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Note

UNCTAD servesasthefocal point within the United Nations Secretariat for all mattersrelated to
foreign direct investment and transnational corporations. In the past, the Programme on
Transnational Corporations was carried out by the United Nations Centre on Transnational
Corporations (1975-1992) and the Transnational Corporations and Management Division of the
United Nations Department of Economic and Social Development (1992-1993). In 1993, the
Programme was transferred to the United Nations Conference on Trade and Development.
UNCTAD seeksto further the understanding of the nature of transnational corporationsand their
contribution to devel opment and to create an enabling environment for international investment
and enterprise development. UNCTAD's work is carried out through intergovernmental
ddiberations, technical assistance activities, seminars, workshops and conferences.

The term “country” as used in this study also refers, as appropriate, to territories or areas; the
designations employed and the presentation of the material do not imply the expression of any
opinion whatsoever on the part of the Secretariat of the United Nations concerning thelegal status
of any country, territory, city or area or of its authorities, or concerning the delimitation of its
frontiers or boundaries. In addition, the designations of country groups are intended solely for
statistical or analytical convenience and do not necessarily express ajudgement about the stage of
development reached by a particular country or areain the devel opment process.

The following symbols have been used in the tables:

Two dots (..) indicate that data are not available or are not separately reported. Rows in tables
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PREFACE

The UNCTAD secretariat carries out two types of nationd policy reviews namely, the Investment
Policy Review (IPR) and Science, Technology, and Innovation Policy (STIP) Review. These reviews,
carried out at the request of Governments, are intended to assist interested member States in formulating
nationa investment and technology pdicies through an in-depth country leve andyss and by sharing
experiences with other developing countries. At the request of the Government of Ethiopia, this review
combines dementsof both PR and STIPin an integrated manner to assess how the country could develop
itstechnologica and innovative capabilitieswith aview to enhancing supply capacity and atracting foregn
direct investment (FDI).

In preparing this report, the secretariat was asssted, especidly during thefield vist to Ethiopia, by
the Ethiopian Invesment Authority (EIA) and the Ethiopian Commission on Science and Technology
(ECST). Theseagenciesaso collaborated in the preparation of background documentsthat helped define
the specific areas of focusfor the review process. The support provided by EIA and ECST aswell asthe
Permanent Misson of Ethiopiato the United Nations Organizationsin Geneva, which asssted with logistical
arrangements, was vitd for the successful completion of the report.

The report benefited from contributions by international experts, the UNCTAD secretariat and
UNIDO. Theinternationa expertsincluded Norman Clark, John Firn and Banji Oyelaran Oyeyinka. The
leather sector contribution was prepared by UNIDO under the responsibility of Aurelia Caabro. The
review process was undertaken by the Divison on Investment, Technology and Enterprise Devel opment
(DITE) of the UNCTAD secretariat, under the overal responsbility of Taffere Tefachew. The review
team wishesto thank al those who provided va uable commentsto thefirst draft of thisreport presentedin
a Workshop held at Addis Ababa, Ethiopia. Appreciation is dso extended to Lynn Mytelka, Helen
Argdias, Khdil Hamdani, Fiorina Mugione, Musse Delelegn and Taddde Taye for their comments and
Debbie Wode-Berhan and Lilian L. Mercado for providing timely secretarid assstance.

Thesecretariat wishesto thank the Government of the Netherlands and the Government of Italy for
supporting the project through financid assistance.
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I ntroduction

With the Sgning of the peace agreement between Ethiopiaand Eritreain December 2000, effectively
ending the two-year conflict between the neighbouring countries, thereisarenewed hope that Ethiopiawill
regain the economic growth momentum that it experienced in the post 1992 liberdization period. Key
ingredients for renewed growth are increased investment, both domestic and foreign, in supply capecity,
including physica infrastructure, the generation of relevant skills and the development of competitive
enterprises through local technologica and innovative capability building.

Investment is, without doubt, one of the primary engines of growth in dl economies. However, its
effectiveness rests on strong complementarities with other dements in the growth process, most notably
technologica progress, kills acquistion and the development of innovative capability. These dements
make investment anatura point of departure for Governments seeking to formulate a robust devel opment
srategy. Thelink between investment and these other determinants of growth, however, isnot an autometic
process. It requires among other things a favourable macro policy environment and specific policies and
indtitutions aimed a encouraging savings and atracting and directing investment to key sectors in the
economy thereby enhancing the contributions of invesment to skills formation, technologica change,
competitiveness and economic growth. A clear understanding of how such a synergy between investment
policy on the one hand and technological progress on the other can be created is an essentid prerequisite
for designing an effective nationd investment policy and investment promoation strategy.

Asshownintable 1, domestic investment in Ethiopiahasincreased rgpidly sincetheintroduction of
liberd policiesin 1992. However, the gap between domestic investment and savings has remained wide
thereby reinforcing the need for FDI in the development of the economy. Between 1990 and 1997, gross
domedtic investment as a proportion of GDP rose from 11.9 per cent to 19.1 per cent, while gross
domestic savingsremained a the samerate. A large part of the increase in investment has been attributed
to the private sector whose share increased from 2.5 per cent to 13.1 per cent. Public sector investment
increased only marginaly from 6.4 per cent to 7.4 per cent. It would appear, therefore, that if ahigh level of
private investment is to be maintained, concerted efforts should be made to promote domestic savings.

At present, the savings gap in Ethiopiais met through invesments generated from foreign savings,
more specificaly, development assistance and FDI.! FDI flows to Ethiopia and the country's investment
framework are examined in Chapter Two. It shows that athough the investment climate has improved
greatly in recent years, there are gill many aspects of investment promotion where improvements are
urgently needed. Moreimportantly, Ethiopiadoesnot yet have aninvestment promotion strategy nor does
it have a clear vison of where it fits into the globa investment strategies of transnationa corporations

! Theim F, the World Bank and other multilateral and bilateral donors have consistently supported the economic policy
reform programme in Ethiopia. This indicates the level of trust and confidence that donors have placed on the
Government and its efforts to change the political and economic policy-orientation of the country.
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(TNCs).? At thetime of writing this report, investment policy/strategy in Ethiopia basicaly consisted of
broad statements of devel opment obyjectives and an invesment code € aborating theinvestment framework
and the sectord activitiesidentified by the Government as priority investment areas. Therefore, the need to
develop an investment promotion strategy and a vison of the country’'s investment objectives and
expectations is urgent.

Bethat asit may, the liberalization measures undertaken in the post 1992 period have encouraged
foreigninvestment flowsinto the country. For alarge country - the second most populousin Africa- with
great potentid, in terms of resource endowment and geographica postion, it should be considered an
attractivelocation for foreigninvestment. However, the quantity of FDI that entered the country in the past
decade was disappointedly smal when compared to other countriesin the region. The cumulative FDI
inflow to Ethiopia for the period 1994 to 1997, a time of economic growth and rapid private sector
deve opment, illustratesthis point dearly. The cumulativeinflow during thisperiod wasequivadent to 0.2 per
cent of tota inflow to Sub-Saharan Africa. Compared to other countries in the region, the amount of
foreign invesment in Ethiopia during this period was equivdent to only 5.3 per cent of FDI inflow to
Uganda, 5.4 per cent to United Republic of Tanzania, 34 per cent to Kenya, 0.9 per cent to Egypt and 1.8
per cent to Morocco. In comparison with other countriesin the region, therefore, thetotal FDI inflow into
Ethiopiain the past decade has been inggnificant.

As the country enters a new post-conflict aa, renewed and concerted efforts are required to
increase FDI inflow and to ensure that it contributes to improvementsin domestic supply capacity, skills,
physica infrastructure, export diversification, technologica devel opment and economic growth. Howeve,in
mapping out a strategy for attracting FDI, two critical points need to be taken into account.

Firg, FDI is a complement rather than a subgtitute to domestic investment. Therefore, effortsto
attract foreign investment must not overshadow those aimed at boosting domestic investment
through higher domestic savings. Indeed, ultimatdly, the objective should be to develop a vibrant
and growing domestic enterprise sector supported by domestic investment. There is ample
evidence to show that, in the long-term, thisprocess by itsdlf isthe best strategy for attracting FDI
asforeign investment tendsto be strongly attracted to countries that have achieved sustained rates
of economic growth, market development and where domestic investment is large enough to
generate dynamic and technologically advanced enterprises.

Second, in the current globa economic environment, policies and incentive schemes designed to
attract foreign investment and to build the competitiveness of domestic enterprises must takeinto
acocount changes that are taking place in the globa economy, in particular the new mode of
competition generated by ragpid technological changesand globdization. Asan emerging economy
with an open and outward-oriented trade regime, Ethiopia cannot escape the effects of these
fundamenta changes in the globa economy and their implications for competitiveness and FDI

2 However, the authoritiesin Ethiopiarecognize thislimitation. Indeed, at the end of 1999, the Government of Ethiopia
requested the Foreign Investment Advisory Service (FIAS) to design, in collaboration with the Ethiopian Investment
Authority, astrategy for the promotion of foreign direct investment. The new strategy is expected to be operational in
2001.
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inflows. Awareness of evolving globa trends by policy-makersisessentid for designing aredigtic
and an effective invesment and development srategy.

Thefollowing three aspects of fundamenta changes taking place are worth noting:

Thefird relates to the growing knowledge-intengity of production and its generdization across dl
sectors of theeconomy.? Increasingly, knowledgeinputs, in particular invesmentsin new technologiesand
the skillsassociated with it, have becomeimportant components of production activitiesand in some cases,
overshadowing investmentsin tangible goods such as machinery and equipment. Moreover, thistrendisnot
confined exdudvey to high-tech industries or devel oped countriesonly but aso to devel oping countriesand
the so-cdled traditiond industries such astextile, forestry, horticulture, leather and food processing. Box 1,
illugtrates the importance of knowledge inputs in asssting smdl-scae African farmers to secure markets
globdly.

Second, with knowledge-intengity, increasing volume of information essential for competitiveness
and the decison-making process is generated. This requires organizationd skills to ensure verticd and
horizonta information flowsto relevant agentswithin the systlem. Unfortunately, the process of information
and knowledge flows in many developing countries such as Ethiopiais till asgnificant problem. Lack of
indtitutiona cgpacity and ahierarchica approach to decison making prevents horizonta interactionsamong
key stakeholders in the system. This could be detrimentd to investment promotion and technologica
development because of the conflicting or wrong sgnas it may send to potentid investors.

Third, in conjunction with the above trends, the ability to learn, innovate, produce and utilize
knowledge, initiate organizationa changesand generdly adjust rgpidly to changing market conditions have
become important determinants of competitiveness. Thisisnot to imply that other factors such as price no
longer hold adominant position ascompetitivefactors. Far fromit. The cost of production still mattersand
in fact, for some products and markets, it is an important source of competitive advantage. Moreover,
innovative activities have the impact of reducing the cost of production, for example, through the
introduction of energy saving methods and the development of aternative and cheaper raw materids. The
point is, as diverdficaion into higher-value products takes place, knowledge and innovation-based
competition aswell asfactors such as qudity, flexibility and design are becoming critical ementsfor the
aurviva of enterprises both in home markets and abroad. Today, dynamic enterprises are those that
compete not only on price but aso on the basis of their ability to acquire knowledge and sustain aprocess
of innovation - designing new products, ensuring high qudity output, modifying product processes and
improving eco-efficiency. This cdls for investment and development policies that encourage knowledge
flowsand innovative activitiesinduding the generation of ahighly skilled Iabour forcethrough forma learning
and on thejob training

% The concept of knowledge, as applied here, entails more than the results of R&D. It isaconcept that includes product
design, quality control, process engineering, management routines, marketing, information processing, maintenance,
investment and change capabilities as well as networking and partnering skills.
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What does dl this imply for low-income developing countries like Ethiopia aming to improve
competitiveness and integration into the globa economic system by attracting foreign investment and
technology? If acquiring innovative capability isbecoming increasingly important for competitiveness, how
can enterprisesin aleast developed country (L DC) such as Ethiopiadeve op competitive advantages on the
basis of innovaion? How useful is the concept of innovation in such a country where the productive
population congsts overwhelmingly of subsistence farmers and artisans with low purchasing power and,
thus, limited effective demand for new and improved technologies? Will enhancing loca innovetive
capabilities enable Ethiopia to create an economy attractiveto FDI? The answer to thelast questionisan
emphatic yes.

Whilethefocusof thisreport ison investment palicy, it gives specid attention, a the request of the
Government of Ethiopia, to locad technologica development and the process of innovation and thelr
implications for investment and competitiveness. For many policy-makers as well as organizations,
innovation is synonymous with inventions or mgor technologica breskthroughs. The latter is assumed to
take place in speddized scientific or research and devel opment (R& D) centres. Theimageonegetsisof a
londly scientigt in a laboratory discovering new possibilities, often after a lengthy period of research.
Although such activities are vitd for advancing the frontiers of technology, they contrast radicdly with the
redity of the innovative process in a highly competitive environment. Nowadays, innovative activities are
amed a& maintaining competitive advantages and tend to be continuous, incrementa and take place
predominantly at the enterprise level. They require interactions between key agents in the production
system (for example, between users and producers; between the knowledge producing sector such as
universties and R&D inditutions and enterprises, between domestic and foreign enterprises) and need
investment in learning, including a the enterprise leve.

The notion of innovation, as defined in this report, refersto "a process by which firms master and
implement the design and production of goods andservicesthat are new to them, irrespective of whether or
not they are new to their competitors - dometic or foreign".# Defined as such, the innovation process
encompasses the wide range of incremental changes that enterprises in both developed and developing
countries undertake in order to enhance their competitive advantages through improvements in product
design, technica performance and product quality and by introducing changesin organizationa structures,
management style, marketing and maintenance routines as well as other knowledge intensive dements of
production. Unfortunately, however, efforts by enterprises to introduce such changes receive very little
attention, if a al, from policy-makers, asthey are not considered innovative activities. Itisimportant that
this misconception is corrected and devel oping countries begin to initiate debate on the innovation process
and how they can generate a culture of innovation within enterprises. This report ams to emphasize the
importance of paying greater attention to the concept of innovation, as defined above, in the context of
designing policies to attract investment and enhance the competitiveness of domestic enterprises.

Thereport isstructured asfollows. Chapter | briefly examinesthe recent policy changesin Ethiopia
and the factors that determine its potential as an attractive location for FDI.  Chapter 11 reviews the

4 Ernstetal., 1998.
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investment policy of Ethiopiaand the recent trendsin FDI flows, the sectoral and regiond digtribution and
the indtitutiondl arrangements for attracting foreign invesment. At the request of the Government of

Ethiopia, the report hasfocused itsanalysis on salected sectorsand issues. Asaresult, Chapter 111 reviews
the country’s drategy for agriculturd development. Specificdly, it reviews the potentia for improving

productivity and attracting investment into the sector through technologica changes and innovation. Case
sudies are used to andyze linkages with industry. Indeed, since 1992, the Government of Ethiopiahas
identified Agricultura Development-Led Indudtridization (ADLI) as the main focus of its overdl nationa

development dtrategy. In line with this objective and at the request of the Government, Chepter IV

evad uatesthe opportunitiesfor investment and innovation in one of the branches of the agro- business sector
in which Ethiopia has comparative advantage namdly, the leether and lesther productsindustry. Thevdue
chains in the production of leather-related goods, the strength and weaknesses of the leather goods
production system in Ethiopia and the policies and ingtitutions supporting the sub-sector are analyzed. In
Chapter V, the potentid for enhancing investment and innovation among SMEs in Ethiopia is examined.
SMEs make up the largest and the most important segment of the indudtrid sector in Ethiopia Findly,
Chapter VI presents the conclusions and policy recommendations of the report.
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TableNo. 1

ETHIOPIA
INDICATORSOF MACROECONOMIC PERFORMANCE

Indicator / Year 1989 1990 1991 1992 1993 1994 1995 1996 1997
Real GDP Growth % 1.6 -04 6.0 120 17 16 6.2 10.6 52
Gross Capital 13.7 11.9 9.7 87 13.2 13.6 15 17 19.1
Formation % GDP

Domestic Saving, 84 7.6 32 28 58 4.6 6.0 58

% GDP

Annual Rateof Inflation 7.8 52 3K.7 105 35 7.6 101 51 -3.7
GDP pe capita, 392 369 30 | - 420 | - 455 | - | -
(*ppp $)

Exchange Rate: Birr/$1 207 207 207 281 5.00 547 6.15 6.35 6.71

Growth in International 11 0.6 10 | - 31 43 43
Reserves (months of
import cover age)

*ppp  purchasing power parity

Source: IMF, Investment Financial Statistics
The Economist Intelligence Unit, EIU (Ethiopia 1997, 1998, 1999)
Human Development Report (From 1990 to 1998 annual reports)
World Development Report (1997, 1998/1999)
International Marketing Data and Statistics 1999 (23rd edition)
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Box 1

Fresh Food global sourcing

Hilbre Farm, Zimbabwe, employs 1,000 workers, exporting fresh mangoes, asparagus, baby
carrots, baby corn and sugarsnap peasto Europe, Austrdiaand the Far East. The dementsof water, chegp
plentiful labour, alargefarm, which provides economies of scaleand aclimatethat facilitates different crops
to be produced year round, have dways been there. What has changed recently isthe cost of two vitd links
inthechan: transport andinfor mation. Airfreight isnow so chegp asto makethe shipment of vegetables
economic, and computers and specia software enable Hilbre and its customersto make, track and record
ordersdl the way from the field to the dining room table.

Seeds are planted every four days, according to a schedule laid out by Hilbre's United Kingdom
agent; Arbor Internationa of Ascot, Berkshire, which takesresponsbility for the product from the seed to
shopping basket. Planting patterns are caculated using historic buying patterns provided by United
Kingdom supermarkets. Also, packing schedules change dally in response to information passed from
United Kingdom to Zimbabwe via Electronic data Interchange, reflecting previous day’s sdes in the
supermarkets.

Hilbrefarm slls 120 tonnes of vegetables amonth to industrid countries. It isthe main supplier of
baby corn and out- of - season asparagus to Marks and Spencer, and a so supplies other British supermarket
chains such as Sainsbury's, Asda and Safeway, as well as stores in France and even Audrdia

Proximity to Harareinternationd airport and low cogt arfreight and investmentsin knowledge inpus
areimportant elementsin Hilbre's competitiveness. The vegetables are packed in containers, cooled with
cold air, and loaded onto planes for take off. The next day in the United Kingdom the vegetables are
digtributed to regiona depots.

Source: M. Prest and D. Bowen, 1996, "V egetables Magic", 'Independent on Sunday', Business, Section, July 7th
1996.
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CHAPTER |

National determinants of investment flowsinto Ethiopia

Thereareanumber of positive Strategic factorsthat makes Ethiopiaan attractivelocationfor foragn
investment. Some of these positive dements include:

A large domestic market and a unique geographica location enabling investorsin Ethiopia
to service markets and customersin East Africa, North Africaand the Middle East and to
competitively supply specific products to selected European markets. These are Al
reasonably affluent markets with positive growth prospects over the medium-term;

A unique higtory, nationd culture and tradition with apool of highly educated and dedicated
eliteto draw upon asmanagersand advisors, with English (thelanguage of business) widdy
spoken;

A resurgent private enterprise ethos, with a portfolio of loca and regiond enterprises
established by indigenous entrepreneurs that deserves to be better promotedincluding an
emerging group of internationaly recognized companies (e.g. Ethiopian Airlines) that have
aready established a competitive market presence;

A comparatively safe and less corrupt business and socid environment that stands out in
dak contrast to many other countries and a generaly friendly and helpful attitude to
foreigners,

A capitd city that hods the headquarters of the Organization of African Unity, the
Economic Commission for Africaand other regiona organizations as wdl as asgnificant
cosmopolitan middle class with experience in internationa business,

An dtractive climate and an evolving tourism sector that combines antiquitieswith wildlife
and visud beauty.

A nationa drategy to encourage invesment inflow into Ethiopia must build on these postive
elements, in conjunction with other determinants. Often, adiverse and complex set of factors determinethe
timing, scale and quality of investment inflow. Mapping out other determinants of inward invesment flows
andidentifying appropriate policy responseisnecessary in order to design an effectiveinvestment promotion
drategy. This Chapter will identify some of these factors starting with recent reforms in the political and
economic sphere introduced by the current Government of Ethiopia

In the last three decades, Ethiopia has undergone mgor socio-economic and politica
transformationsranging from afeudd system to socidist and morerecently an open market - based economy
and democracy. These changes have been accompanied by various atemptsat inditutiona reformincuding
the introduction of anew Conditution in 1993 which paved the way for the movement toward federaism.
The Congtitution provides for afedera system based upon nine regions and two chartered cities, each of
which isendowed with legidative, executiveand judicid powers pertaining to dl matterswithin their borders
except those rdated to defence, foreign affairs, macroeconomic policy and the printing of currency.
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The "socidig period”, from 1975 to 1991, was marred by politica turmoail, a prolonged armed
conflict and economic restructuring based on acentrdized planning system. Comprehensive nationdization
of private enterprises, including foreign-owned enterprises, were carried out. The private sector was
virtualy reduced to micro- and smdl-scale manufacturing activities. By the time the socidist regime was
removed in 1991, over 95 per cent of the modern sector output in food processing, textiles, beverages,
tobacco and leather and footwear industries were produced by public sector manufacturing enterprises.
The public sector dso employed over 70 per cent of theworkforcein theindustrial sector. Thislegacy has
dictated the nature and context policy reforms introduced in the last decade.

A. Recent Changes the M acr o-policy Environment

A plethora of macro-policy reforms have been implemented snce 1992. They include: the
liberdization of trade policy; privatization of public sector enterprises, financid sector reforms; and
deregulation of prices and exchangerate controls. Non-tariff barriershavebeen diminated. Import tariffs
have been progressively reduced from a maximum rate of 200 per cent before the reforms to a current
maximum rate of 40 per cent. Further reductionsboth in terms of tariff ratesand the number of tariff bands
are expected during 2001. Controls over retail prices and interest rates, which were prevaent during the
centrdized planning sysem, have been diminated. Furthermore, fundamental reforms have been
implemented in the financia sector and in monetary policy. Private sector financid inditutions are now
permitted to operate, dthough the financia sector is dtill closed to foreign investors. There are now Six
private banks and five private insurance companiesin the country.

Thereformsintroduced in exchange rate policy have aso been decisive with positive outcomes are
evident inthe supply of essentid raw materias, Spare parts, replacement machinery and criticd inputstothe
agricultura sector such asfertilizers. Since 1992, Ethiopia has cautioudy devaued its currency (the Birr)
and has moved toward a market determined exchange rate system through the use of periodic foreign
exchange auction. Judging by thelow ratein the parald market for foreign exchange, in spite of shortagesin
the supply of foreign exchange caused by theregiona conflict, it ssemsthat the exchange rate palicy reforms
implemented to date have been successful. However, further reforms are required to ensure that the policy
remainseffective and that the Birr eventudly becomes convertible. Convertibility of theloca currency isan
important component of the investment promoation policy.

In line with market-oriented economic policy, the investment regime has dso been liberdized
through aseries of Government proclamations. Since 1992, theinvestment code hasbeen revised twiceto
ensureawider coverage of the sectorsand activitiesthat foreigninvestorsarealowed to participatein. The
latest revision has broadened the sectoral coverage to include telecommunicationsand power sectors. The
Ethiopian Investment Authority (EIA), which is an autonomous Government body, serves as a one-stop-
shop for the promotion of foreign investment. After adow dtart, the Ethiopian Privatization Agency (EPA)
has a s0 begun to promote Ethiopiaasalocation for FDI. Many of theregulatory and policy congtrainsthat
bedevilled the economy in the past have been removed and the investment regimeis now relatively open.
However, further reforms are needed in regard to the minimum size investment requirements for foreign
participation in joint ventures, the activities that are gill closed to foreign investment and the remaining
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adminigrative and procedurd obstacles to investment, which can raise the cost of doing business in
Ethiopia

To promote exports, the Government has dso initiated a number of measures including the
establishment of an export promotion agency, the introduction of a duty drawback scheme and the
elimination of foreign exchange surrender requirements. Exporterscan now retain up to ten per cent of their
foreign exchange receiptsin foreign currency deposit accounts and sell therest to any local bank or foreign
exchange bureau at fregly negotiated rates over an extended conversion period of four weeks. Inaddition,
foreigninvestorsin the export sector are alowed to buy foreign exchangefor remittances. Theseincentives
aswdl astheeffortsby the Government, with the assistance of bilateral and multilateral donors, to upgrade
the domestic skill base and infrastructure capacity areaimed at stimulating export expansion and cregting an
environment conducive to export oriented FDI.

B. Policy Coordination in a Federal System

Federd systems have both advantages and disadvantages relative to centralized Government
sructuresin the development of investment and innovetion srategies. Loca Governments, for example, are
idedly dtuated to identify opportunities for the development d spatid duders of activities and the
complementary policies and supporting ingitutions that may be needed to strengthen them. They aredso
well positioned to build channdsfor didogue with locd actorsthet facilitate the emergence of aconsensus
on the strategies and steps needed to develop the local economy.

Within the context of afederd system, however, coordination is dways a problem. Competition
among local Government authorities for domestic resources can lead to a duplication rather than a
complementary work process. Thetiming and sequencing of policiesand the building of infrastructure that
srengthensinvestment potentia and opportunitiesfor innovation through networking and interaction across
regions, requiresthe devel opment of structures for consensus-building among regions and between regions
and the federd Government. Within federd systems, there is a'so a tendency for regiona authorities to
engage in bidding wars for foreign investment. A lack of coherence in investment promotion strategy
sgnificantly reduces the contribution thet foreign investment can make both to Government revenuesand to
the strengthening of local innovative capability. Here, too, structuresfor diad ogue and coordination must be
put in place.

Moreover, within al federd systems, there are grey areas with respect to the division of powers
between federa and regiona governments that go beyond the role of adjudication assgned by law.
Condtitutions, for example, do not specify the rules and procedures for arriving at coordinated policies
within afedera structure. Interest rates and exchange rates, both form part of the macroeconomic policy-
making prerogatives of the federd Government in Ethiopia Y et both serveto shape the parameterswithin
which enterprises make decisons with regard to investment and innovation, which has a bearing on
convergence or divergencein regiond development. Economic policiesthat fal within the relm of macro-
policy environment, such as those which fix tariffs and determine investment codes cregte the incentives,
which shape the amount and distribution of foreign invesment. This, too, affects posshilities for
development across regions.

10
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Federd sructures must thus be flexible and oriented toward building trust and a sense of
partnership. Clarity and legitimacy of rulesand procedures and acommitment to open bargaining between
al parties are a prerequisite to overcoming the problem of excessve politicization of the policy-making
process. They are an essential e ement in building aconsensus among regiona Governments on investment
policy and ensuring effective coordination in resource dlocation, policy sequencing and timing across
regions

Federdism in Ethiopia, as e sewhere, will necessarily involve a continuous balancing of tension as
part of the attempt to creste unity and integration without imposition from the centre. Thiswill likely involve
continuous adjustment in the establishment, distribution, location and funding of nationd ingitutions.

C. The Need for Core Competence at the Regional Level

Policy-making and management a the Government leve iscentrdized in Addis Ababa. Inthe new
dispensation, nationd policy in dl sectors stress the autonomy of decentralized activitieswith a pledge to
drengthen the regiond, zond and didtrict/woredas levels of Government. In the main, the Centrd
Government formulates overd| policiesand strategies and guides as much as possible, theimplementation of
nationa programmes. Regiona state Governments are given consderable authority, and areresponsblefor
implementation. For example, inthe 1997/1998 fisca year, about 80 per cent of education expenditureand
approximately 90 per cent of hedlth expenditureswere alocated regiona budgets. However, fidd sudies
carried out for thisreport show that most of the regiona states require considerable injection of human and
materia resourcesto develop viable investment, both domestic and foreign, opportunities at regiond levels
(thisis corroborated by the extremey low indices of practicaly al socio-economic deve opment indicetors).

It isimportant to note that decentraization in Ethiopia has entailed a high degree of devolution of power,
containing dements of democratization, fiscd and adminigrative decentraization. This then means new
sructures at state and woreda levelswhich could be costly.

There are five dynamic conditions, that mugt dl be smultaneoudy present and reinforcing one
another, for viableinvestment opportunities and technologicd development within Ethiopiasregiond system.
These conditions are:

0] Human capitd (adminigrative and technicd) in sufficient quaity and quantity;

(i) Adeqguate financia resourcesto develop indtitutiona capacity;

(i) Commensurate political and adminigtrative powers sufficient to influence devel opment
programming;

(iv) Physicd and technologicd infrastructure;

V) Horizontal linkages between key inditutions dedling with investment, technology and
learning.

D. Comparative I nternational Position of the Ethiopian Economy

11
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Chart 1 providestheresults of arecent businesssurvey on policy and other changestaking placein
African countries and whether, from the business community perspective, the changes are positive® The
index, therefore, measures the level of "optimism™ and confidence on the direction of change and the
improvementsthat areintroduced by different African countries. 1t isshown that out of 20 African countries
included in the "optimism index"", Ethiopia ranks among the top five countries, after Mozambique, United
Republic of Tanzania, Ugandaand Egypt. Thisindicatesan overwheming vote of confidenceinthereforms
the Government hasimplemented since 1991. However, dthough thisis encouraging news for Ethiopia, it
should be noted that, the optimism index is only an expresson of the country’s postive image and its
prospects by potentia investors. It may not necessarily mean that large scale investments will follow asa
result. To maintainthe highleve of confidence and to ensure that it resultsin investment inflow, continuous
improvementsin theinvestment climate and domestic supply capaility isrequired. 1t cdls abovedl, fora
stable macro-economic environment, a pro-active invesment promotion strategy, an industria policy that
dimulates learning, technologica upgrading and innovation in the productive sectors and a dedicated
leadership committed to well-functioning markets and with aclear vison for theimmediate and long-term
future.

As shown in Chart 2, accompanying optimism is aredistic assessment of Ethiopias competitive
position compared to other countriesin theregion. The " competitivenessindex”, which showsthe degree of
competitiveness of 23 African countries, indicatesthat Ethiopiaisamong the least competitivecountrieson
the continent. It ranks 17 and scoreslessthan other East African countries such asKenya, Ugandaand the
United Republic of Tanzania. Itisinteresting to notethat thetop performers, Mauritius, Tunisa, Botswana
and Morocco, are countriesthat haveinvested heavily ininfrastructure devel opment, diversfied their export
base through domestic supply capability- building, created an environment favourableto asustained inflow of
FDI and managed over time private sector led development under stable economic and politica
conditions.” Thelesson for Ethiopiaisthat moving up in the competitivenessindex may require among other
thingsthe strengthening of domestic supply capability through technologica upgrading, increased invesmert
(dometic and foreign) and infrastructure devel opment.

Tablesl.2, 1. 3and 1.4 provide selected indicators for inter-country comparisons. Fromthese, itis
possible to identify some of the strengths and wesknesses of the Ethiopian economy as well asits
comparative advantage with other countries of the region competing to attract foreign investment. More
importantly, they point to some areas that future policy attention should focusin order to build a nationa
economic environment which is technologicaly dynamic and attractive to invesment, both domestic and
foreign.

> The chart is obtained from The Africa Competitiveness Report 1998, prepared by the World Economic Forum.

% The competitivenessindex is measured on the basis of a set of criteriawhich includes openness, Government, finance,

labour, infrastructure and institutions. Although, the determinants of competitiveness nowadays are more complex than
implied here, for the sake of comparison, the index serves a useful purpose.

! For explanations of the differences in the performance of the countries, see Sachs, J and G. Stone, “Executive
Summary”, The Africa Competitiveness Report, 1998, World Economic Forum, Geneva, Switzerland.
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Market size: Asshown in table 2, nearly 10 per cent of Sub-Saharan Africas populationlivein
Ethiopiawhich makesit the second most popul ous country in that region. In addition Ethiopiaisamember
of the Common Market for Eastern and Southern African Countries (COMESA), which is aregiond
trading group incorporating 20 countries. A large domestic or regiona market, other thingsbeing equd, is
atractive for locd investmert. It offers easy entry opportunity as well as the opportunity to understand
market conditionsand isaso attractiveto foreign investment. Given thefact that, at present, modern sector
goods and services are accessible to only one-third of the Ethiopian population, the potentia for industrid
expangon through investment and acquisition of technology even within the country is greet.

Natural resources Degite Ethiopias wedth in naturd resources, their extraction and
development, especidly minera resources, remain unexploited. The mining sector currently contributesto
lessthan 5 per cent of industrid output. Known reserves of metdlic and industrid mineras include gold,
phosphates, nickel, copper, zinc, platinum and sodaash. Ethiopiaaso hasthelargest livestock population
in Africaand the tenth largest in theworld. As shown in Chapter 1V, recent policies have encouraged the
development of theleather sector. Principa productsof thissector being semi-processed skins, crust hides
wet blue hides, lesther bootsand footwear. Greet potentid existsfor turning thisindustry into acompetitive
and an atractive sector for FDI. Although Ethiopiaa so has alarge water resource capacity, which could
be usad for large scaeirrigation and power generation, it hasyet to sufficiently explait it, due partly to geo-
politica factors. Currently, lessthan 25 per cent of the arable land isunder cultivation and only 2 per cent
of the country's substantial hydro-eectric potentia is being utilized.

