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Different ideas helped shaping the development of the WBIF since its beginning. This note presents some of
them from a conceptual viewpoint.
One important aspect of the WBIF has always been the pooling of the expertise of different IFIs, which goes
together with the pooling of their financial resources. This idea can be presented first as an application of the
four eyes principle. Typically, final beneficiaries present investment proposals that are screened first by the
EU Commission in terms of eligibility and then assessed by a Lead IFI. The Lead IFI presents to the WBIF
relevant decision-making bodies (first Project Financiers Group, then Steering Committee) a decision, which
is adopted by consensus2.
This approach is sometimes criticized because of its high cost in terms of coordination due to the long
meetings it requires, perceived as not strictly necessary. In sections 1 and 2 below is shown that, taking
realistic assumptions adapted to the case of the Western Balkans, the 4 eyes principles generates net benefits
at the level of the selection of the existing population of projects that, looked at in terms of likely cost and
benefits, make it very plausible that the benefits of the coordination realised by the WBIF exceed by far its
cost.
These benefits can be seen at static "partial equilibrium" estimates, in line with the assumptions retained for
cost-benefit analysis. But in fact there are other "general equilibrium", or more dynamic gains stemming from
the pooling of expertise and financial resources realised in the WBIF, in particular in terms of generation of a
"common vision" on the future of the area through the building up of a common pipeline of priority projects.
These potential gains are illustrated in the third section, where they are shown to be potentially even more
important.

1. The 4 eyes principle: a worked example of local and supra-national
project selection
Let's build an example where, to simplify, two events are assumed possible: either the project is good, its rate
of economic and social return exceeds a certain threshold (r > ) and the project should be accepted. Or it is
bad, and it should be rejected (r ≤ ). It is consistent with experience that there are more bad than good
projects, hence one can retain for the purpose of the example that the probability of having a bad project is
B=85%, while that of having a good project is G=15% as shown in the green part of the table in the next
page. The meaning given to "good" and "bad" in this example is that a "good project" has on average a rate of
return of rG=8%, while a "bad" project has an average rate of return of rB=2%.
Assume a project is presented and examined first at local level, noted L in the blue part of the table in the next
page. The local level either accepts (LG) or rejects (LB) the project and has a given probability to be wrong. We
assume that the local test is not a very sophisticated one, hence, whether or not a project is good or bad, the
conditional probabilities that the local level is right or wrong are the same and they are noted respectively
= GBand (1-(1-G(1-B In the example  is 55% and (1-) is 45%, which assumes that the
local level is right a little bit more than half of the time.time
The total probability that the local level is right is that of accepting a good project or rejecting a bad one,
while that of being wrong covers the cases where the local level accepts a bad project or rejects a good one.
EIB - Managerial Adviser and Head of Unit, Mandate Management Department – Operations Directorate. EIB - Managerial Adviser and Head of Unit
Mandate Management Department – Operations Directorate, Text prepared as support for a power point presentation presented at the 26th WBIF Project
Financiers Group, Brussels, Wednesday 7th November 2018.
2 In fact, given the number of participants, rather then four eyes principle one should talk about the ten eyes principle, as there are at least five main IFIs
presently active in the WBIF (EIB, EBRD, CEB, World Bank, KfW).
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The outcome at local level is that there is a 8.25% probability that a project in which one Euro was invested
returns 1.08 and a 46.75% probability that it returns 1.02 or a weighted average of 1.029 [(8.25% * 1.08 46.75% * 1.02)/(8.25%+46.75%)=1. 029].
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Now a supra-national level of scrutiny is added in which the probability  of being right (to approve it) is
80% in case the project is good (SG) and therefore that of being wrong (SB) is 20% (1-G, to reject it . In this
case we assume that if the project is bad, the probability that the supra-national level is right (to reject it)
becomes B 90% and therefore that of accepting it (1- ) is 10%. The table above summarizes these above
assumptions.
As shown perhaps more clearly in the tree below, after the local level has done a first selection, the outcome
at supra-national level, is that there is a 6.6% probability that a project in which one Euro was invested
returns 1.08 and a 4.68% probability that it returns 1.02 or a weighted average of 1.055 [(6.60% * 1.08 +
4.68% * 1.02%)/(6.60%+4.68%)= 1.055].
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The difference in profitability in terms of average return compared to the case where only the local level
decides is 2.6% (1.055 – 1. 029 = 1. 026). In the next section, we will see that this difference is more than
likely to be sufficient to guarantee a positive return for a coordination mechanism such as the WBIF, which
under the rather realistic assumptions retained in this example and confirmed in a slightly more general
setting in the next section, should be expected to generate an improvement in the average return of projects
selected of the order of 2.5% or more.

