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1. Introduction and Overview

1.1. The Role and Purpose of the APR

This is the second Annual Progress Report on implementation of Ethiopia’s Sustainable
Development and Poverty Reduction Program (SDPRP), covering the period August 2003-
July 2004. The APR documents achievements and outcomes during the year, and provides
an update on plans for the coming year.

The Report is not meant to be a comprehensive policy document, but rather to report on
implementation of the major policy directions laid out in the original SDPRP. It thus
concentrates mostly on outcomes and progress against actions planned for 2003/04 in the
SDPRP matrix. Inevitably however policies do evolve, and the report does highlight any
major new initiatives, as well as reflecting on lessons learned as a result of the experience of
the past year. The report is concise, and in most cases both developments and policies are
covered in more depth in other documents.

The audience for the report is both internal and external, and this affects its presentation. Not
surprisingly there are different views and expectations of the PRSP process, and of the APR
— for example from government, civil society, and donors. Government views the SDPRP
as an important opportunity to articulate and provide leadership on its development program
to both internal and external constituents. Many donors view it as a step on the road to
greater interaction on the broad development framework, and a new context for aid relations.
Civil society organizations see the PRSP approach as an additional opportunity to interact
with government on public policy.

These expectations are not necessarily in conflict. However, the APR cannot be expected to
fully satisfy the expectations of all the different constituencies. The interplay however is
productive, and part of movement forward in an evolving process of openness and
consultation. As part of this process, this APR benefited from a round of consultation with
civil society and donors in February 2005. A two-day meeting was held at which views were
sought from a range of partners. Over 60 pages of written comments were submitted, many
of which are incorporated in this final draft. More widespread public consultations are not
feasible on an annual basis, but major public consultations will be undertaken in the context
of updating the full SDPRP (SDPRP II) in the next year.

1.2. The Evolving Sustainable Development and Poverty Reduction Program

The broad thrust of the Government’s strategy remains rural growth, accelerating private
sector growth in the modern economy to create employment and incomes, and strengthening
of public institutions to deliver services. Ethiopia is in a particularly difficult situation: the
combination of population, productivity, and resource base, and recent history all combine to
create challenges almost unparalleled anywhere in the world. It needs to be recognized that
progress in reducing poverty in these circumstance is an incremental process, and major
changes are often not noticeable in a single year. The Government has embarked on an
aggressive program to accelerate progress as rapidly as possible — including a big push on



education to create human capacity, expanding infrastructure as rapidly as financing and
capacity will allow, opening the economy, building institutions, and decentralizing
government. At the same time it is trying to manage this in the context of continuing food
security pressures, and a volatile external and regional environment.

The financial resources available, and capacity, limit the speed at which progress can be
made. Nonetheless there has been significant progress in the past year, most notably in food
security and the evolution of safety nets, education, public expenditure management, and an
improved private sector investment environment. This year’s APR is strengthened by greater
linkage with results monitoring, reflected in the new data generated by the Monitoring and
Evaluation (M&E) systems reported in the sector sections, and in the tables on outputs and
outcomes. Among other areas the Report describes measures taken in the last year to
accelerate financial and private sector development, progress in relation to rural
development, food security, and land reforms, and steps to revise the public expenditure
management framework for the SDPRP system, as well as an update on the substantial
progress made in relation to decentralization and the development of the SDPRP Monitoring
& Evaluation system.

Looking forward, a large number of studies have been completed', new policies have been
evolving, and lessons have been learned from the first two years of the SDPRP. In the
coming year these will all be built into formulation of SDPRP II, which will map out strategy
for the period 2005/06-2008/09. The focus is expected to be on making progress towards the
MDGs, accelerating growth, and transforming agriculture. At that time there will also be a
major round of consultation to assess the views of society on the progress made to date and
the directions the strategy should take. A major MDG Needs Assessment is being completed
as this APR is being drafted, and the synthesis report is being circulated for consideration in
parallel.

1.3. Major Highlights of 2003/04

Major achievements in the past year (2003/04) include:

» Very good economic growth, of 11.6%, driven mostly by recovery from the drought;

» Strengthened support to exports and private sector: improved responsiveness of
services, access to finance, access to land, etc;

» Maintenance of macroeconomic stability, inflation was reduced from 15% to 9%; the
deficit was contained; expenditure was maintained within the budget, and revenue
exceeded targets; exchange rate stability also whose average exchange rate reached
Birr 8.6197/USD compared with Birr 8.5809/USD showing an annual nominal
depreciation of 0.45 percent;

» Major progress in expanded education, at primary, secondary and university levels;

» Progress in implementing capacity building programs including, civil service reform,
decentralization, justice system reform and formulating a Fiscal Decentralization
Strategy;

" Including for example the Long Term strategy and Sources of Growth; and, Roads out of Poverty studies, the
ongoing MDG Needs Assessment, and recent Country Status Reports on Health and Education.
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The beginnings of transformation of relief aid into a productive safety net program;
Continued increases in public spending on poverty-oriented sectors;

Increased coverage of the water supply and transport network;

Adoption of a Privatization Strategy; progress in financial sector reform, and sharply
increased private bank activity and lending to small businesses and farmers; and
measures to increase security of tenure in urban land;

The telecom sub-sector has witnessed significant network expansion, reduced pricing
for international calls, rollout of the "School Net" and "Woreda Net" networks, and
corporate reform during 2003/04, including the preparation of a national strategy that
lays the basis for future private partnerships; ;

Continued expansion of agricultural extension coverage, increased irrigation
coverage, accelerated adoption of new technologies;

Achievement of almost all SDPRP targets in health, and successful initiation of a
major new community-based system of outreach health support to the poor;
Completion of the Welfare Monitoring Surveys, launching of a major Participatory
Poverty Assessment study, and of the second round national Household Income and
Consumption Expenditure Survey;

Adoption of a Monitoring and Evaluation (M&E) Action Plan for the Monitoring and
evaluation of SDPRP implementation, and agreement on its funding;

Achievement of all of the governance indicators in the SDPRP policy matrix,
including mobilization for national elections;

Achievement of targets for reduction of HIV/AIDS prevalence (based on preliminary
data);

Adoption of a more integrated process of expenditure review, budgeting, and
interaction with aid donors (the Joint Budget and Aid Review process);

Areas in which there remain challenges include:
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Achieving faster private sector growth to create employment and raise incomes;
Reconciling the massive costs of the MDGs with likely available financing;

Building adequate administrative capacity to meet the implementation challenge,
especially at the decentralized level;

Continued efforts to effectively accelerate the transformation of agriculture;
Strengthening the implementation in infrastructure expansion: power, roads, and
telecommunications;

Implementing expansion of the safety net program to cover 5 million people;
Managing the risks associated with the implementation of resettlement;

Implementing the many monitoring and evaluation systems now developed;
Achieving greater predictability in aid inflows; continuing to improve reporting on
public expenditure (including aid resources), and reducing the variation between
budgets and reported actual expenditure.

Overcoming service delivery bottlenecks related to staffing in health and education;

Further details and progress against specific SDPRP targets are presented in the sect oral
sections of the Report, and in the SDPRP Policy Matrix (Annex 1). Finally, Table 1 below
summarizes the most important poverty-related outcomes achieved in the past year.



