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FOREWORD 
This report presents an update on the economic challenges facing Ethiopia with a focus on the 
shared goal o f  accelerating equitable growth. We adopt a medium to long term perspective, 
while not abstracting f rom the present. 

The starting point i s  the Government’s own Plan for Accelerated and Sustained Development to 
End Poverty (PASDEP), which i s  in the process o f  finalization, and i s  designed to cover the 
period 2005-2010. The Government o f  Ethiopia (GoE) draft presents a clear and consistent 
formulation o f  a new rebalanced strategy, which reflects new thinking o n  growth driven by the 
private sector and diversification and commercialization o f  small farms. 

This Country Economic Memorandum (CEM) provides an opportunity to highlight recent 
advances and areas o f  strength, as wel l  as those themes that we feel should receive priority 
attention by policymakers over the coming period. We emphasise throughout that there are no 
single magic bullets to development, especially in the case o f  Ethiopia, given i t s  unusually 
complex socio-cultural and political history, challenging agro-ecological conditions, and difficult 
regional context. 

The Government’s evolving growth strategy reflects a strong resolve to mobilize resources and 
implement policies to achieve higher growth on a sustained basis, arguing persuasively that this 
i s  needed to break out o f  the current poverty trap, and that a big push i s  thus necessary. The new 
directions on economic and structural policies and reforms a im to support increased dynamism, 
while maintaining Agricultural Development Led Industrialisation (ADLI) as the strategic 
framework. 

This report welcomes the innovations, but proposes that the growth strategy should more 
explicitly adopt a “two-legged” approach that would both (a) consolidate and deepen an 
essentially balanced, broad-based and inclusive growth strategy and (b) adopt a more selective 
approach to speed up growth, allowing for identification and support for dynamic new activities, 
based on private and public sector discoveries, innovations, and partnerships. The success o f  this 
approach will also require continued commitment and renewed emphasis on issues o f  good 
governance and institutions, maintaining a prudent macroeconomic framework, innovations in 
risk management, and more effective utilization o f  aid (requiring actions by donors as wel l  as 
government). 

Good governance has come to the fore o f  Ethiopia’s development agenda. A failure to meet the 
many challenges presented by political governance can adversely impact the social contract that 
i s  necessary for both private investment and effective public action. Strengthening institutional 
capacity and governance reform efforts (inter alia by building on the progress under the 
established Public Sector Capacity Building Program (PSCAP)) i s  therefore not only important 
in and of itself, but also in order to make progress in fostering private sector growth and 
improving access to basic services and infrastructure. 
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This report provides an overview o f  this agenda, and suggests ways forward to complement and 
strengthen the PASDEP. I t  brings together recent analysis and thinking from a range o f  sources, 
to put forth a storyline and key elements o f  the strategy in Part I. The second part provides a 
series o f  chapters on key themes - viz. recent and longer term economic developments, rural 
development, the private sector, the infrastructure challenge, and the institutions and governance. 

We have sought to provide adequate coverage o f  the major challenges facing Ethiopia in i t s  
efforts to accelerate equitable growth, drawing on work across a range o f  themes including the 
Institutional and Governance Review. As appropriate, references are made to more detailed 
documents, for example the analysis o f  fiscal trends presented in the Review o f  Public Finance, 
recent trends relevant to human development in the report on Decentralised Service Delivery, 
and o f  population and urban labour markets in separate studies. 

Ethiopia i s  at a juncture which offers a real window o f  opportunity to address development 
challenges in an objective yet responsive way. This has begun within the Government, and 
among key actors in the opposition and c iv i l  society, along with the private sector and 
development partners. But as we emphasise here, the process i t s e l f  i s  critical, and should involve 
structured experimentation and an increasing role for non-government players. We hope that this 
report makes a useful  contribution to some o f  these ongoing discussions and debates. 

... 
V l l l  



EXECUTIVE SUMMARY 
1. When the current Ethiopian government came to power in the early 1990s, the country 
suffered from some o f  the most profound human deprivation and deepest developmental deficits 
in the world. Ethiopia was a society that had experienced a long history o f  autocratic rule, 
characterized by large inequalities o f  power, status, class, ethnicity and gender, followed by 
almost two decades o f  mil i tary rule under the Derg, and c iv i l  war. In contrast, the past fifteen 
years witnessed stability, significant expansion in schooling, health services, roads and other 
services-from an extraordinarily l o w  base. Nevertheless, there has been l i t t le overall growth in 
productivity. Lack o f  productivity growth was a particular disappointment in the agricultural 
sector, which s t i l l  accounts for 85 percent o f  employment, and forms the centre o f  the 
Government’s development strategy. Primarily because o f  this, income poverty has failed to 
show significant declines over time. In the past three years however, growth has accelerated, 
driven partly by the investments f rom the past, and partly by agricultural exports. The challenge 
i s  to sustain growth by removing constraints and bottlenecks as they arise, whi le continuing to 
find areas where factors can be used more productively, and improvements in efficiency gains 
can be generated. The past fifteen years have also seen the beginnings o f  a complex transition to 
democracy, a process which remains incomplete. 

2. This report i s  concerned with the potential for development strategy choices to transform 
the living conditions and opportunities o f  al l  Ethiopians. I t s  perspective i s  long term, both in 
terms o f  assessing causes and looking to the future. Short-term questions o f  pol icy choice and 
institutional design are viewed within a longer-term context. Development progress i s  central to 
Ethiopia, and i s  also o f  intense interest to the region and the outside world. In 2005, the 
Commission for Afr ica organized by the UK argued for a “big push” for Africa, based on a 
partnership between domestic action and a doubling o f  external support in the next decade. 
Ethiopia was positioned to embark on a major scaling up o f  public development programs, but 
donor concerns over human rights and governance have put this on hold. The Government’s 
strategy now needs to be re-shaped and re-focused both to respond to the “technical” challenges 
o f  policy design, and to demonstrate its commitment to providing an enabling environment for 
development. This will be central to inspiring the confidence o f  a l l  the major actors, including 
the private sector, government officials, citizens and donors. 

3. What are the long-run causes o f  Ethiopia’s extreme underdevelopment? This report 
suggests the core explanation l i es  with institutions: the set o f  political, socio-cultural and 
economic institutions associated with an autocratic government and hierarchical society o f  the 
Imperial Regime were highly detrimental to broad-based investment in the Ethiopian people, and 
to diversified production and innovation. The redistribution o f  land and other assets 
implemented by the Derg could have provided the basis for a more equitable development path, 
but this was prevented by the mix o f  political authoritarianism, Stalinist economic policies, and 
internal social conflicts, often associated with ethnic and regional tensions. Other structural 
factors also matter. In particular, Ethiopia suffers from adverse geographic conditions, with high 
transport costs to the sea (along with reliance on foreign ports since Eritrea’s secession), 
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uncertain rainfall, an increasingly eroded soil base in densely populated rural areas, and tropical 
diseases o f  people and livestock that increase the costs and r isks o f  settlement in lowland areas 
with good rainfall. However, the impact o f  Ethiopia’s geography largely reflects the lack o f  past 
investments in, for example, communications, irrigation, soil conservation and disease 
management. Thus, the impacts o f  geography are as much a consequence as a cause o f  long- 
term institutional problems. 

4. So, has Ethiopia broken with i t s  historical legacy? Whi le change i s  incomplete and 
complex, there i s  a case for seeing the record since the 1991 regime change as marking an 
institutional break toward a more developmentally-friendly state. The move toward a democratic 
society, the creation o f  a federal system, the significant expansion o f  social and economic 
services and the substantial shift toward reliance on markets, are al l  signs o f  a major underlying 
shift, which seems to be further confirmed by the recent spurt in growth rates. And the earlier 
redistributions o f  the Derg are, in fact, potentially complementary to these shifts. However, 
events fol lowing the 2005 elections were a setback both in terms o f  the momentum o f  
development and expectations about the future, and have forced issues o f  governance to the fore 
o f  donor-government dialogue. As a product o f  the World Bank, this report does not discuss 
specifically political and human rights questions, but it does examine the implications for 
development strategy. 

5. There are thus two broad questions that need to be confronted in assessing whether a “big 
push” on development makes sense in Ethiopia. The first i s  whether the content and design o f  
policies needs to be modif ied in light o f  the results achieved in Ethiopia over the past 15 years, 
as well as lessons f rom international experience. The second major question i s  how the 
government can credibly show that it is committed to policies that will induce the cooperative 
responses from other groups necessary for rapid development. These are inter-related issues, but 
are taken separately, followed by discussion o f  the implications for macroeconomic policy and 
donors. 

6. The content and design o f  policv. The Agricultural Development Led Industrialization 
(ADLI) strategy has sound features that echo the dual role o f  rural productivity growth and urban 
industrial and service sector takeoffs that were so important to  the success o f  most East Asian 
societies. But Ethiopia’s experience demonstrates modifications are needed. While some o f  
these changes are indicated in the Government’s new Plan for Accelerated and Sustained 
Development to End Poverty, there are significant challenges o f  design and implementation that 
will require considerable further pol icy initiative and experimentation. There are no silver 
bullets that can be adopted at the stroke o f  a pol icy pen. 

7.  There i s  no question that a 
transformation o f  the lives and opportunities o f  Ethiopian citizens i s  morally justified. And 
poverty “traps” do appear to be salient for Ethiopia. We highlight two, by way o f  example: 

0 the weather and market risks, soil erosion, small landholdings and weak market 
connectivity that characterize Ethiopian farming make investment in productivity- 
enhancing rural development a highly risky proposition; and 

First o f  all, i s  the notion o f  a “big push” coherent? 
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0 undeveloped transport and communications networks, weak demand, incomplete value 
chains, and pol icy uncertainty reduce profits and increase r isks for private sector 
investment in urban development. 

8. In principle, concerted actions to tackle these poverty traps could push Eth iop ia-or  
rather segments o f  the economy-onto a path o f  increasing returns and sustainable growth. But 
this requires both coordinated and effective public action. O n  the other hand, successful big 
pushes have been few and far between in the developing world (or in the history o f  industrial 
countries), and aid-financed big pushes even rarer. There i s  a risk that weaknesses in design and 
implementation wil l lead to l o w  and diminishing returns to  development efforts, which i s  a 
pattern that has been al l  too common a feature o f  the landscape o f  Afr ica in the past few decades. 
What i s  needed instead to sustain growth i s  to find areas o f  increasing returns by taking 
advantage o f  rising demand whatever i t s  source-international or domestic-to raise production 
while improving efficiency. This principle i s  illustrated by recent developments. Growth has 
been driven in part by rising agricultural exports. This has put upward pressures on domestic 
food prices. At the same time, increased incomes have generated a rapid rise in imports. Unless 
food production becomes more efficient, and import substituting industries expand, the export 
boom will be dissipated rapidly. Ethiopia’s disappointing agricultural productivity growth o f  the 
past decade, despite significant effort, provides grounds for caution and attention to careful 
design and monitoring. 

9. 
modified approach. 
development strategy design: 

This report argues that a big push can make sense for Ethiopia, in the context o f  a 
There are three key modifications to be taken into account in the 

(1) Adding imbalanced approaches to the predominantly balanced direction of current 
economic and social policy. The current approach i s  primarily for an equitable policy 
mix that seeks to expand the capabilities o f  all Ethiopians. This is a laudable part o f  any 
country’s strategy, and is also central to the Government’s ideology and goals. But 
getting growth takeoffs often involves concentrations o f  private and public activity where 
there i s  potential for major increases in production. This requires adding another leg to 
the current pol icy direction. 

The balanced leg, with first-round equity as the organizing principle, i s  consistent with 
the existing strategy o f  broad-based expansion o f  both social and economic services- 
seeking universal coverage o f  basic education, access to water and sanitation, primary 
health services, access to rural roads, rural electrification, and safety nets for the poor in 
al l  parts o f  the country, as reflected in the government’s Millennium Development Goals 
(MDG) Needs Assessment. The f i rst  priority should be to reach universal coverage for 
such a basic service package, followed by steady improvement in service levels. 

By contrast, the imbalanced leg would involve focusing public investment and policy- 
including targeted improvements in the business environment and influences on supply 
chains-in areas o f  major economic opportunity. Note that while this may be initially 
unequal, in terms o f  government efforts, it can form part o f  an overall equitable strategy, 
provided all  Ethiopians are given the basis to participate in new opportunities, through 
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the broad-based expansion in education and health, better labour market integration and 
the steady deepening o f  access to finance. This i s  why the imbalanced and balanced legs 
are complementary. 

What areas should be targeted? In a few areas there will be a need for large-scale public 
engagement and strategic decisions, to complement the expected private sector response: 
arterial roads and l i n k s  to ports and large-scale irrigation are examples. These require 
careful and transparent assessments o f  cost structures and markets. Moreover, in the bulk 
o f  productive activities, i t will be peasants and small and large scale entrepreneurs 
exploring and “discovering” possibilities for innovation and productive investment. 
Examples are the expansion o f  oilseeds and pulses, horticulture and flowers in rural 
areas. Future areas with potential include other agricultural products (such as sugar), bio- 
fuels, and tourism. For these, what i s  required is a supportive and responsive 
government: creating an environment that encourages processes o f  discovery, and then 
solving bottlenecks such as inadequate infrastructure and regulatory problems as they 
emerge. The Government’s problem-solving response to rose exports i s  an excellent 
example, but the slow response to the recent shortage o f  cement, associated with a 
housing boom, i s  less encouraging. In rural areas, a geographically differentiated 
strategy makes sense, l inked both to agro-ecological conditions and market access. 

(2) Coordinating across technology, inputs, markets and risk management. In both the 
balanced and imbalanced legs o f  a strategy, coordination o f  interventions i s  necessary to 
secure gains. Technological advances in crop and livestock production will only yield 
higher farm incomes if adapted to local ecological and social conditions o f  farmers, if 
input supply services deliver seeds and fertilizer on time, if roads and marketing networks 
provide a ready market, and if there are mechanisms for managing the down-side risks o f  
higher levels o f  input purchase. In urban activities, f i r m s  require electricity, transport 
systems, access to land, telecommunications, well-functioning labour markets, and 
security o f  property rights (including assurances that government will not impose 
burdensome regulations or taxes). In the social sectors, better schools and health clinics 
will not lead to better education and health if there are no roads to communities, and 
delivery o f  textbooks and drugs when they are needed-let alone the presence o f  teachers 
and nurses. All these areas are examples o f  the need for coordinated responses across 
different areas o f  intervention. 

Risk has a powerful influence on the decisions o f  both farmers and entrepreneurs. 
Consequently, risk-management policies need to be integrated into a growth-oriented 
policy mix.  

For many Ethiopian farmers, weather-related r isks have a powerful influence on 
production and investment decisions. Food aid has traditionally been the main 
instrument to address this risk. But while this has reduced hunger and saved lives, there 
are many associated problems, including distortions to food markets. The Government’s 
shift away from food handouts to a “productive” safety net approach makes sense. An 
optimal strategy i s  l ikely to involve some mix o f  both risk-reducing interventions 
(especially around water management) and risk management measures, for which a 
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combination o f  cash-based safety nets and weather insurance makes sense. Also relevant 
to risk and behaviour i s  land: perceptions o f  land insecurity are a deterrent to investment 
in perennial and tree crops, and to migration. Conversely, land privatization could lead to 
distress sales and undercut the longer-term land-based safety nets. Current policy 
directions that seek to provide longer-term security and leasing, but fal l  short o f  
privatization and full transferability, appear to represent a good balance at this stage in 
Ethiopia’s development, but this i s  an area where experimentation and evaluation i s  
desirable. 

For entrepreneurs, the two most important categories o f  r isk concern policy uncertainty 
and changes in price and market conditions. Policy uncertainty i s  intimately associated 
with the credibility o f  government commitments to provide a consistent enabling 
environment for private sector activity. Market uncertainty is heavily influenced by 
macroeconomic conditions. Each o f  these i s  taken up in the relevant sections below. 

(3) Finally, adjusting government behaviour matters, f rom top-down approaches to an 
adaptive and responsive approach to heterogeneous and changing settings, in which local 
knowledge and behaviour o f  local actors allows for greater accountability and determines 
effectiveness. This also represents a challenge, in light o f  the deep-seated culture o f  
hierarchical control in Ethiopia and some preference for top-down planning and distrust 
o f  the private sector by the Government-yet a significant transformation o f  governance 
structures i s  already wel l  underway through implementation o f  the government’s 
decentralization agenda. O f  course, in some areas careful national planning makes sense: 
strategic infrastructure and major irrigation works for example. But in general, “high 
modernist” development approaches, typical o f  Soviet-style planning, the Indian five- 
year plans, and old-style World Bank advice (down to the “integrated rural development” 
projects o f  the 1970s and 1 9 8 0 ~ ) ~  have tended to fail. Discovery o f  successful approaches 
i s  more likely to occur through experimentation, as illustrated by Chinese reform 
processes, and ongoing interactions with farmers and entrepreneurs, just as business- 
government dialogue have become a tradition in industrialized societies. 

We can again illustrate this theme in the two principal areas o f  public action. For rural 
development, the main issue concerns service delivery to people-from health centres to 
extension services. Here the challenge i s  to shift to a relationship o f  government with 
citizens, f rom a historical relationship o f  government officials dominating their subjects. 
This implies reform in patterns o f  local interaction, to a large extent formed under the 
Derg, to strengthen local political and social control, to foster and guarantee greater 
accountability o f  the range o f  government services to local citizens. This is entirely in 
line with stated government policy, but the difficulties o f  change should not be 
underestimated. While some interventions, such as increased information on government 
budgets and citizen rights, will help, it i s  also about changing cultures o f  behaviour o f  
bureaucrats, local politicians and citizens. 

For urban development, the issue is o f  both the design and practice o f  policy design. 
Supporting the discovery and expansion o f  winners by the private sector makes sense, 
through mechanisms such as grants for innovation and problem-solving o f  constraints to 
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profitable activities as they emerge. Government officials picking winners from scratch 
i s  likely to fail. Urban expansion will have to be largely driven by SMEs in small towns 
serving surrounding rural areas, with products targeted for local demand, and especially 
successful farmers. This i s  linked to the need to effectively convince private investors in 
industry and infrastructure that the Government will maintain an environment that i s  
supportive o f  private profit-making, but not o f  favouritism. This takes us to the issue o f  
credible commitment. 

10. Credible commitment and strategic interactions. Sound design o f  development policy 
will be irrelevant if other actors do not respond as expected. While government plays a central, 
indeed leading role, the real drivers o f  growth are the production and investment decisions o f  
peasants and private entrepreneurs. The issue i s  fundamentally one o f  confidence, amongst al l  
the major stakeholders, that the rules o f  the game are fair and clear and will be sustained over 
time. 

1 1. Achieving credibility i s  a, and often the, major challenge for many developing countries, 
and ironically especially so for reasonably strong governments (weak governments raise a 
different set o f  challenges). Governments that are strong enough to  enforce the rules o f  the game 
are also strong enough to  change these rules. A classic area concerns the protection o f  property 
rights for private investment. In theory, once an investment has been made a strong government 
can expropriate some o f  the gains. 

12. For private investment to take off-in agro-industry, consumers goods and industry, 
services and in private participation in infrastructure-investors need not only conducive rules, 
but also trust  that emerging problems will be solved as these arise. And as seen above, this i s  
likely to involve not only a generalized commitment to rules, but also a commitment that the 
Government will solve bottlenecks when areas o f  real (rose-style) economic opportunities are 
discovered. Such a stance i s  contrary to the long sweep o f  Ethiopian history, in which 
discretionary and predatory governance was the norm. And since parts o f  the private sector were 
associated with the political opposition in the 2005 elections, they may also now perceive greater 
uncertainty in the business climate. 

13. Parallel issues apply to the question o f  effective service delivery under decentralized 
auspices. Success depends on the behaviours o f  the key actors-local government 
representatives, teachers, extension agents and citizens. A change to accountable and responsive 
government i s  again contrary to Ethiopian history under both the monarchy and the Derg, though 
it i s  consistent with the stated objectives o f  the present government about local empowerment. 
However, in areas where the political opposition was significant in 2005, there may be concerns 
amongst local actors that government will maintain the traditional, control-oriented approach. 

14. The behaviour o f  donors also matters, because o f  their large financing role, and even 
more so in any scaling up. There are two distinct, if inter-related issues. All donors, including 
the World Bank, need to feel confident that the behaviour o f  government and other domestic 
actors reflect rules o f  the game that effectively support the pursuit o f  the common development 
goals (symbolically represented by the MDGs.) In addition, many bilateral donors have intrinsic 
concerns over human rights and specific political processes that are derived in part from the 
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preferences o f  their ultimate constituencies in their parliaments and publics, to whom the donors 
are accountable. While the latter may seem to some Ethiopians to be an intrusion on 
sovereignty, it i s  an unavoidable dimension o f  western donor engagement. Moreover, they 
reflect a line o f  argument that has also emerged in African fora, notably in the New Partnership 
for African Development (NEPAD), that pluralism and the political equalities associated with 
genuine democratic processes are necessary ingredients for long-term development. 

15. In this context, there i s  a risk o f  a “non-cooperative” outcome in which the Government 
fails to credibly commit to rules of the game that assure investors on the continuity o f  supportive 
policies, the private sector goes on an investment strike, and donors cut back funding. In theory, 
this could happen even if the fears o f  these actors are not realized-i.e. even if the Government 
does not work in a control paradigm, if negative perceptions prevail it could s t i l l  lead to the non- 
cooperative outcome. This could be disastrous for the ultimate shared goal o f  transforming the 
lives‘and opportunities o f  a l l  Ethiopians. 

16. As a strategic 
interaction, the behaviour o f  a l l  actors matters, but government can play a leading role. Action 
o f  three complementary types can help: 

a signal o f  pol icy intentions about the rules o f  the game, backed by “convincing” initial 
actions; 

0 the building o f  a reputation for stability in behaviour and for resolving constraints as 
these arise; and 

0 accountability mechanisms; notably transparent processes o f  monitoring, that help make 
the rules o f  the game self-enforcing, through increasing the costs o f  subsequent change. 

H o w  can a more favourable, “cooperative” outcome be achieved? 

17. Genuine dialogue with the other major actors-private sector representatives, citizen 
groups, major constitutional opposition parties, and donors-can help increase the initial 
credibility o f  the chosen pol icy mix, implementation mechanisms and monitoring structures. 
This in turn makes the building o f  reputation less arduous. 

18. Decisions o n  pol icy signals should emerge from such domestically driven processes. At 
the same time, this report does make some suggestions for areas where action could be o f  value. 
For private urban development, this could include increasing access to urban land, actions that 
affirm the lack o f  special privileges to favoured groups (especially party-owned companies), a 
re-energized privatization strategy, avoiding crowding out private sector access to credit and to 
foreign exchange, and an announced strategy on support for “self-discovery” in the private 
sector. For decentralized service delivery, it could include commitments on information, citizen 
accountability processes, and protection against abuses. National level checks and balances, 
including strengthening o f  the independent audit function, independent regulatory bodies, a right 
to information law, a clarification o f  parliamentary rules and development, improved promotion 
and protection o f  broad range o f  rights enshrined in the Constitution, and a clear regulatory 
environment for the media would signal strengthened accountability. A specific area of 
interaction that matters both intrinsically and for i t s  signalling effects i s  the development o f  a 
working relationship with an Addis Ababa administration. 
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19. A pro-growth macro policy. Good long-term development strategy can be destroyed by 
bad short-run macroeconomic policy. Over the past 15 years Ethiopia’s macro management has 
been largely sound and effective: closer to East Asian prudence than old-style Lat in American 
profligacy, achieving relatively modest inflation, a reasonably steady real exchange rate, and 
avoiding financial sector problems. But there are important challenges for macroeconomic 
management, both in the short run, in light o f  the dual impact o f  slow growing donor receipts 
and rising o i l  prices, and in the longer term, if export growth continues and donor inflows return 
to a path o f  major scaling up. To some extent, it should also be possible to smooth out capital 
flows. With the recent HIPC and MDRI debt reduction initiatives, Ethiopia’s external debt 
headroom has expanded, which should allow for some international borrowing in productive 
areas (such as telecoms or energy generation). 

20. Specific short-run macroeconomic analysis and policy advice was not undertaken for the 
report, but some o f  the principles for growth-oriented macro pol icy are discussed. A prudent 
fiscal policy is essential for long-run strategy and the fiscal position over the cycle needs to be 
guided by debt dynamics that are also long term. The presence o f  excess reserves in the financial 
system i s  misleading, and it is risky to rely on these to finance major investment programs. 
While the excess reserves do allow the government to alleviate short-run borrowing costs, their 
existence suggests that the real problem lies in a repressed and underdeveloped financial system 
which effectively rations out private borrowing, especially f rom new entrants and small and 
medium enterprises. As that is addressed by financial sector reforms and as private investment 
recovers, the excess reserves will diminish, and interest rates (including to  the government) will 
and should rise. 

21. Prudent medium-term fiscal policy, and an adequate external reserve cushion, can lay the 
basis for contra-cyclical macroeconomic policy that i s  desirable to  smooth internal (weather- 
related) and external (price and donor f low related) shocks. There i s  also a case for taking out 
international weather insurance and contingent credit l ines to  assure rapid availability o f  
financial resources when there are widespread (and correlated) rain failures. 

22. Avoiding large swings in the real exchange rate i s  important to maintaining reasonably 
stable prof i t  expectations for the private sector, especially in exporting. While adverse short-run 
shocks put downward pressure on the exchange rate in 2006, if Ethiopia can successfully transit 
to a scaling up scenario, the challenge will shift to absorbing substantial donor resources without 
undercutting incentives for exporting (that i s  desirable for building an export base for an eventual 
decline in aid inflows). While absorption o f  aid will l ikely require some appreciation o f  the 
exchange rate, effects on profits in exporting will be influenced by the uses o f  these resources 
and other policies: better infrastructure, urban land pol icy and support for industries (general or 
targeted) can lead to net effects sustaining export incentives. Contra-cyclical fiscal and reserve 
management policies, and nominal exchange rate management, can support medium term 
policies through smoothing fluctuations in the real exchange rate. 

23. A long-term donor policv. Because o f  the sheer size o f  aid flows, donors play a large 
role in Ethiopia, and this could grow with a scaling up scenario. While increased external 
resources are central to the financing o f  the medium-term expansion in economic and social 
services that i s  key to any “big push”, they can also be a source o f  distortions. Bo th  government 
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and donors need to pay attention to donor behaviour to minimize distortions and maximize the 
impact o f  aid on the objective o f  expanding the capabilities o f  a l l  Ethiopians. We highlight 
issues o f  strategic behaviour and specific design. 

24. The Commission for Afr ica emphasized reducing specific, ex ante aid conditionality, in 
favour o f  “getting behind” and supporting development-oriented countries over the long term 
and supporting domestic processes by which citizens can hold their governments to account. 
This remains an important message, but also appears overly simplistic in the wake o f  subsequent 
donor concerns over political conditions in a number o f  African countries. In this more complex 
environment, we make three suggestions: 

e 

0 

0 

25. 

substantial inertia in donor flows i s  highly desirable: donors have a right to express and 
act upon their views, but it i s  also important to recognize that political and social 
development i s  complex and often hard to interpret while i t i s  unfolding; sharp declines 
or increases can disrupt long-term development programs and may exacerbate internal 
problems; 
a major simplification o f  donor administrative, reporting, and procurement processes, 
toward strengthening o f  domestic capacities; and 
a move away from specific externally-generated conditions, toward helping strengthen 
internal accountability structures that, over time, will underpin a more robust and 
responsive internal social contract. 

Finally, specific processes matter: donor visits, recruitment o f  highly-skilled Ethiopians, 
~~ 

reporting requirements, financial and procurement processes, and indeed, economic and social 
analyses can impose substantial costs on hard-pressed domestic government officials and distort 
domestic processes. Streamlining o f  donor activities to support domestic institutions and 
processes remains highly desirable. 

26. Most Ethiopians live in conditions o f  immense deprivation. Since the present 
government came to power in the early 1990s, there has been substantial progress in provision o f  
basic economic and social services, f rom a dismally l o w  base, but much less progress on 
productivity growth. There i s  a powerful moral case for a “big push” to radically improve the 
lives o f  the bulk o f  the population, and for substantial external aid to support this. But achieving 
this will require modifications to the existing economic strategy, and strengthening o f  the 
institutional arrangements for the management o f  development and democratic governance at 
central and local levels. A central challenge i s  the building o f  credibility and mutual 
understanding amongst al l  major actors, to tackle the dif f icult  process o f  discovery and 
implementation o f  development paths that can lead to a large, sustained transformation o f  the 
country and significant improvements in the lives o f  the people. 
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1. INTRODUCTION 
1.1 The big 
question i s  whether Ethiopia can “take o f f ’  into rapid growth. What are the preconditions and 
policies that would make this likely? And how will these influence the distribution o f  the f ru i ts  
o f  growth across individuals, and perhaps more importantly, between groups? This i s  o f  concern 
both because o f  the impact on reducing poverty (in incomes and other dimensions) and because 
o f  the political, economic and social importance o f  inclusion in the development process. On 
both economic and political grounds, a broad-based expansion o f  opportunity i s  complementary 
to long-term growth.’ And it i s  impossible to consider prospects for economic and social 
development without understanding institutional and governance issues. 

This report i s  about options for accelerating equitable growth in Ethiopia. 

1.2 These questions are linked to the role o f  aid. Over the period 1999/00-2003/04, Ethiopia 
received on avera e o f  some 10 percent o f  GDP-though this i s  “only” in the range o f  US$ l  1 to 
US$19 per head, given the l o w  levels o f  income. Both Ethiopia-specific and Africa-wide 
discussions-as articulated by the Commission for Afr ica (2005)-have argued for a quantum 
increase in aid levels to support a “big push” in development. But aid also can be a source o f  
major distortions, and has complex and sometimes negative effects on institutional functioning. 
Although concern by donors about political governance issues in Ethiopia has undercut the case 
for scaling up external financing in the short term, this report asks whether aid can be designed to 
support rapid, sustainable and equitable development in the medium to long term. 
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1.3 This chapter highlights some major features o f  Ethiopia’s economic and social 
conditions, before looking at recent changes to set up the overall argument o f  the report. 

1) Ethiopia’s Current Level o f  Development 

1.4 Ethiopia is extraordinarily poor. By way o f  illustration, Figure 1.1 plots a measure o f  
income per capita (adjusted for purchasing power differences) and illiteracy in the 1990s: 
Ethiopia i s  very poor both in absolute terms and by international standards. A similar picture 
emerges for most other indicators o f  wel l  being-including o n  health status, nutrition, access to 
infrastructure and levels o f  industrial capital. Moreover, Ethiopia i s  subject to severe shocks, 
with lack o f  rainfall causing a high risk o f  famine and periodic large declines in agricultural 
output, in addition to an array o f  more specific health and income shocks faced by households. 
This overall picture shows both very l o w  levels o f  well-being and o f  economic capacity (in 
human and physical capital). 

