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MANAGEMENT ‘S
DISCUSSION AND ANALYSIS

The Asian Development Bank (ADB) is an international development financial
institution whose vision is to make Asia and the Pacific free of poverty. ADB was
established in 1966 through the Agreement Establishing the Asian Development
Bank (the Charter), ratified by 31 countries to promote the social and economic
development of the region and reduce poverty. As of 31 December 2009, ADB is
owned by 67 members, 48 of which are in the region.



ADB provides various forms of financial assistance to its
developing member countries. The main instruments are
loans, technical assistance, grants, guarantees, and equity
investments. These instruments are financed through or-
dinary capital resources (OCR), Special Funds, and various
trust funds. OCR and Special Funds are used to finance op-
erations that are solely under ADB administration. Trust
funds are externally funded and are administered by ADB
on behalf of donors. The Charter requires that funds from
each resource be kept separate from the others.

ADB also provides policy dialogues and advisory ser-
vices and mobilizes financial resources through its co-
financing operations tapping official, commercial, and
export credit sources to maximize the development im-
pact of its assistance. Cofinancing for ADB projects can be
in the formof external loans, grants for technical assistance
and components of loan projects, and credit enhancement
products such as guarantees and syndications.

ORDINARY CAPITAL RESOURCES

Funding for OCR operations comes from three distinct
sources: funds borrowed from private placements and
capital markets, paid-in capital provided by shareholders,
and accumulated retained income (reserves). The finan-
cial strength of OCR is largely based on the support of
shareholders and on sound financial policies and practic-
es. Shareholder support is reflected in the form of capi-
tal backing from members and in the record of borrowing
members in meeting their debt service obligations.
Borrowed funds, together with equity, are used to
fund OCR lending and investment activities as well as
other general operations. Loans are generally provided to
developing member countries that have attained a higher
level of economic development and to private and other
nonsovereign borrowers. Sovereign loans are priced on a
cost pass-through basis in which the cost of funding the
loans plus a lending spread is passed to the borrowers.
Nonsovereign loans are priced based on market practice.
In addition to direct lending, ADB also provides
guarantees to assist governments of developing member

countries and nonsovereign borrowers secure commer-
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cial funds for ADB-assisted projects. ADB experienced a
strong and growing demand for guarantees as credit en-
hancement products.

Basis of Financial Reporting

Statutory Basis. ADB prepares its financial statements in
accordance with accounting principles generally accepted
in the United States of America (US GAAP).! ADB’s fiscal
year follows the calendar year ending in December.

ADB manages its balance sheet by selectively using
derivatives to minimize interest rate and currency risks as-
sociated with its financial assets and liabilities. Derivative
instruments are used to enhance asset and liability man-
agement of individual positions and overall portfolios, and
to reduce borrowing costs.

Financial instruments including all derivatives, struc-
tured and swapped borrowings, and marketable invest-
ments are recorded at their fair value while loans and
unswapped borrowings are recorded at carrying book value.
Unlisted equity investments are valued either at cost less
any permanent impairment, or using the equity method.

ADB complies with Derivatives and Hedging (815)
Fair Value Measurements and Disclosures (820) and Fair Value
Option (825-10) Topics of FASB ASC.

ASC 815 establishes accounting and reporting stan-
dards for derivative instruments, including certain
derivative instruments embedded in other contracts (col-
lectively referred to as derivatives) and for hedging activi-
ties. [t requires that an entity recognize all derivatives as
either assets or liabilities in the statement of financial po-
sition and measure those instruments at fair value. ASC
815 allows hedge accounting only if certain qualifying cri-
teria are met. An assessment of those criteria indicated
that most of ADB’s derivative transactions are highly ef-
fective in hedging the underlying transactions and are ap-
propriate for reducing funding costs. Compliance with
hedge accounting requirements will impose undue con-
straints on future borrowings, loans, and hedge programs
and will likely detract ADB’s efforts to effectively and effi-
ciently minimize the funding costs for its borrowing mem-
ber countries. Accordingly, ADB elects not to adopt hedge
accounting and reports all derivative instruments on the

1 In June 2009, the Financial Accounting Standards Board (FASB) issued FASB Statement No. 168, The FASB Accounting Standards Codification™ and the Hierarchy of Generally Accepted
Accounting Principles—a replacement of FASB Statement No. 162. Effective for financial statements issued for interim and annual periods ending after 15 September 2009, FASB Ac-
counting Standards Codlfication™ (ASC) becomes the source of authoritative US accounting and reporting standards for nongovernmental entities, in addition to guidance issued by the
Securities and Exchange Commission (SEC). ASC supersedes all existing, non-SEC accounting and reporting standards for nongovernmental entities.
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balance sheet at fair value while recognizing changes in
the fair value of derivative instruments for the year as part
of net income.

ASC 815-15-25-4 to 815-15-25-5 allows fair value mea-
surement for hybrid financial instruments that contain em-
bedded features that would otherwise be required to be
treated as a separate derivative instrument (bifurcated) in
the reported financial statements under ASC 815. As of 31
December 2009, ADB holds a relatively small portion of hy-
brid financial instruments in its borrowing portfolio.

ASC 825 expands the scope of financial assets and
liabilities that entities may carry at fair value. Effective 1
January 2008, ADB utilized this election to fair value all
non-hybrid borrowings that are swapped. Asa result of this
election, all borrowings that are swapped and their related
derivatives are reported at fair value, with changes in fair
value reported in earnings. However, ADB still reports all
of its loans and those borrowings that are not swapped at
amortized cost.

ASC 820 defines fair value, establishes a framework
for measuring fair value, and expands disclosure require-
ments about fair value measurements. In compliance
with this standard, and in conjunction with the ASC 825
election, ADB incorporated its credit risk (as a credit
spread) in fair valuing its liabilities. The combined effect
of the adoption of ASC 820 and 825 was to increase the
opening balance of retained income as at 1 January 2008
by $227.5 million.

ASC 815-10-50 further expands the disclosure re-
quirement on derivatives in order to provide readers of the
financial statements with better understanding of (i) how
and why an entity uses derivatives; (ii) how derivative in-
struments and related hedged items are accounted for;
and (iii) how derivative instruments and hedged items af-
fect an entity’s financial position, performance, and cash
flows. Note H of OCR-8 provides the required disclosures
in compliance with this standard.

Supplemental Reportings. To better reflect ADB’s
financial position and risk management for management
reporting purpose, two non-US GAAP supplemental fi-
nancial statements are included: pre-ASC 815/825 and
current value basis.

Pre-ASC 815/825 Basis. Under pre-ASC 815/825 ba-
sis, the net income (operating income)? does not include

unrealized gains or losses of the portfolio. The unrealized

gains or losses, although an important indicator of the port-
folio performance, generally represent changes in income
asaresult of fluctuations in the market environment. Since
ADB does not actively trade these financial instruments,
such gains or losses are not realized unless ADB is forced
to do so by risk events before maturity. Under pre-ASC
815/825, loans, promissory notes, swapped borrowings, and
all derivative instruments are reported at cost.

Since ADB intends to hold most borrowings and re-
lated swaps until maturity, the periodic unrealized gains
and losses reported under statutory basis will eventually
converge with the net cash income/expenses ADB recog-
nizes over the life of the transaction.

Current Value Basis. Current value income is estimated
by measuringall the financial instruments with a model based
on the present value of the expected cash flows. As certain fi-
nancial instruments (including all derivatives, swapped and
structured borrowings, and certain investments) are record-
ed at their fair value while loans, remaining borrowings, and
remaining investments are recorded at amortized cost, the
statutory income may not fully reflect the overall economic
value of ADB’s financial position. The current value model
utilizes market corroborated data to determine the cash flow
and discount rates for each instrument.

