Economics

Angola: Annual economic outlook

Rebalancing the economy

Projections for 2010:

e Real GDP growth is expected to rebound to 8.5%

e Average annual inflation to ease to an annual average of 13.2%
e Exchange rate to average AON91.50/USD

e Current account surplus of 4.2% of GDP is expected

e Fiscal deficit is expected to narrow to 0.5% of GDP
Recent trends

Production

Following five consecutive years of double-digit growth, the Angolan
economy exhibited flat growth in 2009. Whether one takes the IMF’s
growth estimate for 2009 of 0.4% or the Angolan authorities’ more
optimistic estimate of 1.3%, these numbers represent one thing, a
sharp slowdown in the economy’s growth momentum. The marked
impact of the global economic crisis on Angola, relatively to its African
peers, reflects its economy’s deep exposure to the petroleum sector,
which was hit by a sharp drop in the international oil price and

decrease in production.

Figure 1: Production and price of Angola’s oil
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In the years preceding the global economic crisis, the oil and gas
sector constituted 55-60% of gross domestic product (GDP). Price and
output dynamics in the oil industry thus have considerable implications
for the economy. The decline in commodity prices during 2009’s global
demand slump, including that of oil, was compounded by the
mandatory cut in OPEC’s production quotas. The price of Angola’s oil
is estimated to have dropped to an average of US$53.5 per barrel in
2009, from US$89.9 in 2008, while production decreased by an
estimated 5.8% to 1.79 million barrels per day. Angola’s large

petroleum sector thus shrank by an estimated 7.5% in 2009.
Figure 2: Real growth of main sectors (annual rate, %)
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Conversely, the non-petroleum sector grew by an estimated 4.1% in
2009. The concurrent contraction of the petroleum sector and
expansion of the non-petroleum sector in 2009 implies that the
petroleum sector’s contribution to GDP declined to 40%, from 59% in
2008 (see Figure 3). There was thus a structural change in Angola’s
economy in 2009; however, it was largely due to the fall in the

international oil price.

Angola’s economy is dominated by the primary sector, which in 2009
made up almost 55% of the economy. This implies that the economy is
mainly a producer of unprocessed output. The largest constituent of

the primary sector is the oil and gas industry, followed by agriculture



and livestock. The secondary sector constitutes at least 15% of GDP
and mainly comprises the manufacturing and construction sectors.
Strong construction activity has improved the secondary sector’s
contribution to GDP in recent years. However, manufacturing activity
remains tepid owing to limited electricity supply and weak
infrastructure. The services sector, which produced almost 25% of

GDP in 2009, is dominated by the commerce industry.

Figure 3: Composition of GDP (2009 estimates)
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The economic sectors that sustained economic activity growth in 2009
were construction, commerce, agriculture and livestock and
manufacturing. Our estimates suggest that construction was the fastest
growing sector in 2009, which partly reflects the construction related to
the African Nations Cup football tournament that was held in January
2010, and the continuation of the government's post-conflict
reconstruction projects and infrastructure developments, especially
those under the government’s infrastructure-for-oil projects with the
Chinese. In the first quarter of 2009, Angola was offered more than
US$1.4 billion in loans from the China Development Bank to be spent
on agriculture, housing and other infrastructure. Together with the
preceding series of credit agreements with the Chinese, this amounts
to more than US$5 bilion that is mostly being directed to

reconstruction.

Figure 4: Sectoral growth (annual growth rates, %)
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Borrowing and oil savings also enabled the government to sustain its
reconstruction drive in 2009. Portuguese, Brazilian and Chinese
companies have led the country’s construction of roads, hotels,
schools and hospitals. The government plans to build one million new
houses countrywide over the next four years to make up for the dearth
of housing, especially in the capital city, Luanda, which stems from
massive rural-urban migration during the civil war. It is estimated that
Luanda’s present population, five million, is tenfold the number that the
city was initially built for. The dire need for commercial and residential
property in Angola’s urban areas largely explains the rapid expansion
of the construction sector.

Activity in the commerce sector may have slowed in 2009, but it still
showed positive growth. Angola’s commerce industry, which generates
about one-fifth of Angola’s GDP, is closely linked to external trade
because most of the country’s consumer goods are imported. The
depreciation of the kwanza in 2009 and the contraction of the
petroleum sector are likely to have contributed to the depression of
commerce activity. It is estimated that the oil-linked services sector
contracted by 8% in the first half of 2009. Commerce is further

hampered by high costs due to the country’s weak infrastructure.

Angola’s agriculture and livestock sector was undermined by the civil
war, which transformed large tracts of arable land into minefields and
fuelled massive rural-urban migration. In the years since the civil war
ended in 2002, the government has worked with the international
community to de-mine affected areas. Moreover, the government has
invested significantly in small- and large-scale commercial farming, and
has sought to diversify production away from the basic foods of maize
and cassava. Notably, the onset of the global recession in late 2008
compelled the government to intensify its investment in non-oil sectors,
including the agriculture sector. To this end, the government
announced in early 2009 that it would invest US$150 million in its
coffee sector, which now exports 5% of what it was able to produce
during the 1970s (200 000 tonnes). Before independence in 1975,
Angola was one of the world’s biggest producers of coffee.

In mid-2009 the government put aside US$1 billion to invest and
stimulate 13% growth in the agriculture sector and expand its
contribution to 10% of GDP in 2015. It is noteworthy that the expansion
of agriculture and livestock production’s contribution to GDP in 2009 to
11.4%, from 8.2% in 2008, was largely the result of the contraction of
the petroleum sector, rather than the expansion of the primary sector.
Investments have also been forthcoming from the private sector,
including Lonrho Agriculture, a subsidiary of Lonrho PLC, the pan-
African conglomerate listed in London. Lonrho announced in early
2009 that it plans to develop 25 000 hectares of land for agricultural

projects in the north-west of Angola.

Indications are that activity in the agriculture sector slowed in 2009,
which likely reflects a slowdown in public investment brought about by
the decline in fiscal revenues that stem primarily from the embattled

petroleum industry.



Strong growth in agriculture is often, in African countries, a prerequisite
for the manufacturing sector’s performance, as agro-processing or food
processing makes up a significant share of the manufacturing industry.
Prior to independence, the industrial sector centred on petroleum
refining and machinery, construction inputs, food processing, electrical
products, chemicals, steel, and vehicle assembly. However, the civil
war hindered operations in the industrial sector and as a result the

sector shrank to a fraction of its former size.

In the 1990s, industrial production had evolved to food processing and
the production of textiles, soap, shoes, matches, paint, plastic bottles
and glues. Heavy production, which accounted for 15% of the country’s
manufacturing output, included cement, steel, oil refining, vehicle
assembly and tyre production. Today, Angola is an importer of
machinery, vehicles and spare parts and has only one oil refinery in
Luanda, which has a crude oil processing capacity of 39 000 barrels
per day, which is significantly lower than the country’s production
capacity of two million barrels per day. It is estimated that
manufacturing generated about 7% of GDP in 2009 and exhibited flat
growth in the first half of the year.

Other than the petroleum sector, the sectors that underperformed in
2009 were the diamonds and other minerals, and electricity sectors.
The diamond industry together with other minerals generated 1% of
GDP in 2009, down from 1.8% and 1.2% in 2007 and 2008
respectively. During the civil war, the industry was controversially
exploited to finance military campaigns. However, since the end of the
civil war, the government has sought to restructure the sector. A year
after the end of the civil war, in 2003, the government ended the four-
year monopoly of the state-controlled diamond marketing company,
Ascorp, which was controlled by the state diamond company,
Endiama. Ascorp now competes with other private companies in

buying diamonds from miners and small producers.

Preliminary growth data suggests that the diamond and other minerals
industry has been in decline for at least two years. The slowdown in
the global demand for diamonds resulted in a build up of inventory and
compelled diamond producers to hold back production. In certain
cases, including in Botswana, one of the world’s biggest producers of
diamonds, some mines were temporarily shut down. The decline in
Angola’s diamonds industry in 2009 thus mirrors the global slump in

the industry during the recession.
Domestic expenditure

The structure of Angola’s economy on the expenditure side differs
significantly from that of its Africa peers. Unlike most African countries,
private consumption is not the country’s biggest source of domestic
expenditure. Instead, the government is Angola’s biggest spender,
which is unsurprising given the fiscal authority’s deep pockets, the high
rate of unemployment, and the underdevelopment of households
during the civil war that inhibited growth of private consumption.
Actually private consumption’s contribution to GDP has declined since
the end of the civil war, from 32.3% in 2003 to 21.5% in 2007. This

contraction reflects increasing contributions from net exports (also

referred to as the “trade balance”) and fixed investment owing to their

strong growth in recent years.

