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Mr. Geoffrey M. Wilson January 2, 1964
Leonard Rist

Some policy implications of the study on loan charges.-

The study on loan charges is intended to spell out the issues but
not to make specific recomnmendations. I would, however, like to
submit to you some of the conclusions I have drawn from our
scussion in the Committee.

B

the Bank. This means that loan charges could be reduced. On
the other hand, there seems to be a good chance that another alterna=-
tive will be adopted, namely the allocation of part of the smrplus
earnings to the neediest developing countries, probably through IDA,
Assuming the amount thus transferred at the end of the fiscal year
1963-64 is around $50 million, this would mean that additions to
reserves out of net income would be reduced by a sizeable amount.

Two other factors will affect additions to reserves. First, according
to the administrative budget, expenses plus services to member
countries may well rise by some $4 to $5 million this year. Second,
the President's memorandum of July 18, 1963 to FPC recommends that
the commitment charge be lowered by one-half. This point ig discussed
in para.62 of the memorandum on loan charges. If action is taken
on it, the decline in earnings should be of the order of roughly

$5 million a year.

These three factors taken together would result in a reduction of
the amount of earnings available for reserves (and lending) f£rom
$83 million in 1962«63 to perhaps around $20 million. This would
seem to be a minimum if the Bank is to adhere to its policy of
showing a “"satisfactory" rise in reserves from year to year. It
would appear to preclude for some time at least any consideration
of a largertransfer to IDA or any lowering of Bank charges.

There is, however, an element of artificiality in the manner in
which the Bank's profit and loss account is established. The
income from the special commission, which was $32 million in 1962-63,
and should be around $35 million or more this year, is set aside
in the special reserve and not included in net income. In my view,
this practice could be discontinued, the special commission should
be abolished and incorporated in the rate of interest. This would
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L. The purpose of this semorandum is to descride the
charges imposed on borrowers either for IRAD loans or for
IDA credits, how these charges have varied in the history
of the Pank, and the discussions which in the past have led
to the detemmination of the level of these charges or to
changes in theiy level. This will be the subject of Paxt I.
vart LI descrikes the suggestions which have haen pade to
wodify the present loan or credit charges and sets forthéhe
argusents for and against.

EART I ~ PREGINE SLIVATICN
2. The Pank requests its borrowers to pay a munber of
diffevent charges. In this chapter these charges will be

defined and their history reviewad. In Chapter II the past
discussions relating to thesm will be summariged.
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3. As a preliminary, it may be relevant to point cut that
the bank does not charge its hborrowers certain fees or
expenses which they would have to pay Af they were floating
a public issue. First, the Bank has never charged its
borrowers for expenses incurred by it for the preparation

of the loans or for and-use supervision. There was sowe
discussion at the very outset (1946) as to whether some
compensation should be paid for these services, and the
question was left open. It haa not been referred to since
that time, however, and all such outlays are treated as
general administrative expenses of the fank. Second, interest
becomes due at the full rate not at the time of the contract,
but only when the woney is actually disbursed. Third, there
is no bankere' commission payable at the time of the contract.

4, The charges incumbent wpon the Hank borrowers include:

a) interest,
the special commiseion,
the cowndtwment charge,

d) & special charge on “unqualified agreement
to reinduree”,

e) a premium on prepayment of loans.

The last two items listed can hardly be considered charges
materially atfecting the recurrent cost of borrowing from
the Bank., The special charge on “ungualified agresment to



3.
reimburse” is only levied when the Dank commite itself irve-
vocably to a manufacturer or a Bank which then can issue an
irrevocable letter of credit with respect to specific disburse-
ments. The level of this sexvice chavge is now 1/2% and its
history is sumarized in Annex I, As to the premiums payable
in casc of anticipated redemption, their rates are comparable
to those prevalling in the financial market, and their main
purpose is to assure private holders who may purchase the bor-
rowers obligations that prepaynent will carry a premivm as is
currently dome in public isgues. litherto the Bank has always
agreed to waive these premiums when obligations held by it weve
prematured. The discussion will, therefore, concentrate around
the firet three items. Their history is sumarized below,

5. The Articles of Agreament give no other guidance as to what
that its conditions should be "sultable” and "reasonable“. It
is thevefore a matter of policy to be determined by the loard
of Iwecutive Directors. This policy was defined on the ocvcasion
of the fizst Bank loan (May 1947) as follows: the intevest

of intersst that it would have to pay for money at & term
siallar to that of the loan.” @)

(1) 5=97, April 1947 and vevision of Febzuary 1948,
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The maxabn of L/4: war originally intended to assist the
Bapk in covering administrative expenses. It has, however,
not always besn applied rigorously and the L/4% has in fact
played the role of a safety wargin to ensure that the rate
charged would not be below the assumed cost of the money

to the bank. Attached as Annex Il is a chart which compares
the interest charged by the bank for long~term loans with
ﬁ“bhudmndw‘?}‘um
the fact that the bank usually raised loan interest rates
more slowly and lowvered them more rapidly than a strict
application of the policy mentioned adove would have required.
As a result quite frequently the Bank has not charged a full
1/4% over the vate it would have paid at the time of lending.

6. The zate of interest - including the margin of L/4% - was,
early in 1347, 3 1/4% for long~term loans. Following wazrket
fluctuations, it reached a peak of 5 1/4% between Pebruary
and March 1960, It now stands at 4 1/2% effective since
Septewber 1963. shorter term loans cowmanded a slightly
then, in line with market conditions, lending rates have
been uniform irrespective of the maturity of the loan.



5.
Annex III gives in tabuler fomm the full histosy of the
interest rate charged by the Dank over the years. It should
be noted, however, that the figures quoted in this Annex
include the special comisaion of 1% dlecussed in the next
paragraph,
7. The fpegial Cowmiamion is provided for by Artiele IV,
Sestion 4 (a) for a period of ten years. Its proceeds aze
t e set aside in liquid form as & “special reserve”. The

-u-l-.u:m-u-ua—umn-
mmmmum“m
full interest m-mmh—u—
mmmnmmmnm&—.mu

& part of it had not been disbursed. But the Bank undertook
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to refund to the borrowsr the intevest earned by it om its
liguid assets held against the undisbursed cossltmeents,

This couplicated systam was dvopped in August 1950, when
the rate was fixed at 3/4 of 1%, It has not been changed
since then (1). It is slightly lower than the rate of 1%
usually quoted by commercial banks and also applied by I.F.C.

Chagtes 15 - Past Siscessions Felating S0
B Shasges

9. Past discassions conowning Pani charges can be divided
in two distinct oategories: those relating to specific
technical problems and those relating to their ovesall level,
,mm—mmmmumunn
the other spacific component of the charges, interest,
apecial omsslssion ox commitmant charge. Specific technical
A~ Specifhc feclodcal rroblens
a) Uhacshelrasian aond souEcas 2L Suda
10, might Swom the beginning (1946), it was agread that
1t would be impossible to charge different rates sccording
0 whether the kank was using its own capital funds or

(1) It comes into effect 60 days after the signing of the
lomn contyact.
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borrowsd money to finance the borrowsr. This would have
amounted te treating the borrowers differemtly accewding
to the source of funds, and could have allowed for a system
of “first come, best served” which could not be justified
in a coopesative organization. For the same reasom, the
special commission which, according to the Articles, could
have been levied only on loans made out of borrowed funds,
was levied on all borrowers, irrespective of the source of
funds .

1) DhSCEARLGRATIOD AROnE LOIIDVeEs

il. 'Tbe Articles of Agrosment do not refer to that particular
problem. Like the previous one this was strictly a policy
issue to be decided upon by the Smwecutive Directors. Their
answer (1) was that there should be no discrimination among
borrowers, either as to interest retes or commission, At
that time the problem was whether the countries considered
as greater risks should be charged higher rates than those
with better nrospects. The arguments against discrimination
ware two. Firet, it is practically impossible to sppraise
the risk differemtial, this being a matter of judgment
rather than computation. sSecond, and this is slightly

(1) comeittee on Financial Policy, P-44, Hovembex 7, 1946,



a.

contradictory with the previocus argument, the pre~ar
practice of the private market had been to chaxge wore for
higher risis. It had proved self-defeating,as it is dangerous
to impose too high a rate on a woak boxrrower.

<) phfferentiation as between maturities:

12, This was oviginally takem for granted on the basis that
it reflected sarket conditions. As pointed out in para. 5,
such a 4ifferentiation lost its significance after 1956,

4} piffereutiation a8 bekween curredglas leat

13, There were sowe discussions in 1946, 1947 and 1942 as
to whether the Fank should apply different rates according
to the currency in which it was lending. In Lline with the
principle that the lending rate is to be adjusted to the
borrowing rate, it seemed natural at the time to conclude
that in the cases where currencios other than dollars become
available, the lending rate shouid be adapted to the conditions
prevailing in that curremcy's financial market. This has,
however, not bean the policy. Iiscrimination among borrovers
according to the currency borrowed has been avoided. The
reasons are the same as those which made it impossidble to
discriminats between loans wade out of the Bank's own funds
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and those wade out of borrowved funds (para. 10 above). In
practice it makes no difference from the point of view of
the financial position of the Bank, Iorrowing in high rate
financial markets has been kept to a minime, bonds were
mainly issued in U.S. dollars, and the average cost of all
borrowings has generally been equal to the average rate
on our V.8, § bonds.

14. similarly, the gpecial commission was the subject of
some technical discussions - quite aside from the problems
of its level or of its continuance after 1956, which will
be dealt with under “Cencral level of charges”. The main
technical issuss were:

a) should the commission apply to loans made out
of capital as well as to those made out of borrowed funde’

As indicated in para. 10, both categories of loans were
treated on the same basis.

b) if the commission came to be changed or eliminated,
should these changes be retroactive’ The Articles of Agreement
on this point are not wandatory (1) and no decision has been
necessary since the commission has not been modified, but

suggest

past discussions in the Loard /ssescescotemtboats: that several

(1) See Nemorandum of the General Counsel, R-57-4 of Jam.8, 1957.



directors weve inclined to make any changes in the commission
applicable to past as well as to future loans.

c) can the conmission still be charged after an
chligation is sold out of the portfolic? The answer is
unequivocally affirmative but as long as the loan contracts
clearly distinguished between interest rate and special
commission, it was necessary to obtain the agreament of
the borrower to a continuance of the commission. Sines January
1949, howsver, the loan contracts bave merged intevest and
commission into one single figure and no question has arisen
in this respect. \

135. vith regard to the gogmitment charge., the history related
in para. 8 underlines the fact that the Bank has wodified
its policy as concesns this item on meveral occcasions. The
principle of a compitment fee has, howsver, never been
disputed. R rests not only on traditional banking practice
but on the wish _

a) to find a substitute for charging full interest
fyom the date of effectiveness, since it was
recognised that disbursaments wight often be
fairly slow;

b) nevertheless to afford the Pank some compensation
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for paying interest on the funds borrowed by it
for lending purposes;
¢) to induce borrowers to withdraw funds frowm the

loan account at the earliest possible date.
Most discussions about the commitment fee have centorsed
around its level. Except in 1947, vhen the argument was
nade by some directors that a high comsitment fee would not
be justified for “development Loans® because slow disbucrse-
ments were inevitable and that a high fee would not be an
effective incentive, past discussions have usually not been
on the technical aspects. lLooking backwards, itis sowewhat
sarpeising to find that when ia 1950 (1) the rate was reduced
to its present level, the argument rested mainly on consider-
ations relating to the Pank's carnings. 6Gince then, there
seems to have been little discussion on either the principle
of a commitment charge or its level.

® - general Level of Charges

le. wost discussions relating to the three main charges
{interest, spocial commission and cowmitment charge) revolwed
around thelir aggregate Level and their impact on the Pank's
borrowers on the one hand, and on the Pank's earnings and

(1) See R-367 of August 11, 1950,
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reserves on the other., These two aspects of the problem
will be treated separately.
1) iffect of Papk chaxdges on horrowers:

17. It is enly matural that the level of service charges
be a matter of serious concern to the borrowing countries.

The increase in the foreign debt service burden of many
developing countries over the last 10 years has been notoed
on several cccasions and hardly needs to be commented on
any further herxe. Servicing a foreign debt weans both
setting aside a fraction of the foreign exchange ecarnings
and giving up part of the national income (and in case of
a govermsent loan, part of the national revemue)., It 4is
good policy for a borrowing country to try to reduce to a
minimae these deductions from curremt availabilities.
Furthermore, a reduction in interest rates is in genexal
even more effective in this respect than an extension of
redemption terms. In FPC/63-13 comparisons have been made
as between various type loans by discounting the present
value of all annval payments at 10%. Applying a reduction
of 1% on Antevest xate (fzom S5 L/2% to 4 1/2%) has a sizesble
effect on the total charge. Using the same examples as
in FPC/63~13, the figures are as follows:



Type af after full Interest Present amwal
loan disbursement rate value HETVIOCR
B e o i M
IBRD loan 20 none S V/as 617 8
4 1/a% 581 89 - 7,8%
payable from date 40 & yoars S /2% 519 69
of disbursement | 4 /3% 421 62 - 10%
IEAD loan, interest
capitalized over 40 6 yoars 5 /% 396 199
grace period 4 /2% 293 90 - 17,4%

higher than the interest (including commission) charged by
ﬂ“ﬂ”hﬂ““h“ﬂhm
countries. But the purpose of the Pank is to foster develop-
went and its contridution is all the greater if it not only
wakes capital available to its borrowers but also allows
them to take advantage of this diffevential to hasten their
development. The groater the margin between cost of capital
and return on capital, the gremter the service rendered to
the borrower. The borrowing countries would therafore
benefit by lower charges on loans.

19. Comnversely, it is egually to the intevest of the
borrowing member countries of the Dank that continuity
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of Pank operations be fully ensured. The Fank should always
uuumummuu&-um
incremsed lending operations. An increase in its own funds
available for lending and a well assured market Sox its
bonds are ciearly to the advantage of its borrowing wembers
as well as of all its shareholders ox of its existing bond-
holders. ihis implies a reasonable level of carnings and
PESeYVes, and the charges are the main source of earnings.

1) aandnae and Resexves Policy:
20. e determination of an appropriate level of saxnings
Bl pesdEves has been a constant preccoupation of the Dank.
sver since L346, the need o accunulate Some reSEIVes was
recognized; in 1947 the Committes on Financlial Pelicy
mentioned the desirability of accuwmlating reserves and
poseibly of distributing a small dividead (1). In Jamsary
1950 = in connection mot with iatevest rates bat with the
commdtment fee - & target was mentioned for illustrative
puxpoges of 34 net earnings on the Bank's own capital used.
Again in 1956/57, when the decision was taken to countinue
the special commdsslon after Jume 26, 1956, the level of
reserves was the main consideration (2).

(L) B~7L of Jomwary 17, 1947,

(2) T™wo important papers were distriduted at the time, one by
My, Nachado, dated January 24, 1957 (Sec.iemo,57-16), the
other fyom the Mansgement, dated June 4, 1987 (R$7-39),
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2i. The need for a satisfectory level of earnings and
reserves arises in the first place out of the nend to
protect the Dank's shaxeboldexs. The greater the reserve
guarantes capital will be cailed upon to meet the bank'y
obligations. True, it was recoguized that “neither the
conparable institutions afford any basis for devising a
formula to determine the “proper” level of reserves for

the lank" and "the level of reserves is of less importance
than the fact of their continued accumulation... at what
=ay be considered a satisfactory rate.” In other words,

it vas not possible to assign an ideal level to the reserves.
Various formmlas had been tentatively exmuined. one of
them (1) suggested that the ideal level could be 30% to

50% of the cbligations of the Bank's biggest debtor or

of the economic area which owes the bank the diggest debt.
Mmttedly, however, such formulas could only be indicative.
They could not be considered either rigid or permanent.

The more the Jank lent out of its own funds, capital oz
reserves, the less the rigk for its bondholders and therefore

(1) Mr., dachado's Jemorandam (Sec.Memo,$7-16).




22. At least as important as the protection of the Pank's
shareholders was the need to establish and maintain its
credit standing. All along one of the Dank's aims vas to
convince fhe maxket that it was following a reascnable
finaneial policy and doing its utmost to prevent an impairment
of its own capital. It was isportant to show that “the
earnings coverage available for the service of Pank bonds”
was being extendod. Dullding wp reserves was also evidence
of “financial soundness and of (the Fank's) ability to ride
out pariods of payment dlfficulties or even defaults on the
part of its borrowers.®

23. In addition, something mew had emerged in 1957, The
wargt for forsian bonde was experiencing a revival. It
was important that the Bamk should not deter borrowers from
calling on the market by offering rates far below those
which the market would have been gble to offer. True, the
mmber of countries involved was not very great. Omly
suropean industrialized countries, Australia and Japan
were in a position to revert to this classiosl wethod of
financing but the Bank was encouraging them to meet their
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neads through ~jeint operations” and ilater thwowgh rooourse
to the market without dorld Pank assistance. A decision

as to whether the conditions undex which foreign bond fssues
could be sold ware "reasonable” compared with vank texrms
was of course a matter of judgment.

24. In short, the general level of loan charges has been
deteminod by taking into account three important consider-
ations: a) showing a satisfatory earnings coverage, b) accu-
sulating reserves, ¢) staying in step with the market. e,
other factors than loan charges have a direct influence on
net earnings and resexves. Such are the Pank's adeinistrative
expenses - including cutlays for services to wesber countries.
Anocther one i the liquidity policy; the greater the amount
of quick assets held by the Pank, the lower the carmings

at the full loan rate. Also relevant ave the types of
investment ocpportunities the Pank finds for ite cuick assets,
the bhiend of bonds and notes it has outstanding at any given
time, the conditions under which sales out of portfolic can
be made and, of course, the dividend policy. It is not,
however, the purpose of this memorandum to go into these
aspocts of the Bank's fisancial poliey. It is concerned with

loan charges, and they have a direct influence on earnings and reserves.



————a

25. As pointed out in para. 18, the amount of the service
charge assumed dy the borrowing country is inversely related
to the bemefit widch 1t can draw from foreign capital isports.
During the last war, begimning with lLend-iease, and since
then, lightening the service burden imposed on the capital
recipient countries has beon a matter of major concemm.
Grants have been a constant feature of bilateral assistance
both for reconstruction and for development. Special loan
conditions were granted by the U.S. as early ae 1946 (1),
various Curopean countries have also on wany occasions
granted terms distinctly below the cost of the money to
them, Fisally, the organization ¢f IDA was a clear recogni-
tion that the availability of capital at low rates and on
long repaywent terms was necded by a ramber of developing
countries.

26, The Articles of Agreement of IDA, which came into
force in September 1960, provide for a considerable amount

texm zate paid at the time by the U.S. Government (2 ) .
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the organization is to provide “finance to weet the important
developmental recuirements (of the less developod areans
included within its membership) and bear less heavily on

the bhalance of payments than those of conventional loans”.
Article V provides that the financing out of initial subscript-
tons “shall take the form of loans® but the report of the
sxecutive Directors accompanying the Articles specifically
points out that the broad language of this Article allows

for ‘lenient temms of vepayment” and "lending free of interest
or at a low rate of interest’, or “some cosbination of the
foregolay .

27. The losns ox, as they mre curvemtly ealled, the “eredits”
of IDA have all been on the smes basis: 50 years with ten
yoars of grace. They carry no intevest and no commitment
charge. However, a “ssxvice shasue” of 3/4 of 1% p.a. is
paysble in foreign exchange on the disbursed and outstanding
amount. ‘hen these tearms wers discussed by the twecutive
pivectors (1) it was made clear that the service charge

is designed to provide IDA with income with which to meet
administrative expenses, There was some discussion as to
whether a charge of 3/4% would be sufficient or excessive

(1) rebruary 1961.
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f&r this purpose and it was agreod that its level would
be reviewed fyom time to time in the light of ewperience.

28. In the thvee years of operations, adainistrative
expenses allocated to IDA have actually been far in excess
of the income arising from the sarvice charge. The coverage
was nil the first year, 1.4% the second, and 14.4% in 1961/63.
Income from liquid funds was, however, large enoush o
allow IDA to operate at a profit. So suggestions have been
made to review the level of the service charge.

it oy
29, before discussing in detail the various suggestions
mmh-ﬁumnﬁmuw
changes in Bank loan charges, it may be well to review
the present financial positiom of the Bank, It reveals
some midbstantial changes since the last thorough sxmamination
of the level of charges was undertaken in 1956. The
expiration of the first ten years of operations of the Bank
(Fune 1956) was the occasion for this dlscussion. Two
main guestions were considered at the time. One was whather
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the 1% comeission should be reduced or even eliminated,

This would have decreased or even stopped the growth of

the special reserve but would have left the supplemental
reserve virtually unaffected. The other one was whether

a dividend should not be distriluted, which would have
reduced the growth of the supplemental reserve or of whatever
reserve or surplus account net carnings could be allocated
to. o change in policywss, howvever, made at the time.

30. Sinee then ene thing certainly has not changed. The
Bank must rely on the bond market if it is to contimue
lending. o substantial or quick increase in ite own funds
mhmg‘}mw (now 9%) capital which can be wade
available only very slowly. leserves accwwulation and
repayments on outstanding loans are fax from sufficient
even to maintain the level of lending. It is, therefore,
just as important as in the past to convince the potential
subscribers to the institution's bond issues that its
earmings ceverage is satisfactory and that it does not
undextake financing which could be undertaken by private
investors. Hevertheless, the accounts of the Bank as of
now are in such a shape that it can only inspire confidemce.



2.

