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Discussions about the new Asian Infrastructure Investment Bank (AIIB) have focused on 

two issues: international relations and bank governance.  An early fascination about the impact 

of AIIB on international relations has transfixed observers. On what date did the United States 

cede world economic leadership?1  How might Washington punish defecting allies?  And how 

overtly will Beijing use AIIB to pursue China’s strategic goals, including its “One Belt – One 

Road” (OBOR) initiative? 2   With the recent June 29th signing by Prospective Founding 

Members (PFMs) of AIIB’s Articles of Agreement (“Agreement”), attention has broadened to 

include the relative influence of PFMs in the governance of the new institution.3  How will 

member-nation constituencies be organized among 12 Directors (9 regional, 3 non-regional)?  

Which nationals will be chosen by the Board of Directors to become AIIB vice presidents?   And 

under what circumstances might Beijing use its de facto veto power?4 

It is time, now, for AIIB’s prospective shareholders also to address business strategy, as 

AIIB may begin operating by end-2015.  The Agreement will come into force upon ratification 

by ten signatories representing at least 50 percent of initial subscriptions – not an obviously high 

threshold.5  Each member having then appointed a Governor, an inaugural meeting of AIIB’s 

                                                           
1 A popular answer is March 12, 2015, when Britain announced its plans to join China-led AIIB over the objection of 
the United States.   
2 In his speech at the People’s Representative Council of Indonesia on 20 October 2013, titled “Work Together to 
Build a 21st –Century Maritime Silk Road,” China’s President Xi Jinping officially made a proposal for “establishment 
of an Asian infrastructure investment bank to support the ASEAN countries and other developing countries in [the] 
region to strengthen links in infrastructure development.”  While not precisely defined, the OBOR initiative 
includes overland routes from China to Europe – some that would build upon historic Silk Road routes.  It also 
includes maritime access to Arabia, Africa, and Europe.   These seem to contemplate overland links from China to 
new/improved port facilities in Myanmar, Bangladesh, and Pakistan.  See “Vision and Actions on Jointly Building 
Silk Road Economic Belt and 21st-Century Maritime Silk Road,” issued by the National Development and Reform 
Commission, Ministry of Foreign Affairs, and Ministry of Commerce of the People’s Republic of China, with State 
Council authorization, 28 March 2015.  We will address Beijing’s motivations, which seem to include a countering 
potential U.S. containment (e.g., at the Straits of Malacca as part of a Pivot to Asia strategy) and promoting 
economic development, in a separate paper. 
3 The Center for Global Development, for example, has conducted some analysis on voting power and board 
composition. See Scott Morris and Mamoru Higashikokubaru, “Doing the Math on AIIB Governance,” July 2, 2015.  
4 According to Article 28 of the Agreement, a Super Majority of 2/3 of members representing 3/4 of votes is 
needed for a number of decisions, including selection of AIIB’s President/Chairman.  The Agreement’s Annex A 
envisions that China will have 29.78 percent of Share Votes.   Share Votes would be combined with Basic Votes and 
Founding Member Votes to determine total voting power.  But it is clear that China would exercise a veto over 
matters requiring a Super Majority. 
5 As one of many possible examples, ratification by Brazil, Russia, India, China, South Africa, Iran, Kazakhstan, 
Kuwait, Saudi Arabia, and UAE would suffice.  The sovereign wealth fund assets of these nations total about $4.5 
trillion.  Sovereign Wealth Fund Institute, accessed 13 July 2015. 
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Board of Governors would elect AIIB’s President/Chairman, elect Directors, and set the date for 

AIIB to commence operations. 

Asia’s infrastructure gap far outweighs the financial resources of AIIB, as well as those 

of the World Bank and the Asian Development Bank (ADB).  To support a significant reduction 

in this gap, AIIB will need to depart from conventional wisdom and practice at the World Bank 

and ADB. 

Below, Part I characterizes the environment in which AIIB will operate during its first five 

years (2016 – 2020), especially demand for Asia infrastructure investment, existing institutional 

investors in Asia infrastructure, and possible new investment partners.  Part II discusses possible 

business directions and issues for AIIB, and Part III highlights recommendations. 

 
I. AIIB’s Operating Environment 

 
Key aspects are Asia’s demand for infrastructure investment, the capacity of existing 

infrastructure investors, and potential co-investment from new institutional investors.  

Infrastructure investment is, of course, only one aspect of economic development.  But it is an 

important and, as indicated below, under-resourced aspect.6   

 

Demand for infrastructure.  For planning purposes, we project that 5-year Emerging Market 

Asia (EMA) demand for infrastructure investment totals $8.3 trillion.7  Of this total, we assume 

51 percent would be for electricity, 31 percent for transport, 17 percent for water/waste water, 

and 13 percent for telecommunications infrastructure (Table 1).  For each sector, we assume ¼ 

                                                           
6 Looking just at the infrastructure component of economic development, it is important to emphasize that up-
front investment is necessary but not sufficient.  It will also be necessary to ensure life-cycle feasibility of 
investments, through adequate funding for operations and maintenance, adequate user tariffs and/or public 
sector subsidies, and a suitable legal/regulatory/tax regime. Placing infrastructure investment within the 
sustainable development framework is important in the post-2015 world. See Amar Bhattacharya, Jeremy 
Oppenheim, and Nicholas Stern (2015), "Driving Sustainable Development Through Better Infrastructure: Key 
Elements of a Transformation Program," Global Economy & Development Working Paper 91, Brookings Institution. 
7 In its 2009 report, Infrastructure for a Seamless Asia, ADB/ADB Institute estimated Asia’s 2010 – 2020 
infrastructure investment requirements at about $8 trillion.  We have adjusted this estimate to include additional 
AIIB members (e.g., Russia, Myanmar), for inflation, and for additional investment since 2010, which seems below 
ADB’s recommended rate.  See Annex for details. 
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equity and ¾ debt financing.8  These projections are for early planning purposes only.  For actual 

operations, it would be necessary to validate and refine projections through a bottom-up analysis 

of individual country needs and a compilation of existing project pipelines. 

 
 

Table 1. Emerging Asia Infrastructure Investment Needs, 2016 – 2020  
($ billions) 

 

Sector Equity Debt Total 

 
Private Public 

  Electricity generation 743 - 2,230 2,973 
                distribution - 212 637 849 
                transmission - 106 319 425 
Mobile telephony 180 - 538 718 
Landlines 47 48 284 379 
Airports 3 - 9 12 
Seaports 10 9 60 79 
Railways - 10 28 38 
Roads 203 405 1,823 2,431 
Sanitation - 59 177 236 

Water - 40 120 160 

 
1,187 889 6,224 8,300 

     Sources: See Annex. 
    

 
Infrastructure sectors (and investee countries) will vary in terms of their suitability for private 

equity investment and their ability to sustain market-based interest rates.  For example, 

• Some sectors have proved attractive to private investors – assuming an appropriate tax, 

legal, and regulatory environment, including tariffs that allow for cost recovery and an 

adequate risk-adjusted return on equity – and are more likely to be suitable for private 

investment, including through public-private partnerships (PPPs).9   These include mobile 

telephony, electricity generation (PPPs), airports (PPPs), seaport terminals (PPPs).10 

                                                           
8 McKinsey Global Institute finds that the 2008 financial crisis has had affected project leverage.  “The leverage 
ratio of megaprojects (i.e., projects larger than $1 billion) has moved from a typical 90:10 ratio to 70:30 or less.”  
See McKinsey Global Institute, “Infrastructure Productivity: How to Save $1 Trillion a Year,” January 2013. 
9 It is important to note that financing should not be the motive for PPPs.  By providing sovereign guarantees, 
governments can usually obtain financing more cheaply than can private investors.  The real motive for PPPs 
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• Because electricity transmission is a natural monopoly, private investment in it is often 

not suitable, unless there is a sound regulatory regime in place. 

• Private participation in electricity distribution often takes the form of a management 

contract, rather than an equity investment. 

• Landline telephony can be attractive for private equity investors, but governments often 

prefer to maintain control of this sector. 

• Railways may be profitable, and some roads can be developed as toll roads.  In many 

cases, however, improved transport connectivity may be an externality that cannot readily 

be monetized. 11 

• Historically, private investment in water/waste water infrastructure has suffered because 

tariffs were often too low even to allow for cost recovery.  The private sector now is 

playing more of a role in water purification, but distribution seems likely to remain 

predominantly public. 

