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Chapter

Innovation and Global Sustainable
Development: What Role for
Development Banking?

Marco Frigerio

Abstract

This chapter explores the potential role of development banks in fostering
innovation within the context of sustainable development, considering their explicit
mandates and collaborations with governments. Development banks are argued
to play a pivotal role in supporting innovation by providing substantial financial
resources to projects that address the complex challenges outlined in the Sustainable
Development Goals (SDGs) while ensuring the preservation of natural resources for
future generations. A critical review of economic literature examines the characteris-
tics of development banks that enable them to fulfill their social mandate, including
their expertise and ability to mobilize private finance. Collaboration with govern-
ments and risk mitigation for private investors are highlighted as means to facilitate
the achievement of the SDGs. However, challenges associated with public interven-
tion and state-owned enterprises, such as political opportunism and crowding-out of
private sector investment, are acknowledged. By reviewing the literature, describing
recent developments, and presenting empirical evidence, this research provides valu-
able insights for policymakers, scholars, and practitioners to critically evaluate the
potential and effectiveness of development banks in promoting innovation.

Keywords: development banks, sustainable development financing, sustainable
development goals, innovation, market failures, political failures

1. Introduction

The present chapter aims to analyze the potential role played by a specific
economic-financial actor, namely development banks, in the context of innova-
tion. These financial entities receive specific mandates from governments to pursue
medium- to long-term growth within a particular territory and support significant
social and global challenges. The importance of these public mandates is particu-
larly relevant considering the ambitious 17 Sustainable Development Goals (SDGs)
established by the United Nations in their 2030 Agenda for Sustainable Development.
Global Sustainable Development (GSD) refers to a conceptual and methodologi-
cal framework that seeks to achieve long-term, equitable, and environmentally
responsible development on a global scale. The Global Sustainable Development
Report [1] identifies six key areas that serve as entry points for transformative action
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in sustainable development: (i) enhancing human well-being and capabilities, (ii)
promoting sustainable and equitable economies, (iii) transforming food systems and
nutrition patterns, (iv) decarbonizing energy while ensuring universal access, (v)
fostering urban and peri-urban development, and (vi) safeguarding global environ-
mental commons. Additionally, it highlights four critical levers that must be strategi-
cally employed across these areas to drive the necessary transformations: governance;
economy and finance; individual and collective action; science and technology.

These levers form the foundation of this chapter’s contribution. Emphasizing
the relevance of economic policies and financial flows to propel progress toward the
SDGs, they underscore the indispensable role of substantial public finance and appro-
priate governance in bridging the investment gap related to SDG implementation.
Indeed, these elements facilitate long-term investment decision-making and attract
private capital toward the directions desired. Even if governments play a primary role
in policy design and implementation, their effectiveness requires constant collabora-
tion and knowledge-sharing with other key stakeholders such as the private sector,
civil society organizations, and regional, multilateral, and international entities.

Within this context, development finance institutions, including public development
banks at the multilateral, national, and regional levels, can play a pivotal role. These
institutions can foster alliances between traditional and emerging actors, such as
governments, universities, science institutions, cities, citizens, and the private sector.
Simultaneously, they channel the necessary resources to effectively address the SDGs.
By leveraging these alliances and resources, the collective effort toward sustainable
development can be enhanced.

If governments want the development banks to successfully contribute to the
SDGs, they must place science and technology at the core of their mandates. Indeed,
it is essential that the innovation processes function within a coherent framework
that aligns with the goals of the societies. In this context, innovation transcends its
traditional role as a fundamental prerequisite for long-term economic growth. By
enabling the implementation of new technologies, practices, and solutions, innova-
tion can enhance productivity and incomes while preserving natural resources and
minimizing adverse environmental impacts. In so doing, it shapes the technological
frontier on which the well-being of current and future generations is determined.

In this context, the role played by development banks can be of paramount
importance. On the one hand, by closely collaborating with governments, develop-
ment banks can contribute to shaping policies that foster innovation in sectors and
projects that align with the SDGs. On the other hand, by mitigating the perceived
risk for private investors, development banks can stimulate and mobilize additional
resources that facilitate the accomplishment of the SDGs. Development banks pos-
sess the capacity to provide substantial financial resources in support of innovation
initiatives. They have the ability to extend loans, grants, and investment capital to
innovative projects and businesses that prioritize sustainable development. Through
facilitating access to funding, development banks can bridge the financing gap com-
monly encountered by innovative solutions and facilitate their implementation on a
large scale. Furthermore, as their primary objective is oriented toward goals beyond
profit maximization, development banks are more inclined to promote the adoption
of sustainable technologies and practices that align with their public mandate.

