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Brandt Commission: Current Status of Papers

The Bank undertook to prepare 17 papers on specific proposals addressed

by the Brandt Commission to the World Bank or to the IFls. Of these,

nine papers have already been submitted to the Board. The other eight

are under preparation. In addition, an Overview Paper is being prepared
reporting the progress made so far in responding to the Brandt Commission
proposals. This paper will be submitted for discussion in the Development
Committee (May 1981).

The following nine papers have already been submitted to the Board:

Program Lending: (Expand program lending by the Bank #1)

Co-financing: (Provide for greater co-financing by the Bank #2)

Political Conditions: (Abstain from imposition of political
conditions on operations of IFls #3)

Poverty Belts: (Develop an action program to reduce absolute
poverty in the poverty belts of Africa and Asia during the 1980s #6)

Debt: (Analyze the likely debt and debt servicing problems in
various categories of LDCs and the capacity of existing private
and public institutions to meet these needs #7)

Energy: (Substantially increase Bank financing for exploration
and development of energy resources #9)

Guarantee Power: (Use the Bank's guarantee to improve access of
developing countries to capital markets #10)

Food: (Develop an action program to increase food output in low
income food-importing developing countries during the 1980s #11)

Non-fuel Minerals: (Set up a new institution for exploration and
development financing for non-fuel minerals #13)

The following eight papers are currently under preparation:

Effective Utilization: (Plan to effectively utilize the increased
borrowing capacity of the Bank resulting from the doubling of its
capital #4)

Gearing Ratio: (Change the Ban.'s present ''gearing ratio'' /a so
as to raise its landing capacity #5)

The ratio of receivables to capital, as prescribed by the Articles of
Agreement.



Surplus Countries: (Define the role of the surplus countries
in financing the adjustment problem of developing countries #8)

LDC Participation: (Provide greater participation of LDC staff
in Bank management #12)

Decentralization: (Provide greater decentralization of the
management of the Bank's operations #14)

Voting Structure: (Provide borrowing countries a greater role
in the decision-making process in the Bank #15)

Export Credit Refinance: (Examine the possibility of the Bank's
refinancing export credits for capital goods #16)

World Development Fund: (Consider the creation of a new international
financial institution - a World Development Fund - to supplement
existing institutions and to diversify lending policies and practices #17)

December 5, 1980
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THE WORLD BANK
Washington, D.C. 20433
U.S.A.

Office of the President

November 4, 1975

MEMORANDUM TO THE EXECUTIVE DIRECTORS

SUBJECT: Review of IBRD Capital Structure -
SECTION 1: Introduction and Recommendations
I IBRD commi tments have grown very rapidly over the past decade,

in part to offset the effect of inflation and in part to help meet the
needs of the developing countries for larger real transfers of external
capital. The growth is already beginning to cause major changes in the
Bank's capital structure and will lead to even more rapid changes in
the next few years. For example, the ratio of the Bank's funded debt
to its equity (excluding callable capital), which was 1.13 in FY68 and
2.68 in FY75, is currently projected to rise to 5.57 at the end of
FY80. The same pattern emerges when funded debt is compared to total
equity (i.e. including callable capital): the ratio increased from 0.15
in FY68 to 0.39 in FY75 and is projected to go up to 0.90 in FY80.
Changes of this magnitude inevitably raise guestions about the adequacy
of the Bank's capital base. Moreover, the rapid growth in loans out-
standing and disbursed has brought forward the date when either a Bank
capital increase will be needed or the limitation on the Bank's
operations laid down in its Articles of Agreement will have to be
amended.

2 The main options open to the Bank for responding to these
problems can be summarized as follows:

a. The Bank's subscribed capital may be increased;
b. Future lending may be reduced;

c. The Bank's Articles of Agreement may be amended to
permit greater lending with a given capital base.

The purpose of this memorandum is to assess the scale of the Bank's
capital needs over the next decade and to examine how these various
options may be used, either singly or in combination, to meet those
needs .



3. The issues which arise in considering the Bank's long-term
capital requirements are complex. This memorandum does not attempt
to offer definitive solutions to all these issues. What it does try
to do is provide a framework for analyzing the issues and to indicate
the points on which critical judgments are required. The aim is to
advance our understanding of the Bank's capital problem sufficiently
to permit a first step to be taken toward a solution of that problem
with confidence that we are on the right path. The specific first
step proposed is a Selective Increase in Bank capital subscriptions.

L, The remainder of this introduction briefly summarizes the
content of the memorandum and states the principal conclusions.

Scale of the Problem

B4 Section || describes the scale of the Bank's subscribed
capital requirements. |If presently projected levels of lending are
maintained, the Bank's statutory authority to make loan disbursements
will be exhausted in FY82, unless there is an intervening increase in
subscribed capital or a change in the Bank's Artic]es.l/ To postpone
the date when the statutory limit would be reached for a period of
say five years would require an increase in subscribed capital and
reserves and/or a reduction in disbursed loans totalling about $27
billion between now and the end of FY87.

6. This estimate of the scale of the problem is sensitive to
assumptions about the rate of growth in commitments after FY80, the
rate of loan disbursements and the level of IBRD net income transfers
to IDA. Plausible variations in these assumptions generate capital

requi rements by FY87 which range from about $20 billion to $35 billion.

illustrative figure of $30 billion has been selected as the basis for
subsequent analysis.

Alternative Solutions

7 Section Il outlines the major alternatives available to
the Bank for meeting its future capital requ1rements assuming the
limit on operations imposed by the Articles is not amended. Speci-
fically, the Section examines: (a) ways of increasing the Bank's

l/ Article |11, Section 3 (entitled "Limitations on Guarantees and
Borrowings of the Bank'') states that ''the total amount out-
standing of guarantees, participations in loans and direct loans
made by the Bank shall not be increased at any time, if by such
increase the total would exceed one hundred percent of the
unimpaired subscribed capital, reserves and surplus of the Bank."

An



lending authority under the present statutory limit by adding to
subscribed capital and reserves (mainly through an increase in capital
subscriptions); and (b) ways of reducing the amount of loans disbursed
and outstanding (mainly through reduction in the level of future Bank
commi tments) .

8. It is argued that an increase in capital subscriptions is
the preferable way of dealing with the Bank's capital problem, The
alternative of reducing Bank commitments would have seriously adverse
effects on our borrowers. A reduction in commitments sufficient to
solve the Bank's capital problem without any increase in subscribed
capital would reduce the Bank's net disbursements to borrowing
countries in FY85 by about 70% from presently projected levels. A
reduction in future commitments of anything approaching this magnitude
would be incompatible with the Bank's development responsibilities and
would run directly contrary to the understandings reached in the
Development Committee and the recent U.N. Special Session regarding
the capital needs of the developing countries. The case against a
large cutback in lending is strengthened by the fact that an increase
in capital subscriptions is a low cost solution, since the greater
part of any increase would give rise to a contingent liability only
and this liability would not involve a greater relative ""exposure''
than has been accepted by the Bank's shareholders in the past.

Approach to the Increase

9. There are two alternatives for proceeding with an increase
in capital subscriptions:

a. A ''two-step' approach involving a Selective Capital
Increase (related to the IMF quota increase) followed
by a General Capital Increase a few years later;

b. A "one-step' approach combining both Selective and
General Capital Increases.

10. Section IV concludes that the Bank should proceed with the
"two-step'' approach. The main reason for recommending this approach

is that it allows the Bank to address several difficult issues
associated with the Bank's long-run capital requirements in a more
orderly manner and under more auspicious circumstances than would be
possible in a ''one-step' approach. Some of the more important of

these issues are: (a) the total size of the increase; (b) the
distribution of the increase among member countries; (c) the proportion
of the increase to be paid-in; and (d) the voting power of the
developing countries.



{18 |f the case for a ''two-step'' approach is accepted, then the
main question for immediate action becomes the design of the first
step, i.e. the principal feature of a Selective Capital Increase.
Section |V examines the prospective size, distribution and timing of
a Selective Increase.

Amendment of the Statutory Limit

12. Section V examines the possibility of amending the Bank's
Articles to permit a different capital structure than is required
under the terms of Article 111, Section 3. |In exploring the desira-

bility of altering the statutory limit, the nature of the risks the
Bank faces are examined in some detail. The risk of loss on loans is
related to the Bank's debt/equity ratio and to the coverage of funded
debt by the Bank's callable capital. The debt/equity ratio is also
seen to be relevant in relation to the risk of fluctuations in Bank
net income.

i3 When the capital structure associated with the Bank's
present statutory limit is examined in relation to the risks the

Bank faces, it appears that the present limit is, to some extent,
both anomalous and unduly restrictive. The case for amending the
Articles relates to possible economies in the level of callable
capital. When reasonable allowance is made for the value of the
Bank's loan portfolio, the relationship of callable capital to funded
debt required under the present statutory limit appears to provide
more than adequate security for bondholders.

4. While therefore amendment of the Articles could perhaps

be justified on narrow financial grounds, the low cost of maintaining
a high level of callable capital makes it far from obvious that
amending the Articles would be a desirable step. There is no need

to reach a final position on this issue now, provided a ''two-step'
approach is adopted. Regardless of whether or not a change in the
Articles may eventually prove desirable, the Bank will nevertheless
need additional subscribed capital in the amount proposed for the
first step, i.e. for the Selective Capital Increase.

Recommendations

155 The review of the Bank's capital structure leads to the
following principal recommendations:

a. A ''two-step'' approach to meeting the Bank's capital
should be followed.



b. The first step, a Selective Capital Increase, should
(i) continue the policy of parallelism with the IMF

(ii) provide for further special increases for some,
but not necessarily all, of the major oil-
exporting countries

(iii) be finally negotiated early in calendar 1976,
so as to enable member governments to enact
legislation for the Selective Increase in a
single package with the IMF quota revisions.

c. No decision need be made now, and none should be made,
as to the timing and form of the second step: it may
later be decided that it should be a General Capital
Increase, an amendment of the Articles, a reduction of
the lending program, or some combination of these,
supplemented perhaps by certain selective changes in
financial policies. The timing and content of the
alternative courses of action should be reviewed by
the Board again within two years time.

SECTION I1: Scale of the Bank's Subscribed Capital Problem

16. The Bank's Articles of Agreement limit the volume of loans
which may be disbursed and outstanding to the total of the Bank's
unimpaired subscribed capital and reserves. This limitation will become
a critical constraint on Bank operations in the next few years unless
corrective action is taken soon. As shown in the following table,

the projected volume of disbursed loans corresponding to presently
projected Bank commitments would first exceed the statutory limit in
FY82 if there were no intervening increase in subscribed capital.

The gap between disbursed loans and the statutory limit would grow by
about $5 billion per annum in the ensuing years.

Statutory Limit and Disbursed Loans:ﬁEFY81-87
(current S billion)

End of: FY8I FY82 FY83 FY84 FY85 FY86 FY87

Disbursed Loans 31.6 36.4 41,4 L46.8 52.2 57.5 62.7
Statutory Limit 33.8 34.1 34.3 34.6 34.9 35.2 35.6
Difference (2.2) 2.3 7.1 12.2 17.3% 22.3 27.]

/a Projections assume Bank commitments in current prices grow at 5%
per annum after FYB80. ''Disbursed Loans'' refer to amounts disbursed
and outstanding at the end of the year.



17. As a practical matter, it seems desirable to consider
solutions which would ''close the gap' for at least five years. Since
a gap first appears in FY82, this objective requires us to consider
the impact of proposed actions on the Bank's financial position at
the end of FY87.

18. Financial projections for a period as long as 10 or 12
years into the future are commonly regarded with scepticism--and
justifiably so. It is important therefore to consider how sensitive
the projected shortfall in subscribed capital is to plausible
variations in the assumptions which underlie the projections. In
particular, it may be useful to consider the impact of alternative
assumptions regarding: (a) the rate of growth of commitments beyond
the present planning period (i.e. after FY80)1/; (b) the rate at
which loans are disbursed; (c) the level of Bank transfers to IDA.

19. Rate of Growth of Commitments. In the period after FY80

the current financial projections assume that Bank commitments remain
constant in real terms, i.e. that they increase at 5% per annum in
nominal terms, thus keeping pace with the assumed rate of inflation.
This assumption is intended to be neutral and not to prejudge the
question of what the Bank's role should be in the early 1980s. Since,
however, there may be quite different views about this role or about
the rate of inflation to be expected over the next several years, this
"meutral' assumption may unintentionally be blurring real differences
of opinion concerning the scale of the Bank's subscribed capital
problem.2/

20. As the following table shows, a continuation of real growth
in Bank commitments at a rate of 7% per annum (again assuming inflation
at 5% per annum) would add about $7 billion to the projected total of
loans disbursed and outstanding at the end of FY87. Alternatively,

if Bank commitments were to remain constant in nominal terms after
FYB0--implying a progressive reduction in real value--disbursed loans
would be $5.6 billion lower at the end of FY87.

1/ Alternative levels of Bank commitments for FY77-80 are examined in
Section |11l below.

2/ 1t now appears likely that the next annual revision of the price

~ assumptions used to deflate future Bank commitments will show a
figure higher than 5% after FY80.



Impact of Alternative Nominal Growth Rates on Commitments after F¥80
(current $ billion)

Growth Rate of Commitments
in Nominal Terms

0% p.a. 5% p.a. -12% p.a.
Disbursed Loans at
End of FY87 57.1 62.7 69.6
Excess of Disbursed Loans
Over Statutory Limit /a 215 27.1 34.0

/a Variations in net income due to changes in commitment levels: may
affect reserve levels and hence the statutory limit itself. However,
the effect is likely to be small and is not considered further in
this analysis.

21 Variations in the Rate of Disbursement. Disbursements are
currently projected on the basis of different profiles for each of the
sectors in which Bank loans are made. |In effect, the aggregate dis-
bursement pattern is an average of the sectoral profiles with the
weights for each sector determined by the volume of commitments in
that sector. Hence the actual level of total disbursements for the
Bank can vary from the amounts projected either because the underlying
sectoral profiles prove to be incorrect or because the weights
assigned to various sectors fail to anticipate shifts in the relative
importance of those sectors in total lending. Plausible variations

in the profiles themselves could alter the total of loans disbursed
and outstanding at the end of FY87 by about $2.5 billion--either up

or down. |f the shift toward ''new style'' projects should proceed more
rapidly than is now foreseen, this could tend to reduce the total of
disbursed loans, though the impact would probably be less than $I
billion. On the other hand, each percentage point increase in the
share of Bank lending accounted for by quick-disbursing program loans
would increase disbursed loans at the end of FY87 by about $0.2 billion.

22. . Bank Transfers to IDA. The current financial projections
assume a continuing transfer to IDA of $100 million per annum out of

Bank net income. In the past, transfers to IDA have averaged about

50% of net income. If the projections were to be based on the assumption
of 50% transfers rather than the constant amount of $100 million per
annum, the projected level of Bank reserves at the end of FY87 would be
reduced by $660 million and the gap between disbursed loans and the
statutory limit increased by the same amount.




23. Thus it appears that the scale of the Bank's subscribed
capital problem by FY87 could reasonably be placed anywhere between
a minimum of about $20 billion and a maximum of approximately $35
billion. Within that range the particular figure selected is a
matter of judgment, heavily influenced by the view one has of the
prospective role for the Bank in the early 1980s. For purposes of
subsequent analysis in this memorandum, a figure of $30 billion has
been used. Such a figure can be interpreted either as allowing for
somewhat faster than expected disbursement rates and a more generous
policy with respect to IDA transfers or, alternatively, as providing
a modest margin for real growth in commitments after FY80.

b

SECTION 111: Alternative Solutions to the Subscribed Capital Problem

24, The projected shortfall in subscribed capital can be dealt
with in a variety of ways. The options available to the Bank may be
classified into three broad categories:

a. Steps to increase the total of subscribed capital and
reserves, through an increase in capital subscriptions
and/or through higher allocations of Bank net income
to reserves,

b. Measures designed to reduce the volume of loans
disbursed and outstanding at future dates;

c. Amendment of the Articles of Agreement to permit
the Bank to lend more with a given capital base.

This section is concerned only with the first two of these three broad
options. The possibility of amending the Articles of Agreement is
taken up in Section V.

Increasing Subscribed Capital and Reserves

25, Additional Capital Subscriptions. It is a relatively simple
matter to calculate the proportionate increase in Bank capital sub-
scriptions necessary to solve the subscribed capital problem. One
minor complication is that the impact of any given increase in sub-
scribed capital will vary depending upon what fraction of the capital
increase is paid-in and released for use in Bank operations.

Additions to usable paid-in capital have a compound effect in that they
also increase the Bank's net income and make possible higher allocations
to reserves, thereby adding to the statutory limit. However, since




only a small part of capital subscriptions is expected to be made
available in usable form, this secondary effect is relatively small.
For example, a $10 billion capital increase, subscribed in FY78-80,
with the usual 10% portion paid-in and with three-fourths of that
amount released for use in operations, would add $10.8 billion to
the total of subscribed capital and reserves at the end of FY87.1/

26. The desired increment in capital subscriptions could be
accomplished either through a single capital increase (a ''one-step'
approach) or through a prompt Selective Increase followed a few
years later by a General Increase (a ''two-step'' approach). The
relative attractiveness of these two approaches is considered in
Section IV. Here it is only necessary to indicate what each approach
would imply in terms of nominal amounts and proportionate increases
in total capital subscriptions. These are as follows:

Alternative Increases in Subscribed Capital Equivalent
to $30 Billion in Capital and Reserves at End of FY87

Amount Subscribed Period for
(current Payment of
$ billion) (%2 increase) Subscription/b
One-Step Approach 28.7 93% FY80-82
Two-Step Approach
Selective Increase 10.0/a 32% FY78-80
General Increase 18.7 463 FY83-85

/a An approximate figure. See para. 52 below.

