THE WORLD BANK GROUP ARCHIVES

PUBLIC DISCLOSURE AUTHORIZED

Folder Title: A.W. Clausen Briefing - Briefings 05

Folder ID: 1771364

ISAD(G) Reference Code: WB IBRD/IDA 03 EXC-10-4539S
Series: Subject files

Sub-Fonds: Records of President Robert S. McNamara

Fonds: Records of the Office of the President

Digitized: January 10, 2013

To cite materials from this archival folder, please follow the following format:
[Descriptive name of item], [Folder Title], Folder ID [Folder ID], ISAD(G) Reference Code [Reference Code], [Each Level
Label as applicable], World Bank Group Archives, Washington, D.C., United States.

The records in this folder were created or received by The World Bank in the course of its business.
The records that were created by the staff of The World Bank are subject to the Bank's copyright.

Please refer to http://www.worldbank.org/terms-of-use-earchives for full copyright terms of use and disclaimers.

oa 2’1)
At

THE WORLD BANK
Washington, D.C.

© 2012 International Bank for Reconstruction and Development / International Development Association or
The World Bank

1818 H Street NW

Washington DC 20433

Telephone: 202-473-1000

Internet: www.worldbank.org

PUBLIC DISCLOSURE AUTHORIZED



AL

Archives 1771364
A1995-256 Other#: 2 309658B

AW, Clausen Briefing - Briefings 0%

DECLASSIFIED
WBG Archives







117 /150

C. COMPLEMENTARITY WITH THE PRIVATE SECTOR

1. With the recent change in administration in the United
States, increased attention 1is now being focussed on the issue of
whether the Bank is engaged in activities which could be done as well,
or better, by the private sector. As applied to the choice of
projects or sectors for Bank lending, this issue 1is essentially an

operational one. But there are also financial aspects:

~ Complementarity in project finance. Questions have been

raised as to whether the IBRD is doing all it reasonably
can to use private loan funds in substitution for its own

resources whenever that is feasible.

- Marketing the IBRD portfolio. Much of the IBRD's 1loan

portfolio carries interest rates and maturities which
would be unattractive to private investor unless sold at
a substantial discount. Neverthelesé, some part could be
marketed without a discount, either with or without an
IBRD guarantee. The question is whether the IBRD should
seek to make more effective use of its 1limited 1lending
Fapacity through more aggressive marketing of the

relatively attractive portions of its loan portfolio.

- "Graduation". This refers to the phase out of lending
which takes place when a country is able to finance

itself on reasonable terms without IBRD lending. It is



mostly an operational problem, but it can have

implications for the quality of the IBRD loan portfolio.

Complementarity in Project Finance

2. Notwithstanding the recent growth in private cofinancing
(see table below), many commercial bankers have expressed reservations
about the Bank’s cross-default clauses and have asserted that the
cofinancing program could be even more successful if these clauses
were strengthened. This issue was addressed in a recent staff report
prepared for the Task Force on Non-Concessional Flows (copy attached
in reference documents). The report concluded that it would be
‘difficult to significantly improve the protection offered to co-
lenders, without imposing on the Bank a mandatory acceleration of loan
repayments in the event of default. This is opposed for several
reasons. Firstly, mandatory acceleration would impair the Bank’s
operational flexibility. Secondly, it would éct as a strong deterrent
for borrowers and would in that way directly conflict with the stated

objective of additionality.



World Bank Cofinancing with Commercial Lenders

7

Cofinancing
Fiscal Year Number of Projects Amounts($ m)
1974 2 84.7
1975 1 55.0
1976 5 272.5
1977 9 549.9
1978 7 129.9
1979 13 513.9
1980 21 1,775.4
1981 Est. 21 2,074.9
3. Another possibility discussed in the same report was the

initiation of a new type of cofinancing program along the lines of the
IFC and 1IDB. The method employed would involve sales of
participations in 1loans that are made as supplements to the Bank’s
normal loans. These supplemental loans would include terms and
conditions (particulafly "floating" interest rates) that are
acceptable in the private capital markets. The underlying assumption
is that such a dual loan structure would prove attractive to lenders
who lack the hmuscle" to engage in direct lending to developing
countries, but at the same time are unwilling to participate in
traditional cofinancing. The Bank has taken the position that it has
no objection to complementary financing-if borrowers and lenders want

it, but there are at present no plans for the Bank taking any

initiative in this regard.



Marketing the IBRD Portfolio

4., Sales from the portfolio of existing IBRD loans have been
relatively insignificant in recent years. Rapidly rising interest
rates and investor aversion to medium and long-term fixed rate paper
have combined to make most of the IBRD portfolio unattractive as a
commercial proposition. Exceptions arise mainly when investors seek
maturities in hard currencies such as Swiss francs. The Bank has had
a negative posture on such sales because, when viewed as an
alternative to direct IBRD bond or rate issues, they are a relatively

expensive way of raising funds.

5. The possibility of portfolio sales has come up again in
recent months, however, in a differer;t context. The idea is to use
them to "free up" a part of the IBRD's 1legally limited lending
capacity, thereby permitting a higher level of new lending with a
given capital base. The staff report to the Task Force cited earlier
examined three alternatives: (a) unguaranteed sales; (b) partially
guaranteed sales of individual 1loan amounts; and (c¢) partially

guaranteed sales of "

pools" of loans. (A parallel may be drawn with
mortgage pass—through certificates). The Task Force has recommended
to the Development Committee that the Bank be invited to take these
ideas a step further through consultations with investment baqkers.

The subject 1is on the agenda for the Gabon meeting. No decision has

been taken internally on how to respond to this request.



Graduation

6 The Bank is a lender of last resort. The Bank’s Articles
provide that it may guarantee, participate in, or make loans when it
is satisfied that in the prevailing market conditions the borrower

would be unable otherwise to obtain the loan on reasonable terms.

7 Over the years, higher-income borrowers have gradually been
phased out of Bank lending as they have become capable of meeting
their needs for external capital on their own. Annex 1 1lists the
countries which have been phased out after FY58, showing the year of
the last Bank loan to each country and the country’s per capita income

(in US § at 1978 prices) in that year.
8. There are three principal issues in this area:

(i) Criteria: [Discussed in the briefing materials on

operations]

(ii) Graduation Process: [Discussed in the briefing

materials on operations]

(iii).- Effect on the Bank’s Portfolio: The implementation of

a graduation policy will have an obvious impact on the
quality of the Bank loan portfolio. As lending to the

now high income, low risk countries is reduced or



phased out, increased lending will go to the presently

lower income, higher risk countries (e.g. India, China,
Indonesia, Egypt and Nigeria), thus increasing the
latter’s share of the portfolio and possibly impairing
its quality. 1In the past, as countries were phased
out, new borrowing members entered the Bank, thus
ensuring porfolio diversification. This pattern can no
longer be expected and portfolio concentration is
likely to result; for example, in 1980 the portfolio
share of the 10 largest borrowers was just over 51%,
and by 1990 it is expected to rise to about 62% even
without taking lending to China into account. (See

also Section B.2 above).

(iv) Graduation from IDA: The prospects for graduating
individual countries from IDA to IBRD lending have been
discussed in the Operations Book. From the point. of
view of planning for IBRD/IDA lending, the issue is
that the identified needs of the poorest countries are
likely to be significantly higher than available IDA
resources for the foreseeable future.

Reference Documents
C.1.01 Proposals for IBRD Cooperation with Commercial Banks

C.1.02

(Staff report to the Task Force on Non-Concessional Flows)
Report of Task Force on Non-Concessional Flows



CNP Per Capita of Phased-Out Countries

Qountgz

Australia
Austria
Denmark

* Rorway
Italy
Japan
Rew Zealand
IQeland
Finland
Israel
Ireland
Spain
Singapore

Greece

(In US § at 1978 Prices)

Date of
Last Loan

FY62
FY62
FY64
FYG64
FY65
FY67
FY72
FY74
FY75
FY75
FY76
FY77
FY78
FY79

Annex 1

GNP per
Capita 1/

5,470
3,995
6,980
5,595
2,757
4,140
5,138
4,742
6,577
2,783
3,391
3,818
3,336
3,479

1/ OXP estimates refer to the year the last loan was made

to the country by the Bank.

1978 exchange rates.

Calculations are based on
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C.1.01 Report prepared by Bank staff for the Development Committee's

Task Force on Non-Concessional Flows.
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I S Task Force on Non-concessional Flows

PROPOSALS FOR IBRD COOPERATION WITH COMMERCIAL BANKS

- Attached is a paper on Proposals for IBRD Cooperation with iz
Commercial Banks, prepared in respomse to a request from the Task
Force on Non-concessional Flows. The paper examines a number of
mechanisms by which the IBRD might facilitate the movement of a larger
volume of capital on non-concessional terms to developing countries.

z At this stage the report represents a staff effort to trans-
late general ideas, which have been put forward from time to time, into
concrete and potentially actionable proposals. The proposals are not
recommendations of the Bank and, except where explicitly noted, have
not been considered by the Executive Board.

Attachment

%* * *

This document has a restricted distribution and it is requested that
it should be used by recipients on a2 similarly restricted basis and
not be published, quoted or cited.
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REPORT TO THE TASK FORCE ON NON-CONCESSIONAL FLOWS:

PROPOSALS FOR IBRD CO-OPERATION WITH COMMERCIAL BANKS

Section 1: Introduction

= This paper has been prepared in response to a request from the
Task Force on Non-Concessional Flows. It examines a number of mechanisms
by which the IBRD might facilitate the movement of a larger wvolume of
capital on non-concessional terms to developing countries. Measures with
a similar objective which could be adopted by other International
Financial Institutions or by national export credit agencies fall outa:.de
the scope of this report. :

- The analysis seeks to clarify the main implications of several
proposals and, to this end, states these proposals in rather specific
terms. The purpose of this approach is to uncover issues which might not
emerge from a more general discussion and to facilitate prompt action in
the event one or more of the proposals commands general support. It
should be emphasized, however, that at this stage the report represents
a staff effort to translate general ideas, which have been put forward
from time to time, into concrete and potentially actionable proposals.
The proposals are not recommendations of the Bank and, except where
explicitly noted, have not been considered by the Executive Board.

3. Section 2 examines proposals for strengthening the cofinancing
operations of the Bank. While cofinancing with commercial lenders has
expanded rapidly in recent years, it has been suggested that even more
could be done if:

(i) the present form of the cross-default clause were modified

to give private lenders greater assurance that the Bank
would take effective remedial action in the event of a pay-
ment default on the cofinanciers' loan;

(ii) the Bank's operating procedures were modified to give
stronger incentives to both staff and borrowers to make use
of cofinancing whenever it is appropriate.

Each of these suggestions is examined in turn.

4, Section 3 considers an alternative form of joint operation with
commercial lenders. This form - called Complementary Financing - involves
the sale of participations in IBRD loans that have been structured to
accommodate the interests of commercial lenders. Programs of this general
type are already being operated by the Inter-American Development Bank
(IDB) and by the International Finance Corporation (IFC).The approach
adopted here differs from these other programs in several respects.




. Section 4 considers ways in which the guarantee powers of IBRD
might be employed productively. The question of full and partial guaran-
tees for individual loans - a subject which the Development Committee and
the IBRD Executive Board have discussed in the past - is reviewed very
briefly. The larger part of this section is concerned with another poten=-
tial use of the guarantee power which has not yet been considered in any
depth; namely, its use in connection with the sale of claims on specially
constructed "pools" of IBRD loans.

6. The concluding Section 5 summarises the main points made in the

earlier Sections and suggests some of the issues which members of the Task
Force may wish to consider in their report to the Development Committee.

Section 2: Measures to Expand Cofinancing

Te Cofinancing in the sense of joint action between the IBRD and
other lenders in a single project has been a prominent feature of Bank
operations for many years. The greater part of cofinancing has been with
other official lenders, but joint operations with commercial lenders have
grown rapidly in the past few years. 1/ The number of such operations has
risen from one or two a year in FY74~75 to 13 in FY79 and 21 in FY80. The
volume of funds committed by commercial lenders has also expanded over the
years. In FY80, when there were a few very large project financings, it
exceeded $1.75 billion.

Strengthened Cross-Default Clause

8. Notwithstanding the growth in private cofinancing, many commer-
cial bankers have expressed reservations about the Bank's cross-default
clause and have asserted that the cofinancing program could even be more
successful if the clause were strengthened so as to provide automatic
action on IBRD's part in the event of a payment default on a cofinancing
partner's loan. The present cross-default clause gives both the IBRD and
the colender(s) the option to:

(i) suspend disbursement on its loan in the event the loan from
the other party is suspended, cancelled or accelerated, or
to g 3

(ii) accelerate its own loan in the event the other party has
accelerated its own pursuant to the borrower's default.

In either case, action by the party which has experienced a default is a

1/ A summary of World Bank Co-financing operations for the years FY73
through FY80 is attached as Annex 1.



necessary precondition for the implementation of cross-default provisions
by the other party.

o Some commercial banks have expressed reservations about the
optional character of the cross-default clause. Their concern seems to be

that the IBRD's interest in maintaining good relations with horrowingll

countries and in avoiding debt-servicing problems in its own loan -port- .

folio would make it reluctant to take action, even if the borrower's

: . performance on the colenders' loan were unsatisfactory. The bankers' .

- proposal is that the cross—default clause be made mandatory. This could
be done in a variety of ways. One approach would be through a written_
undertaking from the IBRD to colenders that it would not request -Board .
approval for additional IBRD lending to borrowers who have had defaults of -

substance (as distinct from later payments) on a cofinanced loan anﬂ.who
have failed to make reasonable efforts to remedy that situation.

10. The World Bank has opposed making the cross-default mandatory
for two main reasons:

(i) First, mandatory cross—default clauses would be unacceptable
to many borrowing countries. Bank insistence on such
clauses could therefore impede operations and have the
(presumably unintended) effect of actually reducing the
volume of cofinancing.

(ii) Secondly, even if such clauses were accepted by some
borrowers, they would make it more difficult for the Bank to
exercise its judgement as to whether the circumstances
surrounding the payment default should justify suspension of
new loan operations. -

11, An alternative approach would be to modify the current cross-
default clause so as to mandate certain specific Bank actions in the event
of a default. These actions could include steps such as the following:

(i) Notification by the IBRD to its Executive Board of signi-
ficant defaults or delays in payment on the colenders' loan;

(ii) Agreement by the IBRD that, in the event of payment defaults
on colenders' loans, it would consult with colenders and
participate in the effort to negotiate remedies with the
borrower concerned.

1L, The first of these steps - notification of significant defaults
or late payments - could be implemented fairly easily. While it would
probably add a certain degree of "moral suasion" to the incentives felt by
borrowers to maintain timely service of this form of debt, notification
would be wunlikely to influence significantly the colenders' risk
perceptions, and hence would probably not substantively alter the volume
or terms of funds the colenders are willing to supply to developing
country borrowers.



135 The second step would go further in reassuring potential
colenders that the Bank would not stand aside in the event of payment
disputes, in order to avoid become entangled itself. It would also give
the Bank and its borrowers adequate assurance that each particular problem
could be dealt with on its merits. This option, along with others, has
recently been discussed on an informal basis by Bank staff with represent-
atives of several international banks. There is no doubt that mandating
World Bank action in the event of defaults on colenders' loans would be
welcomed by the banks and would somewhat enhance the attractiveness of co-
financing to them. The impact in terms of additiomality = that is, the
willingness of commercial lenders to accept a higher exposure in indivi-
dual developing countries because of the cofinancing option = is less
clear. It is likely that such cofinancing would substitute, at least in
part, for other forms of commercial lending.

Operational Incentives for Cofinancing

14. The attractiveness of cofinancing to borrowers depends upon it
being arranged in such a way as to reassure borrowers that the total
volume of IBRD finance is not being reduced because of cofinancing. This
requires advance planning and structuring the IBRD lending program so that
cofinancing supplements the planned volume of IBRD loans in appropriate
projects. While advance planning along these lines is accepted in general
terms in current Bank operations - indeed the pipeline of projects
thought likely to be of interest to potential colenders is distributed
widely, well in advance of Board approval of these projects - it is also
recognized that certain practical difficulties hamper the effectiveness of
cofinancing programs in varying degrees. First, colenders find it
difficult to commit themselves months or even years in advance when the
details of the prospective projects are not known, and other financing
opportunities in the country concerned could prove equally attractive.
Borrowers have similar difficulties. Secondly, the desirability of co-
financing from the borrowers' point of view will very much depend on the
precise terms of the commercial loan, and these terms obviously cannot be
established in advance. Several important developing countries see co-
financing as a relatively cumbersome way of mobilizing commercial bank
finance, and are prepared to adopt this approach only if it offers demon-
strable advantage such as longer maturities or lower borrowing costs.
Colenders have been reluctant to concede the principle that cofinanced
loans should generally command improved terms.

15. One way of dealing with these difficulties is through advance
discussion with individual borrowing countries in which the potential
advantages and drawbacks of cofinancing are candidly examined and an
agreed framework for future cofinancing activities established. This
already happens for some countries; the proposal is simply to pursue such
discussions more systematically. The benefits of cofinancing = such as
the establishment of links with banks not already active in the borrowing
country, or the creation of financing opportunities that are more
attractive to banks than general purpose loans to the government = vary
from country to country. The point of systematic discussion with prospec-
tive borrowers would be to clarify the circumstances in which cofinancing



should be pursued and when it would not be in the borrowers' best interest
to do so. Mutually agreed cofinancing objectives for individual countries
would then provide the basis for subsequent monitoring of results.

