
FINANCING OF TIE INTERATIONL BANK

FOR RECONSThUCTION AND DEVELOPENT.

The International Bank for Reconstruction and Development proposod

,t Brotton Woods and now being discussed in Congress will be the L.rgost

borrower, apart from the United States Governrlcnt itself, over to enter the

[Inoricnn capital markct. Although its capital of 9.1 billion dollars will be

subscribed by the menmbr governrnmnts, only a small part of this aill actually

be used for the Bank's own lending operations. Most of it will be kept on

call as a safety fund to secure loans floated in the market under the Bank's

guarantee or under its own nane. The bulk of the funds actually erployod will

therefore cone from private investors, the purchasers of the securitics guar-

anteed or issued by the Bank. The aggrcgate 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.

Investors 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 distrit uting the Bank's obligations, perhaps as

much as 2 billion dollars a year, 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, with the investment characteristics and soundness of its secur-

ities, and with the arrangements to be made for their distribution. To begin

with, wie shall survey the various sources of funds upon which the Bank may

draw for its operations.
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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 iretton

7cods, 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

hold 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. 1iost of the loans will have to

come from a few countries capable of exporting capital, chiefly the United

States. The subscriptions of the other nationu exist mainly to be drawn upon

in case something should happen to th-se loans. A few Lountries, in other

words, will be doing most of the lending, bat the risk vwill be shared by all.

1. Freely Available Funds. Very probably, oven 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. IAany 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. Cnly the United States, Canada, and perhaps a few other countries

will be able to give this consent freely in the irmnodiate postwar period.

Others probably will do it only in special cases, if at all.

It may roughly be estimated, therefore, 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 200-3CO million out of the

dir-ct loin quotas of a few other countries. The last-named figure may increase
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as more countries reach the point vwhere they can permit capital export and as

some of the financially strong neutrals join the Bank.

Wfhile this freely available fund of 1 billion is small relative to

the potential lending power of the Bank, its imrportance vill be great. Soime

time may elapse before the market becomes sufficiently familiar with the socur-

ities issued or guaranteed by the Bank to permit their flotation on the scale

required by the Bank's operations. Luring this period the Bank rill have to

rely upon its free funds for part of its loans. later the Bank might gradually

refinance these loans in the market, pulling out its cvn funds. At all times

there may hbe some loans which would benefit from a little seasoning in the

BankIs portfolio before being offered for public subscription, rith or without

the Bank's guarantee. There may also be some loans, certain types of stabil-

ization loans, for instance, vhich it would not be convenient to finance

through either public offering under guarantee or through debenture issues.

In both instances the free funds will come in handy. F'inally, theseo funds

could be used to make loans during a depression, .'hen 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 Fank's obligations

and perhaps to take care of defaults. The possibility that in a depression

the 2ank 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 out and put back into liqluid form

as quickly as possible.

2. Funds Raised in the American larket. M[uch 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 obligations of

foreign borrowers floated with the guarantee of the Bank or of the Bank's omn

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

for its lending operations. The Bank could also borrom in some form other than
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through security issues - from commercial banks, for instance - but debentures

vrould 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 - are permitted to equal

its unimpaired capital, surplus, and reserves. If a substantial volume of loans

is made out of the Bank' s ovn free funds, the amounts that can be raised in the

market are correspondingly reduced. Since the United States 'All be the

country best fitted for international lending and will proabably have the

lowest interest rates, the bulk of the securities will undoubtedly be floated

in this country.

Who 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 ':ith 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 purchase by these investors (some evidence on this point will be

presented later), the question arises, therefore, whether the securities would

be "legal investments" or otheorise adnmiscible.

The situation in this respect is somewhat complicated, for conditions

vary not only as between different groups of institutional investors, but also

from state to state. Security investments of commnercial banks are subject,

in general, to the regulations issued by the various supervisory authorities.

Savings banks in Nev 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 othenrise eligible. At present there are no

foreign securities 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-

ment, Insurance company investments, apart from statutory limitations, are

subj. ct in some cases to certain discretionary powers of the supervisor; author-

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

tions and sttutes vrill 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 expectcd that the necessary actions will be taken, so as

to permit such investments within reasonable limits, since 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 supervisory authorities. As to sa-

ings banks and fiduciaries in New York State, the Banking Board my have

sufficient authority to include the Bank's securities in the legal list, In-

surance companies in New York might, in certain cases, be allowed to purchase

small amounts of the B&nkt s securities and in particular might acquire issues

guaranteed by the Bank if the Superintendent of Insurance feels justified in

declaring the issues to be "amply scoured"j beyond this, however, legislation

probably would be required.

