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MODELLING POVERTY AND ITS
DETERMINANTS IN ADDIS ABABA: A FOCUS ON
MULTINOMIAL LOGIT SELECTION MODEL

Abbi Mamo Kedir”

ABSTRACT

! have used different economelric models (OLS, probit and multinomial fogit
selgction) lo analyse faclors leading to poverty. The main emphasis of the
study is o model determinants of standard of fiving in Addis Ababa using
two-stage esfimalion techinique. In the first step, a multinomial logit model is
appied to distinguish belwsen thres socio-economic groups. The second
stage regression, detarminanis of standard of fwing (e total household
expenditure per adult equivalent per month) are identified after incorporating
the correction term for sample selectivify using the Les-Heckman method.
Ameng others, variables such as education, access lo credit, employment
status, gender, marital status and food shorlage experence are significant
determinants of welfars, %

INTRODUCTION

To many, living in urban centres is considered as a better way of life. They do not
seem to realise how poverty is prevalent in such areas. Urbanisation is associated
with higher incomes, improved health, higher literacy and improved quality of life.
Other benefits of urban life are |ess tangible but no less real: access to information,
diversity, creativity and innovation. Yet along with the benefits of urbanisation come
envirenmental and social flls, some of them al staggering proportions. Such
problems Include lack of access to basic facilities such as housing, drinking water,
health and education. Most of the problems are caused by poverly and these same
problems can be the cause of poverty as well, It is academically interesting and
practically challenging to examine the faciors that cause poverty. This study, apart
from its policy significance, has a methodological motive.
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Urban poverty is pervasive in most developing countries and it is becoming
increasingly urgent to raise urban incomes. Due to its peculiar features from rural
poverty, studying urban poverty separately Is appropriate. So far many studies focus
on rural Ethiopia. But that dees not imply that urban Ethiopia is affluent, Rather the
depth and severity of poverty in the urban areas can be more serious. This study
tries to model poverty using a probit model and the determinants of poverty in Addis
Ababa using a multinomial selection logit model. The analysis is based on the first
raund urban household survey of the Department of Economics of Addis Ababa
University which was conducted in 1994. In fact few studies dealt with determinants
and those which touched upon the issue used different models such as probit or logit
models (Sahn and del Minno 1994 del Nino 19%4), multinomial logit model
(Coloumbe and McKay 1998) and models that capture the dynamic factors that
determine changes in standard of living and the mobility of households in and out of
poverty from panel data (Grootaert ef al, 1995; Mekonen 1897). This study adopts
the multinomial legit model used by Coloumbe and McKay (1896) in their attempt to
identify the determinants of poverty In Mauritania.

We study the poor lhemselves (i.e. characteristics of househpld members and
economic heads). Poverly is explained by individual circumstances and/or
characteristics of poor people. The study depends on case theories of paverty. Some
stuties focus on the macro-economy rather than focusing on the poor and that
aoproach fellows a genenc theory of poverly, Though it is not the purpose of this
study, poverty can also be expiained by economy-wide problems.

The objectives of this research are to contribute to the understanding of poverty in
Etimopia by identifying individuals or socio-economic groups thal experience poverty
and why they experience il by using a different approaches; 1o bring the scale of the
poverty problem to the attention of policy makers and to fill the research gap as few
studies have already been done on poverty in Ethiopia. There is only a single study
on determinants of poverty (Mekonan 1997),

The paper is organised as follows. The first section gives a general background
about the Ethiopian economy and poverty studies made so far. Relevant literature is
reviewed in section two. It is split into two paris: review of theory and of empirical
work, The third seclion deais with the standard of living measure considered in this
study with the rationales for doing so. Section four discusses issues related with the
data. Then based on the descriptive results, section five gives the poverty situation
in Addis Ababa. The sixth section is about conceptual issues involved in modelling
the delerminants of poverly Section seven reviews possible methodologies that can
be adopted 1o model poverty and its determinants. The final section discusses Lhe
results and the possible policy recommendations. Then, the paper concludes.
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1. LITERATURE REVIEW
T1.7. Theoretical iIssues

Poverly is the outcome of complex interaction of social, economic, cultural and
political factors. One of the theoretical considerations in studying poverty is to adopt
an apprepriate definition. The concept of absolute poverty is the waorking definition in
this sludy. Details have been omitted for the sake of concise presentation. The
definition of absclute poverly is consumption based. An individual or a househald in
absolute poverly fails to have the necessary income that can purchase the basket of
goods and services that are considered very basic in the context of a given society.
In ather words, such an individual or household fails to attain a minimum level of
iIncome above the poverly line. Illiteracy, malnutrition and ill-health are common
features of families that are entrapped in absolute poverly. (see Alckock (1983);
Townsend (1879}, Sen {1985); Daonnison (1582) for details)

Another theoretical problem is related to the measurement of standard of living of a
household. Standard of living is affected by various factors such as income,
expenditure, health status, educational level, area of residence and it is difficult to
summarise all of its dimensions in a single aggregate figure. Growth in per capita
GNP, HDI (human development index) and measures based on income and
expenditure are the conventional measures. For household-based analysis
expenditure (lotal or per capita) is generally preferred to incomedin LDCs. The
expendilure approach is the one applied here. There are three reasons. First, current
consumption is often taken to be a better indicater of current standard of living.
Besides, it is assumed that instantaneous utility depends directly on consumption,
not on income per se. Second, current consumption may also be a good Indicator of
long-term average well-being, as it will reveal information about incomes at other
dates, in the past and future. This is because incomes of the poor often vary over
time in fairly predictable ways. In such c¢ircumstances, there are typically
consumption smoothing and insurance opporiunities available to the poor, such as
through saving and community-based risk shanng. Third, in economies where most
people earn their living from employment in the informal sector, the expenditure
appraach is mare realistic than other approaches [Deaton (1992): Glewwe (1591);
Coulombe and McKay (1998); Mekonen (1956}, Dercon and Mekonen (1897)]
Fractical considerations such as adjustment for cost of living differences and
housenold composition are required. As we are focusing only on Addis there is no
need to maka cosl of living adjustment but adjustments for household composition
using adult equivalent scales is made.

1.2. Empirical Literature

There are different sets of poverty determinants studies for different countries such
as House (1991) for Sudan; Glewwe (1991) for Cote d'lvoire; Appleton (1995a,
1995b) for Uganda; Appleton and Mackinnon (1997) for Uganda; and McKay and
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Coulpmbe {1993, 1998} for Mauritania. \We briefly review each study focusing only
an (he method adopted,

Sludies of poverly using household survey dala from developing countries have
typically concentrated on measurement issuwes and on describing the characterisiics
of the poor. This work is sometimes technically very sophisticated and is a necessary
first step for evaluating Intervenlions targeted at the poor. However, there are
surprisingly few studies which are based on mullivariate analysis of the determinants
of powverty, of estimating what could be termed 'poverty functions'. Such povery
functions might give more insight into what type of interventions could reduce
noverty, They would also permit more valid inferences about the causes of poverty
than are provided by the simple-often bivariate or univariate decomposition of
poverty indices presented in conventional poverly profiles. Furthermore, they can
contral for mare than one factor at once (Appletan 1995a:1).

When we talk about determinants of poverty we need to distinguish between
economy wide faciors and those hat retate to individual househaolds, Household size,
refigion and ethmic group of the head, education and health status, region of
residence _eic. relate to household characterislics; on the olher hand, transfers,
government services, regulation of markets, asset radistribution (e.g. fand reform)
relate to economy wide factars. The macr factors can affect different households in
different ways. Therefore, policies can focus un either of these facthrs or both to
reduce poverty. The sconometric analyses examine he factors related {o individual
households

Glewwe (1521) dentified determinanis of househoid wellare in Cole diveire by
regressing total hoeusehold expenditure (i.e. the measure of the standard of living) on
different explanatory variables, He used the Cote d'lvaire Living Standards Survey
{CILSS) conducted in 1985 Household characleristics are identified as determinants
of noverty and ne resiricted himself lo that portion of welfare due to consumption of
goods znd services. He brought to attention the fact that some regressors can be
endogenaus {e.g, stocks of both hurman and physical capital)

Appleton (1995a) Introduced the concept of a povery function, modelling the
sharfall of household consumption from the poverty line as a function of reduced
farm determinants such as human capital and land holdings. A tobit model is
estimated using data from a national household survey In Uganda, The welfare
measure considered is real consumption per adult equivalent, sometimes right
censored and expressed in logs. Parameters from the model are found to be similar
to those from consumption functions, indicating that the poor receive comparable
rates of return on their assets to the non-poor, Education of both men and women
appears o raise the welfare of the poor as well as the non-poor, in both urban and
rural areas.



Ethloplan Journal of Economics, Voluma VI, No. 2, October 1887

Appleton and Mackinon (1997) analysed the survey data of 1992 collecied from all
districts in Uganda, They modelled poverty as discrete choice variable by using the
opoverty measures developed by Foster, Greer and Thorbecke (1984). Variations in
consumption above the poverly line are not modelled. The focus is only on what
happens to the poor. They estimated a tobit poverty function on the consumption of
the poorest half of the population, with the dependent variable for the non-poor being
set al the poverty line. The consumption functions are estimated for the whole
population; with the same regressors as the tobit allowing for community level fixed
effects. Their modelliing exercise revealed that the results of modelling the
determinants of poverly are fairly close to results from the simple consumption
function,

The study by Coulombe and McKay (1996) focuses on the determinants (i.e.
characteristics of household econcmic heads and households) of poverty in
Mauritania using a household survey data for 1980 They provided summaries of the
pattern of povery by residence and socic-economic group and alsc of the
relationship  between the standard of living and demographic and  other
charactenstics of households and their economic heads before the econometric
estimation. They focused on the wuse of mullivanate analysis to highlight mora
precisely the socig-economic determinants of living standards, To assume away with
endogeneity of some vanables they assumed exogeneity of some variables in the
shart run {e.g, household size and region of residence). However, at some level,
many of the explanatory vanables are endogenous. Thelr explanatogy variables, for
working households, include demographic characteristics., the secior of activity,
measures of the size, permanence and formality of the enterprise and the value of its
capital assets. For non-working households access to rental income, transfers,
borrowing, savings, and ownership of any significant assets are taken as regressors.
They used the multinomial logit selection model developed, among others, by Lee
{1983). They applied a two stage estimation; the first capturing the choice of a socio-
economic group (i.e. the-estimation of the multinomial logit selection model) because
the socio-sconomic group lo which a household belongs is itself potentially a
detarminant of lving standards. The second captures the determinanis of the
standard of living for each socio-economic group (i.e. using CLS) after correcting for
sample selectivity. They did the analysis for urban and rural areas separately.

The study by House (1991) explores the nature, extent and principal determinants of
ncome inequality (or socic-economic differentiation and relative poverly) for a
sample of peasant households In Southern Sudan He used OLS to estimale
production and wage functions, House explained differences in household welfare,
which is measured in terms of income per adult equivalent, in the context of the
Chayanov model of peasant behaviour, He attempled to |dentify the causes of
paoverty and Ineguality by examining the links between income and sources of
income:; crops grown and sold; crop prices; socic-economic group; and household
endowments along with their allocation to high or low yielding activities.
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1.3. Similar Studies on Ethiopia

Why the study of determinants so imporant in Ethiopia? Poverty studies based an
disaggregated household data have started lo emerge as late as 1995 and they
focused only on deriving poverty lines and calculating poverty indices. No attempt
has been made except a study by Mekanen in 1997 to analyse the factors thal lead
to paverly, Therefore, litle has been known about the nature of poverty in the
couniry. In addition, the couniry has experienced a number of problems over the
years and the impact of those problems on the standard of living can also be studied
by [dentifying the determinants of poverty,

Mekonen (1997) attempled to address, simullaneously, two aspects of poverty in
Ethiopia, determinants and dynamics of poverty. The study uses three rounds of
urban household surveys conducted in 1994, 1595 and 1987. Consumption data was
used Lo measure welfare and construct poverty profiles, In modelling determinants
and oynamics of powverty, emphasis was placed on major socic-economic
characienslics, Following Coulombe and McKay (1996) and Grootear, et al., (1999),
the determinants of living standards are broadly classified into two; those that refiect
hausencld nesds which includes household size and composition and those thal
determine the income-generaling opportunities available to the household such as
education, employment and ownership of assets. The study by Mekonen is different
from other poverly determinants studies which are based on cross-section data. It
tries to capiure the factors that determine changes in standard of I®ing and the
maobility of households in and out of povery lrom panel data. The model is estimated
using OLE and |s derived from the standard utility maximisation assumptions and
uses real household expenditure per capita as money-metric measure of utllity which
takes Into account differences in household size and relalive prices. Total household
expendilure per adull equivalent is used as the dependent variable with exogenously
determined household characteristics as regressors.

Z. THE DATA

The first round Ethiopian Urban Household Survey (EUHS) which was conducted in
Movember 1984 in seven of the large urban areas of the country is the basis for this
study. These are Addis Ababa, Awassa, Bahar Dar, Dessie, Diredawa, Jimma and
Mekelle The survey was administered by the Department of Economics of Addis
Ababa University in coilaboration with the University of Gotenborg, Sweden.

2. POVERTY IN ADDIS ABABA
In this section, | will discuss the situation of poverty in Addis Ababa at the household

level. Some household-based studies (e.g. by the World Bank) have atiempted to
compute a poverty line and mosl of them classified households that are at the lower
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end of the income distribution (i.e. 40 percent) as poor. According lo the index
showing incidence of poverly, Mekonen (1996) identified 47 percent of the sampled
urban population in Ethiopia as poor and MEDAC (1997) showed 40.2 percent as
poor. The different percentages are reflections of different poverty lines used by the
different authors,

In recent years and the past, there have been many indications of declining living
standards in the capital cily. Scenes of increasing numbers of street dwellers and
beggars, rsing crime, prostitulion, unemployment and inflation are common,
Unemgloyment seems a more serious problem of all. New entrants into the labour
market such as demobilised soidiers, those who are laid off from public enterprizes
and the civil service, increased number of schoal leavers (in hundreds of thousands),
migrants (both permanent as well as seasonal) and refugees makes the situation
even worse, Those developments will lead to increased casualisation of the labour
market, with work opportunities becoming more unreliable and likely to be daily paid.
fany households are engaged in female business income activities, Many
households in the North and North West of Addis are engaged in weaving and
pottery, Some sell local alcoholic drinks, firewood and charcoal, and home-made
food items. Many individuals serve as housemaids to relalively better off families or
as clothes washers, These are commaonly done by school-leaving girls and female
heads of households, Boys are often employed as daily labourers, assistants in
garages, and engage themselves in shoe shining. In recent years, there are changes
in livelinood sources for the city's dwellers. Most people are now emplbyed as casual
labourers or petly traders due to the changes related in the |abour market following
the economic reforms since 1991, The importance of employment in government
institutions, factories and the army has declined.

Impressive strides in areas of urban infrastructure, education and health facilities,
access to clean drinking water, housing, job opperiunities...etc. are not observed
even though one can not deny some positive developments attempted by the
present government., Correspondingly, due to the presence of unemployment, poor
saniiation, limited access to health facilities, there are deteriorating situations in
living standards of many peaple living in Addis Ababa. The poor in the city have
lower primary school enrolment rates (hence lower literary rates), lower access to
sanitation and safe water, mare sickness prevalence rates, . elc. The main sources
of drinking water are unprotected wells, rivers and lakes from where 72 percent of
the national poar and 28 percent of the urban poor oblain their drinking water.
Sanitation-wise, 89 and 49,9 percent of the national and the urban poor respectively
use fields and forests as toilets (MEDAC, 1987).

All of the features of urban poor households discussed above have implications for
living standards in the shorl and long term. Obviously, the absence of basic facilities
and services lead to lower earning potentials (e.g. labour days lost due to illness) and
perpetual poverty.
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Hawing this background about the welfare situation of poor househoids in Addis, this
sechion discusses the pattern of poverty in the city, The data used in the discussion is
based on the sampled 878 households which are classified info three socic-econamic
groups. Demographic charactenstics which involve the construction of bulky tables
are omitted.

There is a country specific poverty line for Ethiopia. Specifically, for the purpose of
this study the poverty line defined for Addis Ababa by Dercon and Mekonen (1997) is
adopted. The objective here is to look at the pattem of poverty across different
groups of households within Addis Ababa. This is done by computing the poverty
indices for each group. Indeed, it can be argued that it is the choice of the poverty
line which s Ine single most important determinant of poverty. Different poverty lines
give different estimates of poverty.

Dercon and Mekonen used the approach suggested by Ravallion (1993) basicaily
due to is transparency and wide application in developing countries. Building on
Rowntree's seminal work Ravallion suggesis the construction of one bundie of goods
that represent the basic needs of a person. The value of this bundle is then the
poverty line, under which one cannot obtain minimum basic needs. Problems remain
however in now to account for differences in needs, if one is willing to consider them
(Dercon and Mekonen 1987:5) In addition, there is a problem of identifying the
minimum bundle, %

The authors compared urban and rural poverty in Ethiopia and constructed two
paverty lines: the first based on a single basket of food for all sites {i.e. assuming a
repraseniative national diet) and the second one using a separate diet for different
barls of the.country. The second set of poverty lines is maore sensible as they take
care af he differences in food culture in the country, Therefore, this study used the
second sel of poverty lines to look at the pattern of poverty in Addis Ababa by socio-
economic group. The food poverty line for Addis Ababa is 66.25 Ethiopian Birr per
adull per month and the total poverty line is 85.1 Ethiopian Birr per adult per month.

rhis means only about 10 to 13 US dollars per adult per month, which is far lower
than the one typically recommended by World Bank of a dollar per person per day
(World Bank, 1980). Therefore the poverly lines can not be compared at all with
some of the inlernational poverty figures (Dercon and Mekonen 1997:9). We also
need to note that there are serious difficulties in computing the exchange rates to
make the comparison. Since the focus of this study is not poverty level comparisans,
we will not discuss the implications of the lines for poverly comparisons across
colntries. Rather the figures in terms of standard exchange rates can highlight the
seriousness of poverty in Ethiopia, In fact, there is a need to consider the relatively
cheap cost of living given foreign currencies. But still the amounts are not sufficient
and can only enable ane to purchase relatively poor and cheap types of food, which
may not affer more than basic calories and a few other nutrents.



Ethioplan Journal of Economilcs, Volume V1, No. 2, October 1997

Using the food expenditure per capita data and the food poverty fine adopied above
three poverly measures following Foster, Greer, and Thorbecke (1984) are derived
for each of the socic-economic groups identified in Addis Ababa. These indices have
a characteristics of being decomposable. Therefore, we can look at the contribution
of each of the socio-economic groups to the total poverty in Addis Ababa. The
calculation of the indices and their decompaosition is explained in the Annex.

Table 3.1. Descriptive statistics, Poverty Indices and Decomposition of the indices
by Socio-economic Group

Avarage )
Bpzin-aconomis Sample Standam 5L PO [Povarty
group share of living* D, |incidence] gap} F =] 21 c2

Wage-gmplayed o3 8497 T34 D43 ol Q.23 4B 0as nar
| Hoa=eholds (£45)

Zaf-emplayed a4 TEOE oA 058 D45 028 233 032 .32
IJC‘.—'EPE‘#E-.GE,‘L =
|| Wrgrpiryed a-va AT 3.2 il 048 027 el oia o0
|l Houscholgs {158 R
|- &1 (B78) Lo 2050 7240 0.55 0d4 025 o 054 298

HNote: * = The average standard of living 1% given in terms of the national cunenﬁ';l-_:.l_r.._a :ETHinpian Birr).

According te the summary statistics in the above table, the average standard of
living is not significantly different amang the socio-economic groups considered, The
self-employed and the unemployed have fairly similar average living standards.
Wage-employed households have the highest welfare according to the mean value
(i.,e. 84.97), which is also above the average for all households. But both self-
employed and unemployed households with 78.98 and 78.76 fall short of the total
average: 80.9. The standard deviation in column four shows that there is more
inequality among wage-employed and unemployed households than self-employed
ones.

The table also tries to indicate the patlern of povery in Addis Ababa. The P

measures were calculated for each socio-economic group and for all households
considered in this study. P indicates the incidence of poverly, the highest being for

unemplgyed households followed by self and wage-employed households, According
io the incidence index, 55 percent of the sampled households are classified as poar.
A similar pattern exists when we consider P, and P, measures. For all the three
values of g, the unemployed households are the poorest and the wage-employed
are the least hil by poverty while the self-employed remain in between

The depth of poverty, measured as P /P,. i5 more serious in wage-employed

households than the other two groups of households. In other words, the ralio can be
mterpreted as the average income gap for the group of households hal are below
the poverty line. The average income of wage employved households below the
poverty line is 17 percent of the poverly line income level. For self-employed and

9
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unemployed households we have 24 and 22 percent respectively, These are
surprisingly low figures

The contribution of each of the socio-economic groups to total poverly is computed
for each of the poverty indices. With respect to the contribution to total poverty in
Addis Ababa by different groups, we see that the wage-employed households
coniribute the most. In fact, this is partly due to the large sample share that this
group of households got. Self-employed and unemployed households seem to
cantribute to poverty slightly higher than their population share. Their contribution is
0.33 and 0.20 respectively. Correspondingly, the wage-employed households
contribute slightly lower than their populalion share even if their contribution to the
total poverty is higher than the other two groups. There is no significant variation in
the contribution of poverty by each socio-economic group as alpha increases or as
emphasis is placed on the poarest among the poor,

it Is not surpnising to note that unemployed households are the worst hit by poverty
a5 we can see from the indices calculated. This group of households constitutes a
heterogeneous group of households that are more likely to have lower living
standards They include pension and remittance receiving households, households
with inactive and active unemployed, handicapped members. . etc.

The above results showed the pattern of poverty in Addis Ababg The major
objective of the research is to madel determinants of poverty, Thus, the following
section will fecus on the methods used in this study.

4. METHOD OF ANALYSIS
4.1. General

The regression results are based on different models. The first set of results pertains
te the model of OLS, which is estimated taking the standard of living measure as a
continues dependent variable. The estimates are generated for two alternative
standard of living measures viz. food expenditure per adull equivalent per month
(FCF) and total expenditure per adull equivalent per month (PCT). The latter
measure 15 used in the final regression since it 15 a more sensible measure of the
standard of living of a househaold. In addition, using PCT has improved the overall fit
of the model

The second set of results relate to a probit analysis in an attempt to model poveny
per se. The probil results reported are based on the poverty line defined for Addis
Ababa. Poverty is modeled by defining the poverty index (i.e. incidence of poverty)
as a binary dependent vanable. The third set of results is based on the multinomial
logit selection model,

10
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4.2, The Probit Model

One of the objectives of this study is to delermine the socio-economic factors
causing poverly, The focus is on socio-economic factors since the survey data used
here has a lot of information about socio-economic characteristics of households and
individuals, The households surveyed were classified into different socio-economic
groups depending on their major source of income. Then the variables that pertain to
al| groups in general and o each group in particular were dentified. A probil analysis
based on a poverty line defined for urban Ethiopia is allempted. The idea is lo model
poverty per se instead of modeling standard of living. The coefficients of the
estimated model give the factors thal more likely make households poor. Before
discussing the results of the model, | have briefly reviewed the theoretical outline of
the model.

The probit model is useful to model the behavier of a dicholomous dependent
variable and uses the normal distribution (see Maddala 1983; Gujarali 1895; Greene
1897). In each case, we can construct models that link the decision or outcome (o a
set of factors in using regression. One approach will be to analyze each of the
choices (whether one is poor or not is relevant here) in the general framework of
probability models;

Prob(event j occurs)= Prob(Y = ]) = F[relevant effects: parameters % [4.1]

The great majority of recent empirical work in economics has used models of
binomial choice. For illustration, consider a model of labor force participation. The
respandent either works or seeks work (Y = 1) or doesn't (¥ = 0). A set of factors,
such as age, marital status, education, work history, and so on, gathered in a vector
X could explain the decision, so that

Prob(Y = 1) = F(X' )

Prob(Y =0)=1-F(X'8) [4.2]

The set of parameters /i reflects the impact of changes in X on the probability of

participating in the labor force (Greene 19397:873). Similarly, the set of parameter
estimates show the impact of changes in X (say household and individual specific
characteristics) on the probability of being poor,
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Thus, for a given regressor veclior, we would expect

lim Prob{¥ =1)=1
B K>+ €

lim Prob(¥ =0)=10 [4.3]
ﬂ'}(__:w - oG

The normal distribution gives rise to the probit model,

Prob(Y=1)= [ ¢ (hdl = O F'X) [4.4]

The function @ () is a commaonly used notation for the standard normal distribution.

4.2. Modeling Poverly

Tota! household expenditure per capita or lotal household food expenditure of the ith
household (E ) can be modeled in a reduced form as a function of demographic

charactaristics of the head (such as age, gender, religion, ethnic group, marital
status) D and other members {percentage of children and old people, household

size) © | education and heaith status of the head, EH | other variables such as

access to  credit, remittance, pension, farming activity, tenancy, and
vulnerability,..etc. R .

E =bD +b.0O +bEH +b,R +U [4.5]

This is one simple regression of real expenditure with U as the error teérm, Il allows

one to wentify those abservable factors which are correlated with household welfare
and sugnests casual inferences. This equation is the basis for the OLS resulls of the
next chapter However, caution musl be exercised in making inferences due to the
possibility of simultaneous or reverse causation (Appleton and Mackinon 1897),

Madeling the welfare of the whole population is not the same as modeling poverty
per se. A probit model is estimated to model poverly itself in Addis Ababa: In
particuiar, if one is solely interested in poverty, then variations in the welfare of the
non-poar are irrelevant. Hence, factors which affect poverly should be separated
from the processes determining the consumption of the non-poor. In stead of using
the consumption of all as the dependent variable one could take the measure of
household poverty, P, suggested in the P~ measure (Foster ef al., 1984) For

insiance, Coulombe and McKay (1993) used a probit model fo analyze what
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determines whether a household is poor or not. That means the P, measure is

defined as a binary discrete variable. It takes the wvalue of one when the total
expenditure per capita (E ) is below the defined poverty line (e.g. 66.25 Ethiopian

Birr per month) and a value of zero otherwise, Or

P, =1 ifE, < PL(the poverty fine)

P =0 otherwise [4.6]

4.4. Modeling Standard of Living

in this study, three socio-economic groups are identified and they fall in the category
of unordered choices in the context of the econometric literature of qualitative and
limited dependent variable models. Both multinamial probit and logit medels can be
used for the study of ordered and unordered multiple choices, The multinomial probit
maodel is computationally mare complicated than the multinomial logit model but it is
less restrictive, It requires much more computer time per iteration than the logit
model, Other discrete choice models include nested logit and conditional logit
models. Under multinomial logit model, there Is a single vector of characteristics,
which describes the individual or the household and a set of paramWter vectors. In
the case of nested logit model, these are essentially reversed. The set of parameters
is each characterized by a set of attributes. Thus for my purpose, | can not use the
nesled logit model to model the standard of living of households. In addition,
conditional logit is irrelevant because it is appropriate only when the data consist of
cholce-specific attributes inslead of individual-specific characteristics. However, the
canditional logit model is more or less the same as the multinomial logit (Greene
1997-917). Since | have individual or household specific characteristics as
determinants of standard of living the multinomial selection model is appropriate and
il is adopted in this study. In the literature review part, it is mentioned that the same
methodology is used by Coulombe and McKay for Maurtania. The details of the
model are outlined below.

4.5. The Multinomial Logiit Model

The choice of a socie-economic group by a given household is considered as
endogenous. But as argued above, it is difficult to conclude that this choice is purely
endogenous. This endogeneity is taken care of by adopting a two-stage modeling
following Lee (1983).

In a framework of discrete choice models, one observes the attribules of the choices
(i.e. that of the socio-economic groups in this case}, The probability of each

13
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household (i) being in j (where | is the socio-economic group) is given as (Maddala
1983);

-]
P, =exp(X, g Y1+% exp(X,'f,) [4.7]

k=l

K = sum over all other choices
/A = vector of unknown parameters associated with the vector of regressors

X which are assumed to be exogenous. The X's are characteristics of the observed
households and their members.

m—=l

P =171+ exp(X,'8,) [4.8]
k=1

where %" P, =1isthe sum of all individual probabilities,
J=1

The probability of each outcome (l.e. the choice of the socic-econom® group) is a
function of X. Equation 4.7 above is referred to as the multinomial logit model,

The model implies that one can compute | log odds-ratios which can be given as

In P-.; 3 :x.'ﬂi

One could normalize an any other probability as well and obtain
in P-\f IR R {ﬁ; - B [4.9]

From the paint of view of estimation, it is useful that the odds ratio, P, / P, does

not depend on the other choices. This follows from the independence of disturbances
in the original model (Greene 1997:915).

| shall now consider the estimation of this equation based on sample size of n. In the
present context, n is the number of households. Each of the n households will fall
iMa one of the calegories (i.e, the socioeconomic groups) with the probabilities of
falling in a specific group given by equation [4.7]. Then the probahilities Pu and P,

for the ith household are obtained.
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| also defined a set of dummy variables such that

Y, =1 ifthe ith household falls in the jth socioeconomic group.
Y,, = 0 otherwise

Then the likeliheod function for the multinornial logit model can be written as

L=[T By, " Hep P12 op, 2w [4.10]

A simple monotonic transformation of (7.10) gives us the log likelihood as:
logL=)" $ Y, logP,, [4.11]
R

Differentiating equation [4.11] numerically w.rt the parameters (4, ). we get the

maximum likelihood estimates of the model, Methods such as the Newion-Raphson
iteration method are employed due to the non-linear characteristics of equations [4.7]
and [4.8]. @

The secand derivatives of the log likelihood are negative which guarantees the
existence of a unigue maximum and the iteration procedure converges to the
maximum, In the nexi section, based on the above general exposition of multinamial
logit models | will discuss the mullinomial logit selection model.

4.6. The Multinomial Logit Seflaction Modeal

Multinomial logit models can be viewed as special cases of a general model of utility
maximization. They are applied to many siluations such as the choice of occupation
(Schmidt and Strauss 1975); selection of sector of employment (Krishnan et al,,
1998); choice of socioeconomic groups (Coulombe and McKay 1996) and choice of
transport modes (Theil 1968). In this study, a similar exercise as that of Coulobme
and Mckay is attempted for Addis Ababa.

Three socio-economic groups are identified and | am interested in analyzing the
implications of being in one of them. Such an analysis is imporiant because one's
welfare or living standard depends on the socioeconomic group thal one belongs to.
For instance, being in self-employment, more likely, may make a household poor.
This may be due to factors such as irregularity of income, lack of initial capital lo set
up businesses due to credit market imperfections, the high probability of this group to
be out of employment for a long peried time.,.elc.
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Let the selection function is denoted by Y. Let Y, be a discrete choice variable which
takes on the value | if the household ; is in group | = 0,1.2...K), k can be
considered as the last socloeconomic group we have. X, " is the latent variable of

the model denoting, say, the indirect utility associated with being in group j. It is
uncbservable. Bul Y is a polychotomous observable realization. Let £, is a veclor

of characteristics of the head and other characteristics of the household and u_ is the
errar term which is independently and identically distributed (jid), Similarly X is a
matrix of explanatory variables for households in group s and n7, is the error term
independent of X . » and @ are group-specific coefficients. All right hand side
variables are exogenous,

The. relationship between the varables is expressed as:

Y::j ile.=Max{Yl__'_\r"l: '""Yd }
Y =0 otherwise

where Vo 2w b, ‘
Y, =X A, +o,u (4.13]

]

Household ¢ (r=1,2.... N) selects group j if and oniy if =
Y, >MaxY, . ¥s=k

This might be interpreted as saying that they obtain a higher level of welfare (or
utility as proxied by the total consumption expenditure per capita) from that group
than any other. One will be better off and will be in a certain group if the group can
generate higher utility ar higher purchasing power.

