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African Development Bank

Analysis

RATING RATIONALE AND OUTLOOK

The Aaa debt rating assigned to the African Development Bank’s (AfDB’) senior debt and Aal rating to its subordi-
nated debt primarily reflects its healthy capital position and strong support from its member countries, which include
several highly rated non-regional members. Such support has been repeatedly demonstrated by the willingness and
ability of both regional and non-regional shareholders to meet the Bank Group’s capital replenishment needs to sup-
port the expansion of its operations. The ratings are also sustained by AfDB’ preferred-creditor status.

Moreover, the AfDB has achieved significant progress in improving its financial operations in recent years,
which provides additional ratings support. The AfDB has consistently remained well within its internal borrowing
capacity and lending limitations, which are reflected in the healthy capital adequacy and liquidity ratios. AfDB’ rat-
ings carry a stable outlook, reflecting the strengthening of capital adequacy, risk asset coverage and provisioning in
recent years. Indeed, the AfDB’s indicators of risk-adjusted assets are on a par with or compare favourably to those
of other Aaa-rated multilateral institutions such as the World Bank, the Inter-American Development Bank and the
Asian Development Bank.

Moody’s believes that these strengths more than compensate for the Bank’s high level of arrears, which reflects the
overall challenging political and economic environment of the African continent. Other favourable developments for the
Bank include the HIPC (Highly Indebted Poor Countries) debt relief initiative sponsored by the AfDB, the World Bank,
the International Monetary Fund (IMF), and the donor community, which provides debt relief to the countries that
demonstrate a commitment to maintaining sound macro economic performances and debt service payments.

In June 2002, the AfDB’ board of governors approved an exceptional mechanism to clear the arrears of the Dem-
ocratic Republic of Congo (DRC). This mechanism was part of an internationally coordinated effort to provide critical
development assistance to the DRC in its rehabilitation endeavours as it emerged from conflict. The mechanism
aimed at clearing DRC’s arrears and consolidating the amount due in a restructured 20-year loan that maintained the
net present value of the constituent loans, was also designed to safeguard the preferred-creditor status of the Bank and
to minimise the risk of moral hazard. The initiative resulted in a substantial reduction of the arrears of the Bank, 60%
of which consisted of DRC arrears. Moreover, the DRC reached its HIPC “decision point” and qualified for debt
relief under the Initiative in July 2003.
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Nevertheless, fewer African countries reached HIPC decision point in 2003, with most of them being conflict or
post-conflict countries. The Boards of Directors of the AfDB Group in 2004 approved an internationally-coordinated
arrears clearance mechanism for post-conflict countries, aimed at helping such countries to clear their arrears, thereby
permitting them to satisfy a condition necessary for reaching HIPC decision point and ultimately enabling the eligible
countries to more meaningfully re-engage with the international development community.

In addition, the AfDB’ credit policy restricts the Bank’s lending activities to borrowers with the highest creditwor-
thiness. Currently, only the 15 most highly rated African countries are eligible to borrow from the Bank’s window
while the the remaining 38 African countries can only obtain development assistance from the African Development
Fund (ADF), the concessional window of the African Development Bank group.

Structure

The Bank group consists of the AfDB and two concessional windows, the African Development Fund (ADF) and the
Nigerian Trust Fund (NTF). The African Development Bank is a regional, multilateral development bank owned by all
the 53 African countries. It was created in 1964 to promote the economic development and social progress of its
regional member countries. As of 31st December 2003, the subscribed capital of the AfDB amounted to US$32 billion.

The ADE, established in 1974 as the soft lending window of the Bank group, is primarily financed b}r the 24 non-
African countries that are shareholders of the AfDB, including Canada, the USA, 14 European countries’, two Middle
Eastern Countries?, two South American countries® and four countries in Asia.*

Following the ninth replenishment of the Fund (ADF-IX) in September 2002 of an amount of US$ 3.5 billion, the
Fund’s cumulative resources totalled US$16.6 billion at the end of 2003. The resources mobilised under this replenish-
ment have been virtually all committed. The negotiations for the Tenth Replenishment (ADF-X), covering the 2005-
2007 period, were concluded in December 2004 for a total of USS$ 5.7 billion to be made available for new loan and
grant commitments over the next three years.

