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Foreword

The Independent Evaluation Group’s (IEG) evaluation draws lessons from recent expe-
rience with one of the Multilateral Investment Guarantee Agency’s (MIGA) main pillars,
tfinancial sector guarantees —its most important business area today — to inform the de-
sign and implementation of MIGA’s new Strategic Directions. The challenge of the new
strategy — the first in the post-Convention change era —is to enable MIGA to better exploit
its original mandate and take full advantage of the new opportunities opened up by the
changes to its Convention, at a time of continuing uncertainties about the global post-
crisis recovery.

MIGA is on track to meet some, but not all of its key performance targets for the current
strategy period. In particular, while MIGA met its target of being ”overweight” in Inter-
national Development Association countries, ” growing the business”” has been a signifi-
cant challenge, and MIGA’s capital utilization has accordingly been low (31 percent at
end-FY11) in IEG’s assessment and by also MIGA’s own reports. Similarly, aligning op-
erations with strategic goals and demonstrating the development effectiveness of opera-
tions have remained challenging.

IEG found that MIGA’s financial sector guarantees were strategically relevant and deve-
lopmentally impactful, particularly in transition economies whose banking systems that
have not completed their reforms. Their development outcome performance is high - 80
percent were rated “satisfactory” or better, compared to 48 percent of non-financial sector
projects. However, financial sector guarantees are only weakly aligned to MIGA's stra-
tegic priority areas - they typically support projects in International Bank for Reconstruc-
tion and Development countries and are absent in Africa. At the same time their align-
ment to the World Bank Group’s goal of responding to the global financial crisis is
strong. IEG estimates that financial sector guarantees have not contributed positively to
MIGA'’s financial results in the past decade as their profitability was undercut by high
levels of reinsurance. Finally, MIGA still faces challenges in improving the quality of its
underwriting, although financial sector projects perform better than other sectors (60 per-
cent are rated less than satisfactory compared to 71 percent of all of evaluated projects.)

Several lessons for the design and implementation of MIGA’s new strategy emerge from
this evaluation, which confirm and complement earlier IEG findings on MIGA’s institu-
tional and development effectiveness. First, the report reconfirms the need for MIGA to
articulate a fundamental value proposition and make this the basis for its next strategy; in
this context, reviewing eligibility policies and practices, pricing, and economic capital
models appears essential to support greater product flexibility, as does measuring
project-level financial results. Second, it will be important for MIGA to strengthen its ap-
proach to track strategy implementation, development effectiveness and institutional per-
formance, including by measuring project development outcomes and reporting ”dis-



connects” between IEG’s independently validated project results and MIGA’s own self-
assessed project ratings. Finally, MIGA could improve the Quality of Underwriting of
financial sector projects —and also of other sectors — by institutionalizing a culture of
learning by distilling lessons from evaluation and self-evaluation and applying them to
new operations.

L

y ,Z B
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Vinod Thomas
Director-General
Evaluation
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Executive Summary

With the advent of the Independent Evaluation Group (IEG)-wide annual report on the Resu/ts
and Performance of the World Bank Group that addresses the evaluation of performance and institu-
tional effectiveness of all three World Bank Group institutions in a single report, IEG’s evalua-
tions of the Multilateral Investment Guarantee Agency (MIGA) are taking a more thematic fo-

cus.

The aim of this report, MIGA’s Financial Sector Guarantees in a Strategic Context, is to inform the
design and the implementation of MIGA’s new S#rategic Directions FY'12—14 by drawing lessons
from recent experience with one of MIGA’s main pillars, financial sector guarantees, the fastest
growing business area for MIGA. The new strategy coincides with the beginning of the posz-
Convention change era. Its key challenge will be to enable the Agency to better exploit its origi-
nal mandate and take full advantage of the new opportunities opened up by the changes to
MIGA’s Convention. That the strategy is being developed at a time when the global post-crisis
economic recovery is not fully in sight only heightens the challenge for MIGA’s strategy.

The report begins by looking at the implementation of MIGA’s current strategy, Operational Direc-
tions FY09—11, and assesses MIGA’s performance over the strategy period in relation to the
strategy’s objectives. MIGA’s ability to monitor strategy implementation is assessed in light of
MIGA?’s efforts to introduce key performance indicators over the last three years. The report
also presents a conceptual framework for assessing the design of MIGA’s upcoming FY12-14
strategy — its completeness, its internal consistency and logic for achieving its strategic objec-
tives, based on IEG’s report Evaluating MIGA’s FY05—08 Strategic Directions.

The evaluation provides then an in-depth assessment of MIGA’s financial sector guarantees. Fi-
nancial sector guarantees have the potential to play an important role in development. They may
contribute positively to the deepening and broadening of financial markets. Positive develop-
ment impacts can also ensue from MIGA’s support for the entry of foreign banks into develop-
ing country financial systems that accelerate the introduction of new technologies and manage-
ment approaches. With financial sector guarantees being MIGA’s most important business
segment in terms of volume of newly issued guarantees and their role in the World Bank
Group’s response to the global financial crisis, they are at the center stage of MIGA’s strategy
and operations. The evaluation distills findings about the development effectiveness of projects
in this sector and MIGA’s effectiveness in underwriting them, and considers issues of financial
sector guarantees’ alignment with MIGA’s strategic priorities.

The report concludes by discussing possible factors for strategy implementation, and identifies
issues aimed at strengthening MIGA’s ability to implement its new strategy going forward.



EXECUTIVE SUMMARY

Lessons for MIGA’s Strategic Directions

MIGA has successfully removed the most im-
portant external constraint to its effectiveness
with the change in its Convention and the
amendment of its Operational Regulations.
The Strategic Directions FY'12—14 and its implemen-
tation will be instrumental in getting the most out
of MIGA'’s broadened mandate and potential de-
velopmental reach. The opportunity to support
private sector investment in the post-crisis recov-
ery only heightens this challenge.

In parallel with its now-broader mandate, MIGA
also needs to exploit more fully the flexibility and
range of eligible investments that have been al-
lowed all along by its charter. IEG’s analysis
shows that MIGA has substantial unused leeway
available within its original scope of operations—
and has even more so now.

This evaluation reviews and assesses the
achievement of MIGA'’s strategic objectives in
the previous strategy period. The Operational
Directions FY09-11 reconfirmed MIGA’s priority
areas—projects in IDA countries, especially Afri-
ca, conflict-affected environments, complex infra-
structure projects, and South-South invest-
ments—and identified targets that MIGA would
meet in key areas. MIGA also took steps to clarify
its mission and strategy, to align its organizational
structure and enhance tracking of its strategic
progress.

The ultimate test of a strategy lies in its results.
MIGA was on track in meeting several but not all
of its key performance targets for the strategy pe-
riod, FY09-11:

o MIGA’s guarantee volume (new guar-
antees issued) initially fell short of the
strategy’s target of $1.8-$2.2 billion a
year, subsequently revised to $1.4—$1.8
billion. With guarantee issuance of $1.4
billion (FY09), $1.5 billion (FY10) and
$2.1 billion (FY11), MIGA’s guarantee is-
suance met its target in the last year of the
strategy period, but was at the lower end
of its revised target range during the be-
ginning of the strategy period.

o  MIGA’s outstanding portfolio of guar-
antees—a measure of its total coverage

outstanding even though not a formal key
performance target — reached an all-time
high of $7.7 billion in gross exposure as
of 30 June 2010, as cancellations dropped
sharply during the crisis period.

The number of new guarantee
projects met the strategic targets of 20—
30 new projects a year in two years out of
three: MIGA supported 20 new projects
in FY09, 16 projects in FY10, and 38 in
FY11.

MIGA met its target of being “over-
weilgh?”’ in IDA countries, with 23 per-
cent of its new guarantee issuance going
to IDA countries, compared to the 5 pet-
cent of all foreign direct investment (FDI)
flows flowing to IDA countries. Similarly
MIGA’s outstanding portfolio was
“overweight” in IDA countries, with 26
percent of gross exposure in IDA coun-
tries in the strategy period, far more than
IDA countries’ share in the stock of FDI
flows to developing counttries.

At the same time, the share of guaran-
tees in areas outside its strategic prior-
Ities remained above 50 percent.
Guarantees aligned to priority areas rose
from 16 percent in FY09 to 30 percent in
FY10 and 50 percent for the first half of
FY11. This follows the sharp decline in
the previous strategy period, largely as a
result of MIGA’s financial sector guaran-
tees in the Hurope and Central Asia
(ECA) Region. While financial sector
guarantees are part of MIGA’s crisis re-
sponse and can be considered strategic in
the crisis period, the growing dominance
of financial guarantees in non-IDA coun-
tries predated the crisis by several years
and was apparent starting in FY05.
MIGA’s administrative expenses in re-
lation to premium income remained be-
low the targeted threshold of 85 percent.
However the ratio has increased from74.6
percent in FY08 to 68.3 percent in FY(09
and 78.7 in FY10.

MIGA’s return on operating capital
was well below its target range of 710
percent (before provisions) during the
strategy period to date. The return on op-
erating capital was 1.4 percent in FY10.



Guarantee volume and the number of projects
matter, but development effectiveness is the
fundamental measure of success, consistent
with MIGA’s emphasis on “value-driven-volume.”
IEG’s analysis of development effectiveness re-
vealed that project performance was broadly un-
changed during FY00 and FY08—the last year
sampled—with 64 percent of IEG-evaluated
projects rated “satisfactory” or better on devel-
opment outcome. The performance of MIGA
guarantees issued before FY00 was substantially
weaker, with fewer than 50 percent of evaluated
projects rated “satisfactory” or better. As projects
can only be evaluated when they are operationally
mature (for example, three years after their is-
suance), the performance of projects issued during
the current strategy period could not be evaluated
as they are too “young.” (These project perfor-
mance ratings cannot be extrapolated to MIGA’s
portfolio as a whole, since MIGA’s universe of
projects is too small for any sample of guarantees
to allow for statistical inference at the portfolio
level.)

MIGA’s capital is a significant resource — and
an indicator of MIGA’s risk-bearing capacity.
MIGA capital utilization stood at 31.3 percent as
of June 30, 2010—a low value not only by IEG’s
assessment but by also MIGA’s own reports (eco-
nomic capital of $323 million over operating capi-
tal of $1.0306 billion).

The upcoming strategy should take into ac-
count the lessons of past strategies and their
implementation. The current strategy presented
for the first time a single, integrated framework
linking business performance, development re-
sults, and risk-exposure aspects of MIGA’s future
directions. This report outlines critical questions
for MIGA’s upcoming Strategic Directions to be
conceptually complete, and identifies key lessons
on monitoring, financial sustainability and imple-
mentation of MIGA’s strategy.

Monitoring Strategy Implementation

MIGA’s initiative to develop KPIs to track
Institutional performance and strategy imple-
mentation is an important step in the right
direction. Key Performance Indicators (KPIs)
were introduced in FY09 with a view to enhancing
MIGA’s ability to track strategy implementation.

EXECUTIVE SUMMARY

However, the proposed metrics need further en-
hancement to adequately track progress in achiev-
ing strategic and operational objectives and pro-
vide management with sufficient information for
strategic decision making. Going forward:

e The five KPIs introduced in FY(09 need
to be mainstreamed and more systemati-
cally monitored on a rolling basis.

e New KPIs need to include at least one
KPI to track the alighment of new guar-
antees to strategic priorities and indicators
that monitor client satisfaction—tracking
the number of repeat clients and findings
of client satisfaction surveys would be
particularly relevant.

e There is scope for also improving the cur-
rent KPIs that track internal productivity,
for example, staff productivity (deals per
underwriter), costs per transaction in rela-
tion to norms, and so forth.

e  Most importantly, MIGA needs to track
systematically the development outcomes
of its projects by reporting the “discon-
nect” between IEG’s independently vali-
dated project ratings and MIGA’s own
self-assessed project ratings.

e Finally, MIGA needs to refine its current-
ly proposed approach for tracking devel-
opment effectiveness by means of “de-
velopment reach indicators,” as they are
only partial measures of MIGA’s devel-
opment footprint and—without the inde-
pendently validated projects ratings—also
potentially misleading.

Financial Sustainability of MIGA’s Strategy

MIGA’s guarantee portfolio is profitable over-
all. MIGA currently focuses only on financial re-
sults at the overall portfolio level, and does not
calculate individual projects’ all-in costs or their
contribution to MIGA’s income. As a result,
MIGA cannot know how different strategic priori-
ties will affect its overall income from guarantees.
As an insurer, MIGA operates on margins that are
much thinner than those of a lender/investor such
as the International Finance Corporation (IFC):
spreads in the PRI industry are about one fifth of
a lender’s. Hence knowing how much income
MIGA’s projects generate is essential.

xi



EXECUTIVE SUMMARY

Project contributions to MIGA’s financial re-
sults vary greatly. IEG’s analysis shows that
project contributions to financial results are largely
determined by a guarantee’s size, duration, “ad-
ministrative intensity,” and reinsurance. A
project’s financial contribution will be reduced if
MIGA cedes a portion of its premium income to
the reinsurer. IEG estimates that projects having
less than $45 million in guarantee coverage contri-
bute negatively to MIGA’s financial results: large
projects, such as infrastructure projects, have
tended to contribute positively to MIGA’s bottom
line, whereas smaller projects, such as in Agricul-
ture, Manufacturing and Services, do not. As a
result, most projects in the priority areas of
MIGA’s FY09-11 strategy as well as guarantees
issued under the Small Investment Program (SIP),
contribute negatively to MIGA’s financial results
because of their size. Financial sector guarantees,
despite being generally of large size, are also esti-
mated to have contributed negatively to MIGA’s
aggregate financial results in the period since
FYO01, because of high levels of reinsurance.

Issuance of guarantees with negative financial
returns Is entirely warranted to the extent that
they support projects with positive develop-
ment impacts. These findings do not imply that
MIGA should focus on more profitable business
lines. Rather, measuring financial results at the
project level can help MIGA determine the impli-
cations of its strategic directions for financial sus-
tainability—MIGA needs to find the right project
mix for impact and financial sustainability. How-
ever, cross-subsidization within the portfolio does
imply a significant burden of proof to demon-
strate strong development impact based on rigor-
ous ex ante assessment during underwriting. Un-
derwriting projects that contribute negatively to
MIGA’s profitability and have poor development
results would be a “lose-lose” combination.

MIGA can improve its financial results and its
strategic relevance by being more selective
with respect to which projects it underwrites.
IEG estimated that MIGA could have improved
its financial results without compromising on its
strategic priorities by being more selective about
the projects underwritten. And going forward,
informed by project-level financial results, MIGA
could steer its underwriting away from non-
strategic projects that generate negative financial

Xii

results toward strategic priority area projects —
whether they generate positive financial results or
not.

Project-level profitability metrics also are an
Important input to strategy development. At
present, MIGA does not incorporate project-level
financial results considerations into its strategy.
With projects in three out of MIGA'’s four priority
areas estimated by IEG to have underwriting costs
exceeding the premium income received—either
due to their size, their duration, early cancellation
or reinsurance—there is substantial basis to con-
clude that project-level profitability matters for
strategy development.

Factors Affecting Strategy Implementation

During the current strategy period, MIGA has
made progress in addressing issues relating to
1ts institutional and developmental effective-
ness, to consolidate its long-term viability and
strengthen its operational and development re-
sults. MIGA has changed its business model to
align its operations with the Bank’s country assis-
tance strategies and collaborate at the project lev-
el—a significant improvement compared with past
practice. More effort is being made to assess
projects’ expected development impacts as a part
of underwriting due diligence, although the prac-
tice is not consistent and there are issues with the
quality of the development impact analysis. MIGA
has improved the risk and finance analytics un-
derpinning its decision making on guarantee pric-
ing, provisioning, reinsurance, and capital deploy-
ment. MIGA is piloting self-evaluation of its
guarantee projects, and completed its first three
self-evaluations as of December 2010 with IEG
support. Several innovative projects have been
underwritten, although systematic development of
innovative product lines is still lacking. Business
development efforts have been strengthened in-
cluding the Joint Business Development Agree-
ment signed with IFC and MIGA’s recently estab-
lished Asia Hub in Hong Kong SAR, China. But it
is too eatly to assess actual impacts on MIGA’s
business.

Product innovation, in particular adaptation
of existing products, remains a substantial
challenge for MIGA. As highlighted in IEG’s
Guarantees Report, MIGA did not make use of its



ability to offer a wider range of guarantee prod-
ucts and terms allowed within the scope of its
then-prevailing Convention and Operational Reg-
ulations. Narrow interpretations and internal "soft
policies” and practices led MIGA to offer a rigid
and limited product mix in an industry whose
products are flexible and customized. The scope
for innovation is even greater now and it is essen-
tial for MIGA to introduce more innovative prod-
ucts by taking advantage of the space allowed by
its amended Convention and Operational Regula-
tions.

MIGA’s pricing and economic capital models
need further strengthening. Introducing prod-
uct innovation and greater flexibility in the terms
of its coverages will require MIGA to strengthen
its models to better support managerial decision
making and ensure that new products and more
flexible terms are appropriately priced for risk. But
not only the pricing, MIGA’s entire underwriting
process should become more responsive to
clients’ requests for modification in existing cov-
erage terms. MIGA needs hence to review its pric-
ing model and make the necessary refinements
needed to support these changes, including revi-
sion of its pricing model.

Financial Sector Guarantees and MIGA’s
Strategy

This evaluation provides an in-depth assessment
of MIGA’s financial sector guarantees as an illu-
stration of strategy implementation. The financial
sector has been MIGA’s most important business
segment in terms of volume of newly issued guar-
antees since FY08 and throughout the implemen-
tation period of the FY09—-11 strategy.

Financial sector guarantees are now the most
Important business segment in terms of volume
of newly issued guarantees. FY09 was a peak year,
when 89 percent of MIGA’s guarantees were in
the financial sector. This share was 64 percent in
FY10, demonstrating the continued importance of
the financial sector in the overall business volume.
Financial sector guarantees also make up the larg-
est share of the outstanding portfolio, accounting
for about 43 percent of the outstanding portfolio
(net exposure) as of June 2010. Infrastructure was
the next highest, at 34 percent.

EXECUTIVE SUMMARY

MIGA’s support to the financial sector in de-
veloping countries has significant potential for
development impact. It can contribute positively
to the deepening and broadening of financial mar-
kets and thereby to growth and investment, as well
as to macroeconomic stabilization and financial
access for small and medium-sized enterprises and
poorer segments. For example, when banks seek
political risk insurance coverage from MIGA for
shareholder loans to their subsidiaries to increase
their capacity to lend to local businesses, this con-
tributes to “broadening” the financial sector in the
host country. When foreign investors seek PRI
coverage for their equity investment in a newly
privatized state-owned bank, this increases com-
petition, widens the array of financial instruments
in the local market, and improves the market’s
ability to price and settle transactions, contributing
to financial “deepening” in the host country.

MIGA’s support for the activity of foreign
banks in host country financial systems Is as-
sociated with important development impacts.
Entry of foreign banks has accelerated the intro-
duction of new technologies and management
approaches, and has also been a way of “import-
ing” home country regulatory standards and rais-
ing the standards of domestic banks by competi-
tive pressure. MIGA’s support for mortgage
banking through securitization helped to create
more diversified financial systems, able to finance
long term assets such as housing. At the same
time, the role of foreign banks in developing
countries has not always been an unalloyed gain,
as for example, fragile and relatively new, open
financial systems may become over-exposed to
global shocks, as happened in some regions.

The alignment of financial sector guarantees
to MIGA’s strategic priorities is rather weak.
Financial sector guarantees typically support
projects in IBRD countries and are strikingly ab-
sent in Africa. Financial sector guarantees were
less associated with South-South investments than
guarantees in other sectors. As a result of the
growing importance of financial sector guarantees
and their weak alignment with strategic priorities,
projects in MIGA’s priority areas declined to 16
percent of guarantee volume in FY09 and 30 per-
cent in FY10, from a high of 91 percent in FY06.
For the first half of FY11, the share of projects in
priority areas was 22 percent.

xiii



EXECUTIVE SUMMARY

MIGA’s financial sector activities are aligned
to the World Bank Group’s goal of responding
to the global financial crisis. MIGA adopted the
Financial Sector Initiative in March 2009, a
MIGA-specific, crisis-response effort that is part
of the wider, internationally coordinated Joint In-
ternational Financial Institution Action Plan sup-
ported by the European Bank for Reconstruction
and Development, the European Investment
Bank, and the World Bank Group. MIGA’s total
cumulative support (gross exposure) under the
Financial Sector Initiative to date is $1.5 billion.
While financial sector guarantees are part of the
World Bank Group’s crisis response and can be
considered strategic during the crisis period, their
growing importance in the ECA Region was ap-
parent starting FY05, predating the crisis by sever-
al years.

Financial sector guarantees have some inter-
esting characteristics. First, they are substan-
tially Iarger on average than the average non-
financial sector guarantee ($96 million versus $43
million). Second, they have a shorter tenor at in-
ception than guarantees in other sectors (7 versus
11 years). Cancellations bring this down to a de
facto tenor of 5 years, compared to 7 years for the
average guarantee in the portfolio. Thirdly, finan-
cial sector guarantees are also more regionally
concentrated than guarantees in the other sec-
tors. Fully 95 percent of financial sector guaran-
tees were issued in one single region, ECA, com-
pared to 48 percent in a single region for the next
highest sector, oil, gas and mining. Fourth, financial
sector guarantees are concentrated in a few host
countries, with fully 80 percent issued in only five
host countries over the past five years. They have
also been “client concentrated,” with 93 percent
going to five clients in FY06-10. Finally, IEG es-
timates that financial sector guarantees do not
contribute positively to MIGA’s financial re-
sults. Despite the high business volume, the prof-
itability of MIGA’s financial sector projects ap-
pears to have been negative, due to high levels of
reinsurance.

MIGA’s new Strategic Directions FY12-14
needs to articulate how to manage the is-
suance of financial sector guarantees in a
more strategic fashion. The dominance of fi-
nancial sector guarantees in the portfolio, their
weak alighment with priority areas, and their nega-
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tive contribution to financial results suggest the
need for the FY12-14 Strategy to ensure that its
operational activities are in line both with its stra-
tegic objectives and with its financial goals.

Performance and Findings from Evaluated
Financial Sector Projects

The findings of this section are based on IEG’s
project evaluation database, which comprises 41
ex post evaluations of MIGA guarantee projects.
Included in the database are 10 financial sector
projects, of which 50 percent are rather recent
guarantees, that is, all but one underwritten by
MIGA between FY06 and FY08, and the other
half underwritten between FY98 and FY02.
Project-level findings thus reflect MIGA’s expe-
rience with financial sector guarantee projects is-
sued since FY98. Even though most of the eva-
luated projects were underwritten before the start
of MIGA’s last strategy period, many are still ac-
tive and under implementation at the current time,
and the report gives special emphasis to those is-
sued in FY06-08. Several striking results emerge
from an analysis of these financial sector projects.

