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Key messages

o Largely because of the disruptions caused by Covid-19 and the intensification of
conflict in Northern Tigray, Ethiopia’s GDP growth slowed to 6% in FY 2020/21,
compared with 9% in FY 2018/19. Growth is expected to slow to 3.8% in FY 2021/22,
as previous shocks are compounded by the spillover effects of the Russia—Ukraine
war and global financial tightening. Ethiopia is currently at high risk of debt distress
and is seeking debt treatment from the G20.

o A ceasefire was announced in November 2022 but the conflict situation in Tigray
remains fragile. Several garment firms have reported closures and/or layoffs as a
result of the conflict. FDI inflows declined by 17% in FY 2021/22. Ethiopia’s GDP
could decline by up to 5% under a worst-case scenario in which the peace
agreement breaks down and the conflict further escalates.

o Ethiopia had relatively lower trade openness (27% of GDP) compared with sub-
Saharan African countries overall (50% of GDP) as of 2020. The operating revenue
of Ethiopian Airlines alone (mostly exports of services) was higher ($5 billion) than
goods exports ($3.9 billion) as of FY 2021/22. Coffee, oil seeds and chat dominate
Ethiopian exports but there is room to support exporting of food preparations,
processed vegetables, flowers and semi-manufactured gold, given increasing world
demand and Ethiopia’s efficiency in these products.

¢ Intra-African goods trade comprised 10.8% of Ethiopia’s trade as of FY 2020/21.
Ethiopia’s list of tariff offers for the AfCFTA has been prepared but is yet to be
submitted to the AfCFTA Secretariat.

e Ethiopia’s nascent stage of global and regional trade integration limits its experience
on full FTA processes, indicating significant preparatory needs (e.g. in drafting
offers, negotiations, domestication of FTA commitments, institutional capacity for
implementation) before the country can participate meaningfully in the AfCFTA. The
international community could provide targeted capacity support to help Ethiopian
policy-makers expedite their AfCFTA participation and to craft and implement a
national AfCFTA strategy.
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1 Recent socioeconomic
developments

Ethiopia is the second most populous country in Africa, with a population of 118
million,* and is a development success on several measures (Table 1). Prior to the
Covid-19 pandemic, Ethiopia was one of the fastest-growing economies in the world,
and the fastest-growing in Africa, with an annual growth rate of 9.1% over the decade
to FY 2019/20.2 This economic growth was influenced by a shift in government
strategy in 2010 from agriculture-led to manufacturing-led growth, supported by
significant public infrastructure investment (see MoF,? 2010; Haile, 2018; World Bank,
2022a). The growth was accompanied by longer years of life expectancy, gradual
poverty reduction, a reduction in gender inequality and an overall improvement on the
Human Development Index (Table 1).

Table 1 Ethiopia country facts and social indicators
Capital: Addis Ababa
Geographical size: 1.1 million km?; landlocked in the Horn of Africa; shares border with Djibouti,
Eritrea, Kenya, Eritrea, Somalia, South Sudan and Sudan
Languages: Amharic as the federal language; Oromiffa and Tigrigna widely spoken
Currency; exchange rate: Ethiopian birr (ETB); US$1 = ETB 51.5, weighted average official
exchange rate as of fourth quarter of FY 2021/22 (April—-June 2022

2000 2010 2021/latest
Population (million) 62.2 87.6 117.9
Dependency ratio (%)* 92.1 86.8 69.6
Life expectancy (years) 50.5 59.7 65
Mean years of schooling 15 2.1 3.2
Gross national income per capita (constant 2017 726 1,257 2,277
purchasing power parity $)
Poverty rate (% of population living on less than 34.32 31.3 25.98
$2.15 a day, 2011 purchasing power parity)
Unemployment rate (%) 3.5 2.3 3.7
Gender Inequality Index* 0.7° 0.596 0.52
Human Development Index® 0.287 0.412 0.498

Notes: 1 dependency ratio of the young (0-14 years old) to the working-age (15-64 years old) population; 2 as of
2004; 3 estimate; 4 higher score = higher gender inequality; 5 = as of 2001; 6 higher score = better human
development.

Sources: Ethiopian Embassy in London (2017); Ethiopian Embassy in Belgium (2021); NBE (2022); UNDP (2022);
World Bank (2022d).

However, the high economic growth registered from the 2000s on resulted in rapid
build-ups of domestic and foreign debt, and in double-digit inflation. In response, in
2018 the new Ethiopian government started its Homegrown Economic Reform, with
the aims of increasing the government’s efficiency, liberalising the economy and
opening the country to foreign firms. More recently, new challenges related to a
combination of external and domestic shocks, such as the Covid-19 pandemic, the

! Based on data from the World Development Indicators (WDI).

2 Authors’ computations based on WDI data. Average annual growth rates in 20112020 in 49 other African countries
range from -3% in Equatorial Guinea to 9.1% in Ethiopia. The annual rate for Ethiopia refers to the fiscal year, which
begins in July.

3 The Ministry of Finance (MoF) was formerly known as the Ministry of Finance and Economic Development and then
as the Ministry of Finance and Economic Cooperation. The powers and duties given to the latter under the provisions
of other, earlier, laws have been vested in the MoF since 2018, based on Proclamation No. 1097/2018.
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Russia—Ukraine war spillover effects on commodity prices, drought and conflict in
Tigray, have magnified Ethiopia’s economic vulnerabilities. Compared with 9% gross
domestic product (GDP) growth in FY 2018/19, growth slowed during the pandemic to
around 6% in FY 2019/20 and FY 2020/21 (Table 2). Growth was buoyed by the
relatively resilient agriculture sector, which was not significantly affected by Covid-19
disruptions (World Bank, 2022a).

The government’s Covid-19 fiscal response measures, worth $3 billion (or 3.1% of
GDP),* contributed to the widening of the public deficit to 2.8% of GDP in FY
2019/20, from 2.5% of GDP previously (Table 2). In June 2021, the government
reported spending ETB 100 billion (approximately $2.3 billion) on rehabilitation and
humanitarian works following conflict in Tigray (MFA, 2021), which put additional
pressure on fiscal accounts. However, data from the National Bank of Ethiopia (NBE)
suggest that grants declined by 15.6% in FY 2020/21 (NBE, 2021c), which may have
been influenced by the conflict in northern Ethiopia. For instance, the EU suspended
its €88 million ($107 million) in budget support to Ethiopia as a result of it blocking
access by humanitarian actors to refugee camps (Reuters, 2021a). The government
also claimed that the conflict was the primary reason that the World Bank extended
only $300 million of its $3 billion financing for Ethiopia (Taye, 2022).

