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LONG-TERM FINANCIAL INTEGRITY
OF THE ADF

PURPOSE & SUMMARY

The purpose of this paper is to respond to the
request of the Deputies during the First ADF-
11 consultation Meeting in Dar Es Salaam for
an analysis emphasizing the impact of debt
relief initiatives and increased grant funding on
the long-term financial capacity and integrity of
the Fund.

Internally generated financial inflows based on
past operations (i.e.,pre-ADF-11 commitments)
are projected to range from UA 390 million
during ADF 11 to a maximum of UA 1,203
million during ADF 18. These resources, which
underpin the level of the ACC in the medium
term assume full compensation by donors, as
promised for past debt relief initiatives. Without
any compensation, they would be about 45%
lower.

Assuming as a base line scenario that ADF is
fully compensated for MDRI and grants and
that basic new donor contributions are
maintained in real terms (assuming 2% annual
inflation), a simulation of the future
commitment capacity of the Fund with the
Fund’'s Advance Commitment Authority (ACA)
model shows that future commitment capacity
will grow at an average growth rate per
replenishment of 2.71% in real terms through
ADF-26.

In order to shed further light on the potential
impact on the long term financial integrity of
ADF of any shortfalls in donor compensation
for MDRI and grants reflows, sensitivity
analyses on the baseline scenario were
carried out. These simulations show that a
20% shortfall in donor fulfilment of
commitments would result in a reduction in
ADF capacity through ADF-26 that ranges
from a minimum of UA 139 million in ADF-11
to a maximum of UA 269 million in ADF-26 in
real terms (i.e. in today’s prices). This would
represent 9% and 8%, respectively, of the
ACC level in ADF-11 and ADF-26 in the
baseline scenario analyzed, and would result
in an average growth rate per replenishment of
2.41% through ADF-26, as compared to the
2.71% mentioned above for the base case..
For a 45% shortfall, the corresponding
numbers would be UA 313 million (19%) and
UA 414 million (12%), and a corresponding
average growth rate per replenishment of
2.27%
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LONG-TERM FINANCIAL INTEGRITY OF THE ADF

INTRODUCTION

During the ADF-10 mid-term review meeting in The Hague (Netherlands) on 8 — 9
December 2006, Deputies requested a review of the long-term financial integrity of the
African Development Fund, in light of recent debt relief initiatives and increases in grant
funding. Following a review of the requested document at the first ADF-11
replenishment meeting in Dar Es Salaam, (Tanzania) on 14-15 March 2007, Deputies
requested that a revised document emphasizing the impact of debt relief initiatives and
increased grant funding on the Fund’s long term financial integrity be prepared for the
second ADF-11 replenishment meeting. This paper responds to this request.

This paper is organized into four sections. Following this introductory section, section 2
summarizes the evolution of ADF subscriptions in nominal and real terms. It also
analyses the evolution of internally generated resources based on donor commitments
up to and including ADF-10. Section 3 examines the future financing capacity of the
Fund based on existing commitments including the pledge to maintain donor
subscriptions during future replenishments at least at the ADF-10 level in real terms.
This section also carries out sensitivity analyses on future financing capacity with
respect to both foregone principal reflows due to increased grant funding and MDRI
compensation levels. Section 4 provides some concluding remarks.

FINANCIAL RESOURCES OF ADF

The African Development Fund (The Fund) was established in 1973 by the African
Development Bank (The Bank) and a number of State participants to assist the Bank in
making an increasingly effective contribution to the economic and social development
of the Bank's members' and to the promotion of co-operation and increased
international trade, particularly among such members. The Fund’s resources come from
two main sources: (i) subscriptions by State participants (donor subscriptions) that
normally follow a three-year cycle and (ii) internally generated resources.

Donor Subscriptions

The initial subscription of the Fund amounted to UA 173.7 million of which UA 4.6
million was contributed by the Bank and the balance by State participants. This amount
was augmented by a special contribution of UA 41.1 million bringing the total amount of
resources available during the Fund’s initial period (ADF-I) to UA 214.7 million. During
the first replenishment of the Fund (ADF-1), subscriptions by State participants (donor
subscriptions) increased to UA 268.6 million. As indicated in Annex 1, donor
subscriptions grew steadily in both nominal and real terms during subsequent
replenishment exercises reaching a peak of UA 2.44 billion during ADF-6. The growth
momentum was however interrupted with the protracted ADF-7 replenishment
negotiations that culminated in a substantial decline in donor subscriptions to only UA
1.33 billion, despite special contributions of a total of UA 271.51 million by certain
donors. After ADF-7 donor subscriptions resumed growth from the reduced ADF-7 base
and reached UA 2.43 billion in ADF-10. The ADF-10 donors’ subscriptions represented
a decrease of 24% in real terms, compared to ADF-6.

