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This report is based on discussions held during September 28—October 1 and
October 29-November 1 in Amman, Jordan, and October 16 and 19 in

Washington, D.C. Staff met with Minister of Finance Jabr Al-Zubaydi, Governor of
the Central Bank of Iraq (CBI) Al-Shabibi, Minister of Oil Al-Shahristani, other
senior officials, and representatives from the banking community. The staff team
comprised Messrs. De Vrijer (head), Grigorian, and Kock (all MCD), Frécaut
(MCM), and Ms. Oliva-Armengol (PDR). The mission was assisted by Mr. Ibrahim
(Resident Representative, based in Amman).

The Iraqi authorities request a Stand-By Arrangement in support of their program for
2008 outlined in the accompanying Memorandum of Economic and Financial
Policies. The main objectives of the program are to maintain macroeconomic
stability, facilitate higher investment and output in the oil sector, and to move forward
with key structural reforms that were initiated under the predecessor arrangement.
Access is proposed at SDR 475.36 million (40 percent of quota), and the arrangement
would cover a fifteen month period through March 2009. The authorities intend to
treat the arrangement as precautionary.

Iraq continues to avail itself of the transitional arrangements under Article XIV.
The Fund is conducting a review of Iraq’s foreign exchange regulations. The de facto
exchange rate regime is a crawling peg to the U.S. dollar.

Data provision is broadly adequate for program monitoring, but there are some delays
in data provision and weaknesses that hamper economic analysis.

The authorities are expected to continue their practice of publishing the staff report.
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EXECUTIVE SUMMARY

Iraq’s performance under the program supported by the 2006-07 SBA was good,
especially in light of the difficult circumstances. The fiscal stance was successful in
containing current spending, but fell short in the implementation of the ambitious investment
program, which, combined with the difficult security situation, prevented the envisaged
expansion of oil output. Rising oil prices, however, more than offset the production shortfall,
thus helping to preserve fiscal sustainability. High inflation was sharply reduced by
appreciating the exchange rate, tightening monetary policy, and controlling current
government spending. CBI policies also helped to reduce dollarization, and the accumulation
of net international reserves exceeded expectations significantly.

Progress has also been made with structural reforms, although much remains to be
done. Achievements include sharply adjusting domestic fuel prices and all but eliminating
direct budget subsidies on fuel products; enacting legislation to allow importation of fuel
products by the private sector; amending the new pension law to make the pension system
fiscally sustainable; bringing the chart of accounts and budget classification in line with the
GFSM 2001; modernizing the payment system; and strengthening the accounting and
reporting framework of the CBI.

The Iraqi authorities have requested a successor SBA to build on the achievements of
the program supported by the current arrangement. Access is proposed at

SDR 475.36 million (40 percent of quota), and the arrangement, which will be treated as
precautionary, will cover 15 months through March 2009.

The main objective of the new program is to maintain macroeconomic stability,
facilitate higher investment and output in the oil sector, and move forward with key
reforms that were initiated under the current arrangement. The 2008 program envisages
an increase of oil output to 2.2 mbpd, and overall GDP growth to reach 7 percent. Annual
consumer price inflation is targeted to decline to 12 percent. The 2008 government budget
makes room for sizable investment while maintaining fiscal sustainability and the continued
avoidance of direct fuel subsidies. Key structural reforms under the program include the
strengthening of public financial management and the accounting framework of the CBI; the
restructuring of the two largest public banks; and strengthening governance in the oil sector.

With the current favorable world oil price outlook and assuming a gradual increase in
oil export volumes, the overall fiscal position would be sustainable. There is, however,
little room for fiscal slippage and raising oil output is critical. Debt sustainability would be
achieved when the third tranche of the Paris Club debt rescheduling (20 percent in NPV
terms) is triggered upon completion of the final review of the proposed SBA and progress is
made in rescheduling the remaining debt from non-Paris Club official creditors on
comparable terms.



I. INTRODUCTION

1. A Stand-By Arrangement (SBA) for Iraq was approved on December 23, 2005 in
an amount equivalent to 40 percent of quota (SDR 475.4 million). The arrangement
originally ran through March 22, 2007, but was extended twice. The first extension to
September 28, 2007, was to allow more time to reach program objectives and implement
reforms, while the second extension to December 28, 2007, served to keep a policy
framework in place during discussions for the requested successor SBA. Reviews for the
program were concluded on August 2, 2006 (first and second reviews), March 12, 2007
(third and fourth reviews), and August 1, 2007 (fifth review). This precautionary SBA
supported a program aimed at maintaining macroeconomic stability, paving the way for
sustainable growth, and achieving external debt sustainability.

2. The Paris Club agreed on November 21, 2004 to reduce Iraq’s debt by

80 percent in net present value (NPV) terms, to be achieved in three stages. The first and
second stages each comprised a 30 percent debt reduction in NPV terms and went into effect
in November 2004 and in December 2005, respectively. The final stage will comprise an
additional 20 percent debt reduction, conditioned on completion by end-December 2008 of
the final review of the third year of one or more upper credit tranche arrangements with the
Fund.

3. The International Compact with Iraq, an initiative of the Government of Iraq
for a new partnership with the international community, was formally endorsed on
May 3, 2007. The Compact aims to put in place a medium-term framework for
comprehensive political, security, and economic reforms. The Fund’s main contribution is
through preparation of the medium-term macroeconomic framework of the program
supported by the SBA.

4. Despite serious difficulties, the authorities have demonstrated their commitment
and ability to implement macroeconomic-policies and advance structural reforms.
Under the SBA they used appropriate monetary and exchange rate policies to bring down
inflation; implemented fuel price adjustments; contained the wage and pension bill to make
budgetary room for investment and priority social spending; and advanced structural reforms
in public financial management and central bank operations. However, the macroeconomic
situation remains fragile, economic growth has been below target, and many reforms are
unfinished. The authorities therefore propose a successor SBA-supported program to
consolidate macroeconomic stability and advance their reform agenda.

5. In a letter to the Managing Director, the Iraqi authorities request an SBA in
support of their program outlined in their MEFP for 2008, and the cancellation of the
current SBA (Attachments I and II). The arrangement, which the Iraqi authorities intend to
treat as precautionary, will cover the period from December 2007 through March 2009.



II. RECENT DEVELOPMENTS
A. Political and Security Situation

6. The political consensus has weakened but the government of Prime Minister
Al-Maliki has remained in power. Since April, ministers from the secular Iraqi National
List, the (Sunni) National Accord Front, and the Al-Sadr block have withdrawn from
government. However, despite the political tensions, key ministers have remained in place,
including the ministers of finance and oil.

7. The security situation continues to hamper economic recovery. After a dramatic
deterioration in security in 2006, there are signs of improvement this year. The situation,
however, remains difficult and the economy continues to suffer from the violence. Although
most parts of the government are functioning, the security problems are straining its capacity
to develop and implement policy.

Figure 1: Violence Indicators, June 2003—October 2007
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8. The number of displaced persons has increased and poverty is worsening. The
United Nations’ refugee agency estimates that in September 2007 more than 2.2 million
Iraqi’s were internally displaced, up from 1.9 million in April. Another 2.2 million have fled
the country, mostly to neighboring Syria (1.2—1.4 million) and Jordan (0.5-0.75 million). The
deteriorating living conditions have resulted in the emigration of professionals and skilled
labor, hampering economic development and reconstruction efforts. Iraq’s statistical agency
estimates that 43 percent of the Iraqi population lives on less than $1 a day, with much of the
poverty due to the high rate of unemployment.



9. Corruption remains a serious problem. Transparency International lists Iraq
second-lowest among 179 countries surveyed for its 2007 Corruption Perception Index. The
authorities are well aware of the problem and have taken up the challenge of fighting
corruption, which had become entrenched after decades of authoritarian rule. The Board of
Supreme Audit has taken a more active stance in auditing ministries and government
agencies, a National Integrity Commission has been set up, and the maximum amount at
which procurement decisions can be made at the ministerial level has been lowered
significantly from what it was shortly after the war.

B. Developments Under the Current SBA

10. The main objective of Iraq’s first SBA-supported program was to maintain
macroeconomic and financial stability, while undertaking sufficient investment to
secure the basis for sustainable growth over the medium term and improving
governance. Performance under the program was good, especially in light of the unstable
political and security situation, although growth has remained below expectations:

J The very difficult security situation combined with slow implementation continued to
impede the pace of investment, thus preventing the envisaged expansion of oil output.
Although oil output has reached 2.1 million barrels per day (mbpd) in recent months,
average production for 2007 is unlikely to exceed 2 mbpd, broadly unchanged from
2006. Oil exports have increased slightly in recent months, partly on account of
resumed shipments through the northern pipeline to Turkey, and are projected to
reach 1.6 mbpd this year, compared to 1.5 mbpd in 2006. Overall economic growth
reached 6.2 percent in 2006, but is projected to decline to 1 percent this year, with oil
production flat and indicators of non-oil activity pointing to a slowdown.

o The fiscal program was successful in containing current spending and preserving
fiscal sustainability, but fell short in implementing the ambitious investment program.
The wage bill and other current spending were kept under control, which has helped
to contain underlying inflation pressures. The authorities put on hold the
implementation of a fiscally unsustainable new pension law until 2008, after
corrective amendments that will make the pension system sustainable were adopted in
October 2007. Investment spending was below target due to a combination of
political, security, and administrative factors, although there has been a pick-up in
2007. On the revenue side, higher crude oil export prices compensated for the
shortfall in oil production. These developments combined to generate a budget
surplus of 12 percent of GDP in 2006 and a small projected surplus of 1'% percent in
2007 (taking into account the adverse impact of the appreciation of the dinar on oil
revenue), while DFI balances grew to $12.1 billion by end-October 2007.

o Inflation was brought under control with a policy package including exchange rate
appreciation, tight monetary policy, and control of current government spending.
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Box 1. Shortfall and Offset in Iraqi Oil Exports

Production and export of crude oil have been lower than expected under the SBA-supported
program. In December 2005, crude oil production and exports were expected to reach 2.25 and
1.65 mbpd, respectively, in 2006 and 2.7 and 2.1 mbpd in 2007, which was revised to 2.3 and 1.7
mbpd at the time of the third and fourth reviews, in March 2007. These targets have generally not
been met, except in recent months, when both production and exports have picked up.

The shortfall in oil production has been offset by higher world market prices and a lower
discount for Iraqi oil. The average monthly world market price for crude oil (an average of three
benchmark prices published in the World Economic Outlook) increased by 20 percent in the period
January 2006—August 2007 compared to 2005. The average price of Iraqi oil increased by

27 percent in the same period, partly due to a decline in the discount on Iraqi oil of about $2 per
barrel. The lower discount partly reflects a higher share of Iraqi exports to markets in Asia, which
pay a higher price for the heavier and more sulfur-rich Iraqi oil than U.S. and European markets.

Iraq: Crude Oil Production and Exports, January 2005-September 2007
(Inmillion barrels per day)

Irag: WEO and Iragi Crude Oil Prices and Discount for Iragi Oil
(In millions of U.S. dollars)

Program Realization

($61.75) (§64.40) ($54) (564.22)

2006 2006 2007 2007

0.50
Jan-05  Apr05  Jul05 ~ Oct05 Jan-06 Apr-06  Ju-06 Oct06 Jan07  Apr07  Jul-07 Source: GBI and Fund staff calculations, Blraqi export price B Iraqi discount
Sources: Iraqi authorities and Platts.

Note: WEO crude ol price in brackets. 2007 realization is through August.

Higher prices offset about two thirds of the production shortfall in 2006, while in 2007 higher
prices more than offset for the shortfall. In 2006 higher world market prices and a lower
discount combined to compensate $2.4 billion Iraq: Shortfall and offset in oil export revenues

of the $3.7 billion shortfall due to lower than (in millions US dollar)

expected production, leaving a cash deficit of

$1.3 billion compared to program projections. 2006 2007
In 2007 the offsetting factors, in particular
. . Shortfall 1/ 3,730 3,128
h%gl'ler world market prices, genprated $7.1 Offset, of which 2441 7132
billion to compensate a production shortfall of Higher world market price 1,404 5,633
$3.1 billion. Without the offset of higher world =~ Lower Iragi discount 1,037 1,499
. . Cash deficit /surplus -1,289 4,004
market prices and a lower discount the
production shortfall would have depleted the DFI balance
DFI by the end of 2007. This illustrates how Realized / projected 8,624 9402
Without offset 6,183 0

fragile Iraq’s public finances have been in

recent years and underscores the urgency to 1/ Calculated as the difference between projected and
raise oil output. realized export volumes times the projected export price.
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Figure 2: Fiscal Developments, 2004—07
(In percent of GDP)
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Annual inflation jumped from 32 percent at end-2005 to 65 percent by end-2006,
mainly because of violence-related fuel shortages. The CBI responded by letting the
exchange rate of the dinar to the dollar appreciate by 16 percent since

November 2006 to ID 1,232 by end-October 2007, and by raising its policy interest
rate in two steps to 20 percent as of January 2007. These policies, together with
measures to reduce fuel shortages, helped bring down consumer price inflation to
20 percent, and core inflation (excluding fuel and transportation) to 16 percent by
October 2007. Annual inflation is expected to remain below the target of 25 percent
by year-end.

Figure 3: Annual Consumer Price Inflation, August 2004—October 2007
(In percent)
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The tight monetary and exchange rate policies also helped to reduce dollarization,
while accumulation of net international reserves exceeded expectations. Real demand
for dinar currency in circulation expanded by 9 percent between end-November 2006
and end-August 2007, after it had fallen by 37 percent between end-December 2005
and end-November 2006. Also, in 2007, cash sales of dollars at the foreign exchange
auction—a key indicator of dollarization—were substantially below 2006 levels.
Dollar sales for bank transfers, which largely represent the financing of imports and
the increasingly important remittances to Iraqi refugees abroad, recovered quickly in
early 2007 and have remained well above 2006 levels since then. This did not signal
increased pressure on the exchange rate as increased sales of dollars by the
government, reflecting efforts to increase the execution rate of the investment budget,
enabled the CBI to accumulate reserves well in excess of program expectations,
bringing net international reserves of the CBI to $25.5 billion by end-October 2007.
The CBI absorbed excess liquidity by using its standing deposit facilities, issuing
CBI-bills, and, in September 2007, increasing the required reserves ratio on
government deposits from 25 percent to 75 percent. Despite improved
macroeconomic management, considerable reserve accumulation, and lower inflation,
Iraq’s internationally traded bond has underperformed, suggesting that investors are
pricing in a higher country risk premium.

Figure 4: Real and Nominal Exchange Rates, January 2004—August 2007

(Index, Jan 2004=100)
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Sources: The Iraqgi Authorities and Fund staff calculations.
1/ Increase denotes appreciation.
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Figure 5: Daily Foreign Exchange Sales and Nominal Exchange Rate
May 2006—September 2007
(In thousands of U.S. dollars and ID/$)
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Figure 6: J.P. Morgan EMBI+ Composite and Iraq Bond Indices, January—October 2007
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1. All quantitative performance criteria under the SBA through June 2007 were
met, but one structural performance criterion was missed. Staff will inform the Executive
Board on the outcome of the end-September quantitative performance criteria before Board
consideration of the successor SBA. The security situation has caused further delays in
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conducting the census of public service employees, and the data collection phase of the
census was not completed by end-November as planned.

12.

Progress has been made with structural reforms, despite the lack of security and

capacity constraints:

13.

Prices of domestic fuel products were increased significantly and brought in line with
those in other oil-exporting countries in the region. Direct budgetary subsidies, which
amounted to almost 13 percent of GDP in 2004, were eliminated in 2007 (with the
exception of a small subsidy for kerosene), while the price adjustments also helped to
fight smuggling.'

Legislation and administrative regulations were enacted to allow importation of fuel
products by the private sector, which has begun in 2007, including in the south.

Amendments to the new pension law were passed by the Council of Representatives
in October 2007. The amendments aim at making the new pension system fiscally
sustainable, notably through a gradual reduction of replacement rates to sustainable
levels.

As part of its efforts to modernize public financial management, the government has
brought the chart of accounts and budget classification in line with the GFSM 2001,
within a cash accounting framework. However, the work on the FMIS was terminated
following the abduction of an external consultant in May 2007, and in light of the
difficulties to align the system to the needs of the Iraqi government.

An audit of the CBI end-2006 net international reserves and the audit of its 2006
financial statements were finalized, and the CBI has begun to address weaknesses in
its accounting and reporting framework. Also, the CBI’s capital was raised to the
statutory level.

The payment system is being modernized, and an up-to-date real-time gross
settlement system and an automatic clearing house are operational. Preparations for
the restructuring of the two largest state-owned banks (Rafidain and Rasheed) are
underway.

Iraq has continued to make progress toward resolving outstanding external

claims. Bilateral agreements have been signed with all Paris Club creditors, except Russia.
Progress has been much slower with non-Paris Club creditors, where Iraq has announced

! Indirect subsidies remain large (estimated at almost 12 percent of GDP in 2006) as domestic refineries receive
crude oil for a fraction of the export price. Total (direct and indirect) fuel subsidies in 2004 were estimated at
30 percent of GDP (IMF Country Report No. 05/294).
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agreements with ten creditor countries.” A special purpose vehicle has been established to
facilitate official creditors desiring to securitize their claims, while avoiding the emergence
of a multiplicity of different securitizations. Iraq has resolved all but about 4 percent of
private creditors’ claims.

14. Data provision has been adequate for purposes of program monitoring, but
weaknesses remain. Oil sector data are readily available, but there is little information on
the non-oil economy. Consumer price data are timely and coverage is adequate (but excludes
the Kurdish region), although the basket of goods is outdated. The CBI has recently produced
a monetary survey, which also excludes the Kurdish region. Fiscal reporting is adequate to
monitor budget execution, but should be more timely.

III. THE AUTHORITIES’ PROGRAM FOR 2008

15. The requested SBA should help the authorities to consolidate and advance the
achievements of the program supported by the current arrangement. In broad terms the
program aims to: (i) maintain macroeconomic stability; (ii) facilitate investment and higher
output in the oil sector; and (ii1) advance priority structural reforms. The program envisages a
2008 budget that makes room for sizable investment while maintaining fiscal sustainability;
the continued avoidance of direct fuel subsidies; the strengthening of public financial
management and the accounting framework of the CBI; the restructuring of the two largest
public banks; and improving governance in the oil sector.

16. The program will have ambitious yet realistic macroeconomic objectives for
2008. Based on the recent upturn in oil production and exports, in particular through the
North, and further progress in executing the investment program in the oil sector, the
program envisages that oil output will increase to 2.2 mbpd and oil exports to 1.7 mbpd in
2008. With a modest pick-up of non-oil growth, overall GDP growth of 7 percent should be
achievable. The program also aims to bring annual consumer price inflation down to

12 percent in 2008. The net international reserves of the CBI are expected to increase to
about $34 billion by end-2008.

A. Fiscal Policy and Related Issues

17. The 2008 budget submitted to parliament envisages a further increase in
investment and a moderate rise in current spending (910).’ The budget is based on a

? Bulgaria, Cyprus, Czech Republic, Hungary, Indonesia, Malaysia, Malta, Romania, Slovak Republic, and
South Africa. The total debt to non-Paris Club official creditors is estimated at $76.8 billion (123 percent of
GDP), of which bilateral agreements have been signed for $6.9 billion. More than 85 percent of unscheduled
debt is to the Gulf countries and China.

3 Paragraph numbers refer to the relevant paragraphs in the MEFP.
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conservative oil export price assumption of $57 per barrel and oil exports of 1.7 mbpd, which
would generate oil-revenues slightly higher than the expected 2007 outturn. Receipt of

$3.75 billion (5.3 percent of GDP) in fees for auctioned mobile phone operator licenses will
provide a one-off boost to revenues. The government intends to limit new hiring, and not to
grant any general wage increases. On this basis, the overall fiscal deficit is expected to
increase to almost 82 percent of GDP in 2008, while leaving sufficient resources in the DFI
to maintain fiscal sustainability over the medium term.* In the event that oil revenue in 2008
differs substantially from the budget assumptions, the government will discuss with the Fund
on how to proceed in order to attain the program objectives.’

18. An ambitious investment program has been prepared for 2008 (Y12). In the oil
sector, the program includes projects to increase production and export capacity in the South
and to better secure the northern export pipeline. Measures are also being taken to speed up
implementation of reconstruction projects that could not be undertaken in previous years, in
particular in the electricity, water and sanitation, health, and education sectors. Total
investment spending is planned to more than double in real terms in 2008, provided that the
security situation allows full implementation of the investment program. The authorities are
aware of the need to ensure the high quality of public investment while taking account of
implementation capacity constraints.

19. The government is determined not to provide any direct budget subsidies on fuel
products, except for a small subsidy on imported kerosene (15). To preserve the cost
recovery gains made under the current SBA, the authorities, with technical assistance from
the Fund, will develop a periodic adjustment mechanism for fuel prices. The MOO will
continue to facilitate private sector fuel imports to further reduce shortages and contain
inflationary pressures.

20. The census of public service employees is underway, albeit with delays caused by
the complexity of the task and the security situation (q14). The authorities are
endeavoring to complete the census by end-June 2008. This will form a basis for an action

* The program contains a performance criterion on the fiscal deficit which is monitored from below the line, i.e.,
budget financing from domestic bank accounts, the DFI and other financing net of amortization. Since
December 2006, the DFI has a subaccount, the Foreign Military Sales (FMS) account, into which funds are
earmarked for spending on military equipment. The program assumes that the lag between the signing of
contracts (and the earmarking of funds into the FMS) and the final execution of the contract (depletion of funds
in the FMS) will not be large and will mainly fall within the same fiscal year. If the lags turn out to be
significantly longer than expected, the fiscal deficit could capture cash outlays from different budgets and could
therefore deviate from the performance criterion. The timing of withdrawals from the FMS is linked to the
timing of contract execution (as opposed to contract signing) and is not under the control of the authorities. This
issue will be revisited at the time of the next review.

> If the government wants to increase spending above the budget limit, it needs to pass a supplementary budget
that will be discussed with the Fund.
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plan to be adopted by September 2008, that will aim at eliminating ghost workers and
computerizing the payroll and eventually at establishing a bank transfer system for wage
payments.

21. Steps are being taken to streamline the social safety net (16). In addition to
enhanced monitoring and improved procurement procedures, the authorities are considering
to limit the rations in the Public Distribution System, and to further limit eligibility of well-
off families. The draft 2008 budget provides for an expansion the coverage of the new cash-
based Social Safety Net, which presently covers about 800 thousand families.

22. The authorities remain committed to strengthening public financial management
(917). Following the termination of the FMIS, the government has requested Fund technical
assistance to help it identify priorities in this area and to develop a reform plan. To strengthen
transparency and accountability, the authorities intend to submit to the BSA, and
subsequently to the Council of Representatives and the public, the final accounts of the
federal budget for 2007 (as required by the 2004 Financial Management Law).

23. The government is preparing a medium-term tax-reform strategy with
assistance from international partners, including the Fund (18). Priority reforms are to
establish an efficient tax system for the oil sector conducive to private sector activities, and
possibly to introduce a sales tax. In the interim period, the corporate income tax will be kept
at 15 percent, and the 5 percent customs duty (reconstruction levy) will be maintained while
exemptions will be reduced.

B. Monetary and Exchange Rate Policy

24. The CBI intends to maintain its present exchange rate and monetary policy
stance, which helps to de-dollarize the economy, until core inflation is firmly under
control (19-20). Although the lack of data and the many structural changes in the economy
preclude an estimation of the equilibrium real exchange rate, it is likely that the improvement
in the terms of trade have resulted in an appreciation of the equilibrium real exchange rate.
With the nominal exchange rate fixed to the dollar until end-2006, the adjustment of the real
exchange rate to its new equilibrium was reflected in persistent high core inflation which was
validated by the pervasive cash dollarization. The still high core inflation rate seems to
indicate that the nominal appreciation of the dinar since November 2006 has reduced but may
not have fully eliminated the undervaluation of the real exchange rate. Therefore, the CBI
will continue the gradual appreciation of the dinar until core inflation has come down to near
single digit levels. Once this has been achieved, the CBI would return to its previous policy
of maintaining a stable exchange rate while continuing to provide the full amount of foreign
currency demanded at the cut-off rate at the daily auction. The CBI will also keep its policy
interest rate at 20 percent until core inflation is near single digit levels. Provided inflation
continues its downward trend, the policy rate could then be reduced gradually, while
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maintaining a positive real interest rate and taking into account the impact on inflation
expectations.

