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THE LEGAL FRAMEWORK FOR FISCAL DECENTRALIZATION IN
ETHIOPIA
DURING THE TRANSITION PERIOD

Befekadu Degefe

dbsiract;  The paper critically examines the systen of fiscal decentralization in Ethiopia av defined in
Proclamation 33 af 1992 from the legal point of view amd precipitates the political and economic
impacts . “thereal Iis findings are that the system iy ambiguous, internaily inconsistent and conflices
with the poluical paradipm of federalism as provided for by the differens legisiations including the
Chearter of the Transition Period, :

I INTRODUCTION

The Transitional Government of Ethiopia {TGE) has embarked upon the task of
revising Lhe political and administrative landscape of the country, Starting early in its tenure
and continuing thereafier, the TGE has been pursuing a policy of decentralization Based on
cthaolinguistic eriteria. The Charter tarpeted and spearheaded the decline of the centre in
favour of regional/national self-governments which are to assume the responsibility of
managing the economy and society.

Along with the realignment of duties and responsibilities between the two ters of
government, the TGE has rearranged  the fiscal paradigm. Under the new amangement,
revenue would be colleeted at both levels.

The political and fiseal model of the TGE is not unfamiliar in the long history of
the ¢ountry. It is more of a relapse into the customary and traditional mode of governance
of bygone days. For the major part of the nation's history, the system of governance as well
as the fiscal arrangement were closer 1o the federal structure under which warlords enjoyed
eomplete autonomy over the regions they controlled. The minimum that the cmperors
required and  the maximum the warlords were willing to concede was the payment of
tribute and acknowledgement of the supreme political authority. Something of that nature
i5 what is altempted by the current regime, What is significantly different is the flow of
resources. Linder the traditional regime resources were shared from the bottom to the top;
the flow is reversed under the current arrangement.

EETHIOPAN ECONOMIC ASSOCIATION



Befekadu [V The Legal Framework for Fiscal Decentraliesdion

This paper evaluates the degree of fiscal independence conferred upon and possessed
by the regional governments by focusing on the legal framework providing for fiscal
decentralization.

The rest of the paper is structured as follows. Section Il summarizes political
decentralization both in theory and practice, while Section 111 focuses on the economics of
the transition period. Fiscal decentralization in principle and practice are dealt with in
Sections 1% and V; Section V1 suggests ways for strengthening the regional fiscal base, and
Section V1 summarizes and concludes the paper.

II. THE POLITICS OF THE TRANSITION PERIOD

A. Political Decentralization: The View from the Central Government

A conspicuous innovation of the Transitional Government is the reconstitution of the
domestic political profile of the country on a mainly ethnolinguistic basis. The political and
lcpal framework for such state formation is enshrined in Article 2 of the National Charter
adopted in June 1991 [9], which reads as follows:

L]
Ihe right of nations, nationalities and peoples to self-determination is
affirmed. To this end, each nation, nationality and people is guaranteed the
right to

a) preserve its identity and have it respected, promote its culture and history
and use and develop its language

b} administer its own afTairs within its own defined territory and effectively
participate in the central government on the basis of freedom, and fair and
proper representation

¢) exercise its mght fo self-determination or independence when the
concerned nation, nationality and people is convinced that the above rights
are denied abridged or abrogated,

This general principle was further enhanced by a series of proclamations  which
provided for the establishment of a three-tiered government structure and detailed the
powers, dutics and responsibilities of cach tier. The most important of these proclamations
is Proclamation 7 of 1992,
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Proclamation 7 of 1992 created and defined the powers of a three-tiered povernment
- central, national/regional and woreda. All three levels enjoy their respective political
prerogatives and legal personabities - the central government by virtue of its status and
nature, national/regional self-governments and woreda administrations by rights granted to
them by the National Charter and Article 6 of this proclamation. The acknowledgement of
legal personality further underlines the separation of powers between them and the central
government. Based on Article 192 of the Civil Code [5]. legal persons enjoy the rights of
performing all acts of civil life applicable to capable physical persons. Such entities enjoy
the power of independent decision and are responsible for the consequences of their actions
and behaviour, all subject to legal limitations.

Such’' limitations are imposed on all the three fiers by this proclamation. The
supremacy ol the central government over the two lower bodies is acknowledied by
Articles 5 and 9 (1) of proclamation 7 of 1992, Article 5 confers supreme political powers
on the Council of Representatives of the Central Transitional Government, while Article
1) specifies activities appropiiated to itself. These include

defense. foreign affairs, economic policy, conferring of citizenship,
declaration of state of emergency, deployment of army where situations
beyond the capacity of national/regional transitional self-povernments arise,
printing of currency, establishing and administering major development
establishments, building and sdministering major communications nelworks
and the like. %

Article 5 creates national/regional  transiional  self-povernments and  woreda
administrations to give effect to the right of nations, nationalities and peoples to sell
administration and to implement rights of preserving the identity of the nations, nationalities
and peoples, promote their culture and history. use and develop their languages, administer
their own affairs and effectively participate in the central povernment

Article 9(1) of the proclamation grants "legislative, executive and judicial powers
in respect of all matters within their geographical arcas” excluding those functions that were
reserved for the central government, To exercise these rights, national/regional sell-
povernments will structure themselves with the following offices (Article 5(1)): a)
nation/regional council to legislate laws; b) executive committee; c)judicial organ; d) public
prosecution office; e) audit and control office; ) police and sceurity office; and g) service
and development committee.

Under Article 38, the proclamation recognizes the woreda as the basic administrative
hierarchy of all national/regional self-governments, provides it with (Art. 39) a council,
execulive commitiee, judicial organ, public prosecution office, audit and control office,
security and police force office and a service and development office. Despite the
legitimacy and extensive powers conferred on the woredas, they have no real significance
or functions. They are totally subordinated to national/regional governments (Art. 40(2).
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B. Political Decentralization in Practice

Pursuant to its pledge to share political prerogatives, decentralize functions and
delegate responsibilities of managing society and economy with and from the centre to the
regional/national governments, the Transitional Government created regional povernments,
reorganized organs of state and redefined their dutics.

T'he organs of state at the centre are made up of the lepislative, the executive and
the judiciary. Legislative functions are exercised by the Council of Representatives,
executive functions by the Council of Ministers, and judicial functions by the Council of
the Judiciary, The judicial organ is segmented into supreme, high and woreda courts. The
executive organ is made up of 20 ministries and 4 commissions (Art.3 and 25 of Proc. 41
of 1993),

The same argans are replicated at the regional/national level with paralle] functions.
Article 1 of Proclamation 7 of 1992 divided the country into 14 repional administrations
consistent with Article 2 of the Charter. These regions have in turn established their
respective governments, and ratified their constitutions. The national/regional councils and
the judiciary exercise legislative and judicial functions while the executive powers reside
in the executive councils, and the bureaus and commissions are the functional organs.
Regional/national governments have 17 bureaus duplicating the 17 ministrdes and 3
commissions (Article 33 of Proc. 41 of 1994). The three ministries and the one commission
mussing from the national/regional governments are those of defense, foreign affairs, foreign
economic cooperation and the compensation commission, respectively. <

Functicnally, the ministries and commissions at the centre develop policies which,
if approved by the Council of Representatives, define the policy parameter of the central
government. On the other hand, the bureaus at the nationalregional level have their
functions defined for them by their executive council consistent with the policy framework
of the central government. They are independent of their counterpart at the centre in all
other ways except for cooperating with them where this is necessary,

The perception of the extent of powers and dutics that have devolved to the
regional/national governments seems to be vaguely appreciated. Their constitutions
conceptualize and detail procedural rather than substantive elements of their powers. An
excellent sample of such a constitution is that of Region 14 [12].

This constitution begins with a preamble, identifies the physical location of Region
14 in Article 1, recognizes the residents of the region as the supreme political authority in
Article 2, defines the rights, duties and obligations of the people in section 2 (Article 3 -
20), establishes a four-tiered structure of government as regional, zone, woreda and kebele,
(Article 20(1), and organizes the regional government into legislative, executive and judicial
organs (Article 20(2),
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Articles 22-27 recognize the Regional Council as the supreme political organ of the
region and authorize it to organize and supervise the executive, judicial and legislative
offices, plan and execute short to long-term socio-economic development projecis, approve
the budget, and raise resources to finance them.

Articles 28-36 detail the powers and responsibilities of the executive committee, the
chairman, the deputy chairman and the secretary peneral of the council. Articles 37-43
underline the independence of the judiciary and empower it to adjudicate cases within the
jurisdiction of the region. The final articles deal with miscellaneous issues such as the
regional flag and emblem, its capital city, working language, amendment to the constitution,
Btc.

Three salient points emerging from the regional constitution are that: a) the regional
governments are under the authority of the central government; b) they have full and
complete autonomy from the central government; and c) supreme political power resides
in the people, which is exercised on their behalf and for their benefit by the regional
couneil.

Such a power sharing arrangement has implications of great significance. What the
central government did in effect is to pass all powers and responsibilities with the exception
of defense, foreign affairs, foreign economic relations, currency and monetary policy to the
regional/national governments. In consequence, regional/national governments  are
responsible for their social and economic development, including the provision of education
and health services, building and maintaining roads and other ommunication channels,
protecting natural resources and the environment, regulating trade, commerce andeindustry,
maintaining internal law, order and security, ete.

Il THE ECONOMICS OF THE TRANSITION PERIOD

Beginning with the economic policy of the transitional period [#] and subsequent
policy and legislative pronouncements, the government has highlighted its intention lo
fundamentally change the role of the state in the economy,

The proposed radical shift in the role of the government is encapsulated in the
installation of the market mechanism as the sole determinant of resource allocation. Within
this environment, the burden of development on the central government is to be reduced
in bwo Ways.

The first strategy is o withdraw the state from activities that are deemed non-
strategic and to focus its attention on regulatory functions. In consequence, state farms are
to be distributed to the residents of the regions, given to employees or privatized (&, p.25],
and Industries, with the exception of those considered strategic, are to be privatized [8,
p.30]. Government intends, in the main, to withdraw from domestic and foreign trade as
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well as from transport activities. These activities are expected to be taken up by both
domestic and foreign entrepreneurs, for which purpose the government has promised to
create an enabling environment and provide incentives that would make the emergence of
a strong and vibrant private sector possible.

The second avenue that would change and reduce the role of the central povernment
in the socio-economic development of the nation is demonstrated in the idea of shifting the
responsibility to regional/national governments, enshrined in the Charter and ¢nhanced by
the proclamation which provided for the establishment of national/regional self-
pOVernments.

The Charter states in its preamble that the "sclf-determination of all the people shall
be [their] governing principle of ... economic life”. This principle is further accentuated by
Article 2{(b) of the Charter which states, inter alia, that the Region "administers its own
affairs within its own defined territory”.

These general principles were accorded explicit recognition in the proclamation
establishing national/regional self-governments.  Article 2{c) of the proclamation [10]
explicitly states that "national councils within a region shall themselves decide on their own
... social and economic development activities." Article 10 of the same proclamation vests
the national/regional self-governments with the power to: a) plan, direct and supervise social
and cconomic development programmes; b) establish, direct and supervise social and
economic development  establishments and enterprises; ¢) employ and administer the
personnel of their government on account of their own powers and budgets; d) acquire, own
and transfer properties; €) prepare, approve and implement their budgets; o%d ) borrow
from domestic lending sources and levy duties and taxes in their respective regions.

These powers and duties have been well internalized in the legislations and
operations of national/regional governments. For example. the constitution of Region 14 [6]
echoes both the preamble and the substantiative elements of Proclamation 7. It begins by
underlining self-determination as the basis for economic development in ils preamble and
goes on to detail the powers and duties of the regional government with respect to social
and economic development under Article 24,

Under this article the regional government asserts its authority to approve short and
long-run secio-economic development plans, approve the budpet, identify sources of
revenue, levy duties and taxes, ratify credit agreements with domestic creditors, protect the
environment, and seek direet assistance from  donors,

In conformity with Article 24(6), regional administrations have established the
requisite institutions to effectively discharge and fulfil their commitment.
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IV, FISCAL DECENTRALIZATION

It is apparent from the previous section that the national/regional governments enioy
a broad latitude of political autonomy and carry the heavy burden of engineering their
socio-cconomic  development. The central government has extricated itself from the
management, expansion and introduction of existing or new socio-economic institntions and
infrastructure; relinquishing these responsibilities to the sub-national governments,

The shrinking role of the central povernment and the expanded responsibilities of
the sub-national povernments are accompanied by fiscal decentralization. This section
discusses the essence of the new fiscal policy and evaluates its capacity to match the burden
of socio-economic development imposed upon the national/regional povernments,

A. Fiscal Decentralization: The Principle

The elements of fiscal decentralization were enacted in two legislations - the
proclamation to define the sharing of revenue between the central government and the
national/regional self governments [11] and the proclamation to provide for the lease
holding of urban lands [13]. Of these two proclamations, the one defining the sharing of
revenue is the more important since it covers the fiscal relationship between the sub-
national and the central povernments whilé the lease holding of urban land is limited to
towns and cities. .

The proclamation detailing the principles of revenue sharing begins with a brief
preamble and defines the substantive and procedural elements of the new fiscal
arrangements in 4 articles. The introduction justifies the need for the proclamation by
invoking the principle of the right of nations, nationalities and peoples to administer their
own affairs as enshrined in the Charler and its implementation by virtue of Proclamation
T of 1992,

B. Categorization and Sources of Revenue

Article 35 of Proclamation 7 of 1992 identifies the four sources of income available
to the regional/national governments. These are a) revenue collected from taxes allocated
to them, b) grants to be given by the central government, c) domestic borrowing, and d)
other sources of income. Article 36 defines the principle governing grants from the central
government. Grants would be given and necessary manpower allocated by the central
government to those regions which, on account of their underdevelopment, cannot provide
basic social services and undertake essential economic development programmes.
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The implications of Article 36 should be obvious. In essence the idea behind the
government’s new fiscal arrangements is that the regional/national self governments should
finance their socio-cconomic development and the central government steps in with grants
only if the sub-national governments cannot finance basic social services and cconomic
development projects on account of their backwardness and poverty.

Article 35, in addition to identifying the sources of sub-national government finance,
promised legislation to identify and govern the shares and coordination of the collection and
utilization of revenue between itself and the regional/national governments. The preamble
to Proclamation 33 of 1992 claims that this legal instrument honours that pledge.

Proclamation 33 begins by defining the objective of revenue sharing as (Art.3) a)
enabling the central and regional/national governments 1o efficiently carry out their
respective duties and responsibilities, b) assisting national/ regional governments to develop
their rezions on their own initiative, ¢) narrowing the gap in development and economic
growth between regions, and d) encouraping activities that are of common interest to
TELIONS.

The determinants of revenue sharing are highlighted in Article 4 and include a)
ownership of sources of revenue; b) the national or regional character of the sources of
revenue; c) convenience of levying and collection of the tax or duty; d) population,
distribution of wealth and standard of development of cach region: and ¢) other factors that
are relevant to an integrated and balanced economy.

Under Article 5 the proclamation divides revenue into three categories - those
belonging to the central government, those belonging to the national/regional governments,
and those jointly owned.

The revenue sources allotted to the central government include: a) duties, taxes and
other charges on imports and exports, b) personal income tax collected from employees of
the central government and international organizations, including NGOs, ¢) personal income
tax, profit tax, and sales tax collected from enterprises owned by the central ZOVErnment,
d) taxes collected from national lotieries and other chance winning prizes, €) taxes collected
on income frommair, train and marine transport activitics, f) taxes collected from rent of
houses and properties owned by the central government, and g) charges on fees and licences
and services issued or rendered by the central government.

The revenue sources allocated to national/regional governments include: a) personal
income tax collected from employees of regional governments, b) rural land use fee, ¢)
agricultural income tax from farmers not incorporated in an organization, d) profit and sales
tax collected from individual traders, €) tax on income from infand water transportation, f)
taxes collected from rent of houses and properties owned by the regional govemments,

. &) profit, personal income and sales taxes collected from enterprises owned by regional

governments, h) income tax, royalties and rent of land levied on small to medium scale
mining activities, and i) charges and fees on licences and services issued or rendered by
regional povernments.
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Those identified as joint revenues and are sources are: a) profit, personal income and
sales taxes collected from enterprises jointly owned by the central and regional
governments, b) profit, dividend and sales taxes collecied from organizations, c) profit tax,
royalty and rent of land collected from large scale mining, petroleumn and gas operations,
and d) forest royalty.

C. Revenue Distribution

Of the three categories of revenue, the least problematic are the revenues designated
as those of the region since they are collected and used by the regions as they deem fit.

The joint revenue sources and those of the centre are to be used by the centre and
the regions. The proclamation stipulates that joint revenue sources would be shared between
the central and regional governments while those designated as belonging to the centre are
to be used to finance the needs of the central government and distributed as grants and
subsidies among the regions.

1. Revenue Sharing

The methodology for sharing joint revenue between the centre and the regions is to
be developed by a committee established by the Prime Minister and accountable to the
Council of Ministers. The committee, composed of representatives from the central and
regional governments (Art.6(2)), would submit recommendations to the Council of
Ministers (Art. 6 (3)) on: a) the percentages in which the joint revenue is td¥be shared
between the central government and the regions, b) measures for resolving issues regarding
the sharing of revenue, and ¢) amendments or changes o revenue categorization, subject
io the objectives and basis for revenue sharing given in detail under Articles 3 and 4 of the
proclamation,

2. Grants

The central povernment has pledged to share the revenue allotted to it with the
regional governments where this is deemed necessary. According to Article 36 of
Proclamation 7 of 1992, grants are provided to finance basic social services and economic
development programmes that cannot be accommodated from the region’s resources due
to relative underdevelopment. Art. 7(2) .f Proclamation 33 of 1992 further specifies
regional activities that are eligible for grants. These include regional endeavours aimed at
a) promoting social services and economic development, b) accelerating the development
of the hitherto neglected or forgotten areas, c) narrowing per capita income gaps between
regions,

d) controlling negative and expanding positive externalities within and between regions,
¢) increasing foreign exchange earnings, and f) undertaking other projects of national
interest.
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The proclamation spells out the procedures regional governments should follow in
their quest for subsidy and the decision making process in  Articles 7(3) to (5).
National/regional governments should submit to the Ministries of Finance and Economic
Development and Planning their &) subsidy request, b) total expenditure; and c) revenue
forecast prior to the approval of their budgets by their respective national/regional councils.
The ministries would review the applications from the regions relative to the purpose for
which funds are required and central government revenue. The subsidy to be granted to any
region is to be proportional to the revenue collected by the region and available to it to
finance its total expenditure.

A major problem raised with the procedure for granting or denying the subsidy is
that the organ of state deciding on the issue is not identified. The Ministries of Finance and
Planning and Economic Development would evaluate the request from the point of view
of the needs of the regional governments and the capacity of the central government to
provide the subsidy, Presumably they would submit their views to the Prime Minister and/or
the Council of Ministers. It is also possible that the Council of Representatives may be
involved in approving the grant and subsidy. But where the power of decision lies, whether
there is an avenue for appeal, ete. are unknown, This is of crucial importance, considering
the fact that the major source of revenue remains to be the central government, a point dealt
with in detail later in the paper.

3. Domestic Borrowing

Proclamation 7 of 1992 recognizes the rights of national/regional governments to
borrow from domestic sources under Article 35, a prerogative that is alifirmed by the
constitutions of the regional governments. Proclamation 33 details the conditions and
procedures under which the national/regional governments exercise this prerogative under
Article 10.

The law requires nationalregional governments to submit to the Ministry of
Finance{MOF)} or the Ministry of Planning and Economic Development {(MOPED), as the
case may be (presumably the division of labour between the two is for the former to deal
with recurrent and the latter with capital expenditure, although this has not been indicated
by the proclamation), the amount they would want to borrow along with statements
showing a) the relation of the requested amount to their revenue forecast, b) economic
indicators of their region (presumably to authenticate the realism in their forecast and gauge
their capacity to repay the debt), ¢) their consolidated budget, and d) the feasibility study
of the project for which the loan is required.

The ministry to which the request is submitted evaluates the application based on
the information provided by the regions and the impact of the borrowing on the overall
national deficit, advises the appropriate organ of state, and communicates the decision to
the concerned region and the National Bank of Ethiopia, which authorizes disbursement of
the loan on request.

10
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This raises & number of interesting issues. Again the legislation fails to identify the
organ of state that makes the final decision. However, the more interesting issue is whether
the law really allows the regional governments to borrow, and if so0 who the lender is as
well as the mechanism of borrowing. These points are discussed later in the paper.

The administration of foreign currency is the prerogative of the central government
{Art.11 of Proc, 33 of 1992). Regional governments need to apply 1o MOPED to acquire
the forcign exchange they need prior to having their budget approved by their Counéil. The
Council of Ministers makes the decision on the amount of foreign currency to be authorized
to cach applving region, which is communicated to it through MOPED,

Regiomal governments arc required to submit to MOF their monthly, quarterly, semi-
annual and annual revenue and expenditure reports in accordance with directives to be
issued to them under Article 12,

4. Tax Systems and Collection of Revenue

The power to tax and collect revenue is granted to the relevant levels of government
under Article 9. Revenues belonging to the central government and those jointly owned are
to be collected by the central government, whilé repional governments collect their own
revenue from the sources allofted to them.

A point of crucial significance is the necessity of avoiding the cascading effect of
the taxes levied by the central povernment and the regions. This is particularly important
from the perspectives of regions to increase their revenue as much, and the 1 payer’s
interest to pay as little as possible. The idea of targeting maximization rather than
maximum tevenue is set out in Article 8 of Proclamation 33 which uniformalizes and
unifies the tax system and grants the MOF the responsibility o see to it that the regions
adhere to this requirement. Tax rates of those taxes whose procecds are carmarked for the
centre and are 1o be shared between regions and the centre are o be fixed by the central
government. What taxes the regions are to levy and how much to charge is (presumably)
o be decided by the regions and approved by the Ministry of Finance.

5. Financing Urban-Based Expenditures

High population growth due to the natural growth process of the urban-based
population as well as migration have signiticantly strained capacity to provide the basic
requisite services. The proclamation to provide for revenue sharing between the central and
regional governments did not address the needs of the urban arcas. To redress the situation
and give towns and cities an independent revenue base. the Transitional Government has
provided them with the right to collect and use the income derived from leasing wban land.

Proclamation 80 of 1993 mandates towns and cities to lease the land under their
jurisdiction by auction and use the proceeds to finance wurban development. The
proclamation further identifies the activities on which financial resources collected from the
leasing of urban land should be expended. According to Article 12, at least 90% of such

11
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income should be allocated to building urban infrastricture and for the construction and
expansion of low-cost houses.

Although the proclamation provides urban centres with a distinet source of revenue,
the feasibility and the benefits of the project remain questionable [3].

V. FISCAL DECENTRALIZATION: ISSUES, PROBLEMS AND PROSPECTS

Sections I to IV have outlined the syvstem of political decentralization from the
perspectives of the cenire and repions, the changing functions of the state and fiscal
decentralization from the legal point of view. What remains to be done and what is
attempted in this section is scanning of the new fiscal landscape and assessing its likely
impact on some important determinants of current and future welfare, including the degree
of independence it confers on regional/national governments, its capacity and capability to
enable them carry out their mandates effectively, its repercussions on allocative and
distributional efficiency and its effect on macro-economic stability and economic
development.

A. Fiscal Decentralization in Practice

Politically, regional governments are behaving as if they are sovercign states
enjoying complete and wnrestricted local autonomy. They have adopted their ethnic
language as the official language, organized their burcaus (regional ministries), and have
embarked upon the difficult task of socio-cconomic development.

These radical political and administrative transformitions were accompanied by
fiscal decentralization based on the simple and fundamental idea of fiseal independence.
The regional/national governmenis are expected to finance their expenditure, with support

from the central government where this is deemed necessary.

Regional governments have access to two sources of revenue, those which were
designated as their exclusive income and those which they share with the central
government. Two additional sources are grants from the central government and borrowing
from domestic sources. The legal nature of these sources of revenue was discussed earlier.
What remains is an assessment of the practical significance of these sources of revenue to
the regions.

The implications of the division of the fiscal base and current fiscal stance between
the regions and the centre are captured in Table 1.

