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EXECUTIVE SUMMARY  

During the normal course of its business, the Bank is exposed to a number of risks, key of 

which are the credit risks of its development related exposures as well as market and 

counterparty risks related to its treasury activities. Substantially all of the Bank‟s business 

activities are subject to the risk that market prices and rates (more importantly interest and   

exchange rates) will move and result in profits or losses. The Bank does not seek to profit 

from predicting or anticipating the future level or direction of interest or exchange rates and 

therefore strives to limit exposures to these market related risks, while earning a reasonable 

return on its treasury assets. 

While market risk has generally been a relatively limited risk in the context of the Bank‟s 

operations, the financial crisis has highlighted the shifting paradigm. The volatile uncertain 

asset prices, creditworthiness of counterparts, increases in funding costs and liquidity 

concerns has affected the Bank like all other MBDs. Market risks turn out to consume more 

capital resources than before and, although a non-core risk, requires more active 

management. 

Recognizing the growing importance of these risks in the Bank's operations, Management 

regularly reviews and strengthens the processes and procedures to measure and manage these 

risks, while ensuring adequate internal controls and capital resources to support these risks.  

In this regard, the Bank‟s market risk management strategies have recently been reviewed to 

reflect these new developments. Measures have also been taken by Management to monitor 

VLR run-off, enhance debt allocation and improve hedge effectiveness in addition to the 

revision of the valuation process for treasury investments and strengthening the market risk 

exposure management. They are mainstreamed in the day to day financial management 

activities, carefully monitored and the effectiveness thereof assessed on a regular basis 

through the ALCO framework.  

Despite an external financial market environment that is likely to remain challenging into the 

future, the Bank‟s risk management strategies have so far largely been effective in shielding 

it from the market turbulence. Challenges however remain and vigilance must be maintained 

to ensure continued effectiveness and minimization of undesired outcomes. In the specific 

case of ADF, continuing low interest rates will place its income under strain given the high 

sensitivity to the overall level of interest rates and returns of the Held to Maturity portfolio.  
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I. INTRODUCTION  

1.1 As a Development Finance Institution, the Bank‟s primary business is to provide 

resources to assist its Regional Member Country (RMC) clients, both in the public and 

private sectors, in the financing of their development related project and programs. During 

the normal course of its operations and like all financial institutions, the Bank is exposed to a 

number of risks, primarily the credit risks relating to its development activities and the 

financial risks arising from its borrowing, investment and related asset and liability 

management activities. 

1.2 Given the scarcity of resources and to remain focused on its main business activity, 

the Bank has established as its over-arching risk management philosophy, the optimization of 

the use of its risk bearing capacity to support its development related exposures (its core 

risks).  

1.3 This is achieved through minimizing the exposure to those risks which, although 

important, are incidental to the Bank‟s development mandate (“non-core risks”).  Such “non-

core risks” are liquidity, price, interest rate, currency and counterparty credit risks, more 

generally referred to as market risks. Although the financial implications of these risks have 

historically been less significant when compared to lending credit risks, the evolving changes 

in the international financial market over the past few years requires an ongoing adaptation of 

the Bank‟s market risk management. Potential reputational risk that could result from 

ineffective market risk management is high; such reputational risk could affect the Bank‟s 

ability to mobilize cost effective resources on the capital markets. Therefore it is imperative 

that they are closely monitored.  

1.4 Furthermore, with the changing financial landscape new challenges have emerged 

(including valuation challenges, high volatility in asset-prices, continued creditworthiness 

concerns and rating downgrades) that could have an impact on portfolio quality and put 

pressure on net income and interest margins. These new and future developments make it 

imperative to give equal attention to this type of risk and to fine-tune the market risk 

management framework of the Bank. 

1.5 To assist the Board of Directors to exercise their risk oversight responsibilities, 

Management provides the Board with two annual risk reviews. The first is the Bank‟s 

Portfolio Credit Risk Review
1
, the objective of which is to provide to the Board an 

assessment of the overall risk profile of the public and private sector development exposure 

portfolio (i.e. the core business risks)  and its evolution.  The second review is the Market 

Risk Review, the subject of this document, which objective is to: (i) provide the Board with 

information on the Bank‟s exposures to market risks, which arise primarily from its treasury 

investment, borrowing and asset and liability management activities, (ii) assess the 

effectiveness of the strategies used by Management to mitigate these risks and, (iii) highlight 

challenging areas where further improvements may be required. Given the current volatile 

market environment and creditworthiness concerns in some European countries, Management 

also provides in this report an update on its limited exposure to these countries.  In addition to 

the annual market risk review, the Board also receives monthly and quarterly investment and 

                                                 

1
 ADB/BD/WP/2010/173 
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liability management reports
2
 as well as updates on the status of breaches

3
 to the ALM 

Guidelines and the ADF Investment Guidelines.   

1.6 This document is structured into 5 sections.  Following this introduction, section 2 

provides the context for the Bank‟s market risk activities, while section 3 describes in detail, 

by each risk type, the objectives, strategies and overall effectiveness of the Bank‟s market 

risk management practices and activities. While the review focuses primarily on the African 

Development Bank, we take the opportunity to also address specific issues related to the 

African Development Fund portfolio in section 4. Section 5 provides some concluding 

remarks.   

II. THE CONTEXT OF THE BANK’S MARKET RISK MANAGEMENT  

OVERALL FINANCIAL RISK MAP OF THE BANK  

2.1 The Bank’s overarching risk management philosophy is to optimize the use of its 

risk bearing capacity to support 

its development related activities 
(i.e. core business risks). To 

achieve this, the Bank seeks to 

minimize its exposure to other 

sources of risk that are incidental to 

the Bank‟s development mandate 

(the non-core risks or financial 

risks).  

2.2 These non-core or 

financial risks are divided into 

two main classes: (i) market risk 

and (ii) liquidity risk. Market risks refer to the risk that changes in interest rates, exchange 

rates and equity prices will lead to a fluctuation in the value of the Banks‟ net assets, 

including derivatives. Liquidity risk refers to the risk that the Bank cannot fulfill its payment 

commitments on any given due date. Such risk will alter negatively the Bank credit rating and 

therefore raising significantly its cost of funds. These risks arise structurally in treasury 

operations (investment and borrowing and trading on financial markets) as well as in other 

operations. They have consumed generally low levels of risk capital until the advent of the 

global financial crisis as illustrated by Figure 1. 

2.3 Indeed, while market risk in the context of the Bank‟s operations has generally been 

relatively limited, the financial crisis has highlighted the shifting paradigm. The volatile 

asset prices, creditworthiness concerns, increases in funding costs, and liquidity concerns 

have affected the Bank like all other MBDs.  

2.4 Market risk turns out to consume more capital resources than before and, 

although a non-core risk, it still requires active monitoring and management. Further given 

                                                 

2
 For example: "Report on Investment Performance and Liability Management Activity for the Month of 

January 2011" (ADB/BD/IF/2011/59) 

3
 For example: "Report on Breaches to the ADB Asset and Liability Management Guidelines and ADF 

Investment Management Guidelines" (ADB/BD/IF/2011/61) 
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the changing profile of the Bank‟s balance sheet and the new types of emerging 

intermediation operations, stress events in the market could significantly affect net income 

and the trend of stable net interest margin of previous years‟. 

STRUCTURAL MARKET RISKS 

Market Risks in the Bank’s Balance Sheet and Income Statement 

2.5 Figure 2 shows a simplified balance sheet and income statement of the Bank. It 

indicates that very broadly, the Bank has two main asset categories: treasury assets and 

development related assets (loans, 

equity investments, guarantees, etc.). 