It is important to remember that project per-
formance ratings cannot be extrapolated to
MIGA’s portfolio as a whole, since MIGA’s un-
iverse of projects is too small for any sample of
guarantees to allow for statistical inference at the
porttfolio level. Therefore, the project-related find-
ings in this report do not only draw on quantita-
tive analysis of aggregate project-level ratings, but
also on qualitative analysis of ex post project eval-
uation findings, using content analysis to identify
“common patterns,” “enabling conditions,” and
“success factors.”

Evaluated financial sector projects have high
development outcome ratings. Fully 80 percent
of evaluated financial sector projects were rated
“Satisfactory” or better on development out-
comes—far higher than non-financial sector
projects (48 percent). Financial sector projects
performed better in this regard than projects in
any other sector, outperforming, for example,
Agriculture, Manufacturing and Services (47 per-
cent), and Infrastructure, including Oil, Gas and
Mining (50 percent).



MIGA’s financial sector guarantees were stra-
tegically relevant at the country level. Project-
level findings indicate that most guarantees in the
financial sector are consistent with the Country
Assistance Strategy and Bank sector strategies.
Fully 90 percent of the evaluated financial sector
projects were rated satisfactory or better with re-
gard to Strategic Relevance. Financial sector guar-
antees in transition economies stand out in terms
of supporting the modernization of the host coun-
tries’ financial markets.

In ECA’s transition economies in particular,
MIGA’s support to foreign-owned banks has
been strategically relevant and developmental-
ly impactful in those banking systems that have
not completed their reforms. IEG also found that
the foreign bank subsidiaries supported by MIGA
competed effectively in this environment, and
contributed positively in upgrading the host coun-
tries’ banking sectors. Many introduced financial
products and services that were not available from
domestic banks, and transferred their know-how
in delivering the new products and services by
partnering with local banks.

Financial sector projects rated “satisfactory”
or better on development outcome had several
Interesting features in common. First, all suc-
cessful evaluated financial sector projects had
sponsors with long operating experience as global
financial institutions or in the respective host
country or both. Several successful projects were
supported by IFC, either as a sharehold-
er/investor or a lender. Second, the financial in-
termediaries tended to be strategically selective,
focusing their lending activities on a narrow but
profitable niche.

Quality of Underwriting is a less positive sto-
ry. The Quality of Underwriting indicator meas-
ures MIGA’s work quality in underwriting the
project—not the performance of the project itself.
Quality of Underwriting was rated less than “satis-
factory” in 60 percent of evaluated financial sector
projects. Still, financial sector projects perform
better on Quality of Underwriting than other sec-
tors. More generally, MIGA faces a challenge in
improving the quality of its underwriting which
IEG rated as less than satisfactory in 71 percent of
all of MIGA’s evaluated projects taken together,
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and in 74 percent of evaluated non-financial sector
projects.

To address these Quality of Underwriting is-
sues and improve its development effective-
ness, MIGA needs to ensure that lessons dis-
tilled in project evaluations and self
evaluations are applied to new operations.
Even though MIGA has made progress with its
self-evaluation program, it remains a work in
progress. The quality of MIGA’s self evaluations
varies, consistent with being on a learning curve.
Moreover, MIGA needs to develop a feedback
loop for lessons identified in Project Evaluation
Reports to be considered by underwriters in their
day-to-day work and senior management when
reviewing projects or taking more strategic project
decisions. Going forward, it will be important for
MIGA to disseminate findings from evaluations
for institutional learning, and to establish mechan-
isms that systematically integrate evaluative learn-
ing into MIGA’s underwriting and decision-
making processes.

Conclusions and Issues Going Forward

The aim of this report, MIGA’s Financial Sector
Guarantees in a Strategic Context, has been to inform
the design and the implementation of MIGA’s
new Strategic Directions FY'12—14 by drawing les-
sons from recent experience with one of MIGA’s
main pillars, financial sector guarantees—the fast-
est growing business area for MIGA.

This evaluation underscores the relevance of sev-
eral recommendations issued previously in the
1EG report MIGA Development Results and Institn-
tional Effectiveness — 2010: Achieving 1 alue Driven
Volume. This report confirms the need for MIGA
to articulate a fundamental value proposition and
make this the basis for its next strategy, and
presents broader evidence on the need to measure
project-level financial results, also recommended
by IEG in 2010. Furthermore, the report con-
firmed that product innovation and adaptation of
existing products remains a substantial challenge
for MIGA. Going forward, it will be essential for
MIGA to take fuller advantage of the space al-
lowed by its amended Convention and Operation-
al Regulations. Reviewing MIGA’s eligibility poli-
cies and practices (including “soft policies”) and
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its Pricing model and Economic capital modes
appears essential in this context.

Based on new evaluative evidence and analysis
presented in this report, IEG found that MIGA’s
approach to track strategy implementation, devel-
opment effectiveness, and institutional perfor-
mance can be further enhanced. To this end, it
will be important for MIGA to refine its current
strategy monitoring to systematically track the de-
velopment outcome performance of its projects
and report any “disconnect” between IEG’s inde-
pendently validated project ratings and MIGA’s
own self-assessed project ratings.

With regard to financial sector guarantees this re-
port found that they have an important role to
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play in development—not only in crisis response.
MIGA’s financial sector guarantees were strategi-
cally relevant at the country level. In particular in
ECA’s transition economies MIGA’s support to
foreign-owned banks has been strategically rele-
vant and developmentally impactful in those bank-
ing systems that had not completed their reforms.
Evaluated financial sector projects had also better
Development Outcomes than projects in any oth-
er sectors. Finally, to improve on the Quality of
Underwriting of financial sector projects—and
also of all MIGA sectors—institutionalizing a cul-
ture of learning by distilling lessons from project
evaluations and self evaluations and applying them
to new operations will be essential.



1. Introduction to the Report

1.1 The aim of this report is to inform the design and the imple-
mentation of MIGA’s new Strategic Directions FY12-14 by drawing
lessons from recent experience with one of the main pillars of the
Multilateral Investment Guarantee Agency (MIGA), financial sector
guarantees, the fastest growing business area for MIGA.

1.2 The Independent Evaluation Group (IEG) has submitted eval-
uation reports to the Committee on Development Effectiveness
(CODE) and the Board annually since 2003, with past reports examin-
ing themes such as the development effectiveness of guarantee
projects (2006); MIGA’s “Quality of Underwriting” (2007), and the
design and implementation of MIGA’s Small Investment Project (SIP)
Program (2007).

1.3 IEG last evaluated MIGA’s strategy in 2008, when it reviewed
MIGA's Strategic Directions for FY05-08.1 That evaluation made rec-
ommendations aimed at strengthening MIGA’s institutional effec-
tiveness, based on the need for MIGA to consolidate its long-term fi-
nancial viability; improve operational efficiency, responsiveness and
quality; and strengthen its development results.

1.4 With the advent of the IEG annual report on Results and Per-
formance of the World Bank Group? that evaluates the performance and
institutional effectiveness of all three World Bank Group institutions
in a single report, IEG’s evaluations are now taking a more thematic
focus.

Torics COVERED IN THE EVALUATION

1.5 The focus of this report is MIGA's financial sector guaran-
tees.3 Financial sector guarantees have the potential to play an impor-

TIEG-MIGA 2008 Annual Report: Evaluating MIGA’s Strategic Directions FY05-
08.

2 IEG Annual Report 2010: Results and Performance of the World Bank Group.

3 Regarding the definition of financial sector guarantees, this evaluation fol-
lows MIGA’s own sectoral classification of guarantee projects which is based
on the SIC system (Standard Industrial Classification). Thus MIGA’s finan-
cial sector guarantees, MIGA’s support for the financial sector, and financial in-
termediaries include only MIGA guarantee projects that support general bank-
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tant role in development. They may contribute positively to the dee-
pening and broadening of financial markets. The financial sector has
been MIGA’s most important business sector in terms of volume of
newly issued guarantees since FY08 and remains so today. In FY(09, 90
percent of MIGA’s guarantee issuance was in the financial sector, fol-
lowed by 64 percent in FY10 and 65 percent FY11 to date. + The recent
financial crisis highlighted the importance of MIGA’s financial sector
guarantees even further. This evaluation considers issues of align-
ment with MIGA’s strategic priorities and distills findings about the
development effectiveness of projects in this sector and MIGA's effec-
tiveness in underwriting them.

1.6 To inform the design and the implementation of MIGA’s new
Strategic Directions FY12-14, the report opens with an analysis of
MIGA's institutional effectiveness, with special emphasis on strategy
implementation capabilities and institutional impediments. The chal-
lenge of MIGA’s new strategy for FY12-14 will be to better exploit its
original mandate and take full advantage of the new opportunities
opened up by the changes to MIGA’s Convention. That the strategy is
being developed at a time when the global post-crisis economic re-
covery is not fully in sight only heightens the challenge ahead.

1.7 The report presents a forward-looking analysis aimed to in-
form the development and implementation of MIGA’s new strategic
direction framework for FY12-14. It looks at the implementation of
the current strategy, Operational Directions FY09-11, and assesses per-
formance over the strategy period with respect to its Key Performance
Indicators (KPIs) and other indicators. It also includes an updated as-
sessment of MIGA’s institutional and operational effectiveness in
those areas that are most relevant to strategy implementation.’

ORGANIZATION OF THE EVALUATION

1.8 The report is organized as follows: Chapter 2 first looks at
MIGA's institutional effectiveness, starting out with an analysis of
MIGA's opportunities in the post-Convention Change era as the con-
text for MIGA's strategy going forward. It then reviews MIGA’s
achievements in the current strategy period in relation to the strate-

ing operations, leasing, mortgage lending, investment funds, pension funds,
and the like. This classification thus excludes guarantee projects interme-
diated through banks that support infrastructure or other end-industries.

4 The cut-off date for all data in this evaluation is December 2010, unless oth-
erwise specified. Thus the FY11 data cover the first half of FY11.

5IEG has provided similar updates on MIGA’s institutional effectiveness
since 2008 , as requested by CODE following its discussion of IEG-MIGA
2008 Annual Report, Evaluating MIGA’s FY05-08 Strategic Directions.
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gy’s objectives, and analyzes some of the factors that may have con-
tributed to the outcomes observed. In addition, to inform the discus-
sion of MIGA’s upcoming strategy, the report presents a conceptual
framework for assessing the strategy’s completeness, its internal con-
sistency and logic for achieving its strategic objectives, including fi-
nancial sustainability dimensions and monitoring of strategy imple-
mentation. The chapter concludes with an assessment of efforts to
strengthen institutional and operational effectiveness, with particular
focus on monitoring, financial sustainability and implementation —
factors that are key to the success of any strategy.

1.9 Chapter 3 focuses on the effectiveness of financial sector
guarantee projects from the perspective of MIGA’s strategy and strat-
egy implementation. It looks at effectiveness in underwriting guaran-
tees in this sector, analyzes their strategic relevance and development
outcomes, identifies key drivers of project performance, and presents
lessons learned from the evaluated projects that MIGA can apply to
future operations. IEG’s findings on the profitability of MIGA’s finan-
cial sector guarantees are also presented, as financial sustainability is
a key aspect of any strategy. Conclusions and issues going forward
are presented in Chapter 4.

1.10 A summary of the methodology used in this report is pro-
vided in Appendix A, and Appendixes D-F contain more detailed
descriptions of IEG’s project evaluation methodology, the database of
evaluated projects, and the methodology for calculating projects’ con-
tribution to MIGA'’s financial results. Definitions of MIGA guarantee
and insurance-related terms are in Appendix B. Appendix C provides
a comprehensive listing of MIGA’s Risk Coverages.






2. Lessons for MIGA's Strategic
Directions FY12-14

21 This chapter looks at challenges and opportunities in the post-
Convention Change era as the context for MIGA’s strategy going for-
ward. It reviews achievements in the last strategy period and analyz-
es some of the factors that may have contributed to the outcomes ob-
served, with the objective to inform the development of MIGA’s
upcoming strategy. This chapter also presents a conceptual frame-
work for assessing the strategy’s completeness, internal consistency,
and logic for achieving its strategic objectives, including financial sus-
tainability dimensions and monitoring of strategy implementation.
The chapter concludes with an assessment of efforts to strengthen in-
stitutional and operational effectiveness, with particular focus on
monitoring, financial sustainability and implementation —factors that
are key to the success of any strategy. These strategic elements will
also provide the context for the evaluation of financial sector guaran-
tees in Chapter 3.

I. The Post-Convention Change Era

22 MIGA has successfully addressed its most important external
constraints with the changes in its Convention and Operational Regu-
lations. These changes give MIGA an important opportunity to en-
hance its role, with several new coverages and a broader definition of
eligible investments. In particular, they enable MIGA to insure free-
standing debt and existing assets - removing two of the biggest con-
straints on MIGA’s effectiveness in the marketplace. A project making
use of these new authorities —the Otogar-Bagcilar-Ikitelli-Olimpik
Village metro project in Istanbul —was approved within a month of
the Convention change becoming effective and, by December 2010,
two further transactions have been approved and several Definitive
Applications have since been registered that make use of the new co-
verages.

23 MIGA's Strategic Directions FY12-14 and its implementation
will be instrumental in getting the most out of MIGA’s now-
broadened mandate and potential developmental reach. With a po-
tential post-crisis recovery on the horizon, this challenge is only
heightened. MIGA’s strategy needs to clearly articulate how it will
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During the previous strategy
period FY09-11, MIGA was on
track in meeting some but not
all of its targets.

MIGA’s upcoming Strategic
Directions FY12-14 will be
instrumental in getting the most
out of MIGA’s now-broadened
mandate.

To be conceptually complete,
MIGA's Strategic Directions
FY12-14 needs to address
MIGA'’s developmental role; its
financial sustainability; and the
customer, internal, and
resource perspectives.

MIGA'’s initiative to monitor
strategy implementation
through KPIs was an important
step, but the concept needs
further improvement.

Greater selectivity with respect
to supporting projects in
MIGA's strategic priorities
areas would enable MIGA to
improve its financial results and
its strategic relevance.

Product innovation, in particular
adaptation of existing products,
is still a challenge for MIGA.
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reap the fruits from the amended Operational Regulations (Op Regs)
and Convention.

24 Exploiting more fully the flexibility and range of eligible in-
vestments already allowed by its charter will be as important. IEG
earlier found that MIGA had not taken full advantage of the oppor-
tunities already available before the Convention change (Box 1). For
example, guarantees of production-sharing agreements and manage-
ment agreements or similar investments have been a miniscule share
of MIGA's guarantees.6 While this may have reflected sporadic de-
mand, it also points to an unexploited opportunity. MIGA has only
covered performance bonds as the underlying investment in two
projects, production-sharing agreements in one project, and manage-
ment agreements in two projects. These represent an untapped oppor-
tunity, especially with the growth of public-private partnership (PPP)
and extractive industries. An additional example regards the coverage
to nonprofit, nongovernmental organizations (NGOs), which has al-
ways been provided for in the Convention and is another unexploited
opportunity —one that the Overseas Private Investment Corporation
(OPIC) has been offering for some time.”

ACHIEVING STRATEGIC GOALS — A RETROSPECTIVE

25 The global crisis reduced capital flows and heightened risk
perceptions. The past five years have seen foreign capital flows to de-
veloping countries soar to record highs —and then drop. In both cases
these flows have been highly concentrated, and political risk has been
a factor in determining the direction and level of these flows. Political
risk insurance (PRI) has been an important instrument to mitigate the
aversion to investing in difficult settings, and global demand for PRI
has increased significantly. Much of this increase has been met by
private insurers and national insurance agencies.

6 MIGA'’s eligible investments, investors, and allowable risk coverages as
well as MIGA's portfolio of guarantees were comprehensively analyzed in
IEG’s 2008 Guarantees Report.

7OPIC’s PRl is available to protect NGO assets such as vehicles, equipment,
inventory, supplies or other property that are deployed on the ground
against War and Civil Disturbance and/or expropriation. Recently OPIC has
insured NGOs supporting reconstruction and relief efforts following the
earthquakes in Haiti and Pakistan.

http:/ /www.opic.gov/www.opic.gov/news/ press-releases/2010/pr021710 .



http://www.opic.gov/www.opic.gov/news/press-releases/2010/pr021710

CHAPTER 2
LESSONS FOR MIGA’S STRATEGIC DIRECTIONS FY12-14

Box 1. Available Risk Coverages and Eligible Assets of MIGA PRI
Underlying Assets Insurable by
Comprehensive risk No MIGA
Equity, Portfolio equity, Quasi-
Commercial risks only No equity Yes
Political risks, including: Yes Subordinated Loan — w/o equity link Yes
Transfer and Convertibility Yes Senior Loan - w/o equity link Yes
Bonds/debt instrument - without
Breach of Contract Yes equity link Yes
Expropriation Yes First loss tranche No
Political Violence Yes Mezzanine tranche Yes
Conventional Terrorism? Yes Trade credit No
Non-honoring of Sovereign Obligation Yes Portfolio of assets No
Non-honoring of Arbitration Award | Yes Production sharing contracts Yes
Wrongful Calling of Guarantee Yes Profit-sharing contracts Yes
License Cancellations Yes Management contracts Yes
Sovereign default Yes Franchising agreements Yes
Beneficiary (Project) Type Licensing agreements Yes
Greenfield Assets Yes Turn-key contracts Yes
Assets for Expan-
sion/Modernization Operating leasing agreements Yes
Existing Assets Yes Subordinated Bonds Yes
Privately-owned Yes Guarantees of Securities Yes
Government-owned Yes Percentage of investment covered
Client (Guarantee-holder) Type Partiald Yes
Privately-owned Yes Other
Government? incl. Yes Gov't Counter-guarantee needed? No
Subnational Yes In kind contribution® Yes
Parastatal Yes Local currency Yes
Non-Profit Organization® Yes Reinsurance (PRI risk only) Yes
Note: Coverages that are newly permitted by the amended OpRegs (June 2009) or Convention (Nov. 2010) are shown in italics.
a. This is covered under MIGA’s War and Civil Disturbance risk coverage.
b. Provided that the government-owned investor operates on a commercial basis.
c. Provided that the specific investment to be covered will be carried out in a commercial manner.
d. The portion of loss covered by MIGA shall not exceed 99% for loans and 95% for all other investments.
e. Defined as tangible or intangible assets having monetary value, such as machinery, patents, processes, techniques, managerial
know-how, trademarks and marketing channels.

2.6 MIGA’s market share of new investment insurance to devel-
oping countries has been hovering around 2.4 percent since 2008,
compared to 3.6 percent on average during 2005-07. ¢ In terms of

8 Berne Union data do not easily lend themselves to comparing MIGA’s
share of PRI with that of other PRI providers because the Berne Union re-
ports only aggregate exposures and are not broken down by type of cover.
Since MIGA cannot provide many of the covers provided by private PRI in-
surers (such as short term receivables, trade credit, kidnapping, and so
forth), Berne Union aggregates are not fully representative of MIGA’s actual
market. By January 2011, only data for half of the year 2010 are available
from Berne Union. Volatility and the relatively small number of projects
MIGA issued per year during the referred period and the subsequent strong
impact of individual projects on market share figures make the interpretation
of trends in market share difficult.
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rank order, MIGA’s ranking has remained stable at sixth place out of
35 Berne Union insurers since 2005. MIGA’s business has been faced,
on the one hand, with heightened political risk over concerns that
host governments may respond to stress in public finances or reserves
by revisiting their contractual commitments or by imposing transfer
and convertibility restrictions; and on the other hand, with investors
pulling back or delaying projects, due, for example, to the difficulty of
arranging project finance. MIGA has felt the latter of these effects, es-
pecially in its infrastructure business.

2.7  MIGA’s Operational Directions FY09-11 spelled out four
priority areas — projects in International Development Association
(IDA) countries, especially Africa, conflict-affected environments,
complex infrastructure projects,® and South-South investments, con-
sistent with its previous strategy.10 KPIs were also introduced in order
to track strategy implementation.!! These KPIs relate to the volume of
guarantees issued, the number of projects supported, guarantees in
IDA countries, MIGA’s return on operating capital, and its adminis-
trative expense/net premium income ratio. MIGA has used these in-
dicators since 2009 to measure and report on progress.

2.8 When taking a retrospective look at performance over the last
strategy period, MIGA was on track in meeting several, but not all of
its KPI targets.

I. MIGA’s guarantee volume (new guarantees issued) initially
fell short of the strategy’s target of $1.8-$2.2 billion a year,
subsequently revised to $1.4-$1.8 billion. With guarantee is-
suance of $1.4 billion (FY09), $1.5 billion (FY10) and $2.1 bil-
lion (FY11), MIGA’s guarantee issuance met its target in the
last year of the strategy period, but was at the lower end of its
revised target range during the beginning of the strategy period.
MIGA’s outstanding portfolio of guarantees—a measure of its
total coverage outstanding even though not a formal key per-
formance target—reached an all-time high of $7.7 billion in
gross exposure as of 30 June 2010, as cancellations dropped
sharply during the crisis period.

9 MIGA defines “complex infrastructure” as infrastructure and extractive
industry projects involving project finance, environment, or social issues.

10 These four strategic priority areas were outlined in MIGA’s Strategic Direc-
tions for FY05-FY08, and revalidated in MIGA’s Operational Directions FY09-
FY11.

11 This was recommended in IEG-MIGA’s 2008 Annual Report, Evaluating
MIGA'’s Strategic Directions.
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ii. The number of new guarantee projects met the strategic targets
of 20-30 new projects a year in two years out of three: MIGA
supported 20 new projects in FY09, 16 projects in FY10 and 38
in FY11.

iii. MIGA met its target of being “overweight” in IDA countries,
with 23 percent of its new guarantee issuance going IDA coun-
tries, compared to the 5 percent of all foreign direct investment
(FDI) flows flowing to IDA countries. Similarly, MIGA’s out-
standing portfolio was “overweight” in IDA countries, with
26 percent of gross exposure in IDA countries in the strategy
period, far more than IDA countries’ share in the stock of FDI
flows to developing countries. At the same time, the share of
guarantees in areas outside its strategic priorities remained
above 50 percent. Guarantees aligned to priority areas rose
from 16 percent in FY09 to 30 percent in FY10 and 50 percent
for the first half of FY11. This follows the sharp decline in the
previous strategy period, largely as a result of MIGA’s finan-
cial sector guarantees in the ECA Region. While financial sec-
tor guarantees are part of MIGA’s crisis response and can be
considered strategic in the crisis period, the growing domin-
ance of financial guarantees in non-IDA countries predated
the crisis by several years and was apparent starting in FY05.

iv. MIGA’s administrative expenses in relation to premium in-
come remained below the targeted threshold of 85 percent.
However the ratio has increased from 74.6 percent in FY08 to
68.3 percent in FY09 and 78.7 in FY10.

v. MIGA'’s return on operating capital was well below its target
range of 7-10 percent (before provisions) during the strategy
period to date. The return on operating capital was 1.4 percent
in FY10.

