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1. INTRODUCTION AND BACKGROUND

1.1 In September 1996, Management submitted to the Board of Directors a- report on
the Portfolio Review of The Equity Participation in the East African Development Bank
(EADB). Following the discussion of that report, it was decided that the Bank will review its
equity participation after one year. This report is in response to that decision, and updates the
one presented to the Board last year.

1.2 The Board noted that by 1988, EADB was suffering from both unfavorable
external factors such as unstable macro-economic conditions, political instability and weak
balance of payments of its member states, as well as internal operational weaknesses including
inadequate financial and operational systems and procedures. The Board noted with satisfaction’
the success of the restructuring plan and the EADB’s sustained profitability after the losses made
in 1991.

1.3 The Board discussed and concluded that EADB occupies a unique and important
role in the financial system of its member states. Moreover, as a result of re-launching the East
African Community (EAC), the role of the EADB in the development of this community is
likely to be further enhanced. Therefore ADB’s presence in the equity should also be considered
in this context. :

1.4 " Against this background, the Board approved the recommendation that the Bank
maintain its equity participation in the EADB. The Board further recommended that in order to
assist the EADB in improving its operations, the Bank should; ‘

(1) continue to closely monitor the EADB, particularly through its
Board representative, semi-annual reports and supervision missions
of the fifth line of credit;

(i1) encourage EADB’s initiative in diversifying its operations;

(iii) make efforts to persuade member states to nominate some of the
board members from the private sector, in accordance with the
long-term strategy proposal; and

@iv) advise EADB to make further efforts in reducing the arrears to an
acceptable level of about 10 percent of the outstanding portfolio.

1.5 Based on the foregoing, Management is hereby submitting a progress report
reviewing the Bank’s participation in the. equity of EADB, covermg the period up to the end
June 1997.
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2. SITUATION OF THE CAPITAL SUBSCRIPTI'ONS
2.1 Since thé last repoﬁ was presented to the Board a year ago, EADB’S_ »subscribed---. :

share capital has gone up from SDR 26.67 miltion as. at the end of December 1995 to SDR -~ |

27.38 million as at the end of June 1997. This. increase is.due to the subscﬁpti‘on of DANIDA: -
to the equity of the EADB during 1996 for SDR 0.71 million representmg 2.59% of the paid
up capital. As a result, member state shareholdmg decreased from 78.4% as at thie end of 1995
to 76.4%| presently. As indicated in last years report-all subscribed shares in EADB. are- pald-upf :
and there are no outstanding arrears on capital subscriptions. This shows thie high level of
support that EADB enjoys from its shareholders. :

2.2 According to the business outlook fOr the. period 1997-2001, EADB’s forecast for
cumulative funding needs are estimated at around SBR 110 million (net of available IEeSOUICES).
of which|SDR 8 million is expected to be raised in the form of new equity. In this regard,
EADB has formally contacted the Bank for increasing its share capital. This request is being
examined in light of the Bank’s new policy for equity participation. EADB is also in discussions -
with other prospective shareholders such as CIDA for which negotiations are at an advanced
stage. : ' :

23 . Table 2.1 below shows the situation of EADB’s shareholding as at 30 June 1997. -
Table. 2.1 _
~ The Position of EADB’s Shareholding. as .at 30/06/97 (SDR ’OOO)
Payable Subscribed Per cent - Callable Autho-
Capital ) and _Paid of Paid Capital rized
Class A - :
-Kenya Government 6,970 6,970 T 25.46 50,000
Tanzania Government 6,970 . 6,970 25.46 50,000
Uganda Government 6,970 6,970 . 25.46 © 50,000
Total subscribed 20,910 ' 20,910 76.38 150,000
Urn-subscribed 9,090 ' -
Tolal class A capital 30,000 ) 150,000 180,000
Class B .
ADB : ) 350 350 . 1.28
FMO- Netherlands 3,750 3,750 13.70
DEG- Germany 1,000 1,000 : 3.65
DANIDA c 710 710 : 2.59
Other Institutions : C 660 660 "~ 240
Total subscribed 6.470 6.470 23.62
Un-subscribed 13,530 . .
Total Class B capital 20,000 . . 20,000
TOTAL CAPITAL 50,000 27,380 _100.0, 150,000 - © 200,000
3. LOAN PRODUCTS AND PORTFQLIO PERFORMANCE

