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EXECUTIVE SUMMARY

The Zambian economy has performed well in recent years. This reflects strengthened
macroeconomic policies, a favorable external environment, and extensive debt relief. Growth
picked up further in 2006 and inflation has been held in check. The revival of the mining
sector and high copper prices have contributed to a marked improvement in the trade balance
and a steep appreciation of the currency.

The exchange rate and domestic economic and financial policies are consistent with
external stability. The exchange rate is currently aligned with economic fundamentals,
including the large improvement in the terms of trade.

Despite the favorable economic performance, budget execution and liquidity
management have been problematic. Poor execution of the 2007 budget risks an excess of
liquidity late in the year. That would complicate the conduct of monetary policy, which needs
to hold firm to avoid an upsurge in inflation. The recent lowering of the statutory reserve
requirements could further increase short-term pressure on monetary policy. The authorities
believe that some of the budgetary releases already made will remain unspent, as it will not
be possible to implement all of the planned projects. Furthermore, to ease the burden on
monetary policy, releases for the last part of the year will be kept below planned levels in
nonpriority areas. The authorities stressed that they were prepared to take whatever action
needed to achieve the objectives of the monetary program.

To foster economic diversification, further raise growth, and enhance income
opportunities for the poor, Zambia will need to address several medium-term policy
challenges. These include creating fiscal space for increased spending on infrastructure and
the social sectors; strengthening the capacity to undertake an expansion in public
investments; managing the macroeconomic effects of high foreign exchange inflows; and
further improving the conditions for private sector growth.

Addressing these challenges will require better budget planning and execution, closer
coordination between fiscal and monetary policy, and enhancing the competitiveness of
the non-mining export and import-competing sectors. A secure and efficient supply of
energy will be critical to ensure that economic growth is not stifled by energy shortages and
high costs.



I. BACKGROUND

I. The Zambian economy has performed well in recent years because of stronger
macroeconomic policies, a favorable external environment, and extensive debt relief.
The broad-based economic expansion has benefited greatly from the revival of the mining
sector and high copper prices. Public finances have improved markedly and inflation has
been brought under control. The external position has strengthened significantly, mainly due
to booming copper export receipts and debt relief through the HIPC Initiative and MDRI,
which have contributed to a substantial real appreciation of the exchange rate and a buildup
in international reserves.

2. The improved economic position presents a historic opportunity for Zambia to
accelerate growth and reduce poverty. By maintaining macroeconomic stability and
implementing the economic reforms in the Fifth National Development Plan (FNDP)—
Zambia’s Poverty Reduction Strategy—economic growth could be sustained at a higher rate
that would benefit the poor.'

II. RECENT DEVELOPMENTS
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Figure 1. Zambia: Selected Macroeconomic Indicators
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Figure 2. Zambia: Selected Financial Market Indicators
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picked up in early 2007, but tighter monetary conditions and a turnaround in the
kwacha brought it back to single digits (9 percent) in October.

Fiscal consolidation continued in 2007, but budget execution has been
problematic (Table 2 and 3). Revenue rebounded to outperform projections through
September 2007, reflecting higher income tax payments from mining companies.
Expenditures were below projections owing to a large shortfall in releases for capital
projects and because the released funds were not fully spent due to delays in tender
procedures. This underspending resulted in a significant increase in government
deposits at the Bank of Zambia (BoZ) and a large discrepancy in the fiscal accounts.
The overall balance (including grants) was 0.8 percent of GDP through September—
about 2’2 percentage points of GDP higher than projected.

The rate of monetary expansion has fluctuated widely (Table 4 and Figure 2).
Reserve money grew by about 30 percent in 2006 because the BoZ was unable to
sterilize fully the sizable foreign exchange purchases. Money growth slowed to

20 percent in June 2007, reflecting intensified open market operations and a tight
fiscal position. Reserve money growth again picked up in the third quarter and
additional liquidity was injected into the banking system through a reduction in the
cash reserve requirement from 14 percent to 8 percent on October 1. Nominal interest
rates on government securities have trended upward since late 2006, while real rates
have risen moderately since inflation peaked earlier in the year.

The exchange rate has been highly volatile in response to variations in the price
of copper and shifts in market sentiment toward emerging markets (Figure 2). In
late summer 2007, Zambia felt the effects of the increased risk aversion and flight to
liquidity that affected global financial markets. The currency came briefly under
strong downward pressure as copper prices fell sharply, prompting the BoZ to
intervene to maintain orderly market conditions. The kwacha subsequently
strengthened as markets settled and copper prices rebounded.

The banking sector remains sound. It is generally well capitalized, profitable and
liquid (Table 6).

The external position has strengthened considerably (Table 5). The current
account deficit (excluding grants) declined markedly to 1.3 percent of GDP in 2006,
as copper export receipts doubled and nontraditional exports increased by 30 percent.
Copper export receipts remained strong in the first half of 2007. The strong external
position and the tight fiscal conditions contributed to a build up of international
reserves to about 2.4 months of imports at end-June 2007.

Notwithstanding progress in some areas, the achievement of the MDGs remains
a challenge (Table 7).



III. PoLiCcY DISCUSSIONS

4. Zambia’s key medium-term objectives are to further raise growth and
enhance income opportunities for the poor while maintaining domestic and external
stability. The discussions with the authorities focused on the challenges they face in
reconciling the following objectives with domestic and external stability:

J creating fiscal space for increased spending on infrastructure and the social sectors;

o implementing the public expenditure and financial management reforms necessary to
strengthen the capacity to undertake the expansion in public investments and to increase
overall efficiency;

o managing the macroeconomic effects of foreign exchange inflows from donors and
the mining sector; and

o improving conditions for private sector growth.

S. The authorities remain committed to a flexible exchange rate regime, which is

characterized as a managed float. Staff analysis indicates that the exchange rate is broadly
aligned with macroeconomic fundamentals, including the large improvement in the terms of
trade in recent years (Box 1). Despite a large real exchange rate appreciation in recent years,
nontraditional export receipts expanded by 30 percent in 2006 and remained strong in the
first-half of 2007.

A. Near-Term Policy Challenges and Medium-Term Qutlook
Policies for the rest of 2007

6. Incomplete execution of the 2007 budget through September will challenge
fiscal and monetary policy for the rest of the year. With about 1’2 percent of GDP of
budgetary releases still unspent by mid-September, full implementation of the budget would
result in a large injection of liquidity in the last quarter of the year. The authorities argued
that a large proportion of these releases are likely to remain unspent because it will not be
possible to carry out all of the planned projects. To ease the burden on monetary policy,
however, the authorities will keep releases for the rest of the year below budgeted levels in
nonpriority areas. Lower expenditure, together with the overperformance on revenue, is
expected to result in net domestic financing for the year as a whole about 2 percentage points
of GDP below that budgeted. There is considerable uncertainty about the outcome, however,
since ministries may try to spend as much as they can before year end because under newly
implemented procedures to reduce the budget carryover from one fiscal year to the next, any
unspent funds at year-end must be transferred back to the treasury and new budget
authorization sought for the spending.



Box 1. Zambia: Assessment of External Stability

A balance of payments position consistent with external stability is one in which (i) the underlying current
account is broadly in line with its equilibrium, i.e., there is no fundamental exchange rate misalignment, and
(i1) the capital and financial account does not create risks of abrupt shifts in the capital flows.

Current account and fundamental misalignment. Directly estimating Zambia’s equilibrium and
underlying current account is complicated by data limitations, including the absence of international
investment position data, and structural breaks. Moreover, the long-run current account equilibrium (or
norm) is difficult to determine in a commodity-dependent economy, particularly one that is undergoing
major structural changes, including in its major export base. The exchange rate therefore is assessed by
(i) analyzing the relationship between the real effective exchange rate (REER) and a set of fundamental
macroeconomic variables; (ii) assessing the exchange rate policy framework; and (iii) assessing the
sustainability of domestic financial policies.

Equilibrium REER. Estimation Of the Actual and Estimated Equi|iz;it;rztfrzflloi;ﬁiLi\:jxchange Rate, 1986-2007"
equilibrium REER for the period 1986— 55

2006 found that the long-run behavior of the
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openness to trade. The estimates indicate 50
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equilibrium exchange rate, driven mainly by ~ *° d
the large increase in copper prices. In the first
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the current exchange rate does not appear

.

-« ” Actual real effective exchange rate

Sfundamentally misaligned.
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Exchange rate policy. The exchange rate is Data up to June 2007 used for actual ralsffective exchange ate
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Assessment: the exchange rate broadly
reflects market conditions and no important -
market restrictions can be identified.
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Domestic policies. The fiscal position is sustainable and is supported by a projected primary deficit of
1.1 percent of GDP in 2007 and expected medium-term real GDP growth of 6 percent. A firm monetary
policy has supported a declining trend in inflation. While keeping macroeconomic stability and
continuing with structural reforms are expected to generate productivity gains and REER appreciation,
all else being equal, the exchange rate adjustment is expected to be very gradual. Assessment: fiscal and
monetary policies are consistent with domestic stability and internal balance.

Capital and financial accounts and external stability. Private capital inflows are related primarily to
foreign direct investment in mining. Since 2005, some portfolio inflows into public securities have also taken

place. However, only about 15 percent of government securities (corresponding to about one-fourth of

international reserves) are foreign held and largely in securities with maturities of more than one year. There
is no significant secondary market for government securities. Assessment: the current structure of Zambia’s
capital and financial account suggests a relatively low risk of external instability.
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7. Monetary policy needs to remain firm to contain inflation risks.” Liquidity
pressures are likely to pose a challenge in the last few months of 2007 as the pace of
government spending picks up. In the staff’s view, to contain these pressures, open market
operations would have to be stepped up. In addition, the BoZ would have to increase net
sales of foreign exchange. The BoZ was concerned, however, that further exchange rate
appreciation may constrain its ability to do so in the short-term. Staff therefore expressed
serious reservations about the timing, though not the principle, of reducing the statutory
reserve requirement. The authorities explained that they aim to offset part of the impact of
the lower reserve requirement on liquidity by moving government balances from commercial
banks to the BoZ, and that they were prepared to take whatever action was needed to achieve
the objectives of the monetary program.

Medium-term outlook

8. Real GDP is expected to continue to expand at 67 percent a year over the
medium term (Table 1 and 8). This reflects continued large-scale investments in mining
and manufacturing and sustained growth in other sectors. The authorities reiterated their
commitment to prudent fiscal and monetary policies designed to bring inflation down
gradually to about 5 percent over the next two years. The current account deficit is expected
to widen with the projected decline in world copper prices of over 50 percent during the next
three years. However, strong export volume growth, from the increased investment in mining
capacity, will mitigate the effect from the deterioration in prices. The real exchange rate
would tend to depreciate in response to the projected deterioration in the terms of trade.
Monetary policy would thus need to remain firm to ensure that the pass-through to import
prices of the nominal depreciation does not translate into a rise in the overall rate of inflation.
International reserves would increase gradually to 3’2 months of imports by 2010.

0. The updated debt sustainability analysis (DSA) finds Zambia at low risk of
debt distress. External debt sustainability has improved substantially thanks to debt relief
under the HIPC Initiative and the MDRI. Debt ratios are expected to remain well below the
thresholds for both the baseline and alternative scenarios, including one in which large public
investment projects in the energy sector involve external financing on nonconcessional terms.

2 The chapter “Monetary Policy and Inflation” in the Selected Issues paper (to be published, www.imf.org)
analyzes the link between monetary policy and inflation in Zambia.
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B. Creating Fiscal Space’

10. Fiscal space needs to be created to increase spending on infrastructure and the
social sectors, as outlined in the FNDP. While pressing for donors to scale up inflows, the
authorities will strive to improve revenue collection by strengthening administration and
broadening the tax base, restraining nonpriority spending, and making spending more
efficient. Discussions with donors suggest that foreign support is not likely to be significantly
scaled up (total net inflows are expected to remain at about 5—6 percent of GDP over the
medium term). The authorities therefore intend to seek nonconcessional external borrowing
for a limited number of projects. Staff agreed that nonconcessional external borrowing could
be considered, but only for projects that are demonstrably economically viable and do not
jeopardize debt sustainability. Nonconcessional borrowing should only take place if there are
well-formulated debt management and project evaluation frameworks in place.

1. The government’s draft medium-term expenditure framework (MTEF)
focuses on creating space for higher capital spending. Revenue is projected to remain
broadly stable at 18.4 percent of GDP in 2008 and to rise to 19 percent in 2010, largely
owing to strengthened administration. Tax revenue from the mining sector is expected to
remain at 1'% percent of GDP, as in 2007, though it could increase if the ongoing
renegotiations of the mining companies’ fiscal terms are successfully completed and
additional mines start declaring taxable profits. However, any gains could be negated by a
decline in world copper prices. Over time expenditure composition is expected to shift
increasingly towards capital spending in line with the authorities’ emphasis on investment in
infrastructure, but in 2008 the share will stay about the same due to large domestic arrears
payments and the need to finance the constitutional review. Wages and salaries are projected
to increase significantly due to assumed annual real wage increases of 3—5 percent. The
government intends to clear all current domestic arrears by 2009.

12. The staff largely supported the draft MTEF. It has the right focus on capital
investments and arrears payments. The fiscal deficit, excluding grants, is estimated to decline
gradually to 5% percent of GDP in 2010 and domestic financing will hold at about 1 percent
of GDP a year. Staff expressed concern about the rise in the wage bill and noted that nominal
wage increases should decline in line with projected inflation. They further emphasized the
need to speed up the civil service and pay reform. Staff also noted that sound investment
planning will be critical to ensuring that the increase in capital outlays is effectively utilized.

13. Reform of the tax system and administration will continue. No major tax policy
initiatives are expected in the 2008 budget as efforts are currently focused on renegotiating
development agreements with the mining companies. But next year attention is expected to

3 The chapter “Creating Fiscal Space for Implementing the Fifth National Development Plan” in the Selected
Issues paper (to be published, www.imf.org) discusses this issue in more detail.
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shift to other reforms that will help to achieve the goals of broadening the tax base, unifying
rates at more moderate levels, and minimizing the number of exemptions. Consideration
should be given to calculating and publishing tax expenditures.

14. The financial difficulties of the insolvent Public Service Pension Fund (PSPF)
may leave less fiscal space for investments. The PSPF is a defined-benefit scheme that was
closed to new entrants in 2000. The actuarial deficit is estimated at about 10 percent of GDP.
As the number of pensioners increases while the membership base declines, the annual cash-
flow deficit is projected to rise in the medium-term before falling as the scheme winds down
(the deficit is estimated at /2 percent of GDP over the next few years). The authorities
pointed out that the problem relates to too generous benefits that can only be changed
through a constitutional amendment. The staff stressed that until another solution on the
benefit level is found, budget allocations to the PSPF would need to increase to ensure that
pension obligations are met in full. This should be reflected in the revised MTEF and could
be partly financed by constraining current expenditures, including moderating the growth in
the wage bill.

C. Public Financial Management and Budget Execution

15. Cash management and coordination of fiscal and monetary policy need to be
strengthened. The Ministry of Finance and National Planning (MoFNP) and the BoZ need to
cooperate more closely to anticipate and manage emerging liquidity pressures. The planned
establishment of a treasury department within MoFNP should improve coordination. The
department would prepare cash flow forecasts and coordinate all banking relations between
the government and the BoZ. Gradual implementation of both a treasury single account and
the IFMIS should further improve cash management.

16. The government has taken steps to prevent a repeat of this year’s difficulties
in budget execution. Execution should improve in 2008 following the Zambia National
Tender Board’s recent decision that ministries can prepare the necessary papers as soon as
the budget is issued to parliament and can submit tenders immediately after budget approval.
However, until the budget cycle is brought forward, which the authorities noted is tied up in
the constitutional review process, continuing difficulties are likely.*

17. Staff welcomed the authorities’ efforts to strengthen debt management. As a
first step, they have prepared a debt management strategy that describes the existing
institutional framework and procedures, and highlights the need to consolidate the legal
framework. The mission underscored the importance of implementing the debt management
strategy together with measures to improve the capacity to evaluate investment projects.

