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ABBREVIATIONS 
 
 
ADB  – Asian Development Bank  
ADF  – Asian Development Fund  
BOP  – balance of payments  
CAP  – country assistance plan  
CAR  – Central Asian republics  
CCL  – contingent credit line  
DMC  – developing member country  
IADB  – Inter-American Development Bank  
IBRD  – International Bank for Reconstruction and Development  
IDA  – International Development Association  
IFI  – international financial institution  
IMF  – International Monetary Fund  
LIBOR  – London interbank offered rate  
NGO  – Non-governmental organization  
OCR  – ordinary capital resources  
PCA  – program cluster approach  
PCR  – program completion report  
PDMC  – Pacific developing member country  
PPAR  – program performance audit report  
PSAL  – programmatic structural adjustment loan  
PSAC  – programmatic structural adjustment credit  
RRP  – report and recommendation to the President  
SAL  – structural adjustment loan  
SDP  – sector development program  
SOE  – state-owned enterprises  
SPL  – special program loan  
SRF  – supplemental reserve facility  
SSAL  – special structural adjustment loan  
TA  – technical assistance  

 
 
 
 
 
 
 
 
 
 
 
 
 

Note 
 

In this report, "$" refers to US dollars 
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EXECUTIVE SUMMARY 
 

Since the introduction of the program lending modality 20 years ago, the objectives, 
scope, design, and procedures governing the use of the modality have undergone significant 
changes. Recent developments have highlighted the need to enhance the flexibility of the 
instrument to meet clients' changing needs. These developments include new types of 
crises, new clients with special needs and new areas of Asian Development Bank (ADB) 
involvement in policy and institutional reform. In parallel with these developments, ADB's 
transformation from a project financier to a broad-based development institution has paved 
the way for developing and using more flexible ways of providing lending and non-lending 
services to DMCs. This paper aims to carry the process forward by reviewing recent trends 
in program lending and based on past experience and forecasted needs, to identify the gaps 
in the policy framework and product line that need to be filled.  
 

The situations in which program loans have been provided to DMCs fall under two 
broad categories: (i) in noncrisis situations, to support changes in prevailing policies and 
institutions or to introduce new ones, and (ii) in unanticipated crisis situations, to address the 
structural causes of the crisis and to mitigate the crisis conditions confronting affected 
DMCs. Noncrisis situations, however also vary considerably depending on the nature of the 
reforms to be undertaken and the policy delivery capacity of the implementing agency. There 
are differences in the program horizon, the program implementation approach, and the 
program disbursement pattern. A short to medium-term horizon, upfront design of all 
program components, and a relatively quick loan disbursement pattern is suited to areas 
where the needed policy actions are well recognized, where there are short-term adjustment 
costs associated with these policy actions for which "bridge financing" is required, and where 
policy delivery capacity exists. The existing program lending instrument remains appropriate 
for these situations. However, a lesson learned from past experience is that more careful 
apportioning of conditionalities and disbursements across tranches is required to ensure 
timely implementation. This may require more frequent use of multiple-tranching. Further, to 
provide adequate incentives for maintaining the strength and quality of program 
implementation, the corresponding disbursements should be backloaded.  
 

A longer program horizon, a process oriented approach, and a slower disbursement 
pattern is likely to be appropriate in the following situations: where solutions to policy 
problems are not obvious or at any rate are difficult to specify upfront in their entirety, where 
the incidence of adjustment costs is spread out, and where policy implementation capacity 
needs to be built up. The program cluster modality is proposed to meet these differing 
requirements of program lending. A program cluster loan will comprise a number of logically 
linked subprograms designed to address a complex policy problem over a longer time 
horizon and in a manageable way. The logical linkage between the subprograms and the 
broad objectives will be provided up front in a program cluster concept paper that will require 
approval of ADB's Board of Directors. The detailed design of successive subprograms will 
be undertaken at appropriately timed intervals to match the actual policy delivery capacity 
and to allow for learning during implementation. The Board will separately approve each 
subprogram. It is emphasized that the program cluster approach is intended to complement 
ADB's existing lending modalities, not to compete with them or dilute their objectives.  

 
ADB's recent experience in crisis-related assistance and developments in instrument 

design by other multilateral development banks have shown that in designing instruments, 
there has to be differentiation between noncrisis and unanticipated crisis situations. The 
special program loan (SPL) is designed to meet the need for the latter, i.e., providing, in 
exceptional cases, financial support beyond anticipated levels to countries that suffer large 
unexpected economic shocks. The rapidity with which events unfolded in the recent Asian 
crisis left ADB with little option but to respond quickly with available instruments. When 
unanticipated future crises occur, ADB may be left with little option but to participate in some 
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of the international rescue packages to assist the affected countries. Given the unanticipated 
and quick disbursing nature of such lending and, consequently, its potentially adverse effect 
on normal ADB operations and financial indicators, ADB should have in place a set of 
guidelines to mitigate the fallout of crisis support on normal ADB operations and risk-bearing 
capacity. To this end, it is proposed to introduce the SPL modality for assisting countries 
eligible for ordinary capital resources, provided other identified prerequisites for SPLs are 
met. SPLs will carry shorter maturity and grace periods than normal program loans. Also, 
they will carry higher loan charges-the minimum loan spread on SPLs will be 400 basis 
points above London interbank offered rate (LISOR). The spread will be fixed for the life of 
the SPL. However, the floor would be adjusted from time to time as necessary to take into 
account ADB's overall risk-bearing capacity and market conditions. Consequently, the 
spread could vary from one SPL to another. In addition, such other charges as may be 
applicable to regular OCR loans, for example, commitment charges, would apply to SPLs.  
 

Since the inception of program lending, ADB has adopted a policy of limiting the 
share of program lending in total lending. The rationale for the ceiling has been the need to 
ensure an appropriate mix of project and program lending. The ceiling has been revised from 
time to time keeping in view the needs of DMCs and ADB's capacity to respond thereto. The 
ceiling was last revised in 1987. Since then, program lending has assumed greater 
significance for a number of reasons, of which the challenge of managing international 
economic integration is one of the most important. This has placed economic policies at 
center stage. At the same time, ADB's capacity to provide policy-based assistance has been 
strengthened. A review of the current ceiling on program lending is therefore timely and 
necessary .The review showed that program lending levels since 1997 have been higher 
than in the past due to (i) some countries' increased need for policy-based assistance for 
corrective crisis-related measures, and (ii) ADB's reorientation as a broad-based 
development institution. With the region's recovery from the crisis, program lending is 
expected to decline from the levels witnessed in 1997-1999. Nevertheless, program lending 
in the future is expected to be higher than in the pre-crisis period, due to a number of factors, 
including, inter alia, (i) helping DMCs cope with a more challenging international economic 
environment, (ii) follow-through of reforms initiated in crisis- affected countries (iii) heavier 
involvement in certain sectors with positive externalities, (iv) new role as a broad-based 
development institution, and (v) widening responsibilities in Central Asian transition 
economies that have special needs in terms of strengthening institutions. Taking these 
factors into account and the evolving pipeline for program lending, a 20 percent share for 
program lending of the total public sector lending on a three-year moving average basis is 
proposed under normal circumstances. The first such three-year period following the 
adoption of 20 percent limit will be 2000-2002. The program component of SDPs and OCR 
and ADF policy- based guarantees (but not guarantees under the Asian Currency Crisis 
Support Facility) will count towards the ceiling.  
 

The three measures proposed i.e., (i) introducing the program cluster approach in 
program lending, (ii) introducing the special program loan, and (iii) requiring that the share of 
regular program lending should not normally exceed 20 percent of total public sector lending, 
will provide ADB with the necessary flexibility to cope with the changing needs of its DMCs.  
 
 



I. CONTEXT 
 
The Asian Development Bank introduced program lending in 1978. At that time, the 

instrument was intended to be used to finance imports of essential production inputs in 
shortfall that constrained capacity utilization. Successive policy reviews since then have 
resulted in significant changes in the objectives and policies governing program lending. 
Recent developments in the region have shown that further modifications and extensions 
may be necessary to better meet clients' changing needs. An additional impetus for the 
review has come from the Board of Directors, as several members have raised specific 
issues relating to program lending, including the applicability of the current ceiling on 
program lending,5 ADB's role in crisis lending, and the terms and conditions of such 
assistance. Other members have requested that the paper address these issues against a 
broader review of program lending policies.  
 
2. This paper meets the above concerns by analyzing the changes that have taken 
place in the economic environment facing developing member countries (DMCs) since the 
last review of program lending in 19966 and identifying the gaps in the policy framework and 
instrument design that need to be addressed. In 1997, the region was overtaken by a crisis 
of unprecedented severity and duration. The crisis served as a grim reminder that policies 
matter both for crisis prevention and for crisis management. The International Monetary 
Fund (IMF)7 has noted that contagious crises, or crises characterized by the sudden and 
widespread withdrawal of funds from emerging markets, may have become intrinsic features 
of globalized capital markets. Economic policies cannot be expected to fully preempt swings 
in market sentiment, but they can reduce the risk and virulence of adverse shifts in 
confidence, including those arising from financial contagion. Further, in an increasingly 
interdependent global economy, it is important that countries not directly affected by crises 
take timely action to prevent crises from occurring. Policy responses to a financial crisis also 
have a substantial impact on the depth, duration, and social costs of an ensuing recession. 
These lessons have not been lost on DMCs. Across the region, there is now widespread 
recognition of the detrimental effects of policy, regulatory and institutional failures.  
 
3. ADB's capacity to respond to these changing needs has been enhanced by its 
transformation into a broad-based development institution. This transformation has required 
ADB to broaden and deepen fundamentally its policy analysis in critical areas and to more 
actively engage DMCs in policy dialogue and reform. To carry the process forward however, 
extensions of the program lending product line and reassessment of the quantitative 
elements of the policy framework are required. Product extensions are required to enable 
better differentiation between noncrisis and crisis situations in which policy-based lending is 
undertaken. Further, within noncrisis situations, a closer linkage is needed between the 
incidence of adjustment costs, the disbursement profile, and the program horizon. 
Reassessment of the quantitative elements of the policy framework, in particular the 
program lending ceiling, is necessary to reflect current realities.  
 
4. The paper is organized as follows. Section II traces the evolution of ADB's program 
lending instrument. Section III analyzes (i) aggregate, country, and sector-wise trends in 
program lending; (ii) the factors underlying these trends; and (iii) evaluations of program 
loans that have become available since the last review. Section IV examines the policy-
based lending modalities of other major international financial institutions (IFIs) to draw 
lessons for strengthening ADB's program lending product line. Section V discusses how the 
flexibility of the program lending modality may be enhanced by (i) adopting a program cluster 
approach; (ii) introducing the special program loan (SPL) to meet the need for large, 
                                                      
5 The current ceiling requires that the ADB's program lending i.e., the sum of program lending from 

the Asian Development Fund and ordinary capital resources (OCR), does not exceed 15 percent of 
the total public sector lending on a three-year moving average basis.  

6  R143-96: Review of the Bank's Program Lending Policies, 3 July. 
7  World Economic Outlook. 1999. IMF. Washington, D.C.  
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unanticipated financial support in crisis situations; and (iii) resetting the ceiling on program 
lending to take into account new and differing circumstances. Section VI presents 
recommendations for approval of the Board of Directors. 
 

II. EVOLUTION OF ADB's PROGRAM LENDING INSTRUMENT 
 
5. Since the introduction of program lending in 1978, the modality has been reviewed in 
1983, 1987, and 1996. The policy frameworks approved by the Board for program lending in 
these successive reviews have focused, inter alia, on the following dimensions of program 
lending: (i) objectives, (ii) eligibility criteria, (iii) design, (iv) ceiling on share of program 
lending, (v) disbursement procedures, and (vi) use of counterpart funds. Tracing the 
evolution of the program lending modality since it was first introduced in 1978, a discernible 
shift is apparent in the objectives sought to be achieved through the instrument that in turn 
has led to significant changes along other key dimensions (Appendix 1).  
 
A. Definition  
 
6. The general characteristic of policy-based program loans and guarantees is that they 
are not linked to specific project activities but to implementation of policy reform and are 
relatively quick-disbursing to cover the immediate adjustment costs arising from policy 
reforms. Project loans on the other hand are closely tied to expenditures incurred on the 
project and are therefore disbursed relatively slowly as the project expenditures are incurred. 
Another characteristic of policy-based lending is that it has sector-wide and economy-wide 
impact, whereas projects are often localized in their impact.  
 
B. Objectives  
 
7. In the initial years, the primary objective of program lending was to provide short-term 
input financing to improve utilization of existing capacity in a sector. This production-oriented 
approach had only limited impact because it did not take into account factors other than 
inputs that inhibited sector productivity, particularly the policy environment associated with 
ADB-assisted programs. With the adoption of the 1987 policy framework, the emphasis of 
program lending shifted from an input financing orientation to a focus on improving the policy 
environment for enhanced sector efficiency. The approach was further refined in the 1996 
policy review of program lending with the introduction of the sector development program 
(SDP) loan. The rationale was that an effective sector development program may require 
both substantive policy reform and large-scale investment.  
 
C. Eligibility Criteria  
 
8. The eligibility criteria for program lending have changed, reflecting the shift in 
objectives sought to be achieved through the instrument. Borrowers are no longer required 
to demonstrate a balance-of-payments need in terms of an inability to finance essential 
inputs. Instead, the prerequisites for program lending now are (i) agreement on a broad-
based medium-term sector program of policy and institutional reforms, and (ii) the need for 
external financing to meet the adjustment costs associated with the reform program. 
Satisfactory implementation experience with previous program loans and government 
ownership of proposed program are additional criteria.  
 
9. Existing ADB policy4 also allows for the provision of guarantees for an ongoing 
program, primarily to help meet the adjustment costs of the reform. The use of guarantees in 
conjunction with a program must take into account (i) any potential influence of participating 
private financiers under the guarantee on ADB's reform programs, and (ii) the additionality of 
guarantees to the reform program and ADB's overall development impact.  
 

                                                      
4  R135-99: Review of the Bank’s Guarantee Operations, 31 August.  
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D. Program Design  
 
10. With the shift in focus of program lending from input financing to policy-based 
lending, the design of program loans has become more complex. The Report and 
Recommendation of the President (RRP) documents for program loans are now required to 
address the following issues:  
 

(i) Diagnostics: assessing the extent to which a particular policy distortion leads 
to a particular policy problem;  

 
(ii) The Policy Matrix: selecting policy actions for inclusion in the matrix based 

on the extent to which they address problems identified in the diagnostics;  
 

(iii) Linkage with Sector Strategy: ensuring that the program formulation is 
consistent with the government's plan for the sector and ADB's own sector 
strategy;  

 
(iv) Tranching: apportioning policy actions into tranches to ensure proper 

sequencing and implementation of required policy actions;  
 

(v) Policy-focused Institution Building: providing complementary assistance to 
enhance policy delivery capacity;  

 
(vi) Adjustment Costs: identifying, to the extent possible, the costs of policy 

change; and  
 

(vii) Performance Indicators: specifying monitorable indicators that can 
subsequently be used to assess the development impact of the program.  

 
From the above, it is clear that program loan designs are now complex exercises in 
economic and institutional reform. As such, their successful implementation depends not 
only on the technical design but also the manner in which the political economy of the 
reforms is factored into the design.  
 