The trade balance’s contribution to GDP surged in the years following
the civil conflict, from 6.7% of GDP in 2003 to a peak of 37.7% in 2006,
on the back of stellar exports’ growth. Thereafter, exports’ positive
contribution to GDP began to be eroded by stronger import growth
partly related to the rising infrastructure development projects that
required significant amounts of capital equipment imports. The
negative impact of a burgeoning import bill on the trade balance was
exacerbated by the decline in export revenue in 2009. It is estimated
that the positive net exports balance, or trade surplus, declined as a
share of GDP to close to 10% of GDP in 2009. This implies that
Angola’s net exports’ positive contribution to real GDP growth was
eroded in 2009.
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Government consumption remains the largest originator of spending in
the economy; however, its importance has declined since the end of
the war. At the end of the civil war, government consumption
constituted about 50% of GDP. A post-war Angola allowed for fixed
investment to grow and for the country’s export industry to expand. As
a result, the government’s dominance of the economy eased to about
30% of GDP in 2006. Thereafter, government consumption
expenditure increased, as a share of GDP, as the fiscal authority’s
revenue ballooned on the back of an expanding petroleum industry,

which enabled it to increase its spending.

The 2009 global recession significantly depressed the government’s
revenue collections in absolute terms; however, the concurrent decline
in GDP implied that government consumption improved slightly, as a
share of GDP, to just over 40%.

At the end of the war, fixed investment made up about 10% of GDP.
This has steadily increased since then, albeit not as strongly as export
growth owing to the country’s weak infrastructure, which limited foreign
direct investment (FDI) to the petroleum sector. Nevertheless, FDI
inflows have increased strongly since 2002, the year the war ended,
when they amounted to US$3 133.5 million, to US$15 547.7 million in
2008. Public fixed investment has also exhibited strong growth over the

course of the last decade as growing government revenue has enabled



the government to invest in infrastructure increasingly as a means of
reducing the country’s massive infrastructure deficit. The five-fold
increase in FDI inflows since the end of the civil war and the
aggressive expansion of public investment explain the increase in
Angola’s fixed investment to about 15% of GDP in 2008.

Fixed investment is expected to have slowed in 2009, compared to that
of 2008, on the back of increased risk aversion, the global credit
crunch, the collapse in commodity prices and the contraction in

government resources.

Private consumption is an emerging source of spending in Angola.
Although Angola has benefitted from significant investments since the
end of the civil war, these have been predominantly in the capital-
intensive sectors. Angola’s labour-intensive sectors are agriculture,
civil construction and public works. The agriculture, forestry and fishing
sector employs about 85% of all employed persons; however, the
dearth of investment in the sector implies productivity and income
growth remain low. The country’s history of conflict, small private
sector and deterioration of the agriculture sector undermined Angolan
households’ purchasing power. Moreover, the history of hyperinflation
eroded households’ real incomes and savings. But in the few years
preceding 2008, private consumption improved on the back of slowing
inflation, which boosted real incomes. However, the decline in
economic growth in 2009 is expected to have slowed real income

growth and subdued private consumption.

The narrowing of the net exports balance, slowdown in government
consumption, freeze on fixed investment and softening in private

consumption explain the sluggishness of economic activity in 2009.
Monetary policy

Monetary policy in Angola has until recent years been dominated by
fiscal policy. Heavy borrowing by the government and quasi-fiscal
activities by the Bank of Angola in the 1990s undermined the conduct
of monetary policy. It was a post-war stabilisation programme that
shifted fiscal budget financing to external sources and thus allowed for
rapid money growth to moderate and for inflation to fall. As a result,

monetary policy’s potency has improved.

The global financial and economic crisis impacted Angola’s monetary
sector through a sharp drop in liquidity, which was largely due to a
contraction in net foreign assets. The decline in net foreign assets
largely reflects the fall in foreign exchange reserves on the back of the
sharp decline in oil export earnings. Angola’s foreign exchange
reserves dropped by 39%, from their peak, in October 2008, of
US$20 444.2 million, to US$12 465.5 million in November 2009. As
broad money (M3) is the sum of net foreign assets and domestic credit,
the contraction of the former item had a marked dampening effect on
M3 growth in 2009.

As money growth is heavily influenced by the country’s foreign
exchange reserves, which are primarily determined by the performance
of oil revenues, the exchange rate is the main channel of monetary

policy. Monetary policy was thus challenged in 2009 by the collapse in

the international oil price and the country’s heavy exposure to the

petroleum industry.

In the first quarter of 2009, the huge demand for foreign exchange
was met through foreign exchange sales; however, the maintenance
of a fixed exchange rate was not sustainable owing to the dwindling
foreign reserves. As such the heavily managed exchange rate
depreciated to beyond the 75 kwanzas per US dollar. In April 2009,
the central bank attempted to stem the decline in reserves by placing
a floor on foreign exchange reserves at US$12 000 million and
shifting away from a foreign currency auction system to rationing on a
pro-rata basis, at a level that was significantly below market demand.
The central bank responded to the tightening of liquidity by increasing
the reserve requirements for banks from 15% to 30% and by raising

its rediscount rate from 20% to 25%.

Maintenance of the fixed exchange rate became unsustainable. The
rationing system was thus removed and a market-determined auction
introduced in October 2009. The central bank’s intervention was
limited to selling foreign exchange in amounts that corresponded with
its foreign reserves’ objectives. Liquidity conditions were kept tight to
prevent the potentially destabilising swing in the exchange rate during

the transition from the rationing system to the auction system.

The return of the auction system on October 2 2009 resulted in a
depreciation of the official exchange rate, which reflected the build up
of excess demand for foreign exchange, and brought it in line with the
rates charged by banks. The parallel market rate appreciated, thus

reducing the spread between the rates.

The Bank of Angola also began to issue longer dated debt instruments
in 2009, including Treasury bonds of one- to four-year maturity, as a
means of aiding the central bank in controlling liquidity and raising
funds for the government. The introduction of long-term debt
instruments was reluctantly received by the market mainly because of
the commercial banks’ lack of confidence in the government's debt
situation, which made them hesitant about investing in long-term

instruments.

Figure 6: Interest rates (%)
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It was the sharp fall in fiscal revenue that compelled the government to
obtain long-term financing for non-oil projects. As the government
sought longer-term financing, it suspended the issuance of shorter
dated paper, including the 91-day Treasury bill and the three-month
central bank paper, which tend to track each other and whose yields

are not dissimilar (see Figure 6).

Issuances of short-term paper resumed in the last quarter of 2009;
however, the yields increased in that period as the average weekly
supply of Treasury bills and short-term central bank paper increased
from Kz 20 billion in October to Kz 56 billion in December, in an
environment of low liquidity. The interest rate on the three-month
central bank bill continued to rise in the first quarter of 2010 to 24.87%,
which is the highest it has been since 2005. The low liquidity is
attributed to the high reserve requirement on foreign currency, which
accounted for almost one-quarter of commercial banks’ deposits on
December 31, 2009.

Interest rates are not a significant monetary policy tool in Angola.
Moreover, commercial bank lending rates do not take their cue from
policy rates nor are they consistent across lending institutions, even
amongst their best clients. Nevertheless, lending rates to enterprises
showed an upward trend in 2009, in line with the credit squeeze due to

the fall in liquidity.

M3 growth slowed significantly in 2009 to a low of 21.5% in December,
following the rapid expansion of money growth in previous years to a
peak of 112% yly in October 2008, on the back of the decline in net
foreign assets and relatively modest slowdown in private sector credit
growth. M3 growth picked up moderately in the first quarter of 2010 but
remained weak, compared to historic highs, at 25.8% yl/y in February.
The strong growth of broad money, in the period preceding the global
recession, is reflective of the ongoing process of financial deepening,
the remonetisation of money demand that has occurred concurrently
with the disinflation process, as well as the build up of foreign reserves
and the limited sterilisation of liquidity (Klein and Kyei, IMF Working
Paper 09/98).

