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FOREWORD

After years of a state centered. controlled, and mismanaged economy and s
attendant micro and macro economic problems with serious, real, and mostly
disastrous economic effect on the daily life of millions of citizens. Ethiopia is now in
the process of fundamental reorientation of its economy  The key elements of this
repnientalion, al least in its broad terms f not in its details, are now familiar to
everyone with mindr acquaintance in economic matters.  Among other things this
nclude marked allocation of scarce economic resources by allowing free market
prices to serve as an index of scarcity  To limit the direct role of the government in
Ihe economy. prvatizing government owned parastatals o 1o run these InstitUtions on
stict market principles is also part af this package  Furthermore, measures to raduce
both the internal (budget) and the external (BOF) deficits and devolution of authority
frorm thae all impartant central gevernment 1o regions-and in some cases fo encaourage
the: private seclor and/or non governmental institutions 1o play an active role in the
Pohcy making process are alse measures that are suppored

Any altempl to ensure the actve partcipalion of cril society In policy mattérs
requires, above all, breaking the state monopoly on information.  An essential
prerequiste for constructive public discussion is reliable mformation and thal s & rare
mommodity i sooehies with ttle or no democratic tradition or even leas slrong
democratic \nstitutions. The dearth of rehable data i made worse in developing
countrnes by the sheer absence of independent institutions, which usually are a resu&
of lack of respurces for such endeavors, and IhHe high risk assodiated with
antagorizing the-state. So._ what we had i the form of civil society partiopation in the
pelicy making process. by in large. involves the official governmant proclamation of
unanimaus acceptance and public support” for whatever 2 presented by the
goevernment with out any meaningful public debate. on the one hand. and a complete
mistrust by the public of whatever is said by official government agencigs on the
other, In other words no civil sociely paricipaton on the palicy making process that
affects thelr dally lves

This state of affairs might have served Iotalitaran govemments well since the
underlying assumption in policy formulation s that the govermment {and its trained
Blreguarals) know every thing that i to know (have full information) about all issuss.
and that they know what 1s 1 the best interest of the general public sven in the ares



of consumer interesl, much better than the consumer itself.  But, the economic
reforms that are underway in countries such as Ethiopia are premised upon the basic
idea of consumer sovereignty, which in essence says that the individual ecoromic
agent (the consurmer) knows its interest better than any one. particularly better than
the state. Under such assumptions the supplier of the product (whether it is the
individual business firm or the state as a suoplier of various public goods) must
carefully monitor the interest of the consumer. This. among othier things, imply that
there must be a reliable mechanism not only 1o gauge the changing tastes of the
consumer but equally imporiantly 1o allow the consumer to participate in some form In
the formulation or design of the product  In the policy making process this simply
means [o enable the public to freely and construstively engage both in the process of
making policy and in the process of evaluating the overall parformance of established
policies. And that requires reliable information that is accepted by the public to be
reasonably accurate which in turn necessitates either strong and independent public
institutions or an independent mechanism of venfication

The shortage of information 1o engage in reasoned dabate is more acute in the fisld
al economics partly because of the extensive nature of the data required bul more
importanlly because of the heavy reliance on reliable and consistent data to make a
meaninglul econamic analysis. The temptation to tamper with data is also much
higher in this field because of the close association of political stability with ecanamic:
success:. The matter is not helped by the deliberate manipulation of statistical data 1o
fit & priorl held results of which economusts are sometimes accused.

In spite of-all this difficultes, however. developing a reliable and consistent data base
from different pnmary sources in a manner that allows rigorous empirical analysis ahd
praviding independent professional commentaries in matters related to the SCONGMY
In-an open, continupus, systematic and construchive form by independent
professionals to the general public and policy makers |5 indispensable to the sugcess
of the reform progeam in the shor run and even more imponant 1o the susiainabiity of
Such programs In the long run:

It = these general principles that maotivated the EEA to sngage in this. rather
ambitioss program to develop & consistent data base an the Ethiopian economy and
make it avallable o its membears and other professional economists and the larger
public interested in doing research an the Ethiopian economy. In addition to
generating the database. the project includes generating an annual publication on the
Ethiopian economy that contains this raw data and 3 carefy| analysis of the macre
ant sectoral performance of the economy by a selected group of professionals doing



research in their specific area of interest. A sort of & chvil society report card on the
pedormance of the economy andfor the polices that coninbuted towards this
performance

