB. But here too the prognosis is not
The Indian government is also seen as turning its baclkaaland environmental goals. Th
recently elected National Democratic Alliance government has in the face of oppositi
Parl i ament, resorted to the executive A«
(that could result in displacemewithout adequate compensation and resettlement) and ¢
environmental norms.

In the final analysis, development banks are instruments of state capitalist developmen
specialised institutions are needed because of the shortfalls in the awailabilangterm
finance for capitalntensive projects in market economies, resulting from the maturity
liquidity mismatches involved. In nemarket economies, allocations for such investments
be made through the budget and financed with taxeseosutpluses generated by statened
enterprises. If the instruments are state capitalist, they are unlikely to serve objectivi
sacrifice private profit to deliver social benefit. So the best that can be expected of the I
that it would serve hiter the interests of capitalist development in the less developed cou
(with some concern for sustainability and inclusiveness) than would multilateral banks tr
dominated by the developed countries.

Whether even this difference would be material depends on three factors. The first is the
to which the emergence of the NDB alters the global financial architecture and pe
therefore, the behaviour of the institutions currently populatinghié §econd is the degree !
which the NDB can differ in its lending practices from the institutions that currently dom
the global developmetitanking infrastructure. And, the third is the degree to whict
development bank set up as a tool of statieled development by governments in countr
pursuing markefriendly, neoliberal development trajectories can indeed contribute
furthering goals of more equitable and sustainable development.

The Multilateral Climate

Meanwhile, seeing the BRICS, andiCha i n particul ar, e x
infrastructure financing platform for a foray in economic diplomacy, the G20 countries
group are looking to play a role. At their meeting in Brisbane in September 2014 the
decided to launch al@bal Infrastructure Initiative centred on a Global Infrastructure Huk
Sydney that will share information and match investors with needed projects. This is amel
attempt to strengthen the existing multilateral development finance network with eofdc
coordination. Not surprisingly the leading MDBshe African Development Bank, Asial
Development Bank, the European Bank for Reconstruction and Development, the Eu
Investment Bank, the Inte&kmerican Development Bank, the Islamic Development Baimd,
World Bank and the IMB issued a statement which said: "We stand ready to bring
experiences and skills to the G20's work on infrastructure and to support a proposed nev
infrastructure hub." (AFP 2014).



Wh a't i s mor e, faced with the fAthreato fr
step up its presence in the infrastructure area by presenting itself as a body that can co
investments in developing countries in adtructure. The required level of such investment;
estimated at $1.5 trillion a year for the next 20 years. Since governments are not in a posit
provide resources of that magnitude either directly, through the World Bank or through th
Souttern institutions being created, the Bank has set up a Global Infrastructure Facility
which it defines as fia gl obal open platf
complex infrastructure PPPs to mobilise private sector and insti i o n a | i nves:s
may just be wishful thinking on the part of an institution that has thus far delivered a maxim
$24 billion a year (in 2014) for the purpose. But even if the GIF proves successful it is unlik
contribute much to adncing a holistic development agenda. Despite protestations tc
contrary, the World Bankés record on soci

In fact, there is much concern being expressed about a likely World Bank decision to hari
downwards the safeguards provisions it imposes on lending to projects in developing cot
Though i mplementation and monitoring are
policy was found to be wor ki dependem Evaluafiod Grou
(IEG 2010). Yet, a revised Environment and Social Policy (ESP) draft document that was
in July 2014 seeks to dilute safeguards and reverse ayeitystrengthening effort. According t
the Washingtosbased Bank Informaton Cent er ( McEIl hinny 2C
broadly expanded but weakly regulated deferral of Bank safeguard responsibility through n
opt out clause$ each of which is unaccompanied by clear thresholds; unlimited flexibilit
defer appresal and adopt opeended compliance timeframes; absence of explicit minim
procedural requirementspar t i cul arly for consultation
Indigenous Peoples Policy; (and) the lack of similar disclosure and assessmergments for
substanti al ri sk subprojects.d The Cent el
safeguards, biodiversity protection rules, constraints on logging, and consultations witt
populations are all bound to be adverselgetid.

One reason for the retreat is objections from developing country borrowers. That sugge:
safeguards are best strengthened at the national level, leading to a regional or mul
consensus. This requires strengthening the respect for socialprengntal and human right
benchmarks through state policy and the role of development finance institutions at the n
level. Unfortunately, as the country studies in this volume suggest, that goal is far from
realised and is in fact in dangdrb®ing reversed even to the extent so far achieved.

Hence, it may be too much to expect the NDB to -seffsciously adhere to sustainak
development norms that its marddpendent financing pattern does not permit and
governments backing the orgaation do not respect. The fact that these institutions introc
more plurality into the international financial and monetary landscape does not gua
significant difference. This is where civil society organisations and other democratic force:
an important role to play. A first effort of democratic forces in the BRICS countries
elsewhere should be to monitor the lending by the new multilatestitutions their government:
have helped establish and pressure the governments involved tonastsithat differentiate the
NDB and AlIB from the currently dominant global institutions in terms of funding patterns, |
forced to show greater respect for norms of sustainableiraahgsive development than th
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andterms. Positive results may not be easy to come by. But if, in the endjrtbtisgions are
forced to show greater respect for norms of sustainable and inclusive development tt
BrettonWoods institutions do, that would be a major advance.
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Setting the Context

The industrialised world’s"8economy, Brazil's development system is certainly complex
comprises a number of big private as well as stateed companies (such as oil giant Petrobi
electric conglomerate Eletrobras and nuclear holding Eletrobras), official development ag
(both at the national and regional levels) and a public banking system that focuses on sug
economic infrastructure (BNDES), housing and sanitation (savings bank CEF) and agric
finance complex Bank of Brasil/BB.

However, when it comes to banking for Ietegm infrastructure projects, both for stat@ned as
well as for private companies, we concentrate our attention on a specific institutior
contributes to concept the country’s industrial policies, and, gitig 1990s, spearheaded a ht
privatisation plan that reshaped the country’s pattern of accumulation. Since 2001,

increasingly widened the horizon of financial support to different Brazilian and foreign ecor
agents and played a growing rolefimding roads, hydroelectric plants, subway lines, priv
industrial complexes, etc. not only in Brazil but throughout Latin America, as well as increa:
lending support to Brazilian coragherates in sul$aharan Africa.

BNDES®6specific weight

The Brazilian Economic andoSial Development Banlo r BNDES is the
financing agency for longerm investment policies in the field of economic infrastructure for k
state programs and private ventures. It is owned exclusivelgbya zi | 6 s f ede
whichcot r ol s al | of the bankés shares. BND
Brazil's total investment capacity. In the last decade and a half, as a result of the policies
by the Brazilian government, BNDES has continuously increased thengodf disbursements
with a total of US$ 90 billion released in 2013.
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In fact, since its foundation in 1952, the BNDES has stimulated the expansion of industry, €
and infrastructure, and has invested in technological innovation and in modernising the
administration.

Historically, however, the bank has assumed more roles than just extending financial s
contributing effectivelyi through its technical and bureaucratic staff and qualified acces
information on economic factors and ageht® shape Brazilian delopment. Until the 1990s
the bank sponsored the statebs strategy
basic industry and infrastructure. This model, however, required too much state interventi
public efforts, and was critised strongly at the end of the eighties.

At that point, both the Brazilian government and the bank changed positions radically, and
a strong process of privatisatithoc used on the Acompetitive
economy. It is interesting to note that this expansion of Brazilian corporate groups (also
Ainati onal championsodo) is articul ated eademi
the international scenario and is part of a wider strategy that aims to lead Brazil tow:
permanenseat at UN’s Security Council.

The 1990s Privatisation Process

Privatisation in the 1990s was undertaken by groups of SOEs and with facilitated credit fr
BNDES to stimuhite these conglomerates in the sectors of civil construction, agricultures, n
and extracting businesses, and energy production, among others. Today, BNDES conti
contribute in this process that is now less focused on the privatisation of rsteterises and
more focused on the formation of Ainati o
conglomerates in the commodities sector so they can compete with leading global ente
of ficially, however, B N D E Sdhemeshdf énartcial \s@pport t
Brazilian private enterprises of all types and sizes, including those in the public sector,
promote its three declared principlesnnovation, local development and soenvironmental
development in all economicsectors.

The BNDES® i mportance as an economic act
the international stage. Compared to the annual disbursements of other development ba
the InterAmerican Development Bank (IDB) and the World Babhs | nt er nat
Reconstruction and Development (IBRD), BNDES has accounted for at least twice the am
expenditure of both banks together since
compared its disbursements in 2010: whilRES invested R$168.4 billion (US$81 billion’
IBRD invested R$45.4 billion (US$22 billion) in 43 countriesd IBD, R$17.5 billion (US$8
billion) in 26 countries Meanwhile, scholars point to a longer period in which the BNDES
already surpassed theteérnational banks, disbursing US$33 billion in 2007, US$50 billior
2008 and US$68 billion in 2009, while both the IDB and the IBRD combined invested U
billion in each of the first two referenced years and US$30 billion in the last

It is importantto note that both the IDB and the IBRD have, in recent decades, declin
importance Brazil's general development strategy and now maintain a low profile role.

'O Globo. NOogBHNDESDS mVi e kitp:/dogldb@globholCdntirfograficos/gigantisrhades/.

LOPES, Jo«o Roberto (org.) #dAlntrodu-«o00. Ambiental
sobre Instituigdes Financeiras Multilaterais. 2012. Pg. 13.




It is importance Brazil’s general development strategy and now maintain a low profile role.
moved from the role of heavy investor in the 1970s towards a secondary role in the 1990s
they started funding punctual projects and/or studies and the imgkgroarof official policies in
the state’s framework.

Institutional Framework and Governance

According to BNDES® statut e, its main op
to a broad spectrum of funds, resources and credit that arebdevdda development purposes, 1
beapplied and invested by the bank in various sectors. The BNDES can also offer other fin
possibilities, some of whichudeambhd nappl
Statuté, for programs reited to education and research, scientific or technological in nature
includes technical studies and making donations of materials and funds), and in social
that promote job creation, urban services, health, education, sports, justicenghabhsi
environment, rural development, culture, among other areas.

Any investment or financial collaboration made by the bank must obey a set of rules that i
(i) technical and financial assessment of the venture, project or business plan, ineheihgnd
environmental implications; (ii) verification of the refund security, except if not needed by
determinati on; (i i) on the basis of t h

entrepreneurs or the enterprise.

Supervised byhe Ministry of Development, Industry and Foreign Tradefficially responsible
for setting industri al policies, BNDES®
its highest entity, composed of ten members of government, among them the ¢ol 6 s |
of which six will be appointed by the supervising ministry, and four respectively by the Mir
of Planning, Budget and Governance (MPOG), the Ministry of Labor, the Ministry of Financ
the Ministry of External Relations.

The curret composition of the administrative council also includes two seats for n
empl oyersé rie IRJANs end tFEESHRT vaensd t wo seat s f

representatives. The members from government are all appointed by the President of the F
and the criteria established by the statute is knowledge and experience for the position, as
moral and untainted reputation. The member representing the workers is also appointed
President and must have a substitute in case of absencé. &ll tme mber s 6 ma
years with the possibility of one-mdection, but once their mandate expires, they must contint
occupy the position until a new member is appointed, so the seats will not remain’vacant.

The counci |l 6 $d in the statdteudompase,samdng asther things, to delibe
examine and approve the Presidentds veto
investment and action, as well as their specific governance and hetiget plans, anc

delibemte on thereation, fusions, acquisitions and extinction of subsidiaries.

®Estatutado BNDES. Article 9, IV and V.
http://www.bndes.gov.br/SiteBNDES/bndes/bndes_pt/Institucional/O_BNDES/Legislacao/estatuto_bndes.html.

4 Ministério do Desenvolvimentdnduistria e Comércio Exterionttp://www.desenvolvimento.gov.br/sitio/.

® Estatuto do BNDES. Article 11.
http://www.bndes.gov.br/SiteBNDES/bndes/bndes_pt/Institucional/O_BNDES/Legislacao/estatuto_bndes.html.
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The council usually meets every trimester of the year but may also meet in extraor
circumstances, such as if the President demands or by the solicitation of at least two memk

The board of directors is composed of the President, theRfiegident and six directors with n
specific designation, all appointed by the President of theulilie and subject to immediat
dismissal. The President and the VReesident have indefinite mandates, while each director
a threeyear mandate with the possibility of oneelection. In terms of budget, the board
directors must submit to the mihistrative council the expenditure program and the managel
budget for the bank and comment on the trimestral financial demonstrations and reports,
are also submitted to the administrative council.

Effectively, the board of directors runs BNDES8uthorising agreements and contracts t
constitute responsibilities or compromises to the bank, authorising all hiring of constructior
services, all acquisitions, sales and donations of bank assets, and nonrefundable investn
well as approvig the internal organisation of the bank, the distribution of attributions, ant
creation of subsidiaries, offices and agendiesSome of these decisions, however, must
previously sanctioned by the Ministry of Finance, such as the alienationet$é assl creation of
subsidiaries. The board of directors meets weekly or, extraordinarily, if the President deme
by solicitation of at least five members.

The bank also has in its structure both a fiscal council and an internal auditing commiitee,
have different attributions and composi't
and assess the financial and budget declarations and balances, having the power to
official disclosure on budget execution of any office in thekban meet i ngsé n
del i berations that i nvolve the bankés fi
the Lav for OpenCapital Corporatiorls to which the bank is subject as a public financ
institution of private legal personalityndertaking private sector activities. An example would
their permission to attend meetings of the administration council or board of directors in
there will be deliberation on matters subject® thf i scal couficil 6s ap

T h e B NDtht§ dowsveradoes not establish any effective measures that can be taken
fiscal council in case of resource mishandling or budget irregularities. Also, there a
accountability measures or provi si an<ourcin
member s work ethics and professional pe
deputed, two by the Ministry of Development, Industry and Foreign Trade and one t
Ministry of Finance, to act as representatives of the Ndtidmaasury, nominated by th
President of Brazil. They are not subject to any other office within the bank.

