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Introduction

"Do you believe the World Bank will play
an important role in Peru during the next
decade?"

"Yes, because I believe there has been an
important evolution in the World Bank's
policy; it is now participating in sec-
tors in which it did not participare be-

fore, and these are precisely the key sec-
tors for Peru during the coming years.'" (1)

This was the answer given by Manuel Ulloa, Peru's desig-
nated Prime Minister and Minister of Economy and Finance, in an
interview in June 1980, several weeks before the recently elec-
ted government was to assume power. During 20 months in office,
the new Peruvian administration has begun to work very closely

with the World Bank.

Two basic areas of cooperation seem to exist. First, the
government expects to become a major recipient of concessional
loans from the World Bank, aiming to borrow between US $300 and
$350 million annually (2). Second, the Bank seems to be strongly
increasing its influence over the new administration on economic
and policy issues. So far, the Bank has prepared an important

report, PERU: Major Development Policy Issues and Recommenda-

tions, in which it outlines economic priorities in the macro-

economic development planning process. The Bank has also worked



with the government in the selection of 88 specific projects,
known as the Investment Plan 1981-85, that would require pub-
lic and private international financing. This work culminated
with a meeting held in Paris in May 1981 of the Consultative
Group of International Financing, in which these 88 projects
were offered for financing to the representatives of 26 bilat-
eral agencies and officials of all the multilateral fimancing
institutions (3). It seems clear, therefore, that the Bank will
play an important role in Peruvian development during the years

to come.

This paper focuses on some of the organizational, politi-
cal and economic issues involved in the World Bank's lending
policies to the Less Developed Countries (LDC's) in general
and to Peru, as a case of study, in particular. Although much
has been written about the World Bank as an institution, often
considered interventionist and neoimperialist (4), and about
how it functions, little is known on how the Bank works in spe-
cific countries from a historical perspective and from an out-
sider's viewpoint. To understand the policy issues involved in
World Bank lending programs it is indispensable to see how the
institution works and to understand what its initial objectives
were and how these goals have evolved over time. Therefore, the
first part of this study will attempt to explain the general op-

erations and activities of the Bank. The second part will analyse



the role of the World Bank in Peruvian development. Some
of the issues I will discuss include the extent to which
the Bank has been a sucessful source of financing, the cri-
teria used by the Bank to approve Peruvian requests for eco-
nomic assistance, and the degree of leverage, if any, the

Bank has in Peruvian internal affairs.

I would like to stress one final idea that, although
not explicitly developed in this paper, will underly many

of the things that will be said and, in a sense,is a general

)
framework to what I shall study. It is the idea of how theo-
ries of development have changed during the laékZO years, es-

pecially during the last 10 years.

What some authors (5) call the "first generation' of de-
velopment theories were mainly concerned with the problems of
economic growth and accumulation. The main goal of development
was understood to be the need for a substantial increment in
productive investment. The magic formula was, therefore, the
rate of growth of the Gross National Product (GNP). Since the
industrial sector was the most important engine of growth, the
efforts of most governments and international organizations
were concentrated in promoting industrialization, while the
traditional agricultural sector was relatively neglected. The

additional investment needed to create an additional unit of



output, the incremental capital/output ratio, became a basic

question in economic discussion.

But as Hurni points out (6), this conception of the de-
velopment process seemed to be mistaken in several of its
assumtions and had not taken into account other, often non-
economical, factors. Some of the wrong assumptions, experience
had demostrated, were the idea of perfect competition in an
integrated national market and the idea of capital accumula-
tion within a steady growth path. First generation theories
failed to consider the fact that in many poor countries, es-
pecially in Latin America during the 1960's, the recycling
of surplus capital by entrepreneurs was not usually reinves-
ted in productive areas in order to accelerate growth but, on
the contrary, was often spent in unproductive activities. No
consideration was given as well to the fact that in the poor
countries agriculture was not sufficiently highly developed
to constitute a basis for industrialization, as had been the

case in Europe during the Industrial Revolution.

"Second generation" development theories were more con-
cerned with problems of allocation of resources than with prob-
lems of accumulation. More importance was given to income dis-
tribution and to the quality rather than the quantity of in-

vestment. The importance of the agricultural sector was dis-
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covered, with its great potential for employment generation.
As a result, most international development banks reorient-
ed their lending policies from highly capital-intensive proj-

ects to more labor-intensive projects and programs.

As Mahbub ul Haq points out (7), the thinking of ecomo-
mic development had undergone a quiet revolution in the 1970's.
The essence of this revolution was quite simple : economists
had finally graduated from a fascination with the intermediate
means of development to a consideration of its ultimate ends.
They finally recognized that although the growth of Gross Na-
tional Product (GNP) is absolutely necessary, it must be di-
rected intelligently toward the problems of mass poverty. While
development theories still need to consider how to increase
production, they have finally added the more fundamental ques-

tion: for whose benefit?



I) The Bretton Woods system

During the final months of World War II, the allied
countries, particularly the United States and the United
Kingdom, were already concerned with the post-war economic
situation. The war had left a great part of Europe destro-
yed, and many countries that were suppliers of raw materials
during the war period had suddenly become aware of their stra-
tegic importance and of the disparity between their importan-
ce and their situation of poverty and marginality. The plan-
ners and negotiators of the allied countries, aware of this
situation, had three objectives in mind for the post-war years:
external resources for the reconstruction of the European coun-
tries; financing economic development in the poor regions of
the world, particularly in areas that supplied raw materials;
and expansion of trade and investment abroad, especially to

prevent a post-war economic crisis in the United States (8).

Although informal conversations had already begun before
the war had ended,the allies did not officially agree upon
structures to accomplish these three goals until the Bretton
Woods conference in July 1944. Three international organiza-
tions were to be established: the International Monetary Fund
(IMF),/International Trade Organization (ITO) and the Inter-

national Bank for Reconstruction and Development (IBRD). The



IMF would repair the disintegration that had befallen the
international monetary system prior to the war and would
regulate monetary policies in order to prevent internatio-
nal monetary crises in the future. As the years have passed,
the IMF has increasingly played a ''confidence building' role.
Its approval of a nation's economic policies allow that na-
tion to more readily obtain financial assistance from capi-

tal-exporting countries.

The ITO would work to liberalize trade, to reverse the
protectionist and discriminatory trade practices that had mul-
tiplied during the pre-war depression years. The ITO was never
created because of the opposition of the United States Congress,
but the basic idea was crystallized in the General Agreement on
Tariffs and Trade (GATT). The third institution, the Internatio-
nal Bank for Reconstruction and Development, would stimulate
and support foreign investment, which had declined to insig-

nificant amounts during the war.

The initial proposal for the IBRD was made by the United
States Treasury in November 1943 in a document known as "Pre-
liminary Draft Qutline of a Proposal for a Bank for Reconstruc-
tion and Development of the United and Associated Nations' (9).
The emphasis of this proposal was that investment capital

should be provided to LDC's and Europe primarily by private



investors. Thus, it would be necessary, particularly in the
immediate postwar period, to encourage private investment by
sharing the risks and providing actual funds from the Bank

as a supplement (10). Some of the major issues of the pro-
posal were as follows: the Bank should grant loans to or
through government or political subdivisions of the member
countries on an untied basis; the Bank should be a "lender

of last resort" (1l), that is,the Bank should grant a loan
only after commercial banks or other financial institutions
demostrated that they were not interested in the project (12);
the Bank would have a certain amount of control over the fea-
sibility and execution of the project or program, although it
was clearly understood that the Bank would not interfere in
internal political aspects of the borrowing country and that
only economic considerations should be evaluated when appro-
ving or rejecting a loan petition; and, finally, the IBRD
would only lend under special terms: concessional loans with

low interest rates and long periods of repayment.

Although most of the countries participating in the Bretton
Woods Conference were in agreement regarding basic considera-
tions, there were two related areas in which participating
countries maintained opposing views and which have played a
key role in the lending policies of the Bank. One of these

areas was the controversy over the purpose or destiny of the



World Bank's loans. Under the initial United States proposal,
financing would be provided to specific projects under the
understanding that loans would only be granted to help in-

crease the productivity of the borrowing country (13). This

approach gave the Bank much more leverage, since it could
directly control the use of the money being lent. Article I
of the final Charter of the Bank indicates that its purpose

is to "facilitate the investment of capital for productive

purposes'. In June 1944, the United Kingdom proposed alter-
natively that the Bank not only lend for specific projects

but, in addition, should make loans "of gold or foreign exchan-
ge to a member country'" to help it in critical balance-of-pay-
ments situations (l4). This later became a very important

issue since the US Congress, adopting a different view from
that of the Executive branch, wanted the Bank's functions to

be enlarged so a to permit it to make long-term stabilization

loans (15).

A compromise solution was finally reached. The Charter of
the Bank stated that loans would be made for specific projects
"except in special circumstances' (16). This was the®interpre-
ted by the Executive Directors as permitting loans other than
for specific purposes (17), and, in practice, has been the
"legal window" through which the Bank was able to shift the

emphasis of its loans during the 1970's from highly capital-
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intensive projects to more general ''structural adjustment"

loans.

The other related are in which no consensus was initially
reached was that of the emphasis that should be given to the
Bank's operations: development vis-a-vis reconstruction. Al-
though the issue lost some importance with time, as European
countries turned from borrowers during the reconstruction pe-
riod to lenders as their economies prospered, it is neverthe-
less important to see how countries or regions of the world
understood the role of the Bank and to comprehend what their
expectations towards the Bank were. On the one hand, the Euro-
pean countries stressed the importance of loans for reconstruc-
tion purposes. Some of them were particularly interested in
obtaining loans for restocking their raw materials inventories
or for purchasing gold reserves for their currencies (18). This
attitude was only natural since the war had totally destroyed
the productive sectors of most European countries. Substantial
investment, either private or through multilateral aid organi-
zations, was needed to restore their economies. On the other
hand, the less developed countries worried that if too much
emphasis was placed on reconstruction, the Bank would never
participate in development projects (19). The situation of
Latin American countries was very special. As a consequence

of their important role as raw material suppliers, they had
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greatly increased their monetary reserves during the war
years. However, they had been unable to purchase capital
goods and other manufactured goods because of war-time res-
trictions (20). Thus, Latin American countries saw the IBRD
as the institution that would provide the capital needed

to develop the major economic sectors.

The Charter provisions left the question of priority of
purposes entirely to the discretion of the Bank. Article III,

Section 1 (a) of the Articles of Agreement, provides

(a) The resources and facilities of the
Bank shall be used exclusively for the
benefit of members with equitable con-
sideration to projects for development
and projects for reconstruction alike.

The other two institutions that comprise the World Bank
Group are the International Development Association (IDA) and
the International Finance Corporation (IFC). The IDA, to which
we will only refer incidentally because of the similarity in
standaﬁ& and policy issues to the IBRD, was established in
1960 to assist the poorest less-developed countries by provi-
ding development capital on very favorable financial terms (21).
Its development credits are for a period of 50 years, interest
free, and have a service charge of 3/4 of 17 on amounts due

to be repaid (22).
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The International Finance Corporation (IFC) was formed
in 1956 to assist the growth of the private economic sectors
in less-developed member countries. The IFC gives risk capi-
tal for productive private enterprises in conjuction with
additional private investment. Investments are made in the
form of share subscriptions and long-term loans. The IFC also
provides financial and technical assistance to privately-owned
development finance companies. In particular, it supports joint
ventures which provide opportunities to combine domestic spon-
sorship with capital and managerial experience available in
the industrialized nations (23). We will not study the IFC
because it has not changed its strict private-oriented policies

and has no socially oriented lending criteria.
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II) The World Bank Structure

IL.a. Membership

Membership in the World Bank Group is tied up with mem-
bership in the International Monetary Fund (IMF). Article II,
Section 1 (a) of the IBRD Charter indicates that membership
in the IMF is a precondition to membership in the IBRD and that
IBRD membership is, in turn, a prerequisite to membership in
the IFC (IFC Charter Article II, Section 1) and in the IDA (IDA
Charter Article II, Section 1). Why has membership in the IMF
been so important a World Bank membership criterion? The basic
reason seems to be that the drafters of the Articles of Agree-
ment were concerned about continous monetary instability and
considered acceptance of the monetary discipline imposed by the

IMF as necessary for eligibility for long term loans (24).

Since World Bank Group membership requires IMF membership,
one must look at the provisions of the IMF Agreement regarding
membership in order to discover the required status of the
members of the World Bank Group. Article ITI of the IMF Agree-
ment refers to "countries" whose "governments' accept member-
ship before December 1945 as original members and those who
accept membership after December 1945 as admitted members. This

unusual terminology, which in international law usually refers

-13-



to "states'", raises two general questions (25). The first
question concerns the effect to be derived from an agreement
that refers to ''governments'" in the context of membership. To
what extent are national institutions, e.g., legislative, ju-
dicial, private corporations, bound by the provisions of the
agreement? Does ''governments' mean only the executive bodies
or does it include other national entities that are part of

a state? By examining the IMF as a whole, one can see that
many member obligations imply actions that go beyond the ju-
risdiction of the executive and they have been so understood.

Two examples will illustrate this point.

(1) Among the obligations for membership is the require-
ment that members assign large amounts of money to be used by
the Fund in its general operations. In most countries, this
appropiation cannot be made solely by Executive agreements,
but requires special legislation. Therefore, although the ne-
gotiation process to become a member can be performed exclu-
sively by the Executive, there will necessarily be legislative

intervention when it comes to the assignment of funds.

(2) Article VIII 2 (b) of the IMF Agreement provides that
exchange control contracts that involve the currency of a par-
ticular member shall be unenforceable in territories of any

member if contrary to that particular member's exchange control
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regulations. Some judicial decisions from member countries
indicate that courts consider themselves bound by this pro-

vision of the Agreement (26).

Apparently, then, one can conclude that the reference
to "governments' as members in the IMF Agreement, and there-
by in the World Bank Group, was not intended to have a meaning
different from that which would have resulted had the members

been referred to as ''states'.

The other question that the unusual terminology in Article
II of the IMF Agreement raises is wether the drafters, by using
the word '"countries'", were considering entities other than
states to be eligible for IMF membership. If a functional in-
terpretation of the Agreement were the basis for membership,
it would have been necessary to admit to membership those
entities that had control over the currency in circulation in
particular territories: states, dependent territories or colo-
nies, and monetary unions. But according to Article XXXI, Sec-
tion 2 (g), separate membership for dependent territories is
not permitted. IMF and World Bank Group practices reinforce
the "state" interpretation; no entities other than states

have been admitted to membership (27).
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II.b. Sources of funds and voting powers

In order to become an independent institution for eco-
nomic development, the IBRD first had to become a Bank; that
is, the IBRD had to become a strong, reliable financial ins-
titution, not only with respect to the member countries that
had formed it, but also, particularly in its initial years,
within the international financial community. Otherwise, it
would not have been able to borrow money from private sources.
This turned out to be a difficult task in light of the world
economic situation in which the Bank opened for business on

June 25, 1946.

Before entering into an analysis of the sources of funds
through which the Bank operates, we will examine how IBRD subs-
criptions were determined and how these subscriptions are re-
lated to the voting power of each country. Discussions concer-
ning IMF quotas and IBRD subscriptions were carried out at
Bretton Woods on the basis of a formula originally devised
with regard to IMF quotas, proposed by the US Treasury De-
partment. The main considerations expressed in the formula
were as follows: the ability of the member to pay its quota;
the frequency with which a country would have to make use of
drawing rights to alleviate balance of payment problems and

the amounts needed to be drawn; and the long-term impact of
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international trade on national income (28).