Figure 7: Broad money (M3) & private sector credit growth (%, yly)
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Private sector credit growth slowed during 2009 from 64.5% in

January, albeit at a relatively modest rate compared to that of money

growth, to a low of 45.6% yly in September. However, credit extended
in US dollars increased during this period as commercial banks sought
to bring back their foreign assets from outside the country as a means

of maintaining their credit lines with clients.

Monetary aggregates are strongly correlated to inflation. In the late
1990s and early part of the last decade, money growth was in the
three-digit region and closely related to that of the central bank’s credit
to the government and quasi-fiscal operations. However, post-war
Angola’s stabilisation programme resulted in the shift in the financing of
fiscal deficits towards foreign sources, and consequently monetary
growth decreased significantly. This allowed for headline inflation to

come off its triple-digit levels.

An IMF study by Klein and Kyei (2009) shows that international non-
fuel commodity prices have a marked impact on domestic prices, which
is expected in the case of Angola because of the high share of food
items in Angola’s consumer price index (CPI) basket and the fact that a
large proportion of these items is imported. So, in Angola, the degree
of disinflation between the tradable and non-tradable sectors differs
because of the pace of exchange rate appreciation and changes in
international food prices. However, in recent years there has been
some convergence in the growth of prices of tradable and non-tradable

sectors.

Annual average inflation increased to 13.7% yly in 2009, from
12.5% yly in 2008. As liquidity declined in 2009 and thus dampened
demand pressures, the moderate climb of inflation during the year was
largely due to the nominal depreciation of the kwanza. Nevertheless,
the country’s inflation rate remains broadly inflexible and continues to
elude the single-digit region because of the influence of exchange rate

movements on the inflation path.

Figure 8: Inflation — Luanda, % yly
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In mid-1999, the central bank shifted towards greater liberalisation of
the foreign exchange market, in which the exchange rate was allowed
to float (Klein and Kyei, IMF Working Paper 09/98). This set off a
protracted realignment process that ended in 2003. The introduction of
the ‘hard kwanza exchange rate policy’ in September 2003 stabilised
the exchange rate and from 2005 it began to appreciate steadily owing
to increasing oil revenue and strengthening GDP growth. The

stabilisation of the exchange rate and its gradual strengthening



contributed to the slowdown of inflation in the second half of the last
decade. However, the de facto peg of Angola’s kwanza against the US
dollar at about AON75/USD between mid-2007 and the first quarter of
2009 contributed to the creation of inflation inertia in that period, when

inflation hovered in the 12-14% range.

The authorities have sought to attain single-digit inflation since 2007
but structural constraints have also compounded the inflexible inflation
rate. These constraints include port congestion, and poor road
transport infrastructure that puts upward pressure on distribution costs.
In 2009, this was exacerbated by the depreciation of the nominal
exchange rate that increased the import price of goods and services,
and the economic slowdown, which reduced supply and thus placed
upward pressure on prices. Inflation thus increased from 13.2% in
December 2008 to 14.0% 12 months later.

International trade

Global trade is expected to bounce back in 2010 and grow at a
projected 7% (IMF) following its contraction of 10.7% in 2009. The
emerging economies have already demonstrated a brisk recovery
from the second half of 2009, which manifested in China overtaking
Germany to become the world’s biggest exporter in the first 10
months of 2009.

Notably, emerging and developing economies’ imports’ growth has
generally been stronger than that of exports. This explains the
reversion of China’s trade surplus to a deficit position in March 2010,
for the first time since April 2004. Strong commodity demand largely
explains China’s rapid imports’ growth; however, this is expected to
slow in the second half of 2010 owing to the large number of onshore

inventories that the East Asian country has accumulated.

The faster recovery of emerging economies bodes well for Africa’s
commodity producers for two reasons: firstly, because they are the
primary market for the region’s raw materials that are being consumed
by East Asia’s large industrial projects. Secondly, the recovery of
advanced economies, especially the European Union (EU), is
expected to be weaker than that of the emerging markets. As the EU’s
importance as a destination of raw materials has eased in recent
years, owing to the industrialising emerging economies’ expansion,
the EU’s protracted recovery will not be as detrimental to the demand

for Africa’s imports in 2010 as it would have been a decade ago.

Figure 9: Destination of exports (2009)
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Angola’s heavily concentrated export basket is made up almost
entirely of petroleum. In 2009, China consumed one-third of Angola’s
exports. The United States (US) is Angola’s second-biggest export
destination, taking up one-quarter of Angola’s exports in 2009. The
resilience of the Chinese economy in 2009, when it is estimated to
have grown by 8.7% while the global economy shrank by 0.6%, and
the projection of accelerated growth in 2010 to 10% have positive
implications for the appetite for Angola’s petroleum products in 2010.
Moreover, the favourable projections of a rebound of growth in the US
economy to an estimated 3.1% in 2010, following negative 2.4%
growth in 2009, on the back of a massive fiscal stimulus package, will
support the demand for Angola’s exports in 2010.

After, China and the US, the EU is Angola’s next biggest trade
partner, with France in the forefront, followed by the Netherlands and
Spain. The deepness of the EU’s recession in 2009, when it
contracted by 4.1%, and the elevated risk of sovereign debt defaults
in the EU suggest that the region’s recovery will be weak and
protracted. The EU is expected to grow at 1.0% in 2010 and 1.5% in
2011, which makes the region’s recovery the most sluggish out of all
the world’s regions. As the EU is the destination of 17% of Angola’s
exports, this has significant implications for the appetite of a fair share
of the country’s exports. However, this is expected to be mitigated by

brisk activity in the emerging markets, including China and Brazil.

The countries from which Angola’s imports originate are relatively less
concentrated than the destinations of its exports. As Angola imports
most of what it consumes, owing to the country’s limited
manufacturing base and neglected agriculture sector, the value of its
trade partners' currencies has significant implications for the import

bill, especially during an economic downturn.

Figure 10: Origin of imports (2009)
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The EU, Angola’s biggest trade partner, supplied 42% of Angola’s
imports in 2009. Portugal, the former colonial partner, is the biggest
supplier of Angola’s imports, with 18% of the total, followed by France
and ltaly. The weakening of the euro since the beginning of 2010, on
the back of heightening risks of a double-dip recession in the EU, is
favourable for Angola, as it implies imports from the EU are cheaper
compared to 2009, when the euro was stronger. The risks to the fiscal

health of several EU economies suggest that the euro will be dogged



by depreciation pressures in 2010. Some analysts are of the view that
the euro could weaken to as low as EUR1.20/USD this year. This

bodes well for Angola’s import bill in kwanzas.
External sector

Angola’s external sector was hit hard by the global recession. The
current account, which is the country’s primary source of foreign
exchange inflows and ordinarily offsets the deficit in the financial and
capital account, reverted to a negative balance in 2009. This implies
that the balance of payments had a negative overall balance in 2009,
which explains Angola’s appeal for assistance from its development
partners, including the IMF, for balance of payments support.

The trade account in Angola’s current account is the most important
source of foreign exchange inflows, especially because the income,
services and current transfers accounts record perennial deficits. The
trade surplus is almost entirely due to oil export earnings. Angola’s oil
exports make up over 95% of total export earnings. In boom times,
when international commodity prices are strengthening and
production improving, on the back of rising investments, this large
concentration in the exports basket is a boon for the country’s external
sector. However, when the price of Angola’s oil drops, as it did in
2009 by 40% to US$53.5 per barrel, and production decreases by
almost 6% owing to the imposition of lower OPEC production quotas,
then the country’s export earnings will drop significantly, as they did in
2009. It is estimated that Angola’s export earnings fell by 44% in 2009
to US$36 018 million.

Figure 11: Composition of exports in 2008
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Very little value addition takes place in Angola owing to the limited
incentive to do so because of the windfall of petro-dollars that enables
the country to import almost all of the consumer goods it needs. About
one-third of Angola’s imports are procured by the oil sector alone.
Moreover the under-development of the country’s industrial sector
during the war also regressed the activity in the sector. As such,
Angola imports machinery and vehicles from the EU and US;
electrical and electronic goods from China and South Korea; and food

products and beverages from Portugal and Brazil.