As for the internal auditing committee, the members are chosen by the administrative cot
whom this committee reports, observing the grouunl@és for the exercise of these membx

positions determined by the National Mo n
to recommend an external auditor to be
financial demonstrations; to elate the effectiveness of independent and internal at
performed on théb a n k ; to recommend to the BNDRBSIE

’Article 15 of BNDESO6 Statute.
"Lei das S.A. n° 6.404 de 197&tp://www.planalto.gov.br/ccivil_03/leis/L6404consol.htm.
8 Lei das S.A. n° 6.404 de 1976. Article 163, §3°.




changes in policies, practices and procedures whose flaws or deficiencies were identifiec
committeeds exercise of i tod with informatibnuon itsoomIs
activities, including an evaluation of the effectiveness of the internal control systems.

The BNDES has slowly become more than just a haitkhas developed into a system th
comprises three other public enterprises andifess corporations, one of which acts mos
internationally. According to the bank, the total assets of the BNDES System amounted to
billion in 2011. The first subsidiary to be created was FINAME, in 1966, with the objecti
managing a fund fofinancing the acquisition of new industrial machinery and equipm
Although under BNDES and functioning as a collaborator, this agency is managed throt
autonomous administrative council, which is responsible for using the available funds to fi
the production and export of national machinery, as well as import of similar equipment
abroad. Their main objectives are to attend to the growing commercial production of n¢
machinery, to finance the import and foment the export of this eauipnand to aid the
expansion of Brazil s production of i ndi
producers and consumers.

Secondly, the BNDESPAR is a business corporation whose social capital is divided in shal
is also an integradubsidiary of the bank. As the only shareholder, BNDES controls this hol
and runs it through an appointed administrative council, a board of directors and a fiscal ¢
BNDESPARG6s official role is to cladpytheaprivate
sector in accordance to the bankés polic
economically, technologically and administratively, with good chances of investment pa
and to administer shares and contributehi® strengthening of the stock market by promoti
more democratic owner ship of corporate

supporting private groups but rather to concentrate in the state’s hands the capacity to s
induce certain areax the economy and thus influence accumulation patterns in the country.

Lastly, the BNDES Ltd., the bank’s international arm, is also an integral subsidiary of the
created in London with the main purpose of acquiring shares in other enterpriséagvesrian
i nvest ment hol ding. Recently created (20
the worl dobés most i mportant financial cen
internationalisation of Brazilian enterprises, whilealse monst rati ng t he

Oof all three components of the BNDESd& sy
there is the | east information availabl e
reports, although it isubject to the Law for Public Access to Information. Both the BNDES 1
and the law, however, are recent developments and the latter has not yet been applied suc
to obtain more detailed infor mati on hevens no
|l egal statute or internal regul ation 1i st
of the systerh BNDES Ltd. is not yet fully operational. It still remains only an addres:s
London, where is based, but is seen by BNDES dityetihrough which to raise money i
international markets to fund fusions and acquisitions of Brazilian conglomerates thi
planning to expand their operations beyond Brazil’s borders.

® Legislation of the BNDES System.
http://www.bndes.gov.br/SiteBNDES/bndes/bndes_pt/Institucional/O_BNDES/Legislacao/index.html.




More recently, the BNDES created tvimportant accountability offices that cover the whc
BNDES system: the auditing committee, it

relationsé service in 2007. The auditinc
semester a repbrontaining assessments on (i) its own activities; (ii) the effectiveness o
BNDES Systemdbs internal contr ol procedur

board of directors, pointing out the ones that were not accepted and why; (iv)ehelirzind
independent audits on the BNDES system; and (v) the quality of budget information ai
observance of Brazilés Central Bank fina
private and public.

The committee is composed of six niteens, who are appointed and may be dismissed by
bankés admi ni strative council, and are

occupy seats on the administrative council of the bank or other councils. In its turn, the
r el at i oenssalinsst@ional communication channel between the enterprises that cor
the BNDES system and their clients, dedicated to conflict mediation and the formal treatn
client complaints. Other attributions include proposing corrective measudesngnovements
regarding their procedures and routines based on the data collected to the high administr
the BNDES System. These propositions are contained in the report compiled every semes

both quantitative and qualitative informationonh e c¢cl i ent r el ati ons
is submitted to the internal auditors, the audit committee, the board of directors ar
administrative council. The head of t he

by the Presideraf BNDES, also having an indefinite mandate.

Performance and Investment Options

The election of former President Luiz Inacio Lula da Silva in 2002 marked the definitive rc

the BNDES in the governmentés planspiodns
compete with other global leading private corporations, which has been largely executed
bank. This can be observed in the bankos

and ItadUnibanco, the civil construction enterprises ébtecht and Andrade Gutierrez, tt
cellulose producer VorotantiAracruz, the mining industry Vale and other lagypale
corporations like Ultrapar, Queiroz Galvdo, Camargo Correa, Grupo EBX, Gerdau and Re!
Sadia. The privileging of these conglomesatkrough credit lines and financing schemes rai
guestions about the | ack of transparency
making process and the fact that the beneficiaries all have the economic capacity of capi
within the private credit and stock market. Also, the BNDES holds important board position:
a shareholder in many of these enterprises.

I'n turn, the BNDES has also become a #fn
investments made by similar intational banks and acting as one of the largest financing
stimulating agencies in the country. The

transfers from the Workersd Support Fund
create pbs and revenue and qualify the workforce; (2) payments of their conceded crec
financing schemes; (3) profits from their applications and shareholding participations; ai
transfers from the National Treasury.
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Historically, the funds from FAT have been the major stable revenue source of the bank, a
in the BotDoR Bsoowr 2011 activitié$ dedicating 40 per cent of its funds ttoe

bankés activities (the other 60 per cen
allowances). In 2011, R$15 billion (US$7 billion) from FAT funds went to the BNDES, wil
can be considered a reduced a montsmptesente in thic
research and which can be explained by t

2008. According to a summary of revenue souréeeBank in 201, the FAT composed 39.t
per cent of t he bapiedudng thigin 28040 andn2012, inGvBich the [/
represented 29.7 per cent and 28.5 per cent respectively; meanwhile, the National Treasu
increased their participation in the ban

centin2009, to 46.1 per cent in 2010, and f

report of January 201%, from 2008 to 2011 in the context of the international economic cri
ithe Treasuryds was seen t oninte orm tofrpablicsdebd
bonds emissions.

Another example of these transfers by the Treasury is the Law 12.453 of 2011, which L
preceding | aws, and in the 1st article,
the equalizatonof nt er est rates in operations <con
production of capital goods in the energy sector, including technological components and s
and export structures and products through the BNDES, in the amount of R$208(biS$100
billion). This fequalization of i nterest
borrowerés burden and the cost paid at t|
investment by the BNDES or the financial agemtthe transaction. Also, the 2nd artic
authorises a credit line from the Treasury to the BNDES for a total amount of R$100 |
(US$48 billion), covered by the emission of public debt or security bonds, undetetomg
interest rates.

This arrangema recently incited oppositional congressmen to include in the 201Bupiget
statement (LDO) a legal obligation for the executive government to declare their pli
emi ssions of public debt bonds for BNDE:
President of the Republic, however, vetoed the legislative demand, and this will defi
negatively impact the transparency and accountability of the bank, guaranteeing that gove
can maintain freely a #Apar alcktgHave littte eahtgoe Since
its nature is to encourage economic and

indicator has always been its disbursements, and these have grown consistently since :
shown in the graph below.

9 BNDES. Relatério d Gest&o do Exercicio de 2011.
http://www.bndes.gov.br/SiteBNDE S/export/sites/default/bndes_pt/Galerias/Arquivos/empresa/download/2011 R
stao BNDES_ BPAR_FINAME.pdfgccessed 8 September 2015.

1 BNDES. Relatén Anual 2011. Revenue Sources.
http://www.bndes.gov.br/SiteBNDES/bndes/bndes_pt/Hotsites/Relatorio_Anual_2011/Capitulos/o_bndes_em_nur
esempenho_economico_financeiro/fontes_de_recursos.html.

12 Relatério Trimestral Gencial do BNDES, January 2012.

http://www.bndes.gov.br/SiteBNDE S/export/sites/default/bndes_pt/Galerias/Arquivos/empresa/download/Relatoric
rsos_Financeiros_1trimestre2012.pdtcessed 8 September 2015.




Graph: BNDES annual disbursements in R$ billion i 1999 through 2012"°
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Source: BNDESittp://www.bndes.gov.br/SiteBNDES/bndes/bndes_en/Institucional/The BNDES in_Numbers/.

The significant and obvious increase in investments as of 2008 coincides with the
international economic crisis and the launching of sevargescale government programs suu
as the Program for Accelerated Growth (PAC), in which the emphasis is on infrastructu
civil construction, and the Program for Sustained Investment (PSI), in which produ
acquisition and exportation of capitssets and technological innovation are stimulatedth of

which have the bankdéds active participati

on the increasing disbursements, but it is important to note that this indicator should

cosi der ed a measur e of t he bankoés succ
considerations, such as fund allocation and impact on economic or social development.

In the BNDES report on its 2011 activitiés there is an overview of the major progisand
projects in which the bank is involved, of which this research will mention in more deta
Programa de Aceleracédo de CrescimentBAC( i Gr owt h  Ac c e | ahe Rrogrami|
de Sustentagdo de Investimeiitd®SI ( APr ogr am f oe s tSnuesnt tad Qareal 1
BNDES( AiBNDES Cardo) . First, regarding the
points to the consolidation of a potential portfolio of 503 shared projects, for which BNDE
already approved the investment of R$178dm (US$86 billion) that could go up to, with th
opening of credit Il i nes, R$327 billion
emphasis on largscale investments and the concentration of their transfers to the al
enormous energy pduction sector (of which oil and gas are a part of): of the potential
investments (US$158 billion) in the 503 projects, US$125 billion and 310 projects are desti
this sector.

Again, the main indicator f asemertda fuldsandkdesi
As for the PSI, since its creation in /2009 to its predicted cessation at the end of 20ddting
that the program was extended to the end of 2Q1the report announces a total of R$12¢

3 The values are in Brazilian Reais, but can be grassiyerted into American dollars if divided by two.

“BNDES. Relatério de Gestédo do Exercicio de 2011. Pg. 41.
http://www.bndes.gov.br/SiteBNDES/export/sites/default/bndes_pt/Galerias/Arquivos/empresa/download/2011_R
stao BNDES BPAR_FINAME.pdfaccessed 8 September 2015



http://www.bndes.gov.br/SiteBNDES/export/sites/default/bndes_pt/Galerias/Arquivos/empresa/download/2011_Relat_Gestao_BNDES_BPAR_FINAME.pdf
http://www.bndes.gov.br/SiteBNDES/export/sites/default/bndes_pt/Galerias/Arquivos/empresa/download/2011_Relat_Gestao_BNDES_BPAR_FINAME.pdf

(US$62 billion) in disbursements, of which 80 per cent were destined to the acquisition of «
goods by domestic corporations of all sizes.

Lastly, the progranCartdo BNDESserves a fi a | il lustration of t
since it is dedicated to financiriglike a credit card the purchase and investments of speci
products by accredited suppliers by micro, small and medium enterprises in a simplified
Regardinghis program, the report offers other indicators such as the number of cards distri
the range of municipalities in which the program is present, and the disbursements made
bank. Up until the end of 2011, when the report was published, therB wa ound 47
cards actively valid and amounting to over R$24 billion [US$12 billion] in credits alre
conceded for pur c h'aThess cams hve ibeen distributed mtoser i
thousand of Brazil 6s mpercentioptleltatat muaidpalities &
country. Of these, over 87 per cent had already used the card effectively. Also, in that year
billion (US$3.7 billion) were disbursed by the Bank in operations done througiCahéo

BNDES which is asignificant increase from the $4.3 billion (US$2 billion) disbursed in 2010.

From Infrastructure to Mega Sport Events Funding

The bank is also involved with financing sporting events such as World Cup in 2014
according to the referred annual report issued by the Bank (2011), two major programs ar
developed. The BNDES ProCopa Turisihdo last from January 2010 to Dmuber 2012
dedicated to transferring approximately R$1 billion (US$485 million) to the construction, re
and amplification of the national hotels network, with financing schemes that can spread c
to 18 years to return and with investment limits, the bank, of 100 per cent in case of ventu
by small or medium enterprises and of 80 per cent in case of ventures bgdalgeorporations.
In 2011, four projects were approved to receive financing from the BNDES and they amoul
a disbursemat of R$45.8 million (US$22 million).

Secondly, the BNDES ProCopa Arenado last the same period as the previous prograr
dedicated to transferring approximately R$4.8 billion (US$2.3 billion) to the constructior
reformation of the stadiums thatlinhost games during the World Cup and to the urban rene
of their surroundings. In this program, the limits are established as such: the bank can inve
75 per cent of the total cost of the venture, restrained to R$400 million (US$193 millior
project, including the stadium and its surroundings. In 2011, four projects were appro

receive the bankédés investments, none of
R$783.3 million (US$379 million).
I n addition, ¢nts eare hlsonnktdvery welh distributedn between sectors.

emphasis of the investments is on industry and infrastructure, which each take up arounc
cent of the funds available, respectively, in mechanical, metallurgic, chemical and petroch
industries, al so backed by FINAMEOGs perf
transportation. Also, inequalities exist in terms of funding among the different Brazilian reg
while the funding of largecale ventures and enterprises havenlmaphasised to the detrimel
of small and mediursized businessesAccor di ng t o t he banl
disbursements by region in the period of 2002 to 2011 have always been concentratec
Southeast region of the country, where the majties of S&o Paulo, Rio de Janeiro and B
Horizonte are located. In 2002. the Southeast renresentgd0 per cent (R$23 billion or US$1

®*BNDES. Relatério de Gestéin Exercicio de 2011. Pg. 38.
http://www.bndes.gov.br/SiteBNDE S/export/sites/default/bndes _pt/Galerias/Arquivos/empresa/download21GeR
stao BNDES_BPAR_FINAME.pdfaccessed 8 September 2015

BRAZIL


http://www.bndes.gov.br/SiteBNDES/export/sites/default/bndes_pt/Galerias/Arquivos/empresa/download/2011_Relat_Gestao_BNDES_BPAR_FINAME.pdf
http://www.bndes.gov.br/SiteBNDES/export/sites/default/bndes_pt/Galerias/Arquivos/empresa/download/2011_Relat_Gestao_BNDES_BPAR_FINAME.pdf

billion) of the investments, while in 2011 it has reduced to a little under 50 per cent (R$68 |
or US$33 billion); but the structure of investments by region was maintaingtle South
continues the second largest beneficiary while the Céfest, followed by the North region
have the slimmer shares of funds. To illustrate, the South region went from R$6 billioR.QU
billion) or 16 per cent in 2002, and the North from R$1.9 billion (US$5.2 billion) or 5 per cel
R$ 29.7 billion (US$14.3 billion) or 21 per cent in 2011, and the North, respectively, to R:
billion (US$5.2 billion) or 8 per cenf.