For the FY 2022/23 budget year, the Ethiopian government approved ETB 787 billion
(11% of GDP), with the budget deficit increasing to 4.1% of GDP, up from 3% in the
previous year (Ethiopia Monitor, 2022a). Close to 90% of the approved budget is
financed from domestic sources (UNICEF, 2022). High government domestic
borrowing adds risk to debt distress (e.g. higher interest rates, short-term maturity),
and, if financed by the central bank, may exacerbate the already high inflation. The
war may also have affected the capital-recurrent budget allocation. The share of
capital expenditure is 39% of the total budget for FY 2022/23, down from 53% in the
previous fiscal year, and one of the lowest capital expenditures allocated for over a
decade. The lower capital expenditure allocation, usually spent on productive
investment, may negatively affect the country's long-term economic growth.

The World Bank and the International Monetary Fund (IMF) have classified Ethiopia
as at high risk of debt distress since 2020 (World Bank and IMF, 2020). The Ministry
of Finance (MoF) recognises the refinancing, interest and exchange rate risks
associated with Ethiopia’s public debt composition (e.g. high proportion of short-
maturity debt, external debt) (MoF, 2022a; 2022b). In this regard, the government has
put a limit on non-concessional borrowing by state-owned enterprises, to boost export
performance to generate foreign currencies to pay the principal and debt servicing of
the external debt.

Ethiopia applied to the G20 Common Framework for Debt Treatment in February
2021. This was followed quickly by credit rating downgrades by major credit rating
agencies Fitch (9 February 2021), S&P (13 February 2021) and Moody’s (17 May
2021). A Creditor Committee (co-chaired by China and France) was formed in
September 2021. By July 2022, this had released a statement that it would ‘pursue its
work to find an appropriate solution to external debt vulnerabilities of Ethiopia, in a
timely, orderly and coordinated manner’ (G20, 2022). Ethiopia has also requested
IMF financing of more than 100% of its allowance, but the latter is waiting on progress
or on the prospects of the Creditor Committee on debt treatment for Ethiopia to form
part of an IMF package (see IMF, 2022). Progress has been slow, mainly because of
the civil war in the country (Rosario and Savage, 2022).

4 Estimates by the International Monetary Fund (IMF) based on fiscal responses announced between January 2020
and September 2021 (IMF, 2021b). Packages in the database show implementation coverage from 2020, 2021 and
beyond.



ODI Policy brief

The IMF projects that GDP growth in FY 2021/22 will decline to 3.8% as a result of
the combined impact of conflict in the north, lower agricultural production owing to
drought, the sharp fall in donor financing, intensifying foreign exchange shortages
and spillovers from the Russia—Ukraine war (IMF, 2022). Inflation, which peaked at
37.3% in May 2022 and slowed to 30.7% as of September 2022,° is projected to
average at 33.6% over the year (Table 2). Simulations by Tamiru and Gebrewolde
(2022) suggest that the Russia—Ukraine war, with implicit consideration also of Covid-
19 and other recent shocks, will induce a decline by 10.1% in the services sector, by
5.8% in agriculture and by 4.4% in manufacturing.

Table 2 Selected macroeconomic performance and financial sector
performance indicators and forecast in Ethiopia

FY FY FY FY FY FY FY
2018/19 2019/20 2020/21 2021/22f 2022/23f 2023/24f 2024/25f
Real GDP (% growth) 9 6.1 6.3 3.8 5.3 6.2 6.8
Total investment (% of GDP) 35.3 30.8 28 22.2 22.4 22.2 21.9
Average consumer prices (% growth) 15.8 20.4 26.8 33.6 28.6 21.1 14.4
Government revenue (% of GDP) 12.8 11.7 11 9 10.1 10.3 10.7
Government expenditure (% of GDP) 15.4 14.5 13.8 12.1 13.1 13.3 13.7
Gross fiscal balance (% of GDP) -2.5 -2.8 -2.8 -3.1 -3 -3 -3
Primary fiscal balance (% of GDP) -2 -2.4 -2.2 -2.4 -2.3 -2.2 -2.2
Gross government debt (% of GDP) 54.7 53.7 53.0 46.4 40.4 37.4 35.6
Current account balance (% of GDP) -5.3 -4.6 -3.2 -4.3 -4.4 -3.6 -2.7

Notes: e indicates estimates and f indicates forecast. Estimates begin after 2021. FY begins in July.
Source: IMF (2022).

On 2 November 2022, Ethiopia’s warring parties (i.e. the Ethiopian government and
the Tigray People’s Liberation Front) agreed on a permanent cessation of hostilities
(Burke, 2022). The government estimates that damage to infrastructure, schools and
institutions in Tigray, Amhara and Afar regions will amount to $20 billion (Borkena,
2022). However, the government also expects that the peace process will lead to
7.5% GDP growth in FY 2022/23 (Taye, 2022), higher than the latest IMF forecast, of
5.3% (Table 2). Nevertheless, the intensification of the conflict remains a downside
risk to Ethiopia’s growth outlook. Ayele et al. (forthcoming) estimate that, compared
with a baseline of continued conflict (e.g. the conflict situation prior to the accord in
November 2022), an escalated conflict inside and beyond Ethiopia may lead to a 5%
decline in GDP.

Against this backdrop, the next section (Section 2) presents Ethiopia’s trade
landscape and business environment. This is followed by a more focused discussion
on Ethiopia’s intra-African trade and progress on AfCFTA implementation (Section 3).
Section 4 identifies Ethiopia’s strengths, weaknesses, opportunities and threats in
relation to maximising benefits from the AfCFTA, and trade and investment more
generally. Section 5 concludes.

5 Based on monthly Consumer Price Index (CPI) reports from the Ethiopian Statistics Service website
(www.statsethiopia.gov.et/our-survey-reports/)
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2 Trade landscape and
business environment

2.1 Trade landscape

Ethiopia had relatively low trade openness (27.2% of GDP)® compared with sub-
Saharan African countries (50% of GDP)’ as of 2020. In addition, the importance of
trade (as a share of GDP) in Ethiopia declined between 2016 and 2020 (Figure 1A).
This was driven by declining imports from 2016, partly explained by a reduction in
public investment and a foreign exchange shortage (USDoS, 2021). The increase in
overall trade to 33.4% of GDP in 2021 was driven by increased imports, largely
because of a surge in the value of imported fuel, consumer goods and fertilisers —
products that registered significant increase in global prices in 2021.