Selected Financial Data

Table 1 presents selected financial data on three bases:
statutory basis, pre-ASC 815/825 basis, and current value
basis. Ratios under statutory and pre-ASC 815/825 bases
were all lower compared with last year as a result of a de-
crease in interest rates, especially for US dollar. Under
current value basis, the increase in return on investments
represents the unrealized gains position of the invest-
ment portfolio, while the increase in return on average
earning assets is due to favorable adjustment in the valu-
ation of the loans and loan-related swaps. Please refer to
the Overall Financial Results section below for discussion

on revenue and CXPGI’ISGS.
Overall Financial Results

Net (Loss) Income. Table 2 presents overall financial
results in 2009. Net loss for the year was $27.5 million
compared to net income $1,126.3 million for 2008. The

2 Operating income is defined as statutory net income before unrealized gains/losses on fair value changes of borrowings and derivatives and ADB's proportionate share in unrealized gains/

losses from equity investment accounted under equity method.
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Table 1: Selected Financial Data
(31 December, amounts in $ million)

Statutory Basis
2009 2008 2007 2006 2005

Revenue and Expenses

From Loan 959.8 1,358.0 1,442.3 1,210.1 1,036.3

From Investments 459.4 677.2 683.2 564.5 377.4

From Guarantees 9.2 6.9 5.1 4.1 4.1

From Equity Investments 24.5 3.7 58.9 41.5 33

From Other Sources 18.6 18.7 18.8 18.7 1.3
Total Revenue 1,471.5 2,064.5 2,208.3 1,838.9 1,432.4
Borrowings and Related Expenses 7417 1,208.4 1,389.8 1,116.3 893.2
Administrative Expenses? 193.6 141.0 127.3 127.7 135.7
Provision for Losses 115.8 (3.5) (0.6) (32.5) (3.5)
Other Expenses® 5.1 14.7 33 2.5 0.8
Total Expenses 1,056.2 1,360.6 1,519.8 1,214.0 1,026.2
Net Realized Gains (Losses) 233 (28.1) 22.9 80.6 16.9
Net Unrealized (Losses) Gains (466.2) 450.6 53.8 (135.4) (313.8)
Net Loss (Income) (27.5) 1,126.3 765.2 570.1 109.3
Average Earning Assets? 54,655 50,394 42,780 37,904 36,092
Annual Return on Average Earning Assets (%) (0.05) 2.24 1.79 1.50 0.30
Return on Loans (%) 2.67 3.84 5.00 4.98 4.35
Return on Investments (%) 2.93 3.20 4.68 4.18 2.96
Cost of Borrowings (%) 2.91 4.11 4.32 4.81 5.04

Pre-ASC 815/825¢ Basis
Operating Income 420.1f 699.8 711.4 705.5 415.6
Average Earning Assets? 54,828 50,443 42,757 37,859 36,076
Annual Return on Average Earning Assets? (%) 0.77 1.39 1.66 1.86 1.15
Return on Loans (%) 2.55 4.14 5.14 4.94 4.35
Return on Investments (%) 2.87 3.70 4.72 4.27 2.99
Cost of Borrowings (%) 1.83 3.29 4.68 4.31 3.75
Current Value Basis

Net Income 936.8 101.9 1,159.0 544.1 93.7
Average Earning Assets? 56,091 51,575 43,726 39,130 37,948
Annual Return on Average Earning Assets (%) 1.67 0.20 2.65 1.31 0.23
Return on Loans (%) 1.48 9.18 6.40 2.58 (1.18)
Return on Investments (%) 4.39 3.51 7.77 5.48 (1.11)
Cost of Borrowings (%) 0.32 7.17 5.32 3.51 (1.34)

() = negative, ASC = Accounting Standards Codification™.

a Net of administration expenses allocated to the Asian Development Fund and loan origination costs that are deferred.

b Includes technical assistance to member countries.

¢ Includes cumulative effect of change in accounting principle.

d Composed of investments and related swaps, outstanding loans (excluding net unamortized loan origination cost/front-end fees) and related swaps and equity investments.
e ASC 825 is applicable to 2008-2009 only.

£

Starting September 2009, pre-ASC 815/825 income is defined as the operating income. Operating income is defined as statutory net income before unrealized gains/losses on fair value
changes of borrowings and derivatives and ADB's proportionate share in unrealized gains/losses from equity investments accounted under equity method.
g Represents net income before net unrealized gains/losses on borrowings and derivatives, over average earning assets.

decrease in net income is primarily due to a decrease  2008. The decrease in operating income was pre-
of $279.7 million in operating income and a decrease of ~dominantly due to the following;:
$916.8 million in net unrealized gain and losses, driven by

the unfavorable ASC 815/825 application. *  $517.9 million decrease in overall loan income, mainly
Operating Income. Operating income? for 2009 due to $368.2 million net decrease in interest income,
was $420.1 million compared to $699.8 million for $30.5 million decrease in other loan charges, net of ex-

3 Footnote 2.
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pensesonasset swaps hedgingloan products,and $119.2
million increase in provision for loan losses. Despite a
higher outstanding loan portfolio, overall loan income
decreased because of lower US dollar and Japanese yen
LIBOR compared with the same period in 2008;
$162.5 million decrease in investment income result-
ing from lower investment returns associated with the
decrease in the interest rate environment;

$28.2 million decrease in income from equity invest-
ments resulting mainly from $25.0 million decrease in
the realized portion of the proportionate share of in-
come from private equity funds, which are accounted
for under the equity method and recognition of $2.4
million impairment loss mostly associated with re-
structured accounts, and net of $2.9 million increase
in dividend income;

$52.6 million increase in administrative expenses allo-
cated to OCR. This was primarily driven by a decrease
in the deferred loan origination cost of $13.1 million

and increases in staff benefits of $14.9 million, salaries
of $12.4 million, and contractual services of $4.2 mil-
lion. The increase in staff benefit cost is driven by an
increase of actuarial estimate of the net periodic pen-
sion costs; and

*  $469.6 million decrease in overall borrowings and re-
lated expenses resulting mainly from declining inter-
est rates in some markets.

Net Unrealized Gains and Losses. During 2009, ADB
posted net unrealized loss of $466.2 million. This primar-
ily consists of fair value adjustments on the swapped bor-
rowings and the derivatives used for hedging transactions.
The impact on swapped borrowings was an unrealized
gain of $653.7 million and that on derivatives was an unre-
alized loss of $1,117.6 million. The fair value adjustments
are primarily due to the upward shift of the medium- to
long-term yield curves of most major currencies and the
narrowing of ADB’s credit spreads.

Table 2: Overall Financial Results for the Years Ended 31 December 2009 and 2008

($ million)
Increase
2009 2008 (Decrease)
Income from loans 844.1 1,362.0 (517.9)
Interest income 947.9 1,316.1 (368.2)
Provision for losses (115.8) 3.5 (119.2)
Others 11.9 424 (30.5)
Borrowings and related expenses (738.7) (1,208.3) (469.6)
Income from investments 489.8 652.3 (162.5)
Interest income 459.4 677.2 (217.8)
Realized gain (loss) 30.5 (24.8) 55.3
(Loss) Income from equity investments (EI) (4.3) 23.9 (28.2)
Realized (loss) gain on proportionate share of income
from El accounted under the equity method (13.1) 11.9 (25.0)
Impairment loss (11.1) (8.7) (2.4)
Dividend income 18.7 15.8 2.9
Others 1.2 49 (3.7)
Administrative expenses - OCR (193.6) (141.0) 52.6
Other income/expenses—net 22.8 11.0 11.9
Operating Income 420.1 699.8 (279.7)
Net unrealized (losses) gains (466.2) 450.6 (916.8)
Net unrealized gains (losses) on proportionate share
of income from El accounted under the equity method 18.6 (24.1) 42.7
Net (loss) income (27.5) 1,126.3 (1,153.8)

Note: Figures may not add up due to rounding.



