
Theory of Change

Championing sustainable and
innovative finance for development

November 2018

Evidence.
Ideas.
Change.



 

Acknowledgements
This Theory of Change was prepared by the TCX staff team with close 
consultation and suggestions from Dr. Judith Tyson and Ms. Anna Buffardi 
from ODI. The views expressed in this publication are those of the TCX staff 
and do not necessarily represent the views of ODI.



 

Table of contents
Acknowledgements |2
List of acronyms |4
What does TCX do? |6

TCX’s Theory of Change |8

|1   Boosting investment through foreign-exchange products 8
|2  Partnering with clients in high-impact sectors 8
|3  Accelerating financial development 8
|4  Contributing to financial stability 9
|5  Acting as thought-leader for FX risk management 9

1  | Boosting investment through FX products |10

Case study |1   Boosting investment in infrastructure 11
Case study |2  Multi-dimensional solutions to boost investment in Myanmar 12 

2 | Partnering with clients in high-impact sectors |13

Case study |3   Innovation in climate finance 14
Case study |4   Expanding financial access in Sierra Leone and Kenya 15
Case study |5   Providing weather insurance for vulnerable households 15

3 | Accelerating financial development |16

Case study |6   TCX’s support for offshore local-currency bonds 17
Case study |7   Partnering with local-currency bond funds 17

4 | TCX’s contribution to financial stability |19

Case study |8   Containing the financial crisis in Azerbaijan 20

5 | TCX as thought leader in FX risk management |21

Case study |9   Partnering with DFIs and investors 22
Case study |10  Webinars to inform and educate 23
Case study |11   Knowledge sharing for risk management 24

Appendix 1  | The academic evidence base |25

|1    Financial-sector development and inclusive economic growth 25
|2   Financial development,  poverty alleviation and gender equality 27
|3   Financial-sector stability and inclusive economic growth 28
|4   Financial-sector stability and poverty alleviation 30

References |31

http://www.tcxfund.com


 

African Local Currency Bond (Fund)
Development financial institution
Department for International Development
European Development Cooperation Strengthening Programme
Financialization, Economy, Society and Sustainable Development 
Programme
Forecasting and Policy Analysis System
Foreign exchange
Gross domestic product
Instituto Costarricense de Electricidad
International Development Association
International Financial Architecture Working Group
International Finance Corporation
International financial institution
International Monetary Fund
Low-income country
Livelihoods and Food Security Multi-Donor Trust Fund
Millennium Development Goal
Microfinance institution 
Middle-income country
Multilateral Investment Guarantee Agency
Massachusetts Institute of Technology
Microfinance investment vehicles
Micro-, small and medium-sized enterprises
National Bureau of Economic Research
Overseas Development Institute
Sustainable Development Goal 
Small and medium-sized enterprises
Socially responsible investor
The Currency Exchange Fund
United Nations Capital Development Fund
United Nations Economic Commission for Africa
United States
US dollar
World Economic Forum

ALCB 
DFI 

DFID 
EDCSP 

FESSUD 

FPAS 
FX 

GDP 
ICE 
IDA 

IFAWG 
IFC 
IFI 

IMF 
LIC 

LIFT 
MDG 
MFI 
MIC 

MIGA 
MIT 
MIV 

MSME 
NBER 

ODI 
SDG 
SME 
SRI 

TCX 
UNCDF 
UNECA 

US 
USD 
WEF

List of acronyms 

4



5

Introduction
Finance is a significant obstacle to inclusive economic development and achieving 
the Sustainable Development Goals (SDGs).1 A 2015 report by the World Bank and 
other international financial institutions stated that to meet the SDGs, the money spent 
on developing countries needed to change from ‘billions’ of development aid to ‘trillions’ 
of investment. Moreover, much of that finance would have to be raised from international 
private investors because of the limited domestic resources of developing countries and the 
constrained fiscal capacity of donors (World Bank, 2015).

International investments in developing countries, however, are typically denominated in 
‘hard’ currencies, such as the US dollar (USD), because the foreign-exchange (FX) risks as-
sociated with funding projects in local currencies deter investors, especially in sectors that 
are crucial to inclusive and sustainable economic growth and development. However, this 
transfers the FX risk to the developing countries, and because they have underdeveloped 
financial markets, they have little to no possibility of mitigating or ‘hedging’ currency risk. 
This exposes them to the risks of damaging FX-related losses and financial and macroeco-
nomic instability. 

Because of this, reducing FX risk in developing economies is key in ensuring their finan-
cial-sector development and stability, inclusive economic growth and poverty alleviation. 

This is where The Currency Exchange Fund, TCX, makes a considerable contribution. 

Founded in 2007 by a group of development finance institutions (DFIs) and specialised mi-
crofinance investment vehicles (MIVs) and donors,2 TCX provides FX risk-management tools 
in the form of hedging instruments, or products, for local currencies in more than 70 devel-
oping countries. It has hedged almost USD 6 billion worth of development finance in local 
currency since its inception. It has become a ‘market maker’3  through its expert pricing and 
willingness to take on developing-country currency risk, combined with innovative financial 
structuring and advice. It has thus become a trusted partner of development finance institu-
tions, commercial banks, governments and investors. 

TCX seeks to increase its development impact in the future. It plans to build on its success 
to date to make a greater contribution to sustainable and inclusive economic growth. It will 
boost investment, including in vital sectors, such as infrastructure and renewable energy, 
work with partners in high-impact sectors and contribute to financial development and sta-
bility in developing countries. 

TCX also ‘pools’ or spreads currency risk, allowing it to benefit from diversification, which 
ensures that its business model is sustainable. If the fund continues to grow as expected, it 
will be in a position to expand its currency portfolio and enhance its diversification benefits. 
Such economies of scale will also enable the fund to use its capital more efficiently and pro-
vide currency hedges not only for a wider variety of currencies, but also for larger transac-
tions and longer-duration instruments to support infrastructure and climate finance (Box 1).

This paper presents TCX’s Theory of Change. It sets out the fund’s achievements to date 
and how it plans to build on them in future. The paper discusses TCX’s products, services 
and advisory role in more detail, then presents TCX’s Theory of Change diagram and its five 
channels of contribution. These are explored in greater depth, with case studies for illustra-
tion. The academic evidence base, which links foreign-exchange risk mitigation to poverty 
alleviation and women’s livelihoods via financial-sector development and stability and inclu-
sive economic growth, is discussed in Appendix 1.  

1 https://sustainabledevelopment.un.org/sdgs
2 The current investors in TCX are 22 multilateral and bilateral DFIs and MIVs, the Dutch and German governments.
3 Defined in this paper as a buyer and seller in financial markets, not the traditional regulated market-maker function.



What does TCX do?
TCX provides products that protect its clients against long-term currency risk. 
These core products are cross-currency swaps and foreign-exchange forward contracts in 
emerging- and frontier-market currencies (Box 2).

The fund provides these products in more than 70 low- and middle-income countries 
where commercial financial institutions cannot meet clients’ needs. This means that in 
FX markets with low levels of development, TCX is the sole provider of foreign-exchange 
products. In more developed FX markets, TCX adds to the range and duration of instruments 
available (Table 1).

