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number of requests for expanded dialogue and follow-up support in the design and
implementation of reforms. While historically focusing primarily on advisory support to
private sector clients, IFC faces increasing demand for assistance in implementing
reforms to the enabling environment in areas such as microfinance and lending to SMEs.
The Bank continues to bundle most of its policy and technical advice to governments
with loan operations, but has also seen an expansion in free-standing Analytical and
Advisory Activities (AAA). The IFC, by contrast, has seen strong growth in free-standing
technical assistance.

17. In the case of the Bank, between FY03 and FY06, AAA spending on financial sector
issues rose from US$41.5 million to US$48.3 million. The importance of free-standing,
trust fund-supported advisory work also increased during this period. Expenditures on
analytical and advisory work under the Consultative Group to Assist the Poor (CGAP)
and the Financial Sector Reform and Strengthening Initiative (FIRST) almost doubled,
growing from US$13.7 million to $25.7 million. Financial sector diagnostic work,
particularly through the FSAP and ROSC program, has also been strong, with an average
of 19 countries undergoing FSAP assessments each year. By contrast, the demand for
financial sector technical assistance loans has been relatively soft, as governments have
generally been unwilling to borrow for this purpose.™ Nonetheless, regional units report a
strong and growing demand for unbundled policy advice and technical assistance to
implement financial sector reforms, a demand that is difficult to satisfy for the Bank
under its current business model and funding arrangements.*®

Box 3: Microfinance and the Evolving Role of CGAP

Microfinance has made its case to mainstream financial actors. New commercial players, ranging from

banks to big-box retail outlets to cell phone companies, are now targeting the poor as clients for financial

services. The number of investment funds focused on microfinance has now reached 70, while

multilateral investment in microfinance increased 120% to $2.8 billion at year end 2006. CGAP, as a

global resource center for microfinance standards, operational tools, training, and advisory services, is

focused on expanding access to finance by working at all levels of the system. For example:

=  CGAP’s ramped-up technology program experiments with new delivery technologies that promise
breakthroughs in scale and depth of access.

= The Microfinance Information Exchange, the Rating Fund, and the Financial Transparency Awards
are all programs that help build the information architecture of this fledgling field of poor peoples’
finance.

= In microfinance, it is not more aid that is needed, but better aid, and so CGAP offers performance
reporting and benchmarking, good practice guidelines, as well as direct technical assistance and
portfolio reviews for funders and investors.

= CGAP also provides advice to help new financial service providers develop profitable and diverse
services that are attractive to low income clients, such as small-balance saving mobilization and
money transfers. For those extremely poor who are left behind, CGAP is experimenting with
programs that link safety net programs to microfinance.

5 See Annex 1, Figure 1.A.12.
18 The increasing emphasis on policy and advisory work at the Bank is in contrast with the regional multilaterals,
which continue to emphasize lending, and are considerably more active than the Bank in LOCs.
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IFC has experienced a rapid increase in advisory services to its financial institution client
base, as well as to policy makers. Currently, IFC has approximately US$250 million in
on-going advisory activities in the financial sector, compared with US$100 million in
FY05. Advisory services by IFC are self-standing in the sense that they need not be
linked directly or contemporaneously to IFC investment operations. As of September
2006, there were over 147 active advisory projects in the financial sector. In order to
reinforce a focus on the quality of its services in light of a decentralized mode of delivery
(through regional facilities), IFC has recently established business lines to oversee its
advisory work. The “Access to Finance” business line is responsible for the coordination
and quality assurance of advisory work in the financial sector. Enhanced cooperation
with the Bank on policy-related technical assistance is an important objective for IFC
going forward.

Beyond the World Bank Group, the International Monetary Fund (IMF) has been actively
expanding its surveillance and advisory activities in the financial sector, and at present
has well over 200 expert staff working in the sector.!” The increasing involvement of the
Fund in the financial sector is welcome and necessary, given the strong connections
between macroeconomic performance and financial sector resiliency, and the stability
implications of international financial market integration. The Bank has retained a strong
and broad involvement in the financial sector throughout, however, consistent with its
developmental focus and longer-term horizon. Formal cooperation among the two
institutions has remained strong, particularly in diagnostic activity via the joint Fund-
Bank FSAP and the joint implementation of the Anti-Money Laundering / Combating the
Financing of Terrorism (AML/CFT) mandate. The growing overlap of the two
institutions in the financial sector is reflected in the emphasis on financial sector issues in
the recent “Malan Committee” report on Bank-Fund collaboration.*®

IMPLICATIONS FOR STRATEGIC Focus

The changes described above—in the external environment, within the World Bank
Group and across Bretton Woods institutions—present significant opportunities as well
as complex challenges. These must be taken into account in framing the World Bank
Group’s strategy in the financial sector going forward. In this subsection we characterize
the main challenges as a preamble to a fuller discussion, in subsequent sections, of the
proposed strategy to cope with the challenges and make the most of the opportunities
going forward.

The strong trend towards the liberalization and international integration of financial
markets, coupled with the current environment of high global liquidity and low interest
rates, implies that a shortage of funds is no longer the main constraint for financial
development in many developing countries, particularly middle-income ones. The
concomitant availability of market funds has enabled a number of governments to rely

7 This compares with 125 GF+ staff in the Bank, and 266 at IFC (inclusive of staff working on financial sector
issues in the regional facilities).

'8 Final Report of the External Review Committee on Bank-Fund Collaboration (Chair: Pedro Malan), February
2007.
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less on multilateral and bilateral loans and to shift funding to private markets, with a
particularly strong use of local markets. As noted, however, the liquidity bonanza is
unlikely to last indefinitely, and the funds currently flowing to emerging economies could
be stopped or reversed abruptly in the future.

Moreover, as funding constraints are relaxed, other constraints to financial development
become more visible, often pushed to the surface by the abundance of liquidity. For
example, abundant liquidity can drive fast credit growth and asset bubbles, which pose
risks of their own and test the quality of prudential frameworks and the risk management
capacity of developing financial systems; this is currently a concern throughout the
developing world, including in low-income countries. This, in turn, raises the importance
of sound macro and prudential policies. Increased liquidity is not the same as stable
funding and does not of itself guarantee long-term funding. Moreover, even as funding
constraints ease, financial development challenges do not disappear. Serious problems
still remain with respect to the broad and efficient allocation of funds and risks,
throughout the local and global economy. In effect, as the shortage of funds becomes less
of a constraint, other constraints become more binding—particularly weaknesses in
macro and prudential policies, deficiencies in contractual institutions and weaknesses in
transactional and informational infrastructures, all of which hinder the completion of
financial markets, their efficient and prudent functioning, and their inclusiveness.

This said, developments in the broader environment have important implications for how
the Bank Group engages in developing countries. The major global trends discussed
above have a greater impact on developing countries that are more integrated into the
international financial markets. The implications of such trends, therefore, are different
across client countries. On the Bank side, the traditional role of the Bank in the financial
sector—to unlock economic development by relaxing funding constraints via lending
operations to governments—has become comparatively less relevant in many countries,
particularly MICs that are significantly integrated into world financial markets. For the
governments of many of these MICs the Bank’s cost-of-funds advantage has narrowed
significantly, and the all-in cost of Bank loans, inclusive of transaction costs, makes them
relatively less attractive than previously compared to private sector options. In practice,
Ministers of Finance and Central Bank Governors in MICs have noted in international
forums that, as regards financial services from the Bank, their countries currently need
less traditional lending services and more innovative services that have insurance
properties—such as local currency-denominated loans, automatic access to contingent
credit lines (along the lines of the Bank’s deferred draw-down facility), and risk
management products that could enable them to better manage the risk/cost tradeoffs in
their country’s liability portfolio. While reduced appetite for traditional Bank loans by
MICs affects Bank lending across the board, it appears to be more acute in the case of the
financial sector, given the cyclicality in demand for fast-disbursing loans (which spikes at
times of financial crises) and not least because financial sector reform is advice-intensive
and comparatively less amenable to be supported via traditional loan operations.

As governments continue to change their role in financial markets—from direct
intervention in the mobilization and allocation of financial resources towards a pro-
market orientation with an emphasis on improving the enabling environment—the direct
government demand for financial sector loans to on-lend to targeted sectors may continue
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to decrease. At the same time, cyclical surges in demand for fast-disbursing financial
sector loans may become less frequent in the future if the recent absence of financial
crises reflects durable improvements in financial systems’ resiliency. In sum, even if
waves of financial crises were to return in years to come, to build a financial sector
strategy that unduly relies on Bank lending operations would be unwise.

The implications of these trends are different for IFC lending/investment activity. The
processes of financial liberalization and globalization, and the changing role of the state,
have accelerated the growth of private financial markets where the IFC balance sheet can
more actively be put to use. This helps explain the steady growth in IFC
investment/lending activity in the financial sector. For IFC, the challenge is to ensure
additionality and developmental impact in its growing portfolio.

At the same time that the international integration of financial markets contributes to a
reduced appetite in many developing countries for Bank financial sector loans, it also
raises the demand for unbundled advisory services (at both the policy and technical
levels). This is so because, as noted, financial liberalization and globalization boost the
importance (and urgency) of financial sector reform in developing countries and make
such reform more complex. As a result, client countries increasingly seek high quality
advisory services from the Bank Group. The only way for the Bank Group to retain its
critical policy advisory role in this context is continuously to upgrade its policy acumen
and technical expertise in financial sector development issues, and to do so under a
business model that does not depend solely on assumptions of substantial activity in
traditional Bank lending to sovereign clients. This is a particular challenge in MICs, but
also increasingly a challenge in lower-income countries as well. Here, IFC’s model for
funding and delivering advisory services puts it in a solid position to provide free-
standing, on-the-ground advisory support. The Bank, by contrast, lacks a solid business
model for the rapid provision of advisory support, de-linked from lending. The challenge
of developing a stronger business model on the Bank side is discussed in Section IlI.

The rising relative importance of demand for unbundled advisory services does not, of
course, imply the disappearance of demand for Bank policy and investment loans related
to the financial sector. Financial sector-related lending is likely to remain strong
especially among the Low-income Countries (LICs), notably in Africa and South Asia.
As noted, even MICs that do not have a balance of payments need might at times wish to
pursue policy or investment loans from the Bank, and use them as a tool to improve
reform design, implementation, and monitoring. What is beyond doubt, however, is that
the demand for assistance from the World Bank is shifting in favor of unbundled advisory
services. The challenge is thus how best to provide timely and high quality knowledge
services to meet this need.

The expanding overlap of the Bank and the Fund in financial sector work raises
additional challenges. As reported by the Malan Committee, a degree of continuing
overlap is inevitable, and Bank-Fund coordination in the financial sector generally works
well. However, as the Fund becomes increasingly active in the sector, it behooves the
Bank to refine its comparative advantage based on its developmental mandate and longer-
term perspective. The Bank must also leverage the potential benefits of joint
engagements with the Fund in diagnostic work and of participation in international
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architecture institutions, including various standard-setting bodies. Particular attention
needs to be given to areas where the overlap with the Fund poses relatively greater
challenges, including the fields of prudential policy and crisis management; these are
discussed in Section I1.3.A.

Finally, the dynamic nature of the external drivers behind this strategy calls for
continuous reassessments by, and adaptive flexibility in, the Bank Group. For example,
as noted, the Bank needs to stand ready to redeploy lending resources quickly, together
with advisory support, in the event of a reversal of the current ample liquidity conditions
and availability of market finance to developing countries, particularly MICs. Moreover,
even if the shortage-of-funds constraint continues to ease, the Bank Group needs an alert
reading of other obstacles to robust financial development—obstacles to prudent risk
taking, efficiency and transparency in financial markets, and affordability of, and
accessibility to, financial services. The Bank will also need to continue to develop a
sophisticated understanding of the proper roles of governments in financial
development—~both in shaping the enabling environment and through more focused
interventions that could catalyze the completion and development of sustainable markets.
A stock-taking of the FSAP program, currently under preparation, is expected to shed
additional light in these areas. And proposed initiatives to facilitate the provision by the
Bank of unbundled advisory services should help to ensure flexibility in the Bank Group
to adapt to changing client demand, and to rebalance and adapt its financial and advisory
services as appropriate.
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Il. STRATEGIC FOCUS

How can the World Bank Group play the most effective possible role in supporting
financial sector development in its partner countries, in the changing external
environment described in Section I? The starting point for answering this question must
be demand from clients, on the one hand, and a clear-eyed assessment of Bank Group
strengths and weaknesses, on the other. This is the focus of the first part of the current
section. Discussion then turns to the core objectives of Bank Group engagement in the
financial sector, and their implications for the primary focus of Bank Group activities,
and for critical partnerships. Here, the central role of the World Bank is to provide
systemic support to partner governments on the strengthening, diversification and
expanded reach of financial institutions and markets. This role is informed by quality
diagnostic work, managed through relationship-intensive policy dialogues, and
supported, where relevant, by Bank Group lending and investment instruments targeted at
facilitating reform and catalyzing market development and the expansion of access.
Building on this kind of systemic engagement, the Bank Group faces demands for more
specialized support in the areas of financial market infrastructure, the development of
capital markets, and the expansion of access to the poor and under-served. These are
discussed in the final part of the section.

CLIENT DEMANDS AND BANK GROUP APPROACH

Section | described broad trends in the global financial markets, and the shifting needs
and demands faced by the Bank Group in developing countries. Individual countries of
course have differing specific needs, linked to their level of development and their
institutional history. For example, in the case of low-income countries, efforts to provide
access for under-served citizens will be of critical importance. The challenge is largest in
rural areas. Technological developments, particularly the rapid penetration of cell phones,
which may be used for “branchless banking”, hold major promise to serve many more
poor people in such countries. Facilitating financial system development while making
best use of new technical options poses regulatory challenges that are as new for
developed countries as they are for LICs. In many middle-income countries, priorities
reflect the growing sophistication of financial markets. Issues such as cross-border
regulatory approaches, competition policy questions and the evolution of the Basel Il
bank regulation approaches in general are often of critical importance.

In post-conflict countries, client demands can be different again. Here, the Bank Group
faces “first response” requirements which can include quickly identifying and repairing
obstacles to remittance inflow, allowing individuals and households to leverage their

diaspora networks to create private safety nets; restructuring and rehabilitating conflict-
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affected financial institutions to enable immediate provision of financial services;
rehabilitating national payment systems through the restoration of inter-branch banking
(for example, facilitating the payments of essential services such as teachers' salaries in
remote areas), and introducing political risk insurance instruments to trigger the return of,
and stimulate investment by, private investors.

33. The kinds of differences described above are reflected in the requests for advice received
by the Bank Group for assistance with financial market reform and development. For
example:

e In Africa (AFR), there is strong demand for assistance both in catalyzing market
development, expanding access (including through new technologies), and managing
increased liquidity (see Box 4).

e Having recovered from the 1997 crises, economies in East Asia (EAP) have focused on
financial sector development and stability to meet the growing demand for financing and
sophisticated financial services. In this context, they have been looking for support on
banking sector reform, development of financial markets, capacity enhancements of the
oversight agencies and measures to broaden access to financial services (including
financial infrastructure development).

e MICs in Europe and Central Asia (ECA) raise requests for assistance that can be narrow,
highly technical and sophisticated—for example, for assistance in refining a system for
consolidated or risk-based supervision, consumer protection arrangements, or governance
assessments.

e FSAPs for middle-income countries in Latin America and the Caribbean (LCR), where
financial stability concerns have subsided, show developmental concerns about market
depth and access coming to the forefront of the policy agenda.'®

e In the Middle East and North Africa (MNA), demand remains strong for advice on
banking and insurance restructuring and privatization, support for the continuing
development of supervisory and regulatory frameworks, and support for local currency
capital market development.

e The financial sector in South Asia (SAR) continues to be dominated by state-owned
banks—unlike most of the other regions of the world which have already undertaken
extensive privatization programs. It is also characterized by many millions who are
excluded from access to even the most basic of financial services. And financial systems
remain (for the most part) relatively rudimentary. Based on these features, there is a
strong work program focused on increasing the availability of long-term, local currency
financing, expanding access to financial services, and strengthening the basic institutional
infrastructure.

9 For example, structural and developmental issues occupied center stage in the 2003 FSAP for Chile and the 2001
FSAP for Mexico. By contrast, an example of an FSAP for a low-income country that was dominated by stability
concerns is the 2000 FSAP for Guatemala.
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Box 4: Financial Market Challenges in Sub-Saharan Africa®

Over the past ten years African countries have made substantial progress on macro-economic
stabilization, liberalization of their financial systems and transfer of financial institutions from state into
private hands. In the countries where these reforms are most advanced, access to formal financial services
and private sector credit are both increasing at an encouraging rate. While African financial systems are
not all the same, finance in most African countries works within an environment which is extreme in four
key dimensions: scale, informality, governance and shocks.

Scale—economies and national financial systems are small and population is sparse, leading to high unit
costs and expensive services.

Informality—both enterprises and their markets operate on an informal basis, reducing the degree to
which reliance can be placed on documentation, a predictable schedule or even a fixed place of business.
Governance—reduces the credibility and stability of government policy and increases the danger that
policy goals will be subverted in implementation.

Shocks—the continent has experienced a high incidence of occasional economic and political meltdowns
while, at the micro level, risk is also very high for individual households near or below the poverty line,
and for small firms and farms.

