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Should the World Bank Continue
Lending to China?

The World Bank’s resources are increasingly limited in proportion
to the economies of its key clients. Given China’s rapid economic
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advancement with foreign direct investment mounting ever higher
as its account surplus balloons, where should China rank in the
lending priorities of the World Bank? The author argues that the
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client from a policy perspective.

hina is often used as the poster child
of the international development
community. Its peaceful rise to
reclaim its historical place among the world s
great economic powers has both heartened
and puzzled economists the world over.
The impressive statistics describing Chinas
economic advance over 9 percent annual
GDP growthsince the opening of the economy
in 1978

multitude of factors: domestic and foreign,

are undeniably attributable to a

public and private, natural and engineered,
That China has
lifted over four hundred million people out

capitalist and socialist.?

of poverty in 20 years isso oft quoted that its
meaning has rather dulled. But expressed in
another way, poverty reduction in China has
accounted for over 75 percent of the poverty
reduction in the developing world in the past
20 years.?

Chinas controlled version of a market economy
is still rife with problems, but it is a far cry from the
China of the Great Leap Forward (da yue jin) in
the late 1950s, when mass starvation resulted from
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a misguided obsession with industrial production.
e sustainability of Chinas growth certainly
requires the involvement of the international
community, butin what manner and on what level?
Its success sharply delineates the contrast with
those countries that continue to lag far behind,
especially in Africa. International development
assistance is limited economically and, perhaps
more importantly, politically. e resources of the
World Bank are no exception. Hence, it is fair to
ask: should the World Bank still be lending money
to China?
is paper will rst look at continuation or
cessation of current World Bank lending in China
from three technical Bank-focused perspectives:
the mandate of the Bank set out in the Articles of
Agreement, the uno cial graduation policy of the
Bank, and recent examples of countries that have
graduated from Bank lending. Many may deem
these analyses inconclusive because they rely on
the validity of the Banks mandate, the validity
of the Banks past interpretation of it, or the
similarity of past situations in other developing
countries to China today. Hence, it is necessary



to discuss whether there are more important
theoretical arguments that override mandate,
policy, or past practice. Most of the discussion
will relate to lending by the International Bank for
Reconstruction and Development (IBRD or the
Bank ), since China graduated from International
Development Association (IDA) lending after scal
year 1999.3

World Bank Lending in China

e World Bank began lending to China in
1981, with $100 million disbursed under both
the IBRD and the IDA. IBRD loans were halted
following the Tiananmen Square massacre on June
4, 1989; however, they soon resumed in 1991.
IBRD lending ows to China peaked in the mid-
1990s with $2.37 billion disbursed in 1995.%
Since then loan disbursements have fallen to $1.03
billion, although China was still the fourth largest
borrower from the Bank in 2005.

IBRD and IDA Commitments to China by Fiscal Year
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ough disbursements to China have shrunk
in recent years, this is in large part due to the
shrinking size of the overall Bank portfolio, and the
exposure limit of $13.5 billion of outstanding loans
for any one borrower (increased to $14.5 billion
in FY2006).5 China still receives the largest share
of total loans to Asian countries. Although China
received no new IDA disbursements after 1999, it
continued to make principal and interest payments
on outstanding IDA loans. As of year-end 2004,
China had $10.7 billion outstanding in IDA loans,
which is almost as much as it had outstanding in
IBRD loans at $11 billion.5 e loss of the IDA
window placed a strain on relations between the
World Bank and the Chinese government, since at
that time Chinas per capita GDP was below the
cuto line and 200 million of its people were still
living below the World Bank poverty level of $1
per day. Following the loss of IDA funding, the
Chinese government limited World Bank lending
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to poor provinces and social sectors because such
loans were unsustainable under IBRD terms.
Under the IBRDs bene ciary repayment system,
the bene ciaries of loans were required to pay for
the nancing.’

Recently, cooperation between the IBRD and
the UK Department for International Development
(DFID) has attempted to simulate the terms of
IDA lending in order to remain engaged in social
e DFID grant
is administered through a trust fund and used to

sectors and poverty projects. ®

prepay a portion of the IBRD loan periodically
over the life of the project. is program began
with the Tuberculosis Control Project in 2002,
which provided the Chinese government with
a $104 million loan at a 2 percent interest rate.®
Subsequently, in 2003 a $100 million loan for
the Basic Education in Western Areas Project was
similarly funded to produce an e ective 2 percent
interest rate over a term of 20 years.’® e merit of
this program will be addressed later.

