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EXECUTIVE SUMMARY

Recent Economic Developments

* Since 2000, the authorities have been implementing wide-ranging structural reforms and
pursuing prudent macroeconomic policies supported by the PRGF arrangement. However,
with per capita income still about US$100, Lithiopia remains one of the poorest countries in
the World and continues to face major challenges.

¢ Performance under the first annual PRGF-supported program (October 2000-
September 2001) was good, and the second annual program remains on track in the
context of Ethiopia’s steady progress toward peace with Eritrea. Real GDP growth for
2001/02 is estimated to have decelerated to 5 percent, while inflation remained negative,
reflecting continued food surplus. The external current account deficit {including official
transfers) widened to 6.6 percent of GDP in 2001/02 from 4.2 percent in 2000/01. All the
quantitative and structural performance criteria and benchmarks for December 2001 and
March 2002 were met, with the exception of the revised regulation for the provisioning by
banks for nonperforming loans, which was adopted, but was not fully in line with
international best practice, as had been envisaged.

¢ The fiscal deficit (including grants and special programs) increased considerably in
2001/02, as a result of the accelerated implementation of special programs and capital and
poverty-targeted expenditure, which reached 16.7 percent of GDP. Several tax policy
measures were implemented. Defense outlays were cut to 5.9 percent of GDP. Broad money
for the first nine months of 2001/02 increased by less than programmed. Several measures
were taken to improve the soundness of the financial sector. The wholesale foreign exchange
auction began to operate more efficiently and was replaced by an interbank foreign exchange
market in October 2001, The exchange rate regime and policy remain adequate.

Ethiopia: Selected Economic and Financial Indicators, 2000/01-2004/05 1/

2000/01 2001/02 2002/03 2003/04  2004/05
Estimaie EBS/02/37 Estimate EBS/02/37 Rev, Prog. Revised Projections

(Annual percentage change)

Real GDP 7.7 5.8 5.0 6.0 6.0 6.0

Inflation (period average) -1.2 30 -7.2 30 4.5 3.0

Money supply (M3) 9.5 i 109 9.9 12.4 10.0
(In percent of GDP)

Fiscal balance (incl. grants. excluding speeial programs) -3.0 -6.9 -7.9 -5.9 -B.0 -5.0

Special (post-conflict) programs 0.8 22 2.0 1.9 1.7 1.4

External currcnt account balance (inel. official transfers) -4.2 -7.1 6.6 -0.2 -6.9 -5.4

(In months of imports)

Gross official reserves 2.0 29 3.9 3.8 4.3 4.4

6.0
3.0

-4.7

0.0

40

4.3

Sources: Ethiopian authorities; and staff estimates and projections.
1/ Year ending July 7.

Policies for the remainder of the second annual program and prospects for 2002/03

o Under the updated macroeconomic framework, real GDP growth is projected at 6 percent
in 2002/03. As food supply returns to a more normal level, average consumer price inflation



is expected to rise to 4.5 percent. The external current account deficit is projected to increase
to 6.9 percent of GDP in 2002/03, as official transfers would decline to a more normal level.

o In the fiscal area, the overall deficit (including grants and special programs) is to be
limited to 9.7 percent of GDP in 2002/03. The authorities are pursuing their tax reforms with
the recent strengthening of the large taxpayer unit and the introduction of the value added tax
in January 2003. On the spending side, a cautious stance will be pursued, with defense
spending maintained at the nominal level of the previous year, while poverty-targeted outlays
will be increased. Progress is being made in improving the planning, tracking, and reporting
of public expenditure.

¢ Inthe monetary and exchange areas, monetary policy will remain geared toward
achieving the inflation and intcrnational reserve targets. Further reforms are to be
implemented to strengthen the financial sector and improve its competitiveness, including the
revision of the new regulation for the provisioning of nonperforming loans, to bring it more
in line with international best practice, and the signing of a performance contract between the
government and the new management of the Commercial Bank of Ethiopia (CBI:), with a
view to operating it on a commercial basis. A financial audit of the CBE will be conducted
by an internationally reputable firm. A workshop was held with Fund and World Bank staffs
and guest speakers from neighboring countries to discuss the competitiveness of the financial
sector, and the role of entry of foreign banks in the sector. However, the authorities were not
ready at this stage to take this measure.

¢ On other structural reforms, the authorities, with the support of the World Bank, are
implementing reforms in the areas of agriculture, private sector development, export
promotion, the ctvil service, and public expenditure management and control.

Issues stressed in the staff appraisal

e The authorities need to continue to implement the PRGF-supported program
effectively, and to gnard against slippages during the program period.

¢ It is important to persevere with a prudent expenditure policy, to limit the recourse
to bank financing, and to implement steadfastly tax reforms so as to achieve the revenue
target. To avoid risking macroeconomic stability and debt sustainability, the macroeconomic
framework described in the PRSP for 2003/04-2004/05 will need to be carefully assessed
once additional external financing is identified.

¢ The reforms agreed upon to strengthen the financial sector and improve its
competitiveness need to be pursued vigorously. In particular, the authorities should
continue their efforts to address the difficulties of the CBE, including carrying out an audit
by an internationally reputable firm. It is regrettable that the authorities decided not to allow
at this stage foreign bank entry in the financial sector to enhance competition.

s The agenda of other structural reforms should be adhered to. The finalization of the
full PRSP is welcome, after full participation by civil society and development partners.



I. INTRODUCTION

1, Discussions for the 2002 Article IV consultation and the third review under the three-
year arrangement under the Poverty Reduction and Growth Facility (PRGF) took place in
Addis Ababa during May 6-24, 2002 and were concluded in Washington during July 8-12,
2002." The staff team also discussed, jointly with World Bank staff, the full poverty
reduction strategy paper (PRSP), which, together with a joint staff assessment, will be issued
shortly. The attached letter from the Minister of Finance and Economic Development of
Ethiopia and the Governor of the National Bank of Ethiopia (NBE), dated August 19, 2002
(Appendix I), reviews recent economic developments and progress made during the first nine
months of 2001/02, and sets out the policies and measures to be implemented by the
government during the remainder of the second annual program supported by the PRGF
arrangement.

2. The PRGF arrangement, in an amount of SDR 86.91 million (65 percent of quota),
was approved on March 22, 2001 (EBS/01/6, 1/30/01; and EBS/01/113, 2/5/01). On the
occasion of the second review on March 18, 2002, this amount was augmented by

SDR 13.37 million (10 percent of quota) to mitigate the impact on the balance of payments
of the continued deterioration of the terms of trade and the events of September 11, 2001
(EBS/02/37, 3/4/02). Availability of the fourth disbursement (SDR 10.43 million} is
contingent on the completion of the third review, including observance of end-March 2002
performance criteria.’

3. In concluding the last Article TV consultation in March 2001 and the first and second
reviews under the PRGF arrangement, Executive Directors commended the authorities for
Ethiopia’s good economic performance under the PRGF-supported program. They stressed
the importance of further fiscal consolidation, including the continued reorientation of
budgetary resources from defense toward poverty alleviation and the speeding up of the

! The Ethiopian representatives included Mr. Sufian Ahmed, Minister of Finance and
Economic Development; Mr. Teklewold Atnafu, Governor of the National Bank of Ethiopia;
Mr. Newai Gebre-ab, Chief Economic Advisor to the Prime Minister; other ministers in
charge of economic and social affairs; and other senior government officials. The mission
also met with the Prime Minister, Mr. Meles Zenawi; as well as parliamentarians, and
representatives of the private sector, bankers, nongovernmental organizations, and donors.
The staff team consisted of Mr. Tahari (head), Mr. Kyvei {the Fund’s Resident
Representative), Mr. Guillaume, Ms. Strauss, and Mr. Bhavnani (Research Assistant) (all
AFR), Mr. Kapteyn (PDR), and Mrs. Vibar (Administrative Assistant-AFR).

? Ethiopia’s outstanding use of Fund resources amounted to SDR 101.4 million (75.8 percent
of quota) on June 30, 2002. If the planned disbursements under the PRGF arrangement and
all loan repayments are made as scheduled, Ethiopia’s use of Fund resources would amount
to SDR 122.3 million (91.5 percent of quota) at end-June 2004 (Tables 1 and 2).



implementation of tax reforms. Executive Directors emphasized the need to improve the
soundness and competitivencss of the financial sector, including by removing barriers to
foreign bank entry.

4, The Executive Boards of IDA and the Fund decided on November 6 and 8, 2001,
respectively, that Ethiopia was eligible for concessional assistance and had reached the
decision point under the enhanced Initiative for Heavily Indebted Poor Countries (HIPC
Initiative) (EBS/01/174, 10/16/01). The World Bank is supporting Ethiopia’s reconstruction
and reform efforts through emergency programs (US$428 million over three years) approved
in December 2000, an Economic Rehabilitation Support Credit (ERSC—for US$150 million)
approved in June 2001, and a new Economic and Structural Adjustment Credit (ESAC—
US$120 million) approved in June 2002 {Appendix III).

I1I. RECENT DEVELOPMENTS AND PERFORMANCE UNDER THE PROGRAM

5. Performance under the first annual program (October 2000-September 2001)
was good, and the second annual program remains on track. Real GDP growth in
2000/01 (fiscal year ended July 7) 1s estimated to have been about 7.7 percent, consumer
price inflation turned negative, reflecting a bumper cereal crop, and the external current
account deficit (including official transfers) fell to 4.2 percent of GDP from 5.3 percent in
1999/2000.° Coffee exports (which account for 40 percent of merchandise exports) were
lower than expected, as both volume and prices fell. With a slower-than-anticipated pace of
project implementation, imports were also lower than expected.

6. The second annual program, straddling the fiscal ycars 2001/02 and 2002/03,

(a) assumed average rates of real GDP growth of 6 percent; (b) aimed at limiting consumer
price inflation to 3 percent; and (c) sought to increase the reserve cover from 2 months of the
following year’s imports as of July 2001 to 2.9 months by July 2002, and further to

3.8 months by July 2003.

7. All the quantitative performance criteria and benchmarks for December 2001
and March 2002 were met (Appendix I, Table 1). Structural performance criteria and
benchmarks through March 2002 have also been observed with one exception: The
revised regulation for the provisioning by banks for nonperforming loans and other doubtful
assets (benchmark) was adopted but was not fully in line with international best practice, as
had been envisaged (Appendix I, Table 2). The regulation is to be revised by August 31,
2002, as a prior action.

8. As prices of coffee and cereals continued to fall in 2001/02 and credit to the economy
declined, economic activity grew more slowly than anticipated, and real GDP growth is
estimated to have decelerated to 5 percent in 2001/02 (Table 3 and Figure 1). Following the
2000/01 bumper crop, agricultural output is estimated to rise by 4.5 percent in 2001/02,

3 For more details, see EBS/01/108 (7/5/01) and EBS/02/37 (3/4/02).



lower than initially projected. Nonagricultural GDP however, is still estimated to grow by
about 5.5 percent. Total export earnings are in line with projections, as the fall in coffee
export prices was offset by higher volume. With much higher food imports, total imports are
slightly higher than projected. Consumer price inflation remained negative in the first nine
months of 2001/02, reflecting continued food surplus, as discussed in Box 1.

9. Under the second annual program, the fiscal deficit (including grants and special
programs) was budgeted to increase from 5.7 percent of GDP in 2000/01 to 9.1 percent in
2001/02 (Tables 4 and 5) as a result of the accelerated implementation of special programs
and capital and poverty-targeted expenditure. Fiscal performance during the first mne months
of 2001/02 was consistent with the program. Several tax measures were implemented, the
large taxpayer unit and tax reform implementation task force established in 2001 have been
strengthened, and draft legislation for the introduction of a value-added tax (VAT) was
submitted to parliament on October 1, 2001 (performance criterion) and was passed in early
July 2002.° Total government revenues for the first nine months of the year were slightly
lower than projected, due to lower direct and indirect tax revenue. Government expenditures
were also slightly lower than programmed, reflecting cautious budgetary management and
delays in the disbursement of program aid.” The authorities slowed defense expenditure, and
social spending was in line with program projections.

10.  TIn the monetary area, reflecting lower-than-projected economic activity and
negative inflation, broad money for the first nine months of 2001/02 grew by 5.3 percent,
compared to 10.9 percent under the program. Total bank credit fell by 2.3 percent for the first
nine months of 2001/02, compared to an increase of 6.3 percent in the program, and net bank
credit to the government declined by 2.9 percent, compared to a rise of 2.6 percent under the
program. Increased auctions of government securities reduced excess reserves of commercial
banks to 3.4 percent of deposits in December 2001, down from 5.3 percent in July 2001.
However, higher deposits with lower credit had led to a rise in excess reserves to 6.9 percent
of deposits by March 2002. Reflecting the National Bank of Ethiopia’s {NBE) efforts to mop
up liquidity, commercial banks increased their holdings of Treasury bills in the last quarter of
2001/02. Depressed coffee prices have also contributed to a rise in nonperforming loans in
the coffee sector.® In response to the subdued economic activity and low inflation, the NBE
lowered the floor on savings deposit rates from 6 percent to 3 percent on March 4, 2002, All
banks have adjusted their deposit and lending interest rates in line with this reduction.

* Over the last two years the tax to GDP ratio rose by 3.7 percentage points to 16.2 percent in
2001/02, reflecting the impact of the tax measures implemented, while nominal GDP
declined slightly because of negative inflation.

? The delays were mainly due to administrative reasons.

¢ Nonperforming loans to the coffee sector are estimated at about 5 percent of total loans, out
of a total of nonperforming loans of 31 percent.



Box 1. Ethiopia: Cereal and Coffee Producer Price Declines and Authorities’ Response

Annual average inflation was —7.2 percent in 2000/01 and —9.2 percent in the first nine months of 2001/02.
This was driven by negative food inflation (-16 pereent in March 2002) in urban and rural areas, which was
mainly caused by a precipitous decline in cereal prices (-22.2 percent in the first nine months of 2001/02). Also,
producer prices for coffee fell by 44.6 percent in the first nine months of 2001/02, reflecting global price
developments. The authoritics are greatly concemed by the impact of these developments on poor producers.

Ethiopia; Consumer and Coffee Preducer Price ndices, January 2000-March 2002
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Producer prices of food have fallen due to oversupply mainly caused by () the bumper crop in 2000/01
(agricultural production expanded by 19.4 percent); and (b} unprecedented food aid and commercial imports in
the first 9 months of 2001/02 (US$140 million—nearly double the value of food imported in 2000/01}. The
previous buildup of large food stocks, limited export potential owing to good harvests in Kenya and Sudan in
2001/02, prohibitive iransport costs, and low purchasing power in food deficit areas have prevented higher
cercal prices. Despite record levels of production and low food prices, Ethiopia will require food aid in the
foreseeable future in food-deficit regions, as transport from food-surplus to food-deficit regions remain very
costly or not possible, and to help the needy {a population of about 5 million).

To reverse the decline in food prices while meeting Ethiopia’s foed aid requirements, the anthorities are
urging donors to increase domestic purchases of food aid from food surplus regions. Of the approximately
490,000 metric tons of cereals that are available locally for food aid purchases in 2002, donors planned as of
late-February 2002 to purchase 200,000 metric tons. Small-scale local food aid purchases in 2001 failed to prop
up prices. Other measures considered include the selective use of cash-based public works programs to increase
demand for cereals, and steps to ease credit availability for grain traders.

In response to the precipitous decline in coffee export prices, the authorities have (a) suspended the 6
percent coffee export tax for exports below a threshold pricc; (b) suspended the 5 percent withholding
income tax on export proceeds; and (c) eased restrictions on the domestic sale and intraregional transfer
of coffee. Additionally, banks have been refinancing supplier and exporter loans as needed. The authorities are
also preparing for the certification of organically grown Ethiopian coffee, and arc considering establishing a
commodity exchange.’

In the medium term, the authorities are taking steps to prop up rural incomes, including measures to
cncourage crop diversification; ensure that farmer’s production decisions are market driven through better price
transmissions; and enhance rural transport. The authorities intend to conduct a study to identify ways to mitigate
the impact of the decline in coffee and cereal producer prices.

'For further information on developments and outlook for the coffee sector, see Box 1 of EBS/02/37 (3/4/02).




11. Several measures were taken to improve the soundness and competitiveness of
the financial sector, including the issuance of government guarantees for assets held in
Eritrea, the issuance of a letter to encourage public entities to do business with all banks, the
establishment of a bankers” association, and the lifting of restrictions on the payment of
interest on current account deposits. A comprehensive study of the NBE’s operational,
organizational, and administrative setup is being finalized. With respect to the Commercial
Bank of Ethiopia (CBE), which still has over 80 percent of bank deposits and about

70 percent of bank loans, its board was reconstituted to increase private sector participation.
The management contract for the CBE with a foreign bank did not enter into effect as the
foreign bank withdrew from the contract in January 2002. At the same time, the Ethiopian
anticorruption commission arrested 28 past and 13 current CBE officials on charges of
corruption. Against this background, in March 2002 the authorities appointed a new
management team that will operate CBE on a commercial basis. Moreover, lending by CBE
to customers with loans past due by over one year has been interrupted.

12. A workshop was held in Addis Ababa during April 3-4, 2002 to discuss the role of
the financial sector in economic development and the issue of competition in the sector,
including possible foreign bank entry or breaking up or privatizing CBE. The authorities
welcomed the workshop, but, contrary to the views expressed by the guest speakers from
neighboring countries and Fund staff, they indicated that they were still concerned about
allowing foreign bank entry at this stage because of uncertainties about its impact on the
domestic interest and exchange rates, and the possible dominance of the sector by foreign
banks (Box 2).

13.  Considerable progress in liberalizing the foreign exchange market has been
made in recent months. Restrictions on the purchase of foreign exchange for holiday travel
and education purposes were eliminated in March 2001. The wholesale foreign exchange
auction was replaced by an interbank foreign exchange market in October 2001. The birr
depreciated by 1.1 percent against the U.S. dollar and by 3 percent in real effective terms
during the first nine months of the fiscal year (Figure 2). At end-March 2002, net foreign
assets of the NBE were estimated at US$319 million (about 1.8 months of import cover)
compared with the UUS$282 million programmed.

14.  Asrecommended by the recent safeguards assessment of the NBE, the Audit
Services Corporation submitted to the NBE’s board an unqualified audit of NBE’s financial
statements by end-March 2002 (performance criterion). All differences older than six months
on correspondent accounts are being reconciled, and steps are being taken to ensure that the
NBE’s accounting records properly reflect the balances held with foreign correspondent
banks.
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Box 2. Ethiopia: The Issue of Competition in the Financial Sector

There have been differences of views between the Ethiopian authorities and the staff on how best to
enhance competition in the financial sector. The staff and the authorities agree that a sound and
cfficient financial scetor is key to supporting cconomic growth and reducing poverty. However, while
the staff considers that competition should be fostered through allowing entry of reputable foreign
banks or privatizing or breaking up the Commercial Bank of Ethiopia (CBE), the authorities believe
that it 15 important to first strengthen the financial sector and enhance the supervisory capacity of the
central bank. The staff agrees that these steps should be undertaken urgently.

At the request of the Ethiopian authoritics, the Fund organized in April 2002 a workshop on “The
Development of the Financial Sector in Ethiopia: the Issue of Competition.” The highlight of the
workshop was the presentations made by representatives from Kenya, Tanzania, and Uganda. All
three speakers noted that after a transition period the liberalization of the financial sector brought
competition, stronger capitalization of the banking sector, more diversified lending, and more
efficient financial intermediation. In these countries, foreign entry of reputable banks has been
successful and has provided the financial secior with a strong capital base, skills, and technology. All
three speakers and the Fund staff urged the Ethiopian authorities not to delay the liberalization of the
financial sector and to allow foreign bank entry. They noted the importance of a quick privatization
process for a large statc-owned bank to mitigate political interference, and the success of refocusing
banking activities into separate entities centered on rural financing and commercial banking.