12



ETHIOPTAN JOURNAL OF ECONCMICS, Vol [1l, Number 2, Ociober 1994, PP [-24

Table 1: Revenue, Expenditure and Deficit of Regional Governments, 1993/94 Budget Year
{Millions of Birr)

Regions Cram Expenditure [1] as % Deficit
Revenue of [4]
Recurrent Capital Total
i [2] 13] [4] [5] [5]

1 574 122.4 1375 1799 20.5 225
2 1.8 3935 4.2 1137 6.9 105.9
3 1134 360.4 3367 ag7.1 16.3 583.7
4 1857 562.6 3195 £32.1 21.1 694.4
5 3l 639 T35 1.3?'4 e 1063
& 4.6 8.z 474 856 54 §1.0
SEPA* 819 279.0 192.7 471.7 I7.6 3858
12 286 279 in2 65.1 4.0 625
13 189 224 3.0 254 T44 (]
14 2783 1694 187.8 352 e 789
Dire Dawa 238 48 4.8 2896 804 5.8
Total 8065 17105 14343 31448 257 3383

Source: TGE, Budger Proclamation for Fiscal pear 1993/94, various tables.
* = Southern Ethiopian People’s Administration

Salient, features emerping from the table are:

a) The regions’ own revenues are projected to finance no more than 47% of their
recurrent expenditure, none of their capital expenditure, and 26% of their total
expenditurs.

b) The converse is that three quarters of the regional budgets are covered by central
government granis.

B. Causes of Fiscal Dependence

The overwhelming fiscal dependence of the regional governments on the central
treasury despite the celebrated autonomy is deeply rooled in the assignment of revenue
bascs between the centres and the regions as well as in the [reedom of the latter to
determine their own expenditure and develop their tax policies. These will be evaluated
consecutively.
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1. Revenue and Revenue Base

The entire revenue of Birr 861 million over which the regions had proprietary rights
were entirely collected from those taxes and other sources of income assigned to them.

a) Own Revenue: The fiscal base assigned to the regional governments is very weak and
generates revenue far below the level required to fulfil the objectives of fiscal
independence. For all the regions, profit and sales tax on petty traders, charges and fees on
licences issued and services rendered by them and personal income tax collected from their
own employees are the most important sources of revenue and are likely to remain so for
some time to come. The agricultural income taxes nationally add up to averape about Birr
%5 million, and are not expected to grow significantly without increases in productivity and
raising the rate at which agricultural income is taxed.

Taxes 10 be collected from rent of houses, properties and enterprises owned by
regional governments are virtually non-existent and would remain so until redistribution of
assets between the central and regional governments and until the regional governments
build up their stocks of these assets,

b} Shared Revenue: The second source of revénue for the regional povernments includes
taxes and royalty on jointly owned enterprises, and on large scale mining petroleum and gas
operations and forests, none of which is of any current significance. This source of revenue
has yel to be lapped by regional governments, The absence of revenue for the regions from
this source may be more due to the unavailability of the formula that would determine the
division of taxes and royalties on activities falling under this category. Mining activities in
the Southern Ethiopian Peoples” Administration, Tigray and Oromiya are examples of
potentially significant sources of income 1o these regions bul are currently collected by the
central government in their entirety. §

2. Borrowing

Regional governments are granted the right to borrow from domestic sources.
However, the exercise of this privilege is conditional, very stringent and above all
problematic.

To begin with, regional governments can borrow only for the specific purpose of
financing projects whose feasibility studies should accompany their request for eredit to the
Ministry of Finance or the Ministry of Planning and Economic Development. Secondly, the
regions must prove, through revenue forecasts based on realistic economic indicators, their
capacity to repay the debr,

The minister to whom the request is submitted recommends the amount each region
can borrow after evaluating a) the debt servicing capacity of the region based on its revenue
forecast and economic indicators, and b) the impact such borrowing would have on the
national budget deficit.
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Onece decision is obtained on the credit application (from the Council of Ministers?
the Prime Minister? the President? the Council of Representatives?} it would be
communicated to the Mational Bank of Ethiopia(NBE) for authorization of the credit on
regquest.

The law is not clear on who the borrower is and on the source of credit. Article 35
of Proclamation 7 and Article 10 of Proclamation 33 indicate domestic lenders as sources
of credit to the regional governments. Article 10(3) of Proclamation 33 of 1992 requires the
NBE to "authorize disbursement of loan on request” and not to make the resources available
itszlf.

Considering the fact that the NBE has only repulatory power over banks and other
financial institutions, it can not authorize them to make the credit available on request. This
would be a ¢lear violation of the autonomy and operational independence of hanks and
financial institutions.

Even if one assumes the capacity of NBE to order {authorize) banks and other
financial institutions to lend money to the regional governments, two probleis are likely
to arise. The first relates to the identification of the borrower. If the central povernment
borrows en behalf of the regional governments or the debt is guaranteed either by the
central povernment or NBE, the process could be simple and disbursement quick. On the
other hand, if the regional governments are to be the debtors, obtaining credit from banks
and other financial institutions may not be that easy. Potential creditors may require
guarantecs and scrutinize the revenue raising capacity of the region and reevaluate the
project for which credit is sought. Given the current low revenue capacity & regional
governments, borrowing from the banks and financial institutions may not be an easy
oplion.

The second problem relating to borrowing is the failure to mention the instrument
of debt. For example, the central government could borrow from domestic sources by
issuing treasury bills and bonds, No such instrument is acknowledged by or identified for
the regional governments,

Could the central bank be the source of credit? Legally credit from the central bank
is available only to the central government pursuant to Article 27 (1) and (3) of
Proclamation 83 of 1994, so that this line of credit is not directly available to regional
governments,

A very generous interpreiation of the credit clause of the regiomal governments
would have to transfer the exercise of this right to the central government. What may
happen under such circumstance is that once the volume of credit to regional povernments
is approved, this is passed over to the National Bank of Ethiopia for disbursement. If such
iz the case, then the borrower and therefore the debtor is the central povernment and the
source of credit would be the National Bank.
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How much can the regions borrow, albeit indirectly form the central government?
Mot very much. The volume of credit to the central government from the central bank is
limited. Tt can borrow (Article 25(3) (a), (d) and () of Proclamation 83 of 1994) no more
than 15% of its average annual ordinary revenue of the past three years at market interest
rate in direct advance. Repayment of all previous advances is a precondition for new
advances. The central government can of course borrow as much as it possibly could
through treasury bills (repayable within 12 months) and bonds (repayable within ten years)
from the capital market. Given the absence of a capital market, the one major source
remains the central bank, which iz however limited to a maximum holding of 25% in
treasury bills and 50% in bonds of the previous three-year average of the cenfral
government’s ordinary revenue. These do not seem to provide significant volume of credit
to finance regional development activities in addition to covering central government
deficits.

Although the law does not limit how much regional governments can borrow from
domestic sources, it is likely to remain insignificant, given the circumseribed arrangements
through which these sources of resources could be tapped.

3. Central Government Subsidy

By far the most important source of revenue to the regional governments is and will
likely remain subsidy or grants from the central government until the recategonization of
the revenue base and redistribution of productive assets. As is evident from Table 1, no less
than 47% of the recurrent and the entire capital expenditure are to be financed by the
central government during the 1993/94 fiscal year, %

Three issues of relevance ot this juncture are the causes for such disproportionate
fiscal dependence of the regional governments on the central treasury and the method of
determining thc sharc of the revenue that is to be granted and the mechanism for its
distribution among the competing beneficiaries.

The cause for the significant mismatch hetween the revenue and expenditure of
regional governments, as already pointed out, lies in the fact that the most lucrative sources
of revenue are appropriated by the central government. The categories of revenue allotted
to the central government and the estimated yield are shown in Table 2.

The Central government collects all tax revenue levied on international trade
{including customs duty and taxes on imporis and exports, excise and sales laxes on
imported goods) which accounts for 40% and 32% of its own income and country-wide
revenue, respectively.

Indirect taxes (which include excise, sales and service taxes on locally produced
goods and stamp sales and duties) contribute 29% of the centre’s and 23% of the total tax
revenue, Non-tax revenues of the central povernment are collected from charpes and fees,
sales of goods and services and
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Table 2: Categories of Revenne Sources Allotted to the Central Government snd

Annual Yield 1993/94 (Millions of Birr)

Yield Tatal
Revenue Base Centre Region
Dtirect Tax 407.0 5350 10320
Indirect Tox 8927 12006 10133
Taxes on Foreign Trade 1264.0 - 1264.0
Moi-Tax Revenue 4254 145.6 5710
Capital Receipis S0.8 51 55.9
Total 31299 B06.3 30362

Source: TGE, Budger Proclamation for Fiscal Year 1993/04

government investment income (of which more than 50% are the residual surplus and
dividends from public enterprises) and account for 14% of its income and 11% of total
revenue.

The net effect of the centre's control over these sources of revenue amounts (o its
appropriation of 80% of the country-wide revenue, leaving only 20% to regional
governments. Consequently, this fact in combination with their expenditure responsibility
which is imposed on them by the centre, makes the regions overtly transfer-dependent. An
interesting implication here s that the near to sovereign status of internal autonomy regional
governments enjoy is checked by financial constraints. This may be a stratepy  for
mamtaining the territorial integrity of what is left of the country. If this is the case, the
political control of the previous orders is substituted for by the financial instrumetit of the
currenl government.

The second question germane to central government subsidy is how the proportion
of the revenue to be given to the regions is determined. We know from Article 36 of
Proclamation 7 and Article 7 of Proclamation 33 that the central government has pledged
lo provide grants/subsidies to regional governments, but how much or what share of its total
revenue this is to be is not given. If one may speculate, the decision of who pets how
much is to be arrived al on a case by case basis, and whatever this amounts to would be
distributed among the regions and the rest used by the central government.

The third issue focuses on the determinants of the grants to each region. To begin
with, grants/subsidies are purpose driver. In gencral, grants are equity-based and aim at
accelerating socio-economic development, with an accent on those areas that have so far
been disadvantaged.

Article 7(5) of Proclamation 33, together with Article 7(2) of the same proclamation
and Article 36 of Proclamation 7, give hints on the determinants of the flow of resources
betweep regions. The beneficiaries would be those regions that cannot provide basic social
services and undertake economic development activities of their own. According to Article
7(5) of Proclamation 33, the amount of subsidy to be granted would be proportional to the

regions’ revenue.
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While the general determinants of grants are identified, no specific method or
formula is given. In the final analysis, who gets what is likely to be decided through
bargaining and negotiation, a strategy at which particularly the most disadvantaged may be
very weak.

C. Impact Analysis

The new fiscal paradigm is bound to impact on various development parameters in
a significant way. Before concluding this section, we would reflect very briefly and in a
general way on the effects it is likely to engender on allocative efficiency, macro-economic
stability and the economic development of the regions.

1. Effect on Allocative Efficiency

The idea of imposing the freedom and obligation of fiscal self-sufficiency on the regional
governments has the potential to improve efficiency in resource use, impose the discipline
of transparency and accountability on those in authority and transform the quality of
EOVETTHENGE,

The political paradigm has successfully transferred the responsibility of managing
the economy and seciety to regional governments. Bul this has not been balanced with
commensurate fiscal capacity. As shown earlier, more than B0% of the revenue is controlled
by the cenire, of which an unknown proportion is to be given to regional governments in
the form of grants. Furthermore, the principle behind grant determination seems to favour
equity more than efficiency.

While the idea of redressing inequality and supporting regions to broaden their fiscal
base is acceptable, this should however not penalize efficiency and capacity in favour of
equity.

If such an arrangement is implemented as the exclusive determinant of grants, it may
discourage local revenue raising capacity, decrease local expenditure and otherwise suppress
local initiatives, increasing the burden of financial support on the central government in the
final analysis or decreasing the volume and quality of services provided by the regional
povernments. 1t would therefore be necessary to strike a balance between equity and
efficiency.

2. Effect on Macroeconomic Stability
The changing role of government and fiscal decentralization were inaugurated under

very difficult macroeconomic conditions. The huge povernment deficit needed to be
trimmed, inflation controlled and the balance of payments positioned maintzined at a
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sustainable level. The new fiscal paradigm is structured in ways that would support
initiatives at maintaining macrocconomic stability.

The central government has passed the responsibility of providing goods and
services to the repional povernments, What this means from the perspective of fiscal
balance is that the deficit has been pushed downstairs,

At the same time, regional povernments have no way except to operale on a
balanced budget basis. They have no recourse to financing fiscal deficit. Grants and
borrowing are targeted to specific activities and projects while recurrent and any additional
capital expenditure must be financed from their own revenue.

Under conditions of hard budget constraints, options available to finance regional
government deficits, if and when they arise, are indeed very narrow. In the absence of a
deficit financing mechanism, the resources available to regional governments are increasing
taxes or reducing expenditure, They could of course accumulate arrears over short periods
hut this i an unpleasant stop-gap short-term measure rather than a genuine deficit financing
mstrument.

Under conditions of financial difficulty of the central government, graris and
borrowing as currently structured are compressible, i.e., when the central government needs
to decrease its expenditure, it would reduce grants and subsidies. Consequently, the burden
of maintaining fiscal prudence and stability is to be borne by regional governments. And,
as pointed out above, the budgel balancing strategy lies in increasing local taxes and/or
decreasing the guality and volume of services provided. 5

Increasing local taxes and revenue may be difficult for three reasons. The first is the
degree of freedom regional governments have in deciding what lo tax and at what rate.
Article 8 of Proc. 33 seems 1o restrict their freedom in the interest of avoiding cascading
of taxes and uniformalizing tax policy.

The second point that may impinge on the taxing capacity of regional governments
is its impact on tax payers. Regional governments would undoubtedly like to raise as much
revenue as possible. But this could negatively affect the business environment by increasing
cost and depressing the profit of enterprises. So the objective here would need to be
maximization rather than maximum tax revenue, which inherently limits the volume of
collection.

The third reason that affects revenue raising capacity is the extremely narrow fiscal
base available to regional governments. With the exception of Region 14, taxable activities
are extremely limited to personal income taxes of their own employees, taxes on petty
traders, agricultural income tax and land use fee. The revenue productivity of these
activities 15 small.
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Consequently, the budget balancing mechanism scems to rest on decreasing sub-
national government expenditure under conditions of fiscal crunch, a mechanism that would
case the central government’s burden of reducing its expenditure to restore fiscal balance.

3. Effect on Socio-Economic Development

An assignment of enormous consequence thrust upon and assumed by the regional
governments is the responsibility of socio-economic development. Beginning with the
Charter and in subsequent legislations, the Transitional Government extricated itself from
the duty of producing and distributing goods and services, limiting itself 1o regulating the
market process.

Henceforth the tasks of supplying health and education services, building roads,
establishing and managing industries, providing housing snd other amenities, ete. are
effectively transferred to regional governments,

To what extent would the regional governments succeed in their quest for socio-
economic development? Given the current fiscal arrangement and institutional capacity, a
realistic reply would be: not very.

As suggested earlier, the regional governments are likely to operate under stringent
fiscal constraints, Their revenue base is too narrow to provide them with sufficient financial
resources to effectively carry out these awesome responsibilitics,

L]

A major constraint, in addition to the narrow fiscal base, is the capacity constraint,
Regional governments lack trained and experienced manpower in exploiting the revenue
base, identifying, prioritizing and preparing projects and implementing them. This constraint
is mainly due to the politically motivated retrenchment policy in which people with training
and considerable experience are dismissed from their posts and are not eligible for
employment at all levels of government.

V1. SOME SUGGESTIONS TOWARDS A STRONGER REGIONAL FISCAL
POSITION

A cursory reading of the assignments of responsibilitics and financial capacity
reveals the considerable gap between means and ends. The central government has shifted
many of its responsibilities downstairs without giving commensurate fiscal capacity. These
need 1o be revisited and means and ends reconciled if unpleasant eonsequences are to be
avoided. The following are some suggestions that could be looked inte in the course of
revising the revenue sharing mechanism between the centre and the regions. The objective
is to enhance the financial capacity of the regions to effectively carry out their
responsibilities and improve the welfare of their people.
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The basic message of this section is that the revenue base assigned to the regions
needs to be reassessed and revised in light of the enormous responsibility assumed by them.
The fiscal adjustment should begin with recategorization of the revenue base and include
reclassification of specific taxes between the centre and the regions, and develop a formula
that would determine the volume of central government revenue to be distributed among
the regions,

A. Own Revenue

In addition to the categories of taxes, duties and fees assigned to the regions, they
should be given the authority to collect revenue for their own use from activities that are
region- based. Sales and excise taxes on imported and locally manufactured goods are in
the main assigned to the centre, regardless of where they are used or consumed. However,
the regions provide essential services and infrastructure for their distribution and utilization
and therefore should also henefit from the taxes imposed on these goods.

It seems more appropriate for the central government to limit itself to ¢.:stoms duties
on imports, introduce the value added tax (VAT) for domestically produced goods and
empower regional governments to colleet and use the proceeds from those taxes which are
paid by residents on the basis of where they are utilized and consumed. These would
release considerable volume of revenue to the regions.

In addition, resource-based activities should be taxed at their origin. The carrent
arrangement assigns revenue not on the basis of where the activities are sour from or
located but on the size of their operations. For example, in the case of large-scal industrial
and agricultural activities, the regions provide the resources, the central povernment grants
the licences and also collects the entire revenue from taxes and duties. Clearly there 1s no
reason for such an arrangement, and a more equitable disposition requires, at the minimum,
sharing such revenue or - even better - ceding it [0 regional povernments.

Such a recategorization of the revenue base should be accompanied by some
redistribution and transfer of assets from the centre to the regions. Currently, the central
government appropriates for itself excise and sales taxcs on public' enterprises but also
collects the profits. This does not seem to be & fair arrangement. The regional governments
are liable to incur costs due to, for example, negative externalities such as pollution, the
provision of housing and building infrastructure, the provision of health and education
service for the children and those people working for these enterprises, without benefiting
from the activities generaling these additional costs. Even if there is no full asset transfer,
regions should share the revenue with the central government

However, in the process of asset transfer, care should be taken not to empower
regional governments to develop protectionist policies in favour of enterprises located in
their jurisdiction. The current arrangement, which assigns taxes from small operators and
petty traders, may increase the desire of regional governments 1o discriminate against large
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| establishments in favour of these activities since they, and not the bigger ones, contribute
to their income.

Grants from the central government should be sourced from nationally-based taxes
rather than revenue collected from the regions. While poorer and more backward regions
should be supported to increase their financial capacity, this should not be at the cost of
other regions. Transfers should not penalize capacity and efficiency in favour of equity.
Where grants are equity-driven, regional revenue raising efforts may be stifled.

Furthermore, grants and subsidies from the centre to the regions should be
transparent and based on some kind of rule or formula instead of their current discretionary
nature, The distributional formula should determine what percentage of the revenue is to
be distributed, and what the share of each region would be. Such an arrangement, in
addition to making transfers transparent, would put the burden of fiscal adjustment on both
the cenire and regions.

Given the cyclical nature of tax revenues, regional governments should be granted
the power to borrow from the central bank and other domestic sources of credit. These
should however be limited in volume to avoid excessive borrowing, impose fiscal
discipline, and aveid crowding out the private sector out of the credit market.

VII. CONCLUSIONS

L
This paper had the task of analyzing the naturc and degree of fiscal decentralization in
Ethiopia during the transition period by examining the appropriate legal instruments. [t was
found that fiscal independence is highly correlated with political decentralization. The latter
defines the essence and the former the means of realizing the autonomy of sub-national
governments,

Politically, the regional governments enjoy an autonomy that is close to that of a
sovereign state. The central government has transferred practically all duties, responsibilities
and powers of governance to the regional governments, with the exception of defense,
foreign affairs, currency, and foreign economic cooperation. Consequently, these sub-
national governments are responsible for the provision of essential services and socio-
economic development of their respective regions.

The Transitional Government has synchronized the devolution of political power
with fiscal decentralization. Consequently, the regional governments formally have control
over revenue bases that are ceded to them for their use along with the privilege of sharing
revenue collected from specific activities with the central government. This access to
revenue is further supplemented by grants/subsidies from the central government and the
privilege of mobilizing resources from local credit markets.
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Unfortunately, these formal concessions by the central government fall very short
of the basic tenets of fAscal autonomy as well as the volume of revenue required by the
regional governments to effectively fulfil their enormous responsibility. The productivity
and elasticity of the revenue base assigned to the regional governments are too small to
penerate a significant volume of revenue. With the eentral government controlling all the
productive assets, there has been no revenue sharing between the two. Consequently, the
central government collects and controls 80% of the national revenue. With revenue falling
considerably less than the regional governments’ budgeted recurrent expenditure, the sub-
national governments depend on the central government not only for their capital but also
{or their ordinary expenditure.

Grants from the central government are projected to finance 47% of their recurrent
and 100% of their capital expenditure. Grants, in addition to significantly eroding the
heralded fiseal autonomy, are discretionary and compressible, No formula or rule exists to
determine what percentage of the total revenue collected by the centre would be allocated
to grants, and how this is to be distributed between the different regions. Presumably, which
region gels what is to be determined through bargaining and negotiation between the central
and regional authoritics. This process not only clouds transparency in distributing grants but
also denies regional governments the opportunity of long-term planning,

The second problem (n grants is their compressible oature. With no prior
commitment on the pereentage of central povernment revenue to be distributed, it is likely
1o be used as the adjustment faclor in the process of correcting any fiscal imbalance.

Borrowing by regional governments seems to be more of a smoke sereen Tather than
a penuine financing mechanism. The anicles govemning and defining the procedures
involved and the sources of credit are muddied and vague, The must generous interpretation
of the sentiment (and definitely notl the appropriate legal provisions) leans towards a
working arrangement whereby the central government borrows on behalf of the regional
governments from the National Bank of Ethiopia.

An overall assessment of the fscal stance of the repional governments as provided
for in the various legislations is that they lack autonomy, are conspicuously underfunded
relative to their responsibilities, and are expected to pursue a regime of balanced budget
with no option to finance even the shortest of the short-term deficits.

An additional constraint on the 2=, Jities of repional governments is their manifest
lick of instintional capacity mainly because of shortages of trained and experienced
MTLANPOWET,

Genuine fiscal autonomy would require serious reconsideration of assipnment of
revenua base redistribution of revenue-generating assels and reformulation of the grant
assessment apd distribution mechanism,

Without commensurate fiscal base, the political, administrative and developmental
responsibilities thrust upon the regiomal self-governments are likely to flop, with posszibly
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unpleasant consequences. If Lhe central government is altempting to use fiscal instruments
as tools to maintain the territorial integrity of what is left of the country, it has selected the
worst possible means. A more mature and beneficial approach is needed to effectively
implement fiscal decentralization and keep the nation together,
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ISSUES OF VERTICAL IMBALANCE IN ETHIOPIA'S
EMERGING SYSTEM OF FISCAL DECENTRALIZATION

Eshetn Chole
Feonomics Department, Addis Ababa University

Absteaer:  The major purpose of this paper {3 fo examine the evtemt o wiich the Problem af wertical
imhaliinee arises in Eihiopia's mevdy emerging sostem. of fical decentralizarion and To griicatly
axsoss exivting arrongements for resafving i 4t concludes that the degree of verticud ipthalance 0
riginal budgeis o rather provglmced and that these gra o mimher o {imitatioes (i e mechanisa
el i resolvone e eoklem The revoenle soweces aerigneed lo the vegians are ingdeguane o Ielp
thent diveharge g weighty respoasibilics assiged do e Attertion sleaudd he griven o ameasures
ety well haesst the sapaoity - af the regions to erfence Sedr offorts gt resopree bl ization. Since
grearrty will e the magar picens of covering the reverse shartfol! of regiong it 44 imporianl (o
ortehilish eriteria wmd mechanisms for the provision of grants that aro freamssparenl ord ey 1o
acdministar Thure should alye he an atiempe to depart from the practiee of hoving anly one by af
wrant (e, the matchimg topet It s fuetfer pecessiry do develop defidlod eriterial foe gevern
hoprowine by phe regione from the centrol goversnien! The exisiimg Jegeslalive provistons are
inadeguite e il of apbimitic tilpimarety hwever, the b o peliteal ot and cenlies oo
e pelatiansiup. between tho certar and reglunal government The ok s ohe of ensueing el S
retettiitstap ox hased ot seederstancinyg rather. thae distrost fn gemersl  hiwever, fhene 15
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I, THE PROBLEM
1.1 Background: The Tradition of Centralism

If ome excludes the brief and unsuccessful efforns of Tewodros, the first serious
atempts o introduce 8 centralized sysiem of administration in Ethiopia were undertaken
during the Menelik ert. However, the persan who did most 1o strengthen the hands of the
central government as well as W institle o modern fiscal system was Emperor Haile
Sclassie [1].04].