3.1 Loan Products

The main additions to EADB’s loan products durmg the period under review has: -
been the introduction of leasmg operations, venture capltal investments and trade finance. The
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introduction of these new products is in line with the implementation of EADB’s long term
strategy which, in addition to reinforcing the core business of project lending, was also to
develop activities in related areas. The new products are expected to enhance EADB’s
competitiveness and diversify its earning base. In addition, the strategy is also aimed at
~ promoting other activities which will enable it to participate in the development of capital
markets in the region. In this regard, EADB had a successful public floatation of a Ksh. 820
million (approximately USD 15 million) on the Kenyan market. This was the first issue of its
kind by a financial institution in the fegion and is considered as a benchmark in the Kenyan
market. But perhaps much more than the raising the money, the bond issue raised EADB’s -
profile not only to the Kenyan and regional investor community, but also internationally as some
of the participants in the issue are well known international players like Merryl Lynch Bank and
West Merchant Bank Limited. Finally, EADB is actively involved in the development of the
regional money and capital markets, .and in this respect, in the establishment of the Kampala
stock exchange in Uganda which is expected to start operating before the end of 1997.

3.2 Loan Portfolio and Performance

3.2.1 As indicated in the last report, EADB has in the past financed projects which
were mainly import substitution based, and depended heavily on imported raw materials. Most
of these industries were inefficient and depended heavily on government protection and were
exposed to foreign exchange risk, whenever local currencies were devalued. Besides, with the
liberalization of trade in the member states, many of these industries could not compete with
imported products and as a result had problems in meeting their financial obligations to EADB.
In order to minimize this risk, EADB started to emphasize the selection of private sector export
oriented projects which utilized locally available resources. For instance, out of the 35 projects
approved in 1995 and 1996, 21 fell in the category of foreign exchange earner. EADB’s
operations are summarized in Table 3.1. below. . '

Table 3.1

Summary of Lending Operations - 1993-06/1997 (In million SDR)
1993 1994 1995 1996 - 06/97
Approvals:
Investments 7.6 16.7 16.2 20.2 5.3
Equity _ 0.1 04 0.7 0.7
1.6 16.8 16.6 20.9 6.0*
Disbursements:
Investments 5.4 13.7 11.0 15.6 9.4
Equity 0.1 0.1 04 0.3 0.7
2.3 13.8 11.4 15.9 10.1
Loan collections 19.2 25.9 15.1 16.6 12.5

Debt repayments 8.1 4.2 4.1 13.4 5.0

*(forecast for 97 is 24 million)
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322 : From the preceding' table it can seen that the 4trend of the investment ap.prdyals ’

has shown a steady increase since the restructuring of the EADB was completed in 1992. Total
investment approvals during 1996 amounted to SDR 20.9 million (SDR 6 million for the first
6.months of 1997 and SDR 24 million forecast for the year) in favor of 21 projects and 3 equity
participations. This represented an increase of 26 percent over the previeus year’s figures. On

the other| hand, disbursements for the same period amounted to SDR 15.9 million, resulting in
a disbursement ratio of 76 percent, an improvement of 7 percent over the 1995 ratio. The-
disbursement ratio for the first six months of 1997 is even higher at 168 percent, mainly due the -

 fact that {the bulk of approvals takes place during the second half of the year.

323 | As at the end of 1996, EADB’s portfolio consisted of 72 projects spread over the
various sectors of the economies of member states. In terms of sectoral distribution of -the

investment approvals during 1996, the industrié-l sector was the leading beneficiary with 49 .
percent of the approvals followed by agriculture with 25 percent, manufacturing and tourism’
with 18 percent each, infrastructure with 6 percent and others 2 percent. In terms of country

distribution, Uganda lead. with 34 projects followed by Tanzania with 27 projects and Kenya

| with 11 projects. The regional and sectoral distribution of approvals are presented in Table 3.2.