The net unrealized gains in 2008, mainly from fair
value adjustments, were $450.6 million. The underlying
factors were the downward shift of the short- to medium-
term yield curves of the major currencies and the widen-
ingof ADB’s credit spreads. Also, effective 1 January 2008,
ADB elected to fair value nonstructured swapped borrow-
ings under ASC 825, thereby expanding the scope of fair

value adjustments to cover all swapped borrowings.
Current Value Basis

The Current Value Balance Sheet presents ADB’s esti-
mates of the economic value of OCR’s financial assets and
liabilities, taking into consideration the changes in market
environment. For financial instruments with no market
quotations, current value is estimated by discounting the
expected cash flow streams and applying the appropriate
interest and exchange rates. The current value results may
differ from the actual net realizable value in the event of lig-
uidation. The reversal of ASC 815/825 effects removes its
impact, as these effects are part of the current value adjust-
ments. The Current Value Financial Statements reconciled
from the statutory basis for the year ended 31 December
2009 as well as further details and analyses of the current
value adjustments can be found in the Appendix.

Operating Activities

In pursuing its objectives, ADB provides financial assis-
tance through loans, technical assistance, guarantees, and
equity investments to its developing member countries
to help them meet their development needs. This as-
sistance can be provided to sovereign and nonsovereign
entities. ADB also actively promotes cofinancing of its de-
velopment projects and programs to complement its own
assistance with funds from both official and commercial
sources including export credit agencies.

Loans

Until 30 June 2001, ADB’s three windows for loans from
OCR were the pool-based multicurrency loan, the pool-
based single-currency loan in US dollars, and the market-
based loan. With the introduction of the LIBOR-based
loan on 1 July 2001, the pool-based multicurrency loan
and market-based loan are no longer offered, and on
1 July 2002, the pool-based single-currency loan in US dol-

Annual Report 2009 11

lars was retired. Effective January 2004, the pool-based
multicurrency loans were transformed into pool-based
single currency loans in Japanese yen. The LIBOR-based
loan is a timely response to borrowers’ demand for loan
products that suit project needs and effectively manage
their external debt. It gives borrowers a high degree of
flexibility in managing interest rate and exchange rate
risks while providing low intermediation risk to ADB.
Since November 2002, ADB has been offering local cur-
rency loans to nonsovereign borrowers and expanded this
to sovereign borrowers in August 2005. In June 2009, ADB
established a Countercyclical Support Facility in response
to the global economic crisis that spread to Asia and the
Pacific. The facility is designed to provide time-bound
assistance to crisis affected countries up to $3.0 billion.

Loan Approvals, Disbursements, Repayments, and
Prepayments. In 2009, the Board of Directors approved 57
sovereign loans totaling $10.6 billion, and 7 nonsovereign
loans totaling $0.4 billion, compared with 2008 approvals
of 46 sovereign loans totaling $6.9 billion and 15 nonsover-
eign loans totaling $1.8 billion. Disbursements in 2009 to-
taled $7.9 billion ($7.4 billion for sovereign loans and $0.5
billion for nonsovereign loans), representingan increase of
21% from the $6.5 billion disbursements in 2008. Regular
principal repayments for the year were $1.9 billion ($1.6
billion in 2008) while prepayments amounted to $6.7 mil-
lion ($277.1 million in 2008). In 2009, one loan was fully
prepaid for $4.8 million and one loan partially prepaid for
$1.9 million. As of 31 December 2009, the total loans out-
standing after provision for losses and net unamortized
loan origination cost amounted to $41.7 billion, of which
$39.8 billion is for sovereign loans and $1.9 billion is for
nonsovereign loans.

In 2005, ADB established the multitranche financ-
ing facility (MFF), a debt financing facility that allows
ADB to deliver financial resources for a specific program
or investment in a series of separate financing tranches
over a fixed period. Financing tranches may be provided
as loans, guarantees, equity or any combination of these
instruments based on periodic financing requests sub-
mitted by the borrower. In 2009, 10 MFFs totaling $5.0
billion (6 MFFs totaling $4.3 billion in 2008), were ap-
proved under OCR. Periodic financing requests under
MFFs amounting to $3.1 billion were approved in 2009
($1.8 billion in 2008).

Starting September 2005, ADB provided lending
without sovereign guarantee to entities that can be con-
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sidered public sector borrowers but are structurally sep-
arate from the sovereign or central government. Such
entities include state-owned enterprises, government
agencies, municipalities, and local government units. In
2009, two loans to state-owned enterprises without sov-
ereign guarantee totaling $134.3 million were approved
(two loans for $300.0 million in 2008).

In June 2009, the Board of Directors approved the
establishment of the Countercyclical Support Facili-
ty (GSF) in response to the global economic crisis that
spread to Asia and the Pacific. The CSF is a transitory
sovereign lending instrument available in 2009 to 2010
and is aimed at providing support to the countercyclical
development expenditure/policy program of developing
member countries. Five sovereign loans totaling $2.5 bil-
lion were approved and four of these totaling $2.0 billion
were made effective in 2009.

Status of Loans. Three nonsovereign loans with an
outstanding principal balance of $38.4 million (one non-
sovereign loan totaling $1.7 million in 2008) were in non-
accrual status as of 31 December 2009.

Loan Charges on Sovereign LLoans. LIBOR-based
loans and loans approved under the CSF carry a float-
ing lending rate that consists of 6-month LIBOR and
an effective contractual spread fixed over the life of
the loan. The lending rate is reset every 6 months on
each interest reset date and can be converted into fixed
rate at borrower’s request. The lending rates for pool-
based single-currency loans are based on the previous
semester’s average cost of borrowings. Interest rates
for market-based loans are either fixed or floating. The
floating rates are determined based on 6-month LIBOR
with reset dates of either 15 March and 15 September
or 15 June and 15 December. Effective 2000, all sover-
eign loans without specific provisions in the loan agree-
ments were charged with lending spread of 60 basis
points over the base lending rate. Since 2004, 20 basis
points of the lending spread were waived on sovereign
loans that did not have loans in arrears. Subsequently,
the policy was extended to cover the period up to June
2010. In December 2007, the Board of Directors re-
vised the lending rates for all sovereign LIBOR-based
loans negotiated on or after 1 October 2007 by reduc-
ing the effective contractual spread to 20 basis points
over the base lending rate and eliminating the waiv-
er mechanism for such loans. The loans approved un-

der the Countercyclical Support Facility carrya lending
spread of 200 basis points over the base lending rate.

ADB’s variable lending rates for pool-based single-
currency loans in US dollars and in Japanese yen are shown
in Table 3.

ADB charged a front-end fee of 1% on sovereign loans
to cover the administrative costs incurred in loan origina-
tion starting in 2000. In 2004, the Board of Governors ap-
proved the waiver of the entire front-end fee on all new
sovereign loans approved from 1 January 2004 to 30 June
2005. Subsequently, the policy was extended to cover the
period up to June 2009. In December 2007, the Board of
Directors approved the elimination of front-end fees for
sovereign LIBOR-based loans negotiated on or after 1
October 2007.

ADB applied a progressive commitment fee of 75 ba-
sis points on undisbursed loan balances for sovereign proj-
ect loans and a flat commitment fee of 75 basis points for
sovereign program loans. In October 2006, as part of the
enhancement of ADB’s loan and debt management prod-
ucts, all sovereign project loans negotiated after 1 January
2007 carried a flat commitment fee of 35 basis points on
the fullamount of undisbursed loan balances. In April 2007,
the Board of Directors also approved the waiver of 10 basis
points of the commitment charge on the undisbursed bal-
ances of sovereign project loans negotiated after 1 January
2007 and 50 basis points of the commitment charge on the
undisbursed balances of sovereign program loans. The waiv-
erisapplicable toall interest periods starting from 1 January
2007 up to and including 30 June 2009. In December 2007,
the Board of Directors approved the reduction of the com-
mitment charge from 75 basis points for sovereign program
loans and 35 basis points for sovereign project loans to 15
basis points for both sovereign program and project loans
negotiated on or after 1 October 2007, and eliminated the
waiver mechanism for such loans.

Table 3: Lending Rates®

(% per annum)

2009 2008 PSCLs

1 January 1.92 1.90 Japanese yen
5.03 6.12 US dollar

1 July 1.90 1.98 Japanese yen
4.57 5.64 US dollar

PSCL = pool-based single-currency loan.
a Lending rates are seton 1 January and 1 July every year and are valid for 6 months and
are represented net of 20 basis points lending spread waiver.



