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Context: The investment challenge and lack of capital in
emerging and developing economies (EMDEs)

Emerging and developing economies account
for around 40% of energy investment and
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Context: International debt markets provide a critical

capital source for EMDEs

Foreign capital is needed: international debt markets hold large pools of financial capital
and serve as a crucial financing source, particularly for commercially viable projects

EMDE sustainable debt markets have grown rapidly in recent
years
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Most sustainable debt is
issued in hard currencies

(USD and euros)

In 2023, only 1% of global
reen bonds from EMDEs

?excluding China) were

issued in local currencies

EMDE borrowers often face a
choice between a hard
currency loan - bearing the
currency risk - or no loan at
all (“the original sin”)



Challenge: the Currency Mismatch (between corporate
revenues In local currencies, and debt obligations in hard currencies)

Currency risk is a key macro-factor blocking
international sustainable finance from
reaching emerging economies

+ Exposed to exchange rate
Micro fluctuations
(Companies) | ¢ Increased financial vulnerability

 Their risk of default increases

+  Amplifying the impact of
Macro economic shocks
(Economy) «  Constraining economic policy
* lLeading to sovereign credit
rating downgrades
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Currency risk-mitigation and guarantee
solutions are being called for by the
international climate community

“If you're an investor investing dollars, euros or yen into a

country, and your earnings are principally in local
currency, that's an unhedged exposure”
(Ajay Banga, 2024)

“Currency risk is stifling climate finance for developing
countries. It should — and can — be mitigated”

(OECD, 2024)

“Unblocking the green transformation in developing
countries with a partial foreign exchange guarantee”
(Persaud, 2023)

“Currency exchange rate risks are a key batrrier to large-

scale foreign investment in climate solutions, such as
renewable energy, in developing countries”
(Climate Investment Funds, 2024)



Landscape: Sustainable debt market in EMDEs
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Sustainable debt issuances from 1996 to 2024 ~ 239 billion USD
(Bloomberg data, China is excluded from our analysis)
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Significant growth in sustainable
debt markets began around 2010~
2012 in major emerging markets like
Indiqg, Brazil, and Thailand.

Loans were the primary financing
channel initially, with bonds
gaining prominence after 2015 and
representing 48% of the sustainable
debt universe between 2019 and
2023.

Foreign currency debt issuance
during the study period ranged
from 25% in Malaysia (leading
markets for Islamic ‘sukuk’ green
bonds) to 100% in Laos, with an
average of 70%.

The US dollar dominates foreign
currency debt, accounting for 80%

of all such issuances
7



Landscape: Currency mismatch is growing
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The share of foreign currency-denominated
debt grew from an average of 17% (2004-2013)
to 61% (2014-2023)

The rise in foreign currency debt coincided
with significant growth in EMDE sustainable
debt markets.

Countries with higher-than-average currency
risk issued substantial volumes of sustainable
debt (e.g. Brazil, South Africa, Mexico).

Currency risk has not hindered market growth
but has influenced currency composition,
leading to increased foreign currency
borrowing and debt dollarization.

Line graph shows long-run quarterly foreign exchange (FX) volatility for the top eight EMDEs between 2004 and 2024. Circle markers
indicate quarters where FX volatility is above the 2000-2024 average in each country



Results: The hidden cost of sustainable debt

The depreciation of domestic currencies against a prominent foreign currency (e.g. USD) creates
a hidden cost for borrowers earning revenues in domestic currency

Foreign currency depreciation increases the burden of During Q1 2020, EMDE
sustainable debt, as seen in the exchange rate fluctuations currencies dropped
affecting debt values in EMDEs sharply against the US

dollar due to
pandemic-driven
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Results: Currency volatility, global uncertainty and credit
ratings drive currency choice

Currency risk (FX volatility) The modeling exercise
Currency risk is the most significant factor in our model. focuses on India, Brazil, South
High volatility increases reliance on foreign currency debt. Africa, Mexico, Thailand, and

