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PREFACE
 

This report presents Peat, Marwick, Mitchell & Co.'s (PMM&Co.'s)evaluation of alternative financing instruments that the Agency for International Development (AID) could use to facilitate private sector financingof its projects, beginning with those in middle-income Latin American andCaribbean (LAC) countries. The report describes our selection of promisingfinancing instruments for further development and identifies features of theselected instruments that would enhance their viability in U.S. financialmarkets. We have also suggested ways in which a new AID program ofprivate sector financing could be implemented. 



EXECUTIVE SUMMARY 

BACKGROUND
 

The need for this study has arisen from an increasing concern that the 
United States is losing its means of assisting in the development of Latin
American and Caribbean (LAC) countries. As the LAC countries have in
creased their levels of economic activity, they have moved out of the category
of low-income countries qualifying for most of the U.S. Government's inter
national assistance programs. At the same time, alternative forms of U.S. 
Government assistance to such "transitional" countries have been limited. 
Last year. in a report on the International Development and Food Assistance 
Act, the House Committee on Foreign Affairs expressed concern over the 
reductLon of U.S. development assistance to countries classified as middle
 
income. The Committee directed AID 
 to review its development objectives

toward middle income countries, particularly in Latin America, as well as
 
the level of resources which the U.S. 
 should devote to their development.

The Committee also requested AID to "investigate what on-going or potential

mechanisms can be utilized 
to assist the development efforts." 

In response, AID's Bureau for Latin America and the Caribbean has 
undertaken an approachesexamination of new to development financing which
could contribute to :he g.owzh o "he LAC region. In tesfying before the 
Subcommittee on Inter-American Affairs of the House Committee on Foreign
Affairs, AID's Assistant Administrator, Abelardo L. Valdez, described the 
efforts which were underway: 

.. In a period of budget austerity, we recognize clearly the 
value of new development instruments that do not wholly de
pend on U.S. Government funding. We are therefore studying 
the feasibility of a development investment guarantee mech
anism--similar to A.I.D.'s successful Housing Investment 
Guarantee Program--and other creative ways of directing 
more technical and financial resources to the Region's most 
critical development problems. 

The purpose of this study is to explore specific financial instruments that 
might facilitate participation in the LAC development process by private sector 
investors and lenders in the United States. 



INSTRUMENTS SELECTED 

Two financing instruments appear to have the necessary characteristicsto be marketable and to satisfy AID's program needs.that is fully guaranteed by the U.S. 
One is an instrument

Government, and one bears no U.S.Government guarantee. .Both would be structured as a loan made byvate lender in the United States a prito a developing country receiving assistancefrom AID. Both would be matched with an AID loan to the same borrowerto form a program of co-financing.
 

The Fully Guaranteed Loan
 

A private sector 
loan fully guaranteed by the U.S. Government would
most completely fulfill the objectives established by AID's 
Latin AmericaBureau. Specifically, it would: 

* generate broad market interest;
 

proiride financing for a 
 full range of AID projects and middle
income borrowing countries; 

utilize AID's capability and experience in project planning, analysis,
and implementation monitoring; 

be used on a recurring basis with relative ease, starting with
the LAC countries; 

• provide, in combination with AID resources, generous andterms
conditions to AID borrowers; and 

• attract a substantial amount of private sector funds to match AID 
resources.
 

However, AID is not currently authorized
New legislation would be required 

to employ such an instrument.
 
to provide additional guarantee authority.
Consequently, an alternative instrument approach 
which relies upon 
no guarantee should also be considered. 

The Unguaranteed Loan
 

program of co-financing in
A 
which the private sector loan is unguaranteedhas the advantage of near-term feasibility. It can be implemented under All'scurrent authority. However, it fulfills AID's objectivesthe fully guaranteed loan. 

less well than doesIt appeals to a narrower market.provide private sector funds only to 
It is likely to

the more creditworthy of AID's borrowers 
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and the more financially viable of AID's projects. The extent to which it will 
utilize AID's experience in pr-ject development and the extent to which it can 
be used on a recurring basis are subject to negotiation with private lenders. 
VWe believe that, through selective application, an unguaranteed instrument 
can, in combination with AID resources, provide attractive terms and condi
tions to AID borrowers. However, to accomplish this, a higher proportion
of AID resources will be required for an unguarantee I loan program than for 
one that is fully guaranteed. Thus, for any given amount of AID resources, 
less private sector money cani be attracted to AID projects. 

SUGGESTIONS FOR INSTRUMIENT DESIGN 

Vithin the two basic instrument concepts just described, we have identi
fied some specific features that we feel would enhance the viability of a 
proposed instrument. These features are based upon a broad range of inter
views within the U.S. financial community. 

The Fully Guaranteed Loan 

A program using this instrument should be designed to promote a mar
ket perception that the guarantee will be honored promptly and completely
in the event of default. If this can be accomplished, the fully guaranteed
instrument is likely to elicit br~oader market interest and more favorable 
lending terms and conditions. Investors' confidence in the promptness and 
completeness of guarantee payment can be increased in two ways. First, 
the guarantee agreement should be drafted to include assurance of prompt and 
full payment. Second, AID should agree to establish a reserve to back its 
guarantee. This would not only add a layer of security that would increase 
investor's confidence, but it would help to reduce legislative resistance to 
guarantee programs that constitute totally unfunded liabilities. 

The Unguaranteed Loan 

The design for an unguaranteed loan is far more complex than that of the 
fully guaranteed loan. Without the guarantee of the U.S. Goveriment, the 
lender will have a greater interest in examining the creditworthiness of the 
borrower and in negotiating protection against risk. Therefore, to increase 
its marketability, we suggest that AID design this instrument to require the 
type of project evaluation and credit analysis needed to justify a co-financing 
arrangement from a conventional perspective. Specifically, the unguaranteed
lending agreement between the private lender, AID, and the borrowing entity 
should provide for: 

direct negotiation bet ,, n t'e private lender and the borrower; 
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" 	borrower participation: providing a full guarantee, paying at least 
25 percent of project costs, and ensuring project completion; and 

" 	AID participation: providing a cross-default clause and retaining 
a disbursement agent. 

CONDITIONS FOR PROGRAM DEVELOPMENT 

To increase the chances of success, a new AID program of private sec
tor co-financing needs to be a flexible one, allowing for further evolution 
of the financing instrument, and for expansion of the program from a smaller 
group of borrowers and lenders to a larger group. 

The Initial Program 

The.,pr-ogram should be established initially aas pilot program of un
guaranteed co-financing. AID should carefully select the projects and bor
rowers to receive financing through the program and the lenders to be ap
proached as program participants. The selection of projects and borrowers 
should be made consistent with criteria that are most sensitive to the lenders' 
perspective. The projects should be amor.g AID's larger, more self
supporting, and more revcnue-generating projects. The borrowing countries 
should be among the more creditwo-thy. At the same time, the lenders 
should be those most willing to accept ri3k- -commercial banks- -lending as 
individual institutions rather than consortia. 

Program Evolution 

While the initial pilot program is being implemented, AID may also wish 
to pursue the authority to guarantee private loans made through the program. 
Because a full guarantee program is capable of generating greater market 
interest and better fulfilling AID objectives, it is more desirable than a 
partial guarantee. However, isif it not possible to obtain authority to offer 
a full guarantee, a partial guarantee is an acceptable compromise, provided 
that a high percentage of loss is covered. 

As the pilot co-financing program gains acceptance by borrowers and 
lenders, AID might obtain the authority to fully or partially guarantee pri
vate sector loans under the program. Should that happen, the program could 
be expanded to cover a broader range of projects and borrowers and to provide
financing from a greater number of lenders. AID can begin to include proj
ects generating a lower level of revenues in relation to project costs. Ror-
I1'OWI., cLn include countries that are not in the most creditwoz'thy group of 
LAC couttries. Lenders can be expanded to include lending consortia and 
insurance companies. 
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The report which follows describes the analysis from which these summary conclusions are drawn. 
that 

The analysis deals particularly with issuesare sensitive to the development of financial market interest and, as a result, the conclusions are guided first by a market orientation and 
second by a policy orientation. 
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I. INTRODUCTION
 

The U.S. Agency for Internat*'inal Development (AID) is seeking a newfinancing instrument that will enable it to attract U.S. private sector fundsto its development projects in developing countries. For this reason, AIDhas engaged Peat, Marwick, Mitchell & Co. (?MM&Co.) and its subcontrac
tor, Brownstein Zeidman and Schomer, to (I) evaluate a wide range ofpossible financing instruments and (2) develop those instruments that appear 
most promising on the basis of the evaluation. 

BACKGROUND 

The need for this study has evolved from a dilemma of increasing seriousness faced by AID's Latin America Bureau. On the one hand, like other
U.S. Government organizations, AID must exercise firm control orer the
expenditure of federal funds, consistent with current and future budgetary
limitations in an cnviL'onnent of budgetary restraint. On the other hand, theHouse of Representative's Committee on Foreign Affairs, has (in its report
on H.R. 3324) expresed the opinion that "significantly increased resources
should be provided by the United States for development of progr ims in
Latin American and Caribbean countries." The Committee has expressed
concern that the proportion of U.S. 
 bilateral assistance flowing to LAC countries has declined from 25 percent in 1973 to 15 percent in the budget pro
posals currently under consideration. The Committee also notes that this
reduced level of assistance has resulted in a sharp decline in net transfersto LAC countries. If the current trend of reductions in assistance continues,"the U.S. bilateral assistance program could become a net drain on develop
ment efforts in these countri 3 instead of the contribution to developrmnit
 
Congress intended it to be."
 

While the Committee does not desire a reallocation of resources forfiscal years 1979 and 1980, it does expect that "additional funds will bedirected toward Western Hemisphere countries in the period after fiscal 
year 1980." 

Further Congressional consideration of the Committee's pi ol Nsal isexpected this summer. In the meantime, AID is exploring possible approaches to meeting the challenge of expanding assistance to LAC countries
without significantly expanding federal appropriations for this purpose.
Clearly, this can only be accomplished if AID can arrange to finance someportion of its development program with funds from sources other than theFederal Gc vernment. The purposc of this study is to investigate the potential
of one such source: private sector investors and lenders in the Unites States. 
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In 	addition, this report is expected to provide AID with information use
ful in its study of U.S. assistance to middle-income countries, a study

requested by the Committee on Foreign Affairs in its report on H.R. 3324. 

The idea of encouraging private sector financing of activities designed 
to 	meet Federal Government objectives is by no means a new concept. F r 
many years, the government has influenced the domestic and international 
investment of private funds by means of a variety of direct and indirect 
mechanisms--from the issue of Federal Government securities, to the pro
vision of tax incentives and federal guarantees of private investments. 

Applying such mechanisms to the financing of AID projects has been 
considered for some time within the Agency. In fact, in 1961, long before 
the current budgetary dilemma arose, AID began a program to attract 
private financing to its Housing Guarantee (HG) program, This program,
however, cannot be regarded as a near-term response to the current AID 
financing problem. Because its application is limited by law to housing
projects, the HG program cannoc be adopted without modification as the new
financing instrument sought by the Agency. To expand significantly the level 
of private sector investment in AID programs, the new instrument must appiy 
to a broad range of AID development projects--projects in agriculture, health,
education, energy, environment, and science and technology. 

STUDY SCOPE AND APPROACH 

As mentioned above, the study has been undertaken to identify a financ
ing instrument that would facilitate U.S. private sector investment in AID 
projects--beginning with projects located in LAC countries. The approach
used in the conduct of the study involved: 

" identifying alternative financing instruments for evaluation; 

evaluating those instruments for their capacity to generate mar
ket interest, their ability to fulfill AID objectives, and their 
implementation requirements; 

" 	selecting promising instruments for further development; 

" 	identifying characteristics which should be included in instru
ment structures in order to promote marketability; and
 

" preparing suggestions for program development. 

1.2 



By its nature, such an evaluative study is in part predictive. Therefore,
the study should not be regarded as a means of guaranteeing the success of
 any instrument selected. 
 Nor should it be considered a tool for marketing
to the investment community any new 
instrument that AID may select.Instead, the study is expected to assist AID in the selection and initial imple
mentation of a new private sector financing instrument. 

Throughout all phases of the study, the marketability of various instru
ment structures was 
discussed with representatives of U.S. financial institutions. Interv4 ews were also conducted with international agencies and organizations, so that the consideration of alternative proposals could benefit
from prior experience with similar instruments. Attachments A and B,
respectively, identify the financial market and governmental institutions
 
which participated in the study.
 

SUMMARY OF RESULTS 

H~i:.iiCu.'s evaluation of alternative financing mechanisms has led to

tile selection of two instruments:
 

• a private sector loan fully guaranteed by the U.S. Government; 

and 

• a private sector loan bearing no U.S. Government guarantee. 

The Fully Guaranteed Loan 

The fully guaranteed loan is an instrument that is highly marketable,
clearly competitive with similar instruments, 
 and capable of fulfilling AID'sadministrative objectives. aIt is low-risk investment with wide market appeal and is likely to attract a variety of investors to the full range of AIDprojects, in almost any of the Latin American and Caribbean (LAC) coun
tries.
 

The term and grace period of the guaranteed loan can be designed to meetproject requirements. The interest rate charged by the lender can be determined by market conditions for obligations fully guaranteed by the U.S. Government. Under current market conditions, this might be around 9.75 percent.Although this instrument's interest rate, term, and -trace period do not provide the degree of concessionality that AID desires, the Agency can increaseconcessionality by providing its own low interest rate loan to the project.The term and grace period of the AID loan would, again, be determined byproject requirements. The interest rate can be set at AID's customary,highly concessional rate of roughly 3 percent. AID and the private investor 
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would participate on roughly a 2:5 ratio for a project with a 20-year repayment
period at an 8 percent interest rate to provide a degree of concessionality
comparable to that of loans made by the World Bank and the Inter-American
Development Bank. To the extent that AID resources are required to establish reserves to back the 100 percent guarantee, this degree of leverage

would be reduced.
 

. The primary disadvantage of this instrument lies in the fact that AID
 
currently does not have the authority to provide 
a full guarantee for projects
in areas other than housing. Thus, new leg.slation would be required before
this instrument could be adopted. 
 However, if such legislation were enacted,
the remaining implementation requirements would be straightforward in com
parison with those associated with instruments not bearing the 100 percent
guarantee. The new instrument 
could be based on the model provided by

AID's Housing Guarantee (HG) program. 
 The HG program's contractual formats, relationships with investment bankers, and internal administrative
procedures can provide a detailed operational plan for implementation. 

'tne Gnguaranteea Loan 

The unguaranteed loan has much more limited marketability than its fullyguaranteed counterpart. It is also somewhat less likely to fulfill all of AID's

administrative objectives. However, it can 
be designed to provide an equivalent degree of concessionality, and, most importantly, it can be implemented
under AID's current authority. Thus, while this alternative lacks some of the.idvantages of the fully guaranteed loan, its high degree of near-term feasibility
makes it a very attractive instrument for further development. 

Investors perceive the unguaranteed loan to AID development projects inLAC countries to involve a high degree of risk. Potential investors are likely
to be limited to commercial banks, which are more willing to accept this
level of risk than are insurance companies and pension funds. Potential borrowers are likely to be limited to those LAC countries that are perceived by
commercial bankers as being m(,st creditworthy. 

The commercial banks indicated that only under unusual circumstances
would they make fixed-rate loans. Instead, the required interest rate can 
be stated in terms of some premium over the London InterBank Offering
Rate (LIBOR) or over the U.S. prime rate. That premium will be deter
mined by the "country risk" and, to a more limited extent, the project risk
perceived by the lender. Under current market conditions, this rate might 
go as high as 13 percent. 

The commercial banks also expressed a reluctance to lend under such
conditions for a period of more than 6 to 8 years. Under some conditions, 
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maturities might be longer, and grace periods might be agreed to,terms would be negotiated but suchon a case-by-case basis. As a result,have AID wouldto contribute at least 50 percent of the total loan amount to achievethe level of concessionality that it desires. 

REPORT OVERVIEW 

The chapters which follow elaborate onopmental both the evaluative and the develaspects of this study.

cing instruments that 

Chapter II describes the alternative finanwere considered and the criteria by which they were

evaluated.
 

