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The International Finance Corporation (IFC) syndicated its first loan
in 1959. But it was not until the late 1980s that mobilizing commercial
bank ﬁnance, alongside our own loans, grew into one of the central fea-

partic1pat10ns to almost all the world’s leading commercial banks, and to
many smaller financial institutions. IFC has introduced banks to coun-
tries and sectors that otherwise they would not have considered acceptable

risks.
Wit

h the rapid growth i v
shared, inevitably some policy and implementation issues developed
Eleven years ago we invited a few of our leading partners to a one-day
meeting in Washington, for a general discussion of the main aspects of the
B-loan program. This first Participants Meeting, in April 1991, was
attended by some 25 bankers, who supported the idea of making it an

annual event.

At its inception we had little notion of where this modest initiative
would take us. The meetings are now evidently a fixture in the diaries of
many leading international project financiers. Attendance has grown to
over 200 representatives from 100 financial institutions, based in all the
world’s major markets. Many more would like to attend, if we had room.

range ire and spea alrare the amannt of detailad infarm
Thera gL O1 tOPICS annd SPEaxSys, ik aimour it of aetaued infor

sented, and the publicity generated by the meetings have far exceeded our
early expectations. For senior banks working in emerging markets project
finance, it is a conference of considerable importance. But the central
objective is unchanged: to provide a forum for a frank and open discus-

sion between IFC and our B-lenders. We are also pleased to reci

SiUI DCIWLECH: A5 &l © fL i BL01 15U P

some of the generous hospitality we receive from so many of you through-
out the year. We give the facts on portfolio performance, market trends,
internal IFC policy chinges, and some of the major transactions in our
pipeline, but we also ask for, and heed, the opinions and recommenda—
tions of our partners. For example, the B-loan sales website described in
Chapter 21 is an innovation based on requests from our pa rt1c1pants for
increased liquidity.

For those who have been working in this field the history of project
finance is one that is not well documented. The lore of excruciating proj-

vil



ect structuring exercises and restructurings that continue for many years
is passed on from bank to bank, but seldom recorded. Each year at the
Participants Meeting we discuss some important case studies. Contrib-
uting to a recorded history of project finance experience in emerging mar-
kets was part of our motivation for producing this volume.

The 2001 meeting was our best attended and most comprehensive, so
much so that we also considered the main proceedings to be worthy of
publlcatlon The topic of globalization was explored in detall by Tom
Friedman in his fascinating exposition on the role of globalization in
transforming world affairs, by Horst Kohler on the changing role of the
International Monetary Fund, by Jim Wolfensohn on the importance of
alleviating poverty, and by Peter Woicke in considering IFC’s role at the

center of the globalization debate. The present volume is de51gned there—

Suellen Lambert Lazarus
Dlrector Sy'ndlcatlons and International Securities
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CHAPTEHR 1

rerer L VVOICKe
Executive Vice President, International Finance Corporation, and
Managing Director, Private Sector Development, World Bank

Of all the complex forces driving the world’s economies today, global-

ization is surelv number one. For those who have embraced it o]nhnll'/

tion has generally worked well. For those who have not, things have gone
badly, creating a growing gap between the richest nations and the poorest.
About 250 years ago the “wealth ratio” was 5 to 1. The richest nation was
five times wealthier than the poorest. Today that ratio is approaching 400
to 1. Some people might call this ratio an index of despair. Developmental
bankers would call it an index of opportunity In our eyes, globalization
represents an opportunity to add local value to emerging markets.

That opportunity is the underlying theme of this volume, which brings
together in edited form the papers and comments presented on globaliza-
tion at the International Finance Corporation (IFC) Annual Participants

Meeting held in Washrngton D.C,, on June 6-7, 2001.

of tha olahaliza

er of the globalization p
financial institution stands at the dividing line between the entire devel-
oped world and the entire developing world, between the public sector
and the private sector, between economic, financial, and environmental
realities on the one hand, and government polrcy objectrves on the other



IFC and Its Role in Globalization

the lead in grasping thlS opportunity.

Equally important, IFC has an impressive track record, with successful
investments throughout the developing world. A number of its member
countries—such as the Czech Republic, Hungary, the Republic of Korea,

and Poland—and some sectors in its member countries in Latin America,

aiila SVLQly Qi SULIIC SOV 21IQI1E0) ountries 1n Latnn America

have recently graduated from the institution’s support. IFC is proud to say
that it is no longer investing in certain countries and sectors because they
can generally be financed by the private sector alone. In other words, IFC’s
business model seems to be working. At the same time, the model is
changing, as IFC moves increasingly to frontier countries, regions, and

sectors, each of which has an effect on the way IFC does business. That is
why, in the coming years, IFC’s loan syndications will become ever
innovative, both as a virtue and as a necessity.

Of course there will always be major financing needs in the advanced
economies, and right now the world’s major commercial banks and infra-

structure compames do thelr core busmess there. However, the truly
na mn 1’ Tp{-" I“"D
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ments today cover the spectrum—from factories to power projects, and
from banks to schools and hospitals. In the energy sector, for example, IFC
recently closed syndications on two very large Electricité de France—spon-
sored steam-generation plants in Egypt These projects are supported by

ictnrv which were overs: ]'\_
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scribed by 25 percent.

IFC is aiso finalizing financing of a high-impact pipeline project in
Chad and Cameroon. Though initially subject to a good deal of contro-
versy, the project eventually received strong support from banks and bilat-
eral agencies because of IFC’s value-added involvement and the improve-
ments that, as part of the World Bank Group, it has promoted in environ-
mental and social areas, including financial transparency. These improve-
ments will reduce risks for the sponsors and IFC’s financing partners, and
will be of real benefit to the people of Chad and Cameroon.

IFC is also doing important work in the transportation sector, partic-
ularly with airports. In 2001 it closed a transaction that will allow Costa

ali‘p rt. A auuudl transaction
S

pecial interest because of its

cha to reﬂaDlllldlC dll(.l cxpduu ltS ma 1]
involving the Metro Manila Airport is of



Section I At the Center of Globalization

longer tenor. At a time when markets are moving to shorter tenors, par-

vironments, [FC is mmhmo toward the 10-

I.
ticularly in difficult country environments, IFC is pushin
to 15-year range because of the importance of longer—term financing to
infrastructure projects. I
because of its track record
program.

Another high-profile example of the range of IFC’s business comes

from Mozambique, which only a few years ago was one of the poorest

is able to mobilize loans of such tenors

1
o )

nd its participants’ confidence in the B-loan

s R AT e e oz

countries in LllC wuuu, ucvaatdtcu Uy civil war and in dire need of better

infrastructure. Based on an IFC partnership with other investors and bilat-

eral institutions that recognized the opportunity provided by

Mozambique’s natural resources and location, a US$1.2 billion project was

launched for a state-of- the art aluminum smelter, named Mozal. Even
;  under hudeat

ra o ot an
Laliiv 111 uliULl vulugtt al

The plant is now a player in the world market, and management is asking
IFC to finance an expansion that would double the smeiter’s capacity.
Where else in the world is there such an opportunity to rise from

absolutely nothing to a world player virtually overnight? Furthermore, the

snonsors of Mozal are in it for the lone run, determined to omn from the

spor Vlozal are in it for the long run, determined to gain from the
project, but also to benefit the local communities. In addltlon to provid-
ing jobs for local people, they are providing traditional safety and training
programs for their staff, and anti-malaria and anti-AIDS programs. The
sponsors are also helping other local companies, mainly small- and medi-
um-size companies, by actively seeking their involvement as suppliers to
Mozal. The company worked with IFC to put these value-added measures
into its business plan, and it works! They make it a far better company,
one that will undoubtedly improve shareholder value over time.
Government ministers have indicated that Mozal has put Mozambique
on the map. Before its inception investors said they did not even know

where Mozambique was; now they are willing to go there and invest their

money in partnership with the country. This is extremely exciting, an
overnight success, with the private sector learning a new way of doing

business. It is learning from the globalization debate that successful busi-
ness should also be socially responsible, and social responsibility means
financial sustainability.

IFC is ]’\p]rnna companies develop

IFC is helping companies develop a

not easy, and IFC needs help. Without ﬁnanc1al partners, without

'n
3..
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enders,



IFC and Its Role in Globalization

IFC’s impact is limited. That is why it is turning away from the old model

) MO +hha O Carmoagio MAA al? an“nn-a callad hig
In Cl. negic Caucq 1is

model the “gospel of wealth.” The idea was to earn one’s money first, then
to accept one’s responsibility for inheritance and taxes through philan-
thropy and through grants. The problem with that model is that it creates
a delay in sharing. The new model, the model that IFC promotes now, is

compbletely different. It recognizes the sneed and the needs of the new mil-

LULLIPACICL Y WUICITIIt, 20 s 0VU /LS L SPLCll Qi LT LICCs VL v W Il

lennium. Responsibility is needed as wealth is created, not just afterwards.
That means protecting the environment today and looking at this not as

a burden, but as a value-added activity.
IFC’s true mission is to be a leader in promoting sustainable develop-
nt. Put simply, this means actively promoting financially sound and

proﬁtable pr0)ects that will be assets for everybody, 1nclud1ng the local
communities. To be an asset to the community a project must have sound
corporate governance and transparency and be respectful of environmen-
tal and social standards. This is taken for granted in some parts of the
world, as a sound business practice that is necessary to reduce risk.
However, sustainability is the same everywhere, even in the developlng
countries. The challenge is to make this model work in ever
every region where IFC and its partners do business today. Examples of its
successful use, which can be seen in a number of projects, clearly show
that the model offers a means of adding value for the private sector,

1ncreasmg developmental impact, and reducing the risks for IFC and its

All of these issues are at the intensely busy crossroads of globalization
today. Private finance must not circumscribe this market, which needs to
support those seeking new investment opportunities around the globe.
IFC can help private finance do just that. In developing countries these
investments require power, roads, water, Internet connections, schools,
hospitals, and social services. Private finance needs to support local enter-
prises. These local suppliers, vendors, and buyers will help build stable
domestic capital markets to meet changing and expanding financing
requirements.

By working together, IFC and its partners can create enormous oppor-
tunities for all, including the people in developing countries. This is our

£ 1 1,
unimnsnea agendaad.



CHAPTER 2

The Global Implications of Poverty

James D. Wolfensohn
President, The World Bank Group

Instead of commenting on the latest techniques of B-loan lending and

I maarl-akl
emarkable initiative

,_

ve come out Af martnarching hatwoesn the
at have come out of par tnersni ps octwedn e

tha
Ll
World Bank, the International Finance Corporation (IFC), and other
institutions, I would like to take this opportunity to muse about some
broader issues that tie in with globalization. Many of these issues are of

such grand scale that one might say they are fundamentally insoluble

nrn]‘\]pmc T]’\P ﬁfﬂh‘ £me thﬂf we al‘f‘ dealina ‘Afitl"\ arp ﬁf CO'I'I"QP novertv,
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growth, and—ultlmately—peace on our planet.

As a result, the concerns of the World Bank Group' are spread across 80
percent of the world. Our concerns lie with 4.8 billion people out of the 6 bil-
lion who inhabit the earth. Those 4.8 billion account for only 20 percent of
the gross domestic product (GDP) of the world. Here is a colossal problem

in itself: there are many, many more people in the developlng world with
mucn lebb In()ney man IHOSC ()I us lrorn lHC uevclopcu WUIIU are Ulcssed
with. It is roughly an 80-20 split: 80 percent of the people with 20 percent of
the GDP, the other 20 percent with 80 percent. This situation presents us
with a moral and economic dilemma. It is clearly a social challenge.

When we look more closely at the trends w1th1n the so- called develop-
mg and transition countries that account fo
GDP we find that the gap between the rich and poor is expandmg, not
diminishing. The rich are getting richer while the poor do not do as well,

and in many cases are growing even poorer. This gap is also a worrying
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phenomenon for those of us in the developed countries. That is why the

issues of development touch all of us on this planet. This is where

ization—and what it means—hits us dead center.

Many inside our institutions and many of our shareholders recognize
that poverty in the developing world is poverty for everyone. The issues of
development and the issues of globalization are very closely linked. We
look at globalization and we realize that all 6 billion of us are connected

"

by many factors: the environment, crime, migration, drugs, health, social
and political conflict, trade, and finance, to name but a few. As we all
know, things that happen in developing countries can shake our own
markets, and can affect our interest in financing local projects.

That is why we who work in finance and development need to recog-
nize that our imperatives today have a new dimension. We can no longer
treat the moral and social issues in developing countries as though they
exist only in remote parts of the world. These are issues facing the entire
human race. They are emerging in a world that is ever more unified and
where one cannot say that the responsibility for what happens out there in

developing countries is no longer relevant to us. It is relevant—to all of us.

As we look forward we see another 2 billion people living on the plan-

et in the next 25 years. The world’s population will increase from 6 billion
to 8 billion. Of that new 2 billion all but 50 million will be found in devel-
oping and transition economies. That means that by the year 2025 or 2030

these economies will be struggling to support not 4.8 billion people out of
6 billion, but 6.8 billion npnn]p out of & billion.

VLIOIL, Uul 0.0 DLOL PeOpac DL O ¢ D0l

There will be enormous social stress and tension, and the differences
between rich and poor will become even greater, as the pressures on
resources and the environment mount. It will become necessary to dou-
ble our food production, a tall order in itself. Equally worrisome, 40 per-
cent of our planet already has inadequate water—what will it be like in 25
or 30 years? Then there is the question of space, and where we will put all
these peoplie. How will we be able to meet their health and social needs?

Countries of the developed world will have changed, too. Europe will
have a smaller and older population than it does today. The European mar-
ket will probably expand, but its national characteristics will change dra-
matically There will also be an older United States, but its population will
UC ldl ger UEC&USE U1 1mmigrauon, and it will havc a different cthuiC mix.

Another continent that is changing rapidly is Africa, which today is home
to 600 million people. In the next quarter century, this figure is expected to
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climb to 1.1 billion, despite the enormous toll that will be inflicted by AIDS.
Here, too, the effect of nlnhnhzannn can be seen, in that an AIDS emd_em_lc
in any one part of the world could easily spread to other parts.

I do not mention these various issues to sound a sour note about the
prospects for dealing with the questions that confront us. Rather, I see in
them a real opportunity to help the developing and transitional markets
even as their populations grow by 50 percent. That is how we will be able
to address some of the social ills present in the world today, and that are
looming on the horizon. This will be a dynamic market, and it will grow
at twice the rate of that in the developed world, because sheer numbers
will push it forward. It is a market that will participate in trade signifi-
cantly more than it does today. There will be opportunities for invest-
ment, job creation, and poverty alleviation.

Indeed. if there is to be

peace on
LIIUCCR, 11 UICIC 1o WU UL pratc ull our p

that we deal with the question of poverty. Poverty is no lon
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idea or a minor social issue for us in the developed world. It is an issue
that has large implications for global stability and peace. As bankers,
investors, and advisers we must begin looking at the B-loan program, not
just as a matter of investing intelligently but as the fulfillment of a vision
that equates contributing to the development of these countries with con-
tributing to peace and security. Because of globalization it is no longer a
far stretch to say that. If there is no financing for these countries, instabil-
ity will prevail. If there is instability, it will not be confined to developing
and transition economies. Their instability will be our instability.

The point I wish to press home here is that we have unprecedented
opportunities both for serious investing in growth markets and for con-
tributing to the stability of our planet. I say this not as a sales pitch, but as
a sincere call for greatef private involvement in this kind of investment.

There is no way today that the issue of global peace and stability can be left
to multilateral institutions or to governments alone. The stability of our plan-

et depends also on the private sector and civil society. That is why we regard

the B-loan program and its partnerships as a vital step not only toward mar-
ket growth but also toward greater equity, greater social justice, and greater
peace everywhere. Above all, we must do this for our future generations.

" The World Bank Group consists of the World Bank (comprising the International Bank for
Reconstruction and Development and the International Development Association), the International
Finance Corporation, the Multilateral Investment Guarantee Agency, and the International Centre for
Settlement of Investment Disputes.



CHAPTEHR 3

siobalization as an internationai Sysitem

Thomas L. Friedman
Foreign Affairs Columnist, The New York Times

The subject of globalization has long been of intense interest to me
because I believe very strongly that this phenomenon is not a trend, not a

fad, and not a Nintendo game. It is, in fact, the international system that
has rpplurprl the Cold War system That is the central aroument of mv

LU L E NS Lol W10 3 L SiCail, 21340 2o A0 LCIlud ar oAl L 223Y

recent book on this subject, The Lexus and the Olive Tree. In it | explain that
globalization, like the Cold War system, has its own rules, logic, pressures,
and incentives. In due course this system will affect everyone’s country,
everyone’s company, and everyone’s community, directly or indirectly.

While it is true that globalization is not “global” in the sense that it does
not affect every region equally, nor does every region have equal entry to
the systemn, globalization does touch every corner of the globe, directly or
indirectly. These effects are best explained by comparing this new system to
the Cold War system. The Cold War system was characterized by one over-
arching feature: division. The world was a divided place; in that system all
threats to and opportunities for a country or a company tended to flow
from the Cuuuuy Or Coipaiy from whom th uicy were divided. That divisive
system was symbolized by the Wall—the Berlin Wall.

The globalization system is also characterized by one overarching fea-
ture: in this case, though, it is integration. In this new system all threats
and opportunities flow from the country or company to whom you are

m is svmbolized by the web-—the worldwi
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Section 1 At the Center of Globalization

and walls to integration and webs. In the Cold War the United States
reached for the Hot Line, the line that connected the White House and the
Kremlin. The Hot Line was another symbol of that d1v151on But thank
UUU, UIlly two PCUPIC were lIl Cﬂargc Ul l t 1€ lt‘:ade“ (8] > UI dic
and the leader of the Soviet Union.

What is especially disturbing about globalization is that its internal
logic exactly mirrors the logic of the Internet. Globalization, like the
Internet represents global interconnectedness. Here, however, nobody is
in charge. Although some Americans think we are in charge, we are not.
That is why two Filipino college graduates were able to release their Love
Bug virus on the worldwide web and melt down 10 million computers
and US$10 billion in data on seven continents in 24 hours: because we are

all increasingly connected, and nobody is quite in charge.

The 1 ove Rno virus was to the globalization cvcfmﬂ wh“t thp (‘nbgn
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Missile Crisis was to the Cold War. Both these global events revealed
humankind’s vulnerability in a world divided between two armed nuclear
superpowers, on the one hand, and a heavily interconnected world with
nobody in charge, on the other.

Another alarming feature of this new system is the tremendous speed

with which it changes. When walls fall and people become interconnect-

g R S I U, ) PR — - J..Z__-.. al
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C(.l CVCF)’UIIC lb lIl CVCI)’U € €ISE b Uublllebb llldl INtErconi ]ect ona
speed of change.

As I state in my book, when a country joins the globalization system it
is the equivalent of taking that country public. Its citizens behave more
like shareholders, and the leadership behaves more like management.
Manv of the sharcholders from a slobalized country are from abroad

ers from a globalized country are from abroad.
Therefore, to determine what would make for a strong global country in
such a system, maybe we should ask what would make for a strong global
company in such a system. To pursue this idea I decided to look more
closely at a company, but I had not yet chosen a specific candidate when

one Aav back in 1998, I ]’mnnpnpd across a copv of Forbes magazine in my

vvvvvv rre OPy apadillc il Iy

dentlsts office. The magazine, I noticed, had just named Compaq
Computer the best-managed company in America. I thought, well, what
better place to start than with Compaq Computer?

I called the people at Compaq in Houston and asked if I could come
down there and interview its top Imderqhm Thev said, ¢ Bv all means.” |

went to Houston, to the head offices of Compagq, to interview Eckhard

11



IFC and Its Role in Globalization

Pfeffer, the chairperson, and noticed a framed copy of the Forbes article

haugIHg on the wall,

A month later, again by coincidence, I was at Stanford giving a talk at
the opening of the University’s School of Engineering, with john
Chambers, the chairperson of Cisco Systems. I happened to mention that
I had just been in Houston profiling the people at Compaq Computer,

“the best-managed company in America.” He pulled me aside and told me

that Forbes had actually made a big mistake. It should have chosen Dell.

I said, “Why?”

He said, “Dell ‘gets’ the Internet; Compaq doesn’t.”

Having already invested in my Compagq interviews I decided to go
ahead and make Compagq the centerpiece of my book. The book came out

on April 19, 1999. On April 26, 1999, the entire corporate leadership of

Araman (CAarmmmiitar wrag £rnd far micein g thair airartarly psarminge ~ AN

CU]IIPQH \JUllllJuLCI Ywado 1liCu 1ul 1111001115 LLICLE \.luar LEII)’ ca11111150 Uy Ty
percent. That was a lesson I will never forget.

Another thing that I have learned since the book came out is that the
single most underestimated force in international relations today is
knowledge about how other people live. That knowledge is a powerful cat-

alvcr for chanee hprausp neonle p\mr\rur]'\prp start to demand the thinog

yst for change because people everywhere start to demand the things
that other people have. If they cannot get them they become angry.

I was first exposed to this phenomenon a couple of years ago when, at
the invitation of the U.S. Agency for International Development, I was
part of a panel on competitiveness that took place in Sri Lanka. The panel
consisted of Garret Fitzgerald, the former prime minister of Ireland; José
Maria Figueras, the president of Costa Rica; and me. I spoke about glob-
alization, and Fitzgerald about Ireland’s recent economic transformation.
The star of the event was Figueras, though, whose presentation about how
he persuaded Intel to come to Costa Rica and wire every high school cap-
tivated the audience of 500 young entrepreneurs—from Bangladesh,
Bhutan, India, Nepal Pakistan, and Sri Lanka.

AN CE T g T cirac ac ) TR, N
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one had just turned up the heat in all the countries represented there by
opening the door to the Internet and to all the information it can provide
about life elsewhere on the planet.

It is still too early to tell how this phenomenon is g ng to play out, but
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affects different countries differently.
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Section I At the Center of Globalization

But it is there. And it is a real force in international relations today.

The third thing I have learned to appreciate more is the concept of the
“golden straitjacket ” For me, the golden straitjacket is a metaphor for all the
cearariie yilac ~f tha glalhalioatine coctama Tha avoris amt v A Al i
CLULIVIIIILC TUICY UL LllC sluuauz,auuu D)’bLClll. 111C alsu Tient ullucll)’llls Llllb
concept is that, when a country joins the global economy, it is forced to put
on a golden straitjacket. Margaret Thatcher was the original seamstress of
the golden straitjacket, with buttons and tailoring provided by Ronald

Reagan. It is the only model on the rack this historical season. As I said, this
onlden ctraitiacket ic made 11n nf: all the rulec Of the alahalizatinn

S
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rules about deficit-to-GDP ratio, inflation, privatization, and deregulation.

Two things happen to a country when it puts on the golden straitjack-
et. One is that economy grows, spurred by privatization, deregulation, for-
eign trade, and investment. The second is that politics shrink, narrowing
down to “Pepsi or Coke”—that is, narrowing down to the choices
approved by global markets and bankers.

This shrinking of politics and of political choices is evident everywhere
in the world today, even in Greece, the motherland of politics. Not only is
Greece the cradle of democracy, but in the past 50 years it has had civil
war, communism, socialism, capitalism, authoritarianism, colonels, and
chaos. Yet the big story in Greek politics today is social security reform.
Greece may have the lowest amount of foreign investment of any country
in the European Union (except Luxembourg), but it ranks number one in
the Union in the number of nights out in restaurants, per person. The
Greeks are just beginning to wrestle with their golden straitjacket. The

point I am driving at is that globalism may make all the economic sense
in the world, but it has no moral force for 95 percent of the world’s inhab-

in the world, bu no moral force for 95 percent of the s inh
itants. Furthermore, it has the potential to unleash what I call the real
“Y2K disease”—overconnectedness.

What will happen when, through cell phones, pagers, and beepers, we
are all online everywhelre, all the time? That is the real disease of overcon-
nectedness. It is already a problem for the developed world. It will eventu-
ally become a problem for the developing world, too. In the later stages of
this disease you are always in and always on—just like a computer server.

We now live in the age of what Microsoft researcher Linda Stone calls
“continuous partial attention.” We live in an age of the continuous partial.
The continuous partial means that you are answering your e-mail,
answering the phone, and helping your children with their homework all

13
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at the same time. You are continuously involved in a series of acts to which
you devote only partial attention. This, I think, is the fundamental social

disease of the globalization era. Moreover, in the next five years we are
going to move to IP Version 6 Internet swiiches, which will allow every
lightbulb in a room to have a web address. Everything, including the
toaster and the refrigerator, will be online. How we manage that kind of
social phenomenon is going to be a huge issue of the 215t century.
Another important change that I see coming is the birth of a new kind

£ qtatne tha “nnoner gtata? Thivien g the OA1Ad WATaw von had thean Linde ~F
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o
states: authoritarian countries, democratic countries, and communist
countries. Under globalization we have five kinds of states: authoritarian
countries (Cuba and the Democratic People’s Republic of Korea); democ-

racies (France, the United Kingdom, the United States); democratizing
countries (the Czech Republic, Hungarv, and Dn]anrﬂ failed states, with-

xl\.x 1€8 \HUL AUASLIE SNCPUULELy Jiuiigal ¥, il Juiaiats iauaca QilS; ¥vilii

out the Cold War system to prop them up (Liberia, Sierra Leone); and the
messy states (Indonesia and the Russian Federation). Messy states are
states that are too big to fail, but too “messy” to work. They are states in
which the central political authority that allocated resources and enforced
contracts—the Communist Party in Russia, the Suharto family and its
extended network in Indonesia—has collapsed and has not been replaced
by a new, coherent authority to enforce contracts and allocate resources.
Indonesia and Russia are two of the five largest countries in the world.
The other three are China, India, and the United States. India has messy
features, but it is not a messy state. The biggest question in international
relations today is whether China, with one-fifth of the planet’s humanity,
will become a messy state. If it does this will affect everything from the air
we breathe to the clothes we wear, to the cost of living that we bear in the
world. The defining feature of the messy state is that when the leaders pull
the levers to make things happen the levers come off in their hands. That
is the definition of a messy state: levers get pulled, but nothing happens

cted to

ars nat coanna, anvthin
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ecause they are no

How does a messy state escape this condition? Historically, there were
two ways to do it. One was the way the United States escaped, because we
were once a messy state. We had robber baron capitalism. We had
Tammany Hall. We still have messy features, if the 2000 election in Florida

"
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indication. We escaped it through evolution. We slowly developed

is any in

the institutions, the habits, and the culture that propelled us beyond our
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Section I At the Center of Globalization

messy state. Institutions such as the Federal Reserve, the Securities and
Exchange Commission, and the Federal Communications Commission
have helped enormously The other way to get out of being a messy state
ig thranoch imneria Tigrmas Thic 1o ne camenne comiag 153 an A Areramiag th o

1> 111 sll uuy(A ldllblll L1110 111Calld SUILLICUILICT CULLICY lll allu UL\.UPICD lll\.
state——whlch is what happened to Germany and Japan after World War II,
or to India in the 1800s. The imperial regime imposes structures and insti-
tutions that avoid messiness. The problem for Indonesia, Russia, and

many other messy states today is that they are too early for evolution and

o late for imperialism. They are toc e

tion takes a long time. They are too late for imperialism because no one
wants to occupy countries anymore. People now know that the only thing
imperialism bestows on a country is a large bill. Nobody wants the bill
anymore. So that is not an option. How, then, will these countries gener-
ate the internal will and the energy to escape messiness?

Indonesia, a fascinating laboratory, provides a few clues. About four
years ago, when Suharto was still in power, I met a group of young
Indonesians in their 30s and 40s who wanted to get rich without being
corrupt. They wanted democracy, but were afraid to fight for it in the
streets. Their strategy can be called “globalution.” It was based on the

knowledge that there would never be change from above. So they decided

A glalalo el P R N

e‘)”Ui d (8 blUUdlLlllUll) winici inicans l.l )’llls
to plug one’s country into every international rules-based system, whether
it is the World Trade Organization, the International Finance Corporation
(IFC), the World Bank, PricewaterhouseCoopers, or McDonald’s.
Whatever it is, they try to plug the country in and import from beyond

what the country cannot generate from above or below. I think the strat-

egy of globalution, as a short-run phenomenon, is one of the things we
have that will help messy states get out their messiness.

In closing, I would like to offer a comment on two prevailing world-
views today‘ what might be called “America on duty” and “America
online” Those with the America-on- dntv outlook see the world as an
entity bullt around walls. The job of America, they say, is to erect walls,
break down walls, and defend walls. In contrast, the America oniine peo-
ple see the world built not around walls, but around webs. In the latter
view America is at the center of the web, and for them the job of American
foreign policy is to extend and enrich the web, bring more people into the

web, and protect and defend the web.
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The wall people see the world as being divided between friends and
enemies, and thev care about who is on the terrorism list. The web nprmlp
see the world as being divided between members and nonmembers of the
network, and they care about who is on the buddy list. T believe that the
greatest tension in the current U.S. administration is going to be between
the web people and the wall people. I also believe that the secret to success
in globalization has to do with the fundamentals of life: reading, writing,
and arithmetic; church, synagogue, temple, and mosque; good rule of law,
good governanc

those right and the wires will find you. Get those wrong, and nobody will
find you.
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Follow-up session
Mr. Friedman how globalization is changing issues of corporate account-
ability, particularly in relation to social and environmental concerns. Mr.
Friedman responded that this question ties in with the next stage of poli-

tics, which involves going from national economic and political 1nst1tu—
tions to global ones. The problem, Mr. Friedman continued, i

tions to global ones. The problem, Mr. Friedman
a slow process. Yet many issues we now face—from the environment and
the air we breathe, to financial flows and trade—are aiready the resuit of
being “connected.” How, he asked, can global governance standards be
applied to all these issues, on which we are connected, without global gov-
ernment?

The answer, Mr. Friedman said, is going to have to be coalitions
between enlightened corporations, enlightened nongovernmental organi-
zations, and enlightened governments, all of which will come together to
provide governance. For example, the Fair Labor Association is doing this
in the area of sweatshop labor, where there is no government. That is the

ideal model, he said. As long as agreements such as the Kyoto Treaty remain

3 SUURPN e i o ek 4l
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are “working on it.” Corporations can also say they are working on it.
Environmentalists can say, well, they are working on it too, they guess.
The case of global warming provides a prime example of the kinds of
ch01ces nations must grapple with in an atmosphere of globahzatron, Mr.
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Section I At the Center of Globalization

threats, as he would urge them to do. Mr. Friedman sees himself as a rad-
ical about these issues because he travels all the time and has seen what
unrestrained globalization and globa] warming can do to this planet. If
‘pc‘:up1€ i‘eruac to uu more uungs with fewer gOOub, he ar gued, as more and
more societies take on a globalization lifestyle, which is highly consump-
tive of hydrocarbons, petrochemicals, and bent metal, the planet will burn
up faster than at any time in its history. That is why, he added, he is happy
to use his newspaper column to challenge companies that back bogus sci-

1 clant ta nr
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ocg the higogeet m
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e iggest, mos
ernment in the world to “trash” the Kyoto Treaty.
Another audience member asked Mr. Friedman to comment further
on the fact that nobody is in charge of the web. This speaker said he saw
some distinct changes in the web, which used to look like a little city, with

ttle roa dv that were QIII(P. Nr\war‘ ays, "p ca,r‘] the wph seems to be made
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of a number of extremely large cities, with main avenues, secondary
streets, and dead-ends. Because everybody is using some of the main
streets it seems clear, he stated, that with the structure comes power.

Mr. Friedman agreed. Some of the big companies are now dominating
the web, he noted, and this is a perfect illustration of what globalization
does: it makes the whales bigger and the minnows stronger, both at the
same time, because it is built on networks. Furthermore, it is all about
how one manages and uses those networks. As an example he pointed out
that the company America Online “just gets bigger and bigger.” It also just
passed a two-dollar price increase through to consumers. Like countless

others, Mr. Friedman himself just pays them the two dollars more a

manth and cave not
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Yet the minnows are surviving. One of these is tohelca.com, a small
news portal in India that recently brought down the defense minister and
the head of the largest political party in India by posing as arms sellers
bribing the two men. This small dot.com did something no major Indian

an noted. It exposed corruption at the

ar t r “are going to get hioocar and hiocooar and higasar”
L are going 1o goét oigger and Oigger ana vigger.

newspaper could do, Mr. Friedma
highest level of the Indian government and brought down two of the most
powerful political figures in the country. He drew another example from
China, where a village school blew up recently in the remote province of
Jiangxi. Thirty-eight children and four adults were killed. In their report

to the central government local authorities blamed a madman for the

incident. The truth came out shortly after, thanks to an Internet campaign
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that was entirely Chinese, that was started inside China. To make up for a
shortfall in ﬁmdmo from the central government the school had been
manufacturing ﬁreworks. The school authorities struck a deal with a local
fireworks manufacturer, and during haif of each day the children attend-
ing the school were forced to make fireworks. One of the fireworks went
off and blew up the school.

One of Mr. Friedman’s favorite websites is the Cairo Times, at
www.cairotimes.com. This is an Egyptian magazine, he explained, com-
arable to the Economist, which covers politics and social matters, and is
of high quality. Unable to get a license to publish in Cairo, it publishes in
Nicosia and then imports the magazine into Cairo once a month. It has to
go through the censor, he noted, and the censor removes anything that is

critical of the regime.
Using I\ﬂnl’\f ed ]offprs an
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d the banner “The Forb
er, its website posts everything the censor takes out. That, Mr. Friedman
said, is another minnow with real power. The thing to keep in mind is that
both these phenomena are happening at the same time. Despite how
strong the whales are getting, the minnows are active, are multiplying, and
are doing some of the “really interesting things,” in Mr. Friedman’s view.

An audience member then asked whether thlS means that the web can
give people good government. Mr. Friedman responded: “It will give them
more transparent government.” He predicted that in five years IFC and
other institutions will not be speaking about “developing” and “devel-
oped” countries, but about transparent and nontransparent countries.
That is necessary for good government, he added, but of course it is not
sufficient. All the other mgi‘eLuc a—1cau€r31llp, culICS, values—will still
be needed. But, he said, the web will be a net driver of transparency, just
as it will also be a net driver of a loss of privacy. Both will happen at the
same time, and that is why he thinks one of the big problems in this sys-
tem w1ll not be just Big Brother, but “Little Brother.” Little people, he

A will he pvowered tc ama anal data Aan indio
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viduals, outside of any government and social controls, similar to Big
Brother. In a web world Little Brother can be as dangerous as Big Brother,
he cautioned.