See World Bank (2006a) for a general discussion o f  this theme. 
Information on total aid varies by source. As a share o f  GDP, figures range from about 8 percent (using budgetary 

account data) to 10 percent (using disbursement figures from MOFED, but excluding food aid) to 16 percent (OECD 
figures including food aid). Government budgetary data indicate average per capita aid o f  US$11 for1999/00- 
2003104, based on actual receipts but do not include funds directed to NGOs, or grants to public enterprises. OECD 
data are collected directly from donors and show average per capita aid o f  US$19 over the same period. 
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Figure 1.1 Ethiopia i s  Very Poor in Terms of  Incomes and Human Capital 
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Source: World Development Indicators. 

1.5 The l o w  level o f  well-being at the national level i s  reflected in a high level o f  deprivation. 
Some 35-40 percent o f  the population spends less than required to consume 2,200 calories o f  
food per day. And while Ethiopia has only moderate levels o f  measured expenditure inequality 
by international standards, there are significant inter-household, inter-group and inter-regional 
differences, and a history o f  embedded socio-cultural inequalities. Even on the narrow income 
criterion, many people l ive in conditions substantially below the basic poverty line: about a fifth 
o f  al l  households do not have the resources even to achieve a daily intake o f  1,650 calories. Six 
out o f  ten children in Amhara and Tigray are stunted (indicating long-term under nourishment), 
and more than one in three are severely so. 

1.6 There are also large differences on some dimensions between urban and rural areas and 
between men and women: for example, illiteracy amongst rural women i s  both extraordinarily 
high, and significantly higher than that o f  rural men, although it i s  steadily declining (Figure 
1.2). Inequalities o f  status due to gender are manifest in an array o f  social practices, f rom 
traditions o f  female deference to the widespread acceptance o f  violence against women (World 
Bank 2005e). From a legal standpoint, however, the 1995 Constitution states that international 
agreements ratified by Ethiopia are fully part o f  Ethiopian law, which implies recognition o f  
equal rights o f  men and women. Article 35 guarantees the “rights o f  women,” with specific 
reference to inter alia equal rights in marriage, protection from harmful traditional practices, and 
use o f  property. 
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Figure 1.2, Illiteracy i s  Especially Severe in Rural Areas and for Women 
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Source: Ethiopia Central Statistical Authority 2006. 

1.7 Ethiopia’s extreme poverty provides a moral case for a “big push” in foreign aid. But 
this says nothing on whether a big push i s  feasible and would have the intended results. It raises 
a central diagnostic question: if Ethiopia’s long history has resulted in such a l ow  level o f  
development, have the factors that held back development changed, and do they have 
implications for contemporary strategy? These questions are taken up in Chapter 2 on the 
diagnosis o f  current conditions. 

1.8 There is high dependence on rain-fed, low-productivity agriculture. H a l f  o f  output and 
85 percent o f  employment depend on agriculture, which i s  dominated by rain-fed production, 
with only 1.4 percent o f  cropped area irrigated, out o f  an estimated potential o f  20-30 percent 
(2.3 to 3.7 mi l l ion hectares). Agricultural productivity i s  very l o w  by international standards: as 
Table 1.1 illustrates, output per worker i s  only 0.5 percent o f  U.S. levels, and significantly lower 
than Bangladesh, for example. The most striking aspects o f  the picture in Ethiopia include l o w  
land, fertilizer and tractors per person relative to the U.S. both with a low level o f  inputs per 
worker and unproductive use o f  inputs. Only in livestock per person does Ethiopia have higher 
inputs relative to Bangladesh and Cameroon. 

Table 1.1 Ethiopia’s agriculture has very low levels of input and productivity 
(output, inputs and total factor productivity per worker in agriculture as a percent o f  US) 

1.9 L o w  productivity i s  compounded by environmental degradation. Historically, the 
population has been concentrated in the highlands, leading over time to large-scale deforestation, 
and increasing dependence on dung for fuel. This has led to a structural imbalance in the 
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Table 1.2 Risk i s  a Major Source of Hardship for Rural Ethiopian Households 
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Table 1.3 Comparison of  Selected Infrastructure Indicators, Percentage of Population 
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1.13 Taking roads as an example, Figure 1.4 illustrates that Ethiopia (along with Eritrea and 
Somalia) has very l o w  road densities. Moreover, Ethiopia’s roads fol low routes radiating from 
the capital and do not integrate the country in an overall network. Farm households are on 
average 10 km from the nearest road, 18 km from the nearest public transport and 6 km from the 
nearest food market (World Bank 2005e). Largely because o f  the remoteness that characterizes 
rural Ethiopia, markets tend to be fairly localized, and as a result the price differences between 
surplus and deficit (food) areas are not arbitraged away. According to one study, only 9 percent 
o f  grain traders own a vehicle, and the average wholesale grain transaction occurs over just 67 
km (Gabre-Madhin and Amha 2003, cited in World Bank 2004~) .  Markets therefore offer l i t t le  
re l ie f  from the risk o f  price declines in surplus areas, 

Figure 1.4 Road Densities are Extremely Low in Ethiopia 

Source: Estache and Goicoechea 2005. 

1.14 Even controlling for population density, the share o f  arable land and the share o f  irrigated 
land, Ethiopia’s road density i s  only about a Jifth o f  expected levels for i t s  income. For 
electricity, after controlling for urban population shares and surface area, Ethiopia’s consumption 
i s  a mere one-thirtieth o f  the levels expected (Table 1.4). While these results do not prove a 
causal relationship between infrastructure and growth, they are strongly suggestive o f  
inconsistencies between current service levels and takeoff to higher growth, as discussed further 
in Chapter 3. It should be noted, however, that massive investments in arterial roads in recent 
years have led to significant improvements in the extent and quality o f  the roads network, as 
discussed further in Part 11. Distance to services has also decreased for much o f  the population; 
for example, the average distance to safe water f e l l  f rom 2.83 to 0.85 km between 1995 and 1999 
(World Bank 2005e). 
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Table 1.4 Roads and Electricity Access are a Fraction of Expected Levels for its Income 

Note: a. predicted road density for 2001 from an OLS regression o f  land on income level, population density, and 
arable and irrigated shares for low and middle income countries; b. as for (a) but regressed on rural and urban 
population shares, surface area and incomes. Note that if the regressions are run using low income countries only, 
the predicted values are 0.11 km for roads, and 199 kwh for electricity. 
Source: World Bank staff calculations. 

2) Economic and Social Development Under the Current Government 

1.15 The transition f rom the Derg to the current government in 1992 marked a significant 
change in development strategy. Since then, Ethiopia has experienced substantial progress in 
most economic and social indicators. This i s  associated with both the expansion o f  human and 
physical capital and major pol icy shifts, including substantial liberalization o f  external and 
internal trade, unification o f  the exchange rate, and increased support for peasant agriculture. 
However, the investments and pol icy changes have so far failed to lead to a transition into rapid 
and sustained growth, and were disappointing in the key area o f  agricultural productivity, despite 
successes in several specific crops and in some geographical areas. B o x  1.1 presents key 
messages from the Wor ld  Bank’s Country Policy and Institutional Assessment for Ethiopia-this 
annual set o f  indicators measures how well government policies and institutions create an 
environment conducive to  growth and poverty reduction. 
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Box 1.1 Progress on Policies: What can the 
Country Policy and Institutional Assessment (CPIA) tell us? 

The Country Policy and Institutional Assessment (CPIA) i s  a measure used by the Wor ld  Bank to assess a 
country’s performance with respect to key policies relevant to growth and poverty reduction, and i s  now 
being published on a regular basis. The CPIA for 2005 shows that whi le Ethiopia has performed slightly 
above the Afr ican average, the country has yet t o  catch up with some immediate neighbours, and i s  fall ing 
relatively short on some key dimensions. 

A. ECONOMIC 
MANAGEMENT 

Ethiopia’s relative strengths l i e  in economic management and policies for  social inclusion and the 
promotion o f  equity. In particular, disciplined fiscal policy has helped preserve domestic balances, and 
debt policy has successfully reduced this burden, aided by debt rel ief  programs. Also, the assertive drive 
to promote equity in the use o f  public resources, coupled with a strong budgetary commitment to invest in 
human capital and social protection in a context o f  extreme vulnerability i s  remarkable. 

D.PUBLIC SECTOR 

~ INCLUSIONEQUITY MANAGEMENT ‘ INSTITUTIONS 
B, STRUCTURAL POLICIES C. POLICIES SOCIAL 

However the CPIA results also show that the structural policies needed to promote a more developed 
financial sector, level the playing f ie ld and strengthen the business regulatory environment, and strive for 
more intense trade and integration in the global economy have lagged behind regional comparators. 

4.5 
4.5 
4.2 
3.7 

On the governance side, the CPIA picture i s  mixed. Events fo l lowing the M a y  2005 election (see B o x  
1.2) have meant that perceptions about governance have become more adverse. This could set back 
longer term gains in terms of, for example, decentralization, more efficient revenue mobilization, and an 
improved quality o f  budgetary and financial management, alongside efforts to increase public sector 
efficiency. Ethiopia now lags somewhat behind i t s  neighbours in terms o f  public sector management and 
institutions, even if s t i l l  performing slightly above the Afr ican average. 
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1.16 Significant advances in social and economic services. There has been a major expansion 
in social services, evident for example in the quadrupling o f  total enrolment rates in grades 1-12 
between the early 1990s and early 2000s (Figure 1.5). The primary gross enrolment rate rose 
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from 20 percent in 1993 to 79 percent in 2005. As with any major expansion there are concerns 
over quality, class size, and bottlenecks in teaching. As an indicator o f  the challenges o f  
expansion, levels o f  primary completion remain low-at below 50 percent o f  the age group-and 
below most other African countries (see Part I1 Chapter 1). O f  particular concern i s  that one in 
four primary students drop out o f  school after grade 2 and almost half by grade 5. 

Figure 1.5 School Enrolments have Soared (from a very low base) Since 1992 
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Sources: World Bank 2005f, taken from Government o f  Ethiopia Education 
Statistics Annual Abstracts, 1994-2002; also Government o f  Ethiopia 2003,2004, 
and 2005, 

1.17 Growth effects o f  schooling expansion come only in the future, as newly educated 
cohorts enter the workforce-indeed in the short run, sending children to school can be a cost for 
poor families, if this involves withdrawing children from income-generating work (however 
intrinsically desirable i s  this withdrawal). And reaping income gains from schooling depends 
crucially on complementary action to generate demand for semi-skilled and skilled labour. 
However, given a conducive policy and institutional environment, the current investments in 
education should allow Ethiopia to reap substantial gains in economic growth in the medium 
term. 

1.18 There has also been progress on health, with steady declines in infant and child mortality 
from high levels. There remain significant variations in health status by socio-economic status 
and location: for example, regional infant mortality rates range from 81 per 1,000 l ive births in 
Addis Ababa to 123 per 1,000 live births in Gambella. Poor health status i s  associated with 
malnutrition, low access to safe drinking water (35 percent o f  the population in rural areas) and 
sanitation (13 percent overall), and specific disease exposures. Malaria i s  a major problem in the 
lowlands, and HIV/AIDS incidence i s  growing (from a relatively low level  compared to some 
Sub-Saharan neighbors). 

1.19 Infrastructure advances are particularly evident for roads. In the decade from 1993 the 
length o f  roads in the country increased from 19,000 to 34,000 km. Access to 
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telelcommunications has also improved-teledensity (the number o f  telephone lines per 100 
people) doubled between 2002 and 2006. A more general index o f  infrastructure quality also 
shows a marked improvement over the period (World Bank 2004b). 

1.20 There have been positive effects o f  the policy transition 
(described below) on growth and investment. As Figure 1.6 illustrates, there was a major 
turnaround relative to the declines experienced under the Derg. However, growth in per capita 
income has averaged about 2 percent per annum, income levels are only just back to revious 
estimated peaks o f  25 years ago, and the agriculture-induced volatility has persisted! More 
recently, growth seems to have taken off, with double digit rates recorded in each o f  the last 
three years, driven by improvements in al l  sectors, and by fast growing agricultural exports. 
H o w  to sustain this rate over the next decade i s  the major challenge addressed by this report. 

Mixed gains on growth. 

Figure  1.6 Growth has Recovered but not Taken  off Since 1992 
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1.21 In terms o f  sources o f  growth, Easterly (2002) estimates that growth between 1992 and 
200 1 was entirely due to improvements in “total factor product iv i ty”-or influences not 
explained by capital accumulation, and about ha l f  was associated with recovery f rom the effects 
o f  the civil war. This is consistent with highly inefficient capital spending during the Derg, and 
gains from better use o f  existing resources with the policy reforms and the general improvements 
in stability (with a setback associated with the war with Eritrea). Private investment increased 
steadily from the early 1990s to the early 2000s (Figure 1.7), which i s  a positive sign o f  
investors’ assessment o f  profitable opportunities and security-though this also includes 
investment by party-affiliated enterprises that would be expected to have a different dynamic. It 
appears that private investment as a share o f  GDP may have levelled o f f  since 2001, though it 
ticked upward again in 2004/05. Registered plans for foreign direct investment (FDI) also 
increased from a low base, in the wake o f  streamlining o f  procedures in 2001/02, more than 
doubling from around US$250 mi l l ion in 2002 to almost US$550 mi l l ion in 2004. But 

Recorded growth in the 1970s i s  suspiciously smooth, against the dependence on rain-fed agriculture, so these data 
should be viewed with caution. 

10 



implementation has been very low. In certain sectors (including retail and wholesale trade, with 
some exceptions), investment i s  limited to domestic actors, potentially dampening FDI flows 
(see Part 11). 

I 1 8 1  

Figure 1.7 Steady Growth in Private and Large Increases in Public Investment (% of  GDP) 
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1.22 The available evidence for the period 1999/00 to 2004/05 shows a decline o f  over 5 
percentage points in the national headcount index, from 45.5 to 38.7 percent, mostly due to a 
decrease in rural poverty. The rate o f  improvement appeared to quicken in the period after 2000. 
From the mid to the late-l990s, there was a slight improvement in rural, and worsening in urban, 
poverty (Table 1.5). Broadly, the poverty headcount in the 1990s fluctuated with agricultural 
output (World Bank 2005e). Nonetheless it i s  clear from Table 1.5 that the rate o f  poverty 
reduction in urban areas i s  lagging. 

1.23 The challenge o f  combating deep-seated poverty i s  compounded by the fact that the 
poverty line, while reflective o f  consumption patterns o f  Ethiopian households, i s  by no means 
generous. Apart f rom the top few, most Ethiopians would be considered poor by the standards o f  
a middle income country, le t  alone a r ich one. And with a relatively equal income distribution 
(Gini coefficient o f  around 0.3), a considerable proportion o f  people live close to the poverty l ine 
with significant r isks o f  falling into poverty. About 30 percent o f  woredas in the four largest 
regions (Amhara, Oromia, Tigray, and SNNPR) are classified as food insecure (GTZ 2005). 
Finally, although the urban poverty headcount index i s  lower than the rural, the gap i s  
narrowing-and as the share o f  the population living in urban areas increases, so wil l the 
importance o f  sustained improvements in income and employment outcomes for urban dwellers. 
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Table 1.5 Trend in Head Count Index, 1994/95 - 2004/05, 

~~ 

National 45.5% I 38.7% I -2.7 I -14.8 I -12.4 
Rural 47.5% I 45.4% I 39.3% I -4.4 I -17.1 I -13.4 

1.24 The most important reason for slow progress (at least until the early 2000s) in income 
poverty has been disappointing gains in agricultural productivity in the context o f  a rapidly 
growing population (albeit with successes in certain areas and crops that could point the way 
toward increased productivity in the future). Most o f  the poor depend on agriculture, in 
particular on cereals production. There was a steep increase in grain production per head around 
1995 when the new government pol icy based on increased fertilizer, credit and extension was 
introduced, but since then there has been no upward growth trend (Figure 1.8). This i s  despite a 
significant increase in fertilizer use. 

1.25 The lack o f  transition to sustained agricultural growth i s  attributable to a mixture o f  
continued high risks, inadequate provisioning o f  seeds, large swings in domestic cereal prices 
and continued weakness in input and output marketing. Weaknesses in markets are associated 
with both lack o f  roads and an undeveloped private marketing and transportation network. There 
has been increasing divergence across regions, with evidence o f  emerging growth corridors 
alongside environmental drag in other regions. Indeed, “in regions which are overall better 
connected, the estimated elasticity o f  cereal output to market accessibility (defined as the 
population size o f  the nearest town or big market divided by the road distance to this town or 
market) usually exceeds 1.2” (World Bank 2005e). In addition to weaknesses in cereal 
production, there have been large adverse terms o f  trade shifts against coffee, Ethiopia’s most 
important export crop. Finally but not least, very small and declining plot  sizes have made the 
generation o f  agricultural surpluses increasingly difficult (see Part I1 Chapter 2). Because much 
o f  the increase in production appears to be attributable to expanding areas o f  cultivation, this will 
push average yields down to the extent that the marginal productivity is lower in the new areas. 
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1.26 Alongside increasing regional divergence, and in contrast to the lack o f  takeoff in 
traditional agricultural activities o f  cereals and livestock, there has been rapid growth o f  non- 
traditional exports, with the share o f  non-coffee exports rising from 40 percent in 1997 to 65 
percent in 2006. Oilseeds and pulses, chat and horticulture and flowers have led this increase 
(Figure 1.9). The boom in rose exports (from a very low base) i s  a recent, well-known success. 

Figure 1.9 Oilseeds, Pulses, Chat, Horticulture and Flowers have Led Recent Export Growth 
($USm) 
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1.27 While export growth has been encouraging, there are uncertainties on competitiveness: 
wages are low in Ethiopia, but so i s  productivity. According to the Investment Climate 
Assessment, manufacturing wages in Ethiopia are 37 percent o f  those in China, but productivity 
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important exception o f  food price spikes, has also helped maintain the exchange rate. Non-food 
inflation has been under 5 percent per annum for the past seven years, albeit with a slight r ise in 
2004/05 (Figure 1.1 1) and a further increase in 2005/06. However food prices rose by 25 percent 
in 2002/03, after price declines in the previous two years, and have r isen faster than non-food 
prices in the three subsequent years. This i s  now an important concern which i s  now the subject 
o f  further analysis. Clearly, rising food prices partly reflect the impact o f  a substitution away 
from food production and towards cash crops for export. In the future, exports would be 
constrained unless food production grows by becoming more efficient. 

Figure 1.11 Non-Food Inflation has been Low; Food Inflation i s  Volatile (percent) 
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1.3 1 With military spending at about 2.6 percent o f  GDP in 2005/06, government spending on 
goods and services, mostly oriented to development, accounts for over a fifth o f  GDP. In terms 
o f  the potential to shape development, the Government directly or indirectly controls resources 
equivalent to about a quarter o f  GDP, with revenues o f  some 16 percent o f  GDP, external grants 
o f  5 percent, and government borrowing o f  about 5 percent. Borrowing has mostly been at very 
l o w  rates on foreign loans, with only about 2-4 percent f rom the domestic banking system. 
Below we discuss the desirability o f  this level o f  domestic borrowing, and here just note that it 
does not appear to have had adverse effects yet. There i s  no evidence o f  crowding out o f  the 
private sector in the financial market: banks have excess reserves, and real lending rates were 
negative as o f  M a y  2006, at -1.5 percent. Public debt service payments are only 2 percent o f  
GDP. The effective constraint i s  elsewhere, in the foreign exchange market, and i s  related to the 
high import content o f  growth. 

1.32 While medium-term macroeconomic performance has been good, pressure on the balance 
o f  payments and budget mounted in 2005 and 2006, largely due to high international o i l  prices 
and slow growth in donor support following recent political developments. The macroeconomic 
situation has become increasingly fragile, with high inflation, negative real interest rates, and an 
appreciating exchange rate. 
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3) An Outline of  the Argument o f  the Report 

1.33 Would a “big push” in public spending and institution building lead to sustained rapid 
growth in Ethiopia?, There i s  certainly a powerful moral case for a big push on external support. 
And there are many reasons why a big push could lead Ethiopia to shift into a virtuous cycle o f  
high and efficient investment and growth. For example, there can be network effects in 
infrastructure, with large gains only when there i s  sufficient density o f  roads, electricity and 
telecommunications. A push on active programs to reduce risk could al low a shift to virtuous 
cycles, through transitions to new agricultural technologies, non-farm activities and better 
conservation practices, to al low Ethiopian peasants to move out o f  a vicious cycle o f  high risks, 
in which low-return but also resource-degrading activities are pursued. A push to effectively 
manage malaria and trypanosomiasis (a debilitating disease both o f  livestock and people) in the 
lowlands could open up large, productivity-raising population shifts and changes in agricultural 
practices. 

1.34 However, that a big push could make sense does not mean that a publicly-led push, le t  
alone an aid-induced push, wi l l  automatically induce takeoff. The cross-country evidence i s  not 
reassuring. Many countries do experience growth accelerations, but these do not appear to be 
closely linked to specific pol icy changes (Hausmann, Pritchett and Rodrik 2004). Few fit the 
classic model o f  a takeoff f rom l o w  to rapid growth, and o f  those that do-most notably the East 
Asian successes-a pattern o f  big aid leading to a big takeoff i s  not evident (Easterly 2005). 
Thus there i s  now greater humility among the economics profession and development 
practitioners, recognising that the elixir o f  growth i s  not known, and cannot be readily taken by 
poor countries (Rodrik 2004, World Bank 2004a). 

1.35 The absence o f  an automatic basis for takeoff should not, however, suggest giving up on 
policy and on the role o f  the public sector. It does suggest an approach to design o f  a growth 
strategy that involves both careful adaptation o f  interventions to tackle identifiable local 
constraints on growth and recognizing that the effects will be uncertain, especially with respect 
to the timing, nature and form o f  growth acceleration. The ongoing process o f  policy design i s  
thus crucial, underlining the need to be flexible and innovative, and responsive and accountable 
to stakeholders, with an emphasis on monitoring results. The rest o f  this chapter sketches out the 
application o f  the overall argument to Ethiopia, which i s  then developed in the rest o f  this Part, 
and Part 11. 

1.36 Ethiopia could be in the midst of a long-run transition to development-supporting 
institutions (Chapter 2). To some observers this may seem a rash statement in the wake o f  the 
events and controversies that followed the 2005 elections (Box 1.2). 
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Box 1.2 The 2005 Elections 
The May 2005 elections have to be looked at against the backdrop o f  Ethiopian history and culture, rather than in 
isolation. Without some consideration o f  context it i s  difficult to judge the nature and significance o f  the events that 
unfolded. 

The run-up to the elections was unprecedented in the extent o f  open party competition, given the fledgling nature o f  
Ethiopian democracy and a long history o f  government without pluralism. The commitment o f  Ethiopians to the 
process was high, as evidenced by substantial levels o f  turnout, and there were - for the f i rst  time - active debates 
and rallies in the lead-up to the vote. Official results show that the Ethiopian People’s Revolutionary Democratic 
Front (EPRDF) won overall, albeit with a significantly reduced majority. The opposition contested many results and 
the National Elections Board conducted a partial re-count and inquiries in some constituencies where allegations o f  
malpractice, made by all sides, appeared to have some substance. Election observers from the European Union, 
African Union and Carter Centre advised o f  irregularities, but final reports o f  these bodies did not question the 
overall validity o f  the election process or i t s  final outcome. 

After the election, tensions escalated, and one o f  the main opposition groups decided to boycott the parliament. 
Some unlawful public demonstrations took place, and government responded robustly in June and again in 
November. Many deaths, injuries, and arrests resulted (as o f  January 2006, 11,200 had been released, while an 
unknown number-believed to be small relative to the original total-remained in jail; IRIN 2006). An independent 
commission was appointed to investigate events, but the results o f  this process are themselves contested. Whilst the 
Commission report itself has reported no excessive use o f  force, some o f  the commission members have fled the 
country, alleging Government pressure to alter its findings. 

Some leading opposition figures, several newspaper editors and civil society activists who had been critical o f  
government actions were arrested, and many remained incarcerated, awaiting trial for treason. There have been 
allegations o f  undue influence on the judiciary. 

Many elected members o f  the opposition have now taken up their seats in parliament. Initially there were some 
tensions created by changes to the rules o f  parliamentary procedure, which many perceived weakened the voice o f  
opposition. But following a request from the Speaker o f  the House o f  Peoples’ Representatives, independent 
consultants were hired to study the ru les  in light o f  those existing in longer established democracies, and some 
changes were introduced. 

There has been extensive post election commentary and different interpretations o f  underlying processes at work, 
both within and outside Ethiopia. Whichever interpretation i s  followed, it i s  vital to put the events that followed the 
elections into perspective. Ethiopia i s  a difficult country to govern. The EPRDF’s view i s  that government i s  best 
when it i s  responsive to local need, and where people have a sense o f  self-determination through the policies o f  
Federalism and decentralisation. 

An  underlying challenge i s  how much political space to open up, and when. It i s  clear the EPRDF fel t  that after the 
elections the Ethiopian state faced a significant threat from those who wished to challenge violently the 
constitutional order: radical opposition were not now willing, having lost the vote, to abide by the ru les  o f  the game. 
This i s  a clear demonstration o f  the ‘winner takes all’ aspect o f  Ethiopian political l i f e  that has existed for centuries. 
Equally, others who fee l  that the state was not under severe threat wi l l  also point to the ‘winner takes all’ approach 
in explaining Government’s actions: absolute, rather than narrow victory, was the only thing that could be 
countenanced, some say. 

Clearly the events serve as a reminder that mechanisms for power sharing are undeveloped and conflict resolution 
tends to be approached in Ethiopia as a zero-sum game. The challenge that now faces government i s  to try to 
change this, so that pluralism and democracy can be embraced simultaneously with some sense o f  long-term 
stability and development o f  an enabling, responsive state. But these are not changes that can happen overnight, or 
without strategic, long-term support. 
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1.37 The elections o f  2005 did lead to increased uncertainty over political and social stability, 
but this report tries to step back and take a long-term view, both with respect to the past and 
issues for the future. I t  argues that: 

e 

e 

e 

e 

1.38 

First, the fundamental source o f  Ethiopia’s long term poverty and underdevelopment l ies 
in historically shaped political, socio-cultural and economic institutions. 
Second, the changes since the EPRDF came to power amount to a substantive 
institutional break, which could constitute the f i rs t  steps in a long-term transition to 
institutional structures that are growth-promoting and equitable. 
Third, the reactions to the 2005 elections are indicative o f  the incompleteness o f  the 
transition-unsurprising given the much longer time period in which now-mature 
democracies passed through their institutional transformations. 
Fourth, both the conflicts and uncertainty have increased the challenges for development 
strategy for the Government, making the design o f  an approach that provides credible 
commitment to development-friendly policies and institutions central to design o f  actions 
critical to policymaking for development. Such an approach will be necessary in order to 
attract the increased level o f  private investment that will be needed-by domestic and 
foreign investors alike-to support sustainable growth. 

O f  central importance to Ethiopia’s long-term development are institutional arrangements 
that: (a) ensure broad-based and quality provisioning o f  social and economic services for al l  the 
population, including firms as wel l  as households-and not selected groups (elite or other); (b) 
assure private investors they will reap the fruits o f  investment and innovation-through credible 
guarantees o n  property rights and a continuation o f  aggregate growth-since investors make 
decisions based on their perception o f  risk; and (c) provide assurances that inter-group conflict 
will be effectively managed. The events surrounding the recent elections underline the need for 
the Government and other domestic and external actors to support the steady, long-term 
consolidation o f  institution-building in the direction o f  democratic consolidation, and with 
respect to measures affecting equitable treatment o f  the private sector. 

1.39 Achieving rapid growth wi l l  require adjustments to the design and content of policy 
(Chapter 3). The Government’s strategy o f  Agriculture Development-Led Industrialization 
(ADLI) has equity at i t s  centre, and within this support for the peasantry. This makes sound 
economic and political sense. There i s  increasing evidence that equality o f  opportunity i s  a 
complement to long-term growth (World Bank 2006a). This works through specific 
mechanisms: broad-based improvements in the capacities o f  a l l  the population, in the context o f  
widespread failures in credit, insurance, human capital and land markets, can lead to gains in 
efficiency and growth-related processes o f  investment and innovation. The Government outlined 
i t s  approach in the Sustainable Development and Poverty Reduction Program (SDPRP), which 
covered the period 2002-2005, and i t s  successor Plan for Accelerated and Sustained 
Development to End Poverty (PASDEP). Some civil society groups have argued that this new 
plan should go further to build consensus on priorities for development, and to strengthen social 
capital and the democratization process (PANE 2005). Indeed, an increased focus on inclusion, 
dialogue, and accountability is  compatible with the Government’s stated objectives on equity. 

1.40 The focus o f  ADLI i s  consistent with East Asia successes (apart from the city-states o f  
Hong Kong and Singapore). For Ethiopia, simulations indicate that at least modest growth in 
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cereal-based production i s  essential to make steady inroads into poverty in the short- to medium- 
term, precisely because peasant-based agriculture i s  so important for employment and incomes 
(see Chapter 2 and Part 11, Chapter 2). 

1.41 Rebalancing and the process of growth. However, both the experience o f  the last decade 
or so in Ethiopia, and international evidence, indicate that there i s  a case for shifting to “walking 
on two legs,” in ways that allow for strategic experimentation in alternative activities. The key 
examples are: 

Balancing a broad-based strategy of: (a) basic social and economic infrastructure for al l  
(that implies a spatial hierarchy o f  social and economic services to the peasantry, an 
emerging network o f  small towns, roughly corresponding to woreda capitals, and arterial 
transport infrastructure); with (b) shaping infrastructure provision to specific areas where 
there i s  evidence (e.g. from shortages, high prices, attitudinal surveys) that lack o f  
infrastructure i s  a binding constraint to competitiveness, especially in agro-industrial and 
industrial activities. 

Balancing support for: (a) increasing yields in cereals and other traditional crops, through 
making seeds and fertilizer available, small scale water management, providing roads 
access to markets, and steady upgrading o f  productivity o f  pastoralist production; with 
(b) focused support for more high-yielding agricultural activities, whether in specific 
products (such as lentils, o i l  seeds, or sesame which have provided much o f  the recent 
rise in exports), or area-based irrigation development. 