Table 1: Summary of Some Main SDPRP Outcomes and Outputs for the First Two Years of

Implementation /a

Sector Indicator Target for SDPRP Period) Achievements Achievements
(2002/03-2004/05) by end 2002/03 By end 2003/04
Poverty and GDP Growth to create | Target for EFY 1996 (2003/04) = 6.7% -3.9% (2002/03) 11.6%
Growth employment and incomes
Agriculture Number of farming households | 6 million by end of the SDPRP Period (2004/05) | 4.1 million 4.5 million
& covered by extension
Food . Quantity of fertilizer | 1,089,000 MT (over 3 years) 277,000 MT 322,938 MT
Security Consumption
Quantity of improved seed sales 710,000 Quintals (over 3 years) 159,220 Quintals 204,032 Quintals
Gross Primary Enrolment 66 percent 64.4 percent 68.4 %
Education —
Average Grade 4-8 Repetition 6.4 percent 9.8 percent 5.6%
Rate
Girls/Boys Ratio 0.79 0.72 0.80
Primary School Drop-out Rate 8.9 percent 19.2 percent 19.2%
Grade 5 Completion Rate 34 percent 34 percent 37 %
Text Book/ pupil ratio for 1.2 1.2 1.15
Core subject for grade 1-8 (Estimated)
Pupil to teacher ratio (1-8) 63 for 2002/03 64 65
Health Access to health service (%) 65 percent 61 percent 64%
Malaria prévalence rate 7.2% and 6.7% for 2002/03 and 2003/04, | 8.7 % 8.7%
respectively
Contraceptive Prévalence Rate 23.5% by the end of 2003/04 21.5% 23%
Immunization Coverage (DPT3) 55% by 2003/04 50.4 60.8
Nurses to Population Ratio 1:4,882 1:4,572
Technicians to Population Ratio 1:19,967 1:18,344
Under Five Child Mortality Rate | 160/1000 140.1/1000 140.1/1000
(Deaths per 1000)
Access to Clean Water (%) 39.4 percent 34.1percent 37.9%
Water National
Road Network (Density) Road Density 32.3 km/1000sq.km 31km/1000sq.km 332
Roads km/1000sq.km
Proportion of Networks in Good | 38% 34% 37%
Condition
Transmission Reduce transmission by 25 percent 4.4 NA®
HIV/AIDS Prévalence Contain prévalence at 7.3 percent 6.6 percent 4.4%
Public Share of Poverty-Targeted 41.9% 53.3%
Expenditure | Spending in Total Budget

Data Not Measurable on Annual Basis Poverty Head Count (Po), Infant Mortality Rate, Under 5 child mortality rate, Maternal Mortality rate /b

Notes:

a/ See sector sections for more detailed reporting and corresponding annex tables on outputs and outcomes/ Note

some key indicators of outcomes (especially in relation to health status and income poverty) are not measured annually.
These can only be measured when nationwide surveys are undertaken; these are expensive and time-consuming, and thus
usually only conducted every 5 years or so; preparatory works are under way to conduct next Demographic and Health
Survey; and Household Income and Consumption Survey results in 2005/06.

2 Issued every 2 years

3 Note both targets and outcomes are being updated based on new data — see section on HIV/AIDS in Chapter 6 of the

Report.




I1I. Poverty Developments

It 1s not possible to report definitively on year-to-year changes in income poverty, because
new household level primary data are generally generated every 5 years with the production
of nationwide Household Income Consumption Expenditure (HICE) surveys. Nonetheless,
based on strong economic growth, and especially the recovery of food production, it would
be expected that there was a significant improvement in the poverty situation of many
households in the past year, especially in those localities most affected by the drought in
EFY 1995(2002/03). One simulation that links household data with sect oral growth,
estimated roughly that the pattern of growth in 2003/04 would have reduced the headcount
poverty index by about 10% (from around 40% to about 36.2%). Note however that short-
run poverty varies widely from year to year in Ethiopia as a result of rainfall (and hence
crops), making it difficult to generalize from annual data.

According to data from CSA’s 2004/05 Welfare Monitoring Survey (WMS), which provide
outcome indicators on the non-income dimensions of poverty, education enrollment (1-6) has
nearly doubled (74.2%) compared to its level in 1995/96(37.4%). Primary Gross enrollment
as defined by the Ministry of Education (1-8) reached 67%, which is in line with what is
reported by the Ministry of Education (68.4%) as an input to this APR (section 5.2 below).
Note that what is reported here is based on sample and the Ministry's report is based on
census from school reports.  With regard to health, under Simmunization coverage for
Measles and BCG increased from 39.1 % and 35.1%, respectively in 1996 to 56.8% and
52.5% in 2004/05(45.3% and 49.6% increase, respectively). With regard to access to clean
water, overall access to clean water increased from about 19% in 1996 to 35.9% in
2004/05.This is also in line with what is reported by the Ministry of Water Resources
(37.9%), (section 5.4 of this report).

Sector Indicator Years %Change %Change
1995/96 | 1997/98 | 1999/00 | 2004/05 | 2004196 200472000
Education Primary (1-6) Gross
Enrollment Rate (%) 37.4 52.3 61.1 74.2 098.4 214
Primary (1-8) Gross
Enrollment Rate (%) NA NA NA 67.0
Literacy Rate (%) 25.8 26.6 29.2 379 46.9 208
Health U5 Child Immunization
Measles 39.1 46.9 48.1 56.8 453 18.1
BCG 40.1 50.9 49.1 54.9 496 14.4
Water Access to Safe 19.1 23.7 27.9 35.9
Drinking Water (%) 88.0 28.7




The 2004/05 second round (January-February 2005) nationwide Household Income
Consumption and Expenditure (HICE) Survey was completed (the first round of HICE
conducted in July and August 2004). Compilation and consolidation of the HICE 2004/05 is
currently well in progress, which will allow a major update of the poverty profile, and the
first meaningful assessment of changes in poverty since 2000.

The 2004/05 Ethiopian Participatory Poverty Assessment (PPA) study conducted over 45
research sites distributed across the country (31 rural and 14 urban sites) is successfully
completed and draft national level report made available and is currently being refined. The
PPA will yield important qualitative information on the many dimensions of poverty by way
of supplementing/complementing the outcomes of the 2004/05 HICE and WM quantitative
surveys results. The key outcomes of the HICE and WM 2004/05 survey and PPA results
will feed into the upcoming SDPRP II.

In addition, we have also consulted a recent study of urban poverty in five towns under the
Urban Participatory Research Initiative (UPRI)) conducted by the Urban Development
Capacity Building Coordinating Office of the Ministry of Federal Affairs in collaboration
with the UNDP through financial support from the Italian Government. This study indicated
that pressure of population growth and in-migration is fueling urban poverty as the number
of new town-dwellers exceeds the capacity to create employment opportunities or provide
services.

Box 1: Growth and Poverty.

One of the central agenda of the government is to bring about faster and sustained growth and to
make sure that the benefits of that growth spread to the poor. To move the strategy forward, a
number of pieces of analytical work have been undertaken in the past year aimed at better
understanding of the linkages between growth and poverty reduction. They include “Sources of
Growth”, “Concretisation of ADLI and Analysis of Policy and Institutional Change for the
Ethiopian Diversification Strategy” commissioned by MOFED; the “Roads out of Poverty” study
and draft poverty assessment (“Well-Being and Poverty in Ethiopia — the Role of Agriculture, Aid,
and Agency “) by the World Bank. Some are still in draft, but all reaffirm the need for sustained
high growth to reduce poverty, and all confirm the central importance of transforming agriculture
to improving the incomes and lives of the poor. They also confirm the need for institutional
strengthening, and for substantially higher levels of investment in both physical and human capital.
The results of these have not been fully digested in time to inform this year’s Progress Report, but,
along with the better data on poverty to be produced by the three surveys, will be combined to

inform the growth-poverty strategy in preparing SDPRP II.
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II1. Macroeconomic Developments

3.1. Overview of Past Year’s Economic Results

During the period under review, Ethiopia's real GDP rebounded strongly, growing 11.6
percent in 2003/04. This was almost double the projected 6.7 percent growth rate. The reason
for this real growth is that agricultural production improved significantly following two
consecutive drought years' (2001/02-2002/03)... This also implies an improvement in welfare
terms given that 13 million people were victims of drought the previous year... Overall
agricultural output in the past year (2003/04) has increased by 18.9 percent over the
preceding period, which was the worst record in the country (-12.6 percent) in the last
decade. Growth in the past year was broad-based, however, with growth of 7 % in industrial
output, 8.2% in construction, and 6.2% in services.

