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EXECUTIVE SUMMARY

Ethiopia’s economic performance over the last two decades, and especially since 2004, has
raised more optimism about the prospects of the country than at any time in its modern
history. Not only has Ethiopia an impressive record of sustained growth, but thanks to a
combination of successful growth-oriented policies and well-conceived social policies it has
also made significant progress in achieving the Millennium Development Goals, creating
millions of jobs, and improving both the material and subjective wellbeing of the population.

Ethiopia’s strategy for growth, industrialization and international trade integration is reflected
in the Government’s Growth and Transformation Plan (GTP) that was launched in 2009/10.
With the Second Growth and Transformation Plan (GTP II), covering the period 2016-2020,
Ethiopia is set to continue its ambitious development agenda based on its agriculture-based,
manufacturing-driven and export-led growth strategy. The main principles of this strategy are
to build to the largest possible extent on linkages between manufacturing industries and
agriculture, to focus on the development of the most labour-intensive sectors to generate
employment, and to concentrate government support on a selected number of strategic
sectors.

This Diagnostic Trade Integration Study, which has benefitted from insights obtained from
field missions and numerous interviews with stakeholders in the public and the private sector,
gives particular attention to six of these sectors. Three of them have a strong export
orientation, namely the agro-food industry, the textiles and clothing industry, and the leather
and leather goods industry. Two other manufacturing sectors, the metals and engineering
sector and the chemical industry, receive priority attention in Ethiopia’s industrialization
strategy primarily because they can provide important intermediate inputs not only to the
three export-oriented sectors, but also to agriculture and the fast-growing construction
activities. In addition, further development of tourism is also considered of strategic
importance, given that the sector has a strong foreign exchange earning capacity, and an
equally strong potential for further expansion.

The main broad findings of this DTIS are that, by and large, current policies and private
sector efforts in Ethiopia go into the right direction and are conducive to advance the
country’s integration into international trade. The policy of targeting strategic sectors and to
create sector-specific support institutions has already shown positive results, although these
institutions need to be strengthened further, in terms of both the human and financial
resources available to them and the functions they assume in policy design, provision of
expertise and public-private dialogue. The Study finds that there is an urgent need for putting
in place a comprehensive framework for trade and industrial policies to ensure greater
coherence between, and better coordination of, various areas of trade-related economic
policies. Moreover, it identifies significant shortcomings at the level of policy implementation
as a result of insufficient administrative and institutional capacity.



Considerable macroeconomic and social achievements ...

Ethiopia’s recent macroeconomic performance has been strong overall, with robust real GDP
growth at an annual average of 10.8 percent during 2004-2015, and 10.1 percent during the
GTP | period. Sustained growth has brought down measured unemployment from a peak of
26.4 percent in 1999 to a record low of 17.4 percent in 2014 (IMF 2015a).

Real GDP per capita, growing at an average rate of 7.2 percent in the last five years, more
than doubled since 2004/05. This has helped to pull 26 percent of the population out of
poverty. While this performance is remarkable, per capita income growth has been somewhat
below the rate of 8 percent per annum, which would be required every year for Ethiopia to
achieve its objective of becoming a middle-income country by 2025.

Despite rapid output and demand growth in recent years, macroeconomic and external
imbalances have been avoided: the rate of inflation was significantly brought down and kept
within single-digit rates during most of the GTP | period, and fiscal and current-account
deficits have remained within manageable limits.

... but disappointing performance of exports and manufacturing

Notwithstanding these impressive macroeconomic outcomes, the performance of the
prioritized manufacturing industries sectors has been disappointing. During the GTP | period,
Ethiopia’s GDP growth was driven primarily by domestic demand, with public investment
alone accounting for more than half of GDP growth. The contribution of exports to
Ethiopia’s otherwise remarkable growth performance was disappointing. In particular, exports
of manufactures have been lagging behind targets, and the Ethiopian economy remains
vulnerable to the vagaries of international commodities markets, as witnessed by the strong
repercussions of the drop of international coffee prices on export earnings.

In spite of their increasing trend, the share of manufacture exports still accounts for only 24
percent of total merchandise exports and 9.6 percent of total export earnings. This reflects the
low level of industrialization in Ethiopia, with manufacturing industry contributing just
around 5 percent to GDP. Ethiopia’s economic structure continues to be dominated by
agriculture, which in 2014/15 accounted for more than 40 percent of GDP, 80 percent of
employment and 70 percent of export earnings.

Export expansion in those manufacturing sectors prioritized in Ethiopia’s industrial
development strategy has lagged behind the GTP | objectives. Yet, the three primarily
export-oriented sectors offer considerable opportunities for international trade integration
given the international market context and Ethiopia’s manufacturing capabilities at its current
stage of economic development. They are very labour-intensive with a large potential for low-
skilled employment, and offer the possibility to develop entire value chains from agricultural
production to the manufacturing of final goods. In this context, the domestic availability of
agricultural raw materials, including in particular cotton and raw leather, is considered a
comparative advantage.

Ethiopia has made significant progress in strengthening the infrastructure needed for
accelerated industrialization and trade integration. By contrast, both domestic investment and
FDI have grown relatively modestly and remained behind the objectives, in spite of generous
incentives in the form of tax and duty exemptions for investment in the prioritized sectors.
This explains, in part, why industrial productivity is still low by international standards,
notwithstanding considerable advances in recent years. The majority of the producers in the
prioritized manufacturing sectors operates at a small scale and has limited access to
technology and inputs.



Achievements in the strategic export sectors insufficient to meet ambitious targets

In the agro-food industry, gross value of output increased more than six-fold over the past 10
years, but the share of the agro-processing industry in Ethiopia’s GDP has remained low and
behind target. Export competitiveness of processed food from agro-industrial activities has
improved somewhat but is still very weak. Poor output quality constitutes a major constraint
for Ethiopia’s agro-industry exports, as evidenced by high rejection rates for some food items.
There has been little diversification in Ethiopia’s food exports into processed and higher-
value-added goods and Ethiopia’s trade in food and beverages continues to be highly
dominated by raw vegetables, coffee, oils and fats, and meat.

In the textiles, clothing and leather goods sectors, globally operating companies have been
driving export growth. Several of these companies, including retailers and brand manufactures
are either setting up their own production facilities in Ethiopia or are showing an increasing
interest in sourcing from Ethiopian firms in these two sectors.

Output and export of textiles and clothing rose about threefold during the GTP | period. But
product and market diversification has been quite limited, and imports, especially of finished
clothes, also rose very fast so that the sector’s trade deficit increased. Domestic production at
all levels of the value chain is still largely insufficient to meet the fast growing domestic
demand.

Over the past five years, the leather and leather goods sectors registered an annual average
export growth from that was considerably faster than world export growth in these goods,
indicating a gain in market share in world exports. This sector has been the only among the
prioritized manufacturing sectors with a positive trade balance. Given its sector-specific
comparative advantages, it has a potential to become a world class supplier of high-quality
finished leather and leather products, including shoes, garments, gloves and accessories.

Overall, the Ethiopian agro-food processing, textiles and leather industries have been far from
fully using their potential. Their existing productive capacity is largely underutilized and the
domestic provision of raw materials for these industries can be significantly increased, as and
80 percent of the Ethiopia’s country’s arable land is still uncultivated. This means that the
comparative advantages of a favourable climate and soil for agricultural food and cotton
production and a huge cattle population have translated only very partially into competitive
advantages for Ethiopian producers.

Remaining strong import dependence in metal and chemical products

Although the development of the metals, engineering and chemical industries has been
receiving an impetus from country's industrialization process and the construction boom, the
expansion of these industries has been held back by the limited domestic availability of
relevant raw materials.

The metals and engineering sector has achieved rapid output growth, albeit with varying
performances in the different subsectors. Although this sector’s production is primarily geared
to the domestic market, exports of a number of metals and engineering products have also
risen considerably, albeit from a low level. Yet, an estimated 90 per cent of the domestic
demand for base metals as well as metal and engineering products still has to be covered by
imports, which in 2014 made up about half of Ethiopia’ total merchandise import value. On
the positive side, this import growth was less on account of consumer goods than of
machinery and equipment, reflecting heavy public investments in transport, power and
telecommunication infrastructure as well as private investments in the productive capacities of
the prioritized export sectors.
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Output growth in the chemical industries has been faster than in the other prioritized sectors,
but this growth occurred at a very low level. And, although chemical production in Ethiopia
has been almost entirely for the domestic market, this industry has been far from meeting the
domestic needs of either basic or intermediate chemicals.

It follows that the prioritized manufacturing industries as well as agriculture and the booming
constructing sector have remained highly dependent on imports of intermediate metals,
engineering products and chemicals. And the metals and chemical industries are themselves
heavily dependent on imports of raw materials. The exploitation of domestic deposits for the
production of base metal and chemicals is circumscribed by natural endowments and the
relative costs of exploration and exploitation. Still, there is considerably scope for domestic
value addition in the production of intermediate and final goods in these sectors as Ethiopia’s
industrialization advances and per capita incomes rise. As Ethiopian firms develop their
supply capacities to meet the growing domestic demand, they could also raise their capacity to
gradually become more export-oriented, with a focus on entering the regional market.

The star performer: Tourism

Tourism is the only prioritized sector to have fully attained the targets that were set by GTP 1.
In 2015, the tourism sector accounted for about 34 per cent of Ethiopia’s revenue from
exports of goods and services, for 4.2 per cent of its GDP and for 3.8 per cent of its formal
employment. Tourist arrivals and revenue from tourist services have grown rapidly, with
Ethiopian Airlines alone accounting for more than two thirds of income from tourism in the
past few years. Although the Ethiopian tourism sector has been receiving relatively less
inflows of FDI than the manufacturing industries, it has considerably increased its overall
capacity to host foreign guests in recent years and has also gained in overall competitiveness
as a tourist destination. However, it is still lagging behind many other countries, including in
Africa, and both the quality of tourism services and their distribution of tourism activities
across the country remain to be improved.

Need for a comprehensive strategic framework ...

Research and interviews conducted for this study suggest that one of the reasons for the
disappointing manufacturing export performance has been the absence of an all-embracing
strategic framework for international trade integration. Considerable efforts have been
undertaken in recent years to improve coordination of trade-related policies, but an
institutional mechanism to provide strategic leadership in the trade integration process is still
missing. Such leadership for policy design and effective policy implementation is needed to
respond to three major challenges: First, the institutional deficit to cope with today’s world of
international supply chains and networks; second, the lack of strong, institutionalized cross-
ministry coordination on trade policy issues; and third, the lack of an institutionalized
mechanism for serious private-public consultation. A general policy challenge is therefore the
design of a comprehensive trade strategy and a framework for better coordination of all trade-
related policies that take full account of the nexus between international trade integration, the
creation and upgrading of productive capacities for industrial development and the
strengthening of domestic supply chains.

... and coordination of all trade-related policies

The design of such a trade strategy must take into account that it is the combined effect of all
trade-related policies and the synergies that arise from their coherent and consistent
implementation which determines the speed and intensity of structural transformation. Trade
is inherently a cross-cutting issue that involves many Government departments, public
agencies, private sector operators and trading partners. It encompasses diverse sectors,
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including industry, agriculture, services, customs and border management, trade facilitation,
logistics, finance, transport and information and communication technology; and it requires
consideration of multiple perspectives, including the overall business environment, fiscal
aspects and macroeconomic policies, education and vocational training, and upgrading of
technical and managerial skills. It is therefore easy for coordination failures among different
government agencies to occur, and for opportunities for synergies and complementarities to
be missed. Under the existing practice of ad hoc inter-ministerial consultations the practice of
trade policy tends to become reactive rather than being proactive. And even if policy
measures are implemented effectively at the practical level, their results may not always be
well reflected in direct impacts at the level of individual firms. It follows that, in addition to
policy coordination, regular consultation is necessary with the private sector.

Fiscal and monetary policies matter for trade integration and structural transformation

A central aspect of trade policy coordination is the link between trade, industrial and
macroeconomic policies. Trade and industrial policies are inexorably linked with decision-
making and planning in budgetary and tax matters. In this regard, Ethiopia’s strong
dependence on tariff duties for government revenue is a reason for concern. Import duties and
other trade taxes still account for more than one third of Ethiopia’s total government revenue,
but the revenue raising power of import duties is likely to be eroded in the future, especially
in connection with accession to WTO. This implies a narrowing of the Government’s fiscal
space, which needs to be compensated by higher revenues from other sources. In turn, a
reform of the public revenue system must take account of its impact on the structure of
incentives for private actors, in particular in the corporate sector.

With regard to monetary policy, it is essential that the National Bank of Ethiopia (NBE) be
included in the institutionalized coordination of policies in support of industrialization and
trade integration. The NBE plays a central role in shaping the macroeconomic environment
for investment, structural transformation and growth by determining the interest rate and
influencing the exchange rate. Low interest rates are favourable for investment because they
mean low credit costs for investors. Therefore, in its efforts to maintain price stability, the
Ethiopian Government may be well advised to rely not only on restrictive monetary policy by
the NBE, but to also use other instruments for this purpose, such as preventing excessive
increases in wage and food prices. Overvaluation of the exchange rate is a reason for concern
not only in view of Ethiopia’s widening current account deficit, but also in view of the
international competitiveness of the still nascent Ethiopian manufacturing industry in a global
environment of slow growth. On the other hand, it has to be recognized that an overvalued
exchange rate reduces the costs of imported inputs in domestic currency and helps to keep a
lid on inflation. In any case, policy coordination between the Ministries of Trade and Industry
and the central bank would be essential to identify short- and medium priorities for an
exchange rate management that takes account of these conflicting aspects.

Internal constraints on trade expansion are more binding than external ones

12



With regard to its potential to expand external trade, one of the few advantages that Ethiopia
enjoys, as an LDC, is preferential treatment by many of its developed country trading
partners. But Ethiopian producers are far from reaping the full benefits from preferential
market access, partly because they are unaware or badly informed of the opportunities
offered, partly because they lack the required supply capacity or marketing skills. It also
appears that there is a considerable unused potential for Ethiopian manufacturers to engage in
regional trade.

Hence, internal constraints on output and export growth are more binding than external ones
and most of these internal constraints are common for the different prioritized sectors. It is
mainly the combined effect of several of these internal constraints behind low average rates of
capacity utilization, which make the prioritised sectors unable of to deliver the quantity and
quality of goods requested by foreign clients.

Furthermore, the comparative advantage represented by a favourable climate and soil for
agricultural food and cotton production and a huge cattle population, have translated only
very partially into competitive advantages for Ethiopian producers.

Technological shortcomings and skill shortages

Overall technical efficiency in the domestically-owned manufacturing firms in Ethiopia is
compromised by often outdated machinery and production technology and insufficient
technical and managerial skills. Technological upgrading is a matter of investment inflows,
but in order to be effective it has to be combined with improvements and adaptation of
workers’ skills, management know-how and entrepreneurial competence. The number of
educational and training institutions at all levels has significantly increased in recent years,
but a remaining challenge is to better align vocational training and high-school education with
the specific requirements of the strategically important sectors. Improved skills will also be
necessary in the agricultural sectors slated for supplying inputs to the prioritized export
sectors.

Key importance of the domestic supply chain

The most binding constraint for faster growth and trade integration of the prioritized sectors
appears to be the insufficient integration of the domestic supply chains, in particular, between
the manufacturing sectors and agriculture. Although Ethiopian agriculture has a huge
potential to enlarge its output, the provision of agricultural raw materials to the agro-food,
textiles and leather industries, which are at the heart of an agriculture-based manufacturing-
led development strategy, have been inadequate in terms of quantity and quality. As a result,
large amounts of raw materials and intermediate goods have to be imported, and such imports
are often rendered complicated by the existence of other constraints, such as shortcomings in
customs procedures and inefficiencies in the transport and logistics systems.

The supply chain constraints begin to occur far upstream, with the provision of appropriate
inputs to agricultural production and livestock breeding. They continue at the stage of
harvesting and slaughtering and the collection and domestic marketing of agriculture output.
Finally, within the textiles, clothing and leather sectors, there are frequent problems in the
availability of intermediate inputs on a timely basis, such as textiles yarn, textile fabrics and
finished leather for further processing into final clothing and leather products. At this stage,
insufficient domestic availability of inputs form ancillary industries, such as metal products,
chemicals or pulp and paper are also perceived as a constraint, as are weaknesses in transport
and other business services.

Successful industrialization begins by raising agricultural output and efficiency
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Traditional socio-economic structures in rural areas strongly influence today’s value chain
and modes of agricultural production. These structures appear to be incompatible with the
ambition to develop the Ethiopian agro-food, textiles and leather industries in a way that
would raise their international competitiveness and make them a major source of income and
employment creation.

Agricultural raw materials for domestic manufacturing mostly come from small farming units
with little commercial awareness and low productivity. Small-scale subsistence farmers
account for about 97 percent of agricultural production. They rely on rain-fed production,
dispose of only very basic production techniques, and have limited access to quality seeds,
animal feed, and pest and disease control facilities. They also operate with poor transport and
storage facilities, and frequently lack information as to product requirements of processors.
Only few farmers are organized into market-oriented farmer associations or cooperatives
offering the possibility of pooling resources in order to meet challenges such as access to
inputs, storage, transportation, grading and packaging. Yields from agricultural activities are
low, the quality of agricultural produce is often insufficient, and there are considerable losses
of raw materials on their way from agricultural producers to the manufacturing firms.
Agricultural raw material marketing systems are inefficient and often unable to provide
adequate services to the manufacturers.

The gap between the actual and potential supply of agricultural raw materials to the growing
manufacturing sectors suggests that the market mechanism cannot be relied upon as an
instrument to bring Ethiopia’s comparative advantages to bear on its industrial development.
Government and public support institutions have to assume a strong role in the process of
adjusting agricultural production and marketing structures to the needs of manufacturers
further down the value chain.

The challenge of meeting international quality standards

Among the reasons why many Ethiopian firms lag behind in international competitiveness, is
insufficient compliance with international quality standards, be that in agricultural or
manufactured products. One reason is a lack of awareness among operators of the importance
to comply with such standards. Another is a delay on the part of the public sectors in
establishing product standards and in ensuring compliance through product testing, quality
control and certification. Some necessary steps have already been taken by the Ethiopia’s
National Quality Infrastructure (NQI), with a view to strengthening compliance with
standards embodied in the WTO SPS/TBT agreements. But considerable challenges remain in
respect of access of producers to comprehensive information about technical standards,
product testing equipment and methodologies, access to certification and international
accreditation of certifying institutions. The relevant institutions do not dispose of sufficient
resources and expertise to provide comprehensive compliance and certification services, and
lack accreditation by an international body.

Remaining infrastructure constraints despite heavy investments

Huge infrastructure investments have been a central element in the Ethiopian Government’s
industrialization strategy. Nevertheless, a number of bottlenecks remain in transport and
logistic infrastructure, energy and water utilities as well as telecommunications infrastructure.
Constraints in electric power and water provision, together with shortcomings in the transport
infrastructure, continue to be responsible for an estimated 50 percent of the productivity
handicap faced by Ethiopian firms. These constraints have often contributed to the reluctance
of potential exporters to turn to external markets and to make greater international marketing
efforts for fear of being unable to meet international contracts. Thus, further public investment
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in infrastructure will have secondary effects through improvements in the conditions for
private investment, in addition to its primary impact on overall productivity.

Need for more efficient trade logistics and enhanced trade facilitation

Since global supply chains and international production networks demand ever faster cross-
border transaction, Ethiopia, as a landlocked country, needs to make special efforts to ensure a
maximum of efficiency in transport and trade logistics. Although significant progress has
been achieved in recent years, including the design of a comprehensive trade logistics
strategy, Ethiopian firms still require more time to reach the destination markets than their
competitors in other developing countries. They face considerable operational constraints as a
result of very time-consuming and convoluted trade, transit and border clearance procedures,
and formalities to obtain import licenses, foreign exchange permits and letters of credit.
Moreover, the processing of documentation that is necessary for firms in the prioritized
sectors to benefit from privileges like the voucher and duty draw back systems and
subsequent reconciliation is often also very slow, causing a drain on the working capital of the
companies concerned.

Further improvements in the logistics system and trade facilitation are a key requirement for
strengthening the competitiveness of Ethiopian producers. The challenge is to accelerate full
implementation of the multimodal system, which can significantly reduce the time, and so the
cost, of transit and transport. Harmonization and simplification of documents combined with
automation and streamlining of customs procedures would bring significant gains for the
Ethiopian economy as a whole in terms of larger trade volumes and lower trade costs. Most of
the measures that need to be taken in this area are primarily relevant for import trade, but
since the capability of many Ethiopian manufacturing firms to produce and export goods at
internationally competitive prices depends on imported intermediate goods, these measures
are also of key importance for the success of the export-oriented industrialization strategy.

The current challenge in trade facilitation relates not so much to the design of reforms but
primarily to their efficient coordination and effective implementation. Establishing a single
Government entity to take the lead on trade facilitation and logistics would greatly facilitate
the coordinated implementation of a holistic trade facilitation reform.

Higher investment in productive capacity indispensable ...

A more substantial shift of productive resources from lower- to higher-productivity sectors
will be necessary to accelerate the transformation of the Ethiopian economy in the coming
years. GTP Il aims at an accelerated shift in the production and export structure towards
products with a higher value-added content. For these reasons, considerable challenges remain
for Ethiopia with regard to raising investment for upgrading and expanding productive
capacities, not only in its manufacturing sector, but also in agriculture and the sectors
providing industrial services. In the clothing and leather goods industries, FDI can be
expected to make an even greater contribution than in the past to productive capacity building.
But this will not be enough. What is also required is a greater engagement of domestic
entrepreneurs to undertake such investments. The motivation to invest in export-related
manufacturing activities, on the part of both domestic and foreign firms, is being stimulated
through attractive fiscal incentives. On the other hand, this motivation is compromised by
insufficient or unreliable availability of adequate labour skills, raw material supplies and
infrastructure and logistic services, as well as by bureaucratic hurdles to “doing business”.

... but impossible without better access to finance
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With regards to the ability to invest, financing constraints have been among the main
obstacles for Ethiopian firms in their efforts to expand and upgrade their production and
increase exports. Such constraints are also a hindrance to the modernization of the agricultural
sector. They are being felt both in short-term financing of current activities and in long-term
financing of investment for extension and technological upgrading of productive capacity.

An increase in the rate of private investment from around 17 per cent in 2013/14 to more than
20 per cent in the coming years, as envisaged in GTP II, will not be possible without
facilitating the access of firms to finance. Retained profits are the most important source of
investment financing (about 85 percent) and higher profits generated by greater overall
efficiency would bear on both the propensity of entrepreneurs to invest and the possibilities of
self-financing of their investment projects. However, at the early stages of a manufacturing
activity, profit margins are typically small and insufficient to allow for higher self-financed
investments. Bank lending as a complementary source of corporate finance is therefore of
particular importance to allow for the required jump in the rate of private investment. It is in
particular SMEs and new market entrants that are frequently suffering from inadequate access
to finance. This constraint appears to be a greater problem in Ethiopia than in other
developing countries, including many in Sub-Saharan Africa, and it seems to have become
tighter in recent years, as the ratios of credit to the private sector to total bank credit and to
GDP have consistently been declining since 2007.

Need for innovative policies to increase bank lending

The lending capacity of the Ethiopian commercial banks is based primarily on the amount of
savings and time deposits it receives. In addition, long-term commercial bank lending to
private firms is constrained by the obligation of banks to hold a minimum proportion of their
assets in government bills and to hold 40 percent of their loans in short-term credits, as well
as credit ceilings. Moreover, a large part of bank financing is absorbed by the financing of
large infrastructure projects. Even within this limited lending capacity, banks are reluctant to
extend long-term investment loans, and if they do, such lending is mostly subject to restrictive
collateral requirements, which potential investors are often unable to provide. This is due to
the fact that the risk assessment of such loans is often difficult in the Ethiopian manufacturing
sector, as it often concerns new firms or innovative projects, which however are key to the
dynamics of any growing industrial sector.

The challenge for the Government is therefore to combine sectoral support policies with a
more pro-active approach to designing an overall financial system that facilitates access of
firms to short-term and long-term finance at reasonable terms. For the banking system in
Ethiopia to assume a stronger developmental role than in the past, its lending capacity of the
commercial banks must be enlarged by strengthening their possibilities for refinancing at the
NBE. Moreover, through their own lending, the Development Bank of Ethiopia (DBE) and
the NBE could directly or indirectly provide the needed investment financing; they could also
play a stronger intermediating role to access foreign currency loans for the financing of
capital goods imports, where this is in line with trade and industrialization strategy.

Refining Ethiopia’s marketing strategies

Strengthened international marketing efforts will be required to enhance the integration of
Ethiopia’s manufacturing sectors as well as tourism in international trade. Such marketing
efforts must be undertaken for strategically important product groups to showcase Ethiopia as
a production location, with a view to attract foreign investors and leading firms in
international production networks to source form Ethiopia.
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Individual domestic manufacturers in Ethiopia are unlikely to be able to successfully
undertake international marketing efforts individually, especially at the global level. For most
of Ethiopia’s export items, especially clothing and leather products, the structure of the global
markets is such that buyers typically have considerably larger market power and a much
clearer picture of global sourcing possibilities than most Ethiopian firms have of their
possibilities to sell their products abroad. Attempts of integrating Ethiopia’s light
manufacturing industries into global trade have to take account of the fact that at the core of
the global trading system is the expansion of Global Value Chains (GVCs), which are
dominated by large transnational corporations (TNCs). This makes it extremely difficult for
domestically-owned firms, particularly in the clothing and leather sectors, to market their
products directly to retailers in the largest foreign markets, except perhaps for certain niche
products. Efforts to increase the visibility of these firms may therefore primarily be geared to
market Ethiopian firms, rather than their products, as part of a GVC.

Still, the picture that potential international buyers have of the advantages of sourcing from
Ethiopia can be influenced by enhancing the visibility of the Ethiopian export sectors through
improved internet presence, including of the sectoral institutes and private sector associations,
and through well prepared and targeted participation in international trade fairs. Presentations
and dissemination of information have to become much more client-friendly than they have
been hitherto.

The markets of neighbouring countries and the wider African and Middle Eastern region, may
deserve heightened attention in the orientation of Ethiopia’s overall export marketing strategy
for all prioritized sectors. Efforts to access global markets should not lead to neglecting
opportunities in the regional markets, and for that matter, in the domestic market. Especially
in the clothing sector, marketing tools should be used better to increase the share of Ethiopian
companies in the domestic market, which would help to reduce the worrisome trade deficit in
in these goods.

Ambitious objectives and targets for the GTP 11 period

In its GTP 1l for the period 2016-2020, the Ethiopian Government has again set the objectives
very high, including export targets. Further structural change is to be linked even more closely
than in the past to the country’s gradual integration into international trade for this to occur.
The investigations undertaken for this DITS confirm the considerable industrial and trade
development potential of the Ethiopian economy, but also the need for raising the
effectiveness of public policies in support of selected private economic activities. The
outcomes will, however, also depend in large measure, on the external economic
environment, including the evolution of global demand for the goods that Ethiopia can export,
the willingness of the country’s development partners to continue with their generous
technical and financial cooperation, and the extent to which the policy adjustments needed for
accession to WTO can be reconciled with Ethiopia’s agriculture-based manufacturing-led
development strategy.
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ACTION MATRIX

OBJECTIVES | ACTIONS TO BE UNDERTAKEN REQUIREMENT | PARTY TI1 | LINKS
S RESPONSIBLE MI | WITH
Policy Policy Tech.& N GTP 1IlI's
Implem | Chang Finan. .
ent. e Assist. G Pillars
Trade Policy
Coherence in | « Design a comprehensive Trade Policy and set up X PMO(*), MoFA(*), | ST | Pillar a)
Trade Policy- a Trade Policy Coordinating Council (TPCC), MoT, MoFEC, ECCSA Sustaining
making chaired by the Higher Authority to coherently the rapid
link all trade-related policies and regulatory economic
measures growth
o Set up a TPCC Secretariat responsible to X
set the agenda and consult with all Pillar g)
national stakeholders Continue to
e Ensure policy coordination to promote X PMO(*), MoT, Mol, | ST | build
prioritized sectors across Ministries, including MoFEC, NBE, DBE, democratic
National Bank of Ethiopia (NBE) and public Chamber of and
finance agencies Commerce developme
e Ensure adequate training and preparatory work X ST | ntal good
is undertaken in the context of the country's MoT(*), MoFA governance
WTO accession
Regional trade | ¢ To enhance access to regional market, X X X MoT(*), MoFA, Mol, | ST Pillar a)
policy accelerate accession to the COMESA FTA MOFEC, ERCA, donors Sustaining
e Actively participate in the Tripartite and X X ST | rapid,
Continental Free Trade Area negotiations broad
o Identify and strive to maximize the possible X X ST | based
national benefits from the integration and trade growth
relation
e Strengthen cross border trade relations and X X ST
initiatives
Focus on quality | e Ensure coordinated implementation of all X X X NQI(*), donors ST | Pillar b)
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enhancement for elements of the NQI Strategy, including Increase
export promotion establishment of Technical Regulation productive
Coordinating Office (TRO) and strengthening of capacity
the National Quality Forum (NQIF) and the and
National Quality Infrastructure Technical efficiency
Committee (NQITC)
Foster greater proximity with stakeholders by MST(*) ST
including them in the Coordinating entities
Strengthen institutional capacity, mainly on NQI(*), NMI, ESA, | ST
infrastructure, equipment, accreditation and ECAE, donors
international recognition NQl(*), ESA, ECAE,
Design an outreach strategy for the provision of NMI MT
relevant information on regulations, quality
promotion to private sector and the general
public
Improve test procedures with better equipment NQI(*), ESA(*), ECAE, | ST
and calibration facilities and trained experts NMI, MOARD, donors
Set up and strengthen SPS and TBT enquiry ST
points
Trade Facilitation
Accelerate  the Modernize the customs system in line with ERCA(*), MoTR, | ST Pillar b)
reform proclamation customs law of 2014: adopt EMAA, MoT, Mol, increase
programme Customs automation, electronic processing of donors, MOFA productive
transactions and payments and, replace paper capacity
documents with electronic ones, while and
providing accurate and timely metrics on efficiency
clearance and logistics time to the stakeholders
Fully implement multimodal transport, including MoTR (*),MOFA | ST
the facilitation of cargo transport with non- EMAA, MoT, Mol,
ESLSE companies donors
Upgrade dry ports to facilitate the supply of raw MoTR(*), MoT, donors | ST

materials for export manufacturers, strengthen
capacity of the private sector operators
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Align trade facilitation measures with those
agreed by COMESA

Enhance international competitiveness at the
international level, develop and upgrade
institutions for product standardization (quality,
certification and accreditation) and sensitize
domestic producers on international technical
and quality standards

MoT(*), MoTR(*),
EMAA
MoA, MoT(*), ESA(*),
ECAE, Nal, LIDI,
donors

ST

ST

Ethiopia-Djibouti
Customs
Coordination and
better regional
infrastructure

Accelerate the implementation of the new of
Ethiopian customs computerized system eCMS
(TradeWorldManager) and ensure its
compatibility with ASYCUDAWorld System in
Djibouti and other neighboring countries.
Enhance the efficiency of customs procedures at
the border and other neighboring countries,
provide the physical and legal infrastructure to
set up a one-stop border post

Strengthen the efficiency and the mandate of
the Permanent Committee on Transit and create
and technically equip a joint Ethiopia -Djibouti
Corridor Management Authority

Ensure efficient, direct links and connections
between the port of Djibouti and the container
terminal in Modjo and crease a joint railway
regulatory authority

ERCA(*), MoTR, MoT,
donors

ST

MT

MT

ST

Pillar b)
increase
productive
capacity
and
efficiency

Enhance
domestic
infrastructure

Create synergies, agglomeration effects and

facilitate technology transfers in the existing

industrial parks

o Link them to the railway, road networks and
provide the parks with power and water
utilities

Improve the rural road network for transport of

MoWUD(*),
MoFED(*), MoTR (*),
donors

MoTR(*), MoA, donors

ST

ST

ST

Pillar a)
Sustaining
the rapid,
broad
based
economic
growth
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agricultural inputs to production sites ST | c) Enhance
Strengthen ICT for both public and private use X X MoCIT(*), donors ST | the
Strengthen the combined electricity and water X X MoWUD(*), MoA(*), transforma
utilities expansion focused on improved water MoFED(*),MOFA, tion of the
and irrigation facilities for cotton production donors domestic
private
sector
Education
Target skill Better align vocational training with the labour X MoE(*), MoT, MoFEC, | MT | Pillar b)
formation and and managerial skill requirements in the MOST, Universities, increase
innovation prioritized sectors MOFA, MoLSA productive
capacity o Expand enrolment capacity of TVET and X ST | capacities
increase teachers' competences
o Promote on-the-job skills training and X MT | Pillar f)
intra-industry collaboration in technical Accelerate
and managerial training in both private human
and public institutions developme
o Ensure technology and know-how X ST | nt and
transfer technologic
al capacity
building
Supply chains
To strengthen To increase the cultivated land area, promote X MoA(*), ESA, MoWUD, | ST Pillar b)
domestic supply commercialized farming, the creation of larger MoT, NQl, donors increase
chains agricultural operating units, and the necessary productive
related infrastructure capacity
To raise agricultural output and farm X X ST | and
productivity, expand agricultural extension efficiency
services to the prioritized export sectors,
including improved farming and harvesting
practices and pest/disease control
Establish a greater number of Rural X X MT

Transformation Centers, preferably linked to
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industrial zones

e Fully implement existing legislation aimed at ST
strengthening the domestic supply chain and
enhance quality-related price incentives
To enhance links | « Target support to those firms that are Mol(*), MoFED(*), | ST | Pillar a)
with participating in GVC with the aim of upgrading MoT, MoFA, donors sustaining
international them on the chain and support firms that have a the rapid,
chains potential to succeed in niche markets, outside of broad
GVC, in view of enhancing market access for based
domestic products economic
e Develop a concrete action plan that would ST | growth
enable the implementation of the Ethiopia's
National AGOA Response Strategy and create a Pillar  b)
one-stop consultation service for exporters and increase
potential exporters productive
e Enhance the visibility of Ethiopian export ST | capacity
companies and sectoral associations, including and
through participation in international trade fairs efficiency
Finance and Investment
To strengthen | ¢  Enhance local and rural presence: new branches MoFED(*), NBE(*), EIC | MT | Pillar b)
domestic finance of commercial banks should be opened in rural increase
necessary to areas productive
increase  liquid | ¢  Finance investment projects of viable small and MT | capacity
working capital medium-sized firms, reduce the official rate for and
long-term bank lending and adapt collateral efficiency
requirements to the realistic capacity of firms
e NBE should assume a stronger developmental MT | Pillar c)
role and provide targeted and selective liquidity Enhance
to commercial banks the
transforma
tion of the
domestic
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private

sector
To enhance | ¢ To establish a closer link between profits from MoFED(*), EIC, MOFA, | MT | Pillar c)
investment  for exports and productive capacity investment, donors Enhance
productive introduce a temporary corporate profit tax the
capacity exemptions for exporting firms transforma
e Develop further the one-stop-services of the EIC, ST | tion of the
improve data collection and project evaluation domestic
e To mobilize FDI sources and facilitate linkage private
with domestic sector ministries sector
SECTOR-RELATED RECOMMENDATIONS
1. Agro-food processing
1.1 Improve | ¢ Create a specific agro-food industry dedicated to MoA(*), MoFED, MOI, | ST | b) Increase
policy the development of the entire value chain MoT productive
consistency and | e Identify areas of intervention, improve MoA(*), donors ST | capacity
coordination availability of up-to-date and reliable and
between agricultural, food processing, trade statistics efficiency
stakeholders e Help firms become internationally competitive, Mol(*), MoT, MoFEC, | ST
create a Manufacturing Efficiency and Response MERU, MoA, MoH,
Unit (MERU) to identify and rapidly address MoST
operational constraints arising in day-to-day
practices
1.2 Enhance | ¢ Overcome raw material supply and quality Mol(*), MoA, | MT | ¢) Enhance
vertical constraints, strengthen rural transformation MoWUD, MoT the
integration centers, preferably within agro-industrial parks transforma
between to enable farmers to sell their outputs and tion of the
agriculture and receive production inputs, access to cold/dry domestic
industry storage facilities private
e Facilitate the coordination of private industrial Mol(*), MoT ST | sector
parks with the agricultural input providers
e To access value chains, introduce contract MoA(*), Mol, MoT ST

farming between farmers and processors to
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adequately identify quantity and quality of raw
material, production methods, prices, financial
support

e To create scale economies and facilitating post- Mol(*), MoT, MoA ST
harvest handling, create producer associations
and/or cooperatives
e To enhance development of key export sectors, MoA(*), donors ST
expand water utilities and water supply for
agriculture. Increased power generating capacity
to be aligned with water supply for irrigation in
agriculture and industrial use.
1.3 Enforce | ¢ To ensure product conformity, introduce a food MoST(*), MoT(*), | ST | c) Enhance
quality standards safety and quality control and standardization MoA, donors the
to enhance system to implement standards, regulations and transforma
competitiveness certification schemes tion of the
e As NTMs are becoming significant, provide MoA, MoST(*), domestic
industry-specific testing and standard MoT(*), donors private
equipment and related training sector
Il. Leather and Leather Products
II.L1  Strengthen | ¢ Strengthen and rationalize the domestic value Mol(*), MoLF(*), | MT | Pillar b)
the domestic chain through the creation and implementation MoT(*), LIDI, donors increase
supply chain of of a strategic action plan to enhance outreach productive
leather to raise programmes and extension services to increase capacity
the quantity and the quantity and quality of raw hides and skins, and
improve the to include: efficiency
quality of raw o Increase the off-take flock and ST
hides and skins reproduction rates and improve animal Pillar c)
husbandry enhance
o Discourage the export of live animals LT | the
and punish illegal trade transforma
o Design outreach and extension MT | tion of the
sensitization programmes domestic
o Introduce systematic control of ST | private
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cattle/sheep diseases

Full implementation of regulations
regarding pre- and post-slaughter
management of hides and skins
Introduce official quality standards that
would enable a premium-quality-based
pricing mechanism

Training for traders and operators to
increase skin and hide preservation
Create rural cooperatives to have larger
units for livestock breeding

Enforce proclamations 457/2005 and
819/214

Establish an institution responsible for
the system of collection, coordination,
quality-control of raw hides and skins, in
coordination with meat production
process

Improve technical efficiency of domestic
producers through training and advisory
services, particularly for tanneries

O

O

LIDI and private sector associations
should enhance their direct deployment
of expertise, particularly regarding
quality control, and compliance with
quality standards targeting those
companies that have the highest degree
to succeed in international markets

To generate multiplier effect, provide
financial support to firms that
temporarily employ foreign experts to
advance technical know how

Set up public input supply enterprises that

Mol (*)

LIDI(*), ELIA, ERHSSA,
donors

MoA(*), MoT, EIC

ST

MT

ST

MT

ST

ST

MT

ST

ST

sector
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intermediate with foreign suppliers to facilitate
the import of raw hides and skins and other
inputs from neighbouring countries

1.2 Expand | ¢ To penetrate into regional markets and use MOT(*), MoA, Mol, | ST Pillar b)
export markets favorable access into EU and USA markets, EIC increase
for leather goods introduce one-stop consultation services about productive
with a higher market access, and technical standards for capacity
value added and leather products, in particular for SMEs and
increase e Support participation of Ethiopian producers in Donors, MoT(*), MoA, | ST | efficiency
marketing efforts international leather fairs Mol
e To strengthen capacity for innovation in product ERHSSA, ECCSA, ELIA | MT | Pillar c)
design and manufacturing process, develop enhance
strategies aimed at identifying niche markets, the
product specialization and specific client groups transforma
e To enhance marketing of locally produced MoT(*), MoA(*), | sT | tion of the
goods, create of a specific Ethiopian brand for donors domestic
high-quality products private
e To create economies of scale, promote MoT(*), MoA, LIDI ST | sector
subcontracting between larger and smaller firms
to create larger footwear factories that could
carry out large export orders
e Toincrease productive capacities, develop a Donors, MoT(*), MoA | ST
strategy to attract FDI in high value-added
segments of the leather industries
1ll. Textiles and Clothing
1.1 Trade policy | ¢ To strengthen domestic supply chain, shift the Mol(*), MoT, MoFED, | MT | Pillar c)
direction focus of support from export promotion to the MoA, TIDI, ETGAMA, enhance
promotion of the overall production capacity at donors the
all level so as to substitute imported raw transforma
materials with domestically produced cotton tion of the
and textile fabrics domestic
e To enable the development of the textile and MoT(*), MoA, MoFED, | ST | private
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garment industry, protect domestic industry TIDI sector
against import competition, while building up
domestic production capacity
1.2 Strengthen | ¢ To remove input shortages, set up input supply MoA(*), MoT(*), TIDI, | MT | Pillar b)
domestic supply public enterprises aimed at closing the gap MoFED increase
chain between demand for and supply of intermediate productive
o Strongly increase domestic cotton ST capacity
production by extending land cultivation and
and irrigation efficiency
o Identify input fabric from other AGOA ST
priviledged countries to observe the RoO Pillar c)
in international agreements enhance
o Elaborate a strategy aimed to accelerate LT | the
the commercialization of domestic transforma
cotton farming tion of the
domestic
private
sector
1.3 Increase | ¢ To increase productivity and create economies MoA(*), MoT(*), MoE,
Productivity and of scale in production: Mol, ITFT, TGRC, EIC,
total production o Promote subcontracting from larger to Universities, donors ST
smaller domestic firms and mergers of
smaller firms into bigger ones
o Develop metrics to monitor the extent ST
to which foreign firms are integrating
with the domestic economy through
backward linkages
o Enhance financing schemes to raise the ST
productive capacity of existing firms
o Develop national capacity to innovate in ST

product design and manufacturing,
including through technical vocational
training




.4  Strengthen

To facilitate trade expansion in the North

MoA(*), Mol(*),

Pillar  a)

integration in American and European markets: MoT(*), ESA, MoFED, Sustaining
international o Raise awareness among producers of donors ST | the rapid,
marketing  and the advantages offered and on existing broad
global value rules of origin based and
chains o Strengthen the implementation of the X LT | equitable
National AGOA Response Strategy economic
o Simplify the national rules concerning X ST growth
the export of 837 textiles and apparel
products that are subject to prior
specific official authorization and
archiving information pertaining to
export exclusively to the USA market
e Raise awareness on the trade opportunities in X ST
African and Middle Eastern markets
IV. Other prioritized sectors: Chemicals, Metal industries and Tourism
IV. 1 Enhance | ¢ Inorder to substitute imported chemicals with MoFED, MoT, MoME, Pillar b)
the domestic domestically produced ones: Mol, CIDD, ECIC, Increase
chemical o Mobilize exploration and exploitation of donors MT | productive
industry's local deposits of raw materials for base capacity
capacity chemicals
o Accelerate exchange of technological ST | Pillar d)
capability and upgrade technical skills Build the
o Promote FDI in the chemical sector X ST | capacity of
o Improving logistics and border X ST | the
administration will make indispensable domestic
imports of chemicals cheaper constructio
n industry
v. 2 Raise | @ Strengthen the role of the MIDI: MIDI(*), MoFED(*), | MT | Pillar b)
demand and o Improve coordination with METEC X MoT(*), MoA, METEC, Increase
supply of o Support the design, product X EABME productive
domestically development and manufacturing capacity

produced metals

process
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o Make it responsible for strengthening

Pillar d)

the linkages between industrial activities Build the
and research, including technical and capacity of
managerial know how the
To enhance and enlarge the currently low ST | domestic
domestic assembly industry, reduce duty on constructio
imports of unfinished metals and engineering n industry
items and account for grater contingency stocks
To foster domestic metal industry, public ST
procurement for construction projects should
give priority to locally produced metal and
engineering products.
Incentivizing private purchase or repair of metal ST
products for investment in production
equipment in agriculture and manufacturing:
o Offer tax privileges linked to the
purchase of construction material or
machinery from local metal firms
o Introduce an advantageous loan facility
for the purchase of domestically
produced/assembled agricultural
machinery brilliantly
Iv. 3 Foster Finalize and implement the tourism master plan MoCT(*), MoFA, | ST | Pillar a)
tourism as source and design a tourism promotion strategy MoFED, ETO, donors Sustaining
of employment Provide greater support and additional the rapid,
and growth incentives to private (domestic and foreign) broad
investors based and
Enhance training in hospitality through the equitable
installation of vocational schools economic
To increase tourism arrivals, ease visa policy and growth and
scale up e-visas or visa on arrival developme
nt

Elaborate combined tourist circuits with East
African countries
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e To finance a tourism masterplan, enforce a X
tourism taxes collection and redistribution
mechanism

Note: Short Term (ST) indicates 0-3 years, Medium Term (MT) indicates 4-7 years, Long Term (LT) above 7 years.