For resource-poor, environmentally fragile areas, balancing: (a) provision o f  social 
services for human capital formation, basic connectivity, and “productive” safety nets 
with (b) strengthening perceptions o f  land tenure security and transferability, and-over  
the longer term-possible incentives for out-migration to other rural and urban areas. 

Balancing support for: (a) human resource development, which i s  central to several o f  the 
MDGs; with (b) support for income growth through economic infrastructure and policy 
action. Infrastructure investment i s  needed, both to reduce the huge generalized 
infrastructure deficits, and to respond to specific bottlenecks. Making infrastructure and 
associated policy action a priority i s  both a necessary requirement for progress on income 
poverty in the medium term (given the longer term payoff f rom investments in education, 
for example), and facilitating the growth in household incomes that can underpin human 
resource development. 

For private activities, balancing: (a) a more attractive investment environment, through 
improved access to land, and better competition policy, tax administration, financial 
sector development, dispute resolution mechanisms, regulatory procedures and 
maintenance o f  a competitive real exchange rate; with (b) specific, time-bound support to 
activities with high potential (e.g. tourism, or better production and market linkages o f  
small town with their rural surroundings). This includes loosening government controls 
on the private sector (e.g. fully opening up the telecommunications sector to competition 
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and private investment), reinvigorating the privatization program, and ensuring that 
public and private enterprises compete on a level playing field. 

1.42 In each o f  these domains o f  pol icy choice, a process o f  exploration and “discovery” o f  the 
cost structures o f  activities i s  central to  design4 An example i s  large-scale public investments. 
While there i s  apr ima facie case for large-scale public investment in irrigation and hydro-power, 
such development would require careful assessment o f  cost structures in relation to markets. A 
process o f  discovery also applies to private sector activities. This includes experimentation in 
what works and can be scaled up in peasant agriculture (for example in water-harvesting, seed 
adoption, tsetse fly control, improving the productivity o f  pastoralist herds) and creating an 
environment for (agro-) industrial innovation, and tailoring adjustments in the investment 
environment to the conditions o f  specific sectors. The response o f  the Government to solving 
specific problems o f  rose production-such as removing monopoly restrictions o n  international 
air freight-provides a positive example. O n  the other hand, the recent cement shortage has 
dampened growth in construction, and similar situations would recur if the telecom and power 
sectors do not grow ahead o f  the economy. However, in providing incentive structures that 
encourage innovation, it i s  essential to develop institutional arrangements that do not foster rent- 
seeking, and include well-defined sunset clauses for activities that do not take off. 

1.43 Risk management. We highlight the costs o f  risk in Ethiopia, which deter growth-related 
investments and innovation by peasants. This implies the need to focus on policies to reduce risk 
as a core part o f  a growth-oriented strategy. These include policies to reduce the insecurity o f  
peasant households, through safety nets and mechanisms for dealing with adverse weather and 
other shocks, and macro management that reduces price volatility and mitigates the risk o f  
crowding out o f  private finance (see below). 

1.44 The need for rebalancing the growth strategy, and the associated emphasis on a process 
o f  discovery through strategic experimentation, i s  one argument o f  the report. This needs to be 
complemented by appropriate stances in the cross-cutting areas o f  governance and 
macroeconomic and aid management. 

1.45 The strategic importance of credibility and governance (Chapter 4). Further progress in 
Ethiopia’s institutional transition i s  central to any growth-related strategy. This applies at the 
level o f  economic, national political, and local governance institutions. The present weaknesses 
in market-regulating and facilitating institutions-such as functioning credit markets, 
competition policy and contract enforcement mechanisms-discourage firm entry and growth. 
Furthering the democratic transition will require strengthening horizontal checks-including by 
ensuring that conditions allow an independent and responsible media and an active and 
representative c iv i l  society to flourish. These institutions help increase the transparency o f  
government actions, thus building investor confidence (for example, in the impartiality o f  the 
judiciary, which is a key to an attractive business climate). Supporting local structures o f  
accountability within the federal system via greater transparency and empowerment o f  groups at 
local levels, and increased access to information, i s  needed to broaden access to, and improve the 
quality o f  basic services, which are in turn central to growth. 

See Hausmann and Rodrik (2004) for a formal account o f  “self-discovery’’ focused on the industrial sector. 
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1.46 Macroeconomic management (Chapter 5). A key challenge now-which can be taken as a 
positive sign associated with rising economic activity-is emerging on the balance o f  payments 
and shortage o f  foreign exchange to finance key imports. While macro management has been 
sufficient for economic stability in the past, the policy stance should also be supportive ofprivate 
investment and innovation. This involves, for example, avoiding volatility and excessive 
appreciation o f  the real exchange rate. Maintaining a prudent fiscal stance remains important for 
at least three reasons: to  underpin a competitive real exchange rate, in the face o f  large aid 
inflows; to allow the space for private credit if private investment takes o f f  and banks are 
induced to move more aggressively into private lending; and to provide some short-run 
flexibility for increased public sector deficits in years o f  poor harvests, and to  use external loans 
carefully, in ways that al low for the financing o f  the highest returns assets, while ensuring that 
debt service will not unduly tax scarce foreign exchange earnings in future. 

1.47 Aid management (Chapter 6). Last, but not least, the effectiveness o f  aid management 
will make a large difference to the development process in Ethiopia. As noted above, there i s  no 
automatic relationship between large levels o f  aid and a growth take off. But the country’s needs 
are huge, aid i s  making a difference to the l ives o f  poor Ethiopians now, and more aid may be 
able to make more o f  a difference for future growth. The real problem i s  managing aid such that 
there are gains without large distortions, and to minimize the unpredictability o f  flows. There 
have been moves to streamline aid processes in recent years, by government and donors alike. A 
further push in reforming practices i s  required, while ensuring that short te rm responses do not 
wholly undermine the shared larger te rm objectives for growth and poverty reduction. 

1.48 The remainder o f  Part I expands on these arguments, beginning with an institutional 
diagnosis o f  Ethiopia’s development story. Part I1 provides more detail on past economic 
developments, rural development, private sector development, infrastructure, and institutions and 
governance. 
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2. AN INSTITUTIONAL DIAGNOSIS OF LONG-TERM AND 
RECENT DEVELOPMENTS 

2.1 The most striking feature o f  Ethiopia’s current situation is the extraordinarily l o w  level o f  
economic development, from almost any angle: average incomes, productivity, average 
education and health status, economic insecurity, roads, electricity, water and sanitation, or 
access to radio. This i s  not the product o f  recent events, but o f  long term historical performance. 
And this in a nation with a history going back millennia, a r ich and sophisticated culture (that 
indeed enjoyed culturally-inspired immigration from the much-better o f f  Jamaica in the last 
century), and that has been proudly independent for the vast bulk o f  i t s  history. 

2.2 Any story on a potential takeoff in Ethiopia in today’s wor ld has to account for the 
historical explanations o f  the current dismal levels o f  well-being and productivity, and assess 
what has now changed. First, we argue that 
Ethiopia’s l o w  level o f  development f i t s  fairly well within one o f  the dominant interpretations o f  
differential levels across nations based on the influence o f  historically-shaped institutions. 
Ethiopia’s long history o f  autocratic rule, followed by a brief period o f  a particularly militaristic 
form o f  Stalinism, combined with inter-group conflict was inimical to long-term growth. 
Second, we suggest that the changes that have occurred since 1992 may constitute the first stages 
o f  a major, and potentially long-lasting, transition to institutional arrangements that are more 
conducive to the pursuit o f  long-term prosperity than earlier conditions. But this i s  a transition 
that i s  both incomplete and with significant r isks o f  moving in directions that would be harmful 
for development. 

This section explores both o f  these issues. 

2.3 Sources of underdevelopment: is i t  institutions, “culture, ” or  geography? The evidence 
suggests that institutions provide the most compelling explanation o f  underdevelopment. Put in 
a historical, cross-country context, for much o f  the 19th century, there were probably not large 
differences in the productivity and well-being o f  the bulk o f  the population in Ethiopia, Korea or 
Ireland. All lived on the nutritional margins o f  e~ is tence .~  N o w  the differences with both Korea 
and Ireland are immense. There has since been enormous divergence. Why? 

2.4 An econometric analysis by Easterly (2002) for Ethiopia provides some initial clues. H e  
relates income per person to various structural determinants using instruments to capture only the 
exogenous factors. H e  then decomposes the difference in per capita incomes between Ethiopia 
and Korea in 1999, to find that these factors can be largely statistically explained by differences 
in the quality o f  “institutions” (from the synthetic index reported in Kaufmann, Kraay and 
Mastruzzi 2005), illiteracy, the trade share and the urbanization ratio. This i s  suggestive o f  the 
importance o f  these structural influences but it i s  unsatisfactory as a deep explanation-surely 
illiteracy, the trade share and urbanization are products o f  historical patterns o f  commitment to 
education, engagement in trading and industrialization. 

2.5 More promising approaches seek to explain both income levels and associated structural 
conditions in terms o f  longer term influences. Three such accounts o f  comparative development 

See Prichett (1997), 
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performance are based on geography, “culture,” and institutions. The geography story 
emphasizes proximity to  ports, whether on the sea or rivers, as a determinant o f  trading 
possibilities, and ecological conditions, especially related to tropical diseases (Sachs 2005). A 
cultural story argues that different societies possess cultural attributes that are more or less 
conducive to thrift and innovation (Landes 1999; Harrison and Huntington 2000). An 
institutions story argues that economic institutions are both products o f  historical circumstance, 
and potent determinants o f  incentives for broad-based investment and innovation (North 1990; 
Acemoglu, Johnson, and Robinson 2005). This i s  not the place to review the competing 
accounts in detail, but the fol lowing outlines the intuition behind an institutional account o f  
Ethiopia’s long-run economic performance.6 

2.6 Geography o f  course matters for Ethiopia. Malaria takes a huge toll. Environmental 
degradation in the highlands i s  central to the current l o w  productivity and vulnerability o f  
agriculture in these regions. Transport costs to international trading routes are high. But these 
are more products than deep causes o f  long-run underdevelopment. Washington, D.C. was once 
an inhospitable, malarial swamp. Even after the financial crisis, tropical Indonesia i s  a 
tremendous success o f  long-run expansion o f  human and economic development, relative to 
Ethiopia. The competing high-tech centres o f  India, Bangalore and Hyderabad, are closer to the 
centre o f  India than the coast. 

2.7 A story which sees Ethiopian culture as the source o f  underdevelopment i s  also 
unsatisfactory. However, here we need to draw some distinctions. The cultural account that i s  
dead wrong i s  a story o f  primordial, essentialist, cultural characteristics explaining development 
differences. This fails even a simple empirical test o f  development experience. Over time, such 
a culturalist account had to regularly update which cultures were good for growth, from Calvinist 
(when Northern Europe took off7) to Christian (when Southern Europe joined in), to Japanese 
(with Japan’s miracle), to  Confucian (with Korea) to Asian values (when Islamic Indonesia and 
Malaysia joined in) and so on (see Sen 2004 for a critique). 

2.8 But this i s  not to say that cultural considerations are not central to the development 
process-and applicable to Ethiopia. Culture surely matters to  the development process, but i t  i s  
not an essential attribute o f  a society: it i s  both dynamic and contested, with two-way interactions 
with economic and other factors.’ Group-based differences, between genders, between “ethnic” 
groups, or between classes, can be sources o f  practices inimical to the human and economic 
development o f  subordinate groups, and shape core aspects o f  development, from service 
provision to interactions in markets (Rao and Walton 2004). For example, Vaughan and 
Tronvall (2004), synthesizing a range o f  studies and fieldwork, argue that the dominant cultures 
and associated behaviours in Ethiopia are characterized by a range o f  authoritarian practices, in 
the family (where male dominance i s  deeply embedded), in the village, and in state-society 

See Acemoglu, Johnson and Robinson (2002, 2005), Rodrik, Subramanian, and Trebbi (2004) and Easterly and 
Levine (2003) for institutional position in a cross-country context. 

Weber in his classic work on Protestantism (focused on Calvinism) and capitalism i s  often cited by culturalists as 
the origin o f  this l ine o f  thought, although his views were not o f  a simple causal relationship; he discusses a more 
complex “selective affinity” between Calvinism and behaviors associated with early capitalism. 

6 

7 

See the contributions in Rao and Walton (2004) for discussion o f  perspectives in this vein. 8 
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relations. This may be reflected, for example, as observed in the recent Participatory Poverty 
Assessment (PPA), in officials who are seen as unresponsive, resistant to criticism and aloof. 

2.9 I t  i s  important to recognize that social and political practices are not cast in stone, and can 
change in response to shifts in economic conditions, the pattern o f  political opportunities and 
social mobilization, alongside regional variations. The PPA reveals this in that many Ethiopians 
feel  more empowered to express their views, and are more aware o f  their rights as citizens, than 
they were in the past. Moreover, some observers argue that there i s  a significant contrast 
between “authoritarian” Amharic-Tigrayan cultural traditions and more “egalitarian and 
participatory” traditions amongst the Omoro (see Vaughan and Tronvoll  2004). Given 
Ethiopia’s size and diversity, there are also likely to be significant differences across the country, 
making generalizations about “Ethiopian culture” unwise. 

2.10 An institutionally-based account i s  a more compelling explanation o f  Ethiopia’s long-run 
comparative development experience-with a dynamic view o f  culture embedded within this. In 
the tradition o f  Douglass North, “institutions” are understood as the rules o f  the game for social 
interaction, including for economic activity. Institutions that provide protection for property 
rights, support contracting between economic agents, and provide equitable access to human and 
physical investment opportunities, are conducive to long-term growth. Institutions that 
encourage the concentration o f  resources among narrow elites, restrict investment opportunities, 
and fai l  to provide incentives for state officials to guarantee rule o f  law, macroeconomic 
stability, and pol icy consistency, are inimical to long-run prosperity. Institutions are inherently 
distributional in their effects and so subjects o f  struggle. Indeed the capacity o f  institutional 
arrangements to manage societal conflicts i s  an important influence on long-run growth. T,o give 
one example, Rodrik (1 999) explains the differential growth performance between East Asia and 
most o f  Lat in America and Afr ica after the 1970s o i l  price increases in terms o f  the interaction 
between latent social cleavages and institutions for managing distributional struggles in the wake 
o f  major shocks. 

2.1 1 Where do favourable and unfavourable institutional arrangements come from? H igh  
degrees o f  political inequality tend to shape predatory or exclusionary institutions (World Bank 
2006a). This i s  pertinent to Ethiopia. The historically l o w  levels o f  literacy are consistent with a 
story o f  ideologically driven neglect and/or fear o f  the consequences o f  education for political 
mobilization (Bourguignon and Verdier 2000). University students were indeed active in 
seeking the overthrow o f  the imperial autocracy prior to the 1974 military coup by the Derg. 

2.12 The Polity IV measures o f  autocracy, which are used for cross-country analyses, range 
from 0 to 10 for complete autocracy. The two most striking Afr ican successes stories- 
Botswana and Mauritius-both had consolidated democracies (with a score o f  0 on Polity IV 
autocracy rating, and a high 9 or 10 on democracy) and durable regimes with elections, and 
democratic changes o f  government in Mauritius.’ By comparison, Ethiopia scored a (very high) 
9 on the autocracy index under the monarchy, which declined to 7 under the Derg, and f e l l  to 3 
between 1994 and 2003. The trend thus suggests that Ethiopia’s political playing field has 

All these ratings are from the Polity IV  data base, available at www.cidcm.umd.edu/inscr/polity/. 9 
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become more equal over time, albeit from a very weak base, as does recent progress in raising 
the literacy rate (from 26 to 38 percent between 1996 and 2004"). 

2.13 The presence o f  distributional conflicts and the 
social arrangements for managing these conflicts are important themes within an institutional 
account. Work on determinants o f  open conflict emphasize the interaction between economic 
causes and historical or created grievances (Collier and Sambanis 2005; Djankov, Montalvo and 
Reynal-Querol2005). Countries that are poorer, have appropriable or lootable resources to fund 
conflict, and are more polarized and are more conflict-prone. 

The salience of inter-group conflict. 

2.14 Historically, assimilationist systems o f  government in Ethiopia have had the effect o f  
embittering marginalized groups, and contributing to conflict for much o f  the past half-century. 
The current federal system marks a significant change in devolving power to the local level and 
distributing public resources in an equitable and transparent way, thus aiming to enable more 
responsive and accountable government. 

2.15 Although ethnic diversity i s  statistically associated with a higher likelihood o f  conflict, it 
i s  not destiny, as exemplified by the contrast between Guyana and Mauritius, both o f  which have 
higher degrees o f  polarization than Ethiopia. Guyana has been beset by distributional struggles 
between i t s  two major ethnic groups (of  African and Indian descent), and has a dismal 
development record. Mauritius, with a similar ethnic mix and degree o f  polarization, 
successfully built democratic institutions that have both effectively managed conflict and 
underpinned economic institutions supportive o f  long term growth. l1 Ethnic diversity can also 
be an important asset in ensuring dynamism in cultural change, attracting tourism and so on, 
provided that potential conflicts can be managed. This suggests that f rom a development 
perspective, democratic consolidation and institution-building are potentially more important for 
diverse countries such as Ethiopia than for countries that are more ethnically homogenous, such 
as many o f  the East Asian successes (Collier 2006). 

2.16 Interpreting the Derg. Turning to the Derg, the revolution was i tself  a product o f  latent 
distributional conflicts spilling over into violent overthrow at an early stage o f  development. 
The imperial elite's neglect o f  broad-based development may have helped preserve their 
privileges for a lengthy period, but la id the seeds for an abrupt removal. The modest expansion 
o f  education, especially in urban areas, helped create groups with the aspirations and capacity to 
mobilize for change. Unfortunately for Ethiopia, the Derg was composed o f  equally 
authoritarian generals. Many o f  the regime's actions were both reprehensible and bad for 
growth. A military elite pursuing Stalinist planning policies in a very poor country had a 
pernicious impact. This i s  evident in, for example, very l o w  levels o f  recorded private 
investment and contractions in overall income levels (Figure 1.6). I t  also hurt human well-being 
directly, most dramatically during the 1984/85 famine, where both initial neglect and then forced 
relocations substantially worsened the extent o f  suffering. Even in basic literacy and health, 
areas where many communist governments did well, performance was mediocre at best. 

Extensive data on literacy are available at http://www.csa.gov,et/text-files/Literacy-rate.htm. I O  

'I See World Bank (2006a) Chapter 6 for a comparison between Guyana and Mauritius. 
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2.17 The Derg regime did, however, bequeath two important and inter-related positive 
legacies: the removal o f  the feudal el i te and an egalitarian distribution o f  land. While costly in 
transition, this legacy i s  positive for Ethiopia’s development prospects. In terms o f  economics, 
family-based agricultural production i s  a potentially efficient form o f  labour organization, 
though, as discussed below, this i s  dependent on effective mechanisms for resource management, 
service delivery and (at least for permanent crops and soil conservation purposes) a reasonable 
degree o f  perceived tenure security. In terms o f  politics, democratization i s  more difficult in 
regimes which are feudal or deeply unequal in nature. If there is a relatively equal peasantry (as 
there appears to be in the case o f  Ethiopia), then this can provide a democratic government with 
a mandate to deliver broad-based rural services. It was feasible, for example, in the pre- 
industrial United States based on a freeholder peasantry. While much o f  East Asia adopted pro- 
rural policies under authoritarian rather than democratic auspices, the imperative to deliver to the 
peasantry was part o f  the political basis for equitable and relatively efficient policies and, as 
noted above, relative ethnic homogeneity may help explain the success o f  the authoritarian 
approach in East Asia (Collier 2006). 

2.18 An additional legacy o f  the Derg was an organizational system v ia  the party system, 
going down to the kebele (village) level. Interactions between centre and local organizations, 
and between local governmental bodies and communities, are fundamental to many aspects o f  
development, especially with respect to service delivery. But structures based o n  political and 
social control can be detrimental to genuine participation and local empowerment, which are 
essential ingredients to adaptive and responsive service delivery, whether in education, 
agricultural extension, local infrastructure or health. Achieving greater accountability in local 
institutions i s  central to current challenges, and i s  being addressed on several fronts, as discussed 
below. 

2.19 The transition to the current regime. The current government came to power as the 
product o f  the historically ethnically-based pattern o f  mobilization against the Derg regime. The 
core was a Tigrayan guerrilla movement and party (the Tigrayan Peoples Liberation Front, or 
TPLF), that had an ideological and social basis in the peasantry. This group broadened i t s  ethnic 
and geographic base before coming to power, through alliances with other anti-Derg groups, in 
forming the Ethiopian Peoples Revolutionary Democratic Front (EPRDF). The Derg regime 
was, o f  course, also brought down by the EPRDF’s alliance with Eritrean groups seeking 
independence from Ethiopia. 

2.20 The new regime undertook substantial shifts in pol icy and institutions in both the political 
and economic realms. In the political realm, Ethiopia moved formally to a multi-party 
democracy, with an independent judiciary and press. The new constitution created a federal 
system, organized on geographic l ines that corresponded broadly with ethnic groupings (“ethnic 
federalism”), marking a sharp break with Ethiopia’s long tradition o f  centralized governance (the 
decentralized structure i s  described in Box 2.1). The resulting regions, unusually, were given the 
right to secession in the constitution, consistent with the EPRDF’s commitment when a guerilla 
movement, and Eritrean aspirations. Eritrea duly seceded in a 1993 referendum. 
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Box 2.1 The Structure of Regional and Local Governments in Ethiopia 
The 1995 Constitution established a four-tier (region, zone, woreda and kebele administrations) system o f  
government embodying an ambitious vision for decentralisation. The woredas and urban administrations 
are the key level o f  local government, with significant responsibility for  basic services, with the average 
woreda population being around 100,000. The structure i s  depicted in simple graphical terms below. 

Urban 
Administrations 

1 Regional Administration I 

Rural 
Woredas 

Rural settlements 

Each level o f  governance shown above, except the kebele, has a tripartite structure comprising a council, 
an executive cabinet, and sector bureaus (offices). Woreda councils comprise directly elected 
representatives f rom each kebele in a woreda, and have dual accountability: upward to the regional 
cabinetlcouncil, and downward to the local electorate. Woreda cabinets consist o f  around a dozen 
members, drawn from elected representatives and sector office chiefs. 

The main constitutional powers and duties o f  the Woreda council and i t s  executive include preparing and 
approving the annual development plans and budgets, and monitoring their implementation; local taxation 
and expenditure management, administering primary schools and health institutions; managing 
agricultural development activities and protecting natural resources. 

2.2 1 Despi te a formal multi-party structure, federal elections were ef fect ive ly  uncontested in 
1995 and 2000 due to opposi t ion boycotts (protesting the lack o f  political space) and intimidation 
o f  the electorate. T h e  2005 elections were the f i rs t  t o  i nvo l ve  open compet i t ion,  and the lead-up 
to the elections was characterized by an unprecedented level  o f  genuine po l i t i ca l  debate on issues 
including land policy and the federal  system. T h e  Government  a l l owed  the opposi t ion access t o  
the state-run media, and for the f i rs t  t i m e  a v iab le national alternative. to the EPRDF emerged. 
Vo te r  part ic ipat ion was high, demonstrat ing the cit izenry’s enthusiasm for progress toward  
democracy (Box 1.2). However ,  the events that f o l l o w e d  under l ine the need for measures to 
strengthen horizontal accountabi l i ty  by guaranteeing f reedom o f  the press and the independence 
o f  the judiciary. 

2.22 In the economic realm, the  Government  inst i tuted a series o f  re fo rms  t o  l iberal ize internal  
and external trade, and t o  restore macroeconomic discipline. The  k e y  redistr ibut ive measures o f  
the D e r g  regime, i nc lud ing  keep ing  al l  land in state hands, were maintained. T h e  financial sector 
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remains dominated by the public sector, and closed to foreign investment. However, private 
(domestic) banks have grown gradually stronger, and account for more than hal f  the new loans to 
the private sector in 2005 (though less than a fifth o f  deposits). The states’ dominance of the 
manufacturing sector (albeit a small share o f  the total economy) has declined from around 80 
percent o f  output to ha l f  over the past five years. Only 10 public enterprises were privatized 
from 2003 to 2005-a marked slowdown from the initial period, when 200 were sold-although 
the pace has picked up again more recently. Within the formal private sector, ownership remains 
fairly concentrated. As a large conglomerate with holdings in many sectors, the MIDROC 
g roupa l though  it does not dominate any single activity-“has a size and orientation that makes 
it highly influential and important in the Ethiopian business l i fe”  (SIDA 2004, p. 26). Finally but 
not least, party-associated companies continue to represent a large share o f  formal sector firms, 
which could create “doubts, well-founded or not.. . concerning the.. .credibility o f  [the 
Government’s] private sector policies” (p. 27; see also Part 11, Chapter 3). 

2.23 Some observers argue that the shifts in the political and economic realms were 
undertaken, at least in part, to  achieve support from the international community. While the 
direction o f  these moves was consistent with most donors’ preferences, as reflected in increasing 
aid, the government was clearly making i t s  own decisions. This was revealed most dramatically 
in the Ethiopian-Eritrean war, which brought significant criticism from virtually the entire 
international community, as well as large cutbacks in aid until the formal cessation o f  hostilities 
under United Nations auspices. More generally, the Government has tended to adopt policy 
reforms at i t s  own pace. 

2.24 While the political and economic changes have been marked, Ethiopia remains in 
transition over a decade after the fal l  o f  the Derg. We highlight two areas that are central to 
development pol icy and implementation where the transition remains incomplete. 

(i) Federalism, decentralization and service delivery. Research o n  the workings o f  the 
new decentralized system (see Vaughan and Tronvall, 2004 for a synthesis), find a mixed 
situation. O n  the one hand, there has been a major increase in the sphere o f  action and 
resources o f  local governments at the regional and woreda levels. Staffing i s  
predominantly o f  people f rom the region, not least because o f  the requirement on use of 
local languages. The Public Sector Capacity Building Program (PSCAP), an initiative 
supported by multiple donors, has been created specifically to support the 
decentralization process through training and other demand-driven capacity building 
efforts. 

On  the other hand, authoritarian tendencies have been slower to change, al l  the way down 
to local levels, According to the Participatory Poverty Assessment (PPA), officials are 
more prone to consider their j ob  as one o f  “authority and issuing instructions than in 
terms o f  consultation and problem solving (MOFED, forthcoming, p. xxx).” There i s  
extensive evidence o f  the use o f  local powers to maintain social and political control, in 
areas such as tax collection, credit (closely tied to fertilizer use and extension support) 
and allocation o f  local administrative positions. Local bodies are also biased toward 
control by government appointees. 
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(ii) The private sector. Ethiopia’s private sector remains weakly developed, and, apart 
from the self-employed and peasant farming, concentrated in Addis Ababa. While 
available evidence suggests efficiency in party-controlled enterprises i s  only slightly 
lower than private companies (World Bank and EDRI 2004), party enterprises in key 
sectors indicate a risk o f  potential bias, real or perceived. Despite the noted strong 
increase in private investment as a percent o f  GDP from 1992 to 1998, the share has since 
fluctuated rather than continuing on a clear upward trend (Figure 1.7), which signals 
room for continued improvement in the investment climate. A “competition 
commission” has been established, but has not yet begun to have a major impact. One 
sector that could benefit from increased private sector participation, the IT sector, i s  
discussed in detail in Part 11. To date, the public sector has been responsible for 
extension o f  the IT  backbone as well as the majority o f  service provision. The GOE 
sectoral pol icy envisions “downstream liberalization,” which would give the private 
sector an increased role-implementation o f  this pol icy could be accelerated, especially 
given the important knock-on effects o f  improved communications for rural development 
in particular. 

2.25 These shortcomings have l i n k s  to political realities faced by the government. To some 
degree the Government i s  an alliance o f  historically peripheral groups against the traditional 
centre. Two strategic political r isks are o f  a recentralization on the one hand, and secession on 
the other (Levy 1999). Since the political base outside Tigray i s  based on recent alliances, the 
government needs to  ensure control through reliable local allies. Indeed al l  o f  the regions have 
been under the control o f  government allies under the new regime. While a concern with control 
i s  understandable given Ethiopia’s history, it i s  also vulnerable to challenge. Among the most 
populous group, the Oromo population, which i s  central to overall stability, at least one 
movement (the Oromo Liberation Front) is  banned, since it has not displayed any intention o f  
renouncing violence. Indeed, one o f  the difficulties faced by Ethiopia i s  that some challenges t Q  
the Government are likely to be violent, and potentially supported by external parties. 

2.26 Similarly, securing control over large-scale enterprises i s  aligned both with fears that 
unrestricted liberalization will threaten social stability, and also to assure control vis-a-vis the 
Addis Ababa-based private sector. Ideological preferences for indirect state control may also 
have played a role here. 

2.27 While pol icy design reflects political context, decentralized service delivery i s  crucial in 
both economic and social areas; and the business environment, i s  key to private sector 
investment behaviour. These are taken up in the policy discussion below. 

2.28 I s  Ethiopia moving toward more equitable and growth-friendly institutions? Our 
assessment i s  a cautious yes, but the process i s  neither complete nor consolidated, and i s  
vulnerable to going off-course. As outlined below, there appear to be several systemic shifts 
relative to Ethiopia’s history. 

2.29 First, viewed in historical context, Ethiopia has taken significant steps toward democracy. 
According to the political scientists who make the Polity I11 ratings, in 1997-2003, with respect 
to democracy, Ethiopia scored 3 out o f  10, relative to a historical rating o f  0 under the Derg and 
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monarchy. With respect to autocracy Ethiopia’s score fe l l  from 8 to 3. In this ranking, Ethiopia 
was an intermediate, semi-authoritarian pol i ty prior to the 2005 elections. Observers agree that 
the elections and the scale o f  participation therein were significant democratic advances. While 
some have argued that the events since then have reversed the process o f  democratization, it 
seems more appropriate to characterize this as part o f  a cyclical process o f  opening and closing 
political space since 199 1 , typically associated with electoral cycles (Box 1 -2). 

