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h Community budget-guarantees in »respe'ct_o.f ll__?lBl_er’rding_ou_tsi‘dé'the.Community"-- /
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1. When the Counicil adopted ‘the dectsion ‘concerrﬁng""the guarantee for the EIB loan -

" “envelope . of ECU: 3. billion -in. favour..of central and -eastern  European. countries .in’ 3

'December 1993, the Council invited the’ Commrssron to examine with the EIB. the general -

o questron of whether to reduce the extent. of the guarantee granted by the Commumty m o

e respect of EIB extemal loans G :

: iThe Commrssron and the EIB presented a paper -in whrch it ‘was proposed to adopt a"

- guarantee scheme based on a blanket guarantee of 75% for all EIB loans outsrde the’ -
Commumty . : A

: Consensus on thrs proposal could not be reached and the Ecofm Councrl of 27. ll 95

- réquested that a study be’ prepared by the EIB and -the Commission on-a new guarantee . .

scheme which "devra envisager la possrbthte qu'une partte des risques découlant de l'activité .
-externe.de la Banque soit assumée par. celle-cr (par exemple le budget communautatre pourrart
) couvnr les nsques pohtrques et non pas les nsques commercraux) ' -

. 2 The EIB and the Comrmssxon services dlscussed the matter extensrvely, and a detalled -
;'study (appended to this report) was prepared by the EIB. It presents a thorough analysrs of - .~
‘ the guarantee lssue and consrders a senes of altematrve guarantee schemes o o

The EIB concludes that a SOlld budgetary guarantee scheme remams a cntrcal requrrement for
-~ it to preserve its prime position in capital markets which is the necessary condition for the EIB

St carry, out its-task within the Union and ‘miaintain. a high quality and divérsified loan
- portfoho The EIB considers that a guarantee scheme based on a straight. blanket coverage -~
' _femains by far the best option for the EIB, Member States and the Commission. Such scheme - .

" would be simpie-and inexpensive to. admrmster would involve no risk of litigation and would .

" be fully consistent with the EIB's Statute, mandates and current modus operandr Moreover, N

*the EIB consrders that the level of blanket coverage could be lowered.to 60%,. which would ',
- reduce by some 35% the. budgetary cost of guaranteeing Bank loans, thus helpmg to address‘ S
o 'the budgetary problem confrontmg the EC wrth respect to loans outsrde the Umon o '

”.However the EIB shows in the Study that a scheme under which nsks could be shared- :
‘between the EC budget and the Bank along the linés suggested by the Ecofin Coucil, namely
the .separation of political and. commercral risks, would also be feasible but would -entail. - -
 significant operational drawbacks. It would be more difficult and costly to administer, would
-~ involve risks of litigation,” would imply more labour- mtensrve proyect structunng, and could
_-result-in consrderable legal costs in case of default

. ‘1

The Commrssron on the other hand is of" the opmlon that a blanket guarantee scheme only‘ o

~ would not respect the Council's wrsh that-a genuine risk shanng between the EC Budget and

- "' the Bank will be implemented. The guarantee scheme outlined below implies a separation of ’
~commercial and political risk along the lines suggested by the:Council. This .scheme;
" _ accordingto the ‘Commission, would have no negative impact on the credit ratmg of the EIB,

= would be operatronal and would therefore represent an acceptable compromrse -solution.”



- g~

3. The guarantee scheme that is proposed by the Comnnssxon and could be acceptable to

the Bank would have the following main features:

» The Bank will assume commercial risks in a significant part of its lending outside the -
‘Community for the entire period covered by the new mandates. In the recent past, about
one-fifth of Bank loans outside the Community would have been amenable to a sharing of
risks between the Bank and the EC Budget. The share of such loans can be expected to
vary in accordance with the content of new mandates to lend outside the Community and
the availability of suitable projects and guarantees. But the Bank will seek to develop such
opportunities wherever possible. In such cases, the EIB will not require guarantees from
governments in recipient countries in order to avoid addlt:onal budgetary burdens on these .
‘countries.

o for those loans invelving risk sharing, the EC Budget would assume only selected political
” risks, namely the risks of currency non-transfer, expropriation, war and civil disturbance.
Al other risks would be taken by the Bank and be covered by adequate guarantees;

o the remaining part of the lending as well as the above mentioned political risks would be
jointly covered by a budgetary blanket guarantee of 50% of all loans signed with the
- deduction of repaid and cancelled loans, on a world-wide basis;

o . the adequacy of guarantees would remain a matter of professional judgemént by the Bank;

o the, ceiling for the renewal of on-going EIB mandates would remain subject to:
o the decision on the internal-external split of Bank operations as defined by the
- Bank's and the Union's decision-making bodies so as to maintain the essentially

European focus of Bank lending;

, « the resources available in the Reserve associated with the Guarantee Fund for
N external operations, once adequate amounts have been set aside to make

provisions for Euratom and possible balance of payments loans;

o the new guarantee scheme would be apphcable to new mandates for Bank external
lendmg s .

Annex: 1 _(Doc.BEL 96/189 — Annexes 1 3 1)
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Executlve Summary

: The attached report is a preliminary version of the study on the budgetary guarantee
scheme for Bank loans outside the EU which was requested by the ECOFIN in November 1995
and that might be presented to the COREPER and, if possible, the ECOFIN by June. It has been
' prepared by the Bank aﬁer extensrve discussions with the services of the Comnussron

" The background to the study is presented in Part 1 The budgetary guarantee 1ssue is of
utmost importance to the Bank and the Union both over the long run (decisions on this issue
*.could have profound implications on the Bank's activities both within and outside the Union) and
in the shorter term because this issue is an unportant element in the timely renewal of the three

| mandates ending in 1996

‘The main. analytrcal conclusmns of the study are presented iriPart'2. It shows that the
current guarantee scheme has worked satisfactorily, has served the Union and the Bank well, and |
has been, for the Community, a least-cost solution to carry-out ari important component of the
EU's aid and co-operation policy. Strong budgetary guarantees have been i necessary to ensure the
compatibility between the Bank's highly leveraged financial structure (which is different from that
of other international financial institutions Which effectively have 100% equity/guarantee cover)
lending to developing country borrowers (which involves significant risks) and access to capital
markets on the finest terms, which is a necessary condition for the Bank to be able to fulfil its
mandate wrthm the Union. : . o .

Regardmg future operatrons out51de the EU, a sohd budgetary guarantee scheme remains a\
~_«cnt1ca1 requirement for the Bank because of =

« the critical need to avoid any deterioration of the Bank's rankmg wrthm the AAA
" category.. Weaker guarantees could result in higher borrowing costs for the Bank in capital -
markets, which would make Bank lending rates less attractive and would make it very difficult - -
for the Bank to maintain a high quality and.diversified loan portfoho within the EU. .

o " the srgruﬁcant risks inherent to lending to developmg country borrowers (as 111ustrated mter
alia, by the increase in arrears on Bank loans outside the EU);

o the decline i in the average quality of Bank borrowers outside the E.U that would result from the
- evenual enlargement of the Union. . : ‘

- o the poss1ble erosion of the de facto preferred credltor status that has protected Bank loans to
- date: :

The operational conclusions of the study are presented in Part 3. It concludes that of the

. four guarantee schemes that have been thoroughly analysed in the study, only two schemes would
. be consistent with the Bank's Statutes and lending policies as well as with the preservation of the -
Bank's role within the EU. These two schemes are based respectively on'a 60% blanket coverage
~ or on a combination of the separation between political and commercial risks (suggested by the .

ECOFIN) with a blanket coverage (§ 3.4). Both schemes would reduce by 35% the budgetary
cost of guaranteeing Bank loans. In contrast, a loss-sharing arrarigement project by projec't ora.
. fixed budgetary coverage could have considerable adverse implications for the Bank. . The minor
immediate budgetary benefits to be gained from these schemes are dwarfed by the considerable -
risks they could imply for the Bank in its operations within the EU and the necessary upheaval in
. the delicate balance of responsibilities between the various European institutions and Member

States for pohcy outside the EU. - :

A




1. Background

The ECOFIN asked the Bank and the Comrmssron, in November 1995, to report before
the end of 1996 on a new guarantee system The study was requested because of

e a growmg awareness ofthe need to reconcile pressing budgetary constraints with the
expansion of Bank operations outside the EU to support the Union's external policy.

« the feeling by a few Member States that the system under which all risks involved in Bank
lending outside the EU are covered fully by a budgetary guarantee should evolve, and that
the Bank could take part of pI'Q]eCt risks on its portfolio. :

" As mentxonned at the January 29, 1996 Boaxd meeting, the Management of the Bank
consrders that the budgetary guarantee issue is of utmost importance to the Bank and the
“Union. Over the long run, any decision in this regard could have profound u'nphcatlons on the
Bank's activities both within and outside the Union. In the short run, this issue is-an important
element that conditions the global renewal of the three mandates ending in 1996 (Central and .
Eastern European Countries-CEEC-, Mediterranean countries-MED-, and Asia and Latin
Amenca-ALA) Indeed, the Commission stated repeatedly that programmed appropriations for
the Guarantee Fund together with the current provisioning rules do not allow the renewal of the
various Bank mandates to lend outside the Community at their current level. In any event, the
‘overall level of Bank lending outside the EU, and therefore the country mix of its loan portfolio, -
will remam a matter for the Board and the Council to.determine. .

Two overriding concerns have led the efforts of the Bank i in dra.fung the study and
: 1dent1fymg solutrons surtable to the EC and the Bank: .

Optumse the budgetary guarantee scheme to limit its cost to the EC budget. white
: preservmg an adequately strong protéction of the Bank's assets. :

o Avoid that the new guarantee scheme result in a fundamental change in the role of the
" Bank in the EU as a central financial institution and minimise its overall costs to the Bank.

The attached report isa prehrmnary version of the study the Bank and the Commission
mrght present to the ECOFIN, possibly in June. ¥ This draft study was discussed extensively wrth
the services of the European Comrmssmn, but represents the Bank s conclusions. :

2. . Main Analytical Conclusions

'Preservmg the competltrveness of the Bank in capltal markets is a cntlcal
requlrement '

The Bank was given the dual mandate (almost unique among supranatronal financial -
mstrtuttons-SFIs) to finance investment projects both inside and outside of the European Umon, it

1 The annexes ‘mentionned in the Study are available upon request.
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being understood that operattons m51de the Umon are the Bank's clear pnonty and should notbe
affected by lending activities outside the Union. The Bank has a umque customer base that ranges
from prime European borrowers (bank and corporate AAAs who are in‘a position to compare o
systematically the terms offered by the Bank to those of alternative sources of finance) to weaker
borrowers both within and outside the Union. Therefore, more-than other SFIs, the Bark has to '
be competitive in international capital markets, i.e., has to be able to raise resources or the finest

“ terms possible, if it is to carry out successfully its task within the Union in full compliance with its
Statutes and the subsmhanty principles, thle rnamtammg a hlgh quality and balanced portfolio.

The Bank's hlgh asset quality has been one. of the factors that have enabled the’ Bank to be
seen as one of the best credits in the world within the AAA category, and make it possible to raise
funds at terms-often more attractive than other AAA credits. A necessary condition for the Bank -
~ to be able to continue to raise resources on such attractive tenns is for its financial strength to
remain unquesttoned « )
Any notable weakemng of the budgetaty guarantee scheme for Bank loans outs1de the
- Union could result in a deterioration of the Bank's ranking within the AAA category (negattve ‘

unphcatrons on the perception of EIB bondholders and the assessment of credit rating agencxes)
which would result in higher borrowing cost. . This would make it difficult for the Bank to - ="
“maintain a high quality and balanced loan portfoho wrthm the EU, and would ]eopardlse the _' S
; _ﬁllﬁlment of i tts mandate b
The Bank's financial structure is cost-eﬂ'ecttve to shareholders but is not consnstent wrth
tnherent nsks of lendlng to developmg countnes o

L The Bank was g:ven a gearing pohcy srgmﬁcantly less restrictive. than that of fmost other
SFIs 2 reflecting the nature of risks to be taken by the institution (most of i its lending is to be

" extended in Member States), thus limiting the budgetaxy cost of the institution for-its shareholders.

. However, the resulting balance sheet structurg is not consistent with the significant risks inherent

to lending to developing country borrowers, in parttcular the catastrophic risks such as those that

occur, for instance, on the occasion of debt cnsrs which a.ﬁ“ect developing countnes on a more or .

- less regular ba515 SRS i

The necessary condtuon 0 ensure the compatlbthty between a highly leveraged balance
sheet structure, operations in developmg countries (which involve significant risks) and- access to

o capital markets on the finest terms is therefore the avatlabtltty ‘of solid budgetary guarantees to

~ cover loans outside the territory of member states.

The Bank‘s unique I modus operandl outsrde the EU is predlcated on the avallablhty of
strong budgetary guarantees : / .
| * Unlike other SFIs, the Bank conducts its operatxons outsxde the Union under pohttcally- :
motivated mandates and operates in countries that are not its shareholders. Indeed, Bank lending
; outsrde the Umon is based pnmanly on dec1s1ons taken by the Counc1l of Mmtsters The chonce of

2 By statute; the Bank's loan and guamntee commttments cannot exceed 250% of. subscnbed mpxtal, wtnch is )
considerably higher than for most other SFIs which are limited to lending no ‘more than 100% of thexr pald-m and
- callable mprtal and therefore in effect beneﬁt from a 100% guarantee L
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beneficiary countries is not only subject to the Bank's financial and economic criteria, but first and
foremost, the result of political considerations that often expose the Bank tdsngmﬁcant sovereign’
risks. Also, the Bank is almost the only SFI that operates in countries that are not its shareholders
and are not directly interested in the financial well-being of the institution. The necessary corollary .
of these essentially political decisions has been the availability of strong budgetary guarantees to
protect the Bank from the significant risks inherent to its.activities outsidé the EU and to obviate
the‘pohncally-sensxtlve need.for the Bank or the Comrmssron to dxscnmmate among countries
aceordmg to thetr creditworthiness. ~ .

Another specrﬁcny of the Bank is that its operations outside the EU are very dlverse in-
nature and include IBRD-type operations (loans to middle-income developing countries, mostly to
the public sector with sovereign guarantee), IDA-type operations (loans to low-income developing
countries, mostly to the public sector) and IFC-type operations (loans and equity funding for
private sector entities generally in middle-income countries). The availability of a full budgetary
-~ guarafitee onloans outside the EU has made it possible to handle these diverse operations in a

.single institution with limited staff resources. (Of note, turnover per head in the Bank for
* operations outside the EU was, in 1995, about seven times as high as in the IFC and the EBRD).
. Using the Bank to support investments outside the EU with adequate budgetary guarantees has -
been the least cost solution to the EU. Any new guarantee scheme will have to reflect the unique
diversity of Bank operatrons outside the Umon and preserve the "least-cost" feature of the present
arrangement »

The statutory reqmrement for adequate guarantees

The Bank's Statutes and lending policies, as well as previous decisions made regarding:
budgetary guarantees reflect the general awareness. of the need to protect the integrity of the
Bank’s baiance sheet to preserve the Bank's role vnthm the Union.

By its Statutes the Bank has to reqmre adequate guarantees for each loan Article 18(3)
of the Statutes provides that when lending to a body other than a Member State, the Bank shall
make the loan conditional either on "a guarantee from the Member State in whose territory the
project will be carried out or ... on other adequate guarantees." - When allowing by way of
derogation the Bank to finance under Art. 18(1) of the Statutes projects outside the Union in
developing countries, the Board of Governors has, in analogy to Art. 18(3), always made such
derogation conditional upon the availability of a Member ‘State or a Union guarantee as most \
lending outside of the Union was extended to public sectors borrowers with soverexgn guarantees,
none of w}uch could be considered adequate as per Art 18(3). .

The current guarantee scheme has served the EC and the Bank‘well

The study shows that the current guarantee scheme has been fully justified, has been used
~ In a responsible manner by the Bank, and has served the Union, the Bank and its customers well. It
has functioned satisfactorily both from an administrative standpoint (it has been simple and cost-
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. eﬁ'ectxve to operate in: the Bank and the Comnussxon) and from a budgetary pomt of view ('Bank
calls on the. budgetary guarantees have been minor)' 3" --

* %k %

A sohd budgetary guarantee scheme remams a cntlcal requrrement for the Bank

_ In view of the above and as the Bank's loan portfoho wrthm the Umon 1s charactensed by
greater exposure to the private sector, the Management of the Bank considers that- any new

guarantee scheme will have to continue to provrde strong backmg to Bank loans outside the EU
because of : : . :

¢

. the crmca.l need to avoxd any detenoratlon of the Bank ] rankmg w1thm the AAA category,

e the s1gmﬁcant nsks inherent to lendmg to developmg country borrowers (as ﬂlustrated mter
alia, by the increase in arrears on Bank loans outside the EU;

.o "the dechne in the average quahty of Bank borrowers outs1de the EU that would result from the
A eventual enlargement of the Umon - )

;e 'the possrble erosron of the de facto preferred credrtor status that has protected Bank loans to
o date . .

3. Mam Operatxonal Conclusnons on Alternatlve Guarantee Schemes A

o * The1 main critenia to assess guarantee schemes should be therr consrsténcy wrth the Bank'
Statates and lending policies, their effectiveness in the sense that they do not Jeopardtse the Bank's
role within the EU, and their operational efficiency. In view of these policy requirements, four -

different guarantee schemes have been analysed on'the basis of the Bank‘s current operations : and
risk werghtmg outside the Umon . :

3.1 Scheme 1. Sharing losses ona progect by pro_|ect basrs

A Durmg the 1995 dlscusswns on the Guarantee Scheme a few Member States suggested _
that the possibility that the Bank and the Budget share risks on a project by project basts should be :
considered. Under this scheme, the Bank ‘would benefit for instance from 2 75% budgetary .
_ guarantee, loan by loan regardless of the nature of the borrower/guarantor In the event of’
default, the Bank would be entitled to call on the budgetary guarantor up to only 75% of the -
‘arrears, while it would have to bear the remamlng amount of the loss In fact, such a scheme
would be a plain loss-shanng arrangement : '

The study shows that a pro_;ect-by-prOJ ect loss shanng scheme would most hkely be
. perceived as a weakening of the guarantee scheme--and of the Bank's balance sheet--and could
result in higher bon'owmg costs in capital markets. This would jeopardise the Bank's actmtres ,

- .3 Since the begmmng of Bank activities outsrde the EU loans for about ECU 12 billion were signed whﬂe the net
cost of calls on guarantees has been hmned to ECU 105 mn as of end-1995 ' .
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within the EU and make it very difficult to maintain a high quality and diversified loan portfolio.
Such a scheme would not be consistent with normal banking practices because it would result in
certain losses whenever a debt service default occurs, forcing the Bank to bear significant -

- sovereign and other political risks that cannot be covered by adequate third party guarantees.

Moreover, it would not be consistent with the Bank's Statutes and lending policies because a
partial budgetary coverage prolect-by-prOJect cannot be deemed adequate. This scheme would

. lead the Bank to concentrate its operations in the least vulnerable countries and discontinue A
operations in the more risky ones, which could have profound political unphcatxons (transfers of
responsxbxlmes from the Council to the Bank)

3.2 Scheme 2: A ﬁxed cellmg of budget commitment

Under this scheme, the Budgetary Authonty would fix the amoum of the budgetary
guarantee at a certain specified level. Within the given volume of budgetary guarantee, the Bank
would decide the level of lending and guarantee it deems appropriate in view of the risks involved
in various countries and projects. :

The s}udy concludes that this option has severe drawbacks that more than offset its - -

- .possible benefits: it would be more costly to operate thanthe current scheme, could harm the
Bank's effectiveness as an essential tool of the EU's economic policies, and would not be
consistent with the Bank's Statutes (were it to be expected to yield significant budgetary savings)
nor with the spirit of the various mandates which give all countries concéerned access to Bank.
loans. At any rate, as in scheme 1, it would transfer to the Bank the responsibility of choosing
‘between countries and regions, which would not be compatible with policies so far.

33 Scbeme 3: The Bank's Pre_ferred,Guara:itee Scheme

The study concludes that the most cost-effective guarantee scheme that optimises the EU
financing instruments is based on a blanket coverage of Bank loans outside the EU by the EC
Budget. Compared to the guarantee scheme discussed last year, it could feature a lower level of
coverage provided the blanket coverage is globalised world-wide; as proposed last year, the
blanket guarantee would cover only all loans signed minus loans cancelled and minus
‘ .reunbursements

The appropriate method to 1dent1fy an adequate level of blanket coverageistodoa
‘comparative analysis of the Bank's gearing policy with that of other SFIs. In that regard, one way
to restore for Bank loans outside the EU an eqmty backing of 1:1 typical in multilateral
development banks would be for the budget to cover at least 60% of risks, since under the Bank's
gearing policies, the capital of the Bank can cover only 40% (1/2. 5—40%) of the overall risks of
lending outsxde the Umon

-The 60% globahsed scheme would present con51derable advantages compared to
. alternative schemes;

e _ it would help to solve the budgetary dilemma by hmmng the budgetary expendlture
required to support Bank loans outside the EU. Indeed, reducing the blanket coverage to -



60% from the current 100%/75% would reduce by 35% the budgetary cost of .
guaranteemg Bank loans;: ' :

o it would safeguard the effectiveness: of the Bank as an essential instrument to promote the o
~ balanced development within the Union while hrmtmg at a minimum the equrty
, contnbutrons by- Member States ‘

it would be eﬂicnent from an operatrona] standpomt it would be as s1mp1e and i mexpensrve
to operate as the current scheme » ~

e it would be fully consrstent wrth the Bank's statutes mandates and current modus .
operandi:

3.4 Scheme 4: Combining a separatlon of polltlcal and commercnal nsks w:th a

. blanket coverage

. The Bank has also given thought to the possrbrhty of a guarantee scheme under which, in -

- appropriate cases, risks could be shared between the EC Budget and the Bank along the lines.

-suggested by the ECOFIN (poht1ca1 versus commercial rxsks) .The Comrmssron sees attractlons in- .
such an approach ‘ :
However, experience in polmcal nsk insurers has shown that separatmg poht1ca1 and
commercial risks is most difficult and contentious, and that basing a guarantee scheme on this
- distinction could result in significant operational difficulties. Moreover, the Bank is exposedtoa .
broad and complex series of political risks because it lends to public and private sector borrowers. |
~ Given this background and to be consistent with the Bank's Statutes and leriding policies; any
- scheme based on the separatron of poht1ca1 and comrnercral nsks should be structured as follows

. Case 1: When adequate th1rd party guarantees can be secured by the Bank (thls would be the
~ case in general for loans to private sector borrowers, which accounted for over 30% of total
. Bank loans outside the EU in 1995) the budgetary guarantor would cover only the risks-of ‘
- currency non-transfer, expropriation, war and civil disturbance; all other risks would be taken -
by the Bank, and be covered by adequate guarantees by first cIass banks or corporates

- o Case2: When no adequate third party guarantees can be moblhsed by the Bank (this would be
- the case essentially for loans to public sector entities), the loan would be covered fully by the
budgetary guarantee. In this case, the budget would cover essentrally the risk that the
soverergn/pubhc sector borrower/guarantor default on its obligations to the Bank Such a nsk .

Lisin ﬁne exclusrvely pohtlcal for the Bank (as explamed in§ 3.4 of the study)

e The overall coverage of the Bank's total loan pord'oho outsrde the EU could be lowered to
60% (down from the current 100%/75%), as under the Bank's preferred solution, with the
- same favourable budgetary unphcatlons as under Scheme 3. However, it has tobekeptih {
mind that such a reduction in the level of global coverage could be considered only on the
basis of the average country creditworthiness resulting ﬁom the current mandates :

. L; _Were such a scheme to be adopted, appropriate loan-loss provisions would have to be made by
the Bank The cost. of these would have to be borne by the Bank, and ultrmately by the -

v
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rec1p1ents of the loans. As a corollary, this type of risk shanng may allow a lower prowsromng
in the Guarantee Fund. (Thxs\would be a matter for the Budgetary Authonty to decxde)

o Inany event, judgement on the adequacy of guarantees would have tobea matterof
professional judgement by the Bank and its Board of Directors. However, one could envisage
that the performance of the new guarantee scheme be monitored ex post.. -

. Itis obvious that such scheme would, compared with the Bank's preferred solution as
described in § 3.3., involve several operational drawbacks. It would be more difficult and costly
. to administer, would involve risks of litigatiori, would zmply more labour-intensive pro_aect
structurmg, and could result in considerable legal costs in case of default :

-4, Proposals

. Given the urgency and unportance of the matter for the Bank's future actwrty outsxde the
Union, in particular for the timely renewal of important mandates and for the Bank to be able to
prepare these new activities, the Management Committee seeks the Board authority.to negotlate
in consultat:on thh the Comrmsswn, a new guarantee scheme as follows

o the Bank gives preference to a guarantee scheme on a globahsed basrs along the lines of and
for the reasons gwen under, § 3.3. above; : . o

e however, the Bank should not exclude the possxblhty of developmg a variant under whrch the
- Bank could sha.re risks wrth the EC Budget along the lines expla.med under §3.4, above

"The Board would be kept informed on the development of these 'negotlatlons. T
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| =Introducti6n

- The ECOFIN asked the Bank and the Comnussron, in November 1995, to report before
the end of 1996 on a new guarantee system (see ECOFIN demsron m Annex 1) The study was'
launched because of : _

o a gr'owing awareness of thie need to reconcile ‘p’ressittg budgetary constraints wrth "the e
s expansron of Bank lendmg outside the EU to support the EU's extemal policy. o0

e the feelmg by a few Member States that the system under which all nsks mvolved in Bank
lending outside the EU are covered fully by a budgetary guarantee should evolve ‘and that’
the Bank could take part of pro;ect nsks on its portfolxo

The budgetary guarantee issue'is of utmost importance to the Bank and the Umon
" Over the long run, any decision on this issue could have profound unphcatlons on the Bank's
activities both within and outside the Union. In the:short run, the guarantee issue is an unportant
‘element that conditions the tune]y and global renewal of the three mandates endmg in-1996
- (Central and Eastern European Countries-CEEC-, ‘Mediterranean countries-MED-, and Asia and
Latin America--ALA). Indeed, the Commission stated repeatedly that programmed appropriations
for the Fund together with the current provisioning rule are not consistent with the renewal of the -
~ various Bank mandates to lend outside the Community at their current level and would a]low no
new macro-econormc assistance loan from 1997 onwards.
The present report isa prehmmary versnon of the study the Bank and the Comrmssron e
nught present to the ECOFIN. It aims at proposmg solutions predxcated ona ngorous and
‘ thorough analysrs of : d i

+ Bank lending out51de the EU in the context of the Bank's global actrvrty and the assocrated
risks/constraints; - ‘

"« cufrent practices in other financial i institutions (1n particular Supranatlonal Flnancral

- Institutions—SFIs-- and Export Credit Agencies--ECAs--) as well as in institutioris * ,
- specialised in risk coverage, to 1dent1fy the re]evant “state of the art" practnces ina rapldly -

evolving busmess envrronment : - ‘

‘The report features three Parts.” Part 1 presents the specrﬁcrtles of the Bank that explam
. the need for strong budgetary guarantees on Bank loans outside the. EU. Part 2 presents the
+ structure, operations and performance of the current budgetary guarantee- scheme Part 3 provxdes
a crmca] assessment of various guarantee schemes alternative to the current scheme

. The Bank s preferred option is presented in. §3 3. and con51sts ina guarantee scheme based
 on a blanket coverage of Bank loans putside the EU (with the blanket coverage being lowered
-possibly to 60%, from the present 100%/75%) and that would operate broadly along the lines of
~ the present scheme, thus preserving its simplicity and cost-effectiveness. In congrast, the services
- of the Commission favour another guarantee scherhe, combining a risk sharing between the Bank
- and the budget along the commercial versus political lines with a blanket coverage (see § 3.4).
While the Bank con51ders that the latter guarantee scheme 1s feasxble and con51stent with 1ts
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Statutes and policies, it would nonetheless have operational drawbacks that make a guarantee
scheme based on a straight blanket coverage preferable -

1. The Specnﬁcmes of the Bank and the Need for Strong
'Guarantees on Loans outside the EU -

1.1  The Bank's tlered dual mandate imposes a umque competltlvenoss lmperatlve

The EIB is the "house bank" of the European Umon prowdmg long-tenn loans for capltal '
investment to further EU pohc1es with resources raised in the international capital markets. As
such, the Bank has been given a dual mandate that is almost unique among supranational
financial institutions (SFIs) to finance investment. prOJects both inside and outside of the European
Union. While the Bank was created to promote economic development and cohesion within the - -
EC, it has also been agreed since the early 1960s that using the Bank as an instrument of the EC's-
aid and external policies was the least-cost solution for the Community (see §1.2).