As for thesize of the enterprises in which the bank invests, lacgée corporations have bee
historically hegemonic as beneficiaries, although the participation of micro, small and m
enterprises (MPME) has grown significantly since 2002. In that year, R$808 (US$4 billion)
was destined to MPME, of which half was for miawotrepreneurs or enterprises, representing
per cent, while R$29 billion (US$14 billion), or 78 per cent went to lagde companies. Ir
2010, the resources destined to MPME anedirio R$45.6 billion (US$21.9 billion), or 27 pe
cent, while largescale retained R$118 billion (US$56.8 billion), or 70 per cent. The data fo
next year (2011), however, show a retreat from investments in¢aeje companies, which onl
amount R$8 billion (US$38.4 billion), while the funds to MPME stay stable R$49.7 bill
(US$23.9 billion), but raise in terms of proportion, taking 34 per cent of the total investn
while the largescalecompanies represent 58 per céht

This means that thgast majority of BNDES activities are related to stable and prospe
corporations and sector s, among which ar
the SPE sector, like Petrobras and subsidiaries. Recent information published by timelioate
that a credit line of US$12 billion was established with Petrobrés to finance their investmel
for three subsidiaries in the 20@910 period, which the bank financed through the Natic
Treasury, with public debt bond§.

The BNDESO6 net worth amounted to US$30 b
standards in Referential Equity, the indicator used by the Brazilian central bank to meas
institutionés financing p o sa icapifalloi Baselanslex, st
that the BNDES System adopts defensive financial measures, holding 20.6 per cent of the
for every R$100 financed, which is well above the 11 per cent required by the central
BNDES credit portfolio has amounteder US$198 billion in 2011, representing around 20
cent of all the credit supply in the National Financial System (SFN). Of these, over 80 pe
are considered lonterm credit transactions and medium or low risk investments.

The bank has participed in the internationalisation of Brazilian companies, particularly in Li
America, the Caribbean and Portuguspeaking Africa, through the creation of aggress
institutional and financial mechanisms to enable increases in investment from thesmiesmp

6 BNDES. BNDES Transparente. Estatisticas OperacioRaigiZo. Annual.
http://www.bndes.gov.br/SiteBNDES/bndes/bndes_pt/Institucional/BNDES_Transparente/Estatisticas_Operacion:
o.html.

" BNDES. BNDES Transparente. Estatisticas Operacionais BefEmpresa. Annual.
http://www.bndes.gov.br/SiteBNDE Siles/bndes_pt/Institucional/BNDES_Transparente/Estatisticas_Operacionais.
o.html.

®BNDES. Sala de Imprensa. OBNDES e Petrobras assin
29/09/2012.

http://www.bndes.gov.br/SiteBNDES/bndes/bndes_pt/Institucional/Sala_de Imprensa/Noticias/2009/Industria/20C
petrobras.html.




the regions mentioned. Since 2002, the bank began financing projects outside of Brazil
hired services or purchased assets of national corporations, building an international portfc
amounted to approximately US$13 billion in 2010. The basfiis increasingly international
opening offices around the world, such as the representation set up in Montevideo and the
subsidiary BNDES Ltd. in 2009, as well as the Brazilian Credit Agency for Exportations (E
Brazil) and the Foreign Tradguarantee Fund in 2010. The next year, the government authc
the bank to sponsor the acquisition and fusion of Brazilian conglomerates outside the ¢
while also negotiating a cooperation agreement with representatives of the BRICS to fa
common transaction and to formulate an institutional framework to provide funds and cre
common projects, possibly creating an international operating entity in the future.

Assessment of Key Institutions and Policies

In spite of its central role in fding and shaping Brazil’'s economy, BNDES does not ha
strong record of following international standards of financial, social and environmental inr
of its huge disbursements. This is due to the fact that the Brazilian legal system does not
obligatory for finance institutions to take into consideration environmental issues when app
credit operations. Only general legislationm such as 1981"s National Environmental Polic
the 1988"s Environmental Crimes Act, applies.

Brazilian financal institutions, however, have volunteerly adopted self normative instrun
such the Ecuador Principles. More recently (in 1995), a number of major Brazilian publi
private banks signed the Green Protocol, a Petter of Principles through whichafvevwsted
regional development banks agree to incorporate the environmental dimension in their
analysis and evaluation of projects, and prioritise actions to support sustainable develop
however, through market instruments, what may lead twrtisns into effective social anc
environmental protection.

The financial institutions together with the Ministry of the Environment agreed to:

1. Define the criteria for analysis of the environmental dimension in the allocation of ¢
and financing;

2. Prioritise projects that have greater environmental sustainability;

3. Stimulate the creation of credit facilities for companies that implement environm
management systems and processes of certification, such as 1SO 14000;

4. ldentify new mechanisms to increabe availability of financial funds for investment i
projects that fall into the category of-ealled “sustainable development’.

Transparency and External Control

The BNDES is an | FF that h a sthe lmair instrudnent fothre €
execution of t he Feder al Government 0s i
supporting progr ams, projects, construct
economic developmeit,

As such, transparency is the central tbobr t he assessment of
success, as well as essenti al for the <co

BNDES. Statute. Article 3.
http://www.bndes.gov.br/SiteBNDES/bndes/bndes_pt/Institucional/O_BNDES/Legislacao/estatuto_bndes.html
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development I n terms of the bankds presence

BNDES according to the PluAn n u a | Pl ans (PPA) is to fi
objective of reaching the &establ i ®ipendbility
through direct and indirect operations and activities by the accredited financial agents. |
past period (2002 0 1 1) , the PPAG6s devel opment str

policies that aimed to promote wealth distributitmijmprove the education system; to incree
productivity and competitiveness; to expand markets for mass consumption; to explore res
in sustainable ways; to improve infrastructure, including urban and especially metropolit
reduce regional irgualities; and to strengthen democracy and citizenship.

More specifically, the BNDES is also mentioned in the-lpudget documentLDO), when it
deals with the stateobs policy for fund:cs
agencies, which alsmclude the Bank of BrazilBanco do Brasili BB) and Caixa Econbémice
Federal CEF). In the past two preudget documents, theDOs for 2011 and 2012, the prioritie
established for the BNDES were basically the same, and are by far the most extensivehise
section (when compared to the other agencies mentined)

Among them, the following were selected on purpose for this research paper becaus
represent the investment options that the bank does not make or makes with little dedicai
the development of productive cooperatives of micro, small and meslzemtompanies, with the
goal of increasing by 50 per cent the ba
years, if demand is properly presented; (d) financing and emgiting of costs in the areas !
public health, education, the environment, including the prevention, reduction and remedia
desertification, infrastructure, including mobility and urban transportation, coastline navig
and expansion of the wah pipeline networks for gas distribution, and other public se
projects; (h) financing to support the expansion and development of the economy and ente
of local productive arrangements and cooperatives, as well as projects and ventures g
Afro-Brazilian and indigenous groups; and (i) financing job and revenue creations by me
microcredit, emphasising projects and ventures lead by-Bvfazilian, indigenous or female
groups.

Other than priorities, theDO also establishes some catimiis and obligations for the IFFs, suc
as situations in which they cannot extend or renew any type of financing or credit line
content of annual reports, evaluations on the impact of their credit operations in the reduc
inequalities and uneptoyment, and the availability, tjp-date, of this information on the
Internef™. It is interesting to note that among the four situations where financing by IFFs |
allowed, one does not apply specifically to the BNDES and the other representsieateztioice
that allows these IFFs to continue to finance ventures that are causing or corporations tr
caused social and/or development. In ter

expected for thenvironmental damages. Thesti situation does not allow public financing f
the acquisition of public assets included in the National Plan for Privatization (PND) create:
in 1990 and amended to fit contemporary objectives.22 It was through the PND, for exi
that the statdransferred his remaining shares in the privatised Compardla do Rio Doce
(Vale)to theBNDES, to be used by the bank to extend criedithe restructuring of the econom
(at the time opening up to global markets and investors) through the pricade $etheLDO,

21 DO 2011, Lei n°2.309, de 2010. Article 89, I.DO 2012. Lei n® 12.465 de 2011. Article 86, IV.

21 LDO 2012. Lei n°® 12.465 de 2011. Article 86, §§1° e 5°.
2| ei n® 9.491 de 1990. Articles 26 e 27.



however, the BNDES in exceptional caseis is allowed to finance the buyer in a privatisatic
processf authorised by a specific 1&W

The second situation prohibits IFFs to lend to or finance institutions whose directors hav
convicted of moral or sexual harassment, racism, child or slave labour and/or crimes aga
environment. The choice farasing the prohibition on a judicial conviction of individual directc
for these crimes is extremely ineffective in avoiding social and environmental damages cat
ventures or enterprises financed by IFFs. Its ineffectiveness is multifold: not otiigsidcrimes
require material proof for a conviction, but they are also of a personal nature that involv
individual directors and not the compani
slow and inadequate to respond to potentiadaival social and environmental damages that
being financially supported by public funds through IFFs.

The bank itself also has its own legislatiothe Statute and other norfié and has, since 200€
increasingly offered important information ats activities, disbursements and investme
options, through midandendy ear reports or reports on d
such as a trimestral balance of their application of funds obtained through the transfers fr
National Teasury( A Apl i ca- «0o dos Recursos Financei
and an annual aggregated rep&elatorio de Gestso do Exercicio de 2pFwhich includes the
subsidiaries BNDESPAR and FINAME, but not the BNDES Ltd. These reports anedalt the
tab of ABNDES Transparento (BNDES Transcg
informati on on t he BNDESO® operations,
environmental responsibility, ethical governance, descriptadnthe m nk 6 s f i n £
financial resource applications, operational statistics, among other themes.

In regards to the application of the funds obtained through the National Treasury, the re
extensive, but coversi-most importantlyi the evolution of these funds since 2009 and all 1
legal instruments that allowed the transfers in public debt bonds, such as the Prov
Measures (Medidas ProvisoriadviP) and the laws that validated them. A table is presented
all the seven MPs (upntil 06/21/2012), their interest rates and the total amounts obtained
therefore, owed. These amount to over R$250 billion (US$120 billion), and the next sect
the report examines their applicatfdn

2 DO 2012. Lei n® 12.465 de 2011. Article 86, §2°.

2*BNDES System Legislation.
http://www.bndes.gov.br/SiteBNDES/bndes/bndes_pt/Institucional/O_BNDES/Legislacao/.

% BNDES.Relatério @& Gestéo do Exercicio de 2011.
www.bndes.gov.br/SiteBNDES/export/sites/default/bndes_pt/Galerias/Arquivos/empresa/download/2011 Ratat C
BNDES BPAR_FINAME.pdfi n nimA a | Bal ance Publicationso
http://www.bndes.gov.br/SiteBNDES/bndes/bndes_pt/Institucional/BNDES_Transparente/Processos_de_Contas_

% BNDES. Relatério de Gestéitn Exercicio de 2011. Pg. 41.
www.bndes.gov.br/SiteBNE S/export/sites/default/bndes_pt/Galerias/Arquivos/empresa/download/2011_Relat Ge
BNDES BPAR_FINAME.pdf.

27 See Table IV in pg. 12. BNDES. Relatério Gerencial Trimestral dos Recursos do Tesouro Nacional. 3° Trimestr
2012. Published October 2012.
www.bndes.gov.br/SiteBNDES/export/sites/default/bndes_pt/Galerias/Arquivos/empresa/download/Relatorio_Rec
Financeiros_3trimestre2012.pdf .
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According to another table, the portfolio of projects selected to receive the funds is con
47.6 per cent by transfers through FINANEvhich means they support operations of product
and commercialisatioof new machinery and equipment produced nationally, through ind
accredited financial institutions and 20.1 per cent through FINEMwhich groups the large
scale investment projects in which the bank invests directly or indirectly with values $ter
million (US$4.8 million) in ventures that intend to implant, expand, modernise or recug
fixed assets in the industrial, commerce, service, agriculture and cattle raising ectors.

The report does not specify exactly the final beneficiarieh®ffunds and the amount loane
although it later briefly mentions the major corporations and activities that received tlse
with no numbers presentéd.The only values regarding the destination of these funds
presented for the investments canéal in the Growth Acceleration Program (PAC), whi
amount to R$38 billion (US$ billion) of the total funds disbursed by BNDES the period bet
2009 and 2012 over R$250 billion (US$ billion). Through PAC, Petrobras alone recei
R$10.4 billion (US$5billion) along this period and the second largest beneficiary is its
refinery, Abreu e Lima S.A., as part of a industpalt complex in Northeastern Brazil, whic
received R$9.9 billion (US$4.7 billior}.