Equalion (4.12) 1s modeled as a function of household-specific explanatory variables,
estimated as a muiltinomial logit and considers the same variables across - all
households (Coulombe and McKay 1988). Therefore, the subscripts on the X's can
be dropped.

What is the log likelihood function for this polychatomous choice model?

Let : be a polychotomous variable with values 1 to M and denote ;= s if category s
is chosen. Equivalently,
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i=sifandonlyifZ, » > ¢, [4.14]
where

£, =Max¥ " -p, [4.15)

5=1..M

Foreach pair (1, .¢,) where u_ s the error term speaified in socioecanomic group
specific equation below. Suppose the specifisd marginal distribution of u, Is G (u)
and the implicd marginal distribution of ¢, Is F, (g) Let g {) be the density
tunction of G ). Define dummy variables D ,s=1,.., Msuch thal

2, =1 Itand anly if ;=35
L =0 otherwise

The log likefihnod function for this pelychotomous: choice model with random
samples of size N is

mi=3Y 3 (D, ng,(Y, <X, 8,0 &,)-5, g+ <

D, In@{ld, Z,7,0-p, 4,00, =X, B0(1T-p%7) [4.16]

whered, =@ “F andd, =d 'G
2 = ihe carrelation coefficient between u and &

When the marginal distributions of u, are npormally distibuted N@.1) (the

assumption which we use here}, two stage technique can be used to estimate the
afjuations,

Y. =X, f.~e,p0(d (Z,#NIF(Z,7)% 5, [4.17]

It lhe poelychélemous choice model is multinemial (ogit model (as In this case), and
he marginal distributions of the potential cutcome functions Y, are normai, we have

2 multinomial logit-CLS two-stage estimation method (Lee 1863:511).

As indicated in equation {4.17], after the selection of the socio-economic groups, we
also estimate equations that are specified as linear funclions for each socig-
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economic group separately. These equations give the living standards of the
household as a function of relevant explanatory variables. The regressors now vary
across the socio-economic groups since | have included variables that are group
specific. For instance, the dummy variable which asks whether the economic head is
employed in the public or private sector is relevan! to wage empioyed households
not to self-employed households. In addition, regresscrs that are common to all
soclo-economic groups can have different degree of importance from group to group.
The education, ethnic group and credit dummies are cases in point. Education might
be more important to determine whether a given household belongs to wage
employment than it determines whether the househoid belongs to the seif-employed
or unemployed households. Ethnicity also matters. Some ethnic groups (e.g. the
Gurages) tend to be engaged more in self-employment,

It is alsa important to note that equation [4.13] can be rewritten as;

Y. =p8X, +z, [4.18)
Yo S B%. ¥, [4.19]
Y, =A%, +&, [4.20)

where ¥ Y and Y respectively, represent the standard of living far the wage-

employvediw), self-employed(se) and unemployed{u) households <

A, X, and X_ are group-specific regressors.
£, &, and g are group-specific disturbances or heterogeneity terms,

An explanation of the living standards of households in the short run ocotentially
requires an explanation of the socioeconomic group to which a househald belongs
and conditional on than choice, an explanation of the determinants of the
household's living standard within that group. If the first is indeed endogenous, then a
selectivity bias would arise in considering the second only. In such a case, the two
elements need to be explained jointly. Meaning equations [4.12] and [4.13] must be
cansidered jointly. They can be estimated using a two-stage procedure as long as a
Heckman-like selectivity term (Maddala 1983), derived from the multinomial logit
eslimation equation [4.12], is included in equation [4.13]. Having included this term In
equation [413], it may then be estimated by OLS to get consistenl estimates
(Coulombe and MokKay 1988).

4.7. Estimation: Selectivity and Heckman Two-Stage
Technigue

Selectivity concermns the presence of some characteristics of the treatment (or
controly group that is both associated with receipt of the treatment and associated
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with the outcome so as to lead to a false attribution of causality regarding treatment
and outcomes (Johnston 1987:447). The idea in the econometric exercise of
modeling standard of living involves an explanation of the socioeconomic group fo
which a househald belongs and conditional on that choice, an explanation of the
determinants of the household’s living standard within that group. In previous
discussions, | have noted that the choice of a socioeconomic group is endogenous.
Thus selectivity bias would arise only in considering the second. The simplest way to
account for this is to run separate regressions, For instance, one could have different
standard of living equations for each sociogconomic group. If allocation into the
different groups is not random, however, our estimates in each equation may be
contaminated by selectivity bias. One of Heckman's insights was that it is somelimes
passible to control for this, He suggested a two-step method. This method is often
used in situations where selectivity bias may present,

Cue to the presence of a selectivity bias, the two-stage procedure |s adopted in this
siudy. The first equation captures the choice of socioeconomic group. The choice
becaomes an endegenous factor in the second equation: le. standard of living
equation for each socioeconomic group. Some dummy variables (e.g. from the set of
education dummy variables) are omitted to avoid the problem of linear dependence
during estimation. The second equation then applies only to those households
belonging to a certain group and gives the living standard of each of the households
as a function of relevant regressors, As mentioned above, because of the selectivity
problem the two eguations must be considered jointly (Johnstong1997; Maddala
1883, Coulombe and McKay 1986). |n other words the problems of selectivity bias
refers to the fact that if equation [4.13] is estimated by OLS without the selectivity
term, we get inconsistent estimates of the parameters.

There are obvious limilts to how much can be inferred about the determinants of
welfare and poverty from househoid |evel cross sectional survey data, even when
employing mullivariate analysis. Both the range of possible causalion which can be
explored and the confidence which can be placed in any inferences is resiricled
tAppleton 1995a:3)

5. RESULTS

The regression results below are based on probit and multinornial logit models. The
multinemial logit selection model has been estimated before the selectivity corrected
OLS model. Meaning & two-stage estimalion technigue was used. The logil model
which is estimated at the first stage related to sociveconomic group choice: Using the
Heckman-like selectivity term from the first stage, in the second stage CLS is used
to arrive at consistent estimates for each of the socioeconomic groups identified,
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5.1. Probit Results

Following the theoretical discussion, a probit model is estimated for each of the
sociceconomic groups and all households taken together, The results are presented
in Table 5.1. The magnitude of the coefiicienis obtained from the probit model
estimation can be laken as measures of the relative influence of the different
explanalory variables on the probability that the household |s poor, The larger the
coefficient, the grealer is the effect of the expianatory variable on the prababilify that
the household is poor,

Most of the prabil results are consistent with OLS results which are estimated for the
sake of comparison bul not reported here, But incensistencies can also be observed
given the sensitivity of the dependent warable under probit to the povery line
adopted. Age reduces the likelihood of being poor while age squared does increase
it. The older Ihe head of the household, il is less likely for the household to be poor.
Being in any of lhe ethnlc groups increases the probability of being poor for all
households ‘and sociceconomic groups, There are different social ‘and economic
axplanations why some ethnic groups seam o achieve a higher level of welfare than
athers. Obyiously, dependency increases the risk of being peor. Farm andior
livestack ownership has the same impact and Lhis is in direct contrast to the OLS
results. We may argue thal keeping livestock or having & farm 5 more expensive in
Addis than ather urban centers. This is due to the high cost of animaldeed (mostly
impored) and high cost of land which makes househalds nel debtors. Ownership of
livestock and farm can reduce the risk of poverty in the long run but in the short run
the ooposite effect might dominate as we can gather from this one shol cross-
sectional analvsis. Besides, households with farm and llvestock ownership are wvery
small in number In the sample considered and the positive impact of such a vanable
might have been taken care of by other regressors, Another inconsistent resull with
the OLS results relates to credil, For seif-employed and unemployed households, i
reduces ths probability of being poor but increases it for the wage-employed
househalds and all househalds taken tegether. But for the latter set of households
the cosfficients are statistically significant and hence the results are more credible
Therefore, on balance, taking loans increases the probability of being poar.

Recejying remittances increase the likelihogd of being poor excepl for self-employed
and wage-employed households, Transfers exist among the poor in poor
communities owing to strong family lies. These transfers may reduce Inequalily
among the poor but not the incidence of poverty. Except in the case of unemployed
households, if the economic head is male; the household is mare likely to be non-
poor. For unemployed housenolds; whether the househeld is female headed or not, it
is equally more likely to be poor, The result supports the widely held view that
female-headedness is relaled 10 being poor. Bul it is difficull to be that conclusive as
the other two regressions lell us a different story. [liness contributes posilively to the
chance of being poor for seif-employed and unemployed households. The result is
statistically significant for wage-employed and for all households in the groups. This
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may suggest that household welfare analysis based only on the health status of the
head may be misleading. Rather a better picture could have been observed if the
health status of all household members (al least the ecanomically active ones) is
considered. However, it is difficult to define health status, If the head is married, it is
more likely for the household 1o be poor and households which have migrated are
less likely to be poor. Given the probit results, religious difference {uniike
expectations) does not seem to matter in affecting the probability of being poor.
Households with heads who have no education and only primary level of schooling
are more likely to be poor. For wage employed households attaining, at least,
primary education makes it more likely for them to be non-poar. Many individuals are
employed in low level public sector employment in the city earning 105 Ethiopian Birr
which is the recent minimum wage and above the poverty line defined here. But for
seif-employed households, even tertiary education {except vocational and technical
training) increases the probability of being poor.

Table 5.1. Probit Resy__!ts

Regressor | Wage Employed Seif-employed Unemployed All
[fge ] Dzaa G 00103 0 02(-2.50) 0 0205(6.%
| Age Sauare G001(14.3) 00077 3 05002030, 0.009[24.0)
| Ambara L0369 O 12504 7Y 00860y £.127(8.5)
| Thuid 0.g51(1.0) S0P THT &) ) (6T 64) L1303
| Creait 2 OFE[ 3 AT455(-1 73] 0 0 -0.02) OC345872 3
| Firm G050 N D.2145: 121 2003320 04} & D.0041(-0.7)
=D | 1. 305(-0.3) 086 11 0 PEND ) 000800 5
| Gurage 007920 0.00E30 1) 0850 5 0105704 0
| Heaa 40030 1) 000 5) DLE46(Y 1) O0es14) |
| tlsaitn 4 037(-1.6) 003413 IR 0 1420E 8

Mg D 1715(2 8 002810 5 -0 G2G{ 0 5 007214 G
| Migrant A113.3 8 024504 5] 001503 003611 BY
[ Megim LzEa) 0 B3ALZ5 078803 2) 0.065(0 4}

i 0036812 0.8715 2) - 06755 5)
| Cig 0 5410108) 24315 5] 0080 ) 0 BOG(12 5

Bithodaz 010835 0 511{-16.7) EETER] 0.0030 01)

Pension 5 ORD(-2 3 013302 5 00611 3 0.085{4 2

Frad 007007 4 1 01006 &) a0120 2 0 SEATE 7)

|| Plblz C.02101 03 - - -
Remit + 00040 14y 014854 &) 01230 °6) 0 O71i4 )

Hatreneh DOTE{ ) 022-2 7 01401 4) A3 OTE-2.1)
Sced ALETF 1] OA3S(EE) 0 FRBIA 1 0 ETA103]
| Size 00358 1) OHIZ-5 T X050 04y 0 (44115 31)

Tpnancy - 0a1(-0 1y A28 G0 D117 5)
_Terled 0OE-10) 1 1117206 4 : 4730004
| Tored D010 3) DATE Y R CAT-1 1) 05773
| Wulnor 0 022{-1.1) AUsAI 0L052(1 5) 003407 20

Digma - O CaTIA £)
| Tigre - i 0023003 Q155¢5.4)
| Crhor - | - . 0 09410 .5

I Trea | ‘ OHSS(S T 00700 1) 0BRI5 6)
I:___I—:-‘I:-a . D070 i
I Constant 51000 -3 3408 6 [ -1 518(.5 3) | -2.36(:11.4)

Note: Costlicionts far some Teqressors ane nal repared due |o two factons. Cno of the regressor congidered ic Qroup spedific
ard fwo Lhe software lejeciad thom dunng led@tion: The figures in the carenthesss ane [-ratics
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This might have impdrtant policy implication to the education curriculum of ihe
country which will be discussed in the policy section below. Only household heads
wilth vocational and technical training have a lower chance of being poor. Households
wilh pensioner heads are more likely to be poor. This is consistent with the small
amount of pensicn income that pensioners receive and the limited social security
benefits they get from the government. Wage-employed households that work in the
public sector and that have retrenched economic heads are less likely to be non-
poor, In addition, unemployed households with laid off heads are more likely to be
poor and this strengthens the fact that households which are more likely to be poor
are those which have heads who became unemployed due to reforms, This group of
households might constitute what are recently termed as the newly poor.

IT the househald owns dwellings and has a large family size, it is less likely for it to
hecome poor. This is true for all excepl for self employed households, Except for the
sample of households studied here, the resulls can not be bases for generalizations.
This |5 because the type of the majority of the housing units owned by households
arz low guality dwellings which are mastly not conducive for the welfare of family
memhbers. Therefore, ownership of a dwelling unit does not necessarily contribute to
the probabilly of being non-poor. Besides, the result related to family size is not
consistent with the QLS, |ogit and the selectivity cormected OLS results. Except for
wage-employed households, these who experienced food shortages are more likely
in be poor. Food shaertage families do not have savings and any food reserves to fall
back onin times of disaster. This has implication for a food Securitf‘pulicy. Among
self-employed households those households whose heads are engaged in female
business activilies are more likely to be poor.

5.2. Multinomial Logit Resulls

The multinemial logit selection model which was discussed in the previous seclion s
estimaled far the selection of the three socicecongmic groups identified in this study.
Condilional on the sociceconomic group to which a household belongs, living
standards are modeled as a function of relevant factors for each of the three groups.
The final regressors considered are based on the discussion in the previous seclion
and an the above OLS and probit results. The results of the two-stage estimation
techinique are reparted in Tables 5.2 and 5.3, The former gives the first stage resulls
of the regression show the marginal effects of the multinomial logit mode! and the
taller gives the second stage results of the regression give the selectivity corrected
CLS estimation results. Variables such as TRED and TERED are omitted from the
education dummies definred to avoid the problem of perfect linear dependence
amaong the vanables.

The marqinal effects reporied show the influence of the regressors considered on the

probability that a particular household belongs o the sociogconomic group in
question
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Table 6.2. Marginal Effects, Part |, Multinomial Logit Results

!_:Erlnhla | Wage Employed Self-employed Unemployed
Conslant | 0.1849(0,368) -0, 38840.000% 0.0000{1.000)
MNoed =B A5T1{0.024) 0.314200.000) 0.028(0.000)
Prod | ~DASTA(0.005) 0.3148(0.000} -0.019{0.000)
Soad | 0.0063(0.826) 0012800 639) -0.02040.000)
Tared | 0.0747(0.424) -0, 149(0.000) 0.0008{0.864)
Age | S0 00150.678) 0.0GZ0(0.434) 0.0004(0.000)
Age Squared -0.00003(0.810 0.0001(0.232) =0.0002(0.000)
Head 0.0277{0.584) +0.0554(0,008) -0.0000(0.988)
Marrigd 0.0215{0.585) -0.0425(0.043) 0.0035{0.178)
Bito 000040962 0.0007(0.807) 0,002 740,000}
Log Likalihood{unrastrictad) = -T30.9
Leg Liksilhoodirestricted, siopes=0) = 8937

Nal#! Figures in parentheses are probability values.

Among all the variables considered, education seems to be a significant factor
influencing the choice of socioeconemic group, If the head of the household has no
education, it is not likely for the household to be in the group of wage-employed
households. Instead, it is more likely for it to be self-employed and unemployed
Likewise, primary ievel of schooling has a negative influence for households to be in
wage-employment and unemployed. But it has a positive influence for them to be
self-employed. Secondary and tertiary level education have positive influence for
households to be wage-employed bul negative influence to be self-employed:
Households are less likely o be unemployed if their heads Ipave secondary
education. If the household is male-headed, it is more likely to be wage-employed
out not self-employed and unemployed. If the head is married, it has a positive
influence on the probability of being in the group of wage employed and unemployed
households but a negative influence on the prabability of being in self-employment,
Large family size has a positive influence on being unemployed and self-employed
and a negative influence on being wage employed. This can be related to the
education vanable result. The smaller the size of the family, the greater the
opportunity for it to support the schooling of its members and hence the greater the
chance for it to be wage-employed. In addition, families with large numbers of
members are more likely (o be engaged in self-employment and often children from
such families participate in children business activity to support their family and
cover their subsistence and schooling expenses. Consistently, wage employed
households have relatively fewer family members and better living standards than
self-employed and unemployed households, Herein below we discuss the selectivily
comrected OLS resulis,

Based on Table 5.3, for each of the socioeconomic group equations, lambda( 1) is
reported before the constant term. It represents the Heckman-type selectivity
correction term in the regression. It is significant for wage-employed and self-
employed households.
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For wage-employed households education has a positive impact on living standards.
To make estimation possible (or to avoid perfect linear dependence) TERED and
TRED are omitted from the education dummies. Quite surprisingly, even having no
education has a positive impact. This might be due to existence of other fagtors
fsuch as inheritance, ownership of profitable small enterprises, remittances) which
raise living standards. These faclors do not necessarily reguire attainment of a
certain level of education. It is possible for the rich to be illiterate and it is so in many
parts of the country, Addis Ababa being nct an exception. For self-employed and
unemployed households, if the heads have no education or only primary education,
fiving standards are negalively affected. Al higher levels of education beyond the
primary level, these groups have higher levels of welfare. Age contributes positively
to the welfare of all households. However, it has negative contribution to self-
employed and unemployed households respectively. Except in the case of
unemployed households, having male heads is associated with lower living
standards. Therefore, contrary to popular convictions, we can say that (at least for
Addis Ababa) families with female heads are nof necessarily poor. |n all the groups,
family size and credit have significant negative impacts on standard of living. Access
to credit may not be an indicator of better production and welfare-enhancing
opportunities for urban households as it is for their rural counterparts. This may be
the reason for the negative association between loans and living standards in the
capital,

%
Table 5.3, Model of Determinants of Standard of Living
QLS Results (Pan Two of the Two-Stage Procedure]
|'| Variabla == Wage Employed  Self-employed I Unempioyed
(I Dependent Varante FCT PCT PCT
Lamibpda -0, A0 008 S154 2040 013 12 TTI0 303)
Caonstant | 171 T2(0.002) A4 2RO 001 337400 196)
[ 147 96i0.015) 55 41200, D06 56 5130 053]
Pred 164 DB0.007) 0 2640124} B 3330 B8]
| Sced 35.74(0.001) 56.717,0.017) & £10010.046)
| Terded 54 37300 007 1941 7OM0 D000 138 0000003
Age 3 B4RID DAT) -1 DELE0 451 121530 727)
| Age Smared 0 O1R(DA12) 0 018 4565 010280 215)
Heize] ~38 D140, 041) 1B BED 728) LATES0 BT
Sitg <12 110i0.000) A 5000 0141) -5 300 088)
[ Warned A1 1500 3373 0 261[0 8] EEEEEET ]
§ Credit 12 358(0, 141} 13,5220 206) -2 TEID a0y |
Tenancy B BETD.403) 20 B0 055 30 VES0051)
WAUAlim 25 581(0.267) -2 1B3( 535 70 426(0 153
Orthodax A2 977(0 345) E2.3390 18T) -20 GBS 611
Child = 0210015 13 3000 D07) -2 516(0 9dd}
Ambaig 0 73400 525 26,5660 061) 4. 20800.688)
Gurage -8 BEGID 573) 5 15710 654) 1 28710 S44)
Sampls Ad2 ] 158
R Squared Q30 Da2 a3
Adiustes 2 Squared | o2g (X 023
F-ERatists 1052 422 372
Prob Value 0 D000 Co 0000 0: 00001

Mote: The figures in parenineses are probability values. All resulls are generated using a software of fimited
dependent variable modets, Limdep Version 7.0
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The result is consistent with a study made in Cote d'lvoire (Glewwe 1891) and
inconsistent to the finding of a study made for Mauntania (Coulombe and McKay
1896), It is not clear whetner the resuit reflects the fact that poor households are less
creditwarthy, or that non-poor households are not poor because they did not take oul
lnans. Generally the result should not imply that credit for the urban poor is not
essential to improve living standards. Group lending for self-help groups and loans
granted to set up micro-enterprises are essential channels of assistance to the
majority of poor people in the developing world. For wage-employed households,
marriage has a negative impact on welfare while it has a weak positive impact on the
welfare of self-employed and unemployed households. In all groups, ownership of
dwellings has a positive impact on standard of living. Owning a house may give
households the chance to rent it out to somebody else and get some money to live
an. Most households do this In the capital, especially for migrants, but often at a very
low monthly rent. The standard of living that we are talking about can be very low
and the positive impact of owning the dwelling unit might be a slight improvement
from this very low level of living standard. Being a Muslim is related to higher welfare
except In the case of self-employed households, which is statistically insignificant.
Eor all groups of households whose head is an orthodox Christian have lower living
standards, This Is in line with expectations. Consistent with all regressions,
dependency has a negative impact on household welfare. For wage empioyed and
self-employed households, having a head from the Amhara ethnic group has a
positive impact on welfare but a negative impact for unemployed households. If the
head is a Gurage, this has a posilive welfare impact on self-employed and
unemployed households and a negative impact on wage employed hguseholds. The
Gurages are often engaged in small and large scale trading and are rarely engaged
in wage employment.

6. RECOMMENDATIONS

Based on the above discussion of the regression results, the following major and
priority policy areas have been recommended. The recommendations should not be
considered as conclusive and the reader should recognize that they emerge from a
single case study based only on Addis Ababa. They are context sensitive.

Education seems a key faclor throughout in this study in affecting the lving
standards of households. Increasing enrollment at the primary level can be an area
of priority. Ethiopia's enroliment ratio is one of the lowest in the world, The costs of
expanding the provision of education and restoring quality in the educational sector
are considerable. |mproving quality and expanding services for the growing
population of Ethiopia would remain in the hands of the government. Investment in
education is generally recognized to be essential for long-term economic and social
development (Mulat 1997). According lo our results, househoids who have at least
primary schooling are more likely to be self-employed if not wage-employed.
Emphasis on improving the content of the curriculum may bring a substantial benefit.
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It is more appropriate and beneficial if it focuses more on topics with substantial
practical orientation. In the era of adjustment, the movement from formal to informal
sector of employment is common (Pramila ef al.; 1998) and education can be a good
mechanism to enable households better survivars in the informal sector. Some
individuals even with good higher education background could not be able to do
nothing more than the office routine which can be mastered by anyone. They lack
the practical aspect of educational fraining that enables one lo be creative and
engage oneself in self-supporling aclivities. So the content of the curriculum is
crucial and need to be revised in light of current labor market demands.

in Ethiopia, like in many other developing nations, well-developed pensions, public
transfers and social assistance (safely net) schemes are lacking. The population
instead has to rely on traditional praclices. We have seen that the probability of
being poor has not been reduced due to the existence of transfers among
househelds in the sample. This is often due to the fact that it is the poor who make
the transfers to/from the poor. In addition, pensioners are relatively poorer than other
groups of society, This requires increased government responsibility in providing
some social security (e.g. increased pension payments in line with rising inflation
rates, new social benefit schemes. .etc). Providing social assistance by the
govermnmenl has benefits beyond improving household welfare. For instance, the
absence of any meaningful social security system in the country is one of the most
responsible factors for high fertility rates because parents do not have any suppart In
old age and they resort to the decision of having more children for oldgage insurance
purposes. Therefore, il is possible to change the attitude of households towards
having large families by improving the social security schemes that are in place now.

Family composition and size are important variables in the analysis of poverty in a
country such as Ethiopia, which is the second most populated nation in Sub-Saharan
Africa. The regression results reaffirm their importance and the need for appropriate
attention and urgent action by Lhe government to deal with them. A combination of
palicy measures (e.q. education and population paolicies together) can have a series
of positive resuits. Educating mothers can reduce fedility and hence family size,
which will lead to better living standards. Thus, more education means not only more
ernployment opportunities but also it means limited family size and better welfare.

Food shortage is a common problem in Ethiopia and all households surveyed with
prior food shorlage experience have a higher probability of being poor. Thus, the
government can reduce the Incidence of poverty in the nation by ensuring food
access lo households. For urban households this can be achieved by providing food
at subsidized prices especially by focusing on foed items that are commonly
cansumed by the poor,

Poverty in Addis is to some extenl a result of rural-urban migration. Most migrants

come 1o Addis in search of a better life. All those who migrate 1o the city deo nol have
better living conditions and some even are worse off by making the decision to leave
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their original place of residence. The government can reduce the extent of the influx
of migrants by creating similar facilities and living opportunities in other parts of the
country. Lip-service to all these policy recommendations |s futile and self-defeating,
What matters is their implementation for which the government has to commit itself
in no time.

CONCLUSION
The following list briefly summarnises the study.

A.) Three different approaches (OLS, Probit, Multinomial logit and selectivily
corrected OLS) are used {o model poverty and Its causes in urban Ethiopia. All the
approaches were previously used by different authors for two countries in different
times. For Cote d'lvoire, Glewwe (1991) has estimated a reduced model (OLS) to
derive estimates of household welfare, and for Mauritania, Coulombe and Mckay
have estimated a probit and OLS models in 1893 to examine the causes of poverty
and a multinomial selection |ogit model in 1996,

All the resulls (with few exceplions) that are generated in this study using the
approaches are consistent and hence the results obtained can be considered as
credible. The multinomial logit model is preferred to the other two because it
dissaggregates households into different groupings instead of con®idering them as
similar. And based on that socio economic choice, (he determinants of the standard
of living are identified, The OLS focuses both on the poor and the non-poor and in
some way similar with the selectivity corrected OLS, But If the focus is only to
examine the welfare of anly the poor, the prabit is better

Instead of comparing the pros and cons of the approaches, an interesting result
emerges which is the consistency of most of the results under the different
approaches. It seems that methodological differences do not lead to significantly
different conclusions. The results of the study are consistent with a similar study (with
a different methodology) for urban Ethiopia (Mekonen 1997).

B.) Education matters a |ot for the welfare of households in Addis Ababa. Households
with better level of education are relatively richer. But this does not mean that all
economic heads with better Income have better education.

C.) Urban poverty is a serlous problem in Ethiopia and need to be treated separately
since it has unique features,

D.) Female-headedness is not necessarily related to lower standards of living,

E.) Married households are not necessarily better off than divorced , separated and
widowed households,

F.) Food shortage significantly contributes to lower househald welfare.

G.) Unemployment and poverty are positively correlated in Addis Ababa.

H.) Credit access is negatively correlated with living standards.
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ANMNEX
A. Poverty and Decompositon Indices

The discussion of the P measures is based on the formula described below. They

are computed for the poverty line defined in this study. These measures are the head
count index (P ), the poverly gap index (P,) and & measure of poverty intensity

(P, ). As discussed in the text, two aspects are of interest: incidence and the depth of

poverty. The former is conveniently summarised as the proportion of households in
the populations of interest who are poor, and.the latter by the mean proportion by
which the welfare level of the poor falls short of the poverty line, Both of these may
be derived as special cases of the widely used P_ indices of poverly proposed by

Foster, Greer and Thorbecke (1984) and defined as follows,
P, =1n Z"_l (z-y,/2)".

where

n = the total number of households

q = the number of households identified as poor

z = the poverty line

y = the standard of living measure of the household identified as poof®

g = a non-negative parameter reflecting the relative weight given to the poorest
amaong the poaor.

Individuals have been ranked from the poorest { i = 1) to the richest ({ = n). In the
special case in which @« = 0, the index reduces to a measure of the incidence of
poverty;

P, =q/n

This index takes into account the number of poor people, but not the depth of their
poverty, In the case in whichz =1, the index may be written as follows;

P,=an *Z-u /Z
where , is the mean income of the poor.

The index P, is thus the product of the index P, and a measure of the average

1

amount by which poor households fall below the poverty line; in other words, P takes

account of both the incidence and the depth of poverly. It is not, however, sensitive
to a mean preserving redistibution among the poor. For higher values of a,
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increased weight is placed on the poorest of the poor, the P, Index, for example,

takes account not only of the incidence and depth of poverty, but also of the
distribution amang the poor.

Agpart from their ability to capture the different dimensions of poverty, another useful
feature of the P class of indices is their property of decomposability. This means

that, if the population can be divided inlo m mulually exclusive and exhaustive
subgroups (as it has been done here), then the value of the index for the population
as a whole can be written as the weighted sum of the values of the poverty indices
relating to the subaroups (P . where j = 1,..., m), where the weights are the

(5 )

population shares of the subgroups {KJ ¥

Given this decomposition, the contribution of group | to national poverty or total
poverty In a particular region/city can be calculated as

B =5 B[P
i ;A a

in this study, the coniribution of each of the socio-economic gmups {o the poverty in
Addis Ababa is examined,

B. Adult Equivalent Scales

To arrive at the per capita figures of the living standards measure, we use household
size. The size of the household is defined in adult equivalents. Because, children
consume less than adults, they are given less weight in the adjusted measure of
household size. We need io note also the differences in consumption among the
sexes. There is no any scale developed for Ethiopia, Calculation of Adult Equivalent
Scales (AES) for each household is cumbersome and it is not an ideal alternative.
Therefore, | have used scales used by a study in Ethiopia in 1997 with some
modifications. The scale is more disaggregated and takes into account the
differences in consumption between males and females. | have modified the scales
since some of the original scales seem unreasonable. Inilially equal weights were
given to a baby less than 1 year old and to a 6-year-old child. | have, then
disaggregated the lower scales into three groups based on a scale used in a study for
Uganda following Rawvallion and Bidani (1994},
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| Age Male Female

| <1 year 0.25 0.25

11-4  years 0.40 0.40

| 5-6 0.56 0.56

17-8 0.64 0.64

| 8-10 0.76 | 0.78
11-12 0.80 0.88 |
13-14 1.00 1.00 |
15-18 1.2 1.00
19-59 . 1.0 0.88
>80 H 0.88 0.72

C. The Socloeconomic Classification

It is important o know houaseholds or group of households which are experiencing
poverly and mare (or less) likely to suffer from it. it is often assumed that risk of
ooverly is related to class status such as warking (wage or non-wage employment) or
nan- warking.. etc_ Initially the idea was to have four groups of households but the
number aof groups was eventually reduced to three because of small sample sizes.
Using the source of income of households as an indicator, the fﬂlluwine three socio-
gconcmics groups are identified;

1. Wage-employed Households

This group consists of households (445) that obtain wage/salary from employment in
the public and private sectors, casual work, international organizations, and producer
and/or service cooperatives.

Few people are employed in the private sector which is believed to be well paying.
Next to the public sector, casual work is an important source of wage income for
households, This fact is important and need to be recognized when we analyze the
regression results on the standard of living of wage employed households. Mare
dependence on casual employment, for instance, implies more dependence on
irregular income source which makes households more likely to be poor.

A rough inspection of the data showed that wage employment in the private sector s
nol accompanied by higher wages despite expectalions, In most of the cases, the
wages are similar or even |ess than the ones in the public sector employment except
in some cases. The number of households is not as large as thase employed in the
public sector employment. Therefore, comparison (s not possible and the idea of
spliting the wage-employed households into two distinct socio-economic groups, viz.
those employed in the public and the private sector is abandoned.
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2. Self-employed Households

These households (274) generate their income from various activities such as small
businesses (run by individuals as employers or own accounl workers), fernale and
children business activity. 294 individuals own small businesses; 241 individuals are
engaged in female business activily and anly 52 children (ihe data which | very much
suspect to be underreported) contribule to household income by paricipating in
children business activity.