The administrative system which he built up was o Taghly centrallzed one, and. it
became inercasingly so with time. Thus, the regions tiad no autonomy whatsoever and they
were all administered by his own hand-picked representatives. Not only was the system
ighly centralized, but it was also very personal. in {he sense that the monarch was the
ultimate decision maker in all matters of consequence. Although his personal control

“Eemm thve Eoipres This ahicle wis slmiimed Jar poidhlwals Be e e Sow Uirdiititnin win adegied, amd hinge some |1u-._sih|: =
e yubpmients e ool Bave boon higntichied
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declined over the vears, partly on account of his advancing ape, his reign was characlerized -
by @ system of administration that left very little power o regional administrations.

This natarally found its reflection in the fiseal svstem as well. All major budgetary
matters, both on the expenditure ard revenue side, were made by the central government,
The Ministry of Finance did have branches in the regions, but these were merely s
administrative arms, essentially meant to facilitate its asks of revenue collection; and were
nol accountable to regional ndmimstrations. The enly arranpements even remoiely
approximating  fiscal autonomy for the regions were the education and health 1axes.
earmarked for (nancing: primary education and health in the regions where they were
collected, But even this was probably more form than substance |3

The military government (1974-91) that replaced the imperial regime found it
convenient to continue with this tradition of centralism in both administration and finance.
When tne "People’s Democratic Republic of Ethiopia™ (PDRE) was s¢l up. & new system
of regional administration was introduced, with some regions designated as "autonomous”
But even those so designated were not assigned any independent sources of revenue ancd
had virtually no say in their expenditures [B].[12]. Thus, in spite of a change in form, the
practice was virtually a continugtion of the imperial tradition. In facl, the system was
perhaps even more centralized on account of the institution of monolithic party rule and
even greater concentration of power in the hands of ooe person,

Therelore, when it assumed power 1991, the Transitional Government of Ethiopin
(TGE) mherited a highly centralized system of administration and finance,

1.2 Towards Fiscal Decentralization

1.2.1  Regional Administration

However, the new povernment did not lose time in instituting significant departures
in thig regard, An carly indication of new directions was the Charter which set up the TGE
[16], in which were enshrined "the nghts of nations. nationalities and peoples o sell-
determination and to determine their own aftairs by themselves™. The next sigmticant
lepislative act was Proclamation No.7/1992, which provided for the setting up of
"national/regional sell-governmems” [ 6],

This law provided for a new admnistrative structure made up of a central
povernment and fourleen regional governments.” Regional governments have two tiers, the
wereda (which is defined as "the basic unit of hierarchy”) and the region. However. they
have the power to set up intermediate levels: of government if they so desire, Le., between
the wereda and the region as well as between the wereda and the kebele. In fact, nearly
all regions have "zones”™. inmermediale between the region and weredas. The law stipulates
that regional governments are responsible 1o both the Council of Representatives of the

a5 qh.l'l'llﬂl"l.-\..'! ECOMNCMIC ASSOCLATION
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central government and the people who ¢lected them. It also defined the powers of the
ventral government and repional governments (see 3.1 helow]).

The next major legal development in this regard was Proclamation Nod1/1993 [17]
which defined the allocation of powers and duties between the executive organs of the
central government and the regional governments. In effect. what it sct up in the regions
were mirror images of the central government. The baw provided for cach region to set up,
“as may be necessary". a number of "hurcaus®. or miniature. ministrics, including - for our
purposes - 8 fAmance burgi,

1.2.2  Fiseal Decentralization

Aw indicated above. Proclamation Np.7/1992 provided for the division of powers
hetween the central government and the regions. OF those reserved for the latter, some wer
i the area of fiscal policy. including the right to "prepare, approve and implement their
own hudgets” snd to "borrow from domestic lending sources and to levy dues and taxes”

The law further provided for prants from the central povernment (o regions "thal
cannol undertake by themselves basic social services and economic development programs
due to relative inderdevielopment”

But the most important legal instrument with respeet o fiseal decentralization is
Proclamation No. 33/1992 |16, which defines the objectives of revenue shaging. sets oul
the principles used an framing revenue sharing arrangements. and proceeds 1o categorze
revenue sotrces into three: those reserved for the center, those reserved for the regions. and
thase 1o be used jointly by the center and the regions (see section 3.2.1 below).

[his low alse makes provisions for grants (also called subsidies) from the central
povernment 16 the regions. with the proviso that “the amount of subsidy to be granted shall
be proportional te the contribution made from the revenue collected by the Regions™. [talso
includes stipulutions that would make it possible for the regions to borrow from central
financial institutions. All these are very significant departures from past pracuce and are
bound 1o raise several new problems, one of which is that of vertical imbalance.

1.3 The lwmues of YVertical Imbalance

Any type of federal arrangement involves a division of functions between the central
poviernment and subnational governments (expenditure assipnment) as well as assipnment
of different sources of revenue to different tiers of government {revenuc assignment) [0
<uch circumstances, only rarely does one encounter balance hetween the spending needs and
revenue capacitics of either the central povernment or the regions. All too often. either the
center is unable to cover its expenditure from its own fiscal resources or the regions face
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a similar predicament. It is this mismatch between expenditure needs and revenue sources
tor which the term vertical imbalance is given® [13],[14].

Where a problem of vertical imbalance exists, it needs to be resolved somehow by
flling the revenue gap at whatever level of government il appears. Action could be taken
on the expenditure  side, which would necessitate reassigning  responsibilities  for
expenditure. However, it is moré common 10 act on the revenue side, the mechanisms
usually resorted to being revenue sharing and transfers between different lewvels of
government. Lhere could also he arrangements whereby regions could borrow from the
center. But it is only rarely that these arrangements provide full and satisfactory solutions
W the problem,

The major purpose of this paper is to examine the extent to which the problem of
vertical imbalance arises i the Ethiopian context and 1o critically assess existing
arrangements for resolving it Since the country is just beginning to experiment with fiscal
decentralization and given its tradition of a highly centralized  [iscal system, it would not
be surprising that. at least in the initial stages, vertical imbalance would feature in regional
budgets, In making progress towards greater decentralization, the country would be well-
advised to consider iis steps cacelully in order to avoid the extremes of either oo weak a
central government or regions that are autonomous only in name.

The exercise we arc-attempling here is rendered difficult by the novelty of the
Ethiopian experience, which makes any empirical evaluation impossible. Tt is only for fiscal
yuar 1993/94 that the budget has been presented scparately for the center and the regions.
Therefore, in this paper we will address the problem by confining ourselves w the relevant
legislation and the 1993/94 hudger 18], Our intention is to identily priblems that are likely
lo be particularly vexing and to draw attention to them before the new system of fiscal
decentralizution assumes final shape.

Il. GENERAL PRINCIPLES

2.1 Expenditure Assignment

The central issue in decentralization is how much power (o retain at the center and
how much power 1o give 1o the regions.” Although the major driving force behind
decentralization is usually political - not economic - there are also compelling cconomi¢
arguments for decentralization. First, it is contended that subnational governmenis are closer
to the people than national ones and are therefore most likely to be responsive to their
needs. Thus. there are many instances where local provision of goods and services is more
efficient. provides for preater aceountability, is more manageable, and ensures greater
autonomy of lower levels of povernment,
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Second, it is argued that decentralization fakes greater account of regional
difterences in resource endowments and makes it possible for subnational units 1o specialize
i economic activities that are more consonant with their respective comparative advantages,
In contrast, central provision may overlook such ‘advantages or not give them the attention
they deserve, In the cultoral sphere, oo, it is contended that decentralivation allows more
opportunity for reglons Lo exercise greater control over spending on items such as education
and culture, which are important in defining the unique identity of the peopie of particular
regions:

Phird. it is claimed that decentralization promotes competition belween regions in
attracting investment. thereby leading w greater efficiency in the economy as a whole,

However, not all virtue is on the side of decentralization. Te begin with, there are
ntany tunctions. which - because of their cowntry-wide significance - are the proper domain
of national governments. Examples are stabilization policy; monetary policy. including the
regulation and supervision of the banking svstem: exchange rate policy, including the
management of the foreign reserve: and overall fiseal policy, including the management of
the apypregate budger deficit

A second compelling case for central provision 1s that of goods and services
characterieed by signiticant economics of scale, examples being transportation, clectricity,
water and sewerage. telecommunications, et In such cases. local provision may not he
leasible, and even il feasible, it may ke prohibitively costly,

A third ease where central provision makes more sense concerns goods $nd services
with considerable external economies (and diseconomies), involving important regional
spillovers of benelils and costs. In such circumstances, there is need to ke account of all
costs und benefits, which makes central provision the only viable option.

Fourth, however affluent a society may be, there are bound 1o be ceilings on s
capreily 1o pencrate revenue, which means that there is a limit on the extent to which
resources can be divided up between the center and the regions. A certain degree of
centralizntion % therefore mevitable.

Fifth. & major practical preblem is that subnational governments may have limited
capacily in such areas as budget preparation and execution, as well as tax collection. And
atlempts o improve their administrative capacity may lead 1o unnecessary duplication of
staff and skills at the central and subnational levels |18 p157]

These are some of the gencral considerations that peed 10 be borne in mind in
allocating functions between the central government and regions as well as in aAssigning
revenue sources to different levels ol government, The first is the problem of expenditure
assignment, to which we will now wurn; the second is the problem of revenue assignment,
which we shall consider later.
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Tt is not accidental that expenditure assignment issues should be resolved prior o
those related to revenue assignment, because, logically, in order to divide revenue sources
between various levels of government, one needs to be clear about the functions cach of
them is expected to undertake,

However, there is no universally acceptable formula in allocating functions between
various levels of povernment. Bach country has to address this question based on its own
individual circumstances. However, there scems W be a wide degree of consensus on the
proper jurisdiction of certain fmetions. Thus, defence, foreign affairs, international and
inter-regional trade, currency, highways, immigration, civil aviation, and environmental
legislation, are usually assigned to the central povernment. On the other hand, police, local
roads, the utilities, water and sewerage, and street liphting and cleaning are considered more
appropriate  for subnational governments. In belween are services that require the
involvement of both central and subnational governments, examples being education, health,
and social welfare.

In this connection, there is an important distinetion to be made between providing
services and fnsncing them. The level of government providing a given service does not
necessarily have to finance it [20, p.64]. For instance, although the central government may
linance social welfare programs, their administration may be better left to subnational
HOVEITIMEnts,

Country expericnces with respect to expenditure assignment represent wide
spectrum, from those in which the role of the central povernment is extremely limited (eg..
the former Yugoslavia) to those in which the center plays a dominant rold%(e.g.. Brazil,
India, the former Sovier Union). In this context, it s useful o distimgmsh between de jure
and de facto arrangements for expenditure assignment, because there is often a divergence
hetween the two. Thus, a central government whose role is father narrowly defined by laws
may in actual fact be far more dominant in practice |2, p.3)

2.2 Issues of Revenue Assipnment

Onee functions are allocated between the central and subnational povernments. the
primary task is one of assipning to each level of povernment revenue sources that will
enable it to discharge the tasks with which it has been entrusted. This is the problem of
revenue assignment.

It has been asserted that "ideally each subnational povernment provides both the
level and mix of public services and the means of financing these services that most closely
meet the preferences of individuals in its own jurisdiction” [21. p.157]. However. in
gractice, here too there is a wide range of country experiences, and it would be difficult to
evalve rules that would meet universal acceptance, beyond the stipulation that the revenue
sources assigned 1o a particular level of government should, as far as possible, be adeguale
to permit it 1o discharge its functions. However. on the basis of considerations of efficiency
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(minimizing resource cost) and equity (consistency of revenue means with expenditure),
Musgrave supgests the following. principles;

i) Progressive redisiibutive taxes should be central;

1l Taxes suitable for cconomic stabilization should be central;
lower level taxes should be evelically stable;

iif) Fax bases distributed  highly unequally between jurisdictions
should be centralized:

) Tazes on mobile factors of production are best administersd
at the center;

¥ Residence based taxes such as sales of consumption goods to
consumers of excises are suited for states;

vi) Fuxes on completely immobile factors are best suited for loeal
level,

vill  Benefit taxes and user charpes might he appropriately used ot
all levels [13, ppd-5].

But even agreement on these rdes ol revenuee assignment leaves some questions
unanswered. The assignment of certain revenue sources to a given level of gov8mment need
ned necessartly give it authority 1o determine the bases and rates of collection, or even their
administration and colleetion. Thus, legal authonty for levving a certain tax (including the
determination of tax base and tax rates) may rest with the central povernment whale a lower
level of government may be given the anthority to eollect revenue from it and use i1 for its
own purposes, Although there are no simple criteria to guide decision-making in this regard,
clarity on jurisdictions is of the utmest importance.

In this connection, one can identify five possible categories of revenue sources:
ajthose levied and collected by the central government and used for its own
purposes;bithose levied and collected by the central government, but used entirely by the
regionscithose levied and collected by the central government, but shared by it and the
regions according o some formula or formulas;djthose levied by the central povernment,
hut collected by the regions and used for their own purposes: and c)those levied, collected
and used by the regions.
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(minimizing resource cost) and equity {consistency of revenue means with expenditure),
Musgrave suggests the following principles:

i) Progressive redistributive taxes should be central:

i) Taxes suitable for economic stabilization should be central:
lovwver Tevel taxes should be cvclically stable:

1) Fax bases distributed highly unequally between jurisdictions
should be centralized:

iv] laxes on maobile factors of production are best administered
al the center;

¥ Residence based taxes such as sales of consumption goods Lo
CUNEUMErs. or excises are suited for states;

vi) laxes on completely immobile factors are best suited for local
level:

vit)  Benelit taxes and user charges might be appropriately used at
all levels |13, ppd-3].

But even agreement on these ndes of revenue assignment leaves soge guestions
unanswered. The assignment of cerlain revenue sources to a given level of government need
not necessarily give it authority to determine the bases and rates of collection, ar even their
administration and collection. Thus, legal authority for levying a certain tax (including the
determination of tax base and tax rates) may rest with the central government while a lower
level of government may be given the authority to collect revenue from it and use it for its
own purposes. Although there are no simple criteria to guide decision-making in this regard,
clarity on jurisdictions is of the utmost importance.

In this connection, vne can identify five possible categories of revenue sources
ajthose levied and collected by the central government and uwsed for its own
purposeshjthose levied and collected by the central government. but used entirely by the
regionsic those levied und collected by the central government, but shared by it and the
regions according to some formula or formulas;d)those levied by the central povernment,
but collected by the regions and used for their own purposes: and ejthose levied, collected
and used by the regions.
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2.4 Addressing the Problem of Vertical Imbalance

2.4.1 Measuring Vertical Imbalance

As indieated earlier, vertical imbalance arises when expenditures and revenues at
different levels of government - central or atherwise - do not match, a problem that is
encountered in most federal arrangements. However, measuring the extent of imbalance
may not be a straightforward matter,

But there have heen attempts to supgest such a measure, usually referred to as the
coefficient of vertical imbalance, Thus, Shah [13, p27] suggests the following formula for
the coefficient:

" LB +10)
1 il Tt L
0

where A= tolal revenue and grants;
B= translers (grants from other levels of government);
= net horrowing = (A-ID); and
D= expenditures  (total expenditure + lending - repayments).

A wvalue of | for the coefficient would mean absolute control by the central
government over lower units, whereas a value of ¢ would mean that lower units are
absolutely autonomous. While a high value of the coefficient is considgred desirable
beeause it would approximate the expenditure rules disenssed above, a value of 1 is not set
as a poal,

In another paper, Shah [14, ppo19-21] proposes three allernative measures for the
coefficient of vertical imbalance, "one considering conditional transfers and borrowing only,
a second one by incorporating unconditional transfers and a third one by bringing in shared
taxes as well”, These are referred to as Vi, V,and V,, respectively, and their expressions
are presented below:

. i8:+B)
Vo= 1
+

(S, + 8. + B
E

[

jandg

V:l_SIJrSf';‘IBFTS:I;

where:  5_ = conditional transfers from the center 1o lower units;
5, = unconditional transters {rom the center io lower units;
B = nel borrowing by lower units;
E = expenditures by lower units; and

T, = shared taxes.
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S1ill another measure for the coefficient of vertical imbalance appears in Wallich
(191

V.= [(aT, +aT. +aNTR + a,0u +a.0G,. + 88,

where,
WV = coeflicient. of vertical imbalance;
a = or 1, depending on whether the revenue source is controlled by lower levels
of government or the centrai government, with possible variations between 0 and |
if the center and Jower levels share control over the same revenue source;

4y = oW Laxes,

a; = shared taxes;

3, = non-lax revenues,

a, = unconditional grants,
g, = conditional grants;

a, = bhorrowing by lower levels of government;
[, = 0wn 1% Tevenue;

| shared X TévEnLC.
NTR = non-las revenue,
Li, = unconditional grants;
B = borrowing.

Whatever measure of vertical imbalance is used, where such imbul:nc::: exists, it
calls for adjustments on the revenue side, on the expenditure side. or on both sides. As
indicated above, on the expenditure side, it would involve re-assigning responsihilities so
that expenditures would be more in wne with revenues. More often, however. the
adjustments are made on the revenue side, and the principal mechanisms for doing so are
revenue sharing and transfer arranpements. Loan finance, although somewhat ditferent. ean
s be considered in this context.

24.2 Revenuc Sharing

Conceptually, it is useful to distinguish between tax base sharing and revenue
sharing, The former invelves "two or more levels of government levying own rates onoa
common base™ [13]. The usual practice is for the higher level of government o determine
the tax base (c.g., sales) and for lower levels of government to levy supplementary rates
on the same source. It is customary for one level of government o collect the revenues and
share them with other levels [13, pp.6-7]

In the case of revenue sharing, “one level of government is given an unconditional
access to a specified share of revenues collected by another level of government” [13, p.7]
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on the basis of criteria mutually agreed upon. This requires a determination of what revenue
sources to set gside for this purpose and the share of revenues going to different levels of
government, This is by no means an easy task. However, the over-riding consideration is
one of enabling the various levels of government [0 raise sufficient financial resources for
the discharge of responsibilitics assigned 1o them,

243 Inter-governmental Transfers

But revenue sharing arcangements by themselves are uniikely to resolve the problem
of vertical imbalance. Tt is therefore inevitable that there will be need for transfers of
finances [tom one level of government to others, Although the usual practice is for transfers
to be made from the central govemment 1o the regions, it is also possible W have reverse
flows [4, p.l4].

Une mujor motivation of grants s equity, Where resource endowments are unéven
and different regions exhibit différent levels of development, grants are an important means
of narrowing regional inequalitics, but il is also common 1o use grants for promofing
elficiency as well.

Girants may either be general or specifie. In the case of gencral grants; the practice
1% for the central government 1o set astde a certain proportion of total revenue as grant funds
and distribute these among the various regions on the basis of certain eriteria (e, lovel of
development. population size, absorptive capacity, regional development ¥nitiatives and
special political considerations, if any). With general grants, regions are not subjected to
any restrictions in the use of funds: they can use them as they see fit. The major policy
guestions involve the size of the grant fund and the criteria to use in allocating money
among different regions.

in the case of specific grants, however, funds are pranted for defined purposes,
usually activities that the central government wishes to encourage (e, rural road
construction, primary education, basic health services, ete.),

Grants could also be classified as non-matching and matching, In the case of
matching grants, the funds received by regions are proportional to what they themselves
raise [rom their own résources, the basic motive being encouraging the regions 1o maximize
initiatives for self-financing. |7 they arc of the general type, they can be used to cormect
inctficiencies in the provision of public poods with significant externalities [13],[14] But
they are insensitive to regional disparitics in fiscal capacitics, because they operate on the
principle "to those who have more, more will be given”,

Non-matching grants {which could be general or specific) are funds transferred from

vne level of pavernment 1o another without requiring the recipient to raise matching funds.
While they widen the freedom of the recipient considerably and are less biased against
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disadvantaped regions, they are not designed 1o encourage regional initiatives for resource
mahilization.

The most Tundamental policy issue is how (o design a judicious package of prants
that will, at the same time, enhance the fiscal capacities of regions, give them a reasonable
latitude: in spending, promote equity, and provide the center some control in the spending
of money that it makes available,

244  Loan Finance

Lven with revenue and transfer arrangements in place, regions may still find
themselves with a shorifall of revenue relative 1o expenditure. This raises the need for
regions to borrow from domestic andfor foreign sources. In most federal arrangemants,
Porrowing from external sources is a power reserved for central governments, afthough
some countrivs atlow subnational governments oo to borrow externally [2], Therefore, we
will confine ourselves o issues of domestic borrowing.

[t principle, such borrowing could be made from the public (by Neating bonds),
from private financial institutions or from the linancial institutions of the ceriral
government. Since the first v do not involve more than ene level of jurisdiction, it is
mler-governmental borrowing that interess us,

Such borrowing may either be general, 1.e. devoted o the (inancing 'if the overall
budgetary deficit or it may be ted (o specific projects, From the perspective of the region
taking the loan, loans are less preferred than prants because they involve repayment
ubligations. However, they have the advantage that they may provide greater spur o
elficicney in their utilization because they have to be paid back, which means that resources
for servicing them have o be generated,

From the viewpoint of policy, the major issues involved in loan finance are what the
upper limit of borrowing should be. conditions of borrowing (including grace period,
interest obligations and repayment period), criteria for eligibility {including whether or no
they should be project-tied), and the formal procedures that have to be followed in
acquiring them. While all these are important considerations, perhaps the most significant
from the wviewpoint of overall fiscal management is the extent to which regions are
permitted to borrow from the central povernment, Their needs will have to be viewed in
conjunction with macroceonomic concerns, which would necessarily dictate prudence,

245 A Summing Up

The discussion in this section may now be summed up by drawing some of the
salient points together [13. pp.14-15], [10. p.6). First, as much as pessible, regional
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governments should have broad amtonomy in determining their awn priorities with respect
to functions assigned to them. Second, revenue assipnment should ensure that, as much as
possible, there is a matching between expenditure néeds and revenue generated from their
own sources. Third, where there is a mismatch between the two, there should be adequate
provisions for resolving the matter, through revenue sharing, transfers and loans. Fourth,
attention should be given to ensuring equity between regions. Fifth. cemter-region relations
should be charscterized by transparency and simplicity, which means there should be no
room for arhitrariness regarding what regions can get from the center, and the rules and
procedures should not be unnecessarily complicated, Fifth. & concern with equity should
rot, however, lead to the undermining of efficiency. Sixth, the system should. as much as
possible, give incentives to subnational governments to maximize thelr resource
mohilization efforts, Finally, whatever relationships are established between the center and
the regions should not jeopardize overall fiscal managenvent.

Il VERTICAL IMBALANCE IN THE ETHIOPIAN CONTEXT
31 Expenditure Assignment

311 Legislative Provisions

Table | summarizes the functions assigned to the center and the regions, based on
Proclamation Mo, /1992 [16]. As is evident from the table, the regions havesbeen assigned
specific functions on top of which they are eéxpected o perform those fot explicitly
reserved for the center. The responsibilities assigned to the regions are fairly extensive.

The division of functions between the centrial government and the regions scems
fairly conventiomal. However, partly because the expenditure assipnment is presented in o
highly condensed form, it is characterized by many ambipuities, For instance, economic
poliey is reserved for the center, but it is not clear what aspects of economic policy this
refers to. Presumably it means macroeconomic policy, but there is no explicit statement 1o
this effect, A conspicucus omission in this regard is foreign trade, which normally falls
within the jurisdiction of central governments. but there is no provision made for it in
Proclamation No.7/1992.

In a similar vein, the task of "establishing and administering major development
establishments” 15 reserved for the central government, but since no definition of "major”
15 offered, one is not ¢lear as to the criterin establishments have to meet in order to be
designated major. Qbviously, there are various ways of defining "major”, including size of
investment and employment. Unless this is clearly spelled out, it provides opportunities for
different interpretations, and thercfore a potential for creating tension between the center
and regional governments.
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3.1.2 The 1993/94 Budget

Based on the 1993/94 budger, Tables 2 and 3 provide a summary of the distribution
of expenditure between the central government and the regions, for recurrent ‘and capital
expenditure, respectively. Looking at the distribution of recurrent expenditure first, we nole
that the share of the regions is only slightly over 37%, indicating that the bulk of the
expenditure is allocated to the central povernment.