/b Legislative authorization for a capital increase would be needed

~ before December 1979 in the ""one-step'' approach and before
December 1981 as the second part of the ''two-step' approach.
Completion of legislative authorization for the first of the two
steps would be planned for September 1977. Assuming authorizing
legislation is obtained by these dates, actual payment of sub-
scriptions could take place over the periods shown.

27 Additions to Reserves. It would also be possible to achieve
some increase in the total of subscribed capital and reserves by
raising the level of Bank net income or by allocating a higher proportion

1/ This assumes that all additional net income is allocated to
reserves.



of net income to reserves. The impact of such actions on the Bank's
subscribed capital position is analyzed in Annex 1. An increase in
the average lending rate by 0.5% would add at most $1.3 billion to
reserves by the end of FY87. Cessation of future IDA transfers would
only add about $1.3 billion to the level of reserves projected for
the same date. Given the major problems associated with either of
these steps and given the relatively minor impact they would have on
the Bank's subscribed capital problem, they are not attractive alter-
natives to a direct increase in capital subscriptions.

-

Reducing the Total of Loans Disbursed and Outstanding

28. A variety of measures are available to reduce the volume

of Bank loans disbursed and outstanding at future dates. Without
altering the level of future Bank commitments, it would be possible

to modify the volume of disbursed loans arising from these commitments
by shortening the terms of new loans. Grace periods and final
maturities could be reduced or the present pattern of loan amortization
could be shifted forward. A greater effort could be made to increase
sales of loans from portfolio or to encourage prepayment of outstanding
loans. Each of these measures is considered in Annex 1. Whether taken
singly or in combination, they do not offer reasonable prospects for
making a major contribution to the solution of the Bank's subscribed
capital problem. At best, such changes would moderate--but not alter
the basic dimension of--the reduction in lending which the Bank would
have to make if subscribed capital cannot be increased appropriately
and if the present statutory limit on lending is retained.

29. A reduction in Bank commitments could be accomplished in
several ways, each with different implications for particular groups
of countries. Some of the possibilities are surveyed in Annex 2.

For purposes of assessing in general terms the degree of lending
restraint required, it is sufficient to consider how large a simple
across-the-board cut in Bank commitments would have to be in order to
avoid having to increase subscribed capital in the amounts shown above.

30. Impact of Reduced Commitments on Disbursed Loans. Because
Bank loans are typically disbursed over several years, the earlier a
given reduction in IBRD commitments takes place, the greater its
impact on the volume of loans disbursed and outstanding at the end
of FY87. Thus, for example, a $100 million reduction in FY77

commi tments will reduce disbursed loans at the end of FY87 by about
$70 million, whereas a $100 million reduction in FY85 commitments
will only lower disbursed loans by $39 million. Hence there are
many different ways of timing the reduction in commitments necessary
to achieve a given reduction in disbursed loans at a future date.
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The possibilities may be illustrated by considering the following two
types of cut-back: (a) reduction in future commitments by a fixed
percentage each year, or (b) lowering the projected rate of growth

of future commitments.]/

31 Were future commitments to be reduced by a constant percentage
each year beginning in FY77, each percentage point reduction in future
commi tments2/ would close 1.6% of the ''gap'' in FY87. Using this
relationship, one can calculate an approximate level of commitments
which could be maintained over the next decade without increases in
subscribed capital. These commitment levels are shown in the following
table. |If there is to be no increase at all in subscribed capital,
annual commitments would have to be cut back by about 55%. |If there
were to be only a Selective Increase of $10 billion, future commitments
would have to be reduced by 33% to compensate fully for the lack of a
subsequent General Capital |ncrease.

IBRD Commitments Consistent with Statutory Limit
Through FY87: Fixed Percentage Reduction

FY77 FY78 FY79 FY80 FY83 FY87

Present Program

- current S million 5500 6100 6800 7700 8914 10835

- FY76 $ million 5223 5510 5852 6311 6311 6311
Selective Increase Only

- current $ million 3685 4087 4556 5159 5972 7259

- FY76 §$ million 3500 3692 3921 4229 4229 4229
No Capital Increase

- current S million 2475 2745 3060 3465 4011 L4876

- FY76 $ million 2350 2480 2633 2840 2840 2840

1/ Another possibility would be to reduce commitments by a constant
nominal amount each year. However, the reductions required to
close the gap either with no Capital Increase ($4.3 billion
reduction each year) or with the Selective Increase alone ($2.6
billion) would be so disruptive to the borrowing programs of
established IBRD borrowers and would lead to such inefficiencies
in the deployment of scarce staff resources, that this does not
seem to be a feasible alternative.

2/ The reduction applies only to IBRD loans to countries; future
loans to IFC are assumed to be unaffected.



= 192 =

22 Rather than lowering commitments by a fixed percentage
amount each year, the growth rate of future commitments could be
reduced. This would have the effect of postponing a larger part of
the reduction in commitments into future years and thereby easing
somewhat the immediate adjustment problem. The currently projected
lending program results in a volume of disbursed loans in FY87
equivalent to what would be generated by a lending program growing
at an average of about 5% per annum in real terms. |If all real
growth in the future were to be eliminated, future commitments would
have to be cut back to the levels shown in the following table. The
effects of excluding all future growth in nominal terms are also
shown.

IBRD Commitments Consistent with Statutory Limit
Through FY87: Reduced Rates of Growth

FY77 FY78  FY79 FY80 FY83 FY87

Present Program
- current $ million 5500 6100 6800 7700 8914 10835
- FY76 $ million 5223 5510 5852 6311 6311 6311

Selective Increase Only
(a) Zero Real Growth

- current $ million 4265 4483 4706 4941 5719 6954

- FY76 $ million Lo50 4050 4050 L4050 4050 4050

(b) Zero Nominal Growth
- current $ million 5200 5200 5200 5200 5200 5200
- FY76 $ million 4938 L4697 L4475 L4262 3683 3029

No Capital Increase
(a) Zero Real Growth
- current $ million 2896 3044 3196 3355 3883 4722
- FY76 $ million 2750 2750 2750 2750 2750 2750

(b) Zero Nominal Growth
- current $ million 3500 3500 3500 3500 3500 3500
- FY76 $ million 3324 3162 3012 2869 2479 2038

L L In the case where subscribed capital is not increased at all,
adopting a pattern of zero real growth would require a cutback of 47%
in FY77 commitments as compared to the 55% reduction required if the
currently projected pattern of growth is maintained. Accepting a
pattern of zero growth in nominal terms would be consistent with a
cut-back in FY77 commitments of 36%. Thus, the flexibility which the
Bank would have in designing a retrenchment in the event (i) subscribed
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capital were not to be increased, (ii) the present statutory limit
were retained and (iii) other Bank financial policies were unchanged,
may be kEroadly summarized as follows: a new base for future lending
would have to be established in FY77 at a level 36%-55% below current
plans, the choice within that range being dependent on how much future
growth from the new base level is to be allowed.

34, Impact of Reduced Commitments on Development Financing. Such
a retrenchment would of course have a seriously adverse effect on the
Bank's member countries. The table below shows the consequences in
terms of net disbursements from the Bank to the developing countries.
If lending program cut-backs are to maintain compliance with the
statutory limit through the end of FY87, net disbursements must be
reduced by $27 billion over the FY77-87 period.1/ Because Bank loans
take several years to disburse, the bulk of the reduction in net dis-
bursements takes place after FY80. Thus, in the early and mid-1980s
the Bank's role as a net supplier of funds for development financing
would rapidly erode. |If allowance is made for the payment of current
charges (i.e. interest payments and commitment fees), the resulting
net transfer from the Bank to the developing countries turns negative
in FY82.

Commitment Levels and IBRD Net Disbursements: FY77-87
(current S billion)

Net Disbursements

Commitments Corresponding FY77 FY79  FY&I FY83 FY85 FY&87
to:

Present Program 2.6 3.7 L. 4 5.0 5.4 5.3
Selective Increase Only

- zero nominal growth 2.6 3.5 3.4 3.1 2.8 2.0

- fixed percentage cut 2.6 3.0 2.8 3.1 3.2 3.1
No Capital Increase

- zero nominal growth 2.6 2.8 2.2 1.8 1.5 0.9

- fixed percentage cut 2.6 2.5 1.8 1.8 1.7 1.6
35. The current and prospective capital needs of the developing
countries have been discussed elsewhere2/ and do not require repetition
here. In light of these needs, a reduction in the absolute level of

net financing supplied by the Bank could only be justified if the

1/ The reductions in IBRD commitments have been calculated using presently

"  projected commitments as the base. Were commitments to be higher or
disbursement rates more rapid--corresponding to a ''gap' of $30 billion
rather than $27.1 billion=-the percentage reductions would be larger.

2/ For instance, in Capital Requirements of Developing Countries,

R75-56 dated April 8, 1975 and circulated to the Development

Committee as Document DC/75-10 dated April 29, 1975.



steps required to avoid this course were very burdensome indeed. This
is certainly not the case with respect to the Bank's subscribed capital
problem. The obvious alternative to 2 reduction in lending is an
increase in capital subscriptions. The largest part of any increase

in subscribed capital (90% if present practices are followed), and
conceivably the entire amount, could take the form of a contingent
liability. In nearly 30 years of experience, this contingent liability
has cost the Bank's shareholders absolutely nothing. Nor is it likely
to do so in the future. A fundamental objective of the Bank's financial
policies is to operate in such a way as to keep ''remote'' the possibility
of a call--hcwever small--on the Bank's unpaid capital subscriptions.

36. Member governments may be hesitant to assume a contingent
liability which is so large in absolute terms, even though the risk of
claims arising from that liability is small. However, it is important
to keep the magnitudes in perspective. Even with a Selective Increase
of $10 billion in FY78-80 and a General Increase of $19 billion in
FY83-85, the resulting contingent liability of the Bank's shareholders
would be significantly smaller as a percentage of national budgets
than has been the case in the past.

37. Moreover, against the relatively minor cost of increasing
the Bank's subscribed capital, the benefits of maintaining the Bank

as a major source of development finance are substantial. Both in the
Development Committee and in the recent Special Session of the United
Nations, the importance of increasing capital flows to the developing
countries has been reaffirmed repeatedly. Attention has been drawn,
for example, to the desirability of increasing the developing
countries' access to private capital markets. The Bank is, of course,
already tapping private capital markets on a substantial scale for

the benefit of the developing countries. It is to be hoped that ways
can be found--particularly for countries with strong financial
positions and prospects--to facilitate additional direct borrowing

in the capital markets of the world. However, if the objective of
increasing the total capital flows to developing countries is to be
realized, the expansion of direct borrowing must be accompanied by
action to permit continued full use of the Bank's proven reputation
and market standing as an intermediary.

Summarz

38. The major conclusion to emerge from this review of the
options open to the Bank for conducting its operations within the
existing statutory limit is that an increase in subscribed capital

is unquestionably preferable to the other possible courses of action.
Indeed, if a substantial reduction in future lending is to be
avoided, then, without a change in the statutory limit, an increase
in subscribed capital is indispensable. The scale of increase
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required could be altered somewhat by financial policy changes designed
to increase Bank net income, raise allocations to reserves, tighten
repayment terms on Bank loans or encourage prepayments and sales of
loans. But, at most, these changes would permit a somewhat smaller
increase in capital; they could not substitute entirely for such an
increase. Nor should they. An increase in subscribed capital is
almost certainly the least burdensome solution available.- The cost to
subscribing members (in terms of paid-in capital) would not be more
than a small fraction of their total capital increase and the attendant
contingent risk--even with a substantial increase--will be relatively
less than member governments have borne in the past. In the next
section we consider how and when an increase in subscribed capital
should be obtained.

SECTION IV: Approach to an Increase in Subscribed Capital

39. There are two basic questions which must be addressed in
deciding how to approach an increase in the Bank's subscribed capital.
The first is whether the capital increase should be provided through

a prompt Selective Increase followed a few years later by a General
Capital Increase (a ''two-step'' approach) or whether these two actions
should be combined (a ''one-step'' approach). Second, having decided
whether to proceed in one step or two, the size, timing and other
special featuresof the capital increase(s) must be determined.

""One-Step'' vs ''Two-Step'' Approach

Lo, The key dates to keep in mind when considering the relative
attractiveness of the two approaches were set out in an earlier
memorandum (SecM75-602, dated August 13, 1975); for convenience they
are repeated in the table below. |In each case the dates cited are
the latest ones by which action must be taken if there is not to be

a hiatus in the Bank's authority to make commitments. The
""disbursement limit reached'" is the date when the statutory limit
would first be exceeded, if no corrective action were taken to prevent
that happening. The '‘commitment limit reached'" is the earlier date
at which new Bank lending would have to cease at least temporarily in
order to avoid committing the Bank to future disbursements which it
might not have the legal authority to make.



DisbursFment Commi tment Negotiations Legislation Period for
Limit " Limit I3 Commence-  Com- Commence- Com- Payment of
Reached— Reached~= ment pletion ment pletion Subcriptionﬁg
IBRD Capital Increase )
One=Step Approach 12/81 12/79 6/76 12/77 12/77 12/79 FYB80-82
Two-Step Approach
(a) Selective Increase NA NA “12/75 3/76 3/76 9/77 FY78-80
(b) General lIncrease 3/84 12/81 12/78 12/79 12/79 12/81 FY83-85

/a The estimated dates are, of course, sensitive to assumptions regarding disbursement rates.
If disbursements were to be more rapid than is presently projected, these dates could be
advanced by a few months and earlier legislative action would be requi red.

/b Assumes authorizing legislation complete by the dates shown for ""Completion of Legislation.'

41, The case for a ''one-step'' approach rests essentially on the
proposition that two sets of negotiations would be wasteful and would
unnecessarily prolong the uncertainty about how the Bank's longer run
capital problem is to be resolved. Rather than going through two sets
of negotiations and legislative action, the two steps would be combined
into one. The closer in time the two steps would have to be, the
stronger is the argument for amalgamation into a single process.

42, However, as the table shows, legislative action for a

''second step'' General Capital Increase would not have to begin for
almost four years after the latest date for commencement of legislation
to approve a Selective Increase. Moreover, if a ''one-step'' approach
were followed, it would be necessary within the next 24 months to
address and solve several very difficult problems which could otherwise
be dealt with in a more deliberate fashion and under circumstances
likely to be more auspicious. In particular, in the ''one-step'' approach
serious issues could well arise regarding: (a) the scale of Bank

commi tments in the 1980s, (b) whether it is wise to substitute selected
financial changes for part of the increase in subscribed capital,

(c) the total size of capital increase, (d) the distribution of the
increase among member countries, (e) the proportion of the increase

to be paid-in and released for use, (f) measures to be taken to

protect the voting power of the developing countries. Furthermore,

the ''two-step'' approach retains a desirable element of flexibility
regarding both the timing and amount of the General Increase. As
indicated in Section V, approval of a Selective Increase along with



subsequent amendment of the Bank's Articles might permit deferral of
a General Increase for some time or result in a change in the amount
of such an increase. A ''one-step' approach presumes agreement on all
the potentially controversial points within the next two years; a
""two-step'' approach does not. Indeed, a Selective Capital Increase
on the order of $10 billion can be agreed without prejudging the
final outcome on any of these points.

43. In particular, it would not be necessary to arrive at a
concensus on a new formula governing the distribution of subscribed
capital among member countries. Currently the distribution is deter-
mined primarily by what happens to countries' quotas in the IMF. This
rationale has been questioned in recent discussion. However, while it
may be easy to agree that the procedure linking IMF quotas and Bank
capital subscriptions, which has been followed for 30 years, is in
some respects arbitrary, it is likely to be much more difficult to
come up with a generally acceptable alternative. In a "two-step'
approach the resolution of this problem would be sought in the second
step, i.e. as part of the General Capital Increase.

L, Another of the critical issues is the proportion of any
subscribed capital increase which is to be paid-in. In Section V below,
it is argued that the additional paid-in capital expected in connection
with a Selective Increase is desirable because it would help keep the
Bank's income position strong and would moderate the rate at which certain
conventional financial ratios change over the next few years. Just

how the income needed for Bank operations in the longer run should be
generated--that is, the appropriate balance between lending charges,
paid-in capital and retained earnings--is a much more difficult and
potentially controversial issue. The ''two-step' approach would

enable us to seek resolution of this issue through a process of

gradual accomodation of different views over the next few years.

4o, Finally, among the issues deserving comment, there is the
question of voting power for the developing countries. Under the
present system, any increase in subscribed capital automatically
dilutes the relative importance of membership votes in determining
the voting power of individual countries.l/ This works to the
disadvantage of the developing countries as a whole and is particularly
harmful to the smaller developing countries whose total votes are
made up mainly of membership votes. A change in the system would
require an amendment to the Bank's Articles. Since the severity of
the problem is directly related to the size of increase in subscribed
capital, it would be much more critical in a ''one-step'' approach than
in the selective component of a ''two-step'' approach.

1/ Under the Articles, a Bank member has 250 membership votes plus
~  one vote for each $100,000 (1944 dollars) subscribed.