E. Ceiling  
 
11. The 1978 policy framework that introduced the program lending instrument a1so 
imposed a ceiling on such lending. The justification for the ceiling given at that time was that 
the financing of specific projects must continue to be ADB's principal mode of operations and 
that program lending should constitute a relatively small proportion of ADB's annual lending. 
In the initial years of program lending, there was both an ADB-wide (5 percent) and a 
country ceiling (10 percent) on ADB lending. Following the 1987 policy review, the country 
ceiling was dropped. The ADB-wide ceiling was revised to 7.5 percent in 1983 and to 15 
percent in 1987 to allow a reasonable increase in program lending to meet the expanded 
needs of DMCs. To provide some flexibility, the ceiling on total program lending, sourced 
from both the Asian Development Fund (ADF) and the ordinary capital resources (OCR), 
was shifted from an annual to a three-year moving average basis. In 1992, a subceiling on 
ADF lending (22.5 percent) was added in view of the high incidence of program lending from 
ADF sources.5 The policy framework approved in 1996 retained the overall ceiling at 15 
percent but noted that if the SDP concept proved successful and was used on a wide scale 
to promote sector policy reforms, a relaxation of the present ceiling could be considered 
during the next review of the program lending policies.  
 
12. In summary, successive policy reviews have brought about significant modifications 
in the program lending instrument in terms of objectives, eligibility requirements, design, and 

                                                      
5  R83-92. Arrangements for Lending from ADF and TASF Operations Funded by ADF Contributions. 28 May.  
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ceiling on such lending. In addition, program lending has been expanded to include the SDP. 
The issue of whether the policy framework has proved adequate in the light of emerging 
trends is examined in the next section.  
 
 

III. EMERGING TRENDS IN PROGRAM LENDING: 1996-1998 
 
13. The last review covered program lending trends during 1987 to 1995. The present 
review of trends will cover the three-year period 1996-1998. The trends in program lending 
for this period, the underlying factors, and their implications for ADB operations are 
discussed in this section.  
 
A. Aggregate and Country Analysis of Program Lending  
 
14. To make meaningful comparisons of trends in program lending that take into account 
the developments in the region since the last review, the analysis is dealt with in three parts: 
(i) overall trends, (ii) program lending to countries directly affected by the recent regional 
crisis, and (iii) program lending to countries not directly affected by the crisis.  
 

1. Overall Program Lending  
 
15. Over the three-year period from 1996 to 1998, ADB approved 30 program loans 
totaling $7.9 billion, including 11 from OCR, 18 from ADF, and 1 ADF-OCR blend loan (see 
Appendix 2 for a list of these program loans). This averaged 10 program loans per year and 
an annual volume of $2.6 billion in program loans, inclusive of the loans to crisis-affected 
DMCs.  
 
16. During the last review period (1987-1995), the ceiling on overall program lending was 
exceeded only once (1989) and by only a small margin. During the current period, program 
lending shares of total public sector lending on a three-year moving average basis6 were 
29.2 percent for 1996, 38.6 percent for 1997, and an estimated 46.5 percent for 1998. Of 
relevance to the ceiling, however, the RRPs of the loans to the Republic of Korea ($4 billion) 
and Indonesia ($1.4 billion) explicitly provide that these large-sized loans do not count 
toward the ceiling (Figure 1). Excluding these two loans, program lending shares on a three-
year moving average basis were 11.7 percent in 1996, 16.7 percent in 1997, and an 
estimated 27.0 percent in 1998. Thus the ceiling was exceeded for two consecutive years 
even after excluding the two large crisis-related program loans. Interestingly, the three-year 
moving average subceiling of 22.5 percent on ADF program lending introduce in 1992 
(Figure 2) was not exceeded.  
 

                                                      
6  The ratio for, say, 1997 on a three-year moving average basis means that the sum of all program loans (i.e., 

both from ADF and OCR) for the three years 1996, 1997 and 1998 is divided by the sum of all public sector 
loans in those three years.  
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Figure 1: Program Loans as a Percentage  

of Total Public Sector Lending 
Three-Year Moving Average for 1996-1998a 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

a The data series may include or exclude the following Ioans: the Republic of Korea's Financial Sector 
Program ($4.0 billion) in 1997 and Indonesia's Financial Governance Reforms Program ($1.4 
billion) in 1998.  

 
 
 

Figure 2: ADF Program Loans as a Percentage of Total ADF Lending  
Three-Year Moving Average for 1996-1998 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 



 6

Figure 3: Share of Program Loans in Total Public Sector Lending  
to Individual DMCs, 1996-1998 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

BAN = Bangladesh; BHU = Bhutan; CAM = Cambodia; CARs = Central Asian Republics; IND = India, 
INO = Indonesia; KOR = Republic of Korea; LAO = Lao People’s Democratic Republic; MAL = 
Malaysia; MLD = Maldives; MON = Mongolia; PAK = Pakistan; PDMCs = Pacific Developing Member 
Countries; PHI = Philippines; NEP = Nepal; PRC = People’s Republic of China; SRI = Sri Lanka; THA 
= Thailand; VIE = Viet Nam. 
 
 
17. Figure 3 shows the share of program lending to individual DMCs in their total lending 
for 1996-1998. For the countries affected by the regional crisis (see below), a significant 
share of total lending is in the form of relatively quick disbursing program loans. Among other 
countries, the Pacific DMCs have received a significant share of ADB assistance as program 
loans.  
 

2. Program Lending to Crisis-Affected Countries  
 
18. Program lending to the countries affected by the crisis (Indonesia, the Republic of 
Korea, Philippines, and Thailand)7 amounted to $6.8 billion for seven program loans. Of 
these seven loans, one was a single tranche operation, three were divided into two tranches, 
two into three tranches, and one into four tranches. The projected period between the first 
and second tranche releases for crisis-related loans (8.3 months) was relatively short. Also, 
in all but one of the seven loans, two-thirds and more of the total loan amount is estimated to 
have been disbursed within the first year. The average estimated period for completing 
disbursement of these loans is around one and a half years. The loans, with the exception of 
the program loan to the Republic of Korea, were provided at standard terms applicable to 
OCR program loans.8 Three of the program loans were for financial sector reform, two for 

                                                      
7  The Asian Development Outlook 1999, noting that Indonesia, the Republic of Korea, Malaysia, Philippines, and 

Thailand suffered the most severe adverse impacts as a result of the crisis, collectively refers to this group as 
the crisis-affected countries.  

8  Regular OCR program loans have a fixed maturity of 15 years including grace period of 3 years. The program 
loan to the Republic of Korea in 1997 has four trenches. Repayment is at the end of the 7 years of each 
tranche release.  
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the social sector,9 one for infrastructure, and one for environmental improvement,10 The 
loans during this period were generally in support of structural reforms that contributed to 
restoring investor confidence in the countries affected by the crisis and/or mitigation of the 
adverse social impact of the crisis,  
 

3. Program Lending to Countries Not Directly Affected By Crisis  
 

a. Aggregate Trends  
 
19. For countries not directly affected by the crisis, the average number of program loans 
has gone up but the average volume of program loans has decreased: the number of 
program loans averaged 7.7 per year while the volume of program lending averaged $382 
million per year. These figures may be compared to the average of 4.1 program loans per 
year and lending volume per year of $452 million from 1987 to 1995. During 1996-1998, 
there were more ADF program loans for every OCR program loan compared to the last 
review period (3.8: 1, as compared with 1.8:1 for the last review period). Twenty-one of the 
23 loans during 1996-1998 to countries not directly affected by the crisis were two-tranche 
operations while two were three-tranche operations. In the case of two-tranche operations, 
the corresponding disbursements have been generally evenly divided between the two 
tranches. In regard to the speed of disbursement, in only about one-third of the loans, is 
more than 50 percent of the loan estimated to have been disbursed within the first year. The 
projected period between the first and second tranche releases for loans to countries not 
directly affected by the crisis (15.6 months) is longer than the loans to crisis-affected 
countries (see paragraph 18). The average estimated period for full disbursement of loans is 
around two years.  
 

b. Analysis of Program Loans by Group  
 
20. Program lending in terms of total volume has largely gone to DMCs that were 
classified as Group A during 1996-1998 (Figure 4); in per capita terms, DMCs that were 
classified as Group B accounted for the largest share. The population distribution of DMCs in 
the various groups has a bearing on the results.  
 

                                                      
9  The following two program Ioans were classified under the multi-sector category: Loan INO 1623: Social 

Protection Sector Development Program, for $100 million, approved on 9 July 1998; and Loan THA 1611: 
Social Sector Program, for $500 million, approved on 12 March 1998.  

10 The following program loan was classified under '"others" category: Loan PHI 1663: Metro Manila Air Quality 
Improvement, for $200 million, approved on 16 December 1998.  
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Figure 4: Group-wise Distribution of Program Loans to Countries  
Not Directly Affected by Crisis, 1996-1998a 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

! ADF  ! OCR  " Program Lending Per Capita  x Program Lending Per Capita Excluding PRC, India 
 

a The grouping is per the classification of DMCs applicable during the 1996-1998. The program 
lending per capita for Group A excludes inactive borrowers: Afghanistan and Myanmar.  

 
 

c. Sectoral Analysis of Program Lending  
 
21. The sectoral distribution of program loans has changed significantly since the last 
review. During 1996-1998, finance sector program loans accounted for the largest share of 
program lending (47 percent), replacing agriculture sector program loans, which dropped 
sharply from 39 percent in the last review period to a mere 7 percent (Figure 5). Also, 
program loans in the 1996-1998 period were extended to new areas such as social 
infrastructure, public sector management. and corporate governance.  
 

Figure 5: Sectoral Distribution of Program Loans to  
Countries Not Directly Affected by Crisis, 1996-1998 
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22. Since the last review, the average number and volume of program loans per year has 
clearly gone up, partly due to broadening the base of ADB lending, and partly due to lending 
to the crisis-affected countries. The number of sectors covered under program loans is now 
larger. Also cross-sectoral themes such as public sector management are increasingly being 
included under the program lending modality.  
 
B. Underlying Factors  
 
23. This subsection discusses the factors underlying the pattern of program lending 
highlighted in the preceding subsection. Illustrative examples from recent program loans are 
provided in Appendix 3.  
 

1. New Problems  
 
24. One year after the approval of the 1996 policy framework for program lending, a new 
type of crisis overtook several East and Southeast Asian countries. Unlike previous crises 
rooted in fiscal profligacy and/or in current account imbalances, the new type of crisis was 
related to the capital account and was caused by large swings in capital flows. The crisis 
was unprecedented in its magnitude and high social costs. It reflected the risks inherent in 
two overarching trends that have swept across a number of developing economies: 
globalization and financial market liberalization. These two trends have increased the 
payoffs for good policies but have also increased the costs of weak policies, particularly 
weaknesses in the domestic financial sector and corporate governance.  
 
25. ADB has, through the conditions attached to its program loans, entered into 
agreements with eight DMCs since 1996 to introduce financial sector reforms for building 
more resilient financial systems. These loans have been fairly comprehensive in terms of 
reform areas covered (Appendix 4), particularly the recent program loans to the countries 
affected by financial crises. A case in point is the Financial Governance Reforms Program 
Loan to Indonesia (Appendix 3), which is designed to address a broad range of reform 
issues in the financial sector that had been neglected during the years when the country was 
growing rapidly.  
 

2. New Clients  
 
26. ADB's membership has expanded in recent years to include a growing number of 
Central Asian republics. The fundamental issue in these transition economies is the need for 
large-scale institutional changes: the creation and development of markets, including 
financial markets; the institution and enforcement of property rights, and other legal changes 
along with enterprise privatization and restructuring. A recent study concludes that the 
guarantee of a reliable institutional framework may be an important precondition for the 
successful transition and improved economic performance of these economies.11 Institution 
building by these new clients needs to be reinforced through establishing sound policy 
environments. In addition to the challenges of institution building and establishing a 
conducive policy framework that it faces, Tajikistan, the latest Central Asian republic to join 
ADB, is just emerging from civil conflict and requires specially tailored strategies for coping 
with this situation. ADB's operational strategy for Tajikistan proposes that the first ADB 
intervention be a program loan and notes that the program lending modality is appropriate 
and necessary because it will contribute to the peace process and economic recovery in a 
quick and tangible way by addressing key policy constraints in critical sectors.12 This is also 
the basis of the Post-Conflict Infrastructure Program Loan to Tajikistan (Appendix 3).  
 

                                                      
11 Brunetti, A., Gregory Kisunko, Beatrice Weder. 1997. Institutions in Transition: Reliability of Rules and 

Economic Performance in Former Socialist Countries: World Bank, Washington, D.C.  
 
12 IN.253-98. Economic Report and Interim Operational Strategy for Tajikistan. 9 November.  
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27. One implication for ADB operations is an increased demand for ADB's capacity-
building expertise and policy advice. Another implication is that in the initial phases, the 
program lending and technical assistance (TA) modalities may be appropriate for helping lay 
the basic foundation in terms of institutions for the project financing to follow.  
 

3. New Initiatives  
 
28. The importance of institutions leads into the issue of government effectiveness in 
providing the necessary institutional infrastructure. More broadly, it is linked to the issue of 
governance, defined s the manner in which policies and decisions are formulated and 
implemented.  
 
29. Following Board approval in October 1995 of the policy paper on governance,13  ADB 
has expanded its efforts to promote governance. Key themes and priorities for governance 
and capacity-building include (i) core institutions of government; (ii) sector work with line 
ministries, agencies, and departments; (iii) subnational governance; (iv) public-private 
interface; (v) law and development; an (vi) civil society, social capital, and participation. The 
reform areas covered in recent program loans are shown in Appendix 5. Governance-related 
reforms could involve adjustment costs in terms of downsizing the civil service, retraining 
personnel, and carrying out related activities. Program lending is better suited than project 
lending for meeting such adjustment costs, particularly when complemented by TA for 
capacity-building. Examples of program loans focusing on governance and corporate 
governance are the Pension Reform Program to Kazakhstan and the Corporate Governance 
and Enterprise Program to the Kyrgyz Republic (Appendix 3).  
 

4. New Instrument  
 
30. Recently, new evidence has been presented on the linkage between economywide 
and sectorwide policies an microeconomic productivity as measured by project-level 
economic rates of return.14 The evidence indicates that policy distortions can lower economic 
returns on investments significantly. Also, critical investments can affect the policy 
environment-the greater supply elasticity brought about by such investments can help the 
effectiveness of policy reforms by making adjustments easier.15 These results suggest that to 
enhance its development impact, ADB should se k to deploy its instruments to maximize the 
synergy between them.  
 
31. The SDP modality, introduced pursuant to the 1996 policy framework, is designed to 
enhance the productivity of investment support provided by ADB in a holistic manner by 
addressing related policy and capacity-building issues. The modality has a program 
component, in addition to an investment and a T A component. An efficiently designed SDP 
operation can exploit the flexibility made possible by combining the three assistance 
modalities in a balanced and reinforcing manner. The 1996 Review of Program Lending16 
noted that the SDP is especially suited to the social and environment areas where, in 
addition to capacity-building efforts, the policy-based component could address substantive 
and politically sensitive reforms in social sector policies (for example, enhanced access of 
women and other disadvantaged groups to primary health care). The Health Sector 
Development Program Loan to Mongolia (Appendix 3) is one example of the uses of the 
SDP instrument.  
 