3i. In the last six years the changes have indeed been
quite substantial. First, the capital of the Dank was
doubled in September 1939, thus raising the guarantee
capital more than twice and the U.S., 80% (now 90%) which
was $2,540 m. is now $5,715 million, Second, & munber
of other countries have improved their credit to the point

where, in the eyes of the market, the U.S. would be supported

by the other countries 4f the guarantee capital had to be
called. As a result of thess two factors, the funded debt
which bas more than doubled, increasing from $1,200 m. to
over $2,500 m., still seems quite modest in relation to
the guarantee capital, which was not the case in 1957.
Thizd, the ssount of so-called 18% (now 9%) capital wade
available for lending has increased from §1,000 m. in June
1957 0 §,1,500 m. in June 1963, VFor this reason alene,
the earning capacity of the Bank would have increased.
$289 m. (of which about $9¢ m. special reservel. %o
Pank's own funds available for lending, and consequently
its earning capacity out of its own funds, have almost
doubled. Vifth, since administrative expenses - even
including tecinical assistance o mesber countries - have
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only risen at the same pace, the rhythm at which reserves
are accuslating has accelerated, They increased by sbout
$50 m, in fiscal year 1957 but by over $110 m, in 1963,
According to the projections prepared in December 1962 -
which assume no change in the present financial policies
of the Pank - total reserves could rise by some 5140 million
in 1967/68 and by some $180 million in 1972/73. Finally,
IoA has been crganized. Since its vexy purpose is to assist
in financing the poorer countiies, it can either substitute
for the -orld bBank in wwertaking what say have been consi-
dered risider types of financing or participate with the
Lank in lending in that area.

32. Accoxding to the same forecast, Af the Dank maintaing
its present policies, continues to lend at the rate of
§700 million p.a. and to sell out of pertfolico at the rate

of $300 m, total reserves would xeach the:$1,.000 mdllien by 1565
and the $2,000 million

/ waxk by A973. As shown in Annex IV, it also moans that

over the next ten years, just as today, the Bank's own
funds (capital available for lending plus all resexves (1)7
would remain roughly egugl to total indebtedness (1 to 1
equity debt ratio) and would still represent about one-half

(1) i.e. including the sprecial resezve which is, however,
not available for leading.



of all leans outstanding. This prospect seems to open up
an opportunity to reexamine both the rate of resezve
accumlation and the level of earnings.

33. A mumber of suggestions have been made concesning

the use to which earnings can be put. 7They all imply that
reserves would rise more siowiy and incliude sueh proposals
purposes (e.g. education) and allocations to LDA or 1iC or
to a special und for general grants and technical assistance.
All these have been or are being discussed elisewhere and
will not be reviewed here. A mmber of other suggestions
ﬁmuummm“uu-ﬁwfﬂ
borrowere. They will be reviewsd in Part IIX.

34. A mmber of ideas have coms to the actention of the
Hank ovex the recent monthsa or years tending to modify
the pattern of loan charges as described in Part I. They
fall iuvto several categories. A first set of proposals
would atfect the interest rates (including commission)



charged by the Pank, either by an across the board lowering
of these rates, or by discriminating among borrowers or
projects. (Chapters I to IV). Most of them would emtail

a reduction in sarnings, eccept for one growp of sugyestions
which entails the assumption by third parties of some of
the sexvice burden of the borrower (Chapter VIII). A second
type of proposal comcerns specifically the level of the
commitment charge (Chapter V)., Finally, a third type suggests
that a “Special Fund® could make assistance svailable to
menber countries on lenient teyws (Chapter Vi), or that IDA
tems of lending could vary according to circumstances
{Chaptex VII).

s cines s o

35. "he casa iB faver of a reduction of interest rates
(including comsission) rests on two grounds. first, as
mua—-ﬁ‘—%/}auuuumnh
borrowing countries to reduce the amwal burden of their
foreign debt. by placing their credit at the disposal of
the institution theough the 80% (now 907%) guazantes capital,
the sharsholders have stated thelr istention to allow all
smbors to bencfit by the credit of the wost prospercus
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ones. lNoreover, by organizing IDA and bleading IDA credits
with its own loans, the lank recogniwed the isportance of

reducing debt burdens. Should the Bank not comtribute to

it in its own operstions’ Second, the Bank could afford

a reduction. Present rates laply a mavgin of 1% to 1 1/4%
over the assuned cost of the money to the Bank, vhile one

half of the funds engaged in operations are the Fank's own
capital and reserves and represent no cost to it. Roflucing
the rate by L%, for instance, would still allow the Dank

to sarn encugh to accumulate resorves.

36. The gruuments aoainst a reduction in rates relate first
to the market reaction te such a policy. Present lending
rates ocan havdly be called axcessive. They are below the
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“give aways . In the secend place, the earnings of the
Bank would be affected perhaps wmore severely than the
preceding paragraph assumes. A one point reduction in
interest would mean a 540 million decline in net eaxnings.
This would reduce the not earnings coverage of fiwed charges
from over 2 to around 1.7 times. True, the reSeIVe ACCWN-
iation would still be important (about $70 nillieon), dut
only on the asmumption that this balance is not otherwvise
allocated. In additien, projections show that, still
assuning that all net earnings are allocated to reserves,
a one podnt reduction in intevest would maan a reduction
of about $60 to 70 million in 1973 earaings, while the
coverage of fiwed charges by net sarnings might be around
4.5 times or @ Little more. A thizd chjection arises frem
the fact that sales out of portfolio might be seriously impeded.
The lowex the lending rate, the less attractive the borvowers'
to take severe losses at the time of the sale. Finally,

a subsidiary point shwuld be mentioned. Reduckng the lending
rate on ali outstanding loans would benefit all present
debtors on the basis of their past ability to boxrow from
the Bank and without regard to thelr developmant needs.



37. The arguments mentioned in the preceding paragraph
would of course carry less wolght if the reduction in rates
were ssall, say L/4% or 1/2%, instead of 1% or 1 1/4% as
assused earlier. bven allowing for the danger that the
warket might interpret this as a first step leading to a
further decline, the word “give sway” could hardly be used and
the impact on saxnings and reserves would be mach less.
similarly, ome could conceive of a reduction in rates which
would affect only new loans and leave the past ones unchanged,
“hile over the years the effect on earnings would become
heavier, in the first year the impact would be negligible
(voughly §7 million for & one point veduction and §3 to 4
silldon for o 1/2 point veduction). Again,the fspact on
earnings and on the market would be reduced if certain
borrvowers only benefitted by a reduction. This brings wp
the problem of discrimination which is discussed in the
next chapter.

Chaptex 11 - rxoppsals involvine

placxipination srong FOrLowary
38. Two factors have come Lo Light recently which have an

important bearing on the external borrowing policy of mesber
countries. One is that several countyies which were able
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to float public issues today find it impossidle to raise all
markets are narrow compared with the needs of these countries
and New Yoxk is not as recaptive as it used to he to foveign
issues. Jence a natural tendency on the part of certain
industrialized countvies of “urops, Australia or Japan to
turn to the ‘orld Pank for assistance. 7The question thus
“m'ﬁmmmmmu
than it charzges developing aountries which have no access
to the maziket., The other factor is that it is incveasingly
recognized that several developing countries may be threatened
by a diminishing borrowing capacity, sither becauss thedr
foxeign debt service is growing oo fast or because extexnal
payments difficulties may de foreseen, ur both, Here another
question ariges, namely whether the Pank ghould not charge
them lowex rates than its current cnes, in order to alleviate
the burden of the new debt.

395. Poth these suggestions tend to create a dlscrimination
among borrewers. It will be recalled that in 1946 the
principle of no discrimination had been adopted. The Lssue
at the time was, however, quite a different one, namaly
whether the countries which weve the wost likely to experience
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mmummhmuﬂm.
Today the probles is emctly reversed and the question is
whether the countries which the market is not ready to finance
should not be treated wore favorably. Nevertheless, some,
though not all, of tho arguments brought forth in the earlier
days are again relevant. For instance, it had been pointed
oountries over periods of say 10 ox 20 years inwvolved a
considerable margin for exror, and (b) that the Bank was a
cooperative institution and should therefore troat all its
valid.

40. They may, however, be scmevhat less forceful than they
were 15 years ago. The cpexations of the Dank are now
combined with those of IDA. ot only have a certain nusber
of countries (Part I) accepted the thought that they would
only contridbute to,but not benefit by IDA cvedits, but also
the task of distinguishing between bank countriss’ and TOA
countries” is not frowned upon by the Fomrd ox the staff,
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assistance through IDA credits and the measure in which
such “blending” is taking place has created a fourth category
among mesbers. It may thevefore be argued that discrimination
is a fact and could be carried one step further without
doing hamm to the institution. Uniformity does not take

41l. = the other side, the view is held that, wvhatever their
relationship, the twe institutions rewsin separate. 'he Dank
which do not apply Bank teawms, just as it organizes the

coopevation between itself and IDA, Put Pank texms are

menbers and worse, may give the market the feeling that Fank
discussed below assuse that this argument is not considered
valid and that discrimination as such ecould be Bank policy.

The oountries in guestion find themselves from time to time
unable to float public bond issuss. They feel that they
are justified in calling on foreign capital. If the Fank
shares that feeling, it cannot refuse to assist them., But
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since the aall on the Pani is due to the fact that the
market is temporarily unable to satisfy their needs, they
should and can pay the same charges wiich they would have
paid for a public issue. Granting them the sosmandwt lower
rates which the Iank norwally offers would constitute an
undesirable encouragement for them to veduce their efforts
distributing their borrowing among several markets. In
the Ban: ig competing with it. 7he borrowers in question
ave precisely those whom the market would normally be
interested in financing., T™he tesws offered to them should
be close to those vhich the mariet would have acceptod.
rinally, sioce the signature of these horrowers may be
attractive o the warket, the higher the rate charged, the
better the chance that sales out of the portfolic ean be
handled without loss to the Dhank,

43. Acalpst this suggestion, however, it can be sald that
the real juestion is whether lending is justified or not.
True, this is particulariy difficult to ascertain for
advanced coumtries ohdch understandably tend to borrow abroad

where
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makes it attractive. But once the Bask is comvinced that
national mariets vital investment needs would resain in
sheyance, 4t is one of the Pank's functions to satisfy these
needs., This places the countxy in the same position as sny
other mesber. It does mot justify & discrimination against
it.

44, A gaxiaah (1) of this suggestion would envisage the
purchase by the Bank of a bond issue of the borrowss at a
mMnuummmmm
entail if it were floated in the warket. 7o take account
of the fact that the borrower is by definition an advanced
country and that sariet issuss do not usually link bozxowing
ﬂum-mmﬂmummnn
general purposes and be spent in local currency. Selling
arrangenents would be the sawe as in oxdinary IIED loana,
1.0. congultation with the horzower would be necessary before
a sale is effected, This proposal will not be dlscussed
here at this stage.

11) Charslne lead to A develepiRa COMDERY
45. nmmhmﬁu—-&auw
betwean IDA Part I and Part II mesbers. Part I countries

e A T AT

Q u.-.m“-—nnumu.m
(2) Hr. Houssa's mamorandunm dated Jeptember 19, .
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would continue to pay interest computed as at present, of
at an even higher rate as discusscd in paras. 40 and 4.
But Part II countries could have the benefit of a sizeable
refuction of interest from say 5 L/3% o 4 1/2% or even 4%,

46. This proposal could be applied in several ways. Firet
the redurtion could affect new loans only, and not old loans.
In this way it might perhaps be easier to obtain for it
the suppost of/She Past I countries vhich are heavy debtons
of the bant and would themselves be ewcluded from the benefit
of a rate veduction anyhow. This would also have a wach
lighter impact on Pank earnings. On the other hand, it
mast be recomized that this eolution implies a siight
inconsistancy. 1f lending rates are changed without relation
to fluctuations in the han:'s borrowing rates, the oaly
rationaie applicable relates to (he propsective debl poslition
of the borrowers. 7his should logically induce the Fank

to rectnsider past rates as well as future rates,

4/, Another cuestion would be whether the reduction in
rates should be wnifom for all ‘art LI councries, or
variabie sccording to their prospects. the fiwst solution
has the great advantage of being simple and clear cut. It
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allows for famlrly easy earnings forecmst and creates loss
uncertainty in the mariet. The setcond sciution, however,
would allow Sor more fleaihility and prodebly entmil a

48. The argument in faver of the genaral proposition that
some or all Fart II countyies chould enjoy lower rates than
those provedling at present are the following: first, all
the arguments in favor or an across the board reduction in
charges a;ply here also (see para.33). Second, the sacrifice
in tesms of cwmings would be less than if the reduction
applied to all borrowers. Third a comparison with the
market cate is woaningless for Part II countries.

43, The main arguments jgainst the proposal relate of course
to discrimination in genaral (see para.39 and following) and
to a reduction in rates (see para.36). It should be added
that anything that could de called a “low rate" might have
an unfavorable effect on the market, even if it 4id not
apply to all borzowers.

2auk doane accorsing So She Svee ot sralects

590, some of the suggestions made would tend to discriminate
not amony borrowing countries but among projects. Certain
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projects financed by the lank are not self-liquidating in
financial terms. Foads - wnless they are toll yonds -- are
a case in point. IDA terms are such that certain projects
can be financed by it without entailing an additional subsidy
from the borrowing government. Such are education and slow-
yielding agricultural schemes, including irrigation schemes.
Since it is likely that more and more similar projects will
also be presented to the Pank, should one not allow for
especially low rates of interest in these cases’

51. The advantage to the horrvowing country would be that
a subsidy would be avoided. It would not have to provide
out of general public funds the amount required to cover
the differential between the financial yleld of the project
and the cost of borrowing. At lLeast this burdem could be
winimized, Siatlar discriwmination is curremtly being
practiced by several bilateral aid agencies. In the case
of “blend” member countries, IDA will tend to finance the
low-ylelding projects. The proposal merely tends to broaden
the flexibility of the two institutions taken together.

52. The main arguwsent ggainst this suggestion is based on
slightly broader concepts. The Damk finances countries



through projects. It makes cagtal inflows possidle to
facilitate investments of a productive character. Trus,
From the Dank's point of view, if it wishes to act as &
development agency, it is the former rather than the latter
which matters most. Furthermore, the Bank finances only
part of the investment undertaken year to year in any given
country. It agrees - and the whole proposal is based on
that premise - that non self-liquidating projects may be
important emoush to warrant its support. It is therefore
more interested in the agyregate yield of all investments
than in the specific yleld of the projects it finances
itself. It will logically vely on the future aggregate
incowe - real income or public revemue - of the country
for the sexvice of its loans. Thus, there seams to be no
particular reason to distinguish among projects. Distinguish-
ing smong countries is an entirely differemt proposition;
it was discussed in the preceding chapter. An additional
consideration nay be adduced here. It seems unavoidable
that a policy which would tend to veduce loan charges on
low~yielding projects would result in the mewber countries
calling more and more on the Pank for that type of financing.
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They way disregard real priovity investment for the puspose
of borrowing cheaply for low priowity projects.

53. It way properly be pointed out that the proposal could
be doubie-edged. ror instance, high-yielding self-liquidating
projects could be charged a higher intarest rate than low-
yvielding ones. The same ghisctions could, however, still

be offered in this case, wutatis mutandis. In the previous
instance it was proposed that the Fank help the countsy

bear an unfavorable differential in rates of retwrn. Heve,
the idea would be to cut back part of a favorable differemtial.
It is, however, still the aggregate yield of all investments
that matters most. Such considerations have of course no
bearing on private investment but they apply vhere public
investment or investment through the agency of government

azre concerned.
S4. If a refuction in Bamk charges were considered desizable <

sither for all loans, or for certain loans - various wethods
could be applied to carry this out. Since the special
comnission of 1% has not been compulsory sincs 1936, one
of them would be to reduce this commission. Another would
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' be to eliminate it, A thivd one would be to eliminmte the

rate and then reducing the intexest. Finally, a fourth suggest-
ion is to leave charges undhanged but to allov for a refunding
of the special comsission to hoxrowers.

55. The first systes -~ a reduction of the special conmission
by say 1L/4 or 1/2% - would wegult in a decline in total earnings
and in & slow Gown in the bulld up of the special rescrve. The
would increase less rapidly than if the present rate were
maintained and to that extent, but to thavébuwtent only, the
more siowly in absolute teswms. In percentage temss, it could
easily decline from the pressnt 10%, instead of increasing by
roughly ©,5% p.a. as is forecast 1f no change were made in

the Bank's financtial policy.

56. The secund system - complete elinination of the special
cormission § has identicaily the smse results wemept that the
impact on emrmings would be greater and that the special
reserve would stop growing altogother.

57. The third system allows pexhaps for move flewilkility than
the two preceding ones. It does not presume the amunt of the
money to it and the lending wvate. The commission is abolished
but incorporated in the intevest rate. As a consequence, the
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special reserve cannot incremse any further, but emrnings are
affected only to the extent that the aggregate interest rate iu
rodueed from its present level of 5 1/a%. There is no particular
mumnn.umummm.
it constitutes a hlock of liquid assets which cannot be used
for bank operations (except to meet liabilities in case of
default on the Pank loans). Moreover, if s reduction in interest
is effected and appears at a later date to have been unwarranted,
it would be easier to incremse the general rate of interest
than to reinstitute part or all of the special commdssion (1).
A mexger of the commission into the interest rate thus seems
hhmm,hhmmmmmu-
@ither of the two other sysbems.
58, Seill ancther suggestion is that part or all of the special
comnission ke refunded to the horvowers as, when and i€ contrac—
tual service payments ave regulaxly met (2). Tis could be dene
in two ways, edther by paying back the commission to the borrower
“ﬁlm&ﬁm.ﬂﬁmlmn!—
the amount received as 1% commission the year before. ‘hether
this would be done across the board for all borrowers or limited
to new borrowers does not materially affett the relative merits

of the proposal.
59. The pdvantags of such a method is of course that

nominaily the bank charged do not appear to be changed,

mum*mumuwm

mnmﬁhmmmmhmm
resesve tends to give an mm
ﬂ Mr. Rajan, E.0.s Nestings, 1963,
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on service charges. rurthermore, since the comnmiscion
was ociginally concelved as pioviding a Mquidity reserve
against losses, it seems logical that the contributors be
compensated as long as they do not defauit.

0. The ghiections are the following. First, withdrawing
funds from the reserve to pay back to the borrowers may
entall some difficult legal and accounting problems. Dut
even if these were not insuperable - 1f for instance sarnings
from the commission were kept unallocated until the end of
the fiscal year - a question of principle seews to arise.
The commission was not conceived as a sum put up by each
borrower to guarantee due payment onm its own loans. It is
rather in the nature of an insurance premium contributed
by all beneficiaries of the loans of the institutiom. One
may reduce the premiws if the mumber of casualties is ot
u“u“&mun““n
leave the Bank uncovered with respect to other borrowers,
or with respect to future defaults.
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5i. Several suggestions were made recently with regard to the

commitment fee. The first (1) would be to veduce it by
ono-half (fvom 3/4 of 1% to 3/8 of 1%). A second one was
to the efisct that a sliding scale be introduced instead
of 2 single rake, which would imcrease fxom time to time o
a level probably higher than 3/4% (2). The tiivd (3) is also
based on the sliding scale principle. It would relate the
charge not to the interval between the origin of the loan
and the withdrawal but to the delays occurring after a likely
drawing dste estimated in advance. An oxaeple given was

a nesinal (1/4%) rzate wp to the time whem it is ewiginally
estimntod that a deawing will take place; 1/2% for the fixet
three wonths aftex the estimated date; 3/4+ for the second
three monthe and 1% thereaitox.

62. dme advantage of the first proposal is its simplicity.
As to the impact on the Eani's earings, it would have been
in the order of 5 willion only in 1962/63. It could de

sowcwhat wore thereafter. such a loss in revemus could in

(1) President's Memorandum July 18, 1963 (FPC/63~8)
(2) mp, Hachado - Divectors' Meeting ~ Aug.3, 1963 (FPC/6i-11)
{3) mw. Miller's Sesmovandun G0 My, Wilson, Oct.21, 1963
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no vay be harmful to the Samk., It i true that the
incentive to withdraw from the loan account would theoreti-
cally be less, but it would seem that the principle of &
comnittment fes is perhaps more important than its level.
Disbursement and end use supervision procedures make it
possille to detect abuses and stop undue delays.

63. The phiections raised stem from another interpretation
of the effectivencss of a fived (and low) commditwent See.
The higher the fee, it is cald, the less the chance that
interest of the Bank., Delays have occurred for periods
longer than had been reasonably anticipated. There have
even been cases where the borrowexr was able to find short~
term financing which, added to the 3/4% fee, rammined lower
than the Bank loan rates. True, such occcurrences were
remadiod in time Mut at the expense of an added burden for
disbursement and end use supervisors. In such cascs even
3/4% may not be high emough.

64. 7The suggestion of a sliding scale is an attenpt to
reconcile these two pointe of view, Insofar as earnings
are concerned, its effect would not be very diffevent from
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that of a strrle reduction of the rate; perhaps a little

amaller in the second suggestion listed in para. 61 (vabes
qrowing year by vear), perhaps s little bigger in the third
ene.

65. The POVANLAGe to the borrowers would be about the same
too. The purpose of the aliding scale idea is of course

to provide an Anceative o the boxrowesr to withdraw and

a careful borrower should respond to it in cases wheve the
disbursement and end use procedures of the hank ave not
considered quite effective emough. It is, howewer, difficult
to imagine that the dorrvowey could speed up delivevies which
have from the beginning besen staged over a period. The more
elaborate scheme takes account of this circumstance and
provides a penalty only if delays are longer than oxiginally
anticipated, ‘he incemtive elewent is therefore much Stronges.
Its disadvantage might be precisely that it is complicated:
the exact tining of a program of deliveries is difficult

to estinate in advance with complote fairness and controversies
may weil arise between the hank and the borrowing country

if the latter finde that delays are not due to its own
negligence but, for instance, to the warmfacturers.