Chapters H4l, IV,

financial instruments. 

and V present an evaluation of three basic forms of
These are, respectively, instruments that are backedby a full U.S. Government guarantee, 
 those backed by
and instruments a partial guarantee,or obligations that are unguaranteed by the U.S. Government.These chapters include a discussion of the interest expressed in each of the'e for'-s by the financial community in this country.promising characteristics, They also identifyselect what we feel is the most attractivenation, combiand offer suggestions for their implementation. 

In Chapter VI, 
as the 

the particular instrument and characteristicsmost attractive within each cf the three preceding chapters 
selected 

pared and evaluate;i, are comand our conclusions are presented. 
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Ii. STUDY DESIGN AND CONTEXT 

This chapter describes the parameters within which PMM&Co.'s evalua
tion of alternative private sector financing instruments was performed. 
These parameters are of two types: 

.	 the range of alternative instruments to be evaluated; and 

• 	 the criteria to be used in performing the evaluation. 

ALTERNATIVE INSTRUMENTS 

For this study, a diverse set of financing instruments was considered-
ranging from a security issued by AD to an unguaranteed loan made by the 
private sector to a developing country. 

The intrumcnts studied are defined by three variab!i.-: 

" 	the basic form of the instrument as defined by the nature of
 
the obligation and the role of the issuer;
 

• 	 the extent to which the U.S. Government shares the private
 
investor's risk by means of a U.S. guarantee; and
 

• 	 the nature of any additional type of subsidy provided to the bor
rower by the U.S. Government. 

Basic Form 

Each of the alternative private sector financing instruments examined 
in this study can be classified as either a security or a loan. The securities 
considered were those issued by the U.S. Government or by the borrowing 
country. The loans considered were those made directly by a private 
sector lender to the borrowing country. Thus, at most, three basic forms 
are possible: a U.S. security, a borrowing country security, or a pri
vate sector loan. 

In the case of an AID security, AID would borrow as a recognized gov
ernment agency either directly or through the Federal Financing Bank 
(FFB). Such an instrument bears a full U.S. Government guarantee and 
would be sold by public offering. 
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On the other hand, a security issued by a borrowing country or a private 
loan to the country may or may not bear a U.S. Government guarantee. Such 
instruments could be sold by public offering under some conditions. However, 
borrowers not yet established in private capital market3 might be limited to 
access made through private placements. 

U.S. Guarantee 

The extent to wiich a new instrument bears some U.S. Government gu.r
antee is the most critical of the three variables defining alternative instru
ments. AID is seeking a way to provide financing for countries often perceived 
as high-risk borrowers. Thus, the degree to which the United States can re
duce risk is likely to have a significant bearing on the attitudes of potential 
investors. 

The alternative instruments considered in this study fall into three cate
gories with respect to the nature and extent of any U.S. guarantee: 

• 	 instrut-nts fully guaranteed by the U.S. Governmcnnt; 

" 	instruments partially guaranteed by the U.S. Government; and 

• 	 instruments bearing no U.S. Government guarantee. 

Theoretically, nine possible alternatives are defined by combinations of 
this variable (U.S. and the previous (basic form).guarantee) 	 one However, 
only seven of these are realistic alternatives, because the U.S. Government 
security is implicitly a full faith and credit oblig-tion. As illustrated in 
Exhibit I- 1., our report addresses all seven of the realistic alternatives. 

Additional Subsidy 

In theory, any of these seven instruments can be accompanied by some 
additional subsidy designed to reduce the borrower's cost of funds. Such a 
subsidy could take several forms: 

" 	a tax incentive to the lender, which would increase the lender's
 
after-tax return and at the same time allow for 
a lower interest 
rate to be paid by the borrower; 

" 	a direct incentive payment to the lender, paid by the U.S. Govern
ment, which would have the same effect as the tax incentive but 
would operate directly rather than through the federal tax structure; 
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EXHIBIT 11-1 

GUIDE TO EVALUATIONS OF 
ALTERNATIVE FINANCING INSTRUMENTS 

BASIC 
INSTRUMENT 

FORM FULL 

EXTENT OF U.S. GUARANTEE 

PARTIAL NONE 

S 
E 
C 
U 
R 
I 
T 
Y 

Issued 
by 

AID 

Issued 
by 

Borrowing 
Country 

Chapter III 

Chapter III 

Not 
Applicable 

Chapter IV 

Not 
Applicable 

Chapter V 

Private Sector 
Loan to the 
Borrowing 
Country 

Chapter III Chapter IV Chapter V 
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a direct subsidy paid to the borrower by the U.S. Government,
designed to return to the borrower a portion of the borrower's 
cost of obtaining private sector financing; or
 

a co-lending or co-financing arrangement in 
 which AID wouldmake a low-interest loan to the borrower along with the conventional loan from the private sector lender, so that the cost tothe borrower of the co-financing package is less than the cost of 
private sector financing alone. 

Each of these approaches can be used to provide any desired level of subsidy. However, only one, co-financing, is clearly within the limits of AID's 
current authority. 

Tax Incentives 

At the present time, AID has no statutory authority to grant either a federal tax credit or federal tax exemption to private sector lenders for investing in AID projects. New legislation would be required to provide the authority, by either amending the Internal 
Revenue Code or amending the AIDstatute itself to provide for the desired tax incentive. For example, legislation amending the U.S. Housing Act of 1937 (rather than the Internal Revenue
Code) has given the Department of Housing and Urban 
Development (HUD)the authority to cohfer tax exempt status on Section 8 housing bonds.
 

Direct Incentive Payment to the Lender
 

AID currently has no statutory authority for 
making incentive payments toprivate lenders or investors, since jID assistance can only be in the form ofloans or grants to the foreign borrower for a qualified project. Legislationimplementing an incentive program could be modeled after Section 802 of theNational Housing Act, which enables HUD to subsidize up to one-third of theinterest payable on taxable bonds issued by municipalities to encourage themunicipality to avoid issuing a tax exempt bond. 

Direct Subsidy Paid to the Borrower 

A number of methods could be designed that would allow AID to provide asubsidy to a borrowing country that has agreed to use a conventional loan to funda particular project. The Agency could provide additional assistance in otherareas, an annual grant to cover a portion of the debt service required by theconventional loan, or an additional loan at a low interest rate to be used for
repaying the conventional loan. 
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If the subsidy were designed as a grant, payments could be made for no
 
more than three years due to statutory restrictions on AID grant authority.

If the subsidy were made as a loan of the type described above, AID would be
 
open to the criticism that its grant authority was being artifically broadened
 
by means of restructuring grants to qualify technically 
as loans. Further
more, in practice there would be little difference between the loan subsidy de
vice and the more straightforward approach involved in a program of co
financing. 

A 	 Program of Co-financing 

For those assistance programs in which AID is now authorized to make
 
loans, co-financing is possible un.er existing law. However, certain ap
proaches to the timing of a co-lending agreement are more appropriate than 
others. 

A co-lending agreement may involve of two patterns of timing for prione 

vate involvement:
 

" the AID and private sector loans may be made at the time; orsame 

" 	AID may make a loan and then sell participations in that loan to a 
private sector investor. 

Prjrfi&Co. subcontractor, Brownstein Zeidman and Schomer, believes that 
AID does not have the authority to sell participations in its loans (or to sell 
its portfolio). Furthermore, such sales may not be practical or of benefit in 
furthering AID's program responsibilities. First, AID's direct loans general
ly have relatively low interest rates. Therefore, even if the FFB or an in
vestor were willing to purchase this type of obligation, the ioans would have 
to be sold at a substantial discount to provide a market rate of return. Second, 
existing laws will not permit AID to retain the proceeds of loan sales for 
relending purposes. AID would be required to remit such proceeds to the 
Treasury as "miscellaneous receipts." Finally, the FFB's own enabling legis
lation provides that nothing therein is to be construed as authorizing a federal 
agency to increase the amount of obligations it may have outstanding through
the use of the FFB as a financial intermediary. New legislation would be 
required to enable AID to expand its outstanding obligations in this way. 

Therefore, the PMM&Co. project team suggests that any AID co-financing 
program be based on the use of simultaneous lending agreements rather than 
the sale of participations. As we proceed with our comparative evaluation of 
fully guaranteed, partially guaranteed, and unguaranteed instruments, when
ever it is determined that an additional subsidy is needed, that subsidy will be 
designed as a simultaneous co-lending program. 
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EVALUATION CRITERIA:
 
AID ADMINISTRATIVE 
OBJECTIVES 

As mentioned in Chapter I, the criteria used to evaluate alternative pi.'vate sector financing instruments are: prospects for implementation, capacityto generate market interest, and ability to fulfill AID's administrative objec
tives.
 

An instrument's prospects for inplementation depend upon two considera
tions. First, does AID have statutory authority to adopt the instrument, and,if not, what are the prospects that such authority will be granted? Second,
assuming AID is authorized to adopt an instrument, what administrative action 
is required to do so? 

An instrument's capacity to generate market interest depends not only onits own characteristics but also on the characteristics of domestic financialmarkets. Our evaluation of the instruments' capacity to generate market interest io based upon our discussions with representatives of particular, investment and lending institutions. This evaluation is presented in the remaining
chapters of this report. However, an initial overview of the marketing environment can provide useful insight into the degree of market interest that onemight reasonably expect any new financing instrument to generate. Such background information is presented in the next section of this chapter. 

This section addresses the third type of evaiuation criteria used in thisstudy--the ability of a financing instrument to achieve AID's administrative

objectives. The administrative objectives 
that .ave been established by AID's

Latin America Bureau are 
of two kinds: p,'ogrammatic and financial. 

Programmatic Objectives 

AID's Latin America Bureau is interested in identifying a new private sector financing instrument which can increase the funds available for international assistance. The financing instrumentnew must be able to utilize AIDexpertise in terms of the countries to which AID provides assistance, theprojects it undertakes, and the administrative role AID plays in the conduct 
of its assistance projects. 

Countries 

The Latin America Bureau has indicated that the new financing instrument
should have the capacity to make private sector captial available to any of themiddle-income LAC countries. This group includes all of the South American
countries and most of the Central American and Caribbean countries. The 
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instrument should also be sufficiently flexible to apply to other regions as the 

new private sector financing program develops. 

Projects 

AID is interested in attracting private sector funds to borrowing countries 
on a project-specific basis. The projects supported by the new instrument
 
ideally should include the full range of AID-supported projects. In other
 
words, the Agency 
wants any project that meets it approval to also be eligi
ble for domestic private sector investment in addition to AID's own partici
pation. 

AID's projects involve a variety of subject areas--agriculture, health, edu
cation, energy, environment, and science and technology. Many involve in
frastructure development such road building oras rural electrification. How
ever, some are designed to support service delivery by the borrowing country,
including such activities as agricultural training, family planning, or the sup
port of general education programs. 

Some of AID's projects are self-supporting. That is to say, they are 
eventually likely to generate revenues sufficient to pay project costs. How
ever, most of the Agency's projects are not self-supporting. In fact, many
are expected to produce no revenues; they are governmental programs design
ed to provide a service to the people of the borrowing country and to assist 
in basic economic development. 

Often, AID supports social projects for which the recipient country might
not feel justified in borrowing at conventional market rates. As AID pursues
alternative financing instruments, private sector lenders or investors may
have to be introduced to the financing of particular types of public projects
that might otherwise be outside the range of alternatives that they consider 
to be acceptable. However, in all cases, AID requires the recipient country
to be sufficiently interested in the project that it will (1) provide a full guar
antee of project obligations, (2) pay 25% of project costs in currency or in
kind, and (3) finance any cost overruns. Thus, it is likely that potential in
vestors will look to the creditworthiness of the borrowing country (rather
than an individual project's financial viability) in assessing the quality of a 
loan application. 

AID Administrative Role 

The third programmatic objective of a new financing instrument is that it
utilize AID's administrative capabilities with regard to the projects financed. 
This includes approval of disbursements of all borrowed funds, including
those provided by a private sector investor or lender. The Agency feels 
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that the control that this closely monitored responsibility provides will bothensure greater investor confidence and support AID's own project manage
ment objectives. 

Financial Objectives 

AID's financial objectives for a new instrument describe the financial andmarket conditions under which private sources of capital will be made available. The Latin America Bureau has established three such objectives: 

* leveraging of AID resources; 

• provision of concessionary terms to borrowing countries; and 

* establishment of a market in the new instrument. 

Leverage
 

"Leverage" refers to the degree to which given amouait of AID resourcesallocated to a project can be augmented by private sector resources. A leverage ratio of 1:2, for example, indicates that every dollar of AID resources
is matched by two dollars of private sector funds. 

The new financing instrument should provide for maximum pivate sectorparticipation and, at the least, private sector participation on a one-for-one

basis: a 1:1 leveraging of AID's 
resources.
 

Concessionary Terms
 

The concessionality of a 
loan is the degree to which the terms of that loanapproximate an outright grant. Concessionality depends upon the loan'spayment period, reits grace period (during which no repayments of principal arerequired), and the rate at which interest on the loan is paid.
 

AID wants the new 
instrument to prowde the greatest concessionality possible, but at least at a level comparable to the degree of concessionalitynormally offered in loans made by the World Bank and the Inter-American 
Development Bank. 

World Bank loans, for example, normally allow a 5-year grace period, a20-year repayment period, and an interest rate that has generally been in the7.5 to 8% range. Loans from both the Ordinary Capital Resources and theInter-Regional Capital Resources at the Inter-American Development Bankare presently available at a 7.9 percent fixed interest rate. 
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Lending terms this generous are not traditionally available to developing
countries from private lenders on a fixed interest basis. However, they may
be necessary to allow the debt service requirement to be compatible with a
borrowing country's repayment ability. Therefore, a program of co-financingwould have to be designed that would combine AID's highly concessional loan 
with the private lender's market terms and rates to provide the degree of 
concessionality required: an average grace period of 5 years, a repayment

period of 20 years, and an interest rate of 8%.
 

The interest rate achieved in this way for the co-financing package will be 
called the "blended" or "combined" cost of funds. 

Market Establishment 

A final AID objective with regard to financing conditions calls for the new
instrument to allow the market of private capital sources to be tapped in
relatively small amounts of $5 to $10 million on a recurring basis so that a 
source of continually available supplementary funds can be developed. Such a
condition is desirable to ensure stable support for the proposed program.
While the program might start on a very small scale, at perhaps $50 million 
in AID resources, the financial instrument should be able to support program 
growth to $200 million or more. 

Constraints Posed by Objectives 

AID's programmatic and financial objectives pose significant constraints
 
to the development of a successful 
financing instrument. AID's programmatic
objectives call for nearly unlimited flexibility in applying externally generated
funds from private sector sources to AID projects in the LAC middle-income 
countries. The new financing instrument is to apply even to those projects
and borrowers deemed least desirable by private investors. Thus, to meet

AID objectives, the new financing instrument 
must be designed to accommodate
projects generating no revenues that are located in the least creditworthy 
of the LAC middle-income countries. 

AID's financial objective of market establishment also constrains the
development of a successful new financing instrument. Because AID wants 
the new instrument to provide funds in small amounts ($5 to $10 million),
it is unlikely that the instrument can be designed for issue by public offering. 

Another significant constraint posed by AID's financial objectives lies in 
a direct conflict between the objectives of leverage and concessionality. For 
any given type of financial instrument and any given AID project, interestedan 
private sector lender would require particular 'conditions that are stated in 
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terms of a grace period, repayment period, and interest rate. These conditions may or may not attain the degree of concessionality desired by AID (concessionality equivalent to that provided by a 5-year grace period, 20-year re
payment period, and 8% interest rate). If the private sector offer does notprovide sufficiently favorable conditions, then AID resources 'nust be used
to make up the balance of concessionality required--via 
some form of U.S.
Government subsidy to the borrower, preferably a co-lending or co-financing
e-rangement as discussed earlier in this chapter. The degree of AID participation required is directly dependent on the extent to which additional 
concessionality must be achieved. Thus, the greater the gap between required concessionality and the private lender's offer, the less leverage AID
 
can achieve in the use of its resources . Conversely, for any given ansount
of leverage that AiD requires, only a 
 certain degree of concessione.1;ty can heachieved. If less leverage is acceptable then greater concessionality will be
 
possible.
 