Total donor subscriptions from the initial subscription to ADF-10 amounted to UA 15.48
billion in nominal terms equivalent to 81% of total ADF resources available for

' Atthe time the Fund was created, the membership of the Bank was limited to independent African States.
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commitment since inception of UA 18.98 billion. The balance of the resources
comprising ADF internally generated resources® and transfers from the Bank accounted
for 18% and 1% respectively.

Internally Generated Resources

As indicated in graph 1 below, the contribution of internally generated resources was
limited until ADF-6, when the amount increased substantially due to a higher level of
loan repayments and cancellations and the longer replenishment period due to delays
in completing ADF-7 replenishment negotiations. The sharp increase in internally
generated resources during ADF-10 is attributed to the change in the method for
estimating internally generated resources to the advance commitment authority scheme
(ACA)®, under which ADF uses its stream of expected future credit reflows to back
disbursements on approved credits and grants. This had the effect of doubling the
volume of internally generated resources for the ADF-10 period.

Graph 1: Historical Evolution of ADF Resources since Inception in Nominal
Terms (Amounts in UA Million)
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In real terms, using an historical long term SDR inflation rate of 2%* per annum, total
ADF resources grew at an annual rate of 41% from ADF-1 to ADF-6 and following a
sharp decline during ADF-7, at an annual rate of 17% from ADF-7 to ADF-10. As
indicated in Annex 1, total ADF resources in real terms since inception amount to UA
12.56 billion.

It is worth noting that had the growth momentum in donor subscriptions that was
evident from ADF-1 to ADF-6 been maintained, donor subscriptions during ADF-10
would have reached a level of approximately UA 3.9 billion, as indicated in graph 2
below. Alternatively, if ADF-6 were taken as a benchmark period and donor
subscriptions during replenishments post ADF-6 maintained at the ADF-6 level in real
terms, donor subscriptions during ADF-10 would have increased to UA 2.92 billion in
nominal terms.

2 ADF internally generated resources comprise loan repayments, loan cancellations and ADF surplus (deficit) for
replenishments up to and including ADF-9 and the advance commitment capacity for ADF-10.

3

Rather than base the contribution of internally generated resources to a replenishment’s commitment capacity on

the actual volume of resources generated internally during the replenishment period, the volume of commitments is
estimated as the maximum commitment that the Fund can make on the basis of internally generated resources
while maintaining liquidity above the prudential minimum level as prescribed by the Fund’s liquidity policy
(prudential level equals to 50% of following year’s projected disbursements).

4 The 2% assumed inflation rate compares closely with the average SDR inflation rate between 2002-2007
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Graph 2: Extrapolation of Donor Subscriptions Based on pre-ADF-7
Subscriptions (nominal terms)
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Evolution of Future Reflows from Pre-ADF 11 Operations

2.7 Graph 3 below presents the evolution of future reflows based only on pre-ADF-11
operations in nominal terms, assuming full compensation as promised for loans
cancelled under MDRI.

Graph 3: ADF Projected Loan Reflows from Existing Operations up to ADF-10
(Amounts in Nominal UA Million)
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Indeed, future reflows will come mainly from regular repayments from loans that are
currently disbursed and outstanding as well as projected new disbursements from
undisbursed loan balances as at 31 December 2007, MDRI compensation and
compensation for foregone principal repayments due to increased grant funding during
ADF-9 & 10. These resources are projected to increase from UA 390 million during
ADF-11 to a maximum of UA 1,203 million during ADF-18 and then to decline from then
onwards as indicated in Graph 3. The Fund would have to limit its future funding
operations to these relatively small amounts if new donor subscriptions were not
available.

Moreover, if donor pledges to compensate the Fund for increased grants and loans
cancelled under MDRI do not fully materialize the Fund’s operations would be further
reduced. This underscores the need for donors to honour pledges to compensate the
Fund debt relief initiatives and continued strong support in the form of enhanced levels
of subscriptions during future replenishments.

3. FUTURE FINANCING CAPACITY

3.1

3.2

3.3

This section of the report will begin with a brief summary of the ACA model. It will then
present the assumptions on which preliminary estimates of the Advance Commitment
Capacity (ACC) for ADF-11 are based. The results of sensitivity analyses highlighting
the impact of different levels of donor compensation for grants and MDRI on future
ACCs will also be presented. The section will conclude with the observation that the
number of ADF beneficiary states is expected to remain the same in the medium term
as no members are projected to graduate.

