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SOVEREIGN RATINGS

Eurasian Development Bank

Major Rating Factors

Strengths:
® Clearly defined role as a subregional multilateral development finance institution playing an
important political role

= Strong shareholder support as reflected in the bank’s establishment and capitalization

Weaknesses:

= Absence of track record of successtul operation

® Limited risk management experience

® Prospects of a relatively high-risk loan portfolio as the bank increases its lending in and to

unrated nonmember countries

Rationale

The ratings on the Eurasian Development Bank (EDB) are supported by the bank’s initial strong
capitalization and ongoing support from its two founding member countries, The Russian
Federation (Russia; foreign currency rating BBB+/Stable/A-2; local currency rating
A-/Stable/A-2), which has subscribed to two-thirds of the initial capital; and the Republic of
Kazalhstan (foreign currency BBB/Stable/A-3; local currency BBB+/Stable/A-2). Its recent
establishment, however, means that it lacks a track record of successful operation. This acts as a
constraint on the ratings, particularly in light of EDB’s plans to lend in and to other member
countries of the Eurasian Economic Community (EurAsEC; membership consists of Russia,
Kazalhstan, Belarus, Kyrgyzstan, Uzbekistan, and Tajikistan; all except Russia and Kazakhstan
are unrated).

EDB was founded in 2006 to foster regional integration and to promote economic growth in its
member countries and within the EurAsEC as a whole. This reflects the strong political interest
of the founding member countries, in particular Russia, in reestablishing and extending the
economic ties among EurAsEC countries. EDB will pursue these goals by providing long-term

financing to both the private and the public sectors, typically without explicit guarantees from the
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governments of the countries of domicile of the projects or the governments of EDB’s member countries.
The lack of long-term competitive market-based credit facilities in EurAsEC countries suggests that the
bank will enjoy high franchise value from the outset.

Paid-in capital is scheduled to reach $1.5 billion by 2009, of which $614 million was paid in as of fiscal
year-end 2006 (Dec. 31, 2006). Capital will be contributed in instalments, two-thirds by Russia and one-
third by Kazakhstan, with shareholder voting rights proportional to the capital share held. Current plans
call for the bank to increase its assets to approximately $2.6 billion by year-end 2007 and to $5.5 billion
by year-end 2009, of which $3.5 billion is expected to be its loan portfolio investments.

Investments are expected initially to be concentrated in EDB’s two founding member countries. The
bank plans, however, to eventually have at least one-third of its loan portfolio in other EurAsEC
countries, following their joining the bank as member countries or their signing of agreements that

would confer preferred-creditor status on EDB loans.

Outlook

The stable outlook reflects the expectation that EDB will evolve into a key regional multilateral
development finance institution (MDFT) that will supply significant long-term financing to EurAsEC
countries. The ratings on EDB could be raised if there is evidence that it is successfully executing its
mandate, as well as receiving continued shareholder support. If the ratings on the bank’s main
shareholders were to be raised, this could also have a positive effect on the ratings on EDB. Conversely,
poor financial performance by the bank or signs of weakening shareholder creditworthiness or support

would create downward pressure on the ratings on EDB.

Profile, Membership, And Shareholder Support

EDB was established as a subregional MDFT in early 2006 by the governments of Russia and
Kazakhstan. The two founding member countries, and in particular The Russian Federation, showed
strong political interest in reestablishing economic ties among EurAsEC countries and in providing
long-term credit facilities at a time of rising prosperity in the member countries.

In addition to EurAsEC members, Armenia (not rated), Moldova (not rated), and Ukraine (foreign
currency BB-/Stable/B; local currency BB/Stable/B) are observers in EurAsEC. EDB’s membership is
also open to other non-EurAsEC countries and to international organizations.

The two member countries contributed initial paid-in capital of $614 million, but the bank expects the
total paid-in capital to reach $1.5 billion by 2009, of which two-thirds from Russia and one-third from
Kazakhstan. According to the bank’s charter, all payments of the bank’s capital must be made in U.S.
dollars and deposited at the EDB’s account in the National Bank of Kazakhstan (NBK). Unlike most
MDFTs, the bank’s charter does not provide for callable capital. Voting rights are proportional to the
capital contributed by each shareholder.

