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FINANCING OF THE INTERVATIONAL BANK

FOR RECONSTRUCTION AND DEVELOPMENT.

The International Bank for Reconstruction and Development proposed
at Bretton Woods and now being discussed in Congress will be the largest
borrower, apart from the United States Government itself, ever to enter the
Amorican capital market.. Although its capital of 9.1 billion dollars will be
subscribed by the member governments, only a small part of this will actually
be used for thc Bank's own lending operations. DMost of it will be kept on
call as a safcty fund t6 secure loans floated in the market under the Bank's
guarantee or under its own name. The bulk of the funds actually employed will
thercfore come from private invcstérs, the purchascrs of the sccuritics guar-
antced or issued by the Bank. The aggregate obligations of the Bank = including
guarantees = may thus eventually reach 7 = 9 billion dollars. This will repre-
sent a financing job of spectacular magnitude.

The decision to let private enterprise do most of the financing,
instead of putting the job in the hands of governments, is an important one.
Investo;s will be given a chance to participate in international lending
through high-grade, though not completely riskless, media. The somewhat more
attractive yield of the new securities should be a welcome relief, particularly
to institutional investors, from their recent diet of 2 1/2 per cents. For the
securities industry the job of distribduting the Bank's obligations, perhaps as
much as 2 billion dollars a ycar, represents a real challenge as well as a
source of legitimate profits.

This paper will deal with the methods which the Bank may adept to
finance itself, wifh the investment characteristics and soundness of its sccur=
ities, and with the arrangements to be made for their distribution. To begin
with, we shall survey the various sources of funds upon which the Bank may

draw for its opecrations.
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I. Sources of Funds.

The Bank's authorized capital is 10 billion dollars, of which 9.1
billions are to be subscribed by the forty-four nations represented at Eretton
loods, each in its own currency, while the remaining 0.9 billion are left for
allocation to new members. Of the amount subscribed by each nation only 20
per cent is to be used for the Bank's loans, the remaining 80 per cent being
held in reserve as a safety fund. The reason for limiting the use of the.
Bank's own capital in this form is (aside from the general purpose of deferring
to private investments) that most of the member countries are in no position to
engage in much long=term international lending. Most of the loans will have to
come from a few countries capable of exporting capital, chiefly the United
States. The subscriptions of the other nations exist mainly to be drawn upon
in case something should happen to these loans. A few eountries, in other
words, will be deoing most of the lending, but the risk will be shared by all.

1. Freely Available Funds. Very probably, even the 20 per cent

quota of each country's subscription will frequently not be available for
direct loans except for a small amount of 2 per cent which members must con-
tribute in gold or United States dollars. Many countries will not be able to
afford even very limited capital exports, and to protect them the statutes
provide that this part of their subscription cannot be used without their
consent. Only the United States, Canada, and perhaps a few other ceuntries
will be able to give this consent frecly in the immediate postwar period.
Others probably will do it only in special cases, if at all.

It may roughly be estimated, thecrefore, that in its early stages the
Bank can only count on something like 1 billion dollars to be available for
direct loans out of its total 9.1 billion capital, consisting of 20 per cent
of the American subscription (635 million), the 2 per cent gold contribution
of the other countries (118.5 million), and perhaps 20C=3C0 million out of the

dircet loan quotas of a few other countries. The lastenamed figure may increase
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as more countries reach the point where they can permit capital export and as
some of the financially strong ﬁeutrals join the Bank.

While this freely available fund of 1 billion is small relative to
the potential lending power of the Bank, its importance will be great. OSome
time may elapse before the market becomes sufficiently familiar with the secur-
itiss issued or guaranteed by the Bank to permit their flotation on the scale
required by the Bank's operations. During this period the Bank will have %o
rely upon its free funds for part of its loans. ILater the Bank might gradually
refinance these loans in the market, pulling out its own funds. At all times
there may be some loans which would benefit from a little seasoning in the
Bank's portfolio before being offered for public subscription, with or without
the Bank's guarantee. There may also be some loans, certain types of stabil-
ization loans, for instance, which it would not be convenient to finance
through either public offering under guarantce or through debenture issues.

In both instances the free funds will come in handy. Finally, these funds
could be used to make loans during a depression, when the market's willingness
to absorb large blocks of the Bank's obligations may be limited. At that time
they could also be employed to stabilize the market for the Bank's obligations
and perhaps to take care of defaults. The possibility that in a depression
the Bank may have to rely rather heavily upon its free funds suggests that
they should be used sparingly whenever money can be raised in the market and
that, once engaged, they should be pulled cut and put back into liquid form
as quickly as possible.

2. Funds Raised in the American larket. Mach larger than the funds

freely available out of subscriptions will be the amounts to be raised in the

open market. The securities to be issued may consist of direct cbligations of
foreign borrowers floated with the guarantee of the Bank or of the Bank's owm

obligations = debentures = the proceeds of which would be employed by the Bank

for its lending operations. The Bank could also borrow in some form other than
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through security issues = from commercial banks, for instance = but debentures
would probably be the most convenient instrument.

The sum total of guaranteed issues and debentures may go above 9
billions, since the Bank's aggregate commitments » loans out of capital, loans
out of funds raised through debentures, and guarantees = dre permitted to equal
its unimpaired capital, surplus, and reserves. If a substantial volume of loans
is made out of the Bank's own free funds, the amounts that can be raised in the
market are correspondingly reduced. Since the United States will be the
country best fitted for internaticnal lending and will proabably have the
lowest interest rates, the bulk of the securities will undoubtedly be floated
in this country.

Tho are to be the American buyers of these securities? In the first
place, the Bank's debentures and guaranteed issues should appeal to individuals
looking for fairly high=grade material with a yield better than government's
or AAA corporates. These investors, however, could hardly supply all the funds
that will be needed. The big market to be tapped is that of personal trust
accounts, commercial and savings banks, insurance companies, and other insti=-
tutional investors. Assuming that the intrinsic quality of the securities
warrants their purchasc by these investors (some evidence on this point will be
prescnted later), the question arises, therefore, whether the securities would
be "legal investments" or othermrise admissible.