Exhibit II-2 illustrates the way in which reduced leverage is associatedwith increased concessionality and reduced concessiona]ity' is associated withincreased leverage. The example in the exhibit assumes that both AID andthe private lender are prepared to offer 5-year grace periods and 20-year re
payment periods. The private 'ssector assumed to require an II% interestrate while AID would make available a concessional 3% I.terest rate loan.

Thus, if AID 1:1
requires leverage, the combined cos of funds to the borrowerwill be only 7.%. liowever, if AID requires 2:3 or 1:2 leverage the borrower's 
cost will increase to 7.8% or 8.4%, respectively. Conversely, if AID deter-
LLines that Me 
 ininimum acceptable level of concessionality requires a 7% interest rate rather than an 
8% rate, then the maximum lever-age possible in 
the example is 1:1. 

EVALUATION CRITERIA: DOf,.iESTIC FINA.NCIAL 1IARKET INTEREST 

Among credit institutions, there is a pervasive attitude of resistance toworking with or funding unproven programs, be they private-sector programs
or those affiliated government agency.with a AID faces the formidable taskof educating this conservative marketplace to recognize the advantages offered by an AID co-financing program. This education process is necessary todevelop a broad market constituency, 'or it is only with the development ofthis investor group that the most attractive set of borrowing conditions can be 
obtained. 

A new AID program of private sector co-financing would offer two additional uncertainties which could be expected to aggravate the existing market
resistance to new programs. The first is the Agency itself--AID's exposureto the financial credit market has been limited to the Housing Guarantee pro
gram, which has been accepted by a relatively narrow Investor constituency. 
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EXHIBIT 11-2 

TIE LEVERAGE - CONCESSIONALITY TRADE 

LEVERAGE OF SOURCE OF PERCENTAGE CONTRIBUTION 

AID RESOURCES FUNDS TO COFINANCING PACKAGE 


1:1 	 AID 50% 
Private Sector 50% 

2:3 	 AID 40% 
Private Sector 60% 

1:2 	 AID 33% 
Private Sector 67% 

1. Both AID and private sector lender offer a S-year grace period 
and a 20-year repayment period. 

2. The private lender requires an interest rate of 11% per annum. 
3. AID funds are lent at 3% per anum. 

- OFF 

ESTIMATED 
INTEREST 

RATE 

3% 
11% 

3% 
11% 

3% 
11% 

INTEREST RATE
 
ON ENTIRE
 

COFINANCING PACKAGE 

1.5% 
5,5 
7,0% 

1.2 
6.6 
7.8% 

1.0 
7.4 
8.4% 



A second uncertainty is the foreign borrower, with whom only a limited 
number of financial institutions may have an existing creditor relationship. 
The fact that AID is offering to play an intermediary role is essential and 
cannot be underestimated, but the Agency must compete with the various 
multinational development banks if it intends to attract private domestic capital 
for foreign investment. This is not a broad, well-developed marketplace, 
and the nature of the "multilateral umbrella" made available by those develop
ment banks offers an investor or lender' additional security over the bilaterial 
agreement that would result from a co-financing arrangement undertaken in 
conjunction with AID. 

Furthermore, because the borrower may be a foreign government v1,hose 
obligations are regarded as high-risk investments, participation by certain 
investors and lenders may be restricted by law. This section reviews the 
applicable legal restrictions imposed on the investment portfol.ius of credit 
institutions. In particular, the discussion covers restrictions on investments 
by mutual funds and pension funds, savings and loan associations, insurance 
companies, and banks. 

Mutual Funds and Pension Funds 

The mutual and pension funds market represents a tremendous, growing 
veservoir of investment resources, and federal law impuses no direct restric
dons upon the decisions governing their investments. However, managers of 
these funds are subject to strict fiduciary responsibility as well as to a firm 
commit nent to abide by well-defined limits on diversification and allowable 
investment quality. In the case of pension funds, most interpretations of the 
Employee Retirement Income Security Act (ERISA) of 1974 would conclude 
that foreign securities unguaranteed by the U.S. Government would be incom
patible with the conservative investment objectives required by the "prudent 
man rule" and by the fiduciary responsibility by which they are bound. Fur
thermore, pension fund managers are sometimes required to invest primarily 
within this country to best benefit the groups whose funds they are managing. 

These managed funds represent primary candidates for foreign obligations 
that are fully guaranteed by the U.S. Government, but they appear to allow no 
potential for a partially or a fully unguaranteed foreign security or loan. 

I The distinction implied by these two terms is as follows. A lender typi
cally will assume an active role in the negotiation of credit terms and in 
providing continuous and oftentimes formal assessment of the application of 
such funds (e.g., a commercial bank). An investor, on the other hand, will 
usually assume a less active role, will represent a different constituent source 
of funds, and will typically be subject to different yield requirements, greateo 
fiduciary responsibility, and a higher degree of risk aversion. 
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Savings and Loan Associations 

Federal Savings and Loan Associations (S&Ls) may invest in foreign 
government securities that enjoy a guarantee provided by the Overseas Pri
vate Investment Corporation (OPIC) but may not invest in Inter-American 
Development Bank debentures. They may invest in loans guaranteed under 
the Foreign Assistance Act of 1961 provided that the loan is 100 percent 
guaranteed and so long as the S&L's aggregate investment in such obliga
tions does not exceed 1 percent of its assets. 

Furthermore, the entire thrift industry (including state-chartered S&Ls 
and mutual savings banks) is predominantly oriented--both by legislation and 
by practice--to mortgage investment; while there is limited authority to pur
chase foreign government obligations, this privilege is seldom used to its 
limit. While the thrift industry was initially responsible for lending invest
ment support for the Housing Guarantee program sponsored by AID, it prob
ably would not have happened had two conditions, both the housing program 
application and the full faith and credit guarantee, not been present. 

Insurance Companies 

The investment portfolios of insurance companies are regulated by state 
law which varies from one state to another. In general, there are no limita
tions on insurance companies' purchase of obligations for which principal 
and interest are secured by an unconditional full faith and credit guarantee 
of the United States or its agencies or instrumentalities. In addition, in
surance companies are normally permitted to invest in obligations of the In
ternational Bank for Reconstruction and Development (the World Bank) and 
the hter-American Development Bank, subject in some instances to aggre
gate limits. 

Insurance companies chartered in New York may invest up to 1 percent 
of their "admitted assets" in securities and investments in foreign countries 
which are substantially of the same kind, class, and investment grades as are 
eligible for domestic U.S. investments. However, if the company is doing 
business in a foreign country, it may invest in that country's securities up to 
150 percent of its reserves on obligations under contract in that foreign coun
try. 

For insurance companies domiciled in Wisconsin and Connecticut, invest
ment in foreign securities may account for as much as 2 and 8 percent, respec
tively, of "admitted assets." However, most of the large insurance com
panies interested in doing business in New York, will nonetheless limit their 
international diversification voluntarily so that they remain within New York's 
1 percent-of-assets restriction. 
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Banks 

As a general rule, there are no limits imposed by federal or state lawupon a bank's purchase of obligations for which principal and interest aresecured by an unconditional full faith and credit guarantee of the United Statesor its agencies or in- t rumentalities. Furthermore, banks may, for the mostpart, purchase obligations of the World Bank and the Inter-American Development Bank, subject in some instances to aggregate limits based upon a per
centage of assets or deposits.
 

Further restrictions on banks' foreign investment portfolios vary with theregulatory body responsible for overseeing bank investments. Therefore,three categories of banks are discussed below: national banks, Federal
 
Reserve member banks, 
 and state-chartered banks. 

National Banks 

There are no general prohibitions which limit a national bank's ability to
loan to foreign governments, their agencies, 
 or instrumentalities, except thatsuch loans to any single country may not, in the aggregate, exceed 10 percentof the bank's capital and surplus. Foreign governments and their related entities are regarded as the same borrower for the purposes of this limitation,
except for cases in which an agency or instrumentality of a foreign governmentcan demonstrate sufficient resources or revenues to service particular debt
obligations, exclusive of payments by the foreign government. 

Restrictions on national banks' foreign investments (as distinguished from
loans) are discussed below. 

Federal Reserve rlember Banks 

Under Section 9 of the Federal Reserve Act, state member banks are subject to the same restrictions as are national banks with respect to purchasing,selling, and holding "nonspeculative investment securities." If no U.S. Government guarantee is present, securities of foreign governments or theiragencies or instrumentalities are classified as Type III investment securities,which define a group that is not otherwise classified by the Comptroller of theCurrency. A national or state member bank's otal aggregate investment inthis type of obligatiuns is limited to 10 percent of the bank's paid-in capitaland surplus. ;'he extent to which a particular security issued by a foreigngovernment meets the definition of "investment security" and is nonspecula
tive must be determined by the individual bank. 
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State Banks 

The limitations placed upon allowable investments by non-Federal Reserve 
member state-chartered banks in purchasing the obligations of foreign govern
ments are generally more severe than are those in effect for the national 
banks. These restrictions demonstrate great variability depending upon the 
state in which the institution is domiciled. For instance, state-chartered 
banks in Michigan and Illinois are subject to no statutory limit on their invest
ment in obligations of foreign borrowers. State banks in Texas and Florida 
are subject to the same limitations on foreign investments as are national 
banks. 

New York bank and trust companies are explicitly limited in their ability 
to purchase foreign government obligations for investment- -except for specific 
statutory authority to invest in Canadian and Israeli obligations. Up to 2% 
of an institution's assets may be invested in such an interest-bearing obligation 
payable in U.S. funds, if the obligation has one of the three highest ratings 
at the time of investment. Many foreign countries may not be able to obtain 
such a rating. Other obligations not specifically authorized for investment by 
statute may be purchased in an amount not to exceed, in the aggregate, the 
lesser of l' of the bank's assets or 10% of its net worth. 

California statutes setting forth the investment powers of state-chartered 
banks are extensive. Nevertheless, the only foreign government obligations 
specifically mertioned are those of Canada, Israel, and Mexico. These obli
gations, to be eligible for investment, must be payable in U.S. dollars, and 
the foreign issuer must not have been in default on any of its obligations for 
more than 90 days during the preceding 10 years. A "basket" provision, how
ever, permits a California bank to invest up to 2% of its deposits in "other 
securities" if, in its informed opinion, it is prudent for the bank to so invest 
depositors' funds. Presumably, investments in other foreign government, 
agency, or instrumentality obligations made under this authority would have 
to meet the same criteria as those of Canada, Mexico, and Israel. 

SUr,1MARY 

A review of the statutory restrictions indicates that there are no federal 
or state limitations or, the purchase of foreign government obligations fully 
guaranteed by the U.S. Government. However, the ability of potential in
vestors to purchase a partially guaranteed or unguaranteed obligation is more 
restricted. lutual funds and pension funds are bound by the "prudent man rule" 
which substantially limits the extent to which they would be interested in such 
investments, Federal S&Ls are basically precluded from investing in for
eign obligations that do not carry the full guarantee of the United States. 
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Insurance companies and banks have somewhat greater fretdom to invest
in foreign obligations of acceptable quality, even in the absence of a full U.S. 
Government guarantee. Such investments are, in the aggregate, generally
limited to 1 percent of assets for insurance companies. 

Bank investments in these and other Type III investment securities are
generally limited to 10% of paid-in capital and surplus. National bank loans,
(as distinguished from investments) to any single borrower are also limited to 
10% of capital and surplus. 

In practice, the smaller commercial banks and life insurance companies
do not chose to diversify into international investments to the full extent 
that they are authorized. Many of the large life insurance companies,
however, are very definitely restrained by the I1% limitation that most abideby, and some large commercial banks' interest in loans to particular countries
is also restricted by the 10% of paid-in capital and surplus limitation on loans 
to a single borrower. 
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III. FULLY GUARANTEED OBLIGATIONS
 

In this chapter, the alternative forms of an instrument backed by the full 
faith and credit of the U.S. Government are evaluated. Each form is looked 
at from the perspective of the financial market interest that could develoo 
for it and its ability to fulfill AID's stated objectives. In the last section 
of this chapter, one of these fully guaranteed alternatives is selected from 
among this group as having the greatest ability to be implemented into a 
workable program. 

BASIC FORMS 

There are three basic forms of fully guaranteed obligations that AID might
wish to incorporate into a program to attract private sector funds to its ad
ministered projects. These include (1) the development of an AID agency
security, (2) the provision of a U.S. Government guarantee behind the secur
ity issuted by a borrowing country, and (3) the provision 3f such a guarantee 
behind a loan made by a U.S. lender to that borrower. 

The AID Agency Security 

The design of an AID agency security might incorporate many of the char
acteristics of those used by other government agencies that are authorized 
to borrow to finance particular defined activities. This kind of program
would come under the control of OMB's credit budget management. Among
the agencies that have used this independent access to private capital markets 
are the Federal National Mortgage Association (FNIvIA),l the Federal Home 
Loan Bank Board (FHLBB), the Federal Land Bank, and the Tennessee Valley 
Authority (T VA). 

Other agencies borro i directly through the FFB. These include the U.S. 
Postal Service, the U.S. Railway Association, and the TVA. Some agencies 
generate funds by selling their assets to the FFB; these include the Rural 
Electrification Administration (REA), OPIC, Small Business Administration 
(SBA), and Farmers Home Administration (FmHA). 

All of these agencies are able to perform a market-intermediary function 
that allows them to apply borrowed capital (made available either by direct 

'Although FNMA is not actually a government agency, it does borrow within 
the capital markets with privileged "agency" status. 
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access to the capital markets or by borrowing from or selling assets to the 
FFB) to certain purposes, such mortgage export credit, or for capitalas or 

development of certain private sector projects. However, the purposes to
 
which these borrowed funds are put are often by their very nature self-sup
porting. The use of the agency security thereby allows funds to e obtained 
from the capital markets at a cost or interest rate that is substantially less
 
than what might otherwise be available for these activities.
 

The cost of borrowed funds to these agencies is traditionally defined in 
terms of some premium over the cost of Treasury obligations of a compar
able maturity. Long-term Treasury bonds currently trade a yield of aboutat 
8.90 percent. The amount of the required premium over this rate will be 
influenced predominantly by the investment commun: y's familiarity with the 
agency's debt and by the liquidity allowed by the secondary market activity 
in that agency's securities. 

This alternative would fulfill all of the Agency's stated objectives, if the 
legislative authority were available. The cost of these borrowed funds would 
require a yield that is somewhere near or above the cost at wh-ich other es
tablished U.S. agencies borrow. Under current market conditions, this would 
be in the range of 9.0 to 9.1 percent for a 20-year agency' security. This 
represents a spread of about 10 to 20 basis points over yields on Treasury 
obligations, althoug- this premium might be higher for the more illiquid 
security of a narrowly traded, unfamiliar agency issuer. 

There are two particularly attractive features of the AID agency security
alternative. First, it can fun,-tion as an entirely self-sustaining source of 
funds. By using loan fees and by relending these funds at a cost that is 
slightly above its own cost, AID can generate suffic...,nt income to offset 
its borrowing cost and the cost of some of its own administrative expenses. 

Secondly, AID's own immediate access to these funds allows it to direct 
the money to any country or project that it feels is a justified recipient. This 
allows AID full flexibility in administering to a wide range of programs with 
these additional sources of capital, and implies that an investor in these ob
ligations would not look past AID and the full U.S. Government guarantee in 
evaluating the investment risk. 

A Guaranteed Security of a Borrowing Country 

This type of guaranteed instrument would allow a borrowing country to 
issue securities in its own name (either publicly offered or privately placed),
but those who invest in these securities would require a yield that is deter
mined by the U.S. Government guarantee and not by the creditworthiness 
of the borrowing country. This guarantee of another borrower's obligation 

I1. 2
 



is a less common type of arrangement for the U.S. Government, although
the Title Xl Ship Financing Program sponsored by the Maritime Administra
tion (MarAd) of the Department of Commerce provi les example of how itan 

might function. This program 
provides for a full U.S. Government guarantee
for the sale of bonds by U.S. citizens to finance the construction of eligible
vessels, but currently no guarantees of another country's issued securities
 
(as opposed to its loans) are outstanding.
 

With three exceptions, a program of this design would achieve nearly the
 
same objectives as would the AID agency 
security instrument. First, such a

security (issued, for instance, by Colombia and backed by full guarantee
a 
of the governments of both Colombia and the United States) would require a

yield or to the borrower of something greater than the cost to AID of
cost 
issuing its own securities. Although the two U.S. Government guarantees
might be identical, the securities ur private placement market would per
ceive a distinction by recognizing Colombia as the primary obligor. 