- However, there has always been a general agreement that the Bank's main remit is the
promotion of economic development and cohesion within the Union, and that financial co-
operation with third countries should not interfere with the Bank's main task. This was
stressed again in the November ECOFIN decision.. Because of this tiered dual mandate, the
Bank has a unique customer base that ranges from prime European borrowers(bank and.. '
~ corporate AAAs who are in a position to compare systematically the terms ‘offered by the Bank to:: .

. those of alternative sources of ﬁnance) to weaker borrowers both w1thm and outsxde the Umon

Therefore the Bank is, more than any other SF], subjected to the Imperatlve to be
competitive in international capital markets, i.e., has to be able to raise resources in
international capital markets on the finest terms possible, if it is to carry out successfully its task-
within the Union in ful] compliance with its Statutes and the subsidiarity principles. Excéllent
asset quality, solid financial structure and strong membership support have enabled the Bank to
secure a AAA rating from all rating agencies and to be universally seen as one of the best credit in
* the world within the AAA category. This has enabled the Bank to secure the best possible terms
in international capital markets, and to raise funds at terms often more attractive than other
AAA credits. This has been an essential asset to the Bank given its customer base and has
enabled the Bank to maintain a high quallty and balanced loan portfolio. The xmperatwe to
offer very attractive terms to its customers is reflected also in the Bank's on—lendmg margm, which
is the finest of those practlsed by SFIs (See Annex 2) S

A necessary condmon for the Bank to be able to continue to raise resources in
capital markets at the best possible terms is for its financial strength to remain :
unquestioned. Animportant factor influencing the perception of the Bank's financial strength is
the quality of its loan portfolio, which is essentially determiried by the. financial viability of its 4
borrowers and guarantors. ‘The perception of the strength of the Bank's loan portfolio outside the
EU depends in  part on the budgetary guarantee. L : :



-3

Therefore, the perception that the guarantee scheme for'the Bank's operations. outside the '
Union is weakened would most likely have negative unphcat:ons on the perception of EIB
bondholders and the assessment of credit rating agencies and could result il higher borrowmg
costs. This would Jeopardlse the Bank's role in its core markets, make it very difficult for
the Bank to maintain a high quahty and balanced loan portfolio, and jeopardise the . _
fulfilment of the Bank's mandate within the Commumty, which would be detnmental to the
Bank, its shareholders and its customers S _ ‘

R The Bank's financial structure is cost-eﬂ'ectlve to shareholders but i is not
- ‘consnstent thh mherent risks of lendmg to developmg countnes ' :

“The Bank was gwen a gearmg pohcy s1gruﬁcantly less restnctlve than that of most other

supranational financial institutions (SFIs), reflecting the nature, of risks to be taken by the

- institution (most of its lendmg is to be-extended in Member States), thus limiting the budgetary. -
" cost of the mstltunon forits shareholders. By statute, the Bank's loan and guarantee commitments
‘cannot exceed 250% of subscribed capital, which is considerably higher than for most other SFIs
which are hnuted to, lendxng no more than 100% of their paid-in and callable ‘capital. (See Annex 3
fora companson ‘of SFI's finaricial structure). The-only other notable excepuons tothe 1:1
- gearing ratio rule are the Nordic Investment. Bank (2.5:1 as for the Bank) and the IFC (with an .
unphcxt gearing ratio of 3.3:1 resulting from the rule that the sum of paid-in capltal retamed
» earmng and general loss reserves must ‘be at least 30%. of nsk assets) ' :

Bemg managed conservatwely, alI SFIs tend to maintain thelr actual gearing at a much
: lower level than allowed under their statutes. The Bank and the Nordic Investment Bank (NIB): .

" have the hlghest ‘actual gearing ratios; measured either with paid-in capital or subscribed capltal

‘whxch reﬂects in- large part the higher average quality. of their loan portfolio: Despite hlgher
geanng and leverage limits; IFC has.been more equity-intensive than the Bark, with a geaning ratio
measured onpaid in. capltal at.147%, compared 10-427% for the World Bank, some ‘600% for NIB
and some 660% for the Bank (See Annex 3). ' Other SFIs tend to have very conservative gearing .
ratios and' thexr lendmg activities are therefore more equity-intensive (i.e.; more costly in budgetary
terms for thelr shareholders) than in the Bank, due to the inherent nsks of lendmg to developmg

- countnes s L ) ' . s

. ~ Supranational Financial institutions: Gearing Ratios - - $
-+ 700+ based on paid-ln capital -

" a0l

-
.m-

" 1004
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' This reﬂwts IFC's statutory reqmrement that subscnbed mpxtal be largely paid in, v\hxch dxstmgmshes the IFC -
from all other SFIs that have eap:tal bases consmnng largely of eallable eapnal '

R



In sum, the Bank's financial structure requires considerably less budgetary support
from, and represents a smaller contingent liability on, its shareholders than in other SFIs.
At present, only ECU 4 of paid-in capital (ECU 13 of paid-in capital and reserves) are needed to
- support every ECU 100 lent by the Bank while ECU 8 (respectively ECU 21) are necessary in
typical Multilateral Development Banks (MDB including AfDB, AsDB, IADB and IBRD) and
- some ECU 34 (respectively ECU 50) in IFC and EBRD, the very high equity-intensity of the latter
institutions reflecting the high risk inherent to their lendmg and equity investment activities
targeting the private sector.

Were the EU to set up a new European Development Bank taking over the Bank's
activities outside the EU (or to create a special section within the EIB with its own balance sheet
and capitalised separately) with a financial structure comparable to other SFIs, the necessary paid-
- in capital (and reserves) would be in the range of ECU 2 billion (based on the average actual
gearing of MDBs) to ECU 5 bn (based on the IFC and EBRD actual gearing). Therefore, the use
of the Bank to carry out lending mandates outside the EU with strong budgetary guarantees
results in substantial budgetary savings in terms of equity contributions by Member States
(between ECU 0.8 billion and ECU 3.6 billion), which more than oﬁ'set the budgetary costs of the
current guarantee scheme.

Capital-Intensity of SFI Lending Activity (1994)

JECUs of capital requred to support ECU 100 kest)

IFC and EBRD Typical MDB EB

However, the Bank's balance sheet structure that results from its gearing policy is not:
consistent with the significant risks inherent to lending to developing country borrowers, in ;
particular the catastrophic risks such as those that occur, for instance, on the occasion of debt
crisis which affect developing countries on a more or less regular basis. The necessary

~condition to ensure the compatibility between a highly leveraged balance sheet, operations
in developing countries and access to capital markets on the finest terms has been the-
availability of very solid budgetary guarantees to cover loans outside the territory of
member states. Rating agencies have repeatedly stated that a high gearing ratio at the Bank is
not a material weakness because of strong asset quality (and firm shareholder support). For its
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Operattons in member states, asset quahty 1s predrcated on the strong credrtworthmess of Bank
borrowers/guarantors, while for its operations outside the EU asset quality is, from the standpomt
of rating agencies, largely predlcated on the strength of the budgetary guarantee. (See section-2

" fora presentatron of the Bank's current budgetary guarantee scheme. Of note, NIB has a similar -
‘financial structure and its operatrons outside the Nordic area are- covered by very strong budgetary :
guarantees 2) .

_‘ 13 A Umque Modus Operandr Predxcated on the Avallabrllty of Strong Guarantees
1.3. 1. Pohtncal nature of Bank mandates to lend outside the EU '

_ Bank lendmg outside the Umon is polmcally motivated and is based pnmanly on -
decisions taken by-the Council of Ministers (see Annex 4 for a summary of the various ‘mandates
‘to lend outside the EU). The choice of beneficiary countries is not only subject to the Bank's
financial and economic criteria, but first and foremost, the result of political consrderatlons
that often expose the Bank to srgmﬁcant sovereign risks. In MED and CEECs, theé Bank is
- expected to lend to each and every country of the area ‘with own resources, whatever the-. | :
creditworthiness of the country. In the ACP region, some ﬂexrbrhty is provided by the avarlablhty -
-of budgetary funds managed by the Bank on behalf of the EC (risk-capital), which enables the - .
Bark to use own resources only in those countries with the highest relative credtt'worthmess
~ Regarding the ALA mandate, more freedom was given to the Bank Wthh is not under formal
obhgatron to lend to each and every eligible country

A]s‘o, theBank-ts almost the only SFI that operates in countries that are not its
shareholders. - These countries are not directly interested in the financial well-being of the Bank
and cannot be subject to the same krnd of pressure than countnes xn defauIt to. mstrtutlons in whlch- .
they have a stake _ :

The necessary corollary of these essentially political decisions has been the availability of

- strong budgetary guarantees which have obviated the politically-sensitive need for the Bank or the
'Commission to discriminate among countries according to their creditworthiness. Any.
significant weakenmg of such guarantees would necessitate a radical shift in the

- geographical allocation of loans outside the-Union to protect the integrity of the Bank's ,
balance sheet, which would be necessary to enable the Bank to carry out its main task within the
Union. It would imply a drastic limitation of Bank lendmg outside the EU to projects/countries
where the Bank can secure guarantees deemed adequate as per Art 18 (3) of the Statutes (see

'.§14)

Such a hrmtatlon resultmg ﬁ'om sound and normal banlung pnncnples would have two
main implications: :

o it would prevent the Bank from lmplementmg its mandates as ‘defined and mterpreted to
date : -

"2 Loans under the Balth Investment Facrhty and the Balnc Investment Programme are fully gua.ranteed by NIB
- ‘members for principal and interest repayments. NIB lending in other developmg countries henefit from a 90% .
guarantee from member states of both prmcrpal and mterest payments 4



« it would shift the essentially political decision to lend in certain countnes from the Political
Authority to the Bank.

It is important to note that institutions with gearing ratios similar to that of the Bank
have much less constraints on their geographical asset allocation, which results in a heavier
concentration of loans in a limited number of developing countries that rank high in terms of
creditworthiness. About half of NIB loans outside the Nordic area is concentrated in Asia (NIB
would not normally lend in countries rated below B+/B1) while IFC concentrates two-third of its
lending in only 15 countries (out of some 120 countries in which IFC operates) and undertakes the
bulk of its lending in countries rated B+ and above. Given that the Bank has had to allocate loans
in developing countries as per its various mandates, the average quality of borrowers and-of the
first-line guarantors tends to be lower than for IFC and NIB. (see Chart below and Annex 8)

Geographical Asset Allocaﬁon :

70%

Investment grade BB and B+ " Bandbebow

Mes EFC

1.3.2. Plural Nature of the Bank's Operations outside the EU

‘One of the specificities of the Bank is that its operations outside the. EU include IBRD—ty'pe
operations (loans to middle-income developing countries, mostly to the public sector with
sovereign guarantee), IDA-type operations (loans to low-income developing countries with risk-
capital, mostly to the public sector) and IFC-type operations (loans and equity funding for private
sector entities generally in middle-income countries). For all these operations, a flat and narrow
margin of 25 bp over borrowing costs-is charged, regardless of the nature of the borrower. The
availability of a full budgetary guarantee on loans outside the EU has made it possible to -
handle these diverse operations in a single institution with limited staff resources and to
price loans to all borrowers uniformly.

The Bank's interest margin on loans outside the Union is comparable to the IBRD's lending
. terms-and principles. Other Multilateral Development Banks either adopt similar pricing schemes
with higher spreads (50 bp + a 1% commitment fee at the AfDB, 40 bp at the AsDB, 50 bp at
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NIB, . . see Annex 2) or, parncula.rly in these i institutions that lend essentlally to the pnvate sector,
price thetr loans individually based on their risk analysis and in line with market prices. In the latter

- institutions that target private sector borrowers, interest margins are typically higher than in other .

SFIs to make the high loan-loss provisions that are required to match the riskiness of their
portfolio. (The average lending spread at IFC is of some 300 bp).

Desplte the Bank's uniform pricing policy, Bank loans to the private sector can still be.-
deemed to be pnced in line with the market because when a sovereign guarantee is not ‘
available (whlch is increasingly the case:for _private sector projects), the borrower is asked to set .
up an adequate guarantee for the Bank loan and to bear the corresponding costs. In this context; .
the Bank has acted in good complementarity with its commercial guarantors (first class -
" banks or corporates), sharing responsibilities to structure the financing packageand .

assessing/pricing credit risks. Thereby, the Bank has ensured that risks were priced exphmtly n
line with the market; thus avoiding undue subsidies. Also, this prov1des an appropnate protectlon :
to the budgetary guarantor (see §1.4). ' .

The Bank‘s unique modus operandx is predlcated on the availability ofa strong
budgetary guarantee scheme. The latter has enabled the Bank to operate flexibly in extremely
diverse situations. It has provided the equity-type backing that 'has made it possible for the Bank
 to enter into IBRD-type operations with public sector borrowers in developing countries. Also, it
 has been sufficiently flexible to allow the Bank to finance private sector borrowers (IFC-type

‘_operatlons) and to put in place, in these cases, ongmal guarantee structures urider-which' -
commercial guarantors cover all credit risks (thereby protecting the budgetary guarantor) except

- the currency non-transfer nsk--essentlally a'political nsk-— wh1ch is covered 1 in most cases by the
"budgeta.ry guarantor (see §1. 4 and Annex 5) : :

In the absence of adequate guarantees for these operatnons, the Bank would most "
hkel'y have to limit drastically its geographlcal presence and increase its interest marginon © ..
loans outside the EU to make loan-loss provisions. Of note, the Bank would most likely have to -
~ make higher loan loss provisions than other multilateral development banks because of its lower
relative equity base. The increasingly competitive situation faced by the Bank within the EU and
in.a few countries outside the Union would rule out any uniform increase in the margin, which -

- would confront the Bank (and the EC) with the politically sensitive issues. of ranking countnes
setting country exposure limits, and dlﬁ'erenttatmg lending rates accordmg to percelved
credttworthmess v

Wlthout appropnate budgetary guara.ntees it would be wrtually impossible to contmue to
. conduct the Bank's broad range of operations outside the EU in the present structures and with. the
' limited staff resources allocated currently in the Bank to lending outside the EU. Other SFlsare -
. endowed generally with considerably more human resources than the Bank where turnover per
head in 1995 (for operations outside the EU) was about seven times as high as in the IFC and the

. EBRD (see Chart below) 3 (Such comparisons should not be seen as judgements on-the relative -

eﬁmency of the various SFIs but are aimed only at putting in perspectlve the staﬁng/operatmg

3 Operauons outside the EU amounted to ECU 2.8 billion and mobilised. only some 200’ staﬁ members in the Bank
(some 100 PA staff and about the same number of associated-staff from the various other Directorates); while IFC

. employed 1,224 persons in FY 1995 for a total turnover of ECU 2. 2 bn and the EBRD emplowed 964 persons for a
total turnover of ECU 2.0bn. .~ <
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cost implications of the kinds of modus operandi of the various SFIs that result from their specific
mandates, statutory constraints and market environment. In its lending activities outside the EU,
the Bank works closely with the EBRD and IFC and values their contribution.)

Tumover per head
miions of ECU

EBRD IFC. : S

0l y
EIB (PA)

14  The statﬁtory requirement for strong guhrantees

Given this background, as and when Member States have called on the Bank to assume
responsibility for certain aspects of the Union's co-operation policy, they have always agreed to
introduce, for its loans from own resources outside the Union, arrangements under which such
loans are covered either by the joint and several guarantee.of the Member States (ACP) orbya
guarantee given in the name of the Union (MED, CEEC, ALA, and South Africa). This has been
seen rightly as a necessary corollary to protect the Bank against the risks associated with lending
operations in non-Union countries to which the Bank would not have exposed itself without a
-, mandate from the Community instructing it to take part in the Union's external activities.

The Bank's statutes and the various decisions made regarding budgetary guarantees reflect
the awareness of the need to protect the integrity of the Bank's balance sheet to ensure that the
institution can continue to borrow on the finest terms in the international capital markets to
preserve the attractiveness of Bank loans within the Union.

By its Statutes, the Bank has to require adequate guarantees for each of its lending
operations. Article 18(3) of the Statutes provides that when lending to a body other than a
Member State, the Bank shall make the loan conditional either on "a guarantee from the Member
State in whose territory the project will be carried out or ... on other adequate guarantees.”
When allowing by way of derogation the Bank to finance under Art. 18(1) of the Statutes
projects outside the Union in developing countries, the Board of Governors has, in analogy
to Art. 18(3), always made such derogation conditional upon the availability of a Member -
State or a Union guarantee as most lending outside of the Union was extended to public
sectors borrowers with sovereign guarantees, none of which could be considered an
adequate guarantee as per Art 18(3).

This being said, the Bank has always done its utmost to profect its budgetary
* guarantors by selecting appropriately strong borrowers and setting up satisfactory first line
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guarantees, requiring for each and every project additional security from developing country
governments and/or project sponsors. Until recently, the bulk of these first line guarantees
were provided by sovereign guarantors, which reflected the fact that most of borrowers
outside the EU were public sector entities.

However, this situation is changing rapidly as several large operations in the various
regions outside the EU have involved non-sovereign guarantees for project sponsored-by private
sector borrowers. In 1995, 31% of the Bank's new loans outside the EU were guaranteed by
a non-sovereign entity; at end 1995, ECU 1.1 bn (over 10% of the total loan portfolio outside
~ the EU) was covered by a non-sovereign guarantee. (see Annex 5 for the detail on the type of
non-sovereign guarantees secured by EIB).

Share of Loans Covered by Non-Sovereign Use of Non-S«I)venlgn Guarantees (cumulative)
Guarantees in Total PA Commitments U1 esepcy

] .
1991 1892 1993 1994 1995 1986 1987 1988 1989 1990 1891 1992 1953 1954 1995

Such a shift in the structure of the Bank's first-line guarantees is in line with global market
trends and basically reflects the world-wide privatisation drive and the increased reluctance on the
part of governments to grant sovereign guarantees as they strive to implement sounder fiscal
policy. (This is reflected in partncular by the recent inclusion of long-term loans under the IMF.
external credit ceilings). The rapid increase in the use of non-sovereign guarantees results also
from the Bank's ability to carve out non-transferability and currency non- convembxhty risks from
the coverage of third party guarantors.

2.  Structure and Use of the Current Guarantee Scheme
2.1 The current guérantee scheme

To date, two kinds of budgetary guarantees have been granted in support of Bank loans
outside the Union: a joint and several guarantee by Member States for ACP and OCT mandates,
and Community budget guarantee for all other mandates (see Table below; Annex 4 provides a
complete presentation of the guarantee schemes associated to the Bank's various mandates to lend
outside the EU).
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Current Gu_arant_ee Schemes

Region - | Budgetary |Level of blanket
i o . guarantor COVerage :
ACP | Member States 75%
C|MEp | EC | 7%
IcEec. | EC. | 100%
ALA © EC | 100%
|South Africa |, EC ' 100%'

For the MED and ACP mandates, budgetary guarantees ‘have been prowded as blanket
guarantees meaning that, up to the stated percentage of loans granted under each mandate, the
guarantor (Member States or the Union) covers 100% of all repayment defaults on individual
loans, until the 75% threshold is reached ona cumulatlve basis; the Bank would have to assume
the losses above.the threshold ‘

' 22 ~ The Guarantee Fund Structure and Imphcatnons for the Bank .
‘ To ensure a greater budgetary dxscxphne and transparency, the Edinburgh Councﬂ decxded_

~ in December 1992-to sét up a Guarantee Fund to cover the risks resulting from the guarantees
-granted by the EC or loans extended directly by the EC. The Guarantee Fund is essentially a

-  financial buffer-aimed at helping the EC provide for risks and limit the fiscal implications of

possible calls on the budgetary guarantee;, but does not limit the contingent liability of the Budget.
The Fund covers Community guarantees granted to the EIB and Euratom, loans for macro-
economic assistance granted by the EC to third countries, and EC guarantees for commercial °
operatxons : _
The operatlonal Tules of the Fund prowde that these annual transfers should normally be '
: equlvalent to 14% of the principal of operations covered by the EC guarantee or extended by the
“EC. (See Annex 6) (Transfers to the Fund for loans extended under the MED mandate that
benefit from a 75% globalised guarantee are equlvalent to only 10.5% of the amount of the loans
exténded under this mandate). The percentage is to remain at 14% until the amount of the .
Guarantee Fund is equal t0 10% of total loans extended by the EC or covered by anEC guarantee
("montant objectzf ) : , -

: The ‘Fund exists legally since October 1994 and the first d1sbursements to the Fund were - - _
_ made in December 1994 (ECU-294 million). In 1995, the budgetary reserve available for the
provisioning of the Guarantee Fund amounted to ECU 323 million. For the following years and

- until 1999, ECU 323 million at 1995 pnces wxll be available by the Budget each year for
provxs:omng the Fund.

The Guarantee Fund acts effectlvely as a credit cellmg on EC lendmg operatrons and -
puts a quantxtatlve restramt on the Commuruty s capacity to grant and/or | guarantee loans in .
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_ respect of tthd countries.” Given the Fund s prowsmmng rules, the programmed approprxatxon
prowde for an annual ceiling of some ECU 2. 2 25 bllhOIl durmg the 1996-99 penod

23 " Bank Expenence wnth Arrears and Calls on Budgetary Guarantees

Desplte the very sxgmﬁcant mcrease in Bank lendxng outside the EU, Bank. calls on the

.budgetary guarantee have been minor (see Annex 7). The present system of guarantees has
ﬁmctloned very satlsfactonly '

- From an adrmmstratlve standpoint, it has been very snmple and cost-effectlve to.operate
in the Bank and the Comnussnon ,

« Froma budgetary pomt of view, Bank calls on the budgetary guarantees have been
. ‘minor. Since the beginning of Bank activities outside the EU and up-to the end of 1995,
loans for about ECU 12 billion were signed while the net cost of calls on guarantees has,
~ been limited to ECU 105 mn as of end-1995, which represents 0.8% of total credit opened
(and 1.5% of disbursed loans) since the begmmng of Bank operatlons under the various .
: Conventnons Protocols and Agreements :

'The small amount of arrears and the resultlng hrmted calls'on guarantees are all the.more
remarkable that the Bank operates in countries with a relatively wéak creditworthiness. (82% of .
loans-outside the EU are in countries rated below investment grade and one third are m countnes
rated B and below ie, the lower tier of the soverexgn risk spectrum)

o - The partlcularly low level of calls on guarantees results from

“The financial soundness of the Bank's borrowers and the ecoriomic and techmca.l
_soundness of the projects financed by the Bank (Rating agencies and all institutions met
. during the preparation of this report insist on the paramount 1mportance of these aspects)

« The first-line guarantees secured by the Bank that _have effectively protected the |
EC/Member States budgets. As mentionned in § 1.4, the bulk of these first line guarantees
have been sovereign guarantees granted by governments on the territory of which Bank

-financed projects were located. - This is evolving rapidly, as the Bank is mcreaszngly o
-moblhsmg stronger non—soverelgn guarantees to protect the budgetary guarantor

. Although the average sovereign guarantor has a relatively low credxtwonhmess the. Bank -
has experienced few defaults because of'the continued willingness of borrowers and
. guarantors to accord de facto preferred creditor status to the Bank.

'e When arrears emerged and guarantees were called upon, the Bank has done lts utmost to
“recover these arrears and refund the budgetary guarantor. To date, the recovery rate has

"been of some 52%, which is broadly in line with other SFIs .To date, the Bark has never B

had to write loans off i its books.

Nonetlieless, arrears to the Bank have trended upwards and calls on guarantees have :
- correspondmgly mcreased steadlly over the years (see Chaxt below)
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To date, defaults have been recorded only in the ACP and Mediterranean regions,
and have resulted essentially from difficulties arising from political and macroeconomic '
problems, not from typical project risks falling more directly within the Bank's responsibility. As
of 31/12/95, arrears to the Bank amounted to ECU 69 million in ACPs and ECU 74 million in the
MED region, which is equivalent to respectively 3.9% and 1.8% of loans disbursed in each region
(respectively 2.9% and 1:2% of credit opened) since the beginning of Bank operaﬁons under the

respectave Mandates.

Instalments settled by guarantee calls and still owed to guarantors by defaulting debtors
were respectively ECU 41 million and ECU 63 million as of end 1995. These accounted for 2.3%
and 1.6% respectively of disbursed loans in the ACP and MED regions. For operations in Central
‘and Eastern Europe, Asia, Latin America and South Afnca, there have been, up to now, no calls

- on the budget guarantee.

The following table shows the existing defaults as at 31/ 12/95.

Covered by Member States Risks covered by EC budget
ECU 68.9 million, of which: ECU 74.0 million, of which:
Nigeria 58% ‘ex-Yugoslavia ' iOO%
Congo 12%
Liberia - ; 6%
Zaire : : 8%
To_g_o ; 2%

 -In ACP countries, arrears have'increased steadily since 1987 owing to poor performance
by several countries, reflecting poor macro-economic management and political instability.
Countries mentionned in the Table above account for the bulk of defaults to date; some other
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countries have come in and out of the list of defaulfers to the Bank. It is unclear that the situation,
will improve under the ACP mandate. Regardmg the arrears under. the MED mandate, two cycles.
have been recorded with the Lebanon crisis in the late 1980s when arrears reached some ECU 37
‘million before being cleared in 1991; since then, the Yugoslavia crisis has led to the accumulatlon'
of arrears, which as of end-1995 had reached ECU 74 million.

In sum, the current guarantee scheme has been fully justified, has been used ina
responsxble manner by the Bank which has never used it as a cover to accept unreasonable
nsks and has served the Union, the Bank and its customers well. . :

3. Analysns of alternatlve ‘guarantee schemes

This chapter provides an analysxs of the vanous‘guarantee schemes that were enwsaged

. during the discussions that led to the ECOFIN decision to launch the study. In each case, the

principle, structure, pros and cons of the-scheme and its implications for the Bank (risks, balance
sheet structure, pricing, etc.) are discussed, in view of the ba51c policy con51derattons that result
from the analysis presented in Parts 1 and 2.

These vanous guarantee schernes were Judged in hght of th.ree basic pohcy requnrements: '

Conszstency wzth the Bank s Statutes and Iendmg pohczes The scheme -
must be fully consistent with the Bank's Statutes, in particular Art. 18(1) and Art. 18(3). Art.
18(3) provides that any loan has to carry "a guarantee from the Member State in whose -
territory the project will be carried out or ... other adequate guarantees." When allowing by

. way of derogation the Bank to finance- under Art. 18(1) of the Statutes pro;ects outside the

* Union, the Board of Governors has, in analogy to Art. 18(3), always ‘made such derogation

- conditional upon the avallabthty of a Member State (for the ACP mandates) oranEC
guarantee.

e Eff ectlveness The scheme should safeguard the eﬂ'ectlveness of the Bank as an
- essential instrument to promote the balanced development within the Union and to finance
investments in third countries.” More than any other SFI, the Bank has to borrow in capital
markets on the most favourable terins to be in'a position to fulfil its mission within the Union
and to meet the requirements of its customers which are very-different frorn-—and much more
. demanding than--the customers of other SFIs. Were rating agencies and investors to fear a
weakening in the Bank's balance sheet, the Bank's ability to finance mvestments within the .
Umon on attractwe condmons could be severely jeopardlsed

. Operational ej_’ﬁcienby The scheme should be efﬁctent from an operatldnal
- standpoint. It should be simple to operate in the Bank and the Commission and imply no . .
51gmﬁcant change to the way the Bank i is stmctured and operates outs1de the Union.