Table 1 Markets in which TCX operates
Stage of market 
development 

Low-income countries Middle-income countries

No or negligible FX market

Afghanistan,* Angola, Bangladesh, Benin, 
Burkina Faso, Cambodia, Comoros,* the 
Democratic Republic of the Congo,* 
Ethiopia, Guinea, Haiti,* Laos, Madagascar, 
Malawi, Mali,* Mauritania, Mozambique,* 
Myanmar,* Namibia, Nepal, Niger, 
Rwanda, Senegal, Sierra Leone,* Tanzania, 
Togo,* Zambia

Albania, Algeria, Armenia, Azerbaijan, Belarus, 
Bolivia, Bosnia and Herzegovina, Cameroon, 
Colombia, Cote D’Ivoire,* Gabon, Georgia, 
Guatemala, Honduras, Jamaica, Jordan, 
Kyrgyzstan, Macedonia, Moldova, Mongolia, 
Namibia, Nicaragua, Pakistan, Papua New 
Guinea,* Serbia, Sri Lanka, Swaziland, Suriname, 
Tajikistan, Tunisia, Uzbekistan, Viet Nam

Growing FX market Uganda
Botswana, Costa Rica, the Dominican Republic, 
Egypt, Ghana, Kenya, Lebanon, Morocco, 
Nigeria, Paraguay, Ukraine

More developed FX market
Argentina, Brazil, China, India, Indonesia, 
Kazakhstan, Mexico, Peru, the Philippines, 
South Africa, Thailand

*Fragile and conflict-affected states
Source: TCX

Being a stable and reliable partner for investors is a key 
component of TCX’s success as market maker and swap 
counterparty (Box 2). Because of the high replacement risk 
involved (the risk that a party will not meet its end of a contract), 
our partners rely on TCX’s long-term viability. Its sustainable 
business model is based on accurate risk quantification and 
pricing, prudent diversification, a strong and patient capital 
base, and a core long-term goal to offset exposure (and thus 
develop capital markets). Reducing a country’s dependency on 
unpredictable debt restructuring and capital injections ensures 
investor confidence, engenders trust and increases the use of 
the local-currency solutions that TCX provides. In weathering 
four major financial crises and achieving a moderate, positive 
result to date, despite significant emerging- and frontier-market 
depreciations, TCX has proved its robust business model to be 
self-sustaining. 

End clients: Sharp currency depreciations directly affect 
households by increasing the cost of credit and can, ultimately, 
lead to loan defaults. TCX mitigates these effects. This makes 
households more resilient and their path to increased income, 
wealth and quality of life more sustainable.

SDG financing: Currency risk is one of the major impediments 
to mobilising the ‘trillions’ of dollars needed to achieve the 
SDGs. Large capital flows denominated in hard currency make 
developing countries more susceptible to currency crises, if 
their own currencies suddenly depreciate or  devalue. In this 
context, TCX can play a crucial role in improving the allocation 
and management of currency risk, making SDG financing more 
sustainable.

Source: TCX

Box 1| 
Sustainability 
is at the heart 

of TCX’s 
business 

philosophy 
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4 These include quotes for development assistance countries, except Yemen, South Sudan and Syria.

TCX complements its products with services, such as tailored solutions and advice, to 
support clients and other key players and ensure their sustainability. 

TCX’s business model means that the fund holds ‘positions’ in currencies (it owns a 
certain amount of a given currency and takes on the FX risk associated with it) and regularly 
provides price quotes to aid market pricing transparency, as well as key information on the 
economies and currency risk of developing countries.4

TCX manages its positions by diversifying them. It does this by holding a pool of currencies, 
spread across the 70 countries in which it operates. This means gains in one currency are 
offset by losses in others, balancing the pluses and minuses across its entire portfolio.  

For most transactions, TCX receives local currency and pays out hard currency, usually 
USD dollars. This means that it accumulates local-currency risk as a result of its normal 
operations. This is in line with the fund’s core business model, however, which, as mentioned, 
is to take on the local-currency risk of its clients and offset this through diversification. 

However, since 2013, TCX has been able to offset an increasing amount of its accumulated 
currency risk, by working with its shareholders to hedge the obligations of their local-
currency bond issuance, thus paying out in local currency and receiving hard currency. This 
has reduced TCX’s local-currency exposure in some markets, allowing it to use its capital 
base more efficiently.

FX forward contracts are agreements to buy or sell a set amount 
of a foreign currency at a specified price at a predetermined 
time in the future. 

Cross-currency swaps are contracts in which two parties agree 
to exchange multiple fixed amounts (normally loan principal and 
interest payments) in two different currencies.

For example, if a party has a foreign currency-denominated loan, 
they will have a set schedule for making interest and principal 
repayments in hard currency. They can use forward contracts, or 
cross-currency swaps (basically a series of FX forward contracts 
bundled together to mirror the cashflows needed to repay the 
loan interest and principal ) to fix a foreign-exchange rate on 
these payments. This gives them certainty on the value of their 
payments in their local currency, reducing risk and making 
investment more attractive.

TCX normally offers non-deliverable products, where all 
cashflows, despite being denominated in local currency, are 
settled in USD. It thus creates a ‘synthetic’ local-currency loan.

Deliverable contracts, where all cash flows are in local currency, 
are available upon request, but only for specific currencies.

Source: TCX

Box 2| 
What are 

FX forward 
contracts and 

cross-currency 
swaps? 
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TCX’s Theory of Change 

TCX’s Theory of Change shows, step by step, how the fund takes the currency risk out 
of development finance by providing FX hedging instruments combined with tailored 
solutions and advice. This ensures the sustainable provision of services to its clients. Its 
contribution is underpinned by a body of academic evidence that strongly supports the 
positive role of finance and FX risk mitigation in fostering inclusive economic growth. 

TCX makes its most marked contribution in countries where there is significant financial 
underdevelopment or no foreign-exchange market at all. In such markets, TCX quantifies 
and prices risk using innovative approaches and models and is the sole provider of foreign-
exchange instruments. This helps investors overcome the significant challenges arising 
from a lack of financial products and data. The fund also covers low-income and fragile or 
conflict-affected states, such as Burundi, Sierra Leone and Haiti, which have some of the 
lowest United Nations Human Development Index5 scores globally.

In markets where there is a greater degree of financial development, TCX contributes by 
extending the range of products available – for example, by introducing long-term cross-
currency swaps that are not covered by commercial financial markets and by providing 
pricing information to facilitate transactions by other market participants. 

The specific Theory of Change channels through which TCX contributes to inclusive 
economic growth and poverty alleviation can be summarised as follows (see Figure 1 and 
subsequent sections for more detail):

|1   Boosting investment through foreign-exchange products
By hedging the currency risk of investments and by providing structuring and advice, 
TCX reduces investment risk in and unlocks financing for low- and middle-income countries. 

TCX has played a particularly important role in financing for developing-country 
infrastructure, a sector where investment is vital for boosting economic growth. In addition 
to its work with innovators in the sector, its introduction of longer-dated instruments has 
met a need for long-term finance.

|2  Partnering with clients in high-impact sectors
Historically, TCX has focused on microfinance and small and medium-sized enterprise 
(SME) financing. More recently, it has also built a strong client base in renewable energy 
and climate finance and become a natural partner for DFIs and socially responsible investors 
(SRIs) active in these sectors. 

By targeting these high-impact sectors, TCX contributes to achieving the SDGs, in particular, 
those on climate action, ending poverty and supporting job creation and economic growth. 

These partnerships have also directly tackled poverty and improved women’s income 
and wellbeing. They have bolstered household resilience and the economic livelihoods 
of marginalised and underbanked populations, including women, by making finance and 
specialist insurance more accessible.  

|3  Accelerating financial development
TCX promotes the deepening of local capital markets (markets for stocks and bonds) 
by supporting offshore and onshore local-currency bond issuance and by pricing products 
that extend local yield curves6 – an essential pricing tool in bond markets. In particular, TCX 
has become increasingly active in the last two years in co-structuring local-currency bonds 
in partnership with its shareholders and in working with innovative bond funds.

5  http://hdr.undp.org/en/content/human-development-index-hdi
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|4  Contributing to financial stability 
TCX supports financial stability by providing price certainty, and reducing FX risk 
at  institutional levels. This enables financial institutions, such as banks and MFIs, and 
companies to reduce foreign-currency mismatches, maintain debt sustainability and ensure 
stable investment. Collectively, this contributes to reducing the risks of financial instability. 

|5  Acting as thought leader for FX risk management
TCX promotes risk awareness and advocates globally for the elimination of currency 
mismatches in foreign lending by promoting local-currency financing and the use of 
hedging. It frequently engages in dialogue with DFIs, as well as governments, ministries and 
central banks, and provides advice to stakeholders. It also shares its expert knowledge in 
risk management. All of these activities contribute to the broader knowledge and mitigation 
of FX risks by governments, DFIs and investors.

Figure 1|  TCX’s Theory of Change
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6  A yield curve is a graph showing the yields, or rates of return, on bonds of various maturities. Long-term bonds generally have higher yields 
than short-term bonds because of the greater risk involved over time.
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1 | Boosting investment through   
    FX products 
The majority of development finance today is provided in hard currency, while most 
development projects are carried out in local currency. This means that investors in 
development projects face the additional challenge of currency risk, which makes such 
investments less attractive. Indeed, FX risks are consistently cited as one of the greatest 
deterrents to investment in developing countries (WEF, 2016; Tyson, 2018; UNCDF, 2018).