The N'TF is a special fund created in 1976 by agreement between the Bank and the government of Nigeria to pro-
vide development financing on terms intermediate between those of the AfDB and ADF to the low-income Regional
Member Countries (RMCs) of the Bank Group. Following an accord with the Nigerian government aimed at
strengthening the operational effectiveness of the N'TE its operation increased by more than 100% in 2003. On the 31
of December 2003, total NTF resources amounted to US$545 million.

Capital Adequacy

HEALTHY CAPITAL ADEQUACY AND STRONG MEMBERSHIP SUPPORT UNDERPIN THE BANK’S RATINGS ...

The key factors underpinning the Aaa rating of AfDB are the capital position and the support by member countries,
including the several highly-rated non-regional member countries. Such support has been repeatedly demonstrated by the
willingness and ability of both regional and non-regional shareholders to meet the Bank Group’s capital replenishment
needs to support the expansion of its operations. The most recent capital increase was approved in 1998. Further evidence
of membership support is the conclusion in December 2004 of the tenth replenishment of the African Development Fund.

The structure of the Bank’s subscribed capital with about 10% as paid-in and the balance as callable, compares to
most of the other multilateral financial institutions. Callable capital is the unpaid portion of the Bank’s subscribed cap-
ital subject to call from its members in the event of a need to meet its obligations on borrowed funds or for guarantees
chargeable. The Bank has never made a call on capital.

Callable capital as at 30th September 2004 exceeds the stock of borrowings outstanding of US$ 7.935 million as at
30 September 2004. It is also a multiple of debt service obligations due over the next five years. The ratio of usable
equity to risky assets continued to increase during 2003, reaching 69.2% at the end of the year from 63.4% at end-2002.

... AS DO THE INTERNAL CREDIT RISK RATING FRAMEWORK AND PRUDENT CREDIT MANAGEMENT POLICIES

The Bank has also developed an internal sovereign and non-sovereign credit risk rating framework which differs from
but has some correlation to the rating scales of rating agencies. Based on its sovereign and non-sovereign credit risk
methodology, the Bank determines ratings which are calibrated against expected losses. The capital adequacy policy
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establishes a cushion against a maximum level of unexpected losses. The capital adequacy framework is the tool used
currently by the Bank for strategic policy decisions.

Risk capital, a measure of risk-bearing capacity, is projected to grow by an average of 3-4% per year. Nevertheless,
the utilisation of risk capital is projected to remain at levels between 50% and 60%, with a moderate increase antici-
pated for the coming years following a sharp decrease in the past five years due in large part to loan prepayments.

In addition to a conservative capital adequacy position, bondholders are well protected by prudent leverage ratios.
Currently the Bank uses three leverage limits linked to its callable capital:

1. Total debt must not exceed 80% of the total callable capital.
2. ’Total senior debt must not exceed 80% of the callable capital of non-borrowing member countries.
3. ’Total debt must not exceed 100% of usable capital, including countries rated Aa2 and above.

At the end of 2003, these ratios were 29.8%, 59.2% and 56.9% respectively, compared to 23%, 41.7% and 41.9%
at end-2002.

The AfDB’s conservative provisioning policy forms part of an integrated framework of prudent credit manage-
ment policies that supports the Bank’s ratings. Since 1993, the Bank has maintained a programme of annual increases
in the general provisioning rate. By the end of 2003, provisions on loan and equities reached US$724 million.

The risk capital, a measure of risk-bearing capacity, as present in the balance sheet is projected to grow by an aver-
age of 3-4% per year. Nevertheless, the utilisation of risk capital is projected to remain at between 50% and 60%, with
a moderate increase anticipated for the coming years following a sharp decrease in the past five years.

Lending Trends

FULFILLING ITS MANDATE: ENHANCING DEVELOPMENT AND REDUCING POVERTY ON THE AFRICAN CONTINENT

In December 2002, the Boards of Directors of the Bank group approved the Strategic Plan for 2003-2007. The Strate-
gic Plan describes how the Bank intends to direct and execute its activities so as to maximise its contribution towards
enhancing development and reducing poverty in the African continent. The Bank Group is therefore participating in
diverse initiatives, such as the HIPC debt relief initiative, NEPAD (New Partnership for Africa’s Development) which
was launched in Abuja, Nigeria, on 23 October 2001, and the Water Initiative. It is also involved in projects that are
aimed at enhancing governance. More specifically, the Bank group is supporting the Steering Committees of NEPAD
by providing technical assistance in the areas of Infrastructure Development, and Banking and Financial Standards.