This first Annual Report on the Ethicpran Economy is the first step in fulfilling this
objective.  While the reports following this report will largely concentrate on the
performance of the economy beginning the lasl year covered by this feport and deal
in much more depth on selected economic issues, this report is presented as a
survey of the performance over the pas! seven years with some comparisan with the
previous few years of the Derge penod. We hope it will provide a background 1o the
Etlhioplan economy as well as assessing performance. Obwiously this report did nol
cover every aspect of the Ethioplan economy. But, we believe the major sectors of
the economy and the key issues and challenges facing the economy are addressed.
Future issues of the report will deal with those sectors that are not covered hera or
are not cavered adequalely,

We in the association are very excited about this project and hope that it waill
contnbute towards the broadening of the debate on economic 1ssues and move us
closer (o a more inclusive policy making environmant. || look al least two years of
preparation by the Ethiopian Economic Association to reach this stage in the project,
Lods of hours of hard work was put by all the editors, outside discussants, research
assistants and EEA staff {o make this possible and the association would like o thank
them all  The EEA would hke to specially mention Dr. Eshetu Chole, in whose
memory this repor 1s dedicated and who was pan of the team at the inception of this
project, We also would like to thank our sponsors the Friedrich Ebert Stiftung, the
Swedish and Norwegian embassies in Addis Ababa for their support. We hape thjs
report and the farger project will, al least pariaily. fulfill the association's core
objective of "contributing to the development of the Ethiopian econamy ”

Berhanu Nega
Frasdent

Ethiopian Economic Association
December, 19599



Acknowledgement

This Is a truly collaborative work. Lots of people both within the EEA and outside
the arganization have directly or indirectly contributed to this report and it would
take lots of pages to mention all of them by name. At the top of those we mention
by name are the team of contributing editors that prepared background papers for
this report including Mulat Demeke, Alemayehu Geda, Aklilu Kidanu, Gemhun
Tafesse, Mengistu Bediye, |brahim Abdullahl Zeidy, Netsanet Wallelign, Addis
Anteneh and Admit Zerihun for their intellectual contributions and their patience.
Both the final report and the background papers for the report benefited from
excellent research assistance from Seid Muru, Belayneh Taye, Dawit Mekonnen,
Beyene Tadesse, Endalkachew Alamnew, Yared Mekonnen, Fasil Tassew, Getachew
Abebe, Dereje Gudeta, Tenagne Bayeh, Melesse Gimaw, Elas Kedir, and Demerew
Getachew and we are very grateful. The quality of the report have significantdy
improved by the numerous comments we received from the participants of the two
warkshops prepared to discuss the sectoral reports and the first draft of this repart,
We are in particular indebred to Dessalegn Rahmeto, Abi Wolde Meskel, Dejene
Aredo, Jemal Mohammed, Gebrehiwor Ageba, Berhane Mewa, Seyum Gebre Selassie,
Melisachew Mesfin, Assefa Belay, Meshesha Gewmhun, Abebe Shimelis, ltana Ayana,
Getachew Adem, Gebreyesus Guntl, Yohannes Ayalew and, Salomon Waole and we
thank them very much. Owur thanks go te Shiferaw Girma for the cover design, We
also would like to acknowledge the assistance we got fram Ayeligne Fentahun for
data entry on time, Tesfay Wolde Gebrel for typesetung the manuscript and Rahel
Yilma for more than adequately managing the day o day affairs of the project.

Although the executive committes of the EEA has changed hands since the inception
of the project. ali the members that served in the past three years have contriffited
to this report in one form or another. The late Mekonnen Tadesse and Bereker
Kebede not only strongly supported the project but also partcipated in the drafting
of thie first proposal for funding. Senait Seyum, Selamawic Abebe, Andualem Tegegn,
Assefa Admassie from the old executive committee have been very supportive and
we are very thankful. Weolday Amha Alemu Mekonnen, Getahun Tafesze,
Alemayehu Geda, Helina Haileselassie, Tiruwork Tizazu and Getachew Adem from
the current executive committee have not only been with us all the way through this
report, meore impormandy, their efforts on behalf of the assaciation have guaranteed
the sustinability of this impormnt project in the long-run. The efforts put jnto this
project by all these members of the association is oo huge te quantfy even for
econormists and much beyond what can be jusufied by “self interest.”