Rebates and surcharges are standard features of sov-
ereign LIBOR-based loans and loans approved under the
Countercyclical Support Facility (CSF). To maintain the
principle of cost pass-through pricing, ADB returns the ac-
tual funding cost margin above or below LIBOR to its LI-
BOR-based loans sovereign borrowers through a surcharge
or rebate. The funding cost margins are set on 1 January
and 1 July every year and are based on the actual average
funding cost margin for the preceding 6 months. Effec-
tive 1 July 2007, rebates or surcharges are passed on to the
borrowers by incorporating them into the interest rate for
the succeeding interest period, rather than retroactively.
ADB returned an actual sub-LLIBOR funding cost margin
of $82.2 million to its LIBOR-based loan sovereign bor-
rowers in 2009 ($81.1 million in 2008) based on the re-
bate rates, and will collect surcharge of loans under the
CSF starting 2010.

Table 4: Funding Cost Margin

(% per annum)

Countercyclical

LIBOR-based loans Support Facility

US dollar  Japanese yen US dollar
1 January 2009 (0.35) (0.38) -
1 July 2009 (0.31) (0.35) 0.22
— = nil, () = negative.

[Loan Charges on Nonsovereign [Loans. For nonsov-
ereign loans, the lending spread is determined based on
market practices, which is intended to cover ADB’s risk
exposure to specific borrowers and projects. ADB also
charges a market-based front-end fee on nonsovereign
loans to cover the administrative costs incurred in loan
origination. Front-end fees are typically in the range of
1% to 1.5% depending on the transaction. Based on the
LIBOR-based lending policy, ADB applies acommitment
fee typically in the range of 0.50% to 0.75% per annum on
the undisbursed commitment.

Local currency loans are priced based on relevant lo-
cal funding benchmarks or ADB’s funding costs and a risk-
based spread.

Official Cofinancing for Loans. In 2009, $2,627.7 mil-
lion from official external sources was mobilized in loan co-
financing for four loan projects totaling $702.0 million. Of
the total cofinancing, $16.7 million is under ADB’s partial
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administration and $2,611.0 million is under collaborative
arrangement (Refer to Note E of OCR Financial Statement
for loans administered by ADB as of 31 December 2009).

Technical Assistance

From 1967 to 1991, technical assistance expenses were
charged to OCR and other technical assistance funding
resources—the Technical Assistance Special Fund
('TASF), the Japan Special Fund, and trust or grant funds.
From 1992 to 2000, no technical assistance expenses
were charged to OCR. In 2001, the Board of Directors ap-
proved the financing of high-priority technical assistance
programs out of OCR current income within a rolling
4-year financing framework. The amount of financing re-
quired varies between years and is subject to the approval
of the Board of Directors. In 2003, the Board reverted to
the practice of allocating OCR net income to the TASF
and of financing technical assistance activities through it
and other various funding resources. On an exceptional
basis, ADB committed $10.0 million from OCR net in-
come as contribution to the Java Reconstruction Fund in
November 2008, for the Yogyakarta and Central Java re-
construction. This was regarded as a technical assistance
grant in 2008.

Guarantees

ADB provides guarantees* as credit enhancements for eli-
gible projects tocoverrisks that the projectand its commer-
cial cofinancing partners cannot easily absorb or manage on
its own. Reducing these risks can make a significant differ-
ence in mobilizing debt funding for projects. ADB has used
its guarantee instruments successfully for infrastructure
projects, financial institutions, capital markets, and trade
finance. These instruments generally are not recognized
in the balance sheet and have off-balance sheet risks. For
guarantees issued and modified after 31 December 2002
in accordance with ASC 460-10, “Guarantor’s Accounting
and Disclosure Requirements for Guarantees, Including
Indirect Guarantees of Indebtedness to Others,” ADB rec-
ognized at the inception of a guarantee the noncontingent
aspect of its obligations. ADB’s total exposure on signed
and effective guarantees is disclosed in Note F of OCR

4 ADB offers two types of guarantee products—political risk and partial credit—designed to facilitate cofinancing by mitigating risk exposure of commercial lenders and capital market
investors. A political risk guarantee covers against specifically defined political risks. A partial credit guarantee provides comprehensive cover (of commercial and political risks) for a specific
portion of the debt service provided by cofinanciers. These guarantees are issued for projects in which ADB satisfies its participation requirement.
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Financial Statements. In 2009, ADB provided one partial
credit guarantee amounting to $71.8 million and one po-
litical risk guarantee amounting to $325.0 million to power
projects in Thailand and Viet Nam, respectively.

Syndications

Syndications enable ADB to mobilize cofinancing by
transferring some or all of the risks associated with its
loans and guarantees to other financing partners.> Syn-
dications thus decrease and diversify the risk profile
of ADB’s financing portfolio. Syndications may be on a
funded or unfunded basis and may be arranged on an in-
dividual, portfolio, or any other basis consistent with in-
dustry practices. In 2009, $276.2 million for syndications
through B-loans® was provided for three projects.

Equity Investments

Inaccordance withADB’s Charterthatmandates thatitsnon-
sovereign operations promote the investment of private capi-
talin the region for development, ADB provides assistance in
the form of equity investments, in addition to loans without
government guarantees, and other financing schemes. The
Charterallows the use of OCR for equity investments in pri-
vateenterprises up to 10%ofits unimpaired paid-in capital to-
getherwithreservesand surplus,exclusive of special reserves.
The total equity investment portfolio for OCR for both out-
standing and undisbursed approved facilities amounted to
$1,046.0 million at the end of 2009. This represented about
68% of the ceiling defined by the Charter.

In 2009, five equity investments totaling $220.0 mil-
lion were approved compared with seven equity invest-
ments totaling $123.1 million in 2008. In the same year,
ADB disbursed a total of $58.7 million in equity invest-
ments, 53.3% decrease from $125.7 million disbursed in
2008, and received a total amount of $27.1 million from
capital distributions and divestments, whether in full or
in part, in 23 projects. The divestments were carried out
in a manner consistent with good business practices, after
ADB’s development role in its investments have been ful-
filled,and without destabilizing the companies concerned.

Financing Resources
Capital and Reserves

The total authorized capital of ADB is 10,638,933 shares
valued at $166,179.1 million as of 31 December 2009.
Subscribed capital as of 31 December 2009 was 3,889,343
sharesvalued at $60,751.1 million. Of the subscribed capi-
tal, $4,110.3 million was paid-in and $56,640.8 million was
callable. Callable capital can be called only if required to
meet ADB’s obligations incurred on borrowings or guar-
antees under OCR. No call has ever been made on ADB’s
callable capital.

ADB successfully completed its review of OCR re-
quirements with the adoption of a resolution by ADB’s
Board of Governors for the fifth general capital increase
(GCI V), which will increase its capital base from $55.0
billion to $165.0 billion. The deadline for subscription
is 31 December 2010. As of 31 December 2009, ADB
has received subscriptions from four members totaling
$4.2 billion and after the year-end, additional four mem-
bers’ subscription totaling $12.5 billion became effective.

ADB reviews the medium-term financial planning
and adequacy of ADB’s equity capital annually. Based on
this review, the Board of Governors approves the alloca-
tion of previous year’s net income to reserves and/or sur-
plus. In addition, to the extent feasible, it transfers part
of the net income to other Special Funds to support de-
velopment activities in its developing member countries.
In May 2009, the Board of Governors approved the allo-
cation of 2008 net income of $1,129.5 million, including
$10.0 million previously recorded as technical assistance
for commitment related to Java Reconstruction Fund and
after appropriation of guarantee fees to special reserve, as
follows: (i) $427.0 million representing unrealized gains
from ASC 815 and ASC 825-10 adjustments and equity in-
vestments accounted for under the equity method, to Cu-
mulative Revaluation Adjustments account; (ii) $298.1
million to Loan Loss Reserve; (iii) $261.4 million to Or-
dinary Reserve; (iv) $120.0 million to ADF; and (v) $23.0
million to Technical Assistance Special Fund (TASF).