From 1981 to the present, the sectors in
China receiving the most funding (including
IBRD and IDA loans) were rural development and
transportation, each with approximately 25 percent
of total funds. Lending in China has retained a
strong emphasis on infrastructure (transportation,
energy, mining, and telecommunications),
accounting for 52 percent of lending between 1998
and 2002, while total World Bank lending for this
sector has decreased. Environmental spending has
risen from nothing in 1990 to 8 percent of loans
between 1998 and 2002. Human development
lending in China has fallen over time to an average
of 8 percent in the 1990s, while Bank-wide lending

for human development rose to 23 percent. As
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of December 31, 2004, the breakdown of ongoing
project lending was as follows: transportation
at 31 percent, urban development (including
environment and water) at 25 percent, rural
development at 22 percent, energy at 15 percent,
and human development at 6 percent.?

During the 1980s and most of the 1990s, the
World Bank focused on lending for projects in the
coastal regions of China. e gap between rural and
urban/coastal incomes began to grow in 1990, and,
as a result, the World Bank has become increasingly
interested in lending to interior regions, which
accounted for 56 percent of lending between 1998
and 2002. Despite this shift, lending to interior
regions has declined in absolute terms over the
past 10 years as overall lending to China declined.
Lending to poor provinces has been constrained by
Chinas bene ciary repayment system, ine ectual

scal transfers of a decentralized government, and
political sensitivities. e Bank has never been
asked to fund a project in Tibet, one of Chinas

poorest provinces, because of political tensions.™

Lending Mandate of the Bank

e Banks mandate for lending is spelled out
in its Articles of Agreement. e two most relevant
aspects to the topic of this paper are in the clauses
addressing the purpose and conditionality of direct
Bank lending. Among the purposes of the IBRD set
outin Article 1, only one explicitly mentions direct
lending of IBRD funds: when private capital is
not available on reasonable terms, to supplement
private investment by providing, on suitable
conditions, nance for productive purposes out
of its own capital, funds raised by it and its other

resources. With respect to conditionality, Section



4(ii) of Article 3 states that the IBRD will extend
loans to a member when it is satis ed that in the
prevailing market conditions the borrower would
be unable otherwise to obtain the loan under
conditions which in the opinion of the Bank are
reasonable for the borrower.

Is it the case that private capital is not available
onreasonable termsto China? e growth of private
capital ows into China over the past 25 years has

been tremendous. Annual foreign direct investment

% of GDP
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(FDI) has grown from nothing in 1981 to $60.4
billion in 2005,
second largest recipient of total FDI worldwide.®

and China has become the

e chart below shows FDI and World Bank loans
as percentages of Chinas GDP from 1990 to 2000,
with World Bank lending consistently below 0.5
percent while FDI ranges from 4 percent to 7
percent for most of the 1990s. In 2005, FDI was
2.7 percent of GDP ($2.23 trillion), while Bank
lending was 0.05 percent.
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Chinas total foreign debt, including public
and private foreign debt, has increased from $55.3
billion in 1990 to a forecasted $307.6 billion by
the end of 2006.%6
can be seen as a combination of banks and

e ramp-up in short-term debt
rms
taking advantage of low short-term foreign interest
rates and some speculation about appreciation of

23

the yuan. e Chinese government itself does not
engage in long-term borrowing because of its huge
current account surpluses and FDI in ows, which
have led to a tremendous stock of foreign reserves.
Reserves totaled more than $821 billion at the end
of 2005 and are predicted to be over 300 percent

of total external debt stock by the end of 2006.18
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Currently, China is accumulating a vast
amount of foreign assets and foreign capital
through both increasing FDI and its huge current
account surpluses. In 2005, China reported a
current account surplus of $161 billion, which,
added to FDI, amounts to an annual in ow of
well over $200 billion.?® Next to this, the scale of
World Bank lending at a mere $1 billion is truly
insigni cant. Even if the World Bank would like to
lend more, its total lending worldwide through the
IBRD for scal year 2005 was only $13.6 billion.
Additionally, its lending to China is limited since
China already has $11 billion of the $14.5 billion
e IBRD has made
an agreement with China based on a 2003 policy

exposure limit outstanding.?