16. "The benefits which might be derived from such changes in
operational procedures are difficult to estimate, partly because there is .
no very reliable way of estimating the practical importance of the alleged

"operational disincentives. In some countries, particularly those -that

have hitherto not really thought through their position on cofinancing,-

there could be some increase in the future volume of cofinancing.: -

others, the reluctance to use cofinancing might be reaffirmed, but even in
such cases, there may be some advantage in clarifying why cofinancing is

-not considered a useful technique. This could, for example, point the way .-
to alternative approaches. It could also temper the uncritical assumption - -

that is frequently made that cofinancing is always a good thing, irrespec-
tive of country circumstances.

Section 3: Complementary Financing

134 Whereas cofinancing involves a direct loan agreement between the
borrower and the colender(s), the purchase of a participation in an IBRD
loan involves no separate loan agreement. To-date participation sales
have been of two major types:

(i) Participations as such, negotiated between IBRD and private
lenders after the terms of the loan have been determined but
before disbursement to the borrower has commenced.

(ii) Portfolio sales from existing IBRD loans, after completing
of loan disbursement to. the borrower. This practice was
discontinued in 1977.

In either case the sale is made on a '"no recourse'" basis and is negotiated
for standard fixed-rate IBRD loans.

A New Framework for Participation Sales

18 Complementary Financing refers to the framework for an extended
participation program. It is designed to take account of the characteris-
tics of international financial markets, as sources of floating rate
funds. The possibility of expanded participation sales along these lines
has been considered in general terms by the Executive Board of the Bank,l/
but to-date no specific proposal has either been presented or approved.
The elements of a specific proposal are presented in some detail in Annex
ITE.

19. A dual loan structure: The essence of the proposal is that IBRD
would restructure its participation sales to private lenders in a manner

17 Annex II, "World Bank Cofinancing", p.9, section 4.l4.



designed to attract a larger volume of commercial funds. It is addressed
to new loans, as distinct from portfolio sales. When Complementary
Financing is resorted to, the extension of credit by IBRD would involve a
dual loan structure, with two loans, respectively designated as "A" and
"B". The "A" loan would be funded solely by IBRD and be structured in
accordance with its current practice. The "B" loan would also be nego-
tiated between IBRD and the borrower but would include the participants'
contributions. It would be structured to meet the requirements of commer-
cial lenders i.e., be at floating rates and have maturities acceptable to
them. The implications of the dual loan structure, as well as options
pertaining to incorporating the "A" and "B" loans under a single or under
separate Loan Agreements, are examined in sections 6 and 7 of Annex III.

20. For projects suitable for Complementary Financing, IBRD would
seek the borrower's authorization to solicit bids for the "B" loan. IBRD
would evaluate such offers and transmit them to the borrower with appro-
priate recommendations. Assuming borrower approval, the terms of the "B"
loan would be finalized. Where appropriate, participants could organize
as a syndicate and appoint a lead-bank to liaise with IBRD on loan docu-
mentation, disbursements etc. Participations in the "B" loan would be
sold by IBRD to commercial banks on a 'best efforts" basis, i.e. without
any underwriting commitment on its part. Funds obtained in this fashion
would only be made available to a borrower as, if and when received by
IBRD from the participants. If private lenders' participations were to
fall short of the targeted amount of the "B" loan, this shortfall would
have to be met by the borrower, either from domestic or internatiomal
sources.

2%. An important issue in the design of a Complementary Financing
program is whether or not the Bank would retain a portion of-the "B" loan
for its own account. If it does not retain any of the loan, then the
protections offered to commercial lenders would differ only slightly from
traditional cofinancing. While the "B" loan would technically be a Bank
loan, in substance it would be held entirely by commercial lenders whose
claims on the borrowers would be without recourse to the Bank. Whether in
such circumstances the borrower would treat the "B" loan obligation in a
manner different from a traditional cofinancing is a matter for con-
jecture. If there is some perceived advantage to the commercial lender in
__the "B" loan arrangement, it would have to be set off against the fact
that all remedies and relations with the borrower would have to be handled
. through the Bank.

22s If, on the other hand, the Bank were to retain a portion of the
"B" loan for its own account, the situation would be very different.
First, since the '"B" loan would be a floating rate facility, IBRD parti=-

cipations therein would be a departure from its traditiomal policy onm

lending only at fixed rates. Secondly, and more wide-ranging in its
potential implications, any rescheduling of a "B" loan would involve the
IBRD directly. From the participants' viewpoint the perceived security of
such loans - hence their attractiveness - would be substantially
increased.




23. If the Bank were to extend to "B" loans its current firm policy
against participation in rescheduling, the preferred creditor position =
which can be justified for the IBRD because of its dependence on long-term

capital markets - would be extended to commercial colenders. This would-

undoubtedly - prove -attractive to colenders but would evidently. .be

for the IBRD to depart from its current policy with respect to
rescheduling on its own share of "B" loans would constitute a fundamental

policy change on its part. Even if confined to the realm of "B" loans; -

rescheduling could affect the Bank's credit-rating with its own lenders-
and bondholders. In view of these implications the latter optlon would

. detrimental to the borrowers' interests. The other possibility; -namely.

almost certainly not be acceptable to the Bank. EES g

.o 2y Impllcatxons of Complementary Fxnanczna The proposal for a dual

loan structure is based on the premise that it would create an instrument
which is attractive to commercial lenders who are not likely to engage in
traditional cofinancing on a substantial scale. If IBRD did not retain
any portion of the "B" loan for its own account, this category of lenders
might include smaller banks that lack the resources to establish direct
contacts with developing country borrowers and their governments and that
would thus welcome the opportunity of having IBRD represent them in
negotiating the loan and ensuring that the terms of the loan contract are
faithfully executed. If, on the other hand, the Bank were to retain a
portion of the "B" loan and were thereby to extend to colenders the
benefits of non-rescheduling, this would probably prove attractive to most
commercial banks, including those that are currently withholding from
cofinancing in view of the alleged weakness of the cross-default clauses.

25, The implications of Complementary Financing for additionality in
resource transfers would obviously depend on the policy adopted by the
Bank with regard to the potential rescheduling of "B" loams. If a
no-rescheduling policy is adopted, Complementary Financing could probably
attract substantial funds. In fact, restraint on this type of privileged
financing would be more likely to come from the borrowers and IBRD. Both
the borrowers and the Bank will be concerned to restrict the proportion of
debt service which is owed to creditors who can refuse to participate in
rescheduling. Indeed, debt rescheduling can be an indispensable step
incrisis situations. If the share of preferred creditors (i.e. those who
would be immune from rescheduling) in a country's external debt becomes
too large the debtor could be deprived of the benefit of this option and
therefore be unable to cope satisfactorily in the event serious debt
management problems should arise. This situation might also raise
legitimate objections from other commercial lenders to a country which is
affected in this way.

Sales from IBRD Portfolio

26. A further approach to mobilizing commercial funds for developing
countries would be for the Bank to resume sales from its existing loan
portfolio. As mentioned, regular portfolio sales were discontinued in
1977. This policy decision was based on the perception that portfolio




sales would always be a more expensive form of funding than direct
borrowings, since such sales would need to be offered at a yield above an

equivalent direct IBRD borrowing. This yield differential would
compensate the purchaser for the higher credit risk presented by a
participation, Furthermore, if - because the currency in which a

participation was denominated proved particularly attractive to the
purchaser - a sale could be made at a yield below the original interest
rate stipulated in the loan agreement, the interest differential would -
as a matter of Bank policy - be rebated to the borrower.

27, In addition to these facts the advantages which might tend to
offset such higher costs were not regarded as being very compelling.
Sales of loans which had already been disbursed were not thought likely to
be an effective way of introducing new lenders to borrowing countries,
While the sale of a loan would in theory free up some of the IBRD's
lending capacity and make possible additional lending; the amounts
involved were considered too small to make a material difference,
especially since the maturities likely to be sold were those falling due
within the next few years. Because of the Bank's practice of limiting
commitments to an amount which can be sustained indefinitely, increases
which reduce the size of the loan portfolio in the next few years do not
relieve the capital comstraint.

28. The resumption of portfolio sales by IBRD would therefore need
to be based on changes in certain Bank policies or practices; namely:

(i) that the policy of reimbursing interest rate differentials
to borrowing countries be discontinued and that such
differentials should accrue instead to the IBRD;

(ii) that portfolio sales be marketed not mainly on the basis of
the attractiveness of particular currencies, but rather on
the attractiveness of selected borrowers' credit position,
thereby serving as a means of familiarizing commercial
lenders with particular IBRD borrowers, and helping to pave
the way for their future direct market access to fixed rate
lenders.

(iii) that portfolio sales be built into a ~regular program
: operating on a significant scale - say, at least $300
million per annum - and that future sales be deducted from
} Seiax- the projection of disbursed loans used to determine the
! I 4 permissible level of "steady state" lending.

29, Implications of resumed portfolio sales: Whereas the contribu-
“tion of cofinancing and Complementary Financing to additionality in
resource flows would be direct - even if difficult to forecast accurately
at this stage - portfolio sales are likely to be a source of indirect




additionality. If participations purchased from IBRD are supplemental to
the commercial banks' aggregate lending to developing countries this
increment will, in the first instance, accrue to IBRD. Strict addition to
the resource flows will only occur when these funds are on-lent by IBRD to
developing countries. As regards the commercial lenders likely to be
attracted by resumed portfolio sales, one can assume that this formula

would appeal to smaller banks and other fixed rate lenders that would see .

this instrument as somewhat less risky than the purchase of a
participation in a syndicated commercial bank loan. The attraction of

-racquiring a fixed rate instrument in a strong currency would no doubt

continue to be an important feature as well. From a marketing viewpoint
portfolio sales should thus be regarded as parallel to Complementary
Financing, the principal distinction being that the former concerns
existing loans and the latter new financings by IBRD. '

Section 4: The Use of IBRD Guarantees

32s The possible use of IBRD's guarantee authority has been reviewed
on _several occasions in recent years, most recently in July 1980. (A copy
of Memorandum R80-200 of July 15, 1980 to the Executive Directors is
attached under Annex IV). These reviews have consistently concluded that
full IBRD guarantees of commercial loans to developing countries are un-
attract1ve for several reasons:

(i) Fully-guaranteed loans are unlikely to be an effective means
of familiarizing commercial lenders with the borrower
concerned since the underlying country-risk would not need
to be investigated. s

(ii) Fully-guaranteed loans raised by a country might create a

precedent and jeopardize the success of future unguaranteed
borrowings by the same country.

(iii) There are no obvious cost advantages for the borrowers since
IBRD's guarantee fee would absorb the larger part of what-
ever reduction in interest rate results from the guarantee.

(iv) Any guarantee extended by IBRD reduces its own lending
authority by the full amount of the guarantee from the
moment it is committed (i.e. regardless of actual draw-down
on the guaranteed loans).

These factors also imply that the use of full guarantees does not induce
long~run additionality in resource flows.

3 . Partial guarantees on the contrary can be used on a selected
basis to stimulate private lending to developing countries, provided
specific goals are pursued. These goals are: first, additionality;

secondly, the promotion of borrowers whose creditworthiness is not fully



appreciated by market sources; thirdly, the stimulation of developing
country lending by non-traditional sources such as institutional lenders
or second—-tier or regional banks.

32. Partial guarantees can be designed in various ways; could cover
only the outer years of a loan, or be restricted to principal or interest
only. So far, partial guarantees have not been provided by the IBRD,
possibly because conditions in international capital markets in recent
years have favored borrowers. 1In the international financial climate of
the 1980s there may be greater demand for such partial guarantees. The
IBRD remains open to specific proposals that may be put forward for
individual operations. In addition, consideration may be given to a form
of guarantee which applies not to individual loams, but rather to groups
of loans. This option is taken up in the next section.

Loan Pass-Through Certificates

33. A detailed procedural and operational outline for a Loan Pass-
Through Program is presented in Annex V. It should be made clear at the
outset that this proposal has not yet been analyzed and should be regarded
as a basis for discussion, not as something ripe for decision.

34. The key feature of the proposal is that IBRD would issue '"pass-
through” Loan Certificates, based on a pool comprising a cross-section of
disbursed loans. The Certificates would be partially guaranteed by IBRD,
up to a fixed amount, to provide an uninterrupted income stream for
certificate holders, irrespective of possible payments by the borrowers
whose loans have been pooled.

35, The structure of the pass—-through arrangement does not require
coincidence in time between principal and interest payments on pooled
loans, and similar payments on the Certificates. IBRD would act as

collecting and paying agent on behalf of the certificate holders. All
payments received on pooled loans would transit through a Certificate
Account from which disbursements would be made to the certificate holders
at certain pre-agreed dates.

228G Implications of Loan Pass-Through Certificates: Loan pass-
through would satisfy the criterion of additiomality if funds raised by
IBRD through the placement of Certificates are subsequently used for
- further program and project loans. It would principally benefit borrowers
whose market access is constrained by the commercial lenders' internal
exposure limits, since the pass—through certificates would presumable not
count against those country-specific limits. :

37. Loan pass—-through arrangements would result in the creation of a

new type of negotiable international financial asset. 1If supported by an
effective secondary market for Loan Certificates, there could be a clear
distinction between these instruments and normal bank loans. Such certi-

ficates could therefore prove particularly attractive to a category of



private investors = as distinct from commercial banks = who have hitherto
been unable to partake in existing forms of development country finance.
This formula may also appeal to smaller or regional commercial banks whose
lending policies do not normally include developing country risks and
whose risk perceptions could be swayed by the negotiability of the
proposed instruments. If these expectations were to materialize, a
tangible degree of indirect additionality would be attained, since the
certificate holders' contributions would increase IBRD's subsequent
lending potential. Furthermore, the market's aggregate lending ce111ngs
- for developing country risks would also be increased.

38. Finally, loan pass-through arrangements would provide a frame-
‘work to leverage the IBRD guarantee power since the funds forthcoming from
~certificate holders would be a multiple of IBRD's direct guarantee-
commitment.

Section 5: Summary and Appraisal of the Proposals

39. The principal question addressed by the proposals is that of the
continued and increased availability of non-concessional funds to develop-
ing countries. Concern over the developing countries' access to inter-
national capital markets is amplified by the fact that, in the first three
quarters of 1980, the volume of developing country borrowings has con-
tracted in relative terms, at a time when their needs were increasing.
Furthermore, increased international competition for funds and the
deteriorating risk perception by major lenders has affected - and will
continue to affect - these countries' access to funds and the cost and
terms of non-concessional finance.

40. Against this macro—economic background the principal objective
of the proposals analyzed above is to achieve additionality. The
proposals are based on the premise that additionality hinges on the
lenders' risk perceptions and that new initiatives from IBRD should aim to
improve this risk perception. It is assumed that measures which result in
improved rtisk perception by a commercial bank may ultimately result in
increased lending ceilings. Furthermore, by attracting new lenders to the
field of developing country finance, the international capital markets'
aggregate ceilings could also be raised.

41. There are also several instances where initiatives which would
be welcomed by commercial banks could raise objections or reservations
from the borrowers and would therefore, ultimately, prove counter-
productive. Mandatory cross—-default clauses for cofinancing and the
possibility of a modified Bank policy on rescheduling of "B" loans in
Complementary Financing are cases in point. The Task Force may wish to
consider these points when formulating its own report to the Development
Committee.



42. Each set of proposals aims to either improve existing practices
(e.g. cofinancing, participation sales) or to -create new methods of
financial intermediation (Complementary Financing, partially-guaranteed
Loan Pass-Through Certificates) by the World Bank. The proposals are
therefore complementary to one another rather than mutually exclusive.
This complementarity is reinforced by the fact that, even though
international financial markets cannot be strictly compartmentalized, each
set of proposals is aimed at a particular category of commercial lenders.

(i) Cofinancing will primarily appeal to major internatiomal
banks that wish to anchor their future loans to developing
countries on a more solid base. Strengthened cross—-default
clauses, the more systematic treatment of cofinancing flows
and the setting of country-specific objectives aim to fulfil
this goal.

(ii) Complementary Financing as well as resumed participation
sales are aimed to attract banks whose traditional lending
policies have been 1less explicitly oriented towards
developing countries. It is expected that the technical and
administrative assistance provided by participating in IBRD
loans will enable them to accomodate a larger proportion of
developing country risks in their loan portfolios.

(111) Partially-guaranteed Loan Pass-Through Certificates are
specifically aimed at commercial banks whose involvement in
this type of lending has hitherto been minimal. It also
endeavours to break new ground by providing a financial
vehicle which would enable non-bank lenders and private
investors to diversify their portfolios to include loans to
developing countries. If the latter segment of the
international financial community responds positively to
this initiative it could become a new source for the supply
of funds to selected countries.