Total shareholders’ equity on a statutory basis in-
creased from $15,269.5 million as of 31 December 2008
to $15,318.3 million as of 31 December 2009. This was

5 Depending on whether ADB retains risk or not, there may or may not be a contingent liability to ADB.
6 A B-loan is a tranche of a direct loan nominally advanced by ADB, subject to eligible financial institutions’ taking funded risk participations within such a tranche and without recourse to

ADB. It complements an A-loan funded by ADB.



due primarily to net increase in other comprehensive
income of $141.0 million (favorable translation adjust-
ments of $163.6 million, and unrealized gain on invest-
ments and equity investments of $223.0 million, offset
by the adjustment to pension and post-retirement ben-
efit obligation of $244.9 million and amortization of ASC
815 adjustment of $0.7 million); the net effect of change
in special drawing rights value on capital and reserves
of $73.2 million; and additional capital subscription re-
ceived of $5.1 million. These were offset by the alloca-
tions to the ADF of $120.0 million, to the TASF of $23.0
million, and net loss for the year of $27.5 million.

In December 2008, the Board of Directors approved
the revised policy on ADB’s lending limitation, which
limits the total amount of outstanding loans and guaran-
tees as well as outstanding equity investments includ-
ing undisbursed commitments, to the total amount of
ADB’s unimpaired subscribed capital, reserves, and sur-
plus. In addition, the gross outstanding borrowings shall
not exceed the sum of callable capital from nonborrow-
ing members, paid-in capital, and reserves (including sur-
plus). As of 31 December 2009, headroom for lending was
$29.5 billion and for borrowings $5.8 billion ($29.2 bil-
lion for lending and $8.9 billion for borrowings as of
31 December 2008).

Borrowings

ADB’s primary borrowing objective is to ensure availabil-
ity of funds at the most stable and lowest possible cost for
its operations. Subject to this objective, ADB seeks to di-
versify its funding sources across markets, instruments,
and maturities. To achieve the objective, ADB continued
in 2009 a strategy of issuing liquid benchmark bonds to
maintain its strong presence in key currency bond mar-
kets, and raising funds through opportunistic financing
and private placements, such as retail-targeted transac-
tions and structured notes, which provide ADB with cost-
efficient funding levels. In addition, ADB continued to
pursue its objective of contributing to the development
of regional bond markets and of providing local currency
financing for ADB’s projects through local currency bond
issues and swap transactions. All proceeds from new fund-
ing transactions are invested until they are required for
ADB’s ordinary operations, including loan disbursements
and refinancing of maturing funding obligations.
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2009 Funding Operations. In 2009, ADB completed
44 borrowing transactions raising about $10.4 billion in
long- and medium-term funds compared with $9.4 billion
in 2008. The new borrowings were raised in seven curren-
cies: Australian dollar, Mexican peso, yuan, South African
rand, Swiss franc, Turkish lira, and US dollar. A total of
$9.0 billion or 86.8% of the 2009 borrowings were swapped
into US dollar, and the remaining $1.4 billion or 13.2%
were in Japanese yen (11.8%), and yuan (1.4%). The aver-
age maturity of 2009 borrowings was 3.8 years compared
with 3.5 years in 2008. Of the total 2009 borrowings, $7.7
billion was raised through nine public offerings including
two global benchmarks in US dollar, and a local curren-
cy bond issue in the People’s Republic of China (PRC),
and the remaining $2.7 billion were in 35 private place-
ments. In addition, ADB raised $340.0 million in short-
term funds under its euro commercial paper program to
enhance its presence in the market and to meet short-
term cash needs. Table 5 shows the details of the 2009
borrowings compared with the borrowings in 2008.

Table 5: Borrowings
(amounts in $ million)

2009 2008
Long Term
Total Principal Amount 10,358.8 9,372.1
Average Maturity to First Call (years) 3.8 3.5
Average Final Maturity (years) 5.2 4.4
Number of Transactions
Public Offerings 9 1"
Private Placements 35 102
Number of Currencies (before swaps)
Public Offerings 4 4
Private Placements 4 6
Short Term?
Total Principal Amount® 340.0 2,866.6
Number of Transactions 4 21
Number of Currencies 1 2

a All euro-commercial papers.
b Atyear-end, the outstanding principal amount was nil in 2009 and 2008.

[Local Currency Bond Issues. ADB continued to pur-
sue its objective of contributing to the development of re-
gional bond markets and providing the appropriate local
currency funding for its borrowers. In 2009, ADB success-
fully issued its second CNY1.0 billion Panda bond in the
PRC. Additionally, ADB raised Indian rupee, Indonesian
rupiah, and Philippine peso funding through cost-effec-
tive cross-currency swaps.

The Philippine peso and New Taiwan dollar were in-
cluded in the Asian Currency Note Programme in April 2009
following receipt of approvals from the respective regulators.
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Figure 1: Effect on Currency Composition

Currency Composition of Outstanding Borrowings
(Before Swaps)

Other Currencies?

38.2% US dollar
53.5%

Japanese yen
8.3%

Currency Composition of Outstanding Borrowings
(After Swaps)

US dollar
88.4%

Other Currencies®
1.0%
Japanese yen
10.6%

a Other currencies includes Australian dollar, Canadian dollar, PRC yuan, euro, Hong Kong dollar, Indian rupee, Kazakhstan tenge, Malaysian ringgit, Mexican peso, New Taiwan
dollar, New Zealand dollar, Philippine peso, pound sterling, Singapore dollar, South African rand, Swiss franc, Thai baht, and Turkish lira.
b Other currencies includes PRC yuan, Indian rupee, Kazakhstan tenge, Philippine peso, pound sterling, and Swiss franc.

Figure 2: Effect on Interest Rate Structures

Interest Rate Structure of Outstanding Borrowings
(Before Swaps)

Variable
7.6%

Fixed
92.4%

Use of Derivatives. ADB undertakes currency and in-
terest rate swaps to raise, on a fully hedged basis, curren-
cies needed for operations in a cost-efficient way while
maintaining its borrowing presence in major capital mar-
kets. Figures 1 and 2 show the effects of swaps on the in-
terest rate structure and currency composition of ADB’s
outstanding borrowings as of 31 December 2009. Interest
rate swaps are also used for asset and liability management
purposes to match the liabilities to the interest rate char-
acteristics of loans.

Liquidity Portfolio
The liquidity portfolio helps ensure the uninterrupted

availability of funds to meet loan disbursements, debt ser-
vicing, and other cash requirements. It also contributes

Interest Rate Structure of Outstanding Borrowings
(After Swaps)

Fixed
10.7%

Variable
89.3%

to ADB’s earning base. ADB’s Investment Authority gov-
erns its liquid asset investments. The primary objective
is to maintain the security and liquidity of funds invest-
ed. Subject to these two parameters, ADB seeks to maxi-
mize the total return on its investments. In compliance
with its Charter, ADB does not convert currencies for in-
vestment; investments are made in the same currencies
in which they are received. At present, liquid investments
are held in 21 currencies.

Liquid assets are held in government and govern-
ment-related debt instruments, time deposits, and other
unconditional obligations of banks and financial institu-
tions, and, to a limited extent, in corporate bonds, mort-
gage-backed securities, and asset-backed securities of
high credit quality. They are held in four subportfoli-
os—prudential liquidity, operational cash, cash cushion,



and discretionary liquidity—all of which have different
risk profiles and performance benchmarks. The year-
end balance of the portfolios in 2009 and 2008, includ-
ing receivables for securities repurchased under resale
arrangements, and excluding securities transferred under
securities lending arrangements and unsettled trades, is
presented in the table below.

Table 6: Year-End Balance of Liquidity Portfolio®

($ million)

2009 2008
Prudential Liquidity Portfolio 10,063.2 9,604.5
Operational Cash Portfolio 201.5 298.2
Cash Cushion Portfolio 1,953.2 2,605.9
Discretionary Liquidity Portfolio 1,246.2 2,622.0
Other Portfolio 495.2 626.1
TOTAL 13,959.3 15,756.7

a The composition of liquidity portfolio may shift from 1 year to another as part of
ongoing liquidity management.