EDB’s role is to finance long-term infrastructure projects in sectors with “investment gaps” that are
thought to have a long-term benefit to the EurAsEC region. These projects are expected to include
energy, transport, modernization of ports and road infrastructure, and environmental projects. Moreover,
EDB will provide export, trade, and lease financing. The financing will be on commercial terms, however.
At this stage, the bank provides only direct lending, but it may eventually lend to small and midsize
enterprises (SMEs) through local banks.

Similarly to other MDFIs, EDB enjoys certain immunities and privileges, including exemptions from
taxes. The bank is also not subject to the supervision of the banking authorities of either member

country.
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Given the absence of regional MDFIs specialized in lending to member countries and the lack of long-
term affordable credit facilities, the bank enjoys a privileged position and a high franchise value from the
outset. As a newly-established institution, however, the absence of'a track record constrains the bank’s
creditworthiness compared with other MDFTIs, such as the Central American Bank for Economic

Integration (CABEL; BBB+/Positive/A-2) and Corporacion Andina de Fomento (CAF; A/Positive/A-1).

Management And Organizational Practices

According to the bank’s charter, the supreme body of the bank is its council, consisting of four members,
two from each founding member country. The powers of the council, as the top management body,
include:
= Adopting policies regarding new member countries and changes in the bank’s statutory capital;
= Approving the organizational structure, the annual report of the management board, and the external
audit;
= Appoint the chairman of the management board; and
® Determine procedures for withdrawals from membership and the liquidation of the bank.
The bank’s management board and its chairman are both accountable to the bank’s council. The
chairman, elected for a four-year term, is responsible for supervising the day-to-day activities of the bank.
The management board is a nine-member body whose responsibilities include but are not limited to:
® The formulation of policies concerning the activities of the bank and its investment and borrowing
strategy; and
® The approval of investment projects that do not exceed 10% of the bank’s net worth.
EDB's internal audit committee is responsible for the audit of the bank’s accounts and for the supervision
of bank’s operations.
EDB has its headquarters in Almaty, Kazakhstan, and representative offices in Moscow in Russia, and
in Astana in Kazakhstan. The bank currently employs 57 staff, which will increase substantially in line

with the bank’s activities.

Lending Policies

The bank lacks a track record of successful lending, but it envisages adhering to conservative policies and
operating procedures. The challenge for the bank is building a high-quality loan portfolio, particularly in
the difficult and untested business environment in the wider EurAsEC region, as the bank will lend
without any guarantees from its member countries.

The bank has not established predefined lending limits by sectors, but loan exposure to a single
borrower cannot exceed 10% of the bank’s net worth. Moreover, the bank’s council must approve any
single loan where EDB’s uncovered exposure equals or exceeds 5% of the bank’s paid-in capital.

The total loan portfolio is expected to reach $3.5 billion by 2009. EDB plans to focus on what are large
projects by regional standards (worth at least $30 million with maximum maturities of 15 years). At least
20% of the project costs must be borne by the borrower.

Initially, the bank expects financing to be concentrated in the two founding countries, mostly in energy
and general infrastructure sectors. Following the signature of framework agreements with nonmember
recipient countries in 2007 and beyond, however, EDB may eventually extend up to one-third of its loans
to or in these countries, without government guarantees. Such agreements will provide for the bank’s
preferred—creditor treatment, as required in the bank’s charter. The first loan disbursements, outside

member countries are expected to be in Tajikistan, mostly in the energy and mineral resources sectors.
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Risk Management

Given the recent establishment of the bank, its risk management experience is limited, which constrains
the ratings. In particular, the bank’s risk management procedures have not yet been tested at a time of
financial stress in the countries to/in which it lends.

