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4 eyes principle: project level
Local
Level
Project

Higher
Level

Outcome

Accepts

6.6% -> p=1.08

Rejects

1.65%-> p=0

Accepts

5.40%-> p=0

Rejects

1.35%-> p=0

Accepts

4.7%-> p=1.02

Accepts

Project
good (8%)

Rejects

Accepts
Rejects

42.08%-> p=0

Accepts

3.83%-> p=0

Rejects

34.43%-> p=0

Project bad
(2%)

Rejects

Either the project is good (r > δ) and should be accepted, or
it is bad, and should be rejected (r ≤ δ). The probability of
having a bad project is πB=85%, while that of having a good
project is πG=15% 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%.
The local level either accepts (LG) or rejects (LB) the project.
Whether or not a project is good or bad, the conditional
probabilities that the local level is right or wrong are the
same, respectively 55% and 45%. A supra-national level has
a probability of being right of 80% and 20% of being wrong if
the project is good. If the project is bad, these probabilities
become respectively 90% and 10%.
The outcome at local level 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. 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
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4 eyes principle at project level: results

The difference in profitability compared to the case where only the local level
decides is of the order of 2.6% in terms of average return.
[(6.60% * 1.08 + 4.68% * 1.02%)/(6.60%+4.68%) - (8.25% * 1.08 - 46.75% * 1.02)/(8.25%+46.75%)]

= 1.055 – 1. 029

= 1. 026
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4 eyes principle: a population of projects
Assume a given distribution of potential investment projects by socioeconomic rate of return that is normal, with mean mean 3 (low) and
standard error of 5 (high). Assume that amongst decision-makers there is
a different tolerance for low return projects: at local level this tolerance is
higher, while, after each round of decision where higher and higher level
jurisdictions are involved (national, supra-national) it is lower.
The local level retains all projects with return above -2%, i.e. 84% of
the distribution. After the supra-national level intervenes, only projects
above 4%, or 42% of the distribution are retained. Then on average the
portfolio of projects retained at local level will have a profitability equal
to the mean of the a distribution truncated at -2, while the portfolio of
projects "confirmed" at supra-national level have an average return
equal to the mean of the same distribution truncated at 4.

The figures are respectively 4.4% and 7.6%. The difference of 3.2% can be accounted as
the unitary differential benefit of adding the supra-national level over the local level in
the investment decision per each Euro invested.
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Static potential cost and benefits of the WBIF
Conservative assumptions about WBIF costs:
Conservative assumptions about WBIF revenues:

Cost = 40 people (50% of SC) * 100,000 Euro/year * 20 years
= 80 million Euros
Revenues = 6 bn loans signed * 3.2% =
192 million Euros (140% return)

A crucial parameter in the above
calculation is the difference between the
threshold at local level and that after the
international level intervened, taken to
be 6%. Sensitivity shows that the net
benefit above increases more than
proportionally with the difference
between the two thresholds, noted d on
the abscissa of the chart on the right .
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Ownership and the coordination of expectations
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, the 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 the wants of the borrower and the lender.
Without ownership, the investment would simply not materialise.
But coordination goes beyond that. Starting from Massé (1965)*, there is a long tradition
in the theoretical economic policy literature that points to the "expectational market
failure" (see also Guesnerie, 2005**). The role of economic policy is that of reducing
uncertainty.
(*) Massé, Pierre. 1991 [1965]. Le Plan ou l'hanti-hasard. Paris, Hermann
(**) "The Government and Market Expectations", Ch. 14 in Guesnerie, Roger (ed,) (2005), Assessing Rational
Expectations. Eductive Stabiliiy 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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Illustrating the interaction of plans and expectations
The basic idea that is that today there are several possible futures depending on many
circumstances, but tomorrow there will be only one present which will be the outcome of
the plans undertaken today.
Let us assume that there is a spectrum of ex ante
expectations that is depicted in the lower red segment. 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 to reach all possible outcomes comprised
between 0 and 1 (higher red segment) . Let's draw a line
joining the initial expectation and the range of possible
outcome. This is a feasible plan ex ante, whose length could
be taken as the production period. Considering all lines
joining the range of outcomes to the arc 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 possible.
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The coordination of plans: market equilibrium
However one can exclude all plans that are not
consistent with each other, which are those
that do not intersect after one production
period. Given the construction of this example,
one can assume that a plan coincides with an
investment, which has a net profitability
proportional to the length of the line joining the
two segments. All the plans located on an
inversed cone that starts from the centre of the
sphere and intersect the segment of
expectations are feasible plans that will be
realised and will produce a positive net
revenue. However these are not the only plans
that will be undertaken. In fact ex ante all plans
contained in the previous "glass" comprised
between the two segments will be undertaken.

9

13/11/2018

Illustration of the potential gains from cooperation
The area of the inversed cone in blue is ¼ , whereas that
of the yellow “glass” is ¾, hence a difference of ½ and a
potential return from coordination of 200%. The more
uncertainty there is (the largest the base of the cone) the
largest is also this difference or returns.
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 that can be realised through the
coordination done in the WBIF. Of course it is not
automatic that any gain from cooperation is seized.
However even is only a part of the possible dynamic
gains are seized, they adds a lot in terms of dynamic
gains to the static cost benefit calculations illustrated in
the previous sections.
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Other dynamic aspects to be considered & conclusions
The potential reduction in the range of ex ante uncertainty is a very important potential
gain. Other dynamic gains that should be taken into account are those relating to the
generation of more and better prepared projects. Whereas in the examples of static
benefits 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 ownership and coordination of expectations,
these factors are likely to substantially multiply the 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 improve the generation of
new projects and to continue to build a common view of the positive future of the area,
which obviously has also political advantages.
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Thank you !
Massimo Cingolani
Managerial Adviser and Head of Unit
Mandate Management Department – Operations Directorate
m.cingolani@eib.org
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