66. ITn a mmber of suygestions made recently the basic
asswption is that the present earnings of the Bank should
resain unaffected. Their allocation would, however, be
diffevent from what it bas been in the past. Out of its
apecific lending purposes. It has alrveady been decided to
discontinue allocations to supplemental reserves. In the
future the allocation of earnings will be decided amwally

by the board of Governors. One possible use of the surplus
oould be assistance to IDA or irC, Another suggpesticn is that
a substantial fraction of the incowms be set aside in a “gemexal
davelopment assistance grant and loan account” (1) or “Jpecial
Fund”. Allocations to this “"fund” would be in substancial
snounts and it would grow fairly cuidiy over the years. Out
of this fund financing of opervations related to the Sank's
activities but not noswmal for it, grants for eapanded teclnical
assistance and loans on easier temms in specific fields (such
as agriculture or educaticn) could be made. Doth longer tewme
and lowar interest rates than usual in IIRD noswmal operations

(1) px, ideftinck iy 30, 1963 )
Dy, Mtwlcmm




could be granted by the rund (1).

67. From the opexational standpoint, one of the advantages
is that it allows for assistance on special tevms Lo certain
individual countries. It also tends 0 separate oporstions
on lenient texms carried out by the Fund from the Dank's

own operations which could continue to be sade on conventional
tams .

68. oOne of the difficultics reiates to the discrimination
suggested in favor of certain types of projects. This has
been digcussed in Chapter III. Another difficulty might be
in aduinistering still a third source of funds in addition

to IERD proper and IDA. This, however, may not be insuperable,
a sisple transfer to IDA would make matters simpler.

B
69, IDA eredits bave until now all heean on the same pattern:
o interest, sexvice charge of 3/4 of 1%, 50 years tems with
been suggested on several ocoasions that terms could be more
flexible with yespect to service charge or interast and
period of repayment.

1) Mz, Texd, on Soveber 26, 1963, made a similar proposal,
munmm-—. ﬂ:d
reserve




47,
70. As comcsens the giEvics chagge, it was pointed ocut
in paras, 27 and 28 that its level was to be «ept undew
review but that the time when the income fxom the sexvice
charge would evceed the administrative expsmses of the
Associstion wvas not yet in sight. A lowering of the charge
is therefors not undey discussion., Another suggestion,
however, night entail the payment of interwst on certain
credits. It ls discussed in the newt paragyaph.

71. It has been propased that in certain cases IDA should
charge interest (ssy 2%) and reduce the periods of grace
and zopavment (eay 30 or 40 years for the lattar), This
could apply Lf a project prosises to yleld guick flsancial
or econoglc retusns, or 1f the borrowing country has fair
development or balance of payment prompecta. Possible
digcrimingtion as between projects in the Bank was discussed
in para. 50. If the argumnts offered against such a course
are considersd valid, they should be even more compalling
bere, since eligibiiity to IDA is detemined countzy by
country on the basis of econceic prespects. Conversely,
making a distinction as among countries would meet with

oo theorstical cbjections, especially if the Bank itsels
should feel inclined to distinguish anong its own mesbers.
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Dut it seems hasdly likely that in practice there would be
wuch opportunity to make such digtinctions at the present

stage, 1.9. as long as INDA vesources remain o limited that
the mmber of eligible members has to be kept low (1).

72. Still another suggestion has been made with vegard

to IDA. In cases wheve it is felt that a country's prospects
might well improve over a period, & clamse would be insarted
providing for a reexmsination of its position at intesvals,
say every ten years, whereupon the credit could be gomverted
inte an IBES loan on conventional texws (or into an IDA loan
o more onercus terms than the originel ones).

73. Assusing discrimination smong borrowers is an scceptable
policy, this proposal has the advantage of giving lenient
PLfty years, the argusent gwes, is a long peried of time.
some countries which are today lsboring under great ALf€i-
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They themselves, at a certain stage, way wish to be
.-wmm-la-duh&-. In addition,
this would allow for a certain tumover of IDA funds, which
would be to the advantage of the institution.

74, It should be recognized, howover, that serious practical
shificuities wight be encountered at the time of the review.
differently by IDA and by the debtow, which would make fox
very delicate negotiations, it might also be found at the
time that new investments would be required to push the
country’'s developwent further and that an incressed debt
service males its external financing wore difficult. Finally,
a review clause might work as an incentive to the counbzy

to ovesbunden itself with debt frem other than IBRD/IDA
souzces in anticipation of a review,

subsidize the borrowers from outside sources. They avre
based on following assumptions:



a) that the Bank oan easily float new bond
issues in the private mariet and therefore
fully satisfy growing needs for Dani/IDA
Financing

L) that the lending rates (Lnciuding ocounission)
oi the Baw. cwwnot be reduced;

©) that it is, howevex, imperative for underdeveloped
wountries o pay lowsr rates than SHank rates;

d) that Part I governecnts will €ind it less
wypensive and will jeefer to finance intecest
ditfferentiais rather than to prdwvide capital
contributions to IDA or make bilateral crodits.

ie) Zue Svies Scheme
76. Under this pwoposal (1), a number of countries -
presunably FPart i pius Switzexland -~ would agree to fomm
a pool t0 pay part of the interest on IERD loans. The
pool could, fov instance, pay 3 L/2% out of the 5 L/a%
owed by the bowrower, and thus reduce the latter's buarden

to ondy 2.

7. The pdvmntages to the countries participating in the
pool are that they could assist developmant by way of a

1) ses Mr. ‘aemen‘ Mﬁ!ﬂuﬂ“m 1963,
Hr. Knapp' & mesovandum of Mareh 28, 1943 and
My, Farass’ wemo to My, Nillexw of Sept.l8, 1963,
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modest contribution only, although it would be repeated
yearly and thus imply a long-temm coemdtment on thelr part.
cost. As to the Bank, its incone would be better assured
since part of the interest charges would be bowne by Part I
countrims. Finally, it would tend to develop wmultilateral
assistance as sgainst bilaterml loans. laving contributed
to the pool, the denor countries would ke less inclined to
assume direct f£inancing. |

78. The ghisctions to the scheme would be partly psjprholo-
gical, partly practical. First, the scheme assuses that
the interust charges of the Fank are detrimental to develop-
ment., This has not been desonstrated and is largely a matter
of opdnion, as was discussod in paya. 36, Oecond, the
market might wonder whethew the bank is not sssuming unduly
high risks since it has o rely on sources other than the
debtors thaspslves to mest service charges. “his might

be detrimental to the Bank's borrowings. Third, it is not
cleax whether the bemefits of the pool would be available
to all Part IX countries indiscriminately. It would seem
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perhaps wnnecessary, and some of the debtor countries might
well prefor to establish thelr own evedit without recourse
to a pool., Altermatively, the Pamk itself might wish to
induce some countries to shoulder fully their own obligations,
This would again raise the problem of discrimination discussed
before, Fousrth, an increase in sultilatemml as ooopared
with bilateral financing would be welcome., rut could one
safogyuard the bank against undue pressure on the part of

the members of the pool in favor of certain projects rather
than others: mummamunm
muuuﬂ-ﬂumwmn

the bank to veduce its own rate of interest® rinally, the
scheme assumes that the Pani would in effect substantially
to substitute for some bilateral operstions. It can be

wore bonds than it would be for the Part I countries to
issue thedr own.

i) ixe exowhis' dcheme (1)
7%. ‘This plan is based on identically the same prenises

(1) iis statement at Board of Governors, Oct.2, 1963 (Press
Relense iix,.58) - His note ©o Mr. Black, dated Sept.25, 1962
- Mx. Black's eply dated Dec.4, 1963 and My, Howowits®
lettay to Ny. Woods, dated Oct.35, 1963.
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as the previcus one, lut assumes that development assistance
at low rate will be given through IDA rather than the Dank.
Two altermatives are suggested. In the first, the Damk
would borrow on the market and lend the procesds to IDA at
say 5 1/2%. IDA in turn would velend the money on lemient
temms (say 1%). The d&ifference would be covered by an
“Interest tqualisation Fund’ contributed by Fart I countries.
In the suthor's mmwple §3,000 militen could be lent in
this way by IDA in 5 yesrs and the "Sund® would provide
$135 million per amnum after 5 years. If the present
contributions to IDA were iept invested in Part I countries
instead of being lemt out, this could CONSLituLS & GUATANtEe
Fund of youghly §1,000 million and bring an income of say
430 million, thus reducing the year)y payments by the
Bqualization Pund to say $105 million per snnwa. One could
even consider, Lf neceseary, that IDA cbligations to the
Bank be guaranteed by the wmembers contributing to the Fund
or that the londs issued by the Bank to finance IDA carry
a special guarantee from the sase countries (presumably
substituting for the 50% - now 90% - guarantee capital).

80. The othr altexrnative proposed is that IDA itself
should issuve bonds. The interest differential would again



be covered by the Zqualization Fund and the IDA bonds would
ke guaranteed by the Fart I nations, plus the subscriptions
still available to IDA, say $1,000 million.

8l. The advantages would be the same for both alternative
plans. If guccessful, they would allow for move IDA lending
than its capital subscriptions would permit. lir. Horowite
assunes §3,000 m. instead of the $1,000 m. mow available.
At the same time it would elimsdinate for guite some time the
need for new subscriptions by Part I countries in the capital
of IDA. loreover, all the points wade in para. 77 concerning
the Swiss scheme would also be relevant here.

0. ™o shisshians Wich 150 plen Wuld enesmter S50 the
following. iome have already been mentioned in para.’2 concerning
the Swiss scheme. As regards the first alternative and barring
an amendwent to the Charter, a serious difficulty would arise
from the temms of Article VI, Section 6, of IDA which specifi-
cally provides that “the Association shall not borrow frog or
lend to the Fank’. The purpose of this provision vas to ansure

a complete separation betwsen lank and IDA funds and credits so
unumunﬁmmuu-—-‘:{
As to the second alternative, it raises the problem of

{1) My, Black's letter to My, Howowits, Dec. 4, 1962,



creating a wariet or IDA bonds. This assuses not only
that Part I governments undertaie to contribute to the
Bgemliration fund for a long period and to gusrantese IDA
bonds but also that it will be possible to convince bondholders
purpose is to lend long to herrowers who would by definition
be uncreditworthy for normal lending® (1). Uven aseuning
that these legal and mariet obstacles coull be overcome, the
aestion as to whether considerable amounts of intexnational
organizationw bonds could be floated is a moot ome. Swuoept
for the Hew York mariet, the others ave relatively narrow
well over $1,000 m. a year if IDRD needs and increased IDA
And even if the markets could absoxd such large smounts,
there is no assurance that the financial authorities would
look with favor upon extensive borvowings in thedr countries
for capital experting purposes.

(1) g, Black's letter to My, Nowowits of Dec.d, 1963.



Shagge on “inqualified Agreement to fsisburee”

The Bank is committed when a loan contract becomes offective, bat still
has the right to suspend disbursesents or cancel the loan if the borrower doss
not sbide by certain provisions of the loen comtract. For prectieal reasons,
the Bank from time to time found it necessary to give mn "wnguallfied agresment
£0 reimburse”, elther directly to the rwnufacturer or to a benk which than
issued an irvevocsbls lottar of oradit. Originally the Rank charged full
interest mnd commission for such firm comdtmants, as if ectual disbursement
had taken olass, In July 199, a mew policy wes insugurated. The smount
undisbursed tut irrevecably committed was charged the regular comuitment fee
(then 13%) plus a specisl charge of 1%, In August 1950, it was agreed that
the epecisl chargs for irrevocable comaitments would in cach case be agreed
betwean the Bsnk and the borrowsr, Any reduction allowed one borrower
satomatically bemefited the others. Finally, on December 19, 1950, it was
decided that the special charge for firm commitment would be at the unifomm
rate of 4%, to bo added to the commitment charge. It has remsined at that
lovel ever simse.
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IBRD LOAN AND BOND INTEREST RATES
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Chapter V

Chapter VI
Chapter VII

m-wmumdmm
Past Discussions relating to Bank Charges

Reduction in Interest Rate across the Board

Changes Suggested in the Commitment Charge

Discrimination among IBRD Borrowers

1) Charging more to countries which used to have
access to the market

ii) Charging less to a developing country

mmmunmn-mm-rm

Proposed Amendments to IDA Procedures

mwwm«mm
to the Bank (or IDA)

1;&-&:&.%

ii) Mr. Horowitz' Scheme

AMNEX 1 - Schedule of IBRD Losn Interest Rates
ANNEX 2 - Statistics for the Fiscal Years 198, 1953, 1998 and 1963
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1. In the present memorandus an attespt is wmade to describe
the charges imposed on borrowers either for IERD loans or
for IDA credits, how and for what reasons these charges have
varied in the history of the Bank, as well as the past
discussions which have accompanied elither the determination
of these charges or these variations. 7This will be the
subject of Paxt I. Part II 4is an attempt to descride the
various suggestions tending to modify the presemt loan or
credit charges and to weigh the arguwents pro and con.

EDRZ X~ PRESENE SITUREION
2. The bamk requests its borrowers to pay a mmber of
different charges., In this chapter these charges will be

defined and their history reviewed., In Chapter II the past
discussions relating to them will be swssarized.



3. As a preliminary, it may be relevant to point out
that the Bank does not charge its borrowers certain fees or
expenses which they would have to pay if they were floating
a public issue. First, the Bank has never charged its
borrowers for expenses incurred by it for the preparation
of the loans or for end-use supervision. There had been
some discussion at the very outset (1946) as to whether
there whould be some compensation paid for these services,
and the question was left open. It was not referred to
later, all outlays being treated as general adminstrative
expenses of the Bank. Second, interest becomes due at
the full rate not at the time of the contract but only
vhen the money is actually disbursed. As will be seen
later, there was some hesitation in this respect but in
fact this principle has prevailed all along. 7Third, there
is no bankers' commission payable at the time of the contract.

4. The charges incumbent upon the Bank borrowers include:

a) ~ interest,

b) = the statutory commission,

¢) = the coonmitment charge,

d) - a special charge on "unqualified agreement
to reimburse,

e) - a premium on prepayment of loans.

These various charges have changed from time to time in
the history of the Bank and their history can be susmarized
as follows,



3.

5. The ipnterest rate was from the beginning (April 1947)
fixed at“approximately 1/4 of 1% per annum higher than the
one which the Bank estimated to be the rate of interest
that it would have to pay for money at a term similar to

that of the loan", (1) This rate (including the margin of
1/4%) was, in 1947, 3 1/2% for long-term loans; following
market fluctuations, it reached a peak of 5 1/4% between

February and March 1960 and now stands at 4 1/2% since

September 1963. Shorter-term loans commanded a slightly
lower rate than long-term ones until December 1956. Since
then, rates have been uniform, irrespective of the maturity
of the loan, to meet market conditions. A full history
of the rates actually charged will be found in Table I
(Schedule of IERD loan interest rates"). It should be
noted, however, that the figures quoted in that table
include the 1% statutory commission.

6. The Statutory Commission is provided for by Article IV,
Section 4 (a) for a pericd of at least ten years and its
proceeds are to be set aside in liguid form as a "special
reserve". The rate provided for by the Articles was to be
between 1 and 1 1/2% per annum and the ten year period
lapsed June 26, 1956. Since the beginning of its operations

(1) R=97, April 1947 and rvevision of February 1948.
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and continuing after the expiration of the ten year period,
the Bank has charged 1%.

7. A Commitment Charge is levied on amounts not withdrawn
from the loan account, full interest being charged only as
of the date when actual disbursement takes place. The
present rate, effective since August 1950, is 3/4 of 1%.
The rate had originally been 1 1/2%. Then, during a period
extending from February 1948 to August 1950, the commitment
fee at 1 1/2% was charged from the date when the contract
became effective to six wmonths thereafter; £ull interest
(including statutory commission) became due after six wonths
on the full amount of the loan, even if a part of it had not
been disbursed. But the Bank undertook to refund to the
borrower the interest earned by it on its liquid assets
held against the undisbursed commitments. This complicated
system was dropped in August 1950 when the rate was fixed
at 3/4 of 1%.

8. 1In addition to these three main charges, the Bank also
charges a special fee when it enters an “ungualified
agreement to xeimbupge" and the loan contracts provide for
a premium to be paid in case the borrower prematures the
loan. DNo suggestion has been made recently to change these



mamummmmmmmmy.

Mmmmummmmmuu
not be referred to further in this memorandum.

9. The Bank is committed when a loan contract becomes
effective but still keeps a right to cancel the loan or
suspend disbursement if the borrower does mwt abide by
spectal provisions of the loan contract. For practical
reasons, the Bank found it necessary to give an "uncualified
agxeement to reimburge" either directly to the manufacturer
or to a bank which then issued an irrevocable letter of
credit. Originally the Bank charged full interest and
commission for such firm commitments as if actual disburse=
ment had taken place. In July 1949, a new policy was
inaugurated. The amount undisbursed but irrevocably
comuitted was charged the regular commitment fee (then

1 1/2%) plus a special charge of 1%. In August 1950, it
was agreed that the special charge for irrevocable commit-
ments would be in each case agreed between the Bank and
the borrower. Any reduction allowed one borrower automa=
tically benefitted the others. Finally, on December 19, 1950

it was decided that the special charge for firm commitment would

be at the uniform rate of 1/2% to be added to the commitment
charge. It has remained at that level ever since.



10, Premiums on anticipated redemption have been provided
for in all loan contracts. Rates have usually been comparable
to rates prevailing in the financial market. Hitherto,
however, the Bank has always agreed to waive these premiums
when obligations held by it were prematured. In practice
therefore, their main purpose is to assure private holders
who may purchase from or through the Bank the borrowers®
obligations, that prepayment will carry a premium, as is
currently done in public issues.

11. Past discussions concerning Bank charges can be divided
in two distinct categories: those relating to specific
technical problems and those relating to their overall
level, even though they may have arisen in commection with
one or the other specific component of the charges, interest,
statutory commission or commitment charge. Specific
technical problems will be dealt with first. The discussion
will center only around interest, statutory commission
and comaitment charge.

A - Specific Technical Pyroblems
12. A number of problems arose in connection with interest
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Zates. Those relating to the level of rates will be dealt
with under “general level of charges”. The other ones
related to:

a) pRiscximination amond sources of funds:
Right from the beginning (1946), it was agreed that it would
be impossible to charge different rates according to whether
the Bank was using its own capital funds or borrowed money
to finance the borrower. It would have amounted to treating
the borrowers differently according to the source of funds
and could have allowed a system of “first come, best served"”
which wvas contrary to the spirit of a cooperative association.
Incidentally, it is for the same reason that the statutory
commigsion which, according to the Articles, could have
been levied only on loans made out of borrowed funds, was
levied on all borrowers, irrespective of the source of funds.
It is interesting to note that this isve has never been
a subject of controversy and that it would be impossible
uutuuumuuuozmmmmJ;;ﬁom~
of our own capital and loans made out of borrowed funds.

b)

The Articles of Agreement do not refer to that particular
problem. It was strictly a policy issue to be decided upon
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by the Executive Directors. Their answer (1) was that
there should be no discrimination among borrowers, either
as to interest rates or commissions.. At that time the
problem was whether the countries considered greater risks
should be charged higher rates than those with bettex
progpects. The arguments against discrimination were two.
First, it is practically impossible to appraise the risk
differential, this being a matter of judgment rather than
computation. Second, and this is slightly contradictory
with the previous argument, the pre-war practice of the
private market had been to charge more for higher risks.
It had proved self-defeating as it is dangerous to impose
too high a rate on a weak borrower, One may add that the
argument that the Bank was a cooperative organization bound
to treat all its members on the same basis was implied but
was not explicitly discussed.

¢) pAffereniation as between maturitics:
m-mmmmumm%:mmm
market conditions. As pointed out in para. 5, such a
differentiation lost its significance after 1956.

a) |

AL .
There /wex some discussions in 1946, 1947 and 1948 as to
whether the Bank should apply different rates according

(1) Committee on Financial Policy, R-44, November 7, 1946.



to the currency in which it was lending. In line with

the principle that the lending rate is to be adjusted to

the borrowing sate, it seemed natural to conclude that in
mmmmmmmmm.
the lending rate should be adapted to the conditions prevai-
ling in that currency's financial warket. In practice,
however, borrowing in high rate financial markets has

bean kept to a minimum, bonds were mainly issued in U.S.
dollars, and the average cost of all borrowings has

generally been equal to the average rate on our U.S. bonds.

13. similarly, the gtatutory commission was the subject
of some technical discussions ~ quite aside from the
motxumnoctummzm.
which will be dealt with under “General level of charges”.
The main technical issues were:

a) should the commission apply to leans wade out
of capital as well as to those made our of borrowed funds?
As indicated in para. 12 (a), both categories of loans were
mm-mmuus.

b) if the commission came to be changed or eliminated,
should these changes be retroactive: ? The Articles of
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Agreement on this point are not mandatory (1) and no decision
has been necessary since the commission has not been modified,
but past discussions in the Board seem to indicate an
inclination to wake any change applicable to past as well
as to future loans.

¢) can the commission still be charged after an
obligation is sold out of the portfolio? The answer is
unequivocally affirmative but as long as the loan contracts
clearly distinguished between interest rate and statutory
m.ummwmmmu
the bersower to & eontinusnce of the cemmdssion.  Sines/Asis
however, the loan contracts have merged interest and commis-
sion into one single figure and no question has arisen in

this respect.

14. With regard to the gcommitment charge, the history
related in para.’ underlines the fact that the Bank has
mmxuwuqummtmum
occasions. The principle of a commitment fee has, however,
never been disputed. It rests not only on traditional
banking practice, but on the wish
a)um-muuummmw

(1) See Memorandum of the Generxal Counsel, R«57«4 of Jan.8,1957.
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from the date of effectiveness, since it was
agreed that WM'MM&
be disbursed at a slower pace than "reconstruction
loans";

k) to nevertheless a!ﬂondthamnkmm
for paying interest on the funds borrowed by it
for lending purposes;

€) to induce borrowers to withdraw funds from the
loan account at the earliest possible date,

mmmmmumtmmm
around its level. Except in 1947, when the argument was
mummm;mmu—ntmmu
thﬂtt“hr'mtlun-'mm
w“mmommtmummm
mhmmuhm“.mtﬂmmm
not been on the technical aspects. Looking backward, it
is somewhat surprising to f£ina that when in 1950 (1) the
mummuwxumm.mmm
mmummumnumu‘mmum.
umm.m“ummumam“
ummmu-mmmmwsum.