Another audience member asked about the possibl effect of global-

ization and the w
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that here, too, one would see the transparency effect. Even Osama bin

18



Section I At the Center of Globalization

Laden has his own network, “a kind of jihad online” on “JOL.” He did not
y othe

see that Islam, as nnnnxpd to anv other rphomn or movement, would have

%7
more or less ability to maneuver the web. Globahzatlon has yet to explode
in many regions of the world, and the biggest explosion is not necessarily
going to be in China, which is where all eyes are focused. He thinks it will
take place in the territory from Morocco to the borders of India. What he
calls the “wrenching transition” is going to occur there. At a recent Arab
Summit, he remarked not one of the 20 or so Arab leaders in attendance
had been democratically elected. This is unlike any other region of the
world—even Sub—Saharan Africa would have at least a few democratical-
ly elected leaders. That statistic, he thought, bespeaks a future full of tur-
moil, although he feels some will make the transition. Again, he found the

little countrles in the Arab world the most interesting. He mentioned that

equally important, the biggest Internet city is Dubai. Jordan just signed a
free trade agreement with the United States, only the fourth country in the
world to do so, after Canada, Israel, and Mexico. That is why he feels that
the innovation is happéning in the little countries, while the big republics
run by the military (the Arab Republic of Egypt, Iraq, and the Syrian Arab

110 IIAAAllal PG AIGY NPl UL L/ Py 22ay, antll 130 o

Republic) are lacking in real political innovation. Sooner or later, he
thinks, there will be a “reckoning.”

Mr. Friedman was then asked whether he sees globalization strength-
ening identities or violating identities. That, he answered, is one of the 64-
thousand-dollar questions about globalization. Again, it all comes down
to what happens when the walls fall. He mentioned being in Singapore
Aii“pu rt not luug ago and I‘lOLlClng two t:1ucuy Indian women WCdImg
their traditional saris and shawls, looking like people steeped in their
native culture. Mr. Friedman also noticed their eyes were glued to the tel-
evision monitor in the waiting area. What were they watching? Two
American wrestlers in Tarzan suits body-slamming each other in a ring!
I My Friedman that thic wac the nerf

uck Mr. Friedman that this was the perfec
globalization today: it showed two cultures in direct contact, without
walls. For some countr}es with cultures that are not robust this contact
could ignite a kind of turbo-evolution, he thought. That is why the big
question about globalization is whether it will lead to homogenization—
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or will it, as Mr. Friedman st

Right now globalization means Americamzatlon——but the most popular
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the world today, he said, is pizza. The interesting thing about

i i t piece of dough on which every cul-
ture puts its local mgredlents That is why he wonders whether globaliza-
tion wiil homogenize only the surface. He thinks that if giobalization
begins to threaten a culture people will reject the system because they can-
not exist without their sense of community and sense of identity—in
other words, without their roots. He predicted worldization rather than

homogenization, though it may be difficult to keep the latter at bay.

A Hnal questlon aeau WlU'l U'IC AIDS Crlblb dn(l Wnctncr ll WOUIG ancu
the globalization process. Mr. Friedman had just returned from Ghana,
where he saw the problem up close. He felt that a response to this ques-
tion must come from people more knowledgeable about the subject. What
did strike him in Ghana, however, was that combating AIDS would take
than just inexpensive antiretroviral drugs and the efforts of phar-
maceutical companies. It would take concerted community effort.

The countries in Africa that have been most effective in stemming the
AIDS virus, he noted, were like Senegal: countries with strong civil soci-

eties and strong village networks where they are using multiple methods,

includine local advertising and women s oronuns. to conduct heer-to-neer
mdauaing 10ca: aqavertising ana women s groups, 10 ConQuct pecr pecr

education and to care for their orphans\ Even in San Francisco, when
AIDS first broke out there, Mr. Friedman said it was not the government
that brought a sense of stability to the problem. It was gay men taking care
of and educating gay men. It takes a village, he concluded, to address

ial nrnh]pmc
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CHAPTER 4

Horst Kohler
Managing Director, International Monetary Fund

This is a difficult period for emerging market economies, and for their
private creditors. I would like to discuss the actions that are required from
the International Monetary Fund (IMF) and from its member countries,
in partnership with other 1nternat10na1 orgamzatlons and the prlvate sec-

tor tn g2 annorr] nte atinna
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growth in the global economy.

A Period of Testing for the International Financial System

As a result of domestic policy reforms and strong export demand from

i
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from the financial crises of 1997-98. Now there are concerns that the
siowing of the giobal economic activity and the associated weakening of
exports and capital inflows may trigger a reversal of these gains.
Moreover, declines in equity prices and the recent difficulties in Argentina
and Turkey have heightened consciousness of the downside risks and
1nterdependenc1es in the world economy. Our best guess is still that the
slowdown in global growth will be relatively short lived, with a recovery
beginning late in 2001, and gathering strength in 2002. What is important
now is vigorous policy action to ensure that this outcome materializes.
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[ am encouraged that the recent meeting of the IMF’s International
Monetary and Financial Committee demonstrated a growing sense of
shared responsibility among our member countries to safeguard global
economic growth. The decisive moves by the Federal Reserve to lower
interest rates, along with the tax cut, have increased the probability of an
upturn in the U.S. economy later this year. Recent interest-rate reductions
in Europe and Japan were also welcome, and we are confident that these

central banks will remain v1g1lant Our membership has nevertheless

erscored that more ambi
stronger growth in Europe and
During a recent visit to Japan I was heartened by the new governments
recognition of the importance of accelerating overdue structural reforms
of the banking and corporate sectors, which I hope will soon be translat-

For emerging markets it will be crucial to stay the course of structural
reform and sound macroeconomic policies. Since the Asian crisis, markets
have been differentiating strongly among investment opportunities—
rewarding countries with sound fundamentals, and pulling back where
there are major concerns about sustainability. Many countries have taken
steps to reduce fiscal and external imbalances and will thus be much bet-
ter placed to deal with the current strains. In the structural area, more typ-
ically, further efforts are needed to reduce vulnerability by strengthening
financial sectors, improving governance, and building a good investment
climate. Countries that follow through on these essential reforms, howev-
er, should experience relatively good growth performance.

I have witnessed, in the IMF’s poorest member-countries, a growing
sense of leadership, and an increased determination to address the home-
grown causes of poverty. It is clear that an effective strategy to reduce
poverty must start with, and build on, actions by poor countries to end

armed conflicts, establish respect for the rule of law, improve governance,

and fight corruption. There is also a recognition that the prospects for

rapid growth—which is indispensable for reducing poverty—will depend
on the ability of these countries to unlock the creative energies of their
people and to take advantage of the opportunities of the global economy.
The development of sound domestic financial sectors and, eventually,

ration into international financial markets will be an important part

integ
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of this process. Equally, however, poor countries can and should ask for
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more decisive support for their efforts by the international community—
through debt relief, capacity building, increased aid, and access to markets.
A Refocus

The IMF, for its part, can make its greatest contribution by helping to
establish the preconditions for sustained growth in the global economy.
This means we need to concentrate on IMF’s core areas of responsibility:
B Promoting macroeconomic and financial stability in member coun-
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m Helping our members develop sound financial sectors, in order to
protect them against vuinerability and to mobilize financing for
productive investment

B Safeguarding the stability and integrity of the international financial
system, as a global public good.

One of the major criticisms leveled at the IMF in the wake of the Asian
crisis was that it had spread its activities so broadly that it could not do an
adequate job in these core areas of responsibility. This criticism needed to
be taken seriously. Many international organizations contribute to eco-
nomic development and poverty reduction. The IMF also has a unique

responsibility for the stability of the international financial system—if we

fail to deliver, a lot is at stake. During my first year at the IMF, therefore,
our membership has given its overwhelming support for our efforts to
refocus.
. - o !
Crisis Preventlon nd International Financial Stability
Of course, we are not starting from scratch. During the past three

years a broad work program got under way to strengthen the interna-
tional financial architecture. The steps taken since then by the IMF and
other organizations—flor instance, to enhance the availability of eco-
nomic and financial data, to improve our analytical tools for assessing
vulnerability, to stre“gfhpn domestic financial systems, and to develop
and implement standards and codes—are helping to make the interna-
tional financial system; more resilient. The IMF has also sharpened its
financial tools for crisis prevention and management, by adjusting the
terms of its lending and by introducing two new facilities: the
QHnnIPmanl Reserve FH(‘Ill_ty (SRF) and the (“nntmgenr Credit Lines

(CCL). The SRF has already proved its worth in responding to capital
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account crises, and we intend to make the CCL operational in the com-
ing months as a way to reward first-class policies and to help countries
resist contagion. Whlle there can be no guarantees, all of these initiatives
should give us greater confidence that the international financial system
will withstand the current period of testing.

Nevertheless, it is clear that the IMF needs to work even harder to put
financial markets and crisis prevention at the heart of its activities.
Highest on our agenda for the coming months will be further work on

o T A . mean that ¢y TAATD
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cauy wauuug of potenti ial crises. B‘y’ tnis 1 ao noi
intends to become a rating agency. What is crucial is that we sharpen our
ability to identify emerging problems and bring about early and preemp-
tive policy action in member countries. For this, we need to combine
quantitative indicators of vulnerability with judgment from the field and
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IMF’s membership. In the process, we will need to take care that our
warnings about potential crises do not become self-fulfilling prophecies.
The new International Capital Markets Department in the IMF will

play a major role in this effort. This department will serve as the IMF’s
center of expertise, information, and analysis on capital market issues, and
as its primary point of contact with private and official institutions work-
ing in this area. By deepening our understanding and judgment about the
operation of capital markets the new department will strengthen the
IMPF’s capacities for crisis prevention and management, and for safe-
guarding the stability of the international financial system Over tlme, it
should play an important role in helping mer i1
tional capital markets.

Partnerships for Growth
Refocusing the IMF also gives us a new opportunity to strengthen
cooperation and complementarity with other international organizations,
such as the five organizations that form the World Bank Group, and the
Bank for International Settlements. We need to make sure, through good
communication and division of labor, that careful attention is paid to all
issues that are crucial to ﬁnancial stability, growth, and poverty reduction.

Tl o ; amt that Tima InN-' menhn andT An lact +. 1N A
1ne commitment tnat jim 1 Wolfensohn and I made last yeéar 1o ennancea

collaboratlon between the IMF and the World Bank is already paying large
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dividends. As part of our broad agenda of cooperatlon we are 1nten51fy1ng
offarte tn holn n
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leading to their eventual mtegratlon into the global financial system, to
tap this indispensable source of financing for development. Thus, we will
seek to involve poor countries in the joint IMF-World Bank financial sec-
tor assessment program, while mobilizin ng pra tical. professional assis-
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tance in financing strategies for rural development and small businesses.
The International Finance Corporation (IFC) will clearly play an
important part in promoting growth and poverty reduction through its
equity investments and lending, its catalytic role, and its advice and tech-
nical assistance in private sector development. I welcome IFC’s work on

ﬁnancial sector development, including the use of microfinance and other

..... tru fits to imeet 4L o 1 o de e lavoelv riira

mernts meet e bPCLidl n€eas Ul poor, 1argely 1u1al,
economies. The World'Bank, IFC, and IMF have recently begun prepara-
tions to establish Investors’ Councils in Sub-Saharan Africa, as a form of
public-private partnership. These councils will bring the government
together with prlvate foreign and domestic businesspersons, to identify

mmvectment an nd ontians for removino them. T am
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confident that intensified collaboration between the IMF and the World
Bank Group will strengthen the effectiveness of both institutions.
International capital markets have been an engine of innovation and

rapid economic growth in the postwar era, and they will take on an even
nore crucial role in the 215t century. Net private mmtal flows to deve](m-
ing countries reached about US$250 billion a year by the time of the Asian
crisis, while total official flows—grants and loans, bilateral and multilat-
eral—are less than one-third of that amount. International capital mar-
kets have thus become indispensable for economic and social develop-
ment. We must also recoemze that markets are now much more differen-
tiated and sophlstlcated than they were 10 or 20 years ago. The bulk of
financing no longer comes in the form of bank loans, but through bond-
ed debt, direct investmient, and other instruments; new instruments are
being devised all the time to meet the requirements of an evolving global
economy. There is obviously a need to adjust economic policy concepts to
these developments. I do thmk this change should include bulldmg anew
artnership between

such as the IME.

'CJ
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A year ago, in outlining my initial thoughts on the future role of the
IMF, I gave a commitment to work constructively with the private finan-
cial market participants. This approach is now reflected in a number of
key elements of our work program—including the IMF’s informal but
regular dialogue with senior representatives of private financial institu-
tions, through the Capital Markets Consultative Group (CMCG), and our
framework for private sector involvement in crisis prevention and resolu-
tion. At our latest CMCG meeting, in Hong Kong, China, we considered a
report on creditor-debtor relations, prepared by a working group
cochaired by Stan Fischer and Robert Pozen. I believe this report suggest-

ed very useful principles for enhancing transparency and good communi-

ion between sovereign debtors and creditors. T look forward to dis-

UVtitigil GULUWUIS aiiu (CSLEOS ORI T LU 105 Ny L0 4 1% (3

cussing this report with the IMF’s Executive Board, including the poten-
tial for taking its recommendations on board in IMF surveillance. The
Hong Kong, China, meeting also examined ways that private creditors can
mabke better use of information on standards and codes, and how the pri-
vate sector can become engaged at an earlier stage in crisis prevention and

resolution. This work should provide further content to the envisaged
public-private partnership for international financial stability.

The basic principle of our framework for private sector involvement is
that a market economy requires debtors and private creditors to bear the
consequences of their decisions. This means they cannot expect to be
“bailed out” by the official sector. With this in mind, I do think it is right
to work as much and as long as possible with market-oriented, voluntary,
solutions negotiated between debtors and creditors, without ruling out
the possibility that other approaches may become necessary in extreme

circumstances.

=i
=

sector, to promote international financial stabﬂity and sustained growth

in the global economy.
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CHAPTE 5

The Consequences of Globalization for
Asian Banking

John T. Olds

Speciai Advisor to the Chairman, DBS Bank, Singapore
As the primary engine of world growth the United States has no obvi-
ous replacement. Nowhere is that more obvious today than in Asia. This
chapter provides an update on what is going on at ground level in Asian

haonling fror P +h £ 3 ?
banking from my perspective as the chief executive officer of Singapore’s

DBS Group from 1988 until early in 2001. I also touch on the conse-
quences of globalizatioln in Asia and the eventual impact of what I call
universal (as opposed to Western) business standards. Finally, I propose a
slightly unorthodox approach to helping to solve Asia’s banking crisis

throuch a new und frnﬁnanrlng

through a new ! ofinancin

In all stress situations there are opportunities, as well as pitfalls, that lie
ahead. There will be winners and losers. After 36 years in banking, many
of those years in or around Asia, I still think the glass is more than half
full, despite deep-seated local inhibitions, decelerating economic growth,
and yet another round of asset devaluation.

To many observers Asia dropped the ball just as it was about to carry
it over the goal line. The “Asian Miracle” stopped in its tracks, and restruc-
turing has been more than a little uneven. The necessary reforms are often
observed in the breach, if at all. Domestic-demand is anemic, and export-
dependency at an all-time high. As a result, the region is vulnerable to
shocks, whether they are made in America or elsewhere, and many politi-
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cians have decided there is less risk in doing nothing, even if it leaves Asia
pOlSc‘:d on a buppcr‘y' SlO‘pt‘: What comes next should not resemble what
has gone on in Japan for the past decade, but it may. Nonetheless, I believe
Asia will eventually emerge stronger. Clearly, things will not be the same,

but it is going to take some time sorting them out.
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Overcapacity and excessive leverage are going to hold larger companies
back, as out-of-date practices virtually prohibit their access to convention-
al bank finance, even assuming it was available. International capital mar-
kets are reserved for the most transparent and creditworthy companies.

Tﬂhmafplv financial service nrnmdprq will be forced to rmnnnd to atrend

that is now all too familiar, and all but unstoppable globally. electronic dis-
tribution. What now seem to be pressing probiems with special interests, or
intransigent borrowers, or inept politicians, have little to do with the future
of banking. Even farsighted Asian bankers are unprepared for the new age of
electronic banking. Considerable resources will therefore be required from
outside national borders, and maybe even from outside the region. That is
1e opportunity, at least, that my COut‘:ag‘u s at DBS spotted.

DBS’s experience as a direct investor in a number of countries since the
crisis broke (and as a close observer of events in most of the others)
reveals the extent of the damage done. In due diligence exercises DBS per-
formed appraisals of crisis-affected assets, negotlated with overdue bor-

nnnnnnnn Al A et k
rowers, and learned just ices were. The depth of
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the problems uncovered stood in marked contrast to standards in
Singapore and Hong Kong, China. Many countries chose to keep score
without reference to objectivity or underlying values, and many borrow-

ers and lenders came to believe that governments would bail them out
when danger appeareﬂ Rut whv shouldrn’t the v? In more than a few coun-
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tries central banks published national account statistics and international
reserve data with the same license—some would even say, “with the same
sleight of hand”

A significant feature of recent events in Asia, unlike those in Latin
America in the 1980s or durin ng the second Mexican crisis of 1994, is that
nobody sought to dominate hem. Nobody dealt forcefully with the disar-
ray or assumed a leadership role, hence nobody influenced the minds of

the movers and shakers of international finance, or, for that matter, of the
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leaders of individual nation-states. The Assoc1at10 of Southeas Asian
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its greatest test, just as the Minis
and Industry and the AMA failed in Japan a decade earlier.

It is true that the Federal Reserve, which eventually lowered U.S. inter-
est rates, did stimulate a partial recovery, and that the International
Monetary Fund (IMF) did what it could with the rather limited ammuni-
tion at hand. It looks increasingly, however, as if these were palliatives that
just bought a little time. They did not correct the fundamental problem,
which is that Asia is out of step with the rest of the world. This is not a
good thing for the region or for its trading partners. Its banking systems,
the principal source of intermediation, are broken. The all-too-familiar
postcrisis syndrome of denial has come, but not yet gone.

In the limited remediation efforts under way from Indonesia and th
Dhilin oo Thailasnd tho TAAT oo 3 b A1 3 Bl g brerd oo fm @it o
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impose modern banking practices on bad habits and creaky infrastruc-
ture. In many cases only a change in ownership opens the door to the dra-
matic change in mind-set that is required.

The goal of creating a pan-Asian franchise with a uniﬁed platform for

o

e seamless, real-time delivery of products and s

challenge. It is also an unavoidable one. Strong foundations built in
Singapore and Hong Kong, China—with their histories of enlightened
bank regulation, qualified management, and (the British) legacy of con-
tract negotiability—may be the only hope of putting a modern regional
franchise in place. Because the demand for banking services in Asia will
continue to outstrip the supply for a long time to come, there is a signifi-
cant opportunity waiting to be grasped.

Countries that delay the necessary reforms will slowly come to realize
that time is not an ally. Weak trade numbers and further currency deval-
uations bear witness :to their vulnerability. Whether it is a matter of
months or years, they will have to reexamine the most fundamental issues,
such as how to deal fal.uy and pi‘actu,auy with a ahortage of bank capi Lal
industrial overcapacity and obsolescence; the notion that employment is
guaranteed for life; and the redefinition of public sector roles and respon-
sibilities. Equally important will be how to arrest a growing loss of com-

petitiveness when China and India are rising, the European Community

al Aafrn]c r\F o 11N

is sorting out the final details of its union, and the Americas are putting
together a blueprint for the world s largest free trade zone
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Although there is not much chance that the Asian tigers will slip into
command economy thinkmg free-market solutions are neither obvious
nor compelling. Besides, it is too early in the globalization experiment to
become complacent. As Asia’s leaders wrestle with the essential precondi-
tions to recovery, a sound banking system is a must. One of their first pri-

orities should be to clarify property rights. If officials have learned noth-

in om the debacle of the past four years, it should be that due
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process, the sanctity of contracts, and the enforceability of collateral are
essential to attracting and preserving long-term capital. Although some
have stiffened bankruptcy laws, success does not depend on the existence
of these kinds of statutes alone. It is inextricably linked to enforceability,

or perhaps more nrpmcplv to anhfv_
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Finality is the key. Note, for example, the International Trade and
Investment Corporations (ITICs) in China. It has been suggested that, as
semi-state bodies, they were authorized to borrow abroad and then were
encouraged by the state to walk away from their obligations. However, it
is quite possible that creditors’ rights will, in the end, be determined not
by interpreting covenants or judicial proceedings, but by arbitration. If
LllC arbiter is reas ble and the unal determination equnauw, 50 be it.
Arbitration, after all, achieves finality. The only complaint would then be
that if the ground rules had been clearer at the start, the opportunity lost
might have been smaller.

In a curious way arbitration was also the key to resolvmg the Latm
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American debt crisis. After years o1 wrangiin

tions were finally resolved when the private sector swapped bank loans for
publicly quoted securities, a process jump-started when Mexico securi-
tized a portion of its obligations with U.S. Treasury bonds. When these

“Brady bonds” were freed to trade at levels determined by the market, the
I’\in{c, ]I'\CCPC were r‘rvcfa" fl an fl ]‘\ 7 f‘ mnvor‘ Nn T"\pre "A'Yas no firo
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ther discussion about the appropriate dlscount, enforceability of collater-
al, or the bill for interest arrearages. No recriminations, just finality.
Another requisite for recovery and restoration of investor confidence
is transparent bookkeeping. Proper accounting in the banking sphere
means accurate reserving policies and clear guidelines for writing off bad
debts. Having wasted the first opportunity to instill borrower dxsc1phne as
a precursor to raising additional capital, the countries of Asia must try
another path to bank solvency, either through some limited form of pub-
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lic sector bailout, or through foreign direct investment. That is where the

There can be no traction without first clearing away the debris, no way
of removing the debris and the solvency doubts without separating bor-
rowers from their assets. There is neither (a) sufficient room in public sec-
tor budgets nor (b) the political will to bail out more than a handful of

banks in each country. Although consolidating the problem by merging

s

troubled banks achieves a certain focus there is Stlll a finite limit to the
human and capital resources required to clear the decks and start over, on
calmer seas.

Another prerequisite is good corporate governance. That means pub-
licly traded companies led by independent boards of directors, not by
family members or their retainers. Even where it still deserves to exist in
economies such as Hong Kong, China, and Singapore, the family banking
model is rapidly becoming a dinosaur. Little banks can neither attract the
talent nor withstand the level of investment required to stay relevant.
They will survive for a while, but eventually the market will impose a
value discount on them that will be as unacceptable to insiders as it is to
independent shareholders.

An independent judiciary is another essential ingredient for the
impartial determination of the divergent rights of borrowers and lenders,
especially where politics and business interests intertwine. Building such
an 1nst1tut10n turns out to be a lot easier said than done, because it

eous as well as enlightened
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Can ways be found to make such international standards acceptable in
these crisis-affected countries, in the time available? Asia has so much
bound up in outdated practices and so-called cultural differences that the
remedial actions required are often blown away before they can take root.
It may sound self-serving, but I suggest that the barriers to entry that have
been partially dismantled since the crisis in many countries will have to be
further reduced, if not completely removed. Sooner or later difficult judg-
ments will have to be ﬁlade as to which banks survive and which do not.
This will inevitably raise the all-too-familiar moral hazard question,
prompting decisions about which institutions are fundamental to recov-
ery and which are simply too big to fail. The rest will fall by the wayside
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When the politicking dies down factor
investors from securing control positions and from shifting the burden for
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cleaning the closets and setting appropriate operating standards must be
eliminated. People will have to learn that the e length of the delay in mak-
ing such critical choices only increases the extent of the damage—to bank
capital, to consumer confidence, and to business competitiveness. Until
the survivors are known, little can be done to prepare for the new world

of financial services, a world in which the Internet acts as both a decon-

By then, even those who hear the message of the market will not have
an easy time catching up, because the information technology platforms
required are so complex and expensive, and because Internet banking
penetrates consumers’ consciousness only gradually. Therefore its effects
on consumer behavior are hard to predict, and much of the investment in
technology and training is front-end loaded, which makes it appear risky.

Everyone marvels at the consumer’s fascination with research and
occasional purchases of books or clothing over the web, but for the
Internet to become the channel of choice in financial services, fancy front-
ends, broadband networks, and unrestricted access are only a beginning.
In effect, companies such as America Online and Amazon shine a narrow
beam on the path to the future. They are imperfe
reveal. Things such as voice activation and affordable handheld communi-
cations devices are aspects of the next phase of development, and their pro-
liferation and impact on simplification of use will lead to greater consumer
acceptance, eventually, but we will probably experience a lull or two before

i i idespread bankine-b becomes 1
adoption rates increase and widespread banking-by-wire becomes a reali-

ty. Inflation points in technology are very hard to predict.
Investing in electronic infrastructure for individuals and corporations,

e, STro o

ct models, as recent events

large and small, is undoubtedly a much better way to transmit best prac-
tices than by publishing treatises on accounting transparency and stan-

dards of board governance, or by revamping bankruptcy laws. That’s
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because the feedback from technology is so positive. The most practical
approach to banking in Asia lies in the creative application of technology,
so getting ahead of the curve and doing something useful is the best solu-
tion. If cofinancing could be redefined it might help rebuild Asia’s infra-
structure, something that is at least as important to Asian economies as is

recapitalizing a handful of miscreants, or publishing a bushel basket of

good practice guides in glossy covers.
Please understand that T am not denigrating transparency and good
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governance. I think much of the medicine that is being offered by the West
either does not get swallowed or, worse, provides excuses for those who
would readily deny Western practices for cultural and other reasons.

iang and the falce

time 1o get away the stere 10
L w IULLIO Allu L 1auos

get away from the stereo
labels. It is time to focus on the fundamental requirements of banking in
the 21st century, requirements imposed by the realities of global competi-
tion, consumer behavior, and technology. Focus the solution on purchasers
of financial services, not the suppliers or old elites, who have no intention

of relinauishine their nrerooatives or the nnlmmqnc fhpv have elected.
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But make no mistake. This is about power, the purchasmg power of
people, a revolution that is just beginning worldwide but that is just as
likely to flourish in Asia as it has in Europe or the Americas.

In fact, curiously, the backroom is just as much the Achilles” heel of
developed-country banks as it is of banks in Asia. Long neglected by peo-

ple who believe in the primacy of manufacturing bankmg products, elec-
tronic distribution will not occur without real-time processing engines.
And real-time transacting is impossible without straight-through pro-
cessing. That makes it necessary to get deep into the plumbing of a bank
to deliver products and services in the modern era, and to spread the
investment over the broadest possible geographic area.

If banks are to win the battle for the hearts and m

If banks are to win the battle for the hearts and minds o
worldwide against monoline providers (those insurgents that focus solely
on processing credit card transactions or presenting bills), they will have to
form utilities with other banks or possibly with accountants, or with com-
puter equipment suppliers. Most banks still cling to their old habits and

cture, however, which is whv $O many npnnlp think the
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outdated infrastru
incumbents will eventually lose the battle to the insurgents. The domestic
banks that are so desperately out of date and out of funds have a great
opportunity to be among the first clients of these new superprocessors.
Even if domestic regulators seek to protect their national turf for awhile, the
only viable response to!the growing demand for transaction services will
require them in time to, relinquish direct control of the infrastructure and
encourage local banks LU shift the burden to those equ1ppeu to do the JUU
In fact it is already happening, not just with credit card transactions or bill
presenters, but also with custody and trade services providers.

The obvious solution is for the incumbents to combine their transac-

tion flows with responsible international institutions that have the capital,
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the technology, and the ability to deal with skyrocketing real-time trans-
action volumes and the need to ensure finality. Properly constituted, these
new utilities will also have the wherewithal to invest in the software to
prevent fraud and to monitor capital movements. That way, the consumer
is protected and central bankers need not relinquish their ability to inter-
cede when problems loom.

This is not going to happen overnight. There will be delays. Some
delays will be caused by attacks of paranoia, others by political maneuver-

3 G 1 Rt A + f tom AdRla
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phobia with the strength of the underlying revolution. Once the battle is
joined between the forces of progress and the old elites, it will become
obvious that a local solution is not only inadequate, but inappropriate.

In the new world networks are not circumscribed by geography, nor
thev defined hv the number or location of the nodes. Networks are
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exten51ble and ultimately limitless. That is what makes them so interest-
ing, and potentially so useful.

Beyond the standardization of processing platforms lies a more chal-
lenging environment in which banks use their licenses to serve customers
as aggregators of financial products offering limitless choice and acting
like true service organizations. The role of the intermediary will thus be
totally redefined, first by the crisis and then by the opportunity. The role
financial institutions might play in this scenario is wide open. Bankers can
dismiss the vision and watch from the sidelines, or they can choose a part-
ner and join in. They will need patience and a strong stomach. Building
the infrastructure and getting the kinks out of it is at least as challenging
as preparing for Y2K, although in a way it is also
Leveraging banking expertise and legal systems will require significant
renewal and adaptation to survive.

Asia has the potential, and consumers will not wait. If banks do not fill

the void, others will. For the moment, though, it is their business to lose.

ronment of opnortunity and not nF threat
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Success demands enthusiasm, flexibility, and a willingness to redirect a
portion of the money bet on traditional cofinancing in Asia to the infra-
structure that is so essential for Asia’s growth and future development. I
foresee many ways of participating in this opportunity, and a healthy,

well- ﬁmrfmnmo financial sector is at the core of all of them.
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CHAPTEHR 6

Update on Financing Operations

Acnnnd 1 loalkea
Moddau Jv. vamie

Vice President, Operations, International Finance Corporation

The International Finance Corporation’s (IFC’s) operations for the fis-
cal year ending June 30, 2001, reflect both good news and some not-so-

FC’s total commitments, lnrlnﬂing

gnnd news. The gngd news is that |
investments for participants’ account, rose about 8 percent. IFC’s own
account investments went up even more, increasing by some 14 percent.
Commitments, of course, are what matter to clients, participants, and to
IFC itself.

The not-so-good news is the 8 percent drop in IFC’s total investment
approvals in the past fiscal year This decrease is due to the decline in
approvals for loans that IFC will make for participants’ accounts. A vari-
ety of factors are respoq51ble for this decline, as discussed in the following
chapters. An important factor, perhaps, is that some banks have become
more cautious about the uncertainties in the world’s emerging markets.

Another factor is undoubtedly IFC’s own investment strategy, which is

award the frantier markete
OwWarda ine ronuer markets.

I . .
IFC’s increased focus on frontier markets this year reflected imple-
mentation of the investment strategy that it introduced in 2000. It includ-
ed an emphasis on priority sectors: namely, infrastructure, financial serv-

1ces, mformatlon and communication technologies, small- and medium-
(QMFQ\ and the social sectors. In keenin

! p ises (SMEs) 1e social

g strat-
s strat
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ty initiative; and worked hard at closer and better coordination with our
tfh ‘VATO'-](] Ron]r
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The approval figures reflect the changes that have occurred between
IFC’s fiscal years 2000 and 2001, and give an idea of business in the
months to come from a participation point of view. One noticeable
change is a decline in Board approvals for investments in Africa. Africa

remains a nrlnnfv for TIEC, but we did not have as manv large nrmprfc
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approved as we had in fiscal 2000, such as the Chad-Cameroon plpehne,
which, along with the opening of Nigeria, contributed quite a bit to the
increase in IFC’s investments in the region. IFC is continuing to invest in
Nigeria, but this year our approved investments there were a bit lower
than in fiscal 2000. We currently have two large infrastructure projects in
Africa that are expected to be approved next year, one of which is the
Bujagali Hydropower Project in Uganda. This should help sustain a rea-
sonable volume of investments in the region.

Investment approvals in Asia, on the other hand, went up, owing to the
increased activity in China and India. Approved investments in Central

Asia and Europe also increased substantially. By contrast, there was a
of a
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decline in B-loans after IFC’s strategy in this region began focusing more
on middle-market companies, which are not necessarily of interest to the
bank syndication market. In addition, size of investment in such projects
is not necessarily big enough to syndicate. In the Middle East, however,

IFC’s program was very prominent, with investments risi ng from less than
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US$100 million in 2000 to something like US$1 billion in 2001, not the
least because of what IFC has accomplished with Meditel in Morocco and
with Electricité de France on two power projects in the Arab Republic of
Egypt.

TFC has given priority to infrastructure, financial services, and infor-
mation and communication technologles, which represent about 70 per-
cent OI our ll'lVC&U’IlCl’llb. AlUl(.)ugﬂ IHC soc1a1 sectors nave albo Decome d
high priority they are not tabulated separately, mainly because IFC is still
proceeding cautiously in this relatively unfamiliar sector. We do not want
to do something that is inappropriate or that will come back to haunt us

in the years to come.

nnnnn s+l Al o O Y remains at RS A LAAu ~F ~ ‘--qr“r\rvvv haoraiice
LVCVCI lllCleb, lll 11OVAuon reémmiains at e neéart or Our siwrate 5 ucLaudc
that is what will keep IFC relevant in the challenging business environ-
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ment facing our developing—member countries. One new endeavor of the
past year that reflects this strategy is the deve]nnment of local currency
products. Already there are about 12 emerging markets in which we can
have access to local currency through the swap markets and other means.
We have also introduced the use of partial credit guarantees to help raise
financing for our clients in local currency, thus expanding our ability to
offer this kind of funding.

Two transactions along these lines have taken place in India: one for
Bharti Telecom and the other for Bal}arpur IFC pai‘tmu'y' guarameed local
bond issues made by these two companies, thereby helping them get bet-
ter ratings and access to institutional investors who can invest only in AA-
rated or similar paper. This product—guaranteed local bond issues—is

proving very useful, especially for clients who want to mitigate exchange

rick an infrastricture or domesctic market nrr\u:-r*fc where revenues are in
FiSK Oon nirastruciure or aomestic market pProjilis il viiriuls ard il

local currency. It is certainly a much safer way to go about this. Although
the product is still at an early stage of development, IFC has great expec-
tations for its success.

Among its other interesting activities in the past year, IFC approved
Frmnrmu for student loans in India with Citibank and the National

Institute of Informatlo Technology. When the proposal for this financ-
ing first came to IFC’s Investment Committee the idea of becoming
involved with student loans met with some skepticism, and concerns were
raised about the impact of such a line of business on our profitability, at
least if we were to enter this field on a large scale. Nevertheless, we were
able to develop an inno(Iative and prudent structure that has the potential
to be replicated elsewhere The transaction was structured more or less as
a securitization. Basically, our partners agreed to take first loss, while we
were involved mainly in second loss, making it possible to securitize the
balance of the financing.

Another new area for IFC is distressed debt. We are testing these waters

S
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carefully the outcome of the transactions and the potential for replicating
them in other markets.: We want to do this with players that have had
experience with distressed debt. In the Czech Republic, for instance, we
joined Goldman Sachs in an effort to buy such assets. We also offered our

services to all nrpmmhﬁpd bidders on another nackage of distressed debt
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in the Slovak Repubhc. It is clear that IFC has to go a little beyond its tra-

un
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ditional approaches in helping to reform financial systems in its develop-
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Yet another mteresting new product concerns small- and medium-size
enterprises (SMEs), which play a major role in our developing—member
countries and are at the center of IFC’s strategy. IFC’s early experience
with SMEs, which consisted of direct financing, did not go terribly well,

nd our collection rates were not nh to par, at lea st when we were fhinanc-
u €S at least w We Were I nc
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ing smaller enterprises (which fortunately involved modest amounts of
money). Nevertheless, we learned some important lessons along the way.
The fact is we cannot stay in this business offering only long-term financ-
ing and not having a retail network. So we decided to do things different-
ly, involving more local financial institutions. We have already had prac-

tice financing SMEs through financial intermediaries experlenced in this
sector. This product has done well, and we expect lending through finan-
cial intermediaries to continue to increase.