Agriculture: Ethiopiaisan agricultura based economy. It generates over one-half (56 per cent) of
the country's GDP - more than double the average for Sub-Saharan Africa- and over 80 per cent of
export earnings. Production ispredominantly inthe handsof smal famersworking individua smdlholdings
mainly for household consumption. While smalholdings can be efficient and animportant source of surplus,
thissector remains underdevel oped and in need of more policy atention. Currently, Ethiopiasagricultureis
characterized by its low leve of fertilizer gpplication, one of the lowest in Africa, and its low leve of
mechanization. As explained in Chapter 3, an integrated policy approach may be required to make this
sector receptive to technological adaptation and diffuson and attractive to investment, both foreign and
domedtic. A key structurd weakness in the Ethiopian economy is its dependence on a single agricultura
product, coffee, for exportsand foreign exchange earnings. Coffee accounted for sometwo-thirdsof totd
export earnings over the past two decades. Volatileinternationa coffee pricesresult in erratic patterns of
economic growth as demondrated by sharp changes in the annud rate of GDP growth (table 1).
Manufacturing exports accounted for lessthan 1 per cent of total exports. Export diversfication, whichis
now amgjor policy priority, will help remedy the imbalance in the export structure.

Technological development: Ethiopialsgenerd leve of technologica capability islow and lags
well behind other countriesin theregion (table 2). It hasone of thelowest levelsof primary and secondary
school enrolment ratios and expenditures on education. National average for primary education of school
age childrenis30.1 per cent and for secondary 8.1 percent. Infour regiond Sates, Afar, Somdi, Amhara,
and Oromiyathe figuresfal below the nationa averages. The average gross enrolment for Sub- Saharan
Africa (SSA) is 25 per cent for secondary schools or three times Ethiopias nationdl average. Human
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cgpitd is the sum totd of the skills level of a country's entire workforce including managers and
adminigrators. This is underpinned by a strong foundation in forma education from the primary to the
tertiary level. However, Ethiopia slow level of primary school enrolment rate would till leave alot of the
school-aged population out of the educationa system. At thisrate, the number of school children, in schooal,
by the year 2020 isestimated to be about 7.6 million out of the projected population of 97.9 million, amere
7.7 per cent of the population. Thisis gpproximately 20 per cent of the 0-14 age group for that year.

Rdiable science and technology indicators for African countries are not eesily available but the
limited information obtained (table 2) suggests that access to and gpplication of technology, especidly
information and communications technologies are dill a the rudimentary sages. In Ethiopia, only 3 per
1,000 persons have accessto main telephonelinesand 4 per 1,000 personsto television sets. Theratio for
computersiseven less. Thewaiting timefor main telephone line connections hasimproved in recent years
going down from more than 10 years, prior to 1995, to 5 years by the end of 1999. Internet connectivity
was 0.01 per 10,000 by the end of 1998. As Ethiopids integration into the globa economic system
intendfies with liberdization and trade expansion, it will become increasingly necessary to attract not only
investment but also the technology and knowledge needed to build a competitive enterprise sector and to
udan the attractiveness of the economy for further investment. This will require increased public
investment in communications infragtructure, but dso active private sector involvement, including foreign
investment, in the development of the communi cations sector.

Physical infrastructure: Another week link in Ethiopias economic system that has direct
implications for investment prospects is the poor ate of physicd infrastructure. In the area of energy
consumption, for example, traditiona fuel sill accounts for 91 per cent of total consumption (table 2).
Electricity, one of the essentia requirementsfor indudtridization, is underdeveloped in Ethiopia. It hasthe
lowest kilowatt per hour (KWH) per capital consumptionintheregion. Only 5 per cent of the population
has access to eectricity.

In terms of trangport, Ethiopia has a reputable nationd arline which provides efficient air links
nationaly and with many countries around theworld. Thearlineand dl itstechnica and training activities
provide an opportunity for building Addis Ababa as aregiond hub for air trangport. Currently, there are
plans to expand the Addis Ababa airport and improve its facilities. This provides aunique opportunity for
consdering the option of turning the country into an important regiona centrefor air trangport. In contrast
to ar trangport, Ethiopia has alimited raillway service, the lowest road dendtiesin Africawith only 15 per
cent of the national road network paved. Large portions of rurd areas are il inaccessible by road. Asa
landlocked country, the main external trade route at present is through Djibuti. Improvement in physical
infragtructure, in particular thetrangport system and energy, is, therefore, one of themgjor chalengesfacing
the Government. Indeed, in recognition of this problem, the Government hassingled out thesetwo areasas
top priorities for public investment.

14
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Overall Assessment

In the last decade, Ethiopia has worked tirdessly to transform its economy from a closed, highly
regulated, centraly planned and dominated public sector to an open, deregulated and market-based
economy. To acertain extent, the reform programme has seen successful economic growthrates, foreign
investment, and significantly higher volume of exports and export earnings. Unfortunatdly, some of these
advances have been negatively affected by the recent conflict with Eritrea, despite Government effortsto
shelter the economy from the impact of the war. Although the immediate impact was fdt mainly in the
conflict area, for example, in terms of the digplacement of over haf a million people, it did have wider
implications. There was adow-down in private sector invesment and donorssignificantly reduced andin
some caseswithdrew, their support. Now that peace hasprevailed again, additiond effortsarerequiredin
investment promation and in the development of locd technologica capability and infrastructure, both
physica and inditutiond. Indesigning adrategy for investment promotion, the Government needsto map
out a clear perspective of the national context, in particular the policy and regulatory environment and the
strengths and weaknesses of the economy.
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TableNo.l.1
INTER-COUNTRY COMPARISON: SELECTED INDICATORS
Ethiopia | Kenya Uganda United Egypt | Tunisia| Morocco Sub-
Republic Saharan
of Africa
Tanzania
Population (millions) 60 28 2 31 60 9 28 614
1997
GNP Per capita 1997 110 330 320 210 1,180 2,090 1,250 500
GDP (millions $) 1997 9.85 9,899 6,555 6,707* 75,482 19,069 33,258 320,252
Agriculture% of GDP 56 29 4 48 16 14 20 25
1998
Manufacturing, 7 11 8 7 25 18 17 16
% of GDP 1997
Total Exportsof good 783 3,027 726 1,372 15,245 8,151 9,246 83,985
and services (millions
$,1996)
Total Exports of good 16 32 n 2 21 42 25 28
and services (as % of
GDP, 1997)
Non-manufacturing 89 73.6 99.3 825 68.4 20.2 49.7
goods (1995) (1996) (1992) (1992) (1996) (1996) (1996)
(as% of total exports)
FDI (inflows, millions 15 40 250 250 834 360 500
$, 1997**)
* Data cover mainland United Republic of Tanzaniaonly
>k Estimates obtained from WIR

Source: The World Bank, World Development Report 1989/1999

United Nations, World Investment Report, 1998

United Nations, Handbook of International Trade and Devel opment Statistics, 1996/1997
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TableNo.l.2

NATIONAL LEVEL TECHNOLOGY CAPABILITY INDICATORS

Ethiopia | Kenya | Uganda United Egypt Tunisia | Morocco Sub-
Republic Saharan
of Africa

Tanzania

S& T Indicators

Tertiary natura and ¥ | - 13 39 15 24 29

applied science enrolment

(as % of total tertiary

1995)

Tertiary engineering 01 | - 0.1 0.1 1.0 0.8 01 | -

enrolment

(% 20-24 age group,

1990-1995*)

Public expenditure on 1 i 17 36 19 16

higher education

(as % of al levels, 1990-

1995)

Accessto Information Technology

Radio 206 9% 123 398 312 176 226 | e

(per 1,000 people, 1996) (1995) (1995) (1995)

TV 4 19 26 16 126 156 145 43

( per 1,000 people, 1996)

Main telephone lines 3 8 2 3 50 64 45 14

(per 1,000 people)

Waiting time for main >10 45 0.7 >10 5.0 15 0.3 54

telephone lines

(Years, (1996)

Personal computers | ---------- 16 05 | - 5.8 6.7 17 | e

( per 1,000 people, 1996)

Internet hosts 0.01 0.14 0.01 0.01 0.29 0.05 0.51 0.07

(10,000 people, 1997)
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Ethiopia | Kenya| Uganda United Egypt Tunisia [ Morocco Sub-
Republic of Saharan
Tanzania Africa
Human Capital
Primary schools gross 31 85 73 67 100 116 83
enrolment ratio % (1995)
Pupil/teacher ratio 33 30 35 36 (1996) 23 24 28
(1995/1996) | (1995) (1995) (1996/1997) | (1996/1997) | (1996/1997)
Secondary gross enrolment 11 24 12 5 74 61 39
ratio % (1995)
Tertiary  natural  and 36 |- 13 39 15 24 29
applied science enrolment
(as % of total tertiary,
1995)
Public  expenditure on 13.0 16.1 15.0 114 13.8 174 226 | -
education as % of total
government  expenditure
(1993-1995)
Infrastructure
Electricity consumption 22 144 34 58 787 848 480
KWH per capita (1995)
Traditional fuel 91 78 90 91 4 14 5
consumption
(as % of total
consumption, 1995)
Commercia energy use 22 110 23 34 600 595 327
(oil equivalents
per capitaKg, 1994)
Paved road % of total 15 14 |- 4 78 79 50 17
(1996)
* Data are for the most recent year available

Source: African Telecommunication Indicators 1998
Human Development Report 1998
World Development Report 1998/1999
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TableNo. 1.3

FACTORSTHAT CONTRIBUTE TO ETHIOPIA'SCOMPETITIVENESS

Strengths W eaknesses
Palitical environment Democratic system of < Regiond ingtability
government

The seat of many multilatera
organizations, including the
OAU and ECA
Serious Government with the
determination to achieve
private sector led rapid
economic growth
Membership of the Lomé
Convention

M acr o-economic environment

Consistent market reforms
since 1991

Fiscal stability and low inflation

A strong growth record in
recent year

Liberalization of trade, financial
and monetary policy

Strong  donors  support,
including multilateral agencies
such as the IMRF

L ow domestic saving

Recent growth dependent
on weather conditions

Bottlenecks in  the

implementation of
policies due to weak
administration and

institutional structure

Market potential

The second most populous

country in Sub-Saharan Africa
Member of a regiona trading
block, COMESA

Low purchasing power
(with GDP per capita of
$110, one of lowest in
the world)

Natural resources

Abundant agricultural resources
with potentia irrigated land of
about 3.5 million hectares

The largest cattle population in
Africaand tenth largest in the
world

Nine major river basins and
diverse mineral resources such
as gold, nickel, potash, soda
ash, platinum and marble.

Only 4 per cent of
potentially irrigated land
developed
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Human resour ce development

Relatively young and disciplined
labour force

Competitive wage structure
(minimum wage $15 and
gradate salaries range from
$75 to $100 per month)

High level of illiteracy

Shortage of  skilled
technical personnel

Infrastructure

Reputable  national  airline
providing efficient air links
with many countries around
the world

Privatization programmesin the
energy and telecommunication
industries

The lowest road densities
in Africa

Limited railway service

The lowest levels of
energy consumption in
the world (only 5% of
the population has access
to electricity

Limited access to
telephone services

Investment environment

A libegd and attractive
investment climate

Opportunities for FDI in many
areas including agro-business,

manufacturing, tourism,
infrastructure (in particular
energy and

telecommunications)

An artesian tradition and proven
record of dynamic
entrepreneurship

The cost of doing
business is till high due
to remaining bureaucratic
procedures

Lack of clearly defined
instrument  promotion

strategy
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Chart 1: Optimism index (1997 - 1999)
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Chart 2: Competitiveness index
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Source: The Africa Competitiveness Report 1998.
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21




Investment and Innovation Policy Review of Ethiopia

I nvestment Policy and Promotion

This chapter focuses on investment policy and promotion and specifically on potentia contributions of
foreign direct investment (FDI) to Ethiopid s economic, socid and regiona development. The review of the
current FDI policy framework and prioritiesis undertaken within the context of the mgor changesunderway in
internationa private capital flows and especidly in the Structure and strategic perspectives of the multinationd
corporationsthat decide the destination of direct investment. Understanding and positively responding to these
globd shifts and trends is an important policy priority for Ethiopia during the decade ahead. The following
section reviewsthe flow of FDI into Ethiopia since the opening up of the country to internationd investment in
early 1991. Thisreatively short period has met with adegree of successin attracting new direct investorsand
joint ventures. The effectiveness of theinvestment promotion activities undertaken by the Ethiopian Invesment
Authority (EIA) aswell asthe current and future chdlengesin investment promation isthen assessed. Findly,
the priorities to be pursued by EIA and the Government over the next decade will be identified.

A. FDI Inflow to Ethiopia: 1991-1999

FDI isonly one component of new capita formation in the Ethiopian economy. [dedlly, its magnitude
and ntributions should be assessad in relaion to tota capitd formation including federa and regiond
Government capitd expenditure, investment funds and services in kind provided through multilatera and
bilatera development assistance, and capita expenditure by domestic and persond sectors. Unfortunately, the
dataneeded to conduct adetailed assessment isnot available. Therefore, thefollowing commentsrelate purely
to domestic and foreign invesment (including joint- ventures) that were made in commercia projects as
identified and reported by the EIA. It is, however, worth noting that in 1999, private invesment in Ethiopia
accounted for over 60 per cent of gross domestic fixed investment. Moreover, it isbelieved that domestic and
foreign private investment continues to form the mgority of red capitd investment.

0] The level and value of new investment projects

The number, scale and origin of new capita investment projects as reported by the EIA are shownin
tablell.1, which coversthe post 1992/1993 period. There may be an element of under-reporting of investment
projectsduring the earlier years. Itisaso possiblethat new project expenditure by existing FDI in Ethiopiahas
not been fully recorded. The figures are thus best seen as mgor new capital investment projects and
representing genuindy important additions to the nation's capital stock.

The main points to note in relation to the number, value and scale of new investment projects which
have commenced operation in Ethiopia (as distinct from being approved or in process of implementation) are
that:

Only 19 new and expansion FDI projects have become operationa in Ethiopiaover the post-
1992/1997 period, compared to over 1,160 domestically funded projects. Nevertheless,
there has been a distinct growth recently in operationa FDI projects as approved projects
move into operation;
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As expected, the average vaue of FDI projects at EB 169 million is much bigger than
domestic projects which have averaged EB 4.8 million to date. This varies alittle by sector
and region. Foreign capital and joint- ventures represent the main source of mgor industria
ventures,

The recent growth in FDI resulted in a Stuation where, for the first eight months of 1998,
oversess investment accounted for nearly 60 per cent of the value of operaiond project
investment in Ethiopia This leve will probably continue given the recent pattern of project
approvals.

Although domesticinvesments are still themgjor sources of capital formation in the country accounting
for about 62 per cent of total capita invested, FDI has began to make headway implying that therole of EIA in
supporting and servicing internationd investors will play an increasingly important role in the future,

(i) Regional and sectoral distribution of investment benefits

There are a number of features of domestic and internationa investment that are important to future
investment policy and promotion intermsof the spatid and sectord priorities of investors (summarized in table
[1.2). Although the results have been aggregated for presentation purposes, the EIA investment project
datiticsarereported in detail for each of theregionsand by industry segment, enabling an effective monitoring
of new operationa projects.

The main points of theregiond and sectora distribution of domestic and foreign investment in Ethiopia
over the recent past and relevant to policy priorities for the future are that:

Domegtic and foreign investments since 1992 have been unevenly distributed among the
various regions. As shown in table [1.2, over 50 per cent of tota domestic investment and
nearly 98 per cent of foreign investments have been directed at three regions, namely Addis
Ababa, Amhara and Oromiaregion,
Foreign investment appears to be concentrating largely within Addis Ababa and the Amhara
region. In terms of the overdl vaue of FDI (including joint-ventures) 54 per cent went to
Addis Ababa, 43.5 per cent to Amhara and the remaining 2.5 per cent to other regions.
Overseas investment in operational projects is not as concentrated in the Capital as widdy
supposed;
Domestic investment projectsare concentrated in five regions namely, Addis Ababa, Oromia,
Tigray, Amharaand Southern Nations, Nationalities and Peoples (SNNP) accounting for 21
per cent, 22.8 per cent, 36.7 per cent, 7.9 per cent and 6.8 per cent respectively.
It is, however, important to note that overseas capital has represented 77 per cent of tota
investment capitdl in Amhara and nearly 60 per cent of new capitd prgect funding in Addis
Ababa but amere 2.6 per cent in Oromig;
Thereis, therefore, atendency for overseasinvestorsto focuson ardatively limited number of locations
within Ethiopia  This hasimplications for future promation priorities and invesmert incentives.
The pattern of foreign investment in terms of broad economic sectors and industrial ssgmentsis more
baanced than its patid digtribution. Ascan be seen fromtablell.2, the main divergence of foreign investment
isthet it isrddivey higher in primary sector projects (42.5 per cent) and comparatively lower in terms of
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secondary sector manufacturing ventures (26.8 per cent) when set againgt the 36.3 per cent of overdl
investment capita provided by internationd investors.

To date, operationd FDI projects have been concentrated in afew industrid sectors. two projectsin
each of the food crops, farming, beverages and chemica product sectors, four construction projects; three
projects in the metd fabrication sectors; and the remaining Six projects dispersed across arange of sectors.
Thesinglelargest project (at EB 1,186 million) isin the hotel sector (the Sheraton hotel in AddisAbaba). This
accounts for 37 per cent of the total post 1992-1993 value of investment in Ethiopia. Thisdomination of FDI
by a sngle project (dbet one with magor economic development linkage potentid) is perhaps unique in the
larger low-income countries. The importance of flagship FDI projects is further considered below.

(iii) Theorigin of FDI in Ethiopia

Edimates of the vaue of the sock of FDI in Ethiopia in mid-1975, when the previous regime
appropriated most foreign enterprises, are not available. For the post 1992/1993 period, however, the EIA
maintained information on the country of origin of foreign investors (both corporate and private) invest in new
whally-owned or joint-venture projects. Thefigures produced by the EIA, which aresummarizedintablell.3,
are more complex than they initially appear, as around 20 per cent of both whally-owned and joint-venture
projectsinvolveinvestorsfrom two (occasiondly three) home countries coming together to make investments.
Therefore, the data, as recorded may thus not be fully accurate in terms of allocating capita flows between
home countries. The EIAsreview of investment gpplications and direct contact with investors suggest that a
large proportion of these multi-nation FDI consortiaare expetriate Ethiopians (sometimesfrom asinglefamily)
initiating stepsto invest in new projectsor rebuild long- established Ethiopian businesses. Theinvestment figures
presented in table 11.3 include the geographica origin of FDI projects (wholly-owned and joint-venture)
approved by the EIA. Caution is necessary in interpreting this data as gpproval may not necessarily meanthe
projects are operationa . Nevertheless, they indicate the home country origins of new post- 1992 capital stock
and itsmain fegtures.

Private investors from the Middle East region have generated one-third of new FDI projects
and have contributed two-thirds of the new capital associated with these projects. Saudi

Arabiaisby far thelargest source of investment with EB 4,981 million of committed capitd to
date, or 60 per cent of the overal FDI approved. It isbelieved that MIDROC Ethiopiaplc
represents a Sgnificant share of these Saudi Arabian investments,

The second most important source of FDI to Ethiopia over the period 1992/1993 to

1997/1998 has been the European Union, which generated nearly 30 per cent of the projects
but only 15 per cent of the new capita approved. Within the European Union, private capital

flows from most mgjor European Union member States were represented, though no single
State had a dominant role. Multi- Sate projects were present suggesting an involvement by
expatriate Ethiopians,

Thethird largest source of FDI hasbeen the Africaregion which generated 17 per cent of FDI

projects approved by the EIA, but a smdler proportion (11 per cent) of the capital value.

These projectswere comparativdy amdl and again multi- netion projects (12 of which involved
the United Kingdom) suggesting the involvement of Ethiopians residing aoroad.
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The remaining 8 per cent of FDI capitd vaue had avariety of originsincluding North America, Asa
(predominartly India) and European and East European Countries.

Theimportant implications of thisreveded pattern of recent FDI capita flowsto Ethiopiaare that the
Middle Eagtern countries, the adjacent African nations and the corporations in the European Unionare
aopropriate FDI targets. However, in terms of transfer of technology, benefits arisng from European and
North American corporate investments will probably be more important. In addition, existing multi nationa
corporation (MNC) operations in Ethiopia, especidly in fud digtribution (that is, Shell, Texaco, Agip, €c),
truck assembly (NECO) and food products form another important investment promotion priority where
follow-up invesment projects may well be possble. This agan emphasizes the need for a detailed
understanding of the business needs and priorities of internationa corporations.

B. TheFDI Regulatory Framework

The present regulatory regime governing FDI in Ethiopia is based on a series of Investment
Proclamationsissued between 1996 and 1998, principaly Proclamations 7/1996, 37/1996, 35/1998, 36/1998
and 116/1998. In combination, these establish the economic sectors open to FDI; the financid limits and
requirementsfor FDIs; the monitoring and reporting requirements; and the financid incentivesthat areavailable.

It isworth briefly summarizing the main festures of the present regulatory regime in each of the above aress.

0] Economic sectors open to FDI

Foreigninvestors are encouraged to invest in al economic sectors, except those currently reserved for
domestic private and state investment, with the domestic private investor category including foreign nationas
who are permanent resdentsin Ethiopia. Thereisa continuous review of the sectors closed to FDI. Indeed,
the amendments to the Investment Code made in June 1998 have opened up energy generation and
telecommunication services to the private sector, both foreign and domestic. Under this Proclamation, the
generation of dectricity from hydro-power is alowed for both foreign and domestic investors without any
limitation on generation capacity. In addition, private investors, both foreign and domestic, are permitted to
inves, in partnership with the Government, in defense industries and telecommunication services.

Sectorsreserved for Government at the end of 1999 included air transport (where passenger seating
exceeds 20 or cargo exceeds 2.7 tonnes); rail trangport services, and postal services and telecommunications
(excluding courier services). There are plans to reduce these reserved areas. However, telecommunications
(indluding Internet access) is seen as remaining State owned in the immediate future. In generd, therefore,
athough the FDI regulatory framework in Ethiopiais more open now than during the 1980s it isdill highly
restrictive compared to many other developing countries, including those in the region.

Sectors reserved for domestic investors as of mid 1999 included banking and insurance; small-scale
electricity generation except from hydro-power; smdl scae air trangportation services; radio and televison
broadcasting; retail trade and product brokerage; wholesde trade and distribution (excluding fud and the
domestic sale of locdly produced goods from FDI plants); importing; exports of raw coffee, oil seeds, pulses,
hides& skins, and live sheep, goats and cattle; construction companies (excluding grade one contractors) and
building maintenance; tanning hides and skins up to crust levd; hotds other than star designated; motds,
tearooms, coffee shops, bars, night clubs and restaurants excluding internationa and specidized restaurants,
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tour and travel operators; car-hire, taxis and commercia road and water trangport; grain mills and domestic
batteries; barber & beauty shops; goldsmiths; non-export tailoring; saw milling and non-export forest products,
and the printing sector. This large exclusion of FDI from the Ethiopian economy is designed to encourage
indigenous entrepreneurship and the domestic private sector.

The Government has indicated that it will continue to review these exclusons, with the intention of
reducing sectors closed to FDI to the minimum level. Whilst many of the sectors currently closed to FDI are
not those where internationa corporations normally operate, it isimportant to recognize that such restrictions
(however well-intended) may not give a postive welcoming image to potentid foreign investors. Reserved
sectors are not a feature of most FDI home countries. Furthermore, in some of the reserved sectors, in
particular ar trangport, travel operations and certain sarvices, the financia and trading skills of FDI may be
important positive influence and stimulus on domestic investors,

(i) Ownership limitations and requirements

Under Proclamation 37/1996 aminimum investment sumisrequired for both wholly- owned operations
and joint-ventures with Ethiopian companiesor individuds. Thevaue of theinvestment must bein either cash
or in-kind.

For wholly owned FDI into the open sectors, an initid investment of $500,000 isrequired and inthe
case of engineering or technica consultancy an initid investment of US $100,000.

For joint-ventureswith Ethiopian investors, theforeign partner isexpected to contribute $300,000, with
this minimum equity requirement representing either cash or the vaue of the capita equipment imported to
edablishtheventure. Thereisaso afurther requirement stipulating that Ethiopian partners must hold in excess
of 27 per cent of the equity in each joint-venture.

If the Government wishes to give priority to attracting larger FDI projects, it may be right to have a
threshold levd to ration the presently limited FDI promotiona and management capability in EIA and the
regiond promotion agencies. However, a minimum invesment requirement is not a common feature of
investment regulatory regimes of most host countries that are competing to attract FDI.

Apart from these minimum capitalization conditions, theinvestment code does not require FDI to meet
specific performance goas or guiddinesthrough their operations. Thereare no requirementsin terms of export
levels, minimization of foreign trade bal ances, foreign exchange redtrictions for imports, minimum local content
levels in manufactured goods, or employment limits on expatriate staff. Once an investment project is
edtablished and operationd, it is clearly left to a company’s managers to make dl key decisons without
Government authorization or interference.

(i)  Monitoring and reporting requirements
Thereiscurrently arequirement for both FDI and domesticinvestors, under Proclamation 37/1996, to
submit progress reports to EIA on the status of projects every Sx months oncethe origina investment permit

has been issued. The purpose of thisisfor EIA to be regulaly informed on progress and aso to identify (as
early as possble) emerging problems in order that EIA or other Government agencies can help resolve the
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problem or congtraint. Staff in the Project Evaluation, Follow-Up and Consultancy Service Departments of
ElA dso undertake (when resources and workloads alow) monitoring of mgjor or sengitive FDI projectsto
assessprogressagaingt theorigina plan and intentions submitted to EIA to gain their permit. Should variations
fromtheorigina proposals occur, the EIA seeksto understand why, and if necessary will helpinvestorsbring it
back on track where the origind plans have not been rendered inappropriate through externa economic or
market changes.

Thereissome concern amongst foreign investors aready established in Ethiopia (on the basis of limited
discussons with senior executives) that such monitoring tends to be undertaken in a relatively mechanigtic
manner. Although EIA managers are adept at helping resolve inter-agency conflicts (for example, land
availahility), they have little understanding of business factors causing divergence from origind plan intentions
and no redl capability to advise on how to resolve these. Thisisacommon problemin many countries, including
devel oped countrieswhere FDI promotion staff often have very limited advisory skillsin business devel opment.
However, therewill normaly bealoca advisory capability that can be brought into assist investors. Although
it is difficult to determine whether such limitations are hampering foreign investment plans in Ethiopia, it is,
neverthdess, advisable that the EIA improvesits monitoring capacity.

(iv)  Fiscal incentivesfor FDI

Since 1991, Ethiopiahasintroduced acombination of investment guarantees and investmentincentive
measures designed to provide asupportive and reassuring business environment for potentia foreigninvestors.
These are broadly in line with the guarantees and incentives of competitor nations and are being reviewed by
Government on a continuing basis.

Investment incentives for FDIs are significant and include 100 per cent exemption from

customsdutiesand import taxeson al capital equipment and up to 15 per cent on spare parts;
exemption from export taxes (except for coffee); incometax holidaysvarying from oneto five
years (depending on the sector and region within Ethiopia); tax deductible R& D expenditure;
no taxes on the remittance of capita; the carrying forward of initid operating losses, and

investor choicein depreciation models. Theseincentives apply to digible sectorsopento FDI;

Investment guaranteesfor FDIsincludefull repatriation of capital and profits encompassing not
only profits, dividends and interest payments on foreign loans but aso on asset sde proceeds
and technology transfer payments. Thereis dso aguarantee againgt expropriation, except in
major cases of public interest when full market vaue compensation will be paid promptly 8.

These guarantees and incentives are clearly presented by EIA and the Government in current
promotional material. The documentation and monitoring of these by EIA aso gppearsto be efficient. There
has as yet been areview on the relive attractiveness and benefits of the present guarantees and incentive of
programmes with recent foreign investors, nor any comparative benchmarking of the Ethiopian incentive
package with those in competitor nations. The perception of both the Government and existing foreign

® Ethiopiahas signed the World Bank's convention on the settlement of Investment Disputes and Nationals of other States,
which providesfor the international arbitration of disputeswith foreign investors. MIGA (Multilatera Investment Guarantee
Agency) guarantee programme will become operational as soon as pending claimsfor compensation left over from the period
of the previous military Government have been resolved.
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executivesis that the prime investment promotion challenge for Ethiopiais not in reation to the FDI incentive
package. Rather, it isin reation to the externd perceptions of Ethiopia as documented by the prevailing
international media picture, in particular following the recent regiond conflict.

The investment incentives offered to FDIs locating in Ethiopia are designed primarily to be effective
through the reduction of corporatetaxesand import duties, including the carry forward of initial operating losses
to offset againgt subsequent profits. Whilst this is sandard for emerging economies, it must be noted that
Southern European, Latin American and Asan countries seeking inward investment often include investment
grants and other financid support usudly tied to employment, export and capita commitment goadls. Such
grants and/or loans may be reinforced by the provision of sites and property with rent-free periods running up
to five years and by the State picking up part or dl of the initid vocationd skills training costs for localy-
recruited employees.

Thefinancid congtraints facing Ethiopia makes such direct financid contributions to the costs of new
capital investment by FDIsamost impaossible, but EIA and other agencies should be aware that the corporate
views of the main Northern Hemisphere FDI home countries will be coloured by their experience asinward
investors elsewhere.  As Ethiopia aspires to attract greenfield investments by corporations which have no
previous knowledge of the country, EIA staff must be able to positively respond to possible FDI concerns
about incentives other than tax holidays and free import duties. Discussons, during the Mission to Ethiopia
reveaed that aconsidered response on thiswill at present beunlikely. Again, thisgives support to the need for
enhanced project develo pment knowledge within EIA, especidly interms of financia aspects and investment
targeting (discussed below).
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C. Institutional Framework for FDI Promotion

The principa Government agency responsiblefor most aspectsof FDI in Ethiopiaisthe EIA whichhes
the lead remit for promoting, coordinating, managing and monitoring al types of inward investment including
joint-ventures. EIA reports to the Board of Investment (BOI) chaired by the Prime Minister. The Generd
Manager of EIA is one of the seven Board Members of BOI. EIA is dill a rdatively young agency in
comparison with its regiond and internationd investment promotion competitors. It is serioudy under-
resourced; has not yet evolved astrategic planned approach to its promotion activities, and isconstrained by a
current lack of operationd integration with the emerging strategies of the other key Government ministriesand
agencies.

A number of other Government agenciesand private sector organizationsareinvolved dongsde EIA in
ddivering or contributing to Ethiopias investment promotion effort. In the State sector, these include the
Ethiopian Privatization Agency (EPA), established through Proclamation 87/1994 to privatize over 200 Sate
enterprises accounting for some 20 per cent of GDP, the Ministry of Trade and Industry; the ministries and
agencies asociated with specific sectors such as mining and touriam; the Minigtry of Foreign Affairs, the
Development Bank of Ethiopia; and the minidries deding with taxation remits including customs. Of these,
EPA ispotentialy themost important asit regards FDI asanimportant privatization mechanism. The Regiona
Investment Promoation Agencies, known asinvestment bureaus, dso have animportant contribution to makein
identifying, defining and promoting specific investment project opportunities and in encouraging FDI into their
region.

The Ethiopian private sector playsamuch smdler rolein FDI promotion than in many smilar emerging
economies. This is the case, principaly because of the absence of internationd commercid banking and
financid services companies, asthese remain reserved sectorsfor Government and Ethiopianinvestors. There
arethusfew effective private sector linksinto the internationa corporate community. Even the relationship of
FDI with EIA's promotion activitiesis limited for reasons discussed later in the report. The nationa and city
Chambers of Commerce are perhaps the most active (but irregular) participants in the FDI process but, will
become a moreimportant part of the FDI ddlivery framework in Ethiopia. It issuggested that thereismeritin
directly involving key private sector organizations and enterprisesininvesment promotion. Therespectiveroles
and contributions to FDI promotion of these key ingtitutions will now be anayzed.

(i) Ethiopian investment authority (EIA)

The EIA isardativdy young agency which is dill evolving its gpproach, ethos and organizetion. The
evauation of EIA's promotiona and other activitiesis discussed under the following six broad headings.

€) Mandate, srategy and planning;
(b Organization and management;
(¢  Adivitiesand influence;

(d) Capability and resources,

(e Promotiond integration;

® Future development priorities.
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The review in each section brings together the results of the review team's discussions with EIA
executives and managers. The overdl development priorities identified are those where progress can be
achieved in the near- to medium-term.

