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EXECUTIVE SUMMARY

This paper assesses Ethiopia’s progress under the enhanced Initiative for Heavily Indebted
Poor Countries (HIPC Initiative) and seeks approval of the Boards for the completion point
under the initiative.

With the resumption of sound macroeconomic management and structural reforms, and after
completion of an interim poverty reduction strategy, the Executive Boards of IDA and the
IMF agreed in November 2001 that Ethiopia had met the conditions for the decision point
under the HIPC Initiative framework, and defined the conditions for reaching the floating
completion point. Based on end-2000/01 data, the debt sustainability analysis at the decision
point indicated that debt relief of US$1.3 billion in net present value (NPV) terms was
required under the enhanced HIPC Initiative, to lower the NPV of debt-to-exports ratio to
150 percent.

In the opinion of the staffs of IDA and the IMF, Ethiopia has made sufficient progress to
reach the completion point under the HIPC Initiative. Ethiopia has prepared and satisfactorily
implemented for a year a poverty reduction strategy paper (PRSP), and maintained a sound
track record of macroeconomic management. This performance was achieved despite
Ethiopia having been adversely affected by a severe drought and continued decline in coffee
export prices. Progress with structural reforms has continued, and Ethiopia has achieved all
the floating completion point triggers except those on public expenditure management,
agriculture, and education. The government has made satisfactory progress on the remaining
triggers, which justifies its request for waivers to reach the completion point.

At the decision point, a hump in the NPV of debt-to-exports profile above the HIPC
threshold of 150 percent was projected. The ratio was expected to reach 174 percent by end-
2002/03 and to remain above 150 percent until mid-2008.

In November 2003, the staffs of the IMF and IDA, together with the authorities, updated the
debt sustainability analysis (DSA) based on end-2002/03 data and projections. In line with
the framework of the HIPC Initiative, the NPV of debt at the completion point was
recalculated using prevailing exchange and discount rates. Updating the DSA led to the
conclusion that debt relief currently committed under the HIPC Initiative will leave Ethiopia
with a debt hump for a prolonged period of time. The full delivery of HIPC Initiative
assistance results in a NPV of debt-to-exports ratio at end-2002/03 of 246 percent

(218 percent taking into account additional bilateral relief). The ratio after additional bilateral
relief peaks at 269 percent in 2005/06, stays above 200 percent until 2013/14, and exceeds
the 150 percent threshold until 2020/21.

New borrowing between the decision and completion points was 9 percent (US$96 million in
nominal terms) lower than projected at the decision point, including IDA lending which fell
short of the decision point projections by US$98 million. Three-year average exports were

2 percent higher than projected at the decision point, despite the impact of the drought and
lower-than-expected coffee prices. This was due to higher-than-projected exports of services



and goods other than coffee, and the government’s timely actions to promote exports in the
face of shocks.

Lower-than-projected new borrowing and higher-than-projected exports imply that the NPV
of debt-to-exports ratio at the completion point based on discount and exchange rates at the
decision point would have been 173 percent instead of 174 percent that was projected at the
decision point. The deterioration in the NPV ratio at the completion point, compared with the
decision point estimate, is therefore entirely the result of changes in discount and exchange
rates.

The staffs recommend that Directors conclude that Ethiopia has met the conditions for
reaching the floating completion point. In view of the NPV of debt-to-exports ratio being
above the HIPC threshold, due to exogenous factors that led to a fundamental change in the
economic circumstances of the country, the staffs further recommend that in line with the
framework of the HIPC Initiative, exceptional additional assistance (or “topping-up”) be
granted in order to lower Ethiopia’s NPV of debt-to-exports ratio at end-2002/03 to

150 percent.



I. INTRODUCTION

1. In November 2001, the Executive Boards of the International Development
Association (IDA) and the International Monetary Fund (IMF) agreed that Ethiopia
had met the conditions for reaching the decision point under the enhanced Initiative for
Heavily Indebted Poor Countries (HIPC Initiative), and defined a set of conditions for
Ethiopia to reach the completion point." This paper discusses Ethiopia’s progress in fulfilling
these conditions and proposes the Boards’ approval of the completion point, including
waivers of three completion point triggers, and a topping-up of assistance under the
Initiative.

2. At the decision point, debt relief required under the enhanced HIPC Initiative to
lower the net present value (NPV) of debt-to-exports ratio to 150 percent was estimated
at US$1, 275 million in NPV terms. This debt relief reduced the NPV of debt after the full
use of traditional debt-relief mechanisms at end-2000/01 by 47.2 percent. The Boards of the
IMF and IDA also agreed to deliver interim debt relief until Ethiopia reached the completion
point. The IMF approved interim debt relief of SDR 10.3 million in nominal terms for the
period November 2001-February 2004. IDA provided interim relief of US$59.6 million in
nominal terms until end-February 2004. Ethiopia has also benefited from interim assistance
granted by the African Development Bank (AfDB), the OPEC Fund for International
Development (OPEC Fund), the European Union (EU), and Paris Club creditors. Total
interim HIPC Initiative assistance to Ethiopia amounted to US$50 million in 2001/02* and
US$62 million in 2002/03.

3. The paper is organized as follows: Section II assesses Ethiopia’s performance in
meeting the requirements for reaching the completion point under the enhanced HIPC
Initiative, as set out in the decision point document; Section III reviews the status of creditor
participation and the delivery of debt relief to Ethiopia under the enhanced HIPC Initiative,
updates the debt sustainability analysis (DSA), and provides an analysis of the sensitivity of
the debt indicators to changes in macroeconomic variables. In view of the fact that the ratio
of NPV of debt to exports exceeds the HIPC Initiative threshold, Section IV discusses the
case for topping up enhanced HIPC Initiative assistance. Sections V and VI present
conclusions and issues for discussion.