The bank operates according to internal procedures, within predefined ratios, and with the close
involvement of its credit committee. In certain treasury operations, EDB may deal with counterparties
with ratings of ‘B’, which are lower ratings than those required by more highly rated MDFTs. Given the
bank’s likely eventual high exposure to foreign currency risk, the bank is expected to use swaps and other
available instruments to hedge the risk.

The definition of nonperforming loans (NPLs) is standard. The bank aims to build up two types of
reserves for loan losses: special (from expenses) and general (from profits). It is planned that loan
portfolio reserves may be set at the level of 2% of total loans by year-end 2007, with this ratio gradually

increasing to 3.5% in 2008 and to 5.0% in 2009.

Liquidity

EDB currently enjoys ample liquidity, amounting to about 85% of total assets at year-end 2006. Most of
this is currently maintained in the form of short-term bank deposits in major commercial banks in The
Russian Federation and Kazalkhstan, in particular at JSC Vneshtorgbank (BBB+/Stable/A-2), which
alone accounts for one-quarter of total liquid assets. The share of investment-grade assets in EDB
portfolio exceeded 65% of total assets at year-end 2006. Other liquid investments are placed in sovereign
bonds of the founding countries and in the corporate bonds of major Russian oil and gas companies.

The bank plans to increase its assets to $2.6 billion by late 2007 and to $5.5 billion by late 2009. This is
in line with the plan to tap international capital markets to increase and diversify the bank’s debt
securities portfolio. In doing so, EDB expects to invest in sovereign bonds of developed countries, while
leaving unchanged or even reducing its holdings of sovereign bonds of its two member countries. The
bank’s exposure to the corporate bonds in the region is also expected to rise. EDB expects to eventually
make equity investments, which could be as large as up to 15% of total assets.

EDB’s liquidity target requires liquid assets of at least 30% of total assets. The maximum ratio of loans
plus equity investments (largely development-related exposure) to total assets is 70%.

Currently, the banlk’s assets are denominated in U.S. dollars. In the medium term, EDB plans to keep
at least 70% of its assets denominated in U.S. dollars, 10% each in euros and Russian rubles, 5% in
Kazakh tenge, and 5% in other currencies.

EDB's charter requires all foreign exchange exposures to be appropriately hedged and controlled on a
regular basis. The bank’s financial policies do not allow an open currency position in any single currency

to exceed 20% of the bank’s capital at any time.

Profitability

Similarly to other MDFTs, EDB does not seek to maximize its net income. The bank rather aims to
generate sufficient income to assist in strengthening its equity base while fulfilling its development role.
The bank’s operating income is expected to be moderate (an estimated 2% per annum return on average
assets and a 4% return on average equity in 2007), and to oscillate around those returns through the

remainder of the current decade.

Borrowing

The bank is expected to fund itself through syndicated loans and international bonds, the amounts being

contingent on bank’s financing needs. EDB placed a one-year $150 million syndicated loan in December
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2006, which will be followed by a longer-maturity approximately $200 million syndicated loan in 2007.
During 2007-2008, the bank also plans to place one or two Eurobond issues in debt capital markets for
approximately $800 million, which together may bring total market borrowings close to $1.0 billion by
year-end 2008. Nevertheless, EDB plans to limit total debt to 100% of net worth at year-end 2008 and to

200% in the medium-to-long term.

Capital
The bank is well capitalized, with authorized capital of $1.5 billion, of which $614 million had already
been paid-in at year-end 2006 ($214 million by the Republic of Kazakhstan and $400 million by The
Russian Federation). In total, The Russian Federation plans to subscribe to a further $600 million in
installments, lifting its total commitment to $1 billion by 2009. Meanwhile, the Republic of Kazakhstan
plans to subscribe to a further $286 million by 2009 to fulfill its total commitment of $500 million.

The bank’s capitalization is expected to further strengthen over the medium-to-long term, given that
the bank applies a strict leverage policy and enjoys strong shareholder support. According to the bank’s

charter and financial policies, EDB’s authorized capital cannot be used to fund its loan portfolio.

Basic Data (2006)

Total assets

$774 million

Total authorized capital

$1.5 billion

Paid-in capital

$614 million

Number of member countries

Two
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