Furthermore, a lack of familiarity on the part of the financial community

with eitner AID and its guarantee program or with Colonibia could be 
over
come only through the mechanism of a higher required yield on such a guar
anteed security. It would be difficult to estimate the amount of premium that
would be required, but this amount would be even more of a variable due to 
perceived differences which the securities market might observe in tne guar
anteed (by the U.S. Government) obligations of a Colombia security vis-a-vis 
those of a much less stable or less creditworthy country. As a result, de
spite the provision of a U.S. guarantee, these securities originating in 
different countries might be priced differently by investors. 

A third distinction between this alternative and the AID agency security
instrument is that it requires establishing a disbursement agent' to administer 
to the proceeds of the security sale. AID has indicated an interest in retaining
responsibility for ot overfinal approval the disbursement of all funds asso
ciated with a new financing instrument. This alternative might necessitate 
the creation of such an agent's role. 

A variation of this would be the adoption of a program that is similar to
the Title XI Program which allows MarAd, acting as its own disbursement 
agent, to invest, through the Treasury Department, the proceeds of the bond 

IA disbursement agent would be responsible for disbursing proceeds of a debt
 
obligation over time as contractually specified conditions 
are met by the bor
rower. Financial institutions could serve as disbursement agents under a new 
AID private sector financing program. 
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sales that are available during the construction period. If AID decided to usethe proceeds of such a guaranteed security sale to fund a program with a longdraw-down period (that is, a long period during which total funding would occur), then the reinvestment capability made possible by a program such as
 
this would become important.
 

The need for a disbursement agent imposes a marginal cost upon the
guaranteed security instrument, 
 but it. further requires that the borrowingcountry agree to allow the funds for which it has obligated itself to be turnedover either to orAID, to that agent who is subject to AID's approval, and notits own. This need for a disbursement agent and the agreement of the borrowing country to subscribe to the conditions of such a program are common to
all the subsequent proposed alternatives. 

Despite some of these shortcomings, a borrowing country's guaranteed
security would allow for the development of a further advantage. 
 Such a
program could provide a vehicle to allow developi,'.g LAC countries initial
 access to U.S. capital markets. The need for a mechanism to providethis initial step was emphasized in the report of the Development Committee. 1 There, the Committee 
admitted that the investment community'soverall lack of familiarity with foreign obligors has barred the access of all
but a few of the wealthier and more industrialized countries 
to the domesticinternational bond market. This program would allow some foreign borrowersto establish an initial track record of repayment and creditworthiness whichis essential to the development of their long-range debt strategy. 

Furthermore, the development of a publicly issued security of a lessdeveloped country that is guaranteed by the U.S. Government opens the doorto possible access to foreign sources of private capital. Under circumstances, some
this type of security might be attractive to private investors residentin the borrowing country or the LAC region who would not otherwise purchasesecurities lacking a U.S. Gov( rnment guarantee. The investigation of marketability among foreign sources of capital has not been included within the scopeof this study, but the potential for tapping foreign credit markets gives thefully guaranteed security of a borrowing country a particular advantage. 

1 Developing Country Access to Capital Markets, Joint Ministerial Committee
of the Boards of Governors of the 
Bank and the Fund on the Transfer of Real
Resources to Developing Countries (Development Committee), 
 November
 
1978.
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A Uuaranteed Loan to a Borrowing Country 

This form of a fully guaranteed instrument is more common within the
 
framework of existing government programs than is the guaranteed security
 
proposal. Similar programs 
include the Department of Trans.portation's 
Aircraft Loan Guarantee program, the Department of Deferse's Foreign
Military Sales program, the guarantee that is provided for loans to Small 
Business Investment Companies (SBICs), the Department of Health, Education 
and Welfare's Student Loan Guarantee program, and even the existing Housing 
Guarantee program that is sponsored by AID to provide private sector funds 
to shelter-related projects throughout the world. 

HG loans represent an interesting model for any additional AID program.
Authority for such a program initially provided for in the Foreign Assistwas 

ance Act of 1961, and has subsequently been expanded. Through the use of a
 
full faith and credit guarantee of the U.S. Government, which provides for
 
prompt repayment in the event of default, private sector lenders make avail
able long-term financing for the development of shelter and related urban
 
activities. These loans are typically made for 20 
 to 30 years at interest
 
rates comparable to current domestic mortgage rates. AID charges I
a 

percent initial fee (up to $100,000), and a one-half percent annual charge
 
(assessed on the unpaid balance) 
both to cover operating expenses and to
 
supplement a revolving reserve fund.
 

These guaranteed loans have developed a definite market appeal. They
 
are currently publicly underwritten and sell at a premium yield of about 75
 
basis points over long-term Treasury securities. Initially, these loans had 
been purchased almost exclusively by or for sale to domestic thrift institu
tions, but they are now also attractive investments to trust and pension funds 
and some life insurance companies, which recognize them as something simi
lar to a high yielding Treasury security. 

It is important to recognize that the ability of the HG program to access 
private sector sources of capital is determined solely by the full faith and 
credit guarantee that is behind it. Without this unconditional guarantee, 
these loans would be difficult, if not impossible, to market and, if sold at 
all, they would require substantially higher yields. 

Because it allows a guarantee to be made available to the loan of a third
world country, this alternative is similar to the guarantee that the World 
Bank is authorized to issue. Under that program, the World Bank can guar
antee both the securities and the loans of member countries, but this 
authority has only onebeen employed in instance. The Bank is reluctant to 
use it because it must recognize such guarantees as liabilities in the same 
way that it recognizes its own obligations. As a result, the World Bank's 
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resources are not expanded by its ability to offer such guarantees. In 
fact, a country would be able to borrow funds at lower cost if it were to 
borrow directly from the World Bank, rather than borrow by the use of the 
Bank's guarantee. 

The Inter-American Development Bank has also been encouraged to guar
antee the loans or securities of some of its member banks, and has success
fully resisted doing so for the same reasons as the World Bank's. The Inter-
American Development Bank would also be required to commit a portion of its 
callable capital equal to the amount of the contingent liability created by the 
guarantee. This would limit its borrowing authority and its own lending 
ability. 

These problems of accounting for the liabilities created by these guarantei 
programs would not necessarily be shared by either AID or the U.S. Govern
ment. However, the legislation necessary to authorize AID to make such a 
guarantee available would possibly involve two particular restrictions upon 
the flexibility that such an instrument would allow AID. 

First, such legislation might require that a reserve be established to 
assure lenders of prompt payment in the event of default. For instance, 
if AID were given authority to guarantee the obligations of borrowing coun
tries for Lo to $100 million, a reserve of $5 million might be required. 
Were this $5 million not appropriated as a part of the guarantee authority,
AID might be required to contribute the amount from its own budgetary re
sources. As a result, such a requirement would limit AID's other budgeted 
activities and would lower the leveraging capability provided by this guar
antee program. 

Second, the legislation needed to authorize guarantee authority might
also require that an annual guarantee fee be assessed the borrowing country. 
The purpose of such fees would be to accrue into the reserve to make the 
program more self-supporting. However, such a fee would represent an 
additional cost that would diminish the degree of concessionality made 
available to the borrower. As a result, even approval for a fully guaran
teed program might include restrictions upon the flexibility allowed AID. 

However, the establishment of a reserve, even if it must be initially
funded by AID, would achieve two important results. First, it would add to 
the assurance perceived by the investment community that timely payment 
of claims could be made. Second, the funding of a partial reserve would help
reduce possible legislative resistance to approval-for this program, because 
it would represent less of an unfunded liability. 
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MARKET INTEREST 

Throughout a wide range of interviews that included investment banking 
firms, life insurance companies, commercial banks, and pension managers, 
the consensus was that the provision of a full U.S. Government guarantee 
would attract the broadest market support and would provide AID with a 
supplementary source of funds at the lowest possible interest rate. Domestic 
credit markets, and even foreign markets, are familiar with a wide spectrum 
of U.S. Government guarantee and insurance programs; as a result, there 
would be little of the "threshold" problem that typically accompanies the 
development of a new financing program. This is a particularly important 
point in view of the fact that the purpose of this program is to attract private 
sources of capital to foreign countries that might otherwise encounter much 
greater market resistance. 

Each of the three forms of fully guaranteed instruments would benefit from 
nearly the same favorable market reception. For instance, the development 
of an AID agency security would entirely preclude any concern about the pur
pose to which the borrowed funds would be put by AID. This would allow 
these new securities to be traded at yields more closely equivalent to other 
agency securities. In the course of the interviews, the opinion was often 
voiced that any reference to Latin American countries would provoke at 
least some market resistance that even a full U.S. Government guarantee 
could not entirely eliminate. 

Because the name of an eventual Latin American or Caribbean borrower 
would be absent from it, only the AID agency security among the three in
struments would be fully fungible with earlier issues. This would encourage 
the development of a more efficient secondary market in the securities and 
would provide greater liquidity for the investor. 

This does not imply, however, that either the guaranteed security or 
loan of the borrowing country would be that much less desirable from the 
financial community's perspect.ive. Both could be marketed through the 
efforts of an investment banker in a way that is similar to that used by the 
HG program, and both would help ensure the development of a relation
ship between the borrowing country and domestic sources of capital. Over 
the long term, this relationship might provide the borrowing country with 
additional benefits. 

Both the guaranteed security and the guaranteed loan would require a 
somewhat higher yield than that necessary to sell the AID agency security. 
For instance, the HG loans were sold at a yield of about 9.7 percent at a 
time when agency securities of comparable maturity were yielding about 
50 basis points less. The higher yield required on the HG loans, however, 
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has allowed that program to develop the continued interest of a group of 
investors (savings and loans, pension funds, and in some situations, pri
vate individuals) who are particularly attracted to the premium that this 
fully guaranteed loan offers. A guaranteed loan or security of an LAC 
country could probably expect this same premium requirement, but such an 
instrument would be assured adequate market interest. 

Within this evaluation of market interest, it is important to recognize
that all of the guaranteed obligations discussed in this chapter would also 
be eligible for sale to the FFB. Particularly in the case of the guaranteed
loan or security of another country, a sale to the FFB would permit a sig
nificant reduction in the cost of funds that could eventually be passed on to 
the borrowing country. This approach would permit AID to combine a num
ber of borrowing country debt instruments into one pool and sell that pool 
to the FFB as a guaranteed obligation. However. this alternative does not 
allow the borrower to develop a direct relationship with the investment bank
ing community, which both AID and some borrowers would find desirable. 

IMPACT ON AID OBJECTIVES 

There is little difference among these three fully guaranteed instruments 
in their ability to attain the full array of financial objectives that AID has 
established. For instance, each would find broad market appeal and would 
permit the development of a continuous access to private sources of funds 
that would be nearly uninterrupted by swings in the domestic credit market 
cycle. Each of the instruments would allow for fixed-rate financing at almost 
any maturity, and each gives AID the possibility of leveraging its own re
sources by at least the 1:1 relationship that it has asked for while maintaining 
an acceptable degree of concessionality for the LAC country. 

For instance, in current credit markets, an AID agency security might
require a return of about 9.1 percent, and the sale of a guaranteed security 
or loan might necessitate a yield of about 9.75 percent. These are only
estimates made in a very unusual credit market period, thebut they serve 
purpose of demonstrating the degree of leverage that would be possible at a 
combined 8 percent cost of funds. This rate represents the degree of con
cessionality that AID has defined as baseline because it isa somewhat com
parable to terms available from the World Bank. 

Exhibit III-I demonstrates that the development of an AID agency 
security would allow for a leverage of nearly 1:5 and still provide an 8 per
cent blended cost of funds to a borrower. Because the guaranteed loan or 
security would provide private sector funds at a cost cf about 9.75 percent,
it would allow for approximately 1:3 leverage when coupled with the 3 per
cent concessionary resources that AID has at its disposal. 
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EXHIBIT 111.1 

LEVERAGE AND CONCESSIONALITY
 
WITH A FULL GUARAITEE
 

TYPE OF GUARANTEED AID AGENCY GUARANTEED LOAN OR SECURITY 
INSTRUMENT SECURITY OF A BORROWING COUNTRY 

Can of CceClsonry AID Funds 3.0% 3.0% 
(Pvolmd Con, (3.0 x .16671 - 0.50% (3.0x .25) w0.75% 

Coet of Guaranteed Funds 9.1% 9.75% 
(Prorsld Cost) (9.1 x .1333 - 7.58% (3.75 x .75) - 7.31% 

Wended Coet 6.08% 8.06% 

Allowable Lmr" Needy 1:5 Needy 1:3 
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The exhibit indicates that each of the three fully guaranteed alternatives 
would be adequate to fulfill the financial objectives established by AID. 
However, there is a more definite difference among the three in their 
ability to fulfill AID's progra,,matic objectives. Only the agency security 
can assure the use of AID's project administration capabilities, and only this 
one permits the unrestricted application of funds to all AID projects and pro
grams in a full range of L-C countries. 

The fully guaranteed security and the loan are similar in their ability 
to fulfill thes.e objectives: both are more limited than the agency security
in allowing AID total flexibility in providing financing to all projects and 
all countries. More importantly, they each necessitate the use of a 
disbursement agent, a requirement that may meet some resistance on the 
part of a borrowing country. 

Interviews with lenders and investors further indicated that there is a 
formidable reluctance to purchase obligations, regardless of the extent of 
U.S. Government guarantee, that are very small (up to $5 to $10 million
 
range). This is considerably more of a problem when there is no full guar
antee provided by the U.S. Government, because it necessitates a more 
detailed and critical project evaluation and analysis of country credit. If 
AID were to issue its own securities, and use the proceeds to fund projects
in particular countries, this would present no problem. But if a number of 
countries were to offer obligations in very small amounts, the financial com
munity would be less interested. 

SELECTION AND IMPLEMENTATION 

Were AID given full authority to develop a cofinancing program that could 
call upon a full U.S. Government guarantee, any one of these throe- instru
ments would be a viable and an attractive alternative. However, the use of 
any of these three instruments requires legislative action to provide the nec
essary authority. Except in the narrowly defined circumstances relating 
to its HG program, AID currently has no authority to issue or make available 
a full guarantee for its own security or for the security or loan of an LAC 
country.
 

If the House of Representatives and the Committee on Foreign Affairs are 
successful in carrying out the proposed objective of "significantly increased 
resources for development programs" in the LAC countries, then the use of 
AID's own financial and administrative resources would provide a very con
venient and flexible vehicle for implementation. The development of an 
approved guarantee program would permit AID to funnel private funds into 
the same countries, achieving many of the same objectives much lowerat a 
cost to the U.S. Government than that required for direct foreign assistance. 
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Officials in the Department of Treasury and the Office of Managementand Budget (OMB) have indicated that there is significant resistanceis viewed as the increasing use to whatof "back door" financing through guaranteeprograms that fall outside of budgetary limitations. This reflects a commonattitude within both the Executive and the Legislative Branches that allgovernment expenditures should be brought under budget authority and
the growth of unfunded liabilities should be contained. 
 In fact, OMB Circular A- Il issued in May of this year recommended that all guarantee andinsurance programs be approved by an appropriations committee.such a recommendation Shouldbe implemented, it may be very difficult for AID tosecure guarantee authority without having to give up appropriations for itsgrant or loan programs. 

On the other hand, a proposal allowing AID authority to guarantee theloans of LAC countries might find the most support when ita is presented asviable and established channel for offering economic assistance.channel would be much Such amore efficient and less costly to the U.S. Government than an alternative package of direct foreign aid.light, any one And in the sameof the three guaranteed alternatives considered in this chapter could be designed to reduce both the cost and risk that might be
borne by the Feaeral Government. 

To the extent that proceeds from the sale of a guaranteed obligationare leveraged with AID's own concessionary funds, this combination wouldprovide the least costly combined source of funds to the borrower. If,however, the obligations were in the form of an agency security, AID wouldbe in a position to "relend" its borrowed funds to an LAC country at aficiently high rate (at some suf
"spread" over its own cost) to cover theAgency's own 
interest and expense and to offset incurred administrative
costs. This market intermediary function could be perforn- 3d on selfasustaining basis whereby payments made by borrowing countries would be
adequate 
to allow AID to repay interest and eventual principal on its agency


security.
 