But the institution is also moving in a new direction, by approaching
corporates to help shoulder some of the SME risks. Many corporates
already active in emerging markets have an interest in working with
SMEs. After all, SMEs are an integral part of their supply chain.
Corporates can provide services to those SMEs and can help us assess
their risk and share in it. IFC has approved three such transactions so far
this year. In one case it is sharing the risk with Edenor in Argentina, and

in another it is working with Ispat Karmet in Kazakhstan. In the third
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has been mentioned in the press, we will help finance some of Shell’s con-
tractors in Nigeria. This product appears to have considerable potential.
Another important innovation, highlighted in chapter 1, is IFC’s sus-
tainability initiative. By that we mean we would like to be able to measure
ourselves more according to a triple bottom line: (a) the financial viabili-
ty of the corporation and its projects, (b) the economic soundness of our
projects, and (c) our projects’ contributions to environmental and social
sustainability. Although IFC has certainly been concerned about all of
these issues for some time, it probably has not approached them as sys-
tematically as it could. The idea is to build sustainability into the very fiber
of the institution, to make sure that everyone in IFC—every investment

UIIlLCr, every Cllglﬂeer, CVCI)’ bynuu,duon Ul[lcer——w(,usc& on [DOSC mree
objectives. That is to say, all three must have equal importance throughout
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the process—when appraising projects initially, conducting due diligence,
, and monitoring project i
the environmental and social fronts, in particular, our approach so far has
been to emphasize compliance and to insist, somewhat authoritatively, that

the clients meet some of our environmental and social standards. There are
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other ways to add value, and to show our clients how to benefit from

adnnhna best environmental and social » practices. In fact there is 2 grow-

ting best nmental and gr
ing market for people who cater to eco-friendly constituencies.

Whether this approach works will ultimately depend on whether we
can persuade our clients that it makes good business sense for them to
join us in this initiative. Some big oil companies and mining companies
are already engaged in such initiatives. They are not doing it for philan-
thropic reasons, but because it makes good business sense for them to do
50. lllC UubliiCSS case n d)’ UC more (.lllll(,ull to HldlﬁC WIlCIl ll comes to our
middle-market and small clients, although some early projects here sug-
gest that it can be done, but certainly not overnight.

Sustainability cannot be achieved without good corporate governance,
meaning that our clients must adopt “best practlces in areas such as
board o itv shareholders

ing, board ope y sharcholders.
IFC is concerned about corporate governance for two reasons. First, IFC
has a large equity portfolio, and good corporate governance is crucial to
the success of our equity investments. Second, and perhaps even more
important, corporate governance has great bearing on the institution’s

dpvplnnnﬁpnt mission. IFC is well aware that it cannot meet all the needs of
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developing countries or of their private sectors. Our clients must be able to
attract private money in order to realize their own growth potential.

Corporate governance greatly affects their ability to attract that money.
To help us better méet our strategic objectives we have stepped up our
cooperation with the World Bank. The latest strategic discussions at the
Bank have made improVement of the investment climate one of the Bank’s
strategy y pillars; auuunu pillar is direct poverty reduction. There is grow-
ing recognition in the Bank that private sector development is essential to
growth and poverty reduction, and we at IFC are convinced that we can
make a bigger difference by leveraging the Bank’s resources. As a result,
IFC and the Bank have been working to coordinate thelr country strate-
M tegi Fne oim ~F IR,
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main client countries. The joint IFC-Bank departments created last
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year—the global product groups—have made a good start, although they
}_aV _y t to [tfdllLC lIlClr 1u1l pOlCnlldl

As should be clear by now, IFC today faces some enormous challenges.
One is how to encourage participants to take a greater interest in emerg-
ing-country markets. Some banks, I am disappointed to say, are leaving

those markets. We would like to see them come back. We would also like

to see institutional investors entering these markets in greater strength.
The countries concerned and IFC must do everything in their powers to

persuade participants that this is the right thing to do. That is why IFC is
constantly reviewing its products and investment strategy to determine
what transactions and deals will be of interest to its participants and to the

markets in general

The second challenge that we are facing relates to the implementation
of our sustainability initiative. We must continue to work very hard at
translating it into operational objectives to ensure it succeeds.

We also have to balance our frontier strategy with greater attention to
profitability. Profitability and development impact clearly go together. 1
do not know of any loss—makmg project that makes a great contribution
to deVCl p nent. UllC Ul lfbb IIlle LOlelDUll()nb to Clevelopmen[ lS to
show that it is good business to invest in the developing countries. In tack-
ling its new initiatives IFC is finding that it must do many more things
than it did before in terms of technical assistance, advisory services, and
the like. Those new initiatives are costly, and we need to find a better way

ta Fnrnanca +tha
to ninance them.

IFC will also continue to work very hard on its problem loans. We are
not yet happy with the results, although we have had some successes in this
area in the past year, notably, in the case of A. O. Volga of Russia (see chap-
ter 19a). The participant banks got all their money back, and so d1d IFC.

m 1P
Last, but not least, we must continue to work on our r
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clients. We need to offer products that the clients want, not just those that
we have and wish to impose on them. We need to find a way to make
investing with IFC a more attractive proposition. With our operations
more decentralized, with most of our regional directors now located in

the field, and with our focus on new product r]pvplrmmpnf we will make

(284 h 1 r* 111G

good progress in thlS area in the coming months.
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CHAPTEHR 7

mance and Future Pians

Farida Khambata

Vice President, Portfolioc and Risk Mana

nt, Portfolic and Risk Manag

International Finance Corporation

This presentation will introduce the International Finance
Corporation’s (IFC’s) portfolio by region and sector. It will also touch on
portfolio performance and our plans for managing the portfolio in the
future.
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tially increased from US$4 billion in fiscal 1990 and US$7.5 billion in
1995. This own-account portfolio comprises loans, equities, and quasi-
equities. The separate B-loan portfolio (for account of participating
financial institutions) stands at around 90 percent of the A- loan volume

In both A-loans and B-loans the Tatin Ameri 1ican re
111 U0ul A-10alls allG $-10ails ull Ladidir AicliCaln i<

largest exposure, followed by Asia. Africa is the region where IFC has
deliberately tried to increase its exposure, though not in B-loans. Recently,
IFC has made a deliberate effort to reduce its exposure in Latin America,
since it was felt that the need for IFC in some of the key countries was not
as significant as it once was. For this reason we reduced the A-loan expo-
sure for Latin America from about 48 percent of the portfolio to about 40
percent. But condi‘tions: in world financial markets have now changed, and
the flow of private capital to emerging markets has been significantly
reduced. As a result, IFC is considering increasing its exposure to Latin
America again, but this will probably be done through investments aimed
at the Andean region.
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In terms of ranking, Argentina and Brazd are prominent recipients of
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somewhat lower, although Thailand is a very important country for the B
loan portfolio.
The breakdown by sector is also interesting. The three most important

sectors (manufacturing; financial markets; and oil, gas, and chemicals) are
the same Fnr hoth A-loanc and R-lnanc ]'\uf the ranl(lna 1§ cgmpnrhaf rhf.
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ferent. A-loans have their largest exposure in manufacturing, followed by
financial markets, then by oil, gas, and chemicals. B-loans have their
largest exposure in oil, gas, and chemicals, followed by manufacturing,
and then by financial markets. Incidentally, financial markets make up
about 40 percent of IFC’s approvals on a yearly basis. IFC expects this
trend to continue.

Credit quality has been a major concern for IFC. To address this issue,
it developed a credit-rating multivariate model to rank the credit quality of
its projects by taking into account factors such as country, market, green-
field or other kind of project, capital structure, management, finance to
date, and financial projections Each project is scored on a scale of 1 to 7,
with 1 being o
trum. These credit ratings are key inputs in IFC’s Monte Carlo simulation
loss-provision model. Looking at current credit quality by region we find
that Asia has several projects with a high credit-risk rating. Some of our
large projects in Asia are currently experiencing problems that are takmg

ime to resolve because of lecal and iurisdictional 1
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improving somewhat now that these markets are beginning to ge
recent crisis. Overall, Latin America remains our most profitable region.
In terms of write-offs, our levels have historically been low: since IFC’s
inception in 1956 they have been less than 5 percent. This is primarily
because of IFC’s philosophy not to write off, but to work on difficult proj-
ects over many, many years, until we get it right. There have been some
spectacular success stories, such as A. O. Volga, which took much time and
work but proved, in the end, to be financially very satisfactory for both
IFC and its B-loan participants (see chapter 19a). Not surprisingly, Asia
now has the highest nonperforming loan rate. Europe’s record is adverse-
ly affected by two factors. One is the former Yugoslavia and a number of

promemb mnerucu erI p lUUb nglIIleb lllC UlIlCl' lb a ver y large proj—
ect in Europe that recently went into nonaccrual status. Latin America, as
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mentioned earlier, has done well, as has the Middle East and North Africa.
Sub-Saharan Africa appears to be doin
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g well, but it is difficult to know at
this time how much of this performance is attributable to the sharp
growth in the portfolio in the past couplie of years.

Some operational changes may also be having an impact on the over-
all performance of the portfolio. We now have a Credit Review
Department, which we recently strengthened. This department provides a

second pair of eyes to look over each pr0)ect during the appraisal stage. It
gives management input from a global perspective, since it vets all the
projects that go through the system. We have also created dedicated port-
folio units in each of the departments.

The portfolio units’ main function is to be more actively involved with
IFC’s portfolio companies and to maintain high-quality supervision. In
nany cases our portfolio units now have specialists in the financial sector
to handle the specific problems faced by financial sector companies. We
need this expertise both for new operations and at the portfolio level.

What does the future hold for us? For one thing, we are going to be

actively involved in overall portfolio management, not just at the transac-

ion level. This has several dimensions. For examnple, we now have a dedi-

1on ievel. 111§ Nasg several aimensions, r TCAQILPIAC, WO LU Havye a il

cated equity sales desk. Now, if it is deemed that IFC’s developmental role
has been fulfilled in a project, the project is passed on to the equity sales
desk to make the divestment decision. From time to time we also write
derivatives on our equity portfolio. These are all covered calls, because we
never take naked exposure.

We are also lookingat our overall portfolio, by sector and by region, to
5€€ ll we SﬂOUlu dllCr our eXpOSﬂIC mrougn CI'C(.U[ ClCerdllVeb in dGGlIlOIl,
we have a Risk Management Unit that is increasingly looking at IFC pric-
ing based on a risk-oriented framework.

The Special Operations Unit (SOU) is much more actively involved in
difficult problem projects. Its phllosophy regarding workouts is to maxi-

s tha TeC A 1+e ant e writh longt fallasat
mize the returns for IFC and its par \.ll}alll banks with the least fallout

possible. We are strengthening SOU in terms of both people and
resources, and it is working more proactively with our operational depart-
ments, often just as problems are beginning to surface, so that we can ben-
efit from this department’s global restructuring expertise.

. « .
Yet another area of activity involves “deadwood equity,” whi

an equity investment where our developmental role is completed and
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there is little upside potential. In most of these investments IFC has writ-
ten off its equity but continues to be a sharecholder of record. This expos-

(43

s IFC to potential reputational risks. IFC is actively involved in divesting
from these investments. In some cases several multilateral development
banks each hold small separate equity positions in the same company,
making the individual investments unattractive for a potential sale. In
uity holdings
collectively, we have a critical holding that might be of interest to a poten-
tial strategic investor.

Finally, we are seeing ever more innovative financial engineering tech-
niques in developed markets. It is IFC’s hope that we can bring these tech-
niques to our clients in the developing world, so that they too can enjoy
the benefits of innovation.

such instances we are considering combining our e

uch instances v dering combinin g our equity hol
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Trends in Syndicated Lending

Suellen Lambert Lazarus
Director, Syndications and International Securities,
International Finance Corporation
Overaii Fiows

My aim is to provide an overview of trends in syndicated lending to
emerging markets—a snapshot of what is currently happening in the
market and how it is affecting the International Finance Corporation’s
(IFC’s) B-loan syndication activity.

To begin, let us look at private debt
region over the last five years (see figure 8.1). These are net aggregate
amounts. The main feature is the dramatic drop in net flows to Asia (from
about US$120 billion ,in positive flows to US$60 billion in outflows)
between 1996 and 1998. Since then, the Asian trend has recovered and

may
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2002, largely because of flows to China. In Latin
America, after falling to near zero in 1999-2000, net flows were expected
to be strongly positive in 2001, but this has failed to materialize, largely
because outflows from Argentina have exceeded inflows to Brazil. The cri-
sis in Argentina is having a harsh effect on flows to the region.

On the other hand;oﬁﬁsi,al flows (that is, flows from multilateral and
bilateral agencies, and governments) are projected to increase in 2001,
because of International Monetary Fund programs to Argentina and
Turkey. Private equity flows are expected to remain stable. This is due to
several large acquisitions, including Citicorp’s recent purchase of
Banamex in Mexico.
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[}
Net Private Debt Flows to Emerging Markets
by Region
(US$ billions)
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Figure 8.1 Net Private Debt Flows to Emerging Markets by Region
Source: Institute of International Finance, Inc. 2001. “Capital Flows to Emerging
Market Economies.” April.

Figure 8.2 disaggregates private debt flows between bond financing and
commercial bank lending. It is projected that bond financing will again
decline in 2001; in all likelihood this decline is related to the inability of
several major borrowing countries to implement economic reforms in

accordance with market expectations. Commercial bank outflows are
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beginning to stabilize, and the good news is that 2002 will probably see
positive inflows from commercial banks to developing countries for the
first time in five years. The other benefit for emerging markets, as shown
in figure 8.2, is that spreads are narrowing, overall. This is largely in
response to the Federal Reserve’s interest cuts in the United States, which
tend to affect spreads elsewhere.

Figure 8.3 shows new commercial bank lending activity for the years
1996—2000. These are not net figures, but are rather gross new flows in
syndicated loans to emerging markets. One of the marked changes in 2000
was that commercial bank lending to developing countries was up,

although this was related to increases in a few countries, rather than an
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Flunrp 8.2 Net Private Debt Flows to Emerging Markets
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Source Institute of International Finance, Inc. 2001. “Capital Flows to Emerging
Market Economies.” April.

L1 H L= ] ~ L0 R L3 L

The International Finance Corporation and the Bank Marketplace

Compared with the commercial bank market, IFC is a small player: its
B-loan program represents only about 1.5 percent of total syndicated
flows to emerging markets. The importance of our impact, however, is
that commercial bank long -term lending is very limited in many of the
frontier countries in which IFC specializes. In these countries we can be a
very important player.

lIllb yCdf we [ldVC IUUIIU l 1at thtre 1§ a lllﬂllﬁu 11 la‘[‘ket fOf bfoad diS-
tribution through general syndication. More frequently, financings are
arranged as “club” deals, among banks in the finite universe of banks that
are interested in the transactions from the start. The market is often not
much larger than what you see and are aware of initially. This has affect-
ed how we have structured our syndxcat o1s, i‘el‘y’i
of underwriters or arranging banks.

The second noteworthy trend is that, as in the commercial loan mar-

ket, our spreads have come down this year, although not as dramatically
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as for the overall market. This is largely due to the fact that IFC’s tenors
are considerably longer than those for most commercial bank loans.
Third, the fundamentals driving syndicated lending are much the
same as they have always been—only more so. Relationship lending is
more important than ever; and strong project fundamentals are an
absolute prerequisite to syndicated lending. An experience that we had in
Turkey earlier this year illustrates this fact. To raise term finance for a top-
tier Turkish corporate, which was financially strong and highly respected
for excellent management but not well known internationally, we had
planned initially to go to the institutional investor market. However, it
soon became clear that this market was closed to the Turkish private sec-
tor. For institutional investors, their opportunity-cost is the Turkish sov-
ereign spread over U.S. Treasuries. Relationships with project sponsors
and related business is not a consideration. Thus the spreads required by
the investor market, together with the other costs of the issue, were too

high for the borrower. Instead, we were able to arrange a substantial vol-
ume of B-loan financing through the bank market—at a time of general
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market crisis—because of the company’s strong relationships with com-
mercial banks. Loans can be made in difficult markets, but relationship
lending remains fundamental to successful lending.

I should mention, briefly, the new Basel Accord, discussed in detail in
other chapters. As currently proposed, it will certainly have an impact on
our syndication activity, just as it will on the work of major banks that play
large arranging roles. Syndication activity will be further constrained if
smaller banks are forced to exit the pro;ect ﬁnance market as a result of
ith t busi The
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prospect of the new Accord has also begun to generate the use of sophisti-
cated capital allocation models and a more cautious use of balance sheets.

Increasingly, IFC’s responsibility is to ensure that banks and their man-
agements understand the risk-mitigation features of our products. These

features requ uire more in- rlehth nnnlvc.c than, for examp ple, those of nnhtl-
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cal risk insurance (PRI). Insurance has an obvious appeal to banks, since it
provides clearly defined contractual protection and, in the case of PRI, in
some institutions may result in excluding the insured loans from country-
risk exposure calculations. This simplifies the risk analysis considerably.
Therefore, it is a challenge for IFC to make sure that banks give full weight
to the risk-mitigation features of B-loans. IFC has also been working close-
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1y with some of the ylivatc credit insurers to see where there is SCOpe 101
our products to complement each other. We recognize that fees are a vital
component of banks’ calculations of overall return, and—particularly in
our larger transactions—we are increasingly reliant on fee-earning
arrangers and underwriters. In larger deals we are also linking our syndi-
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credit agency (ECA)-backed business is attractive to banks. The commer-
cial risk coverage yet lower spread of the ECA-loan, together with the risk
mitigation features and higher spread of the IFC B-loan, provide an attrac-
tive risk-return profile for banks. This packaging together of export cred-

its with B-loans has hernme an important structure for our clients

1pO tru our ts.

Within IFC there ha§ been a general push to get closer to our clients in
member countries. We have rapidly expanded our presence in developing
countries and decentralized out of Washington. We have adopted a simi-
lar approach with our syndication partners. We now have two senior syn-
dications officers in London and two in Singapore. In Singapore, where

we are working with banks on many of the restructurings in the region,
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of these officers is a restructuring specialist. His responsibility is to
e

that the banks in the region are rpovnlar]v informed about what is

i CHVil & al 1S

happemng on each restructuring and that thelr input is fully taken into
account in developing the restructuring plan. We are also looking at local
currency structures, including syndicating guarantees for local currency
loans or bond issues.

The International Finance Corporation
Syndication Activities in 2000-01

Turning to IFC loan approvals for our fiscal year 2001 (to end-June
2001), A-loans alone, which are the senior loans held for IFC’s own
account, are expected to reach about US$2 billion and B-loans about
US$1.7 billion. This is a decline from last year, and largely reflects IFC’s
current strategy of moving more into frontier markets and reducing our
activities in the more developed countries in Latin America, which have
good access to international financial markets. For many years Latin
America had been IFC’s largest syndication market.

Signings of A-loans this year are expected to be about US$1.1 billion,
and of B-loans about US$1.4 billion, which is a slight decline from last
year. In this case, timing is the main cause: several large B-loans that we
expected to be signed in June ended up slipping into July.

Last year, Latin America and the Caribbean accounted for 62 percent
of new B-loan signings, and Asia another 22 percent. This year is a very
'f{:e nt storv. The Middle Fact and Narth Africa rogin

a
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percent of new B-loan signings, a dramatic increase, while Latin America
and the Caribbean represents only 27 percent, and Asia 9 percent. The
numbers in Sub-Saharan Africa for this year have also risen considerably,
to 12 percent, which is another success story. As noted earlier this changed

pattern reflects IFC’s decision to push the frontier and to enter new mar-
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kets. It was noteworthy that these deals were so successful in the Middle
East and North Africa region. The Electricité de France power projects in
Egypt, and a major telecommunications project in Morocco, involved
large B-loans with unprecedented tenors. In Sub-Saharan Africa major
syndications were the Chad-Cameroon pipeline and a telecommunica-
tions project in Ghana. Again, these were precedent setting.

The sectors in which our activity took place this year also tell a
changed but interesting story, reflecting market conditions more than
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IFC’s own internal strategy. Last year our biggest syndications sector was
ncial institutions, g for 38 percent of our business, followed
by oil, gas, and chemicals at 24 percent of new signings. This year finan-
cial institutions will represent only a small component of the program,
although business for IFC’s own account in financial institutions is quite
high. Historically, IFC has been very active in syndications for financial
institutions in Argentina and Turkey, and the decline reflects difficult
market conditions in those two countries. Over 75 percent of our pro-
gram this fiscal year will be in telecommunications, power, and infra-
structure. Next year, however, we expect to bring very little to market in
telecommunications. For all of us the world is rapidly changing and this
directly affects our business mix.

There has also been some change in the roster of financial institutions
that were most active with us this year. Dresdner continues to
largest single participant, and HypoVereinsbank remains number two.
They both did a substantial volume of new business with us this year. ABN
AMRO moved to third place, and Barclays Bank and Deutsche Bank

moved up. Among other interesting developments, Mashreq Bank partic-

inated in two R-loans, as a direct result of our increased program in the

ipated in two B-loans, as a result of our increased program in the

Middle East. Citibank is also coming up the league table, as are several
Spanish and Italian banks. Activity with Standard Chartered and WestLB
has also increased.

To sum up some features of our syndications in fiscal year 2001: one-
third had underwriters or co-arrangers playing significant lead roles

1 nactrwilicrys yilly
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alongside IFC; 70 percent were oversubscrlbed spreads were down to an
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tenors were up substantially. Our average tenor of B-loans in fiscal 2001
was a remarkable 10 years, in contrast to seven and one-half years in 2000—
and this was at a time when market tenors generally were shortening.
Deals in the plpehne for next year suggests substantial activity in the
power and mining sectors. This business am s to about US$1.8 billion.
In terms of regional distribution we expect to see a return to Latin America,
at over 55 percent of upéoming deals, and some recovery in our Asian pro-
gram, although not to prior levels. While next year we expect to revert to the

tradmonal pattern of Latin Amerlca and Asia dominating our B-loan activ-
tanr‘ th Qqhar

na n Africa, the pattern

>

can change quickly in today’s unpredictable world environment.
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Restructuring Problem Loans

Mary Elizabeth Ward
Manager, B-Loan Management Division,
International Finance Corporation

As of March 31, 2001, the International Finance Corporation’s (IFC’s)
portfolio consisted of 274 B-loans, representing a committed portfolio of
US$7.4 billion. This is a decline from the level at the end of the last fiscal
year, when B-loans numbered 285 on commitments of US$8.1 billion.
The reduction in the participant loan portfolio reflects that, on an n aggre-
gate basis, the portfolio is paying down—through regular amo
prepayments (in some cases related to the successful closing of restruc-
turings), and cancellations—at a faster rate than new business is being
booked.

Thirty-seven of the 274 B-loans are currently nonperforming,' totaling
US$1 1 billion. or 14.9 nercent of IFC’s committed B-loan nortfolio. It 1s

L1 ULLIVLL, U1 15,7 pPUILCIR UL 100w 0 CULTHIIINICW DTiUall pPuUl vy, 1

noteworthy that three loans accounted for 60 percent of the total nonac-
cruals. As in the case of the A-loan portfolio the most important story
continues to be Asia, accounting for about 78 percent of B-loans in
nonaccrual status, with the region itself representing 33 percent of out-

ctandmo IFC B-loans. Three countries in the rpomn—Tndnnesm Pakistan,
and Thailand—contain the bulk of the problem loans in Asia. More
important, two large B-loans in the region account for 46 percent of the
total amount of all IFC nonperforming loans. Both are in late phases of
restructuring or settlement, and should soon reduce the nonperforming

figures significantly.
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Fifteen percent of the nonperforming portfolio is in Europe, predom-
ttributable to Yugoslavian nonaccruals, and one large project is in
Central Europe. Only 7 percent of nonperforming loans are in Latin
America, the region that accounts for approximately half of the B-loan
portfolio.

The trends in the A-loan and -loan nonperforming portfolios are

similar, with higher concentrations in the Asia B-loan nortfolio. The num-
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bers for the Middle East and North Africa and Sub-Saharan Africa port-
folios look strong, but exposure in these regions continues to represent a
small (albeit growing) proportion of B-loans, at 6 and 5 percent respec-
tively. Only 2.3 percent of committed loans in Latin America are nonper-
forming. Argentina and Brazil account for over half of the B-loans in the
region, yet defaults have remained low, even in the face of economic pres-
sures in these countries.

Despite the current level of nonperformers IFC has proved to be effec-
tive in facilitating the restructure and recovery of problem B-loans. We
currently have 32 B-loans in restructuring, amounting to US$940 million,
and involving 197 individual participations. We have already discussed
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n terms of industry conce
largest deals are in the power sector, and in the oil, gas, and chemical sec-
tor. Agribusiness and cément projects also figure prominently in terms of
number of deals, although the aggregate outstandings and deal sizes are

relatively low.

As of June 2001 we have closed 14 B-loan
US$728.5 million in rescheduled or prepaid exposure this fiscal year. To
accomplish this we obtained unanimous consent from 115 participants.
By comparison, in fiscal 2000 we closed just eight restructurings covering
US$184 million in B- loi’m exposure, and with 31 participants.

[FC has achieved Dartlcular success in leading restructuring efforts in

some of the most complex projects in Asia. Our Special Operations Unit
has committed significant resources to restructurings in the region, with
an experienced team of workout specialists based in Jakarta. We also post-
ed a participations officer to Singapore this year, to provide quality client

service to participants, ensure timely information flow, convene partici-
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pant meetings, and obtain their unanimous consent on restructurings
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restructuring of Thai Petrochemical Industries in Thailand. Earlier this
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fiscal year the restructuring agreements were finally signed, and I am
pleased to report that debt service payments have resumed. IFC continues
to play an active and leading role on the creditors’ committee, which gives
us—and in turn our participants—high-level access to information.
Another restructure of interest is the Tuntex Petrochemicals deal in
Thailand, which is discussed in detail in a separate chapter (chapter 19b).
Asia is no ve
have also succeeded in closing restructures in Argentina and in the
Russian Federation.

This work would not have been possible without close cooperation,
frequent communications, and, ultimately, the unanimous consent from

our particinants. Workin one o
our participants. Wworking cooperatiy on restructurings with part
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a{ivgly on restructurings with our part-

r
ners has been essential to bringing a good number to successful closings.

" IFC defines a loan as nonperforming when any amount due to it is 60 days past due
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Sustainability:
A Portfolio Manager’'s Perspective

Julie Fox Gorte
Senior Environment and Technology Analyst, The Calvert Group

Sustainability is a difficult concept to pin down. Many definitions have
UC€I] PI'OPUSC(J Dul most (.l() not WOTK Yet everyone ﬂdb d generdl 1uea Ol
what sustainability means, and, as the old saying goes, you know it when
you see it. Many indicators have also been suggested, but all are imperfect.
Since financial firms deal with imperfect things all the time—as proxies
for the information we seek—the best way to handle these imperfect indi-
cators is to use as many of them as possible to understand thei
tions, and beyond that to use a fair dose of judgment.

Our indicators and our definitions are affected by the fact that we are
living at a time when we know more than people have ever known, yet we

do not know as much as people will know in the future. Hence what we

think we know about sustain ]-\ihfv will change. Just look
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views toward forest malflagement, for instance. A generation ago, when a
forest was cut, the best thing to do was to clean up the site afterward, to
get rid of all the slash and bark and other things that did not go to the mill.
That clean up is now frowned upon. It is regarded as more environmen-
tallv beneficial to leave as much of the biomass on the site as possible in
order to provide for nutrients for the next generation of forest manage-
ment. Views of good forest management have changed—and it is no dif-
ferent in the financial field.
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The point is, it is very difficult to know when our investments are sus-

tainahle hitt vwwo Ao bnow what 1¢ ss11g
taifiavi, oul we Q0 KI1OwW wilat 1S Unsus

=g

what not to do. The challenge, then, is to figure out what to do to develop
the indicators, the right matrix, the knowledge, and the ability to make
sound judgments. This is not so much a matter of knowing exactly where
we want to go, as of arriving at a place we will recognize when we are

1 st ma ing rnnfinnOnc miﬂrnnrsp corrections en route
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Ideally, a sustainability matrix should measure both stocks and flows,
or, in other words, both output and performance. Many of the measure-
ments used today are strictly for stocks: they measure the amount of car-
bon dioxide in the atmosphere, or the amount of ozone in the strato-
sphere in certain places. What is not known in many cases is the rate of
change in these measurements.

Information is needed on both output and performance, yet much of
what is available is based on input. Take the case of forest management
again. We know what is spent on it, but do we know what it is accom-
plishing? This is much more difficult to quantify, yet everyone wants as
many quantitative indicators as possible.

Thig alen annlice ta carially respo ihla :"i" tments

This also applies to socially responsible
figures for 1999 the United States invested more than US$2 trllhon in SRI
portfolios during that year. That means about US$1 in every US$8 of equi-
ty investment went to some form of SRI in the United States. The rate of SRI
may be increasing even faster in Europe, and it might grow faster in Asia, in

the future. A sood deal of this i 1S 1n separate accoun s. bv the w Javy. as nhnncpr‘]
e IUUIc. A gooa GLa: O1 U1IS 15 1N sCparatc account S, Oy UIC WAy, as OppOsCl

to vehicles such as mutual funds. These investors are high net worth indi-
viduals who want to put their money in something that fits their values. A
broader set of investment products is now available for the growing num-
ber of households with about US$50,000 to invest. These individuals are not
going to hire a portfolio manager or a separate account manager.

Until recently the competitive performance of SRI was quite vigorous,
aithough stock-market dives of late have made a major impact—some-
what like a bomb crater—on SRI in our business and in everybody else’s.
Nonetheless, most SRI products are growth products. Morningstar ratings
and the weights of SRI firms in various categories indicate that they are
doing fairly well in the areas where SRI is represented Another indicator
of how they are doing comes from
tistical and industry research and provides re port
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1INnovest,
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agers, among others. A number of in-depth studies there have included
some quantitative analvcm of whether there is a statistically verifiable

double— or trlple—bottom line, that is, whether it can be proved, as many
SRI firms believe, that there is a financial bang out of managing the work
force, or out of an improved impact on the environment or human rights.
On the basis of its research Innovest ranks the environmental perform-
ance of corporations within an industry. For example, it will look at elec-
tronics industries and rank every corporation in that industry. Its uni-
verse, I believe, is the Standard & Poor’s 500.

In one yearlong study of SRI performance Innovest back-tested the
AAA-rated portfolio against the average portfolio, and then did the same
for an A-rated portfolio. It found that the higher the rating, the greater the
spread between the performance of the average portfolio or industry and

the cam
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. Back-testing of portfolios that pass
some proxy or metric for environmental performance has produced quite
a bit of evidence of this kind.

At The Calvert Group we have subadvisers who use such research to
measure SRI performance. Not all SRI firms do this. We have 14 portfo-

os that are socially screened. All of those, with the exception of our bond
portfoho, are managed by outside subadvisers. They do the financial due
diligence and the research, and then they call us and ask if the company is
a candidate for investment based on our social screening. As a result, we
put every company in our portfolio through a comprehensive analysis
that compares the company to its industry in terms of environmental
impact, workplace prefctices human rights, the community, product safe-
ty, and indigenous pedple’s rights.

We look at a company at a moment in time and at everything leading
up to that moment, all of which means maintaining eternal vigilance over
it. We monitor the cofnpany’s behavior. We watch with whom it merges,

who it acquires, and 1ts performance on all the social and enwronmental

issues. All of this re
ssue S re

s. All of thi entirely new bottom-u
turn, means we must constantly update our information.

When it comes to screening we have both positive and avoidance
screens. Avoiding the so-called sin stocks—nuclear products, gambling,

alcohol, tobacco, and the like—is one of the main screens for SRI assets.

Qur main goal is to mvpsngate comnanies thorou ohlv If we want to
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r
determine whether a particular company is good fo he environment or
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has a lower environmental impact than its peers in its industry we con-
xtensive analysis. Even then we some d up having to exercise
our judgment because the screens are hard to implement and it takes a fair
amount of time and expertise to perform this analysis. That is why funds
requiring this kind of scrutiny have higher fees.

Another aspect of SRI that I should mention is shareholder activism.
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concerns us, we enter into a dialog with the cornpany, this can go on for
years. If we reach an impasse with a company and it no longer seems to be
responding or is just not going to go anywhere with us, we may file a
shareholder resolution, which is straightforward and easy to do in the
United States.
If we get a 3 percent vote in the first year, we can refile it the next year.
If we get 6 percent, we can refile it the following year. If we get 10 percent,
we can refile it again. And at 10 percent—sometimes even at 3 percent—
we usually get management’s attention. Then the dialog can proceed. But
we may still reach an impasse; and in some cases when we get to this point
we just decide to divest.
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requires a formidable amount of research. That is why we subscribe to
dozens of journals, search services, and both proprietary and public data-
bases. In the United States we are extremely fortunate to have a great deal

of 1nformat10n available publicly. For example, details on the environ-
an QFF;C the United an tec

€ 1n the vunited states

are avallable to the general public from the Environmental Protection
Agency and Virofax. To my knowledge, the only other place where this is
true is Canada.

An additional challenge, then, is to obtain this kind of information on
companies that are headquartered here but have establishments offshore,
or on companies that are headquartered overseas. That is a much harder
task, in part because the United States has different standards, although
the bottom line for everyone everywhere is “Do you obey the local laws?”
At times obeying the local laws is not enough for us, but it is an absolute
minimum in every case. And since laws differ, we also need to have con-
siderable local legal knowledge.

P P M A e AVt

We also have some trouble with mid- Cap anda Ssmaii-cap LUlllpdllle,
because there simply is not much information avallabl on them. Again,
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that involves extensive data gathering. Some people might wonder if all

that work is worth it, In our view, it is well worth the trouble, in the same
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way that financial due diligence separates managers with mediocre per-
formance from those whose records are consistently better.

Are there linkages between social and financial performance? In the
past, the general view was that SRI had diminished returns. Not any more.
It is not difficult to find a socially responsible product that will give a

return that is competitive with a product that is not socially screened,
especially in growth industries. However, my parting question is, “Can
such products do better than the competition?” That, I am afraid to say,

has yet to be established.