}
/
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3.1 - Scheme 1: Sharing losses on a project by project basis
« Structure of the scheme

Dunng the 1995 dxscussmns on the Guarantee Scheme a few Member States suggested
that the possibility that the Bank and the budget share risks on a project-by-project basis should be
considered. They.argued that such a sharing of risks could provide a better framework for the -

- Bank's management and the Board of Directors to make decisions on individual loans. . (It should -
be noted in that regard that up te now, debt service defaults have been entirely due to political
risks, which invalidates the argument that an ihdiscriminate risk shanng in all projects would

" improve incentives.)

Under this scheme, the Bank would benefit for mstance froma 75A budgetary guarantee
loan by loan, regardless of the nature of the borrower/guarantor. In an event of default, the Bank
would be entitled to call on the budgetary guarantor up to only 75% of the loss, while it would

" have to bear the remaining amount of the loss. In fact, such a scheme is better charactensed asa
- loss-sharmg arrangement -

e« Pros

Thxs scheme would be simple to operate and resultina small- iricrease in the guarantee .

. potential of budgetary resources (resulting from the move to 75% coverage of all projects) and in_
a somewhat slower use of the guarantee fund in case of defaults. Whereas under the current
guarantee scheme ECU 12.8 in-the Guarantee Fund are needed to support ECU 100 lent, the
alternative scheme would necessitate only ECU 10.5, resulting in a 22% increase in the guarantee
potential of budgetary resources. This gain is quite modest compared to the increased leverage of
budgetary resources that would result from the schemes proposed in§33 and 3.4, of the study

. Cons

« . This guarantee scheme is not consistent with normal banking principles because it
would result in certain losses whenever a debt service-default occurs. It would force the-
Bank to bear some of the significant sovereign risks that result from the political nature of
the various Mandates under which the Bank- operates outside the Union, Mandates that
give the Bank little latitude to select its countries of operatlon

e This alternatwe is not consistent with the,Bank's statutes that call for adequate.
guarantees on each and every loan extended by the Bank. Indeed, it would imply certajn :
losses on'some projects for which the Bank could not mobilise appropriate guarantees, in
particular, in operations with the pubhc sector for which adequate commerc1a.l guarantees
are generally not avaxlab]e ~ :

» Rating agencies would most likely stress that the new guarantee scheme is much weaker
than the previous scheme, which could result in an increase in the Bank's relative
borrowmg costs and impair the Bank's ablllty to lend in its core markets within the
EU. _
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It is doubtful that the scheme vlvould'result'in‘ any budgetary savings at all over the
inedium term. Indeed, any loss incurred by the Bank on loans to developing country _
borrowers would deplete Bank reserves and accelerate the need for a Bank capital -
increase. The scheme would merely shift the burden from the EC budget to the

" budget of Member states.

Were the Bank not’ to be glven the latitude to allocate assets as it deerns fit, the qua]xty of
the Bank's assets would detenorate :

Were Member States wﬂling to give the Bank the latitude to adapt the geographical -
allocation of loans accordlng to borrowers and guarantors' creditworthiness--a necessary
condition for this option to be consistent with the protection.of the Bank's asset quality--,
this would result in a radical departure in the way the Bank's mandates to lend _
outside the Union have been defined and interpreted to date.

In that case, the scheme would.result in a major transfer of power from the Political
+ Authority to the Bank, which would most likely be unacceptable to Member States and

could result in constant political tensions between the Bank, other European

. institutions, Member States, and tlnrd countries.

'Thls would force the Bank to broach the delicate pohttcal and technical questlon of ,

distinguishing/ranking countries outside the Union. To protect the quality of its assets, the ‘

- Bank would likely have.to concentrate its lendmg activity outside the EU.in countries -
~‘ranked in the upper creditworthiness tier (in line with IFC and N]B lendmg pohcy) thch
~would be a major departure from the EU current pohcy

.Th1s scheme would requ1re major changes in the Bank's ba]ance sheet structure and
- pricing policy. Higher risks would require making provisions for developing country

risks, which could be financed only on the basis of a higher interest margin on loans

-outside the EU. Activities outside the EU could not be cros’s-éubsidised further by

activities in EU countries, which rules out a uniform increase in the Bank's interest margin.
Also, it would be very difficult to charge a uniformly higher interest-margin on all loans
outside the EU, because this could price the Bank out of some important markets (in '
particular, in countries: wrch an investment grade ratmg)

‘Conclusion

The prOJect-by-prOJect loss sharmg optlon entalls con51derable risks for the Bank whﬂe it

would yield only minor immediate benefits for the EC budget and, over the medium term, would

- merely shift the burden from the EC budget to Member States. Therefore this optxori is

. mappropnate
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3.2  Scheme: 2 A ﬁxed ceiling of budget commitment

Structure of the scheme

. Under this scheme, the Budgetary Authority would fix the amount of the budgetary
guarantee at a certain specified level, this amount remaining frozen for a certain period of time.
- As the Bank executes the new mandates for loans to third countries decided by the Council (and
‘as the volume of outstanding loans grows) the effective cover provxded by the budget gua:antee
would decrease accordmgly - .

'I’he necessary corollary of this scheme is that the Bank should be free to decide how much
it would lend globally to third countries and to choose the countries and borrowers it wants to
lend to (within the limits imposed by the-Council's decisions). Thus, the Bank could vary its
- effective rate of protection and take more or less risk by selecting countnes borrowers and
amounts according to its own criteria and preferences

Thls scheme would require a major change in the way mandates and lendmg targets
are given by the Council to the Bank. One possx‘mhty would consist in fixing both a minimum
amount carrying a full 75% budget guarantee and a maximum amount with the result that the
 effective cover for the Bank would vary in function of the volume of loans granted. Another
possibility would be for the Bank to decide loan by loan the level of budgetary coverage it deems
appropriate and modulate the imputation of its operatxons to the Guarantee Fund, based onthe’
strength of the borrower :

. The Bank's operational ﬁ'eedom combined with the accepta.nce of risks would lead tod -
sxtuatlon where the limits imposed by the Council's decisions would be merely credit ceilings and

" " there would be no "almost certainty” that Bank loans reach the authorised ceiling. Loans granted

would remain well below targets (defined by external pohcy considerations) if the risks involved
" were con51dered unacceptable by the Bank

.. Pros

" This scheme could present some benefits for the Budgetary Authority, but none for the
Bank. It could help the Budgetary Authority to address the budget constraint issue while enabling
the Political Authority to expand the Bank's mandates to lénd outside the Union by reducing
gradually the level of globali‘sed guarantee, on the assumption that the Bank could accept a lower
guarantee coverage. The gain in the guarantee potential of budgetary resources would result
eventually from the willingness/capacity of the Bank to accept a lower guarantee coverage and
.cannot be computed n advance '

"o Cons

. A mgmﬁcam decline in the effective rate of coverage of loans outside the EU would not be
) consistent wuth the Bank's statiites (Art 18(3)) that call for an adequate guarantee on
each and every | loan.
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o This scheme could result eventually ina s1gmﬁcant reduction in the level of eﬁ"ecnve
protection of the Bank's loan portfolio and in a significant increase in the Bank's
exposure to credit risks outside the EU. Rapidly, this could be perceived to weaken the
Bank's ﬁnanc1a1 strength and have adverse mpllcatlons on the Bank's borrowmg costs.

o For the scheme to be consistent with the protectlon of its ﬁnanc1a1 strength, the Bank --
should be given the responsibility to select the countries to which it deems prudent to- lend
and to decide on how much to leverage the budgetary guararitee. This option would
leave the Bank with the political decisions on the overall level of its operations "’
outside the EU and country/region allocation, which are fundamentally political

~ decisions that ought to be left to the Political Authority. It is quite unlikely that the -
. Political Authonty would accept the transfer of power that ought to be assoclated to
this scheme. - g

. * J(‘

« Under such a scheme the Bank would be led to concentrate its operations in the: most

~ creditworthy countnes and the gap between authonsed ceﬂmgs and loans actua.lly 51gned

" -could widen. = .

fen These trends would most hkely be perceived negatnvely by the various Pohtlcal Authormes
- within the Union and by the third, countries- concemed this rmght result in lncreased
political pressures on the Bank
e Were the Bank to have to modulate the coverage of the various loans by the Guarantee
~ > Fund, and impute a spec1ﬁc percentage to the Fund loan by loan, the scheme might prove
' quite costly to operate and involve potentnally divisive discussions i m the Board of
Directors on the guarantee issue for each and every loan ‘

. The loan loss provisions made necessary by exph01t exposure to credit nsks outs1de the EU

* would reduce accordingly the reserves the Bank would have accumulated (out of its =~
‘operating surplus) to help postpone the next capital'i increase. - This scheme could ultlmately

only shift the burden of supporting financially Bank operations outside the EU from the EC

- budget to the Member States

o Conclusion o

. . . . .oy . l'i
This option has severe ‘drawbacks’ that more than offset its possible beneﬁts and 1s not '
appropriate. . : . , , :

3.3. Scheme 3: A Guarantee Scheme Based on a 60% blanket coverage " o

The followmg section presents the possxble structure and benefits of a budgetary guarantee ,
scheme based on a blanket coverage, which is the Bank's preferred option. Under this proposal,
the essentlal benefits of the current guarantee scheme for the Bank, the Commission and
. Member States would be preserved while the budgetary constramt would be eased toa
consrderable extent ' :
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. Structure of the scheme

In essence, this option is an amended version of the scheme that was proposed by the Bank
and the Commission during the 1995 dlscusswns It would feature

e alower blanket coverage (60%)

o aworld-wide globalisation of the blanket coverage: - the same blanket guarantee
would cover all developing countries (at least ALA, CEEC, MED and South
Africa; the ACP mandate would be c_onsidered in due COurse).

- o the blanket guarantee would cover only all loans 51gned minus loans cancelled and -
minus reimbursements.

The scheme would operate as the current guarantee scheme and thus enable the Bank/EC
to continue to benefit from the cost-effectiveness of the current scheme. The main difference with
the current scheme is that by moving to a 60% blanket coverage:

o the'budgetary cost of guarantees would drop by 35%, whlch would éaseto a con51derable
extent the budget constramt

e aconsiderable amount of Bank assets would be "at risk" to the extent that they would no
" longer be covered by a budgetary guarantee (as shown in the graph below, which is based on
the portfoho simulation presented in Annex 9). : e

, _Amount at Risk Under the 60%
Blanket Coverage

© oms of ECU

3500]

1957 1958 1599 20002001 2002 2003 2004 2005 2006 2007 2008 2009 2010 .

Reasons for considering a level of blanket coverage lower than 75%

During last year's discussions, the Bank and the Commission had jointly defended the need
to maintain a very strong guarantee scheme based on a high level of blanket coverage (75% of all
loans signed minus loans cancelled and minus reimbursements). The lower level of blanket

" coverage proposed in this study is deemed p0551ble because
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o whereas during last year's discussion a regional segmentation of the budgetary guarantee
had been envisaged, the Bank now proposes, as a counterpart to the lower level of global
‘coverage, to globalise the blanket coverage on a world-wide basis to exploit genuinely.

‘the benefits of lntematlonal portfollo diversification (a basic pnnclple of bankmo
and msurance)

.. Durmg the last two years, the Bank has exploited new market opportumtxes to mob1hse
adequate third party guarantees instead of the traditional sovereign guarantees (see §1.4).
In sa doing, the Bank has set up guarantee structures that prov1de stronger protection to
the budgetary guarantor and that make it possxble to reduce, in the future, the level of -
.budgetary guarantee needed to support any given level of Bank lending outside the Umon

Reasons for not going below 60%

In the absence of rehable numbers on debt service defaults in developmg countries and the
-inherently unpredictable nature of pohucal risks as well as the typical contamination effect that
characterises the occurrence of debt crisis, the appropriate level of blanket coverage has to be
derived from a comparative analysis of the Bank's balance sheet structure with that of other SFIs.
More specifically, the principle for sharing | risks between the Bank and its budgetarv
guarantors can be denved from the geanng policies of the vanous SFIs '

‘Most SFIs benefit from a 100% equity backmg of their lendmg operatlons because of the
high risks inherent to lending in developing countries. Given the Bank's much higher gearing ratio
- (2:5:1), the Bank's capital can cover only 40% (1/2. 5—40%) of the overall risks of lending outside _
~the Union. For the Bank to have a balance sheet strength similar to that of typical Multilateral
Development Banks (which are the relevant comparators given the nature of risks involved in
lending to developing countries), the budgetary guarantee should fill the gap and cover.60% of the
nisks. Considering the budgetary guarantee as a quasi-equity backing, the de facto gearing of

lending operations outside the EU would be reduced to'a 1 1 1eve1 conswtent with the typical risks
- of lendmg outside the Umon R o

In addltlon, the budgetary guarantee should be sufﬁcnent to cover not only usual nsks, |

B _ but also catastrophic risks-such as those that occur, for instance, on the occasion of debt crisis

‘ wh1ch affect developing countries on a more or less regular basis. One of the main features of
debt crisis is their conta.gxous nature: defaults bunch together dunng debt crisis: caused by global
 systemic factors so that when a. country defaults, other countries of the region tend to experience’ -
severe fiscal and balance.of payments difficulties. If anything, the recent globahsatlon trend makes
the contagion qutcker and more broadly based, as ﬂlustrated by the recent Mexican crisis.

" Given the geographmal concentratlon of risks in the Bank s loan portfoho outside the EU
it would not be prudent to lower the level of world-wide blanket coverage below 60%. Given the
concentration of the Bank's portfolio in a few countries in each région, a regionalisation of the
blanket coverage with the proposed lower percentage would leave the Bank- exposed to
unacceptably hlgh risks-and should not be con51dered asa reasonable option. For instance,
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existing loans to the three largest borrowers in Eastern Europe and the MED region account for
respectively 68% and 57% of Bank exposure in each region.

Portfolio Concentration by Region (sum
of the three largest exposures)

60% 1
S0% 4
40%
30% -
20% 4
10% -

0% =

ACP AlA MED CEEC

Any new guarantee scheme should be consistent with the possible entry in the Union of
several large borrowers outside the EU (CEECs and MED). In particular, a sufficiently high level
of protection should be maintained to anticipate the decline in the average quality of Bank
borrowers outside the EU resulting from the eventual enlargement of the Union. For
instance, the adhesion of these countries to the EU would have a dramanc impact on the average
credit rating of Bank borrowers/guarantors outside the EU, with a concentration of exposure in
countries ranked in the lower creditworthiness tier (as suggested by the graph below, which can be
compared with the current portfolio structure shown in § 1.3.1.). the four Visegrad countries are
rated in the upper creditworthiness tier of countries in which the Bank operates—-Czech Republic

~with a A rating, Hungary BB+, Poland BB and Slovakia BB+. These four countries account for
28% of total loans outside the EU signed as of end 1995--ECU 2.7 bn (see Annex 8)).

Geographical Asset Allocation (excluding
Visegrad countries for EIB)

MEs | .
|
B Fc !

Investment grade BBand B+ B and below
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Last but not least, any new scheme should envisage the poss_ibility*that the Bank's (and
other SFIs') de facto preferred creditor status could be eroded in the future. The share of
debt to SFIs in developing country total external debt has tended to increase, in particular in
Eastern Europe, so that there is an increasing possxbxhty that severe fiscal and balance of payments -
problems in the future might aﬁ"ect more than in the past developing countries' ability/willingness
to service their debt to SFIs in a timely manner. In a sense, this risk is xllustrated by the recently-.
proposed Multﬂateral Debt Facility: :

o Advantages of the scheme

o. The lower nisk coverage under this optlon would ease consrderably the budgetary
constraint. lowering the level of blanket coverage to 60% would reduce by 35% the
budgetary resources needed to cover a given amount of Bank loans under the current
arrangements for the Guarantee Fund S : - '

e This scheme would be fully consxstent with the Bank's present Statutes, mandates,
structures (ﬁnanc1al and staffing) and practlces (appralsal techmques) :

Te It would maintain an adequately strong protection of the Bank's balance sheet, provrdedf
‘the blanket coverage is world-wide. Under this option, the financial structure of the Bank's
operations outside the EU would implicitly be similar to that in typical Multilateral ‘
Development Bank. This would preserve the Bank's status in mternatronal capltal
markets ata mmrmum cost to the Community budget.

o The guarantee scheme would continue to operat‘e as a simple and low cost scheme.

o Tlus scheme mvolves no lltlgatlon rlsks
« ‘This scheme would be consistent with the trend towards mcreased rehance on non- }
' sovereign third party guarantees: the Bank would coritinue to use the latter to protect the . '
. budgetary guarantors while explortmg the additionality made possible, in part, by the.
budgetary guarantee through carving out the risk of non-transfer and non-convertlblhty
of currencies from the coverage of its third party guarantors (see Annex 5)

Conclusnon

The 60% globalxsed scheme is the Bank's preferred optton because it would be ﬁxlly
' consistent with the Bank's statutes, mandates and’ current modus operand1 would safeguard the .
effectiveness of the Bank as an essential instrument to promote the balanced development within
- the Union and would be efficient from an operational standpoint while it would help to solve the ,
budgetary dilemma by limiting the budgetary expendlture requu'ed to support Bank loans outsxde
the EU.
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- 34  Scheme 4: Combmmg a separatron between polmca] and commercial risks
with a blanket coverage :

. Structure of the scheme

A The ECOFIN requested in November that the Bank and the Commission envisage the

possibility that risks be shared between the Bank and the budget along political versus commercial
lines, with the budgetary guarantee covering only political risks for all projects while the Bank
would assume commercial risks. In an event of default, the Bank could call on the budgetary
guarantee only if the mabrhty of the borrower to service its debt to the Bank results from non- -
commercral nsks

Thrs option can be appealing from a conceptual standpoint. Indeed, the Bank, as a
- financial institution, is well equipped to assess and handle commercial risks. For its part, the
Political Authority would cover political risks that result from the mandates given to the Bank to -
lend in countries where the Bank would not have been active otherwise. (This would be in line
" with general practice in most ECAs where selected political risks are borne in fine by the state. see
Annex 10 for a presentation of the various instruments of political risk investment insurance).

Thrs being said, defining pohtrca.l risks has always been a difficult and contentious exercise-
and basing a guararnitee scheme on this distinction could result in significant operatlonal difficulties.
Moreover, the Bank is exposed to a broad and complex series of political risks given the nature of
its operations that implies exposure to public and private sector borrowers.. Given this _
background and to be consistent with the Bank's Statutes and lending policies, any scheme based
on the- separanon between political and commercial nsks should be structured as follows:

. When adequate third party’ guarantees can be secured (this would be the case in

- géneral for loans to private sector borrowers, which accounted for over 30% of total PA
loans in 1995), the budgetary guarantor would cover only selected political risks (currency
non-transfer, expropriation, war and civil disturbance as defined in the MIGA Convention),

~ other project risks would be taken by the Bank, and be covered by adequate guarantees
from first class banks or corporates. The third party guarantor would commit to
‘guarantee the Bank's cash flow in all circumstances except if the inability of the borrower
to service its debt to the Bank resuits from the occurrence of those selected political risks:
covered by the budgetary guarantor. The Bank would bear the nsk that its third party

‘ guarantors be unable to comply with their obhgatrons

o+ When no adequate third party guarantees.can be mobilised by the Bank (this would
be the case essentially for loans to public sector entities), the loan would fall only under the
coverage of the budgetary guarantee. Indeed, for those loans extended to public sector
‘borrowers, risks are in fine exclusively poljticaI for the Bank because the Bank can incur
losses on such loans only when the sovereign guarantor defaults, which is a typical case of
pohtrcal risk. 4 For loans fallmg into this category, the Bank would continue to mobthse

4 Tobe sure, public sector borrowers can default for commercial reasons. However, in such cases, the Bank would
~ call on its sovereign guarantors; therefore, arrears could be incurred by the Bank oniy were the latter not to comply
with its guarantee obligations, which is a typical political risk. Moreover, it would be impossibie for the Bank to
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- sovereign guarantees from developmg countnes wrth an ultunate backrng by the budgeta.ry
guarantee. _ . 5

- For loans featunng an adequate third party. guarantee the. Bank could carve out ﬁ'om the -
coverage of third party guarantors those risks covered by the budget (currency non-transfer, ’
expropriation, war and civil disturbance as defined in the MIGA. Convention--see Annex 11). All

“other risks would be covered by third party guarantors. This.carving-out strategy is far better
than the alternative approach that would consist in listing the risks that are covered by third party
~ guarantors, which would be very difficult to achreve and would expose the Bank to endless
lmgatlon : : S . :

Breach of contract risks should be left to the third party guarantors, although this risk °

is often pohtrcal in nature. This is essentially to minimise the risks of litigation (and the contingent
habllmes on the Budget). Experience shows that it is extremely- difficult to separate eﬁ'ectrvely the -
risk of breach of contract from the typical commercial risk. The issuge has often been decided -

through litigation. S This issue could be revisitéd in a few years when experience has been gamed
in the possibility to eﬁ'ectrvely carve out breach of contract risks from the coverage of third. party:
guarantors. Moreover, carving out breach of contract risks from the guarantee obligations of third .
‘party guarantors would create a considerable moral hazard since the Bank's guarantors would
‘have no mcentlves to a.nalyse properly the pro;ect and the documentatron s

, * Under thrs optlon, in addtnon to the shanng of risks mentronned above tlre overall
coverage of the Bank's total loan portfolio outside the EU could be lowered to 60% (down -
- from the current 100%/75%),: provided this is on a world-wide basis to enable the Bank/the Union
to benefit from international portfolio drvers1ﬁcatlon (see §3:3.2 and § 3.3.3). This would reduce
by 35% the budgetary resources needed to cover a given amount of loans under the current
arrgngements:for the Guarantee Fund.. Moreover, because certain risks would not be covered
‘by the budget, the pace of use of the Guarantee Fund could be slower than under the strarght
" blanket coverage option. - : : :

_Relatlons with the Guarantee Fund: All Bank loans outsxde the EU would be unputed to the
Guarantee Fund (60% of the amount of loans signed, minus repayments and cancellations),
whoever the guarantoris. Indeed, the budget would continue to cover selected political risksin all .
" cases, which-will have to be provided for, and it is unpossrble to quantify satisfactorily a priori the
political and commercial risk ‘components prol ect by project. This being said, the Budgetary
‘Authority could envisage a distinction of provisioning rates according to the qua.hty of the
guarantor which would enable the Budgetary Authonty to leverage fiirther the resources mvested
in the Guarantee Fund. , S \

- mobilise adequate cominercial guaramees from acceptable banks or other first-class guarantors to cover nsks
mvolved in lending to public sector entities outside the Union.
5 Moreover, one should be aware that market experience to date with limited or non-recourse ﬁnanee-—whach raises

the issue of breach of contracts more than other types of financing—has been very limited. Political risk insurers are
generally reluctant to cover breach of contract risks. Insurer who provide beach of contract coverage generallv
guarantee only limited aspects of risks. Experience in MIGA and other pohtml risk insurers will be dlscussed
more fully in the final version of the paper and in an annex. = - X
- & The Bank's third party guarantors would bear the "documentatron nsks" as in the various PA operatlons

mvolvmg a non-soverergn guarantee structured to date. - : :

o
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Calling on guarantees: Whenever a debt service default occurs, the Bank would call on its
guarantors to ensure the continuity of its cash flow.

e When the loan is covered by an adequate third party guarantee, the Bank would call

on the latter, who would have to ensure the debt service to the Bank unless thé
inability of the borrower to service its debt to the Bank results from one of the political
risks that was explicitly excluded from its coverage. -It would be for the third party
guarantor to provide the evidence that the borrower's inability to service its debt to the
Bank results from the occurrence of one of the political risks excluded from its -

_ coverage. If the debt service default results from one of the risks eéxcluded from the

" coverage of the third party guarantor; the Bank would ask the budgetary guarantor to -
pay. ‘ ,

e " In all other cases, the procedure would be identical to the cu,trent procedure: the Bank

~will call first on the soverelgn/pubhc sector guarantor and would call on the budgetary
guarantee only if the sovereign guarantor does not honour its commitment.

Recovery mechanism: In all cases, the Bank would continue to ensure the recovery of arrears on °
behalf of the budgetary guarantor, as at present. The sums recovered would be transferred back -
to the Guarantee Fund.

. Pros .

- Thrs scheme features a genuine risk sha.nng that is consrstent with the Bank's statutes,

financial structure and practrces

It would maintain an adequate degree of protectron of the Bank's assets and preserve the

_ strength of its balance sheet.

It would require no fundamental change in the Bank's modue operandi.

It would help to ease the budgetary constraint. The budgetary resources needed to cover a
given amount of Bank loans outside would be reduced by about one third, and the use of

_the Guarantee Fund would be reduced by the externalisation of part of the nsks from the
budgetary coverage. : :

It could enhance the additionality of the Bank's operations outside the Union and the

-complementarity between the Bank and potential guarantors (first class banks and
_corporates). The thrust of this additionality is that the Bank/EU budget would cover

selected political risks while other nsks (more commercral n nature) would be left to third
party guarantors.
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o Cons .

o Unlike the 60% globalised scheme, Scheme 4 could result in litigation. It could unply
;. trilateral disputes between the Bank, the Commission-and the third party guarantor.: This
could result in high legal fees and be detrimental to the'i image of the Bank/the. Commission
and sour the business relatlonshrps between, the Bank and some of its workmg partners

« This scheme would be more. dlfﬁcult and costly to administer than the present guarantee
-scheme and than the 60% globahsed scheme proposed by the Bank. <

e It would mtroduce credlt risks Imked to Bank lendmg outside the EU on the Bank'
‘balance sheet. This would requtre the constitution of adequate loan-loss provrsrons on the
_ Bank's books, whlch might require an increase in the Bank's interest margin on loans ‘
“outside the EU, or be financed out of the Bank's operating surplus, which would reduce .
accordingly the reserves the Bank would have allocated to reserves to help to postpone the
next capital i increase. ‘

' it could result in additional mﬁcultles to meet turnover targets as governments are P ‘
- increasingly reluctant to grant sovereign guarantees, the Bank's ablhty to.meet its tumover
targets (set in the various mandates to lend outside the EU) would be conditional on .
~ obtaining adequate guarantees in the market. This should not be taken for granted. smce it
would depend on commercial banks' appetite for developmg country risks.

. Thrs scheme could result in endless discussions in the Board and with the Commission on a
- .case by case basis on the adequacy of the guarantee scheme selected by the Bank and the .
- 'resultmg contingent habthty on the Budget. ' :

e The mobxhsatron of third party guarantees for operatrons out51de the EU would accelerate
,the use of exposure ceilings to individual banks/corporates deﬁned inthe Bank as .
- experience shows that the guarantors used to guarantee loans outside the EU &re in general
institutions to which the Bank is already exposed asa result of its lending operations within
the Union or its treasury operatrons :

. Conclusron .
In sum, this scheme provides for mrcroeconomrc nsk«shanng between the Bank and the .

_ 'budget as it externalises from the budgetary guarantee certain categories, of risk (marnly

. commercial risks):” It would meet the request by some Member States that the Bank share risks .

~ with the budget and enable the budgetary authority to increase the guarantee potentlal of resources

invested in the Guarantee Fund, while allowing the Bank to protect the integrity of its ba.lance

sheet. However, this scheme would have srgmﬁcant operatmnal drawbacks and is not the .

Bank's preferred scheme. : : '
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“Annex 1

' COUNCIL CONCLUSIONS (ECOFIN)

OF 27 NOVEMBER 1995

Community budget guarantees in respect of EIB lending outside the Community

'The Councn considered the nature and level of the guarantees prov:ded from “the

' Commumty budget for EIB Iendmg in third countnes

1

The Council noted that discussions had- thrown up a_number‘ of problems reguinng closer

examination before a fi nal -decision could be taken "Wlth this in mind the Council'asked the

EIB and the Comm:ssmn to begm Iooklng mto a new guarantee system In S0 domg, they_

should consider the poss:blhty of part of the nsk entalled by the Bank's extemal operatnons'

being bome by the Bank (e.0. the Cornmumty budget mlght cover po|mca| but not

: commercual nsk)



...lq-

Financial cooperation with third couhtries must not, of course, detréct from the EIB's task of

'grantihg loans within the Union.

The new system must be consistent with the Bank's operating rules as Taid down by the
Treaty and muét, in particular, respect the séle power;s conferred on its Board of Directors by

Article 11 of the Bank's Statute.

The Council asked the EIB and the Comimission to submit.a report to it as soon as possible.
The Council undertook to consider the new system and to fake a decision on'it by the end of

next year.