* The budget can only be presented to parliament after the fiscal (calendar) year begins and traditionally takes
place on the last Friday in January. Parliamentary debate typically takes at least two months.
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18. Progress has been made toward signing up to the Extractive Industries
Transparency Initiative (EITI). The mission welcomed the government’s efforts, with
support from the World Bank, toward formally adopting EITI in a participatory process, in
line with EITI guidelines.

D. Managing Foreign Currency Inflows

19. The authorities recognized the challenges a booming mining sector and donor
inflows pose for monetary policy and international competitiveness. The mission noted
that full absorption of aid inflows would require the BoZ to sell foreign exchange on the
market to mop up the domestic liquidity generated by spending the inflows. Although the
sales would inevitably put upward pressure on the real exchange rate, the BoZ should
carefully time them to limit exchange rate volatility. Though the excess liquidity could be
mopped up using open market operations, that would tend to raise interest rates and reduce
absorption. In view of these effects, the authorities recognized that to promote growth in non-
mining sectors it is essential to improve the business environment and boost productivity
through, for example, investing in infrastructure and deepening financial markets.

20. The volatility of the Kwacha has at times complicated the conduct of monetary
policy. The mission encouraged the authorities to improve the operation of the foreign
exchange market, including the need to develop a forward market. Although the performance
of the interbank market since its introduction in July 2003 has generally been satisfactory,
day-to-day exchange rate volatility has been high. The BoZ recognizes the problem and
welcomed the preliminary recommendations of a recent IMF TA mission.

21. The accumulation of gross reserves remains an important objective for the
authorities. They expressed their

intention to build up reserves to a Implied Reserve Need for Selected African Countries
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. Zambia 3.8 23 5.0 3.0 2.2

external debt is below the

Average 5.8 35 5.2 34 49

commonly used threshold; however,

. 'Standard deviation (in percent of GDP), 1990-2006.
the ratlo Of IeServes tO broad money “Reserve coverage in months of imports needed to cover a two-standard deviation shock.
(Mz) is Well abOVG the benchmark. “Reserves in months of imports.

Furthermore, Zambia’s level of
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reserves falls somewhat short of the level required to meet a current account shock of two
standard deviations (in percent of GDP), but would be sufficient to meet a similar export
shock.”

E. Improving Conditions for Private Sector Growth

22. Improving Zambia’s business environment is crucial for enhancing
competitiveness and private sector growth. The discussions focused on three main areas
where resolute policy implementation could advance private sector growth: (i) financial
sector deepening; (ii) further opening of the trade regime; and (iii) energy sector
development.

23. While the banking sector appears sound, more needs to be done to strengthen
supervision and broaden the availability of financial services.® The BoZ is developing a
framework for risk-based supervision and implementation of the second phase of the
financial sector development plan (FSDP) is going ahead. Over the next year, draft
legislation on credit bureau services is expected to be enacted and draft amendments to the
Bank of Zambia Act that would make central bank operations more independent, are being
prepared. The second FinScope survey on the supply of financial services is being finalized;
together with the first survey on demand for financial services, it would provide the basis for
policies to expand access to financial services. Regarding the capital market, the authorities
will introduce measures to develop an active secondary market in government securities. On
the state-owned nonbank financial institutions, the authorities are considering options for
making them viable financial intermediaries. Staff emphasized the need for decisive action
based on a realistic assessment of their viability.

24. The government is pursuing further trade liberalization. In 2008, Zambia will
complete the agreed tariff phase-down for 85 percent of the goods traded within the Southern
African Development Community (SADC). Tariffs on the remaining sensitive goods will be
eliminated during 2009—12. The authorities estimate the revenue impact to be small in the
short term because the value of goods that meet the rules of origin requirements is small. To
reduce the cost of trading across borders, the authorities intend to streamline procedures to
halve the processing time required for exporting and importing goods.

25. The development of the energy sector is vital to achieving the government’s
objectives of sustained high growth and poverty reduction. In particular, greater
electricity generation will be needed to support the envisaged expansion of mining, private

> The chapter “Assessing Reserve Adequacy” in the Selected Issues paper (to be published, www.imf.org)
provides further details.

® The chapter “Progress and Challenges of Financial Sector Reform in Zambia” in the Selected Issues paper (to
be published, www.imf.org) provides a discussion of the financial sector reform process.
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sector growth, and the planned rural electrification program. Thus, it will be important to
move toward full cost recovery of electricity generation, transmission, and distribution. The
public utility ZESCO should improve corporate governance and efficiency and gradually
adjust the average electricity tariff to long-term marginal cost. Furthermore, to ensure
ZESCQO'’s profitability, the mining companies should also pay cost-based electricity rates.
Otherwise it will not be possible to undertake the additional investment in capacity needed to
meet future demand, including from the mining sector itself.

F. Other Issues

26. The authorities have made efforts to settle arrears to external private
creditors stemming from the past imposition of exchange rate controls. Settlement of the
outstanding arrears to commercial creditors was offered on terms similar to those provided
by the Paris Club. The authorities are now verifying a small amount of claims outstanding to
private individuals. The exchange rate restrictions evidenced by the accumulation of these
external payments arrears are subject to Fund approval under Article VIII.

IV. STATISTICAL ISSUES

27. Initiatives are underway to improve the quality of economic statistics. The
Central Statistical Office (CSO) has launched the very first economic census. It will provide
important information about the structure of the Zambian economy, which will be used,
among other things, to rebase the national accounts. The CSO is also testing a new, rebased
CPI. Compilation of the International Investment Position (IIP) has not yet begun owing to
capacity constraints. The authorities expressed their willingness to participate in a project for
countries that can publish on their own the Article IV Statistical Appendix. The mission
provided assistance to start up the process.

V. STAFF APPRAISAL

28. The Zambian authorities continue to pursue sound macroeconomic policies
that are contributing to robust growth and bringing inflation down. While the economy
is expected to continue to perform well, there is a need to strengthen budget execution and
liquidity management—poor execution of the 2007 budget may result in excessive injection
of liquidity in the rest of the year, which would complicate the conduct of monetary policy.

29. Monetary policy needs to hold firm to contain inflation risks. This may require
that the BoZ, in addition to its open market operations, step up net sales of foreign exchange.
The recent lowering of statutory reserve requirements could further increase the pressure on
monetary policy in the near term. The decision by the authorities to postpone some of the
releases for nonpriority projects in the last quarter and to transfer government deposits at
commercial banks to the BoZ will ease the burden on monetary policy. The staff is
encouraged by the authorities’ assurances to avoid wasteful year-end spending and by the
BoZ’s commitment to meeting its monetary targets.
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30. The exchange rate and domestic economic and financial policies are consistent
with external stability. In particular, the flexible exchange rate policy continues to serve
Zambia well. The exchange rate seems to be aligned with economic fundamentals, including
large improvement in the terms of trade. The large real appreciation in recent years
underscores, however, the need to step up reforms to boost productivity, expand access to
credit, and remove impediments to business. Some further modest buildup of international
reserves would enhance Zambia’s ability to weather external shocks.

31. The authority’s development strategy to sustain growth and accelerate
poverty reduction faces challenges and risks. Among them are creating the fiscal space for
additional spending on infrastructure and the social sectors, implementing public financial
management reforms, managing the macroeconomic effects of marked foreign exchange
inflows, and improving conditions for private sector growth. Moreover, the limited
diversification of the economy heightens potential risks to the economic outlook, most
prominently, from a steep decline in copper prices.

32. The preliminary MTEF and 2008 budget are broadly appropriate. The
targeted increase in revenue and the shift toward capital spending and arrears reduction are
welcome, through the projected increase in wages and salaries is a concern. While new hiring
in the social sectors is appropriate, there is a need to accelerate civil service and pay reforms,
which seem to have stalled.

33. Better management of public expenditure is essential to ensure that it
generates high returns. Steadfast implementation of the public financial management
reforms will be key, in particular, establishing a treasury single account and completing the
IFMIS project. It will also be critical to align the budget cycle with the fiscal year.

34. The authorities are working to strengthen debt management. Their approach to
external borrowing is appropriately cautious, relying on concessional loans and ensuring that
any new borrowing does not undermine debt sustainability. There is, however, a need to
complement the debt management strategy with measures to improve capacity to evaluate
investment projects.

35. Development of the energy sector is vital to achieving a vibrant private sector
and reducing poverty. To this end, it is important to raise tariffs to levels consistent with
full cost recovery in electricity generation, transmission, and distribution. There is also a
need to strengthen the corporate governance and efficiency of ZESCO.

36. It is expected that the next Article IV consultation will be held on the standard 12-
month cycle.
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Table 1. Zambia: Selected Economic Indicators

2004 2005 2006 2007 2008 2009 2010
Proj. Proj. Proj. Proj.
(In percent changes; unless otherwise indicated)
National account and prices
GDP at constant prices 5.4 5.2 6.2 6.2 6.5 6.5 6.0
GDP deflator 20.5 18.6 13.8 10.0 55 3.2 2.3
GDP at market prices 25,997 32,456 39,223 45,849 51,559 56,670 61,475
(In billions of kwacha)
Consumer prices (average)
Headline 18.0 18.3 9.0 10.8 7.3 5.9 5.0
Underlying (excluding food) 19.8 18.1 13.6 16.5 75 5.9 5.0
Consumer prices (end of period) 17.5 15.9 8.2 9.0 7.0 5.0 5.0
External sector
Terms of trade (deterioration -) 34.6 6.8 54.8 54 -11.3 -20.3 -17.5
Average exchange rate (kwacha per U.S. dollar) 4,779 4,464 3,601
(in percentage change; depreciation -) -1.0 6.6 19.3
Real effective exchange rate (depreciation -)1 3.0 241 32.3
Money and credit (end of period)
Domestic credit to the private sector 47.7 18.7 54.3 35.0 21.0
Reserve money2 211 10.2 29.7 -12.6 131
M3 30.3 0.4 45.1 17.7 13.1
(In percent of GDP)
National accounts
Gross investments 23.0 225 22.6 241 227 221 22.5
Government 8.7 7.0 4.1 5.7 5.8 6.3 7.5
Private 14.3 15.5 18.5 18.4 16.9 15.8 15.0
National savings 16.0 17.4 25.5 20.1 21.6 20.1 19.7
Gross foreign savings 7.0 5.1 -2.9 4.0 1.1 2.0 2.8
Central government budget3
Overall balance -0.8 -2.6 18.6 -0.6 -1.9 -1.7 -1.7
(excluding grants) -6.3 -8.3 -7.4 -5.4 -6.5 -5.9 -5.7
Revenue 18.2 17.4 16.9 18.4 18.4 18.7 19.0
Grants 5.5 5.6 26.0 4.9 4.6 4.1 4.0
Total expenditure* 245 25.7 24.3 23.8 24.8 245 247
External sector
Current account balance
(including official grants) -7.0 -5.1 2.9 -4.0 -1.1 -2.0 -2.8
(excluding official grants) -12.2 -10.9 -1.3 -8.8 -6.1 -6.8 -7.8
(In percent of export of goods and services)
NPV of external public debt (including IMF) 175.5 80.1 16.0 13.7 14.3 17.0 20.1

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

'Excludes Zimbabwe.

*The projected reduction in reserve money for December 2007 reflects the lowering of statutory reserve requirements
from 14 to 8 percent on October 1, 2007.

3Grants in 2006 include MDRI debt cancellation amounting to 21.4 percent of GDP.

4Including discrepancy between the above-the-line balance and below-the-line financing.
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Table 2. Zambia: Fiscal Operations of the Central Government
(In billions of kwacha)

2005 2006 2007 2008 2009 2010
Jan-Sep Jan-Sep
Budget Act. Budget Proj. Proj. Proj. Proj.
Revenue and grants 7,467 16,825 7,838 7,968 10,306 10,648 11,848 12,923 14,137
Revenue 5,642 6,618 6,018 6,347 8,125 8,422 9,467 10,573 11,661
Tax 5,512 6,317 5,808 6,076 7,807 8,059 9,075 10,142 11,193
Income taxes 2,455 2,960 2,640 2,899 3,491 3,743 4,219 4,696 5,126
Value-added tax 1,633 1,792 1,718 1,656 2,339 2,339 2,666 2,992 3,338
Excise taxes 768 821 808 850 1,104 1,104 1,243 1,394 1,568
Customs duties 656 744 642 672 874 874 949 1,060 1,162
Nontax 130 301 210 271 318 363 392 431 467
Grants 1,825 10,207 1,819 1,621 2,180 2,226 2,380 2,350 2,476
Budget support 543 423 582 379 582 575 614 678 692
Project grants 1,282 1,374 1,237 1,242 1,598 1,651 1,766 1,672 1,784
Debt reduction (including MDRI) 0 8,410 0 0 0 0 0 0 0
Expenditures 8,350 9,051 8,551 8,320 11,546 11,317 12,806 13,895 15,191
Current expenditures 5,828 7,203 6,111 6,148 8,380 8,371 9,378 10,027 10,552
Wages and salaries 2,455 2,833 2,599 2,545 3,535 3,547 4,240 4,806 5,319
Goods and services 1,249 1,779 1,248 1,219 1,744 1,673 2,108 2,080 2,053
Interest payments 865 749 493 548 705 765 687 735 719
Other 1,259 1,842 1,771 1,837 2,396 2,386 2,343 2,407 2,461
Capital expenditure 2,267 1,601 2,231 1,966 2,827 2,607 2,976 3,557 4,638
Of which: domestically financed 565 599 1,086 781 1,350 1,032 1,340 1,991 2,896
Domestic arrears payments 254 247 208 206 339 339 451 311 0
Discrepancy (—overfinancing)' 24 -483 -139 704 0 400 0 0 0
Overall balance
Including grants -858 7,291 -852 352 -1,241 -269 -958 -972  -1,054
Excluding grants -2,683 -2,916 -2,671 -1,269 -3,421 -2,495 -3,338 -3,322  -3,530
Financing 858 7,291 852 -352 1,241 269 958 972 1,054
External financing (net) 241 -6,225 407 248 498 484 339 405 439
Of which: budget support 84 36 167 0 167 121 81 123 123
Of which: debt reduction (MDRI) 0 -6,392 0 0 0 0 0 0 0
Domestic financing (net) 617 -1,066 445 -601 743 -215 619 567 615
Bank financing -96 -1,806 60 -868 100 -489 100 100 100
Of which: BoZ onlending of IMF MDRI relief 0 -2,018 0 0 0 0 0 0 0
Nonbank financing 713 740 385 268 643 274 519 467 515
Memorandum items:
Primary balance, including grants 6 8,041 -359 900 -536 497 -270 -237 -335
Poverty-reducing spending2 1,995 2,356 2,524 4,096 3,793
External budget support 628 459 750 379 750 697 695 801 815
Stock of domestic arrears 947 1,028 670 539 762 311 0 0
Stock of domestic government securities 5,271 6,242 6,687 6,811 6,984 6,906 7,524 8,091 8,706
MDRI debt sevice savings 94 . 245 359 406

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

1Discrepant:y largely reflects the net change in releases to line ministries that are not fully executed by the end of the year
and thus are not reflected in the domestic financing figures until the following year.
2Excluding donor financed projects.
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Table 3. Zambia: Fiscal Operations of the Central Government
(In percent of GDP)