 
 

                                                      
13 R151-95: Governance: Sound Development Management, 17 August.  
14 Isham, J. and Daniel Kaufman. 1998. The Forgotten Rationale for Policy Reform: The Productivity of 

Investment Projects. World Bank, Washington, D.C. 
15 Kanbur, Ravi. Projects versus Policy Reforms. Proceedings of the World Bank Annual Conference on 

Development Economics, 1990: World Bank. Washington, D.C. 
16 Footnote 2, page 1. 
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5. Old Lessons Learned Anew  
 
32. Recent studies17 on the effectiveness of aid have refocused on the fungibility of 
external assistance, and its implications for lending instruments and strategies of multilateral 
development banks. A key argument is that given that funds are largely fungible, if the 
recipient's public expenditure program is not satisfactory and the government is not 
committed to reform, then neither project nor program lending are likely to be cost-effective. 
On the other hand, if a country's public expenditure program is satisfactory, multilateral 
development banks should focus on financing a portion of this program. Projects would still 
have a developmental role, but this would mainly be transfer of knowledge through capacity 
building and institution strengthening. To have a significant knowledge transfer impact at the 
aggregate level, however, projects would have to be replicable.  
 
33. These old lessons relearned resonate well with ADB's transformation in recent years 
from a project financier to a broad-based development institution, which implies, inter alia, 
paying increasing attention to overall public expenditure management. The Gujarat Public 
Sector Management Program (Appendix 3 and Box 1) is an example of a major program 
loan with overall public expenditure as a key component. In addition, program loans to 
Pacific DMCs have focused on public sector reform, including improved public sector 
management.  
 
C. Impact of Program Loans  
 
34. The foregoing subsections examined some of emerging trends that have a significant 
bearing on future course of program lending. The lessons learned from postevaluations of 
program loans, the focus of this subsection, also need to be taken into account to improve 
the effectiveness of the instrument.  
 
35. When assessing the impact of program loans, the relevant issues are  
 

(i) overall ratings of program loans and contributory factors;  
(ii) compliance with conditionalities, aggregated and disaggregated by type of 

reform action;  
(iii) compliance with stipulations on use of counterpart funds; and  
(iv) key factors influencing the development impact of program loans.  

 
1. Overall Ratings of Program Loans and Contributory Factors  

 
36. Of the 27 Program Performance Appraisal Reports (PPARs) for program loans 
available to date, the pattern that emerges is as follows: generally successful-33.3 percent; 
partly successful — 59.3 percent; no rating — 7.4 percent. No PPAR for a program loan 
carries an unsuccessful rating. Of the 12 program loans pertaining to the period after 1987, 2 
were rated as generally successful, 8 were rated as partly successful, and 2 were not rated. 
In interpreting these results, it needs to be emphasized that all the program loans for which 
PPARs are available were undertaken some time ago. Also, measuring the impact of 
program loans is more problematic because of the difficulties in setting up credible 
counterfactual ("without program") analysis and in providing definitive cause-and-effect 
answers. The latest program loan for which a PPAR is available is 1990.18 
 
37. The alignment between the program objectives, the selected policy actions, and the 
policy delivery capacity of the implementing agencies has a considerable bearing on the 
overall rating of a program. Programs rated as generally successful were those where all 
three were aligned. Programs rated as partly successful were those where either the linkage 

                                                      
17 Devarajan, Shanta and Vinaya Swaroop. 1998. The Implications of Foreign Aid Fungibility for Development 

Assistance. Policy Research Working Paper. Washington, D.C.: World Bank. 
18 PPA: SRI 23270: Financial Sector Program, December 1997.  
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between the program objectives and the desired policy actions were weak, or the desired 
policy actions did not match policy delivery capacity given the program timeframe, or both.  
 

2. Compliance with Conditionalities: Aggregated and Disaggregated by 
Type of Reform Action  

 
a. Compliance: Aggregate Results  

 
38. The degree and quality of compliance with conditionalities is a key determinant of the 
overall rating of a program, with due regard to countervailing factors, if any. The pattern of 
implementation of conditionalities was analyzed for 25 program loans approved after the 
1987 program lending policy review and for which PPARs and/or PCRs were available.19 Of 
the conditionalities included in the policy matrixes, the overwhelming majority (81 percent) 
were complied with by the end of the program period. Around one-fourth of the 
conditionalities were linked to tranche release of which 75 percent were complied with albeit 
with some delay. Information on the sustainability of specific policy actions was reported in 
593 out of 1072 cases (including those completed prior to Board approval). Of the reported 
cases, 55 percent were deemed to be sustained. The quality of compliance is at least as 
critical as formal compliance but is more difficult to measure.  
 
39. The pattern of distribution of policy actions across the various phases of the program 
is as follows: 30 percent of the actions were completed prior to Board approval; 11 percent 
were first tranche conditions; 43 percent were second tranche conditions; and 16 percent 
were conditions to be completed before the end of the program. There was a progressive 
decline in the compliance rate in successive tranches: 81 percent for the first tranche 
conditions; 74 percent for the second tranche conditions; and 63 percent for end of program 
period conditions.  
 
40. The dated actions in program loans approved after 1987 and with PCRs/PPARs were 
analyzed. There were delays between the original plans for and actual release of the second 
tranche in 72 percent of the cases with an average slippage of 9.8 months.  
 
41. The reasons for a progressive decline in the compliance rate in successive tranches 
and in the lack of timely compliance can be traced to the following factors:  

 
(i) program design:  

 
(a) reforms not properly sequenced;  
(b) too many reform measures, unrealistic targets; and  
(c) inadequate attention to institutional issues; and  

 
(ii) implementation:  

 
(a) weak implementation capacity,  
(b) unanticipated political problems,  
(c) budgetary constraints,  
(d) procedural hurdles in enacting needed legislation,  
(e) weak government commitment, and  
(f) inadequate follow-up policy dialogue.  

 
b. Compliance: Disaggregated By Type of Reform Action  

 
42. The choice of policy actions and the demands these impose on the implementing 
agency (e.g., administrative, political) influence the likelihood of compliance and more 
broadly, program success. Two issues are of interest here-what generic categories of policy 

                                                      
19 There are 2 PPARs and 1 PCR where compliance is hard to gauge from the postevaluation reports.  
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actions has ADB supported and what has been its success with each of these categories? 
The classification involves subjective judgement and should be interpreted with caution. 
Further, three sectors (agriculture, finance, and industry) account for most of the 
postevaluated PPARs and PCRs and this could have a bearing on the results.  
 
43. A preliminary classification of policy actions identified three main categories- 
macroeconomic policies, policies relating to government finances and administration, and 
sector-specific policies, the last in turn divided into seven subcategories (Figure 6). These 
are (i) policy formulation/information dissemination, (ii) sector state-owned enterprises 
reform, (iii) real sector economic incentives and disincentives, (iv) policies to enhance 
financial sector efficiency, (v) legislation and regulations, (vi) development of sector 
institutions, and (vii) social policies and environmental management. .  
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Figure 6: Compliance by Type of Conditionalitya 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

a Excludes conditionalities completed prior to Board approval of the program loans. 
 
44. As expected, sector-specific policies accounted for the bulk (89 percent) of policy 
actions included in policy matrixes; 7 percent of the policy conditionalities related to 
government finances and administration, while the remaining 4 percent related to 
macroeconomic policies.  
 
45. In regard to sector-specific policy actions, real sector incentives and disincentives20 
constituted the largest number of policy actions — 29 percent-while social policies and 
environmental management accounted for the smallest number — 5 percent. Compliance 
with policy formulation/information dissemination conditionalities was the highest (89 
percent), while that for SOE reform was the lowest (59 percent). Compliance with economic 
incentives and disincentives fell in between at 70 percent. These suggest that compliance is 
highest for actions that involve relatively small political costs or that are not institution-
intensive,  
 

3. Compliance With Stipulations On Use of Counterpart Funds  
 
46. All but 1 of 28 program loans approved after 1987 and that had PCRs/PPARs had 
stipulations regarding the use of counterpart funds. The purposes for which the counterpart 
funds were earmarked fell into four main categories:  
 

(i) meet local currency costs relating to program implementation;  
(ii) meet part of government's contribution for ADB-funded projects in a sector 

and, less 'frequently, projects funded by other donors;  
(iii) retire government debt; and  
(iv) relend local currency to provincial and local governments.  

 
Special Accounts ere required to be established in 12 loans. A problem commonly reported 
in the PPARs and P Rs relating to the use of counterpart funds was that governments did 
not furnish records of he use of counterpart funds as required. Some PPARs/PCRs reported 
that compliance with stipulations was difficult to ascertain because the funds were 
indistinguishable from the general government budget.  
 
 
                                                      
20 This category broadly covers the handing out or the taking away of material resources, be they in cash or in 

kind. They include subsidies and tax incentives, as well as policy actions designed to substitute market 
signals for administrative actions.  
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4. Key Factors Influencing the Development Impact of Program Loans  
 
47. The key issues regarding program design emerging from the analysis of PPARs and 
PCRs are summarized below.  
 

a. Proliferation of Policy Conditionalities  
 
48. The average number of post-approval conditionalities per program loan was 32. One 
PPAR for a program loan had 35 conditionalities that made the following observation:21  
 

The Government is of the view that there were too many Program measures, 
some of which were not relevant to the Program objectives. A policy package 
comprising fewer but more effective measures may have yielded the same 
Program impacts.  

 
A lesson here is that conditionalities may need to be fewer and within the capacity of the 
government to implement.  
 
49. Beside the issue of proliferation of conditionalities, is the more basic issue of the 
efficacy of the policy conditionality approach. The following shortcomings of the conditionality 
approach have been noted22 (i) undermining ownership by the recipient government; (ii) a 
tendency to compensate for perceived lack of commitment/weak administrative, technical, 
and institution by increasing the detail and number of conditions in adjustment operations; 
(iii) an incentive for borrowers to exaggerate the difficulty of undertaking reforms; and (iv) 
partial reform syndrome- reform is acceptably implemented only at the expense of watering 
down the original requirements. Nevertheless, a point in favor of ADB-funded program loans 
is that reform- minded governments are enabled to adopt policy reforms that would not 
otherwise have been possible. This is typically the case when there are high transitional 
costs associated with a reform in the short-term. The program loan makes it possible to 
undertake the reforms in a priority sector without substantial reductions in resources 
allocated to other sectors. Program loans then can be seen as a type of "bridge financing." 
Providing program loans on this basis however requires careful prior analysis through 
economic and sector work, and policy dialogue to ascertain the attitude of the government to 
reforms in general or in a particular sector, and to establish the track record.23 Where there 
are doubts about a government's commitment to reform, program lending or for that matter 
project lending, will not likely achieve the desired results.  
 

b. Tranching  
 
50. Delays in second tranche releases due to noncompliance with one or more 
conditionalities are commonplace (para. 40). Noncompliance in turn may be attributed to 
problems in program design and implementation (para. 41), and to changed circumstances 
that could not be anticipated at the time of program design. Tranche-based lending has been 
characterized as "short-leash" lending because the failure to implement any part of this 
sequence suspends the entire program. The major drawback that is perceived in such an 
approach is that by conditioning the entire aid flow upon each of multiple conditions, the 
penalty is frequently incommensurate with the triggering policy failure.24 This is particularly 
the case when a conditionality is rendered inappropriate by external events beyond the 
control of the government. While multiple tranching does allow a complex program to be 

                                                      
21 Footnote 18, page 12.  
22 Leandro, Jose. E., Hartwig Schafer and Gaspar Frontini. 1999. Towards a More Effective Conditionality: An 

Operational Framework. World Development, Vol. 27, No. 2: 285-299.  
23 World Bank evaluation studies indicate that ownership depends upon four factors: locus of the initiative 

(borrower or Bank), level of conviction among key policy-makers, expression of political will by top leadership, 
and efforts towards consensus-building among various constituencies.  

24 Collier, Paul, Patrick Guillaumont, Sylviane Guillaumont, and Jan Willem Gunning. 1997. Redesigning 
Conditionality. World Development, Vol. 25, No. 9: 1399-1407.  
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divided into more manageable components, the insistence on upfront detailed design of all 
the tranches can create rigidities in the system. This is an area of instrument design where 
there is scope for improvement (section V).  
 

c. Speed of Disbursement  
 
51. The relatively quick-disbursing characteristic associated with program lending has 
come under intense scrutiny in recent months in the light of the pressure on ADB's financial 
indicators. From the operational perspective, ADB will continue to need a fast-disbursing 
facility to assist DMCs facing short-term adjustment costs involved in certain types of 
reforms, e.g. reduction in import tariffs, tax reform, and restructuring of state-owned 
enterprises. Also, for certain types of reforms, delay has high economic costs and can 
potentially undermine the credibility of the government. However, there are other types of 
reforms where slower disbursing program loans may be more appropriate. Typically, this is 
necessary to mitigate the time-scale problem that occurs when the completion of ADB's 
operation falls well short of the time needed to make the reforms sustainable. One area 
where the time-scale problem is particularly in evidence is in program loans that require 
substantial institution building. In this connection, the following extract from a PPAR is worth 
noting:  
 

Adequate attention to the institutional mechanisms for generating and 
managing agricultural policy and institutional reforms, particularly when the 
reforms need to be phased-in over many years, would help the development of 
Government's institutional capacity to effectively manage the reform process.25  

 
Allowing for a longer program horizon will allow for a better matching of program objectives 
with policy delivery capacity and, of no less importance, to build up that capacity over time.  
 

d. Linkage with Country Planning Process  
 
52. One PPAR highlighted the inadequacy of country economic inputs as a contributory 
factor to the program's less-than-satisfactory success.26 There is scope for more focused 
discussion on the choice of lending instruments for delivery of ADB support in the country 
strategy papers. For greater clarity, the linkage between objectives sought to be achieved in 
a sector through ADB support, the required policy actions and/or investments (indicating 
sequencing), and the modalities for delivering ADB support could be presented in matrix 
form.  
 

e. Adjustment Costs  
 
53. In theory, loan size should be linked to adjustment costs. In practice, the identification 
of adjustment costs is difficult in most cases. Consequently, the typical program loan RRP 
can at best make a qualitative assessment of adjustment costs. There are three reasons for 
this. First, some policy reforms involve costs that are obvious, but in many others, the cost is 
not so obvious. The obvious and quantifiable adjustment costs may therefore represent only 
a fraction of the total adjustment costs. Second, is the problem of allocating costs to 
particular policy changes. For example, the costs of introducing a value-added tax (VAT) 
system once undertaken, may allow other policy changes to be implemented. Third, in some 
cases, policy changes may not incur costs in the direct financial or economic sense but may 
well have indirect or intangible costs, depending on the social structure and institutional 
setups. For example, to build consensus and support for the reform process, the government 
may have to invest in building social capital. For these reasons, it is necessary to continue to 
maintain a pragmatic approach to the linkage between loan size and adjustment costs.  
 

                                                      
25 PPA: SR118145: Agriculture Program Loan, December 1996.  
26 PPA: PHI 21176: Road and Transport Sector Program Loan, February 1995.  
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f. Counterpart Funds  
 
54. From time to time, Board members have raised the issue of earmarking of 
counterpart funds generated from program loans provided by ADB. Their view is that this 
can provide a way of establishing a more direct link between balance-of-payments/budgetary 
support and ADB's strategic development objectives, principally poverty reduction. From 
donors' perspective, using counterpart funds for targeted poverty reduction can provide a 
form of social equity conditionality. Also, providing counterpart funds in a flexible manner 
outside of normal government budget structures enables donors to support programs that 
would otherwise be difficult to implement, e.g. supporting agents outside the government 
such as nongovernmental organizations and the private sector.  
 