Finally, we would like to forward cur most sincere appreciation to our spansars, the
Friedrich Ebert Stiftung. the Morwegian Embassy and the Swedish Embassy for
sharing the visions of the Association and for trusting it to implement it We hope
their cooperation with the Assocaton will contpue and expand.



TABLE OF CONTENTS

FPAGES
INTRODUCTION I
Fant oHE THE MACROECONOMY
CasrTER | MACROECONOMIEC PERFOEMAMTE OF ™6 ETMmsAn
Economr: 1DAI1- 1 58A a1

(R T=TeN0 e Y 4
2 INITIAL L EaMBTICN o
= PEaroRmance oF The ETrmiomas Ecoucsr | Q8 | DB 2
a FacTons THAT Exeiam ThE Economs PERFOmMaNEE 28
5 ComeLUsIoN <]
CHaAPTER I TRENIS 1N SAVINGS AND INVESTMENT N ETHICPIA < B
i | TP LA T e a1
i TRENDS 10 SAVINGE ANG [NMYESTHENT |8 ETHICHA an
3 Common ExrLananong Fof Tee PooR PERFOamMaNcE oF

BAVTHG AND |HVESTHENT i F s A
1 Lok AEaD WeaT MEFD TO 8E DOnE 10 IWCHEASE

IHVESTHMENT N ETroral =18
FParT Twea THE HUMAN CONDIMON
ChareteR 1| THE ETHIORIAN PoPulatnion 52
[ INTRODUETION 52
2 SizE;, GROWTH, COBnaTios AnD SmRycTure g5
3 Populamion DisTRIBLTIH =13
-1 MIDRATION AND URBAKIZATION 7l
5 lLapous FORCE AMD EmPovyMesT Fard
(=3 ForuLAaTIon anb DEVELOEMENT a5
CraPTEs [V THE Human CoNomos v ETHIORA ao
| INTRODHUCTION =37
ol THE STATE OF Husan DEVELCPEEST 8 ET-m = o]
3 EXFLAINING THE Low LEVEL oF Huday DEVELOSHENT v ETHIGES, oo
CarTeR W Enscation aso HEALTH 18 ETHioRA 12
I INTRDLICTHEN rra
o EDLCATICHN LI |
3 HEALTH I 3



REPDRT ON THE ETHIOPIAN EC

CHaFTER XI SEMI-FORMAL FINANCE aMD Fommal
MicRO-FINANCE 1M ETHIOPIA ala

| IHNTRODLICTIOMN 318
- SAVING AMD CHEEDIT ASSOCATION (SCAS) N ETHoPu ala
3 CrEDIT ScHERES CONDUCTED BY NON-GOVERNMENTAL

CrRoAmATIONS (HGE0E) 225
< Formar MIcRo-FIMAMCIHG 330
CHaFrTER X INFORMAL FiMANCE 335
| IHTRGDU CTION 335
- ORIGING OF INFORMAL FINANCIAL MARSETS aae
3 InFaRMaL FiNANCIAL IHSTITUTIONS th ETHIDMA a37
1 LINKING THE IHFORMAL FINANCE WiTH THE Fommal Fiuance a4
PagT Six: PUBLIC FINANCE
CrapTER X PuBaLic Finance ano Fiscas Policy 347
| IHTRGDISTION 347
z Fisca. Poucy 40
A THE STRUCTURE anD DEVELOPUMENT OF REVENUES 1]
<1 THE STRUCTURE AMb DEVELOPHMENT OF EXPENMNTUNES T e |
5. Fracar DEMCIT anD T8 FinanCiHo aFi
=} CoNCLURONS ares

PART SEVEN LOOKING AHEAD: DEVELOPMENT AND POLICY

CHALLENGES FOR THE FIRST DECADE OF THE NEW

MILLEMIUM
CHAPTER XIV Looking FOREWOHD: FORECASTING aND PoLicT

CHALL FHNGES ava
[ INTRODUCTION 378
= FORECASTING THE ETHIORaM ECOnoMy 18 THE SHORT RAus a7a
3. Pougy CHaLL FRGES 380
= COoOMOLUSION 398
BIBLIOGRAPHICAL NOTE 398

