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EXECUTIVE SUMMARY

A. TASK
Following the passage of the Credit Reform Act of 1990, all U.S. government agencies
are required to calculate a credit subsidy on all loans and guarantees authorized after October

1, 1991. PRE/H has requested that Coopers & Lybrand develop a risk assessment model to
calculate credit subsidies for the "non-sovereign" risk associated with its Housing Guarantee

(HG) Program.

B. APPROACH
The team evaluated four main areas in developing the model:

1. The risk assessment methods of international private banks and development finance
institutions such as Citibank, Chemical Bank, Moody's Investors Service, Merrill Lynch,
and the International Finance Corporation.

2. The credit subsidy models and risk assessment procedures of other U.S. government
agencies including OPIC, the Export-Import Bank of the United States, and PRE/I’s
Private Sector Investment Program.

3. The historical data for the Housing Guarantee Program.

4. The risk characteristics of the "non-sovereign" loan guarantees.

C. MAJOR FINDINGS

The major findings upon which the risk assessment model is based are:

] All risk management methods are tailored to each financial institution’s portfolio. The
risks are directly related to the financial obligations.

° The quality of the risk management system is determined by the quality of the credi:
review process and the experience of the credit officer completing the evaluation.

° In all cases, the financial institutions adjust their pricing policies, i.e., interest rate and
fees, to account for changes in risk.

° Any system must have the flexibility to allow the risk factor weightings to be adjusted.

° Private sector risks in a country can be less risky than the sovereign risk in the same
country.



° The Export-Import Bank’s model is the approach most similar to the HG Program of all
U.S. government agencies. The ExIm Rank’s financial instruments, risk profiles and
financial structure for its guarantees are similar to those of the HG Program.

o The risk structure for the PRE/H loan guarantees can be broken down into three risk
areas: Country Risk, Intermediary Financial Institution (IFI) Risk and Transaction Risk
Mitigation.

o The HG Program’s historical financial data is not relevant because new "non-sovereign"

guarantees will not be structured as were the old guarantees and because there is limited
information for a complete analysis.

° The HG Program will providc a limited number of "non-sovereign" guarantees each
year, so the model should be as simple as possible and based as much as possible on
existing procedures.

D. MODEL STRUCTURE

There are two basic methodologies used by other government agencies in constructing
their risk assessment methods for private sector financial obligations: a risk premia system and
a historical default method. Since the "non-sovereign" program does not have a financial or
default history, the proposed model uses the risk premia method for calculating credit subsidies.
This is similar to the ExIm Bank method. Under the risk premia methodology, each borrower
is given a letter rating and a corresponding risk premium. The risk premium is then used to
calculate the credit subsidy.

The model is broken down into the three main risk categories: country risk, IFI risk,
and transaction risk mitigationi. This is similar to both the ExIm Bank and PSIP methodologies
for loan guarantees to local financial institutions. Each category is given an independent rating
in the credit review process. These ratings are then converted into comparable scales which are
weighted and combined to give an overall borrower rating. The overall borrower rating is
converted to a letter grade and given a corresponding risk premium. The risk premium and fees
are then used to calculate the credit subsidy using the OMB model.

E. CREDIT REVIEW RECOMMENDATION

The team recommends that PRE/H establish a standard credit evaluation and risk
assessment process. This would include establishing a credit review committee, determining
specific credit information to be assembled and evaluated, and establishing clear lines of
responsibility for tasks in the credit review process.



I. INTRODUCTION
A. TASK

The Bureau for Private Enterprise’s Office of Housing and Urban Programs (PRE/H)
requested that Coopers & Lybrand develop a risk assessment model for non-sovereign risk
associated with its Housing Guarantee (HG) Program. For purposes of the HG Program, PRE/H
defines non-sovereign risk housing uarantee loans as those in which the borrower’s obligations
to repay are not backed by the full faith and credit of a sovereign government or the equivalent.

Nearly all of the housing guarantees issued by PRE/H during the past twenty years have
been supported by host country guarantees. Specifically, PRE/H’s standard loan guarantee
structure has offered a full faith and credit guarantee of the U.S. government to U.S. financial
institutions to encourage them to iend to governments for the purpose of financing housing and
urban development. The central bank or finanze ministry of the country receiving a particular
loan on-lends for the intended purpose and, on behalf of its government, offers a full faith and
credit guarantee to USAID.

B. OMB REQUIREMENTS

Following the passage of the Credit Reform Act of 1990, all U.S. government agencies
are required to calculate a credit subsidy on all loans and guarantees authorized after October
1, 1991 (i.e., those initiated during and after fiscal year 1992). The credit subsidy reflects the
estimated defaults from any loan or loan guarantee. An inter-agency task force (the Inter-
Agency Country Risk Assessmeni System, or ICRAS) was established to set the subsidy
methodology and estimates for evaluating sovereign borrowers. Each agency was given the
responsibility for creating a methodology for evaluating private sector loans and guarantees.

The ICRAS system is based on two main precedents -- the rating agency model for
assessing risk and bond pricing in the capital markets. As with the rating agencies, the ICRAS
system assigns one of eleven letter grades to each country. Under the ICRAS system, the best
rating is A and the following ratings, in descending order, are B, C, C-, D, D-, E, E-, F, F-,
F--. The ICRAS system then assigns a risk premium over the Treasury bond rate for each letter
grade at various maturities. The risk premium is a proxy for the market's perception of the
credit. It increases as the letter grade moves from A to F--. The subsidy amount for any
borrowing is simply the present value calculation of any expected losses.

In its simplest form, the calculation of the subsidy amount for loan guarantees provided
by PRE/H is the present value of the net cash flows of the guarantee. The net cash flow is the
difference between inflows and outflows. The main inflows are financing fees and the main
outflows are payments for defaults.



C. BRIEF HISTORY OF HOUSING GUARANTEE PROGRAM

The Housing Guarantee Program is USAID’s primary capital resource for shelter and

related urban programs. Since the HG Program’s inception in 1964, USAID has authorized
more than $2.8 billion in loan guarantees which have supported more than 200 housing and
urban development projects in over 40 countries.

The loan guarantees issued since the inception of the program can be divided into three

main categories:

Loans directly to housing developers. From 1965 to 1971, the Housing Guarantee
Program consisted of loans made by U.S. financial institutions directly to housing
developers (primarily U.S. developers) in USAID-assisted countries in Latin America.
Once the developer received the final disbursement of the loan, responsibility for the loan
transferred to an administrator whose job it was to collect the home mortgage payments
and remit them to the particular U.S. lender. USAID, through PRE/H, would guarantee
the repayment of 100 percent of the principal and interest to the U.S. lender. These
loans, however, did not carry a host country guarantee to indemnify USAID for any
losses incurred under its Joan guarantee. Losses incurred by USAID during this period
were due to foreign exchange fluctuations because the loans were pegged to local
currency, leaving USAID with the foreign exchange risk. PRE/H no longer offers this
type of loan guarantee, since the only other option for handling the foreign exchange risk
would have been to transfer it to individual mortgage holders.

Sovereign loans. In 1972, PRE/H made several significant changes to the program,
thereby creating its present loan guarantee structure. Firstly, it broadened its focus to
include other USAID-assisted countries with housing development needs. Secondly, it
initiated a new loan guarantee structure whereby loans would be made by U.S. financial
institutions to central banks, finance ministries or local banks to be on-lent for single- or
multi-family housing needs. USAID, through PRE/H, continues to guarantee the
repayment of 100 percent of the principal and interest to the U.S. lender. Thirdly, these
loans carry a full faith and credit guarantze by the host country (hence the reference to
"sovereign Joans") to indemnify USAID for any 'osses incurred under its ‘oan guarantee.
Another significant change associated with this structure is the shifting of the foreign
exchange risk to the host country. With the exception of about ten outstanding developer
loans (described above) and a handful of non-sovereign loans (described below), nearly
all of PRE/H’s loan guarantee portfolio consists of sovereign loans of the type described
in this paragraph.

Non-sovereign loans. Since 1987, PRE/H has initiated five non-sovereign housing
guarantees which are different from its standard sovereign guarantees in two important
ways: (i) the U.S. bank loans guaranteed by USAID were made directly to intermediary
financial institutions (IFIs) for on-lending for housing purposzs and (ii) USAID received
no host country guarantee, These loans are considered non-sovereign loans because of




the absence of a full faith and credit host country guarantee. [Each loan has been
structured somewhat differently from one another, depending on the particular
circumstances surrounding the transaction. In some cases, collateral and/or other
security is sought to mitigate some of USAID’s risk of loss associated with its guarantee.
Descriptions of the five guarantees are contained in Appendix 2.

RISK MANAGEMENT BY OTHER INSTITUTIONS

A. PRIVATE AND DEVELOPMENT FINANCE INSTITUTIONS

The C&L team met with a major credit rating agency and several private and multilateral

financial institutions' in New York and Washington to discuss their risk management
methodologies and credit assessment procedures. Findings which we believe are relevant to the
HG Program are described briefly below. Full descriptions of our meetings with several of
these entities are contained in Appendix 3.

1.

All risk management methods are tailored to each financial institution’s portfolio. The
risks are related directly to the financial obligations. Merrill Lynch has an international
risk management procedure tied to the short-term nature of its obligations. Citibank and
Chemical Bank have methods which limit their exposure in any one country.

The quality of the risk management system is determined by the quality of the credit
review process and the credit officer completing the evaluation. The better the process
and the capability of the officer, the better the risk analysis.

In all cases, the financial institutions adjust their pricing policies, i.e., interest rate and
fees, to adjust for risk. PRE/H may want to consider this as an option for the HG
Program.

All the institutions indicated that any system must have the flexibility to allow the risk
factor weightings to be adjusted. There is no static model which can accurately reflect
risks in many situations. The risk factors have to be adjusted based on the circumstances
in a particular case. The need to adjust risk factors based on circurnstances highlights
the need for the involvement of an experienced credit officer to make such decisions.

The best determinant of future performance by an international borrower is past
behavior. This is normally the best place to start an evaluation.

Moody's Investors Service, Chemical Bank, Citibank, Merrill Lynch, the Inter-American Investment
Corporation and the International Finance Corporation.

3



6. Experience is showing that private sector risk in a country can be lower than the
government or sovereign risk in the same country. This is because private sector entities
may either be better managed or have more stable access to foreign exchange.

B. U.S. GOVERNMENT AGENCIES

The team also met with the following U.S. government agencies, all of which are in the
process of dealing with "post-credit reform" loans and guarantees. They must calculate a credit
subsidy (i.e., reserve) on all loans and guarantees authorized after October !, 1991. Full
descriptions of our meetings with these entities are contained in Appendix 3.

1. USAID: Private Sector Investment Program

There are several important similarities between the Private Sector Investment Program
(PSIP), offered by the Office of Investment of USAID’s Bureau for Private Enterprise (PRE/I),
and the procedures proposed for non-sovereign guarantees in PRE/H's HG Program. Both
programs work through intermediary financial institutions and divide the risk factors into three
main categories - country risk, credit risk (IFI risk) and risk mitigation. PSIP established the
use of a system for the evaluation of IFIs. PRE/H is expected to adopt 2 modified version of
this system.

There are also several differences between the programs which preclude PRE/H’s use of
PSIP’s entire methodology. For example, the HG Program guarantees 100 percent of loans
from U.S. lenders to IFIs, while PSIP guarantees 50 percent of loans from IFIs to sub-
borrowers. Also, PSIP’s guarantees ar¢ far smaller, in size and maturity, than those offered
under the HG Program. PSIP has a method which fits the medium-term and risk sharing
structure of its financial obligations. PSIP also uses a default estimate in its credit subsidy
calculation which is based on historical data. The HG Program lacks sufficient default data on
non-sovereign loans to use this method of future default estimation.

2. Overseas Private Investment Corporation

Unless PRE/H decides tc do direct project finance, either directly or through IFIs, OPIC
has a completely different financial product than the HG Program. OPIC has an operating
history with private sector loans which HG does not have and has therefore been able to use
historical data as the basis for its risk management process. For PRE/H, the important factor
regarding OPIC’s methodology is the ability to alter factor weights depending on circumstances.

3. Export-Import Bank of the United States

ExIm provides a good model for the HG process for several reasons. Both ExIm and
PRE/H provide loan guarantees to intermediary financial institutions. They both provide
sovereign and non-sovereign guarantees. They also provide long-term facilities and have not
used much pricing fiexibility. The one weakness of the ExIm model is that the weightings of



the various factors are fixed and cannot be adjusted to reflect changed conditions between
courtries.

II. RISK ANALYSIS COMPONENTS
A. GENERIC STRUCTURES

Any risk assessment method is based on the financial structure and risks of the financial
products involved. From our discussion with PRE/H, and based on the examples we have been
given, there are two basic structures which will be used. At the request of the PRE/H staff, we
have provided a general description of a third alternative which they currently do not plan to
use, but may be considered in the future.

The first structure is the private sector version of the standard sovereign guarantee
struciure. In this case, the HG Program provides a 100 percent guarantee of a loan from a U.S.
investor (insurance company or commercial bank) to an intermediary financial institution (IFI)
in a developing country. Tke IFI on-lends to housing or urban infrastructure borrowers. The
local bank provides a general pledge of its assets to the U.S. investor and the HG Program. The
credit is the general obligation of the IFI. The main financial risk is the ability of the local IFI
to pay back the loan. A variation on this alternative involves the bank pledging collateral in
addition to its general obligation. This collateral pledged would be considered supplementary
credit.

A second structure for the program couid operate as follows: the HG Program provides
a guarantee of a loan from a U.S. investor to a regional development bank or a supra-national
bank which on-lends for specific projects. In this case, the security or credit for the USAID
guarantee is the general obligation of the regional or supra-national bank. The difference
between this and the structure described above is that in this case the financial institution is not
legally incorporated in, or controlled by, a single country.

A potential third structure, which we will mention but not recommend at this point,
involves a loan (with a USAID guarantee) made by a U.S. investor directly to an IFI. The
money is then on-lent for a project, and the only pledge of security or credit are revenues o:
assets of the project. In this case, there would be no pledge of the IFI’s general obligation and
the security would only be the credit of the project. This alternative would require a project
finance evaluation and an alternative risk management system.

B. RISK ANALYSIS

Any risk management system involves the process of identifying and quantifying the risks
involved. The risks in a financing are tied to its structure. The total risk is the sum of the
individual risks. The individual risks are based on the characteristics of the financing.



For the HG Program, there are two basic financial risk factors: the country risk and the
IFI risk. This is based on the financial structure of the program, which guarantees loans to
financial institutions in foreign countries. If the financial structure changes, the risk profile will
also change. If the program were to do a project in which the only assets pledged zre project
assets, then a project risk profile would be substituted for the IFI component. For each of the
two major risk factors there is also the possibility of reducing risk through financial structuring.
We have included this as a separate section in the discussion of risk analysis, followed by brief
discussions of risk factor weighting and the relevant characteristics of development and
supranational banks.

1. Country Risk

The housing guarantee program has two options for its assessment of country risk. The
HG Program can either adopt the assessments done by the inter-agency task force or conduct its
own evaluation. Since the HG Program is only planning to guarantee two or three non-
sovereign loans a year, the team recommends that the HG Program adopt the inter-agency
country risk assessments.

The inter-agency task force system (ICRAS) evaluates five main risk categories:
Payment Arrears History, Debt Service Capacity, Balance of Payments, Macroeconomic
Conditions. and Political/Social Conditions. It also looks at several factors in each of the five
main areas. Although the HG Program will simply take these assessments as is, it is important
to consider several of these factors. Firstly, the most important element is the foreign exchange
component of the Debt Service Capacity section. Secondly, by identifying specific risks,
guarantees can be structured to minimize these risks.

2. IFI Risk

The absence of host country guarantees and the central role played by intermediary
financial institutions (IFIs) in the proposed non-sovereign loan guarantees elevates the importance
of assessing creditworthiness using a thorough credit analysis method. Rating agencies and
financial institutions in the United States and elsewhere have based much of their
creditworthiness or risk assessment techniques on the CAMEL rating system developed by the
three U.S. bank regulatory agencies® in 1978. The acronym stands for the five factors used to
determine an overall bank rating: Capital Adequacy; Asset Quality: Management; Earnings; and
Liquidity. This system resulted from efforts of the regulators to standardize their monitoring
system and assign a standard rating for each bank at the conclusion of on-site examinations.

Various financial ratios are used to measure the capital, asset, earnings and liquidity
levels of each bank analyzed. The ratios are compared with existing benchmarks for
international banks and peer banks. The management rating is determined subjectively, although

2 The three federal bank regulatory agencies are: the Federal Reserve; the Federal Deposit Insurance
Company (FDIC); and the Office of the Comptroller of the Currency within the Treasury Department.
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management’s effectiveness is usually reflected in the other categories one way or the other.
Each of the five CAMEL categories is rated by the credit analyst on a scale of 1 to 5, with 1
being strong, 2 being satisfactory, 3 being fair, 4 being marginal, and 5 being unsatisfactory.

Appendix 4 contains portions of a report’ prepared for PRE/I, in 1989, which provides
a framework for the analysis of financial institutions in developing countries and established
guidelines for USAID Investment Officers. The guideliries discussed in this report are intended
to ensure that financial institutions are properly reviewed. Appendix 4 also includes excerpts
from a recently published training handbook* on bank regulation and analysis prepared by Mr.
Robert S. Porter for the Economic Development Institute. Some of the key points of these
reports are:

° Capital adequacy measurements mainly include comparisons of capital to assets,
both risk-adjusted and in total. The CAMEL system measures how much capital
a bank has to protect its depositors and if this amount is sufficient.

° Asset quality measurements include comnparisons of past-due loans, non-
performing loans and loan loss reserves to the total amount of loans as well as to
total assets. The CAMEL system determines the strength of assets and off-
balance sheet items, as well as the financial impact of problem loans.

o The CAMEL system evaluates a bank’s management based on performance,
policies established, controls, depth and adherence to law and regulation.

o Earnings measurements include the standard returns on assets and equity, as well
as net interest margin and operating efficiency ratios. The CAMEL system
measures bank profitability to see if it is sufficient to support future growth.

° Liquidity measurements include comparisons of cash and short-term funds to
deposits and borrowings. The CAMEL system determines if a bank is liquid
enough to meet its regular, as well as most of its unexpected, obligations.

The CAMEL system needs to be modified somewhat for use in the non-sovereign
guarantee model being proposed. Two additional categories will be combined with ths five
standard categories described above to form the CAMEL PLUS system. The first category,
ownership and regulatory environment, consists of an evaluation of: shareholder stability;
government ownership and control; regulatory constraints; supervisory authority; and related
factors which are considered to be relevant. This category would be rated on a 1 to 5 scale

3 Manual for Off-Site Analysis of Financial Institutionsin Developing Countries. September 1991. Prepared
by International Science and Technology Institute, Inc. for USAID/PRE/I.

4 Introduction to Banking Regulation, Supervision and Bank Analysis. 1993. Prepared by Mr. Robert S.
Porter for the Economic Development Institute of the World Bank.
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according to the strength of each of these elements. For example, if the IFI operates in an
efficient regulatory environment where it is free oi political or otherwise excessive government
interference and is examined regularly by a competent supervisory authority, it would receive
a better rating than an IFI which operates under excessively burdensome regulations or political
interference.

The second category, previous experience with borrower, consists of an evalration of the
borrower’s relationship with PRE/H. Suggested guidelines for determining a rating which
reflects PRE/H’s previous experience with the borrower (IF]) are as follows:

Borrower current on payments for more than five years . ................ I
Borrower current on payments for three to fiveyears . .. ................ 2
Borrower current on payments forone totwo years . . . ... i i v i e e e e h .. 3
Borrower hLas missed a payment within the pasttwoyears . ............... 4
Borrower has not made a payment for more than two years . .. ............ 5

3. Risk Mitigation

Certain risk elements can be either reduced or eliminated depending on how the guarantee
is structured. Examples of risk reduction or mitigation are: pledging collateral; lending in
countries which use U.S. dollars as their legal tender; guarantees of foreign exchange and using
offshore escrow accounts. These structuring elements can reduce either country or IFI risk.
In order to make the analysis more transparent, the team recommends a separate category which
looks at risk mitigation structures. This is similar to the method used by the Export-Import
Bank and PSIP in their evaluations.

4, Weighting the Risk Factors

As important as identifying the risk is the process of weighting the various risk factors.
in our conversations with financial institutions, most indicated that it is impossible to have a
fiz.ed weighting system which can apply in all cases. This is particularly true for the reiative
weightings between country risk and IFI risk. While a risk factor may be irrelevant in one
country, it may be the most important risk factor in another country or in another situation. As
an example, the country risk is less important for higher rated countries because the country risk
as a portion of total risk is smaller for such countries. Conversely, in a weaker country, the
country risk is probably a higher proportion of total risk, so country risk would in this case be
given a higher weighting. Similarly, the relative weights also depend on the length of the
financial obligation. For a short-term obligation, country risk will play a smailer r.le because
country risks in the short term are easier to predict. However, in the longer term, country risk



plays a larger role, and is considerably more difficult to predict, as political and economic
swings are given more time to impact the financial obligation.

5. Risk Assessment of Development and Supranational Banks

Development banks and supranational banks have different financial structures and
mandates which have to be analyzed differently than private banks. Examples of these different
financial elements are: governments as stockholders; callable capital to cover losses or
lizbilities; loans guaranteed by host governments; and financial policies which limit leverage and
financial gearing. The financial structure for each bank is different so they have to be analyzed
separately. In each case, the most important element to determine is the role of governments
in the management and operations of the bank. It will be the responsibility of the USAID credit
officer to make this determination and assign the relative weighiing of government participation
in the bank.

The difference in financial structure can affect either the risk assessment of the financial
institution or the country weighting. There are several factors that have to be addressed. One
factor is capital. Some of the questions are: who provided the capital for the bank; did
governments provide capital; and what are the obligations of the participating governments to
provide more capital if the bank cannot meet its obligations. The higher the participation of
governments, the higher the country weighting for the bank. In a similar manner, the risk
nrofile of the assets and the role of host governments has to be identified. The importance of
financial management versus the guarantees provided by governments has to be considered. In
some cases, especially where there is large government participation in providing and pledging
capital, the risk assessment may simply be a weighted average of the risk ratings for the
individual governments providing the equity. In other cases, government may play a small role
and the risk rating will depend on the financial management and credit history of the bank. In
each case, this will have to be determined based on a rigorous credit review of the financial
institution.

IV. PROJECT IDENTIFICATION AND CREDIT REVIEW PROCESS
A.  CURRENT PROCESS FOR PRE/H LOAN GUARANTEES

Preject Identification and Review. PRE/H’s current project identification and credit
review process originates at the regional level. Regional Housing and Urban Development
Offices (RHUDOs) advise USAID Missions and co-manage with them most of USAID’s capital
and technical assistance programs for housing and urban development. PRE/H uses its
RHUDO:s to identify new projects, as well as monitor existing projects, within the Housing
Guarantee Program. RHUDO staff regularly confer with PRE/H and periodically travel to
Washington to discuss proposed projects or provide input on a policy level.



For example, a RHUDO in a particular country may identify a need for lung-term
financing for housing or water and sanitation services. The first step in the review process
weuld involve the RHULDO collecting information and preparing a Project Paper or the
equivalent. This field report would include, among other things: a review of the implementing
institution, including its capacity to participate in the proposed project; a discussion of the
proposed structure, including how and where funds will flow; and a discussion of the type and
amount of financing required to support the project. This information is a critical part of the
current credit review process. The Project Paper is then presented in Washington for review
by PRE/H and the relevant representatives of regional bureaus. Once the report is accepted by
PRE/H and receives final Mission approval, an authorization is made for the proposed amount
of financing for the project.

Role of U.S. Investor, PRE/H and Borrower. In order to work out the desired terms of
the guaranteed loan, discussions are held among the various participants: RHUDO, USAID

Mission, PRE/H, General Counsel for PRE (GC/PRE) and the borrower. An adveriisement for
a 48-hour bid zuction is then placed in the Federal Registry for two weeks, inviting bids for
financing from U.S. financial institutions. During the 48-hour bidding period, the borrower and
PRE/H evaluate the bids. The borrower subsequently identifies what it considers to be the best
bids in three or four categories (e.g., fixed rate, variable rate, etc.). PRE/H’s Portfolio Review
Committee (PR(C) evaluates the options identified by the borrower before authorizing the final
selection. The PRC members include representatives from PRE/H, GC/PRE and USAID’s
Office of Financial Management (FM).

Credit Review Process. USAID has offered U.S. financial institutions a 100 percent
guarantee of principal ard interest since the inception of the Housing Guarantee Program.
PRE/H’s credit analysis procedure for loan guarantees in which USAID receives a host country
guarantee has consisted of using the ICRAS sovereign risk rating for the country in which the
borrower (central bank or IFI) is located. There is little, if any, credit analysis of the ability
of the particular central bank or IFI to repay the loan since it is guarantezd by the full faith and
credit of the host country.

Representatives from the Portfolio Review Committee reviewed background information
and documentation on the IFIs involved in the non-sovereign loan guarantees referred to in
Appendix 2. All of the recent non-sovereign deals were "pre-credit reform" and therefore did
not require credit subsidy calculations.

PRE/H has observed that nearly all defaults it has experienced in the program have been
due to foreign exchange problems normally associated with country risk; rapid devaluations or
lack of access to foreign exchange. Since all of the loans made through the Housing Guarantee
Program, with the exception of some developer loans made in the 1960s and the handful of non-
sovereign loans referred to in Appendix 2, were accompanied by a host country guarantee,
PRE/H has regularly selected the sovereign risk rating to determine the risk associated with each
loan carrying a host country guarantee. For this reason, outside of the ad hoc credit reviews
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performed by its Portfolio Review Committee, PRE/H has not developed a standard credit
review process for situations when a host country guarantee is not available.

B. PROPOSED REVIEW PROCESS FOR NON-SQOVEREIGN GUARANTEES

Background. Appendix 3 of this report contains descriptions of discussions held recently
with public and private sector entities concerning risk assessment and credit review procedures.
Following these discussions, as well as several meetings with the staffs of PRE/H, the USAID
Directorate for Finance and Administration’s Office of Budget and the Office of Management
of Budget (OMB), it became obvious that PRE/H must develop a somewhat sophisticated credit
review process for the assessment of non-sovereign risk.

The characteristics of the guarantee offered by USAID through PRE/H are different from
most of the loans and guarantees offered by the public and private sector institutions interviewed
in terms of size, maturity and guarantee coverage. For example, PRE/H housirg guarantees
have a 30-year maturity, while the maturities of the loans and guarantees offered these
institutions range from several weeks to ten or so years. PRE/H’s guaranteed loans also range.
on average, from $10 million to $25 million in size whiie PSIP guarantee facilities, for example,
are $3 million or less. PRE/H structures each guarantee so that it co"ers the repayment of both
principal and interest, whereas severa' other guarantee programs cover only the net principal
amount of eligible loans.

Recommendations. PRE/H should develop a thorough and transparent credit review
procedure. It must develop a credit review process which assesses borrower creditworthiness
and complements the proposed non-sovereign risk model. Several steps are necessary to develop
a credit review process that is both user-friendly and thorough enough to be effective. The
following recommendations are intended to strengthen PRE/H’s ability to initiate financially-
sound non-sovereign loan guarantee projects. They are also intended tc enable PRE/H to closely
monitor the financial condition of each borrower during the life of the guarantee.

