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1. The Asian Development Fund (ADF) is the concessional lending window of the
Asian Development Bank. As such, It is the only multilateral source of concessional assistance
dedicated exclusively to the needs of the Asian and Pacific Region. Activities supported by the
ADF promote sustainable economic development in the low-income countries in the Region, and
benefit in particular the poor and other disadvantaged segments of society, including women.
Contributions to the ADF are made by the governments of 24 donor countries of the Bank, both
regional and nonregional. The ADF therefore signifies interregional as well as intraregional
cooperation for promoting equitable and sustainable development in the poorest countries of
Asia and the Pacific.

2. As ADF commitment authority was nearing exhaustion, donors have agreed to the
sixth replenishment (i.e., ADF VII) to finance the Bank's concessional operations during the four-
year period 1997-2000. This Report presents detailed views of the donorsconceming the need
for concessional assistance in the Asian and Pacific Region; the objectives of the Bank's
concessionaJ operations during the ADF VII period; the long-term vision for ADF operations; and
financial management and burden sharing. The Report also identifies issues that were discussed
during the negotiations and need further examination, such as the terms of ADF loans, a formal
graduation policy in the Bank, and the criteria for ADF access and allocation.

3. The donors first held an informal consultation on 2 May 1995 to review ADF
operations and resources. It was agreed that ADF VII negotiations should commence later that
year. Donors met seven times,Y under the chairmanship of Mr. Mitsuo Sato. the President of
the Bank. Appendix 1 lists the documents prepared for these meetings.

4. On completion of their negotiations, donors have recommended a basic
replenishment of $6.3 billion (SDR 4.3 billion). In addition to these resources to be raised
through contributions from the donors, ADF VII operations will be financed by nondonor
resources,iI including an expanded advance commitment authority scheme funded by ADF
reflows, possibly including net income transfers from Ordinary Capital Resources (OCR), and
contributions carried over from ADF VI.

A. Need for Concesslonal Assistance In Asia and the Pacific

5. Over 700 million poor people live in the Asian Pacific Region, of which an
estimated 500 million live In absolute poverty. Altogether, over two billion people live in low-

y The meetings were as follows: Amsterdam, 13-14 Novembef' 1995: Bonn. 26-27 February 1996: Manila. 28
April 1996; Hong Kong. 24-25 June 1996; Kuala Lumpur. 16..17 September 1996; Copenhagen, 30-31
October 1996: and Tokyo, 16..17 January 1997.
Nondonor resources consist of (i) reflows, i.e., repayments of past ADF loans, revenue from service charges
paid to ADF net of ADF administrative expenses, and Investment income: (iO residual resources from past
replenishments including clearing of past arrears; (iiO resources set aside from OCR; and (iv) OCR net
income transfer. if any.
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income DMCs. Concessional assistance is needed to enable these countries to achieve rapid
and sustainable reduction In poverty.

6. Low-income DMCs are caught in a poverty trap. Low per capita incomes mean
low savings, because most people live at or near subsistence levels. Since the same factors
limiting domestic savings (i.e., low levels of, and slow growth in, per capita income) also limit
access to external capital, low savings translate into low investment and hence slow growth.
Slow economic growth, coupled with rising populations, lead to stagnant per capita incomes and
social indicators, thereby aggravating the poverty cycle.

7. Development assistance is needed for (and must be targeted at) breaking this
cycle, by raising the investment ratio beyond what Is feasible with domestically generated
resources, and thereby enabling equitable and broad-based growth and significant reduction of
poverty.lI Donors recognize that the provision of extemal resources for investment in productive
capacity and in physical and social infrastructure is essential for accelerating the pace of
economic growth and poverty reduction in these low-Income DMCs. These resources must be
provided from official sources, because foreign commercial capital is generally not interested in
low-income countries with high sovereign risk, especially for the large, long-gestation
infrastructure projects that are essential to the development process. For the poorer DMCs,
whose tax base is narrow, capacity to generate export earnings limited, and balance-or-payments
position fragile, such resources must also be on concessional terms, because these countries
lack the capacity to service loans on commercial terms.

8. Donors consider that, in parallel to stimulating economic growth, concessional
assistance should help low-income DMCs directly tackle poverty, human development, gender
inequity I and environmental degradation, through targeted investments in these areas. This
combination of interventions in complementary areas will enable poor countries to effect a much
more rapid and sustainable reduction in poverty.

9. While growth is, thus, a necessary condition, It is not sufficient for effective and
rapid poverty reduction. To contribute significantly to poverty reduction, appropriate
macroeconomic policies have to be complemented by structural measures to increase poor
people's economic opportunities and enhance their productivity. Such measures include:
improving the agriculture and Informal sectors, which are the principal sources of income for the
poor; expanding poor people's-and especially poor women's-right to own land, and access
to credit and information; establishing basic labor standards and working conditions; reforming
legislation and policies that disadvantage the poor; and conserving the natural resource base
and environment upon which the rural poor depend.'U In addition to broad-based economic
growth, investments in primary education, health services, clean water, a healthy environment
and basic infrastructure are vital, not only to improve poor people's living standards, but also to
increase their productivity and hasten their families' emergence from poverty. A country's

J/ The experience of the successful East Asian economies demonstrates the linkage between high savings
rates. high investment. and rapid growth, as well as between rapid. broad-based growth and poverty
reduction.
The discussion relating to labor standards is without prejudice to the discussions presently ongoing in other
international organizations, such as the World Trade Organization and International Labor Organization.
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expenditures in these areas-whetherfinanced by domestic or external sources--must, therefore,
be structured appropriately to provide poor people with access to adequate services. ADF-
financed projects in these sectors can have a sustainable impact on poverty only when the
overall pattern of spending and other policies In the sector put priority on the needs of the poor.
The experience of the successful East Asian!! economies shows that where growth-oriented
strategies are accompanied by such targeted interventions and policy reform, fast growth can
be compatible with, and indeed lead to, a more equitable distribution of income and a decline
in the absolute as well as relative number of the poor.

10. Investment in additional infrastructure and productive capacity must also be
accompanied by efforts to strengthen the capacity of key public and private sector institutions
in DMCs. Donors therefore emphasize the importance of capacity building in the Bank's
concessional operations to ensure effective use of the resources mobilized.

11 . Donors are conscious that IQw-income DMCs also need to address environmental
degradation, which has assumed serious proportions in several countries in the Region. Efforts
to invest in human capital and protect the environment call for public funding, since private
capital does not generally I or not sufficiently, flow to social and environmental projects with high
economic but low financial returns. Similarly, investment in capacity building of public sector
institutions must generally be funded from public resources. Public investment must also be
provided on a sufficient scale, and across a sufficiently broad range of sectors where there are
problems in raising private finance, to make a significant impact, since no isolated intervention
will be able to address poverty and underdevelopment meaningfully. It is the synergy between
the various activities supported by concessional operations that will enable poor DMCs to
achieve equitable and sustainable growth.

12. Donors believe that to be fully effective, the provision of concessional external
assistance must be complemented by' the efforts of the DMCs to enhance domestic resource
mobilization and to improve the efficiency of resource use. Principally, this is being achieved
through (i) policy reforms, such as liberalization of trade and investment regimes, reduction of
subsidies, and public enterprise reform; (ii) institutional strengthening of key public and private
sector agencies; and (iii) financial sector reform and capital market development. An issue of
considerable importance in this context is that of overall expenditure choices, notably budgetary
allocations to the social sectors, poverty reduction, and protection of the environment. Donors
also stressed the importance of instituting anti-corruption provisions-both in public sector
management and the rules and regulations within which the private sector operates-to prevent
distorted and inefficient resource allocation. Donors urged the Bank to encourage adequate
allocation of resources by DMC governments to these areas, and to take account of the choices
made in this regard in its own resource allocation decisions.

13. Donors are also aware that, while the Asian and Pacific Region as a whole has
been remarkably successful in attracting external commercial capital, such capital inflows have
been largely concentrated on a few high-performing countries (and/or those with large domestic
markets). They have also tended to focus on projects with high financial returns and short
payback periods, thereby excluding many essential physical and social infrastructure investments

East Asia in this Report refers to the geographical subregion comprising Southeast as well as Northeast Asia.y
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that do not generate adequate financial returns to make them attractive for commercial financing.
Donors recognize that official development assistance Is needed in countries that are still unable
to attract private financing.

14. Similarly, donors recognize that, in contrast to common perceptions influenced
by the high-performing East Asian economies. low-income countries in the Asian and Pacific
Region depend on concessionaJ assistance to finance priority public sector projects. While the
overall economic performance of the Region has been good, and some countries have made
remarkable progress in raising incomes and reducing poverty, the performance has been far

from uniform across the Region.