Given these factors, some key challenges remain. Access to formal financial services remains at
unacceptably low levels; robust implementation of traditional financial sector reforms—while making
substantial gains—has failed to deliver in the politically sensitive areas of development/long-term
finance, SME finance and rural/agricultural finance; and increased financial flows into Africa in the form
of natural resource inflows, remittances and development assistance are generating significant
accumulations of liquidity that weak financial systems are unable to intermediate into productive
investments—thereby generating stress for monetary policy which expresses itself in high domestic
interest rates or over-valued exchange rates.

11.2 BANK GROUP APPROACHES AND INSTRUMENTS

Bank Group Comparative Advantage: Advisory and Financial Instruments

34. A primary source of the World Bank Group’s strength and comparative advantage in
meeting varied client demands is its ability to combine a depth of country knowledge
with global knowledge about the micro-foundations of well-functioning financial markets
and institutions (what is needed to enable financial markets and financial institutions to
develop and function efficiently). To this, it adds a broad exposure through investments
and advisory work that gives insights on how financial sector issues play out in sectors as
diverse as agriculture and healthcare. Here, a critical advantage of the Bank, in particular,
is its capacity to see all aspects of financial markets together as a system, to identify
strengths and weaknesses, to use diagnostics to identify gaps—and to provide advice on
both the substance and process of reform that is responsive and relevant at the country
level. Thus, the Bank Group can help authorities to frame their financial sector reform
strategy within the broader economic agenda, highlighting linkages whereby financial
markets and products can boost developmental objectives in other sectors of the
economy. For instance, as financial markets develop, they can link pension funds with

% Box based on: World Bank Africa Region, Making Finance Work for Africa, March 2007.
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solutions for housing needs and long-term investments in the infrastructure sectors.
Similarly, financial markets can provide weather insurance and price hedges that can help
meet agricultural development objectives.

The Bank Group benefits from its ability to engage on financial sector issues in a range of
complementary ways:

Through diagnostic exercises, and associated research, that cast light on critical
challenges at the country, regional and global level, led by the Bank.

Through a Bank-led relationship-intensive policy dialogue, working with developing
country counterparts to understand issues and options from a system-wide perspective,
and develop and implement appropriate policy, regulatory and administrative reforms.
Through technical assistance for the detailed implementation of reforms (where both the
Bank and IFC can play an active role), and associated capacity building for clients
(through the World Bank Institute, and through external partnerships).

Through lending and investment operations—Investment Bank for Reconstruction and
Development (IBRD)/ International Development Association (IDA) loans, guarantees
and risk management products, Treasury engagements, IFC investments/loans and MIGA
guarantees targeted at catalyzing market development; IBRD/IDA loans to provide
balance of payments and restructuring support in the event of crises.

Through the use of its convening power and international standing to address critical
issues and facilitate solutions at the regional or global level.*

To be effective in delivering on policy/regulatory challenges in developing countries, the
Bank Group needs to be able to offer a reasonably seamless combination of the first three
of these—good diagnostics of the problem, a well-informed and contextually relevant
dialogue, and timely, sensible implementation support and capacity building. The need
for lending/investment engagements varies over countries, and over time.

As noted in Section 1.2, in recent years there has been growing demand for advisory
support unbundled from lending. However, in LICs in particular—and notably in Africa
and South Asia—demand for Bank lending in support of policy reform and market
strengthening remains strong. Where substantial policy reforms are required, this
generally takes the form of development policy lending. As noted above, even MICs that
do not have a balance of payments need might at times wish to pursue policy or
investment loans from the Bank, and use them as a tool to improve reform design,
implementation, and monitoring. There is also likely to be continuing demand for
investment lending in support of market deepening and the expansion of access, for
example through lines of credit—including in cases where governments retain a role for
externality or public good reasons (for example underwriting some amount of
catastrophic risk).

%! This may take a variety of forms. The Bank, for example, is in a good position to use its membership of
international standard-setting bodies to bring a developmental perspective to deliberations on prudential oversight.
IFC has played a critical convening role in facilitating private sector commitment to sustainable investment through
the Equator Principles.
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38. Historically, Lines of Credit (LOCs) to financial intermediaries have been used to
provide rural credit and finance for small-scale private and community infrastructure
investments. The use of LOCs in Bank lending appears to be declining.?? While well-
designed and implemented credit lines can play a valuable role in supporting institutional
development and catalyzing financing by financial intermediaries, this is an area of
engagement which has been problematic in the past for the Bank. In particular, a 2006
IEG review of LOCs highlighted generally poor outcomes, with only 52 percent
satisfactory performance when measured by the number of projects and 45 percent by net
commitments. (A CGAP study of LOCs for microfinance rated only 25 percent as
satisfactory.) Two kinds of issue underpin performance problems with LOCs. First is the
competence that staff bring to the design and implementation of LOC projects. Here, the
IEG review found particularly weak outcomes for LOCs prepared and implemented
without inputs from regional financial sector units—a point that reflects some of the
challenges faced by regional staff in ensuring quality financial sector inputs to the work
of other sectors (see Section I11). Second is the quality of incentives faced by the recipient
financial intermediaries. Generally, LOCs perform better where the financial
intermediary is in a principal, rather than an agent, role, and thus bears significant credit
risk. (This distinction also matters for World Bank Group engagement in LOCs, in that
the Bank, which requires a sovereign guarantee, acts more like an agent than the IFC,
which is more exposed to credit risk.)

39. Following a recent QAG review, steps have been taken to improve LOC performance,
including the issuance of a detailed guidance note on Operations Policy (OP) 8.30 that
includes discussion of use of the Bank vis-a-vis IFC instruments, introduction of an SAP
checkbox aimed at improving tracking of LOCs, and the continuation of an LOC review
role for the Financial and Private Sector (FPD) Network. However, careful attention
remains necessary both to their appropriate use of LOCs, and to their design and
implementation.

40. While IFC has historically engaged most substantially in more advanced markets, in
recent years it has taken a growing role in the financial sectors of frontier countries. Here,
IFC engagements focus on strengthening basic commercial banking, and also investments
in e.g. microfinance institutions which can provide financing directly to the poor outside
of the formal banking system. In these markets leasing has also proved an effective
instrument for expanding financing where financial institutions are still developing their
credit analysis skills. In countries where the sector is more developed, IFC becomes more
actively engaged investing in and strengthening NBFIs, and in strengthening commercial
banks’ ability to lend beyond larger companies—expanding lending to SMEs and retail.
In the most developed environments, IFC becomes more engaged in helping introduce
innovation in the financial system, through investments in structured financial products
and risk management products. IFC's investments not only satisfy funding requirements
of client institutions, but also act as a catalyst in mobilizing additional funding from other
financiers. IFC's presence as a shareholder and lender sends a signal to the market, so that
the client is able to raise additional funding (either through IFC's syndications program or

22 Simply accounting for LOC engagements has been difficult in the absence of any database systematically
identifying LOC projects. Annex 1 provides data on LOCs and associated identification issues. Further information
on IEG / QAG reviews of LOC activity is provided in Annex 3.
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directly on its own). It also plays a demonstration role by providing best practice
examples and environmental and social performance standards for developing financial
institutions in a given country or region.

In applying the instruments at its disposal the Bank Group does not, of course, operate in
isolation. Here, the challenge to the Bank Group is at once to refine its own distinct
contributions, and to leverage more effectively the work of others. At the country level,
there are often multiple players—nbilateral and multilateral, public and private—providing
advisory and financial support for financial sector development; the challenge is to ensure
that this work is reasonably well coordinated. This coordination can require active Bank
Group engagement at the country level. On matters of prudential oversight, crisis
management and broad sectoral governance at the country level, the Bank engages
alongside the IMF, notably through the FSAP program. There is also scope for the Bank
and the IMF to do joint technical advisory work on developing/deepening capital markets
in specific countries and regions. A coordinating group from the two institutions has been
formed to explore such initiatives, and to cooperate on projects to develop policies and
strategies in the area of capital markets.

In addition to these partnerships at the country level, the Bank Group engages on global
issues with regional and global partners, through international standard-setting bodies,
and in conversation with the regional development banks and the Organization for
Economic Cooperation and Development (OECD). The Bank also coordinates at a global
level with bilateral donors, on the one hand, and the IMF, on the other, through FIRST—
where the recent restructuring of FIRST (discussed in more detail in Section I11) provides
for direct donor engagement with the Bank-IMF Financial Sector Liaison Committee
(FSLC).

At its best, the Bank Group can combine the instruments at its disposal to meet the most
critical client needs—exploiting synergies across the Bank, IFC, MIGA and CGAP,
integrating well with external partners, and delivering promptly and at high quality in
selected areas. At its worst, it risks being unfocused and fragmented in its approach, and
delivering to clients late and with questionable quality. IEG and QAG reviews of Bank
performance show both kinds of outcome.® While the overall picture is generally
positive, the good reviews come with some important provisos. Most notably, lines of
credit (discussed above) and financial sector components of adjustment lending led by
networks other than finance performed relatively poorly. This finding underlines a
particular challenge faced by the financial sector in ensuring quality sectoral inputs to
engagements led by other sectors—from rural development, to infrastructure, to social
development programs. Here, the current model for funding financial sector staff in Bank
regional units constitutes an important stumbling block; this issue is discussed in more
detail in Section I11.

2% See Annex 3 for a summary of IEG and QAG reviews of financial sector engagements. In contrast with the Bank,
for which there have been a number of substantial evaluations of financial sector activity in recent years, there have
been no recent IEG reviews focused solely on the financial sector in IFC. However, IEG annual reports for IFC, as
well as country-level reviews, do yield insights on financial sector issues, notably the continuing importance of a
focus on the broader enabling environment, and on ensuring competition in financial markets, areas in which the
Bank plays a leading policy role.
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If the Bank Group is to function more consistently at its best, it must do three things:

On the Bank side, strengthen its approach to system-wide financial sector support, in
particular with regard to prudential oversight and crisis preparedness—including
establishing a clearer developmental “personality” on these matters vis-a-vis key external
partners, and increasing the efficiency of its approach.

In identifying sub-sectoral issues where the Bank Group might undertake more
specialized engagements, be willing to be selective, allocating marginal resources to a
limited number of areas that are identified as key by clients, and where the Bank Group
can make a credible difference. (This is an area where there is scope for differentiation of
specializations across development partners.)

Take action to address weaknesses in the current business model, in particular on the
Bank side, which stand in the way of effective and timely delivery of policy advice.

The first two of these items are discussed in Section 11.3 below. The reform of the
business model is discussed in Section IlI.

AREAS OF Focus

The World Bank Group is well placed to bring a long-term, global, developmental
perspective to questions about how developing countries frame, regulate and grow
financial markets. The central focus of its financial sector work must continue to be on
facilitating the development of financial markets and institutions that do a good job of
allocating funds and allocating risks, and in particular that:

through their depth, stability and diversity open up opportunities for investment and
growth;

through their accessibility “level the playing field” of opportunities—for businesses to
invest and grow, and for households to manage their risks and pursue their dreams;
through competitiveness and good informational and disclosure regimes contribute to
transparency and market discipline in both the public and private sectors; and

through sound rules and prudent oversight, and through savings, pensions, insurance and
derivative products, contribute to effective risk management.

Achieving these objectives requires attention to financial systems, in particular building
and strengthening financial market and institutional infrastructure—the enabling
environment for financial market transactions—and actively facilitating the development
of well-regulated, diversified financial institutions and markets (Figure 10).

The central objective of Bank Group activity in the financial sector is assistance to
partner countries in developing their financial systems. This work embraces, first, core
work on market and institutional infrastructure—the design and implementation of legal
and regulatory provisions that define property rights and support transactions. These
include contract design, bankruptcy and collateral recovery provisions; rules and
enforcement mechanisms for accounting, auditing, disclosure and reporting; rules and
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institutions that support payments and trading, and corporate governance rules.?* Second,
it covers oversight arrangements—provisions for the prudential supervision and
regulation of financial institutions, and mechanisms to enhance market performance and
integrity, through competition, consumer protection, and AML/CFT initiatives. Third, it
takes into account wider public policy as it affects the financial sector—from monetary
and foreign exchange management and debt and tax management, to specific government
interventions aimed at catalyzing market development, and shaping the financial sector’s
contributions to broader development goals.

Figure 10: Financial Sector Activity: Core Focus
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49. As described in Section 11.1, the needs and priorities of developing countries for
strengthening and developing their financial systems are diverse and often complex.
Needs and priorities also change over time. As described in Section 1.2, recent years have
seen major changes in international capital flows, overall liquidity, and the level of
private sector participation in developing country financial sectors, with potentially
substantial implications for constraints, risks and sectoral priorities at the country level.
For the Bank Group to be effective in this context, it needs to base its engagements in
developmentally-focused sectoral diagnostics and gap analysis at the country level—
whether using FSAPs or, in cases where an FSAP is not requested or appropriate, other
independent diagnostics. And it needs to follow this diagnostic work with timely advisory
support for the design and implementation of interventions that address critical gaps.

#* Some work on market infrastructure is led by groups outside of the financial sector at the Bank. Notably, an
important part of private sector development work on business environment issues focuses on property rights,
contract enforcement and corporate governance. The Legal and Financial Management networks are active in the
areas of corporate insolvency and accounting and auditing, respectively.
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11.3.A° A SYSTEMIC DEVELOPMENTAL APPROACH TO PRUDENTIAL OVERSIGHT AND CRISIS
MANAGEMENT

50. A distinctive feature of the Bank Group’s approach in the financial sector is its linking of
financial sector development issues to the broader agenda of social and economic
development. As a result, the Bank Group engagements in the financial sector must be
systematically couched within country specific development strategies and/or regional
and global public good endeavors (e.g., the strengthening of the International Financial
Architecture) that can contribute to the sustainable integration of developing country
financial systems into international financial markets. The implication is that Bank Group
financial products and advisory services related to the financial sector must be necessarily
anchored in a broader dialogue with the national and multinational policy community, a
dialogue that, within the Bank Group, must be led by the Bank.

Box 5: Advisory Support Unbundled: the Case of the Czech Republic

The Czech Republic is one of the first countries to leverage diagnostic reviews aimed at developing
financial markets. In 1999, the Czech Republic joined the FSAP program—and was the first to carry out a
Corporate Governance ROSC and later request an FSAP update. Having completed the FSAPs and all 12
ROSCs, the Czech Republic volunteered to pioneer with the World Bank the first financial governance
diagnostic reviews conducted worldwide. The reports covered banking, insurance, private pensions and
collective investment funds and complemented Czech participation in the pilot stage of Global Bank
Insolvency Initiative, a joint program with the IMF. All the reviews have highlighted key issues on risk
management. To further develop financial markets, the Czech Republic also asked the World Bank to
pioneer work on protection of financial consumers.

The results of the advisory work have been seen in reform and integration of the Czech financial
supervisory bodies, revision of the commercial legislation to improve transparency of the corporate
sector, changes to securities legislation to improve efficiency of the capital markets, and a heightened
dialog on a long-awaited reform of private pensions. The World Bank and international community have
also benefited. Each of the governance and consumer protection reviews have required that the Bank
identify good practices for each sector, which provide country-level examples of common practices for
the international bodies responsible for developing global standards.

51. In this regard, maintaining a constructive relationship with financial sector regulatory and
supervisory authorities (at the national and international levels) is necessary for the Bank
Group to appropriately fulfill its role in promoting financial sector development and
assisting countries deal with the long-term consequences of financial crises. But
prudential oversight and crisis preparedness are not only crucial areas of Bank Group
work in the financial sector; they are also areas where the overlap with the IMF is most
significant. A key, ongoing challenge is, therefore, to define a distinct and
complementary contribution that ensures an active and effective Bank Group engagement
in these areas.
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Prudential Oversight

52.

53.

54.

55.

Since the late 1980s prudential oversight—defined broadly, to include regulation and
supervision of financial entities and markets—has been a mainstay of Bank engagement
in financial sector work with client countries. The initial large wave of Bank work in this
area was driven by the challenges arising from the move from state dirigisme to market
based economies. This work focused initially on the banking sector—the dominant
segment of financial systems in developing countries—but its scope broadened over time
towards other financial sub-sectors, including securities, pensions, and insurance.

Work in the prudential oversight field has evolved rapidly and towards ever increasing
complexity, driven by at least by three processes:

First, the continuous pursuit of focus on risk and greater risk sensitivity in prudential
frameworks, in line with the increasing sophistication of risk management systems in the
leading financial entities and the risk implications of the rising entanglement of financial
markets and intricacies of financial products.?

Second, the process of conglomeration (i.e., the rising relevance of large financial groups
that try to exploit scale effects and synergies by providing under a common group
strategy a diversity of financial services), which calls for major reforms and capacity
building efforts to overcome the “silo” approach to supervision and regulation and ensure
that financial conglomerates are overseen on a consolidated basis.

Third, the process of internationalization of the financial services industry, which raises
challenging host-home issues in supervision and puts a premium on cross-border
coordination efforts and convergence towards minimum standards (not just in regulatory
frameworks but also in governance, auditing, accounting, and disclosure practices).

Against this background, the Bank needs to strike a careful balance. It needs to
differentiate more clearly its role in the prudential oversight arena vis-a-vis that of the
IMF. At the same time, it needs to respond adequately and flexibly to client demand for
policy advice and technical assistance in an increasingly complex field. In particular, the
Bank needs to continue to play the role of “trusted policy advisor” in this area (focusing
on sound risk-management policies, capacity building in regulatory agencies, and
technical assistance to support reform implementation), but it must do so within tight
human resource and budgetary constraints.