These readjustments obviously will take time. As soon as the Bonk

is established, therefore, it will be necessary to urge the various authorities

to take the required action. This process probably could be helped along by

interesting the various investor groups in the opportunities open to them if

the securities are nmade 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 irmportance during periods of

depression when the capital market my not be receptive to the Bank's securities.
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Although it is not likely that the supply of investment funds will dry up

completely at such times, the anount of securities that can be placed might

beconme greatly restricted, particularly if conditions abroad should deteriorate

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 liend-

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 on operations, - to operate, in other words, tanti-Cyclically."

Unless the Bank by then has established an cxtremely high credit rating, some

support by Government agencies might become necessary.

It might be argued that if the American Governmont engages in

foreign lending, it should do so directly and with full control over the con-

ditions of the loans, rather than through the Bank, whose decisions are,

in part at least, determined by foreign countries. In doing so, hwvevor, 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 more 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 can be rude or

guaranteed without the consent of the American Director on the Board of the

Bank, and his general bargaining position would of course be greatly

strengthened if the American Government weore the sole investor willing to

take the loan. A good case can therefore be made for letting the Anerican

Government mke foreign loans through the Bank if private offerings are

unsuccessful, once it has beeoon decided that loans by the govornmnt in one

forn or another are necessary.

It is important that, under the torts of the enabling legislation
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now before Congress, a loan to the Barnk 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 thl Bank irnediately 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 govermnent agencies which would bar the

latter from purchasing secuvitics guaranteed by the Bank. The

purpose of inserting the injunction undoubtedly was to reassure

Congress that the American Governlont would not invest more in the

Brctton Woods institutions than Congress had originally authorized,

The mannor of its phrasing, however, soeems to leave open a loop-

hole through which the Govwrnmont might render indirect assistance

to the Bank which would have virtually the same effect as direct

loans.

4. Securities Floated Abroad. It appears unlikely that

substantial flotations of the Bnnkts securities could take place

outside the United States and Canada. Some of the European neu-

trals, after gaining admission, might offer a fairly good market

for the securitics, but Britain, Pranc, Holloand, and most of the

other countries which in the past engaged in foreign lending will

be able to afford capital cxrortJ at best on a vwry modest scale,.
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Lbrcovcr, in so far as any of these countries should be willing to

permit capital exports through the Bank, they vAll probably prefer to have the

loans rado out of the 18 per cent quota reserved for this ourposo, instead

of through a flotation of securities in their mnrkots. The reason for this is

that whenever the Bank mnakes a loan out of its oun capit l, it gives the

borrower the currency of the country where ho has decided to s3m~nd the proceeds

of the loan. If a barrowr, for instance, wishes to acquire British railroad

equipment, Britain can supply this on credit by pernitting the Bank to give

the borrwoer sterling funds from the British subscrirtion. In that ,ray, ihile

Britain would not receive gold or foreign exchange for her oquipment export,

she is certain at least that the capital export cannot directly load to a loss

of gold and cxchange through w-ithdrawals by the borrao~r. 'Uhen securities

issued or guaranteod by the Barn arc floated in th, London nnrkct, on the other

hand, the statutes of the Bank provide that the borrwowr may spend the proceeds

aherever he vdshes. He my, for instance, convert then into dollars and buy

A:rnrican oquipmrnt, thus draining away Britain's dollar resources. "As a

means of protecting her eoxchange resources, thercforQ, it ,.ll genurlly be

in Britain's interest to let her capital exports through the Bank take the

fora, of a loan out of the 18 per cent quota, rather than of a flotation of

socurities.

Nevertheless it would be very desirable to :make at least token

flotations of a large variety of issues in the largest possible number of

countries. If the Bank should bu forced to nake calls on the subscriptions

of its members in order to ne t defaults, a political outcry nmight be raised

to the effect that the members wore being callcd upon purely to bail out

rn.2rican investors, unless a certain amount of securities wcre held outside

the United States. Although the obligation of the mecmbers to neet cealls is

quito unambiguous, political pressure right be brought to bar on the

respective governmcnts to stall on their obligations. The best way of avoiding
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this would be to spread ownership of the Dank's securities over a sufficient

numlb1r of countries.

II. Debeintures or Guaranteed Issues?

From the discussion of the potential buyers of the Bank's securitics,

we now turn to the securities themselves. The main question is whether il i.

preferahle for the Bank to operate primarily by guaranteeing issues which are

bein; flbted by various borrowers or whether it should itself borrow by issuing

debentures and lend out the proceeds for its own accounL. In public discussions

of the ~anrk, emphasis has beon plzced inixdfiy upon iuaranteed issues. It is be-

coming increasingly plain, howuvor, that the debenture method has a number of

advantages over the guarantee procedurw. These advantaag1ss, in fact, are so cCn-

siderable that certain snocial merits diBnch guaranteed issues do possess mv not

reeilve adequate attention. The advanta< s of the respective methods arc li;tcd

below, beginning with the debentures,

a. Control over use of funds. The dobenture method gives the

Bank better control over the use of the loan by the borrower.