[here are, however, significant sectoral varialions. The arcas in which the shares of
the regions are pronounced are essentially the social sectors as a whole (77.6%), particularly
health (83:2% ), and cducation and training (83.2%). Of spending on economic services, too,
the share of the regions is a2 respeciable 58.3%. Another area in which their share is
sipmilicant s public order (65.8%), In contrast, their share in defence is nil, as is o be
expected, and their share in general services 15 low (25.5%). One also notes that their share
in "other cxpenditures” 35 low (8.8%), This category mostly consists of external debt scrvice
payments, the burden of which is totally bome by the central government, although the
regions share in the benefits. In general, although their share in given sectors is guite high,
they account for less than 40% of total expenditure because the sectors in which they have
sizeable shares do not figure prominently in the recurrent budget,

Interestingly. their shire of the capital budget 15 the sme as that for the recurrent budget. Here: agiin,
ong observes the same scctoral patiern, with maost of the expenditure on the social seclors gssigoed o the
replons: health (87.8%5) and educition and training {73.7%), A striking differcnce; however, is that their share
of capital expenditure on cconomic services (28.3%) is mueh lower thun the fgure for recurrent. expenditure
{58.3%). The major explanation for this scems 1o be that capital expenditures in the areas %f mining #nd
enerey. industry, Iransport and communications, irade. and (nancial services are Jargely home by the center,
whereas the regions have preater responsibility for such activities as agriculture and natural resources

12 Hevenue Assignment

3.2.1  Legislative Provisions

The major legislative act defining revenue assignment is Proclamation No.33/1992
[16]. which deals with both tax base sharing und revenue sharing. According 1o this law,
the ohjectives pursued by the government are cnabling the regions 1o carry out the
responsibilitics  assigned to  them; encouraging reglonal initiatives: narrowing  the
development gap between regions: and promoting activities that are "of common interest
o regions”.

The ecriteria employed in assigning revenue sources are stated as being ownership
of sources of revenue; the national or regional character of the revenue sources:
convenience of tax levying and collection; considerations such as population size, respurces
and levels of development; and considerations of the integrated and balanced development
of the economy.
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The provisions of the law regarding allocation of revenue sources are presented in
Table 4. A careful reading of this law reveals that there are a number of problems. First,
what is the extent of the regions’ powers in raising revenue? Although Proclamation 7/1992
is unequivocal in giving them the power to levy dues and taxes, the provisions of
Proclamation 33/1992 seem to qualify this power considerably. In the first place, the rates
of taxes reserved for joint use by the central povernment and the regions (in addition 1o
those assigned exclusively to the center) are to be fixed by the central government. Thus,
the regions have no say in thesc matters. What about the sources reserved exclusively for
them? Specifically, can they introduce new taxes and can they raise the rates on existing
ones, While Proclamation 7/1992 would suggest a positive answer on this score, the
following provisions of Proclamation 33/1%92 show that matters are not so simple after all:

In order to avoid cascading incidence effect of the tax levied by the
Center and the Regions and to enable the harmonized implementation
thereof, the tax systems shall have a unified policy hase.

The Mimsiry of Finance shall ensure that the tax laws issued at both
levels adhere w the provisions of sub-article 1 of this Article (the
paragraph immediately preceding this one).

I'he phrase "unified policy base” is highly ambiguous and is therefore amenable to
a variety of interpretations, Al any rate, it is quite clear that the regions do not have o carre
hlanche even with respect to the revenue sources specifically assigned to them, since the
last word seems to rest with the Minsstry of Finance. ™

Secondly, even though the division of revenuc sources between the center and the
regions is generally clear, there are certain issues that could be contentious when it comes
to practical implementation, Take, for cxample, the provision that reserves revenue from
“profit tax, personal income tax and sales tax from enterpriscs owned by the Regional
Governments” 10 the regions. This is not problematic in principle, but could create
ditfficultics of implementation. It would require the handing over of certain enterprises to
the regions, and this could cause problems of both equity and efficiency, given the uneven
distribution of such enterprises between the regions. The same 15 true of "taxes collected
from rent of house [sic] and propertics owned by the Regional Governments™ however, it
appears that ownership of most such propertics has already been transferred 10 the ToLions.

Ferhaps an even more difficult problem would be determining a formula whereby
revenue from the sources for joint use by the center and the regions can be divided among
them. It is stipulated that a commiltee will be set up "to study conditions and submit
recommendations guiding sharing of revenue”, including suggestions on how to resolve
disputes when they arise. There is no public knowledge that such a committee has been set
up But one can foresee certain problems that it can encounter. In the first place, it will not
be easy to work out a formula that will he acceptable 1o both the center and the regions.
Secondly, the law seems to imply that joint sharing only applies to cases in which regions
undertake the kind of activities mentioned, such as enterprises jointly owned by the center

18
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Table 1
Expenditure Assignment in Ethiopia

Central Government

Regional Governments

Defence

Foreign affairs
Economic palicy
Conferring of citizenship

Declaration of state of emergency

Deployment of army where situations bevand the
capacity Of regional governments: arise

Printing of currency

Establishing and administering major development
establishments

Buflding and administering major communications
netwaorks and the lke

All matters with the exception of those listed in
Column |

Borrow from domestic lending sources and levy
duties and 1axes

Issue and implement laws and rules relaring 1o
public services which do not conflict with the
relevant policy of the central government

Fstablish, direct and supervise social and economic
development cstablishments or enterprises

Prepare, approve and implement their own budgets

Administer, develop and protect their natural
FESOUICES

Employ and administer their own personnel in
accordance with the public serviee and pensions
laws of the central government

Establish and direct security and policy forces in
accordance with the policy and diggctives of the
central government

Establish judicial organs o decide on matiers not
specifically assigned to the central govermment

Cwn properties of the region; acquire ownership of
property, and transfer property

Source: [13]

and regions, organizations paying taxes, "large scale mining, petroleum and gas operations”,
and forests. -This is bound to raise questions of equity in view of the uncven distribution
of such resources between regions,

An additional problem concerns the adequacy of the revenue sources reserved for
the regions, especially in view of the responsibilitics entrusted to them. As will be
demonstrated in Section 3.2.2 below, given the structure of the Ethiopian revenue system,
the money likely 10 be raised from these sources is bound to be limited [8]. However, the
special case of the agricultural income tax needs to be noted. Although the law provides an
elaborate and progressive rate structure for annual agricultural incomes exceeding Birr 600
per year, past practice almost invariably has been that farmers pay the minimum flat rate
of Birr 20 [5]. Mow that the regions have a much greater incentive in the efficient collection
of this tax, their revenues may increase considerably.
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Table 2

Share of Ceniral Government and Regions
in Hecorrent Expenditure (million Birr)

Tl Center Regions Share of

Regions (%)

Tortal 4600 2890 1710 372

Administration and General Services 1345 8o 355 264

Wational Defence [ (1 0.0

Public Order 21 ] 152 65.8

Cieneral Services 294 219 75 255

Econpmic Services 463 123 270 383

Soclal Services 1220 273 47 7.6

Edugation and Training, T4 133 657 832

Health 301 50 251 B34

Onther Expenditures 1572 1433 139 88

Table 3
Share of Central Government and Repions
in Capital Expenditure (million Birr)

Total Center Regions Regional

Share (%)

Total 3847 2413 1434 33

Administration and 152 92 60 a3
General Services

Economic Services 3049 2185 B64 283

Social Services 646 136 510 79.0

Education and 317 83 234 737

Training
Health 198 24 174 878

Sowrce for Tables 2 and 3: [18]

Still another problem that has not been addressed in the legislation is the allocation
of external assistance and grants. In the 1993/94 budget these account for mere than 50%
of total revenue, which is evidence of their dommant role in the revenue structure, Given
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their importance, the question of their allocation between the center and the regions should
have been explicitly treated. Although the issue has not been deall with in the relevanl
legislation, budget implementation requires that some modus operandi be developed, a
problem to which we will return when considering the 1993/94 hudget.

Finally, there is 2 larger political question which may also have an impact on center-
region fiscal relations. This concerns the problem of the dual accountability of regional
governments that is enshrined in Proclamation 7/1992. According to this law, regional
administrations are accountable to both the people of the region and to the central
government, a provision that is likely to be problematic when cases of confliet between
regional governments and the central government erop up. In this connection, it should also
be noted that the relationship between the Minstry of Finance and the regional {inance
bureaus is not clearly spelled out, In actual practice, however, it seems that this relationship
iz confined to purely technical and procedural matters, and that it is not jurisdictional. Thus,
the formal procedure is for the Ministry of Finance to communicate with the council of the
concerned region and not directly with its finance bureau,

3.2.2 The 1993/94 Budget

Table 4 summarizes the essential information regarding the distribution of revenue
between the central government and the regions, although it is not at all clear how the
distribation was made in the case of the revenue sources assigned for the joint use of the
center and the regions, This table, read in conjunction with Tables 2 and™, reveals the
striking degrec of vertical imbalance that prevails in the Ethiopian budget The regions,
whose share in both recurrent and capital expenditure is about 37%, account for less than
102 of total revenue. If foreign assistance and loans are excluded, their share of domestic
revenue rises to slightly more than 20%, which is still low. 1t is thus quite clear that the
revenue sources assigned to them fall significantly short of meeting their expenditure needs.

Another way of looking at the picture is to consider the share of the regions’
expenditures covered by the revenues assigned to them. These revenues cover only about
26% of total regional expenditures, and less than half (47.1%) of recurrent expenditures.
In other words; the regions do not even have enough revenue to cover their running costs.
A rough figure for the overall coefficient of vertical imbalance would be 0.74, a very high
figure.

This is to be explained largely in the structure of revenue, as explained above. Thus.
the revenue sources in which the claims of the regions are largest are the agricultural
income tax, the land use fee, the tax on rental income, stamp sales and duty, charges and
fees, and the pension contribution. These revenue sources between them account for only
9.6% of total domestic revenue. On the other hand, the share of regions in the mosl
importan! revenue sources is nil or insignificant. Thus, their share in foreign trade taxes,
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which account for 32.1% of total revenue, is nil; and their share in indirect taxes, which
account for 22.7% of total revenue, iz only 11.9%. '

As indicated below, external resources account for more than half of revenue, but
it is not clear how these are distributed between the center and the regions. It seems that,
of the portion of these resources devoted to recurrent expenditure, nothing is allocated to
the regions. There is also no clear indication of how much of the resources allocated for
capital expenditure belongs to the regions. One would have to armive at a tentative figure
by adding up the costs of the various projects assigned to the regions, in view of the fact
that the entire capital budget is financed by external resources. The regions’ share would
probably fall short of 15%. The important point, however, is that there are no publicly
known principles for allocation between the center and the regions or between the various
regions, This is unfortunate because there are serious issues of efficiency and equity
involved

Given this substantial degree of vertical imbalance 1. the regional budgets, the next
question is how the systém attempts to resolve the problem. This leads to the problem of
transfers.

33  Dealing with Vertical Imbalance

As indicated earlier, inter-governmental transfers are one mechanism for dealing with
vertical imbalance, and there are provisions for them in the Ethiopian legisladion. There is,
however, some terminological confusion. While Proclamation 7/1992 talks of subsidies,
Proclamation 33/1992 talks of both grants and subsidies, apparently using them
interchangeably (we will use the term grants in this paper). And matters are not made easier
by the terminology used in the 1993/94 budget proclamation. In this piece of legislation
there is an item entitled "grants in ad”, which actually means subventions made to the
Patriotic Association, the Ethiopian Red Cross Society and the Ethiopian Orthodox Church;
and there is another category called "subsidy”, under which the only item that appears is
“fertilizer subsidy”. Thus, there is no reference at all to inter-governmental transfers.

According to the Proclamation 33/1992, the objectives of grants are multiple, and
they are set out as follows: to promote regional socio-economic development; to accelerate
the development of relatively disadvantaged regions; to narrow income disparities between
regions; to encourage activities with positive externalities and to control those with external
diseconomies; and "to encourage foreign currency earning projects and other projects of
national interest”. These are standard objectives for inter-governmental transfers.

It is interesting to note that only one type of grant is envisaged, namely the matching
type. The relevant provision states that "the amount of subsidy to be granted shall be
proportional to the contribution made from the revenue collected by the Regions™. It may
also be noted in passing that the Amharic version gives a slightly different interpretation.
Literally translated, it would read "A subsidy will be granted in a mammer related to what
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the region allocates from its own revenue”, Al any rate, there is no provision for non-
matching grants. This is a provision that, although perhaps intended to encourage regional
initiatives in resource mobilization, is of course disadvantageous to regions poorly endowed
in resources, and therefore with low capacity to raise revenue. In view of this, it does not

Table 4
Revenue Assignment in Ethiopia

(Article 5, Proclamation No. 33/1992)

Central Government

Regional Governments

Central and Regional
Govemments

duties, texes and other
charges. levied on the
importation and exportation of

goods;

personal income tax collected
from employess of the
Central Government and
Intemational Chrganizations;

profit tax, personal ncome
tax and sales tax collected
from enterprises owned by the
Central Government;

taxes collected from national
lotteries and othér chance
winning prizes;

tases collected on income
from sir, train and marine
fransport activities;

taxes collected from rent of
houses and properties owned
by the Central Government;

charpes and foes on licenses
and services issued or
rendered by the Central
Government,

personal income tax collected from
employees of the Regional
Governments and employees other
than those covered under sub-
articles 2 and 4 of this Article;

rural land use fee;

agricultural income tax collected
from farmers not incorporated in an
organization;

profit and sales tax collected from
individual traders;

tax on income from inland water
transportation;

taxes collected from rent of house
and properties owned by the
Regional Governments,

profit tax, personal income lax and
sales tax collected from enterprises
owned by the Regional
Governments;

withoul prejudice to sub-article 4(c)
of this Article, income tax, royalty
[sic] and rent of land collected from
mining activities;

charges and fees on licenses and
services issued or rendered by the
Repional Governments.

profit tax, personal
income tax and sales
tax collected from
enterprises jointly
owned by the Central
Government and
Regional
Crovernments;

profit tax, dividend
tax and sales tax
collected from
organizations;

profit Eﬂ( royalty
[sic] and rent of land
collected from large
scale Mining, any
Petroleum and Gas
operations;

forest royalty [sic].
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Table 5
Revenoe Share of Center and Regions
{million Birr)

Tatal Center Regions | Regwnal Sham (%)
Tatal #207 T4 46 L
Tax Revemoe L) 2654 f50 19.4
irect Taxes. 1032 Lua 535 38
Personal Income Tax 294, 134 139 413
Rental Incomse Tay 45 10 s g
Business Income Tax 505 130 75 AT
Agricultural Incomse Tax 1y a7 L1 ERN
T'ux g Dividends and Chance Winnings 2 i oo
land i%e Fee m T (LR
Indirect Taxes 1013 &9 111 (HE]
Excise on Locnlly Muonufschared Goeds 564 40 30 183
Sales Tax on Locally Manulfectored  Goods 1Ak 293 56 14t
Seivice Sakes Tax 4 5 17 0.4
Sump Sabes and Dty Al L5 a5 754
Furcign Trade Taxes 1264 | 1264 i
Customs. Thaty and Tax on Importcd Goods 1210 (1] 0.0
Dty and Tax on Coffee Expon 54 54 k]
Nom-iax. Revenues i 425 14 Fal ]
(harges mnd Fees B 25 58 LK)
Sades of Goods and Services £ 45 43 449
Crrvernment Investment Incoaie T I 40
Mimzllameone Revenue T 38 (I} 183
Pension Coatritation 57 5 EH] 541
Exicfnal Assistance 2 0z 0.0
Capital Receipts palid 13 5 02

Soarce: [18]
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seem that the objectives for grants set out in the law have been taken into account whin
detining the nature of center-region transfers,

With respect to procedures for regions o obtain prants from the central government,
they are required to submit their requests to the Ministry of Finance and the Ministry of
Planning and Economic Development, together with their planned expenditures. The two
ministries then review the requests, but it is not clearly indicated what body makes the final
decision. Mor is there any indication of the detailed ecriteria 1o be used in arriving at a
decision. ln the absence of such criteria, the danger is that the grant making process will
lack transparency and depend on the negotiating strength of the regions rather than on their
needs,”

The other means for dealing with vertical imbalinee is borrowing by the régions
from the center. Aceording to Proclamation 33/1992, in order 1o borrow regions should

submit to the Ministry of Finance or to the Ministry of
Planming and Economic Development as the case may be, the
loan amounl reguired o cover their deficit together with
statements showing the relations of the requested amount with
the revenue collection forecast [sic] and with economic
indicator [sic] and shall attach a copy of their consolidated
budget and the feasibility study report of the project lor which
the loan is required with the loan application form.

The next step is for the relevant ministry to study the request by taking‘inm account
general economic indicators and the overall country-wide budget, and then "obtain decision
[sic] on the amount that each Region may borrow within the national limit set by relevant
laws and communicate the same o the National Bank of Ethiopia and (o the Regions”.

Here again, it is not indicated which body has the final authority in deciding on the
regions' applications for loans. One gets the impression, however, that the loans are to be
tied to specific projects rather than being for general deficit financ. g purposes. Also, it
seems that the ceiling for borrowing is set by overall economic considerations. Therefore,
it appears that the center will exercise tight control over borrowing by the regions.

These ase the legal provisions. What practice was followed in drawing up the
1993/94 budget? Unfortunately, there is nothing one can get by scrutinizing the budget and
there is little public information that is available elsewhere. [l seems that for 1993/94, the
regions are not expected to engape in borrowing, which means that all borrowing will be
done by the center.
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IV. CONCLUSIONS AND RECOMMENDATIONS

As sugpested at the beginning of this paper, a central problem of fiscal federalism
is how to avoid the extremes of too much concentration of fiscal powers at the center or
at lower levels of povernment, The first leads to repional fiscal autonomy that is more form
than substance while the latter leads 1o a central government that is so cconomically weak
that it cannot perform even its most rudimentary functions.

Our review of the Ethiopian situation leads to conclude that the degree of vertical
imhalance in regional budgets is rather pronounced and that there are a number of
limitations in the mechanisms used in resolving the problem.

With respect to revenue assignment, it is obvious that the revenue sources assigned
ta the regions are inadequate to help them discharge the responsibilities assigned to them,
ILis also obvious that the present capacity of the regions for plan preparation and execution
15 extremely limited, although there are obvious regional wvariations. It is known, for
example, that the 199394 budpets for the regions were essentially prepared for them by
personnel of the central government. Since the country is new to the practice of fiscal
federalism, neither this nor the limited revenue-generating capacity of the regions s
particalarly surprising. In fact, it would be more prudent to err on this side than to assign
1o the regions such revenue sources as will seriously incapacitate the center, As | arpued
in an earlier paper [8], there should be no rush 1o open Pandora’™s hox.

However, attention should also be given (o measures that will boost the capacity of
the repions to enhance their efforts at resource mobilization. This will raqlﬂru, in the first
place, removing all ambiguities in the law regarding their powers to determine tax hases
and tax rates,

Since grants will be the major means of covering revenue shortfall of regions, it is
also important o establish critenia and mechanisms for the provision of grants that are
transparent and easy to administer, As much as possible, one should avoid the practice of
determining grant sizes through negotiations. In this conneetion, it may be worth looking
into the advisability of setting up a grants commission or some such grrangement (as is the
practice in many federally structured governments) so that the process of advancing grants
will be relatively free from political wrangling.

There should also be an attempt to depart from the practice of having only one type
of grant (i.e., the matching type). It is especially necessary to introduce non-matching grants
in addition to those already provided for in the law. This should be the major means of
narrowing regional disparities in economic development. The procedures for providing
grants should also be streamlined so that unnecessary red tape will be eliminated.

Tt is also necessary to develop detailed criteria to govern borrowing by the tegions

[rom the central government. The existing legislative provisions are inadequate and full of
ambipuities.
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Ultimately, however, the issue is a political one and centers on the relationship
between the center and regional governments. The task is one of ensuring that this
relationship is based on mutual understanding rather tha distrust. Based on the experience
of other countries, it has been observed that "regions will consent to the delegation of
extensive powers to the central government only if each is confident that its voice will be
heard in the formulation and development of policy” [9, p.17]. There is no formula for
ensuring this, and only time will tell what kind of governance will emerge in the country
in the next few years,

In general, however, there is nothing to be gained by undue haste in implementing
the new system of fiscal decentralization. There is a vast amount of experience in other
countries that Ethiopia can learn from them. The system that will eventually take root
should be based on the benefits of such experience. At least in this respect, the country
should avoid its unenviable tendency of stubbornly repeating the mistakes of others.

NOTES

1. In this paper, we shall eschew the cumibersome phrass *nationaliregzonal self-povernmens” 2nd use "reghons”, “regional EoVEmments”
¢ subnational govemments®, ns distinét from. the cealral government in Addis Ababe

2. Five of the repions subsequently decided o cansolidate themselves into onc reghon. There are hus cumently ten regions ad the caty
of Dire Clawa

3. This is o distinguish it from "horboetal imbatanee”, which “refers (0 knconsislency betwesn rovemue faising ability wd fiscal pecds
b povermments &t the sume level in = fedesation® [13, ¢ 26 Horbontal smsbalance mises fumdamental s of equity hetwetdl reginns
and & therefore imporant. I b5, boweyer, outside the scope of our present concem, which is focused on mu—:ghn relations.

4 The bentment it Section w s inientonally Nighly condensed; it draws on Shah (131, {14), Wallich (19, 20, and Mahar and Dillinger
[

5|u.“:bmnhhmdmmpmm:bm&smmmmmﬂ&nmmﬂxbﬂhﬁmﬂmuﬂnu, tncluding
ﬂ-j::::hn.Iuhmgim‘:d:ﬂsuﬁmhyw.vulndﬁbiﬂtrmmmufmmb:bu&WMM. It does not appenr that
memmmmﬁmmm Agicmpts 0 figwme ool how exiernal loans and gsskstance baye been
d.'whhdm::.mz:pli.ﬁ:dIryﬂ:cfuuﬂm.nlm‘linllt1mhdmmmmfurdahmbnmmdhhmwmmdnmcnk
ToVencs,

4. This iz & general siniemment, pod one specifically mlsted o the 199354 budget. In this case, i Fact if seems that The regiond weng not
even comsubied.
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COFFEE PRICES AND SMUGGLING IN ETHIOPIA

Stefan Dercon and Lulseged Avalew”

Abstract:(fficial and hlock marker coffee price series are brought together to discusy the incéntives 1o
produce coffie since 963 On the hasls of empirical analvsts of prices and Supply response, i i
wryuied that sente incredred export carningy can bé expecied from @ switch from smugpling intp
afficial chanmels, However, these increases will be relatively small Coffes production i Joeend ta Be
respongive to prices, but thiy effict s mast likely o be relative to ather crop prives, in particular
chat. During the period of the Dergue, supply response was found o be smaller than in the 19605,
refleciing ihe adverse elimate for expansion of erop production existing during the 1970c amd |980s,
Following the devaluation, coffes production may well increase again, but the increases are unlikely
o bir very large %

I. INTRODUCTION

Recent economic reforms have raised hopes for a renewed impetus to the Ethiopian
ceonomy. Market reforms were started in the last year of the Dergue government including
the liberalisation of grain markets. The present transitional government has extended these
reforms, embracing IMF-backed stabilization and structural adjustment. These reforms are
characterized by the reversion of a siric' economic control system to a free market
cconomy. The aim is to provide incentives to all secitors 1o reverse a long period of
cconomic decline. At the macroeconomic level. simulating growth and a reduction of the
fiscal and trade balance deficits are high on the agenda. In this paper, a discussion is
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o Plaming and Feoramic Developmen, Wim Asier o the Ministry of Coflee and Tea Devclopment, and other officials al these
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offered of the effects of the reform programme on coffee, the single most important export
commedity in the country,

The start of the reform programme can be dated back to September 1992, with a
large devaluation of the dollar exchange rate from 2.07 birr per dollar to 5 birr. Smce then,
at least some of the consequences have been remarkable, Consumer prices have not
increased substantially since then, In fact, the 12 months following the devaluation were
characterised by negative inflation’. Another, probably linked, observation is that the black
market exchange rate did not move up substantially afterwards, remaining at about 7.5 birr
per dollar ever since, During 1993, a harmonisation of the two exchange rate markets has
started with regular foreign exchange auctions typically viclding rates of between 5.5 and
& hirr per dollar.

One of the main aims of the exchange rate policy is 1o stimulate exports. The trade
balance has consistently been negative in the 1980s. During the last five years: exports
covered fess than half the import bill. Since long, coffee has been the most important source
of foreign exchange, accounting for more than half of export carmings. Consequently. the
effects on coffee production of increased export prices in local currency are important 1o
be investigated, Besides the devaluation, a liberalisation of coffee marketing has also
started.