These assets are funded through two 

primary sources: equity (paid-in capital 

and accumulated reserves) and 

borrowings (debt). In addition, 

derivative instruments, primarily interest 

rate and cross currency swaps, are 

utilized on both sides of the balance 

sheet for risk management purposes. 

Market risk arises from the (sometimes) 

complex inter-relationships between the 

structure of the assets and liabilities.  

2.6 Balance sheet risk - Market risk is inherent in the financial instruments associated 

with the Bank‟s assets (loans, equity participations, investments earmarked for trading or held 

to maturity portfolios) and liabilities (borrowings and related derivatives), credit risk 

mitigation, etc. Mismatches of assets and liabilities over a particular time period gives rise to 

a net asset or liability position. The mismatch could be in terms of currency, interest rate or 

maturity structure. Any risk generated out of a mismatched balance-sheet position, if left 

uncovered, could generate potential losses or gains in the event of rate changes. 

2.7 Income statement risk – Effect of market rate changes in the value of assets (A) and 

liabilities (L) as well as interest sensitive instruments associated with A&L positions are 

reflected in the levels of future income and expenses produced by these positions. In times of 

high market volatility, unhedged positions would subject net income level to fluctuation. 

ALM and Matched Funding  

2.8 In its asset and liability management, the Bank pursues some key policy objectives: (i)  

to protect itself from market risks (i.e. foreign exchange, interest rate and commodity risks); 

(ii) to provide the widest possible and most cost effective product range to clients; (iii) to  

create a framework for flexible borrowing activity, while ensuring effective debt allocation 

process. 

2.9 Achieving these objectives requires adequate match-funding which refers to the 

principles of funding loans with liabilities having broadly the same characteristics in terms of 

interest rate, currency. These will minimize the effects of changes in interest and exchange 

rates on market-funded assets.  

2.10 Despite matched-funding at inception, currency and interest rate risks can occur due 

to factors such as prepayments, mismatches resulting from debt allocation, possible 

differences in LIBOR reset dates between assets and liabilities. These mismatches are subject 

to tight internal control with remedial action when necessary.  
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Refinancing risks 

2.11 While the Bank does not raise funding on an individual loan basis, it is still potentially 

exposed to a refinancing risk, i.e. not being able to raise funding once liabilities mature. This 

risk is reduced by a conservative liquidity policy, ensuring that the Bank maintains prudential 

liquidity levels to reduce the risk of forced borrowing in periods when market conditions are 

not favorable, as well as a seeking to fund long term assets with long term liabilities.  

Growing market risks arising from client risk intermediation activities  

2.12 While the Bank strives to ensure a perfect matching between its Assets and Liabilities, 

achieving this is challenging given the dynamics of the Bank‟s Assets and Liabilities. The 

increasing share of private sector loans, equity and quasi-equity instruments, first loss 

guarantee, etc..., introduce new dimensions. While the loan products of the Bank are designed 

to minimize or eliminate exposure to market risks, equity and quasi-equity often introduce 

indirect currency risks through the hard currency nature of the investment by the Bank and 

the local currency operations of the equity investor or fund. In addition, the Bank is directly 

exposed to the price risk of equity investments with little or no means of mitigation.  

2.13 In seeking to expand lending in local currencies, the Bank has developed a framework 

which is designed to protect the Bank from significant market risks through: borrowing and 

lending in the same currencies (bond issues or swaps), structuring and/or pricing of loans to 

cover potentially higher risk scenarios such as re-financing risks, costs of carrying liquidity, 

pre-payments, etc. and currency substitution clauses.    
 

EXTERNAL ENVIRONMENT INDUCED RISKS 

2.14 The recent financial crisis and turbulence (Euro zone, MENA) have brought home 

once more that although market risks are not core business risks their implications could be 

higher than anticipated in a normal operating environment. The Bank has to pursue a prudent 

risk policy that entails readjusting its market risk management approach to be able to 

withstand abnormal market conditions and maintain adequate financial ratios. 

Increasing systemic market risks 

2.15 Stress zone contagion risk - The international financial markets continue to reflect 

the aftermath of the worldwide financial economic crisis beginning 2007. Beginning as a sub-

prime crisis, it evolved quickly into a liquidity and banking crisis. Over the past year 

concerns have spread to a number of countries, particularly in the Eurozone, with default or 

re-structuring of some sovereign debt expected by many investors. In addition, discussions on 

the debt ceiling limit of the USA have seen at least one rating agency place the debt rating of 

the USA on negative outlook. Events in the Middle East and North Africa are expected to 

have only a limited impact on the Bank given that there are no eligible counterparties in these 

countries, primarily due to the Bank‟s high minimum counterparty credit rating requirements 

in line with the philosophy of minimizing non-core risks. Some limited cash balances are 

held in bank accounts in African banks. The most direct impact from the North African crisis 

is likely to be on the Bank‟s liquidity position in the event of significant fast disbursing loans 

but the Bank‟s liquidity position is strong.  It is also true that the Bank has significant 

development related exposure to the North Africa region which together with its geographical 

location in that region might have on impact on the perceptions of investors in the Bank‟s 

bonds and hence a negative impact on funding costs. The treasury department has stepped up 

its relationship efforts with investors in order to mitigate this risk. 
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2.16 Increasing complexity of market products and increasing treasury activities to 

hedge normal structural market risks and meet countercyclical lending requirements induce 

some risks in the portfolio. The Bank‟s rapid response to assist clients in dealing with the 

effects of the financial crisis, particularly in 2009, has resulted in substantial increases in loan 

approvals, borrowings and treasury assets over the past two years. 

III. RISK MANAGEMENT OBJECTIVES, STRATEGIES AND 

EFFECTIVENESS  
 

RISK GOVERNANCE FRAMEWORK FOR MARKET RISK  

3.1 ALM Authority and Guidelines - 

The Bank‟s market risk management 

activities and processes are conducted under 

the framework of the Bank‟s General 

Authority on Asset and Liability 

Management (ALM Authority)
4
. The ALM 

Authority is approved by the Board of 

Directors and is the comprehensive policy 

document for all the Bank‟s ALM activities 

covering currency, interest rate, liquidity and 

counterparty credit risks. In terms of the 

ALM Authority, the President is authorized 

to approve the ALM Guidelines which provide specific parameters, rules and limits within 

which the Bank‟s ALM operations are carried out. Such Guidelines are submitted to the 

Board for information
5
.  A summary of the key parameters of the ALM Guidelines is shown 

in Annex 1. 

3.2 ALCO - The ALM Authority assigns to the Asset and Liability Management 

Committee (ALCO), the responsibility of overseeing compliance with the Authority and 

Guidelines. The Treasury department (FTRY) has the primary responsibility for the execution 

of the Bank‟s asset and liability management operations through the definition and execution 

of various investment and borrowing strategies. The Financial Management Department 

(FFMA) has the primary responsibility for the day-to-day monitoring of compliance with the 

Authority and Guidelines.  

3.3 In addition to the ALM Authority, the General Authority on Financial Products 

and Services
6
 provides the framework under which the Bank‟s lending products are 

developed in order to ensure alignment with the Bank‟s overall asset and liability framework.    

3.4 ALCO meets on a regular basis, generally monthly, to review issues related to the 

Bank‟s financial position, investments, borrowings, etc. and is supported in its work by a 

number of inter-departmental and inter-complex technical working groups
7
 that meet 

regularly to review levels of market risk exposure and make recommendations to ALCO on 

aspects of hedging and / or re-balancing of positions, monitoring, compliance and 

performance reporting.  

