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ASIAN DEVELOPMENT BANK

OFFICE OF THE PRESIDENT

30 May 2001

Ms. Daniele Nouy

Secretary General of the Basel Committee
on Banking Supervision

Bank for International Settlements
Centralbahnplatz 2

CH - 4002 Basel

Switzerland

Fax; +41 61 2808100

Comments on the January 2001 draft of The New Basel Capital Accord

Dear Ms. Nouy,

The Asian Development Bank (ADB) strongly supports the efforts of the Basle
Committee on Banking Supervision to prepare the New Basel Capital Accord (the New Accord).
We believe that the New Accord has a number of important implications for multilateral financial
institutions such as ADB. This is particularly true with respect to cofinancing programs in which
the multilateral institution acts as lender-of-record on behalf of commercial financial institutions.

in ADB, lender-of-record cofinancing is known as the Complementary Financing Scheme
or CFS. Under CFS, participating financial institutions share fully in the credit risk of projects
but also enjoy ADB's preferences as a multilateral financial institution. The CFS loan structure
is described in Attachment 1. The structure is analogous to the “B-loan” cofinancing programs
offered by other multilateral institutions.

We note that the January 2001 draft of the New Accord provides clear guidance with
respect to the risk weightings of lending in certain financial structures, such as mortgages
(paragraph 37), and guarantees (paragraph 117 et seq.), that require lower regulatory capital.
On the other hand, we are concerned that there is a lack of guidance regarding country risk in
the context of CFS or B-loans.

ADB, as a multilateral development institution, enjoys a de facto preferred creditor status
in its member countries. This means that member governments grant ADB's loans preferential
access to foreign exchange in the event of a country foreign exchange crisis. The preferred
creditor status that participating financial institutions share through the CFS program is an
effective political risk mitigant as substantiated by the following:

» Since ADB's lending program began in 1968, no ADB loan has been included in any
general country rescheduling.
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» During times of foreign exchange rationing or debt moratoria, ADB borrowers have been
able to obtain access to foreign exchange reserves necessary to effect payment in US

dollars on ADB loans (including CFS loans) and such payments have been able to be
transferred out of the country.

» ADB's preferred creditor status is a key factor in ADB's AAA ratings (as noted in
Attachment 2, Moody's Investors Service Global Credit Research on ADB, dated April

2001, and Attachment 3, Standard and Poor's Special Edition on Supranationals, dated
September 2000).

« During the Asia crisis beginning in 1997, ADB did not experience any delays in
remittances on its loans (including CFS loans) attributable to restrictions on forelgn
exchange transactions in those countries with limited foreign exchange at the time
(including Thailand and Indonesia).

« In August, 1998 Pakistan imposed severe restrictions on remittances because of the

lack of foreign exchange reserves. ADB's preferred access to foreign exchange was,
nonetheless, respected.

» The value of the CFS/B-loan mechanism has been consistently recognized by G-10
bank regulatory agencies, which exempt banks participating in CFS/B-loans from
specific mandatory country risk provisioning where such provisioning is required.

Extensive experience has demonstrated that the CFS/B-loan product has worked as an
effective mitigant of political risk comparable to political risk insurance. Attachment 4 contains
Standard & Poor's research on the subject published in April 2001.

ADB has a portfolio of approximately $1.02 billion in CFS loans to its developing
member countries. The CFS loan program allows banks (and other financial institutions) to lend
to private sector companies in countries where they would not be able or willing to do so without
the benefit of the preferred creditor status of a multilateral institution.

in view of the considerations outlined above, we recommend that;

» Multilateral development banks (as referred to in paragraph 28) be included as eligible
guarantors/protection providers under paragraphs 129 and 143 of the New Accord.

» Multilateral CFS and B-loans to emerging market borrowers be assigned under the New
Accord (paragraph 133 and following, paragraph 182) a capital quotient in financial
institutions’ ratings systems no greater or more costly than that assigned to “equivalent”
mitigation products,

It is important to note that the preferred creditor status enjoyed by ADB and other
multilateral development banks and shared with banks and other financgial institutions
participating in CFS/B-loans is accorded as a matter of custom rather than as an entitiement.
Nevertheless, it has proven over time to be an effective country risk mitigant since it is based on
the mutual self-interest of governments that agree to treat multilateral development banks as

preferred creditors to ensure that such institutions continue lending in bad times as well as
good,
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We would very much appreciate your consideration of the issues outlined above when
revising the current wording of the draft New Accord. We believe that these issues are material
not only for multilateral institutions, but are also of great importance generally for emerging
market countries seeking access to long term capital investment.

Sincerely yours,

(7 /;57&4 /—6/[0" jﬂ

A '(adao Chino
President
Asian Development Bank

Attachments:

1. Structure of ADB CFS loans

2. Moody's Investors Service Global Credit Research on ADB, April 2001

3. Standard and Poor's Special Edition on Supranationals, September 2000

4. “B' Loans and Political Risk Insurance: Different Roads to the Same Destination”,

Standard & Poor's Ratings Direct, April 2001

ce: Mr. E. Iglesias, President, Inter-American Development Bank
Mr. J. Lemierre, President, European Bank for Reconstruction and Development
Mr. P. Woicke, Executive Vice President, International Finance Corporation
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Attachment 1

THE COMPLEMENTARY FINANCING SCHEME

ADB's Complementary Financing Scheme (CFS) is a credit enhancement product that involves
the prearranged sale to commercial lenders of participation in a cofinanced or “complementary”
ADB loan without recourse to ADB for debt service.! The CFS is used solely to facilitate
commercial cofinancing of ADB-assisted private sector projects. ADB is the “lender-of-record”,
since the complementary loan is made in ADB's name (Figure 1).