II. ASSESSMENT OF REQUIREMENTS FOR REACHING THE COMPLETION POINT

4. Ethiopia has made satisfactory progress on the implementation of the triggers
for reaching the floating completion point. To reach the completion point under the
enhanced HIPC Initiative, Ethiopia agreed to (i) complete and implement for one year a fully
participatory poverty reduction strategy paper (PRSP); (ii) maintain macroeconomic stability;
and (ii1) implement key structural reforms and social measures monitored under the Initiative
and outlined at the decision point. The staffs assess the implementation of the PRSP as well

! See www.imf.org, Ethiopia - HIPC Decision Point Document for the Enhanced Heavily
Indebted Poor Countries (HIPC) Initiative (10/15/01), and IDA/R2001-0168 (11/06/01).
? The Ethiopian fiscal year runs from July 8 to July 7 of the following year.



as maintenance of macroeconomic stability to be satisfactory. The fifth review under the
IMF’s PRGF arrangement was completed on February 27, 2004. Concerning key structural
reforms and social measures, all but three requirements have been met by January 2004.
Satisfactory progress had been made with respect to the remaining conditions on public
expenditure management, agriculture, and education (Box 1).

A. Implementation of the Poverty Reduction Strategy

S. The government prepared a full PRSP through a participatory process
unprecedented in the country’s history. Ethiopia’s PRSP—the Sustainable Development
and Poverty Reduction Program (SDPRP)—was approved by the government in July 2002.°
The poverty reduction strategy set out ambitious medium and long-term targets, consistent
with the Millennium Development Goals (MDGs), including a reduction of income poverty
from 44 percent in 1999/2000 to 40 percent in 2004/05.* The strategy focuses on promoting
growth of the agriculture and rural sectors, and on improving the investment climate. The
joint staff assessment (JSA) concluded that the policies contained in the SDPRP should result
in substantial progress in Ethiopia’s fight against poverty, although it also identified some
key gaps in the strategy.’

6. The government implemented the PRSP satisfactorily during 2002/03.° The
government of Ethiopia prepared the annual progress report (APR) for the SDPRP in
December 2003. The government’s capacity to address the gaps identified in the original
strategy was undermined when Ethiopia was hit by the worst drought the country has faced
since 1984/85.” Moreover, capacity constraints in 2002/03 within the government and civil
society organizations have limited formal consultations during implementation. Nevertheless,
the government has made credible efforts to implement the SDPRP, and the PRSP process
has firmly taken root and is expected to continue well beyond the HIPC Initiative completion
point. There is strong ownership of the SDPRP, which has become the government’s
organizing framework for policies and programs. Donors have taken steps, through a local
donor assistance group (DAG), to align their assistance in support of the SDPRP. The
Executive Boards of IDA and the IMF, based on a JSA, concluded that Ethiopia’s efforts
towards implementation of its PRSP provided sufficient evidence of its continuing
commitment to poverty reduction and provided a credible framework for IDA and IMF
concessional assistance.

7. Poverty-targeted expenditure in Ethiopia increased substantially between the
decision and the completion points (see table below). In the two fiscal years since end-

3 Ethiopia — Poverty Reduction Strategy Paper (8/28/02) and IDA/SecM2002-0471 (9/19/02).
* Refers to head count measure. Social and demographic indicators are presented in Table 1.
> www.imf.org , Ethiopia — Joint Staff Assessment of the Poverty Reduction Strategy Paper
(8/27/02) and IDA/ SecM2002-0471 (9/19/02).

® See IMF Country Report No. 04/37 (2/12/04), IMF Country Report No. 04/59 (3/11/04),
and IDA/SecM2004-0025 (1 /22/04).

7In 2003, 13 million people relied on food aid, compared with about 5 million people in a
normal crop year.



2000/01, poverty-targeted spending has increased by US$259 million (3.3 percent of GDP),
substantially more than HIPC relief, thanks to the resumption of donor assistance and a
reduction in military spending.

Ethiopia: Increase in Poverty-Targeted Spending and HIPC Debt Relief Since the Decision Point
(In millions of U.S. dollars, unless otherwise indicated)

2001/02  2002/03

Act. Est. Total
Increase in poverty-targeted spending 138 121 259
(in percent of GDP) 2.8 0.5 33
(in percent of total spending) 6.7 5.1 11.8
Current poverty-targeted spending 44 67 111
Agriculture & natural resources 5 6 11
Roads 2 2 5
Education 31 58 89
Health 6 1 7
Capital poverty-targeted spending 94 54 148
HIPC debt relief 50 62 112
(in percent of GDP) 0.8 0.9 1.7
(in percent of total spending) 2.4 2.6 5.0
Source: Ethiopian authorities
B. Macroeconomic Stability8
8. Since the decision point in November 2001, the economy has been adversely

affected by a severe drought and worsening terms of trade (Table 2 and Figure 1). Real
GDP declined by 3.8 percent in 2002/03 following modest growth in 2001/02, compared
with the projected increase of 7 percent at the decision point. The drought in 2001/02-
2002/03 was the most severe since 1984/85, with cereal production declining by 6 percent in
2001/02 and 26 percent in 2002/03. As a result of food shortages, inflation accelerated to

15 percent in 2002/03 from negative 7 percent in 2001/02, although core inflation remained
stable at around 3 percent, consistent with core inflation projected at the decision point. The
external current account deficit (including official transfers) remained around 5 percent of
GDP on average (excluding official transfers, the deficit remained at around 13 percent of
GDP), compared with around 6 percent projected at the decision point. While merchandise
export receipts were less than projected at the decision point due largely to falling coffee
prices, exports of nonfactor services and other commodities, including gold and other
agricultural goods, grew strongly.