The proposed strategy to achieve these objectives rests on four strands of work. First, the
Bank increasingly will differentiate its role by sharpening its focus on the market
development consequences of regulation and supervision. This is consistent with the
Bank’s mandate and takes as a point of departure the simple notion that prudential
oversight is not an end in itself, but a means to promote financial development and,

% The pursuit of greater risk sensitivity in prudential frameworks was unleashed on a global scale by the pioneering
Basel Accord of 1988, gained momentum through the development of international standards for effective banking
supervision, and has deepened through the recent Basel Il Accord. Basel Il can, in effect, be seen as a global call for
modernizing prudential oversight policies and practices so as to promote a salutary, virtuous circle of improvements
in risk-based supervision, risk management systems (including governance arrangements) in financial
intermediaries, and market discipline (especially through stronger accounting and disclosure standards).
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56.

57.

ultimately, boost social and economic development. In this connection, special attention
will be devoted to ensuring that national and international policies and reforms in the
prudential oversight arena are consistently geared towards promoting more effective
management and pricing of risks, increasing efficiency, and broadening access to
financial services—three key channels through which prudential policy can have a
lasting, beneficial effect on financial market development.

In its approach to prudential oversight, the Bank will also place emphasis on the need to
overcome the “silo phenomenon,” by explicitly considering the issues raised by financial
conglomeration (the same financial group involved in multiple business lines that cut
across financial sub-sectors) and regulatory arbitrage (especially in markets for like
products where players are subject to different regulations). The Bank will also
emphasize the institutional preconditions for effective oversight and the need for efficient
regulation—so as to achieve maximum effect without unrealistic expectations regarding
institutional strengthening in the short-term, unnecessarily undercutting access, or
imposing excessively high regulatory burdens on the regulated entities. Also, the Bank
approach to prudential oversight will be attentive to the weak links in the system—for
example, poor regulation of risks borne by brokerage firms or inadequate oversight of the
insurance industry in countries where banking regulation and supervision may be
reasonably strong. The strategic differentiation of the Bank’s approach to financial
system oversight will also be guided by better exploiting synergies with IFC, where
insights on financial markets are gathered through multifaceted interactions (via
investments and advisory work) with private financial institutions.

Second, the Bank will strive to further leverage its diagnostics programs—particularly the
FSAP and ROSC, but also independent diagnostics—to achieve greater impact in client
countries. A stock-taking study on the substantive developmental aspects of the FSAP
program—planned for FY08—uwill help guide efforts to enhance the quality and
developmental content of the respective assessments and recommendations. A “grid” to
classify FSAP findings and recommendations prepared for this study—shown in Box 6—
gives a sense of the breath of interrelated policy areas that are germane to the
“developmental content” of FSAP diagnoses. In addition, and partly through the donor-
funded FIRST program, the Bank will promote more effective linkages between
diagnostic work and follow-up technical assistance focused on reform implementation.
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Box 6: Grid for Tabulating Findings and Recommendations of FSAPs

A. Infrastructure
a. Contractual
i. Bankruptcy
ii. Collateral recovery
iii. Contract design
iv. Ownership rights
v. Extra-judicial resolution arrangements

vi. Judiciary
b. Informational
i. Accounting
ii. Disclosure and Reporting
iii. Auditing
iv. Rating
v. Registries
c. Transactional
i. Paying
ii. Trading

d. Corporate Governance
i. Shareholders
ii. Boards

B. Oversight

a. Prudential
i. Legal and organizational framework
ii. Regulation
iii. Supervision
iv. Safety net
v. Crisis management

b. Market performance and integrity
i. Competition
ii. Consumer protection
iii. Anti-Money Laundering

C. Public policy

a. General Policies
i. Monetary and Foreign Exchange Management
ii. Debt Management
iii. Tax Management

b. Financial Development Policies
i. Direct intervention
ii. Indirect intervention
iii. Catalytic involvement

58. Third, the Bank will seek effective ways to strengthen coordination with the IMF.
Coordination between the two institutions in the financial sector already works well, with
coordination through the joint Bank-Fund FSAP program considered as a case of “best
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59.

practice.”?® Nonetheless, as recommended by the recent report of the “Malan Committee”
on Bank-Fund Collaboration (Box 7), coordination in the financial sector could be
improved further, especially considering the growing areas of overlap between the two
institutions. To achieve this, the role and strategic relevance of FSLC as a coordinating
vehicle will be enhanced, widening its scope to cover advisory support and financial
sector issues that go beyond the FSAP. With respect to coordination of advisory work,
the links between FSAP diagnostics and follow-up support will be strengthened with the
help of FIRST, whose procedures are being revamped to enhance the quality and impact
of the projects it funds, and to provide stronger incentives for Bank and Fund experts to
be more actively involved in FIRST-funded projects. As emphasized by the Malan report,
the Fund in general takes the lead with respect to financial stability issues (domestic and
global) while the Bank takes the lead where financial development issues are paramount.

Fourth, the Bank will continue to engage on prudential oversight issues through its
membership or participation in international standard setting bodies (for example, the
Financial Stability Forum (FSF), Basel Committee, International Organization of
Securities Commissions (I0SCO), International Association of Insurance Supervisors
(1AIS), Committee on Payment and Settlement Systems (CPSS), and the Financial Action
Task Force (FATF)). This engagement provides a valuable opportunity for exposure to a
wider community of thinking on these issues. It also provides an opportunity to bring
developing country financial sector issues to the standard-setting agenda—for example,
bringing an understanding of the prerequisites for expanded commercial bank lending to
SMEs, or for reducing the transaction costs associated with remittances, to discussions on
enhancements to regulatory oversight. The latter potential needs to be more
systematically exploited. Here, the Bank will adopt a more “issues-driven” agenda in
support of the strategic differentiation noted above. This approach should strengthen the
Bank’s ability to effectively assist countries to deal with increasingly complex
international regulatory standards (including Basel I1).

Box 7: Excerpts from the Report of the External Review Committee on Bank-Fund Collaboration
(the Malan Committee) February 2007

If the sentiments expressed in past agreements...on collaboration had been observed, there should
now be minimum problems in terms of how the two institutions work together. But...there is scope
for further improvement.

While globalization, in particular, has brought many benefits, it has also introduced new challenges.
The world is increasingly integrated and the impact of macro-economic cycles and shocks can be
rapidly transmitted across countries...

The Bank and the Fund are the only international financial institutions with near universal
coverage...ldeally they should be ahead of the curve and be innovative and proactive in helping
members address the challenges from globalization.

% The FSAP process has been repeatedly found—by client countries and the Boards of both institutions—to
generate high-quality assessments of vulnerabilities and developmental needs, and associated recommendations. The
FSAP involves joint products and co-led missions, which facilitate constructive cooperation. The positive
experience with the FSAP has been highlighted by recent reports produced by the independent evaluation offices of
both institutions and by joint reports to the Bank and IMF Boards. See, for instance, “Financial Sector Assessment
Program—Review, Lessons, and Issues Going Forward,” February 2005; the 2006 Independent Evaluation Group
Review of World Bank Assistance for Financial Sector Reform; and the IMF’s Independent Evaluation Office
Report on the FSAP of January 2006.
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[The] Bank and the Fund have shared objectives. Collaboration enhances the efficiency of both
institutions, which is essential if they are to respond to existing and future challenges...The cost to
members of poor collaboration is significant...

Effective collaboration stems from an awareness...that by working together, [all parties] will
achieve collective results that they would be incapable of accomplishing ... alone. There may have
been too much emphasis in the past on the fact that each institution has a separate mandate, with not
enough attention given to the complementary and interrelated nature of their activities.

Good examples of collaboration involve the FSAP, the Heavily Indebted Poor Countries (HIPC)
Initiative, debt sustainability analysis and framework, and Reports on Standards and Codes.

[The] delineation of areas of responsibility for financial sector issues should be based on the
comparative expertise of the institutions, along with the views of the country, and not based on a
country’s income levels.

The Committee endorses the Independent Evaluation Office recommendation that the Fund take the
lead where there are significant domestic or global stability issues, and the Bank take the lead
where financial sector development issues are paramount.

The Financial Sector Liaison Committee should be given an elevated status, with its mandate
widened to promote collaboration on all financial sector issues, including being specifically
empowered to better coordinate technical assistance to member countries.

The Bank and the Fund must ensure that they have learnt from the past and work together more
effectively in responding to future [financial] crises... In addition, the design and implementation by
the Bank and the Fund of new or expanded financing facilities and liquidity instruments to help
countries face shocks should complement rather then duplicate each other.

Crisis Management

60. Achieving effective management and resolution of complex systemic financial crises is
not a trivial matter. Hence, efforts will be made to hone ongoing coordination with the
IMF in this area, and to more seamlessly integrate the actions of regional and anchor
units in the World Bank Group, to ensure consistent and effective support to governments
in times of crisis. The IMF is expected to take the leading role in dealing with systemic
liquidity crises, and with the early stages of crisis eruption. The Bank is expected to take
the lead in assisting governments to develop and implement long-term programs for
systematic banking and corporate restructuring, restore over time the solvency,
profitability and capacity of the financial services industry, and strengthen contractual,
transactional, informational, and regulatory institutions. Since the processes of crisis
resolution and post-crisis reconstruction can be significantly influenced by decisions
taken early on, during the crises eruption and containment stages, the Bank has to be
engaged in crisis countries from the outset and work closely with the IMF throughout.

61. To support this role, the proposed approach to upgrading the Bank Group’s crisis
response capacity has several dimensions. Critically, much of the effort needs to go into
crisis prevention. This is consistent with the agenda in this strategy geared at enhancing
market infrastructures, completing financial markets, improving the contractual and
informational environment, and raising the quality of risk-focused regulation and
supervision in a way that complements market discipline. All of this leads to more robust
and better performing financial markets and, hence, to financial systems that are more
resilient to shocks. It is clear that, in this respect, there are strong complementarities
between the Bank’s ability to provide policy and technical advice on prudential policy to
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62.

63.

11.3.B

64.

regulatory authorities and the IFC’s ability to provide technical assistance to individual
financial institutions and to enhance the business environment.

In addition, to maintain its capacity to assist countries flexibly in the event of a crisis
within the current budget constraints, the Bank will supplement a small team of internal
(regional and anchor-based) experts with a broad network of outside experts, with whom
the Bank would remain in regular contact through consultative and training events.?” It
will also improve internal coordination arrangements, to ensure that crisis management
experts in the FPD anchor work effectively and closely with the staff of regional sector
and country units (especially with regional financial sector managers, country directors,
and lead economists) and other relevant staff of anchor units in the Bank (especially the
Poverty Reduction and Economic Management Network (PREM)), as well as with
finance complex staff.?

To enhance crisis preparedness, the Financial Systems unit in the FPD anchor will
develop a mechanism for drawing on diagnostic work, ongoing policy dialogue, and
existing databases to monitor financial crisis vulnerability across countries and sub-
sectors. In parallel, the Bank will also assist client countries, including through training,
to strengthen their own crisis management capacities.?’ Special attention will be given to
strengthening the Bank’s well-recognized capacity to assist country authorities in
enhancing their legal, regulatory, and procedural frameworks to manage the failure of
financial institutions. The Bank will also cooperate with the Fund to help client countries
develop contingency plans to deal with the eventuality of a systemic crises. In all of these
dimensions of crisis preparedness and crisis management, the Bank will step up
collaboration also with other partner institutions, particularly the Toronto Centre and the
Financial Stability Institute.

SELECTED AREAS FOR ADDITIONAL SPECIALIZATION

Drilling down from its broad systemic engagements, the Bank Group will continue to
receive diverse requests for detailed financial sector assistance from its public and private
sector clients. It cannot and should not seek to be a deep expert in all the areas that matter
for these clients. Rather, the challenge is to identify areas that, in the coming five to ten
years, are likely to be critical for developing countries in accelerating financial market
strength, depth and access, and where Bank Group instruments, integrated and applied
well, can make a significant difference. At the margin, resources should then be directed
to these areas. This does not mean abandoning other areas of activity, but may mean that
in some areas the Bank Group takes more of a brokering role, mobilizing external experts
and making links with other development institutions. This, in turn, reinforces the need to

2" Expertise in crisis management and resolution requires a broad understanding of macro and micro aspects of
financial systems, including the monetary and fiscal implications.

%8 Here there are parallels with the approach of the recent paper on Strengthening the World Bank’s Rapid Response
and Long-Term Engagement in Fragile States, with its emphasis on developing a “callable capacity”, flexibly
mobilizing staff in the event of a crisis.

% The Bank conducts regular capacity-building workshops for developing country officials, in partnership with the
World Bank Institute (WBI), IMF, and central banks and regulatory agencies from industrial countries.
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65.

maintain senior staff with a broad overview of financial sector issues and an active
network of external expertise.

Areas in which there is strong demand from clients, and potential for substantial
development impact from an enhanced focus and allocation of additional resources, fall
into three broad categories:

Support for the strengthening of financial market and institutional infrastructure.

Support for the development / deepening of capital markets and the strengthening of non-
bank financial institutions.

Support for the expansion of access to financial services by the poor and the under-
served.

Whereas the systemic engagements with developing countries described in Section 11.3.A
will be core and ongoing, the areas in which specialized assistance are needed will vary
by country and over time, and will also reflect shifts in the division of labor vis-a-vis
other development partners. Adding value in these areas of additional specialization will
require drawing on the full range of World Bank Group instruments, and paying attention
to the interface between the Bank and IFC to ensure consistent and coordinated support to
clients. Illustrative examples are provided in Section 11.3.C below.

Strengthening Market and Institutional Infrastructure

66.

67.

A strong financial sector requires an effective legal and regulatory framework that instills
confidence in market participants, facilitates competition, and facilitates efficient and
verifiable transactions. In this context, there is a coalition of increasing client demand,
and Bank Group capacity to add value, in the areas of payments and information systems
(with an eye, inter alia, to facilitating access to financial services by businesses and
households, and reducing the transaction costs associated with remittance flows),
corporate governance of bank and non-bank financial institutions (including in sectors
such as insurance and pensions), and more effective use of AML/CFT infrastructure to
promote good governance and integrity in financial markets.

This is an area where the dominant mode of Bank Group engagement will be through the
Bank’s role in policy advice, with the potential for detailed implementation support
through the IFC regional facilities. Effective engagement in supporting governments on
these matters will also require, on the part of the Bank, sound diagnostic efforts,
including more systematic, cross-country learnings from the findings of FSAPs, ROSCs
and AML/CFT assessments.

Capital Market Development

68.

In the area of capital market development, both the Bank and IFC experience increasing
requests from governments to facilitate the development of long-term local currency debt
and equity markets. Here, again, policy and regulatory reform is generally crucial to
enable markets to develop. Advice and assistance on these issues is typically a role for
the Bank, with IFC more active in investments to catalyze market development.
However, catalytic investments can require preparatory engagement on a range of
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69.

detailed regulatory issues. IFC’s recent Panda Bond in China, for example, required four
years of such preparatory work. In this context, a degree of fuzziness in the division of
labor between the Bank and IFC in regulatory advisory work is inevitable.

As described in more detail below, potential is now seen to catalyze further local bond
market development in developing countries by a combination of regulatory reform and
implementation of standards, and provision of a diversified instrument for emerging
market investors. The Bank will also seek to provide specialist advice in areas of market
and institutional development where governments face potentially substantial contingent
liabilities when markets break down—such as catastrophic risk insurance, pension
systems and low-income housing. Here there are major policy issues and moral hazard
problems loom large—so that the Bank’s engagement as a trusted and disinterested
advisor assumes particular importance.

Expanding Access to Financial Services

70.

71.

Work to strengthen financial market infrastructure, and to develop and deepen capital
markets, both contribute to the expansion of access to financial services by the poor and
underserved. An additional focus is planned on policies and best practices for
microfinance and micro-insurance, and policy and business model issues for lending to
SMEs.

In the case of microfinance, CGAP has become a lead player in identifying policy issues
critical to the expansion of services, and is implementing a substantial technology
program that experiments with new delivery technologies. As noted above, these new
technologies pose challenging regulatory issues for the governments of developed and
developing countries alike. The Bank’s capacity to add value in this area is enhanced by
its ability to combine deep financial sector regulatory experience with an active
engagement in policy and regulatory issues in the Information and Communication
Technologies (ICT) sector. The Bank is also experiencing increasing demand for advice
on the expansion of insurance services to the poor, notably in the areas of health
insurance for the working poor, and crop insurance for farmers. In the case of access to
financial services by SMEs, advisory roles bridge the Bank and IFC; IFC has become
increasingly engaged in advising commercial banks on good business models for
extending access to SMEs, while the Bank has an increasingly active engagement in
understanding, and advising on, policy barriers to the scaling up of these services. IFC
has a growing investment engagement in both SME and microfinance. Some ongoing
demand for Bank finance in these areas is also likely, in particular from lower-income
countries. Here, the onus will be on ensuring that financial intermediary lending
enhances, rather than suppressing, the development of broader SME and microfinance
markets.
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11.3.C EXAMPLES OF SPECIALIZED INSTRUMENTS AND IFC-BANK INTERFACES

Reinforcing Work on Payments Systems and Credit Information

72. Payments and securities settlement systems are critical to the effective functioning of
market economies. An efficient, secure and reliable payments system reduces the cost of
exchanging goods and services, enhances the overall stability of the financial sector, and
expands access to financial services. Inefficiencies and high transaction costs in these
systems, on the other hand, represent a tax on individuals, enterprises, and the whole
economy. They can also disproportionately limit access to financial services by the
poor.*® A well-functioning payments system is also crucial for the provision of safe and
cost-effective remittance services. Steps to reduce the transaction costs associated with
remittances have potentially massive development impact (Box 8).

