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Provosal for an International Development %Vfix
Corporation; a suggested application of ! ;#\\
the Point IV vmolicy o

1l. Introduction

It is generally recognized that the pace of economic develomment can e
much accelerated by foreign private investment. Considerable thought has there-
fore been given to vossible methods of overcoming the unsatisfactory "climate"
inhibiting this investment in countries where it could be usefully amplied,

The United States Government, in narticular, has taken certain steps to this
end as a part of the Point IV vpolicy enmunciated by President Truman, ZExamvles
are the recent treaty with Uruguay and the bills nut before Congress that would
empower the Export-Import Bank to extend‘to private investors guarantees against
certain rigks neculiar to overseas investment,

The Bank has often encountered the need for nrivate investment in under-
developed countries and has felt that its contribution to the development of such
countries would be greatly magnified if the need could be satisfied, The Bank
has accordingly‘considered ways in which it could, in greater measure than at
present, fulfil one of its principal purposes, as defined in Article I (ii) of
its Articles of Agreement:

"To promote private foreign investment by means of
puarantees or participations in loans and other investments
made by orivate investors:"

While this article specifically refers to guarantees of and nartici-

pation in "loans and other investments" and does not in any way limit the role

of the Bank to lending transactions; the svecific nrovisions of the Articles
dealing with the Bank’s operations do not exvressly authorize or envisage tymes

of financing other than loans., And in fact the Bank has to date particivated



only in creditor-debtor transactions. Moreover, since all the Bank’s financing
has been on a loan basis, it has all come within the express vrovisions of
Section 4 of Article III of the Articles of Agreement recuiring, when the
borrower is not a member, a guarantee by the member or its central bank or
comparable agency. This condition, too, tends to limit the Rank’s freedom of
action,

It has therefore become clear that, if the Bank is to assume the broad
functions in the field of economic development that its exmerience to date
suggests are desirable, it must seek new means to mromote nrivate foreign
investment, Consideration of this question suggests that »erhaps tle best
method of achie¥ing this purvose would be to create a new institution under the
Bank’s auspices designed primarily to make eauity investments in participation
with nrivste foreign investors but also with the nower to.make non~guaranteed
loans to private enternrises. This new institution, which is here termed for
reference nurposes the International Develonment Cormorstion, would be a senarate
corporate entity, financially distinct from the Bank, but otherwise under its
direct control and therefore guided by the seme ecenerszl aims.

The following naragraphs describe in greater detail the wresent limitations

on the Bank’s operations and the mromosed nature of the Cormoration,

2. Limitations on the Bank’s onerations

(2) The requirement of a government guarantee

Although the Bank’s experience has not yet been comvrehensive, it is
already nossible to discern certain effects which the reguirement of a govern-

ment guarantee has and will in likelihood continue %o have on the nature of



the Bank’s operations.

First, the requirement tends to discourage loans to nrivate entermnrises,
There have been numerous instances of potential borrowers who welcomed Bank
participation, but were extremely apprehensive of a Government suarantee,
Borrowers fear that a Government guarantee may lead to demands for Government
representation on boards of directors or to Government marticivation in or control
over management in other ways., Although this fear has not been justified by the
Bank’s exnerience to date, that exmerience is not a reliable basis for judement
since the Bank’s only loans to nrivate enternrises in unferdevelomed countries
have been to public utility commanies which are already so fully subject to
normal regulatory vowers that they have relatively little to fear from incressed
Government interest. Whether the fear is justified or not, however, the signifi-
cant fact is that it exists.

Equally immortant is the fact that Governments are frequently loath, for
entirely understandable political reasons, to guarantee loans to »rivate enter-
prises. If a Government extends its guarantee to a rarticular nrivate commany,
it lays itself omen to charges of favoring that enterwrise over its commetitors
and, what is often more immortant, over various mublic projects, This is ant to
be the case, hrowever well-advised the choice may be. The situation is agegravated
by the special advantages attached to Bank loans such as their low interest rate,

The need for a govermment guarantee also affects the choice of tymnes
of nrojects. Because of the length of time required to obtain enabling legis-
lation for such a guarantee, and the political debate wvhich is likely to be

provoked, there is always a tendency to restrict consideration to those wrojects
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which are largest in amount and most spectacular in nature and which will bring
the most immediate return in molitical goodwill, This emphasizes large
construction projects of a public works tyve which, although they may be highly
beneficial, do not necessarily meet the rezl first-wriority develomment needs
of the country,

In general, therefore, it may be said that the reguirement of a Government
guarantee discourages loans to nrivate enterwrise and tends to restrict the
Bank’s lending operations to the nublic works field.