@ Mandate, srategy and planning

TheEIA’smandatefor investment promotion isfully recognized and supported by the Government and
private sectors. The EIA hasdready established itsdf asthefocusfor nationa FDI initiatives. Thereisperhaps
a need to extend its mandate to encompass the presently reserved sectors, especialy as these sectors are
consdered for FDI participation. Thereisaso aneed to review the post-location monitoring servicewhich (in
most cases) istrandferred after operating commenceto other relevant Government agencies. Careful planningdf
such servicesisneeded asthey affect the continuity, understanding and partnership essentid for securing follow-
up investment projects as well as dl necessary additiona investment. The mandate to provide and monitor
aftercare servicesis an important policy objective and consequently should remain with EIA. This, of course,
will have mgor resource and funding implications.

Strategy and Planning are areasthe EI A isdtill evolving acapability and thet would perhgps benefit from
technical assstance support, including the EIA gtaff secondments to investment promotion agenciesin more
successful countries. Through the EIA's Planning and Foreign Assistance Coordination Service, in conjunction
with inputs from the five operationd divisons of the A uthority, the Genera Manager hasformulated an annua
planning process primarily linked to budget requests and generd indicative planning. However, thisis not the
same as an operaiond output-driven plan undertaken by most FDI promotion agencies. The EIA should
gradudly transform its planning approach and purposeto mirror the same bus ness attitudes and perspectives of
private sector companies that form its FDI client base.

In addition, thereisaclear casefor Government, through the BOI, to bring al key minidtries, agencies
and appropriate private sector organizations, together to discuss and agree along-terminternationd investment
srategy to provide an integrated operationa framework for FDI promotion. Thereview team's assessment of
nationa strategy documentsthat have been prepared and were in process of being finalized suggeststhat there
is little integration between various actors directly or indirectly responsble for investment promoation.
Consequently, there was (mid-1999) no agreed and integrated investment promotion strategy to drive and
influence the efforts of the individua minidtries, agencies or the EIA.

Such adrategy isan urgent priority, and must addressissues such as Ethiopias promotiond strengths;
target sectors, products and technologies; FDI promotion processes and participant roles, incentive packages
and investor support; case promotion processes, essentia infrastructure investment priorities, and cogts of
investment promotion. Thismust beapriority for the BOI. Desgning anintegrated strategy isnot too difficult a
task, but once created will help build cohesion, mutua understanding and enable amore efficient use of scarce
promotional resources. It isexpected that the new strategy designed by Foreign Investment Advisory Services
(FHAS) will assg in this respect.

3C



Investment and I nnovation Policy Review of Ethiopia

(b Organization and management

The current organizationd structure of the EI A showsfive core operationd departments each of which
contain a varying number of team leaders or heads of divisons, three supporting units for legal services,
adminigtration and finance, and the planning and foreign assistance coordination service. These departmentsal
report through the deputy genera manager to the general manager of EIA and through him toBOI, of whichthe
generd manager isamember. The organizationd sructure of EIA reflectsthe political environment inwhichiit
was cregted. Both EIA managers and Government officials believe that they have served the Authority well
sinceit was estabished.

All EIA executive, management and support staff consulted during the review team's visit to Ethiopia
have a cler understanding of their responghilities and roles within the organization. All develop work
programmesand prioritiesin relaion to their core responsibilitiesand most understand the present mandate and
purpose of the organization. However, only few have knowledge and experience of their competitor FDI
promotion agenciesin other countries. Furthermore, in the absence of acoherent nationa promotiond drategy,
there has not been a requirement to shape EIA's organization in relation to its Srategic and operationa gods
and objectives.

In congdering the effectiveness of the present organizationd structure and management of EIA, the
following three important observations that emerged from the discussons with EIA managers and staff during
the fidd mission to Ethiopia are worth noting:

The present notion of EIA's organizationa structureisthet it is primarily process driven and
that much of the activities undertaken by its staff have to do with regulatory aspects of FDI

such as permits, reports and registration. 1t isinteresting to note from the organigram present
in diagram I1.1, that the only three sectord groups are in the Licence Regigtration and
Coordinaion Department. Much of ther daily work is on ensuring potential FDIs meet

regulatory requirements;

The present occupationa structure and skillsbaseis shaped by the nature of thetasksthat are
done in each Department and Divison, which over the longer-term will condrain the
emergence of multi- skilled teemsand (from the experience of Smilar organizations e sewhere)
encourage the strengthening of divisond wals and identities,

At present, the organization is not FDI client centred, nor doesit appear to have acustomer-

driven skills base or promotional process. Itisdifficult for public agencieslike EIA to havea
st dient focus, epecialy when dients operate in the private sector and in foreign nationa

cultures.

These organizationd issues are important to EIA's future evolution and its competitiveness in an
increasingly tough FDI environmen.

(©) Activities and influence
Over the last five years, EIA has developed the basic portfolio of promotiona activities, materids,

procedures and systems required to attract FDI. The latest addition is an Investment Guide for Ethiopia
prepared with the assistance of the United Nations Conference on Trade and Development (UNCTAD) and
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the Internationd Chamber of Commerce (ICC). Vitd information about Ethiopia and its potentid as an

atractive investment location is being disseminated to potentia investors across the world through various
communication channds, including the internet. All these promotiond activities have raised the profile of

Ethiopiaas a plausble investment location. However, as Ethiopiawishesto attract additiona targeted foreign
investment (e.g. new investment in sectorssingled out by the Government as priority investment arees) thereisa
need to re-assess the existing investment promotion gpproach and activities.

The most important and immediate activities for EIA are the corporate research and project
development functions, both essentid requirements for the FDI targeting and client-focused innovations that
dready lie a the centre of best practice investment promotion. The skills needed to perform these functions
should beacquired or developed within EIA. Thelnternet makes corporate profiling and andyssamuch easier
task than previoudy and thus, should be used more effectively by EIA. But, this must dso be supported by
training and ass stance that enables enquiries and interest in opportunities to be assessed for FDI targets. The
need for enhanced project development skills and capabilities is a second area to be given priority for the
reasons set-out in the overview of FDI targeting presented in the next section. At present, the EIA does not
have abasic capability in these aress.

Theinfluence of EIA's activitiesin term of shaping theinvestment supporting role of other Government
and regiond agencieswas briefly explored with partner organizations during the field misson to Ethiopia. The
generd perception of EIA's impact on their investment-related activities is that it has been limited.

(d) Capability and resources

The overdl assessment of the review team regarding EIA is that there is a mismatch between its
mandate as the spearhead of Ethiopias criticaly important investment promotion efforts and the resources
avallableto it (budget and manpower), which are limited and inadequate to perform the promotiond functions
effectively. Whilst it isalways necessary to guard againgt self- aggrandisement by pulblic sector agencies (budget
Szeispower), it isabsolutdy impossiblefor EIA to plan, ddiver and manage an effective investment promotion
programme on the basis of, for example, its 1998-1999 budget level of around $260,000. Even alowing for
the impact of purchasing power parity (PPP) price adjusments in relation to interna expenditure by the
Authority within Ethiopia. Itisdifficult to say at this stage exactly what additiona resources would be adequate
for EIA to perform its functions effectively. This will be determined taking into account al the promotional
activities and training carried out by EIA in order to attract more investment into the country. At the current
level of resourcedlocation, it iscearly unredistic to expect acoordinated and successful marketing of Ethiopia
as apotentia investment location to be carried out by EIA.

An enhanced financid basefor EIA isnot required to increase staff numbers but rather to enable more
effective training of exiging aff. Training should congs of travel overseas to meet with potentid dients; to
attend gppropriate promotiona conventions, and (moreimportantly) to establish essentid industry contactsand
knowledgein the primetarget sectors. The EIA will require abudget to commission independent advisorsfrom
within the country for key case support through research and the devel opment of project opportunitiesand to
support the promotiond activities of the regiona promotion agencies. Thereisan urgent need to reassessthe
level of resources made availableto EIA.
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With regard to the development of an integrated gpproach to investment promotion, one possibility is
for the Government to consider the option of secondment to EIA of younger professond gtaff from other
Government, State and private sector organizations for limited periods of time. Thisis common practicein
investment promotion agencies in other countries, where secondments are seen as producing red benefitsin
terms of sharing professond knowledge and skills, building effective personabased linkages between
agencies, extending the understanding of FDI promotion to awider group of organizations, and widening the
inputs into policy formulations and implementation.

(e Promotiond Integration

An effective investment promotion srategy requires thet there is ahigh leve of cohesion betweenthe
policy priorities and measures across the nationd economic development effort. The discussions with EIA
managersand senior officiasin relevant government departments and agenciesindicate that FDI isnot yet fully
integrated into the emerging nationa and sectord policies on exports, education, tourism and agriculture. Thisis
understandable given that nationa Strategies for these areas have only just been completed or are dill in thelr
development stages and that EIA had not (by the end of 1999) prepared its own drategic development
priorities. The mgor contribution and role of FDI in the growth of Ethiopias private sector isrecognized and
accepted by the Government. However, there appears now to be aneed for the BO|I to convene aworking
group from the gppropriate federa ministries and agencies (once EIA hasitsowninitia strategy completed) to
ensure mutua coherence and consistency between the various sectora Strategies and the nationa investment
promation effort. Thisisafurther priority policy issue.

@ Future development priorities

TheEIA, on the basis of evidence gathered during visitsto Ethiopia, hasat the senior executivelevd, a
relatively clear understanding of its future strategic development priorities; but has not yet trandated theseinto
an operational business plan for the organi zation where expenditure and costs are related to target outcomes
and benefits. Some of the broad development priorities for EIA identified during the Mission and outlined
above will be brought together in the strategic and operationa recommendations set out in the find section.

(i) I nvestment promotion by other Government agencies

In addition to EIA, arange of other government ministries and federa and regiond agencies have an
involvement inthe attraction of inward investment to Ethiopiaor in the subsegquent expanson of FDI businesses
once edablished. At present, the investment promotion processes are reatively sdf-standing and
uncoordinated, although al of the contacted agencies acknowledge that coordination will be required to raise
the effectiveness of the present nationd effort to attract FDI.
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€) Ethiopian Privatization Agency (EPA)

The EPA was formaly established in 1994 and began its Strategic role of reverang the post-1975
wholesale nationalization of Ethiopias private sector. The EPA'sboard of directorsreport direct to the Prime
Minigter. The EPA islocated in the same building as EIA which should make for effective liaison between the
two agencies, dthough at present tendsto operateinisolation. Thefirst phase of EPA's privatization (achieved
through tender sdles) focused on SMEEsinretail, tourism and smilar sectors. 1t isnow focussingitsattention on
the sdle of the 115 bigger enterprises.

The EPA managers envisage that many of the larger State- owned companies will be sold to foreign
investors, partly because only they will be cgpable of raisng funding and partly because it is believed that
foreign investors will provide the necessary transfer of technology into the companies. For the mgor
companies, project profilesand fliers have been prepared and aseries of EPA promotiona brochureshave and
are being prepared. Information on opportunities is dso shared with EIA, athough as of early 2000 active
research to target gppropriate foreign investors had not begun, even though potentia interest was emerging,
especidly in thefood and beverage sector. The point is, for privatization to form an important mechanism for
atracting internationd investment into closer collaboration between EIA and EPA, especidly in reation to
project profiling and investor targeting, which isvitd.

(b Ethiopian Tourism Commisson (ETC)

The ETC wasestablished to capitalize on the country's combination of history and wildlife by attracting
internationa tour operatorsto bring free- gpending. Currently, Ethiopialagswell behind Egypt and Kenyaasa
tourist degtination. Operators and those who do visit often find that hotels, guest houses and restaurants
(especidly those outs de Addis Ababa) requireinputs of investment and modern management. The potentid for
attracting the more affluent tourists (both | el sure and business) has been proved with the opening in 1998 of the
[uxury Sheraton Hotdl in Addis which isin league with other quality hotelsin developed countries.

The ETC's god is to increase internationd vigitors to Ethiopia from around 115,000 in 1997 to
180,000 by 2000 and to 500,000 by 2005, predominantly in higher-vaue tourigs. Priority isbeing given by
ETC to atracting FDI into Ethiopias exiging hotds. The Hilton in Addis Ababa was the firgt to be actively
promoted to overseasvisitors, initidly from the Middle East. Other hotel chainsin key tourism areas area so
being promoted for inward investment, predominantly through the ETC, but also in cooperation with the EPA
as some of the hotdls are among the public companies being privatized. There is an on-going promotional
relationship with the EIA, dthough tourism does not appear to beinthe EIA's priority sector list. 1t lsolacks
thefinancia resources or skills to make the necessary efforts required to attract FDI into the tourism sector.

(© Minidry of Foreign Affars (MFA)

Intheimmediatefuture, it isprobablethat E1A will not havethefundsor the skilled personne needed to
open up representative offices in targeted FDI home countries. Consequently, the prime overseas investment
promotion presence will be the Ethiopian Embassies under the direct control of the Ministry of Foreign Affairs
(MFA). MFA thushasakey roleto play in attracting inward investment, which isdowly being developed with
an gppropriateinitial focusontheMiddle East and Asa All ambassadors have been ingtructed to give priority
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to promoting Ethiopia as a suitable investment location, find markets for Ethiopian exports and encourage
tourism to Ethiopia

The commercid attaches are occasondly briefed by EIA on emerging FDI opportunities and are
required to report activities and progress in investment promotion to MFA on aquarterly bass. However, in
redity, thisarrangement has not worked asinitidly planned. Asinvesment promotion isenvisaged to be part of
activities performed by MFA, it isimportant that al ambassadors and diplomatic Saff clearly understand this
policy and gtriveto attract FDI. Closer linksof MFA with EIA isessentid. The MFA iscongdering the merits
of occasiona EIA presence in key target country embassies and of providing specidist training for staff.

(d) Minigtry of Trade & Industry (MOTI)

MOTI has the prime respongibility for the formulation and implementation of indudtrid policies for
export promotion. An export strategy was completed in mid-1998 which sought to encourage increased
penetration of Ethiopias agricultural goodsinto globa marketswith theinitid focus on cotton, coffee, fruit and
vegetables. Priority was aso being given to promoting exports of textile and leather garments aswell as other
manufactured goods for regiond markets. This promotion is the responsibility of a new export promotion
agency, which aso reports direct to the Prime Minigter.

There is a potentidly important role for MOTI and its specidist agencies to ensure an increasingly
competitive base of locd private sector enterprise which can supply goodsand servicesto inward investorsand
thus reduce the import bill and balance of trade effects that often accompany FDI. This important role is
recognized by MOTI and EIA and, in fact, the two public agencies have begun to consder how to help local
supplierslink with FDI in dl sectors. One critica precondition of this processis a better understanding of the
pre-location assessment of supplier requirements and a cagpability to begin to create these whilst new FDI
fecilitiesarebeing congtructed. These supply sdelinkagesarecritical in maximizing thetechnology transfer and
multiplier impacts on the indigenous sector which are crucid to the future export promotion strategy.

(e The Development Bank of Ethiopia (DBE)

The State- owned DBE is charged with the task of supporting nationa economic policy by extending
higher-risk medium and long-term loans to large- and medium-sized enterprises. Priority is being given to
growing companies in the resource, export and import- substitution sectorsthrough loans negotiated by DBE's
300 staff and 32 branch network. 1ts current loan book reflects its policy-based focus and loans are often
syndicated with other locd financid inditutions such as he State-owned Commercia Bank and the
Congtruction and Business Bank. There are no concessionary loans as al are made at the prevailing market
rate. Lendingisdirected at new and expanded private sector companies, whereasthe Commercia Bank hasa
responsbility to support EPA and EIA activities. There are a number of ways in which DBE takes risks,
including taking capital equipment and personal assets as collatera and repayment holidays.

The DBE managers recognize that there may be arole for the Bank in attracting FDI to Ethiopia. It
could help strengthen the incentives package through providing project-based loans at concessionary rates,
especidly in support of re-investment expansions of FDI operations. Thisislikely to be redtricted (as least
initidly) to agricultural exports, asthis sector generates over 80 per cent of public revenues. A totd of EB 300
million has been set asideto pilot this (supported by loan guarantees from the National Bank) through lending
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for post-shipment export costs up to 8 per cent of the capital value of shipments. DBE will aso co-finance
loanswith the International Finance Corporation (IFC- the World Bank &ffiliate) and the African Devel opment
Bank with DBE providing collateral and managing the loans. The principd ways in which DBE managers
envisage the Bank supporting investment promoation is through providing co-financing of FDIs and joint-
venturesand to loca businessesthat are mgjor FDI suppliers. Inaddition, DBE' ssupport isenvisaged through
its in-house technical advisory staff helping their dient companies serving FDIsto add valueto DBE loansand
thus improve their competitiveness.

® The Ethiopian Media Agencies (EMA)

The EMA review team, met with senior managersin the Ethiopian News A gency (ENA) and Ethiopia
Tdevidon (ET) to explore potentid roles in investment promotion. The principa priorities for both
organizations areto pursueimprovementsin Ethiopiasimage abroad and the early and radica improvement in
the nationd telecammunications infrastructure which iswidely perceived, both internaly and externdly, asa
magor operationa congraint for theloca and FDI business community. On the domestic font, both ENA and
ET are making efforts to give coverage to business issues (including FDI) and there is the beginning of a
specidist business press such asThe Entrepreneur publishedin AddisAbaba. ET often picksup on new FDI
projects, especialy whenlocated in rurd aress. It copiestheseto Ethiopian Embassiesabroad. Both agencies
recognize that they have an obligation to function as development-orient-media, but are presently reactivein
their roles. This opportunity requires further consideration in partnership with EIA.

(9 Ethiopian Airlines (EA)

As Ethiopias mogt vishly successful commercid company, EA is playing a leading role in Africds
emerging ar-transport sector. It is building an internationaly successful businesses in training aircrew and
maintenance mechanics, in flight amulator training and in assembling light arcraft for usein rurd areas and
agriculture. In overseas promoation of the country the company does morethan any other sngleorganizationin
the State or in private sectors. With an annua turnover in excess of $280 million it isthe largest State- owned
corporation and one that has been continuoudy profitable over thelast 18 years. The EA Board isaware that
the company is in a unique pogtion to play alead role in investment promotion abroad and sees FDI and
tourism asbeing critical sectorsfor Ethiopiasfuture. EA canand should play animportant FDI support rolefor
ElA through making itsoverseas officesavailablefor investment promoation activitiesand providing information
about investment opportunities within its own in-flight magazines and entertainment services. Therdaionship
between EA and EIA is4till weak and ungtructured. Therefore, and priority must be given to building astrong
partnership in FDI promotion.

(h) Regiond Investment Offices (RIO)
The find group of public sector organizations which could play an important role in nationa FDI

srategy and policy are the RIOs established throughout Ethiopia in 1992. RIOs have been given the
respongbility to identify, develop and promote specific investment projects in their regions.
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Most RIOswork within the framework of the nationd investment code athough some have their own
incentive schemes. Their priority functions are to licence domestic investors; research, identify and prepare
local investment opportunities; help domestic and foreign investors acquire land or property required for their
businesses; and hogt vigts by potentid investors. The precise nature and portfolio of investment promotion
activities vary between regions and reflect the policy priorities of regiond Governments.

The Oromialnvestment Office (OIO) whichislocated in Addis Ababaand employs 45 personsisone
of thelargest RIOsin the country. Normally, 80 per cent of itswork isin licenang and land issues, with only 20
per cert ininvestment promotion. Although in 1997/1998, 50 per cent of OIO's budget went to promotion as
it undertook the basi cinvestment opportunity research and prepared documentation, promotion brochuresand
videos. OIO staff have prepared (1999) 155 project profilesfor promotion, most of which arereatively short
and havefew financid satementswith the expectation that opportunitieswill primarily be of interest to domestic
investors. Indeed, to date, 95 per cent of their case workload has been with domestic investors, with only a
smdl number of meetings and contacts taking place with potentid foreign investors.

The RIOs are generdly under-resourced both in terms of skilled human resources and funds, and in
most cases, saff have received little training, assstance or advicein essentia investment promotion skills. Itis
aso dear that many RIO's have yet to develop aStrategy or action plan to guide their activities.

Relationships between RIOsand EIA are perceived to be generdly good, athough peripherd regions
fed they are a adisadvantage as most FDIswant to locate in or near Addis Ababa. Thereisaneed for EIA
(andthe EPA) to arrange an FDI Development Accord with the RIOsand for the DBE and the Government to
consder specid financia and tax incentivesfor the periphera regions. In addition, it isrecommended EIA take
alead rolein planning and managing training provisonin investment promotion for RIOsto ensure congstency
throughout the country.

(i)  Private sector FDI promotion

In addition to speciaized government agencies, there is an important role to be played in atracting
inward invesment by private sector organizations, and more importantly, by existing foreign companies
operating in the country. At present, neither of these groupsisfully involved in the FDI promotion processand
there have only been limited attempts by EIA and the Government to understand and build upon their potentialy
influentia contribution. The review team made only a brief assessment of this dement of FDI promotion
through meetings with the Addis Ababa Chamber of Commerce and two existing FDI companiesin Ethiopia,
namely MIDROC and Shell Ethiopia.

€) The Addis Ababa Chamber of Commerce (AACC)

ThereisoneNationa Chamber of Commerce and even city Chambersin Ethiopia. The AACCisthe
largest, oldest and most influentid of the city chambers, with 20 professiond staff and 45 support saff serving
over 7,000 active members. The Chamber undertakes functions covering business and merket information;
trade affairs and overseastrade missons; businessadvisory services, especialy to start- up businesses, business
skills training; publication of business directories and advisory legflets; and the operation of a smdl library,
Internet service and web Ste. 1t also undertakes specific studies on the obstacles to doing businessin Ethiopia
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and proposes new policies and/or adjustments to existing policies; promotes entrepreneurship, sectord trade
associations and the culture of democracy and free market system; and serves as a bridge between the
Government and the the business community in Addis Ababa The Chamber disseminates information on
business developments within Addis and the economy as a whole through its two bimonthly newspapers
namely, “Nigdina Limat” (Trade and Development), in Amharic language, and “ Addis Business’ in English.

The Chamber hasaninforma rolein FDI promotion. TheEIA introduces potentid investorsto AACC
who offer their support in helping investors meet appropriate loca suppliers of goods and services. This has
evidently proved hdpful to the rdaively smaler FDI companiesthat have cometo Ethiopiafrom other countries
in the region and the Chamber seesitself as having the potentid lead role in providing the essentid aftercare
support to foreign investors once they have established themsdves. This is a key FDI development role
normally undertaken by specidist divisons or regiona agencies in advanced host countries which should be
addressed by EIA in the future.

The Chamber wishesto have amore formal and planned involvement in the FDI system and process.
Thereview team bdievesthat EIA and the Government should identify the gppropriate roles and activitiesfor
the nationd and city Chambersasan early priority. The Chambers, asthe principa representative body for the
private sector, do have concerns about broad economic policy aspects and investment policies and should,
therefore, be used as a channd for tranamitting these concerns into the policy formulation and implementation
processes undertaken by EIA.

(b Exiding foreign investorsin Ethiopia

Itisnow accepted that theinternational word- of- mouth promotion of acountry by FDIsdready inthat
country is a very important but little recognized part of the inward investment process. Senior executivesin
FDIsplay alead rolein building the externd image and corporate perception of the commercid profitability and
attractiveness of ahost country, within their parent corporations (perhaps determining follow-on investment)
and in their contacts with their international suppliers of goods and services. In addition, it is clear that bad
newsand impressions of an operational |ocation spreadsfaster and further than satisfaction. Therdleof exising
FDIsin Ethiopia, many recovering from aperiod of State ownership following nationalization under the previous
regime, is thus a critical current issue in FDI promotion policy, and one where improvements are policy
priorities.

Discussonswith existing FDI executivesin Ethiopia suggest thet they are not actively involved in FDI
promotion activities and that contact with EIA and other appropriate economic agencies are irregular and
normaly problemdriven. There are no regular and planned business development meetings with relevant
agenciesto review and evauate progress of their plansand proposas. There gppear to be common concerns
about land acquisition; the continuing Government rolein the reserved sectors (including theimporting of ail for
refining); the lingering issue of dividend payments, and especidly the continuing closure of the economy to
foreign commercid and retail banks which can make both intra and inter-company trading difficult and
expensve.

Banksare seen ashaving an epecidly important promationd role overseasand will not have apostive
view of a ndion that excludes thelr presence. This is a critical issue in the context of both the current
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globdization of banking and financia services and the rgpid move toward e ectronic banking and fundstransfer
thet is at the heart of the growth of e-commerce.

FDI promotion and encouragement must not stop or be curtailed, once apositive location decision has
been made by aforeign investor. It is equaly importart to ensure the success and profitability of the initia
capitd investment and to help the locally-based FDI managers to win corporate HQ approva for further
expangon and re-invesment of profits and to strengthen their linkages with locd suppliersand servicesasa
means of reducing the nationa import bill. This aftercare support, increasingly called corporate development
support, will becomeimportant in Ethiopiaduring the next decade The management and resourceimplications
of this should be built into future FDI promotion budgets.

D. Current and Future Challengesin Investment Policy and Promotion

In evauating the effectiveness of Ethiopiasinvestment promoation activities and the chalenges ahead, it
isimportant to briefly consider the domestic and globa economic and business environment inwhich EIA and
associated minigtries and agencies must operate. 1t will be especialy important to see Ethiopids investment
chdlenges and potentia through the perceptions, expectations and knowledge of foreign investors from,
particularly those outside the region. To that end, this section addresses the internd and externa investment
chdlenges facing Ethiopia and identifies the areas of potentid investment opportunities.

(i) Ethiopia'sinternational investment challenges
@ Internal economic chalenges

Among the specific economic chalenges and condraintsthat wereidentified by privateinvestorsduring
the fidld misson to Ethiopia, the following five reguire highlighting:

1) The comparatively poar infrastructure in many parts of the country, epecidly in relaion to
trangportation, power and telecommunications,

2) The percaived over-regulation of the economy which diverts scarce management resources
from more productive activities, and a continuing ethos of state sector bureaucracy;

3) The perpetuation of State control over important aspects of international business operations
(e.g. imports of equipment and fuels), together with a myriad of regulatory procedures and
approval processes associated with business activities,

4) A shortage of modern management skills and culture in the local private and public sectors,
meaking it difficult to benefit from exigting and potentid internationa investment; dthoughthisis
again an areawhere loca business executives see arapid pace of improvement;

5) The absence of an experienced business devel opment framework that can assst local SMIEsto
improve competitiveness as suppliers to incoming TNCs. There is dso lack of provison of
efficiently serviced stes to host new FDI facilities and gaps in other essentia economic
development services to both local and internationd investors.

In addition to these five issues, there is the continuing challenge posed by ingtability in the region. In

particular, the recent conflict with Eritrea, which has had adverse effects on the externa perceptions of both
countries. This is a serious concern given the relaive nervousness of internationa investors in congdering
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countries as potentid investment locations. The Government must not underestimate the importance of an
active public rdations exercise in influencing the externd perception of a country. As noted above, the
perception of loca FDI executives (both expatriate and Ethiopian) is dso an important determinant of future
inward investment flows. As negative images spread rapidly within corporate networks, they tend (unless
actively combated) to persst long after the events have declined or disappeared.

(b) Externd economic chalenges

The prospective globa FDI environment which is currently facing mgor structural and quditative
changes, will so haveimpact on both thelevel and location of capita flows. Thereislittle Ethiopiacandoto
influence such shifts, but avareness of them will enable future investment promotion activity to be carefully
targeted to gppropriate areas of opportunity and potentia. The most important structural FDI trendslikely to
dominant the next decade are:

Increasing concentration of corporate organizations through mergers and aoquigtions (now
induding multi- nation mergers) resulting in globdization of corporate structures and activities
and a consequent rationalization and contraction of production and support facilitiesinto big
units serving wideregions,

Thepardld moveby globd corporationsinto single sourcing of materias, componentsand the
supply of manufacturing services, thusmaking it difficult for loca suppliersto benefit from FDI
purchasing linkages which, in turn, can encourage FDI enclaves though, generdly, thisisless
important in the agriculture and raw materid sectors,

Globalization of manufacturing production and the lowering of cogts of trangport will open up
opportunities for emerging nations to effectively bid for the next generation of manufacturing
and production plants through lower labour costs, as TNCs close old vintage plants and
replace them with vintage unitsin cost competitive countries,

The trend toward a post-manufacturing international economy aso means proportionately
fewer mobile large- scdeindustrid plantsto bring technology and skilled employment benefits
to host nations. New technologies, in particular information and telecommunications
technologies, are enabling future services-driven FDI to be operated from virtudly anywhere
on the globe provided skilled people are available;

The competition between national and regiona Governments throughout the world to pursue,
attract and secure mobileinternationd investment isnow so strong that it hasbecomea“buyers
market” where MNCs obtain levels of financia and other support beyond what was seen as
possible only a decade ago.

In the next decade, Ethiopiawill be competing not only with countries in the African region but dso
countriesin Latin America and South Asato attract FDI  from the mgor indudtrid nationsin Europe, North
Americaand the Far East. Thiswill require an investment promotion strategy that identifies potential sources of
internationa investment through a careful targeting approach that gives gppropriate promotiond priority tothese
aress.

(i) FDI targeting and project development
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The Government hasidentified anumber of economic sectorsas priority FDI areasfor the creation of
new enterprises cagpable of generating exports, domestic employment and for the building inter-sectora
linkages. Theagricultura-led industrial development focus of economic strategy isreflected through promotion
priority that highlights the mgjor investment opportunities available in agriculture (food & beverages, cotton,
horticulture, livestock, fisheries and forestry), manufacturing industries, mining and tourism. Indl these sectors
short project profiles have been prepared by Federa and Regiond Government agencies summarizing specific
investment opportunities, sometimes including more detailed market research information. These have been
presented to the review team asinward investment targeting, ashave smilar project profiles prepared withinthe
privatization programme.

Intermsof current best- practice FDI promotion, the preparation of investment opportunity profilesby
promoting agenciesis not proper targeting for severa reasons, including the fact that the focusis on the supply
sde. Themarket and financid benefitsfor potentia investors are not actively considered and specific potential
investors are not identified, assessed on positively encouraged to explore demondtrated financial benefits that
meet their corporate invesment criteria and priorities. In addition, the number and variety of investment
opportunity profiles that had been prepared by early 1999 suggests that no considered prioritization of
commercid project opportunities has been undertaken. This suggedts thet very little active promotion of
investment opportunities has been undertaken to date beyond smple passve mailings.

Thereisaneed for a better understanding of the concept of FDI targeting within the Government of
Ethiopia and its operationd agencies. More importantly, it should be recognized that EIA, as lead FDI
promotion agency, currently doesnot have thefinancia, human and technical resourcesto introduce active FDI
targeting even in a smdl number of priority sectors. Targeting requires careful professona planning,
determination and imagination in delivery, adeguate resources, an appreciation of current corporate concerns
and priorities and patience.

(i)  Targeting FDI opportunities

Effective FDI targeting isadifficult task and one where intense competition from specidist agenciesin
an increasing number of host countriesisraigng best- practice benchmarks aswell asthe cost of taking part. A
growing number of internationd companiesarerecaving investment offersfrom potentia host countries, inmany
cases supported by offers of financid and in-kind assistarce to reduce the costs and risks of investing.
Corporate executives in MNCs rarely respond to these generaized offers of “opportunities’, but are more
likely to consder a detalled costed project that displays business and market redism, an informed
udergtanding of the investor company interests and Government commitment &t the highest level.

A detailed explanation of FDI targeting in operationa termsis beyond the scope of thisreport. At this
sage, what needs emphasizing is Smply thet if Ethiopias objective isto promote specific investment projects
that show sgnificant and sustainable red financia gains for both the FDI company and the Government,
assgance may berequired from externd consulting firmsor individuas specidizing in investment targeting. FDI
targeting is now widdy practiced by invesment promotion agencies in many developed and developing
countries. In this respect, UNCTAD has assisted countries to better understand the different approaches to
investment targeting as well & the method of operationdizing effective FDI targeting through workshops
designed to encourage exchange of experience on best practicesin FDI targeting. The broad stepsin project
targeting can be summarized as follows:
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Assessthe domestic economy carefully to identify asmall number of priority economic sectors
that have sugtainable growth and competitive potentid in market terms;

Within the priority sectors the same screening must be undertaken to identify specific
investment projects that can surmount market, technica, management and financia hurdles,
each set at best-practice levels. For the best potentia projects that survive the screening
process, detailed business plansand financia forecasts must then be prepared showing clearly
the assumptions and gods involved,

The specificindustrid and market segmentsfor each project must be researched and examined
to identify the individua relevant FDI companies operating in these markets; their current
corporate drategies, investment priorities and corporate decisionmaking structures; their
recent experience in emerging countries, and the rationale for congidering an investment of the
type identified;

Prepare aconfidentia project investment prospectus at the level of detail that FDI corporate
executives now expect and require, including afull consderation of dl risk factors, submit this
to an independent due diligence assessment to ensure accuracy and redism in financid
forecasts and in areas of essential support; and prepare a fina project business plan for
submission to pecific potentid internationd investors,

Carefully identify the key corporate executiveswithin the target FDIsto whom new investment
projects will be referred for congderation; plan for an initia exploration meeting to make
preliminary contact and to raise their interest; and reflecting the feedback and ethos of this
meeting, the specific proposa can then be introduced.