TECHMNICAL APPEMDIX: THECRETICAL OUTLINES oF MODELS

UseD FOR PROJECTION 402
TECHHNICAL APPENDIX: MNOTES aBOUT THE DaTA SETS A0T
SELECTED MACROECONOMIC INDICATORS 401



PAGES
TABLES

11 Tue HusBeR oF YEaRS REcUIRED FoR ETHiorPa To CATOH UP wiTh OTHER

COUNTRIES 5
(-4 EecToRaL ConTRIBUTION To GOP{ISRQ/ME 1 - @0 1] Ed
1.3 GOS. GFOF, Resousce Gap, CousumeTion anD ToTaL DEAT

[RE=E=l="- N wom =]
|4 VaLUe OF EXPORTS AND IMPOATS La FER CENT OF GOFI It
K- 3 GROWTH RATES OF MOHET Sureuy ano GOP 12
N1 GrowTH Rates or GDP avo VaLue ADDED v THE Yamous SECcTOmD

e M2 - a7em 18
i GOS, GFCF. R-Oar anp ExTonnal DenT tan Fen cEnT oFf GOPY

IeRIm2 - e7ea 20
A VALUE OF EXxPoRTa ast IeecaTs s PEs cENT OF GDM 23
LG COMPONENTS OF RtcummesT ExepsyDimune s ron cent or G0 24
1o SHARE OF THE YARIOUS SECTORS On THE TOTAL RECURRENT EXPENDITUNE

(am FER CENT OF THE TOTAL) 29
11 CamriTal, EXPENDITURE (Srasmes) 2a
1i1a GRowTH Fatoa or Mosey anb Rrar GOF anD wflanion RAaTeEs 28
113 PricE DEVELGPMENTS [CALCULATED FRGH THE ADOiS ABABA

RETAIL PRIcE IMOEX) 27
I TREHDA M SAVINGS axD INVESTMENT v ETiogma | RBCYA | — | D@7 /S8 28
n2 CUMULATIVE PRIVATE IMVESTMENT i ETHICHA BY SECTOR OF INVESTMENT

|lee4/a8 - | S97/58 38
Ina NuMBER, CARTAL AND EmororHesT CREATION OF IMVESTMENT PROJESTS

ULy 'Be2 — Juwy 7, | 58] o]
1«3 FoREIGN INVEETMENRT ant SHARE OF MIDROC LULY 1882 - Juwr 19897 di
ns ForREIGN ChRECT INVESTHENT FOoR CoMPAmARLE CoOUNTRIES 5
I =1 REGuoHAL DaTRIBUTIGN OF CAFPTAL OF INVESTHMENT AFFROVED 45
. i PoPULATION BY RESIDEMCE AND SEX 53
n.a, THE ETHIOPAN POPULATION — CEMsUs ano EsTimaTeEs | 984 — 1558 L |
1l.3. PoPuLamion PROJECTION | BG5 - 2020 55
I1r- ForuLsATiON GROWTH RATE G685 - 2020 =12}
il 5 ToTaL FERTILITY ARATES | 888 — 2020 59
5. FEETILITY, INFANT MOATALITY AND LiFE ExFEcTancy 8y REmod | 994 Lale )
-z CrUDE Biamd RATES. MORTALITY anD LIFE EXPECTANCY | 284 ano | 594 =X
;8 PorPuLanon SiZze By AGE GROUP anND SEx 15684 - 2015 53
.. DEPEMDANGY RATID 1284 — 2015 55
m. 1o, REGIONAL PoOPULATION DrsTRIBUTION AND CRUDE DEMSTY, 1998 =¥
m.i1 AcAICULTURAL DEx=sTY By REgos | DO8 a8
m, 2 ETHHIc ComPosmon oF THE ETvoran PoPulamion | 8284 ano 1254 Lai=]
m. 13 ETHMIC DiFFLUSHIN T4
m. i3, MiGRaANT POPLLATION BY TYPE OF MigRaTioN. ETHICPA AND ADDIS ABABRA

| 284 sanp | D04 va



CO
e

EPDRT ON THE ETHIOPIAN E

n i s MioRANT FOobiy aTION BY Srx — ETvioma ang Urmaw 1504

LI = HRBAMSATION LEVELS ANt TRENDS: ETrmora, (S84 - 2030

1 FROJECTED PoOPULATION SIZE. ADDis dApamé | BDS — 2090

18 ECONOMICALLY ACTIVE POSULATION BY STATUS I EMELSYMENT
ETicria anD Laaax | BES [B=1=1]

| e EconoMiciily AcTvE PofyLanon | DB ann | 9@

.2 LEVEL OF EMPLOYHMENT By ESUCATION AND SEx | GBS axo | D94

ez ForPuLaTion GrowTe, PER Capita Fooo DuTelT ano Lasprocbimg,
EtHioma, (9680 -1 GO0

n.zz ParuLATioN GrowTs avo Foon Outeut, Etuioma | 9680 - | oo

maa POsuisaTion Ano GOP GRownd Ratoa, Erooma, | 978 Rl+Te)