1. Use the CAMEL bank rating system as the principal method of assessing the risk
associated with an IFI borrowing without the support of a host country guarantee. The
standard CAMEL system should be modified so as to include a review of ownership and
regulation (as done by PSIP) as well as PRE/H’s previcus experience with the: IFI ai.d/or
development banks. The new system could be referred to as "CAMEL PLUS."

2. Incorporate creditworthiness assessment into the field design work conducted by
RHUDQOs. We recommend that the RHUDOs assume the responsibility for arranging
for the CAMEL PLUS analysis to be performed by local credit analysts wiho have been
pre-approved by each RHUDO. The CAMEL PLUS analysis would then be included
in the proposal presented in Washington.

3. Establish a credit committee that would include current members of PRE/H’s Portfolio
Review Committee as well as representatives from other parts of USAID. Access to a
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formal credit committee is necessary to ensure that the credit review process is thorough
and transparent. This committee should include an experienced credit officer in order
to: properly interpret credit data; ensure that a thorough credit analysis is performed
according to the modifird CAMEL system referred to above; and implement an effective
credit monitoring system. This credit officer’s role will extend beyond the credit review
process to the selection of the appropriate weightings and other variables to be used in
the proposed non-sovereign risk model discussed later in this report. All PRE/H loan
guarantees would be reviewed by the proposed credit committee.

Design and implement a credit analysis training seminar(s) and a credit review
procedures manual for RHUDO and PRE/H staff in order to thoroughly familiarize them
with proper credit analysis and monitoring methods. The PRE/I manual and the EDI
training handbook referred to in Section III.B.2. of this report can serve as a starting

point.

Establish step-by-step credit review procedures incorporating the recommendations listed
above. Althcugh specific details, such as staffing and budget considerations, will have
to be workea out within PRE/H, the team suggests the following framework:

a. Expand project design process. RHUDOs will identify projects and gather
necessary background and financial data necessary in the project design
proc:.ss, including information required for CAMEL PLUS analysis of the
intermediary financial institution.

b. Emphasize PRE/H - RHUDO coordination. RHUDOs should continue to
coordinate closely with PRE/H to znsure that both have the necessary
information upon wkich to base the critical credit and risk management
decisions associated with non-sovereign loan guarantees. In effect,
RHUDOs should make full use of PRE/H as a backstop for their fiel’’
operations.

c. Establish a_clear line_of responsibility. Once a credit committee is
established, PRE/H should determine the credit assessment responsibilities
of each RHUDO and PRE/H. This will range from a determination of the
level i participation and "voting rights" in the committee to the
establisiiment of a credit approval hierarchy which includes PRE/H,
RHUDOs and key credit committee representatives. This will include
determining who is responsible for gathering project credit information as
well as who is responsible for completing each credit analysis. This may
eventually involve granting some field credit approval authority to
RHUDO:s.

d. Improve Monitoring Capabilities. A critical link in any credit review
process is the monitoring of the borrower’s financial condition and the
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loan guarantee agreement’s terms and conditions. PRE/H should establish
credit monitoring procedures and then determine the credit monitoring
responsibilities of each RHUDO and PRE/H. Monitoring the financial
condition of IFIs should include: regular visits to IFIs; semi-annual
reviews of financial condition; and CAMEL analyses on a regular
schedule determined by the credit committee. Monitoring of compliance
with debt service requirements and other terms and conditions should
include not only the tracking of r ayments, but an on-going analysis of the
frequency and the reasons for defaults, among other things. PRE/H
should also work closely with FM to improve the monitoring capabilities
of HGPMS (its portfolio management system) and the RHUDOs.

V. STATISTICAL ANALYSIS

The Housing Guarantee Program has operated since 1964. Since that time, the program
has provided approximately 220 loan guarantees with a total value approaching $3 billion. From
a risk management viewpoint, this history represents a record of financial performance. If the
proposed non-sovereign guarantee program were to be structured similarly io the former
programs, this historical record would represent a basis from which to make projections about
future performance and defaults. As part of the team’s effort to assess prospective performance
of the non-sovereign guarantees, the team conducted a generai analysis of the program’s
historical financial performance. This analysis is described in more detail in Appendix 5.

Although non-sovereign loan guarantees have been made in the past and the HG Program
has a history of loan guarantees, the past performance has limited relevarce to the proposed non-
sovereign guarantee program for two reasons. One, the proposed pregram and the existing
programs are not structured comparably. The old private sector loans went directly to
developers and were made in local currencies. The current program lends in dollars and
provides its guarantees to local financial institutions. The current sovereign guarantee program
and the non-sovereign program have completely different risk profiles. The second reason is
the unavailability of complete information on past loans. The program'’s financial information
was computerized in 1988 but a detailed analysis would be necessary to track the paper trail of
individual guarantees back to 1964. Given the limited relevance of the information to the
proposed ncn-sovereign activity, it was considered neither useful or relevant for the proposed
non-sovereign guarantee risk model. However, the team recommends that, once additional non-
sovereign guarantees have been initiated, a compleie analysis of the historical performance data
be performed. Such a study, accompanied by a thorough analysis of PRE/H’s sovereign
guarantee historical data (e.g., determining reasons for defaults), would be of use to PRE/H for
both its sovereign or non-sovereign programs.
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VI. NON-SOVEREIGN RISK MANAGEMENT MODEL

A.

CRITERIA

There are some factors about the non-sovereign HG Program which are important to
consider in constructing the risk model.

1.

B.

The program plans to provide non-sovereign guarantees on an exceptional basis.
This means the process should be as simple as possible and based on information
(e.g., ICRAS) provided by other U.S. agencies, as much as possible. The
sample, even over a number of years, will be small, probably averaging two per
year.

The non-sovereign guarantees and the types of financial structures will not all be
the same. This means that the method established will have to be flexible in
order to accommodate various potential financial structures.

As previously mentioned, the risk evaluation process has to be fitted to the
financial structure and risks of the HG Program. This means that the program
cannot simply adopt the procedures of any other government program because the
financial obligations of each program are different and have different risk
profiles.

The model should accurately reflect the program’s risk without creating a
complicated methodology.

The risk management evaluation should be a part of the credit review process,

rather than a completely separate element. It is therefore important to integrate,
where possible, the risk evaluation with the credit review process.

APPROACH

There are two basic methodologies used by other government agencies in constructing
their risk assessment methods for private sector financial obligations. One is to use the risk
premia system established for the sovereign risk model. This is also the method used by the
Export-Import Bank. Another method, used by OPIC and PSIP, uses the historical default
experience or an expected default range as the basis for making any credit subsidy calculations.
Although the methodology based on historical default information is preferred, because this
methodology uses a statistical foundation upon which to estimate potential defaults, the team has
adopted the risk premia method because it is more established as part of the government credit
subsidy process and because there is no historical data on the expected defaults of PRE/H’s non-
sovereign loans.
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Under the risk premia system used by the Export-Import Bank and proposed for the HG
Program, there is an equivalence between guarantees to sovereign borrowers and guarantees to
private or non-sovereign borrowers. In both cases, all borrowers are assigned a letter rating
which corresponds to a risk premium. The risk premium changes as the letter grade changes
and increases as the risk of the guarantee increases. Az an example, a high risk private sector
borrower in a B country might have the same risk premium as that of a D country, a much
riskier country. For all borrowers, there is a risk premiur: associated with the risk of the
borrower. The purpose of the credit review process and the risk assessment process is to assess
this risk and assign a risk premium to the borrowers.

C. STRUCTURE

1. General_Structure

The proposed risk assessment model is broken down into three main parts: country risk,
IFI risk and risk mitigation. The three risk factors are based on the financial structure of the
HG Program and the main financial risks for each guarantee. The risk assessment model takes
the independent ratings for the three risk factors (determined by the credit review process),
converts them to comparable scales which are then weighted and combined into a single
borrower rating. The model then assigns the guarantee an ICRAS letter rating and a
corresponding risk premium.

Country Rating. For the country risk rating, the model simply uses the ICRAS
assessment. The credit analyst will only need to obtain the ICRAS letter rating for the country
in which the guarantee is made. For a regional development bank, a number of country letter
ratings may be required.

IFI Rating. The intermediary financial institution (IFI) analysis will consist of a CAMEL
PLUS analysis. As mentioned previously, the CAMEL analysis is a financial analysis system
which evaluates the capital adequacy, asset quality, management, earnings and liquidity of
financial institutions. In the CAMEL PLUS system developed for the proposed non-sovereign
risk model, an analysis of the ownership/regulatory structure and PRE/H’s previous experience,
if any, with the particular IFI, will be added. These last two items comprise the PLUS portion
of the CAMEL PLUS system. All of the elements will be rated on a 1 to 5 scale. The
weighting of the elements will depend on whether the Housing Program has any experience with
the financial institution. If the HG Program has no experience “vith the financial institution, this
section will not be included and the weightings for the CAMEL will be 80 percent and the
ownership/regulatory section will be 20 percent. If there is past experience, then the CAMEL
will be weighted 70 percent and the ownership/regulatory and the experience sections will each
be weighted 15 percent.

Weighting. Since the HG Program will be offering guarantees to many different

countries, and using various financial structures, the model has to have the ability to weight the
main risk factors based on their contribution to risk for any one financing. Therefore, the model
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has been constructed to allow for the weighting of country risk and IFI risk. As explained later
in the report, risk mitigation is not included in the weighting because it is an offset to total risk.
The model allows for a complete range of weighting between country and IFI risk, allowing the
country to be 100 percent and the IFI to be O percent, or vice versa. The exact amount will
depend on the risk conditions for each guarantee. However, on average, the country risk will
in all likelihood be larger than the IFI risk.

Since the HG Program is providing long-term guarantees (up to 30 years), its guarantees
will have the highest exposure to country risk of any financial obligation provided by U.S.
government agencies. Its guarantees, therefore, should be assigned, on average, the highest
weighting for country risk of any financial obligation of a U.S. entity. The longer amourt of
time a guarantee is outstanding, the longer it is exposed to changes in political and macro-
economic stability. The ExIm Bank uses a 50/50 weighting between country and IFI risk for
its loans and loan guarantees, which are for 2 maximum of 12 years.

If the ExIm Bank weighting is accepted as a reasonable average, then the reasonable
average for the HG Program is 60 percent for the country risk and 40 percent for the IFI risk,
since its obligations are longer than those of ExIm Bank. However, this average is mitigated
by the fact that the country risk will be a lower portion of total ris': in the better countries and
higher in the weaker countries. It is very difficult to assess what the proper weighting should
be for weak IFIs in weak countries. The HG Program should be wary of providing guarantees
in these situations.

At the request of PRE/H, the team has also included a recommended weighting for eacn
combination of country rating and CAMEL PLUS rating. This is contained in Appendix 6 and
reflects the need to be flexible and realistic about the relative weightings of country and IFI risk.

Risk Mitigation. In some cases, the PRE/H loan guarantees will be structured with a risk
mitigation factor in order to minimize or eliminate certain elements of risk. In other cases, there
will not be any risk mitigation. Examples of risk mitigation include: escrow accounts;
guarantees of foreign exchange; lending in countries which include U.S. dollars as their legal
tender; and pledges of collateral. As with the CAMEL PLUS analysis, risk mitigation will be
rated on a scale of | to 5, with 1 providing the highest risk mitigation and 5 providing the least.

In general, it is not possible to define the specific ratings of any risk mitigators. The
exact rating will depend on the individual guarantee and the particular country. The ranking of
the risk mitigation along the 1 to 5 rating scale will depend on the strength of the risk
mitigation. A collateral pledge of 200 percent of the guarantee will probably be a 2 or 3 on the
risk mitigation scale while a pledge of 100 percent will be either a 4 or 5. Lending in a country
which uses U.S. dollars as its currency will decrease foreign exchange risk and probably have
a risk mitigation rating of 3 or 4. A dollar escrow account, held in a U.S. bank under U.S.
banking laws, in the amount of the guarantee might warrant a 1.
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Combining Risk Assessment Components. As explained in detail below, the rating for
each of the three main risk factors is combined through a common scale, given an ICRAS letter
rating and assigned a corresponding risk premium. A suggested worksheet is included in
Appendix 7.

2. Model Description

The proposed risk assessment model displayed in Appendix 6 is broken down into three
main parts: country risk, IFI risk, and risk mitigation. This breakdown is similar to both the
PSIP and the Export-Import Bank models. As with the Export-Ir..port Bank rating system, the
risk assessment for the borrower is converted into a letter grade which is then converted into a
risk premium. The method for converting the risk assessments into letter grades aid risk premia
is a 0 to 100 point scale. The general process is that each of the risk or credit assessments for
the three main risk factors -- country risk, IFI risk, and risk mitigation -- is an input and/or
adjustment on the overall 100 point scale. The overall scale is then converted into a sovereign
letter grade.

The country risk and the IFI risk are both assessments of potential risk. The country risk
is indicated by the letter rating given the country through the ICRAS system. The IFI risk is
assessed through the CAMEL PLUS review. Therefore, the country risk and the IFI risk have
to be combined to assess the total risk for the guarantee. As explained below, the risk mitigation
factor reduces total risk. The country risk and the IFI risk are combined by taking the country
risk rating and the CAMEL PLUS rating through the 0 to 100 overall point scale.

For example, a country letter rating of D represents a 28 on the 0 to 100 point scale,
wiile a CAMEL PLUS rating of 2 represents an 11. In order to combine the risks, the country
ranking of 28 and the IFI ranking of 11 are weighted 60% for the country and 40% for the IFI
and then added together to obtain a total risk rating of 21 [ (28 * .60 = 17) + (11 * .40 = 4)
= 21 ]. The current example assumes there is a risk mitigation factor and it is rated 3. The
3 converts to an overall risk reduction of 35%. In this case, the 21 is reduced by 35% and
yields an overall rating of 14 (21 - 35% = 14). The 14 is then converted into a sovereign letter
grade of C.

The scale is arranged from low risk to high risk. A zero represents the lowest risk and
a 100 represents the highest risk. The lower the overall risk, the lower the rating, the better the
letter grade, and the lower the risk premium. Conversely, the higher the overall risk, the higher
the rating, the weaker the letter grade, and the higher the risk premium. This scale is simply
a mechanism for combining the different risk assessments and converting them into the
corresponding ICRAS country risk assessments. In a general sense, this is a process of trying
to assess and combine the probabilities and magnitudes of potential defaults.

For each of the three main risk factors -- country, IFI, and risk mitigation -- there is a

different process for converting the risk assessments to the 100 point scale. This is because each
factor has a different process for assessing risk or risk mitigation. However, it is important to
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emphasize that country and IFI risk assessments contribute to risk while risk mitigation decreases
total risk.

Country Risk. The country risk factor must be converted from the sovereign letter grade
for the country into a rating on the 0 to 100 point scale. As with the total rating, the country
risk factor has its own 0 to 100 point scale. This scale is used to parallel the 0 to 100 point
scale for the overall rating and to allow for weighting of the country element. The country scale
must range from 0 to 100 because if the country factor was the only element of risk (i.e. there
was no IFI risk) the country scale would have to match the overall scale. Each sovereign risk
letter grade is given a corresponding rating on the 0 to 100 point country scale. For example,
as indicated in the table below, a sovereign letter grade of B is given a 4 and a letter grade of
E is given a 55. As the country letter grade increases, the country rating number increases.
The rating given to each letter grade is adjusted to reflect the increasing probability of default
and the increasing subsidy amount for each letter grade. It is a skewed scale, directly
correlating to the increasing subsidy calculation as the letter grade moves from A to F--. The
skewing or adjustment process can be seen below and in Table 1 of Appendix 6. The country
element rating is then given a weighting, which is explained below, and used in the overall 0
to 100 point rating. In the example below, a country rating of D corresponds to an assigned
ranking of 28.

Country Risk Example:

Borrower Country Rating: D
Assigned Ranking for a D Country: 28

Country Rating Number Ranking Assigned Ranking

A 0

B 4

C 11

C- 17

D 28 28
D- 39

E 55

E- 69

F 84

F- a2

F-- 100

19



IFI Risk. The process for the IFI risk factor is very much the same as it is for the
country risk factor. It involves converting ihe 1 to 5 point CAMEL PLUS scale into ratings
which can be used in the overall 0 to 100 point scale. The CAMEL PLUS ratings can be whole
numbers, such as 1 or 3, or decimal fractions, such as 1.9 or 4.2. To be consistent with the
overall rating and the country risk scale, a 0 to 100 point scale is used. Each CAMEL PLUS
rating between 1 and 5 is converted to a rating on the 0 to 100 scale. As with the country
rating, the CAMEL PLUS rating scale is skewed. Again, this is done to reflect the increasing
probability and magnitude of default as the CAMEL PLUS rating increases from 1 to 5. There
is not a linear relationship between the rating and the risk or magnitude of default. The process
of converting the CAMEL PLUS rating is shown in Table 2 of Appendix 6 and summarized in
the table below. In crder to maintain some consistency between the CAMEL PLUS and ICRAS
systems, the CAMEL PLUS ratings were converted into Moody’s equivalent ratings, which were
then converted into the sovereign letter grades with corresponding risk premiums. As with the
country scale, the IFI scale was then skewed or adjusted based on the subsidy amounts
corresponding to each CAMEL PLUS rating. In the example below, a CAMEL PLUS rating
of 2 corresponds to a ranking of 11.

IFI Risk Example:

CAMEL PLUS Rating: 2
Assigned Ranking for a CAMEL PLUS Rating of 2: 11

CAMEL PLUS Rating Number Ranking Assigned Ranking
1 0
2 11 11
3 28
4 55
5 100

Weighting. The IFI rating and the country rating are the additive factors contributing
to risk. As mentioned earlier, depending on the country in which the loan guarantee is made
or the conditions surrounding the IFI, the country risk element and the IFI risk element will
contribute different amounts to total risk. For some countries, country risk relative to IFI risk
will be high and in other couniries, country risk relative to IFI risk will be low. The model has
been structured to allow for the relative risk of these two components to be adjusted or weighted
depending on the country or their relative contribution to total risk. Risk mitigation is not
included in the weighting because it can only decrease total risk.
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Together, country risk and IFI risk represent 100 percent of the total add:tive risk. The
CAMEL PLUS rating of the IFI and the country rating are weighted depending on their
contribution to total risk. For example, a country contribution to total risk in a given situation
may be high and will therefore be given a 70 percent weighting while the CAMEL PLUS rating
of the IFI will be given a 30 percent weighting. In another situation, the two may be reversed
with the IFI rating being given a 70 percent weighting and the country rating being given a 30
percent weighting. Since the country rating and the IFI rating represent totai additive risk, they
must add up to 100 percent but the relative weighting between the two factors can change. For
each guarantee, a relative weighting must be selected. A table containing suggested weightings
is included in Appendix 6. In the example below, the country vating was given a 60% weighting
and the IFI rating was given a 40% weighting.

Weighting Example:

Assigned Ranking Weighting Weighted Ranking
Country 28 60% 17
IFI 11 40% 4
Total Weighted 100% 21
Ranking

Risk Mitigation Factor. A risk mitigation factor may or may not be included in the risk
assessment model. This will depend on how the guarantes is structured. The model has been
designed with a switch (indicated by a 0 or a 1) which allows for the risk mitigation factor to
either be included or not be included in the risk assessment model. In the input section of the
model!, a 0 indicates there is no risk mitigation factor, while 2 1 indicates that a risk mitigation
factor is present in the model.

Risk mitigation reduces overall risk. Unlike the IFI or country ratings, which are
assessments of additive risk, risk mitigation is an assessment of risk reduction. Risk reduction
will result through the use of escrow accounts, additional collateral or dollar denominated
transactions. As mentioned previously, the ratings for risk mitigation range from 1 to 5. A
rating of 1 is the strongest risk mitigatior, i.e. reduces risk the most, while the rating of 5 is the
lowest risk mitigation, i.e. reduces risk the least. The assigning of the rating will depend on the
structure of the guarantee.

Risk mitigation could be calculated on an absolute scale or a percentage reduction
method. Using an absolute scale, such as from 0 to 25, would have a disproportionate affect
across the categories, i.e. a rating of 25 subtracted from 25 has a greater affect than a 25
subtracted from 100. Instead, the teara has chosen a percentage reduction method in order to
maintain consistency across the letter rating categories. Under the percentage reduction method,
each rating from 1 to § is given a corresponding percentage risk reduction. This is shown in
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the table below and in Appendix 6. The percentage risk reductions range from 60% for a rating
of 1 to a 10% reduction for a rating of 5. The total risk, which is the combination of country
and IFI risk, is then reduced by the percentage corresponding to the rating chosen. As an
example, if the risk mitigation rating is §, the risk mitigation factor is 10%. If the total risk for
IFI and country is 100, then a 10% reduction for risk mitigation reduces ithe overall risk rating
to 90 (100 less the 10% reduction). As demonstrated below, a rating of 3 corresponds to a risk
reduction of 35%. This reduces the overall rating of the example above from 21 to 14.

The percentage reductions start at 10% and go to 60%. The team selected 10% as the
minimum amount because smaller percentage reductions would have no material affect on
changing the subsidy calculations. The m:ximum amount selected is 60% because, clearly, not
all risk can be eliminated in any case. However, in high risk countries, significant amounts of
risk can be eliminated through financial structuring. The other amounts are mathematical
estimates between the maximum and minimum amounts.

Risk Mitigation Example:

Risk Mitigation Rating: 3
Assigned Percentage Reductior: for a Rating of 3: 5%
Adjustment to Total Weighted Ranking of 21: 21-35% = 14

Risk Mitigation Rating Percentage Reduction Assigned Reduction
1 60%
2 48 %
3 35% 35%
4 22%
5 10%

Conversion. The rext step in the process is to convert the weighted aiid adjusted ranking
back to a letter grade. This is shown in Appendix 6. The overall rating is converted back to
a letter grade using a 0 to 100 scale. The O to 100 point scale used is once again a skewed
scale, which is an average of the skewed IFI and country risk scales. This is done to maintain
consistency in the model and to maintain co.nsistency between the IFI scale and the country
scale. The overall rating is then assigned a letter grade fron' the original ICRAS letter ratings.
As explained below, this letter rating is assigned either a direct risk premium or a proportional
risk premium for this letter grade. The risk premivin for the resulting rating and the fees are
then used as inputs in the OMB computer model to determine the subsidy for the guarantee. The
lower the ranking on the 0 to 100 overall scale, the better the letter rating, the lower the risk
premium, and the lower the subsidy amount. The process works in reverse for a higher overall
rating.
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Assigning Risk Premia. The model has been constructed to assign the corresponding risk
premium in two ways. This has been done to give the HG Program greater specificity in
calculating its subsidy amounts. The HG Program can either use the risk premia directly
assigned to individuai letter ratings (i.e., A is equivalent to 40 basis points and E is equal to
758), or use a proportional risk premium. Under the direct method, each number in the overall
scale corresponds to a letter grade and a specific risk premium. Urder the proportional method,
the risk premium will be the proportionate share of the risk premium at one point on the overall
rating.

An example can help illustrate the difference between the direct and proportional
methods. Under the direct method, a 13 overall rating is between 11 and 18. It is closest to
a ranking of 11 on the skewed scaie and is equal to a letter grade of C. A C has a risk premium
of 135. Under ihe proportional method, a 13 is between the ratings of 11 and 18, which
represent the letter grades of C and C-. A rating of 13, therefore, falls between two letter
grades. The two letter grades of C and C- have risk premiums of 135 and 195, respectively.
Under the proportional rating method, the risk premium assigned to 13 is not either 135 or 195,
but 151, which is the proportional amount between the two assigned risk premia. Proportional
risk premia simply allow for a greater amount of specificity in calculating subsidy amounts. In
the lower letter grades, a movement of one grade represents a very large moverment in risk
premia and, corresponding, subsidy amounts. It is also consistent with the basic philosophy of
the risk premia method, which is based on rating agency letter grades and market pricing of
securities. The team recommends the use of the proportional method.

D. PROCESS

The proposed model requires the following information:

1. the letter country rating for that country;

2. the CAMEL PLUS ratings;

3. the risk mitigation rating, if any; and

4. the relative weighting between country risk and IFI risk.

The model will take the country letter rating and convert this into a rating on the 100
point scale. It will also take the CAMEL PLUS rating and convert this into a rating on the 100
point scale. The model will then weight these two factors and subtract out any risk mitigation
factor base on the risk weighting. The overall rating is then converted back into a letter grade

equivalent with a corresponding risk premium. This risk premium is then entered into the OMB
Subsidy Model to caiculate the credit subsidy amount for the loan guarantee.
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VII. APPLICATIONS OF THE MODEL

PRE/H requested that the team prepare two illustrative applications of the proposed
model, using two financial institutions for which it is planning to provide housing guarantees.
PRE/H provided the necessary background information, including the CAMEL PLUS analyses,
interest rates, fees and maturities of the proposed guarantees.

A. CASE 1: Regional Development Bank

The key assumptions provided by PRE/H for the Case 1 application of the proposed
model were a country rating of E- and a 75/25 countr:/IFI risk weighting. The country rating
was an average of the estimated ICRAS ratings for the regional shareholding countries. The
country rating was given a higher weighting for two reasons. Firstly, as stated earlier, in a
weaker country the country risk is probably a higher proportion of total risk and country risk
should therefore be given a higher weighting. Secondly, the participating governments play a
large role both as shareholders and as guarantors of loans made by this bank. The .:latively
strong financial condition and management performance of this bank indicated by PRE/H
warranted a 25 percent IFI weighting. Since this guarantee is not expected to contain any risk
mitigating factors such as collateral or offshore escrow accounts, a risk mitigation rating was
not used. The individual CAMEL PLUS ratings and the resulting composite rating are listed
below.

CAMEL
o Capital Adequacy . . ... ..ot it e e e 1
© Asset Quality . .. . i e e e e 2
© Management . . . ... . ..t e e e e e e e 2
o Bammings . ... i i i e e e e e e e e e 2
° Liquidity . . . . e e e e e e e 3
PLUS
° Ownership/Regulatory . . . ... v i ittt it it i i i ettt e it e e 2
° Previous Experience W/IFI . . .. ... ... . i i 1
CAMEL Component [(1 + 2 +2+2+3)/5]1*70% ........ 0ot 1.4
PLUS Component [(2 * 15%) + (1 * 15%)] . . . . oo i i it i i e 0.5
Composite CAMEL PLUS Rating (rounded) . . .. ..... ... ... i, 2.0

Since the guarantee for this bank is expected to be authorized (and the associated subsidy
obligated) during FY93, the results produced by the proposed non-sovereign guarantee model
were entered into the 1993 OMB Subsidy Model. Appendix 8 contains the complete calculations
of the proposed model as well as the output of the OMB Subsidy Model into which its results
were entered. The assumptions and results of the risk calculation for Case 1 are listed below:
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Assumptions Results

Country Rating (ICRAS): E- Overall Borrower Rating: E
CAMEL PLUS Rating: 2 Risk Premium (Proportional): 7.5%
Risk Mitigation Rating: N/A OMB Subsidy Calculation: 64.5%*
Weighting: Country -- 75%

IFI - 25%
Initial Fee: 1.0%

Utilization Fee: 0.5%

* Note: Use of the FY94 OMB Subsidy Model would have resulted in a subsidy calculation of 55.34%.

