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Ethiopia in the World Economy:
Trade, Private Capital Flows, and Migration

Abstract. Economic globalization can be evaluated with refeeeto at least three
dimensions: trade, private capital flows, and ntigra For each of these dimensions,
pathways can be identified through which economligbgization can alleviate or
contribute to poverty. This paper makes a prelimin@xamination of the pathways
between globalization and poverty for the casetbfdpia. As one of the world’s poorest
countries, Ethiopia’s integration with the worldoeaomy takes on specific features. It is
highly dependent on the exports of a few goods,iasrted a large amount of arms, is
largely excluded from global FDI flows, benefitsorin relatively large inflows of
remittances, and is largely excluded from the ewglvglobal regime of intellectual
property. Despite a number of negative trends watiard to globalization and poverty,
there is room for “small win” policies that woulchlgance the role of globalization in
supporting poverty alleviation.

1. Introduction

Economic globalization can be evaluated with raefeeeto at least three dimensions:
trade, private capital flows, and migration. Focleaf these dimensions, pathways can
be identified through which economic globalizatican help or hurt poor people. For

example, exports of labor-intensive goods haveptitential of supporting the incomes of

poor people, but imports of armaments can havestl@as impacts, especially for poor

children. Capital inflows in the form of FDI canteance employment and technological
learning, but unwise bond finance and commercialkbanding can precipitate crises

with devastating effects for poor peopl8orting out the positive and negative impacts of
increased globalization from the point of view adop people is therefore of great

importance. This paper attempts to do so using@d#ntcular circumstances of Ethiopia as

a central reference point.

2 As noted by Eichengreen (2004), an “average” gpitial” financial crisis can claim up to 9
percent of GDP. Some of the worst crises, sucthasetin Argentina and Indonesia, reduced
GDP by over 20 percent, declines greater tharvthath occurred in the United States during the
Great Depression. This has particular relevancepfdential capital account liberalization in
African countries since, as noted by Singh (1988hking sectors in this region are notoriously
fragile. Additionally, as documented by StiglitO®) and Wade (2001), Ethiopia has in the past
been under pressure by the International Monetanyl o liberalize its capital account.



A few papers have taken up issues related to gHig involvement in the
process of globalization. These include Asefa aramilL (2004), Dercon (2003),
Ramakrishna (2002), Tessema (2003), and Bourguighah (2004). This paper will try
to place these studies in the wider context of dlabalization-and-poverty research
agenda. The economic challenges facing Ethiopid terlead the observer to conclude
that little can be done to positively affect Ethadp engagement with the global
economic system. This paper will Isemewhat more optimistic, suggesting that the
strategy of a country such as Ethiopia in engategworld economy is best engaged in
terms of what Weick (1984) referred to as “smalhsvi® The paper will explore some
potential small wins within Ethiopia’s grasp in erdto identify specific strategies to

make its globalization more pro-poor.

2. Poverty

The most common measure of povertyiimgome poverty, a deprivation of goods

consumption due to a lack of necessary purchasmgep Measured in terms of

purchasing power parity (PPP), gross national ired@®NI) per capita in Ethiopia was
just over US$700 in 2003 (up from approximately 43S in 1985). Figure 1 compares
GNI per capita in Ethiopia with that of two otheansitional economies, namely South
Africa and Vietnam. What stands out in this figusethe “flat” nature of per-capita

income in Ethiopia over time in comparison to these other countries.

In the parlance of the World Bank, individuals wdyast on less than one dollar a
day (1985 purchasing power parity dollars) are kmas the “extremely poor,” while
individuals who exist on less than two dollars & 4985 purchasing power parity
dollars) are known as the “poct.in the case of Ethiopia, figures on the “poor” and
“extremely poor” are available for only the yeailOR0 They indicate that approximately
one quarter of Ethiopia’s population is “extremeplyor,” but that over three quarters of

the population is “poor.”

% Weick (1984) noted that “Changing the scale of@lem can change the quality of resources
that are directed at it. Calling a situation a mamblem that necessitates a small win moderates
arousal, improves diagnosis, preserves gains, @eulieages innovation” (p. 48).

* See Chen and Ravallion (2004).



There is a growing recognition that income povestynot the only important
measure of deprivation. With regard health poverty, for example, infant and child
mortality are key indicators. As is indicated ingtiie 2, approximately one in six
Ethiopian children do not live to age five. Agaimst figure compares Ethiopia with
South Africa and Vietnam. While Ethiopia shows soim@rovement relative to South
Africa, it falls far behind the gains of Vietnam &re infant and child mortality was cut in
half in 13 years. Short of mortality, a number adrbidity issues are of central concern
for Ethiopia. For example, Christiaensen and Ald@ing2004) refer to the “the sheer
magnitude of child malnutrition in Ethiopia” (p. 8 In the case of stunting, for
example, the rate is approximately 60 percent bfclildren, significantly above an
average approximately 40 percent for sub-Saharaitaf Bourguignon et al. (2004)
also note that, while down from its 1990 level, @@02 maternal mortality rate (per
100,000 live births) was still over 600.