(1) See R«367 of August 11, 1950,



® - General Level of Chardes

15. Most discussions relating to the three main charges
(interest, statutory commission and commitment charge)
have revolved around their aggregate level and its impact
on the Bank's earnings and reserves on the one hand, and
on the Bank's borrowers on the other. These two aspects
of the problem will be treated separately.

i) Earnings and reserve policy
16. The determination of an appropriate level of earnings

and xeserves has been a constant preoccupation of the Bank.
Bver since 1946, the need to accumulate some reserves was

recognized ; in 1947 the Committee on Financial Policy
mentioned the desirability of accumulating reserves and
possibly of distributing a small dividend (1). In January
1950 -« in connection not with interest rates but with the
commitment fee - a target was mentioned for illustration
muun}':-mmﬁmm'-mmmm.
Again in 1956/57, when the decision was taken to continue
the statutory commission after June 26, 1956, the level
of reserves was the main consideration (2).

(1) R~71 of Januwary 17, 1947.

(2) Two important papers were distributed at the time, one
by Mr, Machado, dated January 24, 1957 (Sec.Memo 57/37),
:ﬁm—:mmm.mmu 1957

7=39) .
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17. The need for a satisfactory level of carnings and
reserves arises in the first place out of the need to
protect the Bank's shareholders. The greater the reserve
accumalation, the lessgf the risk that their 80% (now 90%)
guarantee capital would be called upon to meet the Bank's
cbligations. 7True, it was recognized that "neither the
risks confronting the Bank nor the practices of the most
comparable institutions afford any basis for devising a
formula to detexrmine the “proper” level of reserves for
the Bank" and "the level of reserxves is of less importance
than the fact of their continued accumulation... at what
may be considered a satisfactory rate.” In other woxds,
it vas not possible to assign to the resexves an ideal level.
various formulas had been tentatively examined. Ome of
them (1) suggested that the ideal level could be 30% to
50% of the cbligations of the Bank's biggest debtor ox

of the economic area which owes the Pank the biggest debt.
Admittedly, however, such formulas could only be indicative.
They could not be considered either rigid or permanent.
The move the Bank lent out of its own funds, capital or
reserves, the less the risk for its bondholders and therefore

(1) Mx, Machado's Memorandum (Sec.Memo. 57-37)



for the shareholders themselves.

18, Just as important as the protection of the Bank's
shareholders was the need to establish and waintain its
credit standing. All along one of the Bank's aims wvas
clearly to convince the market that it was following a
reasonable financial policy and doing its utmost to prevent
an impairment of its own capital. Building up reserves
was proof that "the earnings coverage available for the
service of Bank bonds" was being extended. It was also
evidence of “financial soundness and of (the Bank's) ability
to ride out periods of payment difficulties or even defaults
on the part of its borrowers."*

19, In addition, sométhing new had emerged in 1957, The
market for foreign bonds was experiencing 2 revival. It
was important that the Bank should not offer to its borrowers
rates which were far below those which the market would
have been able to offer and would thereby deter borrowers
from calling on the market. True, the number of countries
involved was not very great. mm_mumam
m.mmﬁdmmu-muuum v
to this classical method of financing but the Bank was
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encouraging them to meet their needs through “joint
operations® and later through recourse to the market
without World Bank assistance. A decision as to whethexr
the conditions under which foreign bond issues could be
sold were “zeasonable"” compared with Bank terms was of
course a matter of judgment.

20. To see reserves increase it was necessary to obtain
a satisfactory gross revenue out of reasonable lending
rates but alsc to limit expenses, in particular the service
on the outstanding debt of the Bank. The liguidity policy
was therefore an important factor. OQuite naturally, at
the beginning of its operations, the Bank maintained a
100% liquidity. Avaflable cash and short-term investments
were kept at a level at least equal to the outstanding
commitments. The purpose was to avoid too great d dependence
of the Bank on market conditioms, both in terms of timing
and of rates. m.umpﬂ"ﬂmlﬂm
grew, the market for Bank bonds became better assured

and future changes in interest rates could not affect

too seriously the average rate paid on the aggregate debts.
On November 12, 1952 the Ewecutive Directors ratified
Committee:



ie.

“That a less rigid policy be adopted under
which the Bank would not necessarily have a
100% coverage in liquid funds at thme of
lending; that for the time being funds
available for lending should not be reduced
below one year‘'s estimated loan disbursewents;
and that the Bank's cash holdings and the
timing of bond issues should be determined
from time to time in the light of market
conditions and of the Bank's needs."”
In practice, however, the quick assets of the Bank have
been kept at a2 higher level than the ones described above.
mumummummm'
problems of the Bank (meeting maturities of outstanding
bonds) but also due to the wish to keep liquidity high
encugh to leave the Bank full freedom: to choose the timing
of its bond issues. As a matter of fact, zﬁﬂm
be said that strict adherence to the “one year disbursements®
liquidity principle could have made for slightly higher
earnings. It is not certain that conversely it might not
have resulted in raising somevhat the cost of borvowing. (1)

(1) one side aspect of this whole question is that since
mmumumuunnuummumuﬁmtnu.
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ii) sffect of Bamk charges on borrowers

21. contiaudty of Eank coperations is obvicusly essential
to the borrowing member countries. The Pank should always
hht“ﬂ.?“tsﬂﬂl!h“ﬂm
increased lending cperations. An increase in its own funds
available for lending and a well assured market for its
bonds are clearly to the advantage of its borrowing members
as well as of all its sharcholdexrs or of its existing
kondholders.

22. It is matural, on the other hand, that the level of
seEvice chaxges be a matter of concern to the berrowing
countries. The increase in the foreign debt service burden
of many developing countries over the last 10 years has
been noted on several occasions and dems haxdly needs to be
compented on any further here. Servicing a foreign debt
means two things, setting aside a fraction of the foreign
exchange carnings and giving up part of the national income
{and in case of a govermment loan, part of the national
revanue). It is good policy for a berrowing country to
try and minimize these deductions from its current
availabilitioes. m.uucmﬁumm
of a reduction Ain interest rates is in general even wmore
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effective in this respect than an extension of redemption
terms. In FPC/63-13 comparisons have been made as between
various type loans by discounting the present value of all
annual payments at 10%. A reduction of 1% in interest rate
(from 5 1/2% to 4 1/2%) has a sizeable effect on the total
charge. The figures are as follows:

Term Grace period

loan disbursement

Peak
of after full Interest Present: annual
rate value service
26

A IERD loan 20 none 5 1/2% 617
4 1/2% 561 8 - 7,8%

B IBRD loan, interest

payable from date 40 6 years 5 L/2% 519 69

of disbursement 4 1/2% 421 62 - 10%
C IBRDloan, Ainterest

capitalized over 40 6 years 5 1/2% 396 109

grace period 4 1/2% 293 90 < 17,4%

23. True, the return on capital on new investment is
generally higher than the interest (including commission)
charged by the Bank and this is valid both in advanced
and in developing countries. But the purpose of the Bank
was precisely to make capital available to its borrowers
and on terms which would be advantageous to the capital
importing countries. The greater the margin between cost
of capital and return on capital, the greater the service
rendered to the borrower.
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24. Lightening the service burden imposed on the capital
recipient countries has been a matter of major concern
since the war. Grants have been a feature of bilateral
mmmm. So have loans
repayable in local currency. Special loan conditions were
granted by the U.S. as early as 1946, beginning with the
$3,750 m, loan to the U.K. (1). The various European

below the cost of the money to them. Finally the graanization
of IDA was a clear recognition that the availability of
capital at low rates and long repayment terms was needed

by a number of developing countries. Precluded from making
m.mmmsummm&nm
in 1960 at 3/4% interest (so-called “service charge”) and
50 years repayment period, of which 10 years of grace.

25. As indicated adove, the expiration of the first 10
mumummuzm‘uuww

mmasmmummmnm.
howevex, not far below the then current 2 3/8% yleld of
U.S. Government long-term securities.



for a thoroughgoing examination of the Bank's loan charges
and financial policy. Two main questions were considered.
One was whether the 1% commission should be reduced ox
even eliminated, This would have tended to decrease
earnings and the accumulation of reserves. The other
one was whether a d@ividend should not be distributed,
which in turn would have tended to reduce reserves without
a decline in earnings. No change in policy was, however,
made at the time. Since then the financial position of
the BPank has improved so strikingly that it is only natural
that in 1963 a new examination of the whole problem should
have been undertaken.

26. The Bank of course relies and will always rely on
the bond market for any sizeable increase in its lending
operations if it wishes to remain a net contributor to
the flow of capital to developing countries., It is just
as important as in the past to convince the potential
subscribers to the institution’s bond issues that it is
mummmmmummém
financing which could be undertaken by private investors,
Nevertheless, the accounts of the Bank as of now are in
such a shape that it can only inspire confidence. In
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the last six years the changes have indeed been gquite
subgtantial. First, the capital of the Bank was doubled in
September 1959, thus raising the guarantee capital wore than
twice and the U.S8. 80% (now §0%) which was $2,540 m. is now
$5,715 willion. Second, a number of other countries have
WMMtu_mmm.umm-a
the market, the U.S. shares with others the burden of
guaranteeing the Bank's obligations. 'ucmﬂ.um
two factors, the funded debt which has wore than doubled
increasing from $1,200 m. to over $2,500 m., still seems
quite modest in relation to the guarantee capital, which
was not the case in 1957, Thixd, the amount of so~called
18% (now 9%) capital made available for lending has increased
MOI.MIhMI”?hn.MthIN.

For this reason aione, the earning capacity of the Bank
would have increased. Fourth, during the sawe period,
reserves have risen from §280 m. (of which about $90 m.
statutory reserve) to $810 m. (of which $255 m. statutory
reserve)., The Bank's own funds available for lending,
and consequently its earning capcity out of its own
funds, have alwost doubled. Fifth, since administrative
expenses - even including technical assistance to member



sountries -~ have risen at a slower pace, the rhythm at
which reserves are accumulating has also accelerated. They
increased by about $50 m. in fiscal year 1957 but by over
$110 m. in 1963. Finally, IDA has been organized. Since
its very purpose is to assist in the financing of the poorer
countries, it can either substitute for the vorld Bank in
undertaking what may have been considered riskier types of
financing or participate with the Bank in carrying them out.

27. In other words, as the total reserves approach the
level of $1,000 m., there does not seem to be any pressing
need for a further rapid increase. Irrespective of the
proportion these reserves may bear to outstanding debt or
to loan commitments, their very size, coupled with a
liquidity position which saves the Bank from the necessity
of calling on the market, gives a picture of solidity which
should reassure both shareholders and bondholders. The
freedom of action of the institution is thus considerable
and it became possible in 1962/63 to consider new financial
policies which might result in a slowing down in the rate
of reserve accumulation.

28. Some of the policies which have been discussed recently



relate to the use to which the @rnings can be put:
distribution of dividends, allocations to IDA or IFC or
to a special fund for general assistance grant and
technical operations, subsidies to various useful purposes

(e.g. education). All these are being discussed elsewhere
and they Wwill not be reviewed here. Other suggestions
have been made which would affect the Bank's earnings
in one way or the other. They relate directly to Bank's
charges. MM“WM&RH'IDWW;
C! a) reduction of interest rate across the board;
b) changes in the commitment charges;
¢) various proposals invelving a discrimination
among borrowers:

i) a reduction in interest rate for weak
borrowers;

ii) an increase of the rate for “strong”
borrowers and an alternative thereto whereby
the Bank holds public issues at market prices;

d) proposals concerning loans made out of a "Special

Fund®; |

e) various proposals concerning IDA; finally under
£f) various proposals for subsidization of rates
mummmum._



Chapter II =)

29, Arguments in favor would be the following. The 1%
statutory commission is no longer compulsory, and the true
interest rate if related only to the Bank's borrowing rate
would be between 1% and 1 1/4% below the rate we actually
charge our borrowers. Eliminating the statutory commission
and possibly 1/4% more, would simply wean the Bank's borrowing
and lending rates would be identical. Second, this would
still leave the Pank a considerable earning power from its
own funds. Today reducing the lending rate would not impair
capital and reserves. Third, the very purpose of the Bank
was to allow member countries to borrow not only more than
they could on their own, but also more cheaply than they
could on their own. The purpose of the 80% guarantee was
to make that possible. Fourth, reducing the service charges
means lightening the burden on the borrowing country and
allows it to absord more capital at the same cost. This is
one of the purposes which combined Bank/IDA financing is
fostering.

30. The arguments against a reduction in the rate of interest
would be, in the first place, that this might be misunderstood
in the market., Present rates cannot be called "excessive"



in the sense that they are still below the normal rate
of return in the bowrowing countrfes, they are still below
the rate of return on capital in those countries, and
they are still below the rate at which underdeveloped
countries could borrow in the market (1). It would be
unfortunate if the Bank could be accused of indulging in
"giveaways". In the second place, an elimination of the
1% commission across the board would entail a loss in
earnings of almost $40 m. (?) a year. Bven though the
rate of reserve accumulation is no longer an important
issue, a reduction in sarnings of this magnitude might
create misunderstandings in the market., This cbjection
would, however, carry less weight Af the reduction in rates
wlre only 1/4% or 1/2% in the first instance instead of
being 1% or 1 1/4%. Thirdly, eliminating 1% on all out-
standing loans would benefit all present debtors of the
Bank without regard to their development needs but only
on the basis of their past ability to borrow from the
Bank. It is of course conceivable that the commission
be eliminated only on new loans but it is likely that
meﬁhumaummmmm

(1) The fact that foreign borrowing rates are lower than
internal interest rates in developing countries is not really relevant. Even
Uscounting the cases where concern about the future of the local currency
makes for high internal rates, or the cases where an inadequate internal market
could possibly be improved, borrowing abroad is induced by a lack of sufficient
local savings in relation to investwent needs or opportunities., It is natural
that this be reflected in differential interest rates.
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borrowers, past and future. Still another objection arises
mmummum; This is particularly
' true with respect to industrialized countries which have
had access to the market.

31. An important variant of the suggestion that the rate

of interest be reduced by modffying or abolishing the 1%
commission is the suggestion that this comméssion be refunded
to the borrowers as, when and if contractual service payments
are regularly met (1). This could be done in two ways,
either by paying back the commission to the borrower after
full yepayment of the loan, or by refunding year by year

the amount received as 1% commission the year before.

It is assumed here that this would be done across the board
for all borrowers.

32. The advantage  of such a method is of course that
nominally the Bank charges do not appear to be changed,
while in effect the borrower is given an important discount
on service charges. Furthermore, since the commission was
originally conceived as a premium against losses, it is
logical that the contributors be compeasated as long as

u, Mr. wu-ﬂmom“. lm.



they do not cause any losses,

33. The gbiections to the scheme would stem from the same
reasons as those recorded in paragraph 30 in the case of

a straight reduction of interest rates. The market might
not agree that present rates are "excessive®; it might be
concerned by a considerable reduction in earnings; the

refund would bear no relation to the development needs of
the borrower and a strong discrepancy would appear between
effective IBRD rates and market rates.

Chapter III

34. Several suggestions were made recently with regard
to the commitment fee, The first (1) would be to reduce
it by one~half (from 3/4 of 1% to 3/8 of 1%). A second
one was to the effect that a sliding scale be introduced
instead of a single rate, starting low (perhaps lower than
3/4 of 1%) and increasing from time to time to a level
probably higher than 3/4%. (2). The third (3) is also
based on the sliding scale principle. It would relate
the charge to the delays occurring after a drawing date
(1) President's Memorandum July 18, 1963 (FPC/63~8)

(2) Mr. Machado - Directors'Meeting - Aug.2, 1963 (FPC/63~1l)

{(3) Mx. Miller's Memorandum to Mr, Wilson, Oct.2l, 1963



estimated in advance. An example given was a nominal
(1/4%) rate up to the time when it is originally estimated
that a drawing will take place; 1/2% for the first three
months after the estimated date; 3/4% for the second three

months and 1% thereafter.

u._mmmumm. Its justification

munmm_mmuamma

comnitment fee rather than its level. Finally, end use

mmmmumam
abuses and stop undue delays.

3é6. ma;mmmmmwm
effectivencss of a fixed (and low) commitment fee. The



higher the fee, it is said, the less the chance that

borrowers will either neglect their own interest or the
interest of the Bank. Delays have occurred for periods
longer than had been reasonably anticipated. There have
even been cases where the borrower was able to find short-
term financing which,added to the 3/4% fee,remained lower
than the Bank loan rates. True, they were remedied in
time but at the expense of an added burden for end use
supervisors. In such cases even 3/4% may not be high enough.

37. The suggestion of a sliding scale is an attempt to
reconcile these two points of view, Insofar as earnings
are concerned, its effect would be approximately the same
as o that of a simple reduction of the rate, perhaps a
little smaller in the second suggestion listed in para.34
mmw&ml.m-um-m
if the starting rate were only nominal as indicated in
the third suggestion listed in para.34, vhere only delays
beyond original estimate are penalized.

38, The advantage to the borrowers would be about the same
too. The purpose of the sliding scale idea is of course
to provide an incentive to the borrower to withdraw and
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countries which would float public issues find it more
difficult today both because the EBuropean markets are
too narrow to satisfy their capital needs and because
the New York market is not at present in a position to
satisfy foreign borrowers. These countries which include
the industrialized countries of Europe, Australia and
Japan, turn to the wWorld Bank for assistance. The guestion
arises whether the Bank should not charge them highex
zates than it charges the developing countries which
have no access to the market. Another factor is the
realization that in a nmber of developing countries the
foreign debt service has reached sizeable proportions or
that external payment difficulties may be foreseen for
the future, or both. The question arises whether, in
special cases, the Bank should not charge them lower rates
than its current rates in oxder to alleviate the burden
of the new debt.

40. Both these suggestions tend to create a discrimination
among the borrowers. It will be recalled that in 1946 the
principle of no diserimination had been adopted. The issue
at the time was, however, quite a different one, namely
whether the countries which were the most likely to experience
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payment difficulties should not pay higher rates than
countries which apparently presented less risk. Discrimination
had been discarded on the grounds that appraising comparative
risks at 10 or 20 years distance could be wost misleading,
that the prewar market practice of charging high rates to
reputedly weaker debtors had simply compounded their payment
difficulties, and finally that the Bank was a cooperative
institution which could not treat its individual members
differently from one another. Today the problem is reversed
and deserves reexamination. This discussion will bear

first on the suggestion that borrowers which used to have
access to the market be charged more, than on the proposal
that some developing member countries should receive a

more favored tratment will be considered.

i) Charging wore to Countries which used
to have access to the market:

41. The arguments in favor of this procedure run as
follows. The countries in question are precluded from
floating bond issues by exceptional and temporary circums-
tances. They feel that they are justified in calling on
foreign capital. If the Bank shares that feeling, it
cannot refuse to assist them. But since the call on the
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Bank is due to the fact that the market is temporarily
closed to then they should and can pay the same charges
mmmmmm.ﬂcm. Granting
them the somewhat lower rates which the Bank offers normally
would constitute an undesirable encouragement for them
to reduce their efforts to get free access to the market
or to avoid the trouble of distributing their borrowing
among several markets. This would tend to limit the
mummmmmmmat
the disposal of less advanced countries. Furthermore, if
the worst comes to worst, the Pank itself may £ind the
market for its own bonds temporarily restricted. It would
be unfortunate 41f advanced countries shouldpreempt the
Bank's capacity to lend. Finally, it is essential that
the market should never have the impression that the
Bank is competing with it. The best way of avoiding this
is to charge borrowers whose credit is normally good encugh
to allow them to call on the market terms similar to
those which the market would have accepted. Similarly,
the higher the rate charged, the better the chance that
sales out of the portfolio can be handled without loss
to the Banik,

42. Againgt this suggestion, however, it can be said that
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the real question is whether lending is justified or not.
This is particularly difficult to ascertain for advanced
muumm.umuw.ma-
borrow abroad rather than internally because the interest
differential between their internal rates and prevailing
rates on foreign markets makes it attractive. But once
the Bank is convinced that for lack of internal savings
and for lack of access to international markets vital
investment needs would remain in abeyance, it is ome of
the Bank's functions to satisfy these needs. This places
the country in the same position as any other member. It
does not justify a discrigination against it. As a coope-
rative institution the Bank must treat all its members alike.

43. A yariant (1) of this suggestion would envisage the
purchase by the Bank of a bond issue of the borrower at a
mmummmmmmm
entall if it were floated in the market. To take account

of the fact that the borrower is by definition an advanced
mmmmmumu—mmxm
with specific projects or imports, the loans could bdlgineral
purposes and be spent in local currency. Selling arrangements
would be the same as in ordinary IBRD loans, i.e. consultation

u)n.n.m'.mmumm. 1963
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with the borrower would be necessary before a sale is
effected. This proposal will not be discussed here (at
this stage,)

1) charging less Lo a developing country:
44, In its simplest form (1) the proposal is to distinguish
between IDA Part I and Part II menbers. m:m
would continue to pay interest computed as at present
(this does not preclude an even higher rate as in the
suggestion discussed in paras.4l and 42). Part II
countries would uniformly have the benefit of a reduction
of interest from say 5 1/2% to say 4 1/2% or 4%. It is
assumed here that the proposal would affect past as well
as future loans.

45. The arguments in fayor are the same as those in favor
o!nmmmmm (para.29). 1In
addition, however, it may be said that the sacrifice of
the Bank in terms of earnings would be less than if the
reduction in charges applied to all borrowers. Furthermore,
a comparison with market rates is not possible for Part II
countries. Finally, the Bank would not £ind itself

(1) Mz. Moussa‘s wemorandum dated September 19, 1963,
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mumummummm
wuwmmmmmuu
mwuuummm:mmnm.

mumwhm%m'mh
-m.n-

47. On various occasions, suggestions similar to the _
mmmmmmmm. They do
m.m.mmmmmmmnm
mmmmmhmm“. Countries

prospects. The argument is that the role of the Bank is
to assist the developing countries and that uniformity
mmmm«mm. on the
mm.mmmu&mmmm
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as the preceding one. In addition, the task of differen-
mmmmmnm
difficult and would involve the Bank in most delicate

negotiatio ns with each and all of its members. This last
argument may, however, not be as strong as it seems since
today already the Bank agrees to blending IBRD loans and
IDA credits in varying proportions.