that allows it to continue to lend to a country
that has reached its exposure limit, provided that
arrangements are made to ensure that net exposure
to the borrower does not increase. However, this
agreement has yet to be activated.?
In 2000, the Meltzer Commission found that
70 percent of the World Banks non-aid resources
(IBRD loans) over the last seven years have gone to
11 countries that enjoy easy access to the capital
markets. 22 Between 1993and 1999, Chinareceived
12 percent of all IBRD loans, while maintaining
an investment grade credit rating. e US Treasury
Department, in its response to the ndings of the
Meltzer Commission, stated, the private capital
that is available [to middle-income countries]
comes with interest rates that are prohibitive for
development programs. 2 While this may be true
for some middle-income countries, it is clearly not
true for China.
e Peoples Republic of China has a sovereign
issuer rating of A-, which is four notches into
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investment grade territory. China has been rated
External debt
spreads have been low and stable for the past

investment grade since 1992.%

several years. So far in 2006, the spread of Chinas
sovereign debt over US Treasuries has remained
between 50 and 60 basis points.

Considering that the IBRD, as an AAA-rated
institution, can borrow funds at slightly above the
rate of Treasuries of comparable maturities, and
that they typically add a 50 basis point spread to
cover administrative costs and operating expenses,
it appears that World Bank nancing might actually
be slightly more expensive than Chinese sovereign
debt.?® As a result, Chinese interest in World Bank
loans has declined over time. To incentivize China
to borrow more, concessionary programs such as
the DFID program described earlier are becoming
more popular.  econcessional nature of these loans
seems to contradict the World Banks decision that
China no longer quali es for concessional lending
through the IDA. Not surprisingly, this trend has
been appreciated by the Chinese government,
who had previously noted that the costs of Bank
loans were increasingly uncompetitive with other

nancing sources. %

While there is clearly some subjective leeway
in the interpretation of reasonable terms for
borrowing, it would be hard to say given the
data that Chinese access to and terms of private
borrowing are not extremely reasonable.

Graduation Policy of the Bank
When a country passes a speci ¢ GNP
per capita threshold ($5,225 at 2000 prices),?
the Bank analyzes the countrys readiness for
graduation from Bank assistance by focusing on



two aspects: (i) whether the country has access
to external capital markets on reasonable terms,
and (ii) the progress the country has made in
establishing economic and social institutions. 2
Graduation then takes place ve years after the
income threshold has been passed. During the
pre-graduation period, countries progress through
more and more stringent borrowing terms that
shorten the maturity and grace period for loans. In
1997 numbers, the schedule was per capita GNP
of $1,505 or less for 20-year IBRD terms, $1,506-
$3,125 for 17-year IBRD terms, and $3,126 or
more for 15-year IBRD terms.

Following graduation, the IBRD will provide
technical assistance on a fee basis, and IFC eligibility
continues for several more years. Graduation does
not imply that development is complete, but rather
that nancial assistance is no longer justi ed relative
to demands from other members given the Banks
limited resources.?

e graduation policy of the World Bank does
take into account the speci ¢ circumstances of
each country, and, in light of this, the IDA cut o
Chinas access to soft loans before China had passed
the maximum per capita income threshold of $925
at 1997 prices. In 1999, when Chinas eligibility for
IDA funding ended, its GDP per capita was $861.%
With regard to the conditions for lending under
IDA, its Articles of Agreement state in Section 1(c)
of Article 5 that the Association shall not provide

nancing if in its opinion such nancing is available
from private sources on terms which are reasonable
for the recipient or could be provided by a loan of
the type made by the Bank.

China has clearly not passed the threshold
for graduation consideration, since its GNP per
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capita for 2004 was $1,290.3' Income growth is
expected, but per capita levels will remain low for
the foreseeable future, rising to $1,689 in 2007.%2
China has certainly made a tremendous amount of
progress in establishing economic institutions, such
asthedevelopmentofsecurities markets, the creation
of intellectual property laws, bank recapitalization
and regulations, and the creation of consumer
credit bureaus. Recent progress in establishing
social institutions has been on a somewhat smaller
scale, but there have been signi cant results. Adult
illiteracy fell from 37 percent in 1978 to less than
5 percent in 2002, and the infant mortality rate
fell from 41 deaths per every 1,000 live births in
1978 to 30 in 2002.% However, rural development
remains a major problem, with very uneven
education and healthcare spending between urban
and rural areas.®
According to the wuno cial graduation
policy of the Bank, it appears that China should
continue to receive Bank nancial assistance, since
its per capita income has not reached the cuto .
Moreover, it could be argued that Chinas social
institutions have not made su cient progress to

warrant graduation.