Indonesia. China, Malaysia (a
leading market for Islamic

Global uncertainty (market volatility and investor Sukuk bonds), and Turkey

sentiment) _ . _ (dominated by euro-
Increased global uncertainty drives a ‘flight-to-safety’ denominated bonds) are
phenomenon. A rise in uncertainty drives demand for excluded

dollar assets, reducing local currency debt.
The analysis includes macro-

Sovereign credit risk (sovereign rating) ::zt \;C(’chfel?gsn(i'rge’ dcig:irsekncy

A Ic.)wer.sovereign credit r?sk (or higher. sovere?gn credit | political risk, global
rqtlng) increases the likelihood of issuing foreign currency uncertainty) and controls for

debt, rather than promoting the issuance of local currency deal-specific factors like debt
debt. size, maturity, and type
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Results: The Rating Trap

Higher sovereign credit ratings increase access to

foreign capital, leading to more foreign currency Increased access to

debt issuance, rather than encouraging local foreign credit

currency financing or reducing domestic currency

risk premiums

Greater reliance on foreign currency debt creates T LC sovereign Increased
financial vulnerablllt!es q.t both the firm anq credit ratings ¢ foreign currency
country levels, potentially increasing borrowing debt holdings

costs and leading to a decline in sovereign credit
ratings over time.

Increased financial
Political risk, despite being part of sovereign credit vulnerability
ratings, does not significantly affect the likelihood
of foreign currency debt issuance.
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Conclusions and key takeaways:

« Addressing Currency Mismatch
Sustainable debt markets in EMDEs are crucial for financing climate and sustainability
projects. However, the dominance of hard currency borrowing exposes non-exporting
companies (e.g. energy and utility companies) with limited hedging options to
significant exchange rate risks.

« Systemic Impacts of Currency Risk
At the macroeconomic level, currency mismatches on corporate balance sheets
aggregate into vulnerabilities, amplifying risks during global economic uncertainties.
This issue becomes more pressing as sustainable debt markets expand rapidly

« Global and Sovereign Risk Dynamics

o High currency volatility undermines local currency debt financing, while global
uncertainties trigger a "flight-to-safety” toward hard currency debt, evident during
crises like COVID-19 and the Russia-Ukraine war.

o A’ratings trap” emerges where improved sovereign credit ratings encourage foreign
currency borrowing but fail to mitigate currency risk or borrowing costs, exacerbating
financial vulnerabilities.
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Conclusions and way forward:

Mltlgatlng Currency Risk During Global Uncertainty:

Strengthen currency-risk mitigation mechanisms (e.g. FX hedglng instruments) or dedicated
credit lines, in times of global uncertainties to counter the “flight-to-safety” effect and reduce
dependence on foreign currency borrowing

Adopt counter-cyclical tools, like partial exchange guarantees to stabilize FX markets during
macroeconomic volatility.

Promoting Multilateral Risk Intermediaries or a “Global FX facility”

Create institutions to consolidate and manage currency risk across diverse markets,
supporting EMDE borrowers. Beyond their role in mitigating exchange rate volatility, these
entities would also function as stabilizing agents during crises, stepping in to purchase debt
and provide liquidity, thereby preventing defaults and maintaining market confidence.

Boosting domestic currency (more long-term):

Promote Local Currency Financing: Establish robust regulatory frameworks and market

infrastructure to support innovative financial instruments, ensuring sustainable finance access
for borrowers while mitigating currency risks

Enhance Public-Private Collaboration: Develop investment frameworks where public and
private sectors, with multilateral backing, share risks, provide technical assistance, and create
incentives to attract diverse investors and strengthen market stability.
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Landscape: Currency mismatch is growing