Chaptex V - Special Conditions for loans
made out of Special Funds

48. In a mmber of suggestions made recently the basic
assumption is that the present earnings of the Bank should
remain unaffected. Their allocation would, however, be
different from what it has been in the past. Out of its
own earnings the Bank would set aside certain amounts
for specific lending purposes. It has already been
suggested that new income be set aside in a "surplus
account”. One possible use of this account could be
assistance to IDA or IFC. Another suggestion is that a
substantial fraction of the incéme be set aside in a
“general development assistance grant and loan account® ()
or “Special Fund". Allocations to this Fund would be in

(1) pr. ILieftinek, July 30, 1963 (¥rpc/63-11)
Dr. Domner, August 1, 1963 (FPC/63~12)
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over the years. Out of this fund financing of operations
related to the Bank's activities but not normal for it,
grants for expanded technical assistance and loans on easier
terms in specific fields (such as agriculture or education)
could be made . m/ﬂmmmmm
than usual in IERD normal operations could be granted by

the Fund (1).

49. One of the advantages of this shheme is that it leaves
the present earning capacity of the Bank untouched. From
the operational standpoint, one of the advantages is that

it allows for assistance on special terms to certain
individual countries. Another is that instead of applying
differential rates to different borrowers, the discrimination
would be made on the basis of the type of project.

50. One of the difficulties which such a scheme could
encounter is that the number of acceptable projects in
the fields mentioned - agriculture, education, etc. -~ might
grow fairly quickly and that as soon as they would exceed
the amount available in the Fund, it would become necessary
to choose, i.e. to discriminate among borrowers. Another

(1) Mx. Tazi, on November 26, made a similar proposal, except
that he included infrastructure among the types of projects
suitable for financing out of reserve funds.
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of funds in addition to IERD proper and IDA. This, however,
may mot be insuperable. If - as will be discussed below -
IBA were eventually to discriminate among borrowers there
would probably be no objection to transferring the Special
Fund to that organization and merging their operations.

Chaptex VI - Propoged amendments to
IDA Procedures

51. On several occasions it has been suggested that IDA
could be more flexible in its texms. Until now one rate
of "service charge” - 3/4 of 1% - and one term of repayment

- 50 years with lo years grace and 10 years low amortization -

have been applied to all credits. Vould there not be a
point in adapting terms more closely to the project or
the prospects of the borrowing country? For instance: a
higher interest rate and shorter periods of grace and
redemption could be imposed on borrowers with fair
prospects or for projects which promise to yield quick
financial or economic returns. Figures like 2% interest
and 30 or 40 year periods of redemption have been cited.
Another suggestion is that some credits should contain
a clause providing for a review at given intervals, say
every 10 years, at which time if the country's position
g0 warrants, the credit could be converted into an IBRD



loan on conventional terms (1).

52. Both these schemes imply some discrimination among
countries. But there is always a strong element of
discrimination in the very concept of IDA. It is meant
favorable prospects for IBRD financing. Moreover, blending
IDA and Bank financing is a recognition that discrimination
is possible and helpful. The schemes outlined under
para.5l merely offer a new field for discrimination. They
would still allow for very lenient terms when the circume
stances justify it but in a number of intermediate cases
these terms are not really necessary. There is no reason
to assume that the developing countries which today are
in a weak external posttion will not find their prospects
improved after a period. Development if successful is
wmummwnmm
balance of payments. One advantage from the financial
policy point of view would be that some turnover in the
capital of IDA would become possible. In the second scheme
( sllowing for conversion into a conventional loan) one

{1) It has also been suggested (Mr. Machado) that a commit~
ment fee be charged on IDA credits just as in the case of
IBRD loans. This will not be discussed here.
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could even envisage that the Bank would actually finance
the conversion and thus replenish IDA funds to an extent.

53. The ghiection would be of a somewhat practical
character. The discrimination implied in present practices
is not as elaborate as the one proposed. It would imply
classifying each country considered as deserving IDA aid by
comparison with the others and a periodic review of this
comparison. The tests could only be hypothetical and
tenwous. It would probably also bring about a trend
towards higher rates at the very time (and this is a matter
of tactics) when the U.S. Govermnment is fighting congres-
at a level comparable to that of IDA. The call for low
cost development capital would be weakened if IDA should
have a substantial income and if fts capital could be
turned over even in part.

54, WwWith regard in particular to the second suggestion
(review of credit texms at intervals), very serious
difficulties might be encountered at the time of the reviww.
The prospects of the country might well be interxpreted
differently by IDA and by the debtor country, which would
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make for delicate negotiations. It might well be found
at the time that new investments would be required to push
the country's development further and that an increased
debt gervice makes its external financing more difficult,
Finally, a review clause might work as an incentive to
the country tooverbwmien itself with debt from other

than IBRD/IDA sources in anticipation of = review.

$5. 7Two suggestions have been made which would tend to
subsidize the borrowers from outside sources. They are
based on following assumptions:

a) that the Bank can easily float new bond
issues in the private warket and therefore
fully satisfy growing needs for Bank/IDA
financing;

b) that the lending rates (including commission)
of the Bank cannot be reduced;

e) but that it is imperative for underdeveloped
countries to pay lower rates than Bank rates;

d) that Part I govermments will find it less
expensive and will prefer to finance interest
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differentials rather than provide capital
contributions to IDA or make bilateral credits.

i.) Ihe Swiss Scheme
56. Under this proposal (1), a mmber of countries -
presumably Part I plus Switzerland - would agree to form
a pool to pay interest or part of the interest on IBRD
loans. The pool could, for instance, pay 3 1/2% out of
the 5 1/2% owed by the borrower, and thus reduce the
latter's burden to only 2%.

57. The advantages to the countries participating in
the pool are that they could assist development by way
of a modest contribution only, although repeated yearly.
lightened and could therefore borrow more for the same
cost. As to the Bank, its income would be better assured
since part of the interest charges would be borne by
Part I countries. Finally, it would tend to develop
multilateral assistance as against bilateral loans.
Having contributed to the pool, the donor countries would
be less inclined to assume dirvect financing.

58. The ghjections te the scheme would be partly psycho-

(1) See Mr. Xarasz' memorandum to Files of March 18, 1963,
Mr. Knapp's wenorandum of Maxch 28, 1963 and
Mr. Karasz' memo to Mr. Miller of Sept.ls, 1963,
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logical, partly practical. The scheme assumes that the
interest charges of the Bank are detrimental to development.
This has not been demonstrated and is largely a matter

of opinion. The Bank's rates are not considered excessive
by financial circles, as has been pointed out in para.30.
They remain below the rate of return of investment in the
recipient countries and normal external borrowing rates.
The question may also be raised in the market whether the
Bank is not assuming unduly high risks since it has to
rely on sources other than the debtors to meet service
charges. This might be detrimental to the Bank's borrowings.
From a practical point of view, it is not clear whether
the benefits of the pool would be available to all Part IIX
countries indiscriminately. It would seem perhaps un-
necessary, and some of the debtor countries may well prefer
to establish their own credit without recourse to a pool.
Alternatively, the Bank itself may wish to induce some
countyies to shoulder fully their own obligations. This
would raise again the problem of discrimination discussed
before. Another question relates to the relationship with
ﬁum, An increase in multillateral as compared with
bilateral financing would be welcome. But could one
safeguard the Bank against undue pressure on the part of
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the members of the pool in favor of certain projects
rathexr than others? Finally, the scheme assumes that
the Bank would in effect increase its lending since it
would substitute for some bilateral operations. It can
be doubted whether it would be easier for the Bank to
issue more bonds than it would be for the Part I countries
to issue their own.

ii.) Mx, Hopowitz' Schewe (1)

59. Muﬂulahﬂuimwmmm
as the previous one, but assumes that development assistance
at low rate will be given through IDA rather then the
Bank. 7Two altermatives are suggested. In the first, the
Bank would borrow on the market and lend the proceeds to
IDA at cost (say 5 1/2%). IDA in turn would yelend the
money on lenient terms (say 1%). The difference would be
covered by an "Interest Equalization Pund” contributed
by Part I countries. Assuming that $3,000 m, are lent in
this way in 5 years, the “Fund" should provide $135 m.
per anmm after 5 years. If the present contridutions
to IDA were kept invested in Part I countries instead of
e ey

Sept.25, 1962 - Mr. Black's reply dated Dec.4, 1963 and
Mr. Horowitz' letter to Mr. Woods, dated Oct.25, 1963.
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being lent out, this could constitute a guarantee Fund

of roughly $1,000 m. and bring in an - income of say $30 m.,
thus reducing the vearly »a ments Ly the icualization

Pund to say $10S m. per aanum. O(ne could even consider,

if necessary, that IDA cbligations to the BEank he guaranteed
1y the merbers contriluting to the Fund, or that the tonds
issued Tv the lan: to finance IDA carry a special guarantee
from the sane countries (presumably substituting for the
20% - now 90% - guarantee capital).

0. The other alternative proposed is that IDA itself
should issue onds. ihe interest diffexential would le
e guaranteed ly the Part I nations, plus the subscription
still available to IDA, ox say 31,000 w.

6l. The pdvantages would be the save for Loth alternative
plans, If successful, they would allow for more IDA
lending than ite capital subscriptions would permit.

tir, Horowitr assuses §3,000 m. instead of the $1,000 m.

now avallable. At the sawe time it would reduce the nced for
cash outlays of Part I countries in support of IDA.
Moreover, all the points made in para.5’ concerning the



Swiss scheme would also be relevant here.

62. The gbjections which the plan would encouter are

the following. Seme have already been mentioned in para.S5e
concerning the Swiss scheme., Even more difficult to over-
come would be the terms of Article VI, Section 6, of IDA
which specifically provides that "the Association shall
not borrow from or lend to the Bank", The purpose of this
provision was to ensure a complete separation between
Bank and IDA funds and credits so as not to “"prejudice the
Bank's credit standing in the community” (1). This would
seem to rule out the first altermative. Considering the
second one, the main practical problem would be to create
a market for IDA bonds. This assumes not only that Part I
governments undertake to contribute to the Equalization
Fund for a long period and to guarantee IDA bonds but also
that it will be possible to convince bondholders to purchase
obligations of an institution “whose avowed purpose is to
lend long to borrowers ¥ho would by definition be uncredit-
worthy for normal lending® (1). BSven assuming that these
legal and mariet obstacles could be overcome, the question
as to whether considerable amounts of bonds can be floated

(1) Mr. Black's letter to Mr. Horowitz of Dec.d, 1962.
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in international markets is a moot one. Except for the
New York market, the others are relatively narrow and
mmmuwummmmm
well over $1,000 m. a year if IERD needs and increased
IDA needs are to be satisfied, ie. if the scheme is to
succeed. Hence, the suggestion (1) that it would be
easier for Part I countries to borrow in their own names
mmnmmwm'umumu
additional capital on grant terms.

(1) Mr. Black's letter to Mr., Horowitz, Dec.4, 1962.
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THE BANK'S FINANCIAL POLICY

A. RESERVES

i 57 Relevant Provisions of the Articles of Agreement

Several sections of the Bank's Articles refer to reserves. In most
instances, these references are general, indicating an expectation that
reserves will be established but not requiring any particular action.
Article IV, Section L(a), however, directs that a commission be charged
during the first ten years of the Bank's operations (i.e., 1946-56), at a
rate between 1% and 1-1/2% per annum, on loans made out of borrowed funds
and on guarantees. It authorizes an increase or a redﬁction in this rate
of commission after ten years. Article IV, Section 6, provides that the
commicsion shall be allocated to a Special Reserve to be held in liquid
form and to be used only for the purpose of meeting liabilities of the Bank
on its borrowings and guarantees.

II. Reserves Established by the Bank

The Bank has established two reserves on its books: (a) the Special
Reserve called for by the Articles and (b) a Supplemental Reserve, estab-
lished by the Executive Directors and the Board of Governors in 1950. The
Special Reserve has been built up out of allocations of commission receipts,
whereas the Supplemental Reserve has been built up out of (a) en initial
allocation of the excess of income over expenditure which existed at the
time of its creation and (b) subsequent allocations of net income currently
earned. The development of these two reserves and their status as of

December 31, 1962, are shown in Annex Table 1.



ITT. Functions of Reserves

The Bank's reserves (that is, the statutory loan commission and accumu-
lated earnings, whether allocated to the Special Reserve or the Supplemental
Reserve) serve the normal function of reserves: they protect against an im-
pairment of capital in the event of losses. In addition, they strengthen
the Bank's credit, facilitate its financing operations in the market and
add annually to its cost-free but interest-earning assets.

The assets which develop the Special Reserve, on the one hand, and the
Supplemental Reserve, on the other, are not treated and may not be used in
an identical manner. The latter are not required by the Articles to be, and
are not in fact, segregated or restricted to any particular use. They broad-
en the Bank's capital base and add to the resources available for lending,
thus reducing the over-all cost to the Bank of funds used in lending
operations. In contrast, the assets which develop the Special Reserve are
segregated and must, as noted above, be kept in liquid form. They may not
be used for lending operations; their use is restricted to meeting the Bank's
obligations arising out of its borrowings or guarantees. Accordingly, it is
a further function of the Special Reserve to assure the Bank's ability to
meet the claims of creditors.

In considering what should be the Bank's policy with respect to reserves,
the problem of the level of reserves should not be confused with concern for a
satisfactory degree of liquidity. The maintenance of general reserves is not
necessarily an assurance of liquidity. Apart from the Special Reserve, the
Bank could have large reserves and no liquid assets, or no reserves and a

high degree of liquidity. In fact, whereas the Special Reserve as of
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December 31, 1962, esmounted to $239 millien, as of that date the Bank's
other liquid assets (not including loans) amounted to $1,619 million. It
is the proportion of total assets, whatever their origin, which is held in
liquid form which determines the Bank's liquidity at any given time.

IV. Availability of Capital

Only 1% of the Bank's capital has been paid in and is freely available
for any purpose. The 9% paid in in the currency of the member can be loaned
only with the member's consent and can be used to meet contractual payments
of interest or amortization on the Bank's own borrowings only after the Bank's
subscribed capital has been entirely called.;/ The unpaid 90% of the Bank's
capital is no doubt the most important single element of protection to the
Bank's bondholders. However, the only prudent assumption for the Bank to
.1ake is that a call on the 90% portion might make it very difficult for the
Bank to continue operations. Accordingly, the existence of this uncalled
capital should not influence a decision concerning the level of reserves.

V. Risks

The Articles of Agreement authorize loans to be made only if private
lenders are unwilling to risk their capital on reasonable terms. Thus Bank
loans can be assumed to involve more risk than those which the private mare

ket is willing to undertake.

1/  In 1959 the Bank's authorized capital stock was increased from $10
Pillion to $21 billion and members were given the opportunity to double
their subscriptions. Under a resolution of the Board of Governors, the 2%
and 18% portions of subscriptions on account of the increase, as well as
the 80% portion, were left subject to call. Accordingly, since the in-
crease in capital stock, the situation has been that 1% of total subscrip-
tions has been paid in in gold or dollars and 9% in members' own currencies;
the 90% balance of subscriptions remains subject to call.
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A default by one of the Bank's borrowers will not necessarily result in

complete loss of a loan. The cases in which a loan can be considered entirely
uncollectible are likely to be exceptional. Instances might be outright repu-
diation by the debtor country or, in the case of the dissppearance of the bor-
rowing or guaranteeing state as a political entity, by the successor state.
An example is the repudiation of Czarist Russia's debt by the Revolutionary
Government after the first World War. In addition, there may be instances
(e.g., Cuba, for the moment at least) in which, although there is no formal
repudiation, payments are suspended as a result of political changes in cir-
cumstances which cast doubt on the ultimate collectibility of a loan.

The widespread defaults which resulted from the world depression of

the 'thirties and from the war have to a large extent been the subject of
settlements. But there were considerable variations from country to country
in the period during which the defaults persisted and in the terms of the
final setllements. Substantial losses were incurred by the creditors. What-
ever the judgment as to the likelihood of a world depression or a world war,
the pessibility of widespread defaults and substantial loss to the Bank aris-
ing as a result of either cannot be completely ruled ocut.

The more likely risks, however, are of an essentially different order:
defaults which are the consequence of serious balance of payments crises or
political disturbances--internal or external--affecting individual countries.
Such troubles have beset many countries from time to time, although their
duration has generally been temporary. They have sometimes resulted in a
suspension of payments, a renegotiation of the terms of loans or an adjust-
ment of the amount due.

The duration and extent of the default would depend upon a number of
factors. For example, if there were a drastic decline in the export price
of a particular commodity or an inexpensive substitute for it were developed,

this might well give rise not only to serious balance of payments difficulties
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for an individual country but also to difficulties for a group of countries

all dependent on that commodity. Here the risk of default, while being less
than world-wide, would not be limited to a single debtor.

It must be concluded, therefore, that in the normal course of Bank
operations, even short of a world depression or a world war, there may be
periods during which the Bank would be faced with service suspensions on a
substantial scale, without any assurance as to the terms on which, or the
time after which, debt service might be resumed.

History affords little guidance to an appraisal of these risks. It
seems clear that it should not be the objective, assuming it were feasible
to do so, to build reserves to a level which would enable the Bank to meet
its obligations and cover all losses even in the event of a prolonged calamity,
which would in any case cause at least a suspension of Bank operations. On the
other hand, the Bank cannot ignore the possibility that one or another of ite
large borrowers, whose number is increasing, may run into payments crises, or
that several borrowers may simultaneously find themselves in such difficulties.
The very urgency and intensification of the development effort would tend, in
the absence of an adequate volume of assistance on lenient terms, to increase
rather than decrease this possibility.

VI. Level of Reserves

Neither the experience of the Bamnk nor that of other lenders, nor, for
that matter; an appraisal of risks which may in the future confront the Bank,
affords any basis for devising a formula to determine the "proper" level of
the Bank's reserves. The most important consideration appears to be the

preservation of the Bank's borrowing ability. The accumulation of reserves
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serves an important function in giving assurance to the private market. But
since this is a psychological matter, it cannot readily be given precise
quantitative expression. The precise level of reserves is of less importance
than the fact of their continued accumulation at what may be considered a
satisfactory rate in the light of the volume, character and scope of the
Bank's activities.

VII.’ Future Reserve Policy

In determining future reserve policy, the Bank has essentially two
courses open to it. It may continue to put all net income to reserves, or
it may put to reserves only that portion of net earnings necessary to main-
tain approximately the existing relationships between reserves and loans
outstanding and between reserves and borrowings outstanding, using the
balance for some other purpose.

The arguments in favor of continuing to accumulate reserves at the
fastest possible rate are the following:

(a) In view of the uncertainty of the risks which may confront the
Rank, even apart from the risk of a prolonged calamity, prudent financial
policy calls for the building up of the strongest possible reserves.

(b) A high level of reserves assists in keeping the Bank's loan
charges down. The support given to the Bank's credit standing by large
reserves enables the Bank to borrow at favorable rates; if the Bank had
to pay more for its borrowed funds, its own loan charges would have to
rise. Moreover, should the cost of borrowing rise for other reasons, a

high level of reserves provides the Bank with a source of cost-free money
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which can be "mixed" with borrowed funds in the Bank's lending operations,
thus enabling loan charges to be lower than would be the case if only bor-
rowed funds were put out on loan.

(¢) The accumulation of reserves at the fastest possible rate would
enable the Bank to expand its operations and to consider modifications of
its lending terms, e.g., adopting longer grace periods or extending amorti-
zation periods.

The argument in favor of stabilizing reserves at roughly their pres-
ent relationship to loans and borrowings outstanding is the following:

Reserves are projected to reach 2L% of loans outstanding and 31.7%
of borrowings outstanding, as of June 30, 1963.3/ This ratio of reserves
to loans and borrowings would not be adequate in the event of a prolonged
calanity. But a calamity, as indicated above, would in any event cause
a suspension of the Bank's operations. The present ratio does seem ade-
quate to cover the other and more likely risks discussed above, and it
seems probable that investors would regard as prudent and sound a policy
of adding to reserves at a rate which would maintain approximately this
relationship. This conclusion would of course be valid only so long as
there were no seriously adverse changes in the economic or political
climate; no substantial change in the nature of the Bank's activity or
in the risks implicit in the size, character or terms of its loans;

and, in particular, no substantial losses on loans or guarantees.

2/  See Annex Table 2.
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B. LOAN CHARGES

I. Relevant Provisions of the Articles of Agreement

Article IV, Section L(a) provides that the "terms and conditions of
interest" on loans "shall be determined by the Bank." The section also
leaves to the determination of the Bank "the rate and any other terms and
conditions of commission" to be charged in connection with loans. However,
as noted in Part A of this paper, the Articles themselves prescribed the
permissible range of the commission on loans made out of borrowed funds
during the first ten years of operations; only thereafter could the Bank
charge a commission outside the specified range. The commission might exceed
the 1-1/2% limit "if experience indicates that an increase is advisable," but
only in respect of future loans. It might be less than 1%, and the reduction
might be applicable to outstanding portions of existing loans as well, if
the Bank considered the reserves accumulated out of commissions received and
"other earnings" to be "sufficient to justify a reduction.”

Article III, Section L, lists the conditions on which the Bank may
guarantee or make loans. It requires (paragraph ii) that the Bank be satis-
fied that in the prevailing market conditions the borrower would be unable
otherwise to obtain the loan under "conditions which in the opinion of the
Bank are reasonable for the borrower," and (paragraph iv) that in the Bank's
opinion "the rate of interest and other charges /[on loans made by it/ are
reasonable and such rate Z§n§7 charges ¢ are appropriate to the project.”