                                                 

4
 Proposal for Revising the Banks‟ General Authority on Asset and Liability Management 

(ADB/BD/WP/2005/101)   
5
  ADB/BD/IF/2005/293 and ADB/BD/IF/2011/117 

6
  ADB/BD/WP/1999/164 

7
  Interest rate, currency, financial projections, financial products, non-sovereign credit, country risk, operational 

risk 
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3.5 Monitoring and reporting of market risk exposures is led by two divisions: (i) 

FFMA.1, Asset and Liability Management, manages the Bank‟s financial model and financial 

projections, financial policies / guidelines, interest rate, currency and liquidity risk 

monitoring and reporting and the capital adequacy framework; (ii) FFMA.3, Treasury Risk 

Management, monitors transactional compliance, undertakes instrument valuations, 

counterparty exposure and treasury portfolio monitoring, compliance and reporting as well as 

overseeing the Bank‟s treasury and risk management systems (Summit and Numerix). 

EFFECTIVENESS OF RISK MANAGEMENT STRATEGIES 

3.6 The Bank strives to minimize market risks through a set of prudential exposure 

limits, guidelines, stop losses, etc.  The Bank‟s management and control of these risks was 

tested during the financial crisis and has proven to be effective as it helped the Bank to avoid 

major losses as compared to other IFIs. However, in recent year‟s market risk management 

has become increasingly complex because of the use of more sophisticated financial 

instruments for trading in relation to the risks associated with a traditional balance sheet. The 

Bank has had to further strengthen its prudent strategies and ALM practices which are 

summarized below. 

CURRENCY RISK MANAGEMENT 

3.7 The primary objective of currency risk management is to minimize the impact of 

exchange rates on the value of the Bank‟s risk capital and its administrative expenses.  

Sources of Currency Risk in the Bank’s Operations 

3.8 The potential sources of currency risk in the Bank‟s operations are numerous, 

including borrowings, investments, loans, equity investments and administrative expenses.  

 Loan portfolio – the Bank offers single-currency pool-based loans and market-based 

loans in various currencies (e.g. USD, EUR, JPY and ZAR) as well as the possibility 

for limited local currency loans. It may also conduct currency purchases to fulfill 

client disbursement or repayments requests, or may offer client risk management 

products, such as currency swaps. While all these operations may expose the Bank to 

currency risk, it is mitigated through the matching of loans in one currency with 

liabilities (borrowings after swaps) in the same currency.  

 Investment and funding – the Bank may conduct cross-currency investment 

transactions or funding related swaps provided the Bank has no residual exposure.  

 Administrative Budget – The Bank budgets for its administrative expenses in UA. 

However, since actual expenditures are paid in currencies, if exchange rates fluctuate, 

the UA value of expenses will also fluctuate. The volatility introduced by exchange 

movements to the UA value of expenditures depends on both the volatility of the 

market rates and the actual currency composition of these expenses. 

Currency Risk Mitigation Strategy 

3.9 The general principle to mitigate residual risks is to match the currency profile of the 

Bank‟s net assets (i.e. the difference between assets and the liabilities denominated in the 

same currencies) with the currency basket of its reporting currency the SDR = UA. Since the 

net assets of the Bank in currencies represents the value of its equity which is in UA, if the 

currency composition of equity is aligned with that of the SDR, then fluctuations in market 

exchange rates will have perfectly off-setting effects on the UA value of the Bank‟s equity. 
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Table 1: Currency Composition of Equity to the UA 

3.10 Instruments used to mitigate this risk are foreign exchange forwards, currency swaps, 

futures, etc. These instruments help insulate the Bank net assets and net income against losses 

that may arise due to volatile movements in FX rates. 

Effectiveness of the Bank’s currency alignment 

strategy with SDR 

3.11 At the end of Q1 2011, the Bank’s equity 

was relatively closely aligned to the SDR 
currencies relative weight (the benchmark) as 

summarized in Table 01. To maintain the currency 

composition of the Bank‟s equity with the SDR 

currency basket, the Bank engages in periodic 

currency adjustment operations
8
, generally spot 

market (cash) conversions of liquid assets to 

maintain the desired alignment.  

3.12 Currency Translation gains and losses are limited, despite the volatile market 
exchange rates as shown in the graph below with a  part of the translation effects arising 

from a well-known tracking error in the SDR calculation methodology which the Bank 

continues to monitor. The relatively large translation loss in 1Q2011 results from the impact 

of the change in the weights of the currencies in the SDR basket on 1 January 2011 and 

insufficient liquidity in some currencies resulting in the delayed execution of the alignment 

transactions. Figure 4 shows that in 2010, the Bank‟s translation adjustments moved by less 

than 0.25%, indicating the effectiveness of the currency risk management strategies.  

 

3.13 In accordance with 

the applicable International 

Financial Reporting 

Standards, the Bank is 

required to perform and 

disclose in its financial 

statements, the sensitivity of 

the Bank‟s balance sheet to 

currency exchange rate 

movements (e.g. 10% 

appreciation/depreciation for each currency in the UA basket). Table 2 indicates that the 

impact of a stress test of a 10% movement of each currency in the UA basket against the 

                                                 

8
 Currency alignment transactions are approved each quarter by ALCO based on the analysis and 

recommendations of the Currency Risk Working Group 

Table 2: Currency Sensitivity 

Figure 5: 
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USD was limited. Since African currencies do not form part of the UA, the sensitivity to 

movements of these currencies against the UA is more pronounced. The residual mismatch in 

African currencies is mainly due to equity investments in local currencies for which local 

currency funding is not available. 

Effectiveness of Administrative Expenses Hedge 

3.14 The Bank protects its administrative budget (which is in UA) from potential budget 

overruns due to exchange rate movements by entering into forward exchange contracts to 

align the composition of projected expenses (which are in currencies) to the UA/SDR. Since 

a substantial portion of the salaries component of the budget is denominated in UA, part of 

the exchange risk is already largely neutralized.  For 2010, the total notional amount required 

to be hedged was UA 144.5 million, representing 55% of the administrative budget, with a 

currency distribution that reflected as closely as possible the distribution pattern of the 

administrative expenditures of the previous year.   

3.15 In a perfect hedge situation, the settlement of the forward contracts would exactly 

offset the actual expenditure variance of the Bank. In practice, however, there are differences 

in the actual currency composition of expenses vis-a-vis the projected currency composition 

of expenses as well as a timing difference between the rate used in the budget and the rate at 

which the hedge is able to be implemented. For 2010, the net effect of the hedge was a loss of 

UA 285,000, the bulk of which (UA 256,700) was due to the difference in the hedge and 

budget rate. Overall, the hedge was effective in limiting budget overruns due to exchange rate 

movements. A more detailed report on the hedging of the budget is provided in a separate 

document
9
. 

The Bank’s currency risk management strategies have generally been effective in limiting 

the effect of exchange rate movements on the budget and translation losses. 

 However, given the rapid movements in exchange rates, the challenge ahead for the Bank 

is more frequent re-balancing of currency mismatches to further limit the effects of 

currency translation gains and losses. 

INTEREST RATE RISK MANAGEMENT 

3.16 The basic interest rate risk management philosophy is match-funding complemented 

by stress-testing and scenarios analysis to minimize mismatches of structure and maturities 

(re-pricing) of assets and liabilities in the Bank‟s portfolios. Such minimizing of mismatches 

protects the Bank‟s net interest margin from short-term fluctuations in market interest rates. 