An (*) placed next to an Agency indicates that it is the Lead Agency to ensure the implementation of the given action.




PART II:

Ethiopia’s international trade integration and its
agriculture-based export-led industrialization strategy

This DTIS comes at a time when Ethiopia embarks on its second five-year Growth and
Transformation Plan (GTP IlI), covering the period 2016 to 2020. This gives an
opportunity to take stock of the outcomes of the implementation of Ethiopia’s industrial
development under GTP I in terms of advancing the integration of the Ethiopian economy
into international trade and to draw lessons for the challenges that have to be tackled by
the Ethiopian authorities and private sector stakeholders in the next five-year phase of
Ethiopia’s structural transformation. This is the subject of Chapter I.

While some policy measures may need to be adjusted in light of the recent experience, it is
mainly the level of implementation and coordination of trade policy in the narrow sense
with other areas of public policy that deserves special attention. In order for Ethiopia to
attain its ambitious trade objectives it is essential that all trade-related policies are
coordinated and implemented in a coherent and consistent manner. Learning from recent
experience, it is critical that in the course of implementing GTP 11, Ethiopia elaborates a
comprehensive Trade Strategy that provides clarity on the institutions entrusted with
different tasks in policy implementation. It must also create a nexus between trade and all
other trade-related policies. These aspects will be discussed in chapter 1.

The macroeconomic context limits the extent of public policies in support of
industrialization and trade integration due to the function of maintaining fiscal
sustainability and ensuring macroeconomic stability. The right choice and use of
macroeconomic policy instruments can make a difference in achieving the desired rapid
structural transformation and trade integration. Chapter 11l addresses the macroeconomic
policy constraints and challenges that arise in the context of implementing the export-
oriented trade and industrialization strategy.

Ethiopia’s potential to expand its external trade is also strongly influenced by
international trade agreements. One of the few advantages that Ethiopia enjoys as an LDC
is preferential treatment of its exports by many of its developed country trading partners.
Still, the “market access agenda ™ is an important dimension of Ethiopia’ trade strategy for
two reasons: first, as the country is moving towards becoming a middle-income country, it
will eventually lose its LDC status and will have to adjust to WTO rules and regulations;
and second, trade agreements at the regional level and with emerging-market economies
may contribute to boosting export growth and to diversifying the foreign market options
for its products. Issues arising in these areas will be addressed in chapter IV.
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Chapter I:

From GTP I to GTP II: Progress and remaining challenges for Ethiopia’s
trade integration and structural transformation

1. Trade integration as part of the Ethiopian development strategy

Ethiopia’s trade integration policy is part of the Government’s broader vision of economic
development that builds on the potential of Ethiopia’s large agricultural sector, but focusses
on strengthening an export-oriented manufacturing sector. Based on this vision, Ethiopia’s
agricultural development led industrialization strategy (ADLI) was brought under way in the
mid-1990s and subsequently elaborated. Within this framework, a comprehensive longer-term
industrial development strategy was formulated in 2002/3. This strategy is reflected in
Ethiopia’s Growth and Transformation Plan that was launched in 2009/10 with the intention
to lift Ethiopia from an LDC to a middle-income country by 2025.

Ethiopia’s national Industrial Development Strategy (IDS) document™ provides a guide for the
development of Ethiopia’s manufacturing industry. It emphasizes that the private sector must
be the engine of industrial development. This requires an overall environment in which
entrepreneurs are enabled and motivated to bring in their initiative and venture their capital.?
Beyond this, the main principles of the IDS are to build to the largest possible extent on
linkages between manufacturing industries and agriculture, to focus on the development of the
most labour-intensive sectors to generate employment, and to concentrate industrialization
efforts on a selected number of sectors that have the largest potential for export growth. The
Industrial Development Strategy is envisaged to extend over three phases (Mol 2014):

Phase 1: Enhancing the productivity of major industries (2013-2015)
Phase 2: Diversifying and emerging new key industries (2016-2020)
Phase 3: Building up high-tech industries (2021 -2025)

Clearly, the three years envisaged for phase 1 must be considered as much too short for
bringing industrial productivity up to the international average. As Part Two and Three of this
DITS will show, this remains a task for many years to come and will require considerable
Government support into the future. For this strategy, the Government sees its role not only
in creating a conducive environment for private economic activities. While relying on market
forces wherever they are conducive the process of development, the Government also
assumes a key developmental role in guiding and coordinating economic activity in those
areas that potentially have the greatest benefit for the development of the economy as a
whole. This includes the provision of direct and targeted support to selected sectors, with
emphasis on micro, small and medium-sized enterprises.

The list of priority sectors has been updated over time. In 2014, these prioritized
manufacturing sectors were (Mol 2014):

— textiles and garments,
— leather and leather products,

! Federal Democratic Republic of Ethiopia (2002). Ethiopian Industrial Development Strategy. Addis Ababa (in
Ambharic).

2 The IDS identified a number of concrete elements for the creation of a conducive business environment:
maintaining macroeconomic stability; building a functioning and well-regulated financial sector; creating
dependable infrastructure services; developing skilled and effective human resources; creating an efficient civil
service and legal framework; developing industrial zones in major locations with all required infrastructure
facilities (Gebreeyesus 2013a).
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— the agro-processing industry,

— the chemical and pharmaceutical industry,
— the metals and engineering sector,

— electronic products,

— petro-chemicals,

— biotechnology, and

— packaging materials.

The Ethiopian Government’s first Growth and Transformation Plan (GTP I) covered the
period until 2014/15. The document covering the GTP Il for the period 2015/16 to 2019/20
was finalized in September 2015 (National Planning Commission 2015). This DTIS is
therefore an opportunity to take stock of the outcomes of IDS and GTP | in terms of
advancing the integration of the Ethiopian economy into international trade and to draw
lessons for the challenges that have to be tackled by the Ethiopian authorities and private
sector stakeholders in the next five-year phase of Ethiopia’s structural transformation.

This chapter will next review the main elements of Ethiopia’s efforts to achieve structural
transformation of its economy and the role that international trade integration is playing in
this context. It will then take stock of the achievements of Ethiopia’s trade and development
policy during the past few years and the structural changes that are underway. Section 4 will
then outline the broad economic challenges for the Government in the coming years, with a
focus on trade-related policies.

2. Trade-related elements of GTP |

Over 2010-2015, GTP 1 has served as a medium-term road map for policymakers in all areas
of economic, social and human development (MoFeD 2010). It aimed at an average annual
GDP growth of over 11 percent and achieving the Millennium Development Goals (MDGs).
Raising agricultural output and productivity, promoting industrialization, and investing
heavily in economic, social and administrative infrastructure are GTP I's main pillars.
External trade was considered an important driving force in Ethiopia’s efforts to promote
sustained economic growth, create employment opportunities and reduce poverty.

Large-scale public investment in infrastructure has been supporting structural transformation
and growth. The infrastructure programme includes the construction of about 2,400 km of
new electrified railway lines, which will lower the costs of transportation of exported and
imported goods; extensive road construction, both urban and rural; the construction of
industrial parks; and various investments in the logistics and trading infrastructure. Major
hydropower projects (including the Grand Ethiopia Renaissance Dam, which will be the
largest in Africa) will triple Ethiopia’s power generation capacity, enough to meet domestic
demand and generate significant export earnings.

The Ethiopian Government has also sought to improve the business environment for the
private sector and to enter into public-private partnerships. However, coordination and
cooperation in planning and decision-making between public and private players appear to
have been suboptimal. In addition, reportedly erratic regulations with regards to prices,
licensing, business registration, land administration, customs administration and commercial
banking, have contributed to discourage investment, industrial upgrading and international
marketing efforts. The negative impact on the business environment is reflected in the World
Bank’s Doing Business ranking (World Bank 2015a). While up to 2010 there had been some
improvements in the indicators underlying this ranking, these could not be sustained. It
followed that that Ethiopia’s ranking fell from 104™ (2010) to 132™ out of 189 countries
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(2015).® The country performed particularly poorly in “starting a business” and “trading
across borders” (both 168™) and getting credit (165™).*

The Government has encouraged private investment, both domestic and foreign, by providing
incentives such as tax holidays and duty-free imports of capital goods in a range of sectors,
and given particular emphasis on support for the development of micro, small and medium-
sized enterprises.” Besides aiming at improving the quality of, and enable broad access to,
general primary and secondary education, the public policy efforts have included technical
and vocational training as well as management and professional training in public and private
institutions, including for staff in public administration and law enforcement institutions.

GTP 1 identified five sectors - agro processing, textile and garments, leather and leather
products, chemicals and metal industries — as having the greatest potential to boost the growth
of the economy.® While the promotion of exports from the agro-processing, textiles, clothing
and leather goods industries has been a central element of Ethiopia’s economic policy under
GTP I, there was no clear definition of the country’s trade regime or a unified national trade
strategy that links in a coherent manner all trade-related policies and regulatory measures,
something that will need to be corrected in the GTP Il phase (see chapter II).

3. Recent economic performance and structural change
3.1 Macroeconomic performance

Ethiopia’s recent macroeconomic performance has continued to be strong, with robust real
GDP growth at an annual average of 10.8 percent during 2004-2014, and 10.1 percent during
the GTP | period (table 1.1). Real GDP per capita’ grew at an average rate of 7.2 percent in
the last five years, so that it has more than doubled since 2004/05.

Sustained growth has brought down measured unemployment from a peak of 26.4 percent in
1999 to an average of 20.2 percent between 1999 and 2013 and to a record low of 17.4
percent in 2014 (IMF 2015a). Ethiopia has also made significant progress in achieving the
Millennium Development Goals. The share of the population living below the poverty line®
fell from more than 44 percent in 2000 to around 30 percent in 2010, and during the GTP |
period further to 23.4 percent in 2014/15 (National Planning Commission 2015).° While this
performance is remarkable, per capita income growth has been somewhat below the rate of 8
percent per annum, which would be required every year for Ethiopia to achieve its objective
of becoming a middle-income country by 2025 (World Bank 2015b).

* For various other business climate assessments, e.g. Global Competitiveness Index by the World Economic
Forum: UNCTAD’s Investment Compass, Global Investments Prospects Assessment and Inward FDI
Performance Index; the OECD’s Policy Framework for Investments; the World Bank’s Investment Climate
Surveys; and other governance indices, see Christy et al. (2009).
* The ranking for starting a business in Ethiopia was even considerably lower than the regional average for SSA
(129).
> GTP | also had a renewed focus on extractive industries such as gold, oil, gas, potash, and gemstones and on
investments in renewable energy projects.
® Progress achieved and remaining challenges in these sectors will be analysed in some detail in Part 111 of this
Study.
" A more appropriate measure for per capita income would be gross national income per capita. However, figures
for this measure were not available for the entire period under consideration.
& The poverty line is defined as the percentage of the population living on less than $1.25 per day, purchasing
power parity adjusted.
® Ethiopia has also as one of the lowest levels of inequality, with a Gini coefficient of 0.30 (IMF 2015b).
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Table 1.1;

Selected economic performance indicators, 2009/10 — 2014/15°
(Annual rates of change, percent)

2010-2015
2010/11 2011/12 2012/13 2013/14 2014/15 Average
Real GDP growthb 114 8.7 9.9 10.3 10.2 10.1
GDP per capita 8.5 6.1 7.3 7.8 6.2 7.2
Exports of goods 37.2 155 -1.9 5.9 -8.5 9.7
Imports of goods 0.2 34.0 3.6 19.6 20.0 15.4

Sources: National Planning Commission, Federal Democratic Republic of Ethiopia
Notes: (a) Figures are for the fiscal year ending 7 July and beginning 8 July of the previous year
(c) GDP at factor prices

Despite continued rapid growth, the rate of inflation, which had been close to 40 percent in
2010/11, was brought down to below 9 percent during 2012-2014. However, in the first half
of 2015 inflation re-accelerated into the double-digit range, due to domestic food price
increases, mainly owing to below-average rainfall.

On the supply side, construction and manufacturing industry have been the main drivers of
growth in recent years. Overall, the industrial sector grew by 137 percent between 2010/11
and 2014/15, largely due to a construction boom during the latter half of the GTP I period.
Services expanded by 68 percent and agriculture by 25 percent, so that the share of agriculture
shrunk, indicating progress in the transformation of the Ethiopian economy (World Bank
2015b).

On the demand side, GDP growth during the GTP | period was driven primarily by domestic
demand, while exports grew more slowly than GDP (table 1.1, see also section 2.2). Public
investment accounted for more than half of GDP growth, and it grew at an annual average rate
of 14 percent in 2010/11-2013/14 (World Bank 2015b). The share of fixed investment in
GDP rose considerably due to massive public infrastructure investment (table 1.2). Private
domestic and foreign investment have also increased during the GTP | phase. In nominal
terms, FDI quadrupled since 2010, reaching around $1.2 billion in 2014, and as a percentage
of GDP it rose from 1 percent to 2.2 percent (UNCTAD 2015a).

With government spending for large infrastructure investments increasing considerably faster
than government revenue, the public sector deficit widened from 1.3 percent of GDP in
2010/11 to an estimated 2.5 percent of GDP in 2014/15. The deficit was financed primarily
from external sources (2.0 percent of GDP). In December 2014, the Government could place
its first Eurobond at an advantageous interest rate to finance investment in industrial parks,
power transmission infrastructure and support to the sugar industry (IMF 2015a).*

" The $1 billion 10-year bond could be issued at an interest rate of 6.625 percent, which is lower than the
sovereign bond yields of several other African countries. In early 2015 Ethiopia’s sovereign rating was “B” by
Standard and Poor’s and all rating agencies acknowledge Ethiopia’s continuing strong growth prospects (World
Bank 2015b).

35




Table 1.2:

Selected macroeconomic indicators, 2009/10 — 2014/15?

(Percentage of GDP)
2009/10 | 2010/11 | 2011/12 | 2012/13 | 2013/14 | 2014/15

Exports of goods and services 13.6 16.7 13.8 12.5 11.6 9.7
Imports of goods and services -33.0 -315 -31.6 -29.0 -29.1 -27.1
Resource balance -19.4 -14.8 -17.8 -16.5 -17.5 -17.4
Fiscal balance (excl. grants) -4.6 -4.8 -2.8 -35 -3.7 -35
Fiscal balance (incl. grants) -1.3 -1.6 -1.2 -1.9 -2.6 -2.5
Total public debt® 39.4 37.8 327 37.0 41.2 50.2
External public debt* 18.3 22.2 17.9 20.3 22.1 26.2
Gross fixed investment 22.3 31.4 30.6 29.8 40.3 39.3

Public investment” 13.9 22.4 23.3 13.1 22.0 16.1

Private investment” 8.4 9.0 7.3 16.7 18.3 23.2

Sources: National Planning Commission, Federal Democratic Republic of Ethiopia; IMF (2013, 2014, 2015a),
World Bank (2015b), and UNCTAD secretariat calculations based on these sources.
Notes: (a) Figures are for the fiscal year ending 7 July and beginning 8 July of the previous year
(b) Estimates
(c) End of fiscal year; including State-owned enterprises (excl. Ethiopian Airlines)

3.2. Trade performance

Both exports and imports of goods and services increased substantially during the GTP |
period. The value of imports grew faster than exports. The $3.2 billion worth of exports in
2014 fell significantly short of the $5-8 billion targets of GTP I. While the deficit in
Ethiopia’s resource balance rose from around 15 percent to around 17.5 percent of GDP over
the past five years, the current account deficit also increased, from less than one to more than
12 percent of GDP, partly as a result of lower official and private transfers (IMF 2015a). In
addition to higher public borrowing from abroad, the rise of FDI inflows helped finance the
growing current account deficit.

The contribution of the export sector to Ethiopia’s otherwise remarkable growth performance
was disappointing. In 2014/15 the value of exports of goods and services was more than 5
percent below its level in 2011/12. At the same time, the value of imports of goods continued
to grow rapidly (table 1.1), as growing public investment involved high imports of capital
goods and the dependence on imports of intermediate goods could not be reduced.

The decline in export earnings after 2011/12 reflects unfavourable international price
developments for primary goods, which account for the bulk of Ethiopia’s exports. The sharp
increases in primary commodity prices, notably coffee, vegetable oils and gold in 2010 and
2011 boosted export earnings, but they were followed by a slump after 2012. Even a
substantial export volume growth could not compensate for this slowdown. This strong
impact of international commodity price swings on Ethiopia’s export earnings and GDP
growth reflects the continuing high dependence of the economy on a few export commodities.
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Ethiopia’s development path thus remains vulnerable to the vagaries of international
commodities markets.

It has to be recognized, though that compared to the 1990s, export diversification in the
primary commodity sectors has shown an encouraging trend. Some higher-value agricultural
products, such as cut flowers, oilseeds and pulses, gained in importance. The way Ethiopia
has created and nurtured a high-value horticulture exports is particularly remarkable.*

By contrast, vertical diversification into manufactured exports and within the manufacturing
sector has been quite limited. Although the export of non-primary commaodities has shown an
increasing trend, its share is still small, accounting for only 24 percent of total merchandise
exports and 9.6 percent of total exports. Export expansion in the prioritized export sectors has
lagged, behind the GTP | objectives. A recent evaluation of manufacturing export
performance by the Ministry of Industry shows that the overall export performance of the
manufacturing industries during GTP | period (2011-2015) is roughly half of the plan target.

Figure 1.1:
Share of top ten merchandise exports, 2012/13 to 2014/2015
(Percent of total merchandise exports)
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Source: Ethiopian Revenue and Customs Authority

A sectoral breakdown reveals that textiles and garments, chemicals and pharmaceuticals have
shown better performance than agro-processing products, and leather and leather products
(Chaudhuri, 2015). But even the performance of the textiles sector is considered
unsatisfactory in the Ethiopian Government’s own assessment of the outcomes of GTP I
(National Planning Commission, 2015).

" The share of flowers in total merchandise exports increased from 0.03 percent in 1997/98 to 7.4 percent in
2011/12 and 6 percent in 2013/2014. The sector has grown from one single firm in 2000 to 100 firms in 2014,
generating $200 million per annum in export earnings and employing 50,000 people. Some have described the
performance of the horticulture sector an encouraging example of “self-discovery” (World Bank 2014; Oqubay
2015).
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The low base of industrialization in Ethiopia has also resulted in an increased import bill for
products that could be produced domestically. This holds for both consumer goods and
intermediate goods for the prioritized sectors, for example: cereals, sugar, vegetable fats and
oils, pulp and paper products, furniture or textile yarns and fabrics.

Among services exports, transport accounts for around 75 percent and travel for around 20
percent. On the import side, transport services made up 64 percent of the total, whereas the
second largest item has been construction services (10.6 percent). Overall net services make a
positive contribution to the current account but only a small contribution to GDP (around 0.7
percent). There is certainly scope for an expansion of this contribution, notably through
growth in incoming tourism (NBE 2014).

3.3. Structural change in the Ethiopian economy

Ethiopia’s economic structure continues to be dominated by agriculture, which in 2014/15
still accounted for more than 40 percent of GDP, 80 percent of employment and 70 percent of
export earnings. Yet, most agricultural activities are performed by small-scale and family
entities marked by low productivity and output.

The share of the entire industrial sector, including construction and mining, reached an
estimated 15 percent in GDP in 2015 (table 1.3). This is a considerable increase compared to
2010, but less than the objective of GTP I. It also has to be noted that almost the entire
increase of the share of industrial output in total GDP results from the expansion of the
construction sector. The share of manufacturing industry has almost stagnated, in the order
4.5 percent despite a rapid increase of exports of manufactures in absolute terms (World Bank
2015b).

Table 1.3:
Sectoral shares in GDP: GTP targets and actual performance, 2010-2015

2010/11 2013/14 2014/15
Actual GTP | target Actual GTP | target Actual

Agriculture 44.7 37.8 40.1 36.9 38.5

Industry 10.5 16.9 13.8 18.8 15.1

Services 45.5 45.3 46.6 44.3 46.3

Source: National Planning Commission, Federal Republic of Ethiopia

Yet, the contribution of manufacturing exports to GDP remains very small and in
international comparison, Ethiopia appears to under-export goods and services by over 10
percentage points of GDP. Thus, although important gains have been made, with signs of
successful employment creation and structural changes, the pace and quality of transformation
has not been deep, largely because of the failure to achieve a more substantial shift of
productive resources from lower- to higher-productivity sectors. The reasons why the targets
of structural change in general, and the specific output, export and employment targets for the
prioritized sectors in particular, have been reached only partially, appear to be threefold. The
first reason is simple, namely that the targets may have been set too high, expressing more the
admirable ambition of the Government than a realistic assessment of the potential. The second
is that the impact of public investments and support measures on production and export
growth are taking longer to materialize than expected, and the third is that the constraints for
economic actors on the way to reaching the set targets were underestimated. These
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constraints, and the resulting policy challenges for the GTP Il period, will be examined in the
subsequent chapters of this DTIS.

4. Trade-related challenges for the next phase of structural transformation
4.1 The overall setting for further trade integration and structural transformation

If Ethiopia’s middle-income ambition is to be met, the speed of growth and structural
transformation will need to be accelerated during the GTP Il period. The international
environment will considerably influence the growth of Ethiopia’s export earnings, public
revenue and GDP. Except from the recent fall in oil prices, this external environment is not
favourable at the outset. International prices for Ethiopia’s export commodities are weak and
the outlook for global demand growth in the coming years is highly uncertain, with tepid
recovery from the financial crisis in the developed countries and a slowdown of growth in
major emerging-market economies, including China (UNCTAD 2015b).

By contrast, the domestic setting for continued fast growth in Ethiopia is broadly favourable.
Recent and ongoing large public infrastructure investments, apart from their direct demand
effect on GDP, will make a considerable indirect medium- and long-term contribution to GDP
and future export growth. Macroeconomic policies have been cautious in recent years, and
fiscal and current-account deficits have remained within manageable limits (IMF 2015a). The
economic outlook for the coming years also remains favourable because the providers of
official external financing in the form of concessional loans and grants are honouring
Ethiopia’s serious development efforts and the progress already achieved. Moreover, the
country’s significant potential is also reflected in a strong upward trend in FDI.

The broad objectives of GTP Il are the consolidation of achievements to date through the
completion of unfinished major infrastructure projects; maintaining the leading role of public
investment in infrastructure development; and enhancing the rural development agenda, with
a focus on investment and productivity improvement and an expansion of both agricultural
and non-farm rural activities. The new plan also stresses the development of a dynamic
domestic manufacturing sector and a sharp rise in exports of manufactured goods.

GTP 1l targets for the prioritized sectors are again very ambitious. In order to meet them it
will be necessary to catch up the delays in reaching GTP | targets and to reinforce all the
measures that can be identified as having the strongest impact on the expansion of production
and exports in these sectors. It is equally important to learn from experience about what has
not led to the desired results and to adjust policies and/or strengthen their implementation
accordingly.

4.2 Macroeconomic perspectives

The Ethiopian Government’s outlook is for a new acceleration of annual GDP growth to an
average of 11 percent during the GTP Il phase, underpinned by strong growth of
manufacturing output and an annual average export growth of more than 36 percent (table
1.4). IMF and World Bank also expect sustained GDP and export growth in the coming years,
but are more conservative in their medium-term outlook for the Ethiopian economy (IMF
2015a; World Bank 2015b). The IMF projection for GDP growth, in the order of 7.5 to 8
percent, is based on the assumption that private investment will increase only gradually, due
to: (i) the existing constraints on access to credit and foreign exchange, (ii) public investment
in infrastructure will need to be scaled down for budgetary reasons (table 1.3), and (iii)
considerable competitiveness challenges remain.*? These lower projections assume the

2 The IMF figures referred to in this section are those published in the IMF Staff Report of Ethiopia’s most
recent Consultations with the Fund under Article IV of the IMF’s Articles of Agreement, in October 2015 (IMF
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implementation of the IMF’s policy recommendations for tightening monetary and fiscal
policy, which may, however, be debatable (see also chapters 111 and VI111).*

There is agreement among IMF and World Bank that the relative high “cost of doing
business” is the main obstacle to foster export expansion (World Bank 2015a,b; IMF 2015a).
While this may be one factor, the analysis in the subsequent chapters will show that
weaknesses in the domestic supply chain and financing bottlenecks are at least of equal
importance, and major challenges also remain in terms of availability of skilled labour, public
utilities and efficient transport and trade logistics.

Table 1.4:
GTP Il targets and IMF projections for Ethiopia, 2015/16 — 2019/20
(Percent)
GTP Il target IMF projection

Real GDP (average annual growth rate) 11.0 7.7
Exports of goods® (average annual growth rate) 36.3 15.2
Gross fixed investment (share of GDP) 41.3 32.9
Tax revenue (share of GDP) 17.2 14.4

Sources: National Planning Commission; IMF (2015a)
(@) including electricity

Given these remaining constraints, GTP Il envisages public expenditures, especially for
investment, that are considerably higher than the assumptions underlying IMF projections
(table 1.4). The financial needs for the implementation of this Plan, including its trade-related
elements, are therefore likely to lead to a higher public sector deficit and an increase in the
public debt-to-GDP ratio. The medium-term budget targets of the Ethiopian authorities
envisage a general government deficit of less than 3 percent of GDP, which remains in line
with IMF projections. Nevertheless, both the total and external public debt-to-GDP ratios are
expected to increase until 2017/18, implying that a growing part of government revenue will
be absorbed by interest payments (IMF 2015a). This heightens the need to accelerate reforms
in the public revenue system, to allocate public spending in the socially and economically
most efficient manner and to improve tax collection.

2015a; see also https://www.imf.org/external/about/econsurv.htm.). It should be noted that projections published
in earlier Staff Reports were mostly below Ethiopia’s actual performance.

13 The most recent policy recommendations of the IMF for Ethiopia include: tight monetary policy to contain
inflation and increasing real interest rates to promote saving; strengthening tax administration to bolster revenue
and slowing public investment to safeguard debt sustainability; enhancing competitiveness, through a more
flexible exchange rate, reducing the cost of doing business, and easier access to credit for the private sector; and
(vi) attracting more private capital flows, by opening key sectors to foreign investors (IMF 2015a).
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Table 1.5:
IMF projections for 2015/16 to 2019/20

2014/15 | 2015/16 | 2016/17 | 2017/18 | 2018/19 | 2019/20

actual® Projections
Annual rate of change
Real GDP growth 10.2 8.1 7.6 7.5 7.5 7.5
Exports of goods and services” | g5 154 | 16.0 15.9 15.1 12.9
Imports of goods and services® 20.0 1.7 7.9 75 7.2 6.8
Shares in GDP
Gross domestic investment 39.3 37.1 35.9 34.8 33.8 329
Public investment 16.1 19.0 17.5 16.2 15.0 14.1
Private investment 23.2 18.1 184 18.6 18.8 18.8
Fiscal balance (excl. grants) -3.5 -3.9 -3.7 -3.6 -3.4 -3.2
Fiscal balance (incl. grants) -2.5 -2.8 -2.6 -2.7 -2.6 -2.5
Total public debt 50.2 57.1 61.3 63.6 62.9 61.6
External public debt 26.2 28.8 31.0 31.8 30.3 28.7
Current account balance -12.8 9.4 -8.5 -7.6 -6.9 -6.3

Source: IMF (2015a)

(a) Data from National Planning Commission, Federal Democratic Republic of Ethiopia and UNCTAD
secretariat estimates.

(b) in dollars, f.0.b.

(c) indollars, c.i.f.

4.3 Overcoming internal constraints with a comprehensive trade and industrial strategy

Merchandise exports are planned to double in value during the next five years. The
fundamental challenge of increasing trade and export competiveness that results from this
objective is inseparable from the imperative of increasing productive capacities through
capital accumulation and technological progress, and of changing domestic production and
marketing structures. Conversely, export orientation contributes dynamically to productive
capacity development by earning the foreign exchange required for the import of capital
goods, equipment and intermediate goods that cannot (yet) be produced domestically.

Overcoming internal constraints requires greater coherence between trade and industrial
policies. The importance of industrial policies for economic development and structural
transformation has received renewed attention in recent years (Stiglitz et al., 2013), partly
based on the recognition that at an infant stage manufacturing activities are not immediately
profitable. It follows that government support is necessary for the initiation and extension of
entrepreneurial ventures, for reducing total production costs, the creation of synergies within
and across sectors and for opening up international marketing opportunities. In the coming
five years, Ethiopia’s industrial policy must be geared to upgrading productive capacities,
based on a systematic assessment of those actions necessary to fill the missing links in the
domestic value chain, and to address other binding constraints that have been hindering
Ethiopia’s economy to move up the quality ladder. This requires a strategic approach to lifting
the immediate and most binding constraints on production and trading capacity, by improving
the provision and coordination of public inputs for private productive activities, with a view to
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raising productivity and quality, as well as increasing and upgrading the output of those goods
that are already produced. This approach is often referred to as “industrial policy in the
small", and Ethiopia has a lot to gain from such an approach.

At the same time, Ethiopia’s objective of reaching middle-income status within the coming
decade may also require an industrial policy "in the large", which focuses on sectors where
capabilities and actors are still weak or may not yet exist, but which can be crucial for a
sustained output growth and employment growth. This would involve supporting private
entrepreneurs in starting activities with higher levels of value-added, such as agricultural
machinery, transport equipment, metals or chemicals which will boost local content by
strengthening backward and forward linkages. An integrated trade and industrial strategy has
to operate at both levels, promoting and facilitating exports where possible and promoting
import substitution, especially of intermediate goods but also of certain final goods, to reduce
the economy’s import dependence.

Ethiopia’s structural transformation and trade integration strategy is rightly focussing on
developing its manufacturing sector and increasing its contribution to domestic income and
employment. However, an effective strategy for trade integration of Ethiopia’s manufacturing
industries sector has to start with reforms in the agricultural sector and its links to the
industrial sector in order to better use Ethiopia’s specific comparative advantages.

Agriculture is not only the most important economic sector in Ethiopia’s economy, but it is
also a way of life for the great majority of the Ethiopian citizens. Thus, while industrialization
is primarily a matter of creating new structures, integrating the agricultural sector and the
rural economy involves changing existing structures. The challenge is not only to identify and
design the most appropriate institutions and to mobilize resources for modernization and
commercialization of agricultural activities, but also to adapt traditional behaviour patterns to
the exigencies of integrating agriculture with manufacturing activities. In implementing the
trade and industrialization strategy, it will be important to recognize that this process is likely
to take time and could be associated with social frictions.

The recent setback of Ethiopia’s overall export performance underlines the need to
mainstream trade into GTP II and to design all policy measures that affect the economy’s
export capabilities in an integrated manner. Learning from recent experience, it is critical that
GTP 1l spells out a Trade Strategy which identifies clearly the Government's trade policy
objectives, strategic goals and directions and the nexus between trade policy in a narrow sense
and all other trade-related policies.
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Chapter I1:

Coordination of trade-related policies: Policy coherence and institutional
responsibilities

1. Introduction

The rationale for coordination of all trade-related policies results from the fact that trade is
inherently a cross-cutting issue that involves many Government departments, public agencies,
private sector operators and trading partners. It encompasses many diverse sectoral areas,
including industry, agriculture, services, customs and border management, trade facilitation,
logistics, finance, transport, and information and communication technology; and it requires
consideration of multiple perspectives, including the overall business environment, taxation
and fiscal dimensions, macroeconomic policies, education and vocational training, and
upgrading of technical and managerial skills. It is therefore easy for coordination failures to
occur, and for opportunities for synergies and complementarities to be missed.

Effective coordination is not only a matter of communication between different ministries and
regulatory agencies. It also requires coherence in the definition of objectives and targets, on
the one hand, and instruments to reach these targets, on the other. Intelligent and careful
choice of instruments therefore needs to be accompanied by effective implementation at the
practical level, including the enforcement of rules and standards set by the government. This
is because the impact of many measures occurs at the level of the economy as a whole and
may not always be well reflected in direct impacts at the microeconomic level. This is also
why consultation is necessary with the private actors that are involved or whose involvement
is needed in trade activities. Such consultations also help to identify which support measures
are most effective.

Trade and industrial promotion policies and strategies are unlikely to be successful unless
they are supported by institutions with advanced skills and knowledge in policy coordination
and implementation, and by a favorable macroeconomic and financial environment.
Therefore, the design of a trade strategy and industrial policies should go beyond laying out
goals and include an assessment of whether the prevailing organizational and institutional
structure is ‘fit for purpose’ in delivering the desired objectives. In practice, stronger and
more effective internal coordination and cooperation across different parts of Government
will be needed to enhance the likelihood that the Government's export targets and strategic
objectives can be achieved.

In short, as a cross-cutting issue, trade is not limited to what the Ministry of Trade does. It is
increasingly about coordination and policy coherence. Doing this effectively requires a clear
strategy to provide a framework. This chapter addresses these issues and proposes an
organizatli?nal structure for coordination and effective implementation of trade policies in
Ethiopia.

2. Trade policy Coordination: The need for institutional capacity **fit for purpose*
2.1 Rationale and challenges

A large part of the discussion in this chapter is based on extensive stakeholder consultations, secondary data,
and a review of national development polices conducted for larger study on trade mainstreaming in Ethiopia
prepared for UNCTAD by Eyob Tekalign.

43



In the coming five years, as outlined in the Second Growth and Transformation Plan (GTP 1),
Ethiopia wishes to pursue an agriculture-based, manufacturing sector-driven and export-led
development strategy. In the course of implementing GTP I, learning from recent experience,
it is critical that Ethiopia elaborates a Trade Strategy which identifies clearly the
Government's trade policy objectives, strategic goals and directions, and the nexus between
trade and trade-related policies. It is clear that international trade will be a key determining
factor in the country's ability to attain all the objectives specified in GTP II, including
progress towards economic diversification and structural transformation.

The limited progress in the structural transformation of the economy, as evidenced by the
weak performance of the manufacturing and export sectors in the last two decades, is a major
concern among policy makers in Ethiopia. Despite the vigorous and impressive growth trends
recorded over the past several years, the Ethiopian manufacturing sector remains essentially
weak. The level of industrialization in Ethiopia is very low, the share of manufacturing in the
gross domestic product accounting for barely five percent. The share of manufactured exports
is an insignificant half of a percent of GDP and contributes less than ten percent to the total
value of merchandize exports. Export performance is also unsatisfactory.

Even though exports have increased sixfold from $600 million in 1995 to $3.2 billion in 2014
in 1995 US dollars, the performance of the export sector has shown limited progress in terms
of growth and diversification across sectors. The $3.2 billion of exports in 2014 falls
significantly short of the $5-8 billion targets set in the GTP I plan. The manufacturing and
export sectors are beset with a number of constrains that make them uncompetitive. However,
the GTP Il signals a renewed determination and commitment to make both the manufacturing
sector and exports the key drivers of growth, poverty reduction and structural transformation
of the economy.

As is the case across many economies in Africa, the leading challenge in Ethiopia now is how
to translate growth into sustainable and inclusive development by fundamentally changing the
structure of the economy. This requires developing strategies consistent with the needs of the
industrial and modern sectors. Based on the underlying assumption that trade can be a
powerful tool to promote development, as noted above, this chapter focuses on trade policy
coordination and implementation in the Ethiopian economy. The rest of this chapter will
assess the current state of affairs in Ethiopia’s trade and industrial policy-making process, to
indicate a roadmap for effective trade and industrial policy coordination to advance Ethiopia’s
transformation agenda.

2.2 Current state of Ethiopia's trade policy making: the need for a strategic direction

An assessment of Ethiopia’s trade policy making-process reveals mixed results. On the one
hand, there is ample evidence that policy makers in Ethiopia have properly recognized the
importance of trade as an engine of growth, employment, economic diversification, poverty
reduction and sustainable development.  Since early 1990s, major policy documents in
Ethiopia have consistently referred to trade-related issues and trade policy reform. In the
early 1990s, the government adopted an overall development strategy known as the
Agricultural Development-Led Development Industrialization (ADLI) strategy in order to
stimulate farm output and rural incomes, thereby generating broad-based growth and reducing
poverty. The strategy focused on increasing the production and productivity of smallholder
agriculture through complementary intervention such as promotion of improved agricultural
technologies, provision of credit services, development of infrastructure, and improvement of
primary education and health care services (MOFED, 2002, 2005). More recently, from
2011/12 to 2014/15, the Growth and Transformation Plan (GTP) took Ethiopia on a bold
journey of growth and transformation. The plan laid strong emphasis on promoting the
manufacturing sector, which had received little attention in the previous development
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programs. As indicated earlier, however, although the GTP | period was associated with a
high level of economic growth, it achieved only limited progress in the structural
transformation of the economy, as evidenced by the weak performance of the manufacturing
and export sectors. The newly introduced plan, GTP II, is expected to improve on this
performance, with a renewed focus on manufacturing, export promotion and agricultural
transformation, grounded on an overarching theme of structural transformation.

However, it is not clear whether there is a comprehensive strategic framework that ensures
overall coherence between different but interrelated polices to allow a deeper and more lasting
transformation of the economy. The absence of such a strategic direction has limited the
country’s ability to utilize trade effectively as a tool to achieve its national aspirations. The
nexus between trade and industry, in particular, is a key issue of concern, on which the
achievement of the stated objectives of transforming the structure of the Ethiopian economy
and achieving the national vision of becoming a middle-income economy is heavily
dependent.

Similarly, it is not clear whether the existing institutional arrangements for trade policy
making and negotiations in Ethiopia are effective enough to coordinate and implement trade
policies and to create synergy and coherence with other trade-related policies. In fact, research
and interviews conducted for this study indicate that these arrangements meet with three
specific types of challenges that are commonly found in many least developed countries
(LDCs) and lower middle-income countries.

First and foremost is the institutional deficit. Trade policy making in today’s world of global
supply chains and international production networks requires knowledge and expertise in
many domains, ranging from a good understanding of the capacity of domestic enterprises
and their competitiveness to having reliable and up-to-date information on trade logistics,
rules of origin, technical standards, customs rules and regulations, negotiation skills and a
good understanding of the implications of macroeconomic policy for trade and markets.
Institutional arrangements in many LDCs, as represented by Ministries of Trade and
Ministries of Industry, while drawing on available expertise on demand in an ad hoc manner,
do not have the depth necessary to formulate and implement policies effectively. The
countries that have been able to design and implement successful trade and industrial policies
are those where the relevant Ministries have diverse specialized skills, knowledge and
expertise. Generalist administrators, however talented, intelligent, and hard-working, can
never substitute actual specialized knowledge of specific issues. Neither should such
generalists be expected to deal optimally with complex policy issues that require such
knowledge.

The second major challenge is the lack of strong, institutionalized cross-ministry coordination
on trade policy issues. Again, ad hoc inter-ministerial consultation on a particular issue cannot
substitute for sustained engagement on trade strategy. Rather, the result is often that trade
policy making becomes reactive and defensive rather than proactive. This is the case in
Ethiopia, for example, as shown below.

The third major challenge is the lack of an institutionalized mechanism for serious private-
public consultation. In most countries, Ministries of Trade and of Industry have periodic
consultations with the private sector. A problem with such consultations is that they tend to be
ad hoc, and are perceived by the private sector as such. This creates negative incentive
effects, in terms of a lack of willingness to invest the resources needed to engage seriously
with government and other stakeholders. The lack of sustained longer-term between
government and industry engagement on strategic trade issues has meant that the culture of
joint strategic private-public strategizing is completely lacking in most low-income
developing countries.
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The ad hoc approach also results in such consultations becoming a platform for lobbying by
industry for their own short-term interests. As in all lobbying activities, it is often a few
influential segments that have short-term interests that show the most interest in such
consultations and emerge as the loudest voices, which may unfortunately be mistaken for an
industry-wide consensus. In practice, they are often likely to represent firms that compete
against imports rather than industries that are export-oriented or stand to benefit from more
FDI and access to imported goods, services and knowledge.

This chapter reviews the existing institutional arrangements for trade policy making in
Ethiopia, in particular the extent to which trade policy coordination takes place and whether
Ethiopia has developed the institutional capacity necessary to conduct stakeholder
consultation during trade policy making and implementation. This review addresses four
aspects: public sector engagement; private sector engagement; the role of a lead institution;
and sector-specific intermediary institutions. The following sections present the key
observations and findings across these four areas.™

2.3 Public sector engagement®®

This section focuses on political will, capacity and coordination issues within the public
sector, to gauge the extent to which trade policy formulation and implementation in Ethiopia
is well coordinated and the trade agenda is mainstreamed in national polices and strategies.
The workings of other institutional coordination mechanisms established for export promotion
and competiveness purposes are discussed under the sector-specific intermediary institutional
in section 2.6.

One thing that comes out consistently in interviews with senior officials in Ethiopia is the
existence of a strong political will to make trade work. The desire to improve export
performance and enhance the competiveness of the manufacturing sector is expressed
strongly, at least at the higher level of government. While there are genuine efforts at the
lower level of government to achieve results, these efforts are based on each actor’s
understanding of its own role, and are limited by institutional capacities. Each player exerts
efforts that are confined within its limited understanding of what is required to achieve the
national development goals. In the absence of a well-articulated strategy and a robust
institutional mechanism to coordinate individual efforts, a far-reaching and transformational
result remains elusive.

The problem begins with the lack of a clear understanding and articulation of an overall
strategy for trade and what is required to realize it. Swamped in the day-to-day operation of
their respective agencies, many institutions lose sight of the larger vision. This makes
policies and actions at the level of each institution primarily reactive and ad hoc, preventing
the opportunity to establish a considered strategy focused on a longer-term vision. Each actor
refers to a national vision of becoming a middle-income country, the importance of
manufacturing, and the need for strong export performance. However, there is no clarity on
the strategic direction needed to achieve these goals, on the specific and impactful
contributions of each actor, or on how individual efforts can combine in a coordinated manner
to ensure that the overall result is greater than the sum of individual efforts.

1> The UNCTAD secretariat is grateful to Mr Eyob Tolena for proposing the four dimensions, and for conducting
research and interviews on trade policy mainstreaming and coordination.
18 The findings are based on discussions with key institutions that have direct or indirect dealings with the trade
and industry agenda, including key officials in the Ministry of Trade, the Ministry of Foreign Affairs, the
Ministry of Finance and Economic Development, the Ministry of Agriculture, the Ministry of Health, the
Ethiopian Revenue and Customs Authority, the Ministry of Transport (specifically the Ethiopian Maritime
Enterprise), the Ministry of Industry and selected sectoral institutions under the Ministry of Industry.
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In some instances, there is clarity on the importance of coordination and alignment, but there
is a tendency to assume that it is not the role of that specific institution to initiate coordination
and achieve the desired goal. Existing coordination mechanisms at ministerial level, which
often take a form of ad hoc committees, tend to focus on operational issues and involve
proliferation of efforts, resulting in tendencies to view inter-agency and intra-agency
coordination as a time-consuming and wasteful activity. Certain institutions such as the
Ethiopian Revenue and Customs Authority (ERCA) and the Ministry of Trade that are often
involved in such activities particularly feel this burden.

There are also instances of unclear mandates and duplication of efforts leading to substandard
results, at both the policy and the implementation level. At the policy level, different
institutions deal with different aspects of trade policy, with no clear sign of coordination. In
multilateral trade negotiations, for example, different Ministries take a lead in different trade
negotiations, and there is no proper coordination mechanism to ensure consistency and
coherence in overall policy goals. The Ministry of Trade mainly deals with Economic
Partnership Agreements with the European Union, while the Ministry of Finance and
Economic Development handles regional trade negotiations, particularly the COMESA Free
Trade Agreement (FTA). The Trade Negotiations department of the Ministry of Trade
handles WTO negotiations, although the former planning commissioner serves as chief
negotiator. It is not clear how consistency is ensured in these efforts. The same is true in
bilateral trade negotiations, which are coordinated by the Ministries of Trade, Foreign Affairs,
or Finance and Economic Development. There have in the past been incidents of one
institution furthering bilateral trade negotiations without the knowledge of another lead
institution, indicating a coordination failure. The fact that Ethiopia does not have a
comprehensive trade policy framework that serves as a guide further exacerbates the
coordination problem.

Coordination failures are also seen at the implementation level. For instance, while the
Ministry of Agriculture provides the standard competence certificate for exporting/importing
plant products, the Ministry of Trade also performs a similar procedure and undertakes visual
inspection of the quality of plant products being exported or imported. This is a waste of both
public and private resources. The coffee grading process also illustrates this problem. Both the
coffee liquoring unit of the Ministry of Agriculture and the Ethiopian Commodity Exchange
Market (ECX) provide coffee-grading services to exporters. Since these two institutions often
use different parameters and give divergent grading results, this confuses the private sector
and gives rise to unnecessary transaction costs. (EIFTRI/AEMFI, 2014)

There are also cases where different public institutions tend to work on conflicting goals. A
case in point is the challenge faced by exporters of roasted coffee. The Ministry of Industry
encourages value addition to increase the share and value of export products. This would
imply that exports of roasted and ground coffee are strongly encouraged. However, coffee
roasting companies have difficulty procuring quality coffee, as the Ministry of Trade is
understandably focused on getting top quality coffee beans to the export market, and so does
not allow top quality coffees to be sold locally. However, since processed coffee fetches
better export prices, denying roasted coffee exporters access to quality coffee works against
the very goal the Ministry of Trade is pursuing. The failure of the two ministries to work
together and resolve this problem shows the weak link between the “trade” and “industry”
agendas.

