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And if you lend where you expect to be repaid,
what credit is to you?

Even Sinners lend to each other

if they are to be repaid in full

(Luke 6: 34)

To HAWA, who was born

when I was learning.
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ABSTRACT

When the World Bank lends to a developing country, it lends in the form of
concessional loans, to which are attached conditions, not just conditions of repayment,
but also conditions that the recipient government must fulfill by changing some of its
previously chosen policies. This Thesis argues that, quite often, the implementation of
such conditions has major repercussions on the legal and institutional arrangements of
the borrowing country.

The core of the argument is that, by making loans, the World Bank adopts a
certain doctrinaire development approach, that it is insensitive to the individual situation
of borrowing countries, and that the conditions imposed are ideologically biased in
favour of the free market, and that it overrides national sovereignty and perpetuates
dependency.

The Thesis then describes in depth the various types of conditions leading to
substantial reforms in the developing countries. It goes on to consider the effect of
such reforms on the legal, economic, political and social structures of the borrowing
members. Overall, the thesis advocates that for the Bank's objectives in the field of
development to be fully achieved, it is the institution which has to change its policy,

and not the borrowers.
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INTRODUCTION

The International Bank for Reconstruction and Development (IBRD), more
commonly known as the World Bank, (hereinafter the Bank), is a specialised agency of
the United Nations (UN).(l) In the world of finance, the Bank is the major public
international source of funds for economic development, consequently it has a
significant impact on the national development of the members states, although
Jjuridically these latter are under no obligation to use the Bank's services.

The Bank was established by a multilateral treaty signed at the UN Monetary and
Financial Conference, held at Bretton Woods, New Hampshire (USA), in July 1944,

The Articles of Agreement of the Bank were formally accepted by a majority of
the participants by December 27, 1945. Six months later, in June 1946, the World
Bank which opened its doors for business, moved from an initial emphasis on the post-
war reconstruction of Western Europe, to a predominant emphasis on the development
area; and gradually, from an 1nitial policy based on commercial banking standards, to
programme lending combined with policy changes.

The economic deterioration of many developing countries, which by the end of
the 1980's began to show multiple signs of distress -namely chronic balance of
payments problems and heavy external debt- led to an increasing role of the Bank in the
field of development. The policy changes often "advised" by the Bank included
changes to the existing laws and institutions in the borrowing countries and their
replacement by new arrangements generally inspired from western models and patterns
of economic development.

It is a striking feature in this thesis that exasperation with the World Bank



members relationship is so thoroughly mutual. On the one hand, the newly independent
nations of the developing countries maintain that they have turned to the World Bank in
1ts capacity as a UN specialised agency, as a means of achieving conditions of
economic well-being and social stability. They have done so because they consider the
Bank as an institution of universal character which should recognise the sovereignty of
each nation regardless of its size or wealth. Moreover, they thought that the help which
they would receive from the institution would be coming from the international
community as a whole and as being free of obligations to any one country or group of
countries. On the other hand, the World Bank staff complain of drift, lack of
seriousness, inability to maintain commitment, incompetent government, and therefore
express reluctance to commit funds to those who patently require them most, in the
classical banker's mode. In the end, the Bank see no option but to tighten

conditionality.

* Objectives of the Study

There are three main reasons for this study on the impact of the World Bank on
the Developing countries, presently the largest users of the institution's funds.

The first is to examine the various means by which the Bank has assumed key
influence in Third World policy making and implementation. The debate is not only on
the institution's leverage or conditionality, but also touches on the dynamics of policy
making. That is, how the Bank interacts with its LDC policymakers to translate
conditions into policy and how the implementation of such a policy affects the legal and
institutional systems of the borrowing countries.

A second motivation for the study is to destroy the myth that the Bank's
recommendations are the only solution to the economic problems of the Third World
borrowers. The issue at stake is that the Bank itself is influenced by a minority of

members who happen to be its main capital suppliers. Therefore any Bank action in the



direction of the developing countries is bound to bear the "seal of approval" of the
western countries which, it must be stressed, by engaging their money, have also
engaged their ideology and economic model of development.

The third major purpose of this study is to fulfill a deficiency, that legal and
institutional transplantations are not always conclusive in the process of the economic
development of the Third world countries. This syncretic approach, i.e the adoption
without distinction of foreign models, has been in fact a major cause of the rather
limited success of the Bank's programmes. Official Third World condemnation of
Bank policy, and the unpopularity of the implementation of such policy in the recipient

countries, are evidence of the limited effect of the Bank's efforts.

* Scope of the Study.

The present research does not concentrate on any particular period of time. It has
been placed into a larger time perspective in order to emphasise the evolution of the
Bank's influence over its borrowing countries. Given the broad scope of the study, no
particular country or a specific (regional) group of countries is selected. Likewise, no
particular type of loan agreement (energy, agriculture, infrastructure, industry...), is
selected for analysis. The study applies to a wide variety of appropriate situations in
the developing countries. It seeks to obtain valid generalisations on the impact of the
Bank's influence over its borrowers. It follows that, in order to understand some
aspects of the Bank's policy, it is sometimes necessary to examine the system itself, of

which the Bank is essentially an instrument. As K.Khan observed:

[[In assessing the compatibility of an international
economic institution with the contemporary international
legal order, it is necessary to examine that institution in
all its relevant dimensions and environment (emphasis
added).(2)




* Outline and Arrangement of Topics.

A short description of the Bank's internal structure and functioning in the first
chapter 1s necessary to understand the Bank's influence on the LDC borrowers. It
provides background material on the internal and external environment within which the
Bank has to function and the pressure with which it has to cope if it is to remain
assured of its finances, and thus its survival. The focus in this chapter is on the main
characteristics of the Bank's decision making processes and financial resources. It
shows from the very beginning, an institution heavily dominated politically, legally and
institutionally by the market elite and where the vast majority of the Third World
countries has no role to play.

Chapter two discusses at length the relation between the Bank and its borrowers.
This chapter is mainly descriptive and narrative. It attempts to set out the various stages
leading to the conclusion of the loan agreement, which is the prelude to the Bank's
controversial influence on its borrowers.

In chapter three, an attempt is made to examine the various conditions imposed by
the Bank through some concrete cases. The thrust of the argument in this Chapter is
that loans have a direct impact on the borrower since these agreements are prepared and
implemented within the context of different legal systems and institutional
arrangements.

Through a thorough examination of privatisation, chapter four attempts to discuss
the dangers of importing and imposing foreign institutions into Third World countries.
It also shows that the real impact and function of the imported institution is to drive
Third World economies into adopting models of the world's capitalist investment and
trading systems for the sake of the First World.

Chapter five maintains that by making its future lending policy conditional on

political reforms in the borrowing countries, the Bank has triggered revolutionary



changes in the political institutions of its borrowers. Yet the new criteria imposed are
neither common in conventional banking practice, nor do they derive from any explicit
or implicit constitutional arrangements. The new criteria seem rather dictated by
external events which are totally alien to the Bank's actual policy, which has so far
relied basically on economic criteria in its lending practice. By responding to such
external pressure, the Bank has cast serious doubts on the consistency of its previous
policy of economic conditionality, and has damaged its political neutrality by interfering
directly in the domestic affairs of its borrowers. From a legal point of view, this
chapter argues that such interference, although immaterial, ie. non physical, is
nonetheless unacceplable because it is indirectly coercive. From the economic point of
view, the issue at stake is whether a combination of economic and political
conditionality would prove salutary for the economic development of the Third World

countries.
* Summary of Findings

The influence of the Bank on its borrowing members represents a far reaching
change on the legal and institutional arrangements of the developing countries. Itis a
major trend that has been gaining ground since the institution began its operations in the
late forties and has become even more pronounced in the last decade. This influence is
basically due to the Bank's developmental policy which consists in forcing borrowers
to undergo major reform in their economic and political systems of governance. To
achieve such a purpose, the Bank has devised various kinds of leverage, some of
which are extremely painful, with varying degree of economic, social and political
effects on the borrowing countries. These problems demonstrate to a large extent the
uneasy relationship that has been growing between the Bank and its borrowing
members. At the centre of such a conflict is the Bank's conditionality policy, the terms

on which it lends, and the influence it exercises on its borrowers.



One predominant argument in this thesis is that, the Bank is not limited to the
supply of funds only. The indirect effects of the conditions which the institution
imposes on its borrowers are sometimes more important than its financial aspect. In
other words, what the Bank lends in terms of money is not commensurate with the
important changes it demands from its borrowers. Furthermore, the implementation of
such conditions do not seem to be always conducive to prosperous economic
development in the recipient countries, as the institution claims. The reasons are
manifold.

In the first place, there is a great deal of scepticism among the LDCs as to the
"legality" or "legitimacy" of many of the Bank's actions, including its conditionality,
whether economic or political. Moreover, many of the changes have been forced upon
the LDCs will and are therefore coercive and disputable from the point of view of
international law. Furthermore, the laws and institutions recommended by the Bank are
not always adaptable to the specific conditions of the developing countries, despite their
technical merit and efficiency elsewhere. Finally, there are at certain stages of the thesis
some questions about the relevance of the Bank and its proper role, and in the
examination of certain country cases, the question is asked whether the Bank's
conditionalities (economic and political); and their subsequent effect on borrowers have

not been counter productive, i.e. contributing to problems rather than to their solutions.
* A Note on Sources

The primary sources for the material contained in this thesis are the documents to
which | was given access by the Bank and interviews with Bank officials.

It is generally known that the Bank is not a noticeably open institution.
Nevertheless, after a period of time, I was able to obtain, informally, access to a
considerable number of internal documents that are generally labelled "confidential" and

therefore not available to the public at large. Among these, were specific loan



agreements and structural adjustment programmes of recent dates and particular
countries.

In gaining access to such material I agreed to certain basic rules. I agreed to
quote, without naming the country concerned, and without citing the date, the title, or
any reference that may identify either 'the borrower, or the country to which the
borrower belongs, if the loan was made to an entity other than the government.

During my stay at the headquarters of the Bank, I carried out approximately
seventy interviews with Bank staff at all levels. Many interviews were informal and
took place at lunch time or tea break. My interviewees were from different background
and ranking in the Bank hierarchy. They include economic experts, consultants and
various staff from different departments. Other few and more formal interviews were
arranged for me in advance. They include five Administrators (two from the developed
world and three from the developing world), several members including the President
of the legal department, and few senior officials in the IMF. The talks took place in the
offices of the interviewees and were subject to the Bank's regulations on giving
interviews by the Bank's staff.

As expected, many interviewees talked to me on condition that their views and
observations (which were not necessarily critical), remained anonymous. It is only
legitimate that their wishes be respected. Part of the interviews in the thesis were
carried out with Algerian officials in the Ministry of Finance, and with the staff of
major Algerian banks which have direct contact with the World Bank.

Finally, the nature of the topic and the changing events that may affect the
substance of its content made it necessary, in the absence of academic material, to resort
to a wide range of respectable daily newspapers (eg The Financial Times), weekly
magazines (The Economist) and sometimes radio and/or television broadcastings
(BBC) This is especially noticeable in the last Chapter (Five), which deals chiefly with

the emerging of a new form of lending policy based on political criteria and which is



still in its formative stage.
It is hoped that such an attempt and efforts will not be interpreted as "vulgar

journalism".

Notes To Introduction

1 IBRD/WB: The official and original title, the IBRD is rarely used and has
been replaced through common usage by the World Bank, but the initial
IBRD have been retained.

2 K. Khan, The Law of International Economic Institutions and the Principle of

Universality in the Contemporary International Legal Order, in W. E. Budler,
Perestroika and International Law, Martinus, Nijhoff, 1990, at 227.

* References throughout are to the US Dollar, unless otherwise specified



CHAPTER ONE

SPECIAL CHARACTERISTICS OF THE BANK.

I never saw a more rigid institution...[t is an institution,
not a bank, why they call it a bank, I don't know. ey

This was Georges D. Woods as he took office as President of the World Bank
(1963-1968 ). Such a statement denotes to some extent the complex nature of the Bank
which the present chapter tries to identify. Broadly speaking,the Bank is often looked
upon by its own insiders as "an International financial institution whose main purpose
is the economic development of its members."(2) This characterisation involves, in
essence, more than one institutional case study:

a)- the Bank is an international organisation,
b)- specialised in finance related matters,
¢)- with the specific task of promoting development.

The issue which arises is one of reconciliation between the three components,
which, in the case of the World Bank, seems not easy to reach. This chapter argues
that a comprehensive study of the Bank can only be made by looking in some depth
into each of these three components. Far from compartimentalising the institution, such
an analysis has the advantage of avoiding a number of misunderstandings which have
often been made in the study of the Bank. For example, most of the Bank's analysts

who are overwhelmingly economics experts, stress, or give pre-eminence to the



financial aspect of the institution, while losing sight of the other two components. One
such a view is well illustrated by economist B. Hurni's definition of the Bank, as she

wrote:

The Bank can be defined as a prototype public institution
for politically neutral and untied investment in economic
development, with its rules shaped more like those in a
commercial corporation than an intergovernmental

organisation.(3)

Generally speaking, what is important for economists, is how well the Bank is
doing business. They are more concerned on matters such as the exchange rate
affecting the borrowing capacity of the Bank, its volume of lending, the issue of
interest, and like subjects which deal mainly and directly with money. It is this kind of
approach which presently predominates in the Bank's literature, and it 1s favoured by
most of the developed countries which are the main fund suppliers of the institution.

This technical approach, albeit indispensable, has the disadvantage of neglecting
the other two aspects of the Bank as a development agency and above all as an
intergovernmental institution. In respect of this latter aspect, the Bank is seen from a
politico-legal point of view as an international organisation in the whole sense of the
term. That is to say, the property of all member states with all consequences that such
ownership implies in Public International Law.(¥

On the basis of such an assumption, a vast majority of member states, namely the
LDC's, tend to think that the Bank in its present form and functioning totally eludes
their control in many respects. Among the arguments which are in blatant contradiction
with the Bank's status as an international organisation, the LDCs leaders invoke the
decision making process and the human component of the Bank (ie. the personnel)
which are both under Western control or influence. As will be seen later, it is this kind
of structural imperfection that the LDCs want to eliminate in order to press the Bank to

improve its role as first and foremost an intergovernmental financial institution.

10



This state of confusion between the various components of the Bank has led to
many doctrinal as well as practical controversies as to the real nature of the institution.

As E. S. Mason and Asher rightly remarked, it is a problem of identity:

The line is indeed difficult to draw, and from time to
time, the Bank as a bank has been contrasted with the
Bank as a development agency, or as intergovernmental
organisation leading thus to many controversies as to the
real identity of the institution.(3)

Generally speaking, no matter how deep and scientific the study of individual
aspects of the Bank may be, there is always the danger of reaching an incomplete view
and, therefore, any solid judgement on the Bank's activities, policies, and objectives,
must remain incomplete.

In the present chapter, an attempt 1s made to consider separately, and as succinctly
as possible, each of these main institutional aspects of the Bank. The belief is that each
of these aspects fulfills a certain function, obeys a different set of rules, and is
integrated into an appropriate system, which, put together, plays a significant role in the
shaping of the Bank, and explains to a large extent the originality, if not the

uniqueness, of the institution.
I-The Bank as an International Organisation.