(b) Egquity financing

The financing of enterprises which involve an apnreciable degree of
commercial risk frequently demands a high provortion of eauity canital. Tauity
financing is therefore desirable over a wide range of economic activity, in-
cluding almost all industry and distribution. The commercial, managerizl and
technical skills necessary for the efficient conduct of undertalings in these
fields are commonly found only in rrivate enterprise and normally can be
attracted only in association with nrivate canital investment. Very often
these skills are not available at all in underdeveloned countries, eswecially
in industries that are new to the country, and they must then be sought abroad,
Even if they are available, foreign ecuity capital may still he needed: first,
in order to cover the foreign exchange costs of the necessary equinment, when
exchange control regulations do not mermit its purchase by local investors; and
secondly, in order to maintain close contact with established centers of »nro-
duction overseas.,

In a number of instances the Bank has had to refuse to consider mrojects
which had 2o0d prospects of success and mnromised to be of substantial benefit

to one of the Bank’s members, because they reauired a greater prowortion of
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equity canital in relation to debt canital than the wrovosal offered. It is
typical of provosals of this kind that they present the RBank with an over-
whelming share of the risks involved and the promoter with substantially all
of the pro@its, if the project turns out to be successful, If the Bank had
equity funds, it could fit its financing to the needs of the vwroject and could
accepnt provosals which it cannot now consider,

Another impvortant consideration is the effect of eauity financing on
a country’s balznce of nayments., Foreien equity financing, like foreien debt
financing, involves a burden on the balance of nayments; and if new investment
is to be encouraged the aggregate amount of transfers recguired in the one case
may be at least as great as in the other. But with equity financing mrofits
and consequently transfers are closely related to movements in trade and net
receipts of foreign exchange. In export industries the corresrpondence is
obviously direct, but even in industries manufacturing for sale locally there
may well be a fairly close corresnondence, The burden of transfers under equity
financing thus tends to be heaviest when it can most easily be borne and
lightest vhen the difficulties are greatest,

Furthermore, transfers required under equity financing nermit of far
greater flexibility in handling., There are no fixed dates on which transfer
must be effected under penalty of confessing a default, A country wvhich is
experiencing a severe foreign exchange stringency can nostpone transier of
profits without the serious danger to its credit standing that would result
from failure promptly to transfer service of debts,

This asmect of equity financing is immortant to the Rank since there are,
amonz the RBank’s undeveloned members, several vhich offer interesting develowv-

ment prospects but vhich have already assumed foreign debt burdens which are
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out of proportion to their present foreign exchange revenue. Equity funds
would tend to nut the Bank in a mosition to heln even the most impoverished
of its members, and thus prepare the ground for larger investments on a credit
basis in the future.

(¢) Local currency financing

As the Bank has gained experience in undeveloped countries it has become
more and more evident that nearly every case presents extraordinarily difficult
problems in finding funds to finance the local currency recuirements of nrojects.
Although the provisions [Kiticle IV, Section 3(bi7 of the Bank’s Articles of
Agreement authorize a certain degree of flexibility in this respect "in
exceotional circumstances", practical crnsiderations make it difficult to
give effect to these provisions. The Bank does not have these currencies freely
available and must usually acquire them by selling dollars. In that event, the
Bank must require repayment in dollars which in turn means thst the undeveloved
countries would have to assume a dollar debt for exmenditures vhich could be
met in local currency. When that course anpears inadvisable, the only alterna-
tive often is to raise the money by central bank advances or similar means
which may involve equally grave daneers by adding to inflationary tendencies.
Any means of creating or attractinge savings in local currency would therefore
give a valuable impetus to develovpment in general and to the Bank”s omerations

in particular,

3. The International Development Cornoration

(a) Purposes and activities

The fundamental purpose of the Corporation would be to wromote economic

development by encouraging foreien mnrivate investment., The Corvoration would
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try to accomplish this by seeking possible business opnortunities in member
countries - primarily underdeveloped ones ~ and by placines those opportunities
before both foreign and local carital in order to intersst them in tre formation
of new enterprises, The Corporation would normally varticipate in these new
enterprises by subscribing to canital stock or by makine loans (other than
short-term accommodation) or both, but it would not attemmt to take a corntrolline
interest nor to supnly the management., On the contrary, one of the objects of
obtaining private carital would be the attraction of cawable management in
association, without which the Corporation would not wroceed,

The participation of the Corroration in an enterprise should serve to zive
private investors confidence that they would be fairly treated by foreisn
governments and should thus bring about investments which would not otherwise
be made, For the Corporation could exercise its influence to assure fair
treatment, not merely at the late and difficult stage when a disnute has come
to a head, but as the occasions of disagreement arise, The mutuwal suspicion
which exists today and which creates an unsatisfactory "climate" for investment
can probably be cleared away more effectively by day—to~day discussion of smecific
cases than by general declarations of policy, since it is ass often the adminis—
tration of lawsg that causes difficulties as their content,

