Catalytic SME Debt in the Global South: Market
Creation, Not Distortion

Context: Bridging the SME Financing Gap through Strategic Blended Financing
Facilities

The chronic financing gap facing small and medium enterprises (SMEs) in the Global South
remains a formidable obstacle to achieving the Sustainable Development Goals (SDGs),
economic resilience, and climate adaptation. SMEs in these regions typically face
prohibitive financing costs — too often in the medium to upper double digits — severely
limiting their growth, innovation, and adaptive capacity. Recognizing the urgent need to
address this market failure, low-cost debt in local currency must be provided at properly
risk-adjusted rates to SMEs that deliver significant social and environmental impact,
alongside steady and sustainable economic returns. A Blended finance facility, for
instance, can be an effective and scalable mechanism to achieve this outcome - by using
catalytic capital and risk-sharing instruments to reduce the all-in borrowing cost for these
SMEs, extend tenor, and align repayment structures with cash flows. These finance
facilities should seek to change the behavior of traditional investors by reducing risk and
transaction costs, so that investors can participate in the resilience that these SMEs create
while delivering risk-adjusted returns that are commensurate with their fiduciary
responsibilities.

Introduction

Emerging-market SMEs, especially in Africa and Asia, face a chronic capital shortage that
stifles their growth and their ability to advance the SDGs. Providing financing at affordable
concessional interest rates (potentially as low as 8-10% local cost of capital, or at the very
least, affordable local-currency pricing) calibrated to country funding costs and SME
cashflows, enabled by credit enhancement (first-loss, guarantees, pari passu co-lending))
can unlock their potential. Critics argue that such below-market lending distorts financial
markets or violates “minimum concessionality” principles, which urge that subsidies be
minimal’. Yet, this argument assumes there is a functioning market already in place to
distort, while in reality, this approach remedies market failures rather than distorting
existing ones. Decades of underinvestment and structural barriers have left many viable
SMEs unfunded; a strategic concession can catalyze sustainable, high-impact markets for
SME assets where none effectively exist. This opinion piece builds a case that a low
interest rate on SME debt strikes a pragmatic balance: low enough for borrowers to
sustainably generate returns and build resilience, high enough to recycle capital, and
powerfully catalytic for future private investment. The long-term payoff is more efficient
and resilient economic systems across the Global South with stronger businesses,
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reduced burdens on governments and societies, and a greater contribution towards
planetary sustainability.

Itis important to note that the concessional capital is not the destination — it’s the entry
point to correcting a broken market. It plays a catalytic role in the face of systemic market
failure, enabling investment where private capital would not ordinarily go. Fundamentally,
a critical step must follow the deployment of any concessionary capital: measuring and
pricing resilience. SMEs that deliver system-level buffers — against climate shocks,
economic volatility, or service breakdowns — generate real risk reduction that markets
currently fail to recognize or reward. These enterprises must be offered differentiated
pricing that reflects their resilience-building, establishing a new, more accurate baseline
for "market-based" returns. This matters because capital pricing in the Global South often
reflects risk perception rather than risk reality. Until markets can accurately price the real
risk of resilience-creating assets, concessional finance must be deployed urgently at rates
that actively encourage resilience creation.

The SME Financing Gap in the Global South

SMEs are the backbone of emerging economies, yet a vast financing gap cripples their
potential. An estimated 40% of formal MSMEs in developing countries have unmet
financing needs totaling about $5.2 trillion2. In Sub-Saharan Africa alone, the SME credit
gap is around $330 billion® reflecting the “missing middle” of firms too large for
microfinance and too small or perceived as too risky for commercial banks. Globally, SMEs
account for ~90% of businesses and over 50% of employment, yet over half of these vital
enterprises in developing economies cannot access the funding they need to grow*. Only
about one-third of small firms in Africa have any bank loan or line of credit, and
approximately 28% are fully credit-constrained®. This capital shortage is a fundamental
barrier to development: without financing, SMEs cannot invest in new equipment, expand
operations, hire more people, or even sustain working capital — leading to stagnation or
failure. The resulting loss of SME growth means fewer jobs, slower poverty reduction, and
diminished capacity to adapt to climate change. Bridging this gap is imperative, and
affordable debt is a key part of the solution.