The average annual inflation rate, as measured by the change in consumer prices, declined to
9 percent by the end of fiscal year 2003/04 from 15.1 percent of the previous year, mainly
due to the increase in agricultural production and falling food prices.*

Based on updated estimates, in 2003/04, the overall fiscal deficit is likely to be lower (4.8
percent of GDP) than targeted under the revised program (7.1 percent of GDP) reflecting a
better than programmed revenue performance and efforts to hold expenditures in line with
the program estimates. The revenue over-performance was mainly due to the improved
collection of import duties and the introduction of new tax policies like VAT (Fiscal
developments are discussed in more detail below). Broad money supply (M2 annual change)
increased by 15.2 % during fiscal year 2003/04 to reach Birr 34.7 billion, driven mainly by a
17.7% rise in net foreign assets (NFA). Overall, macroeconomic performance is summarized
in Table 2 below.

3.2. External Sector Developments

An improvement in total export earnings has been recorded for fiscal year 2003/04. During
2003/04, a total export earnings surged by 24.5 percent and reached USD 600 million
compared with USD 482.7 million a year earlier. The position of coffee in the country's
export market that used to stand above 60 percent showed a relative decline to less than 40
percent by the end of 2003/04. As a share of GDP, export earnings stood at 7.5 %, a little
higher than the 7.3 % in the preceding fiscal year (2002/03).

During the same period, imports as a share of GDP increased from about 28 percent in the
previous year to 32.2 percent in 2003/04 owing to the rise in imports of capital goods, fuel
and consumer goods. As a result, the trade deficit widened from 20.7 percent to 24.7 percent
of GDP.

Current account deficit (including official transfers), which stood at 2.7 % of GDP in
2002/03, increased to 6.2% of GDP in 2003/04. In the meantime, the overall balance of

* Note that decline in inflation was due to the overwhelming impact of falling food prices, non-food inflation in
fact increased during the period.
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payments continued to register a surplus of USD 110.8 million ( or about 1.4 % of GDP).
The recorded surplus, however, was lower than USD 274.5 million in 2002/03.

With the establishment of the inter-bank foreign exchange market in October 2001, the
Government moved towards allowing greater market determination of the exchange rate.
During fiscal year 2003/04, development in the inter-bank foreign exchange market reveal
persistent but slow depreciation of the Birr at a 0.5 percent annual depreciation of the
average weighted inter-bank exchange rate during fiscal year 2003/04, a slightly lower rate
than the previous fiscal year.

Table 2: Trends in Macroeconomic Indicators for 1999/ 2000-2003/04

1999/00 2000/01 2001/02 2002/03 2003/04

Real Sector & Prices
(Percentage change over previous year)

e Real GDP 5.4 7.7 1.2 -3.9 11.6
e Agricultural Value Added 2.2 11.5 -2.3 -12.6 18.9
e  Non-Agricultural Production 7.9 5 4.8 4.6 6.9
e  Services 9.5 4.7 4.6 5.0 13.9
e  Consumer prices inflation 4.2 -5.2 -7.2 15.1 9.0

Financial Balances (Percentage of GDP)

e Gross Domestic Saving -0.1 2.2 2.2 0.5 2.8

e Gross Domestic Investment 15.3 18 20.5 19.2 22.6
e  Resource Gap -15.3 -15.8 -18.3 -20.6 -19.8
e External Current Account’ 5.1 3.7 -6.0 2.7 -6.2

Government Finance (% of GDP)

e Domestic Revenue 18.4 18.8 20.1 19.6 18.7
O/w: Tax Revenue 11.5 13.7 153 14.5 14.8

e  External grants 2.9 4.8 4.7 8.0 7.8

e Total expenditure® 33.0 29.1 34.1 34.8 315
O/w: poverty related 8.8 11.8 14.4 15.1 14.8

Defence Expenditure as % of GDP 13.1 6.1 5.0 4.1 34

Overall balance (incl. grants) -11.7 -5.5 9.3 -8.4 -6.8

External Sector (US$ million)

Exports 486.1 462.7 452 483 601

Imports 1611 1556 1696 1856 2587

Average Exchange Rate Birr/USD 8.1426 8.3279 8.5425 8.5809 8.6197

Reserve in months of imports 2.2 2.0 34 3.7 4.1

Broad Money Supply growth rate (June 30) 14.3 10.5 11.4 10.1 15.2

GDP @ CMP or nominal GDP 53,190 54,211 51,933 57,077 69,196

% Including official transfers
¢ Excluding special programs
* Excluding Special Program
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3.3. Financial Sector Developments

There have been very encouraging developments in the financial sector. The market share of
private banks has increased substantially from 16.6% of total deposits in June 2002 to 21.1 %
at the end of June 2004; and from 12.8 % of loans to 20%. Progress is being made in the
restructuring of the Commercial Bank of Ethiopia and the NBE (see section 5.6); preliminary
information on non-performing loans (NPLs) indicates that for the last year (June 2003 to
June 2004) the level of NPLs of the CBE has declined to 35.4%, and its capital adequacy
ratio stood at 11.7% by the end of June 2004. Finally, with respect to access to financial
services for the population at large, and particularly for small holders, entrepreneurs and
traders, the trend continues to be very positive. The number of clients served by MFIs
increased by 26 percent between June 2003 and June 2004, while the volume of loans of
MFTIs progressed by 62% during the same period.

Total loan and deposit volumes grew in nominal terms, albeit at a slower pace than GDP’.
Excess liquidity has continued to increase and now stands at around Birr 14 billion,
representing nearly 44% of total deposits. Excess liquidity of this magnitude represents a
huge missed opportunity, and a study will be undertaken to explore the issue further and
identify solution (Banking and financial sector reforms are discussed in Section 5.6).

3.4. Overall Macroeconomic Strategy and Targets

To promote the planned targets of economic growth and achieve internal and external
equilibrium, a prudent combination and coordination of fiscal, monetary, and exchange rate
policies is very important. The Government has a strong track record in sound
macroeconomic management and reaffirms its commitment to maintaining macroeconomic
stability by pursuing sustainable fiscal policies, and a monetary stance that is non-
inflationary, even as it seeks to vigorously promote economic growth and poverty reduction.

On the other hand, external debt service ratio is 7.4 % of GDP in 2003/04, remaining almost
on the same level as of last fiscal year following the debt relief. Despite the continued
deterioration of the terms of trade, all performance benchmarks with the IMF have been met.
Average real GDP growth rate for the current fiscal year (2004/05) has been targeted at not
less than 7%.

The Government will continue to maintain a cautious expenditure policy, while making
every effort to increase poverty-reducing spending. The budget for poverty-targeted outlays
(Health, Education, Agriculture and Food Security, Water and Sanitation, and Roads) is
programmed to increase to 16.8 % of GDP in the coming year (2004/05), from around 12%
at the preceding of the SDPRP (2000/01) (Table 2 above).

7 GDP rebounded sharply following the end of the drought, thus both total loans/GDP and total deposits/GDP
declined

13



3.5. Fiscal Performance

3.5.1. Deficit and Financing during 2003/04

As indicated in Table 3 below, total revenue including grants stood at about 17,187 million
Birr in the past year (2003/04), while total expenditure including special programs amounted
to 20,369 million Birr. This resulted in to fiscal deficit amounting to 3,182 million Birr. The
deficit was financed through an estimated net external borrowing of 2,020 million Birr and
net domestic bank and non-bank borrowing of 1,162 million Birr. Fiscal deficit including
grants narrowed from 8.4% of GDP in 2002/03 to 4.6 % of GDP in 2003/04.

Total spending in 2003/04 was below budget, in part because of overly optimistic estimates
of aid levels. Details of expenditure composition and performance are discussed in the next

section on public expenditure.