Sources of Interest Rate Risk in the 

Bank’s Operations  

3.17 Interest rate risk is a direct 

consequence of the Bank‟s financial 

intermediation role. The Bank carries 

a variety of both fixed and floating 

rate assets and liabilities, many of 

which are subject to re-pricing when 

interest rates change. Figure 6 shows 

the simplified balance sheet in terms 

of its broad interest rate 

                                                 

9
 Execution Report On The Hedging Of The 2011 Bank Group Administrative Expenses (ADB/BD/IF/2011/71) 

Figure 6: Interest Rate Structure 
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characteristics.  If short term liabilities and long-term fixed rate assets dominate the balance 

sheet, it would be subject to losses when interest rates rise and vice-versa.  

 Floating rate assets and liabilities (zig-zag arrows) consist of borrowings (swapped 

into floating rate), liquid investments and floating rate loans which are managed 

against a 6 month Libor interest rate benchmark to “lock- in” the Bank‟s net interest 

margin regardless of future rate movements. For liquidity risk management purposes, 

investments are spread between an operational portfolio which provides the most 

readily available pool of liquidity for short term cash flow needs and a prudential 

portfolio which also provides liquidity which may not be immediately needed for 

operational purposes. 

 Variable rate components consist of variable rate loans (VLR - one of the Bank‟s 

older and discontinued products) which are funded from a pool consisting of fixed 

and floating rate borrowings. 

 Fixed rate assets and liabilities (straight line arrows) whose interest rate does not 

change until maturity regardless of changes in market interest rates and consist of 

equity capital (paid-in capital plus accumulated reserves), fixed rate loans and Held-

to-maturity (HTM) or “equity-backed” (EQB) investment portfolio. For risk 

management and accounting purposes, equity is considered to have no maturity and to 

be cost free. These assets and liabilities are therefore managed against a benchmark 

which enables the Bank to generate a steady return on equity and provides a relatively 

stable income stream. Specifically, the HTM or EQB portfolio is invested in a 

laddered maturity structure over 10 years so that 10% of such assets mature each year 

for the next 10 years. 

Interest Rate Risk Mitigation Strategy 

3.18 The primary strategy for the management of interest rate risk is to match the interest 

rate sensitivity of both sides of the balance sheet. More specifically, groups of assets are 

funded with liabilities having the same characteristics in terms of interest rate (fixed or 

floating), currency and maturity. This creates a natural offsetting mechanism to “immunize” 

the balance sheet. 

3.19 Because of the above described structure interest rate risk management focuses on the 

determination of interest rate sensitivity and gaps of the balance sheet and the implementation 

of risk management practices to hedge the potential effects of interest rate changes. 

Stabilization of the Net Interest Margin (NIM) 

3.20 As illustrated by Figure 7, despite continued sharp changes in the market interest 

rates, the impact on the Bank‟s NIM has been relatively small over the past decade 

demonstrating the general effectiveness of the Bank‟s interest rate risk management 

strategies. The EQB portfolio is reasonably well aligned to its benchmark as indicated in 

Figure 8. 

 

 

 

 

Stabilizing Effect of Held to Maturity Portfolio 

Figure 8: 

Figure 7: NIM Stability 
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3.21 The Bank‟s internally 

managed investment portfolio 

consists of two components, the 

Trading portfolio managed against a 

6 month Libor benchmark and the 

held to maturity (HTM) or equity 

backed (EQB) portfolio using a re-

pricing profile. In line with the 

interest rate risk management 

strategy to protect the net interest 

margin from interest rate movements, the held-to-maturity portfolio provides a stabilizing 

effect as illustrated by Figure 9. 

Stress Testing - Sensitivity to Interest Rate Volatility.   

3.22 Despite the interest rate matching of assets and liabilities, residual mismatches expose 

the Bank to gains and losses as interest rates move. For example, and as noted above, the 

Bank‟s equity is not sensitive to interest rate movements while the assets funded by such 

equity are invested in fixed rate with maturities between 1 and 10 years. When such fixed rate 

assets reach maturity the funds are reinvested in new assets which will in all probability be at 

a different interest rate than the maturing assets.  Since equity is considered to be cost free for 

accounting purposes, the Bank‟s income will therefore fluctuate in relation to the return on 

the assets funded by equity.  As at 31 March 2011, a parallel upward/downward move in 

SDR interest rates of 100 basis points would have resulted in a gain/loss in income of about 

UA 7 million. 

3.23 Certain assets and liabilities are held at fair value
10

 (as opposed to amortized cost) and 

their values fluctuate dependent on the level of market rates (Libor curves). Changes in 

interest rates would generate changes in the values of those assets and liabilities, which 

would result in profits or losses. As of March 31, 2011, an upward shift of the interest rate 

curves by 100 bps would result in a gain of UA 110 million and similar downward shift 

would result in a loss of UA 125 million to the Bank. A large portion of this sensitivity 

results from the valuation of loan swaps for which the underlying loans do not provide an 

offset as these loans are held at amortized cost. The Bank has recently started to apply the 

provisions of hedge accounting which is expected to reduce the reported sensitivity to interest 

rates.  

Emerging Challenges  

3.24 VLR mismatch - As a result 

of significant pre-payments of VLR 

loans prior to 2007, a significant 

mismatch between the asset and 

liability pool requires careful 

monitoring and management. The 

borrowings funding the VLR loan 

pool are the older, high interest, 

fixed rate borrowings with longer 

maturity than the loan assets. As the loans amortize or pre-pay, the Bank is left with 

                                                 

10
 Trading portfolio, derivatives and borrowings that have been elected for the Fair Value Option. 

Figure 9: 

Figure 10: 
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expensive borrowings for which there are no high earning assets to re-invest the funds, 

particularly in the current low interest rate environment. This over-funding and the cost of 

carry are shown in Figure 10.  The Bank monitors this position continuously in order to 

capitalize on any opportunities to enhance the return on these surplus liabilities and minimize 

the cost of carry.  

3.25 Debt allocation - The Bank‟s debt is allocated either to specific borrowing pools in 

order to fund loans of similar characteristics or to liquidity
11

. The borrowing pools enable the 

Bank to determine the funding margin which is to be applied to the loans funded by that pool. 

With the growth of the Bank‟s lending activities in both the public and private sectors in 

recent years and the increase in non-full cost pass-through products, the Bank is currently 

revising its debt allocation methodology in order to more optimally allocate its borrowings to 

the wider range of lending products which will enable the Bank to better manage the impact 

of market volatility on its income.     

While the interest rate risk management strategies have been effective in minimizing the 

impact of interest rate movements on the Bank’s Net Interest Margin, the excess high cost 

borrowings funding Variable Lending Rate (VLR) Loans will continue to negatively impact 

the Bank’s net income and therefore needs to be closely monitored and actively managed. 

COUNTERPARTY RISK
12

 MANAGEMENT 

3.26 The Bank strives to minimize the financial loss associated with the risk that 

counterparts to an investment,  derivative or trading transaction defaults prior to maturity of 

the transaction as well as the associated non-financial (reputational) risk.   

Sources of Counterparty Credit Risk   

3.27 Counterparty risk is distinct from the core credit risks incurred in the Bank‟s normal 

sovereign and non-sovereign lending operations. The Bank incurs exposure to counterparty 

credit risk through its treasury activities, notably, trading and investments
13

, borrowings and 

associated derivatives (primarily swaps)
14

 activities. 

 The trading and investment activities consist of the funds that are held in bank 

accounts or invested in a variety of financial instruments, including securities. 

 Borrowing and Derivatives - The Bank also incurs exposure to counterparty credit risk 

when it engages in derivative transactions such as swaps with a derivative counterparty. 