The situation in this respect is somewhat complicated, for conditions
vary not only as between diffcrent groups of institutional investors, but also
from state to state. Security investments of commercial banks are subject,
in general, to the regulations issued by the various supervisory authorities.
Savings banks in New York State are guided by the so-called legal list publish=
ed by the Superintendent of Banks; the Banking Board has fairly broad powers
to add to the list securities not otherwise eligible. At present there are no

foreign securitics on the "legal list," not even Canadian. Investments by
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fiduciaries in New York are limited to substantially the same securities as
savings banks, unless wider powers are provided in the individual trust instru-
ments Insurance company investments, apart from statutory limitations, are
subjcet in some cases to certain diseretionary powers of the supervisory author=

ties. In general, therefore, interpretations or amendments of present regula-

tions and statutes will be required for most of the institutional investor
groups if they are to become significant purchasers of the Bank's securities.

It is to be expected that the necessary actions will be taken, so as
to permit such investments within redsonable limits, sincec they clearly seem to
be in the interests of these groups. In the case of commercial banks, a ruling
would probably Be required by the Comptroller of the Currency, supplemented by
appropriate action on the part of state supcrvisory authorities. As to sav=
ings banks and fiduciaries in New York State, the Banking Board may have
sufficient authority to include the Bank's sccurities in the legal list, In-
surance companies in New York might, in certain cascs, be allowed to purchase
small amounts of the Bank's securities and in particular might acquire issues
guaranteed by the Bank if the Superintendent of Insurance feels justified in
declaring the issucs to be "amply sccured"; beyond this, however, legislation
probably would be required.

These readjustments obviously will take time. As soon as the Bank
is established, thercfore, it will be necessary to urge the various authorities
to take the required action. This process probably could be helped aleng by
interesting the various investor groups in the opportunities open to them if
the securities are made legal.

3. Government Subscriptions. In addition to individual and institu=

tional investors, there is the possibility that agencies of the United States
Government, such as the R. F. C. or the Export=Import Bank, might purchase the
Bank!s securities. This may be of particular importance during periods of

depression when the capital market may not be receptive to the Bank's sccurities.
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Although it is not likely that the supply of investment funds will dry up
completely at such times, the amount of securities that can be placed might
become greatly restricted, particularly if conditions abroad should detcriorate
and the Bank be caught in a number of defaults. It is important that the Bank
be able to continue its operations during such periods in order to avoid the
abrupt cessation of foreign lending which so greatly aggravated international
financial problems at the start of the last depression. Since foreign lend=
ing outside the Bank will undoubtedly fall off again when the first postwar
depression strikes, the Bank may even find it advisable at that time to
intensify its own operations, = to operate, in other words, "anti=cyclically."
Unless the Bank by then has cstablished an cxtremely high credit rating, some
support by Government agencies might become necessary.

Tt might be argued that if the American Government engages in
forecign lending, it should do so directly and with full control over the con=
ditions of the loans, rather than through the Bank, whosc decisions are,
in part at least, determined by foreign countries. In doing so, however, the
American Government would forego what is the main advantage of the Bank:
the distribution of risk among all members. The question is whether the gain
in control is worth morc than the spreading of risks. In general, it seems
that fairly adequate control over the use of American money can be achieved
oven when loans are made through the Bank. No dollar loan ¢an be made or
guaranteed without the consent of the Ameriean Dircctor on the Board of the
Bank, and his general bargaining position would of course be greatly
strengthened if the American Government were the sole investor willing to
take the loan. A good case can therefore be made for letting the American
Government make foreign loans through the Bank if private offerings are
unsuceessful, once it has bteen decided that loans by the government in one
form or another are necessary.

It is important that, under the terms of the enabling legislation
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now before Congress, a loan to the Bank by a government agency
would require Congressional approval, Presumably this means that
approval would also be required if a government agency wanted to
purchase securities issued by the Bank immediately upon offering.
It is not quite clear whether or not purchase of securities al-
ready outstanding in the market would likewise have to be approved.
Neither is it entirely clear whether there is anything in the in-
junction upon loans by government agencies which would bar the
latter from purchasing securities guaranteed by the Banke The
purpose of inserting the injunction undoubtedly was to reassure
Congress that the American Govermment would not invest more in the
Bretton Woods institutions than Congress had originally authorizcde
The manner of its phrasing, however, scems to leave open a loop=
hole through which the Government might render indirect assistance
te the Bank which would have virtually the same effect as direct
loanse

4be Sccurities Floated Abroads It appears unlikely that

substantial flotations of the Bank's securities could takc place
outside the United States and Canadae Some of the European neu=
trals, after gaining admission, might offer a fairly good market
for the securitiecs, but Britain, France, Holland, and most of thc

other countries which in the past engaged in foreign lending will

be able to afford capital cxports at best on a very modest scale,
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Morcover, in so far as any of these countries should be willing to
permit capital exports through the Bank, they will probably prefer to have the
loans made out of the 18 per cent quota resecrved for this purpose, instead
of tihrough a flotation of securities in their markcts. The rcason for this is
that whenever the Bank makes a loan out of its own capitel, it gives the
borrower the currency of the country where he has decided to spend the procceds
of the loan. If a borrower, for instance, wishes to acquire British railroad
equipment, Britain can supply this on credit by permitting the Bank to give
the borrower sterling funds from the British subseription. In that way, while
Britain would not receive gold or forcign exchange for her equipment export,
she is certain ot least thet the eapital export cannot dircetly lcad to a loss
of gold and exchange through withdrawals by the borrower. When securitics
issued or guarantced by the Bank arc floated in the London markct, on the other
hand, the statutes of the Bank provide that the borrower may spend the proceeds
wherever he wishes. He may, for instance, convert them into dollars and buy
hrmerican equipment, thus draining away Britain's dollar rcsources. A4S 2
means of protecting her exchange resources, thercfore, it will gencrally be
in Britain's intorcst-to let her ecapital exports through the Bank take the
form of a loan out of the 18 per cont quota, rather than of a flotation of
sccurities.

