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Background

Historically, Ethiopia maintained a managed floating exchange rate system, characterized by
significant central bank control and intervention. The National Bank of Ethiopia (NBE) played
a dominant role in fixing and controlling the exchange rate, aiming to maintain stability. This
approach often led to an overvalued official exchange rate, creating a significant disparity
with the parallel market rate. In July 2024, Ethiopia abandoned its long-standing exchange
rate controls and floated the birr, marking a bold departure in economic policy. Backed by a
$3-4 billion IMF and World Bank program, the float aims to ease chronic foreign exchange
shortages and rebuild reserves.

Economic Conditions that Necessitated the Reform

Ethiopia faced several macroeconomic imbalances that necessitated the shift to a more
flexible exchange rate system:

1.Acute Foreign Exchange Shortages: Decades of tight control and an overvalued
currency led to persistent foreign exchange shortages, hindering imports and
international transactions.

2.High Inflation: The previous policy contributed to inflationary pressures.

3.Limited Access to Credit for the Private Sector: State-led development and reliance on
public banks limited private sector access to finance.

4.Financial Stability Risks: The fixed exchange rate and associated distortions created
financial vulnerabilities.

5.Debt Vulnerabilities: Reliance on external creditors and large public bank financing
contributed to unsustainable debt levels.

6.External Imbalances: The fixed exchange rate contributed to external imbalances,
making exports less competitive and imports artificially cheaper.

As a result, Ethiopia embarked on a comprehensive transformation of its monetary and
exchange rate regimes as part of its Homegrown Economic Reform Program (HGER 2.0),
launched in 2019. This reform introduced a competitive, market-based determination of the
exchange rate and was guided by the new Foreign Exchange Directive (FXD/ 01/2024).

The primary objectives of the reform agenda are:

¢ To address fundamentally the sources of macroeconomic instability in Ethiopia.

e To create a much more open, investment-friendly, and private-sector-friendly
environment.

¢ To address acute foreign exchange shortages and inflation.

¢ To foster high, sustainable growth.

¢ To liberalize foreign exchange transactions and eliminate the requirement to surrender
export earnings to the NBE.

¢ To deepen the foreign exchange market.



Reform Implementation Analysis

Ethiopia's transition to a floating exchange rate system, formalized on July 29,2024, with
the introduction of the Foreign Exchange Directive (FXD/ 01/2024), marks a significant
departure from its long-standing managed floating regime. This shift is a cornerstone of
the Homegrown Economic Reform Program (HGER 2.0 ), aiming to address deep-seated
macroeconomic imbalances.

The policy transition involved several critical steps:

¢ Legal and Regulatory Framework: The NBE revised its Central Bank Act to prioritize
price stability and introduced the FXD/ 01/2024, consolidating previous sporadic
directives into a single, comprehensive framework. This directive outlines the new
rules for foreign exchange transactions, reducing the NBE's direct control and
empowering market forces.

¢ Market-Based Exchange Rate Determination: The core of the reform is the
allowance for banks to freely negotiate exchange rates with their clients and among
themselves. The NBE's role has transitioned from direct rate-setting to monitoring
and providing an indicative daily exchange rate, which serves as a reference rather
than a binding rate. This aims to foster a competitive and market-driven FX
environment.

e Phased Liberalization: While the reform is radical, it incorporates elements of a
phased approach. For instance, the initial lifting of import restrictions on 38 product
categories was partially reversed for certain items (like fully assembled automobiles),
indicating a cautious approach to full liberalization. Similarly, while surrender
requirements were eliminated, capital account outflows remain restricted,
demonstrating a desire to manage potential shocks.

Regulatory Changes Affecting Commercial
Banks

The FXD/01/2024 introduced substantial regulatory changes impacting commercial
banks

e Freedom to Set Exchange Rates: Banks are now empowered to set their own buying
and selling rates for foreign currencies, a significant departure from the previous
system where rates were largely dictated by the NBE. This provides banks with
greater autonomy and flexibility in their FX operations.



¢ Elimination of Surrender Requirements: Commercial banks are no longer required
to surrender a portion of their foreign exchange earnings to the NBE. This allows
banks to retain more foreign currency, which is intended to increase the overall
supply of FX in the market and improve liquidity.