Education poverty, including gender disparities, is important bothiis own
right, as well as a factor contributing to healdverty® The work of Bigsten et al. (2003)
suggests that primary education does play an irapbrble in translating growth into
poverty reduction in Ethiopia, albeit more for theban poor than the rural poor.
Fortunately, it is here that we see a bit of goeds As presented in Figure 3, the gross
primary enrollment ratio has been on a long-terppwward trend. More importantly,
though, there has been a rapid increase in thalemant ratio during the 1990s, with the
2002 ratio being just under 62 percéfthat said, however, as noted by Bourguignon et
al. (2004), Ethiopia’s primary completion rate isldw the average for sub-Saharan
Africa.

Whether from the perspectives of income, healtredurcation, poverty levels are
of grave concern for Ethiopia. The orthodox view tbe multilateral development
institutions is that more domestic liberalizatiagrowth, and globalization can help
address this concern. Is this so? Dercon (2003lyze® domestic liberalization and
concludes that it is poverty alleviating overaksgite the fact that poor people in remote

areas and with poor household endowments do naseadly benefit. With regard to

® See also Silva (2005).
® On gender disparities in education, see Schu@i@Zp
" The primary completion rate was just under 40 garin 2003, up from 15 percent in 1993.



growth, Bourguignon et al. (2004) note that: “Whihe linkage between income growth
and income poverty reduction is quite tight, sot thigh growth leads to significant
reductions in income poverty, improvements in theeo (human development measures
are are) not readily achieved from growth alongd. (p-2). With regard to globalization
more broadly, we consider trade, private capitalfl, and migration in the remainder of

this paper.

3. Trade

Of all aspects of globalization, it is internatibti@ade that is held out as the great hope
for poverty alleviatiorf. Trade can contribute to poverty alleviation by axging
markets, promoting competition, and raising pronhtgt each of which has the potential
to increase the real incomes of poor people. Butha recent histories of a number of
countries demonstrate, it would be a mistake tg ol trade liberalization alone as a
means of reducing poverlyA more comprehensive approach is needed that sskfe
multiple economic and social challenges simultasBowand that emphasizes the
expansion of poor people’s capabilities, especiallihe areas of health and educatidn.
Nevertheless, trade has some vital roles to play.

International trade is a means efanding markets, and market expansion can
help to generate employment and incomes for pooplpe Comparisons are often made
between the wages of workers in poor-country expodustries and the wages of
workers in developed countries. In these compasisdhe wages of workers in
developing-country export industries often appeabé¢ very low. Consequently, trade
has often been identified as poverty worsening. él@x, the more relevant comparison
is between what people may have earned before fegrdtimde opportunities were made

available. From a poverty perspective, this cowddobtween the wages of export sector

® See Dollar and Kraay (2004), for example. An ali¢ive view is given in Rodriquez and
Rodrik (2001). A thorough review of trade and payes provided by Winters, McCulloch, and
McKay (2004).

°® The fact that the trade-poverty alleviation linkais not automatic has been stressed by
UNCTAD (2004) in the case of the least-developashtides.

1% Oxfam (2002a) notes that “In itself, trade is idterently opposed to the interests of poor
people. International trade can be a force for gawdfor bad... The outcomes are not pre-
determined. They are shaped by the way in whicérimational trade relations are managed, and
by national policies” (p. 28).



workers with agricultural day laborers, both in game developing country. Here it can
often be seen that it is the alternative of agtical day labor that is much worse. It is
precisely this type of income comparison that drawsskers into export industri€s.

It must be kept in mind that not all export acinvis equal from the point of view
of raising the income of poor people. Exporting bast contribute to poverty alleviation
when it supports labor-intensive production, huroapital accumulation (both education
and health), and technological learning. In additithe incomes of poor individuals
depend on buoyant and sustainable export incombghwn turn are dependent on
export prices.

International trade is also a means gbmoting competition, and in many
instances, this can help poor people. Increasegettion lowers the real costs of both
consumption and production. For example, domestinapolies charge monopoly prices
that can be significantly above competitive priCHse competition introduced by imports
erodes market power, lowering prices. These propeatitive effects of trade can make
tight household budgets go farther and lower co$tproduction. The latter can have
knock-on employment effects advantageous to podivishuals by lowering non-wage
costs in labor-intensive production activities. feompetitive effects can also arise in the
case of monopsony power. Here, sellers (small fesnier example) to the monopsony
buyer are able to obtain higher prices for theiodg as the buying power of the
monopsonist is eroded.

There is some evidence that international trade pramote productivity in a
country, and it is possible that productivity ingses can in turn support the incomes of
poor peoplé? It is not the case that export$ all types or in all countries generate
positive productivity effects, but there is eviderhat this is the case in certain instances.
Export postures can place the exporting firms imeati contact with discerning
international customers, facilitating upgrading gesses. There is no consensus within
international economics on the extent of these agigg effects, but they nonetheless

remain an important possibility including in natursource intensive sectors.

1 On the case of Bangladesh, for example, see Z2b@x1) and Oxfam (2002a).

2 For a review of the evidence on trade liberal@atind productivity, see Winters, McCulloch,
and McKay (2004).

13 0On the latter, see de Ferranti et al. (2002).



