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Annex 6 - Federal Democratic Republic of Ethiopia Systematic Country Diagnostic

Fundamental shifts in Ethiopia’s context

Significant changes are reshaping Ethiopia’s economy as it confronts stalled productivity, rising
fragility, and depleted fiscal and policy buffers. Despite two decades of robust growth,
productivity gains and job creation remain limited. Intensified conflict and external shocks since the
2016 SCD reversed poverty to 2010 levels and triggered record internal displacement. Meanwhile,
the state-led growth model has reached its limits, leaving Ethiopia exposed as economic, social, and
climate risks grow.'

High growth delivered poverty reduction but not structural transformation. While real per capita
incomes more than tripled between 2004-2022, moving Ethiopia from the fourth poorest Sub-
Saharan African economy to surpassing the region's median income. However, productivity growth
was negative in recent years. Unlike other high-growth economies, Ethiopia's expansion occurred
primarily within sectors rather than through resources shifting to more productive activities. The
expansion did not lead to enough job creation, with the labor force contributing just 2.6 percent
annually to growth while capital investment grew at 20 percent. The state-led development model,
with its constraints on land and finance markets, created insufficient off-farm opportunities, leaving
the economy dominated by low-productivity subsistence farming and informal urban services.

Conflict, shocks, and fiscal exhaustion are rapidly eroding gains. There were 890 recorded
conflicts between 2008-2015. Between 2016-2024, there were over 6,500, triggering some of the
world's highest levels of internal displacement—with nearly 5 million people displaced in 2021
alone.”™ These disruptions, combined with persistent droughts and the COVID-19 pandemic,
increased poverty, erasing a decade of progress—poverty in 2021 was the same as 2010 levels.
Human capital outcomes have deteriorated, with child stunting increasing from 42 percent to 45
percent, as have educational attainment outcomes.™ Conflict has also imposed large costs on
businesses through disrupted supply chains, higher risk premiums, and deferred investments.

Ethiopia must face rising vulnerabilities with few resources to address them. Public finances are
exhausted, and unsustainable debt levels led to Ethiopia's recent default. Federal transfers to
regions more than halved in real terms between 2018-2024, severely constraining public services.
Climate vulnerabilities are intensifying, and projections suggest large GDP losses and poverty
increases without future policy action. The convergence of these challenges comes precisely when
the state's capacity to respond is most diminished, with public perceptions of governance quality
and rule of law declining below regional averages.

This SCD examines how these challenges can be overcome to put Ethiopia on a path to higher-
quality growth. The analysis explores how Ethiopia's development trajectory was shaped by policy
choices, institutional arrangements, and external factors, and finds three binding constraints that
limited inclusive development. The SCD outlines four strategic policy priorities to overcome these
constraints and support not just high growth, but fundamentally better growth—with increased

12 The World Bank Public Finance Review for Ethiopia (2025) provides a comprehensive overview of the state-led model, its outcomes,
and recent challenges.

'3 Data comes from the Armed Conflict Location and Event Data (ACLED) and the Internal Displacement Monitoring Centre (IDMC)
databases.

4 World Bank Poverty Assessment for Ethiopia (2024)
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productivity, job creation, economic participation, and resilience to shocks. By addressing
macroeconomic vulnerabilities, transforming the state's role, prioritizing human capitalinvestments,
and building greater resilience, Ethiopia can harness its significant endowments and opportunities
to deliver more sustainable and inclusive development outcomes for its people.

Two decades of high growth led to significant progress.

Ethiopia’s economy grew at a remarkable pace over the last two decades. Real GDP growth
increased from an annual average of 2.7 percent between 1982-2003 to over 10 percent between
2004-2020. This growth was primarily driven by sharp increases in public investment between 2004-
2018, sustaining expansions in agriculture and infrastructure. Although growth has tapered in recent
years due to COVID-19, conflict, and the decline of public finances, Ethiopia more than tripled real
per capita incomes between 2004-2022, advancing from the fourth poorest Sub-Saharan African
economy to surpassing the median SSA per capita income.

Growth was the result of a deliberate state-centered development strategy. Like economic
models in post-Soviet and East Asian countries, Ethiopia leveraged state control over key
resources—particularly land and finance—alongside expanded public investments and state-owned
enterprise (SOE) dominance to drive growth. Ethiopia's approach also relied heavily on the state’s
ability to capture private surpluses at artificially low prices. Forced foreign exchange surrender
requirements allowed the state to maintain overvalued exchange rates that reduced import costs for
state priorities. Domestic financial controls enabled the state to direct commercial bank loans to
SOEs at controlled interest rates that were below inflation. Public finances captured from private
exporters and bank depositors were sizeable and likely exceeded tax revenue collections in recent
years. This approach allowed for the implementation of ambitious strategies, such as the Agricultural
Development Led Industrialization (ADLI) policy, which significantly improved agricultural
productivity through extensive state investments in extension services and input improvements.
Subsequent Growth and Transformation Plans (GTP | and Il) shifted focus toward industrialization
through major public infrastructure investments and investor tax incentives. Between 2004-2022, the
state invested nearly three times its 2022 GDP, making Ethiopia one of the largest public investors in
recent history."

High growth and better infrastructure reduced poverty and improved human capital. Ethiopia's
all-weather road network expanded nearly five-fold (2004-2022), mobile subscriptions increased
from 0.21 to 56 per 100 inhabitants, and rural electricity access rose from 3 percent to 43 percent.
The poverty rate fell from 39 percent in 2004 to 23.5 percent by 2016, driven initially by agricultural
income increases and later by urban income gains, supported by the Productive Safety Net Program
(PSNP). Life expectancy increased by nearly 12 years, infant and under-five mortality rates declined
by 60 percent, and primary school enrollment rose from 49 percent to 89 percent. Inequality has
remained relatively low, with the Gini coefficient falling from 33 in 2016 to 29 in 2021, keeping
Ethiopia among the region's most equal countries. However, since 2016, COVID-19, persistent
droughts, and growing conflict have begun to reverse some of these gains.