Box 8: “The People’s IDA”

If the $250 billion of remittances that are sent each year have their price reduced by 5 percentage points,
remittance users will save $12.5 billion yearly. Most of this will benefit families in developing countries.
This is equivalent to one IDA, each year, straight to households. Remittances are often sent through
underdeveloped infrastructure, language and immigration issues prevent access to safe services, and
markets are frequently uncompetitive, with regulatory barriers to entry. The World Bank Group is well
placed to help address these constraints, to bring down prices. To improve the business environment, the
General Principles for International Remittance Services have been launched, in partnership with the
Bank for International Settlements. The World Bank has coordinated their implementation, led an effort
to improve remittance data, and documented many remittance markets. There is now potential to build on
this role, including through:

* Initiating a global price database, to inform consumers about prices via the internet and domestic
dissemination channels, and enable measurement of the safety, efficiency, contestability, and
transparency of remittance markets.

*  Supporting the policy dialogue on the development of more efficient remittance systems at the
country and regional level. The purpose is for stakeholders to agree on a work program where
policymakers, the private sector, and aid organizations pull together to foster low-price, safe, and
efficient remittances in a competitive environment.

*  Providing implementation support and capacity building in associated areas—including AML, data
development, improved access, and innovative technology.

73. Without credit bureaus, lending to a significant share of the population and small
businesses is virtually impossible. Credit bureaus have proven critical to allow financial
institutions to safely expand their lending to retail and SME customers. Better creditor
rights protection through the legal system and well-functioning credit information
bureaus are both associated with more credit to the private sector, with the latter more
important in developing countries. In particular, recent research shows that, over a 5-year
horizon, the private credit to GDP ratio rises by 7 to 8 percentage points after the

% |n this context, over the past three years CGAP has spearheaded efforts to develop payments systems that enable
access by a wide range of financial institutions serving the poor.
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introduction of a credit bureau.®* The presence of credit information also reduces the
lending bias against small businesses and women.*?

74. The World Bank has taken an active role globally in shaping payments system reform,
including through the development of a wide network of central banks and securities
commissions, which enables sharing of information and experiences on payment system
and securities settlement reform. Over the past five years, IFC and the Bank have also
become internationally recognized as leaders in advancing credit bureau development.
Since then, IFC has been able to create and significantly improve credit bureaus in 7
countries, complete feasibility work in 14 countries and map—jointly with the World
Bank—the credit reporting infrastructure and needs in over 150 countries which is
published in the Doing Business report. IFC and the World Bank are actively involved in
credit bureau development in over 40 countries, and this role is expected to continue to
expand.

Facilitating the Development of Local Currency Capital Markets

75. Attention to the currency in which debt is denominated is an effective complement to
sound macroeconomic policy. The inability of countries to borrow internationally in
domestic currency and the inability to borrow at home at long maturities and fixed rates
in domestic currency force countries to opt for foreign currency debt or short-term
domestic currency debt. This makes debt service vulnerable to real interest and exchange
rate shocks. *®

76. NBFIs play an important role in the development of a long-term securities market. In
particular, retirement savings managed by pension fund administrators and life insurance
companies are likely to play an increasing role in financial market development,
especially considering that over the last 15 years many emerging countries have reformed
their pay-as-you-go social security systems and moved toward funded pension systems.
In the next years, therefore, the local demand for long-term securities will grow
dramatically. Countries with underdeveloped capital markets will find it difficult to
provide long-term securities to satisfy the needs of these institutional investors.

77. As people start to retire under the new pension systems, there will be an increasing
demand for instruments that help hedge inflation and longevity risk. Consequently, a
market for inflation-indexed instruments facilitates the pricing of annuities and other
retirement products. Currently, the market for long-term inflation-indexed bonds remains
small relative to potential demand. In addition, there are insufficient instruments to help
pension funds and life insurance companies better manage longevity risk, which hinders
the supply of annuity products. In effect, observed levels of annuitization are below the
optimal levels even in developed countries, let alone the developing world.** Support
from governments or International Financial Institutions may be necessary in the early

*! Djankov, McLiesh and Shleifer (2007).

% |FC’s Gender Entrepreneurship Markets initiative, launched in 2004 with a focus on Africa and the Middle East /
North Africa, has a particular focus on determinants of women’s access to finance.
http://www.ifc.org/ifcext/enviro.nsf/Content/ GEM

% See, for instance, Hausmann and Velasco (2005)

% Babbel and Merril (2006)
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stages for the development of instruments that can help manage long-term inflation and
longevity risks.®

78. For all these reasons, partner countries are keen to strengthen sources of long-term local
currency financing, particularly bond markets, to better match assets and liabilities and
reduce balance sheet vulnerabilities. The need for these markets is growing with the need
to finance housing, infrastructure, and private sector development and equally to provide
investments for growing institutions like pension funds and insurance companies.
Government bond markets have grown impressively since the late 1990s. The pace,
growth, and tenors vary but the trend is positive and strong. Here, the Bank (including the
Treasury) has provided diagnostic and technical assistance focused on developing debt
management capabilities and markets for issuing and trading debt.

79. Developing non-government bond markets is more difficult, and few countries have
them. A well-behaved government debt market can be a key building block for the
development of markets for private sector bonds, not least because of the role played by a
reliable yield curve. Other things need to be in place, however, particularly a well-
functioning legal system, adequate institutional capacity, and a modern financial
infrastructure. The Bank Group is helping to strengthen these markets, combining
technical assistance and investments to improve legal environments and institutional
capacity. The Bank does so via policy advice and assistance with reform design and
implementation, focused on developing sound markets for housing finance, pensions and
annuities, and infrastructure finance. IFC has invested in numerous credit rating agencies
to strengthen information, and securities firms. The Bank Group has issued local currency
bonds in over 30 countries, creating benchmarks and liquidity. IFC’s structured finance
operations provide credit enhancement through guarantees and securitizations that raise
new funds while also broadening borrower and investor participation. Securitizations also
allow banks to translate loans into new mortgage financing and future toll road
receivables into financing for road projects.

80. It is proposed to complement these operations with new initiatives—both in enhanced
policy and regulatory advice, and in the development of instruments that facilitate a good
matching of issuer and investor needs. In this context, the recently initiated Efficient
Securities Markets and Institutional Development (ESMID)-Africa® seeks to improve the
ability to finance housing and infrastructure through securities markets in small markets
and countries. Global Bond Fund for Emerging Markets Local Currencies (GEMLOC), a
proposed global bond fund to be convened by the Bank, would seek to strengthen
domestic markets by creating benchmarks, standards and practices, to encourage foreign
investment, and to provide a diversified instrument for emerging market investors.
Further work is also envisaged on risk management products and derivatives markets,
focused on improving developing countries’ ability to manage the risks associated with
more dynamic and sophisticated financial and economic transactions.

% See OECD ( 2005) and Groome, et. al. (2006)
% Efficient Securities Markets and Institutional Development—an initiative developed by IFC in collaboration with
Sweden’s Swedish International Development Cooperation Agency (SIDA).
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Box 9: Supporting Local Currency Capital Market Development in West Africa

In December 2006, IFC became the first non-resident international financial institution to issue a CFA
franc denominated bond in West Africa. The XOF22 billion (approximately US$44.6 million equivalent)
5-year bond was placed with investors in the eight West African Economic and Monetary Union
(“WAEMU™) member countries. Through this issue, IFC intended to stimulate the development of capital
markets in West Africa and introduce the same international best practice standards that are applied in all
its other international and local issues. This landmark transaction was well received in the West African
Capital Markets as it provided investors with an opportunity to diversify their portfolios and to invest in a
quality credit other than in those of the local sovereign states and the regional development bank—
Banque Ouest Africaine de Développement (BOAD). IFC pushed further by introducing the notions of
credit differentiation and the practice of book-building during its road-show throughout the eight
WAEMU countries. All the proceeds of this issue were reinvested in private enterprises in four WAEMU
countries.

Improving and Completing Insurance Markets

81. Evidence is now emerging of a positive causality from the availability of insurance to
economic growth. For non-life insurance this causality appears to apply at all stages of
development.*” This is hardly surprising as even the least developed and most centrally
controlled economies need insurance markets to underpin external trade, deal with
systemic agricultural risks and pay for liabilities created by internal transport systems.
There is also evidence of a positive interaction between credit and insurance in promoting
growth.

82. The Bank has been involved in developing formal insurance markets for two decades
largely through improving the enabling environment, and more latterly FSAPs, but also
through providing and supervising technical assistance in areas such as motor third party
insurance (mainly through FIRST) and developing essential infrastructure. The Bank has
also been actively engaged in developing access to insurance and reinsurance for natural
disasters. It has recently provided extensive technical assistance for the establishment of
the Caribbean Catastrophe Risk Insurance Facility (CCRIF).

83. IFC and the Bank have also worked well together in developing insurance markets.
Following the FPD merger, cooperation has further improved both informally and
through organizational mechanisms (for example, the Bank insurance program manager
is also the relevant Access to Finance advisory services coordinator for IFC). This should
soon be extended to knowledge management activities and key overlap areas such as
micro-insurance. This typically involves the Bank preparing the broad groundwork for
new and strengthened insurance markets while IFC works to establish and enhance
private insurance institutions.

84. Health insurance for the working poor is currently the major focus of insurance policy
work in the Bank anchor, as health-related costs appear to be the major cause of people
falling into poverty, even in growth environments. Health insurance has the added
complication that a service is being delivered and there is scope for moral hazard on both

3" Arena, forthcoming 2007.
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85.

the consumer side (most often in developing markets) and the supplier side (most often in
industrial countries but also in some developing markets, especially where “speed
payments’ are endemic or suppliers control pharmaceutical costs).

Additional efforts on insurance for the working poor include crop insurance (mainly
weather-related and related to rural credit), where the Bank already has a large practice,
and livestock insurance where the Bank is piloting innovative approaches (for example,
the Mongolian Livestock Index Insurance Scheme). The Bank is currently assisting the
Government of India in implementing the world’s largest weather insurance program for
small farmers.
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87.

1.1

88.

I11. THE BUSINESS MODEL

As described in Section 1.3, the strong trend towards the liberalization and integration of
financial markets, coupled with the current environment of high global liquidity and low
interest rates, have reduced the relevance of the traditional lending role of the Bank in the
financial sector in MICs in particular—unlocking economic development by relaxing
funding constraints via lending to governments. The process of liberalization and
globalization, combined with the declining role of the state in financial markets in many
developing countries, has at the same time increased opportunities for beneficial catalytic
investments by IFC. Here, priorities include bringing about a more programmatic client
relationship approach, increasingly emphasizing the importance of equity investments
among IFC operations, and reinforcing the focus on strong development impact results
and additionality of financial sector investments.

The same trends that are driving changes in Bank Group investments in the financial
sector are leading to an intensified demand for advisory support—ranging from broad
diagnostics and dialogues on systemic issues, to detailed support in designing and
implementing often complex reforms. To play an effective role in this, the Bank Group
needs not only a principled and effective approach to sectoral investments, but also,
critically, a high quality, flexible and responsive business model for the provision of
advice and technical assistance. The Bank and IFC each bring distinct strengths to this
task. Moving towards a business model that makes the most of these strengths is the
focus of this section. In this context, there is a critical need on the Bank side to rebuild
staff capacity, following significant reductions in senior staff since 2000.

THE CHALLENGE

The Bank has a comparative advantage in combining technical and policy skills to
provide systemic advice on financial sector policy issues. It has strong in-house expertise
and produces relevant research, and thoughtful analysis, that can support broad and deep
policy dialogues at the country and regional level. It is widely regarded as an impartial
broker with broad development experience, capable of providing objective advice, and it
has the convening capacity to gather funds and world experts and to match policymakers
with counterparts from other countries. The Bank’s relative weakness is in rapidly
mobilizing freestanding advisory support in response to client requests—whether at a
time of crisis, in response to the findings of diagnostic work, or more generally in the
context of ongoing country dialogue. The primary traditional vehicle for substantial
freestanding support—the technical assistance loan—has proved to be of limited
usefulness in this context, given the complexity of approval processes and a general
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unwillingness to borrow for advisory support on the client side,*® and Bank processing
times that make it difficult to have consultants on the ground much sooner than 12
months from project concept.

89. IFC brings to the picture experience in working with private sector counterparts to
deepen and expand the reach of finance markets, and a growing experience in providing
on-the-ground technical assistance and advisory support, through its regional facilities.
IFC possesses a functional model for supporting free-standing advisory assistance,
funded by a combination of donor support and retained earnings. It is currently working
to strengthen this model through improved business systems, an enhanced emphasis on
development impact, and the introduction of a cutting-edge approach to monitoring and
evaluation. Where the Bank has clear relative strength in bringing a systemic perspective
to advising governments on broad policy reform issues, and facilitating dialogue on the
identification of priorities, development of reform programs, and savvy adaptation of
global best practices, IFC is well-positioned to provide hands-on implementation support.

90. The challenge faced by the Bank in advisory work has its roots in the inherent nature of
finance sector work:

e The cyclical nature of demand for quick-disbursing loans, with high demand at times of
crisis, but more limited demand for loans with in periods of stability.

e The relatively high demand for advisory support, which has been growing over time.

e The need for skilled financial advisory inputs to the lending and advisory work of other
sectors (for example for rural development, housing, and pensions).

91. Experience has shown that the Bank’s country director-based budget model leads to a
low-level equilibrium of attention to the financial sector. This reflects a structure of
incentives that tends to favor the funding of activities linked to lending (which in the case
of finance is highly cyclical) and to under-fund free-standing Technical Assistance (TA),
public goods, and activities with distant and less tangible results (all of which are
prominent in the case of the financial sector). The result has been low and somewhat
unpredictable budgets for the sector, and consequent difficulties in retaining a critical
mass of qualified staff. In turn, this has weakened the Bank regions’ capacity to remain
up-to-date on country-specific financial sector developments, and to respond adequately
to client requests that are not already embedded in the CAS and translated into Work
Program Agreements (WPAS). These factors have played at least some part in the decline
in financial sector staffing in the Bank, from 181 GF+ staff in FY00, to 125 at present.*

92. There is then an additional layer to the challenge. The matrix model is well-designed for
a two-dimensional mapping between sectors and countries. But it is less well-equipped to
deal with a three-dimensional mapping of the kind found between countries, sectors like
finance that focus on making markets work, and sectors such as infrastructure, health or
agriculture, that require often sophisticated financial sector inputs. This is a non-trivial
matter. For example, only about one third of financial sector-related AAA planned for

% Ministries or Central Banks may be unwilling to go to the government for approval of, say, a $2million or $5
million loan.
% Details on staffing levels are provided in Annex 4.
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FYO07 and FYO08 is being managed by regional FPD units or the FPD anchor, and over 40
percent of the financial sector components of Bank lending in the same period are
managed outside of regional FPD units.*° Particular challenges arise in the case of
pensions, where engagements are most commonly led by staff from the Human
Development network, but the critical challenges faced by many countries seeking to
strengthen and deepen arrangements in support of old-age income security center on
technically complex financial sector development issues. In the absence of some degree
of independent funding, financial sector units operating under the present matrix
arrangements will generally be unable to sustain a substantial volume of quality support
to the work of other sectors. The results show in relatively weak IEG and QAG reviews
for financial sector components of engagements led by other sectors.*

93. All of this is not to say that the overall model is broken. Regional sectoral units can and
do retain skilled and dedicated staff who go out of their way to meet client requests and
provide input to colleagues from other sectors. And Country Directors do fund a range of
innovative work in the sector. But the system is seriously strained.*

94. Moving ahead, the challenge in the financial sector is to:

e Rebuild the Bank’s capacity to provide responsive and high quality advisory support on a
freestanding basis throughout the “results chain” that runs from policy dialogue to
detailed implementation work. In essence, this means finding a better model for
supporting policy dialogue, and following up on requests for reform and reform
implementation advice.

e Find ways of making more of natural synergies between Bank and IFC work in the
financial sector, while maintaining the benefits of distinct systems and approaches, and
managing potential conflicts of interest.

I11.2 STRENGTHENING THE FUNDING AND STAFFING MODEL

95. The strategic emphasis on financial sector issues, and strength of work program funding
for financial sector engagements vary by region. To support more systematic attention to
financial sector issues in work programs at the country level, it is proposed to introduce
an “include or explain” requirement for coverage of financial sector issues in Country
Assistance Strategies; i.e. coverage of the sector as a strategic priority should not be
mandated, but regional management would be required to provide an explanation where
it is not included.

“0 For detailed data, see Annex 2.

*! Recent Operations Evaluations Department (OED)/IEG reviews have found sector components of multi-sectoral
adjustment operations do worse than stand-alone financial sector operations, and that the quality of LOCs is lower in
the absence of active engagement by financial sector staff.