Figure 1 Ethiopia and selected African countries’ trade in goods and
services (% of GDP)

A. Ethiopia B. Selected African countries
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Source: Authors’ computations based on UNCTAD data accessed in October 2022.

With a small export base, Ethiopia has been a net importer of both goods and
services (Figure 1A). As of 2021, estimates suggest exports had increased by 23.4%
(to $9.5 billion) while imports had similarly increased by 22.2% (to $22.6 billion),
resulting in a widening trade balance equivalent to 13.6% of GDP (vs 11.2% in 2020)
(UNCTAD, 2022a). It may be noted, however, that Ethiopia’s services exports (mainly
travel and transport provided by Ethiopia Airlines) are of higher value than its goods
exports. On average, annual services exports were equivalent to 5.3% of GDP

6 Total trade refers to the sum of imports and exports of goods and services.
7 Based on WDI data.
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between 2017 and 2021, while annual goods exports averaged 3.5% of GDP during
the same period (Figure 1A). In FY 2021/22, when most Covid-19 restrictions had
been lifted, Ethiopian Airlines’ operating revenue alone ($5 billion) was higher than
the total value of goods exports ($3.9 billion) (UNCTAD, 2022a; Xinhua, 2022a).

Based on NBE data,® five products make up nearly 70% of Ethiopia’s total goods
exports from FY 2016/17 to 2020/21: coffee, oil seeds, chat, flowers and pulses.
Notably, during the pandemic, favourable global gold prices led to an increase in the
value of Ethiopia’s gold exports from $28 million (1% of total exports) in FY 2018/19
to $197 million (6.6% of total exports) in FY 2019/20 and $672 million (18.6% of total
exports) in FY 2020/21.

Half of Ethiopia’s goods exports in the past five fiscal years have gone to 10
destinations, led by the Netherlands, the US, China, Saudi Arabia and Germany.®
Exports to all top destinations have been increasing, except for those to China, which
declined by more than 27% between FY 2016/17 and FY 2020/21. The decline in
Ethiopian exports to China was driven by a significant reduction in Ethiopian
sesamum seeds going to Chinese markets over the period.*°

Ethiopia’s export industry is facing significant challenges related to the ongoing and
spreading conflict in Tigray. The region is responsible for 40% of Ethiopia’s sesame
production, and the conflict may partly explain the 21% fall in oil seed exports in 2021
(Berhe, 2019; UNCTAD, 2022a). Regional authorities in Amhara, Ethiopia, reported
that about 10% of agricultural production had already been lost as a result of conflict
during the second half of 2021 (World Bank, 2022b). In addition, on 1 January 2022,
the US effectively terminated African Growth and Opportunity Act (AGOA) trade
preferences for Ethiopia (USTR, 2022). In 2020, almost half of Ethiopia’s US-bound
exports were traded under AGOA, mostly comprising garments, leather footwear,
leather goods, flowers and vegetable products (Naumann, 2021).

However, monthly US Census data for 2022 showed a continued increase in US
imports from Ethiopia between January and September of 27.9% compared with the
same period in 2021 (see Figure 2 for exports of textiles to the US). The full impact of
the AGOA sanctions may be more evident from data starting in mid-2022, since
garment orders are typically placed a year in advance, and some manufacturing firms
have temporarily offered to bear the duty taxes in full or partially (see Seleshie, 2022;
World Bank, 2022c). Figure 3 gives a breakdown of the average unit production costs
of a jacket in Ethiopia with and without AGOA tariffs and different scenarios to
compensate the loss of competitive advantage because of the suspension of Ethiopia
from AGOA. It shows that the current average unit cost of production for a jacket in
Ethiopia before tariff is $11.50; after AGOA tariffs, the cost becomes $14.70. The
figure shows that, even if the Government of Ethiopia decides to subsidise 50% of the
labour cost and factory overheads, this would not be enough to offset the AGOA tariff
loss. This demonstrates how the suspension of Ethiopia from AGOA affects the
competitiveness of Ethiopian textile and apparel exporters.

8 Authors’ computations based on data from NBE (2017; 2018; 2019; 2020; 2021c).

9 Authors’ computations/analysis based on data from NBE (2018; 2019; 2020; 2021c).

10 Ethiopia’s sesamum seed exports, amounting to $192 million, comprised 78% of total exports to China in 2017; this
had decreased to $8 million (9.4% of total exports to China) as of 2021 (UNCTAD, 2022a).
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Figure 2 Ethiopia exports of textiles and textile articles to the US
(US$ million)
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Source: Authors’ compilation based on data from USITC database.

Figure 3 Breakdown of average unit production costs of a jacket in
Ethiopia (US$ and % share of total cost)
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Source: World Bank (2022c).

Meanwhile, Ethiopia’s main imported goods in the past five fiscal years (to FY
2020/21) were machinery and aircraft (15.3%), petroleum products (13.8%), metal
and manufactured metals (10.3%), food (including cereals) and live animals (7%) and
electrical materials (6.7%).1! It might be noted, though, that there were significant
increases in the value (by 132%) and share in total exports (by 4 percentage points,
to 10.3%) of food and live animals in FY 2020/21, owing to the increasing global
prices of food during the fiscal year. During the same period, more than a quarter of
Ethiopia’s imports were from China, followed by the US (7.6%) and the United Arab
Emirates (4%). In FY 2019/21, Ethiopia registered its largest trade deficit (exports less
imports) with China. Ethiopia’s exports to the Chinese market reached $95.7 million,
compared with $3.2 billion worth of imports from China (Figure 4).

11 Authors’ computations based on data from NBE (2021c; 2022).
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Figure 4 Exports and imports with Ethiopia’s top trading partners,
FY 2020/21 (US$ million)
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Source: Authors’ computations based on import and export data from NBE (2021c).