Whcn the Bank makes a diruct loan, whethor out of capital or

from funds rnisod 4iath debentures, it opens an account against

which payments are made in accordance with the specific purposes

of thu loan. In the case of a guaranteed lom, the borro-ar

will probably receive the proceods directly from the underwritir,

The Bank, therefore, is unlikcly to have the soame close control,

in spite of the clause requiring it to make arrangoents to ensure

the proper use of thc funds,

b. Gradual disbursement. In the case of a loan financed vith

debontures, the Bak will disburse funds rcdually, as they are

needed. The borrower, thbreforo, saves interest on the Un-

used part of the loan.
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c, Blanketing of small loens. Since the loauns made or uarz.n-

teed by the Bank, with some exceptions, are to be for specific pr,l-

jects, there will be a good many small loans which vould not warn'rant

a public issue. The most convenient procedure for the Bank %would

be to float an issue of debentures to obtain funds for an entiŽ,*

series of small loans.

d. Management of liabilities. The Bank would find it easier

to manage its liabilities, with a view to convenient maturities,

call features, etc., if those liabilibics consist of its o m dlrot

oblioations than if they are contingent liabilities in the form of'

guarantees.

e, A honogoneous debt. Ili- guarantoueed issues of relatively

strong nnd w.eak debtors would probably not sell at the srae prices,

since the market will ovaluatL them on the basis of the goodness

of the obligor as -tll as on the srrcngth of the guarantee. Such

differentials might b: embarrassing to the Bank precisely bocausn

they ,vould mcke it obvious that its uaranLteo is not suffLicienL t

<ivu all guaranteed issues a raifornmy high rating. 'They might

likewis e o embarrassing for certain debtors on whose credit stand-

ing they might seemr to cast an adverse reflection. The isslunmce of

docntlures ; ould eliminata this difficulty.

f, Transfor moratoria. On its direct loans, the Bank ma; (d½-

cido t. grant the borrowvir a trancsfr moratoriunx of up to three

years, permitting him to continuc. service in his local currcncy in-

stiad of in the currency stipulated by the loan contract. The

Bank may also modify the terms of snortization and extend the life

of the loan. The flexibility -Ahich these provisions perrmit may

turn out to be of considerable value to borrwowrs if a new, era of

foreign exchange shortages should sot in, In the case of guaranteed
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loans t the Bank may make arrangements to take over the service

temporarily under the same conditions, but the market for issues

serviced in this form would probably suffer.

g. Redomption of defaults. When a guaranteed issue goes into

default, the Bmank 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 arranged. 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 cells to 1 per cent of the total subscriptions during any one

year. If widespread defaults occur on guartuteed 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 guarantoris failure to redeem the issue im-

mediately is not unreasonably regarded as an indication of lack of

strength on his part. For this reason, a guarsntoed issue is not

particularly favored by the markot even while it is being serviced

by the original obligor. Under these circumstances, the market

may prefer the Bxnk's debentures to guaranteed is;ums whore there

is any likelihood that the latter may go into defult.

h, Effect of guarant·es upon quality of debentures, For a

nubcr of reasons, some of vAhich have bcome uvident in the fore-

going paragraphs, such guarantcod issues as may b, floated are

likely to be those of relatively strong borrowers. The quality

of the assets behind thc debentures, however, would obviously be

wo'akenod if a preponderance of the good loans vtre 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 case is to deal only with borrosyrs not

strong enough to borrow advantageously on their single name, its

loan portfolio ought to contain at least a fair pronortion of

the reasonably good risks which it can got.

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

The following points my be adduced in favor of guarantocs:

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

guaranteed issues may be somewhat broader than that for the Bankis

debentures. Insurance companies, for instance, could under certain

conditions buy guaranteed issues but would probably be barred from

debentures. Somewhat similar considerations my apply to purchases

by government agencies 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 marantoes. In certain circumstances the Bank my

find it convenient to guarantee 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 reason-

able rate. A partial guarantee, in the mannor 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 vny.

c. Protection to the investor. Where the credit standing

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

guaranteed issue to a debenture of the Bank, because the former
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gives him the protection of two signatures. In either cases of coeur'ej

he can look to the Bank for pymmont, but with a good guaronteed i::;suo

he may continue to receive service even if tile Bank itself should go

into default. The debenture holders are correspondingly worse off bo-

cause they must share the protection afforded to them by the ?a'Th1 s

general assets with holders of guarantced issues. The dabontur( ]icldars,

in other words, are in the position of general creditors, whorta the

holders of guaranteed issues occupy that of creditors to whom spcial

collateral has boon pledged.