II. Evolution of the Policy Concerning Loan Charges

The Bank's policy on loan charges was established in 1947 and has re-

mained substantially unchanged. Its main features are:
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(i) Loan charges are related to the Bank's own borrowing cost.
(ii) Loan charges are not related to the source of funds or to the
credit standing of the borrower.
(iii) Loan charges include a 1% annual commission and a small margin
over the Bank's borrowing cost to cover expenses.

Initially, the Bank's loan agreements distinguished between interest
and commission. The rate of interest was set at 1/L% over the Bank's actual
or estimated cost of borrowing at the time the loan was made. It was, and
has continued to be, uniform as among borrowers.é/ The commission rate was
fixed at 1%, likewise without distinction as among borrowers.

In 1949, the Bank changed its practice with respect to loan charges
although its basic policy remained unchanged. From that time on, loan agree=-
ments have provided for a single interest charge, based on the Bank's own
borrowing costs plus 1-1/L%. The resolutions of the Executive Directors
authorizing the loans provide that, of the interest received, 1% shall be
considered as commission, to be set aside in the Special Reserve.

The rate of interest (including commission) on long-term loans has
varied over the years from L% to 6-1/L% in consonance with variations in
the Bank's own borrowing costs. The effective loan charges to borrowers
have in fact been lower in many cases, because of savings of interest result-
ing from sales by the Bank of portions of loans at yields to the purchasers

below the "gross" interest rate.

%/ The rate has varied with the term of the loan during periods when dif=-
erentials existed in the major markets between long-term and medium~term
rates for the Bank's own bonds. This interest differential disappeared

some six years ago. If it should recur it would presumably again be taken
into account in setting loan charges.
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In mid-1955, the Executive Directors considered whether to reduce the
1% commission at the end of the first ten years of cperations, that is, in
June 1956. The management recommended and the Executive Directors agreed
that the rate of commission should not be changed at that time. In December
1956 a change in loan charges was again considered, together with the ques-
tion of declaring a dividend. In the view of the management, total reserves
had then reached the point at which the Bank could, without undue risk, both
reduce the commission and pay a dividend. The Executive Directors considered
proposals for a reduction of the commission from 1% to 3/h%, coupled with a
dividend of 2% on the 18% portion of subscriptions outstanding on loans, plus
2% on that portion of subscriptions paid in in gold or dollars. After exten-
sive discussion, it was agreed to defer action on these proposals. The ques~
tion of a reduction in loan charges was re-examined in June 1957 and in March
1960 but again no action was taken.

Discussion of a reduction of loan charges has always focused on the 1%
commission. It therefcre seems useful to comment on the significance of the
commission as part of the loan charges. Under the initial practice of
separating the charge for interest and the commission, the result of the
Bank's policy of a uniform total loan charge was that the commission was
charged not only on loans made out of borrowed funds (as to which a commis-
sion of not less than 1% was then mandatory under the Articles), but also on
loans made out of the Bank's own resources. When the Bank changed its prac-
tice and adopted a "gross" interest charge, it could have decided to allocate
1% of interest receipts, as commission, out of only that portion of interest

receipts which related to borrowed funds out on loan. This action would have
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had no consequence for loan charges. It would merely have meant a reduction
in the amounts allocated to the Special Reserve and a corresponding increase
in the net income allocated to the Supplemental Reserve. By the same token,
a reduction in the rate of commission could be adopted without necessarily
affecting loan charges.

It may also be noted that during the December 1956 discussions of a
possible reduction in the rate of commission, the question was raised whether
the Articles required that any reduction be made applicable both to outstand-
ing loans and to future loans. In an opinion (R57-L4) dated January 8, 1957,
the General Counsel concluded that if the Bank should reduce the rate of
commission charged on new loans "it would not be mandatory under [Article I,/
Section L(a) for the Bank to apply the reduced rate to outstanding portions
of existing loans."

III. Future Policy on Loan Charges

The case for a reduction in loan charges rests on the argument (a) that
the Bank, as a cooperative institution, should make development assistance
available at the lowest cost to its borrowers consistent with prudent financial
policy and (b) that the Bank's present financial position and its prospects
would permit a reduction without prejudice to its financial soundness.

A reduction of loan charges would reduce the Bank's income and, ac-
cordingly, the amounts available for additions to reserves, for transfer
to IDA or for payment of a dividend. It is relevant, therefore, in consider-
ing whether to reduce charges, to take account of the financial implications
of such action. As of December 31, 1962, disbursed loans outstanding
held by the Bank amounted to $3,153 million. Thus the Bank's

receipts on these loans would be reduced by just under $8 million per
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annum for each 1/L% reduction of loan charges.k/

The arguments against reducing loan charges fall into two categories.

(a) One category relates to the direct financial implications: any
reduction, however small, would reduce the Bank's net income. But while it
is clear that a substantial reduction could seriously endanger the Bank's
financial condition, it is equally clear that a small reduction would by it-
self not have this effect. Therefore in any appraisal of the financial con=~
sequences of a decision to reduce charges, it would be material whether that
decision was to be taken in isolation or in association with a decision to
devote substantial amounts of available income to another use.

The second category of arguments against a reduction rests on broader
considerations.

(b) By any of a number of criteria, the Bank's loan charges are low.
They are low in comparison to the interest rates which the Bank's most credit—
worthy members must pay to borrow at long term in the principal capital mar-
kets of the world, including, in many cases, their own markets. The Bank's
charges are low in relation to the yield to the economy of the countries in
which Bank-financed projects are located. They are low in comparison to the
interest rates which prevail in most member countries. Thus they fully meet
the test of reasonableness imposed by the Articles.

(¢) The Articles direct the Bank to abstain from lending in competition
with the private market when funds are available in the market on reasonable

conditions. In accordance with this injunction, the Bank has from time to

L Whether, if it were decided to reduce loan charges, the reduction would

e at the expense of allocations to the Special Reserve or to the Supple=
mental Reserve would depend upon whether the reduction toock the form of a
reduction in the rate of commission, or perhaps elimination of the commission.
A decision on the latter question would depend upon the Bank's judgment of the
relative significance of the functions of these reserves, as discussed in the
preceding Part of this paper.
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time referred some of its strongest borrowers to the private market, even
though the cost of borrowing there was somewhat higher than the cost of bor-
rowing from the Bank. This policy has not always been well received by the
particular borrowers. The situation would become more difficult to the extent
that the gap between the Bank's loan charges and the cost of borrowing in the
market were to be further widened. Moreover, to increase the disparity between
Bank and market rates might weaken the incentive of the less developed countries
to accept the disciplines and adopt the policies which would help to build their
economies to the point at which they might be able to have direct recourse to
the private market.

(d) Any substantial reduction of loan charges would adversely affect the
Bank's market image as an institution run along sound business lines. This
might make the Bank's bonds less acceptable.

(e) Any substantial reduction could result in a yield below the level
demanded by the market, with a consequent impairment of the Bank's ability to
sell portions of loans to private investors. This would increase the Bank's
need to borrow funds for its lending operations, which in turn might in the
long run mean & rise in borrowing costs. It would also reduce the Bank's abil-
ity, through the sales of loans, to mobilize private capital for investment in
development. A falling off of sales of portions of loans would, moreover,
hamper the Bank in achieving the objective of establishing the credit of its
borrowers in the private market.

(f) Insofar as concerns the possible application of any reduction of
loan charges to outstanding loans, a substantial portion of the income which
the Bank would thus forego would be "saved" by countries which are Part I

members of IDA. Of the total disbursed loans outstanding held by the Bank on
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December 31, 1962, in the amount of $3,153 willion, 32% was repaysble by
Part I countries. And as applied to future loans, a reduction would be of no,
or of relatively slight, immediate advantage to those Bank members which lack
or have relatively little capacity to borrow on Bank terms; yet it is the mem-
bership of this group which has been growing and which includes most of the
Bank's newest members.

(g) In view of the inevitable uncertainties surrounding the Bank's
operations, no action should be taken which would irrevocably reduce the Bank's
income for any future period. Since a reduction of loan charges would affect
net income over the full term of the loans to which the new level of charges
would apply, even a small reduction in charges might be unwise.

(h) Since the Bank's net income is derived primarily from the local cur-
rency portions of subscriptions which members have made available,é/ those mem=-
bers which have contributed these funds are entitled to compensation at least
to the extent of the 2% preferential dividend specified in the Articlesé/
before loan charges are reduced.

The suggestion has been made that these last two arguments may be coun-
tered in part at least if, in years when the Bank's financial condition and
prospects permitted, the Bank were to pay 2 2% dividend on the local currency
portion of subseriptions out on loan, coupled with a rebate to borrowers of a
portion of loan charges paid to the Bank during the year in question, with
the aggregate amount of the rebate bearing some relation to the amount of the
dividend and with due regard to the needs of reserves. However, while this
proposal would meet some of the objections advanced to a reduction of loan

charges, it would not overcome others.

5/  See Annex Table 3.
6/  See Part D.
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C. DIRECT TRANSFER OF BANK EARNINGS TO IDA

I. Relevant Provisions of the Articles of Agreement

There is no provision of the Articles of Agreement of either the
Bank or IDA which explicitly deals with a transfer by the Bank of a
portion of its earnings to IDA. In the current discussion of Bank fi-
nancial policy, reference has been made to Article VI, Section 6 of the
IDA Articles, which provides that IDA shall not borrow from or lend to
the Bank.

II. Policy Concerning Transfer

The arguments in favor of a direct transfer of some portion of Bank
earnings to IDA are the following:

(a) A transfer would be the most effective and tidy way of assur-—
ing that some part of the Bank's income, over amounts required for re-
serves, will continue to be used for the promotion of economic develop—
ment on the kind of terms for which there is great need.

(b) If the Bank declared a dividend, it would presumably be hoped
that member countries would devote the amount received to development
purposes, whether in the form of a contribution to IDA or otherwise. But
once a dividend -beca.me part of general revenues, requiring an appropriation
out again to become available to IDA or to be otherwise used in develop—
ment, some portion of the dividend would be likely to remain in the local
treasury or to be devoted to other uses. loreover, if Part II countries
are not to be invited to participate in second-round IDA subscriptions,

their portion of a Bank dividend would not find its way back to IDA, in
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any event. A direct transfer would preclude this possibility of "leakage"
both in Part I and Part II countries.

(¢) A direct transfer, unlike a dividend, would not invite the
criticism that the Bank was withdrawing funds from the development field
and turning over to its wealthier members the bulk of the funds withdrawn.

The principal arguments against a direct transfer of a portion of
Bank earnings to IDA are the following:

(a) Although the Articles of Agreement of the Bank and of IDA do
not expressly prohibit the Bank from giving funds to IDA or IDA from re-
ceiving them, it is the implication of the prohibition which they do con-
tain (i.e., that IDA shall not borrow from the Bank), that Bank funds will
not be used to finance IDA and that there will be no financial connection
between the two institutions. A transfer of earnings would therefore
violate the spirit, even though not the letter, of the Articles.

(b) A direct transfer would run counter to the representations
made to the market at the time IDA was established and in its early days.
The market might regard this as a breach of faith, with a consequent ad-
verse effect upon the Bank's credit standing. Apart from any question
of good faith, the transfer might appear objectionable to the market, as
an indication that the Bank intended to engage in "giveaways."

(c) Some members of the Bank are not members of IDA. To the extent
the Bank has earnings in excess of amounts required for reserves, these
earnings belong to all the members of the Bank. It would be unfair to
transfer any portion of these earnings to an institution, even an affil~

jated institution, to which some Bank members do not belong.
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(d) On their face, the Bank's Articles suggest that if net earnings
exceed the amount thought necessary for accumulation of reserves, the Bank
should consider reducing loan charges or declaring a dividend. Nothing
in the Articles contemplates the possibility of an outright transfer of
sizeable amounts of earnings to another institution, even an affiliate.
If the Bank's members wish to dispose of profits in a way not contemplated
(even if not actually prohibited) by the Articles, the Articles themselves
should be amended to authorize that action, and the action should not be
taken in the absence of an amendment.

(e) To adopt the technique of augmenting IDA resources by a trans-
fer of Bank earnings is likely to encourage pressure by the capital-
exporting countries for unduly large transfers to IDA (either directly or

by the dividend route).

D. _DIVIDENDS

X, Relevant Provisions of the Articles of Agreement

Article V, Section 14(a) of the Bank's Articles provides that the
Board of Governors shall determine annually what part of the Bank's net
income, after making provision for reserves, shall be allocated to sur-
plus and what part, if any, shall be distributed.

Article V, Section 14(b) prescribes the basis on which any distri-
bution of net income is to be made. It provides that "up to two percent
non-cumulative shall be paid, as a first charge against the distribution
for any year, to each member on the basis of the average amount of the

loans outstanding during the year made under Article IV, Section 1(a) (1)
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out of currency corresponding to its subscription. If two percent is
paid as a first charge, any balance remaining to be distributed shall be
paid to all members in proportion to their shares.”

In the current discussions by the Executive Directors concerning
the Bank's financial policy, three figures have been mentioned as a pos-
sible aggregate dividend, One is a dividend of $27 million. This would
represent the two percent non-cumulative dividend referred to in the pre-
ceding paragraph, calculated on the average amount of the local currency
portion of subscriptions actually out on loan. This would be distributed
almost entirely to Bank members which are Part I members of IDA. A second
aggregate mentioned is a dividend of $50 million. After distribution of
the two percent preferential dividend, there would be a balance of $23
million to be distributed on the basis of shareholdings. Countries in the
Part I group would receive, in addition to the bulk of the two percent
dividend, most of the $23 million balance. Part II members of IDA would
receive in all some $7 million. The third figure mentioned is a dividend
of $60 million. If a dividend of that magnitude were declared, about $50
million in all would be received by Part I countries and some $10 million
by Part II countries.Z/

II. Future Dividend Policy
The principal arguments in support of a dividend are the following:
() The fact that the Bank's Articles prescribe the basis on which

a dividend distribution is to be made may be taken to indicate an expectation,

7/  These calculations are shown in Annex Table 4.
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at the time the Articles were drafted, that a dividend would be paid if
circumstances permitted. At an early stage of the Bank's growth, when
earnings were relatively small, any dividend which could prudently have
been paid, after the addition of a satisfactory amount to reserves and
without jeopardizing the Bank's efforts to build and preserve a reputation
for financial soundness, would have been too small to be of much value.
The Bank's earnings have now reached a level permitting payment of a sig-
nificant dividend after putting a reasonable amount to reserves.

(b) Projections of the Bank's net income over 1963-73 indicate that
on certain assumptions (including the assumptions that the Bank will suf-
fer no losses over the next ten years and that there will be no change
either in the Bark's loan charges or in the present level of interest rates
in the market during that period), a $50 million dividend paid annually
over the period would leave substantially unaffected the present relation—-
ship between reserves and loans outstanding, on the one hand, and reserves
and borrowings outstanding, on the other.§/ The projections indicate that
there would be a slight decline in the ratio in the next few years, but
that by the end of the fiscal year 1973 the ratio of reserves to loans
outstanding would have risen from the 24% projected for June 30, 1963, to
26.9%, and the ratio of reserves to borrowings outstanding would have risen
from 31.7% to 36%. Obviously a change in any of the assumptions on which
the projections are based could change the outlook substantially. If ad-

verse changes occurred, that circumstance would presumably be taken into

8/  See Amnex Table 2,
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account in determining the amount of any dividend to be paid in future
years. Similarly, if the Bank's earnings rose substantially with no off-
setting adverse change in relevant conditions, that situation would pre-
sumably also be taken into account.

(c) The payment of a significant dividend would enhance the Bank's
standing in the business and financial communities of the world, and would
be taken as further evidence that development assistance can be carried
out on a business-~like basis. In the long run this might result in more
development assistance being made available than would otherwise be the
case. It would in any event provide a strong argument in support of in-
creasing participation in well-organized multilateral assistance programs.

(d) The argument that those members which have released usable
local currencies, from which the Bank's profits principally derive, should
be compensated, at least to the extent of receiving the 2% preferential
dividend, was mentioned in the discussion of loan charges.

(e) Finally, besides the arguments advanced in the context of Bank
operations, there is the argument that distribution of a dividend would
facilitate additional subscriptions for IDA. The governments of the indus-
trialized countries can be expected to take account of the decision to pay
a dividend in determining the amounts of their second-round subscriptions
to IDA. Should the less developed countries be invited to participate in
the increase, the amounts which these countries would receive by way of a
Bank dividend would presumably make it easier for them to subscribe addi-

tional funds to IA.Y

9/ In its application to the less developed countries, this argument
assumes a dividend in excess of the 2% dividend on loans outstanding made
out of local currency subscriptions.



- 3

The principal arguments against declaring a dividend are the following:

(a) The Bank's Articles do not make the declaration of a dividend
mandatory. The Bank, as a development agency, should not dispose of its
income in a manner which, by reason of the dividend distribution formula
prescribed by the Articles, would be of primary benefit to the wealthier,
capital-exporting countries among the Bank's membership. As indicated
above, those countries which comprise the Part I group of IDA members would
receive 86% of a $50 million dividend. This objection may be countered by
the comment that in present circumstances a large part of the benefits ac—
cruing initially to the Part I countries will in fact be passed on to the
poorer Part II countries in the form of expanded contributions to develop-
ment assistance .10/ However, the envisaged benefit is not only problemat-
ical but would be deferred. Since a dividend is not mandatory, income not
put to reserves should be devoted to purposes directly and immediately
helpful to the less developed countries, as by reducing loan charges.

(b) Once the Bank declares a dividend, it would be hard to pass a

dividend or even to pay a lower dividend in succeeding years without creat

ing an unfortunate impression in financial circles. In fact, if earnings

rose, the Bank could expect to be under pressure to increase the amount of
dividend. It is even conceivable that the pressure could lead to reserve

allocations of somewhat lower amounts than would be desirable by conserv-

ative financial standards.

(c) Finally, because most of the immediate benefits of any dividend

10/ The argument that a dividend would facilitate additional subscrip-
tions to IDA has already been mentioned.
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would accrue to the industrialized countries, the Bank would be subject to
considerable criticism, particularly in the less developed countries but
also in some quarters of the industrialized countries, if it paid a dividend.
This would be seen as evidence that the Bank, although designed to help the
less developed countries, has in fact been operated as a commercial insti-
tution making substantial profits for the industrialized countries out of
loan charges paid by the less developed countries. However much such crit-
icism might misrepresent the true situation, it would nevertheless be widely
heard and might well have an adverse effect upon the standing and reputation
of the Bank and consequently upon the Bank's ability effectively to discharge
its functions.

Other Dividend Possibilities

Some of the objections raised to a dividend might be avoided by declar=-
ing a dividend under conditions designed to assure that all or a large part
of the amount distributed would be devoted to increasing the resources of
IDA. For example, a dividend might be authorized as part of, or might be
conditioned upon, an agreement by all Part I members to turn over to IDA the
amounts received as a dividend. Alternatively, a dividend might be authorized
without any strings, but accompanied by declarations by the Bank's principal
shareholders that, subject to legislative approval, they intended to turn over
to IDA as a supplementary contribution any dividend payments they received.éé/

It need not be an essential element of this scheme that declarations be made

};/ The possibility of "leakage" of some part of dividend receipts is dis-
cussed in Part C. This possibility might be avoided or minimized to the ex-
tent that legislatures were prepared to authorize that the Bank be instructed
to pay over to IDA directly, as a supplementary contribution by the country
concerned, the amount of any dividend it would otherwise have received. The
technique might, in some countries, avoid the necessity of yearly legis-
lative appropriations.
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by 21l of the countries which are Part I members of IDA. Provision might
also be made for declarations by Part II countries.

The declaration of a dividend under these circumstances would assure
that at least a substantial portion of the aggregate amount of any dividend
would become available, through IDA, for urgent development purposes, with-
out creating any direct financial relationship between the Bank and IDA
and, in the case of the dividend accompanied by a declaration of intent,
would separate the Bank's action from governmental decisions concerning
disposition of the dividend. At the same time, both arrangements might
be thought to create an undesirable interconnection between dividend pay-
ments and the IDA replenishment, although, under the declaration of intent

technique, the connection would be more remote.
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Dec. 31,

1947
19L8
19L9
1950
1951
1952
1953
1954
1955
1956
1957
1958
1959
1960
1961
1962
1962

RESERVE BALANCES

(in millions of dollars)

Special
Reserve

3

8
1L
20
28
37
L9
62
7
9k
11k
138
165
194
223

239

ANNEX TABLE 1

Supplemental
Reserve Totals
{4 1 (<) 12
L 7
15 23
28 L2
LL 6L
62 90
82 119
105 154
130 192
159 236
195 289
236 350
282 120
31 506
L08 602
L76 699
516 755

Treasurer's Department

January 22, 1963



ANNEX TABLE 2

CONFIDLITIAL

R62-110
FROM: The Secretary December 28, 1962
PROJECTIO: OF ACTIVITIES
1, In accordance with your request there are attached two schedules

indicating how the activities of the Bank might evolve during the eleven-
year period beginning July 1, 1962 and ending June 30, 1973, Schedule A
assumes no dividends are paide Schedule B assumes dividends of $50 mil-
lion per annum with the first payment being made in fiscal 1963-64 out of
1962-63 earnings.

2. These projections are based on many assumptions and estimates,
a change in any one of which could change the picture very substantially.
While these assumptions and estimates are considered to be reasonable,
the projections are put forward with considerable diffidence and should
be used witih great caution.

3e Many of the assumptions used in preparing the projections are
evident from the figures themselves., Others are as follows:

a) New loans are assumed to be amortized from the third
to the twenty-fifth year with an average life of about
thirteen years.

b) Loans sold are assumed to be from maturities in the
second through the eighth year after sale with a per-
centage spread in these years of 10%, 15%, 25%, 203,

c) DNo losses.

d) $1,450 million of 18% funds and $205 million of 2%
funds disbursed and outstanding on loans.