The general view among the officials and, particularly, among private sector representatives
interviewed for this study, is that there is a major gap in effective implementation of policies
at the lower levels of government. Incentives designed to encourage manufacturing and
exports fail to achieve their desired goals due to implementation problems. For example, the
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effectiveness of one of the incentive schemes for imported raw materials and other inputs for
the production of export commodities - the voucher system - is reduced by the complication
involved in its administration. The bureaucratic inefficiency involved in the calculation of the
input-output coefficients that help determine the input requirements, and the delay in
reconciliation of voucher books, create a strong disincentive, forcing many potential
beneficiaries to refrain from using the mechanism.

The quality of sector-specific policies vary from sector to sector. A recent comprehensive
study of industrial policy in Ethiopia (Oqubay, 2015), for example, shows that the results of
sectoral polices have been significant in the horticulture and cement industries, but
unsatisfactory in the leather sector. The performance of sector-specific institutions
established under the Ministry of Industry also varies. Some intermediary or support
institutions such as the Horticulture Producers and Exporters Association have established a
positive track record in advancing the interest of their members, while the Ethiopian Leather
Industry Development Institute (LIDI) and other newer institutions, such as the
Pharmaceutical and Chemical Institute, have yet to prove themselves.

It is interesting to observe that the desire to engage with the private sector is showing
progress. In recent years, the government has pushed sectoral Ministries and public
institutions to engage the private sector in their planning processes. Institutions such as LIDI
and the Textile Industry Development Institute (TIDI) have taken further steps by working
with each factory on annual production and export targets. Most government institutions also
have “public wing” departments that facilitate platforms for regular interactions. However,
these forums rarely discuss strategic issues, but rather focus on minor administrative issues or
at times on one-way policy lectures that can unfortunately be perceived as mere propaganda
exercises. As discussed in section 2.4 below, some in the private sector also feel that the
effectiveness of such engagement is undermined by a failure to understand the challenges
faced by the private sector. Nonetheless, the genuine interest of the top leadership in
engagement with the private sector is undeniable. A noteworthy instance is the decision by the
Council of Ministers in 2013 to reject a draft Customs Procedures Law primarily on the
grounds that consultation with the private sector had been insufficient (Mihretu and Tolina,
2015).

Overall, assessment of the public dimension shows that there is room for further improvement
to ensure effective coordination to advance the trade agenda.

2.4 Private sector engagement

This section assesses the level of engagement of the private sector on trade and industry
agenda. In addition to assessing the extent of private sector participation on trade policy issues
and its general sense of ownership, this section considers the capacity of the private sector to
produce and trade, its ability to innovate, and its capacity to participate in international trade.

Private sector engagement is difficult to assess, largely due to access issues. Understanding
the extent of private sector involvement in trade policy formulation and implementation, and
the degree to which trade agenda is mainstreamed among members of the private sector,
would require a comprehensive survey, which has been infeasible within the time and
resource constraints of this study. Discussion with the private sector therefore focused around
key sectoral association leaders and selected members of the private sector.*’

7 A survey of 100 firms is currently underway to gather evidence from the private sector on these issues. This
survey will generate better and more comprehensive results. Therefore caution is necessary in interpreting the
findings discussed in this section.
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The key finding is that there are marked variations in the ability and willingness of the private
sector to influence trade policy issues, depending on the strength of associations and the
quality of their leadership. Some of the associations, such as the Ethiopian Horticultural
Growers and Exporters’ Association, tend to have a strong interest in and capacity to
influence policy issues affecting their sectors. They maintain closer working relationships
with policy makers, and this approach has provided positive results for producers and
exporters in these sectors. Other associations, such as the leather industry and spices
associations appear to have more limited involvement in policy issues affecting their
respective sectors.

On the broader trade policy agenda, however, there are similarities across the board. For
example, very few respondents showed any interest in or knowledge about the ongoing WTO
negotiations or those on the European Partnership Agreement (EPA) with the EU. Exporters
showed a reasonable level of interest on preferential market arrangements such as AGOA, but
primarily at the level of overall awareness rather than a strong desire for involvement in the
details of the negotiation process. There is an apparent tendency to view trade policy issues,
particularly international trade negotiations, as the responsibility of the government. The only
exceptions are the Addis Ababa Chamber and the National Chamber, which have reportedly
attempted to engage in international trade negotiations (for instance preparing a private sector
position paper on WTO accession, and pushing for more open regional trade policy through
policy deliberations with government).

The low level of engagement of the private sector in the trade policy agenda could also be
explained by the quality of business leaders in the country. Private sector associations,
including the Chambers, have failed to attract astute and more dynamic businessmen as
members. Chambers have a very low membership base, which also reflects negatively on their
organizational capacity. Large and established businesses show little interest in the activities
of the sectoral associations and the Chambers. It is reported that part of the problem is the
prevailing political economy, which allows individuals privileged access to policy makers,
creating disincentives for involvement in and strengthening of Chamber. In recent years,
however, the government has made a conscious effort to change this pattern. By establishing
the Ethiopian Public Private Consultative Forum, for example, government policy makers
hoped to create a more structured and institutionalized mechanism for policy deliberations.
Some government institutions, notably the Ministry of Foreign Affairs and the President’s
office are also making conscious efforts to involve the private sector in all major economic
interactions with other nations. The President’s office now has a more-or-less established
practice of including the private sector, through the national chamber, in official business trips
outside the country or when hosting foreign delegations in the country.

The dialogue platform is also helping to improve coordination within the private sector by
allowing a more organized way of articulating their policy preferences. Each dialogue
platform with the government, for example, is preceded by validation workshops (for the
private sector) providing an opportunity to coordinate and align policy preferences. However,
these mechanisms are less than perfect. At times, members of the private sector have
conflicting agendas and interests resulting in conflicting positions.

There is a widespread agreement among members of the private sector that the business
environment in the country remains very difficult. The government is seen as too inclined to
exert control, at the cost of burdening the private sector. A telling example is the business-
licensing regime, which, in comparison with international best practice and trends in many
economies, is described as unduly prescriptive. With more than 1,300 licenses, the regime
establishes too many and unnecessarily specific licenses, forcing businesses to obtain multiple
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licenses for closely related business activities. This makes business start-up and the general
business environment very difficult (0KP Development and Consulting, 2013).

There is also a tendency to view government officials as being inattentive to private sector
needs. Lack of transparency in policy making and lack of predictability in policy changes are
also mentioned as major disincentives to active engagement in trade and other policy issues.

Another issue examined to assess private sector engagement relates to the capacity of the
private sector to innovate and explore new opportunities. This is important because a
innovative and business-savvy private sector is better able to engage in the trade agenda. The
finding is that, although the enterprise culture in Ethiopia is improving, it is far from being
dynamic and innovative. A look across a single product value chain shows the extent of
untapped opportunities due to limited interest and capacity to translate existing potential into
actual business opportunities. Had there been a strong culture of innovation and
entrepreneurship, a garment producer’s lack of access to inputs such as zippers or a bottling
company’s need for corks should have sparked a new business idea for another business.
Respondents also mention lack of linkages between FDI and local firms and between the
private sector and academic institutions preventing strong knowledge spillovers.

2.5 The role of institutional leadership

This section goes a step further, to looks at the leadership issue. It assesses the existence of
one or more lead institution(s) with the creditability and expertise to drive the trade and
industrialization agenda. The existence of a lead institution is demonstrated by its capacity to
lead trade policy making by coordinating the works of other institutions and stakeholders.
Such an institution should also have the capacity and legitimacy to break conventional
wisdom and effectively push for reforms. If there is more than one lead institution, its strength
is measured by the complementarity of the other institutions' initiatives and the level of their
coordination.

It is very difficult to identify a lead institution in the Ethiopian trade policy space. As
discussed above in the context of regional and international trade negotiations, coordination
mechanisms to ensure consistency and coherence in overall policy goals are poor. This is
mainly due to the absence of a lead institution or institutional mechanism with strong power
and leverage to provide leadership. Examples of policy inconsistency and implementation
inefficiencies mentioned above attest to this fact.

The irony is that this problem persists despite considerable efforts made to improve
coordination in recent years by putting in place a number of high-level institutional
coordination mechanisms. Three high-level institutional setups that deal with issues of export
trade and the productive sector are noteworthy. These are the National Export Coordinating
Committee (NECC), the National Economic and Business Diplomacy Coordination
Committee (NEBDCC), and the National Productive Sector Competitiveness Support Council
(NPSCSC). The NECC and NPSCSC focus primarily on solving bottlenecks related to
infrastructure, tax, customs, logistics and finance to create a conducive policy environment for
the private sector by fostering international market competitiveness (EIFTRI/AEMFI, 2014).
These mechanisms are led at the highest level of government. There are also efforts to
coordinate at the level of line Ministries in the form of several ad hoc committees.

The challenge lies in the coordination and complementarities of the existing institutional
setups. The three top-level institutional mechanisms are not institutionally coordinated despite
dealing with significantly overlapping activities. This affects the effectiveness and the
complementarities of these institutional mechanisms and also creates a leadership vacuum, as
it is not clear which mechanism is the “lead” institutional set up.

50



Equally problematic is the focus of these institutional mechanisms. There is a strong tendency
to deal with operational challenges rather than with strategic policy issues. In the case of the
NECC, for instance, though “giving assignment to its subcommittees to investigate policy
related bottlenecks and bring forth workable solutions™ as part of the committee's mandate, in
reality, the main focus of the committee has been to “oversee the overall performance of the
export sector and troubleshoot observed problems”(EIFTRIVAEMFI, 2014, 12-13). The
committee’s dealings over the years have been more with monitoring export targets against
set plans. The committee has not been able to deal with strategic policy issues, articulate a
trade agenda or overcome coordination failures at the level of line Ministries. The same is true
with NPSCSC. Though younger than NECC, NPSCSC was established with a stronger
mandate, as it is expected to facilitate and coordinate policy provision to the productive sector
and to make the productive sector competitive in the international market in terms of
productivity, quality and price. However, the committee has not been as active as the NECC
in its deliberation, and tends to deal with routine operational challenges rather than facilitating
bold policy provisions. More worrisome is the prevailing notion that NPSCSC deals with
manufacturing while NECC deals with export trade, revealing the existence of a “trade” and
“industry” dichotomy in Ethiopia’s policy space. The problem is more pronounced, as the
two mechanisms are not institutionally coordinated, as indicated earlier.

2.6 Sector-specific intermediary institutions

As mentioned above, there have been efforts in Ethiopia to establish institutional mechanisms
for coordinating trade and industrial policies, although most tend to monitor progress in
implementation of plans rather than providing strategic direction. This section looks at
existing institutional mechanisms, resources and other instruments aimed at promoting trade
and enhancing trade and industry linkages. It also evaluates the extent to which key
stakeholders are coordinated and how resources are leveraged for effective trade
policymaking and implementation.

As discussed above, a number of institutional mechanisms exist for policy coordination. In
addition to the three high-level coordination mechanisms discussed earlier, field investigation
reveals that there are a number of ad hoc committees at technical level that work on different
policy or implementation issues. These committees may deal with key trade policy issues
such as drafting multilateral trade negotiation positions or providing recommendations to
troubleshoot a certain policy implementation challenge. Unfortunately, however, these
institutional mechanisms are not very effective. Part of the problem is lack of coordination
among the diverse institutions. Duplication of efforts and a large number of committee
engagements also create fatigue, leading to diminishing motivation to engage effectively in
these coordination mechanisms.

Sector-specific intermediary institutions also exist, allowing members of the private sector to
respond to their sectoral needs. These institutions range from membership-based sectoral
associations to autonomous government institutions that focus exclusively on issues related to
a specific sector. The government has established a number of independent sector-specific
institutions including the Leather Industry Development Institute, the Textile industry
Development Institute, the Metal Industry Development Institute, the Chemical and
Constructions Inputs Industry Development Institute, the Food, Beverage and
Pharmaceuticals Industry Development Institute, and the Milk and Meat Products Institute.
The oldest and well-established institutions provide comprehensive support to the private
sector helping to address challenges across the entire value chain. The more recently
established institutions, however, have very limited capacity to respond effectively to the
needs of the private sector. The overall view, however, is that the government’s strategy of
establishing sector-specific institutions is a useful strategic direction.
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There are also a number of donors that operate in the trade and industry policy sphere in
Ethiopia. Some of the major donors include USAID, DFID, SNV of the Netherlands, Swedish
aid, Canadian aid, the European Union, UNCTAD, UNECA, UNIDO, UNDP and Italian
Cooperation. Although most of these institutions are willing to provide support to private and
public institutions, there is limited absorption capacity. One donor representative, for instance,
complains about lack of response from a government agency despite repeated efforts for more
than a year for a project worth tens of millions of dollars. Projects under implementation also
suffer from poor execution and coordination, resulting in substandard results. There are no
efforts to map out key available donor support. Such an effort would have allowed a more
strategic approach to leverage the support offered by donors to achieve maximum impact.
Such mapping also ensures more complementarity between different projects allowing a
chance to build further on existing achievements.

3. Improving coordination in trade policy design and implementation

The discussion so far indicates clearly the deep-rooted problem of poor coordination among
different public institutions, the private sector and other stakeholders in Ethiopia’s trade
policy making. Most worrying in the coming years will be the disconnect between the “trade”
and “industrialization” agendas, especially given the focus of GTP II on promoting
manufacturing sector-based and export-led growth and development. Meaningful
transformation of the structure of the country’s economy, a major focus of the national plan,
can only be realized when the lead role of trade is recognized and trade and other polices are
made to work together. The coordination failure at different levels of government and
between public agencies and other stakeholders is also a major area of concern.

Overcoming the coordination failure and ensuring coherence between different policy
instruments requires putting in place a robust and effective coordination mechanism. There
are many different models that have been adopted by countries to inform policy formulation
and to act as coordination mechanisms. It is difficult to copy and apply any of these models
without taking into consideration the specificity and starting position of countries. What
works in Singapore may not work for Ghana or Chile or Ethiopia. However, effective policy
coordination models have a number of common characteristics that could be used to guide
countries in establishing coordinating mechanisms suitable for their specific conditions and
needs. These characteristics include:

I. high-level political support — reporting to the highest level in the government structure
such as the Prime Minister;

Il. an institutional mandate to undertake high-level coordination of responsible public
agencies (for example, Trade Team Canada comprises 21 federal government
departments, the US Export Cabinet comprises 14 public agency heads, while the US
Trade Promotion Coordinating Committee comprises 20 agencies); and

I1l. a formal private sector consultative structure both to ensure transparency and to
provide a mechanism for business and other stakeholders to provide inputs and
feedback to government.

A first step in the coordination of trade-related policies is to identify the key institutions and
allocate the responsibilities for both the formulation and implementation of trade-related
policies. As already noted, given the cross-cutting nature of trade, it is necessary that many
stakeholders and parts of government are involved in both the design and implementation. For
this to work, however, it is necessary that leadership of this process is not left vague, but
instead a lead coordinating body - a Trade Policy Coordinating Council (TPCC) - is
established and given the authority and a coordinating role. The TPCC should be given a clear
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mandate from the highest level of country’s leadership to consult with stakeholders and
ensure policy consistency and coherence. However, the TPCC cannot be solely responsible
for implementation as that will by necessity involve many players in and outside of
government. Instead, its role in the implementation phase is to act as a coordinator and
convener, and to have the responsibility (mandate) to monitor and assess implementation by
the relevant agencies within the government.

Ideally, all stakeholders will have “ownership” of the policies adopted and implemented.
They must perceive that what is being pursued is for the benefit of all and will help the
country compete in the international market place and support better jobs and economic
growth. It is possible that, in practice, specific policy actions that are needed for the
promotion of trade may negatively affect some groups, both in and outside of government.
Moreover, prevailing policies in a given area may be inconsistent with the realization of the
overall trade strategy. To address such political economy realities it is necessary that the
TPCC reports directly to the head of government and has the mandate to point out where
specific policies are not consistent with the overall trade strategy. Conversely, it is important
that those that are affected by trade policy actions have a voice — including those that are
negatively affected. This also calls for a cross-cutting institutional arrangement — both to
ensure accountability and transparency.

Thus, the key and primary function of the TPCC is coordination and ensuring that all agencies
that are responsible for trade-related policies — line ministries, regulatory bodies, regional or
provincial governments — know what their goals are, are fully informed and aware of the
priorities that are defined by the national plan or development strategy, and use this as a
framework that guides their activities. In other words, the TPCC provides executive
sponsorship and oversight, vision and strategic direction. It leads the process of trade policy-
making and facilitates stakeholder-wide communication. It oversees the country’s overall
trade performance, including the performance and efficiency of all sectors that have direct
impacts on trade, and updates the trade policy objectives when required based on feedback
and impact assessments. The TPCC also engages with stakeholders and agencies as needed to
ensure organizational alignment on trade priorities; resolves conflicts and disputes between
agencies, including issues related to ensuring that required funding is allocated for
implementation; and regularly reviews progress in implementation of trade policies.

The TPCC should be chaired by the Prime Minister. The Council should include the heads of
all relevant ministries and regulatory agencies. It should have the mandate and authority to
create technical committees if and when deemed necessary, to bring together sectoral or issue-
specific experts to provide inputs on the design, implementation and adjustment of specific
aspects of trade policies.

The TPCC can only be effective if its work is supported by a strong and independent
secretariat. Therefore, it is desirable that a full-fledged secretariat is established and tasked
with organizing meetings and managing consultative and deliberative bodies interacting with
the business/investor community; and monitoring and evaluating the implementation and
effectiveness of national trade policies. Specific activities of the TPCC secretariat could
include assistance in the development of key performance indicators and milestones; review
and monitoring of progress towards meeting the export objectives; support to line agencies
with analysis and benchmarking studies; ensuring information sharing among stakeholders;
undertaking analysis of outcomes and impacts; and outreach activities, including regular
public reports on progress made in trade promotion. The key question is what should be the
composition of the secretariat and where should it be located? An ideal option is to have a
stand-alone secretariat located in the Prime Minister's office and managed by someone with a
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Ministerial rank reporting to the Prime Minister and with experience and in-depth
understanding of the nexus between trade and other policies.

The TPCC should hold quarterly meetings, twice a year with representatives of the private
sector and chambers of commerce and industry and chaired by the Prime Minister. At the end
of these consultations, an action plan should be prepared with responsibilities assigned to the
respective line ministries which should monitor and report progress at the next TPCC
meeting.

3.1 Organizational framework for the TPCC

What follows presents a proposal for the organizational structure of the Trade Policy
Coordinating Council (TPCC) that will oversee the implementation of country's trade policies
and its vision of making trade an engine of economic growth, industrialization and a key
instrument for job creation, poverty reduction and development financing. Central to this
process is an institutional design that separates the strategic aspect of managing global
economic engagement from the more administrative and policy implementation related
functions (figures 2.1 to 2.3).

In order to separate the strategic decision-making process related to trade and industrial policy
from day-to-day operational issues, the secretariat of the Trade Policy Coordinating Council
(TPPC) should be housed administratively within the ambit of the Prime Minister’s Office.
This will give the council the status of coordinating and monitoring the implementation of
trade-related policies at a higher level.

Such a high-profile Coordinating Council is needed to provide a framework for:

I. policies related to domestic regulatory reform in various sectors to reduce the costs of
doing business domestically - especially for inputs required by sectors targeted for
export-promotion - and strategic policy making more generally to improve the
country’s competitiveness;

Il. policies related to trade facilitation and improving the country’s logistical capacity
and connectivity with the rest of the world;

I11. market access policies and strategy — spanning unilateral, multilateral, bilateral, and
regional trade policy initiatives, including policy related to FDI;

IV. integrating private sector input into policy and strategy formulation;

V. interacting with donors and development agencies more effectively in identifying
priority areas for action and allocation of aid for trade; and

\

. holding all stakeholders accountable for implementation of the trade policies and the
country's vision of making trade contribute to graduation into middle-income country
within the next decade.

Figure 2.1 provides a schematic of the proposed TPCC. The goal of the TPCC and its
subsidiary bodies is not to replicate the administrative functions of line-ministries that deal
with sectoral policy, but to develop specific trade and trade-related policy initiatives for
different sectors in conjunction with private players, and ensure the implementation of such
policies across ministries.

The TPCC, supported by the secretariat, would include the senior officials from Customs
office, line Ministries (transport, industry, finance, planning, etc.) and representatives of other
departments and regulatory agencies that have a role to play in the movement of goods and
services in and out of the country. The TPCC should have a mandate to meet at least on a
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quarterly basis to monitor trade performance across various parameters, informed by reports
prepared by its secretariat.

Ideally, the secretariat of TPCC should be staffed with competent experts, meritocratically
appointed based on their understanding of the complexity of the multilateral trading system,
the importance of establishing synergy between key macro and micro-policies (including
macroeconomic policies, industrial and agricultural policies) and the intricacy of the domestic
value chain. The secretariat as such serves as “think-thank” and depository of knowledge
ensuring institutional memory and consistency in policy making and implementation, at times
thinking outside the box. The secretariat should also be tasked with ensuring that the TPCC
makes informed decisions after thorough considerations of alternative scenarios. The
secretariat should also oversee the operational aspects by ensuring that the decisions made the
TPCC are properly implemented.
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Figure 2.1: Structure of Trade Policy Coordinating Council*®
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'8 This organizational structure is a preliminary suggestion intended to stimulate discussion, therefore, it should
not be read as a final proposal. Ethiopia has several different coordinating bodies or structures, including a
Ministerial coordinating council. However, the authors of this report believe that given the significant
importance given to trade, in particular export-led growth during the GTP Il period, it may be necessary to
establish a high-level coordinating council focused on the formulation, implementation and monitoring of trade-

related policies.
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Figure 2.2: Functions of a Trade Policy Coordination Council
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To fulfill these tasks efficiently, the work of the secretariat should be supported by at least
three functional subsidiary bodies reporting directly to the Minister responsible for the work
of the secretariat. These subsidiary bodies need not necessarily be large entities but must be
staffed with competent and experienced economists and specialists capable of understanding
the importance of the integrated approach to trade policy and the need to ensure that all other
macro and sectoral policies are in line with the trade vision and the overall objectives of the
GTP Il. The functions of the three subsidiary bodies could be defined as follows:

I.  Providing a ‘Knowledge Platform’ for policy analysis and strategic direction through
research and analysis and close consultations with key stakeholders and government
departments and regulatory agencies;

Il.  Identifying supply chain-related constraints and providing solutions for consideration
by the Council. The secretariat will have the mandate to identify and assess specific
constraints and factors that impede investments or the efficient operation of value
chains;

I1l.  Monitoring, assessing and reporting on trends in trade competitiveness and attainment
of the various indicators needed to measure the impact of trade-related policies and the
attainment of trade and industrial development objectives of GTP Il. Obviously, this
function require the secretariat to acquire the capacity to conduct economic analysis,
ideally under the supervision of a chief trade economist, and regularly assess the
country's trade competitiveness and trade performance.

It should be noted that the implementation of trade and trade-related policies and actions that
are needed to boost the country's export capacity and the GTP Il objectives is the
responsibility of the relevant line ministries and regulatory agencies; the role of the TPCC is
to act as a coordination, support and accountability mechanism and provide strategic direction
when necessary. The proposed Policy and Strategic Direction Unit and Supply Chain Unit are
two instruments that are intended to support both the process of designing the overall trade
objective and assist line ministries and regulatory agencies in implementing it. A key role that
both instruments play is to bring in the business community and other stakeholders — e.g.,
workers associations, consumer organizations — to identify priority areas for actions and
suggest options for addressing them, including through the allocation of public investment
where necessary.

In this connection, what will be the role of the Ministry of Trade? As noted above, the TPCC's
role is strategic and to provide policy direction and to oversee/support and coordinate the
implementation of trade-related policies. The Ministry of Trade plays a central role in this
process. The responsibility for implementation of the national trade policy as narrowly
defined, including trade promotion, managing domestic trade rules and regulations, taking the
lead in trade negotiations and implementation of trade agreements, administrating trade
disputes, and participating in the collection of information on NTMs and strategic commercial
intelligence in key markets and working with key sectoral line ministries to improve the
regulatory and business environment in different sectors of the economy will continue to rest
with the Ministry of Trade. Effective gathering of commercial intelligence to help industry to
improve access to key markets, including regional and global value chains, is one of factors
behind the international success of manufacturing sectors in emerging economies. This task is
better performed by the Ministry of Trade.

The three important subsidiary bodies under the responsibility of the secretariat identified in
the proposed organizational structure namely, the Policy and Strategic Direction Unit, the
Supply Chain Unit and the Monitoring and Implementation Follow-up Unit (figures 2.1 and
2.2) will require diverse and advanced knowledge and skills that are currently lacking in the
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Ministry of Trade and other mainline Ministries. The Policy and Strategic Direction Unit will
serve as a forum aimed at fostering a substantive, evidence/analysis-based discussion of the
impacts of sector-specific regulatory policies. It could help build a common understanding of
where there are large potential gains from opening markets to greater competition, the
preconditions for realizing such gains and options to address possible negative distributional
consequences of policy reforms. Better information on what are the applicable NTMs and
service sector policies and how these impact on operating costs and the ability to engage in
trade would help facilitate broad based discussion on what priority sectors/issues are and
where the key regulatory problems lie. Furthermore, the Policy and Strategic Direction Unit
can be a useful mechanism to bring in expertise from the rest of the world to discuss and learn
about alternative approaches that have been pursued to improve regulatory policies while
reducing barriers against foreign providers of goods and services. To be effective and relevant
for the implementation of the trade policies, the knowledge platform unit must be action
oriented.

The proposal for the establishment of a Supply Chain Unit is based on two inter-related
factors, one inward looking and the other external trade motivated. The first relates to the
recognition of the current serious domestic input supply constraints faced by export-oriented
firms in the three export priority sectors namely, textiles; leather and leather products and
agro-processing; and the need to tackle the binding constraints through coordinated policy
actions; and the second is to identify and provide policy support to domestic firms that are in a
position to specialize and become part of the regional and global value chains. Participating in
regional and global value chains requires more than trade facilitation and reducing domestic
trade costs, although that is likely to be a critical element. In practice a broad range of
potential policies that are implemented by different government agencies will impact on the
operational efficiency of a value chain. This requires efficient policy coordination across line
ministries and relevant trade-related regulatory bodies to be performed by the secretariat of
the TPCC.

The third subsidiary body under the responsibility of the TPCC secretariat is the Monitoring
and Implementation Follow-up Unit. The unit should be by an experienced trade economist
reporting to the Chair of the TPCC and working closely with the knowledge platform unit, the
supply chain unit and the Ministry of Trade. The unit will have substantive staff with in-depth
knowledge of trade, economics and statistics-related issues. The primary role of the unit will
be to provide the information and data needed to establish baseline performance for the
various indicators that are chosen to assess progress in achieving the country's export targets
and overall trade strategy as specified in GTP Il. Therefore, the overarching goal of the unit is
to monitor performance and results. This is a task that goes beyond collection and compilation
of the requisite data. Another important task of the Monitoring and Implementation Follow-up
Unit should be to assess the consistency between what has been identified as priority areas
and goals in GTP Il and what comes out of implementing the trade objectives of the plan.

3.2 Conclusions

Over the last two decades, there is more optimism about the prospects of the Ethiopian
Economy than any time in its modern history. Not only has the country managed to register
impressive growth records averaging 11 percent for more than a decade, but it did so while
also achieving a much broader set of socio economic development goals. Pulling 26 percent
of the population out of poverty, sending 95 percent of school age children to school, creating
millions of jobs, improving both the material and subjective wellbeing of the population, to
mention a few, is a truly remarkable achievement by any standard. With the formulation of
the Second Growth and Transformation Plan, Ethiopia is embarking on even more ambitious

59



development agenda based on agricultural-based, manufacturing sector-driven and export-led
growth strategy.

In the next five years, GTP Il is expected to shift the country's structural base from agriculture
to manufacturing and enable it to initiate the momentum necessary for eradicating poverty in
line with the objectives of the 2030 Agenda for sustainable development and prepare the
country for graduation from the LDC status by 2025. The success or failure of GTP Il will
depend on how the country performs on its export objective, which is expected to triple within
the next five years and the composition of exports to shift to light manufacturing goods.
Whether the country will achieve these objectives will very much depend on the attention
given to trade policy coordination and whether the government appreciates the fact that trade
is inherently a cross-cutting issue that involves many government departments, public
agencies, private sector operators and trading partners and encompasses many diverse sectoral
areas and policies, including industry, agriculture, services, customs, transport, standards,
communication, transport and logistics, etc. Therefore, coordinating trade-related policies to
achieve the central objectives of GTP Il will enable the government to create synergy across
all major policy areas. It is recommended, therefore, that the government reviews the
functions and performance of existing policy coordinating mechanisms with a view to
creating a single and an overarching high-level coordinating council revolving around trade-
related policies and operating under the direct responsibility of the prime Minister and
serviced by independent secretariat with specialized subsidiary bodies to provide reliable and
up-to-date information necessary for making informed decisions and providing strategic
direction.
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Chapter I11I:
The macroeconomic policy context

1. Coordination of the trade strategy with fiscal policy

Fiscal policy always has multiple purposes. First, it has an impact on overall growth in the
economy as the public sector is levying taxes, customs duties and other charges and
channeling its revenue back into the economy, thereby influencing economic activity. Since
different types of public revenue and different types of public expenditure have different
effects on aggregate demand and supply, fiscal policy is not only influencing the level but
also the structure of economic activity. It is from this perspective that the challenge of
coordination with trade and industrial policy arises. This challenge is complicated by the fact
that fiscal action, on both the revenue and the expenditure side, also influences income
distribution. This aspect is of particular importance in a poor country like Ethiopia in its
efforts to reduce poverty. Moreover, apart from the crucial impact public finances have on
growth and development in the longer run, fiscal policy, especially with regards to the
variation of public expenditure and its financing, is also a key instrument for macroeconomic
stabilization.

Given the distinct federal structures of Ethiopia, fiscal policy needs to be coordinated with the
trade strategy not only across the different public authorities at the federal level, but also
between them and the regional and municipal authorities. The importance of such
coordination is evident from the fact that the share of total regional expenditure in total public
expenditure is about 40 percent.

1.1. Public revenue and trade and industrial policy

Taxation and the collection of other public revenue has to secure a share of national income
that is sufficiently large to enable public spending for infrastructure and public services for
the corporate sector, as well as for the society as a whole, and thus to sustain a sound fiscal
position. On the other hand, taxation is a key instrument to direct economic activity at both
the demand and the supply side into the strategically desired direction.

This aspect is of particular importance not only because upgrading public infrastructure and
support services requires high government expenditure, but also because trade and industrial
policies tend to have a strong impact on the revenue side of the budget for two reasons. First,
trade policy (e.g., lowering tariffs) implies a reduction of import duties and other trade taxes.
Second, many incentives that aim at directing the private sector into a direction that is deemed
desirable form a growth and development perspective are either reducing revenue as certain
firms or activities are taxed at lower rates or entirely exempted from taxation, or increasing
spending when incentives are provided in the form of subsidies or guarantees. For these
reasons decision-making and planning in budgetary and tax matters are inexorably linked with
trade and industrial policy.

Ethiopia has a level of tariff dependence for government revenue that is far above average.
Customs duties and trade taxes accounted for 30 percent of Ethiopian government revenue in
2014/15, a share exceeded only by very few countries in the world. The revenue raising power
of import duties is likely to be eroded in the years to come, particularly in connection with
WTO accession. This implies a narrowing of the Government’s fiscal space, which needs to
be compensated by higher revenue from other sources. This is not an easy task as shown by
an IMF study on 100 countries over 25 years, which found that low-income countries could
recover only 30 cents for every lost dollar from tariff reduction (Braunsgaard and Keen 2005).

61



The composition of tax collection matters not only for its distributive implications but also
because of its role in generating incentives and disincentives for different elements of demand
and supply. For example, the structure of income taxation and specific indirect taxes on
certain types of consumption influences the pattern of domestic demand, which has possible
repercussions on the trade balance. Even more important from the point of view of
coordinating taxation with the trade and industrialization strategy is the design of corporate
taxation. On the one hand, applying differential tax rates to particular sectors is one
instrument of industrial policy. The design of corporate taxation can be geared towards
strengthening the link between corporate profits and investment at the firm level, for example
by allowing specific systems of fiscally relevant depreciation allowances, or loss allocation,
or preferential treatment of reinvested profits (see also chapter VI1II). On the other hand, fiscal
incentives in the form of tax holidays for foreign investors, reduced statutory rates for
particular sectors or regions and direct tax breaks for exporters, can significantly reduce the
total yield from corporate taxes as has been the case in many developing countries in recent
years (UNCTAD 2014).

Direct income and corporate taxes tend to rise faster as the economy grows, provided that the
pattern on tax rates is progressive and that such taxes are effectively applied collected. It is
therefore essential that the influence of interest groups, including foreign investors, is not
getting the upper hand in corporate tax governance, as has frequently been the case in poorer
countries that compete with other countries to attract FDI (Keen and Simone 2004). In terms
of attracting more investment, the results of such tax incentives to corporations have often
been disappointing. The focus on the provision of tax advantages for foreign investors is often
driven by media and other corporate assessments that identify taxes as an important variable,
even though these may not always be the most important determinant of FDI. This
consideration is especially valid for Ethiopia, whose agriculture-based industrialization
strategy can count on significant other advantages, especially lower wages compared with
other countries and a large raw material base.

1.2 Public expenditure and trade and industrial policy

On the expenditure side, an important matter for coordination with trade and industrial
policies is focussing infrastructure investment to the specific needs of the priority sectors. For
example, investment in public infrastructure is likely to be more effective in raising the
efficiency of production and inducing new private investment when it is coordinated with the
creation and management of industrial zones, in which activities of prioritized sectors are
concentrated. Another aspect of coordination arises from the fact that not all elements of
infrastructure can be improved at the same time, so that there is a need for sequencing and
setting priorities. For example, in mobilizing and deploying financial resources for
infrastructure development, competition is likely to arise between improving the transport,
power and water infrastructure for the prioritized manufacturing sectors and the necessary
upgrading of other types infrastructure in support of developing the social or tourism sector.

Furthermore, in setting priorities for fiscal spending, the public provision of education and
vocational training and financial support for institutions helping to upgrade technical and
managerial skills must be considered. This is not only a matter of the overall level of public
spending for these purposes but also one of coordinating such spending with the concrete
needs of the prioritized sectors. Learning-by-doing can go a long way in upgrading the
professional competences required in these sectors, in particular for the low- and semi-skilled
groups of the workforce. Developing a dual system of professional training that combines
school learning with the acquisition of experience on the job may not only be the most
effective way to upgrade professional skills but also the most efficient allocation of public
education expenditure.
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Public procurement can also play a key role for the expansion and upgrading of domestic
industries, especially in connection with construction. Giving priority in public procurement
to locally produced inputs, especially from the prioritized chemical and metals industries, can
make a significant contribution to the development of these sectors.

2. Monetary policy and the role of the central bank in the context of trade

In the area of monetary and financial policies, there is already a degree of coordination with
the industrialization strategy inasmuch as in recent years the monetary and regulatory policy
of the National Bank of Ethiopia (NBE) has aimed at supporting capital accumulation by
avoiding high interest rates. There are provisions that facilitate access of firms in the
prioritized sectors to foreign currency.

The central bank’s interest policy is an important element in the policy mix in support of
Ethiopia’s integration into international trade, as it influences the cost of financing of both
investment and working capital in the export sectors. In addition, central bank policy also
bears on the provision of liquidity and refinancing facilities for the banking system, which
determines the capacity of the latter to lend to the non-financial sector. Another
macroeconomic policy instrument in the purview of the central bank, which has direct bearing
on Ethiopia’s external trade performance, is the exchange rate. The levels of interest rates and
the exchange rate are co-determinant of the ability of Ethiopian manufacturers to compete
with their exports internationally and with imports on the domestic market.

2.1 Management of the exchange-rate and foreign exchange
2.1.1 Exchange-rate management

The most obvious interaction between monetary and trade policy is via the exchange rate,
which affects a country’s competitive position in international trade. The NBE practices a
system of managed floating, meaning that it regularly intervenes to reduce exchange rate
volatility and to follow a stable path of nominal exchange rate depreciation.

The impact of market access privileges for Ethiopian products and the success of export
promotion measures can be compromised when the exchange rate is overvalued, as presently
seems to be the case for the Ethiopian currency (IMF 2015a). From the perspective of
exporters, currency overvaluation has the same effect as tariffs. At any given level of
production cost in domestic currency, an appreciation of the exchange rate will either cause an
increase in foreign currency prices of exports, with attendant effects on the international
competitiveness of domestic production, or reduce the profitability of exporting firms with
implications for their willingness to invest and capability to finance such investment.
Therefore, appropriate exchange-rate management, and its close coordination with trade
policy, is crucial for any export-oriented industrialization strategy to succeed.

The challenges for effective coordination between exchange-rate, trade and industrial policy
are then to determine the “right” exchange rate and to attain it. In a country like Ethiopia that
is not (yet) fully integrated into international capital markets and therefore less likely than
many emerging-market economies to be subject to speculative capital inflows (Martins 2013),
exchange-rate management may best aim at an exchange rate that reflects the level and
movements in unit labour costs relative to those in its trading partners or competitors in
international markets. The effect on the real exchange rate that results from higher inflation
would then be offset by a devaluation of the nominal exchange rate (UNCTAD 2011: ch. VI).

When domestic inflation is higher than that of the trading partners, the nominal exchange rate
needs to be depreciated by the same amount as the inflation differential in order to maintain a
stable real exchange rate. With regard to international competitiveness of the prioritized
sectors, the issue of the appropriate exchange rate relates to the inflation differential between
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Ethiopia and its trading partners, i.e. the countries to which it exports and from whom its
imports. But it also relates to the differential in unit labour costs compared to countries whose
producers compete with the Ethiopian producers.

According to IMF estimates, Ethiopia’s real effective exchange rate is currently overvalued
by around 30 percent, a major reason for the widening of the current account deficit (IMF
2015a). The NBE is concerned that a devaluation could lead to higher inflation as prices for
imports in domestic currency would rise. With regard to the impact that the exchange rate has
on Ethiopian exports, the NBE relies on productivity gains in the prioritized sectors and, thus,
the possibility for exporters of manufactures to reduce their production costs and the prices of
their products in domestic currency.”® In other words, it expects efforts to enhance efficiency
and productivity in these sectors to compensate for the negative effects of currency
overvaluation. This is just the opposite of an exchange rate policy, which aims to support
trade and industrial policy by avoiding currency overvaluation, or achieve a certain degree of
undervaluation to increase the international competitiveness of domestic producers.

On the other hand, potential inflationary pressure arising from nominal currency devaluation
is a valid concern. At the current ratio of imports to GDP, a 10-percent devaluation could
push the inflation rate up by 3 percentage points, provided the entire exchange rate change is
passed through to domestic prices. Another aspect that highlights the interaction of exchange-
rate management and the trade and industrialization strategy is that the overvalued exchange
rate is supportive to the prioritized sectors inasmuch as it lowers the domestic currency cost of
their imported inputs. These effects may need to be weighed against the disadvantage for the
exports of these sectors. At a time where Ethiopian exporters are eager to gain market shares
in the international markets for processed food, textiles, clothing and leather products and to
achieve efficiency gains from economies of scale, exchange rate overvaluation on exports
negatively impacts on these sectors’ medium-term perspectives, which may deserve priority
attention.

In any case, due to the above considerations there is a strong case for strengthened
coordination between the Ministries of Trade and Industry and the central bank to identify
short- and medium term priorities. Another consideration to be taken into account is that a
developing country like Ethiopia, which aims at accelerating the development of its
manufacturing industry, may aim not only at preventing currency overvaluation but even at
keeping its currency slightly undervalued (UNCTAD 2008).%

2.1.2 Management of foreign exchange and external borrowing

Controls over the use of foreign exchange are essential for Ethiopia, as they are for any
country with a severe shortage of hard currency. In particular, it is essential to rigorously
restrict the use of the available foreign exchange for unproductive purposes, such as imports
of luxury consumer goods or for goods that can be produced locally with similar quality. In
certain cases, for example, when nascent industries deserve strategic support, it may even be
justified to restrict the allocation of foreign exchange for imports of goods whose domestic

*This can be read from the statement made by the Executive Director for Ethiopia at the IMF in connection
with Ethiopia’s 2014 consultations with the IMF: “[The Ethiopian] Authorities acknowledge that a competitive
exchange rate is important but consider too rapid an adjustment to be counter-productive due to feedback effects
on inflation. They preferred to effect the real effective exchange rate adjustment through a combination of
gradual nominal exchange rate depreciation, further reduction in inflation and improved productivity of exports.
.... Efforts to promote non-traditional exports and exports of services along with those to attract fresh financing
from abroad were expected to help in this regard.” (IMF 2014)

% In the successful cases of late industrialization in East and South-East Asia, undervalued exchange rates for
many years accompanied low central bank interest rates and accommodative and stimulating monetary policies.
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production is more costly than importing them. Clearly, in such cases the advantages that can
be found from raising domestic production must be carefully weighed against the
disadvantages that are likely to arise from reduced competition.

Yet, while the rationale for foreign exchange controls is obvious, it appears that, in practice,
controlled foreign exchange allocation in Ethiopia has not always been consistent with the
priorities of structural transformation. In particular, overly bureaucratic and lengthy
procedures to obtain authorization for payments in foreign currencies appear to frequently
cause problems for the procurement of essential inputs for production in the prioritized
sectors. These can severely affect the competitiveness of exporting firms. It is therefore
essential to better coordinate the principles and procedures of foreign exchange allocation
with the import requirements of these sectors.

While strict foreign exchange controls are also essential for controlling capital outflows, the
problems that domestic firms may encounter from borrowing in foreign currency is a less
important issue for Ethiopia than for other developing countries because only few
domestically owned firms, if any, have access to international lending. However, to the extent
that such access exists or will be gained as firms grow in the coming years, it will also be
essential that such borrowing is restricted to the financing of capital or intermediate goods
imports in the prioritized sectors.

2.2 Coordination of inflation control and credit expansion
2.2.1 Inflation control versus support for capital accumulation

The main mandate of the NBE is to control inflation, which is considered essential for
economic growth. There can be no doubt that a stable macroeconomic environment conducive
to investment in productive capacity must include relative price stability.

However, there are instances where there is a trade-off between inflation control and the
objective of raising productive investment. This arises in situations when inflation control
requires restrictive monetary policy and rising interest rates, whereas low interest rates are a
key policy factor contributing to the dynamics of investment in productive capital. A
monetary policy that is permanently and exclusively geared to keep a lid on inflation a priori
hampers capital accumulation. In all cases of successful industrialization, monetary policy has
been accommodating (expansionary) with low interest rates.

A comparison of the experiences of countries with different priorities in the conduct of
monetary policies shows that in countries where monetary policy was tight and interest rates
were high, structural change was slow or absent and capital accumulation was low. This was
the case in the past in many African and Latin American countries. By contrast, in countries
where monetary policy was accommodating or expansionary, capital accumulation was strong
and structural change, output growth and employment creation were fast, as in East and
South-East Asia. Distinct from many countries in Africa and Latin America, both nominal and
real lending interest rates in East and South-East Asia over the past 20 years have been
consistently lower than the GDP growth rate.?! As a result, monetary policy has acted as a
driver of the strong investment dynamics in those two sub-regions (UNCTAD 2010).

The NBE pursues a restrictive monetary policy, which has been successful in recent years in
keeping inflation in the single digit range. While at present bank lending rates are rather low
(11.9 percent on average, equivalent to 2 to 3 percent in real terms),? it is essential that the
desirable objective of keeping inflation low will not lead to higher interest rates that would

*! An exception was the episode of the Asian financial crisis.
%2 |n the first quarter of 2015, the minimum and maximum lending set by the central bank stood at 7.5 and 16.25
percent (National Bank of Ethiopia, 2015).
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raise financing costs or to a sharp tightening of bank liquidity with negative effects on bank
lending for productive purposes. The risk of this happening is high as long as the sole focus of
the central bank is on inflation control, and as long as inflation control is pursued only with
monetary policy instruments.