29 To better capture MIGA’s goal of delivering “value-driven-
volume” it is important, therefore, to complement the above analysis
by looking at indicators of development effectiveness and effective
use of capital.

210  Developmental effectiveness of MIGA’s projects has been
broadly unchanged in recent years. As in the International Finance
Corporation (IFC) and the World Bank, IEG assesses the development
performance of projects using a CODE-endorsed methodology.12
Two-thirds (64 percent) of IEG-evaluated projects issued between
FY00-FY04 had “satisfactory” or better development outcome ratings,
compared to 64 percent of evaluated projects issued between FY05-

12 See Appendix for details of IEG’s CODE-endorsed Ex Post Project Evalua-
tion Methodology.
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FYO08, the last year sampled.?? (It is important to remember that these
numbers cannot be extrapolated to MIGA’s portfolio as a whole, since
MIGA’s project evaluation sample will always be too small for statis-
tical inference.)

211  MIGA'’s capital is a significant resource that has been underu-
tilized during the period under review. MIGA’s capital is an indicator
of its risk bearing capacity, and MIGA monitors the level of economic
capital used by its outstanding guarantees (see Appendix F). MIGA’s
economic capital utilized stood at $323 million compared to its operat-
ing capital of $1.036 billion.1# This means that the risk inherent in the
guarantee portfolio “consumed” about 31 percent of MIGA’s available
capital. This can be interpreted as a strong capital position and
MIGA’s clients and competitors view it as such. At the same time it
can also be interpreted as an underutilization of the capital that MIGA
could use to maximize its development impact.

Il. Considerations for MIGA’s New Strategic Directions

212 Anorganization’s success in achieving its strategic goals de-
pends on the actions it takes and the external and internal contexts for
those actions. The strategy development process for FY12-14 is an
opportunity for MIGA and its stakeholders to consider its strategic
directions framework in light of findings on the implementation of
MIGA’s previous strategy, new developments in the PRI market and
changes in the global economy.

213  As MIGA again reviews its experience with its strategic direc-
tions and formulates new directions and operational priorities, Box 2
outlines key questions for MIGA’s upcoming Strategic Directions.

214  The upcoming strategy should take into account the expe-
rience of past strategies and their implementation. To this end, key
lessons on monitoring, financial sustainability and implementation
are drawn from recent evidence and previous IEG evaluations.

13 These project evaluation findings do not include projects underwritten in
the FY09-11 strategy period, which will only be evaluated in FY12-15. This
is because, in IEG’s CODE-approved evaluation methodology, projects must
be operationally mature —for example, three years into implementation — to
be evaluated. See Appendix for details of IEG’s database of evaluated
projects used for this evaluation, and Appendix for a description of IEG’s
project evaluation methodology for MIGA projects.

14 As of June 2010. Operating capital includes paid-in-capital, retained earn-
ings, other comprehensive income, and the net insurance portfolio reserve.
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Box 2. Key Questions for MIGA’s Strategic Directions FY12-14

To be conceptually complete, MIGA’s upcoming Strategic Directions FY12-14 needs to address
MIGA’s developmental role; its financial sustainability; and the customer, internal and resource
perspectives.

e Development Outcome Aspects:

¢ Does the strategy clearly articulate how MIGA will deliver on its development
mandate?

¢ Does it explain how development impact considerations feature in decision-making?

How development outcomes affect staff rewards? Does it explain how MIGA will assess
ex ante projects’ expected development outcomes? How MIGA will be selective in sup-
porting only those assessed as positive ex ante? Does it explain how MIGA will track the
development impact of its projects? Does it define goals for project development out-
comes?

. Financial Sustainability:

o Is the strategy credible on how MIGA will grow its business while remaining financial-
ly sustainable as a development insurer?

e Does it elaborate a consistency framework linking the strategy’s operational priorities (sec-
tors, countries, thematic priorities) with business volume growth, project and investment
financial returns and MIGA's risk-bearing capacity? Does this framework incorporate the
dynamics of MIGA’s pricing model, provisioning policies, and reinsurance decisions?

) Customer Value Perspective:

e Does the strategy clearly define its clients? Does it present a customer value proposition
for them that plays to MIGA's strengths compared to other PRI providers?

e Does the strategy clearly define roles and responsibilities for business development? Does
it indicate how this will be incentivized and aligned to MIGA’s operational priorities? Do
the strategy’s product offerings reflect the product innovation demanded by clients and
needed to meet the strategy’s business targets? Has it demonstrated that MIGA's pricing
model is refined enough to respond to customer demands for product flexibility?

. Internal Perspective:

o Is the strategy realistic about the internal capabilities, processes and initiatives needed
to deliver MIGA's customer value proposition, target development outcomes and finan-
cial goals?

e Does it indicate how MIGA’s core business functions will be aligned to support implemen-
tation of the strategy? Are internal organization functions aligned? Is the strategy persua-
sive that MIGA's business and decision-making processes are consistent with delivering
its strategic targets for business volume and development impact? With client expecta-
tions of MIGA's responsiveness? Is it convincing about the alignment of resources to
strategy implementation?

e  Resource Perspective:

e Does the strategy outline how MIGA would use its resources (staff and budget) to ena-
ble delivery of the various components of its strategy? Does the strategy clearly lay out
the connections between MIGA’s budget and its areas of planned business growth? Does
it articulate a human resources strategy and consider whether MIGA's staffing, capabili-
ties, skills and technology applications are appropriate to deliver the strategy?

e Implementation:

e Does the strategy have the right KPIs to know if it is on track?

1
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MONITORING THE IMPLEMENTATION OF MIGA’S STRATEGY

215  MIGA has enhanced its ability to track strategy implementa-
tion. The Operational Directions FY09-11 initially stipulated a set of
three KPIs focused mostly on guarantee volume. These were subse-
quently broadened to the five KPIs reported quarterly in MIGA’s Ex-
ecutive Vice President (EVP) Reports, which were assessed earlier in
this Chapter. The KPIs introduced in 2008 have been important to en-
able MIGA to measure progress towards its goals, and also to support
the Board in carrying out its accountability function.

216  MIGA has indicated that, going forward, it plans to track a
more complete set of financial and operational performance indicators
on a pilot basis, including KPlIs for (a) business development, (b) un-
derwriting efficiency, (c) the sector composition of guarantees issued
in relation to targets, and importantly, (d) project development out-
comes. This is an important step and clearly signals accountability for
supporting developmentally sound projects and a willingness to be
measured in delivering on this commitment. Using independently
validated project ratings as the basis for MIGA’s KPI on development
outcome would meet good practice standards, and provide substan-
tial credibility to progress reported on this basis.!5 16

217  Complementing its development outcome KPI , MIGA is
tracking six “development effectiveness indicators” for each project,
namely investment mobilized, taxes and fees paid, local procurement
of goods, direct employment, training outlays, and community devel-
opment outlays, based on information reported by guarantee-
holders.?”

15 For the Bank, IEG also reports the “disconnect” between the final vali-
dated ratings and the self-reported ratings in the ICRs. This disconnect is
tracked as an indicator of how well the Bank is supervising its projects. Simi-
larly, IFC reports (unvalidated) DOTS ratings together with IEG’s indepen-
dently validated Expanded Project Supervision Report ratings, and analyzes
any resulting “disconnects.” IFC has a long track record of self-evaluation,
and Expanded Project Supervision Report and IEG final validated ratings
differ only 2-6 percent of the time.

See:http:/ /www.ifc.org/ifcext/disclosure.nsf/Content/ Annual_Portfolio_Performa
nce_Review_FY09.

16 Another concern is that because MIGA is small, projects may be evaluated
by staff who themselves helped to underwrite the project. While positive
from a learning perspective, the objectivity of the ratings and of a KPI based
on them can be questioned.

17 See Annex 3B “Development Effectiveness Indicators” in MIGA’s Contract
of Guarantee for Equity Investments template (2010 Forms, September 1,
2010). Loan and shareholder loan contacts also include this Annex. As of
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218 MIGA’s “development effectiveness” indicators are very dif-
ferent from development outcome indicators. They are akin to IFC’s
“development reach indicators” which have been useful to illustrate
aspects of projects” “footprint” in the local economy. Using these in-
dicators, MIGA would be able to tally the number of people trained
and employed by MIGA projects, the volume of project purchases in
the local economy, and taxes and fees paid and the like. However,
these are partial measures of development effectiveness and potential-
ly misleading: simply because a project mobilizes investment, pays
taxes and fees, procures locally, employs and trains people and con-
tributes to the community, does not mean it has a positive develop-
ment outcome. For that, it needs also to be financially sound, econom-
ically sustainable, and to have no negative environmental or social
effects.

EVALUATING MIGA’S STRATEGY FROM THE PERSPECTIVE OF FINANCIAL SUSTAINABILITY

219  Asadevelopment insurer, MIGA aims to underwrite deve-
lopmentally impactful projects while maintaining its financial sustai-
nability. MIGA can only fulfill its mandate if it is able to remain fi-
nancially sustainable over the long term. Thus, while MIGA does not
underwrite projects with profitability foremost in mind, managing
expected underwriting income remains important. Broadly, this
means being able to recover the costs of underwriting and monitoring
guarantees from its net premium income on a portfolio level.1

220  Ideally MIGA’s projects should have positive development
outcomes and contribute to MIGA's financial sustainability. MIGA
may also wish to support projects expected to have high expected de-
velopment returns, even though the financial return to MIGA from
underwriting them is minimal or even negative. Either objective re-
quires being able to distinguish which projects are likely to contribute
to MIGA's profitability, and which are not.

221 At present, MIGA does not incorporate project-level financial
results considerations into its operational decisions or strategy.
MIGA's business income is currently operated on a portfolio basis, so
that collectively, all premium revenues received cover all the costs

January 2011, 28 contracts with this new reporting requirement had been
signed.

18 JEG's CODE-approved evaluation framework calls for assessing guarantee
projects’ contribution to MIGA’s financial results, in addition to their devel-
opment outcome and MIGA's effectiveness. Measuring guarantees’ contri-
bution to MIGA’s financial results has been constrained until recently be-
cause data on underwriting costs at the project level was not available.
Appendix 7 describes the methodology used by IEG to estimate project-level
contributions.
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expended. Information on projects” expected contribution to financial
results is not used to steer business development, nor to inform its
operational decisions or strategy.

222 Project contributions to MIGA’s financial results are largely
determined by the size, duration, and administrative intensity of a
project, plus the level of reinsurance used for a project. The dynamic
and interactions of these five key drivers for project-level profitability
were discussed in detail in the IEG report 2010 “MIGA’s Develop-
ment Results and Institutional Effectiveness — Achieving Value Dri-
ven Volume.” For example, IEG’s report found that, for projects to
contribute positively to MIGA’s financial results, they need to be large
in terms of MIGA’s exposure, or in terms of its annual net revenue to
MIGA.?? TEG estimates that the “break even size” of a project is ap-
proximately $45 million, or a “break-even annual net revenue” of ap-
proximately $235,000.

Figure 1. A Few Large Projects Contribute Positively to MIGA’s Financial Results

IEG Estimated Project Level Financial Contribution to
MIGA: FY01-10

4,800,000

Top 10 projects account for 47 percent of
total profits, subsidizing the underwriting
financial losses of the bottom 50 projects

3,800,000

2,300,000

MIGA projects MIGA projects
with negative financial results with positive financial
1,800,000 results

800,000

e _"l'"%"|ﬁm||'h|'|'i||'|k|'|'|ﬁ|'||ﬁ|"'|||'h|'|'ﬁ||'|i|'|'|i'|'||i'|'n'i'|n‘hn

ProfitfLoss ($) per Project

Most projects become profitable with a MAL > $45 million,
or a annual net revenue > $235,000

-1,200,000

246 projects

Source: IEG estimates based on MIGA data.
Note: MAL= maximum aggregated liability.

223  MIGA’s guarantee portfolio is profitable, but not all guaran-
tees contribute to its profitability. IEG estimated the contributions to

19 Annual net revenue equals premium due less reinsurance plus ceding
commission. For purposes of IEG’s analysis, these amounts were annualized
by summing up all the net revenue cash flow streams from different con-
tracts within a project, and dividing the total by the number of years the
project was active.
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MIGA's financial results from projects of different types between
FY01-FY10. Seventy percent of projects underwritten by MIGA in this
period —171 out of the 246 total projects —contributed negatively to
MIGA'’s financial results (Figure 1) During the same period, about a
third of MIGA’s projects fell outside MIGA’s four strategic priority
areas (71 projects out of 246), and almost two-thirds of these non-
strategic projects (46 out of 71) are estimated to have contributed ne-
gatively to MIGA’s financial results. Taken together, IEG estimates
these 46 non-strategic projects made a negative contribution of -$16.5
million to MIGA’s financial results. This compares to the aggregate
project-level contribution of $2.8 million to MIGA’s financial results
from all 246 projects together over the same period (Table 1).

Table 1. IEG-Estimated Financial Contribution to MIGA’s Financial Results, FY01-10

IEG-Estimated
Number of MIGA projects Financial Results
($ millions)
Projects meeting 175, of which: +$8.2
one or more MIGA 50 projects generate positive financial results +$53.3
strategic priorities 125 projects generate negative financial results -$45.1
Projects meeting 71, of which: -$54
none of MIGA’s 25 projects generate positive financial results +$11.1
strategic priorities: 46 projects generate negative financial results -$16.5
Total 246 + $2.8m

Source: IEG estimates based on MIGA data.
Note: IEG’s findings do not represent the actual “financial results” of individual projects, but rather reasonable
estimates that allow robust conclusions about profitability patterns.

224  Few sectors or strategic priority areas contribute positively to
MIGA'’s financial results. Complex infrastructure projects contribute
positively to MIGA’s financial results, due to their large premium size
and longer tenor of 9 years, compared to 6 years for the portfolio as a
whole. For the same reasons, oil, gas, and mining projects also gener-
ate positive financial contributions for MIGA.

225 By contrast, three of MIGA's four strategic priority areas
were “loss-making” business lines, due to projects in these areas be-
ing smaller. Primarily due to their small premium size, projects in the
priority areas of South-South, IDA, and conflict-affected countries are
estimated to have made generally low or negative financial contribu-
tions to MIGA. For example, the overall financial contribution of
MIGA’s 52 South-South projects was estimated at -$2.2 million over
the 10-year period 2001-10. Projects in IDA-eligible and conflict-
affected countries also generated large negative returns for MIGA
(Table 2). These negative financial contributions are not related to sec-
tor characteristics, but in the projects” generally smaller size and an-
nual net revenue to MIGA.

15
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Table 2. IEG-Estimated Contributions of MIGA’s Strategic Priorities and SIP, FY01-10

Estimated Financial

Category Number of Projects Contribution ($ millions)
Complex Infrastructure 81 +$33.4
South-south 52 (-$2.2)
IDA 113 (-$4.6)
Conflict-affected 71 (-$8.6)

Financial Sector 89 (-$12.0)

Small Investor Program 29 (-$12.6)
Total 246 2.8m

Source: IEG calculations based on MIGA data. Categories overlap and do not sum up to total.

a. Adjusting the profitability calculations of financial sector guarantees for a high share of repeat
clients and assuming that they are easy to underwrite can conceivably reduce administrative
costs associated with underwriting them. Still the overall contribution of financial sector guaran-

tees are ne&ative: —$6.4 million.
Box 3. SIP Projects Contribute Negatively to MIGA’s Financial Results

The Small Investment Program (SIP) is MIGA's vehicle for targeting small and medium enterprises
(SMEs). Guarantees of up to $10 million are underwritten on a streamlined basis and approval is dele-
gated to MIGA management. Premiums are set to recover only variable underwriting costs, a subsidy
of 50 percent of MIGA’s regular premium. In FY10, one-fifth (4 out of 19 projects) of MIGA’s projects
were SIPs.

While SIP projects themselves are small, the investors benefiting from the premium subsidy can be
very large. SIP beneficiaries (guarantee-holders) include wholly-owned subsidiaries of DaimlerChrys-
ler, Societe Generale de Surveillance SA (SGS SA) and large state-owned enterprises such as the Indus-
trial Development Corporation of South Africa and the Developpement Agro-Industries Sud, SA of
France.

SIP projects contribute negatively to MIGA's financial results. Collectively, SIP projects cost MIGA
an estimated -$12.6 million between FY01-10 (Table 2). This is not surprising, since projects are inhe-
rently small (maximum size is $10 million)?’ and SIP premiums are explicitly set to recover only part of
MIGA’s underwriting costs. This subsidy is intended to make MIGA’s PRI attractive and affordable for
SMEs.

IEG questioned SIP’s premium subsidy in 2007 and recommended that MIGA refine the program to
focus the subsidy on SIP’s intended beneficiaries, small investors and SMEs. SIPs negative financial
contribution is otherwise hard to justify.

Few SIP projects have been evaluated and their development results are not yet known. IEG plans to
evaluate SIPs development outcome performance for a future report. IFC’s experience with a Washing-
ton-based retail model of direct lending to SMEs was not successful, and led IFC to switch to a business
model of supporting SMEs through credit intermediaries. This model may also be relevant for MIGA.

20 MIGAs 2007 SIP Policy requires that the guarantee coverage must not ex-
ceed $10 million; the SME investee company may have a maximum of 300
employees and an asset value of $15 million; and the investor company
(guarantee-holder) may have a maximum of $50 million in assets and total
sales of $100 million. Eligible sectors include finance, agribusiness, manufac-
turing, and services-infrastructure is ruled due to environmental and social
risks. Only B and C category projects are eligible for SIP.
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226  Both premium size and project duration have decreased over
the decade, lowering MIGA's overall underwriting profitability. The
existence of large-premium and long-duration projects is what mat-
ters for how much financial surplus MIGA generates from a given
year of underwriting operations-not the volume of guarantees or
number of projects. As the average duration for MIGA’s portfolio fell
by 31 percent, from to 4.9 years to 3.0 years between FY01-10, average
net revenue?! dropped by 16 percent, from $277,000 to $149,000. The
trends in these profitability drivers have combined to substantially
lower MIGA's overall profitability over the decade.22

2.27  MIGA can improve its financial performances and its strategic
relevance by being more selective about the projects it underwrites,
informed by project-level financial results. For example, MIGA can
turn down some projects in order to influence the composition of its
guarantee issuance, even though it is operating well below capacity.?
The estimates above indicate that MIGA could have improved its fi-
nancial results by up to $16.5 million without compromising on its
strategic priorities, by being more selective about the projects under-
written.

228  MIGA can also exert substantial influence on the composition
of its prospective pipeline through proactive business development
efforts targeted at certain sectors. Recent business development efforts
have clearly demonstrated that effectively targeted efforts can yield
fruit, even when the overall demand for PRI is influenced by market
factors. The Business Development Partnership with IFC has yielded
three guarantee approvals and added four projects to the pipeline of
potential projects,? while the Asia Hub has added seven, as of mid-
FY11. “Client management”—the level of service and attention paid to
clients in the application process and during contract administration—
is another way to influence the direction of future business. In short,

2l Annual net revenue = premium due less reinsurance plus ceding commis-
sion.

22 Profitability of projects in a given year is calculated as the total net pre-
mium income less underwriting and administrative costs over the lifetime of
all projects issued in that fiscal year.

2 As an example, MIGA delivered 16 projects in FY10, compared to 43 in
FY06, while having more underwriting staff in FY10 (23) than in FY06 (17).
MIGA also has substantial unused risk-bearing capacity, with only 31 per-
cent of its operating capital used. While MIGA'’s fixed costs are high and it is
operating below capacity, this analysis shows that it is not a sufficient crite-
rion to underwrite projects as long as they cover their variable underwriting
costs and make some contribution to MIGA’s fixed costs.

2 Projects in the pipeline are those for which MIGA has received a Definitive
Application from the investor.

17
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MIGA is not a passive market taker—it can and does influence the
types of clients and projects it supports.

229  These findings do not imply that MIGA should focus on more
profitable business lines. They do imply that MIGA should rigorous-
ly assess the strategic relevance and expected development outcome
of the projects it is considering to underwrite and determined they are
positive. Underwriting projects that contribute negatively to MIGA’s
profitability, are non-strategic, and have negative development results
would be a lose-lose combination. In addition, measuring financial
results at the project level would help MIGA determine the implica-
tions of its strategic directions for its financial viability.

INSTITUTIONAL FACTORS AFFECTING STRATEGY IMPLEMENTATION

230 MIGA has made progress in addressing issues relating to its
institutional and developmental effectiveness. Its operations are now
better aligned with Bank country strategies —a significant gap in the
past. More effort is being made to assess projects” expected develop-
ment impacts as part of underwriting due diligence, although there
are quality and consistency issues. The risk analysis underpinning
MIGA’s pricing, provisioning, reinsurance and capital allocation deci-
sions has been refined.

231  MIGA’s Action Plan for Strategic Progress in FY09 was designed
to address internal constraints such as underwriting and decision-
making processes, and MIGA’s business development and client rela-
tionship function. MIGA introduced the goal of “value-driven vo-
lume” for its operations and defined its comparative advantage as
supporting “smart projects in difficult environments.” Having piloted a
self-evaluation program in FY09, MIGA has completed its first three
project self-evaluations as of December 2010, with IEG support. IEG
views this initiative as key to improving MIGA's project quality and
operational performance, through institutional learning.