Distribution:

Executive Directors and Alternates
President

Vice Presidents

Department Heads



e)

f)

-gu

Net income is estimated on the assumption that there
will be no change in loan charge policies or in the
present level of interest rates in the market; that
grants and administrative expenses, including $10 mil-
lion for educational purposes, will approximate %25
million per annum; and that the costs of borrowing and
the income from the use of borrowed funds (exclusive
of the 1% loan commission) will continue to be approxi-
mately equal.,

The figures in the column "Borrowings Maturing" are
based on presently outstanding bonds and the assumption
that no new short-term issues will be sold except for
the annual roll-over of $100 millicn of the central
Bank issues now outstanding: amortization of other new
issues is assumed to be from fifth year after placement
to the twenty-fifth year with an average life of about
twelve years.,



Erojection of Activities - Without Dividends
(Expressed in Millions of U.S. Dollars)

SCHEDULE &

Fiscal Years Loans Lendable Undisbursed Loans Disbursed Tet T i
Ending Loans Repeid  Loans Loans Net Loan Cash Balance Held by New  Borrowings Hew Borrowings ~— ——SOWoBllVe feserves
June 30 Made to Bank Sold Disbursed Income Commissions Balance of Loans Bank Funds liaturing Borrowings Outstanding Supplemental BSpecial Total
1963 700 110 200 700 75 32 1290 1700 3355 11 110 121 = 2540 550 256 206
1964 700 110 200 700 75 35 1045 1700 345 (30) 130 100 2510 625 291 916
1965 700 135 200 700 80 39 1000 1700 4110 240 345 585 2750 705 330 1035
1966 700 140 200 700 a5 43 1000 _ 1700 4470 275 205 480 3025 90 313 1163
1967 700 170 200 700 20 L6 1000 1700 4800 240 203 443 3265 280 419 1299
1968 700 180 200 700 95 49 1000 1700 5120 225 363 588 3490 975 L68 1443
1969 700 200 200 700 100 53 1000 1700 5420 200 303 503 3690 1075 521 1596
1970 700 240 200 700 105 55 1000 1700 5680 155 248 403 3845 1180 576 1756
1971 700 270 200 700 110 58 1000 1700 5910 120 298 418 2965 1290 634 192/
1972 700 300 200 700 115 60 1000 1700 €110 85 3882 473 4050 1405 694, 2099
1973 700 320 200 T00 120 62 1000 1700 6290 €0 448 508 4110 1525 756 2281
Percentages
Fiscal Years Totel Reserves Total Heserves Special Reserve
Ending to Loans to Borrowings to Borrowings
June 30 Cutstanding Outstanding Outstanding-
1963 24,0 % 31.7 % 10,1 %
1964 2445 36.5 11.6
1965 25.2 37.6 12.0
1966 26.0 38.4 12.3
1967 27.1 39.8 12.8
1968 28.2 41.3 13.4
1969 2944 43.3 L.l
1970 30.9 : 4547 15.0
1971 2.6 48.5 16.0
1972 3hed 5142 17.1
1973 36.3 55.5 18.4

# Actual borrowinge this fiscal year to date

December 26, 1962



INTERNATIONAL BANK FOR RECONSTRUCTION AND DEVELOFENT

L -

D

d

(Expressed in ifi1lions of U.S. Dollars)

SCHEDULF. B

Fiscal Years Loans Lendable Undisbursed Loans Disbursed  let ] G

Ending Loans  Repaid Loans Loans let Lozn Cash Balance Feld by Tew Borrowings Hew Borrowings

June 30 Hade to Bank Sold Digbursed Income Commissions Balance of Loans Bank Funds Haturing Borrowings Outstanding Supplemental Special Total
1963 700 110 200 700 75 32 1390 1700 3255 1 110 121 # 2540 550 256 206
1964 700 110 200 700 25 35 1000 1700 3745 (25) 130 105 2515 575 291 866
1965 700 135 200 700 28 39 1000 1700 4110 337 345 662 2852 603 320 923
1966 700 140 200 700 i 43 1000 1700 LATO 29 205 534 el 634 373 1007
1967 700 170 200 700 3% 46 1000 1700 4200 296 203 499 3477 668 419 1087
1968 700 180 200 700 37 49 1000 1700 5120 283 363 646 3760 705 258 1173
1969 700 200 200 700 40 53 1000 1700 5420 260 303 563 4020 745 521 1266
1970 700 240 200 700 43 55 1000 1700 5680 217 258 475 4237 788 576 1364
197 700 270 200 700 46 58 1000 1700 5910 184 313 497 1421 234 634 1468
1972 700 300 200 700 49 &0 1000 1700 A110 151 408 559 4572 83 694 1577
1973 700 320 200 700 52 62 1000 1700 6290 128 LT, 602 4700 925 756 1601

cel 2

#* Actusl borrowings thie fiscal year to date

Fiseal Years

Total Ressrves

Total Reserves

Special Reserwve

Ending to Loans to Borrowings to Borrowings
June 30 OCutstanding Outstanding Outstanding
1963 24.0 % 3.7 % 10.1 %
1964 23.1 3o 11.6
1965 22.7 32.7 11.6
1966 22.5 31.7 11.7
1967 22.6 31.3 12.1
1968 22.9 3.2 12.4
1969 2344 31.5 12.0
1970 24.0 32.2 13.6
1971 24,8 33.2 14.3
1972 25.8 3445 15.2
1973 26,9 3640 16.1

December 26, 1962



Paid~-in capital +
reinvested profits

Average interest on
disbursed loans
held by the Bank

Ttem B times Ttem A

Ttem C less admin-
istrative expenses

Net income

NET INCOME

(in millions of dollars)

1955-56  1956-57 1957-58 1958-59 1959-60 1960-61 1961-62

950

3 .hs%

33

26
29

1,150

3.47%

LO

32
36

1,300

3.56%

L6

38
L2

1,500 1,80 1,950 2,020

3.70%  3.87%  4.02%  L.16%

56 70 78 8L
46 60 66 23
46 60 63 70

Treasurer's Department
January 22, 1963



IBHD Member

fart 1 Countries

Australla
Austria
Helgium
Canade
Damuark
Finland

Frence
Germany
Ttaly

Japan
Iaxenbou'e
l'etherlands

Cervay

South Africe
Sweden

United Fingdom
Imited States

Total - Part I Countries

Part, II Countrioes

Afchanistan
Arsentina
Holivia

Crazil
Durma
Ceylon
Gidle

China
Colombia
GCrgta Rica
Cyprus

Doninican Republic

Seuador
El Salvador

Sthiopia
Ghana
Gresce
Guatemnla
Haiti
Hondures
Iceland

India
Indonesia
Iran

Irag
Ireland
Israecl
Jordan

Korea
Laos
Lebancn
Liberia
Libya
lelaya

Hexico
Meroceo
Nepal

New Zealand
Niecaragua
Migeria

Pakistan
Panama
Paraguay
Peru
Philippines
Portugal

TENTATIVE

CALCULATIUH A DIVIDSRD TO IBRD i 'BER COUNTRIRS ANNEX TABLE |
As of June 30, 1962
$ 50 Million Dividend % 60 M on Divide
Averace liﬁy ihyber 2% Dividend Dalance Balance
on Loan of on average Pro-rated by Total Pro-rated by Total
A1lions Sharec 185 on loan  £haveholdinzs ~— Dividend Shareholdings Dividend

$. 2.7 5,330 5 654,000 § 589,077 & 1,243,077 & 849,270 § 1,503,270
2,00 1,000 120,000 110,521 290,521 159,338 339,338
40,50 4y 500 £10,000 497,345 1,307,345 717,020 1,527,020
67.50 7,500 1,350,000 #28,908 2,178,908 1,195,032 2,545,032
11,40 Tias 228,000 191,533 £19,533 276,132 504,132
3.90 760 78,000 83,996 161,996 121,097 199,097
#ha65 10,500 1,322,000 1,160,470 2,493,470 1,672,045 3,006,045
7600 10,500 1,500,000 1,160,470 2,660,470 1,573,045 3,172,045
32,40 3,600 648,000 397,875 1,045,875 573,616 1,221,616
50,00 :, 660 1,198,000 735,070 1,934,070 1,061,189 2,259,189
1.20 200 36,000 22,104 58,104 31,868 67,868
45,95 5,500 919,000 607,865 1,526,865 876,357 1,795,357
9.20 1,333 186,000 147,224 333,32 212,397 398,297
17.15 2,000 342,000 221,042 564,042 318,675 661,675
18.00 2,000 360,000 221,042 581,042 318,675 678,675
234,00 26,000 4,680,000 2,873,546 7,553,546 4y142,779 8,822,779
571,50 63,500 11,430,000 7,018,082 18,448,082 10,117,941 21,547,941
4 1,296.65 152,616 i 25,933,000 § 16,867,270  § 42,800,270  § 24,317,476  § 50,250,476
5 - 200 & — 5 33,156 & 33,156 & 47,800 & 47,801
050 Gl 10,000 412,575 422,575 59/, 808 604,808
= 210 - 232,210 22,210 33,461 33,461
= 3,733 - 412,575 412,575 594,808 504,808
0.95 400 19,000 44,200 63,209 63,735 82,735
0,50 600 10,000 66,313 76,313 95,603 105,603
— 933 - 103,116 103,116 148,662 148,562
s 7,500 o 828,908 828,908 1,195,032 1,195,032
C.42 923 g,400 102,116 111,514 148,62 157,062
0.36 20 7,200 8,842 16,042 12,747 19,947
s 150 s 16,574 16,578 23,901 23,901
= 80 L 8,842 8,842 12,747 12,747
1415 128 22,000 14,147 37,147 20,395 43,395
0.18 £0 3,600 6,631 10,231 9,560 13,160
0.50 100 10,000 11,052 21,052 15,934 25,934
1.40 467 28,000 51,613 79,613 Thy 411 102,411
- 500 - 55,260 55,260 79,669 79,669
0,30 20 6,000 8,842 14,842 12,747 18,747
s 150 - 16,578 16,578 23,901 23,901
0.35 60 7,000 6,631 13,631 9,560 16,560
0.13 150 2,600 16,578 19,172 23,901 26,501
21.60 8,000 432,000 884,168 1,316,168 1,274,701 1,706,701
- 2,200 - 243,146 243,146 350,541 250,541
5.85 900 117,000 99,469 216,469 143,404, 260,404
0.95 150 19,000 16,574 25,578 23,901 42,901
3,35 600 63,000 66,313 129,313 95,602 158,603
1.95 a3z 39,000 36,803 75,803 53,059 92,059
- 150 - 16,578 16,578 23,901 23,901
- 250 — 27,630 27,630 39,834 39,834
= 100 11,052 11,052 15,934 15,934
0.80 %0 16,000 9,947 25,947 14,340 30,340
i~ 150 _— 16,578 16,578 23,901 23,901
P 200 = 22,104 22,104 31,868 71,868
3.15 500 63,000 55,260 118,260 79,669 142,669
15.20 1,733 304,000 191,533 495,533 276,132 580,132
=3 700 = 77,365 77,365 111,536 111,536
s 100 -— 11,052 11,052 15,934 15,934
- 1,667 — 184,238 184,238 265,616 265,616
s 60 - 6,631 6,621 9,560 9,560
-— 667 — 73,717 73,717 106,278 106,278
0.20 2,000 4,000 221,042 225,042 318,675 322,675
0.04 4 442 1,242 637 1,437
(o 60 o 6,631 6,631 9,560 9,560
2.37 350 47,400 38,682 86,082 55,768 103,168
1.90 1,000 38,000 110,521 148,521 159,338 197,338
s 200 e 88,417 88,417 127,470 127,470

- Continued -



TENTATIVE ANNEX TABLE L
CALCULATION OF A DIVIDEWD TO IBRD MEDBER COUNTRIES - (CONTINUED) (continued)

As of June 30, 1962

% 50 Million Dividend i 60 ion d
Average 18% v Humber 2% Dividend Balance Balance
on Loan of on average Pro-rated by Total Pro-rated by Total
IBRD lember {41ldons) ~ Shares 180 on Joan  Sharcholdinge  Dividerd Shareholdinzg  Dividend
sz% 11 mmg?; os
continued
Saudi Arsbia - 733 - § - $ 8,012 % 81,002 § 116,795 $ 116,795
Spain — 2,000 s 221,042 221,042 318,675 318,675
Sudan 1,80 200 36,000 22,104 58,104 31,868 67,868
Syrian Arab Republic - 200 - 22,104 22,104 31,868 31,868
Thailand 2,05 €00 41,000 66,313 107,33 95,603 - 136,603
Tunisia - 300 - 33,156 33,156 47,801 47,801
Turkey — 1,150 - 127,099 127,099 183,238 183,238
United Arab Republic - 1,066 —_ 117,815 117,815 169,854 169,85/,
Urusuay - 105 - 11,605 11,605 16,730 16,730
Venezuela 1.90 1,400 38,000 154,729 192,729 223,073 261,073
Viet~ilam - 300 - 33,156 33,156 47,801 47,801
Tugoslavia 1.70 1,067 34,000 117,926 151,926 170,013 204,013
Total - Part II Countries &  71.35 52,232 & 1,427,000 $ 5,772,730 & 7,199,730 $ 8,322,52, & 9,749,5%
GRAND TOTAL $ 1,368.00 204,848 & 27,360,000 $ 22,640,000  $ 50,000,000 $ 32,640,000  $ 60,000,000

1/ Basis:
re of L:

June 30, 1961 % 1,341.90
June 20, 1962 1,394.00

% 2,735.90

Average 5 1,367.95
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INTERNATIONAL BANK FOR A
RECONSTRUCTION AND DEVELOPMENT

. INTERNATIONAL Bﬁ\"ELGPNENT INTERNATIONAL FINANCE
ASSOCIATION CORPORATION

gorY

This is something on which we
should have a position if it gets to the
stage of being discussed in OECD. It
is essentially Horowitz' idea of last
year.

Mr, Wilsons
J.D. Miller
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CONFIDENTIAL R-97 (Second Revision)

INTERNATIONAL BANK FOR
DECLASSIFEED RECONSTRUCTION AND DEVELOPMENT

Date: 11[!5 2010 §Aw

February 6, 19L8
FROM: The Secretary

MEMORANDUM ON LOAN POLICY

Following the discussion at the Regular
Meeting of the Executive Directors on January 28,
1948, the Memorandum on Loan Policy has been revised,

(Paragraph 15(a) (ii)), and is attached for information.

Distribution;

Executive Directors snd Alternates
President

Vice President

Department Heads

EMW ; gm
Sec: 2-116
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| CONFIDENTIAL DECLASSIFIED R=97 (Second Revision)

Date: Dated April 16, 15L7
Revised January 28, 19L8
Jamuary 29, 1948

INTERNATIONAL BANK FOR
RECONSTRUCTION AND DEVELOPMENT

MEMORANDUM ON LOAN POLICY

as revised on January 29, 1946

1, The primary purpose of the Bank is to "assist in the reconstruction
and development of territories of members by facilitating the investment of
capital for productive purposes, including the restoration of economies
destroyed or disrupted by war, the reconversion of productive facilities to
pe;ce-time needs and the encouragement of the development of productive
facilities and resources in less developed countries".

2, In carrying out that purpose the Bank is to "promote privaté foreigﬁ
investment by means of guarantees or partiéipations in loans and other invesgw
ments made by private investors; and when private capital is not available on
reasonable terms, to supplement private investment by providing, on suitable
conditions, finance for prédnctive purposes out of its own capital, funds
raised by it énd its other ‘resources",

3. The Bank is further enjoined to "promote the long-range balanced
growth of international trade and the maintenance of equilibrium in balances
of payments by encouraginé international investment for the development of
the productive readﬁrces of members", to arrange "the loans made or guaranteed
by it in relation to international loans through other channels so that the |
more useful and urgent projects, large‘and small alike, will be dealt witﬁ
first"; and éo nconduct its operations with due regard to the effact_of iﬁtar-
national invéstménﬁ on business conditions,in the territories of memberé ;nd,
in the immediate post-war years, to assist in bringing about a smooth transi-

tion from a war-time to a peace~time economy”,

Sec:2-116
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Le Furthermore, in making or guaranteeing any loan the Bank is required
to "pay due regard to the prospects that the borrower,'and, if the borrower

is not a member, that the guarantor,‘will be in a position to meet its oblika;
tions under the loan"; and to "act prudently in ‘the inferoata both o: the
particular member in whose territories the projacf is 1Ecated and of thﬁ
members as a whole",

Se The Bank is, therefore, a cooperative financial institution do;iinad‘
to promote mutual assistance among its members in the reéonstructicn aﬁd d.;

velopment of their territories and the promotion of the long-ranged baianbed

growth of international trade and the maintenance of cqnilibrium in balancil

of payments,.

T

6. with due regard to the purposes of the Bank as set forth inlthn
Articles of Agreement; to the magnitude of its task of aasiating in th;l
economic and financial recovery of the world; to the responsibilities o} the
Bank towards its members as stockhoiders and potential borrowars,'and towards
the investors who must supply the majdr:portion of its loanable funds -.thOIt

are adopted as principles governing its loan policy:'—

A. The Need to take Calculated Risks

Te It is essential for the Bank to take calculated risks that private
capital is not new willing to assume, especially risks arising from genural
econcmic and political uncertainties, and trom the magnitude of the amounts

required,

B, The Need to insist «n Constrtctive Lending

-

8. In accepting these general riska,‘it is necessary for the Bank to
insist that the purposes for which its funds are used are constructive,
practical and essential to the ecznomic rehabiiitation or davelopment of ths

borrawing countries, and beneficial te the world econﬁﬁy.

Se<‘=:2—9'6 . . | Wi
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D.
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The Distribution of Loanable Funds

9 Since the Bank's resources are limited in relation to the demands
to be wade upon it, it is not enough to consider individual applications on
their merits, First consideration shall be given to the most urgent needs
whether for reconstruction or developmﬁnt; these can be defined breadly as

the elimination of bottlenecks and the restoration and expansion of productive

facilities that will contribute most effesrdgely to the healthy revival of the

“iorld économy,

The Principle of Successive Advances

10. The Principle of sugcesaive advances arises frem two reasons:
(a) First, the Bank's purpose is not fulfilled by the mere
granting of koans, It has a cintinuing responsibility regarding
the utilisation of its loans. This responsibility can bestl
be discharged by meeting the needs of borrowing countries with
successive advances in the light of their own performance, and
by the maintenance of close ¢ollaboration between the Bank and

borrowing countries,

(b) . Secondly, the present limited resources of the Bank
preclude it from providigg.finance fir a long period ahead
for all the qualifying_applicationa. The Bank can lenﬁ ne
faster than it can borrow, Its current policy must, therefore,
be one of making successive advances to individual borrowink
countries to meet their most important needs as they arise.

Thé Primary Responsibility of the Borrower for the lajor
Centribution to its Reccvery

R b B The Bank shall prcceed on the basis that, important though its

financial contributions can be, the major effort must be made by the borrowing

. Sec:2-96 . .
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countries, The future of every country must depend primarily on its willing-
ness and ﬁbility to utilise to the fullest and for productive purposes its

ovn rescurces,

The Fulfilment of Cecntracts

12, In view of the fact that the realisation c¢f the purpose of the Bank =
to assist in economic recovery and development, both by direct or guaranteed
loans, and by the encouragement of private lending - depends on its ability

to work towards the opening up of all sources of finance, it has an inescapable
intarest in the fulfilment of obligaticns in good faith, Therefore, it has re-
spongibility for appraising fairly all factors affecting confidence in intef-

national loans and of encouraging all steps which tend to promote such cons

fidence.

The Use of the Proceeds of Loans

13. The Articles of Agreenient provide that arrangements shall be made
to ensure that the proceeds of loans are used efficiently for the specified
purposes, Such arrangements shall ensure that:
(a) Disbursements are for expenditure on goods and services
4 juired in accerdance with the terms of the loan agree-—
ment; and
(b) The goods and services so purchased are employed fer the

purposes stated in the loan agreement.

Technical pdvice

L. The efficient utilisation of loans depends, in large measure, on the
quality of the engineering and other technical skills employed,not only in

the preparation of projects submitted, but also in their exscution. Acoordingly,

' Sec:2-96 . ‘
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the Bank will scrutinise carefully the engineering and techmical skills used
in the prpgpration of projects and proposed to be used in their execution,
The Bank will be prepared to consuit with an advise applicants concerning

the provision of requisite engineering and other teohnical services.

Interest on Loans, Cormissious and Conditions of Redemption

15. Subject to modification in the light of changing conditions:

(a) The Rate of Intevest on Loans

(i) 'The rate of interest on loans made by the Bank
shall be stated separately from the rate of com=
mission to be charged on such loans.