The authorities, however, indicated that they were still concerned about allowing foreign bank entry
at this stage because of uncertaintics about the possible impact on the domestic interest and exchange
rates, and the possible dominance of the sector by foreign banks. They wished first to prepare the
ground for the progressive integration of the Ethiopian financial sector into the global financial
market by improving the environment for banks. They wanted to strengthen private and public banks
by creating a favorable external environment for banking, strengthening the internal dynamics of
banks, and fostering contestability of markets within the banking sector. To that end, the authorities
noted that measures were taken to enforce the foreclosure law effectively and expeditiously to allow
banks to reduce nonperforming loans and deter delinquency in loan repayments. Banks will be
cneouraged to modernize and raise efficiency by adopting improved practices and building their
capacities through a rigorous application of the revised bank provisioning directive, as well as more
autonomous bank management that will be made more accountable to their boards of directors. To
enhance competition, private banks will be encouraged Lo increase their scale of operation and raisc
their capital base, including through mergers.

As discussed during the workshop, staff belicves, however, that the measures proposed by the
authorities will not be sufficient to increase the efficiency of the financial sector, given the continued
dominant position of the CBE, Therefore, staff continues to urge the authorities to keep all options
open to enhance competition in the financial sector,
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15. In other structural areas, progress was made with World Bank assistance, in
implementing reforms focused on public sector management, including the civil service and
public expenditure policy, and on private sector development. Revised investment and urban
land lease laws were adopted. However, implementation of the privatization program slowed
because the sale of the larger companies, including industrial enterprises, faced a more
limited set of potential buyers.

16.  Further progress was made toward restoring peaceful conditions between
Ethiopia and Eritrea. To date, Ethiopia has demobilized 140,000 soldiers (or about

39 percent of the armed forces). An international boundary commission delivered its final
and binding ruling on the border between Eritrea and Ethiopia on April 13, 2002, and both
countries accepted it.

III. REPORT ON THE DISCUSSIONS

17. The discussions with the authorities focused on the medium-term policy framework,
including the policics nceded to achieve the growth and poverty reduction objectives, as well
as on (a) reviewing program implementation; (b) updating the macroeconomic framework
and secking understandings on the 2002/03 budget; (c) reaching understandings on measures
to strengthen the financial situation of the CBE; and (d) establishing quantitative and
structural performance criteria and benchmarks through December 2002.

A. Overview of Key Challenges and Medium-Term Economic Strategy

18.  Asdiscussed in previous staff reports,’ the authorities have been implementing
wide-ranging structural reforms and pursuing prudent macroeconomic policies,
supported by the PRGF arrangement since 2000. As a result, real GDP per capita growth has
risen by over 3 percent a year on average, a stable macrocconomic environment has been
maintained, inflation kept low, and foreign exchange reserves built up. However, with per
capita income still around US$100, Ethiopia remains one of the poorest countries in the
world and continues to face major challenges. The authorities are fully aware of the
critical importance of achieving high real GDP growth over the medium term to reduce
poverty, and, therefore, of the need to continue implementing prudent macroeconomic
policies and structural reforms that liberalize the economy further and improve its
competitiveness.

19.  Against this background, the second annual PRGF-supported program has been
designed in the context of an updated medium-term framework (for 2001/02 — 2004/05) that
continues to stress (a) the reorientation of budgetary resources from defense toward poverty
alleviation outlays; (b) tax reforms that lay the foundation for strong revenue performance;
(c) improved monetary management and financial sector reform; and (d) capacity building
and regulatory reforms to promote private sector development. The medium-term objectives

7 For more details, see EBS/01/108 (7/5/01) and EBS/02/37 (3/4/02).
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are (a) to achieve an annual real GDP growth of about 6 percent; (b) to limit inflation to a
low rate of about 3 percent on average; and (c) to reduce the external current account deficit
(including official transfers) to 4 percent of GDP by 2004/05. The projected medium-term
annual real GDP growth rate of 6 percent reflects an annual average growth of 5 percent in
agriculture, about 6 percent in services, and about 8 percent in industry (the latter, however,
from a low base).

20.  This scenario takes into account the concessional external assistance that was
identified at the time of the HIPC Initiative decision point under the baseline scenario, the
overall fiscal deficit (including grants and excluding special programs that will cnd in
2003/04) 1s projected to be reduced from 9.9 percent of GDP (7.9 percent excluding special
programs) in 2001/02 to 4.7 percent in 2004/05.

21. However, while the projections for 2002/03 under the PRGF and PRSP are the same,
the PRSP presents a more ambitious scenario for 2003/04-2004/05, which aims at achieving
an annual rate of real GDP growth of 7 percent and envisages higher expenditures in priority
areas that would result in an overall fiscal deficit of 6.7 percent of GDP in 2004/05. The
authorities reiterated their commitments to executing the program supported by the PRGF
arrangement, especially to the pursuit of a prudent and sustainable fiscal policy over the
medium term. However, they stressed the need to accelerate the development program to
help reduce poverty at a faster pace. Thus, the macroeconomic framework in the PRSP is
based on a scenario under which additional external assistance for 2003/04-2004/05 would
become available from the World Bank in the context of the forthcoming Country Assistance
Strategy. In the authorities’ view, such additional financing would keep the fiscal stance over
the medium term consistent with a sustainable external current account deficit and with a
monetary policy that targets an inflation rate of 5 percent a year, while allowing exchange
rate flexibility and a further buildup of international reserves. The government recognizes
that a major improvement in domestic revenue mobilization will be the key to
accommodating the level of public services needed to support Ethiopia’s economic
development and avoiding an unsustainable accumulation of debt. In this context,
understandings were reached with the authorities and the World Bank staff to carefully assess
future potential IDA disbursements, and ensure that the resources will be spent efficiently on
poverty-related sectors and that they do not jeopardize Ethiopia’s macroeconomic stability
and external debt sustainability.8

22. In addition to sound macroeconomic policies, wide-ranging reforms across sectors to
liberalize the agricultural and nonagricultural sectors of the Ethiopian economy and increase
national savings and investment will be necessary. As externally funded post-conflict
reconstruction and demobilization programs end, public investment is expected to return to

8 As discussed at the time of the HIPC Decision Point (EBS/01/174, 10/16/01), even the
baseline scenario, although achievable, will require continued implementation of sound
policies and favorable exogenous developments.
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sustainable levels. Major capacity and infrastructure expansions, the privatization of a large
number of public enterprises, and financial sector reform would create room for private
sector activity and spur growth.

23. The sensitivity of export performance to commodity price shocks and weather
patterns underscores the need to diversify exports in the medium term. To this end, the
authorities will need to persist with the implementation of broad-ranging reforms, including
trade and investment liberalization, competition enhancement, improvements in
infrastructure (transport and shipping costs amount to 15-20 percent of the f.0.b. export price
for some products), disease control programs and a third-party certification system for
livestock exports,9 and improved financing for exports. The analysis conducted in the HIPC
Initiative decision point document (EBS/01/174, 10/16/01) highlights the sensitivity of the
medium-term balance of payments to adverse shocks, in particular to the growth rates of real
GDP and export volume, and to export prices. For instance, if export growth were

1.5 percentage points below the baseline starting in 2003/04 it would take four additional
years (until 2010/11) to bring the net present value (NPV) of debt-to-exports ratio below the
150 percent threshold. The same would be true if coffee prices were 25 percent below the
baseline, or if the proportion of grants in cxternal financing decreased by 20 percentage
points. This sensitivity analysis, as well as the debt sustainability analysis, will be updated in
the context of the HIPC Initiative completion point discussions in mid-2003.

B. Macroeconomic Objectives and Policies for 2002/03

24. The macroeconomic framework for 2002/03 was updated in light of recent
developments and the latest World Economy Outlook (WEQ) projections. The program for
2002/03 projects real GDP growth of 6 percent, spurred by an increase of investment from
18 percent of GDP in 2000/01 to 20.4 percent in 2002/03. Following the bumper crop in
2000/01, growth of agricultural output would return to a more sustainable pace. After two
consecutive years of negative inflation, consumer prices are expected to rise by 4.5 percent
on average in 2002/03, as food supply returns to a more normal level.'” Exports are in line
with initial projections, while imports are expected to be slightly higher. Reflecting these

* While Ethiopia has one of Africa’s largest livestock populations, neighboring countries
have banned imports of, for instance, sheep, cattle, and raw skins owing to concerns about
Rift Valley fever and rinder pest.

19 After a deflation of 7 percent in 2001/02, reflecting a fall in food prices of 15 percent and
an increase of nonfood prices of about 3 percent, average annual consumer price inflation is
expected to reach 4.5 percent in 2002/03, as food prices are projected to rise by 6 percent. As
discussed in Box 1, fluctuation in inflation largely reflects volatile supply conditions in the
cereal market rather than demand pressures, as core (nonfood) consumer price inflation
remained around 3 percent. In subsequent years, prudent fiscal and monetary policies are
expected to help limit inflation to 3 percent.
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developments, lower nominal GDP,' "and larger-than-projected official transfers, the external
current account deficit (including official transfers) is estimated at 6.6 percent of GDP in
2001/02. For 2002/03, exports are projected to rise by 9.4 percent as both the volume and
price of cotfee are expected to recover moderately. Imports are projected to rise by

3.7 percent (4 percent in volume terms). As official transfers would return to a more
sustainable level, the current account deficit is expected to increase to 6.9 percent of GDP in
2002/03.

Fiscal policy

25. The authorities are determined to pursue a prudent fiscal policy. The overall
budget deficit (including grants and special programs) in 2001/02 is estimated to have been
contatned within the original program target in absolute terms. However, with lower nominal
GDP, the deficit is estimated to have been 9.9 percent of GDP (9.1 percent under the
originally projected GDP). In discussing the budget for 2002/03, the authorities wished to
have higher spending in priority areas and, thus, a higher deficit (Box 3). After thorough
discussions, understandings were reached to revise the original deficit target of 7.8 percent of
GDP upward to 9.7 percent to take into account lower nominal GDP (with an impact
equivalent to 1 percentage point), and accommaodate the initial cost of restructuring the
CBE'” and higher than initially projected social spending (food security, cducation, health,
and rural development). This relaxation of the fiscal target 1s consistent with the
macroeconomic and poverty reduction objectives of the program. Based on an expected
substantial net recourse to external financing (entirely on concessional terms), net borrowing
by the government from the banking system will be limited to birr 0.5 billion (0.9 percent of
GDP) in 2002/03."?

26.  To achieve the revenue target of 16.6 percent of GDP in 2002/03, revenue
performance will benefit from the introduction of the VAT in January 2003 and an
improvement in tax administration, especially through the recent strengthening of the large
taxpayer unit. The revenue impact of the import tariff reform to be introduced by January
2003 is expected to be neutral. The authoritics have accelerated the pace of implementation
of the tax reform program, in particular the functioning of the large taxpayer unit, the activity

"' Nominal GDP is estimated at birr 51,158 million in 2001/02 and birr 57,092 million in
2002/03, about 9 percent lower than initially projected.

'2 The initial cost is estimated at around birr 500 million (0.8 percent of GDP).

" Domestic public debt, which fell from 42.2 percent of GDP in 1999/2000 to 40.7 percent
in 2000/01, is projected to tncrease to 41.6 percent in 2002/03.
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Box 3. Ethiopia: Summary of Discussions on Fiscal Policy

As indicated in the table below, the authorities’ original budget proposal for 2002/03 included {a) revenues higher than the
mission’s forecast by 1 percent of GDP, reflecting an increase of tax revenue of 1.4 percent of GDP in 2002/03, compared
with 2001/02, as opposed to 0.4 percent estimated by staff; (b) slightly ditterent information on external financing; and

(c} 1.3 percent of GDP additional domestic bank financing. As a result, capital expenditure was 2 percent of GDP higher
than under staff’s projections, and recurrent expenditure 0.9 percent larger. The authorities viewed the net recourse to
domestic bank credit to finance mostly poverty-targeted outlays (food security, health, education, and construction of roads
and water facilities) as essential to increase aggregate demand, in view of the negative inflation, and to address urgent
poverty needs.

The staff agreed to relax the original program objective of net reimbursement to the banking system but viewed the
nonrecourse to domestic bank borrowing as critical for the following reascns: (a) depressed food prices result from
oversupply of cereals, and will be reversed by tackling the problem of oversupply created by imported food aid in kind,
inchading through urging donors to purchase local cereals; (b) the efficiency and sustainability of additional spending should
be thoroughly examined; (¢) poverty and capital spending has doubled in the last two years {moreover, future secured and
sustainable external assistance could be incorporaled in a supplementary budget); and (d) money creation would lead to
more imports, thereby potentially endangering a still fragile net external reserve position.

Understandings were finally reached on revised fiscal targets based on more realistic revenue and external financing

projections, and relaxing the program objective of net reimbursement to the banking system without endangering
macroeconomic stability by excessive domestic bank borrowing. Additional spending will be in poverty-targeted sectors.

Ethiopia: General Government Operationg, 2001/02-2002/03.1/

2001/02 2002/93
LBS02/37 Estimate EBS/02/37 Mizsion Authorities Rev. P'rog
(Tn millions of birr)

Total revenue and grants 15,894 13,815 15016 15,189 16,114 15,189

Revenue 11306 11,091 12 459 12441 13,025 12 441

Grants 2.387 2,724 2.558 2748 3.089 2,748

Tatal expenditure and net lending (cash basis) 2/ 17.856 17,864 18,697 19,234 20,851 19,734

Recurrent expendilure 2/ 11,366 11.184 11.834 11.948 12,369 12,310

Capital expenditure 2/ 6,489 0.680 6.864 7.286 8482 7424

Special programs 1.287 1.020 1.210 982 1,285 G832
Overall balance

Including prants -3.249 -5.069 -4.891 -5028 -6,023 -5.527

Excluding prants -7.837 -7.793 -7 A48 78 -9.112 -8275

Financing 5.249 3.069 4891 5,028 6.023 3,527

Extcrnal (net) 4,849 4.669 4,098 4677 4 877 4,677

Domestic{net} Q 200 -157 i} 746 500

Of which: Banking system -422 s} -534 0 746 500

Privatizaticn 4040 204 350 350 400 350

{In percentage of GDP)

Total revetue and prants 242 270 239 266 282 266

Revenue 19.7 217 19.8 218 22.8 218

Grants 4.5 33 4.1 4.8 5.4 4.8

Total expenditure and net lending (cash basis) 2/ 3ill 349 20,8 337 36.5 346

Recurrent expenditure 2/ 19.8 219 18.8 208 217 216

Capital expenditure 2/ 11.3 13.1 109 12.9 149 13.0

Special programs 2.2 20 1.9 1.7 33 1.7
Overall balance

Including prants 9.1 9.9 -1.8 -838 -10.5 -9.7

Excluding prants -13.6 -13.2 -11.9 -13.6 -l6.0 -14.5

Financing 9.1 5.9 7.8 88 10.5 9.7

External (nct) 54 LA 15 82 85 32

Domestie{net) 0.0 04 -0.2 0.0 1.3 09

OFf which: banking system -0.7 0.0 -0.8 0.0 13 09

Privatization 0.7 0.4 0.6 0.6 0.7 0.6

Memorandum item;
GDP (in milligns of bizr) 57 496 51,158 62,845 57,092 57.092 57,092

Sources: Fthiopian authorities; and Fund staff estimates and projections.

1/ Fiscal vear ending July 7. ‘
2/ Bxcluding speeial programs (demobilization and reconstruction).
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of the tax reform task force, the implementation of the tax identification number (TIN) pilot
project, and the progress made in the preparation for the introduction of the VAT by January
2003 (performance criterion).™*

27. Total outlays (including special programs) are targeted at 34.6 percent of GDP
in 2002/03. The wage bill 1s to be limited to 7.8 percent of GDP in 2002/03, while defense
outlays are to be maintained at the nominal level of the previous year, thereby declining as a
ratio to GDP by 0.6 percentage point, to 5.3 percent. Poverty-targeted spending is to be
raised to 18.4 percent of GDP (including 1.4 percent of GDP from HIPC Initiative relief).
Capital outlays are to increase by 6 percent as project implementation improves and external
disburscments continue to rise, As noted above, the authorities agreed that the high level of
potential disbursements planned under the World Bank’s forthcoming Country Assistance
Strategy, and possibly from other donors, will need to be carefully assessed and spent
efficiently on poverty-related sectors, while making sure that they do not jeopardize
Ethiopia’s external debt sustainability. Any additional secured commitment will be added to
the budget only after understanding has been reached in the context of the fourth review
under the PRGF arrangement. Progress is being made in improving the planning,
tracking, and reporting of public expenditure (Box 4), particularly with a view to
consolidating federal and regional budgets for both the past year and the current year—
including all extrabudgetary funds and accounts—by September 2002 (benchmark). The staff
stressed the importance of improving the effectiveness, reporting and monitoring of local
government expenditures before further decentralizing public spending.

Monetary and financial sector issues

28.  The monetary program for 2002/03 was updated, with a view to achieving the
inflation and international reserve targets under the program. Money supply is projected to
rise by about 12.4 percent in 2002/03, in line with the growth of nominal GDP. The planned
limiting of the government’s recourse to banking system credit is consistent with these
targets and provides room for an adequate increase in credit to the nongovernment sector.
Prudent financial policies are cxpected to contribute to maintaining the core (noncereal)
inflation rate at about 3 percent in 2002/03. The staff urged the authorities to keep the interest
rate policy under review, and to maintain positive real interest rates.

1% More recently, however, there were some delays in the computerization of the TIN and
VAT projects because of differences of views between the authorities and the contractors.
The staff encouraged the authorities to resolve the differences and make progress in these
critical areas.
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Box 4. Ethiopia: Public Expenditure Management

The government has recently embarked on a comprehensive reform program of the public
expenditure management system to address some of the key challenges it is facing, including
{a) the formulation of budgets that integrate extrabudgetary expenditures and revenues such
as food aid; (b) the continuing decentralization of expenditures o the woreda (district) level,
with a view to improving the allocation and efficiency of local services delivery while
ensuring an efficient assignment of expenditure and revenue responsibilities; (c) the
strengthening of the budget preparation process through, inter alia, strict adherence to the
financial calendar; (d) the introduction of an integrated, computerized financial information
management system; and {(e) the monitoring of expenditure execution in the priority sectors,
particularly poverty-related spending.

These reforms are taking place within a decentralized system with regions collecting only
15-20 percent of general government revenues but accounting for nearly 35-40 percent of
total spending and as much as 70 percent of social expenditure. While regions are heavily
dependent on federal subsidies, and are not permitted to borrow from external sources, they
enjoy considerable autonomy in expenditure allocations. The government has begun
implementing a strategy to further decentralize expenditure to the woreda level, while
improving capacity at all levels of government. In this context, the authorities will review
intergovernmental relationships with regard to revenue and expenditure at the federal,
regional, and woreda levels.

Key short-term reforms that the government has started to implement include (a) budget
Sformulation—the introduction of a three-year macroeconomic expenditure framework at the
federal level; the consolidation of federal and regional budgets (ex ante), including all
extrabudgetary funds and accounts, by September 2002; (b} budget execution—the
introduction of cost center budgeting, modified cash (commitment) accounting, double-entry
bookkeeping at the federal level, and in the southern region; and the establishment of a
working group to reconcile monetary and fiscal accounts, starting with 2001/02; and

(¢} budget reporting— the establishment of a working group to consolidate federal and
regional budget outturns (ex post), including all extrabudgetary funds and accounts; the start
of an integrated financial management information system (IFMIS) pilot project for five
federal agencies; and, with the support of donors, the review of the institutional and legal
framework for control, and of internal and external audit (including making the Auditor
General independent).