 

Based on these generalizations about sector-specific “bankability,” or commercial viability, 

we also make assumptions about equity allocations between private investors and governments 

(Table 1).  The source of a government’s equity investment in infrastructure might well be a loan 

from an international financial institution, commercial bank/bank syndicate, or bond offering.  

For simplicity, we assume here that governments’ equity investments would come from 

borrowed funds.  Thus, for planning purposes, we assume that satisfaction of the $8.3 trillion 

demand would involve about $1.2 trillion of private equity and $7.1 trillion of project debt or 

public debt financing. 

 

                                                                                                                                                                                           
should be efficiency over the project’s entire life cycle, from planning and construction through operations, with 
the private sector incentivized to deliver efficiency while managing risks. 
10 Independent power producers (IPPs) are often established on a build-operate-transfer (BOT) or similar basis.  
Airports are often done on a BOT basis.  For seaports, an increasingly popular model is for a government port 
authority to act as landlord, investing in capital dredging and navigation aids, while private operators invest in 
container or other specialized terminals, often on a BOT basis. 
11 For example, an improvement in a road network would likely produce economic efficiency gains.  But if the 
availability of alternative routes precludes establishment of a toll-road, it would not be possible to extract rents for 
these efficiency gains. The positive externalities of infrastructure (e.g., employment and industrial development) 
may not be fully appropriated by the infrastructure investor even if there are no alternative routes. 
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Supply of infrastructure financing.  On the supply side are existing investors (“old money”) 

and potential sources of new money. 

 

Old money. Existing investors include equity investors; bank lenders, either syndicated or 

solo; and bondholders. 

 

Equity investors now typically feature operators of specialized assets (e.g., power plants, toll 

roads, air/sea ports), construction firms, and host governments.  We assume that post-2009 EMA 

infrastructure investment includes about $130 billion of equity from such traditional equity 

sponsors.  For financial investors, however, infrastructure equity is underdeveloped as an asset 

class.  Recently, such entities as insurance companies have been investing in unlisted 

infrastructure equity, annually averaging about $30 billion since 2006.  Canadian pension funds 

pioneered direct equity investments into infrastructure of about $20 billion (about 5 percent of 

assets) in 2012.  Overall, pension fund allocations to infrastructure equity are small, estimated at 

around 0.5 percent in developed countries.12  Little if any of this seems likely to have reached 

EMA.  

 

Syndicated loans – from, as the term implies, a syndicate of banks rather than a single bank – 

“are common for the debt-financing of larger projects, as they allow the diversification of the 

large risks of a single project across a group of banks.”  Syndication is less likely for smaller 

infrastructure projects.  “That said, syndicated project loans are likely to represent a major share 

of bank loan financing in terms of the overall volume, given that they are more likely for very 

large loans.”13   

 

Syndicated lending for Asian infrastructure has trended upward since 1990 (Table 2).  

Amounts for the period 2010 – 2015:1H appear to have been about $244 billion.  With average 

maturities of 20 years in China and 13 years in the rest of EMA,14 perhaps $392 billion of EMA 

infrastructure syndicated loans remain outstanding.  Syndicated lending in China has been less 

                                                           
12 Torsten Ehlers, “Understanding the Challenges for Infrastructure Finance,” Bank for International Settlements 
(BIS) Working Paper 454, August 2014. 
13 Ibid. 
14 Ibid. 



   
 

7 
 

than one-quarter the volume elsewhere in EMA, which suggests the importance in China of loans 

from single banks.  Syndicated loan flows actually peaked in 2008 – 2010, after the onset of 

financial crisis.  This may indicate that infrastructure investment follows a different market cycle 

from other private investment, which could enhance infrastructure’s attractiveness as an asset 

class.15 

 
Table 2. Syndicated Loans for EMA Infrastructure Projects, 1990 – 2015:1H 

($ billions) 
 

Period China Other EMA Total 
1990 – 1992 1.0 7.5 8.5 
1992 – 1995  4.5 27.0 31.5 
1996 – 1998  4.5 16.5 21.0 
1999 – 2001  0.0 22.5 22.5 
2002 – 2004  3.0 12.0 15.0 
2005 – 2007  5.0 15.5 20.5 
2008 – 2010  27.0 137.5 164.5 
2011 – 2013  18.0 99.5 117.5 
2014 – 2015:1H  21.3 50.1 71.4 
Total 84.3 388.1 472.4 
 
Source: Ehlers, 2014; Bloomberg; and authors’ estimates. 

 
China seems an exception to the syndicated lending norm.  In China, most infrastructure 

projects are owned by the state or state-owned enterprises and financed by state-controlled banks, 

which are massive.  “Unlike in other advanced and emerging economies, large loans for 

infrastructure are also commonly issued by a single bank.  Hence, syndicated loans are not 

necessarily representative of infrastructure finance through bank loans in China.”16  It appears 

the main lenders for infrastructure in China are China Development Bank (CDB) and China 

Construction Bank (CCB).17 

 
CDB and CCB appear together to have lent at least $2.4 trillion for infrastructure during 

2010 – 2014 (Table 3).  Of this amount, about $150 billion  (15 percent) was outside China.18  

                                                           
15 For example, a counter-cyclical policy by governments to invest in infrastructure during an economic downturn 
might increase infrastructure investment’s covariance with equity investment. 
16 Ibid. 
17 China Export Import Bank’s outstanding loan balance at end-2014 was $160 billion.  Only about 1 percent of this 
is foreign lending. 
18 At end-2014, 12.7 percent of CDB’s loan balance (stock) was outside China. 
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The other $2.25 trillion was domestic.  CDB’s outstanding loans at end-2014 amounted to 

$1.236 trillion.19  Based on increases in infrastructure lending during the previous five years, we 

assume that CCB’s end-2014 stock of infrastructure loans was at least $1.376 trillion (Table 3).  

Thus, the combined infrastructure loans stock for CDB and CCB was at least $2.6 trillion at end-

2014. 

 
Table 3.   China Selected Infrastructure Lending, 2010 – 2014 

($ billions) 
 

Bank Sector Amount Totals 
China Development Bank Railway 109.6  
 Road  111.2  
 Electric power 48.6  
 Agriculture & Forestry & Water 54.9  
 Public Infrastructure 35.3  
 Postal and telecommunication  6.8  
 Coordinated regional development 517.1  
 Rural Development 131.0 1,014.5 
China Construction Bank Transport, storage & postal 689.4  
 Utilities 464.0  
 Environmental, public utility management 206.8  
 Telecommunications 15.3 1,375.5 
   2,390.0 
 
Source: Annual reports; authors’ estimates.  Amounts are annual increases in outstanding 
loans. Any loan repayments during this period should be added for a complete total. 
 

While World Bank Group (WBG) and ADB data pose some interpretational challenges,20 

it appears the World Bank disbursed about $28 billion during fiscal 2010 – 2014 for 

infrastructure in the AIIB operating area (Table 4).  Almost one-third of the World Bank’s recent 

disbursements within this area have been in the form of concessional International Development 

                                                           
19 CDB annual report. 
20 Their annual reports feature new funding commitments, for which more detail is available. For natural reasons, 
however, actual funding always lags behind commitments.  Actual disbursements are a better indicator of impact, 
but sectoral detail on disbursements is not readily available.  ADB falls wholly within AIIB’s operating area, as do 
the World Bank’s East Asia/Pacific and South Asia regions.   But the World Bank’s Europe/Central Asia (ECA) and 
Middle East/North Africa (MNA) regions fall partly within and partly outside AIIB’s operating area.  This note 
assumes that one-half of ECA disbursements fall within AIIB’s operating area but that no MNA disbursements do so 
because of Mashreq conflicts and high GCC incomes.   Sectoral definitions also vary.  This note counts as 
infrastructure the following sectors: (i) ICT, transport, water/sanitation/flood control, and energy/mining at the 
World Bank; (ii) energy, ICT, transport, and water/urban development at ADB.     
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Association (IDA) credits.    WBG’s International Finance Corporation (IFC) is estimated to 

have committed an additional $3.1 billion for infrastructure in the AIIB operating area during 

2010 – 2014.21  ADB appears to have disbursed about $25 billion over the same period.22  For 

2016 – 2020, it seems reasonable to assume $60 billion in infrastructure disbursements by these 

two institutions in AIIB’s operating area.   