L6. It is apparent from this review of the problems likely to

be encountered that it would be extremely difficult to successfully
negotiate a ''one step'' capital increase within two years even in the
most auspicious circumstances. In point of fact, however, the next
two years would be a distinctly awkward time to attempt negotiations.
There would be an undesirable overlap with the negotiations for the
fifth replenishment of IDA's resources. Two of the Bank's ‘three
largest shareholders face major elections in this period, which is
bound to slow the pace of negotiations. Many governments are currently
in a period of exceptional financial stress in which constraints on
government budgets are unusually severe. Forecasts in several
countries suggest an easing of these strains in two or three years'
time. These difficulties should be much less important in the case of
a Selective Capital Increase. A Selective Increase could be treated
together with the IMF quota revisions in a single legislative
""package.'" Such a ''package' is likely to be handled expeditiously

and to encounter less legislative resistance than a Bank General
Capital Increase considered separately.

Features of a Selective Capital Increase

L7, Thus, considering both matters of timing and of approach to
the major issues, there seems to be a compelling case in favor of a
""two-step'' capital increase. The question then becomes: what should
the first step be? Rather than attempting at this time to specify
the country by country subscriptions which the Executive Directors
should recommend to the Board of Governors, this memorandum seeks
agreement in principle on the following features of a Selective
Capital Increase: (a) the continued application of parallelism with
the IMF; (b) the provision of special increases for some major oil-
exporting countries; and (c) the timing of the increase.

48, Parallelism with the IMF, The Bank's past policy regarding
parallelism with the IMF was reviewed in my earlier memorandum on
Selective Increases in IBRD Capital Subscriptions.l/ The reasons
favoring continuation of parallel action may be summarized in the
following way:

- it maintains the principle that countries which
obtain the benefits of higher quotas in the Fund
should accept the responsibility of higher sub-
scriptions in the Bank.

- it helps keep the Bank's capital growing in line
with world economic activity and ensures that
increases come mainly from the richer and faster
growing countries.

1/ R75-151 dated July 8, 1975.



- 19 -

- it avoids lengthy negotiations by adopting the
adjustments among member countries which are
bargained out in the Fund.

- it provides the tactical advantage of combining
into one piece of legislation the request for
approval of both IMF quota and Bank capital
subscription increases. »

L9, The policy has been criticized as being illogical. Why,

it is asked, should criteria which are essentially trade-related be
applied in determining relative shares in Bank capital subscriptions?
The answer, as the above list of reasons makes clear, is primarily
one of convenience, although there are also issues of principle
involved. We have continued the policy because, for more than a
quarter of a century, it has proven to be a practical way of reaching
agreement on a matter which could easily be debated endlessly. While
it is reasonable to ask whether there may not be other principles
which would be equally workable and more relevant to the Bank's
function, it would seem prudent to retain the use of the parallelism
principle until a better alternative is developed and generally
agreed. Accordingly, it is proposed to design the Selective Capital
Increase on the basis of parallelism with the Fund.1/

50. ' Treatment of Major Oil-Exporting Countries. An exception
to the policy of strict parallelism may be justifiable in the case

of the major oil-exporting countries. Because of the wider role of
these countries in supplying resources to the Bank as compared to the
Fund, it has been proposed that they be given the opportunity to
increase their subscriptions beyond the level which would follow f rom
parallelism with the Fund. When this proposal was discussed by the
Executive Directors on July 29th this year, there was widespread
support for accepting a departure from parallelism in this case.
Objections were, however, raised concerning the impact of this action
on the voting power of the other developing countries. In addition,
the justification for treating all the major oil-exporting countries
in identical fashion was questioned, since not all of them are
important actual or prospective suppliers of resources to the Bank.

1/ In order to be consistent with past practice, the minimum quota

" increase common to all members (except the Republic of China),
namely 4.46%, would be regarded as the ''general' component of
the quota increases, with the balance of each member's increase
being regarded as ''special.'' The calculation would treat all
member countries identically.
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51, One way of meeting these objections while retaining the
principal thrust of the original proposal is to acknowledge the
genuine economic differences among the oil-exporting countries. While
some of these countries are likely to be long-term suppliers of
development finance on a substantial scale, others will not be. For
those countries in the former category a capital increase higher than
that following from the formula adopted in the IMF continues to be
clearly justified. On the other hand, the other major oil-exporting
countries could be treated in the same way as all other member
countries and assigned an increased subscription corresponding to
that agreed in the Fund.

52, Were this approach to be applied, it is likely that there
would be no significant disagreement at the extremes. Saudi Arabia,
Kuwait, Abu Dhabi and Qatar have per capita incomes sufficiently high
and a financial position of sufficient strength to leave no doubt as
to their capacity to be regular suppliers of development finance in
future years. On the other hand, Indonesia, Nigeria and Ecuador are
likely to be importers of capital for de¥elopment purposes for the
foreseeable future. The real issue, therefore, concerns only a few
countries. The following table summarizes the possible outcomes.
Case A assumes that the intermediate group of oi l-exporting countries
receives only those capital increases which correspond to the IMF
quota revisions, while Case B provides for further special capital
increases for these countries on the scale previously proposed.

Prospective IBRD Capital Subscriptions

Prospective

Capital Increase Voting Power (%)
(current S oillion) At
Developing Countries Case A Case B Present Case A C(Case B
O0il-Exporting Countries
- suppliers of finance /a 1.65 1.65 1.10 4.58 4,44
- intermediate group /b 0.99 2.38 2.48 4.18 7.11
- poorer countries /c 0.44 0.44 1.49 2.)7 2.10
Other Developing Countries 1.95 1.95 30.71 28.48 27.61
Total 5.03 6.42 35.78  39.41  41.26

Industrial (Part I) Countries 4,55 4.55 64,22 60.59 58.74

9.58 10.97 100,00 100.00 100.00

/a Abu Dhabi, Kuwait, Qatar and Saudi Arabia.
/b Algeria, Iran, lraq, Libya, Oman, Venezuela.
ZE Ecuador, Indonesia, Nigeria,



53 If the Executive Directors were to agree on this more
discriminating approach to the question of special increases for the
major oil-exporting countries, | would enter negotiations with the
countries in the intermediate group with a view to finding an
acceptable solution within the range shown above.

54. Timing. It is currently expected that final agreement to
the revised IMF quotas will be obtained at the meeting of the Interim

Committee in early January. As soon thereafter as agreement is

reached on appropriate amendments to the IMF's charter, a formal
resolution will be submitted to the IMF Board of Governors. | propose
that the Bank follow a similar timetable, subject of course to the
Executive Directors' approval of the final proposal concerning special
increases for the oil-exporting countries. The objective would be to
reach agreement on a specific proposal early in calendar 1976, so that
the Bank's Selective Capital Increase could be submitted for legislative
approval at the same time as the IMF quota revisions.
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SECTION V: Amending the Statutory Limit

§5. The analysis thus far has been concerned with the implica-
tions of maintaining compliance with the statutory limit in Article |11,
Section 3 through the end of FY87. We have not inquired whether that
statutory limit is appropriate to the Bank's present and prospective
mode of operations and to the nature of the capital markets themselves.
To complete the review of the Bank's capital needs over the next
decade, we should also re-examine this fundamental premise. The
statutory limit establishes a ceiling on Bank operations which

reflects assumptions made in 1944k concerning the financial constraints
within which the Bank must operate if it is to obtain the borrowed
funds necessary to finance its lending program. |f the statutory limit
does not adequately protect the interests of either bondholders or
shareholders, then there is an obvious threat to the long run ability
of the Bank to perform its intended function. |f, on the other hand,
the statutory limit is too restrictive, then the Bank will not be
making the most efficient use of the share capital which its member
countries are being asked to subscribe.

56. In re-examining the appropriateness of the statutory limit,
it is necessary to take a fresh look at the Bank's financial position .
and to ask, in relation to the experience of other financial institu-
tions, what limits on the scale of Bank operations--expressed in terms
of alternative capital structures--would be indicated by an analysis
of the risks which the Bank runs. |In Part A of this section, the risk
of loss on loans is assessed and related to the Bank's debt/equity
ratio. Part B then examines the prospective adequacy of Bank net
income. Finally, Part C explores the possibility of amending the
statutory limit so as to reflect more appropriately, in relation to
other financial institutions, the financial constraints which emerge
from the review of the particular risks the Bank faces.

A. Capital Structure and the Risk of Loss
/

57. IBRD Debt/Equity RatioL There are two different debt/equity
ratios which may be applied in analyzing the Bank's ability to with-

1/ Because the Bank has such a high percentage of its assets in the
form of cash and securities--on which the risk of loss is minimal-=-
a ratio of disbursed loans to equity might be more useful in
analyzing risk of loss on loans in certain circumstances. Never-
theless, a debt/equity ratio has been applied because it is more
conventional and has relevance in relation to income risks as
well,
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stand losses on loans. The first includes a part of the Bank's
callable capital in the definition of equity, whereas the second
includes only that part of subscribed capital which has been paid-in
and released for use in operations. The table below shows the
evolution of these ratios under three sets of assumptions: (a) no
further capital increase, (b) a Selective Capital Increase of about
$10 billion (with 10% paid-in) and (c) a Selective Capital Increase
followed by a General Increase (each with 10% paid-in). Callable
capital includes only the unpaid subscriptions of Part l-countries
and the four capital-surplus oil-exporting countries (about 70% of
the total) on the assumption that these are the guarantees considered
relevant by bondholders. (See para. 66.)

IBRD Debt/Equity Ratios’®: FY68 - FY87

FY68 FY75 FY77 FY79 FY81 FY83 FY85 FY87

Including ''Relevant'' Callable Capital

- No capital increase .20 .53 .74 1.04 1.37 1.73 2.09 2.46
- Selective increase only /b .20 83 I3 .87 1.06 1.34 1.62 1.90
- Selective & General Increase— .20 .53 w3 .87 1.05 1.29 1.49 1.74

Excluding Callable Capital

- No capital increase 1.13 2.68 3.65 4.93 6.16 7.30 8.23 8.97
- Selective increase only / 1.13 2.68 3.63 4.37 5.16 6.03 6.73 7.26
- Selective & General Increase— 1.13 2.68 3.63 4,37 5.09 5.53 65.43 5.80

ig Debt is defined to include amounts due to IDA. Equity excludes amounts
receivable from subscribed capital
/b Assumes a General Capital Increase of 4%, of which 10% is paid-in in FY83-85.

The Shareholder's Perspective

58. The ratio which excludes callable capital measures the ability
of the Bank to incur losses without having to call on the unpaid portion
of the capital subscriptions and is therefore a matter of primary
concern to the Bank's shareholders. From the shareholder's perspective,
the appropriate level for this debt/equity ratio depends on the balance
struck between two conflicting objectives. On the one hand, share-
holders want to minimize the likelihood of a call on unpaid subscrip-
tions. This objective is served by a high level of usable equity in
relation to Bank debt. On the other hand, shareholders also wish to
minimize the volume of scarce public funds which must be committed to
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the Bank in the form of usable paid-in capital. This objective is
served by permitting the Bank to finance a high proportion of its
operations with borrowed funds rather than with usable equity.l/

59, In striking a balance between these objectives, shareholders
need to have a clear idea of the risk of loss which the Bank faces
over the next several years. In the past year, a country-by-country
review of the Bank's loan portfolio has been under way and is now
virtually completed. The approach adopted in this review i's summarized
in Annex 3. In essence countries wnich are borrowers from the Bank
are classified into three groups, (a) those presenting little or no
risk of default (Category 1), (b) those for which the risk of default
is more substantial but for which any consequential rearrangements of
debt maturities could be expected to be at the current lending rate

of creditors (Category 11), and (c) those presenting a risk of default
requiring concessional rescheduling (Category I111).

60. Only in Category !l countries are creditors threatened
with actual losses as distinct from delayed payments. In such cases,
the Bank's first line of defense is obviously to limit its absolute
exposure., This is being done, though a refusal to take any risks on
loans to Category |1l countries would be inconsistent with the Bank's
development responsibilities. Secondly, efforts are made to limit
Bank exposure relative to other lenders; here the objective is to
ensure that, if rescheduling should come about, the Bank's share of .
total debt service is sufficiently low so that it can reasonably
expect to maintain its policy against participation in reschedulings.

61. Because of the Bank's policy of refraining from rescheduling--
which remains a fundamental element in its financial planning--the
most likely outcome even in Category IIl countries is that the Bank's

record of operations without loss on loans will be maintained. It is
nevertheless useful to appraise the losses which could arise if it is
assumed for the moment that the Bank were to be drawn into reschedu-
lings. Even under quite pessimistic assumptions about future economic
developments, it is the judgment of the Loan Portfolio Analysis Unit
that no more than about 15-17% of the Bank's loan portfolio will at
any time be outstanding to countries whose circumstances could require

1/ Usable equity can of course also be increased by additions to

reserves. Shareholders may be expected to have different views
on the attractiveness of this option, depending on whether or
not they are active borrowers.
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a debt rescheduling involving a significant concessional element. Not
all countries which could get into such difficulties will do so. Nor
will all the countries whose circumstances could require a concessional
rescheduling actually make use of this option. Therefore actual losses
to ufficial lenders--measured by the difference in present value between
the or ?ina1ly contracted debt service stream and the rescheduled
stream—--would be only a fraction of the amounts outstanding. |If
these same loss ratios are (hypothetically) applied to the Bank's
projected loan portfolio, the resulting loss could fall anywhere in

the range of 0% - 5% of the Bank's disbursed loans. For purposes of
analysis we have used 2.5%. (See Annex 3 for justification of these
figures.) The estimate of 2.5% is a partial analog in Bank operations
to what would be called a ''provision against losses'' in a commercial
banking enterprise, although, in the case of the Bank, its policy
against rescheduling and its record of operations for nearly 30 years
without any loss experience give the figure a rather different and

much more conservative connotation than it has in a commercial banking
enterprise.

62. This analysis makes no provision for the possibility that
some borrowers which have the ability to pay will, for essentially
political reasons, not be willing to do so. Such risks are almost

wholly unpredictable and the provision made against them must be

a matter of broad judgment rather than detailed analysis. Reserves
equal to 1.5%- 3% of disbursed loans ought to give sufficient pro-
tection against this type of risk. On the basis of this judgment,
usable equity equal to 4% - 8% of the Bank's disbursed loans--2.5%

to 5% being related to adverse economic or financial developments and
1.5% to 3% as allowance for political risk--ought to be sufficient

1/ Reschedulings would generally not involve loss of principal, so

=  that in strict accounting terms no adjustment to the balance sheet
of creditors may be required. However, financial markets may apply
some discount to loans which have been rescheduled on concessional
terms. The difference in present values, by allowing for all
future income losses, represents in a single figure the '"loss'
which has been incurred.
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protection against losses on loans. Usable equity equal to 4% - 8%
of disbursed loans plus cash and securities is equivalent to a
debt/equity ratio of between 12 and 24.1/

The Bondholders' Perspective

63. This degree of protection would be adequate for shareholders
if there were no question as to the Bank's ability to continue to
borrow on reasonable terms in the capital markets of the world. How-
ever, this condition may not always be met in practice. With a
debt/equity ratio of between 12 and 24 to 1, a rescheduling resulting
in a loss (in present value terms) of say 2.5% of the Bank's loan
portfolio might have a damaging effect on the Bank's standing in
financial markets. Bondholders as well as the rating services in
countries where they exist might assume that potential loan losses could be
considerably larger than whatever actual losses had in fact occurred.
For this reason, a case can be made for maintaining usable equity at

a multiple of the actual losses which could occur if the Bank were,
contrary to its policy, to be drawn into reschedulings. From this
perspective, a level of usable equity on the order of 15% of disbursed
loans plus liquid holdings--equal ,to three times the maximum loss due
to adverse economic developments— --would seem appropriate. This is
equivalent to a debt/equity ratio of about 6.

1/ The calculation can most easily be understood by considering a
simplified Bank balance sheet:

Cash and Securities (C) Funded Debt (D)
Disbursed Loans (L) Usable Equity (E)
Total Assets Total Liabilities

By definition C+L = D+E. Hence D = (C+L)-E.

If E is some fraction of C+L, say 8%, then D =—%B£-E = 11.5E and

the debt/equity ratio will be 11.5. In determining the amount of
equity required, both cash and securities (C) and disbursed loans
(L) are included in the calculation despite the fact that the risk
of loss on liquid holdings is minimal. The reason for doing this
is that cash and securities may be drawn down to finance loan dis-
bursements as well as debt service obligations. Hence, if the
Bank's borrowing program were to be interrupted for any reason,
liquid holdings would tend to be converted into disbursed loans

as disbursement obligations are met.

2/ Alternatively, the 15% figure may be interpreted as nearly 4 times
the loss (of 4%) due to political risks and the plausible level of
economic risk if the Bank's policy against rescheduling were
infringed.
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64, Which ratio is correct: 6 or 12 or 247 The answer depends
on the perceptions of bondholders and the rating services regarding
the Bank. |If the Bank is perceived as an institution enjoying the
unquestioned backing of governments whose guarantees are highly valued,
then a ratio of 20 or 25 or even a good deal more would probably not
impair the Bank's standing in financial markets.l/ |If this backing

is called into question, and potential investors are asked to rely

at least in part on the Bank's loans as security for their.investments,
then even a ratio as low as 6 could seem too high.