Key long-term reforms include the following: (a) budget formulation—the implementation of
a comprehensive budgetary classification at regional levels, and the inclusion of donor
activities into federal and regional budgets; (b) budget execution—the strengthening of
control and internal audit, and the adoption of a revised procurement code; and (c) budget
reporting—the consolidation of federal and regional budget accounts at the beginning of the
year, and the maintenance and computerization of uniform accounting procedures.
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29. The authorities continue to implement reforms aimed at strengthening the
financial sector and improving its competitiveness. The measures being implemented
under the second annual program include (a) revising the directive on provisioning for
nonperforming loans and other doubtful assets to bring it more in line with international best
practice (prior action); (b) taking steps to strengthen the NBE, following the completion of
the ongoing comprehensive study of it, including as nccessary, revising the existing Banking
Act to increase the NBE’s autonomy by end-December 2002; (c) ensuring that the
Construction and Business Bank is brought to the point of sale by end-December 2002 after
its balance sheet has been restructured on the basis of the NBE’s recommendations;

(d) adopting a restructuring plan to address the weak financial condition of the Development
Bank of Ethiapia by end-September 2002; and (e) allowing private banks to enter into
management contracts with foreign institutions (a HIPC Initiative completion point trigger;
done). The development of microfinancing institutions is being fostered. The authorities will
also continue to implement the recommendations of the safeguards assessment, and will
complete this task by end-December 2002.

30. With respect to the CBE, a performance contract was signed by the government and
the new CBE management on June 28, 2002 to ensure that the CBE 1s operated effectively,
on a commercial basis, so as to achieve the improvements in financial performance
recommended by the audit carried out by Ernst & Young in 2000. The credit approval and
monitoring process is being strengthened; lending authority has been transferred from the
board of the CBE to management; and an audit committee was created at the board to
oversee financial performance. The new management of CBE has autonomy in decision
making, including on staffing, meeting performance targets, and pursuing delinquent
borrowers, as well as on taking steps to strengthen the CBE’s cost competitiveness and
profitability. The CBE will also (a) hire consultants from reputable foreign institutions by
end-September 2002 to assist the new management; (b) strictly adhere to the reserve
requirement and the new provisioning directive; (c¢) reduce nonperforming loans (NPLs) by
birr 0.8 billion (8 percent of total loans), including through write-offs, by end-September
2002 (benchmark); and (d) prepare a financial restructuring plan by end-March 2003. The
authorities have also decided to have a financial audit of the CBE conducted by an
internationally reputable firm (prior action), to be completed by end-January 2003
(benchmark). The terms of reference of the audit were tendered on July 13, 2002, The
restructuring plan will be based on this audit and should seek a significant reduction of NPLs
and the recapitalization of the CBE on a timely basis. As implementation of this plan will be
an important aspect of the third annual program, details of the plan will need to be developed
as part of the discussion on that program. The investigation related to the arrest of the CBE’s
managers on corruption charges is continuing.

31. The staff urged the authorities to enhance competition in the financial sector,
either through a gradual entry of foreign banks into the sector by initially allowing foreign
minority shareholding in private domestic banks (as proposed in the context of the second
review), or through reaching understanding on a timetable for the breaking up or
privatization of the CBE as part of the restructuring plan. However, as explained in Box 2,
the authorities said that they were not ready at this stage to take these measures and
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considered that priority should be given first to strengthening the financial sector and
enhancing the supervisory capacity of the central bank.

External sector and balance of payments outlook

32. The balance of payments projections for 2002/03 and the medium term have
been updated, taking into account the most recent revisions to the WEQ, and the latest
available information on coffee exports and food relief. The current scenario for 2002/03
projects a small widening in the external current account deficit (including official transfers)
to 6.9 percent of GDP and a financing requirement (nonproject), after Fund assistance and
already secured bilateral debt relief and assistance, of US$283 million (equivalent to

4.3 percent of GDP) to be fully covered by World Bank balance of payments support
(US$120 million), the African Development Bank (AfDB) (US$24 million), the European
Union (US$40 million), and interim assistance under the enhanced HIPC Initiative

(US$99 million).

33.  The Paris Club provided a flow rescheduling on Cologne terms after Ethiopia reached
the enhanced HIPC Initiative decision point. The bilateral agreements following the Paris
Club meetings on April 5, 2001 and April 12, 2002 are being finalized, and progress is being
made in the bilateral negotiations with non-Paris Club creditors. The staff urged the
authorities to improve the debt-monitoring system and debt statistics, and encouraged them
to implement a comprehensive debt-management strategy. Repayments to the Fund will
remain small in relation to projected exports of good and services, and Ethiopia 1s expected
to meet its future (post-HIPC Initiative relief) obligations in a timely manner (Table 8).

34.  Understandings were reached on an action plan to reduce by January 2003 the
average (nonweighted) import tariff from the existing level of 194 percent to

177 percent.15 The authorities intend to lower the maximum tariff from 40 percent to

35 percent and reduce the number of bands from 7 to 5. A study on effective protection, as
well as on the progressive elimination of tax and duty exemptions, is being finalized by the
authorities and will guide Ethiopia’s trade reform efforts in the future.

35. Ethiopia will continue to pursue a flexible exchange rate policy under the
program. With the climination of the wholesale foreign exchange market, and the shiftto a
daily interbank market, the NBE has substantially reduced its participation in the foreign
exchange market (foreign exchange sales have declined by over 50 percent since October
2001). This development has been aided by stricter enforcement of the regulations on banks’
foreign exchange position. The birr depreciated by roughly 18 percent in real effective terms

'> All export taxes have been eliminated, except for an export duty of 6.5 percent on coffee
applicable only if prices exceed 105 cents per lb for washed coffee and 70 cents per Ib for
sun dried coffee. This duty has largely not been levied since May 2001 as prices fell below
those levels.
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over the last two fiscal years while the terms of trade deteriorated by 13 percent.'® The
depreciation, together with a projected improvement in the terms of trade—particularly the
gradual recovery of coffee prices—should result in a pickup in export growth in 2002/03 and
the medium term.

36. The staff reviewed whether Ethiopia’s legislation was in compliance with the
obligations of Article VIII, Sections 2, 3, and 4 of the Fund’s Articles of Agreement.
Significant progress has been made in eliminating most of the previously identified
exchange restrictions, including the termination of the NBE’s weekly wholesale foreign
exchange auction and its replacement by the interbank market on October 24, 2001. The staff
encouraged the authorities to eliminate the few exchange restrictions that existed prior to the
PRGF arrangement, and to accept the obligations of Article VIII, Sections 2, 3, and 4. The
remaining restrictions relate to (a) the tax certification requirement for repatniation of
investment income; (b) restrictions on repayment of legally entered into external loans and
supplies and foreign partner’s credits; {c} rules for issuance of import permits; and (d) the
requirement to provide a clearance certificate from NBE to obtain import permits.'’

C. Social Policies and PRSP

37. The mission, in collaboration with World Bank staff, discussed the draft full
PRSP, Wide-ranging consultations at the district, regional, and federal levels were completed
in March 2002. The staff team reiterated the importance of ensuring that the full PRSP
inchudes (a) an in-depth analysis of the sources of growth and its links to poverty, (b) a
full-fledged HIV/AIDS strategy, (c) a coherent macroeconomic framework, (d) a detailed
costing of identified actions, and (e) an action plan with monitorable indicators. An
assessment of the social impact under the PRGF-supported program was provided in Box 2
of EBS/02/37 (3/4/02). The authorities intend to carry out social impact analysis of key
policies, including the VAT, with assistance from donors.

'® Over the past twelve months, the terms of trade deterioration amounted to 6.6 percent,
driven largely by higher fuel and lower coffee prices.

' The authorities indicated their intention to accept the obligations under Article VIIT in the
near future. However, they said that, of the four restrictions mentioned above, (b) was a
restriction under capital and not current transactions and that they did not consider (a), (c),
and (d) as restrictions of current transactions. The staff explained that (b) was a restriction
under Article VIII because payments of moderate amount for the amortization of loans were
payments for current transactions in Article XXX(/)(3) of the IMF’s Articles of Agreement.
A clarification of the regulations for the other three issues was needed to eliminate current
exchange restrictions; the staff will provide specific recommendations to revise the
regulations accordingly.



-21 -

D. Other Structural Reforms

38. The authorities are implementing, in consultation with the World Bank, structural
reforms that arc conducive to growth and poverty reduction, including agricultural rcform,
capacity building, export promotion, the strengthening of the existing legal and regulatory
framework, and civil service reform (Box 5). The authoritics agreed with the staff that to spur
private sector activity, stronger efforts were needed to accelerate the privatization program,
including by adopting a more aggressive marketing campaign for the enterprises that have
been brought up to the point of sale. With the assistance of MIGA, the authorities are also
working to settle in the near future expropriation claims.

E. Statistical Issues

39, The mission urged the authorities to intensify their efforts to improve the
compilation of macroeconomic statistics on a timely basis. Progress is being made in
reconciling monetary and fiscal accounts (benchmark for December 2002),'® and in
implementing the recommendations of the recent multisector statistics technical assistance
mission, including the revision of monetary statistics and the coverage of international
reserves. In line with Fund technical assistance recommendations, the authorities have
released a new and improved consumer price index (CP1). Ethiopia has signaled its intention
to participate in the General Data Dissemination Supplement (GDDS), and toward this end, it
has appointed a national coordinator.

F. PRGF Arrangement Monitoring

40. Understandings were reached on quantitative performance criteria for end-September
2002, benchmarks for end-December 2002, and indicative targets for end-March 2003, as
well as on structural performance criteria and benchmarks through December 2002
(Appendix I, Tables 1 and 2). The following prior actions were included: (a) the submission
to the Parliament of a 2002/03 budget in line with program assumptions (done on June 28,
2002); (b) the opening of a bid for a financial audit of the CBE by an internationally
reputable audit firm (issued in The Economist on July 13, 2002); and (c) the revision of the
provisioning guidelines by end-August 2002 (Appendix I, Table 3). The fourth program
review, to be completed by January 2003, will assess progress under the second annual
program, reach understandings for the third annual program (October 2002 — September
2003), and reach understandings on performance criteria and benchmarks for the second half
of the 2002/03 program year.

'® The benchmark is delayed from September to December 2002 because of the needed
technical assistance, which is being provided by the Fund.
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Box 5. Ethiopia: Structural Conditionality

Structural conditionality in the second annual program

Conditionality under the second annual program {Appendix I, Tables 2 and 3) rclates to (a) restructuring the
financial sector, in particular the Commercial Bank of Ethiopia, (b) enhancing the safeguards of the
National Bank of Ethiopia; (c) improving tax administration and revenue; and {d) improving public
expenditure management. All prior actions, benchmarks, and performance criteria were completed as
scheduled, with the exception of the benchmark on the regulation for the provisioning by banks for
nonperforming loans which was adopted, as scheduled, but is to be revised as a prior action to bring it more in
ling with international best practice.

Status of structural conditionality under the first annual program

The status of structural conditionality benchmarks and performance criteria under the first annual program is
presented in EBS/02/37 (3/4/02;, Appendix 1, Table 3). All the prior actions, the benchmark on the
cstablishment of a tax reform task force by April 31, 2001, and the performance criteria pertaining to the
signature of a management contract for CBE by June 30, 2001, the establishment of a fully operational large
taxpayer unit by July 1, 2001, and the submission of draft VAT legislation to parliament by October 1, 2001,
were completed as scheduled. The benchmark pertaining to the termination of the wholesale foreign exchange
auction and the move of foreign exchange operations to the interbank market, which had been set for Oclober 1,
2001, was delayed until October 24 because the provision of technical assistance was deferred as a result of the
travel suspension related to the events of September 11, 2001.

Structural areas covered by World Bank lending and conditienality

Conditionality related to the World Bank’s Economic Structural Adjustment Credit is concentrated in the

following areas:

s private sector development and export competitiveness, including the approval by the Council of Ministers
of a draft trade practice proclamation, a draft federal urban land lease proclamation, and a draft revised
investment code; the adoption of a directive regulating shipping services, and of a directive regulating the
implementation of the bonded manufacturing warchouse scheme; and the preparation of studies on markets
for rawhides and skin, and on coffee marketing;

e civil service reform, including approval of the civil service grievance system and procedures by the Council
of Ministers, the completion of a diagnostic survey of job classification and grading, and the launch of a
labor market survey on wage differentials belween private and public sector jobs; and

e public expenditure management and scrvices delivery, including the closure and consolidation of federal
and regional accounts up to 1998/99 and the initiation of financiai audits for 1998/99, and the automation
of 50 percent of all personnel records at the federal level, with an actien plan for the reconciliation with
payroll data.

The World Bank will continue to support government activities in the alorementioned arcas, and in capacity

building and agricultural development. It has also participated, along with the Fund, in the evaluation of the

financia! sector and is active in supporting Ethiopia’s demobilization and rehabilitation programs, as well as its

HIV/AIDS program.

Other relevant structural measures not included in the current program
Since 1995, the authorities have embarked on a comprehensive privatization program. In the first nine months

of 2001/02, (wenty public entities were put up [or salc and one entity sold. The authorities intend to accelerate
the privatization program by bringing another 38 entities to the point of salc in 2002/03.
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IV. STAFF APPRAISAL

41. Since 2000, Ethiopia has been implementing sound macroeconomic policies and
wide-ranging structural reforms to liberalize the economy. As a result, per capita real GDP
rose for the fourth year in a row. However, Ethiopia remains one of the poorest countries in
the world and faces major challenges, particularly the achievement of high rates of real GDP
growth over the medium term to help reduce poverty. To this end, the authorities need to
continue to implement structural reforms that enhance the efficiency of the economy and
improve its competitiveness, while continuing with prudent macrocconomic policies,
including a sustainable fiscal policy. These reforms and policies are key elements of the
second annual PRGF-supported program.

42.  Performance under the second annual program remains satisfactory, and further
progress was made toward restoring peaceful conditions between Ethiopia and Eritrea. Real
GDP growth, although slightly lower than the program projection, is estimated at 5 percent in
2001/02. Consumer price inflation remained negative, reflecting the continued food surplus.
The authorities are concerned about the continued drop of producer prices of cereals and
coffee, the latter on account of depressed world prices. The authorities are taking actions to
mitigate the impact of these developments, and hope to discuss with donors the need for them
to purchase more cereals locally in providing food aid to food-deficit areas, in order to prop
up these prices. Iiscal performance in 2001/02 was broadly consistent with the program, as
defense outlays were cut and social spending rose as programmed. With larger-than-
projected official transfers, the external current account deficit 1s estimated to be slightly
lower than projected for 2001/02. As a result, all the quantitative performance criteria and
benchmarks for December 2001 and March 2002 were met. Structural benchmarks and
performance criteria through March 2002 have been observed, although the revised
regulation for the provisioning by banks for nonperforming loans and other doubtful assets is
to be brought in line with international best practice by August 31, 2002.

43,  Provided that the PRGF-supported program continues to be implemented effectively,
its objectives are likely to be achieved. To this end, the staff urges the authorities to guard
against slippages during the remainder of the program. Steadfast implementation of the
program in three key areas will be crucial.

44, In the fiscal arca, the authorities should persevere with their cautious expenditure
policy. Some relaxation of the 2002/03 deficit target and modest bank financing are
envisaged to accommodate higher priority spending. Nevertheless, a significant reduction of
the fiscal deficit in 2003/04 and 2004/05, will be critical for macroeconomic stability in
Ethiopia in the short and medium run and for debt sustainability over the long run. To avoid
risking macroeconomic stability and debt sustainability, the macroeconomic framework
described in the PRSP for the latter years will need to be carefully assessed once additional
external financing is identified.

45.  The staff welcomes the cuts in defense spending since the PRGF-supported program
was adopted in late 2000, as well as the near doubling of social spending during that period.
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The sustainable implementation of tax reforms will be critical to achieving the revenue
target. The staff also welcomes the recent strengthening of the large taxpayer unit and urges
the authorities to accelerate the preparation for the introduction of the VAT and the tariff
reform in January 2003. The authorities also need to proceed decisively with their plans for
improving the planning, tracking, and reporting of public spending, especially poverty-
reducing spending.

46. In the monetary and exchange areas, the authorities should pursue vigorously their
reform efforts aimed at strengthening the financial sector and enhancing its competitiveness,
improving monetary management by using indirect policy instruments, and further
strengthening market-based money and exchange management arrangements. The exchange
rate regime and policy remain appropriate. The staff welcomes the ongoing efforts to address
the difficulties of the largest state-owned bank, the CBE, including carrying out an audit by
an internationally reputable firm, using international audit and accounting standards.
However, the staff regrets that the authorities decided not to allow foreign entry in the
financial sector to help increase competition at this stage.

47. Adherence to the agenda of other structural reforms 1s essential. The authorities, in
consultation with the World Bank, need to continue to implement key structural reforms,
focusing on public sector management, including civil service reform and public expenditure
policy, and on private sector development. The government should also accelerate the
privatization program to spur private sector activity. The staff welcomes the finalization of
the full PRSP after a wide and full participation in the process by civil society and
development partners.

48.  With the continued implementation of sound policies and consolidation of the peace
process, the medium-term outlook for the Ethiopian economy remains encouraging. In view
of the satisfactory implementation of the program and the authorities” commitment to its
success, the staff recommends that the present review under the PRGF arrangement be

completed.

49.  Ttis proposed that the next Article I'V consultation with Ethiopia be held on the
24-month cycle.
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Figure 1. Ethiopia: Selected Economic Indicators,
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Sources: Ethiopian authoritics; and staff estimates and projections.

1/ All data pertain lo the period July 8-July 7. Shaded area indicates program period.
2/ In months of imports of goods and nonfactor services of the following year.

3/ In percent of deposits.

4/ Change in percent of beginning-of-period broad money.
5/ Includes credit to public enterpriscs and the private sector.
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Figure 2. Ethiopia: Exchange Rate Developments

Trade-Weighted Exchange Rates, January 1996-April 2002
(Indices, 1990=100)
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Sources: IMF, Information Notice System; National Bank of Ethiopia; and statf estimates.
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1/ Until September 2001, the marginal rate at the foreign exchange auction conducted by the National Bank of

Ethiopia; thereafter, the transaction-weighted foreign cxchange interbank market rate.



Table 1. Ethiopia: Schedule of Disbursements and Repayments Under the PRGF Arrangement, 2002-04

Position on
Junc 30, 2002

Net use of Fund resources

Repayments
Projected disbursements
Fund resources outstanding {end of period)

Net use of Fund resources

Repayments
Projected disbursements

Fund resources cutstanding (cnd of period)

2002 2003 2004
July-Dec. Jan.-June July-Dec.  Jan.-June July-Dec.
{In millions of SDRs)
6.4 5.0 5.0 4.4 4.4
10.4 10.4 10.4 10.4 0.0
101.4 105.4 110.8 116.3 1223 118.0
(In percent of quota) 1/
4.8 37 3.7 3.3 33
7.8 7.8 7.8 7.8 0.0
75.8 78.8 82.9 87.0 91.5 88.2

Source: Fund staff calculations and projections

1/ Quota of SDR 133.7 million.

-~ 87 -



- 25 -

Table 2. Ethiopia: Schedule of Remaining Disbursements Under the PRGF Arrungement, 2002-04

Amount Availability Conditions Include:
SDR Percent of quota

10,429,000 7.8  Seplember 2002 Completion of third review and observance
of end-March 2002 performance criteria.