Table 3.2
Regional and Sectoral Distribution of Approvals
~In million SDR
Regional: = I o B
Kenya ' 2.7 5.9 34 6.7
" Tanzania 1.8 42 9.1 3.8
Uganda _ 3.1 67 . 41 10.4
| Total S 1.6 16.8 166 209
Sectoral o S
Industry/mining 51 7.7 73 10.2
Agro/fisheries 1.8 6.2 1.9 ' 5.2
Infrastructure : - - 03 | - 3.8
Tourism 07 26 . 6.3 1.3
Others - - ‘ - 0.4
Total - v 1.6 16.8 16.6 20.9
324 The quality -of  EADB’s portfolio continues to improve. ‘On the whole, debt
collection has increased during the last four years, in that, collections as a percentage of billing .
rose from 71 per cent in 1995 to 90 per cent as at the end of June 1997. On the other hand, total

arrears as at the end of June 1997 stood at SDR 13.6 million equivalent to 18.percent of the total

outstandlzng portfolio compared to 33 percent and 19 percent as at the end of 1995 and »1996_. ‘
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respectively. Further analysis of arrears show that the portfolio of projects in Tanzania account
for'73.5 percent of all arrears while arrears of projects in Uganda and Kenya represent 22
percent and 4.5 percent respectively. It should be noted that the member states of the EADB
have shown serious commitment by ensuring that loans guaranteed by them are repaid. In this
regard, arrears on government guaranteed loans decreased from SDR 4.5 million as at the end
1995 to SDR 1.3 million as the end of 1996 and to SDR 0.95 million as the end of June 1997.
Overall, accumulated arrears which in the past has been a source of concern have now largely
been brought under control and as a result the quality of EADB’s loan portfolio has improved
significantly. Nevertheless, EADB should carefully monitor its portfolio as bad loans are usually
made during periods of high growth in lendmg The situation of arrears since 1993 is
summarized in Table 3.3.

Table 3.3
The Situation of Arrears
In million SDR
Year . Outstanding Total Over As % of
December Portfolio 3 months Portfolio
1993 79.1 41.0 51
1994 64.8 23.8 36
1995 63.0 20.9 33
1996 73.4 13.8 19
06/97 75.3 13.6 18
a. FINANCIAL PERFORMANCE
4.1 The financial statements of EADB for the period ending 1995 to June 1997 are

~ presented in Annexes 3 and 4 and summarized in Table 4.1. The income statements for the
period under review indicate that total revenue gradually increased from SDR. 8 million in 1995
to SDR 10.4 million in 1996 and is at SDR 8.2 million for the first half of 1997. This is a-
reversal of the declining trend observed since 1991. The net profit of SDR 3.2 million registered
in 1996 is 68 percent higher than that of SDR 1.9 million registered in 1595 and aimost double
of the SDR'1.7 million recorded in 1994. This positive trend is also confirmed by the results
" of the first half of 1997 whereby the net profit of SDR 2.5 million is equal to 78% of the net

" profit for the whole year of 1996. EADB’s search for good and bankable projects, improved

" appraisal methods, enhanced supervision and more involvement in project implementation have
greatly improved its performance. In addition to the above, the improved macro-economic -
" climate in the region has also helped the performance of the individual projects. .
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[Bank’s contribution to the share capital of EADB is still valued at SDR 350
_[books of Iac:counte and it amounts to 1.28 per cent of the total paid up cap o
at the end of June 1997. Since EADB maintains its resources ln,hard‘.cummnes. the