Although most swaps have a fair value of zero at inception, over time the evolution of 

market rates can cause the fair value of swaps to change either in favor of the 

counterparty or the Bank. To the extent that the fair value of swaps results in the 

counterparty owing the Bank at any given point in time, the Bank is exposed to 

counterparty credit risk. 

                                                 

11
 The Debt Allocation Methodology (ADB/BD/IF/97/168)  

12
 While counterparty risk may not generally be considered a true market risk like interest rate or currency risk, 

it manifests itself through changes in the prices of assets and liabilities, and hence gains or losses, resulting 

from changes in the counterparty credit risk. 

13
 Funds held in bank accounts, deposits or invested in a variety of financial instruments, including securities 

14
 Although most swaps have a fair value of zero at inception, over time the evolution of market rates can cause 

the fair value of swaps to change either in favor of the counterparty or the Bank. To the extent that the fair 

value of swaps results in the counterparty owing the Bank at any given point in time, the Bank is exposed to 

counterparty credit risk. 
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Counterparty Risk Mitigation Strategy 

3.28 The Bank seeks to reduce the risk that a default of a counterparty  or credit rating 

downgrade could cause either a financial loss or damage the Bank‟s reputation through a 

prudential framework consisting of: (i) approved counterparties; (ii) minimum credit rating 

standards; (iii) counterparty exposure limits, and (iv) counterparty credit risk mitigation 

measures. 

Table 3: Risk Mitigation Framework 

Approach Prudential Measures Focus 

Exposure 

Management 

 

 Diversification 
 Diversification among a number of counterparties to minimize 

the impact of a default of any single counterparty.  

 Approved 

counterparties 

 All new counterparties (investment, trading or derivative 

counterparties) must be formally approved by the Vice 

President, Finance based on compliance with the ALM 

Guidelines, the business justifications from FTRY and the risk 

analysis from FFMA. Approved list is reviewed and validated 

periodically by ALCO. 

 Minimum credit 

ratings 

 For all approved counterparties to reflect the credit risks 

inherent in different types of transactions (see Annex 1). 

Generally, higher minimum ratings are required for longer 

term and more complex transactions 

 Counterparty 

exposure limits 

 Each counterpart has a limit  linked to the credit rating of the 

counterparty and are expressed as a percentage of the lower of 

either the Bank‟s net worth or the counterparty‟s net worth.   

Other 

Mitigation 

Measures  

 Legal 

Documentation 

and Agreements 

 All derivative counterparties are required to complete 

standardized documentation (ISDA Master Agreement and 

Collateral Support Annex or CSA) that allows for “netting” of 

exposures from multiple transactions with a single 

counterparty. This generally reduces the net exposure.  

 

Improved Counterparty Credit risk exposure and asset classes profiles 

3.29 Figure 11 and 

Figure 12 show the 

evolution of the Bank‟s 

counterparty credit 

exposures (AAA, AA 

= AA- to AA+, A = A- 

to A+ and below). The 

rating profile of the 

counterparty exposure 

has improved over 

time with increased 

exposure to AAA entities.  The financial crisis saw a “flight to quality” which is reflected in 

the increase in AAA rated exposures, but also resulted in an increased number of lower rated 

counterparties due to the rating downgrades which occurred on existing investments and 

which were particularly pronounced in 2008. During 2010, however, the exposure to lower 

Figure 

11: 

Figure 12: Rating Profile 
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rated counterparties was reduced.  Figure 13 shows the predominance of sovereign, 

supranational and agency investments at 59% of the total portfolio. 

ABS/MBS Exposures 

3.30 The mortgage backed 

security (MBS) sector, and more 

specifically the “sub-prime” 

mortgage sector, was largely the 

spark which triggered the financial 

crisis in 2007. The Bank‟s 

exposure to ABS/MBS securities 

in late 2007 was about 12% of the 

total investment portfolio and has 

since declined significantly to only 

4%. 83% of the ABS/MBS 

securities in the Bank‟s portfolio still maintain their minimum eligible rating of AAA. During 

the 2010 revision of the ALM Guidelines, the Bank reduced the maximum permissible 

exposure limits for ABS/MBS in the trading portfolio from 35% to 25% of the portfolio size. 

It remains at 10% for the HTM portfolio.  

Largest exposures 

3.31 The Bank‟s sovereign and banking institution exposures are concentrated in highly 

rated countries and institutions as shown in Annex 2. At a country level, exposure to France, 

the Netherlands, Germany dominate the Eurozone sector with the USA and UK the largest 

exposures outside of the Eurozone.  

Strong Collateralisation of Derivative Exposures 

3.32 All derivatives exposures, with the exception of one for which the Bank has an 

exposure of USD 5 million, are collateralized on a daily basis with cash or eligible securities. 

As at 31 March, the Bank had derivative contracts with a notional amount of UA 14 billion 

and a market value of UA 770 million and has received UA 735 million in collateral against 

those exposures. 

Compliance with Guidelines  

3.33 Investments in securities held in breach of guidelines - As has been reported to the 

Boards
15

, during the financial crisis some investments were downgraded and are being held 

as exceptions to the ALM guidelines (UA 181 million or 2.4% of the portfolio as of May 

2011).  Four points are worth highlighting: 

 The Bank continues to reduce these positions when market conditions are favourable; 

 Breaches are substantially off their peak in 2009 (UA 636 million or 12% of the 

portfolio) and have stabilized or continue to reduce; 

 36% of breaches will reach maturity by end 2012 and 75% by end 2015; 

 These exceptions may move back within the minimum guidelines requirement over 

the passage of time since the minimum rating requirements are lower for shorter 

maturities.   

                                                 

15
"Report on Breaches to the ADB Asset and Liability Management Guidelines and ADF Investment 

Management Guidelines" (ADB/BD/IF/2011/61) 
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In summary, the Bank continues to maintain a conservative counterparty exposure in the 

light of continuing creditworthiness concerns. Enhancing the monitoring of exposures to 

counterparties who may have significant exposures to the stressed Eurozone countries is 

critical. Counterparty risk is likely to remain a key challenge in the Eurozone given the 

potential contagion effect. Even in the absence of a default, creditworthiness concerns feed 

through negatively to investment spreads and may result in unrealized losses. This is 

partially mitigated by maintaining a relatively short duration trading portfolio.   

LIMITED EXPOSURE TO STRESSED REGIONS AND ENTITIES 

3.34 The Bank has no exposure to the government or entities located in Portugal or 

Greece. An exposure of less than UA 1 million is to an ABS/MBS security registered in 

Ireland
16

. Exposures as of May 2011 to Italy and Spain are shown in Table 4.   

3.35 The Bank’s exposure to three 

“stressed” counterparties against which 

it had previously made provisions in its 

financial accounts has evolved with 

positive impact on the portfolio. The USD 

50 million investment in Golden Key, an 

asset backed commercial paper vehicle 

which defaulted in 2007, was finally 

restructured in 2010. This investment had 

been impaired in the Bank‟s books at about 

56%. The restructuring resulted in the 

Bank receiving cash and a portfolio of the 

underlying securities of the investment vehicle. These securities are managed in-house. The 

Bank‟s derivatives exposures to AIG (USD 358 million notional) were transferred during 

2010 to other counterparties as a result of the decision by AIG to exit from the derivatives 

business.  Exposures to bonds remain in the portfolio (USD 56 million, EUR 10 million and 

GBP 16 million) with maturities between 2011 and 2013. Valuations have recovered and the 

impairment has been removed. The MBIA exposure was reduced in Q1 2011 through the sale 

of USD 30 million (of USD 80 million) in bonds of 2015 maturity, USD 30 million was sold 

in. The balance remains in the portfolio with an impairment provision of around 30%.  