15. Many low-income DMCs have achieved only moderate rates of growth over the
last few decades. This is true not only of South Asian and Pacific island economies, but also
of several Southeast Asian countries, such as those in Indochina and the Philippines. The
sluggish growth in these countries has meant limited improvements in average incomes and
socioeconomic indicators. Thus. while these countries have generally succeeded in reducing
the incidence of poverty, i.e., the percentage of people living below the poverty line, the slow rate
of decline in this proportion coupled with rapid population growth has meant that their absolute
number of poor has continued to increase.

16. The magnitude of poverty in the Asian and Pacific Region far exceeds that in other
regions. The Asian and Pacific Region contains over 700 million poor people. of which an
estimated 500 million live in absolute poverty. This is by far the largest concentration of poor
in the world. By comparison, sub-Saharan Africa, the region commonly perceived as the
poorest, has about 250 million poor, while all other developing regions combined have only
around 200 million poor. Furthermore, the proportion of people living in poverty in South Asia,
and in certain parts of East Asia, is the highest in the world. Donors recognize the strong need
for concessionaJ assistance to address the widespread and pervasive poverty in low-income
Asian countries.

17. Another key aspect in deciding on global allocations of concessional resources
is relative performance, i.e., the degree to which recipients are making effective use of the
resources provided, aiming to achieve self-sustaining growth, and make efforts to achieve
equitable distribution of the fruits of growth. Donors recognize the strong justification for
concessional assistance to Asia on this account. While low-income Asian DMCs have generally
received lower per capita assistance than other regions (due inter alia to their large populations),
they have made comparatively better use of the resources provided, as evidenced by their
relatively higher and more stable growth rates. Thus, real incomes in South Asia have risen
throughout the last two decades, primarily due to their efforts in making their economies more
efficient and broad-based.

18. Importantly, low-income Asian DMCs also display generally better socioeconomic
and human development indicators in relation to their per capita incomes. For example, despite
their lower per capita incomes and higher incidence of poverty I South Asian countries tend to
fare better than other low-income countries in terms of life expectancy I access to health services
and clean water, and school enrollment rates. Donors appreciate the greater attention to human
development needs, and more e#ective delivery of social services, that this tends to denote.
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19. Donors, therefore, recognize the strong case for concessional assistance to low-
income Asian countries, on grounds of equity (because of the magnitude and intensity of
poverty) as well as efficiency (because of the relatively effective use of resources). Similarly,
donors are aware that, because of high population densities, and high incidence of poverty in
some parts as well as rapid growth in others, problems of environmental degradation and natural
resource management are particularly severe in this Region.

20. Donors believe that contributing to growth and development of the low-income
Asian countries is in the shared interest of the world community, because it will contribute to (i)
reduced poverty in the region with the highest incidence of poverty and the largest number of
poor; (ii) progress in addressing environmental problems of global conc~m, such as loss of
biodiversity I tropical deforestation, and gr~enhouse gas emissions; (iii) continued growth in the
world's most dynamic region, creating new opportunities for exporters and investors
everywh ere; !/ and (iv) peace and stability in the world's largest and most populous region. In
re~ognition of the foregoing, donors have agreed to support an ADF VII lending program of $6.3
billion, covering the period 1997-2000.

B. Policy Agenda and Operational Priorities

21 . D~ring the negotiations for the previous replenishment (ADF VI) as well as the
fourth general capital increase of the Bank (GCI.IV), donors have requested the Bank to effect
a fundamental reorientation of its strategic objectives and operational priorities. In particular,
ADF VI donors urged the Bank to place greater emphasis on investments in the social sectors
and on directly addressing poverty reduction, in parallel to efforts at stimulating broad-based
economic growth. With regard to the latter, they requested the Bank to intensity efforts to
promote the adoption of growth-oriented policies, focused on enhancing the role of the private
sector and reliance on market forces. in borrowing countries. Donors also urged the Bank to
pay greater attention to issues of sustainable economic growth and development, good
governance, gender equity, environmental protection, human development, and population
growth throughout its operations.

22. Following ADF VI, the GCIIV capital increase set out a comprehensive action plan
to further improve the incorporation of social and environmental concerns in Bank operations,
strengthen the Bank's planning and programming processes, review and revise Bank policies
in a broad range of areas, and improve the quality of Bank-financed projects.

23. Donors appreciate the Bank's strong and positive response to the challenges
presented by the policy agenda and operational directions defined under ADF VI and GCI IV.
The strategic directions identified in the ADF VI and GCI IV negotiations have led to a major
refocusing of operations and development policy regeneration in the Bank. Donors endorsed
the continued validity of the priorities for ADF operations identified in the context of ADF VI and
GCI IV. They stressed that the emphasis must now be on effectively implementing the policy
and operational changes introduced so far, and on consolidating the considerable achievements

The Asian and Pacific Region will account for the major proportion of expansk)n in world trade over the next
few years, e.g.. expansk)n of infrastructure: modernization of industry, spl'ead of clean technologies. and
consumptk)n of sophisticated goods and services.

.!I
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over the last few years. At the same time, donors urged the Bank to
refine its policies in accordance with changing circumstances and

experience.

24. Donors also noted that, while their recommendations on development priorities
and strategies relate principally to ADF operations, they expect the Bank to continue to apply
them, as appropriate, to operations financed by OCR as well.

25. The main initiatives taken following ADF VI and GCIIV are briefly described here.
The most significant change for the Bank as a development Institution is the formal adoption of
five strategic development objectives: economic growth, poverty reduction, human
development (including population planning), .women in development" (WID), and environmental
protection. Formal adoption of these objectives highlights the importance attached to social and
environmental concerns, and to the underlying concept of equitable and sustainable growth.

26. Adoption of the five strategic development objectives is underpinned by a rigorous
project classification system (unique among MOBs), and specific project and lending-mix targets,
including a commitment that at least 50 percent of the number of projects. and (by the end of
the decade) 40 percent of lending volume, will be directly targeted at social or environmental
objectives. The Bank has already achieved, and in some respects exceeded. the project and
lending-mix targets set in the context of ADF VI and GCI IV. Greater allocation of resources to
social and environmental sectors has also been accompanied by greater institutional focus,
improved policies, and enhanced expertise in these areas. Donors urged the Bank to extend
its strategic planning process to incorporate the development of monitorabl,e and measurable
performance indicators and annual performance assessments which would be reviewed by the
Board of Directors.

27. Donors appreciated the increased emphasis of the Bank on directly addressing
poverty and social Issues, and requested the Bank to continue and intensify its efforts to
address poverty and social inequality in its DMCs, including efforts to reach the poorest and
most disadvantaged segments of society, invest in human capital of the poor and women, and
cooperate with Non-Governmental Organizations (NGOs) and other grassroots level
organizations to provide assistance to the most disadvantaged groups. Donors reiterated the
view that emphasis should be on income generation and employment creation for the poor,
combined with increased attention to investments in human capital, especially education and
health, and increased and sustainable access for the poor to such social services. Donors also
suggested that direct and indirect employment effects be given due consideration, along with
other criteria, when selecting projects and programs for Bank assistance.

28. Donors looked forward to the policy papers on poverty reduction as well as
indigenous peoples which are presently being prepared. These reviews should be useful in
drawing lessons from the experience gained so far, and sharpening the analytical underpinning
of the Bank's poverty reduction efforts. It should in particular help further refine the range of
activities targeted at poverty reduction, including investment in basic social infrastructure,
microenterprise, and employment programs. The policy reviews should also provide inputs to
the Bank's policy dialogue with DMC governments on effective and sustainable poverty reduction
strategies, and on how to better incorporate social concerns into project design.

6
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29. Donors also strongly welcomed efforts to "mainstream" gender issues in all Bank
programs and projects, and to promote targeted WID interventions in, for example, the social
sectors, agriculture, and microenterprise development. They appreciated recent initiatives to
develop more elaborate data bases on WID and devise model legal frameworks to improve the
rights of women, e.g., with regard to ownership of property, inheritance, and access to credit.
In view of the close linkage between gender issues and the Bank's other strategic development
objectives (for example the feminization of poverty, and the impact of women's access to
education and health services on population growth), donors urged the Bank to reinforce its
efforts to Improve the status of women by increasing lending to targeted WID proiects, further
mainstreaming gender considerations in all Bank operations, and deepening the Bank's
understanding of gender issues. Adequate human and financial resources should be allocated
for this purpose. Donors also looked forward to reviewing the WID policy paper now under

preparation.