|million as

6

4.2 On the balance sheet snde total assets. mcreased from SDR 80 8 mljjm as-of the -
end of 1995 to SDR 100 million on 31 December 1996 an increase of about 24 perecnt
~ » Tabledd
Hi h11 hts 6f the Fmancml - Statements SDR Mi ic '
' : 1995 1996 06/1997
Loan income - 6.20 8.90 5.92
Total income 8.07 . 1040 8.19
Financial charges 2.03. 230 " 1.93.
Admin/staff] Expenses 1.96 2.62 " L16
Operational profit 383" 513 4.89
Prov. for Doubtful a/c < 191 1.90 2.38
“I Net Profit R 3.4 . 2.53
Net portfolio 49.99 - 59.41 ' 59.98 -
current assets 29.42 - 38.11 3398
Total assets - 80.82 99.95 96.68
Term debts | M 43.87 3915
Share capital . 2667 27.38 27.38
. | Total equity 25.50 2942 31.99 .
Special funds 21.27 - 21.09 2084
Financial Ratios » B
Return on Tiotal Assets 2.37 - 3.24 - 2.62
Return on Equity - - " 6.99 9.91 134
Imierest coverage Ratio 1.94 2.41 2.31
Tot. Debt as % of Equity Cap. 125.7 " 1491 122.4°
Tot. Debt as % Equity & Callable Cap. . 18.26 2448 21.51
Equity Capital as % of Risk Assets 48.22 46.25 48.52
Liquid Assets as % of Total Assets 32.84 - 33.94 28.99
Liquid Assets as % of L-Term Debt 82.8§ 77.33 71.60
12,42 262 1.20

"The financial lndlcators of the EADB ehow that lhe structure of capnahzauon. thp B

verage, the current ratio and thc return on equnty all look good.

ADB’ IN VF-STMENT

The Bank subscnbed in 1970, to 35° shares in an amount of SDR 350,000. The o

000 in the EADB's

|value of ADB’s investments as recorded in the books of FADB can be considered to be realistic.

Likewise,

in ADB’s books, the Bank’s investment in EADB is valued at its nominal value of UA |

350,000 as at June 30, 1997 and no provmon for losses ‘has been made on thns amount,

Wl of SDR 27.38
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5.2 At the time of ADB’s subscription to the equity "in 1970, one SDR was equivalent
to about one US dollar, which means that about USD 350,000 was paid for the thirty-five
shares. As at June 30, 1997, EADB’s net worth was SDR 31.99 million (USD 46.1 million at
the prevailing SDR/USD rate). This implies that the value of ADB’s investment as at the same
date, was SDR 409,472 or about USD 589,640. This is a galn of about 17 percent in SDR terms

and about 65 percent in US dollar terms.

5.3 As indicated in Table S.1 below, the EADB has declared dividend only six times
since 1983. However, dividends have been declared for the last two years and based on the half
yearly financial results of 1997, its is highly likely that dividends will be proposed in 1997 as-
well. It should be noted that as part of FMO and DEG’s conditions for joining the equity capital,
EADB is required to pay a minimum dividend of 6 percent on the equity of the class B (non
member state) shareholders. As a result, although ADB’s share of 1.28 percent in the paid up
capital proportionally corresponds to SDR 5,696 and SDR 19,110 in 1995 and 1996 respectively, -
however, based on the 6 minimum percent return rule, the Bank received SDR 21,000 in 1995

'and 1996..
- Table 5.1
Dividend Declared
Period Proposed(SDR) . Paid to ADB
1983 390,000 USD 10,802
1984 390,000 GBP 8,252
1985 390,000 ~ USD 12,740
1986 - 390,000 - GBP 8,171 ~
1995 445,000 ' USD 30,227 (SDR 21, 000 or 6% ROE)
1996 1,493,000 USD 28,560 (SDR 21,000 or 6% ROE)
5.4 EADB’s shares are not hsted and hence not liquid. However, article 36 of EADB L

charter stipulates that, any member, other than the member state, may withdraw from the bank

at any time by delivering a notice in writing of at least six months. Under this scenario the

EADB will repurchase the shares of the member at an amount certified by auditors of high.-
repute selected by the board of the EADB on the date the member ceases to be a member.. The
Bank’s current exposure risk is limited to its paid in capital of SDR 350,000. Only member state
shareholders or Class A shareholders have callable capital in EADB’s capital structure '

5.5 As indicated prev1ously in pa‘ragraph 2.2, EADB has formally requested the Bank
to increase its equity in light of the resources requirements associated with planned expansion
of its operations. The request is being examined within the context of ADB’s revised policy
guidelines on equity investments (document ADB/BD/WP/94/125/rev.2) approved by the Board
in March 1995. The results of our preliminary review indicate that EADB fulfills some of the
requirements of the revised equity investment policy guidelines. Furthermore, EADB has

. expressed its willingness consider any additional requirements or alternative proposals with v1ew o

to having it tabled before thelr board of directors and governing council, if necessary
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CONCLUSION AND RECOMMENDATIONS

Over the past three years, the objectlves and the targets of the long term strategy

ely'been attained as reﬂected in EADB s operatrons Durmg this perlod the followmg

implemented or achleved

)

: Core business has been strengthened and hetter quality projects have been hrough‘t_ '
into the portfolio.. As.a. result the :larger- pomon of the current portfollo is now

performmg

s New products have been mtroduced in the form of asset leasmg, venture capltal |

and trade finance..