Figure 12: Composition of imports in 2008
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Angola’s import bill is estimated to have contracted by about 10% in
2009, compared to 2008's level, to an estimated US$19 109 million.
This decline is expected to have been almost entirely in the non-oil
sector. The halt in economic growth in 2009, following a few years of
double-digit growth, squeezed real incomes and subdued the non-oil
sector's demand for consumer goods. Despite the decline in the
import bill in 2009, the trade surplus still narrowed because the 44%
drop in export earnings to US$35 988.3 million was significantly
larger. As such, the trade surplus is estimated to have fallen to
US$16 879.3 million in 2009, from US$42 932 million in 2008.

The deficits in the income and services account narrowed in 2009 as
investment income repatriated by firms operating in Angola declined,
and payments for services rendered by foreign-service providers for
Angolans decreased. Although the smaller negative balances on the
income and services accounts were beneficial for the current account,
they were not large enough to counter the decline in the trade deficit.
Moreover, the current transfers account, which in most other African
countries has a positive balance that reflects remittances and official
grants, is expected to have recorded a typical negative balance

similar to that of previous years.

Overall, it is estimated that the current account balance reverted to a
deficit of 3-4% of GDP in 2009, from a surplus of 7.5% in 2008, on the
back of the drop in the trade surplus, which the narrowing of the

income and services account failed to offset.

The financial and capital account deficit is expected to have widened
in 2009 on the back of deterioration in the net direct investment
account deficit and widening of the other capital account deficit.
However, this is expected to have been mitigated by the initial
disbursement under the US$1.4 billion loan that was made out by the
IMF to Angola, which is expected to have improved the medium- and
long-term loans balance in the financial account. The capital sub-
account of the financial and capital account is negligible in Angola as

the country receives very little in the way of capital transfers.

The financial sub-account is where most of the transactions take
place; however, it is mostly in a deficit position. The negative net
direct investment balance implies that Angolans are making more

direct investments abroad than foreigners are making in Angola. This



implies that, despite the five-fold increase in FDI inflows between
2002 and 2008 to over US$15 billion, FDI outflows have been larger.
A recent example of direct investments made abroad by Angola is the
China Sonangol investment deal with Zimbabwe worth US$8 billion,
which was signed in the last quarter of 2009. China Sonangol is a
Chinese-Angola private joint venture company. Its investment in
Zimbabwe targets the gold and platinum sectors, oil and gas

exploration, fuel purchase and distribution, and housing.

The financial sub-account’s medium- to long-term loans are estimated
to have dropped in 2009 to a fifth of their 2008 level. The other capital
balance, which is the largest in the financial account, albeit negative,
widened in 2009, on the back of an increase in capital outflows during
the year. The rise in capital outflows in 2009 reflects the increase in

risk aversion and credit squeeze during the global credit crunch.

The combination of a current account deficit and a wider financial and
capital account deficit in 2009 resulted in a negative overall balance
that is estimated to lie somewhere between seven and eight billion US
dollars. It is for this reason that Angola’s relationship with the West
and the multilateral community took a turn in 2009 when Angola
appealed to the IMF for balance of payments support. Spain provided
Angola with about 700-million-euro in loans that the country needed to
finance its foreign exchange pressures and its fiscal accounts. In
November 2009, the IMF signed a US$1.4 billion 27-month standby
arrangement with Angola to help support its external balances.
Between November 2009 and May 2010, Angola has received
US$514 million under the arrangement, which comes with a set of

reform recommendations.

As a result of the deterioration of Angola’s current account balance to
a deficit position and worsening of the financial and capital account
deficit that together manifested as a negative overall balance, the
country’s foreign exchange reserves dropped by almost 40% in the
period November 2008 to October 2009 to US$12 465.5 million. In the
last quarter of 2009 it was estimated that import cover had fallen
below the recommended floor of three months, implying that the

country’s vulnerability to exogenous shocks had increased.

Figure 13: Official foreign reserves (US$ millions)
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The country’s foreign exchange reserves picked up to US$13 229.9
million in November 2009 before sliding again to US$12 594.5 million
in January 2010. However, in the subsequent months of the first
quarter of 2010, Angola’s foreign exchange reserves climbed to
US$14 084.8 million in March, which is the highest they have been in

almost 12 months, but remains 30% below their peak level.

The central bank initially responded to high demand for foreign
exchange in early 2009 through sales of foreign exchange. This
contributed to the erosion of the country’s foreign exchange reserves.
The central bank opted to suspended foreign exchange auctions in
the second quarter of 2009 and commenced the rationing of foreign
currency. The spread between the official and parallel exchange rates
widened and confidence in the kwanza fell. The market responded to
the falling confidence in the kwanza by substituting it for hard
currencies, thus reversing the de-dollarisation of recent years. The
pressure on the authorities to devalue the overvalued kwanza thus

mounted.

The central bank loosened the peg to the US dollar in October 2009,
which had been unofficially set at about 78 kwanzas to a US dollar
from May, when the exchange rate was devalued by about 4%. The
exchange rate subsequently depreciated to a monthly average of
AONB84.39/USD in October, from AON77.81/USD in September, and
the gap between the official and parallel exchange rates narrowed.
The central bank thus succumbed to pressure to weaken the
exchange rate when it realised that the significant changes on the
country’s balance of payments made it futile to defend the currency at

a level of 75 kwanzas per US dollar.
Figure 14: Exchange rates (kwanzas per unit of foreign currency)
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The restoration of the foreign exchange auction has enabled a
significant and steady exchange rate adjustment. Since the month it
was first devalued (October 2009), the kwanza to US dollar exchange
rate has depreciated by 11.2%, to a monthly average of
AON93.48/USD in April 2010. This is line with the IMF’s
recommendation under the standby agreement, inter alia, that the
central bank put in place a more flexible exchange rate. In the boom
years prior to the global recession, a strong kwanza was preferred

because it enabled the country to meet its large appetite for foreign



consumer goods, which were financed with high earnings from oil
exports. The drop in foreign exchange reserves made this preference
unsustainable.

The kwanza depreciated by 26% against the euro in the 12 months to
December 2009, largely because of a strengthening euro that
benefitted from a weaker US dollar during the recession. The EU is an
important trade partner for Angola and the source of 40% of the
country’s imports. This implies that an appreciating euro in 2009
inflated the cost of imports. In the first quarter of 2010, the kwanza
strengthened against a weaker euro that had been afflicted by
heightened risks of sovereign debt defaults in the EU. The cost of

imports is thus expected to have eased during this period.
Public and external solvency indicators

Angola’s fiscal sector was severely affected by the global recession
and, more especially, the collapse in the international oil price and, to
a lesser extent, the moderation in oil production. The government’s
pro-cyclical fiscal policy implied that, when the global economic
recession hit, the government did not have a buffer of savings to

smooth consumption during this economic downturn.

Table 1: Fiscal programme outturn and projections for 2009

(Angolan kwanzas)

2009 programme 2009 estimations

billions % of billions % of

GDP GDP
Total revenue 1615.2 32.5 1900.6 36.2
Tax revenue 1538.2 30.9 1762.6 335
Petroleum 1025.8 20.6 1210.1 23.0
Non-petroleum 512.4 10.3 552.5 10.5
Social contributions 27.9 0.6 74.7 1.4
Grants 0.4 0.0 1.5 0.0
Other revenue 48.7 1.0 61.8 1.2
Total expenditure 23715 47.7 2649.7 50.4
Current expenditure 1549.3 31.2 1992.2 37.9
9YLX 288SaQ N 7073 14.2 7931  15.1
Goods and services 440.0 8.9 762.2 14.5
Interest payments 106.9 2.2 102.7 2.0
Current transfers 295.2 5.9 334.2 6.4
Capital expenditure 822.2 16.5 657.5 12.5
Delayed balances 0.0 0.0 158.3 3.0
Overall balance -756.3 -15.2 -750.6 -14.2
Financing 756.3 15.2 590.9 14.3
Domestic financing 510.4 10.3 150.1 2.9
External financing 245.9 4.9 251.6 4.8

Source: Ministry of Finance, Angola

In the years preceding the global recession, the petroleum sector
generated as much as 85% of total tax revenue. The performance of
the petroleum sector, internationally and domestically, is thus critical

to the health of Angola’s fiscal sector. The 40% decline of the price of

Angola’s oil in 2009 to an annual average of US$53.5 per barrel
translated into a greater than 50% decrease in tax revenue from the
country’s oil sector. By implication, tax revenue in 2009 decreased to
an estimated Kz 1 762.6 billion or 23% of GDP, from Kz 3 070.2 billion
or 48.2% of GDP in 2008. Notably, the fiscal revenue estimation for
2009 is slightly higher than targeted owing to a better-than-expected
performance by petroleum taxes that was partly due to the
conservative price assumption in the revised 2009 budget of US$37
per barrel, down from US$55 in the original budget. Nevertheless, the
poor showing of petroleum tax revenue in 2009, compared to previous

years, resulted in its contribution to total tax revenue falling to 69%.

