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As We See It by Sidney Brown

1 Don’t Want to Make Invidious Comparisons with Commercia
Banks and Other Lending Instltutlons — Eugene H. Rotberg

Al a time when the
international financial [
system is on tenter- [0
honks, desperately
trylng lo prevent a b
maelstrom of debt re-
payment defaulls, can
vou identify a major
lending institution that
has no defaults, lesses,
or rescheduled loans, Iy
nor expeels any? That [0
anticipates 1.1“-(:-::1:—1‘4:1 higE "1
profits this year? — -
Trades $1 trillion annu- Y Eao
ally in 20 different currencies? And out-
side the U.S. Treasury, is the world's
largest borrower?

The answer Is: the World Bank.

Vice president and treasurer of the
World Bank, Eugene H. Rolberg took cen-
ter stage and faced a skeptical audience
of top lnanclal analysts from the Finan-
eial Analysts Sociely and the Fixed In-
come Analysis Soclely, whe met in New
York on March 16. Speaking extempora-

neously and candidly, he disabused the
analysts who, as consummate readers of
Wall Street Journal editorials, thought
that the Warld Bank, as the major lender
to underdeveloped mntries. was in the
same precarious bind as other major




Aflter all, for example, doesn't the
world Bank have large loans outstanding
to Argentina, Brazil and Mexico? But un-
like private sector b how come there
hasn't been imgle defaull®

Morose World Bankers

Obviously, in order to render an an-
swer, the Temple University graduate
lawyer, who became one of the world's
brilliant finaneciers, faced the problem of |
structuring his reply so that it would not |
be construed as invidious to the world's |
international banks, other multilateral de-
velopment banks, and government lend-
ing agencies. A number of international |
banks, as Carl Gerwitz pointed out in the

International Herald Tribune of March 21, |

are “worried that the debt rescue opera-
tions undertaken for Mexico, Brazil and
Argentine are about to unravel.” He ob-

served that, A feeling of moroseness is |

enveloping the syndicated loan market.”
Considering the write-offs to date, the in-
crease in non-performing loans and the
U.S.-IMF forced rescheduling of what are
essentially short-term loans, and such
ve as Brazil's demand that interbank
be maintained at the level extant six
earlier, no wonder there is genu-

Journal dispate
(March 22) reporting that,
Latin American nations are thinking of
banding together in a ‘debtors’ cartel’ to
force more generous repayment lerms)
from their foreign banks." No one be-
livves that this OPEC-type of 1hpld-up;

_ should be taken seriously, but it 1s inmca- '

tive of the tenor of the times. The day be-
fore, Venezuela's latest efforts to con-
vince international banks to renegotiate
short-term debt (estimated at more than
%6 billion) broke off over the weekend
without an agreement. |

Bankers Say “It's Nol So Bad"

Bankers believe the problem has been
grossly exagperated. For instance, senior
vice president, chiel accounting officer of
Citibank and Citicorp, Thomas E. Jones
claims that the non-performing loan situa-
tion *is mot that bad." He told the Bank
and Financial Analysts Association at
their 13th. annual banking industry and
bank stock symposium, in New York on
March 23, that such loans, "“are nol ex-
traordinary for a recession ... actually
they are a small amount.,” He contended,
in effect, that the problem is one solely
caused by the wnrlc{‘:

problem will automatically be righted.
Others, however, pointed out that the
warning signs were there back in 1981
when oil prices first dropped on June 1,
1981.

Rolberg Concentrates on Principles

Instead of dealing with the world eco-
nomie situation in general, and the debt
repayment problems of the developing

me small '

wide recession. Once :
recovery ensues, the debt repayment

countries in particular, Rotberg ad-
dressed himself to the glaringly wide dif-
ferences between the World Bank's lend-
ing and borrowing principles, policies and

standards and those of other lending insti-
tutions, This approach is particularly tell-
ing ingsmuch as his institution is a prime
lender to the very countries that are giv-
ing multinational banking spokesmen the
exhausting task of defending their lending
standards and financial management.
The financier said that the World
Bank's operations rest on nine principles.
One, the financial world is uncertain,
therefore “we do not try to predict inter-
esl rates, volume of resources available,
exchange rates and what will happen.

Fall Back Posltlons ~

Two, loans are objectively assessed, |
d measures and technigues put in place
minimize risk occurrence. Neverthe-

ldss, should a problem occur, there must
in place a fall back position to take
chare of the problem.