 

Table 4. Selected World Bank Infrastructure Financing, 2010 – 2014 
($ billions of disbursements, except as noted) 

 
 IBRD IDA Total New 

infrastructure 
commitments 

Estimated 
infrastructure 
disbursements 

Europe/Central Asia 30.3 2.6 32.9 32% 10.6/5.3 (1) 
South Asia 8.0 15.9 23.9 44% 10.6 
East Asia/Pacific 19.0 7.6 26.6 47% 12.5 
Total 57.3 26.1 83.4 40% 28.4 
 
Source: World Bank annual reports, and authors’ estimates. 
(1) Assumes one-half of ECA disbursements within AIIB operating area. 
 
 

Bonds are not normally used during the construction phase of infrastructure projects 

because of the peculiarities and risks of construction,23 for which bank loans (rather than bonds) 

are more suitable.24  Bond issuance linked to infrastructure has, in contrast to syndicated loans, 

                                                           
21 Author’s estimates based on IFC annual reports.  IFC’s definition of regions differs from the World Bank’s.  
Estimates here include direct commitments of equity and loans, but exclude guarantees and syndicated loans so as 
to avoid double counting. 
22 ADB annual reports for 2012 and 2014, and authors’ estimates. 
23 Construction risks include disputes over change orders in engineering, procurement, and construction (EPC) 
contracts.  Also, a constructor may go bankrupt, which results in delay while the project sponsor finds a new 
constructor.  Chul Hum Paik, Macquarie Korea Asset Management Co., Ltd., presentation, 2 June 2015.  To 
compete in this highly competitive sector, construction firms may bid below expected costs and then rely upon 
contractual change orders to make a profit, a potentially disputatious approach.  Arthur Andersen presentation on 
Channel Tunnel project restructuring, Seoul, Korea, April 1998. 
24 Bond financing is, as yet, rare during the construction phase of infrastructure projects.  Through construction 
and perhaps early start up, bank loans are preferable because (i) banks are better able than bond holders to 
monitor the high-risk construction phase; (ii) bank financing is more flexible and better able to accommodate a 
gradual disbursement of funds; and (iii) banks can quickly negotiate among each other on debt restructuring, 
which is relatively more likely during construction due to unforeseen events, whereas restructuring among diverse 
bondholders tends to be complex and time-consuming.  While restructuring could trigger bond defaults, banks can 
be more flexible in restructuring existing loans.  Bonds become more attractive, however, after construction, 
during a project’s operational phase, which can last for decades.  Default risks subside rapidly after construction.  
Because infrastructure projects often have monopoly or quasi-monopoly price-setting power, operating cash flows 
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shown higher volumes in China than in the rest of EMA.  China accounts for 85 percent of recent 

EMA infrastructure-related bond issuances (Table 5).  Bonds are often issued to refinance bank 

loans for infrastructure projects.  While not a good indicator of new infrastructure investment, 

infrastructure bonds are a mechanism to replenish banks’ liquidity and worth developing as a 

potentially important new asset class.   

 
Table 5. Bonds for EMA Infrastructure Projects, 1990 – 2015  

($ billions) 
 
Period China Emerging Asia 

ex-China 
Total 

2009 – 2013  142.1 25.4 167.5 
2014 41.1 7.4 48.5 
Total 183.2 32.8 216.0 
 
Source: T. Ehlers, F. Packer, and E. Romolona, “Infrastructure and Corporate Bond Markets in 
Asia,” Reserve Bank of Australia annual conference, July 2014. 
 
 

Potential new money.   Funds suitable for long-term investment have almost doubled over 

the past ten years (Table 6).   These include pension funds and pension fund reserves, insurance 

companies, investment funds, sovereign wealth funds, and endowments.  Since only some 

investment fund assets are devoted to fixed income, 25  it appears that about $75 trillion is 

available for long-term debt financing.  This is below a $90 trillion estimate from HSBC in 2013.  

Despite the large assets, actual allocations for infrastructure are small.  For example, as of 2012, 

allocations for infrastructure debt and equity were put at just 0.5 percent of pension fund assets.26 

 
Table 6. Assets of Long-Term Institutional Investors 

($ trillions) 
 

 2001 2004 2008 2013 

                                                                                                                                                                                           
are often relatively secure.  Because of a mismatch with their short-term liabilities, long-term loans or similar 
assets may be of less interest to banks.   Hence, bonds can serve as an important and low-cost way to refinance 
bank loans, and thereby replenish banks’ liquidity for new infrastructure projects.  Ehlers, 2014.   
25 Currently 29 percent, based on European Fund and Asset Management Association (accessed 28 June 2015) and 
authors’ estimates.  Other assets are invested in equities and money markets. 
26 HSBC, “Infrastructure and PPP Bonds: Capital Markets and How to Access Institutional Capital,” March 2013 and 
R. Della Croce, “Trends in Large Pension Fund Investment in Infrastructure,” OECD Working Papers on Finance, 
Insurance, and Private Pensions, No. 29, December 2012, cited in Ehlers, 2014. 
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Pension funds 11.0 14.7 15.8 24.7 
Insurance companies 10.8 18.0 20.2 26.1 
Investment funds 12.0 17.4 21.4 34.9 
Pension reserve funds* 2.5 3.5 4.3 5.1 
Sovereign wealth funds NA NA 4.1 6.1 
Endowments and other 0.5 1.1 1.3 1.8 
Total 36.8+ 54.7+ 67.1 98.7 
 
Source: OECD Global Pension Statistics, Global Insurance Statistics, Institutional Investor 
databases, and staff estimates; Sovereign Wealth Fund Institute, accessed 8 July 2015. 
* For example, the U.S. Social Security Trust Fund. 
 
 

For AIIB, according to the Agreement, $100 billion of original authorized capital will be 

divided into $20 billion of paid-in shares and $80 billion of callable shares (Article 4).  Member 

subscriptions to AIIB’s authorized capital shall be in the proportion of 2 paid-in shares for each 8 

callable shares (Article 5).  An Articles signatory becomes an AIIB member upon depositing its 

instrument of ratification/acceptance/approval, which is due 31 December 2016 (Article 58).  

Payment of the amount initially subscribed by each signatory (Schedule A) to AIIB’s paid-in 

capital stock shall be made in five annual installments.  The first installment is due within 30 

days of the Agreement’s entry into force or deposit of a member’s instrument of ratification, 

whichever is later.  Payments on subscriptions to callable capital stock of AIIB shall be subject 

to call only as and when required by AIIB to meet its liabilities (Article 6).   

 

While conditions for the Articles entry into force may well be met by end-2015, it seems 

unrealistic to expect that all signatories will become members by end-2015.  Payments of paid-in 

capital subscriptions may lag.  For simplicity, however, this paper assumes that AIIB’s paid-in 

capital will grow to $20 billion, plus another $80 billion of callable capital, for a total of $100 

billion of subscribed capital by end-2020.  Hence, AIIB’s investment capacity could reach $250 

billion by end-2020.  Of this total, perhaps $20 billion could be in the form of equity 

investments.27 

                                                           
27 AIIB’s Board of Governors may agree, by a Super Majority vote ( 2/3 of Board of Governors, representing 3/4 of 
voting power of members), that AIIB’s total investments (e.g., loans, equity, guarantees) may increase to 2.5 times 
AIIB’s unimpaired subscribed capital, reserves, and retained earnings from ordinary resources.  Without such a 
Super Majority vote, total investments are limited to the aforementioned equity base.  Disbursed equity 
investments shall not exceed AIIB’s total unimpaired paid-in capital and general reserves.  See Article 12 of the 
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AIIB’s operating environment is dominated by three features: (i) $8,300 billion in demand for 

infrastructure investment; (ii) $3,250 billion in outstanding private and state-bank “Old Money” 

in EMA infrastructure; and (iii) an estimated $75,000 billion in potential “New Money” funding 

sources (Figure 1).  Within this eco-system, World Bank/ADB may be expected to invest just 

$60 billion during 2016 – 2020.  AIIB’s investment capacity may reach a somewhat higher total 

of $250 billion by 2020.  Additional funds, which we cannot estimate, could be mobilized from 

domestic public and private sources,28 mostly denominated in local currency.  