The devaluation and liberalisation are expeeted 1o stimulate coffee production, and
in this way export earnings. A more immediate effect which is hoped for is the reversal of
the large flows of coffee mto the parallel channels, both in the domestic and the export
market, Much of the contraband trade was financed by illegal exports of cofee to Diibouts,
Kenya and the Sudan, No estimates are available of the quantities involved, hut they are
thought to be very substantial, The gradual harmonisation of the official and the parallel
exchange rate markets is hoped to bring these large volumes of trade back into the official
circuit, helping to increase official forcign exchange ecarnings. Finally, Fthiopia is
exceptional in Africa to the extent that there is a large domestic consumption of coffee. Any
analysis of the effects on export earnings of increased incentives for coffee production
needs to lake this into account, This paper discusses the effects pricing policy, via
exchange rate controls, export taxation and marketing controls has had on coffee production
and the supplies to the official markets. It will therefore look at prices received by farmers
in the official channels, and compare them with the incentives from the parallel, smuggling
system. Contrary 1o most other African countries, farm-gate prices are not readily available.
even for the official channel. In section 3, the methodology to obtain the relevant price
indexes will be described. [he actual outcome for farmers is a consequence: ol a
combination of exchange rate, marketing and taxation policies, To understand the evolution
of farm-gate prices, they are decomposed into these constituting factors. In section 4, a
supply function for the official channel is estimated relating pricing policy to outcomes. [1s
implications for policy, especially for the role of coffee in increasing exporl carnings, i5
discussed in section 5. In the next section, a brief overview of the coffee sector, including
the marketing arrangements, is given.

S0 EETIIORAN ECONOMIC ASSOCIATION
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[i. AN OVERVIEW OF THE COFFEE SECTOR

Coffee is mainly grown in five regions: Sidamo, Keffa, Wellega, lubabor, and
Hararghe. The first three account for more than 70 percent. Small holders account for most
of the coffee production. Some commercial farms used to exist, but they were nationalised
in the mid-1970s. Since the 1960s, three distinet periods can be considered with respect
to the marketing structure’. During the Imperial government (until 1974), the marketing
structure was market-based. Coffee was bought by traders at various levels of the marketing
chain, some of which would reach the terminal markets at Dire Dawa and Addis Ababa
where auctions in which exporters participated took place. Government intervention was
limited 1o some regulation and quality contral.

After the coup, the Military Government aimed to take over coffee markets at all
fevels. The socialisation of production was started with producer co-operatives being set up,
even though more than 90 percent of coffée production continued to come from private
smallholders. Private traders were condoned, but were severely constrained via price
contrals at all levels of the marketing chain. A government agency, the Ethiopian Coffee
Marketing Cooperation (ECMC) took on substantial responsibilities in the marketing of
coffee, and soon controlled more than 80 percent of officially handled supplies. Private
traders could not freely sell coffec in the domestic markets, Auctions continued to take
place in Addis Ababa and Dire Dawa, but prices at the "auction” were in fact fixed by the
Ministry of Coffes and Tea Development. Taxes on coffee were raised substantially, and
included surtax, transaction tax, export duty and coffee cess, and became ab-nut half of the
fob export prices. Tax rates levied on prices were also higher at higher world prices. This
strict and high-tax control regime created strong incentives to sell and buy coffee in parallel
markets, which emerped and flourished. Coffec was smuggled into Djibouti and Kenya to
buy consumer goods; substantial amounts were also brought to the Sudan.

The Transitional Government reversed most of these measures in recent years. Co-
operatives have been disbanded, and coffee marketing has been freed. Coffee traders can
sell and buy as they wish, even though licenses are still required and are relatively
expensive. Taxes have come down, but mainly because of the very low international prices.
The auction is, however, allowed to function properly and all price controls have been
removed. Instead, the ECMC offers farmers and traders floor prices, which some consider
relatively high given the low international prices’. Parallel markets are, however, thought
to continue to attract substantial flows,

The coffee supply data on quantities cover obviously only the official channels.
Consistent data are only available for the two terminal markets, Addis Ababa and Dire
Dawa and for exports. The former can give us an impression of the total official domestic
plus export supply, and will be used throughout this paper. The ECMC, and at present also
private traders, use low quality coffee, rejected for export at the auction, as their main
source of "official’ domestic market supply. In coffee areas, it was always legal for licensed
traders to sell directly to consumers, and this coffee will not be included in the statisbcs.
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All other domestic and export sales are in fact *parallel”
therefore also excluded from the statistics.
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,qa.rkx:t transactions, and are

Figure | shows the quantitics channelled through the afficial market since 1961/62%.
Supplies increased gradually throughout the 1960s until 1972/73. With the revolution during

1973/74, a collapse can be observed, with further low levels until 1976/77. Then a recovery

came, but at levels lower than before the revolution in 1974, Since then, there is apparently
a decreasing trend, with substantial variability. Very low levels were obtained in 1984/85
(the drought and famine year) and 1991/92 (the year of the fall of the Manpiest
government). It is likely that the low levels in these two years are related (o these

occurrences. Finally, 2 recovery can be noticed in 1992/93, even though to g level close 1o
the earlier trend.

FIGURE 1
Official Coffee Deliveries (tons) .
10000 T
110000 + AL z"'h-/ : )
60000 -+ —/\/ \—/\ I'.II .-"ll \ II,"II
5 60000 | Y V
40000
20000 +
o+ it , SHEi s ety

32



ETHNTAMN JOUTRMAL OF BOONOMICS, Vol 1, Number 2, Oclober 1985, TP 4582

[Il. COFFEE PRICES IN ETHIOPIA

In this section, the evolution of coffee prices in Ethiopia is asscssed since the
heginning of the 1960s. In particular, we will discuss the consequences of implicit and
explicit taxation on farm-gate prices. More specifically, we aim to disentangle the effects
of the exchange rate policy, exporl taxation, and possible excessive marketing margins on
prices. Also, we will try to provide some measure of the price farmers could expect to
recelve from supplyving coffes on the black market for domestic use or export.

Farm-gate coffee prices are hard to come by in Ethiopia. Before 1974, pricing was
free, and no prices were systematically recorded. During the military government, prices
were controtled at all levels, but, contrary to most East-African coffec producing countries,
they were not pan-territorial. Instead, a complex system of deductions refative to the auction
and world price was used, implying different prices at each different location and for each
type of transaction, Constructing a representative 'farm-gate price’ series is therefore quile
4 haphazard undertaking. The ECMC supplied us estimates of the regional average coffee
prices at the farm-gate level since the coffee year 1984/85 for washed and unwashed coffee.
Using quantities supplied to the auction from the various regions for each year, average
prices could be established for unwashed coffee for the country as a whole®, Before
1984/85 no data were available on farm-gate prices. Nevertheless, auction prices are
available [rom before 1960, Assuming that the proportion taken for marketing costs from
the farm-gate up to delivery at the auction has remained constant at roughly the average
proportion between 1984 and 1992, we estimated farm-gate prices for the pru—&’!:'lﬁﬂf period
ds]

1o FGPBO,
FGEBO. <[~ — y]APB...... (1)
IGY o APB, A

where FGPBO, is the (nominal) farm-gate price in birr in the official channel in year i and
APB, is the auction price in year i. The average ratio between the farm-gate and the
auction price between 1984 and 1992 was 81 percent,

If anything, it may be thought that the rigidity of parastatal coffee marketing in a
system that was gradually crumbling and collapsing (as the Ethiopian economy was)
implied that marketing costs became higher on average in the 1980s than what they were
cither before the revolution or in the first few vears afterwards. Consequently, it is likely
that the estimated farm-gate prices are somewhat biased downwards. The real farm-gate
price, a measure of the incentive price for coffee (RFGBO), were calcuiated by deflating
the nominal prices by the consumer price index (CPI), recalculated to reflect coffee years”,
To assess the consequences of the exchange rate policy, taxation and of marketing margins
on the coffee prices a series of other price indexes are also caleulated. The approach taken
is described in Dercon |14, PP, 157-194]. Table 1 summarizes the formulas used.
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Table 1. P'rice Indexes used in the Analysis

PCHO - PCS*E

RPCRO = PCR/CPI

RPCS = PCS/PMVS

RPCBAT = (RPCBY1-1)

REGPBO = FGBPOWCPT

PCBRS = PCE*EBM

RPCBS = PCBS/CP

RFGPBS = {FGBOOPCBSTOL(PCE*EBMICP]

With:

PCBO = Exporl price for coffee in birr (current prices)

[l = dumestic CP1 (1970 =104)

PCS = Export price coffee in dotlars (current prices)

& = MNominal exchunge rate againgt the dollor, officist

PMVYS = Manufacturing unit value index (in dollars) 1970 ~ 100}
RPCS = Export price coffee in dollars (constant 1970 prices)
RPFCBAT Afler tax export price of colTee {constant 1971 prices) 4
RFGFRD = Real official farmgate price

FGBPO = Mominal official Brmagate price, birr

1 = Export lax rale

PCBS = Export price coffee, in bim, smuggling channel (constant 1970 prices)
RPCHES = Export price coflee, in birr, smuggling channel (constant 1970 prices)
RFGPBES = Real smuggling farmgate price

ERM = Parallel market exchange rate against the doflar
FGPBOTO = Official farmgate price in birr in 1970

PCBS70 = Export price in birr, smuggling channel, in 1970

A measure of the world price for Ethiopian coffee is the unit export value index for
coffee. The difference between the export price, expressed in Ethiopian birr, and deflated
by the CPL, (RPCB) and the farm-gate price (RFGPBO) will give a measure of the total
domestic margin for coffee. This margin is, however, divided between the government, via
taxation, and the domestic marketing agents. By calculating the unit export value price for
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coffer  excluding export taxes (RPUCBAT) and comparing it with the farm-gate
price,{ RFGPBO) an estimate of the marketing margin can be obtained. Finally, a measure
of the overvaluation of the exchange rate can be obtained by expressing the unit expart
valuc index in terms of constant US dollars, (RPCE) using the official exchanpe rate and
the Manofacturing Unit Yalue index (as caleulated by the World Bank) as a deflator, This
provides a measure of the international terms of trade for coffee. In this way, we can assess
1o what cxtent the exchange rate has not adjusted 1o domestic inflationary pressures refative
to the international level. If the international real price has increased relative to the domestic
real price, then domestic terms of trade have not kept up with international terms of trade

incentives for coffee production have been reduced because of overvaluation, To assess
the ncentives for smugglmg coffee, frst the unit export value price for coffes in US
dollars was converted into bire using the parallel market exchange rate [13], [22).

Mext, an estimate of the farm-gate price for smuggled coffee (REGPBS) was
obtained by first assuming that in o base-vear, 1970771, there was no incentive to smuggle
coffee, such that the coffee prices in the official svstem were the same as in the “parallel”
svstem at the [arm-gate level. Furtherniore, we assume that the proportion the farmir
received from the smuggling border price in this vear is the same proportion os in all vears
iabout 52 percent). This may scem arbitrary but the resulling smuggling farm-gate price
provides, if anvthing, a downward biased measure of the actual smuggling price. Fiest. the
assumption of proportional marketing costs will reduce the calculated farm-gate price in the
latter years of the period considered, when in the parailel market the dollar was trading at
preminms of 200 percent and more relative to the official exchange rate. The construet
implies furthermore that in the base-vear 1970/71 the risk-premium involved in wrading in
the paralle] market is exactly equal to the gain from using the parallel market ef#change rate
and evading the export taxes. Consequently, the incentives for farmers to enter in the
paralle] market in other years, implied in the estimated farm-gate prices, are given relative
to the incentives in the base-vear. Note that smuggling prices are given relative to the
parallel market exchange rate. The deviation of the parallel market exchange rate from the
official market exchange rate is related to overvalvation, Because of overvaluation,
cxchange controls are binding and this causes a premium between the official and the
parallel market exchange rate to develop. This does not necessarily mean that the parallel
market exchange rate is the ‘counterfactual” exchange rate 'if no overvaluation werc
present’, Consequently we did not use the ‘parallel markel exchange rate to construct a
measure of taxation because of overvaluation,

These points can be illuminated by showing how these price indexes are related 1o
each other. In particular, defining the real exchange rate against the dollar as r =
E*PMVS/P, and m as the proportional marketing margin in the official market, then the real
farm-pate price for coffee in the official channel can be rewritten as:

RFGPBO = (1-0.(1-m).r.RPCS............ (2)
In words, the real price received by the farmer is obtained by subtracting from the

international terms of wade for coffee (the world price for coffee deflated by the MUV
index) proportions {or marketing margins, export laxes and overvaluation.
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For the teal price received by the farmer from smuggling a similar formula can be
obtained as;

RFGPBS = (1-m)r RPCS.......... (3

in which r, is the real paraflel exchange rate (r, = EBM . PMVS/P), and m, is the
proportional marketing margin in smugpling, which has been kept constant at the 1970/71
level, In words, the real price received by the farmer from smuggling is obtained by
multiplying the international terms of trade for coffee with real parallel exchange rate,
allowing for a marketing margin. From (2) and (3), and defining 2 as the premium in the
parallel market exchange rase (expressed relative to the latter), it follows that the relative
incentive 1o supply coffee to the ditferent channels can be defined as:

RFGPBS (1-m) (4)

RFGPRO (1-mMl-th{l-g) %

in which EBM{1-2) equals E. Since the mcentive for selling tw the parsllel market and to
the afficial channel 15 assumed 1w be the same for the base year 1970071, it follows that (4}
cun also be writlen as:

RFGPBS  (1-my)1-5p)(1-2,) (5)

RFEGPEG (1-md(1-t}1-2)

The subseript 70 refers w the value in the base year, This shows theepoint that by
construction, the relative price incentives o supply officially or in the parallel market are
delermined relitive W the base yeur

To compare these serics, scoling them as index numbers 15 necessary, if only because
the real dollar price can otherwise ool be compared with the other prices, expressed in
Ethiopian birr. The bass-vear chosen was again 1970/7] and the redl unit export value
(RPCB) snd the real dollar price index (RPCS) were both put equat 1o 100. This assumes
that all overveluation in the other years has o be considered relative to the existing
overvaluation in the base-year. The cxport prce after zx (RPCBAT), official farm-gate
prive. (RFGPB(Y) and the smupgpling farm-gate price (RFGBS) were all converted 1o an
index proportional 1o the unit export value index, by deflating each of these prices by the
real unit export value w §970,

In particular, both the smuggling and the official farm-pate price were in 1970/71
36 percent of the unit export value index, while the after-tax unit export value index was
77 percent of the export value indey Conssquently, smuggling and official farm-gate prices
were put in an index with 19771 equal 10 56 and the after-tax index has been scaled to
the 1970/71 valuc of 77. The implication 15 that the differences between the different series
reflect the true (relative) margins between the prices.
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FIGURE 2

Coffee Price Index (1970/71 prices)
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Figure 2 shows the results. First, the unit export value index in dollar prices reflects
the evolution in the world price for coffee. Prices gradually declined in the 1960s, but they
suddenly surged up during the coffee boom years in the mid-1970s. Afterwards, prices
declined again, but quite high levels were reached again around 1985/86. Since then, world
prices have slumped to all time lows. The Ethiopian birr unit export value index follows
this pattern. In the 1960s and early 19705, it stayed somewhat above the dollar price index,
suggesting some undervaluation relative to the levels in the base-year 1970/71. From late
1970s up to 1980, the two prices were virtually identical, but then overvaluation set in. The
overvaluation became large by the mid-1980s, though it declined for a while afterwards;
it started growing again from 1990 onwards. Finally, the devahuation of September 19972
went beyond what 'was needed to restore the terms of trade of coffee in domestic currency,
relative to the intermational terms of trade - at least compared to what they were in 1970471
- resulting in the 1992/93 index ending much higher than the dollar price index, In other
words, the devaluation created possibilitics to increase incentives o coffee growers, beyond
what was needed to keep up with international market incentives for coffee production.

In fact, the exchange rate policy did not create very high implicit taxation, at ledst
compared to the direct taxation via export taxes (in various forms). Total taxes went up
with higher world prices, resulting in a much flatter index of unit export value prices after
laxes. As a percentage of the unil export value price, nearly a quarter was paid in taxes
between 1970/71 and 1975/76, rising after the revolution to 44 percent in the latter half of
the 1970s, and 40 percent between 1981/82 and 1985/86, With declining world prices, rates
dropped to about 25 percent between 1986/87 and 1989/90. The further decline in world
prices and the start of gradual economic reforms brought the tax rate down to about 4
percent in [990/91 and 1991/92. By 1992/93, taxes as a percentage of the ung export value
index were very small,

The farm-gate prices are heavily affected by these export taxes, In fact, they were
caleulated relative to these prices, with deductions at the various levels of the marketing
chain. Recall that the farm-gate prices from 1984/85 onwards are the actual prices where
as those before this date are calculations relative to the auction price in Addis Ababa, an
mmportant part of the marketing chain. Despite a lot of political and economic upheavals in
the 198(s, the marketing deductions did not change dramatically as figure 2 confirms.
Consequently, the estimated farm-gate prices for the earlicr period may well be quite
reasonable approximations. The series consistently mirrors as one would expect the umit
export value series after tax. The implication is that the series reflects the declines of the
world prices, but has not been allowed to benefit from the boom in the mid-1970s nor from
the mini-boom in the mid-1980s. Ever since the revolution in mid-1970s, prices have
declined. The first recovery came only after the devaluation. Note however that the increase
is far less than the increase in the after-tax unit export value index.

Finally, the smuggling price needs to be considered. Note that this price iz caloulated
with moderate assumptions about marketing margins so that it will mainly reflect the effects
of the parallel market exchange rate and the high coffec taxes. Incentives to smuggle must
have been low in the 1960s, according to these estimates. A first jump came in the early
1970s when the parallel market mte for currency moved up with increased policy
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uncertainty before the revolution. The high taxation during the coffee boom and further rise
in parallel marketl exchange rates more than doubled the smuggling price for coffee in just
two years, Even though it declined with declining world prices in the first parl of the 1980s,
it shot up again in the mid-1980s, staying at high levels despite lower world prices by
virtue of further depreciation of the birr in the parallel market. Even after the devaluation,
a large premium remained in 1992/93 in the parallel market, implying that the smuggling
price at the producer level has remained substantially higher than the official market price:
strong incentives to smuggle coffee remain,

Table 2 summarizes the effects on the coffee price of the various implicit and
explicit taxes, with 1970 referring to the coffee year 1970/71. It gives the percentage
increase in the real coffee price which could have been possible if a particular explicit or
implicit tax had been removed. The total effect of export taxes and exchenge rate
overvaluation is particularly large in the period since the mid-1970s. Between 1976 and
1980 prices could have increased by more than 130 percent if virtually all export taxation
were abolished. Between 1981 and 1985, this went up to 176 percent, with increasing
implicit taxation through the overvaluation of the birr exchange rate. Since then, lower
world prices gave less possibilities to increase producer prices, but still more than 70
percent higher prices could have been paid between 1986 and 1991, increasingly due to
increasing overvaluation, Devaluation has rectified the taxation of coffee, as the figures for
1992 show, relative to the 1970¢/71 levels. lgnoring any effect of the marketing margin,
prices now would have only been a quarter of the present coffee producer prices if
devaluation had not taken place.

Table 2. Effects of Taxation L
Percentuges with which real official market cofTee producer
prices could have increased if taxation were removed
63-69 | T0-75 | 76-80 | B1-B BG-89 90-91 92
Effect of tax (1) 43% | 128% 111% 65% 6% 3%
Effect of overvaluation (2} -11% | -22% 5% %% 4% T0% | -Ti%
Total Effect of overvaluation and 21% | 133% 176% T 6% | -Ti%
tax (3) = (1} 4 (2)
Effect of margin kept at 1984785 15% 13% -28% 45%
fevel (4)
Total effect of overvaluaticn, tax 191% 9% A7%% | -26%
and margin 1984/85 | (5) = (4) +
(3)
Premium on smuggling (% relative e | 45% [ 173% 195% 273% 216% T0%%
tn official producer price)
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This result is, however, somewhat misleading. It assumes that the marketing margin
in cach year including 1992/93 has been reflecting real marketing costs under efficiency.
If the marketing margin had stayed exactly at its 1984/85 level (in real terms), in most
vears of the 1980s, prices could have becn somewhat higher. However, by 1990/91 and
1991/92, margins seem to have been squeezed, allowing the coffec prices paid to farmers
not to drop by a further 28 percent. After the devaluation, marging became in real terms 46
percent higher than that in 1984/85 . This may be a reflection of somewhat higher
marketing costs - the CPI used may not appropriately reflect the effects on fuel prices and
other transporl costs; in other words, the factors important for marketing costs,

Sdll, the large increase in marging for the marketing agents scems to bé excessive,
and the result was that despite an increase of close to 150 percent in the birvdollar
exchange rate, farmers’ prices are only about 60 percent higher in real terms than those
before the devaluation (ie, the net effect of devaluation and inereased marging is that
removing both effects would reduce prices by a quarter). Marketing agents have taken the
lion's share of the effects of the devaluation. Note further that the increase in farm-pate
prices in 1993/94 is unlikely to have reversed this fundamentally.

The premiums which farmers would get from smuggling coffee on top of the official
price are also shown in table 2, expressed as the percentage of official farm-gate prices
farmers participating in the parallel market would bave got, Since the latter part of the
19705 smuggling allowed large rents to farmers, with parallel market farm-gate prices which
may well have been up to 4 times the official price by the end of the 19805, With the
gradual removal of export taxes and the reduction of official margins, smuggling premiums
started 1o decline in the beginning of the 1990s. The devaluation erasgd most of the
premium, even though a 50 percent premium in parallel market exchange' rates initially
remaincd. The increased marging in the official markel meant that coffee prices in the
parallel market were estimated to be still 70 percent higher than the official prices®. Note
that these parallel market prices f{or coffee are caleulated as national averages, using
conservative estimates of marketing margins. However, some additional risk premium miay
need 1o be deducted. But this risk premium is in many areas not likely o be very large,
since a lot of coffee is grown in areas with easy access (o neighbouring countries,

IV. EFFECTS OF COFFEE PRICING

Coffee pricing policy and the incentives to smuggle collee are likely to have affected
coffee production and official market supply considerably. In this section we will try o
quantify this effect. Data on coffee prices could be reconstructed going back up to 1963/64.
Supply to the official market data sinee that date are also available. The approach taken is
to estimate an official market supply function as a log-linear approximation. The dependent
variable is the log of the total supply to the auctions from all the regions per coffee year.

The first explanatory variable attempts to measure the “switching effect’ between the
official and the black market. We use the logarithms of the ratio of the meentive prices for
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* coffee in both the black and the official. Since supply to official channels has to be looked
at relative to the incentives to supply in the black market, the ratio, rather than the levels
of official and smugsling prices, was used. This also means that the results will be
independent of the choice of the base-year and the actual level of the smuggling price in
that year, conitrary o the analysis in the previous section. Furthermore, since all the
variables are in logarithms, the usc of the calculated producer price index for smuggled
colfes is equivalent (up to some constant) to using the unit export value index expressed
in birr using the black market exchange rate. It seems reasonsble to assume that the
producer prices, for coffee that will be smuggled. will be related to the border price using
the Black miarket exchanpe rate. Therefore, the only assumption we need to make in the
unaivsis i that the actual price received by farmers s in some sense proportional to this
border price. without needing to specify explicitly the marketing margin nor the risk
premium. We do not try to model the black market for domestic consumption of coffec
separately. Since coffee is very tradable, it is reasonable to assume that the domestic black
market and the smuggling market are integrated, and the domestic black market price will
be clascly related to the smuggling prices: for farmers and agents in the chain it docs not
muatter whether coffee s in the end smuggled out of the country or moved o consumers 1o
other parts of the country

Relative black market to official prices will measure the incentives for farmers
behaviour as traders. not as producers, In particular, if both official and black market prices
oo up, farmers may be producing more, and supply more to the official market as well,
despile a constant ratio betwecn official and black market price. This effect would be the
production supply response of farmers, The cxpectation would be for this response to be
positive. Two forms of production responses ought to be considered: aggrepate and relative
supply respunses, An aggregate supply response measures the production increfse following
an increase in the price which does not imply any reduction in the output of alternative
crops, A relative supply response measures the increase in production of one crop which
occurs at the cost of a reduction of the output of another crop through an increase in one
crop price relative 1o other crop prices.

To assess the relative price responsiveness, the main competing crop needs to be
included. A typical alternative for coffee is enser (false banana) in Ethiopia. Enset is highly
valued as a food crop. As a cash crop, it has its limitations, since the market for it is
confined to specific ethnic groups and since it is bulky o transport. Most eoffee producers
would intercrop coffee with enset, but reliance on the latter for cash earnings is rather rarc.
In some areas, (such as in Kembata), farmers have started to grow avoecados, other
vegetahles or.lobacce as alternatives fo channel new investment into, Fruil trees have also
been introduced in larger numbers, However, by far the most popular alternative for coffec
uppears 10 be char, (Q'at), the mild stimulant increasingly popular throughout Ethiopia and
il the surrounding countries (Djiboutl, Somalia, Yemen and other Arub countries). LEven
though it has been made illegal in most Weslern countries, its consumption is fully legal
in Ethiopia and the neighbouring countries.