43. As regards the issue of direct versus indirect additiomality,
cofinancing and Complementary Financing fall in the former category,
participation sales and Loan Pass-Through Certificates in the latter.
Measures which aim to promote direct additionality seem more attractive
because they operate directly on the volume of non-concessional £lows.
However to the extent that there are legal or other comstraints om the
IBRD's lending capacity, the mobilization of its loan assets could become
important.

Financial Studies Division
Financial Policy & Analysis Dept.
February 12, 1981.
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Fiscal
Year

1973
1974
1975
1976
1977
1978
1979
1980

Projects with
Co-financing

Qfficial

No.
37
48
53
73
81
87

109
93

Amount
498.2
1,463.0
1,940,3
2,255.1
2,289.1
2,426.4
3,149.4
6,516.3

No.  Amount
30 313.0
44 788.8
4B 923.3
61 1,079.7
72 1,541.9
77 1,757.2
88 1,976.3
68 2,458.6

(Amounts In US$ million) .

_Export Credit - Private
No. Amount  Ho. Amount
o 183.2 " -
i1 589.5 2 84.7
10 962.0 1 55.0
16 902.9 5 272.5
9 191.3 9 549.9
15 539.3 7 129.9
16 659.2 13 513.9
23  2,282.3 21 1,775.4

i LR T |

Bank Croup
Contribution
1BRD 1bA

478.9 308.0
1,092.6 184.3
1,033.6 3&6.1
1,583.3 403.1
1,866.2 698.0
1,827.5 798.8
2,993.3 1,146.2
3,192.9 1,605.2

Total

Project Costs
2,813.1

5,446.0
8,817.4
9,620.3
9,916.5
11,730.0
14,004.8

21,535.5

Hotesy (1) Information provided on private co-financing is tentutl;e since private lonn arrangements are usvally completed when funds are required,

10/6/80

(2)

which may be as long as one to two ycars after approval of a project by the Board of Executive Directors.

Data on private co-financing

also include all external private loans which assist in financing World Bank operations, whether or not formal co-financing arrangements
ere concluded,

Since these tables reflect adjustments Iin co-financing data for FY73-79, the statistics for those years differ from tables published
earlfer,




TABLE 2. WORLD BANK_CO-FINAMCING OPERATIONS BY REGION, FISCAL YEAR 1980

(Awnme. o 088 milllon)

Pro jects with rces of Co-financin, Bank Group

Co~financing uii!:lnl Export Credlt Private Contribution Total
_Region_ No.  Amount No.  Amount No.  Amount No.  Amount 1BRD DA . Project Costs

'

Eastern Africa T 433.2 14 427.4 i 5.8 - S 90.0 435.5 1,218.7
Western Africa 19 630.4 . 19 610.4 1 20.0 - - 252.9 229.1 1,556.2
East Asia & Pacific 13 917.3 ' 3 319.8 7 449.3 | 148.4 991.3 21.4 3,453.0
South Aste 13 s 13 3681 1 1.2 - = 2 708.3 2,422.1
EMENA 18 1,508.2 . 262.4 6  651.6 7 s 897.0 167.7 6,392.9
1A 16 2,657 1 408 7 1,148.8 8 1,002.8 961.5 B0’ Gaee .
TOTAL . 93  6,516.3 68  2,458.6 23 2,202.3 1 1,775.4 - 3,192.9 1,605.2 21,535.3

--rw.w 4 - - - - - - . - RSN

10/6/80




TABLE 33 WORLD HANK CO-FINANCING OPERATIONS - DIS'..OUTION BY OFFICIAL SOURCES, FISCAL YEARS 1973-80

(Amowmts In US$ milllion)

v EA R W ¢

_Multilateral (except OPEC) OPEC (Dilateral & Multilateral) Other Bilateral
Flscal % of Total Profects % of Total __Projects "X of Total Projects
Year Co-financing  HNo. Amount Co-financing _No, Amoumt Co-financing . No. unt
1973 1 10 101.8 8 3 26.1 GRS 105.1
1974 ) 2 3.7 1 4 107.8 @ s
1975 17 17 156.3 56 17 518.2 27 2 248.8
1976 26 39 215.3 &1 28 445.8 2 8 358.6
1977 k]| T 3% 486.2 30 23 464.1 39 43 597.6°
1978 29 3 s0%.6 30 N s27.7 61 - 40 725.9
1979 32 . 60 625.6 14 16 . 285.1 sS4 .. 46 1,065.6
1980 46 A1 1,123.7 19 17  665.8 13 37 869.1
Multtiateral Agencles anization of P Bilsteral Agencies and Coverments

Alrlesn Development Bank {ALDB)

Alfglicen Development Pund (ADF)

Avlen Developnent Renk (ADR)

Caribbeen Development Benk (CDB)

Central Americen Bank for Ecomomie Integration (CARKI)

Councll of Europe

Tondo FPinancleto Pars el Desarrolle do 1a Cuenca dol Plata
(TOF [N-CUENCA)

Europesn Cooounitles, Won-Associsted Country rmt-

Europesn Cormunities, Speclsl Attlon Accoumt

[uropesn Development Fund (EDT)

[uropesn Investment Bank (EIB)

tast Alricon Development Bamk

Inter-Americen Development Bank (108)

International Fund for Agriculturel Developwent (IFAD)

international Livestock Center for Africa (ILCA)

Fordle Investment Renk (NIB)

N Agencles (UNDP, UNFPA, UNICEY,UNCDT)

World Food Progrea

syror
10/ /80

1}
g !
| i

|
i
|
{
!
i

Exporting Countries (OPEC)

Abu Dhabl Fumd

Arab Bank for Economle Development in Alrica (PADEA)

Arak Fund for Economie ond.Soclel Development

Iran
Treql Pund

lslomle Development Bank
Kuwalt fumd for Agab Economie Development
Libya; Libyen Arab Foreign Benk (urn

OPEC Fund

Qutar

Seudl Pund for Devel

Venszusle Investment hni {vir)

Australlng  Auvstrellon Development Acsistence Buresw (ADAD)

Belgivms Beligion Adwinietrqtion for Development Coocperetiem (AOCD)
Cennday © lan Intermnsticonsl Develepment Agemey (CIDA)
China

Denmark; Danish Intermational Development Asveciation (DANIDA)
Finlandy FINIDA

Francey FAC, TOCE

Cermany: KW

Cerman Development Company (DEG)
Cerman Téchmical Asolskance (CTZ) '

1taly
Japan: Overveas Economic Cooperation Fund (OECT)

' Metheriands: Netheriande Minleter for Develcpuent Coopevstion (BDC)

Wew Zealond
Borvey: WORAD & Worweglew Covermnment
$wedent Swedish International Developwent Awtherity (SIDA)
Svitzeciond: Sviee Development Cooperatiom (SOC)
UK: ODA "“.:::’ -
Commonwes opaent Copporat {eoc) .
im UsAD R :
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Bl ek ANNEX 11
. THE WORLD BANK FOR OFFICIAL USE ONLY
Washington, D.C. 20433
US.A.
Ofifice of the President g February 19, 1980
MEMORANDUM TO THE EXECUTIVE DIRECTORS
SUBJECT: World Bamk Cofinancing > ApeieIqna,
1. Imtroductiom = IBEIE -
S . The World Bank -h:_n been playing an increasing role in coordinating

and stimulating external capital flows to its borrowers. It has done so
through a range of activities of different degrees of intemsity and formal-
ity. Cofinancing is the most formal type of role played by the Bamk, in
which World Bank funds are directly associated with funds provided by other
sources in financing specific projects or programs in developing coun=
tries.l/ The number of IBRD/IDA cofinancing operal::.ons rose from about 10
per year in the late 1960s to 34 in FY73 and 107 in FY79, and is expected to
reach about 130 in FY80. The volume of cofinancing, i.g., the amount of
funds provided by the colenders, rose from $448 million inm FY73 to $3,205
million in FY79, and may reach $7,000 million in FY80.2/ 1In FY79, 432 of
the projects approved by the Board imvolved some cofinancing, and :he funds
provided by colenders were equivalent to 32X of total Bank lending. Though
these amounts should be seen in the context of overall capital flows to
developing countries, which are many times larger and have also grown
rapidly, they are nevertheless substantial. Developing countries again
face sharply increased resource requirements. Within the range -of World
Bank activities aimed at helping them surmount this problem, cofinancing can
play a useful and perhaps increasingly important role. This is especially
true with respect to the Bank's cooperation with private capital sources.

2 s This memorandum reviews the Bank's recent experience with cofi=-
nancing operations and analyzes the main ways in which their wvolume and
development impact might be enhanced. In general, the memorandum concludes
that there are several practical ways in which the Bank can proceed with its
efforts to expand its cofinancing role. It is worth noting at the outset,
however, that the overall thrust of the proposals is to strengthen this
activity in the near term and not to make radical changes in World Bank
operations. This memorandum discusses past experience and new proposals
separately for each of the three main categories of cofinancing partners,
namely: official aid agencies, export credit institutions, and private
lenders.

1/ Annex A contains definitions and terminology relating to cofinancing.

2/ Attachment 1 shows the breakdown of cofimancing by source for the period
FY73-79. 1In the first four months of FY80, actual cofinancing was about
$2,300 million.

This documnent has a restricted distribution and may be used by recipients only in the performance of
their official duties. Its contents may not otherwise be disclosed without IFC authorization.

']



) e One factor common to all cofinancing operations is the set
of services the Bank offers to counfianciers in sharing with them the
benefits of its project preparation, appraisal and supervision procedures.
These services are not cost free. The Bank incurs the cost of the additiomal

FOR OFFICIAL USE ONLY

staff time spent on cofinanced projects and rarely receives similar services

in return. It is not yet possible to calculate these additiomal costs
accurately, but it has been estimated that cofinancing increases a project's
appraisal costs by 52 to l0Z and supervision costs by about 202, Naturally
when the Bank funds released by cofinancing are used for other projects, the
new projects also add to the Bank's overall administrative costs. Some
other services rendered to specific cofinanciers such as acting as billing
agent, also entail costs. These costs are modest in comparison with the
benefits of cofinancing, which accrue to Bank borrowers as a group, both
those which receive cofinancing directly, and those which -receive the Bank
resources released by it. It is therefore appropriate that these additigmal
costs should be borne by the borrowers collectively, that is by the Bank
icself.

II. Cofipancing with Qfficial A.gmiu

23 Throughout the period FY73=79 official agencies provided around
602 of the total cofinanced funds, and participated in 708 of cofinancing
operations. Umtil 1975, these were almost exclusively DAC agencies.
Following the oil price rise in 1973-74, official aid from OPEC sources rose
dramatically. The Bank them had an opportunity to assist both the oil-
importing developing countries and relatively new OPEC development institu-
tions, which wished to accelerate the commitment of their' funds' through
cofinancing, and thereby benefit from the World Bank's project preparatiom,
appraisal and supervision experience. OPEC sources accounted for over half
of the Bank's cofinancing with official sources in FY75 and FY76.1/

2.2 These efforts may have secured some increases in aid pledges. The
main bemefit from the Bank's cofinancing, however, was to increase the
effectiveness of their aid and hasten its commitment to specific projects.
Because of earlier commitment, disbursements were also advanced, even if the
disbursement process itself may not always have been accelerated. 1In
subsequent years, the share and even the absolute amount of cofinancing with

OPEC sources fell, as these agencies built up their own staffs and proce- i

dures. .

282350 ‘In some cases, the Bank has also helped to accelerate the utili-
zation of aid from DAC members. However, most cofinancing with DAC aid
agencies has been motivated by a mutual will for coordinated approaches
and by a desire to spread aid activities over many countries and sectors.

l_/ Including national government agencies and miltilateral inscitutions
deriving their resources wholly or largely from OPEC members.
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~ Such spreading of aid activities may by itself emtail a cost, particularly

for small borrowers, in confronting their small administrations with an

array of external agencies. However, given the political and other motives

for spreading aid to several countries and sectors, cofinancing reduces the -
administrative burden omn the borrower. Fur:hemre, cofinancing activities. - - - -
can benefit from the comnsiderable country e:pnnencl and large tachmcal
assistance resources of some bilateral aid agencies. - AR fisos

2.4 Cofinancing- vi:h the World Bank can also reduce or eliminate the S

procurement disadvantages of tied aid financing. This is done in a particu=- -..-. --

larly effective way when several aid agencies participate, and tied aid does - -

_not. have to finance supplies for which the aid agency's country is am -~ .- - .-

- inefficient supplier. The Bank. facilitates this by combining cofinancing -~ .. -

from many appropriate sources. Thus in FY78, the Madagascar Power ‘Project
was financed by IDA and six aid agencies. The complementary credit for
Tarbela in Pakistan, also in FY78, brought together IDA and seven aid
agencies.

23 On the whole, cofinancing with official aid agencies has worked
well., It has helped to channel aid funds to high priority uses and it has
been an increasingly active instrument of aid coordination. The qualitative
impact of such coordinmation cannot be rigorously measured, but it is gen-
erally agreed that it has increased the developmental impact of aid by
avoiding fragmentation and by saving scarce managerial time in the borrowing
countries.

“ 8 The renewed crisis faced by developing countries as a direct and
indirect result of the latest oil price increase will again require extra-
ordinary efforts by the international community, especially in meeting the
needs of the poorest countries for sharply increased concessional assis~
tance. There will be renewed needs and opportunities for the Bank to make a
vigorous effort to reactivate and develop cofinancing arrangements with the
aid agencies of oil-exporting countries. The pressures on developing
countries will also intemsify the need for efficiency and coordination of
aid, and :he Bank can continue to e::plnd its joint activities wi.ch bilateral

II1. Cofinancing with Export Credit Institutions

3.1 In export financing, the Bank's partmers are specialized agencies
(like the US Export-Import Bank) and also ordinary commercial banks extend~-
ing buyers' credits.l/ Official insurance or guarantee agencies (like ECGD

1l/ In this paper no distinction is made between buyers' credits and sup~-

pliers' credits unless otherwise noted. Commercial banks also make
direct "sovereign risk" loans, unguaranteed in the capital exporting
country. These are discussed in Section IV on page 5.
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and COFACE) are important indirect participants, as are monetary authoricies
which refinance export credits om specially favorable terms. Cofimancing
allows these agencies to participate in deals which they could not conclude
alone, either because the lcans would be too big or because their country's
suppliers would be clearly unsuitable for substantial parts of the projects.

332 Cofinancing with export credits grew from $71 milliom in FY73 to
$514 million in FY74 but has shown no clear trend since. At $652 milliom in
FY79, cofinanced export credits were a little lower than in FY74 in real
terms. During the same period, net disbursements of all export credits to

davclopmg countries rose from about $3.3 billiom im 1973 to $13.2 billion
in 1978.1/

3.3 Cofinancing with export credits can take the-form of organized
joint financing. In this, the Bank plays the central role in organizing and
supervising the financing process, by arranging for export credit agencies
to participate up to agreed amounts and on appropriate terms in the financ~-
ing of a common list of goods to be procured under internatiomal competitive
bidding. This procedure ensures competitive suppliers, but borrowers i
sometimes feel that it results in adverse financial terms. In recent years,
unorganized parallel financing has been a more usual practice. The Bank and
the borrower agree om dividing the project into separate packages. The
Borrower assumes full responsibility for negoc:.al:xng export credits, and
takes into account their availibility- and terms in awarding the comtract.
Under this procedure, it is sometimes difficult to ensure that only the most
competitive suppliers are selected. Yet cofinancing with export credits,
vhen successful, has several advantages for borrowers: it emsures that this
resource is applied to high. priority projects and programs, it helps to
reduce and even cancel the cost advantage of procurement tying, and the
overall financial terms of export credits are often quite favorable.2/

3.4 In recent years, most export credits have been extended by com—
mercial banks, insured by specialized agencies in the exporting countries
and given access to specialized refinance facilities. In practice, com=
mercial banks have generally found it easier to work without World Bank
involvement, often complementing export. credit facilities with straight
financial credits for down—-payments, local currency costs, or procurement in
third countries. This is in part because it has been difficult to reconmcile
- the Bank's procurement rules with those governing access to specialized
insurance and refinancing facilities in the exporting country. These
difficulties have alsc hampered efforts by the Bank and the borrowers to
R e RS -mmgc :ootd:uuttd financial plek:gu for projects.

i/ Sou:cl: DAC. The commitments, of course, were much higher.

2/ Actachment 2 shows the terms of export credit cofzmczng arrangements
obtained for selected recent projects.
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3.5 There is no easy solutiom to this problem. Onme possible approach
.might be to establish general lines of credit for individual borrw:.nz
countries to cover ptocurmnc on a range of projects, rather thamn arranging
 financing omn a pro;ect by pro;ect basis only. With the prior authorizatiom - - -
= - of export credit insurance l.gen::.u and monetary authorities, commercial and
specialized banks would agree in advance to finance a certain proportion
(possibly up to 100Z) of procurement placed in that country on the basis of
_ international competitive bidding. Once established, such arrangements
| . would have administrative simplicity as well as the advantages of comtinued -~ -
s o full adherence to efficient procurement practices, and might well eshance -
: ~ the volume and development impact of resource flows to developing countries. -
. ..-. . .Provided such an agreement covers a high proportion of potential suppliers,"
_ it should be bemeficial to all "involved. Because of the many countries
and types of agencies involved, comsiderable negotiating effort will be
required. The Bank has started to comsult with export credit agencies and
commercial lenders as to their interest in such "umbrella type" arrange-
ments, and proposes to pursue these efforts.