While IMF quotas established a member's limit on the
use of drawing rights and member countries, therefore, wanted
a large quota in the Fund (29), there is no necessary relation
between a member's IBRD subscription and the amount that the
member can borrow. The correspondence between IMF quotas and
IBRD subscriptions of member countries is not uniform and ini-
tially had been the cause of some disagreement among countries.
After several days of discussion at Bretton Woods, the impasse
was broken by the United States, which accepted an obligation
to subscribe $ 3,175 million, although its Fund quota was
$ 2,750 million. China, Canada and France also accepted subs-
criptions to the Bank that were larger than their IMF quotas,
thus making it possible to reduce LDC subscriptions by approx-
imately $ 200 million when compared to their IMF quota (30).
Latin American countries, having initially proposed for them-
selves IBRD subscriptions of 60% of each country's IMF quota,
finally agreed on 70%, except for Ecuador and Paraguat which

subscribed 647 and 407 of their IMF quotas respectively.

The Bank, therefore, was initially formed with authorized
capital of $ 10 billion US dollars, divided into lOQﬁ,OOO shares
with a par value of $ 100,000 each. During the IBRD's first

year, only 80,245 shares were subscribed to by the 44 original
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members. As a result, the Bank initiated its operations with

a subscribed capital of $ 8,024,5000,000.

The voting procedures rule is that each country has 250
votes plus one additional vote for each share of stock held (31).
The 250 minimum votes per member provision was established in
order to weigh the votes in favor of smaller, economically
weaker countries. In practice, however, these minimum votes,
even when added to the votes entitled hﬂ subscriptions, do not
give small shareholders any significant control over Bank ope-
rations. And as we shall study later, the limitations imposed
in the way Executive Directors are elected makes the formation
of regional groups very difficult. These regional groups could
otherwise vote together, increasing their power over Bank ope-

rations.

Because of its large subscription, especially during the
Bank's first years; the United States by itself cast 347 of
the total votes. Together with the voting power of the United
Kingdom (14.17%) and France (5.887), these three countries
enjoyed a total voting power of 54.287 in 1947. Since Bank
decisions are made by a simple mayority of votes (32), they
had absolute control over the Bank. It is interesting to com-
pare the differences in voting power between Latin American

countries and the five largest IBRD contributors:
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IMF quotas, IBRD susbscriptions and IBRD voting power

(as of August 1947)

IMF IBRD IBRD Number of % Total
quotas (a) Subscriptions (a) Shares votes (b) IBRD votes

Latin America

Bolivia 10 7 70 320 .34
Brazil 150 105 1,050 1,300 1.39
Chile 50 35 350 600 .64
Colombia 50 35 350 600 .64
Ecuador 5 3.2 32 282 .30
Paraguay 2 0.8 8 258 .28
Peru 25 17.5 175 425 45
Uruguay 15 10.5 105 355 .38
Venezuela 15 10.5 105 355 .38

Total 322 225.5 2,245 4,495 4 .80

5 largest subscribers

Us 2,750 3,175 31,750 32,000 34.23
UK 1,300 1,300 13,000 13,250 14.17
China 550 600 6,000 6,250 6.68
France 450 525 5,250 5,500 5.88
India 400 400 4,000 4,250 4.55

Total 5,450 6,000 60,000 61,250 65.51

(a) In US million dollars
(b) Number of votes are determined by adding 250 plus 1 vote per
each share held (Article V, Section 3 (a) of IBRD Agreement)

Source: IMF Charter provisions
IBRD Charter provisions and Second Annual Report, 1947
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Since 1947, subscriptions and voting powers have tended
to change, mainly because new members have been incorporated
into the IBRD, principally newly independent African nations.
By the end of 1981, a total of 139 countries were members of
the World Bank Group. As a result, the US subscription to
the Bank has relatively decreased, although its influence over
the World Bank has by no means declined. The industrialized
Western nations still maintain total control over Bank opera-
tions. The voting power of South American countries, however,
has remained without significant variation. In 1981, South
America, including Argentina which joined the Bank in 194 ,
had a total voting power of 5.40%. The evolution of the voting

power by regions can be discerned from the following table :

Voting power by region over time

August 10,1947 June 30,1967 June 30,1981
Number of Number of Number of
Region members 7 votes members % votes members 7 votes
Africa 2 1.64 34 7.85 46 7.89
Asia 3 11.66 17 15.13 23 18.18
Australasia 1 2.41 2 2.94 2 2.51
Central/South
America 18 8.39 22 8.38 28 8.12
Europe 14 35.72 20 34.35 21 33.42
Middle East 5 2.21 9 3.15 17 5.82
North America 2 37.97 2 28.20 2 24.06
Total 45 100.00 106 100.00 139 100.00

Source : IBRD Annual Reports
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We will examine how each country exercises its voting
rights at a later point, when we study the organization of
the Board of Governors and of the Executive Directors of the
Bank. But let us first complete our discussion of how the IBRD
formed its initial capital and how the Bank has thereafter
become the largest borrower institution in private financial

markets.

IBRD loanable funds basically come from four different
sources: capital subscriptions; earnings from Bank operations;
borrowings in the international capital market; and participa-
tions and portafolio sales (33). Let us examine each source

in detail.

1. Capital subscriptions. According to the IBRD

Charter, capitalization structure is determined in the following

way: (34)
a. 27 of each country's total subscription

must be paid either in gold or US dollars;

b. 187 is to be paid in each country's own
currency;

c. the remaining 807 is not expected to be
paid unless some contingencies occur; it is a guarantee fund

held by the respective governments as ''callable capital'.
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The two percent to be paid by each country in gold or US
dollars has never presented a collection problem. Article II,
Section 8 (a) indicates that this two percent payment should
be made within 60 days from the date the Bank begins operations.
By September 1947, the time of the First Annual Meeting of Bank
governors, $ 143 million had been paid out of a possible total
of $ 153 (35). The only countries which did not make their
payments had been temporarily excused because their metropo-
litan territories had suffered from enemy occupation or hos-
tilities during the war (36). As of 1981, the two percent pay-
ment in gold or US dollars had grown to $ 399,589,000 from

139 countries.

The 187 susbscription, however, did present some problems,
which arose not in connection with its collection, but from the
fact that it could not be freely used by the Bank for loans. Ar-
tacle IV, Section 2 (a) of the IBRD CHarter, which deals with

the 187 subscription in members' own currencies, states:

Section 2. Availability and transferability of currencies
(a) Currencies paid into the Bank under Article II,
Section 7 (i), shall be loaned only with the

approval in each case of the member whose curren-
cy is involved...

Furthermore, if approval is granted and a member's currency 1is

= 2r



thereby loaned by the Bank, Section 2 (b) of Article IV in-
dicates that the currencies received in repayment shall be
exchanged for the currencies of other members or reloaned
only with the approval in each case of the member whose cur-

rencies are involved.

These provisions, then, represented a serious limitation
on IBRD loan operations during its first decade. By mid-1947,
only the United States had released its entire 187 subscrip-
tion. As a result, the Bank had to commence operations with
very serious financial limitations. During its first 15 months
of operations the Bank could use without restriction only the
27 paid in gold or US dollars (approximately $ 150 million) and
the $ 571 million 187 US subscription. By 1949 a few other coun-
tries had authorized the use of their currencies. Belgium had
released $ 2 million (of its 187 subscription of $ 40.5 million),
Canada $§ 8 million (of $§ 58.5 million), Denmark $ 0.1 million
(of § 12.24 million) and the United Kingdom $ 1.9 million (of
$ 234 million).(37)

As individual countries improved their overall economic
condition, especially their balance of payments situation, they
authorized the Bank either to directly use their currencies for
loan operations or to convert their currencies into US dollars.

The advantage of the conversion to US dollars is that amounts
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repaid can again be freely used by the Bank in any of its ope-
rations. US dollar repayments, then, are not subject to the

restriction imposed by Article IV, Section 2 (b).

In 1981, the 187 capital subscription paid in member cur-
rencies totaled $ 3,596,304,000. Out of this total, $ 2,289,419,000
was used with member consent and $ 147,349,000 was subsequently
converted by members into US dollars (38). The remaining
$ 1,159,536,000 was held in non-dollar currencies and was not
loaned because authorization for use had not been granted or

because there was no need for those currencies.

The 807 remainder in each country's subscription is the

guarantee fund. Article II, Section 5 (ii), declares:

Section 5. Divisions and calls of subscribed capital
...(ii) the remaining eighty percent shall be subject
to call by the Bank only when required to meet

obligations of the Bank created under Article
IV, Sections 1 (a) (ii) and (iii).

Article IV, Section 1 (a) (ii) concerns funds raised by the Bank
as a borrower in the capital market of a member and (iii) con-
cerns the guarantees made by the Bank to private investors for
loans made to member countries. This guarantee fund, which has

never been used and will likely never be used, constitutes a
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large reserve that gives the Bank a high rating for its bor-

rowwing in world financial markets (39).

In September 1959, the Bank's capital was more than dou-
bled, from the original $ 10 billion authorized in the Articles
of Agreement to $ 21 billion. Ten billion US dollars was to
come from a doubling of the capital subscriptions of existing
members, while the additional $ 1 billion was to be provided
by the admission of new members and from further increases in
the subscriptions of some existing members. In this process,
the 18% subscription became 97 and the 27 subscription became
17 (40). Since 1959, there have been several additional capital
increases, mainly as a result of the admission of new members.
The total subscribeb capital as of June 1981 was $ 36,614,508,000
out of which $ 32,953,057,000 (that is, 90%) was the uncalled

portion of subscriptions.

2. Earnings from Bank operations. The Bank's year-

ly income comes from three sources: a) interest on loans made by
the Bank either from its own resources (Article IV, Section 1
(a) (i)) or from money it has borrowed in financial markets (Ar-
ticle IV, Section 1 (a) (ii)); b) commissions or commitment
charges due in connection with loans or guarantee made by the
Bank (Article IV, Section 4 (a) for loans, and Section 5 (a)

for guarantees); and c) investment made with money the Bank
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has not yet loaned or would otherwise hold in its reserves.

The important issue raised in connection with the Bank's
earnings is their use or destiny. Two reserves exist in the
Bank's financial structure into which net income has always

been allocated: the Special Reserve created by Article IV,

Section 6 of the Articles of the Agreement; and the General

Reserve created by the Board of Governors in 1950.

The drafters of the IBRD Charter believed a Special Reser-
ve should be created that would be held as a guarantee against
possible defaults on loans. All commissions would be allocated

into this Special Reserve. Article IV, Section 6,states:

Section 6. Special Reserve

The amount of commissions received by the Bank
under Sections 4 and 5 of this Article shall be
set aside as a special reserve, which shall be
kept available for meeting liabilities of the
Bank in accordance with Section 7 of this Ar-
ticle.The special reserve shall be held in such
liquid form, permitted under this Agreement, as
the Executive Directors may decide.

Section 7 (b), which deals with the preference in meeting the

liabilities of the Bank in case of default, provides:

Section 7. Methods of meeting liabilities of the
Bank in case of default
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.(b) The payments in discharge of the Bank's
liabilities on borrowings or guarantees
under Section 1 (a) (ii) and (iii) of
this article shall be charged:

(1) first, against the special reserve

provided in Section 6 of this Article;
(ii) then to the extent necessary and at
the discretion of the Bank, against the

other resources, surplus and capital
available to the Bank.

These provisions created a very solid reserve that could be
used only in case of default. The drafters, however, did not
foresee that the Bank would be a very profitable institution
and that no default would occur in the Bank's first 35 years
as a lending institution. As a resul; the Special Reserve grew
continously from incoming commissions on loans but was never
used for the purposes for which it was created. In response,

the Bank's Executive Directors froze the Special Reserve in

1964,

Net income (41) began increasing very rapidly after 1949,
even after commissions allocated to the Special Reserve. Con-
sequently, Bank executives had to decide whether dividends
were to be distributed to member governments or were to be
kept in the Bank. In 1950, Poland withdrew from membership in
the Bank, and the Executive Directors agreed to pay Poland its

share of net earnings in addition to returning its 27 contri-
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bution (42). After this episode, however, the Executive Di-
rectors decided that the Bank would no longer distribute di-
vidends among member countries. As a result, the Bank created
a General Reserve in July 1950 into which all Bank profits

would be allocated.

In 1964, loan commissions allocated to the Special Reserve
amounted to $ 33.18 million, and the net income allocated to
the General Reserve was $§ 97.43 million. At that time, the cu-
mulative Special Reserve totaled $ 288.13 million (including
the $ 33.18 million earned during 1964), and the General Reser-
ve totaled $§ 560.46 million (excluding 1964 profits). Total
reserves, then, were $ 848 million (43). The Bank's Executive
Directors feared that reserves approaching $ 1 billion would
be subject to political attack. The Bank's objective, after all,
is to use its money for development purposes and not to keep
a hugh reserve, especially since it has a very significant
"guarantee fund" formed with the 907 ''callable'" subscriptions.
Among the proposals that worried Bank executives was the sugges-
tion made by some members of the US Congress that the World
Bank should assume certain deficits of the United Nations sys-
tem (44). In response, the Executive Directors made two very
important decisions. First, the Executive Directors decided not
to allocate any more funds to the Special Reserve; that is, all

income from loan operations would be allocated directly to the
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General Reserve, which was not subject to any Charter restric-
tions but was subject to the discretion of the Bank's Executive
Directors. Second, they decided that the Bank would make yearly
loan transfers to the International Development Assosiation (IDA),

provided that the Bank's financial situation permitted them.

The decisions made in 1950 and 1964 allow several conclu-
sions to be drawn. First, the Bank firmly established that it
would not distribute dividends among its members. Second, the
Special Reserve created by Article IV, Section 6 was to remain
at the 1964 level unless a default occurred. Third, income ear-
nings from Bank operations either were to be allocated to the
General Reserve, to be used for whatever purposes the Executive
Directors stipulated, or were to be loaned to the IDA. In 19381,
the Executive Directors allocated $ 509,103,000 of the $ 610,
103,000 net income earned in the fiscal year ending June 30,
1981, to the General Reserve, And recommended that the Board
of Governors approve the transfer by loan of the remaining

$ 101,000,000 to the IDA. (45)

3. Borrowing money from the world financial markets.

The World Bank's principal source of funds for financing its ope-
rations is borrowings in the internationax capital markets through
the issuance of securities. As we have already seen, these bor-

rowings are supplemented by paid-in capital, accumulated earnings,
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and loan repayments (46). Article IV, Section 8 deals with
the authority granted to the IBRD to issue, guarantee or in-

vest in securities, and says:

Section 8. Miscellaneous operations

In addition to the operations specified elsewhere
in this agreement, the Bank shall have the power:

(i) To buy and sell securities it has issued and
to buy and sell securities which it has guaranteed
or in which it has invested, provided that the Bank
shall obtain the approval of the member in whose
territories the securities are to be bought or sold...

IBRD bonds and securities offerings have been a successful
source of funds for several reasons. Most important is the Bank's
solid capital structure. Not only does the Bank have a very large
reserve ($ 2,566,731,000 as of June 30,1981), but "callable" ca-
pital constitutes the most important guarantee in any internatio-
nal development bank ($ 32,953,057,000 as of June 30,1981). Also
important are the related factors that the Bank has never expe-
rienced a default agg that very strict criteria are used in most
of its economic and financial decisions. As a result, the Bank
has become one of the most creditworthy borrower institutions
and has been able to gain investor confidence. For example, IBRD
bonds are rated "AAA" in the United States capital market, which

means that they are considered risk-free, gelt-edged investments.