¢ Revised Retention Rules for Exporters: Exporters can now retain % of their foreign
exchange earnings indefinitely, providing them with greater control over their foreign

currency and potentially boosting FX availability within the banking system.

e Two-Tier FX Market Structure: The directive established a formal two-tier spot

foreign exchange market:
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Wholesale/Inter-bank Market: Retail FX Market: In this tier,
This tier facilitates foreign banks and authorized foreign
currency transactions between exchange dealers conduct

authorized banks, fostering transactions directly with
interbank liquidity and price customers, with rates freely
discovery. negotiated.

¢ Relaxed Foreign Currency Account Regulations: The directive significantly eased
rules for foreign currency accounts held by foreign institutions, FDI companies,
international organizations, embassies, NGOs, and the Ethiopian diaspora. This
includes allowing multiple accounts and broader usage of these accounts, aiming to
attract and retain foreign currency inflows.

e Streamlined Capital Repatriation: Clearer procedures for foreign investors to
repatriate capital and earnings are now in place, enhancing Ethiopia's attractiveness
for foreign direct investment.

e Eased External Loan Rules: The removal of interest rate ceilings on foreign
borrowings and expansion of eligible entities for foreign loans aim to increase access
to external financing, though NBE approval for loan agreements is still required.



New FX Trading Mechanisms and Market
Structure

Interbank Trading Platform: The establishment of a formal interbank FX market
allows banks to trade foreign currencies among themselves, facilitating liquidity
management and price discovery. This is a crucial step towards a more mature
and efficient FX market.

Market-Driven Pricing: The shift from NBE-controlled rates to freely negotiated rates
between banks and customers, and among banks themselves, is the most significant
change in pricing mechanisms. This is expected to lead to more redlistic and market-
reflective exchange rates.

Increased FX Supply: The elimination of surrender requirements and improved
retention rules for exporters are designed to increase the availability of foreign
exchange within the formal banking system, reducing reliance on the parallel market.

Role of Independent Foreign Exchange Bureaus: The directive allows for the
licensing of non-bank actors as Independent Foreign Exchange Bureaus, further
diversifying the FX market and potentially increasing competition and accessibility

Analysis of -month FX Rate Data Following
Implementation

To assess the impact of the floating exchange rate system, we analyzed daily/weekly FX rate
data for USD/ETB, EUR/ETB, and GBP/ETB from July 29, 2024 to July 28, 2025. The data reveals
significant trends and volatility patterns.

Between the start and end of the observed period, the Ethiopian birr experienced substantial
depreciation across major foreign currencies, reflecting the impact of the July 2024 shift to a
market-based exchange rate system. The USD/ETB exchange rate rose from an initial value of
58.0418 to 136.5191, resulting in a total depreciation of 135.21%. On a monthly basis, this
translates to an average depreciation rate of 11.27%. The exchange rate also exhibited
significant instability, with a volatility (standard deviation) of 11.97, and an average spread of
4.16%, indicating elevated transaction costs or persistent bid-ask gaps.

A similar trend is observed in the EUR/ETB exchange rate, which rose from 631900 to 1591841,
marking a total depreciation of 151.91%. The monthly depreciation averaged 12.66%, slightly
higher than that of the U.S. dollar. Volatility was also more pronounced, with a standard
deviation of 1518, and an average spread of 4.05%, suggesting persistent instability and
costliness in foreign exchange transactions involving the euro.



The GBP/ETB exchange rate experienced the highest depreciation among the three
currencies, moving from 717040 to 181.5416, resulting in a 153.18% total depreciation. On a
monthly basis, this reflects a depreciation rate of 12.77%, with the highest volatility recorded at
16.96. The average spread stood at 4.10%, further confirming notable instability and
inefficiency in the currency market.

Overall, the summary statistics show an average total depreciation of 146.77% across the USD,
EUR, and GBP, coupled with high average volatility of 14.70. These figures signal a highly
volatile currency market environment following the liberalization reforms. The depreciation
pattern is consistently steep across all three currencies, underscoring both the scale of
adjustment and the fragility of Ethiopia’s FX market during the reform period.