Table 3: Comparison of 2003/04 Fiscal Out-turn with the Budget, Million Birr

% Change 2 003/04
SN Homs 2001/02 2002/03 2003/04 2003/04 . estimated out-
Actual Actual Budget Pre. Actual 2002/03° turns as % of
Budget (%)
1 Domestic Revenue 10409 11149 13139 13186 18.3 1004
1.1 Tax Revenue 7926 8244 10431 10520 27.6 100.9
Direct Tax 3120 3010 3932 3132 4.1 79.6
Domestic Indirect Tax 1498 1668 2280 2112 26.6 92.6
Foreign Trade Tax 3308 3565 4228 5276 48.0 124.8
1.2 Non-Tax Revenue 2483 2906 2708 2666 (8.3) 98.4
2 External Grants "° 2425 4553 4677 4002 (12.1) 85.6
3 Total Revenue & Grants 12834 15702 17816 17187 9.5 96.5
4 Total Expenditure including Special Programs 17652 20495 22122 20369 (0.6) 92.1
4.1 Recurrent 10550 13527 13364 11961 (11.6) 89.5
4.2 Capital 6130 6313 8114 8136 28.9 100.3
Domestic Source (Treasury) 2742 3265 4645 5268 61.3 113.4
Projects (External Loan) 2276 1852 2143 1821 (1.7) 85.0
Projects (External Grant Assistance) 1113 1196 1326 1047 (12.5) 79.0
Regional Subsidy (treasury) 3848 4523 5056 5056 11.0 100.0
Poverty Targeted Expenditure 7552 8593 11763 10123 17.8 86.1
Recurrent 3093 3672 4400 4045 10.2 91.9
Capital 4459 4921 7363 6078 235 82.5
Poverty Targeted Expenditure as % of Total
Expenditure (%) 37.0 41.9 53.2 49.7 18.6
5 . .. .
Fiscal Deficit including Grants (4818) (4793) (4306) (3182) (33.5)
6 .
Deficit as % of GDP 9.3) (8.4) ©.7) (4.6) @5.1)

8 Consolidated General Government (Federal + Regional)

? The 2003/04 Preliminary actual compared with performance over the previous fiscal year (2002/03); note project grant outturn is still an

estimate for 2003/04.

10 “External Grants’ includes recurrent budget support and all other non-project grants as well as grant-financed project spending shown
under the capital budget; budget support loans are part of external financing of the “Fiscal Deficit including Grants (line 5).
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Revenue: During fiscal year 2003/04, general government revenue (domestic) is estimated
at Birr 13,186 million, an increase of over 18% over the previous fiscal year. This increase is
mainly attributed to the increase in tax revenue by 27.6 %, which is largely accounted for by
increased of foreign trade revenues and the impact of the implementation of tax reform
measures taken so far. Non-tax revenue showed an 8.3 % decline over the previous fiscal
year (2002/03) which is consistent with the effort to make domestic revenue sustainable by
relying largely on tax revenues. The decline in non-tax revenue has been more than
compensated by the overall satisfactory achievement of tax collection improvements
following the introduction of the VAT as indicated by the significant increase in domestic
indirect and foreign trade taxes.

During 2003/04, total revenue including external grants is estimated to have shown a 9.5%
increase over the preceding fiscal year. External grants out-turn (mainly emergency and
project assistance and CPF grants) are estimated to have declined by over 12% relative to the
preceding fiscal year (2002/03), due in part to lower levels of emergency assistance (Table
3)

Overall, tax to GDP levels are on target, improving and impressive. The computerized Tax
Identification Number system is in place, and an Integrated Tax management system has
begun its roll out at federal level in EFY 1997(FY 2004/05). The VAT has been successfully
implemented at federal level, and authorization is now being sought to pass on administration
of this to regions and city administrations.

3.5.2. Forward-looking Fiscal Program

Planned Budget Deficit and Financing during 2004/05. For the fiscal year 2004/05, General
Government total revenue including grants is projected at Birr 22,394 million while total
expenditure (both recurrent and capital) excluding special programs is budgeted to be Birr
26, 667 million. Thus, an overall fiscal deficit of Birr 4,639 million is to be observed. This is
to be financed through net external borrowing of Birr 3,131 million, and net domestic
borrowing of Birr 1,509 million.

The government’s intention is to maintain a fiscal stance that is prudent but also addresses
the development needs of the country. There is a need to balance the tremendous demands
for services and investments with the need for macroeconomic discipline, which will protect
the poor from inflation, and maintain the economic stability needed for private sector growth
to create jobs and incomes. The government’s intention is to expand investments in
education, infrastructure, and other services as fast as possible, but only to the extent
affordable with rising domestic resource and aid inflows. The indicative Macroeconomic and
Fiscal Framework-MEFF (2004/05-2006/07) is attached as annex (Annex 2). This shows the
government’s broad plans to expand spending within a responsible framework. Note that the
future year plans are still indicative, and will be firmed up during the annual budget and
JBAR processes as better estimates of revenue and aid resources become available.
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IV. Public Expenditure

4.1. Trends and Composition

During fiscal year 2003/04 total government expenditure including special programs is
estimated to have been Birr 20,369 million, of which 59% was for recurrent expenditure and
40% for capital expenditure and the residual (1%) for special programs. Total general
government expenditure showed a 0.6 percent decline from the preceding fiscal year
(2002/03). Capital spending has increased faster than recurrent largely because the new food
security initiative was included in the capital budget. On the other hand, defence spending
has been maintained constant in nominal terms and has been declining in real terms. Defence
spending has declined from over 13% of GDP in 1999/2000 to about 3.5% of GDP in
2003/04. Much of the balance of the decline in recurrent expenditure last year is attributed to
the decline in external food relief assistance and interest charges from the previous year.

Capital spending increased substantially in the past year’s budget, with large budget
increases for agriculture, food security, education, and road construction. It is important to
note that the health capital budget declined somewhat due to the completion of several large
projects, and the fact that very large amounts of funds are now being provided outside of the
budget framework by donors through such mechanism as the Global Fund.

According to preliminary actual data for 2003/04, spending on poverty-oriented sectors
increased markedly compared to the preceding fiscal year (by about 18% compared to
2002/03); however actual utilization has still fallen short of the budgeted amount, by about
14 percent, owing to shortfalls in the external loan and assistance component of the capital
budget relative to the levels anticipated at the time of the budget. The reasons for this are
discussed in the section on budget out-turn below.

Overall, regions’ own revenue finances on average less than 40% of their expenditure
assignments. The resource gap at regional and sub-regional level has been bridged through
the federal subsidy (block grants to regions). In this regard, federal subsidy to regions
accounted for the bulk of spending by regions and woredas. Regions and woredas account
for the bulk of poverty targeted spending (particularly of social spending). For instance,
during 2003/04 spending by regions on education and health accounted for 69.7% of total
government expenditure on these sectors. As depicted in Table 3 above, the federal regional
subsidy, which stood at over 5.1 billion Birr during fiscal year 2003/04 showed about 11.8%
increase over the preceding fiscal year. The subsidy is now being supplemented by specific-
purpose grants (see discussion under decentralization).

4.2. Sectoral Performance of Poverty Reducing Spending 2003/04

The share of out-turn on poverty-targeted spending (both recurrent and capital from all
sources) increased from about 42% of total expenditure in 2002/03 to about 50% by the end
of 2003/04. As Table 4 shows, there were increases in all of the poverty-oriented sectors in
the past year, with recurrent poverty-targeted spending increasing by 21%, over the previous
year, and capital by 39%, due mostly to the new food security program.
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Table 4: Share of Public Expenditure on Poverty-Oriented sectors

2002/03 2003/04
Sectors Recurrent | Capital | Total Recurrent | Capital | Total
As a Share of Total Public Expenditure (%)
Agriculture & food security 33 14.7 6.9 6.3 28.0 14.5
Education 16.8 16.1 16.6 19.7 14.1 17.6
Roads 1.0 30.0 10.3 1.4 29.8 12.1
Water 2.1 9.4 4.4 1.9 8.3 4.3
Health 39 7.7 5.1 5.6 8.1 6.5
Total ~ poverty  Targeted | - »7, 78.0 #3 34.9 88.3 55.0
Spending
Values in Millions of Birr
Total poverty targeted 3.672 4921 | 8593 4,446 6820 | 11,266
spending
Total Public Expenditure 13,527 6313 | 19840 | 12750 | 7725 | 20475
excluding special program

The 2003/04 Budget Outturns: As noted earlier, the data suggest that there was a shortfall
in total spending relative to the budget of about 8% in 2003/04 (Table 3). Recurrent spending
was below budget due in large part to lower interest charges, defence spending, and relief aid
(some of which goes through the budget) which was lower because there was no drought in
2003/04. On the capital budget, expenditure out of domestic resources increased
substantially (especially for agriculture and education), and was somewhat over the original
budget, while expenditure on aid-funded projects was below budget estimates (by about 20%
in the case of loan-financed projects, and about 15% in the case of grant-funded ones).