Almost all of the households owning businesses have participated in commercial and
service giving activilies. For instance, 49 individuals own shops; 43 undertake textile
preparing/manufacturing; and 39 paricipate in food preparing. Other activilies in
order  of imporance  include  handicrafis  (non-wood)-37; running a
restaurant/bar/notel-30; gullit { & local term which refers to an open and small
market-place where small items such as vegetables, fruits and roasted grain is sold)-
28 and transport-25,

Female-headed households are more likely to participate in female business activity
than other types of self-employment activities. Those activities are survival
mechanisms for most of Ethiopian women. Those who are divorced and who became
female heads for various reasons invest in small household business activities to live
on the insignificant profit that may accrue. The most impordant female business
activities, in order of importance, are; %

-making/selling teffa‘areqi (local alcoholic drinks)

-making/selling infera/dabo/kelo{local names for a traditional pancake which is a
staple food all over the country except few areas/bread/roasted grain)

-s&lling other food items

-making/selling handicraft/pottery

-selling vegetables/fruits

-collecting/selling firewood/dung-cakes

Households which are engaged in any farming or any agricultural activity (e.g.
households that own livestock/poultry) are included within self-employed households.
These are insignificant since we are looking at the most urbanized center of
Ethiopia;- Addis Ababa (the capital). This activity is more cammon in the other urban
centers:

3. Unemployed Households
This is a residual group and an aggregate of different types of households. This
group of households (159) consists of households with one or more individuals

receiving different types of remittance {domestic and/or abroad), gifts {in cash and/or
in-kind), food aid, inheritance and pension and the economically inaclive (children,
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the elderly, handicapped....elc.) and those who are economically active but who are
unable o find any employment

Generally, we can see how the above classification involves a high degree of
agaregation, This might hide some important facts about the standard of living of
some households or individuals that we could have gathered otherwise. Faor instance,
the case of separale treatment of households receiving remittance and pension from’
unemployed households, or the separate treatment of inactive households from
those with sconomically active family members could have been more insightful,
Even if the data allows it we suffer from small sample size if we use a disaggregaed
classificalion. So for purposes of reasonable analysis given the data, the abave
classifications are the ones to be used in this study

The abeve classification is based on income source: that is the highest income
eaming activity determines the socic-economic group of the househaold. The socio-
economic classification picks only the source with the greatest contributions and
neglects oiher income sources. In reallty, for some househaolds, income sources are
diversified and are very limited for some others. To capture these differences,
different dummy variables such as RETRENCH, PENSION, HHFBA, AND PUBLIC
are defined {see variable definition below).

D. A Note on the Econometric Estimation &

The data is stored in SPSS/PC+ form and the estimation using limdep could not be
carried out without converting the data files into an earlier version of exce! files which
is acceptable to limdep. The OLS regression results in chapter eight are generated
using SPSS 7.5 for windows while the probit and the multinomial logit models are
estimated using LIMDEP Version 7.0,

Beth rasults of probit and logit models are identical in the sense that in both modsls
the least square resuits are used for the slarting values. After estimating the logit
model, the marginal effects had to be calculated since we are interested to examine
whether the regressors chosen for this purpose have a positive or negative infiuence
an teing In one of the socio-economic groups we have defined. Theoretically, the
model has no fit and there should be no significant coefficients.

To calculate the marginal effects, a programme listed on pages 479 and 480 of the
manual for LIMDEF Version 6.0 was used wilh some medifications such as setting
up the NAMELIST for X and the CREATE for the dependent variable at the top of the
routine

The second set of regressions performed using LIMDEP Version 7.0 include the

estimation of the selectivity corrected OLS after estimating the multinomial logit
selection model. Essentially, the estimation is made at two stages. Unlike the probit

34



Ethlopian Journal of Economics, Volume Vi, No. 2, Ociober 1587

estimation technigue. A (the selectivity term) is nol computed using F'X. Rather we

use a transformed variable: The model command for the two-stage estimation was
taken from pages 621 and 822 of the manual for LIMDEP Version 6.0, The command
requires the user to do programming to define subvectors of a, to compute the
predicted probabilities for the logit model, to make the sample selection, compute
lamida and delta and to define the regressar vecior for the primary equation. After a
failure of a number of attempts the results which are reported and discussed in
chapter gight were obtained.

E. Definition of Variables

Based on thae available dafa the following dependent variables and regressors were
identified. Only variables that are believed to be more influential as determinants of
standard of living and those that can be oblained from he data are defined.

Dependent Variable(s)

FCT= Total household expenditure per adult equivalent per month.
FCF= Food expenditure per adult equivalent per month.

Education Variables (defined for the economic head)
MNoed= 1 if the head has never attended any schoaoling; 0 olherwise. <

Tred= 1 if the head has attended traditionalireligious school only; 0 otherwise.
Pred= 1 if the head completed primary school; © otherwise,

Sced= 1 if the head completed secondary school; 0 otherwise

Tered= 1 |f the head completed technlcal/vocational training; 0 otherwise,
TerZed= 1 if head completed college or universily level training; 0 otherwise

Other Characteristics of the Head

age= in years

orthodox=1 if head is orthodox Christian; 0 otherwise
ather=1 If head is other Christian (Frotestant, catholic...ete.); 0 otherwise
muslim=1 if head is Muslim; 0 otherwise

Head= 1 if head is a male; 0 oitherwise

married= 1 if the head |s married; 0 olherwise
Amhara= 1 if the head is Amhara; 0 otherwise
Oromo= 1 if the head is Cromo; D oltherwise

Tigre= 1 if the head is Tigre; 0 otherwise

Gurage= 1 if the head is Gurage, 0 otherwise
Health= 1 if the head suffers any iliness; 0 otherwise
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Demographic Variables

Size= Number of househoid members

% child= proportion of household members aged less than 15 years

% old= proportion of household members aged more than 85 years
migrant= 1 if household migrated during the last ten years, 0 otherwise

Other Variables that Apply to all the Socic-economic Groups

gredil=1 il the household takes credit; O otherwise

rerrit=1 if the household gets remittance and/or any other suppon; 0 otherwise

gift= 1 if the household gives out remittance and/or other suppor; 0 otherwise
pension= 1 |f the househeld gets pension income, 0 otherwise

farm= 1 if the household is engaged in any farming aclivity or owns any
livesiock/poultny; O otherwise

retrench= 1 if anybedy in the household is retrenched; 0 oiherwise

Tanancy= 1 if the household owns a house, 0 otherwise

Yulnar = 1 if the household ever experienced food shortage, 0 otherwise.

Varfahles Specific to Wage Employees
public=1 if the househoid head is employed in the public sectar, 0 nthe:mse
Variables Specific to Seli-employed Households

HHFBA=1 |f the household is engaged In household female business activity, 0
ocltherwisa
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EXPORT EARNINGS INSTABILITY OF ACP
COUNTRIES : A TIME-SERIES ANALYSIS'

Belay Kassa”

Abstract

This paper examines lhe lovel of export eamings instabiitios of ACP
couniries (African, Caribbean and Pacific states signalores of the Lomé
Convantion) ; their evolution through time and across counites. At present,
this group comphises of seventy developing countries. This deliberats choica
of the sample was dons i order to examing whather fluctuations in export
earnings of these countries have ralatively decreased as snvisaged by the
STABEX system, of the Lomé Convention, intraduced in 1975 by the
Eurapsan Economic Community. The country coverage of pravious studias
on export darnings instabilties was generaly imited and most of the ACP
couniries have been rather ignored. Therefore, instability indices for
merchandise exports were compuled for & tolal of thirty-nine ACP countries
over the perfods 1970-1879, 1980-1890 and 1970-1850. The results of ihe
study indicate that instabilty indices vary across countries. Mogovar, a
comparnson of the indices for 1970-1979 and 1980-1990 reveals that for
mare than fhalf of the countries in the sample (21), there was a reduction on
the fevel of export instabiity between the two periods whereas for fifteen
countries the ravarse was trua. it was enly for three countrias that instability
indices ramained the same batween 1970s and 1980s,

1. INTRODUCTION

There is a growing literature that attempts to explain the economic impact of export
eamings instabilities on the economies of Less Developed Countries {Coppock 1862
and 1877, Demeocq and Guillaumont 1986, Knudsen and Parnes 1975, MacBean
1966, Love 1987). However, no firm and general conclusion emerges from empirical
studies about the effects of export instability on development. There are two types of
empirical studies on export earnings instabilities: cross-country studies; and specific
country studies

The former analyses export earning instability (its causes andfor consequences)

" Assistant Professor, Alemaya University of Agriculture, P.o. Box 138, Dire Dawa  The final version of this
article was submitted in September 1999,
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among several countries and the latter focus on individual country studies. In
general, cross-country studies do not take into account the specific conditions in
each country and their results do not provide relevant information for a particular
country included in the sample. indeed, effects of export instability depend on
economic policy reactions, which differ among countries; cross-country studies would
then be inadequate to give economic and policy recommendations for any country
under consideration’. Despite these anomalies cross-country studies helped to
produce empirical evidence on the relationships between structural economic
vanables and export instability. They were also quite useful in revealing variations, in
export instability levels, among different groups of countries and commodities. In the
same line, Demeocq and Guillaumont (1986:2) argue that cross-section analysis may
evidence some effects of export instability distributed over time even more easily
than a specific country time-series analysis. However, specific country studies have
the advantage of focusing on the specific reaction of countries to instability, This
study was carried out on country by country basis. The specific objectives of this
papar are: lo compute export earnings instability indices for ‘each country in the
sample and to compare them across countries and sub-periods; and to investigate
whether there are relationships between higher levels of export eamings instability
and degrees of reliance on few export commodities.

The rest of the paper is organised in three sections. Section 1 deals with the
methodology used in the study where the study period, countries ingluded in the
sample, definition of terms and instability measures are discussed. Section 2,
presents the results of the study including some comments on the statistical results.
The final section summarises the main empirical findings and draws appropriate
conclusions.

2. METHODOILOGY
1.17. Data Coverage

Almost all studies on export eamings Instability deal with periods ending before 1980,
ihey, therefore, do not take into account the instabilities of the 1880s, This study
covered 20 years, from 1970 to 1990, For most of the ACP countries consistent and
reliable data on merchandise export values in US dollars are available anly for the
pericd beginning in 1970, Therefore, the absence of data on merchandise expord
earnings faor many of the ACP countries, for the years befare this period, rules out the
possibility of extending the study peried before 1970. As data on services exports
were not available on consisteni basis for many of the countries in the sample, in this

study, merchandise export values were used to compute the instability Indimas}_

With regard to the methodological approach, the analysis of export instability would
be first made for the whole peried (1870-1990) and then repeated by splitting it into
two sub-periods (1970-1979 and 1880-1980). The two sub-periods are associated
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with recognised phases of world economic activily. The early 1970s mark the
beginning of unexpected and unprecedented large swings in the commodity prices
including twao oil crises. Although the latter produced a new group of rich developing
countries, the non-oil exporting developing countries were severely affected by their
mounting oil import bills and faced balance of paymenis problems. As the seventies
proceeded, the oil crises and the glut of petrodollars resulted in massive commercial
loans by financial institutions to many of the ACP countries. With regard to the
situations in the 1980s, many ACP countries had been hard hit with the collapse of
commodity prices, deterioration of their terms of trade and the debt servicing
difficulties. These conditions had forced them to implement economic structural
adjustment programs which, in tum, were believed to bring about substantial
reduction in imperts, devaluation of the national currencies and expansion of exports,

The analysis of the level of instability through different sub-periods helps, therefore,
to examine any possible changes in the stability of foreign exchange eamings of the
countries in the sample because for many of these countries export eamings are
their only source of foreign currency. The foregoing discussions make it clear that the
effects of export instability on the economies of the countries in the sample wou!d be
different in the 1870s and 1880s because of the higher possibility of resorting to
foreign financing during the 1970s.

1.2. Couniry Sample
L

Data availability constrained the sample size. Due to lack of sufficient information on
export earnings of thiy-one ACP counlries over the period 1870-1880, they could
not be included in the study. Thus, instability indices were estimated for only thirty-
nine ACP countries’, The data used are derived from the Interational Monetary
Fund {IMF) trade statistics for they are the sole sources which provide data both on
the total export earnings and the receipts from major exporl commodities
denominated in LS dollars,

1.3. Definition and Measure of Instability

Iristability has been defined in many ways. It is generally accepted now that instability
must be defined relative to a 'normal’ value. This approach involves equating trend
values with the 'normal' or anticipated path of earmings and regarding deviations from
trends as comprising instability (Love 1890:325).

At presenl, there is a consensus among researchers (Cuddy and Della Valle 1978,
Erb and Schiava-Campo 1989, Glezakos 1572 and 1983, Kenen and Voivodas 1972,
Leith 1970, Love 1985, Massell 1964 and 1970, MacBean 1866, Tan 1983, Wong
1986, etc.) to eliminate any trend element from a time series in estimating instability.
The remaval of the trend is required o avoid interpreting consistent annual increase
or decrease as indicating instability. Otherwise, instability, and therefore instability
index, of a series with a rapid or even a constant growth rate would tend to be biased
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upward (Aggarwal 1882, Cuddy and Della Valie 1978). In fact, for the purpose of
measuring instability deviations both above and below the trend line-should be taken
into account. One can either ignore the difference in signs, and take the average of
all the percentage deviations in absolute values or sguare all the deviations first and
then take the square roots of the average of the squared percentage deviations in
producing an index of instability.

As to the instability indices used in the previous studies, they generally differ from
one study to another’ The mast frequently used instability indices are: Coppock's
leg-varance measure; Normalised standard error measure; Semi-log standard error
measure; P\LITD!’EQFESSIUE rnmnrlg average measure, FWB year movmg daverage
measure: and Average absolute deviation from the trend®.

For this-study, the average absolute deviation instability index is used. This index is
defined as the average of annual percentage differences between observed and

calcutated (trend) wvalues, disregarding 'he signs of the differences and expressing
them as percentages of the trend values®. Unlike most of the indices, this one does
not imnose a priori the same trend form for the export series of all the countries in
the sample (Demeccg and Guillaumont 1883:8)." This index allows, therefore, to use
the best trend (linear or exponential) far each country in calculating instability
imdices. The absolute value formulation is also reported to modify the effects of
cuthers white sguanng accentuates their influence (FAD 1987:70). Moreover, the
average absolute deviation Instability index takes into account%the relative
importance of the yearly changes in expor proceeds because it measures instability
for any one year as a precentage of the trend values in that year. Glezakos (1973:672)
nated that this index is independent of the size of the trend. This index is frequently
used by UNCTAD in its Handbock of International Trade and Development Statistics,

3. STATISTICAL RESULTS

In fitting twio-trend farms (linear and exponential) to the export series, the exponential
trend pravided by far the best fit far the majority of the countries in the sample. Thus,
the linear relationship between the logarithms of export earings and time was
significant at the 1% level for ten of the thity-nine counties in the sample; and at the
5% level for seven of the countries, The refationship was not stalislicaily significant
for Ghana, Madagascar, Nigeria, Sierra Leope, Somalia, Sudan, Tanzania and
Zamkbia,

For fourteen couniries, Burkina Fasg, Camercon, Central African Republic, Cdte
d'lvoire, Ethiopia, Gambia, Haiti, Malawi, Mali, Papua New Guinea, Senegal, Tego,
Uganda, and Zaire, the linear trend form provided by far the best fit, The linear
relationship was significant at the 1% level for Burkina Faso, Cameroon, Central
African Republic, Céte d'lveire, Ethiopia, Gamhbia, Haiti, Malawi, Papua New Guinea,
and Senegal, and this relationship was not significant for Liganda.
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A point of interest regarding the econometric results reparted in Table 1 is that
except for Benin, Gambia, Malawi, Tonga, Uganda and Zaire where the estimation
by the method of Ordinary Least Squares (OLS) did not show autocorrelation of the
error terms, in all other cases the Prais-Winsten transformation was applied in order
lo calculate the respective trends and coefficients,

Table 1 shows that in fitting two-trend forms to the export series of different
countries, in nine of the thity-nine countries in the sample both the exponential and
the linear forms, particularly the latter; did not fit the data well. For a more formal
verification of the appropriate trend which may ‘fit best' to the data, it was found
logical to compare, for each country, the relatively better trend indicated in Table 1
with curves for actual export earnings and the one calculated using five years
maoving average method. A careful visual inspection of the different curves for the
nine countries indicates that the five-year moving average trend form provides by far
the 'best fit'. It was noted, however, that in the process of averaging, four terms were
lost (two in the beginning and two in the end). Moreover, in using moving averages
one should be alert to the fact that the length of the chosen interval influences the
degree of smoothing, and where it is small, the moving average tends to absorb
some of the short-term fluctuations possibly causing an underestimation of instability
(Aggarwal 1982:63, Kenen and Voivodas 1972:793, Love 1987:6, Stein 1977:280).
Love (1987:6) has also noted that the moving average is more strongly influenced by
outlying observations than linear and exponential trends. As the goving average
methed has some anomalies in measuring instability and as one of the objectives of
this study was lo compare the degree of instability in different countries, it was
imperative to fit a trend of the same form for export series of the countries in the
sample, albeil, of course, that which best fitted the data for most of them. For the
computation of the instability indices, it is in practice necessary to keep uniformity in
the trend estimation methods. Hence the trend forms shown in Table 1 were used.

Using the trend forms which provided the best fit for most of the countries considered
(Table 1), the instability indices of ACP countries were calculated for the 1970-1990
period and the results are set out in Table 2.

Examination of the instability indices in Table 2 indicaies that the countries which
have experienced a higher degree of instability over the pericd 1970-1980 were
Nigeria, Rwanda and Western Samoa, followed by Congo, Benin, Haiti, Somalia,
Tonga, Niger and Sudan,

In fact, crude oil was the major export product of Nigeria and its share of total export
eamings in 1870-1890 was nearly 80%. In the case of Rwanda, coffee constituted
almost B5% of the total export revenues. As for Western Samoa, coconut oil
contributed about 40% of its total export earnings
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Table 1. Results of Linear Regression between Logarithms of Export Earnings
and Time : 1870-1930

CORRELATION DuRRN LEVEL OF
CouTRY COEFFICIENT T- WALLE F-WALLIE VAT IEM SHOMIFIANEC E
Barbados 0.517 257 6.59 123 e
Benin 0.BE6 7.51 56.35 1.87
Burkina Fase (LIN) D.BB4 B.OoD 584,07 1.59 e
CRmeroon [L'NJ {El} 0y 8918 9485 1.88 e
Central African Republic {LIN) 0774 518 paatit] 1,98 ool
Chad 0713 4.3 18.60 1.87
Congo 0.747 477 Z2TT 1.35
Cdte d'Ivoire (LIN) 0.705 421 17.76 1.58 *2
Elhicpia {LIN) 0.703 418 17.53 1.65 iy !
Fiji 0.739 5.45 28.71 1.60
Gabon 05582 304 921 1.34
Gambia (LIN] 0,908 9.35 B7 40 1.60
Ghana 0342 1.54 238 1.40 +
Haiti (LIM) 3 558 315 8 96 205
Jamalca 0.532 265 710 1.55 -
Kenya 0550 286 8.20 1.84
Madagascar 0,428 <1 403 1.80 +
Waiawl [LIM) 0526 10,70 114.42 1.23 Ry
Mall (LIM) 0.840 1274 162,38 1.56
Mauritiuz 0.641 B.80 | 43,57 1.81%
Maurania 0.901 B.83 Tr.a2 1.73 Hss
| Miger 0.540 272 740 131 24
Migeria 0.438 2.08 4.3 1.68 +
Papua Mew Guinea [LIN) 0867 7.7 54,33 1.45
Domirican Republic 0455 244 5,96 1.52 i
Rwanda 0.459 244 587 1.82 .
Western Samoa 0524 251 583 17 .
Senegal (LN} 0824 616 37.83 1.97
Siemre Leone 0135 0.57 .33 1:59 *
Soimalia g.241 1,06 0.24 1.59 +
Sudan 0,064 027 0.07 168 +
Suriname 0,582 3.03 | 821 1.52 iy
Tanzania 0.256 113 1.27 .68 i
§ Toge (LIN) 0805 575 a3m 134
Tenga 0.751 4 96 24.57 1468 s
Trinidad & Tobaga 0.548 278 772 1.35 -
Uganda (LIN) 0.073 Q.32 010 134 *
| Zaire (LIN) 0.851 7.08 49 T8 142 e
Zambia G187 .81 (65 172 +

Source: Calculated from data in IMF, Idernational Financial Statistics, various issues,
LIN in parentheses dencles that the relationship between the twe varlables is linear.

+ Refers to cases where the trend estimates were nol statistically acceptable |

*=* the estimaled relationship is statistically significant at 1 % level or better and

** the estimated relationship i statistically significant a1 § % level
(a) The period covered only 1870-1988:
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Table 2. Export Earnings Instability Indices for ACP Countries:
1570-1930 (in percentage)

COuNTRY DERL COUNTRY INDEX
{a) {a)
Migeria 32 | Senegal 17
Rwanda 28 | Togo 17
| Western Samea 23 | Ethiopia 15
| Congo 24 | Mali 15
! Benin 23 | Zaire 15
Haiti 23 | Burkina Faso 14
Somalia 23 | Camercan 14
Tonga 23 | Cole d'ivoire 14
L Miger 22| Ghana 14
| Sudan 22| Fiii 14
Trinidad & Tobago 20 | Jamaica 14
Barbados 19 | Kenya 14
Gabon 18 | Sierra Legne 14
Mauritius 189 | Malawi 13
Uganda 19 | Surinam 13
Cominican Republic 13 | Madagascar 1
Zamhia 18 | Mauritania 11
Fapua Mew Guinea 18 | Tanzania 14
Chad 18 [ Central African Rep.
| Gambiz 17

a- The indices were computed after comecting for serial correlation using Prais-4/insten

method when appropriale and the cauntries are arranged in descending arder of expart

earnings instability index.

Source: These indices were calculated from data in IMF, International Financial Statistics, various
issUBSs

The other countries with higher export instability levels derive their foreign exchange
gamings from exports of one or two commodities. For instance, Congo, Benin,
Somalia and Tonga received more than 50 %, on the average, of their total export
earnings from oil, palm preducts, live animals and coconut oil, respectively. Coffee
accounted for almost 30 % of the total export revenues of Haiti. As for Niger,
Uranium was the main export item and il accounied for 65% of ils lotal export
revenues and Sudan received a considerable part of its export incomes from cotton.
It is obvious thal the prices of most of these commodities have displayed excessive
instability in the 19705 and 1980s.

Countries with low degrees of instability in Table 2 are equally dependent, for their
foreign exchange earnings. on few primary commodilies. This siluation may lead Lo
question the relationship between exporl eamings instability and the degree of
commodity concentration. Howewver, it is noteworlhy that the low instability levels in
some countries can be explained by the fact that export earnings from all
commodities may not fluctuate at the same time and in the same direction. Thus,
earning instabilities from some commodities might have been offset by the relative
stabilily of proceeds from other commodities. It goes wilhout saying that lower
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instability level does not imply that exporl earnings instabilities were not harmful for
the economic performance of the countries under consideration.

it is also important to note that the countries with high degrees of export instability in
1870-1990 were not the main beneficiaries of the STABEX transfers. This is because
STABEX is a commodity specific compensatory financing system, in principle limited
to trade flows of mainly agricultural commodities from ACP countries to the
European Union market. Hence, transfers are made irrespective of the evolution of
total export eamings of the countries. In other words, STABEX transfers can be
made even when there js an increase in the total export revenues, In reality, an
examination of STABEX operations over the period 1975-1990 shows that 527
transfers, amounting to 2.9 billion ECU, were made to fifty-three ACP countries for
shorttalis in eamnings from twenty-six commodilies. The six main beneficiaries—Céate
d'lveire, Cameroon, Senegal, Ethiopia, Sudan, Papua New Guinea—received about
55% of total transfers”.

The measure of instability over a long period can gvershadow the nature and degree
of fluctuations in the short and medium terms. Moreover, the index computed for the
entire period {(1970-15%0) does not take into account the change in the trend form or
a break in the trend which may take place over the study period (Binkley 1987:408,
Demeocqg and Guillaument 1985:62. MacBean 1966:365). It was warth, therefore,
dividing the sludy period into different sub-periods in order to understgnd the nature
of export eamings fluctuations in each country and their evolution over time.
Towards this end, the trend values and the coresponding instability indices were
estimated, for each country in the sample, over the periods 1970-1979 and 1980-
18907, As already noted, the “best fit" trend form for each country was selected on
the basis of comparison of the coefficients of determination derived from regressions
of export eamings against the exponential and linear trend forms'®,

For each Country in the sample, the trend form which was used to compute the
instability index is specified (LIN for linear and EXP for exponential).

Table 3 shows that for most of the countries in the sample (21 Countries) export
eamnings instability declined between 1870-1979 and 1980-1990, For fifteen other
countries of the sample, namely Barbados, Benin, Burkina Faso, Chad, Ghana,
Madagascar, Malawi, Mali, Niger, Uganda, Sierra Leone, Somalia, Sudan, Surinam
and Tanzania, instability increased between the two sub-periods. The instabifity
indices of Ethiopia, Fiji and Western Samoa remained more or less stable over the
two sub-periods.

Moreover, for nineteen countries of the sample, namely Barbados, Cameroon, Céte
d'lvoire, Dominican Republic, Ethiopia, Fiji, Kenya, Madagascar, Malawi, Mali, Niger,
Rwanda, Somalia, Sudan, Surinam, Togo, Tonga, Uganda and Western Samoa the
instability indices computed over the entire period 1970-1990 were greater than the
anes computed for each of the two sub-periods. Whereas for twenty other countries,
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namely Benin, Burkina Faso, Central African Republic, Chad, Congo, Ghana,
Gabon, Gambia, Haiti, Jamaica, Mauritius, Mauritania, Migeria, Papua New Guinea,
Senegal, Sierra Leone, Tanzania, Trinidad & Tobago, Zaire and Zambia the
instability indices for the period 1970-1990 were less than or equal lo the indices for
the sub-periods.

Table 3, Export Earnings Instability Indices of ACP Countries |
1970 - 1879 and 1980-1980 (in percentage) 12}

|
Indices | Indices |
1370-197%9 14701879
Country _ 1980-1890 ‘Country 1980-1990
Congo 50 LIN 13 LIN Burkina Faso 12 LIN 17 LiN
[Nigera 43 LIN 26 LIN | Barbados 11 _EXP| 17 EXP
Trinidad and & Tobage | 34 LIN 11 LIN Central &frican | 11 EXP 6. EXP
Fep.
|| Gaban 34 LIN 16 EXF Nigar 11 EXP| 13 LN
|| Hatti 26 EXP 11 LIN [ Uganoa 11_EXP 17_EXP
 Senegal 25 EXAP ¥ _EXP Sudan 11 EXP 18 LIN
Mauritius 2 EXF 20 LIN Ciote d'lvoire 10 EXP B LIN
| Gambia | 20 EXP 11 EXP Ethiopia 10 LIN 10 EXP
| Pagua New Guinea 20 LIN 10 LiN Ghana 10 LIN 16 LN
Fwanda 20 EXP 11 _EXP | Cariercon 5 EXPY 8 EXF
Zaire 20 ExP 3 E¥P Kerya 3 EXP g8 _LIN
Zambia 20 EXP 16 LIN Sierra Legne g ExXP 14 LIM
| Tonga 18 EXP 17 _LIN Somalia | 8 Lin 20 LIN
| Western Samoa 18 EXP 18 EXP | Mall 8 ExP 10 EXP
[ Toge 16 EXP 12 LIN | Benin 6 LIN 33 EXP
Dominican Republic 15 LIN 12 LIM Madagascar & EXP 7 LIN
Jamaica 14 EXP 13 -EXP healawi & EXP 12 LN
| Mauritania 14 EXP 7_EXP Tanzania 6 LIM 11 LIN
| Chad 14 EXP 18 EXP Surinarm 4 EXP 11 EXP
Fiji 13 EXP 13 EXP

(7} The indices are camputed after comrecting for autccorralation when approprate.
Source: Computed from data in IMF, International Financial Statistics, various issues,

A review of the literature on export eamings instability reveals that there is no as
such a threstold instability index beiow which export earnings fluctuations are not
harmful to the economy of a given country. This fact makes it very difficult to
regroup the thirty-nine countries in the sample into different calegories according to
the degree and period of instability.

Inspection of the instability indices in the period 1970-1979 indicates that the first

four countries {with higher degrees of instability) are petroleumn exporters and they
had experienced considerable fluctuations of their export eamnings as the result of the
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oil price 'shocks’ in the 1970s, Moreover, it is interesting to note thal in these
countries crude oil accounted far the lion's share of their foreign exchange eamings
and increase (decrease) of oil prices had a considerable impact on the total export
earnings of the countries concerned,

Over the study period, crude ofl accounted for more than half of the export receipts
of Congo and these receipts were rnul!rphed by 2.8 and 1.5 between 1973 and 1874
and 1878 and 1979, respeutwely Crude oil was also the predominant source of
Gabon's export earnings accounting for more than 70% of the total exports which
were multiplied by 2,52 and 1.57 belween 1973 and 1974 and 1978 and 1979,
respeclively. In 1970-1990, crude oil's share in Trinidad & Tobago's export revenues
was close to 80% and the total export proceeds of this country were respectively 3.04
and 1.3 times higher in 1974 and 1972 than in 1973 and 1978. Nigeria's dependence
on crude oil exports is considerable compared 1o the other three countries. Crude oil
provided aboul 90 percent of the total exporl earnings and between 1973 and 1974
these receipts were multiplied by 2.5 whereas between 1978 and 1979 they were
multiplied by 1.8,

In a nutshell, the above results are in complete agreement with the widely spread
conventional view that high degree of dependence on few primary commadities,
whose prices are subject to extreme fluctuations, is associated with considerable
variations in export eamings, %

2.1. Scope and Implications of the Statistical
- Results

Unlike the cross-country studies where assumptions are made about the relative
hamogeneity of the countries studied and conclusions are drawn for a group of
countries, in this study export instability was analysed at the level of individual ACP
countries. 11 should be noted that export eamings instability of & given country
refiects fluclualions in experl proceeds, caused by country-specific factors, which call
for appropriate policy responses adapted to the circumstances of the country In
question,

The results of this study reveal that couniries which rely heavily an lhe exporis of few
primarily commodities, whose prices are beyend their control, experience higher
tlevels of fluctuations: in their export earnings, This does net mean (hat excessive
dependence on export of few primary commaodities is the sole explanation for export
instability. Other determinants of export instabiiity include: geographical
concentration in the exporl seclor, cormmodity concentratien; export markel share;
domestic consumption ratio; and the proportion of raw materials and food items in
the total export receipts, etc. Wilth regard Lo the results of empirical studies on the
relationships between export instability and the above factors, they have been
contradictory and non-conclusive. Concerning Lhe effects of export instability, it is
said to be harmful fo the economies of developing countries, presumably by affecting
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negatively, economic growth rate (through its effects on the volume of capital goods
to be imported, which is partly a function of stable export earnings), foreign capital
inflow, volume of investment, domestic saving rates, government revenue, public
expenditures, etc, Like for the causes of export instability, no firm and general
conclusion emerges from the literature about the effects of export instability on
development '’

This article does not analyse the sources of export insiability nor does it measure its
effects on the economies of the countries in the sample. This is an entirely different
question and it is not the ane addressed in this study, However, it is worth-noting that
because of the country-level nature of the study and the inter-country comparison of
the findings, any study on the causes and consequences of export instability would
call for the utilisation of data extracted from the same source for all countries in the
sample. Otherwise, the use of data gleaned from wvarious sources could lead to
erroneous conclusions for the quality and reliability of data differ from one source to
another. In facl, because of the impossibility of getting data for many countries from
the same source on the various factors which contribute to export instability and the
economic variables which it affects, empirical studies on the causes and
cansequences of export instability are in general country-specific as well as few and
far between. Moreover, the results are seldomn comparable. Although the resuits of
this study shed light on the levels of export instability in the countries studied, further
research needs to be undertaken at the level of Individual countries so as to examine
the causes and consequences of instability. .