%2 Bank regional units house an average of 10 financial sector staff. This is seen by regional Sector Managers as
close to the minimum for even the basic tasks of monitoring country needs and managing assistance—with possible
implications also for regional units’ ability to ensure financial sector priorities are reflected in CASs and associated
work programs.
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96. The most pressing challenges in ensuring the Bank’s capacity to meet client demands for
advisory services are the development of a mechanism providing some freestanding
funding of Bank staff time to deliver advisory support, and the rebuilding and
strengthening of the cadre of staff equipped to lead diagnostic work and policy dialogue
at the country level. This can be achieved in part through better use of existing funding
options, but additional initiatives will be required to create a reliable and high-quality
response capacity. In this context, the proposed approach is to build a centrally-funded,
Network-screened cadre of staff with the skill and experience to lead policy diagnostics
and dialogues, with clear accountabilities to the regions.

97. There is scope to make better use of existing funding options—and key steps are already
being taken in this regard. Critical components are:

e Funding by Country Directors through regional work program agreements (noted above).
e Trust funds—most notably FIRST initiative.
e Fee-based service provision.

98. Effective use of trust funds will be significantly aided by the restructuring of FIRST—
this will enhance the Bank’s ability to mobilize more funds in support of requests, for
example, for FSAP follow-up, and to provide quality assurance through more active
supervision of consultants hired under the trust fund (Box 10).

Box 10: FIRST Initiative

Launched in 2002, FIRST is a $65 million, multi-donor grant facility designed to provide technical
assistance to support economic growth and poverty reduction in low- and middle-income countries by
promoting stable, deep and diverse financial sectors. To date the initiative has supported approximately
220 technical assistance projects in the financial sector. Primary areas of focus include: strengthening of
supervisory institutions, financial sector reform policy advice, drafting and review of legislation and
regulations, training, and seconding technical experts. FIRST also facilitates donor coordination on
financial sector issues, and provides a means of integrating donors with the Bank/IMF FSAP process.

FIRST’s donors have recently committed to supporting the program in a second phase through 2012 and
restructuring it to improve its impact. In the future, FIRST will be managed by the Bank on behalf of the
donors, through an in-house secretariat. It will also be more closely aligned with Bank-Fund programs,
and provide some resources for Bank and Fund staff to participate in FIRST by supervising project
implementation as well as delivering technical and policy advice to clients directly on FIRST projects.
Existing donors have indicated an initial commitment of roughly $40 million to fund FIRST’s second
phase.

99. Policy reform has important public good elements, and for this reason, advice in support
of reform is usually funded on a grant basis. However, in MICs in particular, Bank
regions are seeing increased interest in fee-based work. For example in Europe and
Central Asia possibilities for fee-based services range from work on consolidated
supervision, contingency plans to prepare for problems in the banking system,
governance of financial institutions, consumer protection, pension reform, and (in
accession countries), compliance with new European Union (EU) requirements (Basel Il
and risk management). A critical challenge in at least some of these countries is the
financing mechanism to pay for Bank services (this is typically easier for Central Banks
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than for Finance Ministries). While a fee-based approach is an attractive option for
specialized advisory services to countries that can afford to pay—including because it can
reinforce client ownership of such work—it will remain a supplementary, rather than a
core, funding option.

Making better use of the existing funding options will not, however, resolve the problem
of budget predictability for policy advisory work—and correspondingly the challenge of
maintaining a critical mass of staff with solid expertise and experience in providing
advisory support. The associated budget enhancements may also be somewhat limited.
Country Directors will still face their own tight budget constraints, and, given the nature
of the organization, perfectly reasonable incentives to focus on the strength of the lending
portfolio. While the FIRST restructuring will enable some coverage of staff time, and
thus provide a potentially important boost to the focus and quality of advisory support
delivered, it is in the first instance a vehicle for mobilizing consultants for advisory work.
Finally, while the scope for fee-based work is promising, it will not be appropriate or
feasible in many cases, and important issues remain to be resolved, for example around
sole sourcing of advice for relatively large-scale advisory engagements, and donor
funding of client fees. To summarize: all the above elements are helpful in putting
financial sector work at the Bank on a sound footing, but they are unlikely to be sufficient
to address current problems.

There is broad agreement across the regions on the need for a strengthened cadre of staff
capable of leading policy dialogues at the country level, and serving as leaders of
diagnostics and dialogues. It is proposed to begin to address this need by developing a
small, centrally-funded but regionally-focused cadre of appropriately skilled and
experienced staff. This cadre will be selected and managed in accordance with the
following principles:

The cadre will be made up of staff who can lead challenging diagnostic assignments and
the resulting, relationship-intensive assistance programs, leveraged by (and mentoring)
more junior staff.

The cadre will be of a size to permit critical mass, with members working and interacting
on a similar set of issues across countries.

Cadre members will to the extent feasible be located close to clients (including in-
country), but will be able to be mobilized to respond to crises or special needs in other
countries and regions.

The cadre will be supported by a funding model that can combine Bank budget, funds
from bilateral donors and private foundations, and fees. (It is not, however, proposed to
open a new donor window to support the cadre.)

Responsiveness to regional needs will be reinforced through (i) a central role for the
Sector Board in the selection of the cadre; (ii) client demands and feedback transmitted
through the regions; (iii) direct client feedback; and (iv) a requirement to develop a
component of fee-based business. The initial proposal is for a total staff (all levels) of
approximately twelve.
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The proposed cadre will work in complementary ways with others within and beyond the
Bank Group, including:

IFC TA facilities (where the cadre will play an intermediation role between Bank
regional policy dialogues and on-the-ground implementation support through the IFC TA
facilities).

IMF (partnering on policy reform implementation support in the wake of FSAPs and
ROSCs).

FIRST (where the cadre will provide an enhanced capacity for leveraging the use of trust
funds).

OECD (building partnerships to draw on lessons from OECD countries for policy reform
in Bank Group partner countries).

It is proposed to test such a cadre on a pilot basis, over time exploring options for
additional funding from donors (post IDA-15) and private foundations.

Strengthening the Model: Challenges for IFC

105.

1.3

106.

107.

The emphasis in this section has been on strengthening the business model for advisory
work by the Bank, as this is the greatest source of weakness in current arrangements. This
is not to imply that there are no challenges facing IFC. In IFC’s case, however, the main
challenges are of a different nature; to ensure that its technical assistance and advisory
work remains focused on its mandate and core competencies, to strengthen its focus on
developmental impact and additionality, and to continue to enhance and strengthen its
quality assurance mechanisms, including in the context of potential changes in the
structure of its operations under the current decentralization initiative. The newly
established model of business lines and business line leaders provides the basis for
reinforcing focus and consistently monitoring quality. A strengthened model on the Bank
side should also help, reducing pressures / incentives for IFC to step into an advisory
mandate because the Bank does not have the funding mechanism to do so, rather than
because it is an area of comparative advantage for IFC.

BETTER LEVERAGING ACROSS THE WORLD BANK GROUP

IFC and the Bank have distinct objective functions, organizational structures, cultures
and business lines. They also have different areas of expertise and experience. These
differences are a source of strength; collaborative efforts between the two should,
therefore, be focused not on making each the mirror image of the other, but on leveraging
relative comparative advantage to develop a truly World Bank Group approach to
advisory services, based in a common interest in developing stronger financial markets in
developing countries.

For advisory work in the areas discussed in Section 11.3.B, the objective of collaboration
should be greater seamlessness of advice; specifically, the ability to offer support to
clients from informative diagnostics, to rich policy dialogues informed by global
experience, to detailed assistance on the design of reform programs and implementation
plans, to hands-on assistance with the nuts and bolts of reform implementation. Within
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the Bank Group, the Bank has a strong comparative advantage at the diagnostic /
dialogue / reform advice end of this spectrum, as well as strength in capacity-building.
IFC is well-positioned to provide hands-on implementation support once reforms have
been decided, as well as to make catalytic investments in critical sectors. Box 11 provides
one example of effective collaboration—on housing finance work in Mexico. Building on
such experiences, and increasing the incidence of “seamless” integration of Bank
diagnostics and dialogues with on-the-ground IFC implementation support, depends less
on formal structures than on active management and good communication. In this
context, the FPD anchor is preparing a region-by-region roll-out of Bank-1FC discussions
of programs of financial and private sector advisory work, aimed at improving
knowledge-sharing and priority-setting. IFC has recently introduced procedures to be
used by staff in advisory service work that requires coordination across the Bank Group,
covering interactions at both the strategic and the project level.

Box 11: World Bank Group Support to Housing Finance in Mexico

In Mexico in 1995, residential mortgage markets were hit by a broad economic and financial sector crisis.
The impacts included high non-performing loans (more than 20% of portfolios), suspended lending,
weakened and failed lenders, and wealth loss for millions of households. Through a combination of
technical assistance and loans, the Bank has helped authorities to manage the recovery from each crisis
and rebuild the foundations of sounder now expanding housing finance systems. The IFC has provided
funding and equity investments at critical times to private sector leaders in primary and secondary
mortgage markets.

The Bank’s engagements helped to support the building blocks of a better housing finance system—risk-
based regulations, bond funding, targeted subsidies, agency restructuring, creation of mortgage insurance
industry, and so forth. The IFC in parallel launched a programmatic approach to provide innovative
financing structures to several private primary lenders, which linked to direct access to securitization
bond markets. The IFC also helped developers to access bonds to finance residential construction. As
mortgage markets expand (outstanding debt is now 11 percent of GDP), the Bank is now supporting—
through a combination of development policy lending and technical assistance—the implementation of a
social housing policy which incorporates housing finance for lower income households (smarter
subsidies, housing microfinance, titled land, etc.).

108. When greater Bank-1FC collaboration is proposed, concerns are often raised about the
potential for conflict of interest. Existing conflict of interest provisions—in particular the
guidelines developed for departments managed jointly by the Bank and IFC—appear
adequate to handle these concerns, if routinely applied and enforced (see Section V).
However, as efforts at collaboration advance, there will be a premium on ensuring that
these guidelines are well understood and applied by managers and staff in both
institutions. Training efforts are now underway to address this issue.
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V. IMPLEMENTATION ISSUES AND APPROACHES

In important respects, the present strategy represents a continuation of the 2000 strategy,
with its central focus on systemic financial sector issues, and the development of a
stronger capacity to diagnose and address issues of financial market and institutional
infrastructure. In the intervening period, the challenge of addressing these issues has
increased on the Bank side, as demand for lending has remained relatively soft, and
demand for unbundled and often sophisticated policy advice has increased. At the same
time, overall staffing on the Bank side has decreased dramatically. The result is an urgent
need on the Bank side to address funding and staffing issues, both through existing
mechanisms, and through the creation of a new, centrally-funded cadre of experienced
sectoral staff, able to respond to client demands for systemic policy advice, and to be
mobilized in response to crises. There is also scope to significantly strengthen results
management, not least for the Bank Group’s expanding engagement in stand-alone
advisory work.

Implementing the strategic approach discussed in this paper will require:

Ongoing review and testing of client priorities, and coordination with external partners.
Attention to adequacy of funding, and of human resources.

Clarification / confirmation and improved dissemination of key policies.

A strengthened results management framework.

Key issues in these regards are summarized in this section. The section concludes with
proposals for reporting to the Board on implementation of the strategy.

LISTENING TO CLIENTS, COORDINATING WITH EXTERNAL PARTNERS

A variety of mechanisms are already in place for ensuring that the Bank Group is alert to
changing client needs and priorities. Most important among these are the routine
interactions of Bank Group staff with public sector counterparts and private sector
clients, and findings from sectoral diagnostics and reviews. As discussed earlier, a
concerted effort is planned to enhance learning from the FSAPs, ROSCs and AML/CFT
diagnostics with a view to developing a stronger sense of the cross-country incidence of
specific reform and implementation challenges.

It is proposed to supplement these existing channels with an annual or biennial survey of
client priorities and assessment of Bank performance. IFC client surveys provide one
relevant set of insights. On the Bank side, a first step will be to piggy-back on existing
regional client surveys, adding more specific questions on finance sector issues. In
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addition, through FY08 there will be a series of regional consultations with clients on the
strategy, with a view to further testing of the strategy’s fit with client needs and priorities.

114. Ongoing coordination is also required with bilateral donors and regional development
banks. Such coordination is primarily at the country level. At the global level, FIRST
provides a mechanism for coordination with bilateral donors, alongside the IMF, on
issues and priorities in financial sector strengthening.

IV.2 RESOURCING THE STRATEGY

Funding Mechanisms

115. Notwithstanding the discussion in the previous section of the challenges of funding some
aspects of World Bank advisory work, the basic funding model remains relevant.
Priorities under the strategy described in this paper are the following:

e To continue to build Country Director familiarity with and commitment to critical
sectoral issues, informing WPA allocations—supplemented by an “include or explain”
requirement on the coverage of financial sector issues in CASs (Bank).

e To enhance funding of global diagnostic work and the implementation of mandated
(FSAPs, ROSCs, AML/CFT) and independent assessments (Bank).

e To maintain adequate funding support for new or enhanced globally relevant policy
initiatives, notably in the areas of remittances, local currency debt markets, and insurance
(Bank).

e To make enhanced use of trust funds, notably FIRST (Bank).

e To explore options for increased fee-based advisory work (Bank and IFC).

e To establish a cadre of staff capable of leading systemic diagnostics and dialogues
(Bank).

e To further explore the potential for enhanced collaboration with private foundations with
an interest in financial market development and access issues (Bank and IFC).

116. For centrally funded activities, estimated incremental funding requirements are US$2
million per annum for the establishment of centrally-funded cadre of staff with strong
diagnostic and dialogue skills, and US$1 million per annum for the support of enhanced
initiatives on remittances (“the Peoples’ IDA”), local currency debt (the GEMLOC
initiative) and insurance.

Staffing

117. Historically, staffing in the financial sector on the Bank side has been characterized by a
large proportion of senior staff (in some cases quite deep but narrow specialties), relative
to other sectors. This approach reflected a consciousness of the technical complexity of
the sector, and of the need to be able to put seasoned staff in front of clients, whose
knowledge of the sector is frequently highly sophisticated, and whose needs may be
complex. But it has proved difficult to make this model work well in a sector where
needs are diverse and changing. Since 2000 there has been a 30 percent decline in overall
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staffing. This decline has been most marked at the GH level, resulting in some
rebalancing of the grade structure. However, the sheer magnitude of the staffing
reduction now places a serious strain on capacity.

Under the current strategy, the proposal is to shift the staffing balance at the Bank in the
following ways:

To build a more substantial cadre of seasoned staff who, in dialogue with clients, can
bring a broad perspective on sectoral issues, and facilitate a discussion of priorities and
options—and who can then play a leadership role in mobilizing support that responds to
country needs.

For work on specialized topics, to maintain a selective core of highly skilled and
internationally recognized staff who can provide leadership and guidance, and mobilize
broader networks of experts beyond the Bank Group who can assist in addressing client
needs.

To build a larger cadre of more junior (GE and GF level) staff who can provide
leveraging for more senior staff, and be mentored to assume increasing responsibilities
over time.

A staffing shift of this kind is expected to yield greater productivity and effectiveness at
any given budget. However, to achieve critical mass, in particular in Bank regions with
low current financial sector staffing, a marginal increase in staffing at the GE/GF and
senior GG level would be desirable.

Table 1: Financial Sector Staff at the World Bank Group®

Bank Bank IFC IFC
gk Regions Anchor IR BETLE IS (CGF) Facilities
GF 14 10 4 - 64 56
GG 25 22 7 2 78 20
GH-GI 22 17 4 1 46 2
TOTAL 61 49 15 3 188 78

120. By contrast with the Bank, financial sector staffing at IFC has been growing strongly.
There are currently 188 GF+ staff working in IFC's Global Financial Markets Department
(CGF), and approximately 35 staff working in regional departments who focus on
financial sector work. IFC’s staffing in the sector is based on a business/demand-driven
model, as articulated in IFC's Global/Local Initiative. Over the past two years CGF has
placed strong emphasis in placing staff closer to clients, in the IFC field offices. Hence

54 percent of investment staff (grades E and above) working for the financial sector are
currently located in field offices, and this share is projected to grow. No other IFC sector
has decentralized to this extent. All portfolio monitoring work, as well as origination of
many new transactions (in particular with existing clients) are now handled by staff in the
field offices. While achieving greater proximity to clients, decentralization poses

*% On the Bank side, staff at Level GE are not mapped by Sector, so a staff count is possible only for GF+ staff.
More detailed data on staffing are provided in Annex 4.
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121.

challenges in terms of maintaining and strengthening sectoral expertise, communication
and common approach among financial sector staff. Knowledge management is thus a
key area of focus for IFC's financial sector operations. This challenge is even greater
when taking into account the additional 78 GF+ staff in the IFC regional facilities who
are working on financial sector technical assistance.

CONFIRMING KEY POLICIES AND GUIDELINES*

Successful implementation of the strategy will depend on clarification / proper
application of policies and guidelines in the following areas:

Conflict of interest.
Fee-based advisory work by the Bank.
Subsidies and pricing guidelines for advisory work.

Conflict of Interest

122.

123.

124.

Proposals for closer collaboration between the Bank and IFC frequently raise concerns
about the potential for conflict of interest, and the proper handling of conflicts of interest
when they arise. Conflict of interest provisions for joint Bank-1FC departments,
introduced in 2000, appear adequate to handle these issues. Of particular relevance are
the guidelines on conflicts of interest developed for departments managed jointly by the
Bank and IFC, which were specifically designed to manage two broad types of conflict of
interest:

Conflict between an adviser’s own interests and those of the client—i.e., conflict of
interest arising in situations in which either the Bank or IFC is acting as adviser and, at
the same time, IFC has or will have a financial (loan or equity) interest in the issue on
which advice is being provided.