30. Donors also appreciated the increased emphasis on protection of the
environment and sustainable management of natural resources in Bank operations. In addition
to lending directly targeted at environmental objectives, Bank technical assistance had helped
define environmental standards and strengthen the capacity of DMC institutions to carry out
environmental impact assessments and implement environmental regulations. Bank policy work
had also helped highlight the complex relationships between the environment and various social
and economic aspects. Donors confirmed that the six priority areas for Bank environmental
lending, identified for ADF VI, remain valid: (i) pollution control in the industry and power sectors;
(ii) environmental improvement in the urban areas; (iii) environmentally sound forest management
and conservation of biological diversity; (iv) interlinked poverty reduction and environmental
improvement; (v) agriculture: and (vi) institution building and human resource development.
Donors urged the Bank to strengthen its efforts to promote sustainable development, including
efforts to address issues of regional and global concern, as well as emerging issues such as
rapid urbanization, transportation and management of water resources. Environmental issues
cross national boundaries, and sustainable development often requires an ecosystem-wide
regional focus that can be difficult for private investors, or even national governments, to
manage. Where appropriate, regional and sectoral environmental impact assessments. studies,
and strategies will be prepared, analogous to those prepared for traditional projects, to address
broader environmental concerns. The Bank should also draw,lessons from the experience of
some countries in the Region who have suffered serious environmental degradation as a result
of insufficient attention to the environment in their development strategies, and help other DMCs

pursue a more balanced and sustainable development path.

31. The second major change following ADF VI and GCI IV, after the broadening of
the Bank's development objectives and agenda, is the adoption of a systematic and rigorous
process of country-based strategic planning. This starts with a country operational strategy
study defining priority sectors and objectives in each DMC, on the basis of rigorous assessment
of its development potential, constraints, and prospects. The country's development strategy and
needs provide the background against which the prospects for achieving the Bank's own
strategic development objectives are examined. The country operational strategy study also
takes full account of the activities of other donors in the DMC, including various studies and
reports prepared by them, and of the country's policy framework and performance record to
define an optimal role for the Bank. The overall strategy is then translated into country
assistance plans, which define medium-term objectives of Bank operations in each DMC and
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sector, and a corresponding operational program of loan projects, technical assistance (TA) ,
economic and sector work, and cofinancing. Importantly, this process is coordinated closely
with shareholders, including consultations' and agreement with the DMC government concerned
and provision of inputs from the Board at key stages of the planning cycle.

32. Donors welcomed the new strategic planning and programming framework, which
has enhanced the focus and result-orientation of Bank operations. They urged the Bank to make
country strategies even more analytical and selective, in order to further prioritize areas of
intervention and maximize the catalytic impact of Bank operations in each DMC. Donors also
called for broadening the consultation process in the preparation of country strategies and
programs, to encompass other concerned groups in the country such as local community

groups and NGOs.

33. The Task Force for Improving Project Quality represents another milestone in
Bank operations, which has resulted in a marked shift in emphasis from project approvals and
lending volume to the quality of Bank-financed projects, as reflected in their relevance to
beneficiary needs and their actual impact in the field. Partially as a consequence of the increased
emphasis on project quality, total Bank lending was reduced in 1994 to $3.7 billion. The
recommendations of the Task Force have already been incorporated in the Bank's operational
processes and procedures. with increased emphasis on borrower ownership and capacity I
improved feedback from postevaluation, more consistent incorporation of participatory
approaches, and increased attention to project implementation and results. Donors commended
this shift in emphasis, and urged the Bank to continue focussing on the quality and development
impact of its operations while placing less emphasis on meeting overall lending targets. While
the increased attention to project quality is expected to yield measurable results only over the
medium to long term, some tangible improvements are already in evidence, for example in the
lower number of underperforming projects as a result of systematic country portfolio reviews and
restructuring or cancellation of poorly performing projects. In this connection, donors also urged
the Bank to take further action to minimize bunching of loan approvals during the latter part of
the year.

34. In line with its increased emphasis on good governance in DMCs (see para. 36),
the Bank has taken steps to improve its own corporate governance, notably to enhance
transparency and accountability by adopting new disclosure and information policies, and by
introducing an inspection function. These changes are designed to make the Bank a more open
and accessible institution, and to give all concerned parties access to redress in case Bank
policies or procedures were not properly followed. Donors welcomed such moves, and urged
the Bank to further facilitate the free flow of information and fost~r a climate of openness and
cooperation with outside agencies and groups.

35. The new strategic framework and policy agenda have led to a comprehensive
review and adjustment of Bank policies across a broad range of areas, including sector-specific
as well as general operational policies. Thus, since 1991, the Bank has adopted revised
policies with regard to, inter alia, population, energy, forestry, involuntary resettlement, private
sector operations, guarantees, cofinancing, and program lending.

36. Donors were particularly "appreciative of the progress made in addressing issues
of governance in borrowing countries, including the adoption of a policy on governance-a first



among Multilateral Development Banks (MDBs). The policy affirms the direct relevance of
governance issues to development performance, and identifies specific areas for Bank support.
It calls for country-specific ~proaches to, inter alia, strengthen public sector management.
establish a transparent and accountable policy and regulatory framework conducive to private
sector development. imp~ove tax and fiscal management, foster participatory development, and
establish a transparent and predictable legal framework. Important as well is the quality and
composition of public expenditure, including adequacy of development expenditures and of
allocations to the social sectors and efforts to minimize non-productive expenditures such as
military expenditures. Donors also stressed the importance of instituting anti-corruption
provisions-both in public sector management and the rules and regulations within which the
private sector operates-to prevent distorted and Inefficient resource allocation. As an essential,
overarching ingredient for all developmental efforts, donors reiterated their strong support for the
Bank's policy on governance, and urged the Bank to continue to provide adequate human and
financial resources to ensure full incorporation of the policy in the Bank's programs and projects.

37. To implement the five strategic development objectives adopted by the Bank, the
Bank's latest Medium-Term Strategic Framework has defined four key medium-term operating
objectives for the Bank. In addition to the Bank's traditional role in financing the creation or
expansion of infrastructure and productive capacity, these include policy suppor1, capacity
building, and regional cooperation. The new strategic framework is paramount to a fundamental
refocusing of Bank operations, which reflects and reinforces the transformation of the Bank from
a mere project financier supporting specific capital investments to a broad development catalyst
and agent for change. Donors strongly supported this wider operational agenda, and urged the
Bank to further strengthen the emphasis on policy reform and capacity building in all operations.

38. During the ADF VI replenishment, donors had par1icularly emphasized the
importance of sound, market-oriented economic policies in borrowing countries, and the need
for the Bank to intensify efforts to encourage and foster the adoption of such policies. Policy
reform is promoted through policy dialogue and T As, program loans, and policy conditions
attached to project and sector loans. Further, sectoral lending allocations, as well as .overall
country allocations, are increasingly linked to the policy framework, including openness to policy
dialogue and willingness to undertake necessary reforms. Policy reform has assumed added
importance with the beginning or resumption of lending to a number of transitional economies,
as well as with the general adoption of market-based reforms throughout the Region. The Bank
has also strengthened its ability to promote policy reform by adjusting its program-lending
policies, and by introducing a new sector development program modality that is specifically
designed to enhance the Bank's leverage for promoting policy and institutional reforms.

39. As regards capacity building, the Bank is making efforts to improve the quality
and sustainability of its assistance by drawing lessons from the experience with past capacity
building efforts, and by carrying out research and conducting workshops to distill and
disseminate best practices across the Region. This highlights the need for a holistic and long-
term approach, as opposed to piecemeal and ad hoc efforts. Thus, country strategies and
programs now define key institutional development needs in priority sectors in each DMC, and
seek to devise integrated, long-term capacity-building programs in accordance. The
establishment of the ADB Institute is also expected to support efforts in capacity building by
providing training to government officials of DMCs and funding research related to development
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administration and management In the Region and
the Bank.

40. Donors urged the Bank to mainstream policy considerations into project financing
to the extent possible, and to Increase support for technical assistance and capacity building to
improve public sector management. Donors encouraged the Bank to conduct a skills inventory
within the Bank to help identify comparative strengths and how resources can be reallocated to
meet the Bank's new challenges, such as improving public sector management and governance.

41. Regional cooperation is another area of increasing,importance, where the Bank
has a special comparative advantage, as evidenced by i1s leading role in, for example, promoting
cooperation in the Greater Mekong Subregion or the Brunei-lndonesia-Malaysia-Philippines East
ASEAN Growth Area. Regional cooperation is particularly relevant for environmental concerns,
joint Infrastructure development, and conservation of shared natural resources. The Bank also
plays a prominent role in distilling lessons and best practices from the experience of the dynamic
East Asian economies, and in helping disseminate and adapt them to the less advanced
countries of the Region. Donors appreciate the Bank's special role in regional cooperation, and
the contribution it makes to regional peace and stability as well as to prosperity and sustainable
resource management.