Table 7: Return on Liquidity Portfolio
(%)

Annualized
Financial Return
2009 2008
Prudential Liquidity Portfolio 3.83 6.43
Operational Cash Portfolio 0.14 2.03
Cash Cushion Portfolio 0.92 2.59
Discretionary Liquidity Portfolio® 0.34 0.44
Other Portfolio 4.14 2.83

a Spread over funding cost at 31 December.

The prudential liquidity portfolio is invested to en-
sure that the primary objective of a liquidity buffer is met.
Cash inflows and outflows are minimized to maximize the
total return relative to a defined level of risk. The port-
folio is funded by equity, and performance is measured
against external benchmarks with an average duration of
about 2.2 years.

The operational cash portfolio is designed to meet
net cash requirements over a 1-month horizon. It is fund-
ed by equity and invested in short-term highly liquid
money market instruments. The portfolio performance is
measured against short-term external benchmarks.

The cash cushion portfolio holds the proceeds of
ADB’s borrowing transactions pending disbursement. [t is
invested in short-term instruments, and the performance
is measured against short-term external benchmarks. The
portfolioalsoaims to maximize the spread earned between

borrowing cost and the investment income.
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The discretionary liquidity portfolio is used to sup-
port medium-term funding needs and is funded by debt
to provide flexibility in executing the funding program
over the medium term, to opportunistically permit bor-
rowing ahead of cash-flow needs and bolster ADB’s ac-
cess to short-term funding through continuous presence
in the market.

Contractual Obligations

In the normal course of business, ADB enters into various
contractual obligations that may require future cash pay-
ments. Table 8 summarizes ADB’s significant contractual
cashobligationsat 31 December 2009 and 2008. Long-term
debt includes direct medium- and long-term borrowings,
excluding swaps, and exclusive of unamortized premiums,
discounts, and effects of applying ASC 815. Other long-
term liabilities correspond to accrued liabilities, including
pension and postretirement medical benefits.

Table 8: Contractual Cash Obligations

($ million)
2009 2008

Long-Term Debt 42,713.4 35,713.5
Undisbursed Loan Commitments 22,877.9 20,648.5
Undisbursed Equity Investment Commitments 433.4 275.7
Guarantee Commitments 1,971.6 1,772.6
Other Long-Term Liabilities 748.9 712.7
TOTAL 68,745.2 59,123.0

Financial Risk Management

The Office of Risk Management (ORM) is responsible for
the overall management of ADB’s credit, market, and op-
erational risks. It develops risk policies and procedures to
measure, monitor, and control risks. It assesses the cred-
itworthiness of all nonsovereign transactions. Specifically,
it conducts risk assessments of new transactions, provides
independent monitoring following origination, and when
necessary assumes responsibility for resolving distressed
transactions. The ORM also monitors market and treasury
risks, such as the credit quality of counterparties, inter-
est rate risk, and foreign exchange risk. For the aggregate
portfolio, the ORM monitors limits and concentrations,
calculates loan loss reserve requirements, and assesses

capital adequacy.
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Other important institutions within the ADB’s risk
management framework include the Audit Committee
of the Board, to whom the ORM presents quarterly on
developments in ADB’s risk profile, and the Risk Com-
mittee, which provides high-level oversight of ADB’s
risks and recommends risk policies and actions to the
President.

In carrying out its mission, ADB is exposed to vari-
ous risks that could result in financial loss: (i) credit risk,
(11) market risk, (iii) liquidity risk, and (iv) operational
risk. This section also discusses capital adequacy, which
is ADB’s ultimate protection against unexpected losses.

Credit Risk

Credit risk is the loss that could result if a counterparty
defaults or if its creditworthiness deteriorates. Credit risk
also includes concentration risk, which arises when a high
proportion of the portfolio is allocated to a specific coun-
try, industry sector, obligor, type of instrument, or indi-
vidual transaction. Equity risk, which is the risk that the
value of equity investments may fall or fluctuate, is also
discussed in this section.

ADB s exposed to creditrisk inits sovereign, nonsover-
eign,and treasuryactivities. These portfoliosinclude sever-
al asset classes. The sovereign portfolio includes sovereign
debt and guarantees. The nonsovereign portfolio includes
nonsovereign debt and guarantees, publicly traded equi-
ty and private equity, and the treasury portfolio which in-
cludes fixed-income securities, cash and cash equivalents,
and derivatives. Table 9 details the credit risk exposure for
each asset class. These figures are gross of collateral, other
credit enhancements, and impairment provisions.

Table 9: Exposure to Credit Risk
As of 31 December 2009 and 2008

($ million)

Item 2009 2008

Sovereign operations (debt and guarantee)  40,488.1 34,870.7

Nonsovereign operations 3,363.9 2,754.2
a. Debt and guarantee 2,479.5 2,109.7
b. Publicly traded equity 461.6 238.5
c. Private equity 422.9 406.0

Treasury 16,092.1 17,000.5
a. Fixed Income 12,794.0 14,097.5
b. Cash Instruments 2,369.6 2,308.4
c. Derivatives 928.4 594.6

Aggregate Exposure 59,9441 54,625.4

Note: Figures may not add up due to rounding.

ADB assigns a risk rating to each loan, guarantee, and
Treasury counterparty on an internal scale from 1 to 14
(Table 10). For nonsovereign transactions, the rating is
normally capped at the country’s sovereign rating.

Table 10: ADB Internal Risk Rating Scale

ADB Internal S&P Rating
Rating Scale Equivalent ADB Definitions
1 AAAto A Lowest expectation of credit risk
2 A- Very low credit risk
3 BBB+ Low credit risk
4 BBB Low credit risk
5 BBB- Low to medium credit risk
6 BB+ Medium credit risk
7 BB Medium credit risk
8 BB- Medium credit risk
9 B+ Significant credit risk
10 B Significant credit risk
1 B- Significant credit risk
12 CCC+ High credit risk
13 CCCto C Very high credit risk
14 D Default

Credit Risk in the Sovereign Portfolio

Management. Sovereign credit risk is the risk that a sov-
ereign borrower may default on its loan or guarantee ob-
ligations. ADB manages its sovereign credit risk through
the provision of loan loss reserves and conservative capital
adequacy. ADB has experienced few defaults, and when
countries have defaulted, they have generally returned
their loans to accrual status such that ADB has never had
to write off a sovereign loan funded from OCR.

ADB holds provisions to offset known or probable
losses in specific transactions and a loan loss reserve to
offset the average losses that ADB would expect toincurin
the course of lending. The sum of the provisions and loan
loss reserve represents ADB’s expected loss.

2009 Results. Sovereign Credit Quality. The weighted
average risk rating of the sovereign portfolio improved
from 6.4 (BB+) to 6.0 (BB+) in 2009 because of increased
disbursements to developing countries with a credit rat-
ing of at least 6 (BB+) (Figure 3).

Sovereign Concentrations. Because Asia’s population
is concentrated in a few countries, ADB assumes high-
er concentration to the most populous countries to fulfill
its development mandate. The three largest borrowers—
Indonesia, the PRC, and India—represented 65.2% of the
portfolio (Table 11).



Figure 3: Sovereign Exposure by Credit Quality
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Expected Loss. Improvements in credit quality offset in-
creases in expected loss from portfolio growth and brought
expected loss for the sovereign portfolio from $428.0 mil-
lion in 2008 to $193.1 million in 2009 (Table 12).

Credit and Equity Risk in the Nonsovereign Portfolio

Management. The Investment Committee and Risk Com-
mittee oversee risks in the nonsovereign portfolio. The In-
vestment Committee reviews all nonsovereign transactions
for creditworthiness and is chaired by the vice-president for
operations. The Risk Committee monitors aggregate port-
folio risks and individual transactions whose creditworthi-
ness has deteriorated. It also approves or endorses policy
changes in the management of the portfolio’s risks and ap-
proves provisions for impaired transactions. The managing
director general chairs the Risk Committee.