2005 2006 2007 2008 2009 2010
Jan-Sep Jan-Sep
Budget Act. Budget Proj. Proj. Proj. Proj.
Revenue and grants 23.0 429 171 17.4 225 23.2 23.0 22.8 23.0
Revenue 174 16.9 131 13.8 17.7 18.4 18.4 18.7 19.0
Tax 17.0 16.1 127 13.3 17.0 17.6 176 17.9 18.2
Income taxes 76 7.5 5.8 6.3 76 8.2 8.2 8.3 8.3
Value-added tax 5.0 4.6 3.7 3.6 5.1 5.1 52 53 5.4
Excise taxes 24 21 1.8 1.9 24 24 24 25 25
Customs duties 2.0 1.9 1.4 1.5 1.9 1.9 1.8 1.9 1.9
Nontax 0.4 0.8 0.5 0.6 0.7 0.8 0.8 0.8 0.8
Grants 5.6 26.0 4.0 3.5 4.8 4.9 4.6 4.1 4.0
Budget support 1.7 1.1 1.3 0.8 1.3 1.3 1.2 1.2 11
Project grants 3.9 35 2.7 2.7 3.5 3.6 3.4 3.0 2.9
Debt reduction (including MDRI) 0.0 21.4 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Expenditures 257 23.1 18.6 18.1 252 247 24.8 245 247
Current expenditures 18.0 18.4 13.3 13.4 18.3 18.3 18.2 17.7 17.2
Wages and salaries 76 7.2 5.7 5.6 7.7 7.7 8.2 8.5 8.7
Goods and services 3.8 4.5 27 27 3.8 3.6 4.1 37 33
Interest payments 2.7 1.9 1.1 1.2 1.5 1.7 1.3 1.3 1.2
Other 3.9 4.7 3.9 4.0 5.2 5.2 4.5 4.2 4.0
Capital expenditure 7.0 4.1 4.9 4.3 6.2 5.7 5.8 6.3 7.5
Of which: domestically financed 1.7 1.5 24 1.7 29 23 26 35 4.7
Domestic arrears payments 0.8 0.6 0.5 0.4 0.7 0.7 0.9 0.5 0.0
Discrepancy (-over‘financing)1 0.1 -1.2 -0.3 1.5 0.0 0.9 0.0 0.0 0.0
Overall balance
Including grants -2.6 18.6 -1.9 0.8 -2.7 -0.6 -1.9 -1.7 -1.7
Excluding grants -8.3 -7.4 -5.8 -2.8 -7.5 -5.4 -6.5 -5.9 -5.7
Financing 26 -18.6 1.9 -0.8 27 0.6 1.9 17 1.7
External financing (net) 0.7 -15.9 0.9 0.5 1.1 1.1 0.7 0.7 0.7
Of which: budget support 0.3 0.1 0.4 0.0 0.4 0.3 0.2 0.2 0.2
Of which: debt reduction (MDRI) -16.3 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Domestic financing (net) 1.9 -2.7 1.0 -1.3 1.6 -0.5 1.2 1.0 1.0
Bank financing -0.3 -4.6 0.1 -1.9 0.2 -1.1 0.2 0.2 0.2
Of which: Onlending of IMF MDRI relief 0.0 -5.1 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Nonbank financing 22 1.9 0.8 0.6 1.4 0.6 1.0 0.8 0.8
Memorandum items:
Primary balance, including grants 0.0 20.5 -0.8 2.0 -1.2 1.1 -0.5 -0.4 -0.5
Poverty-reducing spending2 6.1 6.0 55 8.9 8.3
External budget support 1.9 1.2 1.6 0.8 1.6 1.5 1.3 1.4 1.3
Stock of domestic arrears 29 2.6 1.8 1.2 1.7 0.6 0.0 0.0
Stock of domestic government securities 16.2 15.9 14.6 14.9 15.2 15.1 14.6 14.3 14.2
MDRI debt sevice savings 0.2 0.5 0.7 0.7
Nominal GDP (in billions of kwacha) 32,456 39,223 45,849 45,849 45,849 45,849 51,559 56,670 61,475

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

1Discrepancy largely reflects the net change in releases to line ministries that are not fully executed by the end of the year
and thus are not reflected in the domestic financing figures until the following year.
2Excluding donor financed projects.
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Table 4. Zambia: Monetary Accounts !
(In billions of kwacha, unless otherwise indicated)

2005 2006 2007 2008
Jun. Dec. Jun. Dec.
Act. Act. Act. Pro;j. Proj.

I. Monetary Survey

Net foreign assets -282 1,666 3,953 3,947 4,420 5,425
Net domestic assets 6,123 4,623 4,524 4,610 5,555 5,858
Claims on general government (net) 2,387 2,383 2,374 1,492 1,927 2,027
Of which : Central government (net) 2,416 2,404 2,440 1,515 1,950 2,050
Claims on private sector 2,437 2,942 3,760 4,302 5,076 6,139
Claims on public enterprises 230 560 224 246 246 300
Other items (net)2 1,068 -1,263 -1,834 -1,430 -1,693 -2,609
Money and quasi-money (M3) 5,841 6,289 8,477 8,557 9,975 11,282
Broad money (M2) 3,860 4,281 5,763 5,513
Foreign exchange deposits 1,981 2,008 2,714 3,044

Il. Bank of Zambia

Net foreign assets -1,235 1,283 2,807 3,120 3,337 4,325
Of which: IMF (net) -3,057 -110 -138 -277 -338 -366
Net domestic assets 3,132 645 -348 -798 -1,187 -1,893
Claims on central government (net) 1,070 593 844 -140 -184 -184
Claims on nongovernment 375 617 309 337 338 340
Claims on private sector 53 52 47 56 58 60
Claims on public enterprises 96 343 0 0 0 0
Claims on commercial banks 226 222 262 280 280 280
Other items (net)2 1,687 -565 -1,502 -995 -1,341 -2,050
Of which: Open market operations -401 -379 -766 -697 -800
Reserve money3 1,896 1,928 2,459 2,321 2,150 2,431
Currency outside banks and cash in vaults 962 999 1,224 1,329
Commercial bank deposits 926 924 1,226 986

Memorandum items:
(12-month percentage change over beginning period broad money)
Monetary survey:

Net foreign assets 29.0 81.3 72.5 36.2 5.5 10.1
Net domestic assets -28.6 -74.6 -27.4 -0.2 12.2 3.0
Claims on central government (net) -1.7 -5.3 0.4 -13.7 -5.0 1.0
Claims on private sector 6.6 3.9 22.6 21.6 15.5 10.7

(In 12-month percentage change; unless otherwise indicated)

Reserve money® 10.2 1.6 29.7 20.4 -12.6 13.1
M3 0.4 6.6 45.1 36.1 17.7 13.1
Credit to the private sector 18.7 8.3 54.3 46.2 35.0 21.0
M3-to-GDP ratio (in percent) 18.0 16.0 21.6 18.7 21.8 21.9
Money multiplier (M3/reserve money) 3.1 3.3 3.4 3.7 4.6 4.6
Credit to the private sector (in percent of GDP) 7.5 7.5 9.6 9.4 1.1 11.9
Gross foreign exchange reserves of the

Bank of Zambia (in millions of U.S. dollars) 331 393 595 816 850 1,007
Exchange rate (kwacha per U.S. dollar) 3,509 3,569 4,407 3,771

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

"End of period.

2Include valuation and HIPC Initiative Account (balances were K3,253 billion and K2,209 billion at end-2005 and
end-2006, respectively).

*The projected reduction in reserve money for December 2007 reflects the lowering of statutory reserve requirements
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Table 5. Zambia: Balance of Payments
(In millions of U.S. dollars, unless otherwise indicated)

2005 2006 2007 2008 2009 2010
Proj. Proj. Proj. Proj.
Current account -662 120 -699 -442 -540 -680
Trade balance 50 1,183 970 961 437 32
Exports, f.0.b. 2,210 3,819 4,258 4,406 4,043 3,694
Of which: copper 1,486 2,938 3,159 3,274 2,917 2,530
Imports, f.o.b -2,161 -2,636 -3,288 -3,444 -3,606 -3,662
Of which: oil -312 -454 -483 -532 -560 -592
Services (net) -199 -284 -591 -437 -312 -262
Income (net) -619 -960 -1,294 -1,151 -843 -607
Of which: interest on public debt -110 -17 -7 -13 -12 -11
Current transfers (net) 107 180 215 184 178 157
Budget support grants 131 116 142 154 170 173
Sector-wide approach grants 0 143 154 128 126 118
Private transfers -24 -80 -82 -97 -118 -134
21
Capital and financial account 704 1,013 1,063 601 698 839
Capital account 287 2,600 252 314 292 328
Project grants 287 197 252 314 292 328
External debt cancellation 0 2,403 0 0 0 0
Financial account 417 -1,587 811 288 406 510
Foreign direct and portfolio investments 497 559 909 636 421 383
Other investments -80 -2,146 -98 -348 -15 128
Medium and long-term -80 -1,838 85 -154 157 150
Public sector (net) -65 -1,779 114 85 101 110
Disbursements 160 91 166 116 130 138
Of which: budget support 24 9 30 20 31 31
Amortization due -225 -1,870 -52 -31 -29 -28
Commercial banks (net) 91 62 -65 0 0 0
Other sectors -106 -121 36 -239 56 40
Short-term 0 -308 -183 -194 -172 -22
Errors and omissions -172 -311 -150 0 0 0
Overall balance -129 821 213 159 158 159
Financing
Central bank net reserves (- increase) -351 -821 -213 -159 -158 -159
Of which: gross reserve change -109 -264 -255 -159 -158 -159
Of which: Use of Fund loans -236 -5657 42 0 0 -1
Exceptional financing 480 0 0 0 0 0
Financing gap 0 0 0 0 0 0
Memorandum items:
Current account including capital grants (in percent of GDP) -5.1 2.9 -4.0 -1.1 -2.0 -2.8
Current account excluding grants (in percent of GDP) -10.9 -1.3 -8.8 -6.1 -6.8 -7.8
Copper export volume (thousands of metric tons) 439 476 476 559 664 740
Copper export price (U.S. dollars per pound) 15 2.8 3.0 2.7 2.0 15
Net creditor/donor support (in percent of GDP)1 6.7 4.2 6.0 5.4 53 5.5
Of which: official grants 5.7 4.2 4.9 5.0 4.8 5.0
Gross international reserves 331 595 850 1,009 1,167 1,326
In months of imports 1.5 2.2 2.4 2.8 3.2 3.6
GDP (in millions of U.S. dollars) 7,271 10,893 11,261 11,884 12,212 12,408

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

"Defined as disbursements, plus grants, less debt service.
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Table 6. Zambia: Financial Soundness Indicators, 2002-07

(In percent, unless otherwise indicated)

2002 2003 2004 2005 2006 2007
Jun
Capital adequacy
Regulatory capital to risk-weighted assets 28.0 23.0 22.2 28.4 20.4 18.9
Tier 1 regulatory capital to risk-weighted assets 24.8 21.0 19.6 26.2 18 16.5
Capital to total assets 12.3 11.0 9.7 11.6 9.1 9.9
Asset quality
Past due advances (NPL) to total advances 114 53 7.6 8.9 11.3 8.5
Loan loss provisions to nonperforming loans 73.9 89.3 102.8 90.7 83.3 104.9
Bad debt provisions to advances 8.4 4.7 7.8 54 6.8 7.2
Loan concentration '
Households 12.3 17.5 13.1 19.5 16.1 16.8
Government and parastatals 6.4 4.3 5.5 55 6.2 5.6
Agriculture 222 24.7 30.3 27.0 23.9 23.0
Mining 3.6 4.9 4.5 4.0 4.4 5.0
Manufacturing 14.0 12.7 13.0 12.0 14 11.0
Construction 1.6 2.2 2.0 2.0 24 3.0
Services 8.5 7.3 8.1 7.0 9.8 9.0
Others 49.9 451 42.0 48.0 45.5 49.0
Earnings and profitability
Return on average assets 6.5 5.4 3.1 6.5 5.1 4.7
Return on equity 52.8 48.5 29.8 46.4 30.6 30.9
Gross interest income to total gross income 65.8 66.1 78.2 60.9 60.2 58.6
Gross noninterest income to total gross income 34.2 33.9 46.3 391 39.8 411
Net interest margin 15.3 13.2 11.8 11.8 12.8 10.9
Liquidity 2
Liquid assets to total assets 78.6 74.7 66.6 41.0 41.3 36.5
Liquid assets to total deposits 69.7 73.5 73.7 51.0 49.6 447
Advances to deposits ratio 29.9 33.3 37.3 44.5 49 56.6
Exposure to foreign currency
Foreign currency loans to total gross loans 42.8 46.8 41.2 36.2 34.0 30.3
Foreign currency liabilities to total liabilities 62.2 58.4 58.4 31.0 61.2
Net open position in foreign exchange to capital 15.7 10.0 10.0 21 9.4 6.6
Exposure to household debt
Household debt to GDP 0.0 0.0 0.0 1.5 1.5

Source: Bank of Zambia

1Components do not add up to 100 because loans to households, government, and parastatals are

included in loans classified by economic sectors.
2Liquid assets were redefined to exclude one-year Treasury bills beginning in 2005.
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Table 7. Zambia: Millennium Development Goals

1990 1994 1997 2000 2003 2005
Goal 1: Eradicate extreme poverty and hunger’
Population below US$ 1 dollar a day (in percent) 64.6 73.6 66.0 76.0 64.0
Poverty gap ratio at US$ 1 dollar a day (in percent) 38.9 42.7 34.0 36.0 33.0
Percentage share of income or consumption held by poorest 20 percent 3.3
Poverty headcount, national (percent of population) 729 68.0
Prevalence of underweight children (percent of children under 5) 235 23.0
Population below minimum level of dietary energy consumption (in percent) 48.0 47.0 46.0
Goal 2: Achieve universal primary education®
Net primary enrollment ratio (percent of relevant age group) 791 64.9 62.6 79.8 88.9
Primary completion rate, total (percent of relevant age group) 61.6 56.3 66.2 775
Percentage of pupils starting grade 1 who reach grade 5 (in percent) 78.2 98.5
Youth literacy rate (percent ages 15-24) 81.2 69.4 69.5
Goal 3: Promote gender equality®
Ratio of girls to boys in primary and secondary education (in percent) 89.7 90.4 92.3
Ratio of young literate females to males (percent ages 15-24) 88.1 91.2
Share of women employed in the nonagricultural sector (in percent) 29.4
Proportion of seats held by women in national parliament (in percent) 7.0 10.0 10.0 12.0 12.7
Goal 4: Reduce child mortality*
Under 5 mortality rate (per 1,000) 180.0 182.0 182.0 182.0 182.0
Infant mortality rate (per 1,000 live births) 101.0 102.0 102.0 102.0 102.0
Immunization, measles (percent of children under 12 months) 90.0 96.0 86.0 85.0 84.0 84.0
Goal 5: Improve maternal health®
Maternal mortality ratio (modeled estimate, per 100,000 live births) 750.0
Births attended by skilled health staff (percent of total) 50.5 46.5 471 434
Goal 6: Combat HIV/AIDS, malaria, and other diseases®
Prevalence of HIV, total (percent of population ages 15-49) . 16.7 16.9 17.0
Contraceptive prevalence rate (percent of women ages 15-49) 48.1 259 53.5 34.0
Number of children orphaned by HIV/AIDS ... 570,000 630,000
Incidence of tuberculosis (per 100,000 people) 296.8 498.9 575.5 605.0 658.3 600.1
Tuberculosis cases detected under DOTS (in percent) 62.0 51.6
Goal 7: Ensure environmental sustainability’
Forest area (percent of total land area) 66.1 60.1 57.1
Nationally protected areas (percent of total land area) 31.9
GDP per unit of energy use (PPP US$ per kg oil equivalent) 1.4 1.3 1.3 1.3 1.4 1.5
CO2 emissions (metric tons per capita) 0.3 0.3 0.2 0.2 0.2
Access to an improved water source (percent of population) 50.0 58.0
Access to improved sanitation (percent of population) 44.0 55.0
Access to secure tenure (percent of population)
Goal 8: Develop a Global Partnership for Development®
Youth unemployment rate (percent of total labor force ages 15-24) 20.9
Fixed line and mobile telephones (per 1,000 people) 7.8 8.6 8.2 17.0 29.2 89.2
Personal computers (per 1,000 people) 5.8 6.5 8.4 9.8

Source: World Development Indicators database, August 2007.

Note: In some cases the data are for earlier or later years than those stated.

'Goal 1 targets: Halve, between 1990 and 2015, the proportion of people whose income is less than one dollar a day. Halve,

between 1990 and 2015, the proportion of people who suffer from hunger.

2 Goal 2 target: Ensure that, by 2015, children everywhere, boys and girls alike, will be able to complete a full course of primary

schooling.

%Goal 3 target: Eliminate gender disparity in primary and secondary education preferably by 2005 and to all levels of education no

later than 2015.

*Goal 4 target: Reduce by two-thirds, between 1990 and 2015, the under-5 mortality rate.

°Goal 5 target: Reduce by three-quarters, between 1990 and 2015, the maternal mortality ratio.

°Goal 6 targets: Have halted by 2015, and begun to reverse, the spread of HIV/AIDS. Have halted by 2015, and begun to

reverse, the incidence of malaria and other major diseases.