10,429,000 7.8 January 2003 Completion of fourth review and cbservance
ol end-September 2002 performance criteria,

10,429 000 TR FT2003 1/ Completion of fifth review and observance
ol end-March 2003 performance criteria.

10,429,000 7.8 1192004 1/ Completion of sixth review and observance
of end-September 2003 perlormance crileria.

Total 41,716,000 75.0

Source: Fund slaff estimales and projections.

1/ These disbursements have not been meluded into the arrangement yet, but arc cavisaged for these dates.
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Table 3. Ethiopia: Selected Econoruiv and Financial Indicators, 1998/499-2004/05 1/

1998/98 199500 2000401 2001402 2002/03 200304 2004703
Estimate  EBS/02/37 Estimale EBS/02/37  Rev, Prog. Rev. Praj.
(Annual perecntage change)
National incame and prices
GDP at constant prices (at factar cost) 6.0 54 7.7 5.8 5.0 6.0 6.0 6.0 6.0
GDP deflator i8 1.1 -8.2 2.4 =74 35 4.9 3.7 4.0
Caonsumer prices (period average) 39 42 -1.2 3.0 -7.2 EXH 4.5 3.0 an
Exterual sector
Exports, [ob. -19.6 0.4 9.3 -89 -9.3 10.1 04 127 160
Imports, c.i.l 14.8 34 -3.4 2.6 47 3.8 37 4.9 4.9
Export volume -id 20.5 -3 0.7 -4 7.3 1.2 7.0 £.0
Tmport volums 18.4 -179 -9 53 7.3 5.0 4.0 4.0 4.2
Terms of trads {delerioration - ) -15.9 -339 6.3 -6.6 -6.6 36 23 4.4 6.7
Naminal etfective exchange rate {end of periml} 9.1 1.5 6.5
Real effective exchange rale {end of period) 09 -1.2 -12.3
{In percent of beginning-period stock of broad money, unless otherwise indicated)
Money and credit
Net foreign assets X -8.1 0.3 5.3 11.4 5.8 5.4 26
Net domestic asscts 2.3 221 9.2 57 -0.3 42 7.1 7.5
Net claims on the povernment 4.8 27, -0.9 -1.7 0.0 -2.0 L8 0.0
Credit to the nongovernment sector 4.1 3.3 38 7.7 -0.8 13 6.0 T8
Broad money 5.9 14.0 9.5 1.1 104 9.9 12.4 160.0
velocity (GDP/broad money) 25 2.3 2.1 2.1 1.9 21 1.9 1.9
[nterest rates {in percent at end of period)
Savings deposits {mandatory floor rate} 6.0 6.0 6.0 3.0
Lending rates {maximum rate) 13.0 13.5 15.0 14.0
Treasury bill (41-day maturity) 4.8 2.9 3.0 03
(In percent of GDP, unless otherwise indicated)
Financia: balances
Gross domastic saving 1.4 0.1 2.2 24 is 4.3 3.5 5.6 13
Covernment saving -0.6 -4.9 2.0 0.5 0.7 24 0.9 o 39
Private saving 2.0 4.8 0.2 1.9 0.8 2.3 2.5 25 34
Gross domestic investnient 163 153 18.0 18.6 .2 19.3 20.4 212 214
Gevernment favestment 7.9 53 2.9 1.2 12.6 10.7 12.5 L5 0.8
Private investment 8.4 9.9 9.2 7.5 7.5 8.7 8.0 97 10.6
Resource gap -14.9 -15.3 -15.8 -16.2 -18.6 -15.0 -17.0 -15.7 -14.1
External current account balance, including official transfers -8 -5.3 4.2 -7l -6.6 -6.2 -6.9 54 -4.0
Saving-investment (government) -6.5 -6.9 -l.é -T.3 -6.2 -5.6 -7.9 -4.8 -3.3
Saving-investment (private} -4 L.6 =2.7 0.2 -0.4 .5 L0 -0.6 XY
External current account balance, excluding official transfers -2 5.8 -10.5 -1 -13.5 -10.2 -llo6 -10.0 25
Governmenl [inances
Revenue 178 183 19.6 19.7 1.7 19.8 21.8 125 223
Tax revenue 115 123 14.3 4.7 16.2 j4.9 16.6 17.4 18.1
Nontax revenue 6.3 5.3 53 .0 3.3 4.9 52 52 42
EBxternal grants 36 33 5.1 4.5 53 4.1 4.8 3.7 4.6
Expenditure and net lending 2/ 30.6 331 29.6 311 349 29.8 34.6 22 315
Fiscal balance, excluding grants (cash basis) 2/ -12.9 -14.8 -10.0 -11.4 -132 -9.9 -12.8 -7 4z
Fiscal balanes, including grants {cash basis} 2/ -82 -1Ls -3.0 -6.9 -79 -39 -RO -5.0 -4.7
Special programs 3/ 0. 0.0 13 22 2.0 1.9 1.7 1.4 0.0
Fiscal balanee, including grants and special programs -22 -11.5 =57 -] -29 <78 9.7 -6.4 -4.7
Total financing 9.2 1.5 57 2.1 2.9 7.4 9.7 6.4 4.7
External financing 3.5 1.7 4.0 84 A 7.5 §.2 5.5 42
Domestic financing {including residual) 4.1 8.6 1.0 0.6 0.4 -0.2 0.9 0.5 0.4
Privatization receipts 1.& 1.3 0.8 0.7 0.4 Do 0.6 0.5 0.0
Domestic debt 312 42.2 40.3 40.7 40.7 # 40.9 41.6 419 423
External debt (including to Fund) 4/ 824 85.7 80.1 S1.6 102.3 50.0 98.5 933 86.8
Extermal debt-service ratio 5/ 633 52.2 232 22.7 22.4 20.6 20.7 18.7 169
Cverall balance of pavinents (in millions of U.S. dollars} -473 -366 -1 40 232 -93 3 -92 -8B
Giross official reserves (in millicns of U.8, dollars) 434 349 137 493 679 G678 773 841 By
(in months of imports of goods and neafaclor services of following year} 2.7 22 24 285 35 38 4.3 4.4 4.5
GDP at current market prices (in millions of birr) 48,422 51,869 51,562 57,456 51,158 62,845 57.092 62,922 09,590
Exchange rute {birr per U.S. dollar; period average tace} 7.53 8.15 8.34 8.54

Sources: Ethiopian authorities; and staff estimates and projections,

1/ Duta pertain to the peried July 8-July 7.

2/ Excluding special programs.

3/ Demobilization and reconstruction.

4/ Betore 199972000, post-debt reliet; thereafter, pre-debt reliel,

3/ Before debl rzlicl; on an accrual basis; in percent of exports of goods and nonfactor services.



Tahle 4. Elhurpdy: General Government Gperations, 1999:2000-2004415 1/
{In miliians of hirr)

1999/00 2000/01 2001052

2002403 2003404 200405
EBS502537  Estimate TRE02:37 Revised Prog. Revized Proj
Sup. Pec. March Tuly 7
Tolid tevenue and grants 11,222 12,805 13,894 13,815 15,018 3,440 7,048 10,552 15,14y 17,115 14,073
Revenue 9.498 10,177 11,306 11,091 12,459 2,870 5,954 #,752 12,44] 14,188 15.499
Tax reveaue (inc]. measures) 6,482 7,440 K446 H,296 2,102 2,377 4,750 8,000 4,464 10,5 12,591
Direct taxes 2,367 2,734 3447 3,171 3,856 1,004 2,098 2,730 3,740 4397 5,106
[ndireet axes 4.116 4,706 44909 5124 5,506 1,375 2,652 4179 5,724 6,543 TARE
Damzstic indireet taxes 1,440 1,381 1,775 1,590 2045 413 B2 1,359 1,862 2,240) 2,651
Import duties and taxes 2524 1,23 3,142 3,505 3417 949 1,772 2,794 3,828 4278 4,434
Export laxes 148 a3 42 kg 44 11 18 25 34 25 a
Nontax revenus 3016 2,737 2,500 2,796 3,094 343 1,203 1,843 2,977 3248 2908
Cirants 1,724 2628 2,587 2,724 2,558 478 1,005 1,764 1,744 2,839 3174
Tolal expenditure und nel lendimg {cash hasis) 27 17,184 13382 17,836 17 864 16,607 4073 9,126 13,982 19,734 20,271 2312
Recurreni expenditure 2/ 13,742 10,379 11,366 11,184 11,534 2,64% 5,682 B.882 12310 12,714 13,394
Defense spending 6,842 3,307 3000 2,000 2,824 590 1,268 2,004 3,000 2,000 3,000
Paverty-Largeted cxperdinire 2,324 2,717 3,320 3324 3,686 895 1,886 2200 1853 4,237 4 686
Cf which: HIPC poverty-targeled eapenditure 0 ] 17 21 47 10 19 29 kN 49 34
Inieres! payments (alter iradilicnal debi-relielf mechaniym) 1122 1084 1,248 969 1,280 277 G449 426 1,280 1,31 1,359
Darmgstie interes! and charges 72 573 669 545 682 177 347 484 6E6 692 832
Cxternal interest paymerds (alter traditional debt-reliel mechanism) 399 505 57% 424 4R 149 207 447 564 G619 727
Exfemnal assiziance (food and wiher emergency wid) 1,289 978 82 1,006 876 206 553 729 902 Rif 84z
Olher 2164 2,297 3017 T EES 3,168 BE0 1,526 2,423 3,273 1278 3468
et lending [1} bl o 0 1 0 0 0 1 9 0
Cuphal expendityre 2/ 3,442 3,003 6,458 6,68 6,804 1424 3,245 5,102 7,424 7,558 818
Qf which: poveriy-targeted expenditurce 2,03 3,658 5,220 5,229 5,008 1,279 2,915 4,583 6,660 7,045 7,790
G wiich: HIPC poverty-targeted expendityre (1] 1 317 H)4 1314 182 366 550 140 66 635
Rislance, excl, special programs (cush hasis)
Including granis =396l -1,577 -3,962 4,048 3,681 627 -2,078 -3,471 -4,545 -4,157 -3,239
Exeluding prants ST.68F =5,205 6,549 6,773 -3,239 -1,1043 -3,173 -5,232 -7,293 -6,085 -6,413
Special programs 3/ i} 444 1,287 1,024 1,210 358 433 837 9§ 87 0
Overull balunee

Tneluding srants 5,261 -2,981 -5,24% -5,009 -4,591 985 -2,171 -4,308 -5,527 -4,043 22,739
Excluding prants -7,085 -3,609 -7,837 -7,793 -7,448 -1,461 -3 866 -, 169 -K,275 6,972 6,413
Finuneing 5,961 2,0¢1 5,249 5,069 4,891 983 M 4,308 5,527 4,043 123
Lxternal {net} B6& 2,070 4,84 4,669 4,058 983 3,041 3,908 4677 3444 2,924
Gross borrowing 1,166 2,686 5,103 4,858 4,303 uRd REE)] 1817 4,553 3,574 112
HIPL Imuative reliel’ ¢ ¥ 334 433 432 192 385 79 e E06 &3
Amortization repayiment {alter waditional debi-rediel mechanizm) -408 -6L6 -588 -6id TR -141 =333 458 -657 -337 -B62
Promestic(net) 4,573 57 0 208 -157 0 -330 2K S0g 300 300
Banking system 5,459 =213 -422 1 =534 0 -130 0 500 o I
Nonbank sources -524 270 412 200 a7 ] -200 (+ t 300 oo
Privatizulion 650 43) 4410 200 350 il i) 200 350 300 o
Float/unidentified linancing =532 434 3 i 3 L} a [1} ) 0 o

Memorindum jiems:
HIPC Initzative reliel o interest [ 0 215 215 468 103 207 an 420 328 325
1ITPC nitiative relief on amartization 1 0 oy i5¢ 462 #9 178 269 359 479 364
Gross domestic product 51,569 31,962 57,496 51,158 02,545 37,092 62,922 49,550

Sources: Cthiopian authorities; and Fund stafl eslimates and projeciions,

I/ Fiscat vear ending July 7.
2f Exeluding special programs {demobilization and reconstruction).
3/ Dernobilization and reconstruction.
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Takle 5. Ethiapzu: General Govenzment Operations, 159972000-2004:05 17

(In percentuge o[ GOPY

199900 20004 | PALH B 2002403 20034 2004403
Yigtimale Estimnte EESA2/37  Revised Prop. " Revised ).
Total reverue and granls 2l.a 24.6 24.2 1740 zin 0.6 272 26,8
Revene 18.2 9.5 9.7 217 1%a 218 215 223
Caa revenue (ol rcaores) 12.5 143 4.7 la.2 149 164 17.4 8.1
MHiragt 1y 4.6 50 6.0 0.2 6.l f.h 70 73
ngiveel s T4 9,0 87 1 B 14,4 0.4 L&
Dionsiestiv indirect tases 2% 7 kN 31 33 33 16 3.8
Impusr daties il 1axes . 6.2 55 .4 o 6.7 (%1 0.9
Vxpoort Lies 03 0.2 0.l Gl ol 01 .0 iR}
Nl revenug EE 53 R 5.5 4.9 5.2 52 ¥)
Girants 3.3 50 4.5 51 4.1 4.8 4.7 4.6
Total expenditre and net fanding (cash basis) 37 13 208 311 kL I 203 4.6 heled il
Recurrent expendityre 27 265 200 19.4 2Ly 188 26 0.2 19.5
Delense speding 132 G4 52 58 4.5 5.3 4.8 4.3
Tovery-tirgeled expendilure 4.5 R b 03 59 oA .7 6.7
Of veliici HIPC poverty-tarpeled sxpancditure UAH 0.9 1.9 o0 .1 ol il [E8]
Imerest payments (aller traditional debie-relel mechanism) 22 21 22 [RY 290 232 2.1 22
Mamgslic interest and chargey w4 L1 1.2 1.1 L3 1.2 1.2
Catermnal inlerest paviuents (afler tradizivaal del-reliel mechunism) 0.3 10 14 08 13 1.1 1.0
Tsternal issislanee (1ood and niher emerpency aid) 2.5 19 14 L0 14 1.6 1.3
Other 4.2 4.4 5.2 a0 5. .7 0
Net lending R [HE] [ER)] [iR0) {0 [IR1) iR
Capital expenditurs 2/ 0.6 ER I3 [ 1458 IRV 20 L2
Of hich: poverty-targesed expeasdilure 39 7.4 9.1 2 &0 1.7 1.2 12
(3 which. JILPL poverty-tasgeled sxpenditure 00 [ 6 ug 14 13 12 uy
Galarce, exel. special srowrams (cagh bagis)
Tocluding pranis -11.5 B 6.8 5.0 -5.0 -4.7
Iixshuding grocls =143 =100 Al =128 8.7 S92
ul prograns 37 0.0 R 22 2.0 (R 1.7 1.4 no
Overall balance
loneluding prants -115 . -8l -4 =78 -7 6.4 -7
Lxpluding granls -14.8 -l -l36 -152 RER] -14.5 -hil w2
Financing 1.5 57 G0 LR TR 937 hd 4.7
Fxternul | L7 4.0 £d 2.1 Oh $.2 55 4.2
Gras 24 22 r9 b 73 ®0 57 4.5
HIPC (24 LAY [k (¥R} L5 1.4 1.3 1.0
Amuvrlization repaviment {after raditiona] debterelicf mecharis) -1.0 -1.3 =100 -1.2 -1.3 .12 -1.5 .12
Dumestic(real) 4.6 ‘A 0.0 04 -2 2% 0.3 04
Bunking sysiem 16.6 -4 0.7 0.0 0.8 08 4.0 0.0
Nonbunk sources -1 0.5 07 0.4 0.6 o 1.5 ta
Privasization 1.3 0K 7 a4 0.6 0.6 0.3 0.0
Eloatunidentilied fancing =L 0.4 4 0.0 0.0 [LX1] G4 0.8
Memorandum ilens
HIFC [nitiazive reliel on interest 0o (14 4 3 0.7 0.7 03 0.3
HIPC Tnitiasive relicl on amostizdion oo Al 0.2 04 0.7 J1X,] ] N3

Sources: Cthiopian authorities: and Fund staff estiomates and projeczicns.

14 Frseal veur erding July ¥
2
2

/ Cacluding special progrurs [damablizution and reconstruction],
7 Demobilizion und reconsraction.
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Table 6. Ethiopia: Monetary Survey, 199%400-2603/04 17

1599/00 2000401 2031402 200205 2003704
EBS/A2:/37 Estimatc EBS/02:37 Revised Program Revised
Sept. Dae. March Tuly 7 Program
{In millions of Birr}
Met foreign assets (Bl current exchange rate} 4,783 4,861 5,173 7.659 1,733 664 B.461 8,522 a,124 9918
National Bank of Ethiopia (NDE) 1,929 1,661 2,888 3,908 4424 3,757 4526 4.35% 47736 5,259
Assets 2870 2857 4,308 5,821 5,977 5,777 6,530 6,672 8518 7,498
Liabilities 941 1,196 1419 215 1,553 2,020 2,004 2,114 2,083 12319
Commercial banks 2,854 3,200 3,285 3,751 3,329 3,907 3,955 3,964 4389 4,659
Cf which
Ned elaims on Eritrean banks 1,233 1,233 1,233 1,233 1.233 1,233 1,233 1,233 1,233 1233
Agnels 4,957 5,125 5,262 5,608 5331 5,868 55101 5953 6,353 4,084
Of which
Dreposits with Eritrean banks 2,370 2,370 2,370 2370 2,370 2,370 2,370 1370 2,370 Ry
Liabilities 2,104 1,925 1,977 1,548 2.003 1,96] 1,876 1,850 2,004 2,026
Of which
Liabilities to Erilrean banks 1,137 1,137 137 1,137 1,137 1,137 1,137 1,137 1,137 1,137
Met demestic asscts 17,674 19,740 21153 10,613 22290 18,971 20,178 21014 21,539 23,827
Domestic credit 27,114 27,764 29,246 27,567 30.703 27,967 2B 415 29244 20,715 32,105
Claims an government {net) 2/ 15,757 15,544 15,123 15,514 14,585 15,344 15,414 15,744 16,044 16,044
NBE 14,600 9,330 9,428 5,202 g,894 9,252 9272 9.402 9,702 w2
Commercial banks 1,757 5,695 5,695 6,343 5,695 6,203 6,143 6,343 6,343 6,343
Claims on ather sectors 11,357 12,220 14,124 12,023 14,115 12,423 13,000 13,500 13 671 16,06G
NRE 354 304 394 364 394 354 304 394 394 394
Commercial banks 10,963 11,826 13,730 11,629 15,721 12,029 12,606 13,106 13,277 15,664
Other items (net) 8440 -8,024 -8,094 27,054 8,413 .7,09 8236 8,151 5176 8,278
Broad money 22458 24 598 27,326 27272 30.042 27,6035 28,639 29,635 30,664 33,745
Money 13,265 13,778 15,462 15,224 16,795 14,799 16,099 16,402 17,510 15,081
Currency outside banks 5,923 5,930 6,513 6,851 7,192 5,241 7739 7.580 1.78% 3,908
Demand depasits ¥ 343 7,848 5,950 8373 9,601 8,557 8,360 8,822 0,722 10,183
Guasi money 4,191 10,820 11,564 12,048 13.248 12,336 12,540 13,233 12,153 14,654
Savings depasils 8356 0,824 10,823 10,925 12,023 11,552 11,391 12,020 11,893 13,288
Time depasits 235 9906 1,041 1473 1.225 1,284 £ 150 1,213 1,258 1,366
{Annual change in pereent af beginning-period broad money; unless otherwise indicated)
Net foreign assets -1 03 i3 114 5.8 5.9 9.0 81 54 26
Net domestic assels 221 92 37 =05 4.2 1.1 4.0 5.5 7.1 18
Darrestic credi 332 29 &.0 -0.8 53 & 5.4 78 79 13
Claims on government {net) 279 -0.9 -1.3 o0 2.0 0.4 27 24 18 0.0
Claims on gther sectors 53 LR 77 -3 7.3 14 2.6 54 5.0 T8
Droad money 140 9.5 L1l 10.% 9.9 8.1 131 137 124 10.0
Monzy g2 23 6.8 509 4.9 2.1 9.4 8.1 34 52
Quasi inoney 58 73 42 3.0 51 51 36 36 41 49
Memorandum items
(uasi money/broad money {in percent) 409 &40 434 44.2 441 964 438 447 429 43 4
Velocity {(GDI/broad money) 231 211 210 1.8% 2,09 . .. 1.86 1.86
Gross offivial fureign reserves (in mitlions of U.S. dollars) 340 337 195 579 678 a7l 751 7Ha 73 541
Wet foreign assets of the banking system {in millions of U.S. dolla 581 574 710 ) B&D 888 289 1,004 1,033 1,113
Eucess reserves (in percent of depositg) 245 53 6.2 78 5.0 23 7.0 78 16 51

Sources: Mutional Bunk of Erhiopia; and Fund stafl estmales and projections

1/ Year ending July 7,

2/ Claims on general government (federal and regional governments and other public agencies) by the bankiny system less deposits of the general government with the banking system
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Table 7. Ethiopia: Bulance of Payments, 199%/2000-20035/06

{In millions of U8, dullars, unless otherwise indicated)

1/

199900 2000/01 2001502

200203

2003/04

200405 200506

EBS/237  Eslimale

EBS/02/37  Rev. Prop.