Despite these challenging and socially meritorious objectives, development banks
predominantly remain entities with public participation, thereby potentially subject
to the problems and deficiencies that economic literature often identifies and high-
lights regarding public participation in the economy and state-owned enterprises. It is

2



Innovation and Global Sustainable Development: What Role for Development Banking?
DOI: http://dx.doi.org/10.5772/intechopen.112062

therefore essential to carefully consider the benefits and costs of the presence of public
banks in the economy and assess whether the support they can provide to innovation is
overall positive, even considering potential inefficiencies. Consequently, this contribu-
tion aims to examine the state of the art in the existing economic literature concerning
the role that development banks can play in contemporary society and the economy,
particularly in promoting innovation and the pursuit of SDG objectives. In doing so, it
can serve as a potential reference for future research agendas on these topics.

The chapter is structured as follows. Firstly, Section 2 provides the historical
and institutional background of development banks, aiming to clarify their nature,
how their role has evolved over time, and the increasing emphasis on innovation.
Subsequently, Section 3 introduces the economic fundamentals that can justify the
presence and intervention of development banks in the economy. This section also
briefly discusses potential inefficiencies arising from public intervention in the
economy and explains how development banks may possess characteristics capable
of mitigating some of these limitations compared to other forms of intervention.
Section 4 presents concrete evidence of development banks’ intervention in the
field of innovation, referring to both empirical economic literature and specific case
studies. In Section 5, an attempt is made to summarize the remaining open questions
regarding the key determinants of the effectiveness of development banks in pursu-
ing their objectives and, in particular, in supporting innovation processes aligned
with the SDGs. These questions provide ample room for ongoing and extensive
debate among policymakers and academics, as we will finally discuss in the conclu-
sions of Section 6.

2. Historical and institutional evolution of development banks

Development banks can be defined as legally-independent and government-
supported banks carrying out financial activities on a professional basis within an
explicit legal mandate to promote socioeconomic goals and public policy objectives
(see, for example, definitions available in [2-5]).

They include both multilateral development banks, operating at a supranational
level, and national banks, operating at a national and subnational level. Among
the prominent multilateral development banks, we can identify the World Bank
Group, the African Development Bank, the Asian Development Bank, the Asian
Infrastructure Investment Bank, the European Bank for Reconstruction and
Development, the European Investment Bank, the Inter-American Development
Bank, and the Islamic Development Bank Group. Their presence in the international
financial landscape is extensive and continues to grow.

Furthermore, the number of national development banks is estimated to surpass
400 [3], collectively holding assets exceeding $5 trillion [6]. Notable examples
include the China Development Bank, the Korean Development Bank, NAFIN
(Mexico), BNDES (Brazil), KfFW (Germany), AfD (France), and CDP (Italy). The
significant presence of national development banks, spanning both emerging and
advanced economies, underscores their growing relevance in the financial system.
The European Union, for example, recognizes that the involvement of national
promotional banks (a European synonym for national development banks) is neces-
sary for the effective implementation of the European investment plans “due to their
particular expertise and their knowledge of the local context, business, and investor
communities as well as national policies and strategies” [4].
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Development banks have played a significant historical role in facilitating eco-
nomic growth, industrialization, urbanization, and development initiatives across
nations. Mostly originating in the early nineteenth century as a response to the
Industrial Revolution’s demand for long-term capital, these banks initially emerged in
Europe and North America to rectify market failures and foster infrastructure devel-
opment. Supported or sponsored by governments, they played a vital part in financ-
ing pivotal infrastructure projects like railways and ports that were instrumental for
industrial expansion. Moreover, following the Second World War, development banks
played a significant role in post-war reconstruction efforts in numerous countries.

However, the majority of development banks existing today was established
after the mid-twentieth century [3]. In this period, development banks assumed
a more prominent role by actively supporting economic progress in developing
nations during the wave of decolonization and the rise of newly independent states.
These banks became crucial sources of financial resources for industrialization and
infrastructure development, financing transformative ventures such as dams, power
plants, and transportation networks that acted as catalysts for economic growth and
modernization.