4. CONCLUSION

This paper has examined the export eamnings fluctuations of thity-nine ACP
countries, each of which was heavily dependent on primary product exports, over the
period 1970-1990. The statistical resuits obtained indicate that for more than half of
the countries in the sample, exporl proceeds were more unstable in the 1870s than in
the 1980s. This evidence strongly supports, therefore, the conventional view that
heavy reliance upon a single commodity for foreign exchange earnings can be
troublesome in ils destabilising effects on the total export proceeds. It is also clear
from Table 3 that during the first sub-period, countries with higher degrees of
instability were exporters of crude oil, However, over the second sub-period, the
level of instability was equally important for countries exporting oil and nan-oil
praducts,

Finally, it is worth-noting that as the objective of this paper was limited to the
evaluation of the degrees of export earnings fluctuations, their evolution through time
and across countries, the statistical results do not tell much neither about the cause
of export instability nor about its effect on economic performance of the countries in
the sample,
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NOTES

1 On the inconveniences caused by cross-country studies on export earnings instability, see
for example Love 1988, Massell 1970

2 The guasi-totality of the studies. on export Instability made use of merchandise export data.
To the best of the author's knowledge, the only study which analysed the instability of
sefvices exports (s the ane made by Sinclair and Tsegaye (1330), Erb and Schiavo-Campo
(1862), Coppock {1877) and Knaprnan and Schiave-Campo (1983) have alse studied the
instability of exports of goods and services. In general, services have not been considered
in instabllity studies on the ground that the types and gualities of services exported show
considerable wvarigtion from one country to ancther. Moreover, the geographical
destinations of services exparts are not reported for many countries.

3 The countrigs In the sample were: Barbados, Benin, Burkina Faso, Camercon, Central

frican Republic, Chad, Congo, Cote d'|voire, Daminican Republic, Ethiopia, Fiji, Gabon,
Gambia Ghana, Haiti, Jamaica, Kenya Madagascar, Maiawi, Mali, Mauritania, Mauritius,
Miger Migena, Papua Mew Guinea, Rwanda, Senegal, Sierra Lecne, Somalia, Sudan,
Surnarm, Tanzania, Trinidad & Tobage, Togo, Tonga, Uganda, Western Samoa, Zaire and
fambia

4 For & detailed discussion of the different instabiiity indices, see Love 1887 5-12, Demeocg
and Guillaumont 1883:8-9,

5 As to the effects of the choice of nstability index on the results and conclusions of cross-
country studies, we find cantradiciony repors: some authors (Coppock 1962, Demeocq and
Guniaumaont 1885, Erb and Schiave-Campo 19689, Slezakes 1973, Massell 1964) found
sianificant correlation oetween different instability indices, for other authogs (Kenen and
Vowodas 1877, Knudsan and Parnes 1575, Love 1880, Lam 1883) the method of
mEEsuling export instability dees not seem to matter very much] finally, some authars
iGlerakes 1983, Glezakos and Nugent 1983, Leith 1970, Sinclair and Tsegaye 19943, Tan
1883 reported that the choice of the Instability index has a significant effect on the results
of crass-countiy studies

B The Average Absolute Deviahion [nstability index [AAD) s computed by using the fallawing
farmula

0, $(x-4

AAD = i
74

here:

X and X are actual and trend values in period .

n 1is the number of years considered in the study

7 For a description of the inconveniences of a prier choice of the form of the trend, see Tan
105y 240

8 For more information on the principal beneficiaries of the STABEX. transfers, see
Delahousse 1993,

g The tength of the time-series Is relatively short However, it is interesting to note that in
previous studies the number of time periods (years) used to estimate the trend which best
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fits the time-series data on export earnings varied from one study to ancther. Coppock
(1877.8), for example, argued that there is no theoretical principle to determine the
appropriate number of years and suggested that as a rule of thumb, about a decade would
seem sensible |n practice, the availability of reliable and consistent data, particularly in
gariier studies, did indeed constrain the coverage to around ten years and, while there has
been some vatiation, such a period tended to become the tact convention (Lave, 18878}

10 Additienal infermation on the regression results for the two sub-periods is available from
the author on reguest

11 Figures on the contribution of crude oll to the total export earnings of Congo, Gabon,
Migena and Trimcad & Tebago wers computed from data in IMF, International Financial
Siatisfics, vanous issues.

12 Feor & detailed explanation of the consequences of export Instability and the results of
different empirical studies, see Belay 1984.331-345 and Love 1987:11-37
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INSTITUTIONS AND ECONOMIC DEVELOPMENT:
A SURVEY OF ASPECTS OF THE NEW
INSTITUTIONAL ECONOMICS

By Dejene Aredo”

ABSTIRACT

fn recent years. the New Instilutional Economics, though yet at its formativa
stage, has ganed currency among some economists and donor agencies
ke the Word Bank However, its subject matter and its relevance fo current
issues are litle undersiood by many researchers interested in developrment
problems. This paper presents a survey of the lteralure and a raview of the
current state of the New Inslitutional Economics (NIE) with a focus on ifs
maaning. strengths, weawxnesses and current argument about i3 role and
imporance in the devefopment process. The paper undsrlings (ke
importance of the NIE and dentifys agenda for future research.

1. INTRODUCTION

The New Institutional Economics (MIE), though yet al its formative stage, has gained
wide currency in recenl years. Its importance was underlined with the award of the
Nobel Prize to two |eading institutional economists, Ronald Coase in 1991 and
Douglas North in 1883. Currently, an increasing number of economists have shown
interest in the MIE, as can be suggested by the volume of publications that are
coming out. Non-economists, too, are perhaps interested in the subject because
economists have finally come out with a school of thought that would provide a
forum for an interdisciplinary discourse on the problems of development.

However, to the exient thal the majority of economists and non-economists are
concerned, one can argue that the NIE is little understood. Very few professionals
appreciate the subject matter and the basic assumptions of this theory, Even the
meaning of ‘institutions’ and why the adjective 'new’ is included in the nomenclature
of the theory may not be clear to those who want to know maore about the subject,

The literature on the NIE, though impressive, is not readily available for a researcher
and policy makers who want to acquaint themselves with its essential features,

° Associate Prafesser, Department of Economics, Addis Ababa University. The final version of this article was
submitied in December 1989,
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Maoreaver, most of the studies deal with conditions of industrial countries and they
have limited relevance to the conditions of developing countries. Those studies
which deal with the applications of the NIE to development problemns (e.g. Nabli and
Mugenl 1989; Harriss ef al, 1985} are thick books of readings which do not provide a
concise review of the various aspects of the NIE, Besides, the NIE is at its formative
stage and periodic surveys are reguired to capture recent deveiopments in the
liferaiure,

The purpase of this paper is to underiake a survey of the literature and a review of
the current state of the NIE with a focus on its relevance to development problems. it
is hoped that his review will improve our understanding of this newly emerging
school of thoughl,

As it is beyond the scope of this paper lo consider all aspects the NIE', the fallowing
fundamental areas have recejved particular attention. The concept of the term
institutions® is discussed (section lwo), This is followed by an exposition of the
limitations of mainsiream economic theory (section three). The imporlance and
meaning of the NIE is then explained (secticn four). This is followed by a survey of
the literature on the applications of the institutionalist approach to development
{(section tive), The major findings of the study are summarized and concluding
remarks provided {section 3ix)
L

2. INSTITUTICONS: COMCEPTUAL PROBLEMS

The term ‘institution® has remained confusing since its emergence in development
literalures in the 1550s and 19680s. |ts definitions vary widely not enly among
disciplines but alse within them (Blase 1873; Bienkowskl 1981) (see Tabie 1). That is
why Blaze (1973) noted that “while a single, all purpose definition of instifution would
be convenient. it does not exist, and the literature is not mature enough for its
formulation at this time'. In a recenl paper, a senior economist at the World Bank and
i reference 0 her colleagues at the Bank, notes that ‘they are confused by the
different definitions used by different scholars of institutions' {Shirley 1997}, Nabli
and Mugent (1988), who provided the most authorilative work on the applicabiiity of
the New |nstitutional Economics (NIE) note that:

The consensus on the centrality of institutions to development has not been matched
by one on its definition. Different authors have Used guite different definitions each
emphasizing quite different aspects or characteristics of the maore general
pnenomenon
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Table 1. Selected Definitions of ° Institutions’

Author Cefinition

Advanced Leamers {An institution is) long-established law, custom, or practice (e.g. club or
 Dictionary society; the habit of going lo church on Sunday momings).

Merrian \Webester's {&n institution 18} a significant practice, relationship, or organization ina

Collegiate Dictionary (107 society or culture {e.g. the institution of marrage), an established

ed.) organization of corporation.

\Veblen (1919) Institutions are more settled habits of thought commaon o generality of man

Hayami & Ruttan {1535)

Institutions are the rules of a society or organizations that faciltale
coordination among people by helping them from expectations, which each
person can reasonzbly hold in dealing with others. They refizct the
conventions that have evelved in differenl societies regarding the behavior of
individuels and groups refative totheir awn behavier and the behavior of
others... There 15 a conskderable disagreement regarding the meaning of the
ferm 'inslitution’, A distinclion is often made between the concepts of
instituttan and crganization. The broad view, which inciudes both concepts,
is most useful for our purpase (094, including foatnote),

Hodgson (1988)

Are institutions consiraints anly? Not at 2l 'Institutions and routines, other
than acting simply as rigidites and constraints, play an enabiing rofe, by
praviding more or less reliable information regarding the likely action of
athers, Thus, the habits and routines farmed by some individuals enable the
conscicus decision-making of others' {132-33).

Mabli & Nugent {1359

For the present purpose an ‘institution’ is defined as a set of constraints
which govern the beravicral refalions among individuails or groups, Formsal
ofganizations such as labor unions and employers” organizations are
imstitutions becausa they provide sels of rules governingghe refationship
both among their members and between membars and non-members {pp.&-
51,

MNorth (1590) Institutions are the rules of the game in a society or, maore formally, are
humanly devised consiraints that shape human interaction. In consequence,
they structure human exchange, whether political, social or economic (p3).

Pizchke, (1281) 'Institutions as referred to the fallowing discussion are formal arganizations

registered or charted according to law’ (p. 110}

Rutherford (1564}

An institution is a regulatory of behavior or a rule that is generally accepied
by members of a8 social group, that specifies behavior in specific siluations,
and that is either seif-policed or policed by external authority.

Kiiigaard (1995}

Many authors have noted that ‘institutions' means beoth ‘organization' and
norms, even patierns of conventional behavior. | lament the confusion bul
have nof discovered an antidote {p.12)

Pejavich {1995}

We define instiutions as the legal, administrative and customary
arrangements for repeated human interactions. Thei: major function is to
enhance the predictability of human behavior (p.30).

Clague {15597)

Broadhy defined, institutions can be many things. They can be organizations
or sels of rules within organizations, They can be markets or particular rules
about the way a market cperates, They can refer io a set of property rights
and rules governing exchanges n a society, They may Include cultural
norms& and behavior, . If {he rules were generally ignored, we would not refer
{0 them as instiution (p 13}

Mea {1997

At the theoretical center of the new Institutionalist paradigm s the concapt
of choice-within-constraints. Institutions; defined as webs of interrelated
rukes and norms that govemn soclal relatienships, comprise the formal and
infarmal social constraints that shape the choice-set of aclors, Conceived
as such, insfitutions reduce uncerainty in human relations.
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Most authors belonging to the new inslitutionalist school accept the definition
provided by Douglas Morth. This definition takes institutions as rules of the game or
constraints that shape human interaction: ‘Institutions are the rules of the game in a
sociely or, more formally, are humanly devised constraints that shape hurman
interaction. In consequence, they structure incentives in human exchange, whether
palitical, social, or economic’ (North 1890:3). Pejovich (1995), in the same vein as
Morth, defines institutions as ‘the legal, administrative and customary arrangements
for repeated human interaction.’ Then, he notes that the major function of institutions
s to enhance the predictability of human behavior.'

In further elaborating his definition of institutions, Morth notes that ‘institutions' are
the humanly devised constraints that structure human interactions (North 1996:344).
He then classifies constraints into several categories, namely, formal constraints
{rules, laws, constitutions), informal constraints (norms of behavior, conventions, and
self-imposed cedes of conduct), and their enforcement characteristics. Together,
these define the incentive structure of societies and specifically economies.

Informal rules have their origins in the experiences, traditional values, ethos,
religious beliefs, ethnicity and other factors that influence the subjective perceptions
individuals form to interpret reality. They are part of the heritage or culture, which is
transmitted from one generation to another through teaching and imitation (Pejovich
198531, Boyd and Richerson 1985). Formal and informal rules migh;uperaie side
by side as in the case of marriage rules in Ethiopia, where customary rules are
enforced along with the civil code,

Moreover, simitar formal rules operating in different societies may produce different
outcomes (Pejovich 1985:32). Collectivization of agriculture had different results in
the former Soviet Union and Ethiopla, although the two countries adopted more or
less similar blueprints. The Grammeen Bank model has worked well in Bangladesh
but has produced different outcomes in Ethiopia (Dejene 1988). It has also been
observed lhat ‘informal rules have frequently oullived formal rules' (Pejovich
19495:32),

One definition problem is whether organization is part of institution or not. Two
different, although related, meanings are given to the term ‘institulion’ in discussion
of development (Arkadie 1989:153). The first is as rules of the game. The second is
as organization,

North makes a clear distinction between institutions and organizations. He writes that
if institutions are rules of the game, organizations and their entrepreneurs are the
players' (North 1996:345). Accordingly, organizations are made up of groups of
individuals bound together by some cormmen purpose to achieve certain objectives.
Thus, organizations include political bodies (e.g. political parties, regulatory bodies, a
city council), economic bodies (e.g. firms, family farms, cooperatives), social bodies
{(e.g. churches, clubs, associations), and educational bodies (e.g. schools,
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universities). However, there are other renowned adherents of the NIE who take
‘organizations' as ‘institutions’. For example, Nabli and Nugent (1989:8-8) clearly
indicate that 'organizations' are also ‘institutions’. For them, formal organizations,
such as labor unions and employers' organization are institutions because they
provide sets of rules goveming the relationships both among their members and
between members and non-members.

Another definitional problem is the disagreement as {o whether institutions can best
be understood from a behavioral perspective or from rules perspective (Nabli and
Mugent 1989). According to the former, institutions are complexes of norms of
behavior that persist over time, by serving collectively valued purposes (Uphaoff
1988). Norh and his followers, of course, propose the latter view.

Institutions can be alsa defined in terms of cerain characteristics they possess (MNabli
and Mugent 1989). The first of such characteristics is the nalure of the rules and
constraints of institutions. The second s their ability to govern the relations among
individuals and groups. 1t was this definition that one autharitative paper emphasized:
‘imstitution is defined as a set of humanly devised rules that govem and shape the
interactions of human beings in part by helping them to form expectation of what
other peoples will de' (Lin and Nugent 1995:2306-2307). The third is their
predictabilily,. That is, agents should expect rules and consiraints to have some
degree of stability; otherwise, they would not have an institutional character.
Accordingly, ‘institutions’ may be reflected in the appearance of cedain behavioral
requlanties or ‘norms’ (Lin and Nugent 1995:2307),

Some authors (e.g. Clague 188818 distinguish between different categories of
instifutions. These are (1) the constilutional order {which is stable in Industrialized
and in surviving communist countries and very unstable in Africa), (2) the
institutional arrangements (which is widely discussed in the literature including this
one), and (3) the cultural endowments (which change very slowly and are |ittle
discussed in the institutionalist literature, except in economic anthropalogy).

From the above, we can conclude that the literatlure suggests thatl, at present, there
Is no universal definition of * institution’; it depends on the type of discipline to which
an author belongs and on the purpose of the study, Accordingly, for this review, we
adopt the definition provided by Nabli and Mugent (1989), The essence of this
definition is that it takes ‘institution' as a ‘'set of constraints which govemns the
behavioral relations among individuals or groups.’ Accordingly, both formal and
Informal organizations are institutions because they embody rules that govern the
behavior ef individuals or groups. Moreaver, ‘cultural rules and codes of conduct are
institutions' in so far as they can constrain the interactions between individuals and/or
groups.
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3. LIMITATIONS OF MAINSTREAM FCONOMICS

The raison d'e'tre of institutional economics emanates from the shoricomings of
mainsiream neoclassical economics. According to a leading advocate of the NIE
(Egyertsson 1880: 4-5), there are at least three areas of inguiry that until recently
have been largely neglected by economists of the neoclassical school, These are-

1. How do alternative sets of social rules (property rights) and economic
organizations affect behavioral allocation of resources, and equilibrium outcome?

2. Why does the form of economic organization differ from one type of economic
activity to another, even within the same legal framework? In general, what is the
economic legic of various contractual agreements, such as the firm, that is used for
organizing production and exchange?

3. What is the economic logic behind the fundamental social and political rules that
govern production and exchange, and how do these rules change?

These and similar areas of inquiry are largely neglected by adherents of neoclassical
economic theory because institutions are assumed away in this theory (see Table 2,
That Is, institutions are considered as given in conventional economic theory. In this
theory, the ‘institutional framework has almost invariably been taken as given, and in
many cases has been even altogether omitted' (Nabli and Nugent 1989:9). Because
it neglects institutions, ‘neoclassical theory is simply an inappropriate tagl lo analyze
and prescribe policies that will induce development’ (North 1996:342-43),
Mainstream economists tend to leave the analysis of institutional constraints and
opportunities to non-economists, like anthropologists, sociologists, historians, ete.

The shortcomings of mainstream economics are not limited to the neglect of
institutional analysis, Time" is another factor that is largely neglected by this theory.
The implication of this point is that history is not a subject matter of neoclassical
economics. But to appreciate the continuity of society's institutions and leam from
the past, economists need the knowledge of history as noted by Douglas Norih
(1890:7).

Hislory matters. Il matters not just because we can learn from the past, but because
the present and the fulure are connected to the past by the continuity of society's
institutions. Today's and tomorrow's choices are shaped by the pasl. And the pasl
can only be made intelligible as a story of institutional evolution. Integrating
institutions into economic theory and economic history is an essential step in
improving that theory and history.

Moreover, conventional economic analysis grossly underestimates the role of
instilutional uncertainly in determining economic decision making, in paricular, in
developing economies as demonstrated by the case of Latin America (Borner et al,

Marshal is one Impartant exception,
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1982). Institutional uncenainty, defined as ‘risk arising from a highly volatile
institutional environment' (Borner et &/, 1982:17), means that thaere are no clear and
irrevocable rules of the game. This reflects the permanent danger of expropriation or
limitation of property rights. Insecure access lo land provides a good example of
institutional uncertainty (Dejene 1999). Other examples of such type of risks include
unpredictable judiciary, discontinuities in the legal system, unstable tax systems,
volatile macroeconomic varables (e.g. unpredictable exchange rates), insatiable
administration; civil conflict, etg;

Table 2, Selected Critigue of Mainstream Economics

Author Critique
Before ' sconomic man ' can choose and act, he must be fed, clothed,
Hodgsan {1988) rested and be healthy. The choosing, acting agent of the textbooks has

basic needs thal must be satisfisd before he can caleulate, bargain and
choose In the manner in which he or she is supposed (p.249),

Maml & Mugent {1983) in mainsiream neoclassical economics, four main types of constraints
have received considerable attenfion: individual preferences,
technological opportunities, physical and human capital endowments
and market cpportunities. In such analysis, the institutional framewark
| has almost invariably been laken as given, and in many cases has been
| even altogether omitted. The conzequence of taking the |nstitutional
framework as gren has been o leave the analyses of institutional
canstraints 1o non-economists... The explicht or fmplicit assumption of a
given institution is, of course, especially unrealistic andimiting in the
context of econcmic development, a process whereby institutions
generally underge substantial changes, The good of the NIE is lo
avercome these imporant imdations of mainstream neoclassical
economcs (p9).

Meociassical economics is a theory of Individualized chaice, It resis on
and canna! do withowt the assumpticn of the seif-seeking, self-
optimizing choice of aufonemous individuals, Na doubt, such cholce
exists and can caunt for observed behavior in important seciors of the
ecenany. But alse there are decisions that are a funclion not of such
individualistic choice, but that emanate rather through the palicy-making
processes of large, compiex organizations (p.268).

Borner et al {1593) Traditional necclassical growth theory is.. not the appropriste
framework (lo explain the central forces of development for all
countries), because it defines away many imperant determinants of
growth by assuming the existence of the very institutions that are
. necessary preconditions for efficient markets (p.10)

Marth {1596} Mecclassical thecry is simpty an inappropriate too! to ‘analyze and
prescribe poficies that will Induce develepment. It s concerned with the
operation of markel not wilh how markets develop, How can one
prescribe policies when one doesnt understand how economies
develop? The very methods employed by neoclassical economists have
dictated the subject matter and militated against such a development,
The theory, in its pristine form gave its mathematical precision and
etegance, modeled a frictionless and static world In the analysis of
economic performance through time, R contained two emmoneocus
assumptions. firsl, that institutions do not matter, second, that time does
el matter (pp.342-43).

Sola (1989)
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The condition of pure competition is taken as the core and essence of economic
reality, although the neoclassical approach admits certain variants like the theores of
monopaly, oligopoly or imperfect or monopolistic competition. More modemn
textbooks do treat recent variants like modeling with incomplete information (e.g. see
Kreps 1990, Findyck and Rubinfeld 1994). In fact, some of the recent concepts of the
mainstreamn theory are capable of explaining aspects of development. For example,
Winiecki (1996) used the theory of agency (adverse selection and moral hazard) to
explain the inability of rulers in the former Soviet states to radically reform their
economies. Similarly, researchers have used the concept of contractual choice to
investigate confract enforcement problems in developing economies (e.g. see
Manard 1998; Matoussi and Nugent 198%)

4. THE MEANING AND IMPORTANCE OF THE NEW
INSTITUTIONAL ECONOMICS

The need to redress the shorcomings of neo-classical economics led to a new
school of thought in economics namely: the school of institutional economics, which
dates its origin back to the tum of this century when Thorestein Veblen undertook
pioneering studies of issues relating to institutions.

'Old' and ‘New’ Institutional Economics «

Two major traditions of institutionalist econoemics can be identified. The first is the
American institutionalist tradition that began at the turn of the century and has
continued to this day, This tradition, lermed as ‘old’ institlutional economics (by
adherents of the ‘new' institlutional economics), has included the works of Thaorstein
Veblen, Westley Mitchell, John R, Commons, Clarence Ayres, Allan Gruchy, Marc
Tool, Warren Samuels, and many others,

The second strand of institutionalist thought in economics is of relatively recent
origin. It is termed as the 'new" institutional economics (by its followers), It is found in
the works of writers like Ronald Cease, Douglas North, and Oliver Williamson. What
is 'mew' about the NIE is that ‘there iz an older school of institutionalism in
economics' (Harriss et al,, 1995:4),

What are the differences between the 'old' and 'new’ strands in the institutionalist
tradition? It is beyond the scope of this study to dwell upon the vast studies dealing
with this queslion (e.g. see Rutherford 1994). Here we would like to state that the NIE
is a line of investigation that departs from but does not abandon neoclassical
economics, In the words of Douglas North (1978) o abandon neoclassical theary is
tc abanden economics as a science.' The NIE attempts to save neoclassical
gconomics by incorporating institutions into its analysis. Its critique of mainstream
economics is largely a positive one, Thus, according to North (1995:17):
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The new institutional economics is an attempt to incorporate a theory of institutions
inte economics. However, in contrast to the many earlier attempts to overturn or
replace neoctassical theory, the new institutional economics builds on, modifies and
extends neoclassical theary to permit it to come to grips and deal with an entire range
of issues heretofore beyond its ken. What it retains and builds on is the fundamental
assumption of scarcity and hence competition: the basis of the choice of theoretic
approach that underlies microeconomics, What it abandons is Instrumental rationality:
the assumption of neoclassical economics that has made it an institution-free theory,

Cn the other hand, 'old' instititional economics, the purpose of which is eritical
inquiry and problem solving, depars radically from mainstream economics. Its areas
of concern are: (1) pervasive concem with role and significance of conflict, coercion
and power in economic and social life; (2) a rejeclion of price or market values as
viewed by neoclassical economists; (3) a persistent interest in instabllity as opposed
to equilibrium conditions; (4) a continuous preoccupation with externality or with
social costs and benefits; (5) an early and systematic recognition of the central role
of science and technology in economic and social life of sociely; and (8) a
commitment to a critical analysis of the quality of individual and social life with a
view to realizing a peaceful, democratic and prosperous society (Kapp 1988:99-100).

The methodology of 'old' institutional economics is quite different from that of
mainstream economics, The former has always been concemed with the discovery
and preseniation of facls, depending heavily on statistics. For 'gld' institutional
economists ‘all economic laws rest upon facts, not assumptions' (Witte 1988:32).
These facts are not restricled to the domain of economic life only.

In arriving at conclusions ‘old' institutional economists have generally relied upon
inductive method rather than the deductive one, which is common with mainstream
gconomics. They have 'relied far more on direct observation than model building and
have not been content to make economics an exercise in logic' (Witte 1888:32).
However, 'simply to identify institutionalism with empiricism is a mistake’' (Ayres
1888:17). On the other hand, adherents of NIE view 'old’' institutional economics ‘as
descriptive, holistic and behaviorist' (Harris ef al., 1985:5).

Old institulional economics, sometimes known as the ‘historical school’, is often
criticized by its opponents for lack of a theory that would guide empirical
investigations as succinctly put by Langlois (1986.5), an ardent follower of the NIE:

The problem with the historical school and many of the early institutionalists is that
they wanted an economics with institutions but without theory, the problem with many
necclassicists s that they want economic theory without institutions; what we shauld
really want is both institutions and theery (not only pure economic theory informed by
the existence of specific institutions but also an economic theory of institutions),

According to Nabli and Nugent (1989:10), the two schools share a strong criticism of
neoclassical economics for (1) its lack of attention to institutions and hence also non-
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budgetary constraints, (2) ils overemphasis on the rationality of the individual in
decision-making, (3) it5 excessive concentration on equilibium and statics as
opposed lo disequilibrium and dynamics and (4) its denial that preferences can
change or thal behavior is repetitive or habitual, Moreover, ‘institutionalists (old and
new) are concermned with the determinants of change over lime' (Harris ef af,
1895.5).

Different Themes in NIE

Leaving further details of 'old’ institutional economics to the literature (Rutherford
1994; Hodgson 1988; Samuels 1988; Kapp 1988, Mayhew 1984; Witte 1988, Ayres
1988; Moller 1288), we will elaborate NIE, the subject matter of this study. In other
words, we will attempt to bnefly review the main issues and hypotheses pertaining to
NIE. This will help provide a framework for lhe applications of the theory as indicated
below,

There are different strands (Clague 1997:18-22), themes or approaches in
institutional analysis. However, different authors tend o idenlify different strands.
According to Nabli and Mugent {1989), there are two inter-reiated approaches: 1) the
transaction costs and information costs approach and 2) the coliective action
approach. Bul Lin and Nugent {1985) drop the ‘information cost approach and note
that the MNIE has two interdependent approaches, namely, the transaclion costs
appraach (which analyses the demand for institutional innovaltions) and the collective
action approach (which analyses the supply of institutional arrangements)., The
former contains different but interrelated themes. Cne such theme is concerned with
the role of transaction costs (defined as costs of finding what the relevant prices are,
of negotiating and concluding contracts, and of monitoring and enforcing them) in
economic arganization. The general hypotheses are that institutions are transaction
cost-minimizing arrangements, which may change and evolve with changes in the
nature and sources of transaction costs and the means for minimizing them. Thus,
Lin and Mugent (1885) underiine that the most basic function of institutions 'is to
gconomize’.

Property rights (defined as an actor's rights, which are recognized and enforced by
other members of society, to use and control valuable resources (Libecap 1986:31)),
is a theme related to transaction costs theory. Well-defined and properly enforced
property rights may reduce conflicts and facilitate co-operation thus resulling in a
reduction in fransaction costs. In this way, along with technology and cther traditional
constraints, institutional constraints enter into the decision process of individuals. In
the presence of transaction costs, different systems of properly rights yieid solutions
of differing efficiency. What is efficient in the presence of transaction costs may be
quite different from that which is efficient in the traditional neoclassical economice
without transaction cosis.
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Ancther theme, which is closely related to transaction costs, but which criginated
outside the institutionalist tradition, is concermed with incomplete information and
asymmetries of information in particular. The problems of ‘adverse selection' and
‘moral hazards', which were first identified in the context of insurance markets, have
teen found to be relevant for a large class of problems where asymmetries of
information are present between the parties to a contract. These problems,
moreover, may lead to ‘market failure' unless incentive mechanisms capable of
avercoming them, such as appropriate forms of contract, are developed.

Collective action is defined as 'the conditions under which groups of psople with a
comman interest will perceive that interest and act to achieve i’ (Clague 1997:21). It
is also concermned with the elimination of the free-rider problem.' The key issue in the
collective action literature is to ‘explain colleclive outcomes in terms of individual
motivation’, or, to put it differently, to explain the likelihood of success or failure of a
given set of self-interested individuals in undertaking actions that may benefit them
collectively, The theory of collective action has been concemed with public or
collective goods or with common property resources (Nabli and Nugent 1988). For
practical purposes it is useful 1o distinguish between three major themes within the
MNIE. These are the transaction costs, properdy rights, and colleclive action
approaches,

The Importance of the NIE <
Institutions do structure economic forces and play an impartant role in expanding
human choice—a fundamental goal of economic development. Institutions affect
choice by influencing availability of infarmation and resource, by shaping incentives,
and by establishing the basic rules of social transactions. Institutional innovations
contribute to development by providing more efficient ways of arganizing economic
activity (Ostrom et al., 1988). In the words of Douglas North (1992), 'Institulions and
the way they evolve shape sconomic performance.’ According to Burki and Perry
(1958:143) “Well-defined institutions reduce transaction cosis by ameliorating
information and enforcement problems. Thus, they make possible the existence,
efficiency, and depth of markets and organizations.'

The subject matter of the NIE is much wider than that of standard neoclassical
economics {but narrower than that of ‘old’ Institutional economics). Politics is relevant
to economic growth and development because transaction is not costless, The NIE
incorporates ideologies, ideas and politics into economic analysis without rejecting
some of the fundamental postulates of standard neoclassical economic theory. In the
words of Douglas North (1985:18):

[The NIE] extends economic theory by incorporating ideas and ideclogies into the
analysis, modeling the political process as a critical factor in the performance of
economies, as the scurce of the diverse performance of economies, and as the
explanation for 'inefficient’ markets,
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The basic assumptions of the NIE include the assumption of a situation of bounded
rationality and the assumption that knowledge is very costly to obtain. Since
decision-makers do not have perfect knowledge, opportunism (i.e. self-interest with
guile) can and often exist (Acheson 1994:7),

Where does the importance of the NIE lie? According to Harriss et al. (1995), the NIE
is important for perhaps three reasons. Firsl, it is an emerging body of theory, which
starts out within the framework of neoclassical economics, 'bul offers answers to
what have otherwise remained as puzzles in neoclassical theory.' Second, it is
important in the context of structural adjustment policies of the 1980s and 1990s
because it ‘has challenged the dominant role ascribed to the market by the
orthodoxy' of these decades'. Third, it attempts to offer 'a grand theory of social and
economic change' at the very time when grand theories in the social sciences have
generally been on the retreat.

Moreover, the NIE is a school of thought that has the potential for bridging the gap
between economics and neighboring subjects like political science, history, sociology
and anthropology. This is because these disciplines share institutional analysis with
reformed economics, i.e. institutional economics. According to Harriss ef al. (1995:1)
NIE is 'a pody of ecanomic theory which ascribes an important role to ideas and
ideglogies. and one which is-accessibleto other social scientists, seeming to open up
the terrain of genuinely inter-disciplinary inquiry.’ .