25. The monetary program for 2008 is designed to accommodate the projected
accumulation of net international reserves and a growing real demand for dinars (920).
The floor on net international reserves in the program is set with a sufficient margin to allow
the CBI room to maneuver should monetary conditions change. The CBI will continue to
absorb excess liquidity by issuing CBI-bills and giving banks unrestricted access to its
standing deposit facilities.

26. The CBI is preparing to add new monetary policy instruments to its tool kit
(921). It intends to continue to support a liquid secondary market of tradable instruments by
continuing to sell treasury bills it receives from the MoF as part of the rescheduling of CBI
claims. The CBI also plans to develop a central depository system, while the MoF will
continue with the regular bi-weekly issuance of treasury bills. Restructuring the presently
largely inactive banking system will also help towards developing a secondary market and,
over time, give the CBI the option to conduct open market operations.

27. The CBI will continue its efforts to strengthen its accounting, auditing, and
reporting systems (422). The CBI has made some progress in implementing the
recommendations of the Fund’s ISAR, which covered three of the areas of the safeguards
framework (external audit, financial reporting, and controls). Work on an update of the
ISAR, which will also include the internal audit and legal structure safeguards areas, is
substantially complete. The update identified a number of key actions, including maintaining
proper accounting records and regular reconciliation of CBI accounts, as well as adopting
reserves management guidelines. Also, the external auditor for the audit of the CBI net
international reserves at end-2007 and the audit of the CBI 2007 financial statements will be
appointed before Board discussion of the proposed arrangement, while completion of the
audits will be performance criteria under the program. The authorities also plan to amend the
central bank law, with technical assistance from the Fund.

C. Banking Sector Reform

28. The authorities are convinced that development of financial intermediation is
critical to accelerate economic growth in Iraq and therefore place bank restructuring
high on their reform agenda (929). International auditors will soon be appointed to
undertake operational and financial audits of Rafidain and Rasheed, the two largest banks,
that are scheduled to start in early December 2007 (prior action) and should be completed by
end-April 2008. The terms of reference for the audits have been approved by the
Restructuring Oversight Committee and agreed with the Fund and the World Bank.
Diagnostic audits for the three small remaining state-owned banks will also start in 2008.

29. Comprehensive restructuring programs based on the results of the audits for
Rafidain and Rasheed banks will be adopted by end-September 2008. In the meantime,
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measures to improve the banks’ governance have been taken. Progress is also being achieved
in the reconciliation of their foreign debt, and toward the liquidation proceedings for the
London branch of Rafidain Bank. The cleaning-up of the books of Rafidain and Rasheed
banks is underway, in particular to resolve their very large suspense accounts.
Recapitalization of the two banks will be financed with the issuance of government bonds.

30. The authorities are also making efforts to strengthen the financial sector
infrastructure (430). A set of prudential regulations applicable to all commercial banks will
be compiled and applied by end-July 2008, and the switch from domestic accounting
standards to International Financial Reporting Standards is under preparation. Progress also
continues to be made in expanding the payment system.

D. Other Issues

31.  Fighting corruption, notably in the oil sector, and improving transparency in the
management of public resources is a high priority for the authorities (Y27). They have
made efforts to ensure a smooth transition when the Iraqi COFE takes over the [AMB
responsibilities for oversight and monitoring of the DFI by end-2007.° They intend to
implement a number of IAMB recommendations, including for the COFE to continue the
IAMB practice of publishing audit reports and making recommendations in semi-annual
reports to the Council of Ministers. A metering system in the export terminal of Basra is
operational and metering systems in other ports and oil installations are being put in place, in
line with [AMB recommendations. The authorities also plan to join the Extractive Industries
Transparency Initiative.

32. The authorities are taking steps to revitalize the public enterprise sector (431). A
program to provide subsidized bank loans—the cost of which will be fully reflected in the
budget—to restart the activities of commercially viable public enterprises, has started. In
addition, a microfinance scheme has been established. The authorities are committed not to
provide any government guarantees on bank loans under these programs. A National
Investment Commission has been set up to implement the new investment law (adopted in
November 2006) which aims to attract foreign investors.

8 Protections against claims available to the DFI in the U.S have been extended through 2008.
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Box 2. Recommendations of the IAMB

The IAMB was established by the United Nations Security Council in 2003 and will be in operation until
December 2007 to act as an audit oversight body for the DFI.

Several audits mandated by the IAMB concluded that the overall financial system of controls is deficient
and that financial management reforms need to be pursued further. The audits noted large un-reconciled
differences regarding oil extraction, production and export sales, and found that basic administrative
procedures in ministries are outdated and ineffective. Based on these audits the TAMB makes the
following key recommendations:'

Install comprehensive metering equipment in line with standard oil industry practice;

Discontinue the use of barter transactions. If some barter transactions remain necessary,
transparently reflect them as sales and purchases so that these transactions become less prone to
misappropriation and corruption;

Continue to take concrete steps to follow up on all audit findings and implement
recommendations, including to improve financial reporting and control systems in key
ministries;

Seek resolution with the U.S. Government concerning the use of resources of the DFI which
might be in contradiction with UNSCR 1483; and

Continue the independent oversight work, upon dissolution of the IAMB, by the Government of
Iraq’s COFE, with regular reporting to the public and the international community.

1/ These recommendations are listed in a draft report that is scheduled to be issued in December 2007.
Fund staff conduct much of the IAMB’s secretariat-related work and are currently finalizing the draft

33.

The authorities reiterated their commitment to free trade policies and an open

exchange system (923-24). Negotiations to join the WTO continue, and bilateral meetings
on market access for goods and services with a number of members started in 2007. Work
toward accepting the obligations of Article VIII, Sections 2(a), 3, and 4, of the IMF’s
Articles of Agreement is also ongoing. In the meantime the authorities remain committed to
avoiding restrictions on the making of payments and transfers for current international
transactions, introducing new or intensifying trade restrictions for balance of payments
purposes, or resorting to multiple currency practices.

34.

With most of the Paris Club bilateral agreements signed, efforts are now focused

towards resolving still outstanding non-Paris Club and commercial external claims.
Understandings with China have been reached on part of the debt, and progress is being
made with the remainder. Despite Iraq’s good faith efforts, progress has been slow with the
Gulf countries and Russia (the only remaining Paris Club creditor). The reconciliation of
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most of the remaining unresolved claims of private creditors is ongoing as part of the
liquidation of the London branch of Rafidain Bank.

35. The authorities will step up their efforts to further improve the timeliness,
coverage, and accuracy of macroeconomic statistics. Work to improve the CPI is
progressing. The 2007 household survey is expected to be completed by year-end, which will
allow the authorities to update the CPI weights by end-May 2008. They are also working to
extend overage of the CPI and monetary statistics to the Kurdish region. Work towards
GDDS participation is ongoing and it is expected that Iraq will start submitting data for the
IMF’s International Financial Statistics shortly.

IV. PROGRAM MODALITIES AND RISKS
A. Medium Term Outlook and Capacity to Repay the Fund

36. Iraq’s medium-term outlook is favorable, provided there is an improvement in
security. The present circumstances constrain the effectiveness of macroeconomic policies
and the authorities’ ability to implement reforms. In light of the government’s limited ability
to increase the rate of implementation of their oil investment program, oil production is
expected to increase only gradually over the next few years, while non-oil output may grow
moderately. Inflation is targeted to decline further, reflecting the policy actions taken by the
CBI, the continued control of government current spending to avoid excessive demand
pressures on Iraq’s small non-oil economy, and the expansion of private imports of fuel
products to reduce shortages. The increase in government investment should have only a
limited impact on inflation, in view of its high import content and considerable unused
capacity in the economy. With the current favorable world oil price outlook and assuming a
gradual increase in oil export volumes, the overall fiscal position would be sustainable.
However, there is little room for fiscal slippage, in view of the projected fall in the balance of
the DFI during 2008—10 to absorb the projected fiscal deficits and the need to finance the
sizable amortization payments of the rescheduled debt beginning in 2011. The external
current account balance is expected to deteriorate in 2007—08 and improve gradually
thereafter, as oil exports would increase only slightly and because of higher investment-
related imports and lower inflows of foreign grants. Gross international reserves are expected
to gradually increase to a level equivalent to 12}2 months of import cover by 2012.

37. The favorable medium term outlook is subject to substantial risk. The threat that
the security situation poses to the government’s ability to raise investment and production in
the oil sector remains the largest risk to the outlook. Raising oil output is critical to avoid
financing gaps, as staff’s alternative scenario shows (see below). A further weakening of the
political consensus could derail the government’s structural reform program and jeopardize
budgetary discipline. The risk of oil price fluctuations is mitigated by the conservative oil
price assumption of $57 per barrel in the 2008 budget. Oil prices in the medium term are
projected to be in line with WEO forecasts.
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Figure 7. Current Account Balance, External Debt
and International Reserves, 2004-12
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Sources: Iraqi authorities; and Fund staff estimates and projections.

38. If investment and production in the oil sector cannot be increased as projected,
lower oil revenue would lead to high fiscal and external deficits, and sizable financing
gaps from 2010. In staff’s illustrative alternative scenario oil output remains flat at 2.1
mbpd, causing overall GDP growth to remain low over the medium term. Even with the
current favorable oil price outlook this would lead to high fiscal deficits from 2008 and
depletion of the DFI by 2009. A negative oil price shock would further deteriorate the
outlook. Absent access to significant external borrowing, drastic spending cuts would be
unavoidable.

Irag: Medium Term Outlook - Alternative Scenario

2007 2008 2009 2010 2011 2012

Real GDP (percentage change) 4.3 1.2 2.0 2.9 3.1 3.2
Oil production (mbpd) 2.1 21 2.1 2.1 21 2.1
Consumer price inflation (percentage change) 25 12 10 10 10 10
Current account balance (percent of GDP) 4.4 -5.6 -1.2 -5.5 -8.9 -10.4
Overall fiscal balance (percent of GDP) 4.6 -11.5 -10.0 -13.4 -14.6 -156.2
DFI (in US$ million) 12,407 5,274 0 0 0 0
Financing gap (percent of GDP) 0 0 3.4 13.4 17.4 18.0

Sources: Iraqi authorities and Fund staff projections.
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39. Iraq has received substantial debt reduction from official and private creditors,
but further reduction is needed to achieve external debt sustainability (Appendix I). The
first two stages of the Paris Club debt rescheduling, rescheduling of some of the non-Paris
Club debt, and most of the private sector claims thus far have reduced Iraq’s external debt to
$101.5 billion at end-2007 (about 162 percent of GDP). To make the debt sustainable, the
third tranche of Paris Club debt rescheduling (worth 20 percent in NPV terms) is needed
upon completion of the final review of the proposed SBA, as well as progress in rescheduling
the rest of the debt from non-Paris Club creditors at terms comparable with those granted by
the Paris Club. This would bring the debt down to $32.7 billion (46 percent of GDP) by end-
2008 and secure debt sustainability over the medium term.

40.  If purchases were to be made under the precautionary arrangement, Iraq should
have the capacity to repay the Fund. Total Fund credit would peak at 1.2 percent of GDP
(46 percent of quota) by end 2008, and most of it would be repaid before payments for the
rescheduled debt to Paris Club creditors start in 2011, with the entire Fund exposure
eliminated by 2012. Total debt service to the Fund in any year would not exceed 0.7 percent
of exports of goods and service. Even with only a projected gradual expansion of oil output,
Iraq should be in a position to meet its obligations to the Fund. Under the baseline scenario
external surpluses would continue throughout the medium term.

B. Proposed Arrangement

41. The successor SBA would be precautionary and cover a 15-month period,
ending in March 2009, in support of the authorities’ economic program for 2008 (33—
34). Access is proposed at SDR 475.36 million (40 percent of quota), with six equal
purchases of SDR 79.23 million (6.67 percent of quota) each. Implementation of the program
will be monitored through prior actions, quantitative and structural performance criteria, an
indicative target, and structural benchmarks, as specified in the MEFP. In addition, the
program will be monitored through two (semiannual) reviews. The first review will focus,
inter alia, on progress made with developing an action plan to modernize the government’s
financial management information system and on the completion of an audit of the CBI’s net
international reserves. The second review will focus on progress made with developing an
action plan to restructure the two large state owned banks and a periodic adjustment
mechanism for fuel prices.

42. If needed, the regular reviews will be combined with financing assurances
reviews. The fully financed program and the authorities’ commitment to continue its good
faith efforts to reach a debt rescheduling agreement with official and private international
creditors, provide assurances that Iraq will be in a position to repay the Fund any purchases it
may make under the arrangement.
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V. STAFF APPRAISAL

43. Iraq’s performance under the current SBA has overall been good, especially in
light of the very difficult security and political circumstances. In particular, the authorities
took a major step in increasing domestic fuel prices to regional levels, thereby all but
eliminating direct budgetary subsidies on fuel products. They have also successfully mounted
a policy response to bring a high rate of inflation sharply down. Fiscal discipline has been
maintained throughout the program period. Despite the lack of security and capacity
constraints, structural reforms continued.

44. Nevertheless, Iraq still faces enormous challenges and much remains to be done.
The ongoing violence has severely reduced the rate of execution of the public investment
program, which, combined with attacks on oil installations, kept oil production virtually flat.
Non-oil economic activity also suffered. As a result, economic growth was much below
target. Reforms to strengthen the financial management of the government and the CBI, as
well as to modernize the banking sector are still at an early stage. While the installation of a
metering system in the Basra oil-export terminal is an important step forward, further
progress is needed to significantly reduce corruption in the oil sector and elsewhere.

45. The proposed SBA will support the authorities’ economic program for 2008 that
aims to build on the progress made under the current SBA and address the unfinished
agenda. The main objectives of the new program will be to maintain macroeconomic
stability, facilitate investment and higher output in the oil sector, and advance priority
structural reforms to pave the way for higher economic growth and to strengthen
administrative capacity and governance in the public sector.

46. The implementation of the proposed program carries significant risks. The
exodus of professionals has weakened the policy implementation capacity of the government,
and also harmed the economy as a whole. Although Iraq’s medium-term outlook is favorable,
this depends critically on the security situation improving. Continued violence would hamper
investment and thereby the expansion of oil output and overall economic activity. This, in
turn, would result in uncovered financing gaps and possibly worsen commodity shortages
leading to higher inflation. The unsettled political situation could reduce the ability of the
government to maintain fiscal discipline and undertake reforms. The lack of strong
governance in some areas also remains a concern.

47. Staff welcomes the priority given in the draft 2008 budget to increasing
investment while containing current spending and maintaining fiscal sustainability over
the medium term. Staff believes that a gradual expansion of oil production is achievable,
provided the envisaged investments in the oil sector are realized. The ambitious increase in
public investment in 2008 requires sustained efforts to ensure its quality. The government
will also need to ensure that the wage and pension bill remains within budget. In this
connection, the amendments to the new pension law are a key step to make the pension
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system sustainable. It is also important to complete the census of public service employees
without further delay and to computerize the payroll, in order to put the future management
of the wage bill on a sound footing. Staff support the authorities’ intention to further
streamline the Public Distribution System, while stressing the need to protect the poor.

48. Staff welcomes the CBI’s commitment to continue the gradual appreciation of
the exchange rate and to keep its policy interest rate unchanged until annual core
inflation has decreased to close to single digit levels. The CBI should continue to keep a
close watch on inflationary developments and adjust its policy stance as needed. It is also
important for the government to further reduce shortages, including by supporting private
sector fuel imports. If inflation continues to decline, the policy interest rate could be reduced
gradually, while seeking to maintain this rate positive in real terms. Once the inflation
objective has been reached, it is appropriate for the CBI to return to its previous policy of
maintaining a stable exchange rate.

49. Staff underscores the need to accelerate structural fiscal reforms, notably in
public financial management. The termination of the FMIS is a setback. Therefore, the
authorities should step up their efforts to develop, with Fund technical assistance, a realistic
action plan to modernize public financial management, in order to address the most pressing
needs. Staff welcomes the commitment of the authorities to publish the audited fiscal
accounts for 2007. It is also important to streamline the tax system in order to broaden the tax
base and improve incentives for economic activity.

50. Staff welcomes the authorities’ focus on banking reform. To significantly
strengthen financial intermediation in Iraq, it is crucial to move ahead with developing and
implementing restructuring programs for Rafidain and Rasheed banks, based on the results of
their audits. At the same time, it is important for the government to adhere to its commitment
to refrain from providing government guarantees on bank loans. The efforts to strengthen
banking supervision and expand coverage of the payment system should be stepped up. The
CBI should continue to strengthen its accounting, auditing, and reporting systems.

51. It is crucial to push ahead with reforms in the oil sector, notably in light of the
need to strengthen governance and fight corruption. The government’s commitment to
ensure that the COFE will fully take over the tasks of the [AMB as an audit oversight body
for the DFI is welcome. Staff encourages the government to expand metering to all upstream
and downstream oil sector activities as soon as possible. In order to ensure that fuel prices
continue to cover costs, it will be important to develop a periodic price adjustment
mechanism to allow prices to change in line with costs. In view of Iraq’s large future
investment needs to increase oil production, efforts should continue to establish a new
legislative framework for the hydrocarbon sector.

52. Staff urges the authorities to continue their efforts to conclude debt agreements
with the remaining official and private creditors. In light of the good faith efforts
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undertaken by the authorities, staff hopes that the process of resolving Iraq’s debt to non-
Paris Club creditors will accelerate and that an agreement with Russia will be signed soon.

53. Staff underscores the need to further improve the accuracy, coverage, and
timeliness of macroeconomic statistics, notably of data on the real sector, public finance,
and the balance of payments. It is important to update the weights of the CPI and to continue
efforts to extend the coverage of statistics to the Kurdish region.

54. The staff supports the authorities’ request for a precautionary Stand-By
Arrangement in an amount of SDR 475.4 million for a period of 15 months. While the
implementation of the program is subject to higher than usual risk because of the security
situation, the authorities have demonstrated their commitment to undertaking strong
macroeconomic policies and implementing economic reforms. The staff therefore believes
that their program merits the support of the Fund.
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Table 1. Iraq: Selected Economic and Financial Indicators, 2005-12

2005 2006 2007 2008 2009 2010 2011 2012
SBA Est. SBA Est. SBA Proj. Projections
Economic growth and prices
Real GDP (percentage change) 26 -0.7 104 6.2 10.4 13 71 75 10.4 9.6 8.9
Non-oil real GDP (percentage change) 8.0 12.0 8.0 75 75 0.0 3.0 5.0 7.0 7.0 7.0
GDP per capita (US$) 1,189 1,124 1,452 1,723 2,097 2,115 2,321 2,742 2,984 3,256 3,536
GDP (US$ million) 33,182 31,379 41,741 49,527 62,038 62,574 70,597 85,655 95,625 106,935 118,923
Qil production (In mbpd) 2.0 1.9 23 2.0 23 2.0 22 24 27 3.0 3.3
Qil exports (In mbpd) 1.4 1.4 1.65 1.5 1.7 1.55 1.7 1.9 22 25 2.8
Iraq oil export prices (US$ pb) 43.0 43.9 46.6 55.7 451 58.8 57.0 68.2 66.4 66.0 65.7
Consumer price inflation (percentage change; end of perior 20.0 31.6 15.0 64.8 30.0 25.0 12.0 7.0 5.0 5.0 5.0
Exchange rate (dinar per US$; period average) 1/ 1,500 1,469 1,500 1,467 1,500 1,264
Total government debt (in billions of US$) 51.2 110.5 52.2 98.1 56.4 101.4 48.7 50.5 52.3 51.1 49.8
(In percent of GDP)
National Accounts
Gross domestic investment 29.1 31.6 29.0 14.4 23.7 13.9 28.0 27.6 28.3 28.4 28.8
Of which: public 25.6 19.4 26.6 13.0 17.9 12.3 23.7 21.9 21.6 211 20.9
Gross domestic consumption 95.4 83.4 87.1 80.3 91.0 80.5 771 66.3 63.8 62.4 59.4
Of which: public 59.6 59.7 57.2 41.0 39.7 35.6 35.7 31.2 30.3 29.4 28.8
Gross national savings 14.7 28.9 26.1 23.7 14.6 15.9 24.8 32.3 347 36.0 39.2
Of which: public 14.6 30.9 17.6 253 4.8 13.8 14.6 18.6 21.0 231 281
(In percent of GDP, unless otherwise indicated)
Public Finance
Government revenue and grants 93.6 107.4 96.3 80.5 60.7 64.7 67.5 65.5 66.2 67.1 67.8
Government oil revenue 67.8 76.7 729 65.2 49.2 58.9 571 62.1 63.0 64.0 64.8
Government non-oil revenue 2.6 2.8 3.0 29 3.0 29 8.4 3.2 3.0 3.0 3.0
Grants 23.2 27.9 20.4 12.5 8.5 29 2.0 0.2 0.2 0.1 0.0
Expenditure, Of which: 104.5 96.5 105.3 68.5 73.8 63.2 75.9 68.5 66.1 64.1 62.3
Current expenditure 78.9 77.2 80.0 55.4 55.9 49.4 52.0 46.2 441 42.4 40.7
Capital expenditure 25.6 19.4 253 13.0 17.9 12.3 23.7 21.9 21.6 211 20.9
Overall fiscal balance (including grants) -10.9 10.9 -9.0 12.0 -13.1 15 -8.4 -2.9 0.1 3.0 5.6
Primary fiscal balance -10.8 111 -8.2 12,5 -12.4 22 -7.5 -1.3 1.6 4.8 7.0
Gross borrowing/use of external assets 11.9 6.4 9.3 -2.3 12.0 -1.0 8.5 3.7 1.0 0.7 -2.2
Amortization 0.6 0.5 0.3 25 0.2 0.3 0.7 0.0 0.0 23 21
Residual or financing gap/surplus 0.0 0.1 0.0 -0.2 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Memorandum items:
Tax revenue/non oil GDP (In percent) 24 2.8 4.2 1.9 2.0 2.0 23 2.8 29 3.0 3.0
External assets held abroad (In US$ million) 3,992 6,203 285 8,624 2,467 10,367 5,119 2,499 2,502 3,220 7,186
(In percent, unless otherwise indicated)
Monetary Indicators
Growth in reserve money 129 12.0 20.6 29.0 20.1 33.0 16.5 14.6
Gross CBI foreign exchange assets/Reserve money 98.8 1294 99.2 1503 1333 1375 150.2 168.4
Gross reserves (In US$ million) 9,311 12,016 11,013 20,037 21,050 26,909 34,318 42,689 50,810 57,196 64,717
In months of imports of goods and services 3.1 5.5 3.6 77 6.1 8.0 9.5 10.9 1.7 125 125
Policy interest rate (end of period) 7.0 7.0 7.0 16.0 20.0 20.0
(In percent of GDP)
Balance of payments
Current account -14.4 -2.7 -2.7 9.3 -9.1 2.0 -3.2 4.7 6.4 7.6 10.4
Trade balance -4.9 3.3 1.1 15.7 -6.0 12.3 24 12.2 13.9 15.0 17.3
Exports of goods 68.7 63.0 68.9 57.4 46.5 54.5 51.5 56.4 56.8 57.3 57.4
Imports of goods -73.6 -59.7 -67.7 -41.6 -52.5 -42.3 -49.1 -44.2 -42.9 -42.3 -40.1
Income and services -30.8 -32.4 -22.4 -17.3 -10.7 -11.8 -12.0 -6.5 -6.5 -6.2 -5.6
Transfers 214 26.4 18.5 10.9 7.6 15 6.4 -1.0 -1.0 -1.2 -1.4
Financial account 18.6 9.9 6.8 0.8 14.3 4.3 12.7 4.4 1.7 -1.6 -4.1
Direct investment 0.9 1.6 0.7 1.1 0.9 0.9 0.8 0.7 1.1 1.2 1.3
Gross borrowing/use of external assets 23.2 21.9 14.3 6.2 15.7 5.8 14.3 5.1 1.9 0.5 -2.4
Amortization -0.6 -0.5 -0.3 -2.5 -0.2 -0.3 -0.7 0.0 0.0 -2.3 -2.1
Overall external balance 4.2 7.3 4.0 16.4 52 9.9 9.5 9.1 8.1 6.0 6.3
Central bank reserves (increase -) -4.2 -13.0 -4.0 -16.2 -5.1 -11.0 -10.5 -9.8 -8.5 -6.0 -6.3
Change in arrears -84.3 -42.4 -2.9 -33.2 -1.3 -1.6 -80.1 0.0 0.0 0.0 0.0
Errors and omissions 0.0 0.1 0.0 6.1 0.0 3.6 0.0 0.0 0.0 0.0 0.0