We investigate the revealed comparative advantage (RCA) of Ethiopia’s top 25
products and world demand for such products (sourced globally) between 2017 and
2021 (or latest available).'? Table 3 presents Ethiopian products that can be
supported through export promotion or interventions to increase competitiveness.
This list can be leveraged as the country gradually opens up its economy, such as
through its resumption of World Trade Organization (WTQ) accession negotiations in
January 2020 after eight years (WTO, 2020). The latest negotiation meeting was held
in February 2021 (WTO, 2021). In its latest 10-year development plan (up to 2030),
the country aims to increase the number of its foreign trade destinations from 37 to
96, via WTO accession, implementation of African free trade zone agreements,
bilateral trade agreements and trade promotion activities (PDC, 2021).

Table 3

Increasing RCA

(e.g. for export promotion, facilitation)

Increasing world
demand

coffee, not roasted or decaffeinated

cut flowers other than roses,
carnations, orchids,
chrysanthemums or lilies

other fresh or chilled vegetables
babies’ cotton garments and
clothing, knitted or crocheted

Export products for promotion and targeted intervention

Declining RCA

(e.g. intervention to increase competitiveness)

semi-manufactured gold

[ ]

e cut roses e sesamum seeds

e vegetable roots and tubers ¢ kidney beans

e soya beans ¢ other dried leguminous vegetables

¢ live plants ¢ vigna mungo and hepper or vigna radiata
°

beans

other oil seeds and oleaginous fruits

dried vegetable mixtures

dried broad beans and horse beans

food preparations (e.g. communion wafers,
empty cachets for pharmaceutical use,
sealing wafers, rice papers)

e live cattle
Declining world e live sheep goat meat
demand e men's or boys' cotton trousers, bib chickpeas

and brace overalls, breeches and
shorts, not knitted or crocheted
men's or boys' cotton shirts, not
knitted or crocheted

prepared sheep or lamb leather
prepared leather of goats and kids
precious(other than diamonds) and semi-
precious stones

Source: Authors’ compilation using WITS data.

12 The top 25 products are based on their annual average percentage of total exports at the 6-digit category level from
2017 to 2021, while world demand refers to world imports of such products sourced globally during the same period.
Data are from the World Integrated Trade Solution (WITS).
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2.2 Foreign direct investment

Ethiopia’s FDI has grown steadily in the past decade, including in recent years when
the country faced multiple shocks from domestic and external developments. As of
2021, FDI stock reached $31.6 billion, or 32% of GDP (Figure 5A). FDI inflows
amounted to an average of $3 billion a year over 2017-2021 (Figure 5B).

Figure 5 FDI stock and inflows to Ethiopia

A. FDI Stock B. FDI Inflows
B FDI stock from the rest of the world ($mn, left-hand side) B FDI inflows from the rest of the world ($mn, left-hand side)
FDI stock from China ($mn, left-hand side) FDI inflows from China ($mn, left-hand side)
FDI stock as % of GDP (right-hand side) FDI inflows as % of GDP (right-hand side)
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Note: For FDI stock, data refer to FDI inflows from all countries (no data are available for FDI stock from
China as of 2021). *The authors estimate that Chinese FDI inflows reached $932 million in 2021, based on
UNCTAD (2022a), which shows that Chinese investments had tripled compared with the Chinese investment
in previous year ($310 million, based on CARI, 2022).

Source: Authors using aggregated FDI data from UNCTAD (2022a) and Chinese FDI from CARI (2022).

In the five years to 2021, FDI was relatively lower in 2019, at $2.5 billion, owing to the
investment disruptions caused by instability in some parts of the country, including
regions with industrial parks (UNCTAD, 2020a). During the pandemic in 2020, FDI
inflows declined further to $2.4 billion, which mostly went to manufacturing,
agriculture and hospitality industries (UNCTAD, 2021). The Ethiopian government
initiated a programme to facilitate foreign investment in the manufacturing of personal
protective equipment, and several Chinese firms started production during the year
(ibid.). Notably, there has been fast-rising FDI from Chinese investors in recent years,
largely driven by low labour costs (Ergano and Rambabu, 2020). By 2021, Chinese
investments had tripled, as reinforced by Ethiopia’s position as a central hub for the
Belt and Road Initiative — contributing to the 61% growth in FDI inflows to $4.3 billion
(UNCTAD, 2022a).

Meanwhile, recent reports suggest that Ethiopia attracted $3.3 billion worth of FDI from
168 investors in FY 2021/22 (Xinhua 2022b; 2022c). China, India, Turkey and the
United Arab Emirates were the top countries investing in Ethiopia. Of the 168 investor
licences, 62 went to companies from China, 14 to companies from Europe and 13 to
companies from various African countries, including Morocco, South Africa and Sudan.
By sector, 100 licences were in manufacturing, 62 were in services and six were in
agriculture (Xinhua, 2022c). Export earnings from industrial parks also reached $202.5
million, an increase of $24.4 million compared with earnings in FY 2020/21 (ibid.). More
recently, Norway-based Akobo Minerals announced that it would set up a new gold
mine in Ethiopia in the first quarter of 2023 — the first since 1994 (Whitehouse, 2022).

Latest official data from the NBE for the fourth quarter of FY 2021/22 suggest that,
while FDI inflows exhibited quarter-on-quarter growth in the first three quarters of the
year, total FDI inflows in FY 2021/22 had declined by 16.7% to $3.3 billion compared

10
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with nearly $4 billion in the previous fiscal year. This may partly reflect slowing investor
interest in view of recent overlapping domestic and external shocks facing Ethiopia.

2.3 Business environment

Ethiopia’s business environment has benefited from the country’s improved transport
and energy infrastructure, low labour costs, large and growing domestic market,
cheap power, preferential access to major markets such as the EU and the US and
growing integration with African countries (e.g. the Common Market for Eastern and
Southern Africa, COMESA; AfCFTA) (IFC, 2019). However, the country’s business
environment has also faced several challenges. Various reports have highlighted
Ethiopia’s poor performance on trade logistics, digital readiness, access to finance
and foreign currency, access to electricity, labour turnover, and policy consistency
and coordination (Lloyd and Teshome, 2018; IFC, 2019; Figure 6).

As Ethiopia is a landlocked economy, efficiency of logistics is especially critical for
international trade and development. However, the sector is characterised by
underdeveloped transport systems, inadequate terminals and inefficient logistics.
Some estimates indicate that these costs could comprise approximately 22—27% of
the final costs for many products. Shipping and freight costs are approximately 60%
higher than in neighbouring countries (USTR, 2021).