(47)
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In general, there seem to be two problems regarding the
collection of resources through the public issuance of securi-
ties. First, there is the problem of qualifying the Bank's
securities for sale or underwriting by governmentally regu-
lated investment organizations, a process which requires le-
gislative action in most of the important capital-exporting
countries. This process was initially a complicated and long
one for IBRD securities (48). This problem became the primary
difficulty Bank executives faced when securities were first
offered in the US capital market. As Asher and Mason point
out (49), the US market initially viewed the IBRD as a peculiar
institution whose securities did not fit into any of the cate-
gories under state laws that made securities automatically eli-
gible for purchase by investors. But after the relative success
of the initial securities issue and through the lobbying efforts
of the Investment Bankers Association of America, several state
legislatures passad bills authorizing investment organizations
to buy IBRD securities. Bank securities were soon considered
such a solid investment in the US capital market that Bank of-
ficials started to offer securities in other markets, thereby

raising currencies other than US dollars.
The second securities-related problem is the determination

of the methods to be used for securities marketing. The Bank

sells securities in two types of markets. First, the Bank may
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place Bonds and other documents on member countries through
central banks and other governmental institutions. This kind
of bond does not present any marketing problems. Second, the
Bank may offer issues to investors; in a public capital market,
this offer is made through investment-banking firms, merchant
banks and commercial banks (50). Prior to 1952, the IBRD usu-
ally sold securities on the basis of agency agreements with

up to 1,700 security dealers. In 1950, the Bank sold an issue
on the basis of competitive bidding, and in 1951 it sold two
issues under sponsorship arrangements. Since 1952, however,

all issues have been sold by negotiated underwriting (51).

During the 1960's the Bank greatly diversified the markets
for its obligations in order to avoid undue dependance on one
particular market. This diversification has become a basic
Bank borrowing policy. During 1981 the Bank borrowed in Deutsche
marks (DM 2,601.8 million), Swiss francs (SF 1,731.8 million),
Japanese yen (¥ 234,000 million), Dutch guider (G 600 million),
British pounds sterling ( 100 million) and US dollars ($ 1,111
million) (52).

4. Participations and portfolio sales. Since par-

ticipations and portfolio sales seek to attract investors to
participate in the loan operation, they are substitutes for

securities issues. Participations take place when the Bank sells
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some part of a particular loan to different investors after

the nogotiation process of the particular loan has concluded (53).
The Bank and the participant enter into a Participation Agree-
ment, according to which the participant agrees to remit the
negotiated-for currencies to the Bank either at the time the
borrower becomes entitled to withdraw those currencies or on
agreed upon dates. In return for these payments by the parti-
cipant, the Bank agrees to give the participant certain amounts
of the principal and interest payments received from the borrow-
er. The participant is usually required to agree that the IBRD
shall have the sole right to administer the loan and to enforce

the obligations of the borrower (54).

Portfolio sales can be distinguished from participations
in some important aspects. As the name suggests, portfolio sales
azme sales to investors of parts of already made loans from the
Bank's established portfolio; that is, they arise after the IBRD
has disbursed the money loaned buy before repayment has been
concluded. In return for the purchase price, the IBRD transfers
the notes issued in accordance with the loan agreement to the
investor. The borrower pays the principal and interest directly
to the purchaser of the obligation in proportion to the purchased
amountThe only rights assigned by the transfer are those that
entitle the lender (the IBRD) to receive payment. The other

rights and obligations between the IBRD and the borrower remain
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unaffected (55).

Participations and, especially, portfolio sales have repre-
sented only a small amount of total funds raised when compared
to funds raised from the other three sources of funds. During
1981 fiscal year, the total amount of portfolio sales added up
to $ 25,470,000. As Asher and Mason point out (56), this rela-
tively small amount of portfolio sales seems to be a result of
the Bank's shift in lending policy away from loans to developed
countries and concentrating its loans in the less developed
world. In the eyes of the capital markets of the world, the
quality of the portfolio has declined. The guarantees of the
governments of most less developed countries are not regarded
with the respect given the guarantees of most Western European

governments, even though the Bank has never experienced a default.
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II.c. Organization of the World Bank

The purpose of this section is to study some of the orga-
nizational aspects of the World Bank: how the drafters of the
agreement distributed the powers over the institution and its
operations, and how these powers have evolved over time. We
will also review the relationship the World Bank has with the

United Nations system.

IT.c.1l. Board of Governors and Executive Directors.

The Board of Governors (Article V, Section 2 (a)) is the
highest body in the World Bank organization. Each member of the
Bank has the right to appoint, in the way its national laws or
administrative regulations determine, one representative to the
Board of Governors, a ''governor', as well as one alternate. The
appointment, according to Charter provisions, is for a period
of five years, and the appointee may be reappointed as many
times as the member country may wish. As a result, state's re-
presentation on the Board may, in theory, be very stable over
time. In practice, however, this stability is only apparent.
Since most representatives are high government officials, usu-
ally ministers or Presidents of central banks or other financial
institutions, they are subject to national political changes.

Governors and alternates, then, will not always remain on the
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Board of Governors for the five year period. As we will see,
the heterogeneous nature of this 'conglomerate'" of represen-
tatives raises several questions regarding the policies of

the World Bank. But we shall first turn to the functions and

powers of the Board of Governors.

One of the basic links between the three institutions that
comprise the World Bank Group is that the representatives to
the IBRD Board of Governors are, at the same time, the members
of the Board of Governors of the International Finance Corpo-
ration and the International Development Association. The Char-
ter provisions of both the IFC (Article IV, Section 2 (b)) and
the IDA (Article IV, Section 2) indicate that IBRD Governors

serve ex officio on the IFC and IDA Boards. Thus, although the

three institutions serve different purposes and, therefore,
carry out different specific policies in their lending opera-
tions, they nevertheless are supervised by the same collective

entity.

The organizational scheme planned by the drafters of the
IBRD is a hierarchical one that resembles that of a private
business corporation (57). All powers of the Bank are vested
in the Board of Governors, but they can be delegated, with some
exceptions, to the Executive Directors. The reserved powers of

the Board are as follows: the power to admit new members and
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determine the conditions of their admission; the power to
increase or decrease Bank capital; the power to suspend a
member; the power to decide appeals from the interpretations
of Charter provisions made by the Executive Directors; the
power to make formal agreements to cooperate with other inter-
national organizations; the power to permanently suspend the
operations of the Bank; and the power to determine the distri-

bution of the net income of the Bank. (58)

The Board of Governors holds one regular annual meeting
to review the year's operations and to decide upon matters that
may not be delegated (59). Special meetings may be called at
any time either by the Board of Governors upon the request of
five members of the Bank or members of the Bank having together
one-fourth of the total voting power or by the Executive Direc-
tors (60). These special meetings, however, have rarely taken
place, primarily because the Board has delegated broad powers
to the Executive Directors and because the Board of Governors
can make decisions without formally meeting under special cir-
cumstances. The latter is the case when the Executive Directors
feel that a decision must be made that should not be postponed
until the next regular meeting of the Board but that does not
require the calling of a special meeting. Governors, therefore,
are requested to vote without formally meeting within a period

determined by the Executive Directors.
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The quorum needed for any meeting of the Board is a
majority of Governors that at least exercises two-thirds of
the total voting power (61). Once the meeting is formally
convened, decisions are made by a simple majority of votes.
There has seldom been a formal voting procedure; the By-laws
contemplate the possible request of a formal vote by a member
but one has rarely been requested. Instead, the President of
the Board usually ascertains the general opinion of the meet-

ing.

An important division one can observe at the Board of Gov-
ernors meetings is the participation of less developed countries
and the frequent opposition of interests between LDC's and deve-
loped countries. This conflict, however, does not usually appear
in the form of open criticism to the institution, but most often
appears as a petition for additional help, as a request to Bank
members to pay attention to the more basic needs of LDC's de-
velopment problems. Speeches delivered by LDC governors are
usually made in representation of a group of countries, and
each governor concentrates on the general needs of the group or
region on whose behalf he is speaking. For example, at the 1971
annual meeting of the Board of Governors, on behalf of 22 Latin
American countries and the Philipines, General Morales Bermudez,
Minister of Economy and Finance of the Peruvian military govern-

ment that had taken office in 1969, stated: (62)

-38-



The amount of the loans directed toward relati-
vely new sectors for the World Bank (agriculture,
education, industry, public social services, tou-
rism, town planning and others) reached a total
of $ 814 million, or around 30 percent of the
overall total. This trend is a positive one and
in expressing our pleasure we recognize the de-
finite beginning of a favorable trend that gives
growing support to our efforts. However, we would
reaffirm the need for a larger volume of resour-
ces to be channeled to the priority sectors of
our economies, where a major impact on producti-
vity levels can be achieved through a real im-
provement in the living conditions of the major-
ity groups of the population, since in economic
development, an objective we are all working
toward, the human aspect is and must be the main
concern.

We will return to this policy issue when we analyze in detail

the role of the World Bank in Peruvian development.

The general day-to-day operations of the Bank are carried
out by the Executive Directors, who perform their functions on
a full-time basis. Although the Executive Directory is usually
referred to as the "executive organ', this term is not suffi-

ciently broad to describe the sui generis nature of the body.

The Executive Directors are something more than just an execu-
tive body because their decisions formulate Bank policy. (63)
Although all powers are vested ultimately in the Board of Gov-
ernors, the Board basically performs a supervisory function.
The burden of policy decisions rests in the body of Executive

Directors. Thus, it is important to analyze its formation,
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function and operation.

The articles of Agreement stipulated that there initially
would be twelve Executive Directors (64). Five of these twelve
Directors would be directly appointed by the five members that
have the largest number of shares in the Bank, and the remain-
ing seven would be elected by the countries not entitled to
appoint directors and would represent the countries that had
cast votes for them. Since the drafters of the agreement had
anticipated that new members would continually join the Bank,
the agreement provided that the Board of Governors could in-
crease the number of elected directors without modifying the
agreement provisions. The Bank currently has 21 Executive Di-

rectors; five Directors are appointed and sixteen are elected.

To elect executive directors, each country, represented
by its governor, casts all of its votes for one candidate. The
sixteen nominees receiving the greatest number of votes will be
elected executive directors but each nominee must first receive
a minimum per cent of the total votes. If the votes cast for a
nominee are less than the lower limit, he is not elected a Di-
rector (at least on that ballot). If, on the other hand, a
nominee's votes reach the required minimum, only those member
countries whose votes were necessary to reach the minimum limit

will be represented by the nominee. The mechanism to determine
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which members' votes elect a director is established in Sched-

ule B of the Articles of Agreement, which declares:

In determining whether the votes cast by a
governor are to be deemed to have raised the
total of any person above (...) per cent of
the eligible votes, the (...) per cent shall
be deemed to include, first the votes of the
governor casting the largest number of votes
for such person, then the votes of the gover-
nor casting the next largest number, and so
on until (...) per cent is reached.

That is, the total number of votes cast for a particular nominee
will be reduced, first by excluding the votes of the country that
voted for that nominee which has the smallest number of votes,
and continuing with the next smallest and so forth until no
further reductions are possible without reducing a nominee's
total votes below the minimum limit (65). These excluded votes

can then be cast for other nominees.

This election mechanism presents two serious problems. First,
it is clear that the mechanism favors the larger subscribers over
the smaller ones, since the former are more likely to be repre-
sented by their firsdléhioicé}director. Smaller subscribers
usually have to cast tﬁEIfobLes several times before their
votes are finally valid in the election of a representative.
Second, the election mechanism kaes the joint representation

of sub-regional groups difficult though not impossible. 1f,
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for example, there were a number of countries that formed a
sub-regional group with voting power sufficient to elect an
Executive Director, their intention could be frustrated by
another member from a different region that wanted to elect
the same representative. If the votes held by the country
that is not part of the sub-regional group are less than that
held by each of the sub-regional countries, then the sub-re-
gional group could still elect their own candidate. But if
the non-sub-regional member possesses more votes than any of
the other countries wanting the same Executive Director, its
votes would be included, while those of the sub-regional coun-
tries with the fewest votes would be eliminated (up to the

point where the minimum percentage is reached).

This voting procedure explains why many regional groups
have not been able to be represented by the same executive di-
rectors. For example, the five members of the Andean Pact (Peru,
Ecuador, Colombia, Venezuela and Bolivia) are represented by
three different directors. Peru casts its votes together with
Argentina, Chile, Paraguay, Uruguay and Bolivia. I do not ne-
cessarily regard this as a disadvantage, but I want to show
the possible diversity in the countries represented by one

Executive Director.

The quorum needed for a meeting of the Executive Directors
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is the majority of Directors that exercises at least one-
half of the total voting power (66). Each appointed direc-
tor is entitled to cast the number of votes held by the mem-
ber that appointed him, and each elected director casts the
total number of votes of the countries whose votes were re-
quired for his election. All votes of an Executive Director
must be cast as a unit; votes cannot be divided (67). Deci-
sions, as in the case of the Board of Governors, are reached

by a simple majority of votes.

The Bank's policies are formulated by the Executive Di-
rectors within the framework of the Articles of Agreement. There
are certain powers expressly granted to the Executive Directors,
while others have been delegated to them by the Board of Gover-
nors. The Articles of the Agreement expressly empower the Exe-

cutive Directors to:

(1) elect the President of the Bank and accept his
resignation (68);

(2) temporarily suspend operations in emergency si-
tuations (69);

(3) negotiate arrangements to see that direct and
contingent claimants are paid off (70);

(4) distribute the assets of the Bank to members
until al assets have been distributed (71);

(5) value assets to be distributed (72);

(6) interpret the provisions of the agreement (73);
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(7) convene the Board of Governors for its re-
gular annual meeting (74) and, in special
circumstances, for special meetings (75);

(8) prepare the annual report to be presented

at the annual meeting of the Board of Gov-
ernors (76).