There is always a risk when financial
irfstitutions lend money, whether they be
dbmesticor international loans. In a dip-
lfmatic way, he criticized banks that be-
litve they must lend the money because it
i available. By way of illustration, he
id you don't lend money Lo a Seattle air-

ports, or for military bases. “You lend
money for economic development, not be-
cause some bright bank manager in a
London branch, in anticipation of massive
OPEC deposiis, has to do something with
the liability base pouring into his Institu-
tion. You do noi, therefore, make Inans
based upon your access to a depository
base eost of funds if the loan does not have
and the country does not have the strong

economic base {hat Is needed to Justify the

loan ltsell.” (Emphasis supplied:) In a fol-

low-up Interview, Rotberg told us that the

World Bank does not make loans to basket”
countries, and its loans should not be con-

fused with the International Bank for Re-

construction and Development's other in-

stitution, International Development As-

sociation.

Three, managerial capacity to Inn.uwl
vate, change direction, act guickly, and
nol be inhibited by bureaucracy of the in-
stitution regardless of whether it Is corpo-
rate or sovereign. ‘

Full and Open Disclosure

Four, *'Errors must be open and admit-
ted, Opportunities lost must be measured
and made public. There is no difference
between an act that Is a mistake in fact
and an omisslon to maximize profitabil-
Ity, or wisdom. Both exist, both must be

measured, and both must be made pub-
lic,” the financier contended.

" Five, according to Rotberg, there
should be a healthy disrespect for all ac-
counting conventions in deciding whether
a particular course of action does, or does
not, make financial sense. *'In short, there
must be a healthy disrespect for the book-
keeper and a healthy respect for the pres-
ent value potential gain of any transactlion
including the measure of opportunities
lﬁﬁt“'

Six, the financial system, Including
both corporate and soverelgn entities,
must be able to withstand external shock
that Is not the doing of the Institution con-
cerned.

lane company In order to promote ex- |-



“Big Daddy'* Means Disaster

Seven, no Institution, whether corpo- N
rate, multinational or sovereign, should
be run as If “big daddy will take care of

you by printing money, E:lovlding guaran- |

tees, safety nets, or subsidies.” Rotberg

said, “*the issuer who comes to the market

and says,'don't worry, my debts are guar-

anteed." The purchase of the debt is an

ir;;iu;uun iln d;sats}lm- because It Is a meta- | :

phor for a lack of financial integrity and a te sector world banks, the

capacity to make rational cholces. The Is- | wErﬂk;a':lrkw:mI not supply balance of

suer s saying, you can make your decl-| payments loans. Only 30 per cent to 40 per

slon because I'll be taken care of by some-| cent of the cost of the approved project is

one somewhere. . | lent, in tranches, as satisfactorily com-
Eight, an Interesting principle that was | pleted. The rest of the funds come from

unexpected, “never underestimate either ' yhe borrowing country’s internal re-

the cruelty, ignorance, biases or capacity | sources, according to Rotberg. [The World

of those who would rather you weren't a | Rank has over 1,000 analysts, economists,

factor in the world market.” It seems to | g1c., and spends $550 million on salaries.]

We asked experts In this area how they
can explain the World Bank’s success and
their answer fell into two paris. One,
.World Bank loans are government guar-
anteed and, two, the massive financial re-
lief packages being put together enable
the World Bank to be paid promptly.

But the first answer does not satisfy us
beeause, government guaranieed or not,
Il involved here in the rescue packages are

not enly private but also government bor-
rowings. The second answer smacks ol a

us that thée World Bank has found that
some of its eritics are callous toward thelr
fellowman whois'striving to become more
productive in order to raise his standard
of living.

And nine;, “Don't try to outsmart, out-
wit the market place. ... Treat customers,
underwriters and even rating agencles

openly, fairly and honestly. Just always
meet the test of the market.”

Every Government Is Telexui

If a country Is 30 days late, “unlike
commercial banks,” every government in
the world (144 members) Is advised by
telex “that country is late.”” The informa-
tion, thus, “'unlike commercial banks,” Is
open to the public, fully disclosed, in
short, “‘notorious”. Rotberg could cite
only one instance, amounting to $2,000 that
was not fully pald until two past months
later.

The World Bank, the analysts were
told, does not look at loans within the con-
text of defaults. It simply asks the errant
country “are you late?” Ifitis, it jeopard-
izes any disbursements that are still to be
made, even if the slow payer is only a lit-
tle bit behind. “Everyone s advised, in-
cluding the stockholders, of .the fact.
That's what I mean by a balance between
the neeids of constituent developing
countries, financial market |I:Ia¢u, major
stockholders and the theoretical needs of
the developing world.