The Office of Risk Management (ORM) is closely
involved in managing nonsovereign credit risk. It inde-
pendently assesses new projects at the concept clearance
stage and again before loan approval. Following approval,
ORM reviews all exposures at least annually. It reviews
more frequently those exposures that are more vulnerable

Table 11: Country Concentration
As of 31 December 2009 and 2008
($ million unless otherwise specified)

2009 2008
Country Exposure % Exposure %
Indonesia 9,679.9 239 9,831.6 28.2
People’s Republic of China 9,409.5 23.2 83454 239
India 7,299.3 180 6,1652 17.7
Philippines 5452.0 135 4,2935 123
Pakistan 4,6585 115 42925 123
Others 3,9888 9.9 19424 56
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to default or have defaulted. At each review, ORM assess-
es whether there has been any change in the risk profile
of the exposure, recommends actions to mitigate risk and
reconfirms or adjusts the risk rating, and, for share invest-
ments, reviews the fair value. Where relevant, ORM re-
views the specific provision. At the recommendation of
ORM, investments considered to be in jeopardy may be
transferred from the operations departments to the cor-
porate recovery unit (within ORM) to manage restructur-
ing and recovery.

Equity investments are also managed under the non-
sovereign portfolio. For publicly traded equities, ADB
values the investments daily. For direct private equity in-
vestments, ADB estimates the fair value at least annually.
For private equity funds, ADB validates the fund’s report-
ed net asset value at least annually. ADB’s Charter limits
equity investments to 10% of unimpaired paid-in capital,
reserves, and surplus less special reserves. Additionally,
for risk management purposes, private equity funds are
limited to 5% of this sum.

ADB uses limits for countries, industry sectors, corpo-
rate groups, obligors, and individual transactions to man-
age concentration risk in the nonsovereign portfolio.

Table 12: Sovereign Portfolio Expected Loss
As of 31 December 2009 and 2008

2009 2008
% of SO % of SO
$ million portfolio $ million portfolio
Provision for loan losses 2.7 0.0 4.4 0.0
Loan loss reserve requirement*  190.4 0.5 423.6 1.2
Expected Loss 193.1 0.5 428.0 1.2

Note: 0.0 is less than 0.05%.

SO = Sovereign operations.

a The loan loss reserve requirement is subject to Board of Governors’ approval during
the annual meeting in May 2010.
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2009 Results. Nonsovereign Loan and Guarantee Portfo-
/0. In the first quarter of 2009, ADB introduced a new
credit rating system that assigns an obligor and a facility
risk rating to each nonsovereign loan and guarantee. The
obligor risk rating, which reflects the probability of a bor-
rower default, is the main credit rating that ADB monitors.
During 2009, ADB’s weighted average risk rating gener-
ally improved with the stabilization of the global economy
and the weighted average credit rating as of year-end was
7.4 (BB) (Figure 4).

Publicly Traded Equity Portfolio. ADB’s publicly trad-
ed equity portfolio increased by 93.5% during 2009 and
outperformed the MSCI Emerging Asia Index which in-
creased by 70.4% (Table 13).

Private Equity Portfolio. The private equity portfolio
has two components: (i) direct equity investments, where
ADB owns shares in investee companies; and (ii) private
equity funds, where ADB has partial ownership of a private
equity fund that is managed by a fund manager, who takes
equity stakes in investee companies.

ADB accounts for its private equity portfolio using
either the cost or equity method of accounting. T'o com-
plement these methods, ADB conducted a valuation
exercise of all its private equity accounts in Q2 2009 us-
ing 2008 year-end data. The direct equity portfolio had
an estimated fair value of $224.6 million and an unreal-

Figure 4: Nonsovereign Exposure by Credit Quality, Q4 2009
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Table 13: Publicly Traded Equity Performance
As of 31 December 2009 and 2008
($ million unless otherwise specified)

Annual
Item 2009 2008  Change (%)
ADB Portfolio 461.6 238.5 93.5
MSCI Emerging Asia Index 401.7 235.8 70.4

ized gain of $90.8 million. The weighted average inter-
nal rate of return since the investments’ disbursements
was 17.0%. The private equity fund portfolio had an esti-
mated fair value of $232.1 million and an unrealized loss
of $57.0 million. The weighted average internal rate of
return since the investments’ disbursements was 2.4%.
The low internal rate of return for the private equity
funds reflects in part the deterioration in equity values
at the end of 2008.

Nonsovereign Concentrations. Nonsovereign exposure is
concentrated in the People’s Republic of China (23.7%),
India (16.4%), and the Philippines (7.6%). Their com-
bined exposure increased from 41.2% in 2008 to 47.7% in
2009 (Table 14). All countries complied with ADB’s non-
sovereign country limits.

The nonsovereign portfolio is focused on energy and
finance (Table 15). ADB maintains higher exposures to
these sectors because of the importance of infrastruc-
ture and the finance sector to economic development. To
mitigate sector concentration, ADB conducts additional
monitoring of and reporting on these sectors and employs
specialists in these areas.

Expected Loss. Expected loss in the nonsovereign port-
folio increased substantially in 2009. The driver of the
increase was provisions on loans to and guarantees for de-
faulted financial institutions.

Table 14: Country Concentration
As of 31 December 2009 and 2008

2009 2008
Country $ million % $ million %
People’s Republic of China 796.1 23.7 4724 17.2
India 553.3 16.4 401.2 14.6
Philippines 256.0 7.6 2616 95
Viet Nam 2213 6.6 1022 3.7
Bangladesh 200.3 6.0 203.0 74
Others 1,336.9 39.7 13138 477

Note: Percentages may not add up to 100% due to rounding.

Table 15: Sector Concentration
As of 31 December 2009 and 2008

2009 2008
Sector $ million % $ million %
Energy 1,618.9 48.1 1,254.2 455
Finance 1,133.2 33.7 917.8 33.3
Investment Funds 2915 87 2786 10.1
Others 320.3 95 303.5 11.0

Note: Percentages may not add up to 100% due to rounding.



Table 16: Nonsovereign Portfolio Expected Loss
As of 31 December 2009 and 2008

2009 2008
% of NSO % of NSO
$ million portfolio $ million portfolio
Provision for loan losses 122.3 4.9 4.8 0.2
Loan loss reserve requirement? 55.6 2.2 69.6 33
Expected Loss 177.9 7.2 74.4 3.5

Note: Figures may not add up due to rounding.

NSO = Nonsovereign operations.

a The loan loss reserve requirement is subject to Board of Governors approval during
the annual meeting in May 2010.

Credit Risk in the Treasury Portfolio

Management. Default and counterparty risks are credit
risks that affect the treasury portfolio. Default risk is the
risk that a bond issuer may default on its interest or princi-
pal payments. Counterparty risk is the risk that a counter-
party may fail to meet its contractual obligations to ADB.
To control default and counterparty credit risk, ADB
only transacts with financially sound institutions with rat-
ings from at least two reputable public rating agencies.
Moreover, the treasury portfolio is generally invested in
conservative assets, such as money market instruments
and government securities. In addition, ADB has estab-
lished prudent exposure limits for its corporate invest-
ments, depository relationships, and other investments.
"Tomitigate counterparty credit risk arising through de-
rivative transactions, ADB has strict counterparty eligibility
criteria. In general, ADB will only undertake swap transac-
tions with counterparties that meet the required minimum
counterparty credit rating, executed an International Swaps
and Derivatives Association Master Agreement, and signed
acredit support annex. Under the credit support annex, de-
rivative positions are marked-to-market daily and the re-

Figure 5: Treasury Exposure by Credit Quality
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sulting exposures are collateralized by US dollar cash and
US Treasuries. ADB also sets exposure limits for individual
swap counterparties and monitors these limits against both
current and potential exposures. The Office of Risk Man-
agement endorses daily collateral calls as needed to ensure
that counterparties meet their collateral obligations.

2009 Results. The weighted average credit rating for
the treasury portfolio remained constant at AA+ in 2009
(Figure 5). Investments in the portfolio that are rated
8 (BB-) are attributed to investments in ADB member
country sovereign bonds.