The general policy of the Bank is carried out by the Exe-
cutive Directors through decisions made regarding the use of
loanable funds. We will discuss some of the policy issues of
the World Bank in more detail when we study the loan opera-
tions and lending criteria of the Bank. But simply with refer-
ence to the organizational structure of the Bank, we can con-
clude that the composition of the Executive Body is of such
a nature that large subscribers have direct control over the
Bank's activities, mainly through their voting power reflected
in the five appointed directors. The following table shows the
percentage of votes cast by the appointed and elected directors

as of June 30, 1981:

A) Appointed Executive Directors Per cent of votes
1. United StatesS.....vceseisssssnssessasnssnocans 20.84
United Kingdom. ¢ v v v iv i ininnrenenerensonnsns 7.44
3, GeTrmMANY .« cev vt erenennersaaascsosssocssonns 5.06
L., FYrance. .. sessiosisss seoaves s sapaoss & s & ssues . 5.05
5. JAPAN. .t ittt e et 5.04
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B) Elected Executive Directors Per cent of votes

1. Bahrain, Egypt, Iraq, Jordan, Kuwait, Lebanon,
Maldives, Pakistan, Qatar, Saudi Arabia, Syria,
United Arab Emirates, Yemen......cceveeeesnnnnnan 5.25

2. Bahamas, Barbados, Canada, Dominica, Grenada,

Guayana, Ireland, Jamaica, St. Lucia............ b.44
3. Bangladesh, India, Sri Lanka........eivveeuennns 4.04
4. Greece, Italy, Portugal.......coviviiiuiennnnnnn 3.73
5. Cyprus, Israel, Netherlands, Romania, Yugo-

S AV iEAn 33.COPAN. « - MEEDDIM + 2« MENADM + - CRAEAM - 3 3.71
6. Austria, Belgium, Luxembourg, Turkey............ 3.56

7. Costa Rica, El Salvador, Guatemala, Honduras,
Mexico, Nicaragua, Panama, Spain, Surinam, Ve-

NEZELAr sxe 5 @ @ 5 c1e e e o558 T alsonnesissaiers 568 NGRS 3.47
8, ChiNa...veeeeeeee. fiosis aEames s s Heess s s i gone 3.47
9. Denmark, Finland, Iceland, Norway, Sweden....... 3.46

10. Burma, Fiji, Indonesia, Laos, Malaysia, Nepal,
S P ORNE - m M A 5le s« cEEEEAAs > s s EEG BN s s cEEE" o+ 2.55

11. Australia, Korea, New Zealand, Papua New Guinea,
Solomon Islands, Western Samoa.......eeeeeeecess 3.26

12. Botswana, Burundi, Equatorial Guinea, Ethiopia,
Gambia, Guinea, Kenya, Lesotho, Liberia, Malawi,
Nigeria, Seychelles, Sierra Leone, Sudan, Swazi-
land, Tanzania, Trinidad and Tobago, Uganda,

Zambia, Zibabwe. ...t ittt ittt 3.12

13. Brazil, Colombia, Dominican Republic, Ecuador,
Haiti, Philipines......ciiiiiiiiniinnnnnnnnnnan a, 97

14. Benin, Cameroon, Cape Verde, Central African
Republic, Chad, Comoros, Congo, Djibouti, Gabon,
Guinea-Bissau, Ivory Coast, Madagascar, Mali,
Mauritania, Mauritius, Niger, Rwanda, Sao Tome
and Principe, Senegal, Somalia, Togo, Upper
Volta, Zaire..u.iee e it inenoianoenoonsannanaasas 2.71
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15. Argentina, Bolivia, Chile, Paraguay, Peru,
UARSEEY . - . 3. F B0« cRERBE . yan s« ope g giom o s 2.59

16. Afghanistan, Algeria, Ghana, Iran, Libya,
Morocco, Oman, Tunisia, Yemen (Peoples De-
mocratic Republic)icemws s e vwveniye s ¢ & waeaes % s s 2.34

Source: World Bank Annual Report 1981

ITI.c.2. Relationship with other organizations

and the governments of member countries

When we studied requirements for World Bank membership, we
saw that membership in the three institutions that comprise the
World Bank Group is tied uo to membership in the IMF; that is,
in order to become a member of the IBRD, IMF membership is a
prerequisite, and membership in the IBRD is a further prerequis-
ite both for membership in the IFC and the IDA. This relationship
between the World Bank Group and the IMF is established in the
Articles of Agreement of each of the three institutions and can
be regarded as a basic institutional relationship. We shall now
examine in a more detailed way how the World Bank interacts with
other international organizations, particularly the United Nations
system. We will then try to point out some important issues con-
cerning the relations the World Bank has with some of its mem-

ber countries, especially the United States.

The basic authority the IBRD has to enter into either formal
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or informal agreements with other international organizations
is established by the IBRD Charter in Article V, Section 8 (a),

which states:

Section 8. Relationship to other international

organizations.

(a) The Bank, within the terms of this agreement
shall cooperate with any general international
organization and with public international orga-
nizations having specialized responsibilities in
related fields...

On November 15, 1947, the Bank entered into a Speciali-
zed Agency Agreement with the United Nations (77), by which
the Bank acquired the status of a specialized agency within
the terms of Article 57 of the United Nations Charter. Bank
officials initially had been reluctant to enter into an agree-
ment with the UN. They feared that the Bank could be subject
to political control and influence if it became a specialized
agency, and that this would endanger its credit rating in the
world capital markets (78). Consequently, when both institu-
tions finally agreed to formalize their relationship the draft-
ers of the IBRD-UN agreement, particularly those working for
the Bank, were very careful in establishing a formal relation-
ship that would secure the Bank's autonomy from the United Na-
tions. Some of the important provisions of the IBRD-UN agreem-

ent provide as follows (emphasis added):

-47-



Article I. General.

Sec. 2. The Bank is a specialized agency establi-
shed by agreement among its member governments
and having wide international responsibilities,
as defined in its Articles of Agreement, in econ-
omic and related fields within the meaning of
Article 57 of the Charter of the United Nations.
By reason of the nature of its international res-
ponsibilities, and the terms of its Articles of
Agreement, the Bank is, and is required to func-
tion as, an independent international organiza-
tion...

Article IV. Consultation and Recommendations.

Sec. 3. The United Nations recognizes that the
action to be taken by the Bank on any loan is a
matter to be determined by the independent exer-
cise of the Bank's own judgment in accordance
with the Bank's Articles of Agreement. The United
Nations recognizes, therefore, that it would be
sound policy to refrain from making recommenda-
tions to the Bank with respect to particular loans
or with respect to terms or conditions of finan-
cing by the Bank...

Article X. Administrative relationship
Sec. 3.,

The United Nations agrees that, in the interpreta-
tion of paragraph 3 of Article 17 of the United
Nations Charter, it will take into consideration
that the Bank does not rely for its annual budget
upon contributions from its members, and that the
appropiate authorities of the Bank enjoy full auto-
nomy in deciding the form and content of such bud-
get...

Thus, the UN-IBRD agreement explicitly recognizes the Bank's
autonomy in three crucial areas: institutional (Article I, Sec-

tion 2), policy decisions (Article IV, Section 3) and budget
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approval (Article X, Section 3). It is not surprising, then,
that the agreement was subject to serious criticisms in the
United Nations. The basic argument against the agreement was
that is would undermine UN authority over specialized agencies,
especially since the UN was then negotiating similar agency
agreements with other organizations. But in the end, and not
without political pressures from some members, the agreement
was finally approved by the Economic and Social Council and
then by the General Assembly. Today, this agreement still re-
mains the basis for the relationship between the UN and the

IBRD.

New relational problems between the two organizations arose
as UN operations and functions diversified. Until the creation
of the Expanded Program of Technical Assistance (EPTA) in 1950,
World Bank officials believed that while Bank's activities
were operational (granting loans), the principal function of
the UN and other specialized agencies was merely to convene
conferences, collect figures and set standards (79). The EPTA
gave the entire UN system an operational role, since its basic
function was to grant loans for technical assistance. Several
years later, with the creation of the UN Special Fund in 1957,
the United Nations further expanded its activities by provid-
ing loans for pre-investment projects. As a result, a shift

took place in World Bank relations with the UN: from a very
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general, often unfriendly and critical relationship with

the UN and its Economic and Social Council, to a more spe-
cific, nearly complementary relationship with the Special

Fund. The World Bank, in encouraging the creation of the Fund,
made certain that the Fund would not participate directly in
the operational phase of projects. The Fund would provide
technical assistance; it would carrybut project identification
and preparation, leaving room for the Bank to finance the proj-
ect at a later stage. The World Bank, like other international
organizations, became an executing agency of the Special Fund,

but it remained independent in its formulation of policy.

In 1966, the merger of the UN Special Fund and the EPTA
created the United Nations Development Program (UNDP) (80).
Since then, the World Bank and the UNDP have worked together
in a series of specific projects, complementing each other's
activities and operations. Robert McNamara, the former Presi-
dent of the World Bank, commented on the Bank's relationship

with the UN Development Program in a 1970 speech as follows: (81)

Since the establishment of the Special Fund
a principal function of the UNDP has been the
financing of preinvestment studies. The prin-
cipal function of the World Bank Group is the
financing of investment projects. Preinvestment
and investment are, of course, two stages of a
single economic process. UNDP feasibility stu-
dies, for example, even when their findings are
favorable, are fully useful only if the projects
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studied can ultimately be financed; and,
conversely, investment projects proposed
to the Bank can be properly appraised
and funded only if satisfactory feasibi-
lity studies of these projects have pre-
viously been made.

During the last fifteen years, the World Bank's relation-
ship with other UN organizations concerned with development,
including those that specialize in particular sector or geo-
graphical areas, have become more extensive and varied. As Asher
and Mason point out (82), the Bank moved from an isolated and
peripheral position in the UN system to a more central role,
while the UN system itself moved from research, discussion and
small-scale technical assistance to active participation in

promoting development at local, national and regional levels.

In the early 1960's, the World Bank decided to expand its
operations into agriculture and education, and further decided
to collaborate closely with the appropiate functional agencies
instead of relying exclusively on its own staff. In 1964, the
Bank formally agreed for the first time to establish Cooperat-
ive Programs (CP's) with the Food and Agricultural Organizat-
ion (FAO) and the United Nations Educational, Scientific and
Cultural Organization (UNESCO). Pursuant to these agreements,

FAO and UNESCO became executing agencies for the World Bank in

-51-



project identification and preparation. CP's assist govern-

ments in the identification and preparation of projects in

sector surveys. The World Bank finances approximately 757

of these projects. (83).

Let us now examine very boadly some of the CP's which

are currently in effect between the Bank and UN agencies (84):

(a)

(b)

(c)

(d)

(e)

(£)

CP initiated in 1964 with FAO primarily funds
missions to study agricultural and rural dev-
elopment problems. In Fiscal 1981, this pro-

gram helped prepare more than 257 of all ag-

riculture and rural development projects ap-

proved for financing by the Bank;

CP initiated in 1964 with the UNESCO to prov-
ide assistance in preparing education projects
and in analyzing educational problems in de-
veloping countries;

CP begun in 1971 with the World Health Organi-
zation (WHO) concentrates on project preparat-
ion and subsector work, such as tariff studies
and manpower-development programs. It also dev-
elops project preparation guidelines for the
use of governments and multilateral and bilat-
eral agencies;

CP with the United Nations Industrial Develop-
ment Organization (UNIDO) emphasizes the sup-

port of employment-intensive artisanal activ-

ities and small-scale enterprises in manufac-

turing and construction;

CP with the UNDP provides financing for energy-
sector project evaluation. (As already mentio-
ned, the World Bank acts as executing agency
for preinvestment projects);

CP with the International Fund for Agricultural
Development (IFAD) provides for Bank assistance
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in preparing agricultural and rural develop-
ment projects for financing by the IFAD or
by IFAD and the Bank together.

These CP's are basically oriented toward pre-investment
activities: project study and preparation. They do not involve
project financing because the World Bank, fearing political
interference in its decisions, always has been very careful
to maintain its hegemony and independence in the provision
of funds. This is related to the structural differences be-
tween the World Bank and the UN system, to which I would now

like to refer.

Several organizational and functional differences exist
between the World Bank and the UN (85). First, as recognized
in the UN-IBRD agreement, the Bank maintains total economic
independence. Second, the voting system in the World Bank is
based on the subscribed capital of each member, while most UN
institutions vote on the basis of a ''one country one vote" prin-
ciple. This is a crucial difference from the World Bank's view-
point, since a ''one country one vote'" principle would immedia-
tely give the Bank a political character, thereby endangering
its prestige in world capital markets and making it very dif-
ficult to carry out its operations under strict economic cri-
teria. Third, very few communist countries are members of the

World Bank; therefore, a further potential source of World Bank
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politization is avoided. A fourth difference is more related

to the day-to-day administrative operations and negotiations
carried on by each institution. While the UN basically deals
with foreign ministries and other sectorial ministries (e.g.
labor, agriculture), the World Bank deals mainly with economic
ministries and central banks. This can have two contrary effects.
On the one hand, this day-to-day contact facilitates economic
analysis under strict productivity and profitability criteria.

On the other hand, it may foster an exclusive focus on economic
considerations that inappropiately disregards the social and cult-
ural dimensions of some decisions. Related to the administrative
issue is another crucial problem: the hiring of personnel with
reference to their country of origin. The UN has to distribute
jobs equitably among couritry members. World Bank selection of
personnel, however, is to some extent '"less politicized". The
Bank has traditionally tried to hire a very efficient group of
professionals for its staff. The Bank considers the origin of
the person to be hired, but efficiency criteria guide its de-

cisions.
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IT.d. Member governments and World Bank decisions

One of the crucial dimensions sorrounding World Bank ac-
tivities is its relations with member governments, especially
with the United States. Our study will focus on the United
States influence over the Bank for several reasons. First, the
US is by far the biggest contributor to the Bank. The US has
played an important role in the Bank's administration and oper-
ations since its creation. Second, as indicated by a Congres-
sional Office Budget report (86), the US influence extends
beyond its calculated voting share. Frequently, the US takes
the lead in advocating positions in which it is then joined by
other members. Third, the US is probably one of the few coun-
tries that has enacted legislation that seems to be inconsistent
with the Bank's Charter provisions, seeking to restrict the use
of loanable funds under certain special circumstances. We will
first give a general overview of the types of foreign aid given
by the United States, their rationale and their effect on the
economies of the recipient countries. Then, we can see the US

has, in practice, tried to influence World Bank decisions.

IT.d.1. Overview of the US foreign aid system

There are basically two ways in which official American aid

is channelled to developing countries (87). Three bilateral aid
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programs extend aid directly to the recipient country. The

US also extends aid indirectly through contributions to mul-
tilateral development banks, the largest of which is the World
Bank. These two types of aid programs serve different political
and economic interests (88). The last decade has witnessed a
great debate concerning which form of economic aid most direc-
tly serves US foreign policy objectives and, therefore, which
form of aid should be primarily extended. It is not surprising
that opposing views have been defended by different recent ad-

ministrations.

Before entering into a detailed explanation of these aid
programs, I would like to comment on some of the broad strat-
egic and ideological issues involved in US economic aid. In an
uncharacteristically lucid global analysis of American foreign
policy, particularly with regard to Latin America, Richard Nixon,
early in his second term, presented a foreign policy report to
Congress, in which he stated the basic objectives of American
aid to developing countries (89). A relevant part of this doc-

ument states:

Basic humanitarian considerations call on us
to assist these countries in improving the
lives of their people. But we also have a ma-
jor economic and political interest in the
growth and stability of these countries and
in their active cooperation.
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Many of these countries have energy re-
sources and raw materials that we will
need in significantly increasing amounts.
Some of them have become fast-growing
markets for our exports. Almost one-third
of US exports went to developing countries
in 1972 and the future growth of these
countries will expand our markets.

Underlying the President's speech, although not explicitly men-
tioned, is the growing military importance of less developing
countries, not only for their strategic import and their raw
materials, but also as a great market for military purchases,
which bacame significant in the case of Latin American coun-

tries in the 1970's.

The substantial private american interests in a great numb-
er of developing countries is another area of concern in American
aid programs. As Smith indicates (90), despite the fact that most
less developed countries remain financially tied to industrialized
lender countries, it is also true that industrialized nations are
becoming financially tied to developing countries. In 1976, US
private direct investment in developing countries had a book
value of more than $ 30 billion and a market valua perhaps double

that amount.