15 GTP 1 was implemented between 2010-2015 and GTP II between 2015-2019. Estimates of surplus transfers and public investment are from the
World Bank Ethiopia Public Finance Review (2025).
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But the growth model is severely constraining structural
transformation and private sector development.

High growth failed to accelerate job creation. Between 2005-2013, Ethiopia created approximately
8.5 millionjobs, including 1.7 million in non-agricultural sectors, supporting strong increases in labor
force participation. However, this progress reversed during 2013-2021, when labor force
participation dropped from 86 to 74 percent, with the economy creating fewer than 1.2 million jobs
between 2016-2021—just one-fifth of what was needed for nearly 5 million new job entrants. The
quality of job creation has been consistently low throughout this period of high growth and has further
deteriorated recently. Low job quality persists across gender, age, and level of education. While
agriculture remains the main rural livelihood, agricultural output growth has barely kept pace with
population growth, and crop incomes have declined in recent years.' Non-agricultural wage and
self-employment incomes are lower and concentrated in and near urban areas (allowing some
agricultural marketing). Widespread subsistence farming and weak connections between rural
households and broader markets severely limit off-farm rural jobs. In urban areas, construction,
manufacturing, and domestic trade initially drove job creation. However, sharp cuts in public and
private investment, the loss of preferential U.S. market access, and poor trade integration have
reduced the pace of job growth."” Additionally, high inflation and shocks have eroded consumer
spending, further reducing jobs in sectors such as services.

Ethiopia stands out among fast-growing economies for its limited structural transformation.
Unlike China, Viet Nam, or even other SSA peers that achieved substantial poverty reduction through
shifting resources toward more productive activities, Ethiopia's growth has occurred primarily
through capital accumulation rather than productivity improvements (Figure 1). Between 2003-2017,
fixed investments grew approximately 20 percent annually while labor contributions averaged only
2.6 percent. The state's control over land and finance has severely constrained cross-sector resource
movement, and labor productivity growth has been mainly within sectors rather than through shifts
of labor to higher-productivity activities (Figure 1B). Although agriculture's share of GDP temporarily
declined between 2012-2018, this coincided with debt-financed public investment expansions that
proved unsustainable. The economy remains predominantly state-directed despite partial
liberalization efforts since 2019. Land markets face substantial restrictions through universal state
ownership and limitations on leasehold rights. Labor markets suffer from mobility restrictions, skills
mismatches, and high licensing costs. These barriers collectively prevent the resource reallocation
essential for genuine structural transformation.

Growth was concentrated in non-tradable and low-productivity activities. Within agriculture,
higher maize, wheat, barley, and other cerealyields significantly enhanced food security since these
are predominantly consumed by poorer rural communities. However, farmer incomes stagnated
because these crops have limited market opportunities. Productivity for exportable or higher-value
commodities such as coffee and teff showed no improvement, with production increases primarily
resulting from expanded cultivation area.'® Construction, another growth driver, depended on
domestic financial repression, imported inputs, and external borrowing. Investments created
through construction activity generated insufficient returns due to low utilization by predominantly

16 Ethiopia Poverty Assessment (2024)
7 Ethiopia lost its preferences under the African Growth and Opportunities Act in 2022; Ethiopia remains a non-WTO member.
'8 Ethiopia Rural Income Diagnostics Study (2022)
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subsistence farmers and a severely constrained private sector. Between 2011 and 2021, despite
robust overall growth, productivity declined sharply at approximately -4 percent (Figure 1A)."°

Figure 1A. Productivity growth has been negative in recent

years ( percent point contributions to growth 2003-2020)
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Fig 1B. Economic gains have been within sectors
rather than across sectors.
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Figure 1C. Growth in Ethiopia has eased in recent years
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Table 1D. Structural transformation has stalled
1992-2002 2003-2019

GDP Growth (%, average) 4.2 8.8
Public Investment 7.8 15.8
(% of GDP, average)

Change in GDP Shares
(% points)

Agriculture -25.1 0.3
Industry 6.6 9
Services 14.6 -6.5

Source: World Bank estimates based on data from WDI and the IMF
Public Investment database

Figure 1 - Outcomes of Ethiopia’s Growth

Ethiopia's private sector faces severe
competitive disadvantages due to SOE
dominance. State-owned enterprises receive
preferential access to critical resources like
land, capital, and market opportunities, while
private businesses face systematic barriers and
frequently cite material input shortages (Figure
2). Ethiopia ranks 126th among 141 countries
for competitiveness according to the World
Economic Forum (2020), with particularly low
rankings in property rights (135), corporate
governance (140), and product markets (136).
Just three entities account for 91 percent of all

19 CEM 2021 with updated data for 2021.
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SOE earnings, while many state-owned companies operate at losses or carry substantial debt.
Despite this mixed performance, SOEs absorb nearly half of all commercial bank credit for non-
government entities and maintain dominance across sectors where private participation would be
viable. The state monopoly over logistics services contributes to logistics costs approaching 30
percent of GDP. Private businesses predominantly operate in smaller economic sectors or informally
due to burdensome regulations, extensive licensing requirements, tax compliance challenges, and
foreign investment restrictions. Privatization initiatives have generally stalled due to investor
concerns about regulatory favoritism and inadequate access to essential resources, while
deteriorating security further hampers private investment.®

Ethiopia's services sector has experienced declining productivity. Between 2011 and 2020 only
the services sector experienced a decline in labor productivity. (Figure 1B). Two-thirds of services
output is concentrated in non-tradable activities (domestic trade, financial and public services)
sustained by the state model and high public investments. While private participation in services is
comparatively higher than other sectors, it remains marginalized, with SOEs controlling strategic
areas including trade and logistics. Services growth has decelerated in recent years due to foreign
exchange constraints, restricted credit availability, and substantial barriers to private sector entry.