Figure 1: The Complementary Financing Scheme
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When participating in a CFS loan, financial institutions enter into a relationship different from
that of a typical loan syndication. In a traditional loan syndication, each bank makes a direct
loan to the borrower and decisions relating to the management of the loan are made by votes of
the members of the syndicate. In addition, banks have direct access to the borrower for
information. In a CFS loan, ADB administers the- entire loan, collects all payments from the
Borrower and distributes them to the participants. ADB maintains a high degree of discretion in
the administration of CFS loans, granting participants consent rights over decisions only in
limited circumstances, as defined in a Participation Agreement between ADB and the CFS8
lenders.

' Complementary loans are sometimes referred to as “B" loans to distinguish them from the direct, or "A” loans,
provided by multilateral institutions such as ADB or the International Finance Corporation.
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Attachment 2

Moody’s Investors Service

Global Credit Research

Asian Development Bank

April 2001

Ratings and Contacts » wo
ry ~Moody's Rating Phone

Issuer Rating Aas Thomas |, Byrna/New York 1.212.553.1653
Senior Unsecured Asa Brlan Qak/New York
Commarcial Paper P Vincent . Truglia/New York
Operating Statistics
Asian Development Bank
Returt on Earning Assets (%) 1895 1996 1897 1598 1889 2000
Aslan Development Bank 2.87 2.48 1.93 1.58 1.29 173
Alricen Development Bank 0.83 1.23 1.42 1.37 1.82 —
inler-American Development Ssnk 1.53 1.04 1.15 0.99 1.22 1.61
Warld Bank 107 0.96 112 092 117 144
Interest Coveragu Ratio (x)
Aslan Development Bank 1.70 1.68 156 1.38 1.32 1.40
Alrican Development Bank 1.16 1.24 1.28 1.3 1.36 —
mter-American Development Bank 1.29 1.21 1.23 1.21 1.27 1.33
World Benk 122 1.20 1.24 1.20 1.25 1.30
Capital Adequacy
Asian Development Bank .
Risk Assot Coverage Ratie (%6)}fz)ia) 1995 1998 1997 1998 1999 2000
Asfan Development Bank(4] 623.5 801.4 260.8 2119 1881 195.2
Africen Development Bank 104.7 1163 119272 1239 144.4 —
Inter-American Development Bark 173.8 210.8 223.1 2009 168.9 189.2
World Bank 1531 178.0 188.4 1423 145.4 1479
Usabla Capital/Risk Assats(36)2)3)
Asian Development Bank:4) 182.0 188.8 89.0 54.3 52,4 55.8
Africen Dovelopment Bank 386 42,4 46.6 499 53.6 -
tnter-American Development Bank 391 393 40.3 358 29.9 357
Werld Bank 34 30.4 40.7 n 38 333

111 Lsab cap ta pas vaalie copiat of AnalAs-imted count pyRisk sxsets |2 Usabie coptal nciudes ¢ ) capila payments received 0 freely converivle curtencies
1USs GrmouUnts TR [ MAAKHA the vilug OF LRy ROIUEY]S D US 611 reserves Blus Bl unattocated net wieome. |31 Risk g558is 8¢ 26890 85 WBP'S 1O COLNL IBY O
siaverd by Moudy's 1o b beiow investment grade. [4) The deterioratior im the rato 1 1997 was caused by the downgrades of the ratings ot lotonesa. The..2ng, anc

Koy hom vivesiment gisdtv to below .nvestnie grade In 1997

Balance Sheet Statistics

Asian Development Bank

Net Loans (end of pariad, US$ mil) 1995 1998 1997 1998 1959 2000
Aslen Development Bank 17,492 16,070 18,789 24,698 28,271 28,155
Africon Developmem Bank 9.849 8,479 8.816 9.012 8.762 -
Inter-American Development Bank 25774 25,223 26,479 31.687 37.385 40,563
World 8snk 119,769 106,806 102,585 103,336 113608 116,704
higuid. Assets.{end af o, NSS milde

Asian Developmant Bank 8,153 8,427 ALY B,138 B,272 7,598
African Development Bank 2,400 2,076 1.784 2,010 1.722 -
Inter-Americgn Development Bank 9,506 10,203 10,269 11.059 13.572 14,285
World Bank 211719 16,197 18.534 26.169 30.378 24,973
[1] Data tor hscal yours World Bank ands 6/30 oinors 12/31, 12} Liquid 8550t do not nahudo restricitd casn. whing applicable

Opinion

Rating Rationals With no losses on its public sector founs amd negligible

Moudy’s Aaa rating for lang-term debt issued by the Asian
Development Bank (A<D B) and the Prime-1 rating for short-
wrn obligacions are based on the fellowing factors: (1) solid
support—nuch of the subseribed capital is pledied by non-
borrowing member countries rated Aaa/Aa; (2) preferred
ereditor status that borrowing counrrics afford the bank; and
(3) the bank’s strony financial fundamentals amd prudent risk
mamagement, Unler the terms of its charter, AsDB'S commit-
ments for loans, guarantes, and equity investments cannot
cxeeed subseribul capital, reserves and surplus. “[he Pank
als limity new burrowings tw no more than 95 percent of the
callable capital pledged by member countries with convert-
ible currencies, "I'he bank has traditionally operated well
within those restrictions and has never resorted to a capital
vall.

arrears on its private sector loans (which are only a very small
portiun of its portfolio), the AsDB stll maintaing a Joun port-
toliu performance equal to the best in ies peer group of mult-
tateral development banks.

The increase in koan charges and reduction in new lending
following the Bank's exceptional response to the Asian crisis
reversed the downward trend in key finuncial racios and has
relieved impending constraints on lending snd borrowing
headroom.

Rating Outlaok - Stable

The AsDBY% strong member supporr and healchy financial
conditivn ensure a stoble near-term vutlook, even with cun-
tnued sdjustiment in sowe of the Bank's major borrowing
vountries. Potential pressures un the Bank’s capital base and
income vuthiok may pose challenges an the Bank’s fimancial
intermediation capacity over the mgdium term.