 
Figure 1. AIIB Operating Environment 

($ billions) 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

                                                                                                                                                                                           
Agreement.  As it will just have started operations and focusing on longer-term investments, we assume AIIB’s 
retained earnings and reserves at end-2020 would be negligible. 
28 Bhattacharya et al. (2015: 13) estimates that 80 percent of resources for infrastructure investment are likely to 
be domestic, except in low-income countries where the ratio will likely be around 50 percent.  

EMA INF INV needs: 

1,200 private equity 

+ 

7,100 project/public debt 

= 8,300 

 

Potential New Money: 
SWFs, pension, insurance, 

IFs 

= 75,000 

Old Money: 

Equity:                         130                          
Syndicated loans:     392       
Bonds:                        216  
CDB/CCB:                2,612  

                                 3,350      

WBG & ADB 
projected 

investments 

= 60 

AIIB projected 
investments 

= 250 
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This raises two inter-related questions: 

 

1. Why isn’t more of the $75,000 billion in potential New Money already flowing 

toward Asia’s $8,300 billion in unmet infrastructure investment demand? 

2. How should AIIB deploy its $250 billion investment capacity so as to catalyze flows 

from Old Money and New Money sources? 

 

The slow flow of private investment funds into EMA infrastructure projects reflects, at 

least in the eyes of private investors, insufficient returns for the risks assumed.  As Table 7 

shows, the risks of private participation in infrastructure investment, often through multi-decade 

PPPs, are many.  PPPs typically involve a special purpose vehicle (SPV) that acts as the 

counterparty within a complex web of contracts that allocate rights, risks, and cash flows among 

equity sponsors (developers); government allocators of concession rights, purchasers of 

infrastructure services (e.g., electricity, water), and tariff setters; lenders; insurers; and labor.  

Risks include inter alia design, construction, tariff, operations, currency, interest rate, 

expropriation, inconvertibility, legal/regulatory/tax change, civil disturbance/war, and natural 

force majeure.  Governments may seek to renegotiate the tariffs upon which project profitability 

depends.   

 

Table 7. Infrastructure Investment Risk Profile 

PHASE Initiation Construction Growth Maturity 

RISKS Non-
feasibility; 
No financing 

Design 
Construction (change 
orders, bankruptcy) 

Operations; 
Political/natural 

Political/natural 

RISK 
PREMIUM 

8 – 10% 6 – 8% 3-6% 2 – 3% 

FINANCING Equity Senior bank debt Bonds suitable Bonds suitable 

 
Source: C.H. Paik, Macquarie Korea 
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Fixed costs to equity sponsors for acquiring specialized knowledge/relationships and 

preparing project bids are high.  Such costs are even higher in the case of less-advanced 

jurisdictions lacking a qualified PPP unit that can properly prepare projects for investors’ 

consideration.  Equity sponsors may expect 14 – 15 percent financial returns in reasonably well-

organized and secure jurisdictions.  For less-attractive jurisdictions, the higher financial returns 

needed to compensate for higher risks might render a project commercially infeasible.   In 

addition to financial risks, the potential for criticism over the quality/cost of infrastructure 

services or potential environmental damage/social dislocation poses reputational risks for equity 

sponsors and lenders.   

 
The imbalances shown in Figure 1 likely reflect three binding constraints on rapid 

satisfaction of EMA’s $8.3 trillion infrastructure investment gap: (1) high risks/costs due to 

inadequate project preparation by EMA governments, too-low tariffs, and legal/regulatory/tax 

issues; (2) the illiquidity of long-term infrastructure investment; and (3) the difficulty of pricing 

long-term and illiquid infrastructure investment.  Hence, if it follows conventional wisdom and 

operating patterns at the World Bank and ADB, AIIB’s $250 billion of investment capacity is 

simply too small to achieve a meaningful reduction of EMA’s infrastructure investment gap. 

 
II. AIIB Business Issues and Alternatives 

The second basic question – how AIIB should deploy its $250 billion of investment capacity 

to catalyze much larger financial flows from Old Money and New Money sources – raises many 

follow-on questions: 

1. Should AIIB focus only on obtaining adequate risk-adjusted returns, and simply 

accept whatever development results from that?  Or should AIIB also pursue 

development through concessional lending for non-bankable projects, similar to the 

World Bank’s IDA funds? 

2. Should AIIB invest equity, debt, and/or guarantees only in new (“greenfield”) 

infrastructure projects, or should AIIB also purchase/trade existing infrastructure debt 

in order to help develop infrastructure debt as an asset class? 

3. How should AIIB allocate its investment portfolio among equity, loans, and 

guarantees? 
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4. In addition to investing funds from AIIB’s own debt and equity financing, to what 

extent should AIIB seek to manage other investors’ money? 

5. What should be AIIB’s business development model for greenfield projects?  For 

instance, should AIIB restrict itself to working with sovereign governments to 

plan/prepare new projects?  Or should AIIB also respond to funding request proposals 

from sovereign/sponsor consortia? 

6. How should AIIB approach environmental and social safeguards? 

7. How should AIIB balance Beijing’s interests in investing in its “One Belt – One Road” 

initiative versus infrastructure investment needs elsewhere in Asia? 

The below discussion elaborates upon these issues and alternatives for AIIB Governors to 

consider. 

 
A. Goals      

 
Observers have speculated on AIIB’s fundamental purpose, many noting that AIIB’s 

middle name is “investment” rather than “development.”  The Agreement actually emphasizes 

development, wealth creation, and improved connectivity through investment in infrastructure 

and other productive sectors. 29   Article 2 on AIIB functions lists (i) “investment . . . for 

development purposes”; (ii) “special regard to the needs of less developed members”; (iii) “to 

encourage private investment . . . and to supplement private capital when private capital is not 

available”; and (iv) to undertake such other activities and provide such other services as may 

further these functions.” 

 

Thus, it appears that AIIB will need quickly to develop two investment streams: one that 

earns an adequate risk-adjusted return, and a second that provides concessional financing for 

economically viable but commercially non-bankable projects.  As estimated earlier (Table 1), 

perhaps 25 percent of EMA’s infrastructure investment needs will be for road, water, and 

sanitation projects of doubtful bankability.  

 

                                                           
29 Per Article 1, AIIB’s purposes “shall be (i) to foster sustainable economic development, create wealth and 
improve infrastructure connectivity in Asia by investing in infrastructure and other productive sectors.” 
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The Agreement distinguishes between AIIB operations undertaken (i) with AIIB’s own 

equity and borrowing (“Ordinary Resources”) and (ii) with funds accepted for AIIB’s use in 

consistency with the Agreement’s purposes and functions (“Special Funds”).  Special Funds 

could include concessional financing pools of contributions from AIIB members and others as 

well as eventual profit contributions from AIIB.   

This has been the model for IDA, which now follows a 3-year replenishment cycle.  An 

AIIB initiative to develop a concessional lending arm would create serious competition for IDA.  

Governments that may have felt alienated from the existing international financial institutions 

(IFIs) might prefer AIIB Special Funds to IDA.  It took the World Bank sixteen years to establish 

IDA, in 1960.  ADB, founded in 1966, took two years to establish its Agriculture Special Fund 

(in 1968) and eight years to establish its more-comprehensive Asian Development Fund (in 

1974).  Hopefully AIIB can develop its concessional financing much more quickly.  As rules for 

“graduation” from concessional lending have reduced the scope for such lending by IDA and 

ADB, AIIB may wish to consider more reasonable graduation thresholds and differentiated 

interest rates to facilitate orderly exit from concessional financing.30 

 

It will also be important for AIIB quickly to organize and finance technical assistance 

(TA) activities to support its investment operations.  As noted earlier, the insufficient flow from 

massive pools of external capital to finance Asian infrastructure reflects several factors, 

including tariffs too low for adequate investment returns, problematic legal/regulatory/tax 

regimes, and insufficient local capacity for project preparation, leading to insufficient interest 

among equity investors/developers.  The relatively small asset base of EMA non-bank financial 

institutions is an additional issue.  TA could help address these issues.  For consistency with 

AIIB’s avowed principles of cooperation and partnership, its TA should be based on demand 

from sovereign counterparts eager to create a conducive investment climate.  Options for funding 

TA include counterpart reimbursement or AIIB self-financing31 or external trust funds (TFs).  