For the purposes of the present thesis, it 1s unnecessary to go through the history
of the antecedents of the World Bank.(®) It is necessary, however, to draw attention to
the main features of the institution and, in particular, to concentrate on three main
aspects of the Bank as an international organisation, which are: the rules governing
membership, the relation of the Bank with its members, and the issue of the Bank's
decision-making. These aspects, although typical to all existing international

organisations, do bear some peculiarities in the case of the World Bank. Their
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examination helps to understand the various contradictions that explain the present
functioning of the Bank. Furthermore, these three aspects demonstrate certain central
points of this thesis which are the voting procedures, the so called autonomy of the
Bank vis a vis 1ts members, and the pertinent issue of the domination by a minority of

states of the remaining vast majority.
A- Membership.

The rules regarding membership in the Bank made it compulsory for states to
acquire prior membership of the International Monetary Fund (hereinafter, the Fund or
IMF) (Art. II, sect. la).(7) Despite objections by some delegations during the Bretton
Woods Conference, that "the country's freedom would be jeopardised if membership
of one organisation was made contingent upon the other", the link between the Fund
and the Bank was ultimately sealed.(®) Explaining to the delegates the reasons for such

a close relationship, one architect of the draft outline said:

Basically, we wanted to force countries to agree to
standards in the monetary field as a condition to get the
benefits of the Bank.(9)

This has enabled the Bank to acquire a much wider transparency in the members'
conduct of their monetary policies and eventually helped the Bank to assert with
accuracy whether prospective borrowers will be able to meet their financial
commitments. Membership procedures provide for new members to be admitted by the
action of the existing members. It is the Board of Governors which has the power to
admit new members and determine the conditions of their admission. This practice
differs from that of other agencies in which members are admitted by a formal
acceptance of the terms and agreements of the institution concerned. So far there is no
precedent of a state being refused membership by the Board of Governors.(10)

In 1946 when the Bank opened for business, it had 45 members, of which 14
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were European countries, 18 Central and Southern American, 9 from Asia (including

Australasia and the Middle East), and 2 from Africa.

Growth in IBRD membership.

Region 1947 1957 1967 1977 1987 1991
Africa 2 2 34 44 49 50
Asia 3 13 17 20 24 25
Australasia 1 1 2 5 7 8
Cent&S/Amer. 18 20 22 26 28 28
Europe 14 16 20 21 26 28
Middle East 5 6 9 14 14 14
North/Amer. 2 2 2 2 2 2
45 60 106 132 150 155

* Source: Compiled from various World Bank Annual Reports.

At present membership totals 155 countries, the increase being due mainly to the
entry of the newly independent states of Africa and Asia and more recently the former
socialist countries.

Unlike most post war international organisations, the Bank's Articles do not
require membership of the United Nations.(11) n practice, however, only states in the
full meaning of international law are members. This may be inferred from the treatment
by the Bank of non-autonomous entities and non-independent territories. In the Bank's
Articles, these non-independent territories and the like entities which lack international
personality and recognition are made subject to the administration of their respective
tutors or colonial powers (Art. XI sec.3 (g)). In other words, a country under the rule
of another country (colony, mandate, protectorate, suzerainty.), cannot directly claim
assistance from the Bank. It is the administrator country which, as a formal
representative, is responsible for the request of loans to assist in the economic
development of its colony.

Such practices were more common during the years of colonialism, ending in the
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early 1960's. Examples of loans made by the Bank to the colonial powers for the
benefit of their colonies include: $ 70 million to Belgium (1951) to assist in financing a
development programme in the Congo; $ 59 million to France (1958) to build a
hydroelectric dam in Algena, to cite only these two examples.(lz)

Needless to say such practices have become obsolete with the U.N. resolution
on The Right of Peoples to Self Determination.(13) Perhaps the only question that
remains unanswered so far is whether the Bank's action at that time was for the benefit
of the poor, colonised, territories, or to help Europe in the expansion (or maintenance)
of colonialism in Third World countries. Without falling into any kind of subjectivism
or demagogy, it can be argued that it is time that such provisions disappeared from the
Articles of Agreement because they are psychologically incompatible with the noble
mission of the Bank, which is the assistance of the poor countries. Unless colonialism
is a political issue and the Bank does not want to get involved in political activities as
directed by its Statutes.

All the members of the Bank are equal. In theory, there is no distinction between
a developed or undeveloped country as it 1s found 1n several post-war international
organisations such as FAO and UNCTAD.(14) The distinction between members in
the Bank is subordinated to the date of their entry into the institution, viz, whether
original or non original members (Art.II sec.1). Original members are those who
participated in the Bretton Woods negotiations who acquired membership before 31
December 1945 according to Article XI sec. 2 (e). In the Articles of Agreement,
original members are referred to in Schedule (A) and were admitted to the institution
without prior negotiations of their subscriptions, nor were they instructed on the
methods of its payment. Non original members are the states which joined the Bank
after the deadline set by the Bank's Articles. Their entry into the Bank is governed by
the complex provisions of Article II, section 1 (b) as interpreted and completed By

Article XX of the Bye Laws.
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In practical terms, the distinction between original and non original members is
only fortuitous, and is strictly limited to the conditions of entry. It does not reflect the
real structure of the Bank's membership. For taxonomical reasons, the Bank divides
its members into three categories. This "politique de classement" or "graduation
process” as it is known in the Bank's jargon," is an important index of the progress

made by the borrowing countries since the IBRD and IDA were established.(15)

* Category A:

Although the Bank was initially set up to lend to 'any member' there are,
however, some states which have been explicitly deprived of the Bank's resources. The
decision to discard some members from the Bank's funds was taken by a resolution of
the Board of Governors, after it had ascertained the economic conditions and progress
of the members concerned.(10) It appears from the arguments put forward in the
resolution, that the reasons for disqualifying the 'richer' members are threefold:

Firstly, the Bank's ability to borrow is limited by the provisions of Article III,
section 3, under which the total amount of outstanding loans held by the Bank must not
exceed the total of its subscribed capital, surplus and reserves. This limitation known
in economic parlance as 1:1 ratio, is seen as an extremely prudent prescription, and
prevents the Bank from lending more money than it originally possesses.( 17)

Secondly, by denying loans to relatively wealthier members, the Bank will
undoubtedly have more resources available for those who are in real need; and therefore
have priority in the use of the Bank's resources. This is not only fair and just, but
particularly helpful for the less developed countries at a time when traditional suppliers
of the Bank's funds (official and private) tend to be more reluctant in providing such
funds to them.(18)

Thirdly, the Bank's Articles made it clear that the institution does not intend, nor
is it allowed, to compete with private lenders (Art.III sec. 4 (ii)). One of the main

conditions for lending imposed by the Bank is to ascertain that the prospective
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borrower cannot obtain finance on reasonable terms from other (i.e. private or bilateral)
sources. Therefore, if a relatively rich member needs financial support, it can seek help
from private sources of lending, which, it must be recalled, is obtainable on terms and

conditions which are substantially different from those of the Bank

* Category B:

According to the Bank's own calculations, this category comprises all members
whose annual per capita GNP has reached a limit of $ 410 (1983 figure). In effect, this
means that members in this category are judged on their ability to borrow and meet the
obligations deriving from such a borrowing. By the Bank's standards, the economy of
these countries is deemed deficient, but worthy of assistance without risking eventual
defaults. However, members in this category who have achieved substantial economic
progress may become eligible for category (A) and thus become ineligible automatically
from Bank assistance. This was the case of Japan, for example, which until 1976 was
a heavy borrower from the Bank and now has become one of the main fund suppliers.
Venezuela, on the contrary, was in the 1970's, in category (A) but was downgraded to
Category (B) in the mid 1980's because of a sharp decline in her oil revenues, which
constitute the main financial resource for the Venezuelan economy. With respect to the
Bank's volume of operations, Category B covers most of the Institution's activities and
areas of intervention. Moreover, 1t is Category B, not surprisingly, which consumes

almost the entire lending operations of the Bank in terms of development f; inancing.(lg)

e Category C:

This category comprises all the countries which are not in a position to borrow
from the Bank because of their inability to meet the financial requirements which follow
as a result of their borrowing; namely repayment of principal plus interest. These
countries are excluded from the Bank's loans because of their extreme state of poverty.
By lending to the countries in this category, the Bank, as it is framed, would inevitably

'go bust' as one Bank official puts it. The economy of these countries is so depressed
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that profitable business is virtually impossible. Furthermore, the economic situation in
these countries is often aggravated by natural calamities such as drought, famine or
epidemics which may diminish even further the Bank's hope of contemplating any form
of security for its repayments. As a financial institution, it would be unprofitable to do
business (in the capitalist sense of the term) with this category of members.(20)

To remedy the situation, the Bank, acting on the basis of its implied powers,
established in 1961 the International Development Association (IDA).(21) Through the
IDA, the Bank has somewhat restored its credibility vis-a-vis its lenders and
borrowers. The Association works in a close relationship with the Bank, and carries
out practically all the tasks that the Bank cannot statutorily do. DA provides credit (not
loans) in the form of grants to the least developed countries. It lends only to
governments, without interest, except for a nominal administrative charge (0,075 %) of
the allocated amount. The major weakness of the IDA however, is its total reliance on
the will of the rich industrial countries.(22)

The system of classification operating within the Bank is very flexible and states
may, as an exception, take the advantages of one category, while being officially in
another. Thus, countries in Category A, although by the Bank's criteria are not eligible
for the Bank's loans, may nevertheless benefit from the Bank's expertise and the like
technical assistance. Similarly, countries in Category B may exceptionally benefit from
IDA.'s concessional grants (which are designed for Category C), and from the Bank's
conventional loans. This extract from one of the Bank's publications is quite

informative:

Of the 34 very poor countries that borrowed money from
IDA in the earliest years, more than two dozen have
attained sufficient economic strength for them to need
IDA money no longer. Of these, two -Columbia and the
Republic of Korea- have not only moved from reliance
on IDA credits but have attained sufficient economic
strength to be able to contribute to IDA. Similarly, about
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20 countries that formerly borrowed money from the
[BRD, no longer need to do so - an outstanding example
is Japan. For a period of 14 years it borrowed from the
IBRD. Now the IBRD borrows from Japan.(23)

In all the three categories of members, the Bank has an active but different

relationship.
B- The Relationship Between the Bank and its Members.

In dealing with its members the Bank has, as an international organisation,
developed a special relationship, the purpose of which is to avoid as much as possible
direct contact with governments in their capacity as political organs. Article III section
2 is very strict on this point:

Each member should deal with the Bank only through its
treasury, central bank, stabilisation fund or other similar

fiscal agency, and the Bank shall deal with members
only by or through the same agencies.

This Article should not be construed, however, as barring governments
completely from the Bank's scene. The provisions of the above cited Article have
simply introduced some limitation on member states' interference in order to give the
Bank a greater autonomy in the conduct of its business. For, it is believed, too much
involvement of states in the Bank's activities goes contrary to the very nature of the
Institution's purpose, which is a bank before anything else. As such, it must keep
distant from governments and politicians. The reverse is true for the Bank. It must
deal with its members only through the same channels (1.e those enumerated in Art. III
sec. 2), and it must not interfere with the politics of its members.

The Bank's Articles provide that the Institution cannot be guided in its decisions
by political considerations. Only economic criteria are relevant to the Bank's lending

decisions.(>*¥ The Bank is thus neither allowed to interfere in the domestic politics of
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its members, nor to take into account the political character of the prospective

borrowers. However:

These prohibitions... do not mean that [the Bank] must
not take into account political situations or developments
in member countries which may have an impact on their
economic situation. Economic policy may be linked to
political policy and thus Bank decisions may be
influenced by or have an influence on the domestic

affairs of a country.(25)

The Bank's non political stance has raised many controversies which have been
shown in several writings.(%) However, recent developments confirm the view that
the Bank has become more and more involved in politics, notwithstanding its Articles
which prohibit it from such activity. At the risk of over-simplification member states
come into contact with the Bank on very few occasions such as:

- By subscribing their shares to the capital of the Bank at the time of the state's

entry into the institution (Art.II sec. 3 a)
- Through the 'supply' of guarantees whenever the loan 1s made to an entity
belonging to the member state.( Art. III sec. 4(1))

- In case of litigation where only the state, be it a borrower or guarantor, may

be a party in a conflict with the Bank. (Art. VI sec.4)

While clearly attempting to diminish government intervention in the Bank, the
drafters of the Articles were faced with the corollary question of how the Institution is
to be linked to its members. Were the Fund and the Bank purely financial institutions
whose direction could be entrusted to a group of international civil servants? Or did
their operations have such economic and political implications as to require close
control by the member govemments?(27) In other words, would the representatives of
the member states represent the views of their respective governments, or would they

owe complete allegiance to the Bank ? As with several questions, this one has no
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answer in the Articles, and it seems to have been left deliberately to the discussion of
the conference.

In their study, Mason et al, supported by a large majority of authors, argue that
Bank officials, especially the Executive Directors, although showing complete
obedience to the Institution, do nevertheless work in close contact with their respective
governments.(zg) In all other major aspects of the Bank's functioning, policies and
activities, the Institution has developed its own methods independently from any direct
governmental interference, but heavily influenced by the views of the Western powers
and especially those of the United States. America's influence on the Bank is so

important that it deserves special attention. (29)

a)- US Dominance.

Being the promoters of and by far the largest contributors to the Bank, it was
quite natural that the Americans had their own blue print on the institution. "This was

inevitable", as Bank officials admit:

because of the location of its [the Bank's] headquarters,
the financial strength of the United States and Western
Europe vis a vis the rest of the World... (30)

But it was not always easy for the Americans to secure such privileges. The first
worry facing the US delegation in 1944 was to secure a locus for the Bank on
American soil. After slight resistance from the British delegation, the Americans
succeeded in having the Bank not only on their territory, but in the very place they
wanted it to be, Washington.(31) That is to say, under close surveillance of Congress
and in permanent (informal) contact with Wall Street.