3.36 It is also important to note that events in the Middle East and North Africa are 

expected to have only a limited impact on the Bank given that there are no eligible 

counterparties in these countries, primarily due to the Bank‟s high minimum counterparty 

credit rating requirements. Some limited cash balances are held in bank accounts in African 

banks.  

LIQUIDITY RISK MANAGEMENT 

3.37 The primary objectives of liquidity risk management are to:  (i) meet all probable cash 

flow needs for one year without additional financing from the capital markets; and (ii) ensure 

that trading investments can be liquidated promptly and without incurring undue transaction 

                                                 

16
 Although the collateral is Italian auto loans 

Table 4: Exposure to Spain and Greece 
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costs under normal market conditions. For this purpose the Bank strives to maintain a 

minimum level of liquid assets (the PML
17

) at all times.  

Sources of Liquidity Risk in the Bank’s Operations  

3.38 As a development finance institution funding long term projects, that borrows funds 

and holds them in liquidity for disbursements based on the project/program implementation 

schedule, the Bank faces two broad types of liquidity risks : (i) insufficient liquidity to meet 

cash flow needs in a timely manner including the adverse impact on reputation caused by the 

inability to maintain normal lending operations; and (ii) inability to sell an investment or buy-

back a short position at a reasonable price within the required period of time.  

3.39 The principal components impacting the Bank‟s liquidity requirements are cash 

inflows (loan repayment, loan and investment income and subscription payments) and cash 

outflows (disbursements, debt service payments, call on guarantees and administrative 

expenses).  While many of the components are relatively predictable, the level and timing of 

expected disbursements is the most critical parameter in effective liquidity risk management. 

This is particularly important in the context of the Bank‟s response to the financial crisis and 

as the Bank concludes larger loans many of which are also fast disbursing. 

Liquidity Risk Mitigation Strategy 

3.40 In the light of the above, the liquidity risk management framework is designed to 

identify measures to fully mitigate the risk of a shortfall in liquidity. The risk mitigation 

strategy is at an operational and prudential level and also deals with tactical liquidity risk 

management of the structure and liquidity characteristics of the investment portfolio 

(marketability, exposure by rating and instruments). The PML sets the minimum level of 

liquid assets that the Bank must maintain at all times and is computed quarterly as the 

projected net cash requirement over a rolling one-year horizon. The rationale for quarterly 

updating is to ensure that PML closely tracks the Bank‟s actual cash flow requirements. The 

Bank is also able to access short term financing through its Euro Commercial Paper (ECP) 

program and through repurchase agreements of the high quality assets in its EQB portfolio. 

3.41 This framework has been instrumental in maintaining adequate liquidity and funding 

which is a critical factor under-pinning the Bank‟s strong credit rating. Also in volatile 

market conditions, strong liquidity protects the Bank. That was the case during the financial 

crisis whereby the Bank has held a large cash cushion and has still been able to access new 

resources from the capital markets, although at higher cost as has been the case for all 

borrowers including MDBs. 

The Bank’s liquidity position remains strong  

                                                 

17
 Prudential Minimum level of Liquidity. The PML is the projected net cash requirement over a rolling one 

year horizon and is computed quarterly. 
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3.42 In early 2010 the Bank revised the definition of eligible liquidity to include highly 

liquid investments in the HTM portfolio which were excluded previously. Some non-liquid 

investments in the trading 

portfolio, which were all 

previously considered as part 

of eligible liquidity, are now 

excluded under the new 

definition. The new 

definition now includes all 

cash, deposits, government, 

supranational and agency 

securities as well as bank and 

corporate securities with 

rating related haircuts, 

irrespective of the portfolio in which it is held. All ABS/MBS securities are excluded as they 

have proven to be illiquid.  The effect of this new definition has been a substantial increase in 

the level of actual liquidity when compared to the PML as shown in Figure 14. As can be 

observed, the actual level of liquidity has remained consistently above the prudential 

minimum prescribed by the policy. This gives assurance that the Bank had more than 

sufficient liquidity to meet one-year‟s net cash requirement in the event of a market 

disruption.  

Highly Liquid Portfolio 

3.43 Additionally, the maturity structure of the trading portfolio (operational and 

prudential) which is meant to provide the most immediate source of liquidity shows that 37% 

of assets are of very short maturity, including cash and deposits. 

The Bank’s liquidity position is sound. Given the Bank’s strong credit rating and access to 

short term funding facilities, the likelihood of a severe stress liquidity scenario is 

considered to be unlikely. 

IV. SPECIFIC CASE OF ADF  

4.1  The ADF is exposed to market risks similar to the ADB, namely interest rate, 

currency, counterparty and liquidity risks. However, the specific nature of the ADF funding 

makes its income statement more sensitive to structural risks (e.g. changes in interest rates) 

than the ADB. Indeed, while ADB borrows on the capital markets and is usually able to 

achieve a positive margin between its cost of borrowings and return on investments
18

, ADF 

does not borrow and the margin achieved on its investment portfolio declines when interest 

rates decrease. The risks related to such structural gaps call for different types of mitigation 

strategies. 

ADF RISK GOVERNANCE FRAMEWORK 

4.2   The ADF investment activities are currently managed under Investment Guidelines
19

 

approved by the Board in 2003. The ADF risk governance framework is less flexible than 

                                                 

18
 The spread margin achieved on borrowings is a few basis points for debt funding liquidity, 60 bps for debt funding sovereign loans, and 

200 bps on average for debt funding private sector loans.  

19
 ADF/BD/WP/2003/141 

Figure 14: 
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that of ADB, as there is no General Authority on ALM which governs ADF risk management 

activities, and any change to the Investment Guidelines must be approved by the Board. 

Management is, however, in the process of developing such an Authority which is expected 

to be submitted to the Board in the second half of 2011. Under the proposed ALM Authority, 

the Investment Guidelines would be replaced by ALM Guidelines for the Fund to be 

approved by the President with ALCO‟s oversight. This would align the risk governance 

structure of the two institutions. 

ADF STRUCTURAL OPERATIONAL GAP 

Operational Income Gap 

4.3   The ADF liquidity policy approved by the Board in 2000 provides that the ADF seek 

to generate a positive level of net income or at 

least break-even
20

. The two major sources of ADF 

income are loan service fee and investment 

income. While the level of loan income has 

remained stable over the past few years, the 

Fund‟s total expenses have been trending upwards, 

leading to an increase in its structural operational 

gap. This gap was originally expected to be 

covered by the investment income. However due 

to the prevailing low interest rate environment, the 

return on investment has been inadequate to bridge 

the gap. As illustrated by Figure 15 the current operational income gap trend has increased 

significantly from levels around UA 20 million before 2003 to reach UA 100 million in 2010. 

4.4    It should be noted that the implementaton of MDRI in 2006 contributed to increasing 

the operational income gap. Indeed, with the cancellation of loan balances, expected loan 

income did not materialize and is rather received as donor resources that increase ADF 

commitment capacity. Since 2006, annual loan charges related to MDRI cancellation 

averaged UA 37 million and should have contributed to reduce the operational gap presented 

in figure 15. 

Fund Deficit/Surplus   

4.5   Another issue that is having negative impact on ADF‟s income is the amortization of 

the discount on accelerated encashments that are granted to State Participants. Most of these 

discounts were granted at a time when the prevailing interest rates were high, particularly in 

2007 for ADF-11. On the other hand, the proceeds from accelerated encashment are yielding 

a low return, as they are currently invested in the operational portfolio against a 3-month 

LIBOR benchmark. Figure 16 shows the coverage of Operational Income Gap with 

Investment Income & Discount on Accelerated Encashment.   