Even though its optimal growing conditions are not exactly the same as for coffes,
in most coffee growing areas it has become a highly valued alternative crop. Indeed, duning
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field trips, we found Chat being grown for sale not just in its traditional areas in Hararghe,
but also in Jima, Shashemene (Southern Shoa), Sidamo, Kembata, Gurage and even as far
aficld as Debre Libanos (Gojjam), though with very little success in the latter, Chal is a
perennial crop, just as is coffee, but it can be harvested already after a few years. The
young leaves can in principle be harvested gradually throughout the year, but after
harvesting, they need to reach the market still fresh to keep its value. Consequently, most
peasants seem to wait before harvesting until itinerant traders pass nearby. Transport and
marketing is entirely controlled by private traders. and government intervention is minimal.
Chat is moved to the markets by trucks and other vehicles, but also by chartered planes to
Djibouti and to the Arab world,

Figures 3 to 5 illustrate the attraction to enter into chat production. Figure 3 gives
the unit export value index, deflated by the CPI, since the beginning of the 1960s, data
availability permitting, Trade statistics for some years have been repressed, since by the
1960 it was considered too sensitive to publish information en char, since i1 has all the
characteristics of a soft drug, Export taxation has consistently been minimal (close 1o 4
percent on average), so this index will give an Indication of the changing incentives o
produce the crop, assuming that farm-gate prices are directly related to export prices (which
is-likely since it is a tradable, not ljable to controls). The real dollar price index, caleulated
using the official exchange rate and the manufacturing unit value index, gives the unit
export value index in dollars, which is the international terms of trade of chat, and avoiding
a bias because of overvaluation in the former index, as before. Finally, an export unit value
index in birr is presented using the parallel market exchange rate, to show incentives 1o
smuggle the commodity. All figures are scaled to 1970071 equal to 100, (Note that the
calculations are similar to the one for coffee presented earlier.) The figures sipw that world
chal prices experienced a temporary slump in the 1970s, but sinee the mid-1970s they have
been rising to reach double of their world price levels of 1970/71. The devaluation has
meant that even at the official exchange rate, prices are about 3 times the 1970/71 levels,
and double the levels of the mid-1980s. The rise in the parallel market exchange rate has
meant that incentives to smuggle the commodity have consistently been rising: levels are
close to 4 or 5 times the 1970 level, and 10 times prices of the mid-1970s. The main reason
for the rise in world prices is the rapidly expanding demand in the Arab world.

Figure 4 shows the prices of coffee and chat, using the unit cxport value indexes
of both products, reflecting the relative incentives on the world market. This implicitly
gives the relative incentives in the parallel market or the relative incentives if the coffee
markel were liberalised and taxes were abolished. A second index pives a relative price
index of the official coffee market price and the export unit value index for chat at the
parallel exchange rate. The latter will be directly related to the parallel market farm-paie
price for chat. Since no control mechanisms on the export of char existed (such as price
fixing, trade restrictions, high export taxation and other government interventions), there
would have been little incentive to use ‘official’ channels for exporting the commodity.
Given the large premiums involved in the parallel exchange market, it appears that the
parallel market char price would best reflect the incentives to grow chat, Consequently, the
index in figure 4 will therefore show the relative incentives to grow chat or to grow coffec
for the official market.
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The pattern of the indexes of international or domestic prices is initially similar, even
though the taxation in the coffee market has meant that relative farm-gate prices declined
well before the fall in world prices for coffee and the increase in world chat prices. During
the eoffee-boom, the relative cotfee - char prices were 6 times higher than that in 1992/93,
even ignoring the overvaluation effect. This is unlikely to be a temporary change, it is
rather part of a longer cycle of relative prices.

Figure 5 pgives relative unil exporl value indexes since 1944, Chat prices did not
follow the commodity boom periods near the Korea-war and in the 1970s; Nevertheless, the
increase in chat prices relative (o coffee goes much beyond any relative price level in the
post-war period, These graphs show that, during the last decade, chat prices have risen very
substantially. The inereases are largely demand-led, and the substantial habit formation
involved in its consumption are likely to make these increases to persist in the medium run,
It provides strong incentives for farmers to invest into this crop rather than planting new
coffee. It may not be the only alternative to coffec in Ethiopia, but the large relative price
increases have made it very attractive, In the supply function official coffee prices relative
to parallel market chat prices will be used to capture the changes in relative incentives, The
missing data for some years in the 1960s for chat were reconstrucied using linear
inerpolation.

In the estimation, a relative price index of the official coffee market price and the
export umit value index for chat at the parallel exchange rate is used to capture the relative
incentives 1o produce coffee and chat. Conscquently, it will allow us 1o assess the relative
supply response of coffee relative to char. The expectation is a positive 2ffect: the higher
the refative coffee and char price, the more coffee will be grown., The exiglence of an
ageregate supply response can also be tested via the inclusion of the official coffee price
deflated by the consumer price index; as was used before. If this additional effect 13
positive,. then ane may conclude that coffee production can be increased without a reduction
in other crops.

Since coffee is perennial crop, some further considerations have to be taken into
accounl. Coffee is a perennial crop, and substantial lags {3 to 7 years) exist before a harvest
can be obtained from any newly planted coffee trees. This means that farmers will have to
base their planting decisions {(and therefore supply) on their expectations shout future prices.
By lack of data on expectations, lagged prices are included to account for the lags in
production responses’,

Estimating a supply function implies an important assumption about the constancy
of poarameters over the sampling period. This could especially be troublesome for the
present dala sel. The period after the revolution must be looked upon as being
fundamentally different from the earlier period. The change in economic policies after the
revolution meant that a strict control regime was installed, in which all factor markets
became liable to important restrictions. If supply response is possible through a reallocation
of factors of production to more profitable activities, then the supply response may well
have been reduced considersbly in the period after the revolution. Furthermore. the
investiment climate will not have been conducive for long tenm mvestment snd since coffee
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i @ perennial crop, the responsiveness to incentives may have been reduced even further,
To allow for a different supply responsiveness, we allowed for a different produclion
response for the period after 1973/74 than before.

Finally, we allowed for a temporary disruption in supplies to the official markets in
three periods, First. between 1973(74 o 1976/77, to account for the effects of first the
revolution, followed by the uncertainty aver land ownership until the land reform in 1975,
The 1977/78 figures reflect the first full coffee year after these disruptive period, A dummy
for the period mentioned was introduced, Secondly, we allow, using a dummy, for the
specific disruption during the worst year of the drought and the famine in 1984/85. The
famine disrupted not just the main (Northern) famine areas, but the effects were falt
throughout the country on production and through transport bottlenecks and migration
disrupting food and other trade. Finally, we allow for a dummy for the coffee vear
coinciding with the last year of the Mangiest repime and the take-over by the new
government. War disrupted in that year movement considerably, and Addis Ababa was
effectively closed off for a few months, implying difficulties to deliver coffee to the capital,
The introduction of these dummies may seem arbitrary, but their main effect has been 1o
increase the efficiency of the estimation. Virtually exactly the same, but less significant,
results: were obtained if they were dropped, but the same conclusions were reached,
suggesting that their combined cffects have little correlation with the actual movement of
relative prices.
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All these variables were ineluded in o log-lincar specification of total official supply
{equation (6)). The premium was expressed as the ratio between black and official market
prices for coffee (P, " / Py ™, and the coefficient is expected 1o be positive; Note tha
no lagged price is included: one is likely (o be able to switch between markets relatively
fast. To capture supply response to incresses in official market prices from an estimation
of the official supply function, the ratio hetween official coffee prices and its main
competing crop, chat (P,,™ / P *%) is included, We included the same price series
again for the sixties, setting its values zcro after 1972/73, 10 capture the potentially different
supply respogse in each period. Consequently, the short run supply response in the 1960s
can be found as (o, + @,), while in the later period it is only @, The long run supply
response will be found as (@, + @, + o+ o) in the 1960s, while from the 1970s it is (i,
+ t13). An issue to be resolved is the choice of the lag structure for prices. Since it takes at
least of few years before any newly planted chat or coffee can be harvested, some
experimentation was done. The (absolute) minimum number of years needed before any
newly planted coffee or chat can be harvested is about 3 years, even though for coffee trees
it takes longer to mature fully. The estimates were quite similar when we used 3 or 4 Jags.
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FIGURE 3

Chat Price Index (1970171 prices)
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%0 in order not to lose o0 many degrees of freedom, three vears lagped prices were included 1o
capture the long-run planting effects on chat and coffee.

Table 3. OLS-Repression of Logarithm of Official Supplies

Dependent Variable @ [n(Supply):  Sample 1966767 o 199293
Variable CoelTicient t-Yalue

Constant 4.59 (£24.23)"
Py O " 0,11 {2217
T 409,10 {-1.11%
11 s o.10 (162
LR AN P pa e 0.17 (.97
e L T T {106 £-43,400)
Dhurmmy sy o .23 (+3.45"
Prummivg, 35 {-6,24)7
Dummy,, .41 {-5.657"
R =77 DW= 2.10
Ioint Sigmificance F(8,18) = 746
Hansman-test for endogeneity

adding predicied value of In{Psmug,100fffPofl, teoffy: t-value = 1098 5
- adding predictd value of In{Pofl teoffPsmug, tchat): T-value = 0.90%
*4= Kignificant i 5% * = Significant ot (0%

Table 3 shows the results of the log-linear OLS regression of official supply
(19707 1=1000". First, a sipnificamt negative cffect can be detected on the relative prices
in each miarker a ten pereent inerease in the black market coffee price relative to the
official price will redoce supplies in the official market by 1.1 percent This is clear
evidenve for switching on the part of farmers from supplying in the official channel to
supplving in the black market in response the increasing premium during the 19705 and
19805 Secondly, a significant long-run supply response to increases. in official market
prices{ee;] can be detected for the period as a whole, but also a significant additional short-
run effect for the 1960s (o) Mo shori-iun effect can be detected for the later period (o),
nor any exira long-run effect for the 1960s (o). These effects have to be interpreted with
caution because of the insignificance of the latter terms.

Tuble 4 summarizes the implications of the production response estimates, 6w
lgpnore the insignificant terms (e, put them equal to zero, as the st resulls would not
discourape us from domg so). then the short-run elasticity since the 19705 has been virtually
setoe but the lopg-run clasticity 15 0,10 percent. In the 19603, the elasticities both in the
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short-run and in the long-run were higher, 0.17 percent and 0.27 percent. The latter
estimales are quite in line with estimates for coffee in other countries (Askari and
Cummings, 1977). If the insipnificant estimates are included as well, then the results arc
somewhat different, but again, the estimates in the 19605 arc higher than afterwards, In fact,
the elasticities may even have been negative in the short run and zero in the long rum in the
19705, y

Table 4. Supply Response Estimates

Effects of 1 percent change in coffee prices relntive (o Chat black market prices on official
supplies {(Ignoring Insipnificant estimates)

Short-run Long-run

1966/67 - 197273 17 027%

197374 - 1992793 0.00%, 0 10%

Some further tests were performed on the presence of an aggrepare supply response,
by including official coffee prices in real terms, Missing variable fests were performed by
adding these variables in various combinations and performing F-tests under the null
hypothesis that the additional variables were jointly equal to zero; An F-test of adding
present and lagged (3 lags) coffee prices for the entire period and for the earlier period was
insignificant (F{1.17)=0.620), nol rejecting the null that they were irrelevant, Other
combinations of these variables, such as testing whether they matter only in the 1960s, or
only in the short run, or anly in the long run, also did not sugpest that they were missing
variables in the regression. Consequently, no evidence exists to suggest an aggregate
supply respense existed in coffee, neither in the 1960s nor later. The only supply response
15 relative to other, competing crops. The result implies that expansion of coffes production
in response to better incentives will most likely be accompanied by a reduction of other
crop output. Given that land is increasmgly become scarce in highly fertile areas, this ought
not to come as a surprise. In other countries similar results have besn found (for evidence
on Tanzania, see [14, PP. 157-194])

The period after the revolution is therefore clearly characterized by a reduction in
the supply responsiveness of production, both in the short run as in the long run. The
response may cven have become insignificant during this period. The restrictions on factor
markets for land and labour, rationing in input and in consumer goods markets, and a
generally unfavourable investment climate would contribute to little resource mobility and
insignificant responses to changing incentives [16, PP. 1400-1417]. In the 1960s, it was
possible to increase production in the short run by switching resources and inputs between
competing crops, while later on factor mebility may have become far more Hmited during
a peried of controls over labour, fertiliser and pesticide markets.

Even though the production response found in the model is broadly consistent with
those in other coffee producing countres and in line with expectations, the relatively low
significance urges us to be caulious about the interpretation of the results. The estimated
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coefficient on the relative smuggling and official price of coffee - the switching effect -
seems more robust'’: increases in the premium caused quantities of coffee to switch from
the official market to the black market. From this figures, and assuming that in the
beginning of the 1970s the black market did not exist, it is possible to quantify the volumes
of coffee which were smuggled. A counterfactual official supply series was calculated,
assuming that parallel market prices relative to official market prices had remained at their
1970/71 level, This counterfactual series was then subtracted from the actual official supply
serles. Table 5 summarizes these results.

Table 5 The Sire of the Parnllel Market

Switching Effect: Lost Supplies to Offcial Channel from incressed smuggling
Yo 1673 1 976- 19%1- 1986~ 1950 1952
75 80 85 89 a1
Extra OfTicinl Supplies {in wons) 1F 46407 10281 11350 14956 9479 5377
no incentive o smuggle (dvemge
per year)
Estimated black market shore % 11% 11%% 14%% 12% 6%
In miltion doltars (export unit 7 37 I 44 22 12
witlues)

Source | Uhwn caloulation from different docoments,

%

I'he estimates sugeest that during the period 1976-91 about 10 to 15 percent of total
marketed production was switched from the official channe] into the black market. Since
the devaluation, the black market may have contracted by about half. The estimates do not
account for the additional effects captured by the dummies in the regression. While the
1984-dummy additional negative shock is mainly related to the drought and famine, some
ol the negative elffects on the official supplies in the immediate period after the 1974
revolution | Dummy.,;.) and the fall of the Mengistu-government [Dummy, ) may have
involved additipnal quantities sold in the parallel market. Mote however that the 1992/93
estimated share of the parallel market is unaffected by this: even if in 1991/92 substantially
higher quantities wenl into the black market, by 199203 the black market share afler the
devaluation is still about & percent

Unformunately, there is very little scope to cross-check these estimates with published
statistics™, Statistics from the Sudan or Kenya on their coffee exports, or at any point of
the marketing ¢hain do not distinguish between Ethiopian or local coffee. Djibouti 1s a
different case: sinee it produces no coffee itself, all the coffee exported is Ethiopian coffee.
Even though Djibouti’s trade statistics are often decades out of date, the ECMC obtained
some data on coffee exporis, and which can be cross-checked with its own statistics. In
particular, data could be obtained on Harar coffee, a particular, high quality coffee variety,
oaly cultivated in the Haraghe region. This particular quality is only exported via Djibouti,

69



Stefan 1. and Lulseped A Coffee Prices and Smopgling in Ehinpia

and is virtually not sold for domestic consumption (in Ethiopia and in Djibouti), since it is
sold at a high premium at the world market. Consequently, total marketed production for
this variety is close to the total exports from Djibouti. From these data and from the data
on official coffee supplies to the ECMC of this coffee quality, it was found that average
exports from Djibouti during the period 1984 and 1991 for this variety was about 4180 tons
per year, of which 3470 tons on average could be accounted for by the ECMC as official
exparts from Ethiopia, suggesting that about 710 tons came from coffee smuggled from
Ethiopia. Since no other destination is likely 10 exist for this particular coffes variety, piven
the location of the only production region, this leads us to find an estimate of the hlack
market share in total marketed coffee production of this quality of about 17 percent. This
estimate is slightly higher than what was found from the cconometric analvsis. However,
the ares involved is notorious for its traditions of smuggeling and contraband trade, and
government control in that region was very weak during that period. In some other areas
smuggling is likely to have been far more difficull, so the ¢stimates from the econometric
model may be realistic for the country as a whole.

These estimates of black market activity imply that the benefits to be expected from
the reform programme and the devaluation may not be very large, at least with respect to
encouraging the return to the official channels of the black market coffec exports. The black
market in coffee is likely to disappear and the quantities may flow back to the official
market. However, the gains to be expected from the disappearance of the black market in
the short run may not be more than about 12 million US dollars of cxira export carnings
at 1992 prices, or about 2 percent of the trade deficit in 1992,

V. CONCLUSIONS 4

This paper attempted 1o analyze coffee pricing and its consequences in Ethiopia
since the 1960s. Taxation, overvaluation and high marketing margins contributed to the
development of black markefs for coffee in this peniod. During the second half of the
1970s, export taxation was the most important factor for the low official market prices. In
the first half of the 1980s this effect was compounded through inereasing overvaluation
Just before the fall of the Mengistu government, taxation became down, but overvaluation
increased. In 1992 the trend was reversed with a substantial devaluation. Nevertheless,
increased marketing margins reduced the net increase in colfee- prices. These forms of
implicit and explicit taxation resulted in substantial premiums in the black market. of
around 200 percent and more in the 19805, After the devaluation, a 70 percent premium has
remained.

Testing the responsivencss to the premium in the black market is goite
straipghtforward, since lags are unlikely to be relevant. A negative cffect was found.
consistent expectations. Higher black market prices resulted in quantities to be switched o
the black market. It is estimated that these quantities resulted in a decline in foreign
exchange eamings in the official market equal to between 20 and 40 million dollars per
vear between 1976 and 1991,
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With respect to the production tesponse, only evidence for an effect relative to its
main alternative, chal, could be found. Nevertheless, the estimation was hindered by the
percnmial nature of coffee, with substantial lags between planting and harvesting,
Furthermore, the results are likely to have been convoluted by other factors, such as the
repression  of factor markets during most of the period, and other policy [actors,
Nevertheless, a small, but significant long run effect could be detected since the 1970s (0.10
percent following a one percent price increase). For the 19605, a significant additional short
run supply response (0,17 percent) could be detected, and by implication a larger long run
supply response (027 percent). However, other policy factors during the period after the
revalution could also aceount for this difference.

The implicaton of the results s first that the black market may not have been as
large as is sometimes s thought. During the period 1976 to 1991, the share of 1otal
marketed production which went 1o the black market is estimated at about 10 to 15 percent
While this 15 sipnificant, and even if the recent reforms and further devaluations will
suceeed in making the black market beeome unattractive, its effect on exporis and on the
trade balance will remmin relatively small,

Ihe recent strong price increases of chat have made this crop a very altractive
alternative, and the elasticities supgest that switching between crops has been taking place,
especially 1F supply responses are restored 10 the levels found in the 19605 in responsc o
the reforms. Howewver, since the black market exchange rate will have been reflected in the
farm-gate chat prices. the increases in the official market coffee prices following
devaluation will contribute to some strenpthening of the position of coffee production
relative Lo chat. The recent strong inereases in coffee prices following world price
movements will help, at least temporarily, Nevertheless, given the possibly sgcular rise in
chat prices, policy makers may be fouled by believing that coffee production expansion will
he at the roul of strong improvements in the imde balance,

These conclusions may seem to be very pessimistic. On the one hand, coffee is a
crop for which Ethiopia is renowned in the world and it has an undeniable comparative
ndvantage of producing some of the highest quality varieties. Nevertheless, its contribution
o the regeneration of the Ethiopian economy may be limited. Chat, on the other hand, is
essenlinllyv a soft drug with likely addictive charactenstics. While it undoubtable has a social
function, some are concerned about its negative impact on health and social life. To put the
future of Fthiopian exports in this crop may seem questionable,

This reading of the results is however too limited, The relative incentives have
undoubtably moved in favour of chat in recent years and for the near future this situation
may well remain so. Nevertheless in the long run the international market for char is likely
o be relatively limited, Despite the nature of chai, it is very encouraging to observe that
farmers in rural Ethiopia respond significantly to increased incentives for alternative crops,
and in this process better themselves. The widespread adoption of chat iflustrates that many
bthiopian farmers are far more entreprencurial and dynamic than policy makers may give
them credit for. The worst possible policy response 1o the increased popularity of chat
wattld be to try to repress this market and even make it illegal. The consequence would be
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that Ethiopian farmers are again discouraged o grow the crops which are most profitable
for them. At the same time, it would be providing new incentives to set up black markets
and induces again losses of foreign exchange via legal trade.

The constructive response would be to realize that coffee may not be the future for
Ethiopia. Farmers will only produce coffee if it is profitable for them to do so. At present,
chat is the most profitable alternative, but in the future other ¢rops may emerge,
Nevertheless, the institutional set-up is hiased against any alternative for coffee. Marketing
infrastructure, the provision of modemn inputs or extension services in the traditional coffee
growing areas are all exclusively focusing on coffee, and biased apainst any potential
alternatives. Investment in marketing infrastructure and non-price support for crop
agriculture should not be limited to coffee. Export crop policy in Ethiopia should recognize
reality and provide positive and equal support to all activities, rather than just sticking to
the traditional support for coffee,

NOTES

! Callier znd Guoning (1992} have' provided 3 plosible explanazion for this. Very few consumer: trangactiong o iradibles passed vin
the official channels, bul, insead, via ihe hisgk nukkel, where prices feflected ibe black morke! exchange mie Devaluntion of the
offiginl exchanpe rae would red affeer thess prices, especially since the official and black forcign oachange markets were relatively
sepitnned with very Binle pobsibility pos incemive for criss-trade, The nogative inflation figeres ore stightly misleading becsuse of
et exdeptionally good harvest m TUR2ME. However, correeting lor this offect, inflstion figunes renuined very low and remarkable

P For an oberview nf gafles marketing, see Akaln Megewn |19593)
" The svadence s this papes docs nevertheless oot suppon tis siew altopeticr,

" Ihatn ane for colfee vears, de. Jrom Ociober W Sepiember. All the dote ised ore given in the nppendic. with references ol the sour=s
involveil Farther details oo the data cn be ablained from the aushors on reguest, L1

' These extimates exclode the Hararghe data, 1 alkow o direct consparison with the soction prces in Addis Ahaba Hnrarghe oo fee i
supplicd o the Dire Dawa nection and 15 of @ for higher qualiny, feccheng Bener prices. lncluding them wiuld not change fundnmentally
the nesules, e woald be misleadimg with respect 1o by overage markeling margine between the famegate and the miction prices

 Upnmaneer price indexes ander gystems of prcs eontrob and black market may be poor indicotors af actoal prices if statistical offices
concenirpied on the official prices: In Ethiopia, however, the data colflection procodures: ol the Central Siagistical Authority inny have
aviriled this prishicm since it abwiys colloded most of its dain al the open markei Furthermore, for most eonswncr goods pfficel
pices wore sor o raboocd sales al the government setnil cutlets, while # remained begal for privite retaders 10 5ell comsumer gosds
ut market prices. 1§ is therefore wnfikely that the CPJ b been systematically and copsklerably inderestomanting the aetal cast of lving.
Meverthclow, in some year, mderestimation may have occwmed, alihoagh ne obviows siermative cxpsts

' At the time the parllel market exchange e was ghoul 2540 bir for 8 LS dollas, cuthqitred b 2H) in the oiTicial mariker

* Since then the premium bas declined further through 8 futher, graduad devaluntion of the official exchange ke

" This doci nod mean (ot short-nen responses. o ool podsibie: farmens may respood (o increased moentives by increming their awn
labwmur supply on the cop or by increasing the use of fenilisers, pesticides, sle, Froduction can a1l incrense m the short:nm, oven
willwral icw plantingz.  This shart-run effect is bowever likely o be smaller than the long nm reipanse

" Mo obvicus problems with the emor sroctare could be Setected |n this regression. Lagrangs mubtiplier bigher sutocorrelstion csis
proved instghificand, o did 3 et for noo-notmality of the erors md o Rriet ied for adding the squarned predicied valucs.,

" Ihe robusiness of this cocfTicient was lesied by the chamging, Ing strsctore of the other variohles sn? by meluding and dropping
dummics [or particalar perusds: Fstimated values consistently remained besween 0073 and (0,12, snd significat

"' The Cootral Stistical Auihority i resprnsibie for mos date collection oo production and yickds for apricaliues] production. Their

snmple curvey: programme ealy locused on annoal food crops, snd to eellor statistics can be found o Micst publications. The FAL
prodfuces coffes area, yicld and production satistics in jts asunl yearbosis on sl sountries of the world. Tle seurce of their data is
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tenedcar. Untid the end of the |98s thedr datistics follyws closely the patterm af the series of efficial sopplics, with the cxceplon
of a fow yeas, In 198483 (the year of the dronght), FAD reports @n onlikely recond harvest, refeming afiervands io the earlier
trend. From 1990 the serics beeomes soddenty mich higher than bath the official series and our extimeted total markeied produsetion
series. The FAD production mescass comebdes with o sudden jump in yields from betwsen 400 and 470 kiloprammes per hectan:
in the 19805 1o botween 600 and TH kilogrammes smoe VPN Swch ylckl morctses wene quite impossible b Eihiopta sl the lime,
sppesting the unrelinbifity of production and yachd dsta The same applics w the data on srexs harvested  from 1990 the series
sldenly show of decline by one-thind, The scrics had proviously boon mevised dovwrrwands by almest halfl i 1986,
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APPENDIX

KEYS:

Tahles

Table 1: Price Indeses used in the Analysis

lable 2: Effccts of Taxation

Tahle 3; OLS-regression of logarithm of Official supplies
Tahle 4; Supply response estiimates

Fable 5: The size of the Parallel market

Figures

Figure 1: Official Coffee Deliveries (tons)
Fipure 2: Coffee Prices

Fipure 3: Chat Prices

Figure 4: Coffee and Chat Prices

Figure 5: Coffec and Chat World Prices
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Table 1. Deflators Used
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Definitions: (see also main text) Data are for coffee years,
CPl = Consumer price index {(1970/71 = 100).
MUVS = Mamufacturing Uit Value Index (G5 commtries) (1970/71=100)
E = Official exchange rate (Birr per US dollar)
EBM = Black Marke! Exchange Rate (Birr per US dollar)

Sources:All data compifed from publications available at the Institute of Development Research Library at
Addis Ababa University, except for black market exchange rates and some of the data after 1959,
CPl = Suatistical Abstracts since 1963 and data supplied by the Central Statistical Authority
MUVE = World Bank Development Reports (various years) and Commodity Outlook Reparts
E = MNatitmal Bank of Ethiopia
EEM = Cowitt {various vears), World Currency Yearbook Series,

17



Sichm I, and Lubseged A Collee Prices and Smuggling in Ethiopin

Table 2. Nominal Prices
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Definitions : {see also main text) Data are for coffee ViEATS.