B. CASE 2: Commercial Bank

The key assumptions provided by PRE/H for the Case 2 application of the proposed
model were a country rating of C- and a 50/50 country/IFI risk weighting. The country rating
used was the ICRAS rating for the country in which this Sank is located. The country and IFI
ratings were given equal weighting because of the relative creditworthiness of the country and
financial institution. As stated earlier, the country risk is less important for higher rated
countries because the country risk as a portion of total risk is smaller for such countries. This
guarantee has yet to be fully designed but PRE/H expects the transaction to include collateral
or some other risk mitigating factor such as U.S. dollars held in an offshore account. For this
reason, the team chose to demonstrate the influence of a risk mitigator on the results produced
by the proposed model and, ultimately, the OMB Subsidy Model. A conservative cstimate of
4 (which converted to 22% on the risk mitigation conversion scale) was used in the calculation,
thereby reducing the weighted country/IFI rating. The individual CAMEL PLUS ratings and
the resulting composite rating are listed below.

CAMEL
® Capital Adequacy . . . . ..ottt e 1
L Asset Quality . .. ... e 2.5
® Management . . ... ... . e e 1
° BaIMINgS . . it e e e e e 2
° Liquidity . . .. e e 2
PLUS
o Ownership/F 2gulatory . . .. oo v ittt i e e e e 2
° Previous Experience W/IFI . . . .. ... . ... ittt n/a
CAMEL Component [(1 + 2.5+ 1 +2+2)/51*70% .. .. ..o ... 1.4
PLUS Component [2 * 200" ] . . . vttt ittt e e e e e e e e e e 0.4
Composite CAMEL PLUS Rating (rounded) . . . ........ ... 2.0
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Since the proposed guarantee for this bank is expected to be authorized (and the
associated subsidy obligated) during FY94, the results produced by the proposed non-sovereign
guarantee model were entered into the 1994 OMB Subsidy Model. Appendix 9 contains the
complete calculations of the proposed model as well as the output of the OMB Subsidy Model
into which its results were entered. The assumptions and results of the risk calculatior. for Case
2 are listed below:

Assumptions Results
Country Rating (ICRAS): C- Overall Burrowsr Rating: C
CAMEL PLUS Rating: 2 Risk Premium (Proportional) 1.34%
Risk Mitigation Rating: 4 OMB Subsidy Calculation: 9.97%
Weighting: Country -- 50%

IFI - 50%
Initial Fee: 1.0%

Utilization Fee: 0.5%
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Scope of Work



Non-Sovereign Risk Assessment Model
for AID’s Housing Guaranty Program

Scope of Work

A, Background

Most of the Housing Guarantees issued by PRE/H in recent years have been supported by Host
Country guarantees. With the advent of the Credit Reform Act of 1990, credit subsidies must
now be calculated on !oans authorized from 1992 on. For loans supported by Host Country
guarantees, PRE/H uses a Sovereign Risk computer model which has been established by AID
and OMB. However, since there are a few Non-Sovereign Risk programs "in process" and
more can be expected in the future, it is now necessary to develop for PRE/H a risk assessment
model for Non-Sovereign risk. This model will be utilized to calculate the credit subsidies
required by the Credit Reform Act and will provide a method for PRE/H to analyze the risks
involved in non-sovereign risk transactions.

Non-Sovereign risk PRE/H Housing Guarantee Loans ("HG's") are defined as those where the
Borrower’s obligations to repay the HG loan are not backed by the full faith and credit of a
sovereign government or the equivalent. Exampizs of possible Borrowers include privately-
owned banks or non-bank financial institutions, government-owned corporations (where the
government bears no responsibility to repay the corporation’s debts), builders/developers and
other private sector profit or non-profit firms.

B. Objective

Develop a Non-Sovereign Risk Model similar to one utilized by AID’s Private Sector Investment
Program ("PSIP"), but reflecting the differences between PRE/H and PSIP products and terms
and conditions. Contractor shall recognize also the value of the risk management precedent
established by other similarly situated agencies and strive to recommend a model that has been
tested and found acceptable. The following principal risk categories are to be considered:

I Country Risk
2. Financial Risk
3. Transaction Risk

C.  Work Plan

The contractor shall schedule an opening interview with PRE/H to elaborate on the scope. The
following day, the contractor shall submit a Work Plan outline to Assistant Director, PRE/H/PS,
covering tasks outlined below.



Tasks

Examine and describe private or non-sovereign risk assessment methodology used by
PSIP and other foreign affairs agencies making credit available in similar circumstances
to PRE/H. This will require obtaining information from other lenders in the community:

EXIMBANK (to the extent possible)
OPIC (to the extent possible)
Development Banks

Investment Banks and Commercial Banks

Prepare a comprehensive non-sovereign risk assessment methodology and model that
complies with the requirements of the Credit Reform Act of 1990 and the OMB
regulations promulgated thereunder.

Utilizing the model, run several "what if" scenarios reflecting different risk assumptions,
which should be incorporated as examples in Consultant’'s report of
findings/recommendations.

Recommend an administrative framework by which PRE/H would apply the
methodology.

N
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STRUCTURE OF RECENT NON-SOVEREIGN HOUSING GUARANTEES
A. RECENT EXAMPLES

Since 1987, PRE/H nas initiated five housing guarantees (each covering several loans)
which are different from the standard guarantees in two important ways: the U.S. bank loans
guaranteed by USAID were made directly to IFIs for on-lending for housing purposes and
USAID received no host country guarantee. These loans, referred to as non-sovereign loans,
were each structured somewhat differently, depending on the particular circumstances
surrounding the transaction. In some cases, non-sovereign loans were made because USAID was
prohibited from dealing directly with the host country government (e.g., Chile).

Chile: Two USAID-guaranteed non-sovereign loans were made by Citibank New York,
directly to Chilean cooperatives. The first loan was made in 1988 and the second in 1991, At
the time of the first loan, USAID was prohibited from doing business with the government of
Chile, so it agreed to the following structure.

A swap mechanism was established with Chile’s central bank so the cooperative would
have U.S. dollars available to repay Citibank New York. The swap mechanism, however,
carried a cost which caused the cooperative to ask Citibank's branch in Santiago to prepay (and
thereby assume) the loan from Citibank New York. The Ican was prepaid by Citibank Santiago
in 1992 and the note it assumed was guaranteed by USAID. The foreign exchange risk was
removed because the borrower was now repaying a local IFI in local currency.

In the event of a default by the cooperatives, USAID would pay Citibank Santiago in
U.S. dollars and Citibank is under instructions to foreclose. These loans are not guaranteed by
the government of Chile but Citibank Chile is holding dollar-denominated collateral at a ratio
of 1.25 to 1. The collateral consists of construction in progress, land and cash held in Chile.
The quality of the collateral is maintained by Citibank Santiago.

Panama: In 1987, PRE/H authorized US$25 million in guarantees for housing loans to
interested IFI's in Panama. It was structured so that interested IFI’s could access a portion
(e.g., five or six million dollars) of the US$25 million guarantee authorized. Due to the
problems which existed in Panama for several years following the authorization, this loan has
yet to be contracted. It is now expected that the first borrowing will take place in August 1993,

For this guaranteed loan, USAID has appointed a Panamanian bank as administrator of
the program. The bank accepts the mortgage deeds and brings them to the public registry where
the mortgage is registered as collateral for the USAID housing guaranteed loan. If the IFI, as
borrower, failed to pay, the administrator would go to the public registry to obtain the collateral,
which is maintained at a ratio of 1.25 to 1.

The structure chosen for this program leaves USAID with three levels of protection. The
first level consists of an escrow arrangement whereby the borrowing IFI would have to deposit
the first semi-annual interest payment with the administrator six months in advance of
disbursement. The second level of protection for USAID is the collateral referred to above.



Each borrowing IFI will also be asked to guarantec USAID with the assets of its bank. The
third level of protection for USAID, therefore, would be the assets of the borrowing IFI, which,
if all else fails, could be liquidated to recover any claims paid by USAID on behalf of the IFI.
Foreign exchange risk was not involved since Panama uses U.S. dollars as its legal tender.

To date, three banks have expressed interest in becoming borrowers in the housing
guarantee program for Panama. Interested IFIs in Panama wishing to borrow through the $25
million guarantee will negotiate with PRE/H and an interested U.S. lender.

CABEI: The Central American Bank of Economic Integration (CABEI) is a multi-lateral
development bank focusing on the countries of Central America. CABEI's purpose is to
promote the economic integration and balanced economic integration of its regional member
countries. It is headquartered in Tegucigalpa, Honduras. CABEI’s shareholders consist of
governments from the group of countries it serves (Guatemala, El Salvador, Honduras,
Nicaragua and Costa Rica) as well as non-regional countries (Venezuela, Mexico, Spain and
China).

Beginning in 1970 a series of thirteen housing loans, totaling US$140 million, were made
to CABEI for the financing of housing. The most recent loan was made in 1988. CABEI on-
lends much of the funds, through private banks, to municipalities for housing programs. A new
program under design would finance municipal infrastructure such as waste water treatment
facilities.

Overall, CABEI has an excellent payment record with PRE/H. These loans have never
defaulted but some have been refinanced. Unlike the housing guarantee program in Panama
referred to above, the loans to CABEI are secured only by the general assets of CABEI itself.
In this case, the creditworthiness of CABEI is USAID’s sole level of protection against the risk
associated with the guarantee.

BIAPE: The Banco Interamericano de Ahorro y Prestamo (BIAPE) is a Venezuela-based
regional savings bank created in 1970 to finance housing. It was incorporated in Venezuela with
capital contributions from public and private financial institutions in Argentina, Bolivia, Brazil,
Chile, Colombia, Costa Rica, Dominican Republic, Ecuador, El Salvador, Grenada, Guatemala,
Honduras, Mexico, Nicaragua, Panama, Paraguay, Peru, Spain, the United States and
Venezuela. Approximately 15 percent of the shares are owned by private sector financial
institutions or associations. Although it is not a development bank, it resembles a for-profit
multilateral development bank in that it was created by these countries to channel funds to their
respective housing sectors.

A US$6 million loan was made to BIAPE in 1979. The loan was divided into two parts:
US$3 million for Costa Rica and US$3 million for Bolivia. BIAPE is responsible for repayment
of the loan to the U.S. lender. PRE/H advised BIAPE to endorse the notes over to USAID in
order to secure USAID's loan guarantee, which was also secured by the general assets of
BIAPE. The loan to Bolivia was later refinanced and was assumed by the government of
Bolivia. Both notes held by BIAPE were eventually repaid but BIAPE has not yet repaid the
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U.S. lender since the loan has a 30-year term. BIAPE gradually went out of the mortgage
business.

India: These seven loans, the first of which was made in 1983 and the most recent of
which was made in 1991, total US$150 million. They involved the Housing Development
Finance Corporation (HDFC) in India. It is a private sector financial institution as well as the
largest mortgage lender in the country. The loans had a term of ten years with a bullet
repayment at maturiiy. The loan guarantee terms in this case were different than the standard
terms. When the loans were initiated, a decision was made conceming a method to cover the
foreign exchange risk. As a prerequisite for the deal, a swap agreement between the State Bank
of India and HDFC was arranged whereby HDFC was the borrower but the U.S. dollars were
paid to the State Bank of India’s New York branch. This transaction ensured that the dollars
remained in the United States.

The HDFC is considered the equivalent of a sovereign entity but it does not carry the full
faith and credit guarantee of the government. EXIM refers to this type of borrower as a public
non-sovereign entity. The loans are secured by the general assets of HDFC and the guarantee
of the State Bank of India. The USAID loan guarantee is still considered to be non-sovereign
in this case because there is no host country guarantee.
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U.S. Government Agencies
1. The Private Sector Investment Program

The Private Sector Investment Program (PSIP) was created by USAID in 1983 to
promote sustainable economic development by encouraging private sector intermediary financial
institutions (IFIs) in developing countries to lend to viable small and medium-sized businesses
in their communities. It is administered by the Bureau for Private Enterprise’s Office of
Investment (PRE/I).

In 1988, Congress added loan guarantee authority to PSIP’s existing direct lending
authority and stated that guarantees would thereafter become PSIP’s primary instrument. Unlike
guarantee programs which work through developing country government ministries or agencies,
PSIP provides a loan portfolio guarantee (LPG) directly to private sector IFIs. A unique feature
of PSIP is that the guarantee covers a maximum of 50 percent of the net losses on the principal
amount of eligible loans placed under coverage by the IFI. This risk-sharing arrangement
encourages each participating IFI to make loans to creditworthy borrowers and to monitor them
closely, since the IFI will have to absorb 50 percent of any loan losses related to the program.

With the introduction of Credit Reform, PR £/1 was asked to develop a risk model which
was related to the sovereign model developed by OMB. The sovereign model centers on how
the bond market views risk. PRE/I observed that the sovereign model places a heavy emphasis
on the country rating and, while allowing for an upward adjustment in risk, does not allow for
a situation where the risk rating for a proposed transaction with a privately owned and managed
IFI would be better than the rating assigned to the country in which the transaction takes place.
PRE/I believed that the bond market risk premium used in the sovereign model is based on
government, not private sector, risk and would therefore produce an inaccurate assessment of
the risks associated with its private sector guarantee program.

In light of the somewhat unique private sector focus of its PSIP program, PRE/I sought
to create a model which would accurately address the risks associated with non-sovereign
guarantees and direct loans. It undertook a private sector approach in designing its model
because of the faci that many individual subsidy calculations will differ from country
calculations. It allows for the consideration of factors that could mitigate some of the country
and credit risks factors.

Credit Risk Subsidy Calculation

In developing its credit subsidy calculation methodology, PRE/I reviewed various sources
before determining the ‘precise method of subsidy calculation for PSIP. It subsequently
developed a multi-phase process whereby a calculated risk premium is associated with an
expected 1aie of loss to determine the figure to be used in the OMB Subsidy Model. The PSIP
loss estimates used in this process are based on PRE/I's historical loss record and the Jjudgement
of its Investment Officers. The risk premium analysis for PSIP guarantee facilities is based on



a weighted average model (from which the estimated subsidy will be obtained) involving the
following risk weightings for the risk factors comprising the model:

Country risk 30%; Credit Risk (IFI risk) 35%; Transaction Risk 35%.

PRE/I established a fairly even split, giving slightly less weight to country risk. Each
risk factor is assigned a rating ranging from 1 to 5, with 5 representing the highest risk. The
individual risk factors - and their corresponding allocation percentages - within each of the three
main risk categories are as follows:

° Country Risk Factors . .. ... .ccvvv i i vn i nnnnnens 30%
A. Political Stability - 10%
B. Economic Stability - 10%
C. Foreign Exchange - 10%
o Credit Risk AFIRisk) Factors . ... ... ...t ivvvvnennnnnn 35%
A. Financial Management
Capital Adequacy - 5%
Asset Quality - 5%
Management - 5%
Earnings - 5%
Liquidity - 5%
B. Ownership/Regulation 10%
° Transaction Risk Factors . ....... ... iiinnnnnn 35%

A. Target Market/Location
B. Structure of the Transaction
C. Amount of the Facility

The 30/35/35 structure already factors in the 50 percent split in guarantee coverage
between USAID and the IFI, thereby partly mitigating the transaction risk. If PSIP’s guarantee
coverage increased to 100 percent, it would need to increase the transaction risk weighting by
about 10 percent. PRE/I would also be likely to reduce the IFI (credit) risk weighting because
PRE/I would at that point need to deal with more creditworthy banks.

The overall project risk determined by the risk premium analysis must then be used to
determine the proper subsidy amount which must be reported to OMB. Rather than using the
discounted risk premium method (used by ExIm Bank) of determining the input figure for the
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OMB Subsidy Model, PRE/I uses an expected rate of loss scale based on the weighted average
of the past experience of PSIP guarantee facilities. The figure (e.g., 3.5) produced by its risk
premium analysis is used to determine a loss expectation (e.g., 15.0 percent), using the expected
rate of loss scale developed by PRE/I.

At this point the weighted average risk factor (3.5) and the loss exper ation (15.0 percent)
are entered into the LOTUS spreadsheet designed by PRE/I, which adhures to the guidelines
established by OMB for use in the OMB Subsidy Mo-el. This model uses the spreadsheet data
to calculate the risk subsidy for the transaction. The discount rate used is the Treasury rate
supplied by OMB every quarter. Appendix 10 includes a recent credit risk analysis and subsidy
calculation performed by PRE/I for PSIP.

redit approval process

PRE/T Investment Officers identify opportunities during field visits and continual
interaction with USAID Missions. Following the receipt of a completed LPG application from
an interested IFI, a proposal is presented to the Credit Committee which includes PRE/I
Investment Officers, a representative from USAID’s Office of Financial Management (FM) and
General Counsel for PRE (GC/PRE). A CAMEL analysis (described in Section III) is prepared
on the applicant IFI and other supporting data is collected. Each risk ranking included in the
risk premium analysis presented to the committee is reviewed (except the CAMEL analysis,
which is independently performed) and either confirmed or adjusted. The results of this meeting
are then released to a wider audience within USAID and Mission concurrence is sought before
presenting the proposal to PRE’s Investment Review Committee.

The Investment Review Committee reviews proposals presented to it by PRE/I Investment
Officers. Other offices within USAID, including the relevant country desk officer, are
represented on the committee. Members of the committee review the risk analysis and subsidy
calculation containing the weighted average risk factors determined by the relevant Investment
Officer and previously reviewed by the Credit Committee. Paperwork is sent for official
signature clearance by those attending the meeting; it is then signed by PRE’s Assistant
Administrator,

2. Export-Import Bank of the United States

The ExIm Bank makes loans and loan guarantees to developing countrizs. It makes both
sovereign and non-sovereign guaranteed loans and guarantees for both short- and long-term
investments. The longest facilities are for a maximum of twelve years. Most of the financial
commitments are for the exporting of U.S. goods and services and it makes commitments to
local financial institutions in developing countries which on-lend the funds for projects. The
terms for most its facilities are determined by international agreements among export credit
agencies.

The basic premise behind the ExIm credit subsidy or risk ranking system is the five basic
C’s of banking analysis: Capital, Capacity, Character, Collateral, and Condition. Sample ExIm
Bank risk rating sheets are contained in Appendix 11. For its foreign exposure, ExIm has



simply changed Condition to Country Risk and uses the analysis of the ICRAS system for
country risk. Within each of the other categories there are numerous financial elements which
are analyzed. The main decision facing ExIm when developing its system was how to allocate
the risk among the five categories. Also, since ExIm makes financial commitments for a broad
range of products, it developed risk assessment ratings for the main areas, each of which
depends on the credit evaluations for the individual products.

ExIm created a 200 point scoring system. Since it makes both sovereign and non-
sovereign loans, it decided it also wanted a system that would be equivalent or comparable
between sovereign and non-sovereign guaranteed facilities. After much discussion, country risk
was allocated 50 percent of the risk in all cases. Capacity, Capital, and Character are allocated
the remaining 50 percent while Collateral is an offset against the other factors.

The process is fairly straightforward. The ICRAS rating for the country is given a score
between 1 and 100. Each letter grade of the eleven grade system has a score. The other three
elements can each contribute up to 30 points, depending on the risks within each category. The
Collateral category can be an offset for up to approximately 50 points, depending on the strength
of the collateral. The total ranking is the sum of the country and financial rankings, less the
collateral amount. Each amount between 1 and 200 corresponds to an ICRAS letter grade. The
risk premium for that grade is then used in calculating the subsidy amount. The system is set
up to follow the credit procedures of ExIm. The risk evaluation process is completed by the
loan officer and reviewed by the various credit committees involved in the credit review process.

ExIm provices a good model for the HG process for several reasons. Both ExIm and
the HG Program provide loan guarantees to intermediary financial institutions. They both
provide sovereign and private sector guarantees, offer long-term facilities and have not used
much pricing flexibility. The one weakness of the ExIm model is that the weightings of the
various factors are fixed and cannot be changed to reflect differences among countries.

3. Qverseas Private Investment Corporation

OPIC provides project financing for projects in developing countries. It provides both
loans and loan guarantees and the main credit for its projects are the assets and cash flows of
specific projects. None of its loans have sovereign guarantees.

OPIC adopted a historical approach to its risk management process. Since it has
historical loan performance data, and since future loans will be structured essentially the same
as past loans, OPIC was able to rely on its past operating history as a guide in constructing its
methodology. OPIC reviewed the performance of about 200 of its past loans in terms of the
frequency of non-accrual, the severity of the losses and the amount of repayment. From this
data, OPIC was able to construct a range and probability of expected defaults.

The project risk analysis was taken directly from the factors OPIC evaluates in its credit
review process. It was only slightly modified for Credit Reform. Essentially, OPIC already had
a risk management process. It simply had to be modified to calculate the credit subsidy
amounts. In its risk evaluation, OPIC looks at nine factors. These are shown in the matrix



contained in Appendix 12. One of the factors is country risk. Each factor is given a ranking
from one to five and the weighting of the factors is flexible. Country risk could be as low as
1 percent or as high as 25 percent of the risk. For each loan, the ratings are given, the
weightings are made, and a loan risk factor is calculated. The risk factor is then compared to
the historical default performance, and this default estimate is applied to future cash flows to
calculate the credit subsidy.

The risk management process is closely tied to the OPIC credit review process. The
credit process is coordinated 1: the investment officer/loan officer. The main parts of the
process are the application, the site visit, the loan report, and the reviews by the management
committees and the Board of OPIC. During this process the risk management evaluation is also
completed and reviewed. Pricing of fees and interest rates inay change, depending on the risk
profile of the facility.

Unless PRE/H decides to do direct project finance, either directly or through IFI’s, OPIC
has a completely different financial product tian the HG Program. OPIC has an operating
history with non-sovereign loans while PRE/H does not. OPIC has been able to use the
historical data as the basis for its risk management process. For PRE/H, the impornant factor
regarding OPIC’s methodology is the ability to alter risk factor weights depending on circumstances.

Private Sector Institutions
1. Citibank

Citibank provides a myriad of financial products in over 125 countries. It provides short-
and long-term products and many types of derivatives. It has operated internationally for over
40 years and uses this experience as the basis for making much of its cross-border lending
decisions.

Citibank separates its foreign lending into two main areas: cross-border exposure and
credit exposure. The cross-border exposure is set by a committee of senior executives. The
committee makes all decisions concerning the amount of lending in any country, the terms for
the loans, and the general parameters on pricing. The main factors reviewed are Citibank’s
current portfolio exposure, its history with the country and some financial statistics provided by
others outside the bank. They meet regularly and set the limits for all countries in which
Citibank operates. They also review special cases, usually large-scale projects.

All credit decisions are m~de by the loan officers or product officers working in a
particular country. These officers can operate freely within the general guidelines established
by the cross-border lending committee.

This is a heavily qualitative approach to cross-border lending. Citibank relies to a great
extent on the experience of its executive committee. The main objective is to manage exposure.
Citibank does not distinguish between private and public sector loans, instead focusing on



whether or not a particular loan is a cross-border risk. It believes, however, that it is possible
for private sector loans to be stronger than sovereign guaranteed loans.

2. hemical Bank

Chemical Bank’s lending is much like Citibank’s. It operates in over 100 countries, has
many different financial products, and many different types of risk. It separates credit analysis
from cross-border analysis and sets broad guidelines for activity in particular countries.
However, the Chemical process is also more mechanical. It ranks each country on a scale of
1 to 10 and maintains a distinct country assessment unit. Chemical ranks each loan and one of
the factors it considers in its rankings is country risk.

Chemical Bank believes that, based on its experience, a fixed weighting system makes
no sense. Different countries have different risks and any system must be flexible enough to be
able to evaluate these risks. Also, while one factor may be viewed as small or slight in one
country, it may cause the entire loan to default in other country.

As important as any qualitative evaluation is the market perception of the country’s
creditworthiness at any one time. In addition to reviewing the relevant quantitative factors such
as financial and economic data, Chemical spends a great deal of its time evaluating the market’s
perception of the country and talking to pecple within the country. One factor it feels is
particularly important is "environmental risk," which they define as a combination of, among
other things, regulations, tariffs, labor conditions, and the ability to obtain licenses.

A critical factor in risk management is proper monitoring of loans and risk fluctuations.
Chemical believes this is very difficult to do in a large organization where people change
positions somewhat regularly and contact with particular clients changes over time. Poor loan
monitoring procedures usually results in loan losses which could otherwise have been avoided
if the bank had procedures in place to regularly monitor its loans. According to the Chemical
representative, "poorly monitored loans can easily get lost in the system - until a default occurs!"

3. Merrill Lynch

Since Merrill Lynch is an investment bank, most of its product exposure to foreign
countries is short-term in nature. Therefore, its assessment of country risk is closely tied to its
trading mentality and short-term credit allocation, rather than to long-term loans or guarantees.
Also, more than either the commercial banks or multilateral institutions, Merrill Lynch ties its
risk exposure evaluation to its return on capital. While banks adjust their return by changing
the terms of loans, Merrill and, it is assumed, other investment banks, do this by assessing risk
and then demanding a return commensurate with the risk. Merrill is currently setting up a
company-wide credit committee to institutionalize the process.



In evaluating a country, Merrill looks at two main factors liquidity and solvency. These
are factors which reflect the short-term rature of Merrill’s exposure. In each of these two areas,
Merrill looks at three categories: com:nercial, financial and political risk. It is trying to assess
is the ability of the country, or the private sector within the country, to make payments on
shorter term claims. Of all the institutions the team evaluated, Merrill Lynch has potentially the
most sophisticated risk management systcm but also the least applicable to PRE/H because of
the very long-term nature of the HG Program’s financial commitments.

4, Moody’s Investors Service

Moody’s coordinates all international financial institution analysis with its sovereign risk
unit. Moody’s looks at U.S. banks which lend dollars outside the United States. The transfer
risk faced by these banks nearly always exceeds the credit risk. Moody’s has found that foreign
loan customers of many of the U.S. banks it reviews are creditworthy in local currency but often
experience difficulties relating to the conversion of local currency to the foreign exchange
necessary for loan repayment.

Moody’s takes the "weak link approach” to credit analysis. In other words, rather than
designing a model and assigning point values to a number of categories, Moody's looks at key
areas and asks "what could go wrong?" With a large portion of international lending, transfer
risk is often the weak link.

If there is the probability of a foreign exchange shortage, it is likely that not all claimants
will be serviced by the central bank when it comes time to convert local currency. Moody’s
tries to get a sense of the likely ranking of financial instruments in order to determine how
foreign exchange would be allocated in the event of a crisis. It believes that government debt
or trade-related debt will most likely be honored before private sector bank credits.

Moody’s often sees situations where local banks and companies have a strong capacity
to pay in local currency. The weak link is often the particular government’s inability to provide
foreign exchange. A foreign exchange shortage could be the result of mismanagement of the
economy, an unexpected period of low foreign exchange earnings or political decisions.
Moody’s cautioned that any agreements arranged with central banks to provide foreign exchange
to repay bank loans guaranteed by USAID are not likely to be honored if the country faces a
currency crisis. Moody’s also cautioned not to get hung up on formulas. In addition to a
thorough review of the quantitative factors, qualitative factors must be considered carefully.
Those analyzing and monitoring the loans must be sensitive to the differences between countries.

Moody’s acknowledged that the risk faced by USAID in guaranteeing the 30-year non-
sovereign housing loans is higher than any U.S. commercial bank would be willing to accept.
Moody’s indicated that USAID may wish to consider requiring the local financial institution to
pledge offshore assets to secure the loan. Collateral (preferably T Bills or an equally safe
security) could be entirely dedicated to the guaranteed loan.