42. Donors highlighted the importance of the Bank's technical 8ssistanceoperations
for its efforts in capacity building, policy support, governance. anti-corruption. and regional
cooperation. While there Is no allocation of ADF VII resources to T A funds, donors expect the
Bank's T A operations to continue on a substantive scale, with financing provided by special
contributions from individual donor countries as well as by net income transfers from OCR.
Donors also looked forward to the forthcoming review of the Bank's T A operations to further
strengthen the effectiveness, cost recovery, and impact of TA operations.

43. Donors endorsed the efforts of the Bank to create conditions for a dynamic and
competitive economy grounded in a strong private sector and the use of market mechanisms.
In response to the new private sector-led development paradigm, the Bank also increasingly
emphasizes catalyzing private sector development in its operations. Although ADF is not used
for financing direct private sector lending and investments, donors reiterated support for the
focus of the Bank's private sector operations on creating a conducive environment for private
enterprise, with direct Bank lending targeted at developmentally important projects where the
Bank's participation has a strong catalytic impact in terms of attracting other sources of
financing. Donors also appreciate the emphasis of the Bank's private sector strategy on creating
sound and competitive financial systems and c~pitaJ markets in DMCs, as a key means for
mobilizing private resources from foreign as well as domestic investors and channelling them to
the most productive uses.

44. Donors urged the Bank to implement innovative ways of promoting the
development of small and medium-scale enterprises, which are often a prime source of output
growth and employment generation, especially in rural and less developed areas and for
unskilled labor. In addition to measures aimed at Improving the general environment for private
sector activity, this may include efforts to establish a network of public and private institutions
providing essential support services, such as skills training and financing. Donors also
emphasized the importance of projects targeted at reaching the very poor such as microcredit

10
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and mlcroenterprlse development. In this area, the Bank has innovatively used participatorY
approaches to enhance access to credit and income-generating opportunities by disadvantaged
groups. particularly women (e.g., the microcredit project for women in Nepal and the recently
approved microenterprise finance project in the Philippines).

45. The Bank is also placing growing emphasis on coflnanclng, from commercial as
well as official sources. The Bank has achieved an appreciable 0.74 cofinancing ratio in its ADF
operations in the past, and aims to increase this further during ADF VII. The Bank increasingly
measures its contribution in terms of total resources raised and total cost of projects financed
rather than direct Bank lending alone. In addition to greater operational emphasis on
cofinancing, the Bank has improved its capacity to mobilize commercial financing by enhancing
its guarantee facility.

46. Bank efforts to assist capital market development In its DMCs, and to promote
policy reforms such as cost recovery and subsidy cuts, address the need to enhance resource
mobilization. Donors strongly encouraged such efforts, In view of the DMC's massive
investment needs coupled with limited availability of official development assistance. Donors
also urged the Bank to flexibly use its entire range of assistance modalities, including public and
private sector lending, equity investment, cofinancing, and guarantees, in order to devise
assistance packages specifically suited to sector and project circumstances and catalyze greater
private sector investment in DMCs.

47. Donors appreciate the Bank's specific advantages, i.e., its strong sector focus,
close relationship with DMC governments, integrated public and private sector operations, and
special ability to foster regional cooperation. They also appreciate the Bank's cost-effectiveness,
as evidenced by its favorable efficiency indicators in comparison with other MDBs. Donors
generally subscribed to the principle of .competitive pluralism" as referred to by the Development
Committee Task Force on Multilateral Development Banks. They appreciate the advantages of
.competitive pluralism" in terms of encouraging debate and healthy competition, and proyjding
a wider choice of experiences and approaches from which to derive lessons.

48. At the same time, in view of the growing scarcity of aid resources and complexity
of development agendas, donors emphasized the need for close aid coordination. Such
coordination should encompass multilateral as well as bilateral agencies, and should be
comprehensive in scope, covering general policies, countrywide, and project-specific issues.
In this context, donors noted that the Bank has been intensifying its efforts in donor coordination.
particularly with the World Bank, in country strategies and programs and sector studies.

c.

49. To maximize the impact of its assistance, the Bank has been placing increasing
emphasis on performance in the context of decisions on resource allocations. The assessment
of performance includes three major elements: (i) sound economic management; (ii) progress
toward growth with equity, and poverty reduction; and (iii) progress toward sustainable economic
and social development. Performance assessments are now a standard feature of all country
assistance plans, with an overview provided to the Board of Directors. These assessments will
focus on general economic management, efforts to address cross-cutting concerns, good



governance, policy reform, implementation of Bank-financed projects, and performance record
with other international financial institutions.

50. Donors wished the link between development performance and ADF allocations
to be further strengthened. Donors suggested in particular that the commitment and
effectiveness with which a DMC addressed social and environmental concerns, as well as Its
receptiveness to Bank policy dialogue and willingness to undertake necessary reforms. be given
greater weight in decisions on country lending levels (in addition to influencing sectoral
allocations within countries). They urged the Bank to also take account of the quality of overall
expenditure choices. in particular of allocations to the social sectors and to environmental
concerns, in this context. Greater use of public expenditure reviews and of environmental
assessments carried out by the World Bank should be made in this regard. Efforts at domestic
resource mobilization, especially in DMCs with low savings rates and heavy reliance on official
development assistance, is another important component of good performance. Donors
consider that the linkage of ADF resource allocations to performance is essential to encourage
sound management of development resources. justify the call of individual DMCs on limited
concessional resources, and ensure effective use of the latter.

51 . If the annual performance assessment reveals weak performance (not attributable
to some externality), ADF operations in the DMC concerned should be reviewed and as
necessary limited in size. and restricted to activities which promise the most productive use of
concessional funds. In such circumstances, the lending program would be confined to a core
program, which should be a minimum needed to maintain dialogue with the borrower, and the
focus of the Bank should be on non-lending activities, particularly economic and sector work to

encourage Improvements in performance.

52. Donors considered that traditional ADF recipients, as a group, should continue
to be alloCated the dominant share of the Bank's concessionallending during the ADF VII period
(i.eo, 1997-2000). On the assumption that Conditions became appropriate for the Bank to resume
operations in currently non-active ADF borrowing countries, allocations should be made to these
DMCs, as also to the new DMCs (i.eo, DMCs which have joined the Bank since 1 January 1997)
that met eligibility criteria for ADF resources (provided, as for other ADF borrowing countries. that
the extent of the Bank's support was related to performance).

53. Donors considered the situation of two other DMCs (i.e., Indonesia and the
Philippines) that were provided renewed access to ADF resources, on a temporary basis,during
the period of the previous two replenishments. Aware that a graduation policy paper will be
prepared within one year of ADF VII effectiveness and pending its findings and
recommendations, they agreed that limited and further reduced ADF VII access in the interim
would depend on resource availability I economic performance, and the need for external support
under concessional conditions, as well as their commitment to poverty reduction. ADF support
would focus in particular on projects directed at poverty reduction, the social sectors, and
protection of the environment.

54. Based on current eligibility and access criteria, and given the large proportion of
Asia's poor that live in the People's Republic of China (PRC) and India. access to ADF for these
two low-income DMCs would be justified in the view of many donors. However, there was no
consensus among donors on making ADF resources available for either of these two low-income
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DMCs. Also, given the needs of traditional ADF recipients and other eligible borrowers, donors
concluded that it would not be possible to make ADF resources available to these two countries
during the ADF VII period.

55. Donors noted that the Pacific island DMCs faced special problems and. needs
because of their size, geographical location, high transport costs, lack of natural resources and
limited creditworthiness for commercial financing.

D. Issues for Policy Review

56. While appreciating the substantial policy regeneration that has taken place, donors
highlighted some priority areas for further policy review. In addition to sectoral and thematic
policies such as those relating to poverty and WID, this includes general policies relating to ADF
such as access criteria, lending terms, graduation, performance evaluation, and resource
allocation.

57. Donors noted that currently. DMCs' eligibility for ADF borrowing is based on
country criteria, notably income per capita and debt repayment capacity (with some flexibility in
the case of the Pacific island DMCs in view of their special economic circumstances). However,
eligibility does not translate automatically into access to ADF, which is determined by the donors
in each replenishment period. In this connection, a question has arisen whether project criteria
should be used to graduate certain projects from ADF access into OCR or private sector funding
where the project has sufficiently high economic and financial rates of return (and where the
borrowing country has a good debt service record and a suitable debt service profile). Donors
underscored that the first and foremost criteria determining ADF access be country criteria; i.e..
small and medium-sized countries with low per capita income but without access to external
resources and lacking the capacity to repay loans on non-concessional terms.