Structural constraints limited
manufacturing. Manufacturing's )

share of GDP has remained static at ; I I = = .

approximately 5 percent for nearly &, o I I - two
decades, despite extensive 7

incentives that match or exceed the ¢ 5

sector's economic contribution.? The
sector has further suffered from the 5 i sreatocaion menr sed soeal N

recent discontinuation of U.S. trade &

preferences under AGOA, affecting
manufacturing exports and FDI
inflows. Domestic private investment
continues to be undermined by persistent structural policy distortions, including foreign exchange
shortages, inadequate credit access, and corruption. Foreign investors, meanwhile, are primarily
deterred by issues with currency convertibility, customs and trade regulations, electricity reliability,
labor availability, and transportation bottlenecks.??
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Figure 3 — Manufacturing productivity growth (Source: CEM 2022)

The limits of Ethiopia’s economic model are contributing to Ethiopia’s fragility. Ethiopia’s state-
led economic model relies heavily on regulatory and factor market controls to support state
economic production and redistribution. This suppresses market incomes and the accumulation of
economic surpluses by private individuals and businesses. In agriculture, for example, only a small
share of farmers converts crop surpluses into market incomes.?®* Complex regulations inhibit
domestic marketability and exports of high-value agricultural commodities that are in high demand
regionally. Severe foreign exchange and financial market distortions have curtailed private sector
profitability and external competitiveness. This has lowered productivity, harmed exports, and

20 Private Security Governance Observatory

21 World Bank Ethiopia Public Finance Review (2025) and World Bank Study of Investment Parks (2022)
22\World Bank Ethiopia: The Next Mile CEM (2022)

2 World Bank Ethiopia Rural Income Diagnostic (2022)
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encouraged informality. It has also led to shortages of essential goods and inputs, fueled persistently
high inflation, and exhausted fiscal space.

Reducing fragility and rebuilding social cohesion will be harder without strong private sector
growth. Public finances and state capacity are declining precisely when demand for them is highest.
Reconstruction needs from the northern conflict alone are estimated at approximately U.S.$19
billion, with additional substantial funding required for recovery in other conflict-affected regions.
Significant institutional capabilities are essential to restore livelihoods and address human capital
deterioration in conflict-impacted areas. Neither the current state-led economic framework nor
existing development financing can adequately address this resource gap, necessitating enhanced
private sector growth and investment to mobilize additional development resources. However,
Ethiopia's private sector, operating under significant regulatory constraints and market distortions,
cannot effectively contribute to this resource mobilization without meaningful economic policy
reforms. The absence of such reforms will substantially limit Ethiopia's ability to revitalize economic
growth, address increasing poverty rates, and mitigate conflict drivers.

Gains in living standards and human capital are being rapidly lost
because of Ethiopia’s growing economic and social fragility.

By 2021, poverty had regressed to 2010 levels, erasing previous gains. Ethiopia’s poverty
headcount rate in 2021, based on international poverty lines ($2.15/day), rose to 32 percent from 27
percent in 2016—returning to approximately 2010 levels. Most of this increase is due to rising rural
poverty, where many non-poor households are just above the poverty line and highly vulnerable to
falling into poverty. As aresult, a decline in real rural consumption between 2016-2021 pushed many
rural households into poverty. Remarkably, households at all levels of consumption levels
experienced no real improvement between 2016 -2021 in both rural and urban areas, suggesting
rising poverty irrespective of how the poverty line is defined.?* Ethiopia’s growth elasticity of poverty
was about -0.46 between 2011-2016, suggesting that a percentage increase in growth led to about
half a percentage decline in poverty during this period. By contrast, China and Viet Nam—sustained
high growth economies that inspired Ethiopia's development model—as well as regional SSA peers
such as Uganda and Tanzania (which serve as more appropriate peer comparators) achieved
substantially higher poverty reduction rates, even as most SSA peers experienced lower growth rates
and fewer years of sustained high growth (Figure 4B). This pattern indicates that Ethiopia's growth
model has not been inclusive, highlighting a critical challenge in translating future economic
expansion into meaningful and sustainable improvements for the population.

24 The most recent World Bank Poverty Assessment for Ethiopia (2024) provides further information about the 2021 data, including
detailed data and methodological information.
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Figure 4A. Poverty headcount rate based on international Fig 4B. Growth elasticity of poverty (1997-2016)
poverty lines (1995-2021)
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Figure 4C. Urban population trends and projections by Table 4D. Rural/Urban Wage Differentials (2019)
town/city type, 2007-2035
5 54
Weekly
205

Hours Hourly Monthly
Worked Wage Wage

Urban 43 36 4,862
. a . Rural 27 27 1,412
B i National | 39 33 3,972

Source: CEM (2022) Source: CEM (2022)
Figure 4 - Poverty and Labor Migration Outcomes

Internal labor migration was low while involuntary displacement reached record levels. Despite
substantial rural/urban wage differentials (Table 4D), 2021 data revealed only 16 percent of Ethiopia's
population had ever migrated. Only three percent of rural residents moved to urban or other rural
areas between 2016 and 2021. Migration to major urban centers has also progressed slowly (Figure
4C). Key factors constraining migration—a fundamental characteristic of rapidly growing, structurally
transforming economies—include both formal and informal barriers to domestic and international
movement, limited urban employment opportunities, and prohibitive migration costs for housing and
basic subsistence. Conflict and ethnic tensions are also substantial impediments to greater labor
mobility in Ethiopia. These factors have also fueled dramatic increases in involuntary migration.
Nearly 5 million people were internally displaced during 2021 alone—the highest recorded figure for
any country globally.®

