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SUMMARY OF PORTFOLIO CHARACTERISTICS

Portfolio Return vs. Risk
7.5 r
7.0 O Former Policy
65 Equities 45%
E 60 ¢
g 55 O New Policy Equities 10%
E 5.0 ¢
g
z 4.5 r
g 40 -
235 -
3.0
3.0 3.5 4.0 4.5 5.0 5.5 6.0 6.5 7.0 7.5 8.0 8.5 9.0
Expected Volatility (%)
Assumptions ?
Asset Class b Nominal Volatility | New Policy | Former Policy
Return % %
Cash (%) 3.0 2.9 5.0 5.0
Global government bonds (%) 5.3 5.6 44.0 40.0
Diversified fixed-interest (%) 5.6 6.0 23.0 10.0
Global inflation indexed bonds (%) 5.3 2.8 18.0 -
Global equities (%) 9.2 15.9 10.0 45.0
Total (%) 100.0 100.0
Return
(i) Expected coupon/dividend payments (USD million)° 98 74
(ii) Expected nominal return (%) 5.6 7.0
(iii) Probability % of achieving in 3 years a minimum average return of 3 % 88 82
(iv) Cumulative returns 3 years:
Expected cumulative return (%) 17.9 22.4
Expected minimum cumulative return % (95% confidence level) 3.4 -6.1
Expected maximum cumulative return % (95% confidence level) 32.5 50.9
Risk
(v) Expected volatility (%) 4.2 8.2
(vi) Expected value-at-risk (USD million)d 139 271
Risk-adjusted return
(vii) Sharpe ratio 0.63 0.48

(S

[=" el

portfolio of USD 2 billion.

The basis of the assumptions on returns of the various asset classes is explained in Attachment II.
The credit floor for fixed-interest investments is AA.
Calculated for a total portfolio of USD 2 billion.

Calculated in USD million with a one-year horizon and 95% confidence level, on the basis of a total
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DEFINITIONS OF RISK MEASURES, AND RETURN AND RISK ASSUMPTIONS

A. Definitions of Risk Measures

Volatility A risk measure that indicates how much the portfolio’s return is fluctuating
over time. A higher volatility means a higher uncertainty in returns.
Calculated as the historical standard deviation of portfolio returns from
their mean. A volatility of for example 5% indicates that the annual return
will, with a probability of 67%, fall within +/- 5% from the mean.

Value-at-risk (VaR) A risk measure that indicates the maximum amount the portfolio could lose
over a certain time horizon, with a given level of confidence.
Several estimation methodologies exist. IFAD uses a methodology in which
each asset class has a benchmark index assigned to it as a proxy for its risk.
The risk of each asset class is calculated as the volatility of several years of
the index returns. The value-at-risk of the overall portfolio takes into
account the correlation among the asset classes composing the portfolio.

Sharpe ratio A measure for risk-adjusted return that compares the portfolio’s return to its
risk level. The Sharpe ratio is useful for comparing portfolios with different
risk levels. The more positive the Sharpe ratio, the better the risk-adjusted
return.

Calculated as the portfolio’s return less risk-free return and divided by the
portfolio’s volatility.

B. Return and Risk Assumptions

The table on page 7 shows historical yearly returns together with average return and risk figures for
the asset classes composing the three portfolio options. The applied assumption for average future
returns is shown together with average historical return, average bond yields and equity returns for
the last ten years as well as current bond yields.

Regarding equities, the assumed average future return equals the historical average return for the past
30 years.

Unlike equity returns, bond returns are not mean reverting according to empirical research. The
current bond yield level, which effectively is the expected average return on bonds, is at a historically
low level. The assumption for future bond returns is thus above the current bond yield level but
below the historical nominal returns, particularly due to the prevailing lower inflation environment.

IFAD has been in contact with a number of investment managers to obtain their best estimates of
future bond returns. Estimates differed according to varying economic scenarios. Those eventually
selected were based on the assumption of a return to moderate growth.