(i | THE HuMAN DEVELOPSRENT INOICES A9 RANATNG oM Eromra

v 2 ETors VERBES THE WoRLD! HeLanve WDl Rakmivg rom 1905

Iy A REGICHAL INDICATORNS OF Humas DEVELOMELNT

I & IHCIGESCE oF Povemry w1 QG2 1 G0

v 5 PER CAMTA INCOMEENPENDITURE 07 ABEA OF Renbence | S04 /o

Wa GEoorAFHIE PROFLE OF PES Camta INCOMDEXPEMOTTLNE | AR oS

W Pem Camita Foon Evrpuoiring

W THENDS N PRIMARY Akl BECONDARY SCro0w ENMOULMENT IN ETHICNA
I1GBGAT - |9Ramms

vz HuMBER OF ScHooLE IGOVERNHENT AND Mok GOVEMNMMENT! BY LEvel aF
S HIEBOL NG

V.3 ENROLRENT BY SCHOOL LEVEL

W REFETITION RATES 87 Rumu Unpay RESIDENCE aMD SEX

Vv 5 RECIOHNAL PERCENTAGE OF REPEATERS 57 LEvEL | Soa9S

W DRoPGUT Aates By RuRaURRey RESiDENCE anD SEx

. 7 Eoycation EXPENDITURE A% PEFCENTAGE oF ToTtal GouERNMENT
ExriuDmuRE asp GDE

WA MAZOR INDICATORS OF HEALTH STATUS 4 ETHOPW AND SUS-SaHARAN AFRICA

Vg CISTAIALUTION OF HEALTH FACILIMES BY RESion

LA Lagan/Rumal DISTRIBUTION OF HEALTW FERSONNEL

Vol HEALTH EXPERDITURE | SBE/BT - | 39596

Vo2 v=TRBLUTION of EXISTING GOVESNMENT axb NGO HEL TH FAEILTIES [RR=1=Eo

Wi BesTRaBUTION OF Lo PuT o Vimoyus lises

W2 SECTORAL GEOWTH aND CoNTRBLTION oF GOP (1 SEO/ET - 90/ | )

WA MaTigis Wioe Tormal, PRODUCTION AREA CULTIVATION asd YIELD oF CEREALS
Puises aMO QIL SEEDs

Wi 4 Nanos WiDE ToTar, PrRopocTios oF Firive Miusn CroPS

Vi, 5 HATION Wibe TOTAL PRODUCTICN OF CEREALS, PULSES ang O Sesns

YL EA FHARE OF LIVESTOOR M Aﬁ:rlcm.‘mkn;_ aMo ToTsl Exposats
Vige SHARE OF HIDES AWD SHINE i LIVESTOOR, AQRCULTUSAL Aup ToTAL Exsosts

Vi ETHiomu AVERLAGE Ausual GRoOwT RATES oF Miigos LivesTock FooD
CoOMaobDimESs
ViB AGRICULTIIRAL PROGUCTIVITY I8 SELECTED CounTmEs [ OS948 - (D08

F3
7S
e

az
a4

as
(=[]
87

=1
@5
)
=a
L
[ e
oz

14

(R ]
L2
| &

&3

'
L3
I'3A
| 34
I'as
| 38

147
I 56

| g9
1 &3
|54
| 74
| T

175



e _________________TAELE OF CONJENTS

Vil T
¥l 8l
Wil G
L7) (|
¥
¥

Il
Wi
Wil

AL |
L T
Lo

Vil 2

L AL

Wil
Rl
Wi
Wi
WL
W
Wb,
i,
WL

Wil 103,

[l
ta-2-
1X.3
1% 4

B @ b W -

£}
L
B

L=

a
1~ ]

[w}

% 5.

0

€z
X3
X.a

DisTRiBUTION of GEP v 8%

HUMBED oF ESTABLSMMENTS a8 o | SO 08

TREND OF MANUFACTURING ESTABLSHmENTS (1 O+ caous!