There are occasions where international tradehease direct health and safety
impacts on poor individuals, impacts that can beekieial or detrimental. Perhaps most
importantly, improving the health outcomes of ppeople usually involves imports of
medical products. It is simply not possible fornaadl, developing country like Ethiopia
to produce the entire range of even some of thernasic medical supplies, no less more
advanced medical equipment and pharmaceuticals ekenywmany developing counties
import large amounts of weaponry and export sesealices, both of which can have
dramatically negative outcomes for the health amfetg of poor individuals? In
addition, the production processes of some exputtistries can adversely affect the
health of workers in those industries, and a simailimportant amount of trade involves
hazardous waste dumping.

Ethiopia has increased its involvement in intewrai trade, although less rapidly
than other countries. Figure 4 plots the standaedsure of the sum of exports and
imports as a percent of GDP for Ethiopia, Southio&frand Viethnam. Note that, in the
mid-1980s, Ethiopia was slightly more engaged mditig activities than Vietnam,
whereas in the most recent years, its total tradess than half of Vietnam’s, measured
as a percent of GDP. In comparison with South Africowever, Ethiopia has slowly
achieved parity in this measure of trade openness.

Ethiopia’s export profile is presented in FiguréMhat is immediately clear from
this figure is Ethiopia’s dependence on coffee etgod’rimary commodity dependence
of this sort has a number of drawbacks from thetpwof view of poverty alleviation. First
is the secular, downward trend in commodity pricscond is the escalating protection
in primary commodity markets in developed counttfeghird is the monopsonistic
pricing along commodity chains practiced by maj@ffee multinationals® This
dependence problem was apparent as coffee experiues fell by over US$100 million
between 1999 and 2001 as coffee prices fell to §€80d low. As noted by Oxfam
(2002Db), this decline in export revenues more thigset the debt relief Ethiopia obtained

* This point is emphasized by Reinert (2004).

!> To be fair, as noted by Oxfam (2002), “importftarinto rich-country markets are not the main
barrier for most coffee proucers” (p. 33).

'® This issue was raised some time ago by Brown afenT(1992) and more recently in the case
of coffee by Oxfam (2002b). In the case of coffibe, main players are Kraft, Nestlé, Procter &
Gamble, and Sara Lee. See also Talbot (2002).



from the Highly Indebted Poor Country (HIPC) initee, and many Ethiopian coffee
farmers have been forced to shift to the produatiochat, a stimulant used in the region
around the Red Sea.

We must be careful in interpreting data such asegmied in Figure 5, however.
Such descriptions exclude services trade, whidgsificant for Ethiopia. Figure 6 plots
commercial service exports as a percent of totabdx. This has been on a steady, if
somewhat volatile, upward trend, reaching nearly dfatotal exports in 2002. As any
passenger on Ethiopian Airlines will appreciateg thulk of this service exports is
accounted for by transportation services. It isdfre important to consider the full
range of Ethiopia’s trade engagement, not thetioail, commodity-only view.

Despite the pressing human development needs gidbeest countries such as
Ethiopia, arms imports have at times composed rafgignt part of its total imports and
government military expenditures a significant pafittotal government expenditures.
This is illustrated for various years (determingddata availability) in Figure 7. The
vertical bars in this figure plot government mitaexpenditures as a percent of total
government expenditures. For the years in which deg available, this ranged from just
over 20 percent to nearly 55 percent. The lineiguife 7 plots arms imports in constant,
1990 US dollars. This peaked in 1998 at approxitwatéS$200 million but has
composed up to one fifth of total imports at tim8ach trade cannot be conceived of as
poverty alleviating. Indeed, in the case of Ethéofand Eritrea), it has been nothing less
than a catastrophe, and it is difficult to conceiwe more perverse role for trade than in

facilitating the death and injury of the very pemjilshould be benefitint.

4. Private Capital Flows

Private capital flows are an important resourcedeveloping countries. Capital flows
augment domestic savings and can contribute tostment, growth, financial sector
development, technology transfer, and poverty redoc However, there is also
substantial evidence that capital flows entail po& costs that are both much larger than
in the case of trade and disproportionately carbgdthe poor. Additionally, it has

" The author cannot resist relating the observatiban individual from the region that the
border conflict between Ethiopia and Eritrea haantdée “two bald men fighting over a comb.”



become clear that not all capital flows are the esam their benefit and cost
characteristics. For these reasons, a careful saeses of the impact of capital flows on
poverty does not lend itself to across-the-boaatestents. Rather, the cost and benefit
characteristics of distinct types of capital flomsist be considered in some detail. Here
we distinguish among foreign direct investment, igquortfolio investment, bond
finance, and commercial bank lending.

The financial markets involved in equity portfollovestment, bond finance, and
commercial bank lending are characterized by a munob market failures. In normal
circumstances, these imperfections tend to corigitta a certain amount of market
volatility. Under certain circumstances that aot fully understood (but are particularly
important in emerging economies such as Ethiogi@)y can lead to full-blown financial
crises. Imperfections in financial markets appeatbé particularly problematic when
commercial banks in developing countries are gaeress to short-term, foreign lending
sources® The resulting problems have three causes. Finggtems of financial
intermediation in developing countries tend to redavily on the banking sector, other
types of financial intermediation typically beingnderdeveloped. Second, developing
countries have been encouraged to liberalize daenésincial markets, sometimes
before systems of prudential bank regulation andagament are put in place. Third,
developing countries have sometimes prematurekrdiized their capital accourlts.
Consequently, care must be taken in managing exglfinancial systems and their
access to international capital flows.