63



CHAPTEHR

i
-l

Sustainability:
A Commercial Bank’s Perspective

Bart Jan Krouwel
Managing Director, Sustainability and Social Innovation Group,
Rabobank Nederland

society. Fortunately, the International Fmance Corporation (IFC) has
been putting sustainability higher and higher on its priority list. To this
end, it has been changing its criteria to meet the demands of sustainable
equity management. With many of society’s demands also changing there

is an increasing pressure for banks, insurance companies, pension funds,

asset managers, and others in the financial sector to include sustainability
in their initiatives. More of us in this sector must lead the way in setting
trends. We have to change the world in developing new products and serv-
ices related to sustainability issues. I would like to talk about how we are
doing that within Rabobank.

Before I address the way we are addressing sustainability, let me give
some background on our institution. Rabobank is a cooperative, which
means it does not have shareholders, only members and stakeholders. It is
the largest bank in the Netherlands’s domestic market, and the third
largest international bank from the Netherlands. Hence what we are doing
within the Netherlands seems qulte different from what we are domg out-
blUC UIC cou Iy lll UUUl bPIlCICb, llUWCVCl, Wwe are€ C 7

nst:
ways to cooperate with other financial institutions all ov
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In fact, we have a special group for this purpose, the Sustainability and
Social Innovation Group. As managing director of this group I am direct-
ly linked to the chief executive officer of our company. The group has a
department devoted to green banking, which was set up a few years ago

ancing Thece ruleg
seru

when the Dutch government created rules for 1
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make it possible for depositors to participate in a so-called green fund,
which means they do not have to pay any income tax on the return on
their investments. Since income tax can be avoided in this way almost
everyone has begun putting money into a green fund.

The fund provides a very cheap form of finance that we can provide to
investors, to the initiators of green projects. This money can be mvested n
different kinds of green projects in the Netherlands. It is also possible to
provide green money for projects in developing countries. This is, in the-
ory, one way to offer cheap money to countries in Central and Eastern
Europe, Africa, Latin America, and Asia. However, things do not quite
work this way in practice. Because this money is so cheap it becomes a
yu’.‘)b}cul if we, the banks, have to cover all the credit risks and currency
risks within the very low rate of interest. We are not willing to do that.

The question, then, is how can we find nongovernmental organiza-
tions (NGOs) and other companies to which we as Dutch banks can make

this very cheap green money available, so that local branches of their rown,

or of other banks in r‘pv laping
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ly to their local pro;ectls?
We also have seed capital—green seed capital—for sustainable devei-
opment. To help channel this capital into worthwhile projects we have a
number of experts in different fields: sustainable agriculture, sustainable
construction, renewable energy, and the like. These experts join up with
the bank’s commercral:peoplewwnh the account managers and others—
to advise customers about how to set up new activities related to sustain-
ability. If a customer of a local bank says, “I'd like to set up a new compa-
ny or a new building, how can I do it in a sustainable way?” we are set up
to advise them how to do that.
Rabobank has four societal funds, donatmg money from its proﬁt
% kinds of proijects wi sal. ~ cmt T am

different kinds of pIU)CLLb witil a Spée cial gual tos p nés
initiatives, especially in developing countries, but al so for other purposes
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within the Netherlands. We are also establishing a department for inno-
At PO [ PPN PO P Ay PR M sccnce s Ao T L
vauon anda UCVCIUPIIICIIL, wnose scientists wil assess tne aemandas f
Rabobank’s financial services five to ten years down the road. The inno-
vation platforms will be established by groups of young managers with

high potential from a management development program. They will cre-

S T

ate new products and services, if possible with sustamablllty in m1nd
The hank alea hac an ethi itto which o ver

The bank also has an ethics committee, which oversees va
problems related to financial deals. For example, it might be called on to
look into a bank-to-bank deal earning a great deal of money using the dif-
ferences between the tax systems of different countries. The committee
may ask whether it is ethical for a bank to do that. Because we have a code
of corporate social responsibility we are committed to examining the
ambitions of our group, of our financial institutions, to make sure that
what we are doing meets our “Triple-P” goals: goals that involve people,
planet, and profit.

One of our important departments, as I mentioned earlier, is the
Green Banking Department, or Rabo Green Bank. On the Triple-P side it
is doing extremely well, not only in making profits but also in investing
money to give people the opportunity to set u
The social and ecological—or planet—side of our activities also receive
special attention, through the Department of Sustainable Development.
In the green financing area we have already contributed more than €600
million to projects such as forest and nature reserve development. As

Notharlande hag manv o
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up new economic activities.
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of greenhouses using less energy. Many different projects have already
received cheap green money from Rabo Green Bank.
Nearly 50 percent of our funded projects involve organic farmers.

Oroaq‘r farming has become importa nt in recent times, in view of agri-
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cultural problems such as foot-and-mouth disease. As a result, many
mainstream farmers are changing to organic farming, and they can be
financed with green money.

We can finance green projects outside the Netherlands, too, although
believe that so far a total of only 10 projects abroad have been financed o

I
cts abr nced on
a green basis by the Dutch banks. These include wind-energy projects,
usually financed against security provided within the Netherlands. In our

domestic market Rabobank has a market share in green projects of about
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oping countries.

A very important development in the financial sector today, in my
opinion, is that we are working to set up alliances between different
organizations in the interest of protecting the environment and promot-
with other

ing sustainable development. Some years ago Rabobank, along

banks, signed the United Nations Environment Programme statement on
environmental and sustainable development, and committed itself to such
development. About 190 banks all over the world signed the statement,
but some large banks did not. In addition, Rabobank is a member of
organizations such as the World Business Council for Sustainable
Development (WBCSD) and of the European Partners for the
Environment. This is what more of us should be doing—sitting together
as financial institutions, signing the same statements, or being a member
of the same organizations, and developing financial products and servic-
es for a sustainable society. One outcome of this development is a recent
workshop in Geneva hosted by the WBCSD. The International Finance
Corporation {IFC) was represented there, along with other financial insti-
tutions from around the world sitting together for the first time, dis-
cussing how we could cooperate at a global level.

One of the main problems for such endeavors—and I do not know

which organization to turn to for advice here, perhaps IFC, the World

Rank. or the ﬂroa‘ isation for Economic Cooperation and Develo
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is how to harmonize the world’s myriad financial and tax rules to avoid
barriers to achieving this sustainable society. Often, interesting financial
products and services are tax-driven—but different tax rules in different
countries create barriers that make it difficult to stimulate private indi-
viduals to buy these products.

As financial institutions we have a duty to inform our customers of
these possibilities to buy sustainable products and services to support
their efforts to achie:ve a sustainable society. What deters many people
from looking at these possibilities, even within my own company, is that
they do not believe it is possible to earn money from sustainability. Many
think that sustainability is only for gurus or idealists, but not for busi-

et managers can
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earn substantial money on sustainability projects—and of course it i
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In conclusion, I urge financial institutions as a starting point to sit
together with other financial institutions, governments, and NGOs to try
to achieve a sustainable society. We have reached a point where it is essen-

tial to make common prndnrts and services for such a society. It is our

........................ TOQUCLS A1l SOOI VICCS 101 SUCT) SOty 2

duty, and our corporate social responsibility!
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Corporate Governance: A Call to Action

Peter H. Sullivan
Chairman and Chief Executive Officer, Lombard Investments, Inc

Corporate governance matters. It matters a great deal to a private equi-
ty firm contemplating an investment in a distant country where the laws,
.......... Ph PR 43 e o e it ALk £ PR PR alh PR o S IN
chutauuub, ana lldu lU iis are Julitc GUILCICnt Irom tnose o1 tne rirms
home country. Quite 51mply, this is because good corporate governance
does enhance enterprise value, while the lack of good corporate gover-
nance amplifies risks for the prospective investor.

A colleague of mine likes to say that “governance” is a threatening word

to most people. Children associate it with thei

playing the approach of parents—governance—means games must stop
and misbehavior end. Adults, too, have negative associations with gover-
nance. Imagine a husband and wife driving along a freeway. What does the
driver do when the spohse says a police car is behind them? The driver will
immediately slow down and check the speedometer, even if he or she i
not speeding! And some managers fear governance, because they equate it
with regulation and new controls on business—and inevitable new
demands on money and time.

Corporate governance should be seen only as positive, however,
because its objective is to strengthen and sharpen financial performance
and corporate management Although there may be some losers in the
P rocess UICIC lb no UUUUI lndl lﬂC lna)oruy UI managers, Doaru m(‘.‘mDCI S,

and especially shareholders will benefit from good corporate governance.
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What is Corporate Governance?

In recent years there has been considerable discussion over what the
term “corporate governance” means, and how far it should extend. The
term can be defined narrowly—to include only issues relating to man-
agers, board members, and shareholders—or it can be defined more
broadly—to include issues involving stakeholders (such as customers,
employees, creditors, the business community, or society). In the former
case corporate governance relates to the fiduciary responsibility of man-
agement and boards to protect shareholders’ rights. The latter, broader
definition would include the responsibility of management and boards to
act as good corporate citizens, and to contribute to the betterment of soci-

ety. Personally, I prefer the latter definition, but my remarks today will

focus for the most part on the narrower interpretation, because our topic
concerns enhancing shareholder value. In any case, the elements of good
corporate governance are compatible, and certainly not mutually exclu-
sive, under both definitions.

If we view corporate governance as the fiduciary responsibility of

management and boards to protect shareholders’ rights—and in the
process to enhance shareholder value—then the key concepts are fiduci-
ary responsibility and shareholders’ rights, and the key actors are man-
agement and the boards of directors.

Fiduciary responsibility means, in effect, that the board and manage-
ment of a company must act as trustees of a company’s assets and capital.

PPN TRy S A 4l o sccnte
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prudently, and to monitor performance.

Shareholders, in turn, have the right to expect that management and
the board will be accountable and transparent, that the company will be
run equitably, that voting methods will be fair, and, crucially, that share-
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Elements of Corporate Governance
There are a number of factors that constitute or define good corporate
governance. One way of viewing these factors is to use the definition of
good governance adopted by my former employer, the Asian
Development Bank. That definition focuses on four critical elements:
(1) Accountability, (2) Transparency, (3) Participation, and
(4) Predictability.
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Accountability
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the board and management must be accountable to shareholders. A bal-
ance between board and management, with both striving to uphold share-
holders’ rights, would be the ideal world. In reality, however, this is rarely

the case. More likely, management—and espec1ally the chairperson—con-

ole the board. and ]‘\r\qrr‘ members ar often either evecuti
rols the ogardg, anda ooard memocers are oren ¢itner execut
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company (and so are not independent), or frlends, relatives, or close con-
tacts of management. This is especially true in many Asian countries,
given the closely held nature of many Asian corporations. The Korean
chaebol, the Japanese keiretsu, and the Chinese family company are exam-
ples of these closely held corporations. Management that is not rigorous-
ly supervised may too often act solely in its own interests.

How to resolve this problem? One solution is to aim for the inclusion
of independent directors on each board, and independent board commit-
tees—audit committees, nomination committees, and compensation
committees, for example. Independent board members do not necessari-
ly have to be in the majority (although that helps), but they must be pre-
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to information, power, ;md respect.
Shareholders need to play a role here, also: they can and must act like
owners, and ensure that the board is properly representative and includes

out51de, independent dlrectors The presence of strong institutional
nf‘e Pnrr\r\ro |nn {Tpp\ AN l\D
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a very valuable asset m this regard. Such institutional investors have the

“clout,” experience, and know-how that smali, individual investors lack.
An active, involved set of shareholders and a board that includes active,

capable, and independent members can go a long way toward ensuring

accountability on the part of management
Transparency
I
Investors, shareholders, and the board of directors must have confidence
in tho information available ahoiit the companies with which thev are
il N inmormauon avaulduvic avuutl il Luil yd 1iCS Wil Wi lllc)’ alc

involved. This includes financial information, and information on corpo-
rate vision, mission, and structure. While accounting standards may vary
from market to market, international standards are now being widely
adopted. Good corporate governance requlres use of internationally accept-
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Participation

All shareholders deserve equal treatment, whether local or foreign,
majority or minority. Minority shareholders’ rights, in particular, must be
carefully observed and protected. Voting methods must be transparent
and fair, and shareholders have an equal responsibility to participate in

annual meetings, to request mformatlon, and to play active roles in over-

Understanding the rules of the game is critical for a shareholder, an
investor, or a board member to make an informed decision. That means
the rules of the game should be set out in a clear and timely manner. A
number of steps may help in this regard:

B Codes of best practice. Each market needs a code of best practice for
corporate governance to define the relationship between manage-
meint, chuu, duu all&i‘t‘:llUluei‘S ouux a LUUC buumu dlbU set 101 Lll
legal, accounting, and other standards that companies must meet.
Companies should adopt such codes as their own guidelines. In the
absence of such codes in a given market companies should develop
and publish their own codes.

Corborate vicion, i
Lorporaie visior

formulate long-term strategic visions for their companies, mission
statements to set forth how to accomplish the vision, and value state-
ments to outline the ideas and principles around which the company
culture will be built,

[ | Corborat: ateoy nrzd structy,
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op the corporate strategy, and the corporate structure in turn flows
from the strategy. Both the board and management should play
active roles in developing these elements.
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An Investor’s Ex

The firm I am with, Lombard Investments, actively invests in the
developing markets of Asia. We have participated in private equity invest-
ments in economies ranging from the Republic of Korea; China, includ-
ing Taiwan and Hong Kong, China; to the Philippines and Thailand. We
are actively working with IFC, the Thai government, and a number of

institutional investors in Thailand, to put together a Thai Equity Fund
that we expect will close in the near future. We have established a $252
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million Asian Private Investment Company cosponsored by the Asian

npvp]nnmpnf Bank. Qur rna10r source of canital is the California Public
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Employees Retirement System—or CalPERS—which is notable for its
activist role in sponsoring corporate governance. All of these institutions
are extremely valuable partners in helping to assure the practice of good
corporate governance in investee companies.

Working with an institution such as IFC provides additional benefits,
beyond its size and experience, due to its links to its public sector affiliates
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loans in the public sector, which help governments of emerging markets
develop the legal frameworks, laws, and regulations that are necessary to
stimulate, nurture, and sustain good corporate governance. The feedback

from IFC’s own investment experiences can help in an iterative process to

nance in our investment activities in Asia. Unfortunately, diversity is not
always good. We learned quickly, through an investment in one company
where the board did not have sufficient independence and where account-

ino and auditing stan d rds nrnvprl not to be un to international ctnnrhrdc

ing and auditin g standards proved not to be up to international standards
that we would have to play an extremely active role to protect our inter-
ests, although we were only a minority shareholder. We have had to build
coalitions of other shareholders to replace management and part of the
board in order to develop good corporate governance, and have had to
expend substantial amounts of time and energy to try to rebuild the com-
pany to recover our invéstment

A happier example de an investment made shortly
rency crisis in Korea’s ﬁfth largest securities firm. As a co-investor with
Hambrecht & Quist Asia Pacific, we have changed the make-up of the
board, and, working with new management, we have helped to implement

best international practice in corporate governance. We have set up inde-

nendent mmittoe nnl aonvernan rick
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A promotion system based on seniority was replaced with a new one based
on merit; many other c%hanges followed. Management of the company—
Good Morning Securities (GMS)—firmly believes in corporate gover-
nance, and indeed GMS itself now actively sponsors the development of

corporate governance H’\rnnohr\nf Asia. Did it nav off? Well, Lombard

pPUL pUVLilidiiie wsla., Lng it pay Uil Viytad, L

recently sold 20 percent of its holdmgs in GMS for a 352 percent gain.
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Lombard believes so strongly in good corporate governance as being crit-
[P B G I, Rty 5 PUPRNPTN FEpIapaTy ATy aet o 1a v chasllics o
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corporate governance issues that we use as a basis for evaluating each possi-
ble investment we may make. We talk through the concept of corporate gov-
ernance with each potential investee company’s management, and require

agreement on any improvements necessary to existing arrangements.

In a company in the Philippines, for example, we agreed, before mak-

ing an investment, on a series of steps to improve corporate governance.
These included introducing an outside chief financial officer into the
management of what was until then a closely held family corporation. The
management—previously all family members—have welcomed our
inh

advice and assistance

— o

elping to restructure a family corporation into

company that can be taken public with an outstanding record for corpo-
rate governance.

This is not always easy. The corporate governance standards we
demand often exceed those of the market we are in. This may mean an
investee company may have to make financial disclosures to the public, for
example, with adverse tax consequences, while its competitors do not
make such disclosures. {In this regard, perhaps the definition of corporate
governance approaches the broader definition that involves being a good
corporate citizen.) This obviously makes the investee company’s task in
the marketplace more difficult. But, in the long run, we believe this will

not only raise the standards of the community or market we are in, but will
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We believe in this so strongly that we helped to establish the A51an
Corporate Governance Association (ACGA)—a Hong Kong, China—
based, not-for-profit organization launched in 1997 with support from
business leaders from seven Asian economies—and we continue to pro-

vide ACGA financial support. This association helps persuade Asian com-
panies that corporate governance makes good business sense; it dissemi-
nates materials, hosts seminars and conferences, and provides advice and

assistance to Asian firms.

The Bottom Line

Does Corporate Governance Enhance Shareholder Value?
Does corporate governance enhance shareholder value? I answered
this question in the affirmative at the outset of this presentation, and I
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hope the few examples I have cited from Lombard’s own experiences help
to demonstrate why I did so. Let me also note evidence from the work of
others, which supports the proposition that investors who take corporate
governance seriously will be rewarded.

Between 1992 and 1995 CalPERS asked two financial consulting
firms—Wilshire & Associates, and The Gordon Group, Inc.—to study the
relationship between active shareholder-investor pursuit of corporate
governance, and an improved bottom line.
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CalPERS had been proactive in corporate governance issues, found that

B The stock price of 42 companies targeted by CalPERS between 1987

and 1992 outperformed the Standard & Poor’s 500 index by 41 per-

cent. (Refinements of the study suggested the outperformance was

actuallyv closer to 53 percent.) )

actually closer to ercer

B In the five-year period before the active involvement by CalPERS
these same companies had trailed the index by 66 percent.

The Gordon Group studied the issue of corporate governance more
generally, and concluded that:

B “The overall evidence...shows that over the past several decades
active investment strategies have consistently led, on average, to sig-
nificant value increases.”

An article by Philip Day in the May 1, 2001, edition of the Wall Street
Journal described a recent survey of 495 emerging market companies,
with the findings demonstrating a strong linkage between good corporate
governance, earnings, and stock values.

Lombard’s own experience wi
us that good corporate governance, and a willingness of management and
board to maintain or improve corporate governance, are fundamental
requirements for any future investment we will make. This is not altruism.
As a private equity firm we know we are ultimately judged and rewarded

by the returns on our investments—that is, by the extent to which the

[RUS S SRS ‘AAAV\.rut.llA

enterprise value of our.investments is enhanced.

A Call to Action
The importance of corporate governance—whether to the bottom

ine. or to the commu ty—cannot be underestimated. It is both a

1
1113, Ul the communi Cannot be underestumalte 1S VUl

r
ingful issue for investors and shareholders, and one that is vital for the
marketplace.
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To ensure good corporate governance, shareholders must assert their
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ndependence from management.
For the rest of us, the following steps will help:
W Influential investors and lenders should actively pursue new corpo-

rate governance standards;
® Governments should be encouraged to adopt or promote corporate
governance regulations; and
& Governments, investors, and lenders should support the adoption of
uniform auditing and accounting standards and practices worldwide.
I know that international organizations such as IFC, and investors such
as Lombard, will be willing agents for these changes, but I sincerely hope

you will all j )om us in promoting the development of good corporate gov-
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Corporate Governance: Its Impact on

Peter C. Clapman

Senior Vice President and Chief Counsel, Investments, Teachers
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Insurance and Annuity Association-College Retirement Equities Fund

The primary hat T am wearing in my remarks about corporate gover-
nance is that of the Teachers Insurance and Annuity Association—College
Retirement Equities Fund (TIAA-CREF), probably the largest pension
system in the world, with more than US$300 billion worth of assets.

Aharnit tvun_thivrde af tha acqats nf\«n\ ~f o v secur .h maainly i th
About two-tnirds of those assets consist of C\.lully selurit

public markets. Approximately 20 percent of these equity divestments are
diversified abroad. As is true of any mutual fund, TIAA-CREF is judged
on how it does in comparison with averages and with its competitors.
After all, we are selling our products in a competitive marketplace.
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in which shareholders, management, and the boards of directors relate to
each other, in terms oﬁ their roies and responsibilities. In the U.S. context
that means wanting a substantial majority of outside directors on boards,
having boards that function in a true sense rather than those that just
reflect the views of the chief executive officer of the company, and having
key committees of the board (such as compensation, audit, and nominat-
ing committees) consist of entirely outside, independent directors who
know how to do their job to the benefit of their shareholders. In the case
of TIAA-CREF, which invests in some 5,000 companies worldwide, we are,
of course, unable to be in the boardroom of our investee companies.
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Instead, shareholders rely on the boards of directors to successfully man-

age fhpcp rnmnanlpc
age tes 1panics.,

Culturally, corporate governance in our organization goes back about
30 years, aithough 10 years ago our program did not yet have a global con-
text or global scope. At that time, the idea of working with different cul-
tures that have quite different ways of looking at governance was a little
daunting. We were not sure what a U.S. investor could do abroad, and how

we could possibly get across messages that we think are important to
investors in a way that would not be misrepresented locally. In other
words, the question we faced was how to effectively maintain a corporate
governance program abroad when we are acknowledged foreign investors.
A couple of significant events then took place that led us to examine
the foreign markets more closely. First, we found in many instances, even
controlling shareholders took advantage of dis-
parate voting rights to effect unfair merger-and-tender offer situations to
destroy outside shareholder value. Furthermore, local investors raised no
opposition to this. The key question for us was, “Why did that happen?

Why were other shareholders who were being disadvantaged the same way

that we were not uttering a hppn?’

CiT VL Bnkiiip & pet

We quickly learned that many countries of the world have been very
slow in developing their own institutional investor constituency. The
essential ingredient for us—namely, “a home-grown constituency” for
corporate governance or for fair treatment—was missing. Until it was
there, we were going to get nowhere. However, the landscape was chang-

ing, especially in Western Europe, because institutional investors were
beginning to appreciate that to be a global investor, which very often was
their ambition, they had to give credibility to the market. They had to
show that within their countries they were enforcing shareholder rights,
were interested in the same issues that concern any shareholders, and were
willing to take a stand on those issues.

ocu(‘)i’xd, as tne Comipainy became more involved in the globa 1 SCEiie, wt
began interacting with other organizations. For example, we began work-
ing with the International Finance Corporation (IFC) on a couple of
major projects in emerging markets, and we became part of the
International Corporate Governance Network an organization of
1 senti 26 countr
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nance is now a leading issue for the members of thls network.
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it. They just do not do it.

People are beginning to notice this, and to realize that corporate gov-
ernance affects the flow of money into a country, the success of the com-
panies in that country, and Ultlmatelv the success of the economy. As a
result investors are now looking for explanations why poor investment
occurred during a period when corporate governance principles were
ignored. In effect, corporate governance is now being appreciated as hav-
ing a definite nexus and connection with the entire investment process.

Another realization is that, while the World Bank and IFC are strong and
important, in the long run it is private capital that will significantly affect the
economies of different countries. But that private capital is not going to flow
in until basic issues of corporate governance are understood and resolved.

Peter Sullivan, in chapter 12, reviewed many of the corporate gover-
nance issues that are important to his firm. Those concerns are very sim-

ilar to our own. We believe, for example, in fair treatment of shareholders,

» >
meaning “one share, one vote” It is verv hard to see how am
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treat shareholders fairly unless there is one share, one vote.

We also believe that majority shareholders owe a fiduciary duty to minor-
ity shareholders. That is a fundamental principle in the United States, but it
has yet to be adopted in most other places in the world. We also think there
should be no barriers or restrictions to effective voting rights. Many parts of
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the world have such batriers. In addition, we strongly uphold the concept of
accountability. It should be made crystal clear that directors are accountable
to somebody. We think that they should be accountable to the shareholders;
to some extent, they could also be accountable to other stakeholders.

An equally important issue concerns public governance. That is, a
country may have its codes, but if its courts do not enforce those codes, if

amAd € 4lanen
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the regulators do no
ity and fairness in the investing society as a whole—investors are going to
find out. They may discover it after some hard knocks, but they will soon
know it and will not invest there any longer, which is the key message that
needs to be conveyed, especially to emerging rmrket countries.

s what we ft‘lDf‘ tn r]r\ rocontly in Rransil
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take advantage of mmorlty shareholders in takeover situations. At our
meetings we noted that the country’s economy is doing all right and direct
private investment is coming in, yet public equity is going out. We made
it clear that as long as there is unfair treatment of minority shareholders,

and this kind of majority control situation is in effect, investors are

) ind of majority cont uation effect, investors are just
not going to come in.

What we found encouraging, however, was that a group of pubilic offi-
cials attending the meetings understood these issues and saw that some
way had to be found to modify their corporate culture to encourage
investors to come in. These meetings have already had some important
results. For one thing, a listing standard, known as the Novo Mercado, has
UCCII estaUllSheu lIlC lVOVO lVleLd(lU lb Uaseu 011 SOITl KEY Cor pO rate gOV‘
ernance principles, including fair treatment and good accounting princi-
ples at a high level. To be listed on Brazil’s stock exchange, a firm must
now comply with these principles.

What Brazﬂ is now doing is permlttmg 1ts institutional 1nvestors to

tutional investors of the home country—in companies listed on the Novo
Mercado. How this system will eventually work is still uncertain, although
it clearly has the backing of governmental officials. The uncertainty relates

in part to cultural issues. By way of example, one corporate official in
Bra'n] told a Wall Street To 11,1‘1411! renor fhaf ‘dealino v IATY ith shareholders is
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like inviting the maid to sit at dinner with you.” Obviously, that kind of

patronizing attitude has yet to be overcome.
The message of our presentations is a consistent one: corporate gover-
nance is not an abstract issue. It has great relevance for investors and their
returns. Mm‘enver it haq 1mnnrtant 1m_n|1mt10ns Fnr a (‘nun_trvc econom-
ic success. Many countries that are suffering extreme poverty are unable
to attract the long-term capital they need to get back on their feet, in part
because of poor corporate governance. The burden rests with govern-
mental officials to improve public governance practices and to meet the
standards that investors demand. The corporate culture also needs to
change. Whether it can do so remains to be seen. However, the enormous
al e ~
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ahead with optimism.
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The International Finance Corporation’s
Focus on Corporate Governance

Mike Lubrano

Senior investment Gfficer, Financial Markets Advisory Department,
International Finance Corporation

The International Finance Corporation’s (IFC’s) activities in the area
of corporate governance dovetail nicely with the work done by the World

investor IFC ic
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deeply concerned about corporate governance for a number of reasons,
prime among them portfolio risk. Obviously, investing in a company with
weak corporate governance is a serious risk for IFC. Our experience with
company failures has all too clearly shown that poor corporate gover-
nance can lead directly to poor corporate performance.

Even when a companys financial performance is not affected, other
kinds of problems canjarise. In a recent case in which we were involved,
poor protection of minority shareholders enabled the controlling share-
holders to delist the company, making us a low-ball bid to take us out. In
a situation like this we either have to sacrifice all liquidity, or accept the
low-ball bid and get out.

IFC is a direct ylahtui\')ﬂei‘ in corporate governance in quite a few
companies around the world. When IFC makes an equity investment it is
not uncommon for us to negotiate for the right to nominate a member of
the board of directors. We do not exercise this right in all cases, but where

we do (in about 200 out of 300 companies where we have such a right) it
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is mostly in bank and nonbank financial institutions. Obviously, we want
e A b o e PV NP § RIS IR Hp s I [UPRRFISEES [ FOrh T
Nne Qirectors we noininate as weil as tne otner aireciors to Know Wlldl LIICY
are doing. We want them to contribute to their company’s operations, and
we want them to be aware of the liabilities implicit in what they do.
Another factor that concerns us is reputational risk. If a company has
massively ripped off its shareholders or has a serious internal control

m tho oce that TR ig an 1
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that is the case. Instead, we want the companies in which we have an inter-

est to be in the newspapers as examples of international best practices.
Good corporate governance is not only an integral part of company

success—it also has an important effect on the development of capital

markets. There is an important role to be n]nvpr] hv good companies in

1al KOs, B all oriail Iolc ovLe ipail i

developing deeper and broader capital markets, and IFC wants to be part
of that. On the capital markets side IFC has a long, and, I think, fairly gio-
rious history of investing in the development of local financial markets
institutions. We are a founder of the emerging markets committee of the
International Organization of Securities Commissions, and the unit that |
work for is more or less the successor to the IFC global capital markets
department that was set up in the 1970s.

Let me present a brief inventory of seven areas in which IFC con-

tributes to better corporate governance and related aspects.

i. One thing we have always done to some degree is to appraise and
monitor the corporate goverrniance of our investee companies. Qur
most recent activity here was to create a checklist, or scorecard, for
IFC investment officers, to help them take a more organized and

structured approach to assessing the governance of companies in
WIll(.Il we 1nV€SL lﬂlb LﬂCLKJlb[, WﬂlCﬂ was aevelopea Dy one 0[ our
regional departments, is now being “road-tested” in the field. It will
probably need to be tailored individually to the regions and to the
different types of investees: public companies, private or family-
owned companies, and start-up joint ventures. The results of this
t'“ wiill ava- howve st licatincme £ ~ioe gatrariaate ~n ciT e
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vision methods and our cooperation with co-investors.

2. As already mentioned, IFC frequently nominates company direc-
tors. About a year ago we began a program with the U.S. National
Association of Corporate Directors, offering training for individuals
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in the specifics of director service and director performance. We are

armt LGl o i ~£€ ) P
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also providing IFC invest
comprehensive training in corporate governance, to include some of
the lessons, both good and bad, that we have learned in recent years.
We are currently putting together a database tracking IFC’s work

with investee compames that has improved their corporate gover-

o
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3. We have compiled some specific case studies. One of these ( prepared

e

with a former IFC staffer, the Harvard Business School, and the Yale
School of Management) concerns Yukos, an oil company in the
Russian Federation that had a notoriously bad reputation for cor-

porate governance, but that is trying to turn that reputation around.

T

. We are plannmg a specmc trammg course for IFC investees and

other companies, to combine corporate governance monitoring
work with human resource management in Latin America. The
course is scheduled to take place in Rio de Janeiro in the fall of 2001,
in collaboration. with the Brazilian Institute of Corporate

AAAAAAAAAA A i GG NI mn o e at +bL NA &

Governance and human resource €xper ts at tne r‘Ui‘u V10101

Company and the United Nations Development Programme.

. We have a series 0f grass-roots corporate governance projects that

T

derived from the mass privatization programs that IFC supported in
Eastern Europe. These are large projects aimed at turning newly pri-
vatized enterprises into functioning corporations by giving them
charters; setting up their boards of directors; explaining how share-
holder meetings are managed and how accountmg works; develop-

£ management ceaal  arrriiee bl A
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investor education; and providing technical assistance to regulators.

- One well- pubhazed aspect of IFC’s work in this area is in promot-

ing portfolio investments that give due recognition to corporate
governance issues. A case in point is the Brazilian Corporate
Governance Fun(i (BCGF), which will be managed by Bradesco-
Templeton. This is a public fund, not too large, that will invest in
companies in Brazil that demonstrate good corporate governance.

One of its missions is to 1ucutuy LUlllpdllle that want to pdeLlLt.
good corporate governance, help implement the changes necessary
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for them to do so, and signal to the markets that such companies
have improved their governance.

Brazil was an ideal place to start, because 1t 1s currently develop-
ing mechanisms to this end. One of these mechanisms is the Novo
Mercado, which is a stock market listing segment for companies that
agree to certain verifiable and objective criteria of good governance.
Brazil is encouraging companies to give markets better
signals about what they are doing. Peter Clapman and the Private
Sector Advisory Group (PSAG)' have contributed enormously to
the development of market-sensitive mechanisms for this purpose.

IFC will be investing in the BCGF, therefore, and we feel that the

onr {'\fl’\PI‘ ‘AV{\Y’I{ mn rnrnnrafp avernance WI‘I cOon-
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I
our other work in corporate gov ill con

7. Finally, I should say a word about the technical work of my depart-
i IT P Ao hava alurass e hoan tha contral ninmit for tochnica
1 1L’ VYVC llavie alwayo vicil Lllc CCritral unitv ior tediiica
assistance on securities market work, although our regional depart-
ments also perform such technical assistance. An integral part of the
work is advice to member-countries’ regulatory authorities and

stock markets on improving corporate governance. One such proj-

ect. in Chile, consisted of advising the authorities on tender offer

Tl Uty 111 N 1iMiy 11010tCU Ul aliVivillg UL auuiy S Ui WLiaac: Uaals

legislation. We have also provided similar advice in Argentina and
Brazil, and are currently working on corporate governance code
projects in various countries in Africa.

the area of corporate governance ca n best be sum

work in the
in the words of Ira Millstein, chalrman of PSAG:

The task is to provide emerging and developing economies with
insurance that capital is more likely to flow to those countries and
companies that demonstrate responsiveness to corporate gover-
nance issues.

' The Organisation for Economic Co-operation and Development and the World Bank Group, along
with some donor countries, has established the Global Corporate Governance Forum (www.gcgf.org)
to coordinate their work in fostering better corporate governance in emerging markets. The Private
Sector Advisory Group (PSAG) comprises business leaders and internationally recognized experts on
corporate governance, who advise the Forum from a private sector perspective.

84



The New Basel Capital Accord:
Implications for Bank Lending to
Emerging MViarkets






CHAPTER

)
o1

An Overview of the
New Basel Capital Accord
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In January 2001 the Basel Committee on Banking Supervision' (the
Committee) issued a second consultative paper (CP-2) proposing major
s to the nrlomnl Basel Capital Accord that had been issued by the

revisio the original basel LLapltal Accord that nad been 1s the

Commlttee in 1988. The goal of the 1988 Accord, a relatively stralghtfor—
ward capital framework, was to establish uniform minimum regulatory
capital standards for lerge internationally active banks. The proposed
2001 revisions to the 1988 Accord are far-reaching, complex, and, in some
areas, controversial. My presentation examines the January 2001 proposal
from a regulatory persf)ective

Lo, 1008Q Mamital A a1 o U P attemnp
J.llC 1700 \Jdplldl [\LLUIU was a Crudae€ atem P

t to introduce risk-based
capital requirements that would apply to all internationally active banks in
the G-10 countries (the 11 G-10 countries are Belgium, Canada, France,
Germany, Italy, Japan, the Netherlands, Sweden, Switzerland, the United

ngdom and the Umted States). The 1988 Accord was intentionally kept

o and wacg dnhllnr‘ l'“r ITQ reou latare ta all inciired TTQ Annnc:fnrxr
Ty dliu vvao \,6141 ALULY WU ail isuivu CpvonuLy

institutions. The 2001 proposed revisions to the 1988 Accord are intended
to make the Capital Accord more risk sensitive; consequently they are
much more complex. The proposed Accord seeks to establish a regulatory
capltal requlrement that more closely mirrors bank managements own

ital is needed to operate the bank
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In applying the 1988 Accord the focus of bank management has been
on compliance with the capital requirement. While the 1988 Accord
imposes a capital requirement that banks are required to meet as a regu-
latory matter, most banks have established their own internal capital tar-
gets on a very different basis. To the extent that the 1988 Accord imposed
capltal charges against assets and activities that differ from banks’ own
ry capital banks have restructured their
operations to minimize the regulatory capital requirement. For instance,
the requirement under the 1988 Accord that 8 percent capital be held
against all private sector corporate debt has led banks to move high-qual-
ity debt (against which the market requires far less capital) off their bal-
ance sheets while, at the same time, banks have retained low-quality debt
on their balance sheets. The result is that the current Accord may encour-
age banks to hold a riskier portfolio of loans.