232  MIGA now has several new business development initiatives
under way. Responsibility for business development was assigned to
MIGA'’s Operations Department in FY09 and a variety of business de-
velopment efforts have been launched linked to sector strategies. In
addition to enhancing its Agent and Finder Program, MIGA has
launched the Business Development Partnership with IFC to leverage
IFC’s global network of staff and contact, and has recently established
an Asian Hub—initiatives that have already yielded positive results,
as noted earlier in this Chapter. To date it is, however, too early to as-
sess in a comprehensive manner the effectiveness of these business
development initiatives for MIGA's strategy as the development of a
richer more diversified and more strategic pipeline of prospective
MIGA guarantees takes time.
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233 Product innovation, in particular adaptation of existing
products, continues to be a major challenge for MIGA. As noted ear-
lier in this Chapter, MIGA has supported a relatively narrow mix of
investments even though there was substantial scope allowed by its
charter and Operational Regulations (Op Regs). In addition, within a
PRI market characterized by tailor-made rather than standard con-
tracts, MIGA is perceived as unusual in offering not only a fixed
menu of risk coverages (as defined by the Convention and Op Regs)
but also very standard coverage terms and conditions. An example is
MIGA’s coverage against loss of income due to temporary business
interruption. MIGA’s standard contract suggests that a complete
shutdown for a 30 day period (given in brackets on the standard) is
required, despite the Op Regs being silent on the length and extent of
the business interruption. 25 20 A private PRI provider would be able to
price the additional risk implied by an interruption of less than 30
days or by a partial shutdown and tailor (and price) the contract on
that basis.

234  MIGA hinders itself from responding to requests for adjust-
ments to standard contract terms because it has neither a systematic
process nor a standing authorization for a Director or Senior Manager
to consider and approve such requests. Even small exceptions are re-
ferred to MIGA’s Management Team and up to the EVP for decision.
This lack of process and clarity about what will get endorsed in the
end, what will not, and why appears to discourage underwriters, ac-
cording to IEG interviews, from bringing innovations forward and
finding solutions to client needs. This is not to say that MIGA has not
on occasion considered slight modifications to coverage terms to suit
projects and clients.

235  There are instances where contract language is more rigid now
than three or four years ago. Until 2004 MIGA'’s contract of guarantee
allowed investors to choose a specific amount of coverage for each
risk. An investor might want to get transfer risk coverage of one
amount to facilitate the repatriation of funds and a higher amount for
War and Civil Disturbance and Expropriation to cover assets at risk.?”
Currently, MIGA’s contracts suggest the same dollar amount of cov-
erage on all risks covered; given the above described lack of a clear
and explicit approval process for deviations from these standard

% Source: MIGAs Operational Regulations (as amended on 14 April 2009), Part
I, Section IV: Eligible Risks, page 23.

26 Source: MIGA Contract of Guarantee forms.

27 When the contract of guarantee was redrafted there was no accompanying
statement of policy or explanation of the change.

19



CHAPTER 2

LESSONS FOR MIGA’S STRATEGIC DIRECTIONS FY12-14

20

terms, staff members feel discouraged to offer greater flexibility, that
is, different dollar amounts of coverage on the different risks covered.

236  These narrow interpretations and lack of flexibility in tailoring
contracts seem to stem from numerous ”“soft policies” and a tendency
to follow existing practices - they do not relate to charter or Op Reg
restrictions. The impact of “soft policies” is exacerbated by a striking
lack of “official guidance” to underwriters and other staff in the form
of Policy- or Operations manuals. A tool such as the World Bank'’s
Operational Manual containing Operational Policies, Bank Proce-
dures, and interim instructions to staff, such as Operational Memo-
randa on the conduct of Bank operations does not exist. For MIGA
underwriters looking for guidance on what is allowed versus what is
ruled out by policy, the practice is often to ask colleagues, typically
legal staff. By this means, what was intended as a business decision
by management may be conflated into a (soft) policy on the matter.
These soft policies thus affect innovation and client responsiveness.

237  Less influence of ”soft policies” will require a substantial effort
by MIGA to articulate what it considers actual policies (and what are
not its actual policies) and to communicate the difference in an effec-
tive way. MIGA is starting to recognize the hold these unwritten
norms have on the institution and has recently started to review some
of them, with a view to determining the original underlying rationale
of the norms, practices, and unwritten rules that drive behavior, and
whether they are still valid. Progress in this area through a rigorous
and comprehensive review of such soft policies (and of some of the
longer-standing formal policies as well) would be important for strat-
egy implementation.

238  Product innovation and greater product flexibility requires
the ability to price risk. MIGA’s pricing will have to become more
sophisticated to support the introduction of new products and flexible
coverages and terms. MIGA's pricing is currently driven by the ad-
ministrative cost and risk cost associated with the coverage, as well as
by market competition and conditions. This mirrors the PRI market
where political risk insurance rates are fundamentally driven by the
risk costs of offering such coverage, including expected losses, admin-
istrative costs, required return on capital and a number of market-
based factors. The latter include primarily the availability and price of
international reinsurance capacity and price competition between PRI
providers.

239  MIGA’s current pricing model calculates a pricing band which
provides substantial range for pricing discretion. This enables MIGA
to respond to both market pressures and to client-specific negotia-
tions. Nonetheless, for MIGA to introduce new products and greater
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flexibility in the terms of its coverages, it must carefully consider the
pricing consequences. When potential clients request modification in
standard contract coverage, for example, 25 day business interrup-
tion instead of the standard 30 days, the underlying risk and thus ex-
pected losses (and also client behavior) may change. This may have to
be reflected in MIGA’s price quote.

240 MIGA'’s pricing model was last fine-tuned in FY07 and needs
further refinement to support the demands of MIGA’s business. This
model will need to be fine-tuned further so that MIGA can appro-
priately price the risk embodied in its new products and flexible cove-
rages. This will involve also fine-tuning MIGA’s economic capital
model, since the economic capital (value-at-risk) estimates are the
main driver of the “risk cost” element of MIGA’s pricing.

lIl. Summary

241  MIGA'’s Strategic Directions FY12-14 and its implementation
will be instrumental in getting the most out of MIGA’s broadened
mandate and potential developmental reach. The opportunity to sup-
port private sector investment in the post crisis recovery only heigh-
tens this challenge.

242 Aretrospective analysis of the strategy period FY09-11 re-
vealed that MIGA was on track in meeting several, but not all of its
key performance targets for the strategy period FY09-11. In terms of
guarantee volume, MIGA’s guarantee issuance (new guarantees is-
sued) initially fell short of the strategy’s target of $1.8-$2.2 billion a
year, but met its target in the last year of the strategy period (FY11).
MIGA’s outstanding portfolio of guarantees reached an all-time high
of $7.7 billion in gross exposure as of 30 June 2010, as cancellations
dropped sharply during the crisis period. The number of new guaran-
tee projects met the strategic targets of 20-30 new projects a year in
two years out of three. When looking at the portfolio composition,
MIGA met its target of being “overweight” in IDA countries. At the
same time, MIGA issued a growing share of its guarantees in areas
outside its strategic priorities. MIGA was able to contain its adminis-
trative expenses below the set threshold of 85 percent of net premium
income, even though this ratio has increased in the recent past.
MIGA’s return on operating capital was at 1.4 percent —well below its
target range of 7-10 percent (before provisions). Complementing the
above analysis of strategy implementation with development effec-
tiveness indicators shows that project performance is broadly un-
changed over the last ten years.
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243  MIGA'’s capital is a significant resource —and an indicator of
MIGA'’s risk bearing capacity. MIGA’s capital utilization, however,
stood at 31.3 percent as of June 30, 2010 —a low value not only by
IEG’s assessment but by also MIGA’s own reports (economic capital
of $323 million over operating capital of $1.036 billion).

244  The upcoming strategy should take into account the lessons of
past strategies and their implementation. To be conceptually com-
plete, MIGA’s upcoming Strategic Directions needs to address
MIGA’s developmental role; its financial sustainability; and the cus-
tomer, internal, and resource perspectives.

245  MIGA'’s initiative to develop KPIs to track institutional per-
formance and strategy implementation is an important step in the
right direction. KPIs were introduced in FY09 with a view to enhanc-
ing MIGA'’s ability to track strategy implementation. However, the
proposed metrics need further enhancement to adequately track
progress in achieving strategic and operational objectives and provide
management with sufficient information for strategic decision-
making.

2.46  With regard to financial sustainability, MIGA can improve
its financial results and its strategic relevance by being more selec-
tive with respect to which project it underwrites. IEG estimated that
MIGA could have improved its financial results without compromis-
ing on its strategic priorities, by being more selective about the
projects underwritten. And going forward, informed by project-level
financial results, MIGA could steer its underwriting away from non-
strategic projects that generate negative financial results toward stra-
tegic priority area projects-whether they generate positive financial
results or not.

2.47  These findings do not imply that MIGA should focus on more
profitable business lines. Rather, measuring financial results at the
project level can help MIGA determine the implications of its strategic
directions for financial sustainability — MIGA needs to find the right
project mix for impact and financial sustainability. However, cross-
subsidization within the portfolio does imply a significant burden of
proof to demonstrate strong development impact based on rigorous
ex ante assessment during underwriting. Underwriting projects that
contribute negatively to MIGA’s profitability and have poor devel-
opment results would be a “lose-lose” combination.

248 Looking at factors affecting strategy implementation, MIGA
has made progress in addressing issues relating to its institutional
and developmental effectiveness, including the strengthening of its
business development efforts. However, product innovation, in par-
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ticular adaptation of existing products, remains a substantial chal-
lenge for MIGA.
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3. Financial Sector Guarantees and
MIGA’s Strategy

3.1 This chapter takes a closer look at MIGA’s financial sector
guarantees, MIGA’s most important business segment in terms of vo-
lume of newly issued guarantees. Given their importance in the cur-
rent strategy period and their important role in development, finan-
cial sector guarantees were selected as a case in point to analyze
MIGA's experience in implementing its strategy. Section I reviews
trends and characteristics of financial sector guarantees, followed by
an assessment of the strategic relevance of financial sector guarantees
(Section II). Development outcomes of financial sector guarantees are
discussed next in Section III. MIGA’s quality of underwriting in this
sector is discussed in Section IV. The Chapter concludes with a sum-
mary (Section V).

I.  Financial Sector Guarantees and Strategy Implementation

RECENT TRENDS IN FINANCIAL SECTOR GUARANTEES

3.2 Financial sector guarantees were MIGA’s most important
business segment in the strategy period in terms of volume of newly
issued guarantees. Over the past five years, financial sector guaran-
tees comprised 54 percent of MIGA’s guarantee volume (FY06-10), up
from 39 percent in the preceding five year period (FY01-05). The is-
suance of financial sector guarantees reached a peak in FY09, the first
year of the strategy period, when 89 percent of MIGA-issued guaran-
tees were in the financial sector. Their predominance in MIGA’s busi-
ness volume continued in FY10 at 64 percent of MIGA’s total issuance
that year (Figure 2). As of mid FY11, the strategy period’s last year,
financial sector guarantees accounted for 65 percent of guarantees is-
sued.
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Figure 2. Sector Composition of Guarantees Issued (by Volume), FY06-FY10, FY09 and FY10
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3.3 Infrastructure guarantees have declined as a share of MIGA’s
guarantee issuance, pari passu with the growth of financial sector
guarantees. Infrastructure fell to 26 percent of guarantees issued in
FY06-FY10, compared to 40 percent in FY01-FY05. Similarly, the
share of guarantees issued in Agriculture, Manufacturing and Servic-
es (AMS) fell to 10 percent of guarantee volume, from 12 percent in
FY01-05, while the share of volume in Oil, Gas, and Mining (OGM)
stayed fairly even (9 percent compared to 10 percent of total volume).

3.4 In terms of guarantees outstanding, financial sector guaran-
tees make up the largest sectoral share of MIGA's guarantee portfo-
lio. Financial sector guarantees represented 43 percent of MIGA’s out-
standing portfolio (net exposure)? as of FY10, the highest of any
sector. Infrastructure represented 34 percent of the guarantees out-
standing, followed by guarantees in AMS (13 percent) and OGM with
10 percent.

3.5 Given these patterns, it is striking that the financial sector
was not one of MIGA’s operational priority areas identified in
MIGA'’s Strategic Directions FY05-FY08 and revalidated in its Opera-
tional Directions FY09-FY11 2. The weight of financial sector guaran-
tees in MIGA’s portfolio and in its share of guarantees issued in re-
cent years suggests that the sector is of high overall strategic
importance to MIGA, and to the Agency’s operational and finan-
cial/business performance. Moreover, the growth in importance of

28 “Qutstanding portfolio” is a stock concept that refers to total net portfolio
exposure outstanding at a given time (for example, gross exposure less can-
cellations, terminations, expirations, and reinsurance).

2 MIGA 2005 Review for FYO0-FY04 and Strategic Directions for FY05-FY08
and MIGA Operational Directions FY09-11.
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this sector was visible starting in FY06, the middle of the previous
strategy period. This contrasts with IFC, where ”developing financial
markets” is one of its strategic priorities.

3.6 MIGA'’s financial sector activities are aligned to the World
Bank Group’s goal of responding to the global financial crisis. While
tinancial sector guarantees are part of MIGA's crisis response and can
be considered strategic in the crisis period, the growing dominance of
financial guarantees in the Europe and Central Asia Region was ap-
parent starting FY05, predating the crisis by several years.

3.7  Most MIGA'’s financial sector guarantees did not fall into any
of MIGA'’s formal strategic priority areas. Since FY06, six percent of
MIGA’s $3.9 billion in financial sector guarantees supported projects
in IDA countries,? compared to 43 percent for guarantees in all other
sectors. One percent of MIGA’s financial sector guarantees were in
Africa, compared to 31 percent for guarantees in all other sectors. By
contrast, some 0.4 percent of MIGA's financial sector guarantees were
in conflict-affected countries, compared to 15 percent for guarantees
in all other sectors. One percent of financial sector guarantees sup-
ported South-South investments, compared to 25 percent for guaran-
tees in all other sectors (Table 3).31 When looking at these trends, how-
ever, one has to bear in mind that MIGA depends on investors to
come forward with projects —it cannot make projects happen.

Table 3. Guarantees in MIGA Priority Areas (FY06-FY10)

South- Non-
Conflict- South priority
Guarantees: IDA (%)  Africa (%) affected (%) (%) (%)
Financial sector 6 1 04 1 94
All other sectors 43 31 15 25 21

Source: IEG-MIGA analysis based on MIGA data as percent of guarantees issued.

3.8 The alignment of MIGA'’s financial sector guarantees’ to
MIGA'’s strategic directions is rather weak. Financial sector guaran-
tees have lent themselves more to support IBRD countries and are
strikingly absent in Africa. In general, financial sector guarantees lent
themselves less to South-South investments than guarantees in other
sectors. The flip side of the growing preponderance of financial sector
guarantees is MIGA’s declining issuance of guarantees in priority
areas. Projects in MIGA's priority areas declined to 16 percent of

% As percentage of guarantees issued. Includes IDA and blend countries.

%! Note that there is substantial scope for overlap in these categories, that is, a guar-
antee may be in a conflict-affected IDA country, and cover a South-based investor.
Such guarantees would be counted under all categories that apply.
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guarantee volume in FY(09 and 30 percent in FY10, compared to 91

percent in FY06. By the first half of FY11, the proportion was 22 per-
cent. (Figure 3)

Figure 3. MIGA Guarantee Projects in at Least One Strategic Priority Area, FY05-11
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Source: IEG-MIGA analysis based on MIGA data.

CHARACTERISTICS OF MIGA’S FINANCIAL SECTOR GUARANTEES

3.9 Financial sector guarantees are substantially larger on aver-
age than guarantees in other sectors. The average size of MIGAs fi-
nancial sector guarantees was $96 million between FY06-10, com-
pared to $43 million for guarantees in other sectors, and $61 million
for the average of the portfolio as a whole. 32 This is a striking con-
trast to the FY01-05 period when financial sector and non-financial
sector guarantees were similar in size, $37 million and $38 million,
respectively.

3.10  Financial sector guarantees have a shorter tenor at inception
than guarantees in other sectors. MIGA’s financial sector guarantees
had an average tenor of 7 years over the period FY01-FY10, compared
to 11 years for other sectors and 10 years for the portfolio as a whole.

32 The larger size of financial sector guarantees does not necessarily translate
into supporting larger “projects.” With financial sector guarantees, the face
value of the guarantee typically corresponds to the entire “project” being
financed (for example, a shareholder loan or line of credit.) In other sectors,
the guarantee may cover only part of the financing (that is, the foreign equity
slice or cross-border loan) for a much larger “project.”
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311 Cancellations reduce the de facto tenor to 5 years, compared
to 7 years for the average guarantee in the portfolio.® Cancellations
hence diminished guarantees’ original tenor by about 30 percent on
average, for both financial and non-financial sector projects.

FINANCIAL SECTOR GUARANTEES ARE CONCENTRATED IN VARIOUS WAYS

312  MIGA'’s financial sector guarantees have been more regionally
concentrated than guarantees in the other sectors. Ninety-five percent
of financial sector guarantees were issued in one single region, Eu-
rope and Central Asia, between FY06-10, compared to 48 percent for
the next highest sector (OGM).34 In general, the issuance of non-
financial sector projects has been more evenly distributed across all
regions, with Europe and Central Asia accounting only for 20 percent
(Figure 4).

Figure 4. Regional Composition of Guarantees Issued (by volume), FY06-10

FY06-10 - Financial Sector FY06-10 - Non Financial Sector FY06-10 - All Sectors
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30%
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Source: MIGA.
Note: Regions: ECA = Europe and Central Asia; LAC = Latin America and the Caribbean; MENA = Middle East and North Africa.

313  Financial sector guarantees are concentrated in a few host
countries. Eighty percent of all financial sector guarantees supported
projects in only five host countries over the past five years —
compared to non-financial sector guarantees, where the top five host

3 Guarantees are often cancelled prior to their expiration. Cancellations take
place for many reasons including changes in investor risk perceptions rela-
tive to guarantee cost, improved country performance, sale or transfer of the
project company, or of the guarantee-holder company, to name but a few.

3 Looking at the sector-wise regional concentration from the perspective of
outstanding net exposure gives a similar picture: Eighty-eight percent of
MIGA'’s outstanding financial sector guarantees (net exposure) were in Eu-
rope and Central Asia (as of June 30, 2010) compared to guarantees outstand-
ing in other sectors, which were distributed in a relatively balanced manner
across the five regions.
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countries accounted for only 45 percent of projects supported by
MIGA guarantees.

3.14  Financial sector guarantees have also been “client concen-
trated”, that is, with respect to guarantee-holders. Five top clients
(guarantee-holders) purchased 93 percent of MIGA's financial sector
guarantees (by volume) in FY06-10. By comparison, in all other sec-
tors the top five clients accounted for 39 percent of all guarantees.

MIGA’S FINANCIAL SECTOR GUARANTEES CAN BE SEEN IN THE CONTEXT OF CRISIS-
RESPONSE

315 MIGA has supported investments made by foreign banks dur-
ing several financial crises, including the Asian crisis of 1997, Russia,
Brazil, and Turkey in the late 1990s, and Argentina in the early 2000s.

Box 4. MIGA’s Crisis Response Deepened its Engagement in the Finance
Sector

The current global financial crisis has heightened attention to MIGA's
financial sector guarantees. Beyond its already significant build-up of expo-
sure to the financial sector, MIGA adopted the Financial Sector Initiative in
March 2009, a MIGA-specific crisis response effort focused on supporting
financial institutions in Europe and Central Asia. It is part of the wider, in-
ternationally coordinated Joint International Financial Institution (IFI) Action
Plan agreed to by the European Bank for Reconstruction and Development,
the European Investment Bank, and the World Bank Group.

Under the Joint IFI Action Plan, MIGA agreed to commit up to $2 bil-
lion-$3 billion in gross exposure for political risk insurance on cross-
border investments by financial institutions to recapitalize or provide liquidi-
ty to subsidiaries. In FY10, guarantees totaling $918 million were issued un-
der the initiative (six contracts issued in Serbia, Croatia, Latvia, and Ka-
zakhstan), bringing MIGA’s total cumulative support under the Financial
Sector Initiative to $1.5 billion in gross guarantee coverage. This highlights
MIGA'’s potential to contribute countercyclically, albeit in limited amounts.

3.16 MIGA’s growing activity in support of projects in Europe and
Central Asia followed the wave of financial sector reform, bank priva-
tization and entry of foreign banks into that region, much of it sup-
ported by the World Bank Group. The acceleration of MIGA's is-
suance in Europe and Central Asia (which grew 14 percent per
annum in terms of net exposure between FY00-10) can be linked to
European banks’ support to their subsidiaries in European Union ac-
cession countries and other countries in the region.?

% Financial liberalization in the Latin American and Caribbean region in the
early 1990’s provided a similar impetus for the steady growth in MIGA’s
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THE DROP IN CANCELLATIONS UNDERSCORES MIGA’S IMPORTANT ROLE IN CRISIS
PERIODS

3.17  MIGA guarantees are often cancelled prior to their expiration
due to changes in investor risk perceptions relative to MIGA’s pricing,
improved country performance, or a change in ownership of the
project or guarantee-holder among others. Such cancellations lead to
the shrinking of MIGA’s outstanding portfolio, that is, a “runoff,”
which is usually measured in terms of annual runoff of the outstand-
ing portfolio (net exposure). The annual runoff due to cancellations
amounted to 8 percent® between FY06-10, with MIGA’s financial sec-
tor guarantees canceling about as frequently as guarantees in other
sectors.

3.18  During the crisis, cancellations of guarantees declined in gen-
eral, with cancellations of financial sector guarantees declining even
more sharply. The FY09 -FY10 pattern of cancellations changed ab-
ruptly during the global economic crisis. In FY09 and FY10, cancella-
tions led to a much smaller runoff in the outstanding portfolio of just
1.5 percent and 2.9 percent, respectively. In particular, cancellations of
financial sector guarantees were very low in FY09 and FY10, resulting
in a runoff of only 0.2 percent and 1.1 percent, compared to 2.3 and
4.3 percent for non-financial sector guarantees.

319  The decline in cancellations can be attributed to the heigh-
tened risk perception of investors during crisis times. Investors tend
to hold onto their guarantees significantly longer during crisis pe-
riods. This points to the important role that MIGA has in providing
investor comfort during such a crisis —a service particularly appre-
ciated by financial sector clients as cancellation patterns revealed.

WITH REGARD TO THE FINANCIAL SUSTAINABILITY OF FINANCIAL SECTOR GUARANTEE

3.20  Financial sector guarantees do not contribute positively to
MIGA'’s financial results, according to IEG estimates. MIGA issued
some $2.8 billion of guarantees in the financial sector over the 10 year
period FY01-10, but despite this high business volume, the sector did
not contribute positively to MIGA’s overall financial results. Financial

business volume in an earlier decade, as U.S. and European financial inter-
mediaries opened bank branches or acquired local banks in the region. ABN-
AMRO, ING, and Citibank were among the important players at the time.
Between FY90 and FY99, MIGA'’s issuance of financial sector guarantees was
concentrated in the Latin America and the Caribbean Region (51 percent by
volume).