Graduation of Other Developing Countries from
IBRD Lending

Another way to assess Chinas readiness for
graduation from IBRD lending is to compare their
economic situation with that of other countries
that have recently graduated from IBRD lending.
Here we focus primarily on per capita GDP and
sovereign credit rating at the time of graduation.
In March 2004, Slovenia became the
Soviet transition economy to graduate from

rst former
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borrower status to donor partner at the World
Bank.® In the year prior to its graduation in 2003,
Slovenias per capita GDP was $14,248, and its
sovereign debt in early 2004 was rated AA for local
currency and A+ for foreign currency obligations.*®
Slovenias foreign currency rating has since been
upgraded to AA-.%

In April 2005, the Czech Republic decided to
o cially stop borrowing from the World Bank. In
fact, they had not received any new commitments
since 1997, or any disbursements since 2000. In
2004, their per capita GDP was $10,516. e
Czech Republic is currently rated A for local
currency and A- for foreign currency obligations
with a positive outlook added in November
2005.*

In2002, the World Bank reported that Hungary
had entered into pre-graduation arrangements and
had uno cially ceased borrowing from the Bank.
Although Hungarys per capita income ($4,800
in 2001) was slightly under the cuto line, they
proceeded with the pre-graduation process due to

the progress Hungary has made in completing the
transition agenda and its favorable access to capital
market nance. ©° At the time Hungary was rated
A+ for local currency obligations and A- for foreign
currency obligations. Hungary is currently rated A-
for all obligations, with a negative outlook added
in January 2006.%

With the publication of the 2003-2005
Country Assistance Strategy (CAS) for Poland,
the Bank announced that while Polands per
capita income is below the threshold at which
discussions on formal graduation would normally
commence, the Polish authorities wish to regard

this as a pre-graduation CAS. #* Polands per
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capita GDP in 2002 was $5,179.# At the time
of this announcement in 2003, Poland had an A
local currency rating and a BBB+ foreign currency
rating. In November 2003, Poland was downgraded
to A- for its local currency debt, and since then its
ratings have remained stable.*

First of all, it is clear that Chinas current
foreign currency credit rating of A- is comparable to
that of each of these countries at their graduation:
two notches below Slovenia, the same as the Czech
Republic and Hungary, and one notch above
Poland.*
grade since Standard & Poors started rating it in
1992, it only reached the A- level in July 2005.

e Czech Republic has been rated A- since 1998,
and Hungary has been rated A- since 2000. Even

While China has been at investment

Poland, which is currently rated below China, has
been BBB+ since 2000, while China only achieved
a BBB+ rating in 2004. (China was rated BBB+ in
1997, but received a negative outlook in 1998 and
was downgraded in 1999).%6 Overall, while Chinas
rating is comparable, it has held it for a relatively
shorter period of time, and Chinas current per
capita GDP is at a much lower level.

Perhaps the experience of these -eastern
European countries is a bad comparison for China.
Koreamay be a better reference point for Chinathan
these transition economies, but Koreas graduation
tells the same story. When Korea ceased borrowing
from the Bank in 1995, it had a foreign currency
credit rating of A+ in early 1995, upgraded to AA-
in May 1995, making it two to three notches above
Chinas rating today. Additionally, it had sustained
an A+ rating since 1989.4” e most recent prior
years per capita GDP was $11,588 in 1994 4

In sum, while its current credit rating is



certainly competitive with other recent graduates
of IBRD lending, China has in general sustained
its current credit rating for a shorter period of
time. is may indicate that China has not had
the chance to develop the depth and reliability of
capital market access that the other recent or soon-
to-be graduates have. Additionally, Chinas per
capita GDP of $1700 in 2005 is clearly not at the

level of any of these countries.

eoretical Arguments For and Against Lending to
China
Now we turn from the technical arguments
about what the rules stipulate and how the system
normally works, to theoretical arguments based
on subjective interpretations of what the World
Bank should be doing.  ese arguments are based
on many di erent goals what is best for the
development of the country in question, what is
best for the world as a whole, the furthering of an
economic or social ideal in general, or maximization
of the return on scarce assets.
ose in favor of continued lending to
China tend to focus on reports published by the
World Bank itself, while those opposed follow
the basic arguments of the International Financial
the Meltzer

its members and advisors.