Foreign Direct Investment

Foreign direct investment can have positive impamts poverty by creating

employment, improving technology and human capé&atj promoting competition. Not

all kinds of FDI contribute in this way, howevendasome can adversely impact certain

'8 The World Bank (2001) notes that “If finance iadile, banking is the most fragile part” (p.

11).

% For a critique of premature capital account likization, see Stiglitz, (2000). As the World

Bank (2001) notes, “Poor sequencing of financiaédalization in a poor country environment
has undoubtedly contributed to bank insolvency’8@). Hanson, Honohan, and Majnoni (2003)
also note that “the riskiness of capital accouberalization without fiscal adjustment... and
without reasonably strong financial regulation augbervision and a sound domestic financial
system, is well recognized” (p. 10). On pressucespfemature capital account liberalization in
Ethiopia, see Stiglitz (2001) and Wade (2001).



dimensions of poverty through unsafe working caodd and environmental
degradation. Nevertheless, if we were to identiy most promising category of capital
flows from the point of view of poverty alleviatipRDI would be i

Many developing countries lack access to the teloigies available in developed
countries, and hosting MNEs from developed coustrseone way to potentially gain
access to that technology. There are limits torteldgy transfer, however. First, MNEs
will employ the technology that most suil®ir strategic needs and not the development
needs of host countries. For example, MNEs can @ynplocesses that are much more
capital intensive than would be desired on the shadi host-country employment
consideration® Second, there is a strong tendency for MNEs taleontheir research
and development in their home bases rather thnshcountrie$?

Despite these general limitations, in some impartzases, MNEs do transfer
technology and establish significant relationshipgh host-country suppliers via
backward linkages. If foreign MNE begins to source inputs locallytrar than by
importing them, the host country can gain a numbkrimportant benefits. First,
employment can increase since the sourced inpptegent new production. Second,
production technologies can be better adaptedct onditions since suppliers are more
likely to employ labor-intensive processes. Thitte MNE can transfer state-of-the-art
business practices and technologies to the log@l®us. Fourth, it is possible that the
local suppliers can coalesce into a spatial cluskat supports innovation and

upgrading?®

? The present paper is in broad agreement with Sib@®9) that “The experience of many Asian
and Latin American countries with portfolio capifidws... indicate that the African countries
would benefit from using their efforts and institutal resources to attract FDI rather than
portfolio flows” (p. 356). It does, however, digguish between portfolio flows in the form of
equity investment and those in the form of bondrice, with a preference for the former.

2l Caves (1996) noted that “Survey evidence indicateg MNEs do some adapting (of
technologies to labor-abundant conditions), butaxgreat deal, and it appears that the costs of
adaptation commonly are high relative to the béseadkpected by individual companies” (p.
241).

2 Dunning (1993) noted that “With the exception aim® European-based companies, the
proportion of R&D activity by MNEs undertaken owtsitheir home countries is generally quite
small and, in the case of Japanese firms, negig{pl. 301).

% For the role of clusters in natural resource-bas@elopment, such as might be important to
Ethiopia, see Ramos (1998).



Another avenue through which MNEs can positivelieef host economies is
through “spillovers” to other sectors of these ewures. The evidence to date suggests
that such spillovers do occur in some circumstaacgscan be significant. However, in
the words of Blomstrom and Sj6holm (1999), they ao¢ “guaranteed, automatic, or
free.” What determines whether positive technolsgijlovers will occur? Many factors
are involved, and these include host country pediciMNE behavior, and industry
characteristics. One key factor is the capacity lafal firms to absorb foreign
technologies. Blomstrom and Kokko (2003) suggestldarning is a key capacity that is
responsive to various host country policies, andence presented in Tsang, Nguyen and
Erramilli (2004) in the case of Vietnam supporsthiew.

There is some evidence that MNEs in Africa offeghler wages than domestic
firms.?* This effect is more predominant for skilled thamskilled workers. FDI can
therefore have differential impacts that excludskilted workers. This can result in what
te Velde (2001) refers to as the “low-income loviligkap.” All of these considerations
point to the role of basic education and skillselepment in making the most of FDI for
poverty alleviatiorf>

The low-income countries as a whole are largeblueded from global FDI flows.
For example, in 2002, low-income countries receioadly two percent of total FDI
flows, with nearly half of this going to India andetnam alone. Figure 8 compares
Ethiopia with South Africa and Vietnam and illus&gs the fact that, with the exception of
a few years in the late 1990s, FDI flows into Egiigohave been nearly non-existent. This
poses a serious challenge to the country. As wausiésbelow, the country might be able
to make better use of its diaspora to stimulatews of FDI, since these individuals will
be better able to overcome information gaps reggrdine investment climate in the
country. A regional approach to FDI under the Comrivtarket for Eastern and Southern
Africa (COMESA) is another possibility.