Sources: Iragi authorities and Fund staff estimates and projections.
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Table 2. Iraq: Fiscal and Oil Sector Accounts, 200512

(In billions of ID; unless otherwise indicated)

2005 2006 2007 2008 2009 2010 2011 2012
SBA Est. SBA Prel. SBA Proj.  Budget Projections
Revenues and Grants 45490 49,505 60,316 58,495 47,464 50,753 57,222 70,566 81,876 95465 110,340
Revenues 34211 36,655 47,529 49430 40,781 48448 55520 70,337 81,660 95270 110,327
Crude oil export revenues 31,919 33,896 42,109 43,736 35242 41,725 42442 59,480 68,958 80,041 91,878
Revenues of oil-related public enterprises 1,020 1,456 3,513 3,611 3,179 4,465 5,938 7,427 8,931 10,929 13,577
Tax revenues 372 495 821 585 858 768 1,024 1,424 1,650 1,881 2,098
Direct taxes 119 207 222 345 489 428 559 641 734 841 964
Indirect taxes 1/ 252 288 599 240 369 340 465 783 916 1,040 1,134
Non-tax revenues 2/ 900 809 1,087 1,498 1,502 1,490 6,116 2,006 2,120 2,418 2,774
Grants 11,279 12,850 12,787 9,065 6,683 2,304 1,701 229 216 195 14
Expenditures 50,797 44,497 65935 49,754 57,688 49,566 64,318 73,734 81,785 91,168 101,305
Current expenditures 38,368 35,560 47,698 40,187 43,304 38,774 44,073 49,801 54,558 60,333 66,279
Salary and pension 8,591 9,282 12,899 10,959 15,172 14,098 16,324 17,844 19,131 20,456 22,073
Goods and Services (non-oil sector) 3/ 13,600 13,019 15265 12,191 12,559 8,709 8,613 9,626 11,052 12,711 14,537
Budgeted goods and services 4,094 3135 6802 5818 8052 7,210 7,571 9,626 11,052 12,711 14,537
Financed by oil-for-food program (OFFP; other than social safety net) 1,429 760 0 220 0 0 0 0 0 0 0
Overhead costs for donors' financed projects 4/ 2,867 3,512 3,539 2,588 1,890 586 415 0 0 0 0
Other goods and services financed by donors 5/ 5,210 5,612 4,925 3,566 2,618 913 628 0 0 0 0
Goods and Services (oil sector) 6,788 5212 6,090 6560 2935 4,005 5105 5777 6,686 7,817 9,248
Qil derivative imports 5768 4,128 4,090 4,082 378 400 360 377 388 399 410
Operating expenditures of oil-related public enterprises 1,020 1,085 2,000 2,477 2,559 3,605 4,745 5,400 6,298 7,418 8,837
Transfers 7,724 6,232 10,858 7,928 10,325 9,336 11,148 11,802 12,324 12,882 13,478
Social safety net (excluding OFFP) 4,500 3,751 5000 5500 5733 4,848 4860 5341 5,754 6,193 6,658
Transfers to SOEs 1,160 900 1,260 1,299 1,726 1,726 2,383 2,283 2,183 2,083 1,983
Other transfers 6/ 2,064 1,681 4,597 1129 2,866 2,762 3,905 4,178 4,387 4,606 4,837
Interest payments 69 86 481 313 548 540 760 1,777 1,917 2,465 2,349
Domestic interest payments 69 86 249 182 334 337 548 1,192 1,018 895 771
External interest payments 69 0 237 131 214 203 212 585 899 1,571 1,579
War reparations 7/ 1,596 1,730 2,105 2,235 1,762 2,086 2,122 2,974 3,448 4,002 4,594
Investment expenditures 12,430 8,936 15862 9463 14,030 9,655 20,071 23,557 26,652 30,060 34,051
Non-oil investment expenditures 8,800 6,587 10,530 7,702 10,893 7,773 17,623 18,695 20,896 23,250 26,419
Domestic financed reconstruction expenditure 3,049 2,189 6,050 4,693 8,209 6,941 16,659 17,522 19,302 20,994 24,458
OFFP financed reconstruction expenditure 1,070 478 0 0 0 0 0 0 0 0 0
Grant financed reconstruction expenditure 2,992 3,448 4,068 2,562 2,105 725 614 229 216 195 14
Loan financed reconstruction expenditure 0 0 413 0 578 0 349 944 1,378 2,062 1,947
Oil investment expenditures (including on refineries) 3,630 2,349 5,331 1,761 3,003 1,882 2,403 4,862 5,756 6,809 7,632
Contingency 0 0 2,375 104 354 1,137 175 375 575 775 975
Balance (including grants) -5,308 5,008 -5619 8741 -10,224 1,186 -7,097 -3,168 91 4,297 9,035
Balance (excluding grants) -16,587  -7,842 -18,404 -324 -16,907 -1,118 -8,798  -3,397 -125 4,102 9,021
Change in outstanding Letters of Credit [+ increase] 8/ 2,947 2,226
Financing, Of which: 5308 -2,095 5619 -6354 10,224 -1,186 7,097 3,168 -91 -4,297  -9,035
External financing 5,484 2,721 5,619  -3,522 9,224  -1,001 6,616 3,944 1,285 -2,320 -7,058
Assets held abroad 2,528 1462 5411 -2,147 8830 -1,001 6,855 3,000 -93 1,047 -5547
Project financing 0 0 413 0 578 0 349 944 1,378 2,062 1,947
Other financing 9/ 3,249 1,486 0 458 0 0 0 0 0 0 0
Amortization 293 227 205 1,833 185 222 588 0 0 3,335 3,459
Domestic financing -176  -4,816 0 -2833 1,000 -185 481 =777 1377 1977 1,977
Bank financing 0 -5124 0 -1,884 1,000 534 1,200 1,200 600 0 0
T-bills -176 308 0 -949 0 -719 -719 1977 1,977 1977 1,977
Residual or Financing gap[+]/surplus [-] 0 34 0 -161 0 0 0 0 0 0 0
Memorandum items:
Security-related expenditure 3,360 2,405 8018 3,248 9,753 9,673 10,774 12,587 13,871 15,464 17,334
Primary fiscal balance -5239 5094 -5136 9,054 -9,675 1726 -6,337 -1,390 2,008 6,762 11,384
Non-oil primary fiscal balance -27,759 -22,696 -39,338 -29,973 -42,021 -38,577 -47,164 -57,658 -63,440 -69,582 -77,191

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

1/ Projections assume that the private sector will start importing petroleum products, thereby increasing substantially the base for import duties in 2009-12 .

2/ For 2008, includes $3.75 billion mobile phone operator license fees.

3/ Include goods and services financed by donors, including overhead costs for reconstruction projects.

4/ Overhead costs associated with donor-financed reconstruction.
5/ Other goods and services financed by donors include security spending associated with the implementation of reconstruction projects.
6/ 2006 data includes ID 270 billion allocated toward government's share of capital in new regional commercial banks. ID 1,500 formerly recorded under this item
were re-classified as non-oil investment expenditures in 2006 budget presentation. Finally, ID 265 billion were re-classified as debt repayment.
7/ Calculated as 5 percent of oil exports as per UN Security Council Resolution 1483 to finance war reparations to Kuwait.
8/ LCs in the Trade Bank of Iraq, for which full down-payment is customarily required.
9/ Includes financing from LCs previously issued under the UN oil-for-food program.
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Table 3. Iraq: Fiscal and Oil Sector Accounts, 2005-12
(In percent of GDP)

2005 2006 2007 2008 2009 2010 2011 2012
SBA Est. SBA Prel. SBA Proj. _ Budget Proj.
Revenues and Grants 93.6 107.4 96.3 80.5 60.7 64.7 67.5 65.5 66.2 67.1 67.8
Revenues 70.4 79.5 75.9 68.0 522 61.8 65.5 65.3 66.0 67.0 67.8
Crude oil export revenues 65.7 735 67.3 60.2 451 53.2 50.1 55.2 55.8 56.3 56.5
Revenues of oil-related public enterprises 2.1 3.2 5.6 5.0 4.1 5.7 7.0 6.9 7.2 7.7 8.3
Tax revenues 0.8 11 1.3 0.8 11 1.0 1.2 1.3 13 13 1.3
Direct taxes 0.2 0.4 0.4 0.5 0.6 0.5 0.7 0.6 0.6 0.6 0.6
Indirect taxes 1/ 0.5 0.6 1.0 0.3 0.5 0.4 0.5 0.7 0.7 0.7 0.7
Non-tax revenues 2/ 1.9 1.8 1.7 21 1.9 1.9 72 1.9 17 17 17
Grants 232 279 204 12.5 8.5 29 20 0.2 0.2 0.1 0.0
Expenditures 104.5 965 1053 68.5 73.8 63.2 75.9 68.5 66.1 64.1 62.3
Current expenditures 78.9 77.2 76.2 55.3 55.4 49.4 52.0 46.2 441 424 40.7
Salary and pension 17.7 201 20.6 15.1 19.4 18.0 19.3 16.6 15.5 14.4 13.6
Goods and services (non-oil sector) 3/ 28.0 28.2 244 16.8 16.1 1.1 10.2 8.9 8.9 8.9 8.9
Budgeted goods and services 8.4 6.8 10.9 8.0 10.3 9.2 8.9 8.9 8.9 8.9 8.9
Financed by oil-for-food program (OFFP; other than social safety net) 29 1.6 0.0 0.3 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Overhead costs for donors' financed projects 4/ 5.9 7.6 5.7 3.6 24 0.7 0.5 0.0 0.0 0.0 0.0
Other goods and services financed by donors 5/ 10.7 12.2 79 4.9 33 1.2 0.7 0.0 0.0 0.0 0.0
Goods and services (oil sector) 14.0 11.3 9.7 9.0 3.8 5.1 6.0 5.4 54 55 5.7
QOil derivative imports 11.9 9.0 6.5 5.6 0.5 0.5 0.4 0.4 0.3 0.3 0.3
Operating expenditures of oil-related public enterprises 21 24 3.2 34 3.3 4.6 5.6 5.0 5.1 5.2 54
Transfers 15.9 13.5 17.3 10.9 13.2 11.9 13.2 11.0 10.0 9.1 8.3
Social safety net (excl. OFFP) 9.3 8.1 8.0 7.6 7.3 6.2 57 5.0 4.7 4.4 4.1
Transfers to SOEs 24 2.0 2.0 1.8 22 22 2.8 2.1 1.8 1.5 1.2
Other transfers 6/ 4.2 3.4 7.3 16 3.7 3.5 46 3.9 3.5 3.2 3.0
Interest payments 0.1 0.2 0.8 0.4 0.7 0.7 0.9 1.6 1.6 1.7 1.4
Domestic interest payments 0.1 0.2 0.4 0.3 0.4 0.4 0.6 11 0.8 0.6 0.5
External interest payments 0.1 0.0 0.4 0.2 0.3 0.3 0.3 0.5 0.7 1.1 1.0
War reparations 7/ 3.3 3.8 34 3.1 23 27 25 2.8 2.8 2.8 2.8
Investment expenditures 25.6 19.4 253 13.0 17.9 12.3 237 21.9 21.6 211 20.9
Non-oil investment expenditures 18.1 14.3 16.8 10.6 13.9 9.9 20.8 17.4 16.9 16.3 16.2
Domestic financed reconstruction expenditure 6.3 4.8 9.7 6.5 10.5 8.8 19.7 16.3 15.6 14.8 15.0
OFFP financed reconstruction expenditure 2.2 1.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Grant financed reconstruction expenditure 6.2 75 6.5 35 27 0.9 0.7 0.2 0.2 0.1 0.0
Loan financed reconstruction expenditure 0.0 0.0 0.7 0.0 0.7 0.0 0.4 0.9 1.1 1.4 1.2
Oil investment expenditures (including on refineries) 7.5 5.1 8.5 24 3.8 23 2.8 4.5 4.7 4.8 4.7
Contingency 0.0 0.0 3.8 0.1 0.5 1.4 0.2 0.3 0.5 0.5 0.6
Balance (including grants) -10.9 10.9 -9.0 12.0 -13.1 1.5 -8.4 -2.9 0.1 3.0 5.6
Balance (excluding grants) -34.1 -17.0 -29.4 -0.4 -21.6 -1.4 -10.4 -3.2 -0.1 29 55
Change in outstanding Letters of Credit [+ increase] 8/ 6.4 3.1
Financing, Of which: 10.9 -4.5 9.0 -8.7 13.1 -1.5 8.4 29 -0.1 -3.0 -5.6
External financing 1.3 5.9 9.0 -4.8 11.8 -1.3 7.8 3.7 1.0 -1.6 -4.3
Assets held abroad 5.2 3.2 8.6 -3.0 1.3 -1.3 8.1 28 -0.1 -0.7 -3.4
Project financing 0.0 0.0 0.7 0.0 0.7 0.0 0.4 0.9 11 14 1.2
Other financing 9/ 6.7 3.2 0.0 0.6 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Amortization 0.6 0.5 0.3 25 0.2 0.3 0.7 0.0 0.0 23 21
Domestic financing -0.4 -10.4 0.0 -3.9 1.3 -0.2 0.6 -0.7 -141 -1.4 -1.2
Bank financing 0.0 -11.1 0.0 -2.6 1.3 0.7 1.4 1.1 0.5 0.0 0.0
T-bills -0.4 0.7 0.0 -1.3 0.0 -0.9 -0.8 -1.8 -1.6 -1.4 -1.2
Residual or financing gap[+)/surplus [-] 0.0 0.1 0.0 -0.2 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Memorandum items:
Security-related expenditure 6.9 52 12.8 4.5 12.5 12.3 12.7 1.7 1.2 10.9 10.7
Primary fiscal balance -10.8 1.1 -8.2 12.5 -12.4 22 -75 -1.3 1.6 4.8 7.0
Current expenditures (percent of non-oil GDP) 244 .4 204.2 2446 130.2 100.4 100.5 99.1 99.6 97.1 95.6 93.5

Sources: Iraqi authorities and Fund staff estimates and projections.

1/ Projections assume that the private sector will start importing petroleum products, thereby increasing substantially the base for import duties in 2009-12 .
2/ For 2008, includes $3.75 billion mobile operator license fees.
3/ Include goods and services financed by donors, including overhead costs for reconstruction projects.

4/ Overhead costs associated with donor-financed reconstruction.

5/ Other goods and services financed by donors include security spending associated with the implementation of reconstruction projects.

6/ 2006 data includes ID270 billion allocated toward government's share of capital in new regional commercial banks. ID1,500 formerly recorded under this item
were re-classified as non-oil investment expenditures in 2006 budget presentation. Finally, D265 billion were re-classified as debt repayment.
7/ Calculated as 5 percent of oil exports as per UN Security Council Resolution 1483 to finance war reparations to Kuwait.
8/ LCs in the Trade Bank of Iraq, for which full down-payment is customarily required.
9/ Includes financing from LCs previously issued under the UN oil-for-food program.
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Table 5. Iraq: Summary Balance Sheet of Deposit Money Banks, 2005-09

(In billions of Iraqi dinars, unless otherwise indicated)

2005 2006 2007 2008 2009
Dec. Dec. Dec. Dec. Dec.
Actual Projections
Net foreign assets -5,717 -3,215 -3,215 -3,215 -3,215
Assets 5,424 7,763 7,763 7,763 7,763
Liabilities -11,141 -10,978 -10,978  -10,978 -10,978
Net Domestic Assets 11,348 12,087 20,202 29,559 39,266
Domestic credit -3,663 -6,919 -7,644 -5,708 -3,673
Credit to the general government (net) -5,392 -9,771 -11,572 -11,572 -10,772
Credit to the economy 1,729 2,851 3,928 5,864 7,099
Monetary policy instruments 3,731 8,088 12,930 18,704 25,155
Reserves 4,585 6,697 9,714 11,349 13,006
Cash in vault 1,144 948 1,191 1,235 1,415
Deposits at the CBI 3,442 5,749 8,522 10,114 11,591
Of which: required reserves 2,596 3,572 7,487 9,041 10,360
Other Iltems Net 6,694 4,221 5,203 5,214 4,779
Demand deposits 3,796 6,682 12,740 19,758 27,038
Time deposits 1,835 2,190 4,247 6,586 9,013
(Annual percentage change)
Net foreign assets 4.2 43.8 0.0 0.0 0.0
Domestic credit -60.1 -88.9 -10.5 25.3 35.7
Credit to the economy 17.7 64.9 37.8 49.3 211
Demand deposits -36.4 76.0 90.7 55.1 36.8

Sources: Iraqgi authorities and Fund staff estimates and projections.
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Table 6. Iraq: Monetary Survey, 2005-09

(In billions of Iraqi dinars, unless otherwise indicated)

2005 2006 2007 2008 2009
Dec. Dec. Dec. Dec. Dec.
Actual Projections
Net foreign assets 11,361 22,739 28,480 37,644 50,385
Of which: CBI 17,078 25,954 31,695 40,859 53,601
Net domestic assets 3,384 -2,897 2,286 4,714 4,018
Domestic claims -3,534 -7,229 -6,337 -3,920 -2,204
Net claims on general government -5,263 -10,080 -10,265 -9,784 -9,303
Claims on general government 6,414 7,549
less: Liabilities to general government -11,677 -17,629
Claims on other sectors 1,729 2,851 3,928 5,864 7,099
Other ltem Net (OIN) 6,919 4,332 8,623 8,634 6,222
Broad money 14,744 19,842 30,766 42,358 54,403
Currency outside banks 9,110 10,968 13,779 16,014 18,352
Transferable deposits 3,798 6,684 12,740 19,758 27,038
Other deposits 1,835 2,190 4,247 6,586 9,013
(Annual percentage change)
Net foreign assets 137.9 100.1 25.2 32.2 33.8
Net domestic assets -65.1 -185.6 178.9 106.2 -14.8
Net claims on general government -519.7 -91.5 -1.8 4.7 4.9
Claims on other sectors 117.7 64.9 37.8 49.3 21.1
Broad money 1.9 34.6 55.1 37.7 28.4

Sources: Iragi authorities and Fund staff estimates and projections.
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Table 7. Iraq: Balance of Payments, 2005-12 1/
(In millions of U.S. dollars, unless otherwise indicated)

2005 2006 2007 2008 2009 2010 2011 2012
SBA Est. SBA Prel. SBA __ Proj. Projections

Trade balance -1,636 1,024 476 7,787 -3,725 7,671 1,690 10,476 13,300 16,059 20,630
(In percent of GDP) -4.9 3.3 11 15.7 -6.0 12.3 24 12.2 13.9 15.0 17.3
Exports 22,781 19,772 28,745 28,412 28,861 34,134 36,335 48,343 54,321 61,245 68,306
Crude oil 22,176 19,184 28,073 27,692 27,969 33,280 35,369 47,297 53,319 60,179 67,171
Other exports 605 589 672 720 892 854 966 1,047 1,002 1,066 1,135
Imports 2/ -24,416 -18,749 -28,269 -20,625 -32,586 -26,464 -34,645 -37,867 -41,021 -45186 -47,676
Government imports -14,596 -10,993 -14,456  -12,346  -17,027 -15,176 -20,545 -20,589 -21,468 -23,093 -23,474
UN Oil for Food Program (OFFP) -1,929 -880 0 -272 0 0 0 0 0 0 0
Other consumption imports (non-OFFP) -3,628 -2,915 -5,089 -4,603 -6,598 -6,283 -6,359 -6,964 -7,597 -8,320 -8,826
Other non-oil related capital imports (non-OFFP) -3,450 -2,625 -4,882 -3,225 -5,690 -3,961 -9,013 -9,114 -9,930 -10,764 -10,764
Oil-related capital imports -2,261 -2,129 -2,113 -1,825 -2,414 -2,110 -2,334 -3,027 -3,485 -4,009 -3,884
Refined oil products -3,428 -2,445 -2,372 -2,420 -2,325 -2,823 -2,839 -1,483 -457 0 0
Private sector imports -9,820 -7,755  -13,813 -8,279  -15560 -11,288 -14,100 -17,279 -19,553 -22,093 -24,201
Of which: refined oil products 0 0 -2,429 0 -2,419 -2,268 -2,839 -3,461 -4,112 -4,451  -4,229
Income, net 3/ -3,741 -4,420 -2,237 -3,428 -1,240 -3,200 -3,243 -302 -488 -314 -28
Services, net 2/ -6,477 -5,740 -7,093 -5,164 -5,383 -4,198 -5,234 -5,245 -5,696 -6,296 -6,646
Transfers, net 7,090 8,290 7,721 5,393 4,706 964 4,522 -881 -1,001 -1,305 -1,609
Private, net (incl. NGOs) 4/ 500 500 600 600 800 790 4,873 1,302 1,498 1,558 1,603
Official 6,590 7,790 7121 4,793 3,906 174 -351 -2,183 -2,499 -2,863  -3,212
Receipts 7,699 8,749 8,525 6,178 5,304 1,838 1,418 182 167 146 146
Payments -1,109 -959 -1,404 -1,385 -1,398 -1,664 -1,768 -2,365 -2,666 -3,009 -3,359
Current account -4,763 -845 -1,133 4,589 -5,642 1,237 -2,264 4,048 6,116 8,144 12,347
(In percent of GDP) -14.4 -2.7 -2.7 9.3 -9.1 2.0 -3.2 4.7 6.4 7.6 104
Capital account 0 0 0 0 0 0 0 0 0 0 0
Financial account 6,172 3,106 2,821 380 8,857 2,687 8,970 3,727 1,607 -1,758  -4,826
Direct investment 300 515 300 531 550 557 596 638 1,094 1,319 1,554
Other capital, net 5,872 2,591 2,521 -151 8,307 2,129 8,374 3,089 513 -3,077  -6,379
Official, net 7,504 6,753 5,839 2,804 9,643 3,524 9,726 4,400 1,771 -1,945 -5,360
Assets 5/ 3,943 2,007 3,607 -1,151 7,008 -799 5,712 2,386 -72 -787  -4,055
Liabilities 3,561 4,746 2,232 3,954 2,635 4,322 4,014 2,014 1,842 -1,157  -1,305
Loan disbursements 0 0 275 0 459 0 241 550 866 1,350 1,224
Amortization 6/ 7/ -200 -115 -136 -281 -82 -103 -400 0 0 -2,507  -2,529
Capitalized interest payment 7/ 3,761 4,861 2,093 4,235 2,258 4,425 4,173 1,464 977 0 0
Financial corporations, net 8/ 0 -2,007 -1,247 -1,517 0 0 0 0 0 0 0
Private, net -1,632 -2,155 -2,071 -1,437 -1,336 -1,394 -1,352 -1,312 -1,258 -1,132 -1,019
Errors and omissions 0 23 0 3,023 0 2,278 0 0 0 0 0
Overall balance 1,409 2,283 1,688 8,102 3,215 6,202 6,706 7,774 7,723 6,386 7,522
(In percent of GDP) 4.2 7.3 4.0 16.4 5.2 9.9 9.5 9.1 8.1 6.0 6.3
Financing -1,409 -2,283 -1,688 -8,102 -3,215 -6,202 -6,706 -7,774 -7,723 -6,386 -7,522
Central bank (increase -) -1,409 -4,079 -1,688 -8,021 -3,150 -6,872 -7,409 -8,371 -8,121 -6,386 -7,522
Reserves (net; increase -) -1,409 -4,079 -1,688 -8,021 -3,150 -6,872 -7,637 -8,599 -8,121 -6,386  -7,522
Liabilities (increase +) 0 0 0 0 0 0 -227 -228 0 0 0

Fund credit (net) 0 0 0 0 0 0 -227 -228 0 0
Disbursement 0 0 0 0 0 0 0 0 0 0 0
Repayments 0 0 0 0 0 0 -227 -228 0 0 0
Deferred accrued interest 9/ 0 1,182 0 709 0 745 704 596 398 0 0
Change in arrears (net, decrease -) 10/ -27,987 -13,302 -1,195 -16,424 -783 -972  -56,567 0 0 0 0
Debt forgiveness 11/ 27,987 13,916 1,195 15,634 718 898 56,567 0 0 0 0

Memorandum items:

Central bank reserves 9,311 12,016 11,013 20,037 21,050 26,909 34,318 42,689 50,810 57,196 64,717
Central bank reserves (in months of imports of goods 3.1 5.5 3.6 7.7 6.1 8.0 9.5 10.9 11.7 12.5 12,5
GDP 33,182 31,379 41,741 49,527 62,038 62,574 70,597 85655 95625 106,935 118,923
Non-oil GDP 10,716 11,856 12,999 21,027 34,221 30,761 37,076 39,747 43,423 47,438 51,824

Sources: Iraqi authorities and Fund staff estimates and projections.