However, development banks maintain their importance in advanced economies,
where they progressively adapted to tackle challenges arising from economic down-
turns and financial instability. Indeed, these banks have proven to be effective in
playing a countercyclical role during periods of crisis, such as the Global Financial
Crisis. Empirical evidence confirms the rising incidence of development banks on the
total assets of the whole European banking system in the 2008-2009 recession period
and during the 2011-2013 sovereign debt crisis [7]. In this period, they were increas-
ingly tasked with providing crucial assistance to businesses facing limited access to
liquidity and financing for investments. This role has further solidified in response to
the recent global pandemic crisis [8].

Additionally, especially in developed countries, development banks have been
increasingly tasked with addressing specific challenges related to inclusive and sus-
tainable development. To this aim, their efforts increasingly align with the Sustainable
Development Goals for 2030, including combating climate change and ensuring envi-
ronmental sustainability with a focus on innovation in renewable energy sources and
food security [2, 9-14]. CPI [15] indicates that climate finance constitutes a growing
proportion of development banks’ business activities, accounting for an average of
nearly 30%. Development banks play a pivotal role in supporting high-risk ventures
and act as catalysts for the much-needed financial resources to stimulate innovation,
research and development, cutting-edge technologies, and vital societal initiatives
such as climate finance [16-20].

Recently, development banks have undergone significant changes in terms of their
interventions in the real economy. Many have made remarkable progress in support-
ing Small and Medium Enterprises (SMEs), resource efficiency, digital infrastruc-
ture, social housing, and education, highlighting their dynamic and transformative
contributions to the economic landscape [7, 21, 22]. The importance of development
banks and their ability to adjust their mission to meet evolving socio-economic needs
can be better explained by studying the economic literature on public intervention in
the economy. This literature provides insights into the economic reasons behind the
existence of development banks, their potential shortcomings, and how they compare
to other forms of public intervention in the economy. By examining this literature, we
can gain a better understanding of the reasons why development banks can actively
contribute to economic and social development.
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3. Economic fundamentals of development banks: utility and potential
weaknesses

The existence of development banks is justified by the theory of market failure,
which recognizes the inability of idealized price-market institutions to sustain desir-
able activities or prevent undesirable ones [23]. Market failures occur when markets
are inefficient and fail to reach the (Pareto-)optimal level of resource allocation,
often due to factors such as imperfect information, externalities, or managerial biases
[24-28]. The issue of information asymmetries, in particular, has been established
as pervasive in financial markets, due to their high dependence on information [29].
Underinvestment in long-term projects with positive externalities can also arise as a
consequence of the divergence between social and private returns [5] and the short-
termism and high opportunity costs characterizing the private financial sector [30].

The establishment of development banks is only one of the different ways the
state can intervene in the financial markets to overcome these failures [31, 32].
However, development banks are suitably positioned to provide solutions to inef-
ficiencies and shortcomings within the economic system [2, 14, 16, 33]. Because of
their peculiar characteristics, they are proved to be capable to provide patient capital,
which is highly needed for strategic investments in infrastructure, export initiatives,
housing, and socially impactful projects like climate finance, renewable energy, and
food security [34, 35]. Furthermore, development banks actively engage in syndi-
cate collaborations with private commercial banks, which can be attracted by their
governmental connections and risk management expertise [2, 36, 37]. Risk mitiga-
tion measures employed by development banks include risk-sharing approaches and
the preferred creditor status they typically enjoy, which often extends to financial
institutions participating with them in syndicate lending. These measures enable
development banks to attract private financing at a larger scale and facilitate blended

finance programs, expanding their impact [38-40]. The Addis Ababa Action Agenda
[41] defines blended finance as the combination of “concessional public finance with
non-concessional private finance and expertise from the public and private sector”. A
group of nine development financial institutions' disclosed financing projects worth
more than $11.2 billion through blending strategies in 2021 [42].

Contemporary development banks are recognized not only for their role in
promoting efficient market functioning but also for their increasing emphasis in the
creation of new market landscapes, fostering innovation, and improving institutional
frameworks. Indeed, these banks facilitate responses to global challenges that require
strong collaboration between private and government entities. They particularly sup-
port high-risk projects in sectors like high-tech, emerging industries, start-ups, and
research and development (R&D) investments, which typically face major obstacles
such as information asymmetries, evaluation difficulties, lack of guarantees, and
limited track records [33, 43].