55. In fact, both theory and practical experience suggest that tied use of counterpart 
funds may not be the best way to maximize the development impact of ADB assistance. If 
the objective of earmarking counterpart funds is to ensure a better resource allocation, a 
more efficient approach would be to first review the public investment program and the 
budgetary process to address the issue of why the desired objectives cannot be achieved 
using general government revenues raised through taxes. Otherwise, ADB may find itself 
funding development activities from the counterpart funds that the government would have 
undertaken anyway (the fungibility argument) while the original resource transfer is used to 
fund items that ADB does not approve. Earmarking counterpart funds has little meaning 
independently of the level and composition of public expenditure, and it is not good 
development policy over the long term to multiply special accounts and to encourage 
disparate methods of handling counterpart funds.  
 
56. Given the mixed results of tied use of counterpart funds, it is clear that no hard and 
fast rules are possible for use of counterpart funds generated from program loans. Each 
program loan RRP should take into account country-specific circumstances, particularly the 
budgetary mechanism and accountability environment, in determining whether and how 
counterpart funds should be tied.  
 
D. Summary  
 
57. The preceding subsections have identified a number of trends in ADB's policy-based 
lending operations that indicate the need for adaptations to maintain relevance to new and 
more diverse situations. The review of PPARs and PCRs of program loans has also 
highlighted areas of improvement in ADB's approach to policy-based lending, particularly the 
need for greater flexibility and better synchronization of proposed policy change with policy 
delivery capacity. Before discussing proposals for strengthening the effectiveness of the 
modality, it will be instructive to examine comparable lending modalities of other IFIs.  
 
 

IV. POLICY-BASED LENDING INSTRUMENTS OF OTHER IFIs  
 

A. The World Bank 
 
58. The World Bank has a wider and more flexible array of policy-based lending 
instruments than ADB. The structural adjustment loan (SAL) introduced in 1980 was 
followed by the sector adjustment loan (SECAL) and the "hybrid" loan. The World Bank's 
special SAL (SSAL) was introduced in 1998 to provide crisis support to countries eligible for 
International Bank for Reconstruction and Development (IBRD) assistance. The SSAL 
carries higher-than-normal pricing-a minimum of 400 basis points above London interbank 
offered rate (LIBOR). The programmatic SAL and SACs (PSAL and PSAC27) have recently 
been introduced as instruments designed to support medium-term reform programs through 
                                                      
27 The PSAL should be distinguished from the World Bank's Adaptable Program Loan. The later is an investment 

and not an adjustment modality. So far, no PSALs or PSACs have been considered by the Board although 
several are under preparation.  
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a series of (typically single tranche) loans/credits. Two adaptations of the PSAL/PSAC-one 
focusing on public expenditure management and another on poverty reduction-are under 
development. The salient features of the World Bank's policy-based instruments are 
discussed in Appendix 6.  
 
59. In recent World Bank lending reviews, the quality and impact of adjustment lending 
have been rated as better than or equal to those of investment lending. Other reviews have 
found that adjustment lending has stronger policy content than investment lending, but that 
investment lending has stronger institution-building content.28 These findings have been 
used in support of the need for a "third way"-instruments that combine features of both 
adjustment lending and investment lending and can thus support systematic policy reform 
and institution building over the medium-term. The programmatic lending instruments 
(PSAL/PSAC) have been presented as products that meet this need.  
 
60. The World Bank too has a ceiling on adjustment lending but this ceiling is higher than 
that of ADB (25 percent). The adjustment lending ceiling has now been exceeded for the 
second time in the World Bank's history. The share of adjustment lending in total lending in 
FY 1999 was 53 percent. For IBRD, the share was 63 percent, compared with 47 percent in 
FY 1998, and 21 percent on average during FY 1992-1997. The World Bank has forecast a 
decline in the share of IBRD adjustment lending from the FY 1999 levels to 32 percent, but 
the shares will remain well above the levels for mid-1990s. Further, they will remain subject 
to considerable fluctuation.  
 
B. The Inter-American Development Bank (IADB)  
 
61. The IADB through its sector adjustment loans provides quick-disbursing funds for 
institutional and policy changes at the sector or subsector level. At the request of the 
borrower, a sector adjustment loan may include an investment component, in which case it 
becomes a hybrid loan.29 In 1998, the IADB Board of Governors authorized a one-year 
emergency lending program of $9 billion, parallel to the IADB's existing pipeline. The 
program is aimed at mitigating the effect of sudden reversals in capital flows that have 
threatened the progress of economic and social development in the Latin American and 
Caribbean region. The terms and conditions for loans from the $9 billion emergency program 
are similar to those of the World Bank's SSAL.  
 
62. During its Seventh Replenishment, the IADB's indicative limit for policy-based lending 
was 25 percent. Not included under the ceiling was some exceptional lending for debt 
restructuring purposes. The Report on the Eighth Replenishment30 noted that policy-based 
lending operations will be smaller than in the seventh replenishment. It was therefore 
decided that policy-based lending will not exceed 15 percent of the cumulative lending 
program under the replenishment. The recent resolution of IADB's Board of Governors 
setting up the emergency lending program gives the IADB the flexibility to approve 
emergency lending outside the key quantitative guidelines of the Eighth General Increase in 
Resources, specifically the 15 percent ceiling on policy-based loans and the goal of directing 
35 percent of total lending to the lesser developed countries.  
 
 
 

                                                      
28 International Bank for Reconstruction and Development (IBRD). 1999. Lending Retrospective: Volumes and 

Instruments. Issues Paper. IBRD: R96-55.  
29 The IADB is proposing to introduce a new instrument called the institutional adjustment loan (IAL) to support 

sector reforms that require high but transitional fiscal expenditures. The IAL instrument would link 
disbursements to specific expenditures required by the reform process, unlike the traditional policy-based 
loans that are disbursed against a generalized list of imports and that are considered balance-of-payments 
operations.  

30 Report on the Eighth General Increase in the Resources of the Inter-American Development Bank, 
Washington, D.C., 1994.  
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C. The International Monetary Fund  
 
63. The IMF's central responsibility is the provision of financial assistance to members 
that face potential or actual balance-of-payments problems and are willing and capable of 
undertaking the policy measures required eliminating them. Financial resources are made 
available to members under a number of policies, some of which are referred to as facilities, 
depending on the type of underlying balance-of-payments problem and the terms and 
degree of conditionality associated with them. IMF programs typically link disbursements to 
meeting performance criteria on key macroeconomic variables such as increases in net 
international reserves, domestic credit, and the budget deficit. Some of these programs, 
especially extended arrangements, often include structural components, but these are more 
likely to be indicative targets than performance criteria.31  
 
64. In addition to the traditional instruments such as the standby and extended 
arrangements, the IMF has added two new instruments: the contingent credit lines (CCL) 
and the supplemental reserve facility (SRF). The CCL, approved in April 1999,32 provides 
short-term financing to help members overcome the exceptional balance-of-payments 
financing needs that can arise from a sudden and disruptive loss of market confidence due 
to contagion, that is, circumstances that are largely beyond the member's control and stem 
primarily from adverse developments in other countries. The CCL is in addition to the SRF 
established in December 1997. A key difference is that the SRF is for use by members 
already in the throes of a crisis, whereas the CCL is a preventive measure intended solely 
for members that are concerned with potential vulnerability to contagion, but are not facing a 
crisis at the time of commitment.  
 
 

V. ADAPTING POLICY-BASED LENDING TO CLIENTS' CHANGING NEEDS 
 
65. The foregoing sections on (i) the trends and lessons learned from ADB's program 
lending operations, and (ii) the policy-based lending instruments of other IFIs, provides the 
background for adapting the policy-based lending product line and policy framework to 
clients' changing needs. The match between differing clients' needs and availability of ADB 
products is summarized in Table 1. The analysis serves to highlight gaps in the policy 
framework that need to be closed. The vehicle for ADB assistance so far has been the 
relatively quick disbursing program loan. A number of design and implementation problems 
associated with the existing instrument, including proliferation of policy conditionalities and 
delays in second tranche release due to noncompliance, have been noted in paragraphs 48-
50. Some of these problems could be addressed through more frequent use of multiple-
tranching and corresponding backloading of disbursements, although multiple tranching is 
not a panacea for all the problems encountered with the implementation of program loans 
(paragraphs 50, 67, 72, and 83). The point is that the existing instrument, with multiple 
tranching and corresponding backloading of disbursements, will continue to be appropriate 
in noncrisis situations where the needed policy actions are well recognized, where there are 
short-term adjustment costs associated with these policy actions for which "bridge financing" 
is required, and where policy delivery capacity exists. However, ADB now needs to go 
beyond the "one size fits all" approach and come up with innovative ways of meeting clients' 
diverse and changing needs of support for reforms undertaken by them. Proposals for two 
extensions to the policy-based lending product line are discussed here: (i) the program 
cluster approach for noncrisis situations in which second generation reforms involving a 
longer time frame are to be undertaken and (ii) the special program loan for crisis-affected 
countries. The new and differing circumstances also call for a review of the ceiling on 
program lending, last set in 1987.  
 
                                                      
31 Fischer, S. 1997. Applied Economics in Action: IMF Programs. AEA Papers and Proceedings.  
32 IMF Tightens Defenses Against Financial Contagion By Establishing Contingent Credit Lines. IMF. Press 

Release No. 99/14.25 Apri11999.  
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Table 1: Policy-based Lending Products: Availability and Need 
 

Situations in which reform is undertaken  
Instrument 

Design 
 

Non-crisis 
 

Crisis 
 Short-term 

Incidence of 
Adjustment Costs 

Medium-term 
(Phased) Incidence 

of Adjustment Costs 

 

    
Instrument Type Policy-based Loan Policy-based Loan Policy-based 

Emergency Loan 
Anticipated in 
Country 
Assistance Plan 

Yes Yes No 

    
Time Horizon Short to medium-

term 
Medium to long-term Short-term 

    
Size Normal Normal Large 
    
Disbursement Relatively Quick Moderately-paced Quick 
    
Linkage with 
other Related 
Programs 

Not formally linked  Formally linked in 
commonly/cluster 
concept paper 

Can lead to follow-on 
programs in recovery 
phase 

    
Route to Reform “Blue-print” approach Process approach Focus on actions 

needed to reduce 
severity of crisis 

    
Pricing Standard Standard Non-standard 
    
Covered Under 
Program Lending 
Ceiling 

Yes Yes No 

    
Product 
Availability 

Currently available Currently not 
available 

Currently not 
available 

 
A.  The Program Cluster Approach  
 
66. At the outset of the discussion on the proposed program cluster approach (PCA), it 
should be clarified that the PCA would not be a new policy-based lending modality. Rather, it 
will be an extension of the existing modality, designed to provide more effective and flexible 
ways of translating complex policy objectives into implementable policy actions. This 
flexibility is necessary to address the difficulties in program implementation due to design 
deficiencies noted in paragraph 41. Essentially, the PCA will comprise alternatives ways of 
"packaging" policy and institution reforms over a longer time frame in a process-oriented 
approach — chronologically sequenced packaging (over time), vertical packaging (across 
levels of government), and horizontal packaging (intersectoral), The logical linkage between 
the packages will be captured in a program cluster concept paper. A detailed discussion on 
the need for the PCA and how it could be deployed to further ADB's development objectives 
follows.  
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1. The Need 
 

a. Chronological Sequencing  
 
67. Successful implementation of policy change is predicated on the policy delivery 
capacity of the implementing agencies. Building up such capacity takes several years. The 
short time frame of the traditional program loan does not provide adequate time for building 
up policy delivery capacity commensurate with policy reforms sought to be introduced — the 
time-scale problem referred to in paragraph 51. Multiple-tranche program loans under the 
existing modality do allow for a longer time-frame but require upfront design of all the 
tranches and are therefore relatively inflexible.  
 
68. There are other supporting reasons why a longer time frame together with flexibility is 
desirable. Many of ADB's DMCs have substantially completed the initial stages of structural 
adjustment, i.e. the first generation of reforms in areas such as trade and price liberalization 
where there is consensus on the type of policy responses required. The second generation 
of reforms that now need to follow involve policy problems that are more complex and that 
have less obvious solutions. These include issues such as how to promote good 
governance, how to undertake financial sector reform, and the scope and sequencing of 
privatization. In assisting DMCs in meeting these new challenges, it is necessary to have a 
policy-based lending instrument that recognizes information imperfections and allows for 
flexibility in designing the policy packages accordingly. This could take the form of pilot-
testing a set of reform actions — say a limited number of institutional units — before 
expanding the reforms full scale. Clearly, at the pilot stage, there has to be an understanding 
of the nature of the expanded application and how the pilot program would lead to that state.  
 
69. A related issue is providing the flexibility to respond to unanticipated changes in the 
external environment by redefining a problem and reframing the needed policy response. 
This may require modification, deferment, or even deletion of a particular program 
component, while continuing with the rest of the program.  
 
70. Commitment of the executing agencies to implementing program objectives can vary 
over a program cycle. It can also vary by type of policy activity called for under a program. 
Since commitment has been found to be an important determinant of program success, it 
needs to be assessed, built up, and sustained throughout the whole program cycle. This 
implies in turn that incentives for maintaining the strength and quality of policy change 
should be properly distributed throughout the various phases of program implementation. If 
commitment is declining, ADB should be able to withdraw support without having front-
loaded a large volume of resources.  
 
71. To sum up, phasing in reforms over an adequate time period in a coherent yet 
flexible framework is necessary to (i) match policy delivery capacity to intended policy 
change, (ii) undertake policy change in nontraditional areas where the solutions are not 
obvious; (iii) respond flexibly to changes in the environment that may call for a reframing of 
the solution to a problem, and (iv) ensure that incentives for sustaining commitment and 
ownership are well- balanced throughout the program cycle.  
 