It may be useful to establish a mechanism for coordination of central bank policy geared to
inflation control, on the one hand, and the need to enable the banking system to provide
additional long-term investment credit at low interest rates to actors in the prioritized sectors,
on the other. In situations where a trade-off between these two objectives occurs, it will be
necessary to find the right balance between accepting a slightly higher rate of inflation and
limiting the provision of credit. This coordination challenge has two aspects. The first is
related to the relationship between inflation and investment, the second to the way in which
inflationary pressures are addressed.

Under the first aspect, it may be worthwhile considering that inflation may not necessarily be
detrimental to investment and growth as long as it is kept within a certain range. In
developing countries, a higher rate of inflation than often assumed may be acceptable when
central banks provide favourable financing conditions for productive investment. Empirical
research suggests that in developing countries with underutilized capacities, as is the case in
Ethiopia, growth can be compatible with — or even supported by — a moderate rate of inflation
(Mugtada, 2010). While it is difficult to specify a rate of inflation that might be tolerable in
Ethiopia, it has been estimated that the threshold rate of inflation for developing countries (i.e.
the rate above which real GDP growth could be compromised) is 11-13 percent (Khan and
Senhadji 2001).

Under the second aspect, the question arises to what extent inflation can be controlled with
non-monetary instruments. It appears that the coordination of anti-inflation policies with the
export-oriented industrialization strategy, and avoiding a trade-off between these two, could
be greatly facilitated if additional policy instruments were considered to effectively dampen
inflationary pressure that may occur in the growth process. This is all the more relevant as the
source of inflation is often not excessive monetary expansion, but has to be sought elsewhere,
especially excessive wage increases and rising food prices. If inflationary pressures result
from such sources, restrictive monetary policy may not be the most appropriate response.

2.2.2 Non-monetary options for inflation control

Resort to additional policy instruments for preventing or countering inflationary pressures
would facilitate the task of the central bank to effectively address inflationary pressures.
Depending on the sources of such pressures and the dynamics underlying its acceleration a
variety of options may be considered.

To the extent that inflationary pressure results from domestic demand in an overheating
economy, shifting to a more restrictive stance in fiscal policy, especially a variation of public
sector demand for domestically produced goods, is a first option.

Although problematic in a market economy, interventions in the price setting process are
another non-monetary option that may be considered as a temporary instrument. These may
take the form of direct price controls on goods with relatively low price elasticity of
demand,?® for example electricity and transportation as practiced in 2004 in China (Flassbeck
et al 2005),% or temporary price moderation agreements with associations of producers and

% When applied to goods and services with a high price elasticity of demand, price controls prevent the market
mechanism to play its stabilizing role, i.e. to reduce demand as prices rise, so that supply bottlenecks arise.
|t has been estimated that Chinese price controls introduced in 2004 when the economy was overheating kept
inflation at almost half of the level without controls (Qu 2004; Flassbeck et al 2005).
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wholesale and retail distributors as in Argentina in 2006 (UNCTAD 2006). Such measures
have been found to be successful even in Ethiopia in moderating price expectations and to
moderate inflation.

Another instrument, the use of which has been key to combining high rates of productive
investment and fast growth with a high degree of price stability in a number of Asian
economies in the past, is wage policy (UNCTAD 2010). Here it will be important that wage
increases in the economy as a whole do not exceed the productivity gains, so as to avoid a
price increases as a result of higher unit labour costs. This measure also dampens the
expansion of domestic demand in excess of the supply potential.

In a low-income country like Ethiopia agricultural policy can be instrumental in preventing
inflationary pressures. In Ethiopia, food represents a large share of consumer expenditure, so
that changes in food prices can have a strong impact on the overall rate of inflation, as
witnessed in the first half of 2015 (see chapter 1). In addition to population growth, the
increase in per capita income that is expected to result from fast export-oriented
industrialization will cause food demand to rise further. At the same time, food production for
the domestic market is likely to increasingly compete with the production of agricultural
inputs for the prioritized export sectors, causing a risk that agricultural space available for
domestic food production is reduced in favour of the production of such inputs. If the
emergence of inflationary pressures from this source could be avoided, then another reason
for restrictive monetary policy would, at least partly, be eliminated. The inflationary pressures
would be tackled at their source, whereas monetary policy instruments would slowdown
investment without being able to reduce the inflationary pressure.
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Chapter 1V:
The international framework: Trade agreements and legal market access

1. Overview

Trade performance is significantly influenced by multilateral trade rules and the policies and
regulations of other countries. Efforts to boost export growth must, therefore, go hand-in-hand
with policies aiming at improving access to foreign markets by actively pursuing international
trade cooperation, through both preferential market access programmes and reciprocal trade
agreements, particularly in emerging economies. The ‘market access agenda’ is thus an
important dimension of a trade strategy.

One of the few advantages that Ethiopia enjoys as a least developed country (LDC) is the
preferential treatment by many of its trading partners. LDCs are granted duty-free, quota-free
access to the largest foreign markets for virtually all of their exports, extended through such
initiatives as the European Union’s Everything But Arms (EBA) program and the United
States’ African Growth and Opportunity Act (AGOA). Ethiopia also enjoys tariff preferences
under the Generalized System of Preferences (GSP) in Australia, Canada, Japan, New
Zealand, Norway, and Switzerland. It also has preferential access to the markets of China,
India, Russia, the Republic of Korea, and Turkey. These ensure that Ethiopia’s exports face
almost no barriers to the major markets, and these advantages are independent of the
country’s status vis-a-vis WTO.

However, this is not the case in many other fast-growing developing countries, where tariffs
are generally higher than in the advanced economies. In the latter, however, non-tariff
measures (NTMs) and regulatory requirements can still constitute prohibitive trade barriers.
Furthermore, ancillary policies such those regarding rules of origin may substantially reduce
the benefits of preferential market access. Such considerations make it essential that Ethiopia
gives higher priority than in the past to trade agreements, both multilateral (for example, in
the accession to WTQ) and with specific trading partners that are of the greatest importance
for Ethiopia (for example, COMESA FTA and EPA).

At present, Ethiopia’s trade is conducted principally with partners outside of its own region.
Over half of all exports are still sent to high-income countries (especially in Europe), and for
textiles, clothing and leather products this share is even higher. On the other hand, the share of
imports originating from these same countries has declined over the past decade, as imports
from China have increased. The share of other African countries remains well below 10
percent for both imports and exports.

Ethiopia is now engaged in numerous trade negotiations at the regional, extra-regional, and
multilateral levels. The circles formed by these multiple initiatives are not precisely
concentric, however, as WTO membership is not yet universal, and some countries are
members of more than one of the many groups and sub-groups within the continent. Ethiopia
has been a member of the Common Market for Eastern and Southern Africa (COMESA) since
its foundation in 1993, but has only recently decided to negotiate for its accession to the
COMESA Free Trade Agreement - a necessary step towards full participation in the proposed
Tripartite Free Trade Agreement among COMESA, the East African Community (EAC), and
the Southern African Development Community (SADC). The Tripartite Free Trade
Agreement would create a market of 26 countries with a population of 625 million and a gross
domestic product of more than $1 trillion. It would also be a stepping-stone towards the
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eventual establishment of the Continental Free Trade Area among all the members of the
Africa Union. Ethiopia already has a bilateral trade agreement with Sudan which uses the
COMESA Rules of Origin and other COMESA FTA instruments such as the COMESA
Safeguard Mechanism (which has already been used in relation to imports of steel reinforcing
bars from Sudan). It is also a member of the Intergovernmental Authority on Development
(IGAD) and, as such, is negotiating an IGAD minimum integration programme, which is a
sort of Free Trade Agreement. It should be noted, however, that with exception of Eritrea and
Somalia, all IGAD members are also members of COMESA.

These regional initiatives are being undertaken at the same time as Ethiopia, together with
other African countries, is engaged in negotiations with the European Union for an Economic
Partnership Agreement (EPA). The net effect of these multiple negotiations on the regional
distribution of Ethiopian trade may be difficult to assess, especially as it remains uncertain
which of them will ultimately produce agreements, when and in what sequence, and what
items may be excluded or otherwise subject to less than full free trade. Views on the relative
importance of South-South and North-South trade agreements also differ. One commentator
anticipates a greater impact from the former, because developing countries have “retained
relatively high rates of protection”. Others expect that the regional initiatives will expand
Ethiopian trade with its African partners, but that the regionalizing effect might be blunted if
the EPA negotiations are fruitful. At the other extreme, some see limited potential for regional
trade because of the high level of similarity both of exports and imports and of the relative
competitive position of African suppliers.

Nonetheless, given its vision of making international trade the main source of growth,
employment, economic diversification and sustainable development, the Government of
Ethiopia has little choice but to pursue the market access agenda aggressively, to consolidate
existing preferential market access offers and to diversify the foreign market options for its
products.

2. Preferences under the United States’ African Growth and Opportunity Act (AGOA)
and the EU’s Everything-But-Arms Initiative (EBA)

So far, Ethiopian producers have captured the AGOA preferences to a much lesser extent than
some other AGOA eligible countries. Although the Government has put in place an AGOA
Response Strategy and support is also offered by the United Nations Economic Commission
for Africa as well as USAID, there still appears to be lack of awareness of AGOA
opportunities. Most eligible enterprises in Ethiopia do not take full advantage of AGOA
because they lack information about market opportunities in United States and face supply
capacity constraints. Yet, AGOA appears to have helped attract considerable FDI and to
establish linkages of Ethiopian firms with large international distribution chains in the
clothing and footwear sectors. After its recent extension to 2025, AGOA will continue to
provide advantageous market access to exporters from Ethiopia and allow for a rapid
expansion of Ethiopia’s manufacturing exports to the United States.

The non-reciprocal EBA initiative has been introduced by the EU for an unlimited period of
time and, in principle, is not subject to periodic review and renewal.?® The EBA initiative also
provides for a transition period of three years after LDC graduation (EC 2013).

2% One common criticism of GSP schemes and other non-binding unilateral preferential schemes for developing
countries has been the uncertainty of such trade regimes stemming from their annual renewal. Donor countries
can exclude countries and products or alter the procedures at any time when such preferential schemes are
reviewed. Not being subject to periodic renewal, the EBA initiative reduces the uncertainty of preferential
market access. However, being adopted within the GSP framework, the EBA arrangements can be modified
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In some cases, however, restrictive Rules of Origin can act as a constraint on exports (Cernat
et al. 2003). This is of particular relevance for the clothing sector, where many inputs to
production in Ethiopia still have to be imported.

3. Accession to the COMESA FTA and the IGAD Minimum Integration Programme

The most immediate challenge is to complete accession to the COMESA FTA. This appears
to have the greatest economic potential, and negotiations are the most advanced. Following a
Study on Competitiveness of Ethiopian Firms for Participation in the COMESA FTA, funded
by the COMESA Secretariat and completed in the last quarter of 2013, the Government of
Ethiopia has made a decision to join the COMESA FTA in a phased manner.

The Study mentioned used the unit cost ratios (UCRs) methodology to compare production
costs of Ethiopian manufacturing industries with those of other COMESA FTA members. On
this basis, it divided the Ethiopian manufacturing sector into four broad categories:

(@) Only eight manufacturing activities (18% of the total) were found to be competitive,
with UCRs of less than one. These were: prepared animal feeds; sugar and sugar
confectionary; paper and paper products; pharmaceuticals, medicinal chemicals and
botanical products; chemical products; cement, lime and plaster; ovens, furnaces and
furnace burners; and other general purpose machinery.

(b) Three manufacturing activities (7%) had UCRs greater than 1.5, and were therefore
considered to have little hope of being competitive, leading the report to recommend
that these should immediately be subjected to competition. These are: knitting mills;
wood and products of wood and cork, except furniture; and other fabricated metal
products. The Study proposed that tariffs on products in these two categories
(representing 25% of manufacturing activities in all) should be fully abolished as soon
as Ethiopia joined the COMESA FTA.

(c) Eleven (24%) of manufacturing activities had UCRs between 1.0 and 1.1, implying
that they would be marginally uncompetitive if tariffs were to be removed. Tariffs on
these items could be phased out over time as part of the FTA with relatively low
intervention requirements.

(d) 51 percent of manufacturing activities had UCRs were between 1.1 and 1.5, indicating
that they were lagging behind the competitive threshold by a margin of 10 to 50
percent. The authors of the Study considered that strong competition-enhancing
capacity-building interventions were required to allow tariffs on these goods to be
phased out gradually.

Based on these findings and recommendations, Ethiopia has drawn up a roadmap for joining
the COMESA FTA in a phased approach as follows:

e Goods in categories (a) and (b) would have their tariffs eliminated in 2014-15,
when Ethiopia joins the FTA.

e Goods in categories (c) and (d) would have their tariffs reduced by 30 percentage
points in three equal annual instalments, starting in 2019.

e Ethiopia would thus become a full member of the FTA in 2021.

unilaterally by the EU. Preferences for developing (LDC and non-LDC) countries under the GSP scheme are
subject to periodic renewal (Cernat et al. 2003).
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e Between 2014 and 2019 the Government and the Ethiopian private sector are
expected to undertake competitiveness enhancements in the form of capacity
building activities to prepare firms for the tariff elimination that will start in 2019.

While understandable, this cautious and gradual approach does not take full account of the
improvement in the price competitiveness of Ethiopian industries which may be expected
from implementation of the Logistics Strategy as part of GTP I, through reduced costs for
transport and imported inputs and shorter delays.

Preliminary information suggests that some manufacturing sectors, such as textiles and
clothing, footwear and other leather products, are already highly competitive, both in the
region and internationally, despite the high costs and inefficiency of trade logistics; and that
there may be significant potential regional markets for others, such as vegetable oils and other
agro-processed goods; chemicals and light engineering. If these findings are confirmed, there
may be a case for considering an acceleration of tariff reduction in these sectors in the context
of accession to the COMESA FTA.

While Ethiopia has also agreed to implement the recently proposed IGAD Minimum
Integration Programme, this will provide little or no additional benefit, as all members of
IGAD are also members of COMESA (except Somalia, which is eligible to join COMESA if
it so wishes, and Eritrea). Thus, if the IGAD Minimum Integration Programme uses the
COMESA FTA rules and regulations, it will add no value; but if it uses different procedures
and Rules of Origin, it will merely add to the “spaghetti-bowl” of regional integration and
trade arrangements in Eastern and Southern Africa. Ethiopia should therefore give the highest
priority to the COMESA FTA negotiations.

4. The Economic Partnership Agreement

Another area which requires urgent attention and monitoring is the negotiations for an
Economic Partnership Agreement (EPA) with the European Union. Ethiopia is among the
proponents of including a “development benchmark” in such Agreements, providing that
market-opening commitments should be adopted by developing countries only to the extent
that they are justified by these countries’ development needs. Conversely, the European
Union prefers any concessions to the development needs of its partners to take the form of
specific exceptions or extended phase-in periods for their commitments. The partners to the
EPA negotiations are also split over several other issues, including rules of origin, export
taxes, the extension of MFN treatment to other regions, and intellectual property rights.

For African LDCs, including Ethiopia, the perceived need to finalize the EPA negotiations is
reduced by their already favorable access to the EU market through EBA preferences.
Nevertheless, Ethiopia should monitor developments in EPA negotiations closely, and assess
the potential impact of any Agreements concluded on Ethiopia’s capacity to export to the
region and its competitiveness.

5. Accession to WTO
5.1 The rationale for WTO membership

For Ethiopia, the implications of accession to WTO arise primarily at the international
political level, and in relation to Ethiopian economic policies, rather than to any
improvements in access to foreign markets, although these will become more relevant once
Ethiopia has achieved its objective to become a middle-income country and its exports will no
longer benefit from LDC preferences. Moreover, only WTO members enjoy access to the
facilities of the institution. The most important of these facilities is the WTO dispute-
settlement process, under which even the smallest countries may challenge other WTO
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members’ measures that may violate their rights. Considering the fact that there has never yet
been a complaint brought to the Dispute Settlement Body by any African country, however,
dispute settlement may be much less important in practice than it is in principle.

On the other hand, joining WTO would imply commitments by Ethiopia regarding access of
foreign firms to its own markets for goods and services. It would also require numerous other
changes in its legislation to comply with WTO norms.

WTO accession will also require the country to adopt significant changes in some of its
economic policies. Commitments made in this context imply concessions that could reduce
Ethiopia’s policy autonomy, as is the case for all other WTO members and for all other
international agreements which the Government is engaged in. On the other hand, the
accession package may also offer opportunities in the implementation of policy reforms.

Regarding these opportunities there is a broader tension between the principles of the WTO
system and the economic policy approach that Ethiopia has taken in recent years, beyond the
challenges that arise from specific commitments (see section 5.2). Ethiopia has been
following a “developmental state” model, reserving a strong role for the Government in many
sectors of the economy. Some of the more notable aspects of the Ethiopian development
model are high levels of public investment in infrastructure and a series of controls on the
operations of both domestic and foreign firms, as well as an egalitarian approach to growth
and distribution.

The overall tenor of WTO rules and norms tends to discourage state intervention in the
economy. This point is especially strong with respect to any laws or policies that discriminate
against foreign traders and investors. If the Government believes that the economic
achievements of the country have now reached a point where the role of the state might be
scaled back, the commitments that have to be made in the WTO-accession process may be
seen as a vehicle to undertake potentially useful reforms.

It remains an open question as to how far the incumbent WTO members will go in
accommodating Ethiopia’s special challenges as an LDC. The formal procedures by which the
negotiations are conducted might appear to favor LDCs, with the WTO having adopted
guidelines in 2002 and again in 2012 that are intended to facilitate and accelerate the
accession of these countries. There are some differences here among the incumbent members:
Whereas the European Union generally supports the principle that the demands on LDCs
should be limited, the United States has long taken a more demanding position. Acceding
countries have sometimes found their accessions delayed by disagreements that erupt between
the transatlantic powers over how the general principles of the trading system ought to be
translated into precise terms.

5.2 Current state of negotiations

Ethiopia has made some progress in its negotiations on WTO accession since its formal
application in 2003. At the time of preparation of this DTIS, the working party on Ethiopian
accession had met three times, most recently in March 2012 (following its initial offer on
goods), and it is expected to schedule a fourth meeting after the Government of Ethiopia
submits its initial services offer. This step could take place soon, as the offer is at an advanced
stage of drafting and approval.

As some observers have noted, it is possible that Ethiopian policymakers may have
underestimated the complexity of the WTO accession process: they originally aimed to
complete the process in 2009 but later extended this timeline to 2013. GTP | was based on the
expectation that the accession negotiations would be completed in 2015.
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But even this latter timeline has proved to be too ambitious. For GTP Il, the primary
consideration is the substantive content of the negotiations, especially the need to pursue clear
and well-reasoned negotiating objectives that are consistent with the country’s development
strategy. WTO accession is not an end in itself. Delayed accession with an agreement
favorable to Ethiopia is preferable to accelerating accession at the expense of less favorable
terms. More than a decade has already been spent in pursuit of that end, and it may require
several more years of negotiations. However, it is clear that there must be an end-point for the
negotiations, and unnecessarily delayed accession may also have a cost.

During the GTP Il period, the main attention of the Ethiopian Government should be on
identifying potentially contentious issues that may be raised in the accession negotiations and
considering how to deal with them.

5.3 Contentious issues
5.3.1 Intellectual property rights

Perhaps the most controversial aspect of WTO accessions is the negotiation of commitments
considered as “WTO-plus”.?® The area where this has particular relevance is intellectual
property rights, such as patents, trademarks, and copyrights. Of all the issues in WTO
accession negotiations, this is perhaps the most frequent area of friction between developing
applicants and the developed countries that take the lead in these talks. The concern is not just
whether the acceding country’s current regime complies with the norms of the Agreement on
Trade-Related Aspects of Intellectual Property Rights (the TRIPS Agreement), but also
whether incumbent WTO members will seek TRIPS-plus commitments. Opinions differ on
the extent of adjustment that may be required in order to bring Ethiopia into compliance with
TRIPS.

The accession process has already encouraged reform of the Ethiopian intellectual property
regime through revisions of existing laws (particularly with respect to patents) as well as the
enactment of laws in areas where little or no legislation existed before. There may
nevertheless remain some significant sticking points. Hindeya (2011: 109) argues that “the
plant varieties protection regime of Ethiopia as it stands now is compatible with the TRIPS
Agreement,” thus requiring no changes, but also observes that incumbent members of the
WTO “may push Ethiopia into joining the UPOV Convention 1991 or agreeing to abide by
TRIPS Plus obligations.” Birhanu (2011: 137) reaches a contingent conclusion regarding the
impact of TRIPS compliance on the availability of pharmaceuticals, noting that in order to
make effective use of the flexibilities available under the WTO regime “it is absolutely
important for the country to build its own capacity in the pharmaceutical sector through a
range of incentives and other policy measures.” Gereyo (2011: 164) similarly concludes that
adoption of TRIPS will require a more active government policy, including the enactment of
“[d]etailed guidelines on the application of compulsory licenses” as well as stricter regulation
of pharmaceutical imports. In any case, the Government of Ethiopia needs to examine
requests in this area very carefully, and with a view to maintaining Ethiopia’s special status as
an LDC.

Another issue is the possibility that intellectual property protection may offer opportunities
for the promotion and protection of some products unique to Ethiopia, through Geographical
Indications (GIs) or other forms of protection (see also chapter X). This has already been the
subject of some high-profile cases, such as the recent experience with the Ethiopian Coffee
Trademarking and Licensing Initiative, which emerged from a dispute between Ethiopian
growers and Starbucks. The issue of Gls has not been given due attention in Ethiopia, and

?® The term “WTO-plus” refers to commitments made by applicants for WTO membership that exceed those of
the original WTO members.
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draft legislation has only recently been prepared. Given the substantial potential contribution
of Gl for exports of products unique to Ethiopia, it is essential that consultations on the draft
legislation are carried out without delay, and that ratification and the establishment of legal
and institutional structures and enforcement mechanisms proceed expeditiously.

5.3.2 Trade in services

Negotiations over Ethiopia’s services schedule will be especially critical, and the financial
and telecommunications services sectors are likely to be the most sensitive. Other sectors,
including distribution and transport services, may also be problematic.

Ethiopia imposes restrictions on telecommunications and financial services?’ for several
reasons. First, there is a concern that, if FDI were permitted in these sectors, it would lead to a
concentration of services in the urban areas where they can most profitably be provided, at the
expense of rural areas, where an expansion of such services are crucial, in view of
strengthening agriculture-based domestic supply chains. Second, there are worries about the
possibility that opening-up for foreign service providers could lead to higher costs for
domestic firms or lower levels of service in these two important sectors. Yet, several studies
have argued that it would be in Ethiopia’s own interests to allow for more competition in
these sectors (see, for example, Yimer 2011; Kiyota, Peitsch, and Stern 2007: Belete 2009).

The most immediate challenge for the Ethiopian Government is to submit an initial offer on
trade in services. One option is to exclude the particularly sensitive financial and
telecommunications sectors from such a proposal. It can be anticipated, however, that major
WTO members will insist on offers on these sectors. If the Ethiopian Government wishes to
advance its accession, it should consider what commitments and reforms it is prepared to
make in the financial and telecommunications sectors that are consistent with its own goals
and those of its foreign partners.

5.3.3 Trading rights, government procurement and state trading

The topic of “trading rights” may also be among the most contentious items in the
negotiations over Ethiopia’s accession. At issue here is the question of whether foreign firms
in Ethiopia will be permitted to engage in import and export activities on more or less the
same terms as domestic firms.?® Trading rights are currently restricted in Ethiopia. Foreign
firms are permitted to import raw materials and intermediaries that are used as inputs in their
production processes, but are not permitted to sell any such imported items in those same
conditions in the Ethiopian market. Export activities are somewhat more open to foreign
investors for goods produced by their own company, but export of several raw materials,
minerals, livestock, and hides and skins are reserved for domestic firms.

Some incumbent WTO members maintain that any conditions attached to the right to trade
(beyond simple and automatic registration) would violate GATT Article 1l (national
treatment), and argue that the right of foreign-owned businesses to trade should not be
restricted to importation for production purposes and exportation. They have also stated that
limitations should not be imposed on foreign firms who wish to be the importers of record,

?” See World Bank data at http://iresearch.worldbank.org/ServiceTrade/default.htm.

% The Investment Proclamation and its Regulation, both dating from 2012, did not explicitly place import trade
on the list of reserved sectors, but neither did this activity appear within the definition of sectors where foreign
investment is explicitly permitted. These areas are provided for in Article 4 of the regulation, as supplemented by
an attached schedule that lists both the permitted areas and the duration of any income tax exemptions that may
be provided as incentives for investment. One of the sectors on this positive list is “[i]importation of LPG and
bitumen.” No other import activities are listed, and Ethiopian investment officials affirm that this means that the
importation of any other finished product falls within the scope of activities that are reserved for domestic
investors.
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and have asked acceding countries to confirm that importers of record are not subject to
limitations on equity and are not required to invest in the acceding country.

Several other countries that have acceded to WTO have made commitments on this issue,
even though some analysts view these demands as WTO-plus. The typical commitment is one
in which the acceding country confirms that upon accession “all of its laws and regulations
relating to the right to trade in goods, and all fees, charges or taxes levied on such rights
would be in full conformity with its WTO obligations, including Articles VIII:1(a), XI:1 and
I11:2 and 4 of the GATT 1994 and that it would also implement such laws and regulations in
full conformity with these obligations.” The incumbent members may also make additional
demands, such as a commitment that any registered entity could be an importer or exporter of
record. Sometimes, transition periods of months or even years are allowed so as to permit
adjustment to the new regime.? This subject needs careful examination, based on a review of
the costs and benefits of alternative approaches available to the Government of Ethiopia.

Issues may also arise concerning requirements that may be imposed upon foreign investors in
their contracts with government entities such as the Privatization and Public Enterprises
Supervising Agency (PPESA). Some such arrangements reportedly require investors to
achieve certain levels of domestic content or exports, raising questions regarding their
compatibility with the requirements of the Agreement on Trade-Related Investment Measures
(TRIMs).* Ethiopia should determine in advance whether any agreements that investors
reach with the PPESA include commitments that may be inconsistent with these provisions.

The TRIMs Agreement does not ban export performance requirements (i.e., requirements that
investors export some specified percentage or value of their production). However, some
acceding countries have made TRIMs-plus commitments regarding export performance
requirements; and some obligations that foreign investors in Ethiopia are reportedly asked to
undertake might be inconsistent with such commitments. Ethiopia should therefore examine
whether these issues are likely to arise in the negotiations and which options may be
available.

Finally, State trading may also be at issue in the negotiations. The Ministry of Industry is in
the process of establishing an enterprise dedicated to the purchase of imported supplies for the
leather and cotton industries. While this initiative is intended to address the recurrent
problems encountered by these and other industries in the management of their supply chains,
the operation of the enterprise may also raise questions on the part of certain incumbent WTO
members for whom state trading is a persistent source of concern. Related issues that may be
raised by some countries include allegations that some government procurement does not
occur through a tendering process, and the establishment of state monopolies in some sectors.

These issues, as well as others that may arise in the Ethiopia’s WTO accession negotiations
(e.g. export taxes on hides and skins), should be clearly spelt out in Ethiopia’s trade strategy,

the key elements of which should be aligned with Ethiopia’s overall vision and incorporated
in GTP II.

?* More details on the standard and extended commitments that applicants have made on trading rights can be
seen by examining, among others, the working party reports on the accessions of Oman (2000), Cambodia
(2004), Saudi Arabia (2005), and Viet Nam (2007).
% Article 2.1 of the Agreement generally bans “any TRIM that is inconsistent with the provisions of Article III
or Article XI of GATT 1994.” The prohibited TRIMs are further defined in an Illustrative List that forms an
annex to the Agreement, which includes (among others) any requirement concerning “the purchase or use by an
enterprise of products of domestic origin or from any domestic source” or that restrict “the importation by an
enterprise of products used in or related to its local production by restricting its access to foreign exchange to an
amount related to the foreign exchange inflows attributable to the enterprise.”
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PART III:

Enhancing the efficiency and trade competitiveness
of domestic firms

Successful integration of Ethiopia’s economy into international trade largely depends on
the efficiency and competitiveness of its private firms, on international markets with a view
to increase their exports, and on the domestic markets with a view to compete with imports.
At the firm level, the efficiency of production and management matters greatly for
international competitiveness. At the sectoral level, the functioning of the supply chain is a
key element for overall efficiency; and at the national level, the provision of education and
vocational training, infrastructure and trade facilitation, as well as access to financial
services, determine the extent and speed of Ethiopia’s international trade integration.

Focussing on the sectors that are receiving priority attention in Ethiopia’s agriculture-
based export-led industrialization strategy, Part Two of this DITS aims at providing a
comprehensive picture of past policies, the current situation and the remaining challenges
in these different areas.

Considerable challenges remain for Ethiopia with regard to accelerating investment for
upgrading the production capacities. These challenges are related partly to the
willingness of domestic entrepreneurs and foreign companies to make such investments,
partly to the possibility of financing them.

However, even improvements in all these areas would not automatically lead to better
integration of the prioritized sectors in international markets. An important additional
element is the way in which Ethiopian producers approach the international marketing of
their products, including through integration into global supply chains, and how the
Government can support them in this regard.

The analyses in Part Two, based on insights gained from field missions and numerous
interviews with stakeholders, as well as on comparisons with successful experiences in
other countries, show that current policies and private sector efforts in Ethiopia mostly go
into the right direction. They also indicate that some elements of the development policy
need to be adjusted or refined, and its implementation improved. Accordingly, the
recommendations derived from these analyses are aimed partly at indicating areas where
current policies should be strengthened, partly at suggesting innovative measures.
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Chapter V:

Increasing efficiency by enhancing professional skills and domestic supply
chains

1. Introduction

In recent years, technical inefficiencies and inadequate domestic supply of raw material inputs
have been constraining firms operating in the prioritized export sectors (Abegaz 2013,
Mezgebe et al 2013; World Bank 2012) and are responsible in large part for the failure of the
underperformance of these sectors relative to the strategic targets of GTP I. These constraints
are reflected in low capacity utilization and frequent inability to deliver the quantity and
quality of goods requested by foreign clients. Other reasons for suboptimal efficiency are a
lack of suitable skills among the work force, of know-how and sense for entrepreneurs among
factory owners and managers, and outdated and badly maintained equipment.

The inadequate availability of agricultural raw materials, especially cotton and raw hides and
skins, contrasts with the large domestic supply potential for such goods. The gap between the
actual and potential supply in these areas indicates a lack of capacity among agricultural
operators to raise the quantity and quality of their output in line with the needs of the fast
growing manufacturing sectors, but also shortcomings in the management of the domestic
supply chain.

This chapter will first address the problems and challenges related to insufficient human
resource capacities before turning those that are related to supply-chain management.

2. Upgrading skills and managerial know-how
2.1 Challenges arising from the current situation in the prioritized sectors

Currently there is a general shortage of adequately trained manpower and qualified personnel
in the prioritized sectors, including at the various levels of management. Apart from
significant weaknesses in machinery and information and communication technology (ICT)
compared to competing producers in other countries, the way in which the existing equipment
is handled is often sub-optimal, and there is also a lack of qualified personnel for maintenance
and repair of the old machinery. Moreover, there is a big gap in aptitudes to use whatever is
available in computer-assisted production technologies. The problem arising from skill
shortages is exacerbated by high labour turnover and absenteeism, especially in the clothing
sector, where the requirement for incoming skills is relatively low but learning on-the-job and
experience matter for productivity. At the managerial level, insufficient competences in
factory layout and material flow management have often caused a sub-optimal allocation of
resources and inputs. Even though the Government has been putting considerable efforts to
expand technical and vocational education and training vocational (TVET) institutions and
universities, the capacity of these institutions to produce the required quality of manpower in
the prioritized sectors is still insufficient.

2.1.1 Vocational education and training

It appears that technical vocational and educational training (TVET) has not intensified in line
with the need of sector-specific labour skills in the prioritized industries. In 2012/13 there
were 437 TVET institutions in Ethiopia, compared to 458 five years before. Surprisingly,
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TVET enrolment also declined from 308,501 students in 2008/09 to 237,877 in 2012/13.*
This past trend is inconsistent with the objective of developing a vocationally trained
workforce that is necessary in order for the export-oriented trade industrialization strategy to
succeed. According to a draft ‘Human Resource Requirement Plan for Selected
Manufacturing Industry 2015-25° prepared by the Adama Science and Technology
University, the manufacturing sector would need 2 million technicians in order to increase the
share of manufacturing in GDP from 4.5 percent in 2014 to 18 percent by 2025. It is unlikely
that this projected demand can be met without a strategic approach that includes a steep
increase in the number and quality of TVETs graduates as well as the setting up of
manufacturing-focused technical institutions.

2.1.2 Higher education and universities

Capabilities for entrepreneurship and business management can sometimes emerge from work
experience at the lower operational levels, but most likely they are acquired through higher
education. Ethiopia is well equipped with high schools. Currently there are about 32 public
universities and a good number of private universities. Thirty of the public and all private
universities were opened in the last twenty years. Currently around 500,000 students are
enrolled in the public universities alone and the number is planned to rise to 600,000 by the
end of GTP II. Overall, the trend in public and private higher education enrolment is in the
order of the human resources required at this level. Moreover, the distribution of students in
the public universities between the scientific and technological faculties (around 70 percent)
and the social and arts faculties (around 30 percent) is consistent with Ethiopia’s
industrialisation agenda. In the public universities, about half of the science and technology
graduates are in the fields of civil and survey engineering as well as architecture, which bodes
well with the current boom in construction and infrastructure development. What is also
needed is a much larger enrolment of electrical, mechanical, materials and chemical
engineers, as well as a greater number of undergraduates in higher education in ICT that could
sustain the manufacturing growth phase.

The role of universities in supporting integration of the Ethiopian manufacturing sector into
international trade goes beyond education, and extends to the development of research centres
of excellence in relevant industrial vocations that collaborate with sectoral institutions in the
areas of product and process design and development. Research institutions that could play
enhanced roles in this context include the Institute of Textile and Fashion Technology and the
Textile Garment Research Centre of Bahir Dar University, the Addis Ababa and Adama
Science and Technology Universities and the Institute of Technology of Mekelle University.

2.1.3 On-the-job training

It is true that higher secondary and high school enrolment is not necessarily correlated with
export success. This depends on whether the instruction in these educational establishments
meets the competence requirement in the export sectors. It is also true that many of the
required skills for the workforce at the lower levels can be acquired through on-the-job
learning. In any case, the absence of a sufficient amount of qualified graduates coming from
the public educational institutions, additional training requirements arise at the practical level
and within manufacturing firms.

Most of the larger companies in Ethiopia have effective systems for in-house staff training
and development, whereas the smaller ones rely on external support for such training.
Therefore, the industry co-ordinating institutes and sector support associations must assume

*! Regrettably, more recent data was not available at the time this Study was prepared. Although enrolment is
likely to have increased in the past two years, these figures suggest that increasing TVET capacity and enrolment
remains a major challenge in Ethiopia.
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an important role in workforce training and in the development of managerial skills through
tailor-made technical, supervisory and managerial training and associated support packages.

2.2 Skill-related challenges in the agricultural sector

Insufficient quantity and poor quality of raw material inputs result, to a large extent, from
inappropriate cultivation and harvesting techniques as well as from poor animal husbandry
(see also section 3). This is owed in part to insufficient financial possibilities among small
agricultural enterprises to invest in modern equipment, but in part also to insufficient
knowledge of smallholder farmers.

There is no doubt that many skills acquired and developed over generations in agricultural
activities may well merit to be preserved, not least because of the rapidly increasing demand
in export markets for products based on organic agriculture. However, these skills have to be
refined further and be complemented by modern farming techniques and equipments. In this
area, better production know-how is already disseminated through the State’s extension
system. However, business, managerial and technical skills are rather limited in Ethiopia’s
agricultural sector, although they are key elements in efforts to strengthen the domestic supply
chain and to use Ethiopia’s comparative advantages to much larger extent than in the past.

A large part of the raw material for the agro-industries, and the textiles and leather sectors is
still provided by small enterprises, often cottage and micro-scale farms operated by a family
or one or two employees. Therefore, strengthening rural cooperatives can contribute to an
improvement, if these can offer training programmes for productivity enhancement and
animal husbandry. Cooperatives or producer associations also offer possibilities for sharing
modern farming equipment among their members and commercialising the relationship
between agricultural operators and the manufacturers at the subsequent stage of the supply
chain.

2.3 Recommendations to strengthen human resources and innovation capacity

Measures to advancing the skills and competences of managers and workers in the
manufacturing sector and farmers should include the following:

— The number and enrolment capacity of TVETSs should be increased, and young people,
especially young women, should be encouraged to enroll in these institutions. The
promotion of on-the-job skills training as well as sustained and comprehensive intra-
industry collaboration in the areas of technical and managerial training is critical in the
effort to raise efficiency in the prioritized sectors.

— Expanding the training of existing sectoral institutions and associations requires that
their own capacity to deliver such services is reinforced. Government-sponsored
expert support from corresponding firms in other countries should be expanded.

— Training the trainers programmes are essential for enhancing targeted professional
education in TVETSs as well as for training provided by sectoral support institutions.
Setting up a centre that continuously provides such training should be considered.

— It is vitally important to align the curriculum and instruction of TVETs with the
specific workforce and skill requirements of the prioritized sectors, through greater
cooperation between public education and training institutions, on the one hand, and
private firms and their sectoral associations, on the other.

— Agricultural extension work should be intensified further, with a focus on capacity
building among farmers and agricultural enterprises to better meet the raw material
quality requirements of manufacturers in the prioritized export sectors.
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3. Strengthening the supply chains in the prioritized export sectors
3.1. The importance of the domestic supply chains for Ethiopia

The Ethiopian Government's prioritization of the textiles, leather and agro-processing sectors
is appropriately founded on the country's comparative advantage in the provision of raw
material inputs to these sectors. Due to Ethiopia’s landlockedness, there is a strong case for
focusing on sectors which offer the greatest potential for domestic forward and backward
linkages. However, such an approach is critically dependent on a clear trade strategy and
logical sequencing of policy implementation.

Achieving the objective of export promotion relies heavily on local sourcing of inputs by the
producers of finished products. In order to enhance its export markets, Ethiopia must be
prepared to meet the expectations of these markets regarding quality, safety, productivity and
timeliness (see chapters VI to VIII). This requires domestic supply chains to meet the same
standards. Offering incentives to potential investors, whether domestic or foreign, to build the
capacity to add value to local primary production and to produce finished products for export
will serve little purpose if these investors find they cannot source inputs of adequate quality
from local suppliers and at a competitive price.

From the point of view of Ethiopia’s agriculture-based export-oriented industrialization
strategy, domestic value chain integration has two aspects. On the one hand, domestically
available raw materials should be used, to the largest extent possible, by domestic
manufacturers for further processing, i.e. value addition, instead of being exported at the pre-
manufacturing stage. From this perspective, bottleneck exists at the processing stages, i.e.
insufficient capacity and capability to process existing agricultural output, as, for example, in
the case of coffee and live animals. On the other hand, it is important to ensure that
manufacturing firms in the export sectors can draw to the largest extent possible on
domestically-produced agricultural inputs. Here, bottlenecks have arisen from insufficient
quantity and quality of raw material inputs to the export industries, despite the fact that there
is huge, hitherto unused, domestic supply capacity for such raw material inputs. This is the
case of some other agricultural food products, raw hides and skins and, especially, cotton.

Due to these supply chain bottlenecks, Ethiopia has exploited its comparative advantages, of a
favourable climate and soil for agricultural food and cotton production and a huge cattle
population, only to a very limited extent and continues to rely on imports of raw materials and
intermediate goods that could be produced in much larger quantities domestically.

3.2 Current supply chain problems

During the GTP | phase, the shortage, unreliability and cost of inputs have represented critical
and binding constraints for the export industries. They have significantly slowed the
expansion of these industries and their ability to compete successfully with producers from
other countries. These constraints are being felt at several stages of the supply chain. First, at
the level where raw materials are provided for further processing in the agro-industry or the
textiles and leather sector. Second, at the stage where intermediate products enter processing
further down the value chain, such as textile yarn into textile fabrics and the latter further into
the manufacturing of garments, or leather into footwear, gloves and other leather goods. At
this level, products of other industries, especially chemicals but also tool making and
accessories, also enter the respective value chains. At the final manufacturing stage,
packaging and labelling materials also become parts of the value chains of Ethiopia’s three
prioritized export sectors. In all these areas serious constraint have been felt in recent years.

The domestic value chains in the export industries are not well integrated and most
participants in the supply chain operate independently instead of interdependently. Especially
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for small and medium-sized enterprises (SMEs) this has resulted in a significant under-
utilization of the existing capacity which in turn is reflected in higher unit production costs.

The supply chain of the agro-food processing sector overlaps with that of the textiles, clothing
and leather industries insofar as the supply of cotton partly faces constraints that are similar to
those in the supply of food crops, and as the supply of raw hides and skins is closely
connected with local meat production and consumption.

3.2.1 Agricultural raw material production and marketing

Increasing the volume of raw material inputs to the prioritized sectors needs a better use of
Ethiopia’s natural endowments as well as a productivity increase in the agricultural sector.

Commercial agriculture® accounts for a small share of Ethiopia’s agricultural output. An
estimated 97 percent of agricultural production comes from small-scale subsistence farmers.
Their traditional farming and harvesting practices often compromise product quality. Small-
sized farms dispose of only very basic production techniques, have poor storage facilities and
lack adequate information as to processors' product requirements. Only few smallholder
farmers are organized into market-oriented farmer associations and cooperatives, thus limiting
the possibility of pooling resources with a view to meet challenges such as access to seeds,
fertilizers, storage, transportation, grading and packaging. An expansion of commercial cotton
farming would be instrumental in raising agricultural output and improve its quality. Although
a few large agricultural producers already exist, there has been no comprehensive strategy so
far to support the transition from smallholder to commercial farming.

Since irrigation is rare, both the quality and quantity of output is constrained by the strong
dependence on rainfall, which is very irregular. For example, the productivity of large-scale
irrigated cotton farming is about twice that of small-scale rain-fed farming.

The quality of agricultural food items and cotton is affected by inappropriate cultivation,
harvesting, transport and storage practices. In addition, many plantations are seriously
attacked by pests, as the availability of measures and products to prevent or fight such pests is
very limited in the rural areas. While the large commercial farms use chemicals to protect
their plantations and achieve a higher yield per hectare, the small farms do not have sufficient
financial resources to do so.

Similarly, poor animal husbandry and animal slaughtering practices are a major cause for
insufficient supply of raw hides and skins and for their inferior quality. Most Ethiopian
livestock owners are not oriented towards good quality or unable to practice better feeding,
watering and breeding. The problem is compounded by the inadequacy of disease control,
veterinary services and slaughtering practices, as well as by —frequently illegal — export of
live animals.

Whereas the rapid expansion of processed vegetables exports is an indication of the success of
Ethiopia’s efforts to develop a specific sub-sectoral value chain, the performance of the
processed coffee sector has been surprisingly poor. Coffee is one of the emblematic products
of Ethiopia, but the country has only specialized in the production and export of unroasted
coffee, rather than taking advantage of the dynamic world demand for roasted coffee and
coffee preparations.

Insufficient domestic supply of agricultural inputs in the presence of rising domestic demand
also results from considerable inefficiencies in the collection and marketing of agricultural
products. Supply chain management is rendered particularly difficult by the large number of

% Unless otherwise indicated, the terms “agriculture” and “agricultural products”, as they are used in this
section, include livestock breeding and raw hides and skins, respectively.
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actors involved. Moreover, domestic marketing systems are largely informal. They consist of
small and medium scale private traders, who are unable to benefit from economies of scale,
lack access to capital and packaging technology, and have only limited marketing skills. Long
handling chains between farmers in rural areas and processors in urban areas contribute to
high post-harvest losses, quality deterioration and contamination. In leather and cotton, in
particular, the domestic supply chains involve an excessively large number of intermediaries
and lack appropriate standards for the collection and quality classification and thus, sufficient
price incentives to act as premium for superior quality. Schemes that aim at linking the
production and processing parts of the value chain, such as the Ethiopia Commodity
Exchange, are still in the early stages.

3.2.2 Intermediate goods

Increasing the volume and quality of inputs of domestic origin also represents a challenge
further down the value chains, i.e. the production of garments from textile fabrics and the
production of leather goods from finished leather. The number of actors is much smaller,
relationships between suppliers and users are commercialized and a number of firms are
vertically integrated inside. The bottlenecks, at this stage, mostly result from those at the
preceding stage of the supply chain. Ethiopia’s producers of textiles and clothing must import
a large share of their textile inputs, because potential domestic suppliers fail to produce
sufficient quantities of intermediate goods of the type and quality required. It is also the
weakness of ancillary industries in providing the required chemicals, tools, accessories, labels
and package material that affects the domestic supply chains, especially in the textiles,
clothing, leather and leather goods industries. In the leather industry, almost all non-leather
inputs have to be imported due to the impossibility of sourcing them locally.