Depreciation: Over the 12-month period, the Ethiopian Birr (ETB) experienced a notable
depreciation against major currencies:

e USD/ETB:135.20% depreciation
e EUR/ETB:151.91% depreciation
e GBP/ETB:153.18% depreciation
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Average Monthly Depreciation: The average monthly depreciation rates were:
e USD/ETB:11.27%
e EUR/ETB: 12.66%
e GBP/ETB:12.76%

These figures suggest a controlled and gradual depreciation rather than a sharp, disruptive devaluation,
which is crucial for maintaining market stability.
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Volatility Patterns:
¢ Standard Deviation: The standard deviation, a measure of volatility, for the period was:
o USD/ETB:11.97
o EUR/ETB:1518
o GBP/ETB:16.95
e \olatility Ranking: GBF/ETB exhibited the highest volatility, followed closely by EUR/ETB

and USD/ETB. This suggests that while the market is adjusting, there are varying degrees
of fluctuation across different currency pairs
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The combination of high depreciation and low volatility in the USD suggests a steadier, more
predictable weakening of the Birr against the dollar. In contrast, GBP and EUR exhibit both high
depreciation and higher volatility, suggesting sharper and less predictable changes in exchange
rates, possibly influenced by regional factors or less active market interventions.

Impact on Bank Profitability, Risk Management,
and Liquidity

The transition to a floating exchange rate system has had multifaceted impacts on Ethiopian
banks:

¢ Profitability:

o Increased FX Trading Revenue: The ability to freely set exchange rates and engage in
interbank trading presents new avenues for revenue generation through FX trading
activities. Banks can now capture wider spreads and respond more dynamically to market
conditions.

o Potential for Revaluation Gains/Losses: Fluctuations in the exchange rate can lead to
revaluation gains or losses on banks' foreign currency denominated assets and liabilities.
Effective risk management is crucial to mitigate potential negative impacts.

¢ Risk Management:

o Increased FX Risk Exposure: Banks are now more exposed to foreign exchange rate risk.
This necessitates the development and implementation of robust risk management
frameworks, including hedging strategies, stress testing, and stricter internal limits.

o Operational Risk: The new trading mechanisms and increased transaction volumes may
introduce new operational risks, requiring enhanced IT infrastructure and skilled
personnel.



Changes in FX Service Delivery to Customers

The reforms have directly impacted how banks deliver FX services to their customers:

¢ Faster Access to FX: Customers are likely to experience faster and more reliable access to
foreign exchange, as banks have greater autonomy and liquidity. This reduces the previous
delays and uncertainties associated with FX allocation.

» Transparent Pricing: The shift to market-based pricing means customers will face rates that
are more reflective of supply and demand, rather than administratively determined rates. This
enhances transparency, although it also means rates can fluctuate more frequently.

» Expanded Service Offerings: With increased flexibility, banks may introduce new FX products
and services, such as forward contracts or other hedging instruments, to help customers
manage their foreign exchange exposures.

* Reduced Reliance on Parallel Market: As the official market becomes more efficient and
responsive, businesses and individuals may reduce their reliance on the parallel market,
leading to a more unified and transparent foreign exchange system.

Interbank FX Market Development

The development of a functional interbank foreign exchange (FX) market is a critical pillar of
Ethiopia’'s ongoing exchange rate reform. While the system is still in its early stages, several
foundational structures have already been implemented, most notably, the introduction of a two-
tier market structure and the shift in the National Bank of Ethiopia’s (NBE) role from rate setter to
rate monitor. These developments mark a significant move toward a more liberal and transparent
FX market.

So far, ETB 866.04 billion has been traded on the platform, reflecting early momentum in market
participation. The Ethiopian Securities Exchange (ESX) serves as the official platform facilitating
these interbank FX trades, helping to lay the groundwork for a robust market infrastructure.
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This data highlights the weekly movement of 7-day and overnight interbank interest rates in
Ethiopia over a four-week period:

1. Stability in Overnight Rate

The overnight rate remained constant at 12% throughout the entire period (June 30 — July 25),
indicating a stable short-term funding environment for banks. This suggests that liquidity
conditions in the very short term were steady, with no significant shocks or fluctuations in
demand or supply.