The following step for the Americans was the utmost necessity of having a US
citizen at the top of the institution. There too, they have been more successful than they

may have anticipated because, since 1946, all the Bank Presidents have been US
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nationals, totalling an unbroken record of nine Presidents in nearly half a century.(32)
Through the Articles of Agreement, US predominance is also omnipresent. It is either
expressed openly, such as in Article XI section 2 which starts in the following terms:
"The government of the United States of America..." Or it may be insidiously hidden
under the cloak of paraphrases such as in Article V section 9 (a), which reads: "The
member holding the largest share...", knowing that they are referring to themselves.
Perhaps, the most direct and concrete American influence on the Bénk comes
from the US Congress, which voted in 1945 to establish the National Advisory Council

on International Monetary and Financial Problems, (NAC).(33 ) The NAC was set up:

in order to coordinate the policies and operations of the
representatives of the US in the Fund and the Bank and
all agencies of the government which make or participate
in making foreign loans or which engage in foreign
financial exchange or monetary transactions.(34)

The Council consists of the Secretaries of the Treasury and Commerce and the
heads of the Federal Reserves Board, the Exim Bank and experts on monetary and
financial issues and acts as a watch-dog. The Council has two main functions. Itis an
advisory body to the President (of the USA) and, in this capacity, it coordinates US
foreign economic policy at the cabinet level. Secondly, the Council is the supervisory
body of the US representatives in the Bank and the Fund. Thus, whenever the
approval, consent or agreement of the US is required before an act may be done by the
respective institutions, the decision as to whether such approval... must be given by the
NAC under the direction of the President. The Council meets regularly and reports to
the Congress on all aspects of the Bank's activities. Among other things, the NAC
makes various recommendations to the US Executive Director (in the Bank); it instructs
him to oppose loans to specific countries, and orders him to veto any decision which
runs counter to U S interests.(3>)

Even if the domination of the US was an inevitable consequence of its financial
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contribution, certain acts were disproportionately symbolic of American prevalence.
Thus, until 1962, for example, a newly admitted member in the Bank signed the
Articles of Agreements in the Department of State, presided over by an Assistant
Secretary of State. Ideological hostility towards public enterprises, particularly in non
service areas, is also another feature of American influence. English is also the only
official language; and some half of the top officials in the Bank are US citizens.(30)
One major factor contnibuting indirectly to the "Amencanisation" of the Bank was
the absence of the former Soviet Union and her allies from the institution. The Russian
delegation participated in all the stages leading to the Bretton Woods conference. It
signed the Final Act, but never ratified the IMF and IBRD Articles of Agreement, and

thus never became a member. In Bittermann's words:

the Russians did not believe that the Bank should require
general economic information and they insisted that
countries with state trading should receive loans without
prior investi gation.(37)

At the meeting of the UN General Assembly in 1947, the Soviet representative
charged that the Bretton Woods institutions were merely branches of Wall Street and
that the Bank was subordinated to political purposes which make it the instrument of
one great power(38) Russia's "defection" deprived the Bank of one of its potentially
most influential members and presumably, the only country which, ideologically, could
have counterbalanced the Western capitalist doctrine upon which the entire Bretton
Woods system was founded. Without serious competitors, the US dominance over the
Bank had no difficulty in expanding comfortably. This led many writers and politicians
in the Third World to express their worries, and to question the real independence of

the Bank.(39) As Hoon Mok Chung remarked:

Too close association between [ the US and the World
Bank ] would only deprive the Bank of its greatest asset-
a reputation of being an international agency. Without
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this, the Bank would not be immune from the charges of
undue political pressure of the LDCs. Thus there was
and still there is a great need for the Bank to achieve a
delicate balance between being international and being

"dependent" on the largest stockholder.(40)

As a consequence of this unmatched capital subscription, the Americans enjoy a
privileged position in the decision-making process of the World Bank. This position is

1n fact so important that it deserves careful examination.
C- Decision Making Structure and Procedure.

The capacity of the Bank to adapt to the changing environment and expand the
scope of tts functions unhindered by national governments is, to a great extent, the
result of its internal structure. Therefore, a brief examination of the Bank's internal
organisation is necessary because it determines directly or indirectly the quality and the
features of all decisions taken within the institution, as well as the influence of the rich

contributors on the Bank's functioning.(41)

a)- Internal Organisation.
The internal structure of the Bank is very simple and can be summarised briefly.
(i)- The Board of Governors.

The Board of Governors is one of the five constitutional organs of the Bank
together with the Executive Directors, the President, the Advisory Council and the Staff
Loan Committee. The Board of Governors is the highest organ in the Bank's
hierarchy. It is composed of representatives of all the members who are generally
Ministers of Finance. Each Governor is seconded by an Alternate. The Board is the

supreme decision-making body in a formal sense since " all powers of the Bank [are]
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vested in the Board of Governors."(Art.V sec.2a ) The Board retains certain non
delegable powers (admission and suspension of members, international agreement
making and approval of amendment to the Articles...), but has delegated most of its

authority to the Executive Directors (Art.V sec. 2b).
(ii)- The Executive Directors.

The Executive Directors are responsible for the conduct of the general operations
of the Bank (Art.V sec.4a ). They exercise all the powers delegated to them by the
Board of Governors. The Bank's Articles fixed the number of the Executive Directors
at twelve; consisting of five appointed by each of the five major shareholders (US, UK,
France Germany and Japan); the others are elected by the rest of the members. The
Articles left the number of the Executive Directors flexible. The number has been
gradually increased to twenty two as a result of the admission of new members.(42)

The Executive Directors elect the President of the Bank, determine all loan
proposals as well as their conditions, make recommendations on the admission and
suspension of members. They are, in practice, the Bank's supreme decision making
body. Although the final decision (as to loan or other major activities) must be made by

the Executive Directors, the initiative for all actions lies with the President and his staff.
(iii)- The President.

The Bank's Statutes define the President's role in a very simple way. According
to Article V section 5b, the President is the chief of the operating staff. He conducts
the ordinary business of the Bank in collaboration with the Executive Directors, and is
responsible for the organisation, appointment and dismissal of the staff. The only
constitutional constraint imposed on the exercise of his powers are the requirements to
discharge his duty in the interests of the international community and to be subject to

the direction of the Executive Directors. In practice, however, these constraints are of
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little significance, and the President is a major source in the Bank's policy and decision-

making process.(43)
b)- The Decision Making Process.

The issue of decision making has been, and still is, the most controversial area
where frictions between the DCs and LDCs are the most pronounced.(44) To the
repeated calls from the Third World countries to change the voting rules, the Bank has
responded by proposing a mid-way answer. It has tactfully dropped the formal rules
and instituted instead a smoother procedure in the form of consensus in almost all its
decisions. This led to the emergence of a dual system of decision making which has no
comparison in any other international organisation; one theoretical, the other

practical.(45)
(i)- The Theory.

The pivotal principle affecting the Bank's decision making is the weighted
vote.(40) Thus, the actual size and importance, the voting power and the ability to
influence the Bank's decisions vary widely between the members. Voting power on
the Board of Governors and among the Executive Directors is weighted on the basis of
the number of shares held by each member ( Art. Il sec. 2'). That is of the amount of
capital subscribed by each member, allocated on the basis of economic strength as
expressed in the IMF holdings. Each member has 250 votes. In numerical terms, it
amounts to 11 percent of the votes distributed on the basis of one state, one vote. In

Gold's opinion these:

basic votes were intended to give expression to the
classical doctrine of the equality of states in international
law and to provide some safeguards against shares in
total voting for some members that might seem to be
absurdly small that their voices could be 1 gnored.(47)
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The remaining 89 percent are allocated on the basis of shares of stock held by
each member. The value of each share is $ 100.000 in terms of US Dollar of the
weight and finesse in effect on July 1, 1944. An application of these voting
arrangements gives the following result. For example, Costa Rica's subscription is $
131 million, it has thus, 250 votes plus 131 equal 381 votes; which is, in terms of
percentage, 0.04 percent of the total voting powers. A small arithmetical exercise
shows that nearly 400 Costa Ricas are needed to equal the USA.

Voting power thus ranges from the US current 17 percent to the 0.04 of both
Costa Rica and The Republic of Lao. The ten most developed countries hold slightly
less than 56 percent of the total of votes. The pfoportion becomes nearly 63 percent, if
five other developed countries are added. Whereas, a hundred and twenty one LDCs
has each less than 1 percent of the voting power and hold together 19 percent, slightly
more than the US. Of the LDCs, only China holds 3.27 percent. Because of the few
members holding large shares of stock, the numerical expansion of membership did not
affect the distribution of voting powers as it did in other UN Specialised Agencies.(43)
Potential influence of the OECD countries, for example, as a whole has been
diminished during \the years as increase in membership may indicate. Gradually, the
voting power of the US, UK and France have been proportionally reduced, but it was
due mainly to the admission of Germany and Japan. Total voting power thus
pertaining to the OECD remained proportionally more stable than the voting power of

individual members.
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As a consequence of increase in membership, the total voting power of the US
has dropped from the original 42 percent in 1947, to the present 17 percent (1991).
This means that the US, which is still the biggest shareholder, is in no position to block
a decision by its own vote alone.(4%) They need the concurring votes of at least six
major shareholders to do so, because the Bank's Articles require, for most purposes, a
simple majority ( Art.II sec.3 ). Such figures and mechanistic voting calculations may
look dramatic, but their real significance is far from reflecting reality, since the practice
is all together different. For few, if any, matters of importance are decided by a mere

tally of votes.
(ii)- The Practice.

The procedure of the weighted vote so far described is only theoretical; in the
sense that at least it reflects the meaning and spirit of Article V section 3 as it reads in
the Bank's Statutes. In practice, however, voting power is not all important in decision
making. Executive Board decisions are often based on general consensus arrived at
through debate rather than voting. It has become a fashion within the Bank (and the
Fund ) to state that an affirmative vote is often less important than a wide consent. As
one Bank official put it "it is more important to ascertain the sense of the meeting than
to observe formal voting procedures." One major consequence of the consensual
method is that the Directors are rarely, if ever, asked to decide issues and problems on
which a prior consensus has not been already reached.(50)

The Bank has always argued that such a consensual approach is advantageous to
both LDCs and DCs. For the former, it is an opportunity for them to have their opinion
expressed; henceforth, they will psychologically feel as being part of the decision
making process. Therefore, they will be more ready to accept the outcome of the

decision thus reached. For the latter, the consensus method gives them the opportunity
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to present the Bank as a democratic institution governed by all the members without
discrimination.

The use of consensus remains from the point of view of law unclear. For, such a
method is neither part of the Bank's Articles of Agreement, nor has it been formalised
in any other subsequent document. It may be sometimes confusing for an institution to
operate on a dual system, one formal the other informal, especially when it is the latter
which seems to prevail. For many authors such as A. Fatouros, the Bank deliberately
maintains such a duality to keep the developing countries under pressure; and at the
same time to avoid internal conflict between Bank officials should formal voting be

used. Said the above mentioned author:

From the very start, the Bank's management has chosen
to follow a policy of total avoidance of confrontation
(and divided votes at the level of Directors or Governors)
and has adopted instead a decision-making process
which functions smoothly by means of continuing
consultations and informal contacts between Executive
Directors and Bank officials at various stages of the
lending process and before a loan is formally submitted
for approval.(51)

While consensus is voiced proudly in the Bank, in the background however, the
spectre of the weighted vote lies dormant. For, in practice, any member who is not
satisfied by a decision taken by consensus, has the right to ask for a formal vote. For,
whoever asks for a formal vote, will be in fact asking for a weighted vote; therefore a
vote to the advantage of the DCs minority. Indirectly thus, it is not to the advantage of
the LDCs to resist any consensus, since a formal vote will be also unfavourable to
them. The widely held view that the Bank works on consensus is no more no less than
misleading propaganda. Otherwise, why are the LDCs still asking for a revision of the
decision-making process in the Bank ? The issue of decision making is particularly

crucial for the LDCs, because it affects the way the Bank's funds are allocated to them.
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This leads us to consider the second and main characteristic of the Bank as an

international financial institution.
II- The Bank as a Financial Institution

Proving that a bank is a financial institution, may not be a usual exercise.
However, in the case in hand, the issue whether the Bank should be called a bank is
worth exploring since it may help to shed light on several aspects of the institution that
will be considered in the course of this study. The question, in fact, arose immediately
during the Bretton Woods conference, and was the subject of futile exchanges between
delegates.(sz) Without going into the core of the debate, it is sufficient to state that the

delegates eventually retained the name Bank "only for a want of a better word."

The creation of the Bank was an entirely new
venture...So novel was it, that no adequate name could
be found for it. Insofar as we can talk of capital
subscriptions, loans, guarantees, issue of bonds, the
new financial institution may have some apparent claim
to the name of Bank. but the type of shareholders, the
nature of subscriptions, the exclusion of all deposits and
of short-term loans, the non-profit basis, are quite
foreign to the accepted nature of a Bank. However, it
was accidently born with the name Bank, and Bank it
remains, mainly because no satisfactory name could be
found in the dictionary for this unprecedented
institution.(53)

As a financial institution the Bank is, in many respects, different from other
international organisations, because of its overall structure which R. Lavalle describes

as follows:

Elle [la Banque] ressemble a une societé commerciale de
capital variable, dont les associés seraient les Etats
membres...(54)
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Like any financial institution, the Bank needs at least two main supports: A)-
capital, and B)- shareholders. Since it is not an ordinary bank, there may be some

others C)- peripheral functions worth examining.
A - The Sources of Funds for the Bank.

The Bank draws its funds from two main sources: a)- payments made by member

subscriptions and b)- borrowings from capital markets.(5>)

a)- Member Subscriptions.

Upon their entry into the institution, states contribute to the Bank's funds by fixed
quotas determined on the basis of formulae that reflect their economic strength. In
broad terms, country quotas are decided by a resolution of the Board of Governors,
according to a procedure closely linked to the member participation in the IMF.
However, unlike the case of the Fund, there is no relation between a member
subscription and the amount of money, or the number of loans it may request and
receive from the Bank.(30)

According to the Articles of Agreement, member subscriptions are divided into
two parts. A small part, representing 10 percent of the Bank's subscribed capital,
(Art.II sec. 5 (i)) constitutes the member states permanent contribution to the Bank' s
equity assets. Of this 10 percent there is 8 percent paid in gold or US dollars and is
usable by the Bank without restriction in general operations (Art. II sec. 7 (i)).(57) The
largest part (i.e. 90 percent) still remains with the member country, but may be called in
at any time by the Bank to meet its financial obligations arising from its own
borrowings (Art.II sect. 5 (i1)). This callable part is often referred to as the guarantee
fund, which provides the Bank with an essential element of credibility within the

international financial community. It serves exclusively as protection for the Bank's
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creditors. In addition, the callable portion may in any case be the subject of bargaining
by other members should any one of them fail to honour it. In other words, if the Bank
needs funds and calls on members to provide their unpaid share (i.e the remaining 90
percent), and in the event of one member refusing to fulfill such an obligation, the other
members cannot rely on the default of that one member to abstain from paying in their
share.(38) [f , on a call, the amount of money received is insufficient to meet the
obligations of the Bank for which the call is made, the Bank has the right, and is
bound, to make further successive calls, until the aggregate amount received by it is
sufficient to meet such obligations. However, no member may be required on any such

a call to pay more than the unpaid balance of its capital subscription.(sg)
b)- Borrowing by the Bank from the Capital Market.

This is, in reality, the most important source for the Bank. The Bank borrows
about 70 percent of what it lends.(59) As a borrower, the Bank enjoys great popularity
in the free market which enables it to acquire funds at extremely favourable rates
because of the guarantee fund, referred to earlier. The Bank borrows either directly
from government central banks such as the United States, Japan, West Germany and
Switzerland, and recently from some OPEC countries namely Abu Dhabi, Saudi
Arabia. Or it may borrow from private institutions such as the inter American Bank,
the Asian Bank of Development, the Exim Bank or any other respectable financial
institution. A survey of the Bank' s borrowing operations shdws that the institution
tends to favour the latter type of borrowing to the former. This may be explained by
the Bank's traditional distrust for governments in general, and partly because the
majority of the private lenders are American dominated agencies. As of June 1990, the
amount of money subscribed by the members amounted to $ 0.09392549 billion (less
the uncalled portion); whereas the total of loans approved by the Bank was 11,4 billion.