“They [debtor developing countries] do
not object to that procedure. They know
we do not have any taxing power. That
there Is no central bank to fall back on.
That the Bank needs to rely on careful,
meticulous support from the financial
markets. The Bank is trusted by the mar-
kets and by governments to whom we are
lending. They trust our objectivity, our
non-political nature [which Is a sore point
to World Bank eritics who object to loans

made to socialist and even more left gov- |

ernments, but are silent if loans are made
to governments of the other extreme].”

Mo Blank Check

The World Bank's lending policies do
differ from those employed by most
banks. It does mot hand out any blank
checks, for any designated purpose not-
withstanding full approval of the purpose
of the loan. After all, money is fungible,
and borrowers could in the interim decide
to change their minds, using the funds
elsewhere, hoping to make good before
the loan is due. .

| ments falli
terest will

Questlons and AnsSwers

In Its approach to a loan application,
the Bank, the analysts were told, asks:
does the project make sense, what is the
country’s tax base, debt servicing ability,
GNP and population growth rate, tariff
structure, its flve-year program, incen-
tive system. Also, is the country credit |

" worthy, and what will be the financlal and .
economic rate of return? Does the country . -

have a distribution capacity, managerial
capacily? What difference will it make to
the country?

The job of the World Bank's profession- ‘
als is to answer these questions. If the an- _
swer Is, “*no,” there is no loan. It takes 1-2 |
years to approve each loan, and 57 years
to dispurse the loan.

Real Leverage Means No Defaulls

The Bank's 535 billion in outstanding
loans §s so structured that what it owes |
to developing countries is virtually the |
same as the amount the developing
countries owe to the Bank. The debt ser-
vicing of the world's ten largest borrow-
ers is less than the bank's projected dis-
bursement o the countries. “What is the
revelance?” the vice president asked rhe-
torically, “'simply that any interruption of
debt servicing of Interest and/or principal
to the Bank would result in a cessation of
disbursements to that country. That's

(1)

what I'd call a trade off ... ‘leverage’.
Profits Show It Works

The Bank's profits are extremely high, '
probably in excess of $800 million, net, the
highest in the Bank's history - up $200
million from last year. Its short lerm
portfolio profits alone are currently 25 per
cent. .

This is quite an achievement in light of
the fact that the same countries that are
lagging on payments due to lender banks
are not one lota in arrears to the World
Bank. [Argentina's delinguency on inter-|
est payments to commercial banks and

delays are causing friction between the|

country and its ereditor world banks. Ven-
ezuela has notified its bankers that it will
postpone about $2 billion principal pay-
due through July 1, only in-|

January.]

pald, ‘but some London|
| banks are walting for interest due last

ease of borrowing from Peter in the res-
cue operation to pay Paul. Frankly, are
the world banks willing to refinance debt
due knowing that a portion will be going to
the World Bank? There's no way we can
ferret out the score here, but we do hope
that someone will clarify this.

Cash Management
Unlike a money market fund, the Bank

trades $1 trillion a year, actively man- ..

aged in 20 different currencies.

As noted above, its principle is to ig-
nore conventional accounting with respect
to liquidity. **Always, always, Rotberg
pointed out, “'ignore the accounting impli-
cations of a sale ... if a bond at 9 per cent
goes to a 14 per cent yield and is trading
at 80 and dropping to 79%, you must sell
it. Mot even my colleagues are even al-
lowed to know the price at which they
bought anything. The only Issue Is what is
the rate of return of an investment com-
pared to another instrument. There is no
such thing as a hold recommendation. 1
you got it, you like it, and you would buy it
today if you were to start all over again. If

you like something else, you-sell it. Any- ...

thing you believe is the poorest instru-
ment you have - Irrespective of its book
cost - transfer four resources,”

Rotberg again emphasized that the
measurement of opportunities lost is as
important as actual losses. “That's the
way we run the institution.” Buying a
bond at 10 per cent and watching it go to a
yield of 16 per cent, priced at 70, and not
buying at 16 per cent and the price goes Lo
130 is the difference between an opportu-
nity lost and the taking a loss. Nol know-
ing the difference between these two envi-
ronments, Rotberg insisted, Is not being
financial rational.

Turning to another aspect of cash man-
agement, the Bank's financial head noted
that some managers permit making mis-
takes and showing them, not hiding them.
Other managers don't follow that policy.
“Some managements,” he sald, “permit
Continued on Page 5
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and insist that you measure opportunities
lost, others pretend they do not exist.”
The difference between those that do

and those that do not make money in the |

fxed rate inlerest market, according to
Rotberg, is not a function of irrationality

or abllity to predict interest rates, but isa |
function of the reward and punishment |

system which exists with respect to [man-
apers'] declslon-making.*

Bank's Basle Guldelines

Turning to some basle guldelines, the
financier submitted the following to the
bank analysis:

& Never borrow only one or two curren-
cies. The Bank borrows 16.

s Mo one is 50 clever as to know what

‘the maturity structure should be. The
Bank borrows from two days totwenty
years.