Neverthcless it would be very desirablc to make at least token
flotations of a large variety of issues in the largest possible number of
countries. If the Bank should be forced to make ealls on the subscriptions
of its members in order to mect defaults, a political outery might be raised
to the effeoet that the members werc being called upon purcly to bail out
American investors, unless a certain amount of securitics were held outside
the United States. Although the obligation of the members to meet calls is
quite unambiguous, political pressure might be brought to bear on the

respective governments to stall on their obligations. The best way of avoiding
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this would be to sprcad ownership of the Bank!s securities over a sufficient
number of countrics,

II. Debentures or Guarantecd Issues?

From the discussion of the potential buyers of the Bank!s securities,
we now turn to the securities themselvese, The main question is whether it is
preferable for the Bank to operate primarily by guaranteéing issues which are
being floted by various borrowers or whether it should itself borrow by issuing
debentures and lend out the proceeds for its own accounte In public discussions
of the Bank, emphasis has been placed mainly upon guaranteed issuese It is be-
coming increasingly plain, however, that the debenture method has a number of
advantages over the guarantee procedurce These advantages, in fact, are so con=-
siderable that certain special merits which guaranteed issues do possess may not
receive adequate attention, The advantages of the respective methods arc listed
below, beginning with the debentures,

as Control over use of fundse The debenture method gives the

Bank better control over the use of the loan by the borrowers
When the Bank makes a dircct loan, whether out of capltal or
from funds raiscd with debentures, it opens an account against
which payments arc made in accordance with the specific purposes

of the loane In the casc of a guaranteed loan, thec borrower

will probably receive the procecds directly from the underwriter,
The Bank, therefore, is unlikely to have the samc close control,
in spite of the clause requiring it to make arrangements to cnsurc
the proper use of the funds,

be Gradual disburscments In the case of a loan financed with

debentures, the Bmk will disburse funds gradually, as they arc

ncedcde The borrower, thereforc, saves interest on the un-

used part of the loan.




10

ce Blanketing of small loanse Since the loans made or guaran-

teed by the Bank, with some_exceptions, are to be for specific pro=-
Jjects, there will be a good many small loans which would not warrant
a public issue. The most convenient procedure for the Bank would

be to float an issue of debentures to obtain funds for an entire
series of small loans.

de Management of liabilities. The Bank would find it easier

to manage its liabilities, with & view to convenient maturities,
call features, etc,, if these liabilities consist of its own direct
obligations than if they arc contingent liabilities in the form of
guarantees,

ce A homogeneous debte The guaranteed issues of relatively

strong and weak debtors would probably not sell at the same prices,
gince the market will evaluate them on the basis of the goodness

of the obligor as well as on the strength of the guarantee, Such
differcntials might be embarrassing to the Bank precisely because
they would mske it obvious that its guarantee is not sufficient to
give all guaranteced issues a uniformly high ratings They might
likewisc be enbarrassing for certain debtors on whose credit stand-
ing they might secm to cast an adversc reflcctions The issuance of
debentures would eliminate this difficulty.

fe Transfer moratorias. On its direct loans, the Bank may de-

cide te grant the borrower a transfcr moratorium of up te three
years, permitting him to continue service in his loeal currency in-
stead of in the currency stipulated by the loan contracts The

Bank may also modify the terms of amortization and cxtend the life
of the loane The flexibility which these provisions permit may
turn out to be of considerable value to borrowers if a new era of

forcign exchange shortages should set ines In the casc of guaranteed
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loans, the Bank may make arrangements to take over the service
temporarily under thc same conditions, but the market for issues
serviced in this form would probably suffer,

g¢ Redemption of defaultse When a guaranteed issue goes into

default, the Bank may either assume interest and sinking fund pay-
ments or it may redeem the entire issue at par,.if resumption of
service by the borrower cannot be arrangeds To do the latter in
the face of large-scale defaults, however, the Bank might have to
make very heavy calls upon its subscriptions which many of the
members would find it hard to meet, In fact, members are protected
against heavy calls for redemption purposes by a clause limiting
such calls to 1 per cent of the total subscriptions during any one
year, If widespread defaults occur on guaranteed issues, the
chances are that only current service will be assumed by the Bank,
American investors, however, do not like issues serviced under a
guarantee, because the guarantorl?s failure to redeem the issue ime
mediately is not unreasonably regarded as an indication of lack of
strength on his part.. For this reason, a guaranteed issue is not
particularly favored by the market even while it is being serviced

by the original obligore Under these circumstances, the market

. may prefer the Bank!s debentures to guaranteed issues where there

is any likelihood that the latter may go into defaulte.

he Effect of guarantces upon quality of debentureses For a

number of reasons, some of which have become evident in the fore-
going paragraphs, such guarantced issues as may be floated are
likely to be those of relatively strong borrowerse The quality

of the assets behind the dcbentures, however, would obviously be

weakened if a preponderance of the good loans were made under
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guarantee and thus did not become part of the assets of the Bank,
while the less desirable loans were being made by the Bank directly.
Since the Bank in any ecase is to deal only with borrowers not
strong enough to borrow advantageously on their single name, its
loan portfolio ought‘to contain at least a fair proportion of
the reasonably good risks which it can get.

Not all considerations, however, speak for the debenture method.

The following points may be adduced in favor of guarantces:

a. Wider market. Under present legislation, the market for

guarantced issues may be somewhat broader than that for the Bank's
debentures. Insurance companies, for instance, could under certain
conditions buy guarantced issues but would probably be barred from
debentures. Somewhat similar considerations may apply to purchases
by government agencics in the absence of Congressional authorization.
As far as insurance companies are concerned, however, it is pro=-
bably to be expected that these limitations will be removed by
legislative action.

b. Partial guaranteces. In certain circumstances the Bank may

find it convenient to guarantce only a certain proportion of the
interest and amortization of an issue. This possibility would
exist, for instance, where a borrower!s credit just falls short

of permitting him to borrow under his single name at a rcason—-

able rate. A partial guarantee, in the manncr made familiar by
the FHA, might suffice to make his securities marketable. It
would be an obvious advantage if the Bank could stretch its loan
powers in this way.

c. Protection to the investor. Wherc the credit standing

of the borrower is fairly high, the investor might prefer a

guarantced issue to a dcbenture of the Bank, because the former
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gives him the protection of two signaturess In either case, of course,
he can look to the Bank- for payment, but with a good guarenteed issue
he may continue to receive service even if the Bank itself should go
into defaulte The debenture holders are correspondingly worse off bee
cause they must share the protection afforded to them by the Bani!s
general assets with holders of guaranteed issues, The debenture holders,
in other words, are in the position of general creditors, whercas the
holders of guarantecd issues occupy that of creditors to whom special
collatcral.has been pledged.