The Agreement gives the Board of Governors responsibility for approving a “trust fund 

                                                           
30 Paul Isenman (2015) makes the observation that the IDA graduation threshold was in effect lowered from 
$2,375 in 1964 to $1,195 in 2013 (both in 2013 dollars), and using India as a prime example, he argues 
that "premature graduation" from IDA could be detrimental to the country's financing prospects, as it must deal 
with an abrupt jump in financing rates upon graduation. Paul Isenman, "Defining development drastically 
downward: Premature graduation from IDA and ODA," March 5, 2015, Brookings Institution. 
31 Article 15. 
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framework.”32  Learning from the experience of existing IFIs, an AIIB trust fund framework 

would do well manage TF transaction costs by avoiding donor-specific TFs in favor of multi-

donor TFs, controlling the frequency and extent of donor reporting, and discouraging tied TFs. 

 

B. Project Investment vs. Asset Class Development 

 

But what is an appropriate target for AIIB’s efforts to earn an adequate risk-adjusted 

return on its non-concessional investments?  It is widely assumed that AIIB will focus its 

investment capacity (some combination of loans, equity, and guarantees) solely on new 

“greenfield” infrastructure projects or “other productive sectors.”33  In addition to providing 

needed physical investments, if it helps to harmonize contractual structures, regulatory 

frameworks, and data available for due diligence, AIIB’s direct involvement in infrastructure 

projects could serve to reduce risks/costs for equity sponsors.34   

 

An interesting question, however, is whether AIIB should also invest in existing 

infrastructure debt and equity in order to reduce constraints on larger financial flows from Old 

Money and New Money investors.  “Infrastructure equity or debt investors face two 

simultaneous issues: (i) long-term commitments of financial resources to an investment which is 

typically not liquid, and (ii) an inherent difficulty to price the associated long-term risks.  

Traditional financing instruments, such as direct equity stakes or bank loans, force investors to 

deal with these two problems at the same time.” Financial instruments such as bonds or 

infrastructure funds, however, could provide liquidity and help price long-term risks.  This 

should make long-term financing more attractive to institutional investors.  In addition, such 

financial instruments could “make infrastructure an asset class more accessible to a broader 

group of investors.  In this regard, it helps to diversify the large risks of infrastructure projects 

across many groups of investors.  In addition, the vast resources of capital market, which are 

currently hardly tapped by infrastructure projects, are much more accessible with a broader mix 

of financial instruments.  Infrastructure bonds and infrastructure funds carry a high potential.”  
                                                           
32 Article 16. 
33 The Agreement also allows for investment in “other productive sectors.”  These might include, for instance, in 
cement and other building materials, which could save on transport costs of importing. 
34 “A key obstacle to the emergence of infrastructure as an asset class is the heterogeneity in the setup of projects 
and the lack of readily available data.” Ehlers, 2014. 
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Better diversification of risk “is highly desirable, as infrastructure risks are currently shouldered 

to a large extent by the banking sector, and the public sector through guarantees.”  There is “high 

potential” in infrastructure funds, which could invest among a wide range of infrastructure 

projects in order to diversify and reduce overall risk.  “The lower risks may even open the 

possibility of indirect investments into new . . . infrastructure by more risk-averse long-term 

investors.”35 

 
Given the apparent importance of developing infrastructure investment as an asset class, 

the Governors could consider splitting AIIB’s investment capacity (assumed $250 billion by 

2020) into two halves: ½ for direct investment in projects and ½ for purchases of existing 

infrastructure equity and debt.  The latter (Capital Market Operations) could include several 

activities.  For example, AIIB could purchase and package existing project loans into bonds, 

which would serve to (i) restore banks’ capacity to make new infrastructure loans, and (ii) 

increase the stock of more-liquid infrastructure bonds that could more readily be priced.  Such 

bond issuances could form the basis for infrastructure bond funds.  AIIB could also trade in 

infrastructure equity and develop infrastructure equity funds. 

 

AIIB could commence Capital Market Operations relatively quickly.  This would enable 

AIIB to make a near-term contribution to infrastructure investment, while AIIB develops its 

capacity for direct project investment and sorts out difficult environmental/social safeguard 

issues.  If it manages infrastructure bond and equity funds itself, 36  AIIB could also earn 

management fees. 

 
C. Portfolio Allocation 

 
This section discusses possible AIIB allocations among equity investments, debt 

investments, and guarantees. 

 

                                                           
35 Ehlers, 2014. 
36 Arguments can be made for AIIB to manage at least some such funds itself.  On the other hand, AIIB might 
choose to outsource fund management in order to conserve in-house capacity for direct investment in 
infrastructure projects. 
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Equity investments.  As noted earlier, AIIB might be in a position by 2020 to invest $20 

billion (or 8 percent) of its Ordinary Resources in infrastructure equity. 

 

Responsible for funding, developing, and managing each infrastructure project, equity 

investor sponsors “bear the highest risks in case of failure and hence they have the incentive to 

ensure successful execution.”  “Sponsors are the residual claimants and hence the decision of 

potential lenders whether to supply debt financing hinges on the credibility and financial 

capacity of the sponsor and the [SPV].”   “Highly specialized technical expertise and monitoring 

are crucial in the construction phase.  Not many investors possess the expertise and monitoring 

abilities and hence the group of potential equity investors is limited.”37   

 

AIIB could play a catalytic role as a direct equity investor in infrastructure projects.  As 

an official development bank, AIIB would likely enjoy a comparative advantage in addressing 

the legal/regulatory/tax issues that might impede infrastructure investment.38  In this role, AIIB 

could also provide the political comfort that might attract additional investors, similar to what 

seems to have been the case with the World Bank Group’s International Finance Corporation 

(IFC).  To be effective as a direct equity investor, AIIB would need the staff capacity to monitor 

projects, especially during the most-risky planning and construction phases.   

 

The Agreement specifies that AIIB “shall seek to maintain reasonable diversification in 

its investments in equity capital.”  Moreover, AIIB “shall not assume responsibility for managing 

any entity or enterprise in which it has an investment and shall not seek a controlling interest in 

the entity or enterprise concerned, except where necessary to safeguard [its] investment.”   

 

An 8 percent equity allocation split into small equity investments 39  seems a highly 

desirable way for AIIB to mobilize additional equity, and thereby address one of the biggest 

                                                           
37 Ehlers,  2014.  As noted earlier, equity investors now typically feature operators of specialized assets (e.g., 
power plants, toll roads, air/sea ports), construction firms, and host governments.  Financial institution equity 
investment is rare. 
 
38 This should not be seen as intervening in nation sovereignty.   The host government either will want to 
undertake reforms that make infrastructure investment feasible, or it will not and investors will stay away. 
39 Perhaps 5 percent in the normal course, up to 20 percent for special situations. 
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binding constraints on infrastructure investment.  The ability of AIIB to invest in equity gives it 

an advantage over the World Bank, which is practically precluded from equity investments. 

 

Debt investments may include loans in the form of senior or subordinated debt, or bond 

holdings. 

 

As noted earlier, bank loans (individual or syndicated) are especially important through the 

early construction phase, because of the superior flexibility and monitoring capacity of banks.  