In the case of a guaranteed loan or security of another borrower, AIDwould have no oppor't,,nity to benefit from a favorable spread. Instead,participation or guarantee fees could be assessed the borrower.be designed to provide These couldan adequate source
administrative 

of income to offset operating andexpenses in a way similar to the self-supporting character of
the HG program. 

Any of these guaranteed financial instruments could thereforeas a be designedself-supporting program. However, the program must also be designedto substantially reduce the expected loss due to default and totial liability assumed by the 
limit the poten-

U.S. Government. To some extent, AID can 
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accomplish this by prudent and responsible selection of projects and countries 
that reflect a very low probability of eventual default. Being selective will 
limit the latitude of projects eligible for AID's guarantee program, but it may 
oe necessary if a convincing argument is to be presented to Congress that 
the program would be a low risk one. 

In theory, then, the cost and risk inherent in developing a guarantee pro
gram should not necessarily discourage support for one of these three alter
natives. It is possible that the instrument can be designed to incorporate 

no subsidy on the part of the U.S. taxpayer over and above the concessionality 
that AID is otherwise authorized to provide. 

The concerns expressed by Treasury and OMB about a proliferation in 
the use of guarantee programs are legitimate ones, and it may be disadvan
tageous fur AID to seek any form of guarantee authority at this time. How
ever, the merits of AID's use of such guarantee authority may be justifiable 
in terms of other national objectives, and these may be adequate to offset 
the disadvantages that might be perceived in providing such authority. 

One aspect of the full guarantee program which should be carefully de
signed is the provision for the manner in which the guarantee will be honored. 
During the course of our interviews with investors and lenders, concern was 
expressed for promptness and completeness in honoring the full U.S. Govern
ment guarantee. Pi'oblems with other U.S. guarantee programs (in particular, 
SBA and OPIC programs) were cited as instances in which investors have 
been disappointed in the United States' performance in honoring its guarantees. 
Investors also felt that a full guarantee program should not require forbear
ance when there is adequate justification to call a default. Guarantee pay
ments on losses of principal and interest should be paid promptly when the 

conditions defining default are present--even if the borrowing country ex
presses a willingness to resume its repayments at a later time. 

Finally, the question is sometimes raised as to whether allowing addi

tional guarantee programs triggers an imbalance within the credit markets. 

It is sometimes suggested that a new source of demand for guaranteed funds 

pushes up the overall cost of all other "agency" or "guarantee-privileged" 
borrowers. This argument was used to criticize the impact upon the 

tax-exempt market of the municipal mortgage revenue bond issues, but one 

cannot conclude that a guaranteed AID financing program would effect a sim

ilar result. The overall size and liquidity of the agency securities market, 

which includes issues from such sources as the Federal Land Bank, FNMA, 

FHLBB, FmHA, SBA, and numerous others, makes that market rather 

insensitive to the issuance of additional government guaranteed loans or 

securities which AID might sponsor at a pace of far less than $100 million 

annually. 

I1. 12 



If AID were to decide to seek Congressional approval authorizing one of 
these fully guaranteed instruments, the development of the fully guaranteed 
loan appears to be the easiest to implement. Exhibit 111-2 presents a frame
work for evaluating these three alternatives, and demonstrates that even the 
AID secuvity does not have a clearly defined advantage over either of the 
other instruments. However, while the guaranteed loan does not offer the 
complete program flexibility that would be allowed by the AID security, it 
nearly fulfills all objectives and would allow AID broad latitude in its use. 

The guaranteed loan requires a greater degree of commitment and respon
sibility on the part of the borrowing country, and exposes the borrower to 
the domestic capital markets in a way that the AID security does not. A 
guaranteed loan program can also be presented as a logical extension of the 
HG program. The importance that this existing program has in establishing 
both the administrative precedent and the immediate vehicle for market 
access cannot be overestimated. Finally, the guaranteed loan alternative 
would meet significantly less political resistance than ether of the other 
instruments if a reserve fund were established to ensure prompt payment 
in the event of default or loss. Besides enhancing investor acceptance, the 
establishment of a reserve would allow the program to account for at least 
a portion of the total contingent liability. 
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EXIIIBIT 111-2 

SUMMARY: COMPARATIVE EVALUATION
 
OF GUARANTEED INSTRUMENT
 

INSTRUMENT AID AGENCY FULLY GUARANTEED FULLY GUARANTEED 

EVALUATION SECURITY SECURITY LOAN 
CRITERION 

MARKET INTEREST 
BROAD INTEREST 

MOST FUNGIBLE SECURITY 
BROAD INTEREST 

LIMITED LIQUIDITY 
BROAD INTEREST 

LIMITED LIOUlIDITY 

A 

I 

F 

Approximate leverage 
expected under current 

market conditions 

Very high laverage; 
nearly 1:5 

Very high laverage: 
possibly 1:3 depending
upon reserve requiren nt% 

Very bhl l--rage; 
possibly I .J dependlug 
upom rre requirenteats 

D N Concessonry Fixed rate. long-term; Fixed rate. long-tam Fixed rae. lol-tarm 

A 
D 
M 
IN 

0 
E 
J 
E
C 

A 
N 
C
I 
.1 

terms cost estimated at about 
9.1%; very ettractiva 
:oncessional terms 

cost estimated at 9.76%; 
less if sold through FFB; 
attractive coiscessionl taints 

cot eastind at 9.75%; 
less it sold tvsoug FFB; 

attractive coacsassond San" 

I T L Markat Continuous access Continuous access. Conlmmm acces; 

S I estalishmrent potential for -special market- poteantial fo -c maekat" 

T V acceptance ancca 

R E 

A 
T 

S 

R M 

Type of project Unlimited application Vktualy any type 
of project 

Virtually my type 
of projct 

V 
E 

0 A 
GoT
A C 

Borrowing countries 

AID Administrative 

Unlimited application 

Assured 

Needy any borrowin 
country 

Virtually assured but 

Nearlvyay orrowing 
couatry 

Vieuaftl assired but 

M Control subject to borrowef approval subject to borrower approval 

IMPLEMENTA-

Legislative New authority 
required 

New authority 
required 

New authority 
required 

TION Administrative Would require new Would require new Expansion of HG proum 

REQUIREMENTS resources to implement resources to implement oacp woudi facdital 
-tsplendon 



IV. PARTIALLY GUARANTEED OBLIGATIONS 

In Chapter III of this report we discuss possible new financing instru
ments having a low level of risk: instruments bearing a 100% guarantee

backed hy 
 the full faith and credit of the U.S. Government. Investors
 
view those instruments as having a 
risk level associated with the economic

condition and political stability of the U.S. Government, the full guarantor

of the obligation. Chapter V discusses possible new 
financing instrumentswhich bear no U.S. Government guarantee. These obligations are perceived
by investors as having a much hig.ier level of risk: "country risk," deter
mined by the economic condition ar.d political stability of the borrowing nat
tion, a developing country. 

This chapter addresses possible new instruments bearing a partial

guarantee of the U.S. government. Investors 
can be expected to perceive

the risk in this case as being somewhere between the low-risk fully guar
teed inst. unents and the higher risk level of unguaranteed instruments. After 
an introductory description of the basic forms of the partially guaranteed instrument, this chapter presents our evaluation of such an instrument's capa
city to generate market interest and its ability to fulfill AID's programmatic
and financial objectives. A concluding section (1) offers our selection of that
partial guarantee which has the most promising prospects for generating

market interest and attaining AID's objectives and (2) describes the action
 
necessary for implementation. 

BASIC F.RXIS 

Obligations that are partially guaranteed by the U.S. Government may 
vary in form and in the coverage offered by the partial guarantee. 

Instrument Form 

The instrument backed by a partial guarantee may take the form of either 
a security issued by a borrower and purchased by investors, or a loan to theborrower made by a party other than the guarantor. Among the partial guar
antee programs currently conducted by the Federal Government, the latter isfar more common. They include international programs such as those of
AID's. Productive Credit Guarantee Program (PCGP) and the Overseas Private Investment Corporation (OPIC), well asas the domestic partial guarantee programs of other agencies, including the Department of Agriculture's
Farmers Home Administration (FmHA), the SmaM' Business Administration 
(SBA), and the Veteran's Administration (VA). 
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Guarantee Coverage 

By definition, the coverage provided by a partial guarantee is less thanfull coverage. Unlike the full guarantee discussed in Chapter, [[1,tial guarantee the parwill not assure the investor of rer'overing all of its investmentat all times or in all instances of default.'
 

The exact nature of the coverage

defined in a 

offered by the partial guarantee may bevariety of ways. Three of the more common types of limits defining partial guarantees are: 

* limits on the extent of losses covered; 

• limits on the amount of r -payments guaranteed; and 

* limits on the application of the guarantee to instances of default
caused by specified events. 

These coverage limnitations are nottheoretically, mutually exclusi,,.:; all three could,be used in the context of a single instrument.partial guarantee For example, acould be structured to cover 75 percent of losses of unpaidprincipal and interest, to a maximum repayment of 90 percent of originalprincipal, payable only if losses are incurred because of a default causedby war or insurrection in the borrowing country. 

In practice, however, 

antees arp 

the various types of limits defining partial guaroften used independently. For example,and Industrial the FmHA's BusinessLoan and the SBA's Regularup to Business Loan guarantees cover90 percent of unpaid principal and interest with no restrictionrepayments on totalor cause of default. 
the other hand, 

The VA home loan guarantee program,covers on100 percent of the lender's losses to a fixed maximum amount, which 

$25,000. OPIC 

is the lesser of 60 percent of original principal or
offers an example of coverage limited by causeOPIC insures U.S. of default.private investment in developing countries against lossesdue to three types of political risk: 

loss due to inconvertibility of the currency of the countryinvestment is ,n whichmade. This coverage also insures against 

1 Losses may be defined as losses of unpaid principal and interest or ofunpaid principal, interest, and expenses. 
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adverse discriminatory exchange rates, but it does not protect 
against the devaluation of a foreign currency. 

loss due to expropriation, which may include both nationalization 
and cases of "creeping" expropriation. OPIC pays expropria
tion compensation only against assignment to it by the insured 
of title Lo the expropriated properties. 

loss due to war, revolution, and insurrection. This does not 
include c(everage against civil strife. 

MARKET INTEREST 

The value of a partial U.S. Government guarantee on obligations of de
veloping countries varies by type of investor and by type of guarantee 
coverage.
 

Type of Investor 

Some investors are not intere.-ted in conducting the detailed analysis 
necessary to assess the risk of ],.nding to a developing country. These in
vestors, such as pension fund and mutual fund managers and some com
mercial bank trust departments, are primarily attracted by highly liquid in
vestments with risk return trade-offs that are easily understood. While 
privately placed securities are possible, public offerings nave a greater ap
peal to this type of investor because they require no direct negotiation with 
the issuer of the security and they represent a more liquid form of invest
men t. 

Initial interviews with the investment community immediately indicated 
that these passive investors have little interest in an instrument that is only 
partially guaranteed by the U.S. Government. Unless the investor had a 
high degree of familiarity with, and confidence in a borrowing country, he 
would be unlikely to accept the risk inherent in the unguaranteed loan portion. 

On the other hand, other investors are prepared to conduct an in-depth 
analysis of the borrowing country's creditworthiness. These investors, pri
marily large commercial banks and some large insurance companies, have 
made unguaranteed loans to the more creditworthy Latin American and 
Caribbean countries. Thus, they are also willing to consider making par
tially guaranteed loans. However, they would closely evaluate the obligor 
of the unguaranteed portion. 
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In general, commercial banks respond more positively to the concept of a partial guarantee than do insurance companies. Some insurance companies
expressed particular concern for the creditworthiness of many borrowers.
Some also question whether the U.S. Government would promptly administerthe terms of a guarantee in the event of default. These insurance companies
indicate that they would favor a reserve fund held in the United States to cover -,..y late payments by borrowers and to ensure timely guarantee administration.However, the establishment of such a reserve would not necessarily ensure
 
their participation 
in a new partial guarantee program. 

Commercial banks, on the other hand, seemed more comfortable with theconcept of a partial guarantee. They are not only less averse to risk thanthe insurance companies, but are also more accustomed to working with partial guarantee programs. 
 Many have participated in the U.S. Government's

partial guarantee programs. 
 Some bankers have indicated that an AID partialguarantee program cculd be sufficient inducement to lend to a country that
would not otherwise qualify for a loan. In particular, this might be the case

if the country risk were near the lender's risk limit or if loans to the country
 
were 
nearing the bank's legal lending limit. 

Type of Coverage 

Lender interest in the partial guarantee concept also varies according
to the type and extent 
of coverage provided by the guarantee. Variation in
lender reaction is discussed below for the three basic dimensions of partial
guarantee coverage which were discussed with investors and lenders. 

Extent of Losses 

Interviews with the financial community elicited mixed reactions with regard to a guarantee that would pay a given percentage of losses of principal

and interest. M:lany lenders pointed 
out that, with this type of coverage, theloan involved is actually composed of two loans- -one which is fully guaranteed
and one which is unguaranteed. Reactions of insurance companies ranged fromcomplete disinterest in anything except the fully guaranteed portion of the loanto tentative interest in coverage as low as 50 percent of unpaid principal and
interest. However, current experience with such guarantees seems to belimited to partial coverage of no less than 90 percent of unpaid principal andinterest, the most common degree of coverage provided through Federal 
Government programs. 

Reactions of commercial banks are generally more favorable. While some 
express little interest in the percent-of-loss concept, others merely pointout that a partially guaranteed loan would be priced as two loans. In casesin which a bank would be willing to make the unguaranteed portion of the loan, 
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at a sufficiently high rate of return, it would be interested in the partial percent-of-loss guarantee as well. The higher the percent of loss covered, thelower the interest rate the bank would be willing to accept. 

A guarantee could also be structured to provide variable coveragetime. For example, losses a 
over 

on 15-year loan could be unguaranteedfirst 5 years, 50 percent guaranteed during the next 5 years, 
for the 

guaranteed during the last 5 years. 
and 100 percent, 

interviewed 
The insurance company representativesduring the course of this study expressed little interest in thisidea of time-variable coverage. However, some bankers reactedtively. One suggested that it 

more posiwould be acceptable for the loan to be unguaranteed for 3 years, but probably not for 8 years. Nevertheless,proach such an apmay provide little protection to the U.S. Govenment, as lenderacould postpone calling a default until the later years of the loan during which100 percent of losses would be covered. Only a careful structuring of timevariable coverage can avoid this potential problem. 

Amount of Repayments 

The amount of repayments of losses under
several ways. The 

a guarantee can be limited in
most common approach is 
 to limit repayments to fixeddollar amount, a percentage of original principal, or both. 

Insurance companies reactions to the idea of limited repaymentsmixed, wereranging from complete disinterest to selection of this approach as thebest of the partial guarantee concepts. Those companies responding favorably, however, would require a fairly high maximum repayment.ample, one For excompany would consider making a loan bearing a U.S. Government guarantee to pay all losses of principal and interest to a maximum

of 90 percent of the original principal.
 

Commercial bank reactions to percent-of-original principal coveragegenerally more positive. Bankers indicated that they would lend at a lower
were 

rate with this partial guarantee than they would if their loanteed were not guaranat all by the U.S. Government. Particular interest wasstructuring the guarantee expressed in so that losses incurred during the last 5 years of
the loan would be 100 percent guaranteed. 
 Some bankers also expressedwillingness atc consider a postponement of the effective date of the guarantee. 

Cause of Default 

One variation of coverage based on cause of default was discussed withthe financial community during the course of our study. This was politicalrisk insurance, designed according to the OPIC Tnodel discussed earlier in
this chapter. 
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The only type of lender which seemed at all interested in political risk
 
coverage was the commerical 
bank that does not have an established presence
in the borrowing country. Large international banks that are already situated
in many Latin American and Caribbean countries have assessed the question
of political risk and have made the decision to take that risk. 

Insurance companies, on the other hand, are generally not interested insituations of high political risk. They would be inclined to assess the poli
ticai risk of a potential borrower and then 
to proceed with a loan only in cases
where that risk seemed slight. Thus, political risk coverage has little 
appeal for these investors. 