0. The government has pursued prudent fiscal and monetary policies at a difficult
time. The overall fiscal deficit (including grants) remained at around 9 percent of GDP

¥ For more details, see IMF Country Report No. 03/272 (9/11/2003) and IMF Country Report
No. 04/65 (3/18/2004).



during 2001/02-2002/03, compared with around 7'z percent projected at the decision point.
The government introduced the value-added tax (VAT) in January 2003 and has continued to
improve tax administration and collection. In spite of these efforts, total tax revenues
declined in percent of GDP in 2002/03, as a result of drought-related weak economic activity.
The government has followed a cautious expenditure management policy in response to
revenue shortfalls, while making every effort to increase poverty-targeted spending. As a
result, poverty-related spending is estimated to have increased strongly from 12 percent of
GDP in 2000/01 to about 15 percent in 2002/03. Monetary and exchange rate policies have
remained geared to achieving inflation and international reserve targets despite the severe
drought, and the government continued to allow greater market determination of the
exchange rate. To a large extent, food import requirements were met by a good response by
donors, thereby alleviating the pressure on the balance of payments.

10. Ethiopia’s performance under the PRGF-supported program has been
satisfactory despite exogenous shocks (Table 3). All the quantitative performance criteria
under the program through end-September 2003 were observed with one exception.” All but
one'” of the structural performance criteria and benchmarks have also been met. All the
reviews under the PRGF arrangement have been concluded on time, except the fourth review,
which was concluded in August 2003 following a postponement of six months, due to a delay
in completing a financial audit of the Commercial Bank of Ethiopia (CBE). Ethiopia has
established its minimum six-month track record of successful policy implementation under
the PRGF-supported program by concluding the fifth review in February 2004.

C. Key Policy Reforms and Floating Completion Point Conditions

11. Ethiopia has made satisfactory progress in implementing the triggers for
reaching the floating completion point (Box 1). Progress made with structural and social
sector reforms beyond these pre-requisites is documented in the first APR of the PRSP and
assessed in the accompanying JSA."

12. Structural reform measures related to public expenditure management have
progressed satisfactorily despite delays, and tax and financial sector reforms have been
implemented. The ongoing and unprecedented decentralization initiative has caused a delay
in implementing reforms on public expenditure management. Nonetheless, monetary and
fiscal accounts for 2001/02 and 2002/03 were reconciled by end-December 2003, following
technical assistance from the IMF, and federal and regional budgets for 2002/03 and
2003/04—including all extra-budgetary funds and accounts—were consolidated in
November 2003. The consolidation of the federal and regional budgets, however, was not

? A performance criteria for end-September 2001 on the ceiling on net domestic assets of the
National Bank of Ethiopia for the second review under the PRGF arrangement, for which a
waiver was approved.

' A structural benchmark for end-September 2002 on reducing nonperforming loans of the
CBE by Br 0.8 billion (from Br 3.9 billion at end-December 2001).

' See also the President’s Report for the Poverty Reduction Support Credit (PRSC1),
IDAR2003-0009.



completed at the beginning of the fiscal year 2002/03 as was envisaged as part of the trigger
agreed at the decision point, and a waiver is therefore being requested. The value-added tax
(VAT), with a flat rate of 15 percent, was introduced in January 2003, with the support of
technical assistance from the IMF.

13. On financial sector reform, the government (i) signed a performance contract with
the management of the CBE in June 2002 to ensure that it is operated effectively on a
commercial basis; (ii) adopted and fully implemented a new provisioning directive in line
with international best practices on January 1, 2004; (iii) allowed private banks to enter into
management contracts with foreign institutions; and (iv) adopted and commenced
implementation of a detailed financial restructuring plan for the CBE in November 2003.'

14. Satisfactory progress was made on the implementation of the agriculture trigger.
The trigger required implementing an agreed action plan that aimed at improving
fertilizer input market competitiveness, and that included monitorable indicators, with
half yearly assessment reports beginning in December 2002. Action to reform the
fertilizer market was put on hold in 2002/03, whilst the government responded to the severe
drought with emergency assistance. As a result of the delay in formulating the action plan,
half yearly reports have not yet been produced, and a waiver for the agreed trigger is being
requested. Since fertilizer policy reforms have recommenced following the emergency, the
staffs consider that satisfactory progress has been made toward meeting this trigger.

15. Satisfactory progress has been made toward meeting the education triggers. The
national average female gross enrollment rose to 51.2 percent in 2001/02, exceeding the
target of 50 percent. While a government survey estimates that the repetition rate fell to

6.8 percent in 2002/03, full census data are not yet available to verify this outcome with
certainty, and hence a waiver is being requested regarding the trigger on the repetition rate.
The repetition rate was 9.7 percent in 2001/02. If deemed true, the sharp drop in 2002/03
would have been made possible through a combination of measures implemented by the
government, which have greatly reduced repetition rates in grades 1-3. A challenge for the
future will be to reduce repetition rates in higher grades whilst maintaining standards in
student achievement. More generally, satisfactory progress has been made in education
sector outcomes, with the primary completion rate having risen from 25 percent in 1999/2000
to 34 percent in 2002/03.

16. Performance under the health and HIV/AIDS triggers exceeded the
requirement. DPT3 vaccination coverage exceeded the targeted rate of 50 percent by 2002,
whilst utilization of health outreach facilities met the targeted rate of 30 percent in 2002.
Condom distribution increased by 15 million during 2000/01-2002/03, compared with the
targeted increase of 12 million.