This is the general framework in which US aid programs ope-

rate. Let us now examine the forms by which this aid is granted.
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The US provides direct bilateral assistance to LDC's
through three different channels: the Development Assistance
Program, the Food Aid Program and the Economic Support Fund.
Bilateral aid represents nearly 807 of total US foreign assis-
tance. The remaining 207 has been allocated to multilateral
development banks (the World Bank, the Interamerican Develop-
ment Bank, the Asian Development Bank and the African Develop-

ment Bank).

i) The Development Assistance Program, created in 1961, is
administered by the Agency for International Development (AID),
which had been created that same year to coordinate aid pro-
grams. During its first years, the Development Assistance Pro-
gram was basically oriented toward infrastructure projects, aid-
ing the construction of dams, roads and power plants under a re-
latively unequal, concentrated distribution of benefits among
countries. In 1973, however, the program was reorganized by
Congress with the enactment of the New Directions Act. Pursuant
to this new legislation, development assistance under the pro-
gram was shifted to the agricultural, rural development and nu-
tritional sectors, to the poorer nations of the world, and to
countries attempting to satisfy basic human needs. In 1979, 68
countries received development assistance through AID. Until
1972, the primary recipients of Development Assistance Program

funds had been India (217 of total 1970 aid), Pakistan (117 of
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total 1970 aid) and Brazil (87 of total 1970 aid). As a result
of the New Directions Act, however, their share of aid decli-
ned substantially. In 1979, India received 97 of total funds,
Pakistan 17 and Brazil no aid under the program. Bolivia be-
came. a jaor recipient of AID funds after the 1973 New Direc-

tions Act.

In the Latin American region the primary recent recipients
have been Colombia, Chile and Bolivia. Two significant cases
involving US development assistance to Latin America deserve
mention. First, the case of Peru and the International Petro-
leum Company (IPC), and second, the case of US aid to Chile
between 1970 and 1973.

In the 1960's the Peruvian government was confronted with
the decision whether or not to nationalize IPC oilfields, and
if nationalization was to be undertaken, how to arrange compen-
sation. During the government of President Belaunde (1963-1968),
the US government, in varying degrees, conditioned the availab-
ility and volume of development funds to the settlement of the
IPC nationalization issue, even though no part of IPC's operat-
ions was physically expropiated during Belaunde's term in of-
fice (91). This situation created much political debate in
Peru and was one of the major causes for the coup that overthrew

Belaunde in October 1968. During the entire Belaunde adminis-
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tration, Development Assistance Program aid to Peru totaled
only US $ 90 million. When compared to the aid received dur-
ing these years by Brazil (US $ 1,067 million), Chile (US $ 346
million) and Colombia (US $ 354 million), one can observe how
aid had been purposely kept at low levels in order to pressure
the Peruvian government to settle the IPC issue under terms

favorable for the company.

The case of Chile, although a much more extreme case than
that of Peru, also illustrates the way in which US aid has been
conditioned. Until 1970, when the leftist government of Salvador
Allende assumed office, the Development Assistance aid granted
to Chile had been significant. During the Allende administrat-
ion (1970-1973), grants were substantially reduced. After the
military coup that overthrew Allende, US economic assistance
began to be granted once more to Chile. But as the right-wing
military government continously violated human rights within

Chile, US aid again decreased to symbolic levels.

The following chart shows the evolution of US Development

Assistance in four Latin American countries:
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Disbursements of US Bilateral Development Assistance
Funds, fiscal years 1968-1979 (million US dollars)

Chile Colombia Brazil Bolivia
1968 58 78 194 4
1969 35 101 12 11
1970 18 76 88 3
1971 2 84 79 4
1972 1 93 12 54
1973 1 77 41 17
1974 5 40 5 39
1975 31 14 3 20
1976 21 14 1 22
1977 1 1 1 36
1978 0.5 - - 35
1979 0.5 0.5 - 29

Source: Assisting the Developing Countries: Foreign Aid and Trade
Policies of the United States (Congressional Budget Office,
September 1980), pp. 98-99

ii) The Economic Support Fund is in a sense the continuation
of the post-war Marshall Plan and has been formally reorganized
several times (92). ESF funds are directly allocated '"to promote
economic or political stability" in countries important for US
interests (93). ESF aid, therefore, is granted primarily for
international security reasons. ESF funds have usually been grant-
ed not for specific projects, but for general government purchas-
es, mainly in the US market. More than 407 of ESF funds commited
between 1975 and 1979 were used for commodity-import financing,
approximately 207 for cash grants and around 30% for specific

project aid.
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In the early 1970's, approximately 857 of Economic Sup-
port Fund aid was allocated to South Vietnam. Since the end
of the Vietnam War, a similar percentage has been targeted
for the Middle East, particularly Egypt and Israel, reflect-
ing a change in US security interests. A relatively small a-
mount of ESF assistance is directed toward Latin American coun-

tries and Africa.

Although ESF aid is oriented primarily toward specific
countries of special US interest, this program does not inc-
lude direct military aid. Funds for defense purposes and mil-
itary training are covered by other security assistance pro-
grams, which include (1) the Military Assistance Program, (2)
the International Military Education and Training Program, and

(3) the Foreign Military Sales Financing Program.
The following table shows the amount and percentage of

total ESF assistance given to the four major recipients over a

period of ten years:
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1969
1970
1971
1972
1973
1974
1975
1976
1977
1978
1979

Source :

Amount and percentage of ESF aid to South Vietnam, Israel

South Vietnam

Egypt and Jordan (million US dollars)

299
361
384
385
312
333
188

2

(677)
(717%)
(67%)
(627)
(507)
(52%)
(147)
(0.1%)

50
50

325
700
735
785
785

Israel

(8%)
(87)
(77)
(257)
(627)
(417)
(357)
(397)

(0.17)
(197)
(227)
(397)
(337%)
(427)

Jordan

55
50
45
88
46
70
93
93

(0.8%)
(8%)
(8%)
(77)
(67)
(47)
(3.9%)
(47
(47)

Assisting the Developing Countries: Foreign Aid and

Trade Policies of the United States (Congressional
Budget Office, September 1980) pp. 100-101

During the last ten years, therefore, most ESF aid has been grant-

ed to two regions of the world which historically have played a

key role in US foreign policy.

iii) The Food Aid Program was established in the Agricult-

ural Trade Development and Assistance Act of 1954, and is known

as Public Law 480. The program's purpose is to dispose of surplus

US agricultural goods and to foster agricultural price stability

in the US. There have been several attempts to shift the program's

focus from the disposal of US surplus goods to the alleviation

of hunger through agricultural development. But as one Congres-
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sional report recognizes, '"establishing and maintaining com-
mercial markets for US products remains an underlying object-
ive of the Food Aid program' (94). Furthermore, this report
says that the inherent conflict among the multiple goals is
compounded by the inclusion of political considerations in the

selection of recipients.

Food Aid pursuant to Public Law 480 is granted for donation

or resale under three titles of the Act:

Title I: Concessional Loans for Food Purchases provides for

concessional loans to finance the purchase of American agricult-
ural commodities. Loans are granted over a period of up to 40

years with a grace period of up to 10 years.

Title II: Donation and Disaster Relief calls for the dona-

tion of food by the US for nutritionally vulnerable groups, such

as young children and mothers.

Title III: Food for Development provides that at least 157

of repayments received under Title I shall instead be reinvested
by LDC's in projects, which have to be approved by the US govern-

ment, directed to increase their food supply.

The only major Latin American recipients of Food Aid Pro-
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gram assistance are Chile and Brazil. As with AID economic as-
sistance, the Chilean political situation has been a key condi-
tioning factor in US food aid to Chile. Food aid declined dra-
matically during the Allende regime (1971-1973), increased a
short period after the military government took over (1974-1977),
and again declined when human rights considerations were intro-

duced by the Carter administration.

Food Aid (Public Law 480) from 1968-79

(million US dollars)

Chile Brazil
1968 23 22
1969 15 10
1970 7 62
1971 6 35
1972 6 6
1973 3 10
1974 3 6
1975 62 8
1976 59 1
1977 32 1
1978 6 6
1979 9 9

Source: Assisting the Developing Countries: Foreign Aid and
Trade Policies of the United States (Congressional
Budget Office, September 1980), pp. 100-101
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IT.d.2. US influence over World Bank policies

The mutual influence member countries and the World Bank
have on each other can be examined from two related perspec-
tives. We can study the Bank as a purportedly neutral insti-
tution that is prohibited from interfering in the political
affairs of its members and that makes impartial decisions
through its Executive Directors. We can also study member
countries' compliance with the prohibition against influenc-
ing the Bank's decisions on the basis of national policy con-
siderations. The common denominators for these two perspec-
tives are the Executive Directors. The five largest subscri-
bers each appoint one Executive Director who is thereby sub-
ject to mational political pressure. Elected Directors also
are subject to political pressure from the countries they re-
present. But at the same time, Executive Directors are Bank
representatives, obliged to carryout their functions pursuant

to the Articles of Agreement.

This sub-chapter will first examine the Charter provisions
under which Bank operations proceed and how these provisions
have been interpreted by Bank officials. Then we will review
some of the specific attempts made by the US to influence World

Bank decisions under national policy consideratiomns.

Article IV, Section 10 of the Articles of Agreement, en-
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titled "Political Activity prohibited', provides:

The Bank and its officers shall not interfere
in the political affairs of any member; nor
shall they be influenced in their decisions
by the political character of the member or
members concerned. Only economic considera-
tions shall be relevant to their decisions,
and these decisions shall be weighed impar-
tially in order to achieve the purposes sta-
ted in Article I.

Although any analysis or interpretation of this section can
turn out to be merely casuistic, it is nevertheless important
to try to understand its meaning and implications, that is, to
understand the intention of the drafters and its real-world

application.

The section's first sentence, prohibiting the Bank from
interfering in a member's political affairs, raises the ques-
tion of to what extent the Bank can condition a loan grant to
certain economic performance by the borrowing country without
interfering in the borrower's political matters. It is evident
that there is no clearcut distinction between economic consi-

derations and political interference.
The Bank usually tries to influence member country econo-

mic performance directly, by conditioning loan grants on the

implementation of specific economic measures it wants the bor-
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rowing country to pursue, or indirectly, by changing the
volume of its lending with the behavior of development indi-
cators so as to induce the borrowing country to improve its
economic indicators (95). These conscious efforts by Bank of-
ficials to induce a change in borrowing country economic pol-
icies seems to contravene Article IV, Section 10 (96). The
overall economic performance conditions that the Bank imposed
on the Peruvian government during 1966-1967 illustrate this

point (97).

Until 1965, the IBRD had been a consistent but relatively
unimportant lender to Peru, and it had never shown any signif-
jcant interest in Peru's performance. From its first loan to
Peru on January 23 1953, to the date it sent a major economic
mission to Peru in 1965 (98), the Bank made 20 project-loans
to Peru totaling $ 197 million (See Appendix). The 1965 mission
concluded that Peru deserved a substantial external support
"provided the government pursued suitable fiscal policies." In
January 1966, the Loan Committee accepted recommendations for
a lending program of US $ 130 million for the years 1966-1967.
The Committee report admitted that '"the possibility of lending
such a substantial amount over a sufficiently long-time period
gave the Bank the required leverage to ensure that the Peruvian
government would adopt the recent Bank Economic Missions' rec-

ommendations, which had already been accepted in principle" (99).
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The Peruvian government urgently needing economic aid
agreed to undertake some specific measures to improve eco-
nomic performance in a ''Memorandum of Understanding on the
Financial Policies of the Government of Peru'. This memoran-
dum stated, in very general terms, the government's intention
to modify the tax structure in order to make it less dependent
on indirect domestic taxes vis-a-vis direct taxation, which
basically meant the enactment of a new Income Tax Law; to con-
trol and reduce governmental borrowing from the Central Bank,
which had increased significantly during 1965; and to limit
commitments for short-term suppliers credit. Thus, the World
Bank lending program was conditioned on the degree to which
the measures indicated in the Memorandum of Understanding would

be implemented.

Unfortunately, the peruvian government was then confront-
ing a serious internal political crisis. The causes were several
and cannot be attributed exclusively to the performance of the
Belaunde administration. The two main problems in Peruvian po-
litics had been unresolved for at least 20 years. On the inter-
national front, the main problem was settling the controversy
with the International Petroleum Company (IPC), an American
0oil company. Briefly stated, the controversy was whether or
not the IPC oil fields should be nationalized, and if they

were to be nationalized, how would compensation be arranged.
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This problem required an immediate solution which would create
the broader issue of whether o0il activities should be carried-
out by state enterprises or by private corporations. On the
internal front, the Belaunde administration was unable to over-
come the political strength of land-owners who opposed the
agrarian reform that had been promised by Belaunde during the

presidential election campaign (100).

In early 1966, in negotiations between the World Bank and
Peruvian authorities and between the United States government
and Peru, sufficient progress was made toward an agreement on
international economic aid to justify the formation of a Con-
sultative Group, which held its first and, for several years,
last meeting in Paris in July 1966. Shortly after this meeting,
internal political problems made the economic measures that
already had been agreed upon and that had been presented to
the international capital market representatives at the Paris
meeting, impossible to implement. The Peruvian economy progres-
sively disintegrated. The central government continued to bor-
row heavily from the Central Bank to pay large deficits and,

therefore, the inflation rate continued to increase (101).

The following table shows the Central Government deficit

and its main source of financing from 1964 to 1967:
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Central Government Deficit and Source of Financing

(million US dollars)

Year 1964 1965 1966 1967
. Current

revenue 15,843 19,669 23,231 25,967
. Total

expenditure 17,672 22,914 27,563 32,656
. Deficits (1,829) (3,245) (4,332) (6,689)
. Financing

a) Long-term

external deve-

lopment loans 400 550 955 1,059
(mainly IBRD

and IDB)

b) Other for-
eign loans 209 410 1,295 1,861

c) Borrowing

- from Central
Bank 1,225 97 2,055 966

Source: Kuczynski, Peruvian Democracy Under Economic Stress,
(Princeton: Princeton University Press, 1977), p. 96

This table demostrates some obvious changes in Peruvian economy.
First, borrowing from international development banks (the IBRD
and the IDB) increased dramatically in the mid-1960's but did

not keep up with the needs of Peruvian economy. Indeed, develop-

ment assistance decreased relative to the increase of '"other
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foreign loans', basically money borrowed from private capital
markets. Second, Peru substantially increased its borrowing
from private banks and other financial institutions under 'hard-

1A

er" terms ("'other foreign loans' in 1966 increased 3007 over
the 1965 level). Third, nearly all government deficits were
covered with money lent by the Peruvian Central Bank, especil-

ly in 1964 and 1966. The immediate result of this particular

method of financing was increased inflation.

Tax structure modifications in order to increase govern-
ment revenues, another of the points agreed upon in the Memo-
randum of Understanding, were not implemented by the Belaunde
government, mainly because of parliamentary opposition. The
Peruvian Parliament was controlled by a two party coalition,
APRA (Alianza Popular Revolucionaria Americana) and UNO (Union
Nacional Odrista), that opposed tax increases. Haya de la Torre, "
leader of APRA and probably the most influential politician at
this time, was emphatic in his negative answer to any proposed
tax increase. His party slogan was ''No mas impuestos' (No more

taxes!) (102).

Meanwhile, the Peruvian government's purchase of 16 Mirage
supersonic fighter planes from France at a total cost of US $
20 million prompted the US Congress, upset that Peru did not
purchase American planes, to cancel a $ 40 million AID program

loan to Peru.
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All these circumstances led the World Bank to freeze
its lending to Peru and to call-off the second meeting of the

Consultative Group.

This has been a very brief account of a very complex pol-
itical and economic situation at a time when the Peruvian gov-
ernment, desperately needing money, was not only negotiating
with the World Bank and the AID, but also with the IMF, the
IDB and other international economic organizations. The main
point I have sought to illustrate is that the World Bank de-
cision to increase lending to Peru was conditioned on the im-
plementation of certain changes in Peruvian economic policies.
When these changes were in fact not realized, the Bank did not
lend Peru what it had initially offered: US $ 130 million over

2 years.