Page 6 of 25
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Author Associate Analyst Production A iat
Tom Byre Mary O’Donnolt Alba Ruiz

O Copyr 3'\( 2001 by Moody's Investors Survice, inc.. 88 Chusch Street, New York, New York 10007, Al nghts rexerved.  ALL INFORMATION CONTAINED HEREIN 1$
COPYRI NKD IN THE NAME OF MOODY'S INVESTORS SERVICE, INC. (“MOODY'S"), AND NONE OF SUCH INFORMATION MAY BE COPIED OR OTHERWISE
REPRODUCED, REPACKAGED, FURTHER TRANSMITYED, YRANSFERRED, DISSEMINATED, REDISTRIBUTED OR RESOLD, OR STORED FOR SUBSEQUENT USE FOR
ANY SUCH PUWSE, IN WHOLE OR IN PART, IN ANY FORM OR MANNER OR BY ANY MEANS WHATSOEVER, BY ANY PERSON WITHOUT MOODY'S PRIOR
WRITTEN CONSENT. At heren s ob by MOODY'S trom sources beloved dy » 10 bo accureto and reliable. Baceuss of she possibiity of
human or Mmecharcal error 85 well &s Other factors, however. such information is provided “as Is” without Warranty of any kind and MOODY'S. n parucular. makes no
TOpresantation OF wartanty, express of Inplied. as 1o the Y. UMOlingss. Comp iévehanabliity or fitnoss 1or sy parncular purpose of any such inlormation.
Lnder no circumstances shall MOODY'S nave any rabiiity 10 any pson of entity o {a) any 1045 OF GEMBGS 1 WNC!R Of 1N DBN CBUSET by, Testting trom, Wi Iviating to,
any o1y (nogligent or Ltherwisg) oF GING CIrCUMKINGe or contingency within or outide the control of MOODY'S o any of Its directors. OMICers, UMPIOYRYS OF dgwnis In
COINRCION WIth the pIosurement, p enalysls. P communication, publication or delivery of any such informetion, of (b) eny Girect,
Indlwit, special, comseguantiat, {inciuging without limitebon, lost pronts), even It MOODY'S 15 suvised in sdvency ol the
possiiiy of such damyges. reswiting from \M Vi@ of or !mbvllty 10 Use, any such informabion.  The Credit rabings. 1f any. coMktutng port of the INtorMpHon containad
hareln are, and must be comsirusd sﬂllﬂy 33, staternants of omnion and ngt watameniy of 1acl O (SCYINMENOAIONS 10 purchasg, ol ar nNoid any securities NO
WARRANTY, EXPRESS OR IMPLIED, AS TO THE ACLCURACY, TIMELINESS, COMPLETENESS, MERCHANTABILITY OR FITNESS FOR ANY PARTICULAR PURPOSE OF
ANY SUCH RATING OR DTHER OPINION OR INFORMATION I8 GIVEN OR MADE BY MOODY'S IN ANY FORM OR MANNER WHATSOEVER. Each rating or ather
opinian must be weighed salely as one factor i any iwestment decision made by or on benait of any user of the information conlained herein, and each such user must
accordingly make its own study and evaiuatian of cach secunty and of each rssuer and gusrantor of, and each provider af credit support for, each security that 1l moy
comider purchasing. holding or u!urg Pursusnt to Section 17(b) of the Securities Act ul 1933. MOODY'S hereby discloses thal must issuery of dubl Secuntis bncmmq
curprxrate and municipal bonds, d nates ung puper) ond preferred stuck rated by MOODY'S have, pnor to sssigrunont of any mm% % !

MOODY'S fox npplnml siud roting secveces renxdered by it fees tongmg hiom 51 000 to $1,500.000. PRINTED lN USA

2 Annriv'e Analugie
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Rating Rationale And Outlook

"The Aaa rating of the Asian Development Bank (AsDB) is underpinned by its strong support from highly
creditworthy shareholders and by the financial soundness of its operations. ‘The AsDB’s risk-bearing
capacity, for example, has remained very resilient and is exceptionally high compared with the other mul-
tilateral development banks (MDBs). In addition, borrowing countries recognize that sound financial
management maximizes aceess to available AsDB resources while lowering borrowing costs, thereby pro-
viding strong incentives t confer preferred creditor status to the AsDB.

The AsDB's financial risk management ratios and asset quality were maintained at or above the rela-
tively cunservative internal policy guidelines during the Asia crisis and the ongoing recovery phase.
Moreover, the decline in net income was reversed last year with the increase in loan charges and improved
investment portfolio returns. "T'he AsDB has not suffered any losses of principal on its public-sector loans
either before or after the onset of the Asian crisis-only one small loan is in nonacerual status. Although
non-aecruals on private scetor loans are higher, they do not meaningfully affect the Bank's performance
because the total private sector loans comprise only about 1 percent of the Bank’s lending portfolio.

Over the fonger term, the Bank remains concerned over the maintenance of a strong income position
as well as avoiding constraints on its financial intermediation capacity-ensuring that its lending and bor-
rowing headroom remains adequate to meet unexpected needs of its borrowing member countries.
Internal sensitivity analysis has concluded that the recent increase in loan charges is critical for maintain-
ing risk imanagement ratios above minimum policy levels, even though the Bank recognizes that some
horrowing countries have been critical of the increase in Joan charges. The introduction of the new,
Financial Accounting Standards Board practice (FAS 133) as of January {, 2001 is not expected to have
any material change on the Bank’s income because of its limited use of derivatives to date.

The recent reduction in loan growth has made the potential need for a capital increase Jess urgent.
However, in consideration of an increasingly interconnected and volatile global financial system and in
consideration of the long lead tme required to secure a general capital increase (the previous GClin 1995
took three years to conclude), the Bank is continuing to study internally whether its capital structure will
be adequate. In May 2000, the Board of Governors authorized the Board of Directors to iniate a study
on the Bank's resource reguirements, ‘The study will, among various subjects, also assess the Bank’s lend-
ing and borrowing headrooms as well as the adequacy of its equity base. Upon its completion, the require-
ments and timing of the next general capital increase will be derennined.