There are several reasons for under-spending on aid-financed projects relative to the budget.
(1) the estimates received from donors at the beginning of each year to feed into the budget
appear to be consistently too optimistic, relative to what can actually be disbursed or spent;
(i1) there could be legitimate physical bottlenecks to implementation for capital projects
(related to cumbersome procurement and contracting arrangements, weather, transport, and
capacity) — although these do not seem to be the major explanation, since treasury funds on
capital projects are generally fully spent; (iii) there are difficulties and delays that affect
disbursement of funds, sometimes related to reporting and accounting requirements, and
sometimes to cumbersome disbursement procedures; and (iv) funds may be spent directly
by donors but not reported to the Finance officials, accentuating the apparent gap between
budget and actual spending.

It is important that the government receive better information from donors to feed into the
budget process. Steps are underway to improve this system, but it is critically important that
donors strive to provide more accurate estimates of expected spending. Secondly, there
needs to be more complete and timely reporting on actual spending by donors. The use of
financing channels (such as channels 2 and 3) for externally financed projects that are not
directly amenable to government reporting systems also has had a role to play for
incompleteness of reporting on spending under externally financed projects.
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Table 5 shows the shifting trends in the composition and levels of financing of the capital
budget. For the year under consideration (2003/04), spending declined (compared to the
preceding fiscal year) in the capital budget on roads and health. For both sectors, the decline
was mostly attributed to lower disbursements of donor funds to the sectors.

As can be seen from Table 5, the treasury component of the capital spending on poverty-
oriented sectors increased consistently (over 2002/03) while the external assistance
component showed a uniform decline over the same year (2002/03). The treasury component
for all sectors increased by 76 % while external grant and loan-financed projects showed a
1.5 % and 62 % decline, respectively. This is consistent with the shift in external support
more generally, away from projects to greater direct budget support, as well as the shift in
recent years of a part of World Bank support from loans to grants.

Table 5: Trends in the Capital Component of Poverty-Oriented Spending by Source of Finance

2002/03 2003/04 % Change over 2002/03

Treasury |Loan |Assistance [Total |Treasury |Loan |Assistance |Total Treasury |Loan |Assistance |Total
Roads 961.6] 609.6 324.9| 1896.1 1034.2| 628.3 184.9] 1847.4 7.5 3.1 -43.1]  -2.6
Health 145 152.9 190.1 488 140.6| 192.1 45.7  378.4 -3.00 256 -76.0] -22.5
[Education 577.8] 214.9 2243 1017 1473.4] 75.6 86 1635 155.0] -64.8 -61.7]  60.8
(Water 269.8] 30.2 290.7]  590.7 277.5 7.4 70.1 355 29| -75.5 -75.9] -39.9
Agriculture 561.4] 201.3 166.7|  929.4 1505.8| 287.1 69 1861.9 168.2| 42.6 -58.6/ 100.3
Total 2515.6/1208.9 1196.7) 4921.2 4431.5/1190.5 455.7,  6077.7 76.2] -1.5 -61.9] 23.5

During 2003/04, total capital spending on poverty-oriented sectors increased by about 24
percent notwithstanding the decline in poverty-oriented sectors financed from external
assistance and loans.

4.3. The 2004/05 Budget

The 2004/05 fiscal year is the third year in to the implementation of Ethiopia’s PRSP (the
SDPRP), and the budget is progressively being realigned with SDPRP priorities. Poverty-
oriented sectors have been given due emphasis during the formulation of the Macroeconomic
and Fiscal Framework (MEFF) and the preparation of the 2004/05 budget. The basis for
2004/05 budgets is the 2004/05-2006/07 MEFF (Annex 2 shows the 2004/05 budget
framework). During fiscal year 2004/05, total general government expenditure excluding
special programs is budgeted at Birr 26,267 million, of which about 60% is recurrent
expenditure and 40 % capital expenditure.

Of the total expenditure (from all sources) Birr 14,139 million, or 54%, is allocated for the
poverty-targeted sectors of education, roads, agriculture and food security, health, and water.
In accordance with the SDPRP objectives, the government has budgeted continued increases
in funding for education (up by about 32 % compared to 2003/04), health (4%), and water
supply (94%,), agriculture and food security (36%). Only spending on roads is expected to
decline from the previous year (by about 8%), partly because of lower levels of financing
required for some large on-going projects and also taking account of the difficulties
experienced in spending under donor- financed projects in past years (Table 6). Note that the
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relatively small apparent increase in health spending is somewhat misleading, as there are
very large (and increasing) amounts of financing being provided by donors outside of the
budget framework — for example by the Global Fund and GAVI. A recent public
expenditure review estimated very roughly that these resources might amount to US$80
million or more annually (about 790 Million Birr equivalent — greater than the entire existing
recurrent health budget).

The significant increase in spending on agriculture and food security is a reflection of the
renewed emphasis on food security as witnessed by the increase in the food security budget
(specific grants to regions) from 1 billion Birr in 2003/04 to 2 billion Birr in 2004/05 budget.
Such increases in budget allocation to poverty-oriented sectors such as agriculture and food
security, roads, health and water is a reflection of the continued pronounced focus by the
government on those sectors. Table 6 below depicts the details on budget allocation to
poverty-targeted sectors.

Table 6: Poverty Targeted Expenditure in 2003/04 and the 2004/05 Budget"'

(Values in Million Birr)
2003/04 2004/05

Sectors % Change over

Budget Pre. Actual Budget 2003/04 Budget
Agriculture and Food Security 2,739.7 2,966 3734.3 36.3
Water 522.9 874 1016.1 94.3
Roads 3,169.4 2,484 2,922.0 (7.8)
Education & Training 3,972.2 3,601 5244 .9 32.0
Health 1170.3 1,340 1221.9 4.4
Total 11574.5 11,266 14138.9 22.2

During fiscal year 2004/05, the total regional transfer (from treasury) has been budgeted at
5,556 million Birr, representing an increase of 10 percent compared to what has been
budgeted during fiscal year 2003/04. In addition, it should be noted that although food
security is a federal government program, the implementers are regional states; in effect the
food security budget is regional resource.

4.4. Recent Developments in Public Expenditure Management

There have been positive developments in public expenditure management in the past year:

» Expenditure reporting has improved: the timeliness of reporting has improved
during 2003/04 and subsequently compared to the preceding fiscal year (2002/03)
.The consolidated budget for the current fiscal year (2004/05) was available by
the end of September 2004, preliminary actual expenditure data for 2003/04 was
available by the end of July 2004 and quarterly actual expenditure data is
generally available with only a three month lag; although there are still challenges
in getting complete data from local levels;

» The MEFF system is now fully functioning — a framework for the coming three
years is available by the end of January each year and the MEFF now includes
indicative numbers for sectoral and regional expenditure;

' From all sources (treasury, loan and assistance). See also foot note 4
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» The Joint Budget and Aid Review (JBAR) process has replaced external
expenditure reviews with a rolling process of review and consultation that is
integrated with the budget cycle.

» The revised financial calendar (aligning budget, planning and sect oral review
cycles) has been rolled out at federal level. At regional level BOFEDs are now
preparing for the rolling out. The target to have four BOFEDs working to the
calendar in EFY 98 will be achieved.

> Budget and Accounts Reform - There has been progress in rolling out budget
and accounts reform to four regions (Addis Ababa, SNNPR, Tigray and Ambhara),
with a fifth having completed budget reform (Ormiya); this FY, the rollout has
commenced in Benshangul-Gumuz and Dire-Dawa.'

» Cash Management — New procedures for cash management have now been
issued to federal institutions, and will be piloted to regions this year. Government
expects to meet the target of all regions preparing cash flow projections and
complying with the new procedures during EFY98.