"Goal 7 targets: Integrate the principles of sustainable development into country policies and programs and reverse the loss of
environmental resources. Halve, by 2015, the proportion of people without sustainable access to safe drinking water.
Goal 8 targets: Develop further an open, rule-based, predictable, nondiscriminatory trading and financial system. Address the
special seeds of the least developed countries. Address the special needs of landlocked countries and small island developing

states.
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Table 8. Zambia: Macroeconomic Framework, 2006-2012

2006 2007 2008 2009 2010 2011 2012
Proj Proj Proj. Proj. Proj. Proj.

National account and prices (In percent changes)

GDP at constant prices 6.2 6.2 6.5 6.5 6.0 6.0 6.0

Consumer prices (average)

Headline 9.0 10.8 7.3 5.9 5.0 5.0 5.0

Underlying (excluding food) 13.6 16.5 7.5 59 5.0 5.0 5.0

Consumer prices (end of period) 8.2 9.0 7.0 5.0 5.0 5.0 5.0
(In percent of GDP)

Gross investments 22.6 241 22.7 221 22.5 23.3 23.7
Government 3.9 6.2 6.1 6.9 7.2 7.2 7.2
Private 18.7 17.9 16.6 15.2 15.3 16.1 16.5

National savings 25.5 20.1 21.6 201 19.7 19.3 19.5

Gross foreign savings -2.9 4.0 11 2.0 2.8 4.0 4.2

Central government budget1

Overall balance 18.6 -0.6 -1.9 -1.7 -1.7 -1.7 -1.7
(excluding grants) -7.4 -5.4 -6.5 -5.9 -5.7 -5.6 -5.3

Revenue 16.9 18.4 18.4 18.7 19.0 191 19.2

Grants 26.0 4.9 4.6 4.1 4.0 3.9 3.6

Total expenditure? 243 23.8 24.8 24.5 247 247 24.5

Money and credit (end of period) (In percent changes)

Broad money (M3) 451 6.0 13.1 121 124 10.9 10.6

Domestic credit to the private sector 54.3 35.0 21.0 20.0 20.0 20.0 22.0

External sector (In percent of GDP)

Current account (including official grants) 29 -4.0 -1.1 -2.0 -2.8 -4.0 -4.2

Current account (excluding official grants) -1.3 -8.8 -6.1 -6.8 -7.8 -8.8 -8.7

(In percent of exports of goods and services)
NPV of external public debt (including IMF) 16.0 13.7 14.3 17.0 20.1 22.2 22.8
(In percent changes)

Exports of goods and services 66.0 12.0 3.7 -7.0 -7.2 -0.6 43

Imports of goods and services 224 31.5 0.6 1.5 0.8 3.9 5.1

Terms of trade (deterioration -) 54.8 5.4 -11.3 -20.3 -17.5 -8.1 -3.0

Copper export price (U.S. dollars per pound) 82.3 7.6 -11.8 -25.0 -22.2 -10.0 -3.3

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

Gross international reserves (in US$ millions) 595 850 1,009 1,167 1,326 1,355 1,399

In months of imports 2.2 24 2.8 3.2 3.6 3.6 3.5

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

'Grants in 2006 include MDRI debt cancellation amounting to 21.4 percent of GDP.
2Including discrepancy between the above-the-line balance and below-the-line financing.
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Annex I. Joint IMF/World Bank Debt Sustainability Analysis 2007 under the
Debt Sustainability Framework for Low Income Countries’

External and public debt dynamics are assessed using the Low Income Country Debt
Sustainability Analysis (LIC DSA) framework.* Fund and Bank staffs have concluded that
Zambia’s risk of external debt distress is low. Total public debt is sustainable under all
scenarios. Zambia’s debt sustainability outlook has strengthened substantially since 2005,
mainly because of higher copper export receipts and debt relief received under the HIPC and
MDRI Initiatives. The baseline scenario shows that Zambia’s public debt will improve
further over the medium term as long as economic policies remain appropriate. Debt ratios
are expected to continue to be manageable, well below the risk thresholds, through 2027.

I. UNDERLYING MACROECONOMIC ASSUMPTIONS

1. The medium-term framework assumes that the Zambian economy will
continue to perform well. The baseline scenario assumes that real GDP growth remains
strong, reflecting large-scale investments in mining and other sectors. The current account
deficit is expected to widen over the long run as copper prices fall. Fiscal policies are
assumed to remain targeted on limiting domestic borrowing to about one percent of GDP
annually. The key assumptions are summarized below. The assumptions for this LIC DSA
are broadly in line with those underlying the 2005 LIC DSA, except for GDP growth. The
more positive copper sector developments in 2006 and 2007 have been incorporated.
While stronger growth is assumed in the medium term, a more conservative approach is
taken over the long term.

2. The baseline scenario is based on the following assumptions:

o Economic growth: Real GDP would continue to grow at 66’2 percent a year
through 2012, supported primarily by developments in the copper and construction
sectors. Over time, however, the Zambian economy is expected to diversify as
noncopper sectors expand in response to an improved business environment and
infrastructure. In the long run Zambia’s growth is expected to stabilize at 4% percent.

o Inflation: Inflation should decline to about 5 percent, if monetary and fiscal policies
continue to be prudent.

! Prepared by the IMF and World Bank staffs.

2 The previous LIC DSA (IMF Country Report No. 06/39) showed that Zambia was at a low risk of debt
distress. At that time, Zambia had reached HIPC completion but relief under the MDRI has not yet been
delivered.
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External sector: Copper export volumes would grow at an average annual rate of
about 10 percent through 2012 and then 4% percent through 2027. While copper will
remain Zambia’s most important export, its share in total exports is expected to fall
from 78 percent in 2006 to 67 percent by 2012 and then to about 63 percent by 2027.>
Imports are assumed to grow in line with GDP in the long run. Annual foreign direct
investment would peak at 7 percent of GDP in 2007 and decline to an average of

2Y percent for 2008—12 and to 1'% percent of GDP over the long run.

Government revenue and expenditure: Government revenues would rise gradually
from 18.4 percent of GDP in 2007 to 20 percent by 2027, mainly from improvements
in tax administration; no change in the tax system is assumed. Expenditures stay
constant at about 25 percent of GDP.

Financing: Discussions with the authorities and main donors indicate that there are
no plans currently to scale up foreign financing (grants and loans), except for one
donor. The baseline scenario therefore assumes that annual external support will
remain at about 6 percent of GDP during 2007-12, and then decline to 4% percent of
GDP during 2013-17 and to 3 percent of GDP by 2027.* The baseline assumes
support from emerging creditors, albeit at low levels. Annual external borrowing
would remain at about 1 percent of GDP through 2012 and then decline to about

% percent through 2017 and "2 percent for the rest of the period. Domestic financing
would fall to 1 percent of GDP by 2009 and remain there over the long term. These
funds would be used mainly to finance infrastructure projects.

Contingent liabilities: Public Service Pension Fund’s liabilities would grow by
2 percent of GDP per year.

II. EXTERNAL DEBT SUSTAINABILITY ANALYSIS

Background

As a result of the HIPC and MDRI Initiatives, Zambia’s stock of external debt

has declined substantially.” The external debt-to-GDP ratio declined from about 85 percent

3 The nominal growth of exports in U.S. dollar terms is negative for 200911 because the price of copper is
assumed to decline at an average annual rate of 20 percent over the next three years and at lower rates through
2013, in line with WEO projections. It is assumed that the price of copper will stabilize after 2013.

% In the baseline scenario a sizeable portion of grants are allocated to finance investment projects and classified
as capital grants.

> Zambia reached the completion point under the Enhanced HIPC Initiative in April 2005. MDRI relief was
delivered in January 2006.
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at the end of 2005 to about 9 percent at the end of 2006. Several creditors have already
delivered their share of debt relief.’

J Multilateral Creditors: All multilateral creditors have provided HIPC relief. The
AfDF, IDA, and the Fund have fully delivered their share of MDRI relief.

J Paris Club Creditors: Brazil, a creditor invited to participate in the Paris Club
meeting in which relief beyond HIPC was agreed, has not yet delivered the relief
expected, but is seeking approval from its Senate to do so. Only one full member of
the Paris Club (Russia) has not granted beyond HIPC relief to Zambia, but
discussions have started.’

o Non-Paris Club Creditors: Of the nine non-Paris Club creditors, China and India
have provided relief on claims held by their governments but not on those held by
public enterprises—Zambia plans to contact them. Two creditors, Bulgaria and Iraq,
have not yet provided HIPC relief, but the authorities have contacted them. Three
non-Paris Club creditors (Kuwait, Romania, and Yugoslavia) sold their claims on
Zambia to private creditors and have been fully repaid. Debt to the other two non-
Paris Club creditors was fully repaid without any HIPC relief.

Zambia: Public External Debt

(In percent of GDP) (In percent of exports of goods and services)
2005 2006 2005 2006
Gross external debt 86.0 8.8 251.9 233
Medium- and long-term debt 86.0 8.8 251.9 233
Multilateral 49.1 5.5 251.9 233
IMF 8.1 0.4 143.8 14.6
Other 41.0 5.1 23.8 1.0
Bilateral official 35.9 2.7 120.0 13.6
Paris Club 32.8 1.9 105.1 7.3
Other 3.0 0.9 96.2 5.0
Suppliers and other 1.0 0.6 3.0 1.5

Sources: Bank of Zambia; and staff estimates.

% Arrears to private creditors, which accumulated because of limitations on the availability of foreign exchange
prior to 1985, have been excluded, since verification of outstanding claims to private individuals is not
completed.

" Russia is working with the World Bank to develop a debt-for-development swap. This analysis assumes that
Russia has already delivered debt relief beyond HIPC.
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Results of the External DSA

4. External debt burden indicators have improved substantially and are expected
to remain well below the risk thresholds over the projection period in the baseline
scenario (Table 1). Zambia’s external debt ratios remain well below the risk thresholds.® The
stock of debt is expected to increase to about 12 percent of GDP through 2011 and then
decline to single digits by 2017. The NPV of debt-to-GDP is expected to climb from about

6 percent in 2007 to about 7 percent by 2011 and then decline to about 4 percent—below the
40 percent threshold. As copper prices decline and production slows, the NPV of debt-to-
exports is projected to increase from 14 percent in 2007 to about 23 percent in 2012 and stay
there through 2027, well below the 150 percent threshold. The debt service-to-exports ratio is
expected to increase from 1 percent in 2007 to 2 percent by 2012 and to 2.2 percent by 2027.

5. The standard sensitivity analysis points to a much reduced risk of debt distress
(Table 2). Zambia’s external debt position has become more resilient to exogenous shocks.
In the alternative scenarios, the ratio that deteriorates most is the NPV of debt-to-exports.
This occurs when key variables are assumed to grow at their historical averages (1997—
2006), which reflect the poor performance of the Zambian economy from 1997 through
2002. The external current account deficit would remain at 10.7 percent of GDP from 2008
to 2027—significantly higher than the deficit assumed in the baseline scenario (3 percent by
2020). As a result, the NPV of debt-to-exports rises to 45 percent by 2017 and to 106 percent
by 2027. All bound tests result in higher but stable ratios well below the thresholds. Thus,
even under difficult circumstances, Zambia’s risk of debt distress is low. The scenario based
on historical averages points to the need to diversify Zambia’s exports away from copper as a
means to make it even more resilient to external shocks.

6. Plans for substantial investment in power generation have been under discussion
for a long time (Table 1). Therefore, the 2005 LIC DSA included an alternative scenario of
nonconcessional foreign borrowing (US$1 billion for 2008—11).” The update assumes
construction of three new hydropower plants (Itezhi Tezhi, Kariba North, and Lower Kafue
Gorge) during 200915, the financing of which requires US$1.2 billion. However, slightly
more than 40 percent is expected to be financed with foreign direct investment, reducing the
nonconcessional borrowing required to about US$690 million.'® The non-concessional
borrowing will not significantly change the external debt outlook. During the construction
period, imports are expected to increase, but as projects are completed exports of electricity

¥ The World Bank’s 2006 Country Policy and Institutions Assessment (CPIA) based on the three-year average
ranks Zambia as a medium performer. Thus, the external debt burden thresholds for Zambia are (i) NPV of
debt-to-GDP, 40 percent; (ii) NPV of debt-to-exports, 150 percent; (iii) NPV of debt-to-revenue, 250 percent;
and (iv) debt service to exports, 20 percent, and to revenue, 30 percent.

? This scenario assumed an 8 percent interest rate, 5-year grace period, and 17-year maturity.

' This scenario assumes a 6 percent interest rate, 5-year grace period, and 15-year maturity.
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will come on stream. The NPV of debt-to-export ratio will peak at 37 percent in 2012

(23 percent in the baseline scenario) but will converge to the baseline scenario by 2027. The
assumed borrowing on nonconcessional terms does not pose any threat to the external debt
sustainability; debt indicators even under the bound test are below the thresholds.

III. PUBLIC DEBT SUSTAINABILITY ASSESSMENT

Background

7. The size and composition of Zambia’s public Zambia: Structure of Public Sector Debt

debt have significantly changed. At end 2005,

total public debt was about 105 percent of GDP, L 2006
18 perf:ent of whl?h was domgs‘uc debt.. After Public deb 100.0 100.0
extensive debt relief from foreign creditors, External debt 818 322
Zambia’s public debt decreased to 27 percent of Domestic debt 18.2 67.8
GDP and domestic debt’s share increased to about

70 percent. Sources: Bank of Zambia; and staff estimates.

8. As of end 2006, the domestic debt had two main components (i) government

securities (15.9 percent of GDP), which are denominated in local currency only; and (ii)
domestic arrears (2.6 percent of GDP). Most securities are marketable (13 percent of GDP),
however, there is no significant secondary market. Foreign investment in government
securities began in early 2005, after Zambia reached its HIPC completion point. The
estimated stock of government securities in the hands of foreigners has increased from about
US$150 million at end-2005 to about US$200 million by end-September 2007 (about

13 percent of the total domestic debt), of which close to 70 percent is short-term debt. This
indicates that the rollover risk is low and the possible pressure on reserves of a change in
sentiment of foreign investors is moderate.

Results of the Public DSA

0. In the baseline scenario, Zambia’s public debt is expected to decline over the
projection period (Table 3). The NPV of domestic debt would decline from 18.6 percent of
GDP in 2006 to 10.4 percent by 2027. As a result of this and the decline in external debt, the
NPV of public sector debt-to-GDP would drop from about 27 percent to 16 percent by 2027.
Thus, Zambia’s public debt is considered manageable, as long as the authorities implement a
cautious debt policy.

10. The standard sensitivity analysis shows that Zambia’s public debt is also more
resilient to shocks. The alternative scenarios and bound tests show that the outlook for
public debt sustainability is benign, except in the case of permanently lower GDP. In this
scenario the NPV of debt-to-revenue rises from about 97 percent to about 139 percent. In the
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bound tests, the NPV of debt-to-revenue ratio climbs to about 194 percent by 2027, which
underscores the importance of sound macroeconomic policies to achieve higher GDP growth.