1/ Excludes U.S. military spending in Iraq.

2/ Imports for 2005 do not fully account for the cost of freight and insurance, which have been added under services for other estimates and projections.

3/ Includes interest accrued, deferred, and capitalized.

4/ The 2008 amount includes $3.75 billion obtained from mobile phone license fees.

5/ Includes the use/accumulation of the DFI ressources and the UN Oil for Food letters of credit.

6/ Includes the estimates of cash payments to settle the debt owed to small private creditors through cash exchange offer.

7/ Based on the 2004 Paris Club agreement, the payments of principal and most interest during 2005-10 are deferred and capitalized.

8/ Reflects advance transfers for the execution of letters of credit (L/C).

9/ Estimates of accrued interest on existing stock of debt prior to the implementation of the 2004 Paris Club agreement.
10/ Includes debt forgiveness and clearance of arrears on multilateral debt and arrears related to fuel imports from Turkey.
11/ The notional debt forgiveness reflects: (i) the first stage of debt reduction (30 percent) at end-2004; (ii) the second stage reduction (30 percent) at end-2005; and (jii) the
settlement of debt owed to private creditors through cash and debt exchanges. Assumes debt reduction comparable to the Paris Club agreement on other debt to official creditors.
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Table 8. Iraq: Quantitative Performance Criteria and Indicative Targets
Under the Stand-By Arrangement, 2005-07 1/
(In billions of Iraqi dinars, unless otherwise indicated)

2005 Performance Criteria

9/30/05  12/31/05 3/31/06 6/30/06  9/30/06 12/31/06  3/31/07  6/30/07  9/30/07

Cumulative change from September 2005

Net international reserves of the

CBI (floor; in millions of U.S. dollars) 8,500 2/ -1,000 -1,000 -1,000 -1,000 -1,000 0 0 0
(Actual) +3,041 +3,635 +3,554  +5252 +9,770 +8,503 +12,545
Lending to the government and the
private sector by the CBI (ceiling) 3/ 5,100 2/ 0 0 0 0 0 0 0 0
(Actual) 0 0 0 0 0 0 0
Cumulative flow from beginning of calendar year
Government primary fiscal deficit (ceiling;
deficit [+]/surplus[-]) 4/ 5/ 5,400 1,950 3,600 4,850 5,300
(Actual) -5,102 -819 4,752  -11,220 -8,947
Central government total financing (ceiling) 4/ 5/ 3,000 5,350 5,700
(Actual) -1,688 492
Government wage and pension bill (ceiling) 4/ 6/ 6,650 2,400 4,750 7,100 9,500 2,525 5,050 7,575
(Actual) 7,069 2,051 3,898 5,875 7,792 1,644 3,770
Revenue of oil related enterprises, including
those remitted to the budget (floor) 4/ 900 700 1,500 2,100 2,800 750 1,500 2,850
(Actual) 1,456 509 1,454 2,651 3,611 1,144 2,501
New medium-and long-term nonconcessional
external debt (with original maturities of one
year of more) contracted or guaranteed by the
government (in millions of U.S. dollars; ceiling) 4/ 7/ 500 500 500 500 500 500 500 500
(Actual) 0 0 0 0 0 0 0
External arrears on new borrowing (in millions
of U.S. dollars; ceiling) 8/ 0 0 0 0 0 0 0 0
(Actual) 653 0 0 0 0 0 0
Indicative targets
Government imports of petroleum
products (ceiling) 4/ 9/ 6,000 1,700 3,400 4,000 4,200 100 200 300
(Actual) 4,128 1,045 1,884 3,120 4,082 104 110
Revolving government credit to the State Oil
Marketing Organization (ceiling) 300 400 400
(Actual) 400 400

1/ See Technical Memorandum of Understanding for precise definitions of all performance variables.
2/ Estimated.
3/ Rolling over t-bills does not constitute new lending.
4/ Flows for 12/31/05 are cumulative for 2005. Flows for 2006 and 2007 are cumulative starting 1/1/2006 and 1/1/2007, respectively.
5/ Starting in 2007, the budget deficit will be monitored from below the line (i.e., from the financing side).
6/ Excluding salaries paid by ministries of defense and interior (see Technical Memorandum of Understanding for precise definition).
7/ This ceiling excludes loans with a grant element of 35 percent or more of up to Yen 350 billion for reconstruction projects
to be contracted with the government of Japan in 2007.
8/ This will be monitored on a continuous basis.
9/ Starting in 2007, this no longer comprises all imports of petroleum products made directly by the government of Iraq but instead
comprise of imports of petroleum products financed from the budget.
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Table 9. Iraq: Prior Actions, Structural Performance Criteria, and Structural Benchmarks
Under the Stand-By Arrangement

Date Status
I. Structural Performance Criteria
Avoid administrative measures limiting participation or bids in the CBI's regular auction Continuous Met
of foreign exchange other than screening related to anti-money laundering or counter-terrorism.
Final audit of CBI 2005 Financial operations and statements. May 15, 2006 Completed on October 1, 2006
Adoption of fully detailed budget classification and chart of accounts June 30, 2007 Met on July 28, 2007
in line with the IMF's Government Financial Statistics Manual (GFSM) 2001,
within a cash accounting framework.1/
Completion by Ernst & Young of (a) a final audit of the net international reserves May 31, 2007 NIR audit completed on time; interim audit
data reported to the IMF as at December 31, 2006, including a full count by report completed on July 15, 2007
Ernst & Young of gold and foreign exchange holdings at the CBI, and (b) an interim audit report
of CBI 2006 financial statements in accordance with International Standards on Auditing.
Completion of census of all public service employees (central government and military). June 30, 2007 Not met; replaced with a new PC (see below)
Completion of the data collection for the census of all public service employees November 30, 2007 Not met
(central government and military).
II. Structural Benchmarks
Implementation of payment system regulations. June 30, 2006 Met
Establishment of an audit oversight committee, to become effective September 30, 2006 Met in November 2006; IAMB
on or before December 31, 2006, including the participation of independent mandate has been extended to
international audit experts, to continue the work of the International Advisory and December 31, 2007
Monitoring Board (upon its dissolution) in overseeing and making public audits
of the Development Fund for Iraq and oil export sales.
Reform of pension law in line with sustainable pension system September 30, 2006 Met in December 2007
Approval by Council of Representatives of law liberalizing private gasoline imports September 30, 2006 Met
Commencement of operation of Real Time Gross Settlement system (RTGS) linking August 31, 2006 Met
headquarters of commercial banks to the CBI.
Commencement of payments clearing system between the headquarters of commercial November 30, 2006 Met
banks and the CBI through the Automatic Clearing House (ACH).
Full capitalization of CBI to the stipulated ID 100 billion, based on the 2005 audited financial December 31, 2006 Met in February 2007
statements and taking into account the restructuring of outstanding claims on the central
government that are on the December 31, 2005 balance sheet of the CBI.
Adopt a CBI Board-approved timetable for the full implementation of IFRS March 31, 2007 Met on April 1, 2007
as the bank’s financial reporting framework
Appoint an internationally reputable audit firm to conduct an operational and financial audit April 30, 2007 Underway
of Rasheed and Rafidain banks based on their 2006 financial accounts.
Address the lack of proper accounting records being maintained by the CBI, one of the major June 30, 2007 Underway
issues giving rise to E&Y’s disclaimed audit opinion for 2005. 2/
Establish adequate control procedures for reserves management, including developing June 30, 2007 Underway

reserves management policy and investment guidelines.

1/ The budget classification and chart of accounts will be deemed in line with the IMF GFSM 2001 if it is consistent with the methodology and high level classification
defined in the technical assistance report of the IMF's Fiscal Affairs Department entitled "Iraq Budget Classification Reform" (July 2005).

2/ The following issues should be addressed: (i) the lack of reconciliations of local bank’s current accounts; (ii) unreconciled suspense accounts and interbranch accounts;
(iii) unreconciled differences on accounts managed on behalf of the Ministry of Finance, including the DVI; and (iv) insufficient information to support amounts, and to ensure
the completeness and valuation of off-balance sheet commitments.
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Table 11. Irag: Quantitative Performance Criteria and Indicative Targets

Under the New Stand-By Arrangement, 2007—08 1/

(In billions of Iraqi dinars, unless otherwise indicated)

Amount at Performance Criteria Indicative Targets
6/30/07  12/31/07 3/31/08 6/30/08 9/30/08  12/31/08
Cumulative change from June 2007
Net international reserves of the CBI
(floor; in millions of U.S. dollars) 21,045 0 0 0 0 0
Lending to the government and the
private sector by the CBI (ceiling) 2/ 5,230 0 0 0 0 0
Cumulative flow from beginning of calendar year
Central government total financing (ceiling) 3/ 7,600 2,200 3,750 5,400 7,200
Government wage and pension bill (ceiling) 3/ 4/ 10,100 2,750 5,500 8,250 11,000
Government imports of petroleum
products (ceiling) 3/ 400 100 200 300 400
Direct government subsidies to the fuel sector (ceiling) 0 0 0 0 0
New medium-and long-term nonconcessional
external debt (with original maturities of one
year of more) contracted or guaranteed by the
government (in millions of U.S. dollars; ceiling) 3/ 5/ 500 500 500 500 500
External arrears on existing/rescheduled debt and new
borrowing (in millions of U.S. dollars; ceiling) 6/ 0 0 0 0 0
Indicative target
Revolving government credit to the State Oil 400 400 400 400 400

Marketing Organization (ceiling)

1/ The Technical Memorandum of Understanding will provide for precise definitions of all performance variables.

2/ Rolling over T-bills does not constitute new lending.

3/ Flows for 2007 and 2008 are cumulative starting 1/1/2007 and 1/1/2008, respectively.

4/ Excluding salaries paid by ministries of defense and interior.

5/ Consessionality is defined as loans with a grant element of 35 percent or higher.

6/ To be monitored on a continuous basis.
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Table 12. Iraq: Prior Actions, Structural Performance Criteria, and Structural Benchmarks

Under the New Stand-By Arrangement

I. Prior Actions

Date

Adoption by Cabinet of the 2008 government budget, in line with program objectives.

Appointment of an external auditor to undertake the audit of the CBI 2007 financial statements
in accordance with International Standards on Auditing.

Appointment of an external auditor to undertake an audit of the CBI net international reserves data reported
to the IMF as at December 31, 2007, including a full count of gold and foreign exchange holdings at the CBI.

Commencement by an internationally reputable auditor of the operational and financial audits of Rasheed

and Rafidain banks based on their 2006 financial accounts.

II. Structural Performance Criteria

Avoid administrative measures limiting participation or bids in the CBI's regular auction
of foreign exchange other than screening related to anti-money laundering or counter-terrorism.

Enact the amendments to the pension law to make it fiscally sustainable.

Completion by an external auditor of an audit of the CBI net international reserves data reported to the
IMF as at December 31, 2007, including a full count of gold and foreign exchange holdings at the CBI.

Completion by an external auditor of the audit of the CBI 2007 financial statements in
accordance with International Standards on Auditing.

Continuous

December 31, 2007

March 31, 2008

June 30, 2008

11I. Structural Benchmarks

Implementation of regular reconciliation in the CBI accounts of (i) local banks’ current accounts;
(ii) intra-branch accounts; and (iii) suspense accounts.

Adoption of reserves management guidelines by the CBI.

Completion of the operational and financial audits of Rasheed and Rafidain banks based on
their 2006 financial accounts.

Incorporate new weights in the CPI based on the 2007 household expenditure survey.

Submission to the Board of Supreme Audit of the final accounts of the Federal Budget
for the year ending December 31, 2007.

Completion of census of all public service employees (central government and military).

Adoption of an action plan for modernizing the government's financial management system.
Completion of a comprehensive set of prudential regulations for commercial banks.

Publication of audit reports mandated by the Committee of Financial Experts (COFE) and presentation

of the first semi-annual COFE report, covering the period January—June 2008 and including
recommendations, to the Council of Ministers.

Development of a periodic adjustment mechanism for fuel prices based on changes in domestic production

costs and import costs to prevent re-emergence of direct budget subsidies on fuel products.
Adoption of an operational restructuring program for Rafidain bank based on the findings of the audits.

Adoption of operational and financial restructuring programs for Rasheed bank based on the findings
of the audits.

Submission to the Council of Representatives and publication of the audited accounts of the Federal
Budget for the year ending December 2007, in accordance with the Financial Management Law of 2004.

March 31, 2008

March 31, 2008

May 31, 2008

May 31, 2008

June 30, 2008

June 30, 2008
July 31, 2008
July 31, 2008

September 15, 2008

September 30, 2008

September 30, 2008

September 30, 2008

November 15, 2008
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Table 13. Iraq: Availability of Purchases Under the Stand-By Arrangement, end-2007-09

Availability date Amount of Purchase Condition
SDR % quota

Proposed schedule new SBA

79,226,667 6.67 Program approval
79,226,667 6.67 Observance of end-December 2007 performance criteria

December 19, 2007
February 15, 2008

79,226,667 6.67 Completion of the first review and observance of
May 15, 2008 end-March 2008 performance criteria
August 15, 2008 79,226,667 6.67  Observance of end-June 2008 performance criteria
6.67  Completion of second review and observance of
November 15, 2008 79,226,667 end-September 2008 performance criteria
February 15, 2009 79,226,665 6.67  Observance of end-December 2008 performance criteria
Total access 475,360,000 40.00

Source: Fund staff projections.
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Table 14. Iraq: Indicators of Fund Credit, 2004-12 '
(In millions of SDRs, unless otherwise indicated)

2004 2005 2006 2007 2008 2009 2010 2011 2012
Disbursements of Fund credit
EPCA 2971 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
SBA 0.0 0.0 0.0 5546 3169 79.2 0.0 0.0 0.0
In percent of IMF quota 0.0 0.0 0.0 46.7 26.7 6.7 0.0 0.0 0.0
Obligations
Clearance of arrears 55.3 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Repayments of EPCA 0.0 0.0 0.0 0.0 148.6 148.6 0.0 0.0 0.0
Repayments of SBA 2/ 0.0 0.0 0.0 0.0 0.0 0.0 99.0 2278 1387
Total charges and interest 0.7 10.5 0.0 4.4 232 283 240 16.1 4.8
Total obligations 56.0 10.5 0.0 44 1717 1769 123.0 2439 1435
Total obligations, in percent of:
Exports of goods and services 0.5 0.1 0.0 0.0 0.7 0.6 0.4 0.7 0.3
External public debt 0.1 0.0 0.0 0.0 0.5 0.5 0.4 0.7 0.4
Gross reserves 1.0 0.1 0.0 0.0 0.8 0.7 0.4 0.7 0.4
GDP 0.3 0.0 0.0 0.0 0.4 0.3 0.2 0.4 0.2
IMF Quota 4.7 0.9 0.0 0.4 144 149 104 20.5 12.0
Outstanding Fund credit
EPCA 2971 2971 0.0 2971 148.6 0.0 0.0 0.0 0.0
SBA 0.0 0.0 0.0 79.2 396.1 4754 376.3 148.6 0.0
Total outstanding Fund credit 2971 2971 0.0 376.3 5447 4754 376.3 148.6 0.0
Total outstanding Fund credit, in percent of
Exports of goods and services 2.8 2.0 0.0 1.8 23 1.7 1.2 0.4 0.0
External public debt 04 0.4 0.0 0.6 1.7 1.4 1.1 0.4 0.0
Gross reserves 5.5 3.7 0.0 21 25 1.8 1.2 0.4 0.0
GDP 1.7 1.4 0.0 0.9 1.2 0.9 0.7 0.2 0.0
IMF Quota 25.0 25.0 0.0 317 458 40.0 317 12.5 0.0

Sources: Fund staff estimates and projections.

1/ Including the hypothetical purchases under the current and prospect precautionary SBA, not shown in the balance

of payments projections.

2/ The prospective SBA repayments are on an expectation basis.
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APPENDIX: IRAQ—EXTERNAL DEBT OUTLOOK

1. Iraq has received substantial debt reduction from official and private creditors, but the
amount of external debt remains large. By assuming that debt reduction comparable to the
Paris Club agreement is applied to non-Paris Club creditor’s claims in 2008, the latest
estimates of external debt indicate that the stock of debt was $110.5 billion (352 percent of
GDP) at end-2005 and $98 billion (198 percent of GDP) at end-2006. Without the third stage
of debt reduction, external debt would amount to about $50 billion (about 42 percent of
GDP) by 2012. The third stage reduction (expected in 2008) would further reduce Iraq’s
external debt to about $36 billion (30 percent of GDP) by 2012 (Appendix, Table 1).” The
medium term projections assume that new debt disbursement is mostly from multilateral
creditors and Japan.

2. Under the program scenario, Iraq’s external debt remains vulnerable to a negative oil
shock, particularly when Iraq will start repaying the debt to official creditors. Based on the
Paris Club agreement in 2004, the repayment of the remaining debt stock would start in
2011; the interest payments accrued during 2005—10 are mostly capitalized. The debt service
remains moderately large through 2008, when non-Paris Club creditors, that haven’t yet
provided debt relief, are assumed to provide 80 percent of debt reduction. Debt service is
projected to increase in 2011 because of Paris Club debt repayments. Simulations for two oil
shocks (a production shock that keeps oil production constant at 2.1 mbpd in 2007-12, and a
price shock that lowers the oil export price by $10 per barrel during 2008—12) show that Iraq
would require significant borrowing from international markets to close the financing gaps
(Appendix, Table 2)

” The third stage of debt reduction would be contingent on Iraq completing the final review of the third year of
upper credit tranche arrangements with the Fund.
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Table 1. Iraq: Estimated External Debt Stock, 2004—12
(In billions of U.S. dollars) 1/

2004 2004 2005 2006 2007 2008 2009 2010 2011 2012
before debt after debt
reduction  reduction

Without the third stage of debt reduction in 2008 (baseline) 4/

Paris Club official creditors 42.6 28.4 19.2 19.9 20.7 21.4 22.0 224 213 20.3
Non-Paris Club official creditors 2/ 68.8 68.8 70.1 732 76.8 233 242 247 23.3 21.8
Private creditors 3/ 20.7 20.7 19.5 4.0 3.0 3.0 3.0 3.0 3.0 3.0
Multilateral creditors and others 4/ 0.9 1.2 1.8 1.0 0.9 1.0 1.3 2.2 35 4.7
Total debt 133.1 119.1 110.5 98.1 101.4 48.7 50.5 52.3 51.1 49.8

In percent of GDP 516.5 462.2 352.3 198.0 162.1 68.9 58.9 54.7 47.8 41.9
Total debt service 5/ 0.2 0.2 1.2 0.4 0.9 0.7 0.7 3.7 3.7

With the third stage of debt reduction in 2008 6/

Total debt 133.1 119.1 110.5 98.1 101.4 327 34.3 36.1 36.1 36.0

In percent of GDP 516.5 462.2 352.3 198.0 162.1 46.3 40.1 37.8 33.8 30.2
Total debt service 5/ 0.2 0.2 1.2 0.4 0.9 0.6 0.5 24 25

Sources: Iraqgi authorities and Fund staff estimates.

1/ The assumptions made in this table are for purposes of illustration and discussion only. While the process of Iraq's debt
reconciliation is ongoing, the IMF has had to base its analysis on information that may include as yet unreconciled data. Such use
of data by the IMF does not amount to a recognition or denial of any particular claims. The estimates of the debt stock may differ
from those in IMF Country Report No. 07/115 to incorporate the latest results of debt reconciliation and settlement.

2/ Assumes debt reduction comparable to the 2004 Paris Club agreement for creditors with whom a debt agreement has been
signed. For the remaining non-Paris Club creditors, debt reduction is assumed to take place by end-2008.

3/ Assumes that by end 2007 all debt to private creditors would be settled by debt and cash exchanges.

4/ Includes a new debt and arrears related to fuel imports from Turkey in 2006. The projections assume that new debt
disbursement is mostly from multilateral creditors and Japan.

5/ Debt service is actual amount paid, including repayment of arrears to Turkey.