If the Bank should default and its assets be distributed, gusranteed
bond holders may find themselves considerably bettor off than debenture
holders even if their own loans do not work out better than the Bank!g
loanse The statutes provide (VI 5-d) that guaranteced bond holders shall
share "patably" with other creditors in any distribution of assctse Ppe-
sumably it was thc intention of the drafters that both classes of crcditors
should come out equally after taking into account what the guarantced
bond holders can realizc on the loans underlying their issucs, Sincg
these loans, however, do not form part of the Bank's assets,-thc above
clause may well be taken to mean that an equal percentage of the claims
of both types of creditors is to be satisified regardless of how much the
guaranteed bond holders can realize dircetlys If, for instance, they can
realize 30 per cent of the value of their own loans, they would have a
claim on the Pank for the remaining 70 per cente If the Bank's asscts
in turn are sufficient to satisfy 50 per cent of the claims of all
creditors, the guaranteed bond holders would receive another 35 per cent
of the amount of their original loanses They would then salvage a total of

65 per cent of their investment against 50 per cent for debenturc holders.
It is not suggested that therc is any likelihood that the Bank!'s
operations would yield such unfavorable results. However, ia &

market so first mortgage conscious as the imerican, the possibility
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of o difference in the status of debentures and guaranteed issues
would be significant, unless a binding intcrpretation to the
contrary can be obtained.

Ia this connection, it is important to observe that the Hané
may be sued like any other corporation, although the working of the
statutes does not make it quite clear at what point of the proceedings

a judgment obtained against it can be exccutede The American cnabling

legislation removes all suits to the jurisdiction of the federal courtse

de The borrower's viecwpointe The borrower might prefer a

guarantecd issuc if by keeping his name in the market he can hopc
to prepare the way for an unguaranteed issue later one The greater
freedom from control over the use of the funds might be another,

although not entirely laudable, attraction.

e Stronger control over dollar loanse The control which

the United States Director has over the use of American funds
derives from his power to deny the Bank access to the Americen
markets 4 debenture issue, however, blanketing a number of small
loans to be made by the Bank, might water dowvm his powere In that

situation he might at times have to choose between allowing an un-

desirable loan to go through with a group of desirable ones or

blocking the desirable loasns in order to catch the one black sheeps
With a guaranteed issue, his decision would be based solely on the
merits of the individual cases

M1 this seems to show that the question of debentures versus

guarantecs ought not to be decided altogether on general principless On
the whole, the majority of considerations clearly speak in favor of de-
benturcse The interest of the Bank, the investor, and the borrower,
however, are not always identical in this respecte The attractiveness of

debentures seems to be greatest from the viewpoint of the Bank, least
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from that of the borrower. Fach case, therefore, will have to be decided on its
own merits. During the Bank's early years, before its gecurities have found a
broad market and before their soundness has become established beyond all doubt,
guaranteed issues may at times be the more practicable medium. Later on, the
Bank may be able to concentrate more exclusively upon debentures.

III. Other Features of the Securities.

The precise features of the securities to be issued or guaranteed by
the Bank cannot be specified at this time. A few general principles, however,
seem to suggest themselves immediately.

1. Maturities. In setting the maturities of its debentures, the
Bank presumably will follow the normal practice of approximately matching the
maturities of its 1iabilities with those of its assets. The bulk of its loans
probably will be for fairly long terms, since in the short and short-to-medium
term fields it would come into competition with the commercial banks and the Ex-
port-Import Bank. The fact that most of the debentures, therefore, will also
have to have fairly long maturities may at first make their sale somewhat more
difficult, since the introduction of a new kind of seeurity in the market is
generally easier if the maturity is on the shorter side.

A certain amount of short-term financing will be justifiable, however,
even if it is not balanced by short-term loans. From its debenture issues as
well as from certain other receipts the Bank will ordinarily tend to have a
certain amount of funds on hand for which there is no immediate employment. By
arranging the maturities of its liabilities in such a form that a certain part
can be made to run off whenever idle funds are on hand, these funds can be out
to better use than if the Bank were itself to seek employment for them in the
market within the limit permitted by its statutes. Stabilization loans in

so far as they are granted by the Bank, might also be financed out of
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short-term notes sold by the Banke Since the time period for which stabiliza-
tion loans are needed is uncertain, they might take the form of renewable short-

term.loans which the Bank could refinance in the market in a like mannere
Finslly, if vcry severe difficulties should be encountered in the placement of
the bank'!s long=tcrm issues, the Bank could safely finance itself through short-
term issucs up to the amount of free funds available from gold contributions and
the 18 per cent quotase These could be drawn upon to pay off any indebtedness
which could not be refinanced otherwisce

2¢ Call Featurce Sinee the yield of the Bank!s debentures may decline

relative to market yieclds as its credit becomes more firmly established, the Bank
may soon have occasion to call its earlicr issues for refunding, It will thore-
fore be advisable to arrange the call featurc of the debentures accordinglye
This also applies to guarantccd issuese The Bank might consider the possibility
of reserving the right to call its guaranteed issues on its own initiative, pro-
vided it can offer the debtor more favorable terms for refinancings 1In that way
it could protect itself agoinst being saddled with a guerantec which, becausc of
its maturity or other features, might no longer fit into its over-all finaneing
patterne The right to call guaranteced issues wopld also allow the Bank to shift
its entirce financing to a debenture basis should that become desirablc at some
later datee

3¢ Sinking Fund. There can b2 no question that the Bank'!s guaranteed

issucs, as well as the loans which it makes directly, should be amortized by mcans
of regular sinking fund arrangements., The reasons which make sinking funds desir-
able are familiar; in the international sphere they arc reinforced by the nced
to avoid a sudden burdening of the balance of payments with hecavy transferss

Noubt can exist only whether the Bank's debentures should likewise be
amortized regularly. The statutes scem to indicate that the debentures are to
be amortized pari passu with the amortization of the Bank'!s logps but do not
make this unambiguously clear, Since the Bank is to be a permanent institu=

tion, it might be argued that sinking fund payments rcceived by it should bec plowed
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back into new loans instead of being used for redemption of debentures.