[t is clear that the members paid-in portion alone is far from covering the Bank's huge
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lending operations.(él)

The magnitude of the Bank's involvement in the free market is reflected in the
Articles which give the Bank ample powers to contract such borrowings (Art. IV sec.
la (11)). However, this capacity to borrow, although very high, is not unlimited. The
amount of money the Bank can borrow may be assessed indirectly from the provisions
of Article III section 3 which prohibit the Bank from lending more than its authorised
capital. This 1 to 1 gearing ratio is, of course, highly conservative, and suggestions for
change have been repeatedly made by LDCs. For, with a different and more flexible
gearing ratio provision, the Bank's lending could be expanded greatly to the benefit of
the borrowing members. This point will be discussed further when appropn'ate.(6z)

Paradoxically, what is more important is the non paid capital that the Bank uses to
back its borrowing from the free market. On the basis of such a limited subscription
imposed upon the member states, it was possible for the Articles to make government
intervention in the Bank impotent; as it can always argue that it is other's money which
the institution is using, not the member's. So, in a sense, it i1s not the private market
which makes the "strength" of the Bank, but governments in their capacity as states
enjoying international legal personality. This distinction has to be made because quite
often the Bank is unduly presented by its officials as an institution depending heavily
on the free market, and, from there, they deduct a whole panoply of rules and
principles which have a tremendous effect on the way the Bank shapes its policies and

carries out its activities. As Mason et all remarked:

The fact that the Bank was dependent on capital markets
for the bulk of its funds was to the managment an asset
rather than a liability... since this meant that the Bank
was limited to the kind of lending that, because it had to
be productive, would "build confidence in the Bank".
Furthermore, dependence on the market meant
independence from the political pressure of donor
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governments. (63)

But this is not the whole truth. It may be right to say that by relying on the private
market, the Bank reinforces its autonomy vis-a-vis its members, but, at the same time,
it should be noted that this non reliance on government monies is self imposed. That is
to say ,it was the founders of the Bank which wanted it to be so. Furthermore, most of
the Bank's private lenders deal with the Bank mainly because it 1s an intergovernmental
institution, backed, run, and managed by governments. Had it not had such strong
support from governments, the Bank would certainly not enjoy such confidence and
credibility in the market place. In sum, it is not the private bankers which make the

Bank's strength, but the member governments in thetr capacity as shareholders
B- Shareholders.

The Bank is owned by 155 governments which may be compared, in many
respects, to shareholders in a private financial institution. However, as the Secretary of
the US State Treasury, Fred M. Vinson pointed out, "the Bank is not an ordinary
institution with ordinary shareholders, It is a cooperative enterprise of governments and
its chief business is with govemments".(64) Unlike private shareholders, governments
do not have unlimited share of participation. In the Bank' s regulations, the amount of
shares allocated to individual members joining the institution is fixed by the Board of
Governors, the highest authority in the Bank. Like shareholders in a private enterprise,
governments do not interfere directly with the day to day running of the Bank. They
invest their money and leave the daily business of the Bank to the Board of
Management. Moreover, the distinction between big and small shareholders has not
been without effect on the structure of the Bank which appears rather like an institution
where the largest subscribers dominate the small ones; despite the formal equality
which exists between all shareholders in their capacity as members of the international

community.(65) This is a hierarchy which, it must be recalled, has been made possible
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and encouraged by the Articles of Agreement.

The Banks retained earnings have been accumulated from the net profits which
the Bank has made every year since 1948. Unlike most other financial institutions, the
Bank is not a profit making agency. Shareholders in the Bank do not receive dividends
or interest on their paid in subscriptions. Instead, earnings have been used to build up
the Bank's reserves to meet its own internal expenses. Under its present policy
guidelines on liquidity, the Bank maintains "a pool of liquid holding", which at any
given moment should be equal to a minimum of 40 to 45 percent of its estimated
borrowings during the following three years. This policy is designed to protect the
Bank from being forced to borrow under suddenly deteriorating market conditions to
meet its own commitments. In recent years, part of the reserve surplus has also been
directed to the financing of the Bank' s two affiliates, IFC and IDA.(60)

The Bank also increases its resources by cashing various remittances which are
due to it as a result of its lending contracts. The institution is free to fix for itself the
interest it charges on its loans as prescribed by the Articles.(67) Since the Bank
borrows heavily from private lenders, its interest rates are accordingly closely linked to
those available on the market place. Although the Bank is in principle allowed to
borrow only in order to lend it can, however, invest its resources if they are not being
used, and generate extra funds for its reserve. As a lending agency, the Bank has to
develop a special relationship with both its lenders and borrowers.

To the lenders, the Bank must provide certain basic guarantees such as a return on
the loan plus interest. The Bank must also build up a certain credibility and faith to
attract private lenders. In recognition of such "Cooperation" the Articles provide the
Bank with only a "partial" junisdictional immunity.(68) In other words, in order to
protect the lenders, the Articles have established provisions which enable them to have
recourse to municipal courts in order to secure performance by the Bank of its

obligations. Broches, who agrees with these rather unusual provisions, maintains that
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a complete jurisdictional immunity would only "discourage prospective investors in its
securities."(69)

To the borrowers, the Bank must ensure that its money is spent efficiently within
a healthy economy and get a return in order to pay back its lenders. For that purpose,
the Bank i1s involved with 1ts borrowers in practically all the stages of the project
financed by its funds. Unlike a private banker, the Bank does not require from its
client a repayment of the loan plus the interest only, but insists through its own method
that the money should be spent on pre-agreed arrangements that are always transformed
into law in a loan agreement and, as such, legally binding the borrower to the
institution.( See infra at 77 et ss).

Since the beginning of its operations, the Bank has not had any losses on loans.
[t has never had to write off of a loan. It has never had a non accruing loan. It has,
per contra, a firm policy against rescheduling its outstanding loans. Because of such
financial discipline, the Bank claims that, so far, no member has defaulted, and that
borrowers always meet their obligations to the institution in a timely fashion. However,
in most situations, compliance with the loan agreement is not so much the borrower's
faithfulness to its contractual obligations, but rather his fears of the implications of
defaulting on the Bank's loan. A default to the Bank carries serious consequences that
would affect the international credit of the country involved both with other countries
and with commercial suppliers of resources.(70) Borrowers know that these resources
will no longer be available to them should their relationship with the Bank deteriorate.

As E. Rotberg clearly explained:

There are substantial pragmatic reasons why borrowers
do not default on World Bank loans. In the event of a
default, no further disbursement would be made on that
loan or any other loan outstanding but not yet disbursed
to the country. And, no new loans would be committed
until the default had been made up. Borrowers know our
policies in this regard, and given the substantial amount
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of the Banks undisbursed loans, they would be
extremely reluctant to take steps to jeopardize the transfer
of future resources.(71)

C- Others Peripheral Functions.

Besides its financial functions per se, the Bank is also engaged in other parallel
non financial activities which are rather unusual in conventional banking practice. In
view of the importance of such extra activities and their implications on the overall

functioning of the Bank, it is useful to describe some of these peripheral activities.

a)- Technical Assistance.

It is largely a futile exercise to scrutinise the Articles of Agreement of the Bank to
discover even a single provision which suggests that technical assistance should
become a part of the institution's functions.(72) The constitutional provisions upon

which the Bank has justified its technical assistance is Article 11l section 4 (v) which

directs the Bank to:

...pay due regard to the prospect that the borrower and
the guarantor will be in a position to meet its obligations
under the loan and the Bank shall act prudently in the
interest both of the particular member in whose territories
the project is located and of the members as a whole.

As the location of this Article suggests, the spint of the provision is nothing more
than a warning that the lending institution must exercise financial prudence when
granting a loan. Stretched a little further, the Article may indicate that the lender has a

right to investigate the borrower's capacity to carry out his prospective obligation under

the terms of the loan‘(73)

According to the Bank's own definition, technical assistance is any service
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provided by the Bank "unrelated to any immediate request for financing."(74) Initially,
such services were limited to general development surveys of economic potentialities,
and to specific programme surveys in order to assist a country formulating long term
development programmes. Eventually, such a definition gave way to further expansion
until it included activities such as the promotion of coordination among aid giving
countries and training of officials of aid receiving countries. Barely a few months after
the Bank began operations, it started giving technical assistance to some members. The
policy was promptly endorsed by a committee of the Board of Governors which

justified its decision on the ground that:

The extent of the Bank's activities cannot be measured
simply by the number or amount of its loans. Expenience
has shown that particularly in the development field, the
Bank can act with full effectiveness only if in addition to
passing upon the merits of loan applications presented to
it, the Bank takes positive steps to assist its member
countries in outlining the general pattern of their
development programmes, in specifying the field of
activities which would be given priority, and in
formulating the specific projects within those f ields.(79)

The third Annual Report of the Bank was even more precise, and indicated that:
"successful development depends in most cases just as much upon the provision of
technical assistance ...as upon the availability of capital."(76) Through the years the

Bank has developed four main types of technical assistance. Briefly these are:

» Technical assistance incorporated in the loan agreement:

This kind of assistance is generally connected with a specific loan. The most
frequent one is the inclusion in the loan agreement of special funds for the employment
of foreign consultants to help launch the project. The loan may also include funds to
help the borrower select appropriate equipment and prepare tenders for international

bidding.
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* Independent technical assistance:
This kind of technical assistance is normally related to any immediate
development project. Examples of such assistance include extra funds for a ministry of

a member country to improve its overall functioning, or expand its activities.

* Technical assistance related to preinvestment.
This type of assistance is provided for the purpose of preparing country
development programmes, establishing development prionties,training nationals of the

borrower to administer and prepare projects that are connected with external financing.

« UNDP financed preinvestment studies:

The Bank provides also a large amount of technical assistance by administering
feasibility studies financed by the UN Development Programme (UNDP). By mid
1991, the Bank has acted as executing agent for 12 projects financed by various UN
organisations.(77) In most cases, however, the Bank makes use of private consultancy
firms or cooperates with governmental agencies when available in member countries.
In sum, the speed at which the Bank developed and continuously improved these
peripheral activities show, to some extent, the institution's intention to secure a much
deeper and wider scope of intervention in the LDCs. For, by providing funds alone, the
Bank's leverage will be somehow limited, in the sense that less access into the
borrower's economy will be available. Yet, publicly, the Bank argues that its technical
assistance is as essential as money for the institution to pursue its objectives as a

development agency.
III- The Bank as a Development Agency.

The original drafters of the Bank refer to the institution as a Bank for

Reconstruction and Development. This duality of function led to prolonged
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controversies between the participants in finding the proper balance between
reconstruction and development. The issue divided the European delegates, who
favoured the reconstruction of their war damaged countries, and the poor nations, who
were more interested in enhancing their backward economies by development.(78) The

issue of equilibrium was further complicated by the silent attitude of the Bank's

Articles, as Mason et al remarked:

The Articles of Agreement which would have normally
statuated on the issues of priorities between
reconstruction and development have left the question
entirely to the discretion of the Bank. (79)

As a matter of interest, it may be worth looking at how the Bank in practice
resolved the issue of the dichotomy by looking first into the early involvement of the
institution into the field of reconstruction, and how it dealt with it, before considering

the second and present function of the Bank in the field of development.

A- The Structure Produced at Bretton Woods:

[t is the opinion of all writers that the delegates at Bretton Woods vastly
underestimated the urgent need for a development agency.(80) Instead, they were more
concerned by the recovery of war torn Europe. "From the outset", wrote Gerald, M.
Meier, "it was apparent that issues of development were not to be on the Bretton
Woods agenda. "(81) Among the 44 delegates present, some less developing countries
were invited but the real power lay with the United States and, to a lesser extent, the

United Kingdom. The LDCs presence was felt unnecessary and somewhat

cumbersome as Lord Keynes cynically observed:

Twenty one countries have been invited, which clearly

have nothing to contribute and will merely encumber the
ground."(82)
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The LDCs, whose preoccupations were different, naturally emphasised the need
for development as the main task in terms of priority of the Bank's objectives. At the
Bretton Woods conference, the Latin American nations insisted that the stated
objectives of the Bank include an explicit commitment to development. They pointed
out that " the task of reconstruction is only a temporary one and that most of the Bank's
effort should be vested in the long term development. "(83) The case for an accelerated
role for development was vigorously defended by the Mexican delegation which called
on the Bank to allocate a substantial portion of its funds for development purposes. The

Mexican statement contended that:

In the very short run, perhaps reconstruction will be
more urgent for the world as a whole, but in the long run
... development must prevail. Without denying the
initial importance of reconstruction, we ask you (the
Chairman) not to relegate or postpone development.... If
we tackle our own wide domestic problems, and for that
we require sums of capital we do not dispose of at home,
we will undoubtedly benefit not only ourselves, but the
world as a whole, and particularly the industrial nations,
in that we shall provide better markets for them and
better customers. We submit therefore that capital for
development purposes in our countries is as important
for the world as is capital for reconstruction
purposes. "(84)

This was categorically rejected by the Chairman Lord Keynes as he said "we
cannot accept the resources should be divided equally between reconstruction and
development, but [ am sure the word equitably would do. "(85) (italics added). The

result was the insertion of the phrase in an Article of the Bank's Charter that:

The resources and the facilities of the Bank shall be used
exclusively for the benefit of members with equitable
consideration to projects for development and projects
for reconstruction alike. (Art. III sec. 1)
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But this was in blatant contradiction with the earlier Article 1 setting the purpose
of the Bank 1n the following terms: "To assist in the reconstruction and development
of territories members" (italics added). Article I clearly states the dual purpose but fails
to indicate an order of priority. However, several authors have argued that as
reconstruction is mentioned first, this may indicate that the drafters intentions were
inclined more towards reconstruction than development. Thus, the provisions of Article
[ would have eventually settled the question of priorities had it not been the provisions
of Article III, section 1. A brief comparison of Article I and Article III reveals
profound contradictions that make the issue of priorities even more confusing.

First, there is a serious disparity in the actual phrasing of both Articles in relation
to the exact position of the words reconstruction and development. In Article I,
reconstruction comes first, followed by development. In Article IIT (1), it is
development which is first mentioned with reconstruction relegated to the second
position. Therefore, authors who have based the priority of the Bank's objectives on
the premises of Article I, will have to look for further indications to support their
assumptions. This is what Mason et all did when they took the view that it was the task
of reconstruction that dominates the Bank's purpose.(86) The authors focus on the
Bank's special duty to lighten the financial burden for countries that suffered great
devastation from enemy occupation. This is particularly true when considering Article I
which refers to "The restoration of economies destroyed or disrupted by war."
Similarly, Article III shows the same affection and compassion for devastated Europe.

[t recalls in section | that the resources of the Bank shall be:

for the purpose of facilitating the restoration and
reconstruction of the economy of members whose
metropolitan territories have suffered great devastation
from enemy occupation or hostility.

The novelty brought by the inclusion of the word 'equitably' in Article III section
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1, does not solve the problem of priority either. In a juridical sense, the term equitable
comes from equity which means, amongst other things, impartiality, fair conduct. In
the context of the Bank, it means that in its lending operations, the institution will give
the same treatment to both projects for reconstruction and development. In other
words, the Bank will not necessarily provide more finances for one type of project than
to the other. This does not mean, however, providing an equal treatment for both types
of projects as some LDCs have wished. Nor, and more importantly, does it indicate
clearly the Bank's position in terms of priorities. For, to treat equitably is one thing,
and to treat equally is another.