Figure 6 Digital readiness and quality of policy and institutions (higher
score = better performance)
A. Network readiness index, 2022 B. Country Policy and Institutional Assessment
(higher score = better readiness; Ethiopia rank: 123/131)
World average — Africa average Ethiopia — Ethiopia IDA borrowers average
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Sources: Figure 6A based on NRI data on networkreadiness.org by Portulans Institute (2022). Figure 6B data based on
World Bank CPIA 2021 database. Aggregate scores (world and Africa) are based on simple averages.

The intensification of the conflict in northern Ethiopia since November 2020 has
added difficulties to the business environment, and the impact of the ceasefire
announcement in November 2022 is yet to be seen.®®* Meanwhile, the impact of
AGOA sanctions is mostly visible in the garment sector. In Hawassa Industrial Park,
exporting factories accessing the AGOA preferences reported laying off 5,600
workers (Taye, 2022). Some garment manufacturers reported that they had absorbed
30-70% of tariffs with clients, which may not be sustainable given the typical 10%
firm profit margins (Seleshie, 2022). The following describes the responses to the
conflict/ AGOA sanctions from specific companies:

13 Ethiopia ranked 87 out of 180 on the Corruption Perceptions Index (TI, 2022), 159 out of 190 on Ease of Doing
Business (World Bank, 2020b) and 117 out of 132 on the Gender Inequality Index (UNDP, 2022) in 2021.
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e A global fashion company (PVH corporation) has decided to close its
manufacturing facilities in Ethiopia (Reuters, 2021b).

e Hop Lun Ltd, a Hong Kong company that leased eight manufacturing sheds in
Bahir Dar Industrial Park in 2019 to export 100% of its products to the US, is
on the verge of exiting Ethiopia owing to the AGOA suspension (Endale,
2022c).

¢ Hela Indochina Apparel plc, a Sri Lankan and Chinese consortium, is about to
cut 900 employees; Submarine garments is to cut 264 employees; Indian-
owned Best International Garment is in the process of cutting 3,000 workers.

e Epic Apparel plc has leased two sheds in Hawassa Industrial Park and
invested $6.5 million. In view of a substantial drop in international orders
(mainly from the US), the company has reduced its staff by a third (600
workers) (Gebre, 2022).

¢ Quadrant Apparel Group, an Ethiopian and Spanish-owned company in
Hawassa Industrial Park, has given half of its 300 workers two months’ notice
with pay (Addis Fortune, 2022).

e Jay Jay Textiles plc, an Indian-owned company stationed in Bole Lemi
Industrial Park specialising in children's clothing, said that production had
dropped by three-quarters after AGOA suspension, leading to layoffs of 10%
of its 9,000 workers (Italo, 2022).

¢ The United States Fashion Industry Association conducted a survey of 34
executives at leading US fashion companies between April and June 2022.
The results indicate that 67% of respondents have stopped or reduced
sourcing from Ethiopia; for 50%, Ethiopia's loss of AGOA eligibility has
negatively affected their company’s interest in sourcing from the entire AGOA
region; and no respondent has moved sourcing orders from Ethiopia to other
AGOA members. As a result of the loss of AGOA benefits, the number of
respondents sourcing from Ethiopia fell from 20% in 2021 to an estimated 9%
in 2022 (Lu, 2022).

While the coffee industry is less affected by the conflict (most coffee-growing areas
are in southwest Ethiopia), interviews with coffee growers reported negative impacts
of the conflict via disrupted coffee supply chains, increased difficulty in accessing
loans and central bank restrictions on using foreign currency from export sales (PDG,
2022). Inside Tigray, communications and banking services have largely been
severed (AP, 2022). More than 600 branches of financial institutions in the region
have gone out of service (Taye, 2022).

Nevertheless, the government has taken several initiatives to enhance productivity
and competitiveness, and to transition from public to private sector-led growth, as
prioritised in its ‘homegrown economic reform’ agenda since 2019. In the latest 10-
year plan (for 2021-2030), creating a pragmatic market-based economic system and
enhancing the role of the private sector is the number one objective (PDC, 2021). Key
priority areas include reforms and policies for:

sectoral and diversified sources of growth and job opportunities
sustainable and inclusive financial sector development
harnessing the demographic dividend

quality and efficient infrastructure development

sustainable urban development

peace, justice and inclusive institutions.

Despite the overlapping shocks, the government has continued to conduct investment
promotion inside and outside Ethiopia and to implement reforms to improve the
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investment climate and facilitate investment (ENA, 2022a). For example, the past
three years have seen the following:

a new Investment Proclamation and Investment Regulation (replacing No.
270/2012) in September 2020 (UNCTAD, 2022b)

ratification of the New York Convention on the Recognition and Enforcement
of Foreign Arbitral Awards in 2020 (UNIS, 2020)

a new Commercial Code (replacing the 1952 version) and Arbitration and
Conciliation Working Procedure (embedded in the 1960 Civil Code and the
1965 Civil Procedure Code) in April 2021 (ibid.)

issuance of one telecom licence to Safaricom in 2021, and announcement of
a bid to sell eight sugar companies for both international and domestic
investors (Ethiopia Monitor, 2022b)

launch of the eTrade platform in February 2021, which enables business to
register for licences and acquire business online**

launch of Ethiopia Investment Holdings, aimed at attracting investment for at
least $150 billion worth of state-owned companies and assets in February
2022; this allows a degree of private investment within the country’s long-
standing state-led development model (Schipani, 2022)

new investment incentives put in place in July 2022, including income tax
exemptions for investors from the date of obtaining the business licence or
expansion permit; allowing investors to import capital goods, construction
materials and motor vehicles free of custom duties; and expansion of
incentives to the mining, petroleum and geothermal sectors (UNCTAD, 2022b)
ratification of a policy and strategy document to liberalise Ethiopia’s banking
sector in August 2022; the central bank has been finalising preparations for
the legal frameworks and the opening-up process is to commence within a
year (Endale, 2022a)

approval of the National Special Economic Zone Policy in August 2022 (ENA,
2022b).

14 https://etrade.gov.et/
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3 Intra-African trade
performance and AfCFTA

3.1 Background: Ethiopia’s goods trade with Africa

Intra-African goods trade (imports + exports) comprised 10.8% of Ethiopia’s total
trade as of FY 2020/21. Ethiopia has been a net importer with African countries, with
a trade deficit that widened from $197 million in FY 2016/17 to $602 million in FY
2020/21 (Figure 7).