IV. CONCLUSIONS

1. Application of the LIC-DSA framework indicates that Zambia’s debt
sustainability outlook has strengthened substantially. Fund and Bank staffs consider that
Zambia is at low risk of external debt distress. The external debt indicators remain well
below the thresholds in the alternative scenarios and the bound stress tests. The risks to

public debt are also low.
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Table 2. Zambia: Sensitivity Analyses for Key Indicators of Public and Publicly Guaranteed External Debt, 2007-27
(In percent)

Projections

2007 2008 2009 2010 2011 2012 2017 2027

NPV of debt-to-GDP ratio
Baseline 6 6 6 7 7 7 6 4

A. Alternative Scenarios

Al. Key variables at their historical averages in 2008-27 ' 6 9 10 10 9 8 13 18
A2. New public sector loans on less favorable terms in 2008-27 2 6 6 7 7 8 8 8 6
A3. Non-concessional borrowing for power generation plants 6 6 7 9 10 11 9 4
B. Bound Tests
B1. Real GDP growth at historical average minus one standard deviation in 2008-09 6 6 7 7 8 8 7 4
B2. Export value growth at historical average minus one standard deviation in 2008-09 ’ 6 10 15 16 17 16 12 5
B3. US dollar GDP deflator at historical average minus one standard deviation in 2008-09 6 6 7 7 4
B4. Net non-debt creating flows at historical average minus one standard deviation in 2008-09 * 6 6 5 5 6 6 6 4
B5. Combination of B1-B4 using one-half standard deviation shocks 6 5 2 3 3 3 4 3
B6. One-time 30 percent nominal depreciation relative to the baseline in 2008 : 6 8 9 10 10 10 9 6
NPV of debt-to-exports ratio
Baseline 14 14 17 20 22 23 23 22
A. Alternative Scenarios
Al. Key variables at their historical averages in 2007-26 ! 14 22 27 29 28 26 45 106
A2. New public sector loans on less favorable terms in 2007-26 2/ 14 15 18 22 25 27 29 35
A3. Non-concessional borrowing for power generation plants 14 14 19 27 33 37 32 22
B. Bound Tests
B1. Real GDP growth at historical average minus one standard deviation in 2008-09 14 14 17 20 22 23 23 22
B2. Export value growth at historical average minus one standard deviation in 2008-09 3 14 30 54 62 66 67 55 39
B3. US dollar GDP deflator at historical average minus one standard deviation in 2008-09 14 14 17 20 22 23 23 22
B4. Net non-debt creating flows at historical average minus one standard deviation in 2008-09 * 14 15 14 17 19 19 20 21
B5. Combination of B1-B4 using one-half standard deviation shocks 14 13 6 8 9 10 13 17
B6. One-time 30 percent nominal depreciation relative to the baseline in 2008 * 14 14 17 20 22 23 23 22
Debt service-to-exports ratio
Baseline 1 1 1 1 1 2 2 2
A. Alternative Scenarios
Al. Key variables at their historical averages in 2008-27 ' 1 1 1 1 1 2 2 6
A2. New public sector loans on less favorable terms in 2008-27 > 1 1 1 1 2 2 2 3
A3. Non-concessional borrowing for power generation plants 1 1 1 1 2 3 3 2
B. Bound Tests
B1. Real GDP growth at historical average minus one standard deviation in 2008-09 1 1 1 1 1 2 1 2
B2. Export value growth at historical average minus one standard deviation in 2008-09 * 1 1 2 3 3 3 4 4
B3. US dollar GDP deflator at historical average minus one standard deviation in 2008-09 1 1 1 1 1 2 1 2
B4. Net non-debt creating flows at historical average minus one standard deviation in 2008-09 * 1 1 1 1 1 2 1 2
BS5. Combination of B1-B4 using one-half standard deviation shocks 1 1 1 1 1 1 1 1
B6. One-time 30 percent nominal depreciation relative to the baseline in 2008 1 1 1 1 1 2 1 2
Memorandum item:
Grant element assumed on residual financing (i.e., financing required above baseline) * 30 30 30 30 30 30 30 30

Source: Staff projections and simulations.

'"Variables include real GDP growth, growth of GDP deflator (in U.S. dollar terms), non-interest current account in percent of GDP, and non-debt creating flows.

?Assumes that the interest rate on new borrowing is by 2 percentage points higher than in the baseline., while grace and maturity periods are the same as in the baseline.

3Exporls values are assumed to remain permanently at the lower level, but the current account as a share of GDP is assumed to return to its baseline level after the shock (implicitly
an offsetting adjustment in import levels).

*Includes official and private transfers and FDI.

*Depreciation is defined as percentage decline in dollar/local currency rate, such that it never exceeds 100 percent.

6Applies to all stress scenarios except for A2 (less favorable financing) in which the terms on all new financing are as specified in footnote 2.
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Figure 1. Zambia: Indicators of Public and Publicly Guaranteed External Debt
Under Alternative Scenarios, 2007-2027

Debt Accumulation

NPV of debt-to-GDP ratio

Source: Staff projections and simulations.



34

"900T Ul SIUBIS U0 Joto1 YA JO 19edut Jjo-u0 Surpnjoxo pue AN[Iqe|IeA. B1Ep 01109[qns ‘seak (1 1sed oY) 10 PIALIOP A[[EIOUST Q1€ SUONEIADD PIEPUE)S PUE SOFLIOAE [EOLIOISIH

*JQ9Pp WLI9)-FUO] PUR WNIPAW JO UONEZIIOWE PUE SIIAIUI JO WNS A} SB PAULJIP SI AOTAIS 19°d,

‘sjued Surpnjoxa sanuaAdy ¢

“poriad Je] 9 JO puD Y} I8 1GOP WLIL}-HOYS JO Y003s oy snfd 21A105 1P snd yoyap Arewitid ayy sE paulep st paou Futoueuy sso10)

JUSWIUIdAOF [eNUD)) |
*suona[01d pue SIIBWISI JjIS Pun | PUe SANLIOYINE ANUNOY) SN0

4 6t €L 't 68 S'L €S 88 6 69 T ' LY (yuaotad ur “1oreap Jao Aq parepop) Surpuads Arewnid [eal Jo yimolny
L9 79 (24 9Y 8¢ €T (43 Y 001 L'y 01T 8¢l L81 (yuaoiad ut “1ore[yap JAO) e uonEU]
S1I- 6l +'9- L€l T9¢- (uonerdardap sajedtpur + ‘uadsiad ur) uonerdardap ajel SFULYIXS [83Y
8¢ 9¢ e e e 8¢ [ $T 1o €01 Sl 9T L8 (Juoo1ad ur) 1gop ASUALING OTISAWOP UO dJLT JSIIAIUI [BAI OFLIOAY
St (U9 €9 09 09 9 S9 9 9 ¥'T re (49 ¥'S (uooxad ut) yimois gao ey
suor [eIsYy pue dr 1oeu Aoy
¥l A I 60 00 80 61 S0 L'8L S'ep oner J(D-01-1G9p Ay SZI[IQEIS 18y} 0PI Alewig
0L 08 '8 €L 6L 98 6'8 LTl 9'0LT L'LST , (uo0Iad ur) OneI ONUOARI-01-091AIS 1G9
€9 69 oL 09 19 89 0L 76 €LET €811 , (quooIad ur) onel S)URIS pue NUGASI-01-001AI0S 1GI(]
00T gee [ €L 08¢ £6¢ 8 Pie 9T [4Y4! ¢ [BUINX3 M/0
£€TL L'v6 6901 6601 9911  9¥II €L seel 0°0sT T9eT (uodxad ur) OEI ANUAADI-0)-1GOP 103095 d1[qnd Jo AN
L'Y9 918 €68 €06 €16 $06 816 896 L0Z1 T'LLY (yuaoiad ur) oner syueI3 pue ANUIAI-03-1qop 103998 d1|qnd Jo AN
s 9¢ 9 9 6'S 19 99 8¢ rse §'Te . poau Buoueuy sso1n
(U4 9 0L L 89 9 6 8¢ YL 9'1¢C [BUIAIXO M/O
0 $9 0L 'L 89 ¥'9 6 8's YL 91T pajeurousp AouaLNo-uga10) m/0
i 44! 81 §0T 01T 01T 90T e §'ce 6'ST 8°0v 149p 10235 d1iqnd Jo AN
S'I- Tl- 9°0- 90- TO- 01- ¥I- 91 8'18- 0Tl saBueyp josse Surpnjout ‘[enpisay
00 00 00 00 00 00 00 00 00 0 (uonezifendesar yueq -2 ‘Ajroads) 1oy
00 00 00 00 00 00 00 00 00 Sl (3010 pue DJIH) Jo191 1990
S0 S0 S0 S0 S0 S0 S0 S0 00 00 (suorsuad) sanijiqer] JuaSunuoo 1o yorjduir Jo uonuSooay
00 00 00 00 00 00 00 00 00 00 (aanedou) $1d100a1 uonEZNRAL]
S0 S0 S0 S0 S0 S0 S0 S0 00 Tl SMOJF Su1EAI0-)GIP PIYHUIPI 1OYIO
o €0 90 90 €0 6°0- 601 9T uonerda1dop a1el 93ULYIXS [BII WO UONNLIUOD)
L0~ 1= y1- Sl S1- 9'1- 91- 9'1- [ 9L [IM0I3 J(ID [2a1 WO} UOHNQLIUOD : Y1y fO
0 S0 0 0 L0 L0 €0 10 9T 0 Q)B1 JS2I0IUI [B01 9FRIOAR WOL) UOHNQLIUOD : Y1YM fO
€0- 90~ I'l- I'- 60 60 4 L1- 6L 911~ [EHUSIQIIP [IMOIS/21E] 1SAIAUI WO UONNLIU0D)
0" L0~ [ 8°0- €0 €0- 0'1- 9T I'e Tys- sonueuAp 1qap dpewoNy
e et 6€C 4 N YA A AR S YA (4 94 7T 1'€T mrpuadxd (3sardjuiuou) Arewiig
€T e 8¢ 't 0s 8% 0's 6 [44 Ls sjueis : yorym fo
£ 9Tt 0°€T TeT 0€T 87T 0°€T Tee S'ic 0°€T S)uRI3 pue SNUIAYY
60 L0 S0 60 60 S0 70 S0 o 91 ST 60 10 J1019p ArewiLig
01 90 10 90 80 90 1o YT (1h4 4% SMOJ SUEAI-IGP PIYHUSP]
S0~ 9°0- S0 00 90 ¥'0- [ L0~ 8'LL- ver- 193p 103035 d1yqnd ur 3Fuey)
¥'s 96 Sl L1 ¥ Lol 101 66 88 098 PAJRUIIOUIP AOUDLIND-USIAI0) M/O
861 91T 1'sT 9'¢T §ST 6T €T 99t ¥'LT TS0l 1 ¥49P 103038 dlIqng
LT0T L10T a3e10Ay cIoc 110T  010T  600T 800T L00T Juonersq OBEIAY 900T $00T
TI1-L00T piepuelg eoLIOISTH
suondaloag dewnsy [eny

(PajeDIpUI OSIMIAYO SSAUN “J(ID) JO Juodtad uf)

LT-S00T ‘OLIBUAIS dulfaseq “YIomawel A[Iqeure)sng 1qo(J 10309g d1qn :eIquiez ¢ A[qe],



35

Table 4. Zambia: Sensitivity Analysis for Key Indicators of Public Debt 2007-27

Projections
2008 2009 2010 2011 2012 2017 2027
NPV of Debt-to-GDP Ratio

Baseline 22 21 21 21 21 21 18 14
A. Alternative scenarios

Al. Real GDP growth and primary balance are at historical averages 22 23 24 26 27 28 30 29
A2. Primary balance is unchanged from 2006 22 21 22 22 22 22 21 17
A3. Permanently lower GDP growth ' 22 21 21 22 23 22 24 31
B. Bound tests

B1. Real GDP growth is at historical average minus one standard deviations in 2008-2009 22 23 26 28 30 32 37 44
B2. Primary balance is at historical average minus one standard deviations in 2008-2009 22 24 26 26 26 25 22 16
B3. Combination of B1-B2 using one half standard deviation shocks 22 24 26 26 26 25 20 12
B4. One-time 30 percent real depreciation in 2008 22 24 23 24 23 23 20 15
B5. 10 percent of GDP increase in other debt-creating flows in 2008 22 30 30 30 30 30 26 20

NPV of Debt-to-Revenue Ratio

Baseline 97 92 90 91 90 89 82 65
A. Alternative scenarios

Al. Real GDP growth and primary balance are at historical averages 97 98 103 111 114 118 128 125
A2. Primary balance is unchanged from 2006 97 93 94 97 96 95 91 75
A3. Permanently lower GDP growth * 97 93 93 96 97 97 104 139
B. Bound tests

B1. Real GDP growth is at historical average minus one standard deviations in 2008-2009 97 100 112 121 128 135 161 194
B2. Primary balance is at historical average minus one standard deviations in 2008-2009 97 102 113 114 112 110 97 71
B3. Combination of B1-B2 using one half standard deviation shocks 97 102 112 111 108 105 87 54
B4. One-time 30 percent real depreciation in 2008 97 103 102 103 101 99 88 67
BS5. 10 percent of GDP increase in other debt-creating flows in 2008 97 132 131 132 131 129 116 88

Debt Service-to-Revenue Ratio >

Baseline 9 7 7 6 6 7 7 6
A. Alternative scenarios

Al. Real GDP growth and primary balance are at historical averages 9 8 9 9 9 10 11 13
A2. Primary balance is unchanged from 2006 9 8 8 7 7 8 8 8
A3. Permanently lower GDP growth ' 9 8 8 7 7 8 10 15
B. Bound tests

B1. Real GDP growth is at historical average minus one standard deviations in 2008-2009 9 9 9 11 11 13 15 22
B2. Primary balance is at historical average minus one standard deviations in 2008-2009 9 8 11 12 9 9 8 8
B3. Combination of B1-B2 using one half standard deviation shocks 9 8 10 11 8 8 7 5
B4. One-time 30 percent real depreciation in 2008 9 8 8 7 7 8 7 6
BS5. 10 percent of GDP increase in other debt-creating flows in 2008 9 8 21 12 9 10 9 10

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

! Assumes that real GDP growth is at baseline minus one standard deviation divided by the square root of 20 (i.e., the length of the projection period).

2 . .
Revenues are defined inclusive of grants.
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Figure 2. Zambia: Indicators of Public Debt under Alternative Scenarios, 2007-27"
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Source: Staff projections and simulations.
1/ Most extreme stress test is test that yields highest ratio in 2017.
2/ Revenue including grants.
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ANNEX II. ZAMBIA: RELATIONS WITH THE FUND
(As of September 30, 2007)

Membership Status: Joined: September 23, 1965; Article VIII

General Resources Account: SDR Million Percent
Quota
Quota 489.10 100.0
Fund holdings of currency 489.10 100.0
Reserve position in Fund 0.02 0.0
SDR Department: SDR Million Percent
Allocation
Net cumulative allocation 68.30 100.0
Holdings 6.91 10.12
Outstanding Purchases and Loans: SDR Million Percent
Quota
PRGF arrangements 55.02 11.25
Latest Financial Arrangements:
Approval Expiration Amount Approved Amount Drawn
Type Date Date (SDR Million) (SDR Million)
PRGF 06/16/2004  09/30/2007 220.10 220.10
PRGF 03/25/1999  03/28/2003 278.90 237.52
PRGF 12/06/1995 12/05/1998 701.68 661.68
Projected Payments to the Fund
(SDR million; based on existing use of resources and present holdings of SDRs)
Forthcoming
2007 2008 2009 2010 2011
Principal 0.55 3.30
Charges/interest 0.74 2.61 2.60 2.60 2.60
Total 0.74 2.61 2.60 3.15 5.92
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VII. Implementation of HIPC Initiative

Enhanced
Framework
Commitment of HIPC assistance
Decision point date Dec. 2000
Assistance committed (1999 NPV terms)’
2,499.20

by all creditors (US$ million)
Of which: Fund assistance (US$ million) 602.00

(SDR equivalent in million) 468.80

Completion point date April 2005

Disbursement of IMF assistance (SDR million)

Assistance disbursed to Zambia 468.80
Interim assistance 351.60
Completion point balance 117.20

Additional disbursements of interest income® 39.47

Total disbursements 508.27

VIII. Implementation of MDRI Assistance

I.  Total debt relief (SDR million)’ 402.59
Of which: MDRI 398.47
HIPC 4.12

II.  Debt relief by facility (SDR million)

Delivery
Date GRA PRGF Total
January 2006  N/A 402.59 402.59

! Net present value (NPV) terms at the decision point under the enhanced framework.
? Under the enhanced framework, an additional disbursement is made at the completion point corresponding to
interest income earned on the amount committed at the decision point but not disbursed during the interim

period.
3 The Multilateral Debt Relief Initiative (MDRI) provides 100 percent debt relief to eligible member countries
that are qualified for assistance. The debt relief covers all debt owed to the Fund as of end-2004 that is

outstanding at the time the member qualifies for the relief.
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IX.  Safeguards Assessment

Under the Fund’s safeguards assessment policy, the Bank of Zambia (BoZ) is subject to an
assessment for the PRGF arrangement, which was approved on June 16, 2004 and is

scheduled to expire on June 15, 2007. A safeguards assessment of the BoZ was completed on
October 20, 2004.

The authorities have taken the following steps in response to the recommendations made to
address the weaknesses identified:

(1) In December 2004, the BoZ’s board adopted the International Financial Reporting
Standards as the basis for financial reporting.