Institutions Commission, i.e.,
Commission, and

e arguments of the Meltzer Commission are
generally not focused on China per se, but China
does present one of the easier, and to them one of
the most blatant, examples of the unfortunate but
increasing irrelevance of the World Bank in lending

to middle-income countries.

Numbers of Impoverished People

27

Sarah Huber

One of the arguments most often advanced for
why the Bank should lend to China in particular,
and middle-income countries (MICs) more
generally, is the large number of people still living
in poverty there. 80 percent of the people living
in developing countries also live in MICs, and not
low-income countries. Similarly, 70 percent of the
people living in poverty in developing countries
live in MICs as well.* China still has 18 percent
of the world s poor, with 150 million people living
on less than $1 per day.>® Leaving di erences in the
precise de nition of poor aside, it is undeniable
that a huge number of people are living very
impoverished lives within MICs, including China.
However, the question remains whether World
Bank lending should be contingent on the presence
of impoverished people, whatever their number.

Desmond Lachman of the American Enterprise
Institute asks, If poverty alone were a valid reason
for World Bank lending, why is the Bank not
lending to the US, whose poverty problem has
become all too visible after Hurricane Katrina? 5t
It is true that the US governments failure to
allocate adequate resources to New Orleans has
led to many people, even a year later, living in
condemned houses blackened with mold because
they have no other options. e comparison with
the US is a bit extreme, however, since the poor in
the US are likely much better o than the average
rural Chinese farmer and have access to a wider
array of domestic resources. Poverty is a symptom
of many complex problems social, political,
and economic and poverty reduction requires
substantial domestic commitment, e ort, and
time. It is questionable whether it is right or even
e cient for an institution with increasingly limited
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resources to attack a symptom rather than focusing
its energy in countries where it has signi cant sway
over the root causes of the problem economic

development and policy reform.

Lending Brings Policy Reform

e World Bank has undoubtedly had great
in uence on the policy development of many
emerging economies through both technical and
nancial assistance. e World Banks role in
helping China implement market economy reforms
with development lending has been dramatically
described as drawing the Communist nation out of
its insularity and propelling it onto the center-stage
of the global economy. % While this gives rather
short shrift to the tremendous internal dynamics
of Chinas economic transformation, it does re ect
a not uncommon perception of policymakers
and journalists in the US. is argument would
undoubtedly have been more convincing 10 to 20
years ago. In fact, the former Premier Zhao Ziyang
rejected the State Planning Commissions 7th Five-
Year Plan on the basis that it did not conform
su ciently to the 1985 World Bank report on

Chinas long-term development options.
However, the power of the World Bank to
in uence the policies of a particular country
declines as a country becomes more economically
and technologically advanced, i.e., as they become
richer and the knowledge di erential shrinks. As a
World Bank Operations Evaluation report states,
in the early 1980s the knowledge gap between the
World Bank and Chinese experts was analagous to
that between a university professor and a primary
But by the 1990s, the ranks
of Chinese policymakers swelled with skilled

school student. %
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technocrats, and the consequent in uence of the
World Bank declined.

Adam Lerrick adds that if the Banks policy
advice is good, countries then should not have to
be paid to accept it. Otherwise the Bank, and
multilateral nancial institutions more generally,
would be the only consultants in the world who
pay their clients to take their advice. > However,
thiserroneously assumes that borrower governments
are at all times rational actors interested in bringing
about a market economy in the same fashion as the
Bank would like them to. Nouriel Roubini argues
that knowledge transfer is sometimes embodied
in the lending activity, as management techniques
may be integrated with FDI, and that the separation
of the two is not always possible.%®

With China, it is clear that the country is
moving towards a market economy, but it is
equally clear that its plan is much more gradual
than the course many developed countries would
like it to pursue. While a World Bank-issued
implementation plan may be successfully pushed
in a small country with limited scal revenues and
little or no access to capital markets, it is di cult
to argue that China has any reason to listen to the
World Bank unless it believes the Bank s policy ideas
are sound and applicable to the Chinese economy.
While as Roubini says there may be some embodied
knowledge transfer in Bank lending, it creates at
most a marginal e ect compared to the advice
associated with the nance provided by Chinas
trade partners and foreign private investors.