At 31 December 2009, there were no fixed income in-
struments, derivatives, or other Treasury exposures past
due or impaired (nil —2008).

Credit Risk: Deposits. ADB deposits funds only in insti-
tutions that have a minimum long-term average credit rat-
ing of A+ or short-term credit rating of A-1 and P-1. ADB
maintains a watch list of institutions that it perceives as
potentially riskier than their credit ratings would suggest.
Moreover, the size of the deposit is limited by the coun-
terparty’s equity and creditworthiness. Generally, deposi-
tory credit risk is low, and all deposits are with institutions
rated AA- or better.

Credit Risk: Fixed Income. ADB has a conservative policy
toward fixed-income securities, and the credit risk is low.
Low-risk sovereign and sovereign-guaranteed securities
represent 85.6% of fixed-income assets. The remainder
is equally divided between asset-backed and mortgage-
backed securities that are rated AAA and corporate bonds
that are rated at least A- (Table 17). The credit risk of
mortgage-backed securities and corporate bonds has gen-
erally fallen over the last year as global economic condi-
tions have improved.

Q4 2008
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Credit Risk: Derivatives. Derivative counterparty cred-
it risk is low. All swap counterparties are rated at least A-.
The current exposure to counterparties rated A- through
A+ are fully collateralized while the uncollateralized ex-
posure to those rated AA- and above are subjected to speci-
fied thresholds. As of the end of December 2009, only 52%
of the marked-to-market exposure is collateralized given
the high credit quality of our derivatives counterparties.

Concentration. At the end of 2009, Treasury credit risk
exposure was allocated across 26 countries with the larg-
est exposure in the US (Table 18).

Market Risk

Management. Market risk is the risk of loss on financial
instruments due to changes in market prices. ADB prin-
cipally faces three forms of market risk: equity price risk,
which is discussed above with the nonsovereign portfolio,
and interest rate and foreign exchange risk, which are dis-
cussed below.

Interest Rate. Interest rate risk in the operations portfolio
is fully hedged as the basis for borrowers’ interest payments
are matched to ADB’s borrowing expenses. Therefore, the
borrower mustassume or hedge the risk of fluctuating inter-
est rates whereas ADB’s margins remain largely constant.

Table 17: Fixed Income Portfolio by Asset Class
As of 31 December 2009 and 2008

($ million)
Item 2009 2008
Government 4,092.5 4,770.7
Government Guaranteed 4,778.7 2,883.2
Government-Sponsored Enterprises

and Supra-Nationals 2,084.3 4,182.8
Asset-Backed and Mortgage-Backed

Securities Rated AAA 855.3 761.9
Corporations 983.1 1,498.9
Total 12,794.0 14,097.5
Note: Figures may not add to total due to rounding.
Table 18: Country Concentration
As of 31 December 2009 and 2008

2009 2008

Country $ million % $ million %
United States 5123.6 31.8 5261.1 309
Japan 3,107.4 193 1,906.8 11.2
Australia 1,951.8 12.1 1,072.4 6.3
Germany 13823 86 14127 83
United Kingdom 7224 45 19282 113
France 676.4 42 14346 84
Canada 642.7 4.0 3858 23
Others 2,485.6 154 3,600.9 21.2

Note: Percentages may not add up to 100% due to rounding.

ADB is primarily exposed to interest rate risk through
the Treasury portfolio. ADB monitors and manages inter-
est rate risks in the Treasury portfolio by employing vari-
ous quantitative methods. It marks all positions to market,
monitors interest rate risk metrics, and employs stress
testing and scenario analysis.

ADB uses duration and interest rate value-at-risk
(VaR) to measure interest rate risk in the Treasury port-
folio. Duration is the estimated percentage change in
the portfolio’s value in response to a 1% parallel change
in interest rates. Interest rate VaR is a measure of possi-
ble loss at a given confidence level in a given timeframe
due to changes in interest rates. ADB uses a 95% confi-
dence level and a 1-year time horizon. In other words,
ADB would expect to lose at least this amount once ev-
ery 20 years due to fluctuations in interest rates. Un-
like duration, which ADB uses to measure interest rate
risk across the Treasury portfolio, ADB only uses VaR for
the Prudential Liquidity Portfolio, which is the most ex-
posed to interest rate risk.

Foreign Exchange. ADB ensures thatits operations have
minimal exposure to exchange rate risk. In both the opera-
tions and Treasury portfolios, ADB is required to match
its loans and investments to the same currencies as its
funding. Borrowed funds or funds to be invested may only
be converted into other currencies provided that they are
fully hedged through cross currency swaps or forward ex-
change agreements. Given its multicurrency operations,
however, ADB is exposed to fluctuations in reported US
dollar results due to currency translation adjustments.

2009 Results. The discussion of market risk in this
section is limited to the major currencies of the Pruden-
tial Liquidity Portfolio (PLP) since this portfolio bears
the majority of ADB’s market risks. The PLP accounts
for 72% of ADB’s OCR while major currencies account for
95% of the PLP. Major currencies include the US dollar,
Japanese yen, euro, pounds sterling, Australian dollar, and
Canadian dollar.

Value-ar-Risk. Aggregate value-at-risk (VaR), whichin-
cludes interest rate and foreign exchange risk, decreased
from 8.7% in 2008 to 5.3% in 2009. This VaR means that
there is a 5% probability that the portfolio will lose more
than 5.3% ($517.1 million) of its value over the next year.
These potential loss estimates decreased in 2009 as cur-
rency markets stabilized and as the average maturity of
ADB’s treasury investments decreased.



Duration. The major PLP’s interest rate sensitivity,
as reflected in its weighted portfolio duration, went un-
changed in 2009 at 2.3 years.

Stress Testing. ADB measures how sensitive the ma-
jor PLP is to interest rate changes. If interest rates were
to rise 2%, the major PLP portfolio would be expected to
lose 4.21% ($412.8 million). This estimated loss is slightly
less than last year’s because the average maturity of ADB’s
investments decreased. ADB also uses scenario analysis
to assess how the major PLLP would respond to signifi-
cant changes in market factors, such as those that have
occurred in the past. Because of the high quality of ADB’s
investments, scenario analysis suggests that the Treasury
portfolio would appreciate during most stressed scenarios
as demand for highly rated securities increases.

Liquidity Risk

Liquidity risk can arise if ADB is unable to raise funds to
meet the financial and operational commitments. ADB
maintains prudential liquidity to safeguard against liquid-
ity shortfall in case ADB’s access to the capital market is
temporarily denied. The liquidity levels and cash require-
ments are monitored on an ongoing basis and reviewed by
the Board of Directors quarterly.

Operational Risk

Operational risk is the risk of loss resulting from inade-
quate or failed internal processes, people and systems, or
from external events. ADB is exposed to many types of op-
erational risk, which it mitigates through sound internal
controls. ADB has a rigorous process for approving trans-
actions to minimize errors in the lending function. ADB
has also strengthened business continuity, and particu-
larly information technology, to reduce the impact of dis-
ruptions.

Capital Adequacy

ADB’s most significant risk is if a large proportion of its loan
portfolio defaulted. Credit risk is measured in both terms
of expected and unexpected losses. For expected losses,
ADB holds loan loss reserves. For unexpected losses, ADB
relies on its income-generating capacity and capital, which
is a financial institution’s ultimate protection against un-
expected losses that may arise from credit and other risks.
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ADB principally uses stress testing to assess the ca-
pacity of its capital to absorb unexpected losses. The
framework has two objectives. First, it measures ADB’s
ability to absorb income losses due to a credit shock. In
doing so, ADB reduces the probability that it would have
to rely on shareholder support such as additional paid-in
capital or a capital call. As a result, ADB not only protects
its shareholders but also supports its AAA credit rating,
which reduces ADB’s borrowing costs and consequently
its lending rates.

Second, the framework evaluates ADB’s ability to
generate sufficient income to support loan growth subse-
quent to the credit shock. As a development institution,
ADB’s mandate becomes all the more important during a
financial crisis when some developing member countries
may find their access to capital markets l