These gteps will only take an investment promotion agency through the firgt stage of making the
corporate contact. The hardest promotion and negotiation tasks are dill to follow. Meetings will multiply
should there be genuine investor interest.  Senior Government officids will become involved and project
specifications (and costing) will need to be regularly revised. In addition, active promotion to bankers, lega
teams, consultants and a range of FDI corporate executives will be required. Patience and persstence are
essentid aswell as the capability to cease promotion efforts should the target company loseinterest, inwhich
case attention should immediately be shifted to the next appropriate FDI. Continuity of persond contact is
adways essentid, and promoation agencies and the Government must bear this in mind in indituting active
targeting.

(iv)  Ethiopia's FDI Targeting Capability

Asof early 2000, Ethiopiadid not have the capacity to undertaketargeting of FDIs, principaly because
the EIA lacked the necessary resources to move into an active promotiona stance. At present, EIA has a
“scatter-gun” approach to the attraction of foreign investment, undertaking generd promotion of Ethiopiaasa
potentid investment location in the hope that someinvestment will be attracted into the country. Thisapproach
partly reflects the EIAs funding condraints; its inability to prioritize opportunities and transform these into
operationd projects, and the present lack of aclear corporate strategy. The EIA management understandsthe
need for investment targeting but acceptsthat it has little operationa experience or knowledgein thekey areas
and tasks outlined above. Given theintense globa competition in atracting inward investment, effective FDI
promotion based upon a carefully planned target portfolio is a strategic policy priority for EIA.
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It is dso worth noting that there is virtudly no FDI targeting undertaken by other government
departments or agenciesin Ethiopia. Moreover, the project profiles prepared by ingtitutions such asthe Addis
Ababa Chamber of Commerce are mostly smple technica specifications and/or listings of potential projects
that can be of no possible interest to foreign investors who will have far greater technica expertise in house.

(V) The FDI policy challengesto 2010

The investment promoation chalenges Ethiopiaislikely to be faced with in the immediate future can be
summarized asfollows

The policy framework and operationa requirements in Ethiopia facing internationd investors
gtill have aspectsthat are bureaucratic and unnecessary, including sectorsthat remain closed to
private investors; irrational minimum capital investment requirements, and a digpersa of
investment promotion efforts between the EIA and other Government agencies,

To date, thereis little direct involvement of exidting internationd investorsin the internationd
promotion process, thus missng an important opportunity to tap into a wide range of
international corporate contacts and aso to draw upon the management skills and experience
of such investors to support nationa promotion activities,

The present internationa investment promotion effort has (as of mid-2000) no clear promotion
Srategy; no operating business plan; or agreed project development priorities to guide
deployment of its scarce resources ether within EIA or more generdly a the nationd level.
These, in themselves, may not guarantee greater success in promotion, but they are
requirements for resource planning;

The present EIA organization is serioudy under-resourced in terms of the necessary sceand
content of itsinvestment promotion activities, itsstaffing, equipment and information resources,
and its access to and dtatus with other rdevant government departments and agencies.
Continuetion of the present level of activity will ensure only areactive gpproach to promation.

Some of theseinvestment promotion challengesare recognized by the senior managersand aff inEIA,
but effective response will require a coordinated effort involving al the key actors in investment promotion
process, including the Government at the highest level, the EIA, other public sector agencies, especidly those
identified above, regiona investment offices, locd private sector organizations, and foreign investors aready
operating in the country.

It should be noted that, improving the effectiveness, efficiency and economic development impact of
Ethiopias internationa investment promotion activities will take time, resources and policy commitment.
Preparation of an implementation plan to pursue such improvements will be amgjor advisory project in itself.

E. Investment policy and promotion strategy for Ethiopiato 2010

Congderation of futureinvestment policy and promoation prioritiesand activitiesfor Ethiopiashould be
seeninthe context of amedium-tolong-term strategy. Building an effective FDI promotion capability takestime
and requires resources to create momentum and critica mass. The most successful investment promotion
agenciesin the world are those, which have developed over aperiod of time and through more focused policy
measures and strategies, the capability to market the host country and to attract and accommodate FDI. How
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can Ethiopiaacquire such acapability? What are the medium- and longer-term measures that need to be taken
in order to make Ethiopia an attractive location for FDI?

0] Ethiopia'sinternational investment opportunities

This section will briefly examine the range of internationa investment opportunities open to Ethiopia.
There are four inter-related types of internationd investment, each of which requiresadistinct promotion and
management approach:

Investment in privetization;
Corporate greenfield investments,
Expangions of exising FDI;

Joint ventures

The EIA and other public sector agencies are active on projectsin al of these groupsof internationa
investment, athough without the benefit of either a srategy or a fully planned management response. A
comment on each of these groupswill be helpful as background to the policy conclusions and proposds at the
end of thisreport.

@ Investmentsin privatization

Asindicated above, dthough the privatization processin Ethiopiagppearsto be gathering momentum, it
auffersfrom lack of adequate resourcesfor financial and skilled personnd to drive the programme ahead, ina
strategic manner. The brief review of the privatization programme suggests that there are State corporations
and enterprises in awide range of economic sectors that could be actively targeted to foreign investors.

Experience dsawhere with privatization of State-owned enterprises and industries show that, in some
cases, such programmes are not successful. Thisisespecialy truewhere short-term policy objectivesof giving
priority to maximizing Government capital recel pts have obscured the longer-term need to evolve asustainable
business that maintains employment, exports and tax revenues. The key requirements for an effective
privatization investment programme are to:

Inditute in-company commercidizationgrategies and programmesin advance of privatization
to begin the process of corporate change that will inevitably be required by internationa
investors,

Promote the mogt attractive investment opportunitiesfirst and then work through the portfolio
of privatization candidates leaving the more difficult enterprises until agency experience has
been created;

|dentify and research gppropriate target investorsin advance of gpproaching them to build an
understanding of their current activities and priorities and to establish how investment in
Ethiopiawill support these corporate goals,

Develop gppropriate privetization dedls in advance, including possible ongoing support
packages, and outline of financid proformathat demongtrate the viability and financia returns
to theinvestor.
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The g&ff in the Privatization agency are well aware of some of these promotion requirements, but
currently do not havetheresourcesor practica experiencerequired to implement them successfully. However,
in an attempt to ded with this problem, the Government has initiated a review of the overdl privatization
programmein Ethiopia. Externa consultantsarein the process of evauating nearly 140 enterpriseswith aview
to recommending detailed privatization moddities. Internationd investment promotion through privetization
programmeisespecidly important asit incorporatesvisble, real assets often with established market positions.

Itisanintegrd part of internationd investment promotion and should be managed as such wherethe candidate
companies are unlikely to attract Ethiopian investors.

(b Corporate greenfield investments

Thearriva of anew internationa investor with the cgpital and commitment to create anew greenfield
business venture tends to be given priority by nationd inward investment promotion agencies and is often
regarded as the most desirable of FDI ventures. Within this group are a range of greenfield investment
Stuations, including first timeinvestmentsand invesmentsin new typesof economic activity by investorsareedy
edablished in the country, the latter being perhaps the most productive form of investment. In the mgority of
cases, potentia investors will dready have researched and confirmed the market, infrastructure and financia
aspectsand will in al probability serve an established customer base served by imports.

Thereis dill aneed for an active promotion approach to corporate greenfied investments. This will
have to be tailored to the requirements and potentia of each situation, and should focus on the provision of
infrastructure; developing loca supplier linkages, training staff and employees, and reducing the adminidrative
delays in processing customs duties, capita grants, import licences and operationd permits. Effective
promotion would have dl of these issues planned in advance and would aso make an effort to understand the
investor's business, the markets involved and the associated Strategic development issues. EIA has begun to
evolve acapability to ddiver thissupport, but the present organizationa and management framework may not
be fully appropriate to the requirements of such greenfidd investors.

(©) Expangion of exising FDI

The in-Stu expanson of exigting and corporate operations and facilities is recognized as the most
vauable and cog-efficient form of internationa investment promotion. This is the case for it confirms the
success of the initid capitd commitments and is a visble sgna of successto other potentid investors. It is
important to actively promoteand support existing investors, especidly in the present globaization environment
where plant directorswill haveto bid againgt directors of the company'sother plantsfor projects. Thisrequires
investment promotion staff to maintain regular contact with loca plant directors; provide support to loca plants
to promote their competitiveness; help such plants maintain and enhance thelr intra- corporate performance; and
build mutudly profitable linkages within the economy.

An important part of Ethiopids internationd investment strategy must be the development of aclient
development capabiility to support exigting foreign investors on acontinuing basis. This should not be seen as
aftercare, which implies a one-off capita investment and has a tone of “afterthought”, but as an on-going
partnership to strengthen, extend and improve the continuing stream of investments required by companies.

(d) Joint-venture investments
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Thiscategory of internationa investment can be acomplex one, especidly injoint-ventures between a
State agency and a private investor, having different strategic objectives, investment priorities, management
ethos and operaing experience. Increasingly such joint-ventures are limited to start-up Stuaions with a
subsequent sdle of the State's share to the private partner, but they may (in Ethiopias Stuation) aso havearole
intheprivatization process. Promoting joint-venturesisvery difficult, especidly for greenfield projects; requires
additiond skillsand experience; and will often belegdly and financialy complex. Joint-venturescan play arole
in internationa investment promotion, provided the skills are available and that enhanced financid support
(induding in-kind) is available.

Overall Assessment

Thereview team's main recommendations oninvestment policy and promotion are presented inthe last
Chapter of thisreport. In concluding this Chapter, however, two points need to be highlighted.
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(1) Investment policy and promotion trends and commitment

The exigting statutory policy framework for internationd investiment in Ethiopia and the promation of
opportunities through EIA requires only minor revison. Moreover, judging by recent adjusments to the
investment code and Government policy statements, it would gppear that additiond reformsto further open-up
the economy to FDI are underway. However, in order to ensure that these reforms|ead to effective promotion,
it is essentid to undertake periodic assessments of the inward investment achievements, through case- based
evauaions of the economicimpact of internationd investment. It isalso essentid to gppraise the efficiency of
FDI management processat al stages of investment from enquiring to post-location devel opment. The outcome
of such reviews will inform EIA and the Governmert on necessary adjusments in the investment policy
framework.

(i)  Theneed for medium- to long-term strategy and vision

Thereisan evident need to evolve an operaiond long-term strategy for inward investment to Ethiopia
for delivery by EIA and its partner agencies through arolling three-year action plan. It is suggested thet this
drategy will have a 10-year focus, with quantitative targets and quditative gods being set for overdl FDI
performance by 2010. Thismust be supported by aclear business plan for EIA that explainsthe nature, leve,
focus and schedule of its FDI activities over the next yearsin detall; definesits activities and resources for the
next 3yearsin outline; and for the next decade, in Strategic terms. The strategicissuesfor FDI promotion to be
addressed include the following:

International investment objectives, gods and performance targets,
Bdance between proactive and reactive promotion;

Sectord, regiond and enterprise priorities,

Priority sectors and regionsto be targeted;

Infrastructure needs and priorities for investors;

Incentive packages and regiond comparisons,

The role of other Ethiopian agencies and organizations in promation;
Resource and management requirements, including externd funding;
Means for managing and driving investor enquiries and interests.

Such an operationd strategy will enable public and private sector organizationsto better understand and
coordinate their roles in the internationa investment process, enable executives and managers to more
effectivdly manage promotion and thus improve effectiveness of resource use; and ensure condstency in
approach and purpose throughout al stages of the investment promotion process. The investment promotion
srategy and business plan should both be formulated and produced by the executive and management staff in
EIA with appropriate externd advisory support and with involvement of the main partner organizations in
Ethiopia including EPA, the Minigtry of Trade and Industry, the Addis Ababa Chamber of Commerce
(representing the private sector) and the Ministry of Foreign Affairs. Both the strategy and plan must be
operationaly focused; fully costed and resourced; task-driven to ensure ddlivery by specific management and
supported by performance nonitoring, covering quantitative and quditative measures.

Tablell.1
Number and Investment Capital (Million Birr) of Domestic and Foreign Investment Projects
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(New and Expansion) which have commenced operation by Y ear, 1992/1993- 1997/1998%
Current Prices

Operation start Domestic Foreign® Total FDI as percent of Total

Y ear # Capital # Capital # Capital # Capital
1992/1993 23 60,40 2 67,65 25 148,06 8.0 59.2
1993/1994 79 480,78 - - 73 480.78 - -
1994/1995 233 1,557.22 1 3.56 234 1560.77 0.4 0.2
1995/1996 310 772.49 2 99.33 312 881.82 0.6 10.4
1996/1997 237 1,233.91 4 1,194.35 241 2428.26 1.7 49.2
1997/1998 281 990.85,103.45 12 1,722.56 293 2713.21 4.1 63.5
Total 1992-1998 1,163 21 308745 1178 8212.90 1.8 37.6

Source: Ethiopian Investment Authority, Statistics on Investments in Ethiopia: No.1 (EIA Addis Ababa, September
1998); tables 2.12 & 2.14
Notes. (1) 6 months only (2) including Joint Ventures.

Tablell.2
Number and Investment Capital (Million Birr) of Domestic and Foreign Investment Projects
(New and Expansion) which have commenced operation by Region and Broad Sectors,
1992/1993-1997/1998%

Current Prices
I nvestment Domestic Foreign® Total FDI as percent of
Sector Total
#  Capita # Capital # Capital # Capital
Regions
Amhara 109 401 2 1,349 111 1,750 16 77.1
Oromia 329 1,164 3 30 332 1,194 0.9 25
Addis Ababa 193 1,063 15 1,674 208 2,757 7.2 60.7
Tigrey 256 1,870 - - 256 1,870 - -
SNNP 226 340 - - 226 340 - -
Others 50 247 1 44 51 291 2.0 15.1
Sector
Primary 514 1385 3 1,210 517 2,596 0.6 46.6
Secondary 497 1266 11 452 508 1738 2.2 26.0
Tertiary 152 2,434 7 1,435 159 3,889 4.4 37.1
Total 1992-1998 1,163 5,105 21 3,097 1,184 8,262 16 37.8

Source: Ethiopian Investment Authority, Statistics on Investments in Ethiopia: No.1 (EIA Addis Ababa, September
19...): tables 2.12,2.13,2.14 & 2.15
Notes. (1) 6 months only (2) including Joint Ventures.

Tablell.3:
Number and Investment Capitd (Million Birr) of Wholly Foreign-Owned and Joint-Venture Investment
Projects Approved (New and Expansion) by Country of Origin 1992/1993-1997/1998™, Current Prices
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Region of Whally-Owned Joint VVentures Totd Share
Origin

# Vdue # Vdue # Vdue # Vdue
Middle East 22 2481.74 27 2960.45 49 5442.19 32 66
Africa 23 898.08 3 40.73 26 938.81 17 11
European 19 494.42 23 708.85 42 1203.27 28 15
Union
Ada 8 128.54 5 42.53 13 171.07 9 2
North America 7 81.19 7 297.03 14 378.22 9 4
Caribbean 2 70.40 - - 2 70.40 1 1
Other Europe 4 36.24 2 53.44 6 89.63 4 1
Total 85 4,190.61 67 | 4,103.03 | 152 | 8,293.64| 100 100

Source: Ethiopian Invesment Authority, Statisticson Investmentsin Ethiopia: No 1 (EIA, Addis Ababa,
September 1998); tables 2.5 ard 2.6. Note (1) 1997/98 isfirst sx months only.
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Chapter 111

Agricultural Sector

Introduction

This chapter focuses on two aspects of the Ethiopian agriculture sector: the potentia for technologica
change with emphasis on the management of research and extension services and the policy changes or
adjustmentsrequired; and the potentid for investment inthe sector. Agricultureisthemainstay of the Ethiopian
economy. Currently it contributes over 55 per cent of GDP, accounts for 80 per cent of aggregate
merchandise exports and employs an estimated 80 per cent of the labour force. The Government has made
agriculture its primary priority, as demonstrated by the increasing share of capita expenditure it has devoted.
However, the sector is<till confronted with immense problems, athough its performance hasimproved greatly
in recent years due largdly to improvementsin domestic input supply capacity and growing participation of the
private sector in the production and marketing of agricultural goods. The Government aso wishesto srengthen
linkages between agriculture and the manufacturing sector and to that end, has introduced incentive measures
that encourage such linkages. Thischapter will examine how effectivethoselinkages are and theways inwhich
technologica and innovation systems in Ethiopia could be strengthened to support the development of agri-
business.

A. Agricultural Development in Ethiopia

Ethiopids agricultura development has reflected its more generd economic and political history snce
the Second World War. During the 1960s, foreign trade and exchange regimes were relatively open and
export-led (mainly agriculturad) development involved the expansion of surplusland under cultivation. Therewas
little need to improve productivity and export-led growth was based on exports of coffee, hides and skins,
sugar and cotton. There wasllittle divergfication of any kind. After 1960, import subgtitution industridization
(19) was gradudly super-imposed on the prevailing pattern and this combined with theradical re-sructuring of
the economic system associated with the military regime, adversdly affected development. Import substitution
policies placed strains on the baance of payments, loca indugtridization stagnated, that by the late 1980s“the
manufacturing sector (had become) unable even to meet the limited domestic demand”.® It was aso
increasingly unable to absorb surplus labour from the rurd areas as population grew from 18 to 51 million
between 1960 and 1990. All this placed growing strain on an agricultura sector that had become even less
competitive as time went by. Private capitd formation in agriculture had begun to fal in the 1970s and
deteriorated even further in the 1980s. By the early 1990s average agricultura incomes had adso fdlen
subgtantially and poverty had increased.

The stuation with exports has fared no better. Exports (the vast mgority of which are agriculturd)
reached their peak in 1973-1974. By 1996 their absol ute purchasing power had fall en by nearly one-haf with
little improvement in recent years. Indeed the 1997 World Development Report indicated that exports per
person in Ethiopiafor 1995 were the lowest of 12 comparable devel oping countries by aconsiderable margin.
Moreover, export composition isaso aproblem. In 1997 coffee till accounted for nearly two-thirdsof total

® SeeMinistry of Agriculture (1994), p 3.
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exports; on other natural resource based products, such as hides and skinsare low; and manufactured exports
are negligible. Though recent datais not available, informal discussionsindicate that exports have not reeched
the target estimate for 1998/1999 by a consderable margin. In short, despite the concerted efforts by the
current Government to boost agricultura production and attract privateinvestorsinto agriculture, the sector has
remained fragmented, inefficient and in great need of technologica improvement.

It is this combination of inefficiency in both industry and agriculture that has produced the present
Government’ sstrategy of agricultura-development-led indudtridization (ADLI). According to the Minigtry of
Agriculture, this srategy “visudizes export-led growth which feeds into an interdependent agricultural and
indugtria development. Exports, beit agriculturd or minerd, initiate growth thereby creating the spacefor ADLI
which becomes sdif-generating. Hence the Strategy hastwo layers, an outer crust of export-led growth and an
inner core of ADLI”.1° The export (outer crust) contribution will comethrough the supply of commoditiesfor
drect export and through indugtrid va ue added, with the emphagisincreasingly on thelaiter. Theinner crust will
comein twoways. Firg, by establishing a ddliberate reliance of industry on domestic agriculture as inputs to
agri-busness of various types. Second, it is intended to improve smalholder productivity thus reducing
employment pressures and acting as an increased source of demand for local industria goods.

Itisclear therefore, that improved technology is seen asanecessary adjunct of thewider Strategy. To
begin with, emphass was placed on labour-augmenting technica change, thet is through better cultivation
practices dlowing for greater use of family [abour. 1t was then anticipated that as improvements took place,
attention would be placed on better seed gpplication, fertilizer use and minor mechanization, al brought about
by an improved extenson system. At the same time ancillary inputs of credit (rural banks), rurd infrastructure
(feeder roads) and water supply would ensure that change would not be stifled by wider systemic shortages.

This broad strategy has received wide support in the country and has been endorsed by donor
agencies, including the World Bank, which has placed emphasis on the urgent need for manufactured exports
suggesting thet much of thiswill involve agri-business. In terms of export strategy, theam isto focus on afew
selected agriculturd commodities- coffee, cotton, fruits and vegetables, livestock and livestock products. Itis
aso suggested that the export strategy should explicitly target sectors such as leather and garmentsitextiles,
which are likdly to redlize profitsimmediately. However, at the sametime it isimportant to ensure the rgpid
trandtion to low tariff sructuresis not too difficult for the“fledgling” sectorsto copewith. It shal be seen that
in the case of two such sectors (hides/'skins & garments/textiles) there is dill a case for protection, abeit
trangtiond. After dl asaleast developed country, Ethiopia till has five years before adopting WTO ruleson
internationd trade. Asthisisthe case, it may be wisefor it to take advantage of this 5-year period.

Thereview team made an assessment of how effectively the science, technology and innovation system
in the country can be brought to bear on the broad strategy of the Government. A seriesof interviewswereheld
with staff in various Government departments, donor bodies, industrid organizations and education/research
centresto try and get amore accurate picture of the current sSituation. Theseincluded aregiona research centre
(Adet), anationa research centre (Holetta), the Ethiopian Science and Technology Commission (ESTC), the
Ethiopian Agricultural Research Organization (EARO), the Extension Servicein theMinigtry of Agriculture, the
Public Enterprises Supervisng Authority, the Nationd Fertilizer Industry Agency (NFIA), the Ministry of
Economic Devel opment and Cooperation (MEDAC), the Nationa Seed Industry Agency (NSIA), the Akaki

1% Seelbid., p5.
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Spare Parts & Hand Tools Factory, the Investment Office of the Amhara National Regiona State and the
World Bank. Theresults of thisanalysis are presented below.

B. The Organization and Management of Technological Change in Ethiopian Agriculture:
Review and Assessment of Recent Reforms

) Strategic and organizational changes

The Ethiopian National Agriculturd Research System (NARS) is now undergoing a radica re-
sructuring under aWorld Bank programme called the Agricultural Research and Training Project (ARTP). The
main organization now in charge of agriculturd research isEARO. The old Indtitute of Agriculturd Research
(IAR) that funded research proposds on a traditiona hierarchicad mode no longer exists. EARO was
established as part of a move to rationdize science and technology governance that had becomeincreasngly
dispersed and unproductive. 1t wastheresult of aseriesof deliberations of atask force set up by the National
Science and Technology Council in 1994. Itsmgor roleisto act asanational coordinator of an autonomous,
decentraized research system, is based upon a geographica (agro-ecologica) rationade. R&D centres have
programmes that dedl with loca problems and are correspondingly funded by regional Governments.t

Thefunding basis appearsto be a traditiond scientific one dthough emphasisisgivento theintellectud
coherence of proposas. The argument given by the ESTC isthat the system had become so bureaucratic under
the old regime that very little of scientific value wasbeing done. Initidly, itishoped to raisethe generd qudity
of the Research and development (R& D) and eventudly a greater degree of decentraized funding will be
permitted. At a higher level there are various sectord councils that advise senior ministers on science and
technology policy. These councils are reflected in ESTC departments that act as secretariat for policy
implementation.

In rather more detail, the proposed key objectives of the ARTP are asfollows.

Making the newly created gpex nationa organization for research (EARO) fully functiond with
appropriate working procedures and systems;

Building participatory approaches in adecentralized agricultural research system;
Egtablishing a management information system and networking of information systems,
Fostering effective linkages between research, extensgon and farmers on the one hand, and
research centres, domestically and internationdly on the other;

Rehabilitating and strengthening the exigting research infrastructure and extending it to hitherto
uncovered and harsh agro-ecologica areas characterized by extreme poverty;

Building human resource capecity for agriculturd research through technical assstance and
traning;

Strengthening the Alemaya University of Agriculture (AUA).

Funding of $90 million for ARTPis provided by the Internationa Fund for Agricultura Development
(IFAD), theWorld Bank (e.g. throughthe I DA), and the Government of Ethiopia. Primary expenditureswill go

1 Aswe shall see below superimposed on this framework is an orthogonal schemefocused on commodity-based research.
The main issue then becomes one of how coherent the overall strategy will be.
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toward the creation of 6 new regiona research centres for agro-ecologica zones that are poorly served at
present, upgrading of existing centres, human resource development (largely through assistance to the AUA)
and assstance in technology transfer (extension). The process will take five years to complete.

EARO itsdf iscurrently inthemiddle of adetailed strategic planning exercisethat isasinteresting for its
“process’ nature asit isfor thefina document that should emerge. The new Strategy isone based on 18 agro-
ecologica zonesand 7 main focal aress. These are

() Crops;
(D) Animd science;
(i) Forestry;

(iv)  Soil and water;

(V) Dry-land agriculture;

(vi)  Socio-economics;

(vii)  Regiond extenson farmer linkages.

Thegtrategy has gone through severa stages. Al field directorswere asked to prepare aninitia 3to 4
page draft summarizing ther views about thefuture directions of agriculturd R& D in Ethiopia. Whenthereview
team visited Ethiopia, the planning process was about to move onto the next stage, which was to conduct a
series of empirica sudiesfor each region to enable amore quantitative basisfor thefinal EARO drategy. The
outcome is expected to be a tenyear srategic plan that will guide agricultura research policy. Perhaps more
important, however, isthat the processitself is certainly an ambitious attempt to achieve genuine acceptance of
the proposed new research direction amongst NARS stakeholders since it is doubtful if operational budget
decisons will be guided by such a generic text.

(if)  Agricultural research and extension in the smallholder sector

[tisprobably inthe smallholder sector that most devel opment work still needsto bedone. Inthewords
of arecent Government communication with the Internationa Fund for Agricultural Development (IFAD).

"Despite the importance of agricuture to the economy, the country is faced with low levels of
agriculturd productivity and degradation of the natura resource base which are mainly attributed to the
inefficient technology that has been practised by the peasant sector which accountsforover 90 per cent
of agriculturd production. ...Smdlholder agriculture istherefore, and will remain, the most important
sector for the diffuson of improved technology; it needs to be backed up by a strong agricultura
research system. 2

Indeed, in Ethiopia, the importance of science and technology as a means of raising agricultura
productivity wasredized asearly asthe 1940swhen thefirst agricultura schoolswere established & Ambo and
Jmma. These were followed by the founding of the College of Agriculture and Mechanicd Arts a Alemaya
(now the Alemaya Univergity of Agriculture) in the mid- 1950s and the I ndtitute of Agriculturd Research (IAR)
in 1966. The IAR became the focd inditution for managing agriculture related research in Ethiopia that has

12 See World Bank (1998) p 2.
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devel oped extensively since helped by substantia donor support. But as the World Bank (1998) argues, the
nationa agricultura research system development has not been that successful.

Some progress was made in terms of building-up research credibility through the development of
research centres, training manpower and generating improved technologies for crops, livestock and natura
resource management. Progress has been affected by many congtraints, including alack of clear agricultura
research policy, poor inditutiond relationships, inadequate coverage of some agro-ecologies, such as the
moisture stress areas, and poor emphasis on livestock and natural resources research.®

(i)  Revised strategy

Centra to the changes currently underway isthe reorganization of research and extension governance.
It is on this point that the Review Team concentrated its attention. Under the old IAR system funds were
provided on the basis of a conventiona peer review procedure that did not consder farmer needs with little
regard to any measurable outputs, even of ascientific character. There werefive federd R&D centresand a
number of regiond ones. The new system is based upon the twin notions of agro-ecologica zones and
commodity focus with EARO seeing its role as a facilitator rather than a mgor research funder. Agro-
ecologica researchiscarried out in theregiond centresand funded by regiona fiscal resources. Commodities
(of which there are some 18 “priorities’) are each assigned “coordinatio n centres’ that act as R& D leaders
assisted by anumber of satellite cooperation centres’ that specidizein the R& D relevant to agro-ecology. The
former and the latter can in principle be any R&D ingtitutes in Ethiopia whose work is most appropriate
dthough the ultimate alocation decison rests with EARO.

However, there is a belief on the part of some interviewees tha, in practice, the lion's share of
commodity researchislikely to continueto go to the centra region of Oromia* The main reason isthet four of
the five old federd centres (funded directly by EARO) are sited in that region. In fact the Review Team was
informed that a present the federd centreswe responsible for practicdly al coordination. Moreover it isnot
clear how genuindy “agro-ecologicd” the commodity R&D is? To the extent that is S0, there could Hill be, in
addition to theregiona biases outlined above, astrong biastoward science and away from farmer needs. This
is a fundamenta point since it is a maor current issue in discussons on international agricultura reseerch,®®
particularly with referenceto thelargeinternationd agricultura research centres (the so-cdled IARCs) managed
under the auspices of the Consultative Group for Agricultura Research (CGIAR).

Increasingly, it is argued that usng individua commodities asthe primary R&D focusis an inefficient
generic procedure for most developing countries. Not only does it tend to underplay the complex nature of
typical subsstencefarming but it isasoinherently expensive, science driven and unduly centrdized. At theleve
of the NARS, research centres have often tended to becomeisolated from economic production, with research
stientigts seeing their role and function in professiond rather than productionterms. Research projectsareoften
pursued as much for scientific interest (with the goa of publishing results) asfor relevance to the needs of poor
famers. There are difficulties in establishing organizational gructures that can focus on the broad
(interdisciplinary) problemsfaced by farmers.

B Ibid. p2.

¥ Infact in oneregional centre visited the Review Team found that less than 20 per cent of its funding came from central
“commodity focused” research resources.

1> See, for example, Presley 1998.
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This then becomes reflected in funding patterns, since resources get dlocated according to scientific
criteriaby funding bodies advised by professond scientistsswhose criteriaof excellence are " scientific” rather
than developmentd. Findly, publicly financed extenson systems have difficulty coping with the demands made
on them for avariety of reasons. These range from shortages of adequately trained human resources to the
sheer operationd difficultiesof organizing and managing the complexities of new technologica packagesinsuch
away that they can reach areceptive audience of a reasonable proportion of the relevant farm population.

The key question is, therefore, how genuinely agro-ecologica the new sysem in Ethiopiaislikdy to
become in view of the continued support for commodity-based research. The indications are that the
Government of Ethiopiais genuinein its desire to change the gpproach to agricultura research. For example,
EARO is on record as stating that technology generation will henceforth be at least asimportant as scientific
merit and agood dedl of regiond centre funding will not of course comefrom EARO itself. Moreover, EARO
now has a mandate to provide support to commercia farmers, exporters and other forms of agri-business.

Another reservation about the current broad " science-led” gpproach isthat little consderation seemsto
have been made of imagindtive private sector involvement.

The private sector may act asanew and better avenuefor providing technology (and related) needs of
farmers. The relaive failure of public sector technology sources aso indicate the need for associated policy
reforms that see technology transfer in a much more holigtic light than is conventiondly understood. Two
examplesof effective private sector involvement in developing countries are presented inbox 1. The point here
is not to imply these experiences are immediately gpplicable to Ethiopian conditions but to highlight that
Ethiopian science and technology policy should place much grester emphasisoninitiativeslikethisif long-term
economic successisto be achieved, especialy inagriculture. It will aso be necessary for policy makersto give
much more atention to ingdtitutional reform than has been the case in the past.

(iv)  Agricultural extension

In addition to research, there gppears to have been significant improvements to extension procedures
over the past few years. According to asenior officid in the Minigtry of Agriculture, there was practicdly no
extension to speek of in the period 1974-1983. In 1983, the Government introduced afood salf-sufficency
programme based on the training and vist (T& V) type of extenson system, which this dso met with limited
auccess. Accordingly, upon the advent of the new regimein 1991, the Government ingtituted a new system
based on farmer participation. Thiswas prompted by the “ Sasakawa Globa 2000 initiative dthough initidly
there was little response on the part of the farmers. A participatory demongtration and training extenson
scheme (PADETES) has been established to hep with familiarization of the scheme. Sincethen, the number of
farmersreached hasincreased rapidly. 1n 1994, therewereonly 1,600 farmersreached. In 1995, the number
increased to 32,047. But by 1996, the scheme had reached around 350,000 farmersand dry land zoneswere
included. A year later, arange of new packages had been developed and some 632,852 farmers had been
reached. It was estimated that the figure had reached 2,986,271 by 1998.

Essentidly, the new system is oriented mainly toward ng farmer needs and hence advising on
R& D priorities, with astrong participatory and human resource development dimension. For example, in ore
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regiond research centre visited, there was adedicated research and extenson (R& E) section mainly concerned
with fulfilling the ALID drategy of setting up on-farm demondrations. In addition, the primary role of the
agricultural economics section isto render advice on R& E priorities on the basis of assessing farmer needs 16 A
sdected farmer only supplies labour for cultivation of the demongration plot and is dlowed to keep the
proceeds, which often amount to yields 50 per cent greater than norma. According to the general manager of
the research centre, the results have been successful with significant rates of adoption of the recommended
technologies.