The question of priorities saw an end only when the Bank opened for business as
the first loans found their way to Europe. Between 9th May and 21st August 1947,
four European countries devastated by the war (France, the Netherlands, Denmark, and
Luxemburg) received altogether the sum of $ 450 million. The four loans appear in the
Bank's records as reconstruction projects.(87) The prevalence of reconstruction over
development can only be explained by the international economic relations that
prevailed at the end of World War II, and they should be evaluated in terms of
economic recovery for Europe and also in terms of economic expansionism for the

United States. As Secretary of the Treasury, H. Horgan explained :

The reconstruction of the devastated countries of Europe
and Asia is essential if normal trade relations are to be
resumed promptly. The countries are vitally important to
the export and import trade of the Western
hemisphere.(88)

Economically, a revitalised Europe serves the American interests domestically as
well as internationally. On the domestic front, the U.S. emerged as the major nation
with the financial ability to engage in post war investment overseas with Europe as the

ideal recipient market for most American products (machinery, equipment, and raw
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materials). Furthermore, a prosperous Europe was a sine qua non for the
enhancement of the world economy, in which the United States would play a
determinant role. As Bittermann remarked, "domestic and international (U.S.)
objectives coincided." (89) Shortly after the Bank engaged in its scheduled programme

for Europe, it appeared to the Americans that:

The sources needed for the reconstruction costs were not
likely to be obtainable neither in sufficient quantity nor in
time to speed up the recovery of Europe.(90)

This motivated the American Secretary of State G.C. Marshall to step in and
announce a major financial rescue operation (known as the Marshall Plan), for the
European continent. (O1) Beside the economic miracles of bringing Europe back on its
feet,the Marshall Plan was also ideologically essential for the Americans which feared
that "without it, the existing Western governments might have capitulated to local
communist movements."(92) Besides, the Plan remains in the annals of financial aid,
one of the best examples of transfer of resources without strings or pre-conditions
attached to it. This partnership between the USA and Europe was first proposed by

George Marshall himself in a speech at Harvard University in June 1947:

[t is logical that the USA should do whatever it is able to
do to assist in the return of normal economic health in the
world, without which there can be no political stability
and no assured peace....It 1s already evident that before
the US government can proceed much further in its
efforts to alleviate the situation and help start the
European World on the way to recovery, there must be
some agreements among the countries of Europe as to
the requirements of the situation, and the part those
countries themselves will take in order to give proper
effect to whatever action might be undertaken by this
government. It would be neither fitting nor efficacious
for this government to undertake to draw up unilaterally
a program designed to place Europe on its feet
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economically. This is the business of Europeans. The
initiative, [ think must come from Europe. The role of
this country should consist of friendly aid in the drafting
of a European program and a later support for such a
program so far as it may be practical for us to do. The
program should be a joint one, agreed to by a number of,
if not by all European nations.(93)

The huge amount of capital injected by the Marshall Plan into the Continent
literally upset the chess board of the Bank's finance and ultimately led the institution to
withdraw discreetly from the reconstruction field into development. It is to such a

change of priorities that the next section will be devoted.
B- From Reconstruction to Development.

The passage from the field of reconstruction to that of development was officially
acknowledged by outgoing President McCloy (1947) when he said: "The
reconstruction phase of the Bank's activity is largely over and the development phase is
underway."(94) As the Bank entered into the "new field" of development, it faced two
problems: the structure of the Articles of Agreement and the insufficiency of funds. As

to the first, G Meier wrote:

When the Bank began the transition from reconstruction
to development financing, it found that its operating
guidelines were not as explicit as they had been
regarding reconstruction and other activities.(95)

This is true and may be a relevant argument to back the point discussed earlier that
the Bank was more concerned with reconstruction than development. In their original
form, the Articles pay little attention to the issue of development. There is no
comparable drive towards economically backward countries of the southern

hemisphere. No appropriate terminology such as fighting poverty, eliminating endemic
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diseases or illiteracy existed, despite the fact that, as in war-damaged Europe, it was
reality. On the moral side, the case for development was even more justified since
Europe's destruction was man made whereas most of LDC misfortunes are due to
natural calamities such as drought, flooding, earthquakes, in addition to colonialism.

The vacuum thus created by the Articles was also admitted in a staff paper which said:

Once the Bank moved from reconstruction into
development lending, the guidelines of the Articles were
only the beginning of the path in to new territories.(96)

Since the third Annual Report (1949), expressions such as " the World Bank is
learning through experience" became common in the institution's language; a sign that
the Articles were (and still are) not interested to regulate statutorily one of the Bank's
legal objectives. More importantly, however, the imprecision and vagueness of the
Bank's Articles helped greatly in the shaping of an institution which derives most of its
work through a certain methodology developed in its most salient features outside the
existing legal framework.(97)

As to the second 1ssue relating to the insufficiency of the funds, the Bank
seemingly had no other alternative but to content itself with what it could raise in the
market with all the implications discussed earlier. The question of development was
looked at in relation to the resources available, not as a human need motivated by other
considerations than economic factors. Unlike in the reconstruction phase of the Bank,
the idea of a second Marshall Plan -this time for development- seems never to have
been envisaged.(gg) This left the Bank entirely dependent on aleatory and limited
resources to finance the development of more than half of the population of the globe.
Under such conditions, it may be only legitimate to ask what kind of development -if

any - the Bank has in mind.
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a)- The Bank 's Conception of Development.

The lack of any clear commitment in the Articles of Agreement to development,
coupled with the rapid change in the overall structure of the International community,
explains to a large extent the uncertainties of the Bank in the field of development.
Although it may be said that "the Bank has no fixed ideology for development", it is
still possible, with some simplification to trace the evolution of the institution's

conception of development.(gg)

(i)- Early Period.

There are at least three levels at which the conception of the Bank on development
can be asserted. The first level is the 'abstract' notion of the development
phenomenon. In this context, development is conceived on merely economic grounds,
as an economic overdue. According to this view, development can be cured basically
by economic formulae such as the injection of financial aid or a reinforcement of
private investment. As C. Payer remarked: "An emphasis on GNP growth was the
primary if not the only definition of development."(loo)

The second level is the general framework in which such a development is carried
out, which even in the absence of a formal endorsement of a specific development
theory contained the grand lines of a certain liberalism that is easy to foresee. When,
for example, the Bank intervenes only as a lender of last resort, it is indirectly throwing
the LDCs into the hands of private bankers of Europe and America. More importantly,
however, are the underlying principles which are contained in the Articles of Agreement
such as the Bank's promotion of private investment, the introduction of the rules of

competition, the preference for the private sector. In other words, all the activities

which constitute the very nature of the capitalist philosophy seem to have been
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espoused by the Bank within its conception of development. As J. Touscoz wrote:

La Banque Mondiale est fondamentalement et par nature
au service des principes de l'economie de marche quels
que soient l'esprit inventif de ses dirigeants et la
souplesse de ses statuts, elle ne saurait abandonner ses
principes sans renier sa raison d'etre...Elle tend
manifestement faire prevaloir une conception capitaliste
du developpement.(101)

The third level is related to the so called 'neutrality' of the Bank in its
development policy. The Bank, to some extent, does not investigate whom the
development project is likely to benefit. For the Bank it seems to be a simple
mathematical exercise. As long as the project is justified and financially sound, the loan
is almost automatically granted. It was not the Bank's business to know what was
happening in the African and Asian continents as a result of war and/or colonialism. As
is known, the Bank is apolitical. And that was sufficient for the Bank to extend its
lending operations to colonial powers for use in their respective colonies, as discussed
earlier. Needless to say, most of the time these projects yield more benefit to the
metropolis than to the indigenous populations. As Khadidja Haq remarked: "The Bank
seems to have been more preoccupied by the development of Europe-at any cost- than
the needy World."(102)

This brief sketch of the Bank's early conception of development may be
summarised as follows: To begin with, the Bank has been considerably influenced by
the capitalist approaches to development that prevailed at that time; from which the
GNP growth theory was selected and applied. Furthermore, there is in the Bank's
Articles certain statutory limitations which have unduly forced the Bank to consider
almost exclusively only specific projects (Art.II1,sec, 4 (vii)). That is to say, projects
which were self supporting and would pay back the loans, e.g. infrastructure projects

such as roads, highways, ports and airports and energy.
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Last, but not least, the Bank has quite frequently neglected the social aspect of its
projects. It was more preoccupied by the financial return of the loan than its impact on

the welfare of individuals and society alike.
(ii)- Later Development:

The decolonisation era that followed the 1960's saw a massive influx of newly
independent states into the Bank. The vast majority of these countries (except OPEC)
were among the most financially deprived and the least able to sustain their own
development.(103) This had a tremendous impact on every aspect of the Bank.
Compared to the early period, the Bank underwent two major transformations in its
attempt to shape its own development policy: one doctrinal, the other political
(ideological).

By doctrinal change is meant the Bank's shift from the GNP theory to the
adoption of a new theory more suitable and more responsive to the needs of its new
member. Explaining the sudden shift in the Bank's developmental theory, Bettina S.

Hurni wrote:

Its [Bank's] development policy changed in the 1970's
after the recognition that economic growth had failed to
bring benefits to the majority of the poor.(104)

The Bank may have thus shifted from one type of development to another.
However, in terms of law and legal explanations and references to the constitutional
bases for action, its framework has remained largely unchanged. Among the noticeable
changes made in the direction of its new members, the Bank has introduced major
reorganisation plans to accommodate them.(105) These plans include:

- More geographical representation in the Bank.

- Diversification of staff nationalities.

- Increase in the lending programmes.
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It has also extended its lending programme to new sectors such as agriculture,
energy, health, education and even tourism.(100) In other words, many of the projects
which were considered in the early period as non self-supporting projects, viz. which
do not directly generate capital, became progressively integrated into the lending policy
of the Bank. The style of the Bank as well as its language have also changed.(107)
President McNamara speeches include slogans such as 'attacking poverty' leading 'the
green revolution' (agriculture) and improving social conditions for the poor. The
Bank's publications have carried out extensive research on specific remote areas where
under-development is particularly severe such as in South East Asia and the Sub-
Saharan countries in general. [t appears, at least on the surface, that the Bank has
become more aware of the social problems of the developing countries than in the
past.( 108) However, being aware of the problems may provide only a partial solution,
if the instruments envisaged to carry out such changes do not exist, or, as in the case of
the Bank, are inappropriate.

Of particular importance to the Bank's conception of development is its
ideological stance which has remained unchanged ever since the institution was created.
On the contrary, it may be safely said that the Bank has in effect worked even more
towards the strengthening of its capitalist orientation with more emphasis on
competition, liberalisation, privatisation and so forth. In pushing for such a radical
policy, the Bank knows that it is moving safely in an area where neither the recent large
scale influx of newly independent countries, nor their political vigilance will have any
significant effect. As already discussed, the Bank depends on its fund-raising activities
on the political principles, moods and prejudices of it investors who, by lending to the
institution, engage both their money and their philosophy. This is an equation which is
not always compatible with the borrowing LDCs. Broadly speaking, it seems that there
1s a serious time-lag between development in the Bank's conservative policy and the

radical version (or vision) of the Third World notion of development.
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b)- The LDCs Conception of Development.

Upon their accession to independence, the LDCs have, among other things,
fashioned a certain idea of the concept of development. Such a view was not always
compatible with the Bank’s own interpretation of development, and clashes were
inevitable.(109) One factor which contributed to the diversion between the Bank’s and
the LDCs' view of development is the existing legal framework; that is to say the
Articles of Agreement. As already stated, the Articles did not foresee development as
the most pressing or major priority of the Bank. For the drafters it was a new area in
which the institution had no experience. Like self determination and co-existence,
development is one of the new emerging concepts brought into contemporary society
by the sudden and rapid changes that have occurred within the international community.
Furthermore, states have, until now, been unable to agree on its definition, as well as
its meaning and scope of application.(1 10)

For the developed world, the idea of development is first a matter of internal
policy with little or no connection with the outside world and economic relations. It is
up to individual states to carry out the burden of the welfare of their people. In the
sphere of law, the DCs have raised doubts as to whether development should be
included at all in the legal literature.(111)

For the Third World countries, the notion of development derives from two
distinct and complementary factors. One is the historical responsibility for the DCs of
the present state of underdevelopment of the LDCs. Thus, practically all the Third
World demands formulated in various resolutions and other international documents
take as a basis this historical element.(}12) From this, the LDCs have developed the
idea that in order to repair this past misfortune, the rich countries must assist in the
recovery of the Third Word economies. In other words, the DCs have the moral duty,

and this is the second element, to participate in the development of the LDC countries.
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To this moral duty the Third World countries opposed for them a right to development
and ask the DCs to recognise such a right.( 113) 1t follows from that, that the concept
of development has economic as well as legal and political connotations. In the Third
World’s view, development is not forcibly about economic welfare only. It cannot
either be measured in terms of GNP growth, the number of schools, hospitals or rate of
inflation. The concept of development goes beyond these purely materialistic
considerations to cover a much wider area such as culture, democracy and political
independence. As Brigitte Stern put it: “Developpement, c’est mettre 1’homme
debout.”(114)

Furthermore, disagreement between the Bank and its less developed members in
reaching a common approach to development is aggravated by the institution’s structure
which has been designed for a specific type of development, inspired by a capitalistic
oriented ideology which is not compatible with the LDCs’ view. In terms of law, this
contradiction is reflected in the maintenance of rules of conduct in the Articles which do
not always fit in with the emerging principles that the Third World countries strive to
promote.

As far as the Bank is concerned, the LDCs would have preferred an institution
which would have ideally lent funds to them without conditions; or at least on
smoother conditions than the existing ones. They see in the present Bank’s loans a
kind of purely business like operation, whereas they expected the Bank to be a
“humanitarian” agency which would not only provide unconditional but also unlimited
funds to help them eradicate poverty and overcome their general state of economic
backwardness.(1 1) For the Bank, on the contrary, its lending is a purely commercial
enterprise which is guided by the principles of liberal philosophy which puts profit

before morality or humanism. As E. Rotberg pointed out:

We are not a social agency committed to making transfer
payments to solve the problems of misery or poverty.
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We are a development bank using the most sophisticated
techniques available to facilitate development while
providing unmatched protection and strength for
creditors and shareholders.(116)

It becomes clear from this statement that the Bank means business and that 1t
remains to be seen how the institution can reconcile its business operations with the

development needs and aspirations of its poor member countries.
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Conclusion to Chapter One.

In this chapter, it was essential to state the conditions in which the Bank was set
up, and the kind of relationship it has developed with its members. The first
conclusion to be drawn from this concise overview, is that, although conceived initially
as an international organisation, the Bank in reality belongs to a minority of
industrialised countries, which because of their financial might, exercise a significant
influence on the policy of the institution. Could it have been possible for the Bank to
avoid such a situation? The answer is no, since the Articles of Agreement were laid
down in such a manner as to make Western superiority inevitable. The same Articles
were also responsible for the weakened position of the remaining majority of the
members which come from the Third World countries. Their weakness was "legalised"
through such provisions regarding subscriptions, management and above all voting
powers.

The second conclusion to be drawn, is the difference in the interpretation of the
objectives of the institution between the Bank and its members. For most LDCs, it
appeared that, apart from the name, the Bank has no real connection with the real world
of development. They expected and hoped for a genuine aid giving agency that would
help them overcome their socio-economic problems in a different way than the one
imposed on them. For the Bank, there seems to be no difference between development
and business as far as the institution's functioning and operation are concerned.

McNamara's rhetorics in the early 1970's did not alter the course of the Bank's,
which remained as ever, an agency committed to working on commercial basis.
McNamara's view on "humanising" the Bank lacked the support of the international
financial community, which is the main funds supplier and whose objectives do not

coincide with the development objectives of the LDCs.
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By possessing the money, the Western world extended de facto its authority on
the structure, functioning and policy of the Bank. For the vast majority of non Western
countries, this policy of le fait accompli was unacceptable since it amounted to an
"highjacking" of the Bank by a minority of privileged states, and impeded the
sacrosanct principle of state equality. In 1945, few countries refused to join the Bank
because they did not agree with such a state of things; but for a large number of the
Third World countries, they had no other alternative but to "surrender".