58. The fact that a project entity. such as a power utility or port authority I is financially
viable does not in itself affect the economywide need for concessional resources. However, the
financial viability of a project. and of its executing agency, is relevant to the extent that the
nonreplacement principle enjoins the Bank to seek commercia! (domestic or external) financing
for such projects. The Bank's increasing emphasis on resource mobilization through cofinancing
means that qualified projects will increasingly be funded from commercial sources. with Bank
participation only to the extent necessary to catalyze private sector financing or foster necessary
sectorwide reforms.

..'

59. Bank financing for financially viable entities could, however, also be necessary
where private financing on suitable terms is unavailable (e.g., because of an underdeveloped
domestic financial system and heightened perceptions of country risk). Where the relevant debt
servicing charges can be absorbed by the borrowing country, such Bank financing could be
provided from OCR rather than ADF resources. Projects in sectors that tend to be revenue-
generating and financially viable could, thus, graduate from ADF (and later Bank) assistance
ahead of other sectors, where market failure would require more persistent government funding.
Project criteria could, thus, be a relevant secondary consideration supplementing country criteria
in determining access to ADF. To som~ extent, the Bank already takes sector and project
considerations into account in this way, especially in selecting projects for concessional funding
in DMCs that receive both ADF and OCR financing from the Bank ("blend" countries).
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60. Although the issue of project against country criteria has potentially far-reaching
implications and requires further analysis, donors requested the Bank to reexamine the
considerations applying to ADF access and present recommendations to the Board of Directors
as soon as feasible and not later than the midterm progress report on the implementation of the

ADF VII recommendations.

61 . An issue related to that of access criteria is the hardening of ADF terms, in
general or in accordance with country and/or project considerations. Donors considered that
some alteration in the terms of ADF loans, especially some shortening of maturities and grace
periods, could be feasible and appropriate. Selective hardening of terms could also serve to
introduce greater differentiation among recipient countries and/or sectors in accordance with
their debt servicing capacity. Hardening of terms would .enable the Bank to spread tre catalytic
impact of a limited amount of concessional resources over a larger number of projects and

sectors.

62. Donors acknowledged that hardening of ADF terms involves a number of difficult
macroeconomic, operational, and practical issues, which will require further study. Furthermore,
in the medium term, hardening of loan terms will not increase the level of reflows significantly.
Nevertheless, donors requested the Bank to review the terms of ADF lending and prepare a
policy paper on the subject for Board consideration within one year of ADF VII becoming

effective.

63. Donors also noted that the Bank, like the other regional development banks (but
unlike the World Bank Group) I did not have a formal policy on .graduatlng. DMCs from
concessional or other borrowing. Its approach to the issue was embedded in the system of
classifying DMCs into Groups A, B, and C. In practice, ADF accesS-'-and exclusion
therefrom-is determined by donors, while graduation from OCR lending has reflected the
voluntary decision of the DMCs concerned.

64. Donors stressed the desirability of establishing a more formal and systematic
framework for considering questions of graduation. They recognized that any such approach
should preferably be comprehensive, extending to graduation downstream, i.e" through "blend"
status to OCR-only access, and finally to graduation from Bank borrowing altogether. Donors
envision a natural progression for DMCs, with ADF borrowers graduating first to nonconcessional
official and/or commercial financing for physical infrastructure projects, while ADF is targeted at
social and environmental projects. This would be followed by a gradual phase-out of all
concessional assistance, Reliance on commercial funding would increase, with OCR lending
increasingly targeted at "softer" sectors or at areas where the Bank's assistance provides
additionality in terms of policy leverage, capacity building, regional cooperation, or resource
mobilization. Finally, countries graduate from all Bank assistance, and after reaching certain
levels of income and development, start to contribute to the Bank's concessional (T A and/or

lending) operations.

65. While recognizing that graduation was a complex and sensitive subject, donors
emphasized that it needed to be addressed early to ensure that any changes in eligibility
resulting from such a review would be relevant to ADF VII lending allocations. They, therefore,
urged the Bank to submit proposals to the Board of Directors for a graduation policy within one
year of ADF VII becoming effective.
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66. Several criteria influence the level of Bank lending (from ADF as well as OCR) to
individual countries. These include (i) Gross National Product (GNP) per capita. (ii)
creditworthiness, (iii) population. (iv) absorptive capacity, and (v) performance. The first three
relate to the relative need of a country for development assistance, and the last two to its ability
to use external resources effectively.

67. Donors believe that the allocation system should ensure that scarce concessional
resources are carefully targeted at those countries and projects where they are most urgently
needed and most likely to be used effectively. Donors urged the Bank to examine the possibility
of introducing a more formal allocation system, streng1hening the link to more rigorous
performance evaluation based on measurable indicators. They also wished the linkage with
creditworthiness and access to the international capital market to be further streng1hened in this
regard, to ensure that a relatively larger proportion of ADF resources is allocated to those
countries which have no or very limited access to external commercial sources of capital.

68. Donors also consider that further efforts are needed to properly evaluate the
Impact of Bank operations. This issue was common to all multilateral as well as bilateral
development agencies, and had been highlighted by the Development Committee Task Force
on Multilateral Development Banks. Impact evaluation also involves continuous monitoring and
assessment of project benefits against performance indicators established at the project design
stage. Donors urged the Bank to work with other agencies to develop and apply common
performance indicators, for project impact assessments as well as for measuring the overall
development impact of Bank operations. Donors also urged the Bank to ensure that social and
environmental aspects are duly included in impact evaluations. Donors appreciated the
leadership shown by the Bank in this area, and noted that the Bank will chair the MOB working
group on evaluation in 1997.

69. Donors note the changed global environment for development assistance. In this
connection, a number of other institutions are reassessing structural Institutional issues.
Accordingly, donors request the Bank to provide factual information which could provide a basis
for a discussion of donors, to be held preceding the 1998 Annual Meeting, on issues of burden
sharing and decision-making. Subsequent discussions would include all members of the Board
of Governors.

70. Donors believe that a comprehensive review of the interrelated issues as
presented above, and prompt implementation of any resultant policy changes, is essential to
achieve the long-term objective of ADF becoming gradually self..financing. Closer linkage of ADF
allocations with performance would further encourage the adoption of sound policies in DMCs
and the effective use of concessional resources, and hence accelerate the progress of ADF
borrowers towards graduation from concessional assistance. Gradual tightening of ADF eligibility
and access criteria would reduce the volume of concessional assistance needed to finance a
given investment program in borrowing countries. Finally, hardening of lending terms, together
with adoption of a new financial planning framework as outlined underneath, would reduce over
time the amount of donor contributions needed to achieve a given level of concessionallending.
While recognizing that each of these issues required careful study before introducing changes
with potentially far-reaching implications, donors consider that the strategic and policy changes
introduced as a result of ADF VI and GCI IV have proven a timely and essential turning point in
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reorienting the Bank for the development challenge facing the Asia-Pacific region into the next
century .

71 . Donors also requested the Bank to undertake a comprehensive review of its
financial policies. The findings of this review should be submitted for consideration by the
Board of Directors In the first half of 1997.

III. LONG. TERM VISION AND STRATEGY FOR ADF

72. While stressing the continued relevance of the strategic agenda and objectives
resulting from ADF VI and GCIIV, donors noted that the global and regional contexts that govern
the planning and design of ADF VII are substantially different from those of previous
replenishments. Concessional resources are now very scarce, and the roles and expectations
of multilateral development finance have changed substantially. Against this changed context,
donors outlined their long-term vision for ADF operations, and requested the Bank to plan ADF
VII within this context.

73. The long-term vision of ADF is to catalyze and accelerate the pace of economic
development and poverty reduction in the Region: At the same time, ADF should help address
the problems of gender inequity and environmental degradation in the Region. ADF is the
principal means by which the Bank can catalyze and sustain well-designed and concerted action
by low-income DMCs to improve their living conditions and the quality of life.

74. In operational terms, the long-term vision for ADF translates largely into helping
poor DMCs emulate the success of the high-performing East Asian economies (the so-called
"miracle" or "tiger" economies). While no universally applicable precepts exist and policy
prescriptions must be tailored to individual country circumstances, the successful performance
of the dynamic Asian economies was generally based on, inter alia, high savings and investment
rates, substantial investment in human capital, dynamic agriculture sectors, emphasis on
international competitiveness and exports, openness to foreign technology and know-how,
reliance on the market mechanism, and equitable distribution of the fruits of growth. These
countries were also characterized by generally good public administration and sound
management of development resources.

75. Donors are aware that many of the less advanced economies of the Region have
only recently emerged from prolonged periods of centrally planned or heavily interventionist
policy regimes. There is a critical need to help these countries make the difficult transition to a
market-based. outward-looking development model, while minimizing disruptions to economic
development and adverse social impacts. Donors recognize that many of these countries need
concessionaJ assistance at the present time, as they have only recently embarked on a far-
reaching restructuring of their economies, and are now at a critical juncture in the adjustment
process where macroeconomic and sectoral policies have been vastly improved and economic
performance has started to pick up, but large-scale infrastructure deficiencies and social
hardships still hamper growth and threaten continued commitment to reform.