72. The standard solutions offered to the problems outlined above are multiple tranching 
and undertaking one program loan after another. However, neither solution is fully 
satisfactory. Multiple tranching with its upfront design of all conditionalities and their 
distribution over successive tranches does not have adequate flexibility to make 
modifications in program design warranted by the nature of the reform process. More 
importantly, under multiple tranching, support for the remaining parts of a program can be 
withheld and even withdrawn when a condition cannot be met due to factors beyond the 
control of a government. The other solution, i.e., a series of program loans, can become part 
of the problem and not the solution if the programs in the series are not logically linked as 
part of a coherent strategy. The proposed program cluster approach strikes a balance 
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between the two with the following features: (i) a coherent reform strategy with discrete 
subprograms knit together under a program cluster concept paper, (ii) strong performance 
linkage where the decision to proceed with the next subprogram is contingent on satisfactory 
performance, and (iii) flexibility with provision for incorporating lessons learned and changed 
external environment in the design of downstream subprograms.  
 

b. Vertical Packaging of Policy Reforms  
 
73. Vertical packaging of reforms in a program cluster is a variant of the chronologically 
sequenced package. It is based on the understanding that the implementation of certain 
types of policy objectives will involve several levels of government and that follow-through 
will be required at each level over an adequate time frame. Policy reform in a multilayered 
institutional structure is a complex process because it requires introducing a hierarchy of 
policy instruments and institutional arrangements into an existing structure. There are also 
myriad interactions between the layers that add to the complexity of managing change, and 
this needs to be taken into account in designing a multilevel policy reform program. Vertical 
packaging, i.e., the concurrent implementation of sub-programs at different levels of 
government logically linked together in a program cluster concept paper is a way of 
managing the complexity and dynamics of multilevel policy change. Concurrent 
implementation would ensure that the "top down" syndrome in implementing policy change is 
avoided. It can also ensure that bottlenecks at one level do not hold up the other 
subprograms. Rather, the problem would be addressed at source. An illustration of vertical 
packaging from is given in Table 2.  
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Table 2: Illustration of Three-tier Vertical Packaging of Policy Instruments For  
Local Government Access to Capital Markets 

 
Sub-

Program 
Level of 

Government 
Policy Instrument Policy-focused Institutional 

Development 
1 Central Enabling environment (e.g. 

infrastructure for bond 
market)  
Overall policy setting (e.g. 
rules-based control of sub-
national borrowing) 
Incentives (e.g. tax breaks) 
Disincentives (e.g. 
restrictions/controls on debt 
issue) 

Capacity of regulatory 
agencies for bond markets 
Support for rating agencies 
Encouragement of market 
players in debt markets 

2 State/ 
Provincial 

Enabling environment (e.g. 
revenue and expenditure 
assignments to local 
governments) 
Rule-setting (e.g. purposes 
of borrowing, limits on 
borrowing) 
Rule enforcement 

Capacity to monitor rules 
compliance 
Audit capacity 

3 Local/ 
Municipal 

Finance shortage of 
investment resources to 
meet service delivery 
responsibilities through 
issue of debt instruments 

Financial planning  
Adherence to disclosure 
and accounting standards  
Debt management 

 
 
74. Each subprogram in vertically packaged program cluster must be designed to link the 
policy instruments, actions, and institutional arrangements associated with a particular level 
of government. Some of the subprograms would be implemented concurrently followed by 
other subprograms. To maximize reform leverage, a vertically packaged program cluster 
could initially focus on the central government level and a few reforming provinces/states 
and local governments. Based on the experience of the initial subprograms, later 
subprograms in the program cluster could (i) broaden the coverage to more provinces and 
local governments to create a critical mass for fiscal reform, and (ii) continue to build 
capacity at the central government level to fulfill its evolving role in this area.  
 

c. Horizontal (Cross-Sectoral) Packaging of Policy Reforms  
 
75. Horizontal packaging is another variant of chronological sequencing, involving cross- 
sectoral policy goals. In horizontal packaging, policy change would be undertaken 
simultaneously and followed through in two or three sectors to achieve a common goal. 
Poverty reduction which has now been reaffirmed as ADB's overarching policy objective, is 
one such goal that cuts across several sectors. Family welfare and integrated environmental 
management are other examples of goals that require an intersectoral approach. Solutions 
to these problems, particularly poverty reduction, are multifaceted and have substantive 
policy and investment requirements that are mutually reinforcing. In addition, there are 
externality effects across sectors. These cross-sectoral areas offer the opportunity to deploy 
instruments in innovative ways to maximize development impact. For example, the SOP 
modality could be used to support poverty reduction programs through cross-sectoral 
packaging of institutional reforms and investments.  
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2. Proposed Modality  
 

a. Criteria  
 
76. The main criterion for assistance under the PCA would be the need to package a set 
of reforms in a flexible manner-typically, reform programs that require one or more of the 
following:  
 

(i) a process-oriented approach; 
(ii) follow-through of related policy and institutional actions to ensure 

sustainability; 
(iii) building up of policy delivery capacity commensurate with the desired policy  

change; 
(iv) involvement with multiple levels of government with associated differentiation 

in policy instruments and institutional arrangements across the levels; and  
(v) application of cross-sectoral strategies to make a development impact.  

 
Clearly, not all policy-based lending would require the PCA. The approach is intended to 
complement ADB's existing lending modalities, not to compete with them or dilute their 
objectives.  
 

b. Design and Approval Procedures  
 
77. A key design element of the PCA is the program cluster concept paper. The broad 
objectives and scope of the various subprograms in the program cluster will be set forth in 
the program cluster concept paper, with particular attention paid to articulating the logical 
linkage between the subprograms. The program cluster concept paper would cover (i) initial 
conditions and the issues to be addressed under the program cluster, (ii) the desired end 
state, (iii) the logical linkage between the issues, (iv) the rationale for adopting the PCA, (v) 
an outline of the intended objectives and scope of each subprogram, (vi) an approximate 
cost estimate of the cluster, and (vii) an indicative implementation time frame of the cluster. 
The program cluster concept paper would form the basis for a memorandum of 
understanding with the borrower on the broad design and the implementation approach of 
the program cluster.  
 
78. Each subprogram in a cluster must be designed to address a particular problem in a 
relatively short time frame (e.g., one year) and to help firm up the foundation for later 
subprograms. As designed, the completion period for actions in policy matrixes of the 
traditional program loans is around 3 years. The program cluster period could therefore 
range for a longer period of 4-7 years. The first subprogram loan in the program cluster 
would be presented to the Board for approval along with the program cluster concept paper 
that would indicate the total amount that ADB is willing to provide over the program cluster 
period. Subject to satisfactory performance on a subprogram, ADB after consulting the 
borrower would detail the next subprogram, taking into account changes in the economic 
environment facing the DMC since the inception of the program. Board approval would be 
sought for each such sub-program. Disbursements would be against each subprogram’s 
policy matrix. Disbursement patterns under the proposed modality would be expected to 
reflect better synchronization with the evolving capacity of the government to undertake 
reforms and occurrence of adjustment costs.  
 
79. The program cluster should emanate from the country operational strategy and 
should be grounded in a sector study. As in traditional program loans, each subprogram will 
include a policy matrix. The multiyear program cluster concept paper will include a logical 
framework that will serve as a route map to reach the target/outcome. All subprograms in a 
cluster operation will be placed within an indicative rolling schedule that would be reviewed 
and amended as needed. In this way the implementation of the PCA will revolve around a 
flexible multistage process that can adjust to changing circumstances.  
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80. Performance monitoring at each stage of implementing the program cluster will be of 
critical importance a it will determine whether to proceed with the next sub-program and if 
so, the incorporation of he lessons learned into design of the next stage. Performance 
indicators could comprise three main categories: (i) policy indicators that monitor the policy 
and institutional actions, ii) "ownership" and capacity indicators, and (iii) outcome indicators. 
Some policy indicators will, be unique to a subprogram, others could be common to two or 
more subprograms. Ownership and capacity indicators, although difficult to develop ex ante, 
are particularly important for the PCA. Identifying such indicators at the outset and tracking 
them will help in the design of later subprograms and in the evaluation of the impact of the 
program cluster as a whole. Ownership indicators will be expected to be common across all 
the subprograms where as capacity indicators could be distinct or overlapping. Outcome 
indicators will be based on the desired end state and should be specified in the overall 
program cluster framework. The contribution of individual subprograms to the desired 
outcomes should also be kept under review.  
 

c. Applicable Policies  
 
81. The subprograms in a program cluster are to be charged to the country's indicative 
planning figure for t e year in which the subprogram is approved. Subprogram loans under a 
program cluster will count toward the ceiling on program lending in the year that they are 
approved. The term and loan charges applicable to regular program loans will apply to the 
program cluster modality. The commitment fee will be applied on a subprogram basis. The 
current procurement policies for program lending will apply to the proposed program cluster 
modality. Also, the current policies for use of counterpart funds generated under program 
lending will be extended to program clusters.  
 

d. Staff Resource Implications  
 
82. Given the expected time frame for individual subprograms and the length of the 
cluster, the PCA will involve more intensive supervision than traditional program lending. 
Against this, better use of staff resources can be expected because of closer attention paid 
to matching the detailed design of the various subprograms to the evolving implementing 
capacity of the agencies involved an to unanticipated changes in the economic environment.  

 
3. Summary  

 
83. The main benefit of the proposed modality is that it is well-suited for the new 
directions in ADB operations, such as capacity-building, governance, and crosscutting 
themes, which are complex, require time to implement, and .may require midcourse 
corrections. The PCA allows for (i) breaking up a complex set of reforms into a manageable 
set of subprograms, (ii) an extended time frame for implementation, and (iii) a process-
oriented approach. While multiple-tranching under the traditional approach can also allow for 
a longer timeframe, it carries the risk of locking the DMC and ADB into conditions whose 
implementability cannot be predicted in advance. As a result, the program may run into 
difficulties for reasons beyond the control of the borrower resulting in further noncompliance. 
Second, the PCA is well suited to institution building because the pace of the program can 
be altered depending on the experience and capacity built up during the implementation 
period of the cluster. A related benefit is enhanced ownership and commitment by the client. 
Third, the PCA is likely to enhance the sustainability of program results because there is 
built-in continuity of related reform efforts over an extended period of time. Fourth, including 
the PCA in ADB's program lending product line, given that the World Bank has a comparable 
modality (Appendix 6), will enhance the potential synergies between the two institutions.  
84. There could be some concerns in adopting the PCA. First, given its process-oriented 
approach, there could be concern that a program cluster's "end state" could become a 
moving target because of weak institutional capacity. In this context, it should be noted that 
one of the key objectives of the PCA is to build policy delivery and institutional capacity 
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within a defined time horizon (4-7 years). Thus, the approach is to have a flexible path to a 
relatively certain goal. A related risk is that the program cluster, involving a longer time frame 
for implementation than traditional program loans, may raise unfounded expectations about 
continued ADB support regardless of borrower performance. This risk can be mitigated by 
careful monitoring and evaluation of a borrower's performance on each subprogram. If 
performance is found to be unsatisfactory, processing of the remaining subprograms is 
halted. Thus, there will be no dilution of conditionality once a subprogram is embarked upon. 
Systematic monitoring will also allow the lessons learned to be incorporated in later 
subprograms. Third, there could be concern that the broader scope for such lending that 
could involve several executing agencies and sectors, could lead to diminished program 
focus. This potential problem can be addressed by well-defined accountability arrangements 
between the executing agencies and continuous monitoring of their performance. Fourth, 
there could be concern that since the average size of the individual subprogram is likely to 
be smaller than the average size of the traditional program loans, ADB could have less 
leverage to seek agreement of the government for desired policy changes. It should be 
noted that ADB's objective is not to induce a borrower, through a large- sized loan, to agree 
to a set of reforms that it cannot deliver on. Rather, it is to have an understanding with the 
government on what needs to be achieved under a cluster and a strategy for achieving those 
objectives. The government's willingness to enter into a memorandum of understanding to 
this effect and its recent policy performance track record should provide ADB with 
reasonable assurance of the government's commitment to reform.  
 
85. The risks attendant on introducing the PCA are outweighed by the benefits of having 
a lending instrument that is flexible and is designed to support longer-term institutional 
reforms. Thus, it is proposed that the program lending product line be extended to include 
the program cluster modality. This instrument, with its more open-ended design and 
provision for a longer time horizon, would increase flexibility of ADB's policy-based 
assistance.  
 
B. The Special Program Loan  
 

1. Rationale  
 
86. The PCA will meet a product need in ADB's normal program lending operations. 
There will still however be a gap in the array of instruments for coping with extraordinary 
crisis situations. That the recent crisis may not be the last is now well recognized. In fact 
systemic or contagious crises may have become intrinsic features of globalized capital 
markets: crises will most likely occur again, the next one will be different in some dimension 
from the last one, and it will also be unexpected. Systemic or contagious crises triggered by 
abrupt, large reversals of capital flows, and large, unexpected swings in relative prices, 
require sizable resources to restore stability. Further, following stabilization, a protracted 
recovery phase is likely to ensue during which the structural weaknesses that precipitated 
the crisis in the first place are addressed. In absorbing and adapting to these lessons 
learned from the recent crisis to cope with future crises, ADB is faced with a difficult 
balancing of choices.  
 
87. First, tradeoffs are involved in providing the requisite assistance to crisis-affected 
countries. This requires balancing the need for large-scale emergency lending to crisis-
affected countries with ADB's core mandate of project and program lending in support of 
long-term developmental activities. ADB remains primarily a development institution that 
supplies long-term capital and supports policy reforms and institution building for sustainable 
development in its DMCs, particularly the poorer ones. Large-scale emergency assistance 
necessitated by contagious crises is a problem faced mainly by countries that are closely 
integrated with the global financial system and that are able to attract significant private 
capital because of their more advanced stage of development. These are also typically the 
OCR-eligible countries. ADB can and should, as part of its normal operations, help such 
DMCs reduce their vulnerability to adverse shifts in capital flows. Also, when a capital 
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account crisis does occur, ADB will need to help resolve it because as a regional 
development institution, ADB cannot remain a spectator as its DMCs collapse under the 
weight of contagion. The question is really not whether ADB should be involved in crisis 
resolution — it should, particularly in terms of helping the affected DMCs address the 
underlying structural causes of the crisis33 — but the extent of its financial participation in the 
international rescue effort.  
 
88. Second, there is a tradeoff between (i) ensuring the adequacy, through significant 
ADB participation, of the international rescue package in the event of a financial crisis, and 
(ii) the potential adverse impact on ADB's financial position of such participation. The special 
characteristics of crisis-related lending, in particular, its unanticipated character and 
exceptional scale, together with the associated credit risk, require adequate risk-bearing 
capacity34 to back up such lending. If there is no excess risk-bearing capacity, then 
emergency lending can only be accommodated at the expense of normal OCR lending.  
 
89. Third, is the moral hazard argument. If ADB and other multilateral institutions are 
committed to providing large-scale assistance to crisis-affected countries, then these 
countries are less likely to adopt incentive frameworks that encourage prudent behavior, 
thus setting the stage for still larger crises and rescue efforts. The moral hazard dilemma is 
serious but does not argue against international official assistance particularly in the context 
of contagious crises that can potentially destabilize the region as a whole. The challenge for 
multilateral financial institutions is to design instruments for crisis management that are 
appropriately priced and that condition assistance on actions to address the moral hazard 
problem, e.g., "bailing in" the private sector.  
 
90. Thus, while ADB cannot, as a matter of normal course, take the responsibility of 
providing large-scale unanticipated assistance to crisis-affected countries, exceptional 
situations could arise when ADB has no option but to provide such extraordinary support. 
ADB should therefore be prepared with the necessary instruments and procedures to extend 
the needed assistance to the affected DMC while protecting its other borrowers and 
mitigating the adverse impact on ADB's financial indicators.  
 

2. Proposed Modality  
 
91. It is proposed that ADB introduce a special program loan (SPL) modality for providing 
exceptional large-scale lending as part of an international rescue effort to countries affected 
by crisis. The definition of the SPL is deliberately generic as a complete listing of 
characteristics of crises can prove to be elusive-the historical record shows that each crisis 
may have some characteristics in common with previous crises but may also have some 
new dimensions.  

                                                      
33 There is an emerging consensus from the extensive analyses and debates sparked by the crisis that future 

emergency assistance should focus on catalyzing private sector assistance in resolving the crisis.  
34 Risk-bearing capacity is defined as the medium-term projected net income having the capacity to absorb 

plausible large payment arrears or shocks and still leaves sufficient net income after the shocks to support 
loan growth and to continue to inspire investors' confidence.  
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a. Criteria  

 
i. Crisis Situation  

 
92. Exceptional assistance under an SPL would typically be provided in a crisis situation 
where a large IMF-Ied international rescue package is being mounted in one or more of 
ADB's DMCs to help restore stability. In this context, a crisis would be defined as a situation 
in which a DMC is facing unanticipated difficulties in meeting its payments obligations, 
external and internal.  
 