By providing FX products that protect its clients against currency risk, TCX helps 
overcome these challenges, boosting investment – an essential driver of economic growth.  

This has been particularly important for developing-country infrastructure, where there 
is a need to scale up financing from private investors to support ‘green’ economic growth, 
but where financing is predominantly in hard currency. FX hedging is essential if large 
pools of investors, especially institutional investors, are to get involved in financing major 
infrastructure development projects (Box 3).

Tackling currency risk is also important when it comes to supporting innovation in the 
infrastructure sector. For example, the fast-emerging solar-based off-grid sector is often financed 
in hard currency, but earns revenues in local currency, leaving companies exposed to currency risk. 

TCX has been active in backing such infrastructure investments. Its products and 
structuring service have facilitated financing for large-scale projects (a number of which 
are highlighted in case study 1) and highly innovative smaller projects (some of which are 
discussed and in case study 3). 

TCX also combines products with innovative advice and financial structuring to solve 
complex policy issues. In Myanmar, for example, TCX worked with a donor fund to come up 
with an innovative solution that facilitated investment for the expansion of financial access, 
while complying with an interest-rate cap imposed by the local authorities (case study 2). 

Improving infrastructure in developing countries – including 
energy, water, waste treatment and transportation – is essential to 
economic growth. Financing such development is the focus of the 
G20 group of nations in 2018. For decades, these projects have 
been financed mostly in hard currency, with the local-currency risk 
borne by the public-sector borrowers of the developing countries, 
themselves. This has often threatened the sustainability of public 
debt or added to the burden on poor households, as increased 
costs have led to price hikes for consumers.

TCX is challenging that status quo in a number of ways. As 
well as providing products to hedge risk, the fund is a leading 
voice in advocacy efforts to highlight the risks associated with 
hard-currency finance and the need to develop alternatives. 
Where local currency for infrastructure was a topic barely taken 
seriously 10 years ago, awareness among all sector players has 
grown and the issue is now firmly on the development agenda. 
This, in turn, is promoting a culture of change. 

TCX has also undertaken specific efforts to reduce risk in the 
energy sector. The fund has engaged with developers, lenders 
and energy buyers, such as utilities, to demonstrate the viability 
of local-currency funding and local-currency ‘off-take’ purchase 
agreements. In several countries, this has led to utility companies 
considering local-currency purchase agreements. Where hard-
currency off-take agreements persist, TCX is engaging with 
utilities to assist them in hedging their exposure. 

TCX’s combination of consistent advocacy work and product 
development over the past decade has had a considerable 
influence on thinking in relation to infrastructure finance and the 
willingness to develop alternatives to tackle currency risk. This 
has helped to improve the sustainability and expansion of the 
sector, including the transition to local-currency finance for the 
infrastructure sector in developing countries. 

Source: TCX

Box 3| 
Infrastructure 
development, 
currency risk 

and IFIs
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7 According to ICE’s 2017 year-end financial statements.

◆►Case study 1 | Boosting investment in infrastructure 
Costa Rica is a global green energy leader serving as an example to the world. More than 

50% of the country’s energy comes from hydropower, a renewable energy source. As the 
amount of electricity used by Costa Ricans has increased, energy generation needs have 
also risen. Sustainably expanding generation capacity through clean energy sources like 
hydropower is key to ensuring both the continuation of green energy dominance and the 
maintenance of the country’s biodiversity. Through TCX, hydroelectric plant debt financing 
in Costa Rica colon (the country’s currency) was made possible for an energy company 
through cross-currency swaps. The fixing of interest payments until 2043, from 2016, was 
an unusually long dated hedge in the sector. This benefits the energy company by improving 
its forecasting and budgeting abilities and making its debt less vulnerable to exchange rate 
depreciation. Additionally, it contributes to sustainable green energy continuing to be the 
norm in Costa Rica. 

TCX has worked to support the local-currency financing of infrastructure development 
in other countries, too. In Georgia, a TCX hedge agreed in 2017 allowed Georgian Water 
and Power, which serves more than 500,000 customers in Tbilisi to receive significant local 
currency funding. This funding went towards modernizing and rehabilitation of water and 
power distribution and generation facilities. In Serbia in the same year, a TCX hedge convert-
ed nearly 25% of an existing euro denominated DFI loan to the Belgrade Transport Company 
into Serbian dinars. The initial loan went towards modernizing the municipality’s buses. The 
conversion was aimed at reducing the company’s currency risk and thus improving the long 
term financial health of the company. Finally, in Argentina a long term local currency hedge, 
for nine years, allowed the city of Buenos Aires to receive funding from a multilateral DFI to 
improve the city’s bus and bike systems thus improving mobility and reducing emissions. 

More than 50% of the Costa Rica’s energy 
comes from hydropower, a renewable 
energy source.

Through TCX, hydroelectric plant debt 
financing in Costa Rica colon (the country’s 
currency) was made possible for an energy 
company through cross-currency swaps. 

COSTA RICA

Georgia
SERBIA



◆►Case study 2 | Multi-dimensional solutions to boost investment in Myanmar 
More than 50% of Myanmar’s rural population lives either below or close to the poverty 
line, and people’s reliance on subsistence agriculture and informal employment makes them 
vulnerable to weather, health and other shocks (World Bank, 2017a). Such shocks can 
prompt households to adopt counter-productive financial coping strategies, such as cutting 
business investment, selling core productive assets, withdrawing children from school, or 
high-interest borrowing. The expansion of financial access is key to improving the resilience 
of such poor households in rural areas (World Bank, 2017b).

In 2016, Myanmar’s MFIs needed to borrow to expand financial access for the rural poor, 
but this proved difficult, as finance was only available in hard currency, which, due to the vol-
atility of the Myanmar kyat, entailed considerable risk. Furthermore, the country’s regulatory 
interest-rate ceiling of 13% made lending unattractive to foreign investors.

TCX, in partnership with the Livelihoods and Food Security Multi-Donor Trust Fund 
(LIFT), was instrumental in solving this dilemma. LIFT subsidised interest rates to bridge 
the gap between the return required by foreign investors and the regulatory interest-rate 
cap. This was combined with FX hedging for MFIs, so that neither they, nor their vulnerable 
clients, were exposed to currency risk.

TCX’s ability to combine FX products, advice and financial structuring and to partner 
with donor agencies to deliver a multi-faceted solution in Myanmar has facilitated more than 
USD 200 million in lending to more than 337,000 clients and created in excess of 1,000 new 
formal-sector jobs in the MFIs alone (UNCDF, 2018).

12

In 2016, Myanmar’s MFIs needed to 
borrow to expand financial access 
for the rural poor.

TCX, in partnership with the 
Livelihoods and Food Security 
Multi-Donor Trust Fund (LIFT), was 
instrumental in solving this dilemma.

MYANMAR
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2 | Partnering with clients in high- 
     impact sectors
SDG 17 aims to establish global partnerships for sustainable development. It 
emphasizes successful partnerships between the private and public sectors, governed by a 
shared goal and vision for a better world. 

TCX has developed a strong client base in sectors with a high development impact, thus 
making a contribution to global efforts to meet the SDGs, particularly in relation to climate 
action, ending poverty and supporting job creation and economic growth. 

TCX has facilitated investment by international investors in the green energy sector. For 
example, when the first off-grid companies in East Africa raised finance, TCX engaged with 
lenders and borrowers to assess and hedge the risk of hard-currency finance. The fund 
has subsequently facilitated local-currency financing to the sector for DFIs and socially 
responsible investors.

Case study 1 illustrated TCX’s innovative approach to financing large-scale green 
infrastructure. However, the fund has also contributed to micro-projects, partnering with 
socially responsible investors and DFI-seeded specialist finance institutions. Since 2015, it 
has hedged more than USD 180 million of financing in the sector. Examples of its work in this 
regard can be found in case study 3. 