Grants are a negligible inflow into Angola’s fiscal purse, large owing to
its oil-producer and middle-income status that technically implies that
its need for development assistance is less than that of non-oil
producer and low-income countries. So, the fiscal coffer was unable to

find some relief from an alternative source of revenue in 2009.

The squeeze on fiscal resources implied that government spending
could not increase in absolute terms in 2009. Instead government
expenditure remained flat in absolute terms at an estimated
Kz 2 649.7 billion in 2009, compared to Kz 2 653.8 billion in 2008.
However, spending increased as a share of GDP to 50.4% of GDP,
which was higher than programmed, from 41.6%. The greater-than-
targeted expenditure, as a share of GDP, in 2009 is more reflective of

a decline in GDP, and an increase in the current expenditure budget.

Current expenses swelled on the back of significant increases in the
public sector’s wage bill and spending on goods and services. The
wage bill is estimated to have increased to 15.1% of GDP in 2009, up
from 8.5% in 2008, while spending on goods and services rose to
14.5% of GDP, from 8.5%. Notably the increase in the wage bill was
in the main programmed, however that of the latter expenditure was
not.

Conversely, capital expenditure decreased in 2009 by an estimated
26% to Kz 675.5 billion, from Kz 892.6 billion in 2008, and as a share
of GDP to 12.5%, from 14%. Given Angola’s massive infrastructure
deficit, the decline in spending on capital projects such that it was now
less than the wage bill and the goods and services budget is contrary

to the country’s developmental needs.

The budget balance reverted to a deficit position on the back of the
collapse in fiscal revenue collections and greater-than-programmed
increase in current expenditure. The budget deficit, on a commitment
basis, is thus estimated to have come in slightly lower than
programmed, at 14.2% of GDP. This negative budget balance follows
surpluses in recent years, including a budget surplus of 8.8% of GDP
in 2008, which enabled the government to park its surpluses in
deposit-taking institutions. The reversion to a budget deficit in 2009

thus partly explains the tightening of liquidity in the economy.



Figure 15: Fiscal balance, commitment basis (% of GDP)
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The government financed the budget deficit by borrowing 2.9% of
GDP from domestic lenders and 4.8% of GDP from foreign financiers.
Where the government’s external borrowing requirement came close
to the target, its domestic borrowing is estimated to have come in
considerably below the 10.3% of GDP target because of the
cancellation of Treasury bill issuances in the first half of 2009, as the
government sought longer-term financing. However, this objective

was undermined by the poor take-up of Treasury bonds.

The increase in government borrowing in 2009 is estimated to have
pushed up Angola’s public sector debt to about 42.2% of GDP, from
33% at the end of 2008. This surge in government debt is largely due
to the sharp increase in public external debt in 2009 to an estimated
22.8% of GDP, from 15.9% a year earlier. The increase in domestic
debt was relatively smaller, from 17.1% of GDP to 19.4%.

Figure 16: Public debt (% of GDP)
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The government’s external debt swelled in 2009 on the back of an
increase in the government’s take-up of foreign loans to finance its
budget deficit and to finance the balance of payments deficit. The
most noteworthy of these loans is the US$1.4 billion loan from the
IMF, under a 27-month standby arrangement, which was made out to
Angola in November 2009 to assist the country in mitigating the
effects of the global recession, primarily through balance of payments
support.
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The increase in public external debt induced an increase in the debt-
service to net exports ratio, which is estimated to have risen to over
10% at the end of 2009, from 4.3% a year earlier. Despite this jump in
public sector debt and foreign debt-service payments, the country’s

debt sustainability is not expected to have been affected.

National policy assumptions and the international
environment

The severe impact of the global economic crisis on Angola has
compelled the authorities to reconsider their economic strategy. The
country’s expansionary fiscal and monetary policies and overvalued
exchange rage put the economy in a very vulnerable position during
the crisis. Foreign reserves plummeted on the back of a collapse in
export earnings, decline in investor confidence and heavy intervention
by the central bank to support the closely managed exchange rate. A
large injection of foreign financing support was thus needed to prevent
a large devaluation of the exchange rate that would have adverse

repercussions in the real economy.

Angola thus took a US$1.4 bilion loan from the IMF under a
programme that is intended to ease liquidity pressures, improve
investor confidence and stabilise the economy in the short term.
However, the programme also includes a long-term reform
programme that focuses on medium-term structural reforms that will

support the long-term development of the non-oil sector.

Fiscal policy will be the principal instrument in the reform
programme’s policy package. Actions will be premised on three

tenets:

e  Fiscal consolidation in the 2010 budget that still makes room for

adequate social spending and critical infrastructure projects;

e A carefully managed exchange rate adjustment that is
underpinned by tight monetary policy to normalise conditions in

the foreign exchange rate market; and

e  Measures to protect the financial sector.
Fiscal policy

The Angolan authorities plan for fiscal consolidation in 2010, building
on the tightening of policy in the 2009 supplementary budget. They
further expect a small budget deficit of 1-2% of GDP that is premised
on an improvement in oil revenues, and a decrease in the non-oil

primary fiscal deficit by six percentage points of non-oil GDP.

Reining in fiscal spending will be the primary mode of fiscal
adjustment in 2010. It is estimated that spending will be reduced
through the removal of fuel subsidies and phasing out of quasi-fiscal
activities. Capital expenditure is programmed to remain constant in
real terms and mainly targets infrastructure development. The IMF
suggests that fiscal consolidation will need to be continued in 2011 for

the non-oil primary balance to be put on a sustainable trajectory.

Under the reform programme, the government will aim to ensure that

external financing does not exceed US$6 billion. However, as



Angola’s access to concessional financing is constrained by its high
per capita income, relative to that of its sub-Saharan Africa peers, the
non-concessional borrowing ceiling is reviewable, especially if critical
infrastructure projects are at risk. Despite the significant increase in
Angola’s public sector debt in 2009, the risk of debt distress remains

low.

Over the medium term, the Angolan authorities seek to make the
fiscal stance independent of volatile oil revenues, to prevent boom-
bust fiscal cycles, and to reform the tax system as a means of growing
non-oil tax revenues’ contribution to total tax revenue. Greater focus
will be placed on the non-oil primary fiscal balance and on ensuring
that a large share of windfall oil revenue is saved. To this end, the
government is investigating the establishment of a sovereign wealth
fund/oil fund. It is intended that the fund will be fully incorporated into
the budget process and for the interest earned on it to finance future

non-oil fiscal deficits.

The tax reform strategy is set toward moving to a consumption-based
tax system and plans an overhaul of the tax system as a means of
simplifying it to improve efficiency and reduce tax evasion. The
strategy includes establishing an independent revenue authority and
bolstering tax administration, including by streamlining generous tax
exemptions as a means of improving non-oil revenues. The
authorities are likely to require technical assistance from the IMF to

implement the proposed tax reforms successfully.

The government is working on improving its public financial

management system, and recent developments include the

decentralisation of budget execution to local government, the
expansion of the budget execution system and the production of the
General Accounts of the state. More work needs to be done to
strengthen internal controls, coordinate the current and capital

budgets, and improve line ministry budgeting capacity.

Probably the most crucial reform that the government needs to make

is improving fiscal transparency, particularly of the activities
undertaken by the state-owned oil company, Sonangol. Sonangol
controls exploration and production, although foreign companies
participate in joint ventures and production-sharing agreements. A full
audit of Sonangol’s accounts for 2007 and 2008 has been completed
and published. The authorities plan to do the same for Sonangol's

2009 financial statements by November 2010.