ACC model

The conceptual framework for an ACA scheme begins by notionally splitting
commitment capacity into two components: i) commitment capacity attributable to new
Donor contributions; and ii) commitment capacity from all other sources’. Consistent
with the philosophy behind replenishment-specific encashment schedules, an ACA
scheme assumes that disbursements against commitments attributable to donor
contributions (the first component) will be covered by the encashment of the
corresponding notes deposited by donors. Given this direct pass through of donor
contributions, the ACC model developed for the Fund seeks to determine the level of
loan and grant commitments from all other sources (the second component) that the
Fund can make and still have sufficient internally generated liquidity to comfortably
meet all reasonable disbursement requests.

The ACC model is built around a simple three-step projections process. It starts by
estimating the amount of liquidity available at the beginning of the first year of the
replenishment cycle that is not derived from the encashment of donor obligations. In the
next step, the model estimates the Fund’s net cash flows for the year, excluding any
disbursements to loans that are directly funded by the encashment of donor obligations.
In the third step, the projected net cash flow during the year is then added to the
liquidity at the beginning of the year to estimate the liquidity at the end of the year. The
same process is repeated for subsequent years. As the constraining limit during
successive iterations of the three-step process, the ACC model computes the ratio of
disbursements during any given year compared to the liquidity at the end of the
previous year. The model then determines the maximum level of advance commitments
the Fund could provide while ensuring that the projected level of liquidity does not fall
below the 75% the upper boundary of the liquidity range prescribed by the Fund’'s
liquidity poIicyG.

The other sources include loan repayments, grant compensation, MDRI compensation, loan cancellations. ADF

surplus and transfers from the ADB

The lower boundary of the liquidity range is 50%. The use of the upper boundary of the liquidity range is consistent

with the practice during ADF-10 and results in a conservative estimates for ACC.

4
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Core assumptions

Due to the long maturity nature of ADF lending (50 years) and the extended
disbursement profile (10 years), it is necessary to analyze the Fund’s financial integrity
over a minimum 50 years horizon so as to capture the full impact of the Fund’s cash
flows over an entire project cycle from loan signature to full repayment. Furthermore,
due to the highly concessional nature of ADF’s loans it is imperative that financial
values are considered in both nominal and real terms.

MDRI has altered the Fund’s financing framework by canceling certain future loan
reflows (starting in 2006) that had already been committed in advance under a prior
ADF replenishment (ADF-10), and by lowering the volume of loan reflows that will
become available to support future ADF financing operations. However, the canceled
loan reflows will be fully compensated for by donors. The core assumptions used in this
section reflect this commitment by donors. Nevertheless, in the next sections of this
paper these core assumptions will be challenged in the light of MDRI implementation
experience to date.

Table 1 below lists the core financial assumptions used in simulating the base case
level of the Fund’s Advanced Commitment Capacity (ACC) over several replenishments
and the related sensitivity scenarios disclosed in the rest of this paper. The ACC
combined with new donor subscriptions constitute the envelope of resources available
for commitment during each replenishment period.

Table 1: Core financial assumptions

Donor contribution in
future ADF
replenishments

For purposes of the base scenario and without prejudice to indications by certain
donors for higher levels of replenishment donor subscriptions during future
replenishments are conservatively assumed to remain unchanged in real terms. In
other words, the nominal amounts are assumed to increase by 2%’ per year the
assumed rate of inflation.

Debt relief costs

In addition to regular contributions donors would cover 100% of MDRI costs for all
HIPC countries® (on forgone principal & interests) through additional contributions
in future replenishments on a pay-as-you-go basis without leaving a financing gap.
Any additional, future debt relief to be provided by the Fund would similarly be
covered through additional donor contributions in the same proportions.

Grant costs

In addition to regular contributions donors would finance foregone principal reflows
due to grants through additional contributions in future replenishments, on a pay-
as-you-go basis. Compensation on principal is estimated as 1% of the disbursed
and outstanding grant amount from year 11 to 20 (assuming a grace period of 10
years), and at 3% from year 21 to 50. Foregone charges income is included as a
volume discount on subscriptions (as upfront compensation equivalent to 11.9% of
the grant disbursement amount). Assumed is a grant share of 28%, in line with the
actual average share in ADF-10.

