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Appendix I EC 2023/123/W.P.5

Recommendations of the 2018 Corporate Level Evaluation of
IFAD’s Financial Architecture

1.

Recommendation 1. Address the problem of systematic financial losses which leads
to substantial capital erosion.

Recommendation 1(a). IFAD needs to address the long-terms effects and risks on
its balance sheet connected to DSF and regular grants. Reducing the degree of
future uncertainty would improve IFAD’s situation in terms of both financial
sustainability and when seeking a credit rating. All DSF and grants could be moved
to a special purpose fund that is not consolidated on IFAD’s balance sheet. At each
replenishment, the accounts of this fund would be refilled and further DSF and
grants would not be approved until the accounts have been replenished. As an
alternative, IFAD may consider turning future compensation for DSF principal into a
legally binding agreement.

Recommendation 1(b). In order to move closer to financial sustainability, it will be
important to improve the return of the IFAD portfolio of loans. A measure to be
considered is to increase interest rate margins for ordinary loans, and this can be
done to a level that remains favourable compared to prevailing market rates for
borrowing by sovereign entities, as shown by this evaluation.

Recommendation 1(c). In order to support the above fundamental changes to
IFAD’s financial architecture, this CLE reiterates the importance of cost-efficiency
measures that have been recommended by past evaluations (notably the CLE on
IFAD’s Institutional Effectiveness). Measures to reduce the size of expenses,
increase the PoLG, or increase the average size of loans (PoLG/number of
operations), would improve economies of scale and reduce operating expense
ratios.

Recommendation 2(a). Provide more flexible conditions for existing financial
products and prepare for the introduction of new products. IFAD should conduct
feasibility studies on both broadening choices on terms and conditions of current
loans and on introducing new financial products. These studies will need to review
current practices in other international DFIs and assess their adaptability to IFAD’s
context. Broaden the options on existing financial products. IFAD should offer more
flexibility regarding the length of the grace period, maturity period and the
amortization schedule, including the accelerated repayment option as is currently
provided by some MDBs. IFAD could also offer the option of selecting of currency
for new loans (e.g., euro, US dollars), including in some cases national currencies,
appropriately priced, if IFAD can generate such funding either through borrowing in
the market or via cross currency swaps.

Recommendation 2(b). Adjusting the terms of new loans to reflect changes in a
country’s classification. For new loans and DSF, IFAD could introduce a clause
allowing loan terms to be adjusted to reflect changing country classifications (thus
hardening or softening of terms, depending on the direction of change). In
particular, the lending conditions for DSF or highly concessional loans would be
applied as long as a country classification remains in that category.

Recommendation 2(c). Preparing the introduction of new financial instruments.
This may include: (i) loan products designed to facilitate scaling up, drawing from
experience of other DFIs and streamlining project approval procedures (e.g.,
results-based lending, multi-tranche financing facility or IDA scale-up facility); (ii)
instruments to better respond to natural disasters or situations of fragility; and (iii)
instruments to pre-finance project implementation preparedness and reducing
project start-up time.

Recommendation 2(d). The Smallholder and small and medium-sized enterprise
investment finance fund (SIF) would benefit from further refinements. For
financially sustainable results and a viable exit strategy and to enhance efficiency,
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10.

11.

12.

13.

14.

the SIF could emphasize working through intermediaries (e.g., in the finance sector
or marketing, whether these be micro-finance institutions, investment funds,
banks, mobile phone companies or more apex-level marketing or processing
companies) rather than processing and administering many small loans at the
quasi-retail level.

Recommendation 3. Revise the financial allocation system. IFAD’s plans to
substantially increase leverage through borrowing would mean that the totality of
resources cannot be lent through the existing PBAS only. Responding to this
challenge would consist of creating a second lending window for proceeds from
borrowing (e.g., sovereign loans; bonds issued on international markets). This
window would be for ordinary loans (i.e. Libor-based, single currency with a margin
that compensates IFAD for the risk and administrative costs), separate from the
PBAS, administered in a manner that is consistent with IFAD’s asset liability
management strategy. The PBAS could then be used to allocate concessional funds
only. In line with practices in other DFIs, IFAD could allow selected Member States
to borrow amounts in excess of their PBAS allocation on terms that are similar to
ordinary loans.

Recommendation 4. Conduct preparatory work for potential access to capital
markets. Learning from the IDA example, it may not be strictly necessary for IFAD
to be profitable to tap markets. However, a high credit rating is a condition sine
qua non and would in all likelihood require a restructuring of IFAD’s financial
architecture, by addressing those factors that create uncertainty. In particular, it
would be fundamental to address the issues of DSF, grants and foreign exchange
swings. IFAD would need to obtain a rating from at least two of the main rating
agencies that have experience in rating DFIs (i.e., S&P, Moody’s and Fitch/IBCA)
and early initial discussions may be helpful in order to be able to address any
fundamental concerns of credit rating agencies.