Conflict caused by divided loyalties within the Bank Group—i.e., conflict of interest
arising in situations in which the same or different Bank Group entities pursuant to
advisory or investment assignments, have agreed to represent the interests of two or more
parties whose interests are partially or totally adverse to each other.

The conflict of interest guidelines draw on the experience of private sector investment
banks and consulting firms. Among the mechanisms they offer are provision for full
disclosure to the affected parties, obtaining client consent to multiple roles to be played
by Bank Group entities, instituting separate project teams, sequencing assignments,
reducing the scope of an assignment, and establishing mechanisms to protect the flow of
confidential and other sensitive information.

A program of learning events for Bank Group financial sector managers and staff is being
prepared to increase awareness of the provisions and application of the conflict of interest

policy.

“ In updating the strategy, Management reviewed OP8.30 and BP8.30 on Financial Intermediary Lending, found
them still relevant, and is not proposing any changes.
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125. Conflict of interest issues can also arise in the context of joint work with the IMF on
FSAP, as a result of access to confidential information. Here, an approach consistent with
the internal Bank Group approach can be followed, utilizing, as necessary, the use of
explicit confidentiality agreements.

Fee-Based Advisory Work®

126. Arrangements for fee-based advisory work by the Bank are currently under review in the
context of the MIC task force. This work includes the development of a governance
framework for fee-based work, assessment of how fee levels should be set, determination
of cost-recovery mechanisms would be established, and discussion of how results would
be assessed.

127. Asdiscussed in Section 111, experience to date with efforts to develop fee-based advisory
work on financial sector issues suggest that there is, indeed, some additional potential
demand for support of this kind. However, concerns have been raised around:

e The need to ensure continued grant funding for advisory work in which there is a
substantial element of public good or externality.

e The reconciliation of good practice on competitive bidding with the requirement that any
Bank advice be sole-sourced—in particular for large advisory assignments.

e The practical challenges faced by some government clients in allocating funding for this
purpose.

128. Both the Bank and IFC are prohibited from competing for tendered advisory mandates.
The broad rationale for allowing them to undertake sole-sourced mandates rests on the
recognition that, for some kinds of advisory assignment involving sensitive policy issues,
the benefits of engaging with an advisor with the standing of the Bank or IFC will
outweigh the benefits associated with competitive tendering.

129. In practice, it is not uncommon for fees paid by government clients to be financed by
other donors. The ability to allocate funds may also differ across government entities—
for example, Central Banks are often better positioned than Finance Ministries to enter
into fee-based advisory arrangements. One option to be considered in this context is
formalization of a system of pre-funding by governments for the purchase of fee-based
assistance.

Subsidies and Pricing Guidelines for Advisory Work

130. IFC has recently introduced corporate-wide guidelines for the pricing of its advisory
services, with a view to ensuring that subsidies embedded in its advisory work are
justified, strengthening business discipline, and better leveraging resources. The
guidelines reflect two overarching principles:

*® Fee-based services are provided for under Operational Policy 8.40 on Technical Assistance.
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e Any subsidy in the pricing of advisory work should be justified by the balance of public
and private benefits reflected in an intervention

e Even where substantial subsidy is justified, some level of client contribution will often be
appropriate to strengthen commitment to implementation.

131. Bank advisory support, provided outside of technical assistance loans (or the technical
assistance components of investment and development policy lending) is generally free to
counterparts. As the Bank moves to consider the wider use of fee-based advisory work, it
will be valuable to ensure consistency between Bank and IFC approaches.

1IV.4 MANAGING FOR RESULTS

132. For the World Bank Group to maintain a clear understanding of critical issues in the
finance sector, and manage its engagements so as to have the most beneficial impact
possible in areas that matter to its partner countries, it needs a strong results management
framework, based on relevant and reliable data, and capable of tracking outputs, their
immediate impact, and the associated longer-term developmental results. Annex 6
provides a results management matrix built around the objectives of enhancing financial
market depth, stability, efficiency and access in partner countries, illustrating the links
with Bank Group outputs such as diagnostic work, policy dialogue, reform support and
lending / investments, and summarizing proposed efforts to develop and implement
improved quantitative monitoring indicators.

133. The planned results management framework embodies the following core components:

e Mechanisms for staying attuned to the results that matter for clients.

e Strengthening and broadening of diagnostic indicators, to serve as a basis for monitoring
both internal Bank Group performance and results on the ground.

e Mainstreaming the use of credible quantitative indicators at the level of CASs and
individual projects, for the definition of baselines and calibration of results.

e A strengthened approach to evaluating stand-alone advisory work.

Staying Attuned to Client Priorities

134. Section 1V.1 above described plans for the use of client surveys and consultations to
ensure consistency of Bank Group approaches with client priorities at both the strategic
and the country level. Further insights on reform and market development priorities of
countries with differing levels of financial market development will be developed
through the FSAP stock-taking exercise described in Section 11.3.A.

Enhancing Diagnostic and Evaluation Capacity through Improved Indicators

135. The Bank Group’s ability to deliver financial sector assistance that is contextually
relevant (What are the critical issues in a given country? What are the proximate causes?
What can usefully be learned from comparisons with similar or better performing
countries?) depends importantly on the quality and thoughtful use of its diagnostics.
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Good, well-communicated diagnostics can pique client country interest in tackling
impediments to financial market development. This, for example, has been the case with
regional diagnostics on payments systems, securities settlement and credit reporting.
Good diagnostics also provide a basis for analytical and research work that yields a better
understanding of critical developmental linkages—how reforms of different kinds
contribute to market deepening and access, and thence to growth and poverty alleviation.
While there is thoughtful and innovative ongoing work in this area, including at the
regional level, a more consolidated strategic effort is now planned.*®

136. FSAPs, ROSCs and AML/CFT diagnostics—as well as IFC’s micro-level diagnostics—
contain a wealth of information that has not, to date, been used in a systematic way. The
systematic stocktaking of the substantive content of FSAPs described in Section 11.3
above will assist in this regard. The objective is to identify critical issues and reform
insights on a cross-country basis, and to determine the feasibility and appropriateness of
developing some set of consistent FSAP/ROSC-based metrics.*’

137. When it comes to matters of financial market development, the Bank Group’s capacity to
spot-light critical impediments to market deepening and the expansion of access, and to
offer relevant advisory support, can be improved by the development of indicators
focused on regulatory impediments, potentially accompanied by benchmarking. Here, the
Development Economics Department (DEC) is working towards more systematic use of
household survey data to develop better sets of indicators and support richer analysis of
access issues. The FPD anchor is assessing options for the development of a “Getting
Finance” project, focused on access to financial services (payments services, savings,
credit and insurance) by households and household-based businesses, using a time-and-
motion study approach.

138. Supplementing these internal data collection efforts, the Bank Group will seek to better
integrate indicators and insights from datasets managed by others. These include data
such as the IMF’s International Financial Statistics (IFS) and its planned Financial
Soundness Indicators (FSI), data from international organizations such as the Bank for
International Settlements and the World Exchanges Federation, and data from
commercial databases such as Bankscope, Datastream and Worldscope. (Not all external
datasets, however, provide broad coverage of developing countries.)

Mainstreaming the Use of Relevant Quantitative Indicators in Country-Level Strategies and
Projects

139. Under this strategy, the FPD Network will work to mainstream the use of relevant
quantitative indicators to set baselines and monitor performance in CASs, development
policy and investment lending led by financial sector staff. In addition, the Network will
seek to facilitate mainstreaming of credible baselines and performance indicators in
development policy and investment lending with financial sector components led by staff
in other sectoral units. As noted above, this last constitutes a particular challenge, given

“® One regional example is the Bank’s South Asia region’s “Getting Finance in South Asia” indicators, which focus
on commercial banking services in five South Asian countries.
*" There is in this context no plan to develop country rankings of financial sector strength.
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both the volume of relevant work led outside the financial sector, and the relative quality
problems with some of this work, most notably lines of credit. In this context, success in
mainstreaming of credible baselines and performance indicators will require the active
collaboration of country as well as sector management.

140. Annex 6 sets out examples of macro- and micro-indicators that can be used to assess
progress at the country level in enhancing financial sector stability and efficiency, and
expanding access to financial services. Currently available datasets are a reliable source
for these data for some, but not all, Bank client countries. As described above, efforts are
underway to improve data availability, including through the development of improved
internal datasets. However, continuing innovation will likely be required by staff to
identify credible ways of setting baselines and tracking performance at the country level,
in particular for countries currently not well-covered by available diagnostics.

A Strengthened Approach to Evaluating Stand-Alone Advisory Work

141. As demand for stand-alone advisory work increases, so does the need for systematic and
effective quality evaluation of this work. In the financial sector at the Bank Group, there
has not in the past been systematic tracking of the impacts and outcomes of advisory
work—for example, the impact of policy dialogues on the implementation of critical
reforms, and the effect of these reforms on, say, transaction costs or levels of access. On
the IFC side, this is now being addressed through the Development Outcomes Tracking
System for investments and advisory services, along with more in-depth evaluation (see
Box 12).

Box 12: Results Management at IFC

IFC is currently engaged in a comprehensive upgrading of its capacity to measure the development
impact of its investments and advisory services, under the Development Outcome Tracking System
(DOTS). DOTS requires identification of clear, monitorable indicators and targets for every project,
which are then tracked throughout the project cycle. For investments, the metrics used include measures
of financial, economic, environmental and social performance, as well as private sector development
indicators and indicators focused on increased access to finance. Every IFC advisory project is required to
track indicators of outputs and outcomes, establish baselines, and set targets. A variety of evaluation
approaches are applied depending on the specific business area, the nature of advisory work, and the
country context. Any program evaluation requires a trade-off between rigor and cost. Evaluation tools
currently being applied range from randomized evaluations with large-scale data collection efforts, to
before-and-after analyses, and simple forecasts of expected costs and benefits, based on prior experience.
Increasingly, findings from early evaluations are feeding back into improved program design and
implementation, and helping management make more informed decisions about project replicability and
scale-up, and resource allocation.

142. The approach to monitoring and evaluating advisory work at IFC, through DOTS, is
consistent with proposals for the strengthening of evaluation of stand-alone advisory
work on the Bank side. Under this strategy, efforts will be made to move to an integrated
approach, consistent across the two institutions. Central to this approach is the more
systematic tracking of intermediate outcomes, through a “Project Implementation and
Monitoring System” (PIMS), as currently used by the Foreign Investment Advisory

53




Service (FIAS). Once a project is completed, there is ongoing monitoring of the status of
implementation of its key recommendations on an annual basis over a period of three
years. The objective is to generate a steady flow of information at the project level on the
state of implementation of individual recommendations, and to assess the effectiveness of
advisory work across different regions and products. The FPD Anchor will identify ways
of tailoring and mainstreaming the PIMS approach for financial sector advisory work.
This tracking effort will be supplemented by tracking of more impact-oriented indicators,
and deeper impact analysis, in selected cases.

IV.5 REPORTING ON THE IMPLEMENTATION OF THE STRATEGY

143. It is proposed that reporting to the Board on the implementation of the strategy will be on
an annual basis, in the first quarter of the fiscal year, and have two main components:

e Reporting on the overall status of the Bank Group portfolio, including progress in
implementation of country- and project-level components of the results management
framework set out in Section V.4 and Annex 6.

e Reporting on progress in implementing specific actions set out in the strategy.

Reporting on the Portfolio

144. Annual reports to the Board, starting in July 2008, will cover the data set out in Table 2.

Table 2: Annual Reporting Categories

Category Item

World Bank Group Lending / Bank

Investment in the Financial Sector e Development Policy Lending with Financial Sector
e by region and sub-sector Components

e Sectoral Investment Lending

o Lines of Credit
IFC

e Lending and Investment Activity
MIGA

e Guarantee Activity

World Bank Group Advisory Work Bank

in the Financial Sector e FSAPs/ROSCs/ AML/CFT / independent diagnostics
e by region / Anchor o AAA deliveries
FIRST
e Advisory engagements
CGAP
¢ New technology engagements
IFC

e Advisory services
e Advisory projects involving IFC-Bank collaboration

Mainstreaming of Quantitative e Reporting on use of quantitative baselines and

Baselines and Performance performance indicators in newly approved CASs with
Monitoring (Bank) financial sector components, and financial sector projects
Program of Specific Actions e Progress reports
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Implementation and Reporting of Specific Actions

145. The timeline for implementation of specific actions contained in the strategy is set out in

Table 3.

Table 3: Implementation Timeline for Specific Actions

Item Implementation Target
e Centrally-funded cadre of financial sector staff (in December 2008
place)
e Central crisis preparedness team and network (in place) | December 2008
e FSAP stocktaking completed, and associated work plan | April 2008
developed
e Remittance price database in place June 2008
e GEMLOC in place February 2008
e “Getting Finance” indicators Prototype—March 2008
First global indicator set—January
2009
146. Technical briefings to the Board are proposed on two of the above items; the FSAP

stocktaking (April 2008) and the prototype “Getting Finance” indicators (February 2008).
More generally, reporting on the above actions will be integrated into the annual
reporting process described above, unless otherwise noted. A summarized version of the
above data will also be routinely reported to the Board in the context of Operations
Policy and Country Services’s (OPCS) Sector Strategy Implementation Updates.
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ANNEX 1: PORTFOLIO DATA

1.A. World Bank Lending and Advisory Work

Figure 1.A.1
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Data on commitments for IBRD loans, IDA grants and credits in the financial sector are
extracted from Business Warehouse (BW) by using OPCS’s finance sector codes. Figure 1.A.1
provides a regional breakdown of FY95-06 commitments. Overall, commitments have been flat
during FY95-06, except for FY98-99 when higher volumes reflect the Bank’s responses to the
1997-99 Asian/Latin American financial market crises.

Figure 1.A.2
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Figure 1.A.2 provides a breakdown of the same data between IBRD and IDA commitments.
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Figure 1.A.3

IBRD / IDA Commitments by Financial Sub-Sectors
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Financial sector projects are categorized according to the following sub-sectors: banking, non-
compensatory health insurance, housing finance and real estate markets, non-compulsory
pensions, insurance and contractual savings, micro- and SME finance, payments
systems/securities settlement, capital markets and general finance. Figure 1.A.3 shows
commitments by sub-sectors.

Figure 1.A4
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Figure 1.A.4 shows the sub-sectoral composition of the Bank’s FY06 financial sector
commitments.
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Figure 1.A5

IBRD / IDA Commitments in Financial Sector
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Figure 1.A.5 provides a breakdown of financial sector commitments by lending instrument—
development policy and investment.

Figure 1.A.6
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Figure 1.A.6 provides a regional breakdown of development policy lending operations in the
financial sector.
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Figure 1.A.7

IBRD / IDA Commitments for Lines of Credit
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The Bank does not have a database for systematically identifying LOC projects. To get a sense
of historic trends, data are drawn from World Bank Lending for Lines of Credit: An Independent
Evaluation Group (IEG) Evaluation, 2004. The database developed by IEG provides the total
size of lending with LOC components for FY93-03, shown in Figure 1.A.7 above. It was not
possible to isolate the LOC components where these accounted for only part of the overall loan.
The database may therefore have overstated the volume of LOCs. In keeping with the
recommendation in the IEG report, the Financial Sector Network was given the responsibility for
monitoring LOCs through mandatory Quality Enhancement Reviews (QERS) of all tasks with
potential LOC components from FY05 onwards. The projects covered by this initiative yield the
FY05-06 figures shown above. Because FY04 operations have not been analyzed, data for that
year are currently unavailable.

Figure 1.A.8
100.0 - Total Bank Advisory Work (non-lending)
' for the Financial Sector

< 80.0

S

g 60.0- —

@

@ 40.0 - I

c

— 20.0 A

0.0
FY03 FY04 FY05 FY06
OESW ®NLTA OFIRST 0OCGAP

Total Bank non-lending advisory work for the financial sector—shown in Figure 1.A.8—is
calculated by aggregating Bank budget (BB) expenditures for ESW, and Non-lending Technical
Assistance (NLTA), and expenditures on technical assistance by CGAP and by the FIRST
Initiative. ESW includes ROSCs, FSAP and specific work on AMF/CFT. Some AML/CFT
outputs relating to knowledge sharing with clients are categorized as NLTA.
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Figure 1.A.9

0.0 AAA Expenditures in the Financial Sector, by Region
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World Bank Analytic and Advisory Activities (AAA) for the financial sector include the
following: ESW, NLTA, donor and aid coordination (DA), research services (RF), and impact
evaluation (IE). BB expenditures are extracted from BW for AAA activities classified under
OPCS’s finance sector code. Figure 1.A.9 is a regional representation of AAA expenditures.

Figure 1.A.10

Regional Breakdown of AAA Expenditures
in the Financial Sector in FY06

SAR OTH
10% 2% AFR

MNA
11%

LCR
15%

ECA 15%
18%

Figures 1.A.10 and 1.A.11 provide regional and sub-sectoral breakdowns of BB expenditures in
FY06 for AAA activities classified under OPCS’s finance sector code.
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Figure 1.A.11

Composition of the AAA in the Financial Sector (FY06)
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Figure 1.A.12
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Figure 1.A.12 shows the regional breakdown for technical assistance lending commitments in
FY95-06. The peak in FY99 reflects the Bank’s response to the Asian/Latin American financial
crises in the late 1990s, while that in FY03 indicates the clumping of sizable technical assistance
loans to Mexico and South Asia.
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1.B. IFC Investments / Loans and Technical Assistance / Advisory Services

Figure 1.B.1
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From FY 2000 to FY 2006, CGF commitments have been steadily growing at a CAGR of

30.8%.