Recent Operations And Lending Trends

‘The AsDB has two lending vehicles, “Phis report is solely concerned with Ordinary Capital Resources
(OCR), which carry interest charges related to borrowing costs. The other lending vehicle, the Asian
Development Fund (ADF), is the AsDB's concessional loan window, the balance sheet and operations of
which are completely segregated from those of the OCR.

After the AsDB's extraordinary expansion during the Asia crisis, lending continued to decline in 2000.
New loan approvals of $4.2 billion and new loan disbursements of $2.9 billion were not only below crisis
level activity but also below 1999 levels and planned activity for 2000. ‘T'he net resource transfer was again
in negative territory, amounting to almost $0.8 billion in net repayments to the Bank in 2000 {gross dis-
bursements and equity investinents less repayments of principal, interest and other charges). 'This, how-
ever, reflects the improved economic fortune of the region. The bulk of new loan commitments contin-
ued to be direeted to 2 handful of the AsDB’s members-Indonesia, Philippines, China, India, and Pakistan
received almost 90 percent of last year’s total.  Again, reflecting improved economic performance in the
region, Korea and "Thailand did not receive any new loan commitments in 2000 and repaid the Bank on
net last year-in contrast to their prominent place in new lending by the Bank in 1997 and 1998, ‘L'he high
degree of loan portfolio concentration inevitably reflects the cconomic realities of the region.

The AsDB has never suffered any losses on loan principal made to the public sector. In contrast, the
World Bank, the African Development Bank, and the Inter-American Development Bank have had non-
performing public-sector loans, “The AsDB has not made loan loss provisions for public sector loans, but

Mrnrh'c Anabusie ?
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the AsDB'’s ample general reserves mitigate potential risks. The AsDB has about $1 million in public sec-
tor loan non-accruals arising from lending to Myanmar. ‘The excellent loan repayment performance by
member countrigs reflects the following factors:

» The AsDB'’s premier credit status lowers loan costs,
» AsDB-supporrted projects are part of a country’s invesunent budget and plan.
* The AsDB’s consistent positive, net transfer of resources and rechnical assistance.

* A tested record of preferred creditor starus—official Paris Club debt reschedulings for the
Philippines in the 1980s and Pakistan in 1999 excluded AsDB loans.

Bank policy continues to restrict private sector exposure, imiting unguaranteed operations at $1.5 bil-
lion. Private sector loan non-accruals totaled sbout 862 million out of a stock of disbursements of $898
million as of the end of 2000. Loan loss provisions have been made for the private-sector portfolio.

. "The AsDB will increasingly shift its lending focus towards Public Sector Dominates
poverty reduction and away from conventional, infrastructure ,
projects, although this will take into account the hasic economic AsDB Operations
needs of each borrowing member country. Potentially riskier Privale Sector Loans (1%) - Equity lnvesiments (1%)
economic adjustment and reform loans are limited to 20 pereent
of cumulative lending comnitments over 2 moving three-year
period for OCR and ADTV combined. The Bank is reluctant to
engage in vepeated, jumbo quick-disbursing loans as made to
Korea in 1997, but it also recognizes that it must remain respon-
sive to future needs, should another crisis oceur,

"The new Asian Currency Crisis Support Facility (ACCSF) is
operated outside the AsDB's OCR and ADF lending vehicles, with
funding provided entirely by Japan under its New Miyazawa Public Sectar Loans (8%}
Tnidative. The objective of the ACCSF is to complement regular
AsDB assistance and help in mobilizing private sector resources for countries affected by the Asian eco-
nomic erisis. ACCSF funds will be used to help pay interest charges on AsDB OCR loans, to provide tech-
nical assistance grants, and to provide guarantees in support of reform and socia) safety net programs. As of
December 31, 2000, the govermunent of Japan contributed $241 million to this facility and also dcpt)sitccl a
360 billion yen (§3.2 billion) promissory note to meet a call on any guarantees issued under the ACCSF.

Financial Performance And Risk Management

“The downward trend in net income was reversed in 2000, rising almost 40 percent from the previous year,
‘This was due largely to an increase in loan charges effective as of January 1, 2000, as well as to improved
returns on the Bank's investment portfolio, and decline in
new lending. The change in loan charges increased the effec-
tive annual spread to 115 basis points from 74 basis points

Net Income Improves

(lending spreads were raised 20 basis points o 60 basis points 700

and a | percent front-end fee for new loans was introduced). 800 - ®
The increase in net income for 2000 boosted the interest cov- ] '
erage rato (JCR) 1o 1.40 in 2000 from 1.31 (the Bank’s inter- 500

400
300
200

nal minitmuom policy guideline of 1.30 is to ensure that ICR
does not fall below the level of 1.31 times). ‘The Reserve to
Loan Rado (RLR) also bounced back in 2000, rising to 27.26
percent from a low of 25.97 percent in 1999 that was also

S S Mo

barely above the internal policy guideline of 25 percent. 100 1
Credit rating downgrades of some borrowing member coun- L A
tries in the Jate 1990s also contributed to a decline in the 1996 1997 1598 1999 2000

AsDB's risk asset coverape rado, bur this too improved in 2000
to 218 percent from a low of about 200 percent in 1999 and a high of about 800 percent in 1996 according to
Bank calculations.  "The AsDB still has one of the strongest risk asser coverage ratio among the MDBs,
although it is no longer the undisputed strongest. Loans to countries that Moody's rates below invesoment

a Mnnriv's Analusic
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grade amounted to about 60 percent of the AsDB’s total loans in 2000 compared with 29 percent in 1996,