The SDG Report 2025 lays bare a “staggering $4 trillion” annual development financing gap
that is constraining progress, alongside record debt-servicing costs of $1.4 trillion in
developing countries — both of which are squeezing the resources needed for sustainable
development. Unsurprisingly, only 35% of SDG targets are on track, with 18% actively in
reverse, prompting the UN to warn of a "global development emergency." This stalled
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progress hits Africa and Asia hardest: by the end of 2025, three-quarters of the world's
extreme poor will be concentrated in conflict-affected and sub-Saharan African regions,
and hunger is at crisis levels. A key insight from the SDG Report is that small businesses
are starved of capital: globally, only 31% of small enterprises have a bank loan or line of
credit, and in sub-Saharan Africa this drops to just 18%. Bridging this gap by offering
affordable 8-10% debt financing to SMEs in the Global South can be truly catalytic —
empowering local entrepreneurs to create jobs, boost food production, expand clean
energy access, and strengthen social protection systems — thereby creating resilient
markets for sustainable development rather than distorting them, and accelerating
progress toward the SDGs.

High Borrowing Costs and Structural Barriers

Market interest rates in many emerging economies are simply too high for SMEs, when
loans are available at all. In Sub-Saharan Africa, local bank lending rates routinely exceed
20-25%, and microfinance or digital lenders frequently charge 40-50% for small or
unsecured loans®. Informal lenders — often the only available source of credit — regularly
push these costs beyond 70-80% annually. Such punishing costs make many SMEs
unwilling or unable to borrow, effectively shutting them out of formal and informal credit
markets entirely’. High interest rates, stringent collateral requirements, and onerous terms
are symptoms of deeper structural barriers: perceived high risk of SME lending, absence of
credit histories, small transaction sizes, and undeveloped financial infrastructure.
Traditional banks prefer larger, well-collateralized corporate loans or government
securities over SME lending. In many African countries, only 10% or less of total
commercial bank lending goes to SMEs?, leaving most entrepreneurs reliant on personal
savings or informal lenders®.

Crucially, these conditions do not represent a well-functioning market equilibrium — they
represent a market failure. The absence of credit is often due to information asymmetry
and the high transaction cost associated with serving dispersed small borrowers (the
borrower bears this cost), not an absence of creditworthy projects. This is a definitional
market failure: SMEs that are "too small" for banks, despite having solid cash flows and
meaningful impact, cannot secure financing at reasonable rates. The result is chronic
undercapitalization: viable businesses forgo expansion, technology upgrades, and
productivity improvements, hampering overall economic growth. As the World Economic
Forum notes, despite SMEs contributing roughly 40% of GDP and 80-90% of employment
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in many emerging markets, high interest rates and the absence of collateral remain critical
barriers to essential financial resources™. In short, the current "market" fails to serve an
enormous share of potential borrowers.

There is an even more urgent risk at the planetary level, one not limited to the Global
South: most of the planetary boundaries are currently under stress and will be breached
without a coordinated approach between North and South, including the flow of
appropriately priced finance between the two. In simple terms, without more resilient
economic systems being built in the Global South, the Global North cannot meaningfully
insulate itself — we share one planetary system. Because economies, value chains, and
human mobility are deeply interconnected, resilience built in the Global South strengthens
global stability. Carbon emissions, rising temperatures, and extreme weather events are
experienced globally; human migration and global supply chains do not stop at national
borders. This market failure is therefore of as much consequence to the Global North as it
is to the Global South.

Introducing a low-cost debt addresses this failure by providing capital on terms that SDG-
positive resilience-building SMEs can afford to repay, while continuing to invest in growth
and generate broader systemic benefits. Far from crowding out private funders, this
concessional capital is stepping into a void that the private sector has left unfilled. In doing
so, it can demonstrate — through transparent reporting, independent evaluations, and
replicable proof-of-concept transactions — the creditworthiness of these firms, reduce
perceived risk, accelerate the creation of positive externalities that lower real risk, and
ultimately attract commercial finance into a newly created market segment of high-
impact, lower-risk SMEs. This is market creation, not market distortion.

What Drives SME Lending Rates—and why a low cost of capital is a Smart Market
Correction

To understand why affordable capital is essential, we must unpack the anatomy of SME
lending rates in the Global South. What costs are real? What risks are overstated? And why
does choosing a low interest rate, such as 8-10%, represent a rational midpoint, not a
distortion?

In many African countries, SME borrowing costs are currently far higher than 8-10%. Local
bank loans to SMEs commonly carry annual interest rates above 20%, and microfinance or
informal loans often start from roughly 25% effective annual rates’. These high rates
reflect a mix of genuine costs — inflation, funding and operating expenses, and credit
losses — and market failures. A critical question is: what portion of high interest rates
reflects genuine cost and risk, and what portion is inflated by market inefficiencies?
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Understanding this breakdown highlights where interventions would have the greatest
impact.