Most human capital outcomes declined or stagnated in recent years and Ethiopia’s outcomes
lag far behind other high-growth economies. Despite modest gains in infrastructure access, most
human development outcomes have deteriorated. Educational attainment remains very low, with

25 Internal Displacement Monitoring Center; the previous record was 3.5 million people in Syria in 2013.
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only 7 percent of adults nationally and 2 percent in rural areas having completed secondary
education, while 78 percent have no formal education or incomplete primary education. The
educational pipeline shows fundamental weaknesses—96 percent of secondary school leavers
failed their final examinations in 2023, over 25 percent of eligible children remain out of school, and
only one-third of 15-24-year-olds have completed primary education. Though primary completion
rates have improved since 2004, lower secondary completion has stagnated since 2008. Nutrition
outcomes have deteriorated, with child stunting rates increasing from 42 to 45 percent between 2016
and 2021, affecting both rural and urban areas. Health services show some progress, with facility
births continuing to rise (from 5 percent in 2000 to 48 percent in 2019) and vaccination coverage
exceeding 40 percent. The most substantial improvements came in basic infrastructure, where rural
electricity connections doubled to 15 percent and piped water access expanded by 9 percentage
points. However, these gains, potentially reflecting pre-crisis improvements that households
preserved through the pandemic, cannot offset broader deteriorations in human capital. Agricultural
market inefficiencies continue to suppress incomes among vulnerable households, undermining
resilience to climate shocks and contributing to the country's low Human Development Index ranking
(135th out of 157 countries).?®

Service improvements in energy and clean water disproportionately benefited urban areas.
While over 40 million people gained access to improved water supply between 2005-2022, a
significant rural-urban divide persists—83 percent of urban residents have access compared to only
42 percent in rural regions. Water access disparities continue to widen as infrastructure
development lags population growth. These deficiencies systematically undermine outcomes in
health (diarrheal diseases and stunting), education (school attendance), and gender equality
(female school enrollment and factors contributing to gender-based violence). The electricity access
gap shows similar patterns: 93 percent of urban households have electricity connections versus only
40 percent of rural households, which rely primarily on standalone and off-grid solutions.
Paradoxically, despite generating power surpluses, Ethiopia faces the third highest electricity deficit
in SSA due to significant connectivity gaps.

The sharp decline in public finances is contributing to the erosion of gains. The state is the largest
employer, accounting for half of all non-farm wage employment, significantly above the Sub-Saharan
Africa average (32 percent).?’ Significant public service expansion over the past two decades resulted
in substantial hiring, particularly at regional and local levels, coinciding with increased
decentralization of service delivery and fiscal allocations. Regional budgets have absorbed most of
the impact of Ethiopia’s fiscal deterioration—federal intergovernmental fiscal transfers halved
between 2018 and 2024 and fell by more than half as a share of GDP (from 5 to 2 percent). This
triggered significant shifts in regional budgets, prioritizing wages over operating expenses, reducing
the quality of essential public service delivery. Despite these efforts, sub-national real wages still
decreased during this period. Declining budgets and underinvestment in public sector capabilities
have worsened perceptions about governance quality. Since 2020, public perceptions of corruption
control and rule of law in Ethiopia have declined markedly, falling below both SSA and Low-Income
Country (LIC) averages for the first time in a decade. Similarly, government effectiveness perceptions

26 9021 Data is from the World Bank Poverty Assessment for Ethiopia (2024)
27 Ethiopia Employment and Jobs Study, World Bank (2017)
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have decreased below the SSA Saharan African average, though they remain considerably higher
than the LIC average.?®

This contributed to a growing urban-rural poverty divide. Urban poverty significantly declined from
25.7 percentin 2011 to 14.8 percentin 2016, while rural poverty decreased more modestly from 30.4
percent to 25.6 percent during the same period. Poverty subsequently increased in rural areas
between 2016-21 by around 10 percentage points, while urban poverty increased by only about 3
percentage points. The incidence of poverty in rural areas is now double the poverty rate in urban
areas. Consumption growth among poor rural households was notably weak. The bottom 20 percent
in rural areas saw no increase in consumption between 2011 and 2016, in contrast to 5.9 percent
annual growth in urban areas. This divergence can be attributed to slower growth in agriculture and
limited labor migration from rural to urban regions.?®

Three constraints hold Ethiopia back from its opportunities.

There are vast opportunities for sustainable growth and improved well-being. It is a country of
128.7 million people, favorable demographics, large factor endowments, and a relatively well-
functioning bureaucracy.*® The size of Ethiopia’s market, and the proximity of its economy to other
high-value markets such as Europe and the Middle East offer immense opportunities for increased
foreign investment and global market integration and trade. Its water resources offer significant
potential to expand irrigation access and clean energy supply. Ethiopia’s growing energy exports also
demonstrate the immense potential for Ethiopia to expand regional trade. Other opportunities, such
as tourism and other services, which have seen declining labor productivity, are vastly
underdeveloped and offer further opportunities to increase growth. Three binding constraints hold
Ethiopia back from these opportunities:

1. Fragility is eroding economic gains. First, rising conflict within Ethiopia is increasing
displacement and the loss of livelihoods, severely disrupting human capital development, increasing
spending pressures on defense and asset reconstruction, and leading to reallocations of already-
declining foreign development assistance towards humanitarian needs. Second, Ethiopia’s import
dependency, exposure to external shocks, and regulatory regime are fueling macroeconomic
vulnerabilities. The costs of the state-led growth model have eroded fiscal space, external reserves,
and external financial market access. Ethiopia lacks the financial buffers needed to manage rising
social and economic risks. Third, climate vulnerabilities are undermining Ethiopia’s gains in food
security and infrastructure. Climate change will have substantial adverse social and economic
consequences by affecting water availability, a crucial resource for agricultural intensification,
hydropower generation, industrial growth, and rapid urban expansion. The uneven geographical
poverty impacts of climate change could worsen social tensions and increase conflict. These
pressures will add to the existing strain across Ethiopia from large levels of internal displacement
after years of conflict and drought.