[t 1s against this background of conflicting interest and objectives, that the Bank
opened for business. How the institution will deal with its borrowing members, will

be the purpose of the next chapter.
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Novicki, "Interview with A. W. Clausen", in 30 Africa Report 1985, at 14-20.

67



CHAPTER TWO

THE CONTRACTUAL RELATIONSHIP BETWEEN THE BANK
AND THE BORROWING COUNTRY.

Direct lending to member countries is the major instrument of Bank action. The
loan agreement is the main document governing the contractual relationship between the
state and the organisation. It lays down the conditions upon which the Bank has agreed
to lend and the extent of its financial assistance. The basic legal rules governing the
Bank's Loan and Guarantee Agreement, are laid down in Article III and IV of its
Articles of A greement.( 1)

In their original form, however, the Articles envisaged a Bank that would act as a
guarantee institution by guaranteeing, in whole or in part, loans made by private
investors té fulfill the Bank's purpose as stated in Article IV sec. 2a (iii). In practice
however, the Bank has used its constitutional capacity to extend guarantees only in a
very limited cases, and in 1956 dropped out altogether from the guarantee field.(2)
From a purely legal point of view, abandoning the guarantee field was not followed or
consolidated by similar action on the legislative front. That is to say that since 1956,
the Articles of Agreement have not been amended and the guarantee function remains in
principle valid despite the Bank's acknowledgement of its inutility.(3) The Bank
normally concludes two types of loan agreements and exceptionally a third type of loan

agreement.
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* A loan agreement directly with a government or one of its political subdivisions
e.g. a ministry, for the construction of a particular project. This is by far the most
common and most substantial transaction.

* A second type of agreement is the guarantee agreement which the Bank requests
when the loan is made to another entity, whether public or private, situated within the
territory of the member country. For example the Bank lends to the Tunisian Mining
Corporation and asks for the Tunisian government to support the Corporation's loan by
a government guarantee.(4) Compared to a loan agreement, a guarantee agreement is
relatively less important and comes only in a second position to ensure that the state, as
an international legal person, will give its full economic support in case the national
entity 1s unable to comply with the undertakings laid down in the loan agreement. In
terms of law, the guarantee agreement gives the loan agreement an international
dimension which enables the Bank to transfer indirectly the national entity's
responsibilities to the state which, as a subject of international law, is more
conveniently "justiciable" for the Bank.(®)

Exceptionally, the Bank in "special circumstances" lends funds to governments
for programme lending.(6) This third type of loan as opposed to project lending
consists mainly in the Bank's relief operations in emergency situations such as flood or
earthquake. Such loans generally bypass the ritual procedure of the Bank as they do
not fall in its traditional lending operations, since they are provided for a non
development project.(7) Broadly speaking, these loans are very small in size and
number, and have no specific conditions attached to them; although it may be said that
the Bank, in collaboration with the recipient country, monitors the use of such loans.
Since these loans are the exception, they are not included in the present study.

The request for a loan is made formally either by writing or dispatching a
government representative(s) to the Bank's Headquarters to explore the possibility for a

loan. However, before a formal loan request is filed, the Bank considers whether the
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prospective borrower is eligible for Bank's financing, in accordance with the
provisions of Article III section 4, which set up the criteria on which the Bank grants

loans.
I-Criteria on which the Bank May Make Loans.

Although in theory all members are eligible for Bank assistance (Art III sec. 1a), it
does not follow necessarily that membership in the institution gives automatic access to
the Bank's funds, nor does it mean that loans may be granted on row or quota basis as
1s the case in some other agencies.(S) It is the borrowing country which requests the
Bank for the financing of a particular project. On the basis of a certain number of
criteria laid down in its Articles of Agreement, the Bank studies the borrower's
application and decides whether or not the borrower is eligible for Bank's funds.

The main criteria upon which the Bank concludes loan agreements with its
developing members are contained in Article III of the Bank's Statutes:(9) Broadly
speaking, these criteria are couched in very general provisions and do not define
precisely what the institution aims at, nor do they explain how to achieve such aims.

Taken together, these criteria seek:

to ensure that the Bank's loans are made in member
countries for financially and economically sound
purposes to which these countries have assigned high
priority and that the funds lent are utilised as

intended.(10)

On the basis of such principles, the Bank has created a whole methodology and
lending procedure that has no comparison in any contemporary lending agency. One
explanation advanced by the Bank in its early formative years was that these criteria and

their further extensive interpretation was necessary:
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to prevent a recurrence of some of the unsound practices
characterising international lending in the 19th and early
20th century which led to the great depression of the late
1920's.(11)

This argument provides, however, only a limited guidance for Third World
governments which think that "the Bank invokes quite often these provisions in
justifying some of its policies of omissions or commissions."(12) For them, the
criteria serve as a mere facade for all sorts of actions that the Bank wants to undertake,
but has no explicit constitutional power to do so. In such circumstances, they see the
Bank's criteria as not only imposing on them constraints but also ensuring a large

freedom of action for the Bank's management. As Fatouros remarked:

In perceiving, defining, and proclaiming its criteria and
judgments as technical and non political, the Bank
perhaps mainly provides itself with certain defences and
assurances of security in order to operate effectively.(13)

To avoid lengthy and repetitive discussions, three among the criteria set up in the
Articles and which have been allegedly extended beyond their constitutional limits, will
be singled out for more detailed analysis. These are: the creditworthiness requirement,

the rule of last lender resort, and the specificity of the project.
A- Creditworthiness.

The requirement of creditworthiness finds its legal legitimacy in the vague and

somewhat general language of section 4 of Article III which requires that the Bank:

shall pay due regard to the prospects that the borrower or...
the Guarantor will be in a position to meet its obligations
under the loan [and that] it shall act prudently in the interest
both of the particular member...and the members as a whole.
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One way of being prudent, the Bank thought, was that it was necessary to assess
whether or not the prospective borrower was in a position to meet its future financial
obligations born out of the loan agreement, without undue strain.(1® In so doing, the
Bank undertakes a thorough examination of the country's economic performance
involving the study of a variety of indicators for the most part of an economic nature.
This is how Eugene H. Rotberg, a Bank official describes what the Bank's financial

analysts look at, in evaluating the creditworthiness of a potential borrower:

The Bank staff examines the country's per capita
income, and its potential for the future. It looks at the
country's population growth, its savings rates and
vehicles through which saving occurs. It examines the
country's foreign position, its sources of borrowing, its
tax base, and its terms of trade. The staff closely
monitors the potential borrower's external debt- its
interest and principal requirements for the immediate and
forseeble future. It studies the country's reliance on
export commodities, whether one or several and prepares
the economic analysis required to show how the
country's export could be affected by declines in
international commodity prices. It examines the
country's imports and whether imports could be curtailed
in order to conserve the necessary foreign exchange to
meet debt obligations. It examines the country's tariff
structure, its reliance on food and energy imports, its
overall economic health and the relative commitment of

resources to productive and unproductive projects”.( 15)

Despite several efforts to keep creditworthiness within the ambit of economics,
the Bank could not in practice avoid overlapping on extraneous factors, mainly
political. The impossibility of remaining guided solely by economic considerations
was first demonstrated as early as 1949, when the Bank was looking into a loan
application from the Chilean government. At that time Chile was heavily indebted and,

in many cases, in a defaulting position towards its western creditors. In a statement,
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the Bank made it clear that Chile had to clear its previous commitments prior to
consideration of any Bank's assistance.(16)

The 1involvement of the Bank in politics became even more visible with the
accession of many Third World countries to independence, some of whom engaged in
vast programmes of expropriation of local and foreign assets.(17) As most of these
assets belonged to western interests, the Bank stood openly against such acts and, on
the basis of its "prudent policy", made them a bar to the institution's funds. Thus,
expropriations, without arrangements for adequate compensation, was a bar to much
Bank lending than otherwise might have been made to Algena (1964-1973), Indonesia
(under Sukarno) and Iraq (mid-60's), to cite only these few examples.(lg) Explaining

the official attitude of the Bank, Broches wrote in the Egyptian case:

In the UAR [United Arab Republic], when wholesale
expropriations and sequestrations had taken place, and
no moves appeared to be made towards a solution, and
the governments which felt their nationals had not been
fairly dealt with, were some of the major members of the
Bank, we considered that for a combination of reasons,
we could not proceed with financing in the UAR.(19)

This led the Bank to admit that "creditworthiness is not determined by economic
factors alone."(20) And Baldwin to remark: "The Bank has.greatly.diverged from that
provision in the Articles of Agreement which specifically forbids consideration of
political f; actors."(2D) Despite their economic impact, default and nationalisation are in
the first place political acts carried out by sovereign governments. Their insertion in a
loan agreement, in addition to being unconstitutional, is inconsistent with the purpose
of the loan which adresses issues of development assistance. Furthermore, national, as
well as international, law provides various means for states to resolve these and other
kinds of disputes which go beyond the scope of this study.(22) The main concern here

is whether an international organisation, in the exercise of its functions, may actually be
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called upon to act on behalf of a portion of its members for the achievement of their
"private business interests." This led some of the Bank's critics to qualify the

institution as a "debt-collector" (%3) Defending the Bank's attitude, Mason et al wrote:

In order to lend, the Bank itself had to borrow in the
market, and how could it borrow on behalf of
prospective clients who had failed to pay back existing
debts including indemnisation.(24)

Without indulging into a polemic with the noted authors, their logic would have
remained unchallenged, had it not been overshadowed by the subsequent and
somewhat inconsistent practice of the Bank. For as it appears from a general survey of
the Bank's loans, that there are a multitude of countries which have been recognised by
the institution as economically bankrupt, therefore uncreditworthy, but nonetheless
were granted loans on the ground that these countries have accepted that they would
implement the Bank's advice.(23) If the borrower has passed the first test of

creditworthiness, then the Bank moves on to consider the second criterion.
B- The Rule of Last Resort Lender

When considering a loan application, the Articles explicitly forbid the Bank to
lend to any member unless it is satisfied that the borrower is not able to obtain funds
elsewhere under conditions which, in the opinion of the Bank, are reasonable for the
borrower. The official interpretation often advanced by the Bank is that it acts only as a
last resort lender.(?) That is to say, that the institution must be convinced that the
applicant has exhausted all existing sources of finance possible, whether public or
private, before soliciting its assistance. One extreme application of such an
interpretation may well be that the borrower "should be turned down by every banking

house in the world" before going to the Bank.(27) The rationale underlying the last
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resort clause is that it is a restrictive clause. In the particular case of the Bank, the last
lender rule finds a more logical and meaningful interpretation in the context of the
Bank's relationship with the private investment market which the institution endeavors
to promote. This promotion appears first in Article I section 3 stating in part the

purpose of the Bank as follows:

. when private capital is not available on reasonable
terms, to supplement private investment by providing,
on suitable conditions, finance for productive purposes
out of its own capital.

Article III. sec.4(ii) is even more explicit in the sense that it makes loan

agreements subject to the condition that:

the Bank is satisfied that in the prevailing market
conditions the borrower would be unable otherwise to
obtain the loan under conditions, which in the opinion of
the Bank are reasonable for the borrower.

The interesting point which has raised so many questions in the writings of
lawyers such as Baldwin, Fatouros, Broches and many others, is the "reasonableness"”
element. That is to say, the determination of whether reasonable interest could be

obtained is determined by the opinion of the Bank alone. In Baldwin's view:

[Slince the Articles leave to the Bank's officials to define
"reasonable terms"in each specific case, one can hardly
accept the proposition that Bank officials are inhibited in

this respect.(28)

This is what prompted the Bank's critics to react and establish a link between the
Bank and the private financial market.(?9) From a political point of view, the core of
the debate is the commitment by the Bank not to compete with the private (foreign)
market. A commitment which, in the eyes of Third World countries, denotes a certain

"complicity" between the Bank and the business community at large. As one Bank
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official reported:

[T]he Bank is intended to promote private investment not
to compete with it, and does not undertake business
which private investors are willing to transact on a
reasonable basis.(30)

As a consequence, the Bank has been accused of being prepared to finance only
limited branches of the economy of its borrowers, while leaving the others to private
capital.(31) This remark leads to the consideration of the third criteria in respect of this

chapter.
C- The Specificity of the Project.

The legal basis of this requirement lies in the provision of Article III section 4

(vii), which reads as follows:

Loans made or guaranteed by the Bank shall, except in
special circumstances, be for the purpose of specific
projects for reconstruction or development.(emphasis
added)

What is meant by specific project has never met a general consensus among either

lawyers or politicians.(32) In the Bank's understanding,(33)

A specific project is the only safeguard by which the
Bank can assure that its resources are in fact used to meet
[essential] needs is to require, before granting a loan,
that an agreement be reached with the borrower on the
precise purpose of the loan. This is essentially all what
the specific provision implies.(33)

To be even more specific, the Annual Report of the Bank added:
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If the Bank were to make loans for unspecified purposes
or for vague development programs ...there would be
danger that the Bank's resources would be used either
for projects which are economically or technically
unsound or are of a low priority nature... (34)

It follows from this description of a specific project that the project must be of
quite an important size, have a remarkable development impact and generates a
reasonable rate of return. According to the Bank, without such specifications, it would
be impossible for it to judge whether, or to what extent, a loan would be effective in
contributing to the general economic development of the borrower.

One immediate conclusion to be drawn from the Bank's interpretation is that the
specific project approach tends to limit the scope of lending of the institution. Although
such limitation has been rejected by Baldwin and others, the Bank sees such an action
as only "natural", considering the limited amount of money that the Bank is allowed to
raise, and the amount which it can actually lend. (Art. III sec. 3) Furthermore, the
limitation imposed may be, according to the Bank, beneficial to both lenders and
borrowers. Through the specific project, the Bank monitors the use of its money in
such a way that it is not invested in uneconomic projects or "white elephant" projects as
they are sometimes called. The issue has been often raised by the Bank that a great deal
of U.N. money and some of that of the specialised agencies as well goes into items

which are not high priority items. Supporting the Bank's view, J. Williamson wrote:

The Bank wants to ensure that projects are carried out,
and the money does not just get fluttered away into
building monuments or luxurious airports or in the
pockets of certain individuals. It is healthy to get outside
organisations to give assistance on a project basis, rather
than just handing over money, assuming that the terms
are reasonable.(33)
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Despite the Bank's concern over the use of its monies, and its declared bona fide
intention towards the LDCs, the specific approach as it is interpreted by its officials,
draws a cutting line between "doing good" and "doing business".