Moody’s gave the team a copy of its annual default study which tracks defaults according
to bond rating categories over the previous twenty years. This may be helpful in USAID’s
attempt to predict loan defaults.

Credit review process. The Moody’s bank analyst performs a standard creditworthiness
assessment, including a review of financial statements, regulatory environment, size of bank
relative to the banking market in its country, and several other categories. The credit analyst
writes a report and a rating for the bank will be determined. If the bank is a parastatal, it is
important to determine what role it plays in the government. Moody’s has found that the
creditworthiness rating of banks in general is often closely tied to the country rating, due mainly
to the many government-related factors which affect the financial sector.

Development Finance Institutions

1. International Finance Corporation

The International Finance Corporation (IFC), a subsidiary of the World Bank Group,
makes loans to, or equity investments in, private companies in developing countries. It is
forbidden to make loans or take equity positions which are guaranteed by a host government.
Its standard loans are the same as OPIC’s loans and the security for each loan is the assets and
revenues of the project. These are project finance loans.

The IFC risk management methodology is an integral part of its credit review process.
A separate risk analysis is not performed. Loans or equity investments are coordinated by
investment officers who prepare most of the documentation, including a complete analysis of the
investment which is reviewed by management and the IFC’s Board of Directors. Country
exposure is considered in this process and pricing is adjusted for any additional risk associated
with a particular country.

Risk management is done the "old fashioned way". The IFC monitors each loan every
six months to determine the likelihood of repayment. This is done by the loan officer in charge
of the loan. Investments are placed in one of three categories: 1. OK and making payments;
2. should be watched; and 3. in default. The good, the bad, and the ugly. Reserving for the
loans is done during these evaluations.

2. Inter-American Investment Corporation

The Inter-American Investment Corporation (IIC), a subsidiary of the Inter-American
Development Bank, makes the same types of loans and equity investments as the IFC, but only
in Latin America. The security for its loans is exactly the same as that for the IFC.

The IIC has adopted a more quantitative approach to risk management which is more
directly tied to its credit approval process. For each loan, the investment officer is required to
calculate the risk rating based on a checklist. There are 20 categories in the checklist, including
two for general country analysis and numerous subcategories. Each category is given a ranking
from 1 to 10 and the weighting of each category is fixed. The total country weighting is about



20 percent. The investment officer is responsible for coordinating the information on the
investment and completing the risk assessment.



Appendix 4

Excerpts from USAID and Economic Development Bank Analysis Reports
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FINANCIAL INBTTTUTIONS IN DEVELOPING COUNTRIES

INTRODUCTION

The purpose of these guidelines is to assist Investment Officers and PRE personnel with regard to
analyzing the financial condition of banks or other financial institutions in developing countries.
These guidelines are particularly aimed at making the best use out of on-site visits to the finsncial
institution in order to enable the Investment Officer to make a preliminary assesament of the
institution’s financial it

Part I gives a series of suggested questions to ask management curing an ca-site visit. Part IT
explains some key rotics for 8 basic financial anslysis which can be done quickly end on-site. While
the use of these guidelines mxy go beyond the LPG program, they should be used in eenjunction
with the revised Par: IV of the LPG application (financial information). Part IV calls for
comprehensive information in crder to do a complete off-site financial analysis, While these
guidelines are directed toward a more concise on-zite assessment, the overall approach is similar.
Also, the on-site visit should determine what informstion, if any, in Part IV cannot be provided.

PART 1

1) Cader what type or class of financial institution sre you hoensed?

The major categories of financin! institutions would traditionally include commercial banks,
development banks, finance compenies, and merchant or investment banks. While the definitions of
these types of institutions may vary from country to country and region to region, the various
regulations and prudential requirements will clearily differ for sach type of institution. Also,
financial ratios should be within the context ¢f the type of institution, otherwise the comparison of
say, a commercial bark to a deveiopment benk, may be of "apples to orenges.”

2) Who is your supervieory suthority?
theoﬁenthawﬂlbetheemtrﬂbanhhninmnymasepmatemym Also, the
supervisory authority may not be the authaority that licenses new financial institutions. In some
cnuntries where supervigion is chared by severul entities (Central Bank, Ministry of Finance,
Summmdmtd&mm).wmhelmeﬂ'mdmwmmmmspMM

differing policies. For example a central bank’s supervision may be sever-ly hampered if it has no
say in licensing, and licenses are besed on political considerations.

AN


http:informauan.in

e J

performing?

This is especially important if there are no supervisory criteria for past due/non-performing loans.
Also, conservative bank management may aet performance standards thst are stiffer than
supervisory norms. If the response is & vague sounding “watch list® of problem loans as determined
by lending officers or branch managers, 2 further question may be needed as to how management
determines a problem loan and what subsequent sction is tsken. The intent is to ensure that the
system detects problem loans at an early stage, and appropriate action is taken. This is hest
determined by an objective standard of loan performance which triggers a problem status when
payment terms are not met.

3) Is & provizion for loan loones maintsined? If g0, are the provivions general (for potential future
lonacs) or specific (for presently identifiad loanes)?

The absence of provisions in &ll but the newest of financial institutions is an indication of
unwillingness to recognize the risks inherent in lending. If preperly understood, provisions can be a
useful indicator of asset quality.

2 Whet o ron EoIEgccat ¢ Heria and systems £ >ovit~~og sdvances that are not

It is essential to distinguish the motives behind the creation of, or addition to, provisicns. Ifa
general provision exists golely as a cushion against potential future losses (not yet identified), a lerge
cushion is better than a small one. However, if a large transfer to general provisions io made due
to management’s recognition of present weakness in the portfolio, it is tantamount to a specific
provision for presently identified losses.

Specific provisions are made against el or part of existing loans, depending upon judgment as to
what portion, if any, is ultimately collectible. The total of specific provisions is simply the sum of
provisions agsinst individuel loans. A sharp rise in specific provisions indicates recognition of an
increased level for problem loana. Such an increase often lags behind a rise in the level of past
due/non-performing loans. In turn, a reduction in the total of specific provisions probably indicates
management’s overall judgment that the portfolio has improved. When a loan improves in status,
specific provisions against it may be reduced. If such loans exceed others to which provisions have
been made, the net effect is a reduction on in the total of specific provizions.

Perhaps the most conservative approach to provizions is a combination of specific and general. In
such a system, specific provisions exist as offsets to problem loans and a general provision is also
established, usually as a set percentage up to 2% of total loens. Thus, general provisions will
automatically increase as loans grow, while specific provisions will fluctuate according to overall
asset quality.

4) Who approves of provisions before anmial accounts ere finakized?

While bank management should have the initial and primary role in determining an adequate level
of provisions, outside approval is virtuslly essential The ext~rnal auditor normally performs this
function, and an unqualified opinion of the accounts indicates the auditor is satiafied as to the level

of provisions. If a "cloud" of some sort exists or the auditors and management disagree, the auditor
may qualify the accounts and explain his concern in the introduction to the financial statements.

SN
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D. PROFTTABILITY

1) What factors, either positive or nagative, have heavily affaciad your mstitution’s profits in recent
youra?

Earnings are probably the easiest financial factor to meesure overall. While there are several
different ratios showing levels of profita, a highly wofitable bank will almost certainly look good cn
all of them. However, determination of why a bank is performing weil or not is much more
complex.

Bank management will certainly have a view as to why their institution is doing well or not doing
well Their answer will fell into two main areas: sconomic fectors and market forees. Banks, of
course, will prosper from a strong economy. Loss losses will be low and lean demand for viable
projects will be high in an expanding economy. Miwrket forces are composed of two components,
the level of competition and the degree of regulation, especielly on interest rates.

When a significant number of new financial institutions cnter a market in a short period of tme (a
decade or less), the competitive impect will be felt keenly by all (except poosibly large well-
established first tier banks) and profit ratios will fell In turn, a country where profit ratios are
high for all banks probably lacks sufficient competition within its gystem.

A high degree of regulaticn on rates and bank charges (fees, commissions, ete.) ususlly ensures
heaithy benk profita. Bankers seem often able to influence the authorities as to minimum spreads
needed in a rate controlled system, even if they have no input on nominal levels. Also, many
systems allow banks, often through directives or the blessing of the central benk, to set minimum
charges or fees for various services. Such cartels contribute heavily to high profit levels in many
developing countries.

In summary, a banker’s response es to what has caused the bank’s recent profit performance (either
good or bad) is likely to include commenta on the economy, the level of banking competition,
interest rate regulation (or deregulation), and the structure of feea and other charges.

E. LIQUIDITY
1) What sre the hquidity requiresnents imposed by tie central benk or supervicory axtharity?

The analysis of liquidity is likely to be of less financial cignificance than asset quality, capital, and
profits in LPG type programs (loan guarsatee) and most direct lending arrengements. However, a
basic understanding of an institution's hiquidity is useful, and it should be based cn the
requirements imposed in the local currency. In eddition to reserve requirements, most financial
institutions in developing countries are subjoct to some form of iquidity or liquid asset requirement.
Like reserve requirements, these may have a monetary policy purpose, but they are also supposed to
ensure financial institutions have a sufficient lavel of liquid asvets to meet even unexpected
obligations. In most cases, the requirement will call fce liquid assets, as defined, to be at loast
equal to certain percentages of deposit liahilitiea. The percentages vary by types, with longer term
deposita having lower requirernents. While such requirements are often aimplistic, the degree of



PART II

KEY RATIOS FOR BASIC FINANCIAL ANALYSIS

The following ratios can be caiculated from basic financial informsation. They are provided along
with very broad based norms which would apply to commercial banks, but not ncrmally to other
types of financial institutions. These norms, however, would, in mest cases, be less significapt than
the trend and where the institution ranks within its peers.

A.  ASSET QUALITY RATIOQ

1 due (pon-

Calculation:  Pest Due Joens (as defined)
Gross Loans (net loans plus provisions)

Aspects To Note:

The definition of past due or non-performing loans is ecsertial The most commonly used at
present is 80 days or more in arrears with iegard to interest and/or principal plus those on non-
accrual (cash besis) plus those where the payment terms have been renegotiated. However, pact
due standards can be as strict as one dey after maturity or as geaerous as 180 days in arreara.
Obviously, the stricter the definition, the higher the percentage. Also, overdrafts, which by their
nature lack repayment terms, sy not be factored into past due totals. Past due totals that are not
determined by objective criteria (payment due dates, etc.) usually have little value.

Trends and Levels:

A past due ratio that is increesing is obviously adverse. Such a trend is especially worrisome if it is
not due to warsening economic conditiona or other factors beyond management’s control. For a
commercial bank (which should be dealing with better quality borrowers and less reliance on
security) a past due ratio of five percent or mor2 io usually conzidered high. For a higher risk loan
portfolio, such as is held by a finance company, a higher ratio would be expected, and more
emphasis should be placed on net loan losses as explained below.



Trends and Levels:

A sharp rise in specific provisions ahows management’s recognition of problem loans that existed at
the time. In theory, gross loans less specific provisions equals viabla (collectible) loans. Only an
an-gite examination of the loan portfolio can determine if more spocific provisions are nesded. A
reduction in specific provisions will often, but not alweys, mean seset quality is improving. If the
bank only uses specific provisions, the year-to-year increase can be viewed &5 net loan losess, and &
percentage larger than one percent is usually considered high. Overall bowever, specific provisions
are a less reliable indicator of asset quality than pest due loans and movements within general

Aspects to Note:

It is important to understand if a general provision (also called reserve for loan loeses) is used with
uncellectible loans being charged to the provision and recoveries on previous charge-offs beirg
credited to it. If 50, the above ratio is valid and will give the best indication of nsset quality on an
historical basis. Net loan losses will not, however, predict future asget quality. Again, if specific
provisions are used alone, the measurement of net loan losses is the net increase to the provision as
describad above, but this is a less relinble indicator. Unless a more precise method is available,
average grosa loans can be calculated by the average of present and prior year-end balances of gross
loans.

Trends and Levels:

Clearly an increase in net loan losess to average total loans indicates the bank has experienced
deteriorating asset quality. While this ratio does not predict future asset quality problems, a
combination of a high past due percentage plus high levels and an adverse trend of net loan lossa
is worrisome. In commercial banks, & high level of past due is often followed by substantial loan
losses. A very hrosd benchinark for nst loan losses to average gross loans is cne percent. A ratio
much above thnt peobably indicates asset quality hss been a problem.

In non-bank financial institutions, especially finance companiea, high levels of past due cften do not
result in high net loan logses. This is because the financing is to higher rizk customers and is
heavily based on security which can be liquideted. Such institutions downplay the high levels of
arrears and point to their ability to ultimately collect outstandings through sale of security. If such
a pattern does exist over a period of years, concerns over past due lavels can be partially mitigsted.



percent for commerciai banxs nnd eighi percent for ouaer types of financin .adtivuucas, though the
ratios will vary widely between countries end different types of institutions.

It is also important to understand that the basic capital ratio is somewhat simplistic since it does
not take into account the varying degrees of risk existing both on and off the balance sheet. The
new international capital standard does rely on risk weighted messurement, but this calculation is
quite complex. mmmmmmMﬂmadﬂrmmmm

Aspects to Note:

If the basic capital ratio, as explained above, is satisfactory, there is no need to calculate a total
capital ratio which includes elements known as supplementary capital. Supplementary capital
includes revaluation reserves (a3 mentioned above), genera! provizicns (provided they are truly
unencumbered), most preferred shares and subordinated debt or capital notes. All of these elements
edd protection to depositors' funds but are of lower quality than the pure equity included in care
capital

Trends and Levels:

As with the basic capital ratio, an increasing trend is favorable. A broad benchmark for total capital
to total assets would be eight percent for commercial banks. Non-bank financial institutions are not
likely to have significant amounts of supplementary capital

The key element regarding supplementary capital is that it only provides a partial reassurance to a
mediccre or weak core capital position. A bank with a marginal besic capital ratio should not be
viewed as adequately capitalized due to large amounts of supplementary capital.

3. Dijvidend Pavout Ratio

Calculation:  Dividends (as defined)
Net Income

Aspects to Note:

Dividends must only represent amounts paid cut of net income (sfter tax) to shareholders.
Normally this is only cash dividends either declared or already paid. Dividends in the form of stock
normally would be excluded from this ratio. Financial statements often include a reconciliation of
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and amnng peer institutions, general profit benchmarks do exist. A one percent return on average
assets is satisfactory, and many, if not most, major panks in indurtrial councries are well below this
level Atwopmlevdorhighcrinmygoodinmbankinglynmwhﬂethmpuwm«
more is likely to be excessive due to extraordinary factors or negligible competition.

D.  LIQUIDITY

Whﬂebukﬁquidityraﬁmmbembuhted&omaha@eﬁeegdnymmnydmpﬁsﬁcand
sometimes misleading. Thus, the best approach to a quick analyzis of liquidity is t> learn the
mm'ammmwwmmwmmmmmu
is being met. As previously stated, such liquidity requirements usually define liquid sssets, and
such liquid assets must equal a ceriain percentage of depoaits, which varies by type of depoait.

The two liquidity ratios used in the LPG analysis were cnly intended to reveal a teend and did not
judge whether liquidity was sufficient. The first was cash and other short term funds as a
percentage of depoeits and borrowing (purchased fumds). .‘n upward trend in this ratio indicates
improving liquidity. The second ratio used was groes loans as a percentage of deposits and
borrowings. Simelonmarenozmnﬂyiﬂiqtﬁdamta,mupmdmdinthinmﬁoisumlty
adverse with regard to liquidity. Again however, neither ratio takes into account access to liquidity
on short notice through available credit linee or discount facilities &t the central bank. Also such
mﬁoadonotmmunthevolaﬁﬁtyofdepoaita,nsalnrgenmnberd'mnalldepoaitora(epedally
savings accounts) provides a base of core depezitars. Liquidity studies have shown that a large core
deposit base significantly reduces vulnerability to sudden liquidity crises.



EROFITABILITY

1) What factors, either positive or negative, have heavily affected your institution’s profits in recent
years?

LIQUIDITY

1) What are the liquidity requirements impos>d by the central bank or supervisory autharity?

2) What access does your institution have to markets or discount window privileges when liquidity
becomes tight?

STATISTICAL COMPARISONS

1) Doesyommsﬁtuﬁmhuveanymtmmmﬁsﬁmldaamparhganw
institutions of your type or class, especially with regard to size, capital and profits?



Note:

PART IV

FINANCIAL INFORMATION TO BE SUBMITTED BY THE FINANCIAL INSTITUTION

As stated in Part I, ALD. promptly reviews the application for acceptance (or rejection). The review
process includes a financial analysis based on both quantitaiive and qualitative aspects. The data calicd
for below are essential for tke quantitative analysis. However, because banking standards and methods
vary substantially throughout the world, management is urged to describe or clarify responses, where
useful, 10 enhance understanding of the data provided.

L

IL

Financial Statements

Provide annual sudited statements, with footnotes, for the preceding three (or gvailable) years.
(Where audited statements clearly provide information called for below, this can be indicated in
place of the question or schedule.)

Asset Quality
A. Provide approximate percentages of the joan portfolio (total advances) by type as follows:

Amortizing (scheduled payments of principal and intcrest) %
Demand (scheduled payments of interest only) %
Authorized Overdrafts —_—%
Other (describe) %

Total ‘ 100%___%

. Explain criteria used by supervisory authority to determine past due and/or non-performing

loans (advances).

If no criteria under (B) exists, explain internal management criteria for determination of past
due and/or non-performing loans (advances).

. If credit facilities are provided by means of authorized overdrafts, explain supervisor's and/or

management's criteria for determination of noa-performing status.
Schedule of past due/non-performing loans (zs of financial year-end, past 3 years)
198 198 198_

Balance outstanding of past due/
non-performing loans

Total outstanding loans (grosi of provisions)

Past due/non-performing percentage % % %

(If overdrafts are excluded from this schedule, so indicate)

Iv-1
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Iv.

Off-Balance-Sheet Jiems (As of latest financial year-end.) Complete if not clearly presented in
audited financial statements.

A. Direct credit substitutes (guarantees, standy letters of credit,
acceptances not on balance sheet, etc.)

B. Transaction-related contingent items (pefformance bonds,
bid bonds, warranties, etc.) —

C. Self-liquidating trade related (documentary credits,
commercial letters of credit)

D. Formal credit commitments
E. Other significant off-balance-sheet items (describe)

Capital Adequacy

A. Describe capital recuirements, either statutory or regulations imposed by the supervisory
authority, for your class of financial insiitution (bank, finance company, etc.)

B. Capital clements (as of latest financial year-end). Complete if not clearly presented in
audited financial statements)

Core Capital:
Paid-in shares (common stock)

Share premiums (surplus)

Statutory reserves

Retained profits

Total-Core Capital

Supplementary Capital:

Undisclosed reserves

(approved by supervisory authority)

Asset revaluation reserves

Unencumbered general provisions

Other (describe)

T

Total-Supplementary Capital

V-3
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1. TRODUCTION HE CAMEL RAT SYSTEM

A PRIME TASK OF BANK SUPERVISORS IS TO JUDGE OR EVALUATE THE
FINANCIAL CONDITION OF THE BANKS FOR WHICH THEY ARE
RESPONSIBLE.

* In evaluating or "rating" a bank. it is important that a standard system
be used so all bank supervisors can look at it in the same way.

* With a clear rating system, everyone from the Governor to the newest
staff member in bank supervision can quickly understand the financial
condition of a bank by learning its rating.

* However, such a system needs to take into account all the financial
aspects that are important to a bank’s soundness.

* In the United States, the three hank supervision agencies, the Federal
Reserve, the Comptroller of the Currency, and the Federal Deposit
Insurance Corporation, all previously used their own rating systems.

* In 1978, these three agencies all agreed to standardize their rating
system. This agreed upon system has been in place since then.

* This rating system takes into account all the major components of bank
soundness. Thus, learning the system in detail serves as a method of
teaching financial analysis of banks.

* Because this system is clear and most of its concepts are easily
understood, even by those not highly trained in bank supervision, many
supervisory authorities in developing countries are now using this
system for rating their banks.
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THE AMERICAN BANK RATING SYSTEM IS CALLED "CAMEL" AS THE FIRST
LETTER OF EACH COMPONENT THAT IS ANALYZED SPELLS OUT THAT
WORD. CAMEL IS MADE UP ( F THE FOLLOWING:

C "C" is for capital adequacy. The system measures how much
capital a bank has to protect its depositors and if this amount is
sufficient.

A "A" is for asset quality. The system determines the collectibility
of assets and off-balance sheet items, as well as the financial
impact of problem advances.

M "M" is for management. The system evaluates a bank’s
management based on performance, policies established,
controls, depth, and adherence to law and regulation.

E "E" is for earnings, or profitability. The system measures bank
profitability to see if it is sufficient to support future growth.

L "L" is for liquidity. The system determines if a bank is liquid
enough to meet regular and most unexpected obligations.

SOME OF THE CAMEL AREAS CAN BE EVALUATED OFF-SITE FROM
RETURNS SENT TO THE CENTRAL BANK, BUT OTHERS REQUIRE AN ON-
SITE EXAMINATION TO MAKE A FULL DETERMINATION. RATING A BANK
WITH THIS SYSTEM CAN BE AN ON-GOING PROCESS, BUT THE BEST TIME
IS AT THE END OF AN EXAMINATION.
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BANK SUPERVISORS LOOK AT CAPITAL AS THE MAIN SOURCE OF
PROTECTION FOR DEPOSITORS. A WELL CAPITALIZED BANX CAN ABSORB
LARGE LOSSES WITHOUT THE DEPOSITORS LOSING THEIR MONEY. TO
EVALUATE A BANK’'S CAPFITAL ADEQUACY, BANK SUPERVISORS
PRIMARILY RELY ON RATIOS.

* Before a ratio can be calculated, capital must be defined, meaning what
types of accounts can be used as capital.

e Paid-up capital by shareholders, share premiums on capital,
retained profits, and general or legal reserves are widely
recognized as capital and are sometimes called core capital,

**  Other types of capital that may be included are sometimes known
as supplementary capital. These include revaluation reserves on
fixed assets, unencumbered general provisions for future loan
losses, and various types of debt instruments which can be
subordinated to the interests of the depositors.

* Once capital is defined, a choice is to be made as to what it is
compared to. Traditionally, it has been depasits or more recently total
assets. A consensus has formed, however, that capital should be
measured against the risks a bank assumes, both on and off its balance
sheet,

* As a result, a simpie gearing or leveraging ratio of capital to total

deposits or total assets has been replaced by a risk-based method which
we will discuss in detail later on.
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A MAJOR PART OF BANK SUPERVISION IS DETERMINING ASSET QUALITY,
WHICH INCLUDES WHICH ASSETS ARE UNCOLLECTIBLE OR WHOSE TRUE
VALUE IS LESS THAN THAT SHOWN ON THE BANK'S BOOKS.

® To rate asset quality, it is usually necessary for an on-site examination
to be done.
. Examiners who are well trained in evaluation of advances and other

credit facilities will assign a classification to the problem loans based on
analysis of collectibility.

* The classification system of substandard, doubtful, and loss enables the
supervisor to quantitatively determine a bank’s overall asset quality
rating in the CAMEL system, and to judge the adequacy of the
provisions for loan losses.

¢ It is essential to remember that while submitted returns can give some

indicators of asset quality, a true and thorough evaluation of it comes
from on-gite examinations done by examiners trained in credit analysis.
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THE THIRD COMPONENT OF 7THE CAMEL RATING SYSTEM IS
MANAGEMENT. HOWEVER, BANK SUPERVISORS USUALLY EVALUATE
MANAGEMENT LAST, AS IT BRINGS TOGETHER ALL OTHER AREAS OF
IMPORTANCE.

* Of course, management must be rated subjectively and thus a ratio
cannot be used, unlike with the other components of the CAMEL
system.

* Evaluation of management begins by looking at the psrformance of the
bank.

**  Well managed banks should have adequate capital, good asset
quality, adequate profits, and sufficient liquidity;

**  As aresult, bank supervisors using the CAMEL systam will not
rate management until after the other four areas have been rated.

* It is equally important to judge management through policies, systems,
and controls that have been put in place.

**  Policies set a specific framework for key banking areas, such as
lending, foreign exchange, and liquidity to guide managers in day
to day activities;

** Systems and controls help ensure policies are carried out
efficiently and are adhered to.

* Management should also be evaluated on the bank’s adherence to laws
and regulations, including timely and accurate submigsion of reports to
the Central Bank.

* Finally, supervisors evaluate management depth which looks at the
development of future top managers for the bank.
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THE FINAL PART OF THE CAMEL RATING SYSTEM IS LIQUIDITY WHICH
INDICATES THE ABILITY OF A BANK TO QUICKLY MEET ITS OBLIGATIONS.

* It is important to remember that for a bank to properly manage its
liquidity, it must be able to meet its obligations without a loss.

**  Banks must have available liquid assets which can quickly be
turned into cash, or they must be able to raise funds on very
short notice to meet an obligation;

**  Managing liquidity involves both sides of the balance sheet,
meaning having available back-up sources to raise liquidity
quickly.

* Since liquidity involves many factors, no single ratio measures all a
supervisor needs to know about liquidity. Several ratios can be
indicators as will be discussed.

* As part of an on-site examination, the examiners review how liquidity
is managed which includes:

**  Are specific policies in place to set liquidity targets and limits to
meet statutory requirements and to manage liquidity as set by
directors and senior management?

**  Arereporting systems and data bases sufficient to give quick and
accurate information on a bank’s position?

**  How much reliance has the bank placed on deposits or other
funding which might be withdrawn on very short notice?

* The on-site review is combined with an analysis of various liquidity
ratios to determine the trend of liquidity and how it compares to other
banks.

USING THEIR JUDGEMENT IN BOTH THE ON-SITE EXAMINATION OF HOW
A BANK MANAGES ITS LIQUIDITY AND FROMLIQUIDITY RATIOS, LIQUIDITY
IS THEN RATED AS SOUND, SATISFACTORY, FAIR, MARGINAL, OR

UNSATISFACTORY.
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ONCE A BANK SUPERVISOR HAS EVALUATED THE FIVE COMPONENTS OF
THE CAMEL RATING SYSTEM, IT IS POSSIBLE TO DETERMINE THE GVERALL
RATING FOR THE BANK. THIS IS KNOWN AS THE COMPOSITE RATING.

* Each component is assigned a number from one which is "strong" to
five which is "unsatisfactory."

* The five components are added and then divided by five to get a
composite CAMEL rating.
. The composite rating gives the bank supervisor the clearest indication

of whether the bank overall is sound, satisfactory, fair, marginal, or
unsatisfactory.

* Most importantly, the composite rating also is an important indicator of
the extent and degree of follow-up or normal supervisory action that
may need to be taken with the bank.

* The CAMEL rating system provides & standardized m&thod for rating
banks, but it is only as effective as the skills and judgement of the -
supervisors who are examining, evaluating, and rating banks on a
regular basis.