4.6   Currently, Management is conducting a study to improve the return on the proceeds 

from accelerated encashment and minimize interest rate risk once the discount is given to 

State Participants. This improved investment strategy will be implemented in July, as soon as 

approved by the ALCO Committee.   

                                                 

20
 See document ADF/BD/WP/99/42/Rev.2. Section 4.indicates the following: “ To the extent that the Fund‟s 

revenue earning loan assets do not generate sufficient revenue to defray all its expenditures, the Fund needs to 

maintain liquid assets at a level that is higher than needed for strictly operational purposes, in order to 

generate a positive level of net income, as directed by Deputies….. The Board authorize Management to 

adjust the target liquidity level upwards, ….. to at least break-even.” 

Figure 15: ADF Income Gap 
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Besides expectations for higher investment returns, in order to improve its financial 

sustainability, the Fund would need to review its loan pricing structure or ensure that total 

Bank Group expenses do not increase significantly. Management has set a task force set to 

address the issue of Longer Term Financial Sustainability of the Fund. The outcome of the 

study will be communicated to the Board. 

INTEREST RATE RISK MANAGEMENT 

4.7   In seeking to earn a stable and reasonable return on invested liquidity, the principal 

interest rate risk management objective is to reduce the sensitivity of the Fund‟s investment 

returns to changes in market interest rates. Similar to the Bank, this is achieved through a 

dual portfolio structure, an Operational Portfolio (short term) and an Investment Portfolio 

(long term). As with ADB, the investment portfolio has provided a stable return since its 

implementation in 2003, while more volatility was observed on the trading portfolio with 

very low returns in 2008 and 2010.  

 

4.8   Despite this dual portfolio structure approach, 

the ADF overall investment income remains sensitive 

to the level of market interest rates which have trended 

downwards as depicted by the evolution of the 3 month 

LIBOR benchmark in  Figure 19. As a result the return 

of the ADF portfolio reached historical low levels in 

2010.    

CURRENCY RISK MANAGEMENT 

4.9   The ADF manages its currencies to ensure that 

Figure 16: Coverage of Operational Income Gap with Investment Income & Discount on Accelerated 

Encashment 

Figure 17 

Figure 18 

Figure 19 
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it is able to provide the disbursement currencies requested by its borrowers while minimizing 

the exposure of the fund‟s net development resources and future reflows to currency 

translation risks that could negatively affect the fund‟s commitment capacity. 

4.10  In this respect, the Fund seeks to maintain the alignment of the currency composition 

of its Commitment Resource Base (CRB)
21

 with the SDR. However, some challenges need to 

be addressed regarding the current ADF curency risk management methodology. First, as the 

CRB includes off-balance sheet elements, its realignment to the SDR sometimes requires the 

implementation of realignment transactions that cannot be executed with the available 

liquidity in the Fund‟s balance sheet. Second, while the Fund‟s CRB might be fully aligned to 

the SDR, the ADF Cumulative Currency Translation Adjustment (CCTA) in the balance 

sheet, which depends on the alignment between the NDR and the SDR, might fluctuate 

significantly and sometimes impact negatively the Fund‟s balance sheet. These issues are 

currently being analyzed by Management and will be addressed in the revised proposal for 

ADF currency risk management, currently underway.   

COUNTERPARTY RISK MANAGEMENT 

4.11  Counterparty risk management for 

the ADF follows the same processes and 

procedures as for the Bank and with 

similar outcomes as shown in Figure 20. 

As of May 2011, there are no impairments 

on ADF investments and no exposures to 

Greece, Portugal or Ireland and limited 

exposures to Spain and Italy. Investments 

held in breach of guidelines currently 

constitute UA 54 million or less than 2% 

of the portfolio from a peak of UA 635 

million or almost 20% of the portfolio in 

2009. 23% of these breaches will reach maturity by end 2012 and 58% by end 2015.  

LIQUIDITY RISK MANAGEMENT 

4.12  Similar to the Bank, the primary 

objective of ADF liquidity management 

policy is to meet financial obligations in a 

timely manner. The Fund‟s liquidity 

policy requires that the Fund holds in the 

form of liquid assets between 50-75% of 

the moving average of three years of 

expected disbursements. Eligible liquidity 

is defined as resources available for 

disbursement purposes which the Fund 

uses to monitor compliance with its 

liquidity policy. Currently the Fund 

considers the operational portfolio as its eligible liquidity. The Investment Portfolio (HTM) 

                                                 

21
 Commitment Resource Base (CRB) includes ADF Net Development Resources (NDR) and reflows related to 

loan repayments and MDRI contributions. Net Development Resources is defined as the sum of Investments, 

Due from Banks, Demand Obligations and Receivables in the Fund‟s balance sheet. 

Figure 21 

Figure 20 
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which consists of funds that are not immediately required for disbursement purposes, is 

invested over a longer time horizon and is excluded from eligible liquidity. Figure 21 shows 

that the Fund‟s current and projected  operational liquidity level remains well above the upper 

boundary of the liquidity policy.  The operational liquidity held above the upper boundary of 

the liquidity policy will be used to create a new HTM portfolio to  hold the proceeds of 

accelerated encashments and  achieve higher investment returns. The definition of eligible 

liquidity will be accordingly reviewed in the revised version of the ADF ALM guidelines.  

4.13  Additionally the maturity structure of the operational portfolio which is meant to 

provide the most immediate source of liquidity for disbursement purposes show that 33% of 

assets are of very short maturity, including cash and deposits.   

 

V. CONCLUSION AND WAY FORWARD  

5.1 The Bank continues to maintain a sound market risk management framework through 

specific risk mitigation strategies, prudential limits, eligible counterparts, minimum rating 

requirements,  collateralization of its derivative counterparty exposure, etc. The risk 

management strategies were put to the test during the financial crisis and have been effective 

in helping the Bank to avoid major losses. 

5.2 While the Bank‟s risk management strategies have thus far served it well, ongoing 

uncertainty in the international financial markets will continue to introduce challenges in 

market risk management. The potential effect of contagion, particularly in the Eurozone, 

must be carefully monitored.   

5.3 Vigilance remains a high priority and the Bank will continue to strive to minimize the 

impact of market risk on its financial position. The Bank is also implementing a risk dash 

board to build institutional awareness, enhance disclosure and reporting. 

5.4 The current low interest rate environment poses particular challenges for ADF and 

Management is in the process of reviewing the overall financial and risk management 

framework. 



 

 

ANNEX 1 

SUMMARY OF KEY PARAMETERS OF THE ADB ALM GUIDELINES  

Actively Managed Trading Portfolios 

Portfolio Parameter Limit 

ADB Operational 

  

Benchmark 1 month Libid reset each month 

Permitted Duration Band 0-2 months 

Individual Security/Derivative 

Duration 

Plus or minus 1 year 

ADB Prudential Benchmark 6 month Libor reset Feb 1 and Aug 1 

Permitted Duration Band Plus or minus 6 months around 

benchmark duration 

Individual Security/Derivative 

Duration  

Plus or minus 10 years 

 

Passively Aligned HTM Portfolios 

Portfolio Benchmark 

ADB Equity-backed Portfolio Driven by 10-year uniform re-pricing profile for net assets 

 

Counterparty Rating Restrictions 

Type Minimum Rating Additional limits/Remarks 

Trading counterparty A-2/P-2/F-2 Transactions settled under delivery 

versus payment
22

 (DVP) terms  

A-1/P-1/F-1 Transactions not settled under DVP 

terms 

Derivative Counterparty AA- from at least two 

agencies 

A- from at least two agencies 

Counterparty without CSA 

 

Counterparty with CSA 

Investment counterparty A, unless specified otherwise. 