The improvement in transparency practioasthe part of the bank, still contrasts, however, w
incidents in which the BNDES has refused to disclose informétiespecially regarding indirec
investments and funding sent abrdathased on the argument of banking sectedyegarding
projects o enterprises outside of Brazil, there is nearly no information accessible to the g
public other than aggregated values of contracts organised by country, but as the bank
fidirect operations in the For efcgdiorinaadnhg of
foreign public entities with the objective of enabling the export of Brazilian goods and ser
international contracts subject tod%confi

Regarding governance practices, the banlstnadopt public principles like all SOEs and i
corporate management is controlled and examined by their own fiscal council, and both
Federal Court of Auditors (TCU), which is the Brazilian external audit entity, and the Ge
Comptroller Office(CGU)Tt he countrydéds internal audit
TCU has the power to initiate actual legal procedures if any improprieties are proven, wh
CGU has no actual enforcement attributions. The-yaad report published bgovernment
examines the BNDES in two separate moments: first, in the fiscal and social security
together with the other public fomentinag

%8 SeeTable V in pg. 13. BNDES. Relatério Gerencial Trimestral dos Recursos do Tesouro Nacional. 3° Trimestre
2012. Published October 2012.

2 pgs 23 thru 32. BNDES. Relatério Gerencial Trimestral dos Recursos do Tesouro Nacional. 3° Trimestre de 20
PuHished October 2012.

%See Graph XVIIl and comments in pg. 22. BNDES. Relatério Gerencial Trimestral dos Recursos do Tesouro Na
3° Trimestre de 2012. Published October 2012.

®ABNDES resists auvdltCompfroml ehe QGehece (CGU) O
http://m.estadao.com.br/noticias/impresso,brgssstea-auditoriada-cqu,456259.htm.

*2BNDES. Contratagdes ppais Janeiro a dezambro 2009.
http://www.bndes.gov.br/SiteBNDES/export/sites/default/bndes_pt/Galerias/Arguivos/consultas/ProjetosAEX2009




plan for the next five years and the expenditures made with resources from this budget
second, in the investment budget, alongside other SOEs and among the federal fi
institutions (IFF). Regarding the first reference to BNDES, the balances fenditmre with
contracts and transfers are categorised by region and investment area, followed by a
evaluation of the bankés allocations. I n
more aggregated and comparative manner, and theESNIB directly referred only when the
balance is discriminated by SOE and sector. The table below, from the investment budc
2 0 1 0 6year 2pod, illustrates how much the bank has grown in significance over the pas
years, surpassing other IFHe Basa and BNB to become the third largest SOE in the sector.

i mportant to note that these values, ho\
expenditures, but only the part of their executed expenditures related to funds fron
gove nment 6s investment budget.

Table: Executed investment budget by SOE between 2006 and 2010 in R$ 1000s>

Corporations 2006 2007 2008 2009 2010
Value (R$ % Value (R$ % Value (R$ % Value (R$ % Value (R$ %
thousand) thousand) thousand) thousand) thousand)

BB 442.180 42.8 688.574 61.8 1.148.253 67.9 1.349.439 | 67.0 1.770.674 | 71.9
CEF 480.360 44.3 337.594 30.3 438.023 25.9 462.342 22.9 584.621 23.7
BNDES 9.455 0.9 7.967 0.7 37.816 2.2 17.408 0.9 52.873 2.1
BNB 33.331 3.2 32.090 2.9 14.356 0.8 37.471 1.9 21.142 0.9
Basa 70.377 6.8 25.959 2.3 15.184 0.9 5.589 0.3 19.353 0.8
IRB-Brasil RE 9.152 0.9 7.404 0.7 11.908 0.7 5.269 0.3 13.134 0.5
FINEP 140 0 466 0 337 0 6.847 0.3 1.163 0
BNC 0 0 0 0 0 0 130.611 6.5 0 0
Besc 9.068 0.9 13.762 1.2 24.508 14 0 0 0 0
BEP 1.570 0.2 460 0 342 0 0 0 0 0
Total 1.033.633 100 1.114.277 100 1.690.726 100 2.014.977 | 100 2.462.960 100

BNC incorporated in 11/30/200Besc incorporated in 09/30/20@EP incorporated in 11/28/2008
Source: MP/DEST/SIEST

The auditorés report al so cont e ngxtl aad provides
critical information on what is still no
section dedicated to credit policies, the TCU points out that in 2010, the credit operations |
national financial system (SFN) reachbe highest rates in Brazilian history, mounting to R$1.
trillion and representing 46.4 per cent of the GNP. The allocation of resources to the BNDI
this area (credit lines) has increased in 44 per cent since the previous year and came
R$179.8 billion (US$87 billion) in 2010. Additionally, other bank operations are direct
subsidised through subventions by the National Treasuayp estimated R$9 billion (US$4.3
billion) between 2009 and 20i0and many of the credit concessions made by BNDEIS low
interest rates are at least 10 pent subsidised by public funds. TCU emphasises that financ
and credit benefits offered by the bank to enterprises and entrepreneurs are not fully captu
the controlling and tributary authorities.

3An approximate amount in dollacsn be reached roughly by dividing these values by two. Found iYé&ard
ReportPrestacédo de Contas da Presidéncia da Repub#i6a0.
http://www.cgu.gov.br/Publicacoes/PrestacaoContasPresidente/2010/Arquivos/PCPR2010.pdf .




The movement towards transparency was further strengthened by the new Law for Public
to Information, which demanded the creation of a service dedicated to informing inte
citizens (SIC) and a proper procedure for information demands. The afpliof this law is
already visible in the BNDES6 structure
organised list that redirects browsers to the available information, such as audit r
expenditure balances, contracts and agreements, fiostéliframework, programs and project
frequently asked questions, and other topics. To solicit information that is not available
website and published reports, any citizen or organisation can fill a specific form to de
access, though the baaknphasises that information will not be disclosed if it demands additi
analysis, interpretation aonsolidation of data or deals with services or productions that art
of BNDES® competence. They will a d asopersomwat,
secret, confidential or reserved, as well as other information classified as fiscal, ba
professional, judicial, and so on.

Social Control and Participation

Pressure for more transparency and acco
i nvest ment options have grown proportion
social and environmental spheres of ventures with credit or capitlisom the BNDES
strengthened the demands for clearer objectives, civil responsibility and financing withdraw
2007, discontentment in social movements and sectors culminated with the presentatior
BNDES Platforma document prepared by thyirof the most representativesocial organisatic
assessing the bankds performance and dem
justice and environmental protection.

This document pointed to the necessity of establishing mechanismssdiat control over the
bankés activities and of diversifying ani
comments contained in thelatform had four main (i) publicity and transparency; (ii) soci
participation and control mechanismisi) the adoption of social and environmental criteria in t
el ection process of projects for funding
priorities through new sectorial policies.

Until 2009, thePlatformmai nt ai ned a direct channel wi
main purpose of pushing the agendas of adopting (a) a transparency policy regarding infol
on all projects and funding, and (b) social and environmental impact criteria for jbetprthe
bank finances, especially in the hydroelectric and ethanol production sectors. Throug
dialogue, the BNDES did little to reorient his policies and to enforce these criteria on ex
contracts, which indicates that the bank does not assamnye social or environmenta
responsibility over the ventures it finances.

The objective of thaBNDES Platforrwas mor e t han exercising
budget and balances, wishing to create a more democratic governance of its resoeroésh©
main points of the document is that the BNDES does not disclose the totality of its port
especially of private investments and allocations,



especiallyof private investments and allocations, which the bank has begun publishing, Iz
clarity, in 2008. That same year, the ba
the Environment, committing to adopt social and environmental criteréa whlecting projects
and enterprises for credit extensions or funding. The bank also restructured its environ
policies, adopting in 2010 a specific soedalvironmental policy within its operations, nut st
has not established strict goals and soees to be taken, meanwhile still financing hitgk or
impact ventures.

It is important to note that thelatformdid not succeed in pushing BNDES criteria ahead du
internal disagreements of this front of social organisations and to the reaff latshdrom the

bankés side to move towards a modern way
environmental responsibilities. More recently, other initiatives from the side of civil so
organisations have again approached BNDES bt avipolitically limited view and not trying

to push ahead BNDES’s general critériaut rather focusing on the issue of transparency, thi
already a matter of Brazilian legislation.

These changes came about i n Sustairmble cEovirdnraentt
Management (SEM) project for Development Policy Loan (DPL), which in 2009 approv
transfer of US$1.3 billion of IBRD funds to the BNDES in order to finance the improveme
effectiveness and efficiency of policies and guieti of the Brazilian SEM system and tl
further integration of environmental sustainable development principles in the agenda
economic sectors. This loan followed another, previous, fund transfer from IRBD destir
create more efficiency and cetg to the environmental licensing process (called TAL SAL).

In this socialenvironmental policy, the bank commits formally to the Brazilian environme
legislation, observing the proper thistep procedure for licensing the projects they final
(previous, installation and operation licenses), and to the evaluation and compensation of
impacts. The institutional advances were made mostly in the creation efsssksment
instruments, but still does not clarify the contractual mechanismsotiige enterprises anc
entrepreneurs to mitigate and correct expected and unexpectedesmiahmental impacts,
neither the monitoring and control proce:t

The bank has began producing sectoral sagiglironmental guidelines, in order to exter
technical support to the different BNDES units that analyse these aspects of the pi
beginning with the sugar and alcohol sector, followed by soy production and cattle gr
sectors. According to the banthese guidelines should serve as orientations and its conter
not create additional obligations other

board of directors resolutions. The BNDES has also developed an environmental classii
with three categories that grade the ventures in terms of risks and impacts. The policy det:
that these environmental categories establish different procedures in terms of bfothdprg
project analysis and mo nbutiomostreasesahfese tldssficatic
do not mean any contractual changes, nor do they represent effective obstacles to the oc
of irregularities, disasters, violations or negative impacts of social rights and environmental
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The bank only established additional obligations in terms of senidtonmental criteria in three
specific economic sectors: (1) of ethanol production, in which the bank cannot finance ve
located in the Amazon or Pantanal biomes; (2) of thermoelectric and fuel production, for
there are restrictions regarding emission of particles intotthesphere; and (3) of cattle growt
and meat production, that must maintain the cattle traceable and a complete list of su
These obligations, however, depend on ea
not dispose of instruments fordependent monitoring of their observance.

I n regard to the bankds | egal r es p d sughab its
obligation to avoid, compensate and mitigate eventual damages or imgeizilian legislation
establisheshe responsibility of financing agents in relation to the enterprises that violate h
and environmental rights. This civil and administrative responsibility is clear in the law
disciplines the Natioal Environmental Policy (PNMAY which also detemines that the
financing agent must observe if there are the necessary licenses for the venture and if
obligations created by these licenses are being ob2y&do, any corporation or financia
institution is subject to penal responsibility imetcase of environmental crimes, including
president, directors, administrators, board members, auditors and others that are directly i
with or that fail to avoid the impact and damages cafised

The main argument contrary to the responsibitifyfinancial agents is the identification of th
legal causal link between the financing and the damages caused by the enterprise. Althc
argument has some legal basis, it does not apply to the BNDES, since it finances 60 per ce
percentofte projectsd values, t h and therafoee, the dammge
causes depends on the bank, implicating its complete responsibility. The BNDES, other
being decisive for most of the enterprises it finances, also holds shamssinof these
corporations or in the conglomerates or
direct and indirect responsibilities.

Despite the referenced legal and institutional framework regarding social and environi
protections, th BNDES continues to finance ventures that involve high risks and costs in
areas. In theory, the PNMA allows the application of legal penalties on project financers tt
placing responsibility for damages, but the judicial system is yet to enfoese legislative
possibilities. Up until 2007, there were only two known decisions on the matter, made by
the Federal Regional Courts, in which Caixa Econémica Federal (CEF) and the BNIf#HS
public financial institutions (IFFsj were defendas, but absolved of any responsibility. Tt
proceduresgainst the BNDES were initiated by a group of local people who had suffered :
and environmental damages that resulted from a mining venture financed by the bank. The
Pr os ecut oowewr, had dedlareae that the bank can only be held accountable if evi
of the bankds previous knowledge of the
there 1is no jurisprudence on a fiafthenjudieial
recognition of this legal mechanism has moved organisations to pressure the public offices
propose proceedings against these financers, especially public ones like the BNDES and
turn, these IFFs have gradually began enforpimyentive measures to avoid this possibility, li
improving their scrutinising procedures for projects with environmental risks and dema
better guarantees and preventive and darsagéol policies from the enterprises.

34Law n° 6.938 of 198Mttp://www.planalto.gov.br/ccivil_03/leis/L6938compilada.htm
% Article 12 of the Law n° 6.938 of 1981.
3 Articles 2and 3 of Law n° 9.605 of 1998tp://www.planalto.gov.br/ccivil_03/leis/L9605.htm



http://www.planalto.gov.br/ccivil_03/leis/L6938compilada.htm
http://www.planalto.gov.br/ccivil_03/leis/L9605.htm

The BNDES Platformhas worked towards exposing these contracts in hope of avoiding fu
social or environmental damages, like the legal representation sent to the Federal
Prosecutors Office about the ThyssenKrupp CSA, the largest steel anddustrial complex in
Latin America. In this case, BNDES has already liberated 90 per cent of their pledged fir
support of US$1.2 billion even though the venture has innumerable social and environ
risks and was not given the right operationakfise. The contract between the bank :
ThyssenKrupp, which enabled the legal action by Ptetform, was obtained by one of it
institutionsi thelnstituto Mais Democraci# through the Law for Public Access to Information
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Development Finance in India

Wikimedia CommonsCC BY¥-SA 3.0

Setting the Context

Until recently, India offered an exemplary instance of the use of development banking
instrument of late industrialisation. The turn to and emphasis on development banking
immediate aftermath of Independence can be explained with referenteo teharacteristic
features of the Indian economy at that time: one, the inadequate accumulation of own ca
the hands of indigenous industrialists; and two, the absence of a market faerdon§nance
(such as bond or active equity markets), wHiohs could access in order to partially finance a
capitatintensive industrial investment.