4 See te Velde and Morrissey (2003).
% Borenszteirn, De Gregorio, and Lee (1998) find this thecombination of FDI and education
that has a statistically significant impact on gttow

10



Equity Portfolio Investment

There is evidence that capital inflows in the foofmequity portfolio investment
might be more beneficial than both bond finance aathmercial bank lending. For
example, Reisen and Soto (2001) have examinedntpact of all four capital inflows
considered here on growth for a sample of 44 castihey found that FDI, considered
above, did indeed have a positive impact on econ@mawth. The most positive growth
impact, however, came from equity portfolio flovidond finance, considered below, did
not have any impact on growth, and commercial denkliing, also considered below,
had a negative impact. These results suggest tjuatlyenflows, along with FDI, could
play an especially positive role in growth, develgmt, and poverty alleviation.

Why can equity portfolio investment play a positivele in growth and
development, at least under some circumstances?seBouand Wachtel (2000)
summarize research on this question with four bdgses: equity portfolio inflows are
an important source of funds for developing coestrihe development of equity markets
helps to provide an exit mechanism for venture tedipis, and this increases
entrepreneurial activity; portfolio inflows assdsveloping countries to move from short-
term finance to longer-term finance and help tafice investment in projects that have
economies of scale; the development of equity markgovides an informational
mechanism evaluating the performance of domestitsfand can help provide incentives
to managers to perform well.

With regard to volatility, there is some evidendwtt institutional investors
managing equity flows are less likely than banksetgage in herd and contagion
behavior”® However, in general, equity markets are underdgesl in much of the
developing world. For example, nearly the entiré patfolio equity inflows into Sub-
Saharan Africa are accounted for by one countrpeal®@outh Africa. The World Bank
(2004) summarized the features of developing-couequity markets as follows:

Market capitalization as a share of GDP in low-meocountries is about
one-sixth of that in high-income countries.... Stoekchanges in
developing countries also tend to lag technolotyiceehind developed
markets. Technology plays a major role in the trgdiclearance, and

% This evidence is reviewed in Chapter 1 of Dobsuh ldufbauer (2001). Singh (1999), to some
extent at least, contests this conclusion.

11



settlement processes; problems in those areasis@ucage sophisticated

investors. Institutions that supervise and supii@toperation of the stock

exchange also tend to be weaker in developing desrp. 95).

The development of equity markets in low- and nedidicome countries is more
complex than it might first appear, however. Tlsiglue to the increased globalization of
financial services. Observers have pointed to a ddedomestic factors as being
particularly important in equity market developmeiihese factors include sound
macroeconomic policies, minimal degrees of techyyldegal systems that protect
shareholders, and open financial markets. Howewasr,pointed out by Claessens,
Klingebiel, and Schmukler (2002), these are prégige factors that tend to promote the
“migration” of equity exchange out of developinguotries to the major exchanges in
financial capital of developed countries. This ratgpn process complicates standard
notions of equity market development. Steil (20023 argued that the way forward is to
link local markets with global markets. Howeverer might remain medium-sized firms
with local information needs that could benefitnfrasome kind of domestic equity
market. This is an area that requires urgent atterfior the development of novel
approaches.

At present, inflows of equity investment into Etbi@ are essentially non-existent.
As in the case of FDI, then, this represents aifstgnt challenge to Ethiopian
policymakers. We take up this challenge below.

Bond Finance and Commercial Bank Lending

In the minds of the financial world, there are #igant differences between
portfolio equity investment and debt. This shows inpthe fact that, in the case of
bankruptcy, debt is given priority over equity. $hends to support the preference for
debt over equity in markets, a preference that agpdeéo be misplaced from a
development and poverty alleviation perspectiveprsent, inflows of bond finance into
Ethiopia are non-existent. From a poverty perspecthis is not a cause of great concern
at present. Greater benefits would be attained framreases in FDI and equity portfolio
inflows.

With regard to commercial bank lending, Dobson Biadbauer (2001) note that
“Bank lending may be more prone to run than padfoapital, because banks themselves
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are highly leveraged, and they are relying on tberdwer’s balance sheet to ensure
repayment” (p. 47). The World Bank (2001) noted thacentives are key to limiting
undue risk-taking and fraudulent behavior in thenagement and supervision of
financial intermediaries—especially banks that@ne to costly failure” (p. 3).

What can be done to support the safe developmebtioking sectors in low-
income countries such as Ethiopia? Some of thessacg steps can be thought of in
terms of information, institutions, and incentivé&lith regard toinformation, it is
important for banks to embrace internationally-s@amed accounting and auditing
procedures and to make the results of these assetss@awvailable to the public. In the
case ofingtitutions or the rules of the “banking game,” risk manageimeactices (both
credit and currency) must be sufficiently stringestd prudential regulation systems
must be well developed. With regard to currencly, riee World Bank (2004) notes that
“particular care should be taken to ensure thateifor-currency liabilities are
appropriately hedged” (p. 36).These information and institutional safeguards rave
small task and inevitably cannot be achieved irsti@t term. Consequently, they should
be buttressed witincentive measures in the form of market-friendly taxes anking
capital inflows.

To summarize, debt flows in the form of bond finarend commercial bank
lending appear to have different properties thamitgglows in the form of FDI and
portfolio equity investment. They are more prone th@ imperfect behaviors that
characterize financial markets and do not appeaat@ positive growth effects as large
as those associated with equity flows. Consequeantilyzation of debt finance must be

cautious and sufficiently hedged against exchaatgerisks.