% These 8 percent only represent the effect of cancellations on the shrinking of
the outstanding portfolio, that is, on the “runoff.” Runoff can also be caused
by, for example, reductions, expiries, translation adjustments, and so forth.
Their effect is not included in this figure.
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sector projects contributed negatively in 8 out of the 10 years, with a
total estimated negative contribution of -$12 million. 3 Factoring in a
high share of repeat clients and assuming that financial sector guaran-
tees are easy to underwrite conceivably reduces administrative costs as-
sociated with underwriting financial sector guarantees. Still, they still
produce a negative financial result of -$6.4 million, according to IEG’s
estimations. In comparison, infrastructure —a sector in which MIGA
issued about $2.7 billion in guarantees —yielded an estimated positive
contribution of about $26 million over the same period 38 (Table 4).

Table 4. Project Contributions to MIGA’s Financial Results, FY01-10

Contribution to

Net Exposure Financial Results [$
Sector [$ billions] millions]
Infrastructure $2.67 +$26.1
OGM $0.64 +$7.3
Finance $2.76 (-$12.0)/(-$6.4)?
AMS $0.99 (-$18.6)

Source: IEG estimates based on MIGA data.

a. Adjusting the profitability calculations of financial sector guarantees for a high share of repeat clients and assuming that they
are easy to underwrite can conceivably reduce administrative costs associated with underwriting them. Still the overall
contribution of financial sector guarantees are negative: -$6.4 million.

3.21  High reinsurance was the reason for financial sector projects’
negative contribution to MIGA’s financial results. To limit its expo-
sure, MIGA reinsures certain exposures through private PRI provid-
ers. The share of financial sector guarantees that was reinsured was
much higher than other sectors over this period.? Thus MIGA lost a
large share of potential revenue from financial projects to reinsurance.
Reinsurance of financial sector projects reduced this sector’s profita-
bility by almost $29.7 million (168 percent), according to IEG’s estima-

%7 Assuming that financial sector guarantees are of low complexity with a rela-
tively high share of repeat clients, a recalculation of the profitability of finan-
cial sector projects was carried out. In this recalculation, it was assumed that
finance projects were universally simple projects to underwrite, and so were
assigned the lowest possible initial year underwriting cost, $130,000. The results
of this re-calculation put the financial sector total still at a loss of $6.4 million.
Hence, adjusting for repeat clients and low complexity in underwriting does
not significantly change the overall conclusions. Indeed, it reveals that the ad-
ministrative cost component actually has a relatively smaller impact upon the
total profit/loss result than other drivers, such as average size of net revenue.

38 For a detailed description of the methodology, see Appendix 7.

% This may have been related to the country exposures associated with fi-
nancial sector guarantees in this period.



CHAPTER 3
FINANCIAL SECTOR GUARANTEES AND MIGA’S STRATEGY

tions. 4 OGM and AMS projects experienced less drain from reinsur-
ance, losing $7.1 and $7.8 million respectively (49 and 74 percent).

3.22  Concentration trends were not the only cause for the high re-
insurance level. MIGA’s exposure was well within its own country
and projects limits, even during the crisis, and exposures were rein-
sured even though limits were not close.#t MIGA could have put the
additional risk on its own balance sheet. Reinsurance decisions thus
led to MIGA using its capital less effectively, and also to loss of poten-
tial revenue from its dominant sector of issuance over the past and
current strategy periods.

3.23  This choice was even more conservative than it looks at first
glance. MIGA’s overall country and project limits are only reviewed
by the Board at discrete intervals, with MIGA authorized to increase
the approved exposure limits by ten percent a year, automatically.42
MIGA has not made use of its authority to adjust exposure limits
since the last increase in limits was approved by the Board in April
2007. MIGA's per country and per project limits could therefore have
been 30 percent higher than they are now, that is, at $799 million in-
stead of $600 million for country limits and at $240 million instead of
$180 million for project limits. These country and projects limits,
MIGA'’s reinsurance policy, and the use of its risk-bearing capacity
deserve a thorough treatment in the upcoming Strategic Directions
FY12-FY14.

IMPLICATIONS FOR MIGA’S STRATEGY

3.24  The dominance of financial sector guarantees in MIGA's is-
suance does not align to MIGA’s strategy. Financial sector guarantees
have become MIGA’s most important business segment in terms of
volume of newly issued guarantees. While financial sector guarantees
are part of MIGA's crisis response during the last two years —and
may hence be called strategic — the buildup of the financial sector in

40 The profitability for financial sector projects changed more than 100 per-
cent due to reinsurance because of the leverage effect that reinsurance can
have upon profitability. Although reinsurance can only theoretically extend
up to 100 percent of gross revenue, when expenses are very high and so just
a little bit lower than the value of revenues, then a reduction of gross reve-
nue by 30 percent, for example, can result in revenues becoming less than
expenses, turning a profitable project into a loss-making one, and effectively
resulting in a change in profitability greater than 100 percent.

41 Much of MIGA’s reinsurance is “automatic” — treaty reinsurance in which
MIGA is obligated to offload a proportion of its exposure.

42 The Board approved an increase in MIGA’s exposure limits to $600 million
per country and $180 million per project in April 2007. These limits can be
raised by 10 percent per annum at MIGA’s discretion.
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MIGA'’s portfolio preceded the crisis by several years. The financial sec-
tor per se is not among MIGA's priority areas and the alignment of finan-
cial sector projects with MIGA’s priority areas is weak. Moreover, the
dominance of financial sector guarantees issuance appears to be driven
by a handful of repeat clients.

3.25  The dominance of financial sector guarantees also had negative
effects on MIGA'’s financial results. Perhaps because of their strong re-
gional concentration, MIGA opted for a higher level of reinsurance
which, in turn, drove down the financial sector’s contribution to MIGA
financial results.

3.26  Future strategies need to better define the relative weight of the
different sectors in MIGA's portfolio. Its implementation plan also needs
to suggest how MIGA will manage its issuance of guarantees in a more
strategic fashion so that its operational activities are more in line with its
strategic objectives and with its financial goals.

Il. Strategic Relevance of MIGA’s Financial Sector Projects

FINANCIAL SECTOR PLAYS AN IMPORTANT ROLE IN DEVELOPMENT

3.27  Well-functioning financial markets play a key enabling role for
sustainable development and a healthy and growing economy.** Banks
provide payments services, housing and consumer finance, provide
businesses with access to working capital and investment financing to
support investment and growth. The entry of foreign banks into devel-
oping country financial systems is generally a positive development,
with the potential to broaden and deepen the market, accelerate the in-
troduction of new instruments, and bring new technologies and man-
agement approaches to banking. This has occurred in many countries
through privatization of formerly state-owned banks or foreign bank in-
vestments into local bank subsidiaries. Many of MIGA’s financial guar-
antees have supported such transactions. However, the role of foreign
banks in transition or developing countries has not been uniformly posi-
tive.

3.28  MIGA guarantees have the potential to contribute positively to
the deepening and broadening of financial markets. An example is banks
seeking MIGA PRI for shareholder loans to their subsidiaries to increase
their capacity to lend to local businesses. Another is foreign investors
seeking PRI for their equity investment in a newly privatized state-
owned bank. In the first example MIGA’s guarantee contributes to
“broadening” the financial sector by increasing credit penetration in the
host country, while in the second, MIGA’s guarantee contributes to fi-
nancial “deepening” by increasing the array of financial instruments

43 The Financial Sector Strategy for the World Bank Group.
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available and improving the market’s ability to price and settle transac-
tions in the host country.

3.29  Positive development impacts can also ensue from MIGA's sup-
port for the entry of foreign banks into developing country financial sys-
tems that accelerate the introduction of new technologies and management
approaches. Entry of foreign banks is also a way of “importing” home
country regulatory standards, thereby raising the standards of domestic
banks by competitive pressure. MIGA’s support for mortgage banking
through securitization helps to create a more diversified financial system
with a broader range of financing options for long term assets such as
housing. That said, the literature shows that the role of foreign banks in
transition or developing countries has not always been uniformly positive.
Through the entry of foreign banks, fragile and relatively new open finan-
cial systems may become overexposed to global shocks, as has happened
in some countries/regions.

PROJECT LEVEL FINDINGS CONFIRM STRATEGIC RELEVANCE OF FINANCIAL SECTOR
PROJECTS

3.30  IEG’s project-level findings indicate that MIGA’s financial sec-
tor guarantees were strategically relevant at the country level, that is,
they are consistent with the Country Assistance Strategy (CAS) and Bank
sector strategies. Ninety percent of the evaluated financial sector projects
were rated satisfactory or better with regard to Strategic Relevance (Fig-
ure 5).This rating is consistent with those of non-financial sector projects
(94 percent) and all evaluated projects (93 percent).

Figure 5. Most Financial Sector Projects Are Strategically Relevant
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Source: IEG Project Evaluation Database.
Note: PER = Project Evaluation Report.
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3.31  The large share of financial sector projects rated high on Stra-
tegic Relevance validates efforts by MIGA management to ensure that
guarantee projects are aligned with country strategies. MIGA’s un-
derwriting template now requires a description of the project’s align-
ment with the CAS, and underwriters and the risk management team
consult regularly with World Bank sector and country staff to ensure
that MIGA projects are consistent with the Bank’s country assistance
strategies. In a few instances, MIGA staff has also participated in CAS
preparation.

3.32  The alignment of MIGA financial sector projects with the host
country development priorities indicates that MIGA projects are deli-
vering on MIGA's goal of supporting host country development ob-
jectives. Further, projects rated high on Strategic Relevance often had
a salient role in the sector — particularly those designed as part of sec-
tor reforms or those that alleviated sector specific structural and regu-
latory weaknesses. Some examples from the Europe and Central Asia
Region follow.

MIGA FINANCIAL SECTOR GUARANTEES WERE STRATEGICALLY RELEVANT IN EUROPE
AND CENTRAL ASIA’S TRANSITION ECONOMIES

3.33  MIGA’s support to foreign-owned banks has been strategically
relevant and developmentally impactful in Europe and Central Asia’s
banking systems that have not completed their reforms. MIGA guar-
antees* have been critical in establishing the credibility and sustaina-
bility of private foreign bank subsidiaries in an environment where
weaknesses in the regulatory regime present high risk to the opera-
tions of private banks and where the dominance of state-owned and
politically-connected private banks limits private banks’ client pool
for both loans and deposits. State-owned banks that operate with im-
plicit government support bring serious operational challenges to pri-
vate banks that are not politically connected.

3.34  IEG found that the foreign bank subsidiaries supported by
MIGA competed effectively in this environment. This was due to their
better operational efficiency, more selective lending which reduces
credit risk and non-performing loans, and better banking services.
These operational responses have greatly increased competition and
efficiency in the host countries” banking system, and also accelerated
the introduction of a wide range of banking products for both corpo-
rate and household customers. MIGA’s support for private financial
intermediaries in transition countries hence becomes strategically im-
portant in developing sound financial systems, promoting competi-
tion, and supporting private sector development.

44 Four of the evaluated projects involved financial intermediaries that also received
investments from other multilateral agencies, including IFC.
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3.35 IEG also found that MIGA-supported banks contributed posi-
tively in upgrading the host countries” banking sectors. Most of the
evaluated banks increased competition for deposits and financial
products and services, were more efficient in their operations, and
introduced new and innovative banking products that better met local
needs. Overall, these projects have contributed positively in upgrad-
ing the host countries’ banking sectors.

Box 5. Supporting SMEs Is Neither Necessary nor Sufficient for Satisfactory Development Outcomes

MIGA often justifies its support for financial sector projects based on their providing finance to
SMEs. However, IEG found that most of the foreign bank subsidiaries supported by MIGA faced a
non-level playing field in retail and SME lending. Especially in transition economies, financial sys-
tems tended to be dominated by state-owned and “politically-connected” private banks often offer-
ing preferential rates. Thus, foreign private banks such as those supported by MIGA are placed at a
competitive disadvantage in pursuing retail and SME lending.

IEG also found that retail lending facilities (credit lines) guaranteed by MIGA can contribute to fi-
nancial distress if on-lent to borrowers such as households and SMEs unable to hedge or absorb for-
eign exchange risks. Foreign bank subsidiaries in transition economies relied heavily on foreign cur-
rency shareholder loans rather than domestic deposits, to fuel their growth and many households
and SMEs took advantage of the seemingly lower (by 200-600 basis points) foreign currency interest
rates. The sharp deterioration of exchange rates in early 2009 as the global financial crisis unfolded
left many such borrowers unable to repay. This translated into higher incidence of non-performing
loans (and loan write-offs) for the evaluated banks.

IEG found that SME lending facilities guaranteed by MIGA have low utilization rates. For example,
MIGA supported a credit facility designed to give SMEs access to much-needed medium term-
financing. However the credit line facility could be used only by SMEs with the financial strength to
take on currency devaluation risk over the 4 to 8 year term of the loans. The facility’s utilization rate
was low because devaluation risk discouraged many SMEs from accessing it, especially those with-
out a stable foreign currency revenue source. Businesses adversely impacted by devaluation were
also reluctant to use the credit facility.

This suggests that MIGA needs to carefully assess the host country environment and determine
whether the project seeking MIGA’s support is workable there, and also that MIGA’s underwriting
guidelines need to lay out more clearly how such ex ante assessments of expected development out-
come are done.

3.36  Support for SMEs is neither necessary nor sufficient for MIGA
projects to have satisfactory development outcomes. MIGA often
justifies its support for financial sector projects based on their provid-
ing finance to SMEs. IEG found that all of the developmentally suc-
cessful financial sector projects had clearly focused and defined busi-
ness segments based on their competitiveness. However, most of
them (67 percent) had minimal retail banking services and did not
provide loans to SMEs. Corporate banking segments generated the
bulk of their profits. These banks introduced innovative financial
products to the host country’s financial sector that local banks even-
tually emulated and served larger businesses through efficient deli-
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very of banking services, risk management, and investment products
that positively contributed to their businesses. Few of the develop-
mentally successful financial sector projects had SMEs at their core (33
percent). Those that did involved the acquisition of local banks with
an existing retail network and deposit base. These were able to grow
their retail client base and branch network without the huge start-up
costs involved in establishing retail banking operations from scratch.

lll. Development Outcome of Evaluated Financial Sector
Projects

PROJECT EVALUATION DATABASE USED IN THIS REPORT

3.37  IEG’s project evaluation database comprises 41 ex post evalua-
tions of MIGA guarantee projects. The 41 projects, except for one, were
underwritten by MIGA between FY96 and FY08 and evaluated by IEG
between FY 04 and FY11 (see Appendix E).#> Included in the database
are 10 financial sector projects of which 50 percent are rather recent
guarantees, that is, all but one underwritten by MIGA between FY06
and FY08, and the other half underwritten between FY98 and FY02.
These financial sector projects were evaluated by IEG between FY05
and FY11. 46 All Project Evaluation Reports (PERs) in IEG’s database
used in this report have been discussed with MIGA staff and manage-
ment. 47

3.38  Development impact is at the heart of MIGA’s mandate and
“brand.” Development impact relates to MIGA’s role as a catalyst of
high-quality foreign investment that sees value in MIGA’s environ-
mental and social safeguards and its developmental orientation. In
IEG’s methodology, the development outcome rating aims to capture
a project’s overall economic and social impacts, and reflect how well a
project has contributed to fulfilling MIGA’s mission of facilitating for-

4 Projects to be evaluated are randomly sampled from a population of MIGA
guarantee projects issued three years earlier. Cancelled projects are included in
the sampling population.

4The cohort of evaluated financial sector projects includes three purposively
sampled projects in order to increase the pool of evaluated financial sector
projects. One of these three projects was issued in FY09 and purposively se-
lected for its unique characteristic: the project was issued as part of MIGA’s
response to the global financial crisis.

47 PERs are peer reviewed to ensure objectivity and quality. In FY10, a sam-
ple of PERs was also independently reviewed by an external consultant to
ensure compliance with Good Practice Standards, as part of the recently con-
cluded 3rd Benchmarking Exercise of the Evaluation Cooperation Group’s
Working Group on Private Sector Evaluation.
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eign direct investment that promotes sustainable growth and devel-
opment.

3.39  IEG evaluates the development outcomes of MIGA projects
and reports on project and institutional performance regularly to the
Board. In IEG’s CODE-endorsed methodology, a project’s develop-
ment outcome is assessed on the basis of four different considerations:
(a) business performance; (b) economic sustainability; (c) environmen-
tal and social effects; and (d) its private sector development impact.

Box 6. An Important Reminder about the Representativeness of Aggregate Project Ratings

It is important to remember that project performance ratings cannot be extrapolated to MIGA’s
portfolio as a whole, since MIGA’s universe of projects is too small for any sample of guarantees
to allow for statistical inference at the portfolio level. (Even if IEG were to evaluate over 95 per-
cent of all projects, this would be insulfficient for statistical inference at the standard confidence
level of 95 percent, as MIGA’s issuance of 20 or so guarantee projects a year is too small to yield a
statistically significant sample.) By contrast, the aggregate project-level performance ratings
reported by IEG-World Bank and IEG-IFC are statistically significant at the portfolio level due to
the larger project population overall and the large database of validated project evaluation re-
sults, derived from project self-evaluation systems in place in both institutions.

Therefore, the project-related findings in this report do not only draw on quantitative analysis
of aggregate project-level ratings, but also on qualitative analysis of ex post project evaluation
findings, using content analysis to identify “common patterns,” “enabling conditions,” and
“success factors.”

IEG’s project evaluation database used in this report consists of 41 evaluated projects, where
all but one were underwritten by MIGA between FY96 and FY08. The database includes 10
financial sector projects (25 percent). Half of the evaluated financial sector guarantees were
recently issued, underwritten by MIGA between FY06 and FY08, and the other half were un-
derwritten between FY98 and FY02.

Ex post project evaluation is by definition a backward looking exercise and in IEG’s methodol-
ogy, projects can only be evaluated when they are operationally mature. Thus in FY11, the
most recent projects that can be evaluated are those underwritten in FY08. Evaluation findings
should therefore be interpreted within the context of the prevailing underwriting procedures
and practices at the time. Nonetheless, the relevance of the project findings and lessons extend
beyond the past, and even where underwriting practices have evolved since then, the lessons
learned will be useful for MIGA as it strives to increase its institutional and developmental
effectiveness.

3.40  Each of these indicators measures a distinct aspect of guaran-
tee project performance and is assessed separately. The “develop-
ment outcome” rating is a synthesis of them. A project’s development
outcome rating thus encompasses all of its effects (positive and nega-
tive) on economic and social development.*® The terms ”development

48 See Appendix for a summary of IEG-MIGA’s Ex Post Project Evaluation
Methodology.
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outcome” and ”“development outcome rating” are used interchangea-
bly in this report.)

EVALUATED FINANCIAL SECTOR PROJECTS HAVE HIGH DEVELOPMENT OUTCOME
RATINGS

3.41  Evaluated financial sector projects had better development
outcome ratings than projects in other sectors. Eighty percent of eva-
luated financial sector projects had ratings of “satisfactory” or better
on development outcomes, compared to 48 percent of evaluated non-
tinancial sector projects (Figure 6) including AMS, infrastructure, and
OGM.

Figure 6. Financial Sector Projects Have Higher Development Outcome Ratings

Percentage of |
Project Evaluation | Rated
Reports (%) satisfactory
] Rated orbetter on
satisfactory Development
orbetter on Outcomes
Development] 48%
Outcomes
80%
52%
20%
T ]
Financial Sector Non Financial Sector
Guarantees Guarantees
ORated less than satisfactory on Development Outcome
ORated satisfactory or better on Development Outcome

Source: IEG Project Evaluation Database.
Note: PER = Project Evaluation Report.

WHAT CAN WE LEARN FROM EVALUATED FINANCIAL SECTOR PROJECTS WITH GOOD
DEVELOPMENT OUTCOMES?

3.42  Financial sector projects with better development outcomes
had established and experienced sponsors. All evaluated financial sec-
tor projects rated satisfactory or excellent on development outcomes
had sponsors with long operating experience in the host country
and/or globally. For example, one financial intermediary supported
by MIGA has been providing financial services in the country for al-
most 94 years. This financial intermediary has survived waves of eco-
nomic shocks, political upheavals, changes in ownership, regulatory
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uncertainty, and competition over several decades, making it adept at
introducing financial products and services tailored to the market.

343  The globally experienced financial institutions that MIGA sup-
ported quickly became operational in the transition economies of Eu-
rope and Central Asia. They introduced new products ahead of local
banks and adopted the parent bank’s more stringent governance stan-
dards. Established and experienced sponsors were also able to provide
diversified funding for their subsidiaries that lacked a local deposit
base. Experienced and established parent banks can also help local
subsidiaries weather a crisis by giving customers the comfort of a
strong backstop.

344  Financial sector projects with better development outcomes
were consistent with Country Strategies. Most (83 percent) evaluated
financial sector projects rated satisfactory or better on development
outcomes were consistent with the CASs at the time of underwriting.
For example, the MIGA-supported projects in the Europe and Central
Asia transition economies were fully aligned with country and World
Bank Group efforts to strengthen banking systems and develop the
countries’ financial markets. MIGA’s support was in parallel to that of
IFC and other multilateral development banks that provided equity
and loans to several of the evaluated projects.

3.45  Projects with better development outcomes had clearly fo-
cused and profitable business segments. All (100 percent) of successful
financial projects targeted either the corporate or retail market, de-
pending on their competitive position. Of these, two-thirds (67 per-
cent) were focused on business with corporate clients and the corpo-
rate banking segment generated the bulk of these banks’ profits. The
other third (33 percent) targeted the retail banking market.

3.46  Of those with a clear corporate market focus, one MIGA-
supported bank concentrated on offering large investment credits and
associated full services to well-established corporate clients, including
domestic financial institutions in good standing, corporate clients with
foreign parent companies, and the host country’s Treasury. Another
grew its operations by providing banking services to local corporations
neglected by foreign bank subsidiaries catering mostly to foreign com-
panies operating in the country. A third offered comprehensive finan-
cial services such as integrated cash management solutions, currency
and interest risk management, and hedging instruments not offered by
local domestic banks. Those financial intermediaries with a clear retail
focus typically acquired local banks with existing retail networks and a
deposit base and were able to grow their retail client base and expand
their branch network without the huge start-up costs involved in estab-
lishing retail banking operations.
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3.47  Projects with better development outcomes, that is, those rated
satisfactory or better, tended to bring new financial products and ser-
vices to the host country’s economy. Half of the evaluated project fi-
nancial intermediaries introduced financial products and services that
were not available from domestic banks. For example, in one country,
MIGA supported one of the first banks to offer liquidity financing to
the corporate sector, lowering their cost of funds and improving cre-
dit ratings. Another MIGA-supported financial intermediary was the
tirst to offer a portfolio of hedging instruments to corporate clients,
together with advisory services on liquidity monitoring and man-
agement of currency and interest rate risks. Another MIGA-supported
bank was the first to offer structured trade financing, project financ-
ing, factoring, cash management, and other specialized services for
large corporate clients.