TCX also has strong partnerships with MFIs (many of whose clients are women) , to 
which it provides FX hedging and advice. This means that the MFIs can expand financial 
access without passing on currency risk to low-income households or risking institutional 
soundness. However, although TCX’s assistance to these clients has been substantial, the 
academic evidence linking microfinance to poverty alleviation is mixed (see appendix for 
more detail). Thus, TCX makes a smaller contribution here than it does via other channels. 
Examples of TCX’s work with microfinance clients are discussed in case study 4 on Sierra 
Leone and Kenya.

TCX has further tailored products to specific sectors that improve the resilience of 
vulnerable households. Its aforementioned work with MFIs improves household resilience 
by facilitating savings products. TCX delivers similar results through its work with specialist 
insurers (an example of its work with weather insurance for vulnerable households can be 
found in case study 5). 

Private 
Sector

Public 
Sector
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◆►Case study 3| Innovation in climate finance
Green, cheap and reliable electricity is essential to inclusive economic growth and household 
welfare. However, in low-income countries, electrification levels are only 38.8%, compared 
with 90.9% in middle-income countries. In rural areas, where there is no connection to 
the national grid, electrification levels are even lower, leaving households dependent on 
expensive generators or wood and other burners often associated with respiratory damage. 

One answer to this is the ‘micro-solution’ of solar panels. They have been successful in de-
livering cheap and reliable electricity to households and micro-businesses, especially in rural 
areas, where such panels can be rapidly installed without the need for connection to the 
grid.

In partnership with two clients, BBOXX and M-KOPA, TCX has been instrumental in mobilis-
ing sustainable finance for the sector. 

BBOXX is a provider of solar panels. Founded in 2010, it designs, makes and distributes 
‘plug-and-play’ solar systems for poor households and micro-companies. An important part 
of its business model is providing finance for customers to purchase the solar panels on a 
three-year payment plan, using finance from socially responsible investors and commercial 
banks. However, this finance is provided exclusively in US dollars. Until TCX stepped in, this 
left BBOXX exposed to currency risk that it either had to absorb or pass on to customers. 
TCX resolved the dilemma by providing cross-currency swaps to change the company’s USD 
exposure on borrowings to local currency. This has 
allowed BBOXX to expand its business through 
sustainable financing, delivering more than 
100,000 systems in low-income countries, such as 
the Democratic Republic of the Congo, Rwanda, 
Sierra Leone, Haiti, Ethiopia and Côte d’Ivoire, with 
plans to electrify 20 million households by 2020.

TCX also partners with M-KOPA, which has provided solar home systems to more than 
500,000 low-income households in Kenya, Tanzania and Uganda. It operates a similar 
financing model to BBOXX. A socially responsible investor, responsAbility Investments 
AG, has provided M-KOPA with financing in Ugandan and Kenyan shillings to match its 
revenue flows from local households. TCX has hedged these transactions for responsAbility 
Investments, assuming the currency risk of the financing structure and ensuring the 
sustainability of both the financing and the organisations. 

Both the BBOXX and M-KOPA transactions were conducted via MFX Currency Solutions,  
a TCX partner organisation, which works with social-impact investors to facilitate financing. 
MFX covers the collateral requirements of financing transactions, which are then backed 
by the United States of America’s Overseas Private Investment Corporation and the 
Netherlands Development Finance Company, to provide them with a triple-A credit rating. 
When transactions are in illiquid developing-country currencies, MFX conducts a ‘back-to-
back’ transaction with TCX, passing on the currency risk for TCX to manage. 

Such initiatives promise to be instrumental in expanding the availability of solar panels for 
poor households in low-income countries. They illustrate how TCX’s innovation, partnerships 
and product offerings can remove major hurdles to inclusive economic growth and accelerate 
poverty alleviation.

Solar panels have been successful 
in delivering cheap and reliable 
electricity to households and 
micro-businesses, especially in 
rural areas.

TCX resolved the dilemma by providing 
cross-currency swaps to change the 
company’s USD exposure on borrowings 
to local currency. 
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SIERRA LEONE

KENYA

12 As of 2017, according to the World Bank (World Bank, 2018a) 

13 Tier 3 MFIs are start-up MFIs or small non-governmental organisations that are immature and unsustainable, according to MicroRate’s glob-
ally accepted classification system (MicroRate, 2013) 

◆►Case study 4 | Expanding financial access in Sierra Leone and Kenya
Financial access is essential to eradicating poverty and improving the economic livelihoods 
of poor households. However, funding to expand financial access to poor families is 
predominantly in hard currency in countries that have no or limited FX markets, leaving 
institutions and/or poor households exposed to currency risk. This is where TCX makes its 
contribution, by taking on this risk through its hedging instruments. 

Sierra Leone, for example, ranks 184th out of 189 countries in the Human Development 
Index and is considered a fragile state.12 Financial access is core to Sierra Leone’s poverty-
reduction strategy, but it lacks an effective FX market. In 2017, to ensure that financial 
access could be expanded in an appropriate way, the Regional MSME Investment Fund for 
Sub-Saharan Africa provided local currency-denominated loans to Salone Microfinance 
Trust, a Tier 3 MFI13 with a largely female customer base in rural areas. TCX hedged these 
transactions, facilitating currency risk-free borrowing, so that the MFI could expand its 
operations. TCX thus ensured that more than 8,000 poor households obtained credit through 
Salone Microfinance Trust without exposure to currency risk, while maintaining the trust’s 
institutional soundness. 

Kenya, too, has been leading the charge in making finance more available. It increased official 
financial access to 43% of the population in 2016 from 15% in 2007 by formalising and expanding 
microfinance-orientated institutions (Central Bank of Kenya, 2016). However, the MFIs were 
slow to attract deposits, so had to rely on hard-currency loans from international investors, 
exposing them to foreign-exchange risk. While the MFIs were aware of the FX risk, they were 
unable to mitigate it, because Kenya lacked a liquid foreign-exchange market (Tyson, 2015). 

Thus, TCX became a key provider of FX hedging instruments to MFIs in Kenya. Between 2005 
and 2015, the fund essentially protected individual and micro-business borrowers by absorbing 
the losses caused by local-currency depreciation. MFIs have cited TCX’s FX hedging as being 
critical to their ability to expand their balance sheets while keeping FX risk within regulatory 
limits and avoid passing on such risk to their customers (Tyson, 2015; Carnegie Consult, 2017).

◆►Case study 5 | Providing weather insurance for vulnerable households 
In many developing countries, poverty is highest in rural areas, where households are 
reliant on subsistence agriculture. Over the past 10 years, these poor households have been 
affected by increasingly frequent and severe weather-related events due to climate change. 
Traditional coping mechanisms have not been able to protect them because of the harshness 
and speed of these changes. 

Insurance schemes reduce the vulnerability of poor households to such challenges 
(Weingärtner et al., 2018). Established in 2015 and led by Germany’s KfW development 
agency, the InsuResilience Investment Fund provides weather event-related insurance to 
small businesses and low-income households via reinsurance companies.

In 2018, TCX played a central role in facilitating the expansion of the InsuResilience 
Investment Fund into Georgia. The fund grew its operation through a wholesale agreement 
with Credo Bank, a Georgian microfinance organisation, to provide insurance products for 
small and micro-businesses.

TCX thus ensured that more than 8,000 
poor households obtained credit through 
Salone Microfinance Trust without 
exposure to currency risk,
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3 | Accelerating financial development 
Financial development is essential to inclusive economic growth in developing 
economies. Functioning domestic capital markets (for stocks and bonds) are crucial to 
managing public finances and to private-sector investment. 

A key step in this process includes establishing a bond market. This reduces a country’s 
reliance on expensive bank lending, gives financial institutions and individuals somewhere to 
invest domestic savings and offers long-term financing for key sectors, such as infrastructure 
(IMF, 2013; Gagnon, 2014; Mitra and Ng, 2014; IMF, 2018).

Ideally, these markets would be for bonds in local currency, as this would avoid the 
transfer of FX risk to borrowers in developing countries. The reality, however, is that in many 
developing countries, bond markets are often lacking or underdeveloped. Moreover, they 
are frequently not denominated in local currency. This makes it difficult for countries to issue 
bonds and raise money for economic development in a sustainable and stable way. 