93. The second dimension that would justify ADB intervention is when the crisis has 
significant structural dimensions and is likely to have significant negative social impact. This 
criterion would provide the link between assistance to crisis-affected countries and ADB's 
development mandate. In determining whether the crisis and its resolution have significant 
structural dimensions, the diagnostics should (i) distinguish between the presence of a 
structural weakness and a cause of the crisis,35 (ii) determine whether removal of that 
weakness would contribute to recovery and build resilience to withstand future crises, and 
(iii) assess the time- frame required to implement the reform measures.  
 

ii. Large Unanticipated Lending Requirements  
 
94. SPLs are expected to provide crisis support on a large scale and beyond anticipated 
levels indicated in the country assistance plans (CAPs). The unanticipated and sudden 
demand for an SPL will not allow it to be programmed in the CAPs.  
 

iii. International Rescue Effort  
 
95. Assistance under an SPL should be part of an international effort that includes the 
IMF and the World Bank. Further, arrangements for burden-sharing among the IFIs should 
be satisfactory to ADB.  
 

iv. Distinction Between Criteria for SPLs and Normal Program 
Loans  

 
96. SPLs are distinct from regular program lending in several aspects. First, SPLs are 
unanticipated, hence will not normally be included in the CAPs. Regular program loans on 
the other hand are included in the CAPs as instruments to achieve the objectives of country 
operational strategies. Second, the typical situation in which an SPL will be provided is a 
crisis related to the capital account where an adequate and quick-disbursing financial 
package is required to stem the reversal in private capital flows. Regular program lending 
would be undertaken in no crisis situations where the pace of disbursement is synchronized 
with the incidence of adjustment costs, depending on the reforms involved. Program loan 
that (i) are to countries recovering from a crisis as follow-through of reforms initiated during 
the crisis, and (ii) are anticipated in the CAPs, will not count as SPLs.  
 

                                                      
35 Stiglitz, Joseph E. Knowledge for Development: Economic Science, Economic Policy, and Economic Advice. 

Annual World Bank Conference on Development Economics. 1998.  
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b. Eligibility Limited to OCR-Eligible Countries  
 
97. To avail of assistance under an SPL, a DMC must be OCR-eligible.36 Countries that 
have graduated out of regular ADB assistance will also be permitted to receive crisis 
assistance.37 Eligible countries receiving assistance under the proposed modality would have 
to undertake necessary forms and measures to enhance the economy's resilience to future 
shocks.  
 

c. Maturity and Grace Period of SPLs  
 
98. The SPL modality has to be quick-disbursing. While responding quickly to the needs 
of crisis-affected countries however, ADB has to ensure that its borrowing and lend ng 
headrooms and cash flow patterns are restored to normalcy as soon as possible. To this 
end, it is proposed that the maturity be set at 5 years and the grace period at 3 years. This 
compares with the terms set by the World Bank and IADB.  
 
  d. Pricing of SPLs 
 
99. SPLs should be priced higher than standard OCR loans because higher charges for 
SPLs  
 

(i) can help mitigate the adverse effects on ADB's financial strength of large 
unanticipated lending.  

 
(ii) would ensure that such lending is resorted to only in exceptional 

circumstances.  
 
100. While the reasons for higher loan charges for SPLs are clear, the level at which these 
charges should be fixed is less obvious. Unlike regular OCR lending, the pricing of SPLs 
cannot be based on projected levels of large-scale, unanticipated crisis support — by 
definition, such lending is unanticipated and by design would be resorted to only in very 
exceptional circumstances. Moreover, ADB's income-earning and risk-bearing capacities, 
the minimum income policy targets, and the quality of its loan portfolio are subject to change 
over time for reasons that may be unrelated to crisis lending. Therefore, financial analyse 
underpinning SPLs would only be meaningful at the time and in the financial policy context in 
which they are given.38 ADB and the World Bank should have similar pricing structures for 
such Ioans. Because both institutions have common borrowers, there should be no price 
incentives to bias borrowing countries towards either.39 The World Bank has set the floor for 
its SSAL at 400 basis points above LlBOR with the provision that the spread may vary over 
time for new loan depending on the institution's overall risk-bearing capacity and market 
conditions. The floor for the SPL is also proposed to be set at 400 basis points above 
LlBOR. The spread will be fixed for the life of the SPL. However, the floor would be adjusted 
from time to time as necessary to take into account ADB's overall risk-bearing capacity and 
market conditions and consequently, the spread could vary from one SPL to another. In 
addition, such other charges as may be applicable to regular OCR loans, for example, 
commitment charges, would apply to SPLs.  
101. If and when such assistance is extended, the RRP for the SPL should present a 
complete analysis of the impact of the SPL on ADB's financial indicators, and explicitly 

                                                      
36 SPLs are not proposed or ADF-only borrowers because such borrowers lack medium-term debt repayment 

capacity and because large-scale emergency lending out of ADF may not be feasible given the more limited 
ADF resource constraint compared to OCR. Should an ADF-only borrower require unanticipated crisis support, 
this would have to be found from within the ADF resource envelope on ADF terms for program loans.  

37 R204-98. A Graduation Policy for the Bank's DMCs, 23 November.  
38 For this reason, IBRD does not justify the spread of 400 basis points for SSALs on the basis of achieving a 

given net income target.  
39 The IADB has adopted a similar practice.  
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discuss the measures taken to ensure that the SPL is consistent with ADB's financial 
policies.  
 

e. Component of Assistance Attracting Higher Charges  
 
102. SPL charges would be levied on all crisis lending that is part of an IMF-Ied rescue 
effort. This would take into account the unanticipated nature of such lending and would price 
the lending on par with the instruments deployed by the World Bank and IMF to deal with the 
situation.  
 

f. Exemption from Ceiling on Program Lending  
 
103. SPLs would not count towards the ceiling on program lending because their inclusion 
under the ceiling could crowd out normal program lending. Also, the proposed higher pricing 
of such loans would differentiate them from standard OCR loans, and this strengthens the 
case for excluding such loans from the ceiling.  
 

g. Packaging of Assistance  
 
104. The time frame required for resolving the weaknesses diagnosed as contributing to a 
crisis (para. 93) would determine how the reforms should be packaged. Measures that have 
broad and immediate impact or that signal the government's commitment to reform can be 
part of the initial phase of crisis management assistance. Not all structural reforms that are 
beneficial in the long run should be undertaken in the midst of a crisis. Moreover, 
overloading of reforms in an emergency package could undermine support for components 
that are essential for addressing the crisis at hand. Support for longer-term measures in the 
recovery phase can be undertaken under the existing relatively quick-disbursing program 
lending modality or under the proposed PCA modality, depending on the nature and 
incidence of adjustment costs. Support in the recovery phase will not attract higher charges 
provided they are anticipated in the CAP.  
 

h. Prepayment  
 
105. Given that provision of SPLs could impose a strain on ADB's risk-bearing capacity, 
and given that such assistance is meant for crisis support, prepayment, if permitted by a 
DMC's changed circumstances, would be encouraged through waiver of penalty. Further, 
prepayment of an SPL on a pro rata basis would be triggered if a country prepaid a 
concurrent World Bank SSAL.  
 

i. Legal Implications  
 
106. The proposed nonstandard pricing as well as the shorter maturity and grace periods 
of SPLs is consistent with Article 14.7 of the Charter. The Article states that "In making or 
guaranteeing a loan, the rate of interest, other charges and the schedule of repayment of 
principal shall be such as are, in the opinion of the Bank, appropriate for the loan 
concerned."  
 

3. Summary  
 
107. The main advantage of the above policy framework and proposed lending modality is 
that it will provide ADB with the flexibility to respond to exceptional circumstances that 
demand large-scale crisis support while minimizing the fallout on regular ADB operations 
and financial planning. Second, by pricing the SPL higher than normal OCR loans, the 
special characteristics of such lending, including their potential negative impact on ADB's 
portfolio, would to the extent possible be taken into account. Third, the differential pricing 
structure for SPLs will bring ADB's loan charge structure in line with that of other IF Is and 
thus reduce the risk of wrong incentives in the choice among IFls. Fourth, such interventions 
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would provide an opportunity for ADB to support structural reforms needed to reduce the 
vulnerability of DMCs to large unanticipated shocks. Fifth, it is in ADB's interest to ensure 
that the development support it has provided over decades does not come unraveled 
because ADB did not provide crisis support to its DMCs when warranted. Finally, the 
instrument will ensure that ADB's credibility as a regional development institution remains 
intact by coming to the rescue of its DMCs when they are faced with economic and social 
collapse. Two concerns associate with SPLs are that (i) governments may assume that they 
have automatic access to the modality whenever they come under balance-of-payments or 
budgetary pressure, and (ii) ADB's crisis support role could eclipse its development role. The 
stringent eligibility criteria, the nonstandard pricing, and the proposed mandatory 
examination of the financial impact of each S L in the RRP should dispel these concerns. On 
balance, the advantages of adding the SPL modality to ADB's array of instruments, with 
appropriately defined terms and conditions outweigh the risks.  
 
108. Accordingly, it is proposed to introduce the SPL lending modality for providing, in 
exceptional circumstances, large-scale crisis support to affected DMCs. With Board 
approval, this modality will have nonstandard pricing to reflect the unanticipated nature of the 
assistance and to mitigate its effects on regular ADB operations and financial targets.  
 
C. Reassessing the Ceiling on Program Lending  
 
109. The introduction of two products, the PCA and the SPL, will help ADB move away 
from the "one size fits all" approach to policy-based lending. Further, formal differentiation 
between regular program lending and crisis lending will help safeguard ADB's support of 
long-term developmental activities. The two new products will enhance ADB's flexibility in 
supporting deeper and more complex policy and institutional reforms than in the past. 
However, expanding the array of policy-based lending products is only part of the answer to 
this challenge. Reassessing the quantitative elements of the policy framework is also 
important. The ceiling on program lending was reset from 10 percent to 15 percent in 1987. 
This level was considered appropriate at that time given the needs of the DMCs, and AD8's 
available staff resources for undertaking policy-based lending. Changes since that time merit 
a reassessment of the ceiling. These issues are discussed below.  
 

1. Formulation of the Ceiling and its implications 
 
110. The original justification for a ceiling on program lend ng was the need to ensure that 
the financing of specific projects is ADB's principal mode of operations and that program 
lending constitutes a relatively small proportion of ADB's annual lending (paragraph 11). 
Based on this objective, the ceiling has been formulated as a share of total lending rather 
than as an absolute amount. However, tying the volume of program lending to the overall 
volume of lending as formulated could be disruptive u less there is some flexibility in its 
interpretation. For example, lending to a large borrower could be significantly below 
anticipated levels for reasons beyond ADB's control. In such situations, the drop in overall 
lending can mean a cut in the permissible level of program Iending. Yet, there is no reason 
why policy-based lending should be cut back because lending to a particular borrower has 
fallen off. Thus, the context in which the ceiling policy is being applied should be n important 
consideration.  
 

2. ADB’s Evolving Role 
 
111. Poverty reduction. Poverty reduction has been reaffirmed as the overarching goal 
of ADB. The program lending modality is appropriate for supporting better public expenditure 
management that increases the quality, and if necessary, the level, of spending on equity- 
enhancing social sector programs. Also, the policy-based lending can support pro-poor 
structural change by fostering policies and institutions that improve access to assets for the 
poor, and that provide a conducive environment for expanding activities in which the poor 
participate. Attempts at institutional reforms aimed at increasing participation by the poor 
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may fail because the b lance of political power is intimately tied to the inequality of economic 
power, particularly that of assets. The SDP modality can provide a coherent approach to 
linking institutional reforms that empower the poor with investment strategies that build up 
their assets.  
 
112. New Role as a Broad-Based Development Institution. Since the adoption of an 
ADB-wide strategic planning process in 1992, successive papers mapping out ADB's 
medium-term strategic framework have taken s their starting point, ADB's redefined role as a 
broad-based development institution that provides an integrated package of services 
comprising investment financing, policy support, and capacity building. The new role 
requires ADB to broaden and deepen fundamentally its policy analysis in critical areas and 
to more actively engage DMCs in policy dialogue and reform.  
 
113. Heavier Involvement in Sectors with Positive Externalities. Some of the 
nontraditional sectors and subsectors where ADB involvement is intensifying, such as 
governance, finance, and social infrastructure, require close attention to policy reforms and 
institution-building. Furthermore, substantial positive externalities can be generated through 
focusing policy-based lending on these sectors.  
 

3. Changes in the Economic Environment Facing DMCs  
 
114. Helping DMCs Cope with a More Challenging International Economic Environment. 
GIobalization can offer DMCs numerous benefits, including better allocation of resources 
and an increase in economic growth fuelled by expanded investment opportunities. 
However, the realization of these benefits depends to a large extent on the set of policies 
followed by individual DMCs. The potentially high costs of globalization must also be taken 
into account and mechanisms developed to augment the capacity of DMCs to respond and 
adapt to the downside risks inherent in he globalization process. Critical areas include, inter 
alia, capacity for managing volatile private capital flows, financial and corporate governance 
reforms, and building social safety nets. The program lending ceiling should be set at a level 
that recognizes them are difficult and uncertain economic environment facing DMCs and the 
policies that need to be put in place to cop with such an environment.  
 
115. Follow-through of Reforms Initiated in Crisis-affected Countries. Countries 
recovering from adverse capital market developments typically need to undertake structural 
reforms that are medium term in nature. The recent crisis is a case in point. It has provided 
ADB with the need and the opportunity to support wide-ranging policy reforms that 
governments were previously either unwilling or unable to pursue. The program loans given 
to crisis-affected countries so far support the initial steps of medium- to long-term policy 
reforms. Either explicitly or implicitly, many of the program loans call for ADB's continued 
support subsequent to their completion in advancing the policy reforms initiated. The 
implications for the ceiling policy are that in the aftermath of a contagious crisis such as the 
type recently witnessed, the demand for program lending is likely to exceed the ceiling 
before returning to trend levels.  
 
116. Private Sector Role in Forestalling and Resolving Crises. Program lending is an 
effective modality through which ADB can influence the policy environment in a DMC and 
make it conducive to private sector investment. More importantly, the private sector is the 
engine that will help accelerate the region's recovery from the recent crisis. ADB's catalytic 
role in bringing private capital back into the region can be considerably strengthened by 
easing the constraint on policy-based lending.  
 
117. Transition Economies. ADB is moving to widen its responsibilities for Central Asian 
transition countries that have special needs in terms of reforming their policy environment 
and strengthening their institutions. There are substantial challenges to be met in terms of 
institution building and enhancing policy delivery capacity without which returns to 
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investment will be inadequate. ADB should be in a position to deliver assistance through the 
appropriate modality and in adequate amounts.  
 