The standard deviations presented in the table were calculated on the historical data and were applied
when computing the three portfolio options.
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(Nominal Local Currency Terms)

Yearly Asset Class Returns 1970-2000 and Average Return and Risk

Asset Class

Cash

Global Government
Bonds

Diversified Fixed-

Interest *

Global Inflation
Indexed Bonds

Global Equities

Benchmark index

91-Days Treasury Bills

JP Morgan Global
Government Bonds

Salomon Brothers
Broad Investment

Bridgewater Inflation
Linked Data

MSCI World (1988
onwards: MSCI AC

Index Grade (BIG) Index World)
1970 6.8 - - - -6.1
1971 47 - - 122 13.0
1972 43 - - 11.8 19.6
1973 7.6 - - 9.2 -19.9
1974 85 - - 10.9 -28.6
1975 6.1 - - 15.1 323
1976 53 - - 194 11.0
1977 5.7 - - 124 -6.9
1978 8.1 - - 14.1 5.8
1979 11.3 - - 9.7 94
1980 13.1 - - 16.0 194
1981 16.0 - 6.5 11.5 2.3
1982 11.8 - 31.8 12.0 11.6
1983 9.6 - 8.2 11.1 21.6
1984 10.6 - 15.0 9.0 7.5
1985 8.2 - 223 9.6 253
1986 6.4 13.5 154 8.9 27.2
1987 6.2 4.5 2.6 9.9 -1.5
1988 7.4 7.1 8.0 8.2 259
1989 9.0 9.1 144 10.6 24.0
1990 8.2 7.0 9.1 9.4 -22.7
1991 5.7 14.9 16.0 9.3 15.5
1992 3.6 9.7 7.6 8.8 -1.7
1993 32 14.5 9.9 9.5 23.9
1994 4.6 -3.5 2.8 9.9 -0.1
1995 5.9 17.1 18.5 53 15.1
1996 5.4 7.6 3.6 8.2 14.3
1997 5.5 9.5 9.6 8.1 20.0
1998 5.1 10.1 8.7 10.1 16.6
1999 5.1 -1.2 -0.8 122 283
2000 6.3 8.3 11.6 8.7 -11.7
Return
Average historical return (%) 7.3 8.5 10.8 10.7 9.2
Average bond yield/equity return last 10
years (%) 4.7 5.7 6.6 59° 12.0
Current bond yield (%) ¢ 2.4 3.8 5.0 524 -
Assumption for average future return
(%) 3.0 5.3 6.3 53 9.2
Risk
Standard deviation (%) 2.9 5.6 8.0 2.8 15.9

a

The benchmark index used for estimating return and risk includes securities with credit ratings below AA. Diversified

fixed-interest securities with a minimum credit quality of AA- has an estimated average future return at 5.6% and an
estimated standard deviation at 6.0%.

10 years/average global inflation indexed bond return last 10 years) * average global bond yield last 10 years.

¢ As of 30 September 2001.

assumption to make the return nominal.

Historical bond yields not available. Average bond yield 5.9 calculated as (average global bond return last

The current yield represents the real yield of 3.2% on United States treasury inflation indexed bonds plus 2% inflation
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AA

BBB

BB

) (38 ya)

DEFINITIONS OF LONG-TERM CREDIT RATINGS

Bonds rated AAA are judged to be of the best quality. They carry the smallest degree of
investment risk. Interest payments are protected by a large or by an exceptionally stable
margin and the principal is secure. While the various protective elements are likely to change,
such changes are most unlikely to impair the fundamentally strong position of such bonds.

Bonds rated AA are judged to be of high quality by all standards. They are rated lower than
AAA bonds because margins of protection may not be as large as for AAA bonds or
fluctuation of protective elements may be of greater amplitude or there may be other elements
present that make the long-term risk appear somewhat larger than for AAA bonds.

Bonds rated A possess many favorable investment attributes and are to be considered as
upper-medium-grade obligations. Factors giving security to principal and interest payments
are considered adequate, but elements may be present that suggest a susceptibility to
impairment some time in the future.

Bonds rated BBB are considered as medium-grade obligations, i.e. they are neither highly
protected nor poorly secured. Interest payments and principal security appear adequate for the
present but certain protective elements may be lacking or may be characteristically unreliable
over any great length of time. Such bonds lack outstanding investment characteristics and
have speculative characteristics as well.

Bonds rated BB are judged to have speculative elements, i.e. their future cannot be
considered well assured. Often the protection of interest and principal payments may be very
moderate and thus not well safeguarded during both good and bad times in the future.

Bonds rated B generally lack the characteristics of a desirable investment. Assurance of
interest and principal payments or of maintenance of other terms in the contract may be small
over any long period of time.

C Bonds rated C are the lowest rated class of bonds and can be regarded as having extremely poor
prospects of ever attaining any real investment standing

10