One solution to these challenges is to issue bonds elsewhere in a different currency. These 
are known as ‘offshore’ bonds, or ‘eurobonds’, and are bonds denominated in a currency 
that is not the currency of the home country or market of the issuer. 

Offshore bond markets encourage the development 
of capital markets, as they offer a larger pool of 
potential investors – and thus capital – and increase 
pricing transparency by providing data to build a yield 
curve (as previously mentioned, a key component of 
bond pricing) (IMF, 2013; IMF, 2018). 

Offshore local-currency bonds are an attractive new asset class for international investors, 
as they offer a higher rate of interest (derived from the local-currency interest rate) coupled 
with the low credit risk of an international financial institution,14 in addition to a well-regulated 
offshore jurisdiction (Black and Munro, 2010). 

TCX has contributed to the deepening of local bond markets both offshore and onshore 
in the following ways.

First, it has teamed up with its shareholders, international financial institutions, to issue 
local-currency bonds in offshore markets. While TCX does not issue the bonds itself, it plays 
a central role by hedging the IFIs’ local-currency payment obligations (coupon and principal 
payments) (case study 6). 

Second, TCX partners with specialist funds that help local companies to issue bonds in 
their onshore, domestic markets. One example is the African Local Currency Bond (ALCB) 
Fund,15 for which TCX has hedged a significant amount of currency risk (case study 7). 

Third, the pricing transparency that TCX provides has a secondary effect of ‘market 
deepening’, or increasing the range of financial services available on that market, as its 
pricing information allows the creation of long-term yield curves, which act as market 
benchmarks (Box 4).

14 A local-currency bond carries credit risk (arising from the possibility that the issuing institution will default) and currency risk (stemming 
from fluctuations in the exchange rate between the bond’s denomination currency and the investor’s ’base’ currency). If an IFI issues the bond, 
however, the credit risk of that bond is reduced to that of the IFI and it receives an AAA-rating. This means the bond effectively carries only 
currency risk. If an investor wants to invest in frontier currency risk, but not credit risk, offshore local-currency bonds are an ideal instrument.

15  http://www.alcbfund.com

Offshore bond markets encourage the 
development of capital markets, as they 
offer a larger pool of potential investors – 
and thus capital.
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◆►Case study 6 | TCX’s support for offshore local-currency bonds 
Since 2013, TCX has supported more than 50 new bond issues, with a combined value of 
almost USD 500 million. These have taken the form of offshore local-currency bonds in 
currencies as diverse as the Armenian dram, Costa Rican colón, Dominican peso, Georgian 
lari, Honduran lempira, Kyrgyzstani som, Myanmar kyat, Pakistani rupee, Sri Lankan rupee, 
Tajikistani somoni, Tanzanian shilling, Ukrainian hryvnia and West African CFA franc.

A good example of a bond issue supported by TCX can be found in Tanzania. The Tanzanian 
Central Bank imposes capital controls and restrictions on investment by non-residents. TCX 
was able to smoothe international investment in local-currency bonds by co-structuring a 
Tanzanian shilling-denominated bond offshore at a lower rate than on the domestic market. It 
thereby removed the illiquidity premium,16 in addition to regulatory hurdles for international 
investors, and set an important benchmark for the Tanzanian shilling market.

◆►Case study 7 | Partnering with local-currency bond funds
As mentioned, TCX contributes to the deepening of local capital markets by partnering with 
the ALCB Fund, which works closely with issuers, investors and intermediaries to overcome 
the numerous barriers to local-currency bond markets. ALCB also acts as an ‘anchor’ investor, 
to boost the popularity of bonds issued by local companies and give confidence to other 
potential investors. TCX supports the ALCB Fund by hedging its local-currency positions, 
thus assuming the currency risk it would otherwise carry.

As of June 2018, the ALCB Fund had invested USD 81 million in 38 bond issues, including 
local-currency bonds for Botswana, Ghana, Kenya, Côte D’Ivoire, Zambia, Lesotho and 
Swaziland and bonds in sectors of importance to inclusive economic growth, including 
agriculture and SMEs. 

TCX was engaged at an early stage to absorb the currency risk associated with ALCB’s 
portfolio aiding its financial sustainability.

The development of financial markets requires the establishment 
of financial instruments, regulatory and legal frameworks, market 
infrastructure, including price transparency, and a critical mass 
of trusted market participants. When all these elements come 
together, they can create a ‘virtuous circle’, whereby investment 
fuels investment and success fuels success. (Of course, the 
opposite is also true.)

TCX’s participation in under-developed FX and bond markets 
contributes to the development of such virtuous circles by 
providing price transparency, innovative pricing models and 
demonstration effects, by increasing (primary) market liquidity 
and by deepening the investor base.

Source: Beck et al. (2007); Gagnon (2014); WEF (2015); IMF (2013 and 
2018)  

Box 4| 
 ‘Virtuous 
circles’ in 
financial-

market 
deepening

16 The extra return investors demand for putting their money into a bond that cannot be quickly and easily converted into cash at its fair 
market value.

TCX was able to smoothe international 
investment in local-currency bonds 
by co-structuring a Tanzanian shilling-
denominated bond offshore at a lower 
rate than on the domestic market.
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4 | TCX’s contribution to financial stability 
Developing economies have repeatedly been damaged by financial instability. The risk of re-
currence is not small: 40% of low-income countries are now considered to be in or at high risk of debt 
distress, compared with only 21% in 2013. Moreover, as international finance for development is scaled 
up from ‘billions to trillions’, these risks are only likely to increase (World Bank, 2015; IMF, 2018).

Financial instability and crises are closely related to increases in capital inflows and a resulting 
rise in foreign-exchange risk. In the event of significant domestic currency depreciation or a 
devaluation, cross-border capital flows can reverse and the nominal value of hard-currency 
debt can inflate, triggering a financial crisis. FX mismatches at banks and firms cause fragility 
and contagion. These problems are greatest for low- and middle-income countries (Minsky, 
2008; Ocampo et al., 2010; Rancière et al., 2010; Musacchio, 2012; Toporowski et al., 2013; 
McKinley and Tyson, 2014; Tyson, 2015; Ocampo and Griffith-Jones, 2018). 

By reducing currency risk for clients, TCX helps to reduce their financial fragility. Cumulatively, 
such deals reduce macroprudential risks across the financial system by reducing contagion and 
other foreign-exchange related risks (for example, Adrian and Shin, 2009; Ocampo et al., 2010; 
Musacchio, 2012; Bock and Demyanets, 2012; Laeven and Valencia, 2012; Toporowski et al., 2013).

By way of example, case study 8 illustrates the importance of TCX’s role in Azerbaijan 
during its 2016 financial crisis. Institutions that had hedged their FX exposure with TCX – 
which absorbed USD 145 million of institutional losses – saw lower levels of non-performing 
loans and more rapid recovery.  

TCX’s FX hedges are also of particular importance in trying to assess future risks of financial 
instability. Any increase in private finance for development and climate action to meet the SDGS 
is likely to be predominantly in hard currency, and TCX offers the potential to mobilise such 
finance without increasing the risk of financial instability (Watson et al., 2018; Tyson, 2018).17

17  See appendix 1.3 for more on these issues 

By reducing currency risk for clients, TCX helps to reduce 
their financial fragility. Cumulatively, such deals reduce 
macroprudential risks across the financial system by reducing 
contagion and other foreign-exchange related risks.
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◆►Case study 8 | Containing the financial crisis in Azerbaijan 
Azerbaijan’s economy is heavily dependent on oil, which accounts for about 50% of the total 
value of goods and services the country produces every year (its gross domestic product, or 
GDP). During the commodity ‘super-cycle’, when oil prices were high, the amount of USD-
denominated lending to the country’s non-oil sector, including households and small firms, 
tripled to around 70% of GDP. At the time, this seemed fairly low risk, as the manat, the local 
currency, was pegged to the dollar at a fixed exchange rate (IMF, 2016).

However, the fall in the oil price in 2015 plunged Azerbaijan into economic recession and 
the currency came under increasing pressure. The country eventually had to abandon its 
currency peg to the dollar and allow the manat to float freely on the market, which caused 
it to drop 50% in value against the USD. Although this relieved pressure on the currency, 
it caused a surge in non-performing domestic loans, as the local-currency cost of paying 
back the dollar loans rocketed, leaving many people unable to afford them. By 2016, these 
problems had become a full-blown banking crisis. Measures to re-establish financial stability 
then deepened the recession, leading to further currency devaluation (IMF, 2016).