« Never borrow from one source.

e “Always, always assess currency

risk. “Keep in mind that Swiss francs at 5

per cent versus dollars at 11 per cent for a
len-yvear Instrument would require a 75

per cent devaluation of the dollar against |

the Swiss franc to make it not worthwhile
1o borrow in Swiss francs. “If a corporate
executive is not borrowing Swiss francs,”
Rotberg noted, “you are buying the paper
of an Institution which does nol have a fi-
nancial manager. Il has a nervous bu-
reaucral who is afraid of the visibility of
error. Al the bank, we are massive bor-
rowers of deulschemarks, Swiss francs
and yen. We don't know if it is right or
wrong, we are doing it because we think
we are right and because we are not con-

cerned with the accounting consequences - |
of being wrong. We are looking at the long

term effect of the transaction.” The Bank,
also, it should be noted, hedges.

Bank's Borrowlng Costs

Back In 1975, the Bank's outstanding
borrowings of $12 billion cost 7.1 per cent;

currently, with $40 billion outstanding, the |

cost is B.75 per cenl. Rotberg atiributed
this relatively small increase, which in-
cludes the turbnlent run-away period of 15

per cent-16 per cent for triple-A bonds to |

not only playing currencles against each
other but, also, to following a policy of:

e Not having to borrow when rates are |
very high because of the institution®s poli- |

cy of building up liquidity when rates
were 3 per cent to & per cent, in anticipa-
tion of the unknown, and drawing it down
when rates went sky high.

« Being able to evaluate risks. Liquidity |

gave the Bank flexibility to accelerate or
decelerate its borrowings, resulting in a
lower cost of debt.

Discretionary Financing

Whether a borrower Is a sovereignora |

cocporation, they should have directors'

approval to go Into fulures, debl for debt
swaps, discount noles, Moating rate notes,
index Wonds, links, swaps, zero coupon
bonds, detachable and non-detachable
warrants opllons. “In short, the function
of a financial officer should be determined
not by what is going to maximize profit,
but the range of Instruments that a very
fragile and uncertain market may wish to
use. One can then act quickly to fill that
demand, without I, the Institution is
stripped of financial techniques to meet
the demands of the market place.,”
Reason for Cynicism

The Bank's chief financial officer did
not minimize his cynicism about most fl-
nancial declslon makers. What Rotberg
criticized, for example, is a declsion to go
into 8 per cent short-term borrowing,
rather than 10 per cent for 10 years, be-
cause it made that gquarier’s profiis look
better. Such a decision, he told the ana-
lysts, is irratlonal, based upon current

pleasure and trying to avoid present pain .|
with the expectation of having an un- |

known benefit in the future.

Rotberg, in addition, called attention
to managers that refuse to go in for debt
swaps because it might be construed as
an admission of error, making them look
bad. The debt remains as is even though it '
could be refinanced at a lower cost.

The Bank this year will have a total
cost of 7 per cent plus equity. The total re-
turn for the pool of assets Is about 9.40 per
cent and a realized return of 12.5 per cent,
as a result of borrowing costs of 8.6 per
cent with an enormous positive yleld
spread.

One last caution submitied was,
“‘never, never rely on puarantees.’
Rotberg stressed thal even though the
World Bank has $48 billion callable capi-
tal, only available to bondholders, which

never can be used in the Bank's business,
it acts as though it does not have it.. More-... ...
over, the Bank operates, he sald, as a
profit-based enterprise,

“The second you sense an institution s

calling attention to its callable capital, or
safety nets, or guarantees - you are look-
ing at an institution that is going down

hill. Obviously, should & bail out or subsi- |

dies be necessary, you can be assured
from that point on that the institution will
no longer be functloning as a market-
based Institution."

The Bank's princlpal policy Is to keep
its sum total of equity and guaranteed
capital at a 1-te-1 ratlo to debl. “That's
what you call being cautious,” Rotberg
observed.

Concluslon

In conclusion, he raised the following
gquestions:

Are those in charge professionals or
compromising political animals? Can
they be trusted?Do they hide mistakes -
covering up, window dressing, and hiding
behind some sophiticated accounting con-
ventions? Do they recopnize risk or bully
their way through it and deny there is any
risk? How do they plan to cope with ad-
versity and uneertainty? And are stock-
holders, ereditors, customers treated with
equal respect?

Our gquestion is, is this the way all
banks should be run?