17. Other structural reforms in areas related to the HIPC Initiative completion
point triggers have also progressed. On public expenditure management, in particular the

12 See para. 20 of the Letter of Intent (Appendix I) of IMF Country Report No. 04/65
(3/18/2004).
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tracking of poverty-targeted spending, it has proved to be more difficult to obtain reporting in
a timely and comprehensive manner from regions and districts (woredas), due to an
unprecedented level of ongoing decentralization and capacity constraints. To strengthen
public expenditure management and to better track poverty-targeted expenditures, the
government has launched an Expenditure Management and Control Program with the support
of IDA and other donors."> A Ministry of Capacity Building has been established, and
capacity-building efforts have intensified, in particular at the local government level. Tax
administration has been further strengthened through the establishment and strengthening of
the large taxpayer unit, computerization of VAT and tax identification numbers, enhanced
collection of tax arrears, and streamlining customs clearances. On financial sector reform, a
restructuring of the Development Bank of Ethiopia (DBE) was implemented, and shares of
the Construction and Business Bank (CBB) will soon be offered for sale. However, the
financial sector remains dominated by the CBE, and is still closed to foreign financial
institutions. Regarding agriculture, the government has prepared a food security strategy,
focusing on increased food production, strengthened safety nets, and voluntary resettlement.
The envisaged measures should also reduce the vulnerability of agricultural output.

18. Furthermore, progress has been made in structural reforms in areas unrelated
to the completion point triggers. In private sector development, the government has
continued to improve the investment climate and promote foreign and domestic investment,
through, inter alia, a revision of the Investment Code to ease investment and business
licensing requirements, land-leasing reform, promoting market competition by adopting a
new Competition Policy, and enhancing the public-private sector dialogue. In total, 230
public entities have been privatized through end-2002/03, although the privatization program
has slowed down recently due to delays in auditing and a lack of large investors. Civil
service reform has progressed in the context of ongoing decentralization through measures to
improve public service delivery, including the training of civil servants, the streamlining of
the administrative processes, and the introduction of a grievance system.

19. The staffs consider that the government has made satisfactory progress toward
meeting the completion point triggers, which justifies its request for three waivers to
reach the completion point. On the agriculture trigger, action was delayed by the
emergency response to the drought. A comprehensive action plan for improving fertilizer
input market competitiveness and efficiency has now been agreed with IDA and its
implementation has commenced. Regarding the trigger on the consolidation of federal and
regional budgets, in order to facilitate the consolidation of the federal and regional budgets
for 2004/05 prior to the start of the fiscal year, the government has already notified the
regions of the regional transfer for 2004/05. On the trigger on the repetition rate at the
primary school level, although initial indications suggest satisfactory progress, the staffs
cannot verify in the absence of full census data whether the trigger has been met, and

13 The program is composed of eight pillars of reforms: (i) public expenditure program;

(i1) financial legal framework; (iii) budget reform; (iv) accounting reform; (v) cash
management reform; (vi) financial information systems; (vii) internal audit project; and
(viii) external audit project. For more detail, see Chapter V of the APR (IMF Country Report
No. 04/37 (2/12/2004) and IDA/SecM2004-0025 (1/22/04)).
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therefore support a request for a waiver. Nonetheless, with the female gross enrollment rate
and the primary completion rate having increased significantly, the staff consider that the
overall progress in the education sector is satisfactory.

III. DELIVERY OF DEBT RELIEF AND LONGER-TERM DEBT SUSTAINABILITY
A. Updated Data Reconciliation for the Decision Point"*

20. There is no need to revise HIPC Initiative assistance agreed at the decision point
on account of information on the debt stock arising from the reconciliation. In updating
the DSA, the staffs and the authorities reviewed debt stock calculations based on new
statements received from creditors. The decision point DSA data for the overall debt stock
outstanding as of end-2000/01 was substantially confirmed. Minor revisions to bilateral debt
resulted in a marginal net decrease of the overall NPV of debt after traditional debt relief by
less than 1 percent (US$1.5 million). Given the very marginal net revision to the calculated
NPV of debt, the staffs have not changed their assessment of the required debt relief at
decision point, or the ensuing common reduction factor.

B. Status of Creditor Participation15
Multilateral creditors

21. Debt relief from multilateral creditors under the enhanced HIPC Initiative, as
estimated in the decision point document, amounted to US$764 million in NPV terms
(or 60 percent of total debt relief). Interim assistance has been granted by IDA, the IMF,
the AfDB, the OPEC Fund, and the EU. Debt relief from IDA amounts to US$463 million in
NPV terms. It is delivered through a reduction of the debt service falling due on disbursed
and outstanding credits to IDA during the interim period, and following the completion point
for a total period of 18 years (Table 6). Debt relief from the IMF amounts to SDR 26.9
million in NPV terms, which is delivered through grants from the PRGF-HIPC Trust to
Ethiopia’s Umbrella Account. These resources, plus accrued interest, have covered about

34 percent of the payments falling due to the IMF over the period of 2001/02-2002/03 and
will cover about 32 percent of Ethiopia’s obligations to the Fund over the 2003/04-2009/10
period'® (Table 7). Satisfactory financing assurances have been obtained from the main
multilateral creditors, committing a total assistance of US$757 million in NPV terms. The
authorities are seeking comparable assurances of full delivery from the remaining two
multilateral creditors: the OPEC Fund, which has ratified an initial agreement for partial
delivery of HIPC Initiative assistance to Ethiopia, and the Arab Bank for Economic
Development in Africa (BADEA), which has already agreed in principle to participate in the
HIPC Initiative.

' The assistance calculated at the decision point is presented in Table 4.

'* The status of creditor participation under the enhanced HIPC Initiative is summarized in
Table 5.