If the Bank should default and its assets be distributed, !gu~rontaed

bond holders may find thomselvos considerably better off than dobenblte

holders oven if their oarm loans do not work out better than the B nkls

loans. The statutes provide (VI 5-d) that guarantoed bond holders shvll

share "rntably" with other cr:ditors in any distribution of assets. Pro-

sumably it was the intention of the drafters that both classes of creditors

should come out equally after taking into account what the guarantodI

bond holders can ralJizo on thu loans underlying their issues. Since

these loans, howevcr, do not form part of the Banks assets, the above

clause may woll be taken to mean that wi equal percentage of the clo.rns

of both types of creditors is to be satisified regardless of how much the

guaranteed bond holders can realize directly. If, for instance, they can

reizc 30 per cent of the value of their owarm loans, they would havw a

claim on the Bank for the remaining 70 per ocnt. If the Bank'- ass n ts

in turn are sufficient to satisfy 50 per cent of the claims of all

creditors, the guarsnted bond holdirs would receive another 35 por cent

of the namount of their original loans. Thy rould then salvage a total of

65 per cent of their investment agsinst 50 per cent for debenture holders.

It is not suggested that there is any likelihood that the %ankfs

operations would yield such unfavorable results. However, in a

market so first mortgage canscious as the .erican, the possibility

M�.�
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of a differenco in the status of debentures and guaranteed issues

would be significant, unless a binding interpretation to the

contrary can be obtained.

In this connection, it is important to observe that the Bank

mfa be sued like any other corporation, although the working of the

statutes does not make it quite clear at what point of the procoeedingsi

a judgm:nt obtained against it can be executed. Thu American enabling

legislation romoves all suits to the jurisdiction of the federal courts.

d. The borrower's viewpoint. The borrower might prefer a

guarantecd issuu if by keeping his nami in the market he can hope

to prepare the ,way for an un!gu-ranteod issue latir on., The greater

freedom from control over the use of the funds might be another,

although not entirely laudable, attraction.

e. Stronger control over dollar loans. The control which

the United States Director has over the use of American funds

derives from his poter to deny the Bank access to the 'Ierican

market. A debenture issue, hovver, blanketing a riiuber of small

loians to be made by the Bank, might water dovm his povwr, In that

situation he might at times have to choose b etween allouAng an un-

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

blocking the desirable loans in order to catch the one black sheep.

,ith a guaranteed issue& hi> decision w;uld be based solely on the

merits of the individuil case.

All this snems to show that the question of debentures versus

guarantees ought not to be decided altogether on general principles. On

the whole, the majority of considerations clearly sfp-k in favor of de-

benturcs. The interest of the Bank, thm investor, mid the borrovwer,

however, anr not alwoys identical in this respect. The attractiveness of

do Mturess seems to be greatest from the viepoint of the Bank, least



from that of the borrower. Each case, therefore, will have to be decided on its

oan merits. During the Bank's early years, before its securities 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 liabilities 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 smore

difficult, since the introduction of a new kind of security 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 Batik. Since the time period for which stabiliza-

tion loans are needed is uncertain, they might take the form of renevabla short-

term loans which the Bank could refinance in the market in a like mranner.

Finlly, if vwry severe difficulties should be encountered in thu placement of

the hbnkts long-term issues, the Bank could safely finance itself through shnrt-

term issues up to the amount of free funds available from gold contributions cnd

the ]S per cunt quotas. Thesc could be drcam upon to pny off arn indebtedness

which could not be refinanccd otheCrise.

2. Call Feature. Sine the yield of the BankIs debentures may decline

relative to market yields as its credit becormes more firmly established, the Bank

may soon have occasion to c]i.] its earlier issues for refunding. It -ill there-

fore be advisable to crnr> the call featur3 of the dcblntures accordingly,

This also applies to guorantued issu. s. The Bank might consider the possibility

of resorvingi the right to call its guarantuecd issues on its r0?: initiativ, oro-

vidod it cpn offer the debtor moro favorabl; terms for refinancing. In that v,,y

it could protcet itself ,agifnst being saddl d vith r gunrantea which, because of

its Iiaturity or other foaturcs, might no longer fit into its over-iLl financJhg

pattrn. The right to clil guarrnti-od issues would also a.lot the Bank to shift

its entire financing to a debhnture basis should that become desirable. at some

later dat#e

3, Sinking Fund. There can hb no question that the Bankts guarantoed

is uls~ as -cll as the loan: which it mak s directly, should be amortized by neans

of rogulnr sinking Fund arrnrtrimgnts. The reasons vhich m"ke sinking funds dvsir-

ablu ore fnmiliar; in the international rl bocre they ore reinforced by the need

to avoid a sudden burderning of the D.laince of po,oyany$ udthl hmvy transfers.