2. Population of projects with given distribution of returns: the 4 eyes
principle and the likely costs and benefits of the WBIF
In this section, instead of taking a single project with only two possible outcomes, a normal distribution is
considered to describe an existing population of project returns. A different behaviour in terms of project
selection at local and higher level is also assumed as in the previous section, but here it is modelled through a
different "cut-off rate" at local and higher level.
Let’s take this given distribution of potential investment projects by socio-economic rate of return in a given
area. Assume this distribution is normal, has a mean 3 (rather low) and a standard error of 5 (rather high).
Let’s assume that amongst decision-makers there is a different tolerance for low return projects: at local level
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this tolerance is higher, while, after each round of decision where higher and higher level jurisdictions are
involved (national, supra-national), it is lower. Say that there are only two levels and at local level all projects
whose return is above -2% are accepted3, while after all rounds of analysis at supranational level, only
projects with a profitability above 4% are accepted. The chart below on the left depicts the situation.
By assumption the local level retains all projects whose return is above -2%, i.e. retains 84% of the
distribution. It is assumed on the contrary that the supra-national level retains only projects above 4%, or
42% of the distribution. Let us assume that given investment needs exceed saving supply; there are more
projects than money available to fund them. Then on average the portfolio of projects retained at local level
will have a profitability equal to the mean of a normal distribution with mean 3 and standard error 5
truncated at -2, while the portfolio of projects "confirmed" at supra-national level have an average return
equal to the mean of the same normal distribution with mean 3 and standard error 5, but truncated at 4. The
figures for the truncated averages are respectively 4.4% and 7.6%. The difference of 3.2% can be taken as the
unitary differential benefit of adding the supra-national level over the local level in the investment decision
per each Euro invested. This differential return should be multiplied by the amount invested and then
compared to the differential unitary cost of adding the supra-national level (unnecessary meetings etc.).
Looking at benefits, if one takes the figure of six billions (which is the amount of WBIF blended loans signed)
as a lower bound for the amount invested (investment cost could be taken more appropriately), one gets a
differential benefit of EUR 192,000,000.
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What estimate one could take of the “administrative cost” of the WBIF? Let’s us assume as an extreme
unsympathetic assumption that 40 people employed full time for 20 years are the incremental cost of the
WBIF. This is an extremely adverse assumption as it means that more or less the equivalent of half the size of
the Steering Committee is employed on a full-time basis to "produce" the WBIF coordination. Assume that
these people work for a cost of 100,000 every year, again quite an unsympathetic assumption. One gets a
fixed cost of 80,000,000 for the WBIF. This is likely to be an excessively prudent higher bound of the cost of
the WBIF, as most probably this amount of work is not inputted in the WBIF.
Now if we accept as a first approximation that the benefit of the WBIF is given by the amount of EUR 192 m
calculated above, and retains the above over-adverse assumptions about costs, one gets the result that only
because through the four eyes principle the average rate of return of the projects financed by loan signed
increases by 3.2% the benefits/ratio cost of the WBIF is 3.2, or a “return” of 220%.
One could note that a crucial parameter in the above calculation is the difference between the threshold at
local level and that at international level, which was assumed to be 6%. Sensitivity, illustrated in the chart on
the right above, shows that the net benefit increases more than proportionally with the difference between
the two thresholds, as shown by this chart, where this difference in thresholds is noted on the abscissa as .
In the previous section we have seen, based on a realistic example, that conditions are such that one could
expect a 2.6% average improvement in returns of a typical project selected by the 4 eyes principle that could
either be good (ERR=8%) or bad (ERR=2%). Under the assumptions retained in this section, this corresponds
roughly to a 5% difference in the cut-off rates (truncation points) at local and higher level, hence a return
of the order of 150% for the WBIF based on the calculation done at project level. Under the realistic
It is assumed that the rating scale is the same at local and higher level. In fact the local level approves projects that are nominally at higher and positive
levels of return, but, when these are translated on a common scale, they have a return that for the sake of this example, which is assumed to reflect
conditions that are prudently realistic for the author, can also be negative. Of course, the absolute threshold at local level itself is not important for the
argument. As it is developed below, what is important is that a certain difference exists between the thresholds and local and higher level.
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parameters retained in this section, a relation is derived between the difference in cut-off rates and the net
benefit of project selection by the 4 eyes principle. Based on this relation, a "lower bound for the return of the
WBIF", due only to the 4 eyes principle4, should be at least of the order of 150%. This is static return
calculated assuming that the project, or the population of projects, is given. In the next section this
assumption is relaxed.