3.48  Projects with better development outcomes partnered effec-
tively with domestic banks and transferred know-how. Successful
project intermediaries have usually partnered with local banks in
providing their services. Know-how was transferred to local banks
when new products and services were introduced. For example, a
mortgage bank helped its regional partners to put together a uniform
mortgage loan product that could be pooled and packaged for securi-
tization as mortgage-backed securities.

IV. MIGA’s Quality of Underwriting Financial Sector Projects

3.49  ”Quality of Underwriting” assesses the quality of MIGA’s own
work in selecting, assessing, underwriting, and monitoring its guaran-
tees. It is not a rating of the project’s performance, but of MIGA’s own
performance in underwriting (see Appendix D on IEG’s project eval-
uation methodology).

3.50  The findings and lessons below relate to ten MIGA financial
sector guarantees of which half are recent projects, that is, projects
underwritten by MIGA between FY06 and FY09. #Ex post evaluation
is by definition a backward looking exercise, and projects underwrit-
ten in FYO08 are, in principle, the most recent that can be evaluated in

4 Compared to previous reports on MIGA’s Quality of Underwriting in the
IEG independent evaluation “MIGA Development Results and Institutional Ef-
fectiveness 2010 — Achieving Value Driven Volume,” the findings presented in
this report refer to a “younger” project sample as it contains more recent
projects. Secondly, findings on Quality of Underwriting in this report relate
mainly to financial sector guarantees and juxtaposes their Quality of Under-
writing against the one of non-financial sector guarantees.
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FY11.50 The other half was underwritten between FY98 and FY02. All
of these financial sector projects were evaluated by IEG between FY05
and FY11. Hence potential shortcomings (or strengths) identified can
only be associated with underwriting practices of a few years ago.
However, the relevance of the findings and lessons extend beyond the
past, and even if underwriting practices have evolved since that time,
the lessons learned will be useful for MIGA as it strives to increase its
institutional and developmental effectiveness.

MIGA’S QUALITY OF UNDERWRITING IS WEAK IN GENERAL, BUT IS BETTER FOR
FINANCIAL SECTOR PROJECTS THAN OTHER SECTORS

3.51  Over half (60 percent) of evaluated financial sector projects
were rated less than satisfactory on Quality of Underwriting, that is,
rated partly unsatisfactory or unsatisfactory. Still, financial sector
projects had substantially better Quality of Underwriting than non-
financial sector projects where fully 74 percent were rated partly un-
satisfactory or unsatisfactorys! (Figure 7).

Figure 7. Quality of Underwriting of Financial Sector Projects Is Better than in

Other Sectors
Percentage of |
Project Evaluation - -
Reports (%)
. 40%
Rated less
than
Rated less satisfactory
than on Quality of
satisfactory Underwriting|
on Quality of 74%
Underwriting|
60%
Financial Sector Non Financial Sector
Guarantees Guarantees
O Rated less than satisfactory on Quality of Underwriting
O Rated satisfactory or better on Quality of Underwriting

Source: IEG Project Evaluation Database.
Note: PER = Project Evaluation Report.

50 The cohort of evaluated financial sector projects includes three purposively
sampled projects in order to increase the pool of evaluated financial sector
projects. One of these three projects was issued in FY09 and purposively se-
lected for its unique characteristics as it was issued as part of MIGA’s re-
sponse to the global financial crisis.

51 These projects were underwritten between FY96 and FY09.
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3.52  Quality of Underwriting shortcomings identified in recent
PERs of financial sector projects were linked to various aspects of the
underwriting process, for example conducting environment and so-
cial due diligence. For projects involving financial intermediaries,
MIGA's Performance Standards call for a review of the social and en-
vironmental management systems of the project enterprise (that is,
the subsidiary bank) and not the parent financial intermediary. In a
project involving a shareholder loan to a wholly owned subsidiary,
MIGA’s Environment and Social (E&S) due diligence was limited to a
review of the E&S policies of the parent bank and may have missed
the significant differences in the implementation capacity between the
parent and the subsidiary. In another project, MIGA missed an oppor-
tunity to consult World Bank and IFC guidelines on credit lines and to
bring in lessons from their experience with such credit line facilities
and lending to SMEs. This would have been especially valuable, since
this was a new product for MIGA. Subsequently the credit line facility
had a low utilization rate. On top, monitoring of this new product line
was neglected by MIGA - despite early signs of low uptake. MIGA
hence missed an opportunity to work with its client to improve the
uptake and serve more SMEs.

QUALITY OF UNDERWRITING REMAINS A PERSISTENT CHALLENGE FOR MIGA ... WITH
IMPLICATIONS FOR DEVELOPMENT OUTCOMES

3.53  With 71 percent of all evaluated projects rated less than “satis-
factory,” quality of underwriting is clearly a problem area for MIGA.
Looking at the more recently evaluated projects underwritten between
FY05 and FYO08, IEG found that quality of underwriting was less than
satisfactory in 64 percent of them, compared to 62 percent for projects
underwritten between FY00 and FY04. This lack of improvement sug-
gests that Quality of Underwriting continues to be a significant prob-
lem for MIGA.

3.54  Thereis evidence that MIGA’s Quality of Underwriting and
project Development Outcomes go hand in hand. Poor Quality of Un-
derwriting and low Development Outcomes often go hand in hand.52
IEG also found that most project weaknesses identified in its ex post
evaluations were already evident in the underwriting documents, and
that with a better Quality of Underwriting these shortcomings would
have been identified and brought to the attention of MIGA’s decisions
process. To deliver on MIGA’s “value-driven volume” objective and
to improve project development outcomes, strengthening the Quality
of Underwriting is hence crucial - and fully within MIGA's control.

52See: IEG-MIGA “Achieving Value Driven Volume — MIGA’s Development Results
and Institutional Effectiveness — 2010.”
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MAINSTREAMING INSTITUTIONAL LEARNING

3.55  Toaddress the quality of underwriting issues above and im-
prove its development effectiveness, MIGA needs to ensure that les-
sons distilled in evaluations and self-evaluations are applied to new
operations. MIGA has made progress with its self-evaluation program.
Since FY10, MIGA has completed three project evaluations and has
committed to evaluate 10 projects in FY11. Project self-evaluation is
now a key component of the annual Results Agreements between
MIGA'’s underwriters, risk management officers, and environmental
and social specialists and MIGA management. To incentivize MIGA
staff, project self-evaluations are eligible for MIGA EVP awards giving
the self-evaluation teams the possibility of receiving cash awards for
quality work.

CREATING AN INSTITUTIONAL FEEDBACK LOOP BETWEEN EVALUATION AND NEW
OPERATIONS

3.56 MIGA'’s ability to learn from its own project successes and
mistakes is currently very limited. MIGA lacks an institutional learn-
ing culture, and it would be rare for underwriters to look for lessons
from their experience in underwriting or structuring previous guaran-
tee projects. MIGA does not presently have a feedback mechanism in
place to extract and use knowledge gained from years of underwrit-
ing experience and from lessons emerging from evaluated projects in
underwriting of future projects.

3.57  Going forward, it will be important for MIGA to establish me-
chanisms that mainstream findings from self-evaluations and evalua-
tions into institutional learning for MIGA as a whole, and that inte-
grate evaluative learning into MIGA’s underwriting and decision-
making processes.

V. Summary

3.58  Financial sector guarantees are strategically important for
MIGA even though they are not among MIGA’s four priority areas:
Financial sector guarantees are now MIGA’s most important business
segment in terms of volume of newly issued guarantees and in terms
of their share of MIGA’s outstanding portfolio. This suggests that the
sector is of high overall strategic importance to MIGA, and to the
Agency’s operational and financial/business performance. The cur-
rent global financial crisis has further heightened attention to MIGA’s
financial sector guarantees and their strategically important role in the
crisis response.

3.59  The alignment of MIGA's financial sector guarantees’ with
MIGA's strategic priorities is weak. Such guarantees seem to lend
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themselves more to support IBRD countries and with a striking absence
in Africa. In general they also lend themselves less to South-South in-
vestments than non-financial guarantees. The flip side of the growing
preponderance of the financial sector guarantees is MIGA’s declining
issuance of guarantees in its formal priority areas. Entering now the
new strategy period FY12-14, a more strategic approach to guarantee
issuance would enable MIGA to better align its operations with its stra-
tegic objectives while maintaining its financial sustainability.

3.60  Financial sector guarantees have some important characteris-
tics. MIGA'’s financial sector guarantee issuance has been much more
regionally concentrated than issuance in the other sectors and is-
suance has been concentrated in a few host countries. Further, finan-
cial sector guarantees do not contribute positively to MIGA’s financial
results. Despite their high business volume, high levels of reinsur-
ance appear to have reduced the profitability of MIGA’s financial sec-
tor projects.

3.61  Evaluated financial sector projects have high Development
Outcome ratings and have therefore contributed to MIGA’s achieve-
ment of its objective of “value driven volume.”

3.62  MIGA'’s financial sector guarantees had a strategically impor-
tant role in transition economies. Project-level findings confirmed
that MIGA'’s financial sector guarantees were strategically relevant at
the country level.

3.63 By contrast, MIGA’s quality of underwriting is a less positive
story. While the quality of underwriting of financial sector projects
was better than all other sectors, it remains that 60 percent of eva-
luated financial sector projects were rated low on Quality of Under-
writing. As there is evidence of links between MIGA’s Quality of Un-
derwriting and project Development Outcome strengthening the
Quality of Underwriting is crucial to deliver on MIGA’s “value driven
volume” objective —and is fully within MIGA’s control.

3.64  To address these quality of underwriting issues and improve
its development effectiveness, MIGA needs to ensure that lessons dis-
tilled in project evaluations and self-evaluations are applied to new
operations. Even though MIGA has made progress with its self-
evaluation program, it remains a work in progress. The quality of
MIGA's self-evaluations varies, consistent with being on a learning
curve. Moreover, MIGA needs to develop a feedback loop for lessons
identified in PERs to be considered by underwriters in their day-to-
day work and senior management when reviewing projects or taking
more strategic project decisions. Going forward, it will be important
for MIGA to disseminate findings from evaluations for institutional
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learning, and to establish mechanisms that systematically integrate
evaluative learning into MIGA’s underwriting and decision-making
processes.
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4. Conclusions and Issues Going
Forward

41 MIGA has successfully removed the most important external
constraint to its effectiveness with the change in its Convention and
the amendment of its Operational Regulations. The Strategic Directions
FY12-14 and its implementation will be instrumental in getting the
most out of MIGA’s broadened mandate and potential developmental
reach. The opportunity to support private sector investment in the
post-crisis recovery only heightens this challenge.

4.2 In parallel with its now broader mandate, MIGA also needs to
exploit more fully the flexibility and range of eligible investments that
have been allowed all along by its charter. IEG’s analysis shows that
MIGA has substantial, unused leeway available within its original
scope of operations - and has even more so now.

43 This evaluation reviews and assesses the achievement of
MIGA'’s strategic objectives in the previous strategy period. The Op-
erational Directions FY09-11 reconfirmed MIGA’s priority areas —
projects in IDA countries, especially Africa, conflict-affected environ-
ments, complex infrastructure projects, and South-South invest-
ments —and identified targets that MIGA would meet in key areas.
MIGA also took steps to clarify its mission and strategy, to align its
organizational structure and enhance tracking of its strategic
progress.

44 The ultimate test of a strategy lies in its results. MIGA was on
track in meeting some but not all of its key performance targets for
the strategy period, FY09-11:

o MIGA'’s guarantee volume (new guarantees issued) initially
fell short of the strategy’s target of $1.8-$2.2 billion a year,
subsequently revised to $1.4-$1.8 billion. With guarantee is-
suance of $1.4 billion (FY09), $1.5 billion (FY10) and $2.1 bil-
lion (FY11), MIGA’s guarantee issuance met its target in the
last year of the strategy period, but was at the lower end of its
revised target range during the beginning of the strategy pe-
riod.
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4.5

MIGA’s outstanding portfolio of guarantees —a measure of its
total coverage outstanding even though not a formal key per-
formance target — reached an all-time high of $7.7 billion in
gross exposure as of 30 June 2010, as cancellations dropped
sharply during the crisis period.

The number of new guarantee projects met the strategic targets
of 20-30 new projects a year in two years out of three: MIGA
supported 20 new projects in FY09, 16 projects in FY10 and 38
in FY11.

MIGA met its target of being “overweight” in IDA countries,
with 23 percent of its new guarantee issuance going to IDA
countries, compared to the 5 percent of all FDI flows flowing
to IDA countries. Similarly MIGA’s outstanding portfolio was
“overweight” in IDA countries, with 26 percent of gross expo-
sure in IDA countries in the strategy period, far more than
IDA countries” share in the stock of FDI flows to developing
countries.

At the same time, the share of guarantees in areas outside its
strategic priorities remained above 50 percent. Guarantees
aligned to priority areas rose from 16 percent in FY09 to 30
percent in FY10 and 50 percent for the first half of FY11. This
follows the sharp decline in the previous strategy period,
largely as a result of MIGA’s financial sector guarantees in the
ECA Region. While financial sector guarantees are part of
MIGA'’s crisis response and can be considered strategic in the
crisis period, the growing dominance of financial guarantees
in non-IDA countries predated the crisis by several years and
was apparent starting in FY05.

MIGA'’s administrative expenses in relation to premium in-
come remained below the targeted threshold of 85 percent.
However the ratio has increased from 74.6 percent in FY08 to
68.3 percent in FY09 and 78.7 in FY10.

MIGA'’s return on operating capital was well below its target
range of 7-10 percent (before provisions) during the strategy
period to date. The return on operating capital was 1.4 percent
in FY10.

Guarantee volume and the number of projects matter, but

development effectiveness is the fundamental measure of success,
consistent with MIGA’s emphasis on “value-driven volume.” IEG’s
analysis of development effectiveness revealed that project perfor-
mance is broadly unchanged during FY00 and FY08 — the last year
sampled - with 64 percent of IEG-evaluated projects rated “satisfacto-
ry” or better on development outcome. The performance of MIGA
guarantees issued before FY00 was substantially weaker, with fewer
than 50 percent of evaluated projects rated “satisfactory” or better. As
projects can only be evaluated when they are operationally mature
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(for example, three years after their issuance), the performance of
projects issued during the current strategy period could not be eva-
luated as they are too “young.” (These project performance ratings
cannot be extrapolated to MIGA’s portfolio as a whole, since MIGA’s
universe of projects is too small for any sample of guarantees to allow
for statistical inference at the portfolio level.)

4.6 MIGA’s capital is a significant resource— and an indicator of
MIGA’s risk bearing capacity. MIGA’s capital utilization stood at 31.3
percent as of June 30, 2010 —a low value not only by IEG’s assessment
but by also MIGA’s own reports (economic capital of $323 million
over operating capital of $1.036 billion).

4.7 The upcoming strategy should take into account the lessons of
past strategies and their implementation. The current strategy pre-
sented, for the first time, a single, integrated framework linking busi-
ness performance, development results, and risk-exposure aspects of
MIGA’s future directions. This report outlines critical questions for
MIGA'’s upcoming Strategic Directions to be conceptually complete,
and identifies key lessons on monitoring, financial sustainability and
implementation of MIGA’s strategy.

MONITORING STRATEGY IMPLEMENTATION

48 MIGA’s initiative to develop KPIs to track institutional per-
formance and strategy implementation is an important step in the
right direction. KPIs were introduced in FY09 with a view to enhanc-
ing MIGA'’s ability to track strategy implementation. However, the
proposed metrics need further enhancement to adequately track
progress in achieving strategic and operational objectives and provide
management with sufficient information for strategic decision-
making. Going forward:

e The five KPIs introduced in FY09 need to be mainstreamed
and more systematically monitored on a rolling basis.

e New KPIs need to include at least one KPI to track the align-
ment of new guarantees to strategic priorities and indicators
that monitor client satisfaction - tracking the number of repeat
clients and findings of client satisfaction surveys would be
particularly relevant.

e There is scope for also improving the current KPIs that track
internal productivity, for example, staff productivity (deals
per underwriter), costs per transaction in relation to norms,
and so forth.

¢ Most importantly, MIGA needs to track systematically the de-
velopment outcomes of its projects by reporting the “discon-
nect” between IEG’s independently validated project ratings
and MIGA’s own self-assessed project ratings.
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e Finally, MIGA needs to refine its currently proposed approach
for tracking development effectiveness by means of “devel-
opment reach indicators,” as they are only partial measures of
MIGA'’s development footprint and —without the indepen-
dently validated project ratings —also are potentially mislead-
ing.

FINANCIAL SUSTAINABILITY OF MIGA’S STRATEGY

49 MIGA’s guarantee portfolio is profitable overall. MIGA cur-
rently focuses only on financial results at the overall portfolio level,
and does not calculate individual projects” all-in costs or their contri-
bution to MIGA’s income. As a result, MIGA cannot know how dif-
ferent strategic priorities will affect its overall income from guaran-
tees. As an insurer, MIGA operates on margins that are much thinner
than those of a lender/investor such as IFC: spreads in the PRI indus-
try are about one-fifth of a lender’s. Hence knowing how much in-
come MIGA'’s projects generate is essential.

410  Project contribution to MIGA’s financial results varies great-
ly. IEG's analysis shows that project contributions to financial results
are largely determined by a guarantee’s size, duration, “administra-
tive intensity,” and reinsurance. A project’s financial contribution
will be reduced if MIGA cedes a portion of its premium income to the
reinsurer. IEG estimates that projects having less than $45 million in
guarantee coverage contribute negatively to MIGA’s financial results:
large projects, such as infrastructure projects, have tended to contri-
bute positively to MIGA’s bottom line, whereas smaller projects, such
as in AMS, do not. As a result, most projects in the priority areas of
MIGA’s FY(09-11 strategy as well as guarantees issued under SIP, con-
tribute negatively to MIGA’s financial results because of their size.
Financial sector guarantees, despite being generally of large size, are
also estimated to have contributed negatively to MIGA’s aggregate
financial results in the period since FY01, because of high levels of
reinsurance.

411 Issuance of guarantees with negative financial returns is en-
tirely warranted to the extent that they support projects with positive
development impacts. These findings do not imply that MIGA should
focus on more profitable business lines. Rather, measuring financial
results at the project level can help MIGA determine the implications
of its strategic directions for financial sustainability — MIGA needs to
find the right project mix for impact and financial sustainability.
However, cross-subsidization within the portfolio does imply a signif-
icant burden of proof to demonstrate strong development impact
based on rigorous ex ante assessment during underwriting. Under-
writing projects that contribute negatively to MIGA’s profitability and
have poor development results would be a “lose-lose” combination.



CHAPTER 4
CONCLUSIONS AND ISSUES GOING FORWARD

412  MIGA can improve its financial results and its strategic relev-
ance by being more selective with respect to which projects it under-
writes. IEG estimated that MIGA could have improved its financial
results without compromising on its strategic priorities, by being
more selective about the projects underwritten. And going forward,
informed by project-level financial results, MIGA could steer its un-
derwriting away from non-strategic projects that generate negative
financial results, toward strategic priority area projects —whether they
generate positive financial results or not.

413  Project-level profitability metrics also are an important input
to strategy development. At present, MIGA does not incorporate
project-level financial result considerations into its strategy. With
projects in three out of MIGA'’s four priority areas estimated by IEG to
have underwriting costs exceeding the premium income received -
either due to their size, their duration, early cancellation, or reinsur-
ance - there is substantial basis to conclude that project-level profita-
bility matters for strategy development.

FACTORS AFFECTING STRATEGY IMPLEMENTATION

414  During the current strategy period, MIGA has made progress
in addressing issues relating to its institutional and developmental
effectiveness, to consolidate its long-term viability and strengthen its
operational and development results. MIGA has changed its business
model to align its operations with the Bank’s country assistance strat-
egies and to collaborate at the project level —a significant improve-
ment compared with past practice. More effort is being made to assess
projects” expected development impacts as a part of underwriting due
diligence, although the practice is not consistent and there are issues
with the quality of the development impact analysis. MIGA has im-
proved the risk and finance analytics underpinning its decision mak-
ing on guarantee pricing, provisioning, reinsurance, and capital dep-
loyment. MIGA is piloting self-evaluation of its guarantee projects,
and has completed its three first self-evaluations as of December 2010
with IEG support. Several innovative projects have been underwrit-
ten, although systematic development of innovative product lines is
still lacking. Business development efforts have been strengthened,
including the Joint Business Development Agreement signed with
IFC and MIGA’s recently established Asia Hub in Hong Kong SAR,
China. But it is too early to assess actual impacts on MIGA’s business.

415  Product innovation, in particular adaptation of existing
products, remains a substantial challenge for MIGA. As highlighted
in IEGs Guarantees Report, MIGA has not made use of its ability to
offer a wider range of guarantee products and terms allowed within
the scope of its then-prevailing Convention and Operational Regula-
tions. Narrow interpretations and internal "soft policies” and practices
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led MIGA to offer a rigid and limited product mix in an industry
whose products are flexible and customized. The scope for innova-
tion is even greater now and it is essential for MIGA to introduce
more innovative products by taking advantage of the space allowed
by its amended Convention and Operational Regulations.

416 MIGA’s pricing and economic capital models need further
strengthening. Introducing product innovation and greater flexibility
in the terms of its coverages will require MIGA to strengthen its mod-
els to better support managerial decision-making and ensure that new
products and more flexible terms are appropriately priced for risk.
But not only the pricing, MIGA’s entire underwriting process should
become more responsive to clients” requests for modification in exist-
ing coverage terms. MIGA needs hence to review its pricing model
and make the necessary refinements needed to support these changes,
including revision of its pricing model.

FINANCIAL SECTOR GUARANTEES AND MIGA’S STRATEGY

417  This evaluation provides an in-depth assessment of MIGA’s
financial sector guarantees as an illustration of strategy implementa-
tion. The financial sector has been MIGA’s most important business
segment in terms of volume of newly issued guarantees since FY08
and throughout the implementation period of the FY09-11 strategy.