4. Factors Limiting the Increase in Ceiling  
 
118. Risk-Bearing Capacity. The above considerations point to the operational need to 
raise the ceiling on program lending. The question is by how much. The ceiling on program 
lending applies to lending from both OCR and ADF. However, the relatively quick-disbursing 
characteristic associated with program lending has somewhat different implications for 
program lending from OCR and for ADF respectively. Significant changes in the patterns of 
program lending from OCR have implications for ADB's risk-bearing capacity, while ADF 
program lending in the prevailing ADF-scarce situation will further constrain the ADF 
commitment authority. Raising the overall ceiling on program lending while retaining the 
subceiling on ADF program lending at 22.5 percent is not likely to result in a significant 
relaxation of the constraint on ADF program lending. The issue then becomes one of 
ascertaining the compatibility of ADB's available risk-bearing capacity with a possible 
increase in OCR program lending that could result from raising the ceiling.  
 
119. Other factors being the same, the higher the share of relatively quick-disbursing 
program lending in total lending, the greater the financial strain on ADB. Exposure under a 
typical project loan peaks at around 80 percent of the committed level in seventh year while 
OCR exposure under a typical program loan reaches 100 percent in the second or third 
year. Other factors being the same, the outstanding loan balances will increase faster and 
the reserves loan ratio (RLR) will drop more steeply under a program loan than a project 
loan.  
 
120. The Treasury Department has carried out sensitivity analyses to determine the 
impact of alternative shares of program lending on the interest coverage ratio (ICR), and the 
RLR.  
 
 

Table 3: Impact of Program Lending on ICR and RLR 
 

Assumption on Share of OCR Ratios at the end of 2003 
Program Loans to Total Public 

Sector OCR Lending 
ICR RLR (%) 

15% 1.306 22.08 
20% 1.305 21.89 

 
 
The analyses show that changes in the share of program lending by 5 percentage points do 
not have a significant effect on the ICR or RLR.  
 
121. Potential Displacement of Project Loans. Within a given resource envelope, 
raising the ceiling on program loans could displace some project loans if the ceiling becomes 
a de facto target. The question is whether such a shift would yield net benefits. The answer 
is that it depends on the country circumstances. If a country has significant policy distortions 
that depress the returns to projects, emphasis on policy-based lending may result in fewer 
projects in the short term, but those projects will have a better chance of success. Further, 
policy-based lending in the near term can pave the way for more projects in the future, and 
for more sustainable projects in a more supportive policy environment.  
 
122. The rationale for the SDP modality introduced following approval of the 1996 
program lending policy framework40 is in fact predicated on this relationship between policy 
and investment lending. The R-paper noted that if the modality proves successful, there 

                                                      
40 Footnote 2, page 1. 
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could be a case for raising the ceiling on program lending. Although only three years have 
elapsed since the introduction of the modality, the substantial and growing demand for the 
modality is widely recognized. This is yet another important reason that ADB should reset 
the program lending ceiling to better meet client needs.  
 
123. Program lending levels since 1997 have been higher than in the past, due to (i) some 
countries' increased requirements for policy-based assistance for corrective crisis-related 
measures, and (ii) ADB's strategic reorientation as a broad-based development institution. 
With the region's recovery from the crisis, program lending is expected to decline from the 
1997-1999 levels. Nevertheless, in the light of the factors listed in paragraphs 111-117, 
future program lending is expected to be higher than in the precrisis period. Taking this into 
account, and the evolving pipeline for program lending, a 20 percent share for program 
lending in total public sector lending on a three-year moving average basis under normal 
circumstances is proposed. The first three-year period following the adoption of the new 
ceiling will be 2000-2002. The program component of SDPs and OCR/ADF policy-based 
guarantees (but not ACCSF guarantees) will count towards the ceiling.  
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VI. RECOMMENDATIONS 
 
124. In the light of the foregoing discussion, the Board's approval is sought for  
 

(i) introducing the program cluster approach, effective on 1 January 2000, as a 
useful extension of the program lending modality to enhance flexibility and 
extend the time frame (4-7 years) for program implementation;  

 
(ii) introducing a new modality, the special program loan (SPL), effective on 1 

January 2000, to provide on an exceptional basis, large-scale support as part 
of an international rescue package beyond ADB's anticipated assistance 
levels to OCR-eligible crisis-affected countries, allowing  

 
(a) higher pricing of SPLs to help mitigate potential adverse effects on the 

Bank's financial strength and risk bearing capacity, and  
 

(b) exemption of SPLs from counting towards the ceiling on regular 
program Iending; and  

 
(iii) maintain ng the share of regular program lending at 20 percent (under normal 

circumstances) of the total lending on a three-year moving average basis with 
the first such three-year period following the adoption of the ceiling covering 
the years 2000-2002.  
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EVOLUTION OF THE PROGRAM LENDING POLICY FRAMEWORK 
 
Features Year of Review 

 1978 1983 1987 1996 
Objectives To finance 

Importation of 
essential production 
inputs to relieve 
constraints on 
utilization of existing 
capacity due to 
shortage of foreign 
exchange. 

Scope of input 
financing enlarged to 
include 
modernization or 
rationalization of 
existing capacities. 

• Medium-term 
broad-based 
sector 
development. 

• Strengthening 
sectoral policy 
framework. 

Integrated approach 
to sector 
development. 

Focus Industry and sector 
activities that 
augment the 
productivity of the 
agriculture sector. 

No substantive 
change from 1978 
focus. 

Expanding focus 
from agriculture to 
other sectors 
including 
manufacturing, 
power, transport, 
social infrastructure, 
and finance. 

Introduction of a 
modified program 
lending instrument 
combining 
investment and 
policy components: 
the sector 
development 
program (SDP). The 
investment 
component is 
particularly 
applicable to 
physical and social 
infrastructure 
sectors.  

Eligibility 
Criteria 

• Inability to finance 
essential inputs 
due to foreign 
exchange 
shortage. 

• Program for 
efficient utilization 
of production 
capacity. 

• Borrower to 
provide financing 
beyond the period 
of Asian 
Development 
Bank (ADB) 
financing. 

• Compatibility of 
ADB-assisted 
program with 
International 
Monetary Fund 
activities/program 

 
 
 
• Expanded criteria 

to include policy 
dialogue with ADB 
on sector facilities, 
institutions, and 
long-term 
development.  

 
• Dropped 

requirement of 
borrower to 
provide continued 
funding beyond 
the period of ADB 
financing.  

• Dropped 
requirement that 
the balance-of-
payments (BOP) 
needs to be 
demonstrated in 
terms of an 
inability to finance 
essential inputs.  

• Added 
requirement of 
development 
policy letter that 
reflects proposed 
sectoral policy 
reforms, 
investment plans, 
and institutional 
developments. 

• Eligibility to 
depend on 
implementation 
experience with 
past program 
loans as well as 
with policy 
conditions 
attached to 
investment loans 
in the developing 
member country 
(DMC) and sector 
concerned.  
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Features 1978 1983 1987 1996 

Design     
• Sector study None. However, sector 

program for production 
efficiency is a 
prerequisite. 

Analyze sector 
management and 
development issues, 
including those relating 
to institution building, 
through technical 
assistance (TA).  

Sectoral analysis 
covering 
• adequacy of 

producer incentives, 
• degree of sectoral 

reliance on market 
forces, and  

• level and 
composition of 
sectoral investment 
program.  

 

Sector study a 
prerequisite for ADP 
covering 
• policy issues, 
• social analysis, 
• environmental 

issues, 
• capacity-building 

requirements, and 
• survey of private 

sector needs and 
constraints. 

• Poverty Impact 
Assessment 

None. None. • Develop programs 
to offset the social 
costs of adjustment. 

 

• Poverty impact 
assessment based 
on prescribed 
methodology. 

• Environmental 
assessment 

 

None. None. None. None. 

• Conditionality Policy content of loan 
convenants limited. 

No substantive change. Key elements of 
sectoral program 
assistance to be 
monitored through 
tranches. Conditions of 
the disbursement loan 
tranches should be 
realistic and realizable 
and few in number. 
 

Covenanted conditions 
should relate to 
essential policy 
objectives only. 

• Quantification of 
adjustment 
costs and 
development 
impact. 

None. None. Sector programs to 
include sector 
objectives and policies 
and where possible to 
be expressed in 
quantitative terms. 

Recognizes that it is 
not easy to estimate 
precisely that net fiscal 
of a reform program but 
recommends that 
systematic efforts to be 
made to identify and 
quantify major short- or 
medium-term costs. 
 

• Tranching. None. None. Normally two tranches 
over 12-18 months. 

Balanced distribution of 
conditionalities among 
program loan tranches.  
 

• Capacity-
building 

Institutional 
deficiencies to be 
rectified through TA 
attached to the 
program loan 

No change. No change. SDP modality provides 
for a TA component 
designed to address 
institutional issues and 
capacity building. 
 

• Counterpart 
funds 

While a broad 
indication of the 
developmental use of 
counterpart funds 
generated by program 
loans may be indicated 
in the relevant loan 
agreements, ADB 
control over the use of 
these funds should be 
exercised flexibly. 

No change. On a case-by-case 
basis, counterpart 
funds may be 
designated for the 
development needs of 
the concerned sector. 

Where shortfalls in the 
allocation of 
development or 
operating expenditures 
to the sector are 
identified, matching 
expenditure 
commitments from the 
borrower may be 
obtained in exchange 
for the counterpart 
funds generated. 
These commitments 
will take the form of 
policy covenants.  
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Features 1978 1983 1987 1996 

• Performance 
Indicators. 

Not discussed. Not discussed. Sector program 
assistance should be 
designed so that key 
elements are 
monitored. 

Logical framework to 
be prepared for all 
program designed so 
that key loans and 
SDPs, setting out, inter 
alia, monitorable 
targets for program  
activities, outputs, and 
objectives. 

Limits on Amount 
of Program 
Lending 

Overall:  
5 percent of total 
lending 
 
 
 
 
Country: 
10 percent 

Overall:  
7:5 percent 
 
 
 
 
 
Country: 
20 percent 

Overall Ceiling: 
15 percent calculated 
on a three-year moving 
average basis. 
 
 
Dropped country 
ceiling. 

• Subceiling on Asian 
Development Fund 
(ADF) program 
lending (22.5 
percent). 

• If the SDP concept 
proves successful 
and becomes used 
on a wide scale to 
promote sector 
policy reforms, a 
relaxation of the 
present ceiling 
could be 
considered during 
the next review of 
program lending 
policies. 

Loan Size Partly determined by 
country ceiling. 

Partly determined by 
country ceiling. 

In the absence of a 
country ceiling, the 
amount of program 
assistance would 
continue to be related 
to the size of the 
lending program in the 
DMC, scope of the 
program, and sector-
specific considerations.  

Based on judgement, 
taking into account 
short- to medium-term 
costs of the program (in 
fiscal and/or BOP 
terms), the strength of 
the reform package, 
relative importance of 
sector, and size of 
lending program in 
DMC concerned.  

Program Period 2 years. 3-5 years. No change. No change. 
Disbursement Disbursed against 

foreign expenditures 
relating to previously 
identified materials and 
equipment. 

No change. Disbursed against a 
positive list relating to 
the largest sector or a 
negative list if the 
involved sector relates 
to the entire economy. 

No change. 

Terms ADF: 25 years maturity 
and 8 years grace 
(different from project 
loans). 
 
 
Ordinary capital 
resources (OCR): 15 
years maturity and 3 
years grace. 

ADF: standard loan 
terms applicable to 
projects (40 years 
maturity and 10 years 
grade). 
 
OCR: no change. 

AADF: no change. 
 
 
 
 
 
OCR: no change. 

ADF: no change.1 
 
 
 
 
 
OCR: no change. 

 

                                                      
1 In December 1998, the Board approved the reintroduction of differentiation in loan terms between project and 

program loans. For program loans, the maturity and grace periods are 24 years and 8 years, respectively. The 
corresponding terms for project loans are 32 years and 8 years, respectively.  
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Appendix 2 
 

APPROVED PROGRAM LOANS 
1996-1998 

 

Country Program Title OCR ADF Total Date of 
approval 

     
Cambodia Agriculture Sector Program Loan 30.0 30.0 20-Jun-96 
Lao PDR Second Financial Sector Program 25.0 25.0 12-Sep-96
Cook Islands Economic Restructuring Program 5.0 5.0 26-Sep-96
Viet Nam Financial Sector Program 90.0 90.0 19-Nov-96 
India Gujarat Public Sector Management 

Program 
250.0  250.0 18-Dec-96

Mongolia Financial Sector Program 35.0 35.0 19-Dec-96
Mongolia Education Sector Development 

Program 
6.5 6.5 19-Dec-96

Marshall Islands Public Sector Reform Program 12.0 12.0 30-Jan-97 
Papua New 
Guinea 

Health Sector Development Program 45.0 5.0 50.0 20-Mar-97 

FSM Public Sector Reform Program 18.0 18.0 29-Apr-97 
Kyrgyz Republic  Corporate Governance and Enterprise 

Reform Program 
40.0 40.0 25-Sep-97

Kyrgyz Republic Education Sector Development 
Program 

19.0 19.0 29-Sep-97

Bhutan  Financial Sector Intermediation 
Facility Program 

4.0 4.0 23-Oct-97 

Mongolia Health Sector Development Program 4.0 4.0 04-Nov-97 
Pakistan Capital Market Development Program 250.0  250.0 06-Nov-97 
Bangladesh Capital Market Development Program 80.0 80.0 20-Nov-97 
Kazakhstan Pension Reform Program 100.0  100.0 15-Dec-97
Thailand Financial Markets Reform Program 300.0  300.0 19-Dec-97
Korea Financial Sector Program 4,000.0  4,000.0 19-Dec-97
Nepal Second Agriculture Program  50.0 50.0 22-Jan-98 
Samoa Financial Sector Program  7.5 7.5 19-Feb-98 
Thailand  Social Sector Program  500.0  500.0 12-Mar-98 
Indonesia Financial Governance Reforms 1,400.0  1,400.0 25-Jun-98 
Indonesia  Social Protection SDP  100.0  100.0 09-Jul-98 
Vanuatu  Comprehensive Reform Program  20.0  20.0 16-Jul-98 
Solomon Islands  Public Sector Reform Program  25.0  25.0 27-Aug-98
Tajikistan  Postconflict Infrastructure Program  20.0  20.0 10-Dec-98
Nauru  Fiscal and Financial Reform Program  5.0  5.0 15-Dec-98
Philippines  Metro Manila Air Quality Improvement 

SDP  
200.0  200.0 16-Dec-98

Philippines  Power Restructuring Program  300.0  300.0 16-Dec-98
 Total 7,450.0 496.0 7,946.0  

 
FSM = Federated States of Micronesia; LAO PDR = Lao People’s Democratic Republic 
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EXAMPLES OF NEW DIRECTIONS IN PROGRAM LENDING 
 

Issue Program DMC Key Policy Objective Key Policy 
Measures/Institutional 

Strengthening 
New Problems Financial 

Governance 
Indonesia Improve the governance 

of financial and public 
sector allocation of 
resources by (i) adopting 
best governance 
practices, (ii) increasing 
the disclosure and 
transparency of financial 
information, and (iii) 
strengthening the legal 
and regulatory 
framework of the finance 
sector. 

• Restructuring existing 
banks. 

• Strengthening the 
supervisory capacity of the 
central bank. 

• Rationalizing the 
supervision and regulation 
of nonbank financial 
institutions. 

• Rationalizing the legal and 
regulatory environment. 

• Improving fiscal 
management. 

• Strengthening the capital 
market supervisory 
agency. 

• Establishing a secondary 
mortgage facility. 

New Clients Postconflict 
Infrastructure 
Program 

Tajikistan Promote economic 
recovery and growth by 
addressing key 
constraints to the 
functioning of the 
transport and energy 
sectors through support 
for market-based 
policies and institutional 
reforms. 