Revised Projections

Trade balance 1,125 -LELs -1,197 -1,229
Exports of goods 486 441 402 400
Coftee 262 175 155 [56
Other 224 266 247 244
Imports of goods 1,601 1,556 1,598 1,629
Fuel 250 2452 247 246
Nuonfuel 1,381 1,264 1,351 1,383
Nonfactor services (net) 14% 137 114 P4
Exports of nonfactor services 498 56 494 494
bmports of nontactor services 344 387 180 380
Income (net} 60 -39 <50 -46
Of which © gross official inerest paymeins 2/ <76 =70 271 B
Privare wransfers (net) 410 3T 362 350
Chmrent acecunt balance, excl, official ransters -626 -B5K -7 810
{in percent of GDF) VRS -l0.3 -11.5 -13.5
Official transfers {net) 251 393 240 414
Current account balance, incl. official transfers -335 =262 -475 =386
(in percent of GDP) =53 -4.2 -7.1 -6.6
Capital acceunt balance (incl. ervors and omissions) 31 151 514 G629
Foreign direct investment (net) 51 52 4 40
Cither investment {net) 1l 207 4T 462
Dfficial ong-term luims -10 194 489 474
BDisbursemenls 182 320 594 S6Y
Amuortization 2/ i9l 126 105 95
Qther public sector long-term loans (net) 3/ 220 -14 -13 -12
Other {net) 130 26 1]

Errors and omissians -183 -68 0 127
Overall bulanee -366 -71 40 232
Financing 366 71 40 =232

Centraf hank {net; increase -} 44 39 -136 -260
Reserves {increase -} a3 12 138 -342
TLiahilities (increase +) -19 27 2 a1

Fund credit {net) -12 10 22 34
Disbursement 1] 23 6 53
Repayments -12 -13 -14 -15

Commercial banks (net; increase -) 181 -26 0 -60

Changes in arrears 40 -510 ] 0

Debr reliel (Pans Club I und 1L Napies wrims, TIIPC relief) 4/ 101 867 40 89
Financing gap 0 d 56 0

Exceptional financing i} (] 17 0

Traditional debt ralief ] 1] Q ]

HIPC reliel G ¢ 39 0

Residual gap 0 ¢ 0 0
Memorandum items:

Exports of yoods (percent change} 04 -3.3 -89 9.3
Export price index (percent change} -16.7 -78 9.1 9.0
Export volume index {percent change) 205 -1.5 0.2 -4

Total imports ot goods {percent change) a4 34 2.4 4.7
Import price index {perecnt change) 239 -0.8 -2.7 2.6
Import volume index (pereeat change) -17.9 -1.9 33 7.3

(ross oificial reserves 349 3317 4935 679
(in months of imports of goods and nenfactor services of following Y 232 2.0 29 9

Terms of wde index (19968/97 = 100) 65.6 61.5 7.1 57.4
(percent chanye) -33.9 -6.3 -6.6 -6.6

-i1.216
442
178
264

1,658
236
1422
137
524
387

=729
-10.2

28K

-442
62

60.0

93

93
-170
-183

10.1
24
7.5
kRS

-L2
5.0

678
38

392

388

-761
<116

Elt:

-454
-6.9

458

40
418
433
525

90
-17

[=T =T == — ]

2.0
72
37
-0.3
40

773
43

38.8
23

1,278
493
205
288

1,771
263
1,567

167
a65

39%

31
=71

430

=712
-10.0

329

-183
54

[ile
231
247
348
101

127
53
7.0
449
0.9
4.4

B4
44

614
4.4

1,286 -2
572 634
240 286
332 347

1,858 1,958
274 285

1,584 1,673

192 220
602 a4l
410 421
a1 -16
7l 70
458 483
657 637
-85 13
148 159
-309 278
-4 34
223 220
T 70
153 150
[4i5] 162
72 273
07 11
a2 12
0 0

) 0
46 5%
85 58
68 95
-59 -88
-9 7
-9 7
0 0

9 ]

0 0

0 0

0 0
154 153
55 55
2 20
78 80
0 0
160 104
7.4 146
%0 8.4
48 54
0.7 0.9
42 4.5
895 u87
4.5 4.7
65.5 66.5
6.7 17

Sources: Ethinpian authorities, and Fund staff estimates and projections.

1/ Data pertain o the period July B-July 7.

2/ Includes debt service o Russia on cuble-denominated debt before up-front discount through 1999/2000; thareafter, after up-frant discount

3/ Ethiopian Airlines and other public enterpriscs.

4/ lngludes 1997 and 2001 Paris Club rescheduling agreements (inchuding Russia) under Naples terms, and 2002 Parls Club topping up to Cologne terms,

and HIPC interim relief,
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Table & Ethiopia: Projected Payments to the Fund, 2002/03-2012/13 1/
(Tn millions of SDRs, unless otherwise indicated)

2002/03  2003/04 2004/05 2005/06 2006/07 2007/0% 2008/09 2009/10 2010/11 2011/12 2012/13

Obligations from existing drawings 12.2 LoD 7.9 6.5 10.2 13.7 136 121 12.0 (R 0.3
PRGF/ESAF/SAF repayments 1.4 9.4 7.3 5.9 v.6 13.2 13.2 11.7 11.7 6.5 0.0
Charges and interest 2/ 0.7 0.7 .6 0.6 0.6 0.5 0.4 0.4 0.3 0.3 0.3

On Fund cradit 0.3 0.4 0.4 0.4 0.3 0.3 12 0.1 01 0.0 0.0
Omouse of SDRs .3 0.3 0.3 0.3 0.3 0.3 0.3 0.3 0.3 0.3 0.3

Obligations from prospective drawings 3/ 0.2 0.1 0.1 0.2 0.2 1.2 3.4 B.S B4 B4 73
PRGF/ESAF/SAF repayments 0.0 0.0 0.0 0.0 0.0 1.0 5.2 3.3 8.3 83 73
Charges and nferest 2/ 02 0.1 0.1 0.2 0z 02 0.1 0.1 0.1 0.0 a.0

On Fund eredii 2 0.1 0.1 0z 0z 0.2 0.1 0.1 0.1 0.0 0.0
O use of SDRs (L0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0

Toial ehligations 3/ 12.3 10.2 Bl 6.7 10.4 4.9 19.0 20.5 20.4 15.1 7.6
PRGF/ESAF/SAF repayments 114 L4 7.3 59 9.5 14.2 18.4 2001 201 14.8 7.3
Charges and interest 2/ 0.9 0.8 0.8 0.8 Q. 0.7 0.4 0.3 0.4 0.3 0.3

On Fund creadit 0.7 0.6 0.5 0.6 0.5 0.4 0.3 0.2 0.} 0.1 0.0
On use of 3DR: 0.3 0.3 03 0.3 0.3 0.3 a3 0.3 0.3 a3 0.3

Quistanding Fund credit 3/ 4/ 109.4 120.9 113.5 107.6 98.0 838 65.4 453 25.3 10.4 kN

a1 percent of:
Exports of goods and nonfactor services 1.5 121 10.4 .9 T4 58 4.2 7 1.4 0.3 0.1
External public debt 1.7 19 1.7 La 14 1.2 09 0.6 0.4 0.l 0.0
Ciross official reserves 1%.6 21.0 18.2 16.8 4.0 12.4 9.1 5.9 3l 1.2 0.3
GDhr 2.0 2.2 2.1 23 1.7 1.7 1.2 0.8 0.4 0.2 0.0
Quota B1.R 50.4 £4.9 £0.5 735 627 489 EXRY 8.9 7.8 2.3

Total obligations 12.3 i0.2 gl 0.7 104 14.9 1904 20.5 204 15.1 7.6

Tn percent of:
Exporls of goods and nonfactor services 1.3 1.0 7 0.6 L8 1.0 12 1.2 il 28 2.3
External public debt 0.2 0.2 0.1 a1 0.2 0.2 9.3 .3 0.3 0.2 0.1
Gross official reserves 22 1.8 1.3 1.0 1.5 2.2 2.6 2.7 2.5 1.7 0.8
GDp 0.2 0.2 .2 a1 0.2 0.3 0.3 0.3 0.3 0.2 i
Qunia 9.2 7.6 a.l 5.0 7.8 1.1 14.2 15.4 15.3 11.3 5.7

Memorandum item:
Projected disbursements 20.9 20.9 0.0 0.0 0.0 0.4 0.g 0.0 0.0 (1] 0.0

Source: Fuml staff estimales aud projections,

L/ Year encling July 7.

2/ Projections are based on current rates of charge, including burden-sharing charges where applicable, for purchases in the General Resources Account, and on cusrent interest
rates for the Euhanced Steuctural Adjustment Facility (ESAF)Structural Adjustment Facility (SAT) Poverty Reduction and Growth Facility (PRGIT) and Trust Tuad. The
cutrent SDR. interest rale is assurmed for net use of SDRs.

3/ This assumes that the full amount of the new PRGF amangement (SDR 86.91 million) will be dishursed in seven installments, with each of the first two dishursements
amouting i SDR 17 million, and each of the remaining five installments amounting to SDR. 10 million. An additional enetime disbursement of SDR 13.37 million (£0 percent
of quota) has been made at the time of the third disbursement under the FRGE amangement.

4/ Under assumptions of the medium-term balance of payments projections.



- 36 -

Table 9. Ethiopia: Social Indicators

Latest Single Year

Sub-Saharan

Low-Income

1970-75 1980-85 1993-99 Aftica Countries
Population

Total population, midyear (millions) 33.0 43.4 62.8 642.8 2417.1
Growth rate (percent; annual average) 2.6 28 2.7 26 1.9

Urban population (percent of population) 9.5 11.7 17.2 33.8 31.4

Total fertility rate {births per woman) 5.9 7.0 6.3 53 3.7

Income :

Gross National Income (GNI} per capita (U.S. dollars) . 120 100 490 420

Consumer priee index (1995=100) 17 51 99 131 138

Food price index (1995=100) 52 100

Income/consumption distribution

Gini index . 40.0

Lowest quintile (percent of income or consumption) 8.0 7.1

Highest quintile {percent of income or consumption) 41.3 47.7

Public expenditure

Health (percent of GDP) 1.7 1.7 1.2

Education (percent of GNI) 30 4.0 4.1 33

Social security and welfare (percent of GDP) 1.4

Net primary school enrollment rate (percent of age group)

Total 29 32
Male 33 40
Female 25 25

Access to safe water {percent of population)

Total 24 55 76
Urban 77 32 &8
Rural 13 41 70

Immunization rate (pereent vnder 12 months)
Measles 12 33 57 64
DPT ] 64 39 70
Life expectancy at birth (years)

Total 42 44 42 47 59
Male 40 42 4] 46 58
Female 43 45 43 48 60

Mortality

Infant (per thousand live births) 151 143 104 92 77

Under 5 (per thousand live births} 239 213 180 161 116

Adult (15-59)

Male {per thousand of population) 482 491 567 499 288
Female (per thousand of population) 411 41 523 453 258

Source: World Bank, World Development Indicators , 2001.
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August 19, 2002

Mr. Horst Kohler

Managing Direclor
International Monetary Fund
Washington, D.C. 20431

Dear Mr. Kéhler:

1. In accordance with the provisions of the three-year arrangement (approved on
March 22, 2001) under the Poverty Reduction and Growth Facility (PRGF), the
government of Ethiopia, in cooperation with the staff of the International Monetary Fund,
has evaluated the implementation of the second annual economic and financial program
adopted for the period October 2001-September 2002." We focused on the progress made
in implementing the program during the first nine months of the fiscal year 2001/02 and
on the prospects and policies to be pursued during the remainder of the program year, in
light of the objectives set forth in the memorandum on economic and financial policies
for 2001/02, dated December 31, 2001, and the letier daled February 27, 2002. The
government intends to make the contents ol this letter available to the public and
authorizes you to arrange for it to be posted on the IMF website, subsequent to Executive
Board completion of the third review under the PRGF arrangement.

2. As you will appreciate, performance under the second annual program has been
good, notwithstanding continued deterioration of the terms of trade. All the quantitative
performance criteria and benchmarks under the second annual program have been
observed (Table 1). Structural performance criteria and benchmarks through March 2002
have also been observed, with the exception of the revised regulation for the provisioning
by banks for nonperforming loans and other doubtful assets (benchmark), which has been
adopted, but with regard to loan classification is not in line with international best
practice as had been envisaged (Table 2). A revision of the directive is to be adopted by
August 31, 2002 to bring it closer to internalional best practice. The government is also
determined to meet the remaining performance criteria and benchmarks through
September 2002 and the prior actions set in this letter (Table 3). Following the
completion of the third review under the PRGF arrangement by the Executive Board, the
government requests the fourth disbursement of SDR 10.429 million under the
arrangement.

! The fiscal year ends on July 7.
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3. As envisaged in the memorandum of December 2001, understandings were
reached on performance criteria for end-September 2002, in light of the updated
budgetary policy framework for 2002/03. Quantitative benchmarks for end-December
2002, as well as indicative targets for end-March 2003, were also established. In addition,
in the context of this third review, progress in policy implementation in the financial
sector area, particularly to address the weak financial situation of the Commercial Bank
of Ethiopia (CBE), was assessed, and a strategy to improve competition in the financial
sector was adopted. The government remains committed to implementing all of the
policies described in the memorandum of December 31, 2001, the letter dated

February 27, 2002, and this letter.

Progress made during the first nine months of 2001/02

4, Considerable progress continues to be made towards restoring peaceful conditions
between Ethiopia and Eritrea. To date, Ethiopia has demobilized 140,000 soldiers. On
April 13, 2002, an international boundary commission delivered its final and binding
ruling on the border between Ethiopia and Eritrea, which was accepted by both countries.

5. As described in the December 2001 memorandum, the second annual PRGF-
supported program has been designed in the context of an updated medium-term
framework for 2001/02-2003/04 that continues to stress (a) the reorientation of budgetary
resources from defense toward poverty alleviation outlays; (b) tax reforms that lay the
foundation [or strong revenue performance; (¢} improved monetary management and
financial sector reform; and (d) capacity building and regulatory reforms to promote
private sector development. The medium-term objectives for 2001/02-2003/04 set in the
December 2001 memorandum are (a) to achieve an annual real GDP growth of about

6 percent; (b) to maintain inflation at a low rate of about 3 percent; and (c) to reduce the
external current account deficit (including official transfers) to 4.6 percent of GDP by
2003/04.

6. On the whole, economic developments during the first nine months of 2001/02
were satisfactory. Real GDP growth rate for 2001/02 is estimated at 5 percent, lower than
the program projection of 5.8 percent. Following the 2000/01 bumper cereal crop,
agricultural output is estimated to increase by 4.5 percent in 2001/02, lower than imitially
projected. Nonagricultural GDP however is still estimated to grow by about 5.5 percent.
Coffee exports (which account for 40 percent of merchandise exports) for the first nine
months of 2001/02 are estimated at 65,000 tons, compared to a level of 60,800 tons in the
same period of 2000/01. However, coffee export prices fell further by 5.8 percent during
that period. With the good performance of non-coffee exports, total exports are in line
with projections. With much higher food imports than programmed, imports are
somewhat higher than projected. A large food surplus led to a 16 percent drop in food
prices, resulting in an average annual national consumer price inflation in the first nine
months of 2001/02 of negative 9.2 percent as non-food consumer price inflation was

2.4 percent for the same period.

7. The government is greatly concerned by recent declines in producer prices of
coffee and cereals. The decline in producer prices of cereals is due to oversupply
following the bumper harvest in 2000/01, and large food aid and commercial imports.
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However, despite record levels of production and low food prices, Ethiopia will still
require food aid in the foreseeable future to help the needy and regions facing shortfalls.
In order to reverse the decline in food prices while meeting Ethiopia’s food aid
requirements, the government is urging donors to increase local purchases of food from
tfood surplus regions. The decline in coffee export prices reflects developments in world
markets. The government is taking a number of measures to prop up rural incomes in the
medium term. These include measures to encourage crop diversification; to ensure that
farmer’s production decisions are market driven through better price transmissions; and to
enhance rural transport. The authorities intend to conduct a study on the effects of, and
ways to reverse or mitigate the impact of, the decline in coffee and cereal prices on
producers.

8. In the fiscal area, as a result of the accelerated implementation of fully-financed
special programs and capital and poverty-targeted expenditure, the program allowed for
an increase of the overall budget deficit (including grants and emergeney programs) from
5.7 percent of GDP in 2000/01 to 9.1 percent in 2001/02. Overall fiscal performance
during the first nine months of 2001/02 has been satisfactory. The government continued
to implement its comprehensive tax policy reforms and overhaul its tax administration. A
draft value-added tax (VAT) was submitted to Parliament in October 2001, and was
ratified in early July 2002 after extensive consultation with the private sector. The large
tax payer unit and tax reform implementation task force established in 2001 have been
strengthened. During the first nine months of 2001/02, total revenues increased by

10.2 percent compared to 2000/01, and were only slightly lower than projected due to
lower direct and indirect tax revenue.

9. On the spending side, the government continued to follow a cautious expenditure
management policy. Total expenditure of the general government during the first nine
months of 2001/02 was slightly lower than programmed. Capital spending accelerated
substantially compared to previous years, in line with the program. The implementation
of the emergency programs, projected at 2.2 percent of GDP in 2001/02, has been slightly
slower than programmed because of delays in disbursement of external assistance.
Defense outlays were also lower, but social spending was in line with the program. The
quantitative performance criteria for end-March 2002 on the domestic financing of the
government was met with a wide margin.