6/ Assumes precautionary SBA during 2005-08.
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Table 2. Iraq: External Debt Sustainability Framework, 2004—-12
(In percent of GDP, unless otherwise indicated)

Estimates Projections
2004 2005 2006 2007 2008 2009 2010 2011 2012
External debt 462.2 3523 198.0 162.1 68.9 58.9 54.7 47.8 41.9
Change in external debt (1) -582.4 -109.9 -154.2 -359 -93.2  -10.0 -4.2 -6.9 -5.9
Identified external debt-creating flows (2) -534.7 -74.8 -137.2 -44.3 -22.2 -18.8 -12.3 -12.8 -12.2
Current account deficit, excluding interest payments 172 -128 -18.0 9.3 -3.6 -7.3 -8.8 9.8 -123
Deficit in balance of goods and services 25.2 15.0 -5.3 -5.6 5.0 -6.1 -8.0 -9.1 -11.8
Exports 69.0 64.1 58.1 55.1 52.0 56.9 57.3 57.7 57.8
Imports 94.2 79.2 52.8 49.6 57.0 50.8 49.3 48.6 46.1
Net non-debt creating capital inflows (negative) 1/ -44.3 52 1.1 -1.0 -7.0 -2.0 0.2 0.6 3.0
Automatic debt dynamics 2/ -507.5 -67.1 -120.3 -339 -11.6 -9.6 -3.8 -3.6 -2.9
Contribution from nominal interest rate 20.6 15.5 8.8 74 6.8 2.6 24 2.2 1.9
Contribution from real GDP growth -240.3 28 -138 -20 -10.2 -4.2 -5.5 -4.7 -3.8
Contribution from price and exchange rate changes 3/ -287.8 -854 -115.2 -39.3 -8.2 -7.9 -0.7 -1.1 -1.0
Residual, incl. change in gross foreign assets (1-2) -47.8  -35.1 -17.0 84 -70.9 8.8 8.1 6.0 6.3
Of which: change in official reserves (increase = positive) 26.4 13.0 16.2 11.0 10.5 9.8 8.5 6.0 6.3
External debt-to-exports ratio (in percent) 669.7 549.2 340.9 2940 1325 103.5 95.5 82.9 72.5
Gross external financing need (in billions of US dollars) 4/ 10.1 1.0 -0.3 1.2 2.8 -4.0 -6.1 -5.6 -9.8
in percent of GDP 39.2 3.3 -0.6 1.9 3.9 -4.7 -6.4 -5.3 -8.3
External debt service in percent of exports 5/ 29.9 25.0 19.4 13.9 14.5 45 4.2 79 7.0
Debt-stabilizing non-interest current account (positive = surplus) 6/  -599.6  -97.1 -136.2 -26.6 -89.5 -2.7 4.6 3.0 6.4
Key Macroeconomic Assumptions
Real GDP growth (in percent) 46.5 -0.7 6.2 1.3 71 75 10.4 9.6 8.9
GDP deflator in U.S. dollars (change in percent) 38.0 22.7 48.6 247 53 129 1.2 21 21
Nominal external interest rate (in percent) 4.0 4.1 3.9 4.7 4.8 4.5 45 45 4.4
Growth of exports (U.S. dollar terms, in percent) 91.7 13.2 42.9 20.0 6.4 32.7 12.3 12.7 1.5
Growth of imports (U.S. dollar terms, in percent) 203.7 2.3 5.2 18.7 29.8 8.1 8.3 10.2 5.5
Stress Tests for External Debt Ratio
Limited oil production 7/ 352.3 198.0 162.1 71.0 64.4 64.3 59.7 55.0
Lower oil price in 2007-11 8/ 352.3 198.0 162.1 75.8 64.3 60.0 52.6 46.1
Stress Tests for External Debt Service-to-Exports Ratio 5/
Limited oil production 7/ 25.0 19.4 13.9 15.4 5.3 5.7 121 12.0
Lower oil price in 2007-11 8/ 25.0 19.4 13.9 15.4 53 5.7 121 12.0
Memorandum items:
Real GDP growth under stress scenarios (in percent)
Limited oil production 7/ -0.7 6.2 1.3 4.2 2.0 29 3.1 3.2
Lower oil price in 2007-11 8/ -0.7 6.2 1.3 71 7.5 10.4 9.6 8.9
Non-interest current account deficit under stress scenarios (in percent of GDP)
Limited oil production 7/ -128  -18.0 -9.3 -1.5 -1.5 2.8 6.2 8.0
Lower oil price in 2007-11 8/ -12.8  -18.0 -9.3 -1.6 -1.5 27 55 6.7

1/ Includes net FDI, other net private sector inflows (all assumed to be equity), and use of official assets held abroad.

2/ Derived as [r - g - r(1+ g) + ea(1+r)]/(1+g + r + gr ) times previous period debt stock, with r = nominal effective interest rate on external
debt; r = change in domestic GDP deflator in US dollar terms, g = real GDP growth rate, e = nominal appreciation. (increase in dollar value of

domestic-currency denominated debt in total external debt.

3/ The contribution from price and exchange rate changes is defined as [ -r (1+g) + e a(1+r))/(1+g+r+g r) times previous period debt stock.

r increases with an appreciating domestic currency ( e > 0) and rising inflation (based on GDP deflator).

4/ Defined as current account deficit, plus amortization on medium- and long-term debt, plus short-term debt at end of previous period.

5/ Debt service is total accrued amount.

6/ Balance that stabilizes the debt ratio at its previous year's level, given assumptions on real GDP growth, nominal interest rate, dollar deflator

growth, and non-debt inflows in percent of GDP.
7!/ Assumes that oil production remains constant at 2.1 mbpd from 2008 on.
8/ Assumes that oil price in 2008-12 is US$10 lower than in the baseline.



43

Attachment I

Baghdad, December 4, 2007
Mr. Dominique Strauss-Kahn
Managing Director
International Monetary Fund
Washington, D.C. 20431
U.S.A.

Dear Mr. Strauss-Kahn:

1. The Executive Board of the IMF approved a request for a Stand-By Arrangement
(SBA) for Iraq on December 23, 2005, and the fifth and final review under the SBA was
completed on August 1, 2007. Despite the difficult security and political environment, we
made good progress in implementing the economic programs for 2006 and 2007 that were
supported by the SBA. We have maintained fiscal discipline and preserved a sustainable
balance in the Development Fund for Iraq. Following a surge in consumer prices in 2006,
largely due to security-related shortages of fuel products, we succeeded in bringing inflation
down sharply in 2007, in particular by allowing the exchange rate of the dinar to appreciate.
We have also taken measures to reduce fuel shortages. However, the security situation
prevented the envisaged increase in investment and production in the oil sector, thereby
keeping economic growth below target. We continued to make progress in the structural area.
In particular, we significantly increased the prices of domestic fuel products and brought
them in line with those in other oil-exporting countries in the region. As a result, we
eliminated direct budgetary subsidies on fuel products, except for a small subsidy on
kerosene.

2. We are fully aware that much remains to be done to create the conditions for
sustainable economic growth and to reduce Iraq’s vulnerability to negative oil shocks.
Therefore, we are determined to make further progress in strengthening macroeconomic
policies and in undertaking structural reforms. Our program for 2008 seeks to maintain
macroeconomic stability, facilitate investment and higher output in the oil sector, and
advance structural reforms to pave the way for higher growth and to strengthen governance
and administrative capacity in the public sector.

3. The attached Memorandum on Economic and Financial Policies (MEFP) sets out our
economic and financial program for 2008. We believe that the policies and measures
described in the MEFP are adequate to achieve the objectives of the program, but we will
take any additional measures that may become appropriate for this purpose. We will consult
with the Fund on the adoption of such measures in advance of revisions to the policies
contained in the MEFP, in accordance with the Fund’s policies on such consultation. We
consent to the publication of this letter, the MEFP, and the attached Technical Memorandum
of Understanding.
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4. In support of the implementation and success of our program for 2008, we hereby
request the approval of a 15-month SBA with the Fund (December 2007—March 2009) in an
amount equivalent to SDR 475.36 million or 40 percent of quota, and the cancellation of the
current SBA effective immediately prior to that approval. We intend to treat the requested
arrangement as precautionary (i.e. we do not intend to make the purchases under the
arrangement that will become available upon its approval and after observance of its
performance criteria and completion of its reviews). We will provide the Fund with such
information as it requests on policy implementation and achievement of the program
objectives. Finally, we hope that we can count on the continued support of the international
community for the implementation of Iraq’s policy agenda.

Sincerely yours,

/s/ /s/

Dr. Sinan Al-Shabibi Mr. Bagqir S. Jabr Al-Zubaydi
Governor of the Central Bank of Iraq Minister of Finance of Iraq
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Attachment II: Irag—Memorandum of Economic and Financial Policies for 2008
December 4, 2007

I. DEVELOPMENTS UNDER THE CURRENT STAND-BY ARRANGEMENT

1. The current precautionary Stand-By Arrangement (SBA) has supported Iraq’s
economic programs for 2006 and 2007, which aimed at maintaining macroeconomic stability
while laying the groundwork for sustainable growth over the medium term and improving
governance. Despite very difficult circumstances, we have made good progress in
implementing our macroeconomic policies. All quantitative performance criteria since the
approval of the SBA in December 2005 were met and several important structural reforms
were undertaken. The difficult security situation, however, has hampered investment and
prevented the envisaged expansion of oil output, thereby keeping economic growth below
target. Shortages of key commodities, especially fuel products, led to an unexpected increase
in inflation to 65 percent by end-2006. In response, we have taken corrective policies—
including a gradual appreciation of the exchange rate, a tightening of the monetary policy
stance, and containment of current government spending—which helped to counter the
dollarization of the economy and to reduce inflation. Also, we have taken measures to reduce
fuel shortages, including by clamping down on smuggling and other irregularities in the
supply chain. As a result, annual consumer price inflation has fallen back to 20 percent in
October 2007 from 65 percent during the year of 2006.

2. The overall fiscal position in 2006 and 2007 was more comfortable than envisaged
because of higher oil export prices and lower expenditures. In particular, there was a shortfall
in investment due to the security situation and limited implementation capacity. The fiscal
outturn for 2006 showed a sizable surplus of 12 percent of GDP. The surplus resulted in an
accumulation of balances in the Development Fund for Iraq (DFI) of ID 2.9 trillion, as
compared to a programmed reduction of almost ID 8.7 trillion, and in a sizable build-up of
government deposits at the CBI. In 2007, we have taken measures to speed up the
implementation of investment projects, in particular by: (i) accelerating cabinet approval of
large projects; (ii) shortening the procurement period; (iii) raising the threshold for projects
that can be approved at the line-ministry and governorate level; and (iv) ensuring that budget
allocations are made available to line-ministries and governorates on a timely basis. As a
result, the execution rate of the investment budget is increasing in 2007, while current
spending is expected to be close to budget. Taking account of the effect of the appreciation of
the dinar on oil revenues, we expect an overall fiscal surplus of about 1% percent of GDP in
2007. By the end of 2007, we expect to maintain the balance in the DFI at about

ID 13 trillion.

3. The timely adjustment of monetary and exchange rate policies by the Central Bank of
Iraq (CBI), together with the maintenance of fiscal discipline and the reduction of fuel
shortages, were critical for bringing inflation down. At the height of inflation, the CBI
responded by allowing the exchange rate to gradually appreciate from mid-November 2006
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by about 16 percent to ID 1,232 per dollar at end-October 2007. In addition, the CBI raised
its policy interest rate in two steps from 12 percent in October 2006 to 20 percent as of early

January 2007. Net international reserves continued to grow and reached a level of
$25.5 billion at end-October 2007.

4. On the structural side, progress was made in several key areas despite the lack of
security and capacity constraints. Official prices of domestic fuel products were increased
significantly and brought in line with those in other oil-exporting countries in the region. As
a result, we succeeded in eliminating direct budgetary subsidies on fuel products (which
amounted to about 8 percent of GDP in 2005), except for a small subsidy on kerosene.
Legislation and administrative regulations were enacted to allow importation of fuel products
by the private sector. As part of our efforts to modernize public financial management, the
chart of accounts and budget classification have been brought in line with the IMF’s
Government Finance Statistics Manual (GFSM) 2001, within a cash accounting framework.
The Council of Representatives (CoR) has passed in October 2007 amendments to the new
pension law in order to make the pension system fiscally sustainable, in particular by a
gradual reduction of replacement rates. An audit of the CBI end-2006 net international
reserves and the audit of its 2006 financial statements have been finalized, and the CBI has
begun to address weaknesses in its accounting and reporting framework. Also, the CBI’s
capital was raised to the statutory level. The payment system is being modernized, and a real
time gross settlement system and an automatic clearing house are now operational.
Preparations for the restructuring of the two largest state-owned banks are underway.

5. We have also continued to make progress toward resolving external claims.
Understandings on debt restructuring have been reached with Russia, the only outstanding
Paris Club creditor, but an agreement remains to be signed. Bilateral agreements with ten
non-Paris Club official creditors have been signed and active negotiations are underway with
several non-Paris Club official creditors, notably China. However, despite our good faith
efforts, negotiations with some other key non-Paris Club official creditors are progressing
slowly. A Special Purpose Vehicle has been established to provide single securitization of
restructured debt to official creditors. The bulk of the claims of private creditors has been
resolved through debt and cash exchanges, and most of the remaining claims are in the
process of reconciliation with claims that are being settled as part of the liquidation of the
London branch of Rafidain Bank.

6. With the help of the international community we have launched an International
Compact for Iraq (ICI) to support a process of comprehensive political, security, and
economic reform. The macroeconomic component of the ICI is consistent with our economic
program under the SBA.
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II. EcoNOoMIC AND FINANCIAL POLICIES IN 2008
A. Macroeconomic Objectives of the Program

7. Notwithstanding the progress made under the current SBA, the Iraqi economy still
faces enormous challenges. Low investment and stagnating output in the oil sector, largely
due to the difficult security situation, remain a bottleneck for future growth, as well as for
providing better social and public services, and maintaining fiscal sustainability. In addition
to the measures taken to speed up project implementation, improvements in the security
situation and governance in the sector are necessary to achieve significant progress in this
area. The containment of current government spending and an appropriate management of
the exchange rate, supported by a continued tight monetary stance, remain prerequisites for
keeping inflation low. It is also important to further reduce shortages through continued
government support of private sector fuel imports and stepping up investment in the domestic
fuel sector. Much remains to be done to strengthen the financial management of the
government and the CBI, as well as to reform the banking sector.

8. Our economic program for 2008 will build on the progress made in strengthening
macroeconomic policies and in structural reforms. The broad objectives of the program are to
maintain macroeconomic stability, facilitate investment and higher output in the oil sector,
and advance priority structural reforms to pave the way for higher growth over the medium
term and to strengthen governance and administrative capacity in the public sector. The
successful completion of the program will also trigger the third and final stage of debt
reduction under the 2004 Paris Club agreement, and thereby contribute to fiscal and external
sustainability.

0. The program will have the following macroeconomic objectives for 2008:

(1) achieving real GDP growth of about 7 percent, driven by an expansion of oil output from
2.0 million barrels per day (mbpd) in 2007 to 2.2 mbpd in 2008; and (ii) containing annual
consumer price inflation at 12 percent. The net international reserves of the CBI are expected
to increase to about $34 billion by end-2008.

B. Macroeconomic Policies
Fiscal policy and related issues

10.  The key objectives of our fiscal strategy remain to promote the rebuilding of Iraq’s
economy, to restore adequate public services, and to protect the standard of living of the
population, while maintaining fiscal sustainability. As the political and security situation
remains volatile, the reconstruction of the economy, notably the oil sector, and the
appropriate management of the government’s limited resources continues to be a difficult
challenge. We are keenly aware that there is little room for fiscal slippages and that it is of
the utmost importance to increase investment and production in the oil sector to maintain
fiscal and external sustainability. In this context, our fiscal policy focuses on prioritizing the
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use of available resources towards our investment program and essential spending in
education, health, and security, while containing other current expenditures. We are also
determined to consolidate the progress made in eliminating direct fuel subsidies and to step
up our efforts to strengthen public financial management and governance.

11.  The draft 2008 budget adopted by Cabinet allows for a sizable investment program,
including in the oil sector, and a moderate rise in current spending (prior action). The draft
budget envisages government revenue to increase to ID 50.8 trillion in 2008, including oil
exports revenue of ID 42.4 trillion and the one-off revenue from the sale of cellular phone
licenses (ID 4% trillion). Oil revenue in 2008 is based on a projection of oil export volumes
of 1.7 mbpd, in line with our efforts to increase oil production, and a prudent oil export price
of $57 per barrel. Total government spending, excluding grant-financed expenditures, will be
limited to ID 57.5 trillion in 2008, including a limited amount related to the carry-over of
investment spending that was committed in 2007 but for which payment will take place in
the first part of 2008. The budget aims to limit the overall fiscal deficit to ID 7.1 trillion or
8.4 percent of GDP in 2008. The deficit will be financed by drawing down part of the
balance in the DFI and by using some of the bank deposits accumulated during 2006-07. We
aim to maintain a balance in the DFI of at least ID 6.1 trillion for future operations. The total
financing of the central government budget deficit in 2008 will be subject to a performance
criterion under the SBA.

12.  Increasing investment and output in the oil sector is crucial to generate the resources
needed to revitalize the economy and maintain fiscal and external sustainability. To this end,
we are embarking on a number of targeted investment and rehabilitation projects. A project
to enhance the production capacity of oil wells in the South is underway. We have increased
the protection of the Kirkuk-Ceyhan pipeline and exports through the North have resumed
since July, albeit still with interruptions. We expect oil production and exports in the North to
reach at least 0.1 mbpd on average in 2008. Work has started to upgrade the export facilities
at the port of Khor Al-Amyah, which is planned to be completed by mid-2008. In view of the
uncertainties related to the security situation and the gestation period of new investment
projects in the oil sector, oil production is expected to increase gradually in the period ahead.
We will significantly step up our efforts to accelerate the execution of reconstruction
projects, in particular in the electricity, water and sanitation, health, and education sectors.

13. To create room for higher investment outlays and maintain fiscal sustainability, we
intend to limit the increase in current spending in 2008. The wage bill will rise only
moderately as we have decided not to grant any general wage increases and there will be only
limited hiring, mostly in the education, health, and security sectors. The recent adoption of
the amendments to the new pension law will allow us to put the pension system on a fiscally
sustainable path, broadly in line with our understandings with Fund staff. Starting in 2008, an
extra-budgetary pension fund will be created that will receive all pension contributions but
will pay out only to new pensioners, while the budget will continue to be responsible for the
pensions of existing retirees. We are committed to managing the new pension fund in a
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transparent manner, in line with international good practices, and are receiving technical
assistance from the World Bank and USAID in this area. The wage and pension bill (except
for wages of the defense and interior ministries) will be limited to ID 10.8 trillion and will be
subject to a quantitative performance criterion.

14.  In order to put the management of the government wage bill on a sound footing, we
are undertaking a census of public service employees. Because of further delays caused by
the security situation, the data collection phase of the census had to be extended and we now
expect to receive the completed questionnaires back from government agencies by end-
February 2007, three months later than planned. We aim to complete the census report by
end-June 2008 (structural benchmark). On this basis, we will adopt an action plan to
eliminate ghost workers and computerize the payroll by September 2008. We intend to
establish a bank transfer system for wage payments once the banking system has acquired the
capabilities to efficiently handle such operations as a result of the ongoing modernization of
the payment system.

15. We are determined not to provide any direct budget subsidies on fuel products in
2008, except for a small subsidy on imported kerosene, and will take any measures that may
be needed to that effect (quantitative performance criterion). The State Oil Marketing
Organization (SOMO) will continue to use the revolving government credit with a ceiling of
ID 400 billion to finance its imports of fuel products. Building on the progress we have made
under the current SBA, we intend to strengthen the financial management of the fuel sector,
in order to further reduce distortions and inefficiencies. In this context, we intend to develop,
with technical assistance from the Fund, a periodic adjustment mechanism for fuel prices,
based on changes in domestic production costs and import costs (structural benchmark). We
will also continue to facilitate private sector fuel imports, in order to further reduce shortages.

16.  We will step up our efforts to streamline the social safety net. In line with the
recommendations of the World Bank, we will continue our efforts to rationalize the in-kind
Public Distribution System through enhanced monitoring and improved procurement
procedures. We also intend to limit the number and rations of goods in the basket, increase
the price of the ration card, and further restrict eligibility of well-off families. We are in the
process of further expanding the coverage of the new cash-based Social Safety Net, which
presently covers about 800 thousand poor families, who received cash benefits of

ID 80 thousand to ID 120 thousand per month, depending on the size of the family.

17.  Much remains to be done to strengthen the effectiveness and transparency of
budgetary management. External support for the Financial Management Information System
(FMIS), which had started on a trial basis in January 2007, was terminated following the
abduction of an external consultant in May. As a result, and in light of the difficulties we
experienced to adapt this system to our needs, the FMIS is no longer in use. It remains
crucial, however, to modernize the existing semi-automated legacy system which remains
time-consuming and vulnerable. We have requested Fund technical assistance to help us
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identify priorities for modernizing public financial management in light of our needs and the
progress we have made in recent years, including the work on the FMIS. We intend to adopt
an action plan for reform in this area by end-July 2008 (structural benchmark). To improve
the government’s cash management, we will closer align the transfer of cash allocations to
line-ministries and governorates with the rate of execution of their investment programs and
reduce the large outstanding government deposits with commercial banks. To strengthen
transparency and accountability, we will submit the final accounts of the Federal Budget for
2007 to the Board of Supreme Audit, and subsequently submit the audited accounts to the
Council of Representatives and publish them, as required by the 2004 Financial Management
Law (structural benchmarks).

18. We are making progress in developing a medium-term tax reform strategy with
assistance from international partners, including the Fund. Our objective is to streamline
Iraq’s tax system in order to support economic development, while broadening the tax base
and increasing revenue collection. In this context, it is important to ensure that the tax system
for the oil sector is compatible with the expansion of private sector activities. We intend to
simplify the personal income tax system by raising the tax-free threshold and we will
consider the reduction of the number of tax brackets (currently: four brackets). We will
maintain the corporate income tax rate at 15 percent, and the customs duty rate
(reconstruction levy) at 5 percent, while reducing exemptions. We are also considering the
introduction of a sales tax as a precursor for a value-added tax.

Monetary and exchange rate policies

19. The key objectives of monetary and exchange rate policies in Iraq are to reduce
inflation and counter dollarization in order to enhance the central bank’s control over
monetary conditions. The appreciation of the exchange rate has succeeded in increasing the
demand for dinars and contributed significantly to the drop in inflation. The CBI will
continue to gradually appreciate the exchange rate until annual core inflation (excluding fuel
and transportation) has come down to near single-digit levels, from 16 percent in October.
We will continue to keep a close watch on the effects of this policy on inflation and adjust
the pace of appreciation as needed. Once our inflation target has been achieved, the CBI will
return to its previous policy of maintaining a stable exchange rate as the nominal anchor for
the economy. The CBI will continue to provide the full amount of foreign currency
demanded at the cut-off rate on the daily auctions.

20. The CBI will maintain its policy interest rate at its present level until annual core
inflation has come down to near single-digit levels. Provided headline inflation continues its
downward trend, the policy interest rate could be reduced gradually while seeking to
maintain a positive real interest rate. Our monetary program for 2008 envisages a further
growth in money demand, in particular currency in circulation, that is consistent with the
projected accumulation in net international reserves and the continuation of the CBI’s policy
of no lending to the government and the private sector. The program includes a floor on the
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net international reserves of the central bank (performance criterion). In order to absorb a
significant part of the additional liquidity in the banking system that resulted from the build
up of government deposits in commercial banks in 2007, the CBI has increased the required
reserves ratio on government deposits from 25 percent to 75 percent as of September 2007.
The CBI will continue to provide banks unrestricted access to its standing deposit facilities.

21.  We continue to prepare the ground to broaden the available menu of monetary policy
instruments, in order to eventually influence monetary conditions through open market
operations. To this end, we will develop a central depository system and the Ministry of
Finance will continue with the regular bi-weekly issuance of treasury bills. The CBI will
continue to issue its own bills and sell in the secondary market the treasury bills received
annually from the Ministry of Finance as part of the rescheduling of CBI claims.

22. The CBI is committed to continue implementing the recommendations of the Interim
Safeguards Assessment Report (ISAR) and of the Ernst & Young audit of its 2006 financial
statements. We have appointed an external auditor to undertake the audit of the CBI 2007
financial statements and net international reserves data as at end-December 2007 (prior
actions). The completion of these audits will constitute structural performance criteria under
the program. Other key measures in the pipeline are: (i) the implementation of regular
reconciliation in the CBI accounts of local banks’ current accounts, intra-branch accounts,
and suspense accounts (structural benchmark); (i1) the adoption of reserve management
guidelines (structural benchmark); (iii) the implementation of regular reconciliation
procedures for the CBI’s account at the Federal Reserve Bank in New York (FRBNY),
including for interest earned on U.S. Treasury bills; and (iv) the establishment of a register of
outstanding off-balance sheet commitments (letters of credit and guarantees). We may
request technical assistance from the Fund in some of these areas. To increase transparency,
the CBI has published on its website the 2005 and 2006 audited financial statements along
with the auditor’s opinion.

External sector policies

23. We remain committed to maintaining a liberal exchange system, and in practice there
are no restrictions on international current and capital transactions unrelated to anti-money
laundering or counter-terrorism measures. We are ready to implement the Fund’s
recommendations that may result from the ongoing review of exchange regulations, and
intend to accept the obligations of Article VIII, Sections 2(a), 3, and 4, of the IMF’s Articles
of Agreement as soon as possible. In the meantime, we will avoid imposing restrictions on
the making of payments and transfers for current international transactions. The CBI is also
committed to avoid the application of administrative measures to limit the quantity of foreign
exchange sold at the daily auction (performance criterion).

24.  We are determined to continue adhering to our open trade policies. In this context, we
will step up our efforts to secure Iraq's accession to the World Trade Organization (WTO),
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which would constitute an important step toward the country’s integration into the world
economy.