The investor, however, would very probably welcome a sinking fund for the
debentures. It wduld increase his confidence in the soundness of the Bank,
gradually reduce his commitment in any particular issue, and supply market
support whenever the debentures were selling below par. The investment
quality of the debentures would be enhanced, and the maturities which the
Bank could place upon them for a given yield would be lengthened.

For the Bank the need to make sinking fund payments would mean
that it would have fewer funds which, with certain qualifications, it could
use to "play around with." This inducement to more rigorous financial
management, however, would be salutary, although probably not needed as such.
All these considerations seem to argue strongly in favor of equipping the
debentures with a sinking fund proportionate to the amortization schedule
of the Bank!s own loans.

4+ Interest Rates. It is too early at this time to discuss the

interest rates at which the Bank's securities could be marketed. At best

one can speak in terms of the differential with respect to the yield structure
for government securities. Securities issued in countries where government
yields are higher than the United States would obviously have to carry a
correspondingly higher coupon. Some comments on the investment quality of
the Bank's securities will be made below; at present it may suffice to
suggest that these securities ought perhaps to yield 1/2 = 1 per cent better
than equivalent government maturities. At the present time this would mean
a rate of 3 = 31/2 per cent for the longest=term securities. With a
guarantee commission of 1 = 1 1/2 per ocent, the cost to the borrower would be
4 = 5 per cent, which would be reasonable, although not very cheap. The
differential vis-a=vis govermment securities should gradually decline as the

Bank proves itself in the eyes of investors.
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IV. Investment Quality of the Securitics.

The Bank constitutes a new departure in the technique of inter-
national lending, and the investment quality of its securities is not easy
tolevaluate. The goodness of the securities rests on the soundness of the
Bank!s loans and ubon the ability of members to meet calls upon their sub-
seriptions. Neither of these factors offers 100 per cent certainty. Even
the most cautious management may see some of its loans go into default. Like=
wise, even among a loyal and well=intentioned membership there may be some
who at times find it impossible to meet calls upon their subscriptions. Tt
will be necessary, therefore, to analygze the factors which determine the
possibility of defaults on loans and subscription calls.

1. Soundness of the Bank's Loans. It is perhaps not over=

optimistic to say that our past unhappy experience with foreign lending need
not be taken as an indication of what is to be expected in the future. What
happened to foreign loans during the depression was due in part to the fact
that hardly anybody believed it could happen. Neither lenders nor borrowers
had counted on the possibility of almost a complete breakdown in the machinery
of international finance. After the worst of the depression was over, some
of the debtors coasted along in a state of partial or complete default in
spite of evident ability to do better, because there was no concerted effort
to reconstitute the traditional international credit mechanism. The general
atmosphere was one of demoralization. |

Thére is good reason to think that in the future we shall do better.
We have learned a little about what not to do and shall be more carcful as
to the purposes for which foreign loans are made. We 2lso know that a large
creditor country, if it wants to be paid, will have to contribute its share
to the maintenance of reasonable prices and markets for the products of its
debtors. The latter, in turn, will be more interested in maintaining a good

credit rating when they see that there is an institution willing to lend to

those who are willing to pay. It seems clear that on both sides sincerc
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efforts will be made to prevent a recurrcnce of the earlier debacle and that,
if defaults do occur again, more energetic endeavors will follow to remcdy
theme Debtors not yet sufficiently convinced of the desirability of mecting
their obligations may change their minds after hearing from their fellow
members in the Bank who are being called upon to make good.

It is quite likely, morcover, that the American investor has
formed exaggerated notions of the actual losses incurred in our foreign
lending. A recent study by the Department of Commerce shows that of a total
of 29.4 billion dollars due American investors on account of interest and
prineipal on foreign dollar bonds issued between 1914 and 1933, losses
caused by factors other than the war amounted t6 only 2.7 billions. It
needs to be pointed out, however, that what matters, from the viowpoint of
the investor in securities, is not only how the loans work out aftor a
period of years but also how they stend up at any given moment. The
consequences of secing the price of his bonds go dovm to 50 may be grave,
particularly for an institutional investor, even if he is able to hold on
and finally realizes 100 per cent. From the viewpoint of the borrower!s
ability to float new loans, too, the market walue of his obligations at that
time, rather than their ultimate fate, is deecisive. It is important to
note, thereforc, that, according to ladden and Nadlor,l/ at the end of 1935,
only 6l.4 per cent of outstanding foreign dollar bonds were being fully
serviced. The proportion of defaults at that time, in other words, was much
higher than losscs over a longer period would secm to indicate. The fact,
therefore, that in 1935 over 38 per cent of our foreign dollar bonds werce in
default must be considered side by sidc with the relatively favorable verdict

of the Department of Commerce study.

ly' John T. Madden,lfarcus Nadler, and Harry C. Sauvain, The Experience of the
United States as a Creditor Nation, Now York, 1937, p. 123.
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The Bank!s statutes give every indication that the lessons of the
past will be heeded. They provide numerous safeguards to ensure sound
lending practices and to protect the Bank against diverse dangers. The
following deserve to be mentioned:

(1) A competent committee must study each proposed loan
to be made or guaranteed by the Bank and submit a written report.

(2) If the borrower is not a government or governmental
agency, the loan must be guaranteed by the government of the
country where the borrower is located, or by its central bank
or some comparable'agency.

(3) The rate of interest and other charges must be reason=
able, and interest and amortization charges must be appropriate
to the project.

(4) Except in special circumstances, loans must be for the
parpose of spécifio projects of reconstruction or development,
and they are to be limited to the cost of the imports which
the project occasions.

(5) The Bank must pay due regard to the prospects that
the borrower or guarantor may be in a position to meet his
obligation and shall act prudently in the interests both of
the country receiving the loan and of the members as a whole,

(6) The Bank's assets are protected by agreement among
the members against confiscation and against restrictions and
regulations which would prevent the Bank from carrying out its

functions.

(7) The danger that loans financed through debentures might
be affected by currency depreciation is met by requiring the Bank

to adhere to the familiar commercial bank practice of balancing

assets and liabilities in each currency.
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It is true that the quality of the Bank's loans in general will
tend to be weakened somewhat by the requirement that the Bank shall make
or guarantee only those loans which otherwise could not be floated under
"reasonable conditions." The cream of international loans, therefore, will
not go to the Bank. Under present conditions, however, very few countries
probably will be able to borrow advantageously on their own name, so that it
would be wrong to think that the Bank would only get the least desirable
business.