V) Human resource development plan (HRDP)

Thereis no doubt that presently the country suffers from a shortage of the technical skills needed for
agriculturd development.  With regard to agricultura research, the ARTP and the donors (after some
negotiation) have agreed to a HRDP that is designed to radically upgrade the numbers and qudifications of
scientific and technica gaff working in agriculture-related research and development. Thiswill beaccomplished
mainly through improving education facilities at the AUA (Alemaya). Under the scheme, 10 AUA gtaff will be
given opportunity to acquire Ph.D. degrees through oversees training, MSc degree programmes will be
shortened to two years (from the existing 3-5 years) by diminating the research components of the existing
progranmes.  There will dso be increased hiring of foreign expariate aff. In addition, research staff
throughout the NARS will be offered aseries of incentivesincluding a50 per cent raisein sdary (compared to
their counterparts in the civil service), improved sabbatical facilities, better living conditions and better
laboratory fadilities.

While these developments are perhaps understandable, the Review Team remains sceptica about
whether thisis redly the right way to improve cgpacity-building for technologica development in Ethiopian
agriculture. The main worry is that the programme still smacks at centraized science-driven orientation. For
example, the World Bank plansto focus M Sc degree programmetraining solely on coursework would appear
to run counter to the diagnostic skills needed to understand the complexities of agro-ecologica production
requirements.t’”  Moreover, thereisareal danger that once again the regions may lose-out intermsof training
opportunities because of a built-in biastoward the centre. In one of the regiona center, visited by the Review
Team, for example, out of 30 or so professond staff none had aPh.D. and only 7 had M Sc degrees. Often,
the problem is redly one of communication and information flows. By the time the regiond centre is made
aware of available training opportunity-d ots, most would have been filled up by thoselivingin, or having dose
contact with, groupsbased in Addis Ababa. Findly, little mention is made of modern methods of decentralized
training based on distance- learning techniques. These are often specialy designed to promotein situ research
based learning, monitored and assisted by generic courses provided by centra inditutions. They are dso a
useful method of encouraging decentraized technological development. The fact that recent advances in

'® This contrasts with arguably the more commonly observed practice whereby agricultural economists spend the bulk of
their time researching for publishable material.

" Thisisnow recognized as afundamental issue of research policy although one that many international agencies have
difficulty coming to terms with since they have been conditioned to think in terms of disciplinary agricultural science. The
point isthat so great are the complexitiesinvolved, that analysts need to have detailed field experience built directly into their
diagnoses of agro-economic systems. It has been discovered that the World Bank plan to elide the research component has
been rejected by the Government, a move the Review Team supports. However, there are also indications that key
components such as agricultural economics and engineering may be at risk under the new system. This would not be
supported by the Review Team. For agood introduction to thisliterature see, for example, Clark and Clay(1986), Hall and Clark
(1995) and Hall and Nahdy (1999).
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educationd technology of this type have not been addressed, even in principle, by the ARTP is one of the
Review Team's concerns.

(vi)  Seed multiplication and fertilizer facilities

In order to have a better understanding of the pattern of production and distribution essentid agriculturd
inputs, the Review Team paid visitsto the Nationd Seed Industry Agency (NSIA) and the Nationd Fertilizer
Industry Agency (NFIA). Both are relatively recent establishments. The NSIA has been operationa since
1995 and was established to propagate improved germplasm in Ethiopia. At present, however, itsams are
mainly regulatory and is currently building laboratories for quality control of locally produced improved seed.
About $40 million [$22 million IDA, $6.6 million IFAD, $11.4 million nationad Government] isbeinginvestedto
finance the current upgrading activity and the World Bank hopes to seed 10 new companies by 2001. At
present the Ethiopia Seed Enterprise (ESE), aparastatal, dominates production with around 20 per cent of the
market while Pioneer, a smdl private firm, produces around 2 per cent (only maize). The remainder of the
demand for seed is met through farmer (unimproved) seed production.

At present ESE operates by sub-contracting to local farmersto produceseeds. It then usestheregiond
bureaus to pass knowledge and seedsto farmers. Thereis clearly apossibility for greater local production but
evidence from the fidld suggests that at present very little red cgpacity exigts. In addition, there are marketing
and transport problems. Findly the rdatively low share of ESE is not so much aquality problem, asalack of
responsvenessto market demand. A find practica problemisthevirtua absence of seed multiplication centres,
an areawhere private enterprise could certainly play arole. NSIA, however, hasbeen very helpful inthe supply
of equipment such as cold storage facilities to the regions.

Smilar conditionsexist for fertilizers. The NFIA seesits current role very much in terms of regulation
and administration of scarceforeign exchangefor imports. Presently, indigenous production capacity does not
exig dthough with hoped for FDI assistance there is no reason why indigenous production could not result.

(vii)  Research and development management

The Review Team aso investigated two broad aspects of science and technology governance with
direct implications for agriculture. They first investigated how research and development activities in the
agricultura sector will be managed over the ensuing period.  Secondly, they investigated how effective the
prevailing mechanisms to integrate technologicd factors into investment promotion are.

Asfar asthe generic R&D system is concerned the position of EARO is pivotal. Since EARO has
taken over from the now defunct IAR (March 1998), the arrangements are till evolving athough clear trends
areemerging. As has been seen, the old discipline-based funding policy [increasingly non productive in every
way] is being replaced with a new policy designed to create greater linkages with farmers and other
stakeholdersinthe NARS. However, aswith other sectord arrangements[e.g. hedth, industry etc.] research
management is mirrored by a corresponding specidization within the ESTC itsdf, where the latter plays a
coordinating role. In the case of EARO dightly more control than norma appearsto be exercised in the sense
that the ESTC commissioner is himsdlf the chair of the EARO Board dthough EARO was established by
proclamation in 1998, stating EARO reports to the Prime Ministers Office,

57



Investment and Innovation Policy Review of Ethiopia

TheReview Team' simpression from interview with the ESTC wasthat it dill thinksof EARO ashaving
primarily a science-driven mandate, the novelty being that before re- organization there was very little good
science being produced by the NARS. Thus, athough the system isto be de-centrdized/regiondized, funding
decisons will till be taken by EARO on the basis of good research proposas. The great danger here, of
course, isthat greeter linkage moves may be a paper exercise without any changesfrom conventional NARS
behaviour in redity. The reason for this are two-fold. First, EARO is under the direct control of the ESTC
which takes an gpparently traditiona science driven view of R&D management.  Secondly, however, the
relatively strong focus on commodity research combined with the continued strong support being given to
federd inditutes and universities, will hep create ascience and technology system that is<till conditioned in the
old mode.

EARO, ontheother hand, maintainsthat in practiceit will have complete autonomy to manageitsown
operations, subject to overdl guiddinesemanating fromthe ESTC. However, giventhe prevailing “top down”
monitoring and control procedures traditiona to Ethiopia, thereis scepticism on the part of the Review Team
about how far in practice thingswill change. A second factor that may complicate the Stuation isthat EARO
funding will comefrom MEDAC, the body respons ble for managing much of the economic reform programme
in Ethiopia, including more importantly, the gpprova for and monitoring of foreign ad. Presently, EARO
maintainsthat athoughitsannua funding will comefrom MEDAC aspart of norma operations, oncethebroad
parameters have been approved, EARO will have consderable powers to vary budgets to reflect evolving
stuationson the ground. Hence EARO will provide abudget for higher approva and after modificationsthis
will be mainly aparametric budget. Moreover, snce EARO iscommitted to the changes, it will ensurethat they
will indeed take place as planned. Past experience of Smilar Stuations again suggests, however, that thismay be
an optimistic expectation.

However, despite EAROs autonomous aspirations, in practice, the net resut may well beascienceand
technology agriculturd infrastructure, which continuesto operatein waysthat suit the ambitions of its scientists
rather than the needs of smdl farmers. EARO, itsdf a coordinating body, is to be managed by other
coordinating bodies namely, ESTC, from a science and technology standpoint and MEDAC, from afinancid
and foreign aid sandpoint. Henceit may well not be autonomous enough to fulfil its declared mandate in the
face of powerful inertid forces. Asacounterweight, thereisof coursethe centrifuga thrust of regiona control
plus the gpparent success of the new extension regime. However, thisis an issue that needs to be carefully
monitored over the next few years. Indeed, it may well be wise to build additioral safeguards at this stage
rather than risk the red possibility of a sengble strategy being compromised by inditutiond inertia

More generdly, the Review Team is concerned about the possibility of confusion arising from having
different organs of governance involved in sectord activity. It believes, as far as possble, the sectora
management body (e.g. EARO) should play the mgor rolewith other bodies (e.g. ESTC and MEDAC) playing
amore grategic and advisory role, Indeed ESTC should consider emulating science councilsin other parts of
theworld by moving toward amuch more gtrategic level ingtitutionally. It would therefore ceaseto get involved
with sectord congderations directly and instead dedl with mgjor cross- cutting themes bearing on science and
technology development in Ethiopia

C. Case Studiesin Agricultural Development
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Another important thrust of current policy isto diversfy agriculture into higher value commodities (a
position echoed by the World Bank 1997) in areas of great potentid, especidly intea, coffee, cotton, sugar and
horticulture. The Review Team carried out three case studiesin order to give grester empirica content to these
generd points. Firdly it reviewed some recent developments in the textile sector throughan investigation of a
textile factory a Bahir Dar (see, Box 2), a town Stuated at the Southern end of Lake Tana some 450
kilometres north west of Addis Ababa. Bahir Dar was chosen as a place to visit for severd reasons. It isthe
capitd city of the Amhara State, one of the more advanced regiond statesin Ethiopia. In addition theregion has
gpparently been designated as an important agro- business centre for future development . The textile plant at
Bahir Dar is an old Government- owned and managed factory that was started in 1961 and is currently in the
course of being privatized in collaboration with an overseas firm. Secondly, while the Review Team wasin
Bahir Dar it took the opportunity to review the activities of theloca technica college. Thirdly avist wasmade
to the country'sfirgt “cut flower” business situated in Zewai, Oromo region. The cut-flower business has been
operational over the past few years and was started by aloca entreprenevr.

Each case study helpstoillugtrate potentid, strengths, weaknesses, aswell asopportunitiesthat existin
Ethiopiafor agri- busnessled indudtridization, growth through export diversification, technologica devel opment
and for attracting FDI into the agro- business sector, epecidly textile and horticulture.

(i) Textile

As part of its Integrated Programme for Ethiopia, UNIDO has proposed to assess the strengths and
weeknesses of the textile sub-sector and the policy and incentive measures necessary to restructure and
rehabilitate enterprises in the sector.18 It is envisaged that the review will identify ways in which the
productivity of exising textile enterprises can be improved to make them competitive at nationd and
internationa markets.

The production of textile goods is the largest forma sector manufacturing activity in Ethiopia The
textile sub- sector accountsfor about 36 per cent of total manufacturein the country. Foreign capita played an
important role in the establishment of mogt of the exiding large-scde textile enterprises, which were
subsequently nationdized following the socidigt revolution in 1975. The main products manufactured in the
Ethiopian textile and fiber industry are cotton fabrics, nylon fabrics, acrylic yarn, cotton yarn, woolen and waste
cotton blankets, and sewing threads. The mgor inputs of the textile industry are cotton, nylon yarn, wooal,
acrylicyarn, jute fiber and chemica dyestuff. With the exception of some cotton and jute grown and supplied
locdly, a large portion of the mgor inputs required by the textile sector are imported. However, with
liberalization and the growth of the private sector, an increasing proportion of the chemicals used by the sector
is being produced and supplied by loca enterprises.

Thepotentid for growth and expansion of the sector isenormous. For instance, currently the capacity
for cotton production is, by far, in excess of spinning capacity. This excess production capacity coupled with
the avalability of chegp labour in the country makes the textile sector of critical importance for export
diversfication, employment generation, attracting FDI and the growth of the manufacturing sector. But, before

18 Hence, less attention is paid to textile in this review to avoid duplication. In addition, during the field mission to Ethiopia
the Review Team was requested to focus on the leather sub-sector as an example of agro-industries, which isincluded in
chapter iv.
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this potentid isredized, efforts are required in easing the congtraints faced by maor enterprises in the sector.

Theefforts, to date, to privatize State owned textile enterprises have not been successful. Concerted and more
targeted promotion efforts — for example, through fiscd incentives - arerequired to generate interest among

domestic and foreign investors. Another potentia incentivefor the private sector investment isthe preferentia

market access commitments made by bilateral and multilaterd trading partners. The recent Everything But

Arms (EBA) initigtive of the European Union and the Africa Growth and Opportunity Act (AGOA) are
important initiatives worth highlighting in this context. The immediate impact of these market access

commitments is to remove trade and non-trade barriersfacing exportsfrom poorer countries such as Ethiopia
and improve the export revenue earning capacities of these countries. One of the objectives of the proposed
UNIDO assessment of the textile sector in Ethiopia should be to explore how the productive capacity of the
sector can be enhanced to take advantage of the market opportunities offered by the EBA and AGOA

initiatives

Theexiging textile enterprisesin Ethiopiaface numerous condraintsinc uding outdated technologiesand
production capabilities, competition from imports, lack of experience in operating in competitive markets and
skill shortages. The Bahir Dar Textile Factory, one of the largest and oldest textile plants in the country,
symboalizes both the potentia s and weaknesses of thetextile sector in Ethiopia. Information gathered during the
fidd misson to the Bahir Dar textile factory (for details see Box 2) indicates the following:

Lack of enterprise-level technologica learning. The fact that, after nearly 40 years of
operations, the enterprise till relies on imports for 90 per cent of itsinputs such aschemicas
and spare parts, clearly indicatesalack of technologica learning. If thisexperienceisrepested
in the other Ethiopian large- scde textile enterprises, which dl indications suggest it is, then the
sector as awhole must be suffering from technological stagnation;

Wesk linkages. Thereareanumber of private and public sector metal working enterprisesand
workshopsthat are capable of manufacturing many of the spare parts needed by the Bahir Dar
plant. However, only on fewoccas onsweretheseloca enterprisesused assuppliers(seebox
2). The generd tendency has remained to rely on imported inputs, thereby reducing the
potentid for stimulating technologica learning inlocal enterprises through backward linkages;
Low leve of re-investment. Theenterprise hasinvested very littlein technological upgrading as
demondtrated by the age of the machinery and equipment used. In fact, as noted in box 2,
some of the machinery, in particular for dyeing and finishing, dates back to 1961, the year the
plant was established;

Low qudity of products. Although the enterprise produces grey fabricsfor export in regiond
markets, the bulk of its product (75 per cent) isgeared toward the domestic market and isnot
export quality. Inthis respect, the enterprise seems to have remained locked into types of
products and quality it wasinitidly established to produce. Thisis another indicator of low-
level of enterprise-learning;

The difficulty of building competitive enterprises. The case of the Bahir Dar textile plant
eucidates the chdlenge that Ethiopiafacesin attempting to diversify exports, attract FDI and
attain growth relying on enterprises that were set up under conditions of import substitution
which have remained technolo gically stagnant. The current attempt to establish a partnership
with a foreign enterpriss, MCM of Itdy (see box 2) is to be encouraged since such
collaboration may help to improve quality and management style and upgrade the technology
goplied. But, ultimately, thetechnologica development and competitiveness of such enterprises
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aredetermined by the linkages generated with other enterprisesin theregion, in particular, with
component suppliersand with the Bahir Dar Technica College, theregiond investment bureau
a Bahir Dar and suppliers and consumers of raw materiasin the region.

(i) Learning institutions

Learning inditutions are among the key actorsin theeffort to build nationd technologicd and innovetive
cgpability. In this connection, the case of the Bahir Dar Polytechnicisof interest Snceit elucidatestherolethat
such an indtitute can play in strengthening the innovation system in one of the more advanced regions of
Ethiopia A brief summary of theindtitutiona structure ard pattern of development of polytechnicsis presented
inbox 3. The key points arisng can be summarized as follows:

At present, the Government of Ethiopiais engaged in athorough revison of higher education
inditutions, including the upgrading of technica colleges to the university level and their
expansion to the regions. Moreover, asthe case of the Bahir Dar Technica College shows,
there is concerted effort to develop tertiary leve training programmes that meet the technica
skills requirements of loca/regiond industries. The establishment of a department on textiles
and the focus of the technicad college on engineering-related training programmes are
compatible with theintention of the Government to turn the city and surrounding regionsinto a
centre for agro-business-related activities. However, stronger links must be established
between the technicd college (to be upgraded to university level soon), and loca/regiona
enterprises, especialy those engaged in agro-business activities suchasthetextile plant at Bahir
Dar;

The culture of research, especidly in areas in which the region has comparative advantages,
and the student placement system should be strengthened and supported by both the regiond
and federal amsof Governments. Asshown inbox 3, thesetrendsare emerging but requirea
systemic gpproach linked to policiesfor the devel opment of the nationa and regiond innovation
sysems,

The Government has not implemented plans to introduce business education in Bahir Dar
because it argues, facilities for busness-related education are dready available in other
regions. While regiond specidization may have some merit in planning an education system,
the Review Team believes that the absence of business education at the Bahir Dar Technical
College is not productive. This absence goes againgt established evidence showing the
integration of technicad with busness-related education such as management, accounting,
marketing and finance isan essentid requirement for the devel opment of indudtria management
skills and capability. It increases the chance of promoting an entrepreneuria culture and is,
therefore, morein kegping with the needs of a hedlthy nationa and regiona innovation system.
InBahir Dar, thelogica homefor businessmanagement and related complementary subjectsis
in the department of indudtrid engineering, which at present focuses dmost exclusvely on
standard engineering subjects like production scheduling and stock contral.

(iii) Horticulture

The third case study - Meskel Flower Incorporated - is a successful cut flower exporting
enterprise and demondrates that a focus on horticulture business is indeed a redigtic option for the
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country both in terms of attracting FDI and increasing domestic private sector involvement in this
sector. The pattern of development of the enterprise is described in box 4. The lessons for export
potentia, increased FDI and the strengthening of the nationd innovation system arising from this case
study can be summarized asfollows:

The key factors behind the establishment, surviva and success of the enterprise seemsto be
the avallability of rdlevant resources, epecidly land which was gpparently obtained with little
difficulty and without Size redtrictions, easy access to credit and some shrewd management
innovations by the owner. These factors are encouraging since they signd that entry into
horticulture busnessisaredistic and arelatively easy option, especidly for FDI. However, for
other types of business, especially thoselocated inlarger citiessuch asAddis Ababa, accessto
land, both in terms of availability and cogt, has proven to be difficult. Some locd investors
interviewed for this study indicated that it is one of the greatest obstacles to investment. Itis
clear that private sector concern about urban land needs to be given greeter atention by the
Government;

The success of Meskel Flower Incorporated aside, the case study also demondtrates the
condraints that new entrants into cut flower business are likdly to face and in generd, the
obstacles that export-oriented enterprises face in Ethiopia The main congtraints are poor
physcd infrastructure, energy, trangportation, the unavailability of askilled labour forceand the
remaining bureaucratic proceduresin acquiring essentia inputs such asfertilizers, pesticidesand
herbicides;

The role of technology aso appears to have been sgnificant in the following stages of
development of the enterprise. Fird, the feagibility and technology choice stages required
detailed work by the entrepreneur, including the avail ability and access to necessary technica
data. Nationd supporting ingtitutions do not exist and consequently thereisalack of assstance
intheseareas. Therefore, the entrepreneur relies on technica assstance provided by aKenya
based organization, Agricultural Production Development Fund (APDF) and aforeign expert
consultant. Second, continued technical assstance has been necessary to ensure aswift build
up of design capacity. Third, technica training of the local |abour force has been anecessary
featurein the development of the business. However, loca capacity for training inthisareais
limited and consequently, the enterprise was forced to hire a Kenyan horticulture expert.
Findly, there ssems to have been sgnificant learning- by-doing on the part of the entrepreneur
himsdlf. In summing up, the success and experience of Meskd Flower Incorporated indicates
that: (@) thereissgnificant potentia for investmert in high vaue horticulturein Ethiopia; and (b)
if the sector isto expand further (indeed since 1999 it has attracted additional loca and foreign
investment) then there is an urgent need for strengthening the nationd technologica and
innovation system and improving the support structure, especialy physical infrastructure.

D. Investment Potential in the Agricultural Sector

Only 40 per cent of FDI inflows since liberdization has gone to the agriculturd sector, dthough, as
previoudy noted , agriculture contributes to over 50 per cent of GDP and accounts for over 80 per cent of
aggregate merchandise exports. In formulating an investment promotion srategy, the potentia role of
agriculture needs to be given specid attention.  Equaly important 5 the atention given to the Regiond
Investment Bureaus (RIBS) as they are likely to play a criticd role in servicing inward investment in the
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agricultura sector and ensuring that investment continues. The strengthening of RIBs should, therefore, be an
urgent priority in future investment policy and promotion plans.

While the Review Team was in Bahir Dar, it visted the Amhara Region Investment Bureau and
conducted detalled discussions with high-leve officids. Given that this region is one of the most advanced of
the ten regionsin Ethiopia, areview of the Amhara RIB will help illustrate the potentid and challenges facing
amilar bureaux in other regions.

The AmharaRegion Investment Bureau began operationsin 1992. It has approved over 350 projects,
most of which arein agriculture and agro-businessareas. However, the AmharaRIB currently facesanumber
of condraints, which require immediate attention in order to simulate additiona investment. The main
condraints are:

Shortage of trained gtaff. To provide the technica expertise and assistance required by
potential entrepreneurs and to assess investment opportunitiesin the region. At present the
office only has 21 technicd gtaff, none of whom are engineers. Thisisabig gap especidly in
view of the technica support that the Bureau wishes to provide;

Laboratory fecilities. To conduct research needed by potentid entrepreneurs (e.g. soil testing,
water quality monitoring etc.). When asked if the Bahir Dar Polytechnic could assst in these
aress, the interviewee expressed resarvation as the Polytechnic is funded centrdly; *°

The need for better computer and IT facilities;

Although, in generd, relationswith the EIA (to whom the Bureau reports quarterly) are good,
there are some problems neverthdess. For example it was clamed that there was no
consultation on the last (June 1998) amendments to Investment Proclamation. Moreover,
regiond daff are overlooked for internationa trips for training or to make contact with
prospectful FDI business. Apparently, these tend to be open only to centre staff at Addis.
Thereisasolack of opportunity to discussat regular forumswith other national stakeholdersin
Ethiopia

Moregeneraly and despitethegrest potential that existsin theregion for agriculture and agro- busness
there are anumber of pressing regiond condraints. These are:

Power shortages. Itisestimated that the additiona 75 megawattsat Tiss Abbay will not beon
stream for another 3 - 5 years. Current capacity is 12 megawetts);

Road transportation is poor;

Thereisaggnificant market problem for agri-business (e.g. lack better information support);
There should be greater technical capacity in EIA to help attract more FDI to the region.

19 Theinterviewee was not aware of the imminent cost-shari ng policy of the Government. See Ministry Of Education (1998),
p. 9-10.
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Overall Assessment

Regarding agricultura reform, the Review Team believes that the shift toward regiondization and
privatization have been the right decisons. The former should clearly lead to improved resource and
technol ogica management acrosstheboard if only becauseit will help to bring chains of command and control
into more horizonta relationships. Evidence from regiona research and development centres shows that this
Srategy dready appearsto beworking though it isgtill early days. Thegreat advantage of privatizationisthet it
liberates entrepreneurs (and potential entrepreneurs) from the heavy hand of bureaucracy. Moreimportantly
perhaps, it crestes possibilities for grester degrees of foreign direct investment (FDI) which in turn provides
potential accessto two necessary ingredients, namely internationa marketsand best practicetechnology. FDI is
not of coursethe only routeto theseingredients but itsimportance has been recognized by the Government and
steps are being taken to promote it. Equally important, is the determination to bring poor farmersinto direct
contact with the agriculturd research system. Already, there are some indications of its practica success.

Therefore, at agenerd level, the Review Team believes that the right strategy for agriculturd R&D is
being followed. The problemisthat such astrategy aso requires corresponding ingitutiona changesif itistobe
effective. Here much remains to be done. The Review Team came across many examples gleamed from
interviews as well as from independent observation of lack of communication and interaction between the
different indtitutions dealing with technica change® Thisindicatesthat chains of command are till very much
"top down™ with corresponding reluctance to link across hierarchies. Moreover, there may sill be atendency
to regulate rather than facilitate while funding structures within the public services ill depend upon centrd

control in many aspects.

A second mgjor reservetion is that while there are many statements about making the agricultura
research system, NARS, more user friendly and less science driven than is perhgps common in many
developing countries, theredity of what could happen may well beless positive. Thus, the continued existence
of the commodity R& D focus, combined with vague statements about “ orchestration”, the disproportionate
focusonthe centrd region and therather traditiond orientation of the Human Resource Devel opment elements
of the ARTP package, dl suggest that NARS behaviour may not vary much in practice from the conventiond
(and discredited) stereotype. However, because so much of what is happening in Ethiopia has only recently
been put in place (and therefore probably needstimeto work itsalf out) the policy recommendationsthat fdlow
at theend of thisreport aremorein the nature of genera suggestions (to hel p achieve stated goals) than specific
injunctions.

Box I11.1: The Role of the Private Sector in Agricultural Development:
Examples from Colombia and India

% For example, there appears to be little interaction between education/research bodies and those responsible for foreign
investment. Even among departments connected with investment, there was sometimes lack of awareness.

64



Investment and I nnovation Policy Review of Ethiopia

The firgt example examines the role of trade associations in integrating technologica resources with
other inputs needed to bring about change in a sector or sub-sector. The Colombian experience explainsthis
very wdll. Inthreesectorsof direct relevanceto agriculture (coffee, sugar and cut flowers) arecent UNCTAD
report showsthat amagjor role has been played by therel evant trade associations (or gremios). Acting on behalf
of and financed by the growers, these organizations provided infrastructure, extension advice, training, R&D,
legd and other services. Not only are such inputs superior to conventiond public sector variety (oftenthelatter
do not exist), but they are al so responsive to immedi ate perceived needswhich arefacilitated by closelinkages

In this case they have clearly been effective and paradoxicaly appear to take pressure off the public sector,
that alows the main R&D inditutions to take a more strategic position in technologica development «

The second example draws on the rde of cooperative indtitutions. Here recent developmentsin the
mango sub- sector of theIndian economy involving aninditutiona marketing innovation, the VijayaAssociation
of Fruit and Vegetable Growers Cooperative Societies of Andhra Pradesh (Vijaya) are equdly illudtrative.
What Vijayahasdoneisto act asameansof integrating small farmersinto awider economic market (including
the high val ue export market) through acooperative purchase schemethat eiminate the middlemen. However,
ithasalso, improved accessto other inputs, in particular potentia source of technology. Historicaly, organized
agricultura science hasfound smdl farmers notorioudy difficult to servicein termsof their technology needsdue
to the often highly specific nature of their production problems and complexity of the factors which condition
their technology adoption behaviour.«+ Thisproblem has been heightened in the case of Indian horticulture due
to theamogt tota lack of adedicated extenson system. Atthesametimeit seemslikely that privatefirmswill
dill need to rely on smal farmersfor produce dueto current land tenure arrangements. Inturnthismay provide
anincentivefor corporate enterprisesto act as* technology brokers’ for their producers, with al the up-stream
implications that this has for horticultural sciences««

* See UNCTAD (1999)
*x See for example Biggs and Clay (1981)
bl See Hall et al. (1998).
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Box I11. 2: TheBahir Dar Textile Factory

The Bahir Dar Textile Factory isone of 6 large national Ethiopian textile factories. It was
established in 1961 as part of an import subgtitution industrialization programme. It produces grey
fabrics for export (25 per cent) and bed sheets for the local market (75 per cent) and employs
around 2,500 people. Itsoverdl production capacity isaround 19 million square meters of cloth. It
buys ginned cotton medium grade from loca sources and then carries out the complete range of
operationsfrom cleaning, carding, roving, Spinning, weaving through to dyeing and finishing. Thereis
no shortage of loca cotton of the necessary qudity. It isof amediumt-fibre variety from the northern
part of the country.

Currently the plant operates at around 60 per cent cgpacity, which isan improvement from
the pre-liberdization period. Since 1992 Ethiopian textile factories have been in competition with
each other aswell asimported textile products. However, anew trend of cooperative agreement
among them is emerging designed to keep down the price of ginned cotton (50 per cent of total
costs) and other inputs (chemicals and spare parts). The latter are mostly imported (90 per cent)
sinceloca capacity isinsufficient because of poor design, product qudity andtime delays. The Akaki
Spare Parts & Hand Tools Factory and another smal plastics factory in Addis Ababa are used to
manufacture components but only to a very smal extent. Labour costs are very low running at
around $2 per day. The plant isold and gives the appearance of needing upgrading. Indeed some of
the equipment (dyeing and finishing machinery mainly) datesback to the factory'sfoundationin 1961.
There has been some re-investment (and expangon) in spinning and weaving in 1982 and 1988,
funded by the European Investment Bank (EIB), but much needs to be done if the plant isto
compete internationdly. There is no meaningful R&D.

As part of the Government's privatization policy the Bahir Dar Textile Factory, one of the
oldest in Ethiopia, was put out to private tender in 1992. There were no offers (as with the other
factories) and it was decided that aprocess of partia rehabilitation would be necessary for thewhole
textile sector. Thiswould include a search for foreign investors which could provide technica and
manageriad know-how. An Itaian company, MCM, was approached but it has only been willingto
enter into amanagement contract in thefirst ingance to produce denim cloth. In the meantime there
have been a series of consultants from the EIB to the Bahir Dar Textile Factory leading to aplan to
upgrade the finishing sections with financid support from the EIB worth $15 milllion.

The MCM joint-venture plan was to convert the plant to manufacture denim fabrics (and
eventualy garments aswell) for export to the United States and European markets [an unspecified
tie-upwith Levi'swasmentioned]. Production of bed sheetsfor thelocal market could still continue
(20 per cent of totd output by vaue). A team from MCM recently visited and find agreement
should be concluded quite soon. The Government hopes that MCM will take out some equity
participation soon and so enable a debt-equity swap.
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Box I11.3: The Bahir Dar Polytechnic Ingtitute

The Bahir Dar Polytechnic Indtitute is in the process of being upgraded from a technica college to
technologica universty statusas part of amore generd restructuring of the Ethiopian educationd programme (6
colleges atogether) to produce more and better technologica manpower in the country.

The Bahir Dar Polytechnic Indtitute now hasthefollowing 6 mgor departments. Textiles (theonly one
in Ethiopia); Civil; Mechanicd; Chemicd; Electricd; Industrid.

There are dso a number of ancillary departments such as Continuing Education and the Ethiopia
Management Development Centre (EMDC) discussed below. The new regimeisthree years old and the first
cohort of sudents is now in the third year of a 5-year degree programme. Specid attention is being paid to
indudrid placements. At the end of this semegter, for example, dl third year textiles sudents will be sent for
project placement to atextiles factory, whether in Bahir Dar or in the many others around the country. Other
departments will place sudents in sugar, foundry, beer, cotton ginning, food processng and soft drinks
factories.

At present, the college faces anumber of congraints. Staff recruitment is difficult, especidly a senior
levels where consultancy possibilities in Addis Ababa act as a disncentive. Thisis being met partidly by
recruitment from other devel oping countries but experience here has been mixed. Also, the establishment of an
academic research cultureisdifficult toindtill Sncethereisno research tradition at theindtitution. Howevey, this
isbeing pursued through anumber of "link™ programmes with overseas universities, combined with a series of
project proposalsto donors. Theseareintended to focus on Lake Tanaaskey resource that isenvironmentaly
vulnerable and designed to combine inputs from a number of the polytechnic departments. In the Review
Team'sview thisisapostive development and dreedy there are encouraging signsthat research funding could
wd| be forthcoming.

A mgor weakness of the Bahir Dar polytechnic, especidly inview of itsupgrading to auniversty levd,
isthe shortage of rdlevant socid science skills such as economics, business studies, accounting and industrid
management which are relevant for developing and promoting an entrepreneuria culture. These are courses
that would normdly be expected in afully fledged university. However, oneremedid featureisthe presenceon
campus of the Ethiopia Management Development Centre [EMDC]. This programme is one designed by the
Open Univergty [OU] in the United Kingdom and operates on a cascading distance learning basis. It started
around 4 years ago with the OU training around 40 tutorsfor 5 regionsin Ethiopia. These now operate from 5
regiond centrestraining peoplefrom avariety of areas (e.g. industry and local government) on apart-timebeds
in management development to certificate and diplomalevd.

A fina point worth mentioning concerns financid control. At present this conforms to a centraized
system with resources coming in from Government and being managed under a system that requires centra
polytechnic authority for the sanctioning of even the smallest expenditures. Itisunlikely that amodern university
can continue to operate under this sort of procedure. Indeed in most northern cauntries knowledge- based
indtitutions now use budgetary control proceduresthat are much more decentrdized (and much more efficient).
Researchers not only formulate their budgets as part of their research proposals, they dso manage these same
budgets subject to generic rules laid down by the indtitution as awhole.
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Box 4:
Meskel Flower Incorporated

The Review Team visited this plant asan example of domestic private sector participation in an areaof
agribusinessthat could prove promising in yearstocome. Already thisindustry has made great economic strides
in Kenya Following an interview with the firm's managing director in Addis Ababa the Team travelled some
140 kilometres south to visit production operations a LakeZewai. Theorigin of the enterprisewasadecision
by the entrepreneur, aformer arline pilot, in 1992. He had been planning to enter some business activity for a
consderable period of time dating back to his days as an undergraduate in Cdifornia While in the United
States he had vigted farmers, discussed possibilitieswith gppropriate personnd in the World Bank, Washington
DC and dso vigted facilitiesin The Netherlands.