While it is widely acknowledged that development banks play a crucial role in
addressing market failures and fostering socially beneficial endeavors, however it
remains a critical question whether they are the optimal entities to pursue these

! These nine institutions include: the International Finance Corporation, the African Development

Bank, the Asian Development Bank, the Asian Infrastructure Investment Bank, the European Bank for
Reconstruction and Development, the Association of European Development Finance Institutions, the
European Investment Bank, the Inter-American Development Bank Group, and the Islamic Corporation for

the Development of the Private Sector.
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objectives and what weaknesses may undermine their effectiveness. Development
banks not only receive specific mandates from the governments, but they are also
predominantly state-owned. This raises the question of whether development banks
can give rise to concerns similar to those typically associated with state-owned banks.
Indeed, potential weaknesses in the operations of state-owned banks should not be
overlooked.

State-owned banks, often viewed as less efficient and profitable compared to
private banks, have faced criticism due to their management by political bureaucrats.
Undesirable consequences such as resource misallocation and value erosion can arise
due to political interference and inefficiencies [44-49]. The misallocation of funds by
state-owned banks can be attributed to two main hypotheses: the soft-budget con-
straints hypothesis and the rent-seeking hypothesis. The former posits that abundant
and lenient capital access leads state-owned banks to approve poor investments and
use public funds to bail out failing companies [44, 50]. The latter posits that politi-
cally connected entrepreneurs receive preferential treatment in terms of interest
rates and credit accessibility [48, 51-54]. Influence from incumbent policymakers on
state-owned banks to excessively stimulate economic growth before elections further
complicates matters. Indeed, the decisions and actions of policymakers can have a
profound impact on the operational dynamics of development banks, potentially
influencing their lending practices, investment decisions, and overall effectiveness
[55]. This issue is strictly related to the theory on political business cycles, which
explores the political factors shaping macroeconomic fluctuations [56].

All these matters are clearly relevant to the debate concerning the appropriateness
of development banks in addressing market failures and the conditions under which
they are beneficial, as well as the existence of alternative approaches. However, it
is essential to recognize that previous literature often treats state-owned banks as a
homogenous category, despite the substantial differences in mission, business models,
activities, and target market segments that characterize development banks. Unlike
commercial state-owned banks, development banks typically receive a clear mandate
to provide long-term capital for promoting innovation and sustainable growth and,
consequently, possess specialized expertise within their areas of operation.

Development banks can mitigate political pressures and disrupt the intertwined
relationship between state-owned banks and politics through various factors. One
notable factor is the divergence in timelines between the investment cycle of devel-
opment banks and the electoral cycle. While political opportunism often leads to a
short-sighted and immediate focus on gaining political advantages during electoral
periods, the existence of long-term objectives requires a foresighted perspective in
the financing and implementation of relevant projects [2]. Given the complexity of
long-term projects and their limited flexibility for abandonment or modification,
achieving political objectives through lending activities becomes more complex in
the case of development banks. Moreover, most development banks typically concen-
trate their interventions in predetermined sectors, industries, or geographical areas,
consistently with the statutory mandate they received. This targeted and tailored
approach reduces the scope for discretion, political opportunism, and resource misal-
location. Additionally, development banks are called to mobilize private resources
and expertise and to act as a catalyst to channel these resources toward desired sectors
and projects [40, 57]. This emphasis on private co-financing further diminishes
the likelihood of politically motivated lending toward non-viable projects, since
these would lack support from private investors. Last but not least, due to their role
in public-private collaboration, development banks are in a favorable position for
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observing (and dealing with) both market failures and government failures at the
same time [58].

Through these means, development banks attenuate political influence, safeguard
against resource misallocation, and enhance project alignment with sustainable eco-
nomic and social objectives. From this perspective, the focus of development banks
on long-term investment themes yields dual benefits. On the one hand, it addresses
credit deficiencies arising from market failures, particularly during specific cyclical
phases (e.g., post-global financial crisis deleveraging). On the other hands, it restricts
the autonomy of development banks, shielding them against short-term political
opportunism and electoral cycles. With these necessary premises established, we can
now proceed to discuss the empirical literature on the intervention of development
banks in the realm of innovation. This discussion encompasses references to both
empirical economic literature and specific case studies, providing tangible examples
of their involvement and impact.