The core cost components of interest rates include'®: the risk-free cost of capital (which in
some African markets is high due to inflation and government borrowing demands), a
premium for expected defaults, maturity, and illiquidity, administrative and operating
costs of making small loans, and a profit margin. Market failures then add further padding
beyond these fundamentals. For example, lenders' perception of risk may far exceed
actual risk due to information asymmetry, while limited competition allows wide interest
rate spreads. These produce a "risk perception premium" — an effective interest markup
caused by the market's failure to price risk accurately or deliver credit efficiently.

Additionally, maturity and liquidity premia push up SME borrowing costs: longer tenors
increase lenders' exposure to uncertainty, while SME loans are typically illiquid because
they are difficult to standardize, securitize, or trade in secondary markets. Lenders require
extra compensation for both duration risk and illiquidity, both of which are priced into
higher interest rates. It has been observed that African SMEs often face an additional risk
premium simply for operating in higher-volatility markets, beyond what their objective
performance would warrant',

Unpacking the market-failure portion of interest rates reveals the scale of the opportunity.

If, for example, half of a 20% interest rate is attributable to avoidable factors — overly high

operational costs due to outdated processes, or inflated risk perception due to thin credit

histories — then addressing those factors could theoretically cut rates significantly. Below
are the key cost components'® and their associated market failures:

Cost of Capital: The base cost of the funds being lent. In many Global South
countries, this is high because risk-free rates are elevated — 10-year government
bond yields in East Africa, for instance, can range from 10-17%"¢, reflecting
inflation expectations and country risk. A lender must at least match these rates to
attract funding. Where funds are sourced in foreign currency, hedging costs add
further to this base. Crucially, the absence of a thriving SME sector and middle-tier
economy is itself what drives high sovereign borrowing costs — the missing middle
creates the very market failure that inflates the base rate.

Operating and Administrative Costs: The overhead of servicing loans — salaries,
branch costs, credit analysis, monitoring, and collections. For small SME loans,
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these fixed costs represent a large share of the all-in interest rate. Reaching
dispersed borrowers, conducting due diligence on thin credit files, and processing
many small transactions is labor-intensive, and lenders pass these costs on
through higher rates. The key market failure here is the absence of efficient delivery
mechanisms: fintech, mobile money, and economies of scale could dramatically
reduce loan servicing costs — directly enabling lower rates.

Risk Premium (Credit Risk): The margin built in to cover expected loan losses and
compensate for the probability of default. For SMEs without collateral or formal
records, perceived default risk is high. Weak legal systems make collateral
enforcement slow and uncertain, prompting lenders to demand high collateral or
charge higher rates to cover anticipated recovery costs'’. Information asymmetry —
limited credit history data on SMEs — means lenders cannot easily distinguish safer
from riskier borrowers, so all SMEs pay an elevated average risk premium. The only
sustainable solution to this information deficit is a functioning market: track
records are built over time, and credit histories accumulate. The market must
therefore be created first.

Liquidity and FX Risk Premium: A premium for the difficulty of exiting SME loan
positions and for currency risk. International lenders offering loans in local
currencies such as the Kenyan shilling or Nigerian naira must contend with the risk
of currency depreciation; where hedging is too costly or unavailable, this risk is
priced into higher interest rates instead. This is a market failure of incomplete
financial markets. A further vicious cycle operates here: the absence of an SME
finance market means too few businesses grow to scale, undermining the sovereign
currency flows — through local production and trade — that would otherwise
stabilize exchange rates.

Profit Margin: Lenders add a margin to ensure a return on equity. In competitive
markets, this is typically thin — 1-3%. But in segments with limited lender
competition, as is common in SME finance across the Global South, wider spreads
can persist. This is a textbook market failure of oligopolistic pricing. Generally,
however, the evidence suggests that most interest paid by SME borrowers is
absorbed by costs and risk provisions rather than excess profit.

In summary, several market failures and structural issues — information asymmetry,
limited competition, high operating costs, macroeconomic instability, currency risk, weak
legal systems, and behavioral bias — drive SME interest rates well above the level they
would reach in a well-functioning market. A significant portion of current SME interest
rates — potentially several percentage points — is attributable to these failures rather than
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fundamental cost or risk. By targeting these inefficiencies, stakeholders can progressively
bend the cost curve downward.