Having made a decision to enter cut flower production his next task was to search for a suitable
location in terms of soil, climate and ground weter availability. He was assisted in this by having accessto a
detailed soil map of Ethiopiadevel oped by thetechnica assistance of the Democratic People's Republic Korea

Findly he gpproached the organization sponsored by the World Bank based in Nairobi, Agricultura
Production Development Facility (APDF). This body assists potentia African entrepreneurs by securing
technicd assistance and helping to conduct feagibility studies. In this case he was put in touchwith a consultant
[John Wright] who is a well-known expert in the African cut flower business and travels dl over the region
offering technica advice. The consultant not only helped in the start-up phase but continues to visit on a
monthly basisto help monitor production operations.

Theentrepreneur was successful inleasingland and indeed daimsthat land availability for expansionin
the Oromo region is not a problem. Thiswas confirmed visualy by the Review Team. The capitd required to
gart the business was obtained from loca banks. Production started with summer flowers for the Dutch
market. However, he was, gpparently in direct competition with alarge Dutch company and was driven out
when they lowered their prices. Neverthel ess the entrepreneur assertsthe experience wasinva uable because
by then he had acquired agreet ded of commercid know-how and had discovered that there was/is a good
market for high value roses in Germany. Germany was aso suitable because Frankfurt is only some 7 hours
flying time from Addis Ababa [L ufthansa] and he was able to tie up with a German marketing organization that
waswilling to take as many roses as he could send. Accordingly he abandoned the Dutch market, raised some
extramoney from aloca bank and expanded the areaof cultivation to 3 hectaresand isnow inthe second year
of the new operation.

The plant uses drip irrigation technology supported by fertilizer (and where necessary herbicide and
pesticide) gpplication, with regular monitoring of humidity and temperature to hel p optimize growing conditions.
These are not computerized but could be if it were felt necessary. There are cold storage facilities both at the
plant andin Addis. Energy at the plant is provided by two diesel generatorsthat operate on ashared rotabasis.
Thefirm hastwo bulk carriers (more than enough for trangport needs) and approximately 3to 4 deliveriesare
made to Germany each week, with a stop-off in Addis where necessary. Quality control, packing and
transportation scheduing are managed in alarge open plan hanger-like shed abutted by the cold store. Packing
daffs are organized into teams with performance chalked up on alarge blackboard in full view of everyone.
Reative performance is thus openly available and financial rewards are given to the more successful teams.
Quality control procedures are strict because of marketing needs and rejected flowersare sold at alower price
in the Addis market.
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Employment runs at around 70 labouring taff controlled by a production manager who is himsdlf
supervised by a consultant brought in from Kenya on atwo year training contract. It was difficult to obtain
accurate data on output and sales partly because the plant is still building up to full capacity. However, the
Review Team estimates that at full capacity the plant will produce some 500,000 stems per annum at an
average wholesale price of around 1DM for every three slems. This price varieswiddy depending on market
conditionsin Germany but it is clear that the plant makes a hedthy profit whatever the estimate. Asasddine
the plant produces asmall range of summer flowers and some high vaue vegetables for loca markets.

Asmentioned aboveit isdear that there could be consderable expansion in this sector, mainly for the
export market. The congraints faced are redly threefold. First there is a relative shortage of aircraft freight
space. The managing director estimates that existing freight capacity could probably cope with another
Ethiopian grower but not with athird. A second problem isavailahility of fertilizers, pesticides and herbicides
where the regulatory procedures, he believes, are bureaucratic both with regard to the acquisition of foreign
exchange (thereisno loca production) and with plant protectionregulations. In the case of the latter, licenses
are subject to vetting by anationd research |aboratory but the managing director doubtsthe scientific expertise
of the gtaff involved. Luckily there has been no significant disease problem so far but when thetime comesto
re-order chemicals he anticipates long delays. Findly road transportation is a problem because of poor road
surfaces between the plant and the main Addis Ababa road and on the feeder road between the plant and the
main road. In the latter casethe disanceis only afew kilometresbut the time taken isnearly haf an hour. Plans
have been made to improve matters but these may take some time to reach fruition.
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Chapter 1V

TheLeather Sector

Introduction

Ethiopia sleather indudtry isin the forefront of the lesther sector development within the Eastern and
Southern African region. As a predominantly agricultural economy withthelargest cattle populationin Africa,
Ethiopia has a strong base for semi - processed |egther, finished leather and lesther products. Itisno surprise,
therefore, that the recent export development strategy introduced by the Government recently has singled out
thissector asapriority areaand incentive schemes have been designed accordingly. However, the challengeis
how to make best use of the country’s revealed comparative advantage to build a dynamic and competitive
sector that contributes to Ethiopias economic growth and the efforts to promote technologica capability
building through increased investment including FDI.

Ethiopiahas gresat potentia for rapid development of itsleather sector and hasfocussed its short-term
srategy on moving dl legther production from the wet-blue stage to crust and eventudly to finished leather.
The drategy for thelong-termisto gradualy convert dl available hides and skinsto finished leether products—
shoe uppers, shoes, jackets, bags, etc.

The rapid development of any sector depends on Smilar growth in dl related sub-sectors and the
infrastructure necessary in order to sustain the momentum of expanson. The recent development in Ethiopia,
both in terms of political and policy environment is conducive to the development of the sector. However, its
success depends on the ability of sector enterprises to have accessto good quality raw hidesand skinsand to
favourable export market conditions. Thisisespecidly important in light of the radical changesin the palitica
and market environment in Eastern Europe, which was traditionaly the main source of demand for Ethiopian
leather products.

The successof the sector a so depends, to acertain degree, on the strength and competitive position of
the leather and leather products sector in other African countries, which are also endowed with the resources
necessary to build a dynamic leather-based industry. Some Eastern and Southern African countries have the
potentid to emerge as magor suppliers of semi-processed legther to export markets, and to produce finished
leather products for domestic and gradualy export markets.

Therefore, in designing policiesto promotetheleather sector, policy-makersin Ethiopiashould takefull
account of the various factors that affect the competitiveness of products in the sector, including competition
from other countries in the region. Markets for leather goods have increasingly become more fragmented
because of more variety and unique lifestyle-related products which are in demand. Each product, such as
various sports, leisure and safety products, requires design skills, knowledge and technology and specid
digtribution channels. Infact, increasingly flexible specidization modes of production are necessary to copewith
rapidly changing market requirements. Thefashion and businesscycdein most market ssgmentsisnow shorter.
Grester use of legther subgtitutesisa so becoming common. In addition, tighter delivery schedules and shorter
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production runs are the order of the day, because of the need to reduce costs and risks of maintaining
inventory. These mentioned factors should be reflected in the strategy for building a dynamic leathersector.

A. TheValue Chain in the Leather Goods Industry of Ethiopia

Threemain stagesin the chain of production of finished leather goods can beidentified: (i) the supply of
rav materids (livestock); (ii) tanning and finishing; and (iii) leether products manufacture.

(i) The Ethiopian livestock base

Ethiopia has the largest livestock population in Africaand therefore, has a strong base upon which its
leether indudtry isfounded. Estimates of the domegtic livestock population is shown intable 1V.1.

Ethiopian highland sheepskins, estimated to comprise about 70 per cent of the total sheepskin
production, have an internationd reputation for their unique natura substanceof thickness, fineness, flexibility,
strength and compactness of texture. They are suitable for the production of high quaity leather dress gowns,
sport gloves and garments and are in great demand in the world market.?*

Goat skins, classified as Bati- genuine (theinternationd namegiven for high quaity goat skins) and Bt
type, are characterized by thick, highly flexible and clean inner surfaces and are in high demand for the
production of fashion leethers.

@ Marketing of sheep and goat skins

The existing hides and skins marketing system in Ethiopia, with its extensve network of traders and
aub-agents, hasworked well and haslargely been unaffected by Government intervention over theyears. Itis
estimated that the system recovers over 90 per cent of the sheepskins and about 60-70 per cent of the
goatskins produced in the country.

Although, hides and skins are a by- product of the meat industry, they areamgor export commaodity,
ranking second only to coffee and contributing about 14- 16 per cent of the total foreign exchange earning.

The egtablishment of the Livestock and Meat Board in 1964, and the introduction of an array of
legidation since 1973, rdating to standards for raw hides and skins and procedures on licensing of hides and
skins production and trade, ingpection of premises, and product grading has considerably improved the volume
and qudity of hidesand skins. There are now 60 municipa daughterhouses and associated hide drying sheds.
With the assstance of mulltilateral agencies??loca skillsand cgpabiilities have been improved through training,
educationa study tours, seminars and workshops, construction of demonstration daughter dabs and drying
sheds, introduction of quaity grading and grade- marking system, distribution of demorstration equipment and

?! Eastern and Southern Africa L eather Industries Association (ESALIA, 1996).
2 The agencies that contributed to human resource development included UNIDO and FAO/TCP.
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tools including appropriate types of knives and enhancement of saff mobility through the provison of
motorcycles and vehicles. 22

(b Hides and skins pricing and quaity grades

In Ethiopia, the prices of hides and skins are determi ned by the market. Moreover, dthough large-
scaleand more organized ditributors have began to emerge, the bulk of the hidesand skinsoriginate from rura
farmers/primary producers. Thelatter supply about 70 per cent of the hides, and 90 per cent of sheep and goat
skinsto the indugtry. This hasimportant policy implications. It implies, for example, that policies to improve
qudity at this stage must be directed at smal rura farmers who are the predominant source of raw hides and
skins.

Themarketing chain for the hidesand skinstradeis principaly from the primary producer (rura farmer
and pastoraist) to rurd markets; to small deders and agents/collectors; to town traders and shed owners
(where the hides and skins are frame-dried and/or wet-sdted), to the big tradersin Addis Ababa (the central
market) and finaly to the tanneries. The hides and skins produced in daughterhouses and abattoirs are
auctioned to big traders and tanneries, both public and private.

Thelack of price incentivesfor the primary producer, illegd cross-border trade and competition from
rurd tanners are some impediments to the improvement of hides and skins in the collection and qudity. In
addition, defects like flay-cuts, putrefaction, improper shape, branding, scratches, diseases and parasites, as
well as storage and trangport conditions, down-grade the qudity of the raw materia supplied.

Thelow qudity "Caravan" grade hides and skins, which was the standard before the establishment of
the Livestock and Meat Board, was upgraded to "Butchery” type frame-dried hides, wet-salted sheep skins
and wire-dried goa skins. The common practicein the hides and skinstrade and in the issuance of movement
permits from production centres to the central market has been to accord the product the traditional 40:50:10
grade mix of grades 1:2 and 3 respectively. In recent years, especidly during the full operation of the Second
Livestock Development Project, the quaity grades reached 70:20:20 mix. Moreover, a large number of
daughterhouses and drying sheds were established and the participation of Farmers Producers Cooperativesin
the production and marketing of hides and skins from the rural areas was increased. These measures have
contributed to the generd improvement in the quaity of hides and skins.

Tosum up, upgrading the quaity of hidesand skinsin Ethiopiawill require concrete measuresaimed at
specific problems currently facing theindustry. Problemsinclude: (i) lack of an effective programmeto promote
improved anima husbandry practices ( which will reduce animal diseases such as "Ekek"; (i) lack of proper
daughtering facilities (which will reduce defects and poor handling and poor preservation); (iii) lack of aproper
collection system based on quality (introduction of a grading system) and incentive schemes for the primary
producers, for example, theintroduction of aproper pricing structure amed at encouraging producers; and (iv)

lack of reliable information on livestock upon which rdligble sector policy guiddines and investment decisons
can be made.

# The assistance provided such as“A Procurement System for Ethiopian Hides and Skins Based on Quality” (Moriaty 1996)
and “Improvement in the Quality of Ethiopian Rawstock” (Stosic, 1996), included the funding of studies dealing with the
identification of the causal agent of the sheep skins disease (“ Ekek™) affecting the quality of Ethiopian sheepskins.
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(i)  Thetanning sector

Thetanning industry in Ethiopiawas started by an Armenian entrepreneur in 1926. For gpproximately
60 years, therewerejust Sx tanneries. After nationdizing of existing private tanneriesin 1975, expans on took
place, dthough at the sametime, the export of raw hides and skinswas banned. Thisled to the processing of
hides and skins pickle and wet blue for export followed by, inevitably, processing to crust.

There are now some 16 tanneries in operation, four of which are state-controlled and the remaining
under private ownership. In addition to these 16, there are Sx more tanneries at the project level or complete
but not yet in operation. Four of the state-controlled tanneries namely, Ethiopia Tannery, Modjo Tannery,
KombolchaTannery and Addis Ababa Tannery, are currently for offer under privatization and have acapacity
between them of gpproximately 4,000 hides and 30,000 skinsper day. Ethiopia Tannery isore of the largest
tanning plantsin the country with atota daily capacity of around 1,200 hides and 12,000 skins.

Two tanneries previoudy under state control, Awash Tannery and Ethiopian Pickling, are now part of
the Ethiopian Leather Industries Corporation (EL1CO) group which comprisesthe two ex- Sate tanneriesand
the new, but not yet operating, Akaki Modern Tannery in Addis Ababa. ELICO dso controls the Universa
Leather Articles Factory which produces bags, cases, garments and stitched upholstery.

The ELICO group has a current capacity of approximately 20,000 skinsand 700 hidesaday. This
capacity will easily be doubled when Akaki Modern Tannery becomesoperationa. The other privately owned
tanneries include Dire Tannery with a capacity of 6,000 skins and 600 hides daily and production of finished
leether; Wallia Tannery with smilar capacity aswdll as crust and somefinishing; Blue Nile Tannery, established
in 1992, produces approximately 30,000 pickled sheepskins and 1,000 wet blue goats a day, mainly for
export. There are dso other amdl- to medium-size private tanneries such as Showa in Modjo, Desse
Tannery, HAFDE in Sebeta, Davimpex and Abbay Tannery in Bahir Dar, Hora Tannery in Debre Zeit and
MersaTannery inMersalWallo. Inaddition, there are severa projectsfor new tanneriesat Debre Zeit, Debre
Berhane, Kditi and ShebaTannery in Tigray. Inlinewith the objective of moving toward production of finished
leather, thetreatment of effluent isbeing addressed serioudy by most tanneries. Tanneries are now obligated to
have a permit ating that a fully equipped treatment plant isin use.

(iti)  Thefootwear and leather products sub-sector

Until recently, state-owned |eather products enterpriseswerelargely controlled by the Nationd Lesther
and Shoe Corporation (NL SC), which administered six shoe manufacturing enterprises and one leather goods
producing enterprise. Inaddition, therewere severd private sector workshops manufacturing lesther products.

The leather product lines produced include leather shoes, shoe uppers, leasther garments, bags and stitched
upholstery. Through joint ventures and other contractua arrangements, further rapid progress is expected.

The Ethiopian leather industry initidly developed in the context of an import-subdtitution programmeand
was highly protected from import competition, particularly in the leether footwear products for the domestic
market. This policy has enabled the sub-sector to expand rapidly athough at the expense of paying scant
atention to qudity congderations. The sector has diversified into the production of shoe components and
auxiliaries. At present, for example, there arefive sole and four |ace manufacturing enterprisesin the country, at
least two of them capable of conpeting in the regiond and internationd markets. Currently, only a small
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proportion of the leather products manufactured in Ethiopiais exported. In the past, leather products were
exported to East European countries under specid trade pactsarranged by theformer socidist Government of
Ethiopia

Thisreport hasidentified, dbelt briefly, the value chainin the production process of legther productsin
Ethiopia. Such an gpproach may assist in mapping out the key stages in the production process, identify
possible congtrains or bottlenecks and policy and incentive measuresaswell astheingtitutiona support system
necessary to build a dynamic, highly integrated and competitive sector. From the andlyss, it is clear that
policies to promote the sector must start at the raw materias (hides and skins) stage and with smal rura
householdswho supply the bulk of these productsto small traders. Policies dedling with product standards and
grades, prices, the prevention of livestock disease (such as "Ekek™) and other damageto hidesand skins, and
training in gppropriate methods of daughtering and drying hidesand skins must beformulated and implemented
effectively. At present, policy interventions have tended to focus on the second stage of the process, paticulaly
tanning and the production of finished goods. Although, commendable it should be noted that the efficiency,
competitiveness and growth of the sector as awhole will be assured only if measures are taken to dedl with
problems across the various stages of the value chain.

B. Strengths, Challenges, Opportunitiesand Congtraints.

From fied vigts to five tanneries, ten leather goods/garments manufacturers and two footwear
manufacturers, the following congraints have been identified:

Most enterprises, especially State-owned enterprises, are currently faced with profitability,
cash-flow and indebtedness problems, partly due to high interest rates;

Mg or innovation related problems are linked to production, process control and lay-out and
excess production capacity, particularly among tanneries. The existence of over capacity
creetes fierce competition for raw materia with implications for price and the quality of raw
materials demanded;

Frmsusing locd raw materias have difficulty exporting owing to poor menufacturing cgpability;
There is little Sgn of formd R&D within enterprises, however, there are dear dgns of

innovative activities in some firms, notably with repect to product development;

None of the enterprises visited had beenl SO 9000 certified and in some cases, did not even
know of its exigence. In addition very few enterprises were aware of the existence of the
Qudity and Standards Authority of Ethiopia. In light of this, creeting awareness of existing
support structure is an urgent task.

C. Support Sysemsfor Investment and Innovation

As noted in the introduction to this report, learning and improvement in technica cgpability by firms
does not take placeinisolation but in interaction with support inditutions and other firms. Thissectionidentifies
the mgor naiond actors that influence the development of the leather and lesther products industry.
Coordination of support services provided by these entities and continuos interaction between them and
enterprises are prerequisites for the development of the sector and acquisition of innovative capabilities.
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0) The Ministry of Agriculture (MOA)

Until 1999, the MOA coordinated dl hidesand skinsimprovement activities and theimplementation of
the Ethiopian standards for raw hides and skins. Subsequently, the task of quality control and standards was
trandferred to the Ethiopian Livestock Marketing Authority (ELMA), which isan independent body established
by the Government to oversee the marketing aspects of livestock and livestock products except quarantine
sarvices. Under the new decentrdized forms of Government, hidesand skinsimprovement activitieshave been
delegated to the regions.

Oneof themost important activitiesisthe implementation of the standar ds through certification carried
out usng an Ethiopian Standards Mark which indicates conformity with standards requirements.  Any
complaints againgt standards requirements needs to be submitted to the Quality and Standards Authority of
Ethiopia (QSAE). Another important activity which was carried out by MOA was the provision of licensng
rawhides and skins collectors through technica evauation in conformity with the Ethiopian Standards. During
fied vigts, it was observed that the Ethiopian Standards Authority (ESA) was not fully aware of how this
activity was carried out.

In light of this confuson and lack of interactions and dso in order to investigate the causes for the
declinein the qudity of raw hides and skins, atechnicad committee composed of tanners associations, MOA,
Export Promotion Agency (EPA), ESA and 14 regiond agriculture bureaus was established by the Prime
Minigter’ sOffice. Subsequently, areport including aproposa for possibleimplementation of acontrol system
for hides and skinsquaity was prepared in 1998. It wasthis committee which proposed the establishment of
an authority for the development of raw hides and skins. The main objectives of this authority isto ensure that
the purchasing of raw hides and skinsis based on quality/grade, to promote the expansion of infrastructure, to
train extenson officers as well as collectors, traders and others who are directly or indirectly involved in the
distribution of raw hides and skins.

The establishment of the new Authority may help improve the interaction between public sector
agencies, responsble for ensuring high quality standards in the production of hides and skins. Horizonta
linkages between MOA and ELMA, and QSAE and MOA and ESA is essentid in order to inform policy
makers of congraints that hinder the supply of high standard raw materids, essentid for the production of
finished leether products with higher vaue and export potentid.

(i)  TheMinistry of Trade and I ndustry (MOTI)

MOTI is responsible for the formulation of policies and incentive schemes aimed a enterprisesin the
productive sector. For example, it was responsble for the establishment of the Leather and L eather Products
Training Development Indtitute (LLPTDI), demongrating its sengtivity toward one of the mgor problems,
namdly, the lack of quaified manpower which continues to hinders the development of this sector.

It ssems that interaction among the various actors dealing with implementation of incentive measures
and invesment promotion in the sector, namey, MOTI, EIA and ETA, is very strong and well coordinated.
The most important roleis played by MOTI in the privatization process of State-owned tanneriesand leather
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productsfactories. EIA hasaso supported MOTI in the implementation of mgor investment incentives, such
as customs import duties, exemptions from payment of export custom duties; income tax holidays, R&D
Incentives; losses carried forward; and depreciation. All of the visited enterprises acknowledged the essentia
sarvices produced by the EIA. Nevertheless, EIAs activities need be further strengthened in order to ensure
benefits are widdly shared among dl enterprises in the sector.

(ifi)  TheEthiopian Tanners Association (ETA)

ETA wasestablished in 1993 asacentrefor lesther quaity, Sandards, environment, training, trade and
to represent the interests of tanneries. Currently, the association has fourteen members. In practice, ETA
essentidly acts as a lobbying organization rather than a provider of red services. Moreover, smal- and
medium:Sized enterprises (SMIES) fed that ETA mainly represents the interests of tanneries and large lesther
products manufacturers (footwear, leather goodsand |leather garments). However, theideaof an associationto
defend theinterests of producers and establish linkswith externd producersisamoveintheright direction asit
islikely to benefit al producersinthesector. ETA isdready developing closer reationswith overseastanners.
It has Sgned a memorandum of understanding on aproject entitled the Implementation of the Hidesand Skins
Grading and Pricing Project with ESALIA. Theproject amsto overcome problemsof qudity of raw hidesand
skins. ETA will take aleading role in the implementation of this project. During 1997-1999, ETA played an
active role in the organization of three internationd leather trade fair events held in Africa during 1997-1999.
ETA iscurrently developing skins processing capacity in collaboration with Pittards PLC.

The establishment of ETA isanaturd evolution of interactions dready existing among the members of
thedissolved NLSC. The greatest challenge facing ETA is represent the interests of the wholeindustry. The
leather products manufacturers fed ETA is more oriented toward the support of tanneries. They therefore
propose the establishment of an additiona association that articulatestheir concerns. Cooperation with other
internationa associations should be encouraged in order to obtain experience through interaction.

(iv)  TheQuality and Standards Authority of Ethiopia (QSAE):

The QSAE isthe sole Government indtitute responsible for the formulation of nationd standards. This
authority eaborates, monitors, supervises and controls the implementation of nationa standards. However,
because the MOA has better infrastructure, skilled labour force and facilities for implementing nationa
standards on raw hides and skins, the implementation of these standards tend to be delegated to the MOA.
Presently, a mechaniam for the follow- up of the implementation of the standards on raw hides and skins does
not exist. Standards are basic requirements for quality control and certification activities. There are only two
mandatory standards for leather products. They are: the raw hides and skins standards and the leather
standards.

The Ethiopian Authority for Standardization (EAS) has a relatively well organized qudity control
laboratory with better facilities than the tanneries. In principle, samples are collected quarterly from licensed
tanneries by the authority and tested as to whether they meet the requirements of the Ethiopian Standard with
respect to leather products. However, in practice, due to the lack of skilled manpower, maintenance,
transportation, follow up and periodic ingpections, sample collection and testing are not performed regularly.
Currently, measures are being taken by the authority to aleviate these problems. The types of laboratory
sarvices offered by the authority to tanneries are mainly in the areas of physicd and chemicd andyss.
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Inadditionto QSAE, four tanneries, namey Awash, Modjo, Ethiopiaand Addis Ababahave chemica
and physica laboratoriesfor testing semi - finished and finished leather products. In theselaboratories, chemicd
tests such as sulphide content for liming liquor, moisture, ash and fat contents for tanned and finished leathers
are determined. In the physica laboratory tests such as tensile strength, eongation at bresk, shrinkage
temperature, thickness, double hole gitch tear strength (hole burst), flexible endurance, colour fastness,
adhesive power for semi-finished and finished leather products are conducted. The rest of the tanneries are
mainly engaged in the production of semi - finished leather mainly pickle sheep and wet blue goat skinsand have
lab instrument including pH meter, pH indicators, thermometers, and barko meters. Wallia Tannery and the
recently established Mersa Tannery plan to produce finished leather products and to introduce chemica and
physica testing [aboratories.

It should be noted that the set Sandards are not dways utilized effectively. The main reasonsfor the
lack of adherenceto andardsare: (i) limited skill and experience of selectors; (ii) absence of forum to attain
uniformity among selectorsworking in different tanneries; (iii) market influence; (iv) absence of drict follow-up
and supervison; (v) absence or limited supporting facilities. It is of paramount importance to apply the
gandards if the Government strategy for the sector isto result in export growth. However, the sandards for
raw hides and skins and finished lesther products need revison compatible with the current level of
development on leather technology and quality demanded in the internationa market.

(V) The Productivity | mprovement Centre (PI C)

There is aleather processing technology workshop as well as afootwear and leather goods training
workshop at the Productivity Improvement Centre (P1 C) of the Ethiopian Management Indtitute (EMI) in Addis
Ababa. Both workshops at the centre are poorly equipped. The leather processing workshop has been
primarily engaged in training activities of raw hides and skins, qudity improvement and leather processing
technology. Training activitiesin the footwear sectionislimited to short- term operationd training such assewing.

Due to the poor system of preventive maintenance and lack of spare parts, many of the machines and
equipment a the centre are not functiona or worn-out. Thereisalack of R& D activity in the centre partly due
to thefact that modern scientific testing and R& D facilitiesare non-existent. Very little effort has been madeto
modernize the training workshops, resulting in present Sandards falling below theinitid stage. The centre has
strong links with some enterprises in the sector and the MOA. Courses are mostly designed based on the
needs of the client organizations.

Asasdf-sustaining enterprise, the centre hasto cover al itscostsfrom chargesfor thetraining serviceit
provides. It isnot subsidized by the Government as a promotional centre. As the prices charged tend to be
expendve for some clients, thereisalack of demand for the training services of the centre from SMEs. With
the establishment of the LLPTDI, it is strongly recommended that in the interest of the sector, the leather and
leether products sectionsof PIC beintegrated withinthe LLPTDI, in order to optimizethefacilitiesand services
offered by both indtitutes.

(vi)  TheLeather and Leather Products Training Development I nstitute (LLPTDI):
The main objective of the envisaged indtitute is to enhance the development of the leather industry

through provision of training on various aspects of leather production in order to aleviate the problem of skill
shortages in the leather sector. This will include theoretical and practica training in dl aspects of leather
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manufacture, raw materias, chemica processes, mechanical operations, and quality control methods. Some of
its more specific activitiesto be included are:

Provison of training at various leves in leather technology to augment the supply of leather
technologists,

Undertaking applied research and devel opment activities on the leather sub-sector in order to
improve the quantity and quality of leather products;

Provison of physica testing services to tanneries and shoe factories to strengthen the
development of such enterprises,

Provison of information services to facilitate the development of the sector.

The success of thisingitute will depend on the extent to which it interacts with enterprisesin the sector
in generating atraining programme and other servicesrequired by the enterprise. Assessing and monitoring the
needs of enterprisesis essentid if the centre isto provide rdlevant services. In addition, if the centreisto be
sdf-sugtained, initid support from the State may be required in order to ensure that servicefees, at least inthe
initid stages of the centre's development, are not prohibitive and discouraging. Paying for training or other
productivity enhancing servicesisnot common among Ethiopian enterprises, especidly small-scae enterprises.
Therefore, a grace period, until clients begin to appreciate the services, may be required before the indtitute
beginsto sugtain itsdf.

Overall Assessment

From the above discussion, it is clear that concerted efforts are being made by the Government to
promote |eather and leather products related activities and to ensure that the sector playsaleading rolein the
Ethiopian economy. Some of theindtitutionsthat directly affect the development of the sector in Ethiopia have
been identified above. Thisligt is an indicative rather than exhaugtive list. There are other private and public
sector indtitutions, some of which have been discussed in other chapters of this report, that also affect the
development and competitiveness of the sector. The overdl findings of the ingtitutiona support system for the
leather sector can be summarized asfollows:

() Some of thekey indtitutions and support structures needed to foster adynamic and competitive
leather and |leather products sector aready exist;

(D) However, there are Hill gaps in the availability of certain specific services — due to poor
equipment, lack of specific skills and knowledge about best practices;

(i) Some of these gaps could be resolved by existing support structures, but interaction between
producers and support inditutions is poor. There is little attempt to coordinate support
services,

(iv) In this respect, the establishment of a centralized authority for the development of hides and
skinsistimey, asit will hep improve the problems associated with weak horizonta linkages.
The supply of high quaity hidesand skinsis till aproblem and one of the weskest linksin the
industry'svaue chain. Thiscongraint must be addressed urgently if the sector asawholeisto
grow and contribute to the economy;

(V) Ethiopia has been fallowing a two-pronged strategy in revitdizing its lesther sector. In the
short-termit amsto movedl leather production from the wet-blue stageto crust and findly to
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finished leather. Inthelong-term, it amsto convert gradudly dl available hides and skinsto
finished lesther products. Effective implementation of these objectives will require that: (i)
policies and support systems treat the sector in an integrated manner and ensure that
improvementsin quaity and productivity teke place acrosstheindustry’ svauechain. Thereis
a tendency, a present, for policies and incentive structures to focus on leather products
manufacturing in the hope that this will improve export performance. 1t should be noted,
however, that higher vaue products can be manufactured only if the raw materid used isdso
of higher qudity; (ii) erterprisesin the sector must be encouraged to build innovative capability
which isnow essentid for competitiveness. The more innovative and dynamic the sector, the
more likely it isto atract FDI and potentia foreign partners.

79



Investment and Innovation Policy Review of Ethiopia

Chart 1. Leather Sector: Value Chain and Existing Linkagesto Support I nstitutions
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Box I1V. 1

Strengths, weaknesses, opportunities and challenges of the leasther sector in Ethiopia

Sub-Sector | Strengths Major Weakness Opportunities/Challenges
Raw The largest livestock | Poor quality: The majority of hides, although | Hides and skins improvement is along-term
Material: population in Africa characterized by good grain and fibre structure, | and continuous process. Now, with the
hides and come from older draft animals and therefore | decentralization of the extension services to
skins suffer from diseases, branding and scratches. | regions it is hoped that these activities will
Almost al hides are suspension dried. prove to be more efficient.
Availability: irregular supply of raw materials | International organizations should continue to
pose a problem to the sub-sector, partly | assistespecialy in thecreation of awareness
attributed to inaccessibility of some parts of the | for thisimportant commodity.
country during the recent conflict, livestock, . L .
smuggling to neighbouring countries and the llln the egionanew proj ectis Igunched enjut.led
retention of hidesand skinsin rural areas; Raw H|dp5 and Skins Grading and Pr'.c' ng
Systems in Eastern and Southern African
Countries", in which Ethiopiaisincluded.
Tanning/ Fully-mechanized Machinery equipment: old and obsolete | The privatization programmeisunderway and
] o equipment and lack of spare parts; lack of | isstarting to show positive results.
Finishing Tanning  Capacities | |egrning over the years; little new investment.
exists. With  assistance  from international
Lack of sufficient production capacity for | organizations increasingly strong process
Exports of  semi- finished leather. C?:(Eg)l and factory rehabilitation’s are in
finished leather (Wet- | pojjytion control: insufficient environmental Prace
blue/crust)  already awareness and technologies for in-plant and | The establishment of LLPTDI will assist the
well established; Some | on of pipe waste reduction and treatment | industry in training activities.
largetanneries (ELICO | o ytjons; monitoring and analysis capabilities o , o
Group) aready | ang facilities; occupational health and safety The activitiesof EIA will possibly increase the
privatized. practices knowl edge. number of potential foreign investors.
. . . International technical assistance in the area
Development plan for Lfack ofsl<|.lled mar-power in the various stages of pollution control. Intalling awareness on
expansion of the of processing. tannery pollution and the necessity of
finished leather sector Support services: Lack of adequate quality installing cleaner technologiesisamust.
management to ensure competitiveness,
inefficient domestic and foreign investment sub-
sector; indicating weak linkages.
Finance: lack of sufficient capital to carry out
factory extensions and rehabilitation. In the
case of the private sector, tannery productionis
constrained by chemical shortages as foreign
exchange allocations have tended to favour
parastatal tanneries.
L eather Fully-mechanized Lack of good quality finished leathers, | The privatization programmeisunderway and
Products components and other accessories. is starting to show positiveresults.

Capacities exist.