Recommendation 5. Use hedging instruments to better manage foreign exchange
risks. To reduce risks connected with foreign exchange fluctuations, IFAD could
consider hedging future replenishment pledges into US dollars either fully or at
certain stages during the encashment process. Pledges are not legally binding but
have had a fair degree of certainty of being realized. In addition, IFAD could
consider offering its clients the possibility of converting their existing portfolios of
SDR-denominated loans to US dollars or euro-denominated loans. In this context,
IFAD may consider the pros and cons of undertaking currency swaps into the US
dollar for the remaining SDR loans to hedge the foreign exchange risk. Finally, IFAD
could also hedge non-US dollar administrative expenditures (e.g., staff salaries) or
operate a split budget, holding the latter in euro.

Recommendation 6. Strengthen IFAD’s financial governance. This includes aspects
of both the external and internal governance, in particular:

Recommendation 6(a). Enhance the capacity of the IFAD Governing Bodies for
financial oversight. As the complexity of IFAD financial architecture increases with
the introduction of borrowing, further leverage and hedging, it may be beneficial to
extend the terms of reference and role of the audit committee and to specify
minimum qualifications of individuals for audit committee membership.

Recommendation 6(b). Elaborate more detailed guidelines for asset and liability
management and for risk management. IFAD would benefit from more detailed
policies and guidelines for asset and liability management and for liquidity
management. These would cover the use of derivatives, swaps, futures, and
options as hedging mechanism, as well as the hedging of future replenishment
payments and budgetary items, and liquidity. An Asset and Liability Committee
(ALCO) should be reconstituted to periodically review these policies and their
application. Moreover, should IFAD significantly increase borrowing, it would need
to strengthen the internal Risk Management function which could be tasked with
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15.

16.

overseeing Treasury and other risk factors such as treasury market risks (interest
rate, foreign exchange, derivatives, credit, spreads, and liquidity), treasury
operational risk (including middle and back office and IT), operational risk of
lending and of any fund managed.

Recommendation 7(a). In the replenishment consultation, there is a need to
improve the balance of representation between A and B countries, the poorest
borrowing countries and the growing number of List C donors.

Recommendation 7(b). Complementary contributions and supplementary funds
should be treated in the same way. Both may be announced in headline
replenishment figures, but both should be subject to service charges to cover the
administrative costs related to them, which are currently subsidized by IFAD’s
regular administrative budget. IFAD management also needs more flexibility for
acceptance of supplementary funds for minor amounts in line with the agreed
strategy and criteria, including from private sources.
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Management Assessment of the Status of its Response to Corporate-Level Evaluation: IFAD’s financial

architecture 2018
Table 1

Management Assessment of the Status of its Response to Corporate-Level Evaluation: IFAD’s financial architecture 2018

Eval Rec # Level Nature

Recommendation

2017 Follow up 2019 Follow Up

2021 Follow Up Statu

S

CLE 3 IFAD PLCY

Revise the financial

allocation system.
If IFAD
substantially
increases its
leverage through
borrowing, it will
need to lend the
proceeds for
ordinary loans to
avoid incurring
losses. The
current PBAS
constrains IFAD’s
ability to increase
ordinary lending
relative to other
types of lending.
Thus, IFAD would
need to create a
second lending
window for
ordinary loans, to
be allocated
through a risk-
based system.

Discussions are continuing internally in
the context of the IFAD2.0 with
additional borrowed resources
and we look forward to external
feedback in the May 2019 EB
retreat. FOD and OPR are also
exploring revisions to the
current PBAS to assess
whether it is feasible and
desirable to integrate a debt
component into the
methodology which recognizes
the debt status of countries
and/ or a financial ceiling to the
total grants provided by IFAD
in a given replenishment cycle

In 2021, the EB has approved [EB
2021/132/R.9/Rev.1] the creation of
the Borrowed Resources Access
Mechanism (BRAM), a risk-based
mechanism which will govern access
to borrowed resources. The five
principles for the implementation of
the BRAM are as follows: (a) country
selectivity and eligibility; (b) supply of
borrowed resources; (c) risk-based
country limits; (d) differentiated
financing conditions; and (e) demand-
based access.

In IFAD12, the PBAS will only
allocate core resources to LICs and
LMICs; it is through BRAM that
countries will access most of ordinary
lending during the IFAD12 period.
Through the creation of BRAM, IFAD
will ensure that financial
considerations relevant for the
prudent use of borrowed resources
are accounted for (e.g. credit risk
mitigated by the introduction of risk-
based country limits etc.). The BRAM
will become effective once the
relative amendments to the Policies
and Criteria for IFAD Financing have
entered into force (following approval
by the Governing Council in February
2022).

1 (a) Strategic Focus — a valid
country strategy (COSOP or country
strategy note) is available early in the
cycle; (b) Ownership - no approved
projects are pending signature for
more than 12 months; (c) Absorptive
Capacity - all projects in a country
that have been effective for more
than one year must have disbursed
funds at least once in last 18 months;
and (d) Level of indebtedness — as
assessed by FMD.

F
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CLE

CLE

4

5

IFAD

IFAD

PLCY

PLCY

FA Conduct preparatory work
for

potential access to
capital markets.
IFAD needs

to review the
requirements to
obtain a high
credit rating,
which are likely to
include reducing
the uncertainty
linked to future
DSF
compensation.