Pubt csan exist only .htther the BankIs debsnturos should likewise be

amorbizod regularly. The statutes sosm to indicate that the debentures arc to

be snortized pari passu with the amortization of thie Bsanks loeas but do met

mako this unambi[uously clear, Since the Bank is to be a pormanunt institu-

tion, it right be argued that sinking fund payments received by it should bc ploWed
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back into new loans instead of being used for redemption of debentnrcs.

(PAOar the Bank'z statutes any lending cut ef zinring £ud rceipts ~cu bo c

possleft clI~y vihthc hooraznt of the se icu whose curroncy invlve44-

The investor, however, would very probably welcome a sinking fund for the

debentures. It would increase his confidence in the soun'iness of the Bank,

gradually reduce his commitment in any particular issue, and supply market

support whenever the debenturesr Tore selling belmo 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 moan

that it would have feer funds which, with certain qualifications, it could

use to "play around with.I This inducement to :ore rigorous financial

management, however, would be salutary, although probably not needed as such.

All these considerations seem to armue strongly in favor of equipping the

debentures dith a sildnking fund proportionate to the amortization schedule

of the Bank'!s ownr loans.

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

interest rates at rhich the Bank's securitioe could be varketod. At bcst

one can speak in terms of tho differential ;ith respect to the yield structure

for governmrnt securities. Securities issued in countries where governnent

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 ill be made below; at present it may suffice to

suggest tihat these securities ought perhays to yield 1/2 - I per cent better

than equivalent Covernment maturities. At the present time this would mean

a rate of 3 - 3 1/2 per cent for the longest-term securities. With a

guarantee conmdssion of 1 - 1 1/2 per cent, the cost to the borrower would be

4 - 5 per cent, which would be reasonable, although not very cheap. The

differential vis-a-vis government securities should gradually decline as the

Bank proves itself in the eyes of investors.



The Bank constitutes a new departure in the technique of inter-

national lending, and the investment quality of its securities is not easy

to evaluate. The goodness of the securities rests on the soundness of the

Baxnks loans and upon the ability of members to meet calls upon their sub-

scriptions. Neither of these factors offers 100 per cent certainty. Even

the most cautious mnagenent mnay 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 irpossible to meet calls upon their subscriptions. It

vrll be nccessary, therefore, to analyze the factors which determine the

possibility of defaults on loans and subscription calls.

1. Soundness of the Bankt Loans. It is perhaps not ovel-

optintasbic to say that our past mChappy experience with foreign lending need

not be taken as an indication of what is to be extpected in the future. Wfhat

happened to foreign loans during the depression was hie in part to the fact

that hardly anybody believed it could happen. Ieither lenders nor borrowers

had counted on the possibility of almost a complete breakdmom 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.

There 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 carful as

to the purposes for which foreirn loans are xmado. We also lknow that a large

cr!ditor country, if it wants to be paid, will have to contribute its share

to the nnintonance of reasonable ?jicoss and markets Por 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 villing to loed to

those ,.ho are willing to pay. It seers clear that on both sidies sincere
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efforts will be made to prevent a recurrence of the earlier debacle and that,

if defaults do occur again, more energetic endeavors will follow to remedy

them. Debtors not yet sufficiently convinced of thie desiralbility of m:oting

their obligations my change their minds after hearing from their f1ll1rw

members in the Bank who are being called upon to make good.

It is quite likely, moreover, that the American invcstor has

formed exaggerated notions of the actual losses incurred in our foreign

lending. A recent study by the Dcpartm2nt of Commerce shaoxs that of a total

of 29.4 billion dollars duo Aknrican investors on account of interzst and

principal on foreign dollar bonds issued between 1914 and 1933, losses

caused by factors other than the Tar amounted to only 2.7 billions. It

needs to be pointed out, ho;evur, that what matters, from the vip.point of

the investor in securities, is not only hov the loans .;ork out aftj'r .