Experience in exports
of  footwear/leather
goods and garments.

Machinery equipments,: old and obsolete and
thereisalack of spare parts.

Lack of skilled labour force.

The establishment of LLPTDI will assist the
industry in training activities.

The activities of the EIA will possibly give a
boost for potential foreign investors.

81




Investment and Innovation Policy Review of Ethiopia

Large ELICO Group
privatized.

Product development
plan used.

Finance: lack of sufficient capital.

Marketing: poor design capabilities and
international exposure. (absence of joint-
ventures, other international linkages)

boost for potential foreign investors.

Under a new UNIDO increase the integrated
programme, it is expected that assistance will
be provided for product development and
marketing including participationin tradefairs.

Source: UNIDO: Field work result
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TablelV.1: Livestock in Ethiopia, 1998

Raw Population Off-take Raw Production: | Weight %
Material 000 heads Rate (kill material 000 . ft.
rate) 000
heads/skins
Cattle 29.450 6.5% 1.900 49.400 40.3%
Sheep 21.700 33.2% 7.200 46.800 38.2%
Goat 16.700 37.1% 6.200 26.350 21.5%

Source  (FAL, World Statisticadl Compendium for Raw Hides and Skins L eather and Footwear

1998).
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CHAPTER YV

Small- and Medium-sized Enterprises (SMES)
Introduction

Thischapter assessestheinvestment potentia (domestic and foreign) and the capacity for technological
learning and innovation in SMEs?*  The focus is on the productive sectors, in particular SMIEs in the
manufacturing sector. Manufacturing SMEs make up the largest and the most important segment of the
industria sector in Ethiopia. In 1998, for example, SMEs contributed to 68 per cent of gross value of
production and over 80 per cent of employment in the manufacturing sector. Aswill be shown below, SMEs,
especidly the latter, are among the most dynamic and innovative enterprises in the country. In reviewing the
investment and technology policies of Ethiopia, therefore, it is pertinent that specid attention is paid to the
pattern of development and the strengths and weaknesses of SVIEsin Ethiopia.

A. The Evolution of Manufacturing Activitiesin Ethiopia

Although Ethiopia has a long history of artisan manufacturing activity, the development of modern
manufacturing enterprisestook place mainly in the post World War |1 period. The evolution of the sector fals
into three broad phases: theimport- substitution period which lasted from the early 1950sto 1974: thecentraly
planned economic system from 1974/1975 to 1991; and liberdization and market-orientation since 1991.
During the second period, private sector indudria activities, conasting mainly of SMESs, were openly
discouraged through restrictive policies, including regulations and direct controlsthat prevented accessto credit
and imported inputs by private enterprises. Not surprisngly, therefore, during this phase, the number of officidly
registered smal- scae manufacturing enterprises was reduced.

Since 1991, there has been sgnificant improvement in the incentive system and the macro economic
environment with pogtive implications for manufacturing activities. A liberd investment code has been
introduced. Domestic price controls have been removed. Thefinancia system has been partidly liberdized.
Tariffs have been reduced and non-tariff barriers have been removed. A public sector reform programme has
aso been introduced and one of its main objectives being to privatize SMEs that were nationdized in the
1970s.

All these reforms have immensdy improved the domestic policy environment for SMEs. In fact, the
Government has gone a step further in its support for smal enterprises by formulating a Nationd Micro and
Smadl Enterprises (M SEs) Devel opment and Promotion Strategy. Thisisanimportant beginning and should be
followed by refinements of micro-policies and incentive schemes amed a promoting learning and technica
change a the enterprise level. Some of these policies are identified below.

* Thereisno universally accepted definition of small- and medium-sized enterprises. Usually, the turnover of the enterprise,
number of persons employed or capital invested are used alternatively or in combination. In Ethiopia, there are not yet any
legal definitions of SMEs. For example, the Development Bank of Ethiopiadefines SMEsin terms of capital invested whilethe
Ministry of Trade and Industry (MOTI) uses number of persons employed as the main criterion. For the purpose of this
report, the employment criterion isused. Thus, small enterprises include those employing up to 20 persons and mediumscde
between 20 and 100 persons.
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In the long run, the possihility for investment expanson and indudtrid growth in Ethiopia depends
heavily on the country's ability to provide SMEswith the gppropriate supporting ingtitutions and an environment
that fosters innovative activities. In many other developing countries, large enterprises are the outcome of the
orderly development of SMES. An example of this phenomenon isthe shoe manufacturersinthe SinosValey
of Brazil.?> Most of these manufacturers started as smdl-scale operators, clustering around aspecific areato
supply theloca market. Currently, the SinosValey shoe manufacturersareleading playersin shoe production
and able to compete in international markets and respond to globa chalenges. The point here, is not to
understate the redl problems that SMEs frequently face in a developing country environment, but to highlight
that while obstacles are many, there are possbilities for fostering dynamic and innovative SMEs that are
competitive and attractive to domestic and foreign investment.

B. Method of Analysis

The analyssin this chapter is based on asurvey of asample of enterprises undertaken specificaly for
the purposes of thisstudy. Anillustration of some of the key features of thesample enterprisesispresentedin
tableV.1. A survey approach was preferred for two reasons. First, the dataavailable on SVIEsin Ethiopiais
highly aggregated at theindustrid or sectord levelsand limited both in terms of coverage and categorization of
enterprises by sze. Policy advice based on evidence derived from Satistica generdizations and aggregated
data tends to be, in most cases, mideading or irrdlevant for the needs of targeted enterprises. Many of the
nuances about SMEsand dl thefactorsthat induce path dependent types of behaviour will bemissed. Second,
information gathered at the firm level provides the opportunity to assess the perceptions of enterprise owners
about ther nationd investment climate and their attitude toward technologica upgrading, innovation and
competitiveness.

The survey included 20 enterprises engaged in the manufacture of chemicad and plagtics-related
products, 15 in meta-working, 10 in textile and clothing, 13 in food processng and another 13 in legther and
leather products. The mgority (88 per cent) are private sector enterprises owned by domesticinvestors. The
rest (12 per cent) are State owned. Small- and medium-scale businesses, epecidly in the manufacturing
sector, have attracted very little of the FDI inflows Ethiopia in recent years. The tendency has been to
concentrate on larger and more capitd-intensve productive activities. This trend must not be dlowed to
continue given the criticd role of SMEsin Ethiopia and the potentid that existsfor attracting FDI from foreign
SMEsthat target other SMEsin the host countries. The advantages of attracting FDI by multinationd SMEs
and how they can be targeted and attracted is discussed below.

Firms of dl szes are represented in the survey dthough, naturaly, the main focus has been on the
SMEs. The sample includes 27 smdl- and 35 medium-sized enterprises. In addition, for comparison
purposes, 9 large-scae enterprises have been included. Thereisahigh leve of geographic concentration of
manufacturing activity in Ethiopia. Over 70 per cent of modern sector manufacturing activity isconcentrated in
the Capitd city, Addis Ababaand the surrounding region, in particular along a 100 kilometre stretch between
Addis Ababa and the town of Nazareth. The sample of enterprises selected for this sudy are located in this

geographic region.

 For adetailed analysis of the pattern of development of shoe manufacturing enterprisesin Sinos Valley, Brazil, sseShmitz,
H (1995).
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TableV.1
KEY FEATURES OF SAMPLE ENTERPRISES

Chemicals Food L eather Metal Textiles
processing working
Sectoral distribution 20 13 13 15 10
Size Distribution %
Small 18.5 26 26 18.5 11.1
Medium 40 85 11.4 28.5 11.4
Large 11.1 333 22 - 33.3
Mean size 48 49 50 38 163
Mean age (year S) 12 13 7 15 21
Ownership %
Private 90 77 92 100 70
Public 10 23 8| - 30
Market Orientation (No.
of Enterprises) Domestic
Market Al 12 10 Al 9
Bxpot | 1 3 - 1
Source Survey results
C. Investment and Innovation Potential and Constraints

The mgority of SMEsin Ethiopiaare now in private hands, mainly domestic private capital. Sincethe
beginning of the privatization programme, anumber of State- owned manufacturing SM Es have been privatized
thereby reducing the involvement of the State in smdl- and medium- scdle manufacturing activities. Intermsof
ownership sructure, ahigh proportion of the private enterprises are sole proprietorships or family owned. This
patern of enterprise ownership has implications for invesment, innovative capability-building and the
implementation of indugtrid policy in generd. In this connection two points should be noted.

First, sole proprietorship or family owned enterprises tend to be risk-averse. This averson is
understandable because business failure for owners of such enterprisesis likely to have direct ramifications,
such aslosing their homes or other assets put forward as collatera. Therefore, taking arisk tendsto beabig
sep for such enterprises. In fact, in this report, taking risks by investing in "new" management systems, or
atracting foreign investment through partnership arrangements or introducing production processes that are
"new" to thefirmsthemsdvesand their environment isregarded asinnovative activity. Unfortunately, the number
of SMEsin Ethiopiathat quaify these criteriais notlarge, though sufficient enough to believe that with carefully
designed policiesand incentive measures and well-focused and coordinated support system, the number canbe
increased. In effect, therefore, the message for policy makers in Ethiopiais that more innovative and direct
policies and approaches are needed in designing and implementing policies to simulate investment and
innovation in SMEs
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Second, typicaly, decision-making power in sole proprietorship and family owned enterprisestendsto
be highly centrdized, usudly in the hands of asingle owner. The owners perceptions of policy intentions and
market conditions determine the nature of response to policy. This has important implications for policy
implementation, especidly invetment and innovation-related policies. Ther effectivenesswill depend among
other things on how forcefully these policies are explained and transmitted to enterprise owners.

Asnoted above, FDI insmdl- or medium-scde activitiesarelimited. However, thereisgrest potentid
for FDI involvement in exising SMES through partnership or subcontracting arrangements.  Some of the
enterprises interviewed dated, for example, that they were searching actively for potentid partners in East
Africa, the Middle East, Asia and Europe, to establish a partnerships alowing them to gain market access
abroad and to learn from the partner through client-supplier relationships. A detailed interview was conducted
with a manufacturer of machinery and equipment who was, a the time, in the process of negotiating with
another enterprise in Greece to form amarketing and technology partnership. This case study illustrates the
type of policy and attitude changes needed in Ethiopiain order to attract foreign investment and encourage
innovation through externd linkages.

The case in point involved a proposa for a partnership agreement between a smal-scale Ethiopian
enterprise and a Greek firm. The plan was for the Ethiopian firm to process and supply sesame seed as an
input for the manufacture and marketing of biscuitsin Greece. Eventualy, inthelong-run, the biscuitswould be
prepared in Ethiopia, where labour costs are much lower, with technica assstance from the Greek partner.
The product would then be packaged and marketed by the Greek firm. Thisisaclassc exampleof thetype of
externd partnershipsthat Ethiopian SMEs can arrange and learn from by interacting with other SMIEs or larger
firmsin other countries.

Inter-firm partnerships can be effective mechanisms for investment flows, technologica learning,
knowledge sharing, technology transfer, market access and the development of innovative capabilities?®
However, the process of identifying and establishing contact with apotentia foreign partner and then negatiaing
an appropriate partnership agreement isnot an easy task, especialy for small enterprises. Infact, a thetime of
theinterview with the Ethiopian firm, the owner was preparing for his second trip to Greeceto follow-up on his
earlier vist which resulted inlittle progress. Hisnegotiating plan was based on intuition and the determination to
succeed in acquiring a partner abroad rather than awell prepared business plan backed by negotiating skills.
Such efforts require public sector support because the cost of searching and following- up on potentia foreign
partners, be it for joint-venture investment, subcontracting arrangements or technology partnership, is
prohibitivefor most SMEsin generd and small enterprisesin particular. Associated problemsindudethewhole
process of finding information about potential partners, establishing contact, preparing and undertaking trips
abroad, which can be difficult if, for example, accessto visapermits are restrictive and findly approaching the
potentia partner and initiating negotiations. At present, in Ethiopia a mechanism for supporting enterprises
seeking to edtablish inter-firm cooperation with a potential foreign partner does not exist.

The case of the firm trying to penetrate the Greek market and eventuadly the European market helps
illugtrate the strengths and weaknesses of the current policy environment and itsimpact on the private sector. It

* Therole of inter-firm partnershipsin technological capability-building and the general policy and economic environment
conducive to inter-firm cooperations are examined in, UNCTAD, (1995), “ Technological capability-building and technology
partnership: field findings, country experience and programmes’, (UNCTAD/DST/6), Geneva, Switzerland.
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would have been unimaginable bardly ten years ago for an owner of a smal business in Ethiopiato initiate,
without State involvement, discussions with aforeign enterprise in order to establish a partnership agreement.
In this respect, the policy environment is now much more favourable to the private sector. The case dso
demongtrates, however, thelack of an Ethiopian support system for enterpriseswishing to establish partnership
arrangements with foreign enterprises, a development the Government encourages. Currently, Government
support to firms searching for partners abroad is limited to listing the names and activities of loca companies
seeking partners and disseminating thisinformation at tradefairsaoroad, through Ethiopian Embassies, or during
vigtsby Government officidsto developed countries. Thisprocessisnot sufficient. Thereisaneedto develop
adearly defined partnership support programme and implement it through an agency whichworks cdosdy with
the private sector.

A useful garting point in examining what Ethiopia can do to promote and facilitate partnership
arrangements between domestic enterprises, especidly SMEsand foreign companiesisto first understand the
processesinvolved in establishing and consolidating partnerships. Effective partnershipsat theenterpriselevel
need time and effort to develop. In some cases, they are the outcome of a long interaction and strenuous
negotiations, often characterized by a process of tria and error and gradud building of trust. For example, it
took over two years and nineteen trips to the Republic of Korea for managers'owners of a medium-sized
enterprisein Ethiopiaprior to start assembling televisons (TVs) localy in cooperation with aK orean company,
Samsung. Prior to entering the TV assembly business, the enterprise was for many years engaged in trading,
induding the distribution of imported eectronic products in the domestic market.

Severd factorsinfluenced the decision to shift from distributing imported Korean TVs to assembling
themin Ethiopia Thefirst issmply that the managers'owners of the Ethiopian enterprise wished to diversify
their business activities from distribution to manufacturing. Second, it was believed that assembling the product
locally would reduce the cost of production and thefina sdlling price, thereby making it competitiveintheloca
market. Third, it was assumed that assembling TV s under license from an internationdly recognized company
would accelerate export market opportunities in the region.

Having decided to assemble Samsung brand TV slocdly, the Ethiopian enterprisegpproached Samsung
with aproposa to assemble their brand, Trihorn, under license. Not surprisingly, this proposal was rejected
outright partly because of K orean skepticism about thetechnical capacity of the Ethiopian enterpriseand partly
because the proposd did not contain detailed abusiness plan, assessment of loca technologica capabilitiesand
knowledge of theindustry. After theinitia contact, it took nearly two years and severa detailed negotiationsto
findize an agreement with Samsung. In brief, the main factors that helped to bring about find agreement
included: the determination of the managers'owners of the Ethiopian enterprise; numerousvisitsto the Republic
of Koreafor negatiations; two fied trips to Ethiopia by two Samsung engineers, (onefield trip lasted for two
months) to study the leve of technologica capability and to hep sat up the assembly plant; training in the
Republic of Koreafor four Ethiopian technical staff, paid for by the Ethiopian enterprise; and the acquisition of
meachinery and equipment from the Republic of Korea.

This process and especialy the tedious and time consuming negotiating process that followed, to an
extent, demongratesthe generd lack of experiencein Ethiopiain arranging partnership agreementswith foreign
companies. More importantly, it shows the total lack of an Ethiopian support system for guiding domestic
enterprises wishing to find foreign partners for purposes of attracting foreign invesment, marketing
arrangements or technology cooperation.
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If the Government’ sobjective of stimulating foreign investment and technology transfer through among
other things joint-venture activities and/or inter-firm technology and marketing partnership isto succeed, then
direct Government support through a specific "partnership promotion programme” is a necessity. This
programme should ded with the various stages of arranging a partnership agreement.  These include: (i)
increasng awareness, amnong SMEs, of the potentid and the advantages of partnering with foreign enterprises,
(i) assgting them in preparing the background work necessary before gpproaching apotentia partner, such as
defining the gods aswell asthe terms and conditions of agreement sought and pecifying the medium- and the
long-term objectives; (iii) helping with the search for an appropriate partner. Once the decison to form a
partnership with aforeign enterprise has been taken, the next task isfinding theright partner which isoften a
costly and arduous exercise for SMES. The information needed to make decisons on al these factorsis not
adways easly accessble to SVIEs. Moreover, in Ethiopia, the private consultancy services available do not
have the capacity to conduct a search and to advise loca enterprises of potentia foreign partners. The
Government isin aunique position to play an important role in this respect.

Some measures that could be taken include, for example, keeping acatal ogue of domestic enterprises
wishing to enter into partnership arrangements and ensuring they prepare aproper businessplan, ng their
technical and other capabilities. Search for potentia foreign partners for co-financing, for example, assisting
enterprises through Ethiopian Embassies aoroad, subsdizing trave costs and even approaching foreign
enterprises on their behdf, thereby playing the role of matchmaker and broker. The eventua success of
partnership depends, to an extent, on the negotiation and communication skillsof the partners. Theseskillsare
not easily developed, especialy in SMEs, and support will be essentid inthese areas. Potentia foreign partner
perceptionswill aso bepostiveif it isknown the Government supportsit and wishesit to succeed. Findly, the
partnership must be consolidated through regular exchange of information and by reviewing objectives and
drategies. This can dso be difficult for the partners since the arrangement has to show success to judtify
continuation. Incentive measuresand adjustment of rulesand regulations governing partnership agreementscan
assg in easing the strains asociated with partnering.
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D. Market Orientation

Thebulk of products and servicesfrom SMEsisamed at the domestic market. The export-orientation
of enterprisesin the manufacturing sector in genera and the small- and medium: scae enterprises, inparticular is
very low. Only two of theenterprisesincluded inthe survey produce solely for export markets. Both produce
semi-processed leather products for international markets. Five ather enterprises clamed that they export a
smadl proportion of their outputs.

What is gtriking, however, isthat some of the enterprises reported they export less now than they did
prior to policy reforms. Two main reasonsweregiven for thisapparent regresson in export capecity. Fird, the
domestic market hasimproved greetly snce 1992 cresting the opportunity for enterprisesto increase supply to
theloca market including by switching from export markets. It seems, therefore, for these types of enterprises,
there is little difference between supplying the domestic and external markets. Indeed, interestingly, many
SMEs in Ethiopia produce or are capable of producing manufactured goods that can compete in export
markets, especidly in regiond markets, although they do not operate in export markets because they are
satisfied supplying the loca market. For some of them, it is“lesshasd€’ to supply the domestic market. This
story applies, for example, to one enterprise, which exported, for aperiod of seven years until 1994, lesther
jackets, leather belts and bags to markets in the region and Eastern Europe.

The second reason for deterioration in export capacity islinked to the eimination of State subsidiesin
the post reform period. Two of the enterprises in the sample, both state-owned and in the leather sector,
clamed that their export volume has declined in recent years due to difficulties in importing inputs needed to
produce export quality products. This problem was partly attributed to management reforms, which included,
among other things, financid accountability and dimination of cross-subsdies.

There are now concerted effortsto improve the country's export capacity in genera and the export of
manufacturing products in particular. The establishment of an Export Promoting Agency in 1998 isaclear
manifestation of thisdetermination. Thefirg step in boosting exports should be to ensure enterprises that have
exported in the past, but have subsequently lost their export market shereare abletoregainit. It should prove
relatively lessdifficult to support enterprisesthat have exporting experience with established contactsin export
markets, than new beginners.

Thereisan urgent need to devel op specific and targeted measuresto induce SMIESinto export markets,
Nevertheess, the success of such measures depends, to a large extent, on their implementation through a
speciadized agency having direct contact with potentia exporters. Moreover, this agency must monitor their
progress through continuos interaction and by providing support, especialy in areas where serious congraints
exigt such astrangport, availability of information and quality control. Among thelessonsthat countriessuch as
Ethiopia can learn from the experiences of successful exportersin East and South East Asia are, that in the
earlier sagesof indudtridization, the most effectiveway of attracting foreign investment and generating export-
oriented dynamic enterprises is through specific and targeted policies and hands-on approach to export
promotion. Theroleof the Government inthis processiscritica. Therationdefor the hands-on approach and
active Government involvement in export promotion and the reasonswhy domestic enterprises, including small
businesses content supplying local markets, should be encouraged to export are two-fold.
Fird, apat from generating additiona foreign exchange that is badly needed to meet import
requirements and to ease the debt burden, the competitive pressure that export marketsimpose often induces
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learning and the drive to upgrade product qudity through additiond investment, product innovation and the
acquigtion of new technologies. The learning aspect of exporting manufacturing goods must not be
underestimated and this by itsalf would justify providing direct support to SMEs that have the potentid to
export manufactured products. As confirmed during interviews with some enterprises, SMEsin Ethiopiaare
not dwaysaware of their own weaknesses compared to "best practicelevels'. Exposureto competitive export
markets and the experience of interacting with dlients having diverse choice of supply intensfies the learning
process.

Second, even if the potentid to enter export markets aready exigts, initiating entry may not dwaysbe
easy for some enterprises, especialy SMES. The cost of entering export markets are high and help may be
needed in terms of information support, market intelligence, contract with foreign buyers, vidtsto trade fairs,
design and packaging and so on. Even amodest injection of resources can help such enterprisesgrestly, if used
judicioudy to overcome the main market deficiencies.

E. Innovative Activitiesin SMEs

The survey results indicate there are many SMEs in Ethiopia that have invested in technologica
upgrading and innovative cgpability snce the introduction of policy reforms in 1991. By the same token,
however, there are dso SMEs that are struggling to adjust to an environment characterized by heightened
import competition and awithdrawal of many earlier forms of State support.

Thefollowing two chalengesface policy makersin Ethiopia (i) how to ensurethat dynamic enterprises
continue to invest in new technologies, improve their competitiveness, attract foreign investment and build
export capacity; (ii) how to stimulate investment and technologica change in less competitive enterprises. A
two- pronged approach is necessary - one dedling with the more successful enterprises and the other with the
laggards. At present, the view among Government officiasisthat policy and other forms of support should be
directed primarily at enterprisesin need of assistance rather than those that are doing fine by themsdves. The
Review Team bdievesthat in the long-run, if this gpproached isfollowed it will have adetrimentd effect onthe
development of the industrid sector as a whole.  There are two reasons for this. First, in economic
management, it isnot only failures but also successes that need to be managed through appropriate policy and
support systems. Second, viSits to the more dynamic enterprises show that they are not devoid of problems
and in fact, face many obstaclesthat block their future growth. The nature of innovetive activities observed in
Ethiopia as well as congraints will be identified and discussed. It is essentid to identify and nurture such
activities and use them as the basis for attracting foreign investment and enhancing foreign capacity.

Theinnovative activities observed within Ethiopian SMEsin Ethiopia can be grouped into two broad
categories. Thefirg involvesimprovementsto "existing” products or the manufacture of copied productswith
minor adjustments. In some cases, it involves the introduction of new design, often copied from abroad, or
dight modifications to production processes. Mogt of these activities are technologica changes based on
imitation with minor improvements or adaptations rather than innovation proper - asdefined in chapter one of
thisreport. Nevertheless, they indicate enterprises engaged in these activities are active in trying to adjust to
changing demand conditions by investing in skills and technology to meet changing market needs.

More importantly, for the enterprises concerned, the technologica changes introduced were
economicaly important and enabled them to remain competitive and profitable. The survey results show that
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44 per cent (12 out of 27) small-scale enterprises and 51 per cent (18 out of 35) medium-scale enterprises
introduced minor technological changesin productsand/or processesinthelast threeyears. Interestingly, only
22 per cent (2 out of 9) of thelarge- scal e enterprisesincluded in the survey introduced technologica changesin
the same period.

The response of enterprisesto questions regarding the sources of information and where the pressure
for technica change originated from and whether learning isinvolved in these ctivities reved sthat: (8) copying
existing design or productsis the primary source of knowledge; (b) most of the changeswere introduced asa
response to client needs and in an attempt to maintain market share; and (c) some of the enterprises clamed
that new techniques were learned and aso new skills were introduced as the result of technologica changes.
However, in dl cases, interactions with R& D centres or technology support ingtitutions in the country were
absent.

A second feature of innovative activities observed, that enterprises have introduced, through large scde
invesment and in-house R& D efforts, are new products or a new production processes or management
technique. Other factorswerethat, in most cases, these new additions have contributed to radica changesin
the market position of theinnovating enterprises either by improving the quality of goods produced or reducing
the cost of production. The survey found that in the last three years, 20 per cent (or 7 out of 35) of medium-
scae enterprises and 18 per cent (or 5 out of 27) of small-scale enterprises have introduced new products or
have acquired new production processeswhich are, in many casesnew to the country. In contrast, none of the
large-scale enterprises included in the survey have undertaken product, process or management-related
innovations.

In addition to those included in the survey, however, other even more dynamic and innovative
enterprises were identified. Indeed, these include a number of well-known loca firmswith widdy publicized
innovative successes. For example, an enterprise developed loca capability to manufacture eevatorsthrough
reverse engineering and adaptations. 1t took the firm nearly three years to acquire the skills and technica
know-how required to manufacture €l evators which compete with imported products. The enterprise arted
out by reparing, overhauling and inddling exising devators. It gradudly moved to manufacturing of
componentswithinitsworkshop. This period provided an opportunity to learn and acquireinformation of the
tacit knowledge necessary for manufacturing capability. Interestingly, thisparticular enterprise had previoudy
developed, through reverse engineering and gradua devel opment of skillsand know- how, loca capatility inthe
manufacture of traffic gnds.

In order to build these import- subgtituting type innovative capabilities, the enterprise had to undertake
various meaaures, including: investment in the transfer of new and specidized skills from a devel oped country
(oneof thefirm’ sengineerswas sent to Italy for advanced training); investment in new machinesand equipment;
establishing pilot projects and conducting R& D using tacit knowledge accumulated at the enterprise leve.
What is griking about this enterprise is how it was able to enter the business. Technologicad knowledge
accumulated within the enterprise wasimportant, but the critical factors contributing to the firm’ s successwere
good management and marketing know-how. Theowner and managing director of the enterprise, an engineer
by background, managed a furniture business for over twenty years, in Ethiopiaand Kenya Searching for a
new design or anew product to maintain market share and to ensure competitiveness is part of the furniture
business culture. It was partly this background and the manager's determination to contribute to the
development of loca innovative capabilities that dictated the choice of new product lines. According to the
owner/manager, he wished to initiate the production of products that: utilize existing technologica capabilities
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within the enterprise; involve innovative activities, contribute to an import- subgtituting process; provide his
enterprise a competitive advantage in the domestic market; and open export opportunities. He has achieved
most of these objectives and is currently working on the last objective - diversfying into regiona export
markets.

Ancther equaly successful case of innovation involves a medium-scale truck body and trailer
manufacturing enterprise. Thisenterprise, snce 1994, wastransformed from astandard truck body assembly
plant into an export- oriented, innovative and one of the most dynamic and highly competitive enterprisesin the
country. How wasthis achieved? The turning point in the enterprises drive toward innovation came with the
decison of the owner/manager to hireahighly skilled engineer from Germany with over thirty yearsexperience
in the truck manufacturing business

The owner/manager wasimaginative and innovativefor two reasons. First, dueto the high cog, inloca
currency terms, of hiring an expatriate, especialy from developed countries, it is unusud to find smdl- or
medium-scale enterprises in Ethiopia taking the bold decison to hire skilled personnel from abroad. Second,
the choice of the German engineer by the enterprise was strategic. With the engineers extensve experiencein
"best practice” production of truck bodies and trallers; his specidization and expertise in design and qudity
contral; hisexperience of living and working in Saudi Arabiafor 16 years; hisfirst hand knowledge of the types
of tralersdemanded in theregion; and findly, hisextensve contactsin Germany and the Middle Eastern region,
the Ehiopian enterprise gained dl these dements and the tacit knowledge acquired from his past work
experience.

Theengineers mostimportant contribution wasto introduce anew working culture and to convince the
owner/manager that the enterprise had to develop a culture of innovation and qudlity if it wasto progper and
become comptitive in the domestic and international markets. In practice this meant:

Encouraging specidization and providing enterpriseleve traning to al saff, especidly technicd
qeff;

Acquiring high precison machinery and equipment. The enterprise now has digita cutting
mechines computerized metal forming and universa machines, and computerized rolling

machines. Mogt of these are new to the country. Another unique addition isthe ingtalation of
computerized painting capacity, the only one in the country;

Introducing a "powder welding system” which is a method used in developed countries and
involves using the same materid asthe product, but in powder form, for welding. This makes
jointsstronger and more difficult to crack. Specidized machinery and training wasrequired to
carry out this process,

Deveoping in-house computer designing capacity. Training isgiven by the expatriate enginesr;
Setting up qudity control procedures a every stage of the production process and gtrict
enforcement for the rgection of sub-standard quaity work. Technicd saff have received
training on the required sandard. However, the expatriate engineer has retained overal

respongbility of quaity control;

Introducing new products through in-house design. The variety of manufactured trailers
include, petral tank ers and tankers for trangporting chemica or dangerous substances. The
latter types of products would not have been possible to manufecture if the various new
introduced capabilities were not acquired by the enterprise. At present, over 70 per cent of
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the demand for the enterprise's output comesfrom export markets, mainly theMiddle East. At
the time of the interview, the enterprise had orders to keep it operating at full capacity for
eghteen months.

Smilar innovative activities have dso been observed in other SMES including, for example, a
manufacturer of plastic productswhich designed and built awater based machine cooling system asasubgtitute
to the application of CFC, thereby reducing the cost of production, saving the country foreign exchenge and
contributing to environmentd safety. Theseexamplesaswel asmany other innoveive activitieshelp toilludrate
the types of innovative activities that SVIEs in Ethiopia are, or are cgpable of, undertaking. The question is,
what werethe key factorsinfluencing these innovative trends? Two types of influences can be identified: the
pull and push factors. For the first set of innovative activities identified above, enterprise response suggests
mainly the pull factors, more specificaly the need to meet market or customer needs, were the principal
cadystsfor innovation.

Although the market influence was aso important for the second group of innovative enterprises, it
seems that the push factors were the dominant forces behind the innovative drive in these enterprises. The
ingpiration of the owner/manager, investment inin-house R& D activities and as noted above, externd linkages
in the form of skill/knowledge trandfer, were some of the push factors influencing technologica learning and
innovation. However, in dl of the innovative activities observed, none were influenced or inspired by specific
Government incentives or technology support indtitutions in the country. Linkages between innovative
enterprises and the scarce support indtit utions in the country are either non-existent or, in afew cases where
linkages were detected, were ad hoc and ineffective. Even more distressing is the fact that the mgjority of the
innovative enterprises were not even aware of the existence of some of the technology support inditutionsin
Ethiopia

What are the mgor obstacles to innovation within SMEs in Ethiopia? The responses of enterprises
reved the following:

Lack of information support systems, especialy on design, technology, best practices, market
potentia and partnership opportunities, beit for the purpose of investment, technology transfer
or market access. The cost of searching and accessing relevant information is high for small
enterprises in Ethiopig;

Shortage of technica sKills, in particular designing and precison machining. As observed
above, some enterprises have training programmes but for the mgjority of SMES, especidly
amdl-enterprises, training their own workersis not an option because of the high cogtsinvolved
and the high turnover of technical staff. Inaskilled labour shortage economy, training & the
firm levd involvesahigh leve of risk;

Rdatively wesk intdlectud property rights protection system, dthough some improvements
have been registered snce mid - 1990sfoll owing the enactment of abill providing protection of
patent right on creativeworks. The Ethiopian Science and Technology Commission has made
great effortsto acquire the capacity to provideinformation on patented productsaswell ason
internationa research centres. Since the enactment of the bill for the protection of intellectua
property, the number of creativeworksregistered increased rapidly. Bethat asit may, during
the Review Missonto Ethiopia, anumber of enterprisesindicated that in generd theintdlectud
protection system in Ethiopia, particularly the lega procedure, is till wesk and cumbersome.
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However, some of the enterprises that complained about the lack of a proper patent rights
enforcement system were in many indances themselves abusers of such rights. Two of the
more dynamic and innovative enterprises (furniture and plastic products manufacturers

repectively), for example, clamed that they are discouraged from introducing new products
because of rampant copying/imitation by other enterprises and thelengthy process of bringing
abusersof intellectua property rightstojustice. Curioudy, however, the accusersthemselves
proudly claimed they hed obtained designsillegaly from abroad during viststo trade fairs or
businesstrips and have copied and supplied find productsin Ethiopiawithout the knowledge of
theorigind desgners. Therationa for demanding astronger protection system isbased on the
argument that copying from abroad involves investment - the trips oversess, the cost of

searching and developing copying capability, etc. — and therefore, firms must be allowed to
recoup ther investment. The Government is currently re-examining the whole issue of

intellectud property rights. In this context, it is vital to ensure that the balance between

protecting the rights of intellectua property holders on the one hand and competition and the
diffuson of knowledge on the other is maintained;

Absence of proper and effective standard setting and qudity control mechaniam. Theexising
qudlity control system isin dire need of upgrading to be brought in-line with the dandardsin
competitor countries. Some of the innovative enterprises visited by the Review Team had to
rely on foreign expertisefor qudity control, which isacostly and time consuming process. One
enterprise had to delay production because a customer - a building contractor - demanded
British sandard PV C and no onein the country, including the Quality and Standards A uthority,
had knowledge of the required standard. In order to build loca capability for innovation,

diverseformsof collaboration and networkswill be necessary. Thiswill enable SMIEsto share
risksand cogts. Oneform of ingtitutional responseto this approachis UNCTAD's Centre for
Innovation and Enterprise Development (CIEDs). CIEDsisasort of network broker, which
promotes synergies and crestes linkages between enterprises and support ingtitutions such as
gandards office and R&D centres. Operationd in severa African countries, CIEDs has
developed its own methodology in terms of diagnogtic tools. The specific features of this
model of an innovation support system is described in Box V.1

Interegtingly, neither financid condraints nor the sze or qudlity of the locd market were
identified as mgor obstacles to innovation. However, lack of appreciation, by Government
authorities, of enterprise efforts to innovate and introduce technological changes through

learning and investment was highlighted as a discouraging factor. Among the enterprises
interviewed by the Review Team, some were recognized through the UNIDO award for

innovation. For some of them, this recognition has been most important factor inspiring themto
continue building ther innovetive capability.
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Box V.1
Centresfor Innovation and Enter prise Development (CIEDs)

CIEDsrepresent anove indtitutiond responseto the chalenge of promating innovation in manufacturing
firmsof developing countries. CIEDs condtitute an emerging network of change- generating agencies designed
to promote technologica innovation in manufacturing SMIEs and to stimul ate the devel opment of networksfor
innovation among firms and between firms and locd knowledge- producing indtitutions (universties, R&D
inditutes, engineering consultancy firms, etc.) In Africa, CIEDs are now operationd in Cote dIvoire, Ghana,
United Republic of Tanzania and Zimbabwe.