The Bank'!s loans would be endangered, of course, if the borrowers,
having obtained conservative amounts of money from the Bank, subsequently
over-borrowed in the market. If world conditions should so improve that
almost every country could borrow as freely as during the 'twenties, bad
loans piled on top of good ones might again bring dowm the entire credit
structure. The Bank will have to protect itself by gradually establishing
a name as the ultimate authority on foreign lending, which would put it in
a position to discourage the flotation of unsound loans through private
sources.

Similarly, the Bank's dollar debentures and guarantees, over the
issuance of which the American Director has contral, could be weakened if
the Management, overriding him, should exbtend doubtful loans and finance
them in other currencies and markets. With 35 per cent of the votes, how-
ever, the American Director will not be easy to override, and since the Bank
must rely mainly upon the American capital market, the rest of the lianage=
ment will be loath to offend him. Moreover, there is no reason to think that
the Management = primarily the President and the twelve Executive Directors =
would be other than competent and conservative individuals, even though a
small majority of the voting power might rest with debtor countries.

In a broader sense, the outcome of all international lending will

depend on world economic conditions over which the Bank has no control. It
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can contribute in a modest way to the expansion and stabilization of inter=
national trade by the judicious distribution of loans and particularly by
continuing to lend dwring depressions, when other sources of funds dry upe.
Mﬁgh more than this, however, will be required. Industrial debtors will be
able to export enough to service their loans only if their customers abstain
from extreme protectionism. Raw material countries will mainly require
stabilization of world prices at reasonable levels. The success of the
Bank will be considerably influenced, therefore, by whatever is done in the
field of commereial policy and commodity stabilization. 1In this sense, the
establishment of the Bank makes concerted international action in other
fields more, not less, urgent.

Sound economic conditions should make for a largely satisfactory
loan experience. There remains the possibility of politicél complications.
In the past cautious investors have preferred loans to countries with which
their government had closc political relations. The Bank as an international
instdtution cannot entertain such viewpoints, although each Diresctor could
bar the use of his country's funds for loans which his government does not
favor. If reasonably harmonious international relations are maintained, -the
political angle will not be important. Otherwise, however, it is not un=
thinkable that the main threat to the Bank may eventually arise from

political complications. If a large proportion of loans should be made to
a few countries and political friction with the latter should later arise,
the consequences might be grave.

2. Goodness of Subscriptions. Apart from the soundness of its

loans, the investment quality of the Bank's securities will depend on the
Bank!s ability to meet defaults by drawing upon reserves and calling in
subscriptions. The latter, particularly, will be the principal mainstay.

How good are these subscriptions, and how completely do they cover the

Bank!s liabilities?



23

A1l members are contractually obligated to meet any calls upon
their subseriptions which the Bank may make to meet its own liabilities
and to permit their conversion into whatever currency the Bank needsy the
value of the subscriptions, moreover, is protected against deprecia?ion by a
gold clause. Nevertheless, since we are considering the possibility of
default on loans, we must also envisage defaults on calls upon subscriptions.
The only subscription which the American investor can count on with virtually
absolute eertainty is that of the United States. In the first place, since
most of the Bank's securities are likely to be issued in dollars in the
United States, the funds put up by the American Government will serve mainly
to safeguard American investors, whoﬁ the Government has no reason to leb
dovm. Payment of the American subscription, in the second place, will be
facilitated because no transfer problem is involved in so far as payments
are made to holders of dollar securities. Finally, under the present
enabling legislation, the Secretary of the Treasury is authorized to borrow
the necessary funds whenever needed, so that Congressional action will not be
required later. These are strong material and psychological safeguards.

A number of other countries can also be counted upon with a high
degree of probability to meet calls on their subscriptions. .For most of
them, however, the difficulties involved will be greater than for the United
States. Unless a large amount of securities was floated in their currency,
their contribution will have to be made convertible into dollars. In a
depression this might result in a painful drain upon their exchange reserves.
Political eapital, moreover, might be made by critics out of the fact that
the payments are made to bail out American investors. Some defaults upon
calls must therefore be expected. In particular, calls on countries which
have already defaulted on their loans will almost certainly not be heeded.

As defaults on loans spread more widely, the number of countries meeting

the growing volume of calls will shrink.
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Apart from defaults on calls, there are other factors which may
cause a dilution of the Bank's financial strength. é% the Bank, after the
original obligor has defaulted, pays interest on a guaranteed issue, it will
be dissipating its capital. Likewise, if a loan financed ‘through debentures
goes into default, dissipation of capital will occur if the Bank services
the debentures instead of redeeming a corresponding amount. In view of the
limitations upon redemption written into the Bank's statutes (calls for this
purpose mst not exceed 1 per cent per annum), some dissipation of capital
will probably take place. This may also occur if the Bank grants transfer
moratoria on loans financed with debentures. If the defaults eventually are
made up, the Bank!'s capital will be reconstituted, but past experience does
not warrant such an expectation.

In spite of the possibility of dilution, the Bank!s securities are
very amply covered, as a few examples will show. The problem of defaults
has two sides: (1) The crisis aspect = are enough funds available to the
Bank to maintain service during a crisis, when the volume of defaults may
be large and many countries may fail to meet their calls; (2) the long=run
aspect = will the Bank's funds suffice to work off the permpnent defaults
which remain aftcr some of the services interrupted during the crisis have
been partly or wholly resumed, and some of the members have caught up with
all their calls? Beginning with the crisis aspect, we shall first see how
far the Bank can get with the Special Reserve accumulated from loan
commissions. Table I shows the volume of defaulbs which could be serviced
out of the Reserve for three years if the defaults occur after five or ten
years, respectively, and if anmal interest and sinking fund payments

aggregate 7 per cent.
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TABLE I

Debt Service out of Special Reserve Fund&/

Reserve Comnmission 1% Reserve Commission 1 l/é%
Reserve Loans Reserve Loans
Fund Serviced Fund Servieced
After 5 years 2275 1.315 341.25 1.950
After 10 years 682.5 3.415 1,023.75 5.050

1/ It is assumed that the volume of loans is built up to 9.1 billions within
the first five years, and maintained at that level thereafter.
Commissions on solvent loans received during the respective three=year
periods when loans are serviced from the reserve are taken into account.
The aggregate cost of interest and sinking fund is taken at a fixed
7 per cent per anmum.