2.30 Second, the record since 1992 has been o f  reasonably effective government action in a 
range o f  areas. This applies to a broad range o f  development activities, f rom macroeconomic 
management, to building roads, to getting kids into schools. In order to place Ethiopia’s 
performance in an international context, we refer to the governance indicators compiled annually 
by the World Bank Institute. These were calculated for six dimensions o f  governance in 213 
countries in 2005, drawing on a variety o f  data sources (including firm and individual surveys, 
and rankings from commercial risk rating agencies, NGOs, and aid organizations). Data sources 
and availability vary by country-the Ethiopia ratings are based on about six sources.12 In recent 
years, the measures o f  “government effectiveness,” “regulatory quality” and “rule o f  law” have 
ranked Ethiopia in the 15th-25* percentile o f  countries, and in some years way above that, which 
i s  especially notable relative to Ethiopia’s l o w  ranking on income and social indicators (Table 
2.1). However, there has been a worrying downward trend on al l  World Bank Institute 
governance indicators for Ethiopia since 1998. However, different international surveys provide 
mixed results. For example the recently released Global Integrity Index gives Ethiopia a rating 
o f  ‘Strong’ with a percentage score o f  89 for ‘Anti-Corruption and Rule o f  Law’, and 
Transparency International Corruption Perceptions Index (CPI) has seen Ethiopia decline since 
1998 but slightly improve since 2005. However it i s  difficult to  compare across these surveys, 
which are based on perceptions and typically quite small samples, and across time. 

Table 2.1 Measures of  Ethiopia’s Institutional Quality 
(Percentile Ranking: Relative to all Countries Observed) 

Source: Kaufmann, Kraay, and Mastruzzi 2005. 
1. Voice and accountability: the extent to which a country’s citizens are able to participate in 
selecting their government, as well as freedom o f  expression, freedom o f  association, and free 
media 

l2 The aggregate and individual governance indicators and detailed explanations o f  the data sources and 
methodology, along with additional details are available at www.Eovindicators.org Gaining further insight into 
Ethiopia’s ranking requires looking at the individual data sources that make up the aggregate, and these data 
providers do not necessarily explain the basis for changes in country scores. 

31 



2. Political stability and absence of violence: perceptions o f  the l ikelihood that the government 
will be destabilized or overthrown by unconstitutional or violent means, including political 
violence and terrorism 
3. Government effectiveness (GE): the quality o f  public services, the quality o f  the c iv i l  service 
and the degree o f  i t s  independence from political pressures, the quality o f  pol icy formulation and 
implementation, and the credibility o f  the government’s commitment to  such policies 
4. Regulatory quality (Re,: the ability o f  the government to formulate and implement sound 
policies and regulations that permit and promote private sector development 
5.  Rule of law (E): the extent to which agents have confidence in and abide by the rules o f  
society, and in particular the quality o f  contract enforcement, the police, and the courts, as wel l  as 
the l ikelihood o f  crime and violence 
6 .  Control of corruption (CC): the extent to which public power i s  exercised for private gain, 
including both petty and grand forms o f  corruption, as we l l  as “capture” o f  the state by elites and 
private interests 

2.31 Third, there i s  genuine commitment to equity, evident in the priority given to the 
peasantry in agricultural, social and economic services, and in the fact that Ethiopia outperforms 
nearly all African countries in pro-poor spending effort (see Part 11, Chapter 1 ; and World Bank 
2006f). This has deep roots in the political base and strategy o f  the Government in the civ i l  war, 
and was facilitated by the removal o f  the feudal elites and land redistributions o f  the Derg. 

2.32 Fourth, Ethiopia’s federalism can be seen as a constitutional arrangement for 
management o f  inter-regional conflict, with a parallel in industrial countries in Spain after i t s  
transition to democracy. This i s  not without controversy, and tensions st i l l  exist. The current 
arrangements represent an institutionalized process for managing a very large and diverse 
country, although as argued below, greater levels o f  local accountability and effective 
empowerment are needed. 

2.33 Fifth, in addition to these internal factors, the external environment has improved in ways 
supportive o f  stability. The end o f  the Cold War removed one important external source o f  
destabilization. There are prospects o f  a more favourable regional context in the Horn, though 
this remains unconsolidated and tension in Sudan and Somalia at the time o f  writing are 
symptoms o f  the continuing potential for instability. Increasing global integration, v ia large aid 
flows and trading, provides some external commitment mechanisms for greater domestic 
stability. 

2.34 In short, Ethiopia has, along with many other African countries, moved much more 
rapidly than did most o f  the now-rich countries in their historical paths o f  democratization. 
Future historians will be the judge o f  these changes, but a provisional v iew i s  that these are key 
steps toward a fundamentally different, more development-friendly set o f  institutional 
arrangements than existed in Ethiopia’s long history. At the same time, however, the aftermath 
o f  the 2005 elections has highlighted the fact that challenges remain to  consolidating democracy. 
Questions o f  how this relates to strengthening growth-supporting institutions and attracting 
increased domestic and foreign investment in the complex short-run situation are taken up in 
Chapter 5. 
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3. THE DESIGN AND CONTENT OF A GROWTH STRATEGY 

3.1 Despite recent growth and success stories in specific activities, the rates o f  growth remain 
below those needed to reach Ethiopia’s development goals, and below potential. There has been 
an acceleration in the last three years, but the jury i s  s t i l l  out on whether this i s  sustainable. 
There i s  no evidence o f  an overall economic take-off since the early 1990s. The evidence o f  a 
broad-based and sustained agricultural productivity takeoff i s  weak, though again there i s  some 
diversity in performance across sectors and geographical regions. Indeed, i t i s  possible to 
construct gloomy scenarios for peasant agriculture since agricultural output per capita evidences 
long-run decline (Figure 3.1). In the “inadequate/unreliable rainfall” areas, the continued decline 
in potential productivity due to soil erosion and a vicious environmental grazing-fuel use cycle 
has overwhelmed gains from development efforts. 

Figure 3.1 Agricultural Value Added per Person has Experienced Long-Term Decline 
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3.2 This chapter takes on the question o f  whether Ethiopia could experience a takeoff-that 
i s  intimately linked to the question o f  whether a “big push” makes sense-and what this implies 
for policy choice and institutional design. To put the question graphically: what does Ethiopia 
need to do to fo l low the paths o f  major successes in sustained development f rom initially very 
poor levels of income, such as Indonesia, China and Vietnam (Figure 3.2). 

1) On a “big push,” S-Curves and Investment Needs 

3.3 A “big push” could be justified on two grounds: moral and economic. The moral case 
flows directly f rom poverty. A big effort that radically expanded the capabilities o f  most 
Ethiopians would be o f  immense value for i t s  impact on severe deprivation. This applies with 
even greater force if a significant part o f  the initial effort was financed by r ich countries and this 
helped get Ethiopia onto an eventually self-sustaining path o f  development. A transfer from the 
rich o f  the world to expand the assets and welfare o f  the very poor reduces the costs in savings 
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required o f  Ethiopia. (Most East Asian societies had high savings rates that were good for 
growth, at the cost o f  lower welfare for poor people in the early phases o f  their takeoff.) 

Figure 3.2 What Does Ethiopia Need for a Growth Trajectory Like Indonesia, China or Vietnam? 
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3.4 But the moral case only makes sense if a big push can indeed induce a substantial 
expansion in terms o f  economic growth, private consumption, and other dimensions affecting 
people's well-being and opportunities. Here there are different perspectives: 

One view, exemplified by Sachs (2005) and the Commission for Africa, i s  that an aid- 
supported push in countries committed to sound development approaches can lead to a 
takeoff in growth and major improvements in well-being-as practically and 
symbolically captured by the pursuit o f  the MDGs. This view emphasizes that very poor 
countries may suffer f rom "poverty traps" in which their very poverty prevents the public 
actions needed to  induce takeoff. One version o f  this i s  S-curves in the development 
process, which we discuss below. 
A second view, illustrated by Easterly (2005), argues that the evidence for a country-level 
poverty trap and S-curve i s  weak, and that examples are relatively rare and do not prove 
that there i s  a generalized poverty trap. Thus the argument i s  that while growth 
accelerations do occur, we know little about the influences on such takeoffs, in terms o f  
initial conditions and policies (Hausmann, Pritchett and Rodrik 2006). A related 
argument i s  that aid-propelled takeoffs are especially rare, and Easterly (2006) argues this 
i s  due to the institutional and pol icy distortions associated with aid. This i s  a particular 
version o f  the broader concern that either internally or externally propelled big pushes 
can face diminishing returns. 

3.5 There are important elements o f  truth in both these perspectives for Ethiopia. There i s  a 
range o f  specific areas in which S-curves are l ikely to be salient; we outline these next. However 
realizing the potential gains f rom moving to the steeper part o f  these curves i s  not a question o f  a 
generalized push, or rol l ing out o f  spending, but i s  a complex, contingent development process. 
There are genuine risks that efforts in policy change and the deployment o f  domestic savings and 
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foreign aid are not only wasted, but will actually distort development. This can lead to failures 
to reach specific goals (such as advances toward the MDGs) and in getting onto a self-sustaining 
path. Recognition o f  this point i s  the basis for one o f  the principal messages o f  this report, that it 
i s  the design and management o f  development processes that makes the difference between 
successful and failed efforts. 

3.6 The likely prevalence of S-curves. Many development processes in Ethiopia are likely to 
involve S-curves-presented in a stylized fashion in Figure 3.3. By this we mean that a 
particular process can be associated with l i t t l e  or no growth (of  returns, profits and incomes) 
despite the deployment o f  investment in capital, labour, or resources looking for innovation- 
between A and B in the figure-until a threshold i s  reached, after which there i s  a transition to 
rapid growth, between B and Cy followed eventually by a return to steady growth. This implies 
the need for periods o f  sustained investment in institutions or capital, and adds uncertainty to 
growth dynamics. 

Returns, 
profits, 
incomes c 

Figure 3.3 A Schematic o f  a Development Process that Follows an S-Curve 
I 

A 

I 

Time, 
investment 

3.7 
at least planning for their existence in different parts o f  the growth strategy: 

While careful documentation o f  S-curves is l imited for Ethiopia, there i s  a good case for 

Agriculture, the environment and risk in ecologically fragile areas. A central example 
concerns the conditions under which farmers manage crop and livestock production. 
L o w  initial returns could be driven by high levels o f  risk, learning effects and 
discontinuities in reducing marketing and other transaction costs, and interactions with 
environmental conditions. These make short-term returns to investment in increased 
input use l o w  or even negative even though higher adoption o f  fertilizer, improved seeds, 
and technology could significantly boost returns over time. Farmers are caught in a trap: 
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if they seek to intensify production they run the risk o f  weather-induced losses or credit 
defaults. Private costs and problems o f  collective action further deter investment in soil- 
management techniques. In the longer run however, with well-adapted technology, 
reduced transaction costs for marketing, and strengthened risk-management instruments, 
there could be shi f ts to a higher-return path. 

Early childhood development. High malnutrition and poor early childhood health have 
permanent effects. Parents may under-invest in early childhood development and 
education owing to liquidity constraints, lack o f  information, and lack o f  health services. 
Children may grow up with such l o w  levels o f  human capital that their productivity and 
returns to work are significantly reduced. A push to support human development could 
lift children onto a higher human capital and, eventually, higher return path. In Ethiopia 
nutrition i s  a priority. While malnutrition rates have dropped markedly over the last 
decade, for reasons which are not yet well explained, the levels remain unacceptably 
high. According to both the 2005 Demographic and Health Survey and the 2004 Welfare 
Monitoring Survey Report, almost hal f  o f  children under five years old are stunted. The 
human costs are enormous-shortened lives f i l led with illness and reduced physical and 
mental capabilities. An inter-ministerial National Nutr i t ion Strategy formulated in 2005 
delineated activities ranging from chi ld growth monitoring and promotion o f  essential 
nutrition actions, extension services, and enhancing maternal practices, knowledge and 
attitudes. While the plan i s  not yet costed, i t is possible that the returns to such programs 
that effectively combat malnutrition would display S-curve patterns. 

0 Institutions, credibility and investment. Private investment i s  driven by expectations that 
are in turn shaped by the perceived credibility o f  governments to sustain policy and 
protect property rights. Changes can be slow since it takes time for expectations to 
change, with herd effects shaped by information and genuine complementarities among 
investors. Investors’ perceptions seem to be affected by a sense o f  marginalization from 
policymaking in Ethiopia, despite the Government’s attempts to institutionalize the 
PASDEP consultations through the Public-Private Partnership Forum. Conversely, if 
credibility i s  achieved, there can be a large impact on investment. For example, the 
rebound in private investment as a share o f  GDP after a dip in 1992 (Figure 1.7) might be 
explained to some extent by rising confidence in the business climate. 

Infrastructure, logistics and transaction costs. Lack o f  infrastructure reduces the profits 
o f  peasants and f i rms, and increases the cost o f  going to schools and health centres. 
There are both network effects within infrastructure provision and complementarities 
between areas o f  service. Rural roads bring greater benefits if linked to the arterial 
network. Grid-based electricity production i s  intrinsically networked. Local industrial 
takeoff may require telecoms, roads and electrification. In focus groups held in 2004, 
foreign investors clearly signalled that infrastructure was the area where government 
attention was most urgently needed, while domestic investors cited a broad range o f  
priority areas. One investor noted, for example, that instead o f  Ethiopia offering a market 
o f  70 mi l l ion people, “logistical difficulties” in reaching many parts o f  the country 
effectively restricted the market to only 10 mi l l ion people (UNCTAD 2004). This 
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suggests that there could be a minimum threshold o f  infrastructure needed to make 
significant strides in attracting foreign investment. 

3.8 These types o f  considerations provide the potential basis for specific “big pushes” to 
tackle structural constraints, induce shifts from vicious to virtuous cycles and help move 
development processes to the steep part o f  S-curves. There i s  some evidence o f  shifts to steeper 
parts o f  S-curves. For example, the rose revolution (discussed below) took o f f  seemingly from 
nowhere, and several growth corridors for agricultural exports, such as o i l  seeds, meat and 
livestock, pulses, fruit and chat are emerging. 

3.9 These are an important part o f  the 
recommendations from the Commission for Africa and the United Nations Millennium 
Development Project. Ethiopia-specific plans have been developed by the Government which 
include some estimates for inter-sectoral interactions using the World Bank’s Maquette for MDG 
Simulations model (MAMS-see Wor ld  Bank 20060. Based on the MDG Needs Assessment, 
the Government has generated projected costs for implementing the PASDEP, shown in Table 
3.1. Total costs from FY 2005/06 to FY 2009/10 are Br 333 billion. This i s  a huge amount for 
Ethiopia: the five-year total i s  roughly 13 times the size o f  total public spending in 2004/05. 

A big push implies big investment plans. 

3.10 A spending expansion o f  this size raises two questions. The first i s  affordability. The 
IMF developed a scenario for financing the lower bound scenario within prudent macroeconomic 
limits. However even this implied an expansion o f  aid that has not yet been forthcoming, in part 
due to events after the 2005 elections. There i s  also the important issue o f  how to use the new 
debt headroom created by the HIPC and G8 debt reduction, in ways that are both effective and 
sustainable. We discuss issues in macroeconomic policy in Chapter 5. 

Table 3.1 Projected PASDEP Cost Requirements Based on the MDG Needs Assessment 

*Constant 2005/06. Exchange rate used: US$1 = Br 8.7. 
Source; Government o f  Ethiopia 2006. 
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3.1 1 The second question i s  o f  design and practicality: can the Government and other actors 
implement this huge expansion in ways that realize complementarities and avoid sharply 
diminishing returns? This raises challenges both o f  management and o f  potential distortion o f  
public and private processes, including the risk o f  much larger corruption than i s  now observed 
in Ethiopia. The results from Easterly (2005), cited above, warn against any generalized 
relationship between a big push and a takeoff. In Ethiopia’s own experience, the significant 
effort in agricultural transformation failed to get the sector onto a path o f  rapid growth so far. 
The rest o f  this section focuses on the main message o f  the report: that the design and content o f  
development i s  critical to whether development effort has impacts on l ives o f  Ethiopians, 
whether at current levels o f  effort o r - e v e n  more-in a scaled up effort. We organize this into 
four areas: 

Adding an “imbalanced” leg to the current “balanced” strategy; 
Designing pol icy through identifying key constraints and achieving complementarities 
across inputs and markets; 
Making risk management integral to growth-oriented policy; and 
Changing the role and behaviour o f  government in many areas o f  public action from a 
top-down to an adaptive, supportive role. 

3.12 Part I1 provides more detail on diagnostics for agricultural development, private sector 
development and infrastructure. Other World Bank reports discuss policies for the social 
services in greater depth. Here the discussion i s  along thematic lines, with illustrations in the 
two broad domains o f  public action in rural and urban development. 

2) An ADLI that Embraces “Imbalanced” Growth 

3.13 The strategy o f  Agricultural Development-Led Industrialisation (ADLI) outlines an 
essentially “balanced” approach to meeting development goals, by expanding rural productivity 
and social and economic services for all. This approach i s  highly desirable for Ethiopia. 
However both past experience and international comparisons indicate that it i s  insufficient for 
rapid growth. In the East Asian cases o f  takeoff, agricultural productivity increases and linkages 
with non-farm income and employment were always part o f  the growth experience. But these 
were complemented by more rapid takeoffs in other sectors: oil-financed public sector-led 
growth and then labour-intensive industrialization in Indonesia; special economic zones and 
Township and Village Enterprises in China; and FDI-led industrialization in Vietnam. 

3.14 In light o f  Ethiopia’s past experience and international cases o f  takeoff, we suggest a 
diversified strategy involving “walking on two legs.” This i s  based both on our analysis o f  
where growth prospects may lie, and a view on objectives that gives substantial weight to 
equity-in the sense o f  expanding opportunities to all Ethiopians. It i s  presented schematically 
in Figure 3.4. Balanced broad-based rural development, service expansion and small town 
development i s  complemented by the “imbalanced” pursuit o f  dynamic new activities. A further 
message i s  the significant heterogeneity both o f  initial conditions, and patterns o f  constraints and 
opportunities across regions and sectors. For expositional purposes we organize this 
heterogeneity into two parts within each o f  the balanced and imbalanced legs. Within the 
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balanced ADLI-style leg, areas o f  significant agro-ecological potential are distinguished from 
areas where environmental factors limit prospects, as discussed below. 

Figure 3.4 Overview of  a More Diversified, “ADLI-Plus” Growth Strategy 

Rapid, equitable 0 

3.15 Why not focus primarily on dynamic new activities, given the disappointing results o f  the 
broad-based small farmer strategy to date? There are two elements o f  an answer to this question. 
First, there i s  a powerful equity and efficiency case for providing al l  Ethiopians with the human 
capabilities to participate in the overall development process-that i s  central to the core 
principles o f  the government, now reflected in a strategy oriented to the MDGs.13 This implies 
providing basic services for all, and steadily improving the service package over time. As under 
current plans, such a package i s  likely to include basic schooling, health services, water and 
sanitation, rural roads, nutrition and food security-with rural electrification and telecoms a 
further step. But this could also be considered part o f  a strategy that gives Ethiopians the 
wherewithal to get out o f  traditional activities into dynamic new ones. 

3.16 Thus the second reason i s  specifically about agricultural and rural development: 
increasing productivity o f  small farms i s  both necessary and feasible to make rapid inroads into 
poverty in the medium term. It is. difficult to construct scenarios o f  rapid income poverty 
reduction absent broad-based productivity increases in cereals and other peasant crops. Eighty 
percent o f  total employment i s  in agriculture, and most peasants are dependent on cereals, which 
account for 89 percent o f  the total area under temporary crops (World Bank 2005e). But i s  a 
broad, cereals-based component feasible? As argued below and in Part 11, Chapter 2, the 
evidence suggests that it is, but it will require changes in the approach to agricultural policy, and 
recognition o f  spatial heterogeneity in conditions. Significant advances in cereal, given the very 
broad base, also require time to take effect. This i s  illustrated by quantitative scenarios drawn 

l3 As already noted, the efficiency arguments for an equitable development strategy flow from the gains in 
utilization o f  economic potential o f  all, especially in the context o f  widespread market failures and the reduced risks 
o f  conflict. See World Bank 2006a. for a more extensive discussion. 
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from a multi-market, spatially differentiated model built by IFPRI (Diao and Nin Pratt 2004). As 
Figure 3.5 shows, the continuation o f  past trends will actually worsen poverty. A focus on 
livestock, coffee and/or non-traditional exports bring some gains. But only if there i s  
productivity growth in staple crops will there be large inroads into poverty. Gains are greatest 
when combined with policies to promote market deepening. 
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Figure 3.5 Alternative Scenarios for Agricultural Growth and implications for Poverty Reduction, 
2003-15 
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Note: Staples only: An additional 1.5 percent annual productivity growth over baseline 
levels. Livestock only: An additional 3.4 percent annual productivity growth over 
baseline levels. Non-traditional exports only: An additional 9 percent annual productivity 
growth over baseline levels. Multi-agriculture: Combination o f  staples, livestock, and 
non-traditional exports above. Markets: multi-agriculture plus market improvement ( 10 
percent annual reduction in marketing margins). 
Source: Diao and Pratt 2005. 

3.17 In urban areas, informal activities already provide the main source o f  employment for 
most people and especially the poor. Facilitating productivity and income growth in the urban 
informal sector through basic urban services (including electrification and telecommunications) 
thus constitutes an important part o f  a strategy for broad-based development. Manufacturing 
exports are unlikely to provide a source o f  growth in the medium term, given the burden o f  
transport costs. Instead, deeper linkages with an expanding rural economy, and efficiency 
improvement driven import substitution, would need to provide the main opportunities. 

3.18 While the f i rs t  leg i s  systematically about balance, the second is about imbalance: in a 
tradition going back inter alia to Hirschman, concentrations o f  effort can achieve growth 
breakthroughs, both across product l ines and across space. Figure 3.4 distinguished two 
categories o f  “imbalanced” development: those driven by private sector “discovery” o f  activities 
that are profitable in Ethiopia and major public sector schemes to create the infrastructural and 
productive base for large-scale production. 

3.19 While the second leg i s  about concentrating efforts that can have a spatial, growth pole 
character, the thrust  f i t s  within a more broadly-conceived ADLI strategic framework. In terms o f  
overall output and employment dynamics, al l  the East Asian successes (outside the city-states) 

40 



involved a combination o f  broad-based rural growth and dynamic new activities. And in spatial 
terms, regional growth takeoffs can complement slower growth in agricultural productivity, and 
help absorb labour surpluses. Indeed there is a political case for each region having one or two 
focused efforts. However, there are no more magic bullets here than in the first leg, so the 
importance o f  structured experimentation and innovation apply with equal force. 

3.20 What areas? In the f i rs t  category o f  “self-discovery,” the essence o f  the approach i s  that 
the private sector discovers areas o f  potential profitability. This can be facilitated, on the 
Government side, both by an environment that facilitates such discovery and then a supporting, 
problem-solving approach that i s  discussed further below, and illustrated by the case o f  roses. 

3.2 1 The second area concerns strategic investments which require upfront public sector 
decisions. Among the examples are ITACT and water resource management. Probably the most 
important area for appraisal in Ethiopia i s  water resource management. As discussed in Part 11, 
Chapters 2 and 4, this concerns both large-scale irrigation investment and hydro-electric 
production, since the long-run potential greatly exceeds current production. Ethiopia has about 
3.7 mi l l ion hectares o f  irrigable land o f  which only 2 percent i s  now irrigated. Especially in the 
moisture-rich lowlands, there is potential for cost-effective large-scale irrigation, provided that 
the roads and marketing infrastructure are also developed, along with effective management 
structures. Indian irrigation systems, for example, developed under the auspices o f  a meritocratic 
bureaucracy, became notorious for inefficient management and corruption (Wade 1988). 

3.22 Hydro-electric production also makes long-term sense, especially with the r ise in the 
price o f  oil. As with irrigation, it is estimated that only 2 percent o f  hydro-electric potential has 
been developed. The Government i s  planning some US$2 bi l l ion in investments. Whether this 
makes economic sense depends on l i n k s  with agro-processing and irrigation, and regional 
developments. The size o f  the Ethiopian market could be too small to support investments of the 
necessary scale in the short to medium term, and there are potentially high returns and mutual 
benefits from selling electricity to Sudan and Egypt, for which returns o f  over 30 percent have 
been estimated (see Part 11, Chapter 4). This will require inter-governmental cooperation, which 
i s  being facilitated by the N i l e  Basin Initiative. 

3.23 There i s  substantial uncertainty over the short and long-run payoff o f  each broad element 
o f  the growth strategy in Figure 3.4. Thus the pursuit o f  distinct elements is not only adaptive to 
the variety o f  potential growth patterns across different regions, sectors and groups, but i s  also a 
form o f  risk diversification in the growth process-private sector self-discovery may take o f f  
rapidly in some areas, while large publicly led activities and rural intensification and 
diversification move more s l o w l y - o r  vice versa. One o f  the central themes o f  all parts o f  the 
strategy i s  the need for strategic experimentation, to shape national and local development 
institutions that al low for testing, pilots, learning, adaptation and withdrawal from ineffective 
activities-this i s  an element o f  the theme o f  “changing the government role and behaviour” 
discussed below. Learning-by-doing, and when necessary, reversing bets that turn out to be 
losing propositions should also be part o f  the toolkit if costly white elephants are to be avoided. 
For example, it i s  n o w  crucial to quickly find ways for taking advantage o f  an IT infrastructure 
that has grown much faster than useful applications. On  the other hand, a campaign to invest 
massively in water-harvesting schemes seems to have faltered and needs to be re-examined. 
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3.24 Spatial dimensions of development. The development strategy must be adapted to the 
diversity o f  Ethiopia, because o f  variations in agro-ecological and market potential, the federal 
governance structure, and the more general need for responsiveness and accountability to local 
communities. This will lead to diversity and imbalances in growth strategies. The 
Government’s basic typology i s  into three broad categories: moisture-reliable areas, including 
parts o f  the highlands and the Western Lowlands; drought-prone areas with unreliable rainfall, 
especially in the North-Eastern Highlands; and the arid eastern lowlands, in which the main 
agricultural activity i s  pastoralism (Figure 3.6 and Table 3.2). 

3.25 There are significant differences in rainfall across the zones, and the highest current 
yields are moisture-reliable areas (Table 3.2). However, the latter also have the highest 
proportion o f  l and -ove r  half-affected by trypanosomiasis. In other respects, the ranking 
varies. For example, enrolment in education i s  highest in the moisture-reliable areas, but the best 
immunization rate i s  in the drought-prone highlands. The area most consistently disadvantaged 
i s  the pastoral lowlands, which have the lowest level o f  development across al l  indicators, 
barring livestock ownership. 
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Table 3.2 Key Development Indicators by Geographic Classification 

Sources: Compiled from the C E M  4 Ethiopia database and the sources include CSA, Ministr ies o f  Agriculture, 
Water Resources, Health and Education EPCO, ERA and ETC. 
Note: l/ '. . .' mean very few zonal data available to represent the agroecological zone. 

2/ As the data was available at zonal level, the classification o f  zones that may fall in different AEZs i s  
compiled by i t s  major character, in consultation with the MoARD. 
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3) Constraints and Complementarities in the Design o f  Sectoral Growth Strategies 

3.30 We have argued that a big push can make sense for Ethiopia, but only if policies are well- 
designed and implemented. Otherwise, big investment plans can lead to sharply diminishing 
returns, distortions and even corruption. We also argued that a reliance on generalized big push 
i s  unlikely to either make sense or be feasible but rather that an “imbalanced” leg (or range o f  
activities) i s  an essential complement to a balanced approach. What policies and investments 
then make sense, and h o w  can they be designed involves three aspects (Figure 3.7): identifying 
the specific constraints and complementarities in an area o f  growth potential; integrating risk 
management; and modifying the role o f  the Government to be adaptive and supportive. These 
decisions are made and implemented in contexts that are both heterogeneous and in which the 
behaviour o f  farms and f i r m s  are the drivers o f  change. While conceptually risk management 
could be treated as an aspect o f  the constraints and complementarities, the distinction i s  drawn 
here to highlight i t s  importance for sustained rapid growth in Ethiopia. 

Figure 3.7 Elements o f  Development Management for Growth 

3.3 1 Identibing constraints and complementarities. In each area o f  a growth strategy, there 
will be an array of potential influences on both the level and distribution o f  growth. Recent work 
has de-emphasized seeking to move concurrently on al l  pol icy fronts (Hausmann, Rodrik and 
Velasco 2005; Rodrik 2004). There i s  no evidence that either a comprehensive (“do al l  
reforms”) or a scattershot (“do any reform you can”) approach pays o f f  in growth. Rather the 
emerging trend i s  to recommend an assessment o f  the binding constraints to growth, in an 
ongoing, sequential manner. What i s  identified will depend on the particular economic and 
institutional structures o f  a society, and can vary across sector and spatial location. 

46 



3.32 While the main theme o f  this approach i s  context-specific diagnosis o f  constraints, 
Hausmann, Rodrik and Velasco (2005) propose a focus o n  influences on private investment by 
f i r m s  or farmers and then a broad categorization o f  types o f  constraint in terms of: (i) social 
returns to investment; (ii) the appropriability o f  these returns by investors; and (iii) the 
availability and cost o f  finance. A decision tree can be used to further identify the constraints 
(Figure 3.8) and the examination o f  observable market signals to provide guidance on what 
matters. For example, if lack o f  sk i l ls  i s  a major constraint on social returns, then the price of 
skilled labour will be high. If taxes on f i r m s  are very high, or there i s  great uncertainty over 
investment approvals and respect for property rights, this will show up in tax rates and investor 
surveys. And the cost o f  finance i s  at least partially reflected in interest rates. 

Figure 3.8 Diagnosing the Binding Constraints on Growth 

Low return to economic activitv 
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Source: Hausmann, Rodrik and Velasco 2005. 

3.33 Many o f  the potential constraints in Ethiopia have already been identified: problems o f  
geography, lack o f  human capital, weak infrastructure; high levels o f  risks, associated with 
insurance and other market failures more generally; pol icy uncertainty; and a narrow financial 
system. This already looks like a long l i s t  for focusing pol icy within a binding constraints 
approach. However, the point i s  not to push the framework to identify the binding constraint but 
to use this as an organizing frame. Moreover, sole reliance on short-run market signals can be 
misleading for a country in Ethiopia’s position because o f  the extent o f  underdevelopment, the 
complementarities across areas, and the likelihood o f  S-curves in many areas. Where S-curves 
are important, market signals can be misleading, since returns on the flat part o f  the curve (AB in 
Figure 3.3) would often be l o w  even to those factors that will be critical to a growth takeoff. 

47 



Diagnosis o f  the areas o f  intervention designed to push a development process through a non- 
linear transition (to B C  in Figure 3.3) requires an extended analysis o f  potential constraints and 
complementarities, beyond current market signals. It will be important to affect expectations 
such that investors and households feel able to ‘ride up’ the S-curve: Individuals will need to 
believe that the ‘S’ i s  happening and adjust their behaviour accordingly. 