" Mistakes made in these areas have proved to beotity to the poor in the past for countries
to relax their vigilance. Prasad et al. (2003) ¢ode that: “The relative importance of different

sources of financing for domestic investment, asipd by the following three variables, has

been shown to be positively associated with thédermce and the severity of currency and
financial crises: the ratio of bank borrowing ohet debt relative to foreign direct investment; the
shortness of the term structure of external defd; the share of external debt denominated in
foreign currencies” (p. 49).
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5. Migration

Historical analysis demonstrates that internatiomglation can offer an effective means for
poor people to escape poverty, while promoting esoa growth and technological
progres$® Communities can be lifted out of poverty via rearite flows from the
country’s diaspora. Also, when migrants are su¢gkssbusiness endeavors, the diaspora
can become involved in trade and capital flow nekwahat facilitate market access,
investment, and technology transfer. That said,dvew migration can also be devastating
to those left behind. Migrants can take with theitical skills, especially in the area of
health. Further, the loss of household heads, mtoos, and social leaders can cause a broad
array of costs, including to social cohesion. Astext by OECD (2005), “emigration of
highly skilled workers may adversely affect smaluotries by preventing them reaching a
critical mass of human resources, which would beessary to foster long-term economic
development.” Since highly-skilled workers tend denerate the largest share of tax
revenues, emigration can also have detrimental agtapan the tax base, with knock-on
effects in the areas of public services and infuatire. Some governments have attempted
to offset these losses by taxing remittance inflolug these attempts are not generally
successfut® The net impact of migration on source countrighésefore uncertain.

The loss of high-skilled workers is a significassue for Ethiopia. Migrating
involves incurring private costs that can be sigaifit. Consequently, migration rates
tend to be higher for high-skilled individuals wisan better overcome these cdfts.
African countries have been hard hit in this preaefs‘brain drain,” and Ethiopia has not
escaped this phenomenon. For example, El-Khawd@s|2ibints out that there are more
Ethiopian doctors in Europe and North America thraEthiopia. More generally, Aredo
(1998) estimated that, between 1968/69 and 199%#@6e than one third of Ethiopian
students who went abroad for graduate study didretoirn. As pointed out by Beath,
Goldin, and Reinert (2006), a brain drain doesdaase the rate of return to education.
However, since the skills lost are often cruciaégnit seems unlikely that this would

offset the losses involved in the Ethiopian caske Ethiopian government, having

% This section draws on Beath, Goldin, and Reir2906).
# See Lowell (2001).
% See, for example, Carrington and Detragiache (1999
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hosted the Regional Conference on Brain Drain amagaCity Building in 2000, is
obviously aware of these problems.

On the positive side, Ethiopia receives a sigarftcamount of remittances from its
migrants. In discussions of globalization and ptwethe role of remittances is often
underestimated. Figure 10 plots Ethiopia’s remitgnas a percent of FDI inflows. As this
figure demonstrates, though smaller, remittancesarthe same order of magnitude as FDI,
even reaching over 90 percent of FDI in 2001. Agignally demonstrated by Aredo
(2005), Ethiopians use remittance income as ashsking mechanism for self insurance
against shocks of various kintlsA key challenge for the country, then, is to makgter
use of these remittance flows, while harnessingdtaspora for increased FDI flows. We

address these issues below.

6.“Small Win” Policy Recommendations
Globalization does not represent a panacea fopdloe citizens of low-income countries
like Ethiopia. However, it is worthwhile to inquineto whether there are any opportunities
for what Weick (1984) referred to as “small wingd policy changes and endeavors. It must
first be said that the most important policiesiarthe area of universal primary education
and the fight against infectious diseases. For @@nSilva (2005) has identified the
externalities associated with basic environmergalises such as water and sanitation on
child malnutrition in Ethiopia, and health advanaas be made by training that falls
short of fully-certified doctors and nurs&sWith regard to globalization, however, we
consider some policy recommendations for trade,italaglows, and migration,
respectively.
International Trade

The trade challenge facing Ethiopia from the poiiview of poverty alleviation
is to promote labor-intensive exports in orderuport a widely-dispersed expansion of
incomes. This will not occur through an automatmparative advantage process, and it
is more productive to think in terms of potent@mpetitive advantages in narrow

product categories. It is also important to betdkerany potential cluster effects among

* Similar evidence for risk sharing was found in tiase of Mali by Gubert (2002).
%2 See Dugger (2004). This has the advantage of ptiegebrain drain of health-sector personnel.
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these product categories. For example, Ethiopiajgoe profile suggests that it is
possible to think about the emergence of cottomlyets and leather clusters. Given the
success of the African Cotton Initiative in the WdorTrade Organization dispute
settlement process, the future of cotton might tighker than in the past. With the right
marketing and documentation, Ethiopia has potertialrganic cotton product niches in
Europe and the United States. More generally, ulccde possible to take advantage of
China’s increase in demand for cotton that is agm@mging its rapidly-expanding
clothing exports. With regard to leather produttg, presence of the COMESA Leather
and Leather Products Institute (LLPI) in Addis ipasitive sign. Such institutes are often
at the center of emerging clusters. With regarthdth cotton and leather products, the
Ethiopian Ministry of Trade and Industry’s involvent in the 2004 UNIDO workshop
on these two sectors is a very positive step, @datly with regard to the strengthening
of the leather supply chaff.