HuMBER OF ESTABLISHRENTS BY SECTOR, | OOR/DS

LasT or Mas SECToSS i Eack Gaoues

CwnESSHIE STRUCTURE CF NUMBES OF MaNUFACTUMNG ESTABLISHMENTS
AT OF | SR5M6

CuTauT oF MANUFACTUSTNG SECTOR A% OF | B9 595

GHOWTH FATES OF ManurFacTuming DuteuT or | O+ asdoe i b
SHABE OF VALUC-ADDED FAGw THE TOTAL FOR THE | O+ oRoU™
DianE s He DISTRIBUTION OF MaNUFACTURNING VALUE-ADDED

HEQIONAL DISTRIRUTION OF ManUFACTURING VALUE-ADDED | D0OS /080
SOURCE oF ROWTH OF ManuracTumng DuTeuT Fon

| TS TH R~ L= AT

RESIONAL DIBTRIBUTION OF MAMUFACTUMNG EmPLovmesT
MasFacTUmiWG ExPonTa W ChasnTITY

ManUFAETLMNG ExmoiTs e Vil e

Lapoum FRODUSTIVITY (b ThE MasuFacTuming Seeran v | 005 /oe
Lapoim PROSLETVTY k|04 oRoue ManurfacTumnG SECTOR

Toral FacTon PRODUCTIVITY OF THE MANUFACTURING SECTON (M | e
TOTAL FACTON PHODUCTIWTY (8 THE | 0% MaNUFACTURING ACTIVITIES
SELtCTED YEARY

NUMBER OF LICEWARES. Job DeroRTUNWMES ang Cafmay TO AF [HYESTED
INDSTHIAL IMVESTMENT CERTIFICATES |aauED

ey | Q2 — OoToRER | GWT

voLuME oF Magom Exeowts ISR F/AE [R= =l =1C
INRIDES CF VoLuME oF Masor ExPoats

ExPonT Eapninos: | BT/ - | GGT/Sa

SHARE OF MasoR EXPORT COMMODMES. | SR 7/88
IHPORTS By END UsSE 45 PEA CENT oF TOTAL IMPOATE
DrrecTion oF TRaoe 1970 -~ | @57

GOVERWRENT REYENLE FROM INTERNATICNAL TRADE
BalLakcE OF ParaEnT as % oF GDP

FINANCING CURRENT ACCoUNT DEFICIT

CTRIoEA anp GLOEAL ComPanies A CoMmPaRisos W | D05

ExvERNAL DEAT ' DBET/BE - | S T/HOO

ExTERNAL DEST By LENDERS | GBE/BS — | BES/S6
AvESAGE TERMS OF NEW COMMTSENTS

SOME INDICATORS OF DERT BurRoswy

DEST RESTRUCTURED aND FOROIVEN | BS0 — S8

ETmicma.  STRUCTURE oF DEPosm INTEREST HATES
STRUCTURE OF LEnDing RaTeEs

DEVELOPHENT OF MOKETASTY AGGRLGATES
ALEDCATION @F CBE CsemsT By Cwwpasehs

205
205
208
208
el =)

211
el
214

P2 Mg P
B ]
o~ o

fORE R RS D
O < h&ND

M Pfooe AR
=

P
L

a5

.

=287
288
290
282



X1l 1,
® o2

i
XL
X
X
xil
X1
xi
xin
X

o
xunor |

b1 | Y -

B oA A kN —

BrREAkDOowN OF DUTSTANDING LOWNS aMD Afvances 8¥ CBE 8y SEcToR
|laaa/as — |B9I1/=2

REsERvE AND LIDUIDITY POSMON OF Cosueaciay Bangs ang TURMOVER oF
DePosTS

CONBOUDATED BALANCE SHEET oF SFPECIALIZED Banms

MonETARY DEVELOPMENTS (1301 /32 - I1GG7/08)

DeFPosms I8 CoMMERTIAL Bawes (1391 /52 — 1997 /98)
CoMHERCIAL Banris DoOWESTIC CREDT OUTSTANDING AND SHARES BY
ChalHE RS HIE

SEcTORAL Beastown OF Comuppoual Baswss OutnTadDimo CLamn
RESEAVE AND LIQuioimy Poamos oF CoumsEmcial Bayss