418  Financial sector guarantees are now the most important busi-
ness segment in terms of volume of newly issued guarantees. FY(09
was a peak year, when 89 percent of MIGA’s guarantees were in the
financial sector. This share was 64 percent in FY10, demonstrating the
continued importance of the financial sector in the overall business
volume. Financial sector guarantees also make up the largest share of
the outstanding portfolio, accounting for about 43 percent of the out-
standing portfolio (net exposure) as of June 2010. Infrastructure was
the next-highest, at 34 percent.

419 MIGA'’s support to the financial sector in developing coun-
tries has significant potential for development impact. It can contri-
bute positively to the deepening and broadening of financial markets
and thereby to growth and investment, as well as to macroeconomic
stabilization and financial access for SMEs and poorer segments. For
example, when banks seek PRI coverage from MIGA for shareholder
loans to their subsidiaries to increase their capacity to lend to local
businesses, this contributes to “broadening” the financial sector in the
host country. When foreign investors seek PRI coverage for their equi-
ty investment in a newly privatized state-owned bank, this increases
competition, widens the array of financial instruments in the local
market, and improves the market’s ability to price and settle transac-
tions, contributing to financial “deepening” in the host country.



CHAPTER 4
CONCLUSIONS AND ISSUES GOING FORWARD

420 MIGA’s support for the activity of foreign banks in host coun-
try financial systems is associated with important development im-
pacts. Entry of foreign banks has accelerated the introduction of new
technologies and management approaches, and has also been a way
of “importing” home country regulatory standards and raising the
standards of domestic banks by competitive pressure. MIGA’s sup-
port for mortgage banking through securitization helped to create
more diversified financial systems, able to finance long term assets
such as housing. At the same time, the role of foreign banks in devel-
oping countries has not always been an unalloyed gain, as for exam-
ple, fragile and relatively new open financial systems may become
over-exposed to global shocks, as happened in some regions.

421  The alignment of financial sector guarantees’ to MIGA's stra-
tegic priorities is rather weak. Financial sector guarantees typically
support projects in IBRD countries and are strikingly absent in Africa.
Financial sector guarantees were less associated with South-South in-
vestments than guarantees in other sectors. As a result of the growing
importance of financial sector guarantees and their weak alignment
with strategic priorities, projects in MIGA’s priority areas declined to
16 percent of guarantee volume in FY09 and 30 percent in FY10, from
a high of 91 percent in FY06. For the first half of FY11, the share of
projects in priority areas was 22 percent.

422  MIGA’s financial sector activities are aligned to the World
Bank Group’s goal of responding to the global financial crisis. MIGA
adopted the Financial Sector Initiative in March 2009, a MIGA-specific
crisis response effort that is part of the wider, internationally coordi-
nated Joint IFI Action Plan supported by the European Bank for Re-
construction and Development, the European Investment Bank, and
the World Bank Group. MIGA'’s total cumulative support (gross ex-
posure) under the Financial Sector Initiative to date is $1.5 billion.
While financial sector guarantees are part of the World Bank Group’s
crisis response and can be considered strategic during the crisis pe-
riod, their growing importance in the Europe and Central Asia Region
was apparent starting in FY05, predating the crisis by several years.

423  Financial sector guarantees have some interesting characteris-
tics. First, they are substantially larger on average than the average
non-financial sector guarantee ($96 million versus $43 million).
Second, they have a shorter tenor at inception than guarantees in other
sectors (7 versus 11 years). Cancellations bring this down to a de facto
tenor of 5 years, compared to 7 years for the average guarantee in the
portfolio. Thirdly, financial sector guarantees are also more regionally
concentrated than guarantees in the other sectors. Fully 95 percent of
financial sector guarantees were issued in one single region, ECA,
compared to 48 percent in a single region for the next highest sector,
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OGM. Fourth, financial sector guarantees are concentrated in a few
host countries, with fully 80 percent issued in only five host countries
over the past five years. They have also been “client concentrated,”
with 93 percent going to five clients in FY06-10. Finally, IEG estimates
that financial sector guarantees do not contribute positively to
MIGA'’s financial results. Despite the high business volume, the prof-
itability of MIGA’s financial sector projects appears to have been neg-
ative, due to high levels of reinsurance.

424 MIGA’s new Strategic Directions FY12-14 needs to articulate
how to manage the issuance of financial sector guarantees in a more
strategic fashion. The dominance of financial sector guarantees in the
portfolio, their weak alignment with priority areas, and their negative
contribution to financial results suggest the need for the FY12-14
Strategy to ensure that its operational activities are in line both with
its strategic objectives and with its financial goals.

PERFORMANCE AND FINDINGS FROM EVALUATED FINANCIAL SECTOR PROJECTS

425  The findings of this section are based on IEG’s project evalua-
tion database comprised of 41 ex post evaluations of MIGA guarantee
projects. Included in the database are 10 financial sector projects of
which 50 percent are rather recent guarantees, that is, all but one un-
derwritten by MIGA between FY06 and FY08, and the other half un-
derwritten between FY98 and FY02. Project-level findings thus reflect
MIGA’s experience with financial sector guarantee projects issued
since FY98. Even though most of the evaluated projects were under-
written before the start of MIGA's last strategy period, many are still
active and under implementation at the current time and the report
gives special emphasis to those issued in FY06-08. Several striking
results emerge from an analysis of these financial sector projects.

426 It is important to remember that project performance ratings
cannot be extrapolated to MIGA’s portfolio as a whole, since MIGA's
universe of projects is too small for any sample of guarantees to allow
for statistical inference at the portfolio level. Therefore, the project-
related findings in this report do not only draw on quantitative anal-
ysis of aggregate project-level ratings, but also on qualitative analysis
of ex post project evaluation findings, using content analysis to identi-
ty “common patterns,” “enabling conditions,” and “success factors.”

427  Evaluated financial sector projects have high development
outcome ratings. Fully 80 percent of evaluated financial sector
projects were rated “satisfactory” or better on development outcomes
- far higher than non-financial sector projects (48 percent). Financial
sector projects performed better in this regard than projects in any
other sector, outperforming for example AMS (47 percent), and Infra-
structure, including OGM (50 percent).
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428  MIGA'’s financial sector guarantees were strategically rele-
vant at the country level. Project-level findings indicate that most
guarantees in the financial sector are consistent with the CAS and
Bank sector strategies. Fully 90 percent of the evaluated financial sec-
tor projects were rated satisfactory or better with regard to Strategic
Relevance. Financial sector guarantees in transition economies stand
out in terms of supporting the modernization of the host countries’
financial markets.

429 In ECA’s transition economies in particular, MIGA’s support
to foreign-owned banks has been strategically relevant and develop-
mentally impactful in those banking systems that have not completed
their reforms. IEG also found that the foreign bank subsidiaries sup-
ported by MIGA competed effectively in this environment, and con-
tributed positively in upgrading the host countries banking sectors.
Many introduced financial products and services that were not avail-
able from domestic banks, and transferred their know-how in deliver-
ing the new products and services by partnering with local banks.

430  Financial sector projects rated “satisfactory” or better on de-
velopment outcomes had several interesting features in common.
First, all successful evaluated financial sector projects had sponsors
with long operating experience as global financial institutions or in
the respective host country or both. Several successful projects were
supported by IFC, either as a shareholder/investor or a lender.
Second, the financial intermediaries tended to be strategically selec-
tive, focusing their lending activities on a narrow but profitable niche.

431  Quality of Underwriting is a less positive story. The Quality
of Underwriting indicator measures MIGA’s work quality in under-
writing the project - not the performance of the project itself. The
Quality of Underwriting was rated less than “satisfactory” in 60 per-
cent of evaluated financial sector projects. Still, financial sector
projects perform better on quality of underwriting than other sectors.
More generally, MIGA faces a challenge in improving the quality of
its underwriting which IEG rated as less than satisfactory in 71 per-
cent of all of MIGA’s evaluated projects taken together, and in 74 per-
cent of evaluated non-financial sector projects.

432  To address these Quality of Underwriting issues and improve
its development effectiveness, MIGA needs to ensure that lessons dis-
tilled in project evaluations and self-evaluations are applied to new
operations. Even though MIGA has made progress with its self-
evaluation program, it remains a work in progress. The quality of
MIGA's self-evaluations varies, consistent with being on a learning
curve. Moreover, MIGA needs to develop a feedback loop for lessons
identified in PERs to be considered by underwriters in their day-to-
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day work and senior management when reviewing projects or taking
more strategic project decisions. Going forward, it will be important
for MIGA to disseminate findings from evaluations for institutional
learning, and to establish mechanisms that systematically integrate
evaluative learning into MIGA’s underwriting and decision-making
processes.

CONCLUSIONS AND ISSUES GOING FORWARD

433  The aim of this report, MIGA’s Financial Sector Guarantees in a
Strategic Context, has been to inform the design and the implementa-
tion of MIGA’s new Strategic Directions FY12-14 by drawing lessons
from recent experience with one of MIGA’s main pillars, financial sec-
tor guarantees — the fastest growing business area for MIGA.

434  This evaluation underscores the relevance of several recom-
mendations issued previously in the IEG report MIGA Development
Results and Institutional Effectiveness — 2010: Achieving Value Driven Vo-
lume. This report confirms the need for MIGA to articulate a funda-
mental value proposition and make this the basis for its next strategy,
and presents broader evidence on the need to measure project-level
financial results, also recommended by IEG in 2010. Furthermore, the
report confirmed that product innovation, in particular adaptation of
existing products, remains a substantial challenge for MIGA. Going
forward, it will be essential for MIGA to take fuller advantage of the
space allowed by its amended Convention and Operational Regula-
tions. Reviewing MIGA’s eligibility policies and practices (including
“soft policies”) and its Pricing model and Economic capital modes
appears essential in this context.

435 Based on new evaluative evidence and analysis presented in
this report, IEG found that MIGA’s approach to tracking strategy im-
plementation, development effectiveness, and institutional perfor-
mance can be further enhanced. To this end, it will be important for
MIGA to refine its current strategy monitoring to systematically track
the development outcome performance of its projects and report any
“disconnect” between IEG’s independently validated project ratings
and MIGA’s own self-assessed project ratings.

436  With regard to financial sector guarantees this report found
that they have an important role to play in development - not only in
crisis response. MIGA'’s financial sector guarantees were strategically
relevant at the country level. In particular in ECA’s transition econo-
mies MIGA’s support to foreign-owned banks has been strategically
relevant and developmentally impactful in those banking systems
that had not completed their reforms. Evaluated financial sector
projects had also better Development Outcomes than projects in any
other sectors. Finally, to improve on the Quality of Underwriting of
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financial sector projects —and also of all MIGA sectors —
institutionalizing a culture of learning by distilling lessons from
project evaluations and self evaluations and applying them to new
operations will be essential.
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Appendix A: Approach and Methodology for the
Evaluation

The evaluation covers the Multilateral Investment Guarantee Agency (MIGA) guar-
antee operations from 1996 to 2009. The evaluation used the methods outlined here to gath-
er evidence and compile the evaluation.

The focus of this report is MIGA’s Strategic Directions FY12-14. The report presents
a forward-looking analysis aimed to inform the development and implementation of
MIGA's new strategic direction framework for FY12-14. It analyzes the implementation of
MIGA's current strategy, Operational Directions FY09-11, and assesses MIGA’s performance
over the strategy period with respect to its KPIs and other indicators. It also includes an up-
dated assessment of MIGA’s institutional and operational effectiveness in those areas that
are most relevant to strategy implementation. In addition, from the perspective of strategy
design and implementation, an in-depth assessment of MIGA's financial sector guarantees
is presented.

External data included market reports and Berne Union data. The external literature
included major publications on strategy and strategic decision making, political risk mitiga-
tion and credit enhancement; journal articles; and research conducted by private sector prac-
titioners, academics, and other multilateral and bilateral development agencies.

The evaluation is based on a range of evaluative evidence, and uses several metho-
dological approaches (“mixed methods”).

Project-level evaluative evidence:

A key building block for the assessment is the Independent Evaluation Group’s (IEG)
project evaluation database of 41 ex post evaluations of MIGA guarantee projects. All PERs
in IEG’s database and used in this report have been discussed with MIGA staff and com-
mented on by MIGA management, as per IEG’s protocols. These evaluations follow IEG's
Committee on Development Effectiveness-endorsed methodology for ex post project evalu-
ation.

The [41] projects were underwritten by MIGA between FY96 and FY09, and evaluated
by IEG between FY04 and FY11. The evaluation findings and lessons therefore relate to
MIGA’s prevailing underwriting procedures and practices at the then time of underwriting
(although the relevance of these findings and lessons may extend beyond that period). A
complete list of the 41 projects evaluated for this report, including when they were issued
and when the evaluations were completed, is given in Appendix E.

The findings on financial sector guarantees in chapter 2 are based on IEG’s project eval-
uation database of 10 ex post evaluations of MIGA guarantee projects in the financial sec-
tor. Half of these projects, except for one, were underwritten by MIGA between FY06 and

FY08 and the other half between FY98 and FY02, and evaluated by IEG between FY05 and
FY11. Ex post evaluation is by definition a backward-looking exercise, and projects under-
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written in FY08 are the most recent that can be evaluated in FY11.5 Hence potential short-
comings (or strengths) identified can only be associated with the underwriting practices of a
few years ago. However, the relevance of the findings and lessons extend beyond the past,
and even if underwriting practices have evolved since that time, the lessons learned will be
useful for MIGA as it strives to increase its institutional and developmental effectiveness.

The financial sector specific findings are placed in context with the findings from all 41
evaluated MIGA projects. These 10 financial sector projects are included in the list of all 41
projects evaluated for this report in Appendix E (shaded in grey).

IEG’s analysis draws on qualitative assessments of project evaluation findings, using
content analysis to identify “common patterns,” “enabling conditions,” and “success fac-
tors.”

The evaluation also presents findings from quantitative analysis of project-level rat-
ings. It is important to stress that the project-level ratings reported in this evaluation cannot
be extrapolated to MIGA'’s overall portfolio of guarantees: the sample of project evaluations in
MIGA is as yet too small to be the basis for statistical inferences at the portfolio level. (The
situation is very different for IEG’s findings on World Bank and IFC project quality which
are statistically representative of their overall portfolios, and where IEG is able to rely on
these institutions” own self-evaluation systems for its substantial project evaluation data-
base.)

In addition, there are several well-established evaluation methodologies currently in use
for evaluating institutional, organizational, and process themes, which were drawn on for
this report. Methodologies endorsed by organizations like the Government Accountability
Office (U.S.), American Evaluation Association (AEA), and the International Development
Evaluation Association (IDEAS) include:

e Prospective evaluations answer questions about the future and usually involve
analyses of alternative proposals or projections of various kinds. These are espe-
cially useful for policy makers to provide expert insights on a new program at the
point when it is most needed and when it can help convince others of the basic log-
ic and likely success of the program. From a public policy perspective, providing
understanding ahead of time about how a program is likely to work renders an
important service by validating the basic soundness of what is to be undertaken
and thereby increasing its chances for success.

e DProcess evaluations investigate the process of delivering a program, project, or
task, including alternative delivery procedures.

53 The cohort of evaluated financial sector projects includes three purposively sampled projects in
order to increase the pool of evaluated financial sector projects. One of these three projects was issued
in FY09 and purposively selected for its unique characteristics as it was issued as part of MIGA’s re-
sponse to the global financial crisis.
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e Formative evaluation is a type of evaluation that has the purpose of improving
programs, for example assessing ongoing projects during their implementation to
identify needed improvements. It is a form of prospective evaluation.

Evaluative evidence used in the report:

IEG triangulates information available from the above sources with other primary and sec-
ondary data sources and also draws on findings from previous evaluations as applicable.
For this report these include:

e Semistructured interviews with key stakeholders were undertaken, including MIGA
management; MIGA’s sector team leaders; as well as IFC and Bank staff, MIGA’s
guarantee-holders, and selected development partners.

e Evidence for this evaluation includes a trend and pattern analysis of MIGA’s guaran-
tee portfolio/ portfolio review.

e Assessment methods also included desk reviews of World Bank Group and MIGA
documents, including MIGA strategies, policy documents, guidelines, Board reports
and documents prepared for the Budget and Audit Committees of the Board, and
operational reports on MIGA'’s intranet.

¢ Relevant literature and secondary data relating to foreign direct investment trends
and Berne Union data on political risk insurance trends were reviewed.

¢ A commissioned background paper examined project-level financial contributions to
MIGA's profitability. Project-level financial contributions were estimated based on
an analysis of relevant financial data provided by MIGA’s Finance and Risk Man-
agement Group (including revenue data, cost indicators, and balance sheet informa-
tion) and a sensitivity analysis of key parameters. Details of the methodology for es-
timating project-level contribution to MIGA’s profitability are described in
Appendix G.
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Appendix B: Definitions of MIGA Guarantee and
Related Terms

The following are standard definitions for terms frequently used in relation to insurance
and guarantees.

Acceleration: Payments due under the underlying obligation can be made to fall due im-
mediately in specified circumstances.

Assignment: Assignment of rights under a contract is the complete transfer of the rights to
receive the benefits accruing to one of the parties to that contract.

Cancellation: The early termination of a guarantee contract.

Contract of guarantee: Is the legal agreement by which MIGA provides a guarantee of com-
pensation for a specified loss in return for payment of a premium.

Credit insurance: A form of guarantee against loss from default by debtors.
Credit-Linked Guarantee: Credit guarantee conditional on a reference event not occurring.

Direct Debt Substitute: Credit enhancement guarantee to cover some or all principal and
interest payments, and may be applied to, among other instruments, loans, bond issues,
commercial paper facilities, note issuance facilities, revolving credits, and portfolio of cre-
dits. Direct Debt Substitute Guarantees are general guarantees of financial indebtedness and
function as a debt substitute. The most common example is the financial guarantee of indeb-
tedness to domestic banks.

Double default: Double default occurs when the obligor and the guarantor fail to meet their
obligations.

Economic Capital: The amount of capital needed to sustain portfolio losses at a particular
confidence level over a particular time horizon. MIGA defines Economic Capital as the min-
imum amount of capital needed to sustain losses on its guarantee portfolio at the 99.99th
percentile confidence level over a one-year time horizon.

Facultative Reinsurance. An agreement between an insurer and a reinsurer in which the
reinsurer agrees to take a part (or all) of the risk under a specific contract. The key element
of Facultative Reinsurance is that the reinsurer evaluates the specific risk it is assuming and
agrees to assume that risk.

Financial Guarantee: A form of coverage in which the insurer guarantees the payment of

insurance interest and/or principal of the insured in connection with debt instruments is-
sued by the insured.
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First-loss tranche: Class of securities that ranks last in priority of payments. It is generally
structured as the most junior claim on the borrower or collateral assets, absorbing losses in a
manner similar to equity capital. Underlying instrument guaranteed is a first-loss tranche.

Fortuitous event: Any occurrence or failure to occur which is, or is assumed by the parties
to be, to a substantial extent beyond the control of either party.

Full Credit Guarantee: Unconditional guarantee of 100 percent of the principal in present
value (PV) terms (with the coupon rate used as the discount factor) for all categories of risk.
This is economically equivalent to a guarantee of all principal and interest payments on
their due dates.

Gross exposure: Maximum amount for which MIGA is liable in the event of a claim, speci-
tied in the contract of guarantee.

Guarantee: The agreement by a guarantor to assume the responsibility for the performance
of an action or obligation of another person or entity by agreeing to compensate the benefi-
ciary in the event of such nonperformance.

Guarantee project: Refers to a project in which an investment covered by a MIGA contract
of guarantee has been made.

Guarantee-holder: Refers to the holder of a guarantee issued by MIGA.

Guarantee for Commercial Operations: Credit enhancement guarantee in a non-lending
situation where the objective is to back up a client's performance of its obligation in a com-
mercial transaction involving the provision of goods and services, such as guarantees of bid
or performance bonds (called stand-by letters of credit in the United States). A guarantee
that facilitates commercial transactions between the associated parties.

Guarantee volume: Refers to the dollar amount of exposure issued through MIGA contracts
of guarantees.

Host country: Refers to a member country, its government, or any public authority of a
member in whose territories an investment guaranteed by MIGA is located.

Insurance: A practice or arrangement by which a company provides a guarantee of com-
pensation for specified loss in return for payment of a premium.

Maximum Aggregate Liability: The maximum aggregate amount of compensation payable
by MIGA under the contract over the term of the guarantee period, irrespective of the num-
ber of losses. This is the sum of the current amount and the standby amount.

Net exposure: Amount of gross exposure adjusted for the amount reinsured with other po-
litical risk agencies.

Net premium income: Defined as gross premium less any reinsurance ceding commission.

67



APPENDIXES

Non-honoring of sovereign guarantees: Failure of sovereign, sub-sovereign entities and
some state-owned enterprises to satisfy direct debt obligations or guarantees.

Novation: Term used in contract law and business law to describe the act of either replacing
an obligation to perform with a new obligation or replacing a party to an agreement with a
new party. In contrast to an assignment, a novation must be agreed upon by all the parties
to the original agreement.

Partial Credit Guarantee: Unconditional guarantee of a portion of the principal and/or in-
terest in present value (PV) terms for all categories of risks.

Partial Risk Guarantee: Conditional guarantee of 100 percent of principal in present value
(PV) terms for specific categories of risk (such as devaluation, breach of off-take agreements,
labor unrest, and technology failure).

Partial Credit and Partial Risk Guarantee: Conditional guarantee of a portion of the prin-
cipal and/or interest in present value (PV) terms for specific categories of risks (for example,
devaluation, off-take agreements, labor unrest, and technology failure).

Performance Bond Guarantee: Guarantee of a bond issued by the client to guarantee satis-
factory completion of a project by a contractor.

Reinsurance: Insurance or indemnification by a second insurer of all (or part) of the risk
assumed (insured) by another (the first or primary) insurer.

Reinstatable Guarantee: After the client has failed to perform and the guarantee has been
called, it can be reinstated (that is, coverage can be restored) if the client repays the guaran-
tor within a specified number of days, or after the client has repaid the guarantor.

Risk-Sharing Facility: A risk-sharing facility, like a securitization, allows a client to sell a
portion of the risk associated with a pool of assets. However, in this case the assets typically
remain on the client’s balance sheet and the risk transfer comes from a partial guarantee
provided by the guarantor. In general, the guarantee is available for new assets to be origi-
nated by the client using agreed-upon underwriting criteria, but in certain situations it may
also be used for assets that have been already originated.

Rolling Guarantees: Guarantee of debt service payment(s) that moves or "rolls" to cover
new debt service payment(s) upon the client's timely payment of the previously guaranteed
debt service payment(s).

Securitization: A form of financing that involves the pooling and true sale of financial assets
and issuance of securities that are repaid from the cash flows generated by such assets.