Pending a new system, thé Council acknowledged the importance of enabling existing and -
fresh lending to go ahead in ordery fashion over a transitional period. The Council

accordingly agreed t_hat new decisions to grant Community budget guarantees for EIB

lendingin third countries wquld be based on the exis{ing model.

The Council also agreed that the new system would be applicable to the new decisions to be

taken during the transitional period in respect of loans not yet granted.




SUPRANATIONAL FINANCIAL INSTITUTIONS: LOAN PRICING POLICIES

- Annex 2

P

‘Alrlcan Development Bank

Variable lendlng rale adlusled soml~annually 1o mainiain a 50 basls polnl spread. Anuual comunlmenl
fee ol l % s chnrged on undrshurse(l loans. A 200 basis poml feois belng consldered \

Aslan Developmeul Bank

Vanable lending rate adjusled semi-annually based on cosl of borrowirtg plus a spread of 40 basis
points. Commllmenl fee of 75 basls points Ievued on Increasing percentage of umlrshursed foan amount.

Corporacion Andin.) de Fomento

Variable lending rates sel al LIBOR plus 85 - 400 basis points, depending on the tenar and risk of the

transaction. Fixed-lending rate sel at cost of funds plus a profit margin of 100 - 225 basis points, plus a
risk premium of 75 hasis poinls and a surveillance (ee of 100 basis points. On project loans, a loan

originalion fee of 1 % of the loan amounl an(l a cornmllmenl {ce ol 0. 75 % per year on undishwrsed

a 'luau l).rlances are charged

European Bank fo: Reconslrucllon and
Development -

. For pnvale seclor loans variable and fixed rales lo be based. on prevalllng markel rales whlle

considering cost of funds and loan risks. For public sector loans a new pricing scheme, maintaining a

luniforrn 1 % * margin over LIBOR was inlroduced In Aprit 1994, Annual commmitment fees on
undisbursed loans of belween 0:5 -1 % for llxed and varlable rate loans, respecuvel; Front end (ce of
10.5-1 % will lyplcally be chergud al slgnlng i

-1 European Investment Bank

Fixed lending rale based on arlual funding cosi of lhe currency lent plus a spread of 15 basls points.

Variable rate loans are repricod quarterly at a spread over the effeclive average cos! ol funds. Cm rent]

policy Is under revlslon in ordnr lo ensure grealer llexu)lllly

Inter-American Development Bank

Loans are prlced semi-annually el a rale based on ellective lundlng cosis. over the prevlous six months,
plus a spread covering administrative and other cosis lo meel income targets. Charges, which may be
waived, inclutle an annual fee of 0.75 % on the convertible cuirency podion of undishursed loans, and a

1-% one-time charge on the principal-amount. Included In the lending rate'is a 1 % annual commission:

fora speclal reserve to meel obligations on horrowings and guarantees

International Finance Corporation

N

Lendmg rales are based on prevalllng markel rales wlrlle consulerlng cosl of funds and loan risks. A
front-end fee of 1 % al signiny. Annual commitment- lees on undisbursed loans of 1% and 1. % for
fixed and. vurlable ralo Inens 1especlively. . . _

-

Nordic Investiment Bank

Markel based lendlng rales aro sel al dlsbursemenl Loans are ollered on average at 50 basis points

over borrowlng costs. Commitment lees are usually charged on undishursed loans.-

.| Wond Bank

— Varlable lendlng rale adlusled semi- annually to malnlaln a 50 basls polul spread (reduced to 25 basis

points for al least the curren! fiscal year reduced by way of waiver to- eligible borrowers) over the
weighted average cosl of ocufstanding bank borrowings (excliding those to fund liquid inveslmenls)
since June 30, 1982. Annual commilment fee on undisbirsed loan balances has hoen reduced in the

| 1993 fiscal year for lhe lourlll ronsecullve year to 25 busls polnls lrom 75 basis poinl 5.

f@i;
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Annex 3

SUPRANATIONAL FINANCIAL INSTITUTIONS: FINANCIAL STRUCTURE

Gearing ratio

- |Capital quality

ratio

INSTITUTION

Actual 1994 (in %)

BY STATUTE

Disbursed loans/
paid-in capital +
reserves

Disbursed loans/
subscribed capital
+ reserves

Paid-in capital/
subscribed capital

African L-)evelopment Bank

Loans outstanding plus undisbursed-.
commitments and guarantees cannot
exceed 100 % of subscribed caplta[
reserves, and surplus.

288

40

9

Asian Development Bank .

Loans outstanding plus undisbursed
commitments, equity investments,
and guarantees cannot exceed 100 %
of subscribed capital and reserves.

203

46

Corperacion Andina de
Fomento - *

Loansloutstanding limited to 450 %

|of paid-in wpttal reserves, and

retained earnings.

235

86 |

31

European Bank for
Reconstruction and
Development -

Loans outstanding plus guarantees
plus equity investment cannot exceed
100 % of subscnbed capital, reserves
and surplus.

52

11

20

European Investment Bank]

Loans outstanding plus guarantees
cannot exceed 250 % of subscribed

‘| capital.

664 .

135

Inter-American
Development Bank

Loans outstanding plus guarantees
cannot exceed paid-in capital plus the|

_|general reserve and the callable

capital of non-borrowing members.
Also, target reserves-to-loans ratio at
20-25 %.

289

%

international Finance
Corporation.

Paid-in capital, retained eamings,
and general loss reserves must be at
least 30 % of risk-weighted assets
(on- and off-balance-sheet).

147

130

80

Nordic. Investment Bank

Loans outstanding plus guarantees |

cannot exceed 250 % of subscribed
capital. -

— 508

138

10

World Bank

Loans outstanding plus guarantees
cannot exceed 100 % of subscribed
capital, reserves, and surplus. Also
target reserves-to-loans ratio at 13 -

14 %.

427

61

Sourcé: Standard and Poor's
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| PRESENT SYSTEM OF COMMUNITY BUDGET AND EU MEMBER STATE GUARANTEZS N

W‘_-————__

- RESZECT OF SiF LOANS IN THIRD CCUNTRIEE .

A

Operations outside the European Union are conducted essentially on the baSis of various decisions taken
. by the Councii of Ministers and accepted by the Bank, These decisions differ-from one region to another
and are -~::crpo'a!ed in the "cmve"tm"'e D'c'oroxs and Authonsatxons goveming the Bank's aduvmes

Thts annex comams

1. a summary of the Bank‘s operatnons from own resources outs:de the EU under the retevam
Conventldns Protocots and Agreemems o : :

2 a descnptton of the presem sysxem of guaramees for dperauons outside the EU

1. "EIB OPE?ATIONS FROM OWN RESOURCES UTS!DE THE EU UNDER THE RELEVANT

CONVENTIONS PROTOCOLS AND AGREEMENTS
11 ACP States and OCT - "

Thé Fourth Lome Convenuon tne origins of whlch date back to the First Yaoundé Convention concluded
-in 1863. currentty encompasses 70°ACP Staies which have historical links with the EU. It runs for a period
of ten years and has appended 10.it the First Financial Protocoi covering the fi rst five years (1990-1995)
whlch provides, inter alxa for a maximum of ECU 1200 million in loans from. the Banks own resources

1Alongsxde the Convention. a Council Decxslon ais0- provides for aid {6 the 20 Ovexseas COUW’% and .
", . Temitories (OCT) which enjoy special ties with EU Memper States Under this decision; the E(B may Qﬁm
loans from its own resources up to ECU 25 mnhon o . .

:Under the Second Fi nanc:al Protocoi (1 996-2000) wmch was signed in November 1995 and is: a.urenﬂy

under ratification. the Bank ¢an advance loans from its’ own resources for up 10 ECU 1693 ‘riltion .
:(includmg ECU 35 mitiion forme OCT)

12 - Mediterranean

" The EIZ's initial operatxons in tne non-member Medxterranean countries date back to tne 19805 At the
moment. tne Bank advances its Ioans under the framework of: y

- the fdunh generation of Fmancxai Protocols conciuded between the Communny and each of the -
- Maghreb and Mashreq countnes and Israel. covering the ‘period from 1992 to 1996 and Dggglgg
~ for a total of ECU 1300 million in loans from own resources: to this fi igure should be added 0
milfion for Malta and Cyprus (1994-1998);
- - financial cooperation. referred to as 'nonzoma!' since it is deployed as an adjunct to the above-
mentioned bilateral aid. for the region as a whole covering the same penod and provsdmg for a
total of ECU 1800 miilion in foans from Own resources:
- - a mandate for ECU 250 million in favour of Gaza and the West Bank (1994-1998) to be set
. against the above horizontal financing component expiring in 1996 and subsequently against the
_hext mandate for the Mediterranean. This mandate is based on the EUs mmatwe in suppon of
the peace process and economic development in this region:

"I . financial assistance for Slovenia (financial protoco} allowing for an e'“c-.m' of ESL 152 "r;...e for -
- the period from 1983-1987); . -
- financiai ass:stanc_e provuded_ under previous protocois. _

1.3  Centraland Eastem Europe :

Since 1989 the Bank has been called on to operate in an- increasing numper of CEEtCs lmﬁg ;f
the EUs efforts to support the process of reform in these countries and 10 eontnbmge t.w‘;ril1991 the Ban?( _
‘close links between them and the Commuritty. F°“°W'"9 decs:dns taken in 1989 an
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advanced loans totalling some ECU 1700 million .between 1990 and 1983 in Potand. Hungary, Bulgaria.’
the Czech Repubiic. Slovakia and Romania. A new <ceiling of ECU 3 billion in icans from own resources
has now been set for ten CEECs (the six mentioned above plus the three Baitic States and Albania) for a

three-year oeried from 1994 to 1996. This mandate expires in Decemoper 1226 but will be automatically
xX1enaag by six momns i funcs suii remarn 0 o2 cecloved. : ) : :

1.4 Asia and Latin America ;

A recent extension of EIB operations outside the SL' zoncemns some thitty countries in Asia and Latin
America wnich have concluded cooperation agreements with the Community and which are eligible for
EIB finance. in 1983, the Bank was authorised to grant loans from its own resources up 1o a total of ECU
250 milfion per annum over a period of three years. which expired in February 1998, for projects of mutual
inmerest and tikely to strengthen links between the EU and the ALA countries. Discussions on the renewal -

of the Bank's mandate for Asia and Latin America are underway.

1.5  Republic of South Africa

The most recent extension of Bank operations outside the EU relates to South Africa where it was
authorised. in 1895, to provide finance of up to ECU 300 miilion over a two-year period for investment
forming part of the country's recenstruction ang deveiopment programme. This new area of EIB activity
falls within the context of the recent cooperation agreements between the EU and the Republic of South

Africa. o
1.6 . Developments in operations outside the EU (own resources)

An overview of trends in contract signatures for EIS loans from own resources outside the EU under the e
various Protocols, Conventions and Decisions covering the past twenty. years is Set out in Table 1. '

Table 1 :Finance contracts signed outside the European Union
' (figures in ECU miition) R

Year | CEEC* ' MED |ACP ALA | RSA | Jotal
10CT external
1876 | - 900 1| 524 l- |- - 142.4
1977 | - ‘85.0 | 67.0 |- 152.0
1978 | - ] 8301 909 (- - |- 173.9
1978 |- | 34771 732 |- - 420.9°
1980 | - 247.0 | 124 4 - - 371.4
1981 |- 238.0 | 158.4 - . 396.4
1982 | - - 288.011222 - - - 410.2
1983 | - 337.2 | 90.0 - . 4272
1984 - 54161 79.1 |- - ] 620.7 .
1985 | - 416.5 | 167.8 - - 584.3
1986 | - 231.1 1 150.7 - - 381.8
1987 | - 27.7 11611 . |- . |- 188.8
1988 | - 391.0 | 128.1 - - §20.1.
1988 |- . 33081 155.1 . - - 485.9
980 | 215.0 336.51 117.5 - - 669.0
1991 | 285.0 | 227.0 ! 269.5 - - 781.5
| 1992 | 3200 | 313.8 1:1130.5 - - 764.3
1953, 882Z.C ! 67501 147.4 8.0 |- 1807.4
1894 957.0 | 579.012225 {2200 |- 1978.5
1985 | 1005.0 | 10145 | 204.7 288.0 | 45.0 2557.2

including operatidns in Slovenia:
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2. PRESENT SYSTEM OF EXTERNAL GUARANTESS
21 General aspects |

As anc when the Member States have decided to inviie the 3ank to take on cenain ascects of Community
cooperation poiicy, they have aiways agreed. along to the ‘requirement of the St;tmes (Art. 18), to
- establish. for EIB loans from own resources outside the Community, systems unger.wﬁ:ch these loans are
covered either: by their joint and severai guarantee or by a guarantee provided in vthe name of the
Community. ’ E : : ‘

' 22 ACP States and OCT

Lomé i : In view of the amount and, geographic 'scope of Lomé | (1975) compared with the preceding
* Yaoundé Conventions, the Bank obtained a'blanket guarantee for the ACP States and OCT. .This is 3
- guarantee from the EU Member States equal.to 30% of the total amount of credit -adv_ance,d under this

.Convention and covering any. risk which-couid arise from these operations.

Lomeé il to IV : As the perception of risks expanded. the blanket guarantee was increased to 75% of the:
total amount of creait advanced under each Convention and-continues to cover any nisk which could arise
from these operations. The guarantees. newly established for each Convention or Financial Protocol and
thus not cumulative s in the case of the Mediterranean (see below), are fumished directly by the Member
States and not by the' Community budget. L

2.3 Mediterranean .

'2.3.1. From 1963 (first protocol with Greéce) to 1977 (exceptional ‘aid for Lebanon) the Bank obtained a
100% guarantee for(i'ts bpperaxions in the Medit)errane'an. In 1978 a blanket guarantee equal to 75% of total
credit opened and covering any risk which might arise from these operations was introduced for all its
loans from own resources in the Mediterranean countries (including operations in Spain, Greece and
Portugal prior to their accession and in the former Yugosiavia). In contrast to the guarantees provided for
operations under the Lome Conventions. this is 3 guarantee given in the name of the C_pvmmumt'y whtc_h_ is
cumulative in the sense that, when new protocols are signed. it is extended 1o loans -advanced under these

protocois. This system. introduced in 1978, has beén consistently renewed. - .

24 | Central and Eastern Europe; Asia and Latin America; South Africa -

) ' . . N ' . ) ’ . - . A . :
In view of the panticular risks invoived in financing operations in these regloqs. thg Ban.k optamed a 1,09/' ,
guarantee from the Community. ~ ‘ . : : -



' Annex 5

Anaiysis of the PA Portfolio with Non-Sovereign Guarantees

Introductory remark

- For this analysis all PA loans on own resources signed and not compietely reimbursed
have been considered. The list of loans dates back until 1985. Loans with Non-Sovereign
guarantee made before that date can be considered as marginal and would not influence the
resuits of this analysis. The amounts taken into consideration are the amounts for which a {oan
agreement has been actually signed and a Non-Sovereign guarantee has been approved by the
Bank's Board. Guarantees by CFD, KfW, Member  Countries of the BDEAC and the Palestinian

Authority were considered as Sovereign guarantee. For the purpose of this analysxs oniy
- guarantees have been considered which cover at least part of  the period after project

completion®. If several guarantees exist in cascade, only the "guarantor of last resort™ was
considered?2. ’

B

) Growth of iending wnh Non-Sovereign guarantees

The proportion of Non-Sovereign guarantees was only marginal and never exceeded
10% of the total signatures of PA loans on own resources up to 1994. However in 1995 this
proportion increased suddeniy to 31%. The increase is even more impressive in.absolute terms
. where the signatures of loans with Non- -Sovereign guarantees during the vear 1995 represent
more than twice the total amount signed in the ten previous years {782 mECU in 1995 against
312 mECU from 1985 to 1994; see the fo!lowmg chart and attachment 1 for.a comprete iisti.

'Use of Non-Sovereign Guarantees (cumulative)

1200-| i
1000' 3

8001 |

_ |
mECU ecml-i
400477

| L

\ . 200+’i

1986 1987 1988 1989 1990 1991 1932 1993 1994 wfssi

Geographical distribution

The analysed portfolio consists of 25 loans for a total amount of 1094 minon ECU. 14
loans-concern ACP countries (128 mECU or 12%), 2 loans Mediterranean countries (226 mECU
or 21%}, 4 loans Central and Eastern European Countries (520 mECU or 47%) and S loans
As:an and Latin American countries (220 mECU or 20%)

1 ‘For instance if the European shareholder has given a completion guarantee and after project, compleum
the loan is guaranteed by a local bank, only the latter has been taken into consideration
For instance the project MIDOR in Egypt is guaranteed by a iocal bank, but a letter of credit is: avadable
fmmannmumalbar&whnmranbeusedmmseofdcfambymelowbank.ﬂuswascomemmuy
mderedasapro;ectguarameed by an intermnational bank
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Structure ot the guarantee porticiio

The bulk of the loans analysed are guaranteed by international banks. International bank
means for the purpose this analysis one or a group of banks from either the EU, Switzeriand,

Canada, the US or Japan which represent an acceptable risk for EIB. These loans represent 80%
of the total :

1% 6%

B Intemational bank.
B intemational Shareholder '

B Local bank

Collateral security

(see attachment 2 for complete list).

Duration of the g;iarantee

Commercial' banks often have difficuities to provide a guarantee for periods_ longer than
§ to 8 years. In a number of cases therefore the guarantee covers only part of the duration of
the ioan with the possibility to roll-over or to provide an aiternative guarantee at the expiration
of this period. Otherwise these loans would become due. 27% of the total amount concerned is
covered by this type of roll-over guarantee.

Coverage of Convertibility and Transferabditv risk

Whenever an international bank covered in the past the complete political risk of a
project it can be assumed, that arrangerhents have been made to counter-guarantee the risk by
deposits of the shareholders or other kind of special relationship between the bank concemed
and the project promoters. This kind of full guarantee has always been an exception. it was only
in 1894, when commercial bank guarantees in emerging markets became more frequem that the
issue of political risk coverage was raised. It does in fact increase the cost of the guarantee
extraordinarily because Central Bank reguiations in most -of the member countries require the

- immediate provisioning of a political risk in the portfolio of a commercial bank unless it is
insured: or cr~reres b tha "mbreii=" of a mukilaters! fnance institution. The willingness of the
Bank to renounce o the coverage of the risk of converibility and transferability of foreign
exchange by the commercial guarantors is considered as such an umbrella. The Framework
Agreements concluded by the Bank with the governments of third countries which cover this
risk put the Bank in a position to regard this specific risk as being covered by the host coumry
government. This became practically the rule since 1984 and aithough only 6 loans have been

signed with this partcularity, their large amounts bring about that these loans represem: 56% of
the total (see attachment 3).



~ Attachment 1

Outstanding Loans with Non-Sovereign Guarantees - sorted by date of signature

. WithWithout i

782.0

Coverage :
, : Convertibility
Amount . . and
‘ , Date |in Duration | Duration Ttansferablmy
Country ! Sroiest _siengture ImECL Pinvsars:  tiusrantes Serecuny o guzmvamise: . risk
coTiv lsaco 851121 | 30l . 12linternationat Bank teut Jwith
Sub-total 1985 : 3.0
coTiv |sonaco i ' 861215 45 12} international Bank: |Fun With
" Sub-total 1986 T 45 4 ‘ .
lcorv lutexi i ' 870730 10.0 12|internationai Bank ‘Eull With
AFRiz leADs 6L 871215 | . 6.0 '10|lntemation,al Bank 'Roll-ov"er_ With-
P N n
Sub-totai 1987 16.0, ' )
SWAZi |spiNTEX SWAZ]LAND' 891122 40| - 1plintemational Bank ___|Roll-over |witn
Sub-tota! 1988 4.0. :
GAMER |SBM Bananes A 1911031 15 10l intemationai Sharencider|Full"’ With
AFRI lasecnana " 911114 140 - '10|International Bank lRoH-ovér With
“Sub-totai 1991 15.5 . |
MAURC Mauman Production 920727 ] . 2.0 * ' 12]Local Bank Fuil - [With
lcomv_iscopia 921216 5.5i____10linternational Bank " [Ful | iwitn i
Sub-total 1992 75
lEGYPT Jardins du Nil 930624 6.0 12|International Bank Full With
. freHsa Iskooa 930726 | 70.0 ' 15|intemational Sharehotder|Full . [Without
JAMAI. {TDBJGLII A 930922 50| 10!International Bank Fuli With
Sub-total 1983 "81.0
JARGEN ‘Gas Naturat BAN - 941031‘ 46.0 12 Internatiqnal Bank. Full " thh
PHILI |Davao Cement 941214 23.0 8|international Bank Full Without
GUINE IsGHI A ' 941216 1 18 10{Local Bank Full With
“Jeniu lere. 941220 g 750 8linternational Sharehoider{Fuli .- With
jMALL_isapioLa 941222 35.0 giCollaterat security Full with
“Sub-fotal 1954 - 180.5 B ' '
IcoTlv‘fPEmocx 5 ' 950502 - 30.0 7lcotiateral Security Full . With
EGYPT IMIDOR- 950629 | 220.0 " 18|International Bank Pt With
|HONG  |Hungary Fin. Sec.lGL | es1122 | 1s0.0 15|international Bank Full Without
ARGEN [AGUAS ARGENTINAS | 951201 .70.0 15|Internationai Bank Roll-over {Without -
fPOLCS iFoianc Fin. Sec. GL | 951267 | 100.0] 7 iSjintermaiiunal Sank = uil ‘\'Mt_hout
cHEQ lcez ’ 851214 | ~200.0 45|intemational Bank - |Rofl-over . |Without
IARGEN {AILINCO 951214 6.0 . 10lLocalBank Full ____ |with
COTIV |SACO I 954218 ‘60l - 10lColiateral Securitv “IFul o lwath
Sub-total 1995 o : : . )

Total

1084.0
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‘Attachment 2 |

Outstandmg Loans wuth Non-Soverelgn Guarantees - sorted by Guarantor category

1094.0

i thNVTncx:: ]
-Coverage
| Coveras
» Amount and :

R Dite |. n |Duraton| | ouraten | Transterabiiy |
Country:i Project signature | MECU | invears Guarantee Caiegory i-iarsneel | ~sk | Sub-temats
MALI . |sADIOLA: .| sarzl  asol slcoliaterat security Fulwit A
comv lesTROCH osso2| 300 7lcotiaterat Security Ful_ lwitn
comv lsaco it os1218]  sol  1olconaterat security - Fun With o
comv lsaco | ss1121] - 30l " 12lnternationai Bank Ful  Iwith

Hcomv sonacon | se1215] a4l 12}international Bank Ful With
cotv lutexti | s7o730l 100l 12}internationat Bank Fub With
coTv lscopl A | ‘g21216] 55l solinternationar Bank._ Full With -
EGYPT liardins, du Nil | s3os24! . 60l  12}international Bank - Ful . |With -
JAMal 1roBU 6L i A | ssoez2| | 50 10}international Bank - Ful . lwah
JARGEN IGas Natwral BAN sa1031]" 460 12}international Bank lri . lwin
£GYPT IMIDOR " osoezs 22001 18linternationaiBank Full lwith
PHILI  |Davao Cemem | sa1214l 230l 8linternational Bank Ful lwithow
|Hone ""Huncam Fin Sec.GL. | os1122] 1s00l - 15|internationar Bank fFul . withow . .
[poros ipoina Fin. sec. oL | ss1207] 100l 15[lmemanon:l Bank Jralwithon |
AFRIE - zADB 6L g71215/ 60l 10linternational Sank Roll-over - IWith
swazi |spintex swazitanp | sstizzl  sol . 1olinterational pank JRotover Iwitn
JarRi |asecnana g11114] 140l > 10/iternational Banx Rolover |With
"JAREEN lacuas ARGENTINAS | es1201]  70.0l 1S]tmzman'onal Bank Rofl-over |Without .
renea leez | os1214] 2000l - ysinternational Bank " JRoitover Iwithow ss7.01
CAMER |$3M Bananes A 911031] 15 10\international Sharenoider |Fun . win '
crin lere sa1zzol 750l glinternational Sharehoider  [Fur . with
TCHEQ Iskopa g307261 700  15|international Sharenoider  |Fui  Iwithout 1465
MAURC IMauniatt Producson. ~ | s20m7] 20l 12{Locai Bank - Ful With
GUINE IsGHia - sa1216! 15 10jLocat Bank Ful  with
ARGEN |aiunco’ os1214] 60 10|Local Bank Ful . |with ‘ Y |
| T .
Total

10840
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Attachment 3

Outstandmg Loar}s with Non-Sovere:gn Guarantees - sorted by Coverage of

Convertibiiity and Transreraomtv Risk

Coverage

1084.0

| Convertibility
Amount - ~ and
Caie in  Curation , ; Duration : Transferabilityy -
Countrv Proiect ‘| signaturel mECU | in vearsi . Guarantee categorv | quarantee| - - risk Sub-totalst
coTiv Isaco -gs1121] 3.0 12)itenationat Bank___[Fun__fwitn_ :
fCOTIV |SONACO i 861215 es)  12lintemational Bank Ful  |with
coTv_ {UTEXI ii 70730l 100 12|international Bank Bl |with
AFRIE {EADB GL . 871215| - s.0f  .10lintemational Bank Roll-over |With
SWA'Z-I. SPI'NTEX SWAZILAND] 891122 . 4.0 . 10linternational E_ank Roll-over {With
‘JcAMER {SBM Bananes A 911031 15| 10lintemational Sharenoider{Full With
AFRI  |AsECNA 1 A 911114l 140 10linternational Bank |Roli-over {with
 |Maurc Imauriait Production | g20727] - 20l 12ltocal Bank Ful___ fwith
Jeomv Iscoor a 921215l - 55 10linterational Bank *_|Fuit With
EGYPT lJardins du Nil 930624 5.0 12| international Bank Full With -
JAMA! [TDBJGL I A e30922| 5.0 10international Bank Fal.  lwan
ARGEN |Gas Naturai BAN 941031] .46.0 12|internarionat Bank Full With
Neums lseus 241218 5| . 10lLocal Bank ' Full Jwith
cHiL -lcTe “g41220] * 750 8linternational SharenotderlFuil - fwith -
MAL! . [sADIOLA * ga1222] 350 slcoliateral security © |Ful With
comv ' |reTROCI gsos02|  20.0 7|Cotaterat Securitv Full With
£GYPT |MIDOR os0s20] 2200|  1glintemationaiBank _ |Fun ___lwith
ARGEN AILINCO 951214l 60l " 10lLocal Bank Fan - fwien
comv_Isaco os1218] 6.0 10lCotiateral Security  IFuli with 481.0
TeHea Iskopa | 930728! 70,0 15| international Sharenoider|Full Without
PHILI Davao Cement 841214 23.0 81Intemational Bank - Full {without
HONG - IHungarv Fin. Sec. GL | 51122l 150.0 15{International Bank Full Without
ARGEN ,AGUAS ARGENTINAS | 951201 70.0 1S|international Bank Roll-over |Without
POLOG |Poiand Fin. Sec. 6L | 851207] 100.0 15} Intémational Bank. Full Without |
TCHEQ CEZ ' ' l"951214 - 200.0 15)interational Bank Roll-over {Without 613.C
Total

1094.C
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N _ Annex 6
- / =
'GUARANTEE FUND -
Purpose of the Fund
1. The European Councrl in Edmburgh on 11 and 12 December 1992 concluded that

considerations of prudent budgetary management and ﬂnancral discipline | called for the
-establishment of a new financial mechanism, and that accordmgly a Guarantee Fund should be set
up in order to cover the risks related to.loans and guarantees covering loans granted. .to’ third
countries or for projects carried out in such countnes _The Fund' is .mainly concemed wnh the'
followrng types of operatlon S . :
'_6 - Community loans for provrdmg macro-f nancial. assnstance ) :
Comrunity guarantees on loans advanced by the EIB and EURATOM for mtcro-economrc
" projects; :
e .Community guarantees for operatrons of a commercial hature, such as guarantees for loans .
© -made by financial mstltutlons to fund purchases of foodstuffs ormedicines. o

2. The fund's resources are intended to rermburse the Communrtys creditors in the event of _ '

default on the part of the beneficiary of a loan granted or guaranteed by the Commumty

- Provisioning of the fund

o 3. The. Councrl regulatron establrshrng the Fund provides for a dual mechanrsm compnsrng a

" reserve entered in the general budget-and a Guarantee Fund provisioried by the reserve. Payments‘ -
équal to 14% of the principal amount -of loan or guarantee .operations shall be made into the fund . .