3.34 We discuss constraints and complementarities in the two broad areas o f  rural 
development and urbadindustrial and service development. While some generalizations are 
possible, a common theme in both areas i s  the heterogeneity o f  conditions, implying the need to 
identify constraints and policies in relation to specific geographic areas and economic activities. 

Rural Development 

3.35 East Asian successes in agricultural transformation were characterized by faster growth 
in land than labour productivity, which supported growth in both farm incomes and employment. 
Since total factor productivity growth exceeded the decline in food prices, both farmer and 
consumers benefited. And the interaction between rising farm incomes and improved transport 
fostered the thickening o f  markets, additional employment growth in rural non-farm employment 
and deeper rural-urban linkages (Part 11, Chapter 2). By contrast much o f  Ethiopian 
agriculture-in crops and livestock production-is caught in a l o w  productivity trap and has not 
seen steady increases in either land or labour productivity. In terms o f  the framework o f  Figure 
3.8, the general problem i s  one o f  dismally low social returns, rather than either lack o f  
appropriability o f  these returns, or lack o f  finance. L o w  social returns are a product o f  failures to 
convert potential technological advances to higher farm returns, high weather-related risks, weak 
market integration and land degradation, Weak market integration is in turn influenced by the 
lack o f  transport, already noted above, and thin trading networks. For perennial and tree crops, 
there i s  an additional problem o f  uncertainty over the appropriability o f  returns, owing to the 
perceived insecurity o f  land tenure-we discuss this in the next subsection on risk. 

3.36 The essence o f  the challenge i s  illustrated by comparing potential yields against actual 
returns for cereals. Yields o f  the five traditional cereals could be doubled or more with existing 
improved technologies, even before any enhanced research effort (Table 3.4). At the same time, 
however, field surveys find no significant financial returns from additional fertilizer in a year o f  
normal rainfall, and lower returns in a year o f  bad rainfall (Figure 3.9). Under these conditions, 
it i s  unsurprising that fertilizer adoption levelled off, especially in light o f  the substantial 
penalties for failure to repay fertilizer credits. Policies are needed to effectively adopt 
technologies to raise yields and social returns under the diverse local conditions that prevail in 
Ethiopian agriculture. 
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b. Separation o f  extension from input and credit supply. Achieving effective, 
motivated extension i s  typically a harder proposition than good research, although 
it i s  key to knowledge diffusion to farmers. Both greater integration o f  extension 
services into the overall innovation system, and measures that foster greater 
accountability to farmers, are needed. This implies, inter alia, consolidating the 
separation o f  the functions o f  extension from those o f  fertilizer-credit delivery, 
since the latter i s  linked to credit enforcement, which i s  an issue distinct from that 
o f  providing advice. 

Strengthened infrastructure connectivity. The roll-out o f  transport, especially rural roads, 
i s  a fundamental requirement for reducing transaction costs, and providing the basis for 
the thickening o f  markets. A basic road network can be seen as the f i rst  phase of 
infrastructure strengthening, with telecommunications and rural electrification coming in 
subsequent phases. Telecommunications can in particular enable exchange of 
information on prices and market conditions for farmers. 

Measures to foster the thickening o f  input and output markets. Communications provide 
the potential for reduced transaction costs, but results wil l depend on the thickening of 
markets. The PASDEP, through the PPA, recognizes that input markets do not 
effectively serve rural households. Among the steps needed are: 

a. Greater competition in fertilizer distribution. The Government formally 
liberalized the fertilizer market, allowing private trading and eliminating subsidies 
in the 1990s. However, greater involvement by the private sector i s  s t i l l  needed. 
In contrast, Kenya has succeeded in fostering a competitive and dynamic private 
fertilizer distribution system. While farmgate prices o f  fertilizer are similar to 
Ethiopia, timeliness i s  better and overall adoption rates are much higher in Kenya. 
Increased emphasis on seeds. As recognized by the Government, there was 
insufficient attention to seeds delivery in the fertilizer-credit push. Government 
may be able to take actions to facilitate private sector participation in, for 
example, seed multiplication and distribution, in order to meet the ambitious 
targets that have been set. 
Avoidance of biases in  favour of co-operatives (co-ops). The Government i s  
currently emphasizing co-ops as a marketing organization, which can bring 
benefits, especially on helping farmers to organize (including for export) and to 
negotiate collectively for inputs (e.g. fertilizer). However, experience with coops 
in other countries has often been dismal. For example, it i s  important that co-ops 
be a source o f  increased and not reduced competition with private trading. 
Almost everywhere, private trading i s  central to rural marketing and 
diversification. International experience has also shown that transparency and 
direct democratic management by members themselves are central to the success 
o f  cooperatives. This helps to ensure accountability, so that cooperatives are fully 
oriented toward increasing the income o f  their members, and can evolve as 
members’ needs change (such accountability also minimizes the risk of 
corruption). 

b. 

c. 
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d. Development o f  supply chains. Specific products, especially in non-traditional 
sectors oriented to both the domestic and export markets will require the 
development o f  supply chains. This i s  fundamentally a private sector activity, but 
one where the state can play the role in supporting business and trade 
associations, solving coordination problems and even co-financing business 
development. The issues are similar to those o f  supporting “self-discovery” 
discussed below. 

Water resource management. Local systems o f  water resource management, from small 
scale irrigation to water harvesting can play a role in spreading water availability through 
the season and reducing risk related to inadequate rainfall. But they should developed in 
ways that ensure adaptation to the specific local environments o f  farmers (e.g. rates o f  
return, protection against malaria, leakage free). 

Reducing soil degradation. Soil loss i s  one o f  the biggest threats to productivity 
dynamics and threatens to offset productivity-enhancing innovation. 

Risk management. Both weather risk and uncertainties over reaping the fruits o f  long- 
term investments owing to real or perceived tenure insecurity are deterrents to 
productivity-increasing investments (see below). 

3.38 Shifting to a locally adaptive approach that recognizes the heterogeneous character o f  
local constraints and possibilities i s  desirable. For example, the l imited results from water 
harvesting probably reflect the complex demands on farmer management required to make it 
work, and the need for adaptive extension and other arrangements to support innovation. The 
types o f  intervention that will open up productive possibilities or relax constraints will vary 
across areas, ranging from local water management, to techniques for tilling black soils, to crop 
product shifts (for example to horticulture or lentils), to intensification o f  small livestock 
development. Area-based rural development programs could be tested, bearing in mind that 
experience in Europe (under the LEADER approach), and in Lat in America indicates that 
success depends on participatory engagement o f  communities, farmers’ representatives and the 
private sector in the design and implementation o f  any program. 

3.39  The importance o f  crafting locally-appropriate solutions i s  illustrated by the generally 
unsuccessful experiences with the integrated rural development projects favoured by the World 
Bank in the 1980s. These projects tended to be “rapidly scaled up without sufficient attention to 
costs, sustainability, or characteristics o f  local farmers and farming systems,” showing that “all 
interventions require adaptation to the local physical, socioeconomic, and institutional settings- 
replication across environments usually does not work well for agricultural investments” (World 
Bank 2006i). Moreover the costs o f  such efforts may simply be high and not be either replicable 
on a broader scale or sustainable over time. This implies a need for building capacity at the local 
level to monitor and adjust agricultural development programs, and for a long-term commitment 
(even over decades), as wel l  as attention to financial sustainability. 

3.40 Parts o f  the highlands have genuinely l o w  potential, owing to 
unreliable rainfall, limited irrigation potential and the history o f  environmental degradation, and 

Resource-poor areas. 
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can be considered a distinct part o f  a broad-based strategy (Figure 3.4). Action i s  desirable on 
equity grounds, and, over the medium to long term, also for sustained growth, so that these do 
not become a major “backward region” that would constitute a drag. What does this imply for 
strategy? 

3.41 For peasant famil ies in resource-poor areas, a sustainable long-run vision i s  o f  major 
investment in human development o f  the young, and modest agricultural income growth with 
considerable heterogeneity across micro-regions and farmers. Two especially important themes 
for Ethiopia are off-farm activities and rehabilitation o f  degraded local environments. Lagging 
regions with weak agro-ecological potential, such as the mountainous Sierra region o f  Peru, the 
semi-arid interior (or sertao) o f  the Northeast o f  Brazil, or semi-arid parts o f  inner China, 
typically do experience large outmigration, but this i s  not the solution to poverty. Persistent 
long-run relative poverty i s  common in lagging regions, so that governments rightly continue to 
provide support. This has several implications for Ethiopia. 

Roll-out o f  basic economic and social infrastructure. This should be essentially the same 
as in higher potential areas. Access to roads, schools, clinics and small towns i s  required 
in the relatively poor, and, over the long term, declining regions. The importance o f  
building the human capital o f  the young i s  obvious-and to be effective roads, electricity 
and communications matter too. Infrastructure deficits are so large that there i s  l i t t le  risk 
o f  “over investing” beyond levels needed for basic integration into the economy and 
society, provided that planning i s  done carefully and consistently with evolving 
demographic and economic structures. Upgrading infrastructure i s  both supportive o f  
what development may occur within the regions and o f  out-migration. 

An adaptive and experimental rural development approach. This i s  even more relevant to 
the more difficult conditions o f  moisture-poor areas. There are likely to be local areas o f  
higher potential, whether through water harvesting, specific irrigation possibilities, 
specific areas o f  better soils, or highly skilled and entrepreneurial farmers. As 
demonstrated in the past several years, a standard package, say o f  fertilizer-credit, will 
not bring the hoped-for returns (see Part 11, Chapter 2). 

Off-farm activities will necessarily play an increasingly large role in these rural 
economies as land degradation and population pressure lead to diversification out o f  
agriculture. This shift i s  also the logical outcome o f  the rising agricultural productivity 
envisioned by ADLI. Currently, rural Ethiopia seems to be less diversified than 
developing countries in general. Non-farm income represents about 24 percent o f  rural 
incomes, which i s  similar to the rate for nearby Uganda (26 percent), but far below the 
rate in Bangladesh, for example (52 percent), or Ghana (43 percent) (World Bank 2006~). 
This indicates the scope for increasing non-farm activities in parallel with the 
development o f  small and medium-sized towns, which serve several critical functions. 
Not only are they important for non-farm job creation, as economies o f  agglomeration 
emerge, but they also facilitate service delivery by enabling a critical mass o f  human and 
physical capital to develop. Moreover, they facilitate commercialization o f  agriculture as 
farmers are increasingly able to market their output, both raising farmers’ incomes and 
enabling the movement o f  food from surplus to deficit areas. 
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Reversing environmental degradation will be indispensable to ensuring sustainable 
development in the resource-poor areas. The farming system cannot support the current 
level o f  annual soil loss in the medium term-loss that i s  accelerated by an almost total 
reliance on biomass for energy (about 95 percent o f  Ethiopians use solid fuels to meet 
their energy needs). This highlights the linkages between the infrastructure and poverty 
reduction agendas, since the rural electrification program aims to drastically increase 
access to electricity by 2015, which would decrease dependence on biomass such as dung 
(and enable productivity-enhancing investments in irrigation). There are also l i n k s  to 
public works programs, such as those under the Productive Safety N e t s  program, which 
promotes, finances, and implements sustainable land management measures (mostly in 
soil and water conservation) using a combination o f  community-based and science-based 
approaches. In 2006, public works under the program were operational in almost a third 
o f  Ethiopian woredas, with over one-sixth o f  al l  farming households participating. 

Safety nets. Both risk management instruments (discussed below), and transfers that help 
the very poor break out o f  vicious cycles o f  underinvestment in human development are 
needed. Many countries, including Bangladesh, Brazi l  and Mexico, link such transfers to 
early childhood and educational attendance; or to health interventions. Until supply 
constraints on education are resolved, a link to early childhood nutrition and health i s  
probably the area with the highest payoff for Ethiopia, since a lack o f  attention to these 
issues in early childhood can have irreversible negative effects on cognitive functioning 
and human capital. 

The special case o f  pastoral areas. Pastoralists account for 12 percent o f  Ethiopians in 
lowland areas. They are typically the most marginalized and disadvantaged, and 
pastoralism suffers both from long-term degradation o f  rangelands and vulnerability to 
weather-related shocks and herd loss. Weakly developed markets increase price volatility 
in pastoralist areas, and make it difficult to replace lost stocks in the aftermath of a 
drought or other crisis. However, in contrast to some drought-prone areas, there i s  
considerable potential for productivity-increasing development. This will require a 
complex strategy o f  engagement with pastoralist communities, service provision (for 
example veterinary and market information services) and supply chain development to 
link to markets (notably in the Gulf and Arab states). 

3.42 Towns as part of Ethiopia s economic and social infrastructure. A push on towns, while 
requiring local concentrations o f  infrastructure provision, is, in the Ethiopian context, part of a 
balanced strategy-and a key ingredient for reducing transactions costs and service provision in 
rural areas. The East Asian cases o f  broad rural-based growth typically involved intensification 
o f  rural-local town linkages (Indonesia’s transport revolution o n  Java cited above, China’s 
Township and Village Enterprises, Taiwan, China’s “rural” industrialization). Local towns are 
important to marketing links, supply and demand side l i n k s  to agriculture, local seasonal 
migration, and off-farm employment in trade and transport. Towns are also l ikely to be home to 
many skilled people o n  the supply side o f  the rollout o f  social and economic services. This 
implies action i s  needed on several fronts: 
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Defining the content o f  services for a core set o f  towns, ini t ial ly corresponding to the 
woreda capitals (electricity, roads, urban water and sanitation); 
Ensuring that off-farm activities are perceived to be encouraged by local level officials 
(to combat the fear that exists in some areas, per the PPA, that diversification out o f  
agriculture will lead to loss o f  land rights); and 

0 Financing with a mix o f  upfront resources, for ini t ial  infrastructure, plus the development 
o f  local tax bases, especially property taxes. 

Industrial and services development 

3.43 What are the constraints, and complementarities for industrial and services development? 
In Figure 1.10, we presented a quantitative comparison o f  labour productivity in industry 
between Ethiopia and China. Why China? Because China i s  a useful benchmark for efficient 
labour-intensive production, and is, because o f  i t s  size, a major influence o n  global prices. That 
Ethiopia’s labour productivity i s  only 11 percent o f  China’s demonstrates the scale o f  the 
challenge faced in discovering profitable activities in which Ethiopia can compete. 

3.44 Achieving an investment-driven takeoff in tradeable goods production, and especially in 
exportables i s  central to a strategy for accelerated growth. However, it takes time to build export 
capacity-Le. to develop the infrastructure, logistics, communications, entrepreneurial capacities 
and production traditions that are part o f  international trading. Efficient production in non- 
tradeables i s  also an integral part o f  a development strategy, especially in trade, transport, 
construction, electricity, and telecommunications services that are central to  overall productivity, 
and in basic services that support human well-being and the productivity o f  individuals. But the 
interest in exportables lies in relation to three considerations: 

Ethiopian production i s  very small in relation to almost al l  global markets in which it will 
operate. The sky i s  the limit for a production takeoff, but high transport costs play a large 
role in dampening demand; investment in infrastructure will help reduce these costs over 
time. 
Ethiopia’s exports are relatively l o w  as a share o f  GDP, but have grown in recent years 
(from 12.5 percent in 1999/00 to 16.4 percent in 2004105). Despite some recent 
diversification, exports remain concentrated in traditional activities. While aid inflows 
provide foreign exchange, for long-term dynamic growth, increased exports are needed in 
order to generate Ethiopia’s own foreign exchange. 
There may be externalities f rom exporting, through learning about markets, technologies, 
production practices and connecting with international networks. 

3.45 N o  single factor explains the 
productivity difference with China, but rather a range o f  influences, including skills, the age 
structure o f  f irms, and a set o f  issues in the investment environment (Figure 1.10). To help 
frame an answer, it i s  useful to think o f  a simplified account o f  profits in production, in tradable 
activities, as a version o f  the general diagnostic approach to constraints o n  growth: 

But with such l o w  productivity, what can be done? 

Expected profits =f(relative prices, productivity, transaction costs, financing costs, uncertainty), 
where 

54 



relative prices are a function o f  the real exchange rate, the wage rate and costs o f  
inputs-lectricity, land and specific inputs; 
productivity refers to the potential productivity in the speczpc business line; 
transaction costs encompass costs o f  marketing, getting licenses, or obtaining 
information; 
finance i s  the effective cost o f  capital, from borrowing or own resources; and 
uncertainty refers to unknown variation in al l  o f  the preceding, and more generally. 

3.46 This formulation implies three complementary directions for a coherent industrial 
strategy: (a) attention to general features o f  the incentive environment, including government 
behaviour toward the private sector, the real exchange rate, access to land, etc.; (b) recognition 
that there will be an important element o f  discovery o f  production and transaction costs in 
specific areas-and that the base o f  discovery-oriented private sector actors needs to broaden; 
and (c) emphasizing predictability in relation to key prices (notably the real exchange rate and 
the interest rate), taxes and regulatory institutions, and a perception o f  l o w  political risk. 

3.47 Note that (a) and aspects o f  (c) are influenced both by overall macroeconomic policy, and 
the general investment environment. Macro policy i s  central to avoiding sharp fluctuations in 
relative prices and financial sector conditions that can severely dampen investment, and also to 
avoiding excessive real exchange rate appreciation. We discuss macro challenges in Chapter 6, 
and focus here on the investment environment and specific support needed for a private 
investment-led takeoff. These are discussed further in Part 11, Chapter 3. The question o f  overall 
credibility, which underpins al l  other policy, i s  discussed in Chapter 5 below. 

3.48 Alleviating general constraints on private sector investment. K e y  to the expansion o f  
private sector activity i s  strengthening the quality o f  market-supporting institutions. But there 
are multiple influences o n  the overall environment for private investment: where to start? Some 
guidance on which constraints matter most i s  provided by surveys o f  firms on the investment 
climate. These have limitations, as stated views o f  existing f i rms,  rather than potential entrants, 
but do reveal information on perceptions. Figure 3.10 illustrates the stated constraints, with 
“getting land for construction” and the “overall tax regime” being top ranked, availability o f  
skilled labour and l o w  demand being relatively moderate constraints, and customs procedures 
and labour regulations being l o w  on this scale. Direct consultations with the private sector can 
help identify constraints more specifically; for example, a participant in focus groups with 
private companies in 2004 argued that “the monopoly o f  Ethiopian Shipping Lines on the 
transport o f  seaborne imports in effect constituted an indirect tax” (UNCTAD 2004, p. 64). 

3.49 A forthcoming Investment Climate Assessment will provide updated information on 
constraints as perceived by the private sector. For example, with respect to the previously top- 
ranked i tem o f  access to  land, the relatively l o w  level o f  marketable leases remains an issue, 
given the preponderance o f  public ownership o f  land (about 40 percent o f  dwellings in Addis are 
“kebele” housing owned by the Government, and illegal plots-some o f  which are now being 
legalized-account for another 40 percent). Nevertheless, in recent years access to urban land 
for commercial purposes has significantly improved (which i s  consistent with a boom in 
construction). 
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discretionary biases in land allocation. Such steps would be consistent with the Government’s 
stated objective o f  improving access to land (outlined in i t s  urban strategy). 

Table 3.5 Ethiopia’s International Ranking for “Doing Business”, 2005 

Source: World Bank 2005b. 

3.52 Complaints over taxation are common in this kind o f  survey-firms don’t like to pay 
taxes. However, reviewing Investment Climate Assessment survey data f rom other countries 
suggests that f i r m s  in Ethiopia may consider taxes a more significant problem than f i r m s  
elsewhere. The share o f  firms reporting that taxes are a “major” or “very severe” problem i s  45 
percent in Madagascar; 48 percent in Uganda; 50 percent in Senegal; and 68 percent in Kenya, 
compared to 72 percent in Ethiopia. This may be partly associated with the higher top marginal 
corporate rate in Ethiopia compared to say Kenya and Uganda (35 versus 30 percent). 

3.53 At the same time, as argued below, paying taxes i s  an important part o f  the social 
contract. A recent IMF assessment o f  the tax system in Ethiopia did not identify major 
problems. The corporate tax rate was not found to be onerous by international standards, 
although limited carry-over o f  losses could be an issue (for new f i r m s  in particular). There are 
no payroll taxes, and a tax reform program i s  being implemented to improve efficiency o f  tax 
collection and broaden the revenue base. 

3.54 The fact that problems were reported with business licensing andpermits i s  consistent 
with international evidence on the costs o f  such regulation and Ethiopia’s relatively l o w  ranking 
in the cross-country Doing Business survey o f  the World Bank (Table 3 . 9 ,  with a global ranking 
o f  94 for difficulties in starting a business, for example. At the same time, Ethiopia ranks highly, 
relative to income level, and there have been substantial improvements in the speed o f  approval 
o f  licenses. 

3.55 The fourth most important constraint in the 2004 survey concerns access to credit, 
buttressing the international comparison in Table 3.5. This i s  o f  particular interest in light o f  the 
excess liquidity in the financial system that i s  sometimes used as an argument to justify increased 
public sector borrowing for investment. The private sector perception o f  credit problems i s  
indicative o f  a different story, o f  a significantly underdeveloped financial system, as well as 
weaknesses in supporting institutions (of credit bureaus and registries, and protection o f  property 
rights). The financial system itself  i s  dominated by public banks, with private banks accounting 
for less than a quarter o f  commercial banking assets. The prohibition against foreign banks 
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removes a potential way to improve efficiency and encourage local banks to search for business 
in smaller domestic enterprises. Al lowing foreign bank entry does not require opening o f  the 
capital account, (which i s  not desirable at this juncture), if banking regulation can be improved. 
Financial sector reform i s  a complex matter; here we highlight the urgency o f  putting it on the 
agenda to support a sustained private investment take-off, with further discussion in Part 11, 
Chapter 3. 

3.56 Access to infrastructure i s  a well-documented problem. The major planned roll-out in 
infrastructure spending and delivery i s  an essential part o f  a growth strategy as explained in 
detail in Part 11, Chapter 4. In particular, access to electricity and telecommunications has 
increased rapidly. Electricity consumption has increased from 22 kwh in 1 9 9 9  to 34 kwh in 
2006, and access now exists in towns across the country rather than being limited to Addis 
Ababa. Rural access remains very low, but the Government’s ambitious rural electrification plan 
aims to increase coverage to 50 percent in the next five years. Despite the public sector 
monopoly on expansion o f  the IT  backbone, improvements in access to telecommunications have 
also been dramatic-teledensity increased from 0.5 fixed l ines in 2002 to 1.1 l ines in 2006. Full 
implementation o f  the Government’s “downstream liberalization” strategy, which envisions 
increased private sector participation in end-user services, would be expected to accelerate 
expansion. 

3.57 Finally, general constraints can apply with particular force to the self-employed. While 
the Government’s Micro and Small Enterprises Development Strategy recognizes the central role 
o f  small-scale entrepreneurs in the economy, and official policies do not discriminate against 
their activities, in practice harassment by local officials i s  an issue. Some also fear having their 
activities curtailed because they are not formally licensed, yet cannot afford the costs associated 
with formalization. Empowering these entrepreneurs v ia  a supportive institutional environment 
at the local level, and alleviating constraints on access to capital and land, should be f irmly on 
the agenda. 

3.58  A recent reform o f  the “presumptive tax” should be particularly beneficial to SMEs. 
Presumptive tax i s  paid by businesses with annual turnover under Br 100,000, and the Tax 
Authority estimates the amount o f  income on which the tax i s  owed (since businesses o f  this size 
are not required to keep books o f  account). In June, 2005 the maximum profitable rate that could 
be “presumed” for the business service sector was reduced from 70 to 10 percent, and the 
number o f  tax rates was reduced from 22 to 4. This simplification and reduction in the amount 
small businesses are assessed i s  expected to significantly improve the investment climate for 
entrepreneurs. 

3.59 Another issue o f  particular relevance for medium-size enterprises i s  that o f  the “missing 
middle” in access to finance. The microfinance sector has expanded rapidly, and the commercial 
financial sector has excess liquidity and caters fairly well to large f i r m s  (with some 
qualifications, discussed in Part 11, Chapter 3). However, dynamic entrepreneurial f i r m s  that are 
too large for group-based collateral arrangements, and need much larger loan sizes (and longer 
payment terms), may have difficulty in obtaining the capital needed for expansion. This 
underscores the need for a deepening and increased level o f  competition in this segment o f  the 
financial sector. 
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3.63 What does this imply for a general approach to discovering new areas? I t  i s  well-known 
that takeoffs are not predictable: wigs in Korea’s early phase, footballs in Pakistan. But this does 
not restrict the role o f  government only to the general investment environment. O f  prime 
importance i s  to improve general conditions o f  bureaucratic regulation and processing, land 
approval, judicial underpinnings and access to financing, and so on. This long-term process i s  
central to institutional and economic development. It requires addressing the several sources o f  
constraints for the self-employed mentioned earlier (financing, access to land, and even 
harassment by local officials). Greater efforts to alleviate these constraints are key to fostering 
private sector ingenuity and sustaining growth. Complementary to general improvements, there 
i s  a case for more focused support for the discovery and development o f  specific areas where 
Ethiopia may have a competitive advantage-to help in the process o f  finding and improving 
expected profits in particular activities. This i s  not only applicable at the scale o f  large export- 
oriented f i r m s  as recognized by the Government’s strategy for micro, small, and medium 
enterprises. 

3.64 Innovation in new product lines, or new techniques, involves self-discovery on what 
works in the Ethiopian and local context. This i s  uncertain and costly, and needs to be attempted 
by new private sector actors as wel l  as established players. And it will typically involve an 
ongoing process o f  resolution o f  infrastructural, logistics and procedural bottlenecks, solving o f  
coordination and information problems, and building o f  value chains. The challenge i s  increased 
by the “missing markets” in Ethiopia-in particular, underdeveloped land and financial markets 
that are part o f  the country’s historical legacy mean that existing value chains are fairly weak. 
Because roses, for example, have a short supply chain, the sector enjoyed a relatively 
straightforward path. to growth-a takeoff in leather products or most manufacturing activities 
would be more complicated, due to the greater complexity in terms o f  inputs and information 
needed. This underscores the need for coordination among private and public sector actors. 
Moreover, i t  requires that government allow room for the private sector to be creative by 
reinvigorating the reform process (e.g. fully opening up the telecommunications sector to private 
investment, and accelerating privatization). 

3.65 Recognition o f  the need to discover profitable niches does not imply the state will be 
“picking winners”, something states are bad at everywhere, and undoubtedly worse so in poorer, 
institutionally weaker countries. It i s  rather developing the capacity to support innovation (e.g. 
through start-up funds for feasibility studies, study tours, and venture capital), respond to 
discoveries through focused resolution o f  barriers, product-specific investment environment 
questions, and, most fundamentally, a capacity to pull out o f  cases that are not profitable. This 
might involve creating a new cross-cutting organization, or re-focusing existing agencies. What 
i s  important i s  not organizational structure, but the way in which government interacts with the 
private sector through partnering, experimenting, responding and pulling out - in an overall 
context o f  transparency and predictability o f  policy. 

3.66 What may be the next round o f  activities like running and roses? They might be in areas 
o f  traditional labour-intensive production, such as garments and footwear. Or take advantage o f  
English language capacities, connections with the diaspora, tourism, garments, leather goods and 
so on. But it i s  intrinsic to this leg o f  the strategy that it i s  private sector discovery, not public 
sector initiatives, that lead. 
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Igniting and Sustaining Growth 

3.67 In an economy such as Ethiopia’s, stuck in a poverty trap, demand pull factors are crucial 
to igniting growth. But this i s  not sufficient: as demonstrated by bust and boom cycles across the 
developing world, i t i s  far easier to ignite than to sustain growth. To take advantage o f  rising 
demand, economies o f  scale and efficiency gains need to  be attained, and the nature o f  
productive activities should be flexible in light o f  the evolution o f  relative prices. This requires 
an ability to identify and remove bottlenecks as these arise. 

3.68 The current circumstances are illustrative. In 2007, the Ethiopian economy i s  in i t s  fourth 
year o f  double digit growth, driven partly by broad efficiency improvements in al l  sectors related 
to new infrastructure and a better policy environment, but also in part by increased exports of 
agricultural products, due to new demand from India and China. H o w  can this new source o f  
demand, which has ignited new growth in those pockets o f  the rural economy that are best 
connected to international markets, be managed in ways that can generate a sustained period o f  
growth? 

3.69 A major bottleneck arising in 2006/07 appeared in the substitution away from the 
production o f  food, and a resulting increase in the relative price o f  food. This has been 
exacerbated by two coincidental factors: the development o f  the productive safety net program, 
which has both reduced food aid and increased incomes in food insecure areas; and an 
improvement in the bargaining power o f  farmers, related to  the formation o f  cooperatives, as 
well as to the availability o f  micro-credit, which reduces incentives to sell cheaply right after 
harvest. 

3.70 Given the l o w  price elasticity o f  food demand, the reduction in food supply would have 
to be offset by increases in food imports, unless domestic production o f  food becomes more 
efficient-fewer factors producing more. If that does not happen, the economy would grow 
somewhat due to efficiency gains related to comparative advantage in the production o f  some 
cash crops, but this stimulus would not be sustained for a sufficient period. O n  the other hand, if 
the production o f  food does become more efficient in the face o f  higher food prices, for example 
by using more fertilizers, then the growth process would extend to the food sector for some 
period, and overall growth would be sustained longer. 

3.71 Equally, sustained growth opportunities could extend to other sectors if there are 
efficiency-improving transformations. Higher rural incomes translate into higher effective 
demand for consumer goods. With current production capacities, much o f  this demand would 
have to be met by imports. If however, taking advantage o f  increasing returns, local industry 
expands, then the multiplier effects would allow for a secondary boost to growth. This 
expansion could even substitute for existing imports, further extending growth dynamics. In 
turn, urban growth generates demand for services-such as housing-which could extend growth 
further by utilising underused factors o f  production (such as savings), or by generating efficiency 
gains (for example, if market incentives pushed housing to begin going medium and high rise, 
thereby reducing unit costs). 
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3.72 Moving up the ladder o f  better utilization o f  factors, technological innovation, and 
efficiency gains will require active economic management to remove bottlenecks as they arise, or 
earlier. As discussed above, the key current bottlenecks relate to the production o f  food, and to 
the expansion o f  manufacturing and services for rural farmers. Addressing these would require 
policy support-for example, a more dynamic market for fertilizers, and better financing for 
SMEs in small towns. But some other good and bad examples are provided by recent events. 
The liberalization o f  cargo transport was essential to an expansion o f  the boom in the rose 
industry. Another example i s  provided by the cement shortage which has constrained growth in 
the housing sector.14 Over time, the expansion o f  cement production, or higher imports if 
domestic production efficiency i s  not high enough, will be needed. Finally, it would also be 
important to continue investing in infrastructure-transport, energy, telecom-in parallel with the 
growth in the production base, to avoid the types o f  bottlenecks currently experienced in Uganda, 
Tanzania, and Ghana, among other growing African economies. This will involve difficult 
financing trade-offs, given the high fixed costs associated with these investments. Here, a 
careful external debt strategy, and the use o f  FDI whenever possible (for example in telecoms, 
energy generation), would be key. 