25. We will continue our good faith efforts to resolve outstanding external claims under
terms that are consistent with the 2004 Paris Club agreement. We will endeavor to reach a
bilateral debt agreement with Russia and finalize the negotiations on a debt agreement with
China as soon as possible. Official contacts with the other non-Paris Club creditor countries
have been made and will continue with a view to an early conclusion of debt agreements.

26. To resolve most of the remaining claims of private creditors, the liquidation of the
London branch of Rafidain Bank is underway and we are hopeful that the process will be
completed as soon as possible. We also plan to make fully operational the recently
established debt management unit in the Ministry of Finance by early-2008, and have now
centralized government authority to contract new external and domestic debt at that ministry.

C. Structural Policies

27. Increasing transparency and good governance in the oil sector remains a top priority.
We will ensure a smooth transition when the International Advisory and Monitoring Board
(IAMB) hands over its responsibilities as audit and oversight body for the DFI to the Iraqi
Committee of Financial Experts (COFE) by the end of this year. The COFE will continue the
IAMB’s practice of publishing the audit reports it mandates, and it will present its first semi-
annual report, including recommendations, to the Council of Ministers by mid-September
2008 (structural benchmark). All meters at the Basra export terminal have been certified and
are operational, and the metering system in the Khor Al-Amyah export terminal will be
installed in the second half of 2008. We will also step up our efforts to implement a
comprehensive custody-transfer system metering project with help from international
partners. To enhance transparency, we will refrain from undertaking barter transactions in
crude oil or petroleum products; any remaining barter transactions will be registered and
reported as sales and purchases in the financial statements of SOMO. The Ministry of Oil has
started to publish on its website information on production, export, and processing of crude
oil, as well as on the import of petroleum products. We also remain committed to join the
Extractive Industries Transparency Initiative, and will request technical assistance from our
international partners to speed up the process.

28.  In view of the large future investment needs in the oil sector, we will continue our
efforts to secure the passage of a comprehensive hydrocarbon law. Concomitantly, we will
continue the work on the accompanying legislation pertaining to re-establishing the Iraq
National Oil Company, reorganizing the Ministry of Oil, and setting the parameters for
revenue distribution and intergovernmental fiscal relations.

29. With a view to modernizing the banking sector, we will continue to implement the
December 2006 memoranda of understanding on the restructuring of Rafidain and Rasheed
banks. The contract with the international auditors has been signed, and they have started
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their operational and financial audits of both banks under terms of reference agreed upon
with the Fund and the Bank (prior action). The audits will be completed by end-May 2008
(structural benchmark). Based on the findings of the audits, an operational restructuring
program for Rafidain Bank, and an operational and financial restructuring program for
Rasheed Bank will be adopted by end-September 2008 (structural benchmark). The Supreme
Board of Audit has also begun work on the reconciliation of the foreign debt held by both
banks and the cleaning up of their large suspense accounts, and the results will be reflected in
their financial statements for end-2007. The Restructuring Oversight Committee is
developing individual strategies for the restructuring of the three smaller specialized state-
owned banks, and diagnostic reviews of these banks will start by end-June 2008.

30. Strengthening the regulatory and supervisory framework is crucial for the
establishment of a sound banking sector in Iraq. Our priority in this regard is to complete a
comprehensive set of prudential regulations for banks by end-July (structural benchmark),
and to take measures to enable the timely issuance of CBI regulations. In addition, we will
continue to work toward changing the commercial banks’ accounting system in line with
International Financial Reporting Standards, and to prepare a set of financial soundness
indicators for commercial banks. We have further widened the coverage of the real time
gross settlement payment system and the automated clearing house, and most commercial
banks’ headquarters and the Ministry of Finance are now connected to the CBI. In 2008, we
intend to further expand coverage to commercial bank branches.

31.  We are proceeding with measures to rehabilitate public enterprises that are considered
commercially viable. Some 21 public enterprises have been selected to submit a business
plan to Rafidain and Rasheed banks, in order to obtain financing to re-start their operations
on a commercial basis. Thus far, four loans in a total amount of ID 8.2 billion have been
made to public enterprises in the textile and fertilizer sectors. Government support to these
enterprises will be temporary and limited to partial interest subsidies, and will be fully
reflected in the budget. To stimulate the creation of small enterprises, the government has set
up a microfinance scheme under which it will provide partial interest subsidies that are also
included in the budget. Loans extended under this scheme will be processed by Rafidain and
Rasheed banks according to their normal lending rules. We are committed not to provide any
government guarantees on bank loans to public enterprises or other banks, nor on loans
related to the microfinance scheme. We have set up the National Investment Commission,
which will develop and monitor investment policies and regulations envisaged in the new
investment law that aims to attract private sector investments.

D. Statistics

32. We will step up our efforts, with technical assistance from the Fund, to improve the
accuracy, coverage, and timeliness of macroeconomic statistics. Despite serious capacity
constraints, we will submit economic and financial data to the Fund within the time-lags
specified in the attached Technical Memorandum of Understanding (TMU). We are on track
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to complete the 2007 household survey before year-end, and will update the weights in the
CPI by end-May 2008 (structural benchmark). We are also continuing our efforts to extend
the geographical coverage of the CPI to the Northern Region, and to incorporate data from
the two CBI branches located in Kurdistan into the monetary statistics. We plan to start
submitting monetary data for the IMF’s International Financial Statistics in the coming
months and we are working towards participating in the General Data Dissemination System
in the course of next year.

III. PROGRAM MONITORING

33. We agree that the program will be monitored through prior actions, two semi-annual
reviews, quantitative performance criteria and an indicative target, and structural
performance criteria and benchmarks. Financing assurances reviews will be required for
purchases under the arrangement if [raq has sovereign external arrears to private creditors or,
by virtue of Iraq’s imposition of exchange controls, there are outstanding non-sovereign
external payments arrears. The quantitative performance criteria (PC) and indicative target
(IT) have been specified in Table 1 for the net international reserves of the CBI (PC floor),
lending to the government and the private sector by the CBI (PC ceiling), the central
government total financing (PC ceiling), the government wage and pension bill (PC ceiling),
government imports of petroleum products (PC ceiling), direct government subsidies to the
fuel sector (PC ceiling), new medium-and long-term nonconcessional external debt
contracted or guaranteed by the government (PC ceiling), external arrears on new borrowing
(PC ceiling), and the revolving government credit to the State Oil Marketing Organization
(IT ceiling). Prior actions, structural performance criteria, and structural benchmarks are
listed in Table 2. Appropriate definitions of all key performance indicators are defined in the
attached TMU.

34.  We also agree that the second through the final purchases under the program will be
subject to quarterly quantitative performance criteria. The third disbursement will be
conditional on performance criteria and the successful completion of the first review which
will focus, inter alia, on progress made with developing an action plan to modernize the
government’s financial management system and on the completion of an audit of the CBI’s
net international reserves. The first review will also define quantitative performance criteria
for end-September and end-December 2008. The fifth disbursement will be conditional on
performance criteria and completion of the second review which will focus, inter alia, on
progress made in bank restructuring and with developing a periodic adjustment mechanism
for domestic fuel prices.
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Table 1. Iraq: Quantitative Performance Criteria and Indicative Targets
Under the New Stand-By Arrangement (SBA), 2007—08 1/

(In billions of Iraqi dinars, unless otherwise indicated)

Amount at Performance Criteria Indicative Targets

6/30/07  12/31/07  3/31/08 6/30/08 9/30/08  12/31/08

Cumulative change from June 2007

Net international reserves of the CBI
(floor; in millions of U.S. dollars) 21,045 0 0 0 0 0

Lending to the government and the
private sector by the CBI (ceiling) 2/ 5,230 0 0 0 0 0

Cumulative flow from beginning of calendar year

Central government total financing (ceiling) 3/ 7,600 2,200 3,750 5,400 7,200
Government wage and pension bill (ceiling) 3/ 4/ 10,100 2,750 5,500 8,250 11,000
Government imports of petroleum

products (ceiling) 3/ 400 100 200 300 400
Direct government subsidies to the fuel sector (ceiling) 0 0 0 0 0

New medium-and long-term nonconcessional
external debt (with original maturities of one
year of more) contracted or guaranteed by the
government (in millions of U.S. dollars; ceiling) 3/ 5/ 500 500 500 500 500

External arrears on existing/rescheduled debt and new
borrowing (in millions of U.S. dollars; ceiling) 6/ 0 0 0 0 0

Indicative target

Revolving government credit to the State Oil 400 400 400 400 400
Marketing Organization (ceiling)

1/ The Technical Memorandum of Understanding will provide for precise definitions of all performance variables.
2/ Rolling over t-bills does not constitute new lending.

3/ Flows for 2007 and 2008 are cumulative starting 1/1/2007 and 1/1/2008, respectively.

4/ Excluding salaries paid by ministries of defense and interior.

5/ Consessionality is defined as loans with a grant element of 35 percent or higher.

6/ To be monitored on a continuous basis.



56

Table 2. Iraq: Prior Actions, Structural Performance Criteria, and Structural Benchmarks

Under the New Stand-By Arrangement

I. Prior Actions

Date

Adoption by Cabinet of the 2008 government budget, in line with program objectives.

Appointment of an external auditor to undertake the audit of the CBI 2007 financial statements
in accordance with International Standards on Auditing.

Appointment of an external auditor to undertake an audit of the CBI net international reserves data reported
to the IMF as at December 31, 2007, including a full count of gold and foreign exchange holdings at the CBI.

Commencement by an internationally reputable auditor of the operational and financial audits of Rasheed

and Rafidain banks based on their 2006 financial accounts.

1. Structural Performance Criteria

Avoid administrative measures limiting participation or bids in the CBI's regular auction
of foreign exchange other than screening related to anti-money laundering or counter-terrorism.

Enact the amendments to the pension law to make it fiscally sustainable.

Completion by an external auditor of an audit of the CBI net international reserves data reported to the
IMF as at December 31, 2007, including a full count of gold and foreign exchange holdings at the CBI.

Completion by an external auditor of the audit of the CBI 2007 financial statements in
accordance with International Standards on Auditing.

Continuous

December 31, 2007

March 31, 2008

June 30, 2008

Ill. Structural Benchmarks

Implementation of regular reconciliation in the CBI accounts of (i) local banks’ current accounts;
(ii) intra-branch accounts; and (iii) suspense accounts.

Adoption of reserves management guidelines by the CBI.

Completion of the operational and financial audits of Rasheed and Rafidain banks based on
their 2006 financial accounts.

Incorporate new weights in the CPI based on the 2007 household expenditure survey.

Submission to the Board of Supreme Audit of the final accounts of the Federal Budget
for the year ending December 31, 2007.

Completion of census of all public service employees (central government and military).

Adoption of an action plan for modernizing the government's financial management system.
Completion of a comprehensive set of prudential regulations for commercial banks.

Publication of audit reports mandated by the Committee of Financial Experts (COFE) and presentation

of the first semi-annual COFE report, covering the period January—June 2008 and including
recommendations, to the Council of Ministers.

Development of a periodic adjustment mechanism for fuel prices based on changes in domestic production

costs and import costs to prevent re-emergence of direct budget subsidies on fuel products.
Adoption of an operational restructuring program for Rafidain bank based on the findings of the audits.

Adoption of operational and financial restructuring programs for Rasheed bank based on the findings
of the audits.

Submission to the Council of Representatives and publication of the audited accounts of the Federal

Budget for the year ending December 2007, in accordance with the Financial Management Law of 2004.

March 31, 2008

March 31, 2008

May 31, 2008

May 31, 2008

June 30, 2008

June 30, 2008
July 31, 2008
July 31, 2008

September 15, 2008

September 30, 2008

September 30, 2008

September 30, 2008

November 15, 2008
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Attachment II1: Irag—Technical Memorandum of Understanding
December 4, 2007

1. This memorandum describes the quantitative and structural performance criteria,
benchmarks, and indicators for the second Stand-By Arrangement (SBA) with the
International Monetary Fund (IMF). It also specifies the periodicity and deadlines for
transmission of data to the staff of the IMF for program monitoring purposes.

1. QUANTITATIVE PERFORMANCE CRITERIA AND INDICATORS

2. The quantitative performance criteria are the following:

» a floor on net international reserves of the Central Bank of Iraq (CBI);

* a ceiling on lending to the government and the private sector by the CBI;

» a ceiling on the central government total financing;

* a ceiling on the government wage and pension bill;

* a ceiling on government imports of petroleum products;

» a ceiling on direct government subsidies to the fuel sector;

* a ceiling on external arrears on existing rescheduled debt and new borrowing; and

» a ceiling on contracting and guaranteeing of new medium- and long-term non-concessional
external debt.

3. The quantitative indicative target is a ceiling on the revolving government credit to
the State Oil Marketing Organization (SOMO).

I1. DEFINITIONS

4. For purposes of monitoring under the program, a program exchange rate will be used.
This program exchange rate will be set at ID 1,200 per U.S. dollar. The program exchange
rate will be used to convert into Iraqi dinars the U.S. dollar value of all CBI foreign assets
and liabilities denominated in U.S. dollars, as required. For CBI assets and liabilities
denominated in SDRs and in foreign currencies other than the U.S. dollar, they will be
converted in U.S. dollars at their respective SDR-exchange rates prevailing as of

December 17, 2007, as published on the IMF’s website.
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5. Net international reserves (NIR) are defined as gross usable reserves minus reserve-
related liabilities of the Central Bank of Iraq. Gross usable reserves of the CBI are claims of
the CBI on nonresidents that are controlled by the CBI, denominated in foreign convertible
currencies, and are immediately and unconditionally available to the CBI for meeting balance
of payments needs or for intervention in foreign exchange markets, and are not earmarked by
the CBI for meeting specific payments. They include CBI holdings of monetary gold, SDRs,
Iraq’s reserve position in the IMF, foreign currency cash, and deposits abroad, except for the
resources of the Development Fund for Iraq (DFI) but including the CBI DFI sub-account.
Excluded from reserve assets are any assets that are pledged, collateralized, or otherwise
encumbered; claims on residents; precious metals other than monetary gold; assets in
nonconvertible currencies; illiquid assets; and claims on foreign exchange arising from
derivatives in foreign currencies vis-a-vis domestic currency (such as futures, forwards,
swaps, and options). Reserve-related liabilities shall be defined as foreign currency
denominated liabilities of the CBI to residents and nonresidents with original maturity of one
year or less, and all liabilities to the Fund. They include: foreign currency reserves of
commercial banks held at the CBI; commitments to sell foreign currency arising from
derivatives (such as futures, forwards, swaps, and options); and all arrears on principal or
interest payments to commercial banks, suppliers, or official export credit agencies. Excluded
from reserve liabilities are the government's foreign currency deposits at the CBI. As of
June 30, 2007, net international reserves amounted to US$21.0 billion, comprising

US$21.5 million of reserve assets and US$0.5 million of reserve-related liabilities. The floor
will be measured from June 30, 2007.

6. Claims of the CBI on the central government comprises holdings by the CBI of
treasury bills (including accrued interest) plus the outstanding balance in the government
overdraft account at the CBI. Also included are the claims on nonbank public institutions and
claims on commercial banks. As of end-June 2007, treasury bill holdings by the CBI
amounted to ID 5,214 billion and claims on commercial banks stood at ID 13 billion. The
balance of the overdraft account at the CBI was nil and there were no claims on non-bank
public institutions. The ceiling will be measured from June 30, 2007.

7. The performance criterion on the central government total financing will be
calculated as the sum of domestic and external financing of the central government balance,
adjusted for any deviations in the amounts of (i) donor financing for projects and (ii) “other
financing” in excess of program projections. Domestic financing includes any form of
resident financing of the consolidated budget from (i) the central bank; (ii) commercial
banks; (iii) non-bank financial institutions; (iv) non-financial enterprises; (v) privatization
proceeds; (vi) changes in arrears; (vii) households; and (viii) all other domestic financing not
elsewhere classified. External financing includes financing from (i) the Development Fund
for Iraq, (i1) donor financing for projects, (iii) other financing not elsewhere classified, net of
(iv) the amortization of external debt. The ceiling for end-2007 will be measured on a
cumulative basis from January 1, 2007; the quarterly ceilings for 2008 will be measured on a
cumulative basis from January 1, 2008.
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8. Wage and pension bill includes all wage and pension payments made by the central
government, excluding wage payments made by the ministries of defense and interior.
Specifically, with reference to the 2008 budget classification, it includes expenditures under
Section 1 (except those for the ministries of defense and interior) and Section 6, sub-section
1, items 1(1), 2(1), 3(1, 3, 5, and 7), 4(1), 5(1), 7(1), 8(1), 9(1), 10(1), 11(1), and 12(1). The
ceiling for end-2007 will be measured on a cumulative basis from January 1, 2007; the
quarterly ceilings for 2008 will be measured on a cumulative basis from January 1, 2008.

9. Government imports of petroleum products shall comprise imports of kerosene
made directly by SOMO on behalf of the Government of Iraq. The ceiling for end-2007 will
be measured in a cumulative basis from January 1, 2007; the quarterly ceilings for 2008 will
be measured on a cumulative basis from January 1, 2008.

10.  Direct government subsidies to the fuel sector shall comprise of any financial
assistance rendered by the Ministry of Finance to fuel-related enterprises. The ceiling for
end-2007 will be measured on a cumulative basis from January 1, 2007; the quarterly
ceilings for 2008 will be measured on a cumulative basis from January 1, 2008.

11. A continuous ceiling applies to the non-accumulation of external payments arrears
on existing rescheduled debt and new external debt contracted or guaranteed by the central
government or the CBI. External payment arrears consist of external debt service obligations
(principal and interest) falling due after December 17, 2007 and that have not been paid at
the time they are due, as specified in the contractual agreements.

12.  As set forth in point No. 9 of the Guidelines on Performance Criteria with Respect to
Foreign Debt (Decision No. 12274-(00/85), August 24, 2000), the term “debt” will be
understood to mean a current liability (i.e., not contingent), created under a contractual
arrangement through the provision of value in the form of assets (including currency) or
services, and which requires the obligor to make one or more payments in the form of assets
(including currency) or services, at some future point(s) in time; these payments will
discharge the principal and/or interest liabilities incurred under the contract. Debts can take a
number of forms, the primary ones being: (i) loans, i.e., advances of money to the obligor by
the lender made on the basis of an undertaking that the obligor will repay the funds in the
future (including deposits, bonds, debentures, commercial loans, and buyers’ credits), and
temporary exchanges of assets that are equivalent to fully collateralized loans, under which
the obligor is required to repay the funds, and usually pay interest, by repurchasing the
collateral from the buyer in the future (such as repurchase agreements and official swap
arrangements); (ii) suppliers' credits, i.e., contracts where the supplier permits the obligor to
defer payments until some time after the date on which the goods are delivered or services
are provided; and (ii1) leases, i.e., arrangements under which property is provided which the
lessee has the right to use for one or more specified period(s) of time that are usually shorter
than the total expected service life of the property, while the lessor retains the title to the
property. For the purpose of the guideline, the debt is the present value (at the inception of
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the lease) of all lease payments expected to be made during the period of the agreement,
excluding those payments that cover the operation, repair or maintenance of the property.
Arrears, penalties, and judicially awarded damages arising from the failure to make payment
under a contractual obligation that constitutes debt are debt. Failure to make payment on an
obligation that is not considered debt under this definition (e.g., payment on delivery) will
not give rise to debt.

13. For purposes of the program, the guarantee of a debt arises from any explicit legal
obligation of the government or CBI or any other agency acting on behalf of the government
to service such a debt in the event of nonpayment by the recipient (involving payments in
cash or in kind), or indirectly through any other obligation of the government or CBI to cover
a shortfall incurred by the loan recipient.

14. The limits on medium- and long-term external debt apply to the contracting or
guaranteeing by the government of new, nonconcessional external debt with an original
maturity of more than one year, excluding obligations to the IMF. This limit applies not only
to debt as defined in point No. 9 of the Guidelines on Performance Criteria with Respect to
Foreign Debt in Fund Arrangements (Decision No. 6230-(79/140), August 3, 1979, as
amended by Decision Nos. 11096-(95/100), October 25, 1995, and 12274-(00/85),

August 24, 2000), but also to commitments contracted or guaranteed for which value has not
been received. External debt will be considered to have been contracted at the point the loan
agreement or guarantee is ratified by the Iraqi parliament. Excluded from this limit are leases
of real property by Iraqi embassies or other foreign representations. External debts will be
expressed in U.S. dollar terms, with debts in currencies other than the U.S. dollar converted
into U.S. dollars at the market rates of the respective currencies prevailing on December 17,
2007, as published on the IMF’s website.

15. Concessionality will be based on currency-specific discount rates based on the
Organization for Economic Co-operation Development (OECD) commercial interest
reference rates (CIRRs). For loans of an original maturity of at least 15 years, the average of
CIRRs over the last 10 years will be used as the discount rate for assessing the
concessionality of these loans, while the average of CIRRs of the preceding six-month period
will be used to assess the concessionality of loans with original maturities of less than

15 years. To the ten-year and six-month averages of CIRRs, the following margins will be
added: 0.75 percent for repayment periods of less than 15 years; 1 percent for 15-19 years;
1.15 percent for 20-30 years; and 1.25 percent for over 29 years. Under this definition of
concessionality, only loans with grant element equivalent to 35 percent or more will be
excluded from the debt limits. The debt limits also will not apply to loans contracted for debt
rescheduling or refinancing.

16. The revolving government credit to SOMO shall comprise all credits provided by the
Ministry of Finance to the Ministry of Oil and/or directly to SOMO for the purpose of
importing fuel derivatives. The indicative ceiling for end-2007 will be measured on a
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cumulative basis from January 1, 2007; the quarterly indicative ceilings for 2008 will be
measured on a cumulative basis from January 1, 2008.

I11. PROVISION OF INFORMATION TO THE FUND STAFF
Data

17. To monitor developments under the SBA, the authorities agree to provide the Fund,
the information specified below after SBA approval. The program is designed with quarterly
quantitative performance criteria and the actual outcome should be provided within eight
weeks following the end of the quarter. However, in order to facilitate regular monitoring,
many of the indicators should be provided with higher frequencies, as indicated below.

. CBI gross foreign exchange reserves (weekly) and balances of the DFI held at the
FRBNY. This should be reported no longer than 2 weeks after the end of the reference week.

. The monthly balance sheet of the CBI, with a month lag.

. The monthly consolidated balance sheet of the other depository corporations
(commercial banks), with an eight week lag.

. The depository corporations (monetary) survey of all commercial banks and the CBI
(quarterly), with an eight weeks lag.

. Weekly preliminary monetary and financial aggregates, including exchange rate data
(daily), currency in circulation, transferable and other deposits held at commercial banks,
balances on government accounts at the CBI, interest rates on loans and on deposits at
commercial banks, holdings of government securities, and credit outstanding to the public
and private sectors. The data, excluding exchange rates, should be reported no longer than
three weeks after the end of the reference period.

. Consumer price index (CPI), including indices for main cities (monthly). These
should be reported no longer than a month after the end of the relevant month.

. Detailed revenues, operating and capital expenditure, and financing items of
consolidated fiscal and oil operations, and overall fiscal balance. These data should include
the execution of the Iraqi budget, operations and deposits of the oil-related state-owned
enterprises, disbursements of external assistance and loans, execution of letters of credit
financed under the UN oil-for-food program, all operations of the DFI and its sub-accounts,
balances of al government accounts held at the CBI and the commercial banks, and
outstanding stock of government securities (including treasury bills). These data should be
reported on a monthly basis and reported no more than eight weeks after the end of the
reference month.
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. Amount of total imports of petroleum products financed from the budget on a
quarterly basis starting with the first quarter of 2007. These data should be reported no later
than eight weeks after the end of the reference quarter.

. Detailed data on disbursement of external assistance from the U.S. and other donors,
including by recipient sector; foreign debt amortization and interest payments made; and total
outstanding domestic and external debt. These data should be reported on a monthly basis no
more than eight weeks after the end of the reference month.