The main focuses of CIEDs are: @) building and sustaining awareness of the need for innovation; b)
strengthening the ability of firms to identify weaknesses in rategy and operations as wdl as bottlenecks in
production; and ¢) serving asthelink between firmsand anetwork of support structures and supplierswho can
help firms overcome their problems.

Indigenous small and medium enterprisesform the primary clientele of the CIEDs. In some caseswork
with larger firms could aso be undertaken, especialy where such work holds the potentid to promote
innovation a the smdl and medium enterpriselevel. CIEDshelp dient enterprises| ocate gppropriate sources of
expertise and provide assstancein negotiationsand project preparation. Typica projectsinclude: industrid and
management audits, work studies and process re-engineering; maintenance management; materias
management/sourcing of raw materias, equipment and spare parts; technicd training; market andysis for
exiging or new products, and upgrading product quality to meet loca and externa market requirements.

The nature of the innovation process - even a firmonleve - necessitates very close cooperation
between CIEDs and exigting business support aswell astechnol ogy devel opment organizationsin each country.
At the locd levd, gtrategic partnerships will be formed with organizations like Empretec, which have dready
edtablished strong linkswith manufacturing enterprises and their associations. Linkageswill dso beforged with
other organizations which have experience in the promotion of enterprise innovation.

Technology serves as the main point of departure for entry into manufacturing firms and CIEDswork
primarily with enterprise levd personnd to generate and implement innovative solutions to problems
encountered within firms themsdves. Any externd inputs from consultants or experts drawn from the
S& T/R& D and other ingtitutionsin the country are complementary to effortswithinthefirms. Thisisacardina
principlethat digtinguishes CIEDsfrom most other business devel opment service providersand hepsto ensure
the sugtainability of CIEDS  initiatives.

CIEDs focusonfirms, hepsto stimulate the demand for business devel opment services. Asfirmsbegin
to definetheir problemsand enhancetheir capabilitiesfor identifying and implementing technologica innovetion
projects, they aso begin to recognize those resources which must be sourced externdly. This helps to
strengthen the market for technical and other business development services and aso to ensure that such
services respond to the red needs of the firms.

In order to increase the learning experience a firm level, participatory approaches to project
identification and implementation are used to the fullest extent possible ensuring that knowledge acquisition and
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deployment are maximized within the firm. High-impact and lower-cost projects are tackled first so as to
minimizefinancid burdenson firms. Higher-cost projectsare phased in gradudly asfirmsbuild up their interna
knowledge and confidence levels and hence their capacity to handle more capital-intensive activities.

CIEDs seeksto generate a continuous process of andyssand action withinitsclient firms. Tothisend,
CIEDs employsthree diagnodtic tools a various sagesin itsinteractions with manufacturing firms. Thefirst of
these diagnogtic toolsB known as Change Assessment and Screening Tool (CAST) B isdesignedtohdpinthe
sdlection of potentidly innovative firms. The second and third diagnostic toolsg known, respectively, asGenerd
Information Seeking Tool (GIST) and In-Depth Enterprise Assessment System (IDEAS) B areused to assist
firmsin andyzing their problems and identifying possible solutions.

F. Attracting FDI from SMEs

A little known but growing phenomenon in globa FDI flows is the emergence of SMEs as TNCs.
Today, the overwheming mgority of some 60,000 parent corporations are SMES. A large proportion of
these are from the United States, Western Europe and Jgpan which invests mainly in regiond markets. In
recent years, however, anew trend has emerged involving SVIEs from the Newly Industriaized Countries of
East and South-East Asa Rising labour cogts, the push and pull factors of globdization and the intense
competition in domestic markets are forcing SMEs from these countries to seek investment locations in the
region and beyond, including Africa  These SMEs have specid features which make them dtractive to
countries like Ethiopia and should, therefore, be specid targets of investment promotion strategies.

They tend to bereatively |abour intensive and therefore, appropriate for the Government of Ethiopias
objective of employment cregtion. In most cases, they prefer greenfidd investments when establishing
production abroad, thus contributing to technology transfer and loca technological cagpability building. They
aso tend to prefer joint-venture ectivities, whichisided for learning by loca partner enterprises. Findly, they
tend to rely more on indigenous than expatriate personnd. For thesereasons, aswedl| asthefact that negotiating
with SMEsis relatively less complicated than large TNCs, the option of targeting SMEs from East and South
East Asashould be consdered. The problem, however, isthe cost of obtaining accurateinformation onforeign
SMEs and disseminating it among potentid loca partners. This task should be performed by the EIA on the
bass of aspecid programme to attract investment from foreign SMEs.

G. Support Infragtructure for SMEs

Survey results show that none of the enterprises contacted have regular interaction with any of the
supporting ingitutions in the country.  Some claimed occasiona contact when specific problems occurred.
What is gtriking, however, isthe fact that many of the small enterprises are not even aware of theroleand in
some cases, even the existence of supporting indtitutions. Infact, the inditutionsthemselves, nearly dl of them
from the public sector, do not seem concerned with the lack of information flow regarding their functions and
objectives.

Thetwo mogt important ingtitutionsthat are directly involved in the promotion of SMIEsare MOTI and
thenewly established MSEDA. Thelatter isenvisaged to operatethefedera and regiond leve of Government.
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(i) The Ministry of Trade and Industry (MOTI)

TheMinigtry of Tradeand Industry isthe main body of Government which coordinatestheformulation
and implementation of industrid policy. It is dso the primary inditution, a the Federd Government leve,
responsible for the formulation, coordination and monitoring of nationa and sectord policiesrelated to micro-
and smdl-scale enterprises (M SES).

(i)  TheFederal Micro and Small Enterprises Development Agency (FEMSEDA)

Enterprise promotion effortsin Ethiopiahavetraditionaly focused on urban based and smdl and micro
enterprises. Inthe 1960sand early 1970s, adepartment within thethen Ministry of Industry and Tourismwas
responsible for coordinating promotion activities which basicaly condgsted of providing training on business
management. In 1977, the Handicraft and Small Scae Industries Development Agency (HASIDA) was
edtablish to provide training mainly in management and technica skills and to serve as coordinating agency for
Government policy on smdl enterprises. Shortage of funds and unfavourable Government policy toward the
private sector in the 1980s made it extremely difficult for HASIDA to have an impact on the development of
local small enterprises.

Sncemid- 1999, the Government hasrevisited thewholeissue of SVIEs promotionin Ethiopiabut with
more focus on small and micro enterprises. A mgjor sudy was conducted with the support of adonor agency
which resulted in the preparation of aNationa Micro and Small Enterprises Development Promotion Strategy.
The drategy outlines the policy framework and the inditutiondl environment for promoting and fostering the
development of micro and smdl enterprises and stimulating the entrepreneurid drive in the country.

Specific objectives of the support strategy are:

Createlong-term jobs (through skills upgrading programmes for micro and small enterprises
and encouraging the use of appropriate and modern technologies to improve their capacity to
create employment);

Strengthen cooperation between small enterprises;

Promote export (especidly in areas where the country has a comparative advantage);
Provide needed technicd support for the graduation of smdl enterprisesto medium and large-
scale enterprises,

In addressing these objectives, FEM SEDA is expected to provide support to the Regiona Micro and
Smdl Enterprises Development Agencies (ReMSEDA). The services include training, business advisory
savices, information and facilitation of access to finance, technology, export markets and business
linkages/subcontracting with large local and internationa companies. FEMSEDA has been established asan
autonomous Government ingtitution having its own legd identity and run by a board of management which
includes representatives of the private sector. Private sector participation in the management of enterprise
promotion agency isanew gpproach in Ethiopia FEMSEDA isdirectly accountable to the Ministry of Trade
and Indugtry.
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(ili) TheRegional Micro and Small Enterprises Development Agency (ReMSEDA)

Theidentification and sdection of priority target beneficiarieswill bethetask of each region under the
responsbility of ReM SEDA. However, broad guiddlines are prepared by the federal agency to assist with the
sdection of the target beneficiaries. They will include micro and small enterprises which:

Uselocal resources,.

Have backward linkages with agriculture;

Engage in import subgtitution and have the potentid to export;
Engage in activities that facilitate and promote tourism, €etc.

The assessment of the Review Team is that while the latest Srategy for small and micro enterprises
promotion is comprehensive and structuraly more relevant, its approach to promation, neverthdess, is lill
traditiond and training-oriented. Firgt, the focusison micro and smdl enterprises only, leaving medium-scale
enterpriseswithout public sector support programme. Asindicated previoudy, the assumption isthat medium-
scale enterprises do not need promoting and generally face less problems. Moreover, if support isrequired,
they can afford to pay for the service. These assumptions are erroneous and need re-examination. Second,
thereisatendency to lead from the top with heavy emphasis on training but little provision for enterprise-level
diagnogtic analysis and capability building. In this Stuation, quantity and wider coverageis given more weight
than the quadlity of services provided.

The new drategy may, therefore, encounter difficultiesin financing promation programmes because of
its emphasis on soreading the available limited resources as widdly as possible to ensure that many of the
regiona agencies benefit from the new strategy. In addition, under the new support programme, enterprises
would be expected to contribute, in terms of payment for services, to the cost of managing the support
programme. In fact, according to the Director of FeMSEDA, al support programmes will be based on strict
financid disciplineand will be structured in away that slf-help and financia contributions by entrepreneursare
encouraged and gradually increased. Sudtainability of support programmes is a novel idea and should be
encouraged but, given the history of private sector development in Ethiopia, it is somewhat unredlistic to expect
small and micro enterprisesto pay for servicesreceived from apublic sector enterprise promation programme.

Furthermore, because of the diversity of SMEs activities and congraints, there is a need to provide
support services at different levels, including sectora, enterprise, and specidized. Thismay sometimesrequire
SHectivity in he provison of support services and continuous involvement with a cluster of enterprises.
FeMSEDA has not been designed, both in terms of objectives and resource and organizationa capacity, to
operate in this manner. It lacks the flexibility and business-oriented approach to service ddlivery. In this
respect, the establishment in 1999 of the Enterprise Ethiopia Programme (Box V.2) - isabusiness support
and capatiility-building programme - is an important addition to enterprise support structure in Ethiopia. The
Review Team believesthat the moddlities applied by Enterprise Ethiopiawill be more effectivein responding to
enterprise needs and in achieving sustainable results. FEMSEDA should seriously consider the possibility of
adopting, fully or partly, the Enterprise Ethiopia modd of business support system.

What is missing in FEMSEDA's drategy is networking and integrated approach to enterprise
promoation. The main problem in Ethiopiais not lack of supporting inditutions as such, because some fadilities
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for the provison of basic services do exi<t, but rather the lack of interaction between existing service provides
and enterprises, epecidly smal enterprises. A unique role for FeMSEDA and ReMSEDA isto serveasa
broker between small and mcro enterprises, on the one hand, and a network of public and private sector
supporting inditutions on the other.

What would a brokering role involve in practice? It would primarily involve: ensuring that the target
groups of enterprises are aware of the support services available in the country; identifying gaps in support
sarvices, assessing enterprise needs and matchmaking with the appropriate service providers, monitoring the
impact of services, and providing market-oriented and businesdike support services. 1t would dso involve
working closaly with private sector saif-help organizations such as the sectora and activity-related industrid
asociations. The most dynamic of these associations is the Ethiopian Small and Medium Enterprises
Asociation (ESMIENA). Among its objectives are encouraging inter-firm cooperation and the technol ogica
upgrading by SMEs.
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Box V.2
The Enterprise Ethiopia Programme

Enterprise Ethiopia is an integrated capacity-building programme to foster entrepreneurial small and medium
enterprises and regional business linkages. The programmeis ajoint initiative of the Government of Ethiopia, the private]
sector of Ethiopia, and supported by UNCTAD, UNDP, and the Enterprise Africa Regional Programme. It aimsat stimulating
the growth of new SMEs as well as existing companies from a cross-section of the small and medium enterprise sector,
particularly in the manufacturing and service industries. In the selection of target beneficiaries, emphasisis given to existing
companies with growth potential although start-ups are not excluded. In general, the target group consists of five basic types
of SMEs:

Existing companies in the manufacturing and service sectors, with an initial track record of good performance;
Enterprises currently engaged in agri-businessactivities;

Individuals who have had successful general retail operations and are willing to diversify into new value added
activities;

Companies which have benefited from grants or other credit facilities and are interested in consolidating or
expanding their businesses;

Start-up companies whose project proposals have the best chance of fulfilling the sub-contract requirementsof largel
companies.

* 6 S0

The primary goal of the Programme is to create success stories of Ethiopian entrepreneurs who would act asrole
models and generate the required demonstration effect for the local private sector. To achieve thisgoal, the basic strategy is
to identify, screen, select and support high growth-oriented companies or potential "winners', especialy those with the best
chancesto succeed and capable of effectively utilizing programme support. This strategy is based essentially on the Empretec
Programme model. UNCTAD's Empretec model is acomprehensive and integrated package of core services and follow-up
support interventions designed to improve the operational efficiency and enhance the competitiveness of emerging small and
medium enterprises both in the domestic and export markets.

Overall Assessment

A mgor drive behind investment, technologicd learning and innovation istheincentive sysem and the
macroeconomic environment in which enterprises operate. In Ethiopia, this environment hasimproved gresetly
sncetheintroduction of policy reformsin early 1992. The reviva and growth of the private sector, especidly
manufacturing SVIES, sncethenisdirectly related to rapid improvementsin themacro policy environment. This
chapter has shown that SMESs are among the most dynamic and innovative enterprises in the country. To
ensure that they become the engine of growth for the Ethiopian economy and assigt in attracting foreign
investment, theisolated signs of emerging innovation must be nurtured and strengthened through more focused
policiesand support system. However, thecultureof change, innovation and inter-firm cooperation cannot be
crested overnight nor are they effortless and costless, especidly in Ethiopia where traditiona habits and
practices are entrenched and the support ingtitutions required to build linkages are generaly lacking.

Anintegrated and bold policy approach isneeded to create awvareness of theimportance of quaity and
innovetion to competitiveness and to build the incentive system and supporting infrastructures required to
motivate SMEsto learn and respond to externd pressuresthrough innovative srategies. 1n short, therefore, the
chalenge confronting policy makersin Ethiopiaishow to build apolicy framework that encourages continuous
technologica learning, investment in key sectorsand ensuring that innovative strengths and core competencies
which exigt within individua enterprises, do not remain isolated.

101



Investment and Innovation Policy Review of Ethiopia

Conclusions and Recommendations

A. Conclusions
(i) Overall assessment

Theinvesment and innovation policy review of Ethiopia hastaken place at apoint when the country is
a awatershed of radica change. On the one hand, it isemerging from adestructive and costly regiond conflict.
On the other, it is striving to do so in the context of rapid and fundamental changesin thegloba economy. In
this new and intensdy competitive globa context, atracting foreign investment requires more than the
willingnessto host FDI on the basis of aliberd market and macro-policy environment only. Liberdization and
the process of globdization have consderably increased the choices avalable to foreign firms over where to
invest and locate each of their activities. Therefore, countries competing to attract FDI need to offer morethan
a liberd environment in order to ensure sustained inflows of FDI. It cdls for more focused and well
coordinated investment strategy, aggressive investment promotion efforts and above dl, ahost country that is
politicaly stablewith the necessary skillsand astirong technological and infrastructure base. Beforeidentifying
specific policy recommendations for consideration by the Government of Ethiopia, a number of broad policy
perspectives that have arisen from this Review exercise will be identified briefly.

(i)  Theneedfor vision and arealistic view of the changing global investment climate

As comptition to attract investment intengfies, it is becoming increasingly necessary that investment
policiesand promotion strategies are designed on the basis of dynamic competitive advantages. What doesthis
mean in practice? 1t meansthat deve oping countrieslike Ethiopia should tart by asking themsalveswhat it is
that they offer different from and more attractive than the choices available in competitor countriesin the region
or dsawhere. This, in effect, dso means taking stock of ones assets or capabilities and being Strategic in
atracting investment. The tasks involved include:

(0] Mapping out the core competenciesand ng the strengths and wesknesses of the
economy and the growth opportunities available a the nationd, local and firm leve;

@i Identifying sectors or clusters of activities where competitive advantages aready exist
and where new ones can be developed;

(i) Formulating policiesand incentive schemesthat target sectorsor activitiesidentified as
priority investment areas and that foster linkages between FDI and local enterprises.

In addition, policy-makersin Ethiopianeed to be awarethat the rel ationship between FDI inflowsand
domestic economic development run in both directions. It isevident that FDI contributes to host a country's
economic development by injecting capitd, technology and skills. However, it has become increasingly
gpparent that FDI isattracted most strongly to those countriesthat have taken measuresto strengthen their own
technologica capatiilitiesand have created an environment conduciveto domestic investment and the growth of
theprivate sector. In effect, therefore, creating avibrant domestic economy and acompetitiveenterprise sector
which issupported by astrong local technologica baseisanimportant strategy for attracting and sustaning FDI
inflows
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(iti)  Devolved responsibilities through enhancing therole of institutions

Every opportunity should be takento give grester attention to innovative activitiesand decisonsat the
individud entity leve (eg. enterprise, university, R&D inditution, etc.). This will give these entities more
freedom and flexibility to pursue specific objectives. For example, the evidence of the Bahir Dar Polytechnic
indicates thet its role in the new knowledge market should be quite different if it is to play the development
function so badly needed in thisregion. Smply preserving it asaconventiond tertiary education instituteis not
aufficient in itsdlf, rather it should seeitsdf as a key knowledge resource centre. Similar functions should be
fulfilled by other tertiary education/research ingtitutions across Ethiopia

(iv)  Policy analysis

Thereisaneed to improve busness andysskills at dl professond leves, especidly within the civil
sarvice. Alongsde this, the Government should foster the policy andysis kills of its junior staff. Such staff
should begin to see their function not so much as ciphersin ahierarchy (thetraditiona role), but rather askey
playersin the evauation of economic sectors and providing imaginative policy options for their supervisors.
Where capacity islimited, greater use should be made of consultants from theloca or externd private sector.
Ultimately, however, the objective should beto foster such cagpacities. The main objective should beto improve
the creative energies in the enterprise sector as awhole and to lay the foundations for long-term sustainable
devel opment.

(V) Sector-system interactions

Findly, thereis need for policy-maker and policy andystsin Ethiopiato think beyond a specific sector
or activity and to relate their policies into the wider nationd system. In the case of the legther industry, for
example, its effective development as a competitive and innovative sector and its atractiveness to FDI will
depend on palicy interventions a dl levels of the vaue chain in the production process and the linkages
generated between producers in the sector and supporting ingtitutions. What is needed, therefore, ispolicies
that impinge on supplier and customer sectors, ancillary services (such as finance and training) and the
regulatory environment. At theregiond level, for example, oneway of bridging possible gapsin thisareacould
be by turning regiond investment offices into something akin to the “Development Agencies’ increasingly
common in many developed and developing countries. Transforming them in thisway would reduce anatura
tendency toward heavy bureaucracy and give much greater economic content to devolved powers.
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B. Recommendations
(i) I nvestment policy and promotion
In the Management of foreign investment promotion:

A sngle agency should have overdl responshility for dl internationa investment promoation
activities and negotiations in Ethiopia. Currently, there are other public-sector agencies that
undertakeinternationa investment promotion in an ad hoc manner. Thiscould give mideading
sgnds to potentid investors. At the present juncture, the ideal candidate to take the overal
responsibility of investment promation and coordinate promotiond activities carried out by
other agenciesisthe EIA. However, EIA must be strengthened and managed as an effective
one-stop-shop and singleentry door for inward investment into Ethiopia, induding joint venture
and new project investment by exigting investors,

The establishment of asmadl Internationd Investment Advisory Council composed of senior
executives from private sector international companies operating in Ethiopia. This Advisory
Council will advise EIA and the Government on investment promotion policies and activities
and act as contact group for potentid investors seeking a private sector view on investment
opportunities and potentid in Ethiopia. It isimportant to build astronger partnership between
EIA and exiding internationd investors.

In the area of foreign investment promotion activities, exising investment promotion effort can be
enhanced through:

Active planned enquiry and promotion visitsto gppropriate and targeted internationa investors
by saff (Commercid Attaches) in Ethiopian Embasses droad. EIA can support these
through promoation skills training; the production of briefing profiles on target corporations;
provison of essentia market, incentives and other data; and case follow- ups for confirmed
prospects,

Theuseof Ethiopian Airlinesexecutives, saff and resourcesto help promote recognition of and
interest in industrid and commercid investment opportunities. This can include the
dissemination of information on investment projects and opportunities in Ethiopia through in-
flight magazines and entertainment services. Support from the Ethiopian Tourism Commission
inthese attivitiesis vitd,

Effective marketing of business opportunities through Government media organizations
including the expang on of the existing Government \Website to encompass specific invesment
opportunities in a commercidly rdevant manner, drawing on bedt-practice in invesmert
promotion from other promotion agencies. Benchmarking must be encouraged;

In addition, the EIA should actively encourage Ethiopian businessmen and executivesin other
countries to contribute to the nations investment promotion activities and programmes. This
includes encouraging them to congder investment in Ethiopiaand to use their wider experience
and corporate contactsto i dentify appropriate companiesand executives asredistic promotion
targetsfor EIA. Thishasbegunto emerge, but can be enhanced through activeinvolvement by
EIA;
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Ensurethat FDI dready operaing in Ethiopiaplaysan activerolein theinternationa invesment
promotion process. Regular contacts between EIA and executives of foreign companiesin the
country and the involvemert of the latter in investment promotion activities should be
encouraged and supported.

There are dso a number of areas of economic development associated with the promotion of
internationa investment where the planned provison of infrastructure support will be necessary for and
expected by inward invessment. These include:

Fully serviced industria and commercia Stes that are ready for immediate occupation by
investors once they have decided to commit to Ethiopia. These sitesare being developed, but
must be expanded in terms of high qudity locations and facilities throughout the country and
available on attractive terms. Sites are more important than property;

A clear long-term (and prioritized) nationa investment programme to improve the efficiency,
qudity and coverage of essentid infrastructure in terms of utilities, power, roads and
communications,

Theintroduction of aprogrammeto help establish linkages between new internationd investors
and locd suppliers of raw materias, goods, components and services to ensure the supplier
infrastructure supports the competitiveness of internationd investors. This aso requires an
improved knowledge of the existing supplier base in Ethiopia; of the business development
requirements of the locd companies involved; and the associated nationd advisory and
consulting capability on business devel opment.

Asindicated above, the main policy recommendation for the Regiond Investment Bureaus (RIBS) is
that they should be restructured to create Regional Development Agencies (RDAS). One of the key success
factors in internationd investment promoation is, (as explained in chapter two of this report) formulating,
delivering and managing an investment targeting strategy and action programme to attract and sscure new
invesment in Ethiopia. Equally important in this investment promotion framework is an internd capability to
meet al the demands made by investors as they consider facilities or ajoint-venture. It isnow increesngly
accepted that this is dso best pursued through a more focused and coordinated economic devel opment
framework and that this cohesion on the supply side is perhaps best ddlivered through RDAs. There is no
doulbt that the creetion of RDAs could play acentrd rolein strengthening t he nationd investment promotion and
process. Therolein investment promotion are increasingly important in the context of international companies
wishing to make quick decisons on investment projects; to have al the necessary information for their
evauaions, and to have confidence that their property, labour, infrastructure, communications and fiscal
requirements can bemet. RDAsthuswill have an operationd unit dedicated to serving internationa investment
both for potentid greenfidd investors and (equdly) important for existing international companies dready
located in the region:  this provides the matching single-door interface with the EIA. Thereisthusan effective
partnership between the EIA's role in dtracting the interest of internationa investors, and the RDAs
respongbility in ensuring that appropriate land, infrastructure, labour and development support is avalable.

(i)  Theagricultural sector

Congderaion should be given to refocusing agriculturd R&D in order to make it demand
driven and dient oriented (incdluding smal holder farmers, agro-industries, exporters and
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commercid farmers). Thiswill ensure that agriculturd R&D addresses development needs
more directly than a present. In this context EARO should play a greater rdein monitoring
and evauation to ensure relevance of research to development;

ESTCsrole should shift from direct research funding to facilitator of R&D in amore generic
sense. For example, it could begin to place even more emphasis on strategic questions such as
monitoring research duplication; providing policy adviceto higher levels of Government, giving
research consultancy advice to R&D centres, developing measurable output targets against
which to judge centre performance and fostering long-term links with oversess inditutions;
Within the funding of higher education (and given theimminence of cost-sharing measures) the
Government should change patterns of funding to give more control to individuad scientisssand
departmenta heads. Budgets should be managed at alower-level hierarchy subject to generic
rules for each ingtitution;

Similar arrangements should be put in place for research inditutions in the public sector. In
addition, research managers should be asked to fulfil measurable levels of performancein
return for being given a greater measure of discretion on how funds are spent. For this
recommendation and the previous one there are now many modes in Europe and North
America that can be drawn on for ingpiration. The Ethiopian authorities are encouraged to
examine these with aview to reform part of its own governance structures,

ESTC should take steps to ensure that its work is as much guided by development as by
scientific norms in the conventional sense. That is, it should begin to see itsrole lessas a
traditiond “science coundil” and more asan inditutional means of encouraging innovationwithin
relevant bodies. For example, it could advise on imaginative ways of using the private sector
both as a source of technology and as an improved inditutiona way of encouraging exports. It
should play amore direct role in advisng senior levels of Government than it has done in the
past;

Human resource measures should focus more on “ capacity-building” rather than “training” in
thetraditiona sense. Thiswould permit agreater focus on field research as part of coursesand
the use of distance learning arrangements with national resource centres. It would encourage
the development of interdisciplinary and policy oriented skills as an essentid human
development ingredient;

Care should be taken in the recruitment and use of expatriate Saff to ensure that those
employed do not take a narrow, discipline-driven gpproach to education. There was some
evidence to the contrary given to the Review Team

Gresater efforts should be made on the part of central bodies such as EARO, EIA and the
ESTC to encourage greater integration across the Ethiopian NARS.
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(iii)

(iv)

The leather and leather products sector

Policies and incentive measures to promote investment and innovative activitiesin the lesther
sector should be designed taking into account the va ue chainin the production of leather goods
and the support services necessary to foster the development of a competitive industry;
Specific reguldions, incentive measures and support from the Ministry of Agriculture are
urgently needed to reduce the disease incidences and ecto- parasites (“ Ekek”) problem and to
promote improved anima husbandry practices which are badly needed to raise the quality of
hides and skins sypplied to manufacturers of lesther goods. The implementation of these
measures should involve dl key playersin theindudtry;

A procurement system based on premium prices for better quaity materias should be
introduced in order encourage the supply of higher sandard hides and skins. The mechanism
for implementing such a system iswell developed and could be adopted in Ethiopig;

The incentive structure should be designed to encourage the full utilization of exigting/idle
capacity rather than the expansion of theindustry through additiond investment to increasethe
number of tanning units

Morefocusad policy instruments and incentive measures should be used to stimulate investment
in effluent treetment plants and to induce tanneries to meet the required sandards in effluent
discharge. Concrete action at this stage of the development of the industry will help prevent
future environmenta hazards,

Consultation and collaboration between the Government and private sector operatorsin the
leather and leather products sector is needed to deal with skills shortage problem and to
identify clearly thetypesof skillsrequired to makethe sector dynamic and competitive. Inthis
respect, the establishment of the LLTPDI has been atimely addition to the support structure
for the sector;

In order to promote learning by enterprisesin the leather sector and to encourage the transfer
of technology and know- how, partnerships between legther products manufacturersin Ethiopia
and foreign enterprises should be encouraged through incentive measures and direct
Government support. Possible support mechanismsareidentified in chapter five of thisreport;
Although quality control and certification mechaniams exigt, their implementation has been
weak. Thereisaneed to re-examine theimplementation process and to define respongbilities
of indtitutions and interactions between key actors in the sector. The Ethiopian standards on
raw hides and skins and finished leather products should be revised.

Small- and medium-sized enterprises (SMES)

The EIA should develop a specid FDI targeting programme amed at foreign SMES, in
particular SMEs from the East and South-East Asian countries. This will require the EIA
informing itsdf about foreign SMEs, their locationd needs and areas of investment interest;
The mandate of Micro and Smadl Enterprises Development Agency (MSEDA) should be
refocused with emphasi s on enterprise networking and brokering, as discussed in chapter five
of thisreport. Thereisadesperate need for ingtitutiona cgpacity that links SMEswith existing
public sector service providers and MSEDA is in a unique position to play thet role. This
mandate will require training and additional resources for the agency;
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Developing a culture of innovation and innovative capacity requires a concerted and
determined effort and must be handled by a specidized agency with relevant skills and
capability.  Although MSEDA's mandates include supporting innovative activities, thereisa
need for more focused and targeted approach to promote innovation and technologica
upgrading. To tha end, it is recommended that CIEDs (see Box V.1) be established in
Ethiopia. Experiencesfrom other devel oping countries show that such acentre could serveasa
pivota agent in dimulating innovative activities at the enterprise level. The Centre should be
managed through a Board consisting of key stakeholdersin the country, more specificdly the
Minigtry of Tradeand Industry, MSEDA, the Ethiopian Science and Technology Commission
(ESTC), the Ethiopian Small and Medium Enterprises Association (ESVIENA) and sdlected
centres of learning, in particular the engineering department of the University of Addis Ababa;
Technology can only be effective when people can useit. The development of a cgpable and
comptitive workforce is a key factor in improving the country's prospects for attracting
investment and building innovetive enterprises. However, it should be noted that learning and
skill generation takes place not only in officid, often public sector centresof learning but also at
the enterprise level. The Government should provide incentives through rdevant policy tools
(for example, tax incentives, direct subsidies) to encourage enterprisesto train their workforce
with advanced kills. As explained in this report, the cost of training and high turnover has
discouraged many enterprises from providing enterprise-levd training;

Oneof the mgor congraintsin SMIEs effortsto attract investment and introduce technol ogica
change is the lack of information about markets, supply networks and types and sources of
technology. Indeed, thisparticular problem hasbeenidentified by many enterprisesin Ethiopia,
egpecidly medium-scae enterprises, as more urgent than the traditiona problems such as
access to credit, and management skills. To ease this congraint, it is recommended that an
"information bank" should be set-up with the help of internationa organizations that have
experience in the moddities and functions of such abank;

Inview of the willingness by many SMEs in Ethiopia to establish supplier and subcontractor
relaionships with foreign enterprises and the capacity that exists in a number of these
enterprises, the EIA, in collaboration with ESTC, should establish an "investment, technology
and marketing partnership” programme and assst local SMEs in searching for partners and
aranging partnership agreements. Some of the key aspects of establishing partnership
agreements are identified in chapter five;

Anannud award for innovative enterprises should be introduced under the respongibility of the
Prime Minigter's Office. The scheme should be managed by aboard that includesthe ESTC,
the Ethiopian Chamber of Commerce, the MOTI and sel ected representatives from the private
sector and the centres of learning.
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