The 1nitial reaction to the Bank's specific approach was that the institution would
be looking for projects which could generate a rate of return, make profits and
accumulate capital. There has been considerable criticism from the LDCs of the specific
project approach. It was alleged that such an approach was based on the assumption
that the Bank examines the merits of particular projects in isolation , regardless of the
overall economic situation of the borrower.(3®) This practice seems to have prevailed
in the early lending operations of the Bank but was soon overturned, and the institution

now claims that it does "exactly the reverse™:

It 1s a cardinal requirement, that financing any given
[specific] project depends not only upon its technical and
financial viability but also upon the suitability of the
project within the economic conditions of the country as
a whole.(37)

For, in the Bank's economic logic, it serves no purpose to finance one sector of
the economy if the whole economy is impotent. For no matter how viable or profitable
the particular project proposed may sound, it is not worthy of support if its economic
return is "swallowed" by loopholes in other sectors of the economy. In this case, the
Bank does not want to be seen by its major creditors as supporting ailing economies.
Nor does it want to give the impression that the projects it finances subsidise other
inefficient or uneconomic (e.g. military), sectors of the borrower's economy.(38)

From a purely business point of view, the specific project is strategically
important for the Bank in many respects.1) The financing of the construction of a
hardware (ie. specific) project, a port for instance, not only generates revenues for the
country's economy (imports/exports of goods, taxes), but it also offers guarantees that

the loan will be paid back. Otherwise the Bank would have never allocated the funds
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for the project to be built. 2) Taking the same example as above, a port construction is a
grandiose undertaking, involving advanced technology in marine building, highly
skilled expertise and sophisticated equipment, which can be provided only by the
western industrialised world. In other words, the project has a high foreign exchange
component and, as such, is likely to bring business to the creditors. 3) Financing a
specific project, such as a port, may also find its justification in the long term ambition
that the Bank has always nourished in laying the ground for the private sector be it local

or foreign:

A primary concern in the Bank's financing hard projects,
has been to provide the framework needed for the
expansion of private enterprise, the real motive behind
economic development.(39)

Despite earlier remarks that the Bank has varied its lending policy, the specific
project is an integral part of the rules of the game. As such, the institution has to cling
onto it because, as a constitutional requirement, the Bank is not in a position to depart
from it as it did with the guarantee function. To do so may prompt some suppliers to
cease financing the institution.(40) This is at least in appearance. On more "sensitive"
ground, the specific project option, because of its impact on the borrower's economy,
may prove a useful facade behind which the Bank is in a better position to "advise", or
perhaps better to influence, governments on policies affecting all parts of their
economy. For Baldwin, for instance, the Bank is more interested in influencing the

behaviour of governments than in making loans. Said the author:

Many of the Bank's actions in promoting economic
development are clearly of an actor of international
politics; that is the Bank often tries to induce
governments to behave in ways in which they would not
otherwise behave.(41)
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In its second Annual Report, the Bank refers to the goal of exerting a "helpful
influence" on member governments in order to persuade them to remove trade barriers
and adopt sound financial programmes.(42) The third Annual Report clarifies even

further the objective of the Bank as seen by its administrators:

[t seems clear that the real measure of the Bank's
effectiveness will be, not so much the number of its
loans and guarantees, significant as they may be, but
rather its success in influencing attitudes. In promoting a
realistic constructive approach to development problems
on the part of its members and in fostering a greater
degree of confidence among investors.(43)

As will be seen shortly, the Bank's "helpful influence" starts the very moment the
Bank dispatches its fact finding mission to the borrower's country. The actual process
of investigation usually falls into two general stages, although in some cases both may
proceed more or less concurrently. Whereas the first stage is concerned with the overall
investigation of the economy of the borrower, the second stage is rather limited to the

examination of the project(s) selected for financing.

II- The Various Stages Leading to the Conclusion of the Loan

Agreement.

A mere application for a loan does not necessarily imply acceptance by the Bank
to finance the project. Wherever possible, the Bank prefers to hold informal exploratory
discussions with prospective borrowers before any formal loan request is filled. These
discussions enable the Bank to determine whether the economic conditions of the
borrower are favourable for Bank financing; if not, to indicate to the prospective
borrower what kind of information the Bank will wish to have concerning the project to

be financed. This is the beginning of the first stage.
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A- The Study of the Economy of the Borrower.

When considering a loan application from a member borrower the Bank starts by
sending representatives and experts (known as a Bank mission) to the applicant country
for a preliminary investigation on the state of the economy of that country.(44)
Although as already stated, the Articles did not say anything about technical assistance,
the Bank soon "discovered" that, in applying for loans, its less developed members
were not likely to present well prepared project proposals without the Bank's
intervention.

The Bank's decision to undertake investigations of economic conditions in its
LDC members is followed by a series of missions. The aim of these missions is to
obtain for each member country an inventory of development problems and progress,
which could later be updated and expanded. As they were lacking the explicit support
of legislative enactment, these missions were, quite surprisingly, justified on moral

grounds. This was made clear in the Fifth IBRD Annual Meeting:

[t is a combination of technical and financial aid which is
the new aspect of the Bank's program and the one which
gives the most promise that the program may be
effective. The Bank recognizes that when it sends out
such a mission, it assumes a moral obligation to help,

with its financial resources, in the development of the
country concerned. .. (43) (emphasis added)

As stated earlier, the Bank's intrusion into the borrower's economy started as
earlier as 1949 when the first loan to an LDC, Chile, was being discussed. Despite
strong pressure from the Chilean government, the Bank management insisted that
before it could proceed with the loan, it had to know more about the Chilean economy,
and about the project. An economic mission was later dispatched, and from that time

onwards feasibility studies were required before any financing was undertaken.(40)
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From the legal standpoint, The Bank's Statutes are silent on the establishment of
country economic missions. At the begining of the Bank's operations, there is no
formal provision or any clear indication in the Articles of Agreement which empowers
the Bank to carry out such an investigation'(47) The main reason advanced by the
Bank's own repeated statements is that it wants its resources to be spent with prudence,
soundness, effectiveness and similar vague and imprecise terminology. On the basis of
such a vocabulary, the Bank has developed one of its most exceptional techniques
which is the right to set foot inside the borrower's economy.

There is, however, no certainty about the uniformity of such practice in the
Bank's subsequent lending because of the lack of legislative reference. According to
the Bank's critics these missions were selective and sent only when the institution had
doubts about the economic performance of the borrower.(48) 1t was not until the
seventies, a decade which coincides with the emergence of the Third World in the
international arena, that the Bank formally enacted the country study mission as a legal
requirement prior to any lending assistance.(49) The description of the work of such
missions may be briefly related here as it plays an important role in the whole process
of the Bank's lending operations.

Before a country study gets underway, the Bank and the borrower set up various
objectives and agree upon various commitments. One of the most important of these
commitments is that the borrower government agrees to open its books and provide all
the necessary information that the Bank's staff may deem relevant to the completion of
their study. In principle the purpose of these missions is technical in nature, since the
Bank is required by its Statutes to "pay due attention to consideration of economic
efficiency, without due regard to political or other non economic considerations. (Art.
III sec. 5 (c)) The task is enormous and time consuming, as is formally acknowledged

by the Bank's officials:
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The amount of time it took to process loan proposals, the
interrogations involved and the elaborate documentation
required by the Bank at all stages of lending gave rise to
understandable impatience among borrowers.(30)

Information gathered is varied and covers practically all aspects of the borrower's
economy, education, transport, health, energy, employment and defence spending. In
the light of this overall analysis, the Bank produces a report upon which it makes its
own judgement and defines its lending policy vis a vis the prospective borrower. The
Report usually opens with a debt table and a data sheet that scrutinises in minute detail
the external financial position of the borrower. (This is in fact the outcome of the
creditworthiness test discussed earlier). Then the report moves on to a broader analysis
of the economic conditions of the borrower. Under the heading "The Economy Of The
Country", a host of information is brought into light, compiled, analysed and
commented on.(®1)

The reasons underlying the necessity of such in-depth investigation are manifold.
The Bank needs that kind of overall view in order to assess the economic performance
of the borrower and decide whether or not to start the loan proceedings. Another reason
the Bank is interested in such findings is to pinpoint the deficient parts or sectors of the
economy and situate the project to be financed within the general framework of the
borrower's development programme.

Country economic studies carried out by the Bank's missions are in theory
confidential and their use in principle restricted only to the Bank management and the
borrowing government.(sz) This latter may take advantage of the Bank's
professionalism and expertise and use the report's findings for its own purposes. The
borrower can, for instance, introduce changes in its economic policy, restructure some
parts of it or review its entire economic strategy. He may also, in the light of such

reports, request the Bank's financial assistance to carry out such programmes. There
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are also occasions where the reports may be used by other governments and/or
international organisations which happen to be engaged in the economic development
and aid assistance to the borrower.(53) In these cases, known as aid consortia, the
Bank's reports are said to contribute more efficiently to the ventilation of these
collective efforts. Critics of the Bank, however, allege that such confidential reports
are quite often made available to private bankers willing to invest in a particular
country.(54) For the Bank, the most immediate effect of the country economic study is
to determine the priority sector in the country for lending. It isonly then that the Bank
considers whether the project submitted to it is worth funding. As in the country study,
the Bank also needs an in-depth analysis of the sector it finances. This is the second

stage of the loan project.
B- The Sectoral Identification.

Once a decision is reached in principle on the appropriateness of the loan, the
Bank proceeds to a second investigation directed mainly to the particular project(s)
selected for financing. The procedure is commonly known as the Project Cycle and
aims at a thorough examination of the project proposal from conception to completion
and operation.(ss) Projects submitted to the Bank may take two different forms; a) The
project may be limited to a particular sector of the economy such as
telecommunications, or b) the project may be only a portion of a large sector such as the
construction of a railway which is itself part of the transportation network. Both forms
of projects present different approaches, but in general they undergo the same
itinerary.(56)

When considering a particular project, the Bank always insists that it must be well
prepared. In principle it is the applicant candidate who is responsible for such
preparation. He must provide to the Bank, together with the loan application, a

complete description, technical, financial economic and so forth of the project to be
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financed. In most cases, however, a candidate which is a less developed country may
be unable to satisfy the Bank's high requirements and eventually may fail in his
application.(57)

According to the Bank's own testimony, loan refusals have been quite frequent,
especially in the early lending operations of the institution. The Bank has always
complained that it does not receive a significant number of well prepared high priority
projects to use all the funds that could be made available. In his statement before the
UN ECOSOC in 1950, President Eugene Black emphasised that the reasons why the

Bank has made so few loans to LDCs:

had not been so much the lack of money, but the lack of
well prepared and well planned projects ready for
immediate execution.(58)

The obstacles in the L.D.Cs to the making of well conceived "bankable" projects
include, among other things, the shortage of skill and expertise in various areas, the
low level of education, and the lack of well formulated development plans. There are,
however, limited ways for the L.D.Cs to get their projects appraised. They can obtain
expert assistance from some international organisations for projects in which these
institutions are specialised; namely, UNDP for industrial projects, FAO for agricultural
projects, and UNESCO for educational projects. These international organisations may
either undertake the feasibility studies themselves, through their own expertise; or hire
consultants to do the job for them for the benefit of the LDCs.(SQ) In this context, the
Bank remains by far the most active institution in feasibility study work because of the
high professionalism which it possesses in almost all fields. Since the 1960's, the
Bank has become increasingly involved in helping the poor countries to organise and
finance a series of projects and sector studies according to the Bank's norms.(60) In

1976, the feasibility study was institutionalised through the creation within the Bank of
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a Project Preparation Facility (PPF) which has since expanded remarkably. The Bank,
however, undertakes feasibility studies only when it is convinced that such studies are
likely to clear a direct channel for Bank investment. PPF then, became the second
"legalised" window through which the Bank penetrates, once again, the borrower's
national economy. For many Third World lawyers and politicians, the
institutionalisation and the use of PPF signals that the Bank's staff will be actively
involved from the first phase of identification, to the completion of the last operation of
the project. As a result, the participation of the developing countries in the preparation
of projects has become even more problematical. On one hand, the Bank's officials

claim that:

Each project is based on close collaboration at all stages
between the Bank and the government.(61)

On the other hand, the Third World countries maintain that the Bank's role in

project appraisal is carried out in such a manner that:

The role of the borrower is overwhelmingly nil, reduced
to a passive attitude [and that], it is the Bank which
decides what is good for the Less Developing
Countries.(62)

This latter view is supported by the Bank's critics who argue that the poor
countries are so weak that they have no say in project preparation except to provide
information.(63) The Bank might, for a number of possible reasons, refuse a specific
loan request. It might refuse the loan on the ground that the project is not sufficiently
high priority for the potential borrower's development. Or that the project is unsound,
too ambitious, or badly prepared. The Bank might also consider that the candidate
could obtain finance on the proposed project from other sources on reasonable terms.

Another reason for the Bank not to lend might be that the project is in a sector in which
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the Bank does not operate (e.g. oil exploration). It might also consider the prospect of
repayment too uncertain, and refuse to lend on the ground of common prudence, which
its Articles enjoin it to observe. This excess of prudence reassures more the fund's
suppliers but suits less the LDC borrowers, which, incidentally, have no defined rules
(or rights) to challenge the Bank's decisions.

During the appraisal of a project several aspects, technical, institutional and
organisational, economic and financial, are reviewed in order to determine whether the
project has a reasonable chance of achieving its objectives, and whether these objectives
constitute the best set of alternatives available for the project at that time. Despite the
fact that the study of the various aspects of a project is within the domain of a multitude
of different disciplines, (economics, engineering, architecture, etc...) a brief description
of their work would illustrate in non technical language the scope and area of the
origins of the so called "Bank's interference" in the domestic affairs of the borrower.
For whatever the Bank does, it has always maintained that it does it on a purely

technical basis, taking into account the sole success of the project.
a)- Economic and Financial Aspects.

It is known that the Bank supports only projects that are financially viable and
economically sound. On the financial side, the Bank's analysis consists mainly in
evaluating the cost of the project during the construction period and the resources
expected to be available. This means, essentially, estimating the cost of goods and
services required, engineering services, allowances for escalation and contingencies,
interest and so forth. Of prime importance, too, is the precise identification of the
origin of the other part of the financial resources i.e.from where the money comes to
meet the project's requirement. Bearing in mind that the Bank provides only a small
portion of the loan, the remaining, (usually the biggest), portion has to be clearly

identified at this stage.(64) Here, the borrower is faced with several options. He may
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provide the rest from another lender who might be a government, a private bank, or an
international organisation.

As a prudent institution, the Bank gives equal importance and care to new loans
from the other co-lenders. The nature of loans, whether long or short term
borrowings, the debt service, and the capability of the borrower to repay are all
discussed in this phase of the project. The economic analysis, however, focuses on a
wide range of parameters that the Bank considers, among which, the rate of return is
particularly controversial.(63)

In order to keep a project economically sound, the Bank's economists have
instituted a 10 percent rate of return that the project must generate after completion.
Below such a figure, the loan might not be granted. The calculation of such a rate is
worked out in such a manner that it will ensure that the project will be both self-
liquidating (i.e.bring back the money spent for its construction) and self-sustaining
(i.e. bring a reasonable return on the capital invested).

Broadly speaking, in making a project economically productive, most of the time
the Bank asks the borrower to intervene in a multitude of "highly sensitive" areas such
as tariffs, pricing, wages, foreign exchanges, investment law and interest rates.(66)
Quite often, it is only by carrying an adjustment in these peripheral areas that a rate of
return may be calculated, and the project made profitable. From the legal point of
view, to carry out these adjustments often involves among other things, legislative
enactment, parliamentary procedure or even constitutional amendment. Furthermore,
these changes have rarely occurred without social unrest which has frequently

threatened the very (political) existence of many LDCs govemments.(67)
b)-Technical and Commercial Aspects.