76. Breaking the poverty cycle in these low-income DMCs means creating a virtuous
circle, where increased investment in physical and social infrastructure, productive capacity, and~



capacity building leads to faster growth, which in tum stimulates saving and increases
investment. Faster growth, along with investment in the social sectors, enables speedier
reduction of poverty. and also eases the short-term costs that policy reform tends to entail and
therefore helps maintain momentum for reform. The long-term strategy of ADF operations is to
launch this process and make it self-sustaining. The increased investment made possible
through concessional assistance would thus serve both to raise incomes and reduce poverty in
the short term, and to decrease and gradually eliminate dependence on concessional funding
in the long term.

77. Donors recognize that reduced dependence on concessional funding will be
achieved gradually. In this context, donors noted that not all poor countries face the same
constraints to higher investment and growth. Domestic saving and investment rates of some
poor DMCs are reasonably high, and they have been able to achieve relatively healthy rates of
growth. As a result, their external debt repayment capacities are relatively stronger. and they are
able to attract a certain amount of external resources for investment in sectors that yield high
financial returns. The Bank may. through policy dialogue. assist these countries to improve their
public expenditure choices to achieve growth with greater equity, thereby reducing the number
of people below the poverty line.

78. Donors appreciate that the development prospects of many ADF borrowers have
improved significantly, because of generally sounder policy frameworks. Furthermore, poor
DMCs benefit from the example of the successful East Asian economies, which demonstrates
that the less advanced countries of the Region can achieve rapid and sustainable growth as well
as reduction of poverty. The high-performing countries have undergone an evolution similar to
that described in paragraph 64. Donors believe that this provides confidence that the need for
concessional assistance in many ADF borrowers will be time-bound.

79. Donors emphasized that ADF suppon the effons of the poorer DMCs to
progressively address poverty, gender inequity, and environmental degradation by themselves
and rely less on external concessional assistance. While recognizing that significant financial
suppon from them at the present time is essential to accelerate the pace of economic
development and poverty reduction in the Region, donors believe that ADF should hasten the
progress of borrowing countries towards reduced need for, and eventual graduation from,
concessional assistance.

80. Donors also recognize that significant financial support from them to ADF now
would help achieve the long-teml objective of ADF becoming progressively self-financing.. They
appreciate the need for greater integration of donor and nondonor resources for larger internal
resource generation over time. In the Mure, this would ensure that contributions from donors
would represent a lower share of total resources to finance the Bank's concessional operations.

81 . The strategy for accelerating the pace at which ADF becomes self-financing is,
therefore, the integration of donor resource mobilization and effective financial management on
the one hand, and accelerated development and graduation from concessional assistance on
the other. The adoption of certain new ADF financial management policies and practices will,
starting in ADF VII, reduce over time the donors' budgetary burden for financing a given level
of ADF operations. At the same time, the overall need for concessional assistance will decline
as living standards and the capacity to service debt on commercial terms improve in ADF
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borrowing countries. The combined effect of these developments is expected to gradually
reduce, and within a time frame of approximately half a generation or about 15 years eliminate,
the need for further donor replenishments.

Long-termA.

82. ADF VII provides the Bank with an opportunity to begin defining a long-term
strategy for financing its concessional operations. In this regard, the long-term objective is that
ADF will become progressively self-financing. To this end, the Bank must maintain its present
capacity to mobilize concessional resources through multilateral replenishments that are
equitable and sustainable, as well as strengthen the financial planning framework for ADF.
Donors recommended that the major elements of the long-term strategy include (i) maximization
of commitment authority from nondonor resources in a prudent and sustainable manner; (ii)
broadening and strengthenIng the donor resource base; and (iii) identifying and adopting a
replenishment structure that reflects the constraints facing the multilateral assistance system, and
is compatible with (i) and (ii) in strengthening the Bank's capacity to mobilize concessional
resources from internal and extemal sources.

83. To ensure continued support to ADF, many traditional donors indicated that they
will need to be assured that the level of contributions required from them over time will represent
a lower share of total resources used to finance concessional operations. They emphasized that
the effective and efficient financial management of concessional resources would increasingly
be a precondition for resource mobilization through donor funding for ADF. Donors appreciated
that starting with ADF VII, replenishments will be triggered only when the legitimate concessional
needs of borrowers exceed the internal capacity of the Bank to generate the required
concessional resources.

84. Thus, priority will need to be given to maximizing the Bank's internal capacity to
generate additional commitment authority through nondonor resources in a prudent and
sustainable manner. Further, the synergy between donor and nondonor resources will need to
be strengthened to increase the volume of commitment authority from nondonor resources. This
will be done by adopting techniques that will increase (i) the volume of nondonor resources, and
(ii) the efficiency with which nondonor resources are used to generate commitment authority.
The adoption of these techniques should proceed prudently to ensure that they are compatible
with maintaining and strengthening the Bank's developm~ntal mandate and financial integrity as
a whole over the long run. In so doing. donors recognized the need for Introducing a new
planning framework for the financial management of ADF resources.

85. Donors recognized that ADF, which had started in 1973, is still a relatively young
fund (for example, compared with IDA), with a cumulative pool of resources of about $18.5 billion
at the end of November 1996. Further, given past ADF loan terms, the volume of reflows will
begin to increase appreciably only In the future. On these considerations. while the adoption
of the new financial planning framework will lead to a substantial rise in the level of commitment
authority from nondonor resources during the ADF VII period compared with ADF VI, substantial
continued donor support will be needed during ADF VII. Further, the continued donor support
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during ADF VII and beyond, combined with the initiatives in the financial management of ADF
resources, will progressively increase the share of internally generated commitment authority in

the volume of concessional operations.

86. Many donors appreciated that the initiatives in financial management undertaken
during the ADF VII period, together with continued and substantial donor support now, will
ensure that, over time, donor replenishments will represent only one of the major sources of
funds used to finance the Bank's concessional operations. The need for donor replenishments
will gradually diminish and should, within about half a generation, i.e., approximately 15 years,
become entirely dispensable, as internally generated resources increase while the need for

. concessional assistance declines. This evolution is already in evidence, with contributions to
ADF VII by most traditional donors significantly below their contributions to ADF VI, especially
when expressed in domestic currencies.

B. Maximizing Nondonor Resources

87. In augmenting the volume of nondonor resources, two approaches were
considered: (i) OCR net income transfer 10 ADF I and (ii) hardening of ADF loan terms to
increase the future volume of reflows.

88. In light of the current assessment of the Bank's medium-term income outlook,
donors appreciated the proposed initiatives for using of a portion of OCR net income for transfer
to ADF. First, the existing surplus of $230 million could be transferred to ADF to coincide with
the effectivity of ADF VII. Second, the Technical Assistance Special Fund (TASF) requirements
for ADF VII will be fully met from OCR income transfers, thus reducing the size of the donor
replenishment accordingly. Third, given financial feasibility, a portion of OCR net Income will be
transferred to ADF after meeting the reserve needs of OCR and the TASF requirements on an
annual basis. Such initiatives will require action by the Bank's Board of Directors in confirming
an interpretation of the Agreement Establishing the Asian Development Bank to permit OCR net
income and surplus transfers to ADF and, thereafter, will require approval by the Bank's Board

of Governors for each such transfer.

89. A number of donors called for serious consideration of a variety of provisions,
ranging from general shortening of maturities and grace periods to greater differentiation in ADF
loan terms and pricing (see paras. 61-62). The objective would be to increase efficient use of
ADF resources by tightening concessionality to the extent still affordable for the borrowing
countries. Donors, therefore. requested that a policy paper on loan hardening be submitted to
the Board of Directors within one year of ADF VII becoming effective.

90. Based on the practices of other multilateral development banks, donors
considered two techniques for improving the efficiency of using nondonor resources: (i)
modifying the present advance commitment authority program with an expanded advance
commitment authority (EACA) scheme, and (ii) an interest subsidy scheme. After careful
consideration, donors preferred the EACA scheme because of its potential for strengthening the
sustainability of increasing commitment authority from nondonor resources.

91 . It is possible to commit more than the amount of reflows actually on hand without
violating the principle that the Bank should have the financial capacity to meet obligations arising
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from such commitments. As ADF loans are disbursed over a long period and. consequently,
have delayed impact on cash flows, higher commitments could be made on the basis of reflows
to fund the disbursements on such commitments as and when they occur. This cash-flow based
approach, referred to as the EACA scheme, essentially involves matching future reflows and
disbursements. The highest level of annual advance commitments that could be .sustained
would be the level that would not result in annual disbursements exceeding the projected level
of future reflows and would not reduce liquidity In any given year below a minimum acceptable
floor.