3.3 Strengthening the domestic supply chains
3.3.1 Agricultural production

Further development of the prioritized export industries must focus on the linkages between
agricultural production and agro-food processing, as well as textiles and leather
manufacturing. With a view to meeting the most binding constraint for producers in these
sectors, there is need for a coherent strategy to raise the quantity and improve the quality of
agricultural inputs.

Efforts to exploit Ethiopia’s comparative advantages in the prioritized export sectors — and for
that matter in the tourism sector — have to begin at the level of agricultural production and its
marketing in the rural areas. The challenge for the Government in this context is to promote a
substantial increase in agricultural production by extending the cultivated land area and to
support increased vertical integration of the domestic supply chains. This will require close
coordination of actions by the different Ministries involved, especially the Ministry of
Agriculture and Rural Development, the Ministry of Industry and the Ministry of Trade, as
well as cooperation with industry support agencies at the different levels of production.

In order to increase raw material inputs to the ago-food and textiles industry, substantial
financial resources have to be mobilized to improve rural infrastructures, including water
utilities, irrigation systems and transport facilities. Another challenge is to lead the private
actors to create greater production and marketing units.

Farmers have to be made more aware of the critical importance of reliable supplies and better
quality, as well as of the advantages of long-term commercial arrangements with actors in the
agro-processing, textiles and leather industries, and in tourism hospitality services. In
combination with this, improving horizontal linkages between farmers, for example via

82



market-oriented farmer associations or cooperatives, would be beneficial for creating
economies of scale and facilitating post-harvest handling.

Agricultural extension services so far have had some success in improving farming and
harvesting practices, as well as in raising productivity and controlling for diseases. These
practices are important not only for the individual farm or rural community, but for the system
as a whole. The challenge is therefore to combine strengthened extension services with a
coherent, medium-term strategy to accelerate the commercialization of agriculture. Serious
attempts have been made at the institutional level to address the challenge of quality
assurance. Institutions like the National Metrological Institute, the Ethiopian Standards
Agency and sectoral institutions, such as the Textiles Industry development Institute and the
Leather Industry Development Institute, are key to improving quality and to disseminate a
sense for the compliance with product standards (see also chapter V1).

3.3.2 Marketing of raw materials and intermediate inputs

The Government has recognized that some challenges exist in production and marketing of
agricultural output. A number of Proclamations and Directives have been passed to strengthen
supply chains, and the challenge now is to set up a strategic actions plan to rigorously
implement this legislation. The Government has also initiated setting up of industrial input
supply enterprises to address shortages of intermediate goods, such as cotton and leather. If
operated effectively, this could be one element of enhanced supply management. In any case,
at the stage of raw material collection and marketing, it is essential to develop the markets in a
way that they transmit incentives to produce more and better quality raw materials.

The Government is also supporting the creation of cooperatives and the organization of
producer groups. Yet, due to lack of management and organizational know-how, these
institutions may also lack business orientation and their dependability is thus limited. In order
to improve the consistency and reliability of input supply to the prioritized export industries,
dealing with such organizational shortcomings should receive priority attention.

To strengthen vertical integration within the value chain, the contract farming and livestock
breeding should be extended to enable agricultural producers to enter into legally binding
agreements with the processors. Such contracts could benefit both sides: processors would
have greater security in their access to crops or livestock products, while agricultural
producers would be enabled, and also obliged, to employ specific production methods and to
deliver a certain output quantity and quality. In return, they would have stable and secure
outlets for their production, and could be provided with better access to inputs, such as
equipment, seeds and fertilizers or animal feed, and technical and financing support.

With higher productivity in agriculture and livestock breeding and slaughtering, the prices,
agreed contractually before the actual production takes place, could be lower than the imports'
prices of imports, but they should be high enough to prevent agricultural producers from
seeking to export their raw products directly, including through informal channels. The
possibility for contract farming depends, however, on two factors. One is the sense for
contractual obligations on the side of the agricultural producers, which is not yet well
developed. The other is the structures on the processing side; smaller firms at the first stage of
processing, such as tanneries, are likely to be less able to enter into such longer term
contractual obligations vis-a-vis agricultural producers than larger ones that are themselves
already better integrated further down the value chain.

Another possible avenue to help address the export industries’ raw material supply and quality
constraint is establishing a great number of Rural Transformation Centres in combination with
industrial parks, as recommended by UNIDO’s Programme for Country Partnership Ethiopia.
Farmers should be encouraged to sell their output at such centres, including by improving
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access to inputs to agricultural production, such as fertilizers, seeds, or animal feed and
medication. This could contribute to a less fragmented and more organized, demand-driven
and quality-oriented agricultural supply.

3.4 Imported inputs in the supply chain

There is an increasing gap between the fast growth of actual and projected demand for inputs
of raw material and intermediate goods by firms in the prioritized sectors, on the one hand,
and of the slow growth in the domestic production of these inputs, on the other. This gap is
currently being filled by additional imports. If this situation persists, the Government will
need to facilitate the import of such inputs to firms in the prioritized sectors, by removing the
remaining restrictions to the largest extent possible.

Producers observe that import restrictions in Ethiopia tend to raise the cost of critical
intermediate goods and inputs, for example textile fabrics, leather and accessories, thereby
influencing the international cost competitiveness of exporting firms. Vouchers, duty
drawback and bonded warehouse schemes, while mitigating some of the cost disadvantages,
tend to lead to additional administrative costs and burden. It is therefore important to review
and evaluate the costs and benefits of imposing import restrictions.

New institutional arrangements may help to reduce the costs of imported inputs. One possible
initiative that could help facilitate access to imported inputs is the introduction of an
intermediary import enterprise that could improve access to, and lower the costs of, imported
inputs. The institution could support domestic firms by identifying the most suitable suppliers
for each input on the world market. Moreover, since it would purchase significantly larger
volumes than any individual firm, it would have stronger bargaining power in price
negotiations. It might also be helpful in accelerating the management of import transactions
and customs services (see chapters VII and VIII).

3.5 Recommendations for strengthening supply chains
e A coherent policy to strengthen domestic supply chains must include:

— a sound institutional framework that coordinates support across all government
and non-government institutions and development partners

— adedicated support organization that acts as a focal point for the development of
the entire value chains in the prioritized export sectors.

e In order to increase the cultivated land area, the Government should lay the necessary
infrastructure and promote commercialised farming and the creation of larger
agricultural operating units.

e A further expansion of comprehensive agricultural extension services is required to
raise agricultural output and farm productivity and ensure better quality of raw
material inputs to the prioritized export sectors, through improved farming and
harvesting practices, and pest and animal disease control.

e The Government should develop a strategy aimed at a transition from primarily
smallholder farming to commercial farming in larger production units. Stronger
promotion of the creation and expansion of rural cooperatives may be useful in this
regard.

e Priority should be given to foster agricultural cooperatives and producer associations
to improve the consistency and reliability of input supply to the prioritized export
industries, to strengthen their business orientation, and to help remedy existing
organizational gaps.
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In line with UNIDO recommendations, a greater number of Rural Transformation
Centres (RTCs) should be established, preferably linked to industrial zones. These
centres should also provide appropriate storage facilities and help improve the rural-
urban improve logistics.

Contract farming should be promoted, while ensuring, through monitoring by public
bodies at the sectoral level, that buyers will not misuse their probably better
negotiating position and greater bargaining power at the expense of producers.

In the absence of an efficient domestic market for raw materials and intermediate
products, the establishment of a well-functioning national input supply enterprise, or
several ones at the sectoral levels, should be accelerated. Such an entity could also
play an intermediary role for the arrangement of bulk imports of other essential inputs,
such as chemicals, that are not domestically available.

A strategic actions plan should be set up for the implementation of existing legislation
directed at strengthening the domestic supply chain and for enhancing quality-related
price incentives. The actions plan should be carried out in close cooperation with the
private sector and with standard-setting agencies.

85



Chapter VI:
Upgrading to international quality standards

1. Introduction

One of the reasons why Ethiopian manufacturers lag behind in international competitiveness,
is the difficulty they face to produce and market their products at international quality
standards. In order to take advantage of its trading opportunities, Ethiopia must be prepared to
meet the standards and quality expectations of importers and consumers abroad. This holds
true for the direct export of agricultural produce, such as coffee, cereals, nuts, oilseeds and
sesame, where there is a considerable potential to augment value per unit through better
processing, packaging, testing and application of international quality standards. Likewise for
flowers, a recently successful sector, enhanced handling and packaging can assist exporters in
moving up the quality chain. Similarly, the development of the tourism industry depends in
part on the adoption of high quality standards by tour operators, hotels, restaurants, and other
actors.

Section 2 of this chapter will provide an overview of the main issues in the area of quality
management in the context of Ethiopia’s agriculture-led export-oriented industrialization
strategy, including national and international aspects. Section 3 will then present the
institutional structure for national quality management and compliance with international
quality standards as they are laid down in the Agreements on Sanitary and Phytosanitary
Measures (SPS) and Technical Barriers to Trade (TBT) of the World Trade Organization
(WTO). Section 4 will provide an assessment of the remaining challenges for enhancing this
infrastructure and for private sector quality management in the prioritized sectors. Section 5
will derive a number of recommendations emerging form this assessment. Sector-specific
issues related to quality management in individual sectors will be taken up in Part 111 of this
Study.

2. Key issues in national quality management

The quality of the final export goods is determined by the skills and the technology available,
and by the effective quality control at the final stage of the domestic value chain. Product
quality at the export stage is also highly dependent on the quality of inputs from the preceding
stages of the production chain, i.e. raw materials, such as cotton, raw agricultural food items
and raw hides and skins, or intermediate goods, such as textile yarn, fabrics and leather.
Quality management is therefore closely connected to the management of the domestic supply
chain (chapter V).

In terms of compliance with international standards, Ethiopia is lagging considerably behind
other countries. Adhering to certification by the International Standards Organization (1SO)*
provides a structure for efforts to raise product and process quality and allows for verification
and measurement of product and service quality. Certification to 1SO standards aims at
enforcing a consistent quality of products, services, processes and management systems. It
requires compliance with certain minimum quality requirements, which only a minority of
Ethiopian producers is in a position to meet.

For Ethiopia’s manufacturing sector, particularly in the prioritized export sectors, achieving
compliance with international quality standards is therefore a major challenge on the way of

** Mainly relevant in this context are 1SO standards 9001, 14001 and 22000.
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integrating into international trade and value chains. Such requirements may result from
contractual obligations vis-a-vis individual buyers, or may be legally imposed by the
authorities of importing countries in accordance with international agreements, such as the
WTO SPS and TBT Agreements.

Upgrading product quality to international standards is particularly difficult for small local
firms or smallholder farmers. They may have little or no experience with systems in which
production is dedicated to formal marketing channels, contracts are precise and enforced,
proper handling is essential, and accidental or deliberate adulteration of products is
unacceptable. While these considerations apply even to the most basic commodities, they
become progressively more challenging as Ethiopia seeks to move its exports up the value
chain from raw materials to processed and finished goods.

Foreign investment in the manufacturing sectors, and the knowledge and experience in
international markets that come with it, may help to upgrade average product quality.
However, this will not be sufficient to sustain competitiveness in the long run: the cost,
quality and reliability of the inputs required to produce high quality finished products for
export are equally important. The experience of other developing countries shows that public
institutions play a central role in quality upgrading, inter alia by fostering and supporting
sectoral producer associations. The latter are the best suited to identify sector-specific quality
problems, to facilitate the spread of skills and technologies among producers, and to share
quality-related market information.

Rejection of Ethiopian exports in developed countries’ markets of is mainly due to pesticide
residue, mycotoxin content, insufficient hygienic condition and inappropriate labeling. To a
large extent, these rejections concern agricultural products, which still represent more than 80
percent of Ethiopia’s total merchandise exports, and agriculture-based processed food
products,® but they are also indicative of quality problems in other sectors (see also chapters
Xl to XIV).

The reasons for rejection vary from market to market and have to be addressed primarily
through reforms at the sectoral level. Such reforms need to take place in the framework of a
broader National Quality Infrastructure (NQI) for testing, inspection and certification of
product quality. An NQI must also include institutions and mechanisms that raise the
awareness and sensitivity among producers for the crucial importance of meeting international
product standards and enable them to comply with them. A strong NQI can ensure that

— the risk of import rejection at the border is minimized,;

— conformity assessment certificates in Ethiopia and the importing countries are
harmonized;

— goods pass through borders more quickly because they carry an internationally
recognized quality certification; and

— exporters can build a reputation that benefits the economy as a whole.

With Ethiopia’s accession to WTO the standards set by the SPS and TBT Agreements will
determine access to the markets of other WTO members. Compliance with these standards is
not only necessary as a basis for Ethiopian-based companies to successfully compete in global
markets, but it is also a precondition for attracting additional FDI by companies that are

* To address the threat of agricultural product contamination due to pesticide residue, the Ethiopian Ministry of
Agriculture launched the Project for Strengthening of Agricultural Pesticide Residue Analysis System
(SAPRAS) in cooperation with the Japan International Cooperation Agency in 2011. The goal of the project,
scheduled to end in 2015 but with a chance of being extended, has been to increase the number of agricultural
products that undergo a pesticide residue analysis through the Quality Monitoring and Pesticide Testing
Laboratory (QMPTL) of the Ministry of Agriculture. The SAPRAS-project has achieved remarkable results.
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willing to source raw materials or intermediate goods of Ethiopian origin. SPS standards are
of greater relevance for the agricultural and the agro-processing sectors, as the relevant
regulations are more numerous and also because food is subject to greater scrutiny for its
possible implications on health. Technical standards as regulated in the WTO-TBT agreement
are of crucial importance for the competitiveness of producers in the textiles and clothing and
the leather and leather goods industries.

Ethiopia has already begun to adjust to the requirements of the WTO SPS/TBT Agreements.
The NQI has been reformed and serious attempts are made, even in the absence of a
comprehensive legal framework, to develop technical solutions and to implement them. Steps
have also been taken to provide for more comprehensive and better testing, inspection and
certification services, and accreditation. There are also initiatives to strengthen and broaden
training and capacity building to help the private sector to comply and conform.

3. The National Quality Infrastructure in Ethiopia
3.1 The role of a National Quality Infrastructure

A NQI is generally understood to be the totality of the policy, legal, regulatory and
administrative frameworks and the institutional arrangements that are required to establish
and implement standardization, accreditation and conformity assessment services. This
should involve international accreditation of domestic entities, public or private.

In the context of Ethiopia’s NQI-Strategy the following institutions were created in 2011: the
National Metrology Institute of Ethiopia; the Ethiopian National Accreditation Office; the
Ethiopian Standards Agency; and the Ethiopian Conformity Assessment Enterprise under the
leadership of the Ministry of Science and Technology. Moreover, in order to implement the
NQI-Strategy, the Government in January 2015 launched the NQI Forum and the NQI
Technical Committee. These institutions are tasked to monitor, coordinate and support quality
and standards-related issues. The Technical Committee is also charged to monitor further
development of the NQI, including the establishment of uniform standards across the country,
and to identify problems within the system that need to be addressed immediately.

The priority areas for the institutional framework of the NQI are the introduction of:

— a national metrology system that ensures correct and consistent measurements and
tests required for production, quality control, and certification; it includes operational
laboratories for primary and secondary physical standards as well as certified
reference materials for chemical and microbiological purposes;

— aconformity assessment and certification system, including internationally recognized
testing facilities, as a basis for certification that products and production processes
comply with international standards; and

— an accreditation system which evaluates calibration and testing laboratories and other
bodies involved in the certification of products, systems and processes, with a view to
ensuring that testing facilities and methodologies, and thereby the certification
activities, satisfy international standards.

The NQI can only function properly as a whole; lack of competence or absence of any one of
the constituents will compromise the effectiveness of the whole system, with attendant
negative effects on the business environment. Due to the importance of the various elements
of the NQI, it is imperative that the Government plays an active and continuous role in the
establishment and sustainability of these institutions, not least because they provide
services which typically are not targeted at a specific beneficiary. At present, the
adjustment of Ethiopia’s NQI to the needs of complying with international products standards,
as they are embodied in the WTO SPS/TBT agreements, is still work in progress.
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3.2 The National Metrology Institute

The National Metrology Institute (NMI) oversees Ethiopia’s industrial and scientific
metrology. It is responsible for the maintenance of Ethiopian National Measurement
Standards and Certified Reference Materials. The Institute’s objectives are to:

— develop a modern national metrology system based on international accepted
practices, compatible with international systems and supported by metrology-related
technology transfer;

— establish and implement a system that allows for a comparison of Ethiopian National
Measurement Standards and Certified Reference Materials with international
Measurement Standards;

— build national capacity for maintenance of scientific instruments and provide
maintenance services;

— support education and research activities in the field of metrology; and

— provide technical training, consultancy and information services on scientific
equipment.

3.3 The Ethiopian National Accreditation Office

The Ethiopian National Accreditation Office (ENAO) was established only recently and is
still in the process of building its operational structure and resources. It is mandated to
accredit Conformity Assessment Bodies to perform specific activities, such as tests,
calibrations, certifications or inspections. The ENAO Council under the Ministry of Science
and Technology governs the strategic direction of ENAO.

ENAO is to provide an internationally recognized national accreditation service aimed at:

— supporting the credibility of Ethiopia’s NQI;

— enhancing the protection of consumers; and

— improving the competitiveness of Ethiopian products and services, in terms of both
compliance with publicly regulated standards and reaching voluntary quality
objectives.

ENAO aims to assure trading partners that the accredited Ethiopian Conformity Assessment
Bodies are competent to test, calibrate, inspect and certify according to their requirements.
Consequently, one of ENAO’s current medium-term goals is to gain full international
recognition, by peer-evaluation of the International Laboratory Accreditation Co-operation
and the International Accreditation Forum.

3.4 The Ethiopian Standards Agency

The Ethiopian Standards Agency (ESA) was established as the national standards body of the
Ministry of Science and Technology. It is governed by the Standards Council whose members
are appointed by the Government. The mission of ESA is to enable Ethiopian manufacturers
and service providers to be competitive in internationally accepted management systems. The
Agency determines the design and content of the National Standards mark and authorizes its
use. ESA services and activities include:

— the development of Ethiopian standards and national standardization strategies;

— the development of standardization implementation mechanisms and following up on
quality control, productivity enhancement and competitiveness of Ethiopian
industries;

— the provision of training, consultation services and technical support on standards
implementation to industry, businesses, government and consumers;
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— the dissemination of information about standards and raising public awareness of the
relevance of standards;

— collaboration with the relevant national and international institutions to ensure that
technical regulations are developed in line with legal provisions governing world
trade, including the establishment of WTO-TBT enquiry points.

ESA is a member of the International Electrotechnical Commission (IEC) and a participating
member of the Codex Alimentarius Commission. It also contributes to regional standards
harmonization activities of COMESA, is a council member of the African Regional
Organization for Standardization, and can enter agreements on behalf of the Government.

3.5 The Ethiopian Conformity Assessment Enterprise

The Ethiopian Conformity Assessment Enterprise (ECAE), established in 2011, is a State-
owned Enterprise, governed by the Ministry of Science and Technology. It is, at present, the
only conformity assessment organization in Ethiopia providing certification services. Its main
laboratory facilities are located in Addis Ababa and an additional nine branch offices are
operational in various parts of the country.

The task of ECAE is to provide, against payment, internationally accepted and recognized
certification, inspection and testing services for exporters, producers, service providers,
regulatory bodies, importers and consumers. The Enterprise has six laboratories, and it is able
to test some 65 parameters:

(1) The Chemical Laboratory tests food, agricultural products, chemicals and soils. It is
the major laboratory. Since it requires very sophisticated equipment the cost of this
laboratory is relatively high.

(2) The Microbiology Laboratory is well equipped but has not been used as it is not yet
well known. The ECAE is planning to market the laboratory to potential customers.

(3) The Mechanical Laboratory tests construction materials, cement, ceramics, hollow
blocks and similar products. Its main task is to test the products of the 18 Ethiopian
cement manufacturing companies every three months.

(4) The Leather and Textile Laboratory tests packaging material and stationery and has
been accredited for testing cotton yarn.

(5) The Electrical Laboratory has a good capacity to test wires, cables, circuit breakers,
sockets, switches, luminaires, dry cell batteries and solar equipment. Ten experts of
this laboratory have been trained in India in order to strengthen is capacity.

(6) The Radiation Laboratories test for radioactive materials in different food items,
cement and fertilizers.

ECAE does not initiate inspections. It enforces standards, if it is requested to do so by the
exporters, producers, service provider, importers or regulatory bodies. It also performs third-
party inspection for entities that look for an independent evaluation, such as factory
inspection, pre-production or production inspection, pre-shipment inspection and supervision
of loading. Based on a Memorandum of Understanding with the Ministry of Agriculture,
ECAE also performs inspection services at Djibouti for agricultural products destined for
exports.

ECAE provides certification services for both management system and product certification.
Its product certification services are based on “mandatory” and “voluntary” Ethiopian
Standards as per ISO/IEC 17065. Its auditing and certification services include 1SO 9001
(Quality Management System). So far, ECAE has certified 50 companies. It is planned that
ECAE provides Food Safety Management System Certification (FSMS), for which there are
already 4,000 applications.
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According to ECAE, the main problems of conformity assessment in Ethiopia are the general
lack of modern testing instruments and qualified manpower to operate laboratory equipment.
Owing to these constraints, ECAE is currently not in a position to test and analyze most of the
relevant parameters for drinking and waste water, food (infant food, packed food, flour,
beverages) and agricultural products (honey, oil seeds, cereals, pulses and vegetables).*> Nor
is the current capacity of ECAE laboratories convenient for the analysis of environmental,
health and safety conditions.*

Currently, ECAE is incurring significant costs of outsourcing tests it cannot perform within its
own capacity to Europe and other African countries. This reduces the financial resources
available for the acquisition of analytical instruments that are necessary to test food, water and
agricultural samples and for training experts. On the other hand, the existing capacities of
ECAE laboratories are underutilized, owing to the lack of awareness among producers and
low demand for quality management services in general, and testing services in particular.

4. Challenges for the National Quality Infrastructure
4.1 Implementation of quality standards and compliance control capacity

While some adjustments have already been made in Ethiopia’s NQI with a view to
strengthening compliance with international products standards as they are embodied in the
WTO SPS/TBT agreements, the compliance services that can be provided by the different
NQI institutions are currently not sufficient. There are parameters for which no testing is
available in the country and there are certificates that none of these institutions is accredited to
provide. NQI compliance service providers lack capacity in terms of human resources,
expertise and equipment (especially in the still nascent laboratory capacity to test for pesticide
residues) and suffer from insufficient coordination and limited outreach to the private sector.

Foreign investors may be in a position to comply with the standards and requirements of the
international/export markets without much facilitation by NQI institutions. This requires
them, however, to make substantive investments into their own facilities and expertise, and
acquiring certification from accredited entities in other countries. Domestically-owned
companies aiming at strengthening their efficiency and international competitiveness,
especially the smaller ones, do not have the financial means and expertise to make such
investments and therefore depend on the public institutions for the full range of compliance
services.

A critical element of the trade promotion challenge remains the accelerated development and
upgrading of the standardization, quality assurance and accreditation architecture in
accordance with international standards. However, according to ECAE, a major problem is
also the insufficient sensitivity for quality issues among Ethiopian producers and the public at
large. Ongoing awareness-building activities for SPS compliance, especially in rural areas, do
not appear sufficient.*’

Many producers are unaware of the existence of sanitary standards, leave alone the need to
comply with them. There is no SPS notification authority or an SPS enquiry point.
Eventually, the SPS notification authority is expected to be established under the

% Such parameters are pesticide residues, heavy metals, mycotoxines, vitamins, phenolic compounds, organo-
chlorine compounds, and microbiological parameters.
% In this area ECAE filed a project proposal in December 2014 on “Food, Water and Agricultural Product
Quality Development”.
¥ Such activities are carried out in particular by the Ministry of Agriculture and the Partnership for Aflatoxin
Control in Africa (PACA) under the leadership of the African Union. Agricultural extension workers — over the
past years hailed for their strength in number and capacity and for transforming agriculture in Ethiopia — also
play a key role in raising awareness, providing advice and capacity building.
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responsibility of the Ministry of Trade, and the SPS enquiry point under that of the Ministry
of Agriculture. However, the legal process of setting up an SPS enquiry and an SPS
notification body has been stalled, since Ethiopia’s standing Technical Committee on WTO
accession and the SPS Committee have not been active in 2014-15. Nevertheless, the Ministry
of Agriculture has undertaken further steps, at the technical level, by participating in the
establishment of the IGAD voluntary SPS Committee. But even for firms in the agro-food
processing sector that are willing to comply with quality standards and seeking certification
services it is difficult to identify a Government agency that would have the information and
capacity to issue such a certification or to advise on compliance requirements. Even the
existence of the laboratory services of ECAE is not well known.

As for the promotion of TBT standards, ESA has already set up a TBT Enquiry Point, which
mainly receives requests for information about Ethiopian standards, including from foreign
investors that want to learn about the standards of their host country. Only a limited number
of exporters are interested in destination-country standards.

Yet, a key challenge for the textiles, clothing and leather sectors is compliance with
environmental standards. The costs of installations for material treatment are very high and
prior to the establishment of the industrial zones, textile and garment manufacturers were
spread wide geographically and would not opt for a treatment plant as a joint investment.
Industrial zones may contribute to alleviate this problem but many local companies consider
locating to one of the industrial zones as too expensive (see also chapter VII).

It follows that the textiles, clothing and leather sectors continue to face challenges in the
following areas:*®

(1) Certification: There is limited knowledge and information of, and access to product
certifications based on international standards and importers’ requirements, especially
for finished products. Since there is no accredited certifying body at the national level,
if certification has to be obtained from abroad. This is expensive and places an extra
burden on the domestic companies that try to upgrade from textiles to clothing
manufacturing. The sectoral institutes such as the Textiles Industry Development
Institute and the Leather Industry Development Institute, could play a key role in filling
this gap, but they seem to grossly lack capacities and expertise. Additional financial
resources would thus be necessary for upgrading these institutes’ human resources and
technological capacities to fulfil these functions. They would also need accreditation by
an international body.

(2) Access to comprehensive information about technical standards: Whereas access to
information on national standards is easy, promotional work to ensure their application
is still necessary. Information on standards in export destination countries is normally
available from importers or local embassies. However, access to important information
on packaging and labelling standards is not well developed even for finished products.
In order to acquire knowledge and information on standards, companies have to rely on
their own research or that of producer associations in their respective sector. Although
this information should be available electronically and in a sustainable manner, the

* See also USAID/Agricultural Growth Project; Livestock Market Development; Value Chain Analysis for
Ethiopia: Meat and Live Animals; Hides, Skins and Leather; Dairy - Expanding Livestock Markets for the
Small-holder Producers (2013); and USAID/Agricultural Growth Program; Livestock Market Development: End
Market Analysis for Meat/Live Animals, Leather and Leather Products, Dairy Products Value Chains -
Expanding Livestock Markets for the Small-Holder Producers (2013).
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currently limited connectivity and the scant availability of skilled manpower in
information technology in relevant government agencies, restricts its implementation.*

(3) Product testing: Local testing for exports is mandatory. The respective regulatory
authorities conduct such testing regularly. But, none of them has been accredited and
therefore may not be recognized by the foreign importers. For exporters seeking such
recognition, product testing and analysis has to be done abroad at high costs.
Furthermore, the knowledge about the existence of such services may not widespread.
In the case of finished leather products chemical residues testing based on regulation,
directives and standards of the importing countries is a particular challenge.

(4) Compliance with system standards: Although there are some requests by exporters on
management system certification, such as 1SO 9001 or ISO 14001 including
traceability, exporters generally have limited knowledge on system management, and
traceability issues in particular, and the impact that such certification has for their
competitiveness.

4.2 Private sector awareness and sensitivity

Foreign investor’s level of awareness on standards compliance is high, but that of the local
companies is very limited. Only a few larger operators in the private sector comply with
generally accepted SPS requirements and national rules and regulations. The Ethiopian
private sector is not sufficiently aware of the need and benefits of quality management,
standards and conformity assessment. It also appears to be insufficiently informed about the
availability of guidance, advisory services and training offered by NQI institutions or of their
conformity assessment services. It follows that there is strong need for awareness-building in
the agriculture-based export industries. Compliance skills, benchmarking and market
intelligence also need to developed.

Raising the sensitivity for quality and awareness of the fact that non-compliance with
international quality standards can be a serious obstacle to export success is a major challenge
for the Government. At the early stage of the value chain, the current pricing system provides
insufficient incentives for quality enhancement. At the level of production of intermediate
goods, such as textile yarns and fabrics and finished leather, producers often have limited
knowledge on how to improve the quality of their products.

4.3 Problems of coordination in implementation

Although there are a number of agencies to regulate and enforce international quality
standards, especially as they are related to food, the regulatory capacity is highly fragmented
and the enforcement capacity weak (USAID 2012). With the recent changes in the Ethiopian
NQI, and the establishment of sectoral institutes and other support-providing institutions, the
system of standards regulation and implementation has become more complex. As a result,
there appears to be some confusion, among the institutions and the producers, on the
respective mandates and roles, as well as the division of labour.

This confusion relates in particular to the way in which the standards set by ESA should be
implemented and monitored. For example, the Ministry of Agriculture requests a standard to
be established. ESA then sets up a multi-institutional committee to develop the standard. The
emerging standard is then approved by the Standards Committee and becomes mandatory. At
the next stage, however, it is unclear who is responsible for the implementation of the new
standard, the Ministry of Trade, the Ministry of Agriculture or the Ministry of Industry. This

%9 Most governmental agencies do not have official websites on which to publish information, and those that do
only publish partial information which, in many cases, is outdated (Kassahun, 2014).
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situation seems to arise in part from the fact that the issues of SPS/TBT, standards and
compliance may not always be well enough understood in the NQI institutions themselves.

Since the implementation and enforcement of quality standards is a multi-institutional area of
interest, there is a need for a strong coordination mechanism which is currently missing in
Ethiopia. For example, at the federal level the Ministry of Agriculture claims responsibility
for animal health, but certain issues in this area, such as livestock disease, fall under the
responsibility of the Ministry of Health. The attribution of responsibilities is even more
complicated at the level of the Regions, where there is very little awareness, among both
private operators and public agencies, of issues related to quality standards.

A fragmented regulatory framework also poses problems for proper risk management. Some
regulatory stakeholders already apply risk management to ensure the proportionality of safety
measures to risks.*’ But a consistent and systematic application of risk management tools
requires the participation of all parties involved in the regulatory system, including not only
the regulatory authorities, standardization bodies, conformity assessment bodies and market
surveillance authorities, but also economic operators (UNECE 2012).

Thus, it is of key importance to strengthen the capacities of the NQI Forum and NQI
Technical Committee to lead and coordinate, and the ability of all entities in the NQI to guide
their clients to the right place.

5. Recommendations
e Strengthen the focus on quality

— Promoting the use of international standards in the export sectors, including
agriculture, manufacturing and tourism, must be a key element of the export-oriented
strategy. During GTP I, the Ethiopian trade strategy should give particular attention
to the quality of export products.

— Improvements of product quality and productivity at all levels of the supply chain
require structured technical and managerial training. This calls for a better mechanism
by which local and foreign experts can assist private operators in factory layout,
manufacturing design and product development in line with international standards.

e Raise awareness in the public sector

— There is a need to further invest in the sensitization of staff in the relevant Ministries,
institutes and other public agencies for the need to promote conformity assessment,
because the level of awareness of the role of international quality standards for export
promotion appears to vary significantly from one relevant Government entity to
another. The focus of further capacity building in this regard should be on
strengthening the public sector’s ability to see compliance needs from the perspective
of the producers and enhancing the public institutions’ service-orientation.

— The NQI Forum and NQI Technical Committee should be strengthened. NQI
institutions operating at the technical levels and servicing producers should seek
greater proximity to their clients. This is necessary to improve the knowledge and

%0 In the context of the WTO-SPS/TBT agreements the proportionality principle is reflected in the provision that
measures taken by members should be “no more trade-restrictive than necessary”, and every trade restriction
needs to be based on scientific evidence of a risk to the life or health of humans, animals or plants. Moreover,
under the SPS Agreement, all measures must be based on the Codex Alimentarius, the International Plant
Protection Convention (IPPC) or the World Organization for Animal Health (OIE) standards. In case of
deviation from these international standards, appropriate risk assessment is required.
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understanding among producers of the purpose and the functioning of the NQI and to
enable them to address their requests to the right places in the system.

e Fill the gap of quality-raising services and raise the quality of existing services

The capacity of service providers for testing, certification and inspection for the
priority sectors should be evaluated against the priority needs of export companies. It
will then be necessary to devise a strategy to make available key missing services and
to upgrade existing ones by providing for expertise, enhanced human resources and
modern equipment. A priority should be setting up SPS enquiry points and
strengthening TBT enquiry points.

Improving test procedures with more and better equipment and additional trained
experts is essential to ensure that manufacturers in the prioritized export sectors can
comply with international standards without having to resort to testing abroad, which
generates additional high costs in foreign currency.

Enhancing risk analysis and management, in particular at the border, is an element that
would lead to smoother functioning of the Ethiopia-Djibouti corridor and, thus,
facilitate access of Ethiopian goods to the export markets.

e Raise private sector awareness

There is an urgent need for further sensitization, capacity building and training on
quality and promotion of conformity assessment through outreach and extension work
in industry and agriculture by the relevant Ministries and Institutes and other relevant
public and private entities. The focus should be on training the trainers, and on
innovative solutions, such as using the model of agriculture extension workers to
provide services for the prioritized manufacturing sectors, especially for domestic
SMEs.

NQI institutions should design and implement an outreach strategy that would provide
the private sector with clear, reliable and user-friendly information on regulations,
conformity assessment services, and quality enhancement services.

e Strengthen institutional and policy coordination

In order to streamline the NQI it is recommended to map out all regulating entities,
implementing and supporting institutions with mandated responsibilities to cover for
standardization, metrology and accreditation, conformity assessment and quality
promotion (including those that are acting at the sectoral level), to obtain a
comprehensive picture on regulation. This would help to identify overlapping
responsibilities and to remedy problems, as well as identifying and filling gaps in the

NQI.

It will also be necessary to design, operationalize and institutionalize a culture of
sharing and collaborating across the NQI, including in the promotion, use and
maintenance of laboratories, machinery and equipment.

Emphasis may be given to strengthening the sectoral Institutes and possibly similar,
but more specialized, institutions at the sub-sector level. These should support product
development and the improvement of manufacturing process in line with official and
private quality standards, including environmental and labour standards.
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Chapter VII:
Infrastructure, logistics and investment conditions

1. Introduction

The quality of industrial infrastructure, the transport and logistics system and the overall
administrative and regulatory context have a strong impact on the overall environment for
business activities and the motivation of private firms to invest in productive capacity.
Shortcomings in these areas have impaired the competitiveness of Ethiopian manufacturers,
production and export trade. They have also made potential exporters hesitant to turn to
external markets and to make greater international marketing efforts for fear of being unable
to meet international contracts.

By virtue of their universal relevance to almost all productive sectors, basic public services
are of particular importance for the willingness of domestic entrepreneurs and foreign
investors to start new industrial ventures in Ethiopia, or to enlarge the production and export
capacity of their factories, something that is indispensable for reaching the objectives of GTP
.

Ethiopia has made significant progress in implementing the infrastructure development pillar
of GTP I. It is also at an advanced stage in the process of designing a comprehensive Trade
Logistics Strategy. A Blueprint Strategy Report (Nathan 2013, 2014a, 2014 b) lists a number
of critical factors that have to be taken into account to ensure that the Trade Logistics Strategy
contributes effectively to the vision of Ethiopia becoming a middle-income country. These
include:

— A reliable communication system, which is essential to most of the advances in
transport and logistics envisioned,

— The acquisition of internationally compatible monitoring systems to enable frequent
updating of systems and specific services as well as connectivity worldwide without
the need to develop special interfaces;

— Electronic exchange of data and electronic money transfers;

— An extended and safe road network to ensure that Ethiopia has good connections
within the country (linking rural areas to urban areas) and to each of the neighbouring
states;

— The development of strategically placed storage, distribution and collection centres;

— End-to-end railway connections with efficient terminals at the Port of Djibouti and the
inland depots developed as public-private partnerships in which services are provided
by the private sector; and

— The provision of effective air cargo services for regional cities so that they can
become additional logistic hubs, strengthening regional economic spaces.

These infrastructure and logistic issues are overlapping with those related to the overall
bureaucratic environment, on the one hand, and those related to trade facilitation, on the other.
In this chapter, the infrastructure for public utilities in electricity, water, telecommunications
and cargo transport will be discussed first. Section 3 will then assess the situation in the
transport, transit and logistic system. Finally, the overall administrative aspects of doing
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business will be addressed in section 4. A detailed analysis of the customs-related aspects of
trade facilitation will be provided in chapter VIII.

2. Infrastructure

Public investment in infrastructure is necessary not only to enhance the efficiency of existing
production and marketing, but also to crowd-in private investment in additional productive
resources by both domestic and foreign entrepreneurs. During the GTP | phase, Ethiopia has
made significant progress in infrastructure. Overall, its infrastructure indicators compare
favourably with those of other low-income countries. Public infrastructure investment has
also contributed significantly to the growth of Ethiopia’s construction sector and overall GDP
growth.

Still, limited coverage, high cost, low quality or unreliability of electricity supply, water and
telecommunications constitute a serious constraint on export growth. If local firms do not
have access to reliable services in these areas, their production may be disrupted or they are
forced to rely on costly alternatives, i.e. generators. Evidence from enterprise surveys
suggests that constraints in electric power and water provision infrastructures, together with
shortcomings in the transport infrastructure, still are responsible for an estimated 50 percent
of the productivity handicap faced by Ethiopian firms.

2.1 Electric power

Inadequate supply of the manufacturing industries with electricity has impacted negatively on
the flow of production in the prioritized sectors and has been one of the reasons for low
capacity utilization. Increasing the production of electricity and improving its distribution,
together with the rapidly expanding needs not only of a growing urban population but also of
the manufacturing industries, is the greatest infrastructure challenge for Ethiopia (Foster and
Morella 2010). In order to meet the targets of GTP Il, Ethiopia’s current power generating
capacity will need to be doubled.

Ethiopia’s power system is one of the least developed in sub-Saharan Africa. But the country
is endowed with a vast hydropower potential and in a position produce electricity from this
source at lower costs than neighbouring countries. This means that, in addition to meeting the
domestic power demand, there is also a potential for exporting considerable amounts of
electricity.*

Ambitious plans exist to expand electrification over the coming years, including the
construction a large dam on the Blue Nile with a design capacity of about 5.8 gigawatts, more
than four times Ethiopia’s total capacity installed today. Yet, it will take considerable time,
going beyond the GTP Il phase, to develop this hydropower capacity.

Power utilities in Ethiopia are under the control of the state-owned Ethiopian Electric Power
Corporation (EEPCO). It has managed to keep electricity distribution losses quite low
compared to other low-income countries. As it provides domestic industries with electricity at
subsidized prices*?, power provision represents an important charge for the public budget.
With increased productivity in the manufacturing industries there would be scope to gradually
raise power tariffs and cost recovery, so that public funds could go into further infrastructure
investments rather than subsidizing current consumption.

* Foster and Morella (2010) have estimated Ethiopia’s export potential for hydroelectric power at 26 terawatt-
hours per year, which would generate revenue in the order of almost 2 percent of its current GDP. Mobilizing
this potential would, however, require heavy investment not only in power-generating capacity but also in
transmission capacity.
*2 The tariffs applied by EEPCO cover less than 50 percent of the costs (Foster and Morella 2010).
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2.2 Water and sanitation

The supply of water and environmentally sound waste water management are of crucial
importance for the efficiency and sustainability of industrial activities, in particular in the
textiles and leather sectors. In recent years, access to water and sanitation has improved at an
impressive speed. Yet, there is still a deficit in water supply compared to the growing
agricultural and industrial needs in connection with the agriculture-led industrialization
strategy. This deficit is largely explained by very low reliance on boreholes (Foster and
Morella 2010).

Strong improvements in water utilities are necessary to upgrade irrigation systems and raise
agricultural productivity. At present, only around 3 percent of the Ethiopia’s cultivated area
can be irrigated. Achieving higher agricultural productivity is a central challenge, not only
from the point of view of increasing food production for the fast growing population, but also
in order to raise the quantity and quality of agricultural inputs to the prioritized export sectors
(see also chapter V for its importance for supply-chain management, and chapters XI to XIV
for the needs of the prioritized export sectors). Ethiopia has adopted an explicit rural water
policy, but it lacks a rural water agency to spearhead the implementation of rural water
projects. A map of rural water points to monitor progress is also missing (Foster and Morella
2010).

Distribution losses in Ethiopia’s water utilities system are relatively high (40 percent,
compared an average of 33 percent in other African low-income countries). Like for power
utilities, there is an important subsidy element in Ethiopia’s water tariffs,** which are
substantially lower than those in other African countries with scarce water resources (Foster
and Morella 2010). While this kind of subsidization has a positive impact on the profitability
and competitiveness of textiles and leather producing firms, it may impact negatively on their
motivation to use water more efficiently, and there is a trade-off between this form of
subsidization and alternative development-enhancing allocations of public financial resources.
Industrial productivity gains resulting from different measures, aimed at increasing efficiency
of manufacturing firms, may also give room for bringing water tariffs closer to the supply
costs.

Ethiopia is faced with an exceptionally high variability of rainfalls and affected by frequent
droughts and floods, which have a serious impact on agricultural productivity. For this reason,
Ethiopia will need to invest substantially in improving its water storage capacity. Since, on
the one hand, hydroelectric power generation and water supply are closely linked and, on the
other hand, the Government plans to accelerate the creation of additional hydro capacity, there
is an opportunity to develop multipurpose storage systems. These could serve the needs of the
power sector, while at the same time facilitate and stabilize agricultural irrigation (Foster and
Morella 2010).

2.3 Information and telecommunications infrastructure

The availability of information, communication and telecommunications technology (ICT) is
of growing importance not only for the internal efficiency of manufacturing firms and
communication with their actual and potential clients, but also for the flow of information on
numerous trade aspects between the relevant public agencies and the private actors, as well as
for communication among these public agencies (see also chapters VII and VIII). Currently,
coverage of ICT services in Ethiopia is the lowest in Africa. Improving the ICT infrastructure
involves not only accelerated investments in the physical telecommunications infrastructure,
but also an adaptation of Ethiopia’s institutional and regulatory framework.

* As in the case of electric power, these tariffs recover less than 50 percent of the utility costs.
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While investment in modern ICT equipment is a major challenge at the firm level, especially
in the export-oriented manufacturing sectors, the enhanced provision of public infrastructure
required for the use of these technologies is an important task for the Government during the
GTP Il period. Greater efficiency in Customs and transit procedures depends on improved
ICT services. For example, the Customs Transit Protocol between Ethiopia and Djibouti aims
to achieve full automation and has an agreed timetable for introducing it, but the poor
telecommunications network represents a real bottleneck. Furthermore, due to the insufficient
coverage of the mobile telecom network, trucks in the transit corridors are untraceable on
their ways to and from the ports. The planned introduction of the proposed intermodal system,
with high-quality optical fibre cable on the entire length of the railway, should contribute to
solving these connectivity problems.

2.4 Transport infrastructure

The availability and quality of transport facilities and logistic services are key determinants of
the capacity of Ethiopian firms to export goods and services in a speedy and cost-competitive
manner. Delays caused by poor logistics in transport corridors drive up the cost of shipping
and make the trade flows unreliable and unpredictable. The expansion of tourism also highly
depends on the development of transport infrastructure.

The Ethiopian government, and its various implementing agencies, have come a long way in
terms of reforming and improving logistics operating environments and major projects to
improve the road and railway network are underway. Yet, the evidence suggests that Ethiopia
still fares poorly vis-a-vis other countries in infrastructure and the ease of international
shipments. These are important areas that merit closer attention during the GTP Il period.

In terms of road density and penetration, Ethiopia is still below the average of sub-Saharan
Africa. However, it is set to reach this average in a few years. Ethiopia’s road network tripled
from less than 33,000 km in 2000/01 to almost 100,000 km in 2013/14, and road density per
1000 sg.km increased from 29.9 km in 2000/01 to 90.5 km in 2013/14, which is a great
achievement by any measure. Moreover, the proportion of areas more than 5 km away from
all-weather roads was brought down from 64.1 percent in 2011/12 to 40.5 percent in 2013/14.

Ethiopia continues to invest heavily in improving its transportation infrastructure. In addition
to a further substantial extension and upgrading of the road network, both urban and rural, the
infrastructure programme includes the construction of about 2,400 km of new, electrified,
standard gauge railway lines, some of it double track, including in particular a new railway
connection between Addis Ababa and the container port in Djibouti. Major investments are
also underway for the enlargement and modernization of the cargo aircraft fleet of Ethiopian
Airlines and for improvements in the infrastructure needed for the full implementation of the
multi-modal transport system (see also chapter VIII).