'® The period through which the HIPC Initiative assistance is provided is extended by one
year to 2009/10, compared with the decision point document.
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Bilateral and commercial creditors

22. Paris Club creditors have agreed in principle to provide assistance under the
enhanced HIPC Initiative on Cologne terms, amounting to US$402 million in NPV
terms. In order to provide interim assistance under the enhanced HIPC Initiative, the Paris
Club increased flow relief previously provided to Ethiopia on Naples terms (agreed in April
2001) to Cologne terms (a debt reduction of 90 percent in NPV terms). Provided Ethiopia has
maintained satisfactory relations with participating creditor countries, the agreement includes
a goodwill clause stating that participating countries, at the completion point, will make the
necessary effort to reach the HIPC debt sustainability threshold in the context of equitable
burden sharing among creditors. The remaining amount of assistance required at the
completion point (i.e., after the interim assistance period) would be delivered by the Paris
Club via a stock-of-debt operation on Cologne terms, to ensure that the NPV assistance
pledged at decision point is delivered fully. Most Paris Club creditors have indicated their
intention to provide debt relief beyond that required under the enhanced HIPC Initiative,
estimated to amount to US$284 million in NPV terms as at end-2002/03. The willingness of
Paris Club creditors to deliver debt relief beyond the Initiative, and the modalities of such
delivery, are summarized in Table 8.

23. Non-Paris Club bilateral and commercial creditors are expected to provide
treatment comparable to that of Paris Club, with assistance under the enhanced HIPC
Initiative amounting to US$110 million in NPV terms. Of these creditors, Bulgaria has
settled all its official claims on Ethiopia through a buyback operation, and Hungary has
agreed to settle through a combination of debt cancellation and provision of grants. Other
non-Paris Club countries'’ and commercial creditors have not yet signaled their willingness
to provide relief. The Ethiopian authorities are continuing their efforts to obtain comparable
treatment from both their official bilateral and commercial creditors.

24. Creditors representing 92 percent (US$ 1,168 million in NPV terms) of total
HIPC Initiative debt relief estimated at the decision point have given satisfactory
financing assurances. Financing assurances from multilateral creditors represent

59.4 percent of total HIPC Initiative assistance, while that from bilateral creditors is

32.2 percent. The Ethiopian authorities are making an effort to obtain HIPC Initiative relief
from creditors that are not yet participating in the Initiative.

C. Updated Debt Sustainability Analysis
Debt sustainability at end-2002/03

25. The DSA included in the decision point document was updated jointly by the
authorities and the staffs of the IMF and IDA, on the basis of loan-by-loan data provided
by the authorities for nominal debt disbursed and outstanding at end-2002/03. The discount
and exchange rates used in the updated DSA are presented in Table 9.

' Libya has agreed, in principle, to provide its share of assistance, but no accord has been
reached with Ethiopia.
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26. Based on a full reconciliation of debt data, Ethiopia’s nominal stock of external
debt reached US$6,845 million at end-2002/03 (Table 10 and Figure 2). Of the total
nominal debt at end-2002/03, 64 percent was owed to multilateral creditors, compared with
60 percent at end-2000/01. IDA is Ethiopia’s largest creditor, accounting for 41 percent of
the total outstanding debt at end-2002/03.

27. Average exports of goods and nonfactor services during the three years to
2002/03 were slightly higher than projected at the time of the decision point, with
higher service exports more than offsetting lower-than-expected exports of goods (see
figure below). Gold and nonagricultural exports (including manufactures) were in line with
decision point projections, with higher gold exports (due to both higher price and volume)
offsetting somewhat lower other nonagricultural exports. Excluding coffee, agricultural
exports have also performed in line with decision point projections, despite the drought.
Lower leather and leather goods exports were offset by higher exports of pulses and oilseeds,
due to a much higher than expected volume growth. Consequently, most of the shortfall in
exports of goods relative to the decision point projections is accounted for by lower coffee
exports due to the continued decline in coffee prices. The impact of lower-than-expected
coffee prices, however, was to a great extent offset by larger export volumes, as the
government stimulated the sale of existing coffee stocks for export by suspending the tax on
coffee exporters, and extending credit to coffee exporters. Lower-than-expected exports of
goods were more than offset by better-than-expected exports of nonfactor services, as the
adverse impact of the events of September 11, 2001 on transport and travel was short-lived,
and much less pronounced than was expected at the decision point discussion in November
2001.

Ethiopia: Difference of Three-Year Average Exports Betw een Decision and Completion Points
(In millions of U.S. dollars)
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28. The government has borrowed US$96 million in nominal terms less than was

projected at the decision point, including US$98 million less from IDA. This was partially
offset by larger-than-expected project loan disbursements from other multilateral and

bilateral creditors (see table below). Using exchange rates prevailing at the decision point,

new borrowing was US$133 million lower than projected at the decision point.

Ethiopia: New Borrowing Between Decision Point and Completion Point

(In millions of U.S. dollars at prevailing exchange rate 1/)

Decision Point Projections 2/ Actual
2001/02 2002/03  Total 2001/02 2002/03 Total  Difference
External loan disbursements

Projects 221.1 228.0  449.1 232.6 239.5 472.1 23.0
Special programs 200.0 80.0  280.0 82.9 74.3 157.2 -122.8
Balance of payments support 132.0 92.0 2240 109.4 129.5 238.9 14.9
Total loan 553.1 400.0 953.1 424.9 4433 868.2 -84.9
IMF 50.0 27.0 77.0 52.0 14.0 66.0 -11.0
Total (incl. IMF) 603.0 427.0 1,030.0 476.2 457.3 934.2 -95.9

Source: Ethiopian authorities.

1/ With decision point exchange rates, actual total lending was US$133 million lower than projected.

2/ Including exceptional financing from IDA.

29. The NPV of Ethiopia’s external debt at end-2002/03, after full application of

traditional debt-relief mechanisms, is estimated at US$3,949 million, equivalent to

382 percent of the three-year backward-looking average of exports in 2002/03 (Tables
11 and 12). Assuming full delivery at end-2002/03 of current debt relief committed under

the HIPC Initiative, the NPV of debt would have been reduced to US$2,542 million,

equivalent to 246 percent of exports, compared with a decision point projection of

174 percent. Taking into account the bilateral debt relief expected to be granted beyond
HIPC Initiative assistance, the NPV of debt is further reduced to US$2,258 million, or
218 percent of exports. This level is still significantly above the 150 percent threshold

defined under the enhanced HIPC Initiative framework. Section IV, on topping-up

considerations, presents a detailed analysis of the factors involved in considering the merits

of additional HIPC relief to bring the NPV of debt-to-exports ratio to 150 percent.