(i1) Such rate of interest shali be approximately one-
quarter of one per cent per annum higher than the
rate of interest which the Bank estimates to be the
rate of interest that it would have to pay for
money for a term similar to ﬁhat of the loan,

(iii) A commitment fee at the rate of 1% shall be charged
on undisbursed amountslof the loan from the date on
witoh: i Bk undertakes a firm commitment to make

3 a loan and for a pefiqé of six months thereafter,

(iv) During the period of six months after a firm com-
mitment to make a loan has-been undertaken, interest
shall begin on the date of'disbursement and is to be
charged only on the ;mouqt di?buraed; after six months,
interest shall be charged on the-whole amount of the
1oén for fhich the_ﬁank has un&a;taken a firm sommit- '

ment,

| Sec: 2-116 . .
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(v) Where the above procedure-is followed, the principle

shall be adopted of refunding to the borrower the

terest earned by the Bank on liquid assets held
against undisbursed commitments on which the bor-
rower pays full interest, This shall be effected
by the borrower receiving, on the amount undisbursed,
an interest credit equal teo the interest rate determined
by the average of the bidg on 3 months Treasury bills
of the United States Government on the First Treasury
issue after the first of January, April, July and
October of each year, credit interest to be computed
every 3 months after the period has elapsed. In order,
however, that the ret charge to the borrrwer shall not
be less than the commitment fee chargeable on undisbursed
amounts during the initial period of six months, the
interest credit shall be limited to a rate not greater
than the difference between the rate of the commitment

fee and the rate of interest on the loan,

.Commission on Loavs

The rate of commiscion to be charged by the Bank on
loans made by it shall be une per.cent per annum on the amount
of the loan outstanding and such commigsion shall be charged
on all leans made by the Bank whether made eut of capital cr

., out ef bprrowed funds,
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(c¢) Provisions for the Redemption of Leans prior to Vaturity
at Option of the Borroier

(1) Loans made by the Bank shall be subject to redemption
at any time prior to maturity at the option of the
borrowsr,

(i1) Upon optienal redempticn of all or any part of the
loan prior to maturity the borrower shall be required
to pay a premium at a rate approximately equal to the

rate of premium which the Bank shall reasonably expect

to have to pay on the optional redemption of securities

issued by it having substantially the same maturity.
(ii1) The Bank at its option may waive the payment of all

or part of such redemption premium on the opﬁional

redemption prior to maturity of loans made by it

when the Bank is satisfied that it can use the amounts

of the loan so repaid to retire its own securities

without loss of interest or otherwise use such amourt

in its cperationsal

The Protection ef the Bank!s Loans

16, The Bank is required to pretect the integrity of its laéars; Since
such loans will be repayable in foreign exchange, the Bank must provide suitable
protection against the borrower impairing its ability to provide the neéeesary
foreign exchange either by pledging its foreign exchange resources as security
for other external debt or by improvidently incmrring an exceasive amownt eof
external debt, To that end the borrower should agree not to pledge its sources
of foraign exchange so as to give other external dsbt prierity over the Bank's




. ks - '

loans without the consent of the Bank. In appropriate cases an exception
to this principle may be made in order to permit shcrt-term self-liquidating
transactions, The borrower should alsc agree not to incur additional external

debt without first consulting with the Bank.

The Relations between the Bank and Borrowing Countries

173 | In order to accomplish its purposes, the relations between the
Bank and its members must be based on confidence and a spirit of mutual cc-
operation. The relations of the Bank with its borrowers must be broadsr and
closer than the ordinary relations between a creditor and a debtor, Thers
must be the fullest exchange of information with regard to all mattars of
mutual interest and full opportunity to consult and advise with each other
on all such matters. That must be true not only at the inception of ‘the

loans but throughout the life of the loans.

18. Since the financial assistance rendered by the Bank will provide

on%y a part of the resources which the borrower will require for the ac-

complishment of the particular project or program for which the loan is made, .

and since in the end the accemplishment of such project or program must depend
on the constructive efforts and savings of the government and people of the
nation to which the loan is made, both the Bank ahd the borrower must be

assured that those efforts and savings can and will be mobilised,

19, The Bank, therefore, has an interest ing ;

(a) Internal economic and financial measures taken by the
borrowers to implement their reconstruction or develop-
ment programss

(b) Continuing developments relating to the economic and

financial progress of the borrewer,

Sec: 2~-96
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L, The Recognition of Principles in Contracts

20. ' The contracts of the Bank with its borrowers should contaiﬁ
appropriate recogniticn of the principles here enunciated and ippmpriato
provisions to implement such principles. Such principles are nocessarily'

subject to modification from time to time in the light of changing conditions,

Sec: 296
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CONFIDENTIAL Dated April I6, 19L7

Revised January 28, 19L8

INTERNATIONAL BANK FOR
RECONSTRUCTION AND DEVELOFPLENT

DECLASSIFIED

a|15|20t0 BAW

e e Ul

MEMORANDUM ON I.OAN POLICY

as revised on January 28, 19L8

le The primary purpose of the Bank is to "assist in the reconstruction
and development of territories of members by facilitating the investment of
capital for produvetive purposes, including the restoration of economies
destroyed or disrupted by war, the reconversion of producti;e facilities to
peace-bvime needs and the encouragement of the development of productive
facilities and resources in less developed countriesU,

2 In carrying out that purpose the Bank is to "promote private foreign
investment by means of guarantees or pa;ticipations in ioans and other invest-
ments made by private investors; and when private capital is not available on
reasonable terms, to supplement private investment by providing, on suitable
conditions, finaﬁce for productive purposes out of its own capital, funds
raised by it and its other resources".

3. The Bank is further enjoined to "promote the long-range balanced
growth of international trade and the maintenance of equilibrium in balances
of payments by encouraging international investment for thé development of

the productive resources of members"; to arrange "the loans made cor guaranteed
by it in relation to international loans through other chaﬁnels so that the
more useful and urgent projects, large and small alike, will be dealt with
first"; and to "conduct its operations with due regard to the effect of inter-
rational investment on business conditions in the territories of members and,
in the immediate post-war years, to assist in bringing about a smooth transis

tion from a war-time bo a peace-~time economy".

EMW:gnm
Seci2-96
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Lo Furthermore, in making or guaranteeing any loan the Bank is required
to "pay due regard to the prospects that the borrower, and, if the borrower

is not a member, that the guarantor, will be in a position to meet its cbliga-
tions under the loan"; and to "act prudently in the interests both of the
particular member in whose territories the project is lncated and of the
members as a whole",

e The Bank is, therefore, a cooperative financial institutiocn designed

to promote mutual assistance among its members in the reconstruction and dew

“velopment of their territories and the promoticn of the long-ranged balanced

growth'of international trade and the maintensnce of equilibrium in balances
of payments,

6o With due regard to the purposes of the Bank as set forth in the
Articles of Agreement; to the magnitude of its task of assisting in the
economic and financial recovery of the world; to the responsibilities of the
Bank towards its members as stockholders and potential borrowers, and towards
the investors who must supply the major portion of its loanable funds - these

are adopted as principles governing its loan policy: =

The Need to take Calculated Risks

Te It is essential for the Bank to take calculated risks that private
capital is not now willing to assume, eépecially risks arising from general
econnmic and political uncertainties, and from the magnitude of the amounts

required,

The Need to insist on Constructive Lending

8. In accepting these general risks, it is necessary for the Bank to
insist that the purposes for which its funds are used are censtructive,
practical and essential to the economic rehabilitation or development of the

borrawing countries, and beneficial to the world economy,

Sec:2-96
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C. The Distribution of Loanable Funds

Se

Since the Bank's resources are limited in relation to the demands

to be made upon it, it is not enough to consider individual applications ¢n

their merits, First consideration shall be given to the most urgent needs

whether for reconstruction or development; these can be defined broadly as

the elimination of bottlenecks and the restoration and expansion of productive

facilities that will contribute most effectively to the healthy revival of the

world economy,

D. The Principle of Successive Advances

10.

(2)

(0)

The Principle of successive advances arises from two reasons:

* First, the Bank's purpose is not fulfilled by the mere
granting »f lcans. It has a continuing responsibility regarding
the utilisation of its loans. This responsibility can best
be discharged by meeting the needs of borrowing countries with
successive advances in the light of their own perfornénce, and
by the maintenance of close collaboration between the Bank and

borrowing countries.

Secondly, the present limited resources of the'Bénk
preclude it from providing finance for a long period ahead
for all the qualifying applications, The Bank can lend nc
faster than it can borrow, Its current policy must, therefore,
be one of making successive advances to individual borrowing

countries to meet their most important needs as they arise.

E. .o Primary Responsibility of the Borrower for the Major
Contribution to its Recovery

11,

financial contributions can be, the major effort must be made by the borrowing

_Sec:2—96
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countries. The future of every country must depend primarily on its willing-
ness and ability to utilise to the fullest and for productive purposes its

oVIl resources,

The Fulfilment of Contracts

12, In view of the fact that the realisation of the purpose of the Bank -
to assist in economic recovery and developmént, both by direct or guaranteed
loans, and by the encouragement of private lending — depends on its ability

to work towards the opening up of all sources of finance, it has an inescapable
intesrest in the fulfilment of obligations in good faith, Therefore, it has re-
sponsibility for appraising fairly all factors affecting confidence in inter-
national loans and of encouraging all steps which tend to promote such con-

fidence.

The Use of the Proceeds of Loans

13, The Articles of Agreement provide that arrangements shall be made
to ensure that the proceeds of loans are used efficiently for the specified
purposes, Such arrangements shall ensure that:
(a) Disbursements are for expenditure on goods and services
acquired in accordance with the terms of the loan agree-
ment; and
(b) The goods and services so purchased are employed for the

purposes stated in the loan agreement,

Technical Advice

1. The efficient utilisation of loans depends, in large measure, on the
quality of the engineering and other technical skills employed,not only in

the preparation of projects submitted, but alse in their execution., Accordingly,

Sec:2-96
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the Bank will scrutinise carefully the engineering and technical skills used
in the preparation of projects and mroposed to be used in their execution.
The Bank will be prepared to consult with and advise applicants cancerning

the provision of requisite engineering and other technical services.

I. Interest on Loans, Commissions and Conditions of Redemption

15, Subject to modification in the light of changing conditions:

(a) The Rate of Interest on Loans

(i) The rate of interest on loans made by the Bank

shall be stated separately from the rate of com-
mission to be charged on such loans.

(ii) Such rate of interest shall be approximately one=-
quarter of one per cent per annum higher than the
net rate of interest at which the Bank can reasonably
expect to borrow at long-term an amount equal to the
amount of the loan.

7 (iii) A commitment fee at the rate of 1i% shall be charged

| an undisbursed amounts of the loan from the date on
which the Bank undertekes a firm commitment to make
a loan and for a period of six months thereafter.

(iv) During the period of six months after a firm com-
mitment to make a loan has been undertaken, interest
shall begin on the date of disbursement and is to be
charged only on the amount disbursed; after six months,
interest shall be charged on the whole amount of the
loan for which the Bani has undertaken a firm commit-

ment.,

Sec: 2-96
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(v) Where the above procedure is followed, the principle
shall be adopted of refunding to the borrower phq
interest earned bf the Bank on liquid asseis held
against undisbursed commitments on which the bor-
rower pays full interest. This shall be effected
by the borrower receiving, on the amount undisbursed,
an interest credit equal to the interest rate determined
-by the average of the bids on 3 months Treasury bills

of the United States Government on the First Treasury

issue after the first of January, April, July and
October of each year, credit interest to be computed
every 3 months after the period has elapsed, In order,
hdwever, that the net charge to the borrewer shall not
be less than the commitment fee chargeable on undisbursed
amounts during the initial period of six months, the
interest credit shall be limited to a rate not greater
thaﬁ the difference 5etween the rate of the commitment

fee and the rate of interest on the loan. r// i

(b) Commissicn on Loans

The rate of commission to be charged by the Bank on
loans made by it shall be vne per cent per annum on the arount
of the loan outstanding and such comuission shall be charged
on all loans made by the Bank whether made out of capital or

out of borrowed funds,

Sec; 2-96
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(¢) Provisions for the Redemption of Leans prier to Maturity
at Option of the Borrower

(i) Loans made by the Bank shall be subjec¢t to redemption
at any time prior to maturity at the option of the
borrower,

(i1) Upon optional redemption of all or any part -of the
loan prior to maturity the borrower shall be required
to pay a premium at a rate approximately equal to the

rate of premium which the Bank shall reasonably expect

to have to pay on the optional redemption of securities

issued by it having substantially the same maturity,
(iii1) The Bank at its option may waive the payment of all

or part of such redemption premium on the optional

redemption prior to maturity of loans made by it

when the Bank is satisfied that it can use the amounts

of the loan so repaid te retire its own securities

without loss of interest or otherwise use such amount

in its operations.

Je The Protection of the Bank!s Loans

16.

such loans will be repayable in foreign exchange, the Bank must provide suitable

protection against the borrower impairing its ability to provide the necessary-.

The Bank is required to protect the integrity of its loans., Since

foreign exchange either by pledging its foreign exchange.résources as security

for other external debt or by improvidently incmrring an excessive amount of

external debt, To that end the borrower should agree not to pledge its sources

of foreign exchange so as to give other external debt priority over the Bank'!s

Sec: 2~96
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loans without the consent of the Bank., In appropriate cases an exception
to this principle may be made in order to permit shert-term self-liquidating
transactions, The borrower should also agree not to incur additional external

debt without first consulting with the Bank,.

The Relations between the Bank and Borfowing Countries

17. In order to accomplish its purposes, the relations between the
Bank and its members must be based on confidence and a spirit of mutual ce~-
operation, The relations of the Bank with its borrowers must be broader and
¢leoser than the ordinary relations between a creditor and a debtor. There
must be the fullest exchange of information with regard to all matters of
mutual interest and full opportunity to consult and advise with each other
on all such matters. That must be tfue not only at the inception of the

loans but throughout the life of the loans.

18. Since the financial assistance rendered by the Bank will provide
only a part of the resources which the borrower will require for fhe ac—
complishment of the particular project or program for which the loan is made,
and since in the end the accomplishment of such project or program must depend
on the constructive efforts and savings of the government and people of the
nation to which the loan is made, both the Bank and the borrower must be

assured that those efforts and savings can and will be mobilised.

19, The Bank, therefore, has an interest in:

(a) Internal economic and financial measures taken by the
borrowers to implement their reconstruction or develop-
ment programs;

(b) Continuing developments relating to the economic and

financial progress of the borrower.

Sec: 2-96



L. The Recognition of Principles in Contracts

20. The contracts of the Bank with its borrowers should contain
appropriate recognition of the principles here enunciated and appropriate
provisions to implement such principles. Such principles are necessarily

subject to modification from time to time in the light of changing conditions.,

Sec: 2-96
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(To b8 Sicixtted 48 thé
Executive Directors on
November 15 for approval.)

INTERNATIONAL BANK FOR
RECONSTRUCTION AND DEVELOPMENT

November 7, 19L6.
COMUITIEE ON FINANCIAT, POLICY

REPORT ON RATES OF INTEREST

et

I. The Committee on Financial Policy met on October 9, 23 and 30 and

November 6 and considered the policy aspects of interest rates and com-

missions to be charged in connection with direct loans.

IT. The Committee was of the opinion thet the questions to be answered

1,

Se

Sec-78

Should there be differentiation in interest rates as between
debtors?
Should there be differentiation in rates of commission as
between debtors?

Should there be differentiation in interest rates as between
loans of different terms of maturity?

Should there bé a fixed relation between the interest charced
on loans given by the Bank and the interest paid by the Bank on
its debentures of the same term of meturity as such loans?
Should there be differentiation in interest rates as between
loans in different currencies?

hould the costs of control and supervision be borne by the
debtor or by the Bank or shared by both and should there be a
general rule as to the charge of costs or can there be differ-

entiation as between types of loans and between debbors?
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The consensus of the Committee in answering these questions of

is set forth below:

Quéstions 1 and 2 - Interest and Commission Rates

Differentiation in interest rates and levels of commission
could only be based on an appraisal of the risk differentials

As regards the rate of coﬁmission, Article IV, Section l(a)
appears to exclude such differentiation. The commission was
clearly meant to be a uniform contribution from all borrowers to
a special reserve fund, as provided in Article IV, Section e

As rcgards interest rates, the irticles give no sv:h indication
of uniformitys. The Committeec agreed, however, that, fo-~ the time
b~ing at fciét, no differentiation of interest rates bc ed on an
eoesaiso) of the risk differential should be attempted. The appraisal
of a risk differential between countries poses almost wianswerable
questions, The combination of rumours, assumptions and expectations
on whicﬁ the market bases its appre? sal could never guide the Bank
in fixing its interest retes. Apert from that, it is clear that
the charging of very high interest rates would defeat the object of
the Bank and would be in confliet with Article ITII, Section 1(b)e
Insofar as such high charges have bcen imposed in the past by private
investment agencies in concluding international loans, they have
procd to be a heavy burden to the debtors without in reality cover=-
*a- - risk of the lenderse, If the Bank would want to differentiate
- #visronh rotes, this differentiation would have to be kept within

iv 207 narrow limitse Although that would mean that those

G rour= o1 vnoin the higher charges would be imposed would not be
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necessarily heavily burdcned, the effect of the higher charge would
nevertheless be politically painful,

The Committee thercfore agreed that therc should be no diffcre
entiation in either interest or commission charges as botween debtorss
This of coursec does not mean that 21l loan contracts will contain the

seme interest rates at all times (Scc under 3, L and 5)s

Question 3 « Rates on Differing Maturitics,

It scems obvious that there 'should be varying rates of intercst

on loans of diffcrent terms of maturity.

Question L - Borrowing and Lending Ratcss

There is no good reason to link the intercst charged on loans to

the overall interest actually paid by the Bank on ité ovn debeonturcss

The Bank is not forced to have the meturitics of its owm debentures
in absolute concurrence with the meturities of the loans givens But
it is logical that there should be a relation between the interest
charged on loans of a given maturity and the rate at which the Bank
could issuc debcentures of the same meturitys The rate of interest
charged on a loan concluded &t a given moment should therefore be

related to the interest rate prevailing in the market at that momente

But it is impossiblc to establish a fixed rule as to an eventual

sprcad between the two rdtess

‘Question 5 - Different Currenciese

In consequence of wheat is said under h it is obvious that there
may be differentiation in intercst ratcs as between loans in diffcrent

currcncies,
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Qucstion 6 - Costs of Supcrvisions

The answer to this question should be deferred until the report

of the Staff on the subjecct of control and supervision has been receiveds

IVe In vicw of the loan applications presently pending, a statecment of
policy in regard to intercst rates is desirable and cannot for long be avoided,
The recommendations of this report are, therefore, provisional and are not
intended to lay down a rigid policy, incapable of revision in thc futurc when
the Bank shall have commenced opcrations and factors affccting the Benk's
determination of interest rates may have come to light, Nor does this report
intend to preclude differcntiation as between loans of different character
(specific projects versus general purpose loans) although it does not recommend
any such differentistion at the momente Diffcrentiation in connection with
collateral attoched to a loan should be considered in casc such collateral
would materially rcduce the risk of the loane All such appraisals can only
be nmade in conncetion with specific loan applications, and the Committee
recormends that the Bank staff on the Loan Committees should analyze the various
elements entering into the loans, in an attempt to arrive at a practical judg-
nent of the risk differentiale Such analysis will scrve as a guide to future
policy in determining rates cof intereste

(sgd) Je Wo Boyen

Ja We Beyen, Chalrman
Cormittee on Financial Policy

Mcrberss:s Leon Baranski

Re Bo Bryce
Emilio G. Collado

Sir James Grigg
Luis Machado
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Committee «sn Financial Pelicy
Document Noe 5.

INTERNATIONAL BAWK FOR
RECONSTRUCTICN AND DEVELOPMENT

November 7, 1946,

COMMITTEE ON FINANCIAL POLICY

Re: Memorandum of the Acting Treasurer on

Financial Policy

(Committee on Financial Policy
Document Noe 3.)

Resume of discussion at the meeting of
the Committee on November 6, 1946,

ls Discussion was focussed especialiy on paragraph Ae. 4 of the
memorandume. .
24 It was the general view of all present that if the policy put
forward in said paragraph were to be followed for a long time, it
would bar a rapid development of a great volume of credits, as
credits, particularly those destined for the financing of capital
goods, will in theif initial period ve taken up slowly, resulting
in an accumulation ¢f unused commitments which, according to the
thesis of paragraph 4, should not much excced the Bank's liquid
assets, especially as long as the Bank is still in its infancy.
3e In the discussions, various ideas were brought forward tc en-
able the Bank to extend its loaning activiiies to a larger volume
than that anticipated in the appendix o t%s memorandum.
L, It was stated that once an isst w.u m.ic of the Bank's bonds,
the Bank could make commitments above . Ligalcd assets. Although
it would not be certain at which ratcs the Zank could borrow, it
would, apart from exceptional circumstances, always be able to
borrow at some rate. A clause stating that such circumstances would

rermit the Bank to withdraw from loan contracts could be insarted
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Document Noe 5e
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therein, thereby protecting the Bank.
5. The Committee, however, realized that it could not be denied
that the Bank would in this way run the risk of a rising rate of
interest to be paid on its bonds, which might result in losses,
especially so if the market, realizing that the Bank was badly in
need of money, were to take advantage of such a situatione
b To eliminate this risk of losses on intercst, various methods
were discussed. Taking for granted that the Bank functions in the
interest of the borrowers and in view of the fact that the Bank acts
as a sort of cooperative cfedit association, it might fit well into
that picture to charge the borrowers a rate not fixed in advance
but always related to the rate the Bank would have to pay, plus a
margine
7. This flexible rate would eliminate the Bank's losses on interest
but would, on the pthér hand, leave the borrower in the air as %o
the cost of a loan, thereby preventing a country from calculating
the cost of the projects to be financed. It secmed that this cir-
cumstance would make countries reluctant to sizn a loan contract on
such a basis, even if the country had the right to rescind the con-
tract. Once part of a project were underway, it would be difficult
for a country to stop half-way regardless of how high interest rates
might rise. Furthermore, interest might go up further after a
project had been completed.
8. On the other hand it was noted that if the method of a flex-
ible rate were to be followed, it might De possibls to eliminate
the charging of a commitment commissione

Qe In view of the disadvantages of a flexible interest rate, it
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was generally thought that methods should be studied to limit the
amount of unused commitments as far as possible.

10. It was stated that as long as the contracts for the materials
neceded for the projects were not signed, it seemed unnecessary for
the Bank to enter into firm loan commitmentse In the circumstances
borrowers could first enter into a preliminary contract with the
Bank, by which the Bank would be only engaged to make a loan at

a later date, certain conditions to be mutually agreed upon later.
In this way the project and most of the conditions of the loan
could be agreed upon with a few exceptions such as rate of intereste.
11, It was realized, however, that this solution would only partly
meet the difficulties as orders for projects are generally not
placed at one and the same time and that once one order is placed,
the borrowing member has to be sure to be able to finance the rest,

thereby necessitating a firm commitment from the Banke
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