• Amending the transport 
and energy laws to 
facilitate delivery of 
market-based transport 
and energy services. 

• Implementing new tariff 
schedules for transport 
and energy services. 

• Separating the regulatory 
and operational functions 
of the transport and energy 
sectors. 

• Enacting a foreign 
investment law. 

New Initiatives Pension Reform 
Program 

Kazakhstan To support the transition 
of the pension system to 
a fully-funded, defined 
contribution pension 
system 

• Enacting a law on pension 
provisions. 

• Providing public 
information and education 
programs about the shift 
from the unfunded state-
sponsored scheme to a 
sophisticated defined 
contribution scheme. 

• Enhancing the 
administration and 
management capacity of 
the pension system 
through training, 
computerization, and 
staffing for monitoring and 
supervision functions. 
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Issue Program DMC Key Policy Objective Key Policy 
Measures/Institutional 

Strengthening 
    • Ensuring social 

sustainability through 
periodic retrospective 
indexing to the consumer 
price index of minimum 
pension, minimum benefit 
guarantee scheme and 
income adequacy and 
open market information 
database. 

 Corporate 
Governance 

Kyrgyz 
Republic 

• To increase the 
number of enterprises 
implementing and 
practicing improved 
corporate governance 
arrangements. 

• To increase 
enterprise 
management skills 
and enterprise 
management training 
capacity. 

• To improve the legal 
framework covering 
insolvent enterprises 

• To develop 
mechanisms to 
monitor and assess 
the impact of ongoing 
macroeconomic, 
industrial, and trade 
policy reforms, 
including enterprise 
reforms. 

• Developing and 
implementing guidelines 
for best practice in 
corporate governance, 
including statutory 
mechanisms for their 
enforcement. 

• Ending subsidized loans to 
enterprises. 

• Liquidating/restructuring 
enterprises. 

• Strengthening the legal 
framework and 
implementation capabilities 
of insolvency procedures. 

New 
Instrument 

Health Sector 
Development 
Program 

Mongolia • Promoting primary 
health care (PHC). 

• Developing private 
sector delivery of 
health services. 

• Rationalizing health 
facilities. 

• Improving health care 
financing. 

• Protecting vulnerable 
groups. 

• Restructuring the health 
system based on PHC and 
an effective referral system 
supporting PHC. 

• Developing a master plan 
for rural health facilities. 

• Develop private family 
group practice working 
under contract. 

• Putting in place monitoring 
mechanisms to assess 
access to essential health 
services for the poor and 
the vulnerable groups. 
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Issue Program DMC Key Policy Objective Key Policy 
Measures/Institutional 

Strengthening 
Old Lessons 
Learned 
Anew: Overall 
quality of 
public 
expenditure 
program as a 
prerequisite 
for project 
success 

Gujarat Public 
Sector Resource 
Management 
Program 

India To improve resource 
allocation and enhance 
the efficiency of its use 
to  
• promote 

industrialization, 
• rationalize and 

prioritize public 
expenditures, 

• augment public 
resource mobilization, 

• restructure state-
owned enterprises 
(soes), and 

• enhance competition. 

Expenditure management 
• introduce core investment 

program, 
• improve expenditure 

controls and management, 
and 

• introduce yardsticks for 
operation and 
maintenance expenditures. 

Public Resource Mobilization 
• tax reforms, and 
• cost recovery. 
SOE reforms 
• corporatization, 

restructuring, merger, and 
• closure and privatization.  
 
Infrastructure policy reforms 
• pricing, and 
• regulatory framework for 

private sector participation. 
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REFORM AREAS IN FINANCIAL SECTOR REFORM PROGRAMS, 1996-1998 
 

Reform Area INO 
1618 

SAM 
1608 

KOR 
1601 

THA 
1600 

BHU 
1566 

MON 
1509 

VIE 
1485 

LAO 
1458 

Removal of Distortions         
         
Interest Rate Liberalization  X X  X X  X 
Indirect Money Instruments  X X     X 
Dismantle Directed Credit X X X   X X  
Capital Account Liberalization X X X   X X  
         
Increased Competition          
Bank Privatization  X       
Competition Laws X  X  X  X  
Differential Taxation/Regulation of 

Banks 
X  X   X  X 

Foreign Ownership Laws X  X    X  
         
Improved Financial System 

Infrastructure 
        

Central Bank Law X  X   X X  
Prudential, Regulations, Banking 

Law 
X X X  X X X  

         
Nonbank Regulations X X X X  X X  
Money Market  X X     X 
Rights and Obligations of 

Financial Agents 
X X X X X  X  

         
Strengthening of Individual 

Financial Institutions 
        

Bank Supervision X X X  X X X X 
Bank Re-structuring/ 

Recapitalization 
X X X   X X X 

Bank Institutional Reforms X X X   X X X 
Reform Areas Covered (%) 75 75 93.8 12.5 31.3 62.5 68.8 43.8 

 
 
BHU = Bhutan; INO = Indonesia; Lao PDR = Lao, People’s Democratic Republic; KOR = Korea, 
Republic of; MON = Mongolia; SAM = Samoa; THA = Thailand; VIE = Viet Nam. 
 
Based on World Bank methodology to identify the presence or absence of policies in financial sector 
program loans. 
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Appendix 5  
 
 

REFORM AREAS IN GOVERNANCE-RELATED PROGRAM LOANS, 1996-1997 
 

Reform Area Number of Countries 
A. Core Institutions of Government  

Central Mechanisms for Policy Formulation, Coordination, 
and Implementation 

7 

Civil Service Personnel Management 2 
Planning and Budgeting Processes 7 
Supreme Audit Systems 3 
Taxation Systems 3 

B. Sector Work with Line Ministries and Departments  
Corporate Governance and Strategic Management 1 
Organizational Processes and Procedures 10 
Revenue Enhancement 0 

C. Subnational Governance  
Local Finance 1 
Local Governance and Management 4 

D. Public/Private Interface  
Assistance to Privatization/Commercialization of Specific 

State-Owned Enterprises  
10 

Develop/Strengthen Regulatory Frameworks to Private 
Sector Participation and Operation 

12 

Initiate/Strengthen Participation of Private Business Sector 
Organization in Policy Debate/Dialogues 

5 

Strengthen Financial and Capital Markets 13 
E. Law and Development  

Legislation, Oversight, Parliamentary Institutions 4 
Reform Judicial Structures 1 
Streamline and Redesign of Processes 1 
Strengthen Environmental Institutions, Legislation, 
Procedures 

5 

F. Civil Society, Social Capital and Participation  
Create/Strengthen Enabling Legal/Policy Framework for 

Nongovernment Organizations (NGOs) or Other 
Community Groups 

4 

Initiate/Strengthen Participation of NGOs/Community 
Groups in Policy Dialogue on Development 

3 

Involvement and/or Strengthening of NGOs to Participate in 
Public Service Delivery 

3 

 
Note: 19 program loans in governance-related reform areas were provided to a total of 16 
countries during 1996 to 1998. 
 
 



ADJUSTMENT LENDING MODALITIES OF THE WORLD BANK 
 

Features Structural Adjustment 
Loan (SAL) 

Programmatic Structural 
Adjustment Loan (PSAL) 

Special Structural 
Adjustment Loan (SSAL) 

Sector Adjustment Loan 
(SECAL) 

Hybrid Loan 

Objectives To support specific policy 
changes and institutional 
reforms to (i) achieve 
efficient use of resources, 
(ii) meet balance-of-
payments (BOP) needs 
for quick disbursement, 
(iii) contribute to growth 
and a sustainable balance 
of payments position in 
the medium term, and (iv) 
mitigate social costs. 

For addressing systemic 
social, structural, and 
institutional reform issues 
over an extended period of 
time in countries with 
external financing gaps 
that may have BOP or 
fiscal origins. 

For addressing the 
structural dimensions 
causing sectoral or 
economy-wide crises. The 
purpose is not to provide 
liquidity financing per se. 

To support comprehensive 
policy changes and 
institutional reforms, 
normally in a specific 
sector. 

To support comprehensive 
policy and institutional 
reforms, normally in a 
specific sector, to bring the 
sector’s investment and 
operational performance in 
line with economic 
priorities, and to ensure 
that the reforms are 
efficiently instituted and 
maintained.  

Focus Major macroeconomic 
issues, as well as major 
sectoral issues covering 
several sectors, typically 
trade policy, resource 
mobilization, efficient use 
of resources, institutional 
reforms, and social safety 
net protection.  

Medium-term programs of 
second-generation 
structural reform and 
institution-building. Can 
provide support for 
• time slices of 

government 
development programs 
funded from successive 
annual budgets, if 
budgetary institutions 
are satisfactory; 

• a program of step-by-
step reforms to put in 
place or strengthen 
budget and public 
sector institutions 
needed for efficient use 
of public funds; and/or 

Appropriate structural and 
institutional frameworks, 
including prudential 
financial regulation and 
supervision, sound public 
sector management and 
corporate governance, and 
adequate social safety nets 
and programs. 

Major sectoral issues, 
especially incentives and 
regulatory framework, 
institutional capability, and 
sector expenditure 
program. 

Financing provided to 
support policy and 
institutional reforms as well 
as investments in the 
sector when both the 
investment and policy 
components are closely 
linked.  
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Features Structural Adjustment 

Loan (SAL) 
Programmatic Structural 
Adjustment Loan (PSAL) 

Special Structural 
Adjustment Loan (SSAL) 

Sector Adjustment Loan 
(SECAL) 

Hybrid Loan 

  • a program of economic 
governance and 
institutional reforms in 
one or more areas, 
such as natural 
monopoly regulation, 
privatization, or 
pensions. 

   

Eligibility Criteria Agreement on a 
satisfactory 
macroeconomic 
framework and policy 
actions that can be 
monitored in a specific 
schedule. 

Agreement on a 
satisfactory 
macroeconomic and 
structural policy 
framework. 

• International Bank for 
Reconstruction and 
Development (IBRD) 
eligibility. 

• Country’s external 
financing plan likely to 
be sustainable and 
SSAL debt-servicing is 
within medium-term debt 
sustainability limits. 

• A satisfactory structural 
and macroeconomic 
policy framework. 

Agreement on a 
satisfactory 
macroeconomic 
framework, specific action 
program that can be 
monitored on a specific 
schedule, and investment 
programs for the sector. 

Agreement on 
macroeconomic framework 
and its implementation, 
composition of expenditure 
programs for the sector 
and strengthening of 
institutions, specific action 
programs that can be 
monitored on a specific 
schedule, and (where 
warranted) cross 
conditions of disbursement 
between policy and 
investment components. 

Design of Report 
and 
Recommendation 
to the President 

• Initial economic 
conditions. 

• Macroeconomic and 
adjustment program. 

• Macroeconomic 
prospects and external 
financing requirements. 

• Policy reform matrix 
and letter of 
development policy. 

• Risks. 

Multiyear framework that 
serves as an umbrella for a 
series of individual 
PSALs/programmatic 
structural adjustment 
credits (PSACs). 

Based on Special 
Repurchase Facility 
Support Loan to Argentina 
approved 10 November 
1998)  
In addition to typical SAL 
proposal, description of 
crisis situation and linkage 
of loan objectives with crisis 
prevention and meeting 
foreign exchange 
shortages. 

Compared to SAL, focused 
on adjustment program for 
a single sector/subsector. 

In addition to design 
features of adjustment 
program, justification and 
costing of investment 
component. 
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Features Structural Adjustment 

Loan (SAL) 
Programmatic Structural 
Adjustment Loan (PSAL) 

Special Structural 
Adjustment Loan (SSAL) 

Sector Adjustment Loan 
(SECAL) 

Hybrid Loan 

Social/ 
Environment 
Assessment 

• Social impact of policy 
reforms being 
supported by World 
Bank programs. 

• Design should take 
account of linkages 
between the various 
returns in the 
adjustment program 
and the environment. 

Not separately specified. Not separately specified. Not separately specified. Not separately specified. 

Conditionality • Based on policy matrix. 
• Policy matrix includes 

cross-sectoral 
conditionalities. 

• Other things being 
equal, staff should be 
as economical as 
possible in deciding on 
the number of 
conditions. 

During program review, 
conditions of remaining 
PSAL/PSAC tranches can 
be modified with the 
agreement of the borrower. 

Conditionality embedded in 
a strong policy program that 
includes social protection 
programs. 

Not separately specified but 
typically includes sector 
focused conditionalities. 

Not separately specified. 

Tranching No fixed rule regarding 
number of tranches. 

Each PSAL to have one or 
more tranches. Each 
tranche depends upon 
completion of a formal 
review of progress with 
reforms. 

Number of tranches 
depends on country 
circumstances. 

Yes. For the policy component, 
with cross-conditions of 
disbursement between the 
investment component and 
the policy components. 

Loan Size • Expected BOP gap 
corresponding to the 
policy scenario. 

• Size of lending 
program and 
possiblities of burden-
sharing with other 
funding agencies. 

Not separately specified. Case-by-case basis 
according to the strength of 
the program and the 
availability of IBRD financial 
capacity. 

Not separately specified. Not separately specified. 
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Features Structural Adjustment 

Loan (SAL) 
Programmatic Structural 
Adjustment Loan (PSAL) 

Special Structural 
Adjustment Loan (SSAL) 

Sector Adjustment Loan 
(SECAL) 

Hybrid Loan 

 • Strength the returns 
being supported. 

• Country’s need for and 
ability to absorb 
traditional investment. 

• Country credit 
worthiness. 

    

Ceiling on 
Adjustment 
Lending 

Adjustment lending 
should not normally 
exceed 25 percent of 
World Bank or 
International Development 
Association (IDA) lending, 
aggregated over the 
World Bank as a whole 
and averaged over a 
three-year period, and 
should not under any 
circumstances exceed 30 
percent for IDA. 

Covered under policy for 
SALs. 

Not specified. Covered under policy for 
SALs. 

Not specified. 

Basis for Loan 
Disbursement 

Disbursed against general 
imports subject to a 
negative list of prohibited 
imports. 

Covered under policy for 
SALs. 

Against policy matrix. Disbursed against imports 
subject to a negative or 
positive list. 

Policy component disbursed 
against imports subject to a 
negative or positive list. 
Investment component 
disbursed against foreign or 
local expenditures for broad 
categories of equipment, 
materials, services, civil 
works, and incremental 
recurrent costs related to 
the sectoral investment 
program (the whole or a 
time slice) or some specific 
investment. 
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Features Structural Adjustment 

Loan (SAL) 
Programmatic Structural 
Adjustment Loan (PSAL) 

Special Structural 
Adjustment Loan (SSAL) 

Sector Adjustment Loan 
(SECAL) 

Hybrid Loan 

Terms Same as for IBRD project 
loans. 

Same as for regular 
adjustment operations. 

• Maturity — 5 years 
• Grace period — 3 

years. 
• Interest — 6 months 

LIBOR equivalent plus 
loan spread that is fixed 
for the life of the loan — 
minimum loan spread is 
set at 400 basis points 
but the spread may 
vary over time for new 
loans depending on the 
World Bank’s overall 
risk-bearing capacity 
and market condition. 

• Front-end fee — 1 
percent. 

• Commitment fee — 
0.75 percent. 

Same as for regular 
adjustment operations. 

Same as for regular 
adjustment operations.  
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