Debt sustainability over the period 2003/04-2022/23

30. The long-term macroeconomic framework for the DSA was revised and
compared with the decision point document. The revised framework maintains the thrust

of the baseline scenario presented at the time of the decision point, but takes into account

developments since the decision point, including the continued vulnerability of the economy
to exogenous shocks. Key macroeconomic assumptions are summarized as follows and

supplemented in Box 2 (Tables 13 and 14):



-15-

o Economic growth is projected at 6 percent on an annual average basis during
2003/04-2022/23. This is 0.5 percentage point lower than projected at the decision
point, reflecting shocks Ethiopia experienced since the decision point, but largely
consistent with the 5.7 percent rate of growth required to achieve the income poverty
target of the MDGs.'® The economy grew at an average growth rate of 5.3 percent
during 1991/92-2001/02, spurred by nonagricultural growth, while agriculture grew
modestly. With continued and renewed efforts for agricultural and private sector
development envisaged in the PRSP and the APR, the revised projection is achievable.

o Export projections are based on the same key assumptions that were used at the
decision point but have been revised to reflect actual developments through 2002/03,
and the most recent price assumptions under the IMF World Economic Outlook
(WEOQO). The annual volume growth of goods exports is projected at 7.4 percent over
the next 20 years, which is lower than the 8.1 percent projected at the decision point,
and consistent with a lower GDP growth projection and the recent development in
coffee exports. During 1992/93-2002/03, export volume grew by 10.6 percent
annually, owing partly to trade liberalization in the early 1990’s. The recent price
assumptions under the WEO also project a slower improvement in terms of trade
during the first ten years of the projection. As a result, exports of goods and services
in 2020/21 are projected to reach US$4.6 billion, compared with US$5 billion
projected at the decision point.

J External financing beyond 2002/03 has been revised upward compared to the
decision point to reflect a level of IDA lending which is more consistent with the IDA
performance allocation framework."” 2° As presented in the Country Assistance
Strategy (CAS) of IDA in April 2003, annual assistance from IDA is projected at
about US$500 million with a maximum of 40 percent of the total assistance provided
in the form of grants.”' With IDA and other donors combined, 50 percent of total
assistance is assumed on average to be provided in the form of grants, 8 percentage
points lower than assumed at the decision point because of the higher performance-

'8 See Chapter II of the PRSP (Ethiopia — Poverty Reduction Strategy Paper (08/28/2002)
and IDA/SecM2002-0471 (09/19/2002)).

1 Medium-term IDA loan disbursements projected at the decision point were consistent with
past IDA lending, and so were lower than the base case lending derived from the IDA
performance-based allocation.

%% The new borrowing assumption for the period 2003/04-05/06 includes new loan
commitments from IDA after the completion point in line with the IDA's Country Assistance
Strategy. These are in addition to disbursements from previously committed IDA loans that
were included by the authorities under the PRGF-supported program pending IDA’s decision
after the completion point (see para. 20 of IMF Country Report No. 04/65 (3/18/04). As a
result, there are small differences between the PRGF fifth review and the completion point
projection for loan disbursements, imports of goods, and official reserves. In addition, the
finalization of the DSA since the PRGF fifth review resulted in small changes in debt service
and debt relief.

2! Reflecting the maximum level of grants available through IDA13.
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based IDA lending proposed in the CAS and the cap on grants. Total annual
assistance is projected to increase gradually in nominal terms, reaching US$1 billion
by 2020/21, compared with US$0.6 billion projected at the decision point. In percent
of GDP, the total gradually declines to 3 percent during the same period, compared
with 2 percent projected at the decision point. New borrowing, excluding
disbursements from the IMF and for Ethiopian Airlines (EAL),? is assumed on
concessional terms and has an average grant element of 44 percent, which is lower
than the 60 percent assumed at the decision point.

31.  Under these assumptions, even after unconditional delivery of additional
bilateral relief beyond HIPC Initiative assistance, Ethiopia’s NPV of debt-to-exports
ratio would peak at 269 percent in 2005/06 before falling gradually to below 150 percent
in 2021/22 (Tables 15 and 16, and Figure 3), compared with 2004/05 in the decision point
document. The deterioration reflects higher IDA lending and a reduced grant element due to
unchanged loan terms and lower discount rates. The NPV of debt after full provision of
enhanced HIPC Initiative assistance and additional bilateral relief is projected to rise
gradually, as new debt is disbursed, reaching US$6,890 million by 2022/23.

32. The debt service-to-exports ratio after HIPC Initiative assistance and additional
bilateral relief is projected to peak at 10.3 percent in 2007/08, and decline gradually to
6.2 percent by 2017/18* (Tables 16 and 17). The debt service-to-revenue ratio is projected
to rise from 6.4 percent in 2003/04 to 8.1 percent in 2005/06 before falling to 4.3 percent in

22 At the time of the decision point in November 2001, EAL had two outstanding commercial
loans for the purchase of aircraft with the total outstanding of US$44 million. Under the
April 2001 Paris Club Naples flow rescheduling agreement, both loans were treated as post
cut off and thus outside of the rescheduling agreement. Under the terms of the HIPC
Initiative, they were included in the DSA and treated the same as other commercial debt. At
end-2002/03, the outstanding amount of these loans included in the stock of debt for the
completion point was US$24 million in nominal values (0.4 percent of total debt outstanding).
As part of the fleet expansion program, EAL will lease and purchase 6 new planes each over
the next three years. The planes are delivered in three tranches starting in November 2003,
July 2004, and July 2005, and are financed by a US$350 million commercial loan to be
repaid over 12 years. Long-term financing operations of EAL will not be guaranteed by the
government or financed by government borrowing. The new commercial loan represents a
contractual obligation that increases the public sector external indebtedness. As currently
formulated, all public sector debt is included in the HIPC Initiative whether it carries a
government guarantee or not, and no distinction is made as to the commercial viability of the
borrowing state enterprise. In the case of Ethiopia, the state-owned EAL is a profitably run
autonomous entity and large earner of foreign exchange which borrows without a
government guarantee. Consequently, the new US$350 million EAL loan was included in the
disbursement projections but, since the first disbursement under the loan was not until
November 2003, it was not captured in the debt stock for the completion point (end-2002/03)
and therefore does not affect the topping up calculations.