JUHE | Q93 - DECEMBER | RA

NosinaL Errgctive ExcHanGt Rates INEER) or THE ETrvioman Biga (1273
| @@

Realr ErFecrive Exosmance Batea (REER) oF e ETriosas Binn

LI = g | I QRO

SuUrpLyY anb DeEMann Patrenn Fos Fosps v FOREX AucTion MamkeT
M ETHic

SpnecTED Errecmive Excranct Raten, (9R2%3 - 199607
Lever orF PRiCE INDEX AND INPFLATION FATES BasED oM THE RETAL
PRICE INDEX FOR ADDIS ABABA

ETvoPia’s Fimancia. STRUCTURE (a8 % oFf GOM

STanancst Poamon or SCAS AFFuaTED wiTH SACCDO ar Reoiow

as oF Juse 30, S8

SaAVHOS AHD CHEMT COOPERATIVES v ETwiieu | Jduly, 1988 — 30 JukE,
[R=1=1:]

AVERAGE INTEREST RATE Pain PER Aunum 8v TTPE OF LENDERS
SIZE oF [NMFommMAL SECTOM A% MEASURED BY Ramio orF Cumaincy OUTsiDE
Basuws o Marrow MoNETY

THE GROWTH OF Tax REVENUE

Tax REVEMUE STRUCTURE

THE GROWTH. GF NON-TAX axNb CTarmaL REVENUES
THE GROWTH OF EXTEANLL GRANTS
ComMPOo=mon OF DOVERNMENT ExPENOmTURES
THE GROWTH OF RECURRENT EXFENDITURE
STRUCTURE OoF RECURSENT CuSENDITURE
THE GROWTH oF CaPmaL ExPENDITUSE

THE CaFrmar BUDoeET STRUCTURE

DoMESTIC REVENUE EXPENOITIRE BaTios
LevEr oF FiscaLr Derfcrt

LevEL anp GROWTH oF DEFCm Foascing

293

294
285
298
299

300
301

A0

208

308

310
ale

a4

338

343

3IsS
5%
38|

&2
363
385
358
258
369
37e
373
374



FiIGURES
Il GROWTH RATES oFf REAL GOFP anD VALUE ADDED 1M THE

AGRICULTURAL SECTDR Ia
I2 GRosSs DOMESTIC Saving, GROAS FiXED INVESTHENT AND RESOURCE GaP 20
LI P SHARE oF CorfEf W Forsion Excravoe Earmings (| SBS/8T7 - 18900810 21
1,28 SHaME oF CorfFee W ForBonN ExcHanoE Earmmas (1890182 - | 995061 22
LA RECIONAL DNSTRIBUTION OF CAMTAL OF |NVESTHMENT PROJECTS UP TO | 0068 43
e REaional DisTriaunos oF CamTar PrRe REQIOnalL POPULATION OF

INvESTHMENT PROJECTS LIcENSED Ur TO | BRS A3
Il 28 REcional DhaTRiBUTDN OF CAPTTAL OF INWVEATMENT PROJESTS LICENSED UM TO

[R=1=1:] A
I.28. Reoional Diatmaumon oF CAPTal Prs HEAD OF INvESTMENT PHoJEcTa

LICEHAED UP To | DOA 4
(L Human DEVELCGPWMENT W ETHIOMA | @R T BT =
Vo ENMOLLMENT BY ScHoOL LEVEL |20
Wi Ramon Wior CEREALS TiELD B-1*]
WL REQIONAL DISTRIBUTION GF MANUFACTURING VALUE ADCED W | GO S/O8 208
X1 GRODWTH (W MONETART ASOREQATES 20
o2y DEVELOPMENT (K DONSUMER PicEs e
A TRENDS I8 EXTEAMAL GRasts ( 1DB2/83 1997 A as2
LAl STRUCTURE OF RECURRENT EXPENDITURE (I DA2/B3 - 19901 3Aa7
X 3 STRUCTURE OF RECuRRENT ExFEsDimusc | 1S9 1 /32 | BT RE 3657
AT ] STRUCTURE OF CAPTAL ExersteruRe 37ﬁ
EHl-S STRUCTURE OF CamTal ExPENDITURE [ 1 85 | /B2 - |99 7/98) a7
Boxes
1, THE IMPORTANCE OF Savikas ank IwvESTeENT TO EConoMic DEVELOPMERT az
111 1) ETiomis’s FOPULATION, FROM GUESS ESTIMATE 70 ESTIMATE To CENSUS 57
2. MIGRATION AND UsfamsaTion i)
. Ja, GENESAL OBIECTIVES OF THE MATHGMAL PosuLanos Poucy =]s]
n_3a, SPEQIFIC DBJECTIVES OF THE MaTIONAL PosuilaTion PoLisy a0
LI IMPACT OF PoPuLATION GROwTe (N Econosic DEVELOEMENT Bl
Nn.5. LABOUR FORCE aND EMPLOYMENT B
. & PoPuLATION aAND DEVELOPHENT RETWEEN | BS0 — | RRO BE
IVl HuMan DEVELOPMENT oz