Iv. Cc’fi.nancini with Private Sources

4.1 Perhaps the most dramatic change in development finance in the
1970s was the expansion of lending to developing countries by commercial
badks. In terms of net annual disbursements, these grew from an average of
$4 billion in 1970-72 to $10 billiom in 1974, $20 billion in 1978 and an
estimated $23 billiom im 1979.1/ 1Im 1974 and 1975, recycling of OPEC
. surpluses comstituted the main source of these funds. In the following
years, very liquid conditions dominated the intermational banking system,
because of a combination of easy monetary policy in the US and weak credit
demand throughout the OECD area. This allowed commercial bank lending to
continue expanding after OPEC surpluses fell, and actually to reach its
greatest growth rate in 1978 when the OPEC countries were overall net users
rather than sources of commercial bank funds. This state of high liquidity
of the banking system also created intense competition among banks, which in
turn resulted in & narrowing of "spreads" charged over the basic cost of
funds (the London Interbank offered rate, LIBOR, for six-month funds is the
most widely used point of referemce), lemgthened maturities of loans, and
greatly reduced differentials in the terms applied to developing countries
and other borrowers. ,

4.2 In this enviromment of highly liquid markets, easily available
loans and little discrimination between borrowers, neither borrowers nor
lenders saw much benefit in cofinancing with the World Bamk. The rate
of growth in the volume and number of cofinancing operations has neverthe-
less been significant. There were three operatioms accounting for $136

l/ Source: OECD. Amounts exclude guaranteed export credits. e
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million in private cofinancing in fiscal years 74 and 75, and a total of 26
cofinancing operatiomns accounting for $929 milliom in private funds over
the following three fiscal years. In calendar year 1979, there were 18
cofinancing operations with commercial banks supplying $1353 milliom to 13
countries. However, these amounts are modest in comparison with the esti-
mated $23 billion net lending to developing countries by commercial banks in
1979. Banks were so eager to lend to developing countries in the past few
years that there is no indication that past cofinancing has added signifi-
cantly to the flow of funds to the bemeficiaries, or eased the terms on
which such funds were available. The bemefits of the Bank's cofinancing
with private sources must be seen in their comtributiom to laying the
groundwork for assisting developing countries secure continued access to
international capital markets in. the long run. As_noted in paragraph 4.10
below, developing countries will need to continue and, in fact, increase
their borrowing from commercial banks in the next few years. Yet Broad
econcmic and institutiomal factors will both make for much tighter credit
conditions and create specific constraints on developing country borrowings
from these sources. These new circumstances could make for a sharp further
increase in cofipnancing with the World Bamk; more importantly they should
enhance the value of such cofinancing in securing additiomal capital omn
reasonable terms. In formulating policies for maximising the Bank's
usefulness in this new situation, it may be useful to review the Bank's
procedures and experience to date.

Procedures and Experience

4.3 In contacts with commercial banks, regular operating staff are
assisted by the Semior Adviser, Cnf:.mc:.ng, whose office was established in
October 1975, and in the Latin America and Caribbean Regiom, by an adviser
in the Rcciml Vice President's Office. The specialized cofinancing staff
which is now reinforced by a special cofinancing unit in the Legal Depart-
ment, initiates contacts with commercial banks and is a major focal point
for continuing relatiouships with them. They inform lenders about the Bank's
and borrowers' general policies and concerns, but for project-specific -
information, they refer them to the Regional Offices and to the borrowers.
The specialized staff is also the Bank's original socurce of information
and advice on the best sources of commercial financing for particular

projects. In general, they actively promote cofinancing both with commer-
c:.al banks nd with borrowers. e

4.4 Lenders may seek general informatiom or be mnruud in a speci-

-~ £ic project listed in the "Monthly Operatiocmal Summary.™ The Bank then
gives them broad, nom-confidential information about cofinancing needs and
possibilities, and facilitates contacts with the proper agency of the
borrower. Whem mutual interest develops, potential cofinanciers can be .
given confidential documents, with the borrower's ptnn:i.uiﬂn. Normally, the
organization of the cofinancing arrangement will be quite advanced, and a
lead bank will have been selected, before confidential n:l:ar:.als. sw:h as
appraisal reports, are released to commercial banks.
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4.5 When commercial banks extended untied financial loans as part of
cofinancing with the Bank, the Bank generally includes a cross—default
clause in its loan agreements. Cross-default clauses, a standard feature
‘of commercial banks' intermational loans, link the loans of several lenders -
_in such a way that a default on any associated loan is a default on all
associated loans., The Bank has accep:ed optional cross-default provu:.anl
‘which gwe it the right, at its optiom, to exercise its remedies in the
. _____ . event that the cofinancier suspends or accelerates its loan as the result of
~_ ... . . .a default under its loan agreement. Some private cofinanciers feel that this

. . clause gives them additional security in that the Bank has the right to
: apply its remedies if default occurs on these loans. They often press for a

.- - - Temoval or reduction of the optional character of the clause so as to :
7. __ increase its deterrent effect and its value to them. The Bank has refused

~ to commit itself in advance to exercise its remedies in the case of a '

suspension or acceleration by the commercial banks om their loams. It has

made it clear that it reserves the right to decide whether and in what way

to take action in such a case. As for borrowers, they have shown some

distaste even for optional cross-default provisioms.

4.6 Past cofinancing operations of the Bank have not substantially
increased the volume or improved the terms of commercial bank loans. In the
prevailing easy market conditions, this was usually neither feasible nor
particularly useful. However, the Bank has increased the market's base by
introducing new lenders. This will help to protect the market against the
emergence of problems affecting particular lenders, such as portfolio
_limits on lending to specific countries, insufficiency of the capital base,
or limitations arising out of national monetary and balance of payments
policies. This impact may be achieved even if after introduction of one or
a few operations, subsequent loans are- concluded without reference to the
Bank. This has indeed happened occasiomally.

4,7 Measured by this standard of diversification and given the limited
interest for cofinancing due to market conditions, the Bank's role has
been helpful. In particular, the Bank has had success in introducing new
lenders to the market. In early years, US banks dominated private cofinmanc-
ing sources. From about 502 in 1975 and 1976, their share dropped to 172 in
1978 and 322 in 1979, while the share of European banks increased from 182%
to 272 over the same period.l/ The share of Japanese banks increased from
5% in 1975 to 35% im 1979. ~ It is noteworthy that while overall Japanese

commercial bank lending to developing countries contrac:ed sharply between
1978 and 1979, cofipancing did not.

1/ These figures relate to calendar years.




4.8 Ia 1975, 14 commercial banks signed loans pertaining to cofinancing
arrangements with the World Bank; in 1976, 20 did so, (of which only 6 were
"repeaters"” and 14 were new to this type of operatiom); im 1977, 58 (of
which 46 new and 12 repeaters); in 1978, 19 (of which 8 new and ll repeat-
ers); and in 1979, 50 (of which 18 new and 32 repeaters). Thus 100 commer-
¢ial banks have already made lcans for cofinancing operations, many of them
several times. ™Repeater™ banks' cofinancing loans have tended to increase
over time. Relatively recent newcomers include both 12.:';: banks e.g.,
Credit Agt:.cole. and secomd-tier banks, whose involvement in intermatiomal
lending operations can give such markets greater depth and stability.

4.9 Most of the commercial banks cofinancing well-established inter-
national borrowers like Brazil and Argentina had already lent to those
countries in recent years. In several other cases, however, most partici-
pants were making their first loamn to the borrowers. For example, noune of
the six commercial banks which cofinanced the Pattani Hydroelectric Loan to
Thailand, none of the six involved in the Second Livestock Loan to Romania,
and only four out of the 19 participants in the Eighth Power Loan to
Malaysia had previorul relations with the country. Thereafter, five of the
participants in the Thailand project, and five of the new participants in
the Halm:.a prujm:i: und.maok direct eurocurrency lcndmg to those same
. countries. ‘

Present Opportunities for Expanded Cofinancing

$.10 Developing countries now face a deteriorating economic environment.
To mitigate the slowdown in their economic growth and facilitate their
adjustment to the new economic enviroument, they need to incur and finance
sharply increased balance of payments -deficits. These cannot be financed
without large private lending to them, in particular continued active
lending by commercial banks. The effective recycling of the surpluses
generated by the new oil price rise is alsc dependent upon such lending.
Yet commercial bank lending will be constrained by a variety.of broad
econcmic factors, including competition from developed countries om capital
markets, and the generally more restrictive mounetary policies likely to
prevail. More specific institutional factors will also coustrain commercial
bank lending to oil-importing developing countries. They include the
_ increased share of such loans in the banks' por:fnliol'.' ‘the relatiocnship of
~ these assets to the banks' capital, and the banks' risk-bearing capa::l.:y. -
lhny af these factors are, in the ultimate analysis, related to uncertain- -
ties concerning the creditworthiness of developing countries and the sound-
ness of their development. Cofinancing with the World Bank takes up an
important new role in this context. Cofinanced locans are used for sound
development projects and programs. By thus ensuring the soundness of the
final assets, cofinancing can effectively comtribute to bolstering the
banking system and expanding its lending on a sustainable basis. - It can.
also help to introduce assets best suited to the needs of specific types of
"banks and other investors.

FOR OFFICIAL USE ONLY
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4.11 There are three main opportunities for the Bank to play an expanded
role in cofinancing with private sources. The first lies in the creative
use of lending to finance structural adjustments; the second involves addi~
tional flexibility in terms and conditions of Bank loans; and the -third is -
to assist borrowers in gaining access teo private sources of 1ong-t-eru
finance. e o E

4,12 - Structural Adjustment Loans. Such lending may form an increas- e

ingly important part of the Bank's efforts to help developing member
countries adjust to structural problems. Cofinancing by commercial banks -
_can increase the volume and development impact of such assistance. The
very existence of structural adjustment problems would sometimes deter

_commercial bank lending. A structural adjustment loan signals that - -

 effective dcvelopmn: policies are being followed, and co-financing with -
such & loan may be a particularly appropriate way to introduce or rein- -~
troduce commercial banks to that country.

4,13 Terms and Conditions of Lending. The Bank's present loan portfolio
offers limited resale possibilities because it is made up of fixed-rate
instruments. Given & choice between an IBRD bond and an unguaranteed World
Bank loan to a developing country, lenders will normally prefer the bond
unless the loan were priced to yield substantially more. The Bank can
enhance prospects for sales of participations to the private sector by
deliberately designing particular loans to include 2 portion for resale om:
terms other than those used for financing by the Bank itself, i.e., on
floating rate terms. Both the Inter-American Development Bank and the
International Finance Corporation do this regularly. While the wvolume

of their operatioms is much smaller than the Bank's (IDB has arranged 14 . .

such private cofinanced loans, for a total of $378 million, in the past four
years), their experience indicates that this technique could offer a useful
additional tool to be used by the Bank in selected cases.

4.14 In future, the Bank will actively explore the desirability of
making part of its loans for selected projects in the form of floating rate
medium=term loans, with the deliberate intention of reselling to private
investors the instruments pertaining to these loans. Such resales would be
arranged before, or at the time of disbursement, so that the Bank's lending
authority will remain exclusively committed to long=term, fixed interest
loans. The Bank could thus supplement its own resources by tapping the very

- large potential offered by short-term private capital funds. The number,

variety and interest of cofinanciers should be increased by the loans having
"passed through”™ the books of the Bank. All loan sales would be made
without Bank guarantees or any other type of recourse to the Bank, and
would leave unimpaired the Bank's further lending authority out if its own
resources. This will be usually preferable to the use of other methods,
such as firm "buy=-back” agreements, which would involve some impairment of
the Bank's future lending authority.
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4,15 We think these and similar new arrangements could be attractive
to some commercial banks and provide more assurance to colenders than
the Bank's current cofinancing practices., We see no need to take the
further step of making the exercise of the Bank's remedies mandatory in the
event of defaults on colenders' loams, in connection with these or more
traditional cofinancing operations. j

4,16 Assistance with Long-Term Finance. In the 1950s and 1960s,
several higher-income borrowers arranged for bond issues——both public and
private placements=-to complement World Bank loans in financing specific
projects. Similar arrangements might be used to assist present borrowers in
improving access to private sources of long~term finance. In 1978, World
Bank borrowers issued over $4 billiom worth of international bonds. Asso-
ciation with a World Bank project through cofinascing could add £o the
attractiveness of developing country bounds to certain investors. We plan
to identify a limited npumber of projects suitable for such cofinancing,
beginning with large projects related to sectors which relevant institu—-
tional investors are already financing in countries most likely to be
successful in securing such private finance, and we shall consult with
borrowers as to how the Bank might assist them. Such projects could then be
simultanecusly discussed with large insurance companies and pension funds
cperating on national markets (with respect to private placement), and with
underwriters operating in interma tional markets (with respect to public
issues of internmatiomnal bomnds).

V. Conclusion

5.1 Cofinancing has grown rapidly in recent years. Through cofinancing
arrvangements with official aid agencies, export credits and commercial
banks, the Bank has improved the development impact of external capital
and increased the effectiveness with which tied funds are used.

- The Bank has achieved scme success in introducing new lenders
to developing countries. However, vhile cofinmancing with private sources
increased substantially in recent years, this increase was only a fractiom
of the total increase in commercial bank lending to developing countries
that took place over the same period. It is unlikely that much cofinancing
with private banks was additiomal to capital flows which would have other-
wise taken place, or that it materially affected the terms and conditioms of
such flows. 3

Sad Over the next few years, competition for extermal capital is going
to be more acute, in particular by developed countries. Mounetary policies
are likely to continue the restrictive, anti-inflationary stance they
recently assumed, and thus reduce the liquidity of the world banking system
and increase the cost of funds. Past borrowing, which has increased the
share of developing country loans in the portfolios of commercial banks,




..-5+4 . -. Implementing the approaches suggested in this paper will introduce - .-
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will also make further lending to such countries increasingly difficult,

. particularly in view of the deteriorating capital structure of many banks.

-In these circumstances, cofinancing with the World Bank may play a much more -

- important role. - By :ensuring the sound use of external capital and -the - .:

overall effectiveness of development and structural adjustment programs, it -

.can serve as the catalyst needed in critical cases for pr:.\nu capt:nl

inflows to occur, on reasonable terms. o n PETRS

new complications _into the Bank's operatfoms, it will somewhat increase .- .:-
administrative costs,- and it will entail greater bank respomsibility -to

.-private cofinanciers. We believe that the benefits to the developing.n:- AT awT
. countries will outweigh these costs, which are expected to be wmodest in anmy ==~ -

case. Both the quantity and quality of capital flows to the developing
countries can be improved. This is crucial as we look to the great capital .
needs of developing countries and difficult capital markets expected in the

Attachments
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COFINANCING DEFINITIONS AND TERMINOLOGY 1/

i PR . As currently used in the Bank,2/ the term "cofinamcing" refers

in general to any arrangement under which funds from the Bank are associated

with funds provided by other sources outside the borrowing country in the

_ financing of a particular project. In some cases, funds from other sources:

.may support parts of an entity's or agency's overall program in the sector

ANNEX A

-to which the Bank project relates; such other financing is regarded as -

- cofinancing if it is required to complete the financing plan for the Bank-

- supported project or if the Bank has played an active role in 1nducing the

investment of funds by the other sources.

Types of Cofinancing

2. Joint Financing - the term "joint financing" refers to a cofi-
nancing operation for which there is a common list of goods and services and
where the financing of a disbursement for all or certain items is shared
between the Bank and the colender in agreed proportions. Orders for all
goods and services must be placed in accordance with procurement procedures
acceptable to the Bank, normally the Bank's standard international competi-
tive bidding rules.

3 Parallel Financing - the term "parallel financing" refers to
a cofinancing operation in which the Bank and the colender finance different
goods and services or parts of a project. Parallel financing is preferred
by some colenders, either because they wish their financing to be identified
with particular parts-of a project for public relations purposes or because
their procurement procedures are not compatible with the Bank's requirements
for international competitive bidding. Under parallel financing arrange-
ments, the Bank and the colender agree in advance on the parts of the
project to be <financed by each. The Bank then administers procurement
related to its part of the project and the colender does likewise. Often,
however, arrangements are made for regular exchange of information and joinmt
supervision of the implementation of the project. Parallel financing
permits greater flexibility in arranging for finance.

4, Participations = under some circumstances, the sale of partici-
pations in a Bank loan may be regarded as a type of cofinancing. This
is particularly true where arrangements for the sale of participation are
worked out prior to the making of the Bank loan in order to complete the
required financing plan. In such cases, the Bank will administer the loan
on behalf of the participant, who enters into a participation agreement with
the Bank. Sales from the Bank's portfolio of portions of old loans, while
releasing Bank funds for other purposes, are gemerally not regarded as
cofinancing as the term is employed in the Bank.

1/ This Annex is derived from Operatiomal Manual Statement 1.24.

2/ As used in this paper, "Bank" means Bank and IDA and "loan" means loan
and credit.
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Sources of Cafimcing

5. Official =~ official sources of cofinancing include govermments,
their agencies and multilateral financing institutioms. This source is
sometimes referred to as "donor"™ financing and the terms of such financing
are often concessional in some degree.