The two largest exposures in terms of undisbursed and outstanding loans are to Indonesia (25 percent) and
Cthing (20 percent),

AsseU/Liability Management

The recovery in Asia and decline in crisis lending allowed the AsDB to scale back its gross borrowings to
$1.7 billion in 2000 from $5.2 billion in 1999 and $9.6 billion in 1998. Total outstanding borrowings
(primarily fixed-rate bonds) and guarantees amounted 1o $25.7 billion, almost a)l of which was long-term.
The gap in average maturity of the AsDB’s botrowings compared with its loans remains comfortable,
given the relative size of the AsDB’s balunce sheet capital. "The liquidity ratic was at 52 percent in 2000,
well above the Bank’s policy that liguid assers are at least 40 percent of total pool-based undisbursed luan
commitments,

The bank avoids exchange risks by matching the currency composition of its assets and liabilities.
Outstanding borrowings (after swap transactions) at the end of 2000 were concentrated in two currencies:
U.S. dollars (67.5 percent) and in Japanese yen (28.9 percent). ‘The same currencies also made up virtually
all of receivables on outstanding loans. The currency concentration on both borrawing and lending stems
from the AsDB's policy to keep the nominal lending rate as low as possible.

Capital Adequacy

"Fhe Bank is studying internally whether the future expected loan program and budger framework could
lead to capital adequacy constraines that would adversely affect its capacity for financial intermediation.
Near-term constraints are unlikely, but the Bank is studying whether unexpected borrowing requirements
by member countries could be mer aver the medium- to long-term. The previous general capital increase
(GCI IV) provided for a 100 percent increase in authorized capital in 1994, although two years elapsed
hefore subscriptions were fully submitced.

Subscribed capital was $45 billion at the end of 2000-of which about $3 billion is paid in (subscriptions
are made in IMF SDRs, reducing the impact of exchange rate flucruations on the AsDB's lending capaci-
ty). The rest, callable capital, functions as a backup in the unlikely event that the AsDB is unable to meet
its own borrowing obligations (the AsDB has never made a capital call). Callable capital is a full faith and
credit obligation of each member government; if needed, the Bank would make pro rawa capital calls on all
members whose obligations are independent of action by other members. If a member fails o meet its
obligation, the Bank would make successive calls to obtain the amount needed.

‘The AsDB’s charter conservatively limits commimments for loans, guarantees, and equity invesunents
to 100 percent of its total unimpaired subscribed capital, plus its ordinary reserve and surplus. “T'otal bor-
rowings and guarantees chargeable to OCR nny not exceed callable capital stock. Furthermore, internal
policy limits outstanding borrowings and guarantees to 95 percent of callable capital of member countries

with convertible currencies. T.ending was 81 percent of its charter Jimitation and was 72 percent of its
self-imposed borrowing limitation in 2000.

Governance

"The largest shareholders are Japan and the United States-each hold 13% of total voting power. Non-bor-
rowing OECD countries account for 60 percent of AsDB's total subscribed capital and control about 54
percent of toral voting power. In contrast, non-horrowing members are minority shareholders in other

regional MDBs. The practice of the Bank is to have a president from Japan and reach board decisions by
consensus.

Rating History

Date Commercial Paper Long-Term lssuer Rating
02/06/19390 P —
1212111994 P Aaa
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Attachment 3

ASIAN DEVELOPMENT BANK

Ranos s

The ratings on the Asian Developmenr Bank
tAsDBY are based on irs:

¥ Very strong financial profile,

A Conservative financial policies, and

3 Scrong shareholder supporr,

Founded in 1966, AsDB promotes the economic
and social development of its member states in the
Asia-Pacific region through loans, investments,
and guarantees. The bank continues to enjoy
strong shareholder support from both donor any
borrowing members. as ndicated by the increase
in ity subscribed capital ro USS47.6 billion at the
end of 1999 from USS23 billion in carly 1994,

The bank had adjusted assers of USS38.2 bil-
lion (US550.0 billion including undisbursed
loans) in 1999, more than double the size of
African Development Bank, but less than two-
thirds that of Inter-American Development Bank.
Based upon assets, the AsDB is the fourth-largese
multilateral development bank 1MDB).

AsDBY financial profile and policies compare
very favorably with those of other MDBs.
Member states with investment-grade debr ratings
account for shout 72.5% of ¢allable capital,
greater than that of Internarional Bank for
Reconstruetion & Development {World Bankj and
other regional development banks outside Europe.
AsDB' leverage and gearing ratios arc among the
lowest of MDBs. Asset quality remains strong
despite regional economic problems, reflecring not
only the bank preferred ereditor status, but also
its prudent financial management,

The bank has been an integral parr of interna-
tional efforts ty restructure Asian cconomies since
the early stages of the regional financial crisis,

participating in assistance programs in Korea,
Thasland. and [ndooesia, Neverthelvss, AsDB
plans to gradually shifr back w s original focus
on poverry alleviation, human capital deveiop-
ment. and environmental and sovial welfare,
while maintainmg support for economic and
financial sector reform in some of the member
counrries atfected by the crisis,

Toral oan dishursements from the banks ordi-
nary capital resources Jecreased by 347 to
USS3.7 billion in 1999, arter having risen to
US53.6 hillion in 1998 on the back of emergency
program loans extended ro cope with the Asian
financial crisis, Loan prowth will likely remain
moderate in the medium rerm, but the bank s
expected to complement its own lending by con-
tinued mobilization of additonal resources into
the region through cofinancing operatons,

! SR RPN

The ratings on AsDB are expected o remain
unchianged in coming years, as Asian cvonomies
recover from the financial crisis. Despice signifi-
<ant privare-secror deit restructuning in some of
its borrowing countrics. the bank s portfulio of
mosthy sovereign-guaranteed loans should remain
serviced folly and on rime. The bank’s financial
strength and solid sharcholder support should
allow it to play a Larger role in bringing capital
back into the region. especially chrough ity cofi-
naneing operations. The large runding needs of
the weakened financiai sectors in many countries
will sustain loan demand in coming vears.
Morceover the hanks regional presence will grad-
ually expand, with the planned opening of new
missions this year in the Lio and Kyvrayz
Repubhics. A