4. Empirical evidence of development banks’ innovation interventions

The empirical literature examining the overall effectiveness of investments made
by development banks is still limited. These financial institutions are highly hetero-
geneous across the different geographical areas and exhibit significant differences in
their organizational structures and intervention methods [3]. However, some attempts
have been made to systematize the empirical research on the activities of multilateral
and national development banks worldwide. The official reports from development
banks and the existence of academic studies on the subject provide valuable insights
into the size of intervention of development banks, the operational scope of develop-
ment banks (i.e., the specific areas of intervention), their effectiveness in leveraging
private investments (i.e., the ability to attract and mobilize private resources), and the
outcomes resulting from their actions (i.e., the impact of their interventions).

An increasing array of official reports at both national and international levels
shed light on the magnitude of investments made by development banks globally. For
example, the collective lending of multilateral development banks, encompassing the
World Bank, regional development banks, and other intergovernmental agencies, was
reported to amount to $63 billion in 2017 [59]. In addition to this amount, significant
resources are annually allocated by national development banks within their respec-
tive countries. The same reports also aid in the quantification of the development
banks’ support in specific areas of intervention. For example, the members of the
International Development Finance Club report green finance commitments for more
than $1.2 trillion in the 2015-2021 period [60].

Development banks employ various approaches beyond direct lending in the pursuit
of their objectives. European promotional banks, for example, actively manage EU
financial instruments and implement programs to address the low level of investment
by EU firms [11, 61]. In recent years, these banks have assumed a crucial role in support-
ing small-scale businesses that face challenges in obtaining bank financing, benefiting
from direct access to capital markets and ECB liquidity measures. Notably, European
promotional banks have been instrumental in mobilizing liquidity for micro, small, and
medium enterprises, particularly in response to the COVID-19 crisis.

Empirical evidence also reveals the ability of the European development banks to
use the corporate control market to shift financial resources toward specific areas of
intervention. As revealed in [7], through acquisitions—i.e., obtaining majority equity
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stakes in target firms—European development banks redirect aggregate investments
toward activities serving public interest, social utility, and sectors of general interest
(ESGI), such as energy, infrastructure, telecommunications, and transportation.
Similarly, by participating in minority stake investments in early-stage companies
alongside venture capital or private equity firms, they channel investments toward
R&D activities in biotechnology and natural sciences.

Official reports and academic research also testify the effectiveness of develop-
ment banks in leveraging private investments. According to [59], multilateral devel-
opment banks mobilized a significant amount of long-term private co-financing in
2017, totaling $52 billion. Degl’Innocenti et al. [37] analyzes the impact of globally
operating development banks on the syndicated loan market to assess their ability to
attract other investors. Empirical evidence confirms their positive influence on the
structure of syndicated loans by mitigating perceived risks for private investors and
mobilizing additional financial resources. This effect is particularly pronounced in
green sector enterprises, highlighting the critical role of these banks in addressing the
new challenges posed by the SDGs.

Development banks go beyond merely shifting public and private investments
from one sector to another. Clo et al. [62] presents empirical evidence indicating that
development banks, through their participation as equity investors, have a significant
impact on innovation in target firms by positively affecting their patenting activity.
This impact is amplified when development banks collaborate with other investors,
highlighting the importance of public-private partnerships in promoting innovation.
This is particularly true for innovation aligned with the SDGs. Given the substantial
investments required to achieve these goals, which often exceed the capacity of the
public sector alone [63], such partnerships and collaborations are crucial.