In the past five fiscal years, according to NBE data, 80% of Ethiopia’s exports to the
continent have gone to Somalia, Djibouti and Sudan.® Between 2017 and 2021,
vegetables made up more than half of exports, and coffee around 10% (UNCTAD,
2022a). Meanwhile, according to the NBE, 80% of Ethiopia’s imports from Africa
between FY 2016/17 and FY 2020/21 were sourced from Morocco, Egypt and South
Africa. Ethiopia’s top imported products from Africa during the same period included
fertilisers (45.5%), palm oil (17.9%) and solid fuels manufactured from coal (5.2%).

Figure 7 Ethiopia’s intra-African trade in goods, 2016/17 — 2020/21
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Source: Authors’ computations based on data from NBE (2017; 2018; 2019; 2020; 2021c).

Trade-weighted most-favoured nation (MFN) tariff rates imposed by Ethiopia on
imports from Africa ranged from zero for Botswana to 33.8% for Cape Verde in
2018.1¢ Ethiopia extends preferential tariffs to 12 African countries,!” which, like
Ethiopia, are part of COMESA. It may be noted, however, that Ethiopia is not yet
participating in the COMESA free trade agreement (FTA). However, in November
2021, Ethiopia informed the COMESA Council that it had been studying the process
of joining the COMESA FTA vis-a-vis the AfCFTA (COMESA, 2022a). COMESA, the
East African Community (EAC) and the Southern African Development Community
(SADC) are part of ongoing negotiations to realise a Tripartite FTA (TFTA). As of

15 Authors’ computations based on data from NBE (2017; 2018; 2019; 2020; 2021c).

16 Based on the 2018 tariff year and 2015 trade data from WITS.

17 Based on WITS data, the 12 countries where Ethiopia extends preferential tariffs are Djibouti, Egypt, Kenya,
Madagascar, Malawi, Mauritius, Rwanda, Seychelles, Sudan, Uganda, Zambia and Zimbabwe.
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November 2022, 11 countries had ratified the agreement; 14 ratifications are required
for the TFTA to enter into force (Kazunga, 2022).

At the continental level, tariffs will be liberalised in stages, apart from for ‘sensitive’
and ‘exclusion list’ products under the AfCFTA. Tariffs will be liberalised (to zero) for
90% of tariff lines over a period of ten years for least developed countries (LDCs), five
years for non-LDCs, and 15 years for six selected countries (including Ethiopia)*®
(Hartzenberg, 2023). Sensitive products shall not exceed 7% of total tariff lines, while
the exclusion list shall not exceed 3% of total tariff lines with an intra-Africa total trade
value limit of not more than 10% (ibid.).

Figure 8 shows the top 10 imported products by Ethiopia from African countries,
which account for 77.8% of imports from the continent.® Effectively applied tariff, or
AHS, is defined by the World Integrated Trade Solution (WITS) database as the
lowest existing preferential tariff rates or applied MFN tariffs. Figure 8 also shows that
the AHS imposed by Ethiopia on imports from Africa is broadly the same as the AHS
imposed on imports from the rest of the world, indicating that there is room for
Ethiopia to extend preferential rates to African neighbours under the AfCFTA.

Figure 8 Effectively applied tariff rates (AHS) on Ethiopia’s imports from
Africa and the rest of the world, 2021 (%)
Imports from Africa ($millions, right-hand side)
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Note: AHS refers to tariff year 2021, weighted by trade as of 2020.
Source: WITS database.

Figure 9 shows ad valorem equivalent® trade costs with selected African countries
and external trading partners as of 2020. The trade costs incorporate not only
transport costs and tariffs but also other trade costs, including direct and indirect
costs associated with differences in languages, currencies and cumbersome import
or export procedures.?* Based on this measure, trading with Namibia is nine times
more expensive than trading within Ethiopia’s borders (and vice versa). Figure 9 also
suggests that, except for with Kenya, bilateral trading costs between Ethiopia and

18 Ethiopia, Madagascar, Malawi, Sudan, Zambia and Zimbabwe.

19 Authors’ computations based on data from UNCTAD (2022a).

20 percentage of the estimated value of the goods.

21 It should be noted that the measure is an average for all traded goods, some of which may not be traded (or traded
very little) in practice owing to prohibitively high trade costs. This measure, developed by the United Nations
Economic and Social Commission for Asia and the Pacific (UNESCAP) and the World Bank in 2017, includes all
costs involved in trading goods internationally with another partner (i.e. bilaterally) relative to those involved in trading
goods domestically.
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African countries are greater than those with countries outside the region (e.g. the
US, China, the UK, Saudi Arabi and Germany), presenting both a challenge and an
opportunity with regard to increasing Ethiopia’s intra-continental trade.

Figure 9 Bilateral ad valorem trade costs between Ethiopia and respective
partners, 2021 (%)
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Source: World Bank database.

3.2 Status of Ethiopia’s AfCFTA implementation

The Homegrown Economic Reform, which commenced in 2018, aims to liberalise the
Ethiopian economy and open it to foreign firms, and speed up the drive to access
WTO membership. As a result, in 2020, the country passed a new investment
proclamation and regulation. Among others, the new investment law’s three main
features are liberalisation of the investment filed for foreign investment; a negative list
approach to investment, entailing an exhaustive list of investment areas in which
foreign investors may not take part, with the rest open for foreign investment; and the
handling of investors’ grievance and the settlement of investment disputes (Hagos,
2022).

It is against this backdrop that Ethiopia has ratified the AfCFTA. Ethiopia, as a host of
the African Union (AU), strongly supports continental integration, including through
the AfCFTA (PDC, 2021). The Ethiopian government deposited its instrument of
ratification to the AU Commission on 10 April 2019. As of February 2023, 54 out of the
55 African countries (except Eritrea) had signed the AfCFTA and 46 countries had
deposited their instruments of ratification to the AU Commission (Tralac, 2023).

Countries ratifying the agreement can trade with each other based on their tariff
concessions and rules of origin. As of January 2022, 87.7% of tariff lines had been
agreed, with tariff lines pending in textiles, automotive, sugar and tobacco (AU,
2022a). Negotiations are ongoing, in which 46 countries had submitted their
provisional schedules of tariff concessions as of February 2023 (AU, 2023).