IMPACT ON AID OBJECTIVES 

As we have discussed in some detail in Chapter II, AID has a number ofprogrammatic and financial objectives against which the effectiveness of any

selected instrument must be measured, 
 however marketable that instrument 
may be. !ngeneral, the partially guaranteed instrument is somewhat loss
 
able to fulfill these objectives than is the instrument backed by the 
full guar
antee of the U.S. Government.
 

Programmatic Objectives 

As discussed in Chapter II, AID's programmatic objectives require the
 
new financing instrument:
 

" 	to apoly to the type of project that AID customarily finances-
governmental projects in the areas of agriculture, health,

education, energy, environment, and science 
and technology-
many of which generate insufficient revenues coverto project 
costs: 

" 	to be available to the full range of middle-income countries
 
in the Latin American and Caribbean region; and
 

.	 to utilize AID's capabilities and experience in project planning,
 
analysis, and implementation monitoring.
 

Type of Project 

Initially, a number of investors, both insurance companies and commercial 
banks, expressed the opinion that a partial guarantee by the U.S. Government 
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would not be sufficient to interest them in making loans on projects that are 
not self-supporting. It was suggested that AID develop a partially guaran
teed, private sector, co-lending program applicable only to the larger pro
jects and those capable of generating revenues most nearly adequate to cover 
debt service. 

However, because the borrowing country is willing to provide a full gua.,
antee, most lenders are willing to consider the investment as a "country rLsk" 
rather than a "project risk." Thus, the revenue-generating capacity of the 
borrowing project takes on less importance. Instead, the balance of pay
ments, balance of trade, inflation rate, gross national product, and credit 
history of the borrowing country are considered the relevant factors to use in 
assessing the creditworthiness of the borrower. 

rliddle Income Countries 

Insurance company representatives indicated that no partial guarantee 
would be sufficient to encourage them to lend to a country that is perceived 
as a high risk from a political or economic perspective. However, a pro
perly structured partial guarantee tailored to the risks associated with the 
borrower could be sufficient to encourage the companies to lend to some of 
the middle-income countries with high per-capita GNP that would not other
wise receive financial support from the company. 

Commercial bankers are, by and large, somewhat more willing to accept 
the higher levels of risk under the protections offered by a partial guarantee. 
In general, they seem more willing to consider a broad range of LAC country 
borrowers than do the insurance companies. 

However, the banks' preferences and interpretations of creditworthiness 
are by no means uniform. Occasionally, a given country risk seens quite 
acceptable to one bank and clearly unacceptable to another. Nonetheless, 
even with a careful matching of lenders and borrowers, we believe that a 
partially guaranteed instrument will not enable AID to find private sector 
financing for the full range of middle-income [AC countries. 

AID Administrative Role 

A partially guaranteed instrument must utilize AID's administrative
 
capabilities- -including control over disbursements. However, although
 
some potential investors have noted that they take comfort in AID's admin
istrative participation, others have expressed a .;reference for avoiding
 
governmental controls on disbursements.
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Financial Objectives
 

AID's three financial objectives for the new 
financing instrument are: 

to provide to the borrower a degree of concessionality com
parable to that made available by World Bank and Inter-
American Development Bank loans; 

* to provide to AID at least 1:1 leverage of its appropriated
 
funds; and
 

* to provide for financing on a recurring basis.
 

A partially guaranteed instrument can be expe-cted 
to fulfill the third ofthese three objectives. Once specific commercial banks, and possibly some
insurance companies, have some experience 
with the partially guaranteed instrument and its successful application, they might be w-illing to continue theirparticipation in the program- -barring a significant change in market condi
tiuns.
 

A partially guaranteed instrument probably also fulfill AID's leverage andconcessionality requirements. However, as discussed in Chapter I, thereis a direct trade-off between these two objectives. The following analysis addresses this trade-off as it applies to the partially guaranteed instrument.
The examples used are structurea to provide guarantee coverage of 50 per
cent, 80 percent, and 90 percent of losses of unpaid principal and interest. 

For the purpose of this anaysis, it is assumed that t,,e degree of con
cessionality is a fixed requirement, set at the World Bank terms of: 

• a 5-year grace period; 

" a 20-year repayment period; and
 

" an interest rate of 8 percent per 
annum. 

To simplify this general analysis of leverage, it shall also be assumed thatboth private lenders and AID are willing to offer the 5-year grace period andthe 20-year repayment period. (However, if the private lender is a commerical bank rather than an insurance company, such terms are very unlikely 
to be available in practice.) 
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If the partially guaranteed loan is regarded by the lender as being a com
bination of a fully guaranteed loan and an unguaranteed loan, the lender's 
pricing of the loan might be calculated as illustrated in Exhibit IV-I. As 
shown in the exhibit, the assumption is made that the private sector lender
requires a 13 percent interest rate on an unguaranteed loan and a 10 percent

rate on a fully guaranteed loan. However, it is important to note that such
 
terms would vary by country, and for some countries, no unguaranteed por
tion of the loan would be acceptable.
 

Assuming that AID project resources are available for lending and need 
not be set aside in a reserve fund, the leverage available to AID through
the use of these partially guaranteed instruments can bc estimated at approxi
mately 1:2 for the 80 percent and 90 percent gua-rantees and 5:7 for a guarantee
covering 50 percent of losses (see Exhibit IV-2). If reserves were required

to back AID's guarantee, this degree of leverage would be reduced as illus
trated in Exhibit IV-3. 

SELECTIN AND I1,iPLE.iENTATION 

From among the various types of partially guaranteed instruments dis
cussed in this chapter, we conclude that the 
most viable for AID's purposes
is a partially guaranteed loan that provides a high percentage of loss coveragu
(at least 80 percent). The choice of a loan rather than a security as the form
 
of instrument is based on 
our analysis of market interest. Although the
 
potential 
 market is broader for a security than for a loan, securities marlet 
investors are less interested in providing development financing to AID bor
rowers. The choice of high percentage-of-loss coverage is onbased its ability
to meet AID's financial objectives. As discussed earlier in this chapter, the 
higher the percentage of loss covered, the greater the leverage of AID re
sources 
for any given level of concessionality. 

This partially guaranteed instrument could also include additional features 
such as a limit on repayments or a limit of coverage for political causes of 
default. Political risk coverage does not appear to be worthy of further con
sideration, as interviews in the financial community have indicated that it
would generate little market interest. However, under certain conditions, 
it may be worthwhile to adopt a limit on repayments. 

Specifically, in the process of developing a partially guaranteed instru
ment, U.S. Government decision makers may determine that additional pro
tection for the U.S. Government is needed. In other words, it may be neces
sary for the U.S. to accept a lower level of risk than that associated with a
partial guarantee that has only limited percentage-of-loss coverage. If this
is the case, then a limitation on repayments should be considered. 
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EXHIBIT IV-1
 

PRICING CALCULATION: PARTIALLY GUARANTEED LOANS
 

90% Guarantee 

Fully Guaranteed Portion 

Unguaranteed Portion 

Entire Partially Guaranteed 

Loan 

80% Guarantee 

Fully Guaranteed Portion 

Unguaranteed Portion 

Entire Partially Guaranteed 

Loan 

50% Guarantee 

Fully Guaranteed Portion 

Unguaranteed Portion 

Entire Partially Guaranteed 

Loan 

PROPORTION 
OF LOAN 

.90 

.10 

1.00 

.80 

.20 

1.00 

.50 

.50 

1.00 

ESTIMATED 
ESTIMATED INTEREST RATE 
INTEREST FOR THE 

RATE ENTIRE LOAN 

10% 9.0% 

3 1.3 

10.3% 

10/0 8.0% 

13 2.6 

10.6% 

10%/0 5.0% 

13 6.5 

11.5% 
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EXHIBIT IV.2
 

LEVERAGE CALCULATION: PARTIALLY GUARANTEED LOANS
 

If AID makes its resources available at an interest rate of 
3%; and 
If X is the proportion of the total financing package that 
is funded with private sector funds; and 
If Y is the proportion of the total financing package that 
is funded with AID resources; then: 

X+y=1 

or 

Y=I -X 

Thus. for the 90 percent guaranteed loan: 

X 	(10.3%) + Y (3%) = 8% 
X (10.3%) + (1 -- X) 3%= 8% 

.103X -. 03X + .03 = .08 
.073X = .05 

X = 68.5% 
and Y = 31.5% 

For the 80 percent guaranteed loan: 

X (10.6%) + Y (3%) = 8% 

.106X - .03X + .03 = .08 
.076X =.05 

X = 65.8%/o 
and Y = 34.2% 

For the 50 percent guaranteed loan: 

X 	(11.5%) + Y (3%) - 8% 
.115X -- .03X +.03 = .08 

.085X -. 05 

X 58.8% 

Y - 41.2% 
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EXHIBIT IV-3
 

APPROXIMATE DEGREE OF LEVERAGE BY RESERVE REQUIREMENTS
 
AND BY EXTENT OF PARTIAL GUARANTEE
 

EXTENT OF PARTIAL GUARANTEE 

90% 80% 50/ 

No reserve 1:2 1:2 5:7 
25% reserve* 2:3 3:4 5:6 
50% reserve 10:11 12:13 19:20 
100% reserve 4:3 4:3 6:5 

*Reserve requirements are expresed as apercentage of the guarantoed 
portion of the private sector loan. 
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Commercial lenders and some insurance companies have expressed anterest in a guarantee inwith coverage that increases over time. A limit onrepayments would provide such coverage. If such a provision is adopted,
then the maximum repyment should be set at a 
level high enough that, in thelater years of the loan, repayment at the selected level of percentage-ofloss coverage will be less than the maximum repayment amount allowed.
 

The implementation requirements of a partially guaranteed instrument aresimilar to those necessary for the fully guaranteed instrument. In bothcases, legislative change is required as well as administrative change. 

Legislation 

,Just as AID is not authorized to provide full guarantees for any projects
other than housing projects, it is not authorized to provide a 
partial guaranteeof obligations held by U.S. investors, regardless of type or extent of coverage.Thus, before AID could offer a partial guarantee, new legislation would 
- have to be passed by Congress and signed by the President. 

As discussed in Chapter III, prospects for new legislation authorizing afull guarantee program are not good. However, support for a partial guarantee is more likely, particularly if a partial 
reserve fund is established toback the guarantee and the program is developed consistent with guidelines

currently under consideration by Congress.
 

Administrative Action 

The administrative implementation of a partial guarantee programto be somewhat more complex and costly than that of a 
is likely 

full guarantee program.While AID could benefit from the experience of other U.S. Government agencieswith partial guarantee programs, the Agency itself has no existing activitywhich provides a close model for program development. Some aspects of thePCGP and HG programs can be adopted, but neither provides a model that is
directly responsive to the requirements of the 
new partially ;uaranteed in
strument examined in this study. 

Furthermore, any partial guarantee will require more detailed negotiationbetween borrowers, private sector co-lenders, and AID than would be required in the case of a full guarantee. Therefore, AID's central officestaffing requirements and other expenses would be greater for a partial guarantee program than for a full guarantee program. 

v. 13 



V. UNGUARANTEED OBLIGATIONS 

If Congress allows no form of a U.S. Government guarantee to be at
tached to an obligation associated v ith an AID project, then a borrowing 
country would be forced to accept the terms and restrictions that lenders or 
investors impose in the normal course of their lending or investment pro
cess. That is, any concessionary funds provided by AID would be supple
mented only by funds made available from a commc,'cial source at full mar
ket rates. As a result, the alternatives discussed in this chapter would 
have a more difficult time fulfilling objectives that are important to both 
AID and to the borrowing country. 

As was mentioned earlier, AID requires that a host country provide at 
least 25 percent of the entire cost of a program or project, either in currency 
or in kind. While it is likely that AID's presence and this financial commit
ment by the borrower would reduce some of the inherent risk perceived by 
a lender or investor, there will be some instances in which !he problems 
associated with this risk cannot be overcome. An unguaranteed instrument 
would require domestic financial institutions to underwrite a combination 
of types of political risk as well as the risk that a stable and friendly relation
ship between the borrowing country and the U.S. Government might be ter
minated. As a result, these institutions will be very cautious and particularly 
selective about which countries they might choose to lend to. 

Two basic forms of unguaranteed obligations are discussed in this chapter. 
Following a description of each, and of the market interest that each could ex
pect, their impact upon AID's objectives will be evaluated. At the end of this 
chapter, suggestions concerning unguaranteed instruments are presented along 
with a plan for implementation. 

BASIC FORMS 

The alternatives considered in this chapter include securities issued by 
and guaranteed only by an LAC country, and loans made to that country 
having no guarantee beyond that of the borrowing country. 

The Unguaranteed Security 

Within the framework of this discussion, it is important to recognize that 
a reference to an unguaranteed instrument means only that there is no addi
tional full or partial guarantee provided that instrument by the U.S. Govern
ment. In all cases, be it either a security or a loan, a full 100 percent 
guarantee by the borrowing country will stand behind the obligation. 
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The report of the Development Committee details the limited success thatThird-World countries have achieved in publicly issuing securities in U.S.capital markets. Only a few privileged borrowers have been successful inselling these obligations and, even among these, very few have been able
to penetrate the publicly traded international bond market. 
 This source ofprivate sector capital truly represents the final step in the evolutionary process of developing independent access financial markets.to With the possibleexceptions of Mexico, Brazil, or Venezuela, there appears to b- no otherLAC country with the financial strength -:--dedfor a public offering. 

This evaluation of an unguaranteed security must therefore focus upon theprivate placement market. During the course of this decade, there have beena number of LAC countries that have successfully placed their long-term obligations with some of the large institutional investors in this country, but thesehave tended to be the wealthier, the more industrialized, and the upper-middle
income countries in the region. 

This experience suggests a fact that was well borne out during the courseof tne interviews we conducted for this study. Without any form of additionalguarantee, it would be very difficult for an LAC country security to gainaccess to the portfolios of institutions that make up the private placementmarket in this country. As a result, the subsequent evaluation will focusupon the limitations and the additional security incentives needed to develop
eventual access to this market. 

The Unguaranteed Loan 

As discussed in Chapter II, AID's development of a program that wouldprovide access to private sector funds would be defined basically in termsof a co-financing arrangement. Such an arrangement could adopt any of
a number of characteristics 
or conditions. Later in this chapter, we haveidentified some of the more viable of these. However, in its basic form,co-financing could be similar to existing programs currently being undertakenin conjunction with either the World Bank or the Inter-American Development
Bank. 

The World Bank's program has resulted in the availability of nearly $1billion in co-financed loans since 1973, but these have been designed principally to attract private sector capital to self-supporting projects in the moredeveloped of the developing courtries, and to projects that are somewhatcapital intensive and related to infrastructure or energy development. Therole that the World Bank plays in these loans can vary, but usually includesproviding prospective lenders with information about both the project andthe borrower, the performance of any of a wide range of administrative
and disbursement functions, and its agreement to a "cross-default" clause 
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that would allow the Bank to declare its own loan in default if the borrower 
becomes delinquent on the portion of the loan provided by the private sector 
lender. 

The World Bank's co-financing arrangements have given participating 
commercial banks the opportunity to conduct direct negotiations with a 
borrowing country or its designated agency. From some lenders' perspec
tives, this characteristic makes the program more attractive than the Com
plementary Financing Program that is administered by the Inter-American 
Development Bank. The terms of this program allow the Development Bank 
to make complete arrangements for the financing of a directly supportive 
and productive project in a particular country. Once these terms have been 
agreed to, this Bank encourages private sector lenders to bid for some 
portion of the total loan. This basically takes the form of a loan participation 
that is sold by the Bank on a nonrecourse basis. 

An agreement that a commercial lender or other investor might enter into 
with AID and a borrowing country could take the form of either a "joint" finan
cing or a "parallel" financing arrangement. The Complementary Financing 
Program is entirely joint financing, which implies that each lender (the com
mercial bank and the Development Bank) has a prorated common interest in 
all aspects of a particular project. .lore often than not, the World Bank 
program takes the form of parallel financing, in which each lender might 
negotiate to finance different components of a single large project. 

A parallel financing arrangement seems to be better designed for AID's 
purposes because, in some cases, the type of program or project that AID 
may wish to finance might be fundamentally unacceptable to some commer
cial lenders. However, there might be particular aspects of that program 
or project that would interest a lender. By seeking his cooperation in finan
cing only those acceptable aspects, a successful co-financing might be ar
ranged. Parallel financing would also allow AID tr develop the interest 
of some commercial lenders in providing the trade financing that might result 
from a particular program and, under certain conditions, the ability of a com
mercial bank to work with the Export-Import Bank or the Foreign Credit 
Insurance Association (FCIA) might support a parallel financing arrangement. 