(i1) In December 2004, the BoZ’s board adopted a policy for the appointment of external
auditors (three year-term appointment, renewable only once).

(ii1) Pending the approval of an amendment to the Bank of Zambia Act, the BoZ and the
Ministry of Finance and National Planning (MoFNP) have adopted a Memorandum of
Understanding to exclude unrealized gains from profits available for distribution to
government.

(iv) The Finance Department of the BoZ and the Economics Department of the BoZ have
established a data monitoring committee to jointly reconcile the data reported to the Fund.

(v) Proposed amendments to the BoZ Act to strengthen the operational independence of the
BoZ have been submitted for consideration as part of the current review of the country’s
constitution.

X. Exchange Rate Arrangement

The currency of Zambia is the kwacha. The exchange rate regime is a managed float with no
predetermined path for the exchange rate. The official exchange rate is determined in the
interbank market; the Bank of Zambia’s (BoZ) buying rate is the simple average of the
primary dealers’ low bid rates, and the BoZ’s selling rate is the simple average of the primary
dealers’ high offer rates. On April 19, 2002, Zambia accepted the obligations of Article VIII,
Section 2, 3, and 4 of the Articles of Agreement. However, the Fund urged the authorities to
eliminate the exchange restriction evidenced by the accumulation of external payments
arrears, which is subject to Fund approval under Article VIII, as soon as possible.
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XI. Article IV Consultations

Zambia is on the standard 12-month Article IV consultation cycle. The Executive Board
concluded the last Article IV consultation on January 11, 2006.

XII.  FSAP Participation and ROSC

Zambia has participated in the financial sector assessment program (FSAP); an FSAP
mission from the Fund and the World Bank conducted a comprehensive external assessment
of the financial system April 30-May 15 and July 15-26, 2002.

The fiscal transparency module of a Report on Observance of Standards and Codes (ROSC)
assessing compliance with the IMF’s Code of Good Practices on Fiscal Transparency—
Declaration of Principles was issued to the Executive Board on October 31, 2001. A ROSC-
data module was issued to the Executive Board on January 18, 2005.

XIII. Technical Assistance (since 2003)

Resident advisors

Department Dates Position
FAD 2002-2003 Advisor on public expenditure
management

Technical assistance missions
Department Dates Purpose

MFD January and May 2003 Development of foreign exchange
interbank market, monetary operations, and
reform of the financial system

September 2003 Monetary operations, reform of the
financial system, government securities
market, and payments system

April-October 2004 Resolution of nonbank financial
institutions (three missions)

April-May 2005 Liquidity management operations
March 2006 Liquidity management, monetary and
exchange rate policies
MCM September 2007 Institutional arrangements and operation of

the foreign exchange market.



STA June 2004
April-May 2005
May 2005
February 2006
July 2006

FAD July—August 2005
November 2005
July 2006

August 2006
October 2006

LEG August 2004 —

February 2005

May 2005

XIV. Resident Representative

41

Data ROSC

Monetary Statistics (GDDS)
Government Finance Statistics (GDDS)
Real Sector (GDDS)

Real Sector (GDDS)

Regulations for the Public Finance Act
Fiscal regime for copper mining
Revenue administration

Follow up on fiscal arrangements for the
mining sector

Review of tax policy

Assistance on amending legislation on
nonbank financial institutions
Strengthening the regulatory framework for
nonbank financial institutions

A Fund Resident Representative first took up the position in Lusaka in June 1990. Mr. Birgir
Arnason has been the Resident Representative since November 2006.
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ANNEX III. ZAMBIA: RELATIONS WITH THE WORLD BANK GROUP
A. Partnership for Development

1. World Bank support to Zambia is based upon the country’s PRSP, which is
prepared through a participatory process led by the government. Zambia’s Fifth National
Development Plan 2006-10 (FNDP) serves as the country’s revised PRSP and has been
officially launched by the President in early 2007. In preparing the FNDP, the authorities
held discussions with local leaders in all of Zambia’s 72 districts. Sectoral Advisory Groups
(SAGs), chaired by government officials with stakeholder representation, were then tasked to

draft the comprehensive document, which underwent a review by stakeholders during the
second half of 2006.

2. Debt relief. After reaching the HIPC completion point, Zambia was granted
additional debt relief under the Multilateral Debt Relief Initiative (MDRI). Effective July 1,
2006 IDA credits that had been disbursed prior to 2004 were cancelled.

B. World Bank Group Strategy

3. In March 2004, the Bank’s executive Board discussed the Bank’s current Country
Assistance Strategy (CAS), which outlines the roadmap for the Bank’s country support for
the period 2004-2007. The CAS is explicitly rooted in a result-based framework, which links
overall goals of the PRSP/TNDP to specific strategic objectives. World Bank activities focus
on three strategic priorities:

1. Strategic Priority 1: Sustained Economic Growth Anchored in a Diversified
and Export-Oriented Economy;
2. Strategic Priority 2: Improved Lives and Protection of the Vulnerable;

3. Strategic Priority 3: Efficiently and Effectively Managed Public Sector.
The Bank is in the process of preparing a new Country Assistance Strategy, which is planned
to be discussed with its executive Board in the first quarter of 2008 and will be aligned with
the FNDP and with the Joint Assistance Strategy for Zambia. The JASZ has been prepared
by the Cooperating Partners as a response to the FNDP and the harmonization agenda as
articulated in the Paris Declaration.

4. Lending operations. In addition to ongoing Bank’s lending operations in the areas
of public sector reform, HIV/AIDS, malaria, education, agriculture, infrastructure, support
for diversification with an emphasis on tourism, and the environment, the CAS includes
development policy lending. The second EMGC/DPO for US$10 million is part of a
harmonized approach to budget support and has been appraised in June 2007. The DPO is
scheduled to be discussed with the Bank’s executive Board in December 2007.

5. Country Diagnostic. The Bank continues to undertake substantive country
diagnostics providing a solid base for policy dialogue, design, and implementation of its
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lending operations in Zambia. A combined Public Expenditure Review (PER), Country
Procurement Assessment Review (CPAR), and Country Financial Accountability
Assessment (CFAA), was completed in 2003 and forms the basis for the Public Expenditure
and Financial Accountability TA work jointly undertaken with cooperating partners. The
main economic sector works completed are a Country Economic Memorandum (CEM),
which was followed by a pro-poor growth study, an Investment Climate Assessment (ICA),
an Administrative Barriers study (AB), a collaborative Poverty and Vulnerability Assessment
(PVA), an integrated framework study for trade (DTIS), and a Strategic Country Gender
Assessment (SCGA). In addition, a Public Expenditure Review for the education has been
undertaken (FY07) and a PER for the health sector is currently being finalized while an
assessment of competition and regulation in Zambia’s infrastructure sectors has been
initiated. In FY08 a PER for the agricultural sector will be initiated as well as a Public
Expenditure Tracking Survey for secondary education. An update of the Investment Climate
Assessment is also under way. It is expected that the upcoming CAS will outline an
analytical program for the next three to four years.

6. Projects under Supervision. IDA’s active portfolio as of April 2007 contains 12
credits and grants for a total initial commitment of US$319.5 million. During FYO05, two
projects were approved i.e. SEED (US$32.2 mil.) to support economic diversification in July
2004 and the Economic Management and Growth Credit (DPL, US$40 mil.) in Dec 2004. In
FYO06 three projects, the Malaria Booster Project (US$20 mil.), Public Sector Management
Project (US$30 mil.) and Agricultural Development Support Program (US$37.2 mil.) were
approved by IDA’s Board. In FY07 the Board approved a water and sanitation project
(US$23 mil.) and additional financing for the Road rehabilitation and maintenance project in
the amount of US$25 million.

7. The International Finance Corporation (IFC) is very much aligned with the Bank’s
policy agenda in Zambia. The IFC currently has a small portfolio of 12 projects totaling
US$15 million outstanding. These are a mix of financial sector, agribusiness,
telecommunications (mobile telephone), and tourism projects. The IFC’s most prominent
project was for US$30 million in the equity of Konkola Copper Mines (KCM) with Anglo-
American in 2000. The IFC exited in 2002 along with Anglo, in accordance with the terms of
the investment agreement.

8. MIGA'’s outstanding portfolio in Zambia consists of four contracts of guarantee in
the agribusiness and manufacturing services sector with a US$36.1 million gross exposure
and a US$35.7 million net exposure as of December 2003. The projects are for the
privatization, modernization, and expansion of a foundry, and for cobalt and copper facilities.
They benefit the Zambian economy by saving production costs and by providing training to
personnel working on projects. The estimated total amount of foreign direct investment
facilitated to date is US$155.5 million
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Table 1: Projects under Supervision

(As of August 2007)
(in USS$ Millions)
Z X

o i;?f Z Q o c
S kol o Q 3 a
15 aq 3 ] 1S @
> a < =] £ &g
Z s 5 =1 £
] X | > 9 ean
% 2 ~ B @ e

@ = &
SEED SIL (FY05) Credit | Pillar 1 07/29/2004 28.2 37.0% 18.4
GEF SEED Biodiversity Grant | Pillar2 07/29/2004 4.0 52.3% 1.9
3A Southern Africa Power Market Credit | Pillar 1 07/09/2004 1.1 73.0% 0.4
Road Rehab Maintenance Project. Credit | Pillar 1 03/09/2004 75.0 35.7% 44.9
Copperbelt Environment Credit | Pillar 1 03/20/2003 45.0 37.7% 28.3
HIV/AIDS-ZANARA Grant | Pillar 2 12/30/2002 42.0 89.1% 5.5
TEVET Credit | Pillar 2 06/14/2001 25.0 70.1% 8.5
Regional Trade Fac. Proj. - Zambia Credit | Pillar 1 04/03/2001 15.0 45.6% 9.1
Malaria Booster program Credit | Pillar 2 11/15/2005 20.0 52.3% 9.8
Public Sector Management Program Support
Proj. Credit | Pillar3 01/05/2006 30.0 37.3% 19.9
Agricultural Development Support Program Grant | Pillar 1 05/16/2006 372 14.3% 332
Water Sector Performance Improvement Proj. Credit | Pillar 2 10/05/2006 23.0 0.0 23.9

*Note that Total disbursements plus Undisbursed amounts do not necessarily add up to total commitments due to exchange rate
fluctuations.

C. IMF-World Bank Collaboration in Specific Areas

9. A summary of IMF-World Bank collaboration in Zambia is provided in Table 2.
There are a number of areas where the Fund leads and its analysis serve as inputs into the
World Bank policy formulation and advice, including policies to maintain macroeconomic
stability, fiscal, monetary, and exchange rate policies. There are other areas in which the
Fund and the Bank share responsibility and are coordinating closely their policy advice to the
Zambian authorities, such as trade, financial sector, public expenditure management,
including debt management, and economic governance. The Bank has taken the lead in the
social sectors, including health, education, social protection, water and sanitation, agriculture
and rural development, private sector development including regulatory issues and the
environment.

10. The Fund and the Bank share joint responsibility in supporting the Government in
the preparation of the PRSP and its annual progress reports on the implementation of the
PRSP. The Fund and the Bank have also jointly provided assistance to Zambia for evaluating
progress to reach the Completion Point under the Enhanced HIPC Initiative. In addition, the
Bank and the Fund are jointly assisting GRZ to improve its debt and cash management
practices.
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C.1. Areas in which the World Bank leads and there is no direct IMF involvement

11. Areas in which the Bank leads and there is no direct involvement of the IMF are
support for social sectors, agriculture and rural development, economic diversification,
infrastructure, and the environment with the aim of informing Zambia’s next poverty-
reduction strategy. For the same purpose, the Bank has undertaken a Poverty and
Vulnerability Assessment

12. HIV/AIDS, Malaria, and health. At this time, IDA is assisting the Ministry of
Health with a US$42 million project under a multi-sectoral AIDS program (ZANARA) and
US$20 million under its Malaria Booster project. In addition, IDA has carried out an ESW
on human resources in the health sector (FY04) and is to complete a health sector PER in
FY07. Building on this, IDA will provide support, but not necessarily financially for the
Health Sector Support Program (SWAP) beginning in FY07. The improvement of water
supplies under the Mine Township Services Project will also contribute to health outcomes in
the areas served.

13. In education, the Bank is currently supporting the Ministry of Education’s efforts
in the area of technical education, vocational, and entrepreneurship training (TEVET). The
Government is carrying out reforms aimed at improving the quality of training, making it
more responsive to labor market demand and financially sustainable. Reforms also aim at
increasing the participation of female trainees and trainees from socio-economically
disadvantaged groups.

14. In agriculture and rural development, the Bank’s focus is two fold:
improvement of productivity of the sector and increase of overall food security. The Bank
has reengaged in the agricultural sector given the priority Zambia attaches to this sector, as
set out in the PRSP/TNDP and in the forthcoming FNDP. Indeed, in a stable macroeconomic
environment, if supporting infrastructure and adequate agricultural policies are in place, a
major effort could be launched to unleash growth and poverty reduction potential of the
sector, in particular through well-targeted interventions for both smallholders and
commercial agriculture.

15. Analytical and Advisory Activities (AAA) have been undertaken to support the
formulation of an agricultural policy consistent with the planned and ongoing projects in
related sectors, such as roads and electricity, to remove bottlenecks that prohibit and or make
difficult for farmers to produce for the market. Hence, the policy dialogue with the
Government on reforms and priorities of public spending for agriculture and rural
development will address both short run policy issues, as well as a long run strategy to tap
the large agricultural export potential of the country, focusing on investment in land
development, irrigation, and infrastructure. A balanced treatment of smallholders and
commercial agriculture is important for growth and poverty reduction. To support this effort
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an Agricultural Development Support Project has been approved in FY06 to assist the
Government with these challenges.

16. The Bank supports economic diversification directly through its SEED project,
which is assisting implementation of a diversification strategy in the tourism, agribusiness,
and gemstone sectors. In the initial phase, the SEED project will focus on supporting the
design and establishment of appropriate policy and legal frameworks to encourage private
investments in these three sectors, as well as investments, primarily in tourism-related
infrastructure. The tourism component will work toward making Livingstone the flagship
tourism destination in Zambia and strengthening management of national parks, which
underpin Zambia’s medium-term tourism development strategy. The interventions in the
gemstones and agribusiness subsectors are focused to strengthen the supply chain that links
rural/small-scale producers to local and export markets.

17. Private sector development. To improve Zambia’s investment climate, the Bank
and the IFC have assisted the Government with analytical work, notably an Investment
Climate Assessment and a FIAS-led Administrative Barriers to Investment study. These
studies are geared to facilitate the adoption of a new and more business friendly Investment
Act and result in regular consultations between business and Government to discuss how to
strengthen Zambia’s business climate. As a result of this dialogue, the Government, with
support from the Bank and the IFC as well as other donors, prepared a private sector
development strategy. The strategy was developed through an interactive process, which
included intensive consultations with the private sector and other donors and coordination
within the Government itself. Implementation of some of the reform actions identified in the
strategy has already started through analytical support by the Bank and through programs
funded by other donors.

18. In the infrastructural sectors, the Bank is assisting the authorities in the
commercialization of ZESCO, Zambia’s electricity conglomerate as well as its ability to
build and maintain roads. Analytical work aims at identifying the main bottlenecks with
regard to competition and effective service delivery. The policy recommendations and
institutional changes would be supported through adjustment operations. In particular, the
ongoing and proposed investment projects (Road Rehabilitation and Maintenance Project and
the Water Sector Reform Project) would provide the financial resources needed for
investments. Zambia will also benefit from the Southern African Power Pool Project.

19. Environmental concerns are addressed as part of each individual project as laid
down in the Bank’s safeguard policies. They are also addressed through the Bank’s
environmental project in the Copperbelt, which will assist Government with the cleanup of
several hazardous sites in the Copperbelt and Kabwe area. The SEED project will assist the
Government in making environmentally sustainable tourism in protected areas.
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C.2. Areas in which the World Bank leads and its analysis serves as input into the IMF
program

20. The Bank leads the dialogue on institutional dimensions of public expenditure
management and financial accountability as well as public sector reform and restructuring
and privatization. The Bank program will support these areas through a combination of
lending and analytical work. In the area of institutional dimensions of public expenditure
management and financial accountability, the Bank’s long-term objective is to encourage
a more transparent and accountable public sector by improving budget management,
procurement systems, and the accountability for public funds. The public sector reform and
restructuring agenda centers on instilling a more productive and efficient public service.
To achieve this goal, reform efforts aim at promoting a more qualified and motivated civil
service, developing a strategic management orientation in line ministries, improving policy
coordination and implementation, and lastly, strengthening local government’s capacity to
participate in the development process.