-until the target amount is reached of 10% of the Community's total outstanding capital lrabrlrtles

increased by unpaid interest due. _The provisioning rate is to be reviewed when the Fund reaches its ) -
-target amount and, in any case, no later than the end of 1999. The Fund is also to be endowed. by - " :

interest on Fund resources invested and amounts recovered from defaultmg debtors where the Fund
has already honoured the guarantee '

4. ' Payments into the Fund are made in accordance with the following terms and condltlons

41. For Commumty borrowmg/lendmg operations or guarantees o financial bodles1 Whether in
one or.more tranches, with the: exception of those covered in section 4.2. below, the Commission
initiates the procedure for payment into the Fund as soon as the Council has formally adopted the . -
underlying decision. The arhount to be paid into the Fund is calculated on the basns of the overall -

- amount of the operation decuded by the Councrl :

4.2 For Communrty borrowing/lending operatlons or guarantees to t’ nancial bodles -under-a
framework facility, - spread over several years, with a micro-economic or structural purpose2

payments into the Fund-are made in the form of annual instaiments calculated on the "basis of the - 3

~‘annual amounts indicated in the ﬁnancual statement attached to the Commlssron proposal .

43, As from the -second year, “the amounts_ to be pald into the F_und are “corrected by the
difference recorded as at 31 December of the previous year between the estimates taken as a basis
for the preceding payment and the actual amount of loan contracts signed in the course of the same-
year. .

-1 Examples of this type of operation: loans for balance of payments support for third countries or the

. guarantee provided to.a consortium of commercial banks to finance purchases of food products in
thtrd countries. r

"2 Examples of this type of operatron EURATOM loans to third countries and guarantees provnded to

the EIB for loans in the Mediterranean and'ALA countries, the CEEC and South Africa.
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5. The rules conceming provisioning of the Fund only apply for operations decided and éntered
into as from 1 January 1993 (for more detailed information on the rules and operation of the Fund,
see Council Regulation N° 2728/94 of 31 October 1994 -establishing a Guarantee Fund for external
actuons appended hereto).

Manage}nent of the Fund's resources

6. With regard to management of the Fund, the solution adopted divides responsibility between
the Commission and the EIB: the Commission ensures administration of operations at budgetary
level and the EIB is entrusted with financial management of the Fund's resources. The text of the
- mandate entrusting management by the Commnssmn to the Bank was drawn up and approved by the -
Bank and the Commlssmn ‘

' Repercussions for EIB operations 0ut§i_tl_e the Comrﬁunitv

© 7. As the budgetary reserve for provisioning the Fund is limited to ECU 323 million per annum
at 1995 prices, there is an implicit constraint on annual commitment capacity for new operations. -In
the Commumcatlon from the Commission to the Council of 26 July 1995. (COM (@5) 404 final), the
'Commission points out that "this constraint is such that if the amount of the reserve and ‘the
guarantee mechanism remain unchanged, it.would be impossible simply to renew the EiB's muiti-
.-annual loan  aliocations at their present level while maintaining a minimum macro-financial
assistance capacity”. ‘In this same communication, the -Commission also mentions that "the
European Council meeting in Cannes confirmed the Union's intention of strengthening its financial
cooperation with partner third countries,.in particular the central and east Eurbpean countries
' (CEECs) and the Mediterranean countries (MED)". There is consequently a risk that the constraints
of the Fund could be exacerbated. The communication indicates that this situation would call for
either a revision of the financial perspective, a decrease in the rate of guarantee cover oh EIB
operations outside the Community, an amendment to the regulation estabhshmg the Fund to reduce
the rate of provisioning of the Fund or a combination of these various possibilities to unblock the.
situation. The Commission summarised the current position and: furnished additional details in its
information note of 11 January 1996 by Mr de Silguy and Mr Liikanén (document SEC(96)49). -

8. Against this background, it should be noted that when the Council held discussions last year
on the problems of the Guarantee Fund, the Bank's representative issued a reservation, indicating
that his institution could not commit itself to signing contracts for specific annual amounts but hoped
to operate, as in the past, on the.basis of multi-annual mandates and packages. An adjustment in
the pattern of signatures to accommodate the accounting constraints of the Fund would not be
manageable for the Bank (see introductory note N° 10872/95 of 19 October 1995 from the General -
Secretariat of the Council to the ECOFIN Council held on 23 October 1995). From the operational
point of view, it is clearly impossible for the EIB to increase or reduce the volume of loans from one _
year to the next in line with a budgetary margin which is not known'in advance, on the one hand,
- because of possible non-programmable macro-financial assistance and, on the other, because it is
not certain in which year the target amount of the Fund will be reached and its provisioning rate can
be reduced.

: ANNEX: 1
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N
(Acts whbse-pi«blicat{o'n is obligatory)
i
COUNCH. REGULATION (EC, EURATOM) No 2728/94
, of31 Octobet 1994 '
‘ estabhshmg a Guarantee Fund for external actions i

. THE COUNCIL OF THE EUROPEAN UNION, °

Having regard to the Treary establishing the Enrbpéah
"Commumry, and in particular Article 235 thereof )

- -Having rcgard to- the Treary estabhshmg the European -,
Atomic Energy Commumry, and in pamcular Article 203

. thcreof

Havmg rcgard to r.he proposal from the Comm.lsswn (1),

" Having regard to the opuuon of the European.

Parliament (2),
._Havmg regard to  the opuuon of the Court of
Auditors (3), : .

Whercas t.he general budget of the -European
Communities is exposed to increased financial risk as a
result of the guarantees' covering loans to third
' countries; :

Whereas thc“European Council on 11 and 12 :chembér '
1992 concluded that considerations of prudent budgetary

management and financial discipline’ called for the
establishment of a new financial .mechanism, and that
accordingly a Guarantee Fund should be setr up in order
" to cover the risks related to loans and gudrantees

" covering loans granted to third cotntries or for.projects .
executed In third countries; whereas it is possible to meet : .
this need. by the establishment of a Guaranree Fund -
which may’ be drawn on to pay the Commumty s,

crcdstors direct;

Whereas the instirudons have agreed, pursuant to the
Interinstitutional - Agreement of 29 October 1993, w0
_enter into the budget a reserve relating to lending and
guarantee operations for the benefit of and" in third
countries;

() OJ No C 68, 11. 3. 1993, p
2) O] No C 315, 22. 11. 1993 p 235
(3) O] No C 170, 21. 6. 1993 p- 25.

Whereas mechanisms currently exist for honouring’

‘guarantees when they are activated, in partcular by

drawing provisionally on cash resources, as provided for
in Article 12 of Council Regulation (EEC, Euratom) No

©1552/89 of 29 May 1989 -implementing Decision

88/376/EEC, Euratom on the system of the Communmes

. OWD resources (4),

.('

_threas t.he Guarantee Fund should be consntuted by

the gradual payment of resources; whereas the Fund will
subsequently also recéive interest on its invested resources
and amounts recovered froin defaulting. debtors where

the Fund has alréady honoured the guatantee;

Whereas, by refctence to the: pracncc of. mrcrnauonal
financial institutions, a ratio of 10 % berween the

Guarantee Fund’s resources and guaranteed-liabilities in

principal, increased by unpaid interest due would seem

. adequate;

Whereas payments to_the Guarantee Fund-equal to 14 %
of the amount of each operation would seem appropriate
to attain this-target amount; whereas the arrangements
for makmg such payments must be defined;

thrcas once the targer amount is attained, the
provxsmnmg rate will be reviewed, whereas zf the

- Guarantee Fund cxcecds the tafger amount the surplus

will be paid back to the gcncral budgct of ‘the Europca.n .

Commumues,

Whereas the financial management of the Guarantee

. Fund should be entrusted to the European Investment

Bank (EIB); whereas the financial- management of the
Fund should be subject to audit by the Court of Auditors

. in accordance with procedures. to be'agreed upon by the

(*) OJ No L 155, 7. 6. 1989, p. 1. Regulation as last amended

by Reguladon (EC, Euratom) No 2729/94 (see page 5 of this
Ofﬁcxal Joumal)
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_ Court of Auditors, the Commission and the European ..

Investment Bank;

Whereas the Trearies do not provxde any powers other
than those pursuant 1o Article 235 of the EC Treary and

Artcle 203 of the EAEC Treaty for the adoption of this .

Regularion,

HAS ADOPTED THIS REGULATION:

Article T

A Guarantee Fund, hereinafter referred to as ‘Fund’, shall
‘be established, whose resources shall be used to repay the
Comunity’s creditors in the event of default by the

" beneficiary of a loan granted or guaranteed by the-

Community.

The lending and guarantee operations referred to in the
first paragraph, hereinafrer refered to as ‘operations’,
shall be those carried out for the benefit- of a third
couniry or for the purpose of financing projects in third
countries. - :

Article 2

The Fund shall be endowed by:

— payments from the general budget of the European
‘Communities pursuant to Article 4,

— intérest on Fund resources invested,

— amounts recovered from defaulting debtors where the
Fund has already honoured the guarantee

Article 3

The Fund shall rise to an appropriate level, hereinafrer.

‘referred to as ‘the targer amount’.

The target amount shall be 10 % of the Community’s
total outstanding capital liabilities arising from each
operation, increased by unpaid interest due.

If, at the end of a year, the target amount is exceeded,
the surplus shall be paid back 1o a special heading in the
statement of revenue in the general budget of the
European Communities.

Article 4

1. The payments provided for under the first indent of
Article 2 shall be equivalent to 14 % of the capital value

of the operations uncil the Fund redches the target
amount. ‘

Official Journal of the European Communities

‘The provisioning rate shall be reviewed vshen the Fund

reaches its target amount, and in any, cdse no later than
the end of 1999.

o i '.. . . .
2. Payments into the Fund shall be made in accordance
with the arrangements indicated in the Annex. .

Article 5§ ,

If, as 2 result of the activation of guarantees following
default, ‘resources in the Fund stand below 75 % of the
target amount, the rate of. provisioning on new
operations ‘shall be raised to 15% until the targer
amount has once more been reached or, if the default
occurs before the targer amount is reached, until the
amount drawn under the activation of the guarantee has
been fully restored. :

If, as a result of the activation of guarantees on one or
more major defaults, resources in the Fund fall below
50 % of the target amount, the Commission shall submit
a report on exceptional measures that mxght be required

" to replenish the Fund.

Article 6.

" The Commission shall entrust the financial management

of the Fund ro the EIB under a brief on the Community’s
behalf. . .

Amcle 7

The Comrmssmn shall, bw no later than 31 March of the

following financial year, send to the European

Parliament, the Council and the.. Court of Auditors an

" annual report on the . situation of the Fund and the -
management thereof in the previous year.

A

Article 8

The revenue and expenditure account and the balance

sheet relating to the Fund shall be attached to the
Communities’ revenue and expenditure account and
balance sheet. :

Amcle 4

The Commxssxon shall, before 31 December 1998, submit
a comprehensive report on the functioning of the Fund.

Article 10

“This Régulation shall ente: into force on the seventh day -

following ‘irs publication’in the Offzcwl Journal of the
Europeari Communities.

Article 4 shall apply to. operations decided on and
commirtted as from 1 January 1993.
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Done at Lﬁémbourg, 31 October 1994.

This Regulation shall be binding ‘in its entirery and directly Aapplvigable in all Member
. States.: P . X o o _

For the VCom'zciI
The .President

B ‘ K. KINKEL

=i
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ANNEX

‘Arrangements for the payments stipulated in the first indent of Article 2

. Payments into the Fund will be made in accordance with the arrangements set out in paragraphs 2 and

3, depending on whcr.her the operations concerned are:

(a) Communiry borrowmg,/lendmg operations or guarantees to financial bodies, ‘whether made i in one or
more than one tranche, except those covered by (b) (1); |

-(b) Communiry borrowing/lending ope:auous or guzrantees,to. financidl bodies under a framework

facility spread over a number of years and with a micro-economic and structural purpose (2.

. For the operations referred to under point 1 (a) the Comission will start the procedure for making the

payments into the Fund as soon as the Council has formally adopted the basic decision. The amount to
be paid into the Fund will be calculated on'the basis of the total amount for the operauon dccxdcd on by
the Council.

. For the operauons referred to under point 1 (b), payments into :he Fund will be made in annual

tranches calculated on the basis of the annual amounts indicated in the financial starement attathed to
the Commission proposal, adapred where appropriate in the light of the Council decision.

The Commission will start the procedure for making payments into the Fund as soon as the Council has
formally adopred the basic decision, or at the beginning of the following financial year if no operation is
programmed for the currenr financial year. For subsequent financial years the Commission will start the
pavment procedure at the begu'mmg of the ﬁnancml year. '

As from the second year, the amounts to be pald into the Fund will be carrected by the dlfference
recorded on’ 31 December of the previous year between the estimates that were taken as a2 basis for the
previous payment and the actual figure for the loans signed during that year. Any dxfferencc relating to
the previous year will give rise to a payment in the following year. -

. thn it starts.a paymcnt procedure the Commission will check the situagon with regard to the

pesformance of the operadons which were the subject of previous payments and, where the commitment

deadlines originally laid down have not been met, will propose that this be raken into acount in
calculating the first payment to be made at the start of the fol}owmg fmanclal vear for opcrauons

alreadv under way.

. For operations decided on by the Council as from 1 January 1993 the Commission- will start the

procedure for making payments into the Fund as soon as possible after the enny into force of the
Regulation, in accordance with the arrangements ser out in the preceding paragraphs.

(") Examples of this rype of operation: loans for the balance of payments of ﬂurd countries or ti:e guarantee granted to a.

consortium of commercial banks to finance the purchase of food products in third countries.

1) Examples of this rype of operznon Euratom loans to third countries and the guarantees granted 1o the EIB for its loans

in the developing countries in Latin America 2nd Asia (DCLAA) and the central and eastern European countries
(CEEC).
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Use of the Member States or Communrty budget guarantee o o

As stressed in the report, the EIB has always arranged appropnate guarantees for its operatnons from
own resources; so as to-safeguard the guarantee -also fumished by the Member States or the
Commumty budget to comply with Artrcle 18 of the Statute '

ThIS security 'has consisted essentially of sovereign guarantees provided by the Assomated States |n
‘which the Bank mounts operatlons In fact, until 1993 the great majority of loans were made to thesev
States themselves or their public institutions (see report and Annex 5). -In the absence of such
sovereign cover, guarantees have’ been fumished under arrangements offenng adequate secunty
(guarantees from banks promoters or a combination of the two).

.. The tables below detail the use made of these guarantee arrangements in practlce since thelr
mtroductnon namely AN _ :

-Table1: Summary of arrears-on loans outside the’ European Union (appe_nded
. ‘ ‘hereto) C S ‘ T
- Table'2: ‘ Hlstoncal summary of guarantee calls made in respect of arrears in the non-
» member Medrterranean countnes (these tables-are available on request from
the Bank).
_'- Table 3: ' , Historical summary of guarantee calls made in respect of arrears in the ACP ‘
' States (these tables are avatlable on request from the ‘Bank).:
- Table 4: _Arrears covered by and still owed to the guarantors (a_ppended hereto).
_ - Table &: Geographical breakdown of lending by country in which projects are located .

(appended hereto) S . .

While the conclusions emergmg from the above tables are deveIOped in the main body of the report N
it IS nevertheless worthwhlle notlng the followmg pomts . '

H

» Up until 1985 the Bank had recorded virtually no payment arrears and consequently had not
had to invoke the guarantee of either the Community or the Member States!. This reflected the .
general situation, with réspect to debt senncmg vis-a-vis both multilateral and bilateral public
development fnancmg bodles :

. Developments in thlssrtuatron were such that as from 1987 the first payment arrears began to
emerge (ECU 2.8m for the ACP States and ECU 2.2m for the Mediterranean Countries in March
1887). No call needed to be made on the Community guarantee with respect to-these initial late
payments to the extent that the defaulting borrowers or.the guarantors managed to settle these
arrears within three months of the due date. : :

e t'is importan‘t to note that, as can be seen from Table 1, the time lapse between the -
occurrence of payment arrears and an- actual call being made on the Community
guarantee represents a normal state of affairs, given that the various guarantee agreerients.
concluded between the EIB and the Community provide for such guarantee to be invoked no
later than three months after the due date in question.. The Bank makes use of this period of ,
three monthsto take all possible measures to recover the sums concerned. Indeed, these
amounts are sometimes recovered even after a formal call has been made on the Member

* States’ or Community budget guarantee, resulting in annulment of this call.. Recovery of these
amounts and -administrative management of these procedures represents a considerable
workload for the Bank's departments, the positive putcome of which depends largely, over and
above. contractual commitments. as such, on thorough knowledge of projects and borrowers,
enablmg the Bank to benefit de facto when the project and/or country srtuatuon 50 permrts

T

1 with one minor exc:eptlon in 1984 relating to Liberia (three instalments of ECU 0 3m subsequently
paid by the borrower and refunded to the Member States).
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from preferentlal treatment Payment arrears generally stem from forex tranefer prdblems
connected with the situation in the countries concemed rather .than from dlfﬂcultles wrth the
projects themselves. .

The .ﬁrst calls on the Community guarantee, in terms oan,ct_ually requesting settlement
from the Member States’ or the Community budget guarantee, date from June 1988. They
related to Lebanon in the Mediterranean region and a number of ACP States (Zambia, Liberia
and Nigeria). The graph in Table 4 provides an overview of developments (the graph in the
-main body of the report relates to ‘aggregate arears, i.e. amounts owed to the Bank plus.
amounts settled under the Community guarantee).




STATEMENT OF ARREARS ON LOAN INSTALMENTS - LOANS OQUTSIDE THE COMMUNITY

’

OWN RESOURCES

w

NOLILITA

f

1avie 1

(ECU '000) _ . 7
ACP STATES o MEDITERRANEAN COUNTRIES FORMER YUGOSLAVIA . | TotaL ]sitotal stilt owed
Total owed | Instalments settled by TOTAL | Total owed | Instaiments settled by TOTAL | Totalowed | Instalments settled TOTAL arrears . to'guarantors
.. toEIB - the Member States(1) o ‘ toEIB" | the EC budget(1) - = +f " toEIB | by the EC budget(1) | - . B U R .
B < _ (a) S (b) - - ] (c) -} -(athec) L (¢
Mar-87. 2786 ) 2786 2191 2191 : 4977 0
Jun-87 9045 9045 - 5576 . ) 5576 14 621 0
Sep-87 7 665 7 665 5713 . - 5713 43378 0
. Dec-87 " 13 060 13060 9028 9028 22088 0
_Mar-88 8176 8176 4738" R 4738 12914 0
: Jun-88 ~ 47047 1544 18 591 '9'489 3905 13394 31985 5449
. Sep-88 11945 676 12 621 14 417 3905 . 18322 | . 30943 4581
Dec-88 © 20546 676 21222 - 8955 3943 12898, o 34120 4619
Mar-89 - 7 864 676 8540 10218 .. 3943 - 14 161 ;. 22701 T 4619
Jun-89 16 766 350 17 116 15 571 4238 19 809 ; % 36.925 .. 4588
Sep-89 12713 . 12713 9172 7 800 15972 " 29.685 . 7 800
' Dec-89 12235 354 - 12 589 13636 7800 - 21436 ¥ 34025 8154
Mar-90 10324 ' 10324 10 345 42075 . . 22420 32744 12075
Jun-90 20944 1212 22156 16 529 13043 29572 - 51728 " 14255
Sep-90 11186 -3.150 14338 7474 . 20163 27637 - - 41973 23313
* Dec-90 18268 - - 967. 19235 15 632 21059 36 691 ~ ..} 55928 . 22026
Mar-91 10738 517 11.255 5303 14 381 - 19684 U] . 30939 14898 .
Jun-91 16 925 1312 - 18237 13239 14 381 27620 " 45857 I 15693
“Sep-91 13171 1312 .14 483 6656. . 332 - 6988 s 21471 I 1644
Dec-91 18284 - 2678 20 962 8948 2288 11236 : 132198 4966
: Mar-92" 10136 3651 13787 . 7474 2288 ‘9762 4611 ‘4611 28 160 5939
- Jun-92 14 551 3651 18 202 10 447 " 2956 13 403 6317 ‘ 6317 . 37922 v 6607
Sep-92 10056 5097 15153 1157 - - 5059 6216 11674 : A 11674 33043 | ' 10156
Dec-92 20 347 5097 25 444 2952 2952 6610 8500 * 15 110 43506 | . 13597
Mat.93 18217 6481 24 698 4191 4191 13502 © 8500 22002 - 50891 |. 14981
Jun-93 2717 7378 - 40 095 2 458 2458 8970 15176 24146 . 66699 | 22554
Sep-93 25093 12729 . 37822 78 . 76 9211 . 22595 31806 69 704 35 324
> "'Dec-93 34907 15 374 50281 3765 3765 5745 28660 34 405 88 451 44034 -
‘ Mar-94 27316 24726 . 52042 - 1. 1 13837 28 660 . 42 497 94 540 . - 53386
. Jun-94 34 681 24513 . 59194 2821 . 2821 "9 402 34 639 44 041 106 056 59152
Sep-94 20972 26334 47 306 1539 1539 | 9 303 43217 52 520 101 366 69 551
Dec-94 29 407 23556 . 52963 1808 - 1808 10 561 43217 53778 108 549 66773
Mar-85 13994 - 32034 - 46 028 .42 - a2 . 13756 48516 62272 108342 - ' 80 550
Jun9s - | 25838 32978 s8a816 © | 3189 3189 - 91359 54 598 63 949 “125 954 87 576
Sep-95 .| - 18717 41374 60 091 663 . 663 17 411 - 54598 72 009 132763 . 95972
Dec-95 - 27528 41398 68923 1228 1228 10792 63213 74005 - | < 184166 - | > 104611

Y+ (1) Instsiments seftled by the guarantors and stifl owed to them '

Source’ weekly statement, av;earu more than 10 days avardue; figures at énd oli quuﬂdr

NRRESUY, RLS
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INSTALMENTS SETTLED BY GUARANTORS AND STILL OWED TO THEM

Loans outside the European Union - Ordinary Section

g rfnﬂl

N
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Dec-95
Sep-95
Jun-95
Mar-95
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Jun-94 |

Mar-94
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80000
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( 000. N23)

* 40000
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‘ B Member States' guarantee 74 EC bu

Source: ,weekly statements, arrears more than 10 days overdue; figures at end of qua’nér
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' 'Ann‘ex? Table 5

6. GEOGRAPH!CAL BREAKDOWN OF LENDING BY COUNTRY IN WHICH PROJECTS ARE -
LOCATED ‘
Countries and termitories in - No.of  Aggregate loans Undisbursed  Disbursed portion~ % of
which projects are located - loans ' -outstanding. ' - portion ) ' total
6.2.  Loans for projects outside the Union
6.2.1: ACP CountriesfOCT -
NIGERIA | T 210 344 684 75000 000 .. 135344684 .
ZIMBABWE 15 182 768 248 74476455 . 108291793
- COTE D'IVOIRE 13 116 591 727 10 491 869 106 099 858
KENYA - | 9 105 949 734 13000000 92 949 734
BOTSWANA 12 79 309 997 48 264 100 31 045 897
. GHANA 4 76 854 731 50000000 26 854 731
JAMAICA - 10 72811976 .- 26878819 - 45 933 157
MAURITIUS g - 70202386 -52 000 000~ 18 202 386 °
"ACP GROUP. 2 70 102 147 60 000 000 10102 147
- PAPUA NEW GUINEA 7 - . 69698190 41000 000 | 28 698 190
" TRINIDAD & TOBAGO 5 64 896406 - 26 055593 -38 840 813 .
CAMERQON ' . g. .. 52379561 .. - 8000000 44 379 561 .
- SOUTH AFRICA 2 - 45000000 . 45 000 000 "
" MALI ' 1. 35153 898 11752 274 - 23401624
~ FlI -7 30493171 -- . 8000000 . 22493171 .
BAHAMAS 3 26 861730 14:000 000 12 861730
NAMIBIA 3 23 746 645 18 592 464 . - 5154 181
© MOZAMBIQUE 1 20000000 20000000 . . S
- GUINEA 3 17492118 . ~ 7500000 . 19892118
BARBADOS "4 . 16946383 10000000 - ° 6946383
' ‘NETHERLANDS ANTILLES ' 6 " 14 804827 5000000 + . 9804827
MAURITANIA - ! 1 14 076 763 o 14 076 763
REGIONAL - AFRICA "1 13 862 537 3015668 -10'846 869
FRENCH POLYNESIA -4 12 653 353 3023500 - - = 9629853
SENEGAL - -2 12 333 499 S 12 333 499
MALAWI 5 9 279 531 - 9279 531
ZAIRE 1 "7 756 649 _ 7 756.649
SAINT LUCIA . | 3 6920042 - 1060000 5 860042
NEW CALEDONIA ' 2 6 354 190 - 1325 000 © 5029190
GABON - 3 6036 778 S .6 036 778
SWAZILAND , 3 47477 296 .. 4477 296
. CAYMAN ISLANDS -3 © 4 447063 . . - 4447063
* " LESOTHO ' 1 4261018 - - 4261018
CONGO . 2 3725949 o 3725 949
BRITISH VIRGIN ISLANDS : 2 3 480 651 -1 300 000 2 180 651
- ARUBA ' . 2 3085494 -+ 1600000 1485 494
SAINT VINCENT 1 2705764 ' 2 705 764
WEST AFRICA 1 .. 2648 381 2648 381
ZAMEBIA : 1 2601843 - 2601 843
EAST AFRICA 1 2433108 2433108
- FALKLAND ISLANDS 1 . 2337945 ' 2 337 945
- TONGA 2 2285216 - 620 000 . 1665216
TOGO 1 2 167 183 2167 183
CENTRAL AFRICA 1 -1 598 418 © 1598 418
SEYCHELLES _ 1 1378 438 1378438
BELIZE 2 1 047 141 "1 047 141
NIGER ) 1 998 987 998 987
"MONTSERRAT A1 302 730 302730
LIBERIA 1 : 141 829 141 829 o
.Sub-total - 182 1 537 806 355' "+ 636955 742 - 900 850 61 3