This financial structure reflected the underdeveloped nature of the economy in terms of the
low levels of domestic saving and investment. As a resulfjrtbacial structure was inadequate
diversified. In terms of the share of financial assets, the Reserve Bank of India dominated,
per cent of the total, followed by the commercial banks collectively owning 26 per cent at
Imperial Bank with &er cent. The gradual decline of the exchange banks, which were estat
to finance foreign trade, had reduced their share of assets to 5 per cent. Postal ¢
cooperatives and insurance companies accounted for 4 per cent each, while pensio
accounted for a mere 2 per cent. Thus, excluding the central bank, banks overwhel
dominated the financial structure (Goldsmith 1983).

The extent to which banks could be called upon to assume the responsibility of financinc
term investments isriited. Banks attract deposits from many small and medium (and, of cc
large) depositors, who have relatively short savings horizons, would prefer to abjure incor
capital risk, and expecheir savings to be relatively liquid, so that they can &&ly drawn as
cash. Lending to industrial investors makihgnpy investments, on the other hand, requi


https://en.wikipedia.org/wiki/Hyderabad#/media/File:Hyderabad_Financial_district,India.jpg

allocatinglarge sums to single borrowers, with the loans being risky and substantially illi
Getting banks to be prime lenders for industrial (and infrastructural) investment, therefore,
in significant maturity, liquidity and risk mismatches, limitingetrole that banks can play i
financing longterm productive investment. Other sources need to be found.

Development Finance Institutions

The situation described above resulted in a shortfall in the availability oftésrgfinance in a
bankdominated financial system. This was the gap that the stegated or statpromoted
development banking infrastructure sought to close. That infrastructure was created
relatively long period of time and was populated with multiple institutions, often with
different mandates. Funds for the development banks came from multiple sources other t
6open mar ket 6: the governmentds budget,
subscribed by other financial institutions. Given the reliancegavernment sources and tt
implicit sovereign guarantee that the bonds isquethese institutions carried, the cost of capi
was relatively low, which facilitated relatively lower cost lending for lo@ign purposes.

These development finance instituts (DFIs) were very different from banks, and we
modelled along the lines of the Kreditbanken in Germany during its industrialotik
(Gerschenkron 1962). Unlike the latter, they lent not only for working capital purposes, |
finance longterm investment as well, including to capiatensive sectors. Having lent for lon
periods of time, they are very often willing to lend more in the future. Since such lending
leads to higher than normal ddbtequity ratios, development banks closely itmm the
activities of the firms they lend to in order to safeguard their resources, which results in a
form of firel ationship bankingo. Oof t en,
companies who then havetiorming and firencek ef tiie scompanie
involved. This enables corrective action to be undertaken early, as soon as signs of e
decisionmaking or operational shortcomings are observed.

Given the role taken on by the development banks, they couktomtvith the mere provision o
financi al resources. They often needed t
class for drawing up project plans, identifying technology, implementing the project and
operating plants. This requir@sore than just financial expertise, so that development ban
institutions built up teams of technical and managerial (as well as financial) experts, whc
involved in decisions on lending and therefore in deciding on the nature of the investnign
close involvement has made it possible for these institutions to invest in equity as well, re
in them adopting the unconventional practice of investing in the equity of firms they are ex
to as lenders. This would, in other circumstancegdosidered an inappropriate practice, sinct
could encourage development banks to continue lending to insolvent institutions as th
investors in the firms concerned, and could eventually suffer significant losses due to closu

Given their potentiarole as equity investors, development banks provide merchant bai
services to firms they lend to, taking firms to market to mobilise equity capital by underw
equity issues. If the issue is not fully subscribed, the shares would devolve orddmeriter,

increasing the equitgxposure of the bank. Firms using these services benefit from the repu
of the development bank and from the trust that individual and small invesoesin theb a n k
ability to safeguard their investments by moriitg the firms concerned on their behalf as well




Thus, development banks lend and invest. They leverage lending to influence investment d¢
and monitor the performance of borrowers. They under@akespreneurial functions, such ¢
determining the scale of investment, the choice of technology and the markets to be targ
industry, as well as extension functions, such as offering technical support. In other word
are a component of the fincial structure that ensures that lending leads to productive invest
which in turn accelerates growth and makes such lending sustainable.

The Indian Experience

I ndi aés experi ment with devel opment bank
Finance Corporation of India (IFCI) in July 1948, and continues to this day, even
considerably diminished form. The evolution of development banking occurred in three p
The first phase, which involved the creation and consolidation of aitd#rgstructure, began witr
Independence and extended to 1964, when the Industrial Development Bank of Indi
established. As institutions were established, the scope of development banking in India inc
but even in 19701 disbursements by all famcial institutions (including investment institutior
such as the Life Insurance Corporation [LIC], Unit Trust of India [UTI] and General Insur
Corporation [GIC]) amounted to just 2.2 per cent of gross capital fornation.

The second period stretché@m 1964 to the middle of the 1990s, when the role of the C
gained in importance, with the assistance disbursed by them amounting to 10.3 per cent ¢
Capital Formation in 19901 and 15.2 per cent in 199@. Thirdly, after 19934, the importane
of development banking declined. This was particularly sharp after-@D0@s liberalisation
resulted in the exit of some firms from development banking and in a reduction in the res
mobilised by other firms. By 20112, assistance disbursed by thFIs amounted to just 3.2 pe
cent of Gross Capital Formation.

In the first two periods, the nature of the DFIs, their mandate and the way they obtained re:
marked them out as entities that were part dirmiste regime. During those years, thadian
government followed a highly interventionist development strategy, with controls on trad
foreign investment, regulation of investment choices and decisions, strong exchang
management and a large public sector.

It is true that even duringhis period the World Bank, the Asian Development Bank,
International Financial Corporation and bilateral aid institutions were important provide
finance to I ndia. But they did not appro’
was even wary of |l ending to the public se
institutions were also important from th
independent strategy, however inadequate that may subsequarmlprioved.

However, the institutional changes needed to successfully implement the strategy
interventions sought to advance were never made. This was especially true of land reform,
of which was seen as crucial because productivity incrieaagriculture was hampered by lar
monopoly and predatory absentee landlordism.

! Figures computed from information provided in Tables 13 and 83 of Reserve Bank of India (2013).



Moreover, t he dihseévelopedcountriesctradughlan emphésis an fattasgd
industrialisation meant that there was considerable neglect of agriculture, which was se:
fibargain sectoro that would deliver addi
newer-implemented institutional changes such as land reform and subsemagrarativisation
(Chandrasekhar 2011). Further, there was little concern for sustainability and the enviro
with large projects (such as big dams, chemical plants, power @r@adtlarge scale mining
being pushed through despite their adverse environmental effects, with little effort me
mitigate those effects.

The Transformation of Indian Finance

The pattern of financing of investment began to change in the 1980s whenattebility of

foreign finance from the private financial market (as opposed to the bilateral and multil
development aid network) opened up, largely because of changes in the international fi
system. That access was seen as providing anrtopfiy to pursue a more outwaodiented

development strategy based onrallind liberalisation and deregulation. The balance of paym
crisis of 1991 served as the trigger for that transition. An important component of the re:
fiec onomi casrimaicallibaalisation that provided for a growing role for domestic
foreign firms in the financial sector, and offered all financial institutions greater flexibilit
mobilising resources and lending and investing them. It was at this padinh#s@ domestic ant
foreign private institutions resented the ability of the DFIs to obtain concessional finance tc
their mandate, and thereby compete with them and keep them out of areas that they wer
least interested in entering, but watow looking to enter.

The resulting pressure to create a 6l eve
because that was unavoidable but because of its own commitment to liberalisation reflecte
Narasimham Committee reports of thed@8 (especially Narasimham 1998), triggered the prot
of transforming leading development financial institutions into commercial banks, starting
the Industrial Credit and Investment Corporation of India (ICICI) in 2002 and the Industrial
ofind a (1 DBI) in 2004. Though the period s

the heyday of development banking and during its early phase of decline is a significant re
for any assessment of the role that specialised institutamglay in the development process.

The Institutional Framework

Over the years, India has created a rather elaborate development banking structure. A nt
development banks were established over time, catering to different segments of industry
different regions or just adding to the stock of institutions engaged in this activity. The pt
started immediately after Independence, with the setting up of the Industrial Finance Corp
(IFCI) in July 1948 to undertake long term tefimancing for industries: In addition, State
Financial Corporations (SFCs) were created under an Act that came into effect from Augus
to encourage stalevel, small and mediumized industries with industrial credit. In Janus
1955, the Industrial Credénd Investment Corporation of India (ICICI), the first developm
finance institution in the private sector, came to be established with the encourageme
support of the World Bank in the form of a letegm foreign exchange loan; it was also badked

%]n 1975, the IFCI set up a Risk Capifdundation in the form of the IFCI Venture Capital Fund to provide
loans to first generation and technocrat entrepreneurs. IVCF later managed funds of the Venture Cap
Scheme of the Unit Trust of India.




a similar loan from the US government financed out of PL 480 counterpart*fuiisune 1958,
the Refinance Corporation for Industry was set up, which was later taken over by the Inc
Development Bank of India (IDBI). Other specialised financial institutions that were se
included the Agriculture Refinance Corporation (pRural Electrification Corporation Ltd. an
HUDCO. Two other major steps in institution building were the setting up of IDBI as an
termlending institution and the Unit Trust of India (UTI) as an investment institution; |
commenced operations July 1964 as subsidiaries of the Reserve Bank of India.

That the development banks were special institutions was reflected in the role the central bi
in the developmerinancing infrastructure. An Industrial Finance Department (IFD) v
establishd in 1957 within the Reserve Bank of India (RBI) and the central bank b
administering a credit guarantee scheme for setalle industries from July 1960. With a view
supporting various tertfinancing institutions, the RBI set up the National IndaktCredit
(Long-Term Operations) Fund from the year 193!

There were also new initiatives at the state level in the 1960s. State governments sett
Industrial Development Corporations (SIDCs) to promote industrial development in
territories Subsequentl vy, with evidence of gro
Reconstruction Corporation of India Ltd (IRCI) was established in 1971, and converted
statutory corporation named the Industrial Reconstruction Bank of Ind@8k, With the specific
objective of reviving sick and ailing industrial units. Originally established by an Ac
Parliament, it was incorporated under the Companies Act in 1997.

Specialised financial institutions set up after 1974 included NABARD (1884M Bank, which
took over some functions related to exparitnted units from IDBI (1982), Shipping Credit ar
Investment Company of India (1986) (later merged into ICICI Ltd. in 1997), Power Fin
Corporation and Indian Railway Finance Corporatiorf8@), Indian Renewable Energ
Development Agency (1987), Technology Development and Information Company of In
venture fund later known as IFCI Venture Capital Funds Ltd. and ICICI Venture F
Management Ltd. (1988), National Housing Bank (1988}, Tlourism Finance Corporation c
India, set up by IFCI (1989), Small Industries Development Bank of India (SIDBI), with funci
relating to the micro, medium and small industries sector taken out of IDBI (1989), North E
Development Finance Corpoi@t (NEDFi) (1995) and IDFC (1997).

According to the RBI&s Working Gr oup -laiaorl
state/regional level institutions depending on their geographical coverage of opel
Functionally, allindia institutionscan be classified as (i) teflending institutions (IFCI Ltd.,
IDBI, IDFC Ltd., 1IBI Ltd.) extending longerm finance to different industrial sectors, (i
refinancing institutions (NABARD, SIDBI, NHB) extending refinance to banking as well as |
bankirg intermediaries for finance to agriculture, SSls and housing sectors, (iii) -se
specific/specialised institutions (EXIM Bank, TFCI Ltd., REC Ltd., HUDCO Ltd., IREDA Lt
PFC Ltd., IRFC Ltd.), and (iv) investment institutions (LIC, UTI, GIC, IFCI VeatCapital
Funds Ltd., ICICI Venture Funds Management Co Lt8tate/regional level institutions are
di stinct group and comprise various SFCs,

3 Public Law 480 enacted in 1954 in the US allowed ferubke of surplus agricultural produce (especially whe
from the US as food aid to developing countries through sale at concessional terms including payment
currency, with the local currency funds being used for US diplomatic and developmendigxgein the country
concerned.



The average annual assistance provided by the leading development financial institutio
from Rs. 29 million during 19482 to Rs. 137 million during the five years that followed (19t
57) and Rs. 450 ntion during 195862. This growth then accelerated to take the annual ave
assistance to Rs.1088 million during 19&3and Rs. 1442 million during 1944 (Kumar 2013).

But the postl972 period witnessed a phenomenal rise in financial assistancelqadw these
institutions (including investment institutions), with the average annual assistance disburset
from Rs. 2.5 billion during the period from 1972 to 197374 to Rs. 25.8 billion during 19881
to 198283, Rs. 199.65 billion in 19991 © 199293, Rs. 542.28 billion in 20001 to 200203
and Rs. 925.39 billion in 20101 to 201213 (RBI 2013: Table 83). The figures adjusted 1
inflation (using the deflator for capital formation in the National Accounts Statistics) are R
billion during the period from 197¥2 to 197374 to Rs. 16.1 billion during 19881 to 198283,
Rs. 41.3 billion in 199®1 to 199293, Rs. 83.8 billion in 20001 to 200203 and Rs. 137 billion
in 201011 to 201213.

As is clear from Table 1, disbursal of assis@by altindia institutions rose continually till 2000
01, after which it collapsed, as the DFIs were transformed or closed. Even small Hidcissed
financial institutions saw a decline after 2000 for a short period, but registered a robust re\
the SIDBI took on an important role. The other major change was the growing importance
investment institutions (the LIC, GIC and UT]I) in financing development. What needs to be |
however, is that even these institutions were publicly owneltaat till the collapse of UTI in
1998.