10. In the monctary area, reflecting lower-than-projected economic activity and
negative inflation, broad money increased in the first nine months of the year by

5.3 percent, compared to 10.9 percent under the program, and total bank credit fell by
2.3 percent compared to a projected increase by 6.3 percent under the program, partly
reflecting increased provisioning by the CBE. During the first nine months of the fiscal
year, net claims on the government declined by 2.9 percent, more than programmed.
Increased auctions of government securities reduced excess reserves of commercial banks
to 3.4 percent of deposits in December 2001, down from 5.3 percent in July 2001.
However, excess reserves rose again to 6.9 percent by March 2002. In response to lower
economic activity and negative inflation, the NBE lowered the floor on deposit interest
rates from 6 percent to 3 percent on March 4, 2002. All banks have adjusted their deposit
and lending interest rates accordingly.
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11. Several measures were taken to improve the soundness and competitiveness
of the financial sector, including the issuance of government guarantees for assets held
in Eritrea, the issuance of a lefter to encourage public entities to do business with all
banks, the establishment of a bankers’ association, and the lifting of restrictions on the
payment of interest on current account deposits. A comprehensive study of the National
Bank of Ethiopia’s (NBE) operational, organizational, and administrative set-up is being
finalized. In line with recommendations under the recent Safeguards Assessment of the
NBEL, an unqualified audit of NBE’s financial statements for the year ended June 30, 2001
was approved by the NBE’s Board by end-March 2002. However, delays occurred in
bringing to the point of sale the Construction and Business Bank, and in adopting a
restructuring plan to address the weak financial condition of the Development Bank of
Ethiopia. A workshop was held in Addis Ababa during Aprit 3-4, 2002 to discuss the role
of the financial sector in economic development and the issue of competition.

12. With respect to the CBE, which still has over 80 percent of bank deposits and
about 70 percent of bank loans, the management contract for the CBE with a foreign bank
did not enter into effect as the foreign bank withdrew from the contract in January 2002.
At the same time, the Ethiopian anti-corruption commission arrested 28 past and 13
current CBE officials on charges of corruption. Against this background, in March 2002 a
new management team that will operate CBE on a commercial basis was appointed.
Lending by CBE to customers with loans past due by over one year has been suspended.
CBE has also recently increased provisioning from Birr 1.4 billion to Birr 1.9 billion.

13, Significant progress has been made in eliminating most of the previously
identified exchange restrictions, including the termination of the NBE’s weekly
whotesale foreign exchange auction and the move of all foreign exchange operations to
the interbank market on October 24, 2001. Most trade restrictions and administrative
controls on access to foreign exchange were lifted in December 2000. Restrictions on the
purchase of foreign exchange for holiday travel and education purposes were eliminated
in March 2001. At end-May 2002, the value of the Birr against the dollar had depreciated
by 1.1 percent since the beginning of the fiscal year, and net foreign assets of the NBE at
end-March 2002 were estimated at US$318.6 million (around 1.8 months of import
cover) compared with the programmed UUS$282.2 million.

14. With respect to external debt, the Executive Boards of the IMF and IDA decided
that Ethiopia was eligible for assistance and had reached the decision point under the
enthanced Initiative for Heavily Indebted Poor Countries (HIPC). All pre-cutoff debt with
Paris Club creditors was rescheduled on Cologne terms on April 18, 2002. The
performance criteria on the noncontraction of new public or publicly gnaranteed
nonconcessional debt and on the nonaccumulation of external debt arrears were observed.

I5. Tn other structural areas, progress was made, with World Bank assistance, in
implementing reforms focused on public sector management, including capacity building,
civil service reform and public expenditure policy, and on private sector development.
Revised investment and urban land lease laws were adopted. However, the privatization
program slowed down and only one public entity was sold in the first nine months of
2001/02 out of the 20 entities put up for sale.
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Policies during the remainder of the second annual program

16.  Building on the satisfactory results achieved during the first nine months of
2001/02, the government is determined to continue with the steadfast implementation of
the program in order to achieve its objectives. A few revisions in the original
macroeconomic projections have been made to take into account developments during the
first nine months of 2001/02 and measures outlined in this letter. While growth of
agricultural output after slowing down to 4.5 percent in 2001/02 would return to a more
normal level of about 5 percent, nonagricultural economic activity is expected to continue
to grow robustly at around 7 percent as capacity building, infrastructure expansion, the
privatization of a number of public enterprises, and further progress in tinancial sector
reform, create an environment conducive to private sector activity. Real GDP growth,
estimated at 5 percent in 2001/02, could therefore reach the projected 6 percent in
2002/03. Consumer price inflation is expected to rise to 4.3 percent in 2002/03 on a
yearly-average basis. While exports are in line with initial projections, imports are
expected to be slightly higher than originally projected. Reflecting these developments,
lower nominal GDP,” and higher than projected official transfers, the current account
deficit (including official transfers) is estimated to be at 6.6 percent of GDP in 2001/02.
For 2002/03, the deficit 15 projected to rise slightly 10 6.9 percent as official transfers
would return to a more sustainable level.

17. In the fiscal area, the government has implemented the measures necessary to
limit the overall budget deficit (including grants and emergency programs) in 2001/02 to
within the original program target in absclute terms. However, with lower nominal GDP,
the deficit for 2001/02 is estimated to reach 9.9 percent of GDP (compared to 9.1 percent
under the original program). For 2002/03, the original target of 7.8 percent of GDP was
revised upward to 9.7 percent to take into account lower nominal GDP, the identified
initial cost of restructuring CBE, and higher-than-initially projected soctal spending.
Based on an expected substantial net recourse to external financing {(entirely on
concessional terms), net borrowing by the government from the banking system will be
limited to Birr 0.5 billion (0.9 percent of GDP). The additional spending to be financed by
this bank borrowing includes spending on food security, education, health, and rural
development. The government will continue with its cautious spending policy in 2002/03.
The Council of Ministers has adopted in June 2002, a budget for fiscal year 2002/03
consistent with the revised fiscal framework presented in this letter. The budget was
adopted by Parliament in early July 2002.

18. The government is determined to achieve an increase in tax revenue to

10.6 percent of GDP in 2002/03. To do so, revenue performance will benefit from the
introduction of the VAT in January 2003, improved tax administration, especially through
the recent strengthening of the large taxpayer unit, and tax arrears collection. The import
tariff reform to be introduced by January 2003 is expected to be revenue neutral. The
government has taken necessary steps in the preparation for the introduction of the VAT

2 Nominal GDP is estimated at Birr 51,158 million in 2001/02 and Birr 57,092 mijllion in
2002/03, about 9 percent lower than initially projected under the program.
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by January 2003, including the appointment of a program director and the identification
of taxpayers. The taxpayer identification number project is to be completed by October
2002. The VAT and income tax laws were passed by Parliament in early July 2002. A
poverty and social impact analysis of the VAT will be undertaken by mid-December
2002.

19.  On the expenditure side, overall outlays (excluding special programs) are
budgeted at 34.6 percent of GDP in 2002/03. Defense outlays will be maintained at the
nominal level of the previous year, but as a ratio to GDP will be further cut from

5.9 percent in 2001/02 to 5.3 percent in 2002/03. Poverty-targeted current and capital
spending (including on health, education, and priority infrastructure) are to be raised to
8.4 percent of GDP (including 1.4 percent of GDP from HIPC relief) in 2002/03. Capital
spending is to be increased, and the wage bill is to be budgeted at Birr 4.4535 billion

(7.8 percent of GDP). The government will assess by the time of the fourth review under
the PRGF the sustainability of possible increased IDA disbursements under the World
Bank’s forthcoming Country Assistance Strategy. It will include any additional secured
commitment from the World Bank and other donors for 2002/03 in a supplementary
budget if it is assessed that it will be spent efficiently on poverty-related sectors, and will
not jeopardize Ethiopia’s external debt sustainability. The government will pursue its
efforts to improve its control, tracking and reporting mechanisms of expenditures. In
particular, it is determined to consolidate federal and regional budgets for both the past
year and the current year, including all extrabudgetary funds and accounts, by end-
September 2002. It will also improve the effectiveness, reporting and monitoring of local
government expenditures before further decentralizing public spending.

20. In the monetary and exchange areas, monetary policy will remain geared toward
containing inflation and achieving the international reserve targets. The monetary
program for 2002/03 has been updated in light of the revised projections for nominal
GDP growth, and with a view to providing room for an adequate increase in credit to the
nongovernment sector. The latter will be helped by the government’s plan to limit the
resort to bank borrowing during the program period. Money supply growth is estimated at
10.9 percent in 2001/02 and is projected at 12.4 percent in 2002/03. With the move of all
foreign exchange operations to the interbank foreign exchange market in October 2001,
exchange rate policy will continue to be more market-determined.

21.  Inthe financial sector area, the government will revise by August 31, 2002 the
recently adopted regulation for the provisioning of nonperforming loans and other
doubtful assets to bring it more in line with international best praciices, by mncluding five
categories for the classification of nonperforming loans, and removing any temporary
weakening of provisioning that may result from the phasing in of the new requirements
that will be fully implemented by January 2004. With regard to the inclusion of
borrowers’ repayment capacity as a criterion for the classification of nonperforming
loans, the authorities believe that in the absence of reliable and timely financial
information on borrowers, it would not be advisable at this time to require banks to have
an assessment of repayment capacity of their clients on a subjective basis. The authorities
will nonetheless encourage banks to use available information to assess repayment
capacity of borrowers. Once the quality and timeliness of financial information of clients
improves, the authorities will revise the guidelines accordingly. The government will also
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(a) take steps to strengthen the NBE, following the completion of the ongoing
comprehensive study of the NBE, including as necessary, revising the existing Banking
Act to increase the NBE’s autonomy by end-December 2002; (b) ensure that the
Construction and Business Bank is brought to the point of sale after its balance sheet has
been restructured on the basis of NBE’s recommendations, by end-December 2002; and
(c) adopt a restructuring plan to address the weak financial condition of the Development
Bank of Ethiopia by end-September 2002.

22, With respect to the CBE, a performance contract was signed between the
government and the new CBE management on June 28, 2002 to ensure that CBE is
operated effectively on a commercial basis so as to achieve the necessary improvements
in financial performance. At the same time, the credit approval and monitoring process
was strengthened, lending authority was transferred from the Board of CBE to its
management, and an audit committee was created at the Board to oversee financial
performance. The new management will have autonomy in decision-making including on
staffing, meeting performance targets, pursuing delinquent borrowers, as well as on
taking steps to strengthen CBE’s cost competitiveness and profitability. CBE will also

(2) hire consultants from a reputable foreign financial institution by end-September 2002
to assist the new management; (b) strictly adhere to the reserve requirement, and fully
implement the new provisioning directive; (¢) reduce nonperforming loans (NPLs) by
Birr 0.8 billion from Birr 3.9 billion at end-December 2001, including through write-offs,
by end-September 2002; and (d) prepare a financial restructuring plan until end-March
2003, on the basis of a financial audit of the CBE to be conducted by an internationally
reputable audit firm. The terms of refercnce for this audit was tendered on July 13, 2002,
and the audit completed by end-January 2003. The restructuring plan will seek significant
reduction of NPLs, including through write-offs, and the recapitalization of CBE on a
timely basis. All options for the restructuring of CBE will be kept open. The investigation
related to the arrest of CBE’s managers on corruption charges is continuing.

23. The government will continue its efforts to enhance efficiency and competition in
the financial sector, to prepare the ground for the progressive integration of the Ethiopian
financial sector into the global financial market. Efforts are being made to strengthen
private and public banks through creating a favorable external environment for banking,
strengthening the internal dynamics of banks, and fostering contestability of markets
within the banking sector. Measures were taken in early July 2002 to enforce the
foreclosure law effectively and expeditiously to allow banks to reduce nonperforming
loans and deter delinquency in loan repayments. Banks will be encouraged to modernize
and ratse efficiency by adopting improved practices and building their capacities, through
a rigorous application of the revised bank provisioning directive, and more aulonomous
bank management, that is made more accountable to its board of directors. To enhance
competition, private banks will be encouraged to increase their scale of operation, and
raise their capital basc, including through mergers. The government will also foster the
development of microfinancing institutions, by transforming them into rural banks, as has
alrcady began, and by facilitating the flow of funds from commercial banks to these
institutions for purposes of onward lending.

24, In the external sector area, as noted earlier, the current account deficit
(including official transfers) is projected at 6.9 percent of GDP in 2002/03. 1t is expected
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that much of the demobilization, reconstruction, and sector development efforts will
continue to be fully funded by multilateral and bilateral donors. The balance of payments
is also to benefit from recent Paris Club rescheduling agreement. The reserve cover is to
increase from 3.9 months of imports at end-2001/02 to 4.3 at end-2002/03.

25.  Following the Paris Club meetings on April 5, 2001 and April 12, 2002, the
government will finalize bilateral agreements by end-October 2002, and seek at least
comparable lerms from its non-Paris Club creditors, by December 31, 2002,

26.  The government will reduce, by January 2003, the average (non-weighted) import
tariff from an existing level of 19% percent to 17% percent, by lowering the maximum
tariff and reducing the number of bands, and eliminating most tax and duty exemptions,
to minimize any negative impact of the trade reform on government revenues. The
authorities are considering reducing the maximum tariff {rom 40 percent to 35 percent,
and the number of bands from 7 to 5. There are no remaining nontariff barriers with the
exception of bans on imports of opium, cthyl alcohol and other spirits denatured of any
strength, worn clothing and worn textile articles, and rags.

27.  The government will continue to implement the recommendations of the
Safeguards Assessment by end-December 2002, with technical assistance from the Fund.
All differences older than six months on the foreign correspondent bank accounts will be
reconciled, and steps will be taken to ensure that NBE’s accounting records properly
reflect the balances held with foreign correspondent banks.

28, On other structural reforms, the government, in consultation with the World
Bank, will continue to implement key structural measures needed for enhancing the
economy’s growth polential and reducing poverty. Understandings have been reached
with the World Bank on an Economic Structural Adjustment Credit focusing on public
sector management, including civil service reform, public expenditure policy, private
sector development, and export competitiveness. The authorities are also strengthening
the existing legal and regulatory framework and taking measures to accelerate the
privatization program that aims at bringing to the point of sale another 38 public entities
(including units of whole enterprises) in 2002/03. With the assistance of MIGA, the
authorities are also working to settle expropriation claims in the near future. The
government will finalize by end-July 2002 the full PRSP, and submit it to the Executive
Boards of the IMF and IDA. Wide-ranging consultations at the distriet, regional, and
federal levels were completed in March 2002.

29.  Efforts to improve statistics will be intensified, particularly the reporting of data
on a timely basis, including by fully staffing the fiscal policy, national accounts, and
accounting departments of the Ministry of Finance and Economic Development. The
authorities will reconcile monetary and fiscal accounts by end-December 2002; the initial
date of September 2002 is no longer feasible in view of the needed technical assistance,
which is being provided by the IMF. They will continue to implement the
recommendations of recent missions from the IMF’s Statistics Department, including the
revision of monetary statistics and the coverage of international reserves. The authorities
will continue to improve data on poverty and social indicators, with a view to monitoring
the output and outcomes of poverty reduction programs. Ethiopia will also participate in
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the General Data Dissemination System (GDDS) in 2002/03 and towards this end it has
appointed a national coordinator.

30. The government believes that the reforms and measures set forth in this letter and
in the letter and memorandum on economic and financial policies of December 31, 2001,
and the letter dated February 27, 2002 are adequate to achieve the revised objectives of
the second annual program. As envisaged, a fourth review, to be completed by
December 20, 2002, will assess progress in policy implementation and describe the third
annual program for the period October 2002—September 2003, and set performance
criteria and benchmarks through June 2003.

Sincerely yours,

fsf /s/
Sufian Ahmed Teklewold Atnafu
Minister of Finance and Governor of the
Economic Development National Bank of Ethiopia

Attachments (3)

Quantitative Benchmarks and Performance Criteria
Structural Benchmarks and Performance Criteria
Prior actions



Table 1. Ethiopia: Quartitative Benchmarks and Pafouusnce Critenia lor the Seeond Annual Fragram Suppovted by the PRGE Arrengement, Qctober 2001 -March 2003 1/

{In millions of birr, unless atherwise indicated}

2001 002 i3
July 7 September Decenber March Juby 7 Scptember Lecember March
Actual Actual Benchmark Revised Adjusted Actual Indicative  Perf. Crit.  Adjusted Aptua] Benchmak Indicubive Pert. {Crit. Benchmirk hulicative
(Stock} % Renchmark  Renchmiark Targst ko Porf. Crit. Targets a} 3 Targets 6
1. Quantilafive benchmarks and perfoctoance criteria
L'loor on net fereign assets of the Nat:onal Bank of Ethiopia 77 8/ 1672 04 233 427 345 A1 357 734 306 £,044 L1sy 1,234 177 551 551
Ceiling on net domestic asscts of the Nationn] Bank of Ethiopia 3 10/ 7,361 24 -4 -13% =75 EEX 120 =225 2 -321 -334 -3 163 19% 444G
Ceiling vn net domzstic financing of the general
government {incl. privatization toecipts) 107 117 127 17,313 -1,210 400 -280 -198 -1,25% 500 o 428 ~T96 200 =37 a -250 400
Ceiting om nutstanding cxternal payments arrears {in million of 1158 137 0 i} 0 0 ) n 0 0 0 4] 4] 0 1] 0 Q
Ceiling on new nonconcessiona] external debt
contracted or pusrentesd by the public sector 147 0 o 4] L] U o 0 0 ] 0 o i} a ] i}
11, Endicative target
Flaor on net forcipn liguid rescrves of the Nalienal Bunk of’ Ethlopis 7/ 8 1,193 710 253 433 351 562 317 40 312 1,138 1,154 1,230 -177 551 551
T, Trigaers for udjustment of uantitative benchmark and performance criteria
Drisbursed nonproject external funding (in million ef U.S. dellass) 15/ i3 150 179 179 160 150 47 39 210 210 423 168 42 200} 259

Source: Ethiopian authorities.

1 bon 2001402, cumulative Aows from July B, 2001, For 2002/03, cumulative flows from July 8, 2002, Program cxchunge rate of 8.524 Bin/USD used.

2/ Beptember 2001 calculations arc based on the previos program cxchange rate of 8,253 Bin/USD

3/ Established as periormance crilerivon in e context of the second review,
4/ Established as performanee criteriy in the context of the third review.
5/ Established as benchmarks in the context of the third review.

& Tn be established ax performance cnileria in the context of the futh review,

7/ Adjusted upward for extemal assislance {nemproject, excluding enhanced LIPC interim assistance] that exceeds programmed amounts (paragraph 12 of the Techaical Mamorandum (TM) dated Decenber 2001).

8/ Adjusted downward for S0 pervent of any shortfnll in programmed external assistance {nanproject, exchiding enhanced HIPC interim assislonce) up o o maXimuen of USE30 milliou (done for December 2081 and March 2002; paragraph 15 of the TM dated December
9; Adjusted downward lor extemal sssistancs (nonproject, exchiding enhanced HIPC interim assistance) that exceeds pregrammed amounts {paragraph 13 of the TM dated December 20011

10/ Adjusted upwanl fur S0 percent of any shortfall in programmed cxternal assistance {nonprajcel, excluding enhanced HIPC intetim assistance) up to a maximum of USSS50 million {(done fur December 2001 and March 2002; pacagraph 13 of the TM dated December 2

11/ Adjusted downwird for external assisiance {nonproject, cxcluding enhanced HIPC interim asaistance) that exceeds programmed amounts {paragraph |4 of the TM dated December 2041).

12/ Steck atJuly 7, 2001 reflects domestic government horrowing, bul excludes privatization receipts.

13/ There shull be a continuous performance crilerion on the nonacoumulation of new external arrears.