21. While the Bank has taken the lead in privatization, the IMF has also a strong
interest in these areas since many of the reforms are critical to achieving macroeconomic
stabilization and enhancing Zambia’s growth prospects. Accordingly, there is a high degree
of consultation and coordination between the two institutions on these matters.

C.3. Areas of shared responsibility

22. The Fund and the Bank are working jointly in the following five areas (i) trade
policy; (i1) financial sector reform; (iii) debt management and domestic debt market
development; (iv) PRSP monitoring and evaluation; and preparation of a LIC debt
sustainability analysis.

23. In the area of trade policy, the Bank, with collaboration from other partners, will
undertake an integrated framework exercise. The Fund and the Bank jointly reviewed the
Financial Sector Development Plan (FSDP). Follow ups on the FSAP and the FSDP will
guide the Bank’s policy dialogue and interventions in the financial sector in close
collaboration with the IMF. The PRGF and the Economic Management and Growth Credit
assist the Government on the resolution of three state-owned Non-Bank Financial Institutions
and the strengthening of the operational independence of the Bank of Zambia. An FSAP
update is planned for 2007.

24. Assistance in the areas of central government debt management and domestic
debt market development will focus on reducing vulnerability and the cost of and the need
for domestic financing. The Bank, through its Treasury department, has under taken a debt
management and debt market development assessment (FY05) and currently assists the
Government in putting the recommended institutional changes in place.
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25. The Fund and the Bank are working closely to review progress with Zambia’s
PRSP. The Bank and the Fund jointly prepared the Joint Staff Assessment Note (JSAN) on
the third annual progress report in December 2006 and are in the process of finalizing the
JSAN for the Zambia’s second PRSP i.e. the Fifth National Development Plan. Finally, the
Fund and the Bank jointly prepared a LIC DSA in late 2005. Zambia reached HIPC
completion in April 2005 and its completion point document contained also debt
sustainability analysis.

C.4. Areas in which the Fund leads and its analysis serves as input into the
World Bank program

26. The Fund leads the dialogue on macroeconomic framework, in particular with
regard to fiscal policy, advising the Government on the overall envelope for public
expenditures, tax policy, as well as monetary and exchange rate policy. In these areas the
Bank takes into account the policy recommendations of the Fund and ensures that its own
policy advice, embedded in its development policy operation (the Economic Management
and Growth Credit), is consistent.
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Table 2: IMF-World Bank Collaboration in Zambia (FY03-FY08)

CAS Component

Specialized advice
from Fund

Specialized advice
from World Bank

Key Instruments

Goal: A growth conducive macro economic environment

Subject: Economic
Framework/
Management

Monetary policy;
Financial sector
reforms, exchange
rate, fiscal policy
and wage bill, debt
management,
balance of
payments,
economic statistics

Debt management;
payroll management;
Financial sector
reforms

IMF: PRGF performance criteria and
benchmarks on key monetary and fiscal
targets and structural reforms

Bank: Ongoing portfolio: PSMP (FY06)
New Lending : EMGC II (DPL) (FY08)
ESW: Debt Management Assessment

Jointly: JISAN on PRSP progress report and
new PRSP, and debt sustainability analysis

Goal: A diversified and export oriented economy

Subject: Private
sector development;
Trade and export
diversification

Financial sector
reform; trade
policy; exchange
rate policy

Economic growth,
investment climate
for private sector
(infrastructure
services, reforms of
financial sector and
pension funds, power
and
telecommunication
sector reforms,
vocational training),
trade policy for
export
diversification, rural
development,
environmental
regulations for the
mining sector

IMF: PRGF performance criteria and
benchmarks on key monetary and fiscal
targets and structural reforms.

Bank: On-going Portfolio: Regional Trade
Facilitation Project (FY00), TEVET (FY00),
South Africa Power Pool (FY04) SEED
(FYO05), PMSP (FY06), ASDP (FY06), Water
Sector Improvement Project (FY07).

New Lending: EMGC II (DPL-FY08), and
Increased Access to Electricity (FY0S),
ESW: Country Economic Memorandum
(FY04), Investment Climate Assessment
(FY04), ICT Options Study (FY06), Elements
of effective regulations (FY07), trade in
services (FY07)

Jointly: FSAP (FY02) FSAP update
(FY07/08), JSAN of PRSP progress report
and new PRSP

Goal: Better health and long-term survival, with particular focus on at risk and vulnerable groups

Subject: Health

Health Sector
Expenditure
Management.

Bank: On-going Portfolio: ZANARA (FY03),
Malaria Booster Project (FY06), Water Sector
Improvement Project (FY07);

ESW: Health Sector PER (FY07), Strategic
Country Gender Assessment (FY04)

Goal: Reverse the spread of HIV/AIDS: decrease prevalence among it

citizens

Subject: HIV/AIDS

Behavioral change;
education;
prevention, care and
risk mitigation
services.

Bank: On-going Portfolio: ZANARA (FY03);
ESW: Social Safety Nets and Protection
Strategy Note (FY04), Strategic Country
Gender Assessment (FY04)

Goal: Better educated populace, with relevant job skills as well as academic training




50

Subject: Education

Provision and quality
of primary education

Bank: On-going Portfolio: TEVET(FYO01)
ESW: Education Sector PER(FY05)

Goal: Improved living conditions for poor/vulnerable households in drought prone areas

Subject: Social
Protection/ Risk
Mitigation

Social protection and
risk management
systems

IMF: PRGF

Bank: Ongoing Portfolio: SEED (FY04)
Water Sector Improvement Project (FY07):
ESW: Poverty and Vulnerability Assessment,
Strategic Country Gender Assessment, Social
Safety Nets and Social Protection Strategy
Note, Health Sector Review

Goal: Good governanc

e and public sector management

Subject: Public
Expenditure

Medium-term Public expenditure

budget framework, | analysis,

tax policy and

administration. Capacity building in
financial

Arrears and management and

commitment accountability

control

IMF: PRGF measures to put in place the
IFMIS and to ensure timely reporting on
budget execution

Bank: On-going Portfolio: PSMP (FY06),
New Lending: EMGC 1I (FY08), Local
Development Project (FY08);

ESW: PEMFAR (FYO03);

Jointly: HIPC AAP expenditure tracking
assessment (FY04)

Goal: A productive and efficient public service

Subject: Public
Sector Reform and
Restructuring

Pay reform, public
sector restructuring

Bank: On-going Portfolio: PSMP (FY06)
New Lending: EMGC II (FY08), Local
Development Project (FYO0S)

ESW: PEMFAR(FYO03), Governance Survey

Questions may be referred to Jos Verbeek (202-473-5539).
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ANNEXIV. ZAMBIA: STATISTICAL ISSUES

1. Data are generally adequate for surveillance purposes, but there are serious
shortcomings in the national accounts, balance of payments, and consumer prices. The
present arrangements for compiling macroeconomic statistics involve duplication of effort
and insufficient coordination among the Bank of Zambia (BoZ), the Ministry of Finance
and National Planning (MFNP), and the Central Statistical Office (CSO). The situation
largely reflects resource constraints and organizational weakness within the CSO that have
affected its ability to produce economic statistics on a timely basis.

2. Resource constraints have also hampered the capacity to absorb technical
assistance (TA) in statistics. A STA mission visited Lusaka in October 2006 to discuss
ways to enhance the effectiveness of technical assistance. Discussions with the authorities
and donors focused on the need to implement a number of the 2004 data ROSC mission’s
recommendations and address the inadequate resources that have hampered the
effectiveness of TA, particularly in the area of balance of payments statistics. The
authorities committed to augment resources to support the compilation and dissemination
of national accounts, prices, balance of payments and government finance statistics (GFS)
and implementation of outstanding data ROSC mission recommendations.

3. As one of 22 countries participating in the Fund’s General Data Dissemination
System (GDDS) Project for Anglophone African Countries, Zambia has undertaken to use
the GDDS as a framework for the development of its national statistical system. Zambia is
participating in the national accounts and the GDDS/PRSP modules of the Anglophone
Africa project (funded by the U.K. Department for International Development (DFID)).
This project aims to assist participating countries to implement plans for improvement
identified in the metadata and to meet GDDS recommended statistical practices. Zambia’s
metadata were posted on the Dissemination Standards Bulletin Board on November 1,
2002 and partially updated in June 2006.

Real sector statistics

4. The national accounts estimates are compiled according to the conceptual
guidelines of the /968 SNA, but a phased approach to the introduction of the 7993 SNA is
planned. For the production approach, 1994 is the latest benchmark year for value-added
ratios. For many important industry areas, such as wholesale and retail trade, construction,
business services and many other service industries, consisting mainly of small-scale
private service providers, there are no appropriate indicators. Data on total production and
intermediate consumption of establishments are not available. On the expenditure side,
there are no reliable indicators of household consumption and private final consumption
expenditure is derived residually. Source data for estimating gross fixed capital formation
and changes in stocks are incomplete.
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5. An IMF/DFID GDDS mission that visited Lusaka during February 2006 noted that
the CSO had obtained data comprehensive enough to enable it to produce a new
benchmark for 2003. A follow-up mission in July 2006, however, found little progress
producing one. The authorities plan to conduct a comprehensive economic census to
complete the rebasing of the national accounts in 2007.

6. Current price estimates for both production and expenditure have been derived
from the constant price indicators using wholesale price indices (WPIs) and consumer
price indices (CPIs) as deflators. However, for the most recent period, the WPI were not
available and the CPI components were used throughout the system.

7. The CPI broadly adheres to international methodological standards. The
classification system used for compilation closely follows the Classification of Individual
Consumption by Purpose. However, the frequency of the household budget surveys has
been insufficient to capture changes in consumer expenditure structure on a timely basis.
The authorities plan to launch a new rebased CPI in 2008.

Government finance statistics

8. In 2007, the authorities made progress with improving reporting Government
Finance Statistics for publication in the GFSY. They submitted a consistent time series of
GFS data, covering only the budgetary central government, for 2001 through 2007, based
on the GFSM 2001 framework. The transactional coverage of these data is limited to
government operations (revenue, expense) and transactions in nonfinancial assets. Data on
transactions in financial assets and liabilities are still unavailable. No monthly or quarterly
fiscal data are reported for publication in International Financial Statistics (IF'S). The
authorities report monthly budget data to AFR for operational use in a timely manner, but
the data are often subject to substantial revisions, and data on extra-budgetary institutions
and local governments are not available.

0. An IMF/DFID GDDS mission visited Lusaka in March 2003 to provide technical
assistance to the MFNP on government finance statistics and to advise on migration to the
methodology of the Government Finance Statistics Manual 2001 (GFSM2001).

10.  An IMF/GDDS mission visited Lusaka again in May 2005 to assess the overall
quality, coverage, and timeliness of fiscal data. The mission found that decentralization of
government activities in earlier years had led to the creation of numerous extra-budgetary
institutions. While the majority of these entities follow international accounting practices,
they are not obliged to report to the MFNP. Currently, an estimated 35 percent of
government activities are not captured in the data. The mission also noted that the
implementation of Integrated Financial Management and Information System (IFMIS) is a
long-term project with an expected completion date of 2009.
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Monetary and financial statistics

11. In 2003, the BoZ migrated to a new computing system for generating its monthly
trial balance, which makes it possible to produce monetary accounts on a timely basis. The
BoZ has also eliminated discrepancies between its records and those of the IMF’s Finance
Department and it now publishes a monetary survey on a monthly basis. Monetary data are
reported to STA using standardized report forms; these data have been published in the
IFS Supplement since September 2006.

12.  An April- May 2005 monetary statistics mission found that the authorities had
implemented most of the previous recommendations by STA with one notable exception,
overdrafts were still being netted against deposits. The institutional coverage of other
depository corporations has been expanded to include commercial banks (including three
banks in liquidation), building societies, and the National Savings and Credit Bank. Data
reported by commercial banks are considered generally adequate, but there are some
problems in the sectorization of public sector deposits, resulting in some central
government deposits in national and foreign currencies being included in the definition of
broad money. Also, some other depository corporations record repurchase agreements as
the outright buying or selling of the securities, rather than as collateralized loans. Deposits
of three banks that are currently in the process of liquidation are classified as restricted
deposits and excluded from broad money.

External sector statistics

13. Balance of payments statistics are compiled and disseminated by the BoZ in
accordance with the fifth edition of the Balance of Payments Manual. However, the CSO
is legally responsible for compiling all macroeconomic statistics. Reporting of balance of
payments statistics for publication by the IMF Statistics Department remains problematic.
The most recent balance of payments data reported to STA are for 2000. International
investment position (IIP) data are not compiled.

14. The 2004 data ROSC mission found data sources poor and unreliable, while
compilers were using inadequate methodologies. Balance of payments data contain serious
omissions, including some affecting the important mining sector. Furthermore, it found
that resources (including staffing) were inadequate for the task of compiling good quality
balance of payments data. The ability to absorb further technical assistance was also found
compromised due to the aforementioned weakness. In October 2006, the authorities agreed
to provide more staff for the compilation of balance of payments statistics to ensure better
absorption capacity prior to the provision of additional technical assistance in this area.

15. Significant gaps in data exist in various areas including reinvested earnings, trade
credits, and export proceeds held abroad by mining and nontraditional exporters. While the
source data are generally adequate in terms of timeliness, they fall short in terms of
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coverage. As a result the shortcomings in source data coverage, indirect estimation
methods are used, some of which have remained unchanged for many years and are out of
date. Also, data on services, income and transfers are incomplete and valuation methods
need to be improved. Source data on private sector foreign assets and liabilities are
insufficient to compile an IIP statement.
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Statement by the | MF Staff Representative
December 7, 2007

1. This statement provides information that has become available since the staff report
was issued to the Board. The thrust of the staff appraisal remains unchanged.

2. Macroeconomic indicators remain robust. Inflation fell further in November, to
8.7 percent year-on-year, mostly on account of lower growth in food prices. International
reserves have continued to increase and by mid-November 2007 exceeded US$900 million
(2.5 months of imports). While the kwacha has remained stable against the US dollar since
mid-summer, the real and nominal effective rate depreciated by around 3 percent from July
to September 2007. Annual broad money growth slowed to 24 percent at end-September
2007 from 36 percent at end-June 2007.

3. Reserve money growth has remained volatile. While reserve money declined as
projected immediately following the reduction in reserve requirements on October 1, in
recent weeks, reserve money has risen to well above the end-year projection.

4. Revenue performance remained strong through October. Revenue collections
were 0.2 percent of GDP higher than projected, because of higher income tax collections.
While current expenditures were broadly in line with the budget, releases for domestically-
financed capital expenditure continued to record a shortfall relative to the revised budget
projection. Based on preliminary information, the overall fiscal position through October
continued to be in surplus due to slow implementation of domestically-financed capital
projects.

4. A recently published living conditions survey indicates a decline in overall
poverty. The poverty headcount declined from 68 percent of the population in 2004 to

64 percent in 2006. While poverty in the urban areas declined significantly, the survey shows
a slight increase in poverty rates in the rural areas.
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IMF Executive Board Concludes 2007 Article IV Consultation with Zambia

On December, 7, 2007, the Executive Board of the International Monetary Fund (IMF)
concluded the Article IV consultation with Zambia.’

Background

The Zambian economy has performed well in recent years because of stronger macroeconomic
policies, a favorable external environment, and extensive debt relief. The economic expansion
has been broad-based and has benefited greatly from the revival of the mining sector and high
copper prices. Public finances have improved markedly and inflation has been brought under
control. The external position has strengthened significantly, mainly due to booming copper
export receipts and debt relief through the HIPC Initiative and MDRI, which have contributed to
a substantial real appreciation of the exchange rate and a buildup in international reserves.
Poverty has been reduced, but remains high; and while progress has been made in some
areas, the achievement of the Millennium Development Goals remains a challenge.