28 Data: Worldwide Governance Indicators (WGI) - WGls are a research dataset summarizing the views on the quality of governance
provided by a large number of enterprise, citizen and expert survey respondents in industrial and developing countries, that are gathered
from a number of survey institutes, think tanks, non-governmental organizations, international organizations, and private sector firms,
and do not reflect the official views of the World Bank, its Executive Directors, or the countries they represent, and are not used by the
World Bank to allocate resources

2° During 2011-2016, the population shifts across economic sectors contributed only 5 percent to overall reduction in poverty, while the
shift from rural to urban areas contributed to around 2 percent of overall poverty reduction. Source: World Bank Rural Income
Diagnostics (2022)

30 Population data source: World Development Indicators (2023)
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2. The state's economic dominance limits job creation, income growth, and resilience.
Ethiopia’s statist model emphasized intermediate inputs (roads, energy, industrial parks, agricultural
inputs) to stimulate private investment, but the financial repression supporting this model worked
against this goal by severely constraining private sector growth and investment. It restricted private
surplus accumulation, suppressed private savings, and hindered the shift of resources toward
higher-productivity activities and better employment. The overvalued exchange rate incentivized
capital rather than labor-intensive production, evident from Ethiopia’s growth patterns (Figure 1A).
Lower private surpluses and investment hurt job creation and weakened the private sector’s ability
to utilize or maintain new public investments. Unlike East Asian economies, which promoted
outward-oriented growth, Ethiopia’s model undermined external competitiveness and deterred
foreign investment.

3. Weakening public sector capability and accountability is hindering social cohesion.
Ethiopians are heavily reliant on the state for nearly all essential services: health, education, water,
sanitation, energy, and basic infrastructure. The ability of the state to reliably deliver these services
across the country has significantly diminished due to declining public finances from insufficient
cost recovery, lower tax collections, reduced development assistance and grants and the loss of
external market access. High inflation in recent years has eroded real public sector wages, limiting
the public sector’s ability to remain competitive in labor markets and fueling incentives for
corruption. A significant increase in conflicts has also led to major service disruptions, most notably
in education and health services in areas such as Tigray and (more recently) Amhara.*’ Fiscal
constraints also limit the ability of the state to continue addressing access deficits in public services
and infrastructure, and to reinforce social cohesion through efficient reconstruction and
rehabilitation of conflict-affected communities.

The government recognizes these challenges and has revived efforts to address them. In 2019,
the government launched a Home-Grown Economic Reform Agenda (HGERA) to transition Ethiopia’s
growth model away from being state led and towards greater private sector ownership and
production. Initial progress was promising, with reforms implemented to limit state-owned
enterprises' preferential access to credit, enhancements in the government bond market,
accelerated Birr nominal depreciation, and steps toward telecom sector liberalization. However, the
pandemic, the emergence of major conflict in the north, and a worsening economic and fiscal
situation impeded reform implementation. In July 2024, the government announced its intentions to
revive its macroeconomic reform program and simultaneously liberalized its foreign exchange
market. Early signs suggest that the reforms are restoring private surpluses and improving
economywide access to foreign currency. Exports and tax collections have exceeded initial
projections.® The foreign exchange reforms and other measures to accelerate structural
transformation are being supported by the IMF, World Bank, and other development partners. Official
creditors participating in the G20 Common Framework have moved forward with a commitment to
providing debt relief in support of the reforms.

3T For example, a recent study by the Luminos Fund found that less than 5 percent of Grade 4 school students were proficient in
Mathematics, English and Tigrigna.

32 parallel premiums have widened in recent weeks, while formal bank rates have moved little, pointing to the need to sustain market
reforms and continue addressing structural barriers to formal market use.
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Policy priorities for higher and better-quality growth

Ethiopia's economy, public sector, and social fabric need urgent renewal through better quality
growth. Despite nearly two decades of high growth, the absence of structural transformation leaves
Ethiopia confronting similar challenges as in 2004, but with fewer resources at its disposal. The old
approach did not create sufficient jobs, reduce poverty sustainably, or build resilience to shocks.
What Ethiopia needs now is not just the resumption of high growth, but a fundamentally better growth
model—one that supports higher productivity, expanded job creation and economic participation,
and enhanced resilience to shocks. This renewal must occur in an increasingly difficult context:
rising conflict is driving displacement and fraying social cohesion; global economic uncertainty and
persistent domestic insecurity are deterring investment; and climate change threatens to impose
escalating costs—from 10-14 percent of GDP (2023-30) to 20-30 percent (2030-40)—through
impacts on agriculture, labor productivity, and infrastructure.®® Without a shift toward quality growth
that translates economic expansion into meaningful and sustainable improvements for Ethiopia's
people, the country risks continued fragility and erosion of gain.

Climate shocks are harming Ethiopia, and their impact will worsen without a more resilient
growth model. In recent years, Ethiopia has faced its worst droughts in decades, severely affecting
people in arid pastoral areas. These intense droughts will likely become more frequent. Increased
flooding has also damaged infrastructure and disrupted livelihoods elsewhere. Without policy
action, climate impacts could reduce GDP and household consumption by up to 5 percent by the
2040s and push 3.7 million more people into poverty. Addressing climate risks is therefore essential
for Ethiopia's development goals.
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Priority 1: An economy powered by the private sector.
é High-Level Outcome 1: More off-farm private sector jobs
[l I] |:| Key priorities: macro-fiscal stabilization, financial sector reform, business environment,
g liberalization of monopoly sectors, trade and logistics, and SOE reforms.