6. Export Credits = as used generally in the Bank, export credits
refer to financing which is linked to the procurement of certain goods or
services from a particular country. The scurce of funds may be govermmental
or commercial or a mixture of both, and the actual financing may take the
form of "buyer's credits" where loans are made by banks in the exporter's
country directly to the importer (the borrower) or "suppliers' credits”
where loans are made by the exporter to the importer in the recipient
country. Export credits are often guaranteed or insured in a significant
portion by an agency of the supplying country.

i Private Institutions = financing by private institutions includes
direct financing provided by commercial banks, insurance cowmpanies or other
institutions or persoms in the private capital markets cutside the country
of the borrower. = : '
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1. The purpose and general principles of Complementary Financing

ANNEX III

DETAILED PROPOSALS FOR IBRD COMPLEMENTARY FINANCING

A. An Alternative to Traditional Cofinancing

3. Complementary Financing is designed as a program that would
associate private lenders with new IBRD Project and Structural Adjustment
loans in a manner designed to give the colenders greater implicit protec-
tion than in traditional cofinancing. 5

2. . As a trade-off for this increased implicit protection, parti-
cipating banks would be expected to relinquish a large part of their auto-
nomy and initiative in conducting negotiations with the borrower(s). All
such negotiations would be conducted through the intermediary of IBRD.
Similarly, loan administration and the exercise of remedies against
defaulting borrowers would remain vested with IBRD, subject to proposed
rules set out in paragraphs 20 and 21 below.

3. Complementary Financing is therefore aimed at attracting banks
whose size and international exposure have so far precluded active
involvement in the field of developing country finance. In doing so, Com-
plementary Financing would contribute to broadening the sources of non-
concessional finance for developing country borrowers.

B. Legal Structure

4, The proposed structure of Complementary Financing involves a
dual loan structure with two loans, respectively designated as "A" and
"B". The "A" loan would be entirely funded by IBRD and be in the standard
IBRD format. The "B" loan would be primarily - though not exclusively
(see paragraph 15 below) - funded by participating commercial lenders.
Its terms and conditions would be substantively different from those of
the "A" loan.

3 As regards loan agreements, Complementary Financing could either
involve a single loan agreement, covering both "A" and "B" loans, or sepa-
rate loan agreements for each loan. In the former case separate schedules
to the master agreement would set out the covenants, terms and conditions
that are specific to each loan rather than common features of both.

6. In the event two separate loan agreements are resorted to, IBRD
would be a co-signatory of the "B" loan. This feature would provide the
legal basis for the greater protection afforded to participants.



7. "A" loans would be at fixed rates and for maturities stipulated
by IBRD for that borrower. '"B" loans would be structured to accomodate
commercial banking practices and therefore usually carry floating rates
and shorter overall and average maturities.

II. The selection of cases suitable for Complementary Financing.

8. The task of selecting projects and programs suitable for
Complementary Financing would be left to IBRD, in consultation with its
prospective borrowers. The criteria for selecting such loans would be
similar to those adopted in the case of traditional cofinancing. In all
instances, the overriding consideration would be the extent to which

Complementary Finance results in additional financing on reasonable terms
for the borrowing country.

9. Borrower benefit would be demonstrated if the conditions below
are satisfied:

(i) Commercial funds provided under the "B" loan are at more
advantageous terms (e.g. lower cost or longer maturities)
than those obtained from direct market borrowings.

(ii) New lenders who have had no prior business relations with
the borrower agree to participate in the "B" loan.

10. Operational incentives to support a Complementary Financing
program would be similar to those proposed in the Report to the Task Force
on Non-concessional Flows (paragraphs 14 to 16) of which this proposal is
part.

11. For projects suitable for Complementary Financing, IBRD would
seek the borrower's authorization to solicit bids for the "B" loan. IBRD
would evaluate such offers and transmit them to the borrower with appro-
priate recommendations. Assuming borrower approval, the terms of the "B"
loan would be finalized. Where appropriate, participants could organize
as a syndicate and appoint a lead-bank to liaise with IBRD on loan docu~-
mentation, disbursements etc. Participations in the "B" loan would be
sold by IBRD to commercial banks on a "best efforts" basis, i.e. without
any underwriting commitment on its part.

III. Disbursement Procedures and Show-down by the Borrower.

12, IBRD criteria and procedures for disbursement of loan funds to a
borrower would apply equally to the "A" and "B" loans.



13. Allowance would be made for differential timing in the disburse-
ment of "A" and "B" funds. This would, for instance, be the case when the
"B" loan has been negotiated after the "A" loan or when the commercial
lenders' reluctance to enter into lengthy advdnce commitments has to be
accomodated. In the former case "B" funds would be disbursed last, in the
latter case, first. S

14, Consistent with the principle of "best efforts'", the IBRD would
-only make "B" loan funds available to the borrower to the extemt -such
funds have been provided by the participating commercial banks.. If
private lenders' participations were to fall short of the targeted amount
of the "B" loan, this shortfall would have to be met by the borrawer
either from domestic or international sources. -8 :
15, gux: The above notwithstanding, IBRD might decide to retain a portion
of the "B" loan for its own account. Such retention could be justified if
it provided commercial banks with a strong incentive to enter into Comple-
mentary Financing for certain borrowers (see main Report paras 21-23 for
discussion of the policy issues surrounding this decision). Similarly, if
a substantial shortfall of colender funds in the "B" loan threatened to
jeopardize the completion of a project or program, IBRD could fund all or
part of this shortfall, while reserving the right to sell its share there-
of at a later stage.

IV. Loan Administration under Complementary Financing.

16. Loan administration in the broad sense covers:

(i) negotiating the terms and conditions of a loan with the
borrower;

(ii) preparing and executing the loan documents;

(iii) controlling disbursements and collecting principal, interest
and premiums (if any) from the borrower, when due;

(iv) monitoring borrower performance under the terms of the loan
covenants and notification to the borrower of default there-
under, as and when it occurs;

(v) exercising remedies against events of default as justified
by the circumstances.

) 5 48 Except as specified for the exercise of remedies, (paragraphs 20
and 21 below) loan administration on the "A" and "B" loans will be
provided by IBRD, acting both for itself and on behalf of its colenders.
This feature of Complementary Financing would accomodate the lack of
familiarity with developing country finance of most participating banks.



V. Events of Default and the Exercise of Remedies.

18. As a result of the legal structure proposed for Complementary
Financing, the "B" loan would be regarded de jure as a loan extended by
IBRD. This would apply de jure and de facto when IBRD has retained a
share of a "B" loan for its own account.

19. From the above, it follows that, from the borrower's viewpoint,
any default on the "B" loan would amount to a default against IBRD. Also
consistent with the above, would be an arrangement whereby partial pay-
ments of interest or principal by the borrower would be apportioned
between the "A" and "B" loans, pro rata to their size. As a result, to
the extent both loans are concurrent in time, any such default would
affect both. However, if one assumes that "B" loans would normally carry
shorter maturities than standard IBRD loans, any default occuring after
the final repayment of '"B" would not affect the commercial lenders.

20. As regards the differential exercise of certain remedies such as
acceleration (i.e., accelerate the '"B" loan in cases where IBRD has
decided not to take such action on the "A" loan) it is proposed that IBRD
would, in all cases, have to approve the participants' request. In
deciding on the most appropriate course of action, IBRD would be guided by
the borrower's interest and by what would, in its opinion, be the most
salutory method of avoiding protracted debt management problems.

21. Where the principle of the differential exercise of remedies has
been .accepted IBRD would act solely as agent, acting on behalf of the
commercial lenders, rather than in its own name. In instances where IBRD
has retained a share of the "B" loan for its own account, the differential
exercise of remedies would have to be ruled out.

VII. Loan Rescheduling.

22. The IBRD's firm policy is not to agree to requests for loan
rescheduling by its borrowers. The delicate question raised by Comple-
mentary Financing where IBRD is a co-signatory of the "B" loan - whether
by means of a separate loan agreement or of a schedule to a master
agreement - is whether the case for preferred creditor status can be
extended to the commercial co-lenders.

23. The simplest case is where the "B" loan is covered by a separate
loan agreement and where IBRD has not retained a share of the "B" loan.
In that instance, there is no obvious justification for extending the
preferred creditor status to colenders.

24, In cases where IBRD has retained a share of the "B" loan two
options arise in the event the borrower requests debt rescheduling:

(i) Consistent application of IBRD's no-rescheduling policy to
both "A" and "B" loans.



(ii) Restriction of the no-rescheduling policy to the borrower's
obligations under the terms of the "A" loan only.

23 From a legal perspective a differential attitude in respect of
two loans to the same borrower, where IBRD is itself a lender in its own

right, would be difficult to justify. It would also be contrary to the .

principle set forth in paragraph 21 above.

~~ . VII. Colenders' Access to Information on the Borrower.

s - . All documents prepared by IBRD in connection with the project/
program to be financed and the evaluation thereof, all background- -and

economic reports on the borrower as well as all data and information

supplied by the borrower to IBRD, would have to be made available for full
disclosure to any of the colenders participating in the "B" loan. Such
disclosure would be subject to explicit approval by the borrower, it being
understood that withholding such approval would preclude Complementary
Financing and therefore cause a commensurate reduction in the total
financing for a given project/program.

21 Colenders for their part would make a formal undertaking to
treat the information so obtained as confidential. This applies parti-
cularly to instances where prospective colenders have obtained information
to. facilitate their credit evaluation and have subsequently decided not to
participate in the "B" loan.

VIII. Summary and Conclusion.

28. Complementary Financing should be seen as a means of attracting
non-traditional lenders to the field of developing country finance. Its
aim is to supplement flows of non-concessional resources through methods
that differ from traditional cofinancing techniques and thereby to provide
further additionality in financial flows to developing countries.

29. The principal technical features of Complementary Financing are:
(i) a dual loan structure;

(ii) the legal designation of the "B" loan as an IBRD loan, by
virtue of its signature thereof;

(iii) loan negotiation and administration by IBRD on the colenders
behalf;

(iv) the option of a differential exercise of remedies in the
event of borrower default;

(v) in cases where IBRD retains a portion of the "B" loan for
itself, the potential extension to commercial lenders of the
Bank's preferred creditor status.




30. With regard to additionality, from the lenders' viewpoint, a
degree of additionality could only be achieved if Complementary Financing
substantially improves their perceived credit risk and if loan administra-
tion services provided by IBRD offeres an effective incentive to smaller,
less-internationalized banks. In other words, additionality could reason-
ably be expected if Complementary Financing is considered as qualitatively
distinct from and technically safer than cofinancing.

31, From the borrowers' perspective, the precondition for addition=-
ality through Complementary Financing lies in the perceived advantages of
conducting negotiations with private lenders through the intermediary of
IBRD and in the absence of potential constraints arising from this form of
borrowing.

32, The latter considerations point to the crucial importance of the
question of potential loan rescheduling. An extension of the Bank's
preferred creditor status to commercial lenders would probably prove un-
acceptable to most developing countries and therefore hamper the future
viability of Complementary Financing. This issue will have to be borne in
mind if and when the proposal is considered for implementation.

Financial Studies Division
Financial Policy & Analysis Dept.
February 12, 1981.
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Office of the President

July 15, 1980

Subject: Brandt Commission's Recommendation Concerning
2 the Use of the World Bank's Guarantee to Improve
Access of Developina Countries to Capital Markets

Recommendation: ''The World Bank and other international financial
institutions should provide guarantees and play
their part in ensuring a continued flow of com=
mercial funds." 1/

! 1 The Commission feels that the economic environment in the coming
years will be one in which the international capital markets might not, in
the absence of intermediation by some public institutions, finance an
adequate proportion of the very large capital requirements of the develop-
ing countries. The use of the World Bank's guarantee authority is seen as
one form that such intermediation could take. This paper discusses, within
the framework of the Bank's Articles of Agreement, the feasibility of using
the guarantee authority, and the likely e%?é:ts on the borrowing countries
and on the World Bank. 4

Legal Authority

2 There are no legal barriers to the use of the Bank's guarantee
authority; in fact, the Bank's Articles of Agreement treat guarantees as

‘the primary form of development assistance and direct lending as an alterna-
tive to it (Article 1). This is because, when the Bank was established, its
European members required both capital for reconstruction and assistance in
re-entering the capital markets. The Bank's guarantee was seen as a source
of support facilitating the re-entry. .

3. The Bank's Articles of Agreement treat guarantees as being similar
to loans in their financial and other implications. |In particular, the
Articles stipulate that the sum of loans and guarantees by the Bank cannot
exceed its capital plus retained earnings (Article Ill, Section 3). The Bank

1/ Willy Brandt and others, Morth-South: A Program for Survival, London:
Pan Books, 1980, p. 275.

This document has a restricted distribution and may be used by recipients only in the performance
of their official duties. Its contents may not otherwise be disclosed without World Bank authorization.
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must meet the same conditions when it guarantees a developing country's
obligations as it must when it extends a direct loan. The eligibility
criteria for loans and Bank guarantees are almost the same (Article |11,
Section 4). These criteria are: (a) loans and guarantees can be issued
only to member governments or with their guarantee; (b) both loans and
guarantees have to be for a specific project, except in special circum=-
stances (Article II1, Section 4(vii)); (¢) in both cases the appraisal and
supervision of the project and the assessment of the borrower's credit-
worthiness are required (Article 111, Section 4(iii)); and (d) for both
loans and guarantees, the Bank must ensure that the amounts borrowed will

be used only for the purposes for which the loan was granted (Article 111,
Section 5).
b, There are only some minor differences between the Articles' re-

quirements for guarantees and loans. These are: (a) the Bank |s required

to control the disbursements only for direct loans and not for a loan it
guarantees (Article |11, Section 5); (b) the restrictions on loans extended
for local currency expenditures (Article 111, Section 3) are applicable

only to direct loans and not to guarantees; (c) the Bank can guarantee loans
only with the approval of the member countries in whose markets loans are
raised and in whose currency they are dencminated, and only if those members

- agree to the unrestricted conversion of the funds involved into the currency

of any other member country (Article IV, Section 1); whereas these conditions
have already been met in case of the Bank's resources available for direct
lending. 1% .

S The Articles do not impose any limit on the scope of the guarantee.

_This means the Bank can give either a full or a partial guarantee 1/ as long

as all other terms and conditions (which are the same for a full or a partial
guarantee) of the Articles are met. The amount of reduction in the Bank's
commi tment authority would depend upon what elements of the loan were guaran-
teed. |f the Bank were to guarantee only the principal of a loan, the commit-
ment authority would be reduced by that amount. |If the Bank were to guarantee
principal and interest only, Article IV, Section 5(c) would be relevant:

=~ _---- "Guarantees by the Bank shall provide that the Bank may
terminate its liability with respect to interest if,

. upon default by the borrower and by the guarantor, if
any, the Bank offers to purchase, at par and interest
accrued to a date designated in the offer, the bonds or
other obligations guaranteed."

lj—See below.
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The Bank's maximum liability under such a provision in its guarantee
would -be the principal amount plus the amount of interest that would-
accrue between the date of the last interest payment and the date the :
Bank purchased the obligations involved. -2

il The Articles also specify that: 'In guaranteeing a loan made
by other investors, the Bank receives suitable compensation for its risk"
(Article 111, Section 4(vi)). '"In guaranteeing a loan, the Bank shall

charge a guarantee commission payable periodically on the amount of the WS S e
l?a? outstanding at a rate determined by the Bank' (Article IV, Section e
5(a)).

Historical Experience

7 The Bank has not directly used its guarantee authority, because
it was felt that direct lending was more appropriate to the needs of its
members. This was so even when the Bank's major borrowers were the more
developed countries, and even when the statutory limits on Bank lending
were so remote as to be disregarded in practice. Borrowers have preferred
direct loans from the Bank to Bank-guaranteed loans from some other source,
because the latter would be provided on harder terms, and in addition, the
borrowers would have had to pay a guarantee commission.

8. The Bank has, however, used its guarantee authority indirectly,
that is, by first making a direct loan and then selling that loan or a
part of it to private investors with a guarantee (see Annex). This first
occurred in 1948 when the Bank, with its guarantee, placed a part of its
shipping loan to the Netherlands with a group of banks in the United States.
The last sale of a loan with the Bank's guarantee was made in 1956 (the
total amount between 1948 and 1956 of such sales was $69 million). The
guaranteed loan sales were abandoned because they did not add much to a
borrowing country's creditworthiness nor provide a2 cost-effective means of
raising funds for them, as compared with direct borrowing from the Bank.
Nor did they add to the overall resources that could be mobilized by the
Bank, as the guaranteed principal amounts remained a charge against the
Bank's overall lending authority until their repayment, in exactly the same
way as if they had not been sold.

Effects on Borrowers

9. A borrower would find it advantageous to borrow under a World Bank
guarantee if this:

== increased the inflow of funds over and above that which
could be achieved by direct borrowing from the Bank;
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== improved the borrower's market standing;
-- reduced the cost of funds; or

-- (improved his cash flow position by lengthening the
maturity of his borrowing.

These effects are examined below. The discussion is at first Timited to
the use of full guarantees.