Figure 1.B.2

Figure 1.B.3

FY06 IFC Fnancial Sector Commitments
by Region (US$ millions)
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In FY 2006, Africa and MENA commitments grew significantly in importance. Together,
Africa and MENA commitments in FY 2006 represented nearly 30% of the total in US$

terms and by number of projects.
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Figure 1.B.4

Figure 1.B.5
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Around 50% of FY 2006 CGF commitments were for Microfinance and SME Banking.
Taking into account other non-bank financial institutions and trade finance, 67% of FY
2006 commitments in US$ terms were for Micro, Small and Medium Enterprises

(MSMEs).

Figure 1.B.6

Figure 1.B.7

FY06 IFC Fnancial Sector
Commitments - Frontier Countries
(US$ millions)

Frontier
29%

Non-
frontier
71%

Total: $2467 Million
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Total: 130 Projects

Over a third of CGF projects in FY 2006 were committed in frontier countries accounting
for a growing portion of commitments. Annual frontier commitments doubled from $343

million in FY 2005 to $708 million in FY 2006.
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Figure 1.B.8
Total Annual A2F TA Expenses
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Expenditures on advisory services for access to finance have been growing steadily since
work in this area commenced in FY04.
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1.C. MIGA

Figure 1.C.1

900 - MIGA: Gross Exposure in the Financial Sector,
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From the late 1990s to 2001, MIGA'’s financial sector business grew rapidly in Latin

America, as Spanish banks expanded their activity in the region. Following the Argentina

crisis at the end of 2001, Spanish banks and other investors reduced their holdings in

Latin America and MIGA’s business shifted more towards ECA. LAC and ECA tend to

have smaller numbers of large contracts relative to Africa, Asia and MENA.

Figure 1.C.2
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ANNEX 2: PIPELINES FOR LENDING, INVESTMENT AND ADVISORY WORK

2.A. Pipeline Data for World Bank Lending in the Financial Sector

The tables below provide information on commitments for IBRD loans, IDA grants and credits for operations with finance as major
sector. These were extracted from BW. Tables on the right show only those IBRD/IDA commitments for operations mapped to
regional financial and private sector units.

Table 2.A.1 Table 2.A.2

IBRD/IDA Commitments for Operations with IBRD/IDA Commitments in the Financial

Financial Sector Components Sector Mapped to FPD Network
Region FY07 FY08 FY09 Region FY07 FY08 FY09
AFR 104.61 332.00 36.00 AFR 11.11 238.50 36.00
EAP 529.80 330.00 79.80 EAP 100.00 60.00 60.00
SAR 68.10 825.73 | 270.00 SAR 0.40 805.00 | 150.00
ECA 659.50 590.90 70.00 ECA 560.50 535.00
MNA 46.14 510.00 | 110.00 MNA 33.39 485.00 | 110.00
LCR 238.21 | 1,396.69 | 242.10 LCR 168.75 226.95
TOTAL 1,646.36 | 3,985.32 | 807.90 TOTAL 874.15 | 2,350.45| 356.00
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Table 2.A.3

IBRD/IDA Commitments for Investment Lending with
Financial Sector Components

Region FY07 | Fvos Fyog | _No.of
Projects
AFR 99.11 | 20500 |  36.00 19
EAP 12430 | 33000 |  75.00 10
SAR 17.40 | 82573 | 270.00 10
ECA 258.00 80.00 | 70.00 9
MNA 46.14 25.00 | 110.00 8
LCR 65.71 | 487.64 | 242.10 20
TOTAL 610.66 | 1,953.37 | 803.10 76
Table 2.A.5

IBRD/IDA Commitment for: DPLs with Financial
Sector Components

Region FY07 FYos | Fyog | _No-of

Projects
AFR 550 | 127.00 7
EAP 405.50 4.80 5
SAR 50.70 3
ECA 40150 | 510.90 7
MNA 485.00 2
LCR 17250 | 909.05 11
TOTAL 1,035.70 | 2,031.95| 4.80 35

Table 2.A.4

IBRD/IDA Commitments for Investment Lending in
the Financial Sector Mapped to FPD Network

Region Fvo7 | Fvos | Fyos | _NO-of
Projects
AFR 1111 17350 36.00 12
EAP 100.00 60.00 | 60.00 3
SAR 0.40 | 805.00 | 150.00 5
ECA 160.50 30.00 3
MNA 33.39 110.00 3
LCR 33.75 13.60 5
TOTAL 339.15 | 1,082.10 | 356.00 31
Table 2.A.6

IBRD/IDA Commitments for DPLs in the
Financial Sector Mapped to FPD Network

Region FYo7 | FYo8 No. of
Projects
AFR 65.00 1
ECA 400.00 | 505.00 4
MNA 485.00 2
LCR 135.00 | 21335 3
TOTAL 535.00 | 1,268.35 10
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2.B. Pipeline Data for World Bank AAA in the Financial Sector

Tables below provide information about the Bank AAA with financial sector

components.
Table 2.B.7
ESW Non-lending TA Total AAA
Total Planned Total Planned Planned
FY Region No. Expenditures No. Expenditures | Expenditures
Planned (USST) Planned (USST) (USST)
FY07 AFR 45 8,410 21 1,611 10,021
EAP 33 8,589 17 3,693 12,282
ECA 32 4,215 23 2,305 6,520
LCR 34 3,369 6 1,014 4,383
MNA 21 2,515 6 488 3,003
SAR 24 2,490 8 1,884 4,374
OTH 23 4,273 2 5 4,278
Sub-total 212 33,859 83 11,001 44,860
FY08 AFR 37 2,460 4 164 2,624
EAP 4 229 2 266 495
ECA 7 45 10 2,102 2,147
LCR 14 643 3 33 676
MNA 9 771 3 33 804
SAR 20 1,665 2 20 1,685
OTH 12 1,471 1 170 1,641
Sub-total 103 7,284 25 2,789 10,073
TOTAL 315 41,144 108 13,789 54,933
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Table 2.B.8 reflects ESW and NLTA activities mapped to regional financial sector units.

Table 2.B.8
ESW Non-lending TA Total AAA
Total Planned Total Planned Planned
FY Region No. Expenditures No. Expenditures | Expenditures
Planned (USST) Planned (USST) (USST)
FY07 AFR 21 1,450 13 755 2,205
EAP 11 1,207 3 1,783 2,990
ECA 16 2,238 13 1,216 3,454
LCR 11 796 796
MNA 11 1,085 5 421 1,506
SAR 13 1,035 2 287 1,321
FPD 14 1,852 1 1,852
Sub-total 97 9,664 37 4,461 14,125
FY08 AFR 13 479 1 36 514
EAP 2 184 2 176 361
ECA 5 29 5 1,825 1,854
LCR 8 209 2 25 234
MNA 6 685 3 33 717
SAR 7 488 2 20 507
FPD 9 1,201 1,201
Sub-total 50 3,274 15 2,115 5,389
TOTAL 147 12,937 52 6,576 19,513

2.C. IFC: Global Financial Markets (CGF) Annual Commitments

Table 2.C.1
CGF Investment Volume Projection (US$ billion)

FYO07 FYO08 FYO09 FY10
Projected range | 2,541-2,803| 2,749-3,032| 2,812-3,103| 2,924 - 3,226
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ANNEX 3: KEY FINDINGS OF IEG AND QAG REVIEWS OF BANK PERFORMANCE
AND IEG REVIEWS OF IFC PERFORMANCE

l. Reviews of Bank Performance

Recent IEG and QAG reviews of FY93-05 assistance to the financial sector have found
that the Bank’s presence contributed to financial sector development in client countries.*®
According to IEG (March 2006), the outcomes of lending for financial sector reforms that
were categorized as being under the auspices of the Financial Sector Network were
significantly better than those of finance components within multi-sector operations. In
its May 2006 synthesis report, IEG concluded that Bank lending and non-lending support,
except for lines of credit, helped catalyze positive changes in depth and access to credit.
Financial sector depth was marginally higher in countries that borrowed for financial
sector reform during FY93-03, compared to those that did not. Growth of private sector
credit was modest, at best, as annual growth averaged 0.4 percent for borrowing countries
and 1.7 percent for non-borrowers.*

The scope and key details of the IEG and QAG evaluations are summarized below.
.1 Lending Assistance

During FY93—FY03, total lending with financial sector reform components totaled $56
billion, or 24 percent of total Bank commitments. Of this, specifically financial sector
lending amounted to $21 billion, with $12 billion (over 50 percent) to crisis countries.
Much of the lending was embodied in multi-sector adjustment loans and channeled
through three categories:

(1) Adjustment and TA operations, excluding lines of credit: IEG reviewed these
together because they support improvements of entire financial sectors rather
than individual financial institutions (IEG, March 2006).*

(2) Lines of credit (LOC): These comprise lending to financial intermediaries,
often banks, which in turn channel the funds to investors, primarily in the
private sector (IEG, May 9, 2006).**

8 |EG evaluations were presented in the following reports: (i) IEG Review of World Bank Assistance for
Financial Sector Reform, March 2006; (ii) World Bank Lending for Lines of Credit: An IEG Evaluation,
May 9, 2006 and (iii) Financial Sector Assessment Program: IEG Review of the Joint World Bank and IMF
initiative, May 16, 2006. IEG compiled the key findings of all three reports into one publication, World
Bank Assistance to the Financial Sector: A Synthesis of IEG Evaluations, May 18, 2006. QAG assessments
consist of: (i) Quality of Country AAA: A QAG Assessment. November 2005; and (ii) Quality Enhancement
System for Lines of Credit: A QAG Assessment, December 2006.

* The data were reported in the March 2006 IEG report on Bank assistance for financial sector reform and
the May 2006 IEG synthesis.

% The evaluations were based on a review of 159 closed and rated operations representing 60 percent by
number and 63 percent by commitment amount of approved loans/credit during FY93-FY03.

* For the evaluation of LOC, IEG developed a database by examining Bank documents of loans and
credits approved in FY93-03 and found over 200 LOC.
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(3) Crisis lending: Such operations were typically prepared and approved under
emergency situations and they often did not benefit from prior diagnostic
work or reform dialogue, unlike other lending instruments (IEG, March
2006).2

By and large, outcomes of financial sector and finance components of multi-sector
operations averaged 75 percent satisfactory, slightly below the 79 percent average for all
adjustment and TA lending, excluding the financial sector (IEG, March 2006). Bank
lending contributed positively to changes in governance, regulatory framework, market
structure and efficiency, primarily in the banking sector, although non-bank sectors have
increased in importance (IEG synthesis, May 2006).

Adjustment and TA lending: Outcomes of the Financial Sector Network (FSE)-managed
operations were significantly better than those of financial sector components within
multi-sector loans (Figure 1). These results could not have been driven by differences in
reforms or conditionality because they were similar for both financial sector and multi-
sector loans, and between crisis and non-crisis situations.”® Adjustment lending
accompanied by technical assistance produced better outcomes than without technical
assistance, especially in low-capacity countries as measured by CPIA ranking (Figure 2).

Figure 1 Figure 2
Better performance of financial sector loans TA improves loan outcome in low-capacity countries
Number of loans rated satisfactory; FY93 - FY03; (%) Adjustment loans with satisfactory outcomes (%)
100 r
100 Financial sector loans With Technical Assistance
Finance
80 component of 80 Without
multi-sector loans Technical
60 60 Assistance
40 40
20 20 F
0 0
Low CPIA High CPIA Low CPIA High Transition countries

Lines of Credit (LOCs). Unlike adjustment and TA operations, outcomes of LOC were
rated poor, with only 52 percent satisfactory when measured by the number of projects
and 45 percent by net commitments (Figure 3). While IEG found weak implementation of
guidelines governing the conditions for use and design of LOC, operations managed by
financial sector units performed better than those of other networks. The LOC guidelines,
formalized in 1992, aimed to improve the poor performance of LOCs in earlier decades.
Contrary to the guidelines, LOC projects were approved under highly unstable

%2 This is based on 32 loans amounting to $18 billion. Fifteen crisis countries were included in the
evaluation and they are defined as those that experienced both banking and macroeconomic crises, either
simultaneously or in quick succession causing an adverse effect on growth and poverty.

*% To address possible bias due to country characteristics, IEG controlled for Country Policy and
Institutional Assessment (CPIA) ratings and per capita income levels.
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macroeconomic conditions and fewer than 50 percent used any specific eligibility criteria
to determine the soundness of the financial intermediary.

Following a recommendation in the IEG report, the then FSE Vice Presidential Unit
(VPU) was given the responsibility for monitoring LOCs through QERs of all tasks with
potential LOC components from FY05 onwards. At the request of FSE, QAG carried out
an assessment of the QER system for LOC projects (December 2006) and found: (i) low
levels of compliance with the LOC guidelines as well as with the QER system under
FSE’s purview; but (ii) high quality of FSE advice on LOCs—at 84 percent satisfactory
or better.

Figure 3 Figure 4
Lines of Credit (LOC) have performed poorly Lending for crises has performed poorly than average
Rated satisfactory (%) Lending rated satisfactory (%)
100 All other 100 [Fs Adjustment
investment (exc'ld crisis)  All Adjustment
i lendi | (exc'ld FS &
80 encing 80 Crisis)
60 | LoC 60 + Crisis
40 40 t
20 | 20
0 0
By number By commitments By number By commitments

Assistance to crisis countries. The amounts pledged and lent by the Bank for crisis
assistance were relatively small compared to those of the IMF. Outcome ratings for Bank
support were lower by almost 20 percent in comparison to non-crisis lending (Figure 4).
IEG pointed to the Bank’s lack of candor and realism regarding risks, such as in the case
of Indonesia and Turkey. It also noted that collaboration between the Bank and the IMF
or other multilaterals often did not proceed smoothly.
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1.2 Non-lending assistance

QAG (November 2005) reviewed ESW reports that analyzed constraints and issues in the
financial sector, rating the overall quality of such work as high.>*

IEG’s report of May 16, 2006 presents the findings of its review of FSAP that was
launched in 1999 in response to the financial crises of the late 1990s. It covered FSAP
country assessments and updates completed by FY04. The evaluation was based on
detailed country studies, review of Country Assistance Strategies (CAS) and surveys of
stakeholders—country authorities and Bank/IMF staff. IEG found that the FSAP
advanced the Bank’s dialogue with client governments as 70-90 percent of country
authorities expressed satisfaction with the coverage and depth of the analyses. Indeed,
clients have praised the program’s contribution to greater understanding of financial
sector vulnerabilities and upgrading of technical abilities. However, while coverage of
the banking sector was seen as satisfactory, that of the non-bank sectors was not as
strong.

Less than half of FSAPs were identified as influencing Bank assistance programs. Only
34 percent of the country authorities recalled follow-up by the Bank on FSAP
recommendations, compared with 80 percent vis-a-vis the IMF (Figure 5). Out of 34
CASs that were prepared after FSAP completion, about two thirds incorporated the
FSAP’s primary findings and recommendations while the remaining one third either
mentioned the only FSAP briefly or reported the findings inaccurately.

Figure 5
FSAP implementation from WBG has been poor
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> Of the country cases reviewed by the QAG, 86 percent were rated satisfactory or better. See Quality of
Country AAA: A QAG Assessment, November 2005.

77



I1. Reviews of IFC Performance

IEG-IFC has conducted a number of evaluations of IFC’s activities in the financial sector
as part of broader thematic evaluations in recent years. Like other evaluations, IEG-IFC’s
evaluations of IFC’s activities in the financial sector are based on mature investments
which are normally projects approved five years prior to the evaluation year.

Overall, some of IEG’s most relevant recommendations for the financial sector strategy
related to (i) improving the enabling environment; (ii) fostering competition in the
financial sector; (iii) building wholesale delivery capacity in local intermediaries; and (iv)
developing appropriate products, such as local currency financing.

In its latest flagship report, Annual Review of Evaluation Findings for FY05 covering
1997-1999 approvals, IEG-IFC found that IFC’s financial markets projects achieved
development and investment outcomes that were in line with IFC’s average for all
sectors. The Annual Review conducted a more in-depth evaluation of IFC’s activities in
Sub Saharan Africa and recommended that in expanding IFC’s financial markets
activities in the region, IFC should follow through its intention of expanding term local
currency financing to financial intermediaries.

Highlights of some of the earlier evaluations that featured financial sector as a theme
include the following:

Supporting financial intermediaries as a way to support to support SMEs. For some time,
IFC had attempted to reach SMEs both directly and through financial intermediaries. In
1999, An Evaluation of IFC’s Investments through the Africa Enterprise Fund (AEF)
found that while direct support through the AEF had some positive effects—over 90% of
the 57 evaluated projects had some positive impacts—the program overall was
financially unsustainable due to high delivery costs. At the time of the evaluation, IFC
had already started to shift towards a more wholesale approach for its SME-support, a
trend which subsequently strengthened.