STANIARD N POOR™ » SFETEMPER 2000« 13
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Asian Development Bank Financial Statistics
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Attachment 4

"B" Loans and Politicél Risk Insurance: Different Roads

to the Same Destination

Analyst: Larry Hays, Ph.D., New York (1) 212-438-7347; Diane Audino, New York (1) 212-438-2388;
Marie Cavanaugh, New York (1) 212-438-7343

"B" Losns and T&C Insurance

Summary

Lenders taking foreign-currency credit exposure 1o private-sector issuers in
emerging market countries have long been concerned that foreign exchange
contrals might prevent these issuers from servicing their obligations. Two
means of mitigaling his risk—par licipations in loans made by select
multilateral institutions (so-called "B" loans) and "political risk insurance"(or,
more specifically, transfer and convertibility insurance)—have become more
prominent since both were tailored to meet the requirements of the capital
markets (see "How Preferred Creditor Support Enhances Ratings,”
RatingsDirect, June 15, 1999, also at www.standardandpoors.com under
ResourceCenter-RatingsCriteria-Soversigns; and "Political Risk Insurance
May Enhance Emerging Market Structured Transactions,” RatingsDirsct, Nov.
2, 1999, also at www standardandpoors.com under ResourceCenter-
RatingsCriteria-StructuredFinance in Securitization in Latin America 2000).

Neither the "B" loan structure nor T&C insurance enhances the underlying
craditworthiness of an issuer; consequently, neither elevates the local
currency rating of the obligor. However, both can mitigate transfer and
convertibility risk, allowing an obligation to receive a foreign currency rating as
high as the issuer's local currency rating.

"B" Loans and T&C Insurance

Both means of mitigating sovereign risk are well established. The International
Finance Corporation (IFC), the pioneer in developing the "B" loan structure,
was making "B" loans in the 1970s, and the Inter-American Development
Bank, the European Bank for Reconstruction and Development, and the Asian
Development Bank have more recently established thsir own "B" loan
programs. Under these structures, the multilaterat institution makes a loanto a
private-sector borrower in an emerging market couniry, thereby becoming the
"lender of record.” i.e., the sole contractual lender on the books of the
borrower, with this status acknowledged by the government of the borrower's
country. However, instead of maintaining all of the loan on its own books, the
multilateral maintains only a portion—the "A" loan—and participates the
remainder—the "B” loan—to commercial banks and/or institutional lenders,
either directly or through a securitization.

Multilateral lending institutions have historically enjoyed treatment as so-called
"preferred creditors.” As such, not only have governments made foreign
exchange available to private-sector issuers (with sufficient local currency) for
servicing loans from these institutions while withholding it from these same
issuers for searvicing loans from other lenders; but they have provided that
foreign exchange even while defaulting on their own foreign currency
obligations. Carefully draftad documentation ensures, through pro rata sharing
provisions, that both "A" and "B" loans receive identical treatment, so that
there is no way to default on a "B" loan without alse defauiting on an "A" loan.
Therefors, if a government is to accord preferred creditor treatment to the
multitateral lender's "A" loan, it must also do so to each participant's "B" loan,
in effect passing on the preferred access to foreign exchange to nonpreferred-
creditor lenders {placing them "under the umbrella" of the multilateral lender).

The first rated securitization of 2 "B" loan was done in 1995 by the IFC for
Apasco, the Mexican cement company. The $85 million portion of the IFC's
$100 miltion loan that was securitized received a foreign currency rating of
'‘BBB+', aqual to Apasco's local currency rating and four notches above

httny://www .standardandooors.com/ResourceCenter/RatinesCriteria/So.../041 101 bloans.ht  25-May-01
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'‘BBB+', equal to Apasco's local currency rating and four notches above
Mexico's 'BB' long-term foreign currency rating at the time. it was this
transaction that brought the rating enhancement capabilities of the preferred
creditor status of multilateral lenders to the attention of the capital markets,

Government-sponsorsd and some private insurers have been selling political
risk insurance, including T&C insurance, for many years—the U.S.
government’s Overseas Private Investment Corporation (OPIC), for instance,
has been underwriting political risk insurance since 1971. However, only in
1999 was the first rated capital markets transaction benefiting from transfer
and convertibility insurance (from OPIC) completed, this being the placement
of $105 million of obligations of Otosan, the Ford-Koc Group joint venture
automobile manufacturer domiciled in Turkey.

Standard & Poor's has rated numerous other "B” loan obligations. Last year, it
rated the OPIC T&C-insured obligations of TGN, an Argentine gas pipeline
company, @ Multilaleral Investment Guarantee Agency (MIGA, a member of
the World Bank Group) T&C-insured pool of lease payments for medical
equipment in Brazil; and an ACE Bermuda Insurance Ltd. T&C-insured sale of
hydrocarbon royalty payments by the Argentine province of Salta. In all cases,
the foreign currency ratings assigned were equal to the local currency
sovereign credit ratings of the issuers, although this need not be the case.
However, despite the equivalent ratings enhancement provided by "B” loan
structures and T&C insurance to date, there are fundamental and important
differences between them.

1. "B” loan enhancement stems from incentives for the government to
provide the necessary foreign exchange; T&C insurance enhancement
stems from the prospect of continued payment of debt service when a
covered event of interference actually occurs.