The government has pledged to publish quarterly results of its fiscal
operations and regularly review operational cash flows of major state-
owned enterprises, like Sonangol. The government also plans to
cease Sonangol’s quasi-fiscal activities gradually, including the
distribution and subsidy of oil. Sonangol also services part of the
public sector debt. In 2009, Sonangol's quasi-fiscal operations are

estimated to have amounted to 12% of total expenditures.
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Exchange rate and monetary policies

The Angolan authorities’ exchange rate and monetary reforms focus
on facilitating the normal operation of the foreign exchange market.
The rationing of foreign exchange at a fixed exchange rate was in
place from April 21 to October 1, 2009 at a substantial cost to the
central bank. The widening of the spreads between the official, bank-
client and parallel exchange markets, which eroded the confidence in

the kwanza, highlighted the inefficiency of the system.

Maintenance of the fixed exchange rate became unsustainable. The
rationing system was thus removed and a market-determined auction
introduced. The return of the auction system on October 2, 2009
resulted in a depreciation of the official exchange rate. As risk
aversion continues to subside and external conditions improve, the
central bank plans to simplify its intervention strategy further while

gradually lifting exchange restrictions and multiple currency practices.

The weaker kwanza is expected to contain import demand and, with
the support of a tight monetary policy stance, reduce the incentive to
substitute kwanza assets for dollar assets. A weaker exchange rate is
favourable for domestic producers of tradable goods; however,
structural weaknesses are considered to be a bigger constraint to
these producers. Inflationary pressures have risen on the back of a
weaker exchange rate. However, as import demand subsides and oil
revenues improve, the kwanza should strengthen. As the country’s
foreign exchange reserves improve, the authorities can revisit their
practice of maintaining a tightly stabilised exchange rate in respect of
the US dollar. This exchange rate system is appropriate for Angola as
long as adjustments are made when significant changes in the

fundaments, particularly oil prices, take place.

A contractionary monetary policy stance will support the adjustment in
the exchange rate. For this policy measure to be successful, the IMF
suggests that the government price aggressively to sell its Treasury
bills and bonds and meet its domestic borrowing requirement, taking
cognisance of the present market preference for shorter-term paper.
In turn, the central bank must actively manage liquidity conditions
through sales at the short end of the yield curve. As market
confidence rises, it is likely that the maturities of government
securities can be lengthened and that yields will drop to more

sustainable levels.
International environment

The close of 2009 signalled the end of the global economic recession.
The global economy shrank by 0.6% in 2009, following growth of
3.0% in 2008. The advanced economies were by far the worst
affected by the recession; the collective of economies contracted by
3.2% in 2009. Of these economies, Japan, the Euro-area and the
United Kingdom were the hardest hit by the global financial and
economic crisis. Conversely, the emerging and developing economies
showed positive growth of 2.4% in 2009, albeit significantly slower
than the buoyant 6.1% of 2008.



Of the BRIC economies, Russia and Brazil were the laggard

performers, with negative growth rates of 7.9% and 0.2%,
respectively, in 2009. China and India’'s economies were a lot more
resilient to the recession than expected. China’'s economy exhibited
growth of 8.7% in 2009, which is less than a percentage point lower
than its growth rate for 2008. In contrast, sub-Saharan Africa’s real
economy was pummelled by the global economic slump and, in
particular, the collapse in global trade. As a result, economic growth

slowed to 2.1% in 2009, from 5.5% in 2008.

The resilience of the emerging and developing economies partly
explains the bounce back in economic performance projected for
2010. A brisk recovery of 4.2% is projected for the world economy in
2010, which is even stronger than its 2008 growth performance. This
strong projection is largely based on an expectation that the advanced
economies will exhibit a convincing recovery in 2010, with a growth
rate of 2.3%. However, increasing concerns about a double-dip
recession, partly due to the rising risk of sovereign debt defaults in the
EU, especially in Greece, Portugal, Spain, Italy and Ireland, could
mute the strength of the recovery. The strengthening of advanced
economies is necessary to lift consumer spending, which is supportive
of a recovery in export-led emerging economies that will in turn

support a recovery in demand for Africa’s commodities.

Table 2: Global economic outlook

Real GDP growth (year-on-year)

2008 2009 2010p* 2011p*
World 3.0 -0.6 4.2 4.3
Advanced economies 0.5 -3.2 23 24
United States 0.4 -2.4 3.1 2.6
Euro-area 0.6 -4.1 1.0 1.5
United Kingdom 0.5 -4.9 1.3 2.5
Japan -1.2 -5.2 19 2.0
Emerging and developing
economies 6.1 2.4 6.3 6.5
China 9.6 8.7 10.0 9.9
India 7.3 5.7 8.8 8.4
Brazil 5.1 -0.2 5.5 4.1
Russia 5.6 -7.9 4.0 3.3
Sub-Saharan Africa 5.5 2.1 4.7 5.9
Developing Asia 7.9 6.6 8.7 8.7
* p = projection
Source: IMF

Higher commodity prices and an increase in economic activity are
expected to spur an increase in inflation in 2010. Average inflation in
the advanced economies is thus projected to increase to 1.5% in
2010, from 0.1% in 2009, while that of the emerging and developing

world is expected to increase from 5.2% to 6.2%.
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Forecast summary

Growth outlook

As Angola’s economic health is anchored to that of the global economy,
projections of a solid global recovery, albeit emanating from the
emerging market economies, is positive for Angola’s growth prospects.
The country’s oil sector is projected to rebound in 2010, following its
2009 contraction, on the back of higher international oil prices and an
improvement in production. The oil price is projected to rise to an annual
average of US$75 per barrel in 2010, from US$53.5 in 2009, and
production to 1.90 million barrels per day, from 1.79 million. As the oil
sector is more responsive to changes in global economic growth than the
non-oil sector, the oil sector’s contribution to GDP is expected to return to
above 50% of GDP in 2010 on the back of the rebound in global
economic activity. Angola’s real GDP growth is thus projected to

accelerate to 8.5% in 2010, from an estimated -0.4% in 2009.

Figure 17: Real GDP growth (%)
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The recovery of Angola’s core sector, oil, is expected to spur a pickup in
activity in the rest of the economy, including the largest non-oil sector,
commerce. The projected increase in petro-dollars (or income generated
from Angola’s oil industry) will push up the demand for traders’ goods
and services. Notably, the weaker kwanza is expected to put upward
pressure on the prices of imported goods and services, which may

temper the recovery of the externally dependent commerce sector.

The agriculture and livestock sector is less linked to global economic
dynamics and more influenced by the weather. Barring unfavourable
weather, the agriculture sector, which on its own generates about 3-4%
of GDP, is expected to show solid growth, albeit lower than real GDP
growth given the low level of productivity in the sector. However, over the
medium- to long term the agriculture sector’s productivity is set to
increase as it begins to bear the fruits of investments, including a
US$1 billion investment from the Angolan government in 2009, which
intends to stimulate annual growth of 13%, and part of a US$1 billion
loan from China Development Bank that was extended in March 2009.
The director-general of the state-backed Institute of Agriculture stated
that the government plans to
contribution to GDP to 10% of GDP by 2015. Other than investment, the

increase the agriculture sector’s



government plans to achieve this agricultural expansion by resettling the
displaced population back to rural pastoral lands. To this end, the
government is developing infrastructure in these regions, opening up the
agricultural hinterland, and supporting credit to the agriculture sector.
Last year's recession has given the government greater impetus to
develop and expand the agriculture sector, as a means of diversifying the

economy, creating employment and alleviating poverty.

Non-trade services, which include finance, insurance, real estate and
business services, and hotels and restaurants, are the second-biggest
non-oil sector. Similarly to commerce, the health of non-trade services
depends on the performance of the core sectors of the economy.
Restoration of strong economic activity in the oil sector combined with an
increase in global economic activity is expected to stimulate an increase

in demand for non-trade services.

The construction sector has exhibited strong growth in recent years on

the back of increasing fixed investments. As such, the sector’s

contribution to GDP has increased such that it now rivals the
manufacturing sector as the second-biggest non-oil sector. A large share
of the recent construction activity has been infrastructure construction,
through an economic engagement between the Angolan and Chinese
governments. The high level of congestion in Angola’s urban areas has
also spurred the construction of commercial and residential property. In
May 2009, the minister for urbanisation and construction presented his
estate and

the

department’s plans to encourage investment in real

construction for affordable housing. This plan falls under
government’s principal reform policies, which include the construction of
one million new houses by 2012 under the National Programme on
Urbanism and Housing 2009-2012. The acute housing shortage in the
capital city, Luanda, which has been compounded by a growing number
of expatriates, explains the exceptionally high price of real estate.
Angola’s large infrastructure deficit and critical housing shortage suggest
that barring resource constraints activity in the construction sector will

continue to accelerate over the medium- to long term.