THIS HAS BEEN ONLY A BRIEF INTRODUCTION TO THE CAMEL ATING
SYSTEM AS A MEANS OF FINANCIAL ANALYS!IS FOR A BANK. THE
REMAINDER OF THIS SESSION AND yHE SESSIONS TO FOLLOW COVER THE
CAMEL COMPONENTS IN MORE DETAIL, WITH THE OBJECTIVE BEING TO
TEACH A WIDELY RECOGNIZED METHOD OF FINANCIAL AMNALYSIS OF
BANKS.
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COMPOSITE RATINGS

Composite_1

. basically sound in every respect

* findings are of a minor nature and can be handled routinsly
€ resistant to external economic and financial disturbances

.

no cause for supervisory concerns

Composite 2

fundamentally sound

findings are of a minor nature and can be handied routinely

stable and can withstand business fluctuations well

supervisory concerns are limited to the extent findings are corrected

Composite 3

* 0 & 9

* financial, operational or compliance weaknesses ranging from
moderately severe to unsatisfactory

¢ vulnerable to the onset of adverse business conditions

* easily deteriorate if actions are not effective in correcting weaknesses

* supervisory concern and more than normal supervision to address
deficiencies

o site 4
»

immoderate volume of serious financial weaknesses
unsafe and unsound conditions may exist which are not being
satisfactorily addressed

* without coriections, these conditions could develop further and impair
future viability
high potential for failure
close supervision and surveillance and a definite plan for correcting
deficiencies

Composite 5

high immediate or near-term probability of failure

* severity of weaknesses is so critical that urgent aid from stockholders
or other financial sources is necessary
* without immediate corrective actions, will likely require liquidation,

merger, or acquisition
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COMPONENT RATINGS

Rating 1
* strong performance

Rating 2

satisfactory
adequately provides for safe

Rating 3

¢ performance flawed to some
considered fair

neither satisfactory nor avera
quality

*

*

Rating £
* marginal performance

* significantly below average

*

Rating 5
* unsatisfactory

*

significantly higher than averagoe performance

average or above average performance

and sound operation

degree

ge but is characterized by below average

weaknesses could evolve to threaten viability of bank

critically deficient and needs immediate attention

such performance could threaten the viability of the institution

-61 -



2. ANALYSIS OF CAPITAL

In general terms, the function of bank capital is to support the volume,
type and character of the bank’s business, to provide for the possibilities of
losses that may arise, and to enable the bank to continue to fulfill the
reasonable credit needs generated within the community that it serves.
Inasmuch as it is generally agreed that depositors are not meant to assume
risks emanating from the operation of the bank, capital should be sufficient to
absorb shrinkage in asset value and other losses that may be incurred.

The risk asset ratio is an objective measure of the amount of shrinkage
that can be absorbed by a bank’s capital structure and is to be used in rating
bank capital. This ratio defines the relationship of gross capital to those assets
which contain some potential for loss {i.e. risk assets) without attempting to
specify the loss inherent in any given risk asset or risk asset category.

The risk asset ratio is calculated from the bank’s most recent
Consolidated Report of Condition (including foreign and domestic subsidiaries,
when applicable) and is defined as follows:

Risk Asset Ratio = ro ital Fun
Risk Assets

The term gross capital funds includes total equity capital, the reserve for
possible loan losses and subordinatad notes and debentures. Risk assets are
definad as tota! assets plus reserve for possible loan losses iess cash and due
from banks, U.S. Treasury securities, obligations of U.S. Government
agencies, trading account securities, and Fed funds sold and securities
purchased under agreements to rasall.

Since the risk asset ratio does not distinguish the degree of risk
associated with differing asset structures, it is to be used in tandem with the
quality of assets rating to arrive at the final rating of bank capital. The
following tables provide the ratio guidelines and the limiting conditions which
are to be used in arriving at the overall capital rating.

©



ASSET QUALITY LIMITING CONDITIONS

Capital Rating Conditions
1 Asset quality must be rated 1 or 2.
2 Assat quality must be rated at least 3.
3 Asset quality must be rated at least 4.
4 Capital is so rated if weighted classifications impair

the capital stock account.

5 Capital is so rated if assets classified loss impair the
capital stock account.

For ratings 1 through 4, a bank’s risk asset ratio should generally equal
or exceed the specified guideline ratio associated with a particular capital
rating in order to be assigned that rating. For rating 5, an upper limit is
provided below which a risk asset ratio warrants the lowest capital rating. A
risk asset ratio that is somewhat below a particular ratio guideline does not
necessarily preclude the more favorable rating, provided asset quality is rated
strong or satisfactory and, in the judgement of the rater, the more favorable
rating is supported by and consistent with the bank’'s overall financial
condition. If a limiting condition is not met, the capital rating shouid be
lowered to a level that is felt to be consistent with the volume and severity of
classified assets. Limiting conditions 4 and 5 apply regardless of risk asset
ratio.

The guidel'nes reflected in ths foregoing tables are not meant to
establish rigid and inviolable criteria nor to preclude the element of judgement.
However, capital:is presumed to be rated in accordance with the guidelines
unless other relevant ccnsiderations are brought to bear in support of what is
believed to be a more appropriate rating. No capital rating should be accorded
based on the ratio and condition guidelines above without full consideration of
all pivotal factors that determine the need for capital. In addition to the
volume and severity of problem credits, other factors warranting consideration
in rating capital are internal capital generating capacity, accessibility to capital
rnarkets, and deposit and liability structure. Thus, capital ratings that do not
fully accord with the foregoing ratio and condition guidelines are acceptable
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if, in the rater’s judgment, other factors and considerations are sufficient to
justify a departure from the guidelines. Any departure, however, should be
noted and explained in the discussion of capital in the confidential section of
the examination report.

Within the context of the foregoing discussion, bank capital is rated (1
through 5) as follows:

Rating 1 (Strong)

Capitalizaticn is strong in relation to:

(a)  the volume of risk assets:

(b} the volume of marginal and inferior quality assets;

(c) bank growth experience, plans and prospects; and

(d)  the strength of management in relation to (a), (b) and (c).

Ordinarily, a bank whose asset quality is strong or satisfactory and
whose risk asset ratio equals or exceeds the appropriate percentage
reflected in the table should be considered as deserving of a 1 capital

rating.

R 2 (Satisfac
Capitalization is satisfactory in relation to:

(@)  the volume of risk assets;

(b} the volume of marginal and inferior quality assets;

(c) bank growth experience, plans and prospects; and

(d)  the strength of management in relation to (a), (b), and (c).

Where management competence is adequate to satisfactorily resolve
any modest complications arising out of points (a), (b) and (c), a bank’s
capital should be rated 2 if its asset quality is no worse than fair and its
risk asset ratio equals or exceeds the appropriate percentage reflected
in the foregoing table.
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Rating 3 (Fair)
Capitalization is not fully adequate in relation to:

(a)  the volume of risk assets;

(b)  the volume of marginal and inferior quality assets;

(c) bank growth experience, plans and prospects; and

{d)  the strength of managemant in relation to (a), (b) and (c).

A 3 rating should be ascribed to a bank's capital position when the
relationship of the capital structure to points (a), (b) or (c) is adverse,
even giving weight to management as & mitigating factor. Such
conditions would generally prevail where asset quality is no worse than
marginal and the risk asset ratio equals or exceeds the appropriate
percentage reflected in the foregoing table.

tin arginal

Capitalization is inadequate. This normally should include banks whose
weighted asset classifications impair the capital stock account or whose
risk asset ratio is within the appropriate range prescribed in the
foregoing table.

Rating 5 {Unsatisfactory)

This rating is ascribed in cases where assets classified loss impair the
capital stock account or where the bank's risk asset ratio falls below the
prescribed ratio in the foregoing table.
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1)

2)

3)

4)

5)

6)

7)

8)

CRITICAL FINANCIAL FACTORS
CAPITAL

Size of the bank--community, regional or multinational

* Compare primary capital ratio with minimum level
.. Determine in which zone the total capital ratio falls
* Compare ratios with peer group averages--consider trends

Volume of risk assets
. Compare risk asset ratio to peer group averages
* Consider trends

Volume of marginal and inferior quality assets
* Weighted classification ratio
* Classification ratio, trend and mix of classifications

Bank’s growth exparience, plans and prospects

* Compare capital formation rate to asset growth rate
* Recent trends
* Branch expansion plans or major building and remodeling plans

Quality of capital

* Ratio of debt capital to equity should not exceed 50% per

Board’s guidelines

Retained earnings
* Compare dividend payout ratio to peer group averages
* Past trend and prospective earnings

Access to capital markets
* Strength of parent
* Control owners ability to inject
* Return on equity--trend and peer group averages

Non-ledger assets and sound values not shown on books

° Real property at nominal values
. Charge-offs with firm recovery values
@ Tax adjustments
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CAPITAL ADEQUACY RATING

Total Capital
Rating Ratio
1 7.0%
2 6.0%
3 5.5%
4 5.0%
5 < 5.0%

Primary Capital
Ratio Limitations
6.0% Asset quality no less than 2.

5.5%

5.0%

5.0%

< 5.0%
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Risk asset ratio no less than
11%.

Asset quality no less than 3.
No risk asset limit.

Asset quality no less than 4.
No risk asset limit.

Woeightad classifications are
greater than primary capital.

Loss classifications are greater
than primary capital.



3.

ANALYSIS OF ASSET QUALITY

In rating asset quality, the system is designed to distinguish the degree

of risk inherent in classified assets by ascribing weichts to each category of
classification, thereby providing a more reliable measu e of 4;1e impact of risk
on bank capital.

Tre following weights are to .)e used:

Classification Weights
Substar.dard 20%
Doubtful 50%
Loss 100%

Total weighted classifications equal the aggregate of 20 percent of

assets classified substandard, 50 percent of doubtful and 100 percent of loss.

The ratio of weighted classifications to gross capital funds (as defined

above) is the primary criterion to be used in determining the quality cf assets.
Asset quality is rated (1 through 5! as follows:

Rating 1 (Stron

Ordinarily, ass.t quality is so rated when total weighted classifications
do not exceed 5 percent of gross capital funds. Aggregate weighted
classifications somewhat ir excess of & percert of gross capital should
not preclude a 1 rating when economic conditions are concucive and
mar:agement has demonstrated an ability to effectively collect problem
credits. However, where such is not the case, or if ardivionai problems
exist in concentrations of investments or credits, a high level of non-
earning assets, other assets “"specially mentioned," or a heavy
investment in fixed assets, « iess favorable rating may be usec even
thcugh the total of weighted classifications is less than 5 percent of
gross capita: funds.
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Rating 2 (Satisfactory)

Instructions and latitude to exercise judgment in using a more or less
favorable rating are the same as noted above, except banks with asset
quality so rated should not have an aggregate of weighted classifications
in excess of 15 percent of gross capital funds.

Rating 3 (Fair)

Instructicns and latitude to exercise judgment in using a more or less
faverable rating are the same as noted above, except banks with asset
quality so rated should not have an aggregate of weighted classifications
in excess of 30 percent of gross capital funds.

Rating 4 (Marginal)

Instructions and latitude to exercise judgment in using a more or less
favorable rating are the same as noted above, except banks with asset
quality so ratad should not have an aggregate of weighted classifications
in excess of 50 parcent of gross capital funds.

Rating 5 (Unsatisfactory)

Asset quality should be so rated when aggregate weighted
classifications are in excess of 50 percent of gross capital funds.
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1)

2)
3)

4)

5)
6)
7)

CRITICAL FINANCIAL FACTCRS

ASSET QUALITY
Volume of classifications
* Woeighted classification ratio
* Total classification ratio
. Trend of ratios and dollar amounts

Special mention loans--level and trend
Level, trend and compositian of non-accrusi and renegotiated loans

Effectiveness of loan administration

* Formalized lending and investment policies
* Volume and trend and past-due loans
® Adequacy of loan review system

Volume of concentrations in excess of 25% of capital and surplus
Volume and character of insider transactions

Depreciation in securities portfolio

- 70 -



Substandard

Doubtful

Loss

ASSET QUALITY RATING

S x 2= 5
$ ____ x 5= S
S x 10= S __
Total Weighted Classifications (TWC) =s_

JWC
PC*

%

* Common stock, perpetual preferred,
capital surplus, unincumbered
provisions, reserves for contingencies
and other capital reserves, mandatory
convertible instruments, and reserve
for loan losses.

MAMMMM

1

b w N

0 < 5%
5 < 15%
15 < 30%
30 < 50%
> 50%
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4. ANALYSIS OF EARNINGS

Earnings are to be rated based upon their level (quantity) and their
composition (quality). Both aspects of earnings must be appraised to derive
the final rating. The quantitative aspect is to be evaluated by analyzing the
bank’s return on assets relative to its peer group mean or average. The peer
group approach is utilized in appraising the quantitative aspect of earnings
because income and expense items vary greatly depending upon the size and
nature of a bank’s operations. The preliminary assessment derived from peer
group analysis is then modified, if necessary, to reflect the quality or
composition of the bank’s net income. This step is essential. No rating is to
be assigned to earnings without a careful consideration of the quality of
earnings.

The guantitative aspect of earnings is evaluated through an analysis of
the bank’s return on assets (defined as net income divided by the average total
assats) relative to the three-year mean for its particular peer group. The
following total asset level cutoffs define the nationwide peer groups to be used
for the earnings analysis:

under $50 million

$50 million to $100 million
$100 million to $300 million
$300 million to $1 billion

$1 billion to $5 billion

over $5 billion

A three-year mean return on assets is derived for each peer group and
a three-year average return on assets is calculated for each peer group bank.
This permits the determination of cutoffs, or benchmark ratios, based upon the
three-year peer group array against which an individual bank’s return for any
given year can be compared. Cutoffs that divide the three-year peer group
array into the highest 15 percent, the top 50 percent, the next 35 percent,
and the bottom 1£ percent will be used to set the ratio benchmarks. These
benchmarks will then be used as standards against which an individual bank's
return on assets for any given year will be evaluated. The use of three-year
data to set standards diminishes the immediate effect of an industry-wide
decline in earnings on the standards of performance, thus making the earnings
criteria more stable and less subject to cyclical changes.
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In practice, the examiner will compare a bank’s most recent full year's
return on assets with the benchmarks to determine a bank’s preliminary
earnings rating. Interim year-to-date earnings, especially for examinations
conducted later in the year, must also be considered in assigning a finai rating.
As discussed below, the quality or composition of earnings is also a factor to
be weighed in arriving at a final earnings rating.

Since the returr: on assets ratio alone does not always present a wholly
reliable picture of a bank's earnings performance, the quantitative evaluation
must be modified, if appropriate, to refiect the quality or composition of net
income. Judgment must be brought to bear in determining the adequacy of
transfers to valuation reserves and the extent to which securities transactions,
tax effects, or any other unususal items coritribute to net income. The
quantitative evaluation may be modified upward or downward in a rmanner
consistent with the definitions below in the event that an analysis of the
composition of net income supports such an adjustment. Other things equal,
net income that reflects, to an overly large degree, inaclequate loan loss
provisions, substantial tax credits, outsized securities gains, or significant non-
recurring income items, is generally of lower quality than net ircome of similar
magnitude that derives basically from operations and has not been materially
influenced in any of the foregoing ways. Thus, earnings that are judged to be
of inferior quality may be downgraded from the rating suggested in the
preliminary assessment, since an inability to generate sufficient income from
operations constitutes a serious deficiency and must be properly reflected in
the final earnings rating.

In light of the foregoing discussion, earnings are to be rated (1 through
5) in accordance with the following guidelines:

Rating 1 (Strong)

Earnings so rated are sufficient to make full provisions for the absorption
of losses and the accretion of capital when due consideration is given to
asset quality and bank growth. Ordinarily, earnings so rated will reflect
a return on assets that exceeds the cutoff for the top 15 percent of
banks in the three-year peer group array. However, a return at a
somewhat lower level will not preclude a 1 rating, provided the dividerd
payout rate is not so high as to cause an adverse reiationship between
the rate of increase in retained earnings and the rate of increase in
banking assets, taking into consideration the adequacy of capital.
Likewise, a dividend payout rate that is sufficiently high as to cause an
adverse relationship to exist stggests conditions warranting a lower
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rating despite the fsvorable return on asssts. In general, earnings rated
1 should reflect roesonable loan loss provisions given the level and
severity of problsivi credits and should not depend to a proportionately
large degree on tax credits, securities gains, or other unusual
nonrecurring income or expense items. Thus, such banks are
characterized by high quality earnings and strong operating results.

fact

With the same latitude as noted above for exercising judgment in
ascribing a more or less favorable rating, a bank whose earnings are
relatively static or even moving downward may receive a satisfactory
rating provided its return on assets is equal to or above the three-year
average of its peer group. Earnings so rated should also be sufficient to
make full provision for the absorption of losses and the accretion of
capital. In general, any negative or downward trend is transitory and
should not reflect the likely emergence of serious future earnings
problems. Such earnings, also, are of high quality and reflect
satisfactory operating results.

Bating 3 {Fair)

Earnings so rated are not sufficient to make full provision for the
absorption of losses and the accretion of capital in relation to bank
growth. Generally they will reflect a return on assets that is less than
the peer group average but higher than the cutoff for the bottom 15
percent of banks in the three-year peer group array. The earnings
picture of such a bank may be further clouded by static or inconsistent
earnings-trends, a high dividend payout rate, inadeguate capital, or less
than satisfactory asset quality. Earnings so rated may be of lower
quality and reflect operating results which presage more serious future
earnings problems.

Rating 4 (Marginal}

While net income should be positive, earnings so rated will generally
reflect a return on assets that falls below the cutoff for the bottom 15
percent of the banks in the three-year peer group array. The earnings
picture of such a bank may be characterized by erratic fluctuations in net
income, the development of a downward trend, intermittznt losses or a
substantial drop from the previous year. In gensral, such earnings reflect
poor oporating results, are wholly inadequate to make full previsi. 0 for
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absorption of losses and accretion of capital, and may rely heavily or
entirely on tax credits, securities gains or other non-recurring items.

Rating 5 (Unsatisfac

This rating reflects a level of earnings so inadequate as to constitute, in
the rater’s judgement, a possible threat to centinued viability. Ordinarily,
earnings so rated will reflect net losses. However, positive net income
may warrant an unsatisfactory rating if significant losses are only
precluded by the existence of tax credits, securities gains, or other
unusual items.
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1)

2)

3)

4)

5)

CRITICAL FINANCIAL FACTORS
EARNINGS

Return on assets--compare to peer group averages and bank’s own profit
trend

Material componants of income and expenses--compare to peers and
bank’s own trends

® Operating expense/operating income
* Non-interest expense/operating income
* Spread between cost and use of funds

Adequacy of provision for loan losses
Level and trend of ioan losses--compare net loan losses to
average loans with peer group averages and review bank’s own
trends

* Adequacy of valuation reserves--compare to gross loans and peer
group averages

Quality of earnings
. €xtent to which extraordinaryitems, security transactions and tax
effects contribute to net income

Dividend payout ratio in relation to the adequacy of bank capital
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Earnings are rated based upon their level (quantity) and their composition
(quality). Other things equal, net income that reflects, to an overly large
degree, inadequate loan loss provisions, substantial tax credits, outsized
securities gains, or significant non-recurringitems, is generally of lower quality
than net income of similar magnitude that derives basically from operations

Ni ATl

and has not been materially influenced in any of the forsgoing ways.

g H WON =

TURN ON AS N
(percent)

$Size of Total Aagsts

Under $130-300 $300-1,000 $1-5
Million  Million Million Billion

1.15 1.05 0.95 0.85
0.95 0.85 0.75 0.65
0.75 0.65 0.55 0.45
0.75 0.65 0.55 0.45
Net Net Net Net
Losses Losses Losses Losses
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0.75
0.55
0.35
0.35

Net
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5. ANALYSIS OF LIQUIDITY

Liquidity must be evaluated on the basis of a bank’s capacity to promptly
meet the demand for payment of its obligations and to readily fulfill the
reasonable credit needs emanating from the community or communities which
it serves. Since banks of varying sizes operate under vastly different
circumstances attendant to local, regional, national and international markets,
analyses of liquidity will vary greatly from bank to bank depending upon the
magnitude, nature and scope of a bank’s operations. Thus, no single ratio or
formula adequately captures and summarizes the many-faceted dimensions of
liquidity for all sizes and categories of banks. Instead, liquidity must be judged
with regard to a bank’s ultimate ability to fund its obligations and
commitments. In practice, then, the examiner must review the bank’s current
liquidity position and ask how liquidity would be affected by certain events in
the bank’s relevant economy or service area that might reasonably be
expected to occur given the nature of the bank’s operations and past
experience. Thus, scenarios that include reductions in the level of deposits or
shiocks within the money markets should be considered and analyzed for their
likely effect on an institution’s liquidity position. Similarly, consideration
should be given to the expected impact on funding requirements emanating
from the bank’s responsibility to provide for the credit needs arising from the
market which it serves.

An individual bank’s liquidity, therefore, is rated (1 through 5) with
respect to (a) the volatility of deposits; (b) the degree of reliance on interest-
sensitive funds; (c) availability of assets readily convertible into cash; (d)
accessibility to money markets: (e) overall effectiveness of asset-liability
management strategies and policies; (f) compliance with internal liquidity
policies; and (g) the nature, volume and anticipated usage of credit
commitments. It is recognized that these factors will have varying degrees of
relevance for different banks depending on their size and particular financial
structure, and that any evaluation of liquidity must necessarily address an
individual bank’s unique circumstances. Within the context of the foregoing
discussion, bank liquidity is rated in accordance with the following guidelines:

Rating 1 (Strong)

Liquidity so rated provides more than a sufficient volume of liquid assets
and/or ready and easy access to external sources of liquidity, thereby
furnishing the capacity to promptly meet the demand for payment of
obligations and readily fill the reasonable credit needs emanating from
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the community being served. Ordinarily, this situation will reflect
liquidity ratios that significantly exceed acceptable norms associated
with the character and size of the bank’s operations. Liquidity ratios
that are at a somewhat lower level, however, will not preclude a 1 rating
where the bank has easy access to ready markets, provided that (a)
borrowed (including rate sensitive) funds are within a moderate level;
and (b) the relationship between the increase in core deposits and the
increase in bank loans is not adverse. Moreover, a large volume of rate
sensitive funds, coupled with an adverse trend in the relationship
between the growth of core deposits and loans, suggests conditions
deserving a lower rating in spite of favorable liquidity ratios.

Rating 2 (Satisfactory)

A bank developing a trend toward decreasing liquidity and increasing
reliance on borrowed funds, yet still within acceptable proportions, may
be accorded a satisfactory rating provided its liquidity ratios are at or
above acceptable norms associated with the size and character of the
banik’s business.

Rating 3 (Fair)

Liquidity so rated is characterized by (a) a volume of liquid assets that
is not sufficient to fully provide for the demands that may emanate from
its obligations and adequately meet the reasonable credit needs of the
community without necessitating an increasing reliance on borrowed
funds, and (b) a level of borrowed (including rate sensitive) funds that
is already approaching or exceeds reasonable proportions. Such a
situation may require a bank to pay additional premiums to obtain short-
term funds in the money markets and, generally, would involve liquidity
ratios below acceptable norms given the character and size of the bank's

business.

Rating 4 (Marginal)

The liquidity ratios for banks so classified are significantly less than the
acceptable norms associated with the character of the bank's bueiness.
Ordinarily, such banks are vulnerable to & loss of confidence in the
money markets. Moreover, it is likely that banks so rated are foreclosed
from certain money market maturities and are forced to pay considerable
premiums for borrowed funds. The volume of readily convertible assets
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1)

2)

3)

4)

5)

6)

7)

L FINANCIA
LIQUIDITY

Reliance on voiatile liabilities--compare with peer group averages and
bank’s own trends; consider criticism when amount exceeds 25% of

total assets

Avallablllty of assets readily convertible to cash
Voiume of temporary assets--compare temporary
investments/total assets to peer group averages and bank’s own

trends

* Volume of securities due in five years or less as percentage of
total portfolio

. Amount and percentage of unpledged securities

¢ Extent of depreciation in securities portfolio

Reliance on core deposits--conipare with peer group averages and bank’s
own trends

Overali effectiveness of asset/liability managerment

. Compare loan/deposit ratio with peers, review in relation to
borrowings

* Compliance with internal liquidity policies

. Consider maturity structure of deposits against loan maturities

Level and frequency of borrowings

* Review average lending or borrowing position

* Frequency and amount of deficiencies in maintaining required
reserves

* Review reasons for borrowing

. Rates paid for borrowings--compare with going interest rates

Nature, volume and anticipated usage of bank’s loan commitments

* Total commitments to total deposits--review bank’s trends

* Is there a trend toward increasing the issuance of standby lotters
of credit or other non-use of funds lending vehicles?

Ability to borrow
* Number and size of correspondents

. Discount window (collateral)
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may be so thin as to threaten the viability of the bank, requiring
concerted effort by bank management to remedy the deficiency.

Bating 6 (Unsatiatactory)

The liquidity of such banks is 8o critical as to constitute an imminent
threat to continued viability. Banks so rated require immediate remedial
action or urgent financial assistance to allow them to meet their
obligations and commitments.
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6. ANALYSIS OF MANAGEMENT

Inasmuch as management is rated on the effectiveness with which it
conducts the bank’s business, the responsibilities with which it is charged vary
in complexity depending on the conditions inherert in any given situation.
These conditions are affacted by size and type of business and, for a given
bank, will vary through time. Therefore, management that is competent to
effectivaly discharge resnonsibilities under giver conditions may be less than
competant zs these conditions wre altered by size, type of business, or through
time. Management should, then, be rated accordingly.

Management’s performance is evaluated against a wide variety of
oojective and subjective factors. In addition to evaluating performance in light
of adequacy of capital and liquidity, asset quality and profitability,
managementis also rated with respect to (a) technical competence, leadership,
and administrative ability; (%) compliance with banking regulations and
statutes; (c) ability to plan and respond to changing circumstances; (d)
adequacy of and compliance with internal policies; (e} depth and succession;
(f) tendencies toward self-dealing; and (g) demonstrated willingness to meet
the legitimate banking needs of the community. Management is rated in
accordance with the following guidelines:

Rating 1 (Strong)

Management that is capable of discharging the responsibiiities emanating
from the situation in which it is found. Its performanca with respect to
virtually all factors considered is fully effective, and it exhibits a
responsiveness and ability to cope successfully with existing and
foreseeable problams that may ariss in the conduct of the bank’s affairs.

Rating 2 (Satizfactory)

While performance may be deficient in minor respects, management so
rated is both competent and able to operate the bank within accepted
banking practices and in a generally safe and sound manner. Overall,
such management is adequate to its responsibilities and has
demonstrated a satisfactory racord of performance in the situation in
which it is found.
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Rating 3 (Fair}

Management performance that is lacking in some measure of
competence desirable to meet the responsibilities of the situation in
which it is found. Either it is characterized by modest talent when
above-average abilities are called for, or it is distinctly below average for
the type and size cf bank in which it operates. Such managemsnt may
be safe at the moment, but criticizable features of the bank’s operations
weigh heavily against the more favorable factors. Its responsiveness or
ability to correct less than satisfactory conditions may be lacking.

Rating 4 (Marginai)

This rating is indicative of a management that is generally inferior in
ability compared to the responsibilities with which it is charged. In most
instances, banks with marginal management should be accorded a
composite rating which indicates vulnerability, and often may warrant a
more adverse composite rating because of marginal capital, asset
quality, earnings or liquidity, or strong evidence of deterioration in these
areas with which present management may not be able to cope.