Accarding to the followers of the NIE, institutions play the following roles in economic
activities (Harriss af &/, 895:3); (1) institutions are broadly conceived as a means for
reducing information and transaction costs (for details see MNorth 1922); (2)
institutions are formed to reduce uncertainty in human exchange (e.q. see MNorth
1895); (3) institutional analysis enables us to understand thai individuals make
choices on the basis of their ‘mental models', (for details see MNorth 1890; 1885); and
(4 instilutions provide the mechanism whereby rational individuals can {ranscend
social dilemmas, where 'social dilemmas’ refer to those kind of pretlems which arise
when choices made by rational individuzals yeld oulcomes that are socially irrational
(Bates 1935). In sher, the literature suggests that the NIE will improve our
understanding of the development process (e.g. see (Harnss et al,, 1885)),

Limitations of the NIE

The NIE does suffer from certain shortcomings. First, there has been no consensus
regarding the meaning of ‘institutions’, as explained above. Second, the NIE is at its
formative stage and, so far, it has no full-fledged theory or body of thoughts of its
own. According to Acheson (1994:6), the NIE ‘is moving so rapidly that no commaonly
agreed on set of principles has emerged.' Further, he argues, the NIE refers to ‘the
work of a loose collection of .economists and pelitical scientists interesled in the
generation of institutions from the behavior of individuals, and the ways in which
these institutions influence the level of productive activity and exchange.' One
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observer notes that ‘the MNIE is not yet capable of generating universal set of
hypotheses concerming institutional changes.. A theory in which anything is possible
is a theory in which outcomes can't be predicted’ (Herrick 1989:435). Similarly, Toye
(1995:64) notes that, in some respects, ‘the NIE is another example of the
unfortunate tendency of some theorists to inflate a useful low-level theory until it
becomes an unsuccessful global-historical generalization." Toye, goes further and
asserts that ‘the main weakness of the NIE as a grand theory of socic-economic
development is that it is empty.’ Anthropologists and sociologists, who argue that the
assumptions of the NIE are often unrealistic, provide further critiques of the NIE (e.g.
see Acheson 1994:23-26).

But, does that mean the NIE should be rejected with respect to problems of
development? No. Even Toye himself admiis that * the NIE represents an important
breakthrough for development theory.! This is so not only because 'the NIE has
brought about a major shift in the terms of the discourse about development’ (that is,
what Toye calls the ‘linguistic argument’), but also the NIE makes a substantive
contribution to the development discourse by providing 'exploration of opportunism’
(rationally self-interested behavior in conditions of strategic interaction of decision-
making, defiency of information and uncertainty), According to Toye, the exploration
of opportunism will have far-reaching consequences beyond the realm of game
theory to which it has traditionally confined. But, to successfully go beyond the realm
of game theory and elegant models and understand the real causeg and nature of
economic crises in Africa, economists need to learm more about re!%had disciplines
like history, anthropology, sociology, political science, etc. An understanding of the
relevant aspects of these disciplines will help the economist appreciate the role of
non-priceé variables in shaping human behavicur and determining patterns of
resource allocation. For example, a knowledge of history enables us undersiand how
the present is related 1o the past. This is what Douglas North calls ‘path dependence’
in institutional changes aver time.

5. APPLICATIONS OF THE NEW INSTITUTIONAL
ECONOMICS TO THE PROEBLEMS OF
DEVELOPMENT

The NIE appears to be particularly refevant to the study of developing economies in
general, and Africa, in parlicular, where non-market institutions and market failure
(plus state failure) has been of particular importance.

Two of the major books of readings on the application of instilutionalism to
developing economies (Mabli and Mugent 1989 and Harriss ef al, 1995) have
demonstrated the usefulness of this approach as an alternative 1o convenlional
models. Mabli and Nugeni (1982:438) commented in the concluding pan of their work
that the MNIE has almost adequately explained the Tunisian cases buf both the
framework and its application have to be medified to better suit developing countries
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Similarly, the authars of the other book (Harriss f al, 1995:13) made the following
observation:

The MIE s & significant theoretical contribution to development studies and canfirms
the witality of the substantive study of history for analysts and ®policy-makers
conearned with institutional change in the Third World 1t is not, however, the
philosapner's stane

The relevance of NIE to deveiopment problems has been underiined by other
scholars Robert Bales (1295:35) noted that the 'new institulionalism now also plays
fand will continue 1o play) a major role in the study of development.' Douglas North,
an sconomic historian, argues that the process of ecopomic development involves
replacing Inefficient institutions with institutions that promote growth. He further notes
thal institutions that reduce Irapsaction costs are characteristics of advanced
societies while inefficient institutions are characteristics of less developed
econamies. Regarding the latter case, in particular, he notes;

Coportunities for political and economic enfreprensurs are still mixed bag, but they
averwhelmingly favor activities that promote redistribulive rather than productive
activity, that create monopoly rather than competitive conditions, and that restrict
opporunities rather than expand them. They seldom induce invesiment in education
that increases productivity (North 1990:9) (emphases, added). %

in a remarkable statement, Norlh (1995:21) emphatically argues that whether an
organization {e.g. the stale in Africa) has an incentive for promoting economic growth
or selfish inlerest, al the expense of others, depends on the type of the prevailing
institutional framework;

If tha insttutional framewaork made the highest pay-offs for organization's piracy, then
aiganizational success and survival dictated that learning would take the farm of baing
better pirates It on the other hand, productivity-raising activities  had the ‘highest
profis, then the economy wolld grow

Wew instilutional economics makes a radical depariure from conventional theories of
development in, at least, one impaortant respect: it altempts fo provide same clues as
to how to ge! the economy meving In crisis-ridden or ‘ailing economies.' In this light
MNorth provides three related propositions. First, he argues thal privatization is nol a
panacea for solving peor economic performance as long as the Informal norms and
the ent. Zement characteristics of a couniry remain inefficienl. Second, 'the heart of
developmen! policy must be the creation of palicies thal will create and enforce
efficient property rights,” Third, ' adoptive efficiency’ (i.e. flexibility) rather than price
(allocative) efficiency should be \he guide to policy. Thal is, a government should be
capable of making adjustment in the context of evolving technological and
demaographic change as well as shocks of the system, More concretely, Norih
(1995:23) notes that ‘getting prices right only has the desired consequences when
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agents already have in place a set of propery rights and enforcemenl that will then
produce the competitive market conditions.'

Moreover, Morth underlines that institutions lhat have succeeded to ftransform
Western economies may not necessarily work In the context of developing
economies such as that of Africa. In his words:

Transferring the formal political and economic rules of successful Western market
economies to Third Werld and East European economies is not a sufficiant condition
for good economic performance. Privatization is not a panacea for solving poor
economic performance (North 1995:25).

The literature on the applications of the NIE is thin’. For example, Alston and others
(1996:1) note that the field (NIE) is long on theoretical analysis bul short on
empirical work,"' Standard empirical analysis is limited to few works (e.g. Alston ef al,
1986). Similarly, Shirdey (1997) observe that the field of applied institutional
economics 'is relatively underdeveloped.'

Given this limitation, we will attempt to undertake a survey of the applications of the
MIE to the problems of development. Following a review of themes in the NIE (see
above), we classify the applied literature into four broad categories, namely (1) the
NIE in general (Table 3), (2) transaction costs theory (Table 4), (3) property rights
theory (Table 5), and (4) collective action theory (Table 6), %

Some guthors apply the NIE fo the problems of development without necessarily
providing specific thematic framework like transaction costs theory or propery rights
theary. In other words, in defining their frameworks, they use the NIE in general
instead of focusing on a particular theme or appraach.

The NIE, in general, has been applied to different types of prablemns of development
(Table 3). For example, Feige (1990) elaborates the taxonomy of underground
economies in developing countrigs using the general theory of the NIE and shows
the relevance of the NIE to the analysis of the unofficial economy.Similarly,
Kalmonavitz (1597) investigates how institutions influence the pace of economic
devaelopment in a Lalin American country, Colombia. He suggesis that the justice
system of a country influences the behaviour of economic agents. Handoussa (1995)
considers redefinition of the role of the state in a developing country (Egypt)
undergoing liberalization and structural adjustment. His study suggests, among other
things, that the incomplete nature of legislative reforms and deregulation have
obstructed competition and raised transaclion costs thus retarding the pace of
economic growth. Further, Sullivan {1297} attempls to show the linkages between the
NIE and business sector development, He conciudes that, among other things, trust
and a shared understanding are of central importance in improving the business
climate in developing countries. Leitmann and Baharougu (1998) use the NIE
approach to examine the formal frameworks for infrastructure provision in Turkey's
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Table 3. Selected Applications of the NIE, in General, to Development Problems

| Area of |
. Study Econamy investigation | Central argumentimajer findings
| Feige (1580 Devaloping Underground Taxonamy of underground economies |8 alaborated based
| countries BCONoMmies on tha new institlional  appreach 1o economic
| developmoant, The paper distinguishes illegal, wnreported,
unrecorded and infermal economies and exarmines the
conceptual and empirgal linkages among them, Shows the
ralavance of the now institutional approach to the analysis
| of the Unofficial ecanomy.
| Feony (1233} Developed and Economic Undertakes a nlce survey of the application of the
developing histary Institutional approach to develaping countries and to tha
countries aconomic history of the new developed countries. Tho
survey has demonsirated the relevance of institutional
economics (o the condiions of developing countries,
Achason Riural Anthropology | Provides a survey of anthropalagical applications of the NIE
(1534) economices of to the conditions of rural societies. Important findings have
developing emarged from the Gterature surveyed therain,
countries
| Clatenge: Cocoa growing Efficiency of Shews that institutions are nat usually sot up fo be socially
| Smith (18535) countries institutiona ar economically efficient and that they refloct the
| 1870=-1914 bargaining power-of social and pofitical actors, 2nd that
predarminant cultural forms tend to maintain ‘institutional
! path dependoncs,’ Reinforce tha argument that the state is
| & representative of the dominant interest groups withina
L socioty,
Handaussa Eqynt Rele of the Caonsiders the redefinition of the rale of the state in a
(1535) stata in deveioping country undergoing libaralizatiog and striuctural
2Conomic adjustment. Shows, among other things, how the
| developmaent incamplete nature of legislative reform and dereguiation
l and decontralizalion have obstructed competition, ralsed
| | transaction cosls and retarded economic growh.
Adams & i Global Internationzi Examines mternatlonal sconomic issues within the
Scaperlarida BConomic frarmewsark of Institutional Economics.
{1956} IssLes
Harem Sevonteanth Economic Provides account of the successiul evolation of institutional
EWaingas | caniury growih forms that parmitted economic growth to take placa in
{18546) | England aarly modarn England. Shews that, in an economy where
| | nntrepreneurship is decentralized, scanomic actors waill
| hold back on leng-term imvestiment unless the state make
I credible commitments to honor s contracts and respect
| Individual ownership rights
| Halmanowtz Calemba Dotorminants | Investigates how institutions influence the pace of
| (12487 of goanamis seonomic davelopment. shows how! the justice system of a
| i development | coundry influence the behaviour of economic agents
| Sullivan Devoloping Business Atternpts to show the linkages between the naw
(1897} countries secior institutional sconomics and business sector devalapment.
daveleprment Shows, among other things, that trust and a shared
understanding are all of central importance in impraviag
| the business climate in developing countries
L Floports on research that used the NIE approach ta
examing the farmal frameworks for infrastructure provisian
Laitmann & Turkay Infrastructure | in Turkey's spontanecus sattlements. A key finding of the
Baharsugiu stucly was that foermal rules ane irralevant and that, in the
[1398) absenca of formal rules, pressure arise that help to develop
infarmal rules, which then result in certain behavioral
pattarn
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spontanecus settlements. A key finding of the study was that formal rules are, in
some cases, imelevant and that in the absence of formal rules, pressure arise that
help to develop informal rules, which then result in certain behavioral pattem, Feeny
(1993) undertakes a survey of the applications of the institutional approach to
developing countries and to the economic history of the now developed countries.
Clarence-Smith (1995), using evidence from cocoa-growing countries between 18705
and 1914, tests the hypothesis that institutions are not usually set up to be socially or
econormically efficient and that they reflect the bargaining power of social and
political actors. This study reinforces the argument that the state is a representative
of the dominant interest groups within a society. Adams and Scaperlands (19986)
examine international economic issues within the framework of Institutional
Economics and show the relevance of this theory to global economic relations. North
and Weingast {1988), using the instituionalist approach, provide account of the
successful evelution of institutional forms that permitted economic growth to take
place in early modern England. The study shows that, in an economy where
entrepreneurship is decentralized, economic actors will hold back on long-term
investment uniess the state make credible commitments to honour its contracts and
respect individual ownership rights.

The transaction costs theory, is, perhaps, the moest widely applied theme within the
new institulionalist approach. This theme has been used by adherents of the NIE and
by other as well. Table 4 presents selecled literalure on the ﬂppﬂaations of the
transaction costs approach.

The transaction costs theory has proved to be a powerful toal in the analysis of
various aspects of development problems. Wiesner (1997) attempts to link
ransaction costs with externalities and with rent-seeking behavior in developing
countries, with paricular reference to Colombia. The study underlines the relevance
of renl seeking behaviour of economic actors in the analysis of development
problems. Datta and Nugent {1988) provide a unifying transaction cost framework for
explaining choices among different forms of contract in developed and developing
countries, while Azabou ef al, (1989) describe and then analyze, from the
perspectives of transaction cost theory, contractual forms employed in all segments
of Tunisia's fishing industry. The latter study suggests that trends toward more capital
intensive fishing would be accompanied by a switch from share contracts to wage
contracts. Azabou and Mugent (1989) analyse tax farming arrangements in Tunisia,
using the transaction cosl approach. This approach convincingly explain why some
seemingly anachronistic arrangements persist over time. Nabli et al, (1989) apply
the transaction costs framework to ownership form choices in Tunisian
manufacturing industry and reveal the existence of opportunistic behavior such as
tax evasion, quality-shirking, adverse selection other than those which have been
considered in the existing applied literature, They show that transaction costs are
capable of explaining the size and ownership farm choices of private firms in various
sectors of the Tunisian manufacturing industry. Using the transaction costs approach,
Matoussi and Nugent (1989) convincingly explain why economic agents in certain
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Table 4. Selected Applications of Transaction Costs Theory

Study

Economy

Area of
Investigation

Central argument'major findings

Dalta &
Nugent
(1859)

Dreveloped
and
devaboping
aconomies

Choice of
oontract

Provides & unifying transaction cost framework for explaining
cholces among different forms of copiract, The study sugges!s
that the theory of transaction costs can go a long way toward
sxplaining choices among contracts and other institutionsal
forms

Azabou af al
{14985)

Tunizia

Fishing

The contractual forms employed in all segments of Tunisia's
fishing Industiry are described and then analyzed from the
parspacive of transaction costs theory, The theory predicts
that trends toward more capital mlensive fishing would ba
accompaniad by a switch from share confracts o wage
contracts.

" Azabou &
Nugani
1985

Tunisia

Taxation

Tha authors highlight the time pariods In-which fooed sent
contracts krown as tax farming were dominani in Tunisia as
wall 35 slsowhore, They then go on to explain how and why
this seamingly anachranistic farm of contract continues to
dominate in one specific sector, namely the taxation of
Tunisia’s weakly markets, The explanation hinges on the
extremely high transaction costs and risk-aversion on the part
of tha lecal governmants to whom the tax receipts acorue,

Manli e al
{1889)

Tumisia

Manufacturing
ndustry

Tha authors applicaticn of tha transaction costs framework to
awnarship form cheices in Tunisian manufacturing industry
reveals the nead to cons:der farms of eppartunistic babavior,
siich as tax evasion, quality-shirking, adverse solectien, cthar
than those which have been considerad in the existing applied
|teratura. Tranzaction cosls are capable of eXplaining the size
and ownership form choices of private firms in varbous sectors
of Tunisian manufaciuring.

Graanhill
(189595)

Rale of tha
slate’in
BCONGMIE
developmant

Undartakes a case study of state intersention in the Brazilian
coffea before 1929, a policy intended to improve the coffea
planter's market condidions. Shows that institutions impreve
efficiency by reducing Uncerainty in human exchange but
reflect social and palilical power,

Wiasnar
(1887

Colombia

Extornalitias

Altarmpls o link transaction costs with externalities and with
ranl-seeking behavior in daveloping countries with particular
roforance to Colombia The paper sugpests that public sector
rant seaking and the institutional arrangemants that erise from
such rent seeking should bacome the unit of analysis of
dawelopment thecry and practica

[Elen: (1998)

]- Matoussi &
| Mugant
| [1855)

Ethippia

G"r-a.i;lnr;a rhal

This work examines the consequences of the transaction costs.
of search on the emargence of the institution of brokeraga in
tha Ethiopian grain markel. The resulis reveal that traders with
high costs usa more brokerage while traders with high social
capital rely on direct search, confirming that brokerage
enables traders to minimize transaction costs. It demonstrates
that transaction costs Influence the emergence of market
institutions and the heterogenaity of traders with respect to
costs has important implications for the economis Incidenco of
policies 1o reduce transaction cogts,

Turusia

Sharecropplng

Transacton cosis theory has successiully exptalned why
gcanomic agent switched fram wage and rent contracts 1o
shora contracts
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sectors swilched from wage and rent contracts to sharecropping contracts. Eleni
{1998), in a study of grain markets in Ethiopia, demonstrates that transaction costs
infiuence the emergence of market institutions and the heterogeneity of traders with
respect to costs has important implications for the economic incidence of policies to
reduce transaction costs. Greenhill (1995), in a study of Brazilian coffee,
demaonstrates that institutions improve efficiency by reducing uncertainty in exchangs
arrangements,

Property rights theory is another approach that has been widely applied to various
aspects of the development process. Selected applications of this approach are
presented in Table 5. Clague and others (1897}, using the property rights approach,
present evidence from cross-country statistical analysis and explain differences in
income, growth rates, and rates of investment in developing and developed
countries. What emerges from this study is that differences in property rights and
cantract enforcement mechanisms are important par of the explanation why some
countries prosper while others do not. Dejene (1989a) reviews the concept of
‘property rights' and alternative forms of resource managemenl regimes and
provided evidence from rural Ethiopia, He shows, among other things, how property-
rights regimes affect micro-level decisions of economic agents. Cheung (1996),
using the property rights approach, analyze the process of regulation in a single
market, i.e., rental housing in Hong Kaong. This approach was also applied to a highly
developed economy, USA, concerning regulations restricting the gatch of Salmon
{Higgs 1996) and the emergence of a brand-new propery rights in response to the
influence of a specific type of political organization (Riker and Sened 1998). Higgs
suggests that government regulations can create a dynamic process that converges
on high-cost oulcomes while Riker and Sened (1996) argue that new types of
institutional arrangements are often needed to exploit the wealth-enhancing potential
of technological change. Libecap's (1898) study suggests that property rights become
precisely defined as the value of a resource increases over time. The propery right
theory is also applied to environmental issues. For example, Berke (1996)
demonstrates that there is no clear-cut verdict on the performance of natural
resource management systems under different property-rights regimes, except that
ggen-access (s not viable in the long-term. In a similar fashion, Ensminger (1996)
argues that many top-down approaches to establish private-property regimes for
environmental résources have failed not only because they have imposed high
ransaction costs, but also because they are ill-adapted to the specific cultural
context in which they are developed.,
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Table 5, Selected Applications of Property Rights Theary

j—

Study

Econamy

Arga of
investigation

Central argument/major findings

“Ehwnp

(1806

Heng Kang

Market regulaticn

Locks at the process of regulation In & single markot
{rental howsing). Using property right theory, showeod
the unintended side effocts of regulation and explored
how, in & complex world, actoss may respond to
regulations with adjustment at various unexpected
margins and create cutcomaes that gensrate further
Imstitutional chan.ﬂq;r.

Higgs (1598)

USA

Fisking

Analyza the causes and conaequences of the
regulations restricting the catch of saimon in the
Pacific Northwas!, Shows hew governmant
regulations can create 8 dynamic process that
converges on high-cost oulcomes.

Riker & Sened
(15955)

LEA

Rale of the state in
BCONONIE
development

Studies the emergence of o beand-new property
rights and stressed the relative role of political
arganizatians in their creation. Shows that new typos
of institutioral arrangements are often needed to
exploit the wealth-enhancing potential of
technzlegical changa.

Linecap
(1396}

LEA

‘alue of resources

Quantitativaly tests the hypothesas that, upto a
paini, proparty rights become precisely defined as the
value of 8 resource increase. The paper is concemed
with the timing and emergence of particular legal
msttutions, Describes and quantity the progression of
proparty low from general rules 1o highly specified
statures and court verdicls,

Clag ue atal
(1587

Develaped
ang
deveioping
Countries

Determinants of
BEGNOITIG
develapment

Presents evidence frorm crm-caunt# statistical
analysis ang explaing difefences in incoma, growth
rates. and rates of investment, Shows that socletal
differances in property rights and contract
anforcement mechanisms are impertant pat of the
oxplanation why some countries prosper whiln cthers
da ot

Cejene {15953

| a

Ethiopia

Land question

Roviews the concapt of "property rights' and
afternative farms. of resource management reglmes
and provides svidence from rural Ethiopia; Explains
howe praperty tights regimes affect micro-level
decisions of farm hovseholds.

Berses (1595)

Daveloped &
develaping
eountries

Ecalogical ;;.rg‘t_a'rns

Argues that the focus on proparty rights expands the
scope of ecoiogical ooonomics to consider & three-
way linkage incarporating social, institutional, and
cultural dimensions. Damonstrates that there is no
ciaar-cut vardiet on the parfermance of natural
resources systems Under different property-rights
regimes, solution Meadod are-combinations of
property-rights regimes and a diversity of praparty
rights institutions that can be adapted for specific
circumstances.

Ensmingar
[RE-

Afru;a-

Culture & property
rights

lllustrates the rafationship between culture and
peoperty nghts in the contest of aftempts by Altican
governmants to change property rights in fand. Many
top-dewn appreaches to establish private-proporty
regimes for anvironmenial resources have failed mot
anly because {hay have imposed high transaction
costs, bul alse because they are ill-adapted to the

_specific cultural contaxd in which they are developed
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The theory of collective action is rarely applied to problems of development,
Perhaps, the only major applications of the theory are found with reference to the
Tunisian economy (see Table 8). With reference to Tunisia, Bsaies (1989) provide an
institutional explanation for the failure of the country to intreduce modern education
during the nineteenth and twentieth centuries. Nugent {1989) identifies and explained
variations on the theme of Olson (1964) with reference to producer organizations,
The author explains not only the relatively late appearance and overall weakness of
producer organization in Tunisia but also the observed variations in their relative
strength from one group to another over time. Azabou ef al, {1983} analyses the
degeneration in the wholesale market of Tunis and the role of porters’ union in that
procass. The theory has explained the relative strength of the parters’ union vis-a-vis
the other refevant groups and the union's choice of instruments for collective action.
Bechn (1989) analyses the functioning of the credit market in general and interest
rate determination, in particular. Grissa (1889, using Olson's interest group theory
explains the determinants of both the level and the structure of interest rates in
Tunisia. Brell (1995), using evidence from Uganda, argues that progressive change
15 not random, but a response to a widespread willingness among people to set aside
self-interest and demonstrate high levels of altruism where they can be made to
recognize the need for and possibilities of collective actien. This finding obwviously
contradicts one of the basic assumplions of orthodox necclassical economics i.e.
maximization of self-interested Individuals, Ostrom (1990} explores whether and how
common-pool resources can be organized in a way thal aveids ®oth excessive
consumption and administralive cosl. She guestions Ihe argument that that the
prablem of over-consumplion is solved by privatization or enforcement imposed by
outside force (govermnment). The author argies forcefully that other solutions exisl
and that stable institution, of self-government can be created if certain problems of
supply, credibility, and monitoring are solved, Using a revised version theory of
collective action Dejene (1999) explores possibilities for explaining problems of
economic integration in Africa. He demonsirates that institutional factors, more
specifically faillure of collective action, can explain the unsatisfactory performance of
reglonal infegration schemes in Africa. Ostrom ef al, {1994) explore empirically,
thearetically and experimentally the nature of institutions that are developed to
protect against overexpleitation of resources. They question the notion of ‘the
tragedy of the commeons' and demenstrate that the users of commanly held
resources have in many instances overcome incentives to destroy resources and
have developed long-enduring institutions that enabled them to ulilize these
resources more effectively. Wade (1988) shows how a common propery resource
system in India was managed entirely outside the formal govemance system and
how collective action was sustained by paying regular bribes to regional and national
officials.
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Table €, Selected Applications of Collective Action Theory

Study

Economy

Area of
investigation

Central argument/major findings

Wada (1588)

India

The management of
comman-pool

recourcas (CPR)

Shows how a CPR system in India was managed
antirely outside the formal governance system of India
and how collective action was suslained by paying
regular bribes to regional and nalional officially.

Beaies (1585)

Tunksia

Education

FProvides an institutional explanation for the fallure o
infroduce modern secular education n Tunisia: dunng
the 19" and early 20" cenlunies

Nugent (1985)

Tunisia

Cooperalives

Identifies: and explains vanaions on the Oisonlan
fheme with reformnce fo producers oiganizalions. The
author explans not only e melalively, late appearance
and overall weskness of progducer organization in
Tunisin bt afse the observed varations in their
reigtiva strength foem ode group to another over tirme

Ezabou of al
(1984

Tunisia

Labar union

Analyses the degenerafion in the wholesale marke! of
Tunis and thir rede of porfars' unlon in that process The
theary has explained the mlatve strenglh of ihe
POREE" Ui wWi-S-wis the olher redevant groups and
the union’s chodog of Instruments for collective acfion,

Bochri (1988)

Tunisia

Credit market action

Anglyses the funclioning of the credit markst in genaral
and interest rale delermination in particutar, Using
Clzon's  Inlores!  group  theory  explained the
determinanls of both the level and the structure of
inlerest rales in Tunlgsia,

Grissa {1989)

Tunisia

State anlerprises

Uging 1he theory of coliective action, explains the
awalilion  and  performance  of  Tunisi's sialo
enfaiprises,

" Dslrom (1990

Devaloped &
developing
countries

Marnagement of
commod-pocd
refaurcis

Explores whethar and hew commBb-pool resources
can bo organized in & way ihat avalds both excossive
consumplion and administrative cosl. Quesilions the
argument thal that the problem of over-consumption &
solved by privatization or enforcemant imposed by
afside  forgo  (government),  The mdhor  argues
forcafully that odher solutions exist and thal siable
institutions of sell-government can be created if cerain
pretlems of supply, credibility, and menitoring are
solved

Ostrom et @l
(1954

Devoloped &
devaloping
couniries

Tha managemani of
COMIMON- TESaurces

Explores empincally, theorolically, and experimentally
the nature ol institutions thet are developed 1o prodect
against overexploitalion of PR Queslions the nodion
of the fragedy af the commons' and demonsirales thal
the ugers of commenly held rescurces have in marny
inslances  owercome  incentives’ 1o destroy  Lho
resoufces  and  have  developed long-enduring
instituticns thal anatled them o utilize these resourcas
mare ellecieely

Brefl (1585)

Uganda

Socnl problems

frgues thal progressive change s nol random, bul 8
responsa to a wilaspread willingness among paopla to
st aside sell-intoresl and demonstrale high lavels of
aflsuism whare they can be madae to recognize tha
need for ard possibilities of eollsctive solution to
probfems of social beeakdewn throogh institutional
reform,

Dojene (189589

Alrica

Regional ecanomic
communities

Explores  possibilitiee for  explaining probioms  of
econamic Inegration |n Alrlca using a ravised varsion
theory  of  collective aclion. Cemonsirates  {hat
Insliulonal  faciors more  specifically  failure  of
coflective  sction  can  explain tha  unsalisfactory
performance of regronal integration schemes in Africa.
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In addition to the above, there are also cases where several strands within the NIE
are combined for use as a framework for the analyses of development problems. For
example, Bentancourt (1891), using the transaction costs theory, property rights, and
public choice approach, examine the economic function of an institution in Cuba.
Similarly, Stone and Paredes (1998) used a combination of transaction costs theory
and property tights theory to examine the relationship between law and development
in Brazil and Chile.

The above review has covered applications of the NIE to both developing and
developed countries. It is evident from the table that a lot remains {o be done in
lerms of coverage of the various economies of Africa. A single country, Tunisia, has
received relatively a lot of attention simply because that country was the focus of the
first applied work in the area of the NIE and development (Nabli and Nugent 1989).

Authors of the applied work have come from different disciplines such as
anthropology, economic history, political science, and of course, economics. This
confirms the argument that 'NIE represents the culminating intersection of a number
of different lines of investigation, each interesting in its own right' (Nabli and Nugent
1989a; 1333).

Of the major central theoretical concepts or themes in the NIE, transaction costs
theory and property rights are found to be the most frequently used ones in the
applied works. Collective action theory is less frequently used. The most recent
themes e.g. social capital theory (Ostrom 1897) are rarely applied to the problems of
developing economies.

A survey of the literature suggests that the NIE has been appiied to a wide range of
topics or areas including the ownership and management of natural resources
{(Higgis 1996, Wynne and Lyne 1995: Alston et al, 1996), plantation agriculture
(Clarence-Smith 1995), role of the state in economic development (Handoussa 1995:
Greenhiil 1985; Booth 1995; Winiecki 1996; Riker and Sened 1996; Borner et al,
1892); international economic issues (Adams and Scaperlanda et al, 1998), credit
market (Flore and Yotopoulos 1991 Bechr 1989}, the underground economy {Feige
1990), socialist economies (Bentancour 1891), contractual choice and enforcement
(other than credit) (Menard 1997; Dalta and Nugent 1989 Matoussi and MNugent
1989 Azabou et al 1989, Azabou and Nugent 1889), business sector development
(Sullivan 1997), manufacturing industry (Mabli et al,, 1989), education (Bsaies 1989),
co-cperatives (Nugent 1989); altruism (Brett 1995): and infrastructure ({Leitrann and
Baharoughlu 1998). The NIE has the potential to explain areas that were lraditionally
considered as not being with in the purview of mainstream economics (e.g. altruism,
polity, and property rights).
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A Note on Institutional Uncertainty and Investment Decisions in Africa

The NIE has strong implications for Africa's development as suggested by the above
review (e.g. see Handoussa 1995; Nabli and Nugent 1888, Dejene 1998a; 182%9b;
Brelt 1995, Ensminger 19968; Eleni 1898). In paricular, the Tunisian case (Mabli and
MNugente 1889 has convincingly demansirated the relevance of the institutionalist
approach to the African case.

Tne relationship between institutional thearies and the implementation of structural
adjustment policies in Africa is investigated by Stein (1885; 1888), who argues that
structural adjustment ‘because it s derived from neo-classical economic theory
which Is basically a-institutional and therefore ill-equipped to promote the
development of market institutions in Africa’. He suggests that 'if African
governments are interested in economic reform that develops market institutions
then they would be best advised to consult the institutionalist literature’,

The institutionalist approach has become so relevant to the African conditions that
even the World Bank nhas in the 1990s, shown keen interest in it. Many of its recent
publications (e.g. world Bank 1998a; 1998b) emphasize the importance of institutions
in the development process. In fact, some authors (e.g. Jakobeit 1989) argue that the
Bank has recently adopted a new approach to Africa's development and that
institutionalism is at the center of this approach. Accordingly, in itsgfuture policy
prescription. the Bank may give more attention to institutional factors such as laws
and contract enforcement mechanisms, property rights, corruption problems,
administrative capacity, etc.