100

Many borrowers, like
energy and utility
companies, lack natural
currency hedges
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to local currency
depreciation due to
limited foreign currency
revenues and alternative
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Corporate bonds and loans labeled green, social, sustainable or sustainability-linked disaggregated by
industry. Stacked bar charts show the share of bond and loan volumes issued annually by industry.
Data source: Bloomberg
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Landscape: Currency mismatch is growing
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Results: Determinants of sustainable debt composition

Variable Name

Currency risk FX_RISK/
FX_RISK_LONG

Political risk POL_RISK

Sovereign credit SOV _RISK
risk

Global uncertainty VIX/WUI

Hedging DOMESTIC

Instrument type ~ BOND
Regulation/Access AMOUNT

Interest rate costs TENOR

Economic outlook GDP_GROWTH

Proxy Definition

Standard deviation of the first difference of logarithms of the monthly spot
exchange rate a short-run (1-year) period (FX_RISK). An alternative long-run (5-
yeor) measure is also tested (FX_RISK_LONG). Source: St. Louis Federal Reserve
Bank’s economic database

Measure of political stability and the absence of violence/terrorism, reported
annually. Higher score indicates lower risk. Source: World Bank.

Moody’s foreign sovereign credit rating provided annually. Source: Moody’s.

VIX is the 30-day expected volatility of the S&P 500 index. Source: Cboe. The World
Uncertainty Index (WUI) is tested as an alternative. This is constructed by text-
mining country reports from the Economist Intelligence Unit. Source: World
Uncertainty Index.

Dummy variable equal to 1if the country of issue is the same as the country in
which the firm is domiciled and zero otherwise. Source: Bloomberg.

Dummy variable equal to 1/0 for a bond/loan. Source: Bloomberg.

Principal issued amount. Larger deal sizes are required for access to international
markets. Source: Bloomberg.

Time to maturity of bond/loan. Source: Bloomberg.

Yearly growth rate of gross domestic product (%). Source: World Bank.




Results: Binary logistic regression with country fixed effects

Analyze the factors influencing the currency composition of sustainable debt in six major EMDEs
(India, South Africa, Brazil, Mexico, Thailand, Indonesia)

Methodology:

+ A binary logistic regression model is used where:
« Outcome variable = 1if the bond/loan is issued in foreign currency
« Outcome variable = 0 if issued in local currency

Regression Variables:

* Regressors include country-level, deal-level, and global variables.

» Country fixed effects are added to account for inter-country differences and reduce omitted
variable bias

Equation Overview:
*The probability of a foreign currency issuance is modeled using logistic regression:

Pct = PT(th — 1|xct"8’ C(C) - 1+ e~ % XctB

where B represents coefficients for regressors x.,, and a captures country-specific effects



Conclusions and way forward: Sukuk bonds in Malaysia?

« Strong Regulatory Framework: Malaysia established clear legal frameworks, centralized
Shariah Advisory Councils, and regulatory support from Bank Negara Malaysia to ensure
sukuk compliance and market confidence.

+ Government Support: Early and sustained government backing, including benchmark sukuk
issuances, tax incentives, and positioning sukuk as a national priority, encouraged market

rowth.

. I%Iarket Infrastructure: Development of liquidity tools, Islamic interbank markets, and
platforms for sukuk trading enabled a stable and accessible market for investors.

« Public-Private Collaboration: Active involvement of the private sector, supported by public
initiatives, fostered innovation, including the world'’s first green sukuk.

« Human Capital and Expertise: Investments in education and training through institutions like
INCEIF built a strong pool of professionals and Shariah scholars.

« Global Outreach and Standards: Adoption of international standards, partnerships with
global institutions, and leadership in innovation positioned Malaysia as a global hub for
sukuk.

- Economic and Market Diversification: Malaysia’s stable, diversified economy and inclusive
approach to Islamic finance broadened the sukuk market beyond Muslim investors.

« Challenges Elsewhere: Other countries face issues like regulatory fragmentation, lack of
infrastructure, human capital gaps, and limited government prioritization of Islamic finance
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