65. In this connection it is worth emphasizing that successful
implementation of the Bank's borrowing program over the next few

years will depend upon its maintaining a financial position which is
perceived as being not merely satisfactory but highly attractive.
Although there are solid grounds for believing that the Bank's
medium-term borrowing program will be achieved (as will be discussed
in a memorandum on Capital Market Prospects and the IBRD Borrowing
Program, to be distributed shortly), the projected volume of borrowing
will require some increased penetration of the capital markets. Such
penetration inevitably means appealing to a wider range of investors
whose knowledge of the Bank and sophistication in appraising its
financial soundness is limited. |In such a situation, it is essential
for the Bank to be in the strongest possible competitive position not
only by maintaining a Aaa-rating but also by being able to justify it
in relatively simple terms, i.e. by reference to the ultimate security
provided by the callable capital.

66. Thus the question of an appropriate upper limit for the
Bank's debt/equity ratio (excluding callable capital) cannot be
divorced from the issue of how large the callable capital should be
in relation to this debt. Up until a few years ago, the Bank's funded
debt was less than the callable portion of the United States' capital
subscription. In such circumstances a Bank obligation could be, and
in practice was, regarded as almost equivalent to a U.S. government-
guaranteed security of that time. That limit was exceeded in FY72
without causing any repercussions in financial markets. Now the
attention of bondbuyers is drawn to the aggregate callable capital

of the Part | countries and the capital-surplus oil-exporting
countries. As the table below shows, funded debt is projected to
exceed this collective total in the next few years even if there is

a Selective Capital Increase of approximately $10 billion.

1/ This conclusion is based upon a review of the experience of

T federally-sponsored credit agencies in the United States. Their
market standing appears to be largely independent of their finan-
cial structures, provided investors remain convinced of government
support in case of need.
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Ratio of IBRD Funded Debt—’f-al to the Callable Capital
of the Part | and Capital-Surplus 0il-Exporting Countries

End of: FY76 FY77 FY78 FY79 FY80

No Selective Increase T8 92 L1 1.32 1.54
With Selective Increase .76 .92 1.00 1.08 1.17

/a Including amounts due to IDA.

67. If the callable capital of countries considered relevant by
bondholders is to provide less than full coverage of funded debt, then
it is essential that the part of funded debt which is not covered by
relevant guarantees be generously covered by the Bank's other claims,
including its liquid holdings, loan portfolio and the unpaid subscrip-
tions of countries which are less strong financially. The table
below shows the degree of such ''coverage'' under various ratios of
funded debt to (relevant) callable capital guarantees.l/

Alternative Patterns of Coverage for Funded Debt

Ratio of Funded Debt to
'""Relevant'' Callable Capital

1.25 1.50 2.00 3.00

Disbursed Loans Plus Liquid Holdings
as a Multiple of "Uncovered' Funded
Debt (minimum)ép 5.8 3.5 2.3 1.8

Maximum Percentage Loss on Loans and
Liquid Holdings Consistent with Full
Payment to Bondholders 83% 71% 57% 443

/a Assumes a maximum ratio of funded debt to usable equity of 6 to 1.
(See para. 69.)

1/ As shown in the footnote on page 26, disbursed loans (L) plus cash
T and securities (C) equal funded debt (D) plus usable equity (E).
Hence disbursed loans plus liquid holdings as a multiple of
uncovered funded debt will be D+E where X is the fraction of
X(0) -
funded debt not covered by relevant callable capital guarantees.
The multiple can be rewritten as 1/X + 1/X ,E Since , E :
(5) - (=) is
the reciprocal of the funded debt to usable equity ratio, it will
reach its lowest level when the debt/equity ratio is at its maximum.
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68. Just what degree of coverage may be required is obviously
a matter of judgment which will be heavily influenced by considera-
tions of market psychology. If 80% of funded debt is covered by
callable capital considered relevant (i.e. a ratio of 1.25) then the
remaining 20% of funded debt is very generously protected by the
Bank's disbursed loans and liquid holdings (i.e., more than 5-fold
coverage). |If, on the other hand, 50% of funded debt is backed by
''relevant'' guarantees (i.e. a ratio of 2.00), bondhclders would have
to be persuaded that a lower degree of coverage by disburSed loans
and liquid holdings (i.e., 2.3 times) is not merely adequate but
unquestionably sufficient. Over time it should be possible to
""educate'' markets to the value of a loan portfolio which has not had
a single loss in 30 years. As the strength of the loan portfolio
comes to be recognized, investors may be expected to accept less than
full coverage of funded debt by ''relevant' callable capital subscrip-
tions. This will clearly have to be a gradual process and, were the
Articles to be amended, then a prudent first step might be to accept
as a reasonable constraint on Bank operations that the part of

funded debt not covered by the callable subscriptions of the Part |
and capital-surplus oil-exporting countries be covered at least two
or three times by the Bank's liquid holdings plus disbursed loans.
This would imply a ratio of funded debt to these callable subscriptions
of between 1.6 and 2.4,

69. I f shareholders decide to limit their callable capital
subscriptions to the full extent permitted by this constraint, then
the ratio of the Bank's funded debt to usable equity should be kept

to a level much closer to 6 than to 20 or 25. In such circumstances,
it would appear that an operating limit of 6 or 7 to | would be
generally in line with the risks the Bank faces. |If, however,
shareholders are willing to maintain their callable capital sub-
scriptions at a level sufficient to preserve full coverage of funded
debt by the callable subscriptions of the Part | and capital-surplus

oi l-exporting countries, then it should be acceptable to allow

funded debt to increase to a level of say 10 or 15 times usable equlty.

Summacz

70. Thus, a careful assessment of the risk of loss on loans

which the Bank could face in future years suggests that a prudent
degree of protection can be afforded both shareholders and bondholders
in a variety of ways. One broad option is to seek to maintain the
Bank's image as a fully ''government guaranteed' institution. This
course would require that total callable capital be maintained at a
level well above the Bank's funded debt, but it would also permit
greater ''leveraging'' of usable paid-in capital, with funded debt going
up to a maximum of perhaps 10 or 15 times usable equity. The other
option is to limit the volume of callable capital guarantees by relying
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upon the security afforded by the Bank's loan portfolio and liquid
holdings. This course would permit callable capital to be kept at

a level at or below the Bank's funded debt, depending on the fraction
of total callable capital considered relevant by bondholders and the
value which bondholders are willing to ascribe to the Bank's assets.
But it might also mean that funded debt should be limited to perhaps
6 or 7 times usable equity.

B. Adequacy of IBRD Net Income

. Another test of the adequacy of the Bank's capital structure
is whether, in combination with existing financial charges, it generates
an acceptable level of net income. Because the Bank maintains a very
low (and sometimes negative) spread between its lending rate and cost
of borrowing, net income is primarily determined by its volume of

usable equity (since these resources are cost-free to the Bank). Hence,
as funded debt increases as a multiple of usable equity, interest on
borrowings will similarly increase in relation to net income. At

some point, the desirability of maintaining net income at a minimum
level in relation to the Bank's gross income and expenses--measured,

for example, by the interest coverage ratio--will impose an upper limit
on the ratio of funded debt to usable equity. This limit may be more
or less confining than that derived from a consideration of potential
losses on loans. Accordingly, in this section we review the rationale
underlying the Bank's net income ''target'' and relate that ''target' to
the volume of usable equity required.

Rationale of the Net Income Target

72. Unlike commercial enterprises in which questions of leverage
in the capital structure are in part related to the shareholders'
return on equity, the Bank is not a profit-maximizing institution.

Its shareholders do not seek a high level of net income for its own
sake, though net income is welcomed because it permits transfers to
IDA and because it constitutes an alternative to additional paid=-in
capital as a source of usable equity.

73. In establishing a lending rate--and hence an average spread
on borrowed funds--the policy of the Bank has been to fix the rate
"as low as is compatible with the maintenance of the Bank's ability
to borrow at reasonable cost''. In other words, the income sought

is the minimum which will be considered to be satisfactory by bond-
holders. Just what this level might be is obviously a matter of
judgment. Past reviews have referred to the desirability of net
income showing a gradually rising trend over time.
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74, The most recent review of Bank financial policies (R74-256)
laid stress on the variable nature of the Bank's net income. If that
income were predictable within a very narrow range, it might be per=
missible to adopt policies which promise a net income of, say, $100
million. But, in fact, various components of the Bank's gross income
and expenses are subject to variation for reasons outside the Bank's
control. Therefore, it is necessary to establish a high 'pre-risk"
target net income merely to ensure that the actually realized (or
'""post-risk'') net income is not unacceptably low. Setting-an appro-
priate pre-risk income target thus requires an appraisal of

(a) what the income risks are and (b) what is acceptable as a ''post
risk'' income.

ldentification of Income Risks

75. The major risks affecting future net income were identified

in the IBRD Financial Policies paper (R74-256) and were quantified for
FY80 and FY85. A detailed examination has now been made of the particular
risks affecting income from loans arising both from reschedulings and
temporary interruptions in debt service. An attempt has been made to
quantify these risks, as well as the others cited in the IBRD Financial
Policies paper, as fractions of the Bank's projected interest on
borrowings. Thus, for example, a year long interruption in interest
payments by borrowers holding 10 percent of the Bank's disbursed loans
could reduce net income from, say, 20 percent of interest on borrowings to
9 percent, i.e. could reduce the interest coverage ratio from 1.20 to
1.09. By expressing the net income objective in this way, it can be
converted from an absolute amount to a minimum target for the Bank's
interest coverage ratio.

76. The table below quantifies the various risks. A simple
summation of the risks would suggest that fluctuations on the order
of 20 percent of interest on borrowings (reducing interest

coverage from, say, 1.25 to 1.05) could be expected. However, it is
extremely unlikely that all the risks would materialize in a single
year. Moreover, as indicated in the table, a major part of the risk
is due to temporary interruptions in payment occasioned by debt
crises. This risk is self-correcting in a sense that the others are
not: income which is not collected in one year will be collected in
a subsequent year. Depending on the circumstances, the income in
questicn might properly continue to be accrued and included in
reported income, though if the amounts were to become significant,
they would have to be noted in the Bank's accounts.
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Potential Fluctuations in Bank Income and Expenses
(as fraction of interest on borrowings)

FY80 FY85
Fluctuation in Income from Securities +.04 +.02
Reduction in Income from Loans 7ii
- due to temporary interruptions— up to =.10 . up to =.10
- due to other causes/a approx.-.03 approx.-.03
Increase in Administrative Expenses up ‘to =.0] up: to =.0]
Variation in Interest on Borrowings (Net) +.02 +.02

/a For detailed assumptions underlying these estimates, see Annex 3.

The Bondholders' Perspective

7 it A bondholder's assessment of any particular level of net
income or interest coverage ratio is largely a subjective matter. A
basic concern is that the Bank's ability to meet both principal and
interest payments be neither jeopardized nor even appear to be jeopar-
dized. The interest coverage ratio has been used in this connection
to measure the likelihood that interest payments may be threatened
through a decline in net income.

78. However, to properly interpret the interest coverage ratio
in the case of the Bank, it is essential to take into account not

only the stability of its income--a feature which it shares with other
institutions such as public utilities--but also the very large liquid
holdings which it maintains. These holdings of cash and securities
make it very misleading to compare the Bank with other institutions
which do not have such a ready source of cash. |If, in a given year,
the Bank's net income were to drop to a very low level or even become
negative, the Bank would be able to continue meeting its interest
payments by drawing down its liquid holdings which would amount to 10
or 20 times any conceivable deficit in interest coverage. Because

net income is so small in relation to liquid holdings, the cash flow
consequences would be relatively unimportant. The real danger is not
that a loss of income would prevent the Bank from servicing its debt,
but that the loss would reduce the Bank's ability to continue borrowing
and thereby provoke a liquidity crisis.
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79. Whether any particular level of income (or loss) would
adversely affect the Bank's ability to continue borrowing and for
how long is likely to be influenced by the circumstances in which it
occurs. A negative net income would not necessarily be interpreted
as a sign of imprudent financial management if the reasons for the
loss were obviously temporary, reversible and could not reasonably
have bee?/foreseen. Exchange adjustments would fall into this
category— as, perhaps, would an interruption in debt service due to
unforeseen political turmoil. But if a negative net income were to
occur as a result of events which could reasonably have been foreseen
and which could last for several years, then the Bank's standing in
financial markets would be bound to suffer.

80. This line of reasoning suggests that a rational case could
be made for accepting a pre-risk interest coverage target on the
order of 1.10. Such a target would virtually assure the Bank of a
positive''post-risk''net income, unless there were to be a major
temporary interruption in debt service. Such temporary interruptions
could in turn be readily accommodated by drawing upon the Bank's
liquid holdings. Provided the losses were indeed temporary, drawing
down liquid holdings would not represent a liquidation of assets to
meet current obligations, but rather a use of the liquidity reserve

to smooth fluctuations in an otherwise satisfactory net income stream.

81. This line of argument is open to the criticism that what
really matters is not how the capital markets would appraise the Bank
if bond buyers were fully informed about the Bank's operations and
financial strength but rather how the markets do in fact assess the
soundness of the Bank, even if this assessment is based upon incomplete
or inaccurate information. A partial answer to this criticism is that,
over time, it should be possible to educate financial markets to the
extraordinary strength of the Bank's financial structure compared to
that of other financial institutions.

Implications for the Bank's Income Target

82. As noted in para. 76, a simple summation of all the income
risks--including those which are strictly temporary--would imply a
maximum fluctuation of about 20% of interest on borrowings and thus
require an interest coverage target of approximately 1.20 (pre-risk) to
assure a positive net income. However, it is exceedingly unlikely

that all the adverse risks would materialize in the same year. There-

1/ Exchange losses are charged directly to the Bank's reserves and
are not shown as a charge against current income.



fore it appears that a ''‘pre-risk' interest coverage target of 1.10
could be adequate. Of course such a target would not completely
eliminate the risk of temporary loss. A pre-risk income target
higher than this minimum may therefore be desirable at least for the
next few years. This would have the desirable effect of slowing the
rate at which the interest coverage ratio declines over the remainder
of this decade. Because of uncertainty about just what the interest
coverage ratio for the Bank should be, the financial markets may well
be as concerned with the rate and direction of change in that ratio
as with the absolute level. As shown in the table below, approval of
a Selective Capital Increase (with 10% paid in) would keep the ''pre-
risk'" ratio at or above 1.16 through FY80.

Projected (Pre-Risk) Interest Coverage Ratio

FY75 FY76 FY77 FY78 FY79 FY80

No Capital Increase 1.36 1.23 1.1&8 1.16 1.1& 1.)3

Selective Capital Increase ¥;36 13233 118 K17 Ludb 1.6

Implications for the Debt/Equity Ratio

83. In the longer run, it should not be necessary to build into
the permanent capital of the Bank a ratio of funded debt to usable

* equity which would foreclose the possibility of temporary income loss
even under the most exceptional circumstances.l/ Much will depend

on the reaction of the financial markets to the substantially lower
levels of interest coverage expected in FY76 and FY77 and our ability
to persuade the markets (and the rating services) that these lower
levels still assure bondholders of more than adequate projection.
Were a decision to be made to maintain a target interest coverage ratio
of 1.20 (with a spread between the lending rate and cost of borrowing
of .25%), the maximum ratio of funded debt to usable equity in the
mid-80s could not exceed 4.4 to 1.

84. The upper limit on the debt/equity ratio which appears
appropriate in relation to income risks can be more restrictive than
that derived from consideration of potential losses on loans.

1/ Maintaining an interest coverage target much above 1.10 would be
likely to result in very high absolute levels of net income in
the mid-80s. |In FY85, for example, a (post-risk) interest
coverage ratio of 1.20 would correspond to a net income of more
than $800 million.
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In other words, a degree of leverage in the Bank's capital
structure-which would be prudent in relation to loan losses may never-
theless expose the Bank to temporary income losses. Some increase in
leverage could be obtained through raising the spread on lending, as
shown in the table below, but this alone cannot alter the basic
choice which shareholders must make: either paid-in capital can be
maintained at a level sufficient to avoid the risk of temporary income
loss, or paid-in capital can be more highly leveraged with the
attendant risk that temporary income losses may occur and that the
Bank's standing in financial! markets may suffer at least”a temporary
setback. '

Maximum Ratios of Funded Debt to Usable Equity (FYBS)ZF

Int. Coverage of 1.20 Int. Coverage of 1.10
Spread of Spread of Spread of Spread of
.25% . 75% .25% .75%

Funded Debt/Usable Equity 4.4 5.4 8.2 11.9
(max imum)

ig Assumes Bank commitments and amounts due to IDA as in Annex Tables 1 and 2.

85. As in the case of protection against losses on loans, the
interpretation the financial markets place on the Bank's income
results may be expected to depend on the level of callable capital.

If the callable capital is kept high in relation to funded debt--and
the Bank is perceived as effectively ''government guaranteed''--then the
risk that a low or negative income will interfere with continued Bank
borrowings should be reduced. Thus the shareholders can reduce the
risk of a call on their unpaid subscriptions either by maintaining
generous coverage of funded debt by those subscriptions or by keeping
usable equity high in relation to funded debt.