4) Making Risk Management Integral to Growth Policy 

3.73 Risk affects all parts o f  Ethiopia’s growth strategy, at both the aggregate and micro levels 
(Figure 1.3 and Table 1.2). Risk affects the well-being o f  households and the performance of 
firms. Downside shocks can push households into destitution and f i r m s  out o f  existence. Effects 
on household welfare alone justify government action-provided that action i s  better than 
alternative private and social risk-management mechanisms. But the message and focus o f  this 
report i s  that risk matters for growth. It affects the pattern o f  production, investment and 
innovation o f  farmers, micro entrepreneurs and large f i rms.  Policies that reduce risk or provide 
instruments for risk management also affect behaviour, which can be positive and negative. 
There is, for example, widespread concern about food aid dependency. Safety net programs are 
needed to enable people to survive, but policies should also enable behaviour to respond to 
conditions, and avoid disincentives for innovation and investment that occur when r isks are high 
and risk-management instruments underdeveloped or very costly to users. 

3.74 Risk matters to both the “balanced” and “imbalanced” legs o f  the growth strategy, as 
schematically highlighted in Figure 3.4, and should not be put in a separate “social” category. 
We look at three areas in which the design o f  policies to manage risk can make a large 
difference: the management o f  weather risks; land tenure; and risks faced by private investors. 

3.75 Weather risks and rural households. Risk matters for peasants because o f  the interaction 
between weather and price risks on the one hand, and the extreme poverty and lack o f  insurance 
instruments on the other.15 Droughts resulting in famine have had a large impact o n  total output 
and income: in a drought year, household farm production may decline by up to 90 percent 
(World Bank 2005a). This leads to the displacement, illness, and death. The 1984 drought was 

l4 This dampening may have been a good thing in the short term given the risk o f  an unsustainable housing bubble 
encouraged by the distortions created by largely negative interest rates. 

An overview o f  weather risks and the role o f  insurance in Ethiopia i s  provided by Skees et al, 2004. 
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the worst in terms o f  numbers killed, while, the 2002-2003 droughts affected over 14 million 
people, but with few deaths (Table 3.6). 

Drought 
Drought 
Drought 

3.76 Extreme poverty makes people risk-averse, since they have more to lose from an adverse 
outcome. The Risk and Vulnerability Assessment (World Bank 2005a) found that potential 
rainfall shocks are the cause o f  vulnerability for 3 8 percent o f  the “vulnerable” population (those 
with a 50 percent likelihood o f  falling below the poverty line). This matters intrinsically for 
well-being, but also for growth. These high levels o f  risk mean that households seek to ensure 
f i rst  that subsistence needs are met, and are averse to the greater risk associated with higher 
inputs (of fertilizer and seeds) associated with technical upgrading and debt. 

Oct-1984 300,000 
Apr- 1974 2 0 0,o 0 0 
1973 100,000 

Table 3.6 The Ten Worst Natural Disasters in Ethiopia, 1973-2003 

Epidemic 
Drought 
Epidemic 
Epidemic 
Epidemic 
Drought 

Sep-1988 7,3 85 
Jul-1965 2,000 
Jan- 1 985 1,101 
1981 990 
1 -Jan- 1970 500 
1987 3 67 

Drought 
Drought 
Famine 
Drought 

1 Epidemic 1 Nov-2000 I311  I 

2003 13,200,000 
Mar-2000 10,500,000 
Jun- 1999 7,767,594 
Oct-1984 7,750,000 

Drought 
Drought 
Famine 

May- 1983 7,000,000 
1987 7,000,000 
1993 6,700,000 

Drought 
Drought 

3.77 Especially in traditional communities, informal arrangements can provide insurance. 
There i s  varied evidence o n  whether full insurance exists at the village level. For example, one 
study o f  CBte d’Ivoire (Deaton 1997) found l i t t l e  evidence o f  risk-sharing within villages either 
in forest or savannah regions, while another o f  a semi-arid region o f  India (Townsend 1994) 
found evidence o f  substantial, but less than full, local insurance-movements in individual 
consumption are not fully correlated with changes in individual income, suggesting households 

Oct- 1990 6,500,000 
Oct- 199 1 6,160,000 
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help each other out. In Ethiopia, informal institutions such as iddir, a burial society, and Equb, a 
savings organization, help households cope with unexpected expenses. But even where local 
informal insurance i s  extensive, vulnerability to covariate shocks persists, and weather i s  by far 
the most important risk in rural Ethiopia. Changes in agricultural product prices can also lead to 
fluctuations in welfare o f  a l l  households buying or selling goods. 

3.78 Historically the main instrument for dealing with drought has been externally provided 
food aid. Indeed large-scale food aid shipments f rom the World Food Programme (WFP; Figure 
3.12) were associated with the relatively few deaths in the 2002-03 drought, despite the large 
numbers affected. However, food aid has two kinds o f  problems as a growth-oriented risk 
management instrument. First, at a micro level, distortions arise because free food undercuts 
rather than supports the deepening o f  local food markets, and (possibly) tends to create 
dependency on food. Second, at a macro level, there can be delays, not least because the WFP 
raises funds based on demonstrated need, and this implies evidence o f  suffering prior to donor 
commitments to  enable the shipments which in turn can mean delays that are costly in human 
terms and can disrupt markets further (for example, if the food arrives too late). 

Figure 3.12 WFP Emergency Food Aid Shipments to Ethiopia 

700000 
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500000 
400000 
300000 
200000 
100000 

0 

Source: WFP, unpublished data, 2004, as c i ted in Skees et al. (2004). 

3.79 The Government i s  working o n  several fronts to  shift away from emergency and (for 
some groups) chronic food handouts, to alternative instruments, at both the micro and macro 
levels. A comprehensive strategy could include: (i) productive investments that reduce risks- 
especially the variety o f  water- and soil management interventions noted above; (ii) better 
instruments for savings, such as micro-finance institutions, that allow households to efficiently 
smooth consumption themselves; and (iii) measures that allow more efficient risk management. 
The third i s  the focus here. 

3.80 The Government's main policy innovation to address weather-related r isks has been the 
Productive Safety N e t s  program. This involves a more predictable, multi-year framework, 
provision o f  cash rather than food, with two categories o f  intervention. The first i s  cash-for- 
work, linked to construction o f  community assets. This i s  modeled on programs such as the 
Maharashtra Employment Guarantee Scheme, which has created some two-thirds of rural 
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infrastructure in this Indian state in the 25 years from 1973, and was launched India-wide in 
2005. A key element o f  this type o f  program i s  the choice o f  a sufficiently l o w  wage-around 
the local market wage for unskilled labour-to ensure self-targeting o f  able-bodied working 
individuals. Ideally there i s  a work guarantee, if budgetary and administrative resources allow. 
In the Ethiopian version, each beneficiary i s  paid Br 6 (US$0.70) per day for up to five days each 
month for six months o f  the year, in return for unskilled labour o n  labour-intensive public works. 

3.81 For those who cannot, or should not work, including children, the elderly, the sick and 
lactating mothers, the program has a second window o f  unconditional direct cash or food, based 
on estimated need. For children in particular, this i s  an investment in their future productivity. 
Moreover, while growth would be expected to reduce malnutrition in the long run, the finding 
that per capita income growth translates only weakly into reductions in malnutrition in the 
medium term supports the case for targeted interventions (Alderman and Haque 2006). As noted 
above, this could evolve into a conditional grant, linked to household behaviour related to 
nutrition and health as with Mexico’s Oportunidades scheme, where transfers are linked to 
attendance at health clinics and nutrition monitoring. 

3.82 The Ethiopian program, launched in 2003, reached almost 4 mi l l ion individuals in i t s  
public works component in 2005, rising to an estimate o f  almost 6 mi l l ion in 2006; the direct 
support component reached almost 1 mi l l ion in 2005 and 2.5 mi l l ion in 2006. Expansion into the 
semi-arid regions o f  Somali and Afar was significant in 2006. T o  address init ial  problems, a 
focus on training o f  implementers, participatory and community-based integrated watershed 
management, financial management and targeting, are believed to have brought significant 
improvements. However there is no evidence on direct impacts as yet. 

3.83 The Productive Safety Nets program i s  well-designed to reduce the impact o f  weather 
and other r isks on severe poverty. But it i s  l ikely insufficient to deal with the dilemma o f  
farmers in deciding whether to  invest in seeds, fertilizers and other inputs, for which an adequate 
return-not least to repay credit-depends on the weather. For this type o f  problem, there i s  
increasing interest in index-based weather insurance, whereby farmers, for example, are 
provided with an insurance product that pays out when there i s  adverse weather, but does so in 
ways that fosters efficient risk-taking through a link to an index that i s  unrelated to the farmer’s 
own behaviour.16 The reason for this design i s  two-fold: first, to avoid farmers adopting 
behaviours that are motivated to receive a payout rather than taking reasonable risks to increase 
their incomes, and to reduce the administrative costs o f  assessing the extent and causes o f  
damage for individual farmers. A good index i s  an independent measure o f  local rainfall for a 
farming population. A local index captures the significant variations in rainfall across Ethiopia, 
both to s read risk and to increase the correlation between rainfall conditions and impacts on 
farmers. The index also needs to have sufficient historical information to al low for estimation 
o f  losses associated with rainfall variations, in order to calculate an actuarially fair premium. 

I P  

See Skees e t  a1 (2004) and Alderman and Haque (2006) for discussions on Ethiopia. The brief notes in the text 

This approach to insurance provision wi l l  always have some divergence between measured risks and actual losses 

16 

highlight only the main elements. 

to recipients: this factor, known as basis risk, can be positive or negative. 
17 
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3.84 Index-based weather insurance has been used in several developing countries, including 
India, Mexico and Mongolia, and i s  under consideration in various Afr ican countries (Alderman 
and Haque 2006). Init ial  trials in Ethiopia reportedly had few takers, perhaps because o f  the 
newness o f  the instrument, and caution over how it would work. This report recommends further 
experimentation. While rural financial markets remain limited, o f  particular interest i s  the 
potential to link this form o f  insurance to credit and/or input supply, since these build on existing 
interactions with farmers (Skees et al. 2004). Among the design issues are whether the insurance 
“offer” be mandatory for borrowers (as i s  common with mortgages for houses in industrial 
countries) or voluntary, whether payouts can be made for a variety o f  rain-related events over a 
season and how to avoid information for the index being manipulated. 

3.85 There are two additional potential uses o f  index-based mechanisms. First, the use o f  a 
weather index can be used at the country level to more effectively manage the macroeconomic 
implications o f  rainfall variation, and in particular, to get timely financial resources when 
drought hits. The WFP i s  experimenting with purchasing international insurance through 
purchase o f  a weather-linked financial derivative from the European reinsurer, AXA Re 
(Alderman and Haque 2006). For US$930,000 the reinsurer will pay up to US$7.1 mi l l ion in 
case o f  severe drought in selected woredas, as based on rainfall reports from 26 weather stations. 
This i s  s t i l l  quite small relative to potential needs in the event o f  drought, and moving to scale 
will depend on donors being willing to pay the premia for contingent events rather than on an ex 
post needs basis. Over the longer term, this should be seen as one o f  a number o f  instruments 
that seek to provide the Ethiopian government with the budget and financing space to deal with 
adverse weather (or other) shocks. 

3.86 A second potential use i s  as an early warning trigger for public sector budget allocations 
to drought-hit woredas. This would ensure both timeliness in budgets-linked, for example, to 
outlays under the Productive Safety N e t s  program-and can help budget planning. Rainfall- 
related problems are not fully correlated across Ethiopia, and a mechanism to link budgets to 
emerging needs will optimize budgets. As with individual farmers this will depend on the 
information from weather stations being independent, and not subject to  manipulation at local 
levels. 

3.87 Tenurial insecurity and landpolicy. Land i s  owned by the state, and according to the 
Ethiopian constitution, a l l  citizens who wish to make a living in agriculture have usufruct rights. 
Nationalization o f  land was undertaken under the Derg, and, as noted above, served to break a 
highly unequal, feudal structure o f  land ownership. The present government stresses the 
potentially inequitable repercussions o f  a land market, especially that distress sales could lead to 
the re-concentration o f  the land amongst the wealthy and permanent impoverishment o f  the poor. 
Protecting the poor i s  rightly a central objective o f  policy. However, tenurial insecurity (whether 
real or perceived) also has adverse effects on investment and structural change. Two channels 
are o f  particular concern: 

First, concerns that land rights will be lost can lead to underinvestment in perennial crops, 
such as coffee, or in productivity-enhancing investments such as terracing and small- 
scale irrigation. Empirical evidence from Ethiopia finds significant perceived insecurity 
o f  land rights-and it i s  perceptions that matter for behaviour (for example, if farmers 
fear that a redistribution o f  land may occur given the right to  land enshrined in the 
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constitution coupled with intense population pressure in some areas). Yet the perceived 
lack o f  full transferability o f  property could be as important as the fear o f  expropriation. 
One estimate finds that transfer rights would lead to a 30-60 percent increase in 
investment in tree crops (Deininger and Jin, forthcoming, and Part 11, Chapter 2). 
Deininger et al. (2003), on the other hand, found that perceptions o f  tenure insecurity (as 
opposed to lack o f  transfer rights) had a stronger negative impact on long-term 
investments such as terracing than they did o n  tree crops (which could explain why 
perceived insecurity co-exists with expansion o f  coffee output since 2000 in Ethiopia). In 
recognition o f  the need to strengthen perceived tenure security, the government has taken 
several steps, including legalizing rental markets (although land cannot be sold or 
mortgaged), and implementing a very ambitious, and so far highly successful, land 
“certification” program. 
Second, fears over loss o f  land rights can lead to reduced labour mobility. The recent 
PPA found that in some rural areas the perception o f  r isk o f  land redistribution remains 
high (MOFED, forthcoming). This could st i f le  diversification o f  livelihoods in rural non- 
agricultural activities, and long te rm migration. This could potentially be o f  large 
significance in the medium term in light o f  the unviably small landholdings o f  many 
farmers (20 percent o f  farmers own less than 0.1 ha) and the l o w  agro-climatic potential 
o f  parts o f  Ethiopia now under cultivation-Table 3.2). Outmigration i s  a source of 
greater equiv, not inequity, for many such households. But with urban employment also 
uncertain, households will be wary o f  sending their able-bodied men and women 
elsewhere if they risk losing land rights. 

3.88 Increased tenurial security can make a difference. In Vietnam, a reform o f  collectivized 
agriculture, that allowed for transfer, exchange, leasing and inheritance and mortgages led to 
significant productivity increases (Part 11, Chapter 2). At the same time, there i s  a case in 
Ethiopia for experimenting with arrangements that ensure security without moving to full 
privatization, especially while risk management remains so partial. The ongoing scaling up of 
land leasing and certification arrangements provides security over long-term usufruct rights. 
Given the weak knowledge base o f  how alternative arrangements wil l work in practice, 
experimenting with alternative policies and evaluating impacts on perceived insecurity, 
investment and labour mobil i ty are recommended, alongside further research about the relative 
effects o f  different factors, including poverty, on peasants’ investment decisions. 

3.89 Risks faced by the business sector. Risks matter for businesses because investments are 
typically reversible at a cost-whether they are in machines, buildings, or even labour contracts. 
We highlight two categories o f  uncertainty: 

Policy uncertainty, when investors perceive r isks of, for example, higher taxes, more 
onerous regulations or loss o f  markets owing to preferences to favoured groups or 
individuals. Even when the risk o f  actual expropriation o f  assets i s  low, this means that 
there i s  a real risk o f  being unable to appropriate expected returns from an investment are 
real. 

Uncertainty over economy-wide influences on market conditions, including key prices- 
the real exchange rate and the lending rate-and levels o f  aggregate demand. 
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3.90 Policies for managing these r isks fa l l  into two areas: achieving credibility in policy 
commitments; and macroeconomic policy, which are discussed in turn in the subsequent 
chapters. The payoff to improving perceptions o f  the investment climate can be real. In the 
words o f  one investor: 

When we decided to come to Ethiopia in 1998, it was because o f  i t s  natural advantages-in particular i t s  
climate, which was ideal for growing roses. We are delighted that now, in 2004, the natural advantages are 
beginning to be matched by man-made ones, those deriving from improvements in policies and 
procedures. If these improvements can be sustained, there i s  almost no limit to investment opportunities in 
Ethiopia. (UNCTAD 2004) 

3.91 This highlights also the role o f  actions to address missing markets, and the importance o f  
expectations to underpin new activities that complete particular value chains. Finally, here we 
return to the theme o f  the nature o f  government needed to support growth and equity. 

5) An Adaptive, Supportive Role  for Government 

3 -92 The effective design and implementation o f  a development strategy implies that 
government adopt an adaptive and responsive approach to heterogeneous and changing settings, 
in which local knowledge and the behaviour o f  local actors allows for greater accountability and 
determines effectiveness. While careful national planning does have a role-for example, in 
strategic infrastructure and major irrigation works, for example-in general, the “high modernist” 
development approaches, typical o f  Soviet-style planning, Indian five-year plans, and old-style 
World Bank advice have tended to fail.18 Discovery o f  successful approaches i s  more likely to 
occur with structured experimentation, exemplified by Chinese reform processes, and ongoing 
interactions with farmers and entrepreneurs, illustrated by traditions o f  business-government 
dialogue in industrial societies. 

3.93 We can again illustrate in two principal areas o f  public action. For rural development, 
the main issue concerns service delivery to people-from health centres to extension services. 
The challenge i s  to shift f rom a historical relationship o f  governments dominating their subjects 
to one o f  responsive local government, as envisioned by the decentralization strategy. This 
implies reform in historical patterns o f  local interaction, to foster and guarantee greater 
accountability in the range o f  services. This i s  entirely in l ine with stated government policy, but 
the difficulties o f  change should not be underestimated. While increased information on 
government budgets and citizen rights will help, it i s  also about changing cultures o f  behaviour 
o f  bureaucrats, local politicians and citizens. 

3.94 For urban development, the issue i s  o f  both the design and practice o f  policy design. 
Supporting the discovery and expansion o f  winners by the private sector .makes sense, through 
mechanisms such as grants for innovation and problem-solving o f  emerging constraints to clearly 
productive activities. Government officials picking winners ex ante i s  l ikely to fail. This i s  
linked to the need to effectively convince private investors that the Government will maintain an 
environment that i s  supportive o f  private profit-making, but not o f  favouritism. This takes us to 
the issue o f  credible commitment. 

’* Scott (1999) has an extensive discussion o f  the failures o f  “high modernism.” 
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4. CREDIBLE COMMITMENT AND GOVERNANCE 

4.1 While the design and content o f  a growth strategy raise issues o f  considerable 
complexity, these are irrelevant if the main actors in the development process do not respond as 
expected. Success depends on consensus among al l  major stakeholders that the rules o f  the 
game are clear, commonly agreed, and stable over time, in the major areas o f  development 
action, private investment (from peasants to large f i rms)  and service delivery. This i s  a 
challenge, given Ethiopia’s history o f  hierarchical and restrictive control, and implies a dramatic 
shift in mindset by al l  actors about the roles o f  the state, the private sector, and citizens. It also 
highlights the importance o f  credibility, evidenced in key signals and actions, to shape more 
buoyant expectations about the future, to ‘ride up’ the rising part o f  S-curves. 

4.2 Related to the credibility challenge are the institutions o f  governance in the political, 
social and economic spheres that shape, choose, contest, implement, evaluate and re-design 
practical policies. An institutional story l ies  at the core o f  any historical explanation o f  
Ethiopia’s extremely l o w  levels o f  development, and it was suggested that the changes since 
199 1 are potentially consistent with more pro-growth and pro-equity institutional arrangements. 
Yet this change i s  neither complete nor consolidated, and the events fol lowing the 2005 elections 
exposed some weaknesses in institutional transformation to date. Questions o f  governance are 
now firmly at the centre o f  discussions about development strategy. 

1) The Challenge of  Credible Commitment 

4.3 Throughout the report we have emphasized two broad areas in which a break with 
historical patterns i s  crucial to any take-off in growth and broader development processes: (i) the 
production, investment and innovation decisions o f  the private sector, f rom peasants to large 
f i rms; and (ii) the delivery o f  a broad range o f  services, from schools to transport services, which 
are increasingly managed under decentralized auspices. For both, perceptions about the rules o f  
the game shape behaviour, and a lack o f  t rust  among development actors could lead to a “non- 
cooperative” outcome that i s  worse for all, damaging prospects for development and for the 
improvement o f  the well-being o f  Ethiopians. 

4.4 For private investment, the classic question faced in al l  countries i s  whether property 
rights over investments will be protected - that is,  whether returns f rom investments can be 
reliably appropriated by investors (Figure 3 .S). This is, ironically, a particular challenge for 
reasonably strong governments (weak governments raise a different set o f  challenges). 
Governments that are strong enough to enforce the rules o f  games are also strong enough to 
change these rules and expropriate some o f  the gains. 

4.5 For private investment to take off-in agro-industry, industry, services and in private 
participation in infrastructure-investors need not only conducive rules, but need to perceive a 
credible commitment that the rules will be sustained. This i s  likely to  involve not only a 
generalized commitment to rules, but also a commitment that the government will solve 
bottlenecks when areas o f  real economic opportunities are discovered (as in the case o f  rose 
production). Such a stance i s  contrary to the long sweep o f  Ethiopian history, for which 
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discretionary and predatory governance was the norm. Large scale private investments, whether 
in steel, fertilizer or elsewhere, are a credible and visible signal o f  optimism. This i s  now only 
starting to overcome such factors as lack o f  demand and the state’s dominance o f  large scale 
activities. Alongside large f i rms,  and more important in aggregate terms o f  incomes and poverty 
reduction, i s  support for small firms to get started and moving up the learning curve, with access 
to finance and confidence in the legal system. 

4.6 Parallel issues apply to the question o f  effective service delivery under decentralized 
auspices. Success depends on the behaviours o f  the key actors-local government 
representatives, teachers, extension agents and citizens. A change to  accountable and responsive 
government i s  again contrary to Ethiopian history under both the monarchy and the Derg, though 
it i s  consistent with the stated objectives o f  the present government toward local empowerment 
o f  citizens. In some areas local actors might believe that the traditional, control-oriented 
approach will be the dominant mode o f  government behaviour, which suggests that the 
Government needs to behave consistently to show that this characterization is wrong. 

4.7 The other set o f  actors whose behaviour matters is the donor community. I t  i s  impossible 
to mention development assistance in the short to medium term without referring to the impact o f  
the 2005 post-election events o n  donor actions and thinking, which raised two distinct, if inter- 
related issues. All donors, including the World Bank, need to feel confident that the behaviour 
of government and other domestic actors reflect rules o f  the game that effectively support the 
pursuit o f  common development goals (symbolically represented by the MDGs). In addition, 
many donors have intrinsic concerns over human rights and political processes, which are in part 
derived from the preferences o f  their ultimate constituencies in their parliaments and publics, to 
whom they are accountable. This i s  an unavoidable, structural reality o f  donor engagement. It i s  
also consistent with developments emerging on the continent, notably in the New Partnership for 
African Development (NEPAD), that pluralism and the political equality associated with genuine 
democratic processes are necessary ingredients for long-term development. 

4.8 To illustrate the importance o f  credible commitment, two alternative hypothetical 
scenarios can be outlined, referred to in shorthand as a “non-cooperative” and a “cooperative” 
outcome. In the first scenario, lack o f  trust among development actors based on repeated 
interactions leads to a “non-cooperative” equilibrium. This could be precipitated by an 
investment strike by domestic and foreign private investors, a cutback in donor support, and the 
perpetuation o f  control-oriented behaviours o f  local officials. This could in turn lead to 
heightened social pressures,, increasing incentives for the Government to pursue a control- 
oriented approach to  maintain stability, and possibly a debt-financed, top-down push for 
accelerated development. While the latter could provide short-run gains, it would not be 
sustainable. 

4.9 In the second scenario, a “cooperative” outcome emerges that can provide the basis for 
the kinds o f  actions needed for rapid development. Here, the Government builds confidence 
among other stakeholders by acting in accordance with i t s  stated commitment to support for 
private sector development and for local level empowerment o f  citizens. While actions o f  al l  
parties matter, the Government’s stance i s  key. It might involve an approach with the following 
ingredients: 
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(i) 

(ii) 

(iii) 

a signal o f  policy intentions for the rules o f  the game, backed by “convincing” 
initial actions; 
the building o f  a reputation for solving critical bottlenecks as these emerge 
through cooperative interactions with other actors; 
accountability mechanisms, notably transparent processes o f  monitoring, that help 
make the rules o f  the game self-enforcing, through increasing the costs o f  
subsequent change; and 
creating fora for communication among the various parties. (iv) 

4.10 The design o f  credibility-enhancing actions i s  likely to be most effective if arising from 
discussion among key stakeholders, although we can outline possible candidates to provide a 
convincing signal. For the private investment and growth agenda, it could include actions in the 
following areas such as: 

a streamlined and transparent urban land policy; 
a re-energized strategy both for privatization and private participation in telecoms and 
electricity supply; 
decisive action to demonstrate that party-owned firms enjoy no special privileges; 
further simplification in business regulations; 
supports to private sector innovation and self-discovery; and 
focused dialogue over pol icy specifics and implementation in public-private fora. 

In the area o f  local service delivery, while there i s  greater complexity, possible areas are: 
articulation o f  an approach to “empowerment”, at the woreda and kebele levels, with 
particular attention to the role o f  citizen groups and elected representatives in relation to 
appointed administrators; 
strengthening o f  specific mechanisms for citizen choice and participation, in areas 
affecting service delivery (in schools, health centres, etc.) and community choice (over 
local infrastructure); 
transparent commitments o n  resource flows, which are locally monitored; and 
a major push o n  transparency and monitoring o f  government actions and service delivery 
more generally. 

Finally, an understanding with donors i s  important. In addition to articulating common 
ground on long-term objectives-for development and democracy, this could include agreement 
on short-run actions that would provide a mutually acceptable basis for sustaining financial 
support. Transparency and monitoring i s  likely to be important to domestic accountability, and 
to assure donors that funds are being used in l ine with their development objectives. 

4.13 In al l  o f  these areas, questions o f  governance, accountability and participation are 
relevant: often to specific actions, but also more broadly as forming the underpinning for 
consistent behaviour o f  al l  parties, and so o f  the credibility that i s  the foundation for effective, 
cooperative behaviour. The next section explores this further. 
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2) Issues in Governance and Accountability 

4.14 Strengthening institutions i s  essential to achieving and sustaining a growth takeoff. This 
i s  obviously a critical moment for governance in Ethiopia’s history, and significant progress has 
already been made toward a decentralized system o f  governance. 

4.15 The key issue: accountability at national and local levels. It i s  useful to frame the 
question in terms o f  h o w  to strengthen the accountability o f  the state to its citizens in al l  realms 
relevant to economic and social services, both to households and f i rms .  One approach (that 
might be termed Weberian) i s  a technocratic, effective, rule-bound bureaucracy whose actions 
are aligned to citizens’ preferences by democratic electoral processes. But while the aspiration i s  
desirable, this i s  overly simplistic even in industrial countries, and i s  very inadequate for 
Ethiopia. 

4.16 Two prisms to frame accountability that are relevant to Ethiopia can be put forth: 

The complementarity between horizontal and vertical systems of accountability. 
Horizontal accountability refers to countervailing agencies and structures within the 
state-including the separation o f  powers associated with an independent judiciary, an 
active parliament, and independent audit functions, while vertical accountability refers to 
pressures from citizens holding governments to account. Elections are one instrument, 
but both developing and industrial societies have an array o f  mechanisms including an 
independent press, and citizen rights and complaints mechanisms. Horizontal and 
vertical processes reinforce each other: citizen action i s  more effective if it helps trigger 
horizontal mechanisms, which in turn have greater weight if supported by vertical 
processes. The legitimacy o f  institutions at different levels are inter-related, although in 
settings where horizontal legitimacy i s  weak, investments in the institutions o f  vertical 
accountability can s t i l l  be effective-and be a basis for strengthening systemic legitimacy 
and confidence more broadly (see Part 11, Chapter 5). 

The complementarity between the opportunity structure for citizen action and their 
capabilities for effective empowerment. 2o The formal and informal opportunities for 
making demands on the state and holding it accountable need to be supported by the 
capabilities o f  citizens to conceive alternatives, organize, mobilize and act. Formal 
transparency in government spending and rights to receive services, for example, does 
not enable accountability if citizen behaviour i s  constrained by a perception that criticism 
will be punished. The strength and orientation o f  local and national c iv i l  society are 
obviously relevant. Local government capacity and effectiveness are technical issues that 
also determine responsiveness. PSCAP, for example, facilitates a wide range o f  capacity- 
building measures designed to enable full implementation o f  the decentralization agenda. 
In addition to support for training and system improvements at the local level, this 
includes improving connectivity, in order to harness the potential o f  telecommunications 
as a means to improve service delivery. 

See O’Donnell(l999) for a general discussion, Levy  (1999) for a brief discussion on Ethiopia. 19 

*‘See Petesch, Smulovitz and Walton (2005) on local empowerment, and World Bank (200%) for Ethiopia. 
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4.17 These are complex issues, and this subsection i s  intended only to outline areas for further 
exploration, beginning with accountability at the national level, and proceeding to national-local 
relations. 

4.18 There i s  a range o f  areas where institutional change can strengthen accountability at the 
national level in the interests o f  more effective development. These are complements to, not 
substitutes for, the electoral process itself, forming part o f  the effective functioning o f  mature 
democracies. 

4.19 Checks and balances to the executive. Unchecked executive power i s  h igh risk for both 
strategic design and implementation o f  development policies, creating the basis for either the 
abuse o f  power or pursuit o f  patronage for personal gain. Areas for action include: 

0 

Continuing engaging efforts to increase capacity and skills; 
Strengthening the independence o f  the judiciary; 
Making the parliament a serious arena for debate and legislative action; 
Supporting transparency, both through legal means (including rights to information), and 
practice o f  the executive, especially in spending and procurement; 
Supporting the independence o f  the media-radio (of especial relevance in Ethiopia) and 
print; and 
Strengthening the independence and power o f  the external audit function (for example, 
through reporting to parliament, and with judicial redress for malfeasance). 