It appears that if the Special Reserve is built up at a standard
commission rate of 1 per cent and a sharp crisis strikes after five years,
1,315 million (14.4 per cent of 9.1 billion of obligations) could be serviced
from the Reserve for three years. If the commission rate is 1 1/2 per cent
and the crisis occurs only after ten years, 5,050 million (55.5 per cent)
could be so serviced. There would be no need at all in theée cases to call
upon members! subscriptions. If the defaults are larger, and if the Bank
has accumulated no other reserves from its earnings, calls on subscriptions
will become necessary. The United States' contribution alone, however,
considerably exceeds the cost of a three=year service on 9.1 billion dollars
of obligations at 7 per cent. A three=year crisis therefore could be
weathered with the aid of the United States! subscription and the Special
Reserve alone, even in the utterly unthinkable case that all borrowers
suspended payment and none of the other members met their calls.

It is evident, so far, that if there can be any threat to the

solvency of the Bank, it would come, not from temporary defaults during a
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crisis, no matter how widespread, but from long-run developments. ILet us
again consider an extreme case: what volume of permanent defaults could
be taken care of with the aid of the American subscription and of cur-
rently received commissions on solvent loans, again assuming a 7 per cent
service on the original loan amount, if all other members should fail to
meet their calls?

It can easily be shown that if under these conditions the Bank
should find 30 per cent of a total commitment of 9.1 billions exposed to
complete default, no subsequent payments being received whatsoever, and
no new loans being made, its obligations could still be met.t/

Even under these extreme conditions, therefore, the Bank would.
be in a fairly strong position to meet defaults, However, there is utterly
no reason to think that all other countries will fail to meet calls on
their subscriptions, The annual cost to each member of servicing even a
heavy volume of defaults is not large, Assuming, as in the above example,
that the defaults are amortized over a period of twenty years, the annual

payments to be made by Britain (subscription 1,300 million) would average

l/ It is assumed, for purposes of illustration, that annual debt service
amounts to 7 per cent on the original value of the loan, interest being
at the rate of 3 1/2 per cent, the remainder going to sinking fund, On
this basis, loans would be completely amortized after twenty years, the
amount left over from sinking fund payment growing each year, (If
securities can be bought for the sinking fund below par, redemption will
be quicker.) Total payments would aggregate 140 per cent of the original
loan value, The amount of defaults that could be covered, therefore,
would equal 71.5 per cent of the sums available for service, consisting
of the United States' contribution of 3,175 millions, plus commissions on
the outstanding balance of solvent loans It can easily be shown that
defaults aggregating slightly more than 2,700 millions out of total com-
mitments of 9,100 millions (29,7 per cent) can be met from these sources,
No account is taken here of funds which would be available from earlier
accumulations in the Special Reserve unless exhausted in a prior crisis,
which might add several percentage points to the coverage. It would not
make much difference if it were assumed that 20 per cent of the American
contritution had been tied up in direct loans, since (1) additional re-
ceipts of interest and commissions would then be available, (2) at least
part of these commitments would eventually “ecome liquid and available to
meet other obligations, and (3) obligations to private investors would
be correspondingly smaller,




27

65 millions, those of France (subscription 450 million) 22.5 million, those
of Czechoslovakia (subscription 125 million) 6,25 million. It is true that
for a few years after the defaults have first occurred, the annual payments
probably would be a good deal heavier, given the probable maturity structure
of the defaulting loans, Nevertheless, if the members are otherwise sol-
vent, the burden imposed by calls upon their subscriptions should not break
their backs. Defaulting upon the sums involved would not be worth while,

If we count merely on Britain, Canada, Holland, Belgium, France,
Norway, and Czechoslovakia, we have a total of 2,750 millions which, added
to the United States' subseription, makes 5,925 million, This amount, plus
commissions on solvent loans, would be sufficient to work off losses of at
least 50 per cent, a loss ratio experienced not even during the 'thirties.l/
ith such coverage, the owners of the Bank's securities will enjoy a very
high safety factor.

The effectiveness of a given volume of subscriptions would be
even stronger if defaults, once hope for their prompt settlement was lost,
were met by full redemption of the particular issues - in case of guarantees -
or of a corresponding amount of debentures, The contributions of the above-
mentioned countries would suffice to take 5,925 millions of securities (65
per cent of 9,1 billions) out of the market = not counting the funds that may
have accumulated in the Special Reserve, This procedure, however, would re-
quire members other than the United States to make very substantial transfers
within a short period of time, which their balance of payments might be unable
to stand, and against which they have protected themselves by limiting calls
for redemption purposes to 1 per cent annually, Small scale redemptions,

however, are likely to take place if the need for them should arise. Coverage

;/ If earlier accumulations in the Special Reserve are available, the cover-
age would be even better,
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of the remaining securities will benefit accordingly.

3., A Forerunner - The Austrian International Guaranteed Loan.

In view of the unusual character of the Bank's securities, it is interesting
to cast about for something in the nature of a precedent, The issue most
closely resembling the securities of the Bank seems to have been the Austrian
International Guaranteed Loan of 1923, This loan was a direct obligation of
the Austrian Government and was guaranteed severally up to given proportions
by the governments of Britain (24 1/2 per cent), France (24 1/2 per cent),
Czechoslovakia (24 1/2 per cent), Italy Q0 1/2 per cent), Belgium (2 per cent),
Sweden (2 per cent), Denmark (1 ner cent), and Holland (1 per cent), the total
of the guarantees amounting to 100 per cent of the issue in question, As
security the guarantors deposited with the Swiss National Bank their own bonds
of like currency and tenor; the American tranche of the loan - 25 million dol-
lars - was therefore collateralized with dollar bonds of the various govern-
ments in the proportions indicated,

It is illuminating to observe the price movement of the imerican
issue, which was floated at 90, with a 7 per cent coupon, to mature after

twenty years, and to compare with it the valuation which the market put upon

outstanding dollar issues of the guarantors of similar maturity.
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TABLE II

Prices and Yields of Austrian 7s'43 and of Certain Bonds
of the Guarantor Governments in New York