The manufacturing sector is undermined by limited investment and

structural weaknesses, including infrastructural bottlenecks, a
challenging business environment and rigidities in the factor and goods
markets. In the medium- to long term, the expansion of the agriculture
sector is expected to spur an increase in manufacturing activity,
particularly in the agro-processing sector. In addition to the processing
of agricultural products, the government plans to introduce value
addition to the diamond industry by building a new diamond cutting
factory, and to build a ‘200 000 barrels of oil per day’ refinery in Lobito.
Diamond beneficiation and the additional oil refinery will expand the

manufacturing industry and, through value addition, boost GDP.

On the expenditure side, the outlook for households’ spending is
largely premised on the performance of the economy’s biggest
employer, agriculture, forestry and fishing. Assuming good rains, the
agriculture sector is set to grow solidly in 2010 and its productivity will
benefit from investments from the public and private sectors.

Households that make their living from the primary sector are thus
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expected to realise a modest increase in their real incomes that will
allow for moderate growth in spending. The construction and public
works sectors, which employed about 5% of all employed people in
2007, are projected to recover on the back of sustained public sector
investment in infrastructure, owing to an improvement in government
revenue, and an increase in real estate activity, owing to greater

investor confidence.

Subsiding risk aversion and an improvement in government revenue
are expected to support a strong recovery in fixed investment. The
projected recovery of oil tax revenue will allow the government to
proceed with its plans to reduce the infrastructure deficit and increase
the housing stock in urban areas. The improvement in Angola’s
economic outlook will also restore confidence in investors seeking to
participate in the country’s development and benefit from the

favourable returns.

Fiscal consolidation in 2010 implies that government consumption
expenditure will increase moderately. The government plans to
reduce spending on goods and services following the slippage in
2009. Compared to pre-recession years, the growth in government
consumption is expected to be modest, as the authorities seek to
reduce the budget deficit by reining in spending.

The positive net exports’ balance (equivalent to trade balance) is
projected to increase in 2010 on the back of a strong increase in olil
export earnings. The weaker kwanza may subdue the demand for
imports in 2010, which is favourable for the net exports’ balance. An
increase in the net exports’ surplus is expected to bolster real GDP
growth.

In the main, strengthening fixed investment and an increase in the
positive net exports’ balance are expected to pull Angola out of its
recession, on the expenditure side. The growth of government
consumption expenditure is projected to be stronger in 2010
compared to that of 2009, but to be conservative compared to the
commodity boom era. The general recovery in economic activity
suggests an improvement in household spending in 2010, albeit at a
modest rate given the low level of productivity in the sector that

employs most households.
Monetary policy

In response to the severe impact of the global economic crisis on
Angola’s economy, the authorities have put forward three main
reforms, of which ‘a more flexible exchange rate and tight monetary
policy’ is one. The preference for a more flexible exchange rate came
about because when foreign exchange reserves dropped during the
crisis it became unsustainable to maintain a fixed exchange rate. In
order to support the adjustment in the exchange rate the central bank
will sustain a tight monetary policy stance in 2010.

A tight monetary policy stance implies a higher interest environment.
The government will thus need to price Treasury bills and bonds
shrewdly, keeping in mind the markets’ preference for shorter dated
paper, so that they sell and enable the government to meet its

borrowing requirement. The expectation is that, as risk aversion



subsides, the appetite for longer dated paper will improve and yields
will ease to more sustainable levels over the medium term, from the
24.87% reported in February 2010. Moreover, the authorities have
indicated that the tight liquidity in the domestic banking sector will be
softened through a revision of the reserves requirement regulation.
Government securities that had previously been accepted by the
central bank to meet reserve requirements will be removed and other
measures introduced to ease the impact on banks’ liquidity. We thus
expect the yield on the three-month government and central bank debt
instrument to end the year 2010 at 18-20%.

Figure 18: Interest rate on the three-month debt instrument (%,

end year)
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A restrictive fiscal policy and tight monetary policy stance supports a
stable inflation rate in 2010. Angola’s consumer price index only
reflects consumption in Luanda, where 70% of the country’s
consumption takes place. Moreover, Angolans import a sizeable share
of the goods in their consumption baskets. Notably, inflation was stable
during the first quarter of 2010 when it averaged 13.76%, which was
reflective of the stability of the value of the kwanza against the
currency of its biggest source of imports, the EU. It's likely that greater
exchange rate flexibility will enable a gradual appreciation of the
exchange rate as the international oil price improves, which would
temper inflation by subduing import prices. However, structural factors
are expected to limit the decline of inflation. We thus expect inflation to

ease to an annual average of 13.2% in 2010, from 13.7% in 2009.
Figure 19: Consumer price inflation (%, annual average)
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External sector

An emerging markets-led global recovery spells a brisk recovery for
Angola’s oil-dominated external sector. The return of a positive, albeit
small, current account balance is projected for Angola in 2010 on the
back of a rebound in oil export earnings that is expected to improve
the trade surplus significantly. However, in 2010, conditions in
Angola’s external sector differ somewhat from those of recent years
when the exchange rate was overvalued, in that the kwanza is
expected to be weaker in 2010 relative to the currencies of its trade
partners. This implies that the cost of imports will be dearer, which
may subdue the volume of imports, particularly those that are price
elastic. The recovery of imports may thus be subdued by a weaker

kwanza, which is favourable for the trade surplus.

The deficits on the services and income accounts are expected to
widen in 2010, owing to an increase in demand for transport and
travel, amongst the services that are provided by foreigners, spurred
by stronger economic activity, and an increase in repatriated income.
Angola’s current account balance is thus expected to reflect a small
positive balance of 4.2% of GDP in 2010, compared to a deficit of 3-
4% of GDP in 2009.

Figure 20: Current account balance (% of GDP)
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The financial and capital account is expected to report a smaller
deficit at the end of 2010, on account of a projection that, for the first
time in a few years, FDI inflows will offset the outflow of direct
investment. This projection is premised on the expectation that the
government will improve the fiscal transparency of its entities, which
may have the effect of slowing state-backed investments abroad; and
on the erosion of government savings during the crisis that has
compelled the authorities to increase their focus on domestic reforms
that will bolster the country’s shock absorbers, including fiscal savings
and foreign reserves, while placing foreign strategic investments on

the backburner.

The return of a current account surplus in 2010 and a narrower
financial and capital account deficit are expected to allow for a
positive, albeit small, overall balance in the country’s balance of
payments. The country’s foreign exchange position is as a
consequence expected to increase to beyond three months of import

cover, which is the recommended floor. Angola is thus projected to



exit its balance of payments ‘crisis’ in 2010; however, to sustain a
favourable balance of payments position, the authorities will have to
sustain the reforms they have already committed to, including a more

flexible exchange rate.

The adjustment to the exchange rate, which has already begun to
take effect, is expected to support the production of tradable goods. It
is expected that as conditions settle down in the foreign exchange
market, the kwanza will begin to strengthen as import demand
declines and oil revenues improve. As foreign reserves improve, the
authorities are likely to restore a tightly managed exchange rate in
respect of the US dollar. For a country with a very small production
base, such an exchange rate regime is attractive and manageable as
long as it has sufficient reserves to support it. The kwanza exchange
rate, in respect of the US dollar, is projected to reach an annual
average of AON91.50/USD in 2010, which is a depreciation from
2009’s average of AON79.18/USD.

Figure 21: Exchange rate, AON/USD (annual average)
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The projected appreciation of the nominal exchange rate over the
medium term will go some way towards the restoration of confidence
in the kwanza and the resumption of the gradual rate of dollarisation
that was taking place prior to the 2009 recession. About 60% of loans
are denominated in US dollars. De-dollarisation will strengthen the
effectiveness of Angola’s monetary policy and reduce the vulnerability
of the financial system to credit risks, when the exchange rate

depreciates, from lending in foreign currency to unhedged borrowers.