Loan charges

Fixed service charges of 75 bps ; commitment charges of 50bp on undisbursed
amounts commencing 120 days after loan signature

Administrative expenses

Increasing by 3% per year, starting from 2008

ADB transfers Constant at UA 10m per year, starting from 2008 as in past replenishment cycles.
Repayment sensitivity Repayment flows maintained constant at 85% of expected loan repayments to
factor account for delayed repayments by countries in arrears to the Fund

Disbursement sensitivity Reduction in disbursement flows maintained constant at 93.18% of signed loans to
factor account for grant compensation and loan cancellations.

Prospective investment
return rate

Constant at 4.45%, equal to the current rate of return on ADF liquid investments.

Minimum prudential level
of annual liquidity

75% of next year projected disbursements

Loan cancellations and
savings

Constant at UA 100 million per year in nominal terms

' As indicated previously the 2% rate is the average UA (SDR) annual inflation rate over the past five years.
8 Benin, Burkina Faso, Burundi, Cameroun, Central African Republic , Chad, Comoros, Congo, Cote d’lvoire, DRC,

Eritrea

Ethiopia, Gambia, Ghana, Guinea, Guinea-Bissau ,

Liberia, Madagascar, Malawi, Mali, Mauritania,

Mozambique, Niger, Rwanda, Sao Tome, Senegal, Sierra Leone, Somalia, Sudan, Tanzania, Togo, Uganda,

Zambia.
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Simulation of future assistance capacity

The Fund’s future assistance capacity will depend on the volume of available future
donor contributions and internally generated resources estimated using the Advance
Commitment Authority scheme (ACA). In projecting commitment capacity during future
replenishments based on internally generated resources, the objective is to maintain
the ACC at a level such that the liquidity ratio is always maintained at or above 75%.
The base case scenario shown in the Graph 4 below optimizes the volume of internal
resources to be made available during each replenishment period whilst maintaining
the level of future liquidity at or slightly above the minimum prudential level and is
based on the assumptions listed in Table 1.

As shown in Graph 4, and Annex 3 the Fund’s total development resources per
replenishment comprising donor subscriptions and the ACC and assuming no
carryovers would grow at a rate of approximately 2.71% per replenishment from UA
4.084 billion during ADF-11 to UA 5.834 billion during ADF-26 in real terms (assuming
an annual long-term inflation rate of 2%), compared to real growth rate for total ADF
resources of 16 % observed between ADF-7 and ADF-10. This growth is attributable
exclusively to the 6.59% real growth in ACC from UA 1.627 billion in ADF-11 to UA
3.377 billion in ADF-26.

The impact of MDRI is fully neutralized as donors are assumed to provide the required
contributions to replace forgone reflows in addition to the baseline replenishments.

The impact of grants on lowering available loan repayments would only become
apparent over the long-term, because of the long-maturity and the back loaded
repayment schedule of ADF loans indicated in the assumptions as no repayment
occurs during the first 10 years and only 10% of loans are repaid from year 11 to 20.

Graph 4: Future ADF Development Assistance Capacity in Real Terms with 100%
Grant and MDRI Compensation (Amounts in UA Million per replenishment)
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Graph 4 shows the level of donors contributions and the ACC. Conceptually, the ACC
may be considered as comprising the following elements:

- Loan repayments

- MDRI compensation

- Grants compensations
- ADF surplus

- ADB transfers

Loan cancellations and
- ACC mark-up.

The ACC mark-up represents the incremental commitment capacity that is available
under the Advance Commitment Authority. Before the implementation of the ACA, the
ADF commitment capacity from internal resources was limited to the sum of the
effective cash inflows and cancellations available during each replenishment period.
The ACC mark-up therefore represents the advantage of using the ACA model for
estimating the contribution from internal sources during each replenishment

Stress scenarios on future assistance capacity

Donors have committed to meet the ongoing costs to ADF over time from grants and
debt relief under MDRI. MDRI compensation during ADF-10 will total UA 76.8m in
nominal terms, and is expected to accumulate to a total of UA 6.1bn by ADF-26. The
rest of this section will test the sensitivity of the Fund’s financing capacity to the level of
compensatory financing received or to be received from donors through the end of the
ADF-26 period.