Rating 5 {Unsatisfactory)

This is the lowest rating and is applicable to those instances where
incompetence has been demonstrated. In these cases, management
must be substantively strengthened or replaced before sound conditions
can be reestablished.
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1)

2)

3)

4)

5)

6)

7)

CRITICAL FINANCIAL FACTORS
- - MA ENT

Evaluation of capitai adequacy, asset quality, earnings, and liquidity
within safe and sound limits

Technical competence, leadership and administrative ability, integrity of
senior and middle management
* Qualifications, experience level and ability of junior officers to
assume greater responsibilities
Quality of supervision provided by management
Adenuacy of staff training
Depth of and provision for management succession

Compliance with banking laws and reguiations

Adequacy of and compliance with irnternal poiicies

* internal controls, records and accounting systems
* Personnel policies--adequacy of salary and promotional policies
. Compliance with loan policies, investment policies, asset/liability

management guidelines

Tendencies toward self-dealing

* Granting of loans on unsound basis, preferential terms and
conditions to large shareholders, directors, officers, or their
interasts

* Payment of excessive salaries, fees, dividends

* Using bank funds for unjustified personal expenses of officers,
directors

Ability to plan and respond to changing circurnstances

* Effect of recession, inflation, and depressed industries on the
bank’s operations
o Ability or inability to take advantage of suggested changes and

to correct former errors or weaknesses

Demonstrated willingness to serve the legitimate credit needs of the
community
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8)

9)

Adequacy of directorate
o Boerd members represent broad cross-section of service

community

Good attendance at mestings

Minutes well documanted and reflect active participation by all
members in selecting managing officers, detarmining policies,
reviewing operations, financial resulits, stc.

. Domination of decision-making by one or two directors which
negatively affects operations
e Adequacy of committee structure--loan committes, audit and

exam committse

Existence and adequacy of quelified audit staff and programs
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Statistical Analysis

A. INTRODUCTION

As mentioned previously, there are three historical periods to the HG Program: the early
private sector loans from 1965 to 1971; the sovereign guarantees ioans from 1972 to the present;
and the new non-sovereign loans from the late 1980’s until the present. For the earlier private
sector loans and the sovereign guaranteed loans there is a historical pattern of lending,
repayments, defaults and recoveries. While the structure of the new non-sovereign loans is not
the same as the either the earlier private loans or the sovereign guaranteed loans, there is at least
some correlation between the historical performance of these loans compared to the new non-
sovereign loans. Therefore, the team has reviewed some basic information about the
performance of these loans. The information is based on readily available information from the
HG Program; an in-depth analysis of the information might be useful for the HG Program in the
futere. The team has also reviewed a study conducted by PRE/H to evaluate the housing
program’s historical performance from a credit subsidy perspective.

B.  HISTORICAL PERSPECTIVE

The Housing Office has information on both the old private se:tor loans and the
sovereign guaranteed loans. Because the accounting for these loans is different, the information
base in not comparable between the two groups. Further, since the data base for all loans was
orly established in 1988, there 1s no readily available information on flows before 1988 without
evaluating the portfolio in detail. What is available is some aggregate information on the
portfolio.

According to the information provided by PRE/H, the HG Program has made 42 lcans
without host government guarantees since 1964. The bulk of these loans were made between
1964 and 1975. Some of these loans have been repaid in full, but of the loans currently
outstanding, about 33, or 79 percent, are currently in arrears. Arrears in this case means not
making at least one principal or interest payment on time. The contract or par amount of these
guarantees was about $135 million, of which $16 million, or 13 percent, has had to be paid by
USAID. While the irequency of default has been high, the severity or magnitude of the
principal default has been considerably less. However, a full subsidy calculation would also
have to inciude an interest calculation and this cannot be readily done with the available
information.

Based on the information provided, the Housing Program has issued 178 sovereign
guarantees since the program’s iaception. At this time, these loans are either: (i) current; (ii)
in arrears for principal, interest or both; or (iii) have been rescheduled one or more times.
Because of the numerous rescneduling of loans which are not maiciied on a one-to-one basis, it
is very difficult to track the ultimate cost to USAID of any loans which have defaulted.

Of the 178 loans under contract, 68 are either currently in arrears or have been
rescheduled. This is about 35 percent of the guarantees. What we do not have is any readily
available information to judge the magnitude of the losses which are much more comparable to



credit subsidy calculations. Of the 123 loans classified as rescheduled which have defaulted at
least once, another 56, or 45 percent, defaulted again after being rescheduled. Again, the
information is rot available to determine the magnitude of these losses.

Since the progran1’s inception, 53 loans have been repaid. The contract or par amount
of these loans is approximately $236 million. Of this principal amount, the borrower paid $220
million and USAID paid $16 million or 6.7 percent. However, what the team does not have is
any calculation of the interest payment made by the borrower and USAID, or an offset for any
fees paid.

C. SUBSIDY CALCULATIONS

In 1991, a study was conducted which included a calculation of representative subsidy
calculations for the HG Program based on historical cash flows. The study calculated the
subsidy amournts by country based on the country’s past performance with the HG Program.
The study did not separate private from sovereign guarantees or evaluate the entire portfolio,
and it used a methodology which approximated subsidy amounts. Nevertheless, the study does
provide a good uistorical perspective of the portfolio from a credit subsidy viewpoint.

The study showed that defaults really fall into two main groups: those that do not default
and those that have serious defaults. Over half the countries (20 of 39) receiving guarantees had
negative subsidies and no defaults. Some had negative subsidies because of fees paid. Nine of
the 39, or 37 percent, had subsidy calculations greater than 40 percent, which shows that when
a country defaults, it usually defaults substantially. Some countries had subsidy calculations
above 100 percent because of the method used to calculate the subsidy amount. In general,
countries have either a good or very poor repayment record. The average unweighted subsidy
for all the countries is 26 percent but the weighted average is 10 percent, which means that some
of the larger guarantors have been the better credits. When the estimated subsidies were
compared to the ExIm subsidies, the historical amounts were lower in the stronger countries,
but the actual subsidies were higher in the weaker countries.

Since all the information has not been confirmed or analyzed in detail, it is difficult to
make any generalizations. However, there are some gereral conclusions. One, there is a wide
disparity between the incidence of default and the magnitude of the default. The difference is
difficult to follow because of the limitations of the information base and the accounting methods
which have been adopted. Two, as other bankers indicated, the guarantees tend to break down
between the good and the very bad. This means that any risk assessment should attempt to
identify those elements which cause a tota! default on the }oan. Three, although a large number
of loans have had problems, many countries have a solid record of repayment and records which
are better than those indicated by the ICRAS model.

In summary, since the old information is not comparable to the current program, and the
information base is weak, the team could not use historical information in developing the non-
sovereign risk model.
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Non-Sovereign Risk Model and Suppoiting Schedules



Non-Sovereign Risk AssessmentModel

AID Housing Guarantee Program

Borrower: Example
Country: Example
Inputs

Country (ICRAS) Rating: D

CAMEL PLUS Rating: 2
Risk Mitigation Rating (If Any):
(Yes=1,No=0) 1
Rating 3
Weighting of:
Country 60.00%
IFI 40.00%
Total 100.00%
Results
Borrower Rating C
Risk Premium
(Basis Points) 135
(Percent) 1.35%
Propotional Risk Premium
(Basis Points) 158
(Percent) 1.58%

Sample



1. Country Rating

2. IFl Rating

CAMEL PLUS
Rating

Number Assigned
Ranking Ranking

N
o
o
o
N

Country Ranking 28

Number Assigned
Ranking Ranking

IFI Ranking 11

3. Country and IFl Weighting

Assigned
Ranking Weighting
Country Ranking ======;8 ==:(:0—-E);==
IFI Ranking 11 40.00%
Total Weighted Risk Ran:i:g: T ) =1=00=0-—;):6_ )
Sample

Weighted
Ranking

<



4. Risk Mitigation Rating (If any)

Risk Mitigation Percentage Assigned
Rating Reduction Reduction
1 60.00% 0.00%
2 48.00% 0.00%
3 35.00% 35.00%
4 22.00% 0.00%
5 10.00% 0.00%
Risk Mitigaticn Reduction 35.00%

5. Total Risk Ranking

Weighted Risl Ranking 21
Risk Reduction 1 —35.00%
(1=YeS,O=NO) =E=========
Weighted and Adjusted Ranking 14

Sample



6. Interest Premla Conversion

Welghted and Ranking Country ICRAS Risk Borrower Proportional Borrower

Adjusted Ranking Scale Rating Premia Risk Premium  Risk Premium Letter Rating
0 0 A 40 0 0 1
0 5 B 75 0 0 1

14 11 C 135 135 158 c
0 18 (o 196 0 0 1
0 28 D 317 0 0 1
0 40 D- 464 0 0 1
0 55 E 759 0 0 1
0 68 E- 1138 0 0 1
0 81 F 18396 0 0 1
0 90 F—- 2655 0 0 1
0 100 = 4172 0 0 1
135 158

Sample



i
\

CONVERSION TO SKEWED SCALES

Country Conversion Average of
Country  Country Converted Country and
Rating Subsidy 1-100 Rounded IFH
A 4.60% 0.00 0 0
B 8.50% 4.33 4 5
C 14.60% 11.10 11 11
C- 20.29% 17.42 17 18
D 30.09% 28.30 28 28
D- 39.87% 39.16 39 40
E 54.43% 56.32 55 55
E- 66.76% 69.01 69 68
F 80.51% 84.28 84 81
F— 87.64% 92.19 92 90
F—— 94.67% 100.00 100 100

Camel Adjustment

CAMEL Moody’s  ICRAS Converted
Rating Equiva Equiva Subsidy Rounded to0to 100
1 AA A 5.00% 5 0
2 Baa C 15.00% 15 11
3 Ba D 30.00% 30 28
4B E 54.00% 54 55

5C F—— 94.00% 94 100



Summary Chart -~ Suggested Weightings

CAMEL Ranking
Country Borrower Subsidy
Country Raling Subsidy 1 2 3 4 [ 3
1.Country — B 30/70 30/70 30/70 30/70 30/70
2 Country ~ C 40/60 40/60 40/60 30/70 30/70
3.Country — D 60/40 60/40 60/40 50/50 50/50

4. Coumlry — E 60/40 60/40 60/40 50/60 50/60



Guideline for Previous Experience with Borrower Ratings

Borrower current on payments for more than five years . . .......... e

Borrower current on payments for three to five years

Borrower current on payments for one to two years

Borrower has missed a payment within the past twoyears .......... e

Borrower has not made a payment for more than two

years . ..... e
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Worksheet for Non-Sovereign Risk Model



WORKSHEET
FOR
NON -SOVEREIGN RISK ASSESSMENT MOCCL
FOR
AID HOUSING GUARANTEE FPROGRAM

i. COUNTRY RISK
COUNTRY NAME:
COUNTRY ICRAS LETTER RATING:
1l. IF1 RISK
WEIGHTING
W/EXPERIENCE WEIGHTED
RANKING (WO/EXPERIENCE) RANKING
1. CAMEL RATING: 70% (850%)
2. OWNERSHIP/REGULATION: 15% (20%)
3. EXPERIENCE: 15%

4. CAMEL PLUS RATING

lii. RISK MITIGATION RATING:
IV. WEIGHTING

1. CGUNTRY:
2. IFI:

V. INPUTS FOR OMB MODEL

1. RISK PREMIUM
Borrower Letter Grade:
Interest Rate Risk Premuim:
2. FEES
Upfront:
Annual:
3. BORROWING RATE
4, TREASURY RATE:

VI. CREDIT SUBSIDY AMOUNT:



Appendix 8

Non-Sovereign Risk Model Output for Case 1: Regional Development Bank

o



Non-Sovereign Risk AssessmentModel

AID Housing Guarantee Program

Borrower: Regional Development Bank
Country: Multiple
Inputs

Country (ICRAS) Rating: E-—

CAMEL PLUS Rating: 2
Risk Mitigation Rating (If Any):
(Yes=1,No=0) 0
Rating 0
Weighting of:
Country 75.00%
IFI 25.00%
Total 100.00%
Results
Borrower Rating E
Risk Premium
(Basis Points) 759
(Percent) 7.59%
Propotional Risk Premium
(Basis Points) 750
(Percent) 7.50%

Regional Development Bank



1. Country Rating

ITIUU(")OCD)

mTm
| I

'n
"
|

2. IFI Rating

CAMEL PLUS
Rating

Number Assigned
Ranking Ranking

Country Ranking 69

Number Assigned
Ranking Ranking

IFl Ranking 11

3. Country and IFl Weighting

Assigned

Ranking Waeighting
Country Ranking ======:9 ==;;()=();==
IFIRanking 1 25.00%
Total Weighted Risk Ran:i:; T ) =1=00=0=0:6= )

Weighted
Ranking



4. Risk Mitigation Rating (If any)

Risk Mitigation Percentage Assigned
Rating Reductior. Reduction
1 60.00% 0.00%
2 48.00% 0.00%
3 35.00% 0.00%
4 22.00% 0.00%
5 10.00% 0.00%
Risk Mitigation Reduction 0.00%

5. Total Risk Ranking

Weighted Risk Ranking 55
Risk Reduction 0 0.00%
(1=Yes'O=No) === ==

Weighted and Adjusted Ranking 55



\

6. Interest Premla Conversion

Welghted and Ranking Country ICRAS Risk Borrower Proportional Bosrower

Adjusted Ranking Scale Rating Premia Risk Premium  Risk Premium Letter Rating
0 0 A 40 0 0 1
0 5 B 75 0 0 1
0 1 C 135 0 0 1
0 18 c—- 196 0 0 1
0 28 D 317 0 0 1
0 40 D- 464 0 750 1

55 55 E 759 759 0 E

0 68 E~ 1138 0 0 1
0 81 F 1896 0 0 1
0 90 F—- 2655 0 0 1
0 100 F=— 4172 0 0 1

759

\,
g



B E L e b EEE S EEE e b EEb B e L EEEEE S e E B b e b b B ECEEEEbEEBEESEEEREEEEBEE
1 TO CALCULATE A suasloy o
I46688A840448480648068886686808068806840806806608460486864604868046684686846846664n

1 Does this program issue (1] guarantees or [2] direct loans....cee. 1 o
b} o
1 Are the credit activities (1) mandatory or [2) discretionary....... 2 o
1 o
1 Are these estimates for [1) policy or [2) current services.... 1 o
1 o
1 What is the comparable Treasury maturity [in yearsl?...ec.cceeescaces. 30 n
1 o
32 Grace periods in years (DIRECT LOAN PROGRAMS ONLY): o
1 Grace perfod for PRINCIPAL.(enter zero for no grace period)..... 0 o
1 Grace period for INTEREST..(enter zero for no grace perfod)..... 0 o
24488404866866886588686660088688486886086886468888600848866856h56A886666646844464n
1 OPTIONAL (pr2ss F1 for help) o
1 Percentage distribution of OUTFLOW by quarter? o
1 Oct-Dec 25.0 Jan-Mar 25.0 Apr-dun 25.0 Jul-Sep 25.0 percent m
1 o
1 Percentage distribution of INFLOW by quarter? o
1 Oct-Dec 25.0 Jan-dar 25.0 Apr-Jun 25.0 Jul-Sep 25.0 percent n
1084848888448 668884848888488888046888688880840888888404686660884888888848884884848585840
1 ESC....Exit F1....Help FS5....1nput screens o
1 F6.....0utput screens F8....Spreadsheet data F10...Additioncl optionsn
16CE0ECEEEEEEEECEECEBCOREEEREERERRRIEEEEEEEEEPELIEEEBPbEEEBEEEEEBEOECEEEEEEEEEEY
1 LOAN GUARANTEE SUBSIDY CALCULATIONS Output screen 1 of 2

1686406868488686866068668860668668086088488658888664048448088664868468866660486446680

1 Disbursements by commercial lenders as percent of 1993 commitments: ]
1 1603, cerrieanaenn 0.0 1996.cccieeviecenas 0.0 o
3 1996, 00uae eeesess 0.0 1997.cceeveinnacess 0.0 n
1 1995 ceiencnnns .. 100.0 1998.iceceecicranes 0.0 n
1 -]
1 MNet present value of inflows (constant factor discount). 0.322 mitlion n
1 Net present value of outflows (pro-rata factor discount) 3.546 million =
1 -]
1 BASED ON CASH FLOM INPUT, NOT OM APPROPRIATION: -]
1 Lifetime subsidy outlays for 1993 cohort. 3.225 million 64.49 percent =n
1 Interest rate/grace period component.. 0.000 millfon 0.00 percent =«
1 Net default component...... 3.546 million 70.92 percent n
3 Fee, prepayment ond other components.. -0.322 million -6.43 percent n
1 he d
1 Cancellations as a percentage of gross obligations...... 0.00 percent =m
1 Lifetime defaults net of recov. as X of disbursements... 143.90 percent =

158668868668886665886806656656868684688888686484848886585480484568466464656646666644n

1ESCavvnaacansaaas Previous menu Fleceueeoveenesssconnaas Help m
1 F5,00enee eess.... Data input screens Page Down ....... Hore output o
1 CTRL-Page Down... Consolidated summary, all cohorts n

he d

1 Keypad +/-....... Change base year
1EEEEEEECPCEEEEEPPEEEPEEPECEEEFECEEECEEbEECLEEEEEE

v



Appendix 9

Non-Sovereign Risk Model Output for Case 2: Commercial Bank.



Non-Sovereign Risk AssessmentModal

AID Housing Guarantee Program

Borrower: Commercial Bank
Country: Single
Inputs

Country (ICRAS) Rating: C-

CAMEL PLUS Rating: 2
Risk Mitigation Rating (if Any):
(Yes=1,No=0) 1
Rating 4
Weighting of:
Country 50.00%
IFI 50.00%
Total 100.00%
Results
Bourrower Rating C

Risk Premium

(Basis Points) 135

(Percent) 1.35%
Propotionz! Risk Premium

(Basis Points) 134

(Percent) 1.34%

Commercial Bank

\

|



1. Country Rating

Country Number Assigned
Rating Ranking Ranking
A 0.00 0
B 4.00 0
C 11.00 0
C- 17.00 17
D 28.00 0
D- 39.00 0
E 55.00 0
E- €9.00 0
F 84.00 0
F- 92.00 0
== 100.00 0
Country Ranking 17
2. [Fl Rating
CAMEL FLUS Number Assigned
Rating Ranking Ranking
1 o o
2 11 11
3 28 o
4 55 o
5 100 o
IFi Ranking 11

3. Country and IFl Weighting

Assigned

Ranking Weighting
Country Ranking ======?7 ==§;:0:6==
IFI Ranking 11 50.00%
Total Weighted Risk Ran:i:; T ) =1;0=(;):6= )

Weighted

Ranking

===== =;=
6



4. Risk Mitigation Rating (If any)

Risk Mitigation Percentage Assigned
Rating Reduction Reduction
1 60.00% 0.00%
2 48.00% 0.00%
3 35.00% 0.00%
4 22.00% 22.00%
5 10.00% 0.00%
Risk Mitigation Reduction 22.00%

S. TotalRisk Ranking

Weighted Risk Ranking 14
Risk Reduction 1 -22.00%
(1=YeS,O=NO) S - - -t L T+

Weighted and Adjusted Ranking 11



6. Interest Premia Conversion

Welghted and Ranking Country ICRAS Risk Borrower Proportional Borrower

Adjusted Ranking Scale Rating Premia Risk Premium  Risk Premium Letter Rating
0 0 A 40 0 0 1
0 5 B 75 0 134 1

1 11 (o] 135 135 0 o]

0 18 Cc— 196 0 0 1
0 28 D 317 0 0 1
0 40 D—- 464 0 0 1
0 55 E 759 0 0 1
0 68 E- 1138 0 0 1
0 81 F 1896 0 0 1
0 90 F— 2655 0 0 1
0 100 F=-— 4172 0 0 1

8
g



Model version / run date......

Program name....... cesercsacee
Program description..ccececes.
Spreadsheet name..... tenacsen .

Range/Last update......ceeeeae
Program/account type..ccscesse
Estimate typPe.ccveecssecaannes
Loan type / comp. maturity....

r.7 12-3-92 7 Fri Oct 01 16:05:46 1993
Housing Guaranty Program

Commercial Bank “C»

C:\123W\commg rop.wk1

data /7 10-01-1993 16:00:21

Loan guarantees, Discrationary

Policy

Construction / 30 years

1994 1995 1996 1997 1998

Subsidy BA...ieveene 0.890

Outlays prior....... 0.000
1993 subsidy outlays 0.000
1994 subsidy outleys
1995 subsidy outlays
1996 subsidy outlays
1997 subsidy o:>'rys
1998 subsidy ou! . ays

Total outlays....... 0.000

Subsidy percentage.. 8.90

Subsidy percentage due to:
Interest sunps... 0.00

Net defaults..... 15.28
FeeS.ievcnrrnanes -6.38
ALl other...... .. 0.0¢C

Cancel (X of comm).. 0.00
Net def (X of disb).  40.42
Loan level sup’able. 10.000

Discount rates...... 6.190

Q1-inflow fectors... 0.250
Q2-inflow factors... 0.250
Q3-inflow factors... 0.250
Q.-inflow factors... 0.250

Q1-outflow factors.. 0.250
Q2-ocutflow factors.. 0.250
Q3-outflow factors.. 0.250
Q4-ouiflow factors.. 0.250

(SMillions)

0.997  0.812 0.825 0.825 0.834

0.000 0.000 0.000 0.000 0.000
0.890 0.000 0.000 0.000 0.000
0.000 0.997 0,000 0.000 0.000
0.000 0.812 0.000 0.000

0.000 0.825 0.000

0.000 0.825

0.000

0.8%0 0.997 0.812 0.825 0.825

9.97 8.12 8.25 8.25 8.34

0.00 0.00 0.00 0.00 0.00
16.60 16.32 14.48 146.48 14.59
-6.63 -6.20 -6.23 “6.23 «6.25

0.00 0.00 0.00 0.00 0.00

0.00 0.00 0.00 0.00 0.00
40.42 40.42 40.42 40.42 40.42
10.000 10.000 10.000 10.000 10.000

5.610 6.650 6.570 6.570  6.520

0.250 0.250 0.250 0.250  0.250
0.250 0.250 0.250 0.250 0.250
0.250 0.250 0.250  0.250 0.250
0.250 0.250 0.250 0.250 0.250

0.250 0.250 0.250  0.250 0.250
0.250 0.250 6.250 0.250 0.250
0.250 0.250 0.c20 0.250  0.250
0.250 0.25¢ 0.250 0.250 0.250
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Example of PSIP Credit Risk Analysis for Risk Subsidy Purposes
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(Annual Review of Overall Projact Risk/subsidy Calculation)
PY 31593

CREDIT RISK ANALYSIS

Small Business Loan Portfolio Guarantee

I. COUMNTRY RISK FACTOR (30%)

A. Ppolitical Stabllitv:

A number of important events have taken place in the political
environment over the past two years vhich have significantly
impacted political stability in South Africa. In July of 1931, the
U.S. Government lifted most of the sanctions imposed uymn the South
African Government in 1986, following action <¢taken by the
Government to relesase political prisoners, repeal the state of
emergency, unban the formation of democratic political parties,
repeal the Group Areas Act and the Population Registration Act and
agree to enter into good faith negotiations with official
representatives of the black asjority. Subsequently, the
convention for a Democratic South Africa (CODESA), & multi-party
negotiating forum, was gstablished. CODESA negotiations have
repeatedly broken down, reflecting the sharp differences batween
the raprese.tative parties regarding the transitional arrangements
that will 'ead to the transfer of power to a popularly elected
post-apartheid government. Moreover, political viélence and civil
unrest have escalated. (The reaction to the Hani assassination was
indeed a satback.)

It is clear that frustration and tension are mounting due to the
continuing uncertainty regarding the outcome of the political
transition. The process of political reform howaver continues to
move forward and measurable progress is being made. Ancther multi-
party negotiating forum, wvhich hags raplaced CODESA, was established
in April 1993. This group has a broader raprasentation than
CODESA, capturing parties at both ands of the political spectrum.
It is expected that a Transitional Executive Council (TEC) will
soon be formed, the membership of which is likely to be drawn fron
the ranks of the multi-party negotiating forum.

The TEC will function ag an oversight committee or advisory body to
provide guidance through the transition period to elactions
(scheduled for Apuil 1994). Although its role has not yet been
formally defined, the TEC will have official status and some
decision making authority, i.e., the present Govegrnment is likely
to consult with the TEC before making any important decisiong. The
establishment of the TEC and an official date for the elections
will mark the beginning of the election campaign. The elections

W
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will produce a constituent assembly and some form of
executive body which will be charged with the redponsibility of
drafting South Africa's new constitution. :

Percentags Allecdkion: 10% Risk Factor: 4.5
B. Economic Stability }

The South African economy graew by .8% in the first quarter of 1993,
as agricultural production improved, due to the end of the drought,
and mining output increased. {In 1992, a nagative growth rate of
2.1% was recorded.) While .nterest rates remain high, inflation is
currertly rurning about 8%, reflecting a duwwnward trond. On the
basis of these figures and other indications, some  economists are
predicting that, in the absence of widespread civil disturbances,
South Africa's four jyear recession, the longest downturn in the
economy since the decline of 1904-1908, couid end this year.

The prospects for improved economic performance will depand to a
great extent upon the outcome of the political negotiations
currently underway. Inflows of foralgn capital, which have been
glow in forthcouwing due to the political uncertainty, will be an
inportant factor in stimulating the economy.

Nonetheless, growth projected over the naxt five ysars (under the
best case scenario) i8 unlikely to do much wmora than keep pace with
the rapic population growth, allowing little scope for improvements
in 1living standards or reduction in unsemployment. This could
result in discontent over the longer term, as the iavel of
expectationa is running very high, thus placing prassure upon the
new government to implemant policies which do not encourage long
term sustainable economic growth.

These issueg, while of concern, should be considered within the
contaxt of the size and nature of the South African ecoromy.

Fercentage Allocztion: 10% Rigk Factox: 3.5
C¢. Porejun Exchangei |

1) The A.I.D. guazantee, in this instance, covers loans that are
aade in local zurrency. Thus, the availability of foreign exchange
to service debt is not a factor that needs to be considered in
evaluating the risk of this transaction. 2) The Reserve Bank of
South Africa manages the foreign exchange reserves of this country
very carefully. As such, South Africa has maintained a very good
record in meeting its foreign obligations despite the political
problems of past years. Given the highly devalopéd nature of the
South African economy, there is an ample supply of raw materials
and production inputs in the local market to servite the needs of
industry. Therefore, possible constraints on the availability of
foreign exchange which could arise are not likely to adversely

0¥
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impact the performance and productivity of small businass
borrovers.

Psrcentage Allecatien: 10% Risk iactor: 1.0 &/

The ratings for the above country risk factors are ¢oneistent with
the overall sovereign risk rating assigned to South Africa in the
Tnter-Agency Soveraign Risk Assessmant Report (FY 1994).