4.20 These build o n  existing formal structures (for example the independence o f  the judiciary) 
and initiatives (for example on transparency o f  spending), but require concerted long-term efforts 
to ensure they are reflected in practice in all parts o f  the country. PSCAP i s  an important part of 
these efforts through its support to reinvigorating justice sector institutions and improving urban 
management more generally. By supporting systems for fiduciary management, for example, the 
program helps localities improve transparency, and thus accountability to their constituents. 

4.21 Separation of party and state. When the current regime came to power, party and state 
were closely inter-linked. However, Ethiopian politics entered a new phase when in 2001 the 
Fourth Party Congress o f  the EPRDF declared i t s  intention to separate the c iv i l  service structure 
from the political leadership, both at the national and subnational level. This announcement 
recognized that c iv i l  servants and politicians have distinct functions, which when mingled have a 
negative effect on governance. Indeed, an incomplete separation o f  the two can undercut the 
formation o f  effective processes o f  policy design within the executive, and risks bias in policy 
toward specific interests o f  the party-for example in ensuring level playing fields in areas 
where party-owned enterprises are active. Credible redress mechanisms, including at local levels 
are needed to ensure that stated principles are being observed in practice. Continued vigilance i s  
needed to ensure that the institution o f  the c iv i l  service exists as an independent corps of 
professionals based on meritocratic principles. 

4.22 Strengthening the capacities of non-executive actors. Empowerment will require support 
for the capability o f  the actors involved, to enhance independence or opportunities for action: 
this applies to judges, journalists, external auditors, the Ombudsman, the Human Rights 
Commissioner, the National Elections Board, the Federal Ethics and Anti-Corruption 
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Commission, parliamentarians, the formation o f  unions, and other c iv i l  society organizations. 
There i s  a role for training and support in these areas, including from international associations in 
the areas o f  concern (for example, v ia international associations o f  jurists, auditors and the 
international union movement), and via regional networking (perhaps through NEPAD) to learn 
from the experience o f  other countries. O n  the Government side, PSCAP fulfills many o f  these 
ro1es-e.g. in empowering justice sector institutions to review their legislative mandates, 
institutional capacity, and systems, as wel l  as their demand-responsiveness. PSCAP also 
provides for formulation and implementation o f  performance improvement plans by local 
institutions. 

4.23 Strengthening the regulatory framework for the media. The role o f  media i s  important in 
terms o f  promoting accountability and the empowerment o f  citizens. Two-way information 
flows from government to citizens and from citizens to government are critical for responsible 
citizenship and responsive and accountable governance. Laws about rights to information and 
freedom o f  the press, particularly local press in local languages, can provide the enabling 
environment for the emergence o f  informed citizen action and proactive engagement with the 
state. As more authority i s  devolved to local government, having access to independently 
sourced information at the local leve l  becomes more impqrtant. The new PBS instrument aims 
to improve the quality and quantity o f  information on budgets and services which i s  disclosed by 
local Government for consumption by citizens and citizen groups. Training in budget literacy 
and in re-packaging complex public sector format budgets i s  also underway. The media can play 
a greater role in terms o f  putting information about government performance and obligations as 
well as citizens' entitlements in the public domain-but the fact remains that a huge segment o f  
the population currently does not have access to any kind o f  media. Ethiopia has a long way to 
go on the media front, in several respects: liberalisation and revised legislative frameworks on 
the one hand, as wel l  as increased media capacity and outreach on the other. The challenge i s  to 
strike a balance between providing protection for genuinely independent reporting, and 
constraints on irresponsible, inflammatory behaviour o f  parts o f  the press. This i s  also an area 
where international advice on the operation o f  an effective regulatory framework could be useful. 

4.24 Fostering an independent, non-rent-seeking private sector. A particularly important 
domain i s  that o f  the private sector, which played a central role in the institutional dynamics o f  
development in industrial societies. There are classic r isks here-common in developing 
countr ies-of  an unholy alliance between the abuse o f  power o f  government actors and the 
pursuit o f  rents by private sector agents, with outright corruption a manifestation o f  this. L o w  
levels o f  corruption in Ethiopia provide a good starting point, but it i s  worrisome that indicators 
o f  corruption show a worsening trend (Table 2.1), suggesting that this is not a time for 
complacency. The Competition Commission has an important potential role, including with 
respect to allegations o f  unfair competition by parastatals. 

4.25 As in other areas, action o n  both processes and capabilities i s  most effective: developing 
an investment environment with transparent processes (for example over regulation on land 
allocation-building on recent initiatives to streamline procedures); and the development of 
business associations, including o f  small and medium enterprises, to aggregate and formulate the 
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interests o f  the private sector, and to debate and lobby for these interests (as opposed to large- 
scale enterprises securing special favours from 

4.26 Turning to the second broad area, o f  federalism and local service delivery, the starting 
point i s  the federal structure o f  the Ethiopia pol i ty (which was outlined in Box  2.1), with i t s  
range o f  opportunities for introducing checks and balances and local accountability. But 
achieving effective accountability can be as difficult at the regional, woreda or kebele level as at 
the national level, as revealed in the PPA. The local level is  traditionally associated with 
political and social control (see MOFED, forthcoming, and World Bank 2006g). Many o f  the 
steps mentioned above that can be taken to improve accountability at the national 1evel-e.g. 
strengthening the independence o f  the judiciary and med ia -cou ld  also be implemented at the 
subnational level. 

4.27 The framework for accountability articulated in the 2004 Wor ld  Development Report 
helps to structure thinking about service delivery. The core idea i s  that the interactions between 
citizens and service providers can be organized into four relationships o f  accountability, 
between: 

citizens and pol icymakers-or the expression o f  “voice,” o f  which electoral processes are 
one, but not the only, avenue; 

0 policymakers and service providers-as in the “contractual relations” that translates 
policies into specific resources and programs; 
the managers o f  service providers and front-line actors (teachers, extension agents; and 

0 front-line actors and the citizens themselves-or “client power.” 

4.28 This i s  diagrammatically represented under federal conditions o f  decentralized service 
delivery in Figure 4.1 , where the arrows capture these different relationships. A two-way arrow 
i s  used for the front-line relationship to highlight that service delivery, f rom provider to citizen, 
can be influenced by the direct exercise o f  demands on front-line providers. 

Work on the former Soviet Union finds that the presence o f  business associations i s  associated with less 21 

corruption and improved governance. 
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Figure 4.1 An Accountability Framework for Local Level Service Delivery 

Policy makers 

4.29 There are many ways in which these relationships o f  accountability can go wrong and go 
right. International experience highlights three conclusions. First, there are complementarities 
between the “long route” to better accountability, from citizens via policymakers and compacts 
with service providers, and the “short route” from direct citizen influence or participation and 
how schools, health centres and extension services function. Second, the opportunity structure 
for influence needs to be complemented by efforts to enhance the capabilities o f  the various 
actors. Third, specific designs need to be shaped both to the features o f  the service, and to the 
local context. 

4.30 First, there i s  major central 
government commitment to provision o f  finance for basic services to the poor. Pro-poor 
spending in the national budget increased from 39 percent o f  the budget in 1999/2000 to 56 
percent in 2005/06, and now stands among the highest in Afr ica as a share o f  GDP. A pilot 
Citizen Report Card conducted in 2004 found impressive levels o f  reported improvement in 
access to, and citizen satisfaction with, local services such as water and sanitation. Second, a 
majority o f  these resources are passed down to local governments via block grants (especially to 
regions and woreda levels o f  government). These are, in principle, untied, though the 
expectation i s  that they wil l indeed be used for poverty-related spending on services. In practice, 
though, because o f  Ethiopia’s low per capita GDP, the absolute size o f  the block grants i s  very 
small (as l i t t le as U S $ 5  per capita in one woreda). This means that a large share o f  local 
spending i s  absorbed by salaries (set at the federal level)-thus in some cases local discretion in 
the use o f  resources i s  quite limited. Third, however, case studies indicate that service provision 
i s  embedded within the traditionally authoritarian political, bureaucratic and social cultures, in 
terms o f  interactions around the services themselves and the broader local political and social 
context (Vaughan and Tronvall2004; MOFED, forthcoming; GTZ 2005). 

H o w  does Ethiopia compare against this framework? 
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4.3 1 While specific designs to  strengthen accountability require careful working through for 
each area o f  service delivery, three general considerations emerge, related to central and local 
roles, transparency and monitoring and the evolving nature o f  local interactions. We deal with 
each o f  these in turn. 

4.32 Central and local roles. Even with a radically decentralized system, there are distinct 
roles for central, regional and local actors. In Ethiopia, the federal government i s  responsible for 
overall policy setting, and some components o f  service delivery (e.g. tertiary education), while 
lower levels are charged with providing basic services (Box 2.1). Zones and woredas serve as 
implementing arms o f  the regional governments. In the so-called fast-reforming regions (Tigray, 
Oromia, Amhara and SNNPR), decentralization has progressed further, and the woredas are now 
responsible for basic education and healthcare. Eventually the full decentralization framework 
will be rolled out in al l  regions. In order to enable decentralized levels o f  government to carry 
out their mandates, the federal government allots block grants to regions, who in turn allocate 
block grants in a similar fashion to woredas. The federal government has also demonstrated a 
strong commitment to facilitating the decentralization process by establishing a high level 
Ministry o f  Capacity Building, and associated regional bureaus. Training for c iv i l  servants at the 
woreda level has been a focus. Efforts are also ongoing under the auspices o f  PSCAP. 

4.33 A key ingredient for greater accountability i s  the 
documentation and public sharing o f  measures o f  performance across regions, woredas, kebeles 
and, for example, schools and health centres (World Bank 2006g). This i s  essential for citizens 
to hold service delivery actors to account and also a signal to citizens that local governance 
cultures are changing so that public officials will be held locally accountable for their 
performance. In recognition o f  the powerful role monitoring can play in improving the 
effectiveness and accountability o f  the public sector, it has been central to the design and 
implementation o f  PSCAP and the Protection o f  Basic Services (PBS) operation. Monitoring 
can also enable use o f  performance-based mechanisms such as the proposed Local Infrastructure 
Grants, which would be allocated to localities depending on quality o f  governance. In fact, 
Ethiopia’s recent efforts on results-based monitoring put it at the forefront o f  good practice 
among i t s  peers. 

Transparency and monitoring. 

4.34 Measuring aspects o f  transparency and accountability was a key objective o f  the Woreda- 
City Government Benchmarking Survey, conducted in 2005 in the four large regions. The study 
found that woredas were more likely to allow access to writ ten information on budgeting and 
strategic planning issues than on audit reports and tax assessments. The community i s  usually 
consulted when the woreda formulates i t s  strategic plan (91 percent o f  cases in the study), but 
consultation i s  less likely when the woreda prepares its budget (56 percent). “Citizens” and 
“kebeles” were the groups most l ikely to be consulted by woredas (83 percent and 91 percent), 
while the business community (52 percent) and NGOs/CBOs (48 percent) were among those less 
likely to be consulted. By far the least consulted group was “disadvantaged people” (4 percent). 

4.35 Overall, public access to  information and consultation with the community were judged 
to be positive in about 70 percent o f  woredas. In terms o f  measuring the quality o f  services, it i s  
impressive that all the woredas in the Benchmarking Survey publish service performance results 
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(and a move towards the service delivery agreement basis for grant formulation, already in place 
in SNNPR, should further institutionalize this). Moreover, 70 percent assess service quality 
regularly and 87 percent gauge quality by asking for citizen feedback. 

4.36 Provision o f  information by the Government can be complemented ‘by civ i l  society- 
managed surveys to assess citizen views on services, as in the report card initiative on public 
services, pioneered in Bangalore, India (Box 4.1). Public information o n  performance can also 
be useful  for benchmarking and comparison across regions. 

Box 4.1 Citizens Report on Service Delivery 
A “Pilot Citizen Report Card” compiled in September 2005 by the Poverty Act ion Network Ethiopia 
(PANE) used survey data f rom randomly sampled end users to measure the access to  and quality o f  public 
services in Ethiopia. I t  covered four key sectors and asked respondents to  assess trends over the 
preceding two years. Overall, the trend in basic services i s  positive. The quality o f  the water supply from 
public taps and hand-pumps has increased significantly, according to  respondents, albeit with regional 
variations. About 59 percent were completely satisfied with health services, while 28 percent are 
dissatisfied. Almost two-thirds o f  rural respondents noted an improvement in health services, and a 
similar percentage reported that sanitation services had improved. However, despite the positive trend, 
absolute levels o f  service provision remain inadequate. For example, fewer than a third o f  rural schools 
have access to safe water. Affordabil ity o f  services i s  also a concern-for instance, 17 percent o f  those 
surveyed in rural areas had made “forced contributions” to school authorities in addition to official fees. 

Aside from the obvious importance o f  collecting specific information o n  areas o f  strength and weakness 
in service delivery, report cards have the added benefit o f  making citizens feel that their opinions and 
experiences matter. This can serve to increase awareness o f  citizens’ rights, and possibly foster more 
open discussion, thus strengthening accountability at the local government level. Similar studies are 
planned to be conducted in the future in Ethiopia to  help inform policymaking. 

4.37 Within the general principle o f  complementary roles o f  centre and local governments, 
specific roles need to be worked through for each service category: for example in education, 
testing o f  students i s  best done at higher levels, whereas incentives for teacher Performance are 
more effective at lower levels o f  government. Distinct considerations will apply to roads, and 
water and sanitation. An important general role for federal government i s  the collation and 
sharing o f  local level information-at least at regional and woreda levels-to allow 
benchmarking o f  performance across jurisdictions for use by citizens and government alike. 

4.38 Local government capacity i s  a concern. A vast set o f  responsibilities has been devolved 
to local authorities in the four large regions and human resource and other constraints make 
implementation a challenge. The Woreda-City Government Benchmarking Survey found that 17 
percent o f  approved j o b  positions in sampled woredas were unfi l led (as high as 26 percent in 
Oromia). In municipalities, the vacancy rate i s  13 percent, and most depend on daily labourers 
to fill some o f  the gap. Human resource management i s  also lacking in some areas, with uneven 
use o f  performance reviews, which implies reduced accountability (see World Bank 2006f for 
further analysis). These capacity issues should be addressed over time through the work o f  the 
Ministry o f  Capacity Building and complementary programs (e.g. PSCAP). 

4.3 9 Local cultures and democratic decentralization. While monitoring and transparency i s  
essential to accountability, the challenge o f  changing local political and social cultures should 
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not be underestimated. Empirical work on decentralization has found that decentralization i s  no 
panacea, and i t s  functioning and impacts are highly contingent on interactions with local context, 
and the dynamics o f  centre-local and citizen-government processes.22 For Ethiopia, the history 
o f  authoritarian political and social culture i s  grounds for caution about local transformation. 
Indeed concerns o f  capture o f  decentralized resources by influential local groups, v ia processes 
o f  local political control, patronage and clientelism, have r isen to much greater prominence in 
recent years, as mixed empirical results have begun to emerge. 

4.40 Findings o f  the PPA suggest that a high degree o f  social control has persisted through the 
institutional structures (kebeles) established by the Derg. In most though not al l  o f  the PPA sites, 
the only political actors were in the ruling party, meaning that local-level political competition 
was non-existent in these areas. In one-fourth o f  the communities covered, traveling or spending 
the night outside the kebele required informing local officials. The PPA found that kebele 
officials were frequently occupied with “organizing people’s social participation and monitoring 
their movements and activities ... toward collective community goals” (MOFED, forthcoming, p. 
xxv). If linked to political control, this could among other things dampen creative problem 
solving o f  economic and social challenges. 

4.41 Achieving responsive services will be a function o f  the interaction between the 
opportunities created by formal and informal local processes, around overall local government 
and modes o f  service delivery (e.g. do local groups have the power to influence assessment o f  
teachers?) and the capabilities o f  individuals and groups to take action. Work on processes 
elsewhere has analyzed this in terms o f  the culturally shaped “capacity to aspire” o f  subordinate 
groups: their capacity to conceive, organize and navigate social interactions in ways that pursue 
their ends.23 This capacity is not immutable, and can be built and strengthened by processes o f  
participation and social mobilization, and thereby also help strengthen the broader conditions for 
democratic decentralization. Lack o f  empowerment i s  particularly salient for women, and for 
groups that experience lower status, notably pastoralists, and minorities within the ethnic 
geographic regions.24 This supports the case for affirmative action. Special policy design, 
including both efforts f rom above to assure greater recognition (of the rights o f  women, o f  the 
social and economic practices o f  pastoralists), and social actions to foster organizational and 
aspirational capacities o f  people born in disadvantaged groups, are called for. While a broad 
framework has been established with appropriate rules, c iv i l  society requires space in order to be 
able to act as champions for progressive social action. 

Hel ler  (2001) compares Kerala (India), Port0 Alegre (Brazil) and South Africa; Grindle (2004) reviews 

See Appadurai (2004) for this concept, and an application in Mumbai, India, and the first and last chapters of Rao 

22 

experiences across Mexico. 

and Walton (2005). 
24 See World Bank (2005~) for further discussion. 
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5. MACROECONOMIC MANAGEMENT FOR GROWTH 

5.1 
further the pursuit o f  growth and broad-based development, in terms of: 

For Ethiopia, the question for macroeconomic management is how policy design can 

a) Providing the macroeconomic framework for financing development, including the financial 
sector space for private investment demand, as and when it takes off, in addition to 
availability o f  foreign exchange; 

b) Supporting competitiveness-through avoiding excessive real exchange rate appreciation, a 
dynamic banking system in the context o f  stable and moderate real interest rates, and 
attention to specific constraints as they emerge (e.g. urban land, skills, cement); and 

c) Reducing volatility, whether induced by weather-related shocks, terms o f  trade changes or 
aid volatility. 

5.2 This chapter examines what these objectives imply in two areas: the medium to long-term 
question o f  the macroeconomic management o f  a “big push”; and the pressures that emerged in 
2005-06 around the balance o f  payments and rising non-food inflation. Balance o f  payments 
pressures were associated with the sharp r ise in the o i l  import bill and the fal l-off  in aid in 2005, 
which were only partially offset by higher export prices and volumes. Rising non-food inflation 
appears to be due to a combination o f  demand pressures arising f rom high levels o f  growth, and 
the pass-through o f  rising o i l  prices (IMF 2006a). Rising food prices are surprising given the 
huge increase in supply (over 40 percent over the last three years), but they can be (at least 
partly) explained by rising agricultural exports (about 30 percent a year for the past three years), 
the reduction in direct food aid, and seemingly high increases in demand for food connected with 
rises in personal incomes f rom l o w  levels. 

5.3 Financing a “big push” over the medium to long term. This report’s primary focus i s  
long term, and so we focus first on the implications for macroeconomic management of the 
large-scale expansion in spending that would be associated with a big push to meet the MDGs. It 
i s  plausible that the conditions for a big push wil l improve over the medium term: (i) ODA can 
be expected to double over the next five years under plausible conditions; and (ii) export 
earnings and workers remittances can be expected to double in less than five years if their current 
rate o f  expansion can be maintained (about 25 percent annually). But given the l o w  absolute 
base o f  export earnings and ODA, it i s  also important to develop a medium term bridging 
strategy, so that Ethiopia can get onto an MDG path sooner rather than later. Work undertaken 
by the Ethiopian government and multilaterals on MDG scenarios provides the basis for this 
analysis. 

5.4 An outline o f  a scenario for reaching the MDG goals i s  given in Table 5.1. This draws on 
the MAMS that was also used for estimating the investment needs summarized in Table 3.1. 
This derives required growth in aggregate output and spending f rom a set o f  inter-relationships 
between consumption, infrastructure, and social service spending and the MDGs. While there i s  
much more to achieving the goals than money, the focus here is o n  the big expansion in 
investment and spending as a necessary part o f  the story, and i t s  macroeconomic implications. 
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5.5 The key features o f  the MDG scenario are the acceleration o f  long-term growth from an 
historical average o f  4 percent to at least 7 percent annually (Government plans stand at 10 
percent), and the sharp rise in investment, from 20 to 38 percent o f  GDP, with a massive increase 
in public investment, f rom less than 7 to 21 percent o f  GDP, accompanied by a vigorous r ise in 
private investment as well (public investment in this scenario includes plans o f  EEPCo, the 
electricity and power company, and ETC, the telecommunications company). A sharp public 
investment expansion was already underway in the plans for the 2005/06 fiscal year, with public 
spending init ial ly budgeted at 29 percent o f  GDP-and sti l l  projected at some 25 percent after 
making adjustments to offset a worsened macroeconomic situation (IMF 2006a). One area o f  
concern i s  that public investment at the local level i s  not rising, and i s  actually falling in many 
woredas. ETC and EEPCo have also been preparing very ambitious expansion plans. 

Table 5.1 An Outline of a Macroeconomic Scenario for Reaching the MDGs 

Sources; Ethiopian Government as cited in IMF (2006b). 
*Own calculations from IMF (2006b). 

5.6 The key long run challenge facing this huge expansion i s  sustainability, which implies 
looking to issues surrounding internal and external balances. It i s  important to examine recurrent 
spending implications and domestic revenue potential o n  the one hand, and the nexus o f  export 
earnings, O D A  proceeds, and external debt borrowings and repayments on the other. 

5.7 Preserving domestic balances. An ambitious expansion will have to be financed, at least 
partly, from domestic resources. The higher recurrent costs o f  running an expanded public asset 
base (of  schools, roads and so on) will eventually need to be largely financed from local taxes, 
and part o f  the cost o f  investment will be met through domestic borrowing. While these 
investments will no doubt boost growth over time, it is equally important not to overtax, or over- 
borrow, so as not to unduly tax out or crowd out private initiative. 

5.8 Figure 5.1 shows projected recurrent spending-on teachers, medicines and so on- 
consistent with the expansion o f  the public capital stock. The electricity and telecoms companies 
are expected to be self-financing over the long term, even if they remain in public hands. The 
fall in capital spending after 2010/11 i s  a somewhat artificial product o f  the sharp planned 
expansion in the next five years; in practice this may well be smoothed over time. A clear 
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implication of a large push on public investme t i s  to increase the costs o f  staffing and 
domestic revenues need to r ise as least 

as fast than recurrent spending. Figure 5.2 presents an illustrative scenario for domestic revenue 
expansion that leads to positive government savings and decline in aid dependency from around 
2015. 

maintaining these new assets. For this to be sustainable, 7 
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Figure 5.1 The Phasing of  Public Investment and Recurrent Spending in an MDG Scenario 
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Source: IMF 2006b. 

Figure 5.2 Scenario for Domestic Revenue Expansion Allowing Exit from Aid Dependency 
(percent o f  GDP) 

The surplus of domestic revenue over 
recurrent spending is basis of the exit 
strategy from aid dependency. 
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5.9 I s  an expansion o f  domestic revenues o f  the order o f  magnitude that i s  needed feasible? 
Table 5.2 shows Ethiopia’s revenue performance relative to other countries. Total revenues are 
higher than Tanzania, Mozambique and Uganda, but lower than Kenya and Zambia. While 
customs duties may decline with further rationalization o f  the tar i f f  schedule, there i s  clearly 
scope for increases in both VAT and income taxes. This will also require strengthening of tax 
administration, an area o f  activity in which the Government i s  already engaged (IMF 2006a). I s  
it desirable? While taxes always involve distortions, there i s  a good political economy case for 
increasing reliance on domestic finance o f  public services: the tax contract with citizens i s  a 
central part o f  the overall social contract, both at national and local levels. However, there are 
clear limitations given Ethiopia’s l o w  level o f  income, and rates o f  taxation that are already seen 
as a major barrier by the private sector (and the recent reduction in the tax rates for small 
businesses i s  welcomed from this perspective). 

Kenya 
Mozambique 
Uganda 
Zambia 
Ethiopia 

Table 5.2 Regional Comparisons of  Revenue Performance 

21.7 19.6 5.3 7.3 1.9 3.4 
12.3 11.5 4.7 2.6 1.7 2.2 
12.6 11.7 3.9 3.4 1 .o 3.4 
18.4 17.7 5.3 7.9 2.1 2.4 
16.0 12.7 1.9 3.5 5.7 0.5 

5.10 The sustainability o f  increases in recurrent spending depends on the growth o f  GDP, and 
thus revenues. This has important implications for the balancing and sequencing o f  public 
investment. For example, a disproportionate investment in social services at the expense o f  
investment in infrastructure runs the risk o f  creating an unsustainable situation o f  a relatively 
small economy unable to maintain access to education and health. Some o f  this i s  evident in 
scenarios developed using the MAMS model to address the relative merits o f  a focus on public 
infrastructure versus a focus on human development in a resource-constrained setting (Lofgren 
and Diaz-Bonilla 2005). When foreign aid per capita levels are fixed at US$50 in 2015 (with the 
present value o f  total foreign aid during the period 2006-201 5 reaching around US$22 billion) 
the scenario with a human development focus reaches the non-poverty MDGs but falls short of 
the poverty target (with a 201 5 rate o f  27 percent as against the target o f  19 percent) and requires 
supplementary domestic taxation (raising the tax share in GDP from 20 to 26 percent). The 
scenario focused on infrastructure produces more rapid GDP growth, reaches the poverty target 
(with a 20 15 rate o f  18 percent) and realizes more than 90 percent o f  the gain required for the 
other MDGs relative to the situation in 1991. 

5.1 1 Given substantial excess liquidity in the banking system, there are 
incentives for the Government to increase domestic borrowing as a way o f  financing public 
investment. Excess liquidity means that government borrowing rates are low, at least in the short 

Internal debt. 
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run. This i s  feasible because the restrictions on the capital account prevent savers from seeking 
higher returns abroad. There are however limits to how l o w  interest rates should be allowed to 
fal l  - financial repression works only as long as it remains mild in extent. In 2006, real interest 
rates were negative, which created pressures on the parallel exchange rate, which signals the risk 
o f  capital flight. In addition, negative interest rates are likely to increasingly distort investment 
behaviour - they could explain part o f  the construction boom in Addis, and perhaps also the 
tendency o f  farmers to  store more grain, which has exacerbated the rise in food prices. Clearly 
then, there must be more attention to keeping real interest rates positive, in spite o f  the large and 
increasing excess reserves, which will reduce the profitability o f  the banking system and impose 
fiscal costs on the treasury. But the excess liquidity i s  not so much a symptom of “excess” 
savings, as o f  the underdeveloped state o f  Ethiopia’s financial system. The priority over the 
medium term should rather be financial sector reforms to provide the basis for finance for private 
sector investment, which i s  central to the development process discussed in Chapter 3. Indeed 
this i s  needed to underpin an MDG-type macroeconomic scenario that includes a significant 
increase in total factor productivity growth as wel l  as a rapid increase in private investment 
(Table 5.1). Over the medium term, public infrastructure expansion can “crowd in” private 
investment through increasing the profitability o f  potential investment, but domestic borrowing 
can lead to “crowding out.” 

5.12 Keeping external balances in check is a major challenge, at least over the short and 
medium term. The ambitious growth targets, and related expansion plans in energy, transport, 
and telecom, in addition to complementary private sector investment, wil l increase foreign 
exchange needs for the import o f  capital goods. The relative scarcity o f  foreign exchange in 
2005, especially in the context o f  high o i l  prices and slow growing ODA, severely constrained 
expansion plans, while foreign reserves f e l l  below the three months target. Over time, the 
external balance constraint wil l be gradually alleviated if exports continue to cl imb fast (the goal 
i s  a 12 percent annual expansion), and if O D A  rises. But neither o f  the two sources i s  likely to 
deliver in the medium term the kind o f  resources needed to allow for the MDG scenario to 
un fo 1 d . 

5.13 Maintaining the momentum for the export push. A dynamic and competitive export 
sector i s  central to growth, for financing imports and to obtain the benefits in productivity 
dynamics from the engagement in global trade. Other benefits include the (East Asian 
discovered) “ease” o f  governing a financial system where success i s  measured in terms of 
increased exports; the ability to divorce supply, which should be guided by specialization and 
comparative advantage, from the weakness o f  local demand; and the possibility to increase 
foreign debt, at a sustainable level, in step with the rising exports, to allow an acceleration of 
development. The external aspects o f  the macroeconomic scenarios that l ie behind this 
discussion also imply strong export growth (and market driven import substitution) to reduce 
long-term aid dependency. 

5.14 Competitiveness o f  the export sector i s  influenced by many factors, including the real 
exchange rate, transport and logistics costs, the cost of skilled and unskilled labour, and price o f  
non-tradable inputs, including electricity, telecoms and land. Particular attention should be paid 
to the trajectory o f  the real exchange rate to ensure incentives for exports are sustained, and 
credibly so. A major concern for Ethiopia for the medium term i s  that foreign aid could 
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appreciate the real exchange rate and thus undercut competitiveness. In fact, in the past the 
government has managed to maintain a stable, if modestly depreciating real exchange rate, after 
the sharp depreciation o f  the off icial rate in 1992 - 1993 that reflected exchange rate unification 
(Figure 5.3). Since early 2005 there has been an appreciation o f  some ten percent, which 
accelerated in 2006 in the face o f  rising inflation but relatively stable nominal exchange rates 
(Figure 5.4). 
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Figure 5.3 Real Effective Exchange Rate over the Medium Term, 1990 - 2005 
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Figure 5.4 Trend in Trade Weighted Exchange Rates, 2002 - 2005a 

Sources: World Bank staff estimates and IMF 2006a. 

5.15 H o w  was a mild real depreciation achieved despite foreign aid inf lows that increased by 
some 8 percent o f  GDP between 1999 and 2003 (IMF 2005), as well as significant annual 
fluctuations in both macroeconomic and market conditions? Part o f  the story l ies in the 
exchange rate regime, which i s  officially a managed float (though in practice appears to fol low a 
crawling peg that is adjusted for relative inflation rates). But this would not have been feasible if 
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not underpinned by expenditure management policies. In fact, according to IMF (2005), the 
increased aid was largely not used either for increased net imports or net fiscal spending. 
Between 1999-2000 and 2001-03 only 20 percent o f  the aid was absorbed in the sense o f  
increased net imports, and none went for increased net fiscal spending (that is, an increased 
deficit net o f  aid). Aid was used to re-build foreign exchange reserves and was offset by reduced 
domestic deficit finance, especially after the war with Eritrea (Figure 5.5). 

Figure 5.5 Domestic and External Borrowing has Fluctuated Sharply over Time 

10 

x 

--e External borrowing (net) -a- Domestic borrowing 

Source: Government o f  Ethiopia. 