Table 2 provides a picture of the relative roles of different kinds of institutions in develog.
financing since 1970, by which time the various development financing institutions had
established and consdéited. In the early 1970s and till the end of the 1980s, the All It
Financial Institutions (IDBI, ICICI, and IFCI) dominated disbursals of resources, accountir
between twethirds and almost threguarters of total disbursals. During this time thecsalised
institutions set up to support small and medium industries at the state and national levels |
the SFCs and the SIDCOs) accounted for between 15 and 30 per cent of disbursals
investment institutions (LIC, GIC and UTI) saw their shasing from less than 10 to about 2
per cent.

In the second phase, stretching from the start of liberalisation to the transformation of the
and IDBI into a commercial banks (20@R04), the share of the All India Fls fell from twhirds
to just 30per cent, that of the small industry financing institutions remained more or less :
and that of the investment institutions rose to pick up the slack. Finally, after 2004, the shart
All India Fls collapsed to a low of 1.7 per cent in 212 and that of thesmall industry financiers
and he investment institutions rose 46 and 52 per cent respectively.

The importance of these institutions is clear from the fact that their investments (disbursal
proportion of Net Domestic Capital Forri@at in India rose from less than 5 per cent in the et
1970s to around 24 per cent in 260D Over 70 per cent of sanctions went to the private sec
and took the form ofoans as well of underwriting and the direct subscription of shares
debentues.Aggregate disbursals as a ratio of net capital formation in the private sector rost
24 per cent in 19701 to 80 per cent just before the 19&1sis. The rod of some of these

4 Computed using figures from RBI (2013).




organisations, such as the IFCI and the IDBI, was particularly important in promoting ca
formation. This provision of longerm industrial finance was indeedrajor source of support for
investments in the country, and constituted an important way in which the limitations of
financial structure as it evolved under colonialism was sought to be addressed, and financ
made a tool of development.

Table 1: Disbursals by Principal DFIs by Category (Rs. Billion)

All India Small Special Venture Investment Instns
Fis industry purpose
Fis

IDBI, SIDBI, 11BI, IVCF, LIC, GIC, Total

ICICI, SFCs, SCICI, ICICI UTI

IFCI SIDCs TFC Venture
197071 1.04 0.45 0.00 0.00 0.13 1.62
197172 1.34 0.54 0.01 0.00 0.07 1.96
197273 1.49 0.61 0.04 0.00 0.20 2.34
197374 2.12 0.75 0.05 0.00 0.28 3.21
197475 2.86 1.06 0.08 0.00 0.62 4.62
197576 3.19 1.25 0.05 0.00 0.32 4.82
197677 4.64 1.40 0.11 0.00 0.45 6.60
197778 5.59 1.52 0.09 0.00 0.59 7.80
197879 8.01 1.95 0.13 0.00 0.52 10.61
197980 9.80 2.70 0.13 0.01 1.87 14.50
198081 15.53 3.73 0.17 0.01 1.61 21.03
1981-82 19.38 5.09 0.28 0.01 2.32 27.09
198283 20.73 6.12 0.38 0.01 2.03 29.27
198384 25.35 6.72 0.41 0.01 3.65 36.14
198485 28.65 7.95 0.55 0.01 5.08 42.24
198586 36.84 9.73 0.68 0.02 8.98 56.24
198687 44.06 12.17 0.95 0.03 9.39 66.60
198788 54.33 13.91 1.62 0.04 11.53 81.43
198889 54.65 15.27 2.54 0.08 16.12 88.67
198990 76.00 17.02 3.80 0.15 16.52 113.48
199091 80.43 37.08 3.60 0.19 28.39 149.68
199192 97.25 42.43 4.04 0.26 42.09 186.07
199293 117.59 43.98 7.30 0.33 94.00 263.21
199394 146.72 49.37 12.74 0.32 78.77 287.92
199495 203.90 63.22 19.76 1.11 65.14 353.12
199596 223.79 89.51 31.60 0.63 65.01 410.54
199697 278.06 88.69 7.32 0.45 71.23 445.76
199798 366.27 87.67 13.40 0.38 86.12 553.84
199899 385.15 100.86 18.21 0.29 96.47 600.97
199900 461.67 105.47 15.51 1.48 127.64 711.78
200001 512.98 100.85 17.70 1.93 127.93 761.39
200102 379.18 76.69 11.55 7.82 116.49 591.73
200203 83.95 94.94 11.87 3.96 79.02 273.73
200304 52.65 52.71 22.87 3.61 169.89 301.73
200405 62.75 61.88 0.72 0.00 89.72 215.06
200506 1.87 91.00 0.88 0.00 117.71 211.46
200607 5.50 102.25 1.20 0.00 277.57 386.53
200708 22.80 150.99 1.89 0.00 284.61 460.29
200809 33.12 283.18 2.76 0.07 623.57 942.70
200910 60.45 319.42 2.93 0.27 537.60 920.67
201011 84.00 387.96 3.79 1.30 401.42 878.47
201112 56.80 418.12 5.63 2.86 519.68 1003.09
201213 15.04 406.82 3.43 2.81 466.52 894.62

Source: RBI (2013), Table 8



Table 2: Shares of Different Categories of Institutions in Development Financing
Disbursals (%)

All India Fls SIDBI, SFCs, Special Venture Investment Total
SIDCs purpose Institutions

197071 64.3 27.6 0.0 0.0 8.2 100.0
197172 68.3 27.6 0.6 0.0 3.5 100.0
197273 63.9 26.2 1.5 0.0 8.4 100.0
197374 66.3 23.5 1.6 0.0 8.6 100.0
197475 61.9 23.0 1.7 0.0 13.4 100.0
197576 66.3 26.0 1.0 0.0 6.7 100.0
197677 70.3 21.3 1.6 0.0 6.8 100.0
197F78 718 19.5 1.2 0.0 7.5 100.0
197879 75.5 18.4 1.2 0.0 4.9 100.0
197980 67.6 18.6 0.9 0.0 12.9 100.0
198081 73.8 17.7 0.8 0.0 7.6 100.0
1981-82 71.6 18.8 1.0 0.0 8.6 100.0
198283 70.8 20.9 1.3 0.0 6.9 100.0
198384 70.1 18.6 1.1 0.0 10.1 100.0
198485 67.8 18.8 1.3 0.0 12.0 100.0
198586 65.5 17.3 1.2 0.0 16.0 100.0
198687 66.2 18.3 1.4 0.0 14.1 100.0
198788 66.7 17.1 2.0 0.0 14.2 100.0
198889 61.6 17.2 2.9 0.1 18.2 100.0
198990 67.0 15.0 3.3 0.1 14.6 100.0
199091 53.7 24.8 2.4 0.1 19.0 100.0
199192 52.3 22.8 2.2 0.1 22.6 100.0
199293 44.7 16.7 2.8 0.1 35.7 100.0
199394 51.0 17.1 4.4 0.1 27.4 100.0
199495 57.7 17.9 5.6 0.3 18.4 100.0
199596 54.5 21.8 7.7 0.2 15.8 100.0
199697 62.4 19.9 1.6 0.1 16.0 100.0
199798 66.1 15.8 2.4 0.1 155 100.0
199899 64.1 16.8 3.0 0.0 16.1 100.0
199900 64.9 14.8 2.2 0.2 17.9 100.0
200001 67.4 13.2 2.3 0.3 16.8 100.0
2001-02 64.1 13.0 2.0 1.3 19.7 100.0
200203 30.7 34.7 4.3 1.4 28.9 100.0
200304 17.4 17.5 7.6 1.2 56.3 100.0
200405 29.2 28.8 0.3 0.0 41.7 100.0
200506 0.9 43.0 0.4 0.0 55.7 100.0
200607 1.4 26.5 0.3 0.0 71.8 100.0
200708 5.0 32.8 0.4 0.0 61.8 100.0
200809 3.5 30.0 0.3 0.0 66.1 100.0
200910 6.6 34.7 0.3 0.0 58.4 100.0
201011 9.6 44.2 0.4 0.1 457 100.0
201112 5.7 41.7 0.6 0.3 51.8 100.0
201213 1.7 455 0.4 0.3 52.1 100.0




Policy Banks

It soon became apparent that development banking of the kind described above was not
adequate t o cat e needs.dhisidbkcausd theffitarcial staictunetmust rfos
contribute to growth by directing investment to crucial investment projects, but it must fac
broadbased development by delivering credit to sectors that might otherwise be ignored
financial sector. A typical example of this, for example, is small peasant farming. Credit to s
agricultural operations that are seasonal in delivery of produce and subject to much vola
crucial. But providing credit in small volumes to disped and often remotely located borrowe
increases transaction costs substantially. Further, the volatility of production, especiallyféu r:
agriculture, often results in costly restructuring or lasgale defaults. This implies that the rit
premum associated with such lending would also be high.

If these transaction costs and risk premiums are to be reflected in interest rates charged ¢
rates could be so high that the loans concerned cannot be used for productive purpos
implies hat returns on lending to sectors such as these would be significantly lower than n
This would require the state to intervensct
on the part of ordinary banks, set low ceilings on interest réigyeable to priority sectors an
provide a subsidy in the form of interest rate subvention. Or it could require public banks to |
low interest rates and cressbsidise such lending with returns on normal commercial operat
This would imply thatthe returns expected of such banks would be lower than a normal
Acommercial 6 benchmar k. Or it could crea
state funds at extremely low interest rates to carry out these operations.

Most countries ave found that it is best to create separate development banks to provide
term capital atneat o mmer ci al rates and fApolicy bantl
agriculture or the small scale sector where interest rates have to besasidd grace period
have to be longer. This allows different criteria to be applied to the evaluation of the perfor
of these banks, with profitability a more important consideration in the case of the former.

Thus, in the sphere of agricultural cited India, apart from setting up two funds in 1955, name
the National Agricultural Credit (Longlerm Operations) Fund and National Agriculture Cre
(Stabilisation) Fund from out of the profits of the RBI to support the cooperative credit stru
the Agriculture Refinance and Development Corporation (ARDC) was set up in
Subsequently the government established the National Bank for Agriculture and
Development (NABARD) in 1981 to provide refinance for institutions engaged in lendingain
areas and coordinating their activities. What does appear to have happened is that du
2000s, while the importance of the All India DFIs has declined, the government has tur
using the specialised policy banks to direct credit to spedideist groups while leaving the rol
of development finance to the publicly owned investment institutions, the public sector bant
below) and the private capital market.

Assessment of Key Institutions and Policies

However, till the onset of liberakligion, the development finance institutions were a key elen
of Indiabés overall devel opment strategy.
to adopt a development path that wasisual and perhaps uniqize s pi t e t lovelevelc



of per capita income, its geographical vastness, its large population and its social divers
government decided to pursue a slaté strategy of development with a central role 1
development planning, but within the framework of a mixed economygthee the private secto
an important role on the one hand, and a gferal parliamentary democracy, on the other.
of these features, especially the last, garnered interest in the Indian development exp
among observers from across the dorl

There were two important and even confli
capitalist class was still to consolidate itself in full, the state needed to support the develc
process with its own investments and channel resouocsspport the investments of the priva
sector. That is, the state had to serve as a facilitator and backer of private investment. .
since development planning had to take into account the societal goals of a spatially and v¢
unequal societythe state needed to guide investment in socially desired directions and re
private capital to ensure it also delivered social benefits rather than merely serving private ir

This was to be achieveby vesting the responsibilitjor formulating policy and monitoring
implementation in one overarching body. Thus, the Planning Commission in India beci
powerful body that not only drew up five year and perspective plans, but had an important
the policies adopted and pursued by the diffeministries and departments that it vetted ¢
monitored. Inasmuch as those policies were aimed at influencing the level and allocation of
investment, the Planning Commission had an impact on the pattern of private sector develc
Butthegoer nment 6s role was not only regul ato
the infrastructure and create capacities in sectors that were crucial to development bt
characterised by lumpy investments, long gestation lags and low rdtwaitss provided finance,
R&D support and technical assistance to the nascent industrial class. Development fin
delivered through the institutions and framework described earlier was an important compo
that institutional support.

An importan aspect of the stateds interventi
utilised. Besides using physical controls such as licensing and foreign exchange allocatiot
were four other means through which the state sought to indirectly infltbacallocation of the
nati onds savi ng semptifighasignificant part oftha esolrcgs nmpbilised by
banking system, which, other than for the State Bank of India and its subsidiaries, was
private. A Statutory Liquidity Rati (SLR), or the proportion of the net demand and ti
liabilities (or demand deposits and time deposits) of the banking system that had to be inve
gold or fapproved securitieso was specifi
1964 and rose to a peak of 38.5 per cent in 1990, before declining under the influence of ec
reform to 23 per cent in 2012. While this marked a decline in the extent -@mpton after
liberalisation, India still resorts to this policy to a far geeatxtent than other countries. Howeve
since the 1980s much of the governmento
revenue or current expenditures rather than being spent on capital formation. Since the a|
securities consisted largely government securities and public sector bonds, the governmen
in essence draftinga share of bank deposits for governmeéesignated expenditure an
investments.




Second, the government nationalised the insurance companies and used its control o\
savings they mobilised to direct resources to priority areas of investment. Third, finding i
unable to influence the allocation of resources mobilised and available to the private ba
system, the government chose to nationalise 14 banks in 1969 and another seven in
Finally, using a part of itsslhuddget drey Rr
India, the state provided development finance institutions the seed money, which they
then leverage, to undertake the financing activities they were mandated to pursue.

Financing of the DFI

Given the nature of and the rolevisaged for the development finance institutions creat
prior to 1980, it was to be expected that the government and the RBI would play an impc
role in providing them resources. In addition, public banks and the LIC and GIC would
play a role. A is made clear by Table 3, the former two sources accounted for a signifi
share of resources mobilised by all the All India Financial Institutions, especially the lea
institution, IDBI. It shows that the RBI was a major funder of the IDBI. Giusnprivate
character and the role envisaged for it, the role of the government and the RBI in finai
ICICI declined sharply after the mitB60s, as expected.