Marginal default rates for project finance loans have been found to peak by Year 2.  Over ten 

years, however, project loans may actually be safer than junk bonds.40  Expected risk premiums 

decline sharply over the life of infrastructure projects.41 

 

AIIB could catalyze debt financing at several points in the project life cycle.  For example, 

• At least through the construction phase, AIIB could attract institutional investors by 

splitting project debt into two tranches: senior debt with an A-minus credit rating or 

higher, which can be issued as a bond to capital market buyers, and subordinate debt 

financed by AIIB.42 

• After construction, AIIB could manage the refinancing of project bank loans with bonds, 

probably at a lower rate, which could also be sold on capital markets.  Long-term bonds 

rated Ba or higher should be of interest to institutional investors with long-term liabilities, 

such as pension funds and life insurance companies, while banks reliant on short-term 
                                                           
40 Marginal default rates for project finance loans peak by Year 2 at about 1.5-1.8 percent, and then decline below 
0.6 percent by Year 7.  Over ten years, cumulative default rates for project finance loans have been about 8-9 
percent, higher than for Baa-rated corporate loans (5 percent) but lower than for Ba-rated corporate loans (20 
percent).  Moody’s Investor Service, “Infrastructure Default and Recovery Rates, 1983 – 2012H1, Special Comment,” 
December 2012, cited in Ehlers, 2014.  Thus, project finance loans seem safer than “junk” debt, defined Ba-rated 
or lower. 
41 At one infrastructure fund, expected risk premiums (above a risk-free rate) are 8-10 percent during initiation, 6-8 
percent during construction, 3-6 percent during growth, and 2-3 percent during maturity.  C.H. Paik, Macquarie 
Korea Asset Management, 2015.  These are, of course, for “bankable” projects. 
42 “The European Commission and European Investment Bank (EIB) have initiated an effort . . . . to take advantage 
of the appetite of capital markets for long-term debt instruments with an A-minus credit rating or higher.  The EIB 
scheme works by splitting the debt into two tranches; “senior debt” with an A credit rating and “subordinate debt” 
with a BBB credit rating.  The senior debt can be sold on the capital market as a project bond (because it fulfills the 
rating requirements institutional bond buyers) while the subordinate debt is financed by EIB.  In essence, the 
program will take on the role traditionally played by monolines – credit enhancement companies that were swept 
out of the market in the financial crisis.” McKinsey, 2013. 
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deposit-based funding would such refinancing.  There is “enormous” potential in post-

construction bond refinancing.  But any such initiative will need to be accompanied by 

efforts to develop local bond markets.43  Because an AIIB member considered as a “less 

developed country” has the option to pay half of its subscription in its own currency,44 

AIIB may find it easier to support the development of local bond markets.45 

 
Guarantees.  Debt investors may also require guarantees to reduce the expected costs of 

default to an acceptable level.  Guarantees may address credit or non-commercial risk.46  For 

large infrastructure projects, guarantee risks are often shared among a large number of 

development agencies.  Guarantees are an efficient way for development agencies to leverage 

their investment capacity. 47  The Agreement also allows AIIB to guarantee, “as primary or 

secondary obligor, in whole or in part, loans for economic development.”  Its Governors may 

wish to decide whether AIIB should provide credit guarantees, as well as guarantees against non-

commercial risks.  Whole guarantees are questionable, especially for credit risk, on moral hazard 

grounds. 

 

AIIB’s Ordinary Resources portfolio will likely reflect a desire by its Governors for AIIB to 

maintain a AAA credit rating.  Within that constraint, investments in infrastructure equity, 

                                                           
43 The potential is enormous, because of lower default risk, positive cash flows, and strong (and possibly 
monopolistic) pricing power of infrastructure projects.  A key question is how to promote infrastructure bonds in 
emerging markets.  Because infrastructure bonds are typically issued in local currencies, to minimize potential 
currency mismatches, “the development of local bond markets is a prerequisite for issuing infrastructure bonds.”  
Ratings and local bond market development may be constrained by legal frameworks, bureaucratic efficiency, and 
contract enforceability.  Such initiatives as public/private local bond funds and bond insurance could help.  While 
international capital markets could be another option, higher disclosure standards – including the Regulation S 
disclosure standard limited to investors outside the U.S., or 144A standard that would provide access to U.S. 
institutional investors – would impose additional costs.  Ehlers, 2014. 
44 Agreement,  Article 6. 
45 Local currency is becoming more important for financing Asian infrastructure development.  It is more expensive, 
however, for MDBs than for sovereigns to borrow in local currency.  The ability of MDBs to borrow in local 
currency is limited by the cost of managing foreign exchange (FX) risk against their U.S. dollar-denominated capital 
bases.  With some of its capital base in local currencies (for economies with reasonably open capital accounts and 
somewhat developed bond markets), AIIB should find it easier to manage FX risks from local currency lending. 
46 Non-commercial risks include expropriation, non-convertibility, war/civil disturbance, legal/regulatory/tax 
changes, or natural force majeure.   
47 For example, partial risk guarantees from 6 agencies (3 export credit agencies, 2 multilateral development banks, 
and the Multilateral International Guarantee Agency) enabled the NT2 project company to access $340 million 
from 9 international banks. 
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subordinated debt, bonds, and guarantees would seem be most attractive from the investment 

return and development perspective.48  Senior debt could be less attractive, especially if AIIB 

risks crowding out commercial banks who might otherwise be attracted by AIIB’s 

aforementioned investment alternatives.  If AIIB provides senior debt, the Governors will want 

to consider whether AIIB should also insist on “preferred lender” status, similar to the World 

Bank and IMF. 

 

D. Asset Management 

 
The Agreement’s Article 17 provisions on Special Funds seem also to allow for AIIB to 

manage funds from long-term institutional investors, such as pension funds, insurance companies, 

and sovereign wealth funds.   

 

If, as suggested earlier, the Governors conclude that development of infrastructure 

finance as an asset class is as important as development of individual projects, AIIB could 

allocate half of its investment capacity to co-invest in existing assets with institutional investors.  

Acting as the General Partner, AIIB could establish and manage various instrument-specific 

Limited Partnerships (LPs) – e.g., Asia Infrastructure Equity I, and Asia Infrastructure Bonds I – 

on behalf of its limited partners.  Because infrastructure is an under-developed asset class, AIIB 

should be prepared to invest as much as 5 percent in early-stage LPs.  This would align 

incentives between AIIB and institutional investors.  Thus, $125 billion from AIIB might attract 

an additional $2,375 billion from institutional investors,49 for total LP assets under management 

(AUM) of $2,500 billion.  If it manages such funds rather than outsourcing to external fund 

managers,50 AIIB would earn management fees, some of the profits from which could go toward 

funding concessional lending, indicated earlier as the other main use seen for Special Funds. 

 

                                                           
48 In particular higher returns from equity and subordinated debt, and the potential of equity, subordinated debt, 
bonds, and guarantees to leverage larger financial flows from institutional investors.   
49 I.e., about 4 percent of $57 trillion in pension fund, insurance company, and sovereign wealth fund assets as of 
2013. 
50 See footnote 30. 
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Most importantly, co-investment is a way both (i) to leverage AIIB’s resources to a level 

more commensurate with Asia’s infrastructure gap and (ii) to develop infrastructure finance as 

an asset class. 

 
E. Greenfield Business Development  

 
IFI-financed infrastructure projects often proceed via a “top-down” process.  As a result 

of what may be an extended preliminary dialogue, multiple visiting missions, and pre-feasibility 

and feasibility studies, the IFI and its sovereign government counterpart may agree to pursue a 

potential infrastructure project.    Especially if the government is the sole equity sponsor, with 

the IFI as lender, there usually then follows a public tender process of six months or more to 

issue a construction contract(s).  If the project involves private financing, additional time will be 

needed for the selected equity sponsor to get organized and arrange private debt financing.  In 

either case, this is a labor-intensive process of many months (e.g., 12 – 36) for the IFI, who may 

be called upon to liaise with the government counterpart, equity sponsor, and commercial lenders 

on project design and feasibility, debt financing, legal/regulatory/tax issues, risk management 

and guarantees, and environmental and social safeguards. 

 

Especially as AIIB will have to build its own capacity while it seeks efficiencies, AIIB 

may want to explore an alternative: a decentralized “bottom up” approach to greenfield business 

development.  AIIB could, for instance, encourage infrastructure project principals51 to approach 

AIIB with nearly complete investment packages to which AIIB could add a critical financing 

component.52  Such an alternative bottom up approach might be less demanding in terms of 

AIIB’s time and staff capacity.  For this alternative to work well, however, AIIB might need to 

liaise with capable PPP units, cultivate the development of other PPP units, and market this 

approach to potential equity sponsors, especially experienced infrastructure operators and 

construction firms. 