Ethiopia needs more and better-paying off-farm jobs, requiring a fundamental shift in its
economic model. The state cannot create these jobs sustainably. Reforms to increase competition,
resource mobility, and efficiency would instead enable a growing private sector to drive the creation
of jobs and productivity led growth. To achieve this, Ethiopia must shift from its state-led model
toward a more dynamic, private sector-led economy.

Macroeconomic stability is a high priority. Reforms to liberalize the foreign exchange market and
remove structural barriers will reduce macroeconomic imbalances, but implementation is still at an
early stage. Complementary measures have helped contain inflation, but rising parallel market
premiums and growing calls from the private sector to ease severe liquidity constraints will make
further inflation control more difficult. Key next steps include accelerating domestic revenue reforms
to address Ethiopia's low tax collections, liberalizing interest rates, and reducing the state’s
dominance in banking to increase the efficiency of financial intermediation. These reforms could
support more efficient and productive resource allocation in the economy.

Deeper structural reforms could revive Ethiopia’s long-term growth prospects. Removing
barriers to private sector and investment growth and regulations favoring SOEs, are critical to the
creation of jobs. Enabling the private sector to invest and operate freely could accelerate structural
transformation. Where subsidies are needed due to market failures, the government should shift
from directives to explicit subsidies such as public service obligations (PSOs) or more effectively
targeted safety nets. Measures to improve land markets and increase labor mobility are also needed
to accelerate the structural transformation. These measures include measures to increase land
tenure and security, facilitate easier land market transactions, and remove constraints to internal
labor mobility. Digital infrastructure such as cadaster systems and identification cards that enable
free labor movement could accelerate this process even more. From a climate perspective, market
reforms and other structural reforms could help Ethiopia achieve significant increases in
marketable/exportable agriculture surpluses.

Raising farmer incomes could more enduringly improve household food security and resilience
to climate change. Increasing land security and lease rights and removing barriers to well-
functioning agricultural markets could increase opportunities for Ethiopia’s poorest households.
Transforming subsistence farmers into domestic and global market suppliers could enhance rural
incomes while also enhancing food security amidst demands from a growing population and rising
threats to crop productivity from climate change.

Ethiopia’s economy needs more outward orientation to encourage job creation. Outward
economic orientation is critical to raising growth and incomes through domestic value addition,
especially in rural areas. Ethiopia’s agricultural heartlands are proximate to large, high-income
markets in the Middle East and Europe. The reform of the state-dominated logistics sector, and better
utilization of Ethiopian Airlines’ world-class cargo services, could empower farmers to supply these
markets with high-value and short shelf-life products. Yet onerous import and export controls,
customs procedures, and state shipping monopolies hold the private sector from these
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opportunities. Ethiopia is one of the most populous countries not yet a member of the World Trade
Organization (though progress to join has gained pace recently). Significant work remains to
implement Ethiopia’s ratification of the African Continental Free Trade Area agreement. Ethiopia
must also reduce its dependency on trade taxation, remove non-tariff measures (among the largest
in the world), and strengthen weak sanitary and phytosanitary standards to increase trade
potential.®* Addressing these constraints and the underlying causes of Ethiopia’s loss of preferential
market access could significantly boost medium-term growth.

Faster privatization and a competitively neutral business environment could quickly create
room for more private sector investment and growth. Reducing the footprint of Ethiopia’s state in
the economy is an important way of freeing resources for greater domestic and foreign private sector
investment and utilization. In sectors such as telecommunications, agriculture, tourism, and
logistics, there is little justification for government ownership or monopolization of resources.
Enterprises and assets that remain in state ownership should operate on a level playing field and be
subject to open competition from the domestic and foreign private sector. A transparent and
expeditious privatization process, and the enactment of strong competition and competitive
neutrality legislation, would not only augment government resources but also stimulate competition
and draw fresh investment into the relevant sectors. Lessons from other transition economies
underscore that, in the medium term, securing the commitment of private investors to enhance and
expand businesses is more crucial than the privatization proceeds themselves. Thos lessons also
underscore the importance of careful planning to mitigate negative social impacts such as worker
displacement and disruptions to public services.

Priority Two: A state that enables the economy and empowers people.

&9% High-Level Outcome 2: Increased access to better government services

Key priorities: Adopting a more outcome focused approach; rethinking industrial

policies; overhauling public infrastructure development and financing; increasing
public transparency and reducing corruption; and improving decentralization.

Wider access to better public services is pivotal to economic performance and inclusive
growth. The state has important and complementary responsibilities in a private sector economy: to
enable well-functioning market institutions, address infrastructure and human capital deficits, and
strengthen social cohesion. Fewer resources, rising spending pressures, and increasing differences
of opinion among stakeholders make it more difficult to discharge these responsibilities effectively.
Regulatory reforms to reduce the state’s role in economic production and unburden the private
sector could release significant resources and capacity while also supporting faster job creation and
growth. A more systematic public investment approach could help direct limited resources to their
highest economic and social needs, while also ensuring that projects are resilient to climate risks.
The review and elimination of ineffective and inefficient non-tariff and regulatory trade restrictions,
tax and investment promotion incentives could free up significant amounts of fiscal space for higher-
impact priorities. Resources freed from lower-impact economic activities would also be available to
reinvigorate Ethiopia’s impressive and expansive public service through investments in civil service
reform and reversals of substantial declines in the purchasing power of civil service salaries.