C. Amending the Statutory Limit

86. In considering possible amendment of Article 111, Section 3
it is useful to review, first of all, what the implications of the
present limit are tor the Bank's capital structure. Against this
background it will be possible to assess the extent to which amend-
ment of the Articles could reasonably substitute for an increase in
Bank capital subscriptions, either paid-in or callable. Finally,

we may consider the question of whether, in the present environment,
it is advisable to seek amendment of the Articles even if it would
violate no rational financial constraint to do so.
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Implications of the Present Statutory Limit

87. The present statutory limit does not impose a ceiling on the
Bank's funded debt. What the limit does do is require that disbursed
loans not be more than the sum of the Bank's unimpaired subscribed
capital and reserves. Since funded debt and usable equity, taken
together, must finance the total of disbursed loans and liquid
holdings, the limit implies that funded debt may never exceed the

sum of: (a) cash and securities (b) the callable portion of sub-
scribed capital, and (c) the fraction of paid-in capital which has

not been released for use in Bank operations.1/

88. What this limit implies in terms of a ratio between
funded debt and usable equity depends on the level of Bank reserves
and of liquid holdings, as demonstrated in the table below. |f
reserves were 75% of paid-in capital, then the maximum debt/equity
ratio permitted under the statutory limit would be 6.7 to 1. If
reserves were larger, say 1.5 times paid-in capital, the maximum
debt/equity ratio would fall to 4.6 to 1.

Implications of the Statutory Limit for
the Bank's Maximum Debt/Equity Ratio

Reserves as % of Paid-in Capital

75% 100% 150% 200%
Maximum ratio of/gunﬂed debt/
usable equity= 6.7 5.8 4.6 3.8

/a Assumes receivable from subscribed capital is 15% of paid-in capital
and that paid-in capital is 10% of subscribed capital. Cash and
securities are assumed to be 15% of disbursed loans, which is the
approximate relationship projected in the late 1980s.

1/ The balance sheet identity requires that liquid holdings (C) +
disbursed loans (L) equal funded debt including amounts due to
IDA (D) + usable equity (E). The statutory limit requires that
disbursed loans (L) be less than subscribed capital, which is
10 times paid-in capital (A) plus reserves (R). Hence

C+ (10A+R) 2D+ E but since E=A + R - F, where F is the
amount of paid-in capital not yet released, it follows that
C+9A+FZD,
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At present, reserves are 70% of paid-in capital, but they are projected
to rise to 1.3 times paid-in capital over the next ten Years, if there
is no increase in paid-in capital. With the Selective Capital Increase,
the ratio would be about 1.1 in FY85. In practical terms, therefore,

Ehe s?atutory limit implies a maximum debt/equity ratio of about
to 1.

89. The statutory limit also implies that funded debt may not
exceed about 1.2 times total callable capital subscriptions. Since
the Part | countries plus the capital-surplus oil-exporting countries

account for about 70% of callable capital subscriptions, the ratio of
funded debt to these presumably '‘relevant' subscriptions is about
1.7. The implication of this is that disbursed loans and liquid
holdings will always provide nearly 3-fold coverage of the portion

of funded debt which is not backed by ''relevant' guarantees.

Scope for Amending the Statutory Limit

90. If the capital structure implications of the present statu-
tory limit are compared with the targets which emerge from a review of -
the specific risks the Bank faces, it is apparent that the limit is, <

fn some respects at least, both anomalous and unduly restrictive.

91. The anomaly can be seen in the inverse relationship implied
by the statutory limit between the level of Bank reserves and the
maximum permissible debt/equity ratio. |If the Bank had no reserves
at all a maximum debt/equity ratio of more than 10 to 1 would be
permitted by the statutory limit. |If reserves were to grow to twice
the level of paid-in capital, the maximum permissible ratio would
fall to just under 4 to 1.

92. The anomaly was disregarded by the framers of the Bank's
Articles of Agreement in their concern to assure the acceptability of
the Bank's obligations (whether as a guarantor, which was the Bank's
principal intended role, or as a borrower) in the skeptical and even
hostile market atmosphere that they correctly foresaw for the early
post-World War || period. Specifically, they wanted to make sure
that the subscribed capital would be adequate to pay off all obliga-
tions, taking account of the combined risks of defaults on loans as
well as on calls on the unpaid portion of subscribed capital. Based
on different assessments of these risks by different delegations to
the Bretton Woods conference, the percentage limitations proposed
ranged from 300% down to 75% of capital and reserves, and 100% was the
compromise adopted. It was adopted in full recognition that it was
based on extremely pessimistic assumptions. The limitation was
probably a wise one in the circumstances of 1944, but is unduly
restrictive today.



93. The restrictiveness of the present statutory limit is
evident if the maximum debt/equity ratio permitted by the limit

(about 5 to 1) is compared with the constraint that

follows from an analysis of the risk of loss on loans (at least 6 or 7
to 1) or from adoption of a pre-risk interest coverage target of 1.10
(implying a ratio of about 8 to 1, if a 'spread" of .25% is assumed) .
This suggests that, if it proves feasible over the next several years
to "educate'' the capltal markets to the prudence of a 1. 10" target, it
may be possible to reduce the Bank's need for paid-in capital. Amend-
ment of the Bank's Articles would not be required to take advantage
of this possibility. What would happen in practice is that the pro-
portion of the General Capital Increase required to be pald-in could
be set at a level of less than 10%.

94, The implications of the present statutory limit tor callable
capital also appear more restrictive than would be necessary if investors
could be convinced of the value of the Bank's loan portfolio. A refor-
mulated limit might, for example, require that funded debt not exceed

1.4 times total callable capital or 2 times the callable capital sub-
scriptions of the Part | and capital-surplus oil-exporting countries.
This is equivalent to requiring that the ''uncovered' funded debt will

be covered more than twice over by the Bank's liquid holdings and

loan portfolio.

95. A liberalization of the limit on .funded debt from 1.2 to
1.4 times total callable capital (or from 1.7 to 2.0 times ''relevant'
callable subscriptions) would mean that the same volume of disbursed
loans would require less callable capital as ''backing''. Therefore,
instead of needing $30 billion in subscribed capital to ''close the
gap'' through FY87, $27 billion of which would be callable, a revised
limit could reduce callable capital requirements by about $8 ¥
billion. This would permit the General Capital Increase to be nearer
to 25% ($10 billion) than to 46% ($19 billion), assuming prior
approval of a Selective Capital Increase of about $10 billion.

|s Amendment of the Articles Advisable?

96. Provided the Executive Directors approve a ''two-step'
approach to an increase in the Bank's subscribed capital, there will
be no need to reach a decision in the near future on whether or not
to seek amendment of the Articles of Agreement. A Selective Capital
Increase of about $10 billion would appear to be justified even if
the limit on Bank operations stated in the Articles were amended.
What is at stake in considering possible amendment is the size,
timing and period of effectiveness of the subsequent General Capital
Increase.
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97. Nevertheless, it may be useful even at this stage to consider
some of the factors which will have to be weighed in deciding whether
to amend the statutory limit.

98. The primary concern must be how a change in the statutory

limit would (a) affect the Bank's standing in financial markets, or

(b) increase the risk of a call on the Bank's unpaid capital sub-
scriptions. As we have seen, a case can be made for a reformulation

ot the present limit. But however rational the case may be, the fact

that the limit was being changed might be subject to possible misinter-
pretation. The most dangerous misinterpretation would be that share-
holders are less than fully committed to the continued operation of

the Bank. What is critical in this regard is the market's perception.
However unjustified it might be, a perception of waning shareholder
support would certainly damage the Bank's financial standing. This ;
suggests that if amendment of the Articles is to be sought at all, ‘Z,/’/
it should proceed in an environment in which the continued full

support of the Bank's shareholders is unquestioned. Such an environ-

ment could arise in connection with the General Capital Increase

Ttself, partlcularly if that increase were to involve a substantial

volume of paid-in capital.

99. But even if amendment of the statutory limit could be
achieved without damage to the Bank's standing in financial markets,
it may not be in the shareholders' interest to make such a change.
What would be ''saved' through such a change is not real resources,
since a reduction in the proportion of capital to be paid in can be
achieved without amendment ot the Articles. The ''savings'' would be
entirely in the form of reduced callable capital subscriptions. These
unpaid subscriptions have been costless in the past and, given appro-
priate Bank policies, should be costless in the future. I/

100. While the costs of providing additional callable capital
thus appear to be minimal, the advantages associated with a high level
of callable capital may be considerable. The major threat which could
force a call on the Bank's unpaid capital subscriptions is an inter-
ruption in the Bank's ability to borrow. This could arise either
because ot a loss on loans or because of a temporary drop in net
income. The real risk is not that the primary events will impair

the Bank's ability to meet its obligations, but that the market will
overestimate the negative consequences of the events and refuse to
support continued Bank borrowing on reasonable terms. As long as

1/ It is true of course that the ''cost' of callable capital cannot
properly be assessed only in financial terms. There are also
associated political and legislative costs which only the member
countries themselves are in a position to evaluate.
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the callable capital subscriptions considered relevant by the finan-
cial markets exceed the Bank's funded debt, the likelihood of such an
adverse bondholder reaction is minimized. Thus, by maintaining
callable capital at a high level relative to funded debt, shareholders
reduce the risk that the callable capital will ever have to be used.
Another way of making the same point is to note that a high. level

of callable capital enables the Bank to make more efficient use

of the real resources which shareholders supply--without a correspon-
ding increase in risk to shareholders. The same amount &f usable
equity can be used to support a higher level of borrowing and lending,
if the scale of callable acapital leaves the bondholder with no doubt
about the ultimate security of his investment.

Summa:z

101. The present statutory limit restricts the amount of funded
debt to an amount approximately 1.2 times the callable capital and

thus undervalues the security provided by the Bank's portfolio.
Amendment of the Artu;]es could alter this situation without

extending the Bank's financial structure beyond a prudent level. But
the overwhelming importance of maintaining the Bank's reputation in the
financial markets, and the possibility that the advantages of maintaining
a high level of callable capital in relation to funded debt may far out-
weigh the costs, combine to make it inappropriate to plan for amendment
of the statutory limit at this time. |In connection with consideration
of a General Capital Increase, however, the possibility of amending
the statutorxﬂllmlgwshogld be reconsidered. In part!cﬁTEF:ﬁTﬁ_TTght

of the circumstances prevailing at that time, consideration may be

given to revising the statutory limit with or without a General

Capital Increase, in the latter case to reduce the volume of callable
capital then required and in the former to extend beyond FY87 the
period for which the general increase will solve the Bank's subscribed
capital problem.
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Projections mssume:
= Annual transfers to IDA out of |BAD
Income are $100 milllon {includl ng
grants for agricultural resesrch and
onchocerclasls control) from FY]7 on.
= Liquldity equal to st least i of
the next three years' borrowling
recul rements .
= Borrowlng costs of 8.5% In FYT6, and
B.235% thereafter.
= A lending rate of B.5%,
= Rates of return on securlty Investmants
of 7.3 In FYJ6, and 7.6% thereaftor.
= Conmitments totalllng $500 miitian In
FYT6 from the Intermediate Flnancing
Faclliny.
Mo substantlal Incresse In capltal.
The assumed rate of Inflatlon after
FYT9 Is 5% o.a, The rates for FY76 -
10.5%, FY77 - B.2%, FY78 - 6.6X,
FY79 - 5.5%,
= After FYBO, 1BAD comml tments
remalning constant In real terms.
Amounts recelvable from loans Include
undlsbursed portlons. Loans guarsntesd
by IDA Part | countrles are Included
in the Part | category.
18RD funded debt Includes delayed
dellveries,
Transfers to IDA out of IBRD et Income
have boen charged to IBRD retaln=d earn-
Ings, and added to IDA's resources In the
year of suthorization, |.e. the year
followlng that In which the Income was
esrned,
Loans gusranteed by Part | countrles and
from 1BRD to IFC are Included In the
Part | category.
Sales of Part Il loans are assumed to be
$25 mlllion p.».
THRD comnl tments shown here are to
countries, |.e. excluding losns to IFC,
Mot transfer to current borrowers
Indlcates disbursements, net of repay-
ments and loan charges, pald to both the
Bank snd third partles. Includes |BRD
loans to Pert 11 countrles guaranteed by
Part | members,
Unless amended, the Artlcle 111, Sectlon
3 limltatlon on losns disbursed and
outstanding would be reached In FYAZ. ;
Without an Increass In capltal subscriptlons
by that time, the Bank would have to cesse
new comnltments no later than FY79 to avold
disbursements which would exceed the |imit.
Ussble Equity equals pald-In capltal and
reserves less recelvable from subscrlbed
copltal.
Funded Debt plus Due to IDA dlvided by
callable coplisl of Part | countrles
and caplial-surplus ol l-exporting
countries,
Funded Debt plus Due to 10A divided by
Usable Equity.
These flgures do not take Into sccount
# possible IFC capltal Increase and a
resulting greater voluse of commltments
which would reduce IBRD loans to IFC In

. F¥T7-BY but Increase them after FYBY,
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Projectlons assume:

- Annusl transfers to 1DA out of |BAD
Income are $100 milllon (Includling
grants for sgricultural research and
onchocerclasls control) from FY77 on.

= Liguldlty equal to at least HOX of
the next three years' borrowlng
requlremants .

= Borrowlng costs of B.5% In FYP6, and
8,254 thereafuer,

= A lending rate of 8.5%.

= Rates of return on securlty lnvestments
of J.3L In FY76, and 7.6L thereafuer,

= Commltments totalling $500 milillon In
FY76 from the Intermedlate Flnancing
Faclliny.

= A §10.0 Billlon Incresse In subscribed
capltal over the perlod FY78-80,
resulting In & §750milllon Increass
In usable pald-in copltal.

= The sssumed rate of Inflation sfter
FY79 18 5% p.a, The rates for FY76 -
10.5¢; FY77 - B.75, FY78 - 6.6X,

FY19 - 5.5%.

= After FYBO, 18K commliments romalining
constant In real terws.

Asounts recelvable from loans Include

undlsbursed portlons. Loans guarantesd

by I1DA Part | countries are Included

In the Part | category.

18D Funded debt Includes delayed

dellveries.

Transfers to 1DA out of 1BRD net Income

have been charged to IBAD rotalned sarn-

Ings, and added Lo IDA's resources In the

year of suthorlzatlon, .6, the year

Followlng that In which the Income was

sarnad,

Loans gusranteed by Part | countrles and

from IBAD to IFC are Included In the

Part | category.

Sales of Parc |1

425 milllon p.a.

1BAD comml tuants shown here are to

countrles, l.e. axcluding loans o IFC,

Met transfer to current borrowers

Indicates dlsbursements, net of repay-

weants snd loan charges, pald to both the

Bank and third partles. includes 1BAD

loans to Part 11 countrles guarantsed by

Part | members .

Unless amended, the Artlcle 111, Sectlon

3 limltatlon on loans disbursed and

outstending would be reached In FYBY,

Without an Increase In capltal subscriptions

by that time, the Bank would have to cease

new comeltments no later than FYB1 to avold
dlsbursements which would exceed the Iimic,

Usable Equity squals pald-ln capltal and

reserves less recelvable from subscelbed

caplial,

Funded Debt plus Due to (DA divided by

callable capltal of Part | countrles

and caplral-surplus oll-exparting

countrles,

Funded Debt plus Due to 10A divided by

Usable Equity.

These flgures do not take Into sccount

& possible IFC caplial Incresse and a

resulting greater voluse of comltments

which would reduce IBRD loans to’ IFC In

FY77-83 but Increase them after FYB3,

loans are assumed to be




ANNEX 1

Impact of Financial Policy Changes
On the Bank's Subscribed Capital Requirements

I As indicated in paragraphs 27 and 28, this annex describes
two basic approaches to reducing the Bank's subscribed~capital require-
ments. The first consists of steps to increase the amount of net
income retained. In this regard, the annex discusses the efftects of:
(a) a higher spread of the Bank's lending rate over its cost of
borrowing; and (b) cessation of transfers of IBRD net income to IDA.
The second category of actions consists of steps to reduce the volume
of loans outstanding that result from a given level of commitments.
In this regard, the annex describes: (a) possible alterations in
loan terms; (b) changes in the sectoral composition of commitments;
and (c) increased loan sales and prepayments.

Steps to Increase Retained |ncome

2: Additional retained income helps meet the Bank's capital
requirement by substituting directly for additional paid=-in capital
or funded debt. It is important to note that under the present
statutory limit additional retained earnings cannot be ''leveraged'
in the same way as additional paid-in capital when the latter
represents only 10% (or less) of subscribed capital. That is, an
extra dollar of retained earnings only permits the Bank to lend an
equivalent amount, whereas an additional dollar of paid-in capital,
as part of an increase in subscribed capital, brings with it the
authority to borrow and lend nine additional dollars, thereby permit-
ting ten dollars of additional lending for every dollar of paid-in
capital. For this reason, the effects of a higher lending rate and
cessation of IDA transfers on the Bank's subscribed capital require-
ments are not substantial.