The first part of Article IV, Section 10 establishes that
the Bank shall not interfere in the political affairs of any
prospective borrower. It seems clear that conditioning loan
grants upon the implementation of recommended economic policies
has clear political and social effects. Can this be considered
political interference? The answer is not clear. Other countries
to which the World Bank has granted loans contingent upon cer-

tain economic performance are Chile, Pakistan and India (103).
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The second part of Article IV, Section 10, prohibits
Bank decisions from being influenced by a member's political
character. This clause can be distinguished from Section 10's
first part in that this second clause refers to the political
character of the borrower independently of its economic per-
formance,while the first clause focuses more on conditional
loans contingent on the implementation of specific sectorial
measures with obvious political impact. When discussing the
World Bank interpretation of this second clause in Article IV,
Section 10, most authors (l04) refer to the loans made to Por-
tugal and the Republic of South Africa in 1966. These cases
were important primarily because the United Nations was then
making efforts to penalize Portugal and South Africa respec-
tively for their colonial and apartheid policies. Therefore,
the Bank had to consider not only Article IV, Section 10, but

also its relationship agreement with the United Nations.

Since the early 1960's, the United Nations, with a new
and large African membership, had been attempting to impose
pressure upon South Africa to change its ''apartheid" policy
and upon Portugal to grant independence to Angola and Mozam-
bique. The United Nations had adopted several resolutions call-
ing upon its members and specialized agencies to cooperate in
the effort to discourage South Africa and Portugal from con-

tinuing their repressive policies. Nevertheless, the Bank
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continued its economic assistance to these countries. In re-
sponse, the UN adopted specific resolutions calling upon the
Bank to refrain from making any further loans to South Africa
and Portugal. General Assembly Res. No. 2054 (XX) adopted De-
cember 15, 1965 and Res. No. 2107 (XX) adopted December 21,
1965, appealed '"to all specialized agencies, in particular to
the IBRD... to refrain from granting'" financial, economic or
technical assistance to Portugal and South Africa so long as

they fail to implement earlier UN resolutions.

After having been notified of these resolutions,the Pres-
ident of the World Bank made the following statement to explain

the Bank's position: (105)

The Bank's articles provide that the Bank and its
officers shall not interfere in the political af-
fairs of any member and that they shall not be in-
fluenced in their decisions by the political char-
acter of the member or members concerned. Only e-
conomic considerations are to be relevant to their
decisions. Therefore, I propose to continue to treat
requests for loans from these countries in the same
manner as applications from other members... I am
aware that the situation in Africa could affect the
economic development, foreign trade and finances of
Portugal and South Africa. It will therefore be nec-
essary, in reviewing the economic condition and
prospects of these countries, to take account of

the situation as it develops.

Accordingly, in June 1966, the World Bank approved a $ 10 million
loan to Portugal, raising total Bank loans approved for that

country to $ 57.5 million. In September 1966, the Bank approved
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a $ 20 million loan to South Africa, thereby raising Bank's
total lending to South Africa to $ 241.8 million, of which
$ 196.8 million were pre-1960 loans that already had been
paid (106).

UN and World Bank legal opinions concerning Article IV,
Section 10 differed sharply and have never been reconciled. The
UN analysis maintained that Article IV, Section 10 is intended
to prohibit Bank interference in the "internal" political af-
fairs of its members and to prevent the Bank from carrying out
discriminatory policies against any member country because of
the political character of that member's government. But the
Un asserted that the Article did not oblige the Bank to disre-
gard the "international' conduct of a member country and the

reprecussions of such conduct on international peace and security.

The World Bank, however, condemmed the UN's internal-ex-
ternal distinction. A Memorandum of the Legal Department of

the Bank, dated May &, 1967, declared (107):

There is no justification for imparting to the
term "political", as the Secretariat memorandum
does, the qualification "internal'. The prohi-
bition against interference "in the political
affairs of any member'", is not limited to inter-
ference in the member's internal political affa-
irs but extends as well to the relations of a
member with other states, i.e., its external po-
litical affairs. Just as the Bank is precluded
in making decisions on loans or guarantees from
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interfering in the domestic political acti-

vities of a member government, so it is pre-
cluded from interfering or attempting to in-
terfere with the foreign policy of that gov-
ernment.

The Bank clearly stressed a '"functionalist'" approach to the
problem. This '"functionalist" startegy of the World Bank as
an international organization is defended by Samuel Bleicher

and is built upon four basic assumptions: (108)

(1) Cooperation between states for specific economic,
welfare-oriented benefits is possible in situa-
tions in which political cooperation is impossible.

(2) Succesful cooperation on a non-political basis
through functional international organizations
will develop habits of cooperation leading to
the expansion of a functional machinery.

(3) The satisfaction of basic human needs by these
organizations will produce a gradual transfer
of loyalties away from 'chauvinisms'" to inter-
national organizational cooperation.

(4) The growing effectiveness of the functional agen-

cies will utimatelly lead to an integrated world
community.

Despite the Bank's ''functionalist'" interpretation, its
self-proclaimed political neutrality has been recently chal-
lenged with regard to its financial assistance to certain
military governments. The Chilean experience is a case in
point, which to some degree runs parallel to the already men-

tioned AID policies toward Chile.
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In 1970, when the leftist government of Salvador Allende
assumed office, Chile nationalized the copper industry, which
was mostly owned by American investors. The Bank, in applying
a policy regarding nationalizations advocated by the US (Public
Law 92-247), indefinitely postponed negotiations for three pro-
posed loan-projects and made no new loans to Chile during the
Allende administration. In September 1973, General Pinochet
took over power and quickly moved to sttle the disputes which
had arisen from the nationalizations; a final agreement be-
tween Chile and the expropiated American mining companies was
soon reached. Shortly thereafter, the World Bank initiated loan
negotiations with Chile. In February 1974, the Bank approved

two supplementary loans and one technical assistance loan (109).

As Yokota points out (110), the significant aspect of the
Chilean case is that while Allende's socialist government was
in power, the Bank did not grant any loans to Chile, and that
only half a year after the military government took power, the
Bank quickly approved several loans. Under these circumstances,
it is hard to believe that loan approval was decided exclusive-
1y on economic grounds. The economic performance of a country

cannot change from anacceptable to acceptable so suddenly.

Some conclusions can be drawn from these case studies.

First, the World Bank has frequetly exercised strong leverage
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over member countries' economic policy decisions. Conditional
loans that require borrowers to carry out certain economic
measures will usually have political impact. But can the im-
position of these economic requirements, necessary for Bank
approval of loans under seemingly strict economic criteria,
be considered political interference? The degree of political
interference can only be evaluated L§>a case-by-case study.
But what does seem clear is that the Bank will always take
into account the political situation of the borrowing country.
Second, the Bank has adopted a functionalist approach toward
pressures applied over Bank policy decisions toward certain
countries. In recent years, this 'meutral' approach has been
challenged where the Bank has dealt with certain leftist and

military governments.

A second provision in the IBRD Articles of Agreement shifts
our analysis to the flip side of the IBRD-member mutual influence
issue: to member country efforts to influence World Bank policies.
As we have earlier studied, World Bank decisions are generally
made and carried out by Executive Directors representing member

countries. Article I, Section 5 (c) states:

Section 5. President and staff

The President, officers and staff of the Bank,
in discharge of their offices, owe their duty
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entirely to the Bank and to no other author-
ity. Each member of the Bank shall respect

the international character of this duty and
shall refrain from all attempts to influence
any of them in the discharge of their duties.

The United States has enacted two laws, Public Laws 92-247
and 95-118, that are apparently contrary to this provision, since
they seek to prevent US Executive Directors from approving loans
under certain circumstances. Although the unavailability of
official Bank voting records on specific loan proposals makes
it difficult to link these laws directly with loan restrictions
by the World Bank, certain Bank policies seem to be their direct

consequences.

Public Law No. 92-247 was enacted on March 10, 1972 during
a period of time in which nationalistic government movements
arising in many developing countries expropriated many corpo-
rations with significant American capital participation. Pres-
ident Nixon made clear his administration's intention to con-
dition the use of economic aid, both bilateral and multilate-
ral, on the resolution of expropriation problems. In a speech

before Congress, Nixon declared (1l1l1l):

All these factors - the legitimate protection
of American businesses abroad, the requirements
of international law, the preservation of a
reasonable and mutually beneficial atmosphere
for foreign investment - led us in early 1972
to define our policy toward expropriations. We
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have made it clear that if an American firm
were seized without reasonable efforts to
make effective payment, we would provide no
new bilateral economic assistance to the ex-
propriating country. ... Nor would we support
applications for loans by such countries in
international development institutions. [Em-
phasis added]

Pursuant to this policy objective, the US exercised its power

in development banks to sttle American expropriation problems.
Although expropriations generally had taken place during the
late 1960's, Public Law 92-247 was intended to officially direct
the President to place indirect pressure on developing countries
through international development banks. The relevant parts of

the law provide:

The President shall instruct the United States
Executive Director of the International Bank for
Reconstruction and Development and the Interna-
tional Development Association to vote against
any loan or other utilization of funds of the
Bank and the Association for the benefit of any
country which has:

(1) nationalized or expropriated or seized owner-
ship or control of property owned by any United
States citizen or by any corporation, partnership,

or association not less than 50 per centum of which
is beneficially owned by United States citizens

Public Law 95-118, enacted on October 3, 1977, seeks to
use international development banks for national policy purposes.
This law was a part of the Carter administration foreign policy

that heavily emphasized human rights considerations. Once again,
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political considerations were introduced into World Bank

operations. The relevant parts of Public Law 95-118 state:

Human rights and the United States assistance pol-

icies with international financial institutions.

(a) The United States Government, in connection with
its voice and vote in the International Bank for Re-
construction and Development... shall advance the
cause of human rights, including by seeking to chan-
nel assistance toward countries other than those
whose governments engage in:

(1) a consistent pattern of gross violations of
internationally recognized human rights...

(f) The United States Executive Directors of the ins-
titutions listed in subsection (a) of this section
are authorized and instructed to oppose any loan,

any extension of financial assistance, or any tech-
nical assistance to any country described in sub-
section (a) (1) or (2) of this section, unless such
assistance is directed specifically to programs which
serve the basic human needs of the citizens of such
country.

The current US administration is shifting its focus on what
role the World Bank and other development banks should play in
economic assistance. More emphasis has been placed on private
investment vis-a-vis assistance through international organiza-
tions. President Reagan, in a speech delivede before the IMF

and World Bank Boards of Governors in November 1981, stated (112):

The International Finance Corporation plays the
leading role in the Bank family in support of

[ private ] investment. Given the importance of
this role, we hope it can be enhanced. We believe
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all facets of the Bank can play a more
active role in generating private re-
sources and stimulating individual ini-
tiative in the development effort.

Can anything be done to restrict member governments from
influencing World Bank loan operations? It seems unlikely for
two main reasons. First, many governments seek to use develop-
ment banks to advance their foreign policy aims, as the US
demostrated through Public Law's 92-247 and 95-118. Second,
capital-exporting countries have a two-fold interest in using
development banks. These countries have an ideological interest
in establishing free-market societies in the borrowing countries.
They also have the related interest of increasing borrower
purchasing power in order to increase sales of their products.
Most purchases made with Bank loans are of products manufactured

in those countries that are the largest contributors to the Bank.
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IT.e. Loan operations and lending criteria

Until now, we have conducted our study of the World Bank
from two perspectives. First, we have examined the institution-
al aspects of the Bank: how the Bank raises funds to loan to
borrowing countries; how the Executive Directors make Bank de-
cisions under the general supervision of the Board of Governors;
and what the relationships are between the Bank and other inter-
national organizations that to some extent serve similar objec-
tives. Second, we have seen how the policy decisions taken by
the World Bank, like those taken in most international develop-
ment institutions, influence member country internal policies
and are often influenced by member countries seeking to advance
foreign policy objectives. In this section, however, we will
review, in general terms, the basic loan operations and policies
carried out by the Bank. We will examine the criteria the Bank
applies in loan operations, either pursuant to the Articles of
Agreement or as a result of policies the Bank has itself adopted.
It will not be necessary to enter into a detailed analysis of
the characteristics of each type of loan, that is, specific
financial provisions, amortization schedules, interest and com-
mitment charges, because these are usually a result of inividual
project economic analysis and do not reflect the institutional

policies of the Bank.
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The most important distinction involved in World Bank
lending policies is the distinction between project-loans
and program-loans. Related to both kinds of loans is the use
the borrowing country must make of the loan proceeds, whether
import financing or local expenditure financing. Before enter-
ing into an analysis of the project-program distinction, let
us review very broadly some of the conservative, market-oriented

principles that guide Bank lendind policies (113).

The first criterion a prospective borrower must meet is
that funds must be unavailable elsewhere since the Bank is a
"lender of last resort" (1ll4); the borrower must first see if
it can borrow the money from private capital sources. Only
when funds cannot be raised elsewhere, either because of high
cost or because private sources lack interest, will the World

Bank be willing to consider the loan request (115).

A second criterion, usually applicable only to project
financing, is a high rate of return. The Bank will only agree
to finance projects that have a very high rate of return. Only
under special circumstances will the IBRD finance projects with

a rate of return less than 10%.

The third criterion is that the country seeking to obtain

a loan must be considered creditworthy according to the country-
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evaluation made by Bank officials. This criterion, then,
raises the issue of conditionality in loan operations, which
leads to the more general question of whether or not the Bank

is thereby interfering in internal political matters of member

countries.

We will begin the study of project and program loans by
tracing the distinction to IBRD Charter provisions. Article
I1I, Section 4 (vii) provides that the IBRD can only lend money
for specific projects except in special circumstances. Neither
the term "specific project" nor the ''special circumstances"
that would permit exceptions to the specific project rule (pro-

gram loans) was defined in the Charter provisions.

The distinction between project and program loans, more
economic than legal, has been subject to several interpretations
since 1947. One of the first interpretations was given in the

Bank's Fifth Annual Report in 1950: (116)

The objective of this provision is simply

to assure that the Bank loans will be used
for productive purposes. In effect, the only
requirement which it imposes is that before
the loan is granted, there shall be a clear
agreement both as to the types of goods and
services for which the proceeds of the loan
are to be expended and the uses to which
these goods and services are to be put.

During the Bank's first 20 years, most development loans were
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project-oriented; that is, most loans were limited to financing
specific and independent productive installations. The Bank was
very conservative in its project selection and sought to finance

only highly-productive, capital-intensive projects.

A program loan can be generally defined as a loan made to
finance the importation of raw materials, intermediate products
or capital goods for use in a national development program (117).
Thus, although the Bank usually mandates a certain degree of
specificity as to the use of loan proceeds, its decision whether
or not to grant the loan is based more on an evaluation of the

development program presented by the borrower.

The distinction between project and program loans has very
important consequences for the control and leverage the Bank has
with the borrowing country. If the Bank not only wants to specify
the imports that will be financed, but also wants to trace them
through to their final use, it will usually directly finance the
foreign exchange cost of identifiable projects (118). In, on the
other hand, the Bank wants to provide foreign exchange to the
borrower for imports that are usually specified in advance but
over whose ultimate destiny the Bank does not wish to exercise
control, it will usually grant a program loan. But the issue is
not only '"project or program'', since Bank loans also depend on
the needs of the borrowing country and country's "absorptive
capacity".
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The project cycle undertaken by the Bank before a loan
is granted has three basic stages. The first stage is project
identification: determining which projects should have prior-
ity for financing. During this stage, Bank missions are sent
to possible borrowing countries to evaluate their overall
economic performance (creditworthiness) and to determine pos-

sible specific projects to be financed.