 
F. Safeguards 

 

                                                           
51 E.g., the sovereign government, construction firm, and perhaps other lenders for purely public procurement via 
an EPC contract; or equity sponsors, sovereign government, and other lenders for a PPP. 
52 E.g., a small equity stake, or a subordinated debt tranche, or a partial risk guarantee. 
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The assumed breakout of infrastructure investment needs (Table 1) poses various 

environmental and social safeguard issues.  While providing needed electricity, a 36 percent 

allocation of $8.3 trillion for investment in oil or coal-burning power plants could seriously 

degrade Asia’s environment.  Another 30+ percent allocation for land-intensive projects (e.g., 

roads, railways, seaports, airports) could displace many vulnerable citizens, some of whom lack 

a legal claim on the land upon which they reside.53 

 
Stung by criticism at environmental destruction and social dislocation from some of the 

projects it funded, the World Bank began in the 1980s to develop a wide variety of safeguards,54 

of which those pertaining to the environment and social (especially involuntary resettlement) 

attract the most attention.  The World Bank’s “traditional” safeguard approach consists of 

mandatory requirements that the World Bank and recipient government must follow for project 

approval and implementation.  All of the regional multilateral development banks (MDBs) have 

similar safeguard policies.  Concern about the transaction costs and intrusiveness of traditional 

safeguards, including extra burdens on governments that must also implement their own laws 

and policies, led the World Bank in 2005 to pilot a “use of country systems approach.”  This 

allowed the recipient government to use its own systems – if found by the World Bank to be 

“equivalent” to those of the World Bank and if the country’s track record is found “acceptable.”  

Because the World Bank’s thresholds for equivalence and acceptability were too high, the 

country systems approach was little used and soon faded away.  In 2010, the World Bank piloted 

another new approach, “program for results,” which disburses for agreed development results 

rather than to pay for project inputs (e.g., construction).  Agreed development results may 

include environmental and social outcomes.55  For projects deemed to pose higher risks, however, 

traditional safeguards would still apply. 

 

                                                           
53 The power of "eminent domain" refers to the state's power to take private property for public interest with a 
just compensation to the property owner, and provides a legal and philosophical basis for balancing economic 
development with protecting individual rights.  On controversies over eminent domain, see Ilya Somin (2015), The 
Grasping Hand: Kelo v. City of New London and the Limits of Eminent Domain, Chicago: University of Chicago Press. 
54 These address such issues as environmental assessment, natural habitats, forests, pest management, physical 
cultural resources, indigenous peoples, involuntary resettlement, dam safety, international waterways, and 
disputed areas. 
55 For a readable summary of this progression, see Gaia Larsen and Athena Ballesteros, “Striking the Balance: 
Ownership and Accountability in Social and Environmental Safeguards,” World Resources Institute, April 2013. 
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While some might always insist on complete protections for the environment and 

vulnerable populations, the practical-minded would seek an appropriate balance among 

infrastructure investment, environmental/social protection, and national sovereignty.  But what is 

an appropriate balance?  What is the tradeoff between the economic benefits that infrastructure 

development may provide, on the one hand, and some environmental damage and social 

dislocation on the other?  Are there some irreducible minimums for environmental and social 

protection?  Should these vary depending on whether an infrastructure project is essential, rather 

than merely desirable?  Should the balance between recipient government and IFI responsibility 

vary depending on whether or not the government can be safely opposed in elections or civil 

discourse?  Does it matter if the IFI’s financing is concessional?  Should an IFI’s responsibility 

vary depending on whether it is an equity or a debt investor?  Does it matter if the IFI is co-

investing with institutional investors whose corporate social responsibility (CSR) policies may 

show little concern for economic/social impact of investments?  Might recipient governments 

welcome guidance on how to improve environmental/social protections, even if full 

improvement is unattainable in the near-term?56 

 
The World Bank has struggled mightily with safeguards.  Yet it continues to receive 

criticism, by some (mainly recipient governments) for being too interventionist and taking too 

long, and by others (mainly NGOs) for not doing enough to protect the environment and 

vulnerable populations. 57  This may indicate that the World Bank has actually achieved an 

appropriate balance. 

 

                                                           
56 For instance, might it make sense for an independent body to give each prospective AIIB project an A, B, C, or F 
rating based on some prior criteria approved by AIIB’s Governors, with the minimum acceptable grade (either B or 
C) depending on such factors as the urgency of the proposed infrastructure? 
57 Hydropower poses extreme safeguards challenges.  But the World Bank’s Nam Theun-2 (NT2) hydropower 
project in Lao PDR indicates potential dilemmas.  For NT2, the World Bank insisted on environmental and social 
mitigation measures costing $96 million (25 percent from the Government) and attempted to ensure that the very-
large project revenues would be used by the Government to protect the environment and improve rural 
livelihoods.  From review of the project concept in October 1997, it took 7+ years for the World Bank to publish a 
package of project environmental and social safeguards in December 2004.  NT2 achieved financial close in June 
2005 and began commercial operation in April 2010.  In a June 2010 implementation update, the Bank concluded 
on environmental that water quality was actually better than had been anticipated and that the lives of resettled 
citizens had improved.  The Bank admitted, however, that it had no visibility on the Government’s use of its share 
of project revenues.  Outsiders, however, including the Panel of Experts, journalists, and NGOs such as 
International Rivers continue to roundly criticize NT2 for environmental damage and social dislocation. 



   
 

26 
 

While its establishment has been motivated by several factors,58 AIIB seems partly an 

Asian reaction against existing MDBs’ efforts to impose environmental and social safeguards on 

sometimes-reluctant sovereign governments.  Yet it is reported that AIIB’s draft 

environmental/social safeguards have been written by retired World Bank safeguard experts and 

are essentially equivalent to those at the World Bank.  These two directions seem inconsistent.  

Perhaps it is possible to implement the same safeguards more efficiently.  But major efficiency 

gains seem unlikely.  More likely perhaps is the possibility that AIIB will avow the same 

principles for environmental/social protection, but that actual implementation will be more 

favorable toward infrastructure development. 

 

While its Governors grapple with safeguards, AIIB can nonetheless make a rapid start on 

useful investment activity.  This could include less-risky projects, projects in jurisdictions with 

good country systems, and Capital Market Operations to support development of infrastructure 

finance as a recognized asset class.  These could provide early wins for AIIB. 

 
G. Country Allocations  

 
Some Governors may worry that AIIB will become a tool for Beijing to implement its 

“One Belt – One Road” (OBOR) program, to the disadvantage of other potential borrowers.   

 

Any such concern seems overstated for several reasons.  One is that OBOR and AIIB’s 

operating area are almost identical.59  Second, AIIB Members can (and should) be expected to 

ensure that each Member gets a reasonable share of AIIB’s investments.  As part of this, each 

Governor and Director will want early reviews and inputs into AIIB’s strategy, plans, and annual 

work programs.  Lastly, in case of severe disagreement between Beijing’s and other Members’ 

preferred allocations for AIIB investments, Beijing has other bilateral entities (e.g., CDB, Silk 

Road Fund) that it can use to pursue its own ends. 

 

                                                           
58 These likely include the West’s failure to give Beijing shares in the Bretton Woods institutions commensurate 
with China’s growth; Beijing’s natural desire to have “its own” development bank, as Japan has with ADB; and 
desires for an additional funding mechanism for One Belt – One Road. 
59 There seems to be no precise definition of the geographical scope of OBOR.   But we assume that notable 
outliers include such jurisdictions as Brunei Darussalam and various Pacific island-states.  In any case, these 
jurisdictions represent less than 5 percent of the combined GDPs for AIIB’s likely investees. 
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In any case, the Governors will early on want to approve country-specific investment 

limits, to avoid portfolio concentration risk.60 

 

    III. Recommendations 

 
Thus, its operating environment suggests five main recommendations for AIIB during its 

first five years of business. 

 

First, AIIB should rapidly develop a concessional financing arm, with reasonable 

graduation thresholds and differentiated interest rates to facilitate orderly exit from aid.  Perhaps 

$2 billion of Asia’s infrastructure needs are in un-bankable sectors.61 

 

Second, AIIB should invest equally in new infrastructure projects and financial 

instruments for existing infrastructure projects.  These existing financial instruments would 

include bank loans (which could be converted into bonds) and equity for infrastructure projects.  

Either type of instrument could be packaged into infrastructure debt or equity funds.  Such 

Capital Market Operations by AIIB would provide liquidity and allow pricing for long-term 

infrastructure investments.  The purpose would be to develop infrastructure finance as a distinct 

asset class and draw more New Money from institutional investors into financing infrastructure 

projects. 