. List of short, medium, and long-term government or government-guaranteed external
loans contracted during each quarter, identifying for each loan: the creditor, the borrower
(ultimate obligor), the amount and currency, the maturity and grace period, repayment terms,
and interest rate arrangements (monthly).

. Foreign trade statistics (imports, exports, re-exports) (quarterly). This should be
reported no longer than eight weeks after the end of the reference quarter.

. Indicators of oil activity on crude oil and gas production and use, production and
sales (export and domestic) of refined petroleum products, including heavy residuals
(monthly). These data should be reported no longer than eight weeks after the end of the
reference quarter.

. Indicators of non-oil real economic activity (quarterly), including production of
cement, fertilizers, and electricity, reported no longer than eight weeks after the end of the
reference quarter.

. The balance sheet of the Trade Bank of Iraq (TBI) as well as data on issued,
implemented and outstanding Letters of Credit, with no more than an eight weeks lag.

. The amount and terms of concessional loans contracted and their grant element, on a
quarterly basis, with no more than eight weeks lag.

Structural Reforms

18.  Review of the structural reforms specified in the memorandum of economic and
financial policies and as prior actions, structural performance criteria, and structural
benchmarks (Table 2). The authorities will prepare and send to the IMF reports, with
appropriate documentation, indicating progress achieved, explaining any deviations relative
to the initial planning, and specifying expected revised completion dates.
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Other Information

19. Other details on major economic and social measures taken by the government that

are expected to have an impact on program sequencing (such as changes in legislation,
regulations, or any other pertinent document) will be sent in a timely manner to IMF staff, for

consultation or information.
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APPENDIX I: IRAQ—RELATIONS WITH THE FUND
As of October 31, 2007

[.  Membership status:
Date of membership: December 27, 1945
Status: Article XIV

II. General resources account: SDR Million %Quota
Quota 1,188.40 100.00
Fund holdings of currency 1,314.41 110.60
Reserve Position 171.10 14.40

III. SDR department: SDR Million % Allocation
Net cumulative allocation 68.46 100.00
Holdings 289.63 423.04

IV. Outstanding purchases and loans: SDR Million % Quota
Post-Conflict Emergency Assistance 297.10 25.00

V. Latest financial arrangements:

Date of Expiration Amount Amount Drawn
Type Arrangement Date Approved (SDR Million)
(SDR Million)
Stand-By Dec 23, 2005 December 28, 475.36 0.00
2007

VI. Projected payments to Fund:
(SDR Million; based on existing use of resources and present holdings of SDRs):

Forthcoming
2007 2008 2009 2010 2011
Principal 0.00 148.55 148.55 0.00 0.00
Charges/Interest 3.94 11.85 4.15 0.00 0.00
Total 3.94 160.40 152.70 0.00 0.00

VII. Implementation of HIPC Initiative: Not Applicable.
VIII. Safeguards assessments:

Under the Fund’s safeguards assessment policy, the Central Bank of Iraq (CBI) is
subject to a safeguards assessment, which should normally have been finalized before
the completion of the first review under an arrangement. In view of the security and
other constraints in Iraq, a phased approach to the completion of the assessment has
been taken. As a first step, the CBI appointed an external auditor, Ernst & Young.



Based on the audit’s findings, an interim safeguards assessment was finalized in
December 2006, which focused on three of the five areas in the safeguard assessment
framework (external audit, financial reporting, and system of internal controls). Staff is
in the process of updating the interim safeguards assessment, and is also trying to
complete the assessment of the remaining two areas (internal audit and legal structure).

IX. Exchange rate arrangement:

The Central Bank of Iraq has been conducting foreign exchange auction on a daily basis
since October 4, 2003. The central bank has followed a policy of exchange rate stability
which has translated in a de facto peg of the exchange rate since early 2004. However,
since November 2006, the CBI has allowed the exchange rate to gradually appreciate.
Iraq continues to avail itself of the transitional arrangements under Article XIV. It is
unclear whether Iraq maintains any restrictions subject to Fund jurisdiction under
Article VIII, Sections 2, 3, and 4, as the review of exchange regulations by staff is
ongoing. The authorities have submitted exchange regulations and provided
clarifications requested by staff.

X. Article IV consultations:

The 2007 Article IV consultation was concluded on August 1, 2007. Previous Article IV
consultations took place in August 2005 and, before that, in November 1979. A report
for the 1983 Article IV consultation was issued to the Executive Board on

August 5, 1983; however no Board meeting was convened.



XI. Recent technical assistance:

Department Date Topic
FAD July 15-31, 2003 Public expenditure management
December 2003 Public expenditure management
February—March 2004 | Fiscal seminar for high level officials
April 2004 Training course in budget preparation
May—June 2004 Tax policy and tax administration workshop
June 2004 Expenditure management
December 2004 Fiscal decentralization
January 2005 Petroleum sector policies
February 2005 Public financial management
April 2005 Fiscal management reform
November 2006 Financial Management Information System
December 2006 Oil sector management and fiscal federalism
May 2007 Tax policy workshop
LEG October 2003 Central bank legislation (in consultation with MFD)
October 2003 Commercial banking legislation (in consultation with MFD)
October 2003 Currency legislation (in consultation with MFD)
February—May 2004 Public debt legislation
February—May 2004 Budget law
August 2005 Payments system regulation (jointly with MFD)
MCM July 2003 Monetary and financial systems areas
November 2003 Market policy and operations
December 2003 Accounting and financial reporting
January 2004 Central bank reform
June 2004 Banking supervision
June 2004 Market policy and operations
June 2004 Payment and settlement systems
July 2004 Banking supervision
March 2005 Payment and settlement systems
April 2005 Banking supervision
January 2006 Banking supervision
November 2006 Banking supervision
March 2007 Banking restructuring
March 2007 Banking supervision
September 2007 Banking restructuring
STA July 2003 Monetary and financial statistics (jointly with MFD)
December 2003 Multisector statistics
January 2004 National accounts statistics
January 2004 Consumer price statistics
October 2004 Price statistics
November 2004 National accounts
April 2005 Balance of payment statistics




April 2005 National accounts
April 2005 Consumer price statistics
May 2005 General data dissemination system
July 2005 Monetary and financial statistics
December 2005 Consumer and producer Prices
December 2005 National Accounts Statistics
January 2006 Balance of Payments statistics
March 2006 Money and Banking Statistics
November 2006 Balance of Payments Statistics
January 2007 Monetary and Financial Statistics
April 2007 Monetary and Financial Statistics
INS April 2005 External sector policies

XII. Resident Representative

Mr. Ibrahim was appointed on November 30, 2004 as resident representative for Iraq. Due to
the prevailing security situation, he is currently based in Amman (Jordan).



APPENDIX II: IRAQ—RELATIONS WITH THE WORLD BANK GROUP
As of November 9, 2007

1. Iraq, a founding member of the International Bank for Reconstruction and
Development (IBRD), received six loans from the IBRD between 1950 and 1973 for
agriculture, education, flood control, telecommunications, and transport. The last loan closed
in 1979. Iraq was in non-accrual status from 1990 to December 2004, when it paid its arrears
to the IBRD (about US$108 million).

2. The Bank began reengaging with Iraq in 2003, with the preparation of Watching
Briefs followed by a Joint Needs Assessment together with the United Nations. A first
Interim Strategy Note for Iraq, discussed by the Bank’s Executive Directors in January 2004,
relied on grants from the multi-donor World Bank Iraq Trust Fund to finance projects.

A. The Bank Group Strategy and Operations

3. The World Bank’s Group’s Second Interim Strategy Note (ISN) for Iraq was
discussed by the World Bank’s Executive Directors on September 15, 2005. The Bank’s
overarching objective is to help Iraq build efficient, inclusive, transparent, and accountable
institutions. To this end, the ISN provides a framework for: (i) an expanded program of
analytical and advisory activities; (ii) additional grant resources from the Iraq Trust Fund;
(iii) up to US$500 million from IDA; (iv) assuming critical progress regarding IBRD
creditworthiness, up to US$500 million of IBRD lending; and (v) support from the
International Finance Corporation.

4. Analytical and Advisory Activities. Given Iraq’s own financial resources, the Bank
places special emphasis on its analytical and advisory activities (AAA), including capacity
building, policy advice, and economic and sector work, as key vehicles of Bank assistance to
Iraq.

5. The Bank prepared a Briefing Book for the new government in mid-2006, building on
work over 2003-05, including a Country Economic Memorandum (CEM) published in
February 2006. Part I of the Briefing Book discusses core reforms, giving priority to
strengthening governance and institutions, modernizing social safety nets, and accelerating
economic reforms; and Part II covers key sectors for reconstruction.

6. The Bank provided technical support for the socio-economic pillar of the
International Compact with Iraq. The Bank participated in a Technical Committee, together
with the Government of Iraq and the UN, which oversaw the drafting of Compact documents.
The Bank’s two international staff in the International Zone provided daily support to
Compact formulation, backstopped by the Bank’s Country Economist at Headquarters and
key Bank sector staff. The Bank has emphasized public sector and public finance
management, which is the core of the socio-economic pillar of the Compact. The Briefing
Book prepared by the Bank in mid-2006 was used to formulate Compact benchmarks.



7. Public finance management reform is the centerpiece of the Bank’s AAA in 2007.
The Bank is supporting the Government of Iraq to undertake a Public Expenditure and
Institutional Assessment (PEIA) to outline steps for strengthening the accountability and
transparency of public finance institutions and policies and help Iraq meet the goals set in the
Iraq Compact. The PEIA is expected to underpin an Iraqi-owned public finance management
reform program. The Bank is also providing related support to modernize the public
procurement system, including the drafting of a new public procurement law.

8. While focusing on public resource management, the Bank is supporting other key
issues: strengthening social safety nets and modernizing the pension system; improving the
efficiency and effectiveness of the Public (food) Distribution System; assessing poverty and
vulnerability; improving management of oil revenues; and restructuring the state-owned
banking system. The Bank will also continue to provide policy support in a wide range of
sectors including education, electricity, health, transport, water supply and sanitation, and
water resource management.

0. World Bank Iraq Trust Fund. Seventeen donors have provided about US$460
million for the World Bank’s Iraq Trust Fund. The Bank has so far approved sixteen grants
amounting to about US$437 million for capacity building and investments in education,
health, irrigation rehabilitation, municipal water supply and sanitation, poverty monitoring,
private sector development, stronger social safety nets, telecommunications, and urban
reconstruction. About 75 percent of grant monies have been tendered or contracted,
indicating that the procurement process is now advancing after the initial learning curve. The
value of signed contracts now exceeds US$237 million (56 percent of grant monies).
Disbursements stand at about US$125 million.

10.  Additional trust fund projects are under preparation, obligating nearly all remaining
trust fund deposits. The Bank is also working with the Government of Iraq to prepare
projects to strengthen public financial management and the financial sector to be financed by
future trust fund deposits.

11. The Bank engages a Fiduciary Monitoring Agent (FMA) to help supervise project
implementation. The FMA employs about 24 Iraqi professionals to monitor the physical
implementation of projects and compliance with procurement and financial management
requirements. The FMA visits projects sites and meets with ministry staff on a daily basis;
and provides monthly progress reports to the Bank.

12.  IDA. The Government of Iraq asked that IDA funding allocated for Iraq (US$500
million) focus on basic services—education, electricity, roads, and water supply and
sanitation. The Bank’s Board of Executive Directors has approved four projects amounting



to US$399 million for investments in education, electricity, and transport.' Iraq’s parliament

ratified the four loans on July 29, 2007; and the presidency council subsequently signed three
of the four loans. Therefore, three IDA loans amounting to US$273 million became effective
in October 2007.

13. International Finance Corporation. The International Finance Corporation (IFC) is
supervising three investments amounting to US$115 million made in FY05 and FY06 in
private sector projects. The IFC is also providing technical assistance mainly in the financial
sector through the donor-funded Iraq Small Business Financing Fund (ISBFF) and PEP-
MENA.

B. IMF-World Bank Collaboration in Specific Areas

14. The Bank is working closely with the Fund on the reform program in Iraq. The two
institutions have conducted a number of joint missions and organized policy workshops and
training courses for Iraqi civil servants and academics, covering public financial
management, oil revenue management, intergovernmental finance, investment climate,
payment system, banking supervision, social safety nets, and the like. There are no major
differences of views between the two institutions on policy issues. The staffs are in broad
agreement on the core reform program in Iraq, namely: (i) reinforcing public governance and
institutions, including management of oil revenues; (ii) ensuring coherent and well-
sequenced market-focused reforms; (iii) strengthening social safety nets; and (iv) improving
delivery of essential services, including education and health.

C. Areas in Which the World Bank Leads and There is No Direct IMF Involvement

15. Through ITF- and IDA-funded projects the Bank is providing emergency support to
rehabilitate vital public services—education, health, water supply and sanitation, urban
infrastructure, power, and telecommunications. The Bank anchors its project work in focused
analysis of sector issues, and supports Iraqi capacity-building via policy workshops and
training courses. The Bank leads work on gender issues; and is helping the Government of
Iraq to undertake an IHSES and a Poverty Assessment.

' The Third Emergency Education Project (US$100 million) was approved by the Board in November 2005; the
Emergency Road Rehabilitation Project (US$135 million) was approved in June 2006; the Dokan and
Derbandikan Emergency Hydropower Project (US$40 million) was approved in December 2006; and the
Emergency Electricity Reconstruction Project (US$126 million) was approved in March 2007.



D. Areas in Which the World Bank Leads and Its Analysis Serves as Input into the
IMF-Supported Program

16. The Bank has provided policy advice and inputs to the Prime Minister’s Supreme
Economic Committee and to key ministries. Bank inputs are provided in the form of policy
papers on key reform areas, such as subsidy reform, pension system and social protection, oil
revenue governance, public finance management, civil service and payroll reform,
restructuring of SOEs and public banks, investment climate, and trade policy and facilitation.

17. The IMF has a strong interest in the areas listed above from the macroeconomic
perspective (economic growth and fiscal sustainability, including the phasing out of
nontransparent quasi-fiscal operations). The IMF has also a strong interest in governance
issues, in particular with regards to oil revenue management.

E. Areas of Shared Responsibility

18. The IMF and the World Bank are working together on macroeconomic and fiscal
sustainability, revenue management, the reform of domestic subsidies, financial sector
reform (comprising state bank restructuring, strengthening payment system and banking
supervision and regulation), public debt management, and statistical capacity building. The
Bank and the Fund closely coordinate their capacity building activities in macroeconomic
management, public sector governance, private sector development, and social safety nets.
The Bank’s design of the IHSES benefited from comments provided by the Fund.

F. Areas in Which the Fund Leads and its Analysis Serves as Input into the World
Bank—Supported Programs

19. The IMF leads the dialogue on core macroeconomic policies and has taken the lead
on debt sustainability analysis, monetary policy, and the management of aggregate
expenditures. The Bank is working with the IMF to ensure consistency of the overall
macroeconomic and fiscal framework.

G. Areas in Which the IMF Leads and There is No Direct World Bank Involvement

20. The IMF leads the dialogue on monetary and credit policies, exchange rate
management, tax policy and administration, and balance of payments issues.

Iraq Country Director: Mr. Joseph P. Saba, contact number (202) 473-2992.
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Table 1. Iraq: Bank-Fund Collaboration

Area of Reform

Lead Institution

. Market-focused reform

telecommunications)

Reform of domestic subsidies World Bank/IMF
Trade policy and facilitation/WTO accession World Bank

. Monetary and credit policies IMF

. External sector
Balance of Payments IMF
Debt sustainability IMF

. Public sector governance
Public financial management IMF/World Bank
Oil revenue management World Bank/IMF
Payroll reform World Bank
Tax administration IMF
Tax policy IMF
Public debt management World Bank/IMF
Intergovernmental finance World Bank/ IMF
Governance and anticorruption World Bank

. Public service delivery
Education and health World Bank
Power, water and infrastructure World Bank
Agriculture, and environment World Bank
Telecommunications World Bank

. Private sector development
Investment climate World Bank
SOE reform World Bank
Financial sector development, incl. payment system IMF/World Bank
and bank supervision
Public banks restructuring IMF/World Bank
Housing Finance World Bank

. Human development
Poverty analysis World Bank
Pension reform World Bank
Social protection strategy World Bank
Labor market issues World Bank
Gender issues World Bank
Statistical capacity building IMF
Sector strategies (agriculture, power, World Bank
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APPENDIX III: IRAQ—STATISTICAL ISSUES

A. Background

1. Data provision to the Fund is broadly adequate for program monitoring, but there are
some delays in provision and serious weaknesses persist that hamper economic analysis.
Macroeconomic statistics have suffered from years of neglect and recent turmoil has added to
the difficulties. Given these setbacks, the extent to which statistical data are available is
remarkable.

2. The long period of neglect by government institutions had devastating effects in many
respects and reduced statistical capacity. Although the Central Organization for Statistics and
Information Technology (COSIT) remained in place, its technical expertise was outdated.
For instance, national accounts experience was solely with System of National

Accounts, 1968 (1968 SNA). At the Central Bank of Iraq (CBI) statistical capacity is slightly
better, although the staff need training.

3. The Statistics Department (STA) has provided technical assistance (TA) since 2003.
After the June 2003 Fund assessment mission in which STA took part, the first monetary
statistics mission visited Baghdad in July as part of an MFD-led mission. In December 2003,
a Multisector Statistics Mission (MSM) met with Iraqi representatives from the CBI, COSIT,
and the ministry of planning (MoP) in Amman, Jordan. The mission covered monetary and
financial statistics, balance of payments and foreign trade statistics, national accounts, and
consumer price statistics.

4. Following the 2003 MSM, 18 follow-up missions (held in Amman and Beirut) have
been conducted on national accounts, price statistics, balance of payments statistics, money
and banking statistics, and the General Data Dissemination System (GDDS). In May 2005,
STA, the IMF’s Middle East Technical Assistance Center, and the World Bank, jointly
hosted a workshop in Amman for statisticians from Iraq and the West Bank and Gaza on
GDDS metadata development. The objective of the workshop was to assist the authorities in
drafting GDDS metadata with a view to support participation in the GDDS. In September
2005, the authorities indicated their intention to participate in the GDDS and have nominated
a national GDDS coordinator. STA continues to deliver its TA program taking account of the
absorptive capacity of the statistical agencies involved, and the contributions of other donors.

B. Shortcomings of Statistical Framework

National accounts

5. The COSIT compiles national accounts mainly for government use. Under the
existing Statistical Act, the COSIT reports to the minister of planning who has to agree on
the data before release, which constrains COSIT’s statistical independence. COSIT releases
national accounts statistics to the public only in a limited form. It publishes current price
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estimates in the Statistical Yearbook, but this has limited circulation. It is available but only
after application to, and approval of, the minister of planning.

6. The Statistics Act was amended in 2005; however, these amendments have not yet
been implemented. The amendments reinforce the right of COSIT to conduct surveys and
emphasize the compulsory reporting by institutions and individuals. The fines for
nonreporters have been updated to reflect the current economic situation. The amendments
reaffirm the need of a statistical unit in each economic statistics-producing institution, and
stress the cooperation between statistical agencies.

7. The national accounts follow the /968 SNA but there are gaps and flaws in its
implementation. Deficiencies affect the scope of the accounts, both in the geographical and
industrial coverage. The accounts have not—since 1991—included the northern region of the
country (Kurdistan), do not cover the informal sector, and the surveys used are out of date.
Also, they miss a significant portion of the building industry, and there are many gaps in the
coverage of business, community, social, and personal services. The COSIT uses out-of-date
classifications, which do not follow international best practice. The data on the oil sector is
generally adequate and timely, but there is little information on non-oil economic activity.

8. Data collection is reasonably comprehensive for current price data in the formal
sector. Under current procedures, businesses employing more than 10 people must report
calendar year data by the following October, and small businesses need to report by the
following June. Because there are sizable penalties for noncompliance, respondents usually
meet these deadlines. However, with recent changes in the country, there is a risk that the
timeliness of data reporting will deteriorate.

0. There is a shortage of quarterly and monthly indicators of economic activity and a
lack of timely data for services. For several industries, extrapolating from out-of-date
benchmarks adversely affects data reliability.

10. Technical assistance by STA consultants is continuing. Areas in need of improvement
include the implementation of /993 SNA, improvement of data on external trade and capital
formation, the compilation of the accounts by institutional sectors, and updating of surveys.

Consumer price index

11. Consumer price data are available with relatively short lags but do not cover the
Kurdish region. The staff is inadequate in number and has only recently received training
during STA technical assistance missions. There is not enough computer hardware and
software to process the CPI efficiently. Recent technical assistance missions have focused on
providing hands-on training on methodologies for compiling the CPI and on methods for
making adjustments in the CPI for changes in the quality of goods and seasonality.
Improvements in the CPI are limited by outdated weights, which date back to 1993, but
cannot be updated until the next household budget survey is concluded. Limited training has
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also been provided on methods for constructing the producer price index (PPI) and the
wholesale price index (WPI) and on documenting the procedures and methods used to
compile the CPI (metadata); work in this area is continuing.

Monetary and financial statistics

12.  Notable progress has been made in developing the components and structure for
compiling a depository corporations survey, but the quality of the data continues to be
hampered by several factors: (i) the lack of sufficiently trained staff and adequate internal
cooperation within the CBI; (ii) difficulty in collecting information on banking transactions
in the northern region (Kurdistan); (iii) a chart of accounts (COA) that is not fully compliant
with current monetary and financial data requirements—the CBI approved in April 2007 a
resolution for drafting a new COA by end-2007; (iv) the use of pre-conflict forms for
reporting monetary statistics; and (v) the balance sheet presentations for the commercial
banks that do not conform with the sectorization and instrument classification of the
Monetary and Financial Statistics Manual (MFSM).

13.  Recent missions (January-February 2007, and April-May 2007) found that the
authorities have made progress in implementing the recommendations from previous
missions. These missions (1) reviewed the concepts and presentation formats of the Central
Bank Survey (CBS), the Other Depository Corporations Survey (ODCS), and the Depository
Corporations Survey (DCS); (2) advanced compilation of the DCS; (3) developed a system
of reporting monetary data to STA in Standardized Report Forms (SRFs); (4) drafted
explanatory country notes to pave the way for publication of monetary data in International
Financial Statistics (IFS); (5) completed the financial sector GDDS metadata; (6) resolved
outstanding issues on classification of financial instruments and sectorization of monetary
accounts; and (7) started preparatory work for compiling data on other financial corporations.
Monthly monetary data for the Central Bank and depository corporations from December
2004 through April 2007 in the SRF format are available.

14. The CBI has recently prepared a consolidated balance sheet of the commercial banks
and started producing a monetary survey that excludes the Kurdish region. Together with
Bearing Point consultants, CBI staff have been working with staff at the commercial banks to
produce “best immediately available” correspondences to populate the SRFs for commercial
banks and compile an ODCS. While progress has been made in compiling the data necessary
for an ODCS, it is not yet clear whether the financial statements from which they are derived
conform fully to generally accepted accounting principles. Consequently, data integrity
remains an issue. Also, reporting from some branches is not timely and the reporting forms
used currently by the CBI do not allow a complete mapping to the sectorization and
classification requirements of the MFSM.
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Balance of payments statistics

15. There is little information on the balance of payments. Balance of payments statistics
are available to the Fund for 2005 in the IMF’s Balance of Payments Manual, fifth edition
(BPMS5) format.” The quality of the information for the past four years has improved,
however, the presentation is still limited by coverage problems and some deviations from the
internationally acceptable methodologies.

16. A balance of payments statistics mission took place during November 13-27, 2006.
The mission assisted the CBI staff in preparing balance of payments statistics consistent with
the methodology of the BPM5. A major goal was also to work toward publishing the balance
of payments in the /F'S. However, issues regarding the recording of external debt data
continue to impede the publication of the data. International reserves are compiled consistent
with international methodologies and, published in the /FS since end-2006.