Restructuring of the orgamzatlonal structure has been accomphshed and

. manpower has, been irightssized:~In this regard a new- department - business

development has been created and charged w1th the responsrblhty of product
dlversrflcatlon SRR R . T

R . P Ry

e
- i

LI EADB S, role as; a: potentral ‘key- player in the reglonal economlc/ﬁnancral scene‘
- ~-has-been: recognized and- aecordeda high- profile at the sécrétariat: of the EAC,’

Currently dlscussrons are gomg on-with: regard to several regronal proyects

_’j EADB has adopted an; env1ronmental 1mpact assessment (EIA)

Casg ‘,.‘

- ~_‘Towards the end of 1996 EADB has successful‘ly launched & locaP currencyﬁ bond
. issue-in. Kenya. This: iSsue raised KES 820 million (approxrmately equrvalent to -

USD 15 million). Similar issues are planned for Uganda and Tanzama as a way
of raising local currency resources_‘for mvestment in the reglon :

\'. i

Wlth regards to the f1nanc1al and operatlonal performance ‘over ‘the“past three '
ADB has achieved remarkable recovery and growth with most of the key indicators -
an-upward trend. Project approval, ‘disburseénients and- collections have' all increased
e period under review and this has resulted in a significant improvement in profitability.
and llqurdlty for the institution. EADB?s loan arrears have been drastically reduced:and member

states,:responded positively ‘and paid off most of the arrears which had accumulated under

Government guarantee ‘obligations. Finally, the Bank has received dividends equivalent to 6
percent on-its. investment over the pasttwo years. The results for the frrst half of th1s year show_ '

that the Bank will hkely recelve leldends for 1997..

6.3
mamtam

Based on the foregoing: its is recommended that the .Bank should continue to

1ts mvestment in the EADB. Furthermore in order to assrst in 1mpr0vmg 1ts operatlons»

1', recommended that




M

(i1)

(iii)

9

the Bank should closely monitor EADB through its Board representation specially
during the present growth phase in lending and new loan products development;

the Bank should encourage EADB to actively pursue the scarch for private sector

* equity investors in its capital; and

EADB should be advnsed to make further efforts in reducing its arrears.-
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ANNEX 1

| EAST-AFRICAN DEVELOPMENT BANK
= MAPOF KENYA, TANZANIA AND UGANDA

BANQUE DE DEVELOPPEMENT DE L’AFRIQUE DE L’EST
CARTE DE KENYA, TANZANIE ET OUGANDA
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ANNEX 27,

~
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P l LOSS ACC
Income 31/12/1995 31/12/11996 |  30/6/97
Interest Income (Projects) 5,805 '8,508"?' L 5.6'06‘
Interest Income (Trade Finance) 0 0 104 |
Investment Income 1,666 1,359 [ 2,105
Dividends .16 140 | 59
Commissions - 322 - 249 |.. 154"
Commitment Fees 31 (54)| 66 |
Other Income 171 197 | 95
Total Income 8,071 10,399 { 8,189
Expenses
Bond issuance costs 0 377 6
Interest on borrowings 2,034 1,923 | 1,928
Administrative expenses 1,957 2,623 | 1,157 |}
Bad debts written-off 0 ' 68 -0
Depreciation 251 278 - 213
Provision for D/Debts 1,913 - 1,895 2,353
Total Expenditure 6,155 7?164' -, 5,657
Net Profit 1,916 3,235 2,533
Transfer to Reserves (322) (249)| - -0
Proposed Dividends .(445) (1,493)} ... 0
Retained profits 1,149 1,493 ] 2,533
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