In the case of coffee, the promotion of “fair tradertification would ensure the
maximum value for developing country producershia face of export price declin&s.
For example, as noted by Oxfam (2002b), “At ther@ig@a Coffee Farmers Cooperative
Union in Ethiopia, farmers can get 70 percent ef éxport price for coffee that sells as
Fair Trade, while those in the Jimma zone of EtisgpKafa province, selling in the
open market, get only 30 percent” (p. 41). Givesm tilagnitude of the coffee crisis, it is
difficult to disagree with Oxfam’s assessment thahether or not Fair Trade can be
applied in the mainstream, the lack of alternatialed the absence of government safety
nets for poor producers make this sort of suppmfiatmers an entirely justifiable and
appropriate attempt to cope with the human cosh@frigors of the free market” (p. 42).
Expansion of fair trade opportunities for Ethiogiaoffee farmers is therefore a key
priority, especially in light of the difficultiesutlined by Talbot (2002) in attempting

forward integration along the coffee commodity ctigiAlthough forward integration

%3 UNIDO is also supporting the role of Ethiopia lretinternational Network for Bamboo and
Rattan (INBAR), and this could also have some fipnomise.

% See Raynolds (2000) and references therein.

% Given the nature of coffee production, the onl reom for forward integration is into instant
coffee production.
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along the tea commodity chain is easier than foffeep promoting fair trade
opportunities for the expanding tea sector is atgmrtant.

The movement of natural persons (WTO Mode 4 ofices trade) offers large
potential benefits to a country such as Ethiopi#ilgVEthiopia is not a member of the
WTO, it needs to make as much use of this serviGe mode as possible through
bilateral arrangements. As Winters et al. (2002)ehshown, the gains for developing
countries from an increase of only 3 percent inrtbemporary labor quotas would
exceed the value of total aid flows and be sintathe expected benefits from the Doha
Round of trade negotiations, with most of the bisabd developing countries coming
from increased access wifskilled workers to jobs in developed countrs.

Ethiopia’s export of tourist services remains &yguntapped, and the potential
for cultural tourism and ecotourism is great, esgBcso given the country’s airline and
its diaspora’s involvement in travel agencies. Inretated area, Ethiopia is largely
excluded from the evolving global regime of trae&ated, intellectual property. The
government needs to follow the lead of India angimeo construct a Traditional
Knowledge Digital Library (TKDL) containing a forrhaaventory of all cultural property
that its citizens might exploit in the fututeThis is important to prevent future theft of
the country’s cultural patrimony. One importantaai® that of music copyright, but there
are others as welf

As has been recently noted by a number of resea;atheveloping countries play
a role in trade as nodes in global production neta/¢GPNs)*° GPNs refer to refers to
the process whereby the production of a final gbading previously taken place in a
single country is broken down into a number of dite steps each taking place in
different countries. The evolution of GPNs has oesjed to: technological progress in
transportation, technological progress in commuiuog, technological progress in data

processing, reduced restrictions on FDI inflowg] &nade liberalization. As noted by the

% As pointed out by Puri (2002), there is an impatrigender element here: “For the majority of
women, Mode 4 provides the only opportunity to abtaemunerative employment with
temporary movement to provide services abroadadt been found to have a net positive effect
on the economy and poverty reduction in the hommig” (p. 8).

37 See Sahai (2003) and Das (2006), for example.

% The contributions to Silverman (1999) are relevarihis regard.

¥ See, for example, Bair and Gereffi (2001), Clafk§98), Henderson et al. (2002), and World
Bank (2003).
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World Bank (2003), to date, Africa has been largéjt out of this important
globalization process, and UNCTAD (2002) has qoestil the benefits involved in GPN
participation. It is not clear whether Ethiopia élchieve the necessary policy and
infrastructure prerequisites to be a potential GRaNicipant, but sustained trade-related
capacity building supported by multilateral finaaanstitutions could potentially change
this.

Capital Flows

Both the Ethiopian government and the Addis Abalbeartber of Commerce
have investigated the possibility of organizingexuities exchang®. This is no small
endeavor. Although the presence and upgrading @fNhirobi equities exchange in
Kenya indicates that it might be possible, thet fpsority with regard to capital flows
would be to ensure the prudential regulation of éh®erging banking sector, with care
given to strenuously conditioning its borrowing foreign currencies. Given this first
step, one possibility would be to link any nasathange to the one in Johannesburg in
order to tap into existing technology. More reaisstill would be to give serious
consideration to the suggestion of Mwenda and Mu@1) for cooperation within
COMESA to form aregional equity market in order to promote multiple listingnd
cross-border equity investments. Given the ligyidéquirements of equity exchanges,
this would appear to be a wise option.

With regard to direct investment, the Ethiopia Istweent Authority (EIA) could
make better use of the country’s foreign populatioarder to better facilitate FDI flows.
In addition, it makes sense to tightly link the Eié\the proposed COMESA Regional
Investment Agency. As discussed above, it is singbharacteristic of modern, global
production that it involves international and rewb networks. Attempting to “go it
alone” with regard to investment projects is therefshortsighted.