%3 The ratio rises again to 7.2 percent in 2019/20 before falling to 6.6 percent at the end of the
projection period.



-17 -

2017/18. This outcome reflects concessional interest rates and the long grace periods and
maturity profile of current and future debt. In US dollar terms, debt service (including new
debt) after enhanced HIPC assistance is about 66 percent higher on average during the
projection period than projected in the decision point document. This is largely attributable to
a projected higher external assistance and the depreciation of the U.S. dollar against the SDR
and euro.

D. Sensitivity Analysis and Long-Term Sustainability

33. This section analyzes the impact, in terms of debt sustainability, of four
alternative scenarios. The first and the second scenarios examine the effect of a higher or a
lower GDP growth rate, consistent with the government’s alternative growth scenarios in the
PRSP/APR. The third scenario analyzes the effect on the base case of restrained loan
commitments or higher grant financing, while the last considers the impact of lower GDP
growth and lower coffee prices. >* The results of these scenarios are presented in Table 18
and Figure 4.

Sensitivity scenario 1: higher GDP growth

34. A higher-GDP-growth scenario is envisaged in the PRSP/APR, based on better
economic and policy performance. The PRSP/APR projects an annual average of 7 percent
growth, 1 percentage point higher than projected under the baseline scenario. The volume
growth of exports of goods is projected at 8.5 percent, 1.1 percentage points higher than the
baseline, while that of imports of goods is projected at 5.4 percent. External financing
follows the high case scenario under the IDA CAS, reaching US$1.2 billion by 2022/23,
about US$200 million higher than the baseline (although the level of external assistance
remains at 3 percent of GDP). The share of grants declines slightly to 46 percent on average
because of a higher share of lending assistance from IDA in total.

35.  Under these assumptions, Ethiopia’s external debt situation improves slightly,
but in relation to exports, the NPV of debt would still remain high (Scenario I, Table
18). The NPV of debt-to-exports ratio, before additional bilateral relief, would peak at

294 percent in 2005/06, compared with 291 percent in the baseline, as a result of higher
disbursements, then fall gradually to 136 percent by 2022/23, compared with 142 percent in
the baseline. The debt-service ratio would be lower, declining from 11.1 percent of exports in
2005/06 to 6.2 percent in 2022/23.

Sensitivity scenario 2: lower GDP growth

36. A lower-GDP-growth scenario, reflecting the vulnerability of the economy to
exogenous shocks and weaker policy implementation. Under this scenario, annual GDP

** The higher-GDP-growth, lower-GDP-growth, and lower-coffee-price cases reflect the
potential impact of exogenous factors (e.g. drought and terms of trade). All the scenarios
assume an incremental capital output ratio (ICOR) of about 3, although in recent years the
ICOR has varied widely.



- 18 -

growth averages 4 percent, about 2 percentage points lower than projected under the baseline
scenario. Exports of goods grow at 6 percent, 1.4 percentage points lower than the baseline,
while imports of goods grow at the lower rate of 3 percent. External financing availability
follows the low case scenario under the IDA CAS, reaching US$0.8 billion by 2022/23,
about US$200 million lower than the baseline, although, in share of GDP, the level of
external assistance remains at 3 percent. The share of grants increases slightly to 51 percent
on average because of a lower share of lending assistance from IDA in total.

37. Under these assumptions, Ethiopia’s external debt dynamics would improve at a
slower pace (Scenario II, Table 18). The NPV of debt-to-exports ratio, before additional
bilateral relief, would peak at 287 percent in 2005/06 and remain above 150 percent through
2022/23. The debt service-to-exports ratio would decline only marginally from 11.1 percent
in 2007/08 to 8.8 percent in 2022/23.

Sensitivity scenario 3: lower concessional lending

38. Increasing the grant mix under the base case improves but does not solve the
overhang in the NPV of debt-to-exports ratio after HIPC Initiative relief. Two
hypothetical scenarios for lower concessional lending are presented to test the sensitivity of
the NPV of debt-to-exports ratio to the volume and grant mix of external assistance. Under
the first scenario (Scenario III A in table 18), lending is lowered by the equivalent of

10 percent of total assistance, or $93 million on average, while the level of grants in
assistance is increased by the same amount to maintain the overall level of assistance under
the baseline. The effect on the NPV of debt-to-exports ratio is initially limited, but increases
as the grant portion in new external financing increases. Compared with the baseline scenario
after enhanced HIPC Initiative assistance, the peak of the ratio is lowered by 4.1 percentage
points; the ratio falls below 150 percent 2 years earlier (in 2020/21). The staffs estimate that
over a 20-year period, an increase in the share of grants by 10 percentage points would
reduce the NPV of debt-to-exports ratio by 18.2 percentage points in 2022/23.