2. Gradual Decline in 7-Day Rate

The 7-day interbank rate exhibited a gradual decline:
e From 14% in the first week (June 30 — July 4),
e t012.69% in the second week (July 7 -11),
e then 12% in the following two weeks (July 14 - 25).

This downward trend may signal:

e Easing liquidity pressures over the medium-short term,

¢ Reduced demand for one-week funds among financial institutions,

e Or potentially a more accommodative stance by the market participants as confidence in the
interbank system increases.

Volume Traded Trend in Billions
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The weekly interbank trading volumes for the period between June 30 and July 25, 2025, reveal
important insights into the evolving dynamics of Ethiopia’s financial market. Over the four-week
span, a total of ETB 41.9 billion was traded across both 7-day and overnight tenors, with ETB 24.0
billion allocated to 7-day instruments and ETB 17.9 billion to overnight transactions. These
figures suggest growing participation and liquidity in the market, a positive sign for the
development of a more robust and flexible interbank system.

Looking at the 7-day tenor specifically, trading volumes were relatively strong at the beginning
of the period, peaking during the week of July 7-11 at ETB 6.9 billion, the highest for the month.
This was followed by a slight decline to ETB 6.2 billion the next week and a more significant
drop to ETB 4.4 billion in the final week. The decrease toward the end of the month may
indicate improved liquidity positions among banks, or simply lower funding needs at that
particular time.



For overnight trades, the volume also peaked during the week of July 7-11 at ETB 6.0 billion,
matching the pattern observed in the 7-day segment. The first and last weeks of the period (June
30-July 4 and July 21-25) each saw a lower volume of ETB 3.2 billion, suggesting that short-term
funding needs were more subdued at the bookends of the month. The temporary surge in the
middle weeks may have been driven by short-lived liquidity pressures or preparation for regulatory
and operational obligations.

Overall, the data reflects a functional and responsive interbank market. The higher volume of 7-day
instruments compared to overnight trades indicates a preference for slightly longer funding
windows, possibly to manage foreign exchange positions or interest rate expectations more
effectively. The consistent and meaningful levels of activity support the idea that Ethiopia's financial
system is gradually adapting to the reforms and moving toward greater market-based efficiency.
This trend aligns with national goals of building a more liquid, transparent, and resilient financial
infrastructure.

The interbank FX market is expected to achieve the following key objectives:

e Facilitate Price Discovery: By allowing exchange rates to be determined by supply and
demand dynamics among banks, the market ensures a more accurate reflection of currency
values.

e Improve Liquidity Management: Banks can now better manage their short-term FX positions
by borrowing or lending currency with one another, which helps optimize system-wide liquidity.

e Enhance Market Efficiency: With the removal of excessive central control, transaction costs
decline, and FX operations can be conducted more swiftly and competitively.

¢ Provide a Benchmark: The interbank FX rates serve as a reliable reference point for retail FX
transactions and other financial instruments, encouraging consistency across the broader
economy.

For Ethiopia’s floating exchange rate system to succeed long-term, continued development of the
interbank FX market is essential. This includes expanding participation, increasing daily trading
volumes, and introducing more sophisticated financial instruments to support hedging,
speculation, and risk management.

Impact on Inflation, Imports/Exports, and Foreign Investment

Inflation: The depreciation of the Birr can exert upward pressure on inflation, particularly for
economies heavily reliant on imports. The pass-through effect of higher import costs to domestic
prices is a significant concern. While the IMF noted a decline in inflation from 20 % to 13 % prior to
the full float, the ongoing depreciation will require careful monetary policy management by the
NBE to anchor inflation expectations and prevent a sustained inflationary spiral. The NBE's
commitment to price stability, as enshrined in its revised act, will be crucial.
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Imports and Exports:

e Imports: The increased cost of imports due to a weaker Birr is expected to lead to a reduction in
import volumes, especially for non-essential goods. This aligns with the government's objective
of managing foreign exchange demand and promoting local industries.

e Exports: The enhanced competitiveness of exports is anticipated to boost export volumes and
values. Early results, as highlighted by the IMF, indicate promising signs with expectations for
exports to double. This improvement in export performance is vital for increasing foreign
exchange earnings and building up reserves.