35 Lending Rate Increase. Income from loans could be raised
either by an across-the-board increase in the average spread of

the lending rate over the cost of borrowing or by a more selective
increase which would affect only part of the Bank's borrowers. The
following table shows the impact of increasing the average spread

on lending on new loans by 50 basis points, i.e. on present pro-
jections of borrowing costs at 8.25%, an increase in the lending

rate from 8.5% to 9.0%, effective at the beginning of FY77. The cal-
culation assumes that the whole of additional net income is retained
in the Bank,




Impact of Increasing Average Spread on Lending by .50%

End of: FY82 FY83 FY84 FY85 FY86 FY87

Cumulative Increase in
Retained Earnings ($ m) 180 300 470 680 950 1280
As % of Subscribed Capital )
Requirements:

- with Selective Capital

Increase fa /a 264 10.1 8.2 7.8
- without Selective Capital /b
Increase 7:8 4.2 3.8 3.9 4.3 L.7%

/a Statutory limit exceeds loans disbursed and outstanding in these

years.
/b These figures refer to capital requirements in FY87 of $16.3
and $27.1 billion, respectively. |f the requirements are raised

to the equivalent of the $30 billion figure cited in para. 23,
the percentages here would be reduced from 7.8% to 6.7% and
from 4.7% to 4.2%

b, Cessation of Transfers to IDA. Our current financial
projections assume a continuing transfer of $100 million per annum

to IDA out of Bank net income. |f future transfers were to be dis-
continued, effective FY77, the Bank would initially gain $100 million
per annum in retained earnings. Eventual savings would be even larger,
however, reflecting the fact that actual drawings by IDA (which occur
with a lag of several years because of the Bank-last provision) must
be replaced with borrowed funds. The table below shows the cumulative
impact on the Bank's capital position.




Impact of Stopping Transfer to IDA
(current $ million)

End of: FY82 FY83 FY84 FY85 FY86 FY87

Cumulative Increase in
Retained Earnings:- 650 770 890 _1010 1140 1350

% of Subscribed Capital
Requirements
- With Selective Capital

Increase /a /a L49.4 149 9.8 8.3£P
- Without Selective /b
Capital Increase 28.3 10.8 7.3 5.8 5.1 g0

/a Statutory limit exceeds loans outstanding in these years.

7b These figures refer to capital requirements in FY87 of $16.3
and $27.1 billion, respectively. |If the requirements are raised
to the equivalent of the $30 billion figure cited in para. 23,
the percentages here would be reduced from 8.3% to 7.0% and 5.0%
to 4.5%.

5. In assessing the importance of the various steps which might
be taken to increase the subscribed capital and reserves, it is appa-
rent that potential modifications in the Bank's lending rate and in
its policy regarding transfers to IDA can by themselves have only a
relatively minor impact on the Bank's capital problem. Even if the
average lending rate on new loans were raised to 9% and all future
transfers to IDA were discontinued, these actions by themselves

would only reduce total capital needs in FY87 by about 10%.

Steps to Reduce Disbursed Loans

6. Modified Terms of Lending. Without altering the level of
future Bank commitments, it is possible to reduce the volume of loans
outstanding at future dates by altering the average grace period,
final maturity or amortization schedule of new loans. At present the
"typical'' Bank loan has a h-year grace period and a 20-year final
maturity.1/ The table below shows the effects of changes in average
loan terms on the amount of a loan outstanding at various intervals
after the year of commitment.

1/ These are the median terms of all loans approved over the period

FY70-74.




Effects of Different Loan Terms:
Annuity-type Repayments

Grace Final % Outstanding After Average
Period Maturity 5 yrs./a 10 yrs. 15 yrs.-20 yrs. Life
Current "Typical"
Terms
- 20 70 78 49 - - 10.17
Harder Terms
4 18 69 72 36 - 8.62
3 18 66 70 35 - 8.32
2 18 64 68 34 - 8.03
2 15 60 54 - i 5.95

/a On average, IBRD loans are only 73% disbursed after 5 years.

T The volume of disbursed loans resulting from presently
projected commitments could also be reduced by changing the amortiza-
tion pattern from the present annuity-type amortization (equal annual
payments of principal and interest) to equal annual installments of
principal. Such a change in amortization pattern would reduce the
average life of a ''typical' IBRD loan from 10.17 years to 8.34 years,
i.e. by about 18%. This change alone would reduce loans outstanding
in FY87 by $5.2 billion, or 8,3%.

8. This accelerated amortization pattern would also tend to
reinforce the effects of harder loan terms on loan outstanding in
FY87. For example, with annuity-type repayments, a reduction in
loan terms from the ''typical'' IBRD terms to 2 years grace and 15
years final maturity would reduce loans outstanding in FY87 by about
16%; with equal annual installments, the same hardening of terms
reduces loans outstanding in FY87 by 22%,

9. The extent of reduction that would be acceptable is a matter
of opinion. Major changes would, of course, substantially reduce the
grant element of IBRD lending and the net outflow of funds to the
Bank's borrowers. The combined effect of changing the loan amortiza-
tion pattern to equal annual installments of principal and hardening
terms by a two-year reduction in final maturity would reduce IBRD
loans outstanding by about $6.8 billion in FY87.




Composition of Commitments

10. Project Loan Disbursement Rates. The overall rate of dis-
bursement of IBRD loans Is projected to increase slightly over the
next five years as a result of shifts in the sectoral composition of
IBRD lending. The effect of this shift to faster disbursing sectors
on average is to increase the amount of loans outstanding for any
given volume of commitments. The Bank could conceivably alter its
projected lending programs to concentrate lending in sTow-disbursing
sectors. Such a step would, of course, cause distortions in the
sectoral distribution of lending, and would have only a minor impact
on the Bank's capital requirements. |f the proportion of slow-dis-
bursing sectors were to remain at the FY75 level, loans outstanding
in FY87 would be reduced by about $0.5 billion or under 1%.

s Program Loans. A high proportion of program loans has the
effect of increasing the amount of loans outstanding for a given
volume of commitments since the full amount of the loan is disbursed
well before principal repayments begin. Changes in the presently
projected amount of program loans, however, would have a negligible
effect on reducing the amount of IBRD loans outstanding, because the
proportion of IBRD Lending expected to be in the form of program
loans is already small. Each percentage point increase in the share
of Bank lending accounted for by program loans would increase FY87
disbursed loans by about $0.2 billion.

Loan Sales and Prepayments

12. A third type of action that could be taken to reduce the
amount of loans outstanding without changing commitments is to:

(a) increase participation of commercial lenders in IBRD loans;

(b) increase sales of already disbursed loans; or (c) encourage pre-
payments by borrowers. Current IBRD projections assume that total
loan sales, including participation agreements, will average $25
million per year.

13. Participation Agreements. Participation by commercial
lenders in IBRD loans is unlikely to be substantial as long as the
Bank's lending rate remains well below what borrowers' would have
to pay if they borrowed on their own account. Moreover, even if
participation could be made commercially attractive in some way
(e.g. discounting), it might still compete with direct issues by
the borrower. Also commercial lenders would normally prefer the
shorter maturities, so that only participation agreements made in
the period shortly before the capital constraint was to be reached
would have much of an effect on the Bank's capital problem.




14, Sales from Portfolio. As in the case of participation
agreements, IBRD portfolio sales are relatively unattractive invest-
ments for private lenders. There is, however, one important
difference. |In selling from portfolio the Bank would be able to
select loans outstanding to countries which are not current borrowers
(e.g. Japan or, in a few years, lran and Venezuela). It would thus
be possible to select obligations of highly creditworthy countries
for whom the potential competition between direct borrowings and |BRD
portfolio sales would not necessarily be a critical issue. The table
below shows the proportion of disbursed loans in FY85 and FY87 pro-
jected to be outstanding to past borrowers or to countries that might
‘'graduate'' in the next several years if IBRD policy on lending to
higher income countries were changed along the lines indicated in
Annex 2 (i.e. to countries whose per capita income in 1972 prices

is expected to exceed $850 in FY85 and FY87). Portfolio sales of
relatively creditworthy borrowers might still be inhibited by
interest rate factors and liquidity considerations.

Disbursed Loans to Past Borrowers and Potential 'Graduates''

End of: FY85 FY87
$ billion _% $ billion %
Past Borrowers 0.2 A4 0.1 vl
Prospective '"Graduates''
- past commitments 6.1 1 L.6 7:3
- future commitments 10.5 20.1 14.9 23.8
15. Prepayment or Acceleration Clauses. In discussions of the

Bank's capital position, reference is frequently made to the desira-
bility of obtaining prepayments from high income countries. The
above table demonstrates that, as far as the impact on disbursed
loan balances in the mid-80s is concerned, this is a trivial issue
as applied to past borrowers (e.g. Japan). It is more important in
relation to past commitments to prospective graduates, though the
absence of any provision for renegotiation of terms puts the Bank in
a very weak bargaining position. The possibility of inserting pre-
payment clauses or acceleration provisions in new loan agreements
was considered and rejected in the Review of IBRD/IDA Program and
Financial Policies (R74-256, paras. 81-83).



ANNEX 2

Alternative Ways of Reducing Future IBRD Commitments

e This annex describes two different ways in which future IBRD
commi tments could be reduced other than through an across-the-board
cut in lending to all borrowers. These are: (a) revision of the
criteria for lending to higher income countries; and (b) change in the
Bank's relationship to IFC.

Graduation of Higher Income Borrowers

2, The present policy on ''graduation' of higher income borrowers
was last reviewed in January 1975. That review reaffirmed the use of
a per capita income of $1,000 (1972 prices) as a '‘rough benchmark for
determining when continued IBRD lending demands special justification."

3. If a reduction in future Bank commitments were to be imple-
mented through a change in the policy regarding ''graduation,'" the
current benchmark of $1,000 would have to be lowered substantially to
have much of an impact. As an illustration, the following table shows
the consequences of stopping new IBRD commitments to a country in the
second year after that country's per capita income reaches $850
(1972 prices). Such a policy change would be likely to phase out
loans to the following major borrowers over the next several years
(with the year of final loan in parenthesis); Romania and Yugos lavia
(FY76); Mexico (FY80), Brazil (FY84).

Impact of Alternative Graduation Policy
(current S billion)

End of: FY82 FY83 FY84 FY85 FY86 FY87

Disbursed Loans

Present Projections 36.4 41.4 L46.8 52,2 57.5 62.7
With $850 Cut-off 34.9 39.2 43.9 L8.6 53.2 57.7
Di fference 1.5 2.2 2.9 3.6 4.3 5.0

Di fference as % of IBRD

Capital Requirements
- With Selective Increase /a /a 131.6 50.2 35.9 30.7/b
- No Selective Increase  65.2 31.0 23.8 20.8 19.3 18.57b

/a Statutory limit exceeds loans outstanding in these years.
/b These figures refer to capital requirements in FY87 of $16.3 and
$27.1 billion, respectively. |If the requirements are rounded up

to the equivalent of the $30 billion figure cited in para. 23,
the percentages here would be reduced from 30.7% to 26.0% and
from 18.5% to 16.7%.



New Relationship with IFC

L, At present, IFC relies entirely on the Bank for borrowed funds.
Even if IFC were successful in negotiating a substantial capital increase,
its capital structure would still not be as strong as that of the Bank,
since IFC has no callable capital. Moreover, a large portion of IFC's
assets are in the form of equity investments which are riskier than IBRD
loans. As a result, the security that IFC could offer investors is much
less than the Bank can offer and it is unlikely that IFC could borrow
directly from private capital markets.

B In any event, if no further Bank loans were made to IFC after
FY76, disbursed loans at the end of FY85 would be reduced by only $1.2
billion, or about 2%.1/ These figures do not take into account the
potential changes in TFC commitments and borrowings from the Bank which
may occur in conjunction with IFC's proposed capital increase.

1/ Because current projections for IFC do not extend beyond FY85,
there is an artificial (and unrealistic) reduction in loans
outstanding to IFC in FY87 to $1.1 billion.



ANNEX 3

Assessment of Risks in the IBRD Loan Portfolio

A. Broad classification of the portfolio into risk categories

| The first step in the analysis has been to carry out a detailed
study of the balance of payments prospects of each borrower. The objective
was to investigate the likelihood of economic circumstances which would

be conducive to default. To avoid unduly pessimistic results, circum-
stances which were judged to have less than a 20% probability of occurrence
were discarded. Potential default situations which might arise because a
borrower was able, but unwilling, to meet its debt service obligations

have been ignored, since analysis of the future incidence of such defaults
is hardly possible. An arbitrary judgment about protection against
deliberate defaults of this kind has been made in para. 62 of the main
paper.

2. This risk analysis has involved the determination, country by
country, of future needs for foreign currency, assuming maximum feasible
compression of imports, and a comparison of these needs with an estimate
of the minimum foreign exchange likely to be earned over a period of
years under ''reasonably pessimistic'' assumptions. Assumptions were

made about the maximum availability of external capital on reasonable
terms. The hypothesis is made that the probability of substantial short-
falls in foreign exchange under these assumptions, over an extended
period of time, is also the probability of a potential default situation.
Cyclical shortages in foreign exchange receipts have been largely ignored,
on the assumption that these could be made good by such mechanisms as
access to IMF facilities and the drawing down of reserves below what
would normally be regarded as a minimum level.

3 The analysis allowed borrowers to be grouped into three broad
categories:

Category |: those presenting little or no risk of default;

Category |l: those for which the risk of default is more
substantial, but for which any consequential
rearrangement of debt maturities could be
expected to be at the current lending rates
of the creditors.

Category Ill: those presenting a risk of default requiring
concessional rescheduling.



Within Category |1, the size and duration of the foreign exchange
transfer problem was compared to the debt structure, country by
country. For some Category Il countries, it would appear possible
that the problem could be resolved by stretching out short and
medium-term credits without requiring rearrangement of long-term
debt. Nevertheless, even in these cases there may be a risk to
holders of the long-term debt of having to accept a moratorium on
all payments while new arrangements were being worked out.

L, A comparison of the projected development of the 1BRD
loan portfolio through FY87, with the broad risk categories produced
the following results:

Proportions of the IBRD Loan Portfolio Qutstanding to
Borrowers in Various Risk Categories

Percentage share of the portfolio at the end of
FY75 FY7/ FY79 FY81 FY&3 FY&85 FY87

Risk Category

Category |
(Virtually no risk of default 25.4 24,1 19.4 15.7 12.6 10.5 9.1

1]
%§;:e°:¥ski 55.1 60.8 65.6 68.9 71.3 72.8 73.7

- of which, a risk of moratoria

on payments for short periods L. 7 '51.6 57.2 61.0 63.6 65.2 66.0
- of which, a risk of rescheduling A

at original interest rates 8.8 1.2 141 16,0 17.1 17.9 18.4
Category |11

Some risk of default regquiring i

concessional rescheduling) 15.5 15.1 15.0 i5.4 16.1 _16.7 _17.2

100.0 100.0 100.0 100.0 100.0 100.0 100.0

B. Hypothetical costs to IBRD of being involved in reschedulings

5s Theoretically, IBRD is at risk of being involved in rescheduling
a portion of its Category Il portfolio, and the whole of its Category I1I
portfolio. However, any such rescheduling of its Category Il portfolio

by itself involves no direct financial costs, since the costs of any
additional borrowings which may be made necessary by postponed receipts

of principal, would be almost exactly offset by increased interest on

loans outstanding (but there might be indirect effects, depending on the
attitude that bondholders took of IBRD involvement in reschedulings even

of a non-concessional nature). Any such indirect costs are not quantifiable
and are not discussed further in this Annex.

6. In assessing the hypothetical costs to I1BRD of being involved

in any reschedulings of its Category |1l portfolio, it is assumed that

the concessionality would be in the form of extended repayments of
principal at interest rates considerably below IBRD's then current lending
rate, but that there would be no direct forgiveness of any part of the
principal outstanding. The direct financial effect on IBRD could thus
take two forms:



(a) increased funded debt (assuming any given liquidity
policy) giving rise to increased interest payments; and

(b) decreased interest from rescheduled loans.

One effect would thus be to increase costs, while the other would be
to decrease gross income. Both would have the effect of lowering net
income. To put these figures in a capital context, the results were
converted into an effective loss of portfolio, through discounting
techniques (using IBRD's current lending rate as the discount factor).

T In arriving at an estimate of theoretically possible costs
to IBRD, the probability of default was assessed and the degree of
concessionality required was determined, for each Category |l| country.

The effects on IBRD were then tested on models which reflect typical
Bank-borrower financial relationships.1/ The results were:

(i) an average annual reduction in the interest
coverage ratio of about 0.07; and

(ii) a cumulative discounted ''loss'' of the order of
5% of IBRD portfolio by the mid-80s.

8. The above estimates of theoretically possible costs to IBRD
assume that borrowers seek, and creditors are willing to grant, the
degree of concessionality in rescheduling perceived to be needed by

the long-term foreign exchange constraints of the borrowers. These
estimates should therefore be considered as upper limits. Moreover,

so long as IBRD maintains its policy of not taking part in rescheduling
agreements, concessional or otherwise, there is little risk of actually
losing any income or capital on this account. For purposes of dis-
cussion in the main text, theoretical losses which lie midway between
zero and those assessed in the preceding paragraph have been used,
namely:

(i) an average annual reduction in the interest
coverage ratio of about 0.03; and

(ii) a cumulative discounted '"loss' of the order of
2.5% of IBRD portfolio by the mid-80s.

1/ The model assumed that the defaults would occur gradually over a
= 7-year period. If all defaults were assumed to occur at the same
time, after the rapid increase in commitments had become fully
converted into disbursed portfolio, the financial impact would be

about 40% greater than indicated.




C. Protection against temporary moratoria on debt service receipts

9. There remains the risk that some reschedulings in Category ||

and |l1 countries may not take place in an orderly manner. A borrower

may feel obliged to impose a temporary moratorium on debt service

payments to all creditors, even those--like IBRD--which expect to avoid
being involved in the ultimate rescheduling agreement.