Table 3: Share of Government and RBI in Total Liabilities of Different DFls (%)

1965 1971 1975 1980
IFCI 36.75 40.84 25.20 6.00
ICICI 42.65 20.81 8.75 1.12
IDBI 82.08 80.57 71.75 47.61
IRCI 43.48 49.43
SFCs 14.63 22.09 28.78 37.54

Source: RBI quoted in Kumar (2013

Access to state funding prior to the reform meant that the development finance institutions
in a position to mobiliseesources at interest costs that were much lower than they would t
been if they had relied on market sources. This also allowed them to lend at rates thal
reasonable from the point of view of the industrial and infrastructural sectors. Thathaatde
the first port of call for finance for Indian businesses, which did substantially benefit from
financial support provided by the government in the years before the 1990s. However,
found that the big business groups were able to garner @p@tionate share of the disbursals
made by these institutions, when compared to the share of the former inppeégpital and
sales.

With the government being an important source of finance, it was to be expected that it v
exert control over the functioning of these institutions and in determining the leadershi
these organisations. This did imply that some political and panisasiderations affected the
functioning of the DFls. It also implied that these institutions were partly protected from ¢
scrutiny by members of parliament amtrutiny by members of parliament and othe
representatives of the people, since protedtiegDFIs was a means of protecting the politice
executive as well.



What is interesting is that the government did not use this influence to exert control over th
the DFIs were involved with. The DFIsy lvirtue of providing equity and credit to their clien
were eligible to have their nominees on the board of directors of the units concerned. Howe
most instances in India, DFI nominees were not merely a passive presence on the boa
tended ¢ support the incumbent management (who were their original clients) in any bati
corporate control. This meant that, even in cases were there was evidence of mismanager
proactive and corrective role of the nominees of the DFI was an excepti@was a major
failing, because it was the DFI nominees who could have a played a role in setting
environmental and governance standards and overseeing their implementation, since thi
public bodies who could ensure that social benefit matsalways trumped by the interests
private profit.

New Sources of Finance

The transformation and shrinkage of the development financing architecture after liberal
raises a question. Since the requirement for -tengn, external financing is unlikely to hav
completely disappeared, where did the rimancing come from? One source of financing was
increased role for internal funds. In fact, internal sources asicbtained profits and depreciatic
reserves accounted for a much higher share of corporate finance during the equity boon
first half of the 2000s. According to RBI figures (Chart 1), internal sources of finance v
accounted for about 30 per teof total corporate financing during the second half of the 19
and the first half of the 1990s, rose to 37 per cent during the second half of the 1990s and :
61 per cent during 20001 to 200405. Though that figure fell during 204% to 200708, it still
stood at a relatively high 56 per cent.

Among the factors explaining the new dominance of internal sources of finance, three
importance. The first of these is increased corporate surplus resulting from enhanced sale
combination ofrising productivity and stagnant real wages (Chandrasekhar 2013). The seco
lower interest burden resulting from the sharp decline in nominal interest rates as compare
1980s and early 1990s. Reduced tax deductions because of tax concasgditoapholes form
the third factor. These factors have combined to leave more cash in the hands of corporat
expansion and modernisation.

Along with the increased role for internall
generated funds in corporate financing @ =
recent years, the share of equity capi »
mobilised from the capital market iall
forms of external or outside finance has al
been on the decline. An examination of tl
composition of external financing (measure * | ,,
relative to totalfinancing) shows that the
share of equity capital in total financing thi
had risenfrom 7 t019 percent between the
second half of the 1980s and the first half
the 1990ssubseauentlv declined to Hhd

Chart 1: Sources of Funds for Indian Corporates
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10 per cent respectively during the second half of the 1990s and the first half of the last
(Chart 2). Further, between 20884 and 20087, which was a period when FIl inflows ros
significantly and stock markets were buoyant most of the time, equity camtalised by the
Indian corporate sector rose from Rs. 676.2 billion to Rs. 1.77 trillion {Ghar

Not all of this was raised through instruments issued in the stock markets. In fact, a predc
and rapidly growing share amounting to a whopping Rs. 1.46 trillion in-R@06as raised in the
private placement market involving, inter alia, negil sales of chunks of new equity in firn
not listed in the stock market to financial investors of various kinds, such as merchant
hedge funds and private equity firms. While not directly a part of the stock market boom
sales were encouragég the high valuations generated by that boom and were as in the ci
stock markets made substantially to foreign financial investors.

Private placement also helped raise debt capital. According to the Securities and Exchang
of India (SEBI), resurces mobilised through the private placement of bonds rose from Rs.
trillion in 2007-08 to Rs. 3,615 trillion in 20223. The public issue of bonds, on the other ha
mobilised just Rs. 170 trillion in the latter year. As a result of the surgeivate placement,
outstanding bondbased corporate debt in India is reported by SEBI to have risen from Rs.
trillion at the end of March 2010 to Rs. 12,901 trillion at the end of March 2013.

Chart 2: Components of External Capital

Per cent of Tatal Capital

1985-86 to 1989-90

The dominance of private placeméntnew equity issues is to be expected since a subste
number of firms in India are still not listed in the stock market. On the other handipfigeg (as
opposed to promotéreld) shares are a small proportion of total shareholding in the casangf
listed firms. If, thereforethere is a sudden surge of capital inflows into the equity maheetjse
in stock valuations would result in capital flowing out of the organised stock market in sea
equity supplied by unlisted firms. The onlynstraint to such spillovas the cap on foreigaquity

investment placed by the foreign investment policy of the government.



Chart 3: Mobilisation of Capital Through Equity Issues
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However, it is not clear whether these sourcea oaeet the financing requirements fi
infrastructural development in India. According to the official High Level Committee
Financing Infrastructure (Planning Commission 2012), infrastructural spending during the
Plan (2002/02006/07) amounted t®s. 9,161 billion at 200867 prices. On the other hanc
projections for the Eleventh Plan placed investment during 202008/12 at Rs. 20,562 billion
of which 95 per cent or Rs.19,448 billion had been realised. This compares with disbu
constanR00506 prices of Rs. 1,473 billion by leading financial institutions during the Tenth F
and Rs. 3,417 billion during the Eleventh Plan. Not surprisingly, the share of public investrr
the financing of infrastructural investment was 78 per cerinduhe Tenth Plan and 62 per ce
during the Eleventh. Thus, public funding
accounts for a significant share of infrastructural investment, though private investment ha
in importance.

One roué through which private funding occurs is pulpiivate partnerships, which have grow
in importance. According to the Planning Commission (2013), the World Bank has foun
il ndia has been the top reci pi PR)tactiaty sinéer2006
and has implemented 43 new projects which attracted total investment of US$20.7 billion in
India alone accounted for almost half of the investment in new PPI projects in devel
countries implemented in the first semesi€R2011. The Report maintained that India remair
the largest market for PPI in the developing world. In the South Asian region, India attrac
percentofregiondl nvest ment and i mplemented 43 of
this sucess is not unrelated to the willingness of the government to contribute substantii
these projects as investor and provider of support such as Viability Gap Funding under a
notified in 2006 Aviablity encbngpetitvelybitd mfeastriictune arojecis
which are justified by economic returns, but do not pass the standard thresholds of fir
returns. o (Planning Commi ssion 2013).




There is also a group of new institutions that have been set up to providedonfinance, often
created with sponsorship from the state. Important among them is IDFC, created on the |
the recommendation of the 'Expert Group @Gammercialisation of Infrastructure Projects’
1997. In 2003, IDFC raised $200 million for the India Development Fund, which wa

i nfra$bcusedrerivate equity fundbo. It

resources. By 2009, the coamy (which by then had gone public and been listed) had lent 1
than Rs. 200 billion (Rs. 20, 000 <crore)
private infrastructure financing company
cent.

Another infrastructure company set up with government sponsorship was the India Infrast
Finance Company Ltd (IIFCL), which commenced operations in 2006. The company su
infrastructure projects with direct lending, refinancing and takéoan€ing. Till the end of March
2013 the company had assisted 299 projects with sanctions of Rs. 51,88.87 billion and dis
of Rs. 265.82 billion.

In 1987, the Central Bank of India (CBI), Housing Development Finance Corporation Lir
(HDFC) and Uni Trust of India (UTI) promoted Infrastructure Leasing & Financial Services
(IL&FS) with the mandate to promote infrastructural investment in the country. As of now
Corporation, Japan (23.3 per cent), Abu Dhabi Investment Authority (11.2 per &L (9.9
per cent), Central Bank of India (8.4 per cent) and the State Bank of India (7.06 per cent)
main shareholders.

Thus, over a period of time a set of gupsblic and large private companies are being given
task of financially suppoairtg infrastructural development in India. However, thus far, the bur
of financing has fallen on the government. In fact, according to some observers the ben
infrastructure promotion are garnered by the private sector and the costs bornedyethengnt.
When projects prove unviable, public or governnegrdnsored entities suffer losses. But wh
profits are made, it is the private sector that benefits. With government finances under stre
route to financing infrastructure development npagve difficult to sustain. Public investmer
financed with tax revenues seems to be the obvious but little favoured route to infrastr
provision.

Multilateral Agencies and Infrastructure Finance

These trends on the domestic financial front haven lmemsiderably strengthened by the supp
they have received from multilateral institutions like the World Bank, the Asian Develop
Bank and the International Finance Corporation. While World Bank support for infrastru
investment in South Asia igeneral and India in particular fell from $9.5 billion in 1993 to $!
billion in 2002, partly because of evidence of damaging environmental effects, tharedma
revival since then. Currently the World Bank is engaged in setting up a new Globstrirtfrare
Facility, which will combine Bank funds with investments by sovereign wealth funds and pe
funds in securities floateldy the bank, to finance infrastructure in developing countries. The /
too hasbeen an important player and recently (ict@der 2013) approved a $7@dllion facility
to support the Government of Il ndi aés dri
the country.



Commercial Banks and Infrastructure Development

Finally, what is noteworthy is thatyith the decline of development banking and, therefore
the provision of finance by the financial institutions (which have been converted into bank
role of commercial banks in financing the corporate sector has risen sharply to touch 24 ¢
of the total in 20034. Scheduled bank credit to large and medium industries rose by 72
cent over 10 years ending in March 2a12 i.e., it grew at a compound rate of 25 per cent
annum. This compares with an increase of 266 per cent and arl growth rate of 14 per cen
over the preceding ten years. The ratio of scheduled commercial bank credit to GDP,
fluctuated in the 22 per cent range right through the 1990s, rose from there to exceed !
cent by 2012. This occurred during theripd when GDP growth accelerated. As a res
internal resources and bank finance dominate corporate financing and not equity and
development finance, which receive all the attention because of the surge in foreign instit

investmentand#h medi ads obsession .with stock ms

It is true that during this period the share of commercial bank credit flowing to industry
fallen from 48.8 per cent at the end of March 1998 to 39.6 per cent at the end of Marct
But given the sharfincrease in the overall volume of credit, this did imply that the absc
amount of credit flowing to the industrial sector was still high. The real change was i
direction of credit flow within the industrial sector, with a rising share flowing he

infrastructural sector. The figures are dramatic. The share of infrastructural lending in th
advances of scheduled commercial banks to the industrial sector rose sharply, from less
per cent at the end of March 1998 to 16.4 per cent a&rttieof March 2004 and as much as 3:
per cent at the end of March 2012 (Chart 4). That is, while the share (though not volul
lending to industry in the total advances of the banking system has fallen, the importa
lending to infrastructure withiindustry has increased hugely. Four sectors have been the
important here: power, roads and ports, and telecommunications, and more recently a |
6otherdéd category, reflecting substanti al

Under normal circumstances banks are not expected to lend much to these areas as it
significant maturity and liquidity mismatches. As noted earlier, banks draw deposits from ¢
in small volumes with the implicit promise of low income and capitk and high liquidity.
Infrastructural investments require large volumes of credit and do involve significant in
and capital risk, besides substantial liquidity risk. Increased equity flows from corporate o
net worth investors and the expamsif sources of longerm credit like a bond market are tht
necessary to support infrastructural investment.

Neither of these, especially the latter, occurred in adequate measure. Rather, the deve
financial institutions with special access to lowest financial resources, which were created
providers of long terafinance, were shut down as part of liberalisation. Hence, besides rec
to external commerciaborrowing, many infrastructural projects had to turn to the bant
system. As is to & expected, private banks have been unwilling to commit much to this

business. So it is the public banking system (besides a couple of private banks) that has
into this area, possibly under government pressure, leadiiget&ind of losses thawere

exemplifiedby thecollapse of Kingfisher Airlines.




There have been two other sources to which corpohates turned in their search for borrowe
resources. One is to the domestic bond market, which, though considered relatively inactive
recent years delivered significant funds through the private placement route. The othe
foreign lenders, tlmugh the increasingly liberalised external commercial borrowing route tha
been energised with tax concessions.

I ndi aés external debt has r i s eyear period froml$y72
billion at the end of March 2007 to $390 biliat the end of March 2013. Much of this $2:
billion increase in outstanding debt is on account of private debt. Sovereign debt rose frc
billion to just $81 billion, falling relative to GDP from 5 to 4.4 per cent betweerMsaxdh 2007
and 2013. Onhte other hand, negovernment debt rose from $123 billion to $308 billion, or frc
12.5 per cent of GDP to 16.7 per cent of GDP, accounting for 85 per cent of the increase
over those two points in time. Within the latter, External Commercial Bangp¢ECB), which
reflects corporate borrowing, rose from $41.4 billion at the end of March 2007 to $121 billi
the end of March 2013.

Thus, the gap created by the transformation of development finance was filled in a vari
ways. There was a shifowards bank credit and external commercial borrowing. There w
trend towards the sponsorship of new, {gmvernment or quagjovernment development financ
institutions, particularly for the infrastructural sector. There was increased reliance avalir
resources. And there was a growing role for external commercial borrowing and private eq
corporate financing. All of these had implications that we return to later in this paper.