Institutional uncertainty and investment in Africa is a topic that deserves special
attention. Institlutional uncertainty {defined as the risks arising from a highly volatile
institutional environment L.e., there are no clear and irrevocatle rules of the game)
could be considered as one of the mein factors retarding trade and investment
activities in Africa as is the case in Lalin America (Borner ef &, 1282). Institutional
uncertainty assumes different types of risks including unpredictable exchange rate,
price instability, inconsistent enforcement of contracts, an unpredictable judiciary,
discontinuities in the legal system, corrupl practices, frequent changes of policies
and guidelines. instability of local government, etc. At the level of the ecanomic
agents, nstitutional uncertainty manifests itself in two different forms: 1)
unpredictability of gevernment intervention and 2) lack of consistent enforcement of
private contracts. In Latin America, uncertain rules and shaky enforcement bias the
decision of individuals and firms in two ways: 1) a retreat to personal transaction with
private enforcement mechanisms and 2) very short time horizons of decisions and
strong preferences for present consumption instead of investment, Al the root of
institutional uncertainty in Latin America, Bormer et al,, (1992) identify lack of control
over the power of the executive because of a malfunctioning system of checks and
balances and therefore excessive rent seeking. Rule of law i5 replaced by the
discretionary power of the executive.
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Private sector investment can also be deterred by other institutional factors such as
lack of well functioning legal system and weak enforcement mechanisms, weakly
defined and insecure property rights, underdeveloped capital markets, weak markst
information systems, rent-seeking behavior of officials: (corruption), bureaucratic
hurdles, frequent political interference in the private business, and lack of culture of
dialogue between government and private sactor,

An economist with the World Bank (Serven 1238) concludes that ‘uncertainty and
instability are impertant factors behind Africa's poor investment record over the last
iwo decades. Serven notes ‘the |ack of realism’ of some of the assumptions of the
conventional investment theory and he underlines the relevance of a new view of
investment which is based on the following three assumptions, First, most fixed
capital investments are partly or completely irreversible (the initial cost of Investment
s at least parially sunk). Second, investment decisicns have to face uncerainty
about their future rewards. Uncertainty can be a powerful detemrent even for risk-
neutral investors. Third, investors can control the time of investment, and pastpone it
in order to. acquire more information about the future. Based on these assumptions,
Serven constructed new models of investment decisions and presented empirical
evidence from different countries.

One conclusion he reached is that, from the view point of investment, the stability
and prediclability of the incentive framework (relative prices, demand, interest rates,
taxes) may be much more important that the level of the incentives thamselves. This
implies that huge incentive may be necessary to make investors forego the cpinion
to waill for maore information and commit themselves to irreversible investment
projects,

Africa's weak private investment performance is partly explained in terms of
institutional uncertainty as formulated by Serven (1896). His conclusion is that,
‘institutional reforms protecting property rights and fostering social consensus may bé
a promising avenue' at 2 more fundamental level than the policy reforms currently
being implementad in Africa.

G. CONCLUDING REMARKS

This study has attempted to address conceptual problems pertaining ta the term
institutions’, identify factors that led to the emergence of the New [nstitutional
Economics (NIE), define the subject matter of the NIE and underline its importance
in econcrmic activities, and review the empirical literature on the applications of the
MIE to prablems of development.

What emerges from this paper is that the new institutionalism can provide us with

important theoretical tools to understand develepment problems. The three major
themes of the NIE, i.e. the transaction cost, property rights, and collective action
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theories can more effectively address issues that have remained more or less
puzzles when analysed using conventicnal approaches. The NIE is imporiant
because it challenges the dominant rale ascribed to the markel by the orthodoxies of
the last two decades. Moreover, the NIE can, perhaps, bring an end to the isolation
of the economist because, in the words of Harriss ef al, (1995:1-2), il is 'a bady of
economic theory which ascribes an important role to ideas and ideclogies, and one
which is accessible to other social scientists, seeming lo open up the temrain of
genuinely inter-disciplinary enquiry’,

Further research is required to investigate issues raised in this study conceming the
theoretical and practical aspects of the institutionalist approach. It is not yet clear
whether the NIE Is a full-fledged theory (body of thought) or whether it is something
eclectic, i.e. the work of a loose collection of economists and political scientists'. As
the applied research on Africa is limited, there is a need lo undertake more studies
on the relevance of the theory to the real conditions of African economies. There is
also a need to cover more areas of inguiry such as indigenous instilutions and
international ecenomic relations.

MNOTES

This point was already noted by Mabli and Nugent (198%a; 1333} 'it would be 2 monumental task to
synthesize it (NIE) in its entirety,' Also, wa note that in this study we stick to % term ' the New
Instriutional Econemics'. although few writers like Eggertsson (1990) use the term 'nec-institubional
economics’

Here it should be noted that we ara not considering standard econometric exercises which purport to
mave goene insttutional (e.g. see Burki and Perry 1998},
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AN ASSESSMENT ©OF THE GRAIN MARKETING
POLICIES AND ITS IMPACTT ON PEASANT
PRODUCERS: THE CASE OF ARSI ZONE

Teshome Negussie

Absfract

In lata 19705 and through 1980s, siafe contrel in agricultural marketing was
laken as the best for the developmen! of péasant agriculture. Later,
however, state failure was claimed and the nesd for marks! onented
strategy has been advocated, Both had their own impagt on peasant
producars This paper discuses thelr impact on the peasaniry. It s found
thal it showld not be a question of stalist or markeis substitufing each other
but should operate in & complementary way to improve the agricultural
marketing system and enhance peasant agricultire

1. INTRODUCTION 5
1.1. Statemeant of the Problem

Efforts have been made to tackle food shartages in Ethiopia through different policy
measures. Various rural development projects and pregrammes have been
undertaken, Co-cperative farms have been promoted in rural areas during the
‘socialist' regime. Much of the agricultural budget was diverted to state farms and co-
operalive farms, giving less attention to peasant‘ agriculture. Furthermuore, the state
was Involved in the marketing and pricing of agricultural products. But, inslead of
improving, the sftuation seems to have worsened. Grain marketing and pricing
policies appear to have had disincentive effects on peasant producers. Some studies
reveal that these policies have hampered the growth of the agricultural sector
{(Franzel 1989; Cohen &f al, 1988), Indeed, because agriculture, which is dominated
by the peasantry, is the foundation of the economy of Ethiopia, policies which
negatively affect peasant producers will have a negative impact on the country's
economy as a whole,

In the grain marketing system, attention has been focused on a few regions with
good agricultural potential. Arsi is one of these areas. More than 50% of the

* Head of Production and Planning Dept., Cromia Planning and Cevelopment Buredy, The final version of thiz
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population of Arsi zone reside in rural areas and in one way or another depend on the
agricultural sector for their survival. Data from 1990/91 to 1993/94 reveals that 96%
of the area cultivated and of the volume of food grain production of the Arsi zone
comes from the peasant sector, while the rest is produced by state farms (Central
Stafistical Authority, various issues). The peasant sector is characterised by low
production and productivity levels, which can be attributed to a lack of resources, low
infrastructural development and low technological inputs. It is, however, categorised
as one of the surplus producing areas of the country. Surplus was extracted in the
1980s from the zone's peasantry through a quota delivery system and low fixed
prices by the state's marketing parastatal, the Agricultural Marketing Corporation
(AMC}, Peasants were discouraged from selling in open markets. Through such
mechanisms, Arsi and two other surplus producing areas, Shewa and Gojjam, used
to deliver more than 75% of the purchases of the AMC (Alemayehu 1994a: Cohen ef
al, 1988; Cohen 1987).

By reversing past praclices, the government liberalised the grain marketing system
in 1890. This reform remained Intact after the change of the government in 1991,
The general trend of policy, which is parl of the Structural Adjustment Programme
(5AP), promotes a gradual withdrawal of the state, leaving resource allocation to
market forces (Alemayehu 1994a; Fantu ef al, 1892; Walday 1992). The effects of
the policy on peasan! producers needs to be examined, because while differeqt
studies have been made on the grain marketing system and its effegt on peasant
praducers at the national level, at the local level few studies have been made. This
paper therefore investigates the impact of the grain marketing system on peasant
producers at the local level. The results of the paper may be helpful for scholars who
wish to further study the area and for the policy makers who shape agricultural
development policies at the national level and at the local level,

1.2. The Data and Scope of the Study

This study is camied in Arsi—central Ethiopla. Arsi is a reasonable area to be studied.
It is endowed with agro-ecological conditions that are suitable for agricultural
production. Since the 1860s, Arsi zone has been a focus of agricultural development
and state presence is prevalent. Different production systems such as co-operalives,
slate farms and privale peasant production systems have been praclised in Arsi
zone. It was also a focal area of the AMC's operation.

Due to time and data constraints, the study covers only the major food grains (wheat,
barley and tef) in Arsi zone. It is, however, an acceptable limit because wheat,
barley and feff cover more than 80% of the volume and area of the food crops
produced in the zone and are the major staple foods of the population. However,
there is a limit to this paper: it depends on secondary data, while a full study would
require exhaustive examination of marketing and consumption patterns.

The data used is obtained from various sources and covers the period from 1982/83
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to 1993/84. Data on production of the major crops have been obtained from the
Central Statistical Authority (CSA). Cost of production data have been obtained from
on-farm trial sites conducted by Arsi Agricultural Development Department (AADD).
The Department is also a source of data on fertilizer consumed by the peasant sector
and the prices for fertilizer. Data regarding the prices of grains, fixed farm gate
prices prior to market liberalisation policy and free markel prices, have been
obtained from the AMC. Average producer prices data have been obtained from the
data collected by the CSA. The CSA is also the source of the population data used
in this study. Other research works previously undertaken in this field of study are
also sources of data for this paper.

2. ANALYTICAL APPROACH AND CONCEPTUAL
FRAMEWORK

2.1. Analytical Approach

For this study, an historical approach to the problem will be deployed, giving
emphasis on meso-level problems. This will help us to understand policy as a
process; the context behind adopting a strategy and the rationale governing present
policy choice.
%

The effect of statist marketing and pricing policies will be analysed by comparing the
prices delivered by the AMC with free market prices and the cost of production. The
impact of the pricing system on input utilisation will be analysed by using the fertilizer
value-cost ratio.

The marketable surplus of the Arsi Zone will be estimated and used to judge the
extent to which the AMC hindered the peasants from selling their produce on the free
market, where they might have received a better price for their produce.

To analyse after market liberation grain marketing system and its impact, the
institutional changes in the marketing system and the behaviour of grain prices will
be assessed. The new grain marketing policy gave due aftention to free market
prices that are governed by market forces. The incentive power of the price will be
assessed by looking at the price elasticity of outpul, with its well-established
weaknesses, of the major food grains selected for this paper.

The conceptual framework for this study explores general views on states and

markets and assesses agricultural marketing and pricing policies under state
intervention and free markel economies.
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The effect of statist marketing and pricing policies will be analysed by comparing the
prices delivered by the AMC with free market prices and the cost of production. The
impact of the pricing system on input utilisation will be analysed by using the fertilizer
value-cost ralio.

The marketable surplus of the Arsi Zone will be estimated and used to judge the
extent to which the AMC hindered the peasants from selling their produce on the free
market, where they might have received a belter price for their produce.

Te analyse after market liberation grain marketing system and its impact, the
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be assessed. The new grain marketing policy gave due attention to free market
prices that are governed by market forces, The incentive power of the price will be
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markets and assesses agricultural marketing and pricing policies under stale
intervention and free market economies.
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2.2. General Views on States and the Markets

Dwring most of the 1950s to the 1580s, there was an assurmnption thal the state had a
ceniral role to play in accelerating the pace of economic growth., Moreover,
regulation and control of markels were pursued as essential measures in promoting
social welfare., The inabiiity of markets to deliver the ingredients of development,
taken together with the imperfection of many markets, provided set of 'market
failures' ithat siate aclion was considered necessary to overcome. These 'market
failures’ include (see Ellis 1996; Kibre 1954): a) failures of competition-the existence
af various types of monopolies and hence generally inefficient outcome; b) failures of
provision of public goods—class of goods and services that private markeis are not
prepared to supply; c) externalities that are spillovers created by economic aclivities,
d) incomplete markets-where markets fail to produce goods and services that people
desire evern at price above production cost. Examples are credit markets where they
are weakly linked to the modem sector because of weak transportation system,
communication, marketing and credit facilities, etc.; e) information gap—markets
have tendencies to under-produce information to which access can be limited like
infermation on prices and technologies and ) poverty and inequality—-markets may
result in a highly skewed distribution of income and wealth or an incidence of poverty
that are regarded as socially and ethically unacceplable by the majority of the
society.

This wview of ‘market failure' is based on the assumption that t;e siate acis
benevolently to serve the public interest. However, the assumption that the state
was benign in its intentions and ils policy is centered around the question of how besl
the state could maximise social welfare is questioned, |t is this quest that resulted in
the identification of ‘state failures’ which one would argue is more detrimental in s
impact on the material well-being of people in society than the ‘market failure' (see
Ellis 1996).

Paricular emphasis on 'state failure' has been placed on the pervasive inefficiency
and impropriety of state institutions in many LDCs which lead to assume lhe state as
‘parasitic’ or predatory than a ‘benign' or beneficial. A second appreach drives from
public choice theory of the neo-classical school. This approach stresses the seif-
interest motivalion of govermment officials and state employees. This monopoly
power enables them i{o maximise the surplus dccruing to themselves, A third
approach considers the state as cperating on the hasis of personal rules systems
override and replace the rule of law. The weaker the person in power the more the
perscn has to resort to personal rule mechanisms Lo stay in power. Aparl from these
argurments, the following constraints may be placed againsl intervention {see Ellis
1996 Kibre 1994),

a) Information fallure—it s always wrong lo assume thal state is necessarily fully

informed about the nature of a given problem or the full impact of its pollicy
medsuUres.
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b} implementation failures—though a policy is weil designed to increase social
welfare, expected gains may be lost due to poor implementation capacily, This may
arises from the difficulty in improving the accouniabilty and control of the
bureaucracy.

c) second-best theory-when market failures exist, state action to correct any single
one of them may result in a worse outcome,

d} metivation failure—state officials are mainly paid low wages which necessitate
them to search another source of income for subsistence life.

Z£.3. Staie Intervention in Agricultural Markaeting

Although the form of state intervention during the 1980s substantially changed thar
in 19:30s, all governments in developed countries and LDCs intervened in agriculiural
markets to accelerate the rate of growth of agricultural production and the generation
of a surplus from the sector (Spoor 1994)

At least three main reasons for the state to intervene in agricultural markets were
articulated. (i) income distribution; (i) price stabilisation, and (iii) surplus transfer isee
Spoar 1995),

Income Distribution M

In many African countries, market intervention has been used as an instrument for
political control and the market place was conceived as a political arena,
Governments tried to influence income distribution for political or social reasons.
Income distribution can be manipulated by changing the prices of basic gaods,
particularly food. This was done on the assumption that lawer income groups spend
more of their income on food. Lower food prices would benefit these groups. As a
result, there was highly subsidised consumer food prices. Price control of the urban
retall trade was accompanied by state Intervention in the distribution and ralicning of
food (Bates 1981). However, the manipulation of agricullural markeis affected bath
consumers and producers, The price of food has very differential effects on paasants
and landless labourers, when compared to the urban poor. The low producer prices
provided by the state parastatals have had a distinclive effect on production and
reduced the marketing of any surplus above home consumption (Streeten 1887). As
a result. states use subsidised inputs and public investment lo increase produdction,

Price Stabilisation

Qutput price policies were mainly designed to stabilise or increase producer prices,
They require state marketing interventions to achieve their aims. This s mainly daone
by fixing producer prices, which could only be fully implemented if all market cutput
was channelled similarly; otherwise, even with less intervention, traders could have &
destabilising effect. The state system of using buffer slocks was designed to place
limits on the instability caused by such interventions (Eliis 1998). However, bulk grain
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wwks have proven {o be costly o operation and resulled In high losses Re-

ment af this sysiem has come 18 emphasise of storege and the role. of

traders. In general, hawever, Iif thare are effective ce policies and efficient
maragement, grain buffer-stocks can be ussful (Spoor 1885)

Inter-secloral Surplus Transfer

This = related to income distribution, discussed earlier. I played an Important role,
specilically in those countries, which have followed a socialist strategy, Principally,
frney have sought to follow Precbrazhensky's argument of ‘squeezing agricullure’.
Based on the recommendation of Preobrazhensky's concept of primilive socialis
accumulation, Russia inlroduced govemnment control over all markets, The price
squeeze that resulted from this policy of holding down food prices was mel by the
peasants’ massive withdrawal from the markel, which threatened to bring lhe Soviet
economy to the brink of disaster. Stalin's solution, the forced collectivisation of the
peasantry and state farms, broke the power of the peasants and managed to
industrialise peasant Russia. However, the human costs were enormous, and long-
term agricultural productivity in Soviet economic development was a major
hottleneck, Industrialisation by reducing the relative prices of agricultural products
can thus harm the cutput of the rural sectar (Bacha 1989). Moreover, this siphoning
off agricullural resources did not always result in transfer of funds to the state. The
transfer was often off set by increasing cests incurred by parastatalsgor waste in
armamenls or bureaucratic caonsumption (Spoor 1985).

These interventions require instruments of intervention. Three instruments of market
intervention by governments in developing countries were predominant throughout
the 19608 and 19705, First, the imposition of official or administrative prices at
producer, wholesale and retail levels, to achieve some or all of the objectives for
markel intervention; second, there was transformation of the market through the
creation of parastatal marketing agents, supplemented by the banning or control of
private trade by licensing, movement restriclions, price inspections, and promoting
other non-private agents, such as marketing co-operatives; and thirdly, intervention
in inpul markels (Ellis 1998).

Price Policy and Market Intervention

Gavernments of LDCs have intervened in agricuitural markets by fixing producer and
consumer prices. They fixed food prices as low as possible in order lo keep urban
consumer food prices down. The lower producer price rather proved to be a
disincentive to producers and resulted in unintended effects such the development of
parallel markets (Thorbecke 1983).

LLDCs also used pan-territorial, spatially uniform, pricing systems. This was defended

for reasons af nol discriminating against peasanis in the remolest areas. Peasanis
who were living in marginal areas received low prices, after taking into account
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ansport i ©os i sooriation u'.:_‘-'-.'r. are heavily subsidised, these pessams
g .’| orm prcing Systems are not attractive

for pes 1,..“' whno are closer {0 the market: They coud have had the r'._l_'h5|t||ll1.}' {o
---::_.Fé_e.~ ketter prices than the Tixed uniform price sat by the state because they ineur
ower lranspord costs and have alernative outlets to market their products than

peasanis in remotes! areas.
State Intervention in the Structure of the Market

During the last four decades, the governments of LDCs have substantially altered the
structure of their agricultural markets by introducing marketing parastalals, limiting or
banning privats trade and promoting other non-private marketing agents: Parastatal
marketing boards became the |eading agents of market intervention policies in LDCs.
They were seen as efficient in avoiding any unnecessary inter-mediation belween
producers and consumers. Private traders were often considered as exploitative and
were often not allowed to operale in the wholesale grain trade. If they did, they often
operated under a strict licensing system, regulation of prices and markeling margins
(Ellis 1986). However, this has resulted in inter-regional and inlerstate smuggling as
weil as in higher marketing costs. Corruption among officials also produced
disincantives for marketing outpul (Spoor 1995

In general, state grain market arganisations and policies to restrict priyate trade had
adverse effect on smallholder income and food production in Africa. Low producer
prices reduced farmers' incentives to use improved Inpuls and increase grain
production. Market suppression has harmed the rural poor by distorting the structure
of their outputs and incomes. If resource extractions are strong enough to suppress
many agricuttural markets it is wrong to expect structural or technical change to bring
major gains to many farmers (Lipton 1991; Franzel et al., 1988),

The disincentive character of state intervention can be examined by varous
methods. The excessive extraction by the parastatals can be explored by comparing
the marketable surplus and the amecunt the peasants were obliged to sell to
parastatal orgamisations; the relationship between the fixed farm gate prices paid to
peasants and free market prices; the terms of trade as expressed by the consumer
price index and the prnice paid to peasants; the cost of production as compared to the
price received by the producers; and the ferilizer value-cost ratio. Further, other non-
measurable policy instruments can also be examined.

2.4, Agricultural Market Liberalisalion

The liberalisation of agricultural markets started in the 1980s, when a greal number
of countries adopted liberalisation policies, These policies came in in the belief that
the working of the market could overcome the adverse effects. of state intervention
(Spoor 1995). Il was recommended that LDCs get rid of slate Intervention so that
marke! prices reflect opportunity costs and benefils (Streeten 1983). Markel
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liberalisers argue that the economic conditions of many countries have anly
improved through market liberaiisation. lts advantage is perceived in terms of
improved resource allocation and technical efficiency which provide an incentive to
fFarmers (Thampson 1981),

In Sub-Saharan Africa (SSA). this change was identified by the International Bank for
Reconstruction and Development (IBRD) (1981a) study known as 'Berg Report),
which supgesied far reaching reforms and radical deregulation, Emphasis was
shifted from the public sector to the private sector, based on 3 perception of state
failure.  Liberalisation included the abolition of parastatal import and export
monopelies, domestic monepolies, deregulation of many food markels, an increase
in private sector participation, culs in food subsidies and devaluation (Alemayehu
1894a} However, in general, neo-liberals have concentrated on price liberalisation
They have emphasised that price liberalisation can contribute to agricultural
performance in LDCs, and that government actions distod the structure of
agricultural outputs and incomes. The World Bank has made price liberalisation a
conditionality for its loans on the grounds that since prices are the primary
determinant of the incentive structure for agriculture, an almost universal concern of
adjustment loans must be to 'get the prices right' (see Lipton 1991)

Liberalisation advocatars assumed that reform could improve the marketing system
and enhance agricultural production. The reality of the resultant effect can be
explored by a variety of ways. First, the institutional develgpment of the marketing
systemn, the different markel participants and their role in the marketing system can
be examined. Second the impact of the new pricing system can be looked at in terms
of the share of producer prices in wholesale and consumer prices. The net profit of
the wholesale traders can be estimated and then analysed against the cost of capital.
Lastly, the response of the peasant's output to price changes can be examined. The
own-price elasticity of supply could be estimated for the output of the grains under
study, These factors are explored below in the Arsi's context

2.5, States Versus Markets: Complements or
Substitutes?

One may agree with the inefficiency associated with state intervention and the need
to liberalise. However, ane needs to ask who benefils and who suffers frem reform,
Studies show a range of unintended and undesirable effects. Liberalisation Is mainly
implemanted independently of the camplexily of and prablems in markets. It is not
wise to unore the realities of market struclures and the institutional context in which
policies are implemented, For both, state interventionists and the neo-liberals,
agricultural markets and the dynamics of palicy implementation remain a 'black box’
{(Spoor 1985:36), Structural adjustment programme. may have little impact upon the
operation of markets. Indeed, it may enhance inefficient respurce allocation by
enhancing monopoly power For markets to efficiently operate, they need to be
strenathened by non-marke! mechanisms  which co-ordinate  allocation and
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distribution so that economic =agenis can deal with uncerainty and bounded
rationality (Akram-Lodhi 1937). Therefore, states cannol be ignored in the reform
process. The assumption by the reformers that optimal prices and comparative
advantage will stimulate growth may not hold true without the participation of the
state.

Market liberalisers may be wrong to focus on state actions disturbing farm prices
when physical barriers in the public and private seclor environment may also affect
farm incentives to produce and exchange. Market suppressers may be futher wrong
when they imply that market relaxation a)} comprises ‘getting the price nght', b} is
achieved mainly by govemment abstention from distorting markets in farm output
and input prices; ¢) can often achieve, on its own, large and rapid rises in total farm
outputs. and d) can substitute for the structural or technical changes necessary 1o
permit a big response to market incentives (Lipton 1981),

The need torthe state to intervene in the market is further elaborated by Rao {1994).
He argues that prices may provide the incentive required of producers but should be
supplemented by state intervention. States should provide infrastructure, organise
research and extension and regulate supplies of inputs critical for agricultural growth.
Even In a free market economy, the state would have to intervene in the commodity
markets in the situation of a price collapse or an extreme scarcity of commodities.
Moreover, the state needs to find ways to support farmers lo become sell-reliant.
The state should enhance irrigation practices, evolve varieligs capable of
withstanding adverse conditions, and assist in improving cultivation practices in order
to reduce fluctuations in production. Better roads and market infrastructures, wide
and quick market intelligence and fair marketing practices would help farmers get
better returns in the market. Supportive intervention by the state should promote
growih by dewveloping agriculture, not discriminating against it. 1t could be expected
that with growing and increasing participation in commodity markets, farmers would
gradually improve their understanding of market operations and their ability to make
effective use of such understanding in their own decisions and actions (Rao 1984).

Finally, then, both the statists and the liberalisers cannot alone create a conducive
enviranment for an efficient marketing system which helps to increase peasant
production. It should not be a question of markets or states. Both should operate in a
complementary way to improve the marketing system and enhance peasant
production,

F. EVOLUTION OF THE GRAIN MARKETING
SYSTEM IN ETHIOPIA

In the previous section, literature on general views on states and the markets and the
policies of marketing of agricultural preducts under statist and market systems were
reviewed. These palicies will enhance or retard the marketing of food from peasant
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agriculture. |n this section, the grain marketing system in the Ethiopian will be
reviewed to look at policies at a macro level that will help to assess Iheir effect at the
meso and then at local level.

Z.1. Grain Marketing during the Period 19274-D0
3.1.1. State Intervention in Grain Marketing

Gavernment intervention in grain marketing started in 1950 with the establishment of
the Ethiopian Grain Board to underiake expord licensing, gquality control and market
nteligence: It was followed by the establishment of the Ethioplan Grain Corporation
in 1880 o pardicipale:in grain marketing and bought grain in larger amounts. Both
were inaffective: the former did not hold stocks and could not stabilise the market
while the latter suffered from limited market information, working capital and a price
nolcy which made it unable to compete with private traders (Alemayehu 193%).

agtive panicipation by the government in grain marketing developed in the post 1574
period (Alemayehu 188%). The main reasons for the government's participation in
graimr markeling were beth ideclogical and pragmatic. On the ideolegical side, there
was g sirang oelief that merghants and other intermediaries exploited the peasantry
arnd oonsumers and that state intervention was required to curtail exploitation, The
pragimetic regsons were associated with the post revolutionary land refegn. Follawing
the 1875 land reform, the harvest of farm production was estimated to be relatively
gooid but nevertheless marketed surplus declined The end of share tenancy in graln
surplus areas led e increased orm-farm consumption; thus the share of peasant
produetion that was marketed, through private Wraders, dechned from 25% 1o 10%
pelween 1974 and 1978 (Franzel sf al, 198%9). This led to high urban food prices
which increased pressure on |ower income urban groups such as urban civil servants
and worsers: Basic grain prices jumped by mose than 30 per cent in 19768 and
cantinued to nse in the following years. This pragmatic necessity coincided with and
reinforced the ideclogical trend toward establishing agrarian socialism {Dessalegn
19584 Franzel ef al., 1989; Cohen &t al, 1838}

To ruifil its objeetives, government sought ways to increase the wvolume of the
marketed surpius while, at the same time; keeping wrban prices low. Govermment
established state farms and imposed government control over the distribution of
inputs to more 'refliable’ producers such as peasant producer co-operatives and
peasant service co-cperatives giving less attention to peasant agriculture (Cohen et
al . 1988),

3.1.2:. Purchasing Operations of the AMC
In 1879/80, the marketing system, under which the AMC had competed in its first

four years with private traders, was changed. The assigning of quotas at prices
determined hy the government was established (Befekadu ef af 1990). Each year,
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grain guotas were sel for each crop and each regien by the Central Planning
Supreme Council (CPSC). These guotas were sent to the regional Grain Purchase
Task Forces (GPTFs) and to the AMC for implementation. The regional quotas were
passed down and distributed amang the districts (Awrajas) and the sub-districts
{(Woredas) to the service co-operatives (SCs) and the peasant associations (PAs)
Finally, the latter distributed their quota among peasants (Conhen ef 3/, 1988 Franzel
ef al., 1989, Alemayehu 1889),

The minimum grain quota for a PA was 100 quintals in 1878/80, but this floor was
raised to 150 in 1980/81. The size of the quota per family was intended to be related
to the markelable surplus available, But, evidences suggested that the guota was
Inequitably allocated among PAs and among regions,; a few regions were obliged to
supnly a larger porion of the AMC purchase (Alermayehu 1988, Franzel ef al,, 1889).

Licensed grain traders, on the clher hand, had to supply a minimum of 30% of their
purchases in 1979/80, which was then raised 1o 50% in 1980/81. They were requlred
o sell their quota to the AMC as a condition for receiving permiis to transport
cereals, pulses, and oil seeds from one region (o another Unless traders fulfilled this
criterion, they could not sell any grain on a free market, On the other hand, state
larms and Froducers Co-operalives (PCs) were also supposed io deliver all their
marketable oulpul 1o 1he AMC {Alemayehu 1589),

Feasants who failled to fulfil their quota were not allowed o use H’lE service co-
operalive shops to buy non-agricultural commedities. As a final sanction, they could
be deprived of the righl to use |land, There are cases where peasants who falled lo
tultil their quaota obligations from their own produce were forced to purchase the
shartfall from ather producers ar an the market (Befekadu et al, 1590). Even those
who were mainly dependent on rellef assistance were obliged to deliver their quotas
on time and at the right collection centres. A study made by Dessalegn {1881) In tha
Weillo region of Efhiopia fTound a number of peasants that had to sell livesiock or
ather possessions to buy the grain required of them on the free market and at frea
markal prices, and o deliver il to the authorlies at AMC prices, involving a less of
anywhere up to 300 per cenl (Dessaledn 1991:96). This shows the need to have a
tharough took at the pricing system fallowed by this parastatal organisation

3.1.3. The Pricing System of the AMC

In the development of controlied grain prices in the post 1974 period, three
distinctive phases can be (denlified (Alemayehu 1989).

Curing the first iwo periods (197576 to 1878/79 and 1979/80), government
attempted o stabilise prices through legislative price control. The govermment did so
because fixed prices were assumed to be detrimental to producers and consumers.
Howewver, despite all revisions made, the result proved unsatisfactory, The major
cause for the Instability of fixed prices was ihal they were not established at a fevel
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attractive to both producers and traders. As a result, agricultural supply feli below
demand (Befekadu &f al., 1990).

Thirdly, in 1980/81 the government adopted a fixed nation-wide pricing policy. The
prices paid by the AMC were established by the Council of Ministers for the farm
gate, wholesale markets and state farms. The system of pan-territorial pricing was in
force and provided peasants throughout the country with the same price for the same
type and guality of products. There were no consideration of geographic difference,
transport and storage costs, and demand. The wholesale price was set al Ethiopian
Birr four Yo five per guintal above the price paid to farmers, and the state farm price
was 20% above the wholesale price (Alemayehu 1989; Cohen et af,, 1988).

Peasants were also exposed to upfair terms of trade. While they were forced to sell
at fixed prices, non-agricultural products tended to get more expensive from year to
year. This paltern of holding prices down was intended le subsidise consumers at the
expense of the agricultural seclor. Peasants sold and delivered their products at
cheap prices and in furn bought non-agricultural producis and got social services at
hinher prices. Thus, the terms of trade moved against agricultural producers, who
had to pay more in terms of agncultural output for commodities which they
purchased from the industrial sector.

The following data on rural consumer items indicates how prices of n®n-agricultural
products and services increased, If we contrast this with the fixed AMC’s farm gate
prices, we can easily understand the disincentive effects on the peasanis, For
example, the 1988/90 AMC farm gate price index was 7.7% for feff, 6.5% for wheat,
and 7.4% for barley over their 1982/83 prices. On contrary, the 1989/90 rural national
cansumers price index for food, cereals, clothing, medical, and education has shown
a growth of 42.5%, 39.5%, 17.2%, 23.4%, and 28.5% over their 1982/83 prices,
respectively. The implication is that these policies created disincentive structures in
the agricultural sector, particularly peasanl agnculture. This disincentive called for a
newr policy.