A major objective of the proposed revisions to the 1988 Accord is to
narrow the gap between the levels of capital that regulators require a bank
to hold, and what bank management itself believes is necessary. The chal-
lenge facing the Basel Committee in achieving this objective is to create a
rule that is both sensitive to the many risks facing banks and that recog-
nizes the significant institutional and national differences among interna-
tionally active banks and supervisory regimes within the G-10.

The proposal issued in January 2001 (the product of lengthy Basel

Committee deliberations over the last several years) is a complex docu-

meont that inclhidec a riile of mare than 170 naces. w 71 ith 320 naoeg of
IIECIIL Ulal LIVIUuUuco a ail 1wl UL 1IUIT wlall 17V pagls, WIilill 25V pagts U1

accompanying annexes. Developing this new capital Accord has been a
massive undertaking, and one that remains very much a “work in
progress.” A number of the components of the proposed capital rule are
still being developed.

The provosed CP-2 revisions have

4 10 PIopLscu LI

1. To maintain current capital levels in the banking system. The intent of
the revision is not to raise the overall level of capital held in the bank—

2. To make the Accord more equitable. Banks with different amounts of
risk should have capital requirements that reflect that risk. Because
of the simplicity of the 1988 Accord banks with very different risk
characteristics may face identical capital requirements. This puts
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banks with low-risk balance sheets but high-capital requirements at
a competitive disadvantage.

3. To narrow the gap between regulatory capital requirements and what
bank management believes is the appropriate capital level. Regulators
ould thus limit the incentive for banks to restructure their portfo-

hos simply for regulatory rather than for business purposes.

4. To apply the principles of the new Accord to all banks in all countries

rather than only to internationally active banks in the G-10. We rec-

ognize that, given the complexity of CP-2, the proposed Accord is
unlikely to be adopted over the near term by emerging market
supervisors, however.

The proposed Accord has three parts, or “pillars” (see box 15.1). Pillar
I, the key pillar, is a formulaic approach to determining how much capital
a bank needs. Put simply, the first procedure consists of identifying vari-
ous classes of assets or activities, applying a formula to the asset or activ-
ity to derive a capital charge on the basis of perceived risk of default, and
then adding up all of the capital charges to develop an overall capital
requirement.

Pillar II recognizes that the formulas and me
under pillar I are crude and are unlikely to fully capture differences in the
risk profile of banks. For instance, some areas of risk, such as interest-rate
risk or liquidity are not captured under pillar 1. Pillar II, therefore, sets

forth the basis on which supervisors should assess the adequacy of the

aver, H varnfa] pnnn‘pmv“t cr\mnnh:r] under p‘llu rl. In essence
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a framework under which experienced supervisors will assess the results
of piliar I against the pe:rceived riskiness of a bank, and will adjust the cap-
ital requirement accordingly.

Pillar III takes into a;ccount the complexity of bank operations and the

limitations of any supervisory assessment of risk by seeking to encourage
|

more informed market dlsc1p11ne——through the rating agencies, market

analysts, and counterpames—oy means of expanded bank disclosure
requirements.

Under pillar I the capital requirement may be calculated in one of two
ways: either under a standardized approach or an internal ratings—based
(IRB) approach. The standardized approach expands the number of risk
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« Pillar 1 (regulatory capital charge): Formulaic
rules that establish minimum capital requirements.
There are two apnroaches nresented in the Accord.

4 1ANAT QAT LVY U G LRS- 8 Lep) aavv“ ail SALCUL
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+ Pillar 2 (supervisory review): Supervisars need to

(a) ensure that bank’s capital position 1s consistent
with ite ricle nrafila and otrateaov and (h) annrave
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use by banks of more advanced capital models.

« Pillar 3 (market discipline): Expanded public

disclosure by banks to facilitate market discipline.

“buckets” for which there are specific capital requirements. For instance,
under the 1988 Accord a loan to a private corporation has a minimum 8
percent capital requirement, regardiess of the riskiness of the corporation.
By contrast, the proposed standardized approach differentiates between
lower-risk and higher-risk corporations, and introduces four different risk
buckets. If a bank lends to a AAA-rated corporation the capital require-
ment against that loan will be equivalent to a 2 percent capital charge
compared with 8 percent for a loan to an unrated corporation. An effort
has also been made in the proposed revisions to take into account tech-
niques to reduce or mitigate the credit risk of loans with guarantees and
high-quality liquid collateral. Under the proposed Accord a loan to an
unrated corporation that is fully guaranteed by a strong company will
have a capital charge equivalent to a loan to the strong company.

The IRB approach, which is for more sophisticated banks, relies on the
internal credit-rating systems of the individual banks for determining the
capital charge against an asset. If the bank can convince its supervisors
that it has internal credit systems in place that accurately assess how much

rtol} an “'ld“""]""l l‘\nrreurer noses ]\ased on an anq]vms nF fhp prn]\ablht}r

of default (PD) and the expected loss given default (LGD) and exposure
at default (EAD), then the bank may use its own internal risk assessment
to set its capital requirement. The IRB has two approaches—the
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» Key change is the move away from OECD
membership as the key risk weight determinant to
onc based on external ratings

Examples of Changes in Risk Weights on Sovereign Debt:

Country Current Weight S&P Rating®*  Proposed Weight
Ecuador 100% CCC+ 150%
Hong Kong 100% A+ 20%
Mexico 0% BB+ 100%
Singapore 100% AAA 0%

*Standard and Poor's soveragn rating for jong-term foreign cumrency exposures as of May 18, 2001

Box 15.2 Sovereign Risk Ratings

Foundation approach for banks that can determine the probability of
default of the bormwer but will need to rely on supervisors for estimate

of the likely loss in the event of default, and the Advanced approach for
banKS thdl can estl[ilatc rus, LUUb, dll(l D[‘\Ub Lor UlClr UUI rowers.

The proposed Accord has three primary implications for emerging
markets. These pertain to the sovereign-risk ratings (see box 15.2), corpo-
rate-risk ratings (see box 15.3), and credit-risk mitigation. In the case of
the sovereign-risk ratmgs, under the 1988 Accord the Basel Committee’s

A ~onin v that 1¢ a2 memh r
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€. A countr Y uiat is a ineimoce

pproacin 1o soveie ’"g“ riSK was q'di{e Simp
of the Organisation :for Economic Co-operation and Development
(OECD) was presumed to have a sensible and credible financial infra-

structure, good corporate governance, and a stable government, and so

o

received a zero risk rating—the government, by definition, was viewed as
a strong credit. As a result, banks that lend to QECD governments do not

& SUIVIE LaLALL AS G Itolu, VallRe that iend to

have to hold capital agiainst such loans.

Countries that earn high external-credit ratings, but are not members
of the OECD, are understandably upset with this “club” rule. At the same
time, not all OECD countries are in fact low credit risks. The Basel
Committee is qvmnmhehc to the criticism and has, therefore, nrnnnwd

patiic L 1ids, I Ciulc

relying on external-credit ratings of individual countries as the basis for
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m A “ M 1 “ 4 *
Lorporate Risk ratings

1_ __ ~

» Standardized approach: Risk weights are tiered
based on external ratings.

+ Internal ratings-bascd approach (IRB): Based on:
— probability of default (PD);
— exposure ai defauit (EAL), and
— loss given defanlt (LGD) for each exposure.

Box 15.3 Corporate Risk Ratings

assigning capital requirements. It has also taken into account the fact that
not all countries will have external-credit ratings from one of the major
credit-rating services, and so has proposed that the published ratings from
export credit agencies may also be used to set capital risk weights.

Under the standardized approach the external-credit rating is the pri-
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mary factor that deterr
graduated from the standardized approach and is following the more
advanced IRB approach it can utilize its own internal credit-risk rating of
the country. In such cases the amount of capital required against a sover-
eign loan will be a function of the bank’s internal assessment. Banks can
reference external ratings, but the ultimate capital charge will depend on
the bank’s own determination of the credit risk posed by the individual
facility. In such cases the capital charge could fall below that suggested by
an external rating.

The proposed Accord takes a similar approach toward loans to corpo-
ations. Under the standardized anprnarh a banl{ look

r ¢ at the evternal-
rations. under tne standgardizeq anxk 100Xs at the external

credit rating of a corporation and uses this rating to determine its capital
requirement against loans to that corporation. If the bank has qualified to
use an IRB capital approach, the bank must assess the probability that the

borrower will default, the recovery rate if there is a default, and the out-

cmndmo exposure at the time of default. To receive ;\nnrmml to use the

IRB, banks must demonstrate to their supervisors, on the basis of several
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years’ data, that their systems accurately predict their actual loss experi-
ence on a portfolio of loans.

As mentioned earlier the Basel Committee has attempted to incorpo-
rate into its capital proposal risk mitigation from collateral and guarantees.
It has established rules governing hedges when the maturity of the hedge is
different from the underlying exposure or is in a different currency.

The Committee has been very cautious in its treatment of physical col-

lateral and assets such as trade receivables. It is extremely difficult to esti-
mate t UlC leUC Of SLICD C()uatt’:i‘al over a 1Ull chulL C'y’ue, tI‘leIC 1b I'C(,Ug[ll'
tion that the proposed Accord is already quite complicated. Banks have
argued that such collateral does, in fact, reduce credit risk, and that the
Committee should give some capital recognition.

The Commlttee has been more open to 1ncorporat1ng the beneﬁts of

guarantee against a loan to a lower-rated borrower, the lending bank can
rely on the credit rating of the guarantor. For capital purposes the loan is
assessed as though the bank lent to a AAA-rated borrower, and the credit
rating of the guarantor is substituted for that of the borrower. Whether or

not such a guarantee is treated as a full su

1bst
ot such a guarantee 1s reated as a il supsty

identity of the AAA-rated guarantor. Guarantees from government enti-
ties and banks are given more weight than guarantees from other entities,
such as insurance companies.

The proposed Accord does not make any allowance at this stage for the
fact that, for the lendlng bank to lose money, both the guarantor and the

borrowmg entity would have to default. For example, a bank that lends to

titution will depend on the

AL Wi Lop et Ll ik

A P [ I I o~

MA CU UUIIOWCI, WlllLll lb dlbU guardnleeu Uy an [‘\1‘\1‘\ fdlCU lIlbU fance
company, receives no capital relief from the addition of the guarantee.
Preliminary reactions to the January 2001 proposal have been mixed.
Early indications are th'ét in general, banks support the overall framework
and dlrectlon and like 'the idea of regulatory capltal requ1rements being

with ha ]r“, awn internal ~alealate reguire
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the same time, banks have raised a number of issues.
One concern is that the IRB approach is quite complex, and will be
very expensive to implement, yet the potential capital relief under the IRB

approach (compared with the present capital Accord) s modest at best.
ded th
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things being equal, for banks to move from the smlpler standardized
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approach to the more complex IRB approach. Banks, however, have

rpnnrfpr] that the nrnhncal does not provide such an incentive. Rather
<po 1 Ineentve.
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banks have found that they need less capital under the simple standard-
ized approach than under the more advanced IRB approach. This is a flaw
in the proposal. The Committee is reviewing the calibration of the capital
charges under the proposed Accord to correct this irregularity.

Another concern is the treatment of operational risk in the bank. In

establishing the capital requirement under pillar I the Committee has
lIl(,lU(lC(.l (,l'e(.lll, mdrKC[, ana opera[lonal rlSK ‘VAVrhlle some Danl(s may nave
very high-quality assets in terms of credit risk, there are risks arising from
inadequate or failed internal processes, people, and systems that need to
be taken into account in setting overall bank capital requirements. As a
result the Committee included a crude operational risk component that

caovere frannd and lacces Fram wea
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capital requirement. This component has generated significant comment
from the industry. Banks argue that the operational risk weight generates
a significantly higher capital charge than what banks internally allocate;
that the proposed methodology for determining operational risk (which

uses gross profit as a proxy for the level of operational risk) is unrelated to
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the actual risk in the bank; that for low-frequency, high-loss events, capi-
tal is not the answer; and that there is no capital incentive for a bank to

I intoarnal camteale ag mant ~F 150 ~zeanndl
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reduce its operational risk.
A more general concern of banks is that the January 2001 proposal was
ncomplete. Notwithstandin ng its Ienofh a number of details on items such

as the treatment of retail credit, asset securitization, project finance, and
the treatment of equities are still being worked out. As a result banks have
been unable to calculate the effect of the proposed rule on their regulato-
ry capital requirements. Banks have urged the Committee to reissue the
full draft Accord for comment, taking into account industry comments
received on the January 2001 proposal mcludmg a recalibration of th

-,\J-L-A“ cimilboc fam aeo ot X Lt L
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sensible.

In closing, I would like to emphasize that the Committee is eager to
work with interested parties on the many issues raised by the draft Accord.
We need to understand the consequernices of the proposal for the banking

+ ad ended Mavy 21 2001
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suggestions and information on the practical application and implica-

94



' The Basel Committee on Banking Supervision is a committee of banking supervisory authorities,
g sup
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which was established by the central the G-10 countries in 1975.
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CHAPTEHR 1 6

Country Risk in Basel 2

Frans Cornelissen
Senior Vice President, Head of Country Risk Management,
ABN AMRO Bank

As most would agree, the 1988 Capital Accord had some shortcomings.
For one thing, it was t de in the way it analyzed corporate credit risk.

o fair in treating AAA-rated companies; it did
not treat them the same way that it treated emerging-market companies.
All it did about country risk was to make a distinction between
Organisation for Economic Co-operation and Development (OECD)

countries and non-QECD countries, which, of cour
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failed to take into account collateral and credit derivatives in the right way,
and operational risk was not in there at all. Even capital arbitrage was
going on.

The purpose of the proposed Accord is to address these problems.

Hence banks were asked to make comments on drafts of the new Accord.
The first round of comments ended in mid-2000, and the second round
ended on May 31, 2001. As Jonathan Fiechter pointed out in chapter 15,
however, banks still have an opportunity to submit their suggestions.

In the first round of comments a special group—the Working Group on -
Country Risk—was organized by the Institute of International Finance
(IIF). One of the Working Group’s major concerns was that the Accord had

e a1

capped the rating of the private sector entities by the rating of the sovereign.
The Group’s paper argued that capital controls are becoming more rare, and
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that even in cases of capital controls or sovereign default certain companies

performed. In the second draft of the Capital Accord the cap was removed.

The ITF Working Group on Country Risk also stated that a distinction
should be made between sovereign risk and country risk. Furthermore, it
looked at how different banks were actually treating country risk. This is
where the risk issue becomes more complex, because the banks seem to
have different methndnlnmeﬁ Some banks took cou untry risk Irn_nhmtlv

s

into account since the rating of obligors included factors such as inflation
and the legal environment. Others have a special country risk-rating sys-
tem that affects the obligor rating, sometimes as an explicit add-on to the
credit risk. The second draft of the Capital Accord has been trying to
address country risk in such a way that it leaves ample room for the banks
to determine exactly how country risk should be incorporated, especially
in the internal ratings—-based (IRB) approach.

In my view, the Capital Accord should not explicitly require an add-on
for country risk, in addition to the credit risk. This would not take into
account those banks having credit risk models that take country-risk fac-
tors more implicitly into account.
up: how to deal
with foreign currency as opposed to local currency. The Capital Accord
states that, in the case Ior torelgn currency—lendmg, the risk that the for-
eign currency might not come back because of capital controls (transfer
risk) should be 1ncluded in the obligor rating. The banks discussed this
subject at length.

In the case of a sovereign, the statistics provide clear evidence that
there is quite a difference between the local currency claims on the sover-
eign and the foreign cﬁrrency claims. A sovereign can print local curren-
cy and cannot print foreign currency, so clearly the distinction must be
made. The Capital Accord, although not too explicitly, is allowing room to
do just that. In the standardized approach one can even put a zero-risk
weight for local curre*i'cy financing to sovereigns.

In the case of corp rates however, the issue is a little more difficult to
address. Of course, mtultlvely it is very clear that foreign-currency lend-
ing is more risky. The question is, why? Is it more risky because, if a com-
pany is borrowmg in foreign currency while it has a local currency
tch? But that tvp frisk i
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mon in the developed world as well as in the developing countries. For
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example, if a U.S. company is going to borrow in euros and does not have
revenues in euros, it will also have risks. This type of risk, the currency

mismatch, has to be kept separate from the transfer risk. If the transfer
risk, the risk on the foreign currency flows from emerging markets, is rel-
evant and we want to make the distinction between foreign currency flows
and local currency flows, the banks are not against that. However, one has

to be able to prove it for five years. In other words, one has to show that

[-18 ) Lopu L0 v 100 LAV b4 21 ORIICL WOLILS, LIIT L4 SOV un.u.

the companies have been defaulting on foreign currency loans and not on
local currency loans, which might not be that easy. It will be interesting to
see how this issue will be treated in the final Capital Accord.

As for the Accord’s qualitative impact on banks, it is clearly promoting
better risk management. Much effort will have to be put into building new
risk systems, especially for emerging-market banks. At the same time, one
cannot be too ambitious here or one mlgm end up with a risk systeim that
incurs too many costs. It is also clear that the quantitative impact will be that
higher risk credits will need more capital. That is rather bad news for emerg-
ing markets because more capital is needed for lending to these markets.

One feature of the new Capltal Accord that will benefit some non-

Koty 1@l D) A
OECD sovereigns is the ion between OECD and

non-OECD countries. Some OECD sovereigns will lose from that. The
same is true for some banks in OECD countries.

Especially in relation to lending to emerging markets the Accord is not
very transparent. This is because banks are expected to use different

npnrnarhp or calculating the capital for lending to emersing markets.
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Emerging-market banks will go for the standardized approach, but inter-
national banks are likely to go for the IRB approach, which will give differ-
ent results on the same risk. With regard to the financing of sovereigns and
banks for periods of less than three months, there is also the possibility that

the emergmg market supervisors, since thev have some mlfhm'ltv there,

can set the risk rate for the local currency financing. This again could lead
to different capital requirements on this risk for different banks.

Another major concern is that volatility on lending to emerging mar-
kets could increase at times, especially in an emerging market crisis. If the
ratings are lowered, then you need more capital, of course—so things
could work out to be procyclical.

In trying to predict the outcome for the standardized approach as
opposed to the IRB approach, it looks as though the latter will require
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more capital for lending to emerging markets. Banks wxll need higher
margins for the lower-rated companies to make up for t q
capital. In other words, margins for lending to emerging markets will need
to go up.

In the case of the B-loan, capital requirements and the value of the pre-
ferred creditor status will depend on how the final Capital Accord handles the

distinction between foreign-currency lending and local-currency lending.

alldl 10oal 1.
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CHAPTEHR 1 7

Basei 2 and Emerging Viarkets

As the preceding presentations have made clear, the proposed new
Basel Accord is an ambitious blueprint aimed at strengthening the bank-

ing system on a global scale. My remarks focus on three aspects of the
Accord of particular interest to Standard & Poor’s (S&P): the setting of

ALV VL pal Ullaial GLtitor W 1. ASAL j. ual o )

regulatory capital limits, the implications for emerging market financial
institutions, and the possible treatment of the International Finance
Corporation’s (IFC’s) B-Loan (“Participations”) Program under the pro-
posed changes.

To start, I should say that S&P continues to support the Basel

Committee’s efforts to strengthen banking regulation around the world.
We think that much progress has been made in the second consultative
paper in terms of the three pillars: capital requirements, improved super-
visory oversight, and the effective use of market discipline. At the same
time, as one of my colleagues has pointed out to me, this Accord is a jour-
ney and not a destination Perhaps some day we will arrive.

The cornerstone of the new plupuadl is its two suggestcu Upt ions for
improving the risk ad)ustment process for calculating minimum levels of
regulatory capltal. the standardized approach and the internal
ratings—based (IRB) approach. S&P finds pros and cons associated with
each of these options. In its view, the major drawback of the standardized

not Aiffarontiatin
Auu5u aincrentiation

Whether a bank is AAA-rated, BBB-rated, or s



Section IV The New Basel Capital Accord: Implications for

Bank Lending to Emerging Markets

that it is required to put away does not vary as much as we would perhaps
like. Looking at the two options under this approach—to tie the rating of

banks and other entities to the sovereign, or to assess banks 1nd1v1dually—
S&P considers the first option to be the weaker of the two. By lumping the
good players with the bad players it does not give enough credit for the
better-quality banks out there. S&P would see that as a limitation, and
therefore finds the second option a much fairer approach.

If we had to tip the scales one way or the other, S&P would probably

v tlha TIID o snaman v~ 1. P P Ny M L T PR |
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away, depending on the risks involved. In other words, the IRB approach
does not try to use a one-size-fits-all treatment. It allows greater credit dif-
ferentiation, which we feel is a good thing.

esting how much capi

default scenario could lead to some questionable conclusions. For exam-
ple, just using a three-year average would not necessarily pick up what
would happen to a bank in a worst-case recession environment. One has
only to look at what has been going on in most mature markets over the
past five years, which have been a relatively benign environment. If banks
were required only to put away capital based on default statistics for the
past three years, that would greatly underestimate the amount of capital
that banks would need if things were to take a turn for the worse. Thus
one of our major complaints with the IRB approach is that it does not
allocate capital based on an economic cycle.

Table 17.1 shows how things can change depending on the time peri-
od. In this example, average probabilities of default for a three-year peri-
od rose dramatically, from about 1.6 to15 times the average level, depend-
ing on the rating during this broad period. As the statistics confirm, the
longer the time periodl used, especially for the worst period within the

cycle, the better the model in terms of assessing how much capital is need—

ed npcpn'p its mn‘\ncpcuhr\“m\mr the IRR annroach is basically
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the standardized method.

The second point I \;Nant to address arises from the oft-heard criticism
that emerging markets may end up getting the worse of both worlds
under the new Accord, and ultimately this may cause the initiative to fail

relv Any regime that i imposes hmher capital allocations based on bor-

rower quality, so the argument goes, definitely works against emerging-

101



IFC and Its Role in Globalization
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Table 17.1 Default Rates for Static Pools 19812000

market banks, owing to both the composition of their loan portfolios and
the environments in which they work. In addition, most emerging-mar-
ket banks lack the empirical data on default incidents, default correla-
tions, rating transitions, and recovery rates in order to legitimately quali-
fy for the IRB approach. Furthermore, the IRB approach is very expensive,
even prohibitive for some of the emerging-market banks. Hence the IRB
approach may not be to their advantage.

The question is, what can these banks do about this situation? Since
most emerging-market banks will be using the standardized approach,
there are actually a few ways to “level the playing field.” For one thing, they
can go shopping for external credit assessments that will give them the
most favorable capital charge. Under the standardized approach, claims
are broken down into three categories: claims on sovereigns, clalms on
table 17.2). If a

hanke and laime an car see table 17 2). 1t a sove

banks, and claims on corpo
below B-, or if a bank is rated below BBB—, or a corporate is rated below
BB-, it may be in the best overall interest of the bank to request that this
customer not get a rating, because reverting to the unrated status would
invite a more favorable treatment. Any system that promotes this type of

distortion. and therefore is no ot promoting marl’pf transparencv. is ﬂaumr‘]
aisioriion, ang mereiore il

a5 UL paanun H FHGLACL LQLISPRITLIVY, IS

and could eventually backfire.
S&P also believes there would be political pressure on regulators to
allow banks in their country to use rating agencies that might give them

102



Section IV The New Basel Capital Accord: Implications for
Bank Lending to Emerging Markets

Standardized Approach

Claim on Sovereigns
=2

Credit Axesament | AAA to | A+to | BBB+ | BB+ to | Below | Unrated

AA. A- |weBe | B- B

RekWeight | 20% 0% 10056 | 100% | 150 | 100%

Claim on Banks'
Credit Axexoment AAA D | At+tto BBB+ BB+ i | Below | Unrated

Of Banks AA- A- |toBBB-| B- B-
Riskweights under | 20% 0% 0% 10056 {15086 | SO
Option 2 ‘

Riskweights 1 | 204 20% 2% 0% | 15086 | 20

Shorxt-erm clAims

Corporates

= et =

Credit Axessment | AAA to | A+ BBB+ Below Unrated
AA- A- i BB- | BB-

=3 .24 S0

100% | 1504

a
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Table 17.2 Claim on Sovereigns, Banks, and Corporates

the most favorable resu!lts. That would also be a distortion. In S&P’s view
this Accord could have an adverse impact on emerging market banks and
this could ultimately unravel the whole scheme.

The treatment of B-loans raises further concerns. S&P has felt there is

some \IulLP to r\rpfprred creditor statug Indeed fhprp ic nrobablv enouch
c1Is
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evidence now to suggest that lenders such as IFC do get preferential treat-
ment, and therefore are only subject to the underlying credit risk of the
borrowers to which th¢y lend. As a result, banks participating in the B-
loans get the same sof’t of currency protection that IFC does, and they,
too, only have to worrv about the underlying credit risk. Therefore a
strong argunient can be made that the capital charge should be less, given
the fact that this eliminates the transfer risk.

Despite some limitations, which we hope will be worked out before
2004, the Basel Capital Accord is definitely a step in the right direction for
global banking. According to S&P’s estimates, about 40 percent of the
largest international banks in Australia, Europe, and North America will

AAAAAAAA L L a1 toot £onl
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confident that this proposal will not cause an overall decline in capital.
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L] L] [ ] L]
Which Direction Will We Go?

1) Strength Regulatory A

minimum capital )

levels. e U
2) Improve the Regulatory . Co-

processes. -
3) Promote market discipline

and trancnaranay

and wansparendy.

The Basel Capital Accord

1) Weaken Global
Capital Levels.

2) Discourage Financial
Market Transparency.

3) Impact Fund Flow
(in National 2 Cross

Dorder) adverscly.

Table 17.3 Which Direction Will We Go?

What the internal economic models of most banks today suggest is that
banks feel as if they are overcapitalized. I am sure that the bulk of the stud-
ies on the IRB approach will confirm this. If that is the case it could lead
to a reduction in capital. S&P does not believe that most banks around the
world are overcapitalized. Rather, S&P believes that they are adequately
capitalized for the risks they are taking. If capital goes down but the risk
profiles of those institutions stay the same, it could result in rating down-

grades (see table 17.3).

A elobal rating distribution of b:
o giooar 1 at ing distribution of b

quite a dramatic change. When 1 first started working in this industry,
banking was a AA-rated industry. Right now, it is probably a single-A
industry at best. Any system that would create ways for banks to weaken

vtholact dacads alean Ao,
anks for the last decade alread

their capital without mitigating their risk profiles would be very negative.

Perhaps in the end there is nothing for any of us to worry about, but then

again that is what a rating agency is paid to do: to worry even when there
is nothing to worry about.
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International Finance Corporation’s
B-Loan Program

Dirk Miller
Partner, Financial Services Consulting, Risk Management, KPMG

The central question I wish to explore is how Basel 2 will affect the
International Finance Corporation’s (IFC’s) B-loan program. In the con-
text of emerging markets, one leading concern will be country risk. As
mentioned by other speakers, the Basel Accord gives little guidance on

how to treat coun ntry risk. Therefore there has been considerable discus-

sion in the banking industry about how to deal with this risk under the
proposed new ruling.

A second important issue for the B-loan program is project finance.
Here, too, the Basel Accord is not very specific, although alternative
approaches are now being discussed, and further details may be forth-
coming in the weeks to come.

A third concern 10i“tuc B-loan program is whether plt:lcrl“ed credito
status (PCS) will be available under the new Accord and thus whether B
loan participants can have access to PCS benefits.

Fourth, which approach—the standardized or internal ratings—based

(IRB) approach—w111 most of IFC’s B- loan participants go for? That will

=t

approach the rlsk rate would be a maximum of 150 percent, whereas
under the IRB approach it could reach 625 percent for loan business with
a higher probability of default.
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From an emerging-market business point of view, then, there is no
incentive at all to go for the sophisticated IRB approach. In fact, there may
be no choice in the matter at all. In Germany, at any rate, it looks as though
our rcgmators will ask all the internation 1y active banks to g0 ulrectry' for
the IRB approach by 2004, so there is no other choice there. Banks using
internal creditor models to allocate economic capital might already be allo-
cating similar amounts of economic capital, so there would not be a sig-
nificant change if one compared economic and regulatory capital.

Tho anectinn hanle chnaiild tharefare he acking ice Hawr can th
111€ GUCSTIOIT Danks snoU1G tACIeIore o¢ asKing is: noéw dan t

decide to go for the IRB approach benefit from the B-loan program? As I
just mentioned, the PCS has not yet been made part of the risk mitigation
under Basel 2. One could argue that PCS, because of its political over-
tones, helps reduce country risk, by which I mean transfer and convert-

1]‘\1]1!’\/ risk but not the hnrrnwp S rml( As evervone l(nnwc rating agencies
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such as Standard & Poor’s acknowledge PCS in some cases through an
improved foreign currency rating. Thus it might make sense to pursue the
IRB approach simply to implement PCS as part of the rating process of
the IRB. This could be a possible solution even if Basel 2 does not men-
tion PCS explicitly, for it would then be possible to benefit from this
model.

To illustrate, let us look at the IRB approach a little more closely, a
regards the key factor of probability of default. I believe that PCS ca have
an impact on the probability of default when it comes to distinguishing
between the foreign-currency rating and the local-currency rating. This
status could be built into the rating analy51s and thus would be similar to

what th oy timr agancine are Aaing now
L t LL 15 ascu\,lca alc UUIIIB 11UVY,

Of course, one cannot simply assume that PCS always reduces the
probability of default and therefore the risk. As with all other risk factors
under the IRB approach, one has to prove that the historical default data

comply with the ratings, for example by means of statistical tests such as
"\ I(_ oct |Y\ﬂ
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Basel 2 has imposed a number of conditions that have to be met before
internal rating systems for the IRB approach can be approved by the reg-
ulators. For instance, there has to be a five-year history of the probability
of default. The history must be available by 2004. Also by 2004, the rating
system must already have been in use for at least three years. Although the

accord permits banks to have a transition period up to 2007, these
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requirements will probably delay everything, not only in making PCS part
of the rating system but also in winning general approval for the rating
system.

T nere are otner requ1remtnlb, ()1 course, Dut t'ney are more qudllLdUVC
in that the rating process must be transparent and independent. But there
is some incentive to follow through with this. By way of example, suppose
that a company has a local currency rating of BBB and a solvent foreign-
currency rating of BB. Suppose, too, that PCS improves the company’s

oy vty ety i+t~ tha o
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rating. This would mean that the foreign-currency rating for the compa-
ny would be BB without PCS, and BBB with PCS.

We can now look at the probability of defaults, based on statistical data
from Moody’s. The likelihood of default would be 1.79 percent for BB and

0.16 percen nt for BRR+, That is to sav, if one takes this pvamn]p as a given

iy 4134t 15 WU say, 1 Ul LRIRTS piviil

then under the standardized approach PCS would make no difference,
because having a BBB or BB rating would both lead to a risk rate of 100
percent for the corporate model. However, under the IRB approach there
would be a significant difference. Without PCS the company with the BB
foreign-currency rating would have a risk rate of about 180 percent. With

PCS, it would have a risk rate of 40 percent. This is a very simple example,
OI course, Dut l[ SHOWb Wﬂa[ can DC (l(_)ﬂC un(ler iﬂé lI\D dPPrUdLll

To sum up, there seems to be little doubt that the new Basel Accord will
lead to a significant increase in regulatory capital for lending to emerging
markets, especially under the IRB approach. When one compares eco-
nomic and regulatory capltal it looks as though banks with sophlstlcated
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not necessarily face a significant change in capital. Furthermore, the B-
loan program, with it# proven PCS, should reduce controversy signifi-
cantly under this new Capital Accord. A way to have the benefits here
would be to 1mplement PCS as part of the internal rating process. To

ba; ks would have to meet certain requirements.
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CHAPTEHR 19

Dealing with Portfolio Problems:
Two Cases
Part (a): A. O. Volga, Russian Federation

Jyrki I. Koskelo
Director, Special Operations, international Finance Corporation

Nhaviaa Vine Adav Rilamdala
WIIAlICO Vvall Ut IVianucic
Chief Special Operations Officer, International Finance Corporation
Anke Avderung
Nirantar Clahal Naht Oricinatinrn Nraacadnar Kliamarnrt \WWacoarctain
ZITCLLUVI, JIIVVAOI WL Ulls"latlull, LZECOUNICT INIGHIVYVUI L VYAQOoOoTliloLwuliii

Francis Hamilton
Senior Adviser, Syndications, International Finance Corporation

Jyrki I. Koskelo—Director, Special Operations,
International Finance Corporation

Many important lessons can be gleaned from problem projects. This
presentation deals with one such project, undertaken for a paper manu-
facturer in Nizhny Novgorod, in the Russian Federation. Let me first
explain the International Finance Corporation’s (IFC’s) general approach
to such probiems.

Problem projects such as A. O. Volga are handled by our Special
Operations Unit (SOU). SOU is a relatively small unit staffed by about 20
highly specialized, highly experienced individuals. It has three field offices:

one in Jakarta, one in Bangkok, and one in Prague. Essentially, it operates
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in areas where IFC has significant problems. The way it gets involved ina

ing ta intern
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relevant investment department turns to SOU for advice. In the past year
the unit has made considerable progress in learning to tackle problems in
their early stages, which is a cost-effective approach. In addition, IFC has
been trying to become more proactive and has initiated a “SWAT”-team

review process to improve our position in areas (countries or industrial
sectors) where crises are expected to develop soon. SOU is now less iso-
lated from the rest of IFC, and much more team-oriented, than it used to
be. There is excellent teamwork between the unit and IFC’s Syndications
and Legal departments. Our most pronounced successes to date have
occurred where a small group of highly experienced people from different
parts of IFC has focused on a problem project.

Our perception is that the only area where SOU’s recovery strategy
tends to difter from that of our participant banks is in trying to maximize
ultimate return. SOU’s time horizon tends to be longer than that of a

commercial bank, which means that we are seldom anxious to sell and get

out quickly. Where a commercial bank might try to sell a problem loan at

50 to 80 cents on the dollar and close the file, SOU will keep working and
waiting for the chance to get 90 or 100 cents back. As the A. O. Volga case
illustrates, to achieve this goal the unit will go from good times to bad
times, and back to good times again, in a single project—a process where

natlen(‘? persistence, and continued trust in one’s own assessment of the
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value of the asset or loan are needed.