period of years but also hot, they stand up a.t any given moment. The

conscquoncs of seeing the price of his bonds go down to 50 my be Crave,

particularly for an institutional investor, ovwn if he is able to hold on

and finally realizes 100 per cent. From the viewpoint of the borrwerls

ability to float ncla loans, too, the market value of his obligations at that

time, rather tlnn their ultinate fate, is decisive. It is important to

note, therefore, that, according to Eaddon and Nadlcr,/ at the end of 1935,

only 61.4 per cent of outstanding foreign dollar bonds w;ero being fillT2

serviced. The proportion of defaults at that time, in other uords, was much

higher than losses over a longer period w;ould soum to indicatc. The fact,

therefore, that in 1935 ov.r 33 per cent of our foreign dollar bonds wcre in

default must be considered side by side with the rclativcly favorable vwrdict

of the Dupartimnt of Cormmrco study.

l/ John T. addonlarus Nadler, and Harry C. Sauvain, The E erience of the
United States as a Creditor Nation, Ncw York, 1937, p. 123.
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The Bank s statutes give every indication that the lessons of the

past wil. 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

purpose of specific 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 famindliar commercial bank practice of balancing

assets and liabilities in each currency.
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It is true that the quality of the Bankis loans in general will

tend to be weakened somewhat by the requirement that the Bank shall make

or gumrantee only those loans which otherwise could not be floated under

"roasonable conditions." The cream of international loans, therefore, will

not go to the Bank. Under present conditions, however, very frew countries

probably will be able to borra, advantageously on their own nam3e, so that it

would be vrong to think that the Bank would only get the least desirsble

bus iness.

The Bankt 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 borrom as freely as during the Itwenties, bad

loans piled on top of good ones odight again bring doamn the entire credit

structure. The Bank .rill 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 BankI s dollar debentures and guarantees, over the

issuance of which the American Director has control, could be wakenoded if

the Management, overriding him, should extend 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 thb Bank

must rely mainly upon the Amerrican capital ,arrkeot, the rest of the ihnage-

mont will be loath to offend him. Moreover, there is no reason to think that

the Yanagement - prirarily the President and the tvelve Executive Directors -

would be other than competent and conservative individuals, even though a

small majority of the voting pover might rest with debtor countries.

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

depend on world economic conditions over which the Bank has no control. It
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can contribute in a molest way to the expansion and stabilization of inter-

national trade by the judicious distribution of loans and particularly by

continuing to lend during depressions, when other sources of funds dry up.

Much moreo than this, ha;.evor, vill be roequired. Industrial debtors will be

able to export enough to seerice their loans only if their customers abstain

from extreme protectionismn. Raw material countries 'ill manly require

stabilizatior of world prico. at roeasona!l.e levels. The succvss of the

3ank wll be considerably ifiluonood, therefore, by rhatvcwr is done in the

field of oornatrcial policy and comnodit;r stabi] ization. In tis sense, the

establishment of the Bank nakeo conccrted intornational action in othbr

fields more, not loss, rgment.

Sound economic conditions should mnke for a largely satisfactory

loan cxperionce. There rmaTins the possibility of political conrplications.

In the past cautious investor: have pr.ferref loans to countries rith xhich

their govurnmvnt had close pc!liticl relations. The Iamk as an international

institution carmut entertain such viepoints, althouth each Director could

bar the use of his countryt s fmnds for loans :iich his government does not

favor. If reasonably harmonicas international relations are r-nt in, d, the

political anglo ill. not be imortant. Otherwiso, however, it is not TMin-

thinkable that the main threat to the Ba: nmay eventually %riso fron

political co!Tlications. If a large pronortion of loans should be m.do to

a few countrics and political friction with the latter should later arise,

the consequences might be rave.

2. Goodliess of Subscriptions. Apart from the soundnFss of its

loans, the invsstmont quality of the asrikTs nll depend on the

}3a.nk s ability to meet doiaults ny drawin't upon reserves aind calling in

subscriptions. The latt r, parti].cularly, will be tihe hrincipal mainstay.

1iow good are these subscriptions, and h'ow complet]y do they cover the

Bink s liabilities?
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All members are contractually obligated to meet any calls upon

their subscriptions which the Bank may make to meet its own liabilities

and to permit their conversion into whatever currency the Bank needs; the

value of the subscriptions, moreover, is protected against depreciation 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 certainty 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 nut up by the American Government will servo mainly

to safeguard American investors, whom the Government has no reason to lot

down. Payment of the Alnerican subscription, in tile second place, will be

facilitated because no transfer problem is involved in so far as payments

are mande to holders of dollar securities. Finally, under the present

enabling legislation, the Secretary of the Troasury is authorized to borrow

the necessary funds ¥henever needed, so that Congressional action Till 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 moet 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 currancy,

their contribution will have to be radc convertible into dollars. In a

depression this might result in a painful drain upon their exchange reserves.