10. Temporary moratoria involve very small direct costs, if it can be
assumed that the delayed principal payments will continue to earn interest.
These losses would be equivalent to interest on the interest payments
deferred, plus any losses which would result from any differential that
might exist between IBRD's then current borrowing rate and the interest
rate on the outstanding loans being deferred. However, the amounts
involved are miniscule and can be ignored for all practical purposes.

Il However, there might be a cost to IBRD of being involved in

a temporary moratorium if bondholders took a less sanguine view than

IBRD of the temporary nature of the default. IBRD's liquidity port-
folio provides some protection, in the sense that it gives some
flexibility in timing of going to markets. But, in addition, it would

be prudent to examine the impact of some involvement in temporary
moratoria on cash revenues in the year of occurrence (even though IBRD
liquid holdings would easily withstand any conceivable short-term

losses which could arise from this cause).

12, What might be the amount of such temporary revenue interruptions?
This is an extremely difficult question to answer since it is virtually
impossible to predict the probability of occurrence of temporary delays

in payment. It is possible that IBRD would totally avoid such involve-
ment over an extended period; but it is possible to conceive of cir-
cumstances where it might be involved. A specific projection is simply
not practical. With 3 IBRD borrowers each providing shares of income
from loans in the region of 7% - 10% by the early 1980s, and a further 8
each providing shares above 3%, it is conceivable (although very unlikely)
that the temporary interruption of income in any one year might amount

to as much as 10% of interest and charges receivable.

ADDENDUM NOTE

At the time this Annex was finalized, detailed examination of all IBRD
borrowers had not been completed, and the figures include some judgments
made on an arbitrary basis. Detailed examination had been completed of

34 borrowers, which account for some 75% of the projected portfolio

in FY87; moreover, they account for some 80% of that part of the portfolio
which has been placed in the highest risk category (I11). By the time of
the Board discussion of this paper, it is expected that a total of 48
reviews will have been completed, including 93% of the total portfolio,
and 94% of the Category |l| portion of it.
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February 3, 1978
TECHNICAL NOTE #6

Statutory Limitation on Lending under
the IBRD's Articles of Agreement

Introduction

The purpose of this note is to consider whether or not it would

be desirable to amend the IBRD's Articles of Agreement so as to permit

a greater volume of lending with a given capital base. The possibility of
amendment was examined in some detail just over two years ago in connection
with a review of the IBRD's capital structure.l! At that time no firm
recommendation was made, and no decision was taken, on the issue of possible
amendment. Instead it was decided to proceed with the Selective lIncrease
and to leave open the question of whether the Bank's longer term capital
requirements should be dealt with through a General Increase, an amendment
of the Articles, or some combination of these steps, supplemented perhaps

by certain selective changes in financial policies.

2 While no formal decision was made, there did appear to be a general

consensus _that amendment of the Articles, if done at all, should be under-

53552_25ﬂ5~553919999¥ to, rather than as a substitute for, a General Capital

Increase. The operative policy question therefore would seem to be whether
or not it would be desirable in conjunction with a General Capital Increase
to amend the IBRD's Articles in order that such an increase might satisfy

the IBRD's capital requirements for a more extended period than would

otherwise be feasible.

1/ Review of IBRD Capital Structure; R75-215 dated November 5, 1975.
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3 | In examining this question it may be useful to take as a starting
point the principal conclusions reached in the earlier review of the IBRD's
capital structure. These conclusions were as follows:

(a) the case for amending the Articles depends upon the economies
which might prudently be achieved in the level of unpaid (or
callable) capital subscriptions. This is so because economies
in the use of paid-in capital caﬁ be achieved without amendment
of the Articles.

(b) when reasonable allowance is made for the value of all the Bank's

assets =-- including its loan portfolio -- it appears that the

—

security provided to bondholders under the present Articles is

more than adequate.

(c) while the level of callable capital required under the present
Articles may therefore be excessive, the low cost of maintaining
the required levels makes it far from obvious that amending the
Articles would be a desirable step.

What is to be Gained by Amendment of the Articles?

L, To understand the first of these conclusions it is necessary to
examine the part of the present Articles which limits the size of Bank
operations. Article IIl, Section 3 (entitled '"Limitations on Guarantees
and Borrowings of the Bank') provides that ''the total amount outstanding
of guarantees, participations in loans and direct loans made by the Bank
shall not be increased at any time, if by such increase the total would
exceed 100 per cent of the unimpaired subscribed capital, reserves and
surplus of the Bank.'' The effect of this provision has been to create a

legal ceiling on IBRD lending.
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5. In theory this ceiling can be raised either by increasing retained
earnings-L/ or by increasing subscribed capital. But in practice the sub-
scribed capital is so much larger than retained earnings that it becomes the
primary determinant of the Bank's legal lending capacity. For instance, once
the Selective Increase is completed, subscribed capital should be approximately
$40 billion, while retained earnings will then be roughly $3 billion.

6. The principal advantage to be gained from amendment of the Articles
is that subscribed capital would not have to be increased as frequently or |
by as large an amount in order to accommodate any given IBRD lending program.
It should be emphasized that the legal ceiling on Bank lending is not directly
affected by the division of subscribed capital between amounts paid-in and
amounts subject to call. There is, of course, a potential indirect effect in
that higher amounts of paid-in capital may lead to higher levels of net income
and of retained earnings (provided there are no offsetting changes in the Bank's
le;ding charges or in its transfers to IDA). But if it were felt that the
present Articles were leading to excessive levels of paid-in capital, this
effect could be avoided without amending the Articles by the simple expedieqt
of reducing the proportion of the General Capital Increase which is to be

paid in. This is what happened in the last General Increase approved in

1960. By agreement none of that increase was paid in, so that in effect

the proportion of total subscribed capital paid in was reduced from 20% to

10%.

y . The real justification therefore for an amendment of the Articles

is that it would permit smaller or less frequent increases in callable capital

1/ The Articles refer to ''reserves and surplus of the Bank'', whereas the

T financial statements show both the Special Reserve and the General
Reserve. For simplicity, the more familiar term ''retained earnings"
will be used in this paper.
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subscriptions. The benefits to shareholders from reduced callable capital
subscriptions are unlikely to be important in a financial sense. These un-
paid subscriptions have not-1ed to any expenditures by shareholders in the
past and, barring unforeseen deve!opménts, should not lead to any expenditures
in the future. Even in the extremely unlikely event that some calls were to
be necessary in the future, it is almost inconceivable that such calls
would be so large as to reach the limit imposed by shareholders' total
uncalled subscriptions. |In other words, economies in the level of total
callable capital would almost certainly not affect the maximum expenditures
required of shareholders.

8. As noted in the Capital Structure memorandum (p.39), the ''cost"
of callable capital cannot properly be assessed only in financial terms.
There may also be associated political and legislative costs. Because of
the scale of IBRD operations, the absolute size of subscribed capital
increase needed under the present Articles to accomodate continue& real
growth in IBRD lending is large. What may be particularly difficult for
governments to accept is not so much the thought that a large capital
increase is required but that such an increase may only be sufficient to
cover the IBRD's capital requirements for a relatively short period of time.
It is in this context that amendment of the Articles might have some
advantages.

""Cost'' of Amending the Articles

9. If the principal benefit from amending the Articles is likely
to be to enhance the political acceptability of IBRD capital increases, what
would be the corresponding ''costs'' of amendment? The Capital Structure

memorandum indentified the primary concerns associated with a change in the
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statutory limit as being its effect on the Bank's standing in financial
markets and its impact on the risk that a call on the Bank's unpaid capital
subscriptions might be required. These are really two aspects of the same
concern, namely the impact on investor confidence.

10. The Capital Structure memorandum explored in considerable detail

the various ways in which the adequacy of the Bank's capital might be assessed
by investors. For present purposes it may be sufficient to recall the main
points which were made, without repeating the detailed analysis. Three aspe;ts
of the Bank's financial position we?e di;tingﬁigﬁea; (a) the extent to which
its liabilities are secured by the claims it has on others; (b) the adequacy
of its net income both in absolute terms and in relation to the interest due
on its own debt; and (c) its capacity to deal with liquidity prbﬁlems gen-
erated by interruptions in the borrowing program.

1. Asset Coverage. The adequacy of IBRD callable capital in relation

to its liabilities (that is, its funded debt plus amounts due to IDA) has
been a subject of concern throughout the Bank's history. In the early days
of the Bank it was commonly assumed that IBRD borrowings could not exceed
the callable capital of the United States without major risk to investor
confidence. Indeed, when the first General Increase in IBRD capital sub-
scriptions was proposed in 1959, the scale and timing of the increase were
determined mainly by the perceived need to increase the callable capital =--
and especially the callable capital of the United States =-- so as to faci-
litate expanded IBRD borrowings. That situation reflected the strength of
the U.S. dollar as well as the fact that the great bulk of Bank borrowings

were then taking place in the United States.
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12 During the 1960s and 1970s the Bank managed to diversify its borrowings
and this, along with the evident increase in the strength of several Industrié]
econcmies other than the United States, made it natur?l to draw the atten-

tion of investors to the callable cap}tal of a larger group of countries.

In FY72 the liabilities of the Bank exceeded the U.S. callable subscription
for the first time. There were no adverse repercussions on the Bank's stand-
ing in financial markets.

13. The adequacy of IBRD callable capital was reviewed by the

Executive Directors in April 19?3.l! The projections made at that time

showed |BRD funded debt reaching.?SZ of the callable capital subscriptions

of Part | countries and New Zealand in FY78. It was suggested that an in-
crease in callable capital prior to that time might be desirable even though

it was thought to be '"almost inconceivable that the value of the portfolio

of loans would then appear so precarious as to make that ratio (i.e. 75%)
unacceptable'' (para. 23).

14, The Capital Structure memorandum once again emphasized the very
generous protection which IBRD bondholders enjoy against erosion of asset
values. On the basis of highly conservative assumptions, the memorandum
concluded that future losses due to adverse economic developments would

almost certainly not exceed 5% of the loan portfolio. 2/ Even [f investors

were to apply a discount factor to the loan portfolio which is much Iarger

than th:s f|gure, the combination of claims which provrde security For

1/ Review of IBRD Financial Policies; R73-55, dated March 27, 1973.
2/ The basis for this conclusion is spelled out in Annex 3 to the Capital
_ Structure memorandum. The most recent review of the quality of the IBRD _

loan portfolio suggests that even with extreme assumptions, losses in
the next decade would not exceed 3.5% to 7% of projected disbursed loans.
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IBRD obligations would still be quite substantial. A follow-up note to the
Capital Structure memoranduml/ presented a table summarizing the various

sources of investor security. An updated version of .that table is shown

below.
Sources of Investor Security: FY79-83 &/
FY79 FY80 FY81 FY82 FY83
Funded Debt & Due to IDA 25.0 28.6 32.8 377 42.5
Claims on "Financially Strong
Countries'
Callable Capital of Part | &
Capital-Surplus 0il Countries 22.6 241 24,1 24,1 31:3
Liquid Holdings 9.1 9.4 9.5 10.0- -+ 10.7
Sub-total 31.7 33.5 33.6 34,1 42.0
Claims on Other Countries
Callable Capital "10.3 11.4 . 11.4 11.4 14.7
Disbursed Loans b/ 21.2 25.0 29.3 34.0 39.2
Sub-total 31.5 36.4 Lo.7 45,4 53.9
Total of All Claims 63.2 69.9 74.3 79.5 35.9

a/ Assumes a General Capital Increase of $35 billion with subscriptions
taking place in FY83-85. Other assumptions are as in Table Al.
Financial and Operating Data Book.

b/ Disbursed loans include some claims guaranteed by Part | countries.

/

On the basis of these figures there would seem to be no reason to modify

the previously stated conclusion that levels of callable capital implied
e —

by continued application of the present Articles provide ''more than adequate'!
£ SER I ol bkl W el ol i ameraell, s

————

e ——————

protection to bondholders.
——— e —

————

1/ IBRD Capital Increase; R75-215/3, dated December 23, 1975
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15. Interest Coverage. The Capital Structure memorandum also examined

the implications of alternative capital structures for the adequacy of |BRD
net income. Although the adequacy of income is an important aspect of the
Bank's overall financial position, it s not directly relevant to the ques-
_tion of possible amendment of the Articles since, as noted in para. 6,

it is paid-in rather than callable capital which directly affects net income.

16. Liquidity Position. Even if one accepts the proposition that the

level of callable capital required by the present Articles of Agreement is
more than adequate in terms of asset coverage, investors will also want to
avoid the uncertainty and possible adverse market performance of IBRD bonds
which could be triggered by a call on the unpaid portion of members' capital
subscriptions. As noted in the Capital Structure paper (para. 100):
The major threat which could force a call on the Bank's unpaid
= capital subscriptions is an inierruption in the Bank's ability
to borrow. This could arise either because of a loss on loans
or because of a temporary drop in net income. The real risk is
not that the primary events will impair the Bank's ability to
meet its obligations, but that the market will overestimate the
negative consequences of the events and refuse to support con-
tinued Bank borrowing on reasonable terms.
Callable capital is important in relation to this sort of risk because of
its impact on Investor confidence. The more that investors regard the Bank
as effectively a government guaranteed institution the less likely it will
be that adverse events may produce a cumulative and self-reinforcing loss

of investor confidence. The great virtue of callable capital as an index
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of government support is that it is clear and unambiguous; its meaning and
value can be immediately grasped by investors who may otherwise be ignorant
of the Bank's financial strengths.

17, In contrast to the relative simplicity of callable capital pro-
tection, it is quite complicated to measure satisfactorily the Bank's internal
capacity to avoid a liquidity crisis or to deal with one should it arise.
The essence oflthe issue is that the Bank does not fully fund its undis-
bursed commitments. In other words, at any point in time the sum of

Bank liquid holdings and cash inflows projected for the following three
years will be less than the cash outflows (mainly for disbursements and

debt service) projected for the same per?od.l/ In normal circumstances

this difference ié readily financed by new Bank borrowings. The risk

arises because this new borrowing is not absolutely assured. _

lé: Clearly, there is some trade-off between dealing with ligquidity
risk by maintaining generous levels of callable capital and dealing with it
by maintaining more complete funding of undisbursed commitments. To take

an extreme example, if the Bank were to fully fund undisbursed commitments,
or if the capital-exporting countries were to underwrite future IBRD borrow-
ings to the extent required to bridge the gap between actual liquid holdings
and full funding,gf then it would be unnecessary to maintain a high level of
callable capital in order to protect against a cumulative and self-reinforcing

loss of investor cenfidence.

1/ The present liquidity policy provides that liquid holdings should always

be at least 40% of ''borrowing requirements' (i.e. the difference between

projected cash inflows other than borrowing and projected cash outflows)

over the next three years.

2/ The gap between actual liquid holdings and full funding will depend upon

T the corrective action which the Bank takes in the event of a liquidity
crisis. For example, part of the disbursements projected for the next
three years are due to commitments which have not yet been approved and
are therefore subject to control. gl
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19. Indicator of Shareholder Support. Apart from the ''gquarantee'’

role played by callable capital, there is also a vitally important psychologi-

: : <
cal aspect. Few things would be more damaging to the Bank's standing in

financial markets than the impression that amendment of the Articles was

———— e e N P ————— - — e
e ———— et e

being undertaken to qualify or limit the commitment of member governments

——

to the continued operation of the Bank or that this amendment was only the

T ——

first of a likely series of reductions in callable capital coverage. It is

the danger of m:s:nterpretat:on of th:s sort whlch underlies the consensus
e — e e

referred to earlier; namely, that amendment of the Articles should be under-

—

taken in the near term, if at all, only |n comblnatlon wlth a Generai

P - e i

Capital .Increase which is sufficiently large to demonstrate the strong
support of governments for the Bank. Another advantage of combining
amendment with a major capital increasé is that it could help keep bond-
holders from feeling that the protectioﬁ described in IBRD prospectuses

was being unfairly withdrawn. Since the possibility of amendment to the
Articles is clearly set forth in the prospectus, there is no sound legal
basis for bondholder complaint. Irrespective of the legal situation,
however, it would be important to minimize the possibility of negative
investor reaction.

20. To sum up, the ''gains'' of amendment would appear to be small if
one focusses either on asset coverage or on the Bank's income position. The
impact of amendment on tﬂe liquidity risk which the Bank faces is much more
difficult to assess. A high level of callable capital is one way == but
certainly not the only way -- to guard against a cumulative and self-
reinforcing loss of investor confidence. Finally, the ''costs''of amendment
would be unacceptably high if there were any significant chance that such
action could be misinterpreted as indicating lack of strong shareholder

support for the institution.
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Is Amendment Desirable at this Time?

Vs Because a decision regarding the desirability of amendment must
take into account such changeable elements as the political environment
legislative tactics and the strength of investor confidence, the balance of
advantages and disadvantages may shift over time. But in the circumstances
as they exist today, there would appear to be a reasonably strong case for
not proceeding with amendment of the Articles. The case rests on a number
of factors which may individually or in combination make it particularly
important to maintain exceptionally strong investor confidence in the Bank
over the next few years. The first such factor is the widespread investor
concern about the indebtedness of developing countries. Whether this
concern is well-founded or not, it cannot bﬁt have an influence on inves-
tors' perceptions of the quality of the Bank's loan portfolio. Thus, the
next two or three years are not likely to be a favorable period for trying
to persuade investors to reduce their reliance on callable capital as a
source of security and to increase their reliance on other Bank assets.
22. Secondly, the expansion of IBRD operations in the past few years
has resulted in a fuller utilization of its capacity as a financial inter-
mediary. In consequence, certain of its financial ratios (e.g., reserves
to disbursed loans; interest coverage) have shown downward trends. Our
projections show, however, that most of the key ratios stabilize in the
next few years, but of course investors quite properly look not at what

might happen in the future but rather at what has happened in the past.
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23, Third and finally, IBRD borrowings are projected to grow quite
rapidly in the next few years. Achievement of these borrowing objectives
will require increased penetration of traditional markets, a task which will
be easier if the Bank not only is strong financially but is able to demon-
strate this strength both clearly and simply. Moreover, the liquidity risk
associated with interruption in Bank borrowings has as a major component s
the fear of investors that a resumption of vigorous private loan demand in
industrial countries may lead to a competition for capital which will be
resolved not by market forces but rather by restrictions on IBRD access to
funds. As experience accumulates to show that this fear is unjustified,

it may be expected to fade in importance. For the moment, however, it continues
to be a factor to be reckoned with.