Table 3.1. AMC's Farm Gate Price Indices for Teff, Wheat and Barley and Rural National Consumers
Price Index (19B2/83-1989/50)
(1982/83 =100.00}

[year [ TE}!_T;F Wheat Batley Food Cereals | Clothing | Medical | Education

fEEzEd | 100.00 100.00 100.00 100.00 100,00 100.00 100,00 100 0|
1082/E4 L 100.00]  100.00 100,00 sapo] 10170 100.40] 11030 103.00
ig8eEs | 10000|  10000]  10000]  15150]  19350] 10000, 13140 112.60
1685/88 | 10000 10000 10000 i5040]  te410]  101.40] 11380 122.70
1986/87 | 10000  10009]  10000]  12620]  12090]  10580] 123,00 132,00
1587/68 [ 167.70, 10650, 10748]  13160] 11870  16a70] 12990 133.20
1985/F5 I w7 10650  10740] 14580 14000 108.70]  127.80 13120
1889/m0 T~ 0770] 10650  10740|  14250]  13950|  11720] 12340 128 500

Source: Computed from data provided by AMG Annual Reports: CSA (19584), Statistical Builstin 128,
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Z.Z. The Post 1990 Grain Markating System

Government regulations, inter-regional fixed prices and quotas had a negative
impact on peasant agricufture. These policies resulted in chronic food shortage which
had emerged as the major problem in the Ethiopian economy. Since 1980, available
grain equivalent food production per capita declined from 162.4 kg. per capita grain
equivalent in 197576 fo 128.7 kg per capita grain equivalen! in 1988. The poor
performance of the cereal sector led policy makers to guestion Ethiopia's cereal
marketing policies (Kuma et a/, 1985).

Different international organisations, governments and scholars began insisting on a
radical liberalisation process. They set conditions related to policy changes in order
to get access 1o loans (Cohen and Isaksson, 1888) Most of the conditions sel by the
donors were nol accepled by the Provisional Military Government of Ethiopia
(PMGE) because of the underlying ideological motivation of transforming peasant
agriculture into agrarian socialism (Alemayehu 1984a; Walday 1992).

However, the impetus for market based reform deegpened in December 1587 when
the government introduced its 'agricultural marketing and pricing policy reform’ so as
to stimulate food production. This policy statement for the first lime acknowledged,
among other things. the need to reorganise problems of marketing, pricing and
distribution systems of goods and services. Further, it acknowledged that increased
output in the peasani secior could not be achieved without improved infrastructure,
soil conservation, better provision of fedilizer and improved seeds and farm
implements. The government openly admitted the weakness of the late 1970s and
18805 policies that discouraged the private sector and the free market system. This
partial retreat from socialism was further influenced by the change in the socialist
block and internal factors. The ideclogical and economic reform of the USSR and
other Eastern European countries and the low performance of public enterprises at
home forced the government to introduce & liberalisation policy (Fantu 1984; Walday
ef al., 1982),

The policy reform, which was adopted in March 1980, included ( Fantu 1894; Walday
etal., 1992):

a) allowing the food grain trade to function without restnctions;

b} giving the rnight to abandon co-operatives to members if they so wish Lo;

c) abnolition of the fixed price and guola system; the AMC was to compete with
private traders in the open market;

d) allowing the privale sector o operate in grain marketing in a free market
enviranment.

) inheritable legal usufructuary rights on the land peasants tilled, and the right to sell
their produce privately,

fy removing capital ceilings for private investiment; and

g) selling and leasing unprofitable government enterprises to private entrepreneurs.
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The reform marked a significant shift from extreme regulation to extreme
deregulation. Following this announcement, peasants seized the opportunity to take
over unused government land, including state farms, disbanded producer co-
operatives (PCs) and removed government appointed PA leaders. However, the
rapid disintegration of rural institutions and political instability throughout the country
hampered the implamentation of the reform.

Followlng the downfall of the military government in 1991, the new government,
established in May 1991, committed itself to increasing the role of the private sector
in business and trade. In November 1931 the transilicnal govemment issued
Ethiopia's Ecenamic Policy, o be implemented during the transitional period. This
policy re-affirmed the appropriateness of the grain marketing reform of March 1880
(Alemayehu 1994a), Based on the economic policy most of the previous laws
restricting competition were replaced. New regulations removed most of the barriers,
which prevented competition in grain production, {iransport, processing and
marketing. Producer prices increased. Resource allocation was no  longer
discriminatory among participants, Farmers could freely sell their produce at
prevailing prices in the market. Traders could move agricultural products from one
area to other though controls stations (kellas) still existed. No restriction on the
margins of grain traders were enforced (Kuma 1995},

After the raform, in 1992, the AMC also was reorganised as the Ethjopian Grain
Trade Enterprise (EGTE) Its objectives are: to stabilise markets and prices for
farmer's produce; to encourage farmers to increase their output; and to protect
consumers from unfair price Increases, It also sought to generate foreign exchange
by exporting grains as well as maintaining buffer stocks for market stabilisation
(Mulumebet 1884)_Its purchase share, however, has declined since the reform.

4. THE GRAIN MARKETING SYSTEM IN ARSI

In the previous section an evelution of grain marketing in Ethiopia was made. As
earlier discussed in the paper, there have been different policies adopted to transfer
faod grains from peasants 1o consumers. The policies have mainly been made at the
national level and then applied to the lower levels. This seclion explores the
agricultural marketing system of Arsi to examme the impact of those policies on
peasant preducers,

4.71. Pre-grain Market Liberalisation
4.1.1. Policy Instruments of the AMC's Operation
The policy instrurments that were adopted by the military government during the

command econamy period included the fixed pricing systems, the obligalory guota
delivery of grain, the regulation of market days, the setting up of kellas (road blocks),
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and the regulation of trade by the banning of traders (Alemayehu 1984a; Franzel ef
al., 1989).

Low and Fixed Prices

The gavernment used a fixed, pan-teritorial pricing system. Peasants were obliged
to sell their produce at prices lower than that in free markets, The prices paid farmers
were the same for output of any quality in all areas in the zone. As compared to local
free market prices, the AMC's prices were much lower {(Annex, 4.3). As Arsi was a
surplus producer and was also located almost at the centre of the country, peasants
would have benefited from selling their produce at free marketi prices,

The Obligatory Delivery of Grain

In the late 1970s, SCs were established and made to buy grains from the peasant
sector and then sell all their purchases to the AMC at prices affering a small margin
over the fixed farm gate prices. Soon, the SCs were made effective agents of the
AMC, The PCs were also required to sell their marketable outputs to the SCs, while
peasants were required to deliver annually set quotas,

Quotas were theoretically determined by the size of land holdings, the yield of the
holdings as delermined by the soil ferility of the land, the number of the household's
dependent members, the production situation of the previous y8ars, and the
economic well-being of the holder, In Arsi's case, however, assigning quotas to the
peasantry was largely dependent upon the will of the politicians. Some FPAs used
guota allocations to reward those who supporied them and fo punish those who
fought their actions in leading the PA (Cohen 18987). In Arsi, peasants who did not
fulfil their guata obligation were prohibited from selling grain in the open markets and
their movement was strictly controlled at kellas and elsewhers, There was also
punishment in the form of resirictions ir buying consumer goods and getting ferdilizer
or improved seeds at SCs.

Curing the five years covered in Table 4.1 below, the AMC purchased about 3.92
million quintals of grain from Arsi. On average, over 70% of the purchases were from
the peasant sector, over 80% of the grains purchased from the peasant sector
constituted teff, wheat and bariey {Annex 4.2.).

Two important issues then emerge from Table 4.1. First, In spite of the government’s
policy of giving attention to state farms, the urban economy remained dependent on
the peasant seclor for its food supply. Second, one may judge that food consumption
of the peasanls could not have improved very much. A survey of selecled
households conducted in two places in Arsi in 1988 revealed the severity of the
AMC's quoia. For example, the AMC's purchases accounted for 75% of Bekoji and
§3% of Abomsa area's marketable preducts (Franzel ef al,, 1985).
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Table 4.1. Share of Peasant Sector and State Farms in the Supply of Grains ta the AMC
{1882/83-1986/87)

i 1982/83 1883734 1984/85 1885/86 1986787

| Tatal purchases |
OO0 quintais) 1038.68 TIo48 21930 T4B 10 937.74
iPencenTa*gE shane of

! Poasant sector N 7 15; 62.02 40.15 7191 80.40
1: Siafe farms 22.&5; 37.88 89585 2509 £9:60

* includes grain supplied by PAs, SCs, PCs,and private raders,
Souree! Arsi Planning and Economic Development Office (APO), 1288, Annex 4.2

Restriction of Market Days

fMarket days were also restricted to once a week, and arranged to be on Saturdays or
Sundays. This was done to increase the time farmers spent working on their farms
and thus increase production so that they would have more surplus to supply the
LME. However, both the suppression of privaie grain trade and the control of
traditional markel days prevented rural markets from playing an important role in
marketing peasant produce and supplying food to other regions. Traders were unable
to visit different rural markets on different days. .

Kellas (Check points)

Parailel with restricting market days, keflas were set up along major routes from Arsi
to other regions. Small roadside markets were closed. There was the manning of
gates of rural markets on major market days with squads. who prevented people with
grains from entering the market before fulfilling their assigned guota. They forcec the
peasantry 1o sell their grains to SCs even if they fulfilled their guota, This was even
done in situations whnere the PAs could not fulfilled s assigned guota.

Banning of Traders

To promote state control over the grain trade, the administraters of Arsi zone
restricted the private sector, Traders were totally prohibited from moving their stocks
not anly to the other parts of the country but also within Arsi zone. They were made
to sell all their purchases to the AMC at a margin of Birr five over the fixed Tarm gate
prices They sold the grain at prices less than they bought in parallel markets. They
incurred some losses, though in many cases the losses were covered by selling
grains Tllegally ai higher prices in parallel markets. Thus, there was active
invalvernent by Iraders in local parallel markets. in 1984 traders were totally banned
from Assella, the zonal capital and the main market centre. The govemnment
confiscated their stocks and transferred them to 2Cs. Throughout Arsi, pelty traders
were denied licences or harassed, parly through poiitical pressures from the SCs,
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number of peasant households in Arsi, which gives about two quintals per peasant
household during the same period.

To know the possible excessive effects of the guota delivery system, we need to take
the purchase of the AMC from the peasant sector including the purchase from
traders. We need to compare the estimated marketable surplus with the amount of
grain actually purchased by the AMC. The base year taken for this calculation was a
year widely considered to be a ‘normal year' in the country, 1982/83. The |ast year,
1989/80, was the year when the quota delivery system was officially abolished.
Comparing these figures might give us some insight about the burden on the
peasantry.

Tabhle 4. .2. Share of the AMC's Purchase in Peasant’'s” Marketable Surplus (1982/83-1989/90)

|

', 1982/83 |1983/84 |1984/85 |1985/86 | 1986/E7 |1587/88 |1988/85 |1983/90
|Markelablo surplus from

:!Ihr: poasan] secior (000 quinials) (1) 132549 A0E.3 -B8.1 . 2586 SEZB| 2192.8| 15768 24048
|ﬂMC purchases {2} BO1.3 -i&ﬂ.'ﬂl 168.3] 5380 75349 B7Z3 512.2 3052
ii fram peasants EE?'.{JD.tl{lfiT:lIs] 3 [ 4771 3 1.si 155.7| G268 74B4| 6354| 3334] 1719
| from lracors (GO0 quintals) (4) | 3243 iesol iz6 1.2 55| 388 1788 1241
:me ntaga shara(2/ 1) EO.{:i 1184 -101.0 208.0 767 30]"* 328 127

Ineludes purchases from private traders.
Source; Own computation based on data obtained from APO, 1888 Ceniral Ethiopia AMC Annual
Reports; Annex 4.1,

Table 4.2 shows that 1983/84 lo 1886/87 was the worst period for the peasants. In
1982/83, peasants delivered 80.5% of their surplus, while in 1986/87 they delivered
76.7% of their marketable surplus to the AMC. During these periods, the urban
population of Arsi was estimated to be 139,000 and 163,200 (estimated from CSA
1888) and they required 278,000 and 326,400 quintals, respectively. In 1982/83, the
zone had about 245 000 quintals of grains in excess of the needs of its population. In
1986/87, however, Arsi required additional 98,000 quintals of grains to fulfil the basic
requirement of its population,

The years from 1983/84 to 1985/86 were also the warst times far both the rural and
urban population of Arsi. The data on Table 4.2 reveais an excessive extraction of
food grains from Arsi. In 1983/84, the peasants delivered 76.8 % of their marketable
surpius to the AMC and sold 41.6% to traders to settle their debts and to buy non-
agricultural consumer goods. The sum of the two sales exceeded by 18% the
marketable surplus from the peasant sector. The data shows that nothing was left for
the urban population and even less than the basic food requirements of the rural
population. Both peasants as well as the urban population did not fulfil their basic
minimum requirement needs,
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IT we look at the year 1984/85, Arsi's peasantry had no agricultural marketable
surplus. There was a shortage of 88.1 thousand quintals of grain to feed the rural
population with the minimum basic grain food requirements. However, they were
required to deliver 155.7 thousand quintals of grain to the AMC. Further, they sald
12.6 thousand quintals of grain to traders to settle their debts. The calculated figure
shows that the rural population alone had a shortage of 256.4 thousand quintals of
food grain. Since the purchases were exporied outside of Arsi, it is evident how
difficult it was for both the rural and urban population to feed themselves. In the latter
year, 1985/86, the AMC purchased double the amount of the marketable surplus. Of
the available marketable surplus grains, the peasants were required to deliver an
additional 268.2 thousand quintals of grain. This implies that the peasaniry was
underfed by an amount almost equal to the marketable surplus, One can assume
how hard the situation was not anly for the rural population but also for the non-
agricultural population,

These years were the most intense and harsh times for the peasanis of Arsi. The
banning of traders, the control of keffas, and restricting market days warsened the
situation. Peasants were forced to fed below the basic minimum requirernent needs,
As noted by Cohen (1987), the problem was exacerbated by shortage of industrial
products. However, in the years following 1986/87, there was some relaxation by the
government in letting traders move from one place to another, with lesser control on
keffas: There were also better climatic conditions. "

The above discussion gives us a clue about how excessive the guota was. The
peasants, the traders, and the consumers were all dissatisfied by the quota system.
This policy instrument was supplemented by pricing policy, which will be dealt with in
the following section,

The Pricing System

The AMC's fixed farm gate prices were lower than focal markel prices. The data In
Table 4.3 shows that teff free market prices were double that of the AMC's farm gate
prices, while wheat and barley prices were mare than 130% of the prices paid fo
peasants by the AMC. Producers could hardly be expected to offér their produce to
the AMC under such circumstances. This was at odds with the stated objectives of
encouraging production through price incentives. A general piclure shows that the
difference between the AMC price and the free market price was mainly the surplus
extracted from the peasantry. Although all the differences would not go to the
peasants, because of considerable segmentation in grain markets, there is no doubt
that a major pordion would have acerued to the peasants.

The size of surplus that had been extracted by the price differential may be judged
by looking at the AMC's farm gate prices, the AMC's selling prices, and the free
market prices’. In 1988/89, the AMC's farm gate price for teff was Bimr 42, for wheat
Birr 39, and for barey Birr 29. Whereas lhe AMC selling price was Birr 63 for teff, Birr
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54.3 for wheat, and Birr 48.8 for barley per quintal, the free market price in Addis
Ababa was Birr 110.2, Birr 84.2, and Birr 89.3 per quintal for teff, wheat, and barley
respectively, At least from this sizeable difference between the AMC selling price
and the free market price, some amount should have accrued to the peasantry
(Eshatu 1990).

As can be seen in Table 4.3, free market prices were better than the AMC farm gate
prices. Over the four years peried, the free marke! prices show an average annual
growth rate of 8.1 %, 9.7%, and 13% for feff, wheat and barley respactively, over the
AMC farm gate prices.

Table 4. 3. Assella Free Market and AMC Fixed Farm Gate Prices (8/rr per quintal).
Taff Wheat Barley

ear Fi* AFGE* % Fr AFG % FM AFG %
1886/87 : 73.00 3800 187.18 35,00 3N.00 12581 30,50 27 00 113.00
1887788 81.30 42 00 183.57 42.00 33.00 127.27 34.50 29.00 1189.00
1988/99 91.70 4200 218.33 47 .50 33.00 14394 38.50 29.00 13820
193950 |105.00 42.00 242 86 54.50 33.00 16518 47.00 22.00 16210
* Free Markeat Price

"AMC Fiwed Farm Gate Price 5

Source: AMC Annual Reports.

Let us make a simple calculation to see roughly what the effect looks like. The
amount of feff sold to the AMC by the peasantry during the years begun 1986/87 to
1989/90 was 1827, 15, 410 and zero quintals in that order, During the same years,
the amount of wheat sold was 443257, 440773, 234440, and 142834 quintals while
the amount of barley was 196107, 153073, 58527, and 24147 quintals respectively
(AMC Annual Reports; APO 1988), If we calculate the differences in value of AMC
fixed farm gate prices and the free market prices for the specified years, the
following resulls will be cbiained. The differential for teff was Birr 83.39 thousand, for
whneat Bir 14 million, and for barley Bir 2.6 million. Details can be seen on Table
4.4,

This reveals, withgut any doubt, that pricing policies represented an important means
of surplus transfer from peasant agriculture, which probably had a disincentive effect
for the peasantry.

In addition te the compulsory grains delivery, peasants had lo dispose of what was
left over, If any, even by reducing their consumption requirement, in the immediate
post harvest penod either because of the need to fulfil their various obligations ar
because of a lack of storage capacity. They had to settle obligations such as income
tax and land tax fees, make special contributions such as for famine victims or for
war, and the many informal and uncounied contributions requested by their

100



Ethioplan Journal of Economics, Volume V1, No. 2, October 1997

respective PAs, SCs, and officials of the upper administrative strata. Estimales show
that by 1984, about 15% of an average peasant household's cash income went to the
latter activities (Eshetu 1990; Cohen 1987).

As noted earlier, the fixed price of grains was initiated in 1980/31. Thereafter, there
was no marked increase in these prices until 1987/88, when the price was raised by 2
to 3 Birr per gquintal. On the other hand, a steady rise of the consumer price index, as
seen in Tahle 3.1, means an equally steady decline in the peasant's purchasing
powear The World Bank affirmed that the real 1985/86 price expressed as a
percentage of the real 1979/80 price was 68% for mixed teff and 81% for mixed
wheat (Esheiu, 1990). To cope up with it, peasants had o sell their animals or any
fixed assets, which made Dessalegn (1291) say thal restricted markets and inter-
regional trade threatened lo cripple ‘one cf the most critical weapons of the
peasantry in its fight against death and deprivation'.

Table 4.4. The Ditference In the value ('000 Blrrl of Free Market and AMC Fixed Farm Gate Prices in AMC's
Purchase ['000 Quintals) for Teff, Wheat, and Barley From the Peasants {1986M7-1583/90)

19B6/87 1987/38 |
Total Tedal
Purchase Tuolal Value DCilfaroncs Purchasa Tatal Valua Differenca
| FM AFG FM AFG
| Taff | 1.83 13359 7137 52,22 0,02 1.63 .64 079
Wheal | 443.23 | 1728587 | 1374013 3545.84 440,77 | 1851234 | 1454%41 396693
Bariey | 196 12 5951 66 529524 GaE. &2 153,07 SZB0SE | 443503 41 6%
1986/87 1987/88 _l
Tetl Tatal
Purchase Taotal value Differance Purchasa Tatal Value Difference ||
FM AFG M AFG |
e 1.83 13359 71.37 5222 002 1.63 0.54 0.78 ||
VWheal 44323 | 1728587 | 1374013 3545 B4 440,77 | 1851234 14545 41 396693
Bariay 18612 55381 65 525524 GG 42 | 153,07 L8092 4473903 Biﬂ_‘!l_jl

Source; Own computation based on data obtained from AP, 1988 for 1586/87 data, AMC Annual Fféf:-ﬁ far
the ather data. Note; Tolal purchase in "000 quintals

The SCs were not only to be used as a purchasing centre for the AMC, but were also
to deliver consumer goods at reasanable prices to the peasantry. They did, but it was
inadequate. For example, of the total sales of the Ethiopian Domestic Distribution
Corporation {(EDDCY in 1987/88, only 14% went to peasant society while 24.9% wen!
to the private lraders (Eshetu 1980). This should not be considered as a minor
inconvenience on the peasant life. Arsi's peasaniry became poor amidst the
production of surplus. Despile their innovative capacity and their input utilisation
position, policies made them less fruitful.

Cost of Production

The AMC’s farm gate prices were not only very low, but also were less than the cost
of production. According to the on-farm trials conducted by the South Easlern
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Agricultural Development Zone (SEADZ) (1987), the cost of production at the
peasant level in 1985/86 for feff was Birr 42, for wheat Bir 40, and for barley Birr 37
per quintal. The official AMC farm gate prices during the same year, however, were
Birr 38, Birr 31, and Birr 27 per quintal respectively. The prices paid by the AMC
were 7.19%. 22 5%, and 27% less than the cost used to produce feff, wheat, and
barley respectively. The figures are greater if we compare them with the prevailing
market prices of the grains, In principle, cost of production should have been used, at
the minimum, to detlermine a floor price for the AMC.

In Arsi's case, the variation in cost of production to AMC price for bariey and wheal
was much higher than for teff. Arsi is known for producing wheat and barley, yel
these grains also occupied the bulk of AMC's purchase. The disincentive of Arsi's
peasantry to produce wheat and barley, when they used to sell these grains at lower
prices than the prevailing free market prices {and even below the cost of production),
may have been grealer

Fertilizer Value- Cost Ratio

The oppartunity to increase production in Arsi through area expansion is a limited
one. The potential for increasing production is likely to come from increasing yields.
Increasing yields, by using modern irrigation practices, improved cultural practices,
and the use of organic fertilizers, requires high investment, more reseasch, and time.
Moreover, fallowing, which is a traditional methed of increasing soil fertiiity, became
impossible for the peasants due to land scarcity. The use of organic fertilizer is also
limited, as anmimal dung plays a more important role as fuel than as farm manure,
Consequently, the use of chemical fertilizers is the major means to maintain soil
ferility and increase agricultural production in the short run (Mulat 1896; Mulat 1995,
Mulugeta 1994).

Fertilizer utilisation, among other things, is determined by the relative prices of grains
and of fertilizer. According o FAQ, a value-cost ratioc (VCR) of 2 is commonly
regarded as the minimum ratio required to induce fertilizer use (Teshome 1988). The
implication is that a peasant should get an output with a value double as much as the
fertilizer cost in order to bear the risk of adopting fertllizer,

However, if additional costs in the form of travelling to a sale point 1o buy ferilizer,
applying it to fields, and the extra weeding, harvesting, and processing Costs
associated with the additional output obtained due to fedilizer application are taken
into account, the VCR should be greater than 2. In the Ethiopian case, insiead of
VCR of 2, a high benefit-cost ratio s necessary to expand ferilizer use, a VCR of 2.5
should be regarded as a threshold (Mulat 1895), given the poor infrustructural
conditlons of the country.

In Arsi's case, although the use of fertilizer is relatively higher than in the rest, the
application rate is still low. This is attributed to the unavailability of the input and the
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ever increasing price of fertilizer the peasants pay in relation to the increase in grain
prices. As can be seen from Table 4.5 below, until 1990/91 the VCR for feff and
barley was less than 2. The VCR for wheat was in the range of 2 and 2.2 except in
1988/89, when it was 1.8, After 1980/91, the VCR for all crops increased to more
than 3.8, except for barley in 1982/83. However, the increasing trend in the price of
fertilizer may reduce the use of ferilizer. As can be calculated from data on Annex
4.4, the price elasticity of fedilizer use for the period 1989/80-1993/84 was -1.28,
which shows a 10% increase in the price of fertilizer could result in a 12.8% decline
in fertilizer use. This may have been further aggravated when state subsidies
declined and then terminated in 1997.

Table 4.5. A Summary of Value-Cost Ratio for Teff, Wheal, and Barley {1982/83- 1993/94)

| 5283 | 8364 | B4/85 | 85/B6 | B6/87 | G788 | BB/GT | 89RO | 9091 | 9192 | o2md | 9384

| Ten 1.7 1.7 1.7 1.7 1.8 1.8 146 1.7 4.4 4.4 34 3s

| Wheat 2.1 A 21 21 21 | z= 18 20 a5 4.2 3.4 4z |
Barley 1.8 [ 1.8 18 18 | 18 16 18 | 38 [ 35 | 27 | 33 |

Source: Extracted from Annex 4.4

4.2, Poestl Grain Market Liberalisation

After the deregulation of grain markets, the institutional structure of grain marketing,
including the AMC, changed. This section of the paper deals wigh inslitutional
changes in the AMC and the development of other market institutions in grain
marketing, the evolution of prices after the reform, and finally with an assessment of
the response of the peasants to the changing prices.

4.2.1. The AMC and Institutional Development in Grain Marketing
Metwork of the AMC before Liberalisation

Before the deregulation of the grain marketing system, the AMC used to purchase
grain by establishing its grain purchase centres and collection centres. Functionally,
the AMC grain collection centres were vertically integrated with the purchase centres,
alt the next stage of the marketing system. Service co-operatives served as
intermediary points where grains were transferred from the peasants to the AMC.
The AMC purchase centres served as temporary-bulking centres, where grain
purchases from different collection points to the nearest AMC warehouses could be
stored. In Arsi's case, the warehouse was localed at Nazareth, the town located in
Shewa about 75 km north of Assella.

In 1587/88, there were 16 grain purchase centres and 181 grain collection centres in
Arsi. Of the total grain collection centres, 76% were service co-operatives located
mainly in rural areas and small rural market areas. Each SC had a grain store, with a
capacity of 500 to 2000 tans, The stores were constructed by the funds raised by the
peasants and with profits generated by the SCs. The SCs facilitated the AMC's bulk
building in rural areas by bringing together large quantities at one central point.
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Without SCs, it would have been very difficult for the AMC to arrange transport for
widely dispersed peasants or itinerant grain merchants in remote arees. The
evolution of SCs as grain collection centres therefore marked not only the
emergence of controiled grain marketing but also the diminishing role of rural
markets as grain bulking centres (Alemayehu 1894b; Alernayehu 1892),

SCs were mainly located in Inaccessible areas far from the main road. At the
national ievel, only 15% cof the SCs were accessible by road. This also held true for
Ars], though no exact percentage is kKnown. This hed an impact on the economic
performance of the AMC, Its scarce manpower, marketing facililies, and bank
overdrafl had 1o be scattered ower a large operational area, putling strain on iis
scarce resources. Moreover, whatever grain was bought from the SCs located In
remoctest areas, the AMC used to transport with ts trucks. An estimate of up to 20%
of the operational costs of the AMC went 1o maintaining trucks damaged during the
collection of grain from the colleclion centres. This caused inefficiency in grain
collection (Alemayehu 19940),

Network Shrinkage of the AMC

Deregulation of grain markets in March 1950 undermined the role of the AMC and
put its economic viability in doubt. After deregulation, the 5Cs ceased to be major
collection centres of grain handled by the AMC. .

The number of collection centres” diminished from 2013 in 1989 to 42 in 1892 at the
natignal level. The AMC grain purchase network in Arsi declined from two to one
branch office (50%), from 16 to & purchase centres (37.5%), and from 181 to 16
collection centras (8.8%). These six purchasing cenlres are localed in the central part
of Arsl, while purchase centres in the eastern part of the zaone were totally closed
(Alemayehu, 1994b}). This resulted in decreased purchases of the AMC, from 801287
guintals of grain in 1982/83 to 2384 guintals in 1993/84 {Annex 4.2). One should note
however that of the noted 42 collection centres at the national level, 16 (38%) were
found in Arsi, Even after dereguiation, though the purchases decreased to the noted
figure, Arsl remained a main focal area for the purchases of the AMGC,

Immediately after the termination of grain quotas, the role of SCs In grain marketing
stopped. Their link with the AMC was cut immediately after the liberalisation of grain
marketing. About 37% of the SCs ceased to function fully as a result of looting and
the dismantling of SCs fixed assets (warehouses, flour mills, etc.) when the military
regime collapsed in 19891 (APQ 1985). In some cases, the SCs savings had been
squandered and embezzled by corrupt leaders. As a result, some SCs did not have
working capital to participate in grain marketing. Like the AMC warehouses, the
under-utilisation of the SCs stores raised a serious concemn about the wastage of
public resources in rural areas. No SC would take up grain marketing on their own
intliative: or respond positively to deregulation, The reasons were: the peasantry's
refjuctance to sell grains through SCs, peasants’ distrust of co-operatives and
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maitreatment by SC officials in the past, lack of funds, lack of leadership, and fear of
competition with the private traders. Further, peasanls in accessible areas and closar
lo major roads had betler access to private marketing channels after the deregulation
of grain markets (Alemayehu 1994a; Alemayehu 1992),

The Declining Share of the AMC in Grain Purchase

After the reform, the purchasing capacity of the AMC declined, The SCs stopped
supplying grain and peasants refused to sell grain to the AMC on local markets.
Since the AMC had limited experience in competing with private traders and the
supply of grains from state farms declined as some parts of the slate farms were
reclaimed by the peasantry after 1991, the grain procurement of the AMC further
dwindled, The purchase of the AMC from the peasant sector declined by 81%, from
512212 guintals in 1988/80 to 966192 quintals in 1920/81, and furiher declined by
99% of the 1930/91 level in 1893/84 (Annex 4.2). This shows the increasing role of
the private sector in grain marketing and distribution and the decreasing role of the
public sectar.

In terms of its clients and the demand for grains, the paltern of AMC sales changed
drastically, At the national level, its sales lo its former clients fell by 75% from
647010 tons in 1988/89 to 161600 tons in 1991/92. Most of the clients shifted to the
private sector, except the flour mills, which buy wheat and maize. Some procured
grain directly from state farms or from local markets, and the AMCYhas to compete
with other sellers to sell grain {(Alemayehu 1994k},

The withdrawal of the AMC from low potential areas opened space for the private
sector. After the reform, however, the number of licensed private grain traders
concentrated in surplus producing areas of the country. The number of grain traders
increased significantly in Arsi. The number of licensed traders in 1982/83 was 362
while in 1987/88 there were no licensed grain traders in Arsi. After legalisation of
trade in 1988, the number of licensed grain traders grew lo 112 in 1988/8% and
increased by 77.7% to 199 in 1989. After deregulation, the number became 187 in
1990/91 and further increased by 239.6% to 448 in 1981/92, which has resulted in an
increasing rate of the private sector in grain trade (Alemayehu 1984b; Walday 1992),
Many people alse become employed in various grain trading activities such as
unlicensed petty trade, brokerage, cleaning, packing, weighing, loading and
unloading, transporiation, shopping and guarding. However, different siudies show
that ihe capacity of the private seclor in terms of working capital, storage and
trucking too low lo manage a large-scale food crisis. They have very limited capatity
totransporl food from surplus to deficit areas (Alemayehu 1994a),

FPurchasing Strategies of the AMC after the Reform

After deregulation, the AMC had no clear direction to go. |t had no clear poiicy as to
how to purchase, what to purchase, by how much to purchase, where to sell and for
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what purpose. Moreover, the state stopped its subsidy to the AMC in 1982, As a
resull, the cost of administration increased and it was obliged to adopt a new policy.
The new policy of the AMC was lo purchase grain in high demand, to use free
market prices as opposed to fixed prices, to use private traders as supplying agents,
to freeze new hiring, and to layoff more than half its manpower (Alemayehu 19943,
1994b; Wolday 1992).

Following the abolition of uniform pricing, the AMC adopted seasonally and distance
differentiated prices. Producer prices decreased with distance from the central
markets. The pan-territorial pricing systern used by the AMC in the 1980s benefiled
the peasants in the marginal areas through transport subsidies at the expense of the
incomes of those peasants living closer to the major market areas. On the other
hand, the abolition of pan-territorial prices benefited those peasants living closer to
maier markets.