14/ This limit applies not enly to debt as defined in Point No. % of the Guidelines on Performance Criterta with Respect to Foreign Debt. adanted by the 1MF on August 24, 2000, but also to commitments contracted or puaranteed (or which the value has not b
Exclndad from this Emit are shorl-term impoet credits and tong-term financing operations of Bthioptan Adrlines

15¢ Excluding fertilizer projects,

I XIANHddV
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Table 2. Lthiopia: Structural Benchmarks and Performance Criteria Under the Sccond Annual Program
Supported by the Three-Year PRGF Arrangement

Structural Benchmarks and Performance Criteria

Timing

Adopt regulation for the provisioning by banks for nonperforming loans
and othcr doubtful asscts in line with international best practices, taking
into account Basel Comunitiee guidelines for troubled debt restructiuring
and credit risk.

Submit to the NBE’s Board an unqualified andit of NBE’s financial
statements carried out by the Audit Services Corporation for the year
ended June 30, 2001.

Sign a performance contract with CBE to cnsure that CBE is operated
ellectively on a commercial basis to achicve the necessary

improvements in financial performance.

Reduce nonperforming loans of the CBE by Birr 0.8 billion {from
Birr 3.9 billion at end-Dccember 2001), including through wrile-ofls.

Consolidate federal and regional budgets for both the past year and the
budget vear—including all extrabudgetary funds and accounts,

Reconcile monetary and fiscal accounts.

Introduce the valuc-added tax, as adopted by Parliament on July 4, 2002,

Complete the audit of the CBE by a reputable international audit firm.

March 31, 2002 1/
(benchmark)

March 31, 2002 {donc)
(performance criterion)

June 30, 3002 {dong)
{benchmark)

September 30, 2002

{(benchmark)

September 30, 2002
{henchmark)

December 31, 2002 {revised) 2/
(benchmark)

January 1, 2003
(performance criterion)

January 31, 2003
{(benchmark)

1/ Regulation adopted; but needs 1o be revised by August 31, 2002 Lo bring it more in linc with intcroational

hest practice.

2/ Initial datc was September 30, 2002,
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Table 3. Ethiopia: Prior Actions for the Completion of the Third Review
Under the Three-Year PRGF Arrangement

Prior Actions Timing
Adoption by the Council of Ministers of a budget for fiscal year 2002/03 June 30, 2002 (done)
congsistent with the revised fiscal framework presented in the letter of

intent.

Tendering the financial audit of the CBE (o inlernationally reputable July 15, 2002 (done)
audit firm.

Revision of the recently adopted regulation for the provisioning by August 31, 2002

banks for nonperforming loans and other doubtful assets to bring it
more in line with international best practice, by including [ive categories
for the classification of nonperforming loans, and removing any
temporary weakening of provisioning that may result from the phasing
in of the new requirements.
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Ethiopia: Relations with the Fund

(As of June 30, 2002)

APPENDIX II

I. Membership Status: Joined 12/271945; Article XIV
II. General Resources Account SDR Million Percent of quota
Quota 133.70 100.00
Fund Holdings of Currency 126.55 94.66
Reserve position in Fund 7.17 5.36
IIT. SDR Department SDR Million  Percent of allocation
Net cumulative allocation 11.16 100.00
Holdings 0.23 2.04
IV. Outstanding Purchases and Loans SDR Million Percent of quota
Structural Adjustment Facility (SAF) 14.83 11.09
Enhanced Structural Adjustment
Facility (ESAF) and Poverty Reduction 86.58 64.75
and Growth Facility (PRGF)
Y. Latest Financial Arrangements
Approval Expiration Amount Approved  Amount Drawn
Type Date Datc (SDR million) (SDR million)
PRGF 03/22/2001  03/21/2004 100.28 58.56
ESAF 10/11/1996  10/22/1999 88.47 29.49
SAF 10/28/1992  11/08/1995 49.42 49.42
VI. Projected Obligations to Fund Under the Repurchase Expectations Schedule
Forthcoming; in SDR million
2002 2003 2004 2005 2000
Principal 6.4 10.0 8.7 5.9 7.6
Charges/interest 0.6 0.7 0.7 0.6 0.6
Total 7.0 10.7 9.4 6.5 8.2
VII. Implementation of HIPC Initiative
Enhanced
Commitment of HIPC assistance Framework
Decision point date Nov 2001
Assistance committed (NPV terms)' end-2000/01

INPV terms at the decision point under the enhanced framework.
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Total asistance by all creditors (US$ Million) 1,275

Of which: IMF Assistance (SDR Million) 26.93

Completion point date Floating
Delivery of Fund assistance (SDR Million)

Amount disbursed 4.04

Interim assistance 4.04

Completion point 0.00

Amount applied against member's
o . 3.04
obligations {cumulative)

VIIL. Safeguards Assessment

Under the Fund’s safeguards assessment policy, the National Bank of Ethiopia (NBE) is subject
to a full safeguards assessment with respect to the Poverty Reduction and Growth Facility
arrangement approved on March 22, 2001, which is scheduled to expire on March 21, 2004. An
off-site safeguards asscssment of NBE was completed on May 4, 2001, The assessment
concluded that high risks may exist in financial reporting and in the system of internal controls
and recommended an on-site assessment. The on-site assessment was completed on September
12, 2001. The staff’s findings and recommendations are reported in Appendix V of EBS/02/37
(3/4/02).

IX. Exchange Rate Arrangement

Effective October 24, 2001, NBE terminated the weekly wholesale foreign exchange auctions for
the birr (Br) and moved all foreign exchange operations to the interbank market. The transaction-
weighted average interbank market exchange rate on June 19, 2002 was Br 8.5657 = US$1.

In March 2001, the authorities eliminated previously existing restrictions on the purchase of
foreign exchange for holiday travel and education purposes. Since then, exporters have been
allowed to retain 10 percent of their export proceeds in foreign exchange for an indefinite period.
The rest may be retained for a period of 28 days, after which it has to be converted into local
currency by the customer’s bank using the prevailing transaction rate, unless an exporter spends
it on eligible imports within 28 days. The multiple currency practice that might have arisen from
the NBE’s weekly foreign exchange auction was lifted with the replacement of the auction by the
interbank foreign exchange market. However, a few current account exchange restrictions
remain with respect to Article VIII, Sections 2, 3, and 4 of the IMF’s Articles of Agreement.

X. Article IV Consultation

Ethiopia is on the 24-month cycle for members with Fund arrangements. At the conclusion of the
2000 Article IV consultation discussions on March 19, 2001 (EBM/01/28), the Executive Board
adopted the following decision:
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The Fund takes this decision relating to Ethiopia’s exchange measures subject to

Article VIII, Section 3, in light of the 2000 Article IV consultation with Ethiopia conducted
under Decision 5392-(77/63), adopted April 29, 1977, as amended (Surveillance over Exchange

Rate Policies),

2.

Ethiopia maintains a multiple currency practice arising from a spread of more

than two percent between different buying rates at the weekly wholesale foreign exchange
auctions conducted by the National Bank of Ethiopia, which 1s subject to approval under Article
VIII, Section 3. In the circumstances of Ethiopia, the Fund grants approval of the retention of
this multiple currency practice until October 1, 2001 or the conclusion of the next Article IV
consultation with Ethiopia, whichever is earlier.

XI. Technical Assistance (2000-present)

Department
FAD
STA
FAD

FAD
MAE
FAD/LEG
MAE
FAD
MAE
MAE
MAE
LEG
FAD
MAE
LEG
STA
STA
MAE
FAD
STA
LEG
FAD
FAD

Purpose
Tax administration (resident expert)
Consumer price index

Introduction of VAT, presumptive income

tax, and reform of the income tax
Tax administration

Monetary and banking reforms
Tax administration and VAT legislation
Monetary and banking reforms
Tax administration

Bank supervision

Monetary and banking reforms
Interbank foreign exchange market
Income tax legislation

Tax administration

Bank supervision

Review of compliance with Article VIII
Consumer price index

Multisector

Bank supervision

Tax administration

Fiscal and monetary accounts
VAT law

Public expenditure management
Tax administration

XTI. Resident Representative

Mr. Alexander Kyel assumed the post in August 2001.

Time of Delivery
May 1999-July 2001
March-April 2000
August 2000

October 2000

October 2000
January-February 2001
February-March 2001
April 2001

April-May 2001

May 2001

June-July 2001

September 2001
September-November 2001
September-October 2001
November 2001
November-December 2001
January 2002

February 2002

February 2002

May 2002

May 2002

July 2002

July 2002
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Ethiopia: Relations with the World Bank
(As of June 2002)

Bank Group Strategy

The government of Ethiopia is finalizing its Poverty Reduction Strategy Paper (PRSP). In
parallel with the PRSP, the World Bank is preparing its Country Assistance Strategy
(CAS) for 2002/03-2004/05 (July 8-July 7) in a consultative manner with the
Government and other stakeholders, and in alignment with PRSP objectives. As part of
the consultation process, extensive discussions have already occurred in workshops
addressing three themes (capacity building in March 2002; decentralization and service
delivery in May 2002; and private sector development and pro-poor growth in July 2002).
The criteria that are informing the CAS are (a) the government’s strategy, as defined in
the PRSP; (b) the macroeconomic framework, as defined in the PRGF
arrangement/HIPC; (c) the Bank Group’s comparative advantage by way of experience
and expertise; (d) lessons learnt from the past; and (e) the programs of other development
partners.

Bank assistance to Ethiopia has largely been through the traditional project mechanism.
Over the last five years, Bank-piloted Sector Development Programs (SDPs) in health,
education, and roads have represented a major and continuing innovation in donor
support and coordination. Following the end of the border conflict between Ethiopia and
Entrea, the Bank provided support through emergency operations. The Ethiopia
Structural Adjustment Credit (ESAC) was approved for an amount of US$120 million on
June 18, 2002. Meanwhile, the Bank has designed new instruments, such as Adjustablc
Program Lending (APL) and Poverty Reduction Support Credits (PRSC), and has
extended the funds approach to other sectors. The CAS will identify the most appropriate
mix of lending instruments and knowledge agenda to support the government in
implementing its PRSP.

At the start of 2002/03, Ethiopia’s portfolio of IDA credits comprised 18 active projects,
with total commitments of US$1,725.7 million and an undisbursed balance of US$911.5
million. This total is up from 14 projects, commitments of US$1,382 million, and an
undisbursed amount of US$946 million at the beginning of 1999/2000.

Strategic Priority Areas

The overarching goal of Bank strategy will be to support the government’s strategy for
growth and poverty reduction. In preparing the CAS, we will 1dentify opportunities to
support the government’s strategy around several strategic priority areas that reinforce
one another to raise growth, productivity, and the effectiveness of policy:

« capacity building;
» decentralization and service delivery; and
+ private sector development {PSD)
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The CAS will also assign particular importance to infrastructure development. While the
details arc being finalized, the strategic prionty areas are expected to take shape along the
following lines.

e Capacity building. In October 2001, the government unveiled a comprehensive five-
year National Capacity Building Program (NCBP), comprising 14 components, to rapidly
build capacity in support of second-generation reforms aimed at promoting pro-poor
growth, deepening democratic decentralization, and improving service delivery at the
national, regional, and local levels. The Bank is supporting the government program with
a pilot activity on public sector capacity building for decentralization, and plans to scale
this up in the shape of a Public Service Delivery and Capacity Building Program
(PSCAP) over the CAS period.

¢ Decentralization and service delivery. The government views decentralization as
the principal means to achieving its poverty reduction objectives and has accordingly
made a strategic choice in further deepening the process of decentralization by granting
greater responsibility to the subnational governments for primary education, primary
health, rural water, and rural roads, and by allocating untied block grants to woredas.

¢ The Bank’s recent work on decentralization by way of the Regionalization Study,
Woreda Studies and the annual public expenditure reviews (PERs) suggests the need for
strengthening the institutions and systems of decentralization in terms of capacity,
participation, and public expenditure management. In the context of CAS/PRSP
preparation, the Bank is determining the appropriate instruments to support
decentralization, which could include Poverty Reduction Support Credits (PRSC) and
traditional projects, or sector investment programs.

¢ Private sector development. The Bank is working with the government to identify
and implement actions to support the growth of a value-creating market economy through
a partnership to identify and resolve obstacles to private sector development. The
government has committed itself to enhancing transparency by tax reform, judicial
reform, civil service reform, and other means. The regulatory regime is being refined,
with a view to fairness and efficiency, and minimizing distortions. Capacity-building
efforts will be directed at both the public and private sectors. Workable, programmatic
solutions will be implemented systematically to improve the investment climate and
encourage both domestic and forcign private investment. Support is also being provided
to develop the country’s infrastructure through the Road Sector Development Program
Project, a Roads Rehabilitation Project, a Water Supply Development and Rehabilitation
Project, and the Ethiopia Energy II Project. It is cxpected that an Energy Access Project
will be presented to the Board in early 2002/03. The CAS under preparation for 2002/03-
2004/05 will identify opportunities to assist the government in the provision of
infrastructure where it is a pure public good, and to help create an enabling environment
for greater private participation in infrastructure provision.
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Bank-Fund Collaboration in Specific Areas

Preparation of the PRSP, The World Bank and the IMF have collaborated in providing
support to the government in the preparation of the PRSP, including by preparing joint
comments on an early draft of the PRSP, and they will work together on the preparation
of the joint staff assessmient.

As part of its overall assistance to Ethiopia—through lending and analytical work—the
Bank and the Fund jointly support policy reforms in a number of areas, including the
following main areas:

* Macroeconomic policy. There was close cooperation between the World Bank and
the IMF in discussing macroeconomic policy with the government. Complementing
the PRGF arrangement, the Bank’s Ethiopia Structural Adjustment Credit (ESAC)
focuses on economy-wide reforms in support of the government’s pro-poor growth
strategy, with the objectives of (a) maintaining macroeconomic stability and
increasing growth; (b) strengthening markets and institutions, including measures to
improve the international competitiveness of the economy through liberal import,
foreign direct investment, and foreign exchange and credit regimes; (c¢) deepening
civil service and decentralization reforms, in order to enhance public accountability
and empower communities to improve the quality of service delivery; and (d)
strengthening public expenditure management, so as to improve the quality of public
service delivery.

¢ Financial sector. The Bank has been an active participant in the Fund-led dialogue
with the government on financial sector reforms, particularly in reviewing rural
financing, options to reform CBL, and conditions to enhance competition in the
financial sector, including forcign bank entry.

¢ Public expenditure management. The Fund has been an active participant in the
Bank-coordinated annual public expenditure reviews, which have provided an
important avenue for an objective analysis of the government’s public expenditure
strategy, as well as an opportunity to study 1ssues in public finance management of
common interest and concern. The 2001 PER was the first review of public
expenditure at the regional level. The 2002 PER will focus on (a) spending in the
soctal sectors; and (b) regional issucs, particularly subregional transfers in the context
of the ongoing process of deepening decentralization.

o Statistical issues, Both institutions have been providing technical assistance to the
government of Ethiopia on the compilation of data and statistics, with the Fund
focusing on the compilation of macroeconomic statistics and the Bank supporting the
improvement of data on poverty and social indicators, and on the monitoring of
output and outcomes of poverty reduction programs.

¢ The enhanced HIPC Initiative. In the context of the HIPC decision point
(November 2001), the government agreed with IDA and the IMF on a system for
tracking the use of savings arising from HIPC interim assistance.
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Ethiopia: Relations with the World Bank Group
{As of July 12, 2002; in millions of U.S. dollars)
A. Staternent of IBRD Loans and IDA Credits
Project 1D Fiscal Year Borrower/Turpose IDA  Undisbursed Cancellations
Closcd projects: 63
P0O0O0733 1998 AG. RESEARC & TRAIN 60.0 36.8
P352315 2001 CONSERVATION OF MEDICINAL PLANTS 2.6 25
PO57770 2002 CULTURAL HERITAGE 5.0 5.0
PO73196 2001 Demobilization and Reintegration Project 170.6 72.0
PO00O732 1998 EDUCATION SECTOR INVESTMENT 100.0 322
P067084 2001 EMERGENCY RECOVERY AND REHAB. PROJECT 230.0 162.4
PO0OT36 1998 ET ENERGY 11 200.0 89.9
PO69RRG 2001 ETHIOPIA MULTISECTORAL HIV/AIDS PROJECT 59. 47.8
POT4585 2002 Ethiopia Structural Adjustment Credit 120.0 120.0
P0OS0383 2002 FOOD SECURITY PROJECT 85.0 85.0
PO69083 2001 GLOBAL DISTANCE LEARNING 4.9 4.9
POOOT756 1999 HEALTH SECTOR 100.0 51.0
POO0752 1965 NATIONAL SEEDS PROJECT 220 38 42
P0O0O734 1993 ROAD REHABILITATION 96.0 14.7
POGO75S 199% ROAD SEC. DEV. PROG. 300.2 155.1
POGOTT 1996 Social Rehab (ESRDF I) 120.0 16.1 11.5
POO)764 1996 WATER SUPPLY DEV&REIT 357 7.8
P0O50342 2001 WOMEN'S DEVELOPMENT INITIATIVES PROJECT 5.0 4.6
Tolal for 18 active credits 1,725.7 9il.5 15.7
B. Statement of IFC Investments
Original Gross Commitments

Year Borrower/Purpose Loan Equity Participant Total
Fully canceled, terminated, written-off, sold, redeemed, or repaid investments
1965-73 Dire Dawa (Spinning, weaving and finishing) 24 1.4 1.1 4.8
1966 Ethiopian Pulp (Manuf. of pulp paper and paperboard} 0.0 1.9 0.0 1.9
1968 Mctahara {Sugar factories and refineries) 4.9 35 0.7 9.0
1989 Red Sea (Crude petroleum and natural gas) 0.0 7.8 0.4 78
Approvals pending commitment
2002 Coca-Cola SABCO (Ethiopia, Kenya, Uganda,

Tanzania, and Mozambique) 15.0 10.0 0.0 25.0
Total gross commitments 1/ 223 246 1.7 48.6
Less: cancetlations, terminations, repayments and sales 7.3 14.6 1.7 23.6
Total commitments now held 15.0 10,0 0.0 25.0

Source: World Bank.

1/ Gross commitments consist of approved and signed projects.
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Ethiopia: Statistical Issues

Real sector

1. The authorities have improved the timeliness and coverage of national accounts,
economic surveys, and prices since 1993, Preliminary national accounts are available through
2000/01 (July 8-July 7). Data on sectoral deflators had not been compiled as of end-June
2002. A new series of GDP estimates, using a 1995/96 base period, is under construction and
1s expected to be released shortly, but it will need to be updated again since the base period
will be seven years out of date. With the assistance of a number of STA missions, a new
consumer price index (CPI) has recently been released, consisting of a national index and 11
regional indices, which have replaced the old urban and rural indices. In addition, the base
period has been updated to December 2000, using data from the Household Income,
Consumption, and Expenditure Survey of 1999/2000.

Public finances

2. Monthly federal government accounts are reported with a six- to eight-week lag. The
consolidated general government (federal and regional) accounts are reported once a year.
The ongoing devolution of budgetary authority to regional governments has further eroded
the quality of the general government accounts, owing to the lack of a unified accounting
framework. The coverage of government finance statistics is incomplete (it excludes
extrabudgetary funds, namely, the privatization, road, fuel stabilization, and sugar auction
funds), and there are discrepancies between data on the domestic and foreign financing of the
budget deficit and the monetary accounts. The Ministry of Finance and the National Bank of
Ethiopia (NBE) established a joint reconciliation commuttee, which issued a set of
recommendations to synchronize the recording of fiscal and monetary data, broaden the
scope of institutional coverage, and improve the classification of accounts.