The positive economic performance of recent years continued in 2006 and the first half of 2007.
Real GDP accelerated to 6.2 percent in 2006, driven by a vigorous expansion in mining,
construction and telecommunications. Inflation, after falling to single digits in 2006, picked up in

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



early 2007, but tighter monetary conditions and a turnaround in the kwacha brought it back to
single digits (9 percent) in October.

Fiscal consolidation has continued. Revenue outperformed projections through September
2007, reflecting higher income tax payments from mining companies. Expenditures, however,
were below projections owing to a large shortfall in releases for capital projects and because the
released funds were not fully spent due to delays in tender procedures. The overall balance
(including grants) was 0.8 percent of GDP through September—about 2% percentage points of
GDP higher than projected.

The rate of monetary expansion has fluctuated widely, in part due to difficulties in managing the
monetary and exchange rate consequences of variations in capital inflows. On October 1, the
statutory reserve requirement was reduced from 14 percent to 8 percent, injecting additional
liquidity into the banking system and necessitating offsetting measures to contain monetary
growth. Nominal interest rates on government securities have trended upward since late 2006,
while real rates have risen moderately since inflation peaked earlier in the year.

The external position has strengthened considerably. The current account deficit (excluding
grants) declined markedly to 1.3 percent of GDP in 2006, as copper export receipts doubled and
nontraditional exports increased by 30 percent. Export receipts remained strong in the first half
of 2007. The strong external position and the tight fiscal conditions contributed to a build up of
international reserves to about 2.4 months of imports at end-June 2007.

Executive Board Assessment

Directors commended the Zambian authorities for pursuing sound macroeconomic policies,
which, together with high copper export prices and debt relief, have contributed to a strong
economic performance. Economic growth is robust, inflation has been brought under control,
and public finances and the external position have both improved markedly.

Directors encouraged the authorities to take advantage of the favorable outlook to step up their
efforts to further strengthen growth and reduce poverty in the context of the Fifth National
Development Plan. The focus should be on improving budget execution and creating fiscal
space for increased spending on infrastructure and social sectors; strengthening project
evaluation and implementation capacity; diversifying the economy to reduce the vulnerability to
fluctuations in copper prices; and further improving the conditions for private sector growth.
Managing the effects of high foreign exchange inflows will be key to maintaining
macroeconomic stability.

Directors commended the reduction of inflation to single-digit levels, and recommended a
continued tight monetary policy in the period ahead. Directors noted the complications for
liquidity management that could arise from weaknesses in budget execution and the recent
lowering of statutory reserve requirements. In this respect, they welcomed the authorities’
decision to postpone some nonpriority project spending in the last quarter of the year, and the



transfer of government deposits from commercial banks to the central bank. Foreign exchange
sales to mop up excess liquidity could also be considered, although Directors recognized that
this should be balanced against the need for a further modest build-up of international reserves
to enhance the country’s ability to weather external shocks. Going forward, strengthened
coordination between fiscal and monetary policy, and the further development of the financial
system, would be important steps to improve liquidity management.

Directors believed that the authorities’ managed float exchange rate policy continues to serve
Zambia well. They welcomed the assessment that the current exchange rate is consistent with
external stability and aligned with economic fundamentals, including a significant improvement
in the terms of trade.

Directors commended the authorities’ disciplined fiscal stance, and welcomed the targeted
increase in revenues and shift towards capital spending and arrears reduction in the preliminary
2008 budget. They noted that the projected growth in the government wage bill heightens the
need to accelerate civil service and pay reform. Directors emphasized the importance of
strengthening tax administration and widening the tax base, and welcomed the efforts underway
to increase revenue by aligning the fiscal regime for mining companies with international
standards.

Directors saw further progress on strengthening public expenditure management as crucial to
enhancing the effective use of public resources. They encouraged the authorities to step up
implementation of the public expenditure management and financial accountability reform
program, including establishing a treasury single account and implementing the integrated
financial management and information system. Directors stressed the importance of aligning the
budget cycle with the fiscal year and finalizing the new procurement act in order to improve
budget execution.

Directors were encouraged that the risk of external debt distress in Zambia is currently low.
They commended the authorities’ efforts to strengthen debt management, and their cautious
approach to external borrowing, which focuses on concessional loans. While acknowledging
that, in the absence of concessional resources, some nonconcessional external borrowing could
be considered for projects that are economically viable, Directors cautioned that such borrowing
should not jeopardize debt sustainability. In particular, it would be important to complement the
debt strategy with measures to improve capacity to evaluate investment projects.

Directors welcomed the progress made on financial sector reform, and supported further efforts
to deepen the financial sector and lower intermediation costs. They encouraged the authorities
to develop an active secondary market in government securities, further improve the legal and
regulatory framework for financial activity, and broaden the availability of financial services.

Directors called for accelerated implementation of reforms to improve the business environment
and to enhance productivity and competitiveness. They welcomed the authorities’” commitment
to an open trade regime to accelerate export development. Directors considered the
development of the energy sector to be vital to achieving a vibrant private sector and reducing
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poverty. They emphasized the importance of raising electricity tariffs to levels consistent with full
cost recovery, and of strengthening the corporate governance and efficiency of the public utility.
Directors welcomed the progress made toward participation in the Extractive Industries
Transparency Initiative.

Public Information Notices (PINs) form part of the IMF's efforts to promote transparency of the IMF's
views and analysis of economic developments and policies. With the consent of the country

(or countries) concerned, PINs are issued after Executive Board discussions of Article IV consultations
with member countries, of its surveillance of developments at the regional level, of post-program
monitoring, and of ex post assessments of member countries with longer-term program engagements.
PINs are also issued after Executive Board discussions of general policy matters, unless otherwise
decided by the Executive Board in a particular case.




Zambia:

Selected Economic Indicators (2004-07)

2004 2005 2006 2007
Proj.

National account and prices

(In percent changes; unless otherwise indicated)

GDP at constant prices 5.4 5.2 6.2 6.2
GDP deflator 20.5 18.6 13.8 10.0
GDP at market prices 25,997 32,456 39,223 45,849
(In billions of kwacha)
Consumer prices (average)
Headline 18.0 18.3 9.0 10.8
Underlying (excluding food) 19.8 18.1 13.6 16.5
Consumer prices (end of period) 17.5 15.9 8.2 9.0
External sector
Terms of trade (deterioration -) 34.6 6.8 54.8 5.4
Average exchange rate (kwacha per U.S. dollar) 4,779 4,464 3,601
(in percentage change; depreciation -) -1.0 6.6 19.3
Real effective exchange rate (depreciation -)1 3.0 241 32.3
Money and credit (end of period)
Domestic credit to the private sector 47.7 18.7 54.3 35.0
Reserve money2 211 10.2 29.7 -12.6
M3 30.3 0.4 45.1 17.7

National accounts
Gross investments
Government
Private
National savings
Gross foreign savings

Central government budget3
Overall balance
(excluding grants)
Revenue
Grants
Total expenditure

External sector
Current account balance
(including official grants)
(excluding official grants)

NPV of external public debt (including IMF)

(In percent of GDP)

23.0 22.5 22.6 241
8.7 7.0 4.1 5.7
14.3 15.5 18.5 18.4
16.0 17.4 25.5 20.1
7.0 5.1 -2.9 4.0
-0.8 -2.6 18.6 -0.6
-6.3 -8.3 -7.4 -5.4
18.2 17.4 16.9 18.4
5.5 5.6 26.0 4.9
245 257 24.3 23.8
-7.0 -5.1 2.9 -4.0
-12.2 -10.9 -1.3 -8.8

(In percent of export of goods and services)

176 80 16 14

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

'Excludes Zimbabwe.

*The projected reduction in reserve money for December 2007 reflects the lowering of statutory reserve
requirements from 14 to 8 percent on October 1, 2007.
%Grants in 2006 include MDRI debt cancellation amounting to 21.4 percent of GDP.



Statement by Peter Gakunu, Executive Director for Zambia and Dieudonne Nintunze,
Senior Advisor to Executive Director.
December 7, 2007

1. The Zambian authorities are appreciative of the continued support by the Executive
Board and Management. They value the constructive policy dialogue and advice given by
staff under the program, and the candid exchange of views during the last discussions in
Lusaka under the 2007 Article IV Consultation, and welcome the comments and
recommendations in the well balanced report and analytical insights contained in the
selected issues paper.

Recent economic developments and prospects

2. Over the recent years, the Zambian authorities have commendably pursued strong
economic and financial policies that have contributed to the improved economic conditions
and sustaining macroeconomic stability. Deepened implementation of the structural reform
agenda, notably the public sector reform, financial sector development plan, and private
sector development initiative, has resulted in robust and broad-based growth, improved
external position, and a recovery in employment creation. In addition, the poverty level,
though still high, has started to trend downward. For the fifth consecutive year, the Zambian
economy registered impressive performance, and the outlook is favorable. Real GDP growth
picked up to 6.2 percent in 2006 led by strong activity in mining, manufacturing,
construction, services, and other sectors, and is expected to continue expanding by 6-7
percent on average per year over the medium-term. Inflation was contained at its lowest
levels in three decades, and the authorities’ objective is to contain it further to lower single
digits in the medium-term. The level of international reserves has also strengthened over the
recent years, as external sector conditions improved substantially supported by increases in
copper export receipts and expansion of non-traditional exports, as well as extensive debt
relief.

3. The authorities remain committed to fiscal consolidation, with revenue collection
expected to reach 18.4 percent of GDP in 2007 and should continue improving in the
medium-term, fueled by reforms in the tax system, improved tax administration, and higher
income tax payments from mining companies. Primary expenditures were contained in 2006
below the program target, while important social programs were protected from spending
cuts, in particular the objective of recruiting additional teachers and health workers. Spending
on domestically financed poverty-reducing programs was absorbed at 6.0 percent of GDP
and 1s expected to further increase to 8.3 percent of GDP in 2007. Nonetheless, the
authorities are aware of the existing difficulties in budget execution, including under



expenditure on capital projects and associated delays in tenders. As a result, expenditures
were below projection at end-September 2007, and government deposits at the Bank of
Zambia (BoZ) increased accordingly. The authorities are committed to reinforce
implementation of the Public Expenditure Management and Financial Accountability Reform
(PEMFA) which will contribute to address the budget execution rigidities.

4. The BoZ intensified its efforts of containing excess liquidity in the banking system
through its open market operations and auctions of government securities, with a view to
attaining its objective of low levels of inflation. In this connection, the reserve money
growth, which had accelerated in 2006, slowed down in June 2007. The authorities are aware
of liquidity pressures stemming from speeding up of budget execution in the last months of
2007, and the recent reduction in cash reserve requirement in October 2007. To this end, they
are initiating appropriate measures, including postponement of part of the budget releases for
non-priority projects and transfer of government deposits from commercial banks to the
BOZ.

5. The exchange rate is aligned with macroeconomic fundamentals, and domestic and
financial policies are consistent with external stability. Financial conditions and performance
of the banking sector are broadly satisfactory. Capital and reserves are in compliance with
the prudential requirements, and the banking sector is well capitalized, while the asset
quality, earnings and liquidity ratios remain at sound levels.

Medium-term policy challenges and strategies

6. Notwithstanding the impressive economic performance and positive medium-term
outlook, the authorities are concerned that Zambia may not be able to achieve the MDGs.
The main challenges include the need to further consolidate macroeconomic stability and
diversify the economy, with a view to sustaining high economic growth and enhancing
employment and income opportunities for the population. The authorities are committed to
strengthening implementation of their Fifth National Development Plan (FNDP) to achieve
their objectives of creating fiscal space, strengthening absorptive capacity of development
spending, managing macroeconomic effects of increased foreign exchange inflows, and
further improving conditions for private sector growth.

Fiscal policy

7. In the FNDP, the authorities are committed to increasing spending for poverty-
reducing programs and growth enhancing infrastructure investments. They recognize that
attaining these objectives requires creation of appropriate fiscal space to preserve fiscal and
debt sustainability. To this end, the Government has recently conducted a comprehensive
review of the tax policy and tax administration, including tax holidays and mining taxation,
with the support of Fund TA. Implementation of the tax system and tax administration



reforms that would result in a more buoyant, simpler, broadened, equitable and well
administered tax regime, will continue. The Implementation of the recommendations of the
tax review has started with the 2007 budget, and the authorities will continue renegotiating
development agreements with the mining companies. It is expected that these actions will
substantially improve tax compliance and sustain revenue performance levels at above 19.0
percent of GDP in the medium-term.

8. In addition to revenue enhancing initiatives, the authorities have made strong progress
in developing a medium-term expenditure framework (MTEF) to ensure allocation of higher
capital spending in the identified priority sectors. They remain committed to making further
progress in improving public expenditure management, with a view to addressing the
existing difficulties in budget execution, improving coordination between fiscal and
monetary policy, and enhancing absorptive capacity of public investment. To further increase
the effectiveness and productivity of the public sector, the authorities will accelerate
implementation of the PEMFA reforms, including the IFMIS. They have already taken
important steps to strengthen debt management, and will continue enhancing capacity to
formulate and execute investment projects.

Monetary and exchange rate policies

9. The authorities’ main objective in monetary policy is to maintain low inflation levels.
In this connection, the BOZ will continue monitoring inflationary pressures and adopt
appropriate measures to keep reserve money in line with the targets. The managed floating
exchange rate regime has served the economy well, and will continue with BOZ limiting its
interventions to correcting transitory overshooting of the exchange rate and meeting its
international reserve targets. The authorities are aware of the challenges associated with
management of increased foreign currency inflows to monetary policy and competitiveness.
Capitalizing on their recent experience and the recommendations of a recent Fund TA, they
will use foreign exchange sales to mop up the excess liquidity generated by the increased
inflows from the booming mining sector and donor support. To avoid aggravating exchange
rate volatility, and raising interest rates, the authorities will carefully plan the time for the
sales and continue improving foreign exchange market.

Structural reforms

10. The authorities’ structural reform agenda is mainly aimed at improving conditions for
private sector growth, in addition to strengthening public finance management. To this end,
they remain committed to enabling a friendly-investment environment and reducing cost of
doing business, notably through a combination of deepened implementation of the financial
sector development (FSDP) plan, a more open trade regime, and removal of infrastructure
bottlenecks especially by developing the energy sector. They are also strongly committed to
good governance, and have conducted a participatory process in accordance with the



Extractive Industries Transparency Initiative (EITI) guidelines and made important progress
toward its formal adoption, with the support of the World Bank.

11.  Improving access to financial services is important for private sector development
and economic growth. In this connection, the authorities are committed to taking steps to
strengthen supervision and broaden access to financial services. The BoZ is establishing a
framework for risk-based supervision, and is advancing with implementation of the second
phase of the FSDP which would help strengthen financial system stability and access to
credit. The establishment of a Credit Reference Bureau and an enabling environment for
microfinance are also underway and should positively change the credit culture and expand
credit and other financial services to rural businesses. The BoZ is also developing the capital
market, including support for the creation of an active secondary market in government
securities.

12. The authorities are committed to further promoting a more open trade regime. They
are playing a pivotal role in regional economic integration within COMESA, and plan to
implement the Trade Protocol agreed under SADC. They will streamline procedures and
reduce the time required to process exporting and importing goods, with a view to
substantially reducing the cost of cross-border trading.

13. Infrastructure bottlenecks have been identified as the main impediment to sustained
high growth as they increase the cost of doing business and reduce competitiveness and
productivity. In this connection, the authorities intend to upgrade quality, expand capacity
and increase efficiency in energy, transport, and telecommunications infrastructure.
Particular emphasis would be on increased investments in the energy sector. In doing so, the
authorities are aware of the need to improve governance and efficiency of the public utility,
ZESCO, including application of cost-based rates to mining companies.

Conclusion

14. The Zambian authorities’ continued commitment to sound macroeconomic policies
and structural reforms is translating into robust economic performance over the recent years,
contrasting with episodes of stagnation of the past decades. They are conscious that further
reform effort is required to consolidate the progress made and sustain high economic growth
rates to effectively tackle the still widespread poverty and attain the MDGs. To this end, the
authorities count on continued support from the Fund, and are looking forward to the
finalization of the discussion on the successor program. They are committed to continue
consolidating macroeconomic stability and stepping up implementation of their structural
reform agenda through the FNDP, which they consider to be the appropriate framework.