134
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6. GEOGRAPHICAL BREAKDOWN OF I_ENDING BY COUNTRY IN WHICH PROJECTS ARE
LOCATED .
Countries and territories in which No.of  Aggregate loans - Undisbursed Disbursed portion - % of
projects are located loans outstanding portion : total
6.2.2. Mediterranean Countries -
EGYPT . 25 774 359 483 475016 182 299 343 301
MOROCCO 22 . | 766 756 894 5§00 063 446 266 693 448
ALGERIA 17 717 639 916 492 518 694 225 121 222
TUNISIA 31 450 032 887 236 858 290 213174 597
FORMER FR OF YUGOSLAVIA ) 18 420 311 940 o - 420 311 840
LEBANON 8 254 878 987 200 047 000 . 54 831987
JORDAN - 26 . 198 109 515 111 217 184 ‘86 892 331
ISRAEL 4 97000214 68 000 00del0 29 000 214
TURKEY 4 94 694 344 93 500 000 . .1184 344
CYPRUS 8 74 480 986 - 34 249 500 .40 241 486
SYRIA , 5 54783349 11 855 200 - 42928 149
MALTA 5 46 349 671 - - 26 720 500 19629 171
GAZA/WEST BANK . 2 20 000 000 20 000 000" ;
Sub-total - . 175 -3 969 408 186 2270045996 1699362190 346
6.2.3. Central and Eastem Eurogean Countne
POLAND . 15 1 005 655 609 . 707 530 284 . 298 125 325
CZECH REPUBLIC : _ 9 737 871 285 ' 658 482 313~ . 79388972
HUNGARY © 13 729 174 515 425 235 470 303 939 045
ROMANIA - 9 -381 549 241 309010 137 72539 104
BULGARIA 7 285 451 998 231048 434 54 403 564
SLOVAK REPUBLIC 8 252 378 561 145 128 013 107 250 548
SLOVENIA 5 120 075 156 96 791 910 . 23 283 246
ESTONIA .5 51 823 399 40 500 000 11 323 399
ALBANIA K - 34 000 000 34 000000 )
LITHUANIA . 3 28 952 585 23 003 261 "5 949 324
LATVIA . 1 5 000 000 5 000 000
: ' Sub-total 8 3631932349 26757290 822 856 202 527 3.17
6.2.4. Asian and Latin American Countries
ARGENTINA 3 118 599 982 76 000 000 - .42 599 982
CHILE 1 71019581 - 4 631 261 66 388 330
PAKISTAN -2 60 000 000 - 60 000 000
THAILAND -2 57 959 191 51 719 844 6 239 347
INDIA -1 55 000 000 " §5 000 000 - S
CHINA - 1 55 000 000 55 000 000 .
PHILIPPINES 2 47 811 382 -39 173 581 8 637801
INDONESIA 1 45 000 DOO 46 000 000
COSTARICA 1 . 44 000 000 44 000 000 .
PERU - 1. 26 626 839 1642 050 .24 984 789
PARAGUAY 1 17 000 000 _17 000 000 -
Sub-total 16 599 016 985 450 166 736 148 850249 '0.52
Total - 451 9738 163 875 - 6 032 898 296 3 705 265 579 _8.49
GRAND TOTAL ‘5193 114636 808650 _18 545 044 986 06 091 763664 100%
(b) Loans granted to public entmes in the former Federal Republlc of Yugéslav:a are still consxdered as '

related to Ioans in the Mediterranean Countries..
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. ‘ Total - Total
Country- Rating Es FCc
I Commitments Commitments
Singapore AAA 0 14
Cyprus’ AA-~ 74 )
. ¥ ’
Total AAA and AA 74 14
Malaysia A+ 0 - 55|
Total A+ 0 55
Bahamias | A 271
‘{Czech-Republic A 738 107
Malta A : 46 .
Thailand A : ‘58 , 644
Towl A . _ ! 869 -751
) 3 ; .
Chile -~ + A “ 71 655| :
Jisrael A | o 97 11
Slovenia A 120 227
Total A ' 288 892
China -* BBB 55 180
Indones_ia, BBB 46 642
Total BBB . 101 821
Tunisia® BBB- 450 ‘74
Colombiz - BBB- -0 368
rotat B8B- 450 as2




23f

.
: | Torel Total
Cauntry ;- Rating B . FS
} ' Commitments Commitments
Botswana B8+ 79 2
Hungary BB+ 728 248
india BB+ 55 .. 1318
Namibia’ 88+ 24 7
Slovakia BB+ 252 . [ .
South Africa: 8B+ 45| . 14
Trinidad & Tobago ‘|eB+ 65 43|
Uruguay ‘|sB+ ] 54
e _, 1250 1683
Barbados BB R ¥/ ] I
Egypt 8s 778 - 286
JMexico BB ... e " 1388
{Morocco es 767" 289 :
Philippines . e 1 48 C 886§ .
" JPoland 188" 1 008| 277|..
Total BB s 2612
Argentina Bs- 119
Paraguay g8 L 1?7
[Romania e ! - 382
Zimbabwe BB- 183
Total 88- 700
Brazil - B+ K]
 Jordan B+ | 198
Lesotho. ' 8+ .4 .
|Maurizius . B+ ! - 70| -~
Pakistan . e+ 60| - . 745
Sri Lanka 18+ ¢ ol | ©o28] "
Turkey. . B+ ' es 886
"fvenezuela - B+ | -0 .. .32
ﬁmls+. N : . 827 ara|
1 LA ‘
Estonia B . 52 12
Fij B .° : 30 -
JLebanon B - 255 92
IPapua New Guinea B -1 70 137 ..
St. Christopher & Nevis 8 - ol .
St. Lucia I R 7 e
St. Vincent & the Grenadines B ; 3 !
Tot! B ', a7 . - 1as)
|8angladesh s ‘ ' ol 15’ L
Benin B - ol 2l
Bolivia e ol 116
Burkina Faso e ©0 i
Costa Rica B . 44 - 33
Ghana B 77 195
Jamaica B~ 73 . . 44
Kenya 8- 106 138
Latvia B 5, 16
tkiusmna B- 28 . 18],
Mauritania. B 14 289
Panama 18- (] 85
Peru . 1e- 27 1585
Senegal " 8 12]- ‘56
Seychelies 8 1 14
beiga B 2
Total B- : . 390 1175




U

. Tozal Totsl
Country Rating (=13 IFC
o : Commitments Commitments
Bulgaria - C+ 285 5
Cote d'lvoire Cc+ 117 106
Gabon _ C+ - € ‘108
LGuatemaia C+ (o] - 70
Mali - C+ 35 69
Swaziland C+ 4 33
Tanzania C+ (o) 48
Total C+ 448 436
Algeria. c 718 10]
-{Dominica c o 1
{Dominican Republic c (o] 841-
Ecuador 1c ol .64
Ethiopia c 0 22
Gaza-Cisgordania c 20
Syria c 55
Zambia e 3 87
Total C 795 267
‘JAlbania C- 34 Lo}
Burundi C- 0 -61-
_[Cape Verde c- (o] 2]
Gambia C- (o} i -]
Guinea C- 17| 30
-[Guinea-Bissau ¢- of. 7
Honduras C. (o] 22
Malawi C- b 33
Nicaragua c- o} 9
‘|Niger c- o1 2
Nigeria c- -210| 188
I Togo Cc- 2 12
Total C- 274 317
Belize D . 1 16
Cameroon D 52 65
Congo D 4 58
Grenada D .0 6.
Guyana o) o] 2
Haiti D o] 2
Liberia . 2] .0 9
Madagascar D (o} 42
Mozambique D - 20 14
Rwanda D . [¢] 2
Sierra Leone D~ (o] 25
Somalia D (o] 1
Sudan D. o} 27
Ex-Yugoslavia b 420
Zaire D 8 49
Total D 505 . -317
Totals 1 9 800| 15 524
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| | Srmulatlon of Future Trends
- in Bank Loans Out51de the EU L

Commrtments, Dlsbursements and Budgetarv Allocatlons to the Guarantee )
: : ~ Fund L

The attached table and graphs rl]ustrate the possrble dynarmcs of Bank loans. that
would be covered by the new guarantee scheme and its budgetary implications under’ the
current provisioning rules for the Guarantee Fund. ‘It shows that 2 guarantee- scheme; ‘based on
a 60% blanket coverage of Bank loans signed minus loans cancelled and reunbursed would.
~ result in a 35% reduction in the amount of budgetary resources needed to cover; a given

~ amount of Bank loans. It shows also that reducmg the level of bla.nket coverage to 60% _
would increase significantly the amount of Bank assets at risk: by 2007, some ECU 4 bﬂhon X
- would be at risk in the sense that they would not be covered by a budgetary guarantee

Asgurnptidns-are as follows:
. Annual cormmtments ECU 3 bﬂhon P

. Dzsbursement proﬁle 10% of ]oans srgned the ﬁrst year 30% dunng each of the next .
_ threeyea.rs S

e Amortisation' over ten years, with a 3-year grace period-

o . Guarantee Fund current prowsxonmg rules conunue to apply (14% of the level covered
» by the blanket coverage)



" Budgetary lmplications of Alternative Coverage for EIB Loans
: : (in millions of ECU) ’

1997 1998 1999 . 2000 2001 2002 . 2003 2004 -2005 2006 " 2007 2008 2009 ' 2010

Portfolio dynamics (nssuming that new PA commitnients amount to ECU 3 bn pcr‘ year) .

Flows (during the year)

Signed _ 3000 3000 3000 3000 3000 3000 - 3000 3000 3000 3000 3000° 3000 3000 3000

Disbuiscd - ' 300 . 1200 2100 3000 3000 3000 3000 3000 3000 3000 3000 3000 3000 3000

Repayments 0 0 0 43 214 514 943 1371 1 800 2229 2.657 J 086 ~3 514 3943
Stocks (nt ycar-end) , _ o o ‘

Oulstanding (disburscd) joo. 1500 _ 3600 6 557 9343 11829 1388 15514 16714 1748 - 17829 17743 17229 16286

Signed (cumulative minus repayments 3000 6 000 9000 11957 14743 17229 19286 20914 22114 22 886 23229 23143 22629 21686

To be disbursed ) 2700 4500 5400 5400 5400 5 400 5400 5400 5400 5400 . 5 400 5 400 5 400 5 400

Budgcetary funds to be allocated to the Gm_ir'antvcc Fund (cumulative)

Under the current sys.tem ) 85 770 1155 1535 . 1892 221 2475 2684 - 2818 2937 2981 2970 2904 2783, -+

Amount at risk T 0 0 .0 0 0 0 0 0 0 0 0 0 0
Under a scheme providing for a blanket coverage based on Bank commitments minus loans reimbursed and cancelled '

Blanket COVcrngc al 75% . _ ) B A .
Provisioning rate of 14% s 630 945 1256 1548 1809 2025 2196 2322 . 2403 2439 2430 2376 227

Savings compared to currentsyste ~ 18%  18% . 18% 18% . 18% 18% 18% . 18% 18% 18% 18% . 18% 18% . 18%
Amount at risk o .0 0 o . .0 0o 0 0 129 320 . 407 " 386 257 21

Blanket coverage at 60%- : : . . . :
- Provisioning rate of 14% 252 504 756 1004 1238 1447 1 620 1757. -1 858 1922 1951 1 944 ooy 1822

Savings compared to current syste 5% 35% 5% 3% 3% - 3% 35% 5% <35% 5% - . 35% 15% 35% 5%
Amount ot risk . - 0 0 0 0 - 497 1491 - 2314. 2966 3446 3754 1891 3857 3630 3274




Bank Assets at Risk under Alternative Blanket Coverage Schemes
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T ANNEX 10

~ POLITICAL RISK INSURANCE

" A Survey of Multilateral,Na_tion‘al and Private M,arké_t'f- TV

- - Insurance Instruments -



Summary and conclusions |

ThlS annex is based on a thorough review of the operations of the various insurers of
political risks made by Bank staff for the purpose of the Study requested by ECOFIN It
‘provides information on the various multtlatera] natronal and pnvate market insurance
mstruments to cover polmca.l risks. :

- Information of direct operat10na1 relevance to the study are as foIlows

-« - Investment financing in developmg countnes involves consrderable nsks in partlcular
_ sxgmﬁcant pohtlcal risks. :

‘e Private project sponsors and providers of ﬁnance are generally not prepared or able to
bear polmcal and sovereign risks and require political risk insurance. Demand for political
risk insurance has remained very significant and has generally outstnpped supply.

e Demand for cover has concentrated on transfer risk and inconvertibility, . :
expropriation, war and civil strife, and, to a lesser extent (at least to date), breach of ‘
- contractual obligations by the host government. ‘

-« Political risks do not lend themselves to statistical computation (and only little information |
-, onlosses is available). By their nature, such risks are susceptrble to aggregate into .
" country, regional and even world-wide catastrophic events (the typical contagious or-
“domino effect stressed in the study). Therefore, supply for thrs type of nsks was and,
* essentially. remains, a public ¢ sector "business": - oy i oo v e

o. The three main sources of pohtrcal risk insurance tend to be complementary and oﬁ"er
" - mainly cover for currency transfer risks; expropriation, war and civil strife. ' Breach of
- contract coverage, which raises considerable difficulties, is covered by only a few insurers.
Exchange rate risks are in general not covered and | coverage of catastrophic risks vanes

. Pncmg is an essential component of political risk insurance. Itis risk-related, and market-
related in the Private Market. However, all actors acknowledge that risk-related pncmg in
this field is a very. difficult-exercise. Multilateral and natrona] public schemes are, in
general, cheaper than private insurers.

, \.' ~Regardmg portfolio management, insurers d1versrfy their portfoho through country, sector
- and project exposure limits, and generally seek to avoid exposure in the most nsky
countries. They can re—msure a substantlal part of their exposures.

.o Most insurers consnder that the risks involved in lending to pubhc sector borrowers
- are essentially political in nature (soverelgn/country risk). - :

« Insurers of polmcal risks prefer that the risks they cover be identified and hsted and that
all 'other risks be considered commercial risks and be left to the chent ‘The latter always
bears the burden of proof in case of default.

Ter ECAs are being mcreasmgly involved in the field of project finance In many cases, they'
have had to renounce drawing a distinction between pohtrcal and commercial risks -
because in project finance breach of contract is one of the main risks and government are
omnipresent. In this context, ECAs prefer to assume all categories of risks, charge
adequately for this risk assurnptron, but cover only part of the contingent liabilities, wrth

 other msurers/partners assummg the rest of the contmgent liabilities.
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B 1.. Demand for polltlcal nsk msurance

Investment ﬁnancmg in developmg countries mvolves conmderable risks, in pamcular
. risks of macroeconomic instability (generally known as sovereign risk) and a-myriad of
~ significant political risks which private lenders or investors generally are not prepared to’
- accept. The perception of political risks has continued to limit considerably the ﬂow of
ﬁnance in pamcular foreign direct investment, to developmg countries. . N

_ Therefore ‘most pro_lect sponsors and prowders of finance require pohtlcaI nsk
insurance. Banks and compames still seek pohtlcal risk insurance for projects in most former

. -, rescheduling countries in Latin America, Asia and Europe despite improved policies.and- -

renewed access to international capital markets.- Many providers of finance also seek
: msurance in a number. of countnes that have not rescheduled.

.‘The hrmted abthty/mlhngness of pnvate lenders and mvestors to handle political nsks :
has led political risk insurers to expand the range of their products in the recent past. Demand
for political risk insurance had traditionally focused on transfer problems and political
disturbances as expropriation as well as elements of natural disasters (earthquakes, fire and
floods, etc.). Transfer problems cover losses due to the mab1hty to convert local ¢urrency to ~
foreign exchange or restrictions on the transfer. of amounts in foreign or local currency
. ‘abroad. (see Annex.11 for the definition of selected political nsks)

The current world-wide shift towards privatisation-and private financing of . >
infrastructure increases the complexity of financing deals and is altering the nature of political
" risks aﬁ"ectmg mvestors or lenders. In the new business envnronment, pohtlcal nsk is .
being extended well beyond traditional definitions. The new forms of political risks that -
concern investors and lenders involve less outright interferences and more subtle threats to
projects' viability stemming from government actions. -These include cancellation of export or.
import licenses, changes in regulatrons and indirect or "creeping"” expropriation. They also
cover project losses due to unanticipated changes in exchange rates. These nsks are by their .
'nature more difficult to define, foresee and prove .

In sum demand for political risk i insurance has remamed strong and appears to ‘
 have remained superior to global supply. In particular, most project sponsors and
financiers consider that the availability of political risk insurance is very 1mportant in
being able to structure project finance. A recent market survey by the Institute of
International Finance (ITF) shows that for most project sponsors and financiers transfer -
risk and inconvertibility remain the most important risks, followed by expropriation,
‘war and breach of contract. A large majority consider that cancellation of permits or’
licenses; changes in laws and regulatxon, and unfair callmg of bonds are also mcreasmgl-y

’ unportam :

Three main sources of political risk insurance help to meet the demand for'cover
multilateral, national (by official Export Credit Agencies--ECAs--), and private sources. The-
availability of political risk insurance varies significantly among rational, multilateral -

- institutions and private insurers which tend to complement each other. The remainder of the

paper is organised as follows: Chapter 2 presents the various instruments of multilateral

~ political risk insurance. Chapter 3-examines the major aspects of insurance cover provided by .
_national export credit agencies and' investment- guarantee schemes Chapter 4 descnbes the °
i pnvate market for pohtlcal risk insurance. '
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2. Multilateral political risk insurance

Multilatera! institutions provide coverage for various types. of political risks associated
to investment projects in developing countries. Some specialised institutions such as MIGA
cover the full range of tradmonal political risks. MIGA's activities and pohcres are discussed
m§211 '

In addition, the World Bank mainstreamed recently its gua.rantee programmes to cover
selected political risks particularly in relation to contractual commitments of the host:
governments (and agencies) or changes in the legal environment. Regional development .
banks followed the World Bank's lead, developing guarantee pfogrammes broadly similar to.
that of the World Bank. These gua.ra.ntee programmes are presented in§22

Project sponsors or financiers consider in general that multilaterals usefully increase
the protection avarlable to cover government interference in pro_]ects and host government
obhgatlons _

I Y ,
. 2.1‘ MIGA
2 1 1 Background and ﬁnancral structure

The Mulnlateral Investment Guarantee Agency. (MIGA) estabhshed in 1988 is a o
member of the World Bank group and has 128 Member countriés at _present. The purpose of
the Agency is to help developing countries attract productive forergn investment. It
seeks to achieve its purpose through two essential means: the provision of* guarantees (or
msurance) against non-commercial risks.and a programme of conSultatrve and advisory -
services. MIGA has the capacrty to tap the human and techmcal resources of the entire World
Bank group. : :

- To cover potentla.l losses, MIGA was endowed with a solld equrty base by its "
founders; it does not raise resources on financial markets. As of June 30, 1995, MIGA's
authorised capital was USD 1,043 million, of which 20% (or USD 208 mrlhon) were paid in,

_including half in the form of promissory notes. The remaining USD'834 million is subject to
call by the Agency when required to meet its obhgatlons Moreover, the Agency makes
reserves for claims out of its operational surplus. As of June 30, 1995, MIGA's reserves for
claims amounted to USD 17 million. : o

Untl 1994 the Agencys risk-to-equity ratio was hrmted to 150%. In February 1994
as contemplated by the MIGA Convention, the Council of Governors decided to increase the
maximum aggregate amount of contingent liabilities that may be dssumed by the Agency to
350'% of the sum of the Agency's unimpaired subscnbed caprtal and its reserves Such .
increase was to be accomphshed n two stages:

e anincrease to 250 % in 1994 (providing for a USD 2.7bn coverage capacity);

! Other specialised multilateral providers of political risk insurance inglude institutions in the Arab world, i in
particular MIGA's forerunner, the Inter-Arab Investment Guaramee Corpoxauon, whrch now focuses mainly
on export credit insurance.
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. an increes'e t0 350 % to beVCQn.sid'ered later.
212 'Type of risks covered

_ MIGA covers selected political risks. It offers insurance agamst Toss caused by non-
commercial risks by issuing long-term (up to 20 years) guarantees on four dtﬂ'erent categones )

of nsks .

currency transfer/mconvertlblllty protects agamst losses arising from the i mvestors
“inability to convert local currency returns into foreign exchange or to transfer local or
foreign currency returns outside the host country. - Currency devaluation is hot covered.-
~ Any blocked.local. currency must be tra.nsfen'ed to MIGA by the investor pnor to payment
of compensatlon 5

expropnatlon protects agamst pamal or total loss of the msured investment as a. result ’
of acts by the host government which may reduce or eliminate ownership of, control over,
or essential nghts over the insured investment. In addition to outnght nationalisation and
conﬁscatlon, indirect or "creeping" expropriation, for instance, a series of acts which, over
_time, have an expropriatory effect is also covered. Compensation will be paid upon ©
U subrogatlon of MIGA to the rights of the investor in the expropriated investment (e g "
. eqmty shares or loan agreement) and assrgnment of those rights to the Agency

.. war and civil dlsturban.ce protects agamst losses from damage to or the destructton or

disappearance of, tangible assets caused by politically motivated acts of war or civil
disturbance in the host country including revolution, msurrectron, coup d'é tat, as well as,
: under certain condrtrons sabotage and terrorism. © . - - _ o

: breach of contract prov1des partral protection against losses ansmg from the host
government's breach or repudiation of a contract with the investor. It is available only if
the investor has obtained an award for damage in his favour,following an alleged breach of -

"a contractual obligation by the host government and if, after a specified period of time, the .

‘award has not be paid. In effect, the coverage is similar to the tisk of denial of justice: -
MIGA  insures the investor against the impossibility to obtain or to enforce an arbitral or -
Judrcral decision recognising the breach of an obligation by the host government. In
practice, this coverage has not been used frequently especially since some aspects of

‘ breach of contract nsks can be covered under expropnatron -

MIGA can cover new cross-border rnvestments " greenﬁeld" 'mvestments)as well as

new. contributions to expand privatise or financially restructure existing projects. It can cover

‘various forms of investment, including equity, loans made or guaranteed by foreign equity

_ holders, non-shareholder loans by commercial bank, provided that MIGA also insures.equity ) "

. inthe project as well as non-equity : foms of i mvestment such as techmcal assistance and
: management contracts. .
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2.1.3 Pricing

MIGA has established a premium structure (outlined in the table beiow) that provides
 the basis for determining the premium rates for a specific investment. Accordingly, the .
following base rates may be adjusted up or down for a particular project depending on the
project's risk profile, which depends in part on the sector and the country (for instance, the
_coverage of currency transfer risk can vary between 30 bp and 150 bp). The rates are defined
“in relation to the type of industry and coverage, and are applied to the amount of the
investment at risk. The base rates shownin the table below are a good approxrmatlon of the
average premxum rates.

Base Premium Rates Charged by MIGA

(in basis points, per year)

_ Sectors :
Type-of risk - Oiland gas] . ~ Natural] Manufacturing
resources and Services
Currency transfer . " 50 ' 50 o 50
Expropriation | 125) . 90 . 60
War and civil disturbance |- =~ 70 ss| - 55

2.1.4 General policy guidelines -

To manage its guarantee portfolio prudently, MIGA has consistently sought to '
diversify its contingent liabilities by regions, country, and sector. Exposure to indinidual
country cannot exceed 15% of total guarantee portfolio, or USD 175 mn (recently raised to .
USD 225 mn). MIGA's guarantee portfolio is spread across 34 beneficiary developing
countries (see Attachment I to Annex 10). Exposure limits to individual projects are, at
present, quite restrictive (USD 50 mn per projects) and MIGA's maximum contingent liability
norrnally cannot exceed 270% of investor's contribution to the pro_yect '

_ Reserves for claims are based on management s evaluation of potentral clarm
payments. Given the lack of historical claims experience in MIGA, there is no actuanal or
- historical basis upon which to determine the Agency's expected claims experience.
Accordingly, management relies on a prenuum-based methodology for establishing the reserve
for claims, allocating about three-fourth of premium and commitment fee income to making
reserves. - ~

MIGA's guarantee capacity can be increased through recourse to re-msurance or co-
insurance. : :

215 .Expen'enee to date

The maximum amount of contingent liability of MIGA under guarantees lssued and
outstanding at October 31, 1995 totalled some USD 2 billion.
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MIGA's Ponfoho by Type of Coverage

(as of Oct. 31 1995)

War and‘ci\il disturbance

Expropriatidn

00 02 04 06 08 10 12 14 16 18 20
: bnofUSD

 Asof'that date thére have been no»clairn.s' lodged with the Agency, which reﬂects in

. part the long-term nature of the projects covered and the fact that MIGA has beenin .

. operation for only a few years. MIGA's membership in the World Bank group has proven to
bean asset both i in terms of pohtlcal leverage dlspute resolutlon ablhty, and ana]ytlca] '
3 capacny S _

- 22 Other-‘ Multilateral insurance insfruménts

In the recent past the leadmg mulnlateral development banks have mdxcated their
greater willingness to give guarantees to private lenders and ifivestors against some political
risks, mainly in infrastructure projects or natural resources, to promote private sector
investment.. The IBRD was the first MDB to re-organise its guarantee programme for this
purpose. The Asian Development Bank (AsDB) and the Inter-American Development Bank
(IADB) mtroduced announced new guarantee facilities modelled closely on the IBRD '
programme, Therefore, only the IBRD's guarantee programme is presented below. 2

I

2 Mululateral institutions also provide protection agamst pohucal risks through devises as lender—of-reoord
arrangements like the IFC B-loan programme The EBRD also offers gua:amees agamst some pohucal risks.
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2.2.1. Structure and purpqse of the guarantee scheme

The IBRD mainstreamed its guarantee programme in 1994. 3 The purpose of the .
programme 1s to provide guarantees covering commercial debt financing for public and
private entities in developing countnes. Unlike MIGA, the World Bank does not guarahtee
equity capital.

- The proposed guarantees are intended to mitigate those risks which are beyond the
control of private lenders, including events of political force majeure. The IBRD considers
that its guarantees are most likely to be used for financing infrastructure, where the demand
for funding is large, political and sovereign risks are significant, and long maturity financing is
often critical to a project's viability and which exceeds generally the capacity of specialised
agencies like MIGA. The guarantee could be valuable in particular where activities .
traditionally undertaken and financed by the government are being shifted to the private sector.
but where the government and its agencies remain mvolved for example, as regulator,”
provider of inputs or buyer of outputs.

) There are limitations to expand the programme especially since the IBRD is required |
under its Articles to obtain a counter-guarantee from the host government. The counter-

guarantee indemnifies the Bank for any payment it makes under its guarantee. (The World

Bank argues that when the guarantee covers specific sovereign policy or contractual risks, the

counter-guarantee demonstrates the commitment of the govemment to meet obligations

- entered mto as part of the project.) :

The potentia.l use of guarantees is considered within the framework of the Bank's -
country assistance strategy and risk-management strategy; guarantees are lmputed to the
‘Bank's usual country exposure ceilings.

2'.2.2. Risks covered

‘Since the World Bank's guarantees are intended to be catalytic, only partial
guarantees are offered, and risks are shared between the World Bank and private .
lenders. The World Bank's objective is to cover those risks it feels uniquely positioned to’
bear given its experience with developing countries and special relationships with
governments. Other project nsks are taken by pnvate sector lenders and other partner -
institutions: : :

The World Bank guarantees may be either for speciﬁed risks (the partial nisk )
guarantee) or for all credit risks dunng a specified part of the financing term (the pamal credit’
guarantee)

e A partxal risk guarantee covers spec1ﬁed risks arising from non-performance of
sovereign contractual obligations or certain political force majeure events. The new-
“partial risk" guarantee programme of the IBRD, JADB and AsDB ‘are especially
designed to protect private sector infrastructure projects from breaches of contract by

3 The World Bank has had a guarantee programme since 1983, first under the World Bank's B-loan _
- programme and then under the ECO, or Expanded Cofinancing Programme. Only a handful of guarantees
. were, however, provided under these programmes, which served as foren}nners to the present programme.
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pubhc entmes It is most appropnate for hrmted recourse ﬁnancmg schemes such as
build- own-operate-transfer or buxld-own-operate projects. Partial risk guarantees

ensure payment in case of debt service default resulting from the non-performance of

contractual obligations: undertaken by governments or their agencies and sumlar

__prOJects A parnal rtsk guarantee can cover in particular:

" faﬂure of governments to honour'project obh_gatlons

. .ma'intenance of agreed regulatory ﬁarnetyork -
e deliver} of inputs ‘by gouernments and gouemment-owned entities
' - . payments for output by government/govemment owned entmes

o .' spemﬁc sovereign. nsks such as foretgn exchange transfer nslc and other
~ political force ma_]eure events.

A partlal credlt guarantee typlcally extends matuntles beyond what pnvate credttors

*  could otherwise provide--for example, by guaranteeing late-dated repayments or -~ - - '
. providing incentives for lenders to roll over short-term loans It covers all events of "
" non-payment fora desxgnated part ofa ﬁnancmg .

i

V223 Pncmg

The World Bank charges at present, two fees for guarantee cover: -a standby fee and

“a guarantee fee. These- fees are charged etther to the borrower or lender on the amount
" covered under the guarantee - :

The st‘andby fee is applied 'during the period when the guatrantee 1s tn force but not'
" callable. Itis currently 25 bp per annum on the Bank's guarantee exposure, represented by
the present value of the guaranteed amount at the first p0551ble date of call. : »

The guarantee fee is apphed during the'penod when the guarantee is callable. Itis -
* currently in the range of 40-100 bp per annum on outstanding debt covered by the A
guarantee--this consists of a base fee of 25 bp plus an annual premium ranging from .15 to- . -
“75 bp.. The premium is determined case by case to reﬂect the level of coverage and thus .-
the value to the borrower. .

Any guarantee fee above 25 bpis refunded to the host- government, 50 that the net .