Despite attempts to consider development banks as a whole and their common
characteristics, most studies on their impact have focused on individual institutions
and their specific traits (see, for example, [22, 64, 65] for the European Investment
Bank; [66] for the Brazilian BNDES). Overall, these analyses provide mixed evidence
on strengths and weaknesses of development banks all around the world, but they
are useful in that they provide interesting case studies, useful benchmarks, and
insights for future debates concerning the potential areas of intervention. Notably,
the European Investment Bank (EIB) has been extensively researched, making it an
interesting reference model for future research. The EIB supports innovation for
economic growth, ranging from large-scale research to specialized spin-outs and
digital networks in various sectors. Additionally, the EIB actively contributes to
environmental projects to mitigate climate change and facilitate the transition to a
low-carbon, environmentally friendly, and climate-resilient economy. It also provides
support for transportation and sustainable urban infrastructure projects. In 2014,
the EIB, in collaboration with the European Commission, launched InnovFin - EU
Finance for Innovators, aimed at financing research and innovation by companies of
all sizes, including startups and established firms, as well as research promoters. Since
1994, the EIB also established the European Investment Fund to support innovative
high-tech SMEs in their early and growth phases, as well as technology transfer and
business incubators. By promoting access to finance for SMEs and supporting innova-
tion, the EIF contributes to fostering economic development within the European
Union and to aligning its activities with the achievement of the SDGs. This function is
enhanced by the concurrent support of promotional banks operating at the national
level. Kreditanstalt fiir Wiederaufbau (KfW), for example, have been proven to have
played a positive role in promoting green energy in Germany [67].
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Despite the evident support provided by development banks to innovation, several
instances exist of development banks misallocating resources to the benefit of politi-
cally connected firms and failing to manage efficiently their capital [58]. This evidence
highlights the crucial need for sound management and effective risk monitoring
in order to enhance the role of these banks in financing sustainable development.
Moreover, citizens and researchers occasionally question the logic of political patron-
age and the spoils system in the appointment of key administrative positions within
some development banks, as such behavior can influence investment priorities.

Overall, measuring the effectiveness of development bank interventions in
terms of cost-benefit analysis presents a challenge that is common to all the research
concerning entities whose sole objective is not profit maximization. While measur-
ing profit is relatively straightforward, measuring environmental and social impacts
is complex and an ongoing subject of study. However, many development banks are
already adopting reporting practices to assess and disclose the environmental, social,
and governance impacts of their lending activities and their support to the SDGs. In
this regard, the field of research on innovation impact of development banks offers
interesting analysis avenues. Indeed, in this field, empirical studies have proposed a
number of useful indicators that may help to quantify the innovation activity, such as
the quantity and quality of patents registered by invested firms, their growth in R&D
investments, and intangible assets (see, for example, [62, 68-71] for a specific use of
patents in the realm of development banks). In this context, given the existence of
precise metrics, obtaining direct evidence on the effects of development bank inter-
ventions becomes more feasible. However, this requires researchers to have access to
comprehensive databases containing precise information about investment portfolios
and loans of the financial institutions under analysis.

The corporate control market, particularly private equity and venture capital, also
presents an intriguing realm for analyzing the impact of investment by development
banks. It allows observation of how many target companies of development bank
investments achieve successful exits within a specified number of years. A successful
exit signifies that the target company has experienced sufficient growth to attract addi-
tional private investors or even go public through an Initial Public Offering (IPO) (see,
for example, [7] for an application to development banks). Interestingly, this potential
area of analysis, with available and quantifiable information, aligns with similar stud-
ies already conducted on the impact of the so-called government venture capital [72].

Lastly, additional efforts are required to establish pertinent metrics and conduct
evidence-based studies to better evaluate the effectiveness of development banks in
achieving the SDGs. Furthermore, it is crucial for empirical analysis on the effective-
ness of development banks to incorporate the more recent advancements in the econo-
metrics of Difference-in-Differences (DiD) analyses or Synthetic Control Methods
(SCM) for comparative studies [73, 74]. These advanced econometric approaches may
result particularly useful in the realm of development banks and their various inter-
vention areas, since the heterogeneity of these institutions and the characteristics of
their interventions pose challenges for more traditional econometric approaches.

5. Open questions: determinants of development banks’ effectiveness in
supporting SDG-aligned innovation

To address the increasing financial demands of the 2030 Development Agenda and
maximize their developmental impact, development banks need to possess specific
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characteristics and operate within a favorable framework that enhances benefits

and reduces potential costs. Economists and policymakers stress the importance of
implementing appropriate policies and best practices to ensure the welfare-oriented
role of development banks while mitigating the negative effects commonly associated
with state-owned banks and enterprises, as documented in existing literature.

This issue raises several open questions that we believe theoretical and empirical
research can contribute to, supporting policymakers in harnessing the maximum
social benefits from the operations of these institutions. The key open questions can
be summarized as follows:

* What should development banks finance?
e What are the most effective intervention tools?