39.  If concessional lending to Ethiopia were restrained by the same amount (about
US$93 million per year on average) but not substituted by grants (Scenario III B, Table
18), Ethiopia’s external debt situation would not become appreciably more sustainable
than the baseline. This is because of the reliance of the economy on external finance.
Compared to the baseline, economic growth would fall by an annual average of about

0.4 percent to 5.6 percent, as lower foreign exchange availability would limit essential
imports for production. Export volume growth would be 7.1 percent, 0.3 percentage point
lower than the baseline. The NPV of debt-to-exports ratio is slightly lower than the baseline
because the lower NPV of debt is more pronounced than the lower exports. The ratio reaches
150 percent one year earlier than the baseline. However, while the NPV of debt-to-exports
ratio shows little improvement, all things being equal, it is projected that GDP growth could
fall just below the average annual growth rate necessary to achieve the income poverty target
of the MDGs.”’

*% Estimated in the SDPRP to be 5.7 percent per year until 2015.
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Sensitivity scenario 4: lower GDP growth and lower coffee prices

40. If coffee prices were lower than projected and concessional borrowing was
undertaken to meet the consequent shortfall in foreign exchange earnings, the debt
situation would worsen considerably (Scenario IV, Table 18). Under this scenario, on top
of the lower-GDP-growth scenario, coffee prices are assumed from 2004/05 to be lower than
the baseline scenario by 25 percent, the same magnitude as assumed in a sensitivity analysis
at the decision point. The shortfall of foreign exchange from lower coffee exports is assumed
to be covered by an equivalent increase in concessional loans. The NPV of debt-to-exports
ratio would peak at 296 percent in 2005/06 and remain over 200 percent until 2021/22. The
debt service-to-exports ratio would peak at 11.9 percent in 2007/08 and remain over

9 percent throughout the projection period.

41. The alternative scenarios highlight the sensitivity of the DSA to macroeconomic
performance, gross external financing, and the terms of new finance. They underline the
importance of Ethiopia following prudent debt-management policies (see attached
Appendix). Given Ethiopia’s vulnerability to weather conditions and terms of trade shocks,
Ethiopia can only mitigate these large potential risks by pursuing appropriate policies,
substantially increasing the composition of grants in external financing, and obtaining more
debt relief where possible.

IV. CONSIDERATION OF A TOPPING UP OF ENHANCED HIPC INITIATIVE ASSISTANCE

42. In the event of a deterioration of the debt indicators beyond the HIPC thresholds
after the decision point, the enhanced HIPC Initiative framework allows for exceptional
topping-up of HIPC Initiative debt relief if the deterioration is due to “exogenous
factors that lead to a fundamental change in the country’s economic circumstances.
Additional debt relief may then be provided to bring the NPV of debt-to-exports ratio down
to 150 percent at the completion point. This section identifies the factors that have increased
Ethiopia’s NPV of debt-to-exports ratio at the completion point relative to the level projected
at the decision point.

9926

43. With an NPV of debt-to-exports ratio reaching 218 percent at the completion
point, even after additional voluntary relief from bilateral creditors, Ethiopia is a case
that warrants consideration of additional HIPC Initiative relief. This consideration is
reinforced by the continued high level of Ethiopia’s external debt burden projected into the
medium term, as evidenced by the ratio of NPV of debt to exports which exceeds 150 percent
through 2020/21.

44. The unanticipated increase of the NPV of debt-to-exports ratio, after full
delivery of HIPC Initiative assistance, from the 174 percent at end-2002/03 projected at
the decision point to 218 percent, results entirely from the changes in interest and
exchange rates since the decision point (see table below). Despite the lower outturn of

%% See Box 1 of Ethiopia - Enhanced HIPC Initiative — Completion Point Considerations
(8/20/2001) and IDA/SecM2001-0539/1 (8/21/2001).
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coffee exports, exports of goods and services turned out slightly higher at completion point

than projected at the decision point and contributed to reducing the ratio by 3.5 percentage

Ethiopia: Breakdown of the Increase of NPV of Debt-to-Exports Ratio
From 150 Percent at End-2000/01 to 218 Percent at End-2002/03 1/
(In percent; unless otherwise indicated)

Anticipated Unanticipated
variation at the variation at the Total variation
decision point decision point
Percentage Percent Percentage Percent Percentage Percent
points  oftotal points oftotal points  of total

Total increase 23.5 100 44.9 100 68.4 100

Due to:

1. Changes in the parameters 0.0 0 63.0 140 63.0 92
Discount rates 0.0 0 43.9 97 43.9 64
Exchange rates 0.0 0 19.1 42 19.1 28

2. New borrowing 36.3 154 4.3 10 40.5 59

Volume 36.3 154 -4.6 -10 31.7 46
Change in concessionality 0.0 0 1.9 4 1.9 3
Other factors 2/ 6.9 15 6.9 10

3. Changes in exports -8.9 -38 -3.5 -8 -12.4 -18

Changes in exports of goods 1.5 3

(Of which: changes in coffee exports) 1.0 2
Changes in volumes -2.3 -5
Changes in prices 3.8 8
Changes in exports of nonfactor services -5.0 -11

4. Additional bilateral relief 0.0 0 -19.9 -44 -19.9 -29

5. Amortization and other factors 3/ -3.9 -17 1.2 3 1.2 -4

Memorandum items: At Decision

. Actual

Point

SDR discount rate (in percent) 5.40 4.25
SDR exchange rate (in SDRs per U.S. dollar) 0.80 0.70
Nominal new borrowing during 2001/02-2002/03
(in millions of U.S. dollars at the decision point exchange rates) 1,030 897
Implicit grant element of new borrowing (in percent) 64.3 58.2
Exports of goods and services in 2002/03
(three-year average; in millions of U.S. dollars) 1,013 1,034

Source: IMF and World Bank Staff estimates
1/ NPV of debt-to-exports ratio (in percent), after full delivery of HIPC Initiative assistance:

At end-2000/01 150.0
Projected for end-2002/03 at end-2000/01 (Decision point) 173.