5.16 As aid rises, and as the Government increasingly shi f ts to using aid for net absorption and 
spending (as has happened since 2004), the long-term pressure for exchange rate appreciation 
will increase. This i s  the case even as short-run dynamics will depend on public and private 
demands for imports or terms o f  trade shocks (as with the recent o i l  price increase). Some real 
appreciation i s  intrinsic to this adjustment mechanism. However, this can also be consistent with 
appropriate export incentives through two categories o f  action: 

First, macroeconomic policy-including a prudent fiscal stance, backed by monetary and 
nominal exchange rate management-which seeks to avoid large and abrupt appreciation 
o f  the real exchange rate. This will be supported by keeping the capital account closed, 
given Ethiopia’s presently underdeveloped financial system. 
Second, sectoral pol icy matters both to the broader set o f  influences on export incentives 
and to the real exchange rate. Increasing the supply o f  non-tradeables, notably land and 
infrastructure and over the longer te rm skilled labour, will help dampen inflationary 
pressures. A successful growth strategy will al low the substitution o f  imports (except 
food during droughts) and a steady real food price decline. There i s  a case also for 
phasing the expansion o f  relatively skill-intensive education and health services in l ine 
with expansion o f  the requisite ski l ls  in the stock o f  teachers, nurses and doctors. The 
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recent Review o f  Public Finance (World Bank 20060 examines these issues using the 
MAMS. 

5.17 Can external debt allow for an earlier scaling up o f  infrastructure? Beyond aid and 
domestic revenues, should the government and public enterprises support an investment push 
financed by foreign debt? This is especially tempting in the medium term, before the effects o f  
higher export earnings and O D A  levels begin to have an impact. However, given the enormous 
disruptions that can be caused by excessive debt, such an approach should be strictly guided by 
the sustainable level o f  debt. Recent Debt Sustainability Analysis, undertaken by the IMF and 
the World Bank, indicates that there was a sharp improvement in debt indicators: for 2004/05 the 
net present value o f  external debt to exports ratio, a good measure o f  debt sustainability, declined 
from 150 percent projected in 2004 to 108 percent in 2005, owing to a combination o f  debt 
reduction and export increases. The ratio will decline further due to the recent MDRI and will 
continue to fall if exports continue to rise. Clearly then, debt reduction has created some 
headroom for new borrowing, and this will rise over time as exports expand. But this i s  a limited 
opportunity that should be exercised with care, given the vulnerability to lower GDP and export 
growth and to the hardening o f  new borrowing terms (IMF 2006a). 

5.18 H o w  much external borrowing i s  safe? To give a sense o f  magnitude, at the current level 
o f  export earnings in Ethiopia o f  about US$2.16 billion, outstanding external debt should not 
exceed US$3.2 bi l l ion in present value (150 percent o f  US$2.16 billion). Thus, the existing 
headroom while important is small relative to estimated MDG needs, and it should therefore be 
managed very carefully. This involves careful choices and sequencing for competing demands 
from large projects (energy, ICT, and roads, in particular). It wil l be important to attract other 
sources o f  external finance, especially forms that are more adapted to the volatile Ethiopian 
context, and in particular, foreign direct investment (FDI). This suggests a particular emphasis 
on private and FDI financing o f  infrastructure. The telecom sector seems l ike the most attractive 
candidate to potential investors. It would also be important to start attracting FDI in energy 
generation, since the huge investments needed for the development o f  the N i l e  potential, mostly 
for export, require Ethiopia to develop sufficient financial muscle to make this happen. 

5.19 Managing volatility. Ethiopia i s  highly vulnerable to external shocks-from the weather, 
external price changes and changes in donor flows-that are costly for the well-being o f  
households, and for the investment and innovation that are necessary for economic growth. The 
government has an important role to play in dampening this volatility, in particular through 
running a contra-cyclical fiscal policy. This implies running a higher deficit when adverse 
shocks hit, provided that borrowing i s  feasible and at a reasonable cost. Thus, the Government 
borrowing that i s  occurring f rom the domestic financial system in 2006, for example, makes 
sense provided that overall fiscal adjustment i s  consistent with the maintenance o f  
macroeconomic stability. Similarly, fluctuations in reserves in order to cushion changes in the 
external position are desirable, within prudent limits. We do not go into the specifics o f  the 
desirable fiscal and reserve management position here (see World Bank 2006f, and IMF 2006a 
for discussion). The message i s  rather that long-term growth policy can be supported by contra- 
cyclical macroeconomic management, but that this in turn i s  only feasible if medium fiscal and 
reserve policies are highly prudent. 
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6. MANAGING AID TO SUPPORT (AND NOT DISTORT) 
EQUITABLE GROWTH 

6.1 Ethiopia i s  a highly aid-dependent country, with annual aid flows now equivalent to some 
8 percent o f  GDP, and o f  the order o f  a third o f  government spending. Aid per capita rose 
significantly over the past several years, from about US$11 per capita in 2000 to about US$26 in 
2004 (per OECD figures and including humanitarian aid; corresponding budgetary data show an 
increase from US$5 to US$13). However in per capita terms this was s t i l l  well below those 
flowing to such other good performing low income countries as Uganda and Tanzania, who were 
receiving US$42 and US$46 per capita in 2004.25 

6.2 The estimated official development assistance needs for meeting the MDGs were recently 
estimated by the Government to be o f  the order o f  US$19-24 billion in net present value terms 
over the next decade, which would require a sharp r ise in assistance to reach and then surpass 
African per capita averages (Figure 6.1). 

Figure 6.1 Rapidly Increasing ODA Per Capita to Reach the MDGs 
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Source; OECD Database and World Development Indicators. 

6.3 The whole thrust  o f  this report supports an expansion o f  aid, if domestic policy 
conditions are supportive o f  the effective use o f  these resources for development. Aid i s  
potentially o f  great value in supporting a big push to a rapid and sustainable development path, 
as well as improving the well-being o f  desperately poor people in the short term. But aid can 
also be distorting and the larger it is, the larger the potential distortions. 

6.4 
o f  supporting a sustainable, institutionally-grounded acceleration o f  development. 

In this final chapter we discuss how aid can be designed in ways that maximize chances 
We f i rs t  

Data from World Bank, World Development Indicators and Global Development Finance Online, April 2006. 25 
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provide a diagnosis o f  potential distortions induced by aid, and then discuss options for re-design 
against the backdrop o f  evolving directions in Ethiopia. 

1) Aid and Development Distortions 

6.5 There are three broad routes by which aid can distort domestic processes in ways that 
harm development-through undermining domestic accountability, fragmenting development 
efforts and distorting relative prices. The nature o f  these distortions and the extent to which 
these are evident in Ethiopia i s  reviewed briefly, before setting out options in the next section. 

6.6 The risk of undermining internal accountability relates to the idea o f  an internal social 
contract between government and citizens. The existence and strength o f  this contract depends 
on a range o f  factors, including voice, awareness, information, and the attitudes and behaviour o f  
officials. As noted above, the culture o f  politics and the state in Ethiopia have historically been 
inimical to the notion o f  a social contract whereby citizens challenge and hold those in authority 
to account. 

6.7 The aid relationship, by contrast, i s  a form o f  external contract between donors and the 
Government-made o f  a multitude o f  specific agreements, mostly with government. That the 
internal contract is  much more important for long-run development was the essence o f  the 
“institutions matter” discussion in Chapter 4. Hence a key question i s  h o w  the external contract 
influences internal accountability. 

6.8 Donors often like to think they are supporting good institutions-in the spirit o f  the post- 
Second World War Marshall Plan that supported economic reconstruction for countries 
committed to democracy and capitalism in Europe. In Ethiopia’s case, donors supported a 
country committed to moving in the direction o f  political and economic liberalization in the 
1990s. Donors have also provided significant resources for institutional and capacity 
development, in particular through the multi-donor PSCAP. 

6.9 However, there are structural reasons that explain how large aid flows can undercut rather 
than further institutional development-especially where, unlike in post-war Europe, the 
challenge i s  not to  restore pre-existing institutions, but to develop better governance in 
conditions o f  underdevelopment. The potential risks vary in nature and effect, and include the 
following: 

The social contract between government and citizens i s  partly founded on a tax contract: 
citizens pay taxes in return for the provision o f  services. This can encourage citizens to 
demand accountability, and implies that providing non-tax resources can reduce 
accountability as well as tax effort. In practice, Ethiopia has performed relatively wel l  in 
terms o f  mobil izing own resources alongside increasing aid, although in a country as 
poor as Ethiopia, the limits o f  taxation as the source o f  development financing are 
obvious. T o  reinforce domestic accountability, citizens need to regard the external 
resources f lowing into Ethiopia as rightfully theirs, alongside domestically mobilized 
funds. This i s  facilitated where, for example, aid f lows through the national budget and 
systems, and is subject to legislative and popular scrutiny, and robust external audits. 
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Aid can disproportionately support executive power, through channelling resources 
through this branch o f  government and reducing the scope for parliamentary scrutiny 
and backing o f  major development programs. The extent to which this happens depends 
on the arrangements for decisions and approvals about externally financed projects and 
programs-in the case o f  Ethiopia, however, development assistance programs and 
projects are approved by the parliament as well as by the executive. 

Donors often have preferences for particular groups or leaders, based on their own 
predilections rather than domestic political processes. It i s  dif f icult  for donors to be 
entirely apolitical, and one possibly inevitable risk i s  a bias toward incumbents. Over 
time development agencies have become more sensitive to this risk and have begun to 
reach out more systematically to a broader range o f  stakeholders. In Ethiopia in 2005, 
for example, in light o f  calls by some members o f  c iv i l  society for development partners 
to cut off  aid to the country, the World Bank held a range o f  consultations with civ i l  
society, the opposition, the private sector, and the diaspora on development priorities and 
the role o f  the Bank.26 

A different type o f  risk arises where aid undercuts the government by directly supporting 
NGOs, UN agencies, or other non-state actors. This can happen when donors lack faith 
in government capacities and/or prefer direct delivery, and often arises in situations o f  
conflict or emergency. This was traditionally the approach to famine-related relief in 
Ethiopia, and i s  especially significant during drought years. For example, in 2002/03, 
foodhelief aid and special programs accounted for the equivalent o f  17 percent o f  
government spending. This raises the question as to how to enable this type o f  l i fe-  
saving assistance and other worthy activities to be conducted in ways that promote local 
capacities and accountabilities. 

6.10 Distortions to governmental functioning can arise with the projectization, flag-flying and 
processes associated with donor engagement. Donors in Ethiopia as elsewhere traditionally 
preferred to support specific projects, especially in economic and social infrastructure, seeing 
these as concrete (sometimes literally) building blocks o f  development that are also easily 
identifiable, often with posters proclaiming the sources o f  support. This is good for project visits 
from donor capitals, and also good for reports to donor boards and parliaments. Specific projects 
(including humanitarian aid) comprise about 49 percent o f  total assistance to Ethiopia, although 
over the past several years up through 2005, the share had been falling significantly. 

6.1 1 Investment projects have traditionally followed individual donor procedures o f  
procurement, financial management and reporting, in l ine with regulations o f  the World Bank, 
European Commission, bilateral donor governments, and so on. While intended to ensure uses 
o f  funds in l ine with adequate standards, these amount to a multiplicity o f  distinct processes 
within the governmental system, which increases transaction costs and administrative burdens. 
OECD-DAC records indicate that there were 216 donor missions in Ethiopia in 2003, but since 
only a fourth o f  donors report missions, this figure significantly understates the true number- 

26 See World Bank (2006b). 
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indeed, “the D A C  estimates that a typical African country submits 10,000 quarterly donor 
reports each year, and hosts more than 1,000 donor missions” (Action Aid 2005, p. 26). 

6.12 In addition to financial safeguards, in the interests o f  protecting the environment, 
increasing gender equity and a range o f  other social priorities, other requirements have expanded 
in recent years. While these have laudable objectives, the administrative burdens continue to 
mount. 

6.13 Finally, and especially in l o w  income countries, many mid- and high-level officials spend 
significant time dealing with individual donors either permanently based in the capital or visiting 
missions. While coordination among donors has tended to improve over time (through, for 
example, joint missions and reviews), there are s t i l l  tendencies for agencies to conduct or require 
separate analytical work. Even though these are typically conducted by donor staff and 
consultants, they place further demands on the scarce time o f  high level  officials in discussion 
and review. 

6.14 These issues are now very wel l  recognized by the international community, both 
generally and in the case o f  Ethiopia, which was selected as one o f  three pilots to pioneer new 
and better ways to improve aid effectiveness. The international effort, as captured in the Paris 
Declaration o f  March 2005, is being monitored through a series o f  indicators which range from 
ownership through mutual accountability. Ethiopia’s progress and targets thus far are 
summarized in Table 6.1 and discussed below. 

6.15 Distortions to markets can occur because the impact o f  aid flows can change relative 
prices in ways that can distort development processes. As noted above, increased aid could lead 
to an appreciated real exchange rate, dampening incentives for export and other tradeable 
production. The Dutch Disease argument i s  clear but the scale o f  effects i s  an empirical question 
and i s  context-specific-depending on, for example, the composition o f  capital formation 
(imports vs. non-tradables), and gestation lags in infrastructure and human capital investment, 
with essentially microeconomic phenomena determining the effects (see for example Adam and 
Bevan 2003). 

6.16 Impacts o n  skilled labour markets-when donors pay higher salaries-and on land 
markets, if donor offices and staffing are large enough, can be significant. In Ethiopia the labour 
market effects among the highly skilled are not negligible, even if the number o f  people directly 
employed by donors and international NGOs i s  relatively small. The recent World Bank labour 
market study shows that salaries paid by donor agencies, international and even national NGOs 
for those with university education are significantly higher than the terms offered by the c iv i l  
service, which in turn has been associated with attrition problems in the public sector (World 
Bank, 2006e). 

2) Designing Aid for  Greater Impact in the Long and Short Term 

6.17 We have emphasized the potential costs o f  aid not to deny the benefits, but because these 
have important design implications. As discussed by the Commission for Africa, a big push on 
aid can support a big push o n  development, but how aid i s  designed i s  central to i t s  effectiveness. 
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While this has been increasingly recognized in recent times, including in Ethiopia, there i s  s t i l l  a 
long way to go in designing aid processes to maximize benefits and minimize costs. 

6.18 The appropriate design o f  aid modalities flows directly from the review o f  aid distortions, 
as well as the preceding discussion o f  institutions. Desirable shifts can be divided into those that 
reduce the costs o f  aid, and those that seek to support rather than undercut the domestic social 
contract. The costs o f  aid can be reduced by: 

Longer-term commitments o f  donors with considerable constancy in flows from year to 
year, in order to build a development partnership with government based on mutual t rust  
and accountability; 
Alongside greater automaticity to increase aid contingent on exogenous shocks, such as 
weather-related changes; 
Shifting to budget, or at least sector-wide support, including budgetary support for 
decentralized spending, in order to support ownership and the domestic contract 
underpinning developing efforts;27 
Shifting to national processes for procurement, financial reporting and economic and 
social monitoring o f  progress; 
Cutting back on donor-specific demands on reporting and tailored donor visits that place 
demands on the time o f  high level officials; and 
Reducing the high demands on local skilled labour and land markets, through increased 
reliance o n  local reporting that i s  streamlined as far as possible. 

Aid can help strengthen, rather than undercut, local institutional capacities through: 
Conditioning on processes that strengthen internal accountability mechanisms- 
parliamentary discussion, transparency, internal monitoring and evaluation, etc.; 
Supporting capacity building in c iv i l  society organizations and groups; and 
Financing experimentation and evaluation. 

6.19 Note that we have used the “condition” word. This i s  not inconsistent with a withdrawal 
from specijic ex ante conditionalities. O f  course donors have preferences that in turn reflect the 
views o f  the ultimate sources o f  their funds in taxes and r ich country parliaments. Fortunately, 
these preferences are increasingly aligned with improving the well-being o f  poor people, rather 
than supporting governments allied with the donors. Even in more radical proposals for aid 
reform, such as the “common pool” proposal (Kanbur, Sandler and Morrison 1999) in which 
donors essentially mai l  checks to the budgets o f  governments, the size o f  the check i s  a function 
o f  donor preferences. 

6.20 As noted above, this agenda has been the focus o f  the donor community generally and in 
Ethiopia in recent years, and has led to a major reform agenda in the form o f  a Harmonisation 
Action Plan that was endorsed by the GOE and external partners in December 2004. However 
the Government, and especially the Ministry o f  Finance and Economic Development, has been 
very disappointed with the progress thus far. 

See Koeberle, Stavresk and Walliser (2006) for a full and recent review. 27 
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Table 6.1 Ethiopia’s Status Against International Indicators of  Aid Effectiveness 
1. Ownership. The GOE has operational development strategies - principally a PASDEP that has clear 
strategic priorities, linked to  a macro-economic and fiscal framework (MEFF), which are reflected in 
annual budgets. 
2. Alignment. Donors base their support o n  the PASDEP and related national, regional and sectoral 
plans. The GOE and donors establish mutually agreed upon frameworks that provide reliable 
assessments o f  country systems, procedures and performance. 
3. Reliable Country Systems. The GOE has procurement and public financial management systems 
that either: (a) adhere to broadly accepted good practices, or (b) have a reform programme in place to 
achieve these. 
The GOE has undertaken reforms, such as the c iv i l  service reform program and the expenditure 
management and control program (EMCP), that promote long-term capacity development. The GOE and 
donors need to commit sufficient resources to support and sustain reforms and capacity building in public 
procurement and public financial management. 
4. Aid Flows are Aligned with National Priorities. About 60-70 percent o f  aid flows to  the GOE are 
reported in the budget; many donors’ strategies were aligned with the SDPRP, but governance concerns 
since the 2005 elections have prompted some donors to review their strategies. 
5. Strengthen Capacity with Coordinated Support. There i s  a new push to prioritize strengthening 
institutions and governance in Ethiopia, and for donors to coordinate their support in these areas (e.g. v ia 
the Protection o f  Basic Services operation); a major public sector capacity building program i s  supported 
by 7 donors. 
6. Use o f  Country Systems. The percentage o f  aid delivered as budget support had been increasing 
since 2002/03, though recent developments have prompted donors to  withhold budget support and revert 
to program-based aid. 
7. Strengthen Capacity by Avoiding Parallel Implementation Structures. Efforts are being made to 
phase out project implementation units; roughly hal f  o f  Wor ld  Bank projects have PIUs, but these are 
frequently set up within government agencies. 
8. Aid i s  M o r e  Predictable. About 75-85 percent o f  aid disbursements are released according to agreed 
schedules in annual or multi-year frameworks. 
9. Aid i s  Untied. About 65-75 percent o f  bilateral aid to Ethiopia i s  untied. 
10. Harmonization and Simplification. Donors rationalize their systems and procedures by 
implementing common arrangements for  planning, design, implementation, monitoring and evaluation 
(M&E) and reporting to the GOE o n  donor activities and aid flows. The GOE and donors jo int ly conduct 
and use core diagnostic reviews such as the Joint Budget and Aid Review (JBAR) and fiduciary 
assessment (FA), building o n  earlier CFAAs, PERs and CPARs. 
11. Encourage Shared Analysis. In Ethiopia, major analytical studies are frequently j o in t  undertakings, 
e.g. the 2002 C F A A  (financed by the Wor ld  Bank and other donors), and the 2004 Fiduciary Assessment 
that underpinned direct budget support; budget support missions have been undertaken jo int ly by JBS 
donors. 
12. Complementarity. More  Effective Div is ion o f  Labour. Donors plan to make full use o f  respective 
comparative advantages at the sector level by aligning support and agreeing on, where appropriate, lead 
donors for coordinating programmes, activities and tasks, including delegated cooperation. 
13. Managing for Results. The GOE has transparent and monitorable performance assessment 
frameworks to assess progress against the national development strategies and sector programmes, laid 
out in the SDPRP and draft PASDEP (Ethiopia’s development strategy documents). A five year 
Monitoring and Evaluation Act ion Plan covers al l  levels o f  government. 
14. Mutual Accountability. Issues are taken up in the context o f  the JBAR, which reviews the 
Government’s commitment to development-oriented spending, and donor commitment to  improving aid 
effectiveness. 
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6.21 The most progress was made with respect to budget support, which increased as a share 
o f  total external assistance f rom 41 to 51 percent between 2002 and 2005. This comprised a 
Donor Budget Support operation, alongside close collaboration in the context o f  Sector-Wide 
Approaches (S WAPs) in health, education, water and roads. A s  intended, this alleviated several 
o f  the costs associated with external assistance: the GOE introduced a planning and budgeting 
calendar was 2003, around which joint budget support and sectoral programs were expected to 
align. The Joint Budget and Aid Review (JBAR), which replaced the earlier series o f  major 
public expenditure review reporting by the World Bank, played a central role in the dialogue and 
joint analysis. Further, the Joint Budget Support (JBS) donors on their side adopted common 
terms o f  reference, proceeded with joint missions and drafted a Memorandum o f  Understanding 
to be used as a code o f  conduct. 

6.22 Action was being taken to phase-out project implementation units (PIUs) from ongoing 
projects. And in many cases where they s t i l l  exist (e.g. the Pastoralist Community Development 
Project), PIUs are set up within existing government structures. 

6.23 An important element in these efforts was to improve aid predictability. Traditionally 
donor estimates were overly optimistic, whereas the Ministry o f  Finance and Economic 
Development preferred to include only firmly committed amounts, which tended to 
underestimate likely flows. Thus an important objective o f  the JBAR, which replaced external 
expenditure reviews with a rolling process o f  review and consultation linked to the budget 
calendar, was to improve predictability. Partners agreed to indicate budget support intentions by 
September o f  each year for the following fiscal year, and to make multi-year commitments 
wherever possible. 

6.24 However as recent experience has vividly illustrated, the shift to  budget support brought 
the significant risk o f  increased aid volatility. When donors responded to the post election events 
with the discontinuation o f  budget support, which had been scheduled to amount to US$375 
mi l l ion in 2005/06, or close to 10 percent o f  the budget, this was a huge fiscal shock. I t  exposed 
the people o f  Ethiopia to a serious risk, in particular with respect to the Government’s planned 
expansion o f  basic services for the poor, with the Government arguing that the decision to reduce 
aid undercut the progress toward a partnership for development based on mutual accountability. 
In fact total aid volumes for 2005/06 were close to 30 percent (US$267 million28) lower than had 
been expected in the MEFF. 

3) Aid Design and Current Concerns with Governance 

6.25 The lessons drawn f rom the experiences with development assistance in 2005 and 2006 
have established new medium term directions for the modalities o f  assistance (Box 6.1). Even as 
the situation stabilized, it was apparent that concerns about future uncertainty and violent 
episodes, as wel l  as concerns about human rights, could continue to threaten or reduce aid, 
among other adverse effects. 

** Own calculations using preliminary budget data. 
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6.26 T h e  direct ions w h i c h  have emerged for the short and m e d i u m  t e r m  i n v o l v e  development 
partners: (i) moving away from direct  budget  support to alternative instruments p rov id ing  greater 
oversight ove r  poverty-reducing expenditures and promot ing  increased accountabil ity; (ii) 
working with government on a governance framework;  and (iii) intens i fy ing dialogue with non- 
state actors, i nc lud ing  members o f  opposi t ion po l i t i ca l  parties. At the same time, the 
Government expressed deep disappointment with what it v i e w e d  as the donor community ’s 
reneging on i t s  promises to the people o f  Ethiopia. It also raised doubts about donors’ cont inued 
commitment  to imp lemen t ing  the scal ing up o f  aid globally ( inc lud ing to Ethiopia) as advocated 
in mu l t i p le  fora in 2005-and prominent ly  in the report  o f  the Commiss ion  for Afr ica.  

Box 6.1 Recent Developments in Aid and the Donor-Government Dialogue 
In February 2004, M o F E D  and the Direct Budget Support group o f  development partners agreed to align 
the SDPRP monitoring and budget dialogue with the Government’s fiscal calendar, and to create a new 
dialogue architecture. A central part o f  this architecture i s  the Joint Budget and Aid Review (JBAR), 
which provides a framework for  the Government and donors to  monitor trends in public expenditure and 
financing. Lessons learned f rom the f i rst  JBAR include the need to  make the process more demand- 
driven, by working closely with M O F E D  and regional BOFEDs, and thus strengthen the link between the 
JBAR and policymaking. The process has also highlighted the need for increased efforts to coordinate 
analytical work among donors. 

Following the events surrounding the 2005 elections, the scope o f  the JBAR was broadened and it was 
decided to conduct the JBAR dialogue more frequently. In parallel, the Wor ld  Bank prepared an Interim 
Country Assistance Strategy (rather than the full Country Assistance Strategy that had been planned for 
2006-2009), in consultation with the local Development Assistance Group (DAG), the private sector, c iv i l  
society and Government. Governance concerns have implications for the design o f  the Wor ld  Bank’s 
programs, because problems o f  polit ical governance have the potential to adversely impact the 
development agenda and hence the effectiveness o f  IDA support. 

As donors decided to suspend direct budget support t o  Ethiopia, several worked together with 
Government to  design a new mechanism for aid delivery that would al low the Government to maintain i t s  
commitment to pro-poor spending, while providing greater assurances about how the funds would be 
used. The result o f  this collaboration i s  the Protection o f  Basic Services (PBS) Operation, which i s  
designed to protect funding for the delivery o f  critical basic services to  the poor. In order to respond to  
governance concerns, the PBS operation involves timely and detailed reporting on the use o f  resources, 
explicit monitoring and oversight o f  the fairness o f  the transfers, monitoring o f  service delivery results at 
the regionalhub-national levels rather than national levels, and the introduction o f  measures to reinforce 
and enhance local accountability. The PBS i s  being implemented over a period o f  two years, using 
existing Government structures, with the f irst tranche having been disbursed in 2006; it i s  coordinated by 
the World Bank, and co-financed by several development partners. The JBAR process and parallel 
fiduciary assessments play a key role in informing and monitoring implementation o f  the PBS. 

The Government’s new PASDEP includes an important emphasis o n  good governance. In response to  
internal polit ical pressures and also f rom the international community, the PASDEP will now include 
plans to accelerate local empowerment and increase transparency and accountability. In this context, 
Government and partners have agreed o n  a framework for  dialogue on issues o f  governance, with bilateral 
donors expected to take the lead on the more overtly polit ical elements o f  the dialogue. The dialogue was 
launched by the Prime Minister and donor partners in May, 2006. Discussion reveals no significant 
differences o f  v iew on basic understanding o f  requirements for  democratic governance, and Government 
admits significant constraints remain in building the institutions necessary for better governance. 
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6.27 
mitigate and manage short-term risks: 

This implies two broad strategic directions on the part o f  Ethiopia’s donor community to 

Continued short-term political dialogue and support to help bring about a more peaceful 
and consensual resolution to key conflicts and flashpoints; and 
A longer-term program o f  institutional reform to strengthen checks and balances - along 
both horizontal and vertical lines. 

6.28 
considerations are suggested by the above analysis: 

So how to balance long-term objectives with short-term concerns? The following 

There i s  a heightened case for conditioning on, and supporting, the building o f  
institutions and mechanisms o f  accountability-from the audit function to  private sector 
development-as outlined above. 
The Government can also use the African Peer Review mechanism under NEPAD to 
develop a credible and broad-based governance reform program, including political 
governance. Under the principle o f  shared mutual accountability, this can also assess the 
role o f  donors, and provide recommendations for donor assistance. 
Ownership remains key-such that the commitments and programs to improve 
governance, and accelerate growth more generally, should be reflected in a Government- 
owned and articulated program in the PASDEP and through other vehicles. For this to be 
credible and sustainable, it should be the product o f  broad-based discussion and 
consultation with c iv i l  society, the private sector and other stakeholders. 
There i s  also a need to revisit projections in the MDG Needs Assessment to develop 
alternate fiscal and macro scenarios in light o f  lower-than-anticipated aid. Further 
analytical work may be needed to forecast the likely impact o f  varying levels o f  aid in the 
medium term (Le. if aid levels return to the predicted level within 1 versus 5 or 10 years). 

6.29 In order to address the governance agenda more broadly, recent analysis has pointed to 
the centrality o f  a broad-based governance program supported by a multi-donor effort. The 
government needs to develop a governance reform program that can address both short-term 
conflicts and longer-term institutional challenges, and that can be jo int ly supported by the donor 
community. Such an approach can help create the basis for greater predictability o f  aid, facilitate 
a return to budget support in due course with good progress on governance, and foster donor 
harmonization and coherence on the governance agenda (on which progress has already been 
made, in collaboration with the government). 

6.30 Predictability o f  aid volumes remains important. Donors should begin to develop a more 
nuanced calibration o f  budget support, rather than an all-or-nothing decision in response to short- 
te rm crises. The level o f  budget support can be calibrated to progress in reform, while 
preserving an avenue for maintaining pol icy dialogue. One issue relates to whether there are 
defined tipping points for donor support, with significant reductions if there are major 
deteriorations in governance. A related question i s  whether this requires the accumulation of 
evidence o f  shifts in institutional and overall development effectiveness or whether leading 
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indicators or proxies can be identified ex ante-and if the latter, the challenge will be achieving 
consensus on the indicators to be collected, and how to interpret them. 

6.31 Some donors may prefer to shift from direct budget support to  other forms o f  assistance 
in l ine with the poverty reduction strategy (e.g., infrastructure). However it i s  important to bear 
in mind that resources are fungible. While the withdrawal o f  budget support i s  an 
understandable response to  donor concerns, it can have high costs, especially in light o f  recent 
oil-related terms o f  trade shocks. Given fungibility, it i s  more important to condition broadly on 
processes (including accountability processes, or even the current imperfect proxy o f  ex ante 
poverty orientation o f  pro-poor spending). 

6.32 There is, however, a potentially important opportunity to  support the decentralization 
process: this i s  both central to public action on service delivery, and an important domain for 
democratization and the building o f  local institutions and accountability. Here again design i s  
central. Supporting processes that both strengthen local accountabilities and support strategic 
experimentation could prove a lasting contribution in this diff icult  period o f  transition. In this 
context, an approach under which partners support government in i t s  commitment to provide 
critical basic services for the poor at the local government level in a fair, transparent, and 
accountable manner makes sense. 

6.33 Looking forward, the level and composition o f  donor assistance to Ethiopia will continue 
to be calibrated upon progress on governance and institutional reform. Monitoring and 
evaluation are also l ikely to become increasingly important, as the horizon for meeting the 
MDGs draws closer and the development community increasingly moves toward a results-based 
approach. This wil l enable both citizens and development partners to hold the government 
accountable for the use o f  external resources. At the same time, in the paradigm o f  a partnership 
for development, accountability goes both ways. It will therefore be important for the donor 
community to redouble efforts to implement the aid effectiveness agenda and fulfil i t s  
commitments to supporting progress toward the MDGs. 
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