The next crucial step in this debate is the accurate pricing of risk: removing perceived risk
from the cost of capital calculation and further adding an accurate discount to this rate as
aresult of an asset’s resilience-building nature and activity. In an important collection
action, the entities the authors work in are actively working on this.

A case for Global North resilience

Too many Global North investors continue to avoid investing in the Global South, operating
under the entrenched belief that geographic distance insulates them from southern risks.
This belief persists despite mounting evidence that people, carbon, and food flows do not
respect the distinction between "Global North" and "Global South." That we share one
planetary system — interdependent across a multitude of smaller, interlocked, cross-
border systems — is now deniable only by the most willfully self-deceiving.

The market failure to fund SMEs in the Global South has severe consequences for the rest
of the planet. The Global South is home to most of humanity, along with much of the
planet's remaining forests, biodiversity, food systems, and freshwater sources. Failure to
ensure the Global South can adapt and grow sustainably in the face of climate change
represents the most serious existential threat we collectively face. The Global South will
not be able to adapt unless its economic systems achieve sufficient resilience for a world
that is 2°C warmer — and that requires the widespread scaling of SMEs within those
systems. Not unicorns, multinationals, or high-tech innovation — rather, everyday SMEs
that grow slowly and steadily, generating positive societal and climate outcomes that
governments cannot or will not deliver on their own. This is, after all, the animating idea
behind impact investing.

Affordable SME debt is therefore essential, not optional. SMEs that obtain it generate
public resilience returns that are not currently captured in private lending models. Whether
itis reducing crop losses through drought-resistant farming, keeping health clinics
powered via solar mini-grids, or preserving fisheries for future income, these SMEs
function as decentralized nodes of adaptation and risk absorption. This reduces the strain
on governments during crises, lowers humanitarian aid needs, and prevents the future
failure of public infrastructure and insurance systems.

Concessional finance must therefore respond to the market failure in SME finance. Itis an
intervention that seeks to reconcile profit-making with positive outcomes — specifically,
the costs of building resilience. Where no functioning market exists, concessional finance
is the only way to deliver funding that enables both. It is also the most important tool for
generating the evidence of resilience-building needed for markets to eventually price
assets more accurately — recognizing the negative externalities generated by pure profit
maximization, and the genuine risk reduction achieved by sustainable, impact-oriented



lending. The former approach — profit maximization with negative externalities — prices
risk at the enterprise level, ignoring how financing one SME can mitigate multiple
downstream vulnerabilities across a system. The latter — sustainable profit-making with
positive externalities — assesses the real risk of assets, recognizing that affordable debt
reduces not just the likelihood of default but also future systemic risk, creating a virtuous
cycle.

Conclusion: Catalyzing Markets for a Resilient Future

Lending to Global South SMEs at a lower rate of interest is neither charity nor market
distortion — it is a strategic correction of chronic financing gaps and structural market
failures. By providing moderate concessional capital, SMEs are enabled and incentivized
to scale and deliver essential social and environmental outcomes. These range from direct
project outputs — clean energy production and enhanced food security — to broader
societal benefits such as improved access to healthcare and education.

Providing debt at this strategic leverage point aligns development impact with prudent
financial management. It ensures capital preservation, paves the way for private sector
participation, and embodies the principle of minimal concessionality by deploying only the
subsidy that is necessary. Numerous blended finance initiatives have demonstrated the
capacity of this approach to mobilize additional private capital, significantly magnifying
development outcomes. At scale, resilience-building SMEs provide essential agency in
achieving system-level risk reduction. As evidence accumulates of this risk reduction,
market rates adjust downward until concessionality is no longer required. Concessional
catalytic funding enables the creation of a new market that scales resilience through
impact-creating SMEs. Each dollar lent at concessional rates ripples outward, generating
employment, positive climate outcomes, greater social cohesion, and a reduced fiscal
burden on governments and public institutions.

Offering SME financing at strategic concessional rates constitutes sound economics and
visionary development policy. Rather than distorting the market, it corrects existing
imbalances, fosters new markets, and facilitates the transition of currently excluded SMEs
into bankable portfolios — ones that sustain themselves, support the systems they
operate within, and produce risk-adjusted returns. The long-term result is a resilient,
inclusive financial ecosystem firmly aligned with the global SDG agenda, benefiting
investors, governments, and communities alike. Proactively bridging this financing gap
through the rapid and widespread deployment of appropriate finance empowers SMEs to
drive the impact needed for sustainable, resilient, and equitable global development —
and to produce the long-term investable markets that private capital needs.