The first distinction, critically important to those taking a strictly legal
perspective, is the difference in the manner in which "B" loans and T&C
insurance provide their sovereign risk mitigation. The country risk mitigation of
the "B" loan structure depends completely upon the willingness and ability of a
borrower's government to accord preferred creditor treatment in a time of
severe financial stress and to provide foreign exchange so that loans made
and participated by multilaterals may be serviced. If the government is
unwilling or unable to do so, holders of "B" loans have no recourse to the
multilateral tender or any third party. In such a situation, of course, the
multilaterals, in addition to suffering the nonpayment of their "A" loans, also
experience damage to their preferred creditor status. As a consequence, these
institutions work diligently to ensure that foreign exchange is made available.
For instance, the IFC, through its own operations and with the support of the
World Bank, brings pressure on the borrower’'s government to meet its
obligations. Nonetheless, had there been "B" loans {0 Iraqi borrowers
outstanding in 1990, it is unlikely that participants would have benefited, since
Iraq would in all likelihood have ceased to accord preferred creditor treatment
to IFC following the invasion of Kuwait and the sanctions that were
subsequently imposed, as it did to the World Bank.

It is also possible that a country otherwise disposed to respect preferred
craditor status may find its foreign exchange position sufficiently dire that it
makes the political decision not 1o meaet its obligations to multilaterals,
including the obligation to provide foreign exchange to private-sector
borrowers with suflicient local currency to purchase foreign exchange at a rate
reflective of severe financial stress. This appears to have been the case of
Pakistan in 1998. While the government explicitly acknowledged IFC's
preferred creditor status, it arguad that it simr_pla/ did not have the foreign
exchange to provide to borrowers from the IFC. Once negotiations for a new
loan from the World Bank were completed in early 1999 the foreign exchange
situation eased, and foreign exchange for the payment of all IFC obligations
was quickly provided.

In rating the "B" loan obligations created by IFC, Standard & Poor's looked
closely at the historical record of treatment of obligations to the IFC, which has
been very good. To date, no {FC loan has been included in a general
rescheduling of a country's debts, nor has IFC, or any participant in its loans,
been requested to put up new money in the context of a general country debt
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been requested o put up new money in the context of a general country debt
rescheduling. Moreover, while there have been occasional sovereign-induced
delays in servicing of IFC loans, these have ordinarily been short.

Standard & Poor's recognizes that there could be failures to accord preferred
creditor treatment, and, as a consequence, always explicitly considers three
factors in rating these transactions:

o The historical and expected future treatment of preferred creditor
institutions by the government of the country of domicile of the
borrower;

o Whather the current political regime has good relations with multitateral
ins(tjitutions and is integrated into the global trade and financial systems;
an

o Whether debt to preferred creditor institutions—along with debt from
structured finance transactions, which also may claim the most senior
status—is an uncomfortably large percentage of external debt, In this
regard, the multilaterals have generally demonsirated prudence in
managing their preferred creditor expasure levels in individual countries
and in aggregate.

By contrast, claims payments from a T&C insurance polic?/ are made following
an avent of sovereign interference with the conversion of local currency to
foreign currency or the transfer of that foreign currency abroad. As long as the
terms of the policy are salisfied, payment depends entirely upon the
willingness and ability of the T&C provider to pay claims in a timely manner
and is not contingent upon the behavior of the government of the issuer, Thus,
in the examples of bath Iraq and Pakistan, assuming that the requirements of
the policy and the claims process were satisfied and that the insurer was
willing and able o meet its obligations, lenders would have received debt
service payments in a timely manner up to the limit of the policy.

2, "B" loan enhancement covers all debt service and related payments;
T&C insurance may only cover a portion,

By virtue of its lender-of-record status and the asscciated loan and
participation agreements, all debt service and other transaction-related
payments are typically made directly to the multilateral lender, including all
payments destined for "B" loan participants. Accordingly, all payments
including principal, interest, fees, and penalties enjoy the benefit of the
institution's preferred creditor status.

By contrast, what payments and how much of these payments are covered by
T&C insurance depends upon the terms of the policy, which can vary
substantially from transaction to transaction. For instance, on the Otosan
transaction mentioned above, OPIC insured 100% of principal and interest on
the rated securities. However, in some subsequent transactions, insurance
applicable to only a portion of total debt service has been proposed. Standard
& Poor's criteria now permit the rating of a foreign currency obligation to be
elevated, sometimes as high as the focal currency rating of the obligor, even
when the insurance covers less than 100% of interest and principat {see "New
Rating Approach Gives Private-Sector Issuers Credit for Partial Coverage of
T&C Risk,"” RatingsDirect, Oct. 19, 2000; also available at
www.standardandpoors.com under ResourceCenter-RatingsCriteria-
Sovereigns). The degres of elevation will depend upon the country of domicile
of the issuer, how much transfer and convertibility insurance is provided
relative to the debt service payments, the pattern of debt service payments,
the expscted timing and duration of any sovereign interference, and the rating
of the insurance provider.

3. Multitateral lenders are invariably concerned about the commercial
success of the borrower; nonmultllateral Insurers have little cause for
concern,

While "B" loans may not enhance the underlying creditworthiness of an issuer,
multitateral lenders have a different relationship with borrowers than do most
insurers, particularly private-sector insurers, which some "B" loan participants
value highly. A multilateral lender is invariably concerned with the commercial
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value highly. A multilateral lender is invariably concerned with the commercial
viability of the borrowers under its "B" loan program. Not only is the multilateral
always a lender, and typically the largest single lender; but it also structures
the transaction, negotiates the credit agreement with the borrower, and
conducts the due diligence. As "B" loans become increasingly important to the
multilaterals-—and IFC's "B" loans, for instance, were larger than its own loan
portfolio at end-June 1997 and 1998, although lower than that during the past
two years—it is increasingly important for them to build and maintain strong
relationships with participants, which are damaged when there are problems
with timely repayment of "B" loans for commercial reasons.

More broadly, a multilateral has a long-term commitment to facilitate private-
sector investment in the countries in which it operates. Should new
government policies, a weakening regulatory environment, or a breach of
government commitments imperil projects in which the multilateral is lending, a
multilateral will use its influence with the government to overcome such
problems. This can be an important factor in facilitating successful project
implementation.