This part of the project appraisal looks at all the technicalities involved in the

project such as engineering, design and maintenance. Questions may arise here about
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about the location of the site where the project is to be implemented, the choice for the
best route for a highway, or any particular issue relating to the physical aspect of the
project. For example, industrial projects must be planned with reference to the sources
of raw materials, power, skilled and unskilled labour, the infrastructure in place,
(roads, railways, ports). More concretely, technical appraisal is concerned with
questions of physical scale, layout and location of facilities. As such, the findings of
the experts can hardly be said to bring the Bank and the borrower into direct conflict as
this occurred in the study of other aspects of the project. However, the few problems
which might arise in the technical appraisal are of a completely different nature but,
when they occur, may have a far-reaching impact on the whole country and possibly
the whole planet. The Polonoroeste Project in the northern Brazilian state of Rondonia
provides an illustration of the kind of "technical error" that the Bank's technical staff
may commit. In 1982, to ease the migration process, the Bank lent to the Brazilian
government $ 250 million to pave the road to the state of Rondonia. The Bank's
technical experts prepared the project and recommended the financing of the project.
Four years later, the project turned out to be "one of the fastest and most avoidable
case of environmental destruction ever achieved."(68)

Durning the technical appraisal, particular attention is also attached to the proposed
arrangements for the financing operations of the goods and services needed to
construct the project, or procurement as it is known.(6®) This aspect touches upon the
commercial edges of the project, as the main objective is to obtain the best value for the
money spent. This aspect is also particularly "sensitive" for the Bank because it
concerns directly the use of its own resources. For, as stated in the institution's
lending criteria (Art,III), the Bank finances only the foreign components of the project.
Since this part deals mainly with the use of the Bank's money, a great deal of work
has been done by the institution in order to ensure that its money is spent within its

members and without discrimination between them.(70) In other words, the Bank is
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required by its own Statutes to restrict its money solely for the purchase of goods and
services acquired in hard currency in the developed world. As will be seen later these
provisions do not always fit with the borrower's wishes to shop freely and, here too,

disagreement with the Bank often emerges.(71)

C-Institutional and Organisational Aspects.

The Bank always insists that, before a project gets underway, it must be satisfied
that there should be a favourable environment for its construction, implementation and
operation. There is a general consensus among insiders as well outsiders of the Bank,
that it is not the financial, but the managerial and institutional difficulties that are most

Serious:

Experience suggests that it is a good deal easier to
identify and provide the tangible elements of the project-
the civil works,the equipment and the funds needed to
pay for them- than the less tangible project elements such
as the adoption of policy changes or the creation of an
operating entity with a well trained staff and a competent

management.(72)

If such an organisational environment does not exist, and in the case of many
LDCs it does not, the Bank insists that it should be created. The creation of such an

adequate milieu, however, has not been always an easy task. In the words of the Bank:

An accurate evaluation of the institutional capability of
each borrower 1s essential to the successful
implementation of lending operations. But it is time
consuming and difficult.(73)

From the Bank's loans surveyed, it seems that the difficulties stem from the broad

vision that the Bank gives to the project, and what the LDCs consider as going beyond
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the actual limit of a loan. Broadly speaking, there are two main types of institutional

arrangements that the Bank usually presses for.
(i)- The Creation of (semi) Autonomous A gencies.

The Bank regards ownership and operation of the project as important as the
finance of the project itself. Sometimes,when such an authority does not exist, the
Bank insists that a separate entity be created which would be permitted to conduct its

day to day operations and handle its own affairs. As one Bank official remarked:

In our institution, we strongly prefer to deal with the
entities carrying out the projects and we like to see them
enjoy a certain amount of autonomy, believing that there
is a better way of running things.(74)

The rationale underlying such a policy is the Bank's willingness to keep the
authority for the project as far as possible outside the framework of government
regulation and, above all, control. Ina general manner, the requirements that the Bank
seeks, when evaluating the institutional and organisational aspects of a project, may
take one of two forms and sometimes both; a) the borrower may be required to take
positive action in ensuring the Bank that he is ready to comply with the Bank's advice,
and adopt certain policies for the organisation and management of the entity running the
project, b) alternatively, the borrower may be induced to take a negative attitude and
refrain from taking certain measures possibly detrimental to its own as well as the
lenders' interests. If the borrower wishes to act, he must then request and obtain the
Bank's agreement. Problems arise when, for various reasons, the government does
not yield to the Bank's requirements, and in response the Bank witholds the loan, or

makes the creation of such an entity with proper powers, a condition of effectiveness.
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(ii)-The Approval by the Bank of the Professional Qualities of Key Personnel.

To ensure that a project is properly managed, the Bank has also shown a
particular interest in the human aspect of a project. The quality and experience of the
borrower's personnel comes under close scrutiny by the Bank's officials. When the
Bank is not satisfied with the quality of the staff, it asks for additional assurances in the
form of provisions which have to be eventually inserted in the loan agreement.(75) The
provisions usually call for changes in the management and/or improvements in all key
posts responsible for the running of the entity to be made. Depending on the
circumstances of each project, the Bank's concern over the staffing is sometimes
pushed "to the point of insisting on representatives [of the Bank] on the controlling
body [of the borrower's new entity]".(76) It is not usual for the Bank to appoint or
recommend a particular person to fill a specific post. What it does, is to advise on a
certain degree of professionalism to be observed in recruiting the staff for the project as
well as the right to have a say on the people recruited. This extract from a relatively
recent grey report, confirms the Bank's worries over the issue of management of the
project it finances. In this loan, the Bank opposes the presence of a Minister of the

borrowing country at the head of the institution.

The general issue of the composition of the Boards of
public enterprises in {...} is being reviewed by the Bank
in the context of a proposed Public Enterprise
Restructuring Loan; the aim is to make these boards
more professional and effective by including in their
membership people with technical and managerial
experience. The Minister of {...} is serving as acting
director General of {...}. During the current transition
period and until new organisational and management
systems are in place.... A permanent Directory General

is expected to be appointed by 1988. (77)
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The question which arises here is that such expertise advised by the Bank 1s most
of the time available only in the developed countries; and the requirement to their
employment is made compulsory in the loan agreement. From an LDCs point of view,
the use of foreign expatriates presents too many drawbacks, economic, social and even
political. The LDCs are dismayed at the extent to which the Bank loan involves the use
of foreign expertise. They believe that the use of such expertise is very expensive and,
as such , it begs the very purpose of the project, which is a development assistance.
This is how, for example, the point of foreign expertise was brought up, in a

discussion on development lending by an African official banker:

[ know of one project in which a country was involved
and the lender (the Bank), insisted as a condition for
approving the loan that a particular person be recruited as
advisor... It was suggested that the advisor be taken on
at a salary of about 9,500 pounds (prior to 1977 value);
the government considered this salary excessive, because
the President of that country earned less than half this
sum. And here was a person who was supposed to
come as advisor and to be paid from the proceeds of the
loan. But it was a question of taking it or leaving it. [t
was finally agreed to because there was no choice. |
repeat this is not actually perhaps interference but 1t is
something close to it, especially in a poor country, which
has to pay out of the loan for something whose value is
not clear...(78)

Furthermore, such expertise may do more harm than good to the project, in the
sense that it may demoralise the borrower's own civil service, by preventing it from
developing its own intellectual capabilities. Moreover, the danger here 1s that too much
reliance on foreign expatriates may well make the developing countries too much
dependent on foreign expertise with all the consequences that such dependence may
imply. For the Bank, such foreign expertise is necessary to strengthen the capacity of

the civil service and that the expense is unavoidable. Once all major obstacles have
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been cleared "in the field", the Bank invites the borrower to its headquarters to discuss

the details of the loan.
C- The Negotiation of the Loan.

At this stage, the Bank and the borrower meet to reach an agreement on the
proposed project.(79) [t is a meeting dominated by the Bank which unveils to the
prospective borrower the different measures to be taken, if he is to benefit from the
loan. All issues that have been raised prior to and during appraisal to ensure the
success of the project are thus cleared. For example, if the Bank has suggested price
increases, or the use of consultants or any change to be introduced, this is formally
agreed upon during the negotiations. At this stage the borrower may still object to the
Bank's requirements, but he will inevitably lose the loan. In practice this never
happens, as most of the obstacles are cleared well in advance and the borrower, at this
stage, is generally ready to agree to implement the Bank's conditions.

At this stage also, the Bank does not insist that all remedial measures which may
appear necessary in the case of any given country may be completed before that country
may qualify for a loan. On the other hand, the Bank is not normally willing to rely
simply on a representation by the government that such remedial measures will in due
course be taken. The Bank's position is midway between these two extremes. It
requires concrete evidence that the government is actually taking appropriate steps to
establish stability but, once given such evidence, it is usually willing to make a loan
concurrently with the execution of the measures adopted.(go) Once both parties have
agreed on all the details of the loan, the agreement thus reached is converted into legal
obligations binding on both the Bank as a debtor and the borrower as a creditor. A
final report is submitted to the the President of the Bank, who in turn submits the loan

to the Executive Directors ( Administrators), for final approval.
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a)- The Adoption of the Loan.

Once negotiations are complete, and the contract technically formulated, the
President of the Bank submits a report to the Administrators where he recommends the
adoption of the loan. The report, along with other legal documents (covenants), is then
studied by the Executive Directors, and eventually submitted to voting. The loan must
be approved by a quorum of a majority of the Executive Directors who must possess
between them at least half of the total votes. The loan is adopted through a resolution.
The resolution may be reached through a vote according to the majority of voices
expressed, or through a consensus. As already discussed, it 1s very rare that a loan is
rejected at this stage through a negative vote. For, if there is any opposition to the loan,
it is generally manifested in the very beginning of the loan procedure, since the
Executive Directors are usually aware of all the lending programmes of the institution.
Nevertheless, it may happen that some opposition to the loan appears at this terminal
stage from some members.(81) These objections appear in the form of abstention to
the voting or by a negative vote. The reason behind these objections may or may not be
directly linked to the loan agreement. But in most cases, the objections have their
sources Iin bilateral dispute between the borrowing country and the voting Executive
Director of another country, dispute of a completely different nature and which have

nothing to do with the loan proposal.(gz)
b)- Applicable Law.

The question arises whether the loan and guarantee agreements concluded
between the Bank and its members are international agreements, and as such they are
governed by International Law.(83) The question arises because of the mixed nature of

the loan agreements which contain elements from both municipal and international law
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in such a confusing way that it is difficult to ascertain whether the contract is governed
by one or the other, or both, laws.

One view is that Bank agreements lack the explicit support of international law
and, therefore, should be considered as falling within the jurisdiction of the borrowing
state. This view is based on the premise that neither the Articles nor the General
Conditions make direct reference to the application of international law.(84) In these
documents, as well as in the loan agreements, however, there are several express and
implied references to municipal law. For example, Article IV, section 4.10 (General

Conditions) states that :

Any payment required under the loan agreement ... to be
made to the Bank in the currency of a country shall be
made in such a manner ... as shall be permitted by the
laws of such country...

The second and predominant view is that the Bank's loan and guarantee
agreements with its members are basically international agreements governed by
international law.(85) This view is reinforced by the insertion in the General
Conditions of certain standard clauses such as Article X, section 10 (1) which

provides:

The rights and obligations of the Bank, the Borrower
and the Guarantor under the loan agreement, the
guarantee agreement and the bonds shall be valid and
enforceable in accordance with their terms
notwithstanding the law of any state or political
subdivision thereof, to the contrary.

The first declared objectives of this section is that the law of a country on whose
territory the project is carried out cannot prevail over the provisions of the loan
agreement. In other words, member states, or their entities, which are the signatories

of the loan agreement, cannot invoke their national laws to repeal one or several clauses
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of the loan. This precaution is especially valid for the period after the implementation
of the loan. It makes redundant any legislation passed by a state on its territory which
is not compatible with the Bank's contractual obligations. For this reason, the Bank
has always demanded and indeed received, a legal certificate stating that the loan
agreement is in full compliance with the prevailing laws in the borrowing country. Such
a letter is considered as much part of the contract as any other obligation in the loan
agreement. Infringement of its content is treated as infringement of any of the initial .
clauses in the original loan agreement.(86)

This is a particularly sensitive point for the Legal Department of the Bank.
Lawyers in the Bank fear that since they are dealing with sovereign states, there is
always the possibility for governments to overrule unilaterally existing laws, or repeal
international engagements. So the very purpose of section 10 (1) is precisely to recall
the principle of the inopposability of internal law to international agreements. Indirectly
therefore, the Bank has excluded the application of the borrower's domestic laws and
has underlined its preference for international law. Broches, who has discussed this
question in a lecture given at the Hague Academy, concluded after a thorough
investigation into some legal aspects of the Bank, that the Bank's agreements are

governed by international law. He justifies his findings by saying that:

The steps by which I reached this conclusion were that
the Bank is a subject of international law, that it has
treaty-making capacity, that that capacity extends to the
conclusion of loan and guarantee agreements and,
finally, that the Bank's loan and guarantee agreements
with its members are concluded in the exercise of that
capacity and are intended to be, and are, governed by
International Law."(87)

Broches cited as evidence of his findings:

» The Loan Regulations of the Bank (referred to as the General Conditions)
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* The registration by the Bank of its loan agreements with the Secretariat of the
United Nations in accordance with the provisions of Article 102 of the U N
Charter.

In practice, the Bank has always avoided entering into conflict with its members,
and cases to support which law applies to the Bank's litigation do not exist in the
absence of precedent in the lending history of the institution. Although the lack of an
express provision in the Bank's Statutes of a particular applicable law may be of some
doctrinal significance, in practice, the question has never been raised. Comménting on

this precise point, A. Fatouros remarked:

As 1n so many other instances, it is the actual practice of
the Bank rather than the doctrinal debate that appears to
provide the answers.(88)

The question is unlikely to arise in view of the lengthy procedure followed in each
loan as described earlier. Furthermore, it is not in the member's interest to come into
conflict with the Bank by, for instance, cancelling unilaterally its contractual obligations
with the institution, or altering previously agreed arrangements. For, as in the case of
default discussed earlier, cancellation, or non respect of the loan agreement provisions
carries serious consequences on the reputation of the borrower and may put at risk its
future lending from both the Bank and other suppliers of resources.

Last, but not least, it is equally important for the Bank not to get involved in
repeated and endless legal disputes with its borrower members. This would only
impede the course of its operations and, more importantly, damage its reputation and

credibility vis a vis its creditors upon which it is so dependent.
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Conclusion to Chapter Two.

Between the request and the granting of a loan, the Bank has developed a policy
which enables it to maintain direct relationship with the borrower through the life of
each loan. In developing such a relationship, the Bank appears to be not only interested
in supplying money, but it was equally anxious to know in minute detail, how such
money should be spent by participating directly in the realisation of the project(s) it
finances.

Under the umbrella of technical assistance, the Bank undertakes a thorough
examination of the borrower's economy, before going on finally to agree to finance a
modest fertilizer plant. By qualifying its criteria and actions as technical and non
political, the Bank aims at several objectives. In the first place, the Bank claims that it
wants to establish a certain financial discipline, which, it alleges is missing in most
LDCs and which is imposed on it by its limited resources.

Secondly, by resorting to technicalities, the Bank's management tries to fill a legal
vacuum left by the Articles of Agreement concerning the agency's intervention in the
field of development. Thirdly, and perhaps more importantly, by emphasising on the
technical aspect of its action, the Bank wants to free itself from the common constraints
on non intervention that the international order imposes on public organisations.

The Bank technical and financial superiority gives the loan agreement between the
institution and the borrower a particular taint, that makes the contract looks more like
un marriage de raison que d' amour. In theory, borrowers are associated in all stages
leading to the conclusion of the contract. But in the absence of a real bargaining power,
the LDCs appear more like executing agents than authentic partners. This second class
position in contract making makes the borrowing LDCs more vulnerable to the Bank's
demands. Italso explains to a large extent, the impact of the Bank's policy on the laws

and institutions of the borrowers, as will be discussed in the following Chapter.

99



Notes to Chapter Two

19

An interesting legal analysis of the Bank's loan agreements is found in A.
Broches, International Legal Aspects of the Operations of the World Bank, in
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