17. The mission also found that progress has been made since the January 25—

February 6, 2006 mission in the following areas: (a) the Balance of Payments Statistics
Division has an adequate organizational structure, and the balance of payments is currently
compiled with additional data sources and with a BPM5 breakdown; (b) cooperation between
the CBI departments has improved; (c) an international transactions reporting system (ITRS)
for banks has been implemented as of March 2006—bank reporters have received training on
the ITRS and started reporting in June 2006.

18. The mission noted that despite the progress, the quality of information is still
hampered by the lack of technological resources. Furthermore, the collection of data from
certain sources outside the CBI is sometimes impeded by the security situation. To further
develop balance of payments statistics, the mission proposed several short-term
recommendations: (1) Further strengthening internal cooperation in the CBI and request
COSIT to conduct the CBI’s balance of payments surveys; (2) align the concept of residency,
as defined in BPM5, in order to be consistent with international methodologies;

(3) disseminate in the CBI’s hardcopy publications and on its website balance of payments
statistics consistent with the recommended presentation in BPM35; and (4) compile and
disseminate data on external debt-related transactions.

External trade statistics

19.  External trade data are compiled on a monthly basis; however there are serious
problems of timeliness due to the late receipt of customs data, which is also of poor quality.
The COSIT, in collaboration with the CBI and the Customs Department, has developed a

2 During the 2007 Article IV consultation in June 2007, the authorities provided staff with the preliminary
estimates of the 2006 Balance of Payments (not in BPMS5 format).
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new customs form for imports and in the near future will focus on the revision of the export
form. Data are classified according to region, country, and item, using the SITC Rev. 1.
Imports are valued on a c.i.f. basis, and exports are valued on a f.0.b. basis. The coverage of
the external trade statistics does not include the northern region of the country (Kurdistan),
and no estimates for smuggling are made.

20. The import form is not being used at the customs border due to the security situation
and the lack of human and technological resources of the Customs Department at the border
outlets. Imports are calculated based on the reconstruction fee form, but are considered to be
undervalued and therefore unreliable. Therefore, data for private sector imports were
excluded and derived from a survey. Wholesale traders were surveyed at five border outlets
to elicit information on imports by economic activity.

21.  Export data from the oil sector are received from the BOPSD at the CBI. The non-oil
export data, which consists of 3—5 percent of total exports, are compiled based on
information from the customs export form. Non-oil export data are provided to the CBI on a
monthly basis for crosschecking purposes.

Government finance

22.  Despite the difficult security situation, which has a direct impact on data compilation
and analysis, the provision of fiscal data for program monitoring purposes has been
satisfactory, although incomplete data on letters of credit issued by the Trade Bank of Iraq to
finance the government imports hampers the assessment of the fiscal stance. Infrequent
submission delays occur and coverage of the Kurdish region remains sketchy. However, the
authorities are taking measures to address these shortcomings.

23. The February 2005 government finance statistics (GFS) mission—held jointly with a
parallel FAD and World Bank mission—discussed a work plan aimed at building up GFS
reporting as an integral part of a major rehabilitation of the budgetary, accounting, and fiscal
management information system. The mission identified institutional, technical, resource,
and coordination issues that would need to be addressed prior to developing GFS. These
include establishing a macro-fiscal directorate-general in charge of developing and
disseminating fiscal statistical data, implementing the GFS classification for mapping the
chart of accounts and budget classification onto the format of the Government Finance
Statistics Manual (GFSM 2001) (an area where significant progress has been made),
initiating a General Data Dissemination System (GDDS) project to draw up plans for GFS
development and dissemination, and preparing preliminary estimates of GFS-compliant data
for general government on a best effort basis. The MoF has also set up a debt unit with the
support of external consultants. Iraq does not report government finance statistics for
publication in the Government Finance Statistics Yearbook (GFSY) or IF'S. Currently there
are no fiscal statistics published by the government beyond the summary of central
government budgetary estimates and outturn. Iraq was represented at the GFS course held at
the Arab Monetary Fund (Abu Dhabi) in May 2007.
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Iraq: Table of Common Indicators Required for Surveillance

(As of November 14, 2007)

Date of Date Frequency Frequency Frequency
latest received of data® of of
observation reporting®  publication®

Exchange Rates 09/28/07 09/28/07

International reserve assets and reserve liabilities of 06/07 08/07
the monetary authorities'

Reserve/base money 06/07 08/07
Broad money 06/07 06/07
Central bank balance sheet 06/07 08/07
Consolidated balance sheet of the banking system 06/07 08/07
Interest rates’ 09/07 10/30/07
Consumer price index 09/07 10/15/07
Revenue, expenditure, balance and composition of 07/07 10/25/07

financing® — general government®

Revenue, expenditure, balance and composition of 07/07 10/25/07
financing®— central government

Stocks of central government and central 2006 06/07
government-guaranteed debt

External current account balance 2006 06/07
Exports and imports of goods and services 2006 06/07
GDP/GNP 2007 Q1 07/07
Gross external debt’ 2006 06/07

D
M
M M M
M M M
M M M
M M M
W W W
M/ M M
M M M
M M M
N/A N/A N/A
A
N/A N/A N/A

Sources: CBI, Ministry of Finance, COSIT.
1/ Includes reserve assets pledged or otherwise encumbered as well as net derivative positions.

2/ Both market-based and officially determined, including discount rates, money market rates, rates on treasury bills, notes, and

bonds.
3/ Foreign, domestic bank, and domestic nonbank financing.

4/ The general government consists of the central government (budgetary funds, extra budgetary funds, and social security funds)

and state and local governments.
5/ Including currency and maturity composition.
6/ Daily (D), Weekly (W), Monthly (M), Quarterly (Q), Annually (A); NA: Not available.
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1. This supplement provides an update on developments since the issuance of the staff
report. The thrust of the staff appraisal remains unchanged.

2. All September quantitative performance criteria under the current Stand-By
Arrangement (SBA) have been met (Table 1).

3. Inflation continued its downward path in November. Consumer prices declined by
0.4 percent in November, largely because of lower fuel and transportation prices, bringing
annual consumer price inflation down to 15.4 percent from 20.4 percent in October. Core
inflation (excluding fuel and transportation) also declined to 15.2 percent in November from
16.2 percent in October. Annual inflation is expected to remain considerably below the target
of 25 percent for the year 2007 as consumer prices increased by only 4 percent during
January-November (core inflation during January-November was just under 12 percent).

4. The Central Bank of Iraq (CBI) continued to gradually appreciate the exchange
rate of the dinar, in line with the policy described in the staff report. On December 13,
2007, the exchange rate of the Iraqi dinar stood at ID 1,216 per U.S. dollar, compared to

ID 1,232 per U.S. dollar on October 31, 2007. The dinar has appreciated by 17.3 percent
since November 2006, when the CBI started to appreciate the exchange rate to counter
dollarization and reduce inflation.

5. Oil exports have increased in recent months, including through the northern
pipeline. Staff have not yet received official data on oil exports for November but there are
indications these exceeded the level of 1.7 million barrels per day (mbpd) recorded in
October. On average, crude oil exports during January-October 2007 stood at 1.53 mbpd,
close to the projected level of 1.55 mbpd for the year as a whole.

6. Preliminary fiscal data through September indicate a surplus of ID 2.5 trillion or
about 3 percent of projected 2007 GDP. With revenues broadly on target, the surplus is
largely due to underspending in non-oil investment, as well as on goods and services, and
pensions. However, non-oil investment has picked up in the third quarter, in part reflecting
improvements in security. Reporting has improved since the beginning of the year, but
differences between above-the-line and below-the-line fiscal outcomes remain. Mirroring the



overall fiscal performance and sizable oil export revenues, the balance in the Development
Fund for Iraq increased from $12.1 billion at end-October to $13.1 billion at end-November.

7. On December 2, 2007, the President signed into law the amendments to the
pension law, making the government’s pension liabilities fiscally sustainable. The enactment
took place ahead of the test date of December 31, 2007, for the relevant structural
performance criterion under the proposed SBA.

8. The United Nations Security Council will likely extend the mandate of the
International Advisory and Monitoring Board (IAMB) through 2008. The IAMB has
exercised audit oversight over the Development Fund for Iraq (DFI) since December 2003,
and its mandate is due to expire by end-2007. During 2008, the IAMB will transfer its
responsibilities to the Iraqi Committee of Financial Experts (COFE) while performing high-
level oversight of the COFE and providing technical assistance.

0. Staff recently completed a workshop in Amman to help the Iraqi authorities
advance preparations for the restructuring of the banking sector. In addition to the
appointment of an international auditor to conduct the operational and financial audits of
Rafidain and Rasheed banks (a prior action for the proposed SBA), some progress has been
made in preparing for the cleaning up of these banks’ books and in creating accounts for
identification and subsequent disposal of their inherited losses.

10. Staff has recently completed a technical assistance mission to assist Iraq’s
statistical agency in developing the new consumer price index (CPI). Iraqi officials
(including from the Kurdish region) attended the training that focused on extracting new CPI
weights from the recently completed 2007 household expenditure survey and in rebasing the
CPL. Final results of the survey are expected to be available by end-February 2008.

11. On December 12, Iraq made an early repurchase of the full amount outstanding
under the Emergency Post-Conflict Assistance (EPCA). The EPCA was approved by the
Board on September 24, 2004, in an amount of SDR 297.1 million (25 percent of quota). The
original terms of the EPCA envisaged a repayment of half of this amount in 2008, with the
balance due in 2009. The authorities have kept the total purchased amount in their SDR
account at the Fund. The early repurchase was made in light of Iraq’s strong international
reserves position.



Table 1. Iraq: Quantitative Performance Criteria and Indicative Targets

Under the Stand-By Arrangement, 2005-07 1/
(In billions of Iraqi dinars, unless otherwise indicated)

2005 Performance Criteria

9/30/05  12/31/05 3/31/06 6/30/06 9/30/06 12/31/06  3/31/07  6/30/07  9/30/07

Cumulative change from September 2005

Net international reserves of the

CBI (floor; in millions of U.S. dollars) 8,500 2/ -1,000 -1,000 -1,000 -1,000 -1,000 0 0 0
(Actual) +3,041 +3,635 +3,554  +5,252 +9,770 +8,503 +12,545 +15,592
Lending to the government and the
private sector by the CBI (ceiling) 3/ 5,100 2/ 0 0 0 0 0 0 0 0
(Actual) 0 0 0 0 0 0 0 0
Cumulative flow from beginning of calendar year
Government primary fiscal deficit (ceiling;
deficit [+]/surplus|[-]) 4/ 5/ 5,400 1,950 3,600 4,850 5,300
(Actual) -5,102 -819  -4,752  -11,220 -8,947
Central government total financing (ceiling) 4/ 5/ 3,000 5,350 5,700
(Actual) -1,688 492 -2,534
Government wage and pension bill (ceiling) 4/ 6/ 6,650 2,400 4,750 7,100 9,500 2,525 5,050 7,575
(Actual) 7,069 2,051 3,898 5,875 7,792 1,644 3,770 5,842
Revenue of oil related enterprises, including
those remitted to the budget (floor) 4/ 900 700 1,500 2,100 2,800 750 1,500 2,850
(Actual) 1,456 509 1,454 2,651 3,611 1,144 2,501 3,888
New medium-and long-term nonconcessional
external debt (with original maturities of one
year of more) contracted or guaranteed by the
government (in millions of U.S. dollars; ceiling) 4/ 7/ 500 500 500 500 500 500 500 500
(Actual) 0 0 0 0 0 0 0 0
External arrears on new borrowing (in millions
of U.S. dollars; ceiling) 8/ 0 0 0 0 0 0 0 0
(Actual) 653 0 0 0 0 0 0 0
Indicative targets
Government imports of petroleum
products (ceiling) 4/ 9/ 6,000 1,700 3,400 4,000 4,200 100 200 300
(Actual) 4,128 1,045 1,884 3,120 4,082 104 110 116
Revolving government credit to the State Oil
Marketing Organization (ceiling) 300 400 400
(Actual) 400 400 370

1/ See Technical Memorandum of Understanding for precise definitions of all performance variables.
2/ Estimated.
3/ Rolling over t-bills does not constitute new lending.
4/ Flows for 12/31/05 are cumulative for 2005. Flows for 2006 and 2007 are cumulative starting 1/1/2006 and 1/1/2007, respectively.
5/ Starting in 2007, the budget deficit will be monitored from below the line (i.e., from the financing side).
6/ Excluding salaries paid by ministries of defense and interior (see Technical Memorandum of Understanding for precise definition).
7/ This ceiling excludes loans with a grant element of 35 percent or more of up to Yen 350 billion for reconstruction projects
to be contracted with the government of Japan in 2007.
8/ This will be monitored on a continuous basis.
9/ Starting in 2007, this no longer comprises all imports of petroleum products made directly by the government of Iraq but instead
comprise of imports of petroleum products financed from the budget.
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IMF Executive Board Approves US$744 Million Stand-By Arrangement for Iraq

The Executive Board of the International Monetary Fund (IMF) has approved a successor
Stand-By Arrangement for Iraq for an amount equivalent to SDR 475.36 million (about
US$744 million). Prior to the Board’s approval, Iraq cancelled the current Stand-By
Arrangement, which had been approved by the IMF’s Executive Board on December 23,
2005 (see Press Release No. 05/307) and extended on March 12, 2007 (see Press Release No.
07/48) and on August 1, 2007 (see Press Release No. 07/175). The successor arrangement is
designed to support Iraq’s economic program over the next 15 months through March 2009.
The Iraqi authorities intend to treat the arrangement as precautionary.

Following the Executive Board's discussion of Iraq, Mr. Takatoshi Kato, Deputy Managing
Director and Acting Chair, stated:

“The Iraqi authorities have succeeded in keeping their economic program on track in 2006-
07, despite the difficult security and political situation. The tightening of monetary policy
and the appreciation of the dinar—along with the maintenance of fiscal discipline and the
measures to reduce fuel shortages—have led to a sharp reduction in inflation. Direct
budgetary fuel subsidies have been eliminated, except on kerosene, and private fuel imports
have been liberalized. The recently enacted amendments to the pension law have made the
pension system fiscally sustainable. A new chart of accounts and budget classification have
been adopted and the payments system has been modernized.

“Although the security situation has showed signs of improvement in recent months, it
remains a major obstacle for investment and reconstruction, hampering oil production and
economic growth. Also, much remains to be done to modernize financial management of the
government and the central bank, and to reform the banking system.

“The authorities’ program for 2008 aims to allocate resources towards investment, including
in the oil sector, and to improve the provision of public services, while containing current
government spending, notably on the wage and pension bill. The program—which envisages
an increase in economic growth, a further reduction in inflation, and an increase in net
international reserves—will also encompass priority structural reforms, including actions to
strengthen administrative capacity and governance.
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“The authorities intend to press ahead with structural reforms, including measures to
modernize public financial management, complete the census of public service employees,
and restructure the two largest public banks. They are determined to avoid the re-emergence
of direct fuel subsidies, and plan to develop a rule-based mechanism of adjusting domestic
fuel prices. To strengthen governance in the oil sector, the implementation of a
comprehensive oil metering system should be finalized as soon as possible. In addition, a
new hydrocarbon law needs to be put in place to facilitate investments in the oil sector.

“The Central Bank of Iraq (CBI) will continue to strengthen its accounting and reporting
framework by implementing the recommendations of the Fund’s Interim Safeguards
Assessment Report and the Ernst & Young audit of its 2006 financial statements. The central
bank also aims to expand the coverage of the payments system, strengthen the supervisory
framework for commercial banks, and adopt reserves management guidelines.

“The authorities’ efforts to settle arrears and conclude debt agreements with private and
official creditors are commendable. However, further progress is needed to resolve the
remaining non-Paris Club claims,” Mr. Kato said.



ANNEX

Program Summary

The main objectives of the new program are to maintain macroeconomic stability, facilitate
higher investment and output in the oil sector, and move forward with key reforms that were
initiated under the previous arrangement. The 2008 program envisages an increase of oil
output to 2.2 mbpd, and overall GDP growth to reach 7 percent. Annual consumer price
inflation is targeted to decline to 12 percent in 2008. The net international reserves of the
CBI are expected to increase to about US$34 billion by the end of 2008.

The 2008 government budget makes room for sizable investment while maintaining fiscal
sustainability and continuing to avoid direct fuel subsidies, except on kerosene. External debt
sustainability would be achieved when the third tranche of the Paris Club debt rescheduling
(20% in Net Present Value terms) is triggered upon completion of the final review of the
proposed SBA by end-2008 and further progress is made in rescheduling the remaining debt
from non-Paris Club official creditors on comparable terms.

Key structural reforms under the program include the strengthening of public financial
management and the accounting framework of the CBI; the restructuring of the two largest
public banks; and strengthening governance in the oil sector.

Iraq joined the IMF on December 27, 1945. Its quota is SDR 1.188 billion (about US$1.860
billion).



Statement by A. Shakour Shaalan, Executive Director for Iraq
December 19, 2007

Background

1. Notwithstanding extremely difficult security and political conditions, the Iraqi
authorities made good progress in implementing their economic programs for 2006 and 2007
under the Fund-supported Stand-By Arrangement (SBA). In particular, the authorities
significantly increased official prices of domestic fuel products, bringing them in line with
those in other oil-exporting countries in the region, as called for in the current SBA. They
also succeeded in sharply reducing inflation to 20 percent in October 2007 from 65 percent at
end-20006, as a result of a timely adjustment in both monetary and exchange rate policies, as
well as continued fiscal discipline and the reduction of fuel shortages. Despite the lack of
security and capacity constraints—exacerbated by the emigration of professionals and skilled
labor—the authorities advanced their structural agenda in several key areas, including the
pension system and the audit and capitalization of the Central Bank of Iraq (CBI). They also
continued to make progress toward resolving external claims.

2. Notwithstanding this favorable performance, however, the Iraqi economy continues
to face daunting challenges. Low investment and stagnating output in the oil sector, largely
due to the persistent violence, continue to hamper economic growth. Moreover, further
efforts are needed to enhance governance in the oil sector, strengthen public financial
management, improve the CBI’s accounting and reporting framework, and move forward the
restructuring of the two largest state-owned banks.

3. Against this background, and building on progress achieved under the current SBA,
the Iraqi authorities are requesting a new 15-month SBA with the Fund in an amount
equivalent to 40 percent of quota, and the cancellation of the current arrangement. They
intend to treat the requested arrangement as precautionary. The new SBA would support the
implementation of the authorities’ economic program for 2008. The broad objectives of the
latter are to maintain macroeconomic stability, facilitate investment and higher output in the
oil sector, advance structural reforms to pave the way for higher growth, and strengthen
governance and administrative capacity in the public sector. The successful completion of the
program will also trigger the third and final stage of debt reduction under the 2004 Paris Club
agreement, thereby contributing to fiscal and external sustainability.

Economic and Financial Policies and Reforms in 2008

4. The authorities’ fiscal strategy aims primarily at rebuilding Iraq’s economy and
institutions, restoring adequate public services, and enhancing the standard of living of the
population, while maintaining fiscal sustainability. They are fully aware that there is little
room for fiscal slippages and that increased investment and production in the oil sector
remain critical to maintain fiscal and external sustainability. In this context, the draft 2008
budget accords high priority to the investment program, especially in the oil sector, with oil
output estimated to increase to 2.2 mbpd. It also maintains essential spending in education,



health, and security, while containing other current expenditures, including wages. In this
connection, the recent adoption of the amendments to the new pension law will help place the
pension system on a fiscally sustainable path.

5. Considerable effort is being devoted to advancing fiscal reforms. The government is
conducting a census of public service employees, aimed at enhancing the management of the
government wage bill. Moreover, the authorities intend to develop, with technical assistance
from the Fund, a periodic adjustment mechanism for fuel prices, so as to further reduce
distortions and inefficiencies. In this context, they will continue to facilitate private sector
fuel imports. Rationalizing the in-kind Public Distribution System, in line with World Bank
recommendations, while expanding the coverage of the new cash-based Social Safety Net,
also rank high on the authorities’ agenda. The government has requested Fund technical
assistance to help identify priorities for modernizing public financial management and is
committed to publish the audited fiscal accounts for 2007. A medium-term tax reform
strategy aimed at supporting economic development, while broadening the tax base and
increasing revenue collection, has also been initiated.

6. Iraq’s monetary and exchange rate policies aim at reducing inflation and dollarization
in order to enhance the CBI’s control over monetary conditions. The CBI is committed to
continue the gradual appreciation of the exchange rate, while keeping its policy interest rate
unchanged, until annual core inflation declines to near single-digit levels. The CBI is
determined to keep a close watch on the effects of this policy on inflation and adjust the pace
of appreciation as needed. Once the inflation target has been achieved, the authorities intend
to return to their previous policy of maintaining a stable exchange rate as the nominal anchor
for the economy. However, further reductions in the inflation rate will require addressing
supply bottlenecks and an improvement in the security situation.

7. The structural agenda in the monetary area includes preparatory work to extend the
availability of monetary policy instruments to be able to conduct open market operations.
The CBI continues to address concerns raised in the interim safeguards assessment report and
the 2006 audit report, namely with regard to strengthening its accounting, auditing, and
reporting systems.

8. The Iraqi authorities are committed to strengthen the monetary transmission channels
by enhancing the efficiency of the banking sector. Important steps continue to be taken
towards the restructuring of the two largest state-owned banks whose audits, expected to be
completed by end-May 2008, will determine an operational restructuring program for
Rafidain Bank, and an operational and financial restructuring program for Rasheed Bank. At
the same time, the Supreme Board of Audit has initiated the reconciliation of the foreign debt
held by both banks and the cleaning up of their large suspense accounts. The completion of a
comprehensive set of prudential regulations for banks and measures to enable the timely
issuance of CBI regulations will help strengthen the regulatory and supervisory framework.

0. Increasing transparency and good governance in the oil sector continues to rank high
on the authorities’ agenda, as reaffirmed in the Memorandum of Economic and Financial
Policies. In this connection, the Iraqi Committee of Financial Experts will fully take over the



tasks of the International Advisory and Monitoring Board as an audit oversight body for the
Development Fund for Iraq by year-end. In an effort to enhance transparency and fight
corruption in the oil sector, the authorities are committed to joining the Extractive Industries
Transparency Initiative. Furthermore, negotiations on a new legal framework to develop a
competitive and transparent hydrocarbon sector are ongoing, in view of the large future
investment needs in the oil sector.

10. The authorities are committed to further improve the timeliness, coverage, and
accuracy of macroeconomic statistics, despite serious capacity constraints. Work to improve
the consumer price index (CPI) is progressing, and the completion of the 2007 household
survey would enable to update the CPI weights by May 2008. The authorities are also
pursuing their efforts to extend the geographical coverage of the CPI to the Northern Region,
and to incorporate data from the two CBI branches located in the Kurdistan region into the
monetary statistics. The authorities plan to start submitting monetary data for the IMF’s
International Financial Statistics in the coming months and are working towards
participating in the General Data Dissemination System.

11. The Iraqi authorities will continue their good faith efforts to resolve outstanding
external claims, in line with the Paris Club agreement. With most of the Paris Club bilateral
agreements signed, they will focus their efforts towards resolving the still outstanding
non-Paris Club claims. The reconciliation of most of the remaining unresolved claims of
private creditors is ongoing as part of the liquidation of the London branch of Rafidain Bank.

Conclusion

12. The Iraqi authorities have demonstrated their commitment to undertaking strong
macroeconomic policies and implementing economic reforms under the current SBA. The
Fund-supported arrangement has served Iraq well, providing cohesion to the policy
framework while anchoring and furthering progress towards macroeconomic stability. The
Iraqi authorities are fully committed to the implementation of the new arrangement, although
improvement in security conditions remains a prerequisite for their ability to effectively
implement their policies. They would like to express their deep appreciation for the Fund’s
Executive Board, Management, and Staff, for their continued support under difficult
circumstances. They are particularly grateful for the valuable policy advice and technical
assistance they are receiving from the staff in support of their stabilization and reform efforts.