Impact / Assessments

In sum, that the development banks were e¢mdrthe industrialisation and the development eff
till the onset of liberalisation cannot be denied. Their resources were crucial and the chi
areas to which they were willing to lend, which was tied to the pattern of development pres
by the Five Year Plans, ensured that the allocation of investment was moved in dire
warranted by larger development goals. Further, with state control and influence over fing
projects that are supported can be chosen to privilege promoters, lscatidriechnologies tha
would help ensure reduced concentration of economic power, greater regional disper:
economic activity and the realisation of larger goals such as employment generation, |
exchange saving and adherence to social and cermagntal standards. That some of the
objectives were indeed kept in mind (however, inadequately) cannot be denied. But addres:
question of the extent of shortfall from some ideal is handicapped by the absence of benc
that can be reasonablgts This implies that the extent to which government intervention using
instrumentality of development banks failed is difficult to assess.

However, it is to be expected that the decline of development banking and state pr
undermines even thgossibility of pursuing goals of the kind mentioned above. If the finan
sector is left unregulated, in economies with substantial private assets and an important
private agents in investment decisimaking, market signals would determine tidkocation of
investible resources and therefore the demand for and the allocation of saténgediated by
financial enterprises. This could result in the problemsventionally associated withsituation
where private rather than overall social ratudetermine the allocation of savings and investme



To start with, the allocation of investment may not be in keeping with that required to en
certain profile of the pattern of production needed to ensure sustained growth. An obviot
in which this happens is through inadequate investments in the infrastructural
characterised most often by lumpy investments, long gestation lags, higher risk and
profit. Gi vewi delee xiteecromalnmiyt i e s 0 a s padeguai@
investments in infrastructure would obviously constrain the rate of growth.

While factors such as this could limit the rate of growth, the pripedéit driven allocation of
savings and investment could also affect variables such as the bafampeyments, the
employment elasticity of output growth, and the regional dispersion of economic activ
could aggravate the inherent tendency in markets to direct credit tpriooity and import
intensive but more profitable sectors, to conceniratestible funds in the hands of a few lar
players and direct savings to already veldiveloped centres of economic activity.

Environmental Impact

An area in which this distortion caused by mattteten lending is visible is environmente
protection. Gobally, one impact of project financing that has received attention in recent
is the environmental fallout of the projects that are funded. The Finance Initiative of the {
Nations Environmental Programme (UNEP) seeks to partner with more @tadirtancial
institutions across the world and persuade them to take environmental and sustail
concerns on board when deciding on project funding. To that end, a set of Princip
Responsible Investment (PRI) and a Global Reporting Initiativd)(&d&¥e been framed. Mor¢
recently in 2003, ten leading banks together with the International Finance Corporatio
private sector financing wing of the IMF) declared adherence to the Equator Principles,
are voluntary guidelines for categorisirggsessing and managing environmental risks w
providing project finance in excess of $10 million. The Equator Principles are reportedly

on the I nternational Finance Corporatior
Social Sustainabilit , and on the World Bank Group
Gui delines. I n I ndi a, YES Bank and | L&F

has adopted the Equator Principles. However, it is too early to assess whether this d
commitmen does make a difference in practice, especially since there is no fo
independent monitoring mechanism.

Overall, however, initiatives such as these have received only limited attention in India,
the environmental consequences of large projeasrequired by law to be identified an
assessed through an Environment Impact Assessment (EIA) needed for obt
environmental clearance from the government. The EIA that was an administrative requil
till 1994 was made mandatory for a range ofigets through the EIA Notification issued und:
the Environment Protection Act, 1986. Financial Institutions and banks are not suppo
release funds unless environmental clearance has been obtained. This may be seen as
environmental compliaze issue out of the purview of the DFIs, and placed in the hanc
specialised bodies. Yet, there have been several projects funded by the DFls that ha
extremely controversial from an environment point of view (Mandal and Venatramani 201




Topping the list are projects in the power sector, especially hydel projectthdikelaheshwar
Hydro-Electric Project (HEP). Among the earliest of the Independent Power Projects

Maheshwarwas awarded in 1993 to the Shree Maheshwar Hydel Power Corporation Li
( SMHPCL) set up by the S. Kumar s group
experience in power production. Estimates suggest that the project was expected to ac
affect more than 50,000 people inhabiting 61 villages in the Narmada Valley.

The Madhya Pradesh government signed a power purchase agreement (PPA) with SI
guaranteeing purchase of power from the project for a period of 35 years at a price thagmv:
was much higher than prevailing power prices. However the project came under attack fro
society activists right from the beginning because of the displacement it would result in a
adverse impact it would have on the livelihoods of the llgmpulation. As a result of the
controversy all foreign financial institutions and potential foreign collaborators withdrew fror
project, implying that the Rs. 20 billion plus required to bring it to fruition had to be final
locally, with 30 per cet in the form of equity and 70 per cent in debt. The promoters, comm
to contributing just 20 per cent of the equity, initially brought in only a fraction of that.

In the event, though the justification for bringing in a private promoter was to say@vernment
financing, the Madhya Pradesh government (directly and through the electricity board), the
the IDBI, the Power Finance Corporation and a host of public sector banks ended up com
most of the financing required either as a combimatf equity and debt, or just plain cred
Further, even though the project was not fully cleared on environmental and rehabil
grounds, the financial institutions opted for premature disbursals of their contributions.

Unlike many other projects sounded by environmental controversies, SMPHCL has not t
able to start commercial operations, despite having displaced people, only 20 per cent of
have been compensated. Close to two decades after the signing of the PPA, the MP gover
consdering cancelling it, and loans provided by the financial institutions have turned into
performing assets, with no hope of recovery.

The problem occurs not only in the power sector. Another case is, for example, the Lavase
high-end residential mject launched in 2004 by Hindustan Construction Corporation (HCC)
hill town near Mumbai. The project has attracted credit from private banks like ICICI Banl
Axis Bank, and not so much from the DFIs, as the project is a real estate undertakihgvabka
project is under attack from the Ministry of Environment and Forests (MoEF) for not se
clearance under the Environment Protection Act (1986) and for violation of the

Environmental Impact Assessment notification. As a consequence tleetpnas suffered hug:
delays and cost overruns, and has not been able to generate the revenues needed to me
service commitments. Mu c h -performindre company®é

There have, of course, been instances of companies meeting emitah standards. A case i
point is Indian Coal Mining Ltd. (ICML), which was set up by the private sector Calcutta Ele
Supply Corporation to manage the Sarshathali coal mines leased to it by the Ministry of (
1993 in order to ensure coal supplto the Budge Budge thermal power plant. The Environme
and Social Impact Assessment study commissioned by ICML set the cost of rehabiitatic
resettlement at relatively high levels. ICML has reportedly not only delivered the resource
useda tri-sector partnership approdtlnvolving the company, government and civil socie
organisationd to implement theresettlement plan and to oversee afforestatafforts to



compensate for the loss of tree cover as a result oprihject. The company has receive
funding from the International Finance Corporation, which is the principal financier o
project.

Role of Civil Society, Judiciary and Government

Although large projects funded by DFIs and banks have been conscious of environ
impacts and attempted to follow national guidelines or international best practices, th
largely been the result of pressure from civil society, the judiciary andidlernment. India
has had a long history of successful civil society opposition to environmentally dam
projects. An early instance was the Save Silent Valley Movement. In 1970, the Keralg
Electricity Board launched a 240 MW hydroelectric pobjm Silent Valley, an area of virgir
tropical forest stretching over 8950 hectares in Palghat District of the state of Kerale
project was justified by the power it was expected to deliver to a poefmit state, the
irrigation it would offer acres a 100 sq. km. area, and the jobs it would provide to a

afflicted by high levels of unemployment. However, what became clear as a result
intervention of conservationists and environmental experts was that the project would ¢
much of tle tropical forest and with it much biodiversity, including the rare -taled

macagque.

Despite these warnings the governments at the state and central levels were adama
going ahead with the project and received much support from the media, with a few exce
The project was formally approved in 1973. The official National Coremittn Environment
Planning and Coordination set up a task force chaired by Zafar Futehally, which

recommending that the project should be scrapped, also specified a set of safegua
should beadhered to if the government did indeed choose talgad with the project. As
expected, the government promised to implement those safeguards and decided to proc
the project.

However, taking the cue from the warnings put out by naturalists, civil society organisi
came together to launch the& Silent Valley Campaign and opposed the project on
streets, through mass educational programmes and in the courts. After a long strugg
lasted nearly a decade the government announced its decision to call off the proje
designate Silent &lley as a National Park (Dattatri 2011)

The Silent Valley Movement is seen by many as having provided the inspiration for subs
civil society resistance to environmentally damaging projects, such as the Narmada ¢
Andolan and the movement agditise Tehri dam. Success has not been as marked in all ¢
though the tenacity of these movements faced with adamant governments is indeed imp
The Silent Valley experience also pushed the government to establish an environment cl
procedue involving, as noted earlier, a mandatory environmental impact assessment re
be submitted to the Central Government for any major project that had ecological implic:
The EIA has been an important tool used by environmental watchdogs taig#rad element
of transparency into project clearances.

There are two other instruments that have been used to monitor government provis
environmental clearance and ensure large projects do not have strongly adverse effect
environment even ithey are not entirely neutral. One is the use of the Right to Informe
(RTI) Act and procedure to obtain crucial information. The other is to turn to the courts




public interest litigation.A revealing example of #th use of the RTI Act to obtain crucie
information is the exercise of this right by Kalpavriksh Environment Action Group to ol
information on environmental impact clearance and monitoring in the case of eightTozesta
Low Dams 3 and 4 HEP (West Bgal), Teesta V HEP (Sikkim) Athirappily HEP (Kerala
Tipaimukh HEP (Manipur), Lower Subansiri and Kameng HEPs (Arunachal Pradesh), F
Stage Il project (Himachal Pradesh) and Pala Maneri HEP (Uttarakbanjegts.

A case study (Kohli, Menon and Sariga 2012) on the use of this instrument concludes
foll ows: AThe RTI Act has substantially

related conditions (NBWL) and the compliance of environmental clearance conditions. B
large, there ha not been much delay in receiving information or of the responses |
incomplete. Since most of these were very specific to projects and did not require any pro
of information, the MoEF has been prompt in providing the information. In on goimgaigns
however, this has been a critical source

The experience with the courts has been mixed. There are many instances where the ¢
come out strongly in favour of environmental protection. A case int p@iwith respect to the
mining industry in Goa. Indiscriminate mining leadsa host of problems such as reductioor
the drying up altogethér of water sources (springs, wells), siltation of agricultural fields w
mining silt leading to loss of Ielihoods, and dust and noise pollution. These consequences
a flood of Public Interest Litigation (PIL) cases being filed in the High Court and even direc
the Supreme Court. In one of these cases, for example, the grant -dagbostiearanceso
industrial projects and mining leases was challenged, leading to an order that required all
leases and several thousand industrial units to submit themselves for environment asse
Many other similar victories have been won (Alvares 2009).

However, there have been instances where the courts have been reluctant to intervene.
2000, the Supreme Court in its judgement on the Sardar Sarovar Project refused to e
submissions from the Narmada Bachao Andolan about the environmtetat @f large dams.
Noting that conditional clearance for the project had been given in 1987, it declared tha
related to submergence, environment studies and seismicity could not be raised at that late

Conclusion

The Indian experience thdar seems to be that government regulation, and instruments lik
RTI Act and public interest litigation used by civil society activists and democratic forces, |
than guidelines and principles adopted by the development banks, have been theemagofoa
change with regard to concern for the environmental impact of large projects. However, pi
supported and owned development finance institutions could have, over time and
government and civil society influence, made a difference hdris.Would have been even mol
likely when environmental impact assessment is seen as a central feature of plann
development, which is an emerging tendency.

Private financial institutions focused on profit are likely to be less willing to take emvéntal

concerns on board, especially if they result in the loss of profit opportunities or cause a re(
in profitability. But the pressure of activism within a democratic framework is forcing even la
private institutions tovoluntarily adopt UNP6s Fi nance | nand theaEquator
principles.



It hardly bears emphasisinigat a multilateral development bank like the BRICS bank can sen
a developmental catalyst, especially for poorer countries. But such a bank must be providec
to resources at costs that makes the development banking objective feasible, ibstgnudrned
by a publicly accountable management and take on board civil society representatives, it sk
subject to social and environmental benefit goals and not just profitability requirements,

should explicitly incorporate concerns suchsasist ai nabi |l ity into i
with development banking suggests that it would be inclined to promoting greater p
participation in financing the bankds ac

indirectly ensureprivate profit rather than social benefit. Moreover, it is unlikely to empha
environmental and social concerns when lending and investment decisions are made.
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Introduction

As the world recovers from the turmoil of the financial crisis, emerging economies
increasingly calling for a more equal say in global economic governance. In March 2013,
conclusion of their fifth annual summit in Durban, South Africa, the leadithe BRICS nations
(Brazil, Russia, India, China and South Africa) issuedeRieekwini Declarationwhich set out
an action plan for future BRICS cooperation. The declaration made clear that as the devel
and reform of the global economy con&&sy BRICS countries will push to make their voic
heard. Setting the tone for the future direction of BRICS cooperation, the declaration stated

The prevailing global governance architecture is regulated by institutions which wer
conceived in circumstars when the international landscape in all its aspects was
characterised by very different challenges and opportunities. As the global economy
being reshaped, we are committed to exploring new models and approaches towa
more equitable development andnhclusive global growth by emphasising
complementarities and building on our respective economic strengths. (Fifth BRIC
Summit 2013)

The eThekwini Declaration announced that an agreement had been reached among t
members to establish a joint devel opment

and sustainable development projects in BRICS and other emerging economies and de
C 0 u nt Atithe satne time, a BRICS Business Council was launched in order to enct
investment, trade and expansion of business cooperation between member countries. It
announced that a US$100 billion Contingent Reserve Arrangement (CRA) would b&slesthtd
create a safety net against possible future financial crises in the BRICS countries (Fifth

Summit 2013).























































































































































