Apart from further upgrading the existing long-distance road connections, a major challenge
remains the transport of agricultural inputs from rural areas to factories for processing. In
connection with efforts to strengthen the domestic supply chains in the agro-industry, textiles
and leather industries (see chapter V), and to develop tourism country-wide, there is an urgent
need to improve the accessibility of rural areas, while at the same time ensuring that the
existing road network receives adequate maintenance.

2.5 Land availability and industrial zones

Similar to the availability of public infrastructure and services, the possibility of exporting
firms to acquire and use land at reasonable costs for their production sites affect their
competitiveness and their willingness to invest. Under Ethiopia’s land lease regime, land
remains federal state property while administration of land leases is in the responsibility of the
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regional authorities. This often complicates the setting-up of new and the enlargement of
existing factories. While the regime has its merits, especially for preventing real estate
speculation, the way in which it currently operates involves cumbersome bureaucratic
procedures that tend to discourage investors.

The creation of industrial parks and private industrial zones would go some way in addressing
constraints related to the access to land and facilities. The Government has embarked on the
development of industrial parks that do not only provide land for manufacturing activities,
with reduced rates for land lease for firms from the prioritized sectors, but also custom-made
facilities and essential services.** Four of these parks were planned to be opened by 2015, but
to date only one of them is partially functioning (Bole Lemi in Addis Ababa). It consists of 20
factory sheds that are leased to 12 firms to produce garments and leather goods (World Bank
2015a). In addition, a number of the private industrial zones have been sanctioned by the
Government, of which the Eastern Industrial Zone has started operations.

According to the World Bank (2015a), the creation of industrial parks and zones has been
held back for a number of reasons, including an effective and functioning policy, regulatory
and institutional framework; weak strategic planning and demand driven approach; poor on-
and-off site infrastructure planning; lack of specific on-and-off-site costing, performance
agreements, and economic and financial analysis; lack of systematic investment promotion to
attract anchor investors; and deficiencies in designing and implementing a linkages program,
a communications and outreach strategy, and establishing and tracking performance
indicators.

In any case, it remains to be seen whether producers from the light manufacturing sectors find
them attractive enough to relocate. Depending on the initial experiences, the concept of
industrial parks may need to be refined over time. The prioritized export sectors can only
benefit from further development of industrial zones, as these allow for the creation of
synergies and agglomeration effects, thereby attracting investments in productive capacity.
Industrial parks have a strong potential to enhance technology innovation and transfer; to
improve services for maintenance of existing machinery; to raise productivity; and to improve
the traceability of products along the value chain. Industrial zones designed for manufacturers
in specific sectors can also be instrumental for facilitating the establishment of marketing
networks among enterprises whose scale is too small to meet demand by large overseas
buyers on their own. The advantages they offer, may also help to promote the transition of
small informal enterprises into the formal sector.

Accelerated and more systematic development of industrial parks and zones would help
reduce the constraints related to the lack or insufficient quality of infrastructure facilities.
Public investments in modern infrastructure in power and water supply often do not reach
scattered industry units and are more efficient and, thus, more justified when they are
concentrated on agglomerations of enterprises with similar needs. They can, for instance,
improve energy supply by making use of locally available renewable energy resources, such
as bio-waste or small hydropower stations. Industrial zones also facilitate compliance with
environmental standards in the management of waste, waste water, emissions and hazardous
chemicals, as well as systematic monitoring of compliance.

The policy challenge that remains to be dealt with is how to further strengthen and implement
a comprehensive strategy for industrial parks and zones. This strategy must ensure that not
only they meet the needs of businesses located in these zones, but are also dynamically linked
to the rest of the economy. The creation of new industrial zones should be a central parameter
in infrastructure planning and investment.

* Bole Lemi and Kilinto in Addis Ababa, Hawassa, Dire Sawa and Kombolcha.
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2.6 Infrastructure costs

Additional heavy infrastructure investment, especially in power generating capacity and water
supply, will imply a heavy financial burden. A 2010 World Bank study (Foster and Morella
2010) estimated that if all infrastructure gaps were to be closed by 2020, this would require
public investment expenditure of more than $5 billion per year between 2010 and 2020. There
may be some possibilities to rationalize current infrastructure operations and spending and to
make it more efficient.* As better infrastructure will contribute to faster export and higher
GDP growth, it will also contribute to generate higher public revenues in the future. However,
even with these considerations, the level of investment spending required clearly exceeds
Ethiopia’s budgetary possibilities. Accordingly, the study estimated an annual financing gap
of $3 billion per year. To the extent that this additional infrastructure finance cannot be found
from external development partners, infrastructure upgrading will have to be phased over a
longer period of time, and it will be necessary to carefully identify priorities and infrastructure
gaps that represent the most binding constraints for companies in the exporting sectors.

3. The transport and transit system
3.1 Transit corridors

Since all goods that travel by sea to and from Ethiopia need to transit through another country,
the trade corridors from Ethiopia to sea ports are of vital strategic importance to Ethiopia.
Efficiency in the management of cargo movements along these corridors is a key determinant
of the costs involved in export and import activities.

Ethiopia relies on the seaports of Djibouti for more than 90 percent of its foreign trade.
Notwithstanding efforts to open up alternative routes, Djibouti is likely to remain the main
transit route in the foreseeable future. Overall, the transit services provided by Djibouti to
Ethiopian cargo seem to be efficient and not costly. Djibouti is aware that in the long term
Ethiopia could develop alternative routes and trade through ports in neighbouring countries
and is therefore interested in providing to its larger neighbours the most efficient transit
services possible. A new container terminal, a further extension of which is planned for the
coming years, will significantly increase Djibouti’s port accessibility and capacity, which then
will also considerably benefit transit trade from and to Ethiopia.

The main road connection from the Port of Djibouti to Addis Ababa is in fairly good
condition on the Ethiopian side but less so on the Djiboutian side of the border. It is relatively
long (910 km) because it follows the contours of the landscape. A shorter route that follows
the railway line is partly unpaved; the full paving of the road is scheduled to begin shortly.

For northern Ethiopia, the closest port is Port Sudan. The latter only handles less than 5
percent of Ethiopia’s external trade, mainly sesame seed and other products that are processed
and warehoused in northern cities. A major disadvantage of this corridor is the distance (1,200
km to the nearest suitable hub in Ethiopia). Truck tariffs are also higher in Sudan, which
means that the disproportionate share of the corridor on Sudanese territory raises the transport
costs. For a number of reasons* cargo is generally trans-shipped at Gedaref in Sudan rather
than going straight through to Port Sudan.

* Foster and Morella (2010) provide a detailed account of possible savings.
*® The main reasons are different allowances on gross vehicle mass and differences in the length of trucks
allowed in Ethiopia (18m) and Sudan (22m). The latter follows the COMESA recommendation for vehicle
dimensions, including a length dimension of 22m. Ethiopia has a valid reason for not following the
recommendation because it has a number of mountainous regions and, in traversing this terrain, roads include
sharp bends, meaning that a truck of 22m in length would not be able to manoeuvre around these bends.
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Other less important transit corridors include the Addis Ababa — Nairobi — Mombasa Corridor
through Kenya and the Berbera Corridor through Somalia. Mombasa is the closest port for
southern Ethiopia. Although it has been extended in recent years, it is currently operating
above design capacity in many of its terminals. The poor quality of the road in Kenya is
currently the greatest deterrent to the expansion of trade and transit between Ethiopia and the
East African Community. Berbera in Somalia is nearly the same distance from Addis Ababa
as Djibouti, but the Port has no ship-to-shore cranes. However, this disadvantage is partly
compensated by the fact that tariffs are 40 to 60 percent lower than in Djibouti, making it
attractive for certain types of cargo, especially food aid delivered to the eastern lowlands.

The Maritime Affairs Authority is responsible for monitoring the condition and performance
of Ethiopia’s major transport corridors, including through bilateral agreements with
neighbouring countries. In the case of the Djibouti Corridor, there is a Joint Commission
designed to address corridor problems. In the case of Kenya, a Corridor Management
Committee has been created to foster relations between Ethiopia and Kenya for resolving
corridor management issues and enhancing the development impact of the corridor under
construction. Although Ethiopia and Djibouti have invested heavily in transport and transit
infrastructure, the planning and implementation appears to be sub-optimally coordinated, so
that it is not operating at maximum efficiency.

3.2 Transport systems
3.2.1 Road transport

The road transport sector comprises owners of individual trucks; road transport companies;
and associations of individual truck owners. With the exception of freight transport rates,
which are market-determined, the Ethiopian road transport sector is regulated by the
Transport Authority. It issues vehicle and driver registrations and certifications, regulates
passenger transport prices, registers and licenses domestic and cross-border transport service
providers, and registers associations established with the specific purpose of providing freight
and passenger transport services.

The cost of inland transportation and the availability of reliable trucks from and to Djibouti is
a reported problem. Approximately 6,470 trucks are licensed for the Djibouti Corridor. The
main licensing criterion for companies and associations is the age of the fleet. At least 33
percent of the fleet must not be older than five years and 10 percent must be less than ten
years old. This means 57 percent of the truck fleet can be more than 10 years old. This
explains why a large part of the truck fleet is in poor condition. Trucks transporting goods for
export are very often old and break down on their way to Djibouti, incurring considerable
delays and missing vessels departing from Djibouti. At present, it takes two days to cover the
892 kilometers to the port. Trucks are also untraceable on their way due to the poor mobile
telecom network. Moreover, the truck fleet is not sufficiently diversified to meet the particular
requirements for safe transportation of specific goods.

Given the high costs of transport, trucks are frequently overloaded to reduce the unit cost of
transport. But vehicle overloading significantly accelerates the rate of deterioration of road
pavements. The cost associated with vehicle overloading could be avoided by enhanced
cooperation with neighbouring countries in establishing and enforcing harmonized
regulations, effective control measures and overload fines.*’

* Truck overloading, the considerable damage it causes to the road network and the resulting additional costs for
road rehabilitation are problems that concern many African countries. After COMESA member countries have
now reached agreement on harmonized regulation on vehicle load limits, COMESA is currently working, with
support by Ethiopia, on measures to facilitate national processes to implement the regional decisions on vehicle
overload control.
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There is growing awareness amongst national authorities that cargo tracking is a useful tool
for facilitating trade. Improved tracking reduces the risk of contraband and deviated cargo,
and the need for convoys.”® With a view to establishing a regional transport management
scheme, COMESA has put in place a system that provides a single platform for information
exchange and various transit trade instruments, including transit bonds, cargo tracking,
monitoring the movement of goods, overload control and insurance, among others. However,
Ethiopia is using a national tracking system, with a technology similar to that of the
COMESA system but designed to work only in Ethiopia and not across the border and so not
along the Ethiopia-Djibouti Corridor, and it is not yet clear how well this system is working.

3.2.2 Rail transport

The new standard gauge railway, currently under construction and scheduled for completion
before the end of 2016, will fundamentally change the profile of the Ethiopian transport
sector. There will be a dramatic shift of freight from road to rail. The Ethiopian Railway
Corporation is predicting that about 85 percent of the Ethiopia-Djibouti Corridor freight will
be carried by rail in the future.

It is planned that the railway line will be operated from terminal to terminal, with Inland
Container Depots (ICDs) being developed at key economic hubs and node points*® and with
direct rail services to selected major customers who can contract long-term scheduled rail
services with dedicated block trains.®® The ICDs will be served by a road-based freight
distribution and consolidation service, and logistics service providers and distribution
warehouses will tend relocate at or near the ICDs in order to reduce costs. Again, planning of
the railway and related infrastructure was not done in a coordinated “end-to-end” fashion, so
that the direct connection of the new railway line with the container port in Djibouti and with
Modjo Dry Port will most likely be delayed, meaning that for some time freight would have to
be reloaded twice.

3.2.3 Air transport

The Ethiopian Civil Aviation Authority administers the air transport sector. It has the
responsibility for the registration of aircraft, certification of airworthiness, licensing and
certification of personnel (air traffic control, security and crew) and airports, provision of air
traffic control, and aeronautical information services. The responsibility for construction,
maintenance, and administration of aerodromes lies with the Ethiopian Airports Enterprise.

Ethiopian Airlines operates six cargo airplanes and two regular flights each night to Belgium
for the export of perishable goods, mainly cut flowers, to Europe. Moreover, Ethiopian
Airlines offers direct cargo service to Asia, the Middle East, and other African destinations, as
well as charter services.

Air traffic is also a key element in the development of tourism. In view of its geographical
location, and the international connections of Ethiopian airlines, air travel is the most obvious
mode for tourists entering into Ethiopia. But given the size of the country and the remaining
gaps in other longer-distance modes of traffic, air connection is also the most convenient
mode of tourist travel within the country. In terms of domestic flight network Ethiopia is the
leading country in Africa, with about 20 airports of different grades both national and
international.

*® In the past, Djibouti at times required convoys, and it may require them again in future, in line with Article 11
of the WTO Trade Facilitation Agreement (see chapter VIII). This article stipulates: “Each Member may require
the use of customs convoys or customs escorts for traffic in transit only in circumstances presenting high risks or
when compliance with customs laws and regulations cannot be ensured through the use of guarantees”.
* Major node points will be Modjo and Sebeta (Addis Ababa), Mekele and Awash.
% This is likely to concern primarily the transport of fuel, mining products, bulk grain, fertilizer or cement.
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3.3 Trade logistics
3.3.1 Ethiopia’s logistics performance in international comparison

The performance of the logistics system is central to economic growth and trade
competitiveness. The success of China and, in recent years Vietnam, in international trade is
anchored in a strong transport and logistics infrastructure. So far, poor logistics in Ethiopia
have been a critical constraint that has adversely impacted trade. The impact it may have on
the international competitiveness of Ethiopian exporters can be inferred from international
comparisons as they are regularly undertaken by the World Bank.

(a) Trading Across Borders Indicator

In the context of its annual Doing Business Report, the World Bank is including the Trading
Across Borders Indicator as a key element for its ranking of countries. The indicator measures
the financial cost and time spent as well as the number of documents required for firms to
complete a cross-border transaction by sea transport. In the 2015 issue of that Report
Ethiopia is ranked 168™ among 189 countries, i.e. among the countries with lowest
performance (World Bank 2015b). Ethiopia has even lost eight ranks since 2012.

Ethiopia underperforms, relative to comparator and competitor countries, in the time it takes
to import and export as well in the cost of exporting and importing. According World Bank
statistics, exporting a standard container of goods by sea transport from Ethiopia takes 44
days (excluding the time for sea transport), >* as compared to 30.5 days for the average of
Sub-Saharan Africa (SSA), 21 in China and Vietnam, or 17 days in India. The costs of
exporting a container from Ethiopia amount to $2,380 (excluding tariffs and the cost of sea
transport), against $2,270 for the SSA average, $1,332 for India, $823 for China and $610 for
Vietnam (World Bank 2015b).

Importing a standard container is even more onerous: it costs $2,960 and it also takes 44 days.
Although the cost is equivalent to the SSA average, the importing and exporting time is
higher. More worrisome, the costs are much higher than in other developing countries, whose
firms are competing with Ethiopian exports in a number of export markets.

(b) Logistics Performance Index

The World Bank’s Logistics Performance Index (LPI) reflects, on a scale from 1 (worst) to 5
(best), the private sector’s perceptions of a country’s logistics performance.? The Index
measures the efficiency in customs clearance, the quality of trade- and transport-related
infrastructure, the ease of arranging competitively priced shipments, the quality of logistics
services, the ability to track and trace consignments, and the frequency with which shipments
reach the consignee within the scheduled time.

In the 2014, LPI Ethiopia is ranked 104th among 160 countries on overall performance, lower
than South Africa (34), Vietnam (48), China (28), or the SSA average. Its overall logistics
performance has slightly improved between 2007 and 2014. The specific indicators for

> The 44 days and the total costs can be broken down as follows: 27 days for document preparation ($520), 7
days for Customs clearance and inspection ($290), 3 days for ports and terminal handlings ($270), and 7 days for
inland transportation and handling ($1,300).
%2 The LPI is an interactive benchmarking tool designed to help countries identify the challenges they face in
their trade logistics systems and possibilities to improve their performance. It is based on a worldwide survey of
operators on the ground (global freight forwarders and express carriers), providing feedback on the logistics
“friendliness” of the countries in which they operate and those with which they trade (see also World Bank
2015b).
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Customs and logistics indicators boasted a steady improvement over the same period.>® By
contrast, infrastructure, tracking and tracing, international shipment and, in particular,
timeliness show a deterioration compared to previous LP1 Reports (figure 7.1).>* Although
timeliness improved during the GTP | period, its score in 2014 was lower than in 2007. This
trend may result from the growing congestion at the container terminal, bulk terminal and
Modjo Dry Port (see section 3.3.2). As a result, the tracking and Customs clearance
capacities also declined (Nathan 2013).

Figure 7.1: Ethiopia’s scores in the Logistics Performance Index, 2007-2014
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Source: World Bank (2015b)

In the 2014, LPI Ethiopia is ranked 104th among 160 countries on overall performance, lower
than South Africa (34), Vietnam (48), China (28), or the SSA average. Its overall logistics
performance has slightly improved between 2007 and 2014. The specific indicators for
Customs and logistics boasted a steady improvement over the same period.>® By contrast,
infrastructure, tracking and tracing, international shipment and, in particular, timeliness show
a deterioration compared to previous LPl Reports (figure 7.1).°® Although timeliness
improved during the GTP | period, its score in 2014 was lower than in 2007. This trend may

> The Logistics indicator assesses the competence and quality of logistics services (e.g., transport operators,
customs brokers). The Customs indicator assesses the efficiency of the clearance process (i.e., speed, simplicity
and predictability of formalities) by border control agencies, including Customs.
> The Infrastructure indicator assesses the quality of trade and transport related infrastructure (e.g., ports,
railroads, roads, information technology). Tracking and tracing indicators assess the ability to track and trace
consignments. The International Shipments indicator assesses the Ease of arranging competitively priced
shipments. The Timeliness indicator measures the time of shipments in reaching destination within the scheduled
or expected delivery time.
% The Logistics indicator assesses the competence and quality of logistics services (e.g., transport operators,
customs brokers). The Customs indicator assesses the efficiency of the clearance process (i.e., speed, simplicity
and predictability of formalities) by border control agencies, including Customs.
% The Infrastructure indicator assesses the quality of trade and transport related infrastructure (e.g., ports,
railroads, roads, information technology). Tracking and tracing indicators assess the ability to track and trace
consignments. The International Shipments indicator assesses the Ease of arranging competitively priced
shipments. The Timeliness indicator measures the time of shipments in reaching destination within the scheduled
or expected delivery time.
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result from the growing congestion at the container terminal, bulk terminal and Modjo Dry
Port (see section 3.3.2). As a result, the tracking and Customs clearance capacities also
declined (Nathan 2013).

On the positive side, Ethiopia has performed better than the average in SSA on the overall LPI
score and in the Customs, international shipment, logistics competence, and tracking and
changes indicators. It even was one of the top performers among all low-income countries.

3.3.2 Ethiopia’s logistics system and ongoing reforms

Both inbound and outbound trade logistics impact on the cost competitiveness, product
extension and quality and market penetration of Ethiopia’s exports as well as on the
willingness of large foreign companies to locate part of their production in Ethiopia. For
certain production processes which are recently booming in Ethiopia, such as electronics,
textile and apparel or other assembly-type operations (engines and motor vehicles) with a high
import content and small profit margins per unit, delays and high shipping costs can put
investment in this areas out of picture (Kassahun 2014).

In a number of policy and planning documents the Ethiopian Government has acknowledged
that improving its overall logistics operating system to facilitate the movement of goods
across the country is key to economic development and has embarked on a programme to
improve logistics performance, in parallel to investing heavily in transport infrastructure.

Ethiopia’s National Logistics Strategy addresses up to 100 logistic challenges, including
inefficient infrastructure and payment systems as well as freight forwarding and Customs
services. The Strategy will be implemented over a period of five years under the guidance of a
high level Ethiopian National Logistics Council. The execution of the strategy, which
attributes a pivotal role to the private sector, may lead to urgently needed improvements in
Ethiopia’s logistic performance. In the context of this Strategy, the Government has merged
three state-owned enterprises (Ethiopian Shipping Lines, Ethiopian Maritime and Transit
Services and Ethiopian Dry Port Service Enterprise) into the Ethiopian Shipping and Logistics
Enterprise (ESLSE) and introduced the multimodal transport system.

ESLSE has reported significant improvements in its logistics performance in recent year as a
result of improved multimodal cargo operations and in enlargement of the Modjo dry port.
The total volume of Shipments via Djibouti have almost doubled since 2012/13, while the
average dwelling time at the port of Djibouti has been reduced from 20 to 8.7 days, which
implies a considerable reduction in storage costs for Ethiopian firms.

The Ethiopian Shipping Line and Dry Ports provide their services at break-even-point, but
ESLSE’s procedures for importing inputs seem to lack clarity and sometimes do not
adequately reflect the priority status given to the strategic sectors in Ethiopia’s development
strategy. Moreover, the monopoly of ESLSE as the Ethiopian freight forwarder has given rise
to concerns among manufacturing firms in the priority sectors. They relate to the need to
apply for waivers for all transport by vessels other than those of the ESLSE. Such applications
for auth%rization are rarely treated fast and efficiently, so that the import of inputs is often
delayed.

The dry ports on the main road connection with Djibouti, at Semera, in Afar Province, and
Modjo, closer to Addis Ababa and at the connection point for the Djibouti and Mombasa-
Nairobi-Addis Corridors, play a key role in Ethiopia’s national logistics system. The Modjo
terminal has been operating in recent years a dry port for import containers unloaded in

>’ This has led to a call from the Ethiopian Association of Basic Metals and Engineering Industries for a public-
private dialogue forum directly responsible to the Office of the Prime Minister.
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Djibouti and forwarded to Modjo by ESLSE’s multimodal unit. About half of Ethiopia’s
inbound container traffic is handled at this terminal.

The reduction in dwelling times in Djibouti and the higher transport volume may have led to
longer average storage times at the dry ports, especially Modjo, where storage facilities are
cheaper than in Djibouti. Currently, the Modjo dry port is operating close to, if not beyond, its
design capacity, resulting in long waiting times for the delivery of imported inputs for
domestic processing. Major improvements in the logistics system are expected from a further
significant extension of the main dry port at Modjo and the creation of a number of additional
ICDs and dry ports.

Imports into Ethiopia may be handled under either the unimodal or the multimodal system.
Under the unimodal system, Ethiopian Customs require additional documents, which are not
required if imports are made under a multimodal transport contract (see also chapter VIII).
The logic of requiring less documents for multimodal transport is that one single operator
(such as ESLSE) is responsible and liable for the entire transport chain. The system of
multimodal transport (mostly, but not necessarily, in containers) is designed to deliver
imported goods directly from foreign suppliers to a container depot in one of the Ethiopian
dry ports in different parts of the country (especially Modjo, but also Mekele, Semera and
Gelan). Companies, designated as Authorized Economic Operators that dispose of a bonded
warehouse, may also receive these containers directly at their premises (see also chapter VIII).
Obviously, the more this latter option is used, the less will be the congestion at the container
depots at the dry ports.

Handling merchandise trade with the multimodal system can significantly reduce the time,
and so the cost, of transit and transport. Apart from allowing all required customs formalities
to be handled within the country, it lowers foreign exchange costs of demurrage at the port of
Djibouti and results in shorter lead times for manufacturers relying on imported inputs.
However, it appears that, at present, a multimodal contract can only be issued by ESLSE,
which operates a cargo reservation regime that obliges importers to make use of its services.
So far, the implementation of this system has been far from smooth and it is not uncommon
for incoming containers to be held up in a terminal for several weeks.

The National Logistics Strategy is an appropriate framework for addressing the main
challenges in the field of trade logistics, which are to implement the multi-modal transport
scheme more effectively, to enhance the services of ESLSE and to increase competition in
logistics services. The successful and prompt implementation of all elements of the Strategy is
central to alleviating logistics constraints on the way to doubling Ethiopia’s exports during the
GTP Il phase.

4. Enabling conditions for business activities and public-private dialogue
4.1 Regulation of business activities

The general business environment influences the efficient and effective functioning of the
economy and trading activities. Despite significant progress in improving the overall business
and regulatory environment, many challenges remain in facilitating the business operations in
Ethiopia. As in the case of infrastructure, transport and logistics, mastering these challenges
is of particular importance for enabling the existing and potential new economic operators in
the prioritized sectors to meet the GTP 11 targets.

According to the Doing Business 2015 Report by the World Bank (2015b), Ethiopia is ranked
132 out of 189 countries, performing less well than comparators, such as Vietnam at 126,
South Africa at 61 and Bangladesh at 115. While Ethiopia’s rankings on specific issues, such
as dealing with construction permits, enforcing contracts and insolvency procedures are
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better, low rankings on issues such as starting a business and getting credit must give rise to
serious concern.

On “Ease of Trading Across Borders” (a subset of Doing Business), Ethiopia’s performance
is even worse, as it is ranked 168 out of 189 countries, far behind several comparator
countries and the averages for SSA or landlocked developing countries.”® Similarly, according
to the Global Enabling Trade Report prepared by the World Economic Forum in 2014,
Ethiopia’s performance ranking among 138 countries was 118. Ethiopia’s performance
ranking on infrastructure was 116 and on its operating environment 115.

The Ethiopian Government is fully aware that private sector-led development is a necessary
condition for sustainable economic growth. However, bureaucratic procedures and processes
still inhibit the start and growth of private sector enterprises, slow down business activities
and increase transaction costs, all of which result in reduced domestic and global
competitiveness.

According to a study by USAID (2012)*° on Business Enabling Environment, very detailed
product or activity-specific licensing law came into effect in Ethiopia in July 2010. There are
over 980 licensing categories which oblige businesses to apply for multiple licenses to run the
various aspects of their business. The new system requires that an applicant undertakes a
number of administrative procedures before applying for a license, and the same applicant
needs multiple licenses for closely related business activities. This system has created
additional, at times time-consuming and unnecessary, layers of bureaucracy. Although it is
fairly easy for larger, well-established businesses to obtain or renew their licenses, for smaller
businesses some of these requirements are hard to meet and might push businesses out into
the informal sector, rather than bringing enterprises into the formal sector. Although the
Government has legitimate concerns to monitor businesses, including weeding out fraudulent
activities and widening the tax base, the fragmentation of licensing puts pressure on smaller
businesses and potential new market entrants. A medium way would be to create a broadly
defined trade category for activities that require limited supervision.

4.2 Dialogue between the public and the private sector

In the process of economic upgrading and industrialization some lessons may be drawn from
the experiences of other countries in the past. However, even then private firms and the
Government both act on largely unknown territory in their efforts to build an internationally
competitive industrial sector and are therefore bound to make mistakes in their management
and policy choices. The institutionalization of a dialogue on all aspects related to business
regulation, the provision of incentives for strategically important economic activities and the
implementation of measures related to infrastructure and logistics is therefore crucial. The
success of floriculture exports from Ethiopia demonstrated that good coordination and
partnership between the Government and the private sector, and the ability to identify key
areas of intervention are essential for an effective sector development strategy (Gebreeyesus
2014).

The Ethiopian Chamber of Commerce and Sectoral Associations has played a key role in the
institutionalization of a permanent platform for policy dialogue between the business
community and the government, at the national and regional levels. With financial and

>% Comparator countries rankings were: Mauritius (17), Vietnam (75), Kenya (153), COMESA average (136),
SSA average (142) and landlocked economies average (140).
% The study was prepared under the Agricultural Growth Program — Agribusiness and Market Development, a
flagship project under USAID’s Feed the Future strategy for Ethiopia. It is USAID’s largest contribution to
Ethiopia’s Agricultural Growth Program that aims at improving the productivity and competitiveness of
agriculture-based value chains.
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technical backing from the International Financial Corporation, the Chamber of Commerce
and the government prepared and signed a memorandum of understanding establishing the
Ethiopia Public-Private Dialogue Forum (PPD) in 2010. The forum’s objective is to foster
trust and cooperation between the private sector and the government in order to address
regulatory or implementation constraints effecting the business enabling environment.

One of the first issues the PPD addressed were bottlenecks in trade logistics that were
identified by manufacturers associations as one of their main constraints. During this process,
the PPD organized a forum which generated a list of very concrete recommendations for
reforms that would ease trade logistics. As a result of the collaborative process several
relevant line ministries have been responsive and at least part of the suggested reforms have
been addressed. An issue of contention with some stakeholders, however, is that these
consultations are not encompassing enough and that in some cases the stakeholders lack
technical capacity and information to engage effectively with the government on the issues
under consultation. Generally, most of the institutions stated that there are no consultative
mechanisms to provide an opportunity for stakeholders to comment before any new laws or
regulations are introduced or before changes are made (Kassahun 2014).

5. Recommendations

Given the enormous needs for public investment in all areas of infrastructure, the right
priorities and the best way of sequencing the implementation of projects have to be found. It
is therefore necessary to follow a systematic and coherent approach, to identify priority areas
according the most binding constraints perceived by producers in the prioritized sectors, and
to regularly review progress in overcoming these constraints as well as the need for
adjustments of these priorities. These lie in the following areas but, to the extent that they
involve large public expenditures they require further specification in order to evaluate costs
and financing possibilities.

e Increase and stabilization of energy supply for operators in the export sectors
continues to be a priority in order to reduce the frequency of interruptions in
production and in the possibility to use automated systems in the management of
production and marketing as well as in the industry- and trade-related entities in the
public administration.

e Regarding investment in the extension of water utilities, priority should be given to the
needs of selected export sectors. Perhaps even more important from the point of view
of bringing Ethiopia’s comparative advantages in terms of natural endowments to bear
on the performance of these sectors, is a rapid improvement in water supply for
agriculture: together with a wide extension of agricultural irrigation systems these are
crucial for strengthening domestic supply chains in agro-food, textiles and leather
production.

e Development of power generating capacity should be closely coordinated with the
development of water utilities. The possibility of setting-up multipurpose storage
systems, serving the needs of both power generation and water supply for agricultural
irrigation and industrial use, should be considered with priority.

e Solving the problem of frequent bottlenecks in telecommunication is essential for
increasing the efficiency of private firms as well as the public administration
especially in Customs administration and transit procedures.

e With regard to transport infrastructure, direct connection of the new Addis-Ababa-
Djibouti railway line with the container terminals at the port of Djibouti and at the
Modjo Dry Port must be established with urgency. While strengthening the long-
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distance road network, rapid development of rural and regional road systems must not
be neglected. These are essential for enhancing domestic supply chains, increasing the
quantity and upgrading the quality of agricultural inputs to the prioritized export
industries, and supporting the development of countrywide tourism.

Ethiopia and Djibouti should establish a joint railway regulatory authority; reassess
where there may be infrastructure gaps (such as marshalling yards, access to the port
container stacks and links to dry-ports) and build the infrastructure to close these gaps;
and examine the possibility of allowing restricted access to the track for private sector
service providers on the basis of a block train system.

A Joint Ethiopia-Djibouti Corridor Management Authority should be set up with the
immediate task of implementing the recommendations of the Ethiopian Maritime
Affairs Authority in connection with its proposed logistics strategy and to set up a
performance monitoring and evaluation system.

Ethiopia is not implementing most of the COMESA transport facilitation instruments
although it would be of benefit to Ethiopia to do so. It is recommended that a study be
carried out to understand why these instruments are not being used and how they can
be implemented along the major corridors used by Ethiopia.

The Government needs to develop a clear strategy for industrial zones to ensure not
only that they meet the needs of businesses located in such zones, but also that vertical
and horizontal linkages, between operators in the zones and domestic firms outside
these zones, are created or strengthened. It is recommended to further extend the
existing industrial zones and establish and promote additional ones. It should be
ensured, however, that rent or lease costs are bearable also for smaller and newly
founded enterprises. The performance of the newly created industrial parks must be
monitored and, where needed, their facilities adapted to the perceived needs of the
manufacturers.

Logistic services for bulk industrial raw material imports provided by ESLSE must be
made more reliable and efficient. ESLSE should be more flexible in authorizing
transport with vessels other than their own and accelerate the procedure for waiver
application, especially when such transport fills gaps in its own capacity or is
significantly faster.

The full implementation of the multimodal system should be accelerated, the reasons
for its unsatisfactory functioning be identified and remedied with priority. Existing
regulations on using the multimodal transport system for all types of loadings should
be better enforced. Ethiopia should also re-inforce the hard infrastructure to support
multimodal systems combining trucking, railways, airways, and shipping to improve
connectivity and increase competition.

The Government would need to undertake further and continuous measures to enhance
the business and regulatory environment, including reducing red-tape and
bureaucracy; enhancing transparency in policy implementation; and improving
consistency in enforcing regulations. Regarding the allocation of land, bureaucratic
procedures in the land lease process need to be trimmed off.

The institutionalization of a permanent platform for dialogue between government and
representatives of firms, private and public, large and SMEs, should be strengthened
further. It should be extended to all aspects related to business regulation, the
provision of incentives for strategically important economic activities, and the
implementation of industrialization-related measures. It should also include dialogue

110



fora at the regional and sectoral levels, where sector specific public institutes and
private-sector associations have an important role to play. The sectoral Institutes can
provide an effective forum for such dialogue, but they will have to link up with
institutions that pursue the dialogue at the level of the entire manufacturing sector with
representatives of the relevant Ministries. Private-sector associations, on the other
hand, tend to be more representative than managers of individual firms in their
perception of constraints and needs of the producers.
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Chapter VIII:
Trade Facilitation

1. Introduction

Ethiopian firms tend to face much higher costs for engaging in exports. They necessitate
more time to reach the destination markets than their competitors in other developing
countries, and are also subject to additional documentation requirements when exporting and
importing. On the other hand, the international trade landscape, dominated by global supply
chains and international logistic networks, demands fast and reliable cross-border routes,
increasing even more Ethiopia’s challenges.

Optimizing trade facilitation is therefore of paramount importance for enhancing the
international competitiveness of manufacturing firms operating in Ethiopia. The
standardization, harmonization and simplification of trade procedures and documents,
including activities and practices involved in collecting and processing data required for the
international movement of goods, will have a direct impact on its ability to reach the
ambitious targets for export growth and industrialization since it allows exporting firms to
have better access to inputs for value-added production and greater participation in global
supply chains. Apart from supporting efforts to increase value-added exports and integration
into global value chains, trade facilitation will also help to:

— increase and enhance revenue collection;
— secure long-term savings by Customs and other border agencies;

— encourage investment in the financial and insurance sector through transit and customs
guarantee solutions;

— increase the participation of small- and medium-sized firms in international trade
through IT solutions such as single window, electronic payment among others; and

— professionalize the public sector.

This chapter will first review the trade facilitation reforms that are already under way in
Ethiopia and the challenges that remain. It will then compare current trade facilitation
practices, in particular those related to Customs procedures, with the international standards
set by the WTO Agreement on Trade Facilitation. The last section will assess Ethiopia’s
remaining needs for compliance with these standards and make recommendations on how to
fill the gaps.

2. Ongoing reforms and remaining challenges

The Government of Ethiopia has already introduced a number of trade facilitation reforms,
mostly contained in the Customs Proclamation approved by the Ethiopian parliament in June
2014. These reforms are aimed, mainly, at moving from a gate-keeper approach to a trade
facilitation approach.®

As part of its Public Sector Reform Programme tariff rates have been rationalized,
documentary requirements reduced, procedures simplified and computerisation enhanced.

% Several elements of Ethiopia’s reforms in trade facilitation are supported by the Investment Climate Facility
for Africa, a partnership between governments, private companies and development partners, and the
International Finance Corporation (IFC) and several bilateral development partners.
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This has led to a significant reduction in clearance times, an increase in revenue collection
and the elimination of systemic corruption.

Currently, the Ethiopian Revenue and Customs Authority (ERCA) is working on trade
facilitation measures, and one of the tools that is going to be implemented is an electronic
Single Window (ESW). The Single Window involves long-term high-level political
commitment and change among stakeholders faced with challenges related to the application
of information and telecommunications technology in customs procedures. Furthermore,
ERCA, with support from the European Development Fund, is in the process of upgrading its
computerized customs management system.

Despite these improvements and ongoing reforms, Ethiopian firms still face considerable
operational constraints as a result of very time-consuming and convoluted trade and transit
procedures and formalities in the areas of application for import licences, foreign exchange
permits and letters of credit; vessel arrival, cargo discharge and temporary storage; release of
original documents from the bank and transit clearance process in Ethiopia; the clearance
process in Djibouti; and border clearance.

The processing of documentation that is necessary to benefit from privileges like the voucher
systems and subsequent reconciliation is often very slow. The voucher system only allows
three import transactions per year and is validated only once a year. As bureaucratic
procedures are slow, companies have often settled tax payments for the ease of getting their
shipments rather than dealing with the provisions of duty free status. Similarly, payments
under the duty draw back scheme may take up to six months and such long delays are a drain
on the working capital of the companies concerned.

The low ranking of Ethiopia in the World Bank’s Trading Across Border Indicator may be
explained, to a large extent, by the more burdensome Customs clearance process and
additional required imports and exports documentation. Ethiopia has the longest Customs
clearance and inspection time (seven days) among its neighbours. For exporting a standard
container of goods by sea transport from Ethiopia, eight documents are required. Importing
the same standard container of goods is even more onerous insofar as it requires 11
documents. According to the World Bank indicator, Ethiopia's Customs clearance procedure
is less efficient compared to the average of low-income countries and SSA, among which it
ranks only 9" out of 13.%

The OECD has developed recently a set of trade facilitation indicators aimed at helping
developing countries to identify areas for action and to assess the potential impact of reforms
(OECD 2014). The set of indicators comprises a wide range of border procedures, including
advance rulings, appeal procedures, internal and external institutional cooperation, fees and
charges, formalities, governance, transparency, and private sector participation. Measuring
trade facilitation by these indicators provides a basis for governments to prioritise trade
facilitation measures and mobilise targeted technical assistance and capacity-building efforts.

An OECD report that assesses Ethiopia’s performance against these indicators (OECD 2015)
suggests that Ethiopia has performed very well in certain areas but is lagging behind in others.
Ethiopia’s performance was above the average of the SSA and low-income countries
regarding the involvement of the trade community, internal border agency cooperation as well
as governance and impartiality. By contrast, it scored less well as far as harmonisation and
simplification of documents, and automation and streamlining of procedures are concerned.
These latter areas are those where Ethiopia could reap the largest benefits in terms of trade

" The Customs indicator assesses the efficiency of the clearance process (i.e., speed, simplicity and
predictability of formalities) by border control agencies, including Customs.
113



volumes and trade costs. Continued efforts in the areas of information availability and fees
and charges would bring further benefits.

The implementation of Ethiopia’s National Logistics Strategy (see also chapter VII) is
expected, inter alia, to improve Customs clearance and administration structures. One
possibility for Ethiopia to further advance in trade facilitation is through alignment with
COMESA's trade facilitation programme that aims at consolidating the internal market and to
reduce transaction costs. Its Regional Customs Bond Guarantee Scheme provides one regional
bond for transit goods to replace multiple national bonds for each country of transit, reducing
the total cost of freight by between 15 and 20 percent, and its Virtual Trade Facilitation
System (CVTES) is a software application that integrates all trade facilitation instruments at
one online platform, providing real time information on the location of goods and means of
transport and integrating all customs and trade related documentation under a single sign-on.®?

Trade facilitation, in the context of the COMESA's regional trade agreement, has several
advantages, such as:

- Elimination and simplification of procedures among neighbouring countries, as well as
the establishment of regional information points, would avoid duplications and reduce
costs and time of business operations;

- Some measures (such as single window or testing procedures) involve significant
fixed costs, their implementation would be more effective from a regional approach.

- Some trade facilitation measures need to be implemented in coordination with
neighbouring countries and in cooperation between border agencies, freedom of transit
and customs cooperation.

3. Ethiopia’s practices compared to international trade facilitation standards
3.1 The relevance of international trade facilitation standards for Ethiopia

The recently approved Customs Proclamation explicitly refers to international standards and
requirements and it incorporates modern and international principles of customs procedures
and administration. It is, to a large extent, in line with the Revised Kyoto Convention. This
Convention, coupled with a number of other international conventions on customs practices®
and the Standards to Secure and Facilitate Global Trade framework (SAFE)®, aim at helping
Governments to strike a balance between the customs functions of control and revenue
collection, on the one hand, and trade facilitation, on the other. Their recommendations help
to ensure that customs are able to carry out their responsibilities more efficiently and
effectively, and are able to facilitate the international movement of goods while ensuring full
compliance with national laws.

%25 2012, COMESA Secretariat launched a pilot project for fast-tracking the implementation of the CVTFS in
the Addis-Ababa-Djibouti Corridor. Once the work has been completed, the system will enable to enhance cross-
border trade and to control the processes that facilitate the movement of goods across borders in the region so as
to implement efficient and less costly regulatory procedures (WTO 2012).
% The Revised Kyoto Convention contains a set of uniform principles for simple, effective and predictable
customs procedures that also achieve effective customs control. The Istanbul Convention governs the temporary
admission of goods. The Arusha Declaration provides basic principles to promote integrity and combat
corruption within customs administrations. The Nairobi and Johannesburg Conventions enable customs
administrations to afford each other mutual assistance, on a reciprocal basis, with a view to preventing,
investigating, and repressing customs offences.
® The SAFE framework contains supply chain security and facilitation standards for goods being traded
internationally.
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Probably most important as a reference point for trade facilitation practices is the WTO
Agreement on Trade Facilitation (TFA), concluded in December 2013 (WTO 2013), which is
emerging as the new global standard for trade facilitation measures. The Agreement sets out a
series of good practices in the area of trade facilitation and international transit goods.
According to the OECD, the implementation of all trade facilitation measures included in the
TFA would reduce business costs by 14 percent in low-income countries such as Ethiopia,
with the largest benefits resulting from harmonization and simplification of documentation,
streamlining border procedures, and automating Customs procedures® .

In the following sections, the current logistics and customs practices will be assessed against
the WTO-TFA standards. WTO-TFA refers to six groups of measures:®® (1) Transparency on
the applicable legislation, tariffs, Customs procedures and judicial system; (2) Governance
and consultations to establish a framework where all stakeholders participate in the design and
development of trade facilitation policy and regulations; (3) Procedures for appeal under
which any person is entitled to request an impartial and independent review of decisions made
by the Customs authority; (4) Disciplines on fees, charges and penalties in connection with
services provided by government agencies, including Customs; (5) Measures that are applied
or enforced exclusively by Customs; and (6) Coordination and cooperation among
stakeholders at the national and international levels.

3.2 Transparency

In Ethiopia, Proclamations and regulations must be published in the Negarit Gazeta to enter
into force.®” Nonetheless, trade regulation (for example, import and export fees and charges)
enacted through Ministerial directives, lacks transparency. Although in recent years
stakeholders have benefitted from better access to information on directives through online
access, the structure of these sources makes it often difficult to find directives without specific
reference numbers. Ethiopian agencies publish information on customs procedures and
legislation on websites, for example on preferential treatment, as well as manuals and
handbooks on rules of origin and imports, export and transit procedures. However, documents
cannot always be downloaded, the interface of these websites is not user-friendly and website
information is often outdated and rarely provided in English. Furthermore, internet
connectivity and power supply are not reliable.

ERCA offers enquiry points called customer service centres, which deal with requests for
information or direct these enquiries to the competent agency. It also runs a free call centre to
answer queries from the public. The main constraint identified in this case is the lack of
trained staff able to answer all queries and the establishment of a central enquiry point or
enquiry points in all border agencies.

3.3 Governance and consultations
e Comments before the entry into force and consultations:

Prior to the enactment or amendment of proclamations or regulations, the House of People’s
Representatives and its Standing Committees should conduct public hearings on drafts and
gather comments from stakeholders on all draft proposals for legislation. Likewise, the rule-
making procedure of the Council of Ministers requires a prior public consultation on the draft
before its approval. Only the parliamentary scrutiny of laws foresees a consultation stage on

% Reforms in harmonizing and simplifying documentation, streamlining border procedures, and automating
Customs procedures will have the greatest impact in the reduction of costs with 3 percent, 2.8 percent and 2.4
percent, respectively.

% For a detailed listing and description of these measures, see Annex to this chapter.