FA  Use hedging instruments
to manage foreign

exchange risks.

IFAD is exposed

to foreign

exchange risks for

the following

reasons:(i) most of

its loans are

Per the GC resolution on market
borrowing, FOD is in progress
to conduct preparatory work in
relation to the potential access

to capital markets. Key policies
and processes have been
introduced in 2018 and will
continue in 2019 from all areas
of FOD, with specific focus on
risk management and treasury,
also in preparation for the
envisioned credit rating
process. Key positions are
being filled both in the
revamped Risk Management
Unit, Treasury and Controller's
Divisions. Many of these new
initiatives, policies and
processes are also in line with
recommendations made by the
independent financial risk
assessment performed by
Alvarez & Marsal, approved by
the Board. The DSF
mechanism resolution is in
progress and is being
presented for review at the EB
in May 2019. FOD has also
initiated a project in
coordination with ICT to
enhance FOD's IT Landscape
to meet current and future
operational needs for Treasury,
Accounting and Risk
Management. Key systems will
be implemented in the course
of 2019 and 2020. FOD is in
the process of preparing for an
informal private credit rating
assessment to take place in
the second half of 2019, in
advance of the formal credit
rating exercise envisioned in
2020.

TRE is currently employing hedging
strategies to manage foreign
exchange risk to the extent
possible for its existing SDR

loans. Additionally, IFAD is
progressively increasing USD

and EUR denominated loans to
naturally hedge the balance

sheet towards those SDR

EC 2023/123/W.P.5

In preparation of the credit rating process
started in 2019, IFAD introduced
several financial reforms to
strengthen its financial architecture.
These included fully staffing a Risk
Management Office with five key
professional positions as well as
introducing several financial policies
to ensure the optimal level of
operational planning vis a vis
financial capacity.

The main policies, all approved by the
Executive Board, are: the DSF
Reform, the Sustainable
Replenishment Baseline, the ALM
Framework, the Capital Adequacy
Policy, the Liquidity Policy, the
Integrated Borrowing Framework and
the new RAC Methodology.

The key metrics approved as part of
the policies, like the Deployable
Capital, the Minimum Liquidity
Requirement and the financial ratios
are reported periodically to the EB.
This transformation underpinned the
success of the credit rating process
that culminated in two AA+ ratings
from Fitch (November 2020) and S&P
(December2020).

The ALM framework presented to the EB in
2019 guides IFAD’s overall foreign
exchange risk management. In recent
years, loans financed by borrowed

funds in EUR and USD, have
predominantly been denominated in

USD and EUR, with the aim of

reducing IFAD’s currency exposure.

In line with the ALM framework, IFAD

F
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denominated in
SDR; (ii) some
replenishment
pledges are
denominated in
currencies other
than United States
dollars; and (iii)
some operational
expenses are not
denominated in
United States
dollars. Other
DFlIs use hedging
instruments and
IFAD could learn
from their
practices.

currencies. An updated Asset
Liability Management
framework will be presented in
collaboration between
Treasury and the Risk
Management Unit in the
second half of 2019 to further
address asset/liability, currency
and interest rate mismatches.

is currently using hedging instruments
to manage foreign exchange risks.
Furthermore, regular updates about
IFAD’s ALM-related activities are
presented to the EB.

Key

F= Full follow-up: recommendations fully incorporated into the new phase/design of activities, operations or programmes, and the relevant policies or guidelines

O = Ongoing: actions initiated in the direction recommended

Source: PRISMA 2022 Vol |
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IFAD-only income and expenditures (2022)

Table Annex I11-1
IFAD-only income and expenditures (2022)

Iltems In US$ (millions)
EXPENSES
Operating expenses 191
Interest expense 17
Allowances for loan impairment losses 35
Depreciation 12
Grant expenses, including grants to countries in debt distress, and HIPC 280
Total expenses 535
REVENUES
Loan income 80
Treasury income 11
Other sources of income 23
Total revenue 114
Net annual “operating loss” 424

Source: FOD communications on 15/09/2023
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Audit Committee Chair

Counsellor, Alternate Permanent
Representative of the Federal Republic of
Germany to the International Organizations
in Rome

Associate Vice-President and Chief Risk
Officer, Office of Enterprise and Risk
Management, RMO
Associate Vice-President,
General Counsel, LEG

Office of the

Chief Partnership Officer, Global
Engagement, Partnership and Resource
Mobilization, GPR

Senior Partnership Officer, Global
Engagement, Partnership and Resource

Mobilization, GPR

President of IFAD (Former Chief Financial
Officer, Chief Controller, and Associate Vice-
President, Financial Operations Department,

FOD)
Associate Vice President, Chief Financial
Officer and Chief Controller, Financial

Operations Department, FOD

Director and Controller, Financial Controller’s
Division, FCD
Director, Finance
Division, FMD
Director and Treasurer, Treasury Services
Division, TRE

Management Service

Director, Operational Policy and Results
Division, OPR
Director, Sustainable Production, Markets

and Institutions Division, PMI

Former IFAD staff member
ABC Fund member
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