The Ethiopian government recognises the role of the AfCFTA, together with other
bilateral and multilateral agreements, as channels to boost the country’s trade and
investment (PDC, 2021). The AfCFTA and its Investment Protocol offer market and
investment opportunities for Ethiopian businesses, serve as agencies of restraint that
force a country to follow its commitments and provide an opportunity to strengthen
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existing institutions or create new institutions, as well as further incentives to shape
investment policy generally (Geda et al., 2022). Acknowledging the role of the
logistics sector in international trade in Ethiopia’s landlocked context, the country’s
10-year development plan has embarked on logistics sector reform to enhance
competitiveness and efficiency, digitalise logistics and related services and enhance
coordination across sector actors (ibid.). Ethiopia also aims to develop cross-country
infrastructure and ports with neighbouring countries, as well as to promote the
mobility of skilled workers to maximise benefits from integration at regional and
continental levels (ibid.).

Ethiopia participated in the ceremonial trade activity on the date of coming into effect
of the agreement on 1 January 2021 by transporting trophies to various African
countries under the AfCFTA, via the partnership between Ethiopian Airlines—DHL and
the African Electronic Trade Group (AETG, 2021). Private sector actors are largely
supportive of joining the AfCFTA as well as the WTO, as they perceive that
participation in these agreements will also help enhance security and political stability
in the country.?? Despite this, Ethiopia’s engagement in the AfCFTA negotiations has
been limited to observation, since Ethiopia has not yet submitted its offer for goods
and commitments for services (Bogale, 2022).

In June 2022, the Ministry of Trade and Regional Integration (MTRI) stated that it had
already identified Ethiopia’s tariff offer for goods, but the Prime Minister's Economic
Committee is yet to review (e.g. in terms of implications for custom revenues) and
approve the offer list (Endale, 2022b). The Ministry for Planning and Development
(MPD) has expressed concerns that, if the government decides to delay its goods
offers owing to any impact on custom revenues, Ethiopia should at least submit the
country’s services offers to participate in the AfCFTA negotiations (Bogale, 2022).
Meanwhile, the MTRI has asked Ethiopia’s national negotiation committee to
liberalise capital accounts, since current protectionist policy is hindering the MTRI
Technical Committee from negotiating any services export products for the AfCFTA
(Endale, 2022b). A national AfCFTA strategy for Ethiopia was reportedly validated by
stakeholders in November 2021 (ICPALD, 2021) but there is limited information on its
finalisation for implementation as of date.

At the level of regional communities (of which Ethiopia is a member), COMESA
established a partnership framework with the AfCFTA Secretariat in April 2021 to
support AfCFTA implementation (Gakunga, 2021). COMESA has been helping with
the conclusion of outstanding matters to support the operationalisation of the
AfCFTA, such as the framework agreement on the division of labour and roles
between the AfCFTA Secretariat and the AUC on the one hand and the Regional
Economic Communities (RECs) and Member States on the other hand (COMESA,
2022a). The Intergovernmental Authority on Development,?® (IGAD) which pursues
regional cooperation and development (non-FTA), has launched its Regional Trade
Policy 2022—-2026; this is aligned with the AfCFTA (IGAD, 2022). Both COMESA and
IGAD have been conducting several preparatory activities aligned with the AfCFTA,
covering training for standards compliance, developing infrastructure plans and
supporting small businesses and women entrepreneurs (see COMESA, 2022b;
2022c; IGAD, 2018; 2020a; 2020b). However, Ethiopia is not yet a participant in the
COMESA FTA nor, consequently, in the ongoing but slow progress of negotiations of
the COMESA-EAC-SADC TFTA. This significantly limits Ethiopia’s institutional
experience and capacity in drafting tariff offers, negotiations and implementation of
the AfCFTA.

22 Author interview with an Ethiopian government official in May 2022.
2 |GAD has eight members: Djibouti, Eritrea, Ethiopia, Kenya, Somalia, South Sudan, Sudan and Uganda.
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At the continental level, the AfCFTA Secretariat Guided Trade Initiative (GTI) among
eight countries?* (not including Ethiopia) was announced during the Ninth Meeting of
the AfCFTA Ministers of Councils in July 2022, and took effect in October 2022. In the
absence of meaningful trade under the agreement after more than one year since the
AfCFTA’s commencement, the GTI aims to (i) allow commercially meaningful trading
under the AfCFTA,; (ii) test the operational, institutional, legal and trade policy
environment under the AfCFTA; and (iii) send an important positive message to
African economic operators (AU, 2022b). The products earmarked for trade under the
GTl include ceramic tiles, batteries, tea, coffee, processed meat products, corn
starch, sugar, pasta, glucose syrup, dried fruits and sisal fibre, among others, aligned
with the AfCFTA focus on value chain development (AU, 2022c). While the GTI
needs to cover more products and countries, this is nonetheless a positive step in
generating longstanding business relations, especially among countries in the
continent with weaker trade links (Mendez-Parra, 2022). However, Ethiopia is not
among the countries participating in the initiative.

In November 2022, the AfCFTA Council of Ministers in charge of Trade adopted the
AfCFTA protocols on investment, competition and intellectual property rights (IPR)
(GMI, 2022). Based on ODI interviews, it is understood that the AU Heads of State
noted these protocols in November 2022, and, pending a legal review, they are
expected to be formally adopted in February 2023. The next phase of negotiations
will cover digital trade (including e-commerce) and plans for a protocol on women and
youth in trade (see te Velde, 2022). Compared with other African countries, which
lack legislation in these areas, Ethiopia has competition legislation and a dedicated
competition authority (Dawar and Lipimile, 2020). The country also has existing laws
that govern specific elements of IP, including for inventions, minor inventions and
industrial designs; copyright and neighbouring rights; trademarks; plant variety
protection; genetic resources, community knowledge and community rights; and
unfair competition law (Getachew, 2019). Ethiopia also recently modernised its
Investment Regulation (No. 474/2020) and Commercial Code (No. 1243/2021) and
put in place a Proclamation for Electronic Transactions (No. 1205/2020), and is
reported to be preparing a draft e-commerce law (ITA, 2021). The next phase of
AfCFTA negotiations, on the Investment Protocol for instance, offers Ethiopia the
opportunity to synchronise various disparities regarding bilateral investment treaties
(BITs),? investment laws and dispute settlement issues.