' co'st'of the guarantee is the same as the spread on a World Bank loan. The World Bank is a-.

co-operative institution and maintains a policy- of non-discriminatory pncxng among its

-members - . L . ,

2.2.4. Use of the progrdmhe t

-Only limited experience has been accumulated 1o date, then'ew ‘guarantee programme °

having been launched in 1994 only. Debt covered by outstanding Bank guarantees currently - -
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totals some USD 1 ¥ bn. World Bank officials consider that the guarantee programme is
likely to remain a hnuted aspect of total IBRD activities, at least for the foreseeable ﬁ.xture

3.. National vehicles for insuring political risks
3.1. Background: a considerable institutional heterogeheity

Export Credit Agencies (ECAs) have been the main source of supply of political risk
insurance and guarantees, and their services are greatly valued by project sponsors and.
_ financiers, particularly in Europe and Asia. Their primary objective is ‘the promotion of -
' national exports through insurance or direct extension of export credits. Public sector
guarantees are generally limited to operations deemed priority operations by the government.

- ECAs traditionally give insurance and guarantees to either (or both) the exporters who
are supplying or eonstructmg projects or the banks who are providing the loans to finance the
“projects.  This insuring activity would typically be that of COFACE of France, Hermes of
-Germany, SACE of Italy, ECGD of the UK, EID/MITI of Japan and CESCE of Spain. (See
Attachment II to Annex 10). In addition to insurance activities, most agencies are involved in
official financing support. Several agencies make export finance directly available to
' -borrowers (US Eximbank), or w111 refinance credits extended by the pnvate market. -

A variety of solutions have evolved with regard to governrnent involvement. The
organisational form of the institutions providing insurance or financing ranges from a section
of a ministry, or a government agency, through independent government agencies and semi-
public joint-stock companies to private institutions operating partly under an agreement with.
the government. These solutions are reflected in the way these organisations.are funded:
from the budget, from special government funds, from loans and capital from the government,
or from shares and bonds.” Austria, Germany and the Netherlands conduct their export credit
insurance programmes through private companies (OeKB, Hermes, and NCM respectively).

, Another aspect that varies widely is the position of the export credit agency on the -
market for oﬂicxally supported (insured or financed) export credit or, conversely, the role
played by private organisations such as banks and insurance companies. This is complicated .
by the fact that some private organisations act partly in the public sphere on behalf of
governments (Hermes and Treuarbeit in Germany, COFACE in France), and partly in the
private sphere on their own account, while some public organisations act from time to time as
if they were privately owned. An increasing number of official agenc1es are also experiencing -
the pressure of competition from private sector agencies.

Thus there is a wide range of approaches. At one extreme are those that combme a

complete range of insurance and guararitee facilities, as well as additional options such as -
currency risk insurance, with a comprehensive financing support system (including '

participation in mixed credits). In the middle are systems that offer the usual insurance cover
(pre- and post-shipment cover for political and commercial risks.on ‘individual or whole
turnover policies), some development aid credits and additional insurance facilities, and credits
that the domestic market cannot provide. At the other extreme would be an approach that
prov1des only i insurance, guarantees and credits that the mternatxonal market cannot provide,
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such as polmcal risk insurance for higher risk countnes or subsrdrsed credrts or guarantees for
. matchmg purposes and develooment aid credlts -

Despxte ttus institutional heterogeneity, it can be stated that in their medmm and

* long term and investment insurance activities, ECAs are acting as, or for, or on the
account of their governments and are primarily engaged in supportlng/provndmg tied

ﬁnance _

© 3.2. Risks covered
Tradltlonally ECAs cover embraces both polxtxcal and commercral nsks but they
see political risk (defined as country risk) as the most rmportant risk in medium- and '

‘long-term financing to developing country. All OECD countries and a number of other
countries have set up specialised organisations to insure at least the political risk (risk of non-

g _ payment because of government-imposed restrictions) of providing export credit to forexgn '

. buyers, and many will also cover the “transfer" risk (risk of non-availability of foreign® -
exchange to meet repayment obligations), although cover may be very restricted in: markets '
~ with poor payment experience. Most of the institutions providing such insurance will also -
- cover the commercial risks (risks of non-payments because of bankruptcy or default by the
' buyer) and some remsure such risks taken by pnvate institutions.

Although the relatzons between ECAs-and their’ govemment are vaned and often
complex, medium and long term political risks insured by ECAs are

_mvanably taken—ultimately--by their govemments This is not an area in which_
_ private sector insurers or reinsurers have been interested. Many ECAs also- provide .~
" Investment Insurance against selected political risks (transfer of proﬁts and dmdends N
. .expropnatron/natronahsatron and war/cml war)

_ There are two main approaches (see Attachment T to Anpex 10 for detaLIs on nsks
covered by mdmdual natrona] schemes): : ;

e the UK, US, Japan and Canada either lend du'ectly or give 100% and uncondmonal
guarantees to lendmg banks

. France, Germany, Ita]y grve condmonal msurance and less thar 100% cover.

o Almost all bﬂateral ofﬁcral ECAs lenders and insurers, provide coverage for
traditional pohttcal nsks--mcludmg transfer difficulties, war, revolution and natronahsatlon--
Agencies are for the most part ready to cover non-payment by government entities, but cover .
for changes in government regulations or cancellation of orders or éxport and import licenses
" is less readily available. Few will provide cover or protection against exchange raté changes.
COFACE provrdes cover for ernbargo cancellatton of import licenses, war and civil stnfe '

Of note political risk i is deﬁned as the nsk associated with the country and the nsk of
non-payment by a public sector debtor (public sector entity which cannot be declared
- bankrupt and whose default would be the direct consequence of the state's responsibility).
Hermes, COFACE and CESCE determme the basic prermum for pubhc sector buyers only on
. the basis of the country risk. ‘ :



- Annex 10

G10-)
33 .Pricing.‘and Risk Mitigating Techniques.

. ECAs' financial results hinge crucially on two factors: realistic pricing and
diversification- of risks. After a decade of weak financial performance, all ECAs see realistic
pricing of risks as an important objective. Premia were increased on several occasions since

- the early 1980s to limit the cash flow deficits incurred by most ECAs. They have refined and
systematised their country risk assessment process and reinforced the link between the risk -
assessment process and cover policy. In particular, there is now a more direct link between
the rate of premium and the perceived degree of country risk. :

Premia vary with the borrowing country, the type of borrower, and the maturity of the
export credit. Agencies see differentiated premium rates as a way to help dampen demand in
riskier markets, thus rationing cover in an economically efficient manner, and to encourage a -
shift in the direction of trade towards stronger markets.

ECAs use highly structured premium systems. They classify countries into risk
categories. Some ECAs attempt to quantify risks, and attach specific credit scores to
countries. For instance, ECGD, COFACE and the US Eximbank employ quantitative systems’
of risk assessment ard assign a probability of default and an expected loss coefficient to each
new credit. ECAs consider payment performance the single most important factor in their
assessment of country risk. They give significant weight to economic performance (which
includes economic policies), indebtedness and adequacy of international reserves position.
Some agencies monitor closely ratings of bond issues and secondary market prices of
commercial bank debt of borrowing countries.

The average level and steepness of the premium curve varies substantially across |
agencies, as do the degree. of differentiation among recipient countries and the methods of
'calculatmg premia. These differences reflect the va.nety of views on the relative importance of
various risks and on the appropriate method of pricing each of them, as well as the fact that
premium levels are used in conjunction with varying constellations of other cover pohcy
instruments, and that the terms of the cover agreements vary widely.

For instance, the premium system used by Hermes, the German export credit
_ insurance agency, utilises five country risk categones namely:

Category 1: OECD countries

~

C'ategory 2. .Countnes with well- estabhshed payments records and
no expected payment difficulties; :

Category 3: Developmg _countnes with the typical level of developing country risk;
Category 4:  Rescheduling countries qnd' those with imminent payment problems;

" Category 5: | High-risk countries for which Hermes is off cover either entirely or
' for medium- and long-term loans.

A country where Hermes has a very high concentration of risk may be a351gned to.a -
higher country category. Premium charges are due at the time the risk begins, with very -
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limited exceptions The new system differentiates between public and private buyers both for
suppliers' and buyers' credits. In the case of public buyers, the basic premium is

"determined only by the country risk. For Category 3 countries - the category taken as the

basis premium for determining premia - 1 percent of the covered amount is charged. Premium

- levels for other categones are adjusted by a factor reﬂectmg the difference in country risk -
" relative to Category 3. Thus for Category 1, the basic premium is0.33 percent; for Category

2,0 67 percent; and for Categories 4 and 5, 1.5 percént and 2 percent, respectively. In- .+
addltlon, a further, time-dependent premium component is charged The annual level of thxs

- component is 0.72 percent of the outstanding covered amount for Category 3, and tlus leVel Is .

adjusted by the same factors as the basic prenuum for each other category.

In the case of private buyers an addmonal flat prermum component is added,
amounting to 35 basis points for the basic premium portion and an additional 25 basis points
per annum. This surcharge is reduced if a commercial bank guarantee is available,* or an

_mtemattonal financial institution is mvolved and in the case of co-financing with bilateral aid.

Although useful, premium differentiation has clear practlcal limits as a nsk
mmgatmg technique. In certain cases, even the highest premia fail to compensate
adequately for some of the risks taken, in partxcular in hlgh-nsk markets where demand for

‘cover'is hlghly inelastic with respect to premium levels. . This is also a problem when premia’ -
~are kept, for pohtlcal redsons, at levels below those that would have been unph'ed by risk .

assessment

Risk dtversxﬁcatton has proved to be dtﬁicult because of the strong hnks to pamcu]ar .
markets for historical and geographxcal reasons and because of adverse. selection: official -

support for export credit is sought only for exports for which private sector insurance is either -

not available or is more costly and for which self-insurance is seen as too risky by the

- exporter. AllLECAs have therefore strengthened and refined risk-sharing and risk-reducing

techmques to ensure portfolio diversification and i unprove the quahty of: thexr portfohos

Almost all ECAs found it necessary to supplement high prerma with other mstruments
particularly quantitative ceilings, for countries seen as high'risks. Limits on total exposure
continue to be a feature of most agencies' cover policies toward at least some developing
countries. This can be supplemented by reducing the percentage of cover on the assumption.
that forcing the exporter or financier to bea: a part of the risk helps safeguard against badly

-designed or unvxable transactlons

3. 4 Performance in recent years

' ECAs have incurred huge losses dunng the 19805 asa result of successive debt crises

‘and ¢reditor governments have had to fund substantial cash flow deficits. For several years,

they have paid claims that were in excess of their premium income and most of them--at least
in respect to their medium and long-term credit activities--have accumulated deficits. In

~ addition, the recent trend toward debt forgweness under the Toronto, Trinidad and Naples

terms has worsened considerably the recoverability of some claims they have ‘paid, with a

. negatlve unpact on the finances and balance sheets of ECAs

4 From a bank acceptable to Hermes ‘as'“the sole debtor for the amount in\:'olved.. .



S - . Amnex10

(-12-)

Cash Flow Deficit Incurred by
ECAs

bos of USD

707
6.0
5.0
40
304
20 - '
1.0 ’
0.0

1990 1991 1992 1993 1994

‘ Many agencies have responded with institutional and structural changes designed to
improve their risk management techniques. However, agencies sometimes find it difficult to
freact appropriately to developments in borrowing countries, especially in miajor markets.. In
particular ECAs tend to stay on cover too long in countries that do not have apparent debt-

. servicing difficulties but are pursumg policies that could lead to future debt servicing .
. problerns

One difficulty is that early warning signals are usually not conclusive. Moreover,
ECAs are faced with strong pressure to help exporters gain an early foothold in countries seen -
as future growth markets, such as many of the countries in transition. In some of these cases,
-export credits have also been used as channel for significant financial support, even though
country risk assessments indicated the need for a much more cautious stance. Conversely,
most ECAs remain slow in reopening cover for countries that have had poor-payments
records in the past but that have more recently improved their policies and cleared their -
arrears.

3. 5 'ECAs and project fmancmg

"The traditional secunty for ECAsin projects in non-OECD countries has been
government or sovere:gn guarantees. However, as other financiers/insurers, ECAs have
been confronted by a major change in their market as a result of the ongoing world-wide )
pnvatxsatlon wave. Moreover, there has been a disenchantment and poor experience with
sovereign guarantees (see above) Finally, developing countries are increasingly reluctant to
grant sovereign guarantees, in particular to private sector borrowers in part under the .
pressure of the IMF (and the World Bank). :

Together, these factors have resulted in much greater interest in limited recourse
financing on the part of ECAs. However, project ﬁnancmg preséents a ' whole new range of
challenge and problems. Moreover, only limited experience has been accumulated by ECAs in
this field and the lessons drawn below are very tentative. (These are drawn from a paper by

. Mr. Stephens--see references— and discussions with representatives of various ECAs).
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« In the emerging business env1ronment “pnvatxsed" needs to be in quotatlon marks
. because governments remain crucial elements in the ﬁnancral viability of limited
- recourse pro; ects :

. ,Many of the tradrtronal mechamsms in ECAs. and the OECD “regulator} framework'
the so called Consensus-- are not ideally suited for project financing and pnvatrsed
projects. - Most of the present funding and i insurance infrastructure is'based on

. government buyers or government borrowers or govemment guarantees in respect to
- medium and long term credits for pro;ects

e ECAsare faced w1th consrderable constraints: they do not have the necessary
' expertise in all sectors; their analytical capacity is imited (in terms of projects they can
handle in the same time), designing and unplementmg nsk-shanng arrangements has

been very dﬁcult :

o. In desrgmng risk sharing mechamsms ECAs have preferred to list the risks they

. cover (and to define those risks as precrsely as possrble) and to leave all other risks to
third parties. - Moreover, they have had to give up splitting risks between. pohtrcal
and commercial risks. In the field of project finance, ECAs have realised that msured
parties (banks and prOJect promoters) are very skilled in converting any event of '

default into the result of a political risk. Therefore, most ECAs now prefer to cover all '

. types of risks involved in a transaction and to limit their exposure to any smgle pro}ect
by sharmg nisks with other guarantors (mcludrng other ECAs) '

o - Breaches of contract is a most difficult issue but can be msured bv certain ECAs
mainly as creepmg expropnatron - -

4. _' Prrvate polmcal risk inSurance market

~ The anate Pohtlcal RlSk Market emerged in the early 1970s when Lloyd'
. underwriters and brokers pioneered the insurance of overseas investments and exports:
contracts against political risks. Although the market has grown in importance to become an
established market, it has remained a relatively small niche of the global insurance
industry and continues to complement rather than replace the function of state export
credit insurance. Moreover, heavy losses in the late 1980s and early 1990s have forced a
. number of players to leave the market, increasing the oligopolistic nature of the private

* market. This resulted in part from the shrinkage of the world reinsurance market Fmally, it -

is still a conﬁdentral market and very little rnformatron avaﬂable : ‘

4.1 Structure of the market

_ The. tmain sources, of private pohtrca] risk insurance players include the Lloyd sof -
London, and a handful of insurance companies (mcludrng monolmes and multilines as well as

5 Llovd s is a market where member brokers place orders with the member underwriters, and can be
compared to a'stock exohange Lloyd's underwnters are t}prmll) wcalthy individuals (“the names") who
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captives), most of which are based in the USA. In addmon to Lloyd's ‘the main players .
include AIG (USA), CITI (a subsidiary of Citibank), Exporters Insurance Company Ltd., and

'UNISTRAT (Paris). Access to the clientele is mediated through a world-wide brokerage
network and revenues and exposures are spread world-wide through an elaborate re-insurance
system wh1ch serves as an essential portfolio management devise.;

4 Brokers act as independent intermediaries between the purchaser and provider of
insurance, doing the bulk of the paperwork without taking any risk on their own account. The
usual brokerage commission varies between 15% and 20% of the premium. Only few brokers
can handle political risk insurance contracts: indeed, it is difficult to identify and quantify
polmcal risks and to draft appropnate contracts.

Underwriters write insurance policies on their own account. Frequently, however,
they roll over part of their exposure to reinsurers. There are two main forms.of reinsurance:
"treaty" reinsurance (providing a form of blanket coverage) and ad-hoc risk-by=risk
"facultative” reinsurance. Reinsurance does not, with few exceptions, touch upon the legal .
relationship between the underwriter and the insured party. Rather it provides for

‘ reimbursement of the underwriter by the reinsurer of some of the cash out-flow resultmg from -
claims to the insured. In exchange, the underwriter shares with the reinsurer in the premium
under a key which reflects their respective exposures.

“Total premiums for pohtlcal risk insurance in 1995 is estimated to have been in the

. neighbourhood of USD 55-60 million, (CITI: USD 16-17 mn; AIG: USD 14-15 mn; Lloyds'
USD 14—16 mn; UNISTRAT: USD 12 mn) for a total volume.of busmess of some USD 7-
8 bn.

. Demand in the Private Market is mainly for two kinds of operations:

. operations that could be eligible to publio insurance schemes but that do not fulf:'rl all
eligibility requirements (operations launched before the insurance request, significant
foreign participation, lack 'of national interest, non-eligible country). '

« specific operations or when insurance need is hrmted to specrﬁc parts of the operatlon or
for restricted or a-typical risks. . :
Foreign exchange inconvertibility remains the main demand in the contract frustration
field. : ' :

_ In all other c_aées, and because of the limitations of the Private Market (expensive
and short-term orientation) public sector insurance provides the most economical
source of coverage. :

group themselves into syndicates. Those syndicates are neither legal entities nor partnerships, and each

member severally is liable only for his slice of the underwritten risk. Tkey are managed by "underwriting

agents” who underwrite risks on behalf of each individual member of the group. About 120 syndicates can
write political risk policies. In practice, only a few syndicates are active in this market segment.
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anate insurers operate only in markets and classes of business where premiums
' charged are deemed adequate for-the risks assumed. The coverage sold by private companies.:
is essentially geared to insure short-term transactions of less than one year and ;
supplements that offered by government agencies. (For instance, CITI's average life of .
coverage is 13 months). -Coverage period still does not exceed three years. Of niote, AIG is-
considering the possibility to extend this coverage to up to seven years. - The constraint is-
mitigated somewhat by so-called "revolving mechanisms": policies provrde for automatic " 1
renewal at the end of each year for another three years. But the insured cannot claim any. nght '
~ to extension and premium tend to be mcreased in case of a. detenoratmg situation. :

© Private insurers have focused on the short-term segment, of the market because
- this is the least risky. Indeed, short-term transactions are less vulnerable to.contagious. -

~ events which lead to catastrophic risks. Countries experiencing payment difficulties, which.
cannot turn to other sources of financing, generally settle their short-term debts in order to.
secure vital i imports even when general debt semcmg has been suspended. Short-term
contractual obhgatxons are generally not mcluded in reschedulmg procedures
Because of the very hrmted time coverage pnvate market insurance are generally ‘
_‘inadequate to cover new investments. In this case, investors are interested'in being covered -
for the time'they.need to recoup their investment. Con51dermg that frequently some "lead -
time" elapses before recovery‘begins,.clients lirgely depend on underwriters' fair dealing in-
renewing the policy at stable terms.  This is mainly for this reason that pnvate msurance is .
. practically conﬁned to exlstmg investment. -

In geographlcal terms; pnvate insurers focus. pnmanly on low- to medlum-nsk
countries in' Asia and Latm Amenca :

T}us being sa1d the. pnvate market is a flexible source of political risk insurance;
particularly for obligors located in low-risk markets, . The private market can tailor its policies
to needs of individual clients and can write highly specialised " manuscnpt coverages, which
givesita market edge Vvis-a-vis national schemes ‘ . »

Under its pohtxcal nsk policies, the private market excludes commercral tisks which
-are clearly within the control of the investor. Excluded risks also extend to losses caused by
currency fluctuations or devaluations, as well as losses resulting from a. general deterioration -
of the busmess environment even if such deterioration can be ascribed to pol1t1cal mstabrlmes
anate insurers can prov1de three kmds of insurance: aga.mst political risks: '
+ export credit insurance: protects exporters ﬁ'om losses due to the mablhty of forezgn

buyers to meet payments:on contracts as a result of adverse polmcal dec1sxons or.
ctrcumstances S : : ,

e contract frustratron insurance: protects’ exporters should a forexgn govemment s
intervention somehow prevent an overseas customer from fulfilling-a contractual.
commitment. Foreign governmental acts may range from trade embargoes and acts of

- war to currency inconvertibility. (AIG's coverage extends to contract or license =
cancellation caused:by government interference; in contrast, Lloyds' does not cover - -

Ll
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breach of contract becausebthey consider that there is no way of knowing whether the .
commitment is fair and reasonable). :

« confiscation insurance: protects an mvestor against the seizure of overseas assets by
government nationalisation or expropriation.

In practice, private insurers have focused on transfer risks, expropriation and
nationalisation. They may provide cover in limited instances against war, revolution and
natural catastrophes. Virtually none provides cover against exchange rate changes.”

- Of note, when insuring a public obligor, private market insurers generally cover all
reasons for non-performance by the obligor because risks are perceived to be too blended.
For this eason, insurers do not attempt to unbundle risks for publlc sector obligor and
take full credit risk.

4.’3 . Pricing Policies.

The private iarket has remamed an expensive source of political risk i msurance
‘except in particular niches of the market (low-risk markets for existing investments). It
provides ad hoc, market driven/risk-related pricing. As a result, unlike national schemes,
. premiums vary considerably. Annual rates range from as little as 0.1% to as much as 7% or’
even more of the insured value. Normally, rates appear to cluster between 1% and 3%,
premiums below 1% apply almost exclusively to risks in industralised countries or to global
policies and quotations exceeding 5% are frequently intended to discourage companies from °
seeking insurance at all (cut-off rates). Examples quoted are of some 100 bp for currency
convertlbxhty risk; 100 bp for war risk; 50-100 bp for confiscation risk. :

Premiums do not reflect the mathematical probability'of loss (whicb is extremely
difficult to evaluate), but rather the laws of supply and demand. More precisely, they are
determined by underwriting capacity risk perception, and general business vaniables.
Underwriters-usually fix premium rates dependent upon how much business they have already
in the respective risk class, trying not to go beyond certain hrmts for aggregauon of risks.

Regarding risk assessment, because of their total freedom in accepting risks and
pricing policies, private underwriters can give more weight to project-related’ vanables :
than to host country-related variables as determmants for foreign investors' or.
contractors’ vulnerability. -

Pn'vate underwriters' risk assessment includes the following aspects:

. vulnerabthty of the spec1ﬁc prOJect In that regard, 1t has been shown that large ﬁxed
" equity investments are especially vulnerable -

. vulnerabxhty of the sector
-+ fairness of contractual arrangements

» experience and reputation of the insured
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e politic_al stability of the:host conntry_ o
» . home country;host conntryl relationships o

e ‘umbrella factors (1 e, co- exposure thh reputable persons or mstttutlons in the w
_project). : T

. contmgency'plannhg .

- prospect for recovery, in case of loss (see below under indemnification). -

44  Other ‘Poii'cies o

Unhke national insurance agenc1es pnvate underwriters are not sub_; ect to any
i political constraints. Their underwriting, portfolio management, premium ratmg and risk
management follow-exclusively commercial rules. They have to show profits to get the capital
. .-reserves which determine their underwntmg capac1ty and must meet chent s expectatlons to .
‘sell insurance at proﬁtable terms. S

N

o In stnkmg thlS balance underwnters do not seek to av01d paying clmms as thetr ﬁrst
o pnonty ‘The underlying con51derat10n is to'develop, on a long-term and overall basis, more

premiums than claims. (Some con51der that 40—50% of premlurn revenues should be paid out,
on elaJms ) :

Asa result risk analysxs is not of pnmafy concem o underwnters At the core of ,
their management are attempts at balancing their portfolio which means the transformatlon of
unmanageable- contingencies into calculable costs by application of the law of large numbers. -
Yet, political risks do not lend themselves to easy probability mathematxcs since. they
can aggregate to country, reglonal and even world-wxde catastrophes

Portfollo balancmg, nsk analysxs and premium ratlng are all closely mtertwmed

Risk variables determine the categories under which portfolios are balanced. In addition, .

- perceived riskiness has a bearing on underwriters' decision to what line of business they -

- allocate how much capac1ty Prerrnums certamly reflect risk perceptions.. But they are also
function of available capacity, competltlon m a partlcular line of busmess as Well as general
busmess con31derat10ns = : "~

" Tobuildup a v1able package of nsks dlﬁ‘erent pohncal nsks are aggregated mto .one’ -
portfoho which ﬁ'equently includes export credxt risks. Diversification is sought by putting

" appropriate ceilings on risks ‘which could materialise as a result of the same event or-of

interrelated events. The main cex]mgs relate to host countries, projects and clients, In

.addition, portfohos are balanced accordmg to the three main types of pohtxcal rlsks
~confiscation and expropnatlon, various forms of contract frustration, riot and civil strife. .

Consideration is also given to a proper mix of sectors and home countries. Country cexhngs

- quoted by AlGrare of USD 425 mn; other major underwriters are believed to have lower,

. _country ceilings. Ceilings for mdmdual pro;ects are of USD 85 mn at AlIG and lower in other

major underwnters , :

1
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Risk assessment and underwriting capacity are interdependent. For instance, in the
'leading US underwriter, all exposures are graded between 1 and 10 according to the perceived
risk level, level 1 reflecting the lowest and level 10 the highest grade. The insured amount is-
then multiplied by the nisk coefficient so that the highest nsks absorb 10 times the capac1ty of
the lowest. :

One of the important portfolio balancing techniques used in the private market
is reinsurance through which all or part of liabilities assumed by a few underwriters is
transferred to other insurance companies. In fact, the existence of re-insurance capabilities is
a sine qua non condition for the existence of the Private Market for political risk insurance..
~ As a result of reinsurance, a considerable number of companies'(up to 1,000) can share in the
insurance of a single large risk. The "atomisation" of la.rge risks enables underwriters to
" increase their underwriting limits. For instance, CITI re-insures 87% of its risks. Other -
-insurers are believed to retain a much larger share of the risk on their portfolio (some 40 %
according to some interlocutors). AIG confirmed that they keep a "substantial share" of the
risk on its balance sheet. However, they needed the assurance from their reinsurers that they
would provide reinsurance for 7-yea.r nsks before considering the mtroductlon ofa ne'w
longer term facrhty

An essential element in the evaluanon of risks is recovery Regarding - :
indemnification, any right which an insured party might acquire against a host country in
connection with an expropriation/confiscation are, upon indemnification, being subrogated to-"
‘the insurer.” As a matter of business practice, underwriters require investors, under a due '
~ diligence clause, to attempt recovery from the host country before they pay out the claim. A

waiting period of usually 12 months between the event causing the loss and mdemmﬁcatlon
aims at facrhtatmg settlements between mvestors and host governments
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GUARANTEE PORTFOLIO BY HOST COUNTRY (as of Ju une 30 1995)

(by percentage of maximum oonungent habxhty)

“on oy | o | i oy DZ‘:;‘{?,‘:;,,
" |Pakistan . 9.7 . . |Chile - = 3.0
. |Argentina- 9.2 . |CostaRica 2.0
PPeru - 8.5 |Venemuela . .- 19
- |Brazl 6.5 - |Honduras 19
~ |Turkey 57 Ecuador " 15
China 4.9 Hungary 14
Pamaica. 43 Viet Nam 08 -
CzechRepubhc 4.1 Uganda - . ' 10711'
.. fTunisia 40 [Morocco - 0.6
. |Bangladesh - 4.0 [Russian Federation 06
Poland 34 . |Ghana ' 0.6
Ph;hppmes B 34 South Africa 05 :
{indonesia 32 . |Tanzania 05 .}
Slovak Republic .31 [Kazakhstan 03 |
 |Trinidad & Tobago *. 3.1  |Bulgera o020
Uzbekistan 3.1 - |Madagascar - 5
Guyana 3.1 Cameroon - -0.1

Source MIGA 199) Annual Report
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Information on Export Credit Agencies

and National Investment Insurance Schemes N

Country - S | | o ~ Page
France | - - - L2
| Germany 3
Itaiy . o | A ‘_ 4
Netherlands - | . | ‘ _ 5
United Kingdc;m : o | ' | - 8

United States - ‘ , o | 10



c cover for a number of nsks relatmg to mternatlonal trade
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‘ ORGANISA’I'ION

o ‘g L‘_, ) . . Atach_ment Iltoﬁ-Annex,tO

The Compagme Francmse d Assurance pour le Commerce Extérieur (COFACE) was set up in
1946. A joint stock company with a capital of FRF 300 million, it is subject to the commercial
code. Most of its shareholders are public sector companies (banks or insurance companies).
Its activities fall into two spheres. Its main business is the provision of credit’insurance and
performance guarantees for commercial and financial transactions and other insurance services -
related to or designed to.facilitate such transactions. It is also .empowered to administer
official credit insurance schemes on behalf of the government, and 1 in this capacnty it provxdes-

On 1ts own account COFACE covers commerc1al nsks world-wide and polmcal nsks in
OECD countries (excludmc Turkey) provided that the credit risk does last not longer than
three years. As the cover for these risks has not been backed by a State guarantee since. 1 .
January’, 1990 COFACE reinsures them on the pnvate ‘market.