Charles Van der Mandele—Chief Special Operations Officer,

inance { nrbhoratin
International Finance Corporation

To explain the A. O. Volga project, I am going to call it “High Noon in
the Wild East,” and treat it as a dramatic play in six acts. It starts with a
prologue, which provides the setting: democracy in the former Soviet
Union, and the creation of the Russian Federation.

well recelved and mtroduces prlvatlzatlon A partlcularly important
development at this point is the increased domestic demand for all con-
sumer goods, particularly for information, and therefore for news from
the mass media.
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A special feature of this drama is the dynamic local government in the

ovince of Nizhnv Noveorod, which was verv anxiocus to show its
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reformist credentials. Boris Nemtsov, the reform-minded governor at the
time, and other prominent people from that region promoted a very
aggressive privatization of assets in the province.

The A. O. Volga project was sponsored by a well-known German paper
trading company, which had built up a significant equity position in A. O.
Volga, largely to reinforce its trading relationship with it. This prominent
German company helped bring several large German banks into the proj-
ect, and they subsequently joined [FC as participants in the B-loan. The
project’s objectives were to upgrade A. O. Volga’s existing papermaking
facilities, improve the quality of its products, increase production,
improve environmental controls (which were, at that time, dismal), and
provide highly needed working capital.

In further support of the loan, IFC made an equity investment of
US$11 million, initially for 25 percent of the company. Hence all the ele-
ments were in place for a US$75 million loan for a US$150 million proj-

ect that was expected to be profitable and have a major demonstration

ect in the new puscia
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Act 2, therefore, opens with total euphoria. The loan was approved in
February 1995 and committed by May 1995. The loan was well secured
against the fixed assets of the company. There was a very complex escrow
account that made everybody happy. The shares of the company were
pledged to IFC. Most important, the foreign sponsors’ shares in the hold-
ing company were also pledged to IFC, because there was, for tax and
other reasons, a holding company above it. it looked as though nothing
could go wrong in the first year. We had record net selling prices, low pro-
duction costs, and record production and sales volumes, primarily for
export, which was of :course a good thing. We also had highly favorable
exchange rates between the U.S. dollar, the Deutsche mark, and the
Russian ruble. The debt service, consequently, was highly regular. The
German sponsor company was able to pay itself high management and
marketing fees. By the end of 1995 everybody was happy.

However, Act 3 then brings despair. In 1996 and 1997 the company was

adversely affected by a sharp price decline in world paper markets, a result

beginning to make inroads into Russian society. Domestically, people
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were reading newspapers less and less, and therefore local demand for
newsprint was falling. Meanwhile, large paper companies were adding
capacity. As a result of all this, A. O. Volga’s ex-works price declined by 33
percent. That was a big drop that was never recovered. The dramatic
downward trend in newsprint prices caused volumes to decline, because
nonprofitable production capacity had to be curtailed. With prices down
by 33 percent, production volume went down, and sales volume dropped
by 50 percent. To make matters even worse, there was also a project cost
overrun of US$20 million, or about 15 percent.

The German sponsor then had to look with some desperation for addi-
tional capital, which it finally found in the form of an equity investment of
US$40 million by a private U.S. investment company. Six weeks later the

new investor had to be told that its money was gone! Fortunately, the com-
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pany w
because it had built up an escrow account providing a source for some pay-
ments and, at least during 1996, a loan default was not yet contempiated.
The local tax authority then suddenly decided to freeze local bank
accounts, claiming that the company was in default. At that point things

rPn”v started going bad. The German sponsor all but backed out, leaving

ally SiallicQ yOllly Dad. LI Clillall spilsl all ed out, le avillys

some production going, and appointed a local successor management. By
the end of 1997 the company was in formal defauit. Local management,
using paper clips, Scotch tape, and a few other things, tried to keep things
together, but the biggest problem was the lack of working capital, which
forced the company to reduce capacity further. They begged us to release
some of the escrow account. Given the tremendous uncertainties, though
UIC D l()dIl pd[ llLlpdi its ai_l(.l leJ rﬁfi‘lalneu llrIIl on not rtue b I g th’
funds, and thus indirectly contributed to the general despair.

During this period the company and its main sponsor continued their
efforts to identify a new foreign strategic investor. By then, IFC’s SOU had
become involved. We had to travel to several places in Scandinavia and
where to see if we could find a company that could provide new man-
agement, marketing support, and, above all, working capital.

The problem at that stage was that the market continued to be very
weak and people were very concerned about Russia and where the coun-

try itself was going. Now that the foreign sponsor had deserted it, the

company could no longer support the financial consequences of its obli-
gations. It was, itself, a publicly traded company. Then management tried
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to cobble together a transaction with the local provincial governor, who
was very anxious to prevent a total collapse of the company and project,
especially since A. O. Volga was a major local employer.

The governor promised to make some funds available, with which the
lking about

n talking about
some discount at that stage. It is a measure of the despair that even the
governor backed out of that deal at the 11tY hour, and we had to start
from scratch again, which meant [FC had to foreclose on its escrow
account. We lost a little leverage, then, because, with the company already

down, we had no more favors to grant, and d therefore the shareholders and

management no longer c0n51dered us an interesting party to talk to.

This marks the beginning of Act 4, titled “Restructure.” IFC continued
to try to recover the money bit by bit, through a continuing dialogue, indi-
cating that it was in the company’s interest to keep us as a good friend. We
were, after all, trying to help it. Little by little, the company began paying
us, and sharing part of its excess cash flow with us. In retrospect, the most
important element in our security package proved to be the pledge of the
shares to us. That allowed us to tell the shareholders, and the manage-
ment, that if they did not cooperate with us we might in the end have to
take over the company, and that we would not hesitate to do so if we
found that it was not aicting in good faith.
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One positive development was that A. O. Volga’s new management, which at
that time consisted of a mixture of Russians and some foreign people, suc-
ceeded against all the o"dds and without working funds to lower their pro-
duction prices and also to lower their selling prices for volume orders.

Because fhev Qnrrppded in cp"mo]nropr volumes, rebui Hino roduction vol-

ume, and lowering cost; they started operating at about cash ﬂow breakeven.
This was very 1mportant when, in 1998, the ruble collapsed, changing
the economics of the company totally. The bulk of its costs were in rubles,
but revenues were largely in Deutsche marks and U.S. dollars, which obvi-
ously became worth much more with the collapse of the ruble. Suddenly,
the company was making serious cash. This opened the way for discus-
sions on the restructuring of the debt. An important development in the
was that the shareholders were takmg a greater interest in the

company, and were becoming involved in corporate governance. In other

meantime w

words, we were no longer relying on discussions with management alone.
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Serious negotiations began in mid-1999. It took awhile to finally arrive

at a restructuring agreement, after one of the shareholders offered a small

2 ip apttiliCiiy, alkl iC Siia 10:1Q¢ers

amount of desperately needed cash for a significant shareholding. That
opened the door to a restructuring agreement, which was signed on
September 1, 2000. As far as we were concerned, we had a decent restruc-
turing agreement in place. The company was delivering good cash flows
again, and by the fourth month into the restructuring we were again being
serviced properly and adequately.

Act 5 then UI‘OuguL opportunity. Almost imn
turing agreement was signed IFC was approached by a not unknown
Russian conglomerate. IFC got in touch with A. O. Volga’s management,
which began talking about a leveraged buyout. The conglomerate offered
to purchase IFC’s loan at a discount, which was very tempting at that time.

we A.'n,-..mm,l i+
we discussed it with

nediately after the restruc-

We had just come out of a lon

the B-loan participants we all agreed that we were quite comfortable with
the new situation, and there was no need for us to take any discount what-
ever. We would be quite happy to tie our fate to that of the company for
the next four to five years, as had been foreseen. The first conglomerate

accepted that and said 1t might come back, but in the meantime it wanted
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to become a majority shareholder, by buying out the other shareholders.
The conglomerate approached the U.S. private investor that had lost aii
of its equity during the period of despair (Act 3), and made a bid for those
shares. Then a bidding war suddenly erupted, when a second Russian con-
glomerate entered the picture and started bidding, first for the U.S

investor’s shares and then for the other shares, mcludmg those owned by
IFC. At that stage, IFC made it clear that we would not deal in our shares
until our loan, and our responsibilities to the B-loan participants, had
been addressed.

From its first discussions, IFC concluded that the other stakeholders,
including the shareholders, were not Very happy with the second con-
glomerate, whose offer could become hostile and therefore detrimental to
IFC’s position as a lender, so it started preparing defensive action with the
pledge of shares as its principal weapon. By that time IFC had also made
it clear to the first conglomerate that, if necessary, it would foreclose on

the shares pledged to it. If IFC subsequently also exercised its preemptwe
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Act 6 (High Noon) occurred when, in a dramatic week in February
2001 people began arriving from all parts of the world to talk to us. IFC
succeeded in attracting offers for its loan, which had previously been
qUOLcd at peruaps 40, 50, and 60 percernt, tnen gradually went up to 80
percent and 90 percent. At one stage, we even got an offer for 120 percent
of our loan—the face value plus interest. This came from the second con-
glomerate, which had finally been persuaded that IFC was holding the

trump card in the form of the pledge of shares Notwithstanding the hlgh-

er offer, IFC, supported by the B-loan parti

lower offer from the first conglomerate.

First, the offer was better substantiated. It was friendly—in other words,
it enjoyed the support of all the stakeholders. There was a strong likeli-
hood, of which we were aware, that the first conglomerate would align with

the sponsor and simply prepay the IFC loan. Fven after we accented the
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offer, however, the second conglomerate cried foul and demanded an auc-
tion. Given the risk of negative publicity, IFC reluctantly agreed, which
caused a minor delay in concluding the transaction. Then came the happy
ending, though, as had already been anticipated by IFC. The first con-
glomerate bought out the foreign sponsor and then used the latter’s right
to prepay the IFC loan in full, including all interest, penalties, and costs.
This experience yields a number of important lessons. First, we made
sure that the workout was co-owned by the B-loan participants through
the dissemination of regular and detailed information. Second, we had a
good idea of the value of the loan and could resist efforts to sell it below

intrinsic value. Third, IFC had a strategy. It knew what it wanted but it

was flexible. We were able to keep an eye open f

arose. Fourth, together with our lawyers, we knew the agreements inside
out, and through intimate contacts with all parties had a solid grasp of
what made the company and the stakeholders tick. That made negotia-
tions a lot easier. And ﬁfth throughout the process, IFC was transparent,

was seen to be honest al'mnt its position and its objectives, and was there-

Q
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fore credible when it counted.

Anke Avderung—Dzrector, Global Debt Origination,
Ny

The largest lender int he A. O. Volga transaction was Dresdner Bank. It
was also the agent for the security accounts, and therefore had to struggle

117



IFC and Its Role in Globalization

with all the minor administrative details; it was closely involved in all
aspects of the transaction. Many have asked what it was like to work with
IFC. I think the main point to mention is that in difficult situations such
as this, or in any workout situation, it is essential to agree on a common
set of goals. This rule holds true for any banking consortium, but even
more in a consortium where IFC is in the lead. As mentioned at the begin-
ning of this presentation, IFC may have a slightly different attitude toward
timing, toward staying in the deals, and taking a more long-term view on

In tha A f\ Valoa trangactinn
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ion, compared with commercial banks.
it was essential to put the project quickly back on a solid basis and to try
to get the money back, too. It was equally important to see what we could
do over the long run.

The second important point, especially in relation to B-loan struc-

tures 1 the possibi ] v of a conflict of interest. That meang that IRC—in

0
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its double position as lender and shareholder—might have different atti-
tudes from its two positions. In this particular project, and I think in all
workout situations, IFC decided to act first and foremost as a lender,
which makes it important to have a common understanding with the
banks and a joint approach in this regard. In fact, IFC’s shareholding in
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the project was a key factor to its eventual success, but during the work-
out perlou ll was lmp()rldrlt io IOLub on ll"Ll m l[b lCIl(.lll'lg pObl[lOl’l
Coordination and consultation were equally important, especially in a
banking consortium such as ours, with five commercial banks plus IFC.
Coordination could be a problem. Consultation processes can be lengthy
and very difficult. This was a problem we had to overcome, and in the end
I think we succeeded in doing so. We also had to recognize that circum-
stances can change very quickly, especially in the Russian environment.
The consortium had to react to several proposals quickly, something that
was a very demanding task for us as participants and was true for all the

banks in the consortium with us. But I think we managed to respond
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with the client in this particularly difficult situation.

Cash-flow modeling was another of Dresdner’s central competencies
and certainly one of the things we always focus on. In this particular case,
of course, it was very difficult to keep track of the cash-flow model with
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This was a challenge to IFC and to us, but in the end we managed to do so.
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The most important point in this transaction was to get the basics done
and leave the cash flow modeling as a complementary aspect of the deal.
Communication received special attention because this is the most important
dprLl Ol d UdrlKng COI]SOY[lle as Ddrle, we are zuways m negotlauonb We
had a very good experience with the IFC team in this regard. Communication
among the banks and with IFC was always clear and ongoing, so I think this
is one of the main success factors and a problem at the same time.

Last, but not least, I should mention the IFC umbrella, given the
N, an

Russian crisis and the moratorium in 1998. The [FC umbrella regarding
transfer and convertibility risk has remained effective, since IFC’s loans

were explicitly exempted from the moratorium.
To comment briefly on our solutions to the problems: first, we had a

dedicated team of workout experts at IFC, and negotlatlon w1th the chent
nd all the

and all the pa
very important, and as banks we tried to support this. Most of us have
been involved in this deal since the beginning. We did not come from the
workout side, but from the structuring side. I think this was also impor-
tant as a means of supporting the transaction. I have already mentioned
the regular flow of information and consultation. There was a period
when the project was not formally in default, but was struggling. No one
could be sure of where it was going, what it would be worth In a few
months, or whether it would improve. This period was especially chal-
lenging for information and consultation because everybody was waiting
to see what was going to happen. After the formal default was declared
regular information was the key to continuing the deal. This period after

tha £ al Aafaile 1a A £ +h vasvg anol-‘n,“
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and many telephone conversations, but we managed to get through it.
The pooling of expertise was another essential ingredient of working

together in the banking consortium and with IFC. At Dresdner Bank, as

at the other banks, we tried to make available our expertise on documen-

tation and on restructur urhirh was certainly well received b h\r IEC. Of
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course, we had the W(')rkout expert in the first row and so constltuted a
very good team working on this transaction. In the end, as I aiready men-
tioned, the advantages of the IFC loan structure—making the loan in the
first place plus taking a shareholding in the company—turned out to be

the kev success factor in this deal. Again, communication nrnvpd essential

to keeping well informed and keepmg track of developments.
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Would I personally do any IFC B-loans again? The answer is a clear,

Francis Hamilton—Senior Adviser, Syndications,
International Finance Corporation
Several lessons can be learned from the way this syndicate was formed

and worked. Although it can be risky to draw general conclusions from
one case, it would be nice to see some aspects of A. O. Volga repeated in
all future problem loans.

The first point to mention is that we had only five B-lenders. It was a
homogeneous group: four major German banks and one Austrian bank.
The four German banks, as mentioned earlier in this chapter, were all
onsor, and the Au
because the major equipment supplier for the A. O. Volga expansion proj-
ect was an Austrian company.

So they all had good reasons for being lenders, and shared with IFC

some sense of responsibility for the project because of the commercial

basis for their loans. When thines went wrong, especiallv with respect to
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the performance of the major German sponsor, the banks did feel, if not
directly responsible, at least invoived in and familiar with the problems. In
other words, while disappointed by the performance of the sponsor, the
banks were not about to go to IFC and ask why it had landed them in this
transaction with a dubious company. All the lenders had gone in with
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open eyes, believing that the sponsors were going to perform very well.

Second, regarding communications, IFC is confident that the degree,
frequency, and level of our communications with the B-loan participants
were satisfactory. Communication was, of course, much easier because of
this homogeneous group of just five B-lenders, all of them in Europe. We
issued detailed monthly progress reports, and with mnumerable tele-
phone conversations and regular meetings there was a good flow o
mation from IFC.

Third, at no stage did any of our B-lenders feel tempted to dump the
loan (on the secondary market), or to jeopardize IFC’s restructuring efforts

through independent moves. They all understood our approach, even if

they did not necessarily agree with our ever

developed between us, based on personal as well as institutional familiarity.
Fourth, of the five B-loan participants, two (Dresdner and WestLB)
had significantly larger participations than the others. I would like to pay

Ty nﬁf-
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a special tribute to the support and cooperation we received from these
two, particularly Dresdner, which acted as agent for the escrow account as
well as being the largest individual participant.

As in any complex restructuring, there were a few small areas of the
documentation to which some of the lenders paid more attention than
others. Dresdner had an excellent eye for all the details, and indeed point-
ed out, for example, some minor miscalculations in the cash-flow projec-

tions. It was gratifying for IFC to be dealing with co-lenders who shared
filhn frnmcace 3

our objectives and who understood every a

As lenders, we were also lucky. You have to be lucky—and you have to
be able to take advantage of it. All in all, the A. O. Volga restructuring
experience was not one we would we would choose to relive, but it had

many good features.

~t
Spect O1 tne transaciion.

121



IFC and Its Role in Globalization

~n A D T L
~ ~ T H -

b
©

(continued)

Part (b): Tuntex Petrochemical Thailand

Eric Jourdanet
Senior investment Officer, Oii, Gas, and Chemicais Department,
International Finance Corporation

Alma Ourazalinova

Participations Officer, Syndications and International Securities,
international Finance Corporation

Vera Reusens

Senior Manager, Global Export and Project Finance, For

Eric Jourdaner—Senior Investment Officer, Oil, Gas, and Chemicals
Department, International Finance Corporation

The Tuntex Petrochemical Thailand (TPT) transaction provides a
numbe
initial project was to construct and operate Thailand’s first purified
terephthalic acid (PTA) plant, with a capacity of 350,000 tons per year and
a cost of about US$355 million. The plant was completed within budget

and began commerc1a1 operations in October 1995, four months ahead of
ity is now 420 ﬂﬁﬂ tons per vear of PTA. 1 o
ity is nov ns per year of PTA, including
investments implemented in 1996.

The plant was built at a competitive capital cost and is today an effi-
cient PTA producer, most of its sales being in the Thai domestic market.

The company is part of the Tuntex Group of Taiwan, China, which was

I m..n..o-n“+]n e frnm th 1L
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founded and is controlled by Mr. Y. H. Chen. Tuntex Group activities

nclude textiles, real estate, and petrochemicals, and the Group has vari-
ous investments in Thailand. As it later turned out, sponsorship was one
of the main problems encountered in this project.

In 1994 the International Finance Corporation (IFC) provided the
company with financing, including an A-loan of US$17 million, and a B-
loan of US$137.5 million. Sixteen participant banks were involved. As part
of the financing plan Thai banks provided long-term loans of US$17.5

i illinem and vl .13 +al F £, 780N RN hah
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which at the time was equivalent to about US$30 million. The lenders
shared security consisting of a mortgage on the assets, contract assign-
ments, and a pledge of the shares of the company.

Repayments of the B-loan and Thai bank loan started in March 1997,

and repavment of the A-loan in March 1998. The repayment schedule wag
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fairly skewed until 2001, with the bulk of the debt to be repaid in 1999,

2000, and 2001. However, the Asian economic crisis and the baht devaiu-

ation in late 1997 adversely affected both the company and the sponsors,

and caused cash generation, profit generation, and the overall financial
structure to deteriorate sharply.

Polyester and PTA markets in the region became very depressed. The
conversion ratio Detwecn PTA and paraxylene (PX), which is an impor
tant barometer for cash generation, fell from about US$300 per ton in
1995 to US$270 per ton in 1996 and 1997. It then fell further, to US$192
per ton in 1998 and about US$130 per ton in the first quarter of 1999—a
huge drop in margin. Since then, fortunately, the margin has stabilized at
about US$200 per ton.

The working capital situation also contributed to the liquidity short-
fall. It so happened that;the PX price had gone up significantly just before
the crisis, putting a strai;n on the company’s liquidity. Then, because of the
baht devaluation in 1997, the working capital facility was effectively deval-

ued from US$30 m1”|nn to US$20 million, so the two effects accumulat-
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ed and pushed Tuntex into a liquidity crisis.

The company could not pay principal in March 1999, and the sponsors
were not able to provide the required extra cash that was still available
under the project support agreement. IFC was then mandated to work on
a debt restructuri ng based on the concept of fair burden qh'n‘mo among

the company, its sponsors, and the creditors. The debt restructuring doc-
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ecame effective in

o
—_

umentation was finally signed in August 2000, and it

Mar \,h 2001. We re"ei‘v’ed Lh\, qu

ule at that time, so the loan is now fully current.

With that background, I would like to elaborate on a few interesting
terms and conditions of this transaction. Of the US$117 million of out-
standing debt, US$86 million of the A-loan, B-loan, and Thai bank loan

havp been rgschpr‘ pd The companv now has the rnnamfv to repav its

iay [Diwiw) 8 U 4 110 400 Lldipanny HOW Las WIC Lapalily W0 Itpay s

total debt over five years, commencing in March 2001. The worklng capi-
tal facility provided by the Thai banks as part of the restructuring remains
in place, and indeed has been increased to US$30 million equivalent, as
was intended when we originally financed the project in 1994.

The first interesting feature of this transaction is the increasing
spreads. The nonrescheduled part of the loan maintains the same spread,
meaning 182.5 basis points (bp) for the A-loan, and 175 bp for the B-loan.
As far as the rescheduled maturities are concerned, that is, for the bulk of
the loan, the new spread will be the London interbank offered rate
(LIBOR) plus 375 bp, which represents a significant increase of 200 bp.
The spread on these rescheduled maturltles can decrease in future, how-
support and an excess cash flow sweep.

As part of the transaction, a flat front-end fee of 50 bp was paid by the
company on the total rescheduled amount of the A-loan, B-loan, and Thai
bank loan.

As mentioned above, the new h

n
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again, depending on sponsor support and payments from excess cash
flow. One reason for this is that the sponsors were unable to provide
immediately the US$29 million of sponsor support requested. They were
granted time to do so, but nonpayment according to the new schedule will
be an event of default. Sponsor support injections, once made, will be
used to repay the loan in inverse order of maturities, and the spread will
decrease by 50 bp on the first such injection and by 25 bp on the second.

The second interesting feature of this transaction, with regard to spon-
sor support, is that it was secured as far as possible by an asset owned
directly by Mr. Y. H. Chen. His intention was to dispose of a valuable piece
of real estate in California, of which he was the indirect partial owner.
Ownership, however, was by means of a complicated cascade of holding

companies, belonging to different jurisdictions and with Mr. Chen a
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mmorlty shareholder at each level. In effect, his holding was about 10 per-

tatal vraliin ~AF Al M |
cent of the property, and had a total value of about US$$20 million.

To ensure that if and when the land was sold the proceeds would be
used as sponsor support for Tuntex, we therefore set up a legal structure
involving a flow-of-funds agreement, together with a personal guarantee
from Mr. Chen for up to the US$29 million of sponsor support, and trig-

gered by the sale of the land in question.
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This restructuring also has an interesting cash-sweep mechanism. While
normal loan repayments will be made out of sponsor support and cash
flow, the cash-sweep mechanism will prepay the rescheduled installments
on a pro rata basis, and will also trigger spread reductions of 50 bp and 25 bp.

So in practice we start from a spread of 375 bp, reduced by 50 bp when

we receive the first US$12 million of sponsor support. It is then further
reduced by 50 bp on receipt of US$22 million of cash-flow sweep. Another
reduction of 25 bp comes with the next US$12 million of sponsor sup-
port, and yet another gf 25 bp with the next US$22 million of excess cash
flow. The sequence is designed as an incentive for the company and the
sponsor to provide the promised support, to repay the lenders, and indeed
to benefit from any prepayments.

These cumulative spread reductions can lead to a minimum spread of
225 bp—which is still, however, 50 bp above the initial nonrestructured
spread. Moreover, on the basis of conservative PTA margins, the company

should now be able to repay the loans in full on a stand-alone basis. This

is important, since in the end it remains questionable w
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sors will be able to come up with substantial amounts of support money.

The final paymentidate for the B-loan was extended from September
2001 to September 2004, which is compensated for by a significant
increase in the spread plus the 50 bp front-end fee. The B-loan spread was
increased from 175 t01375 bp and applied retroactively from March 1999,
meaning that while the restructuring became effective in March 2001 the
spread increase was backdated to the first default in March 1999.

The restructuring also, of course, allows us to share in the upside of
good market conditions through the cash-sweep mechanism. Finally, it is
also pari passu, in that it applies equally to a Thai bank loan with the same
conditions as ours, and that we share security pari passu with the Thai
b 1 ford.. ----- thn teaac
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The restructuring took about two years to complete, and encountered
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two main problems. One had to do with fair burden sharing, which in this
case meant bringing the sponsors to the

them to agree to reasonable terms. The second problem had to do with
keeping to a reasonable time horizon for ciosure.

The first problem reflected the fact that the sponsors were themselves
in serious financial difficulties, given their involvement in crisis-hit sec-
tors such as real estate in Taiwan, China, and textiles in Southeast Asia.
After detalled due diligence on the sponsors, we found that they were
unable in the short term to provide any sponsor support and were actual-
ly in a worse condition than Tuntex Petrochemicals itself. Even so, we had
to find a way to get them to the negotiating table and make them share
part of the restructuring burden.

Timing also became an issue, because of the slow process of understand-
ing negotiating positions, reaching agreements, and getting agreements
implemented. In addition, there was no real incentive for the company to
reach agreements quickly. While in default it was paying interest only, and no
principal, and was subject only to a 1 percent late payment penalty.

Of course, going for liquidation was always an option, but the company

oc t of the landere
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l(npw as we did, that this would not have been in the inte
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Liquidation was particularly disadvantageous in that we also knew that the
company had the ability to pay its debts over time on a stand-alone basis.

I believe that this transaction was good for the lenders, who now have
a performing loan on a commercial basis. It was also good for the compa-
ny and the sponsors, who have emerged from default and have recovered
the flexibility needed to manage their own business. The burdens have
been fairly shared.

It was certainly key to establish the principles and goals of the negoti-
ation very early in the process, but once we had done that it took time to
reach closure. IFC had to push to maintain the momentum of the negoti-
ations, but at the same time to avoid lowering our demands or weakening
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our position, and to steer away from
Fortunately, we were able to keep an active dialogue going with all the par-

ties, and in the end this delivered results.

Alma Ourazalinova—Participations Officer, Syndications and
International Securities, International Finance Corporation
I would like to outline briefly how IFC worked with its loan participants

on the Tuntex transaction. As Eric Jourdanet has mentioned, the fi Fnanrmg
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for this project was provided by a diverse group of participants: 24 percent
hv Thai banks and 76 percent |‘\v the IFC A- and BR-loans. There were 16 par-

ticipant banks under our umbrella. 11 from Taiwan, China, four Japanese
or other Asian, and one European (Fortis Bank). As a resuit, we had to work
with a group of participants in different time zones and with different inter-
nal approval procedures. Moreover, in this case the B-loan was unusually
important—it accounted for 66 percent of the overall financing and about
80 percent of the long-term debt provided to the company.

[‘\b Ubudl, lFb lOUK da lCdUleIllP [UlC lll lllC pro)ECt, dctlﬂg as lCi de . Of
record for both A- and B-loans. While sometimes, particularly when there
are other senior lenders involved, an informal lenders committee works
on a restructuring, in this particular case IFC managed the process on
behalf of the participants. We set up a team of specialists to conduct
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Tuntex specifically tailored for the B-loan banks, drafted a term sheet, and
negotiated with the sponsors a restructuring package within a framework
agreed on with the participants. We therefore needed to agree with the B-
lenders on the restructuring package early in the process.

The prlﬂ{'lh]P of pari passu treatment of all lenders was preserved. Since
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repayment of the B-loans originally began one year earlier than for the A-
loan, the new repayment schedule provides a longer average life for the A-
loan, and the spread increase for the B-loan, of 200 bp, is higher than for
the A-loan (178 bp). Also, since the deferred principal amount on the A-
loan is much less than:on the B-loan, the 50 bp front-end fee brought in
only US$85,000 for IFC, in contrast with US$345,000 for the participants.

Ab a restruuurulg PrUgICSSES lfb ilU[l‘l‘lauy lb tﬂe P[lllldr)’ source Ul
information for the B-loan participants. Therefore, it is important that we
consult with, and whete necessary get consent from, the participants, as
early in the process as possible. A timely flow of information in both
directions speeds up the app1 oval process and improves the quallty of the
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participants’ bottom line on the key issues.

Vera Reusens—Senior Manager, Global Export and Project Finance,
Fortis Bank

Tuntex Petrochemical Thailand (TPT) has always been one of my
favorite files. I am the head of the monitoring and intensive care division
of the export project financing department of Fortis Bank, which is based
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in Brussels. We have about 50 project finance transactions in emerging
markete in onr nortfolio. and the Tuntey file ic ane T ave heen ving tn
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the original written Information Memorandum of 1993, and to compare
it with reality. Perhaps the best place to begin is to explain the merits of
the transaction and why Fortis entered into it.

It had all the nncmve characteristics of a w
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finance. The market analysis showed an increasing trend in world PTA
consumption, and demand in excess of PTA production capacity. The
government of Thailand was aiming to reduce petrochemical imports and
integrate its domestic industry by setting up a new industrial zone in Map
Ta Phut, Rayong Province. There was high PTA demand from the Thai
textile industry, and local supply of all raw materials.
The key to understanding this business was not too diffi
PX on the one hand, and the product PTA on the other, so the key to the
business is the conversion rate or conversion margin between the PX and
the PTA. Historically, from research carried out by a petrochemicals con-

sultancy firm, the conversion margin has been around US$300, which

ted verv stranec naote ] rafitahility
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The project finance itself was well structured. We had an engineering,
procurement, and construction (EPC) contract with a fixed-price lump
sum, and normal technology. The sponsor provided both precompletion
and postcompletion support. There was a very balanced debt-equity ratio,

npr] the tenor was O l(av w1fh hrPP year construction schedule and then

five years for repayment. There was an off-take agreement, a raw material
supply agreement, standard covenants, a pledge of shares, share retention
obligation, and mortgage on all the assets. In a word, it was a textbook
example of how project finance should be structured. In addition, IFC was
present, with its sector know-how and its B-loan umbrella, and the loan

pricing was good. Nowadays one would probably consider 175 bp to be
fairly low, but at that time (1993-94) it was decent remuneration.

As Alma Ourazalinova indicated, the syndicate, too, was rather interest-
ing, consisting entirely of Asian banks plus just one European bank. Fortis
Bank was there because of our presence in Fortis Bank—Hong Kong, China,

which had a good relationship with the sponsors, the Tuntex Group.

T hindcight Ane
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they were, principally, our over-reliance on Tuntex companies in the bor-
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rowing structure as well as the EPC contract and the off-take agreement.
The Tuntex (Thailand) Public Company, Limited (TTC), the main share-
holder of our borrower, was also the off-taker, and that created a some-
what difficult situation. Another issue was the transparency of the Tuntex
Group. There were no consolidated figures, and we did not know that it
had exposure to illiquid real estate business in Taiwan, China, besides
being involved in an integrated business from PTA to polyester produc-
tion, to yarn, and ﬁnally to textile products.

As the histo ory o the case shows, there have been many breaches of
covenants. Tuntex was‘a Chinese-run family group, and I think its man-
agement did not understand the requirements of a project finance struc-
ture led by an institution such as IFC. In several instances we learned after

the event of breaches of covenant that had to be retroactively waived. For

theo rrnrl ammittes of 2 comme rr al hanl it ic not very
tiie cregit commitiee Of a commerciad UdIing It 15 11UL vix

asked for a retroactive waiver seven months after the breac
actually occurred. Since then, more time has been spent monitoring the
files, and IFC did a fine job of bringing things back on track when going

through the restructur'e
When the Asia crisis broke in mid-1997 I told my credit department

j=n

of covenant

that it did not have o worry because Tuntex was a completely dollar-
based company. Both PTA and PX were always quoted in dollar equiva-
lents, so I was not too worrled about Tuntex’s performance. By the end of
1997, however, we could see a large exchange loss due to the devaluation
of the Thai baht. Furthermore, we could see very low cash flow from oper-
ations because of the accumulation of trade receivables, the reason being
that TTC, one of the ain shareholders in TPT and the off-taker of 50
percent of its production, was not actually paying for its purchases, and
had stretched receivables over six months. In other words, our borrower
TPT made the sales and had good revenues but it did not collect; so we

were indirectly ﬁnancipg TTC, the main shareholder, which was not a very

althv citnatio
u\, ilily situation.

By then TTC 1tself was having difficulties. In fact, the textile industry
as a whole was suttermg because of the Asian recession. There was less
demand, and since TTC was vertically integrated, it was of course an
important off-taker from our company. This had been an important

:arlvantnop at the hpmnmng of the ﬁnanmno but after the Asian crisis it

became more of a problem.
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When in March 1999 the first payment default occurred, we began a
i month
tiate. The business outlook was now poor, although, technically speaking,
the company had always performed well. That is true, as far as we know,
because as a B-lender we had no direct contact with the company. In any
case, it appears to have been a victim of the whole recession, and I do not
think we can say there was poor management. When the sponsors were

called on to perform on thelr support commitments, they too defaulted.
They were in the same troubled situation as TPT. The textile business was
poor, and, as mentioned earlier, the other sponsor in Taiwan, China, had
illiquid real estate interests and was going through its own restructuring.

After the initial default we received preliminary financial projections
from IFC, which then reported to us every month about the progress of
the nego otiations an
the other hand, we were not very close to the details of the negotiation. In
September 1999 the second principal installment defaulted, and in
November the B-loan participants were confronted with the results of

the negotiation, in the form of a first presentation of the rescheduling

term ChDD alreadv neootiated with the companv. Then an Information
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Memorandum was circulated in March 2000. We approved the resched-
uling plan; the signing took place in August 2000, and it took until 2001
to make the restructuring effective. As early as September 2000, however,
the first sponsor support commitment in the restructuring had already

fallen due and had to be waived, because the sponsors were unable to

meet it.