June 1923 June 1930 June 1932
Price Yield Price Yield Price Yield
(Per cent) (Per cent) (Per cent)
Austrian 7s8'43 91 1/2 8.0 104 6.5 62 3/8 13,7

United Kingdom 5 1/2s'37 103 1/2 S - Y04 34 45T 1102:5/8 4.9

French 7 1/2s%41 gl B3 appsfe. Ll g sl 4.8
Ttaly 75151 9% 1/Y 8.5 973/8 7.3 85 8.6
Czechoslovakia 8s!'51 94 8.6 109 7/8 Dok 69 12,2
U. S. Treasury's b 3:3 3.8
daa Corporates 5.2 LS 5.4

1/ 61/2s125

Table II shows that the Austrian bonds normally sold somewhere in
between the issues of the guarantor governments, but at a wide discount from
United States Treasury bonds or triple A corporates. In 1932, during the bad
days following the Creditanstalt failure,they dropped to the pretty grim level
of 62, tut quickly recovered to 90, In 1932, the Austrian Government actually
suspended service for a short period, and the guarantors were forced to draw
upon reserve funds in their possessions, Subsequently, however, the iustrian
Government caught up and in 1935 the loan was converted, under fairly similar
conditions, to lower interest rates.

Marketwise, the experience of the Austrian issue was not particularly
favorable, even though in the end the securities worked out satisfactorily.
This, however, is probably not at all indicative of the reception which the
Bank!'s securities may expect to find, for there are important differences be-

tween them and the Austrian loan, Vhile the coverage of the guarantee of the
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Austrian loan was more complete than the coverage which the Bank's securities
in the aggregate (not individually) will have through its members' subscrip-
tions, the puarantors as a group probably werc weaker than the leading members
of the Bank will be, More importantly, we are here dealing with a single
issue which permitted no diversification of risks. In the Bank's case, the
latter possibility will be an important element of strength. There can be
little doubt that the Bank's securities should rate considerably higher than

the Austrian loan.

V. Selling Arrangements. It has repeatedly been said by the sponsors of the

Bank that its financing would be done through "normal channels" - i,é.,
presumably by enlisting the aid of the securities industry. In the case of
guaranteed issues, the need for the usual underwriting and distributing
services seems to follow almost inevitably from the logic of the process,
These flotations may be expected to follow the same pattern as in former
years, except for the study of the project by the Bank preceding the exten-
sion of the guarantee, and making allowance for SEC requirements.

In the case of debenture issues, however, it is conceivable that
the Bank could dispense with the services of underwriters and distributors
and could sell its obligations in the same way as the Federal Government,
through a fiscal agent., It has been argued, in fact, that an institution of
the Bank's standing should make a point of avoiding direct contact with the
securities industry, although this view seems to be unduly exacting in view
of the fact that foreign governments of the highest standing have tradition-
ally employed such channels for their imerican borrowings, If the Bank should
decide not to use these channels, it is evident that the'question of gunar-
anteed issues versus debentures would acquire very considerable importance
for the industry,

It is far from certain, however, hardly even likely, that the Bank
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during its early years will be able to market the required volume of deben-
tures by merely announcing an issue and ‘waiting for the oversubscriptions to
flow in, Good as they may be, the debentures are not United States Govern-
ment bonds, and they will have to overcome the resistance and inertia which
so novel a medium is bound to encounter, As an example, one might point to
the Federal Land Bank bonds, which are now much in demand but which during
their early period required a considerable selling effort by a broad dis-
tributing group.

At the very least, the introduction of the securities should be
accompanied by a thorough educational campaign, to familiarize investors
with their characteristics, In this connection, it will be necessary to
make it quite clear that the United States Government assumes no responsi-‘
bility beyond the limits of its subscription, In view of its sponsorship
of the Bank, there is some question, in any case, whether the government
can completely free itself from all kinds of moral responsibility. But
whether or not the Government, in case of failure of the Bank, should decide
to do something on behalf of American investors, this possibility ought not
to figure explicitly in the promotion of the securities, The Bank's statutes
provide that securities which are not the obligation of a government should
bear an imprint to that effect,'but since few investors ever see their
securities face to face, something more is neceded.

In addition to an educational campaign, it will be necessary, as
said before, to broaden the market by making the securities "legal" for the
various types of institutional investors. Even this, however, will probably
not be enough to insure sufficiently broad acceptance from the start. Hence
the employment of the regular distributing channels must be envisaged. This
should not be regarded as a reflection upon the standing of the Bank. The
same procedure has been adopted by the Federal Land Banks, whose capital

stock, 1ike that of the Bank, was and in part still is government-owned,
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In Europe it has been quite customary for government securities to be sold
by syndicates on the basis of a moderate commission.
Quite 1ikely, however, the Bank may be able to dispense with

underwriting services proper and may find it advisable to employ houses

which specialize in the maintenance of a wide distribution service. So
long as its own free funds are not completely tied up, it can use them for
the temporary financing of loans which it subsequently refinances in the
market, as conditions permit, The main problem will be not to obtain money
at a given moment, but to tap as large an investment market as possible,.

It would probably help if the first few issues were made for projects
which are likely to enjoy genera! approval and with not too extended maturi-
ties -- at the start perhaps only medium term, The early issues should not
be too richly priced, for if the Bank should attempt to extract the last
penny, the issues may be slow in moving from dealers' shelves, and the in-
dustry will g;;;;; chary of them, Larger maturities and relatively lower
coupons will become possible as the Bank proves its¢lf in the eyes of investors,

The type of relationship which the Bank should establish witl: the
securities industry will probably become subject for considerable debate.

The possibilities range all the way from competitive bidding to the formation
of a single permanent syndicate of the type that used to be customary on the
Continent hut which does not exist in the American market, At the start at
least, competitive bidding might not be the best procedure, in view of the
untried character of the securities, The formation of a permanent syndicate,
on the other hand, while perhaps attractive from the angle of the Bank's
dignity, would not be in harmony with American traditions. loreover, it prob-
ably would not yield as good results, in terms of width of distribution as

well as of interest rates, as the existence of several competing groups.,
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Perhaps something along the lines which the City of New York has followed in
its financing, with two large groups regularly competing for new issues, and
allowing for the possibility of their getting together for very big issues,

might prove a good solution.
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