MARKET INTEREST 

D.'Iuch of our evaluation of the receptivity of the domestic financial markets 
will be presented in the form of summaries and interpretations of our inter
views with a wide range of commercial banks, life insurance companies, and 
professional fund managers. The marketability of an unguaranteed LAC 
country security will be evaluated first, followed by a more thorough analysis 
of the unguaranteed loan. 
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Interest in an Unguaranteed Security 

The private placement market is dominated by the country's largest life 
insurance companies. This financial arena is much less restrictive than the 
market for publicly issued securities. At the same time, however, it is 
limited by the statutes governing investment practices that were detail.d ear
lier in Chapter II. 

In the absence of an authorized guarantee program, the private placement 
market offers a potential for definite but limited access. However, it is also 
one of the more expensive sources of investment funds. Private placement 
yields in today's market are generally higher than those required in the pub
licly issued securities market, falling within the 10.5 to 12 percent range 
for fixed-rate financing. The perceived quality of many foreign govern
ment securities would probably force their cost to the upper end of this 
range. 

Although access to the private placement market traditionally requires a 
premium over yields on comparable publicly issued securities, this market
place allows a borrower to avoid many of the additional issuance costs that 
would otherwise accompany access to the publicly issued international bond 
market. For instance, private placements are exempt from the registration 
provisions required of public offerings by the Securities Act of 1933; illiquid
ity poses no problem because there is no defined need for an active secondary 
market, and the private placement investor has no difficulty in purchasing un
rated securities or obligations. 

While statutory considerations interact to make this a financial market 
that offers only limited opportunity for foreign investors, the place for inter
national diversification among these private placement portfolios is tradition
ally reserved for the governments of industrialized countries and the strongest 
private sector borrowers within those countries. Interviews with private 
placement portfolio managers indicated significant reluctance to consider 
any but the four or five LAC countries that have demonstrated the greatest 
political stability and economic progress, and some went so far as to say 
that.even a country with the financial resources of rMexico would be denied 
access to private placement funds. This attitude was expressed throughout 
the interviews and appeared to be based upon three basic investment review 
considerations: 

* 	 These institutions find it unnecessary to provide development
 
financing when they are content with the yields available else
where from more industrialized international borrowerR.
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The political risk perceived in some of the South American 
countries and more prevalently throughout the Middle American 
and Caribbean countries does not justify direct investment at 
this time. 

These institutions as a group limit their investment in inter
national securities to the 1 percent restriction imposed by
the State of New York (see discussion in Chapter II) and some 
which did not approach this limit expressed a preference to 
invest their resources in areas directly benefiting their policy
holders. 

Comments such as these do not categorically exclude the life insurance com
panies from participating in a financing arrangement with AID under some lim
ited conditions. They do suggest that those conditions must be significantly 
more restrictive than the Agency may desire. The ability to work directly with
All) to evaluate a project or a country is considered a very attractive feature,
but in no case is it found to be sufficient to attract a private placement insti
tution to invest in a country that it would not otherwise invest in. AID's parti
cipation in a project might only serve to allow an otherwise acceptable borrower 
to negotiate a somewhat lower cost of private sector funds. 

Interest in an Unguaranteed Loan 

We found some commercial banking interest in working on a co-financing
arrangement with AID. However, in nearly every instance, acceptable terms
of the agreement were very conservatively defined. In many cases, AID would
have to reassess its objectives in order to agree to them. However, it is im
portant to keep in mind that AID does offer a number of unique advantages to 
some lenders, some of whom would recognize these advantages as offering dif
ferent degrees of benefit. These might include: 

the availability of AID's technical and administrative staff which 
could significantly simplify the process of evaluation that a lender 
would have to complete to properly assess the viability of a project; 

" the presence of AID's own existing relationships both with the gov
ernment of the borrowing country, and with the country's central 
bank; 

" the opportunity for a commercial bank to initiate new relationships
with the central bank and with new and developing businesses and 
industries within borrowing countries; 
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" 	the opportunity to combine the lender's own commercial loans
 
with AID's highly concessionary funds that would offer added 
se
curity to the economic viability of a particular project; and 

" the favorable public image that could develop out of being ofone 
the first banks to provide economic assistance along with AID to 
Third-World countries. 

There are a number of commercial lending objectives which a proposed
co-financing arrangement must be able to fulfill to make such a program
attractive. These objectives are interrelated and, in some cases, one 
may be compromised so that another may be more broadly fulfilled. They 
can be broken down into three groups: (a) market terms, (b) acceptable
risk, and (c) business development opportunity. Each bears a particular
relationship to developing an acceptable co-financing relationship with AID. 

Market Terms 

i tie market among international commercial banks for extending loans to 
the governments of developing countries is currently a highly competitive 
one. Despite this, almost no commercial bank to which ,.,e spoke was 
interested in fixed rate financing for LAC countries. The few domestic 
commercial lenders that would agree to an intermediate-term (as much as 
5 or 7 years), fixed-rate loan, set other conditions that precluded an AID
related project from eligibility. Current lending conditions in nearly all 
cases call for a "floating" rate at some premium over either LIBOR or the 
U.S. prime rate. 

While this rate was described to be negotiable only within a relatively nar
row range, the term or maturity agreed upon by a commercial lender can de
monstrate much greater variability. MVost lenders agreed that a 7- to 8-year 
term was typical in today's market, but there are some projects that could 
justify a repayment period of up to 10 or 12 years. The term is most often de
termined by the repayment capability inherent in a particular project. When 
a loan is made to the government of a Third World country or to its agency, 
an acceptable maturity would be determined by the country's financial capacity 
and by its current outstanding credit obligations. 

Acceptable Risk 

Lenders use a number of criteria to evaluate the creditworthiness of a 
particular borrower and the merit of financing a particular pzoject. These 
include such economic variables as monetary reserves, external debt ratio, 
dome tic rate of inflation, the relationship of the country's exports and imports
and its balance of payments, and other expressions of fiscal responsibility. In 
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evaluating a project, other criteria such as employment generating capacity,ability to reduce imports or generate foreign exchange, and the country'sfinancial commitment to that projectof these characteristics, are all relevant. Overshadowing allthe perception of political risk within the countrybecomes very important. 
It is interesting that these criteriaby different commercial 

can be and are interpreted differentlylenders. As a result, the responses provided in
the course of the field interviews varied significantly with respect to theacceptability of particular projects and countries.that only the most commercially viable of AID's projects would be acceptable, 

Some lenders indicated 
under some conditions, for a co-financing arrangement. Others stated that
even those AID projects that are entirely of an educationaland that entail or training natureno capital or infrastructure development, are compatible
with the type of public sector lending that they currently do.
 

Many defined acceptablecountries only for projects that 
were considerably self-supporting, 

risk as allowing public sector lending to LAC

generated foreign exchange, 
that
 

that resulted in
in a reduction in imports,some other way tied integrally into the economy of the borrowing country. 
or were

However, there was also athat the purpose to 
large group of commercial banks which feltwhich borrowed fundsinstead, were put wasit was not always relevant;only the creditworthiness of the borrowing country and its
existing credit relationship with that bank and others that 
was important.
 

Business Developmen Opportunity
 
Throughout 
the interviews,

lending business 
the potential for developingwas mentioned new commercialas onecommercial lenders' interest in 

of the motivating forced encouraging

particularly the case 

an AID co-financing arrangement. 
 This isfor some of the LAC countries in which AID projects in
terface with emerging industries or the development of energyrowing country may therefore be able sources. A borto use its alternative needs for commercial credit and opportunities
tract a U.S. commercial bar.k 

to work with its central bank as incentives to atto participate with AID in financing some of theassistance and development projects that would not otherwise be considered
commercially attractive.
 

-IMPACT UPON AID'S OBJECTIVES 

investor 
The results of our interviews demonstrate cetegorically that no lenderwas interested in an unguaranteed orfinancial instrument that would ful

fill all of AID's stated objectives. In this section, the necessary degree of
compromise in both the financial and the programmatic objectives will be assessed.
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The alternative of private placement of an LAC country's unguaranteed se
curity would have no difficulty accommodating AID's requirement of at least 
1:1 leverage. The investment objectives of most private placement portfolios 
are compatible with the need for a flexible grace period and extended maturities 
of up to and sometimes beyond 15 years. In theory at least, this market allows 
for continuous access on a recurrent basis and can readily provide investment 
capital in the small amounts of $5 to $10 million that is consistent 'vith Al-'s
expected project requirements. However, it would be extremely difficult to se
cure access to this securities market for any but the strongest countries within 
the LAC area, and AID is less interested in designing an instrument that could 
be used only for these countries. 

It is more important to address the impact or limitations that a conventional 
co-financing arrangement would have upon AID's financial objectives. In cur
rent credit markets, the domestic prime rate is at 1 1.5 percent and LIROR at 
about 10.75 percent. A premium over these floating rates could be conserva
tively estimated to bring the cost of borrowed funds someto LAC countries to 
13 percent. Some other countries in this region could certainly negotiate a 
more attractive commercial rate, use it herebut we will to estimate an illus
trative "high cost" set of conditions. Of course, should interest rates tighten
further, such will become but it isan estimate less conservative, inadvisable 
for AID to initiate a new co-financing program in a period of unusually hig h in
terest rates. 

With a 13 percent expected cost of commercial funds, All) would be able to 
secure a 1:1 leverage ratio, but no more. There are, however, other factors 
which might limit a lender's interest in participating in a 50/50 relationship
with AID. Among these are the type of project to be funded, the particular
maturity that the lender has agreed to fund for, or possibly the country's
long-term political stability. As a result, requiring a dollar for dollar com
mitment from a private sector lender may initially be too demanding. The 
alternative of requiring that a smaller portion of funds be loaned by a 
commercial lender offers the benefits of lowering the combined cost of such 
funds to the recipient country, and bringing the amount committed to a project
by a host government into closer proportion with that of the commercial lender. 

Such a situation is portrayed in Exhibit V-I to demonstrate that, as the 
leverage requirement is reduced, so is the total blended cost of funds to 
the borrower. The commercial lender may insist on a greater contribution 

1To achieve an 8 percent blended cost of funds, AID would be required to put up
$1 .00 of its own concessionary funds for each $1.00 of conventional money: 

(0.50 x 3.0%) + (0.50 x 13.0%) z 8.0% 
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EXHIBIT V-I 

IMPACT OF A CHANGE IN LEVERAGE 
ON TIlE BLENDED COST OF FUNDS AND 

ON TIlE CO LENDER'S COVERAGE 
OF A BORROWER'S CONTRIBUTION 

LEVERAGE SOURCE OF FUNDS CONTRIBUTION COST TO BORROWER COVERAGE 

1:1 Recipient Country 25.0% 
AID 37.5% 3.00% 
Private Sector Source 37.5% 13.00% 

100.0% 8.00% 150% 

2:1 nlecipient Country 25.0% 
AID 50.0% 3.00% 
Private Sector Source 25.0% 13.00% 

100.0% 6.33% 100% 

3:1 Recpient Country 25.0% 
AID 56.2% 3.00% 
Private Sector Soucce 1 13.00% 

100.0% 5.50% 75% 



from the borrowing country vis-a-vis the amount of the loan. In this exhibit,
 
the coverage is defined as the proportion of the borrowing country's contri
bution to a particular project that Is provided by the commercial 
 lender. 

Earlier, it was pointed out that AID requires that at least 25 percent of the 
project's total cost come from the recipient country. As a result, with a le
verage factor of 1:1, both AID and the commercial lender are lending one-half 
of the remaining 75 percent of the project's cost, or 37.5 percent each. That 
is, a 1:1 leveraging of AID's resources requires that a commercial lender pro
vide 150 percent as much to a project as does the borrowing country. 

As the leverage factor decreases, so does the lender's coverage. This not 
only provides greater security to the commercial lender, but it also reduces 
the blended cost of funds to the borrowing country. For instance, that average 
cost of 8 percent, under the conditions of a 1:1 leverage, could be reduced 
to 6.33 percent when the commercial leverage is reduced to 2:1, and to a 
cost of 5.5 percent when that leverage is reduced to 3:1. 

Such additional funds would be expensive, and it is unlikely that they could 
be made available for a period much longer than the intermediate term of 6 to 
8 years. This indicates that an unguaranteed co-financing arrangement would 
provide only adequate fulfillment of both the leverage and concessionality levels 
levels that AID wishes to achieve. However, the last financial objective, the 
establishment of a continuous market, would under most conditions be easier 
to fulfill. Once AID has developed a co-financing program such as this, com
mercial banks will probably become more accustomed to making such loans. 
While this would encourage a continuous potential source of funds, it is one 
that can be volatile; during periods of credit stringency, the ability of the corn
merciai banks to provide funding for marginal projects would diminish. 

Although the financial objectives can be preserved to an adequate degree 
under the likely terms of a co-financing arrangement, they are fulfilled 
only to a point that is contingent upon the type of project and, more important
ly, the particular borrowing country. Our field interviews provided very 
strong evidence that there are some LAC countries in which no lender would 
he interested, even under the corditions of a favorable co-financing arrange
ment with a short maturity and a high return. As a result, any unguaranteed
instrument would fail to fulfill AID's objective of providing funds to all of 
the middle-income LAC countries, but there was definite enthusiasm for 
involvement in co-financing with AID in some of these countries. 

Even among those lenders who indicated selective interest in some LAC 
countries, there was still a certain amount of reservation about the type of 
project that would be financed. While some lenders expressed the opinion that 
public sector lending to Third-World countries was predominantly determined 
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by country evaluation and not by a close assessment of the use of the funds,
there is an even larger group that felt borrowed funds could only be made avail
able for a project that was very close to being commercially viable and self
supporting. 

SELECTION AND IMPLEMENTATION 

The two alternatives of unguaranteed obligations that are considered in
 
this chapter are the only techniques for securing private sector capital that
 
AID can pursue without additional enabling legislation. The unguaranteed
 
security is an inadequate alternative because it seriously limits eligible coun
tries. As a result, the unguaranteed loan, in the form of a co-financing
 
arrangement, is the most viable course 
of action currently available to AID. 

The program of unguaranteed co-financing shows promise of generating 
some initial market interest. It fulfills most of AID's stated objectives and,
because it can be implemented under AID's current authority, the PMM&Co. 
project staff suggests that AID begin its development of a private sector finan
cing program with this approach. This will permit AID to develop immediate 
relationships with the U.S. commercial banking community, will lay theand it 

framework for the development of a guaranteed or a partially guaranteed pro
gram should such authority at some time be granted. 

To put a co-financing program into effect, AID may wish to develop a de
tailed implementation plan which includes 
a statement of program objectives

and policies, a 
detailed instrument design and marketing plan (including a draft 
co-finarcing contract), projected program levels, projected costs associated 
with expected program levels, and a description of the tasks that must be per
formed for successful start-up. As preliminary input to such an implementa
tion plan, this section describes the characteristics of an unguaranteed co
financing program and presents our findings about each characteristic's impli
cations for the success of the new instrument. 

Borrower's Involvement 

Our interviews with the financial community in general, and with commer
cial bankers in particular, indicated that increased involvement by a borrowing 
country can contribute significantly to the level of interest and to the support
offered by lenders. At a minimum, this requires that the borrowing country
provide its own 100 percent guarantee, a requirement common to all AID 
projects. 

A second AID requirement dictates that the host country must provide 25 
percent of project costs in 'funds or in kind. In the last section, it was 
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demonstrated that commercial lenders are attracted to projects in which 
their own coverage (that is, the ratio of their loan to the amount paid 
directly by the borrowing country) is relatively small (i.e., possibly less 
than 100 percent). AID could therefore attempt to arrange co-financing for 
those projects that have received the greatest degree of financial commitment 
from the recipient country. 

Finally, the borrowing country should be encouraged to include some as

surances in its agreement with the lender that the project will be completed. 
Such an assurance might take the form of a contingent reserve fund provided 
for by the borrower that is established for just such a purpose. This is 
particularly important for construction projects in which an unfinished struc
ture would provide vivid testimony of any project failure. Many lenders, 
particulary commercial banks with operations in the recipient country, 
would not like to be associated with incomplete projects--even if their loans 
loans were repaid fully and on time. 