The commentary on political and economic conditions contained in
this section was developed primarily on the basis of information
extracted from Economic Highlightz and other cable traffic
emanating from the American Embasrny in Pretoria, discussions with
the State Department Desk Officer amnd information contained in_ e
various periodicals providing coverage on South Africa. C) f?()
II. CORPORATE RISK FACTORS (33%) LA
(INTERMEDIARY FINAMCIAL INSTITUTION (IFI)) —

v T

primary user )
established in 1991 as a division of {RNE R
company for {EECALNERIENE: It vas crea ed as a specialized
financial services division of the Group (as opposéd to the Bank)
to reflect the importance of the Group's commitment to the
development of business at the informal and entrepreneurial levels.

resources. _
directly to tha Group Manager of §l
years of credit experience at a v
industry.

d several
banking

In accordance with standard internal procedures, an independent
analysis of PEEEESEOS P Y 1992 audited financial statements
was done, using the CAMEL model. This analysis resulted in an
overall risk rating of %2" (Satisfactory), with individual ratings
as followe:

Capital Adequacy (5%) 1.0
Asset Quality (5%) 2.5
Management (5%) 1.0
Earnings (5%) 2.0
Liquiditcy (3%) 2.0 '
(25%) 8.5 divided by & = 1.7
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CAMEL {8 the atandardized rating systea developed &and used by the
three U.3, federal banking agencies to analyze: the financial
condition of U.S. banks. Each of the five factors cited above is
assigned a numerical rating, as fcllowa:

1 strong

2 Satisfactory

3 Fair

4 Marginal

5 Unaatisfactory
Percentags Allocation: 25% Rigk Pactor: 2.0

RS 18 wholly-owned by Gk
§ of the Group's total assats.
R banking group in South Africa wi

d USSEs million in capital Princ.lpal shareholders are
as follows' e N B st s (51.1%) , nominea
companies (16. %), ye P
insurance and s&ssuranca companies (9.8%). The balance of shares
(7.3%) are held by various corporations and individualsa.

The activities of all South African banis are governcd by the 1950
Deposit-Taking Institutiona Act. EERED® i8 in compliance with
the regulations set forth in this Act. Tnhe Reservs Bank of South
Africa, the Central Bank, provides further supervisory and

regulatory control of bank;nq activitieu The Resqrve Bank enjcys
an excellent reputation and is well regarded ia international
financial circles for its conservative and prudent management

practices.

Percentage Allocation: 10% Risk Factor: 2.0 J'JL-

1
III. TRAMBACTION RISK (38%) (7/2&
.-—""""—,

A. Tarqget MarKet/Igccation:

The purpose of the guarantee facility is to provide targeted
gsupport for the credit needs of individuals which have besn
ndisadvantaged® by apartheid, i.e., South African individuals of
black, "colored" or Asian descent whose principal place of businass
and residency is in the Republic of Zsuth Africa. As a result of
the 1limitations created by the apartheid system, it has
traditionally been difficult for these individuals, in particular
black businesses, to access credit through the formal financial
sector,

was specifically created to service the financial
needs of these "emerging” entrepreneurs. It has developed a fully

VL
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integrated approach to providing support for bliack enterprises by
deaigning specialized financial products for ezerging markets.

SRS has placed a total of 62 lecans under coverage
amounting to US$832,000, since the establishment of the guarantee
facility in September 1992. The pilot lending priogram hag been
very successful which has encouraged management td eignificantly
expand its lending activities. It is within this context that
A.I.D. has been rogquested to increase the amount of ita Guarantee
Limit.

It is worth noting that only two of these 62 loans have fallen into
arrears. Nonetheless, the level of risk associated with these
kinds of transactlions continues to be relatively high. Management
is applying new concepts in lending and is still testing the
waters.

B. Structure of the Transactioni
(Risk Sharing/Financial Analysis/Third Party
Guarantees/Collateral/Fees)

Bacause of the 350% xigk sharing arrangement in place with the
Intermediary Financial Institution (IFI), A.I.D.'s risk under the
Small Business Loan Portfolio Guarantee Program is, in general,
diminished substantially. In this instance, A.I.D. relies upon
o s B acting as agent for GEEKEREGENS, to undertake the
financial analysis of the project and to determine the appropriate
level of collateral and/or third party guarantess that are be
required to support the viability of the project. Bacause of g

's substantial involvement in thase projeets and the riak
that it bears as a result, A.I.D. is confident that (EERETTESEINEN
will exercise the level of due diligence necessary to protect
A.I.D.'s position.

Lo

The CAMEL analysis plays an important role in assisting A.I.D. in
avaluating the management practices and credit policies of the IFI.
an gverall satisfactory ratine is a good indication that SN
AN has the nanagament capability to exercise
prudent judgement in making new lcans. A.I.D. does not intervene
in the IPI's decision making process with respect to the approval
of individual loans. Iinstead, guidelines are se&t forth in the
legal documentation which governs the operation of the guarantee
facility, which establish the criteria for a qualifying loan.

Under the Small Business Loan Portfolio Guarantee Program, A.I.D.!'s
standard fees are as follows:

Faclility Fee .25%
Utilization Fee .75%
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Unless otherwise approved by the PRE Credit Review Committee, ¢his
tee\structure applies to all new guarantee facilities. 1In the case

of G B\ these fees are considered acceptable in
light of its'e overall satisfactory risk rating.

€. Anmount and Term of the Facility:

The PRE Credit_Revxew Conmittee approved a US$ 500,000 Guarantee
Limit for (RERIEEREN Linited in FY 1992, A.I.D. has since been

requasted to increase the size of tha Guarantee Limit to U8$ 1.5
million to provide @@H NPT vith additional coverage, as it
begins to expand 1its len g act vities. This request was approved
by the PRE Credit Review Committee on June 23, 1993. At the same
time, it was decided tec extend the term of the Guarahtee from three
to six years to reflect the recommendations containéd in the PRE/I
Phase Out Plan. The Guarantee will now expire along with the three
other guarantee facilities in South Africa, which are also being
extended, in FY 1998.

resentg less than .2% of

Thebnew guarantee facility ral
& s and about

s total Lapifal

The subsidy cost has been recalculated to reflect the changes in
the size and term of the guarantee facility, and the adjustment in
certain risk factors. It now stands at US$ Thus, the
additional subsidy reguested for this transaction I US

a llocation: 35% Bu!s_ug&guuo) /’%
N

OVERALL PROJECT RISK 6" 3, 2. 7( L
(based on a weighted-average of t ividual risk factors) Eg.‘

Attachments :;; EZ’

(1) Bummary of Transaction Terms
(2) Scale of Risk Factors/ /

Loss Assumptions
127

(3) cCalculation of Subsidy Cogt (US$

———-—)

WV
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(1)

Sumpary of Trangaction Terms
Type of Facility: Small Business Loan Portfolio
Guarantee

Maximum Coverage Portfoilo: U8$ 3.0 millien
Amount of Guarantee Limit: Us$ 1.5 millicen
Term: aix years

Fees: 0.25% Facility Fee
0.75% Utilization Fee

Guarantea (overage: up to 508 of the loss on the
principal anouﬁ: of the loan,
net of recovarles.

Currency: local currency (Rand)
Definition of Small Business:

Any individual or enterprise majority-owned by individuals of
black, "colored" or Asian descent whose principal place of
business and permanent residency is in the Républic of South
Africa whose total assets (excluding land and buildings) do
not exceed the local currency eguivalent of US$ 250,000.
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(2)
Scale of Risk ractoxs
1 (low risk)
2 (low to medium risk)
3 (medium risk)
4 (medium to high risk)
5 (high risk)

202 647 5269 2504621 P.10

loss Assumpticns*

$.0%
7.5%
10.0%
20.0%

30.0%

*Percentages are basad on thae amount of the Guarantee

Comnitment.
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Assunptions:

(a) Utilization:

Year 1 30% Utilization
Year 2 60% Utilization
Years 13 thru 6 100% Utilization

(b) Projected Losses:
The distribution of losses over the life of the projact based

upon a) an overall project risk of 3.35 and b) the past
experienca of PSIP guarantee programs is as follows:

Xear

=
N e
Total v

5
7
.

[wY
PXERT
L]



LPG - Original Terms: WARF=3.2; Losses = 12%
1.00 Dsfault Schedule:

Amrount (¢ million)

0%
5.68%
0.00%
150%

59%
4%
0%
0%
0%
0%

Yrt

oa~NoONsLN

0.00%
1.60%
3.00%
4.00%
3.00%
1.50%
0.00%
3.00%

1983

1 Commitments {face vahus) (+)

2 Private Lendsr Disbursemorts {+)
3 Fercent Gusrantead las xocx} (+)
4 Upfront fees (+)

6 Annust fees (+)

8 Premiums (+}

7 Other inflows {+)

8 Payments on defsults (+}

9 Recoveries on defaults (-)
10 Other payments (nt. subeidies} {+)
11 Other outfiows (+)
12 Othae recoveries $)

29-Jun-93
1.000
0582
50.000
0.000
0.002

0.000

0.408

0.007

0.008

0.00C

0.007

0.015

0.000

0.007

0.020

0.000

0.007

0.015

0.000

0,007

0.008

0.000

0.007

©0.000

0.000

0.007

0.000

Ay
@
AY
-
[y
Y
[
0
\D
[N
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Export-Import Bank Risk Rating Sheets



Page 10f 2 Astng Shest Edtion: June 3, 1993

EXPORT—-IMPORT BANK OF THE UNITED STATES
RISK RATING SHEET 1: FINANCIAL INSTITUTION BORROWERS

(Includes Cc.nmercial Banks and Governmant-Osmed Dc\;olopmcm Finance Insitutions)

Financial Instihstion: Country:
Dats of This Assensment: Most Racent Financial Data:
Prepared By: Approved By:
BISKRATING ) l b o) ol ) ol b b ) [ —
C A 8 [ C~ [» R » T E . E- © F - F= - Fm
Summary Numerical Score at lsxst 190 170 . 150 180 110 . 90 70 - 50 30 10

SUMMARY NUMERICAL SCORE:

COUNTRY CAPACITY CAPITAL CHARACTER POL=-ONLY?
uf 30 Ponts of 30 Points of 30 Points Pius 20 Pte

FACTOR SCORES: . . + +

COUNTRY CONDITIONS | {Ask Country Economust}
Numbderof Ponts (10810 0)*

Soversion Guarantes Putilic Non -Bovereign . Private Sector

*it Soversign Guaraniee, analyst may choose tc use 200~0 poirtt scors for Country
Conditions, RATHER than assess borrower’'s capacity, capttal, and character factors.

CAPACITY FACTOR ' I ) 11 [ [ |l ) el ] || Partoularty:

Numbor of Pointy .30 F14 24 21 18 15 12 [ [ BE) 0 “important’

) : Indicators:

For mcet recent financial year: i

Net interest income or Nat intorast Margin R RN RN [N RN NN (RO [ JRUURN [N VRN IR JUUUIY [ NN S [N D (NN S S b |
was at least $ million: 1.200 700 450 250 180 00 0 10 [} @

Netincome (Aftarax) NN T NN R N R RN S RSN B FUNOIUN [y PSSO [ R By SRV [y S | |—
was atisast $ millon: 1,200 700 450 250 160 0 40 10 [} @

Not intcrest Income/Asssts or Net intsrest Margin | AR TN OV [N NN SO (NN TR NSO NN RSO SN FRNN (RN NN (NS PRSI S PR N P | |
was at least: 40% 3.5% 30% 25% 2.0% 1.5% 1.0% 0.5% 00% -05%

Annual Loan Loss Charges/Net Interest Income [N [ N Y NN Y Y T ORI N FRNUUN B SRR [ S iy RN PRI [y PR |
wers st most: S0%  100%  150%  20.0%  250%  30.0%  350%  400%  450%  500%

Net Income/Assets or ROA RO Y RSO N RN I OO N U (R OO Ny SN RSN [y NN ) PSRN By O | |
was at least: 40% 35% 2.0% 25% 2.0% 1.5% 10% 0.5% 00% -05%

Taxes/Net Income Bafore Taxes NN [ RN [ Y S RN NS N N JSURNOS N RSN iy U [y RSO [y NNy FRSOR | {—
were at most o% 10% 20% 0% 0% 50% 0% 70% 0% %

Net Interest income Growth over Last Year loo b el el el b el b b e At | J—
Parcent per Annum was at laast: 2% 10% [} % ax 2% o% -% -a% ~8%

Annual Loan Loss Charges, Change over Last Yoar | [ [ (| (] I [ N NN RN TR RN [ RSN (N U | | I
Percent per Annum was at most: -6% ~4% -2% 9% % % 6% % 10% 2%

Net income Growth over Last Year [ [ TN T RN N NN Y RSO N DRSSO N NSV [ UUUY f RSN B OSSN [y PR 1

Percent per Annum was at least: 12% 0% 8% % a% % o -2% —-4% -0%



Page 2 0f 2
Financial institution;

CAPITAL FACTOR
Number of Points

Assets
wiara at least $ million:

Equity
was at least $ million:

Loans
ware at least $ million;

Deposits
werae at least $ million;

Cash & Equivaisnts
ware at least;

Equity/Asset
was at least:

Loans/Depoaits
wera at most.

Asset Growth (Dollars) over Last Year
Percent per Annum was at least:

Equity Growth (Dollars) ovar Last Year
Percant per Annum was at lpast:

Loen Growth (Dollars) ovar Last Year
Percent per Annum was at least:

Deposit Growth (Dollars) over Last Year
Percent par Annum was at lsast:

Cash Growth (Dotlars) ovar Last Year
Percent per Annum was at least:

CHARACTER FACTOR
Number of Points

Eximbank Satisfactory Credit Relations with
Sorower date back at least:

Does Eximbank Now Have Arrears/Unrecovered
Claims vis—a-vis thra Borrower?

Hea Eximbank Experienced Arreasrs/Claims
vi9—-a—wvis this Borrower within last 10 years?

Has thia Borrower Been Subijact to Country~Widn
Reschadutings within last 10 years?

Other Creditors’ Experience with Borower
wilhin the Last 10 Yoara?

Quality of Financial Stataments
Audred or Unaudited:
Age of Statements:
Using internctonal or Local Swnderds:
Unqualtied or Qualifiad:

Risk Rating of Institution's Ownars

Name ard Country of institution:

(CONTINUATION —— RATING SHEET 1)

Country:
identty
b b T b b b e ) ) 1 || Pantcutarty
kY 27 24 21 18 13 12 9 [} 3 0 trmportant
indicaters:
For most recant financial year;
SN R RVUR [ PR B SN B (| 1 I NN RO [ DRSSO o PO | I
30,000 20,000 15,000 10,000 8,000 4,000 4.0 2,000 1,000 300
| [ [ (I I 1 L RS ) PR [ RIS B R S [ | | |
3,000 1,800 1,200 700 480 300 160 L] 20 5
| (] [ [ | N JUUURENY S RSN [ FENUR B NN B NN B | [ | | |
8,400 7.800 7,200 5,500 4,800 3,780 2380 1,200 800 s
| (| [ Il el [ [} (I [ [ | [
21,000 13,000 9,000 8,500 4,000 2,700 1,800 700 300 123 .
RN N A RN [ NSRS Iy U oy OOy USRI By N I SN [ Y [ O | |
300 200 1%0 100 80 L] 0 20 10 5
| 11 (. LN PR By RSN B RSN B PO B [ ([ 1 | | |
10.0% 6.0% 8.0% 7.0% 8.0% 5.0% 4.0% 3.0% 2.0% 1.0%
l—l 1) | (I i N PR | I (. 11 ol l—
0% 0% 0% 100% 120% 140% 100% 180% 200% 220%
{ OO R OO B PURSUNN B PR B | [N RSN [ RSN B RN [ RN B FUUSUSION By S| P
122% 10% 8% % % % 0% -2% -a% -8%
| JUUNN [ RN Sy NN [ NSO [ SUSUUURN By DN By FUSUON B O R | o J—o.d
1% 10% 8% 6% % % o% -% -4% -6%
l—1 el [ (| Pol—1 [ RN [y OO By | (. | 1 !
12% 10% 8% % % Fe ] ox -2% -4% -0%
b ) b ) 1 1 (| [ [ | 1 |
12% 10% % % % Fe o% -2% -4% ~8%
| [ [ [ 11 | I PR B | (I [ (| [ I | {
12% 10% 2% % % % 0% -2% -4% -0%
. - ”j ) . '. . '. ...... . “.“W
| FUURNENY RSN B U [y PR FUORSS I [ PO A | [ 11 I |—__| Paricuiany
: 30 27 24 2% -18 15 12 ° [ 3 [+] important
= L : ' indicators:
| R I RGUNEN B FUNSIDUEN B PN B | | l— | ! —1
20Years 15Years 10Years SYears 2 Yearr No Crectt Expenence Arrear/Claims
 I— I—I |—I —
No No Crecit Expenence Yer
let I—1 — l—1
No No Crecit Expenencs Yos
f—I I—I f—1 f—l
No No Crecit Expenence Yeos
! |- | | {
Postve Unclear Nogatwe
l—1 1 (. [ (] [N RN i DORUIURN [ VDO [y RN By RN Dy P | Jo—!
Audded Audted Audfted AuCted Audited Audiied Audited Aucdded Unaudded Unsucted Unaudied
Recont  Recent Recont Recent Agng Agng Agng Agng  Recent Agng (Partial)
inti Sids Loc Stds Inti Sids Loc Bide WliBids Loc Stds IntiStcs  Loc Sids
Unaual.  Ungual. Qual, Qual.  Ungual.  unaust Qua!. Qual.
[ B U [ RN By AU B FUUION (R RSN iy SURSUN By RO [ OSION Ty SN By RO | -1
AANAA A 88B BBBmB es 8pnm 8 B/CCC ccc cc cn

(1) H Ovwnersnm s Widely Diverstied (no shavsnowdng > 33%), Use ‘A’ Risk Ratng

(2) # Largest Sharenolaer is Qovemment o Govemment MnisTy, Use Boveregn Aisk Rsing Equvalent

(3) #t Largent Sharencider is Rated by Commercial Risk Ratng Senice, Use this Aatng

{4) M Largest Bharencider 1s Nod Rated by Commaercial Risk Aatng Service. use ‘8° ned rating 10 Ndxate uncertanty.
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EXPORT—-IMPORT BANK OF THE UNI.ED STATES
RISK RATING SHEET 4: LIMITED—~RECOURSE PROJECT BORROWERS

(Includes Transactions in which Repayment Relies Essentially on Output or Cash Flows of Project)

Aatng 8h

est Edtion: June 3, 1093

Project Borrower: Country:
Dats of This Assasament: Most Recent Financial Data:
Prepared By: Approved By:
RISK RATING | {1 [ S RSO O RN [ FRU I | (] (I (] | |
AL B <€ © © B E B F = = 200
Summary Numerical Scors at least: 180 170 150 130 110 80 .70 50 30 10 !
COUNTRY CAPACIYY CAPITAL CHARACTER EXTL PAYMNTS  POL-ONLY?
of 30 Pls of 30 Pts of 30 Pte COLLATERAL Piue 20 Ple
FACTOR SCORES: [ ]. | . N
R 1c4 $° 3 D~
COUNTRY CONDITIONS l (Ask Coutry Ecomomisy @
Number of Points (100 to 0)* ’ de
Soversign Guarantes Public Non—S8ovsseign Private Boctor @
*If Sovereign Guaramase, analyst may choosse to use 200~0 point score for Country
Conditions, RATHER than assess borower's capsoity, ospiisl and character faclors,
. Identity
CAPACITY FACTOR | |1 [ I 1 [ | | [ [ I 1 I | | Particularty
Number of Points 50 27 24 21 10 18 12 [} [} 3 0 . tmportamt
indicators:
in first FULL Year of Project Debt Service, the Following Performance is Expectad: .
Sales/Assats RNy UV RN R UV N TN B S O DO | Y By PO | I—
will be at ieast: 70% 85% 0% 5% 50% 43% “0% % 30% 25%
Hard Currency Sales / Sales | [ [ (. | SR [ RSO [ U U R NN B NN O TN | i......l
will be at least; 100% 0% 0% 70% $ 50% @ 30% 20% 10%
Taxes/Net income Before Taxes USSR [ DU N T U NN U NN NSO T RN SO NN SO W —
will bo at most: o% 10% 20% 30% 0% 0% 60% 0% 80% 0%
Cash Flow (NIAT + Dep)/Sales PUNDPURE I Y T Uy U T U Y (O TN O TN |—I |1
will be at least: 70% 63% 0% 5% 0% as% 40% 5% 0% 5%
Dabt Service Cover (NIAT+Dep +Int)/(Prin + int) NN S SRS N N B S B | [ [ N RO N NSO Y U B S | | J—
will be at least: 300% 280% 200% 240% 220% 200% 180% 100% 140% 120%
Net Income (aftartax)/Sales | NS iy PO T RN [ JUSY J RN T SO [ [ | I PR I | oot
will be at least: 34% 3% 3% % 24% 20% 15% % o% ~12%
Net Incoma (aftertax)/Assets or ROA NN O O U e U Ty Y B Y O TR I —1
will be at least: 24% 21% 1% 15% 12% % 0% % 0% -3%
Assuming a 2% Reduction in Sales (Dollars) in the first FULL Year of
Project Debt Sarvice, the Following Performance is Expectad:
Cash Fiow (NIAT +Dep)/Sales e PR R VU e At VU B T I O O [ |l
will be at least: 70% 5% 80% 55% 0% as% 40% 3s% 30% 25%
Debt Service Cover (NIAT +Dep +int)/(Prin + Int) | (] [ R [ U N U U [ VRO [y N Ry SN N N B | —
wiil be at least: 300% 280% 260% 240% 220% 200% 160% 160% 140% 120%
Netincome (aftertax)/Sales R [ RO RN [ U I RNVURY N U T SN N O | I et 1] |l
wiil be at least; 34% 3% 30% 27% 24% 20% 15% 0% o% -12%
Netincome (aheriax)/Assots or ROA { WU [ VU I Y [y RNy Y Y RO B SO VR Oy RN Iy N B OO PR
will be at least; 24% 1% 18% 15% 2% 0% 8% 3% o% -3%
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Borrowng Airina:

CAPITAL FACTOR
Number of Pomnis

Assets
were at least S million:

Equity
was at least S milion:

Cash & Equivalents Holdings
ware at least S million;

Equny/Assens
was af least

Current Ravo
Currant Aasets/ Current Liabilities was at least:

Accounm Recewvable/Sales
were at most:

Asset Growtn (Dollass) over Last Year
Percert per Annum was at least:

Equity Growth (Dcllars) over iast Year
Percent per Annum wes at least:

Cash & Eouivs (Dollars) Growth over Last Year
Percent per Annum was at lgast:

CHARACTER FACTOn
Numder of Pownts

Eximbank Sausfactory Credit Relations with
Somower gate back at least:

Does Exmbank Now Huve Arrears/Unrecoeraed
Claims vis~a-ws ts Borrowar?

Has Eximbank Experienced Arrears/Claims
V13=8-\s this Borrower within last 10 years?

Has 2vs Borrower Basn Subject to Country ~Wide
Rescheauiings within last 10 yeara?

Other Creancr Experience with Borrower
within the fas* 10 Yeara?

Does tnis Sorrower Exarcise
Offictal Monopoly Fowers?

Quality of Financial Statemants
Audnea or Unauditea:
Age of Statements:
Using internasonal or Local Standards:
Unguathed or Quantied:

Risk Asung of In«. :ubon's Ownaers

Name and Country of Insutuvon:

(CONTINUATION —— RATING SHEET 2)

Country:
N PR [ VU B U D SR B TR Y iy P I R B SO I
0 27 24 21 10 15 12 e [} 3 [*]
For moat recent financial year:
R R S RN B T G U Y TR I I— 1t
5,000 33 2,500 1.687 133 1,000 ee7 33 167 83
P U TR B TR T T e l—.1!
2,500 1.500 1.000 83 400 2%0 133 50 17 “
N e O U RO R TR T S S R O P S TR T T
100 a7 50 33 27 20 13 ? R F
RN R [ Y T TR T T B T SRR Sy Y Y PO D T O T
S0% 5% % I5% W% 23%% 20% 15% 10% 5%
e P e i AU T Y e T I R T Y A N T
200% 180% 100% 140% 120% 100% 0% 0% “0% 20%
I b el e 1) NN S O R RN I Y O SO
50% 10 0% 15 0% 200% 25.0% RN.0% 33.0% 40 0% 4% 0% 50.0%
RN [ RSO Y (O SO T T NN S O R D R O DO [
12% 10% % % a e 0% -2% —a% -8%
NS RN S RN A TR [ T RN ey OUROY  RUU RO SY S| | —
2% 10% 8% &% <% 2% 0% -2% 4% -6%
OEYON Y A U T L Y I T S OSSO [ TR By SO (O TR |
2% 10% % % % % 0% -2% -at, -8%
RN ey O R RSN T U T TN [ | PO R R (o S |
30 27 24 21 18 15 12 ? [ k] ]
(S O Y Y [ SO B OO l—1I l—1
20 Yours 13Years 10Yews 5Yews 2Years No Credt Expenence Arreara/Claims
I | J— I
No No Creat Expenence Yeos
- ! l—
No No Creat Expenence You
I [ J— I—i
No No Crean Expenence Yeou
 J— I— |1
Posawe Urciesr Negaive
l—1I
Yo
! I I PR [ R I PO R S I N N PO T O
AuCfed Audded Audded Auctsg Audded Audfted Auafted Auated Unauored Unauatted Unauatted
Receni Receni Ascont Recent Agng Agng Agng Agng Recent Agng  (Periai}
IntiStos Loc Stos i Stds Loc Stas  intl Sig Loc Stas  inll Stas  Loc Stas
Unaual.  Unoual Quat Qual  Unausl. Ungusl Qual. Qual.
 JSNSSN S U N R R S S| RN ey O N Uy R T SO B |
AAAJAA A 888 0868/8B [:]:] BAM 8 B/CCC cee cC co

(1)  Ownersno 1s v. ety Dverafied (no sharenoiong > 33%), Use ‘A* Atik Ratng.
{Q1 8 Largent Shareroiger 1 Govemnment or Goverrment Mruslry, Use Soveregn Rk Rsing Equwalent

() I Largent Sharenocicer 1s Rateg by Commercial Misx Rating Service,

Use this Raing

(4) 11 Largest Snarenciger 1 Nol Raled by Commercual Risx Raing Service use ‘8° ngn fatng to nocate uncenanty.

lgentey

Parucutany
Imo onant

indicators;

 F—

Koy
Particutarly
Important
Indrzators:

{—
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(CONTINUATION —— RATING SHEET 4)

Project Borrower:

Country:

EXTERNAL PAYMENTS COLLATERAL FACTOR

(EXTRA CREDIT POINTS)

Escrow Account; Relative to Exim Principal Payment
Ratio to Semiannual Principal Paymant, at least:

Eacrow Account: Relatve to Exim Debt Outstanding
Ratio to Totwl Exim Exposure, at least:

Eacrow—Assigned Sales: Relative to Exim Principal Payment
Ratio to Semiannual Principal Payment, at least

Escrow~Assigned Sales: Relativa to Escrow Account
Ratio to Escrow Account, at least:

Escrow —~Assigned Sales: Relative to Borrowaer's Sales
Ratio to Borrower's Total Sales, at least:

Escrow—Assigned Sales: Relatve to Borrower's Net Income
Rato to Borrower's Net Incomae, at least;

POINTS
[12 Powisl 10 Porttsl 8 Ponta | 6 Pomte | 4 Ports |
{ 2%0%| 200%1 1so%] 100%]  so%)

’ Above 250%, 2 Ports
for Each Adctional 50%

I l [ 12 Points| 10 Points] 8 Ponnts | @ Ponts | 4 Ponts |

Above 25%, 2 Porta I

25%|  20%| 15% | 10% | 5% | for Each Acciional 5%
[ 8 Points | S Ponts | apPorts | 3 Ponts ] 2 Pohtﬂ [Abovo 300%, 1 Pomt for
l I [__500%| 400%| 300%] 200%| 100%] Each Adoiezl 100%
[ ] [ aPonts | sPonte| aPomts | 3 Ponts| 2 Ponits | Above 250%. 1 Port for
|_2so%| 200%1  1s0%| 100%! 50% | Each Addtional 0%

| ] [ePonts| sPonti] aPonts | 3 Ponis] 2 Ponts |

Above 5%, 1 Port for

so%l  eo%i 30% | 20% | 10% | Each Acofions! 10%
l [ ePonts | sPonts i aPostal 3Ponts ] 2 Ponts | ADnve 250%. 1 Pomt for
[_25c%! 200%| 1%0%i 100%] 50% | Each Addtional 50%