92. Because the EACA is determined on the basis of long-term cash-flow projections
which are subject to some degree of uncertainty, donors recommended that the introduction of
such a scheme must be accompanied by the adoption of safety measures to address financial
risks that could result in actual cash-flows deviating from the original projections, which could
lead to overcommitments. To address these risks, donors agreed to adopt the following
safeguards: (i) only 85 percent of the projected reflows (repayments and investment income)
would be considered in calculating the EACA; (ii) liquidity in any given year should not be
allowed to fall below 20 percent of the expected disbursements from EACA loans in the following
year; and (iii) the level of EACA will be recalculated every year taking into account any
unforeseen changes in the nondonorresource position. Implementation of the EACA (and, more
broadly, the new financial planning framework described below) will require action by the Bank's
Board of Directors and may require the Board to adopt amendments to the Regulations of the
Asian Development Fund dated 26 August 1986 (the ADF Regulations).

93. Donors appreciated that as a result of adopting the EACA scheme and a transfer
of $230 'million from OCR surplus to the nondonor resource pool. the level of commitment
authority through EACA for the ADF VII period is expected to be $2.7 billion,

94, Donors recognized that the role of the new planning framework would be to
mobilize, manage, and allocate donor and nondonor resources in order to maximize ADF's
commitment authority while effectively addressing the commitment and disbursement risks
arising from foreign exchange fluctuations and other unforeseen changes in cash-flows.

95. The new planning framework will consist of three pools. ADF resources will be
segregated between the resources used in determining advance commitment (the nondonor
resource pooQ and contributions provided by donors (the donor resource pool). This will enable
the Bank to closely moni1or and manage the risks associated with the EACA scheme. Within the
donor resource pool, a distinction is drawn between donor resources that have already been
committed at any given time (or the postreplenishment resource pool) and donor resources from
the current replenishment (or the current replenishment resource pool). The main reason for this
segregation is for better management of the disbursement risks and to reduce the sensi1ivity of
ADF's commitment authori1y to exchange rate movements. The three pools-nondonor resource
pool, postreplenishment resource pool, and current replenishment resource pool-will be
established at the beginning of 1997 when the EACA scheme is implemented together with the
effectivity of ADF VII.

96. Donors recognized that the new framework will change the encashment profile of
pre-ADF VII and ADF VII contributions in two ways. First, the diversion of reflows to the EACA
pool will accelerate the encashment profile. Second, contributions to each ADF replenishment
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will no longer be drawn in the order it was established. The present practice is that the
contributions drawn down under each replenishment are used for disbursements of loans
approved under different replenishment periods. These practices will change under the
proposed new framework. Pre-ADF VII contributions would be encashed only for meeting
disbursements for pre-ADF VII loans, and ADF VII contributions for ADF VII loans. Thus, the
encashment profile for pre-ADF VII contributrons would be determined by the disbursement
pattern of pre-ADF VII loans. Under the new framework, pre-ADF VII encashments would
increase by about 20 percent during 1997 and 1998 as compared to the existing framework.
Thereafter, note encashments in the new framework would be lower than under the existing
framework.

ADF VII Replenishment Structure and Burden Sharing

97. The ADF VII replenishment structure and burden sharing reflect the Bank's long-
term vision and strategy for financing concessional operations in the Asian and Pacific Region.
They build upon the historic multilateral foundation of ADF. and at the same time they represent
the new and evolving paradigm for concessional development finance for the Region. While
recognizing the realities of the multilateral assistance system. they aim to sustain and strengthen
ADF as the premier instrument of international and regional cooperation for the benefit of the
poorer economies and societies in developing Asia.

98. In sustaining and broadening the base for donor resources, donors emphasized
the continued relevance of multilateral ism and equitable burden sharing. There was broad
consensus that ADF VII burden shares should be substantially anchored on ADF VI burden
sharing arrangements, but that the contributions from nonborrowing DMCs and advanced
borrowing DMCs should be increased significantly to reflect their enhanced economic standing
and demonstrate regional solidarity.

99. In previous replenishments, relative voting power, which is determined in large part
from a member's subscribed capital. approximated the relative burden shares among traditional
donors, with the notable exception of Japan. The overall share between nonregional and
regional donors had generally been maintained at 55 and 45 percent, respectively. For ADF VII,
the Bank-proposed burden sharing principles were as follows: (i) an overall 53 percent burden
share for nonregional donors and 47 percent for regional donors; (ii) the allocation of the 53
percent burden share in ADF VII among the nonregional donors is similar to their relative burden
share in ADF VI; (iii) Australia retains its burden share as in ADF VI; (iv) Japan will provide a
contribution at the burden share proposed by the Bank;!! and (v) the burden share of New
Zealand and the developing member countries, totaling 5.11 percent, was allocated among them
on the basis of their relative adjusted subscribed capital in the Bank (adjusted by their market-
based per capita GNP in 1994).

100. While donors generally endorsed these proposed burden sharing arrangements.
subsequently I individual donors indicated the ADF VII burden share that they were prepared to

!! In ADF VI, on the basis of the total replenishment
share was 33.69 percent

supplementary contributions, Japan's burden
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accept and support. These burden shares are described In Table 1. Certain regional donors
requested that in future replenishments, allocations of regional burden shares be reconsidered.

101 . The traditional donors recognize and appreciate the efforts of the Bank to broaden
support to ADF VII from within the Region, reflecting an integration of the second and third
elements of the Bank's strategic agenda, that is, resource mobilization and regional cooperation,
to support the first element, which Is development promotion. In this regard, these donors noted
with appreciation the contributions provided by nonborrowing and several higher-income
borrowing developing members. These contributions express regional solidarity among member
countries, and represent very significant increases in contributions as well as broadened
participation from the developing members compared to previous replenishments. As such, their
participation is considered to be a distinctive feature and achievement of the ADF VII
replenishment.

102. Therefore, the allocation of burden shares proposed for ADF VII represents a
further evolution. The results demonstrate a gradual but definitive movement in the burden share
of the nonborrowing and more advanced DMCs and New Zealand; their burden shares are
clearly greater than in ADF VI. However, their combined ADF VII burden share is still less than
their share of donors' relative subscribed capital; donors, therefore, recommended that by
ADF VIII, the target burden share between nonregiona/ and regional donors be on 850:50 basis.

103. The structure of the donor replenishment and burden sharing is given in Table 1.
This structure Is premised on the objective of achieving a burden-shared donor replenishment
of $2.7 billion. while retaining close to full US burden sharing in ADF, and, seeks to mobilize $0.3
billion in supplementary contributions without resorting to a special fund and any extraordinary
incentives or sanctions. The US contribution is $0.4 billion agajnst the requirement of $2.7 billion
burden-shared contributions resulting in a US burden share of 14.81 percent. Donors endorsed
an ADF VII lending program of $6.3 billion. ADF commitment authority generated internally by
the Bank during the ADF VII period Is expected to be $3.3 billion, resulting in a $3.0 billion
resource requirement from donors (line C in Table 1). The basic burden shared donor
replenishment is $2.7 billion (line D in Table 1). The total amount of basic burden shared
contributions is given in line E of Table 1. However, a funding gap emerged. The funding gap
Is the difference between the planned size of the burden shared donor replenishment (line D in
Table 1) and the total burden shared contributions of donors (line E in Table 1). Some donors
wanted to give additional support to ADF VII, by pledging voluntary supplementary contributions,
in order to increase the level of donor resources (as shown In line G in Table 1). As a result, the
total amount of donor replenishment is $2.6 billion (line H in Table 1).

104. The ADF VII financing framework and burden sharing balances the medium and
long-term shared interests of the donors in ADF. This is shown In the recognition of the current
need for resource mobilization, in the integration of donor and nondonor resources towards
larger internal resource generation, in the evolution of inter- and intraregional burden sharing,
and in the lower contribution of many traditional donors compared with ADF VI. The financing
framework reflects the donors' best judgement on how to deal with the present realities of the
multilateral system and achieve progress in securing continued multilateral support for ADF over
time.