Target Lenders 

Lender participants in an unguaranteed co-financing program may be indi
vidual institutions, small groups of institutions, or larger investment syndi

cates. The types of institutions that might participate include large inter
national commercial banks, which may or may not have offices in the bor
rowing country, large regional banks which lack such facilities, and large 
insurance companies. Other types of investors (such as pension funds, mu
tual funds, and smaller banks) are generally either not interested in foreign 
lending, or reluctant to make unguaranteed loans to developing countries. 

To initiate the program, participants should be sought from among the top 
ten (by asset size) commercial banks, nearly all of which hold a broad, inter
nationally diversified loan portfolio, or any of the top 25 or 30 regional banks. 
Members of both of these groups will be eligible for lending under the condi
tions of the proposed co-financing arrangement, but each group has demon
strated somewhat different characteristics. 

The large U.S. commercial banks that are internationally oriented have 
all indicated during our interviews that they already hold a large portfolio 
of obligations from many LAC countries. They therefore have an existing 
lending relationship with the governments of many of these countries as well 

as with their indigenous industries. These banks are familiar with the LAC 
countries, have a staff that is experienced in evaluating them, and have a 

sufficiently large portfolio that can absorb the added risk of additional 

unguaranteed loans. 
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The smaller regional banks, however, enjoy the benefit of neither broad
experience in this group of countries, nor the staff necessary for adequate
evaluations. AID could attract the interest of some of these banks by
helping them to develop additional business opportunities and by providing
the technical and administrative capability that they themselves might not 
be able to maintain. 

As the program develops, some insurance companies might be brought in 
as participants in bank co-financing arrangements. This approach has con
siderable appeal among a number of insurance companies. The presence of a
commercial bank as a co-lender may, in some instances, be regarded as an

indicator of acceptable risk. In addition, the participation of an investment
 
banker in negotiating the co-lending agreement is 
seen by some insurance com
panies as a very favorable approach, as the investment bankers are familiar
 
with the insurance companies' investment requirements.
 

Bankers interviewed have also indicated a willingness to participate in a
co-tfinancing arrangement with insurance companies. The banks, of course,
would be more interested in the shorter maturities (10 or 12 years, at most,
and more likely 5 to 7 years while the program is new), while the insurance 
companies are able to provide fixed-rate financing on a long-term basis, with 
a maturity of up to 15 or 20 years. 

Selection of Project and Country 

The selection of the first project and country to participate in a co-finan
cing arrangement will play an important role in determining the overall suc
cess of the entire program. Only a project that has the clear and unambiguous
support of the borrowing government should be considered. It should be both
economically productive and, at least to some extent, revenue generating.
In total, that first project should approach as closely as possible those 
conditions necessary for a commercially viable project. 

Ideally, the first project should allow for a number of commercially at
tractive characteristics. First, it should allow for parallel financing, so
that a particular portion of it can be separated from the remainder of the AID
project and financed under entirely commercial terms. Second, the project
would be attractive if it results in the need for trade credits, by requiring
that particular elements of the project be imported from the U.S. Third, 
some portions of the selected project should be suitable for financing on a
short- to intermediate-term basis. There will be significantly more market 
interest in a co-financing arrangement that allows the commercial lender 
to be entirely repaid in, for instance, 3 to 5 years, than in one that requires
at least a 6- to 8-year commitment. Once a program has been established. 
a longer term financial commitment can be developed. 
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Finally, it is important to reemphasize the point made in Chapter III that

projects should be selected with the intention of keeping the nominal 
amount 
of the loan as large as possible. This is particularly important when attempt
ing to attract commercial lenders to a country with which they do not have a
 
current credit relationship. It is time-consuming and expensive to evaluate 
a
project in an unfamiliar country. Although AID is in a position to make much 
necessary information available, there remains the added difficulty of estab
lishing a working relationship with AID. 
 As a result, from the perspective of 
a potential co-lender, the commitment of time necessary for such an evalua
tion can only be justified by a sizable loan amount.
 

The initial project should be evaluated according to its suitability for 
serving as a pilot program. It should be an example of AID's best administra
tive and technical capability because, in an initial program, potential lenders 
will evaluate AID as closely as they will the country and program to be fi
nanced. However, this will also mean that the type of project selected for a 
pilot program should be within'an industry group that might attract the broad
est market appeal. Examples here could include nearly anything related to 
energy, mineral extraction, or particular programs essential to the develop 
ment of new industries. 

Finally, the borrowing government that sponsors the pilot program must 
be most carefully selected from a relatively narrow group of countries that 
are economically and politically stable, and that have demonstrated overall 
good management, some fiscal responsibility, and a general level of credit
worthiness. Throughout the course of our interviews, this was cited as 
being the most important variable in the success of the proposed program. 

Borrower/Private Lender Relationship 

A new program of unguaranteed co-financing can probably achieve the de
sired level of market interest only if it allows for direct negotiation between 
the borrowing country and the private sector lender. Many lenders will re
quire such direct contact with the borrower as a prerequisite for their parti
cipation. For this reason, such lenders have been willing to participate in 
the World Bank co-financing program but not in the Complementary Financing
Program of the Inter-American Development Bank. 

AID Participation 

In the course of this study, PMM&Co. reviewed a variety of ways that AID 
might structure an unguaranteed instrument to make it attractive to pomore 
tential lenders and investors, It was felt that the borrowing country should 
be encouraged to come to agreeable terms with a source providing money at 
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fully conventional rates. To accomplish this, we suggest that AID make the 
availability of its own concessionary resources contingent upon the borrower's 
acceptance of the private sector participation at market terms. This approach
would have the effect of creating a new co-financing instrument for the provi
sion of assistance to middle income countries at rates higher than AID's
 
normal concessionary 
rates but lower than market rates. 

While the U.S. commercial banking industry is the most likely source of
funds for this program, the funds are generally unavailable for more than a 6
to 8-year period. For this reason, AID could obtain the most attractive terms 

borrowinf, countryfor a if it allows the commercial bank participating in co
financing to assume only the early maturities of the entire lending agreement.
The commercial loan could be repaid during the period (a grace period, when
 
AID requires only the repayment of interest at its concessionary rate. At
 
the maturity of the commercial loan, the borrower could begin repaying prin
cipal to AID.
 

During the field interviews, inclusion of a or asubordination cross-default 
clause in a co-financing agreement was discussed to determine the extent of
interest shown by commercial lenders. Few of the institutions that were inter
viewed expressed even moderate interest in a feature that would subordinate 
AID's claim to periodic repayment to that of the commercial lender. Although 
some large insurance companies showed limited interest in this idea, commer
cial banks generally felt that it offered only marginal additional security;
they preferred to see each participant in a co-financing arrangement have an
equal interest in a project. In some cases, it was mentioned that such a fea
ture might offer some advantage to the commercial lender should restruca 
turing of the entire loan become necessary, but we would not conclude that
that the inclusion of such a feature is necessary in defining a co-financing 
arrangement. 

Potential co-lenders reacted quite favorably to the idea of a cross-default 
clause, and some indicated that the broader the coverage available under such 
a clause, the more attractive such terms would be. Under the most favorable 
possible terms, default on a payment would warrant calling not only the other
lender's loan, but also possibly calling all loans extended to the defaulted bor
rower by both co-lenders. Such comprehensive terms, however, are rarely
attractive to a borrowing country, but a more moderate version was considered 
to be important to most of the lenders interviewed. 

Several representatives of banks and life insurance companies also ex
pressed a strong preference for a cross-default clause that requires automatic
rather than optional calling of the second loan in the event that a co-lender's 
loan was defaulted upon. One insurance company even went so far as to say
that it could not consider participating in an unguaranteed co-lending program 
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if a mandatory default clause were not included in the agreement. Others 
indicated that this had been a problem with the World Bank's co-financing 
program that had discouraged interest in it by a number of U.S. banks. 

It was also suggested ,that AID might provide the private sector lender 
with assurance that any well-defined project overruns would be funded through 
subsequent AID appropriations. At present, AID receives its appropriations 
on an annual basis from Congress (except for certain limited programs not 
relevant to this discussion). Because the appropriations are on an annual 
basis and are subject to action by Congress, AID could not commit, as a 
practical matter, to finance project overruns through subsequent AID appro
priations. Nevertheless, in approving a project or program for financial 
assistance, AID could allocate a portion of a current appropriation as a con
tingency fund for the particular project to supplement the payment of any
project overruns by the borrowing country. Failure to provide these funds 
as needed would constitute default. 

The advantages made available by AID's administrative role in co-financed 
projects were broadly recognized by the lenders that were interviewed. How
ever, many expressed the opinion that AID's record in development lending is 
not widely known in the financial community. Although AID's insistence upon 
retaining final approval of all disbursements is considered a complication of 
the private lender's relationship with the borrower, it represented a condition 
that most lenders would probably accept with some reluctance. 

Finally, the opinion was occasionally expressed that AID project a posi
tive image of its administrative capability by demonstrating that participating
in a co-financing relationship with AID would substantially simplify the inter
national lending process, rather than complicate it. This is particularly im
portant if AID is to attract the interest of those commercial banks that do not 
maintain their own staffs throughout the LAC area. Therefore, PI\'IM&Co. 
suggests that a co-financing program, if enacted, be designed to be flexible 
and relatively simple, and allow maximum autonomy to the commercial lender. 
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VI. SUMMARY AND CONCLUSIONS
 

The preceding three chapters have provided evaluations of possible alter
natives that were grouped by the degree of guarantee that would be provided by 
the U.S. Government. At the end of each chapter, an instrument in the form 
of a loan made directly to a borrowing country was selected as the most at
tractive method in that group for providing private capital to a broad group 
of LAC countries. 

Exhibit VI-l summarizes our assessment of these three selected instru
ments and evaluates the three types of loans on the basis of the same criteria 
used in the earlier chapters. As the exhibit shdws, the fully guaranteed loan 
alternative offers AID a number of advantages over its unguaranteed and par
tially guaranteed counterparts. A guaranteed loan can reach a broader 
market; it can provide for a much greater leverage of AID resources; it can 
provide for the most concessionary set of terms; it can be used on a recurring 
basis with relative ease; it can utilize AID's administrative capabilities in 
project financing; and finally, it can provide funding for a full range of proj
ects in virtually all of the LAC countries. The exhibit further indicates that 
all but the fully guaranteed loan would be significantly more restrictive and 
would provide AID with a much less flexible mechanism for providing capital 
resources in areas where the Agency considers them most purposeful. 

To achieve the benefits that this alternative would allow, AID must pursue 
the legislation necessary to obtain guarantee authority. However, in seeking 
this authority, AID should recognize that it has two viable marketing alter
natives from which to choose. On one hand, AID can consider funding its 
projects through the sale of a borrower's guaranteed obligations to the FFB. 
On the other hand, the loans could be publicly underwritten in a manner similar 
to that used for HG loans and, in fact, the existence of this program should 
facilitate the administrative implementation of a new guarantee program. 

However, the passage of the legislation necessary to allow AID full guar
antee authority cannot be assured, and the legislative and administrative 
processes required for approval and eventual implementation would likely be 
lengthy and time-consuming. As an alternative, AID can consider the other 
available instruments, recognizing that they would be less suitable to fulfilling 
all of AID's stated objectives. There would be substantially less resistance 
from the Executive Branch to a partially guaranteed loan program, but its 
implementation would similarly require extensive legislative and administra
tive action. Instead, the development of an unguaranteed co-financing pro
gram is an alternative that is entirely within AID's statutory authority. AID 
might develop a pilot program that is consistent with the implementation plan 
presented at the end of Chapter V. 
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EXHIBIT VI-1
 

SUMMARY: EVALUATION OF THREE
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Pursuing thi.s alternative at this stage offers AID a number of advantages.

First, and most important, it would initiate th'e exposure necessary oetween
 
AID and the commercial banking industry in this country. Throughout the inter
view process, banking officers indicated a substantial lack of familiarity with 
AID and with the type of economic development activity AID participates in. 
An educational and marketing effort aimed at promoting AID's own image
within the private sector capital markets is therefore an essential initial step. 

The development of this relationship is also necessary to educate AID in 
the process of evaluating projects in terms of acceptable commercial risk. 
Commercial lenders will be very concerned about both the economic and pol
litical risk inherent in any unguaranteed loan, and must feel confident that 
AID is evaluating these variables in a way that is consistent with their own 
analysis. The benefits of this exposure could be applied to the evaluation of 
all AID projects, and would contribute to improving the overall professional
ism within AID as it is perceived by the commercial banking industry. 

Steps taken at this time to implement a pilot program will require that 
AID deturmine the specific terms that will be necessary to define an acceptable
co-financing relationship. As pointed out in Chapter V. thee t,'-ms may ini
tially ue relatively unattractive and may offer little in the v, of concessions 
to a borrower. However, because it is important that a lender's experience
with this pilot program be a favorable or.e, it is essential that AID be sensitive 
to his concerns and allow for the incorporation of even the most conservative 
of provisions into a pilot design. Not only can these terms become more 
favorable to AID and to the borrower as the program develops, but such terms 
and negotiations lay the groundwork for more easily developing a guarantee 
program at such time as approval is given. 

Finally, the development of an unguaranteed co-financing program pro
vides the immediate benefits of introducing some additional private sector 
funds to AID-sponsored projects, and it facilitates the development of a com
mercial relationship between the borrowing country and the U.S. commercial 
banking community. The fact that there is some genuine commercial banking
interest in working with AID- -restrictive though it may be-.-suggests that the 
framework for a sustained and more favorable program does exist. The 
extent to which AID is able to harness this interest can contribute to broaden
ing the scope of AID's activities without further budgetary appropriations. 
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ATTACHMENT A 

INTERVIEWS CONDUCTED WITH THE 
INVESTMENT COMMUNITY 

LIFE INSURANCE COMPANIES 

" 	AETNA Life Insurance Company 
Hartford, Connecticut 

" 	American General Life Insurance Company 
Houston, Texas 

" Connecticut General Life Insurance Company 
-lartford, Connecticut 

" 	Equitable Life Assurance Society 
New orK, iNew York 

" 	John Hancock M"%[utual Life Insurance Company 
Boston, iviassachusetts 

" 	Metropolitan Life Insurance Company 
New York, New York 

" 	New York Life Insurance Company 
New York, New York 

" 	Northwestern Mutual Life Insurance Company 
Milwaukee, Wisconsin 

" 	Prudential Insurance Company 
Newark, New Jersey 

COMMERCIAL BANKS 

" 	Bankers Trust Company 
New York, New York 

" 	Bank of Boston - International 
New York, New York 

of America 
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ATTACHMENT A (Continued) 

" 	Citibank 
New York, New York 

" Chase Manhattan Bank 
New York, New York 

" Chemical Bank of New York 
New York, New York 

" 	Continental Illinois National Bank 
Chicago, Illinois 

" 	First City Bank of Texas 
Houston, Texas 

" 	First National Bank of Chicago 
Chicago, Illinois 

" 	First National Bank of Dallas 
Dallas, Texas 

Flagship Bank
 
Miami, Florida
 

Manufacturers Hanover Trust Company 
New York, New York 

Morgan Trust Company
 
New York, New York
 

" 	Pan American Bank 
Miami, Florida 

" 	Republic National Bank of Dallas 
Dallas, Texas 

" 	Southeast First National Bank of Miami 
Miami, Florida 

" 	Texas Commerce Bank 
Houston, Texas 
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ATTACHMENT A (Continued) 

INVESTMENT BANKERS AND INVESTMENT MANAGERS 

" 	Bear, Stearns, & Co.
 
New York, New York
 

" 	Morgan Stanley & Co.
 
New York, New York
 

" 	Fayez Sarofim & Co.
 
Houston, Texas
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ATTACHMENT B 
INTERVIEWS CONDUCTED WITHIN THE WASHINGTON, D.C.,INTERNATIONAL FINANCIAL COMMUNITY 

The Expor t-Import Bank 

The Inter-American Development Bank 

The Foreign Credit Insurance Association 

The Overseas Private Investment Corporation 

The World Bank 

The Federal Financing Bank 
The Office of Management and Budget
 

The U.S. Department of the 
Treasury 
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