Escrow Account, at tme of First S/A Paymant
$ Million

Semiannual Principal Payment
$ Millions

Borrower's Toial Sales, during First Year
$ Millions

UL

THE RATIOS ABOVE USE THE FOLLOWING DATA:

Escrow~Assigned Sales, During First Year
$ Million

Eximbank Total Exposure on Transaction
$ Million
Borrowar's Net income, duning First Year
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EXPORT—-IMPORT BANK OF THE UNITED STATES
RISK RATING SHEET 3: ESTABLISHED BORROWERS (OTHER)

(Includes Private Non-Financial Companies and blic Entarprises Other than Airlines,
and Established Non -Financial Borrowers Invoived in Project Finance Transactons)

Borrowing Company/Entarpsise: Country:

Ratng Shest Edtian; June 3, 1993

Date of this Asssssment: Most Recent Financial Data:
Prepared By: Approved By:
RISK RATING | p— | Pl e ] 1 (' 11 (Y PR i S
B8 [+ C- 2] D E E~- F Fe Fre
Summary Numarical Scors at least 190 17 150 130 110 90 ‘70 50 30 10
COUNTRY CAPACITY CAPITAL CHARACTER EXTL PAYMNTS POL=-ONLY?
of 30 Pte of 30 Pte of 30 Pts COLLATERAL Plus 20 Pts
FACTOR SCORES: o], e
COUNTRY CONDITIONS D (Ask Country Econormust)
Number of Points (100 to 0)*
Sovereigh Guarantes Pudlic Non—6overeign Private Seclor
“ Bovaereign Guararies, snalyst may chooss to use 200—0 point score for Country
Condtlions, RATHER than assess borrower's capscity, caprial, and charcler factors.
. . - identiy
CAPACITY FACTOR I— 1 ) Dol b b ) I et ] 1| Parficutarty
Number of Points 30 27 24 21 1) 18 12 [] [} s 0 - important
e hdlenwl:
For most recent financial year:
Sales SRS Ry O [ PO RO N U Iy U Iy RSN N NS Y (Y TN N RN e
were at least $ million: 3.800 2,187 1,500 917 087 450 207 17 50 )
Cash Flow (NIAT+Dep) RN S OV PR RN U T Y UV U S U [ TN N R |—
was at ieast $ million- 2,450 1,408 900 504 333 202 107 a 15 s
Net Income (aftertax) | (I [ 11 [ [ N U ey U O RNURUNEN B (NN A PO | l—!
was at ieast $§ muiion: 1,200 700 430 250 180 90 40 10 [} @
Sales/Assets S USRS [ U [ U O RN ORIy SO NN NN DO RN (N Y T T | I
were at least: 70% 85% 80% 5% 0% as% % Is% 30% 5%
Hard Cutrercy Sales / Sales | RN Sy RN N OVH N JUN D N N U B DU [ PR (O N T T | B
of at ieast. 100% 90% 0% 0% 50% % 30% 20% 10%
Cash Fiow {NIAT +Dep)/Sales | Y NN B AN N UUUREN R U JUN y FRON [ JRNN (S RN BT | JR—
of at least; 70% 3% 55% 0% as% 4% 5% 25%
Dabt Service Cover (NIAT+Dep+int)/(Prin + Int) | [ I 1 [ [ I | U [ NN S PR S RN I O | | J—
of at lsast 300% 280% 200% 240% 220% 200% 180% 180% 140% 120%
NetIncomae (ahaerax)/Sales | NN Iy U [ USSR [y Y [ R I NS RSN N NN RN SO JUN N (R | l—1
of atisas 34% 2% 30% 21% 24% 20% 15% 0% % -17%
Netinzome (attartax)/Assats or ROA | NS By N B RO I RS [ ORNUUN [ NN N NN N (RN (Y SR N SN B O el
was at least: 24% 21% 18% 15% 12% o% (1] % o% -3%
Taxes/Net Income Before Taxes | NN Ry DN I U PSSR I Y [ RSO S OO RO N RN N (O | [I—
were at most: o% 10% 20% 30% “0% 0% 0% 0% 0% 0%
Sales Growth (Dollars) over Last Year | VRS Sy SR RV N PN A U [ RN N (NN R TN [ PR B R | [ J—
Percent per Annum was at least. 12% 10% "% 6% % F2 3 o% -2% —an -8%
Netincome Growth (Dollars) aver Last Year ! (] [ (] [ [ I P I PR s DU B (R | |}
Percent per Annum was at least: 2% 10% % 8% % % o% -2% -4% -o%
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(CONTINUATION —— RATING SHEET 3)

Borrower: Country:
CAPITAL FACTOR It ! | N N Sy PR B DU [ SN B JUUHY B SR B (Y I | |
Number of Pomnnh 30 a7 24 21 10 15 12 [} [ Ky °
For moet recent financial year:
Assets NN Dy ORI O RN (R N VRN R SO [y NSO B Y S SO S S |
ware at least $ milbon; $.000 3,33 2,500 1.887 1,333 1,000 667 333 187 83
Equity { N Iy DUNSEN [ O Iy NN U Ry SO N AU By SOOI [ U [ OV I Y |
was at least $ milion: 2500 1,800 1,000 583 400 250 133 50 17 4
Cash & Equivaients Holdings  FUURN o ORI oy ORI [y OV Y [ RVNUONY N Uy NN B R (O TN T (N |
ware at least $ miion: 100 14 50 3 27 20 13 7 3 2
Equity/Assety NN S USSR [ NSURY [ RN By RS USSP I RSN (N NN N (VY B O
was at least: $0% as% 0% 5% 0% 5% 20% 15% 10% 5%
Current Ratio | PUNSN y UNG y NOUY B U [ NN N RN B RN RO S NN T P |
Current Assets / Current Lisbilites was at least: 200% 180% 180% 140% 120% 100% 80% 80% 40% 20%
Accounts Recervable/Sales | [ 1 1 (] | [ 1 [ [ I [ |
were at most: S0%  100%  150%  200% 250% 300% 35.0% 400% 450%  50.0%
Asset Growth (Doliars) over Last Year | NS I S [ NS I RN N NN Y PO S DRSO (N FNNUUNNY [ RN [ DU B SO |
Percent per Annum was at least: 1% 10% % % a% 2% o% -2% —-a% -8%
Equity Growth (Dollars) over Last Year NN RSN OV U S U N RV B U iy SN B | [ RN R Y
Percent par Annum was at ieast: 12% 10% [39 % LY 2% % -2% —-a% -8%
Cash & Equivs (Doliars) Growth over Last Year NS UV U By RN [y SN RN I (Y [y NN N SO B NN SO SO |
Parcent per Annum was at least: 12% 10% a% % a% 2% o% -2% -4% -0%
CHARACTER FACTOR { NN [y DU [ PUUUSRY By JRUUNUUY [ RS [y RSN I UV Sy (NN [ PR [ O [ DR |
Number of Points 30 27 .24 21 18 15 12 ® [ a [}
Eximbank Saustactory Cradit Relatons with ] 1| [ [ | ! | [ f
Bomrower oata back at least: 20Years 'SYewrs 10Years SYewrs 2Yeann No Crectt Expenence Arears/Claims
Daes Eximbank Now Have Arrears/Unrecovered ] | [ — |l
Claims vis~a —wis thia Borrower? No No Credt Expenance Yoo
Hes Eximbank Expanenced Arrears/Claims | | | |t
vis—-a—vis this Borrower within last 10 years? No No Credi Expenance You
Has this Borrower Been Subject to Country-Wide [ [ | [
Rescheaulings wrthin last 10 years? No No Creat Expenence Yes
Other Cradritors’ Experence with Borower | | | | |
within the last 10 Yoars? Postne Unclear Neogsive
Is this Borrower Coverad under Bilateral | |
incentive / Non ~ Interterence Agreement? Yeu
Does this Borrower Exercise | |
Official Monopoty Powers? You
Does this Borrower Control Substantal | |
Mineral or Enargy Resources? Yos
Quairty of Financia! Statements 1 (] I 1 (| Pl ) b el ) I ]
Audnted or Unaudited: Audtsd  Audded Auated Audted Audfsd AudMed Audted  Aucitsd Unaudted Unaudtesd Unaudded
Age of Stataments: Recent Recent Recent Recent Agng Agng Agng Agng  RAscent Agng (Partiai)
Using Internauonaei or Locw Standargs: inttStos toc{ dr NISios toc Side IntIStos Loc Stds Nt Stde  Loc Stda
Unquaidied or Qualdiad: Unqual.  Ungual Qual, Qual. Unaual. Ungual. Qual Qual.
Risk Ratng of insttuton's Ownars IR I PR (R R [ DU B JUUR B RS ey VU N RNURNY NN (NN SN SR N S
AAAAA A BBE6 BBB/MB EB BB/B 8 B/cCcC [oe] ] ccC co

Name and County of insttuuon:

(1) H Ownersno 1s Widsly Dversfiad (no snarsholaing > 33%). Uee ‘A” Rk Retng

(2} M Largest Sharenoioer 18 Govemment or Govemnment Mrustry Ure Soveregn Ak Ratng Eauwslent

{3) 1t Largest Snarenoiaer is Aated by Commorcial Risk Aatng Service Use this Ratng

(4) ¥ Largest Sharenoider is Not Rated by Commercial Aisk Aatng Service. use “B° NIk ratng 10 Nd«<ate uncertanty.

identity
Partcularty
Importart
indicators:

idertity
Particularty

ndicators;
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(CONTINUATION —— RATING SHEET 4)

Project Borrower: Country:

EXTERNAL PAYMENTS COLLATERAL FACTOR

(EXTRA CREDIT POINTS)

POINTS:

[ 12 Pohu[ 10 Poml] 8 Points l 6 Points l 4 Points ]

L_2s0%{ 200%{" 1so%| 10o%| sox|

Escrow Account: Relative to Exim Principal Payment

I Above 250%, 2 Points
for Each Addtional 50%

Ratio to Semiannual Principal Payment, at least:

[ 12 Poh!l[ 10 Ponnl 8 Ponts l 6 Ponts I 4 Points ]

Escrow Account: Relative to Exim Debt Outstanding
L 2s%[  20%] 15% | 10% | 5% |

Ratio to Total Exim Exposure, at least:

Above 25%, 2 Ponta
for Each Addlional 3%

[ePonta| sPonts| aPonts ] 3Pcrts | 2 Points |
500%] a00%] 300%| 200%] 100%]

Eacrow -Assigned Sales: Relative to Exim Principal Payment
Ratio to Semiannusal Principal Payment, at least:

Above 500%, 1 Pomnt lor
Each Agdtionat 100%

Escrow-Assigned Sales: Relative to Escrow Account
Ratio to Escrow Account, at least:

L 250%] 200%] 150%|  100%]  s0%]

Above 250%, 1 Pont for
Each Addtional 0%

I ] Po'nhl 5 Ponls I 4 Points l 3 Points ] 2 Ponls I

Escrow ~Assigned Sales: Relative 10 Borrower's Sales
so%| ao%] sox| 20  10%]

Ratio to Borrower's Total Sales, at least:

Above 50%, 1 Point for
Each Addfticnal 10%

[ oPo’nh[ SPonu] dPontll JPo‘nlu! 2Pon||—|
[ 2s0%] 200%] 150%| 100x|  so%]

Escrow-Assigned Sales: Relative to Borrower's Net Income

I | ePointe | sPonts]| aPomts | 3Ponts | 2 Ponts |
Ratio to Borrower's Net Income, at least: I

ey ——— — ey p—

Above 250%, 1 Ponnt for
Each Additional 50%

THE RATIOS ABOVE USE THE FOLLOWING DATA:

Escrow Account, at ime of First S/A Payment Escrow—Assigned Sales, During First Year
$ Million $ Million
Eximbank Total Exposure on Transaction
$ Miliion
Borrower's Nat income, during First Year
$ Million

Se¢miarinual Principal Payment
$ Millions

Borrowar's Total Sales, during First Year
$ Millions
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EXPORT—-IMPORT BANK OF THE UNITED STATES
RISK RATING SHEET 2: AIRLINE BORROWERS
Borrowing Airline: Country:

Date of this Assesement:

Most Recent Financial Data:

Ratng Sheet Egtion: Juna 3, 1083

Preparad By: Approved By:
RISKRATING NN iy RSO [y RS T RN T SO I | (I |1 | PR [y R I O
A '8 c C- D - D- . E . E- F [ Fu
Summary Numarical Score at loast: 199 170 150 139 110 90 70 . .50 30 - 10 0
COUNTAY CAPACITY CAPITAL CHARACTER AIRCRAFT EXTL PAYMNTS
of 30 Pla ol 30 Pte of 30 Ms COLLATERAL COLLATERAL
FACTOR SCORES: . . + . "
COUNTRY CONDITIONS D (Atk Country Economist)
Kurnber of Pomts {100 to 0)°
Soverelgn Quarantse Public Non~Bovereinn Private Bector ___
*H Soversign Guarantes, snatyst may choose Lo use 200-0 point ecors for
Congttions, RATHER than sssess borrower's capacity, capital, and charscter factors,
CAPACITY FACTOR | [} [ [ PR | I | i | l_._..‘ | P B R I | |
Numb er of Points 0 27 24 21 18 18 12 [] e 3 [}
For most recent financial ysar;
Sales RN Sy U N O R R SO B | (I [ | Y RN (A N [ R |
were at ieast $ million: 3,500 2.187 1,500 917 687 450 267 17 50 21
Cash Fiow (NIAT +Dep) RN [ PO SN S RO B SO B | P [ bbb
was at least $ million: 2,450 1,408 900 504 333 202 107 4 15 5
Net income (afte: tax) R RSN ORI Sy U T Y D (RN (O SN | | N D RS I NN (O DU
was at least $§ mition: 1,200 700 450 250 160 00 40 10 0 [c4}
Sales/Assats e VO U e U e RN oy S DO TR N T
were at laast, 70% 3% 60% 53% 50% as% 0% 5% 0% 3%
Hwrd Currency Sales / Sales VISR RSN RN S U RN By N N NN T A | b I
of at least: 100% 0% 0% 0% 50% 0% 0% 20% 10%
Cash Flow (NIAT +Dep)/Sales | G U Y [ U By OR[N (AU T SV O N | I e e
of at least: 70% 5% 60% ss% 3% “0% 35% 0% 25%
Debt Service Cover (NIAT +Dep+Int)/(Prin + Int) | o LN RN Sy RSN [ U B U S (NN [ NN O JN O R O A
of at least: 300% 80% 200% 240% 220% 200% 180% 160% 140% 120%
Net income (aftermax)/Sales  FOUEREN [y RO [y SOOI AU T RO Sy O N TN T PO | It )
of at least: 34% 7% 0% 2% 24% 20% 15% 2% 0%  ~12%
Net income (ahertax)/Aasets or ROA R S RN [ RSN R RN OSSNy AN N SO (N N | N [ DU B P
was at lsam. 24% 2% 18% 15% 12% 2% % 3% o% -3%
Taxes/Net Income Before Taxes RO [y VRN AU R RN U Sy Y Ny Y IO T ) R Sy Y B PR
were at most: o% 10% 20% 0% 0% 50% 0% 70% 80% 20%
Sales Growth (Dollars) over Last Year R D RN Ry Y T DU (O TN T NN | Y T DRSO D R N RN R S
Parcent per Annum was at least: 2% 10% [13 % “* 2% 0% -2% ~a% -a%
Metincome Growth (Dollars) over Last Year N RSO N U NN (RN I SN [ A RN S PO N RO SO RSSO B U |
Parcent per Annum was at least: 1% 10% % % ax 2% 0% -2% -a% -8%
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(CONTINUATION —— RATING SHEET 2)

Borrowing Airline: Country:
ideritty
CAPITAL FACTOR l— 1 11 Vol b b bbbl | ] }_] Particularnty
Numbsr of Points 30 27 24 21 10 15 12 [} [} 3 0 - important
Indicators:
For most recent financial year;
Assets NN I N N U [ U D N B U N [ [ [ | | | J——
ware at least $ million: 8,000 3.3 2.500 1,087 133 1,000 87 333 167 83
Equity NN ORI RN Iy RO T RN T RN SO | RN T RV I PN O R | ||
was at least $ milhon: 2,500 1,500 1,000 583 00 250 133 50 17 L}
Cash & Equivalents Holdings | P [ N NN I NN [ RN [ RS [ N N U T (NN B R | -
waere at ieast $ million: 100 67 0 ER) 14 0 13 7 3 H
Equity/Assets NN [ Y RN ey NS [ Y T RN N JNSUNY N SR O | [ [ [ | !
was at lsast: 0% as% “o% 3% 30% 5% 20% 15% 10% 5%
Current Ratio NN (O N U [ RO B U R Ty SN B T b et |l l—!
Current Assets / Current Liabilities was at least: 200% 180% 180% 140% 120% 100% 80% 00% 0% 20%
Accounts Recervaule/Sales  SRNEIN y UR  AN U B NN D UV D P N (RN B [ I | ! !
were at most: 5.0%  10.0% 150% 200% 25.0% 300% 35.0%  400%  450%  50.0%
Assat Growth (Dollars) over Last Year NN T RN ey R [ R RSN NSO [ N N TR N TN N S | JO—
Percent per Annum was at least: 2% 10% % (19 % Fe o% -% -a% -6%
Equnty Growth (Dollars) over Last Year NN RV B R B SO B LN DU [ RSN I N B LN SR B P | —
Percent per Annum was at least: 12% 10% 0% 8% % 2% 0% -2% -4% -60%
Cash & Equivs (Dollars) Growth over Last Year | | P | [ [ [ R [ PR I I PR R PN (i N | [
Percent per Annum was at least: 1% 10% 8% a% % % 0% -2% -a% -0%
~ identity
CHARACTER FACTOR lel T[] I NN Iy RSO [y USROS By RS B RSSO B N B | Poculerty
Number of Fointe 30 27 24 21 10 15 12 ° [} 3 0 .Importam
ndicy lora;
Eximbank Savsfactory Credit Relatons with O R S R | [ | I — |1 | I |l
Bomower cate back at least: 20Years 15Years 10Years SYewrs 2Yesrs No Credd Expenence Arrears/Ciaims :
Does Eximbank Now Have Arrears/Unmcoverad | f bl ol |
Claims vis~a—ws this Borrower? No No Creatt Expsnencs Yes
Has Eximbank Experienced Arrears/Claims | | | l—l |
vis—-a=ws this Borrower within last 10 years? Neo No Credt Expenence Yeos
Haa this Borrowar Baen Subject to Country-Wide | | |1 [  JE—.
Rescheaulings within last 10 years? No No Credit Expenence Yoo
Other Creditors’ Expanence with Borower | ! P | J— —
within the last 10 Years? Postve Unciear Negatve
Does this Borrower Exarcise | | [ —
Otticia) Monopoly Powars? Yes
Quainty of Financia! Statemants RNy U [ OSSO [y Y T RN T SO A | PR [ RS B O | 1
Audnteo or Uravdred: Audied  Aucded Audted Audied Aucted Audied Audfed Aucied Unsudted Unsudied Unsudted
Age of Suataments: Recent Recent Recent Recent Agng Agng Agng Agng  Recent Agng (Partial}
Using Internanonal or Loca! Standards: Intl Stds  Loc Stde  intiStds Loc Sids  IntiStds Loc Sids il 8lds  Loc Sids
Unguaified or Qualdied: Unausl.  Unaual Qual. Qual.  Unqual.  Unaual. Qual. Qual.
Risk Ratng of Insututon’s Owners b b b b e 8 b el e 11—} |
AAA/AA A BBB 88B8/88 :1:] :3:7;:} :] 8/cCcC cce (o] <

Name and Country of Insutution:

(1) 1 Ownersno 15 Widely Dveratied (no shareholdng > 33%). Uss *A° Risk Ratng

{2) # Largemt Snarsnoicer 13 Government or Qovemnment Mristry, Use Soveregn Aisk Rating Equavalent.

(3) M Largest Snharencider 1s Rated by Commercial Risk Ratng Service, Use this Astng

(4) M Lazgest Sharenoider 1n Not Rated by Commercal Risk Ratng Senice, use *B° nek ratng 1o nowate uncertanty.
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(CONTINUATION —— RATING SHEET 2)

Borrowing Airline: Country:
AIRCRAFT COLLATERAL FACTOR
(EXTRA CREDIT POINTS)
POINTS:
At Time of Saie: Asset Value / Salas Price | 8Ponts| 7Ponts | 8Pents| 5 Ponts | 4Ponts | 3 Ponts 2Pont | 1Pomt
of at least: [_toox| esx| sox] esw| Bow]| 75%] 70w  esw
At Time of Sale: Sales Pnce / Exim Loan Balance 8 Ponts! 7 Ponts | 6 Ports | SPonts | 4Ponts] 3Ponta| 2 Port | 1 Pomt
of at least J 2% 120m]  vs%) vio%]  105%]  toom oa%|  oox
At Time of Sale: Asset Value / Exim Loan Balance 8 Ports | 7 Points | 6 Porta! SPonts | 4Ponts | SPomts| 2Pont | 1Pont
ol at least: 128%)  120%]  uvsx]l  vio%|  10s%|  100% 03% 0%
Assst Value: End of Yeer 6 / At Time of Sale UPonts| 7 Ponts | 6Ponts | 5 Ports | 4 Porits | 3 Ponta| 2Part | 1 Port
of at least 85% | 80% | 73| 70% | 5% 60% | 5% 50%
End of Year 6: AssetValue / Exim Loan Balance 8Pont| 7Ponts | 6Ponts | 5Ponts | aPonts| 3Ponts | 2Pont | 1 Pomt
of at least: 17o% ) vmon|  1som | vaom]  1so%]  120%| 11o%] 100w
Privats Secwr Participation i Financing [ 7 [aPonts [ 7 Ponta | 6 Ponts | 5 Ponts | 4 Porte] 3 Ponta | 2 Port | 1 Port |
of at isast: L 0% 20% | 2% 19%] 1a%) 10% | 8% | 7%
8Ponts| 7Ponts | 6Ponts | 5 Ponts | 4Ponts| 3Ports| 2 Port | 1Pomt

Flights From/To Hepoasession ~Friendly Airpors
Expected Parcent of Flights at least:

Type of Financing Structure:
Leasae or Mongage

Geneva Aircraft Conventon: Host Country Status
Ratficaton or ad hoc Adherence

00% sonl 7o%|  eox|  sox| o 0% 20%
8 Ponts 1 Powt
LEASE MORTGAQE
8 Pomnts 1 Pomnt

FULL RATIFICATION

ADHERENCE FOR THIS CASE

Flights to Areas whare Oulbreaks of
Violence are Common or Likely

8 Pomta

1 Pont

NONE ARE UKELY

CANNOTBE RULED OUT

THE RATIOS ABOVE USE THE FOLLOWING DATA:

Assat Value at Time of Sale
$ Miions

Aircrait Model
& Number of Aircraht

Sales Price
$ Milions

[]

Exim Loan Balance at Time of Sale
$ Miilions

Assat Value at End—Year 6
$ Millions

Exim Loan Balance at End- Year 6

Aircraft Resale Valuss
are Commercial Estimates / Forecasts,

Available from Office of Senior Vice President.




Appendix 12

OPIC Risk Assessment Matrix



NONSOVEREIGN PROJECT RISK ASSESSMENT MATRIX

DATE PROJECT
Project Weight Project
Paper X specific
Reference Rank weighting
(0-10)
1. Management capabilities
(of the borrower, project
operator, intermediate :
financial institution, etc.) 2.1, 5.1 28 U
2. Business risk 3, 5.1 14 7
3. Project structure/leverage 1.4 15 5
4. Project liquidit :
jeet Tanaly 1.4, Ex v 15 35
. ial forecas '
3 Financial forccasts 4.2, Ex Iv 15 5
v
6. Country risk 5.2, 35 7
Ex VIII
. llateral i
7. Collateral security 1.4 6 6
8. Sources of repayment 1.4, 30 10
Ex III1I,vV
9. Other/offsetting factors - __
158 52

TOTAL

COUNTRY
Risk Ranking:
LOW MED LOW MEDIUM MED HIGH
1 2 3 4
1 _2 _3 X 4
1 X 2 _3 _4
1 _2 X 3 _4
_1 _2 X3 _4
1 _2 X3 _4
1 _2 _3 _4
1 _2 _3 _4
_1 2 X 3 _4
_1 ) _3 _4
3.04

GVERALL PROIECT RISK RATING

HIGH

10722792



Appendix 13

List of Persons Contacted



Persons Contacted

USAID

Mr. David Grossman
Assistant Director
PRE/Office of Housing and Uroan Programs

Mr. Peter Pirnie
Financial Advisor
PRE/Office of Housing and Urban Programs

Mr. Eliecer Fernandez
Financial Advisor
PRE/Office of Housing and Urban Programs

Mr. Robert Freed
former Housing Officer
PRE/Office of Housing and Urban Programs

Mr. Adel Sobh

Chief

Guarantee Program Branch
Office of Financial Management

Ms. Judith Coker Evans
Investment Officer
PRE/Office of Investment

Mr. Mark Wagner
Financial Analyst
PRE/Office of Investment

Ms. Rebecca A. Bowlsbey
Budget Analyst
Directorate for Finance & Administration/Office of Budget

Other U.S. Government Agencies

Mr. Ron Silberman
International Affairs I*.vision
Office of Manageme:it and Budget



Ms. Alice McNutt Miller
International Affairs Division
Office of Management and Budget

Mr. Clement K. Miller

Special Assistant to the Senior Vice President for International Lending

Export-Import Bank of the United States

Mr. Joe Kuge
Export-Import Bank of the United States

Ms. Anne H. Predieri
Deputy Treasurer
Overseas Private Investment Corporation

Mr. Mark W. Neal

Manager, Financial Services and Budget Policy

Overseas Private Investment Corporation

Mr. Thomas P. McQueeney
Assistant Vice President
International Banking Department
Federal Reserve Bank of New York

Mr. Warren Moskowitz
Research Department
Federal Reserve Bank of New York

Mulitilateral Development Banks

Mr. Edward J. Doheny
Senior Portfolio Officer
International Finance Corporation

Mr. Sergio A. Pombo
Portfolio Management Analyst
Inter-American Investment Corporation

Ms. Barbara Cassidy
Private Sector Investment Officer
Asian Development Bank



Private Sector Institutions

Mr. Robert Visek

Vice President, Country Risk Management
Chemical Bank

Mr. David T. Devlin

Vice President and Deputy Senior Advisor for International Operations

Citibank

Mr. Guillermo Estebanez
Vice President

Sovereign Risk Unit
Moody’s Investors Service

Ms. Lynn Exton
Senior Analyst, Financial Institutions
Moody’s Investors Service

Mr. Carl F. Adams
Vice President & Manager
Sovereign Risk Unit
International Credit
Merrill Lynch & Co., Inc.

Mr. Stuart Burnet

Assistant Vice President & Senior Credit Analyst
International Credit

Merrill Lynch & Co., Inc.

"