The restructuring needs to be looked at from two perspectives. First, I
think the negotiation process was rather long: it took two years. Why was
that? IFC spent considerable time finding out whether the sponsors were
truly unable to support the company. There was a special audit, which
took quite some time, especially to investigate the issue of the California
ldllu assets thal lVlI \_/IICIl UIICICU lll auppm t Of hls UUllgd 0 rnsasa Sp()“l-
sor. It took a long time to find out whether we could firm this into the
deal. In the end we did not get proper security on this land, just a person-
al guarantee from Mr. Chen and a flow-of-funds agreement whereby any
proceeds from the land sale will flow back and be injected into the com-
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of shares that had actually surfaced much earlier in the process.
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rescheduling proposal and there was no consultation prior to the negoti-
ation, I think that was the result of being efficient. It was a rather compli-
cated participant group with the banks from Taiwan, China, and the
Japanese banks and ué, and [ believe that for efficiency reasons it was

much better for one party to take the lead in the restructuring. However,

TRILNAD DULARNE 2 DAL PRI U aR0 LT A0ahs i Rt ISRl wiiis

that meant we were sheltered from the details of the negotiation with the
borrower, the sponsors, and the Thai banks. This way of working has both
advantages and disadvantages. At one point the company tried to com-
municate directly with the B-loan participants and to elicit our sympathy
because they were unhappy with TFC. That put us in a bit of a difficult
position because we did not want to cause friction between IFC and the
B-loan participants.

However, IFC and the participants did have different views about the
duration of the A-loan and the B-loan under the rescheduling. Under the
original structure, when the B-loan was repaid, half of the A-loan would
still be outstandmg In the first rescheduhng plan, the A-loan was short-

had an avehange ig E‘yn tiially TEOC
1aa an excnangc o 1is. cveénuuany irev

"ﬂ
>
A

agreed to revise its proposal and prov1de more of a balance between the
durations of the A-loan and the B-loans before and after the restructur-
ing. Effectiveness then took a long time to achieve, because IFC tried to get
the best deal for the lenders on security.

1 think the revised new schedule is fair and balanced. We extended

h

maturity from September 2001 to 2004, gave two years grace, and the ol

2001 repayment schedule was reduced by 50 percent, so all in all it was
very reasonable.

The excess cash capture, or the cash-sweep mechanism, is an excellent

gimmick. The banks share the advantage of any business improvement if

it comes faster than anticipated. There was a margin increase, which was

-t
(4]
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good and reflected the increased risk of a Thai company in financial diffi-

culties. One. could question the retroactive application of the margin

increase, but it is true that while in default the company was only paying
a 1 percent interest penalty while the restructuring may cost it more.

IFC focused much attentlon on the sponsors and on their support

N Aassan Al g e L~ ~n b
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c
sponsor support and prepayment from available cash. However, this is a
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concept that I find a little bit unusual. If the company manages to prepay,
Why SIlOLll(.l ll not get ar "‘1drg1n [CUUL[IOH‘ VV [l)’ bIlUUl(.l ll llrbl ﬂdVC to Wal(
for the sponsors to meet their obligations before the margin decrease
applies?

It’s a matter of how you look at things, of course. One can be in favor of
both attitudes. In any case, we know that the sponsors are in dire straits, and

A hath It A 14 + ho hattas £ HPAN|
One can ¢ven wonaer wineiner it wouia not o€ oetier 10r any avaiaoie spon-

sor support to just go to TTC, which is the main shareholder in our bor-
rower and the main oft-taker of the products. If TTC has financial prob-
lems, it has an immediate effect on our borrower. Therefore while it seems
logical and proper to insist on sponsor support for our company;, in this case

I might wonder whether it is going to help improve TTC’s situation

4 NI WO (831w § DYsiip VY ikl P RLpioy PUS S WL I 1R 101020 8

Hence the main issue now is still the conversion margin and TTC’s sit-
uation with regard to trade receivables. There is now a covenant that they
cannot exceed 90 days, and that is a good measure, but I would like to see
some reporting on the monitoring of this covenant, which we have not
seen up to now.

Nonetheless, I think IFC did a good job in restructuring this transac-
tion. With this diversified group of B-loan banks, it was proudmy neces-
sary to take something of an authoritarian position to avoid too many dis-

cussions, and get straight to the point of the restructuring.
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Louis Boorstin—Manager, Environmental Markets Group,
Tntm‘rmfmnnl Finance Comnmfmn

In this presentatlor_l we look at two ways to support environmental
projects. One is to finance projects that involve specific environmental
benefits—such as renewable energy, organic agriculture, clean water, or
waste management. The other is to look at any project being financed, and
ask whether there are opportunities to improve its environmental aspects
and, thereby, its profitability. The objective here is to make more money
through cleaner prodalcuon

A little over a year ago, according to a survey by the Economist, more
than half of 'the peopleiz in developing countries felt that their health was
being harmed signiﬁcaﬁtly by pollution and other environmental problem:s.

This is an issue that goes to the heart of the people that the Internatlonal
pf\ TNNAra r\n ITPP\ ic ln ]\l

inance Corporation (IFC) is in business
oping countries, particularly the poor people in those countries.

These people face two types of environmental problems. One is what |
would call local problems, which pose immediate and serious problems
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for the inhabitants of developing countries. Local problems, in turn, can
be divided into two types of problems. The first is local indoor and

Q

ut-
door pollution, whether it is contaminated drinking water, untreated
wastewater, or air pollution (in many parts of the world peopie burn fuels
in their homes that cause enormous health problems). The second is
degradation of natural resources that people rely on for their livelihood,

whether agricultural land, forests, or fisheries.

Second, in the longer run the developing countries are clearly threat-
ened by some global issues, such as climate change and the loss of biolog-

ical diversity.

Why is IFC, which is a development finance institution, particularly
interested in these issues? I think the answer goes back to our mission
statement, which says, “We are in business to improve people’s lives and to

»
reduce nnvprh]r
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IFC has the ability, through its investments—just as all financial insti-
tutions do—to “improve people’s lives,” by addressing the local environ-
mental problems by investing in projects that provide benefits (cleaner air,
water, and land), and to invest in projects that help to protect natural
resources. We also invest in projects that address global environmental
issues, whether it is global warming or the loss of biodiversity.

The second goal mentioned by the mission statement is “to reduce
poverty.” It is very important to understand that environmental projects
have not only environmental benefits—they have very clear economic
benefits. In the near term, these economic benefits typically are related to
increased competitiveness and productivity in the companies, owing to
more efficient use of natural resources. In the longer term these benefits
are related to more sustainable economic growth, because these benefits
lead to making the basis of production more sustainable.

These are the opportunities that IFC sees in the area of the environ-
ment. That means preventing pollution instead of dealing with it at the

nd of the nine Tt m da A+
1 e e

AfF +ha
end o looking at a company, doing an audit of the

ooking at a ¢
company, and saying, “How can we help this company become more effi-
cient?” The projects undertaken here are not typical capital investment
projects. They often require a combination of services, including consult-
ing services, and smaller capital investments. I think there are also some

interesting opportunities for commercial ban

il UL L

The second area of involvement is that we undertake environmental
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projects, which could be everything from projects to improve drinking
water, which we have carried out from Argentina to the Phlhnmnes or
renewable energy technologies, such as projects with geothermal, or bio-
mass, or wind power.

The third area of involvement is what [ would call environmental ini-
tiatives. To a large extent we are in an odd business, and this is the busi-
ness of “pushing the market.” This is again in keeping with our develop-
mental role, of trying to find opportunities where we think the market is
gomg tobeina LUUPIC of years and llelplﬁg to accelerate those opportu-
nities, either by identifying technologies such as photovoltaics for solar
power, or new business models that we think are going to become impor-
tant in the future, and trying to make them happen a little sooner.

One of the thmgs that we have discovered about mvestmg in environ-

understand these if we are to help banks or ﬁnanc1al institutions address
the problems that arisé in projects. These often relate to the size of the
project. For example, a renewable energy project will often be smaller than
a mainstream power project. Often, they have longer lead times because it

takes more time to understand the project and to understand the spon-
sors. Sometimes we deal with less experlenced sponsors.

There are technoiog)i' issues—we often have a problem of a high ratio of
capital cost to operating cost. If one is interested in investing in a wind
power project, say, virtu;"llly the whole cost of the project is up front, because
it is in the equipment; the fuel to run that project is free. The fuel, of course,
s the wind. There are some operating and maintenance costs, but those are
actually lower than one would t typically find for a fossil-fuel-fired plant.

So these are some of the challenges that we need to surmount, and it is
one of the reasons that the group I lead exists, which is to help address
these challenges. A second set of challenges, which are a little harder to

deal with and on which we sometimes collaborate with our colleagues at
the \/\fnrld Ranlk can The difi |rnlf‘r here ig
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that sometimes the projects we are looking at are not competing on a level
playing field with conventional projects. A classic example of that would
be a wind project that is trying to compete with a coal-fired plant. But that
coal-fired plant is selling power at a price that does not completely reflect

the cost of nrnr]nmno that power, whether because the coal mine does not
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have sufﬁc1ent allowanues for reclamation or whether there is not enough
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allowance for the particulate air pollution or the greenhouse gas emis-
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v1d1ng cross-subsidies that serve to counteract these problems. More often
than not, though, what we try to do is find countries and provmces of
countries where the playing field is level.

Sometimes we also run into an odd problem in this area, one that
comes out of the best of intentions but often has a perverse lmnart name-

ly, many bilateral and even some multilateral lenders may provide conces-
sional funding. We cannot compete with that, because we provide com-
mercial rate funding. We have often run into situations where we wonder
why they are providing the concessional funding, because as far as we can
figure out, it is not needed.

In what sectors does IFC operate?

B The environmental services sectors are, first, water supply and waste-
water management; we have several billion dollars’ worth of invest-

ments in these areas.

W Solid waste management is an area in which IFC has a keen interest.
d

at T will add that TRC hac never invected i
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waste management project. We have a few advisory assignments in
this area, and some good projects in our pipeline, but for a variety
of reasons we have not yet managed to invest.

B Pollution abatement technologies and services is an area where we
have not done that much, but would like to do more.

B As for renewable energy, we have some biomass, geothermal, and a
number of small-scale hydroelectric projects. We have just approved
our first wind-power project, and we have done a number of ener-
gy efficiency projects. Energy efficiency is an interesting area; in
most of IFC’s projects, where we go into existing companies and
pi‘O‘v‘ide ii‘npi"ovei“le“lts for those Luu‘lpai‘ucb, we are duuduy pr0v1u—
ing several energy efficiency benefits. We do not measure those ben-
efits, unfortunately. If we go into an old cement plant, though, or a
chemical factory, or a factory performing another industrial
process, and we upgrade and expand it, typically one of the thmgs
va nt hamazion t
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such an important part of the production. If that step is not taken,
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the ﬁrm is not competmve We have also invested in upgrading

cient light bulbs, and even in some investments in energy service
companies, which provide demand-side benefits.
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B Ecotourism: We are beginning to look at projects in areas such as fuel
cells and fuel-efficient vehicles.

O

which is actually two separate investments for IFC in a US$4 bnlhon water
and wastewater concession in Buenos Aires; and a project with an inter-
mediary company, Enefgia Global, which invests in renewable energy ven-
tures in Central America.

ment is in Ecuador. This is

A terrific proiect in our agribusin m 1 u

teiianne pioyeit 2

the first banana grower in Latin America to be certified by a nongovern-
mental organization (NGO) as ecofriendly. The same NGO that provided
the certification recently gave an award to Chiquita Banana, which has
also just achieved the same ecofriendly status.

Another project, a cement project in Estonia, goes back almost 10 years.
That was a case where we went into an existing plant, upgraded it substan-

lduy, and actuall 'y 1cv’cu a98 percem reduction in its emissions.

Another area of 1nvolvement in the environment is in projects funded
by the Global Env1ronment Facility (GEF). This is a pool of funds that IFC
can access, for projects ‘that address climate change and loss of biodiversi-

ty. GEF funds can be used both as investment capital and as grants, and as

We are not partlcularly fond of using grants, but we have used the
funds in a number of different areas to help support interesting projects
through guarantees. One is the Hungary Energy Efficiency Project, which
started out with a US$5 million GEF guarantee. Recently, in February

2001, IFC approved a rn guaranteed facility of US$12 million, making it

a US$17 million pro;ect. What is exciting about this project is that we are
working with a variety of financial intermediaries in Hungary. We are pro-
viding a partial risk guarantee to them when they make loans for energy
efficiency improvements. Our expectation is that this US$17 million will
catalyze US$90 million worth of loans from these financial institutions in
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Hungary In fact, most of that US$17 million will never be spent. We will
get mo A e kol lhacniion T thinl thavy avn ogning ta maalra sand iemoa
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ments, and they are not going to call the guarantees.

The Small- and Medium-Size Enterprise Program is another project
funded by GEF that has done everything from sustainable forestry in

Costa Rica to efficient lighting in the Arab Republic of Egypt, to a project

that addresses solar energy in several countri

The last topic I would like to mention very briefly is one that has had
front-page coverage recently: the Kyoto Protocol. The reason IFC is inter-
ested in this is not that IFC, as a financial institution, has obligations
under the Kyoto Protocol. We do not. Those obligations are for countries.
We are interested in this because we see it as a new source of financing for
pro;ects, and a very interesting source of financing. What we like about it
is that if we can find companies that are interested in buying these green-
house gas emission reduction credits our clients get funding. They are
paid for these emission reduction credits, but they do not have to pay
money back. All they have to do is provide these certificates that say, “We
have reduced greenhouse gas emissions.” From a company’s point of view,
that is a great deal. They get money in, and all they have to do is give out

a piece of paper. So, to be very frank, that is why we are interested in it.
From the perspective of our developmental role we are interested in it
because we see this as a way to help the developing countries gain access

to cleaner technologies and to have our developed-country members, the

members of the Organisation for Economic Co-op

Development, reduce the cost of complying with their obligations.
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Brooks Browne—President, Environmental Enterprises Assistance Fund
I would like to present a slightly different perspective. While there are
many good emotional, quality-of-life issues and other benefits to mention
in the context of the environment, there is also money to be made in the
environment. I want to talk about the profit-drivers to making money in
environmental sectors, which is the focus of the organization I work for,
wironmental Enterprises Assistar
Environmental Enterprises is an NGO. We are staffed by a private equi-
ty and venture capital people. Our program is designed to address capital
markets—obstacles that prevent the private sector from getting more

involved in env1ronmentally beneficial act1v1t1es So we focus largely on
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diversity, and clean technology. The vehicle that we u address capital
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Our first fund is a US$10 million private equity fund in Central
America. We had some private capital investors, but most of the capital
came from multilateral and bilateral investors. We have been investing in

a varietv r\F <Mma ]‘ ]‘\vﬂrn IP{"’TI{' anr“ I\vnmacc nvrnp te. enerov AO']]C ‘3"\[’]
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some pollution abatement in Central America. There is a large amount of
coffee, and a lesser amount of garment manufacturing in these countries,
so we have also done wastewater treatment there. On the organic side, we
have financed organic pepper, organic broccoli, and sustainable forestry.
These are all private sector businesses. Some make money, some lose
money. The premise is, at the end of the day you can show the investment
world that environmentally beneficial businesses do not just make you
feel good, but they can also make money.

Terra Capital is one of our flagship products, and IFC has been very
supportive of it. It funds only the biodiversity sectors. We are about one-
third mvested We still have private capital in this fund available to invest

ies, and I am very excited about this, because I think there
is real money to be made, for example in organic agriculture.

The Renewable Energy and Energy Efficiency Fund (REEF) is also sup-
ported by IFC as a lead investor. We have substantial private capital in this

fund from NUON, which is a major Dutch utility; Alliant, which is a U.S. util-

itv: and Tohn Hancock Insurance.aUS. in

ity; and John Hancock Insurance, a U.S. insurance company. We

raising for the REEF and we hope it will grow to US$80 million very shortly

surance company. We are still fund-
are stul

il

will invest in off-grid rural electrification. Together with that fund we have
created a foundation to provide business development services. This is a
healthy element of nrlvate capital in this fund from institutions such as
Rabobank Astro Power, and Calvert.

Most ()I us bldf[ea Iﬂanll’lg dDouI Iﬂe enVIronrnent n U'IC mla to 1a[c-
1980s, when we saw lawsu1ts against polluters, and even financial institu-
tions started getting sued when the businesses they financed were poor
performers in an environmental sense. Today we are seeing a great deal
more environmental awareness, both in the developing and the developed
countries. mterestingly, envi"onn‘eﬂal ii‘l'v't"tSLing 10 y€ars ago was I‘luady’
on pollution-abatement technologies and abatement-service companies,
and on things such as the privatization of water companies. We are now
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seeing declining rates of return in some of these sectors. Pollution-abate-
ment techn Uiogy deals are siill out there, but in il
kets they are often regarded in the same light as telecommunications or
Internet investments. There is a great deal more caution now. At the same
time, there are good business opportunities in some nontraditional sec-
tors, such as organic food processing and environmentally friendly con-

dictrihuitian camnanies Ac a roenlt tha ~anital markate
GISIrioutioil <ompanics. As a resuit, tne Lapi tai markets

1€ current (,dplldl mar-

are investing in businesses that are supplying these industries, and there
are some incredible margin opportunities, depending on the industry. If
you are a first mover in a new market or in a new supply arena, that
enables you to stake out a strong position, and it locks up profit margin.

Tprhnnlncrv imnrovements fhﬂf are now n{‘(‘lll‘l‘an are a]cn mal(lno an

......... Op)y HHPIOVCILCIL Ulal aIC NOW ol ipa AL Iakillyg al

impact. It does not make sense to do business the old-fashioned way any
more, with only end-of-pipe solutions. You can save money and make
money by integrating efficiency into your basic production process.

We are also seeing changes in larger, well-managed companies. Some
Fortune 100 companies are quietly undertaking environmental investing
through their divisions or subsidiaries There are barriers to entry, how-
€VEr, Wl_llCﬂ lIl lst faVOf CIIVI[UI‘ me _y— OCu t:u LUIAIP e wuetﬂer IL lb
organic certification; energy generatio or distribution concessions; or
proprietary technologies.

As fund managers we can provide value added to our investees. In our
organic agriculture investing, we know who the buyers are. We know who
the certifiers are. We recently went to Biofach, which is the major organ-
ics trade show in Germany, and introduced one of our investee compa-
nies, a producer of organic sesame seed oil, to potential new customers
from Japan and Switzerland. So we can make important connections for
our investee companies.

In our huciness we do ta
111 Uul Jusiriltis Wwo Ul wa

developing world people 1nvolved in these environmental sectors are often
from smaller companies. Aithough the smaller companies have the high-
er risk they also represent the greater value added opportunity, which
means that an investor can make more money at this level. One does need

to be aware of the risks, however. These usually have to do with technolo-
gy, with the classic small business problems, and with government policy
shifts. If the investment is in the power sector in Brazil or in India, for

instance, the regulatory process may still be evolving.
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We must remember, too, that access to capital faces an education chal-

lenge. quv bankers think that biomass power is arhmll Farnnno busi-

CiiB A1RCTS WAL War L10I1Iass POWLL 16 aliva anrmin

ness, for example in sugar or rice production. It is not—it is altogether
different: it uses agricultural waste as a fuel source for power generation.
The leaders in the banking world can help some of their colleagues better
understand that difference. I hope that bankers will also recognize that the
environment is a good business opportunity, and not just something that
needs to be dealt with to reduce their risk.

James D. Westfield—Managing Consultant, PA Consulting Group

I want to talk about clean production and pollution prevention, pri

ant to talk clean production and pollution prevention pri
marily in the developing world. A lot has been done in this field in Europe
and in the United States, but I think there is a substantial market and a real
opportunity in the developing world.

There are at least four basic requirements for clean production. To
begin with, the industry needs to fully understand pollution and how to
prevent it. Normal industrial people do not look at pollution in this way.
ulcy look at more pluuuLuOi‘l oriented processes, and ouvmubly uu:y
look at efficiency. There has to be some knowledge about pollution pre-
vention, though.

A second requirement for clean production is technical capability.
People need to know and be proficient in technologies and approaches

that can oln thom Ranking and even tha ognvernme ¢ to IS e
tiial Lail ll\,l}__l UICIH, Dalinilig, alil Cll lll HUVELLLILICIIG 11dds 10W sulidl

nical experts. So there has to be a cadre of people with those capabilities.

There also have to be government incentives and regulations covering
clean production. Countries should be able to say to an industry, or to an
entity, “If you meet certain requirements, you do not have to have sec-

nndarv treatment. If you can change vour production process, you can

.................... L sl wilgt youl proQueuon y JO

recycle and reclaim, we will accept that” That is already happening in a
number of places.

Many industries and entities in developing countries are small, and they
do not have a history of borrowing. Or if they do, the borrowing is under
different circumstances. So, financing has to be available and tailored to the
local scene, and that is the fourth requirement for clean production.

Furthermore, the company itself, and individuals in the company, have
to want to pursue clean production. They have to understand that clean
production can be a viable alternative.

141



IFC and Its Role in Globalization

Q
=]
o
=]
Q.
=]
e ]
&
)
o
I
=]
.
']
-
=)
—
[
o]
§
o
5
-
<
=
—
[¢]
1
17
=}
=
»
(9
%)
=)
o
(8]
=
1
j==1
~
2
=
o
=3

borrowers in developing countries have not borrowed before, so they can-
not go to the bank and exhibit. Although they may have some collateral, a
bank or a financier is going to want something in case the loan does not
work. Borrowers also lack experience in designing and in justifying these
projects. So there has to be some technical help available. The bank has to

understand this, because many environmental projects do not generate a
new revenue stream. T 1'115 lb not llKe gOlIlg lntO an 1nuublry ana PU[[lﬂg ln
a new production line or adding products that yield a revenue stream to
which a potential borrower can point.

At the same time, clean production and pollution prevention initia-
tives can save a great deal of m oney They also have a great payback peri-
od, but they do not generate n renue. This often concerns bankers—
and I have dealt with this in many countries—because they cannot see
where the revenue is coming from, even though it can be shown that a
project saves money.

Because banks themselves lack experience in this area they tend to be

itant about financine such vnroiects. Thev neither entail the traditi
tant abou tragity

CAlanitiiiy sulidl PIUCLS. L)y dakl u;\d Ciitair il

technologles that banks deal with, nor do they entail traditional types of
projects. T am talking primarily about industry, about new industry, not
old industry. Even if production from new industrial plants in Southeast
Asia over the next five years will only be one-time greater—a very conser-
vative estlmate—then What 18 On the cround now repr sents a tremen-
dous opportunity. Helping new industry adopt cleaner productlon is not
only beneficial, but also financially viable, especially among the new
industries that are buying old technology. Many are going to Europe and
buying old bottling plants, or old canning plants. There are opportunities
to add clean production or pollution prevention initiatives to the new
plants bemg built using that old technology What makes this technically

uction,

begins

easier and often less costly is that it is not necessary to stop prod
because everything is being designed and put in before the plant
operating. Furthermore, it produces quicker paybacks.

In the past, established industry received most of the attention, partly
because many existing industries have been under government scrutiny or

t most or all of the reauire
t most or aii of tne Cquire-

he benefit is that clean pro-
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Section V' The Business of Project Financing

duction provides savings. Waste treatment does not. Waste treatment is a
cost, and it is a continuing cost. It does not produce any savings, just addi-
tional cost. It frequently does not improve the quality of the product, or
i‘_la“luf' ctu Illlg ClllLlCnL)’

A manufacturing industry can benefit from efficiency upgrades, cost
control requirements, and clean technology, however. Many technologies,
in fact, improve the product and minimize seconds and rejects. Where a
company needs investment capital, a bank or financing institution has

Ia verage it vindere
1Ieverage iv it Unacrs

Another point about existing industries is that they usually have a
credit history, collateral, and borrowing experience, so they are easier to
work with than other industries that do not have this history and experi-
ence, or that are smaller.

Now I want to present some case stu r‘y data that we h

marily out of Latin America, from actual implementation of clean technol-
ogy products. The first two cases were very large industries in Latin America.
The first case involves an inorganic chemical industry in Mexico that
decided to modify its combustion process, reduce natural gas consump-
tion, and reduce volatile organic compound emissions. Hence the case has
both an environmental and economic dimension. The natural gas con-
sumption was reduced substantially. We helped the plants modify their
phosphoric acid processing operations. Again, the project led to savings in
natural gas and volatile organic compound emissions, and it improved
product quality. The modification in gas emission and handling had sev-
eral important effects. There were savings in energy and volatile organlc

compound emissions. 'Data co l‘o r co
compouna €missions. p/aia CoL iecteq over se

were implemented indicate that the investment was very small, less than
US$50,000, yet in the first year savings amounted to almost
US$450,000—that means it had a 750 percent payback. Although this is
not typical, by any meéms, it has happened in many places, and this was a

very gnnd p\mmnlp Qnmp results have not been qnltp so cpprfnrnl r. The

o

important thmg is they experienced reductions. The financing here was
not great, but the retuf;ns were significant.

In a second case, in the organic pharmaceutical industry, there were
three major applications of process modification for bromine addition,
for toluene. The company reduced toluene use and volatile organic car-

bon emissions. The total expendlture s something like US$30,000 to
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US$40,000 for capital, which does not include the company’s personnel
cost. This capital cost was primarily for technology. This is the kind of

LR Caphildl LOOL Wy PN Y 10D e 1110

money they could have borrowed or spent from capital—and the return
on capital was, again, about 800 percent, so the savings were substantial.

In a third case, again in Latin America but this time in sugar process-
ing, a company spent about US$1.6 million, and its subsequent annual
savings were about a third of that amount. So this had a three-year pay-
back period. Again, this project was financed by borrowing, and the com-
pany had a hlStOi"y' of bOi‘i‘O“'ii’ig.

The first case was not financed by borrowing, by the way, because the
company had capital on hand, but the second was financed by borrowing
from commercial banks, as was the third.

In Ecuador we worked with the government to develop programs, and

e clean-technolosv nollution-prevention
C GGOal-ICCNCIOdY  pOLUOn-pPIroveiliueil

options. The government recognized clean production as an alternative to
end-of-pipe treatment. A wide variety of industries were involved. We
went into 16 kinds of plants, including car assembly plants; many of them
were small, but some were larger. In these plants we identified anywhere
from a few to more than 40 pollution-prevention clean-technology

options. In a tanning plant, for instance, we identified 42 options, for a
total investment cost of about US$297,000. In aimost all of these cases the
companies borrowed and invested the money, and then enjoyed the annu-
al savings. In one case the average payback was 10 months—a full return
on investment in just10 months. This is documented information, based
on annual expenditures before and after investing.

We have developed a rule-of-thumb in working with banks and gov-
ernments on these projects: if you can get an annual return amounting to
one-third of what you invest, that is reasonable in financing terms. Then
you can go longer or you can go shorter. We also found, in Latin America,
that if financial institutions can see a three-year return on their invest-
he financial benefits, the processing-
manufacturing benefits, and the environmental benefits—they are willing
to consider funding these projects. The fact that not one loan failed in
Ecuador indicates that these kinds of projects actually work, and they pro-

duce reasonable savings.
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The B-Loan Website

Andy McCartney
Managing Director, eHatchery, LLC

James Smouse
Project Manager, B-Loan Website,
International Finance Corporation

As part of our effort to continue improving the International Finance
Corporation’s (IFC’s) coliaboration with the financial community, the
Syndications and International Securities Department is establishing a B-
loan market website to add liquidity and efficiency to IFC’s B-loans. We

are creating an online meeting place to facilitate the introduction of will-
ing sellers of B-loan participations to willing buyers who meet IFC’s cri-
teria for participation in the B-loan program. Actual trading of B-loans
does not occur on the site.

We expect the website to enable qualified B-loan participants to:

B Anonymously list their B-loans as available for selling.

®m Anonymously bid on existing B-loans that are listed.

& Anonymously place requests to purchase B-loans not currently

listed for sale on the website.
W Access current B-loan holdings of their financial institutions.

B Obtain information about IFC news, operations, and upcoming

syndications.
A 3 ird £, th aiiart £an01
We t to launch the website in the third or fourth quarter of 2001,
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other financial institutions prescreened by IFC and interested in develop-

ing their B-loan portfolios. We will preregister existing participants and
invite prospective participants to register on the website. Approved parties
will then be given a username and a password to access the website. As is
already the case, individual buyers and sellers will be responsible for com-
pleting due diligence, negotiating terms and conditions, concluding the

sale, and submittin

g the appropriate documentation to TFC off-line. A few

e dy rialc OQCUTTICTI g 111

sample pages from the website follow.

Public Home Page

The home page will be available to all authorized, unauthorized, and
prospective users. The exact design of the home page will be determined
at a later stage, but essentially the content and functionality will include
an introduction to IFC syndications and the B-loan website; links to IFC,
the World Bank, and other relevant websites; new participant and user
registration information; login fields; and start page. Successful logins will
be presented with a website disclaimer and confidentiality agreement that

must be accepted in order for the user to proceed.

Welrome to the IFC & <.

Usemame Brloan Web Sito

Pas At part of our effort to contmse mproving the JFC’s callaboration with the fnancial communty,
the and Secunhes has establhed a B-loan market

Startin  [Bloenbssngs v}
awareness website to add byuntty and effecaveness to IFC B-Loans We have created an on bne
LOGN meeting place & facdeate the meroducnon of waling sellers of B-Loan pasncipauons to wiktng
buyers that meet IFC s crtena for partiespation m the B-Loun program  Actual trading of B-loans
Goes not occwr on the sae

IFCINFO
e wab 3 The Web Site enables quabfied B-loan parhcapants to
S pengann « Ancaymously het thew B-loans as avadlable for seling
» Anonymously bid on exstng B-loans that are bsted
meug S Sos « Anenymously place requests for B-loans not currestly hsted on the website
e o Last current B loan holdmgs #nd ongomg searches for deswed B-loans

» Obtan wformanen about [FC acws operations and new syndications

© copynght 2001 Iematonal Finance Comoratsn B
questions sbavt hu ste g w1100 danaemony
ot bla e aste I 01T Actam o Home Pace
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B-Loan Listings Page
We expect two primary pages to represent the B-loan marketplace: “IFC
B-Loan Listings”and “My B-Loan Activity.” From the IFC B-loan listings
page a user can access a list of all B-loans outstanding and B-Loans that are

for sale, plus any participant requests for assets to purchase.'
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'The assets listed in all screenshots are fictitious and are shown here for demonstration purposes only
They do not represent offers to buy or sell IEC B-loans.
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Viewing the Term Sheet and Making a Bid
When a user selects the borrower name from “B-Loan Listings,” a con-
fidentiality agreement page will appear relating to the asset that has been
selected.
If that agreement is accepted, a term sheet page will be displayed, as

shown here. Functions available from the term sheet page are expected to

be:

W The ability to make S RGN —. DIFC
a bid. ' .
. B.loan Term Sheet
.The ablllty to pOSt a Becrower Total B loan Facility Macgn Matety  Amscmtfersale  Bid%e Ask %

AEC Naraacerng TSD 3236 B bean LIBOR. =387 03103 Tsha wus  Fh

public or private

B
anonymous e-mail =
to the seller.

& “Set an alert”
USD32,000,000 Bl Faciers

enables an alert o
to be sent to that ’
bidder’s e-mail

address when the

SR, I

ask price changes to
a predetermined
amount.

ackeptable

Thas waneaction  ibskcs 1o G gractrg of TFC canseat requared under the terat of e Parncgmion
 Agermens

relfC —— "6 CopyoM 2001 Pbamona F PR CRrer o -8
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When the “Make a Bid” link is selected, a bid page will appear that
enahlac hid infarmation ta bhe entorad Thic infarmatian ic datormined ta
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A preview and password confirmation page will appear after the com-
pletion of the bid page and an e-mail will be sent to the seller, the bidder,
and IFC. We expect that it will also be possible to edit and delete bids from
this page.

If the bid price matches the offer price, then anonymity will be lifted
with an e-mail notification to the buyer and seller, at which point they can
Degln Ing dllOIlb dIlu UUC UlllgCﬂ(,(’.' OIHIHC dfl(J SCCK 1['\_/ b consent lOf tﬂe
assignment. The loan will be removed from the B-loan listings page. If the
bid price is below the offer price, the loan will remain listed (while the sell-

er determines whether to accept the bid by amending its ask price accord-
ingly).
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My B-Loan Activity Page
16 Secon (_l page lﬂdl we CXPCQI W]_ll (,OmPlC[C [HC D 10an marKe[place
is “My B-Loan Activity.” This page is customized to list items specific to
the logged-on user or institution. The “My B-Loan Activity” page will dis-
play all B-loans held by the participant, plus any current bids, offers,
requests, and searches for that participant. The followmg screenshot is a
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Posting an Offer

e osted from the “My B-Loan Activity” page. The s
will select the B-loan it would like to sell from the list of the user’s hold-
ings. This will open a term sheet that will be automatically populated with

important information about the loan, including borrower name, sector,

An offer can he
e

margin, maturity schedule, covenants, and so forth. The seller must
review the term sheet information and update any incorrect fields.

After the user has accepted or updated the term sheet information a
second page will aliow the user to enter price and terms of its offer. A pre-
view and password confirmation page will appear after the offer and set-
tlement terms page, and an e-mail will be sent to both the seller and to IFC
that an offer has been sent for posting to the website. IFC will have the

opportunity to review the term sheet before it is posted live on the website.

W i
Preferences
iy

FHa ‘G“w'« FRI .:;., Fadliyg 1o 9§ fMarpd 2o o oH{Mineigr | {Afodnt forsaie  Bid%e  Ask %
Buumes  USDAOM Blom LIBOR+257%% 061505 USD 15M - -

n!Fc © copyrigh! 2001 Infematonat Financs Comoraton s

For qureral questions aveut s aite "
send emai 10 £ lg g RRNLIOIIIA HalA e et Faae

NOTE: IFC must grant its consent prior to the offer if a seller is offer-
ing a participation in a B- loan w1th the following characteristics:

m A nartial cale of it na
= A pariida sai€ Of 1ts Pa

W Before full dlsbursement of the B loan
W Projects in advanced stages of restructuring.

153



IFC and Its Role in Globalization

IFC Information

are launched, press releases on syndications that have closed, and the lat-
est monthly syndications pipeline. Each announcement will have specific
e-mail contact links.
Preferences

This page will allow users to update their personal settings in a num-
ber of areas relating to website operations. Exact preferences requirements
will be confirmed at a later design stage, but to date the following settings
have been identified:

= Registration information from the B-loan website regi

= [CHHSUaliQll Aot 2101

B Geographic region(s) that the user would hk pecify as a filter
for asset listings and alerts

B Set alerts and contact e-mail addresses

B Change of password

W Creation of login identification for that institution.

Contact information
For further information on IFC’s B-loan sales website, please feel free
to contact Mr. James Smouse with your comments or questions.

Mr. James Smouse

Syndications and Intemat:ona! Se urities Department
2121 Pennsylvania Ave., N.W.

Room F7

216

Room F7K-216
Washington, D.C.

1. (202) ASR_ ARQ1 . Eqv {7072) Q74

1: (202) 458-4591 :(202) 974

4

E-mail: jsmouse®@ifc.org
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iiT Student Loan l'rogram
Guy Ellena
Technical Manager, Health and Education Department,

ic A!!.ances, Naticnal Institute of Information

Technology (USA), Inc.