Political capital, moreovwr, 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 loons will almost certainly not be hooeeded.

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. It the Bank, after the

original obligor has defaulted, pays interest on a guaranteed issue, it .ill

be dissipating its capital. Likevise, if a loan financed through debontures

goes into default, dissipation of canital will occur if the Bank services

the debentures instead of redeeming a corresponding amount. In view of the

limitations upon redermption tritten into the Bank's statutes (calls for this

purpose must not exceed 1 per cent per annum), some dissipation of capital

will probably take place. This my also occur if the Bank grants transfer

moratoria on loans financed with debentures. If the defaults eventually are

made up, the Bank's capital uill be reconstituted, but past experience does

not warrant such an expectation.

In spite of the possibility of dilution, the Bankt 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, vthen the volume of defa&llts may

be large and many countries may fail to meet their calls; (2) the long-run

aspect - Aill the Bank' s funds suffice to :orkl off the permanent defaults

which remain after some of the services interrupted during the crisis have

been partly or wholly resumed, and some of the mrinmbers have caught up with

all their calls? Beginning 'ith the crisis aspect, w'e shall first see ho;

far the Bank can get with the Special Reserve accumulated from loan

comi assions. Table I shows the voluce or defaults ,vhich could be serviced

out of the Reserve for Lhrec years if the defaults occur after five or ten

years, respectively, and if annual ilnterest and sinking fund payments

aggregate 7 per cent.



0
25

TAKLE I

flebt Service out of Special Reserve Fundl/

Reserve Conmission 1% Reserve Connission 1 1/2%

Reserve Loans Reserve Loans
Flcnd Serviced Fund Serviced

After 5 years 227.5 1.315 341.25 1.950

After 10 years 682.5 3.415 1,023.75 5.050

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

It appears that if the Special Reserve is built up at a standard

comuission rate of 1 per cent and a sharp crisis strikes after five years,

1,315 nillion (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 rould be no need at all in those cases to call

upon memberst subscriptions. If the defaults are larser, and if the Baink

has accumulated no other reserves from its carninrFs, calls on subscriptions

vfll become necessary. The United States' contribution alone, hoviever,

considerably exceeds the cost of a three-year sorvice on 9.1 billion dollars

of obligations at 7 pcer cent. A thrcc-ysar 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 borrowerrs

suspended payment and none of the other members mot their calls.

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

solvency of the Bank, it vould conme, not from temporary defaults dhuring a
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crisis, no matter how widespread, but from long-run devflIopmcnts. T¥t us

agnin consider an extreme case: what volume of permanent defaults could

1! taken care of with the aid of the American subscription and of cur-

rently recefved conmissions 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 shonvm that if under these conditions the Bank

should find 30 per cent of a total comnitment 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.l/

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 exameie,

that the defaults are amortized over a period of twenty years, the annual

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

/ It is assumed, for purposes of illustration, that annual debt service
amounts to 7 per cent or. 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 comrpletely amortized after twenty years, the
amount left over from sinking fund payment growing each year. (Ef
securities can be bought for tne sinking fund below par, redemption will
be quicker.) Total. aymentnts would aggregate 14Q per cent of the original
loan value. The amount of defralts that could be covered, therefore,
would equal 71.5 per cent of thie suns availablc for service, consisting
of the Unit-d States' contribution of 3, 75 fil1ions, nlus comnissions on
the outstanding bal-mce of strvent loans It can easily be shownm that
defaults aggregating slightl:~ mere than 2,700 millions out of total com-
mitments of q,100 mlilions 29.7 per cen) can e minet from these sources.
No account is takert here of ifunds which vul!d be availabe from eirlier
accumulations in the Special Resirve unless exhausted in a prior crisis,
which might add several percentag' points to the coverage. It rould not
make much difference if it were a2sumce that 20 per cent of the \merican
contribution had been tied up in direct loans, since (1) additional re-
ceipts of interest and corissions would then be available, (2) at l.east
part of these corritments would eventually become liquid and available to
meet other obligations, and (3) obligations to private investors would
be correspondingly smaller.
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65 millions, those of France (subscription 450 million) 22.5 million, those

of Czechoslovakia (subscription 125 million) 6.25 million. It is trueim that

for a few years after the defaults hiave first occurred, the annual payments

probably would be a good deal, heavier, given the probable maturity strncture

of the defaulting loans. Nevertheless, if the members are othertise 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, wve have a total of 2,750 millions which, added

to the United States' subscription, mnkes 5,925 million. This nmount, plus

commissions on solvent loins, would be sufficient to work off losses of at

least 50 per cent, a loss ratio experienced not even during the 'thirties.l/

dith such coverage, the onners 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 (.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 I per cent annually. Small scale redemptions,

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

1/ 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 east about for something in the nature of a precedent. The issue most

closely resembling the securities of the Bank seems to have been the Lustrian

Internationa' 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 (20 1/2 per cent), Belgium (2 nor cent),

Sweden (2 per cent), Dcnmark (3 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 cll ateralized with dollar bonds of the various govern-

ments in the proportions indicated.