Impact of Lower Grant and MDRI Compensation

As indicated in Annex 3 compensation for forgone principal reflows due to grants and
for MDRI debt relief constitute 35% of the Fund’s future reflows based on the Fund’s
existing commitments and the pledge to maintain future donor contributions during
future replenishments at the ADF-10 level in real terms. While donors as a group have
pledged to compensate the Fund for foregone principal reflows due to grants and loans
cancelled under MDRI on a dollar for dollar basis and on a pay as you go basis, the
experience on MDRI contributions indicate that there could be significant delays by
some donors in meeting their obligations. If actual compensation received or
irrevocably pledged were to total only 80%° of the expected amounts, the level of ACC
would decline in both nominal and real terms as indicated in item 2 of Table 2 below.

A similar scenario whereby only 55%'° of the grant and MDRI compensation is received
or irrevocably pledged would lead to a decline in the level of the ACC as indicated in
item 3 of Table 2.

? The 20% shortfall corresponds approximately to the actual level of payments received for the MDRI 2006-2007
period (80%).

' The 45% shortfall corresponds approximately to the current level of MDRI unqualified commitments for the 10-year
period beginning in 2008.



Table 2: Sensitivity of the Advanced Commitment Capacity (ACC) to changes in
donors’ compensatory commitments from ADF 11 to ADF 26 (Amounts in UA

Million)
Level of ACC in nominal terms Level of ACC in real terms (i.e. 2005
prices)
ADF-11 Avg. ADF- | ADF-26 ADF-11 Avg. ADF- | ADF-26
11 to ADF- 11 to ADF-
26 26
1. Base case (100% MDRI & grant 1,761 4,167 8,910 1,627 2,215 3,377
compensation for foregone principal
reflows)
2.80%" MDRI & grant compensation | 1,610 3,832 8,201 1,488 2,035 3,108
for foregone principal reflows
3. 55 % MDRI & grant compensation | 1,422 3,437 7,818 1,314 1,821 2,963
for foregone principal reflows

3.15

3.16

3.17

3.18

41

The two scenarios discussed above show that the average ACC level can vary by
almost 18% (from UA 4,167 million to UA 3,437 million) depending on the degree of
compensation for foregone principal due to grants and loans cancelled under MDRI.

Graduation scenario

The Fund’s beneficiary countries can benefit from increased funding levels in future
years under two different circumstances. The first circumstance is for the resource
envelope available for allocation to grow either through new donor subscriptions or
higher levels of internally generated resources. The second circumstance is for the
number of beneficiary countries to reduce through graduation. In 1995, the Bank Group
introduced a credit policy that restricted non concessional public sector lending to a
small number of countries considered credit worthy of which 3 were blend countries that
could borrow from both the Bank and the Fund. The remaining regional member
countries of the Bank group could receive financing only from the Fund.

Since 1995 only two countries, namely Egypt a blend country and Equatorial Guinea
have graduated from the ADF; the first because its GNP per capita increased beyond a
predetermined threshold level and the second because of the recent discovery of
substantial oil reserves.

The International Development Association (IDA) has demonstrated in a paper for IDA
15 Deputies on IDA’s Long Term Financial Capacity that no countries currently
receiving financial assistance from IDA is expected to graduate within the next two
decades. As the Bank Group’s credit policy is currently closely aligned to that of IDA, it
is not expected that any ADF countries will graduate in the foreseeable future. One can
therefore safely assume that the Fund’s envelope of resources will continue to be
allocated to the same number of countries during the next couple of decades.

CONCLUSION

Since its inception in 1973 ADF has mobilized UA 18.98 billion in development finance
of which UA 15.48 billion equivalent to 81% was from donor subscriptions. In 1973
prices and using an historical SDR inflation of 2%, ADF has mobilized UA 12.56 billion
in real terms since 1973. Future internally generated cash inflows based on past
lending operations will range from UA 390 million during ADF 11 to a maximum of UA
1,203 million during ADF 18. These resources, which underpin the level of the ACC in




4.2

4.3

the medium term, assume among other things full compensation for debt relief
initiatives.

Assuming as a base line scenario that ADF is fully compensated for MDRI and grants
and that basic new donor contributions are maintained in real terms (assuming 2%
annual inflation), a simulation of the future commitment capacity of the Fund with the
Fund’s Advance Commitment Authority (ACA) model shows that future commitment
capacity will grow at a compounded annual growth rate of 2.71% in real terms.

Sensitivity analysis shows that a 20% shortfall in donor fulfilment of commitments to
compensate ADF for MDRI and grants reflows would result in an average growth rate
per replenishment of 2.41% through ADF-26, as compared to the 2.71% for the base
case analyzed. For a 45% shortfall, the corresponding average growth rate per
replenishment would be 2.27%.
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