(i) Additionality

10. All financial institutions must take into account contingent
liabilities born out of guarantees. In the case of the Bank, as noted
above, the Articles of Agreement specify that, from the point of view

of its relations to total capital, guarantees should be treated in a way
identical to the treatment of loans. This relationship would presumably
prevail even if the rules governing the relationship of loans to capital
were themselves changed. Therefore, whatever the Bank's lending authority,
no additional capital inflows would result directly from the substitution
of full guarantees to direct lending. In fact, the use of guarantees
might even cause the Bank's lending authority to be used up more guickly,
because the limitations established by the Articles of Agreement apply to
disbursements when the Bank lends directly, but to commitments when the
Bank offers guarantees.

i Additionality may also result if, somehow, the sale of fully
guaranteed loans gradually helped borrowers to establish a certain 'market
standing'', and to introduce unguaranteed borrowings into the same markets.
This possibility is -examined in the following section.

(i7) Market Standing

12 It is sometimes argued that borrowing private funds under World

_Bank guarantees would help certain countries to improve their standing in

international capital markets, so that they could issue the!r own unguaran=
teed obligations in the future.

"!3. It is difficult to find evidence of situations where a:third party

guarantee permanently enhanced the market standing of the recipient. The
Bank's own (admittedly limited) experience with resales of loans with guaran-
tees gives no indication that issuing full IBRD guarantees for a borrower's
private market obligations materially assisted in improving the borrower's:

~ credit rating. This was an important factor in the decision to discontinue
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the practice of guaranteed loan sales. Conversely, there is considerable ::

evidence that the best way to establish a credit rating and to obtain im=-:: 3
proved access to more desirable sources of finance is by first borrowing

from relatively hard sources and maintaining an impeccable debt service s :
‘record. Thus, guaranteed export credits have often preluded syndicated:. - Za3
Eurocredit borrowings; and such loans, in turn, have helped to introduce . - - -+ =i
developing countries to the floating rate note and bond markets. S | Y s ==

14, - - -1f the Bank were to offer guarantees, the creditors are likely
- _to scrutinize mostly the creditworthiness of the guarantor (i.e., the Bank), ..

- rather than that of the issuer, because this would save them the cost and
trouble of detailed long-term country economic analyses of a large number
of widely varying and complex economies. Thus the process of exposing the
borrower directly to the investor and promoting familiarization through
successive in-depth creditworthiness evaluations, ultimately making it
possible to issue unguaranteed obligations, is not likely to be much ad-
vanced. =

(iii) Cost of Funds

15. Private bank loans are provided at higher interest cost and
shorter terms than World Bank loans. This would still be the case if a
guarantee improved the terms of such loans, to the point of making them
comparable to those obtained by prime industrial country borrowers. This
does not mean that the terms of the guaranteed loan would not be better
than those of an unguaranteed loan; however, even this gain would be small
under present market conditions for a wide array of borrowers, as the dif-
ferentiation between high- and low-ranked borrowers (through spreads over
LIBOR and management fees) has tended to be small. IBRD guaranteed bond
issues would have to carry terms and offer yields more onerous than those
| of the Bank's own bond issues. This has been invariably the case even for
the Government=-guaranteed issues of such integral emanations of national
states as the FHA in the US, or the SNCF in France. Moreover, even if a
developing cowntry did obtain the same maturity as the IBRD does on its
borrowing, it would not be as well off as if it borrowed directly from the
Bank, because the World Bank performs term intermediation, i.e., it lends
longer than it borrows.

16. Finally, the IBRD is obligated (see supra, para 3) to subject
guarantees to the same appraisal and supervision processes as direct loans.
The costs of these would have to be recovered through the guarantee commis-
sion, to be charged in accordance with the Bank's Articles. One cannot
yet precisely estimate the costs involved or the commission to be charged;
but there are strong a priori reasons for such a conmission to be not less
than the .5% per annum spread between the Bank's borrowing and lending
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rates paid by the Bank's direct borrowers. These guarantee commissions
would further augment the difference between the cost of direct loans
and the cost of loans guaranteed by the Bank.

Partial Guarantees

7 The foregoing discussion indicates that the use of full guaran-
tees is not likely to provide much significant benefit to borrowers in
terms of additional capital flows, cost of funds, length of maturities,
or market standing. However, it is possible that in some cases the use
of partial guarantees might be appropriate. 1/ A partial or limited
guarantee means one of the following: (a) a guarantee of interest payments
only; (b) a guarantee of principal only; or (c) a guarantee of principal
or interest or of both only for some years out of the total maturity of

a loan.

18. A partial guarantee can be put into effect in a number of ways.
The most important could be the guaranteeing of a fixed amount of the
Principal. For the borrower and the lender this would have the advantage
that, as the principal was increasingly paid off, a growing proportion of
the outstanding principal amount would be covered by the guarantee. This
would help alleviate some of the lender's concern, because later maturities
are generally viewed as being riskier than earlier ones. The same effect
could be obtained by guaranteelng the principal repayments of the last X
years of the loan.

19, The impact of such guarantees on the Bank's finances should be
compared with a loan with a correspondingly long grace period. The Bank
does not normally make loans with very extended grace periods. If it were
nevertheless found feasible to guarantee such later maturities, the corres-
ponding guarantee commission would have to be higher than earlier indicated
(para. 16). Such partial guarantees may be particularly useful to countries

‘seeking to establish themselves on bond markets. A partial guarantee,

covering, say, the outer maturities of a bond issue, may have a multiplier
effect and enable the borrower to secure a larger total amount under accept-
able conditions. There is no evidence yet as to how significant-the-multi-

~ plier effect of a partial Bank guarantee would be; the-value of the guarantee

tool could only be established and measured if it were put to use on a signi-

-- ficant scale.

T7 Article TV, Section 1 '(a) The Bank may make or facilitate loans which
satisfy the general conditions of Article Il in any of the following ways :

«esss(1i1) By guaranteeing in whole or in part loans made by private in-
vestors through the usual investment channels."
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Alternatives to Bank Guarantees

20. From time to time, the Bank has considered the advantages of
accepting closely binding cross-default clauses, as a means of mobilizing

~ additional cofinancing for its borrowers. These would not involve finan- -

cial obligations by the Bank, but would obligate it to apply specific - -
remedies in case specified events of default affected the borrower's ob-
ligations to the co-lender. It is the Bank's policy not to accept such

binding cross-default clauses, because it does not want to give up its
freedom of decision concerning the application of its remedies in the -
event of actual or alleged default by a borrower. |[f the Bank were to

extend guarantees to loans by third party lenders, its freedom of decision
would be even more severely curtailed. It is therefore desirable to
examine the possibility of using alternative means for facilitating the
entry of selected borrowers into capital markets, and for helping them to
mobilize a multiple of the resources committed by the Bank.

2], The resale of loans specifically designed for that purpose may
achieve the resource-mobilizing impact of partial guarantees, without
limiting the Bank's freedom of action in case of a subsequent dispute be-
tween the lender and the borrower. A partial guarantee such as the one
described in the preceding section, i.e., limited to the later maturities
of a private loan, would be very similar to a direct Bank loan, of which
the early maturities are resold without the Bank's guarantee., Such a
technique may be even more helpful to establishing the borrower's credit-
worthiness and introducing it to private lenders, because the Bank would
normally locate such lenders directly, and could also perform certain
regular services: for instance, the Bank has usually acted as billing
agent on behalf of the purchasers of its loans. Of course, in the case
of guaranteed loans, the financial and other terms and conditions of the
direct loan agreement itself are closely adapted to the requirements of
the lender, which may be quite different from those of the Bank. For a

-loan to be saleable, it may be desirable to design its terms and conditions

at the outset in ways likely to be attractive to other lenders.

" 8 The Bank has made minimal use of loan sales in the past. They
exceeded $100 million only in FY70 ($195 million), in FY77 ($165 million)
and in FY78 ($162 million). This was because the cost to the Bank of funds
obtained through such sales is normally higher than the cost of direct
borrowing by the Bank. That is likely to remain the case in future. How-
ever, if a borrower must develop its access to funds other than the Bank,
and 1imit the use it makes of the Bank's overall lending authority, the
combination of direct financing of some maturities with the resale of others
may be as advantageous to the borrower as the extension of partial guaran-
tees by the Bank.
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Conclusion
23, Guarantees affect the Bank's lending authority in the same way

as loans disbursed and outstanding. Under foreseeable circumstances,

there would be little benefit to the Bank or to its borrowers if the Bank
were to fully guarantee loans by third parties. There is more justifica-
tion for the use of partial guarantees, which might sometimes help borrowers
to mobilize funds larger than the guarantee extended by the Bank or to
introduce them to new lenders or preferred loan instruments. However, the
use of the technique also involves risks for the Bank, by reducing its
freedom of action. The pessibility of achieving the same aims by using
other techniques, in particular loan sales without guarantee,and cofinan-
cing, should be carefully considered in each case.

24, If the use of such techniques is found to be not feasible or not
beneficial, and if borrowers so request, the Bank is prepared to extend

partial or full guarantees to certain loans. |/ This would be done on the
understanding that such guarantees would substitute for the same amount of

direct lending to the borrower.
WM{M

1/ The issue of guarantees was earlier considered in a staff memorandum,
dated July 29, 1976 on '"Use of the IBRD's Guarantee Authority', (Develop-
ment &mnnittee DC/WG/CM/76~7 dated August 4, 1976.) Subsequently, the
Development Committee's Working Group on Access to Capital Markets noted
(DC/WG/CM/77-4 dated August 1, 1977), that "The World Bank, in the light
of the Committee's discussion in April, is now prepared to consider re-
quests from member countries for partial guarantees of their bond issues.
The initiative would now, therefore, seem to lie with individual '"thresh-

old" cowntries." No such request has yet been received by the Bank from
any member country.



Sales of IBRD Loans with Guarantee

Borrower -

Belgium
Brazil
Chile

Colombia

El Salvador
Finland
France
India

Luxembourg
Mexico

Netherlands

-Nicaragua

Paraguay
Pakistan
Peru

South Africa
Thailand

Turkey
Uruguay

a/ Less than $50,000.

Loan No.

103

Years when
sold

1943
1954-55
1955
1951-53
1954-56
1952-53
1953
1952-53
1952-53
1953
1953
1952
1952
1952-53
1952-53
1956
1955
1952-56
1952-53
1953-56
1956
1952-54
1948
1952
1953
1953
1953
1953

. 1952-53
1953-55
1953-55
1954-55
1953-56
1953
1956
1953
1953-56
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DETAILED PROPOSAL FOR AN IBRD LOAN PASS-THROUGH PROGRAM

I. The Loan Pool :

ANNEX V

A. Composition and Structure of the Pool ps

1. The governing principle of the pass-through program, will be risk
diversification through the multiplicity of loans and borrowers included. in
it. A loan pool representing a cross-section of IBRD's borrowings would
constitute the basis of the program. Pass-through certificates would be
issued on the strength of each loan pool. £ ;

- Depending on market reaction and on preferences expressed by
particular investor/lender groups, it is conceivable that IBRD would adopt a
multi-tier marketing strategy and constitute separate loan pools te cover
particular market segments. In this case, each separate pool would have a

specific risk-weighting, depending on the prospective investors it is aimed -

at.

P The principle of risk diversification notwithstanding, it could
be the case that greater homogeneity in the risk composition of individual
loan pools should be resorted to. This would prevent any deleterious impact
on the market-rating of certain country borrowers (e.g., as a result of
higher interest rates arising from the blending of credit risks in broadly-
based loan pools). Regionally-based (e.g., Latin America, South-East Asia)
or activity-based (e.g., energy, mining) pools could be considered.

4, In all instances, and subject to the availability of "poolable"
loan maturities, the various categories of credit-risks included in a given
pool would be distributed as evenly as possible over its entire duration.

B. Currencies of Loan Pools

5. At the outset all loan pools (and the attendant pass-through
certificates) will be denominated in single currencies. The currency of a
given pool will be determined in the light of market preferences at the time
each pool is set up and subject to the dual constraint of (i) availability
in IBRD's portfolio of sufficient loans or loan maturities in that currency;
and (ii) IBRD's earned yield on loans in that currency.

6s In all cases, only loans or loan maturities disbursed and repay-
able in the chosen currency would be pooled. This would avoid the creation
of additional exchange risks for the borrowers concerned.

N Given the current rate structures of the principal currencies and
the constraints on the yield offered to pool participants, it 1is expected
that loan pools will initially be denominated in hard currencies, particu-
larly the Swiss franc or Japanese Yen.




8. These principles notwithstanding, if and when loans structured
on the basis of IBRD's 'Currency Pooling System' (CPS) are included in a
loan pass-through program, it will have to be decided--in the light of
market circumstances--whether such loans should be "unpooled" with respect
to CPS (with the borrower's agreement) or offered to investors as a
multiple-currency asset.

C. Interest Rate

9. In all cases, interest offered to investors will be limited to
that earned by IBRD on the pooled loans. Yields in excess of IBRD's own
(average) Lending Rate for any given loan would be ruled out.

10. Guarantee fees, selling commissions and other expenses incurred by
IBRD in connection with the establishment of a pool and the placement of
certificates will be deducted from the Lending Rate in order to determine

the Maximum Interest Rate to be offered to pool investors. '

i i (e The offered interest rate for any given loan pool will be deter-
mined in the light of:

(i) market conditions at the time;

(ii) the currency in which the pool is to be denominated;
and

(iii) the market segment for which that pool is earmarked.

12. If market conditions permit the offered interest rate on a loan
pool to be below the Maximum Interest Rate, this differential will accrue to

IBRD. Borrowers will not be eligible for pro rata refunds of such differ-
entials.

13. Where private non-bank investors are concerned, loan pools will
usually, but not necessarily, carry fixed interest rates.

- 14, Where commercial banks are concerned, allowance will be made for
their- traditional propensity to favor floating rate assets. To accomodate
this preference, any loan pool earmarked for priority placement with banks
could carry floating rates at an appropriate margin over LIBOR for the
currency concerned.

15. In determining the permissible range of floating, attention will
have to be paid to the Maximum Interest Rate. Allowing for the fact that
money-market movements could push LIBOR for the reference currency over the
Maximum Interest Rate, the latter will be set as a ceiling on the interest
to be earned on floating rate loan pools.
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16. Given the potential interest rate risk for investors (particularly
banks) that are thus constrained by a ceiling, a number of compensatory
formulas are recommended, as a trade-off for this risk. They "include:

(i) A ratchet effect such that, as soon as a floating
rate reaches the Maximum Interest Rate, it would be
frozen at that level until the final maturity of
the pool.

{4i) A floor on permissible interest rate variations
to trade-off downside and upside risks.

(iii) A possible drop-lock feature, turning a floating
.-~ --rate pool into a fixed-rate one at a predetermined
floor.

The ratchet will undoubtedly provide the most effective compensation.

D. Duration and Amortization of a Loan Pool

5 The final maturity of a loan pool will be determined in the light
of market conditions at the time and of the duration of poolable loan
maturities. It will never exceed that of the last maturity of a pooled
loan, or portion of loan.

18.- 1f, as seems likely, initial investor preferences will be for
medium-term assets, only specific maturities of each eligible loan will be
pooled.

19. Loan pools will be amortized progressively so that their average
life is substantially shorter than the final maturity. Grace periods will
be determined in the light of market conditions, subject to the constraint
of the amortization profile of pooled loans.

20. Even amortization schedules (say, equal semi-annual) are recom-
mended, on grounds that they are most compatible with usual market practice.

E. Notification to Borrowers

2zl Notwithstanding the fact that all IBRD loan agreements provide for
the sale of participations or for the assigmnment of IBRD's rights under
such loan agreements, each borrower whose loan(s) has (have) been included
in a pool will formally be notified of this fact.

22 In order to allow for the wish of certain investors--particularly
banks--to use the purchase of IBRD loan pass-through certificates as a
stepping stone to establish direct financial relations with certain of the
borrowers, a list of certificate holders could be provided to the borrowers
included in a given pool. The feasibility of such disclosure will, evi-
dently, depend on whether bearer or registered certificates are issued.
Full disclosure of the identity of all certificate holders can only be
considered in the latter case.




II. Participation Certificates

A. Loan Pass-through Certificates

23. The model of the Loan Pass—through Certificates will be derived
from that of "mortgage pass-through certificates", as used in private
capital markets in the US.

24, Each Loan Certificate will represent a fractional undivided
interest in a given pool and therefore represent a similar fractional
undivided interest in each of the loans contained in that pool.

B. Unit Denomination

25, In order to maximise the appeal and participation range of loan
pools-=-particularly those aimed at non-bank investors--Pass-through Cer-
tificates will be issued in small unit denominations (say, US$50,000).
Certificates will be available in such unit denominations or in multiples
thereof.

C. Trustees

26. It is not envisaged that IBRD would resort to the use of trustees
in connection with the issue and sale of Pass-through Certificates. IBRD will
however be committed to use due care and attention in the management of
loans that are included in a pool and in the collection of monies forth-
coming from such loans.

2% All interest- and principal payments by borrowers on pooled loans
will be received by IBRD on the certificate holders' behalf and placed in
the Certificate Accounts described below.

III. Pools and Loan Servicing

A. Fiscal Agents

;. - " Since private placements will initially be resorted to, IBRD -
will act as collecting and paying agent on the certificate holders' behalf.