It is illuminating to observe the price movement of the American

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 7'T43 and
of the Guarantor Governments in

of Certain Bonds
New York

June l2 3

Price Yield
(er cent)

Austrian 7s'43 91 1/2 8.0

United Kingdom 5 ]/2s'37 103 /2 5.1

French 7 1/2s'41 92 1/2 8,3

Ttfl y 7s'1 51, 96 i/zg/ 8.5

Czechoslovakia 8ss'51 94 8.6

U. S. Treasury's 4.4

Aaa Corporates 5.2

June 1930

Price Yield
(Per cent)

104 6.5

104 3/4 4.7

122 5/8 4.7

97 3/8 7.3

109 7/8 7.1

3.3

4.5

June 3932

Price Yield
(Per een$

62 3/s 13.7

102 5/8 4.9

11s 3/4 4.8

85 8.6

69 12.2

3.8

5.4

/ 6 l/2'25

Table II shows that the Austrian bonds normally sold somewhero in

between the issues of the guarantor overrments, but at a wide discount from

United States Treasury bonds or triple A corporates. In 1932, durincr the bad

days folloring the Creditanstalt faiture,they dropped to the pretty grim evel

of 62, hit quickly recovered to 0O. In 1932, the Austrian Government actually

suspended service for a short period, and the yuarantors were force to draw

upon reserve funds in their possessions. Subsequently, however, the lustrian

Government caught up and in lq35 the loan wais converted, under faily 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 thom and the Austrian loan. tifhle the coverage of the guarantee of the
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Austrian loan was more complcte than the covernSge which the Bank's securities

in the aggregate (not individually)will have through its members' subscri[D-

lions, the muirantors as a group probably vlere weaker than the leading mTembers

of the Bnnk vill be. More importantly, we are horr lea,]in[' with a Linglc

issue which permitted no diversif! cotion of risks. In the BankI s case, the

latter possibility will be an imnortant element of strength. There can be

little doubt that the Bank's securi.ties should rate considerably higher than

the Austrian loan.

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

Bank that itsfinancing would be done through "nornal channels" - i.e.,

presumably iy enlisting the aid of the securities industry. In the case of

guaranteed issues, the need for the usual underwriting and distritbtiing

services seems to folow almost 5nevitably 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 mreceding the exton-

sion of the guarantee, and makinr allowance for SEC requirements.

Tn the case of debenture issues, however, it is conceivable that

tihe Rank could dispense vith the services of under¥riters and distributors

and could sell its obligations in the sane way as the Federal Government,

through a fiscal agent. It has been argued, in fact, that an institutinn of

the Bank s standing should makd a noint of avoiding direct contact vitl the

securities industry, although this view seems to he undalyexacting in view

of the fact that foreign governments of the highest standing have tradition-

ally employed such channels for th-ir imnrican borrowings. If the Bank should

decide not to use these channe s, it is evident that the question of unar-

anteed issues versus debentures would acquire very considerable importance

for the industry.

It is far from certain, however, hardly even likely, that th! Bank
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luring its early years will be ab'e 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

tdth their characteristics. In this connection, it vill be necessary to

make it quite clear that the Urnted 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 coxlicitly 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 needed.

In addition to an educational campaign, it will be necessary, as

said before, to broaden the market bry 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. Heonce

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 prccedure has been adopted by the Federal Land Banks, whose capital

stock, like that of the Bank, was and in part still is government-owne:d.



0
32

In Europe it has been quite customary for government securities to be sold

by syndicates on the basis of a moderate commission.

Quite likely, however, the Bank may be able to dispense with

underwriting services propel' and may find it advisable to employ houses

which specialize in the maintenance of a wide distribution service. So

Iong 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 'dll be not to obtain money

at a given moment, hut to tap as 'arge an investment market as possible.

It would probably help if the first few issues were made for projects

which are likely to enjoy gencra' approval and rith 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 btetme chary of them. targer maturities and relatively lower

coupons will become possible as the Bank pmroves itself in the eyes of investors.

The type of relationship which the Bank should establish wit!L the

securities industry !ill 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 but 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. Moreover, 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 follo'::rl 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.

Foderal Reserve Bank If New York
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Eenry C. a]llich