The more experience the Cormoration accumulated on the precise nature of
the differences between governments and foreign investors and on the most
suitable ways of reconciling these differences, the more foreien canital it could
attract by its nrestige. Ar’ it mieht well make an even greater indirect con-
tribution to the develovment of a country, if the "climate" could be so immroved
by its efforts that foreign capital would enter without the pnarticular oro-

tection afforded by the actual participation of the Cormoration,
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Yhen any enternrise had massed the develonment stage and was a soing
concern established on a sound footing, both economically and nolitically,
the Corporation could sell its interest either wholly or in part to private
investors, local or foreign. The proceeds of the sale could then be used for
reinvestment, either in the same country or elsewhere. In other words, its
canital would be used as a catalyst transferred as often as mossible to new
enterprises.

The Corvoration could also perform the useful service of encouraging the
growth of a local canital market. The Bank has freduently found the necessity
for this in underdeveloped countries but the Bank’s owerations do not lend
themselves so directly to this as would the Corporation’s.

The general character of the Cornoration would thus be similar in a
number of respects to the U.K. Colonial Develomment Cormoration and Mr, ¥elson
Rockefeller ‘s International Rasic Economy Corvnoration., It would, like these
two, operate on commercial lines., While it would be operated on a nrofite
making basis, it would be willine to take from tlme to time somevhat gzreater or
long-run risks than would be commercially justified. Its wmrofits, furthermore,
would be primarily devoted to reinvestment.

(b) Relstionship with the Bank

The Cornoration, although a separate financial sntity, would be wholly /}
o —, . )
owned by the Bank, Its operations would be guided by the Bank and the officers /%7
. o
Y_-_-__—\ ————— TP, ,
of the Bank would be Directors of the Cormoration, The Cormoration’s staff |
would not need to be large initially, since the services of the various
departments of the Bank would be available to it., It would be, in essence, a

specialized department of the Eank,

While the Bank and the Cormeoration would undoubtedly carry out numerous
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independent operations, it seems likely that thers would be a number of cases
when the operations of the one would be materially affected by those of the
other and simultaneous, if not actually joint, financing of certain projects
might often nrove feasible.

There will, for example, be occasions when the financing of a utility
oroject is dernendent on the growth of demand for the services of that utility,
The power-cum~industry type of wnroject, which the Bank encounters frequently,
is a tyrical example. In such a case investment of Cormoration funds in
industrial developments utilizing the mower might well nrovide a necessary
Justification for the nower project for which Bank financineg is soucht, It
is thus possible to conceive of the develomment of a country taking nlace in
part by such successive jumns forward, which would not necessarily be on a
large scale but would be well coordinated.

Projects which lend themselves to a combination of loan and equity
financing could be jointly financed by the Bank and the Corworation teogether
with other local or foreign canital. There is also the mossibility of having
the Corporation provide a portion of the equity funds for local develovnment
institutes or industrial credit companies in various countries, with the Bank
providing additional cawnital in the form of loans,

(c) Carital structure

The projects undertaken by the Cornoration should initially be reasonably
conservative and small in size, It should resist pressure to undertake any-
thing too spectacular, The initial cavital, therefore, need not an? should

not be large,

On the other hand it must be remembered that the Corporation’s snhere of
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operations is potentially worldwide and it might be advisable to nlan ahead

for investment on a somewhat larger scale than would initially be the case.

It is suggested that the order of magnitude of the initial canital should be
$250 million, whether all vpaid in or not,

The Bank would wish to have control of the Cormoration, which could be
achieved by a nominal common stock subscrintion, if the remainineg stock were
non-voting. It is assumed, for nurposes of this memorandum, that the Bank is
entitled to make such a nominal subscription under its Articles of Agreement,
As regards the remaining canital, it would seem clearly inappropriate for the
Bank to make so large an amount available from its own resources for,
irresnective of lecal considerations, such action would radically change the
nature of the Bank’s financial responsibilities.

It is mlain that, in view of the general character of the Cormoration,
the only possible source of funds would be governments, and the only major
source the U.S. Government. For the U,S. Government to subscribe to the
Cornoration’s stock would certainly seem to be in line with the general objectives
of President Truman’s Point IV proeram. 4and it is clearly desirable that other
governments should also make a contribution. These contributions might be in
the form of non-voting common stock, non-cumulative nreferred stock or income

bonds. The precise form can be discussed at a later stage,