A wholesale approach on advisory services. IEG-IFC evaluations recommended a similar
shift to a “wholesale” approach and towards addressing the business climate issues why
SMEs were not receiving finance. Initially, the majority of IFC’s advisory services
focused on direct support to SMEs. A 2004 Synthesis Evaluation of Four IFC-Supported
SME facilities found that while some types of direct advice to SMEs featured positive
economic returns, for example consulting and training for business owners, a strategic
shift was needed. The evaluation recommended moving towards addressing the systemic
reasons why SMEs were not receiving financing and towards financial institutions that
serve SMEs. Again, by the time the evaluation was completed, IFC had started to shift in
that direction.

Addressing investment climate issues in the financial sector. In the Evaluation of IFC
Support to Private Enterprises through Financial Intermediaries in Sub-Saharan Africa
(“SSA-FI evaluation”, 1999), IEG-IFC found that support for financial intermediaries
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could result in positive development results, but was often hampered by the poor enabling
environment in Sub-Saharan Africa. Credit lines were often only partially used or support
larger enterprises, because SMEs often could not bear the foreign exchange risk,
highlighting the importance of developing markets for funding in local currency.
Institution-building investment in banks showed some positive results, but IFC had not
always followed through with its own much-needed contributions to institution building.
In part this was due to the fact that IFC lacked an effective delivery mechanism for its
advice at the time of this evaluation (1999), a shortcoming that has meanwhile been
corrected. Also, high interest rates made it often more profitable for banks to invest their
funds in government bonds, leading to crowding out of private sector finance, in
particular to SMEs. Leasing Companies had strong development impacts, but had
difficulties accessing medium-term local currency funding and a cost disadvantage
compared to banks. Their survival was thus threatened when banks started to compete in
leasing. These findings were subsequently confirmed in the leasing evaluation brief.
Particularly the lack of local currency funding at reasonable rates was a major constraint
for self-standing leasing companies.

Country level issues: local currency financing and investment climate. Several IEG-IFC
country impact reviews (“CIR”) highlighted the importance of financial sector issues. For
example, the Brazil CIR (2003) found that IFC’s clients were hampered by the lack of
local currency financing because of crowding-out and recommended a joint Bank-1FC
approach to address these issues. The China CIR (2004) found that IFC’s strategic focus
on financial sector operations appropriate, given that they provided better development
results than the other China portfolio. IEG’s Russia CIR (2002) recommended an
increased focus on financial market development, in particular developing local-currency
products (e.g. by issuing a ruble bond), insurance and pension markets. The evaluation
also found that IFC’s financial markets projects had performed poorer than real sector
projects. This was mainly because they were affected more by the 1998 crisis—a typical
pattern for financial markets projects. The Pakistan CIR (2005) noted concerns about the
sustainability of non-deposit taking financial institutions because of the lack of local
currency funding. It recommended increased emphasis on developing long-term debt,
pension and insurance markets, as well as the development of local currency products for
IFC’s own lending.
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ANNEX 4: FINANCIAL SECTOR STAFFING

Table 4.A.1
Financial Sector Staff (Data as of end-February 2007)
Grade BANK IFC IFC
Level | AFR | EAP | ECA | LCR | MNA[ SAR | FPD DTHERIBANK TOTAL| VI CA (CGF) |Facilities TOTAL
GF 4 3 2 2 1 2 10 4 28 - 64 56 148
GG 6 4 2 7 3 3 2 7 54 2 78 20 154
GH-GI 7 4 7 - 1 3 17 4 43 1 46 2 92
TOTAL| 17 [ 12 | 11 | 9 | 5 | 8 | 49 | 15 | 125 3 188 78 394
*Includes DEC, WBI, IEG, PAD and SEC
Table 4.A.2
The World Bank: Historic Staffing by Grade
FY07-
FYO00 FYO01 FYO02 FYO03 FYO04 FYO05 FY06
current
GF 35 32 26 24 32 33 33 28
GG 60 95 56 61 64 63 61 95
GH 74 57 56 51 41 37 37 35
Gl 11 14 12 11 13 9 8 7
TOTAL 180 158 150 147 150 142 139 125

Bank totals are for staff mapped to the financial sector.
IFC totals are for staff in CGF, and staff working on access to finance issues in IFC’s regional facilities.
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ANNEX 5: BUDGET ALLOCATIONS FOR FINANCIAL SECTOR WORK (HISTORICAL)

l. World Bank

Figure 5.1: World Bank Financial Sector Budget Allocations

Financial Sector Work

FY02 FY03 FY04 FY05 FY06 FYQ7-YtD /b CGAR 02-06
FSEVP
Original Budget 18,347 20,787 23,212 26,167 25,100 24,391 8.15%
Actuals 17,503 20,417 22,127 24,186 24,716 5,072 9.01%
Regional Financial Sector Work /a
Budget N/A N/A N/A N/A N/A N/A
Financial Sector Work 30,918 35,735 38,916 36,060 36,658 11,694 4.35%
FS Work (with Sustaining & Indirects) 42,060 45,918 49,293 46,564 47,418 17,558 3.04%
Other Bank Units Fin. Sector Work
PREM 151 99 127 200 - -
DEC 1,339 1,456 1,492 1,622 1,576 766 4.15%
WABI (excludes cost-recovery paid by participants) 831 1,723 3,624 2,431 2,101 672 26.11%
Total Other Bank Units 2,321 3,277 5,244 4,253 3,677 1,438 12.19%
Total BB Funded Financial Sector Work 61,884 69,611 76,663 75,002 75,810 24,067 5.21%
IBRD Net Expenses (Above Line) 1,252,145 1,333,333 1,431,837 1,502,226 1,514,304 4.87%
FS as % of IBRD Total 4.94% 5.22% 5.35% 4.99% 5.01%
Trust Funds
TF FS Work in Regions /a 2,579 3,241 3,310 4,063 3,553 495 8.33%
CGAP 9,169 13,183 12,667 13,698 17,061 6,275 16.79%
First - 493 4,216 8,081 8,460 5,596 N/A
WBI 74 43 251 677 883 111
Total TF Supporting Financial Sector Work 11,822 16,959 20,443 26,519 29,957 12,478 26.17%
Total BB + TF 71,386 83,294 91,863 97,268 102,090 35,108 9.36%

/a Calculated using sector code in Regions
/b As of Dec/06

Figure 5.2: FSEVP Budget Allocations - Details
FSEVP BB Budget (FY00-07) ($000)

Fiscal Years |Original Budget i FSAP Work
i . |WPAs to Regions |AML Budget Increase Bank-wide

FY00 22,749 1,796
FYO1/a 27,405 4,878
FY02 17,947 7,815 (821) 12,272 5,844
FY03 20,787 2,768 (2,725) 4,731
FY04 23,212 3,160 (1,818) 4,713
FY05 26,167 3,218 (1,903) 3,000 3,968
FY06 25,100 2,799 (1,601) 4,610
FYO7 /b 24,391 2,795 (1,729) 1,201

/a Includes New Spending Authority and FYOO carry-over, some of which was transferred to the Regions.
/b FSAP work as Oct 31-06
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Funding for financial sector work at the Bank has followed different models over the
years. The “New Spending Authority” was created in FY98 in response to the financial
sector crises in East Asia and Latin America; management indicated that the resources
were expected to be utilized over the period FY98-FY00. Activities covered by this
Spending Authority were consolidated for the most part in the newly created Financial
Sector Vice Presidency, with the allocations shown above. One of the flagship activities
for the new Anchor was the FSAP. The funding for the FSAP was originally managed
centrally, then decentralized to the regions, then centralized again. In FY01 and FY02,
the Anchor transferred funds to the regions which then bought cross support for the
program. As shown in the table above, in FY02 the Anchor provided $7.8m of cross
support to the Regions, of which $5.8m was tied to FSAP activities. Since FY03, the
arrangement has been reversed and the Anchor has held the funds and purchased cross
support from the regions ranging from $2.8m in FY03 to $1.6m in FY06, while the FSAP
work bank-wide remained fairly steady $4.7m in FY03 to $4.6m in FY06.

Another high profile program in the financial sector is the AML/CFT program. These
funds were originally held centrally and allocated to the regions or anchor based on the
related AML/CFT activity. In FY05 $3m was transferred from central accounts to the
Anchor, and is now part of the unit's base budget. Bank-wide AML/CFT activities are
also funded through cross support provided to the regions since most of the expertise
resides in the Anchor.

1. IFC

Figure 5.3: IFC Budget Allocations for CGF

Administrative Budget (US$ million)
FY Annual Budget | Actual Expenses
FYOQ7 39.1 19.6
FY06 37.3 36.8
FYO05 324 30.5
FY04 28.8 28.1
FYO03 27.7 23.4

Note that (i) the administrative budget in FY07 US$39.1 million. does not include
US$3.9 mil for Trade Finance and the newly approved decentralized budget US$2.2
million (ii) the actual expenses in FYQ7 are as of the end of December 2006;

(iii) FYO03 and FY04 figures are from Controller's records. The annual budget is the
approved amount (not revised).
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ANNEX 6: PRELIMINARY RESULTS MANAGEMENT FRAMEWORK

Country Outcomes

Bank Group Contribution

What results on the ground are How can Governments facilitate good outcomes?

How does the Bank

How do we know if implementation is on track?

important? Group contribute to these
Strategic Sample Monitoring - . Sample Monitoring results? - . Associated Work on
Objective Indicators Priority Interventions Indicators (examples) Key Monitoring Mechanisms Indicators
1)Enhanced o Size of banking o Well-designed o Quality of bank, o Strengthened Bank e Implementation of e FSAP stocktaking
financial and NBFI assets prudential oversight securities and staff capacity for financial sector cadre and exercise to establish
sector . and sector regulatory insurance systemic diagnostic crisis management team potential indicators on
stability * Capital adequacy arrangements supervision and advisory work and (Bank) quality of regulation

e Liquidity of
banking sector and
securities markets

e Legal and procedural | e
frameworks for
prompt correction of
troubled banks, and
orderly exit
mechanisms for non-
viable financial
institutions

Legal and regulatory
reforms undertaken
and implemented in
identified areas of

¢ Non-performing K
weakness

loans ratio for
banks

e Interest rate,
exchange rate and
roll-over risk for °
debt

Market infrastructure
reforms targeted at
increasing depth of
banking and
securities markets

o Volatility and
skewness of equity
market returns

e Policy and
e Volatility and regulatory reform to
skewness of facilitate

government bonds development of
markets for hedges,
derivatives and

insurance products

e Number of new
IPOs (annual)

o Crisis simulations
and contingency
planning

crisis response

o Diagnostic work
(FSAPs, ROSCs, and
independent
diagnostics)

e Systemic policy
dialogue and reform
support; associated
development policy
and investment lending

e Advisory work to
improve risk
management in
financial institutions
(IFC) and to support
risk-based and
consolidated
supervision (Bank)

o Strengthened network
for crisis response;
fast-disbursing lending
in the event of crises;
leveraging on Toronto
Center

Monitoring of relevant
diagnostic follow-up
requests

Monitoring of
implementation of
recommendations of
advisory work; selective
testing of link between
implementation of
recommendations and
desired outcomes

Mainstreaming of
quantitative baselines and
performance indicators in
Bank projects, and via
DOTS for IFC operations

Routine portfolio
monitoring

Specific Initiatives

Uptake of GEMLOC

(April 2008)

Data from external
sources on banking
sector, equity market
and bond market
stability collected in
the FPD publication
Financing Growth
(covers 122 countries)
(first edition
forthcoming early
FY08)

Ongoing risk
assessment of IFC
client companies (e.g.
quarterly credit risk
ratings.

[IMF program to
develop financial
soundness indicators]
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Country Outcomes

Bank Group Contribution

What results on the ground are
important?

How can Governments facilitate good outcomes?

Strategic
Objective

Sample Monitoring
Indicators

Priority Interventions

Sample Monitoring
Indicators

How does the Bank
Group contribute to these
results?
(examples)

How do we know if implementation is on track?

Key Monitoring Mechanisms

Associated Work on
Indicators

e Capacity building
engagements

o Sub-sectoral capital
market initiatives such
as GEMLOC

e Catalytic IFC
investments for market
deepening (equity and
bond markets; housing
finance, pensions, etc.)

2) Enhanced
financial
sector
efficiency

For the banking
sector, annual
return on bank
assets, lending-
deposit rates
spread, net interest
margin, admin
costs to asset ratios

For bond, currency
and derivative
markets, bid-offer
spreads

For equity
markets,
synchronicity of
equity returns,
market
capitalization
concentration of
top-10 firms

e Steps to enhance
competition;
privatization of
financial institutions

e Legal and regulatory
frameworks for
basic infrastructures
(payments, securities
clearance and
settlement, trading,
corporate
governance, auditing
and accounting,
disclosure
requirements)

e Interventions to
reduce transaction
costs, e.g. for
commercial bank
financing of SMEs,

Reforms undertaken
and implemented in
identified areas of
weakness

Share of banking
assets owned by
state-owned banks

Costs associated
with processing
remittances

Percentage of
customers who use
electronic or
telephonic banking
conduits

o Diagnostic work
(FSAPs, ROSCs, and
independent
diagnostics) focused
on financial market
and institutional
infrastructure

e Systemic policy
dialogue and reform
support for sector
restructuring and
privatization;
associated
development policy
lending

e Targeted initiatives
such as the “Peoples’
IDA” initiative (global
price database;
dialogue; reform

e Monitoring of relevant
diagnostic follow-up
requests

e Monitoring of
implementation of
recommendations of
advisory work; selective
testing of link between
implementation of
recommendations and
desired outcomes

e Mainstreaming of
quantitative baselines and
performance indicators in
Bank projects, and via
DOTS for IFC
engagements

¢ Routine portfolio
monitoring

e FSAP stocktaking
exercise to identify
obstacles to
competition and
efficiency in financial
systems, facilitate
cross-country analysis
(April 2008)

¢ Data from external
sources on banking
sector, equity market
and bond market
efficiency; e-banking,
collected in the FPD
publication Financing
Growth (first edition
forthcoming early
FY08)

e Remittance pricing
database (under the
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Country Outcomes

Bank Group Contribution

What results on the ground are

How can Governments facilitate good outcomes?

How does the Bank

How do we know if implementation is on track?

important? Group contribute to these
Strategic Sample Monitoring A . Sample Monitoring results? N . Associated Work on
Objective Indicators Priority Interventions Indicators (examples) Key Monitoring Mechanisms Indicators
and processing of support) “Peoples’ IDA

remittances

Regulatory
approaches
conducive to the
well-managed
expansion of
telephonic and e-
banking

CGAP projects using
new technology
banking services for
the poor.

IFC advisory
engagements to
enhance business
models for SME and
microfinance lending,
and associated
investments

Specific Initiatives

Remittances price
database in place;
monitoring of associated
reform efforts and their
impact

Percentage of users of
new technology banking
services in countries with
CGAP projects

initiative) (March
2008)

Ongoing performance
and credit risk
assessment of IFC
clients (credit risk
ratings, DOTS
performance ratings)

3) Enhanced
financial
sector
access

e Level of access to
financial services
(payments, credit,
savings, insurance,
pensions), e.g. %
of households with
access to a bank
account

e Cost of accessing
basic financial
services by
households and
firms, e.g.
documents needed
to open a bank
account; mandated
minimum bank
balance; costs of
transferring funds.

o Proximity of
services in rural

Reforms targeting
regulatory
impediments to
market expansion;
access to services by
small businesses and
low-income
households

Legal and regulatory
framework in
support of contract
enforcement,
collateral regimes,
credit bureaus

Selective
engagements to
catalyze market
development

e Reforms undertaken
and implemented in
identified areas of
weakness

e Increases in market
reach and activity
associated with
catalytic
engagements

Diagnostic work on
policy barriers to
access to finance by
SMEs (Bank) and
microfinance (CGAP);
associated policy
dialogue and reform
support

Diagnostic and
advisory work (Bank)
on insurance services
for the poor

ROSCs on creditor
rights and insolvency
systems

Advisory work on
retail payment systems,
credit bureaus,
remittances

Monitoring of relevant
diagnostic follow-up
requests

Monitoring of reform
implementation; selective
testing of link between
implementation of
recommendations and
desired outcomes

Mainstreaming of
quantitative baselines and
performance indicators in
Bank projects, and via
DOTS for IFC operations

Expansion of micro and
SME finance associated
with IFC operations (this
will be analyzed annually
and reported on in IFC’s
Annual Report)

DEC household
surveys on access to
finance, and
associated analysis

Enterprise Survey
data on access to
finance by firms

FPD exercise to
develop a “Getting
Finance” database
benchmarking access
to financial services
(first global indicator
set in January 2009);
associated monitoring
of reform
implementation

CGAP monitoring of
aid effectiveness in
microfinance
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Country Outcomes

Bank Group Contribution

What results on the ground are

How can Governments facilitate good outcomes?

How does the Bank

How do we know if implementation is on track?

important? Group contribute to these

Strategic Sample Monitoring - . Sample Monitoring results? - . Associated Work on
Objective Indicators Priority Interventions Indicators (examples) Key Monitoring Mechanisms Indicators

areas; level of . .

access to e Selective Bank e DOTS monitoring, e.g. of

telephonic and e- investment the expansion of finance

banking. engagements through to underserved groups

LOCs (e.g. micro-enterprises,

e |FC advisory
engagements on
business models for
commercial bank
lending to SMEs and
the commercial
expansion of micro-
finance

o |FC catalytic
engagements in SME
finance, microfinance,
micro-insurance

SMES) associated with
IFC operations

Routine portfolio
monitoring
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