Through its financial performance and risk-bearing capacity, the AfDB is able to offer the lowest lending charges
to its borrowers. After five years of contraction, the Bank’s loan portfolio is expected to grow by an average of 5-6%
per year, led mainly by non-sovereign lending. The Bank is aiming for most of the increase in lending to be to the most
creditworthy of the countries that are allowed to borrow from the Bank.

FOCUS ON DIRECT LENDING TO MOST CREDITWORTHY OF ELIGIBLE BORROWER COUNTRIES

Under the current credit policy, 15 African countries are currently able to borrow from the Bank. The remaining 38
countries, the poorest countries in the continent, have only access to the concessional funds of the ADF. Among the
AfDB eligible countries, several of them are still relatively far from reaching their AfDB borrowing limits, with inter-
nal guidelines set at 15% on a risk-adjusted basis of the Bank’s maximum sustainable portfolio. In this context, the
Bank has been able to increase its lending to the most creditworthy of its borrowers by using an approach that takes
into account the riskiness of assets and the required amount of risk capital to support these assets, by devising and
offering innovative and more competitive financial products. As a result of the eligibility policy, the proportion of new
loans to countries classified as bearing a very low to low risk has been on an increasing trend since 2000, while loans to
countries classified as having a moderate, high or very high risk are decreasing.

Other favourable developments for the Bank include the HIPC initiative, which has thus far had a moderating
influence on its arrears by encouraging both aspiring countries and those already receiving debt assistance to main-
tain a good debt service performance. Over time, the deployment of HIPC resources should bring (or keep) the
AfDB’s weaker borrowers current on their obligations, leading to an improvement in the credit quality of the Bank’s
loan portfolio.

Total lending and grant operations of the Bank group increased by 10.7% to US$2.6 billion in 2003. Nevertheless,
overall total approvals showed a decline compared to 2002 because of the reduction of debt relief approvals under
HIPC which was attributable to the fact that most eligible countries have already reached decision point, with the
remaining countries being essentially conflict or post-conflict countries. The 2003 operations continued to stress pri-
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ority sectors such as agriculture and rural development, infrastructure (where this is a vital component of rural devel-
opment or economic integration), and human capital formation. Projects in infrastructure accounted for 42.3% of
total lending in 2003, while operations in agriculture and rural development represented 12.3%.

Moreover, like other multilateral banks, the Bank group is developing its co-operation and co-financing with Bret-
ton Woods institutions, UN specialised agencies and bilateral agencies. In 2003, the Bank Group mobilised a total of
US$5.8 billion through co-financing.

At the end of 2003, the gearing ratio was 30.7%. The total value of all loans, guarantees and equity investments is
limited to 100% of subscribed capital, reserves and net income. The level of arrears and non-accrual loans of the Bank
may fluctuate in response to socio-political and macroeconomic conditions in the regional member countries. How-
ever, Moody’s views the financial position and structure of AfDB as sufficiently robust to withstand such changes, with-
out impairing its ability to meet its commitments to its bondholders in a timely manner.

At the same time, however, the stock of arrears declined drastically from 61.9% of paid-in capital in 2001 to 40.1%
in 2002 thanks to exceptional arrears clearance mechanism designed by the Bank for the Democratic Republic of
Congo (DRC). In addition, the Bank in 2004 approved an internationally-coordinated mechanism to help eligible
post-conflict countries to clear their arrears to the Bank Group, thereby setting the stage for such countries to benefit
from HIPC debt relief assistance and ultimately for them to more meaningfully re-engage with the development com-
munity in their reconstruction efforts. Nevertheless, due to the difficult economic and political environment of the
African continent, we are expecting the percentage of loans in non-accrual status to remain relatively high.

IMPROVED FIELD PRESENCE

With the objective of better fulfilling its mandate, the Bank has embarked on a program to substantially enhance
its field presence through the opening of field offices. The goal is to have a total 25 such offices operating by the end
of 2006. Currently, there are 7 offices open and operating.