The second stage is project preparation, which involves
a determination of the technical feasibility of a specific proj-
ect and an evaluation of its proposed management and organization.
This latter consideration is very important in the Bank's final
decision regarding economic assistance. Loans often have been
conditioned on the improvement of management and on the creation

of special project-executing agencies.

The third stage is project appraisal, which focuses pri-
marly on the rate of return of the project under study and its
economic-financial characteristics. During the initial years
of Bank operations, most Bank-finance projects were for public
services, i.e., hydroelectric projects, water supply projects,
and road construction projects. The Bank, then, was mostly
concerned with determining the rates and fees that should be
charged to consumers in order to make the projects sufficiently

profitable to meet operating expenses, to repay loans and to
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create a surplus for future reinvestments. This process should
be regarded as an advantage for some LDC's, especially in Latin
America, because the agencies in charge of the public service
were obliged to make the projects economically rentable; that
is, these agencies would not require central government sub-

sidies, as is the most often the case with public services.

The last ten years have seen the World Bank significantly
shift its lending policies toward less developed countries. Ten
years ago, nearly 557 of World Bank loans were targeted for trad-
itional infrastructure projects to improve communications, power
production and transportation. This proportion declined to 30Y%
by 1977. Meanwhile, between 1971 and 1981, the percentage of
IBRD project loans targeted for agriculture and rural develop-
ment more than doubled to nearly 307%. As Hurni points out (119),
the new global goal in development lending is perceived as
"growth with equity", normally understood as initial growth to
generate resources for later distribution. This does not mean
that the more traditional projects have been dropped; rather,

the new emphasis is on "making the poor more productive'.

The Bank's new lending policies concentrate more on rural
development, on establishing small-scale industries, on develop-
ing educational infrastructure, and on resolving nutritional

and urbanizational problems. One of the important consequences
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of this shift is that a greater local expenditures component

is usually required. This constitutes a key factor in any nat-
ional development plan, since the use of locally produced goods
and local human skills has the effect of improving employment
conditions and helping the development of local industrries.

We will discuss the issue of financing local expenditure through

World Bank loans in more detail later.

Program loans are intended to meet the foreign exchange re-
quirements of a development program. The borrowing country usually
prepares a five or ten year Development Plan that requires a sig-
nificant amount of foreign currency for imports. The Bank eval-
uates this Development Plan and, if it believes the Plan will
improve the member's overall economic performance, as opposed
to specific project performance, the program-loan is granted. Dur-
ing recent years, new international economic problems have made
the Bank consider a new kind of program-loan: the structural-ad-

justment loan.

For the last decade, efforts to improve the economic situa-
tion of LDC's have been greatly affected by international econo-
mic conditions. The spiralling inflation in energy prices, the
recessionary conditions prevailing over much of the industrialized
world, exchange rate instability, worldwide inflation and the price

decline of many minerals all have been factors contributing to the
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critical economic and social situation faced by LDC's. Although
this economic situation has had different effects in different
countries (120), it is clear that LDC economies have been gen-
erally affected by Balance of Payments deficits. In order to
correct this deficit situation, these countries will have to
undergo important structural changes that will require a period
of adjustment (121). The situation of the oil-importing countries
is particularly critical; these countries are handicapped by an
immediate shortage of foreign exchange that endangers their level

of imports.

As Wright points out (122), the period of adjustment through
which LDC's must pass is likely to take place in two phases: first,
external deficits, understood as more borrowing, will rise in order
to maintain a minimum level of imports; second, adjustment must be
made to the patterns of production and trade in order to reduce
the deficits to sustainable levels. LDC's may finance this adjust-
ments in two basic ways: borrowing in private capital markets or
requesting economic assistance from international development
banks. Private capital market borrowing presents the problem that
LDC's may be approaching their borrowing limits as LDC borrowing
on commercial terms has risen sharply in recent years and as len-
ers perceive the economic situation in developing countries un-
favorably. Loans from international development banks present

the problem, from the lender's viewpoint, of uncertainty as to
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the way the money will be used. We should not forget that ac-
cording to the Articles of Agreement, the Bank lending policies
are basically oriented toward financing ''productive'" projects.
The Bank has been willing to finance program-loans only in
"special circumstances'. Nevertheless, since 1980, the World
Bank has made an effort to help some LDC's overcome their short-
age of foreign currency through special loans, called structural-

adjustment loans (123).

A structural-adjustment loan is designed to support major
changes in the policies and institutions of developing countries
in order to reduce their current-account deficits to more mana-
geable proportions in the medium-term while maintaining the max-
imum feasible development effort (124). The impact of foreign
currency shortage is softened so as to permit the member country
to maintain its level of imports. As of June 1981, only 18 struct-
ural adjustment loans had been granted. Since this kind of loan
is still relatively new and since its implementation is still in

progress, it is too soon to evaluate its effects.

One of the crucial issues raised by World Bank policies,
applicable both to project and program lending, is the amount of
local expenditure to be financed by a loan. We will first examine

why this is such an important issue and, thereafter, we will study
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the World Bank Charter provisions and policies concerning local

expenditure.

Any capital investment will usually require imported equip-
ment, materials and intermediate goods that will have to be fin-
anced through the expenditure of foreign currency. Any investment
will also require the use of local labor and the procurement of
certain locally made goods that can be financed in local currency.
The less developed a country is, the larger the foreign exchange
component of any capital investment is likely to be. As a country
reaches higher stages of development, especially as its industrial
sector tends to be more competitive in international markets, a
country will soon be able to produce some of the capital goods it
previously imported. Consequently, the percentage of total foreign
currency needed to finance a particular project or program will
tend to decrease overtime. Whith time, then, some part of the
capital transfers made through loan agreements may be used for
needed imports not necessarily related to specific projects or
programs. As a result, this provision of funds has been called
"free money", since it provides basically untied foreign currency

to borrowing countries under highly concessional terms.

These untied imports can be financed through loan agreements

in two ways. First, they can be financed by receiving a requested

amount of foreign currency in project loans in excess of the import
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requirements of the project itself and, therefore, "freely"
available for general imports. Second, they may be financed
through program loans covering the exchange costs of a given
volume of imports specified in more or less detail and related

to a Development Program.

The local expenditure issue is important because develop-
ing countries prefer using locally manufactured goods and local
human capital (professional and technical) that can be financed
with local currency. Local expenditure, then, permits LDC's to
use "freely" the foreign currency provided in a loan. On the
othet hand, the World Bank, an international institution control-
led by the capital-exporting countries, has traditionally pref-
erred that Bank loan proceeds be used in the import of goods,

often manufactured in the capital-exporting countries.

Article IV, Section 3 of the Articles of Agreement establi-
shes the general provisions for the use of currencies from IBRD
loans. Section 3 (a) establishes the general rule: the World

Bank lends foreign currency only for imports.

Section 3. Provision of currencies for direct loans

(a) The Bank shall furnish the borrower with such
currencies of members, other than the member in
whose territories the project is located, as are
needed by the borrower for expenditures to be made
in the territories of such other members to carry
out the purposes of the loan.
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Section 3 (c) establishes the exception to the general rule,
under which the Bank may provide foreign currency in "except-
ional circumstances'" for local expenditure. Section 3 (c) states:
The Bank, if the project gives rise indirectly
to an increased need for foreign exchange by
the member in whose territories the project is
located, may in exceptional circumstances prov-
ide the borrower as part of the loan with an
appropriate amount of gold or foreign exchange
not in excess of the borrower's local expend-

iture in connection with the purpose of the
loan.

With the general shift in World Bank policies away from the norm-
ally import-intensive infrastructure projects to more socially-
oriented, small-scale agricultural and industrial projects, and
human and rural development programs, all of which rely more
heavily on local resources, it should be clear that the Bank

has also changes its initial strict interpretation of Section

3 (a), a "foreign currency only for imports' view, to a more
flexible interpretation of the special circumstances under which
it may grant foreign currency for local expenditure. Nevertheless,
critics of the World Bank policies still consider that the Bank
very strict in the provision of foreign currency for local

purchases and expenditures.
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III. World Bank policy toward Peru in light of the political,

economic and social changes in Peru since 1968

The World Bank's policies toward Peru since 1968 present an
important case-example for the analysis of World Bank policies
generally. Two very important, unrelated series of events came
together to make this period interesting to study. First, as al-
ready developed, the World Bank shifted the emphasis of its loan
policies from large infrastructure projects, whose impact on the
poor was difficult to evaluate, to more socially-oriented, small-
scale projects that more directly assist the poorer groups in
particular borrowing countries. The Bank also started to assist
specific sectors to which it had traditionally been reluctant to
lend: tourism, housing and, more recently, oil activities. Further,
the World Bank increased its program-loans and commenced a struct-
ural-adjustment loan program to help offset balance-of-payments
deficits. The issue we will wxamine in this chapter is whether
these new policies have been implemented in Peru; more specif-
ically we will study the types of loans granted Peru and the eco-

nomic sectors that have benefited from them.

The internal political developments of Peru are the second
important factor in recent World Bank policies toward Peru. In
1968, a military coup deposed President Belaunde from office,

thereby ending the democratic regime that had existed just five
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years. In the following years, the military governments implem-
ented very important social and economic measures. The World
Bank completly cut off economic assistance to Peru for more
than five years (125) as a direct consequence of US influence
over the Bank. The American government succesfully conditioned
World Bank economic assistance to Peru to the compensation of
shareholders of the nationalized International Petroleum Com-
pany (126). This episode clearly raises the issue of World Bank

political neutrality and independence.

Our examination will begin with a general introduction to
the political and social transformations that were effected by
the military government. Then we will analyze Bank policies dur-

ing that period.

During the Belaunde administration (1963-1968), the two major
long-standing problems in Peruvian politics, the possible national-
ization of the International Petroleum Company (IPC) and the agrar-
ian reform, became critical. However, dur to the circumstances in
Peruvian politics, both issues remained unresolved. On October 3,
1968, a military coup deposed President Belaunde. Within a week,
the new military government expropriated all IPC assets and mili-
tarlly occupied the company's installations in Talara, the northern

Peruvian region where the company's main operatiomns were located.
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Although these actions seemed to resolve the problem from the
Peruvian standpoint, they triggered a long, and often tense and
unfriendly process of negotiations, not only with IPC represent-
atives, but also with US government officials. These negotiations
ended in 1973 with an agreement between the two governments that
settled the compensation issues concerning all American companies
that had been ﬁationalized or expripriated by the military govern-

ment.

During this five-year negotiation period, the American govern-
ment, through its Executive Director in the World Bank, exercised
its power in the Bank to cut off al economic aid to Peru in order
to pressure the Peruvian government to compensate American share-
holders adequately. The only World Bank loan granted to Peru be-
tween September 1967 and September 1973 (see Appendix) was a US
$ 30 million loan to rebuild the areas affected by a major earth-
quake that struck Peru on May 3, 1970 (127). This loan, the only
Peruvian exception to the Bank's ''mo compensation agreement, no
loans" policy, was granted for humanitarian reasons (128); the
earthquake and subsequent floods devasted large areas of the Per-
uvian coastal and sierra regions, especially in the Department of
Ancash, and had left a tragic toll of more than 50,000 dead or
missing, half a million homeless and another half a million af-
fected in lesser ways. As already pointed out, these conditions

or pressures, imposed by the Bank upon certain member-countries
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to act or undertake certain measures irrelevant to the Bank's
lending operations, clearly seem to to undermine the Bank's self-

proclaimed apolitical nature.

Before reviewing the other specific economic and social trans-
formations effected by the Peruvian military government, the 'Re-
volutionary Government of Peru', one should first take note of the
rather ambiguous ideological and rhetorical context in which these
measures were undertaken by the military government. General Fran-
cisco Morales Bermudez, then Minister of Economy and Finance, and
later head of the military junta, speaking on behalf of Peru at
the 1970 annual meeting of the World Bank Board of Governors, stat-

ed: (129)

The process of revolutionary development under
way in our country is not modeled on orthodox
capitalism or communism, since we consider that
the former leads to dependency and underdevelop-
ment, while the latter is irrelevant to Peruvian
reality and unacceptable for the national and
aims of our revolution.

Most of the changes in the world have been brought
about by violence. Most societies have been incap-
able of adapting voluntarily and peacefully to ba-
sically new conditions. The Peruvian Revolution
now under way thus represents one of the few ex-
ceptions in history. It is trying to achieve the
political structure of a social-democratic state

in which the people are the real seat of sovereign-
ty, and in which there are '"voluntary associations",
"industrial communities" or "agro-industrial coop-
eratives" between the state and the economy, which
provide security, hope and inexhaustible opportu-
nities for social contacts and opinions, and give
men an insight into the structure of their whole
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community, their individual role in it and
in the enterprise, and of the country as a
single unit.

Within the new ideology of the ''revolutionary government', the
Peruvian state acquired a much more active role in the development
process. Economic planning became an important factor in policy
decisons; new ministries were created to supervise sectorial pol-
icies; and public administration was enlarged to unprecedented

proportions both in terms of personnel and infrastructure.

Especially during its early years, the military government
enjoyed popular and civil-institutional support, basically be-
cause it was undertaking social and economic measures that were
long overdue. In addition to the IPC nationalization, the most
important step taken by the government was the enactment of the
following legislation: the Agrarian Reform Law, the General Law
on Industries, the Normative Law on Mining, and the General Law

on Fishing.

The agrarian reform process, applied without exceptions or
privileges for the first time in Peruvian history, affected more
than 1.7 million hectares throughout the country during its long
period of implementation. The law established "cooperatives'" and
"associations of social interest' under which confiscated land,

primarily the major agro-industrial sugar complexes and large

L}

-100-



estates that had traditionally been the power centers of land-
owners, were organized. As an immediate result, agricultural
output tended to decline and, even now, is still under its
optimum production level. However, this law should primarily
be assessed by its social and political consequences for Peru-

vian development.

The General Law on Industries was one of the most important
laws enacted by the 'revolutionary government'. Now that the law,
with many modifications, has been in effect for more than 10 years,
one can see that its initial objectives have not been adequately
implemented, mainly because of its inherent contradictions. First,
the law reserved certain 'basic industries', particularly the
heavy and strategic industries (e.g., steel, cement, oil and like
industries), for exclusive owmership and development by State en-
terprises. Second, the law created within each individual industry
an "industrial community' formed by its workers, whose participa-
tion and ownership of capital would progressively increase until
they held 507, at which time the shares representing the "industrial
community" capital would become the individual property of the
workers holding them. In other words, workers would become share-
holders of 507 of the capital without investing capital; the capital
owned by original investors, consequently, would be mandatorily
reduced from 1007 to 50%. This issue created so much opposition

from the private sector -it was, after all, a kind of expropriation
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without compensation- that the government, fearing a massive
disinvestment and flow of capital outside of the country, soon
modified its original proposal. Instead of transfering the
owvnership of capital-stock to workers, the government established
that the "industrial community' would have a special stock, ''labor
stock", that gave workers rights to dividends but no property right
in capital-stock. Although this measure still benefited workers,
the initial proposal had been more radical. Third, the government
provided considerable tax reductions, credit incentives and tech-
nological assistance in accordance with predetermined industrial
priorities. Finally, the government subsidized imports of indus-
trial raw materials and intermediate inputs by establishing spe-
cial exchange rates for them, and established unnecessarily high
tariff-rate protection that gave nearly absolute protection to
industries that were producing goods locally. These last measures,
clearly enacted to benefit entrepeneurs, led to the consolidation
and the creation of new inefficient industries that existed only
because of high-tariff protection that left them in a market
without competition. They were also used to over import capital
goods in order to diminish dividend-sharing with workers, and to
"over pay" for imports as a way to circumvent outflow-of-capital

restrictions.