Foreign Investment: The shift to a market-based exchange rate is generally viewed positively by
foreign investors. A more transparent and predictable FX regime reduces exchange rate risk and
uncertainty, making Ethiopia a more attractive destination for Foreign Direct Investment (FDI). The
streamlined capital repatriation procedures further enhance investor confidence. However, initial
depreciation might deter some short-term capital flows seeking stability.

FX Inflow
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However, the sustainability and structural basis of this jump remain debated. Economists caution
that the recent spike in export earnings may reflect temporary pricing or valuation shifts rather than
deeper structural transformation.
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Structural Faultlines Remain

From underdeveloped financial markets to limited export capacity and high inflation, deep
structural barriers stand in the way. Without coordinated reforms, the float risks exacerbating rather
than resolving Ethiopia’'s FX woes.

Weak Financial Infrastructure is Undermining the FX Transition

A functioning FX market depends on a strong financial system—something Ethiopia lacks. The
National Bank of Ethiopia admits the infrastructure is still “nascent.” Until recently, payments were
manually processed. While the country now has RTGS and ACH systems, clearing, settlement, and
market data platforms remain underdeveloped.

There is no reliable repo market or bond market to absorb or inject liquidity. The interbank market
was virtually non-existent until late 2024, when ESX piloted a platform with $1.1 billion traded early
on. The NBE has introduced new regulations to support interbank markets and plans a Central
Securities Depository. Still, without deeper money markets and trading platforms, the central bank
can't effectively manage liquidity or interest rates—weakening the foundation of the new FX regime.

A State-Dominated Banking System Limits Private Sector Response

Ethiopia’s banking sector remains highly concentrated and state-driven. The Commercial Bank of
Ethiopia alone controls over 50% of total banking assets. Credit allocation is skewed toward state-
owned enterprises, while private-sector lending remains extremely low—just ~11% of GDP.

For decades, government-directed lending and forced bond purchases by banks distorted resource
allocation and drove inflation. Without change, a floating birr will send price signals into a system
unable to respond. IMF experts stress the need to open the market to foreign banks, enhance
competition, and ensure state banks operate on commercial principles. Otherwise, FX liberalization
will have limited impact on investment, growth, and job creation.

Monetary Policy Tools Exist, But Can't Yet Bite

The NBE has modernized its monetary policy toolkit—introducing open-market operations,
standing facilities, and interest rate corridors. However, these tools lack impact in the absence of
supporting markets.

Without a liquid interbank market, a yield curve, or a functioning repo system, monetary policy
cannot guide short-term rates or influence inflation expectations. Furthermore, central bank
independence is still under question due to its historical role in financing government deficits. IMF
reforms call for ending direct lending to government and mandatory bond purchases. Until reforms
take root and transmission channels deepen, the NBE's ability to control inflation and support the
birr will remain weak.



Ethiopia’s Export Base Is Too Narrow for a Stable FX Market

A floating currency assumes a dynamic, diversified economy that earns FX from broad exports.
Ethiopia’s current structure falls far short. Coffee alone makes up a third of exports, with gold and
oilseeds following. Export diversification efforts have largely failed.

As a result, foreign exchange earnings are fragile and volatile, exposing the economy to external
shocks and sustaining black-market demand. While the July 2024 devaluation helped close the
official-parallel market gap, FX remains hard to access, and convertibility is limited. Without
expanding and upgrading its export portfolio, Ethiopia's FX reform risks constant instability and
speculative pressure.

Inflation: Ethiopia’s Persistent Achilles Heel

Ethiopia is among the world’s most inflation-prone economies. Floating the birr in this context
brings risks: devaluation feeds into import prices, pushing up food, fuel, and medicine costs.

Inflation is both a cause and consequence of Ethiopia's economic imbalance. The poor are most
affected, with estimates suggesting inflation may push over 10 million Ethiopians into poverty.
Although the IMF-supported program includes targeted social spending (1.5% of GDP), timely and
effective disbursement is essential. Otherwise, inflationary shocks could derail the reform effort and
deepen inequality.

Political Risks and Social Pressures Threaten Reform Progress

Beyond economics, FX liberalization is a deeply political reform. A weaker birr raises living costs and
can trigger unrest, especially in a country still recovering from internal conflict and displacement.
Urban low-income households, pensioners, and farmers reliant on imported inputs are particularly
vulnerable.