3. Ownership and pooling as a way to build a common vision
One could argue that, in order to reach a higher rate of return for the projects it would be sufficient to let the
supranational level deciding them, without letting first the local level make a first selection. However,
uncertainty concerns the fact that several conditions must materialise in order for a developmental
investment to become effective and successful, not least the coincidence of wants of the borrower and the
lender. Without ownership, the investment would simply not materialise. Therefore certainly it would not
make sense to let the supranational level decide investments alone for efficiency reasons, since these
effective investments may never materialise in the absence of a borrower willing to take a positive
commitment on the future and invest.
But pooling of technical expertise and financial resources achieves a coordination that goes beyond the static
returns calculated assuming a given population of projects. Starting from Massé (1965)5, there is a long
tradition in the theoretical economic policy literature that points to the "expectational market failure" (see
also Guesnerie, 2005 and 20136). The role of economic policy is that of reducing this uncertainty. Without
pretending to exhaust a difficult and technical theme, an illustration is given below to share the intuition that
there are sizeable dynamic efficiency gains that are likely to stem from the coordination undertaken in the
WBIF, based on the ownership and pooling principles. The basic idea is that today there are several possible
futures depending on many circumstances, as illustrated in the chart on the left and explained below, but
tomorrow there will be only one present, which will be the outcome of the plans undertaken today
represented by the apex of the cone in blue in the chart on the right below.

Let us indeed assume that there is a spectrum of ex ante expectations that is depicted in the lower red
segment of the charts above. Each point on this segment represents a view on the future. Against this
spectrum of ex ante expectations, there is a range of possible outcomes defined by technology. Assume
technology allows reaching all possible outcomes comprised between 0 and 1 (higher red segment in the
charts above). Let's draw a line joining the initial expectation and the range of possible outcomes. This is a
feasible plan ex ante, whose length could be taken as the time production period. Considering all lines joining
the range of outcomes to the segment of expectations defines the population of plans on the future that could
in principle be undertaken, given that all futures comprised between 0 and 1 are technologically possible (left
chart above).

The WBIF is also supposed to improve the generation of new projects by financing preparatory activities but these additional benefits are neglected in the
analysis below.
5 Massé, Pierre. 1991 [1965]. Le Plan ou l'hanti-hasard. Paris, Hermann
6 "The Government and Market Expectations", Ch. 14 in Guesnerie, Roger (ed,) (2005), Assessing Rational Expectations. Eductive Stability in Economics,
Cambridge, MA: The MIT Press as well as Guesnerie, Roger. 2013. “Expectational Coordination Failures and Market Volatility”, CH 1 in Rethinking
Expectations: The way forward in macroeconomics. Roman Frydman and Edmund S. Phelps ed., Princeton: Princeton University Press.
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However one should exclude all plans that are not consistent with each other, which are those that do not
intersect after one production period (chart on the right on the previous page). Only the plans represented by
lines located on an inversed cone that starts from the point of intersection on the segment of feasible
outcomes and join the expectation segment are feasible plans that will be realised and will produce positive
net revenues. Indeed, given the construction of the example, one can assume that the length of the line joining
the two segments, that represents the time of production, is proportional to the cost of investment and
therefore, with standard mark-up on costs, to the revenues of the projects. Hence, in the end, the net
profitability of each plan is proportional to the length of the line joining the two segments. But the plans
included in the cone on the chart on the right of the previous page are not the only plans that will be
undertaken. All ex ante plans contained in the "glass-shaped" area depicted on the chart on the left in the
previous page are possible. On the chart here below, the two shapes are superposed, showing that the area of
the inversed cone in blue is ¼ , whereas that of the yellow “glass” is ¾, hence a difference of ½. The more
uncertainty there is (the largest the base of the cone) the largest is also this difference between the two areas.
Given that the units are such that the square has an area of 1, the areas can be seen as probabilities.
Interpreting these areas as probabilities, there is a 25% chance of undertaking a successful project, a 50% of
undertaking an unsuccessful project and 25% chance that no investment will be done at all. Hence there are
sizeable potential gains, of the order of 200%, that can be realised through the coordination done in the WBIF
thanks to ownership and pooling (technical and financial). Of course it is not automatic that all gains from
cooperation be seized. However even if only a portion of the possible dynamic gains are seized, they would
add to the static cost benefit calculations illustrated in the previous sections.

The potential reduction in the range of ex ante uncertainty is thus a very important potential gain of the
WBIF. Other dynamic gains that should be taken into account are those relating to the generation of more
and better prepared projects, stemming for instance from the preparatory activities financed under the
Infrastructure Project Facility window of the WBIF. Whereas in the examples of the first two sections static
benefits of the 4 eyes principle applied to a given distribution of potential projects, further incremental gains
can be realised if this distribution is improved (moved to the right)
In conclusion, just looking at a static cost-benefit comparison, under very conservative and prudent
assumptions it is very likely that the benefits of the WBIF far exceed its costs. This is because of a better
selection over an existing distribution of projects. If then one considers other dynamic aspects relating to the
ownership and the coordination of expectations, these factors are likely to substantially multiply the already
very positive static returns. Finally, looking at the future, hopefully the discussion presented will help
considering some of the factors that are likely to increase the net benefit of the WBIF. These concerns the
possibility to improve the selection of existing projects, to increase the generation of new projects and to
continue to build a common and shared view of the positive future of the area, which obviously has also
political advantages.
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