Against this backdrop, TCX transacted over USD 360 million worth of hedges for MFIs and 
SME banks to convert USD-denominated loans into local-currency debt. At the peak of the 
currency crisis, TCX absorbed USD 145 million of losses for its MFI and SME banking clients. 
This reduced the number of non-performing loans,18 because these clients had lent in manat, 
not USD. This protected the institutions from the worst effects of the currency crisis and 
enabled them to start lending again more quickly than their peers (Carnegie Consult, 2017).

This ensured the institutional soundness of TCX’s clients in Azerbaijan and eased the 
credit crunch that had resulted from the currency crisis.  

AZERBAIJAN

The fall in the oil price in 2015 plunged 
Azerbaijan into economic recession and the 
currency came under increasing pressure.

At the peak of the currency crisis, TCX 
absorbed USD 145 million of losses for its 
MFI and SME banking clients. This reduced 
the number of non-performing loans

18  Loan default rates at clients that had reduced their US dollar mismatches using TCX’s products were between 10% and 15%, compared with 
80% to 100% at institutions that had not hedged their US dollar exposures (Carnegie Consult, 2017).



5 | TCX as thought leader in FX risk   
     management 
Effective FX hedging requires not only instruments and markets, but also expert 
knowledge and an appreciation of the risks involved in hard-currency financing in 
developing countries. TCX has been a forerunner in developing understanding of these issues, 
including how risks are quantified, how hedging instruments work and how they are priced.  

For development institutions, hard-currency lending is still the established norm, 
unfortunately, and this means that the currency risk is transferred to borrowers. Such 
practices fail to recognise the burden being passed to less informed borrowers and how this 
can have negative development effects. To make things worse, hard-currency financing hides 
currency risks and may play a role in bad investment decisions, especially when borrowers 
focus only on the short-term benefits of lower DFI interest rates and ignore the longer-term 
risks of ‘back-loaded’, higher repayments (including principal repayments) due to currency 
depreciation over the full term of the loan. 

By developing its client base and business, TCX has helped to address and increase 
awareness of these issues. New perspectives, innovative financing and regulatory approaches 
have been developed, proposed or implemented to build knowledge and institutional capacity. 

TCX has led various initiatives to speed up progress in this regard. It meets regularly 
with clients to advise them and hold workshops, and has been using webinars to reach 
a wider audience. Participants have included DFIs, socially responsible investors, private 
investors, central banks and ministries of finance (case studies 9 and 10). In addition, TCX 
has commissioned and shared innovative FX-related risk models tailored to developing 
markets, helping to spread institutional expertise at the national level (case study 11). These 
activities are unique to TCX and play a significant role in the development of local-currency 
finance and markets.

21
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◆►Case study 9 | Partnering with DFIs and investors
The practicalities and mechanics of local-currency finance can still be challenging for DFIs 
and investors. Ensuring these issues are well understood is critical to the increased use of 
local-currency financing solutions. 

TCX organizes annual visits for the employees of DFIs, investors and fund managers that use 
its services. During these visits, TCX communicates its pricing methods and answers practical 
questions. These visits increase understanding of the products and services TCX provides and 
strengthen the fund’s client relationships, furthering the use of local-currency finance. 

TCX also visits clients and, importantly, prospective clients to deepen their understanding 
of the mechanics of setting up or maintaining local-currency finance operations with the 
fund. These visits support clients starting local-currency financing programmes and increase 
the use of currency hedging. 

TCX also leads workshops, bringing multiple clients together so that common issues can 
be raised and addressed and clients can be informed of the latest developments in the field. 
For example, TCX’s 2017 Local Currency Lab saw a discussion on local-currency liabilities 
and the cost of local-currency lending. It was attended by a range of stakeholders, including 
senior officials from DFIs and a vice-governor of the National Bank of Georgia, who spoke 
on his country’s continued experience with de-dollarisation (abolishing the use of the USD 
as a parallel currency alongside the local currency).

TCX’s 2017 Local Currency Lab saw a 
discussion on local-currency liabilities and 
the cost of local-currency lending.



23

TCX webinars over the years

0

10

20

30

40

50

60

Average number of
attendees (RHA)

Number of webinars 
per year (LHA)

00

55

1010

1515

2020

2525

TCX webinars over the years

2018E2017201620152014

◆►Case study 10 | Webinars to inform and educate  
TCX’s clients and investors are responsible for billions of dollars of investment in developing 
countries. Consequently, their knowledge of macroeconomic and financial development is 
critical to investment flows. 

TCX webinars provide information on general and specific developments directly affecting 
local-currency financing. The sessions give investors and clients easy access to pertinent 
investment information, such as developments in the local financial sector, prevailing interest 
rates and TCX pricing. 

What’s more, the webinar format allows remote viewers to actively engage in discussion 
and debate with TCX, giving clients a unique opportunity to get information on currency 
financing they might otherwise not have had.

TCX holds up to 25 such webinars a year. The topics in 2017 and 2018 have included 27 
country profiles, from Haiti, Mongolia and Nigeria to Pakistan and Tajikistan, and more in-depth 
presentations on topics such as solar financing, credit enhancement and currency convertibility. 

The webinar format allows remote viewers to actively 
engage in discussion and debate with TCX, giving 
clients a unique opportunity to get information on 
currency financing they might otherwise not have had.
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◆►Case study 11 | Knowledge sharing for risk management  
Being the recognised authority in FX risk management comes with a responsibility to 
improve information on the nature of FX risk in markets. 

To this end, TCX commissioned OGResearch to develop Forecasting and Policy Analysis 
System (FPAS) models specifically for developing countries. FPAS creates medium-term 
macroeconomic models from which interest rates, exchange rates and other macroeconomic 
indicators can be forecast. This is important in countries where underdeveloped financial 
markets mean yield curves do not exist, or there is insufficient market information to act 
as an accurate foundation for pricing. Here, FPAS calculates yield curves, interest-rate and 
exchange-rate forecasts, allowing users to quantify currency risks. 

The models have given TCX access to valuable information, which acts as a major input 
into its pricing models. This means TCX’s pricing can reflect risk, even in countries where 
market data are sporadic or lacking. As TCX quotes prices to more people, companies and 
institutions than it transacts with, the FPAS information contained in forward and swap 
prices ends up being shared with a wide range of prospective investors. This makes TCX 
a key source of influential investment information on frontier currencies and countries, 
underpinning its pivotal role in development financing.

TCX has used FPAS as its main pricing methodology in several markets, including 
Azerbaijan, Madagascar, Mongolia, Sierra Leone and Uzbekistan. In these countries, it has 
supported transactions totalling more than USD 625 million. 

Madagascar suffers from a poverty rate in excess of 76% and its financial development 
and inclusion are low (World Bank, 2018b). The absence of a widely accepted and accessible 
Madagascan yield curve has been hindering foreign investment and hampering the efficiency 
of local financial markets. TCX used an FPAS model to price the country’s first loan hedge, 
which has improved market transparency considerably. 

TCX also visited Madagascar in 2017, meeting with commercial banks, DFIs, MFIs and 
officials from the Ministry of Finance, central bank and national statistics office. The trip was 
followed up with a webinar on macroeconomic, political and fiscal issues, as well as financial-
sector topics, including lending and deposit interest-rate structures, liquidity concerns 
and potential investment opportunities. The 33-strong audience included employees of 
microfinance investment funds and DFIs, which have invested more than USD 500 million in 
Madagascar. Since these market-building activities in 2017, TCX has undertaken more than 
USD 8.6 million in FX hedges in Madagascar, in a market that was previously non-existent. 