Monetary accounts

3. The monetary survey is comprehensive and normally reported with a six-week lag.
An STA technical assistance mission in January 2002 found that Ethiopia’s money and
banking statistics are broadly adequate for policy and analytical purposes, although their
quality is compromised by various methodological problems. The mission recommended
correcting classification problems in the resident sector and with the accounting data and
establishing a separate identification of nonperforming assets. Regarding international
reserves, the mission recommended that the NBE limit its coverage to liquid foreign assets
only. Finally, based on its examination of the draft version of the new report form, the
mission recommended that the NBE introduce the new report form without delay.
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Balance of payments

4. Balance of payments data still require improvements in the coverage, valuation,
timing, and classification of transactions. The authorities have begun working toward the
adoption of the fifth edition of the Balance of Payments Manual, but problems persist. in
particular, key surveys recommended by the 1995 STA mission for the collection of basic
data were not carried out until early 1999/2000. Import data still rely primarily on exchange
control data, even though the quality of that data has worsened in the wake of the exchange
system liberalization in 1998. The usc of customs records to generate trade data has begun
with the operationalization of the Automated System for Customs Data (ASYCUDA) at
major customs stations in February 1999, which should improve the timeliness and coverage
of trade statistics. An export unit value index is available (with a two-year delay), but no
import unit value index is produced. Data on official and private transters and private capital
flows arc also weak. The NBE, in collaboration with the Ethiopia Investment Authority and
other government agencies, is preparing a database on foreign direct investment, including a
reporting system for tracking new investment. The January 2002 multisector mission
recommended methods for the improvement of data on tourism, insurance, foreign dircct
mvestment, private transfers, and private debt.

Social indicators

3. Data on poverty exist in the form of several household surveys regularly conducted
by the Central Statistical Authority (CSA)." In addition, the World Bank has produced
reports on Education and Health Sector Development Programs, as well as the Poverty and
Policies for the New Millenntum Report (1999), that contain data on the poverty situation in
Ethiopia. On the basis of this information, the government, with assistance from the World
Rank, has constructed weltare indicators for measuring poverty reduction, including income
and expenditure per capita, income inequality, literacy, malnutrition, and mfant/child
mortality measurcs. Adequate data do not exist on prevalence rates of HIV/AIDS, especially
among the rural population, and it is not clear whether there 1s sufficient menitoring of food
consumption among pcople living in drought-prone areas.

! Examples of existing surveys include the Household Income, Consumption, and
Expenditure Survey (1995/96 and 1999/2000) and the Welfare Monitoring Survey (1996,
1997, 1998, and 1999). Additional household and consumption surveys were carried out by
the University of Addis Ababa in collaboration with Oxford Untiversity, but they arc not
currently available to the public or Fund staff.



Ethiopia: Survey of Reporting of Main Statistical Indicators

(As of July 23, 2002)
Lxchange Net Foreign  Reserve/ Central Broad Interest Cansumer Exports and  Cuirent (Overall GDP External
Rates Assets of the Iase Bank Money Rates! Price Imports’ Account  Federal Debt/Debt
Banking Money Balance Index Balancc Crovernment Service
System Sheet (CPTY’ Balance
Dale of latest Junc 19, May 2002 May 2002 May 2002  May 2002  April 2002 March 2002 March 2002 March March 2002 2000401 March 2002
observation 2002 2002
Date received June 20,  July2002  July2002  July2002  July2002  July 2002 June 2002 May 2002 May2002 May2002  November May 2002
2002 2001
Frequency of data  Daily Monthly Monthly Monthly Monthly Menthly Monthly Quarterly Quarterly  Maonthly Annual Quarterly
Frequency of Daily Monthly Monthly Monthly Monthly Meonthly Monthty Quarterly Charterly  Monthly On mission On mission
reporting
Source of data Nationai ~ National National National Naticral MNational Central National National ~ Ministry of  Ministry of Finance  Ministry of
Bank ol Bank of Bank of Bank of Bank of Bank of Statistical Rank of Bank of Finance and Ecenomic Finance and
Ethiopia  Ethiopia Ethiopia Ethiopia Ethiopia Ethiopia Authority Ethiopia Ethiopia Development Economic
Development
Mode of reporting  Fax Fax Fax Fax lax Fax Fax On mission  On mission Fax On mission On mission
Frequency of
publication Daily Monthly Monlhly Monthly Maonthly Monthly Monthly Quarterly Quarterly  Annually Annually Ieregularly
Confidential No No No No No Ne Na No No No No Neo

! Yavings and time deposits and lending rates. Yields on treasury bills at the auction are reported every two weeks, with the latest data as of June 12, 2002
* National CPI only. For Addis Ababa CPI, the latest cbservation is April 2002 (reccived June 2002).
*Export and import data are based on customs records.
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Statement by the IMF Representative
September 23, 2002

1. Additional information has become available since the issuance of the staff report for
the 2002 Article IV Consultation and Third Review Under the Poverty Reduction and
Growth Facility Arrangement (EBS/02/158). The information does not change the thrust of
the staff appraisal.

2. As indicated in the letter of intent of August 19, 2002 and in Table 3 presented in
Appendix I of the Staff Report for the 2002 Article IV Consultation and Third Review Under
the Poverty Reduction and Growth Facility Arrangement, the first two prior actions were
completed before the report was issued to the Executive Board on August 21, 2002. The third
prior action was completed as scheduled on August 31, 2002. The prior actions included

(i) the adoption by the Council of Ministers of a budget for fiscal year 2002/03 consistent
with the revised fiscal framework presented in the letter of intent; (ii) international tendering
of the financial audit of the CBE; and (iii) the revision of the recently adopted regulation for
the provisioning by banks for nonperforming loans and other doubtful assets to bring it more
in line with international best practice, by including five categories for the classification of
nonperforming loans, and removing any temporary weakening of provisioning that may
result from the phasing in of the new requirements.
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Public Information Notice (PIN) No. 02/113 International Monetary Fund
FOR IMMEDIATE RELEASE 700 19" Street, NW
October 3, 2002 Washington, D. C. 20431 USA

IMF Concludes 2002 Article IV Consultation with Ethiopia

On September 23, 2002, the Executive Board of the International Monetary Fund (IMF)
concluded the Article IV consultation with Ethiopia.’

Background

Overall economic performance in Ethiopia during 2000/01 (fiscal year ended July 7) and the first
part of 2001/02 was good, in the context of Ethiopia's steady progress toward peace with
Eritrea. The authorities have been implementing wide-ranging structural reforms and pursuing
prudent macroeconomic policies. However, with per capita income still about US$100, Ethiopia
remains one of the poorest countries in the world and continues to face major challenges.

Following a bumper crop, real GDP growth rose to 7.7 percent in 2000/01 but declined to

5 percent in 2001/02, as prices of coffee and cereals continued to fall and the growth of
agricultural output returned to a more sustainable pace. Consumer price inflation remained
negative in 2001/02. However, since July 2002, there has been a drought which is affecting
food production. The authorities have been requesting additional food assistance from donors.
The external current account deficit (including official transfers) widened to 6.6 percent of GDP
in 2001/02 from 4.2 percent in 2000/01, on account of higher food imports. Coffee exports,
which account for 40 percent of merchandise exports, were lower than expected, as both
volume and prices fell.

' Under Article IV of the IMF's Articles of Agreement, the IMF holds bilateral discussions with
members, usually every year. A staff team visits the country, collects economic and financial
information, and discusses with officials the country's economic developments and policies. On
return to headquarters, the staff prepares a report, which forms the basis for discussion by the
Executive Board. At the conclusion of the discussion, the Managing Director, as Chairman of
the Board, summarizes the views of Executive Directors, and this summary is transmitted to the
country's authorities.

Washington, D.C. 20431 « Telephone 202-623-7100 o Fax 202-623-6772 & www.imf.org
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The fiscal deficit (including grants and special programs) increased in 2001/02, as a result of the
accelerated implementation of special programs, capital expenditure, and poverty-targeted
expenditure, the latter of which reached 16.7 percent of GDP. With regard to tax policy
measures, the large taxpayer unit and tax reform implementation task force established in 2001
have been strengthened, and draft legislation for the introduction of a value-added tax (VAT)
was passed by parliament in early July 2002. Defense outlays were cut from 6.4 percent of
GDP in 2000/01 to 5.9 percent in 2001/02.

Broad money rose by 10.9 percent in 2001/02 compared with 9.5 percent in 2000/01. Several
measures were taken to improve the soundness of the financial sector. The wholesale foreign
exchange auction began to operate more efficiently before its replacement by an interbank
foreign exchange market in October 2001.

Progress was also made in implementing other structural reforms focused on public sector
management, including civil service and public expenditure policy, and on private sector
development. Revised investment and urban land lease laws were adopted. However,
implementation of the privatization program slowed because the larger companies, including
industrial enterprises, that were being sold attracted fewer potential buyers.

The poverty reduction strategy paper was prepared with full participation by civil society and
development partners, and was submitted to the Fund and the World Bank in August 2002,

Executive Board Assessment

Executive Directors noted that the authorities have made good progress in the implementation
of sound macroeccnomic policies and structural reforms. However, after the bumper crop in
2000/01, real economic growth is estimated to have decelerated from 7.9 percent in 2000/01 to
5 percent in 2001/02. Since July of 2002, Ethiopia has suffered from a drought, which is
affecting food production and causing food shortages in some regions, as well as a rebound in
cereal prices after a two-year decline. The authorities have subsequently requested additional
foed assistance from donors.

Directors observed that, as one of the poorest countries in the world, Ethiopia faces major
challenges, particularly the achievement of sufficiently high rates of real GDP growth over the
medium term to help reduce poverty. To this end, Directors encouraged the authorities to
implement decisively structural reforms that enhance the efficiency of the economy and improve
its competitiveness, and to continue with prudent macroeconomic policies, including a
sustainable fiscal policy.

Directors noted that the largely agricultural-based economy is vulnerable to exogenous shocks,
and shared the authorities’ concern about the continued drop in producer prices of cereals and
coffee. They encouraged the authorities to take action to mitigate the impact of these
developments. From a long-term perspective, they considered that a key challenge for the
authorities in the medium term will be to diversify the production base of the economy.
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Directors underlined that a significant reduction of the fiscal deficit in the coming years is
needed for macroeconomic stability and debt sustainability. They urged the authorities to
persevere with their cautious expenditure policy, and stressed the need to pursue vigorously
their efforts to improve the planning, tracking, and reporting of public spending, especially
poverty-reducing spending. In this context, they shared the view that decentralization of public
spending should be conditional on an improvement in the effectiveness, reporting, and
monitoring of local government spending. Directors welcomed, however, the shift in spending
from defense to the social and economic sectors since the Poverty Reduction and Growth
Facility-supported program was adopted in late 2000, and encouraged further steps in this
direction.

Directors were encouraged by the authorities’ efforts to mobilize tax revenue by strengthening
tax administration and reforming the tax systems, noting the rise in the ratio of collections to
GDP in the last two years. However, they considered that there is room for further improvement
in revenue collection, and urged the authorities to continue to implement the tax reforms in a
timely manner. They welcomed the planned introduction of the value added tax and the tariff
reform in January 2003, and urged the authorities to step up the preparations for these
measures.

Directors endorsed a cautious monetary policy stance to maintain price stability, sharing the
staff view that the authorities should keep interest rate policy under review. They considered
appropriate the current exchange rate regime and policy stance. Directors welcomed the
elimination of certain exchange restrictions, and encouraged the authorities to further liberalize
the foreign exchange market and eliminate the remaining restrictions.

Directors urged the authorities to pursue vigorously their efforts to strengthen the financial
sector and enhance its competitiveness, and to improve monetary management. They
welcomed the ongoing efforts to address the difficulties of the largest state-owned bank. Many
Directors recommended that the authorities reconsider the existing policy of not allowing entry
of foreign banks, stressing that foreign banks would bring more diversified lending and enhance
bank efficiency by increasing competition.

Directors stressed the importance of implementing other structural reforms that are conducive to
economic growth and poverty reduction, including agricultural reform, capacity buitding, export
promotion, the strengthening of the existing legal and regulatory framework, and civil service
reform. They encouraged the authorities to accelerate the privatization program in order to spur
private sector activity.

Directors welcomed the completion of the full Poverty Reduction Strategy Papers (PRSP},
which should substantially help Ethiopia’s fight against poverty. They commended the
authorities for the wide and full participatory process with civil society and development
partners. They observed, however, that more prioritization is needed and that there are
downside risks to the implementation of the proposed policies and reforms, including the
vulnerability of Ethiopia to exogenous shocks. Some Directors noted that the PRSP projections
might be overly optimistic, particularly in light of the pressures currently facing Ethiopia.



-4 -

Directors agreed that the medium term macroeconomic framework incorporated in the PRSP
should be carefully evaluated once additional external assistance is identified.

Directors noted the progress being made in improving the macroeconomic statistics in line with
Fund recommendations, and urged the authorities to intensify their efforts in this area. They
welcomed Ethiopia’s intention to participate in the General Data Dissemination System.

Public Information Notices (PINs) are issued, (i) at the request of a member country, following the
conclusion of the Article IV consultation for countries seeking to make known the views of the IMF to the
public. This action is intended to strengthen IMF surveillance over the economic policies of member
countries by increasing the transparency of the IMF's assessment of these policies; and (ii) following
policy discussions in the Executive Board at the decision of the Board.




Ethiopia: Selected Economic Indicators, 1997-2002 1/

1997 1998 1999 2000 2001 2002
{Annual percentage change)
Domestic economy

GDP at constant prices (at factor cost) 4.7 -1.4 6.0 3.4 7.7 5.0

GDP deflator 37 10.2 1.6 1.1 -8.2 =74

Consumer prices {period average) -6.4 3.6 39 4.2 -7.2 -7.2

(In percent of GDF)

(iross domestic investment 17.0 17.2 18.3 153 18.0 202
Government investment 8.3 74 7.9 5.3 8.9 12.6
Private investment 8.7 9.8 84 9.9 9.2 7.5

Gross domestic saving 79 7.7 1.4 -0.1 22 1.5
Government saving 6.8 33 -0.6 -4.9 2.4 0.7
Private saving 1.2 4.4 2.0 4.8 0.2 0.8

National saving 14.0 156 8.3 10.0 13.7 135

{In percent of GDP, unless otherwise indicated)
Financial variables

Government revenues and grants 21.8 208 214 21.6 24.6 27.0
Of which; tax revenue [2.9 11.7 11.5 12.5 14.3 16.2

Government expenditure and net lending, including special programs 2/ 242 252 30.6 331 30.4 36.9

Overall fiscal balance, including grants and special programs 2/ -2.4 -4.3 -9.2 -11.5 -5.7 -9.9

Broad money (annual percentage change) 3.4 12.7 5.9 14.0 5.5 HIRY

External economy
Exports, f.o.b.
Of which. coffee
Imports, e.i.f.
Current account balance {including official transfers) {in percent of GDP)
Overall balancc of payments
Gross official reserves (in months of imports of goods and services)
Debt service (in percent of exports of goods and nonfactor services) 3/
External debt (in percent of GDFP) 4/
Terms of trade (deterioration - ) (annual percentage change)
Real cffective exchange rate (end of period) (annual percentage change)

(In millions of U.S. dollars, unlcss otherwise indicated)

599
355
1,310
-3.0
=720
4.2
84.1
79.8
10.5
1.2

602
420
1,357
-1.6
-507
2.6
577
78.8
18.1
-1.1

434
281
1,558
7.9
A73
2.7
63.3
82.4
159
0.9

486
262
1,611
-5.3
-366
22
522
85.7
-33.9
-1.2

44}
175
1,556
-4.2
-71
2.0
23.2
90.1
-6.3
-123

400
156
1,629
71
232
3.9
22.4
102.3
6.6

Sources: Ethiopian authorities; and IMF staff estimates and projections.

1/ Fiscal year ended on July 7.

2/ Demobilization and reconstruction.

3/ Before debt relief; on an accrual basis.

4/ Before 1999/2000, post-debt relief; thercafter, pre-debt relief.
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IMF Completes Review Under Ethiopia's PRGF Arrangement and
Approves US$14 Million Disbursement

The Executive Board of the International Monetary Fund (IMF) has
completed the third review of Ethiopia’s performance under the three-year
Poverty Reduction and Growth Facility (PRGF) arrangement. As a result,
Ethiopia will be able to draw up to SDR 10.43 Million (about US$14
million) under the arrangement immediately.

Ethiopia's PRGF arrangement was approved on March 22, 2001 (see
Press Release No. 01/11) for SDR 86.9 million {about US$115 million). On
March 18 2002, the Board decided to increase the PRGF arrangement by
SDR 13.38 million (about US$18 million) to help mitigate the impact on the
balance of payments of a continued deterioration of the terms of trade and
the events of September 11. So far, Ethiopia has drawn SDR 58.56 million
(about US$77 million).

The PRGF is the IMF's most concessional facility for low income
countries. It is intended that PRGF-supported programs will in time be
based on country-owned poverty reduction strategies adopted in a
participatory process involving civil society and development partners,
and articulated in a Poverty Reduction Strategy Paper (PRSP). This is
intended to ensure that PRGF-supported programs are consistent with a
comprehensive framework for macroeconomic, structural, and social
policies to foster growth and reduce poverty. PRGF loans carry an annual
interest rate of 0.5 percent and are repayable over 10 years with a 5 .-
year grace pericd on principal payments.

EXTERNAL RELATIONS DEPARTMENT
Washington, D.C. 20431 » Telephone 202.623-7100 + Fax 202-623-6772 « www.imf.org



Following the Board's discussion on Ethiopia, Shigemitsu Sugisaki,
Deputy Managing Director and Acting Chair, stated:

“Ethiopia’s performance during the first annual program under the PRGF
arrangement was good, and the secend annual program remains on track.
Real GDP growth remained strong at an estimated 5 percent in 2001/02,
while inflation remained negative as a result of food surpluses following
the bumper crop in 2000/2001. However, since July of 2002, Ethiopia has
suffered from a drought, which is affecting food production and causing
food shortages in some regions, as well as a rebound in cereal prices. The
authorities have subsequently requested additional food assistance from
donors.

“All the quantitative and structural performance criteria and benchmarks
under the PRGF arrangement for December 2001 and March 2002 were
met, with the exception of that concerning the revision of the regulation
governing banks’ provisioning for nonperforming loans. This regulation
was amended in August 2002 to bring it more in line with international best
practice.

“The fiscal deficit {including grants and special programs) increased
considerably in 2001/02, as a result of the accelerated implementation of
special programs and capital and poverty-targeted expenditure. Several
tax policy measures were implemented. Defense outlays were cut further.
Broad money for the first nine months of 2001/02 increased by less than
programmed. Several measures were taken to improve the scundness of
the financial sector. The wholesale foreign exchange auction began to
operate more efficiently and was replaced by an interbank foreign
exchange market in October 2001. The exchange rate regime and policy
remain adequate.

“The policies to be implemented in the remainder of the second annual
program should sustain economic performance. Real GDP growth is
currently projected to rise to 6 percent in 2002/03, but is likely to be
affected by the recent developments. Average consumer price inflation is
expected to rise to 4.5 percent. The external current account deficit is
projected to increase somewhat in 2002/03, as official transfers decline to
a more sustainable level.

In the fiscal area, the overall deficit (including grants and special
programs) is to be limited to 9.7 percent of GDP in 2002/03. Progress with
tax administration reform will continue, and the value added tax is to be
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introduced in January 2003. On the spending side, a cautious stance will
be pursued, with defense spending maintained at the nominal level of the
previous year, while poverty-targeted outlays will be increased. The
planning, tracking, and reporting of public expenditure will be further
strengthened.

"Reforms are to be implemented to strengthen the financial sector and
improve its competitiveness. A financial audit of the Commercial Bank of
Ethiopia is to be undertaken, with a view to preparing a restructuring plan.
Other structural reforms are to be pursued in 2002/03 to foster agriculture
growth and private sector development, improve public expenditure
management and control, and build institutional capacity in the public
service,” Mr. Sugisaki said.



	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