While multilateral providers of T&C insurance have similar broad concerns,
other providers of T&C insurance have little at stake in the commercial viability
of an issuer, since they lose nothing except premium income when an issuer
defaults for commercial reasons. Their real concern is that the borrower's
country of domicile not take action resulting in a claim under its T&C policy.
indeed, in a tims of severe financial distress, when the probability of sovereign
interference with payment of foreign currency obligations increases, the
position of the insurer will actually be improved by the bankruptcy and
liquidation of the borrower. This is because the insurer is not obligated to pay
under its T&C policy if the borrower does not have local currency sufficient to
purchase the foreign currency required to make its debt service payments.

4. if the issuer has the required local currency, the relevant willingness
and ability to supply foreign exchange under a "B" loan Is that of the
borrower’'s government; with T&C Insurance, it is that of the insurer.
The issues of willingness and ability to pay are qualitatively different for
multilaterals and T&C insurance providers. In the case of "B" loans,
multilaterals act only as intermediaries and not as providers of formal
insurance to the "B" loan participants. The issues of willingness and ability to
make foreign exchange available in a timely fashion to borrowers with
sufficient local currency refate entirely to the sovereign, whose decisions are
made in light of the preferred creditor status of the multilateral.

By contrast, the willingness and ability of providers of T&C insurance to pay in
a limely manner are key. Ability to pay is extremely strong in the case of
OPIC—its obligations are backed by the full faith and credit of the U.S.
government—and very strong for other bilateral official insurers from most
highly rated countries or highly rated muitilaterals, However, Standard &
Poor's looks closely at not only the stand-alone financial strength of an official
insurer, but also at the degree and manner of expected support from its
government owners. The ability of a private insurer to pay claims is
determined by its financial strength ratinl?, and no transaction enhanced by

T&C insurance from a private ingurer will be rated without a rating of the
insurer,

The ability to pay must be accompanied by the willingness to pay, and in a
timely manner. The best evidence of willingness to pay is a long history of
satisfactory claims paying behavior, such as that of OPIC. Moreover, OPIC
has tailored its claims processing procedures explicitly to address the issue of
timeliness, and Standard & Poor's is comfortable that a valid claim will be
processed and paid in a manner consistent with the rating of the insured
transaction. The claims-paying behavior of other long-active insurers—mostly
official—would be subject to a similar review, as would the tailoring of their
claims processing procedures. The absence of a long claims-paying history
would require in-depth discussions with the senior management of the insurer
and, if appropriate, its parent.

Two aspects of willingness that must be considered are those of policy
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Two aspacts of willingness that must be considered are those of policy
exclusions and the insurer's approach to handling claims. T&C insurance is
not a guarantee of timely payment, and claims are payable only if the
requirements of the policy and other documentation have been satisfied. For
instance, in the case of the OPIC insurance policy, grounds for denying
payment of a claim could be the lack of a satisfactory effort by the insured to
use all reasonable efforts to convert local currency and transfer it, or a finding
that an unreasonable act by the insured was the primary cause of the
sovereign interference. Similarly, the "company support agreement” between
OP!C and the borrower includes covenants relating to corrupt praclices,
environmental matters, and worker rights, violation of which are grounds for
the denial of a claim or the cancellation of the policy. In general, covenants of
this nature seem more likely to appear in policies of official rather than private
insurers, since they reflect the policy concerns of the government sponsor.

The second aspect of willingness to pay concerns the way certain issues
relating to claims payments are handled and has been highlighted by recent
experience with some providers of financial guarantees. The policies of so-
called "monoline insurers™—companies whose only business is providing
financial guarantees—are standardized to meet the requirements of the rating
agencies with respect to timeliness of payment and the approach to disputed
claims. In short, they are expsacted to pay on time and to challenge the claim
later. However, recently more "multiline” insurers have begun issuing financial
guarantees. In some of these institutions, the culture is one of paying a claim
only after a challenge to that claim has been adjudicated—for instance, in the
case of suspicion of fraud, monoline insurers are expected to make the
scheduled payment and then pursue remedies, whereas some multiline
policies allow the insurer the right to review a claim prior to paying and refuse
payment if it feels that the claim is invalid. As a consequence, Standard &
Poor's has determined that in some cases the willingness of a multiline
insurance company to pa?l on a timely basis may be considerably weaker than
its ability to pay. In light of this, Standard & Poor's has developed "financial
enhancement ratings,” which explicitly address both ability and willingness to
pay (see "Criteria for Insurer Financial Enhancement Ratings Introduced,”
RatingsDirect, July 20, 2000). In all cases, a very close reading of all related
documents and a clear understanding of exactly what is being insured are
essential to the rating.

Summary

While "B" loan structures and T&C insurance can both elevate the foreign
currency credit ratings of obligations of private-sector borrowers from
emerging market countries as high as the borrowers’ local currency credit
ratings, they do 50 in very different ways. "B" loan structures ultimately rely
upon the willingness and ability of the borrower's government to afford
preferred creditor treatment to the multilateral providing the "B" loans; T&C
insurance relies upon the willingness and ability of the insurer to pay in accord
with the terms of its policy in a timely manner once sovereign interference has
actually occurred. Insurance may cover only a portion of debt service
payments, while "B" loans, by their nature, cover all payments. Insurance also
generally infroduces more documentary complexity, which must be assessed
{o determine whether difficulties could arise that would affect the ability to
successfully claim under the insurance policy.

This report was reproduced from Standard & Poor's RatingsDirect, the
premier source of real-time, Web-based credit ratings and research from an
organization that has been a leader in objective credit analysis for more
than 140 years. To preview this dynamic on-line product, visit our
RatingsDirect Web site at www.standardandpoors.com/ratingsdirect.
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