» Internal Audit - MoFED has prepared and issued an Internal Audit Manual to be
used by all government internal auditors, and conducted awareness events for
senior government officials, including those from regions. Training is being
conducted this year in readiness for implementation of standardised reports
through federal regions next year. Progress has also been made, regarding CFAA
recommendations to review the structure of the federal internal audit function.

» The Public Finance Management Committee has been revitalized its TOR has
been revised and the composition of the committee will be strengthened to
institutionalize dialogue on JBAR, and AFA. The members of the PFM
Committee from the Government side have been reconstituted in light of
MOFED’s internal restructuring and a revised TOR prepared and is being
discussed with in MOFED.

> Integrated Planning and Financial Management Information Systems
(IPFMIS): With financial support from the European Union, hiring of
consultancy service for implementation supervisor finalized. As the consultant is
already in place; he is expected to finalize bid documents for the purchase of
equipments for IFMIS infrastructure. IFMIS implementation is going to
commence before the end of FY 2004/05

» A program of annual Fiduciary Assessments has been initiated (the first annual
FA is discussed below).

> Agreement on a strategic plan linked to Expenditure Management and
Control Program (EMCP) - a strategic plan of EMCP, vital to coordinating and
monitoring progress on public financial management reform, has been revised and
submitted for MoCB along with an annualized EMCP Action Plan. The challenge
will be ensuring the capacity to fully implement the program, at both local level,
and in terms of retaining sufficient staff.

2 The package of reforms includes the introduction of new chart of accounts for budgeting and reporting, use of
a computerized Budget Information System (BIS) and Budget, Disbursement and Accounting System 3 (BDA 3)
and the introduction of modified cash basis/ double entry accounting systems
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» A target for EFY 1997 in the SDPRP matrix is to reduce audit backlogs to one
year, i.e. completion of the audit for EFY 1994. Accounts for EFY94 have been
closed and submitted to the Office of the Federal Auditor General, although the
audit itself is only just getting underway.

Challenges: Current challenges in the area of public expenditure management include:

Timeliness and comprehensiveness of expenditure data: this improved dramatically in the
past year (2003/04). However, challenges still remain owing to the need for standardizing
reporting formats at all levels of government until the budget and accounts reform are fully
rolled out across all levels, coupled with the capacity constraints at the local level. However,
it needs to be recognized that the structure of the government sector inevitably raises
challenges in expenditure reporting, as it does in any Federal system, including consolidating
three layers of expenditure (for Federal, 11 Regional and more than 600 woreda
administrations).

Apparent divergence between budgets and reported actual expenditure: This is due in
part to the variance in spending on donor-financed projects relative to projected levels. As
noted in the section below on aid management, improving the predictability of aid, and
completeness of reporting, would help reduce divergence between budgets and reported
actual expenditures. In addition, specialized tracking studies can help better understand the
reasons for variance between budgets and actual spending.

The first Joint Budget and Aid Assessment in September-October 2004, highlighted some
of these issues as well as: (i) debt strategy post-HIPC; (ii) the relationship between block
grants and specific - purpose grants; (iii) the apparent variance between budget and reported
actual spending within some sectors — especially health; and (iv) the balance between capital
and recurrent spending, and implications for future recurrent cost implications.

Finally the government and donors are jointly undertaking a Fiduciary Assessment (FA).
The objective of the Fiduciary Assessment is to provide a comprehensive view of the
strengths and weaknesses of public financial management and procurement systems. The FA
will consolidate existing diagnostics (the CFAA/CPAR, World Bank-IMF’s AAP, donor
reviews) and then will perform a “light-touch” update. Comparative reviews of regional
systems will also be undertaken. Finally qualitative reviews of EMCP reform processes will
be undertaken by analyzing the changes in performance resulting from particular
interventions. The Fiduciary Assessment was just being finalized as this APR was drafted,
and will inform public programs that constiute part of SDPRP II.

1 Since the closure of the accounts was the bottleneck in reducing the backlog, the main obstacle has been
overcome, and closure of accounts for EYY 1995 and 1996 can be expected before the end of the first quarter of
EFY 1998 thereby eliminating the accounts backlog at that point. In addition a directive will be issued in FY98
setting a time limit for the Auditor general to report on closed accounts once they are received.
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4.5. Foreign Aid and Aid Management Issues

Total foreign aid disbursed during the 2003/04 Fiscal Year is estimated at about Birr 7,965
million (US$926.5 million) which is higher than the level originally forecast, (US$793
million) for the year under consideration, and substantially higher than the previous year.
(Note that these numbers do not include food aid or emergency relief).

It 1s important to note that the external finance flows depicted in Table 7 below represents
information on disbursements received by the government from donors and includes much
external finance flow that does not pass through the annual budget. By way of comparison,
the budget outturn for 2003/04 shows about 5,416 million Birr or about US$630 million, in
foreign aid (budget support plus project funding); suggesting that at least one-third of aid is
not captured in the budget data. The reasons for this are multiple, some of it is accounted for
by loans for infrastructure financing to public utilities which are not budgetary bodies, credit
lines for micro finance and the private sector, and aid to agencies (such as the power sector).
While there has been some improvement in the share of funds passing through the budget in
recent years, there is still a way to go in convincing all donors to coordinate through the
budget mechanism rather than pursuing parallel mechanisms.

Table 7: Estimated Foreign Aid Flows 2001/02-2003/04
Value in Million ETB unless otherwise specified

2001/02 2002/03 2003/04
Item Actual
External Grants 2343 2352 5084
External Loans 5235 3601 2881
Total 7578 5953 7965
Total in Million $881 $692 $926
$USD(Approximate)

Aid processes have been streamlined in the recent past, and an increasing share of assistance
has been provided as direct budget support, amounting to $296 million in 2003/04, or about
31% of total disbursements for the year. This figure is expected to increase to around $379
million, in 2004/2005. A major step forward has been the move to Joint Budget Support;
with a group of major donors (the World Bank, the European Union, DfID, Canada, the
African Development Bank, Ireland, Germany, and Sweden) engaging in a unified dialogue
with government in common support of the SDPRP. Besides, the government and donors are
preparing a Memorandum of Understanding, intended to guide actions and processes relating
to budget support; and an Aid Management Platform is being developed, which would help
strengthen aid information flows.

There are still difficulties caused for Ethiopia by the unpredictability of aid, and lack of
information - both on expected aid flows and actual spending. The unpredictability makes it
difficult for the federal government to deliver promised resources to Regions and Ministries;
and the lack of adequate information makes it difficult for government to determine how
much of its own resources it should allocate to different activities.
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The discussion under the Memorandum of Understanding is expected to address issues
related with the importance of donors aligning with the financial calendar, making multiyear
commitments wherever possible, and not allowing bilateral agreements to specify additional
processes outside of the MOU. Donors have agreed to indicate budget support intentions by
September each year for the following budget year, and to try to confirm them early in the
year following issuance of the APR.

Finally, it is important to recognize that despite the increased level of aid inflows in the past

year, significantly, more will be needed to finance the essential human services and
investments needed to enhance growth and reduce poverty and achieve MDGs.
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V. Sectoral Performance and Developments

5.1. Agriculture, Rural Development and Food Security

Smallholder peasant agriculture remains a pillar for poverty reduction and economic growth
in the country. Nevertheless, the sector still suffers from a set of constraints that result in
both low and erratic agricultural growth. Reversing the situation through appropriate policy
measures and well articulated development interventions are central to the SDPRP. The rural
and agriculture centred development strategy serves as a means of ensuring rapid economic
growth, enhancing benefits to the people, eliminating the country’s food aid dependency, and
promoting the development of the market oriented economy.

Growth in agricultural GDP of 19% in 2003/04 exceeded the target of 14%. Growth in
agricultural incomes will only be measured once the HICE data become available next year;
however the large increase in output has certainly increased consumption of most rural
households in the past year. Also, as a result of the good harvest food grain prices fell,
improving the welfare of the large share of the poor who are net purchasers of food.