87 Customs Proclamation No. 859/2014 and Council of Ministers Regulation No. 122/1993.
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processes or procedures across all agencies. At individual clearance points, there is provision
for regular meetings between border agencies and customs brokers or other representatives of
the business community. However, there is no general obligation to provide opportunities for
comments or carry out consultation among different stakeholders. For instance, the adoption
of directives is not regulated in a uniform and binding manner. Private sector stakeholders
cannot comment on draft directives.

e National Committee on Trade Facilitation:

There is no specific committee dealing with trade facilitation issues. Responsibilities in the
area of trade facilitation are shared between the Export Promotion Council, chaired by the
Prime Minister; the Export Coordination Committee under the Ministry of Transport; the
Customs and Logistic Committee, chaired by ERCA; the multimodal Implementation Follow-
up Committee; the Electronic Single Window Steering Committee; and the National Logistic
Council, recently established in connection with the National Logistics Strategy.

Coordination and partnerships between the public and private sectors are still at an early
stage. The establishment of such partnerships requires the leadership of an appropriate
organizational entity to guide them towards the effective implementation of jointly-agreed
trade facilitation measures.

e Formalities and documentation requirements:

Exporters and importers need to submit numerous documents for Customs clearance. ®®
Although Customs import and export declarations can be submitted electronically, ERCA
continues requiring submission of hard copies along with supporting documents. One reason
for this is likely to be the absence of a legal framework in Ethiopia to recognize documents
exchanged electronically, in relation to e-commerce, e-signatures, and e-payments (Nathan
2014). As a result, traders are confronted to unnecessary procedures and the redundant
requirement of documents.

The 2010 regime has increased requirements for business licenses and requires individual
licenses for each category or product listed under the new Ethiopian Standard Industrial
Classification (ESIC), which contains more than 980 items. This reform has imposed
additional costs since businesses must now get multiple licenses to process a single shipment
(Nathan 2013).

ERCA will work to enact new legislation that recognizes electronic processing of transactions
and payments to achieve the full range of automation benefits and eliminates paper documents
to the extent possible. Likewise, ERCA will conduct a review of documents and Customs
procedures to ensure alignment with international standards, conventions and other
instruments (Nathan 2014).

3.4 Procedures for appeal and review

The new Customs Proclamation provides for three levels of administrative appeal and the
possibility of a judicial review. At the first level, recourse can be taken to a Complaint
Review section of the Customs administration. Branch offices of the Customs administration
are mandated to review decisions on the origin, valuation, description, and tariff classification
of goods, as well as decisions following post-clearance audit; whereas the complaint review

% Export documents are: bank permit, bill of landing, commercial invoice, Customs export declaration, export
permit, health and fumigation certificate, and packing list. Import documents are: bank permit, bill of landing,
certificate of origin, commercial invoice, customs import declaration, foreign exchange authorisation, import
permit, insurance documentation, packing list, payment receipt, pre-shipment inspection clean report of findings
(World Bank 2015).
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section considers further appeals of those decisions, in particular the review administrative
penalties.

At the second level, persons aggrieved by the decision of the complaint review section or the
office of the director general can file an appeal to the Tax Appeal Commission. At the third
level there is a possibility to request judicial review by the Federal High Court of decisions
made the Tax Appeal Commission.

With the three levels of recourse for review and appeal of customs decisions, and the
requirement to render decisions in writing stating the reasons, Ethiopia can be said to be in
full compliance with the mandatory provisions of the WTO-TFA on these matters. At any
rate, ERCA still needs to implement the appeals procedure provided for within the new
customs proclamation effectively and, as a part of the implementation, it should develop a
new directive on appeals and an information strategy to ensure the business community is
fully aware of the appeals system. The appeals procedures within other border agencies
should be reviewed in consultation with stakeholders.

3.5 Disciplines on fees, charges and penalties

Regulation No. 190/2010 stipulates that fees and charges shall not exceed the costs incurred to
provide a given service. In addition, all government agencies shall publish all the fees and
charges that they apply and any approved changes thereto.®® The ad valorem nature of the fees
applied in Ethiopia cause these fees to vary hugely depending on the value of the consignment
and do not reflect ERCA's real cost of performing the service. Therefore, these fees appear to
be inconsistent with the TFA, which requires the fee to cover only the cost of the service.

Regarding penalties for a breach of Customs laws, regulations or procedural requirements, the
Customs Proclamation stipulates that such penalties can be imposed only on persons or
entities directly responsible for breaches (carriers, or warehouse permit holders) or involved
in the transit of goods. The amounts are defined in ranges depending on mitigating or
extenuating factors (Article 157.1), where the mitigation factor is the offender’s disclosure
and consent to pay the penalty. The offender is notified through a standard form sent by the
Complaints Review Section of ERCA (Article 6 of the ERCA directives). Moreover, the
remuneration of Customs officers is not linked to the assessment or collection of a penalty.

Although these new provisions on penalties disciplines are aligned with the TFA, the lack of
consistency and transparency in their application has given rise to concerns amongst the
business community. The Customs Proclamation’s principles need to be further developed by
other directives setting for guidelines and procedures on penalties.

3.6 Customs procedures
¢ Risk management, Authorized Economic Operators and post-clearance audit:

ERCA relies on a risk analysis, which is, however, implemented in a rudimentary fashion.
More than half of the shipments examined are not uniformly entered into the risk management
system. The Risk Management Office is therefore piloting a new Trader Risk Data Profile
System, designed to share information to help develop, update and refine risk profiles. The
System seeks to develop a list of those companies that seem to avoid compliance with
Customs regulations and to identify the cause of the risk, for example tariff and valuation
discrepancies or lack of knowledge or understanding of the trade laws. Based on these

* The detailed regulation of how public bodies are to impose fees and charges is provided in the Ministry of
Finance Directives on Fees and Charges No. 1/2011. On the import side, there is a fee for x-ray scanning of
goods in transit and an inspection fee (currently 0.07 % of the dutiable value of the goods, regulated by
Inspection Procedures Directives No. 14/2009). On the export side there is a fee refused entry of goods and
allowed to be re-exported (5 % of the duties and taxes payable on the goods).
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outcomes, the Tariff and Valuation Office, the Legal Office and other offices will hold
workshops or provide technical assistance and advice to enhance the understanding of import
regulations and promote compliance with these regulations.

In addition, ERCA is currently making efforts to improve its risk management system in order
to lower the number of consignments that must undergo physical inspection. With this
purpose, ERCA has reviewed the import cargo procedures and implemented international
recommendations on risk management. This review aims at grouping companies into those
that are voluntarily compliant (“green channel”), those that try to be compliant but are
sometimes unable to so (“yellow channel”), and those for which there are indications that they
try to avoid compliance or deliberately do not comply (“red channel”). This segmentation
allows Customs to concentrate controls on non-compliant companies and has led to a
considerable reduction in the share of cargo that undergoes physical inspection. Nevertheless,
Modjo Dry Port still needs to discriminate between cargos that must move fast through the
system and cargos that will need to be stored, then cleared, sold and removed. The lack of an
effective risk management system produces congestions in Modjo terminal.

Currently, ERCA is developing an Authorized Economic Operators (AEO) scheme for “green
channel” companies that would benefit from a special bypass lane at the border, expediting
vehicles through a fast track and cutting time at border to 15 minutes for most vehicles
(Nathan 2013). The system encourages compliance of traders and helps to decongest border
posts. With the introduction of the new Trader Risk Data Profile System, ERCA can better
identify and monitor compliant companies and encourage them to apply for AEO status.

However, at present, even companies with AEO status often cannot dispose of imported
intermediate goods on time due to unnecessary delays in customs administration. While
containers destined for these firms are delivered directly from ports to their factory premises,
opening these containers mostly requires the presence of Customs inspection officers.
Moreover, all air-shipped items for AEOs are inspected and processed at the airport premises.

Companies that try to comply but they have with mixed results, should be accorded yellow
channel documentary inspection. Currently a “yellow channel” designation seems to lead
almost automatically to “red channel” physical inspection. This should occur only when a
problem is identified (Nathan 2013). ERCA is also implementing a Post Clearance Audit
program as a component of the new risk management and AEO systems, with technical
support from IFC. The program targets “red channel” companies for desk and field audits
from the list of those that seem to deliberately do not comply.

e Customs automation and single window:

ERCA is using a computerized customs management system (ASYCUDA++), ' but
electronic filing is not mandatory in Ethiopia, and relevant data cannot be readily transferred
between agencies. As a result, traders are still required to physically visit various agencies
(ERCA, the Ministry of Trade, standards certification agencies, banks and shipping
enterprises) involved in licensing and goods clearance. They also have to submit the same

70 Currently, only 13 companies are designated as AEOs under Proclamation No 622/2008 of 2008 Articles
14(2) and 112(2).

™ The Automated System for Customs Data (ASYCUDA) is a computerised customs management system that
handles manifests and customs declarations, accounting procedures, transit and suspense procedures. It provides
for Electronic Data Interchange between traders and Customs. The ASYCUDA software is developed by
UNCTAD, taking into account the international codes and standards developed by the International Organisation
for Standardisation, the World Customs Organization and the United Nations. The most up-to-date version is
ASYCUDA World, but Ethiopia is using an earlier version, ASYCUDA++.
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documents at several stages of the trading process. An interface between border agencies
would greatly reduce processing time, eliminate the need to furnish documentation at each
step, and enable archiving and data retrieval.

ERCA plays a leading a role in an ongoing project to introduce an Electronic Single Window
(ESW), which will network regulatory authorities i.e. Customs, Ministry of Agriculture,
Ministry of Transport, Ministry of Trade, etc. Moreover, ERCA, as the lead of the steering
committee composed of relevant stakeholders, is conducting a business process re-
engineering study. In addition, ERCA started the Customs Management System project in
2012, with EU financial support, to fully change the existing system to a new and better
system that could support the implementation of the new customs proclamation (see also
section 4.2.2).

To accomplish all these improvements, Ethiopia needs to upgrade the quality of its
telecommunication network. At the border with Djibouti, it is highly irregular and presents a
problem in transferring data from one country to the other. Furthermore, Ethiopia needs to
develop an appropriate legal framework for accepting electronic documents in lieu of manual
ones.

e Pre-arrival processing:

Article 28 of the new Customs Proclamation allows for the pre-arrival lodgement of
documents in electronic format and a pre-arrival clearance. After examining the declaration
and supporting documents, ERCA may issue a release of goods upon arrival.

However, even if information is received in advance, clearance procedures start only when
goods arrive. To fully implement this measure, ERCA needs to operationalize the regulation
through directives for developing Article 28 of the Customs Proclamation and to coordinate
with other border agencies. The Single Window may be the ideal framework for coordinating
all border agencies and implementing this measure.

e Electronic payment to agencies involved in border clearance:

Payments for all agencies are currently made either in cash or to a bank, and the duty payment
receipt is required at the time of presentation of the declaration. This process requires the
presence of a representative of the importer at the bank and, depending on the range of
charges associated with the transaction, at the cashier of one or more agencies. This procedure
consumes considerable time, adding to the cost of clearance for importers and exporters.

The wording of the Customs Proclamation opens a window to introduce electronic payment,
provided that the regulatory framework for financial services is in place. The National
Payment System Proclamation recognizes the possibility of electronic transfer of funds by
implementing the principle of the evidentiary value of electronic transfers, signatures, and
documents, including checks, in legal proceedings. Nonetheless, the effective implementation
of this measure will require a specific legal framework for the development of electronic
financial transactions, which is in preparation.

e Release of goods prior to the final determination of Customs duties, taxes, fees, and
charges:

The Customs Proclamation provides for the possibility of release of goods upon receiving a
guarantee from the importer to secure payment of the taxes and duties within a certain period
of time. However, ERCA applies this measure only for selected goods, and its Directives lay
down in detail the procedures for such releases as long as a guarantee is provided. Normally,
the release of goods still depends on the payment of duties and taxes, according to Article
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27(1) of the Customs Proclamation, which stipulates that, in general, goods may not be
released before the payment of duties and taxes.

On the other hand, Article 29 provides that ERCA may release goods prior to the completion
of Customs formalities, upon agreement that the declarant will subsequently accomplish all
the custom formalities. This provision would appear to adequately provide for a more
generalized release of goods against guarantees. In addition, the simplified procedures for
AEOs, in principle, also allow for the separation of release of goods from the final
determination of duties, taxes, fees, and charges.

e Expedited shipments

The new National Logistics Strategy aims at reducing Modjo Dry Port release time to three
days for priority cargo that requires fast service and for those goods that are left at Modjo in
storage before paying duties and removing the cargo. For fast clearance, goods that are in the
dry port will have to be picked up within two days of clearance or the rate will become
punitively high. By contrast, for regular clearance, the container will be taken to the bonded
warehouse. The implementation of this fast track clearance will decongest Modjo dry port
operations so that it can deliver faster service for those shippers who want immediate release.

e Average release times:

Even though Customs offices work 16 hours daily on seven days a week, the overall dwell
time at Modjo Dry Port still is 41 days. Once goods arrive at the gate, Customs officers
review the documents, check the seal and return the documents to the driver. This takes about
10 minutes, followed by 25 minutes to offload the container in the yard. But, for freight that is
designated for inspection, it can take 5 days to locate and move the container to the inspection
area. The physical inspection usually takes 1-2 days. Other agencies responsible for
prohibited or contaminated products are also involved in the final clearance. Better
coordination of these controls could significantly reduce dwell time at the dry port (Nathan
2013).

Approximately 10 percent of containers are at Modjo for 8 days or less, while around 25
percent are in the yard for more than 2 months. About 28 percent of containers are stripped
after Customs clearance, and shipped to the importers as loose cargo (Nathan 2013). The
clearance process is considerably easier, more transparent and shorter, when the multimodal
transportation scheme is used (table 8.1).

3.7 Coordination between different stakeholders

Administrative responsibility for different elements of trade facilitation are split between
several Ministries and departments, including the Ministries of Trade, Industry and Finance,
the Road Transport Authority, ELSE and others. Coordination among these different entities
remains weak, at both the technical and inter-Ministerial levels. This has a negative impact
on the capacity to formulate, coordinate and implement reforms.

The lack of a single agency leading trade facilitation reforms is a major obstacle for the
implementation trade facilitation reforms. Another obstacle is the lack of coordination among
committees and bodies responsible for different trade facilitation issues. Currently Ethiopia
has several committees, but there is no effective coordination mechanism in place. In the
context of the Electronic Single Window (ESW) project, the various agencies and ministries,
which are members of the Steering Committee of the ESW, signed a Memorandum of
Understanding as an expression of true commitment by all stakeholders to effective
coordination and implementation of the ESW.
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Table 8.1:

Customs clearance process for multimodal and unimodal transport

Multimodal clearance

Unimodal clearance

The ship’s manifest is sent to Addis Ababa,
where key data is recorded and sent to the
ESLSE office in Djibouti and the Association
of Djiboutian clearing agents.

On arrival, the Dijiboutian clearing agent
obtains a customs transit document from
Djibouti Customs, a delivery order from the
ship’s agent and a gate pass from the port
authority, and issues a waybill for the
shipment.

The information from the Customs transit
document is transferred to ERCA in Addis
Ababa. The truck is sealed and the seal
number entered into the Djiboutian and
Ethiopian transit documents.

At the Galafi border post, the ERCA officer
prints the T-1 transit document and gives 3
copies to the driver to present at each
checkpoint on the way to Modjo Dry Port.
Seals are checked, the T-1 is stamped and the
module updated to show that the truck has
passed each checkpoint. The Transit
Management Office at ERCA in Addis Ababa
electronically monitors the movement of
shipments through the Corridor.

The truck weight is checked at Awash and
recorded. Trucks that are overweight are
forced to wait until another truck can take the
excess weight.

At Modjo Dry port, final customs clearance
takes place and goods are released.

= ERCA’s Transit Coordination Office at the

Port of Djibouti has computerized transit
documents, but no connectivity to ERCA in
Addis-Ababa or with Djibouti Customs or the
Port. Paper documents are carried among the
offices and manifest data must be entered
manually.

Once declarations and duty payments are
made, the dispatch order must be e-mailed or
faxed to Djibouti where the Transit Office
enters the information into the log book.

All the necessary documents are then
compared for accuracy. On approval, the
transit document is generated and attached to
the documents, which are sealed for
presentation at the inspection desk at the
border post. The customs officer at the border
verifies the seal and the documents before
generating a sealed road transport manifest
that permits importation to Ethiopia. At the
Mille checkpoint, the declaration is re-entered
since this is the first point in the transit
movement with connectivity to the ERCA
head office in Addis Ababa.

Approximately 22% of unimodal transits are
in the port for 1-8 days, while 70% of transits
are in the port for 9 — 90 days. Reducing this
delay is a major challenge to address.

ESLSE acts as the clearing agent for bulk,
break bulk and containerized traffic arriving
on ships of the Ethiopian Shipping Line. In
this case, the Dispatch Order is sent by e-mail
or fax to ESLSE in Djibouti, while the other
documents are all couriered. ESLSE in
Djibouti completes the port and transit
operations with the Port and Djibouti
Customs and then submits documentation to
the ERCA Transit Coordination Office in
Djibouti. ESLSE provides the driver with a
road transport manifest and the goods are
released to the border post were the
documents are verified. At the Mille
checkpoint, the declaration is re-entered into
the computerized customs management
system.

The truck weight is checked at Awash and
recorded. Trucks that are overweight are
forced to wait until another truck can take the
excess weight.
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4. Ethiopia’s gap in trade facilitation and how to close it
4.1 Ethiopia’s remaining needs for compliance with WTO-TFA standards

The preceding sub-section has shown that, in some areas, Ethiopia’s practices are already in
line with the WTO-TFA standards, whereas in others there is considerable gap between
current arrangements practices. Table 8.2 lists 35 specific measures contained in the
agreement’? and identifies measures in which Ethiopia is already compliant (category A),
measures that Ethiopia is in a position to become compliant with its own means after a period
of transition (category B), and measures for which Ethiopia will require external technical
assistance and capacity building as well as a period of transition (category C).”® However, it
should be noted that trade facilitation and logistics agenda extends beyond what is covered by
the WTO-TFA to encompass, for example, logistics-related regulatory measures (for example,
non-tariff measures) and transport and distribution-related services that can give rise to
excessive costs for traders. These issues are addressed in chapters VII and VIII of this study.
Reform targets and indicators should therefore not be limited to the areas covered in the WTO
Agreement.

Table 8.2:
Categorization of Trade Facilitation Measures for Ethiopia (2015)
WTO-TFA Curently Technical
Article Measures implemented assistance Category
1.1 Publication No No B
1.2 Information available through Internet No Yes C
1.3 Enquiry point No Yes C
21 _Opportur_ﬂty to comment _and No Yes C
information before entry into force
2.2 Consultations No No B
3.1 Advance rulings No Yes B
4.1 Right to appeal or review No No B
51 !\Iotific_ations for enhanced controls or No Yes C
inspections
5.2 Detention No No B
5.3 Test procedures No Yes C
6.1 Disciplines on fees and charges imposed
6.2 on or in connection with importation or No No B
exportation
6.3 Penalty disciplines No No B
7.1 Pre-arrival processing No No B
7.2 Electronic payment No Yes C
Separation of release from final
7.3 determination of customs duties, taxes, Yes No A
fees and charges
7.4 Risk management No Yes C
7.5 Post-clearance audit No Yes C

"2 For a description of these measures see table in the Annex to this chapter.
" This assessment is based on a previous gap analysis by the World Bank (2014), which has been extended by
using additional data collected by the UNCTAD secretariat from March to July 2015, as well as additional desk-
research and recent studies on trade facilitation.
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76 Establishment aqd publication of No Yes c
average release times
Trade facilitation measures for
[ Authorized Operators No Yes ¢
7.8 Expedited shipment No No B
7.9 Perishable goods No No B
8.1 Border agency cooperation No Yes C
9.1 Movement of goods intended for import Yes No A
under customs control
Formalities and documentation
101 requirements No Yes c
10.2 Acceptances of copies No No B
10.3 Use of international standards No Yes C
104 Single window No Yes C
105 Pre-shipment inspection No Yes C
10.6 Use of customs brokers No Yes C
Common border procedures and uniform
107 documentation re%uirements No No B
10.8 Rejected goods Yes No A
Temporary admission of goods and
109 inwa?d an>d/ outward procgssing No No B
11 Freedom of transit Yes No A
12 Customs cooperation No No B
13.2 National committee on trade facilitation No No B

4.2 Closing the gap

For those measures that are considered to be Categories B and C in table 8.2, this section will
present recommendations for actions to close the gap. Most of these measures are primarily
relevant for import trade. However, the capability of many Ethiopian manufacturing firms and
exporters to produce and export goods at international competitive prices depends on
imported intermediate goods. It follows that these measures are also of key importance for the
success of the export-oriented industrialization strategy. Delays in, and costs of, customs and
logistics procedures have been one of the reasons for low capacity utilization in Ethiopian
manufacturing industries and have put a constraint on the expansion of their production and
their possibilities to integrate into global value chains.

4.2.1 Coordination among border agencies and public-private partnership

Although initiatives, such as single windows and one-stop border posts, have resulted in
increased cooperation among border agencies, a lack of coordination among border agencies
has been part of the obstacles causing delays in implementation of reform programs, during
the GTI | period. Generally, each border management agency carries out its responsibilities
and minds its own rationale and processes. Even at operational level, border agencies do not
sufficiently coordinate their interventions in import and export processing. The current
challenge in trade facilitation therefore relates not so much to the design of policies and
reforms but primarily to the efficient coordination and effective implementation of these
reforms.

Existing fora at the operational and implementation level should be reviewed and, where they
are absent, developed and implemented in consultation with the business community. The
review should examine the regularity and membership of the fora to ensure that they provide
timely information to the relevant sectors and allow for clear outcomes that take account of
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the private sector concerns expressed. Where no platforms for effective consultation exist,
discussions should take place with all stakeholders to identify the most practical structures
and to agree on a realistic implementation timetable.

Raising awareness among the all actors involved in import, export and transit activities is also
necessary to ensure the effectiveness of trade facilitation reforms. To address this information
gap, ERCA needs to provide organized training sessions, so that these actors are aware of
their rights and obligations.

4.2.2 Customs modernization

ERCA is currently running the following projects aiming at modernization custom procedures
and practices:

- Introducing scanning machines for cargo transiting through the Ethio-Djibouti
corridor: This project, supported by China, aims at facilitating transit and expediting
clearance at border posts and offices at destination. While the installation of these
machines is yet to be completed, some have already been installed at the Galafi entry
post on the Ethio-Djibouti corridor. They will also be used at the new railway
connecting the Djibouti port with Addis Ababa.

- The customs valuation system used by ERCA has recently been upgraded to the
Ethiopian Customs Valuation System (ECVS) with financial and technical support
from India. Currently, the system has been installed; and the project is in its
implementation phase.

- The Ministry of Trade has pilot-tested an online trade registration and licensing system
and is rolling it out across the regions.

In addition to completing the implementation of these projects, Ethiopia needs to reform its
legal framework in order to promote Customs automation. Two main areas where new
legislation will be required are the recognition of electronic processing of transactions and
payments, and the elimination to the largest possible extent, of the requirement for paper
documents.

Trade facilitation through Djibouti would also be enhanced by the harmonization of the
computerized customs management systems of the two countries. ERCA is at an advanced
stage of replacing its current system with a next generation customs management system. It is
important that the solution is compatible with the systems used by Ethiopia’s neighbours, in
particular ASYCUDA World used in Sudan and Djibouti.”*

4.2.3 Multimodal transport

At present, imports into Ethiopia are handled under the unimodal or multimodal transportation
system (see also chapter VII). Under the unimodal system, Ethiopia Customs requires
additional documents, which are not required if imports are made under a multimodal
transport contract (see table 8.1 above). This is notably the case for the Bill of Landing,
Packing list and a copy of the invoice. Also, under the unimodal mode, the Ethiopia-Djibouti
Customs Coordination Bureau has to review the documentation and issue a “printout”, which

™ A seamless interface with Djibouti Customs is of particular relevance given the current proposals to establish
an Ethiopian Inter-Modal Dry Port (IMDP) to handle goods shipped in and out of Djibouti but from, and
destined to, Ethiopia. The IMDP is reliant on an inter-customs agreement on a special arrangement allowing the
uninterrupted transfer of Ethiopian transit cargo via the rail-intermodal system — a seamless service with a high
degree of security. A possible arrangement could be based on block clearance of a special section of the ship’s
manifest.
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is then returned to Djibouti Customs, before the T1 for onward transit can be issued by
Djibouti Customs.

Under a multimodal contract, the declaration made in Ethiopia suffices for Ethiopia and
Djibouti Customs to issue the T1 document for onward transit. The logic of requiring less
documents for multimodal transport is that one single operator (such as ESLSE) is responsible
and liable for the entire transport chain. One option that could be considered is developing a
proposal for a legal reform in Ethiopia that would make it easier also for other companies to
import under a multimodal contract. Such a reform would contribute to Ethiopia's compliance
with both Article 8 (Border Agency Cooperation) as well as Article 10 (Formalities connected
with Importation, Exportation and Transit) under the Trade Facilitation Agreement.

4.2.4 Ethiopia-Djibouti Customs Coordination and Cooperation

At present, Djibouti Customs and Ethiopia Customs have separate offices at the main border
crossing in Galafi, with different opening hours and working days. Such a situation makes
cross-border procedures more cumbersome for traders and tends to increase delays at the
border. One solution for enhancing the efficiency of customs procedures at the
Ethiopia/Djibouti border is to develop a one-stop border post that consolidates border control
functions in a single public hall for exiting one country and entering the other with
harmonized working hours. This could be done in the context of a COMESA-wide
programme towards “one-stop border posts” (OSBP) and also contribute to comply with TFA
Article 8 (Border Agency Cooperation). Ethiopia’s new National Logistic Strategy foresees
to introduce one stop border posts in Galafi, operated jointly by Ethiopia and Djibouti, as well
as at the border with Kenya.

As trucks would have to stop only once at the border this would reduce time and costs
involved in border crossings. This form of cooperation would also increase efficiency and
reduce cost for the Customs administrations of both countries. It would also facilitate
communication, sharing of intelligence and experience, communication and sharing of ideas,
information and experiences that can result in more effectively combatting fraud.
Implementation of an OSBP involves four elements: a legal framework to provide border
officers with the jurisdiction to apply their national laws within the territory of the adjoining
state; the design of procedures and traffic flows at the common control zone; appropriate
Information and communication technologies, and the design of integrated physical facilities.
Ethiopia could significantly benefit from the establishment of an OSBP especially in
combination with enhance “behind-the-border” operations.

Similarly, Ethiopian Customs currently authorize the transit of good through an office in
Djibouti. In practice, this means that Customs clearing agents have to first submit documents
to Djibouti Customs, from there go to the Ethiopian office — which issues a “printout” — and
with this printout the clearing agent goes back to Djibouti Customs to be issued the T1 transit
document. This complication could be facilitated through a bilateral agreement, which would
allow Ethiopian Customs to work more closely with Djibouti Customs, for example
potentially inside Djibouti Customs, similar to a one-stop border post. This reform would be
in line with Article 8 (Border Agency Cooperation) of the WTO Trade Facilitation
Agreement.

Ethiopia and Djibouti have signed a Cooperation and Partnership Framework Agreement
establishing a Bilateral Mixed Commission. In addition, a Bilateral Agreement on Transit,
signed in 2009, has led to the creation of a Permanent Committee on Transit where both
countries coordinate initiatives to facilitate the transit. However, it seems that this Committee
has not accomplished much progress on this issue.
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It is suggested that the above Committee is provided with more political support and a clear
road plan, and to include the recommendations mentioned above in its terms of reference.
International technical assistance and funding opportunities for this purpose may also be
available and should be strongly considered by Ethiopia. Strengthening the Ethiopia - Djibouti
Commission and the Permanent Transit Committee would contribute to ensure compliance
with TFA Atrticle 8 (Border Agency Cooperation).

Efficiency gains would also result from the use of standardized forms by the two countries’
Customs administrations. This could reduce the number of documents required for cross-
border procedures and their complexity. At present the T1 transit forms used by Djibouti and
Ethiopia do not have the same format, and it appears that, in day-to-day practice, Ethiopia
does not always apply standard forms. Aligning official procedures and actual practices at the
border to TFA Article 10.3 (Use of International Standards) may imply modifying Ethiopia’s
import, export, or transit formalities and procedures, especially its transit declaration.

4.2.5 Transit trade and transport monitoring

Monitoring and publishing data on the efficiency of transit by Customs can be a very valuable
tool for users of public services (such as importers, agents) to plan their operations. It can also
help identify potential bottlenecks and put pressure on Customs and other agents to further
improve their services. Against this background, the WTO-TFA encourages signatory States
“to measure and publish their average release time of goods periodically and in a consistent
manner” (Article 7.6). Beyond the TFA, several countries and regional organizations have
established or are setting up “transport observatories”, which may also cover issues related to
Customs transit.

At present, neither Ethiopia nor Djibouti Customs are measuring and publishing their release
times in a systematic manner. One option for trade facilitation that should be considered to
improve transparency in custom release times is to establish a Transport and Transit
Observatory along the Djibouti-Ethiopia trade corridor. The establishment of such an
Observatory would be in line with TFA Article 1 (Publication and availability of
information), Article 7.6 (Establishment and Publication of average release times) and Acrticle
8 (Border Agency Cooperation).

Further implementation of the on-going programme towards e-tracking of cargo transports,
especially on the main transit corridor to and from Djibouti would reduce the need for
checkpoints and physical inspections. It would alleviate the administrative and control burden
of the Custom administration and contribute to ensure compliance with TFA Article 11
(Freedom of Transit).

4.2.6 Authorized Economic Operators

The expansion of the AEO scheme (see also section 3.6) would also reduce the administrative
burden on Customs authorities and at the same time make an important contribution to
increasing the efficiency of domestic export firms that have to rely on imported inputs. In this
context, it is recommended to increase the number of Ethiopian AEOs to the largest possible
extent, to support Djibouti in setting up an AEO system in compliance with Article 7.7 of the
TFA, and develop a bilateral programme for both countries. This would require a detailed
assessment of the implication of the scheme for risk management, post clearance audits,
separation of release and clearance, and the provision of guarantees. It may also need to
involve collaboration with Djibouti Customs. This analysis would constitute a step forward to
ensure compliance with TFA Article 7.7 (Authorized Operators), Article 7.9 (Perishable
Goods), Article 8 (Border Agency Cooperation), Article 9 (Movement of goods intended for
import under Customs control).
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4.2.7 Policy coordination for effective trade facilitation

State interests at the border include protection of national security, enforcement of import and
export restrictions and prohibitions, collection of revenue, recording cross-border statistics,
and enforcement of International Health Regulations. The responsibility for protecting these
interests is vested in several state agencies. They include Police, Security, Customs,
Immigration, those responsible for Sanitary and Phyto-sanitary regulations, and the bureau for
standards. Since each of these agencies is under the responsibility of a different Ministry or
Department, the responsibilities for different aspects of trade facilitation policy are also
divided between the Ministries of Trade, Industry and Finance, the Road Transport Authority,
the Ethiopian Shipping & Logistics Services Enterprise or the Ethiopian Civil Aviation
Authority.

The lack of a single Government entity taking the lead on trade facilitation and logistics has
made the coordinated implementation of a holistic trade facilitation reform very difficult. A
possible solution would be to establish a National Trade Facilitation and Logistics Council
consisting of all the relevant Governmental and non-governmental departments and agencies,
and chaired at the highest level of government, preferably by the Prime Minister. Such a
Council could meet twice a year to define the trade facilitation and logistics performance
objectives and to set targets and indicators of performance measurement, and monitor
progress every six months. A National Trade Facilitation Committee would have the
advantage of not only overseeing increasing compliance international trade facilitation
standards, but also helping to resolve most of the issues arising out of the lack of coordination
among border agencies. Institutionally, the Ethiopian National Trade Facilitation Committee
could be merged with an entity that oversees the ESW.

Since trade facilitation is closely linked to the overall transport and logistics system, the
reform agenda should not be limited to the areas covered in the WTO-TFA and discussed in
this chapter. It must also encompass logistics-related regulatory measures, including non-tariff
measures, and services in the area of transport and distribution, which have been addressed in
chapters VII and VIII, as well as in the chapters dealing with sectoral issues in Part 111 of this
study.
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ANNEX to chapter VIII

WTO Trade Facilitation Agreement Articles

WTO-
TFA
Article

Title

Sub-
Avrticle

Title

Comments

Publication and
Availability of
Information

11

Publication

1.2

Information available

through Internet

1.3

Enquiry Points

1.4

Notification

Issues covered by this article are
publication; information available through
the internet; enquiry points; and
notification. Member States are required
to publish 'promptly’ a wide range of
specific information related to the
requirements and procedures for clearing
goods for import or export on the Internet.

Opportunity to
Comment,
Information
before Entry
into Force and
Consultation

2.1

Opportunity to
comment and
information before
entry into force

2.2

Consultations

Introduces obligations on Member States
to consult traders and other interested
parties prior to introducing new or
amended laws or regulations related to the
movement, release and clearance of
goods. It also provides for regular
consultations between border agencies,
traders and other stakeholders within its
territory.

Advanced
Rulings

3.1

Advance Rulings

Advance rulings are binding decisions by
customs, at the request of the trader
concerned, on specific aspects of goods,
in particular the classification and origin
of the goods in preparation for
importation or exportation. Advance
rulings facilitate the declaration, and
consequently speed up the release and
clearance process, as the classification of
the goods has already been determined in
the advance ruling, and is binding on all
customs offices for the specified period of
its validity — which may be three months
or a year.

Appeal or
Review
Procedures

4.1

Right to Appeal or
Review

Expands provisions on appeal or review
procedures - administrative or judicial —
beyond those already contained in GATT
Article X. Member States are encouraged
to extend these provisions to decisions by
other relevant border agencies and not just
Customs.

Other measures
to enhance
Impartiality,

5.1

Notifications for
Enhanced Controls
or Inspections

Contains obligations on Member States
relating to border controls and inspections
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WTO-

TFA Title As:tji?:ie Title Comments
Article
Non- of foods, beverages or feedstuffs. Where a
Discrimination 5.2 Detention Member State issues notifications or
and guidance for enhancing the level of
Transparency control or inspection of such goods, the
article obliges the Member State
concerned to base such controls or
inspections on risk, to apply such
measures uniformly at relevant points of
entry, to withdraw the procedures
promptly when the circumstances no
53 | Test Procedures longer justify them, and to publish
promptly an announcement of the
termination of the measures. It also
requires the importer or his authorised
agent to be informed of any cases where
the goods have been detained, and, if a
first test proves negative, it obliges the
Member State to carry out a second
sample test if requested to do so.
General Disciplines
on Fees and Chgrges The aim of this article is to limit the size
Disciplines on 6.1 ::rgr?r?:ggoonn\’/v?[t:n of fees and charges to the approximate
Fees and importation an d’ cost of the services rendered_, in keeping
Charges exportation Wlth_ existing GATT obligations. A
6 imposed or in Spocific DISCIOlings publlcatlon requirement has p(_een
cornection with orl? s and CEar " included, together with a clause requiring
importation and i0sed on. or ing Member Sta_ltes_ to review their fees and
exportation 6.2 corFl)nection \’Nith charges perlodlc_ally and not to demand
. ; ' payment of revised charges before the
importation and information on them has been published.
exportation
6.3 Penalty Disciplines
71 Pre-arriyal
Processing
7.2 Electronic Payment
Separation of . Sets out the procedures which Member
Release_fro_m Final States are obliged to establish or maintain
7.3 Determmatlop of for the release and clearance of goods for
Customs Duties, import, export or transit. Includes: pre-
= Taxes, Fees and arrival processing, electronic payment;
A e Charges separation of release from final
7| Clearance of 74 | Risk Management pate o :
Goods : determination of qustoms duties, taxes,
7.5 | Post-Clearance Audit | fees and charges; risk management; post-
Establishment and clearance audit; establishment and
Publication of publication of average release times; trade
e Average Release facilitation; expedited shipments; and
Times perishable goods.
Trade Facilitation
77 Measur_es for
' Authorized
Operators
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WTO-

TFA Title Asrltji?:ie Title Comments
Article
7.8 Expedited Shipments
7.9 Perishable goods
Obliges Member States to ensure that its
authorities and agencies responsible for
border controls and procedures for import,
export and transit of goods cooperate with
one another and coordinate their activities
g | Border Agency 81 Border Agency in order to facilitate trade, including
Cooperation ' Cooperation alignment of working days and hours;
alignment of procedures and formalities;
development and sharing of common
facilities; Joint controls; and
establishment of one stop border post
control.
Requires Member States, to the extent
ggg’ggigged Movement of Goods practicable, to allow goods intended for
) intended for import | import to be moved within its territory
9 | forimportunder | 91 | dor Customs and under customs control from the point
Customs Control of entry to another customs office from
Control where the goods can be released or
cleared.
Formalities and
10.1 | Documentation
Requirements
10.2 Accc_aptance of
' Copies . e .
Use of International Aims at minimizing the incidence an_d
10.3 Standards complexity of import, export and transit
- - formalities aimed at decreasing and
10.4 | Single Window simplifying documentation requirements.
Formalities 1055 | Pre-Shipment It covers: formalities and documentation
Connected with Inspection requirements; acceptance of copies; use of
10 | importation, 10,6 | Use of Customs international standards; single window;
exportation and Brokers pre-shipment inspection; use of customs
Transit Common Border brokers; common border procedures and
Procedures and uniform  documentary  requirements;
10.7 | Uniform rejected goods; and temporary admission
Documentation for goods including inward/outward
Requirements processing.
10.8 | Rejected Goods
Temporary
Admission of Goods
10.9
and Inward and
Outward Processing
111 - Transit ~ Charges, | Expands on GATT Avrticle V that each
113 Regula'gl(_)ns, and | Member State is to treat products in
Freedom of ' Formalities transit no less favourably than if they
I | fransit 114 Strengthened Non- were being transported to their destination
' Discrimination without going through the territory of that
11.5- | Transit Procedures Member State. Member States are also
11.10 | and Controls required to remove any regulations or
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WTO-
TFA
Article

Title

Sub-
Article

Title

Comments

11.11 -
11.15

Transit Guarantees

11.16
11.17

Transit Cooperation
and Coordination

formalities on traffic in transit that are
either no longer needed or whose
obligations can be addressed in a less
trade-restrictive way.

12

Customs
Cooperation

12

Customs cooperation

Sets out the terms and requirements for
improving customs cooperation and
establishing a framework for cooperation
that obliges Member States to share
information with other countries to ensure
orderly coordination of customs control,
while respecting the confidentiality of
information held, including measures
promoting compliance and cooperation;
exchange of information; verification;
provision of written requests; protection
and  confidentiality;  provision  of
information; postponement or refusal of a
request; reciprocity; administrative
burden; limitations; un-authorised use or
disclosure; and bilateral or regional
agreements.

13

Institutional
Arrangements

131

Committee on Trade
Facilitation

13.2

National Committee
on Trade Facilitation

Provides for a WTO Committee on Trade
Facilitation (replacing the Negotiating
Group on Trade Facilitation) to address
implementation and application of the
Agreement. Member States have agreed
that there should be an initial review of
the operation of the agreement four years
after it has entered into force. Also
requires Member States to establish a
national committee on trade facilitation,
or designate an existing mechanism to
facilitate both domestic implementation
and coordination of provisions of the
Agreement.
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Chapter IX:
Promotion of investment and strengthening finance

1. Introduction

As for many other developing countries, industrial catching-up in Ethiopia faces serious
financial constraints. According to the World Bank (2016), one third of Ethiopian firms in the
manufacturing sectors have identified access to finance as a major constraint. In agriculture
and commerce in the rural areas, this proportion is likely to be even higher. This constraint is
being felt both in short-term financing of current activities and in long-term financing of
investment for extension and technological upgrading of productive capacity-building.

In Ethiopia, only 16 percent of manufacturing firms can dispose of a bank loan or a line of
credit, compared to 23 percent in SSA and 34 percent in the rest of the world (World Bank
2016). Another financing constraint arises from the virtual absence of supplier credit, which is
of particular importance for the financing of current operations. The international average for
working capital financed by supplier credit is in the order of 10 percent, and the SSA average
in the order of 8 percent, but in Ethiopia this source of working capital for manufacturing
firms accounts for less than one percent. In addition to these constraints in domestic currency
financing, access to foreign exchange for the import of intermediate and capital goods is a
frequently reported problem.

Capital accumulation, through investment in productive capacity, is a precondition for
sustained export growth in the prioritized sectors, and GTP 1l therefore aims at raising the rate
of private investment in GDP from around 17 percent in 2013/14 to more than 20 percent in
the coming years. Whether this will be realized or not, depends on two factors: First, the
willingness of private entrepreneurs to invest in additional productive capacity, and second
the possibilities to finance such capital spending. In order to stimulate the willingness to
invest, the Government has put in place quite generous tax incentives. But the expectations
that potential investors have with regard to future demand for their products and the easiness
of operating their business also have a strong influence on their willingness to extend and
upgrade productive capacities.

When it comes to the financing of investment expenditure by the private sector, equity capital
is the main source at the stage of setting up a new business, while retained profits is preferred
at the stage of expanding and upgrading production capacity. According to the World Bank
(2016) these forms of internal financing account for about 85 percent of investment financing
in Ethiopia, which is substantially higher than the international average (72 percent) and the
SSA average (77 percent). Conversely, complementary external financing from the banking
system is much lower in Ethiopia than in other countries. This suggests that the banking
system in Ethiopia should assume a stronger role, than in the past, in providing long-term
credit for the financing of private investment.

The banking sector in Ethiopia consists of the national Development Bank of Ethiopia (DBE),
18 commercial banks, 31 microfinance institutions and five capital goods finance
companies.” Among the commercial banks, the largest is the state-owned Commercial Bank
of Ethiopia. It accounts for about 70 percent of total assets of all commercial banks (IMF
2015), but most of its lending (80 percent) is for financing public investments. According to a
recent study by the World Bank (2015), the share of credit to the private sector has

S As of June 2014; see World Bank 2015b.
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consistently been declining from 66.5 percent in 2007/08 to 40.1 percent in 2013/14.
Similarly, the ratio of private sector credit to GDP declined from 15.4 percent in 2003/04 to
10.9 percent in 2013/14, and has been below the SSA average since 2008.

Since technological upgrading and enlargement of productive capacities implies increasing
imports of machinery and equipment that cannot be produced in Ethiopia, investment
financing also has a large foreign exchange component. FDI can contribute to solving the
problem accessing foreign capital, although expectations in this regard have been fulfilled
only partly, as the amount of FDI inflows was lower than expected — and lower than
Ethiopia’s potential to attract such investment.

Higher investment in productive capacity in the manufacturing and services sectors will
therefore require further efforts to attract the most appropriate types of FDI, but also a
stronger role of the DBE and the commercial banks in the intermediation between
international capital markets and foreign lenders, on the one hand, and domestic investors and
importers of capital goods, on the other.

Section 2 of this chapter will first review the current policies and remaining challenges in the
area of domestic investment and finance for private firms. Sub-section 2.1 will address
various constraints that have emerged in recent years for domestic companies in the financing
of current operations. The following sub-section will discuss the need and options for
strengthening the nexus between profits from export activities and further investment in
productive capacities, which bears on both the propensity of entrepreneurs to invest and the
possibilities of self-financing of their investment projects. The crucial role of the domestic
financial system in supporting the desired expansion of the prioritized sectors, and
possibilities to render it more effective in playing this role, are the subject of sub-section 2.3.
Section 3 then turns to the question of how the contribution of FDI to meeting the financing
needs of the Ethiopian industrialization strategy could be optimized, before a number of
recommendations on strengthen finance will be presented in the last section.

2. Challenges and constraints in domestic investment and finance
2.1 Financing current operations: Working capital constraints and payments facilities
2.1.1 Financing working capital

A major constraint to the current operations of Ethiopian manufacturing firms in all sectors is
their shortage of liquid working capital, i.e. the difference between their liquid current assets
and their current liabilities. This is particularly important for small and medium-sized
enterprises (SMESs) operating outside global value chains, as it impacts negatively on their
efficiency and competitiveness. Insufficient working capital and inadequate payments
facilities, especially in connection with imports of inputs, are among the main reasons for sub-
optimal capacity utilization. SMEs often have to rely entirely on the cash flow they can
generate internally or on expensive micro-finance schemes, which reduces their ability to
assume larger export orders and to expand their activities. The shortage of liquid working
capital has two main reasons: the lack of flexibility in inventory management and the
difficulties to obtain short-term credit facilities from the banking system and suppliers.

As a result of complicated procedures for the import of inputs and the unreliable delivery
times of such imports, many companies feel obliged to hold larger inventories than what
would be necessary for their current production, in order to minimize complications resulting
from reordering, and to provide for contingencies of input unavailability. Shortcomings in the
national logistic system and the obligation to pay import duties upfront are binding working
capital that would otherwise be available to meet current liabilities. In addition, payment for
exports is typically received only several months after delivery. The scarcity of working
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capital is exacerbated by long delays in the refund of import duties and the reimbursement of
VAT. Simplification and acceleration of administrative and logistic procedures (see chapters
VIl and VIII) would thus mitigate the working capital constraint of manufacturing firms.