PUBO - Export price for coffee in birr per ton (current prices); CTAX = Exporl tax paid per ton

PCBAT= Export price coffee after tax per ton {cumrenl prices); APH = Auction price for umwashed
coffee at Addis Abaha

FGPBO = Farme-gate: price for coffes per ton (wational average excluding Hararghe price); PCE =
Export price in US dollars per ton {current prices)

PCBS = Export price in birr per ton i smuggling charmne] {eurrent prices); PChBO = Export price
for chat in hirr per ton (current prices)

CNTAX = Export tax on chat exports in birr per ton {current prices); PChBAT ~Export price chat
afier twx per ton (current prices) -

PChS = Export price chat in dollars per ton {current prices), PCHhBS = Export price chat in
smuggling channe! per ton (current prices)

Sources : All data compiled from publications available at the Institute of Development Research Library
el Addis Ababa University, except for biack market exchange rates and some of the dara after 1939,
PCBO, CTAX, PCBAT, PCS, PChBO, PCHBAT, ChTAX, PChS: Data from Statistical Abstracts
(various years) Foreign Trade Tables and (for most recent years} supplied by Mational Bank of
Ethiopia and Ministry of Planning and Economic Development.

APE: National Coffee Board of Ethivpia, Coffee Statistics Handbook 196263 - 197172 (July 1973)
Coffee and Tes Develpment and Marketing Authority, Coffee Statistics Handbook 1961-62 to 1975-
76 (July 1977} Ministry of Caffee and Tea Drevelopment, Coffes Statistics Handbook 1967/78 to
P989/90, (December 1990), and for most recent years, data supplied by the Ministry of Coffee and
Tea Development.

FGPRO:Calculated from dara supplied by the Ethiopian Coffee Marketing Corporation (see text for
details)PCBS, PChBS; Cuculated from sources as in PCBO and EBM {see maim text).
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Tahle 3. Real Prices and Quantities
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Definitions: (see also main text) Data are for coffes vears,

RPCBO = Export price for coffee in bir per ton (reaf terms, 1970/71=100)

RPCBAT= Export price coffes after tax{constant prices, index relative 1o RCFBEO)

EAFB =  Auction price for unwashed coffee ot Addis Ahaba (constant prices)

RFGPBO = Farm-pate price for coffes per ton (nationel average excluding Hararghe price, in real
terms, index relative 10 RCPBO)

RPCE Export price in US dollars per tom (real tetms, 1970/71=100)

RFCBS = Export price in birr per ton i smuggling channel (real terms, L9771 =1 00)

RFBPBS = Estimated farm-gate price for coffes per tom in smugeling channel {real terms, Telative
to RCPROY

RPChBO = Export price for chat in birr per ton {real terms, 1970/71=100)

RI'ChE = Export price chat in dollars per ton {real terms, 1970/71=100)

RPChBS - Export price chat in smugzling chapnel per ton {real terms, EST0T =100}

Sources: Prices are calculated from tables | and 2. For details see main text,
Chuantities = total supply marketed in official channels, Compiled from Mational Coffee Board of
Ethiopia, Coffee Stafistics Handbook 1962063 - 197172 (July 1973); Coffee and Tea
Develpment and Marketing Authority, Coffee Statistics Handbook 1961-62 1o 1975-75
(fuly 1977y, Ministry of Coffec and Trea Development, Coffes Statistics Handbook 1967/78
to 198990, (December 1990), and for most Tecent years, dats supplied by the Ministry of
CofTes und Tes Development.
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Table 4. Relative Colffec and Chat Price Index (Export Prices) since 1945

amr I Your rl Yom ri Vewi Pl mar Fi e rl Vi wi Yoar P
E2E] 214 [RL]] 411 L5y ] 1960 ¥ 19 (L2} ] 140 i T 198} Lh
1945 i1 1933 o] (] m 121 [+ 13 00 ¥ 15 ez (4] FLTH] ™
i} T w3 i 1549 1] s 1971 L] %17 i () L] 789 L1]
(1213 (L] iid L IR LF] [F2n] W M5 [LH ] 00 1984 all I Lh ]
I 117 05 SRR =51 T L L 1973 = 1573 1y 1583 T 1#%l a4z
1940 0 1556 ™ L T (L5 ki | (130 131 158 Lon 1558 ] (3 1
Source: Asin Table 2.

82

Earlier data found in Ethiopia, Background Data on Agriculture (mimeographed, s.d.), which cantains
export'import data compiled from Statistical Abstracts since 1945,



ETHIOPIAN JOURNAL OF BOONOMICS, Volume [ Number 2, (ctoher 1604, PP 83-106

LABOR-INTENSIVE RURAL ROADS IN KENYA, TANZANIA,
AND BOTSWANA: SOME EVIDENCE ON DESIGN AND PRACTICE

Tesfaye Teklu
Research Fellow, Imernational Food Policy Research Institute

Abxfract The dphor-infensive poad programy e Kenva, Tomzanie, and Borswang share o greal deal of common
fearures. The prograps are by and large experimental and danor supported. They are small in rerms of
therr shore (e fotal road aetworks and emplovment. They promote the twin goals of improving acdess
Foeddh aed penerating emplovieent  Employmens ioopen te all working odules,  Wages gee fime rated,
administratively. defermined, and weiform. But real wages vary gorosy time and space, and, vonseguenily,
fabor vupply responses wary acoordingly,  lmplerentation of road works . verts largely an public
iRt fn, e with mimimium communiny mvelvement | fexcept for provision of Tecal labar).

The evalwrion of the progroms in the [970s and TR8Gs shows g pattern of comvergencs
amontg the Hieee programs i desion and implementaiion practices.  The rood programs are. shifting
fowvards rod maimenunce, owhere weit costoof ot 0 lower ard share of foboer cost (3 higher os
compantd to road construction and improvement.  Such o shiff gromises o greater and mare siable
eanpbavmend, and an imcrease noshace of lebor weome Tansanta: and Bortswang are appreaching Kema
im thewr enveltion fowardy o comsolidation of thele road programs ina o nationsd planning framework, and
sedting standard puidelines and procedures o fdentificotion, implementation, and monitoring of rood
wisrks, Kemya's currenl experitnen on alternative low-cost rechnologies for road works (Projecr 20000
marks g rmportant advance that will soon hove an impact on there other countries &

The sustenonce of these programy dependy on kow much they  progress  fowards el
sirerance and cospefficiency.  dnd as the evidence from Kemya ghaws, such progression needs fo lake
i oot the potential for these programs o contribule lo shorl-term poverty reduction through assel
criition Wil o miminre adverse effect on long-term srewthe Policy makers .’?u_m- an impirtin role in
tranylating these insighes and knowledge fnto Fmproved police dexipn. Since governmant has an impertant
eofe i sich an erpeetmentsl and feanslation process, © o criciod cthat 0 overcomes il current
ambivalence fewards dabor-imtensive public works schemes

I. INTRODUCTION

The application of the concept of labor-intensive public works programs has expanded
in Sub-Saharan Africa since the 1980s [5]. These programs have been applied to a wide
variety of prejects, but most fall inte a few catepories. such as rural road projects, irrigation,
and resource conservation and afforestation.  With some exceptions, these projects are rural-
based. This paper focuses on a brief review of the evolution, design. and growth of rural road
projecis in Kenva, Tanrania, and Botswana  Since the road works constitute the major
component of public: works programs, they provide a reasonable approximation to the
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understanding of the characteristics of labor-intensive public works in these three castern and
southern African countries:

The paper begins with a brief clarification of the concept ol labor-intensive public works.
It then traces and compares the evolution, design, and outcome of the programs across the three
couniries. The final section highlights the main features of the programs, indicates the
direction to which the programs are evolving, and draws some policy recommendations,

L. CONCEFT AND ISSUES

Labor-intensive public works programs (LIPWPF) produce public goods such as roads,
irrigation schemes, and afforestation through a choice of production processes that have a large
proportion of unskilled labor. By definition, the set of choices of the production process in
terms of factor-faclor space is limited to the area where the proportion of labor to capital is
more than unity,

Typcally, these programs have dual objectives: asset creation and employment
generation. And these twin objectives have important welfare functions at houschold or
individual level. First, access to public works (in form of employment in short run or benefits
associated with created assets in the long term, including the labor market effect) contributes
to improvement in the level of income and consumption. Second, access to public works
contributes to a stabilization of income and consumption, particularly in an environment where
there are fluctuations in employment and income. This consumption smootHing function
becomes critical in countries that are prone fo natural disasters like drought, floods, and large
population movements due to war. And when the stabilization function is guaranteed (or
available on demand), public works schemes add an important feature of risk insurance [14].
Access o puarantesd employment prolects the poor from cngaging in undesirable survival
strategies, which involve liquidation of productive assets, distress migration, indebtedness, and
reduction of food consumption (see, for example, [20]). The weights attached (o these multiple
functions in a particular country context depend on an initial set of conditions that prompt their
iniliation,

When such programs are targeted to the poor through provision of employment or
distribution of income associated with created asseis, the programs contribute 1o a reduction
of poverty. When such a reduction in poverty translates into improved consumption, especially
fond consumption, the programs then address the problem of food security. How much such
programs contribute 10 food security of the poor then depends on (1) the extent to which the
poor are involved in the programs (that is, degree of participation): (2) a net increase in
‘employment, allowing for substitution of labor times: (3) the extent of net income transfer
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(allowing for cost of participation): and (4) the share of additional income that is allocated tw
food consumption.

The key factor that determines the extent of employment creation and labor meome 15
the factor proportion (labor o capital ratio) that is embodied in LIPW programs. Where factor
markets are functioning, such f{actor proportion 15 markel determined by relative factor prices.
The growing use of labar-intersive production techniques in Africa, for example, 15 partly in
response: to changing factor market prices 5],

However, public policy can modify such market-determined factor proportion to alter the
refative weights attached 1o asset creation, employment generation, and income transfer
functions. Twpically, factor proporlions are sct high to ensure such programs promote
emplovment ereation and income transfer. or wage rates are sel below market wages o
promote bigh inlensity of labor, A kev design attribute of public works is, in fact, the use of
wages o self-select the poor, Here, wages are set below reservation wage of the non poor 50
that only the poor are willing 1o self-select into the programs,

But such emphasis on income lransfer may involve economic inefficiency, which may
be decomposed 1o wechnically inefficiency (for example, the same output may be produced with
less labor) or allocative inefficiency. The latter may assume imporlance if the goal of income
transfer entails a substantial trade-off between current income transfer goals and future income,
How much such trade-off occurs depends on the marginal rate of substilulion between current
mmcome maximization and future income foregone. The policy challenge for poor countries that
face resource constraints is how to Jower such trade-offs to ensure that shor-term poverly
reduction is achievable at @ minimum cost of fulure income generation.

“

[Il. EXPERIENCE WITH LABOR-INTENSIVE ROAD WORKS

The demand for public works has its origin in the prowing demand for investment in
productive infrastructure, and changing labor markel environment and incidence of poverty,
The three case countrics below demonstrate how these sources of demand for public works
prompted the evolution of labor-intensive road programs in three case countries, The brief
review of these programs that follows is intended to enhance the understanding of their design
and implementation features and their contribution to asset creation, employment generation,
and poverty alleviation,
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3.1 Origin and Goals

The Kenya labor-intensive road works program started in the 1960s [1]. It was
reinitiated in 1974, following the recommendations of the 1972 International Labour
Organization (I11.0) strategy document on promoting productive employment in Kenya [9]. A
special labor-intensive road program was instituted to construct rural access roads—the Rural
Access Roads program. These roads were unclassified within the country's road network, but
operated under the Ministry of Public Works. And sinee 1986, the program has expanded o
minor roads, which includes both unclassified rural access roads and classified lower-traffic
roads.

The labor-intensive rural road program in Botswana {officially designated as program LG
34) had its origin in the relief food-for-work program that operated in the 1960s. The relief
program appeared as cash-fof-work program during the 1978-79 drought. In the aftermath of
the drought, the country intreduced a regular road work program (LG 34) and experimented
with it between 1980-82. The LG 34 expanded to all districts in 1986, It has since then
operated independent of the relief works programs,

The read project in the United Republic of Tanzania (URT) started in 1978 as part of the
multi-sectoral special public works program. The project focused on improvement of rural
access roads in Rukwa and Ruvuma regions. The whole program phased out in these regions
in 1992, However, there are still small-scale donor-supported labor-intensive road programs in
the country (NORAD in Tanga and Mbeya regions, SDC in Morogoro region, and FINNIDA
in Mtwara and Lindi regions). 4

All these toad programs share a common set of goals: (1) road improvement and
maintenance: {2) employment creation for unskilled rural labor; and (3) income gencration for
the participating rural population. Poverty reduction is more ofien an implicit, rather than
explicit, objective in all three countries.. However, there are some variations in weiphts attached
1o these goals in practice, :

3.2 Cost Structure

The work schemes in Botswana and Tanzania follow administratively set guidelines on
setting the factor proportion between labor and capital, Typically, 60 to 70 percent of the
project costs are allocated to a wage bill to cover payments for unskilled labor, The Kenya
program is an exception. Here the Minor Roads program has a latitude to vary the propertions
of labor 1o capital, depending on the type of road work (that is, road improvement that includes
graveling and maintenance), and technical conditions (for example, soil, topography, skill
imtensity of work).
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In practice, there are some notable deviations from the prescribed factor shares. The
actiral shares of labor cost are in general lower than what are often stated in project design. For
example, the shares of unskilled labor averaged 65 percent of the operating costs in Botswana
during 1986/87 and 1990/91 [20]. In Tanzania, the road works in Ruvuma averaged 60 percent
of the operating cost in the first phase of the program --1980-86 [23].

These shares are much lower when the costs of lechnical assistance and projeet overheads
are factored into the total costs, These two cost components account for nearly 30 percent of
the total project costs in Botswana. The percentage is even higher in Tanzania. The combined
cost of technical assistance and overheads accounts for about one-half of {otal funds, When the
cost share of unskilled labor is seen in context of the entire cost of the projects, it is too low
in some of these schemes, so that they hardly qualify as labor-intensive [12]. [25]. This also
applies to the road improvement and graveling work in Kenya, where the share of labor
accounts, on average, for 36 percent of the total projeet cost [15],

3.3 Source of Financing

The programs in all the three countries are largely donor supported. The Minor Roads
program in Kenya is funded by a group of bilateral donors. As of 1993, the government of the
Republic of Kenya (ROK) gets financial and technical support from the governmenls of
Canada. Switzerland, Sweden, Denmark, and the Netherlands [15]. In 1992-93 fiscal year, for
cxample, these donors accounted for 90 percent of the total financial contributions [15]. The
capital share of the government was only 7 percent. Put the government covers the expenses
tor local staff and admimstrative overheads.

The capital compenent of the road work in Botswana (LG 34) is fully funded by the
government of Norway, The government of Botswana, which was able to spend as much as
13 percent of its capital budget to finance the 1982-87 drought relief program, has not yet
committed itself to provide capital [unding to the regular labor-intensive road program (LG 34y
It has only committed to finance the maintenance of the improved roads.

The program in Tanzania is jointly supported by the United Nations Development
Programme (I/NDP), and the International Labour Office (ILO} with financial contributions
from the Netherlands, Germany, Denmark. and the Buropean Community {(EC). The
contribution of the government of Tanzania was about 11 percent of the total capital fund.

The financial arrangements in all the three countries exhibit similar features. First, the
capital budgets of the road programs are largely donor funded. The contribution of national
governments to capital funding is marginal. Second, the provisions of these capital budgets are
often tied with technical ‘assistance. Third, the national governments bear the costs for local
staff and administrative overheads. Fourth, the responsibility for financing maintenance work
is largely assumed by national governments.
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3.4 Organization and Management

The implementation of the minor roads program in Kenya rests with the Ministry of
Public Works, At the district level, the implementation of the program is placed with District
Maintenance and Improvement Engineers (DMILs), inspectors, and overseers. The overseers
are directly responsible for supervision of the works at road sites.

In Botswana, the road program (LG 34) is located in the Ministry of Loeal Government
and Lands. Tt is linked to the Ministry of Public Works, which coordinates classificd road
networks in the country, at the district level through the District Council Road Units, These
urits are responsible for implementation of all district roads. They are staffed by trained
technical officers and are responsible for supervision of all road works, including the labor-
intensive road works.

In the case of Tanzania, the speeial public works program is coordinated within a special
unit of the Prime Minister’s office. At the national level, there is little linkage between the
special unit and the Ministry of Public Works. The national coordinating committee that s
supposed to oversee the works of the special unit has not been effective in practice. Al the
regional level, implementation of the program is coordinated through regional development
committees. But the labor-intensive road projects are not integrated within regional and local
development plans and hence government ministries had no jurisdiction on implementation and
supervision of the special program,

Different types of labor arrangements are practiced at work sites. The dofinant mode.
which is particularly applied to road construction and improvement, is the technician-foreman-
gang mode. The modality changes for routine maintenance. Here, work allocation follows the
lenigth-man approach, where a headman or team leader is assigned to a group of workers to
supervise a given length of road. Each contractor (length-man) is typically assigned between
1.5 e 2.0 kilometers of road wark.

The three country cases represent different degrees of progression towards mtegration of
labor-intensive road works ioto the national planning and administrative framework, All road
works in Kenya are coordinated and executed within the Ministry of Public Works. Selection,
construction, and maintenance of these roads are subjected 1o standard guidelines .and
pricedures, The Ministry ensures that the different categories of roads it into the national road
networks, The labor-intensive road work in Botswana is integrated within the district plans.
But, integration and coordination of labor-intensive work at national level is weak., The
problem of lack of integration and coordination is much accentuated in the case of Tanzania.
The projects under the special public works program operated in the 19805 as independent
units, with little effective coordination al national, regional, and district levels.
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3.5 Selection of Roads

Choice of roads follows prescribed guidelines in Kenya District-level developmen.
committees draw up list of roads. The roads are then subjected 1o a series of standard screening
process, which involves testing if the roads (1) pass through high and medium potential
agricultural arcas with a minimum defined population density: (2) meet the minimum traffic
volume of 70 vehicles per day, and (3} link up to-the network of roads. Roads that meet these
qualifications are further subjected to technical and lnancial lcasibility analyses. Then, these
reads are prioritized. The number of roads selected in a particular vear depends on the level
of committed capital funds. These roads are then integrated into the mational roads program.

The process is less ngorous in Botswana, Road sites are identified in consultation with
local communities. The district technical staff undertake feasibility assessment and prioritize
the roads. The ranked road links arc then passed to District Development Committees for
turther evaluation. The final decision rests with district councils, whose members are elected
representatives of the district population. Roads that are selected are eventually incorporated
into the distriet development plans. But, unlike the procedures in Kenya, there are no standard
procedures and guidelines om the choice of roads [8]. No comprehensive network plan exists
for district roads [8]. Thus, the process vares across districts.

The process is even less standardized in the case of Tanzama. A special unit in the Prime
Minister office identifies roads in consultation with rural communitics: The special unit is
supporied by [L0) technical assistance and UM volunteers for identification, implementation,
and monitoring of road works. Similar to Botswana, there are no standard sclegtion puidelines,
And the roads in the special public works program are not integrated within both national and
regional road plans,

A.6 Physical Output and Growth

As of 1991, Kenya had nearly 62,000 kilometers of clagsificd roads [16]. This was 41.3
percent of the total length of road network in the country. The balance was unimproved earth
roads. By the end of 1992-93 fiscal year, the minor roads program improved a total of 3,238
kilometers of carth roads. As compared to the total elassified roads, this accounted for a mere
5.2 percent, And compared to the unimproved earth roads, this covered 3.3 percent,

The recent records on annual output of improved roads show a declining trend (Figure
lay, Forexample, yearly output of impr ved roads (earth construction and graveling) dropped
from 1,381 kilometers in 1989-90 to 47 kilometers in 1992-93. Thus, as the figure shows, the
cumulative growth curve is increasing, but at decreasing rate.

Such a decline is, in part, due to a public policy shift towards strengthening e¢xisting
improved roads in two ways. First, there is an increasing emphasis on praveling existing earth
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roads. Between 1988-89 and 1992-93, for example; the share of graveling in total improved
roads increased from 49 percent to 60 percent. Second, there is a shift towards maintenance
of improved roads (Figure 2a), For example, annual average road maintenance increased from
8,600 kilometers in 1988-90 to 9,600 kilometers in 1991-93 perinds, The 1991 strategy
proposal goes further to extend labor-intensive road maintenance to all classified roads with
low traffic volume [16],

Ag of 1990-91, the labor-intensive road work program in Botswana produced a total of
1.054.6 Kilometers of earth roads, This accounted for 5.8 percent of the total road nétwark in
the country [4]. As compared 1o total earth and sand roads alone, its share was close w10
percenl

The mean level of yearly output has increased over the years, but with sizable variations
around the mean, as shown in Figure 3a. For example, yearly output increased at an average
rate of 6.1 percent between 1986/87 and 1992/93. But the trend in annual growth rates shows
a 'wide range between minus 9.1 percent and plus 25 percent over these years. Such annual
vanations are often linked to irregularity in flow of capital funds and problem of labor shortage
in seme parts of the country, especially districts close to major towns, such as the southeast
district near Gaborone, or thinly populated, such as the western districts in the Khalhari Desert.

The Tanzanian experience is quite different. Being a project targeted to be phased out
at the end of 1991, the road works came to an end in 1990, But there is little information on
length of road rehabilitated under the project. A recent project document on Rukwa road work
ndicates that actual output was only 29 percent of the planned level [10].