The AMC followed a pricing policy of offering a slightly lower price than that offered
by traders and which was fixed for a month. Although this system was an
impravement aver the fixed pricing syslem, it failed lo keep pace with the fast
changing free marke! prices paid by private traders. Actual market prices fluctuated
from day to day and from week to week, This affected the AMC's capacity to make
effactive procurement. The only time the AMC secured procurement was when
prices fell ta the level of the AMC's monthly set prices. This forced the AMC to adopt
another policy, which was ta pay licensed grain traders 8irr five per qliintal for teff
and Birr (nree per guintal for other grains, together with funds and sacks for grain
purchases. The supplying traders were those traders with a shortage of capital and
storage facilities. They also included those traders who had no capacity to transport
lo upper marketing channels. This new link was the resull of the AMC's failure to
attract peasants in local markets and lhe traders’ lack of resources to handle grain
entering in local markets. The deregulation of grain markets created temporary inter-
linkages and inlerdependence between lhe public and the private sector in grain
marketing. Howewver, it is difficult to judge aboul the fulure of the .symbiolic
relationship between the AMC and the private traders (Alemayehu 1994b)

Institutional Development in Grain Markets after the Reform

Besides the institutional relationship between the AMC and private traders, there are
other institutional developments in  grain  marketing. Deregulation allowed
intermediary firms to enter and leave grain trading whenever lhey wished. Private
traders, the AMC, non-governmenlal organisations (NGOs), and private share
companies enlered the grain markeiing temporarily or permanently. As can be seen
from Figure 4.1, peasanis can sell to either petty rural traders, assemblers,
wholesalers, rural consumers or urban consumers. Urban consumers have also
aitermnative channels. They can buy either directly from peasants, refailers, or kebele
shops,
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Al local level, established wholesalers with long trading experience and trade
arrangements have a greater influence as they have access to transport facilities and
access to market inforrnation. They tend to monopolise grain purchases by
advancing credit to peasants and traders at lower strata (Alemayehu 1994a). In
general, the wholesalers determine the guantity of grain collected from the different
parts of Arsi. They influence the guantity, the size and direction of flows, and stock
levels to be maintained from season to season,

Brokers influence the size and direction of the flow of grains by providing
information. Brokering is a difficult task that needs to have links with different parties
in the marketing structure. As a result, the number of brokers is limited.

Retallers and collectors also influence grain markets, Both activilies are more
competitive, as most of the time licensing restrictions are not enforced. Demand for
grain is usually high during the pay periods of civil servants and other waged
employees, which is mainly al the end of each month, There is high competition
among retailers and assemblers to sell more during the pay penod. Unlike
whaolesalers, it is not obligatory for retailers to possess warehouses. As a result, the
size of grain handled by retailers Is nol necessarily large.

Consumers are the final destination of grain produced by the peasants. They mainly
buy from retailers, particulary in towns and terminal markets. One shguld, however,
understand that they might not follow the complete channel through which grains are
marketed: Consumers could directly buy from peasants or assemblers or retailers,
The flow on figure 4.1 shows the major movements of grains, and is not a fixed set
of transactions:

The change in the structure of the market resulted in the relatively free movement of
grains from one place to another. Prices are determined by the supply and demand
conditions of the market. The following section of the paper deals with the behaviour
of the prices after the deregulation of the grain markets.

The behaviour of prices of food grains in response to marketing policies and changes
in market structure s one of the performance criteria of a market, After the
deregulation of grain markets, the volume of grains scld by peasant households
increased and, at the same time, the price the peasants received also increased,
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Figure 4.1. Domestic Grain Marketing Channeis After Deregulation (1882)
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A sample survey made in Arsi and Shewa reveals that peasant households increased
their sales by about 150% of the quota level. The share of the price peasants
received as a proportion of the price paid by the final consumers increased from 38%
in 1980781 to 57% In 1991/92 (Alemayehu 1994a). An altempt is made below to
show the gross share of Arsi's peasants in the wholesale and final consumer price.

Two things can be read from Table 4.6: an almost continuous rise in the price of
grains over time and a better share of producers in both wholesale and consumer
prices compared to the lime of quota. The increase in grain prices since liberalisation
resulted in the share of peasants in the final price of their product going up, which
might show that peasants benefited frem liberalisation.
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Table 4.8. Producer Prices, Wholesale Prices, and Consumer Prices for Teff, Wheal, and Barley and
Percentage Share of Producer prices In Wholesale and Consumer Prices (1989/90-1993/94)

188850 1850781 198192 1962733 199384 Average”

Prica % Prica 5 Prica k] Prica % Price i Prica ®
Taff
[iFroducers E9.00 111.10 13087 140,00 no 113.20
Fi'u'hn}asalu 53.001 742 na| nal 165.70] 7Ta.8] 174.00] 80.:5] 16270 ra| 14420 T'.".Bﬂ
tcnn:umr! 106001 ©65.7) 141,00 TEE| 174,30 TS.0| 172300 7.1 189.30 na| 15280 T4 q]
'||1.-mea1 |
Producers 435,00 78.00 B4.0 25.00 | 74,70
Whaolesale 48600 D24 na na] 108.50) T7.4] 115000 82.6) 12050 na| 80.70 34_'3.!
H:::w.s,um-ars 54.500 825] B5.00| 98] 115001 T30 12000] 79.2| 12600 na| ©6.50 8-1.3;[.
|Barley K
Proeducirs 3a.00 56400 T0.00 T4.00 na &0.70 !
Whotesale 44000 854 na na| 81.00] TEO| S550/ FrS| 89300 na| 7E60] 803
CONSUMErs 47.00 809 Tood|l B1.0] 9950 Y04 10900 73.3] 10350 ml 82 50 ?3_4“

MNote: Prices are in Birr per quintal.

ma = Data not available

* Awverage is taken for the years 1585/90, 1551/52, and 195253 as some data are missing for the other
years

Source: Camputed from data obtained from AMC Annual Reperts for free markat pn*nes and whatesale
prices; CSA for producer prices,

The share of the peasants shown in Table 4.6 is somewhat less than that computed
for the Addis Ababa retail price of feffin 1984, Kuma ef al., (1985) has found that the
share of the producers price was 82.3% of the wholesale price and 78.83% of the
final consumers price, Wholesalers constituted 15.14% of the consumers price while
the rest, 7.02% of consumers price, was shared among collectars and retailers. In
Arsi, on the average, peasants received 77.8%, 84.3% and 80.3% of the wholesale
price for feff, wheat and barley respectively, and their share in the consumers price
was 74 4%, B1.6% and 76.4% respectively, revealing that peasants benefited
compared to the share they had before the reform. Their share of the price after the
reform was better when compared to the pre-reform period. However, even if prices
are increasing in gross terms, the share of peasants in consumer prices show a
declining trend over time. The reason may be attributed to the share going to the
wholesalers.

To know whether the price received by the traders is a reasonable mark-up, the
following simple calculation is made. A basic economic assumption is that if net
profit is greater than the cost, then, in nec-classical terms, excess profit is made; in a
perfectly competitive market, trader's net profit should be equal to the cost of capital.
Due lo lack of detailed data needed for a calculation of the net benefit to traders, the
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percentage share of each cost breakdown Is taken from the survey made by Kuma et
al, (1995) in 1994. Wholesalers are the focus of the survey, as they have more
marketing facilities than other market participants. The trader's margin is divided into
three parts: variable costs, fixed cosls and traders profit. Variable costs constituted
64 53% ‘of the trader's average margin, while variable costs and traders profits
constituted 7.1% * and 28.37%, respectively.

Transport cost covers the major part of the traders margin, followed by traders profit,
kella and labour charges. Transport is done by trucks to terminal markets. The
charge of transport is high during the post harvest period. Kella charges are charges
that are paid on the main outlets to the terminal markets. In some areas, traders are
charged excessive and arbitrary charges; refusal can lead to unloading the whole
commodity in an inconvenient place (Kuma et al., 1983).

Let us continue with a simple calculation of the traders margin. On Table 4.6, the
average producer price for teff, wheat, and barley was 113.2, 74.7, and 60.7 Birr per
quintal respectively while wholesale price for the respective grains was 144.2, 80.7,
and 76.8 Birr per quintal. The trader's average gross margin per quintal then would
be Birr 31 for feff Birr 16 for wheat, and Birr 16.1 for barley. From this average
traders gross margin, trader's profit, which, following the evidence of Kuma et al
(1995) noted above, is assumed to be 28.37% of the gross margin, would become
8.8 Bir per quintal for feff, 4.54 Birr per quintal for wheat, and 4.57 5{7' per quintal
for barley To come up with the traders’ net profit, we need fo deduct other costs”
bome by the owners, Traders must pay bank interest on money they have borrowed
to purchase grain; the interest rate can be assumed to be the cost of capital. Traders
must also pay a salary to themselves. If these deductions are made, the resuit would
be their net income. Tax on income is then deducted from the net income to get net
profit of the traders. The bank interest rate on capital invested was an official bank
interest rate on money invested to buy grain, which was at 15% per annum. One Birr
per quintal per turnover Is assumed to be a salary for the owners. Deducting interest
paid to the bank and owners' remuneration from trader's profit will give us the net
income of the traders. Finally, traders are also expecied to pay income tax, which
was 40% of net income. Following this methodology, a crude estimate of trader's net
profit and its share of the interest paid to the bank for teff, wheat and barley is given
in Table, 4.7,

Table 4.7. Excess of et Profit Over Cost of Capital {1988/80, 1381/92, and 1952/93 Average).

w

[ Bank % aof net
Trader's interest Chwmer's MHet prefit in
_profit (IR} rermuneratian Income Tax Met profit IR
Telf | 880 1.67 1.0 613 245 36T 218.80
Viheat 454 0.97 1.0 257 1.03 1.54 158.80
|| Barlay 457 D.BO 1.0 277 1.1 1.66 207580

Source: Cwn computation based on data ettained from Table 4.8,
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Table 4.7 reveals that the net profit on feff, wheat, and barley was 3.67, 1.54, and
1.66 Birr per quintal respectively. On the other hand, the interest paid by the
wholesale trader for teff, wheat, and barley was 1.67, 0.97, and 0,80 Birr per quintal.
When net profit is compared with the interest paid to the bank, the profit gained is
greater. A teff and barley wholesaler gained more than twice the interest paid to the
bank on capital, while wheal wholesaler enjoyed about 1.6 times more than the
interest paid to the bank. The gain by the wholesalers in Arsi was even greater than
that calculated from a survey made by Kuma et al (1995), which was 150%. Traders
net profit at wholesale slage could be considered excessive in neo-classical lerms,
as the profits greatly exceeded interest. The gain may be attributed to the greater
relative access of traders to market information, better transportation facilities, and
access to credit. This made the whalesalers mare influential in the grain marketing
system after the reform.

Better off peasants and those who are closer to major roads and terminal markets
have also benefited mare from the reform than poor peasants and those living in
remote areas (Kuma ef al, 1995, Alemayehu 1994a, 1994b; Wolday 1992). The
better off peasants sell and loan grain and loan cash {o poorer peasants at higher
than market prices and interest rates, respectively, This might imply that the
economic reform accentuated existing social differences among peasant producers
by transferring resources to better off peasants. Peasanis closer to major roads and
markets incur lower transport costs and have alternative outlets to sell their grain
than those living farther away (Table 4.8), Moreover, the prices & manufactured
goods and services increase as we move away from the central market areas and
main routes. This could suggest that peasants living in marginal and in inaccessible
areas further lost out In the reform.

Table 4.8. Comparison of Producer Prices for Mixed Wheat in Different Markets of Arsi Before and
After the Reform,

Distance from Addls Tfanspurt cost Birr . Producer price Producer price

Market | Ababa {kilomelres} per quintal April 1885 April 1952
Etheya 150 600 31.00 105.00
| Asselia 175 | 7.00 31.00 o080
Bekoji 235 | 10.00 31.00 9700
Ag5assa 290 | 1275 .00 95,00

Source; Alamayehu, 19594053

As noted earlier, fertilizer is the main farm input peasants are using. Although a rural
consumer price index in Arsi is lacking, the fertilizer value-cost ratio (VCR) can be
used to show some effects of the inler-sectoral terms of trade. The terms of trade
can be measured by the VCR as it takes into account the price paid by the peasants
to purchase ferilizer and the price they used to sell their grain. The VCR became
higher after the reform than during the quota perod (Annex 4.4). There was an
increase in the ratio during the first two years of the reform, and then a declining
trend, However, it is doubtful whether the terms of trade will continue in favour of the
peasants |f the price of fertilizer is further deregulated and its distribution privatised,
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or if the prices of consumers goods continue to increase by in more remote rural
areas,

In the preceding section, it was shown that many peasants benefited from
liperalisation in terms of selling their produce at better prices. An increase in
producer prices may or may not induce further grain production. The following
section of the chapter explores the responsiveness of peasants to the increase in
producer prices.

4.2.3. Effecis of Grain Prices on Peasani Production

in peasant economics, some viewed the peasant's acceptance of new factors of
production as dependent upon the profit generated, with due allowance for risk and
uncertainty. Others argued that peasants in subsistence agriculture behave inversely
on the assumption that peasant’s expenses are |imited. Peasants are not in a
pasition to increase output beyond their consumption needs. Still others said that
peasants in LDCs have several structural and institutional problems that hinder them
In responding o price changes. Irrespective of these differing ideas, most LDCs now
use market prices to induce a supply response.

Grain marketing in Ethiopia was liberalised in 1990. Free markets determine grain
prices. It was assumed that this would benefit peasants by inducing them to increase
their production. One way of assessing the response of the peasants is by measuring
the price elasticity of supply for food grain output after the liberalisation of grain
markets.

According to. the view of the World Bank, a percentage change in the price of
agricultural autput will bring about a propertionately greater percentage change in
agricuitural output, and thus the price elasticily of supply for agricultural outputs is
greater than ane. In contrast, many structuralists argue that a percentage change in
the price of agricultural output may bring about a proportionately smaller percentage
change |n output, As a result, the price elasticity of supply for agricultural output may
be less than one (Akram-Lodhi 1996). Structuralists argue that if price elasticity of
output is greater than one, it is only in the long run. Moreover, as Lipton (1991}
argued. the level of statistical significance assigned to farm outputs with respect to
price is very low, revealing that determinants of agricultural cutput supply are factors
other than price.

The price elasticity of supply can be calculated using the following formula;
£= (A Chf APY (P /)

Where Q, is the quantity of crop i; P.is the price of crop i; and A is the change in Q
ar P
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We now attempl fo compute the own-price elasticity of supply for teff, wheat and
barley for the Arsi zone. For our estimation, prices are lagged by one year, on the
assumption that high prices for this year will induce peasants to produce more next
year, The time taken is the period after the liberalisation of the economy.

Table 4.9, Summary of Own-Price Elasticity of Supply for Qutput Toff, Wheat and Barley
(1990/51-1853/84)

Type of crop 1380191 1981/82 | 1992193 1993/94 Average

Taff 132 0.02 | -1.33 0.88 0.22
Vheat 0.65 0.51 | 166 051 0.78
Barley -1.80 0.07 | 1.00 | -0.87 -0.40

Source: Enr&ﬂed.ﬁm Annex 4.5

Table 4.8 depicts that, on average, all three crops are inelastic with respect to price;
teff and wheat have positive elasticity while barley shows a negative price elasticity.
The increase in the price of these grains did nol induce peasants to increase
production in a proportionate manner. The result of this calculation do not support the
World Bank's view that an increase in prices will result in more than a proportionate
change in grain output. The result rather supports the view of structuralists, revealing
that other non-price factors, have to be given due attention. Let us examine some of
the non-price factors, other than natural calamities, that could have an influence on
grain marketing and peasant production in Arsi. “

4.2.4. Rural Infrastructure and IinfTormation Transfer in Arsi

Rural infrastructure plays a decisive role not only in marketing food grains to
consumers but also in facilitating the provision of productive inputs to the peasants.
Rural infrastructure includes a variety of areas. However, not all of them have a
direct linkage with markeling activities. Those which have include transport, storage
facilitias, credit and market information.

Transport

Transportation is vital for making goods and services available al the proper place
and time. Inefficient transpertation systems might result in less efficient marketing
systemn. The major share of consumers’ money might not reach the producers’
pockat, leaving a larger share to market intermediaries, Based on this assumption,
the Chilalo Agricultural Development Unit (CADU) and Arsi Agricultural Development
Unit (ARDW) projects gave due attention to infrastructural development in facilitating
the development of agriculture in Arsi.

CADU-ARDU's main infrastructural activities were the construction of rural roads to

facilitate the technological innovation in the zone. Road construction programmes
held by the project was on the basis of communily paricipation, in which 75% of the

113



Teshome Negussle: An Assessment of the Graln Marketing Policles and Its Impact..,

cost was covered by the local population (Teshome 1989), which was a heavy
burden fﬂr the community to bear. The project tried to construct about 380 kilometres
of RR50" of rural roads (Zelalem 1988). In most cases, the roads are not functioning
all year round due to a lack of maintenance, though recently the government and the
community are trying to rehabilitate some of them.

As of 1994, other than the 80 km of asphalt road that connects the zonal capital,
Assella, with the main road to Addis, all weather roads are gravel surfaced and have
a total length of 665 km. There are also poorly maintained feeder roads, having a
total length of 188 kilometres, but serviceable only during the dry season. Though
Arsi's road density (31 km. of road per 1000 sq. km.) (Cromia Planning and
Economic Development Bureau 1996) is better than the national average (21 km.
per 1000 sq. kilometres) (Mulat 1998), the demand for vehicles to transport produce
is far greater than the supply. So, fransporiation facilities in the zone can be
classified as poorly developed. As a result, the dominant way of transporting
agricultural products to local markets and bringing farm inputs to the farm is by pack
animals and human beings travelling long distances to market places. The quantities
delivered by these means are small, and in most cases are not more than 100
kilograms at a time.

Storage Facilities

Feasants in the zone use traditional storage systems. They store their grains in
special bins (Gotera) placed within the compound. The gotfera is made of wood and
reinforced and plastered with a mixture of mud, feff straw and cow dung. The cover
or the roof of the gotera is mainly made of wood and covered by grass. Grains are
also stored in dibignit (conical mud bins), a local store made of a mixture of soil and
teff straw and placed inside the house. Furthermore, sacks are used for storing grains
and kept in the house as dibignit.

These storage materials are exposed to deterioration by insect pests, rodents, wet
conditions, etc. Sludies show that losses from improper storage on the farm range
between 20% in the drier areas to the extreme of 50% in the humid areas (see Gebre
Egziabher ef al, 1989). In such a situation, it is not surprising if peasants dispose of
their produce at lower prices during lhe harvest time. Even, traders have lower
capacity 1o stock sufficient grain, A survey made in Arsi and Shewa shows that the
average storage capacity of wholesale and relail traders was only 2.2 lonnes per
trader (Alemayehu 1994b).

Credit Services
Most of the peasants in the zone get credit from local moneylenders. The enly
institution that renders credit to the peasants is the Development Bank of Ethiopia.

There is only one branch in the zone, which is located in the zonal capital. The
services mainly rendered are the provision of ferilizers and improved seeds in-kind,
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Sérvices are rendered through service co-operatives and it is difficult for individual
peasants to have access to leans because of the collateral problem. There are also
problems in advancing loans, as it requires the return of any previous loans by all
members of the PA. The inaccessibility of the peasants to credit obliged them to rely
on local moneylenders to settle their debis and accomplish their farming operations.
Moreover, traders have a problem of working capital. According 1o @ survey made in
Arsi and Shoa, average working capital of wholesalers was Birr 38750 per trader.
Like the peasants, the main sources of their capital was from informal credit sources
{(Alemayehu 1994b).

Market Information

Market inforrmation is a necessary tool for both parties: the peasants and the traders.
Peasants could have better bargaining power if they had access to the prices of the
grains they sell. However, peasants have no up-to-date market information on
prevailing grain prices in the market. The majority of them are aware of the prices
after their arrival in the marketplace. They know the prices of grains by asking and
abserving other market participants. Others get information about previous market
days and other market places by asking their neighbours who have been there. On
the other hand, traders have relatively better access to market information. They
have markel information through telephone calls or messages delivered by truck
drivers from the terminal markets. Peasants have no such acgess to market
information.

5. SUMMARY AND CONCLUSIONS

In the 1980s, grain marketing received much government attention not only because
of its impartance in the national economy but also due to the alleged imperfections in
the private marketing system, This led the state to intervene in the marketing and
distribution of food grains, Active state participation started with the establishment of
the AMC in 1976, The objective of the AMC was to encourage agricultural production
and to supply food to the public. However, the grain marketing policy failed 1o
provide incentives to peasants. Peasants were obliged to deliver more than the
surpius they produced and indeed often they were unable to fulfil their minimum
basic food requirements. Moreover, the situation became worse as the terms of trade
turned against peasants. The state interest served by the AMC monopoly was to feed
the urban population with subsidised food. The AMC, however, could not meet the
demands of consumers. Most consumers fulfilled their demand by purchasing from
parallel markels at higher prices,

The reaction of producers and traders to the enforcement of the policies adopted by

the government were strong and negative. It ranged from refusing to sell o the AMC
to the operation of parallel markets: The implementation of the policy measures,
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which used coercion, had adverse effects on grain production, farm income, rural
and urban food security, and private traders’ incentives.

The AMC benefited neither the producers nor the consumers. The effort of
intervention proved to be contrary to the stated objectives of encouraging agricultural
production and an adequate distribution of food to the public. Additionally,
government intervention in grain marketing and pricing prevented private traders
from playing a sustained and complementary role in grain markets.

Since 1980, however, the grain marketing system has undergone major restructuring.
The collapse of socialism in Eastem Europe, sustained donor pressure from outside,
intense intemal political pressure, and worsening economic conditions forced the
military government to deregulate grain markets in 1990. The reform included the
abolition of the delivery quota imposed on peasants and traders, the removal of the
fixed grain pricing system, the lifting of restrictions on the interregional movement of
grain, allowing the private sector into grain markets, and reducing the role of the
public sector in the grain trade. The price subsidy paid by the government to the
AMC was reduced after 1990 and totally cancelled in July 1992, After the reform,
privale sector involvement in grain markets has increased. Producer prices have
also increased. The reform helped peasants to allocate their grain for consumption,
seed, and to sell surplus freely in any market and at any time.

Despite the increase in the prices of food grains, the responsiue#ess was not
propertionate as measured by the own-price elasticity of supply. The available data
shows that peasants may have been constrained by non-price factors. The
implication seems that a rise in the price of grains alone has not been sufficient to a
rsa in the production of grains. The state may therefore have to lake on new
responsibilities. Unless food grain marketing policy is accompanied by structural
reform in the productive, transporiation, and credit systems, continuous improvement
in the efficiency of the food grain marketing might cease in the near future. The most
impartant measures relating to grain production should include the pravision of short
term cash loans to peasants who want to buy inputs, farm oxen, and improve rural
storage conditions. Furthermore, improving road infrastructure and investing in
timely and widely disseminated market information are likely to improve the
efficiency of grain markets. We have to learn from the experiences of many African
couniries: liberalisation is not simply a one-shot event but rather a process of market
orienied development with continuous adjustment ta new events.

From the discussion throughout the paper, there is a critical question that need to be
settled, The statist period had a negative effect on peasant producers. On the other
hand, the deregulation of grain markels had freed the market and producer prices
had increased. However, the benefits for peasants are Iess than might have been
expected because of information, storage, transport, and credit problems. Should the
state therefore withdraw from the market?
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The low capacity of the private sector in terms of warking capital, storage facilities
and transportation reveals that the private grain marketing system cannot manage a
large-scale food crisis without the parficipation of the state. If we assume that there is
high amount of surplus production in Arsi, private traders have very limited capacily
to export to food deficit areas. Moreover, small traders without collateral had no
access to formal credit and many of them are dependent on the EGTE for grain
purchasing after the reform. The implication is that traders had no capacily to
procure large amoeunts of grain using their own capital.

At present, the state's role in grain marketing is minimal. However, the state still has
a capacity to intervene in marketing. The state should participate in grain marketing
for emergency purposes. They often should facilitale price stabilisation through
butfer stocks, buying when output is cheap (to prolect the peasants) and selling when
prices rise {to protect consumers), The EGTE should continue its links with the
private sector by providing accurate market information and market training in
market management Iike bookkeeping and quality control.

Infrastructural development is the main obstacle both for peasants and traders,
Peasants and traders will not have a capacity, al least for the next few years, to
handle infrastructural development. The state should premote the construction and
impraverment of roads, the provision of credit, the construction of storage facilities,
the provision of market information, and the training of personnel in different
disciplines. State participation is, therefore, a necessity for the ﬁevelopment of
private trade in agricultural markets.

NOTES

' Peasants are "households which derive their livelihood mainly from agriculture, utilise
mainly famuly labour in farm production, and are characterised by partial engagement in
input and autput markets which are often imperfect or incomplete” (Ellis, 1993 13)

? As there is no data for AMC selling and free market prices for Assella, the prices used refers

. to Addis Ababa prices

' Denotes S sites hefore reform and traders’ location after reform. The later is.a collection
centre that constituted a certain number of traders that used to supply grain to the AMC.
The AMC used them as collection centres as there are no SCs that could supply grain to
the AMC after reform

! Includes average road transpart (44, 16%), kella charges (8 07%), labour charges (7 2%),
brokers fees (4.54%) and municipal charges (0.56%).

® |ncludes storage rent (1.42%) and depreciation of sacks (5 68%)

" Bank interest rate 15% per annum on capital invested; owners remuneration 1 Birr per
guintal and tax on profit 40% of net income. The turn aver time taken is to be a month
(Kuma et al, 1985)

" Rural roads which have a capacity of 50 traffic per day
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Annex 4.1. Estimated Agricultural Marketable Surplus From the Peasant® Sector (1993/94

Production {"D0 quintals)

L J

Balance

TMarkolablo
Rural Fouod Lesses & surplus of Peasant
populatio Peazant state farm required seed Armount % share of peasant sactor per rural
Year n seclor secior Tesdal Prosd. (0001 (0001 (OO0t seclor population’
(000=) [Cuintal)

a b & d 8 f=2"b g=0.2" h=a-(fg) “i=fe (0.2 100 "Wsh(0 01
18682/83 1569.8 5380.8 S58.0 5138.8 31396 12278 17715 T4.8 0.8
18981784 1604.8 4518.9 444 5 4964 4 31096 592.9 TE2.0 533 03
B4 BS 1640.6 301 .4 5073 44887 3261.2 2597 3rT 277 0.1
1985/86 1677.2 4516.3 5749 5091.2 3354 .4 1018.2 Ti66 36.0 0.2
TORG/ET 1714.6 5515 4423 58573 3429.2 118215 13367 T35 0.6
1987188 17528 71230 308.3 74313 35056 1486.3 2435 4 85.9 13
1008/85 1781.9 6450.5 5423 6992 .8 A583.8 13566 2010.5 ThA 08
1689/90 14319 TS5BS R 434.9 80807 36638 1616.1 28007 859 1.3
1950/91 1872.7 7006 8 4215 7428 5 3745 4 14857 21974 54,5 10
1991/92 1914.5 5E16.8 2861 5902 .9 3839.0 1180.6 BE3.3 Td.4 0.3
1882/93 19572 0750 174.3 7248 3 a014.4 1449.9 18850 826 0.5
19893554 2000.8 2046 197 .8 T402 4 40018 1480.5 19203 91.8 0.8
Averages
1082/83-1089 1698.0 5660.3 4841 G144.4 33959 12289 15196 58.0 0.7
1990/91-1993 18353 ET25.8 270 6595, 7 8726 138914 1724.0 B5.8 0.8

* Includes the private peasan farm sub-sector and the co-apesative peasand farm sub-sector.

Source: Own computation basad on CSA, 19596,
L CSA, Agricultural Sample Survey: Resulls of Area, production and Yield, Statistical Bullsting af Varnous Years,

. sl State Farms Davelopmant Enterprise Annual Reporis,
: Arsi Agriculural Development Depariment Annual Repors
- Qromiya Planning and Econamic Development Bureau {1998), Stalistical Bulleting.
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Annex 4 4. Ferfilizer Value-Cost Ratios for Teff, Wheat, and Barley (1933/94)

BE2/83 B3/B4 84585 @.M____..m_m BE/aT B7/88 88/ED il ] mm__m._ 9192 G283 Ga84

Tedf
Increamantal yinld {qlie) 3.6 38 A6 6 16 3.6 36 3.8 36 a6 d.6 A6
AMC FG Price (Birgl) 39 350 3s.0 J9.0 33.0 d2.0 42.0 42.0 111.1 130,67 140 154.8
Additional value obtained (Birr) 140.4 1404 140.4 1404 1404 i31.2 151.2 151.2 400 4074 =04 5573
Fariizer Price .”m_:.._.ﬂu B1.4 814 214 T9.8 T9.8 B1.4 58.6 a8 8 91 1071 1458.7 143.3
Walua-cost ratio . 1.7 1.7 17 1.8 1.8 1.9 1.8 1T 4.4 4.4 34 38
Wheat
Inctomental yiald {qtha) 5.4 54 54 54 5.4 54 5.4 54 5.4 5.4 5.4 54
AMC FG price (Bir'gl) A 3.0 310 310 31.0 330 3340 3340 T8.0 84,0 85.0 111.3
Additlonal value cbiained (Birr) 167.4 1674 1674 16T 4 167.4 178.2 ir8.2 178.2 A421.2 4536 513 601
1!._3_.".@ Price (Birr'gh a1.4 at.4 814 796 TO8 B1.4 866 BB 8 @ 1074 149.7 143.3
Walua-pos! matio 1 2.1 iy | 2.1 21 2.2 1.8 2 48 42 3.4 4.2
Barley

| Incromantal ylekd {githa) 5.4 5.4 5.4 54 5.4 5.4 5.4 5.4 5.4 5.4 5.4 5.4
AN 1..!..m price (Birgl) 27 27 27 | 27 27 29 29 29 54 T T4 B5.5
Additional valus oblained {Birr) 1458 1458 145.8 1458 1458 1566 156.6 156.6 3458 o] 3996 46T.6
Forlilisar piice (Binigl) a1.4 81.4 81.4 TO.8 814 g1.4 B8.8 896 6 9 107.1 145.7 143.3
Valun-cos! ratio 1.8 12 1.8 18 1.8 18 1.8 18 ER:| a5 2.7 33

Hotes: AMC Prices are only up 1o 198590, the Rest are Producer Prices at Market Prices,
Sources: Cwm Computation From Dula Obtained From Minimum Package Programme-2 {1982): Evaluation Repert 1o Revise ferlilizer Price for incromental Yield
AMEC Annusl Reparts, CSA.
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double-spaced and on one side only of an Ad-size paper. It should alsc be
accampanied by an electronic version. Although no strict limits are imposed on the
size of an article, current editorial policy limit this to a maximum of 30-40 pages (for
text only),

An article submitted to the EJE has the following features:

i on the front page: Title, Author's full name (plus affiliation and
acknowledgments if any), the Abstract {in single space and in not more
than 100 words), and a porion of the text,

i, The article is divided into sections and sub-sections, sequentially
aranged and numbered (using Arabic numerals), followed by Motes,
Referances, and Appendices

Diagrams should be properly labeled and carefully drawn, and preferably kept in a
form suitable for photographic reproduction. Tables too are sequentially numbered
with a descriptive heading and kept within the space provided in a pagfb (at the most).
Details of mathematical and statistical work in support of the publishable portion of
thie manuscript should also be sent to the editor for use by the referees.

All manuscripts should be submitted with a statement by each author explaining the
status of the manuscript, i.e. whether or not it is published (or submitted for
consideration) elsewhere,

Copyright of accepted articles is vested with the Ethiopian Joumal of Economics.

Detailed style and format can be obtained from EEA.