-:29¢ - If necessary, fiscal agents will be appointed if and when public
issues of certificates are resorted to, in order to handle the greater
volume of interest and principal repayments on such public issues. =

B. Certificate Accounts

30. In respect of each loan pool IBRD will establish and maintain with
itself an interest-bearing Certificate Account into which all of the follow-
ing payments will be deposited:



(i) all principal payments on any of the loans concerned,
including pre-payments and the resultant premiums,
if any;

(ii) all interest payments in respect of the same; and

(iii) -all interest earned by IBRD from depositing Certifi-
. - _cate Account balance in domestic or intermnational
. money markets, it being understood that such balances

would be deposited between the date of their receipt

"~ by IBRD and that of contractual payments by IBRD to
certificate holders.

-- The - need for Certificate Accounts arises from the fact that there- will

probably be no coincidence in time between principal and interest receipts
on IBRD loans, and the corresponding disbursements to certificate holders.

31. Except as provided by the terms of the guarantee, only monies
received from the principal debtors and interest earned thereon will be
available for disbursement to the certificate holders.

32. IBRD will be entitled to withdraw from each Certificate Account
any difference between the interest earned on pooled loans and that offered
to certificate holders. Such withdrawals will include IBRD's guarantee
fees, the selling agents' fees and monies needed to cover other expenses
incurred in connection with the formation of a pool and the placement of
Loan Certificates.

IV. IBRD Guarantees and the Exercise of Remedies

A. The General Principles

33, The administration and enforcement of all pooled loans, including
all matters provided for or contemplated by any of the Loan Documents, any
bonds or notes issued thereunder, security instruments (if any) and other
related documents, will be handled solely by IBRD.

34, In such administration and enforcement, IBRD specifically reserves
the right, at its discretion and without notice to the certificate holders,
to exercise, refrain from exercising or waive any rights under the Loan
Documents, under bonds or notes issued thereunder and held by IBRD, under
any security for the pooled loans, the bonds or notes, or any other agree-
ment with the borrower(s) or the guarantor(s) (if any) or to modify any
provisions thereof.
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35 The above notwithstanding, IBRD will not, without the prior
written consent of all or of qualified majority of certificate holders or
their authorized representatives, give any waiver, or consent to any modi-
fication, which would vary the obligations of the borrower(s) or the guaran-
tor(s) (if any) to pay, in the specified currency and on the specified
dates, the principal amount (including premium if any) of the loan(s)
included in the pool and the interest thereon at a rate per annum not less
than that stipulated on the certificates.

36. IBRD will exercise the same care in the administration and enforce-
ment of the loan(s) as it exercises with respect to loans or parts thereof
which are for its own account.

B. Partial IBRD Guarantees

37. In order to maximise the investor appeal of Loan Certificates,
a partial guarantee will be issued by IBRD in connection with each pool.
IBRD's liability under such guarantees will be limited to a certain per-
centage (say 10%Z) of the original principal amount of each pool, and
therefore represent an equal percentage of the par value of each Loan
Certificate.

38. The amount of IBRD's guarantee liability on each loan pool will be
reduced in line with the amortization thereof. The percentage of the par
value of Pass-through Certificates outstanding for each loan pool, covered
by 'such guarantee will however remain unaltered until the final redemption
of that pool.

C. The Legal Structure of IBRD's Guarantee

39. Although defined as a percentage of the original principal amount
of each loan pool, IBRD's protection will cover any default or late payment of
principal or interest thereon and premium if any, up to the amount of the
guarantee as defined at any moment in time.

40. Furthermore, if and when funds that had formerly been disbursed
by IBRD under the terms of its guarantee are received from the borrower(s)
concerned, the amount of the guarantee commitment will be restored accord-

-ingly. e i iV

41. Following from these operating principles, the guarantee will
provide certificate holders the safeguard of an uninterrupted income stream
on their investment, irrespective of (possible) late payments by the bor-
rowers whose loans have been pooled.

D. The Exercise of Remedies by Certificate Holders

42. Except as provided under the terms of the guarantee, certificate
holders will have no recourse against IBRD. Their rights against the
borrowers and the exercise of such rights are to be interpreted in accor-
dance with the General Principles set out in section 33 to 36.



43, From the above, it follows that:

(i) the exercise of remedies by certificate holders
against defaulting borrowers (for interest overdue
and unguaranteed principal amounts) should be con-
ducted solely through the intermediary of IBRD;

(ii) although the certificate holders would not be in
~ a position to dictate a particular course of action
IBRD or to exercise remedies directly against the
borrower, they would have the right to seek legal
redress and compensation from IBRD if IBRD fails

‘-to meet its obligations set out in para. 36 above.

V. The Placement of Loan Pass-through Certificates

A. The Use of Investment Banks in Selling Certificates

44, As Pass-through Certificates will potentially be of small unit
denominations and be placed with a relatively large number of individual
investors, investment banks or other financial intermediaries will be used
as selling agents.

. B. A Placement Memorandum

45. To ensure that certificate purchasers are fully informed of the
composition of the pool to which their Pass-through Certificates relate each
placement will be supported by a detailed Memorandum providing information
on IBRD, its activities and record, and on the borrowers whose loans are
included in the pool. The certificate holders' rights and obligations will
also be set out in the Placement Memorandum. :

C. Securities Laws and Central Bank Approvals

46 Securities laws in the market(s) where placements of Pass-through
certificates are envisaged will always be complied with. It is recognized
that under the terms of such securities laws the dividing line between
"private placements" and "public offerings" is often quite tenuous, espe-
cially where large operations with substantial numbers of investors/
participants are concerned. As and where necessary, the legal formalities
required for public offerings will be complied with, particularly with
regard to publicity and investor information.

47. In accordance with usual practice, approval will be sought from
the relevant authorities of the countries in whose markets Loan Pass-through
Certificates would be offered for placement or in whose currencies the
Certificates would be dominated.




D. A Secondary Market in Certificates

48. Bearing in mind investors' preferences for liquid financial
assets, a secondary market for Loan Pass-through Certificates would have to
be organized in co-operation with the investment bank(s) acting as selling
agent in the placement of such Certificates.

VII. Subsidiary Questions

A. Guarantee Fees

49, IBRD guarantee fees will be charged at the usual level (0.52 per
annum). This cost will be taken into account when calculating the interest
rate of fixed-rate certificates or the spread of floating-rate Certificates
and thus be borne by the investors.

B. SellinE_Commiasions

50. Selling commissions at a level commensurate with normal market
conventions will be paid to the investment bank(s) acting as selling
agents on IBRD's behalf. Such commissions shall be deducted from the
proceeds of certificate sales, it being understood that allowance will have

been made for them in calculating the interest rate or spread of Certifi-
cates

VIII. Summary and Conclusion

51. Loan pooling and the issue of partially-guaranteed Loan Pass-
through Certificates should be seen as a means of attracting non-traditional
lenders to the field of developing country finance. 1Its aim is to supple-
ment IBRD's resources and thereby to provide additionality in financial
flows to NODCs. This additionality will be achieved if:

(i) Loan pooling succeeds in attracting commercial lenders
and certain non-bank sources of funds whose size or
past market orientation has prevented their direct
lending to such countries (e.g., through loan syndic-
ations or bond investments) or their participation
in IBRD cofinancing.

(ii) Funds obtained by IBRD from such sources are used
for additional project and/or program lending.

(iii) Certificate purchases by the lenders concerned do
not result in a partial or commenurate reduction of
their purchases (if any) of IBRD bonds.



52. : The principal features of the proposed Loan Pass-through Certifi-
cates are: ;

(i) risk diversification;

(ii) partial guarantee coverage by IBRD;
(iii) availability in small unit denomination;
(iv) complete agency service by IBRD; and

; ..~ (v) .yields commensurate with the perceived credit risk,
e -and therefore higher than on IBRD bonds, but lower s
~- ~--_ . .-than for any direct obligations of the borrowers
included in the pool. _
53. Furthermore by reducing the perceived risk attached to such
operations, it is plausible to expect that loan pooling could enhance the
future direct market access of the borrowers whose loans have been pooled.

Financial Studies Division
Financial Policy and Analysis Department
February 12, 1981
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Introduction

L. The Task Force on Non-Concessional Flows has held a number of
meetings to consider prospects for non-concessional financial flows, and
particularly the economic context of future commercial bank lending to
developing countries. In the course of this work it has also consulted
representatives of international commercial banks.

2. The Task Force considers that a degree of additionality in
non-concessional flows could be achieved by Multilateral Development
Institution actions to broaden the range of financial techniques and
improve the attractiveness of financial instruments available for lending

to developing countries. Such actions are reviewed in Part I of this
Report.
3. The Task Force has also discussed the main issues relating to

the external indebtedness of developing countries, and held a preliminary
discussion of proposals designed to increase the lending ability of MDIs.
These topics are discussed in Parts II and III respectively of this
Report.

4. The Task Force looks for guidance from ministers on the course
of action to be adopted on the proposals set out in this Report.



Part I: COOPERATION BETWEEN MULTILATERAL DEVELOPMENT
INSTITUTIONS AND FINANCIAL INSTITUTIONS

Section l: Scope and Range of the Proposals

5. In discussing cooperation between MDIs and financial institu=-
tions the Task Force had before it a paper, prepared by the World Bank
staff, which analyzed various initiatives towards these ends. The Task
Force commends the innovativeness of these proposals and bases its
recommendations on the contents of the staff study. The staff report
dealt only with the procedures and practices of the World Bank. The Task
Force, however, considers that in appropriate cases the analysis could be
extended to other MDIs.

6. The detailed recommendations of the Task Force are set out below
and cover the following issues:

(i) The widening of cofinancing arrangements between MDIs and
commercial lenders;

(ii) The sale of portfolio and loan participations by MDIs;
(iii) The use of MDI guarantees;

(iv) The issue and placement of Pass=Through Loan Certificates by
MDIs.

1, Each set of proposals in the World Bank staff paper aims either
to improve existing practices (Cofinancing, Participation Sales) or to
create new methods of financial intermediation (Complementary Financing,
partially-guaranteed Loan Pass-Through Certificates) by the World Bank and
other MDIs. The proposals are therefore complementary to one another
rather than mutually exclusive. It is noted that the proposals set out
below may involve changes in the lending programs and priorities of MDIs.

8. While individual financial institutions may wish to participate
in more than one scheme, each of the proposals is principally aimed at a
particular category of lenders:

(i) A widening of cofinancing arrangements will appeal to major
financial institutions that may wish to extend their future
lending to developing countries. Improved cross-default
clauses, the more systematic treatment of cofinancing flows,
and the setting of country-specific objectives are aimed at
this goal.

(ii) Complementary Financing and resumed participation sales
are designed to attract banks whose traditional lending



policies have been 1less explicitly oriented towards
developing countries. The technical and administrative
assistance that they would receive by participating in MDI
loans could encourage them to acccept a larger proportion of
developing country risks in their loan portfolios.

(iii) Partially-guaranteed Loan Pass-Through Certificates are
particularly designed to be attractive to commercial banks
whose involvement in developing country lending has hitherto
been minimal. This proposal also endeavors to break new
ground by providing a financial vehicle that would enable
non-bank lenders and private investors to diversify their
portfolios to include loans to developing countries.

9. The Task Force recommends to the Development Committee that the
IBRD and other MDIs discuss, as speedily as possible, the proposals
included in this report with banks and other financial institutions in
major financial centers. These discussions would assess the reactions of
financial institutions to these proposals, and thus provide an estimate of
their potential in facilitating the flow of non-concessional resources to
developing countries.

10. The benefits of the proposals, in terms of additional flows of
resources to developing countries, or of improved terms for commercial
loans available to them, are difficult to quantify. Some increase in
flows or improvement in terms of loans may be achieved; it 1is also
possible that they will serve to maintain the existing level of flows
which could otherwise be impaired by a deterioration, whether actual or
perceived, of the creditworthiness of developing countries.

11. The Task Force concluded that the proposals discussed here
could be seen as complementary to other measures, such as an increase in
the lending authority of these MDIs, and indeed might partly overlap with
them.

12. Several commercial lenders have emphasized their preference for
early direct contacts with developing country borrowers. Nevertheless, a
number of these proposals provide for MDI assistance in loan negotiations
since they aim to attract the interest of potential lenders and borrowers
who have not hitherto engaged in this type of financing. This assistance
could help to stimulate more direct contacts between lenders and borrowers
in the future.

Section 2: Cofinancing

13. The Task Force believes that a significant increase in
cofinancing by the MDIs and financial institutions is desirable if it
leads to additional transfers of non-concessional resources. This

additionality could take the form of an increased volume of loans, of a
widening of the circle of developing countries with access to commercial



loans or of increasing the number of market sources willing to lend to
them. An increase in cofinancing that was merely a substitute for other
capital flows would not be considered satisfactory.

14. The Task Force accordingly consulted a group of commercial
bankers to discover what changes in present MDI cofinancing practices
would make cofinancing more attractive to them. The bankers suggested the
following:

(i) a greater participation for the banks in the discussions
with the potential borrower;

(ii) a streamlining of procedures;
(iii) more "commercial" terms and conditions of loans;
(iv) improving cross-default clauses.

15. The Task Force agrees that there is some merit in (i) and (ii)
above and recommends that MDIs be requested to explore ways with financial
institutions and borrowers to implement them. Some members of the Task
Force also believe that (iii) would be an acceptable price to pay, if
significant additionality can be secured.

16. The Task Force discussed various ways of improving cross—default
clauses. In principle, such improvements could range from a relatively
modest change in the present optional arrangement to a far-reaching
modification, making the acceleration of loan repayments mandatory. The
more modest changes might consist of (i) notification to the Executive
Board of the MDI concerned of significant defaults or delays in payment on
the colenders' 1loan; or, if that failed to restore normal banking
relations, (ii) agreement by the MDI that it would consult with colenders
and participate in the effort to negotiate remedies with the borrower
concerned. The strongest form of cross-default clause ( a "mandatory"”
clause) would require, (iii) the MDI to seek accelerated repayment of its
loans if the colenders decided to do likewise; it might be possible to
incorporate some safeguards for borrowers in such a clause to ensure that
it would be implemented only as a last resort when other attempts to find
a solution satisfactory to colenders and the borrowers had failed.

173 The Task Force agrees that such changes to cross—default clauses
could only be justified if they promise worthwhile additionality and that
the amount of modification to be introduced should be the minimum needed
to achieve that end. It also agrees that there is no accurate way of
estimating in advance how much additionality might be expected from each
of the three steps discussed above. Some members of the Task Force
therefore favor some modification of cross-default clauses, perhaps in an
exploratory way, starting with minimum changes in order to test their
acceptability to both colenders and borrowers.



18. However, such changes, particularly "mandatory" cross-default
clauses, raise some fundamental issues. In the view of other members of
the Task Force, these are sufficiently serious to make the introduction of
mandatory clauses by MDIs unacceptable, regardless of the expected amount
of additionality.

19. These fundamental issues include the following:

(i) mandatory loan acceleration would make it more difficult or
impossible for an MDI to exercise its judgement whether a
suspension of new loan operations would be justified;

(ii) by threatening the excellent service record of MDI loans,
such a clause could impair the credit standing of the MDIs
and so increase the cost of their financing. This would
increase the cost of their lending to all borrowers and thus
be detrimental to their interests.

(iii) mandatory cross-default clauses could wundermine the
interests of borrowing countries, as lenders might require
such clauses as a minimum requirement in all future loans.

20. The Task Force recognized the seriousness of these issues but
was unable to agree to what extent the promise of additionality would
justify subordinating them in the interests of enlarged capital flows. It
therefore urges MDIs to seek an acceptable balance between risk and
protection in their future discussions with potential colenders and
borrowers.

21. The Task Force recognizes that the attractiveness of cofinancing
to borrowers depends upon its being arranged in such a way as to reassure
borrowers that the total volume of MDI finance is not being reduced
because of cofinancing. The Task Force considers that this will require a
measure of advance planning of cofinancing programs and perhaps earlier
consultations with potential cofinanciers, so that MDI lending can be
structured in a way which ensures that the planned volume of MDI lending
is supplemented by cofinancing, for appropriate projects.

Section 3: Complementary Financing and Sales from Loan Portfolios

22. Whereas cofinancing involves a direct loan agreement between the
borrower and the colender(s), the purchase of a participation in an MDI
loan involves no separate loan agreement. Participation sales by MDIs
have been of two main types:

(i) Participations as such, negotiated between an MDI and
private lenders after the terms of the loan have been
determined but before disbursement to the borrower has
commenced.



(ii) Portfolio sales from existing loans, after completion of
loan disbursement to the borrower. The World Bank dis-
continued this practice in 1977.

In either case, the sale is made on a "no recourse" basis and is nego-
tiated for standard fixed-rate loans. The Task Force notes that such

sales could be assimilated to "ex post" cofinancing.

(i) A new framework for commercial lender participations in MDI loans

23, The Task Force recommends that, where applicable, MDIs should
consider increasing their loan participation programs by adopting a frame-
work that would take account of international financial markets as sources
of medium-term floating rate funds.