The growth of these roads has been largely linked to the availability of funds, especially
to donors’ support for capital budget. National governments have shown a great deal of
ambivalence towards the application of labor-intensiveness to roads works. Even Kenva, which
has shown a great deal of conviction to the lahor-intensive method, still calls on denors to
provide 70 percent of the required capital budget for funding its planned expansion of
maintenance work [16]. Although Botswana has placed a central role on public works as an
income transfer instrument in time of drought, it has not yet committed to expand the small
Norwegian-funded road project (.G 34) in its non-drought period. The Norwegian support,
which appears to operate under a fixed budget 16 hire as many as 3,000 unskilled laborers, is
intended to be demonstrative and hence may not be committed further 1o expand the project.
On the other hand, a major effort is underway in Tanzania through donors’ support 1o
consolidate and coordinate a nationwide program to rehabilitate and maintain priority rural
roads [241,[26].
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3.7 Employment Design and Practice

The minor roads works in Kenya show a declining trend in level of unskilled labor
employment, Over the last five fiscal years, the road works absorbed, on average, 16,700
casual workers per year (less than | percent of the 1988 estimated 6.1 million smallholder
work force), The peak occurred in 1989-90 fiscal year, when it reached 20,300 workers, Since
1989-90, the level of yearly employment has been declining. It reached its lowsst level of
employment ever in 1992-93. Such a decline in employment is directly related to the
contraction of road improvement work and the lower labor intensity of maintenance work, The
rate of growth of maintenance works has not been sufficient to compensate the loss in
employment in road improvement' Without rapid expansion of the maintenance program, it
is unlikely to reverse the current trend in employment contraction.

As of 1992/93, the road work program in Botswana has created temporary employment
for about 3,700 casual workers in construction and maintenance works {nearly 2 percent (7 the
agricultural labor force). The trend over the years shows an increasing cumulative growth.
This is attributed to expansion of both construction and maintenance of earth roads, The minor
roads program in Kenya, where maintenance employment is increasing at the expense of falling
road improvement work, Botswana has managed to promote the growth of the two road works,

However, the recent trend shows that the share of maintenance labor in total employment
is rapidly growing— an indication that the program is facing a problem of accelerated growth
in construction of new roads. The share of maintenance labor increased from 15,2 percent in
1986/87 1o 37 percent in 1992/93. And with the increasing emphasis of thg government on
maintenance of existing earth roads, such share is likely to grow. Such a shift to maintenance
work has been accompanied with an increasing share of female labor, During the same period,
the share of female labor in total unskilled labor force increased from 22 percent to 48 percent,
respectively,

The road work projects in Tanzania (the Ruvuma project, in particular), by far,
dominated the scale of employment that was generated through the special public works
program in [980s [23]. In the period between 1980-86 (the first phase of the program}, the
road projects hired 46 percent of the total employment (124,000 workdays per year), Ruvuma
road work alone accounted for 39 percent of the total employment. The Rukwa project largely
failed, as the government that was responsible for financing the wage bill resorted to a "self
help" mode of labor mobilization [11]. The contribution of the two road projects declined to
32 percent (53,100 workdays) in the second phase of the program (1987-1990).

Employment in all these road programs have some common features. First, employment
15 open to all who are able to work. Second, initial selection is typically done through some
administrative screening. When there is excess supply of labor to available positions, different
methods of quantitative rationing are applied (random selection through lottery technique, quota
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setting by sex, limit on number of participants per houschold). Recruitment and sclection
continue at the road sites, where workers are often employed on demand because of high labor
Irnovers.

Third, the average length of employment per worker is short for non-mainienance
workers. The explanations lie mainly in the nature of the road work, labor laws and
regulations, and labor supply characteristics of the workers themselves. First, the length of
employment is directly linked to the duration of road work in a specific area. Often the work
force is changed when the road work shifts its location of operation. Second, in areas where
there is an excess labor supply, the practice of job rotation to reach all Jjob seekers transiates
into low days per capita. Third, projects that operate in a legal environment where casual
workers have (o change into permanent status after a defined period of time (for example, three
months in Kenya and Tanzania) prefer to rotate labor for circumventing the legal requirement
and avoid tue additional laber cost. Fourth, some workers enter into road work as stopgap
measure (for example, school leavers) and choose to quit working as they find better and stable
employment opportunity, Also, piven the mflexibility of wages o accommedate spatial
variations in transport and other commuting costs, workers have little incentive ta supply their
labor in distant project arcas. This is particularly problematic in areas where local lahor supply
iz insufficient to meet labor demand.

Fourth, the road works tend to stabilize intra-year employment fluctuations, but not on
a sufficient scale, because of the failure to synchronize with seasonality of agricultural work,
A study in Tanzania finds a weak correlation between labor days in agriculture and labor days
in project work, which suggests that more could have been made of labor durigg the slack
season [12]. Some degree of counter-seasonality is evident in Kenya, but largely by default
than by design (Figure 4a). The flow of funds to road works tapers off towards the end of the
fiscal vear (April-June), which coincides (by default) with peak farm activities [23], Similarly,
there is some counter-seasonal pattern in Botswana by default, The months when the projecis
arc closed for bolidays (part of December and January) coincide with the seasonal peak in
demand for farm work (Figure 4h),

There may be an exception in the case of poor households (or poor arcas or poor
agricultural season) that have limited choices during the peak farm season. For example, a
study in Kenya shows that the poor (the near landless and landless) tend to stay on the road
works (rather than look for spot casual employment), but this involves a change in labor supply
strategy for own-farm work (work longer duration, pool family labor into farm work, including
the young and old, and exchange of labor). The road projects thus intensify the work burden
on these often labor-short households.

The shift towards road maintenance in Kenya and Botswana has some implications on

the type of emerging employment pattern. First, the length-man approach becomes  the
dominant mode of employment as opposed to revolving gang approach. Second, workers on
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routing maintenance assume a long-term employment contract, Hence, maintenance work offers
a more stable and permanent employment to road workers. Third, access o employment will
concentrate on those who reside close to road sites. since the prerequisite to qualify for such
employment is a close proximity to work site. Workers have to attend the maintenance work
on a regular basis. Finally, the Botswana case suggests that such type of work favors female
workers, But this cannot be generalized without understanding the local labor supply
conditions, as the evidence from Kenya shows.

3.8 Wage and Labor Supply

Wages are fixed by the government in all the three countries. Wages are often linked
o minimum wage policies lo ensure some subsistence level. In Tanzania, the minimum wage
is-applied as a ceiling wage in rural areas [7]. In all the programs, wapes are set uniformly
regardless of type of work, location of work site; and interpersonal variations of workers (age,
sex, cducation, expericnce, and so forth), Wages are set on a daily basis. And workers are
paid cash wages once in a month,

The project wages are at variance with comparable unskilled wages in rural areas. In
Kenya, the road wage in 1993 was equivalent, on average, to 71 percent of daily farm wapes
|22}. But it varied between 60 percent in high-wage districts and 125 percent in low-wags
districts. In Tanzania, road wages are closely at par with wages of farm workers on maize and
paddy fields, but less than the wages paid for coffee workers [23]. In Botswana, wages in road
works are higher than comparable unskilled wages (herding, domestic work, and sorghum
stamping) in small villages, but much lower in areas close to big villages and towns, where the
road work often f{aces a tight labor supply, particularly male labor. -

In real terms, these pan-territorial wages vary across space because of variations in
regional costs of living indices. For example, the mean provincial prices of maize in Kenya,
the dominant food crop. vared by a ratio of 1:1.41 between the lowest and highest provincial
level prices. These differences are bound to be larpe where there are large variations in food
prices due to poor market integration.

Trends in real wages across time shows an irregular lag response to inflation. That is
wages are often increased in step wise progression but lack a built-in mechanism to respond
to changing inflation rates, For example, real wages paid for workers in minor roads program
in Kenya increased 4.9 percent between 1988-89 and then averaged negative growth between
1989-91 (negative 5.0 percent between 1924-90 and 25.0 percent between 1990-91). The wage
rale was increased 56 percent in 1992-93, but was off$et by an equal growth in the inflation
rate [22]. The trend in real wages in Botswana shows a positive but uneven growth. They
barely kept growth rates above the rates of inflation in the 1980s (for example, it grew, on
average, 1.9 percent per year between 1986/87 and 1988/89), However, there is an apparent
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higher growth in the early 1990s—the annual growth rate averaged 2.3 between 1989/90 and
1991/92

On the other hand, & decomposition of the growth rate of the unit cost of labor per
kilometer (which is a difference between growth rates of nominal wages and productivity of
labor as measured by average labor per kilometer) shows a close association between growth
in unit cost of labor and nominal wage rates, That is, growth in real wages responds relatively
more to the trend in inflation rates than to the change in productivity growth. For example,
annual growth rates for nominal wage and labor productivity in Botswana averaged 7.1 and 4.4
percent, respectively, in 1988/89 [20]. In 1990/91, the respective growth rates were 30.6 and
16 percent, respectively. The examples illustrate that the current design and practice of these
programs appears to be lax on the central importance of enhancing productivity growth to
support high wage rates, Improvement in productivity of labor is crucial Jjustify the basis
for improvement in wage rate, unless these works are considered as a sole income transfer
instrument.

The restrictive structure of pan-territorial wage rates limits the flexibility of the road
programs to adjust wage rates in accordance with local labor supply conditions, The current
wage structure implicitly assumes: (1) there is sufficient unutilized labor in rural areas that is
readily available at some subsistence wage rate; (2) the subjective price of labor is the same
for all rural households; and (3) augmentation of labor demand, and not labor supply, is
instrumental to employment creation in rural Africa,

By and large, such type of unconstrained labor supply behavior has only Been witnessed
in some of the countries that experienced severe decline in farm employment due to droughts
in the 1980s (for example, the 1982-87 drought years in Botswana), Because of an excess
supply of labor, jobs had to be rotated in Botswana to ensure that jobs were equally shared
among the rural population.

However, there is growing evidence to contradict some of these key design assumptions.
First, rural labor markets in Africa, albeit small in size, are active. These markets are strongly
linked to agricultural seasons, And wage rates vary across space and time, largely due to
factors that affect labor supply to and demand factors for agriculture, and due to variations in
food prices.

Second, because of the non-uniformity of real wages, the extent of labor supply varies
across seasons and locations. Labor supply falls short of prescribed employment quotas when
projects operate during peak farm seasons or where project wages are too low as compared to
other competing wages in areas located close to major villages and towns or simply insufficient
1o cover transaction costs of labor mobility, due to the high cost of transportation, especially
in low-population dense areas.
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Some of the road projects practice different compensation schemes to bypass official
wage rates and obviate the problem of attracting labor to road works. In most cases these are
accomplished through manipulation of the productivity parameter (given the constancy of
wages, this is the main parameter available 1o project managers). For example, task rates are
adjusted such that workers obtain the same wage rate per day but for a shorter length of work.
And all tasks are adjusted such that all the workers complete their piece rate at the same
duration of work per day. This is achieved by adjusting the productivity norm downward, In
some instances, cash wages are supplemented with food to boost real wages.

3.9 Reaching the Poor

The three reviewed programs have no explicit policy of targeting the poor. That is, the
seting of the design (for example; location of projects, wage rates, and employment policy)
is not explicitly intended to sereen the poor into the road works. But, in practice, it s plawsible
that the poor are participating in the programs. Although what is important is to assess the
proportion of the poor in the road programs relative to the rural population, the existing
gvidence falls short of establishing such incidence of poverty targeting. But the cases below
indicate that the poor are drawn into the programs.

Findings from surveys of female participants in Taneania [19] show that female
participation is high in areas with a higher concentration of landless or small farmers with no
access to alternative wage employment. These areas also witness # high male out-migration
in search of employment.  Where there are few employment options, m older women
participate in rural works schemes. Women with children have a preater propensity to
participate in poor areas. In areas where women have alternative employment with better
returns, young females with no children tend to participate in rural works schemes [17].

The results of the 1991/92 International Food Policy Research Institute (IFPRI) sample
survey of project villages in Botswana also indicate some degree of poverty targeting [21].
First, the road work project tends to have a large proportion of low asset-holding houscholds
with working adults, especially female adults. Female households with adult working males
have higher representation in areas closer 1o towns and larpe villages, Better-off households
{those with many livestock and land, their own business, and salaried income) are less likely
to participale in the road work. Second, these low assct-holding participating households
allocate a large share of their economic time to project work. Participating houscholds in
remote villages, in particular, allocate a greater share of their economic time to project work.

The results from a recent rapid survey of project villages in three districts of Kenya
(Kirinyaga, Kitui, and Laikipia) also indicate a large representation of poor families in road
employment [22]. The poor in Kenya, according to the perception of villagers in the project
areas, are typically families who are (1) young with larpe dependents; (2) landless and near-
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landless; (3) engaged mainly in casual wage employment for livelihood; and (4) at risk of
chronic food insecurity. The small but randomly selected sample in these project villages
found a high representation of thesc families in the road work sites. The self-reported
reservation wages of these families indicate that they are willing to take lower wages than what
the road project offers as a premium for regularity and security of road work compared to the
alternative sporadic casual rural wage employment. The premium they are willing to offer is
even higher for off-farm season when aiternative off-farm wage emplovment is thin in rural
areas,

310 Sustenance of Benefits

The short-term benefits of the road programs accrue to those who engaged in
construction work [21]. The recent IFPR] study in Botswana shows that road praojects have
unambiguously increased the income of participating households through a combination of a
net addition in time allocated to work and a shift from activities with lower returns. The
project has also improved the relative income position of the participants, at least in moving
them towards the middle-income proup. Participation in the project has also contributed to an
added advantage of improved access to the rural credil market. That is, uccess to cash
employment substitutes for collateral in rural areas to establish a credit line.

A recent TFPRI village-level survey in Tanzania shows that income from rural works
projects reach at least 64 percent of the survey villages in project arcas [23]. Employment in
the projects ranks at least as the third major source of income in these village® Morcover,
deeess to wage employment through the projects (64 percent of the villages) exceeds the access
through other non project wage employment. However, the direct link between employment
and income flow is delinked where rural households contribute unpaid labor (self-help scheme),
This concept was tried in the Rukwa road project bul failed, partly, since such a type of public
assct cannot ensure the full acerual of benefits in accordance to labor input.

The long-term effects of these road works depend on income generated directly from the
created assets and labor market effects. Evidence is, in general, thin on such long-term effects.
But there are a few cases where second-round income effects {(income from created assets or
labor markew effects) are sizable. For example, four impact studies in Kenya, which were
bused on comparison of control and road project areas in central (Kirinyaga and WNyeri
Districts) and Nyanza (Kisumu and South Nyanza Districts) provinces in the lawe 1980s,
highlight some of the long-term effects. First, improvement of rural roads contributed to an
increase in road accessibility, a greater density of traffic, and a shifl to motorized traffic. The
extent to which these changes accrued varied across areas, depending on the initial level of
cconomic activity. Second, improvement in roads was associated with an increase in density
of social infrastructure and service centers. Third, in some areas, there was a marked increase
in volume of marketing due to an increase in marketable surplus and entry of new products.
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Fourth, the presence of roads contributed to an increase in farm income through increased
intensification of inputs and extension contacts, increased yields and output, and a shift in crop
composition (o high valued crops. Fifth, these roads also contributed to an expansion of the
incuome base of the rural population through increased diversification of income sources. Sixth,
the rural population in the road areas shifted their expenditure patterns, especially towards
increasing shares of nenfoed consumption expenditures and investment in household and farm
activities,

The sustenance of these benefits depends on maintenance of created assets. The current
emphasis on maintenance of roads in Botswana and Kenya confirms the realization of the need
to generate these gains on a continuous basis. But such long-term effects are much diminished
in the case of Tanzania, due to poor maintenance of assets. For example, a recent project
document acknowledges that 2,903 kilometers of the 3,700 kilometers of roads in Ruvuma are
in need ol rehabilitation because of extensive deterioration [13]. Fragmentary records
invariably ascribe the sources of such rapid loss of assets in Tanzania to failure 1o integrase the
program inlo the national planning framework; lack of public commitment to fund maintenance
work; undervaluation of nonlabor inputs; failure to involve community participation in
identification and confirmation of demand for such assets; and lack of a remunerative policy
for maintenance of community-owned ‘assets like villape access roads.

IV. CONCLUSION AND POLICY RECOMMENDATIONS

.

The road programs in the three countries cxamined share comparable length of

expenience in labor-intensive public works. These programs expanded particularly in the 1980z

in response o declining employment and deepening  poverty, which were heightened during

the prolonged drought years, declining real wages relative to cost of capital, and increasing
donors’ support in experimenting with labor-intensive works schemes.

In many respecis. the road programs in the three sample countries are similar. They
share common goals of improving access roads, and generating employment and income to the
rural population. Employment in road works is open to all working adults, but priority is often
given to villagers who are close 1o road sites. Factor shares between labor and capital are
administratively determined. And wages are also administratively set, uniform, and often
linked to minimum wage policies to ¢nsure some subsistence level. Implementation rests
largely on public institutions with minimum community involvement (except for provision of
local labor).

However, there are some differences in design and performance parameters. For
example, the institutions responsible for road works vary across the three countries. All road
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works in Kenya are coordinated and executed within the Ministry of Public Works. On the
other hand, the road projects under the special public works program in Tanzania operated as
independent units outside the national planning framework. Second, Kenya follows national
standard puidelines and procedures in selection of roads. Botswana follows a somewhat similar
guideline at the district level, but there is no evidence of application of such guidelines in
selection of roads in the case of the special public works program in Tanzania. Third, all
classified roads, including minor roads in Kenya are linked to the national road network. This
concept was not widely shared in the other two countries, On the other hand, Botswana has
adopted the concept of labor-intensive public works as a drought-relief intervention and has
integrated it into ils national development framework., The other two countries, especially
Kenya, have not yel incorporated it into its drought relief program.

Nevertheless, these programs are now evolving towards some convergence inat least four
important directions: (i) integration of road works within centralized ministries, especially the
Ministries of Public Works in Kenya and Tanzania: (ii) application of the concept of linking
specific road projects within the national road network (for example, the current road palicy
in Fanzania adapts the Kenya's model of establishing a network of priority  toads);
expetimenting with program design (the Project 2000 in Kenva) and implementation parameters
(for example, the use of private contractors in labor-based maintenance works in Tanzania};
and placing preater emphasis on maintenance of road works through the labor-intensive
method. The current initiative in Tanzania comes a long way in moving the country {at least
in design) at par with the progress that has been achieved in Kenya in the 1970s and 1980s.

But, there are still important issues that deserve policy resolutions. First, (ere is a need
lo take a fresh look at the concept and goals of these programs. Current thinking appears to
be driven from a conceptual framework, where, given that wages and factor shares are fixed,
employment growth is set as a simple function of a financial resource available 1o cover the
wage bill. But such a concept conflicts with the goal of low-cost assel creation, which assumes
flexible factor prices and a factor proportion thar corresponds with technical and economic
efficiency.  The path of employment maximization will not necessarily coincide with an
efficient cost path of production.

Second, It is crucial that the issue of what these works programs stand for clearly defined
(create roads to enhance future income and consumption level or transfer income to the poor
to deal with transitory poverty). If these two objectives should be integrated, then it is
necessary o define the necessary conditions and desipn features. Employment creation needs
to be viewed only as an intermediary goal derived largely from these two primary objectives,
but not as-an end in itself.

While the emphasis on labor intensity is justifiable under current trends in factar prices,

there is no empirical basis 1o set uniform factor intensity regardless of projeet type (factor
intensity of road work should not be necessarily the same as irrigation work), purpose (projects

{_}R
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designed for income transfer may allow a greater margin of fabor share than what is technically
defensible), and factor prices {factor prices, particularly labor, may vary across time and spacc
and. therefore, factor ratios). The current effort o identify appropriate technology for road
maintenance work in Kenya (Project 20000 is an important example for other countries 1o
consider,

The concept of experimentimg necds {o be expanded, but it is crucial that an effective
monitoring and evaluation component be built in early on to internalize the learning process.
For cxample, there are little success lessons that Tanzania has learned today from ils
fragmentary labor-intensive works programs of the 1980s, The lessons from the current
experiment in the choice of technology (Project 2000) and institutional innovation (ihe prime
contractor approach in Tanzania) are important examples that these countries should document
and share with others,

These experimeénts are likely to contribute to cost efficiency in the operation of these
programs (for example, the search for appropriate technology is likely 1o move the program
to u low-cost production path or the private contractor approach may allow a moving of the
current wage setting process o a market-based mode, which is flexible to respond to changing
factor endowments). In addition, there arc measures that need to be instituted to cut current
non operational costs; especially administrative overhead and technical assistance. Investment
in training of nationals is essential to create an "in-house" ability to ensure the programs are
sustainable with little technical support.

Governmenl has an important role in such an experimental and transition process. It has
to overcome its current ambivalence, which manifests itself in a low level 8 commitment in
provision of capital funding, inadequate institutional arrangement to integrate labor:intcnsive
road works in a national planning framework (Kenya is the exception), and insulficient
willingness to experiment and adjust policies accordingly. Tt is crucial that the sources of such
ambivalence be identified and rectified, especially problems related to attitude towards a labor-
intensive concept and resource constraints (both finance and skilled manpower). 1f public
resources should be committed, it should be in context of a sound macroeconomic framework,
transparent and flexible management arrangement, and an accountable financial structure.

The Kenya and Botswana experiences also have a far-reaching implication to design of
such programs for poverty reduction. As the recent study in Kenya shows, the labor-intensive
road work approach promises to integrate short-term poverty reduction through asset creation
with & minimum adverse effect on long-term growth and poverty reduction, The key policy
design lies in finding the right incentive for the poor to participate in the program with low
foregone employment and income opportunity. Moving the projects to the place where the
poor are concentrated, which, in Kenya, is also the locus of growth potential, and making il
available when competition with other productive employment is low are likely to improve the
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participation of the poor. The current shift towards labor-intensive maintenance work promises
a high rate of employment creation, and asset sustenance to perpetuate long-term benefits,

NOTE

why such expansion has nol possib hmgheummcmhmmiunmhmmmdm[wﬁ;hwmmﬁﬂmﬂ}ﬂm
kiloncter 0 1952-93 peioes) could fnance 721 kilomelers of road maintenance wirk (21 presenl aversge real unit cost of KSh 6,100 per
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Figure 4a—Monthly average labor force for the financia] year 1993-93
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Glossary of Economic Terms Nog. 156-166,
Takkele Taddeze,
Department of Linguistics, Addis Ababa University
And
Dejene Aredo
Department of Economics, Addis Ababa University

156, :absolute advantage (n) e Qqa®m (h)
157, comparative advantage (n) h¥xeT (M)
158, command ecanomy (i) fhd h™3 {(n)
152 mixed econemy {n) +ET hemg (fi)
160, price ceiling in} fFo me& (0]
181, price fleor (nl FTs maA (f)
iz, consumer socvereignty (n) FT=TF adas (n)
153, partnership (n) Achy (h)
1ad, transfer piyment (n) +07< h%eF ()
165, market failure [n) fmF =g+ (0}
1la6. Cransaction costs (ol 4L oo (f)
Comment from the Authors %

Thée terms wWe coined TfTor this wvolume are sgimple and do
not  therefore reguire a lengthy comment. in most casedg,
the simple loan trannslation method 1s used and we _are
ready to consider any comment on any one of the coinages,

The other thing we would like Lo say a few worda on is
on Dr. Bays's commentary on the Cterws we coined for Vol.

III, HNo. 1. He recommends that we ‘avoid hd@ as it is
redundant' (p.8%). We do p~t think so. The word AR&d doss
not necegsarily  indicatrs urning round in a cirdle, It
stands for the Englisn wicious akin to wice prep from
L.abhl. ©f wicisgs change, turn {(See Webster's New
Caollegiate Dictionary). We figured that by using the Loan

translation method, the word Meé+ can replace wicious, and
the word hdl can replace girgle, thus giving us h#sd+ ha for
viciocus circle. We do not alsoc agree with Dr. Baye that the
prefix A be used in A+a®m4 ‘inefficnec.’ We believe the
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Amharic prefix indicates something that is against
something as in,

for example, AAMAGE 'inhuman', AAEINE ‘unsciencific' .

The one we suggested #ATE®E AAA ‘ipefficient' is a bit
clumsy but semantically clearer. We agree with Dr. Baye
when it comes to nos, 143 and 144,

Finally, we apologize for inadvertently including

the words gfficienty, efficient, and i icien in
Vol.ITINe. 1, which in fact had already been printed in
Vol. ITHNo. 2.
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Comments on Terms No 156-166
Moges Yigezu
Department of Linguistics, Addis Ababa University

I liked most of the coinages and traslatiocns.

160 rr> oaAA, for example, is a good one for it

contrasts with a commonly used word FT2 mé

158 & 159 I prefer AbPT=L for it is a commonly accepted
and uged word hy rthe people at large
including the media; unless kW3 is preferred

for technical purpose 5

162 =¥+ seems to excludse ssrvice consumption instead

I prefer f4m#+ "1 AbAY

L&5 | prefer rnf =¢>3% since FfWF o £+3+ relates more to

price failure.
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