Targeting Under-Served Sectors of the Population
Advocates of continued lending to China state
that Bank lending can target speci c sectors of the



population that may be ignored by the national
government, particularly, the rural populations
of western China. e western regions of China
lag behind the coastal regions in bene ting from
advances in the educational system, infrastructure,
and  productivity  (particularly, agricultural
techniques, rural industry, and access to credit).
As measured by the Gini index, the income gap
between the western regions and the coastal
regions has grown from 28 percent in 1981 to 41
percent in 2006.5

describe the di erences between a growing region

However, this gap does not

and a stagnating one. Both regions have grown
tremendously, but the coastal region has grown
at a higher rate. e World Bank regional o ce
in China has stated that urban and coastal areas
are growing annually at near double digits while
growth in rural areas and some interior provinces is
closer to 4-5 percent. e Economist Intelligence
Unit calculated that income growth in rural areas
averaged 6.2 percent in 2005, while urban income
growth averaged 9.6 percent.>®
As sensible as it seems to try to mitigate the
widening income gap with targeted assistance, it is
di cult to know the ultimate end use of a given
loan, and whether a project would have been
undertaken with or without Bank assistance. As the
Meltzer Commission report states, the fungibility
of money eliminates any link between Bank
nancing and speci ¢ projects or promised policy
changes. © Additionally, the data for current Bank
projects in China show that only 2 of its 88 current
projects were funded below the level of the central

government.®

Socially Desirable Loans from the Private Sector
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World Bank reports show concern that without
continued IBRD lending to China, many socially
desirable projects would not be nanced because of
their low pro tability and lack of interest from the
private sector. However, this argument neglects to
consider the point that IBRD loans to such projects
are guaranteed by the Chinese government, so that
the risk is, in actuality, only sovereign risk. With
Chinas sovereign A- credit rating, it seems unlikely
nd
private lenders willing to nance whatever projects

that the government would be unable to

the government should choose given a sovereign
guarantee. e Meltzer Commission report states,
the private sector is prepared to nance socially
desirable projects with limited cash ow, if the
government guarantees to service the debt, as it
does when countries borrow from the development
banks. 62

a Center for Global Development symposium,

Lerrick described this more vividly at

saying that with a sovereign government guarantee,
private sector investors dont care whether youre
vaccinating Indians in the Amazon or youre
building nuclear weapons. %

Funds During Crises

e Bank may provide a more steady ow of
funds during times of nancial crisis than private
investors, whose goal is pro t maximization rather
than long-term development. e US Treasury
Department noted that the Bank may be well-
positioned to help countries avoid unnecessary
contractions in  scal expenditures, restructure

banks and other nancial institutions, and
minimize the adverse impact of the crisis on the
poor by strengthening social safety nets. * While

the global marketplace generally recovers quickly,
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nancial crisis of 1997-1998,
more investors pulled out and stayed away longer

during the Asian
than usual.  ese arguments may indicate that
the Bank has a role to play in China in mitigating
nancial crises.
Yet, even if the Bank could lend a su cient
in the
their
intended role is not that of a crisis lender like the

amount to avoid scal contractions

Chinese economy (which it cannot),
IMF. Second, restructuring of the banks and other

nancial institutions is undoubtedly important to
give con dence to foreign investors and decrease
the magnitude of capital ight during crises, but
the Bank has so far failed to add signi cant value
in this area and, as covered above, it is unclear
that their advice needs to be packaged with their
rather meager nancial assistance in order to be
implemented. Similarly, with respect to social safety
nets, protections for the poor that are sustained
through  nancial crises require tremendous
domestic commitment and funding, and it is
unclear whether Bank funding would make much
di erence. Finally, due to its conservative capital
controls, Chinawas not much a ected by the Asian

nancial crisis, and it receives such large private

ows that a pull out of private money could not be

compensated for by Bank lending.