* What characteristics should development banks possess to optimize their
impact?

* What is the institutional context that maximizes the effectiveness of development
banks?

Let us start with the first question: what should development banks finance?
Firstly, development banks should refrain from investing in innovative projects that
based on their characteristics (such as track record, guarantees, and time perspec-
tives) may already attract private investors’ resources without any need of additional
public support. This mitigates the risk of crowding-out effects and enhances the
benefits of blended finance. Intervention areas should focus on industries, activities,
and types of enterprises where development banks have demonstrated expertise
above the market average. This strategic approach is likely to serve as a positive signal
for the market, a catalyst for private investors and mobilize financial resources toward
desired areas. Enhancing the economic viability and profitability of innovation proj-
ects is crucial to attract additional funding for blended programs and public-private
partnership arrangements, which are recognized as effective methods for achieving
long-term public goals. At the same time, intervention areas must align with the
received mandate of development banks to minimize the risk of inappropriate and
politically motivated use of financial resources.

However, it would be erroneous to assume that the areas of intervention are clear
and well-defined. This assumption hinges on the belief that either the bank’s manage-
ment or the government has a complete comprehension of the prevailing market
failures and has the optimal approach to rectify them. As stated by Fernandez-Arias
et al. [58], “the successful implementation of the development bank paradigm requires
deep knowledge of market failures especially because economic development requires struc-
tural transformation and, in turn, structural transformation requives the creation of new
activities which may be impeded by non-observable market failures”. It can be extremely
difficult for policymakers to collect this information and consistently decide on the
activities to promote. Addressing this issue still requires additional research efforts.

The second question pertains to the most effective intervention tools.
Development banks enable economic progress by employing various interven-
tion mechanisms, including direct or indirect loans, credit guarantees, and equity
instruments such as venture capital, private equity, seed capital financing, and
mezzanine financing [2, 58]. Existing empirical literature suggests that, through
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active participation as acquirers or investors in the corporate control market, devel-
opment banks can effectively contribute to economic objectives such as innovation
and societal challenges. Vandone et al. [7] emphasizes the significant role of equity
investments in supporting innovation financing. Indeed, in their role of shareholders,
development banks can enhance the management of target firms by leveraging their
expertise and competencies. Additionally, they can acquire valuable insights into the
market constraints influencing investment levels while facilitating the participation
of other potential investors [58]. As stated by Cefis and Marsili [75], M&As offer
small firms an opportunity to surpass the innovation threshold, increasing the likeli-
hood of transitioning from non-innovators to innovators and initiating the sale of
innovative products.

Furthermore, development banks have assumed an increasingly vital role in
syndicated lending, a prominent external funding channel typically utilized by global
corporations. Participation in syndicate loans effectively mobilizes financial resources
and supports risky projects [36, 40, 76]. Development banks’ involvement in syn-
dicated loans can also mitigate political risk [77] and have a “certificate effect” that
positively impacts the structure of syndication by increasing the number of partici-
pating lenders and fostering broader loan ownership [37].

Given the diverse intervention possibilities and available instruments, further theo-
retical and empirical literature is certainly deserved to identify and delineate the most
suitable and effective tools based on the objectives specified by development banks.

The third point pertains to the essential characteristics that development banks
should possess to optimize their social and environmental impact while contribut-
ing to innovation. Financial sustainability stands out as a crucial aspect. While
development banks have broader objectives beyond profitability, they must balance
socio-economic goals with efficiency and profitability requirements to ensure their
financial strength and stability [9, 78]. As argued in [14, 79], considering socio-
economic goals and financial stability together is crucial for achieving a balanced and
effective approach. Policymakers increasingly emphasize the need for development
banks to achieve their objectives while maintaining financial stability and optimiz-
ing their balance sheets [4, 59]. For example, the Addis Agenda calls on multilateral
development banks to make “optimal use of their resources and balance sheets, con-
sistent with maintaining their financial integrity” [41]. Many national promotional
banks today explicitly prioritize financial sustainability in their statutes. [80] also
emphasizes the importance of managing risks and preserving credit ratings. To this
aim, it is desirable for the size of public banks to be proportionate to their mandate.
Smaller development banks face potential limitations, as highlighted in [9]. Their
lower financial leverage ratio results in reduced capital generation, even with similar
profitability levels. Moreover, smaller banks often rely more on short-term funding
and exhibit lower-cost efficiency due to their size. They are also more susceptible to
credit risk, a challenge commonly associated with commercial banks.