The main elements of the SDPRP agricultural program include improved research and
extension packages for Ethiopian farmers, expanding irrigation (mostly through the food
security program), a major farmer-training exercise, and fertilizer reform. The government is
strongly committed to private sector development of agricultural markets. The Government
has endeavored to create enabling environment for the private sector through increasing
domestic credit channeled to the private sector and subsequently ensuring functioning credit
markets. The on-going land certification has also helped improve security of land tenure and
transport linkages.

Major achievements during the 2003/04 FY include:

» Production of food grains increased to 103 million tons, an increase of about 39%
over 2002/03;

» 156,400 tons of coffee and 156,000 tons of pulses and oilseeds were exported during
2003/04. Coffee export performance (in terms of volume) was over 24% higher than
the previous year (2002/03) while earned revenue from coffee stood at USD 223.5
million (over 35% increase compared to the 2002/03 level);

» Fertilizer use rose to 322,938 MT, an increase of 16% over the previous year;

» 4.5 millions farming households adopted improved extension packages, against the
planned 4.1 million

> New irrigation works are estimated to have benefited some 324,000 households'*

» 204,032 quintals of quantity of improved seed sales realized; an increase of 28% over
the previous year.

14 Based on 250,000 reported under the food security initiative, and 74,000 under the Ministry of Water — this
does not include additional irrigation under NGO and other rural development projects.
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Rural Land Tenure:

» Certificates of land use holdings issued for more than four million farming

households in the major regions.
Agricultural Extension and Research:

» The agricultural technical and vocational education and training program aims at
providing 55,000 skilled development agents in five-year period, of which 37,482
trainees were enrolled, and about 17.2% have already graduated.

» The agricultural research and extension programs, which aim at adapting and
generating, demonstrating, disseminating and utilizing agricultural technologies in a
view to increased productivity and income on sustainable bases. The new arm of the
extension program is the Farmers Training Center, which is the more decentralized
extension institution; about 4,000 Farmers Training centres (FTCs) constructed in the
past year, far exceeding the target of 600.

» 46 technologies were released for use, against the planned 30 technologies.

» The agricultural commodity development plan identified more than twenty high-
value marketable agricultural commodities, and to apply them under the
diversification-based specialized farming system, in order to improve the livelihood
of farmers and significantly contribute to the export economy.

» Over 3,000 trainers provided with training in promotion and implementation of
agricultural commodity development -specialization and diversification-plans.

Agricultural Market Reforms:

» Efforts to have extension staff focus on technical support to farmers (a shift from
direct input distribution and credit administration) in the four major regions,
which planned for 85%, have been achieved ahead of the SDPRP schedule.

The Warehouse Receipt Scheme has been designed; the system is in place,
implementing agency established and preparation for piloting completed.

Terms of Reference for the Fertilizer Sector Study have been finalized, and the
study is to be launched in the next few months.

600 cooperatives were restructured and newly established, as planned.

In the coming year, the government also intends to articulate plans to phase out
the regional credit guarantees, in a manner to be phased out with strengthening in
parallel the capacity of cooperatives and the private sector to cover these services.

A\

VYV V

In addition there was a major institutional reorganization of the Ministries of Agriculture and
Rural Development in the year under review. This, together with the on-going
implementation of the Public Service Delivery Policy (PSIP) at the Ministry and related
agencies is anticipated to yield improvement in critical services, although it is too early to
judge results yet.

Despite good information on inputs in the system, there is little way of measuring the
effectiveness of these interventions in increasing farmers' output and incomes. Work in the
coming year will focus on strengthening M&E systems to better capture the impact on
farmers, although it needs to be realized that measuring these effects is always difficult, in
any country, because agricultural outcomes are affected by many factors apart from
government programs, including weather and the behavior of farmers.
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It is clear that the process of agricultural transformation remains a significant challenge. The
government is addressing this not just through its agricultural and food security programs,
but also through major investments in education and in rural infrastructure — especially
roads- and encouraging the development of robust private markets. It has to be recognized
however that these processes will take time to have an effect on productivity and output.

Public Spending: According to the preliminary consolidated out-turn; overspending
(108.3% of the budget) was recorded for agriculture and food security in the past year. As is
evident this information does not capture the broad rural development sector as it may fall in
other related sectors and sub sectors. Note that it is difficult to clearly track spending, which
falls under multiple levels of government (for example much is spent out of block grants),
different program instruments, and under a wide variety of agencies and sub-sectors. As
indicated there is an obvious need for improving the M&E system of Agriculture and Rural
Development. A public expenditure review/analysis focused on rural development (including
the coverage and scope of rural development), including food security expenditure is
proposed to commence in 2005.

Rural Finance Strategy: The need for fostering and enhancing micro-finance institutions is
highlighted in the Rural Development Strategy. Some 23 micro-finance institutions were
established and operating throughout the country by end June 2004, serving some 800,000
clients. Despite these developments, however, efforts have to be geared in a coordinated
manner to strengthen MFIs and rural credit and saving institutions with regard to their legal
and institutional arrangement as well as building their capacities.

During the past year government adopted a Micro-Finance Strategy, aimed at strengthening
the legal and institutional framework for MFIs, and building their capacity. Among other
elements the strategy includes:
» Establishment of a separate division in the National Bank of Ethiopia to
supervise, regulate and license MFIs, to ensure their soundness and development;
» A 7 year Strategic Plan has been developed for MFIs, coordinated by
Development Bank of Ethiopia and run by Program Management Committees
from wvarious institutional stakeholders, to oversee and coordinate activities
related to MFIs development. The program activities broadly involve two major
categories, namely:
(1) Extension of credit to micro and rural financial institutions and equity
participation, and
(i1) Capacity building for all stakeholders.

Food Security and Safety nets: A major development in the past year has been the launch
of the new Coalition for Food Security. At the root of the program is transforming Ethiopia
away from reliance food aid to a more sustained combination of productive solutions to food
insecurity, combined with a systematic safety net program for the poorest. The program is
aimed at addressing the immediate needs of over 5 million chronically food insecure
households on a continuous basis.
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A significant achievement in 2003/04 has been the development of the Productive Safety
Nets Program. The plan represents a major shift from relief aid to a combination of
productive safety net transfers (for example by employment of the poor on labor-intensive
works), and unconditional transfers to those such as the elderly, disabled, or orphans who are
unable to work. It also represents a significant shift from food to cash transfers, and
embodies an emphasis on promoting productive behavior. A document outlining the main
features of the plan was developed in July, and a sub-budget line for the safety net program
has been included in the federal budget. A major challenge is going to be rolling the
program out in one step to all 5 million potential beneficiaries. Part of the work at the
moment is in developing contingency and support measures to support implementation and
address challenges as they arise.

The Food Security Program: A significant departure was made in the food security budget
line during the 2003/04-budget allocation. The food security budget from treasury, which
used to hover around 150 million annually during the years preceding 2003/04, increased to
Birr 1 billion for the first time in 2003/04. The budget on food security from treasury
doubled (Birr 2 Billion) during 2004/05.The funds are passed as grants to the Regions and
woredas to support a combination of measures, including irrigation and water harvesting,
promoting ‘food security packages’ aimed at diversifying income through small-scale
agricultural and commercial activities, promotion of seeds and marketing for higher-valued
crops, and voluntary resettlement from food insecure areas to more productive ones.

The experience in the first year has been mixed. Different Regions have tried different
strategies, with some relying more on the productivity packages and irrigation, and others
more on resettlement. About 79,000 households have been resettled to about 81 sites; and
water harvesting and ground water schemes benefited about 250,000 households. It is too
early to assess the effectiveness of these interventions, and monitoring and evaluating the
outcomes will be a major need in the coming year. The Monitoring and Evaluation (M&E)
design process for Agriculture and Rural Development is underway. With respect to
resettlement, the social and environmental risks need to be carefully managed to avoid
hardship to settlers. Social and environmental risk mitigation guidelines have been
developed, and further work is needed to make them operational by the start of the 2004/05-
resettlement program, and to ensure that they are universally applied.

The two programs are meant to be complementary: the Food Security Program primarily
targets community assets, while the SNP primarily targets household assets. They are also
connected through targeting approaches (people who benefit from one program would also
have access to the other), and through a combined M&E system, which is integrated. A
major challenge for both in the coming period will be the implementation capacity at local
level as the programs rolls out.