Local currency rating of the 

Republic of South Africa for 

ZAR-denominated 

investments. 

See Authorized Investments 

 

                                                 

22
 Delivery versus payment or DVP may be described as a trade settlement arrangement where title to an asset 

and payments are exchanged simultaneously. It is normally used to reduce settlement risk in financial 

transactions 



 

 

Authorized Investments 

Investment Type Minimum Rating* Maturity Limit Eligibility for HTM 

 Long term Money Market   

Government AAA - 30 years Yes 

AA- - 15 years Yes 

A - 1 year Yes 

Agency/ 

Supranational 

AAA - 30 years Yes 

AA- - 15 years Yes 

A A-1 1 year Yes 

Depository Bank AAA - 10 years Yes, but not exceeding 

maturity limit of 5 years 

AA- A-1 5 years Yes 

A A-1 6 months Yes 

Corporations 

including non-bank 

Financial 

Institutions 

AAA  10 years Yes, but not exceeding 

maturity limit of 5 years 

AA- A-1 5 years Yes 

A A-1 6 months Yes 

MBS/ABS AAA A-1+ 40 years (50 years for 

UK MBS
23

) but 

repayment projections 

mandatory. 

The weighted average 

life at time of purchase 

should not exceed 5 

years
24

 

Only for Government 

guaranteed issues 

Interest Rate 

Derivatives and 

Forward Foreign 

Exchange 

Transaction 

 

AA- (No 

CSA)  

A- (With 

CSA) 

  Yes, but limited to 

alignment transactions 

and hedging only 

Money Market 

Mutual Fund 

AA-m -  Yes 

* Minimum rating may be either a long-term or a money-market rating; investments with only a 

money-market rating shall require a minimum issuer rating of A. 

 

 

                                                 

23
 For mortgage and asset backed securities where the underlying collateral was originated in the United 

Kingdom, remaining final maturities shall not exceed 50 years. 

24
 The weighted average life (WAL) shall be calculated using the most recent 6-months average CPR as 

specified on Bloomberg. For primary Issues, the WAL as specified in the prospectus shall be applicable. 



 

 

Category Limits (percent of portfolio size) 

Category Portfolio Limit 

Corporations including non-

bank Financial Institutions 

ADB Operational+Prudential 35% 

 ADB Equity-backed 25% 

ABS/MBS ADB Operational+Prudential 25% 

ADB Equity-backed 10%, Government guaranteed 

only 

 

 

Eligible Liquidity 

 All Cash and Deposits, 

 Government with a 20% haircut for AA+ to AA- and 40% haircut for A+ to 

A-,  

 Agency / Supranational with a 20% haircut for AA+ to AA- and 40% haircut 

for A+ to A-,  

 Corporates (including non-bank financial institutions) with a 50% haircut for 

all ratings  

 Depository banks with a 50% haircut for all ratings  

 Investments in ABS/MBS are not permissible for eligible liquidity 

 



 

 

 

ANNEX 2 

 

Largest exposures: As of 31 March 2011, the Bank‟s sovereign and banking institution 

exposures are concentrated in highly rated countries and institutions.  

 

 
 

 



 

 

GLOSSARY 

 

ABS – Asset Backed 

Security 

 

A security whose value and income payments are derived 

from and therefore "backed" by a specified pool of 

underlying assets. The pools of underlying assets include 

payments from credit cards, auto loans, and mortgage loans 

and others. 

Agency securities Securities issued by an agency or instrumentality of a 

government 

Covered bond 

 

A covered bond is a bond issued by a financial institution 

with recourse to a pool of assets that "covers" the bond in 

the event of default of the issuer. The major advantage of 

covered bonds is that in the event of default, the investor 

has recourse to both the pool and the issuer. 

Credit Rating A credit rating reflects the creditworthiness of an entity and 

is an assessment of its ability to service its debt obligations.  

Credit Support Annex 

(CSA) 

 

This is a standardized document used to document bilateral 

security and other credit support arrangements between 

counterparties for derivatives transactions. It enables the 

transfer of assets i.e. collateral in the form of cash or 

marketable securities, from one party to the other from time 

to time for the purpose of reducing the risk exposures 

arising from derivatives transactions between the parties.  

Derivative 

 

A financial instrument whose value depends on other 

underlying variables such as the price of another financial 

instrument (the underlying asset), interest rates, indices, etc.  

EQB – Equity Backed 

Portfolio 

 

The portfolio which is notionally funded by the Bank‟s 

equity (paid-in capital and reserves) with the objective of 

providing a stable income for the Bank.  

HTM – Held to Maturity 

 

Another name for the EQB portfolio and derived from the 

accounting classification as consisting of assets with the 

intention of holding them until their maturity and accounted 

for on an amortized cost basis and which are therefore not 

subject to market revaluations.  

ISDA – International 

Swaps and Derivatives 

Association, Inc 

Founded in 1985, the Association seeks to make derivatives 

markets safe and efficient through encouraging the prudent 

and efficient development of the privately negotiated 

derivatives business in three key areas – reducing 

counterparty credit risk, increasing transparency, and 

improving the industry‟s operational infrastructure. 

http://en.wikipedia.org/wiki/Corporate_bond
http://en.wikipedia.org/wiki/Underlying_asset


 

 

ISDA Master Agreement 

 

The ISDA Master Agreement and related materials are 

standardized industry documents used by market 

participants to document their derivatives transactions.  

MBS – Mortgage Backed 

Security 

An asset backed security (ABS) where the pool of 

underlying assets consists of mortgages. 

“netting” of exposures 

 

It is commonly used in the determination of exposures of 

derivatives transactions. Netting means to allow a positive 

value and a negative value to set-off and partially or 

entirely cancel each other out thereby reducing overall 

exposure.  

Swap 

 

An agreement between two parties to exchange cash flows 

on an agreed basis.  

SDR – Special Drawing 

Right 

 

Special Drawing Rights were created by the IMF in 1969, 

intended to be an asset held in foreign exchange reserves 

under the Bretton Woods system of fixed exchange rates.  

The value of the SDR is determined by the value of several 

currencies important to the world‟s trading and financial 

systems and is composed of the Japanese yen, the US 

dollar, the British pound and the Euro. The currency basket 

used to value the SDR is "weighted" meaning that the more 

important currencies have a larger impact on the SDR's 

value. Currently, the value of the SDR is equal to the sum 

of 0.423 Euros, 12.1 Yen, 0.111 Pounds, and 0.66 US 

Dollars. 

This basket is re-evaluated every five years, and the 

currencies included as well as the weights given to them 

can then change 

SDR Tracking Error 

 

In 2005, the Bank observed that there were small 

differences between the theoretically correct SDR exchange 

rates and the rates computed by the IMF due to the 

methodology used to value the SDR basket vs other 

currencies.  

These small differences have led to small but persistent 

“tracking errors” between the Bank‟s actual translations 

gains and losses and the predicted variances. 

Although the variances can be addressed by the use of 

„derived‟ SDR exchange rates slightly different from the 

IMF‟s published rates, the Bank has maintained the use of 

the published IMF rates and continues to monitor the effect 

of this tracking error. 

 

http://en.wikipedia.org/wiki/Foreign_exchange_reserves


 

 

 