However, financial efficiency is not sufficient by itself. To achieve their objective
minimizing political failures, development banks must adhere to sound banking prin-
ciples and implement optimal banking standards and practices. Moreover, to avoid
political lending, the corporate governance of development banks should ensure
the existence of internal bodies whose appointment does not align with the political
cycle [58]. This would help mitigate the risk of political interference in their decision-
making processes. More in general, to effectively contribute to the attainment of
the SDGs, development banks must align their activities with the recommended
governance characteristics outlined in the Sustainable Development Report [1]. These
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characteristics not only encompass effectiveness, but also transparency, accessibility,
and inclusiveness. Embracing these principles becomes imperative for development
banks as they strive to fulfill their role in sustainable development. Transparency
fosters accountability and trust. Accessibility and inclusiveness further promote equal
opportunities and social equity.

The final aspect worth considering is the institutional context. The institutional
context in which development banks operate significantly influences their effec-
tiveness in achieving objectives. In countries with weaker democratic governance,
transparency, and institutional checks and balances, studies suggest a higher likeli-
hood of opportunistic pre-electoral manipulation [81, 82]. Insufficient autonomy of
development banks can lead to executive influence for incumbent re-election pros-
pects. Consequently, in flawed democracies, development banks may deviate from
their intended mandates and align with short-term political objectives. [55] finds
no empirical evidence supporting opportunistic manipulation in fully democratic
countries. However, politically driven lending practices are observed in countries with
less robust political institutions, particularly during election years compared to the
rest of the banking system. Consistently, Clo et al. [62] highlights that higher institu-
tional quality positively impacts the patenting activity of firms targeted by European
development banks for their equity investment. This effect can be explained by the
influence of institutional quality on appointment procedures, internal governance,
and monitoring mechanisms. Development banks in countries with high institutional
quality are more likely to prioritize internal stability, transparency, and long-term
socially valuable goals. In contrast, low-quality institutions are more prone to political
capture, personal objectives, and misallocation of resources. Therefore, institutional
quality significantly affects the orientation toward innovation and management
capability of development banks.

6. Concluding remarks

In conclusion, this chapter presents a comprehensive examination of the pivotal
role played by development banks in supporting innovation and the achievement
of the SDGs. By tracing their historical trajectory, analyzing the economic funda-
mentals, and discussing existing empirical evidence, this chapter contributes to the
ongoing discourse on the role of development banks in driving sustainable develop-
ment through innovation. Moreover, it raises several key questions that can guide
theoretical and empirical research. Particular attention has been given to the areas of
intervention for development bank financing, the most effective intervention tools,
the essential characteristics that development banks should possess, and the optimal
institutional context that maximizes their effectiveness. By addressing these complex
and multifaceted issues, future research can further advance our knowledge in this
field and provide guidance for policymakers and stakeholders seeking to harness the
full potential of development banks driving innovation within the framework of the
SDGs. All of these aspects are relevant for the effective functioning of development
banks but deserve further exploration within specific research streams.

In this context, it is crucial to consider analogous research activities pertaining to
other financial entities directly controlled by or operating under explicit mandates
from the public sector. Sovereign Wealth Funds (SWFs) offer a notable example, as
they are state-owned investment funds that allocate resources across various finan-
cial assets, including stocks, bonds, and real estate, on behalf of the government.
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These funds often originate from surplus revenues generated by natural resources or
trade. Another intriguing area of inquiry lies in government venture capital, where
governments or government-owned entities invest in early-stage or high-growth
potential companies to stimulate innovation and support the development of strategic
industries.

Conducting comparative analyses of these diverse forms of government engage-
ment in financial endeavors would yield dual benefits. Firstly, fostering cross-
pollination among various research streams on public actor involvement in financial
activities would facilitate mutually beneficial exchange of valuable insights. Secondly,
it would allow for a comprehensive analysis of the strengths and weaknesses inherent
in these diverse approaches, providing a systematic perspective to the ongoing debate
and enhancing our understanding of effective strategies for fostering innovation.
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