 

Third, AIIB’s direct investments in new infrastructure projects should focus on equity, 

subordinated debt, and guarantees rather than senior debt.  The assumption here is that the 

availability of senior debt from banks is not a binding constraint (or, at least, less of a constraint 

than other factors) and that AIIB could utilize its balance sheet more effectively by directly 

providing equity (so as to be better able to address legal/regulatory/tax/institutional impediments, 

subordinated debt (to raise the senior debt to investment grade so that institutional investors can 
                                                           
60 Such limits may consider various factors, including a percentage (e.g., 10 percent) of AIIB’s subscribed capital, 
reserves, and unallocated surplus; population and GDP; credit risk ratings; covariance; portfolio distribution among 
risk categories; and any arrears. For examples, see “Information Statement: International Bank for Reconstruction 
and Development,” 16 September 2014, pp. 36 – 37.   
61 This amount focuses on sector requirements in Table 1.  This is an approximation at best.  A proper calculation of 
concessional financing needs would need to apply country-based criteria for concessional financing to country-
specific projections of infrastructure investment needs.  Such a calculation is beyond the scope of this note. 
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invest), and partial risk guarantees (to provide additional cover and comfort for other debt and 

equity investors). 

 

Fourth, AIIB should organize itself to attract major co-investments from pension funds, 

insurance companies, and sovereign wealth funds.  This might mean that AIIB would invest 5 

percent alongside these institutional investors.  The purpose would be to align AIIB’s interests 

with such institutional investors and induce them to invest the other 95 percent in standalone 

debt or equity funds.  An ideal outcome would be for $125 billion of AIIB co-investment to 

mobile an additional $2.375 trillion from such long-term institutional investors. 

 

Fifth, AIIB should explore a de-centralized bottom-up approach to greenfield project 

development, whereby equity sponsors and prospective borrowers could bring a nearly complete 

project to which AIIB could add a necessary financing component (e.g., a minority equity 

investment, subordinated debt, partial risk guarantees).  The intent would be to streamline AIIB’s 

business development operations and economize on the use of AIIB staff. 

 

These five recommendations represent a departure from conventional practice at MDBs.  

It remains to be seen how AIIB’s Governors will actually address environmental and social 

safeguards. 

 

A meaningful reduction in Asia’s $8.3 trillion infrastructure gap will require financing 

far in excess of AIIB’s Ordinary Resources.  AIIB needs to access, develop, and leverage both 

current and new sources of infrastructure financing.  A founding father of the World Bank, John 

Maynard Keynes, once wrote: “Worldly wisdom teaches that it is better for reputation to fail 

conventionally than to succeed unconventionally.”  AIIB’s Governors and management will need 

the vision and courage to push their new institution forward in unconventional directions. 

 

  



   
 

29 
 

Annex: Updated Projection of Emerging Market Asia (EMA) Infrastructure Investment Needs 
 

A 2009 study by the Asian Development Bank (ADB) and ADB Institute remains the most 
comprehensive assessment of Asian infrastructure investment needs, and a natural starting point 
for our projection.  ADB/ADBI projected 2010 – 2020 infrastructure investment requirements of 
$7.992 trillion (in 2008 dollars) for thirty Asian countries.62  
 
To this amount, we subtract an estimated amount for countries in the ADB study that are not 
AIIB PFMs,63 and add an estimated amount for AIIB PFMs and likely investees who were not 
included in the ADB study.64  These adjustments give equal weight to nations’ 2009 GDP, 2009 
population, and land mass. 
 
We update this adjusted amount for inflation to express investment requirements in 2015 
dollars.65 
 
The resulting revised projected total requirement of $14.362 trillion is then allocated between 
China and other EMA.  Based on China’s shares of GDP, population, and land mass (all equally 
weighted), we assume the following split of requirements: $5.027 trillion (35 percent) for China 
and $9.335 trillion (65 percent) for other EMA.  Although large, these amounts are not 
inconsistent with a McKinsey’s projection that the world will need $57 trillion in infrastructure 
investment between 2013 and 2030.66 
 
For China, we find a total of $2.259 trillion in 2010 – 2015 debt finance in syndicated loans, 
loans from China Development Bank and China Construction Bank, and from the World Bank 
and ADB.  To this we add a small equity component based on an assumption that such 
infrastructure projects in China are financed 10 percent equity and 90 percent debt.67  In addition 
to this resulting total, we assume that the Government finances an equivalent amount of smaller 
infrastructure projects from its own budget, without any external debt or equity financing.  From 
this, it appears to us that China has fulfilled its need for new infrastructure investment as of mid-
2015, but will of course need to continue investing to replace older infrastructure.   This 

                                                           
62 ADB and ADB Institute, Infrastructure for a Seamless Asia, 2009.  Using the Fay and Yepes (2003) methodology, 
ADB/ADBI calculated (i) additional physical infrastructure requirements for each sector based on GDP per capita, 
agriculture and manufacturing shares of GDP, urbanization, and population density, (ii) costs for new physical 
infrastructure at best-practice unit costs, and (iii) replacement of old infrastructure as a share of new infrastructure 
requirements – 2 percent for energy and transport, 8 percent for telecommunications, and 3 percent for water and 
sanitation – to project total investment needs for major infrastructure sectors. 
63 Armenia, Fiji, Kiribati, Papua New Guinea, Samoa, Timor Leste, Tonga, Vanuatu. 
64 Iran, Jordan, Maldives, Myanmar, Russia, Turkey. 
65 Weighted compound inflation for 2009 – 2012 for representative countries (Bangladesh, China, India, Iran, 
Kazakhstan, Mongolia, Myanmar, Pakistan, Russia, and Sri Lanka) suggests a 30 percent rise in overall costs.  
Authors’ estimates, based on World Bank data.  So as not also to have to estimate investments in 2015 dollars, this 
compounding runs only through 2014. 
66 McKinsey Global Institute, “Infrastructure Productivity: How to Save $1 Trillion a Year,” January 2013. 
67 This high leverage reflects the dominance of state-owned enterprises and state-owned banks in infrastructure 
development and ownership in China. 
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conclusion is consistent with McKinsey’s findings and estimates.  According to McKinsey, 
China’s infrastructure investments for 1992 – 2011 averaged 8.5 percent of GDP.68  Applying 
this rate against GDP figures for 2010 – 2015,69 suggests China will spend $4.5 trillion on 
infrastructure during 2010 – 2015.  In addition, McKinsey estimates that China’s infrastructure 
stock equals 76 percent of GDP – more than the 70 percent level deemed necessary – and that 
China can actually reduce its rate of infrastructure investment.70 
 
For other EMA, against a project infrastructure need of $9.335 trillion, we find up to $0.381 
trillion in debt financing in the form of syndicated loans and loans from CDB and the World 
Bank and ADB.  We assume that EMA projects would be less leveraged, and operate on 25 
percent equity and 75 percent debt.71  To the resulting estimate of $0.508 trillion, we add an 
equivalent amount for smaller infrastructure projects assumed to be financed by governments 
from their own budgets without any external debt or equity financing.  This suggests 2010 – 
2015 infrastructure investments in other EMA of $1.016 and a remaining infrastructure 
investment requirement of about $8.3 trillion. 
 
To this total, we apply ADB’s earlier findings about sector specific requirements.  We also 
assume varying levels of equity/debt depending on sector characteristics. 
 
The calculations here do not include infrastructure bonds, as bonds are typically not used for 
initial construction but rather for re-financing the bank loans that typically finance infrastructure 
construction. 
 
This is a rough back-of-the-envelope calculation.  Any skeptical reader may wish to do her/his 
own calculation. 
 
Our calculation is intended only to approximate magnitudes for AIIB’s operating environment. 
 
Operational planning for AIIB or any other investor would require careful bottom-up analyses, 
using current information, of specific infrastructure sectors in individual countries and 
compilation of data on project pipelines. 
 
 
 
 
 

                                                           
68 Ibid. 
69 IMF and OECD forecast for 2015. 
70 Ibid. 
71 The post-2007 financial crisis has had an effect on project leverage.  “The leverage ratio of megaprojects (i.e., 
projects larger than $1 billion) has moved from a typical 90:10 ratio to 70:30 or less.”  A prospective rise in interest 
rates promises to make debt more expensive.  McKinsey, 2013. 
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