National Security Concerns

While many reasonable arguments have been
advanced for why China no longer needs Bank
assistance, the recent wave of protectionism in the
US has also spawned some less well thought out
but equally popular reasons for cessation of Bank
lending. e Chairman of the Armed Services

Committee of the US House of Representatives,
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Duncan Hunter, recently stated that the US
needs to be vigilant about the scale of World
Bank lending for fear that it will free up cash for
the Chinese government to spend on military
expansion initiatives and bids for US companies,
such as Unocal and Maytag last year.®® It is true
that one can never know the true net e ect of the
disbursement of a Bank loan. It is also possible that
a government may apply for assistance for a rural
sanitation project for which funds have already
been allocated and then use the Bank funds to arm
a new regiment of the infantry.  is being said, the
scale of World Bank lending relative to Chinese
government revenues ($330 billion in 2004) is of
such a minimal nature that it is rather di cult to
believe that it would make the di erence in Chinas

attainment of political or economic dominance.%®

Safe Loans Fund Risky Loans

Some argue that the World Bank bene ts from
lending to China because it reduces the risk of its
overall portfolio. e reliable stream of interest
payments from China help fund riskier loans to
other less developed countries as well as to help
fund the IDA grant window. ere is great debate
over this particular point of whether lending to
China generates a net gain or loss.

e Bank charges the same interest rate to all
borrowers regardless of their credit risk (a somewhat
questionable practice from the point of view of
both incentive structures for borrower countries
and the Banks portfolio risk management). e
lending rate is generally the Banks own AAA cost
of funds plus a spread to cover administrative costs
of around 50 basis points.” Johannes Zutt, the

Banks program coordinator for China, recently



stated that the Bank does not lose any money
on China, it does not subsidize China. is
accounting fails to consider both the cost of the risk
that member governments bear by guaranteeing the
World Bank and the opportunity cost of the Banks
paid-in capital, retained earnings from investment,
and callable capital of member governments.®®

e income that the Bank earns and transfers
to the IDA is primarily generated from investing
the paid-in equity capital of its members and
accumulated retained earnings. Lerrick points out
that if the Banks income was derived from lending
activities, we would see a constant net margin over
time froma xed spread between its borrowing and
lending rates. In actuality, we see an income stream
that uctuates with interest rates, demonstrating the
fact that the Banks income stems from returns on
its investments, which also uctuate with interest
rates rather than returns on lending.”® Hence, we
see no evidence that lending to China funds loans
to riskier countries, but rather that the World
Banks investment portfolio and member country
guarantees funds both.

Conclusion

Since the pool of economic resources and the
degree of political cooperation for international
development is limited, it is vital to weigh the net
results of World Bank lending to middle-income
countries, in particular China. China has access to
a huge amount of capital, both foreign (through
FDI, exports, and capital markets) and domestic
(tax revenues and bank deposits of savings), and
at very cheap rates. No matter how advanced the
Chinese economy becomes, how much living
standards rise, or how low the percentage of those
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living on less than a dollar a day falls, China will
still have a huge number of poor people in absolute
terms, simply because it is the most populous
country in the world. While we may not agree
with their allocation of capital among domestic
concerns, we cannot hope to constrain China to
follow economic prescriptions by o ering loans
with uncompetitive interest rates and extensive
conditions that amount to 0.5 percent of their
annual in ow of foreign capital.

e analysis of this paper indicates that
while the uno cial graduation policy and recent
graduation practice of the World Bank do support
continued lending to China, the mandate of the
World Bank as set out in the Bretton Woods
Articles of Agreement and the majority of current
development arguments o er very little support
for continued lending. e idea that funds could
be put to better use in places aside from middle-
income countries like China has been stated by the
Bank itself: Much of aid continues to go to middle-
income countries that do not need it. It is possible
to make aid more e ectively targeted to poor
countries While it is easy to ride the coattails
of rapid and sustained GDP growth in China as a
way to realize massive poverty reduction, there is
serious work to be done in low-income countries
that have little or no hope of private capital ows
and whose domestic economies are stagnating or
even regressing. In low-income countries, economic
development as a means of poverty reduction is
truly di cult and severely constrained, and it is
there that the World Bank has the most to o er.

i
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