Migration™

Improving the benefits of migration includes strémgning the financial

infrastructure supporting remittances. New e-conm@etechnologies, including in

foreign exchange markets and in electronic carffer great potential to reduce the

0 See Tessema (2003).
*1 Some of the suggestions here draw from Beath,iGaldd Reinert (2006).
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overall transactions costs. The availability ofegsible remittance services in expatriate
communities and near the destination of the pedplevhom the funds are to be
transferred, which offer simple processes in laggsaunderstood by the migrants, can
greatly facilitate remittance flows. It will als;meourage the movement of remittances
from unofficial and unregulated networks into regatl flows, which is important to
address security as well as poverty concerns. Beemmommending tax measures, official
savings associations, and other government-led amésins to increase the beneficial
impact of remittances, care must be taken to enatethese will be welcomed by the
diaspora itself. Otherwise, they will reduce theemittances or revert to unofficial
channels.

To some degree, governments can influence theidesi®f skilled people to
leave and to keep their capital in the country bgpsng the overall environment for
skilled people, by providing a safe and secure wgrlenvironment, by reaching out to
skilled people, and seeking their involvement iisien making. However, given the
gaps in earning power and the attractions of costitap environments, this holding
power is limited, particularly for poor countrieack as Ethiopia. Some countries have
also implemented programs to better direct rensgtaninto development-oriented
investments. For example, the Mexican governmestdssisted Mexican emigrants in
establishing “Home-Town Associations” that suppirfrastructure and enterprise in
home communities and “Economic Development Funas'which contributions are
matched by the Mexican government. This effort Bpawned similar policies by El
Salvador and its emigrant commuritty.

Within the context of the African continent, theuBio African Network of Skills
Abroad (SANSA) offers a model for harnessing thdlsslof expatriate$® A primary
purpose of SANSA is to gather information aboutakpte South Africans in order to
assess how their skills can be best matched td lemds. Modes of contribution by

expatriates include: participation in training prams, technology transfer activities,

*2 See Stalker (2001). As pointed out by Kiggundu @nil (2004), Ethiopia did benefit for some
time from the International Migration OrganizatienReturn and Reintegration of Qualified
African Nationals (RQAN). It has been some timewhwer, since this program has been in
existence.

*3 SANSA is a joint project of the South African Natal Research Foundation and Department
of Science and Technology.
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research result dissemination, and facilitationbo§iness contacts and developnfént.
Since both South Africa and Ethiopia share the attaristic of having diasporas
concentrated in relatively few countries, the SAN®Adel holds out some promises for
Ethiopia and could perhaps be replicated. For exanmighly-skilled migrants could be
tracked through a data bank and catalogued fordutonsultation assignments. This
data-gathering exercise could be achieved througbntary, web-based registration,

passenger surveys on Ethiopian Airlines, and inesiiby embassy staff.

7. Summary

While globalization is not a panacea, there arectspof Ethiopia’s trade, capital flows,
and migration where “small win” policy changes ¢emade that would have beneficial
impacts for its poor citizens. Trade, FDI, and ratgm can be harnessed in a synergistic
manner to deliver at least of modicum of benefitsnt the inevitable process of
globalization the country confronts. Leveraging teade and promoting natural resource
clusters can provide potential gains in export espmns. Of all capital flows, it is FDI
and equities that hold the most promise with regardong-term poverty reduction.
Ethiopia should give serious consideration to regie@fforts within COMESA both with
regard to a Regional Investment Agency and witlarégo the development of a regional
equities exchange. To prevent future crises, prugeamgulation of commercial banking
is also a priority. As a country with a large diasgp containing highly-trained and
motivated individuals, it must exploit the potehtid this network. This is particularly
the case because the country’s unusual positiominntransportation services can
effectively tie it into this network.

In two respects, the focus of this paper is tooava First, as the work of
Bourguignon et al. (2004) makes clear, progresaromclusive set of poverty measures
in Ethiopia will depend on foreign resources nat jn the form of private trade incomes,
capital inflows, and remittances, but in the formpablic or quasi-public foreign aid.

Properly securing and managing these flows is atdor poverty reduction but involves

** Seehttp://sansa.nrf.ac.zand Kaplan (1997) for further information.
*> The Ethiopian North American Health Profession&sociation is already involved in such
activities. Seavww.enahpa.org
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yet another set of considerations beyond the sobpieis paper. Second, any amount of
“small win” policy changes in Ethiopia, importans @hey are, will not change the
external environment that remains, in many crueapects, antagonistic to the success
of low-income countries. Protectionism, agricultusabsidies, inappropriately-defined
protection of intellectual property, and resistat@eghe temporary movement of labor-
intensive service providers all remain a constgatat success. For these reasons, the

challenges facing Ethiopia are numerous indeed.
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Figure 2 Under Five Mortality Rate (per 1,000 p@iain)
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Figure 3 Gross Primary Enroliment Ratio (percemnetévant age group)
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Figure 4 Total Trade as a Percent of GDP (percent)
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Figure 5 Ethiopia’s Exports by Product Group, 2Q8&cent and US$ million)
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Figure 6 Commercial Service Exports as a Percemotdl (percent)
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Figure 7 Arms Imports as a Percent of Total Impdr@®99 (percent)
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Figure 8 Net Foreign Direct Investment as a PeroE@®DP (percent)
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Figure 9 Foreign Remittances (current US$ millions)
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Figure 10 Foreign Remittances as a Percent of p&Lteént)
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