The problem of working capital shortage could be alleviated also through easier access to, and
cheaper arrangements for, short-term credit lines. An approved credit line, even if not used,
creates a fallback position in situations of cash-flow difficulties and would allow companies
to operate more comfortably. In the Ethiopian manufacturing sectors the proportion of
working capital financed by banks is less than 6 percent, compared to an international average
of more than 10 percent. And whereas, on average, 30 percent of firms in other countries use
bank credit to finance working capital (around 23 percent in SSA), this share is as low as 14
percent in Ethiopia.

In particular, firms outside Addis Ababa generally find it difficult to access financial services
and credit because the network of bank branches throughout the country is quite thin. Bank
branches have increased four-fold since 2010, but more than a third of these branches is
located in Addis Ababa. The rural areas still lack good access to financial services. (IMF
2015a,b).

An additional constraint arises from the conditions to obtain overdraft authorizations, which
are the typical form of financing working capital in Ethiopia. These require firms to hold an
equivalent amount of cash balances in their working capital, the value of inventories and the
amount of claims on clients not being taken into account. Moreover, it appears that, according
to current regulations, it is not possible to use commercial bank credit and development bank
financing in parallel. But, in principle, finance for working capital should come from
commercial banks while the DBE provides a large share of longer-term investment finance.
The challenge here is to strike a better balance between financial control, which is necessary
to prevent and penalize misuse and to ensure financial soundness, and satisfying the financial
needs of producers in the prioritized sectors to improve their operational efficiency.

2.1.2 Facility of making payments in foreign currency

Another constraint domestic firms face is linked to the difficulties in making payments for
imports in foreign currencies. While indispensable in an economy that is short of hard
currency, foreign exchange rationing has been a hindrance for many manufacturing firms in
the prioritized sectors to produce efficiently and at internationally competitive terms.

Depending on the specific productive activity, imports of inputs to current production require
access to foreign exchange and mechanisms that allow for short-term financing and facilitate
payments for such imports until the output generated by using these inputs can be exported
and can earn foreign currency. Although the DBE has introduced an export credit guarantee
scheme to facilitate access of exporting firms to working capital, many domestic companies
appear to be frequently constrained in the timely procurement of essential inputs from foreign
suppliers as the granting of foreign currency permits takes considerable time. Furthermore,
domestic firms, including those that are producing primarily for export but have to import
some of their inputs, are not allowed to make international electronic payments, even of small
amounts, by using an international corporate credit card. Instead, they have to go through a
paper-based process, which is not only time consuming but also not acceptable by their
foreign counterparts.

While Ethiopian subsidiaries and affiliates of large foreign enterprises can rely on the internal
financing mechanisms and borrowing capacities of their parent companies, these working
capital and payment constraints are likely to become more severe in the coming years for
domestically owned firms, as they aim to engage more and more in export activities. It will
therefore be important, during the GTP Il phase, to evaluate, in consultation with domestic

134



exporting firms, how the allocation of scarce foreign exchange can be better brought in line
with the needs of firms in the prioritized sectors.

2.2 Strengthening the propensity to invest and internal financing
2.2.1 Current policy

The Ethiopian Government tries to stimulate the willingness of domestic entrepreneurs to set
up new firms and to extend existing ones througha number of incentives. Principal
investment incentives are temporary income tax exemptions, which apply to both domestic
and foreign companies engaged directly or indirectly in export activities. The length of the tax
holiday granted depends on the area of investment, the share of exports in a company’s total
production and the geographical location where the investment is undertaken (table 9.1).
There is also the possibility of carrying forward losses incurred beyond the period of tax
exemption.”

Table 9.1:
Corporate income tax exemption scheme in Ethiopia
Conditions for exemption Years of tax Yearsfgfrtﬁ;(rﬁge;rr:]ptlon
from corporate income taxation exemption .
underdeveloped regions
New manufacturing or agro-industry activities
A | At least 50% of total production for export 5 6
At least 75% of total production are inputs to export
B g . 5 6
production in other firms
Additional special qualities of individual ventures
¢ fulfilling condition A or B upto 7 upto8
D Production for export, but less than 50% of total 9 3
production
Additional special qualities of individual ventures
E | fulfilling condition D Uptos upto6
F | Entire production for the domestic market 2 3
Extension or upgrading of activities fulfilling conditions A-F:
G Extension or upgrading increases production value 9 3
by at least 25%

Source: Council of Ministers Regulation No0.84/2003; Ethiopian Government Portal, at
http://www.ethiopia.gov.et/investmentincentives

In addition to the temporary exemption from corporate income tax, companies in the export
sector also enjoy one hundred percent exemption from customs duties and other taxes on
imports of machinery and equipment, construction materials, as well as spare parts worth up
to 15 percent of the value of the imported investment capital goods, provided that the goods
are not produced locally in comparable quantity, quality and price. Exemptions from import

"® Companies that incur losses during the tax holiday period can carry forward such losses for half of the income
tax exemption period following the expiry of the exemption period.
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duties or other taxes are also granted for the import of raw materials and intermediate goods
for the production of export goods.

All these privileges for firms engaged in export activities are meant to make production for
export more profitable than production for the domestic market and to raise the international
cost competitiveness of Ethiopian manufacturing. Clearly, these tax and duty privileges
imply costs in terms of forgone public revenue, thus, representing a public investment into
industrial development. In order to identify the effectiveness of the income tax privileges and
to strike an appropriate balance between the fiscal costs and the economic gains of this policy,
it may be useful to regularly evaluate how much additional export revenue can actually be
attributed to the full profit tax exemption of exporting firms. This is warranted by the need to
finance high public expenditures for investment infrastructure that is benefitting the export
industries.

The policy to grant tax privileges not only to those firms that are directly exporting but also to
those whose production consists of intermediate goods for further processing by the exporting
firms (condition B table 9.1) is an important element of Ethiopia’s investment promotion
policy. However, it may be necessary to go a step further and provide incentives also for
investment further up the domestic value chain, before raw material inputs reach the
manufacturing sectors, including for the commercialisation of agricultural production and
livestock breeding. These stages are particularly weak elements in the domestic value chain
at present (see chapter V). The provision of investment support at these stages deserves
greater attention than hitherto, in order to strengthen Ethiopia’s capacity to export and to
attract foreign investors.

2.2.2 Fostering an export-profit-investment nexus

Capital accumulation, or investment financing, of domestic firms in the prioritized sectors
primarily relies on corporate savings, i.e. internal financings from retained profits. For a
dynamic industrialization and growth process, it is essential that corporate profits are re-
invested to the largest extent possible in the extension and upgrading of productive capacities,
i.e. that an export-profit-investment nexus is established. The current practice of investment
promotion involves only a weak link between the provision of tax privileges for corporate
profits and the use that companies make of these profits.

From this perspective, it may be worth considering to focus tax privileges on retained and re-
invested profits, rather than fully exempting profits from export activities across the board.
The key importance of creating an export-profit-investment nexus is illustrated by the
experience of the industrially successful East Asian economies (UNCTAD 2003). In these
cases, strong enterprise profits simultaneously increased the incentive of firms to invest and
their capacity to finance new investment, which in turn further boosted profits by enhancing
both the rates of capacity utilization and productivity growth.

Another measure that would both stimulate the willingness to invest and facilitate internal
financing of such investment would be special depreciation allowances. The practice of
accelerated (or digressive) depreciation, to replace the current straight-line (or linear)
depreciation, would reduce reported profits at the beginning of an investment cycle and,
provided that there is some taxation of corporate profits, increase a company’s cash flow. The
latter results from the implicit tax credit that comes with the accelerated depreciation
allowance scheme and would be the higher and the longer the more frequently new
investments are carried out.

2.3. Financing domestic investment in productive capacity
2.3.1 Constraints to long-term financing from commercial banks
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Financing needs frequently exceed the self-financing capacity of firms that aim at expanding
rapidly, particularly when technological upgrading and new product development require a
fast turnover of machinery and equipment. As a complement to self-financing from retained
profits, long-term bank credit is therefore an important complementary source of financing
capital accumulation, while equity finance plays a role primarily at the stage when new firms
are set up. Like most sub-Saharan countries, Ethiopia has a very thin capital market and few
non-bank financial institutions. Bank lending constitutes almost the only external source of
investment finance for firms. But, the banking system in Ethiopia plays a much smaller role in
long-term investment financing than elsewhere. According to an assessment by the World
Bank (2016), only about 8 percent of private investment in manufacturing activities is
financed by bank credit. This is not only lower than the international average, but also lower
than other SSA countries. Only 16 percent of manufacturing firms use banks to finance
investments, compared to 24 percent internationally. This suggests that the banking system in
Ethiopia could be more effective in supporting long-term capital investment, something that is
also witnessed by the grievances of many managers of companies in the prioritized sectors.
The reasons for relatively small involvement of the banking system in the extension and
upgrading are threefold:

(a) Limited lending capacity of commercial banks

First, commercial banks have an insufficient capacity for long-term lending. This is due to the
limited provision of liquidity by the central bank, from which the banking system can create
credit. It follows that bank lending is based primarily on the amount of savings and time
deposits (see also sub-section 2.3.4). In addition, long-term commercial bank lending to
private firms is constrained by the obligation of banks to acquire government bills at an
amount equivalent to 27 percent of the new loan disbursements. The financial resources raised
by the Government this way are then transferred to the DBE with the intention to enable the
latter to provide project financing in priority areas at preferential interest rates. In principle,
this appears to be an appropriate instrument of coordination between trade and industrial
policy on the one hand, and financial policy, on the other, because it directs credit to long-
term finance for structural transformation. However, it appears that owing to a long lead time
for project appraisal and approval at the DBE and prudential limits on single borrowers, a
significant proportion of the financial resources channelled to the DBE does not reach
potential investors (IMF 2014).

The banking system’s capacity to extend long-term investment finance is further constrained
by the obligation of banks to hold 40 percent of their loans in short-term credits (IMF 2014).
In addition, credit ceilings are imposed on banks to prevent them from overexposure to credit
risk and to ensure the stability of the banking system. However, the application of credit
ceilings does not seem to differentiate between different classes of borrowers and purposes of
loans and therefore may hamper the extension of credit also to creditworthy firms in the
prioritized sectors. Moreover, a large part of bank financing is absorbed by the financing of
large infrastructure projects, which could potentially lead to a “financial crowding-out”.

(b) Commercial banks’ perception of lending risk

Second, even within their lending capacity, banks are reluctant to extend long-term
investment loans because risk assessment is often difficult in the Ethiopian manufacturing
sector. This can be traced to information asymmetries between firm managers and the banks
with respect to the value of a firm’s existing assets and the quality of its investment
opportunities.

Access to bank credit has therefore depended largely on the size of the firm, with smaller and
new enterprises encountering severe financing constraints. Investment projects by new firms
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or of an innovative nature typically cannot be financed from past profits. In these cases, risk
assessment is rendered more difficult because there is no track record of the entrepreneurial
skills of the manager and the profitability of the investment project that is to be financed still
needs to be discovered.

The less advantaged firms are forced to rely on family and friends and informal financial
intermediation, including various types of microfinance institutions. To some extent, these
sources of finance fill an important gap left by the formal financial system, but their financing
is of limited utility for real productive investment. This is because it comes in relatively small
amounts, with very short maturities and at high costs, and can therefore be used only to cover
temporary working capital needs or to finance the purchase of simple equipment for the
provision of services (Kota, 2007).

(c) Conditions for obtaining long-term bank credit

The third main reason impairing bank financing of productive investment is related to the
conditions for obtaining long-term credit. Commercial banks in Ethiopia provide loans
typically with a maximum maturity of 7 years, at interest rates of 14% or more, and request
“mortar and brick” collaterals. Depending on the type of project that is to be financed this
maturity may be too short, and the restrictive collateral requirements, partly related to the
difficulties in risk assessment on the part of the commercial banks, often keep potential
investors from starting or expanding their activities, because they are unable to provide such
collateral. This is an obstacle for smaller firms, potential new entrants and women
entrepreneurs, even though they may have a considerable potential for product and process
innovation. The only collateral they may be able to provide tends to be in the form of
intangible assets, which are partly embedded in human capital and, generally, very specific to
the particular firms in which they reside (Hall, 2002).

Furthermore, the application procedures for bank loans appear to be unnecessary lengthy and
bureaucratic. Despite the stringent collateral requirements by the banks, which leave them
with very little creditor’s risk, it often takes considerable time to complete the formalities for
borrowing. According to managers from the leather industry it can take more than a year to
obtain a loan approval and disbursement.

To sum up, the challenge for the Government, including the central bank, is to combine
sectoral support policies with a more pro-active approach to designing a financial system that
facilitates access of firms in the prioritized sectors to short-term and long-term finance at
reasonable terms.

2.3.2 Focussing the allocation of credit on the prioritized sectors

Within the overall volume of credit that the banking system is able to provide, it is essential
that credit is allocated efficiently, which, in the concrete context of GTP I, means allocating
credit to the most promising investment projects in the prioritized sectors.

Since it is neither possible nor desirable that anybody who seeks credit is granted it, some
discrimination between good and bad projects, and reliable and non-reliable borrowers, is
necessary in any financial system. But, ithas to be well balanced: If it is inappropriate or
absent (credit is extended too easily), it becomes a recipe for a financial crisis. If
discrimination goes too far and credit provision is too narrowly concentrated on only a few
borrowers, it restricts production and investment activity and slows down industrial growth
(Aglietta and Orlean, 1982).

For the efficient allocation of credit, it is therefore essential that discrimination is oriented at
the objectives of the overall development strategy and not exclusively at the risk-return
criteria of commercial banks. It is important to bear in mind that, from the perspective of
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financing development, it is not only the microeconomic profitability of an investment project
that matters, but also the external benefits the project generates for the economy as a whole.
This consideration is generally accepted for infrastructure projects and their public financing
from budget receipts or from development banks.

The contribution of the commercial banking system to financing development could be
enhanced by a variety of measures. First, restrictions on lending for consumption or for other
non-productive purposes could induce banks to extend more long-term loans for investment
purposes. Second, to the extent that insufficient provision of long-term investment credit is
due to uncertainties of banks regarding the credit risk, government guarantees for loans to
finance promising investment projects of firms may be helpful. By reducing the credit default
risk, such guarantees would also lower the risk premiums on such long-term investment loans.
The resulting lower interest cost for investors would reduce the probability of defaults, and
thus the likelihood of governments having to cover such losses under the guarantee scheme. It
is true that the provision of credit guarantees for selected projects will entail fiscal costs when
a project turns out to be a failure. These costs should be weighed against the increase in
investment that is made possible by such guarantees, and the dynamic income effects,
including higher future tax revenues, these additional investments may generate.”’

Third, the allocation of credit in favour of investment in the prioritized sectors can also be
influenced by the provision of interest subsidies or the refinancing of selected types of
commercial loans by the central bank (see sub-section 2.3.4). Fourth, a way to bring
commercial lending criteria and development finance considerations to bear on credit
allocation could be through joint financing of certain investment projects by private and
public banks. While the commercial bank would contribute its expertise through the
assessment of the viability of a project from a private sector perspective, the public financial
institutions would make a judgement from the point of view of the project’s overall
developmental merits, and their co-financing would reduce the risk for commercial banks.
This kind of arrangement might also serve to leverage public financing with private financing,
thereby responding to the problem of underfunding that is typical for national development
banks in developing countries. This kind of syndicated lending allows the public banks to lend
for more projects, including of small and medium-sized enterprises, thereby diversifying its
project-related risk. It would also reduce the risk of patronage on the part of both the private
and public financial institutions involved. It has several precedents, for example in the current
large-scale activities of Brazilian national development bank (BNDES)’® and in some
successful late-industrializing countries in East Asia (Amsden 2001), but also in several
developed countries in the post-war period.

2.3.3 The role of the development bank and other public banks
(a) Filling the long-term financing gap

Against the background of insufficient commercial bank lending for investment, on the one
hand, and the need for a comprehensive trade and industrialization strategy to consider the
microeconomic viability of individual projects, as well as their possible strategic role in the

7 An interesting private sector approach of collateral provision to solve the problem of ambiguous credit risk
and resulting high borrowing costs, is the Enat Bank's collateral fund for women, which pools deposits by third
parties made for the purpose of allowing the bank to extend loans to women entrepreneurs who cannot provide
the required collateral themselves (see http://cawee-ethiopia.org/?p=3231). The programme is still at its infancy
but has a considerable potential, especially when supported by larger international donor institutions.

’® The Brazilian national development bank, Banco do Desenvolvimento de Todos os Brasileiros (BNDES) is an
example of a financially sound institution that focuses on investment projects in infrastructure and industry. Hal f
of its loans are made in association with private commercial banks, and more than 25 percent of its operations
are in support of small enterprises.
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process of structural transformation, public banks and the DBE, must assume a key role in
long-term investment financing. The DBE currently offers the best access to investment
finance, providing loans at an interest rate of 8.5%. However, the equity capital requirement
for each project of 30% is quite high.

A particular problem for the financing of investment in machinery and equipment results from
the fact that practically all these capital goods have to be imported and paid for in hard
currency. The sums of the latter exceed the current export earnings of individual firms and of
the Ethiopian economy as a whole. The International Finance Corporation (IFC) is an official
source of such financing. Using an IFC facility requires, however, co-financing by a local
bank and the IFC interest rate is very much the same as that practiced by domestic
commercial banks in the spirit of avoiding competition with local banks and financing
institutions. Obviously, the debt service has to be paid in US dollars, which introduces the
additional exchange-rate risk, especially in view of the long history of devaluation of the
Ethiopia Birr.

Firms that are part of Global Value Chains may also obtain foreign currency credit from the
lead firms in such value chains or links with foreign banks that these lead firms may provide.
This possibility is open only to a very small number of Ethiopian firms and depends on
central bank regulation governing private capital inflows. In order for foreign exchange loans
to be allocated to strategically important investment projects, the banking system must play an
intermediary role between providers of finance in foreign currency and domestic borrowers.
Such a task primarily falls on the DBE. In this process of intermediation, it is crucial that
foreign exchange borrowing is strictly linked to the financing of the foreign exchange
component of an investment project, on the one hand, and the capacity to meet the resulting
debt service obligations with foreign exchange income earned from the extra exports, on the
other.

In intermediating between domestic firms and international lenders, the DBE is in a central
position between, on the one hand, domestic public banks, possibly sectoral development
banks, and, on the other hand, foreign providers of external finance, such as the World Bank
Group, the African Development Bank and the development finance institutions of developed
countries, which have a credit standing that allows them to borrow from international capital
markets. Sectoral public banks may be helpful in the preparation of projects for possible
financing by the multilateral of foreign providers of development finance.

(b) Considering the strategic importance of specific investment projects

It is inevitable in economic life that some innovative investment projects that are bank-
financed will turn out to be a commercial failure because it is only by undertaking such
projects that their profitability can be discovered. Differently from private commercial banks,
development banks have a development objective: their loan analysis takes account not only
of the financial return of a specific project but also its larger economic and social
development impact. They can provide finance for investment projects that would typically be
judged too risky by a private bank, either because full recovery of the cost of investment is a
long-term process, such as from infrastructure investment, or because investment is carried
out by small and/or innovative enterprises that aim to produce new products or apply new
production processes.

Public banks, and the development banks in particular, should not be expected to have the
same degree of profitability as private commercial banks. Indeed, disproportionate pressure
for profitability would cause managers of public banks to deviate from their developmental
mandate (Levy Yeyati, Micco and Panizza, 2007). The DBE’s statement on its vision (“100%
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Success for All Financed Projects by 2020”)" may not only be unachievable but even in
contradiction with its function to contribute to the accelerated development of the prioritized
sectors. While in providing credit, a commercial bank aims at minimizing the risks of making
mistakes in credit allocation, a development bank may be better advised to aim at minimizing
the costs of mistakes when they occur.

Another aspect of the development objective of development banks and other public banks is
related to the coordination of several complementary investment projects. An individual
investment project can fail to be profitable unless there is simultaneous investment in
upstream and downstream activities, particularly if such activities require geographic
proximity. Physical infrastructure is a prime example. But a similar argument applies to the
availability of appropriate production inputs (i.e. appropriately skilled labour as well as
physical inputs that match a country’s level of technology) or to the presence of a buyer of a
firm’s production.

In this sense, a major problem for entrepreneurs, who act as independent agents, is how to
coordinate productive investment by many firms in a way that enables them to mutually
benefit from upstream, horizontal and downstream linkages. Where such mutual benefits
occur, the economy-wide impact of an investment project exceeds by far its private,
microeconomic profitability. Hence, the DBE or other public banks, acting in a way that is
well coordinated with the trade and industrialization strategy, have an advantage in financing
investments whose profitability depends strongly on complementary investment. This was the
role played by development banks in Japan, the Republic of Korea and Taiwan Province of
China (see, for example, Khan, 2004).

With a view to closer coordination of the trade strategy with the financial sector, smaller
public banks that specialize in lending to individual sectors could also have an important role.
Typical examples include publicly-sponsored incubators that are mandated to finance
innovative activities (including in the area of research and development) and that dispose of
sector-specific knowledge that enables them to assess the risks and potential returns in terms
of increasing the sectors efficiency and competitiveness. Following the Chinese model, for
example, sectoral public banks, re-financed by the national development bank or the central
bank (see section 2.3.4), can assume an important role due to their closer proximity to the
various actors in the sectoral value chains. If properly staffed, they are likely to have a better
picture of sector-specific financing bottlenecks and are therefore well placed to identify the
real financing needs of exporting companies, on the one hand, and the financing priorities
arising from the need to strengthen the entire sectoral supply chain, on the other.

Financial policy may also contribute to strengthening cross-sectoral linkages. For example,
although banks are facilitating lending to farmers for the purchases of fertilizers and seeds,
there is no similar facility for the purchase of agricultural machineries. Such a facility could
not only give a boost to mechanization and productivity growth in agriculture, but it could
also be devised in such way that it would raise the demand for domestically produced
agricultural machinery and thereby help advance the domestic metals and engineering sector.

2.3.4 The central bank as an agent of development

In its regulation of the financial sector and lending practices, the National Bank of Ethiopia
(NBE) is pursuing a very prudent strategy, setting collateral requirements for bank loans
relatively high and putting caps on borrowing by firms. It also imposes a high reserve
requirement on banks (40 percent) and obliges them to hold a large share of their assets in
government bonds. The NBE has been successful in lowering inflation and ensuring stability

7 See the website of the DBE at http://www.dbe.com.et/home/index.php/about/mission-vision-values.
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in the domestic financial system. Apart from its regulation that channels financial resources
from the commercial banks to the DBE it has not seen its role as pro-actively contributing to
the manufacturing-led export-oriented development strategy. Yet, from the point of view
policy innovation in support of that strategy some options may be considered for a stronger
integration of the NBE.

(a) Central bank liquidity provision and credit creation

Insufficient productive investment in poorer countries is often attributed to their low level of
domestic savings. It follows that, prior savings, particularly household savings, are needed for
the financing of investment. This is based on the assumption that the banking system can only
provide credit to the extent that it intermediates between depositors and borrowers (UNCTAD
2010: ch.V); otherwise recourse to foreign savings (capital inflows) would be necessary to
step up investment. The latter may only be necessary if investment requires the imports of
capital goods over and above what can be financed from foreign currency export earnings,
while the provision of investment credit by the domestic banking system does not necessarily
require savings or time deposits prior to the granting of bank credit.

This is because the central bank can enable the commercial banks to expand their volume of
credit themselves (“ex-nihilo”) by providing the required liquidity to the banking system.® In
this regard, coordination of central bank policy with sectoral support policy meets with the
challenge that the NBE has only few effective instruments for managing liquidity in the
banking system. Efforts by the NBE to establish an active secondary market for government
securities would be a step forward (IMF 2014).

By contrast, concerns that credit creation, based on liquidity provision, by the central bank is
always inflationary and therefore counterproductive may not be justified. First, it is clear that
the quantity of such liquidity provision has to be controlled and that it has to be ensured that
the additional bank credit is provided only for the domestic currency element in productive
investments in the priority sectors (and not for consumption credit, for example). Second,
monetary expansion does not automatically translate into higher inflation when inflationary
pressures resulting from wage increases and food prices can be avoided. Third, if there still is
an inflationary effect, the disadvantage of a moderate price increase has to be weighed against
the advantage of raising the rate of investment in the priority sectors on their way to meet the
GTP targets (see also chapter I11).

(b) Specific central bank facilities and direct lending

Supporting economic growth can be understood not only as a supplementary responsibility of
the central bank, but as their developmental role that could be included in their mandate. This
means that the central bank would support the provision of investment credit for strategically
important activities more directly than by the management of overall liquidity in the banking
system. This could take the form of linking liquidity provision to specific forms of credit
extended by the commercial banks, or even direct financing of non-financial firms. There are
numerous examples when central banks have assumed such a developmental role and directly
financed structural transformation and productive capacity building (UNCTAD 2013: ch. I,
Epstein 2005, 2007).

For example, the central bank may enlarge the commercial banks’ capacity for long-term
lending for activities that contribute to productive capacity building in the prioritized sector

8 In terms of macroeconomic theory the tendency toward macroeconomic equilibrium will be achieved in this
case not by adjusting investment to a given level of savings, but the other way around: higher investment will
generate higher savings through an increase in profits, which will (also) allow the repayment of the initial
investment credit (UNCTAD 2006: Annex to ch.l).
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by differentiating reserve requirements according to the type of loans provided by the
commercial banks or by providing selective refinancing of bank loans at preferential rates.
Exemption of such loans from broadly applied credit ceilings on commercial bank lending
would be another possible measure. Such practices played a central role in the
industrialization of many countries®’. It is true that such measures taken in recent years by
central banks in developed countries were a response to the exceptional circumstances of the
financial crisis or persistent recession when traditional monetary policies to stimulate
economic activity were ineffective. But there are strong arguments in favour of using this kind
of central bank policy systematically under the structural circumstances prevailing in a poor
country like Ethiopia. In coordination with an export-oriented industrialization strategy, it
could help to compensate for shortcomings in the functioning of the financial system.

The same consideration may lead to a step further by engaging the central bank in direct
lending for selected projects which, by their nature are unlikely to be financed by commercial
banks but have important implications for the development of an entire sector (Epstein,
2007).%2 Such lending is provided by the DBE, but here it is circumscribed by the financial
resources of the Bank.

3. Foreign direct investment in the industrialization strategy
3.1 The role of FDI and FDI promotion in the overall industrialization strategy

FDI inflows are an important element in the expansion of the prioritized export sectors. They
are they a source of external financing, and they also provide access to international
marketing networks, as well product design and technology that are not available
domestically. Attracting such investment into priority export sectors requires prospective
investors to be convinced that Ethiopia is a profitable and secure place in which to invest.

In addition to the investment incentives that are provided to all investors in the export-
oriented sectors, foreign investors in Ethiopia are guaranteed the possibility to repatriate their
capital and profits. As Ethiopia is a member of the Multilateral Investment Guarantee Agency,
affiliated to the World Bank, foreign investors are also insured against non-commercial risks.

Ethiopia’s pro-active FDI promotion policy has succeeded in attracting significant FDI into
the country, in particular in the textile, clothing and leather sectors. According to UNCTAD’s
World Investment Report, Ethiopia received $953 million of FDI in 2013, a notable increase
over the levels achieved in previous years, and for 2014 FDI inflows are estimated at $1.2
billion, another 26 percent growth. Even so, this represented just 1.7 percent of FDI flows to
Africa, seventeen other African countries receiving more FDI than Ethiopia. The total stock of
inward FDI in Ethiopia in 2014 is estimated at $7.2 billion, just 0.9 percent of the total for
Africa, suggesting a potential for a further substantial increase. Given the current level of
domestic investment and the remaining challenges in international marketing, attracting
significantly higher export-seeking FDI is a big challenge for Ethiopia on the way to
achieving the goal of doubling its exports during the GTP Il period.

8 Such direct and indirect financing practices in support of industrial development were used by the central bank
of France until the mid-1980s and similar measures were also practiced in other European countries in the post-
war era of economic reconstruction, including Belgium, Germany, Italy, the Netherlands and the United
Kingdom (Hodgman 1973; O *Connell 2012).
8 For instance, before the First World War and in the inter-war period, the Bank of England supported different
industrial sectors, including textiles, metallurgy, shipbuilding, aluminium, rayon and wood-pulp industries. The
Bank became heavily involved in some companies taking equity stakes and participating directly in their
management. In 1929, the Securities Management Trust was instituted as a holding company for managing the
stakes acquired by the bank in various firms. Similarly, the Bank of Italy got involved in the financing and
indirect management of different industrial firms (O’Connell 2012).
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This highlights the need for a strategic and targeted approach to attracting FDI and for greater
synergy in the formulation and implementation of investment and trade policies. With such a
strategy in place, there is no reason why Ethiopia should not be able to attract between US$2
to US$3 billion worth of FDI per year; and, with an appropriate policy framework designed to
optimize the balance between inflows and developmental benefits, this could contribute
substantially to the country's development objectives. There appears to be considerable scope
for investment not only from large internationally operating corporations, but also from the
Ethiopian diaspora. The latter may be particularly suited to relatively small-scale, but
important, investments in strategic activities such as business support services, where some
members of the diaspora also have valuable knowledge and experience to offer.®®

3.2 Refining FDI policies

Effective co-ordination and alignment of Ethiopia’s trade, industrial and investment policies,
in particular with regard to institutional arrangements for disseminating information on FDI
possibilities, and for procedures to authorize and implement such investment, are critical in
promoting FDI as an integral element in Ethiopia’s manufacturing-driven export-led growth
strategy. For this purpose, the one-stop-services of the Ethiopian Investment Commission
(EIC) need to be further developed, including a proactive and sustained engagement with
investors during the entire duration of the investment process. The EIC investment
information and data management requires upgrading to make it more investor-friendly and to
better inform policy.

But a policy approach that aims at integrating FDI in the overall strategy of agriculture-based
manufacturing-led industrialization must go beyond simple marketing of Ethiopia as
production location based on the advantage of abundant labour and low unit labour costs.
First, it needs to consider that FDI is a vehicle to get access to Global Value Chains, which
offer different options for integration (see chapter X). Depending on the option chosen, FDI
promotion would need to be target to different types of FDI.

Second, what matters for the contribution of FDI to the success of the overall industrialization
strategy is not just its quantity but also its quality in terms of generating dynamic benefits for
their respective sectors and the economy as a whole. The daunting challenge is therefore to
reconcile the profit interests of foreign investors with Ethiopian development objectives. The
latter include technology transfer and knowledge spill-overs. Even more important, it is
crucial to ensure that foreign-owned companies create direct linkages with the domestic
economy and contribute to strengthening the domestic value chain, i.e. that the allow an
upgrading in global value chains by substituting imported primary goods and intermediate
goods with inputs that are currently and potentially available domestically.

The policy orientation of the EIC may need to be adjusted to this objective. While FDI in the
prioritized export sectors, especially in the clothing and footwear industries, has significantly
contributed to raising production and exports, little is known so far about its impact on the
development of the local industry in terms of linkages with domestic firms, spillovers of
technology and management know-how, or training of the domestic workforce. In order to
ensure that FDI generates such dynamic benefits for the Ethiopian economy, the Government
would be well advised to develop standards and metrics for measuring and monitoring the
performance of FDI.

8 The hope that investment from the Ethiopian diaspora is based of the considerable size of this community,
which comprises more than 3 million emigrants. The Government may indeed consider to mobilise more
proactively Ethiopian Diaspora development finance as well as utilise their business and knowledge networks to
facilitate Ethiopian exports to the United States and Europe. With an estimates of annual income ranging
between $10 billion and $39 billion and of annual savings between $1.9 billion to $7.6 billion thy may have a
potential to invest significantly more than the current $1.2 billion per year (Makonnen 2014)
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The Government should also be alert to the risk of entering into excessive wage and tax
competition for FDI with many other countries that compete as production locations (Keen
and Simone 2004). In many countries, tax incentives have often led to disappointing results in
terms of attracting a type of FDI that has a sustained positive impact on structural change and
development. The focus on the provision of tax advantages for foreign investors is often
driven by media and other corporate assessments that identify taxes as an important variable.
This consideration is especially valid for Ethiopia whose agriculture-based industrialization
strategy can count on significant other comparative advantages: the country’s considerable
domestic raw material base for the agro-food industry and the manufacturing of textiles,
clothing and leather goods sectors. If the domestic supply chains in these sectors are
strengthened (see chapter V), and further progress is achieved in transport and trade
facilitation (see chapters VII and VIII), these comparative advantage could be a more
powerful attraction for foreign investors than tax privileges or extremely low wages.

4. Recommendations

e Working capital should come from commercial banks, but arrangements for short-term
credit facilities need to be adjusted in such a way that the operations of export firms
will be significantly less constrained in the futures by a critical shortage of liquid
working capital. In this context, banks should be induced to enlarge their branch
network throughout the country to ensure greater local presence.

e The officially set rate for long-term bank lending should be at a level that makes more
investment projects by SMEs viable, while maintaining the financial soundness of the
commercial banks. If necessary, downward adjustments in the lending rate could be
accompanied by lowering the official interest rate on savings accounts which is not the
main incentive to save anyway.

e Commercial banks should be induced to extend the maturities for investment lending
and to better adapt collateral requirements to the ability of small- and medium-sized
firms to provide such collateral.

e In order to direct commercial bank lending to financing strategically important
investment projects, restrictions on lending for non-productive purposes should be re-
enforced and the Government should consider sharing the overall credit risk of banks
by extending credit guarantees for certain types of loans.

e The DBE and other public banks should further facilitate access of domestically-
owned firms to long-term finance. In their lending activities, they should not select
borrowers on the same criteria as commercial banks but be prepared to assume risks
that are inevitable in a process of structural transformation, but which commercial
banks are unable to assume.

e The establishment and/or the strengthening of sectorally-specialized public banks,
focussing on long-term financing for the prioritized industries, should be considered.

e Possibilities should be explored for the NBE to assume a stronger developmental role
by providing more liquidity to the banking system, in a targeted and selective manner,
for example by offering specific re-financing facilities for commercial long-term
investment loans, or by engaging in direct lending to investors in the prioritized
sectors.

¢ Investment incentive schemes should be reviewed with the objective of establishing a
closer link between profits from exports, on the one hand, and investment in the
upgrading and extensions of productive capacity, on the other. In this context, the
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effectiveness of temporary corporate profit tax exemptions for exporting firms across
the board should be evaluated and consideration should be given to make such tax
privileges dependent on the re-investment of profits.

The EIC should be enabled to further develop its one-stop-services and to make them
more investor-friendly. The EIC or an affiliated institution should improve data
collection and evaluation on FDI and on the performance of individual FDI projects in
terms of their linkages with domestic firms and knowledge and technological
spillovers. These evaluations should be used as basis to adjust FDI incentive schemes
and the criteria underlying FDI authorization and tax privileges.
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Chapter X:
International Marketing and Global Value Chains

1. Introduction

Legal market access, as discussed in chapter IV, is a necessary condition for the scope of
international marketing, but it is not sufficient for export success. Marketing strategies are
required to raise exporters’ knowledge of market conditions and current and upcoming
demand trends in foreign markets. They are also necessary for good visibility of the relative
strengths the Ethiopian export sectors and their products.

Ethiopian manufacturers typically have little or no experience with formal marketing
channels. To meet the marketing challenge, one option would be to attract those foreign
investors that bring the knowledge and experience needed to operate in international markets.
Ethiopia has begun to attract such investors into the textile and leather sectors. In this case,
Ethiopia is marketed as a production location, where the distribution and marketing of the
final product is left to the large foreign companies that are bringing FDI to Ethiopia or are
subcontracting some elements of their internal value chain to Ethiopian firms. This form of
Ethiopia’s integration into international trade largely relies on its participation in global value
chains. In order to achieve the ambitious export targets of GTP Il, a comprehensive trade
strategy is needed to combine the marketing of Ethiopia as a production location, based on its
comparative advantages, with additional measures aimed at promoting and marketing
domestically-produced goods.

This chapter will first review those elements of an international marketing strategy that are
indispensable and the options for measures to internationally promote both, Ethiopia as a
production location and Ethiopian products. Section 3 will then discuss possibilities for
directing Ethiopia’s marketing efforts to specific forms of integration into global and regional
trade, before a number of recommendations as they derive from the challenges identified in
the preceding sections will be presented in section 4.

2. Requirements and options for international marketing
2.1 Minimum requirements for international marketing success
2.1.1 Awareness of market access opportunities

In order to achieve the targeted increase in exports of products from the prioritized sectors,
better use must be made of the opportunities under AGOA, EBA and preferences offered by
other countries for LDCs. Most Ethiopian manufacturers of textiles, clothing and leather
products do not take full advantage of these international trade preferences in their favour. For
example, in spite of the support offered by the AGOA support infrastructure, the United
Nations Commission for Africa (UNECA) and USAID, Ethiopian exports from the prioritized
sectors to the United States are still quite small compared to those of some other AGOA-
eligible countries.

Greater efforts to inform domestic producers, especially SMEs, of legal market access
possibilities and possible destination countries are therefore indicated. In response to the less
than satisfactory export performance under AGOA, the Ministry of Trade has developed a
document entitled “Ethiopia’s National AGOA Response Strategy Draft” for the period 2014-
2018, covering the agro-processing and horticulture sector, the textiles and clothing sector and
the leather and leather goods sector (MoT, October 2013).

147



The strategy outlines an institutional support mechanism that facilitates the effective
implementation of the strategy, including:

o the National Export Steering Commission, chaired by the Prime Minister, to oversee
the implementation of the strategy;

o the National AGOA Steering Committee, chaired by the Minister of Trade, to guide
the implementation of the strategy;

e the National AGOA Centre, composed of key stakeholders, as the implementing
agency; and

e technical working groups in specific sectors with a view to developing detailed action
plans based on the draft Strategy.

The international trade privileges for products of Ethiopian origin can also be used more
extensively and aggressively as an argument to attract additional FDI and to convince
globally-operating distribution chains to source their products from Ethiopia.

2.1.2 Conformity with international standards and dependability of supply

Successful export orientation also requires exporters’ awareness of the need to meet official
and internationally agreed regulations regarding sanitary and phytosanitary requirements and
to overcome technical barriers to trade, and their capability to conform to such standards (see
chapter V1). Depending on their specific products and their business strategy, they also have
to meet privately-defined quality standards. While meeting such private standards is a
precondition for entering into certain market segments, it also offers opportunities for product
diversification (see also sub-section 2.3).

Compliance with international legal and private product standards is essential for all
Ethiopian manufacturing industries, but it is a particular challenge for Ethiopia’s agro-food
industry, because in this sector international standards are very numerous and very high. With
few exceptions agro-industry firms are not certified under any of the international quality
standards programmes. The stage of Ethiopia’s integration into international trade with
manufactures, the type of manufactures it can export from the prioritized sectors, and the
structure of the international markets for these products are such that efforts to increase these
exports must start, as a sine-qua-non, with strong improvements at the early stages of the
development of a domestic value chain (see chapters V and VI). Otherwise, even the best
marketing efforts at the external front are likely to lead to frustrating results.

By the same token, if Ethiopia manages to raise its capacity to produce a larger amount of the
good quality raw materials and intermediate goods that go into the manufacturing processes,
at internationally competitive costs, this will raise the awareness of international lead firms
and large distribution networks of the advantages of sourcing from Ethiopia itself.

2.2 Enhancing market knowledge of Ethiopian manufacturers

Existing domestic manufacturing companies and potential new entrants are often not well
informed of the demand and supply trends in the global market and in selected countries, nor
of the roles of international lead sourcing firms, production networks and distribution
channels or how to access them. They need additional support to develop their knowledge of
international markets and to forge links with key players in the global value chains and
international production networks.

The challenge here is for national and sectoral support institutions, both public and private, to
step up their competences and capacities to provide such support at a greater scale. Such
support could consist of market studies and of possible links with international production and
distribution networks. Such measures should be part of a strategy that goes beyond
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information about legal market access opportunities and international product standards; they
must enable Ethiopian exporters to use these opportunities, including at the regional level. For
this purpose, the Government should empower the sectoral Institutes to further enhance their
marketing support services.

2.3 Branding, geographical indications and specific labelling

The creation of specific Ethiopian brands may be one element of national and sectoral
marketing strategies. It should be envisaged for products that are of superior quality or have
otherwise a potential for distinctive international recognition. Identifying unique product
characteristics and branding or labelling such products should preferably be related to
international frameworks for such specifications, such as the Agreement on Trade-Related
Property Rights (TRIPS) of the WTO or sealing from private organizations.

2.3.1 Geographical indications

TRIPS provides an international legal framework for geographical indications.® Such
indications on specific goods are meant primarily to protect the interest of producers in
specific regions, and the products that have particular qualities due to their specific origin. If
recognized internationally, such indications protect against undue imitation,
misappropriations and counterfeit, and to safeguarding traditional knowledge. They also allow
for, and the same time require, traceability of products along the supply and value chains.

From the perspective of product marketing, such indications may help to strengthen the
reputation of certain products, their producers, and possibly the entire sector, with possible
effects on the competitiveness of other Ethiopian goods. They may cover products ranging
from agricultural and other natural goods, over traditional goods, such as handicrafts, to
industrially manufactured products. For example, among agricultural products, coffee and
honey could be candidates for such protection of geographical origin. Another example is
constituted by highland sheepskin leather and goatskin suede, which are of exceptionally high
quality, and final leather goods using these materials.

Before geographical indications can be protected internationally, they have to be embedded in
national legislation. ® Such legislation is currently absent in Ethiopia. The Ethiopian
Intellectual Property Office drafted a proclamation and related regulations on geographical
indications in 2012, but these have not been enacted into operating laws. Once the required
legislation is place, there is a need for building an expert knowledge on geographical
indications, their application and administration.

International experience shows that this type of product identification and protection has to be
combined with other business strategies (e.g. aggressive international marketing and entering
into international business partnerships), so that the unique characteristics of the respective
products are duly valorised and communicated.

2.3.2 Distinctive sealing from private institutions

There is also the option of having an internationally-recognized labelling of goods produced
on the basis of raw materials emerging from organic agriculture or from socially and
environmentally responsible production and marketing. This could be helpful to enter certain

8 In the definition of the WTO-TRIPS Agreement (Art. 22.1), geographical indications “identify a good as
originating in the territory of a Member, or a region or locality in that territory, where a given quality, reputation
or other characteristic of the good is essentially attributable to its geographical origin.”
8 Article 22.2 of the WTO-TRIPS Agreement specifies that “members shall provide the legal means for
interested parties to prevent use of indications which mislead the public as to the geographical origin of the good,
and any use which constitutes an act of unfair competition within the meaning of Article 10bis of the Paris
Convention (1967).”
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niches of the international markets for food, textiles, clothing, finished leather and leather
goods. Given the global trends, consumer goods markets, such as labelling, are likely to
rapidly gain importance in the coming years.

For example, much of Ethiopia’s coffee production is by definition organic. This could be a
starting point for introducing organic certifications for coffee, but also for other Ethiopian
products that qualify for it. Such efforts could be extended by helping agricultural producers
and manufacturers in the prioritized sectors to introduce health- and environment-friendly and
socially sound practices or to bring these practices in line with international standards and
tastes, as in the case of honey. This could give Ethiopian agriculture and the agriculture-based
industries an additional instrument to compete in higher price segments of the international
consumer goods markets. Moreover, it might allow products of smaller agricultural units and
processing firms to compete internationally, thereby turning the otherwise problematic aspects
of the existing structure of agricultural production and agriculture-based manufacturing into
the positive,

Obviously, product distinction through geographical indication or labelling by international
private associations will be possible and effective only for limited number of Ethiopian
products. This form of product differentiation may also serve as a basis for building reputation
and developing brands. It is crucial to ensure that any product certified or branded in this
context meets the quality exigencies of international consumers; otherwise distinguishing
such goods would be counterproductive.

So far, awareness of the private and public sector on these issues is very limited, and
initiatives by public and private institutions towards the identification of eligible products,
leave alone their registration and certification, are at a very early stage.

2.4 Raising the visibility of Ethiopian exports and exporting firms

Except for the foreign-owned companies that are part of, or closely affiliated with, large
international manufacturers or distributors, the individual manufacturers operating in Ethiopia
are unlikely to be able to successfully undertake international market efforts individually,
especially at the global level. Since, on the other hand, there is no Ethiopian Export
Promotion Agency to support such efforts, sectoral institutions and associations must play a
central role in the design and implementation of collective marketing strategies.

Given the structure of the global markets for the main Ethiopian manufactures exports, the
scope for domestically-owned companies to successfully “go-out-and-sell” is relatively
limited. Rather, potential international buyers will “come in and buy”. Most buyers on these
markets not only have considerably larger market power, but they also tend to have a much
clearer pict