Nicholas Vickery

Investment Officer, Financial Markets, South Asia Department

T3, (=] AT,

International Finance Corporation

Guy Ellena—Technical Manager, Health and Education Department,
International Finance Corporation

We would like to discuss the first large-scale student loan program in
India, undertaken by the International Finance Corporatlon (IFC) in col—
laboration with Citibank and the National Ii
Technology (NIIT), one of the leading education and training organiza-
tions in India. Through this project IFC is playing a pioneering role in the
launch of a new financial asset class in India—student loans.

Let me first give the general background for IFC’s 1nterest in education

ancinag Rducatia on ig
llllull\,llls. Aaduvalivill 1o a t\Jp C that bankers “S“

despite its enormous importance to human resources. A few years ago we

began making a case for IFC and private involvement in this sector, as well
as in health, both of which are traditionally public-dominated sectors.
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The global market for education—encompassing everything from pub-
L~ anAd neiva lris davaart A highar o 1o anerializad training o
1L aliu Pl VdLC 1\1uuc15a1 ichn LU 1111101 U AU1L1,y OPCL« AlizZil kl (11111115, all
corporate training—is unbalanced. Overall, it amounts to about US$2.2
trillion, and about 5 percent of the labor force worldwide is involved in edu-
cation. About one-third of this US$2.2 trillion is spent in the United States

alone, however, and only 15 to 20 percent is spent in the developing world.

nt factor for bankers to consider is the demand for

[958 V3 L 4 1S WG kiiialia iev

Another import
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education. When one looks at the size of a population and its education
needs from primary through tertiary levels, China, India, and Latin
America clearly have very high needs. Unfortunately, public expenditures
on education are very low compared with demand. That is why a case can
be made for financing private education, although many people continue
to view private education as something for rich people. That view is based
on truth to some extent, especially in the most developed countries, which
usually have a strong and well developed public education system, and in
which one has to elect to go to private education. Levels of real private
expenditures on education do not always coincide with the economic sta-
tus of a country, however. Exact ﬁgures are difficult to pinpoint, of course,
recorded. In any case, the results
can be surprising, especially at the higher levels of education, which
should, by the way, include vocational training.

To take a few examples: private expenditures account for 57 percent of
education resources in Uganda, while Chile has a well-regulated public-

ivate mix. Cameroon, China, and Ghana have | st exnerienced a huge

1111A. Maruli UV Ladiiiigy i Jaa na na SL LAPCIICIL @ diugh

expansion of private education in a short perlod China alone has estab-
lished 500 new tertiary institutions over a period of only four years.
Cameroon, which has moderate resources and a large population, has
seven universities, and 25 colleges applying for accreditation. Even in

countries where one would have expected the public sector to do more,
many students are receiving private education. In the Philippines, for
example, 86 percent of students in higher education are in private educa-
tion, and in the Dominican Republic the figure is 71 percent. In Cote
d’Ivoire, which has a public-oriented tradition, 100 percent of profession-
al training today is de facto privately provided. In The Gambia 44 percent
of the training market is private.
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ants, teachers, dentists, doctors, nurses, and the like. Although private
education in developing countries does
ingly serving the middle- and lower-middle-classes; although it is certain-
ly more of a challenge, in some areas it is also reaching the poorest popu-
lations. Demand-side financing mechanisms, such as student loan

schemes, can help the private sector expand its service to the poorest pop-

ulations. A conducive regulatorv framework i1s a precondition for anv
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widespread private sector response, and we do find that in many of our
client countries this framework is underdeveloped but changing rapidly.
That makes our task more challenging.

Because of these changes, especially the increased demand for educa-
tion, large for-profit educational institutions are starting to look at devel-
oping countries. They are expanding their markets by moving toward
countr le WllC[C LUC Llei‘l‘lanu, LUC neeub, dHU tnt‘: lliiaiicilig iTieClldIllb
are sufficiently established to convince their shareholders that there is
business to do there. So far, in many countries good education is available
to the wealthy classes and, to some extent, to the lowest classes; a growing
middle-class that has high expectations of social mobility still has limited

Tty nr]11ﬁ t1ian taday hawe ver
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Tha increased demand from the middle-classes is what we think is
driving private investments. A number of developing-country public
institutions have reacted to their bad financial situations by introducing
tuition fees for students who can afford to pay, and in some cases this has

translated into Imnrnvpd mmhrv of education

To return to IFC, its ﬁrst investment in this sector was only in 1995 in
a chain of primary and secondary schools in Pakistan. Then in 1999 IFC’s
corporate strategy group launched a global study that began with a brief
paper entitled “Investing in Private Education in Developing Countries,”
which outlined the broad objectives and rationale for IFC to become
involved in the social sectors.

lll I\Plll LUUU lfb edeUllbllCd the G}Ubdl r[dL\JLC UIUUP lUl DUlel
Sectors, which is the group within IFC charged with health and education.
That group presented a revised IFC strategy to the board of directors,
emphasizing the need to mobilize private resource flows in the develop-

ment of partlcular busmesses IFC expects that, in getting involved with
A
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to help those institutions expand to serve larger markets. In addition,
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hu capi
human capi
growth and poverty reduction.

Clearly, IFC does not want to invest in social sectors based on the fact
that they are subsidized by other moneymaking sectors. We want to prove
that private investments in education can be financially viable, whether

thev are for-vrofit or not-for-orofit, and we want to build them as a new
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line of business for IFC. To this end we have approved 29 education proj-
ects so far throughout the worid. The volume approved is particularly
high in Latin America (which amounts to US$88 million of a total
US$138 million for IFC’s own account), although we have only undertak-
en nine projects there. At this point, we expect to do 15 projects a year, for
an average of US$10 million each. I should also mention that IFC and the
World Bank have collaborated in putting together private sector educa-
tion initiatives, starting with a website service called EdInvest. EdInvest is
a website that provides a great deal of information. Initially subsidized, it
now must be more self-sustaining by selling its services. It is going to be

based w1th us in IFC to get it much closer to private business, although
ister. the World Bank.

Finally, if private sector education delivery is to grow in the emerging
economies, one absolutely essential need is the provision of student loans.
Without them, and especially without loans of the type issued under the
NIIT Student Loan Program, it will take a long time for the private edu-

ation sector to address the needs of low- and middle-income families

cation sector 1o aqdress tr Qi 2OW Giite 12O OEIIR Aalliilits

rather than just act as a service provider for the well off.

C. N. (Madhu) Madhusudan—President, Strategic Alliances, National

Texctstsito nf Teafnrsns e sandaoa (TTICA T
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There continues to be a great deal of confusion about how education
can be for-profit, or how a developing country can invest in educational
infrastructure. To answer such questions one must remember that the key
resource on this planet is the sheer number of inhabitants, and that edu-

When our firm, NIIT, started operations in 1982 the idea of combin-
ing profit and education was not widely accepted. Education, most people
said, belonged in the public sector. There may be a token fee for tuition
but everything else is provided by the state. One could not think of profit
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n that context. 1his view was a big obstacle for the growth of NIIT in its

st few years.

However, one thing going for us at that time was the demand that was
building up with microcomputers entering the marketplace. Traditional
educational institutions were not looking at microcomputers, or micro-
processor-based computers, as anything of value to them. Most of the
higher-end technology institutions were oblivious to what was happen-
ing. Meanwhile, the industry was taking off with many computers being
delivered to companies, but with no one to educate people in their use.
That was the market opportunity we saw.

We asked ourselves how we could address this opportunity. The first
step, we realized, was to start bringing some people in and training them

on how to use these new computers. That constltuted a small market in

—_
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to use a computer. Did one have to be an engineer, a mathematician, or a
scientist? This made the confusing situation worse. So we decided to
resolve that question first.

Once we identified our market we looked around for a potential audi-
ence. We decided that India was a good candidate. The social
India was such that after students finish high school, unless they get into
an engineering college or a medical school, they are considered a write-off.
The size of this community of write-offs is massive, because most people
do not get into medical school or engineering school. Yet they have some
basic academic qualifications and nothing for which to aspire. This is a

sure-fire recipe for a revolution. So we decided to address this audience and

structure in
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employed by industry. That, in a nutshell, is how NIIT got started.

Over the years our company expanded into two “business lines.” One
of these is Teknowlogy Solutions, which provides software solutions for
applications and knowledge management. The second is Learning

Solutions, which is the focus of the educatior

Since 1982 NIIT has developed 18 sub51d1ar1es, and now has offices in
about 36 countries. We also have 2,800 education centers. One of the key
reasons for NIIT’s success is access. Traditionally, to attend a particular

school one had to relocate to the city where the school operated. With
NIIT we II'IQf ﬂlnnpr‘] that mode! around and said that it was not ne cessary

il

to relocate, because there will be an NIIT education center nearby.
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Hence our mission was to take a com uc
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to everybody’s home, or at least into everybody’s nelghborhood How was
this done?

Over the years we have hired about 2,000 software professionals and
700 instructors. First we had to decide what kind of instructors to put into
our education system. The basic premise that drew us in one direction
rather than another was the fact that we had to impart skills. This could
be done by going either to a traditional professor or academician and lis-
tening to lectures on a subject, or by going to someone who had developed
systems and could provide real-life hands-on experience. That made us
recruit instructors who were practitioners, not professors. This gives us a
way of bootstrapping experienced talent into the training system, which is
usually a bottleneck for the traditional university system.

When we started in 1982 we opened two education centers, one in
Bombay and one in Delhi, and by the time we opened our third one,
which was in Madras, we were fairly exhausted because it takes time to

drum up business, and the cash-flow needs were high. At that rate, it was

ooing to take us forever to build even 20 education centers. The first rad-
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ical shift in our thinking was to find a way to scale this up without being
limited by our own speed and resources.

We decided to look into how we could network and partner with like-
minded people and get them to be our engines of growth and reach. That

“licensing” or “business partnership” approach has worked extremely well

and in fact has helped us expand into a strong 2,800-center network.

In the early days we began working in parailel with a group called the
Performance Management Group at the University of Michigan, Ann
Arbor. The driving factor for this group was the fact that during a recession
the first expense that companies cut is training. When they asked themselves
why this happened the only answer they could come up with was that a
return on investment was not visible in the case of training. They then cre-
ated a whole set of instructional design models aimed at measuring impact,
which we started using. Subsequently we created our own instructional
research and development facility, which has now become a large business
in its own right, with multimedia and “e-learning” programs.
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our instructional development activity, that is, to look at how NIIT edu-
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cation was actually managed in education centers. Its representatives per-

formed an evaluation of our courses and operations Thpv were SO

impressed that they decided to establish credit recommendatlons that
wouid allow NIIT students to take NIIT courses and have the credits
transferred when they joined the next-level programs at American uni-
versities. That action strengthened our own conviction of the value of
what we were doing. By 1992 we had moved on to converting all our
courses, which are of many different kinds, into one structure, almost like
a university structure. That was the start of the program called GNIIT.
Subsequently, Microsoft approached us to seek our assistance with its
computer education in India that takes place under the certified educa-
tion center model. Under its model of certified education Microsoft certi-

fies a prov1der to 1mpart Mlcrosoft educatlon ThlS has been popular in

us and asked if they could use our education network for training people
on Microsoft products. Now, we are Microsoft’s premier education train-
ing provider.

In 1996 we started using e-learning, or the Netvarsity here, and

TechEdge, which is basica "v web-delivered learning services. Next, we

LT B 41 13 Lds LLLIVOACRS ACaiilliE SRIVARLS, ANTAL,

launched the web-centric currlculum, the iGNIIT, which is actually the
flagship of the loan program. Since then we have added newer topics. Our
success can be attributed in part to the fact that we are based on the hos-
pital and medical school model. One of the problems with traditional
education is that its goal is mainly to grant a degree, and rarely is there any
communication between industry and academics. By contrast, our system
operates on he premise that software ue‘v‘exopmem i‘€Quuc1‘ ents should
drive the tralnmg. It is oriented toward real life and current technology,
and it has absolutely no traditional academic constraints. As a result, those
who come out of the training system are actually practitioners. They do
not need another finishing school to be able to find a job. I think that is

e strength of this model.

Over the years NIIT has established itself as a very large training com-
pany. It is now among the top 50 such companies of the world, having
trained 1.5 million students. At any point in time, on any given day, about
350,000 students will walk into NIIT educatxon centers. Unhke a tradi-

tional education svstem this one is mana
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Under this concept, education is managed as a manufacturing process.
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possible to manage the system as a business.

One of our key objectives is to provide retraining because technology
changes so quickly. A second objective is to help meet the global shortage
of information technology (IT) skills among working professionals. A
third is just to make nPnan computer literate. Qur analc and our methods
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are the f orce behind what is truly a success story in the field of education.

Nicholas Vickery—Investment Officer, Financial Markets, South Asia

Department, International Finance Corporation

The impetus for the loan program that was developed with NIIT was
IFC’s desire to finance students with potential, but without the resources
needed to gain access to higher education. The program we subsequently
developed in India has two key features. It is the first private sector stu-
dent loan program in India that works without subsidies and without any
government intervention. The other key feature is its innovative ﬁnanc1al
structure, which has made it possible to share the risk among Citibank,
IFC, and NIIT using the techniques of securitization in order to lower the
costs for the students.

So where does one start in order to develop education finance? We
identified a sector in a country where there was potential. This turned out
to be IT, which Luudy' is one of the most power rful instruments of change
in India. The software industry has grown from US$150 million eight
years ago to US$4 billion last year. It is one of the fastest-growing foreign
exchange earners in the country. As a result, IT education is one of the
fastest- growmg segments of education, with 700,000 students enrolled
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engineers. Last year, this global shortage was estimated at 1 million stu-
dents. Even with the slowdown in the IT sector this year, there is still a
shortage of between 500,000 and 750,000 students globally.

Within the sector we identified NIIT as the best partner for providing
IT education. Among the courses offered h\/ NIIT we identified iGNIIT as
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the flagship program. It is a three-year program that is completed in par-
allel with a university degree. During the first three years, when the student
is still studying in a university, he or she is concurrently taking computer
courses. At the end of three years the student is awarded a university degree
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and a certificate in IT. This training is followed by practical experlence con

ent wo rlking for a comnany nnr] oarni
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This is why the recruitment opportunities for graduates of iGNIIT are so

high, and why we chose this program as the one we wanted to finance.
Although there is a pressing need for IT education in India it is not

covered by the traditional financial sector. When we looked at the avail-

ahl]lfv of student finance in India we saw that very few institutions offer

student loans. Those that do often reserve it for the elitist programs, such
as those at the Indian Institutes of Technology and Indian Institutes of
Management, which basically do not target what we refer to as the lower-
middle-class, which is the core market that we are targeting. In addition,
these finance programs are mainly based on collateral lending, which
means that the families have to show they already have the revenues or
they have to pledge the amount that they are borrowing. Hence only the
people who could have afforded the loans at the outset are able to gain
access to these funds. The reason for this is that student financing is still
considered a risky activity, in view of the high default rates in student loan

programs around the world.

IFC’s approach to student finance was to find the best possible partner
in unsecured consumer lending and apply the methodology of unsecured

consumer lending to student financing. We identified Citibank, which has
had a presence of nearly 100 years in India and has the best collection

rates in consumer lending in India today. With these three partners—
NIIT providing the best of IT education, Citibank providing its lending
expertise for consumer finance, and TFC providing the ability to structure
and share the risk—we were able to produce a student ioan program of
nearly US$100 million. The first step was to develop a student loan that
matched the needs of the students. We developed a seven-year loan that
covers 90 percent of the program costs of iGNIIT. It has a fixed rate of 16
percent which is approximately as low as you can get in consumer finance
in utuia, with mor tgage" at around 15 ‘percert and unsecured consumer
loans at 21 percent.

We based the repayment on the student’s earning capacity, and took a
new approach to student finance where we decided that we were going to

use the techmques of p10Ject ﬁnance That meant treating education as an

to education ﬁnance.
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During the first three years, when the student is still in school and not
gererat"rg income, we ncpl the payimeiit as low as possi ible. The payment

then is about 1,000 rupees (or US$25) per month, which means that fam-
ilies who are earning US$100 a month can afford the student loan. In the
last four years the student makes equal monthly installments of about

4,000 rupees per month, which will enable him to repay the overall cost.
Thece 4 000 riinee nd ta 25 tno AN nercent of th

These 4,000 rupees correspond to 25 to 40 percent of the expec
ings of the student, so we have based the loan structure on his future
repayment abilities and future earning capacity.

Under the program’s structure, Citibank will be underwriting and
servicing the student loans. The first level of losses will be grouped into
what is called a junior tranche, so Citibank and NIIT will take the first

losses jointly. The second level of losses, called the mezzanine tranche, will
be covered by IFC. And Citibank will take the third level of losses, called
the senior tranche. Instead of taking a traditional approach and sharing
risk proportionately (as we have done in loan syndications, for instance),
we have taken a sequential approach to risk sharing. That means the loss-
es come first to the junior tranche, then to the mezzanine tranche, and
1en to the senior tranche.

To size these different tranches we had to make some assumptions
about how much we expected to lose on student loans. This was difficult
to do because of the lack of historical data on student loans in India. We
decided to base it on Citibank’s approach to consumer finance, using a

v ely the same. In this w vay, we estimated

methodology that wa oximat €1y i same. in this ay, we &sumarea
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that the losses on student loans would be about 7 to 8 percent of dis-
bursements. We validated this through our due diligence, but also through
Standard & Poor’s risk assessment.

As a result we were able to size the junior tranche at 11 percent. This is

1.5 times the expected loss and is the risk e qu ivalentto e

times the expected loss and is the risk 1 qu

level of losses, which is taken by IFC, is the mezzanine tranche, sized at 10
percent. Because the mezzanine tranche benefits from the risk coverage of
the junior tranche, which basically means that the expected losses are cov-
ered 1.5 times before they reach the mezzanine tranche, we were able to
get a risk assessment of BBB- by Standard & Poor’s on this mezzanine
charge. Because of the junior and the mezzanine tranches, which togeth-
er cover 2.5 times the expected loss, we were able to get a risk equivalent
of AA— for the senior tranche.
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Through this structure we have transformed 80 percent of the pro-
gram into a risk-free program. One direct benefit is that we were able to
scale up the program from one that was going to be US$4 million, accord-
ing to Citibank’s risk appetite initiaily, to a program that today is nearly
US$100 million. The second direct benefit was that we were able to lower
the cost to the student to 16 percent a year. This covers the cost of funds
of 12 percent, administrative costs of 1.2 percent, annual losses of 1.3 per-
cent, and an investor margin of 1.5 percent. If we had not been able to dif-
the risks between the tranches for the junior investor, the mez-
zanine investor, and the senior investor we would not have been able to
reach such a low level of pricing.

We developed a pilot project that was launched in January 2000 by

Citibank to see what sort of appetite there would be for this product, and
the r 1lts todav show at it hac hee
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the student loan was provided 80 percent of the students took it up.
Furthermore, from a social mobility standpoint we were able to achieve
enormous success. Half of the students who took out the loans will be
earning an income that is higher than that of their parents, while 30 per-
cent of the students who took out this loan will be earning an income
more than double what their parents are making today. Wlthout the stu-
dent loan program these students would not have had access to education
finance and therefore would not have had access to the education provid-

ed by NIIT.
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PROGRAM OF MEETING

ATIONAL FINANCE CORPORATION
PARTICIPANTS MEETING

WASHINGTON, D.C.
JUNE 6-7, 2001

International Finance Corporation (IFC) Headquarters
2121 Pennsylvania Avenue, N.W.
Washington, D.C. 20433

Wednesday, June 6

9:00 a.m.—10:20 a.m.
Opening Session: Welcome and Update on IFC Operations
Mr. Peter L. Woicke, Executive Vice President, IFC, and
Managing Director, Private Sector Development, World Bank
Mr. Assaad T Tnkro Vice President, Overations, IFC
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Trends in IFC’s Syndicated Loan Program
Ms. Suellen Lambert Lazarus, Director, Syndications and
International Securities, IFC

1045 a.m.—-12:00 b.m

10:45 a.m.—12:00 p.m.

Basel Capital Accord 2: Implications for Lending to

Emerging Markets

Speakers: Mr. Jonathan L. Fiechter, Senior Deputy Comptroller for
International and Economic Affairs, Office of the Comptroller
of the Currency

Mpr. Frans Cornelissen, Senior Vice President, Head of Country Risk
Management, ABN AMRO Bank

Mr. Ernest Napier, Managing Director, Financial Services Group,
Standard & Poor’s

Mr. Dirk Miiller, Partner, Financial Services Consulting, Risk

A
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Moderator: Mr. ]. Michael Swetye, Principal Syndications Officer,
Syndications and International Securities, IFC
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12:00 p.m.-1:00 p.m.
Invectmo in Sustain hll_,
Speakers. M. Bart Jan Kr ouwel Managing Director, Sustainability

and Sacial Tn nnovation Gr RNahohanlk Nedarland
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Dr. Julie Fox Gorte, Senior Environment and Technology Analyst,
The Calvert Group

Moderator: Mr. Bernard E. Sheahan, Chief Strategist, Operational
Strategy Group, I[FC
1:15 p.m.—2:45 p.m.
Lunch
Keynote Speaker: Mr. John T. Olds, Special Advisor to the Chairman,
DBS Bank, Singapore

3:00 p.m.-5:15 p.m.
“Breakout Sessions”

Speakers: Ms. Barbara Laflin Treat, Managing Director,
InfrastructureWorld, Inc.

Mr. Pedro Batalla, Managing Director, Darby Overseas
Investments Ltd.

Mr. Declan Duff, Director, Infrastructure Department, IFC

Moderator: Mr. Matthew Bauer, Vice President, InfrastructureWorld,

Inc.
Projects in Telecom : Where Will the Funding Come From?

Speakers: Mr. Jan van Bilsen, Director, Syndicated Debt, Emerging
Europe, Middle East and Africa, ABN AMRO Bank

Mr. Scott Sutliff, Vice President of Telecom, Global Project and
Structured Finance, Citigroup
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Dr. Robert Stuart, President and CEO, InDepth Financial
Adpvisers, LLC

Moderator: Mr. Mohsen Khalil, Director, Telecommunications &
Internet Technologies Department, IFC

Investing in Education: NIIT Student Loan Program—
A Case Study

Speakers: Mr. C.N. Madhusudan, President—Strategic Alliances,

ANITTT /TTICAN Tao
INIIL (UJA), ITIC

Mr. Guy Ellena, Technical Manager, Health and Education
Department, I[FC

Moderator: Mr. Nicholas Vickery, Investment Officer, Financial
Markets, South Asia Department, [FC

4]5r)m.—5]’)nm

Corporate Governance: Enhancing Enterprise Value

Speakers: Mr. Peter C. Clapman, Senior Vice President and Chief
Counsel, Investments, TIAA-CREF

Mr. Peter H. Sullivan, Chairman and CEQ, Lombard
Investments, Inc.

1A x

Mr. Mike LMUTLU’IO, Senior Investment umcer, Financial Markets

Advisory Department, I[FC
Moderator: Mr. Khaleel Ahmed, Principal Investment Officer,
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The World Bank Group Risk Mitigation Instruments:
PRG/MIGA/IFC

Speakers: Mr. Peter Jones, Manager, Finance and Syndications, MIGA

~ O

Mr. Dan noang, Financial UIIICCI'/UCI‘IV&UVGS, lreasury Uepartment
IFC

Mr. Michel W rmser, Director, Project Finance and Guarantees
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Moderator: Ms. Suellen Lambert Lazarus, Directo
International Securities, IFC
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IFC’s Focus on Electricity Distribution

Speakers: Mr. Jesus Marcos, International Financing, Union Fenosa

[
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IFC
6:15 p.m.-7:15 p.m.
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"Host: Mr. Peter L. Woicke, Executive Vice President, IFC, and
Managing Director, Private Sector Development, World Bank

b Camnalenaes A Taeanna 1N N ¥ PPN P Danald s
10WC OpCanti. vir. juines 1/. vvopernsortr, ricsiuclliy,

169



IFC and Its Role in Globalization

Thursday, June 7

9:00 a.m.— 9:45 a.m.

Navigating through Crises

Speaker: Dr. Miguel A. Kiguel, President, Banco Hipotecario S.A.;
former Chief Advisor to the Minister of the Economy and
Undersecretary of Finance, Argentina, and Deputy General
Manager for Economics and Finance at the Central Bank of
Argentina

Moderator: Mr. Cesare Calari, Director, Global Financial Markets
Department, I[FC

9:45 a.m.—10:45 a.m.
When Things Go Wrong: IFC’s Multifaceted Role in
Restructurings
A. O. Volga—A Case Study
Speakers: Ms. Anke Avderung, Director, Global Debt Origination,
Dresdner Kleinwort Wasserstein

Mr. G. K. van der Mandele, Chief Spec1al Operatlons Officer, IFC
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Mr. Andres Hernandorena, Chief Counsel, Legal Department, IFC
Moderator: Mr. Jyrki I. Koskelo, Director, Special Operations, IFC

m.—11:30 a.m.
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Speaker: Ms. Farida Khambata, Vice President, Portfolio and Risk
Management, IFC

Moderator: Ms. Mary Elizabeth Ward, Manager, B-Loan
Management Division, IFC

11:30 a.m.-12:00 p.m.
B-Loan Website: Proposal for a New Market Place
for Secondary Sales
Presenters: Mr. Andy McCartney, Managing Director, eHatchery LLC

Mr. James Smouse, Project Manager, B-Loan Website, [FC

Internatlonal Securities, IFC
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12:00 p.m.-12:40 p.m.
Perspective on Globalization
Closing Speaker' Mr. Thomas L. Friedman, The New York Times
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and the Olive Tree and From Beirut to Jerusalem

1:00 p.m.—2:30 p.m.
Lunch
Keynote Speaker: Mr. Horst Kéhler, Managing Director,
International Monetary Fund

2:45 p.m.—5:00 p.m.

Seminar: Uncomin

o Trancactions ecent Restructurines
Seminar: Upcoming Transactions, Recent Restructurings
and New Initiatives
2:45 p.m.-3:45 p.m.
Tuntex Petrochemicals: Restructuring Case Study in Thailand
Speakers: Ms. Vera Reusens, Senior Manager, Global Export and
Project Finance, Fortis Bank

Mr. Eric ]ourdanet Senior Investment Officer, Oil, Gas, and
Chemicals partment, IFC

Ms. Alma Ourazalinova, Participations Officer, Syndications and
International Securities, I[FC

Moderator: Mr. Rashad-Rudolf Kaldany, Director, Oil, Gas, and
Chemicals Department, IFC

Investing in Power in Central America

Speakers: Ms. Sarah Slusser, Vice-President, AES Americas

Mr. Haran Sivam, Senior Investment Officer, Power Department,
IFC

Moderator: Ms. Stefania Berla, Principal Syndications Officer,
Syndications and International Securities, IFC

Banorte: Financing Long Term Leases in Mexico
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Ms. Debra Perry, Financial Specialist, Financial Markets—Latin
America, IFC

Moderator: Ms. Toyin Adeniji, Syndications Officer, Syndications and
International Securities, IFC

4:00 p.m.—5:00 p.m.

Sneakere: Mr Geore D Rraune. Sen
Speaxers: Mr, Georg L praune, Ssen

Dresdner Kleinwort Benson

ior Vi
1V

Mr. Dong Liu, Investment Officer, Infrastructure Department, IFC

Mpr. Frangois ]. Grossas, Principal Syndications Officer, Syndications
and International Securities, IFC

Investing in Environmental Projects

Mr. Brooks Browne, President, Environmental Enterprises
Assistance Fund

Moderator: Mr. Louis Boorstin, Manager, Environmental Markets
Group, IFC
Kronospan: Romania and IFC’s Regional Strategy

Speakers: Mr. Christopher Goss, Principal Investment Officer,
Mr. Georgi Petrov, Senior Investment Officer, and
Mr. Zahid Yousaf, Investment Officer, Southern Europe and
Central Asia Department, IFC

Moderator: Mr. J. Michael Swetye, Principal Syndications Officer,
Syndications and International Securities, IFC
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ANZ Investment Bank
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Banca Nazionale del Lavoro

Banco Santander Central Hispano

Banco Santander Central Hispano

Banco Santander Central Hispano

Banco Santander Central Hispano

BANESTO
BANESTO

Bank of Amernca

Bank of America Secunties LLC

Bank of Tokyo-Mitsubishi, Ltd

Bank of Tokyo-Mitsubisht, Ltd.
Bank of Tokyo-Mitsubishi, Ltd
Bank of Tokyo-Mitsubishi, Ltd

Bankgesellschaft Berlin

Banque Generale du Luxembourg

Banque Generale du Luxembourg

Barclays Capital
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Mr. Robert Lisi

Mr. Jose Miguel Arigita
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Mr. Jose Yepez

Mr. Manuel Bramao

Ms. Gema Sacristan

Mr. Mark Tristant

Mr. Javier Radriguez

Mr. Luis Basagoiti

Ms. Audrey Zuck

Ms. Anne Predieri

Mr Atsumasa Tochisako

Mr. Hiroshi Azuma
ivir. Michiniro Enomoto
Mr. Shinichi Hongo
Mr. Herc van Wyk

Mr. Anthony Smith-Meyer

Mr Michele Liebermann
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Vice President

Senior Vice
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Director

Chief
Representative
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Director
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Director
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Bayertsche Landesbank Girozentrale

BBVA
BBVA
BLB Iaternational Co.

BNP Paribas

BNP Paribas

Caisse Nationale des Caisses d'Epargne

Caixa Geral de Depositos

Caja Madnd

Caja Madnd

Caja Madnd
CDC IXIS (Caisse des Depots et Consignations)
CiC Credit industriei et Commerciai

CIC Credit Industriet et Commercial

Citigroup Investments inc.

Credit Agricole Indosuez

Credit Agricole Indosuez

Credit Agricole indosuez

Credit Agricole Indosuez

Mr. Dietmar Rieg

M. Enich Michet
Mr Marco Achén
Mt. Brieuc Le Bigre

Mr William El Karak

Ms Agnes Michel

Mr. Yves Koddentzsche

Mr Dale Prusinowski

Ms. Ana Rios

Ms Mana Arenal Bello

Ms. Soledad Romero
Ms. Celine Scemama
ir Lionei Waiter
Mr. Mark Palin

Ms Selma Storm

My, John Gilhland
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Mr. Patnck Blanchard

M. Patrick de Chocaqueuse
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President
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Credit Lyonnais

Credit Lyonnais

Credit Swsse First Boston Corporation

Dai-Ichi Kangyo Bank, Ltd.

Dai-Ichi Kangyo Bank, Ltd.

Dai-ichi Kangyo Bank, Ltd.

Darby Overseas Investments, Ltd.

DEG - German Investment and Development Company
Delphos International

Den Norske Bank

Deutsche Bank

Deutsche VerkehrsBank AG
DEXIA
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Dresdner Bank Lateinamerika AG

Dresdner Bank Lateinamerika AG

Dresdner Bank Luxembourg S.A

Dresdner Kieinwort Benson
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Mr. Laurent Garaffini

Ms. Karine Legeret

Mr Takashi Miyake

M. Christopher O'Gorman

Mr. Tohru Tonoike

Mr. Tsunehisa Suita
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Mr. Rolf Grunwald

Mr. William Delphos

Mr. Enk Hammer
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Dresdner Kleinwort Benson
Embassy of Canada

Embassy of France

Erste Bank

European Bank for Reconstruction
and Development (EBRD)

First Union Bank
Fitch
Fitch

FMO

FMO
FMO
Fortis Bank

Fortis Bank

Fuji Bank, Ltd.

Fuji Bank, Ltd.

Fuji Bank, Ltd.
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HSBC Securities (USA) Inc.

HSBC Securities (USA) Inc.
HVB Group

IFPT Management Inc.

IFPT Management Inc.

IFU {The Industnialization Fund for Developing Countries)

Mr Jon Botes

Mr Stephane Charbonneau

Mr. Serge Couvreur

Mr Johann Breit

Mr. Lorenz Jorgensen

Ms. Nancy Tuomey
Mr. Gregory Kabance
Ms. Sheila Robinson
Mr. Klaas Bleeker
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Mr. Pierre Ceyssens

Ms Vera Reusens

Mr. Hitoshi Sejima
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Mr. Jeffrey Diehl
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Mr. David Creighton
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Mr. Jorgen Dan Jensen
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IFU {The Industrialization Fund for Developing Countries)

IKB Deutsche Industriebank AG

IKB Deutsche Industriehank AG
Industrial Bank of Japan, Ltd.

Industnial Bank of Japan, Ltd.

Industrial Bank of Japan, Ltd.

InfrastructureWorld com
ING Barings

ING Bank

ING Barings

Institute of International Finance, Inc

Institute of International Finance, Inc.
inter-Amenican Development Bank
Japan Bank for International Cooperation
Japan Bank for International Cooperation

Japan Bank for International Cooperation
JP Morgan Chase

JP Morgan Chase

JP Morgan Chase

JP Morgan Chase

Kreditanstalt fur Wiederaufbau
Landesbank Rheinfand-Pfalz

Landesbank Schieswig-Hoistein

i.azard Freres and Co. LLC

Lyonnaise de Bangue

Mediocredito Centrale
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Dr. Frank Schaum

Mr. Sy Rotter
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Mr. Enc Richstein
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Mr. Raul Vidat

Ms. Ehzabeth Wen

Ms. Michele Mangan
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Mr. Fred Schriever Il
Mr Sergio Saichin
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MIGA {Multlatera! Investment Guarantee Agency)
MIGA {Mululateral Investment Guarantee Agency)

Mitsubishi Internationat Corporation

Mitsu1 & Co. (U S.A), Inc.

Moody's investors Service

Moody's Investors Service

Natexis Banques Populaires

Natexis Banques Populaires

New York Life International
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Orrick, Herrington & Sutcliffe LLP

Rabobank International

Rabobank International
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RZB Austria

RZB Finance LLC
RZB Finance LLC

Sampo Bank

Sanpaolo IMI Bank
Sanpaolo IMI Bank
Sanwa Bank

Sanwa International plc

Sanwa International plc

Scotiabank
Soctete Generale
Societe Generale

Sovereign Risk Insurance Ltd

Sovereign Risk Insurance Ltd

Standard & Poor's

Standard Chartered Bank

Standard Chartered Bank

State Bank of india

Sumitomo Mitsui Banking Corporation (SMBC)
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Sumitomo Mitsui Banking Corporation (SMBC)

Sumitomo Mitsui Banking Corporation {SMBC)

Swedbank

Taytor-DeJdongh, Inc

Taylor-DeJongh, Inc.

TIAA - CREF

Transamerica Leasing Inc.

Transamerica Leasing Inc.

Vereins- und Westbank AG

Mr. David Gardner

Mr Yoshio Ogino

Mr. Per-Olof Uppeke

Mr. Frank Langhammer

Mr. Richard Parry
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