34 CEM (2022)
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Ethiopia’s system of decentralized public finance and service delivery needs reform. Ethiopia’s
intergovernmental arrangements for expenditure, tax, and revenue assignments, and the assignment
of functions and service delivery responsibilities require more clarity, consistency, fairness, and
alignment to a clear vision. Revisions to how general and special purpose grants are allocated to
regions could help reduce imbalances and support more effective public spending outcomes. It
could also help accelerate climate action (especially for adaptation purposes). More clarity is also
needed at the sub-regional (woreda) level, which are responsible for spending large shares of
regional budgets but face significant institutional capacity constraints and have limited voice in
shaping how money is spent, limiting the alignment of public spending to local needs. Woredas also
largely act as sub-contractors to regional and central governments with few powers of their own to
collect and spend money. More consistent standards for service delivery and capital project
selection would also increase the impact of public spending while also reducing potential sources
of fragility and conflict. Ongoing efforts to mainstream the climate agenda at the subnational level
should be strengthened through capacity-building support and leveraging the woreda climate risk
profiles and processes initiated by the Ethiopian Disaster Risk Management Commission (EDRMC).

Ethiopia's tax system requires significant improvement. While most growth has come from
agriculture, construction, and trade services, these sectors remain undertaxed, increasing reliance
on burdensome trade taxation that hampers investment. Modernizing tax administration is essential
to minimize loopholes, increase compliance, and reduce business disruptions.

Industrial policies need reorientation toward markets, competition, and exports. Current
policies generate more costs than benefits and should be revised to achieve defined economic
outcomes (encouraging outward orientation, removing market failures), social outcomes
(incentivizing cooperation in conflict-prone areas), and environmental outcomes (addressing
climate risks through better water and livestock management).

Addressinginfrastructure deficits requires a fundamentally different approach to prioritization,
financing, and regulation. With limited fiscal space, greater private sector participation in
infrastructure is critical, particularly in areas where user fees can cover costs without government
intervention. This requires a stable macroeconomic environment, market-distortion removal,
stronger legal frameworks, and improved public-private partnership transparency. While public
investments remain necessary for certain infrastructure, Ethiopia lacks the foundational systems to
ensure high-impact capital spending guided by financial and project discipline.

More transparency and corruption control will create strong economic and social benefits.
Ethiopia's public sector suffers from low pay, workforce productivity, and weak performance
management. In-depth studies of corruption highlight several challenges: public employment
selections lack fairness; public procurement shows favoritism toward connected parties and state
enterprises; and high-value transactions in land sales, customs, and tax administration are
vulnerable to corrupt practices.®® Concerns about corruption have expanded to basic service
delivery and humanitarian assistance—areas previously considered strengths relative to regional
peers. Public transparency remains weak, with limited progress since the last SCD. Addressing these
challenges requires enhanced oversight and regulation, improved civil service capabilities, and
modern technologies for more transparent, evidence-based decision-making. A deliberate strategy

35 Diagnosing Corruption in Ethiopia, World Bank (2012)
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to increase public disclosure and strengthen procurement frameworks is essential to rebuild public
trust and improve social cohesion.

Priority Three: Positioning human capital as the most important public
investment priority.

‘v" High-Level Outcome 3: More even increases in human capital outcomes.

)

~ Key priorities: Improving retention and student outcomes; reducing fertility rates;
modernizing safety nets and improving their financial sustainability; and increasing rural
access to water, sanitation, and energy.
Ethiopia's education system needs urgent renewal to address labor productivity weaknesses.
Insufficient recurrent spending and quality improvements meant that sharp increases in primary
enrollment did not improve learning outcomes or student retention. Instead, they put pressure on an
underfinanced education system.* Contributing factors include inadequate instructional resources,
underdeveloped teacher development systems, absenteeism, and limited community participation,
compounded by poverty and inadequate access to water, particularly affecting girls. Addressing
educational outcomes must be achieved within tight fiscal constraints through smarter resource
allocation, including modest reallocations from higher education (which has disproportionately high
spending per student) to primary and early-years education. Educational reforms will benefit from,
and contribute to, addressing challenges that require multi-sectoral interventions, for example in
reducing teacher absenteeism, improving nutritional outcomes through expanded school feeding,
and higher investments in water access in high-dropout regions. Though addressing primary
educational deficits is the critical priority, better public spending through targeted investments at the
secondary and post-secondary levels are crucial to achieving the broader goals of this SCD across
all reform areas, especially the success of a private sector economy that needs the right skills and
workforce, and a more effective and capable public service.

High fertility rates and regional disparities in health service access and quality threaten to
erode gains over the last two decades. These disparities threaten to amplify disruptions from the
COVID-19 pandemic and from the persistence of conflict in several regions. Ethiopia achieved
remarkable progress in improving primary health outcomes. But high fertility rates and large regional
variations in human development outcomes are eroding these gains, especially for girls and women.
Expansions to family planning programs and more targeted improvements to health services in areas
with poorer quality are needed to address these challenges.

The modernization of Ethiopia’s social safety nets could more effectively buffer the poor and
help generate popular support for reforms. Amidst rising poverty, the protection of poor
households is especially critical during a period of macroeconomic adjustment. Targeted
expansions of social safety nets, focusing on the most vulnerable segments of the population, have
been vital to the success of other transition economies. Compared to many other countries that have
managed such adjustments, Ethiopiais in a stronger position by having a large and well-established
safety net system that covers 8 million people. The government’s recent increase in domestic budget
resources for the Productive Safety Net Program (PSNP) is a significant step towards improving the
financial sustainability of the safety net system, but it still only covers about one-third of Ethiopia’s
poor. Renewed development partner funding for PSNP would allow more poor people to receive

36 World Bank Ethiopia Public Finance Review (2025)
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support, while reforms to improve targeting and more better policy interventions could increase
program efficiency and the effectiveness of the safety net system in supporting the transition of
beneficiaries into enduring and sustainable livelihoods. Key focus areas include improvements to
the beneficiary identification and registration system, enhancing digitalization, and better integrating
social protection and labor market systems. Multi-sector approaches (e.g., links between safety net
and school feeding programs) could also help address multiple vulnerabilities and help improve
composite human capital outcomes.