24, In Tight of all these circumstances existing at present, it seems
preferable to avoid any policy decision which might call in question

investors' traditionally strong confidence in the Bank.
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February 15, 1980

Mr. McNamara:

re: Role of Field Offices

i 2= Late last year you mentioned in the PMC that you would like
to have a review of the above subject in CY 80 when Bruce Rohrbacher
came on board.

2 We have now looked into this subject and drafted TOR for a
possible study but we feel that to undertake a meaningful review of

the field structure before more basic outlines of what is ahead for

the Bank as a whole are available, is likely to be counter-productive

and maybe dangerous. A full field office study could have a potentially
sweeping impact on the Bank overall, also, to undertake it we would have
to make some broad assumptions about the future direction of the Bank and
I would not like to formulate these in isolation in the Administrative
complex,

3. While we were in the process of formulating an approach to
the field office item, the structural adjustment focus of additional
future operations surfaced and also the Brandt Commission's paper, the
latter raising the broad issue--to be investigated--of "providing
greater decentralization of the management of the Bank's operations”.

4, All this, I think, gives even more emphasis to the need for
seeing the field structure as well as the decentralization issue as
elements in®larger overall effort to study the Bank's future program,
approach, structure and processes. This would entail a carefully orches-
trated undertaking throughout and with the cooperation of large parts of
the Bank,

Se However, you may feel that there are obstacles to the launching
of such a broader study at this time or you may feel that you are committed
to inform, for example, the Board on segments of it before such broader--
but nevertheless essential work--could be reasonably completed, I would
appreciate it if you could meet with Bruce Rohrbacher and me to have your
views on this entire matter.

Martijn Paijmans

P.S. In case you would like to see them, I am attaching a copy of the
draft TOR mentioned in paragraph 2 above.
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sector, a numbex of members spoke about the Bank'

(a)

(b)

(c)

N\

DRAFT
BWRohrbacher:cfa
January 28, 1980

TERMS OF REFERENCE

OPD Study of Role of Bank Field Offices
(Project Brief OPD 25)

Client: President

‘bQ:ing mid-1979 Board discussions of the/budget and the education
field offices.

Most of\the speakers encouraged the President to consider
establishing more field offices and /to broaden their role.

Most of the speakers indicated the¥ felt that both the
borrowers and the Bank could benédfit from increased on-
site Bank presenceé—-borrowers argely from the added help
they might receive im the foym of on-the-ground technical
assistance, and the Bank lafrgely from closer project
supervision and relief f} m the burdens on the Headquarters

staff that growth has b ugh; and is expected to continue

to bring.

Most of the speakers indicated ;he desirability of decen-
tralization, but few were clear on whether that meant simply
more field responsibility for additional activities of the
project cycle or,/more broadly, for dispersion of authority
to make decisiops now made by the Headquarters staff and

Board. //
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(d) None of the speakers indicated specifically the time frame
within which potential new roles for the field should be
/
considered\énd none of the speakers offef%d any opinion

on the adequacy or inadequacy of the present written policy

of the Bank relative to establishment/ of field offices.

(e) Only a few of the speakers touched/on the broad implications
of decentralization and added fi¢ld decision authority and
their relationship to\khe Bank!s overall organization
structure, lending approach,/decision-making processes,

and costs.

2% The President, in his rdsponsés, touched on the implications of

decentralization and potential field growth\on the Bank's present approach,
structure, and processes. Thpgs, it seems czéhr that he sees the problems

as an extremely broad-guag one and the time ffﬁme as long term.

Study Objective

3. The basic objectives of this study are to:

(a) examine the potential 10nger—te§?_fg}es of field offices
%‘E ;;2’1_1\/

within the context of of the Bank in the
AA..M__J-’/ -
19808A e change i i 0 require
__ip_the-Bank's—approach;—structure,-and_processest

(b) To block out the functions and broad structure of future
field offices and to develop guidelines for when and where

they should be established.




Study Design

4, The study will start with a fact-finding phase. It will include
the assembly of the most up-to-date information now available in Headquarters
on the number, location, size, and cost of existing field offices as well as
on current plans for adding new offices and for expanding, reducing, or dis-
continuing existing offices. This phase will also include interviews with
responsible Headquarters personnel and reviews of available documents to
determine present responsibilities, authorities, functions and activities of
existing offices. In short, this phase will provide a profile of the field
as it now exists and is currently planned.

3 The next phase will be to assemble from documents and through
interviews a picture of how the Bank's programs, activities, approach,

structure, and processes are likely to change in the 1980s.

ing group should be established to help OPD e working group

should include, at a minimum, representatives from Operationms,

DPS, PAB, and PMD. The help in this stage to ~9¥D‘£Q_EEEEE£izi;:fe
information Sources of information and, once assembled, to help judge i

6. The third phase would be aimed at developing hypotheses about the

future roles, structures, functions and authorities of field offices. -HeTe™
awwmm
would be_called upon for extensive help in formulating—the-hypotheses. Likely,
there would be déveloped a number of "models" representing a range of the types

and sizes of offices that the Bank might have in the future, together with an
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indication of the functions, responsibilities, authdrities, and staffs each * ;Z&T:??::l#‘f

might have.

1s The fourth phase would be designed to test the hypotheses. A
sample of field offices would be visited to help prove or disprove the
validity of the hypotheses. Bank personnel in the Lield as well as officials

of borrowing governments would be consulted. _ ropriate, a number

—————

-"—“‘Bank“EkEbﬁfi5E#ﬁ{;E&tors would also be terw

F

0

8. fifth phase would be th
1 > o/ LY (B

I -H\F":.—\,J—_p/fll A - Cornat?®\

ment of conclusionsA

> 5 e m

Conceivably, this effort could result in agreement on specific recommendations

analfjiﬁ of/field findings and develop-
le 7/

) “b‘¥-*=b-v-

for the future. More likely, however, it would require development of broad
guidelines and alternative sets of assumptions on Bank growth, lending approach,
overall structure and processes under which the guidelines should be applied in
varying combinations.

9. After presentation of the conclusions to the President in this sixth

phase and to others he might wish to involve, a report would be prepared which

he Couldkusm—h—is—&ﬂm to the Board.

] »
10. Finally, depending oqLBnazé—teaggign, various implementing documents

(e.g., policies, organization and functional statements, delegations, operating

instructions, personnel statements, administrative guidelines) would be developed

during this seventh phase.

Staffing

11, For the first phase of the study (paragraph 4 above), a three-man

team should be assembled:

£
/ S,
¢ ) _I/‘ff 4 ——

il
R

/
i

ll



(a) The Director of OPD;

(b) An OPD Senior Management Consultant; and

(c) The AQP Field Coordinator,.
This team should be helped to the extent necessary by PAB, PMD, and the Regions.
12, In-§ubsequent-phasesy—the working group-referred-to in paragraph—5-
-should-be-edded—to_the study team. From the second through the sixth phases,
the Field Coordinator would need to be only minimally involved. However, he
would be expected to play a major role again in the seventh and final phase.
In fact, it might be appropriate for him to take over lead responsibility from

OPD at that time.

13. At present, the timetable for this study is tentatively as follows:
Phase 1 - 2 months\\ A; //
Phase 2 - 2.5 months ) { i
Phase 3 - 2 months é / o
Phase 4 - 1.5 months
Phase 5 - 2 months
Phase 6 - 2 months
Phase 7 - Indefinite
14. OPD's Senior Management Consultant would be expected to be full time

or near full time throughout the first six phases, and possibly through the
seventh irector of OPD would expect to devote half to three-quarters of
his time mnh%hasefig_ two~through six and approximately one-quarter in phase one

working group membepd' involvement is dlf::jjipyto predict at

It would depend sozwhat on the individuals and” the number of them.

and seven.

this t
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However, it would not seem unreasonable expect 157 of their time in phase

two, rising to two to three times thap percentage in phases three and five,

and dropping back again to 15% in phase\six. Their involvement in phase four,

if any at all, would be subject’to their availability.

——




THE WORLD BANK

oy 1 .
T et
e



- . Mg D \_rlf ; e
;" )‘T 'Q-( oA )'j;\f‘l/‘}"\; ..r*he-"/k 221?./

BRANDT COMMISSION PROSPOSALS OF PARTHCULAR RELEVANCE-FO-THE BANK
)\
/

A. Increase in the Volume of Resource Flows from the Bank

, 4 1. Amend the Articles of Agreement to change the Bank's gearing
ratio from 1:1 to 2:1 which would raise its borrowing capacity
to $160 billion.

) /' 2. Use of Bank's guarantees for improving developing countries'
access to capital markets and facilitating recycling of private
flows towards LDC development.

/3. Greater co-financing by the Bank. ™’ i~ Z*ﬁ'

L pd ¢ B, (.anges in Bank's Lending Policies

. _~Y Lk, A substantial increase in financing of exploration and develop-

ment of energy, including the development of renewable energy

” resources.
| ;;2 wr \5. Expansion of program lend’ng by the Bank, to provide additional
'1;:,’ f?;.f; flows if possible.
C. Emergency Measures of Interest to the Bank
widy s 6 A program for alleviating poverty in the poverty belt of Asia
- and Africa: Annual capital requirements $4 billion.
7. A program for increasing food and—agricuttural cutput in

/'a$aﬂr;‘ developing countries: annual outlay $8 bill}on.
vif;giifﬁhﬂk—ﬂ. ising~co-f inan o $50-60 bi nnually by 1985.

D. Suggestions for Increasing the Flow of Resources to the IFls

/9. An international system of universal revenue mobilization based

e

on a sliding scale related to national income, in which European

“and developing countries - except the poorest countries = would

{ = s

participate. | e “

"
,,,,,,




12.

Adoption of specific timetables to fncrease ODA from industrial-
ized nations to the level of 0.7% of GNP by 1985, and to 1%
before the end of the century.

Introduction of automatic revenue transfers through international
levies on some of the following items: international trade,

arms production, exports of selected goods, international travel,
global commons especially seabed minerals.

Establishment of SDR link with development assistance.

E. Changes in the Bank's Structure

¥ 13

Greater decentralization of the management of the Bank's opera-

tions.

[ Je L
ﬁjga-:f 4. Gregter partlcipatloq of the staff from LDCs in Bank management.

XY, 15

(o 7 [
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" Changes in the voting structure to provlde greater role to LDCs

in policy decisions.

F. Other Institutional Proposals that would Affect the Bank

v 16.

]?-

PPR
2/7/80

Consideration be given to the - reation of a new international
financial institution - a World Dévelopment Fund - with universal
membership and evenly shared control over decision making, to
supplement existing institutions and to diversify lending
policies and practices.

Setting up of a food financing facility.

Setting up of a facility for the development of minerals and
energy.

Strengthening of Regional Banks.
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BRANDT COMMISSION PROPOSALS RELATING TO THE WORLD BANK

TO BE REVIEWED BY THE EXECUTIVE DIRECTORS

Proposal

Change the Bank's present
"gearing ratio" ,, so as
to raise its lending
capacity.

Use the Bank's guarantee to
improve access of developing
countries to capital markets.

Provide for greater co-financing
by the Bank.

Substantially increase Bank
financing for exploration and
development of energy resources.

Set up a new facility for
financing the development of
minerals and energy.

Expand Program Lending by the
Bank.

Examine the possibility of the
Bank's refinancing export credits

for capital goods.

Plan to effectively utilize the

increased borrowing capacity of the

Bank resulting from the recemt
doubling of its capital.

Abstain from imposition of political

conditions on operations of the
IFIs.

Develop an action program to reduce

absolute poverty in the poverty
belts of Africa and Asia during
the 1980s.

Primary Responsibility for
Drafting Memo to Board

Submission of Draft
to President

}wLﬂfy%;

'.} And sy

t: Foond

Finance VP

Finance VP

Bd. Memo of 2/19

Oper. VP

(Rovaniﬁ—"‘ {%)

%per. VP
Board Memo
of 2/5

Finance VP

Finance VP

VP External
Relations

Oper VP

A.TJF{LwZ;B

6/15

“?/r{
8415

10/30

5/30

5/15

6/15

a/ The ratio of receivables to capital, as prescribed by the Articles of Agreement

¢

4

)!/;)

s

.Pf)ﬁqhd ﬂyﬂ{‘7 442
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12.

13.

14.

15-

16.

17.

e 9

Primary Responsibility for Submission of Draft
Proposal Drafting Memo to Board to President
Develop an action program Oper. VP 7/30
to increase food output in (Baum)

low-income, food-importing
developing countries during
the 1980s.

Analyze the likely debt and Finance VP 6/30
debt servicing problems in

various categories of LDCs and

the capacity of existing private

and public institutions to meet

these needs.

Define the role of the surplus Finance VP 6/30
countries in financing the
adjustment problem of developing

countries.

4,5
Provide greater decentralization VP Administration HT /
of the management of the Bank's (Rohrbacher)
operations.
Provide greater participation VP Administration 7/30
of LDC staff in Bank
management.
Provide borrowing countries a General Counsel and 8/30
greater role in the decision- Secretary
making process in the Bank. (Rohrbacher)
Consider the creation of a new Finance VP 12115

international financial insti-
tution - a World Development
Fund - to supplement existing
institutions and to diversify
lending policies and practices.

Procedure:
1. All papers will be reviewed by the Finance Committee before they are
submitted to the President's Council, after which they will be sent to
the Board.

2. Policy Planning and Program Review will review and comment on individual
papers before their submission to the Finance Committee.

2/13/80

v
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FROM:

SUBJECT:
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Mr.

WORLD BANK / INTERNATIONAL FINANCE CORPORATION

OFFICE MEMORANDUM

Robert S. McNamara DATE: February 11, 1980

Mahbub ul Haq, Director, PPRQ+A~

Brandt Commission Proposals

Attached is a list of Brandt Commission Proposals to be

reviewed by the Board. Proposal no. 9 about IDA replenishment was not
discussed at the meeting with you last Friday but | have included it
since it has important policy implications for the Bank.

The departmental responsibilities and completion dates indicated

in the attached list are highly tentative and represent my own suggestions
at this stage. No time was available to discuss these with other depart-
ments.
dates may shift after further discussion, especially in respect of the
individuals who would be able to write these policy papers.

It is quite likely that some of the responsibilities and proposed

The attached proposals have been cleared with Mr. Chenery.

After your approval, they will be circulated to the Finance Committee
for a preliminary discussion at the meeting scheduled on February 12.

Attachment

cc:

Mr.

Chenery
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BRANDT COMMISSION PROPOSALS,TO BE REVIEWED BY THE,BOARD- &
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-~ Re
Primary aborating
Proposal Responsibility ept.(s)

,%. wane P
Change Bank's present gearing ratio so as to PPR
raise its borrowing capacity.

Ciname  YIP
Use Bank's guarantees to improve access of %% AB
developing countries to capital markets. “@aco) (Ikram)

BA 72,
Greater co-financing by the Bank. M’} R
(Jacob)

P VF ;

minerals and energy.

Ty V),

§R

Expansion of pregram lending by the Bank to “ A
finance structural adjustment in developing q /) )7({ - (
countries.

e ';
P “""‘-,‘/F IFC

Possibility of Bank's refinancing of export

credits for capital goods. ( ) (Richatdron)
1
|
Effective utilization of increased borrowing zgaaurei
capacity of World Bank resulting from recent

doubling of its capital.

Abstaining from imposition of political Wﬂ‘ 3
-

conditions on operations of the IFls.

—

ning of thé-replenishment period.

G Y
Action program to reduce absolute poverty in Region
the poverty belts of Africa and Asia during I\AE ut)
1980's.

Qpe, VP
Action program to increase food output in low- ~ AGR
income, food-importing developing countries Burkl) (Donaldson)
during the 1980s. }'.'

Analysis of likely debts and debt servicing
problems in various categories of LDCs and
capacity of existing private and public
institutions to meet these needs.
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Oct. 30

May 15

July 30
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Responsibilit
Primary Co abofating
Proposal Responsibility pt.(s)
fw; V F
Role of surplus countries in financing adjust- EPD
ment problem of developing countries. )
\J v /J'\*' =
Greater decentralization of the management of
Bank's operations. ( bacher)
Greater participation of LDC staff in Bank VP M'”‘"““
.sentor management. m’
Provide borrowing countries a greater role in 4
decision making process in the Bank. ri ),ﬂ’f‘
Frramet
r

Consider creation of a new international
financial institution - a World Development )
Fund - to supplement existing institutions

to diversify lending policies and practices.
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3 i\’\bow inventery will be updated by PPR on the first of every month and
circulated to the President's Council for informationm.
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Submission to
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