The government has expanded safety nets and subsidy reform to mitigate the blow, but social
protection must scale up further. At the same time, Ethiopia must manage ethnic tensions, political
transitions, and fragile public trust. Without strong communication and targeted support,
economic stress could spill into broader instability, jeopardizing not only the reform but national
cohesion.

Fiscal Discipline: The Missing Link in Ethiopia’s FX Reform

Ethiopia’s fiscal policy remains a key weak point in the country’s broader economic reform program.
Despite ambitious moves like floating the birr and modernizing monetary policy, Ethiopia continues
to run significant fiscal deficits. These deficits not only weaken investor confidence but also
undermine monetary and FX reforms.



The country defaulted on external debt in 2023, highlighting underlying vulnerabilities. While the
government has taken early steps, cutting subsidies, ramping up tax reforms, and boosting social
protection spending, public finances remain strained. The fiscal deficit puts pressure on inflation,
complicates central bank operations, and threatens external balance.

Critically, years of direct central bank financing of government deficits blurred the line between
fiscal and monetary policy. IMF and World Bank programs now require strict fiscal discipline: no
more direct advances from the National Bank of Ethiopia and a gradual move toward market-based
public borrowing.

Without credible fiscal consolidation, efforts to stabilize the birr could backfire. A floating exchange
rate requires macroeconomic credibility, which hinges not just on monetary tools, but on
responsible government spending and debt management.

Continued Parallel Market Disparity

Despite Ethiopia’s transition to a market-based exchange rate regime, a significant gap remains
between the official exchange rate and the parallel market. As of the latest available data, the official
exchange rate stands at approximately 138 birr per U.S. dollar. In contrast, licensed foreign exchange
dealers are offering rates closer to 157 birr, while the parallel market is trading at around 174 birr per
U.S. dollar.

This persistent divergence highlights the continued segmentation within Ethiopia's foreign
exchange market. One of the primary goals of floating the birr was to allow price discovery and unify
the fragmented FX market. However, the data reveals that foreign currency scarcity, insufficient
regulatory enforcement, and a lack of market confidence are still distorting the functioning of the
newly liberalized system.

The existence of such disparities not only undermines the credibility of the reform but also fuels
speculation and rent-seeking behavior. Businesses and individuals are incentivized to bypass official
channels, making it more difficult for authorities to manage foreign reserves effectively. In this
context, narrowing the gap between the official and parallel market rates will require more than
nominal liberalization—it demands coordinated efforts to build confidence, improve liquidity, and
ensure greater transparency in FX allocation.

Policy Recommendations for Further Improvements

To consolidate the gains from the reforms and address the remaining challenges, the following
policy recommendations are crucial:

Strengthen Monetary Policy Framework: The NBE should continue to refine its interest rate-based
monetary policy framework to effectively anchor inflation expectations and manage liquidity. Clear
communication of policy decisions will be vital to maintain market confidence.

Deepen Financial Markets: Accelerate the development of the interbank foreign exchange market
by encouraging greater participation, introducing a wider range of hedging instruments (e.g., FX
forwards, swaps), and enhancing market infrastructure. This will improve liquidity, price discovery,
and risk management capabilities..



Enhance Banking Sector Capacity: Provide technical assistance and training to commmercial banks
to strengthen their foreign exchange risk management frameworks, develop new FX products, and
improve their operational efficiency in the new market environment.

Fiscal Prudence: Maintain fiscal discipline to avoid excessive government borrowing that could put
pressure on the exchange rate and fuel inflation. Prioritize productive investments and rationalize
public spending.

Diversify Export Base: Continue efforts to diversify Ethiopia's export base beyond traditional
commodities. This will enhance the country's resilience to external shocks and provide more
sustainable sources of foreign exchange.

Targeted Social Protection: Implement and strengthen targeted social protection programs to
mitigate the adverse impacts of currency depreciation and inflation on vulnerable segments of the
population.

Continued Communication and Transparency: The NBE and government should maintain
transparent and consistent communication with all stakeholders (businesses, banks, public)
regarding the reform process, its objectives, and its outcomes. This builds trust and manages
expectations.
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