Addressing rural water, sanitation, and energy deficits could significantly improve human
capital. Significant investments are still needed to address rural water and sanitation deficits. These
investments require more sector financing, which in turn requires a reduction in non-revenue water,
the restoration of non-functional water supply schemes, and a more financially sustainable tariff
framework that increases sector financial space and attracts private service providers. Similar
challenges in the electricity sector also require attention to address access deficits and improve
service quality, particularly the improvement of sector finances, the reduction of technical and
financial losses, and the improvement of electricity transmission infrastructure. Reducing these
deficits could help increase student retention, improve student outcomes, reduce stunting and
diarrheal deaths, and boost rural economic productivity.

Priority Four: Increasing economic, social, and climate resilience.

Y High-level outcome #4: Enhanced resilience to shocks

((« Key priorities: Rebuilding macroeconomic buffers, financial inclusion, market-led
agriculture, fostering social cohesion, climate resilience in the Lowlands; and climate-
smart physical and administrative infrastructure (especially water and irrigation).

Ethiopia’s gains must be more enduring against rising economic, social, and climate-related

risks. The erosion of previous gains demonstrates the urgent need for investments in household,

firm, and state resilience to external shocks, which would mitigate impacts on growth and reduce
conflict drivers. This resilience depends critically on effective structural transformation.

Ethiopia needs better macroeconomic buffers to manage risks. Economic reforms should
include deliberate strategies to rebuild public finances and expand contingent financing sources.
Foreign exchange liberalization should limit state market interventions to encourage reserve
accumulation, which would enable easing restrictions on foreign capital. Restoring debt
sustainability following Ethiopia's recent default is critical for financial stability and reopening
external market access for development financing and risk management tools.

Market-oriented agriculture is essential for rural resilience and improved land management.
Every percentage increase in output sold raises rural household consumption by about 11 percent.
Shifting from subsistence to market agriculture would improve food security through income
accumulation to smooth consumption and incentivize land investments to reverse degradation
(affecting nearly half of the highlands) and offset anticipated climate shocks.

Greater financial inclusion and financial market sophistication could enable firms and people
to manage risks to their well-being more efficiently. Most households in Ethiopia face difficulties
in managing out of pocket financial shocks and rely heavily on social networks or asset sales to meet
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these financial needs.*” The liberalization of financial sector activity and the efforts to deepen
financial and capital markets are an opportunity to accelerate financial inclusion and expand
financial products such as insurance to reduce financial risks.

Ethiopia’s safety nets need to be more adaptable and sustainable. Improving the adequacy,
adaptability, and financial sustainability of safety net systems could provide more rapid support for
households affected by conflict and climatic shocks. This would help households avoid distress
sales of assets and promote savings, reduce displacement, and alleviate the drivers of social
tensions. The success of public works programs to improve rural community resilience and reduce
carbon emissions could be scaled up and replicated as a way of aligning public spending towards
more resilient and climate-smart rural development outcomes.

Investments in the Lowlands will have both immediate and enduring social, economic, and
climate benefits. Ethiopia’s lowlands are home to some of the most vulnerable households in the
country. These are also regions that are persistently affected by droughts and other climate-related
shocks. Better land registration and management in these areas could reduce crop yield losses from
soil erosion and improve the livestock economy. Improvements to sub-regional financing
mechanisms that take climate risks more explicitly into account could also increase the
responsiveness of regional governments to respond to emergencies more quickly in ways that limit
enduring damage to crops and reduce risks of community displacement.

Ethiopia needs more climate resilient physical and administrative infrastructure. This is critical
for faster post-emergency responses and a recovery of livelihoods. Climate-smart investments,
especially in irrigation and water storage, could increase community resilience and allow new
economic opportunities to emerge. Embedding climate resilience into new energy generation,
transport, and urban development projects will be critical to mitigating future disaster risks, reducing
displacement, and ensuring Ethiopia’s resilience to rising vulnerabilities. Special attention should be
given to energy investments, where Ethiopia’s dependence on hydropower and lack of a diverse
energy mix may result in increased variability of generation. This risk could be addressed through
greater diversification of the energy mix to include other renewable energy sources and harnessing
Ethiopia’s geothermal energy potential. The concept of climate resilience also extends to
administrative infrastructure, which must be flexible, adaptive, and ready to respond to changing
needs. An important area of focus will be the adaptability of the safety net system to scale up support
during crises.

Reinforcing Ethiopia’s identity as the sum of its rich diversity could improve social cohesion.
The process of forming a strong transethnic nationalidentity and fostering a shared sense of national
belonging to the Ethiopian state is incomplete. Uneven outcomes from the growth model and the
pace at which gains are being eroded make this process more difficult. Increased conflict, and arise
in human rights violations (often those of minorities), also complicate the difficult process of building
a strong and shared national identity. A starting point to address these issues would be to address
gaps in constitutional, legal, and regulatory frameworks that protect and enforce human rights and
rights of minorities and conflict-affected communities, and to expand access more rapidly and
equitably to basic public services in poorer and more socially fragmented areas. Expanding minority
participation in federal and regional government institutions would increase the equity of voice in
shaping federal and regional policies.

37 UNCDF Ethiopia Financial Inclusion Brief (2023)
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