Some authors (130) have tried to explain these inherent con-

tradictions in the Peruvian military government's industrial policy
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as an attempt to satisfy '"'both sides'". On the one hand, the
government promulgated certain measures, more political than
economic, to secure popular support for the government and to
prevent the infiltration of communism. On the other hand, the
government sought to rely on the private sector to provide ca-
pital, establishing strong incentives that would ultimately per-
mit a development program to be carried out. This ambiguity was
undoubtedly one of the reasons for the political crisis of the
military government that cultimanted in the transfer of power

and functions to the new civil government elected in 1980 (131).

The Normative Law on Mining was enacted to promote private
and state-run mining enterprises of all sizes. 0il exploration
and exploitation were to be done either solely by domestic or
foreign private enterprises or by joint ventures in which the
Peruvian state was represented by PETRO-PERU, the recently created
and wholly-owned state oil enterprise. Although a major concern
of the law was the discovery of new mineral reserves, this act-
ivity was never adequately promoted, primarily because of the
high costs of investment and the few incentives granted. Exclu-
sive state commercialization of minerals was another major dis-

incentive to private investors.

The Law on Fisheries was enacted to change the organization

and structure of the fishing industry. PESCA-PERU, a wholly-owned
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state enterprise, expropriated many of the domestic and foreign
fishing enterprises, and became a hugh public entity. However,
due to the anchovy crisis and to bureocratic managerial difficult-

ies, PESCA-PERU experienced an extreme over-capacity problem.

As for the financial system, the government set up a rigid
exchange control mechanism that gave the government complete power
to regulate currency movements, prohibited private holdings of
foreign currency, and required the repartriation of funds held
outside the country. This mechanism, however, did not in fact

prevent the continous outflow of foreign currency abroad.

During the late 1970's the military government, which had
clearly abandoned its reformist intentions after General Morales
Bermudez became head of the military junta in 1974, reversed many
of the measures it had earlier tried to implement. The civil
government, which assumed office in 1980, has started to make
substantial modifications in specific sectors and has been giving
the Peruvian state a new role, less active and more supervisory

in its functions.

Although many of the measures undertaken by the military
government had positive political effects, overall Peruvian econo-
mic performance suffered during these years. Most of the new mea-

sures were very costly and had to be finannced by extensive bor-
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rowing. Additionally, in an effort to seek and maintain popular
support, the government '"politicized" economic decisions (e.g.,
the government subsidized gasoline when prices were rapidly
increasing in world markets, and indiscriminatly subsidized

food products that tended to favor increased consumption by
middle and upper classes). In view of this political and econo-
mic situation, the World Bank remained a relatively insignificant
lender to Peru. Between 1973, when Peru settled the compensation
issue with the US government, and July 1980, when the new civil
government assumed office, only 14 loans were granted. The World
Bank institutional organization and policies that we have studied
suggest the the World Bank's concerns regarding Peru's ''military
experiment": inherently conflicting policies and ideologies, pol-
iticized economic decision-making, and the uncertain economic
consequences of the political and social transformations it sought

to carry out.

Now that we have described the general political and econ-
omic situation in which the World Bank made loans to Peru during
the 1970's, we will examine the specific kinds of loans made dur-
ing this time to see whether the World Bank's new lending policies

to LDC's were implemented in Peru.

During the military government's early years, Peru was a

relatively small borrower from the World Bank. At least 3 of the
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4 loans granted when the military government was still carrying

out its ''reformist' measures (before General Morales Bermudez

became junta chief in 1974) were targeted for specific projects.
These loans, then, permitted the World Bank to exercise a high
degree of control over the way the proceeds were to be used (see
Appendix). The only loan that can be to some degree considered
within the Bank's new lending policy was a US $§ 25 million loan

made in September 1973 to the Agrarian Bank of Peru, a state-owned
agrarian development bank, to be re-lent thereafter in small amounts

to farmers for the import of agricultural machinery.

After General Morales Bermudez assumed power in 1974, the
World Bank demostrated approval of the economic modifications that
his government was gradually introducing by increasing the amount
of loans approved for Peru. But, again, the Bank extended loans
that were within the traditional capital-intensive, specific-proj-
ect are. Most new loans were targeted for electrical power, high-
way construction and maintenance, water supply systems and mining

activities.

The first program-loan ever extended to Peru was granted in
May 1979. The Peruvian government, facing a critical economic
situation, had prepared an '"Economic Recovery Program'', which
the World Bank carefully evaluated before rendering its decision

on the program-loan. This US $ 115 million loan was the largest
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single-loan ever made to Peru. In general terms, the agreement
authorized the Peruvian government to use the loan proceeds for

the import of goods required to carry out the Economic Recovery
Program: to import goods, mainly industrial machinery, ultimately
to be used is several specific-projects. But, as already mentioned,
the World Bank, in deciding to make a program-loan, is more concer-
ed in the evaluation of the general Development Program, in this
case the "Economic Recovery Program', than in the ultimate use

of the purchased goods. Since no provision regarding local procur-
ement was made, most of the loan proceeds were to be used for the
import of capital goods. However, the possibility of local expend-
iture was contemplated through certain technical assistance studies

and other smaller purchases needed for the Development Program.

During 1980, the World Bank granted two important loans to
Peru that can be seen as a result of the Bank's new lending policy.
First, the IBRD extended a US $ 32.5 million loan to finance a
project seeking to expand Peruvian oil production, so that Peru
could meet its domestic o0il needs and maintain an exportable
surplus in the medium run. This loan was the Bank's first project-
loan to Peru for petroleum operations, a sector to which the Bank
generally has been reluctant to lend, mainly because of the high
risk involved. Second, the Bank granted a US $ 15 million loan
for rural development, which is the Bank's first integrated rural

development project. Although not significant in amount, the loan
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nevertheless seeks to benefit a large number of small farmers

in one of the poorest areas of the country, thereby increasing

their standard-of-living.

These development, then, allow us to conclude that, because
of its approval of the recent overxall Peruvian economic and pol-
itical situation, the World Bank is increasing lending operations
to Peru and seems more willing to finance rural and small-scale

sectorial projects that are important for Peruvian development.
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Conclusions

The preceding discussion allows us to make the following

conclusions:

1. Membership in the World Bank Group is conditional upon member-
ship in the International Monetary Fund. Therefore, the monet-
ary discipline imposed by the IMF seems to be a primary cri-

terion for loan assistance by the World Bank.

2. The IBRD has a very solid financial structure. World Bank subs-
cribed capital is formed by a 10% ''paid-in'" capital that prov-
ides the US dollars and other member-country currencies through
which the Bank operates and by a 907 ''callable'" capital that
constitutes the largest ''guarantee fund'" in any international
development bank. Additionally, the World Bank has never ex-
perienced a defaul*in any loan or guarantee it has made and,
since 1949, has anually generated profits which are either
maintained in the Bank's reserves or transferred through loans

to the International Development Association. Consequently, the

World Bank is one of the most creditworthy international organi-

zations and, as a borrower, has been able to gain the confidence

of international capital markets. Strict economic criteria guide

the Executive Directors in the utilization of Bank funds.

3. Voting rights in the World Bank are based upon each country's
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total subscribed capital. The total number of votes each
country has is determined by a simple formula that was int-
ended to weigh votes in favor of smaller subscribers. This
weighting of votes, however, has no practical value since
the Bank's largest contributors have total control over its

operations.

World Bank policy decisions are formulated by two collective
organs in the Bahk's'organizational structure: the Board of
Governors, which ultimately has all Bank powers but in prac-
tice acts as a supervisory entity, and the Executive Directors,
who are in charge of the day-to-day activities of the Bank.
Each member country is represented on the Board of Governors
by one ''governor' (a total of 139 in 1981). The 21 Executive
Directors are either appointed, one by each of the 5 largest
subscribers, or elected by the member countries not entitled
to appoint an Executive Director. The mechanism for the elect-
ion of the 16 Executive Directors has two disadvantages: it
favors the first choice of larger subscribers and makes single
regional representation difficult, though not impossible. The
appointed Executive Directors cast the votes of the country
they represent, and the elected Executive Directors must cast
the votes of all the countries whose votes were required for

his election. No dispersion of votes is possible.

The World Bank is a Specialized Agency of the United Nations.
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The UN-IBRD specialized agency agreement is sui generis in

that it guarantees the Bank's autonomy from the United Na-
tions system. Both institutions currently cooperate in a
series of specific fields, thereby complementing each other's
activities: UN entities generally do specific sector studies,
and project preparation and evaluation, while the World Bank
finances the project. The Bank has always wanted to maintain
its independence and to prevent UN interference because it
fears the inclusion of '"political' considerations in its de-
cisions. The basic structural difference between the two inter-
international organizations is that while voting in most UN
entities is based upon a 'one country one vote' principle,
the World Bank voting power is determined by the amount of

capital subscribed by each country.

According to its Articles of Agreement the World Bank is forb-
idden from interfering in the internal political affairs of

its members and from making loan decisions upon political con-
siderations. But, although economic considerations alone should
determine loan decisions, these decisions may still be poli-
ticized. Bank interference in the political affairs of a bor-
rowing country is related to the degree to which the Bank can
condition loan approval upon the carrying out of certain eco-
nomic measures recommended by the Bank. Most economic measures
have a direct political impact, but it is not clear to what

extent the Bank's presures have been the primary reason for
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of these measures. The Bank, however, does seem to have a
strong influence over the economies of member countries

needing economic assistance.

When considering a loan petiton the Bank evaluates the po-
litical and economic situation of a country. The "functio-
nalist" approach defended by the Bank has recently been under-
mined when the Bank has considered loans to some leftist and

military governments.

Large subscribers, especially the United States, will often
instruct their Executive Directors to exert pressure on cert-
ain governments in order to make those governments undertake
certain economic or political measures. In this way, large
subscribers indirectly use the World Bank to carry out their
foreign policy objectives, and thereby seem to undermine the
apolitical nature of the Bank and clearly contravene the
Charter provisions that prohibit member governments from in-

fluencing Bank officials.

In the Peruvian case, the US government exercised its voting
power and influence in the World Bank to cut off economic aid
to Peru for more than five years, until compensation for the

IPC expropriation was agreed upon.

After this compensation agreement was finally reached, however,

the Bank remained relatively unsympathetic toward Peruvian
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requests for economic aid, until the Peruvian government
undertook certain stringent economic measures and the poli-

tical situation became more stable.

The World Bank is an important international development bank
that has played a key role in LDC development efforts. It is
clear that capital-exporting countries have a direct interest
in aiding LDC's through international development banks so as
to promote the purchase of goods they produce. But the World
Bank, like the IMF, is also an institution whose underlying

objective is to secure free-market, capitalist societies.
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Agpendix

World Bank loans to Peru between January 1952 and December 1980

Borrower
Project description Loan Agreement Amount of Interest
Gurantor Number date Principal a) rate
1. Republic of Peru
Port of Callao-project 57-0 23. Jan. 52 2.5 4.57%
2. Republic of Peru
Agricultural Machinery 67-0 8 Jul. 52 1.3 4.12%
3. Republic of Peru
Second agricultural machi- 98-0 12 Apr. 54 1.7 4.25%
nery
4. Banco de Fomento Agrop. 105-0 12 Nov. 54 5 4.257
Agricultural Credit
Guarantor- PERU
5. Republic of Peru 114-0 5 Apr. 55 18 4.75%
Quiroz-Piura Irrigation
6. Compania Nacional de Ce-
mento Portland S.A. 116-0 19 Apr. 55 2.5 4,627
Pacasmayo Cement project
Guarantor- PERU
7. Republic of Peru 127-0 5 Aug. 55 5 4.257%
Highway project
8. Banco de Fomento Agrop.
Second Agricultural credit| 162-0 13 Mar. 57 5 5.57%
Guarantor- PERU
9. Peruvian Corporation Ldt. | 190-0 3 Apr. 58 15 5.5%
Railways
Guarantor- PERU
10. Autoridad portuaria Callao| 208-0 15 Sep. 58 6.58 5.75%
Port-project expansion
Guarantor- PERU




11.

12.

13.

14,

15.

16.

17.

18.

19.

20.

21.

22.

Banco de Fomento Agrop.
Third Agricultural credit
Guarantor- PERU

Empresas Electricas Asos.
Huinco electric project
Guarantor- PERU

Republic of Peru
Aguaytia-Pucallpa road

Republic of Peru
Highway maintainance

Peruvian Corporation Ltd.
Railway rehabilitation
Guarantor- PERU

Empresas Electricas Asos.
II- Huinco electric project
Guarantor- PERU

Republic of Peru
Paita port

Banco de Fomento Agrop.
Fourth Agricultural credit
Guarantor- PERU

Republic of Peru

San Lorenzo irrigation proj.

Republic of Peru
La Oroya-Aguaytia road

Republic of Peru
Pisco port project

Empresas Electricas Asos.
Power distribution proj.
Guarantor- PERU

257-0

260-0

271-0

300-0

334-0

365-0

373-0

415-0

418-0

425-0

446-0

464-0

29

19

13

22

22

18

17

13

Jun.

Jun.

Dec.

Nov.

Mar.

Nov.

Apr.

Jun.

Jun.

Sep.

May

Sep.

60

60

60

61

63

63

64

65

65

65

66

66

24

10

13

15

15

11

33

10

.25

.10

67

67

5.75%

5.75%

5.5%

5.5%

5.5%

5.5%

5.5%

67

67




23.

24,

25.

26.

27.

28.

29.

30.

31.

32.

33.

34.

Empresas Electricas Asos.
Power distribution proj.
Guarantor- PERU

Republic of Peru
Road reconstruction

Banco Agrario del Peru
Agricultural credit
Guarantor- PERU

Republic of Peru
Education

Republic of Peru
Sixth road project-loan

Republic of Peru

Lima-Amazon transport road

Republic of Peru
Fifth power loan

Banco de la Vivienda
Urban cities
Guarantor- PERU

Emp. minera del Centro
Centromin expansion
Guarantor- PERU

Corporacion Financiera
COFIDE
Guarantor- PERU

Republic of Peru
Irrigation rehabitilation

Republic of Peru
Water supply and power
engineering

511-0

706-0

933-0

949-0

1025-0

1196-0

1215-0

1283-0

1281-0

1358-0

1403-0

S011-0

11

14

12

27

20

12

28

20

22

Sep.

Sep.

Sep.

Dec.

Jul

May

Sep.

Oct.

Dec.

Jan.

May

Dec.

67

70

73

73

74

76

76

76

76

77

77

78

17

30

24

24

26

76.

36

21.

40

35

25

8.

.5

8

67

)

7 w2 5%

7.25%

7.257

8.5%

8.5%

8.7%

8.5%

7.35%




35.

36.

37.

38.

39.

40.

Republic of Peru
Program-loan

Republic of Peru
2nd. Irrigation Rehabili-
tation, Lower Piura

Petroleos del Peru/Cofide
Petroleum Production
Guarantor- PERU

Republic of Peru
Puno rural development
project

Republic of Peru
Bayobar prosphate project

Empresa Siderurgica (Sider)
Sider-Peru technical assis-
tance

Guarantor- PERU

a) in million US dollars

1693-0

1771-0

1806-0

1812-0

1888-0

S019-0

pages 155-160

May

Feb.

Apr

Apr.

Aug.

Dec.

79

80

.80

80

80

80

Source: IBRD, Statement of Loans, Latin America and Caribbean, PERU,

9%

.957

.25%

.25%

.25%

.257
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