SIP: Small Investment Program. MIGA’s board-approved program for assisting small and
medium sized projects under $10 million.

Standby Coverage: The amount placed on standby under the standby option or the act of
providing a standby option.
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Standby Option: The commitment for additional coverage in connection with future dis-
bursements of the Guarantee Loan, specified in Part IV of the Contract. Amounts placed on
standby are not included in MIGA's current exposure.

Structured finance: A broad term used to describe a sector of finance that was created to
help transfer risk using complex legal and corporate entities. Includes securitization.

Subrogation: An accepted principle in insurance law. It provides for the assignment of an
existing claim from the guaranteed investor to the insurer. Then, the insurer (MIGA), as the
subrogee, acquires the same rights as the investors had.

Subrogation in local currency: After the guarantee has been called and the guarantor has
disbursed the loan, the Guarantor will recover the claim from the client in local currency.

Tenor: Period of time from the contract effective date (or the date on which the contract be-
comes effective) to the date it is scheduled to terminate.

Transfer restriction and currency inconvertibility: An action taken by the government to
prevent conversion of local currency to some form of foreign exchange.

Treaty Reinsurance: An agreement between an insurer and a reinsurer in which the rein-
surer agrees to take a specified portion of the risks of the insured. The most usual form is for
a reinsurer to accept a given percentage of all contracts in a given period. In other arrange-
ments it can relate to specific regions or to amounts in excess of certain limits. The key ele-
ment of a reinsurance treaty is that the reinsurer commits to take all of a specified type of
risk.

Underwriting: The process of selecting risks and classifying these risks according to their
degrees of insurability so that the appropriate rates may be assigned. It also includes reject-
ing risks that do not qualify.

Value at Risk: It measures the largest market-to-market losses a portfolio of financial assets
would sustain, at a particular confidence level and over a particular time horizon.
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Breach of contract coverage protects against losses arising from the government’s breach or repudiation
of a contract with the investor. Breach of contract coverage may be extended to the contractual obliga-
tions of state-owned enterprises in certain circumstances. In the event of an alleged breach or repudia-
tion, the investor should invoke a dispute resolution mechanism set out in the underlying contract and
obtain a final arbitral award or judicial decision for damages. If, after a specified period of time, the in-
vestor has not received payment under the award, MIGA will pay compensation. MIGA may make a
provisional payment pending the outcome of the dispute. MIGA may also elect to pay compensation
without an award if the investor does not have recourse to a dispute resolution forum or there is unrea-
sonable government interference with the investor’s pursuit of legal rights against the host government.

Expropriation coverage offers protection against loss of the insured investment as a result of acts by
the host government that may reduce or eliminate ownership of, control over, or rights to the insured
investment. This policy also covers partial losses, as well as “creeping expropriation,” a series of acts
that over time have an expropriatory effect. Bona fide, nondiscriminatory measures taken by the host
government in the exercise of its legitimate regulatory authority are not considered expropriatory.

Transfer restriction coverage protects against losses arising from an investor’s inability to convert
local currency (capital, interest, principal, profits, royalties, or other monetary benefits) into foreign
exchange for transfer outside the host country. The coverage also insures against excessive delays in
acquiring foreign exchange caused by the host government’s actions or failure to act. Currency de-
valuation is not covered.

War and civil disturbance coverage protects against loss due to the destruction, disappearance, or

physical damage to tangible assets caused by politically motivated acts of war or civil disturbance,
including revolution, insurrection, and coups d’état. Terrorism and sabotage are also covered. This
coverage also extends to events that result in the total inability of the project enterprise to conduct

operations essential to its overall financial viability.

Temporary business interruption can also be included upon a request from the investor and would
cover three sources of interruption: damage of assets, forced abandonment, and loss of use. This cov-
erage encompasses not only violence in the host country directed against a host country government,
but also against foreign governments or foreign investments, including the investor’s government or
nationality. This coverage became available following the amendment of MIGA’s Operational Regu-
lations and Policies in April, 2009.

Nonhonoring of sovereign financial obligations coverage protects against losses resulting from a
government’s failure to make a payment when due under an unconditional financial payment obliga-
tion or guarantee given in favor of a project that otherwise meets all of MIGA’s normal requirements.
It does not require the investor to obtain an arbitral award. This coverage is applicable in situations
when a sovereign’s financial payment obligation is unconditional and not subject to defenses.

Source: www.miga.org.
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Appendix D: IEG’s Ex Post Project Evaluation
Methodology for MIGA Projects

IEG-MIGA uses a standard benchmark-based methodology for its evaluation of MIGA guar-
antee projects. It rates projects on three dimensions: Development Outcome, MIGA's Effec-
tiveness, and the Project Contribution to MIGA’s financial results. The methodology is consis-
tent with Good Practice Standards established by the Evaluation Cooperation Group (ECG)
Working Group for Private Sector Evaluation, established by the Development Committee in
the 1980s to harmonize evaluation standards for private sector operations across multilateral
development institutions.

Development Outcome aims to capture the project’s overall impact on a country’s economic
and social development, and is thus important as an implicit proxy for how well the project
has contributed to MIGA’s purpose and mission. Development Outcome is evaluated for each
project across four dimensions: (i) project business performance; (ii) economic sustainability;
(iif) environmental and social effects; and (iv) private sector development impact. Each of
these measures rates a distinct aspect of the guarantee project’s performance.

a. Business Performance measures the guarantee project’s actual and projected fi-
nancial impact on the project financiers —its lenders and equity investors.

b. Economic Sustainability measures whether the project has contributed to the
country’s development.

c. Environmental and Social Effects measures a project’s performance in meeting
MIGA’s environmental and social requirements, as well as its actual environ-
mental and social impact.

d. Private Sector Development aims to capture the effects of the guarantee project
on the development of productive private enterprise beyond the project, and re-
lates to MIGA’s mandate to enhance the flow of private foreign investment to
developing countries.

MIGA'’s Effectiveness aims to capture MIGA’s work quality in assessing, underwriting, and
monitoring of its guarantee projects, and the value added MIGA brings to the client or
project. IEG assesses MIGA’s effectiveness across three dimensions of MIGA’s operational
performance: (i) Strategic Relevance; (ii) MIGA’s Role and Contribution; and (iii) Quality of
MIGA'’s Assessment, Underwriting, and Monitoring.

a. Strategic Relevance refers to the degree of consistency of the guaranteed project
with the development priorities of the host country and the Bank’s country strat-
egy.

b. MIGA'’s Role and Contribution relates to the benefits or value added that MIGA
brings as a development institution. The contribution may be catalytic (in facili-
tating foreign direct investment in economically sound and sustainable business-
es) in encouraging the development of the political risk industry or in conveying
additionality.

c. Quality of MIGA’s Assessment, Underwriting, and Monitoring assesses (i) the
extent to which the project’s expected Development Outcomes were adequately
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assessed, key material risks were identified and mitigated, and whether MIGA’s
underwriting policies and guidelines were adhered to; and (ii) whether MIGA
took adequate remedial action if country or project conditions changed subse-
quent to issuing the guarantee.

Contribution to MIGA's financial results relates to a guarantee’s impact on MIGA.

Project Ratings. IEG rates Development Outcome and MIGA'’s effectiveness and each of their
dimensions using a four-point rating scale: “excellent, satisfactory, partly unsatisfactory,
and unsatisfactory.”

Harmonization. The methodology and framework are consistent with the Good Practice
Standards established by the Evaluation Cooperation Group Working Group for Private
Sector Evaluation, which aims to harmonize evaluation standards for private sector opera-
tions of multilateral development institutions.
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Appendix E: IEG Project Evaluation Database
for This Report

EVALUATED PROJECTS, BY FY ISSUED AND FY EVALUATED
(As of November 30, 2010)
FY ISSUED Count FY EVALUATED

FY96 1

PT Paiton Energy Company FY05
FY97 3

Light Servicos de Eletricidade FY05

Philips do Brasil, Ltda. FY05

Wuxi Huada Gas Turbine Electric Power Company FY06
FY98 11

ABN AMRO Bank NV Istanbul Branch FY05

Asia Power (Private) Limited FY05

Compania Hidroelectrica Dona Julia, S.R.L. FY06

Grain Bulk Handlers Limited (GBHL) FY06

Inertes de Cabo Verde, Lda. FY10

Manas Management Company FY04

Mozambigue Aluminum Smelter (MOZAL) FY06

Romania Efes Brewery FYo4

Suzhou Coastal Cogeneration Power Plant. FY06

Tilda Holdings Africa Limited FYo4

ZAO Knyaz Rurik Efes Breweries FY04
FY99 6

Banco WestLB do Brasil FY06

Manjing Coastal Xingang Power Plant FY06

Salvorhoteis Mozambigue - Investimentos Turisticos, S.A. FY06

Shanghai White Cap Ltd. FY06

Vidriera Centroamericana S.A. (VICESA) FY06

Westdeutsche Landesbank Girozentrale Istanbul Branch FY06
FY00 2

Ormat Momotombo Power Company FY10

OrPower 4 Inc. (Olkaria 11} FY10
FY01 1

JSBC Raiffeisen Bank Ukraine FY10
FY02 4

HVB Bank Romania FY10

Hydelec BPA FY10

Lima Airport Partners 5.R.L. FY06

Manila North Tollways Corporation FY10
FY03 1

Cotecna Destination Inspection Ltd FY10
FY05 3

MIML Ltd FY10

Anvil Mining Company FY11

SOCOMA FY1l
FY06 4

Barclays Bank of Ghana Limited FY10

Meridian Development Limited FY10

SGS Scanning Nigeria Limited FY10

Shenzhen Water Company Ltd FY10
FY07 4

BRAC Afghanistan Bank FY11

Commercial DeltaCredit Bank FY11

PT MTU Detroit Diesel Indonesia FY11

ZAO Raiffeisenbank FY11
FY09 1

ZAO Unicredit Bank FY11
TOTAL 41

Shaded projects are the 10 financial sector projects evaluted for Chapter 3 of this report




Appendix F: What Is Economic Capital?

“Economic capital” is a measure of the ‘value at risk” in a loan or guarantee and provides a uniform
way to measure risk across projects, products and sectors, geographical areas, and risk types. Eco-
nomic capital reflects an entity’s internally-determined capital needs, and thus differs conceptually
and operationally from the externally imposed regulatory capital requirements.

Conceptually, economic capital is the amount of capital a business thinks it would need to cover
worst-case losses in all but the most extreme economic scenarios. Accordingly, it represents the larg-
est cumulative loss a business can withstand with a high degree of certainty (typically at a confidence
level of 99.5 percent over a horizon of one to three years.)

In MIGA'’s case, economic capital is the estimated value at risk embodied by its outstanding portfolio
of guarantees. MIGA’s model estimates the economic capital consumed by each project and by the
portfolio as a whole, based on country, sector project and other risk factors. The amount of economic
capital, or value at risk consumed by a given project or portfolio can vary over time, for example
when country risk changes.

MIGA applies a more conservative confidence level of 99.9 percent to the economic capital model,
which means that for given level of economic capital (value at risk), there is 99.9 percent certainty that
MIGA can cover modeled worst-case losses. This 99.9 percent confidence level would typically cor-
respond to an AAA-rated institution.

MIGA estimated is that there was $323 million of value at risk in its portfolio of outstanding guaran-
tees as of end FY10. This means that its guarantee portfolio consumed about 30 percent of its availa-
ble operating capital ($1.036 billion), highlighting MIGA's very conservative management of its capi-
tal base.

How high (or low) should this ratio be? Theoretically, if value at risk (economic capital) could be ac-
curately calibrated based on perfect knowledge of loss and probability distributions, a ratio of 100
percent of operating capital would still leave the insurer able to withstand worst-case losses. In the
real world of imperfect knowledge of loss and probability distributions, the prudent level of operat-
ing capital consumed would allow for some cushion below this level.

Source: Quraishi, Faisal, Mikael Sundberg, and Sidhartha Choudhury, “Linking political risk insurance pricing with economic capital
modeling, a multilateral perspective,”in Kevin W. Lu, Gero Verheyen, Srilal Mohan Perera, eds, Investing with Confidence: Understanding
Political Risk Management in the 215t Century; World Bank, 2009.
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Appendix G: IEG Methodology for Estimating
Project-Level Contributions to MIGA’s Financial
Results

This section describes the methodology used in this report to estimate the profit MIGA gene-
rates for each project it underwrites.>* Project-level profitability estimates differ from year-end
financial statement profitability measures in a few fundamental ways. Financial year-end data
looks at the revenue and expenses generated each year, providing a snapshot of the net income
that was generated in that particular one-year time period. Project-level profitability estimates,
on the other hand, look at the revenue and expenses generated over the life of a project, provid-
ing a view of the profit (or loss) that resulted from MIGA’s decision to underwrite each project.
The former has more definite numbers, given that its calculations are all based upon results
which occurred in the previous year. The project-level estimates, on the other hand, use both
historical data on past revenues and expenses, as well estimates of future revenues and ex-
penses. This is because project-level estimates estimate the profitability of projects that were is-
sued and terminated in the past, as well as those issued in the past but still ongoing.

In this revised model a measure of profitability without reinsurance was added to the analysis.
This calculation was essentially the same as that carried out previously, except for the fact in
place of net revenues (net of reinsurance), gross revenues (gross of reinsurance) were used.
Gross revenues were calculated by adding back the reinsurance ceded and then subtracting the
ceding commissions, to get back to the figures originally given in the premium database re-
ferred to as “Premium due.”

The profitability for some projects changed more than 100 percent due to reinsurance because of
the leverage effect that reinsurance can have upon profitability. Although reinsurance can only
theoretically extend up to 100 percent of gross revenue, when expenses are very high and so
just alittle bit lower than the value of revenues, then a reduction of gross revenue by 30 percent,
for example, can result in revenues becoming less than expenses, turning a profitable project
into a loss-making one, and effectively resulting in a change in profitability greater than 100
percent.

METHODOLOGY

The IEG project-level profitability methodology has undergone a number of revisions and re-
finements since 2005, benefitting from the input of management and access to time reporting
system (TRS) data.

The revenue and cost-based cash flows of a project are calculated, and then discounted back to
the project’s inception with a discount rate of 4 percent. The revenue measure is based on histor-

5 Underwriting profit takes into account premiums and expenses incurred, but not investment re-
turns.
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ical premium data (net of reinsurance and ceding commissions) over the life of projects com-
bined with projected future cash flows for projects that are still active. The expected length of
projects that are still active is estimated using sector-specific cancellation-adjusted durations.
The cost measure estimates project costs on the basis of upfront (initial) underwriting and ongo-
ing administration costs.

As the manner in which administrative costs are allocated to projects determines to a large ex-
tent their expected profitability, an approach was taken that is both transparent and consistent
with MIGA’s pricing model. Specifically, 80 percent of total administrative costs were catego-
rized as ongoing, and allocated to projects evenly within any given year, and 20 percent as up-
front, allocated on the basis of the number of new projects issued that year. For each year a
project’s coverage was active, a corresponding ongoing cost was charged, and an upfront cost
was charged only the first year of the project, as described in the following equations.

Initial Cost = 1 003 AnnualRisk = adi Net Revenue)

20 } ¥
Ongoing Cost = =" f“:} 000Y _ 5138 824

“ Annual Risk-adj NetRevenue” is the net revenue (premium due less reinsurance ceded plus ced-
ing commission), adjusted by subtracting the risk load component, averaged over the period of
time for which the project had active coverage. The initial cost calculation reflects the fact that
projects vary in complexity and those that have high levels of active coverage and so premium
due will tend to incur greater administrative cost. The minimum initial cost per project is set at
$130,000, and the maximum according to the formula above rises to $1.35 million for the largest
net revenue project. Analysis of the time reporting system data suggests that the maximum ini-
tial cost is in line with the maximum actual cost charged to the most complex projects.

The formulaic expressions of the cash flow calculations are as follows, were PD is premium due;
RC is reinsurance ceded, RCPP is risk component as a percentage of premium, CC is ceding
commission, IC is initial cost, OC is ongoing cost, i is project, t is year:

v (PD, - RC,)(1-RCPF,)+(CC,)

Revenue Cash Flows: R vernie = 2 | s
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Cost Cash Flows: Ciost = Ic, * 2
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The risk-related costs are drawn from a table of risk loads generated from the pricing model,
and represent estimated risk loads applied by the pricing model based on project/country risk
ratings (from A+ to C-), and various possible combinations of types of coverages.

Given the difficulty of identifying a single correct manner of allocating administrative costs
to projects, the ability to arrive at a single conclusive measure of project profitabilty is also
complicated. There are different ways to address these methodological issues. One is to hold
the cost allocation side of the profit measure constant, essentially by creating a profitabilty
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measure based solely upon revenues. This report shows how total project revenues per
project for all 246 projects measured over the FY01-FY10 period compare.
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Management Response

MIGA would like to thank IEG for the report on “MIGA’s Financial Sector Guarantees in a Stra-
tegic Context,” which aims to inform the design and implementation of MIGA’s FY12-14 Strat-
egy by drawing lessons from MIGA’s recent experience with financial sector guarantees.

Management appreciates the views expressed with reference to MIGA's FY12-14 Strategy, but
would also note that providing detailed prescriptive guidelines could have a constraining effect
in terms of what management feels it can propose to the Board. Management believes IEG’s
real value added in this regard is in evaluating management’s execution of a Board-approved
strategy rather than in seeking to preempt it, and that going forward this would be the most
useful area for IEG’s focus.

The IEG report discusses MIGA’s results over the past few years against areas of operational
priority. It correctly notes the importance of removing constraints to the Agency’s effectiveness
with the changes in its Convention and the amendment of its Operational Regulations. It also
notes that MIGA will now need to capitalize on these changes —a view with which MIGA is in
complete agreement.

When assessing MIGA's recent results, management believes there is insufficient recognition of
the significant impact that the global financial crisis had on MIGA’s core business, and in par-
ticular the effect this had on MIGA’s level of activity in areas such as infrastructure. In general,
the market context is underrepresented in this report. This is evidenced not only in the report’s
assessment of MIGA's performance, but also in the recommendations that are put forward re-
garding the types of business MIGA should be guaranteeing. Those recommendations and the
observations that underpin them fail to account for the fact that MIGA’s business is demand
driven.

With regard to Strategy Implementation, the IEG report notes that MIGA introduced five Key
Performance Indicators (KPIs) in FY09 and that this was an important step. The report also
notes that MIGA needs to mainstream these and monitor them on a more systematic basis.
Management would like to note that these 5 KPIs are tracked on a quarterly basis and discussed
in the EVPs” Quarterly Report to the Budget Committee. Management plans to continue report-
ing on KPIs and will fine tune these metrics going forward and may introduce additional per-
formance tracking measures if warranted. Management would also note that alignment of
guarantees with operational priorities is in fact already tracked and reported on publicly in
MIGA’s annual report, as well as in each individual project description that MIGA publishes at
the time that a guarantee is issued.

The report’s assessment of MIGA's financial sector guarantees posits that such guarantees have
rather weak alignment with Priority Areas and that they provide a negative contribution to
MIGA'’s financial results. Asa development institution, MIGA’s primary purpose is to promote
projects that generate strong development impact, and financial sector projects are widely
viewed as being highly productive in this respect. The positive effects associated with injecting
liquidity into sound financial institutions in developing countries are well documented, and
would seem to be fully aligned with MIGA’s mandate. It should also be noted that while MIGA
does have Priority Areas of focus, which are intended to guide operational activities and choic-
es, these are by no means exclusory.
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With respect to the contribution to MIGA’s financial results, the IEG report acknowledges that
negative results they obtained are due to past high levels of reinsurance in the financial sector,
and that the IEG findings on this matter should be taken with caution. Management would cer-
tainly like to underscore this caveat, believing as it does that financial sector projects tend to be
high-premium, low-complexity projects and that this is underestimated in the profitability
analysis. Management would also like to repeat an important point made previously, which is
that the nature of managing an insurance portfolio is such that profitability has to be considered
atan aggregate level precisely because reinsurance/retention decisions are made at a portfolio
level —looking at individual projects outside the overall context can therefore be misleading.
The impact of reinsurance as a portfolio management tool needs to be considered separately
and should not be conflated with the profitability analysis of individual projects in a single sec-
tor. The relatively high levels of reinsurance for financial sector guarantees since 2004 reflect
MIGA’s response to Board concerns regarding concentration risk in MIGA's portfolio (sectoral
and investor). Financial sector guarantees conceivably may in some instances be less profitable
than other guarantees, but it is unclear how they make negative contribution on a gross basis. If
such guarantees are heavily reinsured, the remaining net premium may in some isolated cases
be insufficient to recover the cost, and this potentially could lead to negative net results, but is
not a function of these guarantees being in the financial sector.

Finally, the IEG report notes that, “the flip side of the growing preponderance of financial sector
guarantees is MIGA’s declining issuance of guarantees in priority areas." It is important to un-
derstand that the issuance of financial sector guarantees and guarantees in other areas is not a
zero-sum game. MIGA is not and has not been capital constrained. The pattern of guarantee
issuance reflects global foreign direct investment and private debt flows, and most recently the
financial crisis as well as MIGA’s participation in the Joint IFI Action Plan, the focus of which
was primarily financial institutions, particularly in the Europe and Central Asia region.

With these comments, management once again would like to thank IEG for its work on this
report.
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IEG-MIGA Reports

IEG-MIGA Annual Reports

Achieving Value-Driven Volume: MIGA’s Development Results and Institutional Effectiveness—2010
Enhancing MIGA’s Risk Mitigation in IDA and Conflict-Affected Countries: Independent Evaluation

of MIGA’s Development Effectiveness—2009

Independent Evaluation Group—MIGA 2008 Annual Report: Evaluating MIGA’s FY05-08 Strategic Directions
Independent Evaluation Group—MIGA 2007 Annual Report

Independent Evaluation Group—MIGA 2006 Annual Report

Operations Evaluation Unit—2005 Annual Report

2004 Review of Development Effectiveness in MIGA

2003 Report on Operations Evaluation in MIGA

IEG-MIGA Joint Evaluations

Safeguards and Sustainability Policies in a Changing World—An Independent Evaluation

of World Bank Group Experience

The World Bank Group Guarantee Instruments 1990-2007

Environmental Sustainability: An Evaluation of World Bank Group Support

Improving Investment Climate: An Evaluation of World Bank Group Assistance

Extractive Industries and Sustainable Development: An Evaluation of World Bank Group Experience
Power for Development: A Review of the World Bank Group’s Experience with Private Participation

in the Electricity Sector

These reports can be downloaded from www.miga.org/ieg.
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