On behalf of the government COFACE prowdes cover for all other risks.
RESOURCES

COFACE denves its resources from' premium income, investment income, and rernuneratlon it .
recetves from the govemment for admxmstenng the omcral credit insurance scheme.

-RELATIONS “WITH THE STATE

For guarantees 1ssued on behalf of the. government credit pohcy is formulated at. the, o

;beornnmo of the year by the Ministry of Economic Affairs and Finance. COFACE processes

applications for guarantees and submits then to the, CGCE. Decisions are made by the

‘Director of External Economic Relations upon receipt of a concurring opinion from the’

CGCE. COFACE is also authorised to make decisions within the limits of the powers
delegated to it by the Director of External Economic Relations. . COFACE issues offers of
cover and policies, settles claims and recovers moneys on behalf of the Government. .

RELATIONS Wl‘l'H THE PRIVATE SECTOR

‘ COPACE has concluded 2 remsurance treaty with the pnvate sector for the busmess it
.conducts on -its own account.’ In special cases, -it sometimes concludes co-msurance ‘

agreements with otheér 1 Insurance companies :

COFACE does not have a statutory monopoly The pnvate sector is free to compete with it .
for both political and commercxal nsk business, but there is. httle competmon at present.

. FOREIGN INVESTMENT GUARANTEE -

| ~This guarantee covers poht1ca1 risks for a minimum of ﬁve and a maximum of ten years It

covers the risks of interference wzth property and non-transfer of income or drvrdends asa
result of events of a political nature. : '
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GERMANY
ORGANISATION AND STRUCTURE

Under the official export credit insurance scheme, the Federal Government carries both the
political and the.commercial risks. A mandatary consortium is authorised to provide and
manage the insurance business in the name and for the account of the government. This
consortium consists of a pnvate insurance corporation, Hermes Kredltversxcherungs AG
(Hermes), the leading partner in the consortium, and Treuvarbeit AG, a corporatlon in whxch _
public bodies hold a minority stake.

RESOURCES |

The Federal Government can grant cover only within an exposure limit on total commitments
. fixed annually by Parliament. The ceiling for export credit insurance in the 1991 budget year
"was set at DM 165 billion. Thus, the authority for new cover essentially depends on the
commitments already existing at the beginning of the fiscal year (about DM 152 billion’ at the
end of 1991) Claims are paid from the budget, wh1ch is credited w1th prermum payments and
any recovenes from ea.rher claJms : . :

RELATIONS WITH THE STATE
The consortium acts only in the name and for the account of the State. -

In the Budget Law provision on export cover, a distinction is made between cover for
promotion of exports and cover for’ exports of national interest. However, there are no
preferential conditions either for cover in the ‘national interest or for exports destlned for
developing countries.

Least-deveIOped countries qualify for genuine aid facilities. Transactlons that are of particular
- interest to the government may involve greater risks, as compared. with normal standards.
They are classified separately but are not subject to special ceilings. -

INVESTMENT RISK INSURANCE

Capital investment risks are not included in the export guarantee system. There is a special
programme for capital investment risks that is also handled by the Hermes-Treuarbeit
consortium. The second-named company is the leading partner in this field. This programme
provides cover against political risks such as nationalisation, expropriation, war, rebellion, -
payment ' moratoria, inability to convert or transfér remittances, and comparable actions or -
situations. Cover can be provided for up to 20 years and for at most 95 per cent of the .
investment. Apart from a flat charge of 0.5 to 1 per cent of the amount covered a premium of
0.5 per cent a year of the amount covered is presently charged.
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- ORGANISATION AND STRUCTURE. -
hiNcnon

The Special Section for Export Credit Insurance (SACE) was" set up in 1977 by an Act'

. regulating export ﬁnancmg (Act No. 227 of 24 May 1977), which made it respon51b1e for the -

. administration of govermnment insurance and export credit guarantee programmes. SACE is an -
. autonomous section of the Istituto Nazionale delle Assicurazioni (National Insurance Instltute- 3
- INA). SACE has its own management and- assets. It is. empowered to insure-and reinsure

- political risks, natural disasters, econonuc and commercial nsks as well as exchange rate nsks

RESOURCES

{ .
'The resources avallable for the: settlement of claims derive, in pnncxple ﬁ'om premxums paxd
recoveries, reserves and other assets, and from. an endowment fund (at present L 7- 274
- bﬂhon) which i is ﬁnanced by the State 2 o ;

: RELATIONS WTl'H THE STATE

Insurance habﬂmes of SACE are guaranteed by the State wuhm the hmlts of. a revolvmg
. fund of L 18 000 billion for guarantees not exceeding 24 months, and a ceiling fixed annually
" under the Act approving the State. budget for guarantees wrth a longer ‘period. For 1993 this

cerhng has been fixed atL 12 000 billion : . :

RELATIONS WITH 'I'HE PRIV ATE SECTOR

anate insurance cornpames may insure export credrts independently- of SACE The only
private company with which SACE has signed a.reinsurance agreement is the Someta Italiana ~
Assicurazione Crediti S.p.A. (General Credit Insurance Company - SIAC). Under this- .

agreement, SACE undertakes to reinsure 45 per cent of all short-term commercial risks and
95 per cent of short-term political risks covered by SIAC. SIAC resources are entirely private. -

INSURANCE FOR DIREC"I' INVESTMENTS ABR'CV)AD' o

Insurance for dlrect mvestments abroad has been avaﬂable since Iuly 1979. The scheme is
. applicable for any direct investment abroad, whether in the form of transfer of funds, supply of
capital goods, technology, licences or patents or for research and development activities and
. mineral production.  The risks covered are: nationalisation, expropriation with madequate
~ compensation, conﬁscatlon, sequestration or-any other. measure or dec151on made by forexgn

~ authorities, as well as political developments-and natural disasters that may result n loss-or

make it unp0551ble for an Italian firm to-continue its activities or.be paid the sums due to 1t :
‘The maximum cover.is 70 per cent of investment value plus an annual 8 per cent of income
: ﬁ'om investments; the prenuum is 0.8 per cent a year. :
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NETHERLANDS
ORGANISATION

The Nederlandsche Credletverzekermg Maatschapplj N V. (NCM) is a subS1d1ary of NCM
- Holding N. V. Shareholders of NCM Holding comprise ma_;or Dutch banks and insurance
companies, as well as four fore:gn reinsurance and credit insurance companies. NCM has
provided export credit insurance since 1925. An’agreement with the Dutch- government in
1932, broadened in 1946 and renewed in 1961, 1983 and 1991, provides for reinsurance with
the Dutch government of non-commercial risks and commermal risks that fall outsxde the
scope of pnvate insurance. :

NCM insures commercial risks for its own account and reinsures -with the Dujch government
non-commercial risks as well as those medium- and long-term commercial risks that it can
take neither for its own account nor for the account of its private reinsurers. As the agreement
with the Dutch government is based on a reinsurance arrangement, NCM handles alI matters
relatmg to credlt insurance, including the processing a.nd payment of claims.

NCM- Credletverzekenng voor Oost-Europa. N.V., another subsndxary of NCM Holding,
covers. lease transactions for capital goods with Eastern European countries - within the
framework of a special credit insurance facility. All risks are reinsured with a trust, Stichting - .
" Economische Samenwerking Nederland Oost—Europa (SENO) set up by the Mlmstry of \
Economic A&'mrs

_RESOURCES

NCM Holding's activities for its own account are supported by its equxty of NGL 304 mxllxon
(31 December 1992). Technical reserves amount to NGL 690.2 million.

RELATIONS WITH THE STATE N
NCM is authorised by the Minister of Finance to issue policies and addenda to policies if the
cover extended is in line with genera.l policy and the maximum lability does not exceed NGL °
~ 10 million per policy for buyers in all countries. For amounts between NGL 10 million and

-NGL 25 million, approval of the Export and Import Credits Guarantee Department of the
- Central Bank is required. For amounts exceeding NGL 25 million the approval of the Minister
of Finance is requlred _

. Co-operation between the government and NCM is based upon the principle that commercial

risks are usually covered for the account of NCM and private reinsurers. Non-commercial
risks are covered for the account of the government by way of reinsurance. .The following
tisks are covered for the account of the government:

. - political risks (including transfer risk); :
-~ payment nsks attached to transactions with government: buyers
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- protracted default risks on pnvate buyers in developmg countries and msolvency _
: _nsks on private buyers in certain deve10p1ng countries, who cannot be remsured‘
- in the private market;

- . protracted default risks and msolvency risks mcurred with pnva:te buyers in
- industrialised countries where the credxt term exceeds five years; ’ -
= unfair calling of bonds;. =~ - ST

-  foreign exchange risks; '

- polmcal risks in connection vmh mvestments in deveIopmg and Eastem European f
~ countries covenng such risks-as expropnatlon, transfer delays, war, etc.:

» 'INVES'DVIENT IN SURANCE

 Based on an Act of Parhament of 23 Apnl 1969 cover. may be ngen for pohtxcal nsks m_ ‘
‘respect of new. mvestments or extension of exrstmg investments in- developmg countries,

provided that an investment protection agreement has been concluded ‘with the- country .
concerned and the investment contributes to the economic development of that country. The

- government of the country where the investment is made has to approvc the investment: m'

order for it to qualify for insurance, Investment insurance has a maximum term of 15 yea.rs

after completlon of the investment or 20 years - after issuance of the policy. As a specral_
- facility, investment insurance is also possxble for mvestments in Eastern European counmes :
, (mcludmg the repubhcs of the former US SR) : N
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SPAIN

ORGANISATION
FUNCTION

The Spanish Export Credit Insurance Company (CESCE) was incorporated as a joint stock
company in 1970. It 'supports Spanish exporters by means of a system of insurance policies
designed to cover both commercial risks and political and extraordinary risks, as well:as what
are known as special risks. CESCE covers commercial risks for its own account and political
and extraordinary risks on behalf of the State. CESCE also arranges joint insurance and co-
insurance. It has concluded bllaterai agreements w1th other export credit agencies on joint
insurance. :

: RESOURCES

CESCE's share capltal totals ESP 400 million; including a State share of 50.25 per cent. The
remaining 49.75 per cerit are owned by the private sector. Accumulated reserves total ESP. 6.9
~ billion. Capital funds therefore total ESP 7.3 billion. For commercial risks, resources are
prowded by premiums paid, recovenes fees and mvestment income. .

For pohtlcal and extraordinary risks, which are managed on beha]f of the State, the company.
relies on’ reserves constituted by premiums paid, claims recovered and contnbutlons by the.
State to cover these spemﬁc risks. . :

. RELAnoNs WITH THE STATE

CESCE relies on the reserves described above. Its relationship with the State is govemed by
Law 10/1970 of 4 July 1970, which sets the lega] grounds for its incorporation.

. L .
RELATIONS WITH THE PRIVATE SECTOR

‘Until 1984, CESCE had exclusive responsibility for commercial risk insurance. Since then,
private companies authorised by the government have beén able to operate in this area. Under-
the Ley de Ordenacion del Seguro Privado (anate Insurance Act) of 2 August 1984, CESCE
‘may reinsure its risks with Spanish or foreign remsurers

Foreign investment policies cover the risks of expropnatlon or the unposmblhry of transfemng
proﬁts of Spanish investors in foréign countries. : :
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UNITED KINGDOM

" ORGANISATION
" FUNCTION

The Export Credits Guarantee Departments (ECGD) main obJectlves are to fac1htate UK .
exports by prowdmg insurance and guarantees to UK exporters agaist the risks of non-
payment by overseas buyers and to banks against non-payment -of the finance that the3
advance to UK exporters and to overseas borrowers for goods sold on credlt terms overseas.

.ECGD detives 1ts statutory powers from the Export and. Investment Guarantees Act (EIGA)
of 1991. Guarantees are given to UK exporters for exports of major. projects and capital
goods, construction works projects and. services contracts. Investment insurance is covered
uhder Section 2 of the Act. Relnsurance 1s a]so grven to pnvate sector insurers for short-term ]
export credlts : : ‘

ECGD i is expected to run its credlt msurance operattons S0 as to generate suﬁicxent reserves
to give the level of break-even required by UK ministers. ECGD publishes commercml—style-
" trading accounts and " carries out all the admmxstrattve work necessary to meet ‘these
objectlves “This - in¢ludes- ‘processing apphcatlons for cover from. initial” ‘Teceipt to issuing
guarantee documents .and the supportmg tasks of obtaining - relevant commercial and -
economic information about buyers, borrowers and countries; detenmmng prermum rates and
- methods of risk.control; collectmg premiuris; handling and paying claims; keeping accounts of
income, expendituré and reserves; and rna1nta1n1no relatlons wnh sumlar mstlt'utlons in other
countnes : : : :

RESOURCES ‘ _ A

“ECGD denves its income pnrnanly form premium charges for its pohc1es It mvests its cash
surpluses in, or as the case may be, funds its cash deficit from, the UK Consolidated Fund.

ECGD eamns or pays interest on the positive or negative balance it holds in the Consohdated'
Fund. Recoveries of claims payments, interest on Consolidated Fund balances when in credit,
and interest receivable under international debt reschedulmg agreements are the main sources
of secondary income. There are currently statutory liability cetlmgs on commitments in respect
-of trading operations of £ 35 billion for sterling business and SDR 15- billion for foreign
currency business. These ce111ngs may be’ raJsed to £ 50 bxlhon ‘and SDR mﬂhon by Sta.tutory :
Instrument. ‘

Interest rate support is provrded ﬁom pubhc ﬁ.lnds but whﬂe it is. not hrruted to an annual

" ceiling, it is subject to pubhc expendxture control. For the ﬁnanc1al year 1992/93, the total net

cost to public funds of mterest support for' ﬁxed-rate export finance- a.mounted to £ 111
'mllhon . . . : =

RELA_TIONS WITH THE STATE .
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ECGD is a government department responsible to the Secretary of State for Trade and
Industry. The Export and Investment Guarantees Act of 1991 requires ECGD to. obtain the
consent of Her Majesty's Treasury for every guarantee it gives. In practice, the Treasury has
delegated authority to ECGD to transact routine business within the constraints of the
Department's risk management system. 'ECGD consults the Treasury and other UK
government departments that might have an interest in any business that seems likely to
_breach those constraints, or might in any way be considered novel or contentious.

Atachm_ent- I to Annex 10

RELATIONS WITH THE PRIVATE SECTOR

Insurance for non—pro_;ect short-term export credit is the primary responsxblhty of the. pnvate
sector. ECGD does not offer any facilities direct to exporters | for this sector. However, ECGD
does provide a reinsurance facility to private sector insurers for short-term business where
there is insufficient private capacity or where the pnvate sector Wlll not accept partlcula.r risks
or risk on partxcula.r markets.

For project business, ECGD has very occasmnal]y concluded nsk-shanng arrangements w1th
- commercial lenders when it has been necessary to. reduce ECGD's exposure.

INVESTMENT INSURANCE

" ECGD's investment insurance schemé insures UK companies that invest directly, by equity or
loan, in overseas enterprises. Cover is provided against the risks of war, expropriation and
restrictions. on remittances. The normal initial maximum period of cover is 15 years, and a
premium of between 0.7 and 1 per cent is charged annually on the current insured amount. In
addition, a commitment premium is charged on any difference between this amount and the
'ma:umum insured amount determined at the outset of the cover.
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" UNITED.STATES
. ORGANISATION

The Export Import Bank of the Umted States, chartered in 1934 as an mdependent :

government agency, facilitates US exports by providing short- and med1um-term insurance

‘and medium- and long-term loans and guarantees. The guarantee and insurance coverage
offered by Eximbank is designed to protect exporters against political and commercial misks. *

Eximbank derives statutory authority for the operatlons of its programmes from the Export- = -

- Import Bank Actof 1945, as amended

} Through its programmes Extmbank fills gaps left by pnvate-sector sources of export credit

financing. For example, Eximbank provides longer maturitiés than commercial banks whlch -

prefer short terms, assumes foreign credit risks that the private sector finds unacceptable
within the limits of its information on creditworthiness grounds, and neutralises the export
cred1t subsxdles of forexgn government - : L ~

' RESOURCES

Eximbank finances its ‘operations wuh a combmatton of appropnated and bon'owed funds '
L Under the Credlt Reform Act of 1990 a subsidy amount is calculated for each dtrect loan,
loan guarantee orinsurance ‘policy, based on the terms of the credit’ (grace and repayment
,periods, fees and. interest rates) and the estimated probability of default on the credit. The

subsidy component of the credit is obhgated out of a total subsidy appropnatton, .while the -~

remainder of the credit is borrowed from the US Treasury at interest rates based on Treasury
: securmes of comparable terms. - : :

For ﬁscal year FY) 1993 (which ended 30" September 1993), the total subsidy appropriation
for Eximbank programmes was USD 757 million. The Congressional Appropriations Bill did
“not contain individual programme limitations, however, this subsidy appropriation could
support loans, loan guarantees and insurance not to exceed USD 15.5 billion. In FY 1992, the
total subsidy appropriation for Eximbank programmes was USD 603 million; which was used
to support loans, loan guarantees and insurance with 2 total value of USD 12.2 billion. In FY
1991, the last year before the Credit Reform Act came into force, the total face value of

'Extrnbank direct loans, loan guarantees and insurance was approxtmately USD 11. 5 billion.

The subsidy rate for each authonsed credtt is re-esttmated each year on the basxs of changesin

‘terms, interest rates or default estimates. If the subsidy increases, additional subsidy funds are - -

provided through a permanent. indefinite appropriation. Losses on.a credit are also paid

through the permanent indefinite appropriation. After each credit is repaid, any profit made on -

the credit reverts to the US Treasury. Credits obligated before credit reform took effect at the

beginning of FY 1992 continue to be funded 6ut of the Eximbank revolving fund which is

now called the liquidating account. Additional funding requirements’ for. this account are.

_ obtained from thé permanent indefinite appropriation. For FY 1994, ‘there in - no ‘overall
: actmty limit - Exrmbank may. support as many exports as its sub51dy budget w111 allow '

oo
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Eximbank's adrmmstranve expenses are funded through a separate administrative expense
appropnatzon For FY 1993, this appropnatlon was USD 45.6 million.

RELATIONS WITH THE STATE

PEFCO is a private corporation whose mahagement is responsible to its Board of Directors -
and stockholders. While Eximbank unconditionally guarantees all PEFCO loans (thereby
maintaining a measure of control over its activities), PEFCO- operates as any other ﬁnancmg
entity whose export credits are guaranteed by Exxmba.nk

RELATIONS WITH PRIVATE SECTOR

Eximbank encourages PEFCO to participate with commercial banks in export loans. PEFCO
traditionally lends in conjunction with ‘one or more commercial banks and will cover up to 85
per cent of export value.

RELATED ORGANISATION
Overseas Private Investment Corporation (OPIC)

FUNCTION |

The Overseas Private Investment Corporation (OPIC) 1s a US government agency that
provides project financing, investment insurance and a vanety of investor services in more
than 135 developing nations and emerging economies throughout the world. OPIC
encourages American overseas private investment in sound business pro;ects that have a
posmve impact on the host countrys economy and envxronment OPIC was authorised by law

" in 1969 and began operations in 1971,

OPIC a531sts American investors through three principal programmes
- F mancmg of investments through direct loans and loan gua'rantees

,Me,dmm- to long-term financing for sound ‘overseas investment projects is made

_ available through these two programmes. Direct loans geneérally range from USD 2
million to USD 10 million. Loan guarantees generally range from USD ‘10 million to.
USD 75 million. OPIC's financing commitment may range from 50 per cent of total
project costs for new ventures up to 75 per cent for expansion of existing successful
operations, with final maturities of five to 12 years or more. Additionally, OPIC has
created a family of privately managed direct investment funds in various regions and
business sectors. Currently these "growth funds" cover Africa, Asia-Pacific, Russia, .
Poland, Israel and the environmental sector. Growth funds for Latin Amenca, South
Asia, and the Middle East are planned.

- Insuring investment projects against a broad range of political risks
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’OPIC offers a number of programmes to insure US mvestments in emergmg markets
and- developing countries against the risks of: '
« _currency inconvertibility: “the mablhty to convert proﬁts debt service and other
investment. rermttances from local currency mto dollars -

« _ expropriation: " loss, of an mvestment due- to expropnatlon, natxonahsatron or
' conﬁScatlon by a forexgn govemment ' : A

pohtxcal wolencel loss of assets or income- due to war, revolutlon, msurrecnon or .
civil strife. - .

'Coverage is avaﬂable for new investments and for i mvestments to expand or modermse

existing - operations. Equrty, debt, loan guarantees, leases and most other forms. of
long-term investment can be insured. Special progra.rnmes are also avaxlable for, '
contractor and exporters of oﬂ and gas prolects

S - Providing a vanely of investor servzces o o IR

OPIC investor services include: investment missions that take groups of US executives
to selected countries to meet host country government officials, local business leaders,

and potential joint venture partners who "can play key roles in bnngmg proposed\- _

" business’ ventures to fruition; reverse missions, ‘which bring” groups of foreign
- government officials and local business: leaders to the United States-to meet with their

American counterparts; and investor conferences that cover a vanety of mvestment-
- related subjects ' : -

Ny RESOURcEs-'

Stnce FY 1992, OPIC has. also recelved congressronal appropnatlons to cover the costs of 1ts -

credit programmes in accordance with the Credit Reform Act of 1990. In FY 1993, OPIC -
received USD 8.1 million to cover the ‘administrative expenses associated with its credit’
- programmes, and USD 8. 9 million in subsxdy budget authority. The subsxdy budget authority
' “is available for two years to support some USD 400 million in direct and guaranteed loans.
. The Credit Reform Act also authorises OPIC to borrow from the US Treasury such amounts

as may be necessary to fund d1rect loan and guaranteed loan requtrements for loans approved
pursuant to the Act. Lo : :

' _OPIC's insurance and guaranteed loan programmes carry the full falth and credit of the US

government. In "addition to -its- USD- 2 billion - in’ reserves avallable for programme L

- requirements, OPIC also has USD 100 million in borrowmg authonty for msurance claims and
- standing authonty for addltlonal appropnattons

RELATIONS WI'H-I"IHE STATE cL

OPIC is a wholly owned UsS government corporatlon A11 of OPIC 5 guarantee and 1 msurance .

- obligations are backed by the full faJth and credrt of the United States as well as. by ‘OPIC's

own substantial reserves.
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. RELATIONS WITH THE PRIVATE SECTOR .~

One of OPIC's legislative mandates is to encourage development of the private sector political
-risk insurance industry. For that purpose, OPIC works closely with an advisory ‘group of
representatives of the private sector's political risk insurance industry to develop co-operative
_programmes to enhance the ability of the private polmcal risk insurance mdustry to meet the
political risk insurance needs of US mvestors ' :

A majonty of members of the Board of D1rectors are from the prlvate sector; a.ll users of
' OPIC’s programmes are from the private sector. .

| "H\NESTMENTANDBOND lNSURANCE RN R

Exxmbank does’ not provrde any type of bond insurance. Exporters are referred to pnvate
compames extendmg bond insurance or to OPIC for investment insurance.

OPIC provides pohtlca] risk insurance to ehglble UsS busmess mvestmg in pro;ects located in a

~ developing country in which OPIC operates. The projects must be developmentally beneficial -
' to the host country, consistent with the economic interests .of thé Unites States, and not have
_sigriificant adverse effects on the US economy or levels of employment in the Uniited States.. A,
project should also be privately controlled and managed ‘but minority foreigh government
participation -will not render a project ineligible. In addition to these cntena, OPIC does not .
msure loans of less than three years average maturity. -

Wlthm these constramts OPIC msurance i available to investors in. a]most any type- of
projects, a major exceptron bemg projects-that produce armaments. I addition to insurance
for ‘equity or loan investments, special OPIC insurance coverage is available to protect US - ~

.exporters, lessors and constructlon contractors. OPIC insurance is available only. for new

- investment in'new .or expansion prolects To be eligible, an investor must be: .a US citizen, a

~ business organised in the US and more than 50 per cent beneﬁmary owned by US citizens, or
a foreign corporation, partnership or assocmtron wholly owned by one or more US citizens,
' corporatlons partnerslups or other assocxatrons

‘OPIC insurance is oﬁ“ered agamst three types of pohtrcal nsk mabrlrty to convert local
currency earnings or returns of capital into dollars; expropriation or - confiscation of an
investment; and damage due to war, revolution, or insurrection. OPIC political risk insurance: -
" does not offer any protection against commercial risks or devaluations of local currencies.
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DEFINITION OF ELIGIBLE POLITICAL RISKS

CURRENCY TRANSFER:

The risk of Currency Transfer is constituted when a Borrower of the BANK is unable, directly
or indirectly, to convert local currency into a freely convertible currency or another currency
acceptable to the Borrower, or to transfer outside the. host country the local currency or the
currency in which the local currency was converted, in order to make the payment of any
‘sum due . under a loan made by the BANK, as the direct and immediate resuit of ‘any
introduction attributable to the host Government of direct or indirect restrictions on
conversion or transfer or any failure by the host Government (or by entities authorized to
operate in the foreign exchange markets) to act on conversnon or transfer on behalf of the
Borrower. .

EXPROPRIATION AND SIMILAR MEASURES:

The risk of Expropriation is constituted when a Borrower of the -BANK is unable to make the
payment.of any sum due under a loan granted by the BANK or is deprived of its ability to
contro! or dispose of its property or operate the (investment) project or material parts
thereof, as the direct and immediate result of any measure by or attributable to the host

- Govemmment and not limited to expropriation but including confiscation, natnonallsatlon, :
* requisition or any' other’ measure equivalent to expropriation, which constitutes an
administrative action or omission or a legisiative action which requires no further Ieglslatlon,
'regulatlon or administrative action for its implementation.

A series of measures whlch are mtegral parts’ of the same plan or program of the host
.. Government and which are designed together to be expropnatory shalt be regarded as one-
measure for the purpose of this definition.

No measure shall be deemed 'to be expropriatory if it constitutes a bona-fide hon-
dis_criminatory measure of general application of a kind that governments normally take in
~ the public interest for the purpose of regulating economic activities in their territories.

Breach by the host Government of a contractual obligation to a Borrower of the BANK shall
not, in and or itself, constitute an expropnatory measure. . :

WAR AND CIVIL DISTURBANCE:

. The risk of War and Civil Disturbance-is constituted when a Borrower of the BANK is unabie,
directly or indirectly, to make the payment of any sum dué under a loan made by the BANK
as the direct and immediate result of any military action or civil disturbance in the territory of
the host country, including acts of war (whether declared or undeclared), revolution,
insurrections and coups d' etats, riots and civil commotions ,terrorism and sabotage.

In all cases, acts of civil disturbance h1ust have been undertaken with the prim'_ary'.intent_ of”
achieving a political objective. Acts undertaken primarily to achieve non-political objectives -
(such as labor or student interests) do not constitute civil d:sturbant:e for the purpose of this
deﬁmtlon )

NB: These definitions, which are based in general terms on the risk definitions of the MIGA
Convention, provide basic elements of definition of the political risks under consideration
-They are subject to any revisions, amendments or extensions which may résult from further
examination of the issues at point, notably with the Commission and with-potential users,
corporations and banks, on the basis of their needs. For the purpose of these 'defini_tions the
term Borrower. includes the recipient of a Bank loan, a Guarantor, another debtor of the
BANK or even if relevant the BANK itself.
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