FPAS creates medium-term 
macroeconomic models from which 
interest rates, exchange rates and other 
macroeconomic indicators can be forecast. 
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TCX used an FPAS model to price 
the country’s first loan hedge, which 
has improved market transparency 
considerably. 
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19  Financial development is defined as a combination of depth (measured by the size and liquidity of markets), access (the ability of indi-
viduals and companies to access financial services) and efficiency (the ability of institutions to provide financial services at low cost and with 
sustainable revenues, and the level of activity of capital markets). It can be observed in the increasing number, scale and diversity of financial 
institutions, including banks, insurance companies, mutual funds and pension funds, and in financial markets, such as FX, stock and bond 
markets, increasing liquidity and turnover, and number of ‘market makers’ (Sahay et al., 2015; Svirydzenka, 2016).

Appendix 1 | The academic evidence base  
|1 Financial-sector development and inclusive 
    economic growth
Inclusive economic growth – also known as structural economic transformation – is 
economic growth that has a differentiating and positive effect on poverty alleviation.
At its heart are productivity increases in the real economy, both between and within sectors, 
accompanied by the creation of higher-wage employment. This process can take different 
forms, but its essential characteristic is a shift in resources from low-productivity, labour-
intensive sectors to high-productivity, capital-intensive sectors, combined with shifts in 
employment from low- to higher-productivity sectors (Rodrik, 2007; McMillan et al., 2017).

This typically includes productivity increases in the agricultural sector to take agricultural 
production from subsistence to ‘commercial’ farming, or the development of higher-
productivity sectors in the manufacturing or service sectors to create mass employment. 
Facilitating factors in this process include the provision of infrastructure, typically by the 
public sector, and increases in human capital, including through public education and 
healthcare. Such inclusive economic growth is defined not only by growth in GDP, but by 
poverty alleviation through mass employment creation and improvements in living standards 
(Rodrik, 2007; McMillan et al., 2017).

Inclusive economic growth also depends on the financial system to mobilise investment 
resources. Such investment is key to increasing productivity, particularly in the private 
sector, and indirectly through improvements in, for example, infrastructure and human-
capital development (such as better education and healthcare) (for example, Levine, 2005).

There is broad academic evidence that illustrates the close relationship between financial-
sector development19 and economic growth. Cross-country and time-series regression 
analyses have examined the relationship between financial development and long-run 
economic growth and found a positive relationship (for example, Gelb, 1989; World Bank, 
1989; Roubini and Sala-i-Martin, 1991; King and Levine, 1993; Levine et al., 2000; Levine, 
2005).	

The transmission channel underlying this relationship between financial development 
and economic growth is greater financial intermediation through more efficient resource 
allocation, which increases productivity (for more, please see Roubini & Sala-I Martin, 1991; 
King and Levine,1993; Stiglitz and Weiss, 1981).

Furthermore, the effects of finance on growth are particularly strong for low- and middle-
income countries that are experiencing rapid productivity improvements (undergoing 
rapid inclusive economic growth), spurring the quickest increase in the incomes of the 
lowest-income quintile, leading to accelerated poverty alleviation and reductions in income 
inequality (Rioja and Valev, 2004a and 2004b; Aghion et al., 2005; Beck et al., 2007).

This is associated with country-specific processes. For example, evidence from Thailand 
shows that financial deepening in the last quarter of the 20th century helped reduce poverty by 
facilitating the migration of large parts of the population from subsistence agriculture to salaried 
jobs in manufacturing. In India, financial deepening helped reduce poverty in rural areas by 
facilitating migration into urban areas (Gine and Townsend, 2004; Ayyagari et al., 2013).
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It should be noted, however, that there are intermediating factors in this relationship. The 
most important of these are well-functioning institutions – including financial intermediaries, 
markets and regulators – and transparent credit and other market information (for example, 
Stiglitz and Weiss, 1981; Arestis and Demetriades,1997; Acemoglu et al., 2005; Rodrik, 2007; 
Honohan and Beck, 2007; Lin and Xu, 2012; Andrianova et al., 2015). 

Moreover, recent evidence also suggests that there is an optimal level of finance for an 
economy at a given stage of its development – in other words, there can be too much finance 
as well as too little – and that the positive effects of financial development on growth start 
to decline and turn negative at higher levels of financial development. However, as most 
developing countries’ financial development remains well below the relevant turning point, this 
is not particularly pertinent to this discussion (Arcand et al., 2015).

Because of its importance to inclusive economic growth, finance is often the ‘binding con-
straint’ on economic transformation in developing countries. Problems include the quantity of 
finance – especially for low-income countries – but also cost, maturity and liquidity (Hausmann 
et al., 2005; Rodrik, 2007; Beck et al., 2011). 

At the microeconomic level, investment decisions are affected by the risk, or cost-reward 
ratio. This is adversely affected by a higher cost of finance (which reduces the return) and 
by shorter maturities or poor liquidity of financing, which increase the risk of the investment. 
Both result in lower levels of investment, which constrain growth (Hausmann et al., 2005; 
ERD, 2015).

These effects can be greatest in sectors of importance to inclusive economic growth. For 
example, it discourages investment in sectors where the expected risk is higher and returns are 
lower, such as manufacturing and agriculture (Tyson, 2018; Batiano et al., 2018)

These microeconomic effects are pertinent to our discussion in relation to TCX, as inves-
tors perceive FX risk to be material in the wake of repeated bouts of currency volatility in 
developing economies. The most common responses are simply not to invest – as reflected 
in the scarcity of finance in many developing economies – or to seek investments where 
currency risk can be managed. 

One way to do this is to denominate investments in hard currency. Public development agen-
cies and the private sector, for example, may denominate loans in hard currency, passing the 
currency risk to the borrower. 

Alternatively, investors may only invest in sectors that have ‘natural hedges’, such as the 
extractive sector, where revenues are denominated in hard currency on international markets. 
However, both have negative consequences for inclusive economic growth, because they either 
pass on the currency risk to domestic borrowers, or limit investment to sectors with little influ-
ence on inclusive economic growth (Tyson, 2018).

Furthermore, ‘binding constraints’ on finance are made worse by the under-development 
of local capital markets in emerging markets. Such markets are important, because they 
complement external issuance and bank financing, providing an important course of financ-
ing for governments and corporates and a vehicle for mobilising domestic savings (World 
Bank, 2001; IMF, 2013).

This source of financing is particularly important, because it is in local currency (and, 
hence, avoids the ‘original sin’ of FX risks) and is cheaper and longer term than other sourc-
es. For governments, capital markets are a key source of finance and essential to effective 
fiscal management, counter-cyclical monetary policy and public debt management at a 
time when debt sustainability is a key concern in many developing countries (World Bank, 
2001; IMF, 2013 and 2018).

The deepening of capital markets also has important secondary effects for financial de-
velopment, because they contribute to price discovery, liquidity and risk management in 
both primary and secondary markets. This includes providing a benchmark for the devel-
opment of corporate bond markets, with benefits for private-sector development (World 
Bank, 2001; IMF, 2013)
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Because of these advantages, the development of local-currency bond markets has be-
come an important policy goal, including for the World Bank, the IFC and the International 
Monetary Fund (IMF) (for more, please see IFC, 2015). 

Investors are reluctant to invest in local-currency instruments because of their inability 
to manage the related foreign-exchange risk. The participation of banks is also limited, as 
the constraints lead to higher costs in terms of margins and capital requirements (Beck and 
Tyson, 2018).

As we discuss, these constraints in relation to foreign-exchange risk can be alleviated by 
the provision of products that allow the risks to be managed and mitigated. However, this 
mitigation is impaired by the underdeveloped foreign-exchange markets in many developing 
economies.

|2 Financial development, poverty alleviation and 
    gender equality
Poor households suffer from risk and uncertainty because their incomes are both 
low and volatile due to their reliance on informal employment and subsistence 
agriculture. Studies indicate that improved financial access – including those as part of 
financial development – add to positive coping mechanisms and household resilience and, 
hence, to poverty alleviation. 

The effects of financial access are also differentially positive for women, who suffer 
from higher levels of financial exclusion. Financial access provides them with economic 
opportunities, especially when accompanied by financial literacy and business training 
(Demirgüç-Kunt et al., 2017).

However, these relationships vary by product. Savings products have the strongest link to 
poverty alleviation, as they can be used to smooth consumption and manage shocks, such 
as the loss of employment or a breadwinner, thus increasing household resilience. Payment 
services also have a positive relationship to poverty alleviation, as they lower costs and 
increase the speed and security of payments (Collins et al., 2009; Armendáriz and Morduch, 
2010; Demirgüç-Kunt et al., 2017). 