A final issue is that the level of budgetary support for the new coalition for food security
remains lower than expected, and further dialogue is needed with donors to follow up on
their commitments. Also, given the speed of implementation, tracking finances and spending
still requires additional effort.
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5.2. Education

This brief report highlights the major activities accomplished in the second year of ESDP II
i.e. July 8, 2003 to July 7, 2004 incorporating the targets set and policy actions identified in
the SDPRP Matrix (A more detailed report is attached as Annex). There has been tremendous
success in expanding schooling at primary, secondary, and post-secondary levels in the past
year. There remain major challenges in upgrading quality under the pressure of rapid
expansion, but as described below, a large number of programs and policy measures are
being pursued to address these concerns.

Targets and performances during 2003/04

Major highlights of performance during 2003/04 are outlined below.

» Gross enrolment rate at primary level (grades 1-8) for the country as a whole
reached to 68.4% in 2003/04, above the target set for the year of 66%.
Disaggregated by gender, GER for girls was 59.1% and for boys 77.4%; the
targets being 57 and 75% respectively. Accordingly the Gender Parity Index
(GPI) was 0.76 as targeted. Therefore, all access indicators show progress
compared to the results of 2002/03.

» The national GER for secondary schools (Grades 9-10) was 22.1% in 2003/04,
which is 6.1% above the target set for 2004/05.

» Textbook/pupil ratio for core subjects for grades 1-8 is estimated to be 1:1.5.
However, A TOR has been prepared to undertake a quick survey on
textbook/pupil ratio for core subjects in order to have a baseline data for future
monitoring.

» The pupil: teacher ratio for 2003/04 has reached to 65, although the target was 63.
This is because the demand for education has increased to the extent that the
provision of teachers could not grow with the same pace.

» About 26,556 students were admitted to higher education in 2003/04 as planned.

The outcomes of education are harder to measure. A National Learning Assessment was
carried out this year for grades 4 and 8; the results are not yet released, but the outcome of
the assessment will be an input for policy decisions, for the improvement of educational
inputs, quality, management and supervision and support. Table 1 in Chapter 1(the block on
education) summarizes some key results for the year under consideration (2003/04).

28



Measures Taken During the Past Year (2003/04)5

» Primary school curriculum has been evaluated and revised based on the
recommendations and ideas collected from communities, teachers, educators, and
students;

» Education Sector Development Programme Implementation Manual (PIM) revision is
completed; including a new sector review calendar aligned with national
budget/financial calendar;

» Design options and guidelines for primary school construction with lower unit costs
and community participation have been issued to regions;

» A three-year fast track strategy has been developed in consultation with the regions in
order to improve access in the pastoralist and semi-agriculturalist regions;

» The second national learning assessment was carried out for grades 4 and §;

» Annual Review Meeting (ARM) for Education from March 15-17, 2004. Government
and donors agreed on major undertakings during the ARM 2004; which cover all of
the areas of quality enhancement discussed in this section.

» Key performance indicators and targets are being prepared along with the preparation
of ESDP III, drawing on findings of the ARM, the MDG Needs Assessment and
recent Education Country Status Report. This shall be finalized and sent to Regional
Education Bureaus and Woreda Education Offices;

» Analysis of teacher supply and demand situation has been carried out. The strategies
to meet the requirement has been incorporated in the Education- MDG Needs
Assessment Report;

» Alternative Basic Education is now fully accepted as part of a strategy to address the
low enrolment problem. The construction of Alternative Basic Education Centres
closer to the community encourages out-of-school children and children from
pastoralist communities to attend school;

» To help upgrade quality quickly a national “Teacher Education System Overhaul”
is being implemented; including: (i) new curriculum was introduced in all teacher
training institutions; (ii) an advanced diploma program has been initiated for teacher
trainers; (iii) a distance teacher education program was specifically designed to
upgrade the unqualified teachers; as a result about 17,000 teachers have graduated in
2003/04 raising the proportion of qualified teachers in the second cycle to over 70%.;
(iv) an “English Language Improvement Program” has been launched in the last two
years focusing on improving the language skills of teachers;

» The Guideline for Organization of Educational Management, Community
Participation and Educational Finance has been implemented throughout the country.
Education and Training Boards have been established in woredas and kebeles. Parent
Teachers Associations are operational in all schools. These have made it possible for
communities to own and administer schools, and contribute in cash, labour and skill
for the betterment of schools;

» About 362 secondary school and TVET directors and supervisors were trained to
build capacity for school administration, professional support, and teacher
supervision to ensure that there is quality teaching learning process;

' Note these measures are described in more depth in Annex --.
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» To compensate for the strains introduced with decentralization, building the capacity
at woreda level was given due attention in 2003/04. Over 3,000 education personnel
drawn from all 600 woredas were trained in educational management, planning,
monitoring and supervision.

Monitoring and Evaluation: There is an elaborate M&E system in place: an EMIS
(Education Management Information System) takes data from school level up to national
level. Coordination mechanisms such as the Joint Review Mission and the Annual Review
Meeting are in place. There is a regular education donor meeting, as well as monthly
meetings between MoE and donors, there is a central steering committee and regional
steering committees are in place (not in all regions as yet). Lack of or delays in getting
education budget and expenditure data in the regions and Woredas remains a drawback in
monitoring the sector’s outcome /output and progress both from budget allocation priorities
and utilization.

HIV/AIDS and Education: HIV/AIDS has a multifaceted impact on the demand for and
supply of education. Therefore the education system has to respond to this. Accordingly,
following the establishment of National HIV/AIDS council, MOE organized HIV/AIDS task
force. HIV/AIDS education is integrated in the curricula at all levels. Anti-AIDS clubs are
established in schools. Training workshops were conducted for anti-AIDS clubs and a
guideline on how to facilitate and conduct anti—AIDS clubs was produced and distributed to
schools.

A study was conducted on the impact of HIV/AIDS on the education sector. Based on the
report, activity is underway to further strengthen integration of HIV/AIDS education in the
curricula of various school subjects. A comprehensive source book on HIV/AIDS education
has been developed for teachers. HIV/AIDS education booklets are prepared as readers for
secondary schools.

Overview of Challenges

The number of students has been increasing from year to year. However, the number of
classrooms as well as teachers has not been able to grow with the same proportion. This has
resulted in large class sizes and high student-teacher ratios, affecting the quality of the
teaching/learning process. There is also a need to print and effectively distribute more
textbooks so that every student gets a copy of textbook for each core subject. The
government is acutely aware of the challenge of increasing quality to overcome this shortfall,
and many of the measures described above are designed to do this.

In order to address these challenges, communities are being encouraged to construct low cost
primary schools. Besides expanding regional teacher training institutes (TTIs), private TTIs
are now flourishing in the regions producing primary school teachers. The regular TTIs have
also started opening extension classes giving opportunity to thousands of students to be
trained as teachers with heir own expenses. Therefore, although not yet sufficient, the supply
is increasing and regions are now making use of these sources to hire teachers. Generally,
great effort and resource is required to reduce the class size and teacher pupil ratio from 74
and 65 respectively to 50.
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Dropout rates also remain high, limiting the effectiveness of schooling. The dropout rate for
primary in 2002/03 was 19.2%. At national level, 31.5% of pupils enrolled in grade 1 in
2002/03 have left school before reaching grade two in 2003/04. Students’ dropout of school
due to in-school and out-of school factors, and reducing the dropout rate is a major challenge.
Many of the on-going measures are geared to improve quality in order to reduce dropouts
and improve quality.

Although overall primary enrolment has significantly increased, coverage of primary
education is marked by regional and gender disparities. At one extreme are the Addis Ababa
and Harari Regions where in 2003/2004 the GER was as high as 142.6% while the GER for
Afar and Somali regions in the same year was as low as 14.8% and 15.1% respectively.
Therefore, the gap between the lowest and highest performing regions is 127.8 percentage
points. Likewise, the gender gap in GER for primary education is high in favour of boys with
a gender pari