A. Level of ADF VII Operations 6,300,000,000

B. Nondonor A.sources (footnote 2 p8g.1) 3,300,000,000

C. R.sources Required 3,000,000,000

D. Burden Shared Replenishment 2,700,000,000

Burden Suppi8lnent8ry TNI Unit of Amount In Unit
Member Share US Dollar Contributions ~rlbutlons Obligation 01 Obligation

Austria 0.87 23,400,CXX> 23,490,CXX> S 242,583,579
~um 0.72 19,440,(XX) 19,440,(XX) BF _,775,016
Canada 4.66 125,m,(XX) 125,820,<XX> canS 172.258,904
Denmark 0.89 24,O::t),(XX) 24,O3O,<XX> 0Kr 1~,419,752
Fw,land 0.50 13,SOO,(XX) 4,157,120 17,657,120 Fink BO,<XX>,OOO
France 5.00 135,<XXI,(XX) 5,<XX>,OOO 140,<XX>,<XX> F 704,853,800
Gefmany 6.56 177,120,(XX) 177,120,<XX> OM _,077,694
Italy 4.00 108,000,000 108,OOO,<XX> Lit 169,922,880,000
Netherlands 2.43 65,610,000 65,610,<XX> f 107,851,030
Norway 0.90 24,300,000 24,D>,<xx> NKr 155,910,501
Spain 0.50 13,500,<XX> 13,eCX>,<xx> PIas 1,669,893.500
Sweden 1.37 36,990,<XX> 2,600,<XX> 39,590,<XX> SKr 268,274,~
Switzerland 1.23 33,210,000 2,eCX>,OOO 3S,710,<XX> SwF 42,523,111
Turkey 0.56 15,120,000 1,000,000 16,120,000 US$ 16,120,000
Un~ed Kingdom 3.80 102,600,000 102,600,000 £ 67,~,726
United SIMes 14.81 4OO,<XXI,000 4OO,(XX),OOO US$ 400,000,000

Nonreglonal Total 48.80 1,317,730,000

Australia 6.49 175,230,000 175,230,000 ASD 231,588,699
Japan. 35.13 948,510,000 70,_,000 1,018,770,000 ¥ 107,m,715,840
New Zealand' NZS

Developed Asian Economies 41,82 1,123,740,000

Hong Kongd 0.57 US$
Korea, Rep of 2.01 54.270.000 54,270,000 W 42,489,665,370
Taipei, China 0.54 14,580,000 14,580,000 USSD 14,~,000

Nonborrowtng 3.12 88,150,000

Malaysia 0.37 10,CXX>,000 10,000,000 RM 25.492,000
Thailand' 0.15 4,0<X>,0<X> 4,000,000 B 101,024,800

Borrowing 0.52 14,000,000

Regional Total 45.26 1,206,580,000

E, Burden Share Contribution Total 84.06 2,524,320,000
F. Burden Share Gap (D-E) 175,680,000
G. Supplementary Contributions 85,517,120
H. Total Contributions (E+G) 2,609,837,120

- ~

Note This table iI based on the exdlange r8ta referred to in paragraph 11 of tt'8 R8$Oiution.
, Contri~n .mounts to be confwmed prioI' to the e«ecIiY8ness of tt'8 Replenishment.

The Table shea be deemed amended to the extent of any ~nge in the.moum so confirmed to the B81k.
b To be decided bot the membw. no 18t. than the time of deposit of lis Instr\.n8nt of ContribIAIon.
. J8p8n con$ide~ its historic burden wreto be 33.69% but has agreed. solely for the purpose of the ADF VII replenishment. to the high. butden

share indicMed.. Hong Kong h85 Wldk:8ted it5 intention to contribute to the repleni5hment, with the a~ to be confi~.
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105. Donors agreed to denominate their contributions in their respective national
currencies, SDRs, or in the freely convertible currency of another member country. For the
purpose of establishing the equivalence of value among currencies, donors agreed that the
average daily IMF exchange rate for the period 1 January - 31 March 1996 be used. Some
donors preferred that a more recent exchange rate period be used and requested that this
become the practice in future replenishments.

106. Upon request, the Bank will provide donors with Information on the use of
advance note encashment (ANE) to fill funding gaps in the replenishment. Donors agreed that
this Information may be considered by individual donors as a starting point for bilateral
discussions between them and the Bank for effecting further voluntary contributions during the
ADF VII period.

A. Lending Program and Allocation

107. Based on the projected demand for ADF resources, anticipated mobilization of
nondonor resources, and the constrained supply of concessionaJ funds, donors have endorsed
a total ADF lending program of $6.3 billion over the 1997-2000 period.

108. With regard to access to ADF, the donors considered that traditional ADF
recipients, as a group, should continue to be allocated the dominant share of the Bank's
concessional lending during the ADF VII period (i.e., 1997-2000). On the assumption that
conditions became appropriate for the Bank to resume operations in currently non-active ADF
borrowing countries, allocations should be made to these DMCs, as also to the new DMCs (i.e.,
DMCs which have joined the Bank since 1 January 1997) that met eligibility criteria for ADF
resources. Donors-aware that a graduation policy paper will be prepared within one year of
ADF VII effectiveness-agreed that Indonesia and the Philippines would have limited and further
reduced ADF VII access in the Interim, depending on resource availability, economic
performance, and the need for external support under concessional conditions, as well as their
commitment to poverty reduction. ADF support would focus in particular on projects directed
at poverty reduction, the social sectors, and protection of the environment.

109. No consensus was reached with regard to providing access to ADF for PAC and
India; therefore, these two countries would continue to be excluded from access to the Bank's
concessionallending under ADF VII.

11 O. The operational programs underpinning the demand projections are derived from
the country-based strategic planning and programming process. Thus, the programmed level
of ADF VII operations reflects country-specific programs that implement the Bank's operational
priorities and objectives, and are based on the borrowing countries' development strategies and
needs, absorptive capacity, performance record, policy framework, and availability of alternative
sources of financing. Importantly, the Bankwide assistance programs are also consistent with
the Bank's own institutional capacity to deliver quality services. Having been instrumental during
ADF VI and GCI IV In focusing the Bank's assistance on a broader and more integrated
framework. donors considered that ADF should continue to have the necessary financial
resources to support the relevant development strategies and programs.

24

V. CONCLUSION



B.

111 . Donors requested the Bank to undertake a review of financial policies, and submit
its findings to the Board of Directors, in the first half of 1997. Donors also requested the Bank
to prepare and submit to the Board of Directors policy papers on graduation and loan hardening
within one year of ADF VII becoming effective. They emphasized that an early review of these
issues was important to ensure that any changes resulting from such a review would be applied
during a substantial part of the ADF VII period, and therefore be fully relevant to the use of ADF
VII resources.

112. Donors requested the Bank to prepare at the end of 1998 a comprehensive
midterm progress report on the implementation of the ADF VII objectives and recommendations,
and to submit it to the Board of Governors through the Board of Directors for review in
conjunction with the 1999 Annual Meeting of the Board of Governors. The progress report
should formulate detailed recommendations with regard to the issues of access criteria,
performance evaluation, and allocation methodology, as well as report on completed policy
reviews and changes with regard to lending terms, graduation, and financial policies.
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ADF VII DONORS' MEETING: LIST OF DOCUMENTS

13-14 November 1995

Issues Paper for the Sixth Replenishment of the Asian Development Fund (ADF VII)

Bonn, 26-27 February 1996

Volume I

A.
B.

Does High Performing Asia Need ADF?
Building Blocks for Lending Projections

Volume II

A.
B.

Is ADB Meeting Policy
Is ADF Effective?

Manila, 28 April 1996

Financial Management and Funding of ADF VII: An Issues Paper

Background Paper 1: A New Planning Framework for the Financial
Resources

T 8chnicaJ Note to Background Paper 1:

Background Paper 2: Funding ADF VII

Hong Kong, 24-25 June 1996

ADF VII Replenishment Framework

Background Paper:

Technical Note: OCR Income Transfers to ADF Within the Bank's Present Income
r'\1___:_- nPlanning Process

Legal Opinion: Opinion Regarding the Legality of Distributing OCR Net Income and
Surplus to the Asian Development Fund
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16-17 September 1996Kuala Lumpur,

ADF VII Replenishment Framework and Burden Sharing

Draft Donors' Report

Draft Board of Governors Resolution No. -
Sixth Replenishment of the Asian Development Fund

Copenhagen, 30-31 October 1996

ADF VII Replenishment Framework and Burden Sharing

Technical Note:
Framework

ADF VII: Repor1 of the Donors (Draft)

Draft Board of Governors Resolution No. -
Sixth Replenishment of the Asian Development Fund

Alternative Version 1 for use with a replenishment structured as core fund and
special fund
Alternative Version 2 for use with a replenishment structured as a single fund

Technical Note: Advance Note Encashment to Fill Funding Gaps.!.!

Tokyo, 16-17 January 1997

ADF VII Replenishment Framework and Burden Sharing

Draft Donors' Report

Draft Board of Governors
Sixth Replenishment of the Asian Development Fund

Technical Note: Advance Note Encashment to Fill Funding Gaps.!!

This teC:hnical note was available to donors upon request before and during the ADF VII Donors' Meetings11

in Copenhagen and Tokyo.
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