Ethiopia is a laggard compared with the other 44 African countries that have already
submitted tariff offers for the AfCFTA. In large part, this slow progress owes to the
nascent stage of Ethiopia’s international trade and investment, which limits its
exposure to the full processes of FTA negotiation, domestication (e.g. domestic
ratification) and implementation (e.g. multi-agency coordination). To enable smooth
implementation of the AfCFTA, Ethiopia would benefit from expediting the finalisation
and implementation of its national AfCFTA strategy; identifying and providing the
support needed by the national committee to expedite approval of Ethiopia’s offers for
AfCFTA negotiations; undertaking a gap analysis to compare and synchronise
commitments to AfCFTA provisions, planned participation in regional FTAs and
domestic legislation and regulations; and improving capacity-building of implementing
agencies.

24 Cameroon, Egypt, Ghana, Kenya, Mauritius, Rwanda, Tanzania and Tunisia.
% Ethiopia has signed 35 BITs, some of which are new and some of which are very old (UNCTAD, 2022c).
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4 Opportunities and challenges
for Ethiopia’s trade and
Investment

Based on the analysis in the previous sections of Ethiopia’s macroeconomic
performance, trade and investment landscape, and AfCFTA implementation, Table 4
summarises Ethiopia’s strengths, weaknesses, opportunities and risks for key
stakeholders (e.g. policy-makers, traders/investors, international donors) to consider for
Ethiopia to make the most out of trade, investment and the AfCFTA.

Table 4

Ethiopia’s strengths, weaknesses, opportunities and risks

Strengths

e large and growing domestic market

e strong and fast GDP growth accompanied by poverty reduction in the past decade,
prior shocks from intensified conflict in Tigray, Covid-19 and Russia—Ukraine war

« continued flow of FDI despite overlapping shocks

e low labour and energy costs

e clear government vision and targets for economic transformation

e existing legislation and policies on competition, investment, IP and digital transactions,
relevant for the next phase of AfCFTA negotiations

Weaknesses

« fragile internal conflict situation in Tigray region, which has disrupted production, trade
(with AGOA sanctions) and investment activities, contributing to increased pressure on
public expenditures and acute shortages of foreign exchange

¢ credit rating downgrades in view of deteriorating public debt and application for debt
treatment under the G20 Common Framework

¢ high inflationary environment (30.7% as of September 2022)

o relatively poor performance in terms of trade logistics and digital readiness compared
with other countries in Africa

o firm constraints related to difficulties in accessing electricity, finance and foreign
currency, and high levels of labour turnover

e inconsistent interpretation of policies and regulations in and between institutions

¢ nascent stage of opening to trade and investment (e.g. not yet part of WTO and
COMESA FTA, and yet to trade under AfCFTA)

Opportunities

e better-than-expected GDP growth forecast (up to 7.5% vs 5.3%) for FY 2022/23 if the
ceasefire announced in November 2022 is sustained

e strategic geographical location with proximity to the Middle East, Europe and Asia and
membership of regional communities in Africa

e existing preferential access to major markets such as the EU and the US (but AGOA is
currently suspended pending conflict resolution)

e recently modernised commercial and investment laws

e intervention to boost Ethiopia’s agricultural, manufactured and mineral exports to
maximise regional, continental and global integration, following the government’s
resumption of WTO accession negotiations, AfCFTA ratification and commitment to join
the COMESA FTA. These exports may include food preparations, flowers, fresh or
processed vegetables, coffee and semi-manufactured gold, in view of increasing
Ethiopian efficiency in and/or increasing world demand for these products

Threats
(risks)

¢ renewed intensification of conflict in Tigray if the ceasefire announced in November
2022 does not hold, which may result in protracted suspension of AGOA access, and
medium- to long-term effects on supply chains and trade structures
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high risk of public debt distress, which may get worse with protracted debt treatment
negotiation

global price volatility from protracted Russia—Ukraine war, adverse weather and locust
invasions, which may negatively affect major agricultural/commodity exports

delays in AfCFTA implementation owing to domestic legislative and policy constraints,
weak capacity of implementing agencies or preference to trade outside Africa as a
result of relatively higher costs of intra-African trade
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5 Conclusion

Ethiopia was one of the fastest-growing economies in the world in the decade prior to the
Covid-19 pandemic, driven by the shift in government strategy in 2010 from agriculture-led
to manufacturing-led growth and supported by significant public infrastructure investment.
In recent years, however, Ethiopia has been facing significant and multiple shocks as a
result of both domestic and external developments, including intensification of the conflict
in northern Tigray, adverse weather conditions, the pandemic, spillovers of the Russia—
Ukraine war and the global financial tightening — all of which are negatively affecting
Ethiopia’s macro-financial stability as well as its growth and development trajectory.

There is huge potential for trade and investment to contribute to Ethiopia’s economic
transformation goals but there are serious bottlenecks to overcome. The general business
and investment climate is characterised by poor logistics infrastructure, difficult access to
finance (and foreign exchange) and electricity, a low level of digital readiness, and lack of
coordination and inconsistent policy implementation. These persistent challenges are
being exacerbated by the conflict in northern Ethiopia, which has already disrupted
business operations and created uncertainty. For instance, the conflict-induced AGOA
suspension has resulted in some business closures and layoffs in affected regions. A
ceasefire has been in place since November 2022 but the security situation remains
fragile; in the event of conflict escalation, Ethiopia could face a decline in GDP by 5%.

Against this backdrop, Ethiopia is also not yet fully benefiting from global, continental and
regional trade agreements. Trade contributes only around a quarter of GDP (vs 50% of
GDP in sub-Saharan Africa). Ethiopia is still negotiating access to the WTO, is not yet a
participant in the COMESA FTA and is yet to submit its offer to the AfCFTA. Ethiopia’s
limited exposure to the full processes of drafting FTA offers, negotiations, domestication
(e.g. ratification of international commitments to domestic laws) and implementation
implies significant capacity needs (e.g. for institutions, firms) that must be addressed
before the country can participate meaningfully in the AfCFTA. For instance, the tariff
offers for submission to the AfCFTA are pending approval by the national government, as
decision-makers want to assess the fiscal implications (e.g. potential revenue losses from
tariff reductions). The international community (e.g. RECs, international organisations and
donors) could provide targeted capacity support to Ethiopian policy-makers to help them
expedite their participation in the AfCFTA negotiations and craft and implement a national
AfCFTA strategy.
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