Notably, the Angolan authorities plan to employ a new definition of the
usable net international reserves because the present measure for
net internation reserves does not take into account the central bank’s
second tier guarantee of China and Brazil credit lines. This implies
that the present measure overstates the amount of foreign reserves
that the country has available to draw down on in event of an
exogenous shock. Stronger oil revenues in 2010 are expected to
modestly improve the usable reserves to about 3.2-3.5 months by the

end of the year.
Fiscal policy

Fiscal policy is expected to play the lead role within the package of

key economic reforms that the Angolan authorities are seeking to
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make over the medium term to reinforce the country’s ‘shock
absorbers’ such that, when the next exogenous shock hits, it is in a
stronger position to withstand it. More specifically, the government
seeks fiscal consolidation in 2010, however is mindful of ensuring that
social spending and critical infrastructure projects receive adequate
financial resources. Furthermore, the government also plans to
narrow the non-oil fiscal deficit, particularly through the expansion of

non-oil tax revenue.

The government announced in the second quarter of 2010 that it will
release a revised 2010 budget that it expects the national assembly to
approve in July or August. The revised budget will assign financial
resources to clear most of the current stock of domestic arrears,
which amount to US$4.5 billion. These arrears resulted from the
shortfall of projected financing during the economic downturn. The
revised budget is expected to reveal a plan to clear the existing stock
of arrears. The proposals in the revised budget will also include plans
to phase out Sonangol’s quasi-fiscal activities, gradually remove the
fuel subsidies, and improve the targeting of the public investment

programme.

The revised 2010 budget will maintain the proposal to reduce
spending. Part of the spending reduction will come from the planned
reduction of quasi-fiscal operations and cut in fuel subsidies. The
proposed cut in current expenditure is expected to be redirected to
social spending and capital expenditure, as part of the government’s

efforts to bolster its public investment programme.

Table 3: Current 2010 Budget

Current 2010 budget

billions % of GDP
Total revenue 2286.5 33.9
Tax revenue 2170.9 32.2
Petroleum 1459.6 21.7
Non-petroleum 711.3 10.6
Social contributions 80.8 1.2
Grants 0.4 0.0
Other revenue 34.2 0.5
Total expenditure 2479.6 36.8
Current expenditure 1733.2 25.7
9YLX 2es8Saq » 866.6 12.9
Goods and services 499.2 7.4
Interest payments 75.3 1.1
Current transfers 292.1 4.3
Capital expenditure 746.4 111
Delayed balances -105.6 -1.6
Overall balance -193.2 -2.9
Financing 298.8 4.4
Domestic financing -16.3 -0.2
External financing 315.0 4.7

Source: Ministry of Finance, Angola



The economic recovery bodes well for tax revenue collections in 2010.
In particular, trade-related taxes, royalties and income tax from the
extractive industry are expected to exhibit sound growth. The Angolan
authorities expect total revenue to increase by about 20% in 2010.
Notably, non-petroleum revenue is projected to grow faster than
petroleum revenue owing to the fiscal authority’s rather conservative
assumption in the initial 2010 budget for the average price of crude oil
of US$58 per barrel. Given the volatility in international markets that
has prompted a downward slide in commodity prices in recent weeks,
the Angolan government is likely to maintain this assumption in the

revised budget.

The initial 2010 budget projects a budget deficit of 2.9% of GDP, which
is significantly smaller than 2009’s estimated deficit of 14.3%. This
assumption is based on improved revenue collections. However, we
are of the view that a balanced budget is more likely given the
expenditure-cutting measures that the revised budget will propose,
including the reduction of fuel subsidies and quasi-fiscal activities, and
the brisk recovery in East Asia that will place a floor on the

international oil price.

Figure 22: Fiscal balance (% of GDP)
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Domestic borrowing is projected to ease in 2010 on account of a
recovery in government revenue collections, which negates raising
finance on the domestic market. This implies a moderation in interest
rates, particularly in the second half of the year. However, the
government plans to borrow about 5.0% of GDP externally, which
includes the US$4 billion that the government is planning to raise on
international capital markets in 2010. Angola’s recent receipt of
international credit ratings from Moody’s, Standard & Poor’s, and Fitch
Ratings, albeit four levels below investment grade, are a prelude to the
government’s plan to issue an international bond in 2010 that would

raise financing for its reconstruction programme.

As the government does not have plans to borrow domestically, public
domestic debt is likely to moderate to below 19% of GDP, owing to
stronger GDP growth. Conversely, public external debt is projected to
increase to about 25% of GDP, based on the government’s plan to
contract US$6 billion projects-related credit lines in 2010. Debt-
servicing payments are thus projected to rise. The sustainability of this
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debt depends on favourable growth prospects and a strong foreign
exchange position. The projected recovery in the oil sector is expected
to restore petroleum tax revenue and support the government in

meeting its external debt-service obligations.

Angola’s middle income status may open up new commercial financing
options for the government, which is especially favourable given its plan
to issue an international bond in 2010. However, this status masks
Angola’s high level of inequality and limits the government’s access to
concessional financing, which is more suited for a country such as
Angola that has a massive infrastructure deficit and high level of poverty

to be addressed.

Plans to establish a Norwegian-styled oil fund will enable the
government to build up savings from windfall oil revenue that would be
channelled towards making productive investments which are
supportive of the country’s development drive. Furthermore, the fund
would allow for countercyclical fiscal policy, particularly when the

economic cycle takes a downward turn.
Outlook

Stronger international oil prices and an improvement in oil production are
expected to spur a rebound in economic activity in 2010, following flat
growth in 2009. The Angolan economy is projected to grow by 8.5% in
2010 on the back of a recovery in the petroleum sector that will stimulate
faster growth in the non-petroleum industry, particularly in the
construction and services sectors. An improvement in fiscal revenue
performance will enable the government to continue with its
reconstruction drive, which will be supported by a recovery in investor
confidence and strong investment inflows. Strengthening export revenue
on the back of the global economic recovery is also expected to be

favourable for real GDP growth.

The emergence of the global economy from the recession will
significantly improve conditions in Angola’s external sector. A recovery in
export earnings is expected to restore a positive balance in the current
account that is equivalent to 4.2% of GDP. Subsiding risk aversion and
an improvement in fiscal transparency, which is expected to slow state-
backed investments, will improve net FDI. That coupled with the
subsequent disbursements under the stand-by arrangement with the IMF
will narrow the deficit in the financial and capital account. The projected
combination of a current account surplus and smaller financial and
capital account deficit implies a small surplus in the balance of payments,
which is expected to improve the country’s usable net international
reserves to beyond the recommended floor of three months of import

cover.

Fiscal policy is expected to play the lead role within the package of key
economic reforms that the Angolan authorities are seeking to make over
the medium term. Following the tightening of fiscal policy in 2009, the
government seeks fiscal consolidation in 2010, however without
compromising social spending and critical infrastructure projects. The
government plans to release a revised 2010 budget in mid-2010 that will

assign financial resources to clear most of the current stock of domestic



arrears, which amount to US$4.5 billion. The revised budget will include
plans to phase out Sonangol's quasi-fiscal activities and gradually
remove the fuel subsidies. We expect these expenditure-cutting
measures and improvement in oil revenue to allow for a small fiscal
surplus of 0.5% of GDP in 2010. Over the medium term, the government
plans to reduce the non-oil fiscal balance by mobilising new streams of
non-oil revenue, which will reduce the fiscal authority’s dependence on

petroleum tax revenue.

The authorities plan to continue instituting a carefully managed exchange
rate adjustment that is underpinned by tight monetary policy as a means
of normalising conditions in the foreign exchange rate market. A tight
monetary policy stance implies a higher interest rate environment. As risk
aversion subsides, the appetite for longer dated paper is expected to
improve and yields to ease to more sustainable levels over the medium
term, from the 24.87% reported in February 2010. We thus expect the
yield on the three-month government and central bank debt instrument to
end the year 2010 at 18-20%.

A restrictive fiscal policy and tight monetary policy stance supports a
stable inflation rate in 2010. As a sizeable share of consumer goods and
services is imported, the exchange rate significantly influences inflation.
The EU is the main source of Angola’s imports and, given that the euro is
expected to continue displaying depreciation tendencies during 2010, the
kwanza to euro exchange rate is projected to strengthen and thus
dampen inflationary pressures. However, structural factors are expected
to limit the decline of inflation to an annual average of 13.2% in 2010,
down from 13.7% in 2009.
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Standard Bank forecasts of selected indicators
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