Both savings and payment services are also of higher value to women, as they add to 
their financial independence (Collins et al., 2009]; Demirgüç-Kunt et al., 2017).

Still, the effects of credit on poverty are, at best, mixed. The majority of studies have found 
that credit has little or no significant impact on income (including from business creation) or 
on other positive outcomes, such as education, health or women’s empowerment. Moreover, 
it can be associated with unsustainable indebtedness in poor households (Collins et al., 
2009; Demirgüç-Kunt et al., 2017).

In addition, the relationship of poverty and the use of insurance products has not been 
fully researched. Findings to date suggest that agricultural and weather insurance can boost 
the adoption of higher-productivity farming methods, but there is significant variation when 
it comes welfare gains in this regard (Demirgüç-Kunt et al, 2017).

Furthermore, over the long term, access to financial services of all types has limited effects 
on asset accumulation. Outcomes by country show considerable heterogeneity, while links 
to macroeconomic growth remain under-researched (Collins et al., 2009; Demirgüç-Kunt et 
al., 2017).
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|3 Financial-sector stability and inclusive 
    economic growth
Developing countries have experienced repeated financial instability of both domestic 
and international origin, with damaging consequences for inclusive economic growth. 

Financial instability of international origin has arisen from the increased integration of de-
veloping countries into the global financial system, accompanied by financial liberalisation. 
This has resulted in higher levels of pro-cyclical cross-border capital flows to developing econ-
omies, and while they can boost investment, volatile and pro-cyclical outflows have caused 
macroeconomic instability. This is particularly the case for middle-income countries, which are 
typically more integrated into the global financial system than low-income countries (Rogoff 
and Reinhart, 2009; Kinderberger, 2005; Ocampo et al., 2010; Boissay et al., 2013; McKinley 
and Tyson, 2014; Tyson et al., 2014a and 2014b; Ocampo and Griffith-Jones, 2018).

These pro-cyclical cycles in international capital flows are difficult for developing econ-
omies to manage: recent financial liberalisation has diminished capital-management tools, 
they often lack access to foreign-currency swap arrangements and the use of countercy-
clical monetary policy can be counterproductive.20 Such issues have prompted developing 
countries to generate significant levels of ‘self-insurance’ in the form of accumulated FX re-
serves, which have proved effective in managing pro-cyclical flows, but which carry a signifi-
cant opportunity cost when official reserves have to be tapped (Ocampo and Griffith-Jones, 
2018; IMF, 2015).

Financial instability of this kind is closely related to foreign-exchange risk. Cross-border 
capital flows can cause domestic currency depreciation. This can be compounded by hard-
currency debt in either the public or private sector, as the decline in value of the domestic 
currency increases the relative value of that debt for the borrower. The resulting decline in the 
creditworthiness of borrowers can feed back into a financial crisis, creating a ‘vicious circle’ 
that deepens the severity of the crisis significantly. This was a major factor, for example, in 
the ‘Third World’ debt crisis of the 1980s, the Asian financial crisis of 1997 and the various 
Latin American crises of the 1990s (where private-sector hard-currency debt had similar 
effects), as well as in the recent deterioration in debt sustainability in sub-Saharan Africa 
(where there was excessive sovereign hard-currency debt) (Ocampo et al, 2010; Rancière 
et al., 2010; Musacchio, 2012; McKinley and Tyson, 2014; Tyson, 2015; Ocampo and Griffith-
Jones, 2018).

Financial instability in developing countries 
also commonly stems from domestic problems. 
For example, in sub-Saharan Africa, between 1990 
and 2009, 57% of countries experienced domestic 
institutional failures. Such financial fragility is 
typically caused by surges in non-performing 
loans related to macroeconomic weaknesses 
and governance problems (Lunogelo et al., 2009; 
Mezui et al., 2012; Central Bank of Kenya, 2013; 
Tyson, 2015; Beck and Tyson, 2018).

Financial instability of international origin has arisen 
from the increased integration of developing countries 
into the global financial system, accompanied by 
financial liberalisation.

Financial instability in developing 
countries also commonly stems 
from domestic problems. 

20  In boom times, it may be difficult to increase interest rates, as these will attract additional capital. In times of crisis, countries will find it dif-
ficult to reduce interest rates to avoid capital flight. Furthermore, large external financing in boom times will be reflected in rising current-ac-
count deficits and real exchange-rate appreciation, leading to a sharp adjustment of the external accounts and exchange-rate depreciation in 
times of crisis (Ocampo and Griffith-Jones, 2018).
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However, banks’ susceptibility to institutional failure is dependent on their balance-sheet 
structures (Minsky, 2008; Bock and Demyanets, 2012). 

The balance sheets of low-income-country banks typically have characteristics that 
make them less susceptible to institutional failure: their funding is primarily from deposits, 
they hold high levels of low-risk assets (such as government securities and foreign assets) 
and their lending to the private sector is concentrated in lower-risk trade, commerce 
and construction, with an under-representation of lending to higher-risk agriculture and 
infrastructure. However, although these characteristics reduce the institutional risk, they 
also result in the binding constraints of finance on economic growth, discussed earlier (Beck 
et al., 2011; Batiano et al., 2018).

As the financial systems of middle-income countries develop, banks’ balance-sheet struc-
tures start to evolve. Lending portfolios expand and become more sectorally diverse, with 
maturities being extended. As noted, this is positive for inclusive economic growth. Howev-
er, developing countries can also suffer from low levels of savings mobilisation21 (ERD, 2015). 
This means that banks may find it difficult to fund expansion through deposits and, instead, 
turn to borrowings. Such an increase in leverage makes banks more vulnerable to economic 
shocks (Adrian and Shin, 2009; Laeven and Valencia, 2012; Toporowski et al., 2013) 

This is particularly true for developing-country banks, which often borrow in hard 
currency from international investors due to a lack of domestic alternatives. This exposes 
them to currency mismatches on their balance sheets, which, in the absence of liquid foreign-
exchange markets, they are unable to hedge. Some banks have reduced this currency 
mismatch by lending to end-users in hard currency. However, although this reduces the 
currency risk within individual banking institutions, it does not reduce systemic risk and FX 
exposure; it simply passes it to the corporate or household sector, and exposes the bank 
to the creditworthiness of its customers in hard-currency terms, which, if there is currency 
depreciation, can result in a surge in non-performing loans (Adrian and Shin, 2009; Tyson, 
2015; Carnegie Consult, 2017).

Overall, both the increase in pro-cyclical cross-border capital flows and the increase in 
exposure to currency mismatches on the balance sheets of financial institutions, firms and 
households are a significant source of financial fragility for many developing economies. 

Because of this, managing foreign-exchange risk is an important focus of both micro- and 
macroprudential regulation for developing countries, especially since the global financial 
crisis. Central banks have sought to assess and manage systemic foreign-exchange risk 
at regulated institutions and in the financial system – most often through limits on gross 
exposure. However, this has led to macroprudential policies being associated with lower 
credit growth, lower financial leverage and muted economic growth (Cerutti et al., 2015;  
Claessens et al., 2013; Lim et al., 2011; Agenor, 2018). 

21  See ERD (2015) for a fuller discussion of savings mobilisation
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|4 Financial-sector stability and poverty alleviation
Financial instability is associated with increased poverty.  This is partly because of its 
negative impact on economic growth and partly because most countries, when returning 
to growth after financial instability, do so at a permanently lower level of GDP per capita 
(Laeven and Valencia, 2012; Beck and Tyson, 2018). 

However, financial instability also has distributional effects. Economic instability affects 
the incomes of poor households more than wealthier households, because of the greater 
uncertainty surrounding net income and their lower levels of resilience (Guillaumont 
Jeanneney and Kpodar, 2011; Demetriades et al., 2017).

Moreover – and of particular interest here – the strongest negative effect of financial 
crises on the incomes of the poor is associated with currency crises. This highlights the 
importance of this discussion on how to manage and mitigate foreign-exchange risks for the 
poorest households in developing economies (Rewilak, 2017 and 2018).

The strongest negative effect of financial 
crises on the incomes of the poor is 
associated with currency crises.
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