Financial Performance

OPERATING INCOME COULD BE IMPACTED BY HISTORICALLY HIGH ARREARS LEVEL AND BORROWER
PREPAYMENTS

The two sources of potential financial volatility for the Bank have been the historically high level of arrears due to the
difficult political and economic environment in Africa and, more recently, the unprecedented level prepayments of
obligations by borrowers.

The Bank’s operating income is highly sensitive to the payment performances of borrowing countries, with eco-
nomic and insttutional weaknesses in many African countries having led to payment delays. Loans are placed in
arrears when any payment on that loan is 30 days overdue. The Bank places all loans to a borrower country in non-
accrual status once any payment on all loans due from that country is six months overdue.

In this context, following the return of Ivory Coast to accrual status in 2002, the operating income for 2002
increased by US$96.6 million while it declined by US$52 million in 2003 when the country fell back into arrears. In
light of recent political developments in Ivory Coast, we do not expect this country to return to accrual status in the
short term. AfDB’s 2004 operating income is still expected to be strong, due in part to other favorable factors, such as
additional income from arrears clearance for the Congo and reduction of provisioning, that would more than offset the
loss of income from the Ivory Coast. In 2003, the Bank’s operating income amounted to US$ 265 million and was also
boosted by US$31.2 million due to a write back in provisions resulting in large part from an overall reduction in out-
standing loans that in turn was primarily attributable to prepayments of certain sovereign-guaranteed loans.

Prepayments of loans by borrowers amounting to about US$ 699 million in 2003, and further prepayments
amounting to about US$ 805 million in 2004, reflected the worldwide low interest rate environment. The pace of pre-
payment is moderating, however, as the pool of loans likely to be prepaid diminishes and worldwide interest rates start
to rise.

MOODY’S VIEWS THE BANK AS CAPABLE OF WITHSTANDING THE IMPACT OF SOCIO-POLITICAL AND
MACROECONOMIC CONDITIONS IN REGIONAL MEMBER COUNTRIES

The level of the Bank’s arrears and non-accrual loans may fluctuate due to the socio-political and macroeconomic
developments in the regional member countries. However, we believe that the structure and the financial condition of
AfDB’s are sufficiently robust to withstand such changes, without impairing its ability to meet its commitments to its
bondholders in a timely manner. For example, in our view, the Bank would be able to withstand the impact of its two

4 Moody’s Analysis



largest borrowing countries, Tunisia and Morocco, falling into non-accrual status.

The Bank is exploring various ways in which it could enhance its impact on development in Africa through the
strategic use of its net income. One option would be to develop schemes aimed at assisting post-conflict countries in
decreasing their arrears, as was achieved in the case of the DRC. Another possibility is to reduce lending charges, while
a third option would be to increase the grant part associated to loans.

Prudent Liguidity Policy and Funding

The Bank maintains prudent liquidity policy. The AfDB has been fine-tuning its liquidity policy in recent years. Fur-
ther refinements that have been implemented have been broadly in line with those of other multilateral institutions
and have reflected the recent evolution of the Bank’s asset liability management practices, the new I'T infrastructure
and the new accounting standards. With the refinements, the Bank’s liquidity policy stipulates a prudential and an
operational level of liquidity. The prudential minimum liquidity level is computed every quarter based on the AfDB’s
one-year probable cash flow requirements as the sum of four components: the following year’s net loan disbursement
and debt service requirements, plus the loans’ equivalent value of signed guarantees, and undisbursed equity invest-
ments. This sets the minimum liquidity level. The operating liquidity level on the other hand, is the sum of the pru-
dential minimum liquidity level plus 50 per cent of the stock of undisbursed loans. In 2003, liquid assets represented
72.6% of outstanding borrowing.

The two major elements of the AfDB’s current liquidity policy are:
*  “Held to maturity” investments with remaining maturities greater than one year are excluded from liquid assets.

¢ The shortened time horizon and quarterly revision of the prudential minimum level of liquidity have alleviated
concerns relating to refinancing risks.

For 2003, the Bank borrowed around US$3 billion through private placements and public bond issues in various
currencies. As of 31 December 2003, the borrowing portfolio after swaps amounted to US$8.6 billion. The AfDB has
been able to diversify its investor base by better addressing the needs of investors and to lower its funding costs to lev-
els comparable with other multilateral financial institutions.
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