24, This new framework is designated '"Complementary Financing".jj
It differs from existing practices chiefly by adopting a dual loan
structure. When Complementary Financing is resorted to, the extension of
credit by an MDI would involve two loans, designated as %Y and'B.: The
"A" loan would be funded solely by an MDI and be structured inm accordance
with its current practice. The "B" loan would also be negotiated between
that MDI and the borrower, in consultation with the commercial lenders.
As distinct from the "A" loan, the "B" loan would include the parti-
cipants' contributions. It would be structured to meet the requirements
of commercial lenders, i.e. be at floating rates and have maturities
acceptable to them. The precise terms and conditions of "B" loans would
evolve in line with market practices.

255 It can be expected that income-generating industrial projects
will be favored by financial institutions attracted by Complementary
Financing. For such projects, each MDI would seek the borrower's authori-
zation to solicit bids for the "B" loan. The MDI would evaluate such
offers and transmit them to the borrower with appropriate recommendations.
Assuming borrower approval, the terms of the "B" loan would be finalized.
These terms might include some of the features recommended in the context
of traditional cofinancing.

26. Where appropriate, participants could organize as a syndicate
and appoint a lead-bank to deal with the MDI on loan documentation,
disbursements, etc. Participations in the "B" loan would be sold by that
MDI to financial institutions on a "best efforts" basis, i.e. without any
underwriting commitment on its part. Funds obtained in this fashion
would be made available to a borrower as, if, and when received by the MDI
from the participants. If private lenders' participations were to fall
short of the targeted amount of the "B" loan, this shortfall would have to
be met by the borrower, either from domestic or international sources.

1/ The IDB and IFC already have a program of Complementary Financing,
broadly similar to that set out here.



275 The Task Force noted that sales on a "best effort" basis could
entail certain risks for borrowers, insofar as a shortfall of funds could
affect the completion of projects financed in this manner. The Task Force
also noted that MDIs might become involved in loan syndication in
connection with "B" loans and raised the question whether this might
entail certain underwriting commitments on their part,

28. The Task Force considers that the principal issue raised by this
proposal is whether MDIs should retain a portion of the "B" loan for their
own account. In the absence of such retention, this formula would offer
lenders roughly the same protection as cofinancing, albeit in a framework
where MDIs could possibly attract substantial commercial funds. Converse-
ly, where retention of a portion of a "B" loan is adopted by an MDI, its
preferred creditor status would be extended to commercial participants in
that loan. However, giving a preferred creditor status to participating
commercial lenders could adversely affect the borrowers, by reducing their
flexibility in dealing with serious debt management problems. It might
also raise objections from other -— non-preferred -- commercial lenders to
a country which was affected by these difficulties.

29. A further implication of MDI participation in a "B" loan is that
the MDI concerned would become engaged in floating rate lending.

30. The Task Force recommends that MDIs review the proposals out-
lined above and consider the advantages and disadvantages of adopting such
a framework. The issue of MDI participation in "B" loans should be
scrutinized with particular care and legal advice sought on this point.

(ii) Increased sales by MDIs from their existing loan portfolios

314 The Task Force believes that MDIs could mobilize additional
commercial funds for developing countries by promoting sales from their
existing loan portfolios.

82, In order to ensure that portfolio sales do not become a costly
alternative to direct borrowings by MDIs, and to safeguard the objective
of additionality in non-concessional flows, the Task Force recommends that
portfolio sales be based on the following principles:

(i) Interest rate differentials not be reimbursed to borrowing
countries, but accrue instead to the MDI concerned;

(ii) Portfolio sales be marketed not merely on the attractiveness
of particular currencies, but rather on the attractiveness
of selected borrowers' credit positions. This would help
familiarize commercial lenders with particular country
borrowers, and pave the way for their future direct market
access;

(iii) Portfolio sales be built into a regular program, commen-
surate with the operating scale of each MDI, and that future



sales be deducted from the projection of disbursed loans
used to determine the permissible level of 'steady state"
lending.

33 The Task Force wishes to emphasize that whereas the contribution
of cofinancing and Complementary Financing to increasing resource flows
would be direct =-- even if difficult to forecast accurately -- that of
portfolio sales is likely to be indirect. If participations purchased
from an MDI are added to the financial markets' aggregate lending to
developing countries, such funds will, in the first instance, accrue to
that MDI. Strictly speaking, non-concessional resource flows will only
increase when these funds are on-lent by the MDI to developing countries.,

34, The Task Force believes that portfolio sales could appeal to
smaller banks and other fixed rate lenders that might see this instrument
as somewhat less risky than the purchase of a participation in a
syndicated commercial bank loan. From a marketing viewpoint, portfolio
sales should thus be regarded as parallel to Complementary Financing, the
principal distinction being that the former concerns existing loans and
the latter new financings.

Section 4: The Use of MDI Guarantees

35. The Task Force noted that two separate issues should be
considered under this heading, namely the use of MDI guarantees, on the
one hand, and the development of new multilateral guarantee frameworks, on
the other.

5. As regards the latter, the Task Force has received proposals
from the Dutch, French and Mexican delegations, each of which sets out a
tentative institutional framework for multilateral guarantee schemes.
These proposals will be discussed in detail by the Task Force at its next
meeting.

37. With regard to MDI guarantees, the Task Force considers that
full MDI guarantees of commercial loans to developing countries are
unattractive for several reasons:

(i) Fully-guaranteed loans are unlikely to be an effective means
of familiarizing commercial lenders with the borrower
concerned since the underlying country-risk would not need
to be investigated.

(ii) Fully-guaranteed loans raised by a country might create a
precedent and jeopardize the success of future unguaranteed
borrowings by the same country.

(iii) There are no obvious cost advantages for the borrowers since
the MDI guarantee fee would absorb the larger part of any
interest rate reduction resulting from the guarantee.
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38. Partial guarantees, on the contrary, lend themselves to
selective use (e.g. they could cover later maturities of a given loan, or
be restricted to principal or to interest payments) which makes them a
possible tool to stimulate non-concessional resource flows. Furthermore,
insofar as the guarantee fee would be restricted to that portion of a loan
which is covered by such partial guarantees, the cost impact on borrowers
would be limited.

39. So far, partial guarantees have not been provided by the IBRD or
other MDIs, possibly because conditions in international capital markets
in recent years have favored borrowers. The Task Force considers that the
international financial climate of the 1980s may elicit a greater demand
for partial guarantees and recommends that MDIs introduce the necessary
procedures to offer such partial guarantees to financial institutions.

40. The Task Force noted that one operational drawback arising from
the use of guarantees is that they reduce an MDI's lending authority in
the same way as loans disbursed and outstandin&. In other words, the
lending authority is diminished from the moment guarantees are issued,
i.e. regardless of the actual drawdown of guaranteed loan facilities.

41. The Task Force therefore recommends that MDIs be asked to
examine procedures necessary to ensure that guarantees be treated pari
passu with loans and that they impair their lending authority only after
guaranteed loans have been disbursed.

42, The Task Force also recommends that MDIs and their member
governments should examine the implications of direct ''guarantee
leverage", i.e. of procedures whereby the lending authority is curtailed
by less than the amount of the guarantee. This recommendation is based on
the hypothesis that only a small proportion of guarantees is ever likely
to be effectively called upon by guaranteed lenders. The introduction of
such measures would be tantamount to increasing any MDI's combined loan
and guarantee ceiling beyond current gearing limits.

43, The Task Force noted that, to introduce the changes in guarantee

procedures recommended for examination, the statutes and/or Articles of
Agreement of MDIs may have to be modified.

Section 5: Loan Pass-Through Certificates

44, The Task Force proposes that MDIs should examine the possibility
of issuing partially-guaranteed "pass—-through" Loan Certificates, based on
a pool comprising a cross—section of disbursed loans. The Certificates
would be partially guaranteed by the MDI concerned up to a fixed amount,
to provide an uninterrupted income stream for certificate holders,
irrespective of possible payments by the borrowers whose loans have been
pooled. Each loan certificate would represent a fractional undivided
interest in each of the loans contained in that pool.
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45. The governing principle of the pass—through program would be
risk diversification through the multiplicity of loans and borrowers
included in each "pool" of 1loans. The partial guarantee would be

structured so as to apply equally to defaults on or late payments of
interest and/or principal of certificates outstanding.

46. At the outset, all loan pools (and the attendant pass-through
certificates) would be denominated in single currencies. The currency of
a given pool would be determined in the light of market preferences at the
time each pool was set up and subject to the dual constraint of (i)
availability in an MDI's portfolio of sufficient loans or loan maturities
in that currency; and (ii) the MDI's earned yield on loans in that
currency.

47. Bearing in mind investors' preferences for liquid financial
assets, the Task Force considers that a secondary market for Loan
Pass—through Certificates would have to be organized by each MDI in co-
operation with the investment bank(s) acting as selling agent in the
placement of such Certificates. In this connection, the Task Force wishes
to stress the potential financial implications for MDIs of organizing a
secondary market.

48. Furthermore, the implementation of a loan pass-through program
would entail certain additional tasks for MDIs, such as collecting—~ and
paying agency services on the certificate holders' behalf. The Task Force
recommended that the legal and cost implications of such services be
examined.

49. The principal attraction of the proposed loan pass—through
program is that it would result in the creation of a new type of
negotiable international financial asset, distinct from traditional loan
or portfolio participations. Such certificates might prove particularly
attractive to a category of private investors =-- as distinct from
commercial banks -- who have hitherto been unable to partake in existing
forms of developing country finance. The Task Force also believes that
this formula could appeal to smaller or regional commercial banks whose
lending policies do not normally include developing country risks and
whose risk perceptions could be influenced by the negotiability of the
proposed instruments. If this belief is correct, a degree of indirect
additionality would be attained, since the certificate holders'
contributions would increase each MDI's subsequent lending potential.

50. The Task Force therefore concluded that, provided the interest
rate structure of international money and capital markets becomes
favorable and can accommodate the yield ceilings mentioned in paragraph 46
(ii) above, loan pass-through programs could satisfy the objective of
additionality in a manner similar to portfolio sales. Furthermore, by
attracting new lenders, such programs could raise the financial markets'
aggregate lending ceilings for developing country borrowers.
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part II: External Indebtedness of Developing Countries

51. The Task Force has discussed some of the main issues relating to
the external indebtedness of developing countries. For this purpose, it
had before it a comprehensive set of papers prepared by the Fund staff
describing and analyzing the principal aspects of this question. These
papers were discussed on January 26, 1981 by the Executive Directors of
the Fund who approved the staff proposals regarding the Fund's role in
debt rescheduling, including in the context of the newly adopted UNCTAD
Resolution on debt and development problems of developing countries
(Resolution 222-XXI). The Task Force commends the Fund staff for these
papers and welcomes the decision of the Executive Board to publish them.

5%. The Task Force emphasizes that developments regarding external
debt must be viewed in the broader context of the world economic
situation. It recognizes the serious debt situations facing a number of
developing countries. It notes that several factors, both domestic and
exogenous, have brought the debt issue to the forefront of problems facing
these countries, including the rapid rise of external debt in the recent
past, changes in its composition, the consequent hardening in the average
terms of debt, and the rise in the level of debt service burden resulting
from these developments. The Task Force believes that both short- and
longer—term aspects of the debt question must be kept under constant
vigilance.

53: The Task Force has examined the implications of these factors
for the economic development of developing countries. A large number of
developing countries rely to a considerable extent on external sources of
finance to supplement domestic savings. The external debt difficulties
facing many countries could have a negative impact on continued inflow of
external resources. The Task Force stresses the importance of sound debt
management, including borrowing on appropriate terms, in order to avoid
debt servicing problems and thus help sustain inflows. At the same time,
the Task Force continues to believe that a sustained large capital inflow
will be necessary.

54. The Task Force has discussed the question of the debt indicators
frequently employed in analyses of debt situations of developing
countries. It notes the importance of bearing in mind the purpose for
which debt indicators are used and the particular qualities of various
indicators; great care must be exercised when utilizing debt indicators.
The Task Force emphasizes that debt indicators, taken on their own, are
not a substitute for comprehensive reviews of the economic situation and
prospects of the countries involved.

55. The Task Force has also discussed the impact of inflation on
external debt, including the proposition that anticipated inflation leads
to a more rapid amortization of a given loan since actual interest
payments include a component reflecting the erosion of future amortization
payments. This question is of increasing importance because private
commercial loans extended at variable interest rates, which incorporate
inflationary expectations, are becoming the dominant form of finance for



- 13 -

many countries. The Task Force is concerned that failure by creditors to
take this factor into account in their assessments of economic conditions
in borrowing countries may have a negative impact on financial flows. It
is particularly important to avoid situations where, by cutting back on
new lending, banks may add to balance of payments instability. The Task
Force encourages further study of this subject.

56. The Task Force notes that debt servicing problems have emerged
in several countries and that an increasing number of them have sought
debt rescheduling. It notes that these problems evolved over a period of
years and reflected the accumulated effects of external and internal
imbalances attributable to a variety of factors. The Task Force
emphasizes that an important objective of debt rescheduling should be to
re-establish the creditworthiness of the debtor country, allowing it to
honor its commitments, and to promote the restoration of financial flows
interrupted by debt problems. Debt rescheduling should be viewed as part
of a comprehensive effort to help the debtor countries implement the
necessary adjustment policies.

57 The Task Force recognizes the importance of a multilateral
framework which brings together the interested parties to discuss debt
matters. It considers that the existing multilateral arrangements for the
renegotiation of official debt constitute an effective forum for the
rescheduling of public and publicly guaranteed debt. It notes that the
Fund and the Bank intend to cooperate in a very informal manner with
UNCTAD on debt matters.

58. The Task Force has discussed the restructuring of debts to
commercial banks. In view of the increasing proportion of debt owed to
these banks, the Task Force recognizes the contribution that restructuring
operations by these institutions can make, if required, in the overall
context of the flow of resources to developing countries. It acknowledges,
however, that the approach of private banks to debt restructuring is
governed by considerations different from those of official institutions.
It also recognizes that governments and inter-governmental institutions
cannot determine the conditions for private debt restructuring. Neverthe-
less, the Task Force encourages banks to take a constructive approach to
debt restructuring, and to examine ways in which they can be of further
assistance in assuring stable and sustained financial relations with
developing countries. It is important that private debt restructuring
should be viewed as part of a comprehensive effort to assist the debtor
country concerned. The IMF, the World Bank, and the regional development
banks might be able to provide good offices in facilitating these matters.

59. In regard to the long-term aspects of the debt problem, the Task
Force felt that questions regarding the relationship between different
sources of finance for developing countries, especially taking into
account the magnitude and nature of their financing requirements, must be
kept under review.
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Part III: Increase in Lending Capacity of Multilateral
Development Institutions (MDIs)

60. The Task force will be examining several proposals, such as a
change in the gearing ratio of MDIs, the establishment of affiliates in
the MDIs, including an energy affiliate of the World Bank, and other ways
of increasing flows of funds from the MDIs. For these discussions the
Task Force has suggested that a paper be made available by the World Bank
for consideration by the Task Force no later than July.

61. The Task Force, at its meeting of October 1980 in Puerto
Marquez, Mexico, asked representatives of financial institutions to
comment on the issues mentioned in the foregoing paragraph. There was a
discussion of the possibility of modifying the '"gearing ratio" of the
World Bank., i.e. relaxing the statutory lending limit, in order to help
to increase the flow of resources to developing countries. There was
general agreement among the representatives of financial institutions that
the international capital markets had the capacity to absorb somewhat
larger borrowing programs by MDIs, although they disagreed whether modi-
fying the gearing ratio would affect the quality of the bonds issued or
the borrowing standing of these institutions. Many current holders of
World Bank bonds are believed to look upon the soundness of the institu-
tion, rather than the gearing ratio or the guarantee provided by the call-
able capital, for the purchase of bonds. This would suggest that there
would not be a problem in modifying the gearing ratio. Nevertheless,
other creditors may attach considerable importance to the existing ratio
which constitutes a 100% backing of bonds by the capital of the World
Bank. It is thus possible that the impact of a change would vary from one
group of creditors to another. One possibility is that the ratio might be
removed from the Articles entirely and replaced, for example, by a
by-law. It was suggested, however, that even if the ratio were relaxed,
the World Bank would need to proceed cautiously in any consequent
expansion of its lending program.

62, The Task Force has considered the possibility that the flow of
non-concessional capital to developing countries could also be increased
through the creation of new institutions, or affiliates of existing
institutions, that would finance activities of high priority. The Task
Force questioned representatives of financial institutions on three
specific proposals.

63. (i) The creation by an MDI of an institution, similar to a
commercial bank, that would take deposits and lend to LDCs at market
rates: The representatives of the financial institutions indicated that
this proposal had limited possibilities, and they doubted whether it would
generate additional resources for developing countries;

(ii) A facility for financing the purchases of capital goods by
LDCs: Most participants from the financial community felt that this
facility would not necessarily lead to additional flows, but agreed that,



in order to have a more clearly defined opinion, more studies should be
prepared;

(iii) An affiliate of the World Bank to finance energy projects in
LDCs: Most representatives of the financial community present at the
Puerto Marquez meeting expressed support for this idea and supported its
further examination.

64. The Task Force understands that the expansion of the World
Bank's lending program and ancillary issues will be discussed by the
Development Committee.