REP

THE ETHIOPIAN ECONOM

I = COMPUTING THE Humaw =

23

| STRATEOY HiGHLGHTS 128
o ADCULTURE aND Eo0mnoMic DEVELDEMENT | Ba
il INDLISTRIALIZATION AND FROTECTION TeE EU asp & 272
L FOEAHLMGHETE OF SAviNG AMD CEEDIT J23
LY INTECIRATION OF THE |NFORMAL SECTSH Witk PuE FoaMaL SECTOR FA8
T DS THIBUTICH OF FEDERAL GRasta/GUnmoeEs AMonn FEOosNs S5
<1 LV EFIETT Frdans s reana Deasestic Baye Bonmcrid o IWFLATIOw T 175

B



INTRODUCTION

Ranked at 210™ out of a total of 210 countries in GNP per capita terms and 208" in
terms of GNP per capita measured at Purchasing Power Parity (PPP) by the maost
recent World Bank, World Development Report, Ethiopia is, by any measure, one of
the poorest countries on earth’  This standing of the country among the community of
nations is confirmed by the human development based rankings in the latest Hurman
Development Report of the UNDP, which locates it at 172™ aut of 174 countries’

The miserable condition of the Ethiopian people is reflacted in every sector and by all
slandard social and economic indicators one chooses 1o usa Ethiopla's real per
capita GNP calculated in dollar terms for 1998 was $100° The average figure for |ow-
Income countries for the same year was $520 while the average for Sub Saharan
Africa was $480"  Using purchasing power parity (PPP) which is mare Indicative of
pecple’s buying power in their own countnies. Ethiopia's real GDP per capita for 1998
amounted to 5500, the third lowest figure in Afnca, only higher than those of Sierra
Leone's $300 and Tanzania's $490 The Ethioptan PPP measured per capita is only
& fourth of the average for the LDCs ($2130), and nearty a third of the average for Sub
Saharan Africa’'s $1430 Our dose neighbor Kenya, has a per capita income more
than twice that of Ethiopia at § 1130

Ethiopia’s underdevelopment 1s more astounding when the condition of the peapla is
laken into perspective.  An estimated 50 per cent of the population live in absolute
poverty 12 out of 100 children bomn alive do not celebrate their first birth day. Bgul
o1 100 children who survive their first year die before they reach their 5" birthday. A
child bom in 1898 can expect to live 1o age 43 only, and 66 per cent of the peaple are
not expected (o survive to age 80° What is more shocking is that the major causes of
death in the country are those that zre easily prevaniable.

Meither do the people see any light af the end of the tunnel. Less than a third of the
prmary school aged children go 1o school, of which only 19 per cent advance to the
junior secondary level. Only 8 pér cent of the appropriate age cohart are at the
secondary level and ane per cent advance to'the lertiary level Associated problems

"kmtenng the 21 Century- World Development Reporr, 1552004
Linited Mistions [3evelupment Prisverame 1954 Human Bevelopment Report 1999, (mhle 8171,

 The Winld Bank s pencrous with this level of eoal pet capita GDP The official wime of the GNP for
PSSR b ot e than Fier 40 billion or 1SS tliion with g pagulation o 80 miffion The CHigial por
<At Thesme (in Cormont priced bs ahoun Hier 857 o 15453

" World ank. World They eliepment BKeport op cil. PP 23
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relate 1o the relevance, appropriateness and quality of the education that is provided
o students and the capacty of the country to retain the best of the brains that it has
trained  With an inordinate emphasis on academic training and virtually no skill
formation, schools in Ethiopia have degenerated into manufacturers of an
unemployable people rmore than anything else.  The level of the educated
unemployed, particular those that have completed high school are very high and
MCTEasmg,

The implication of all this to the dailly life of the average Ethiopian is clear. The laval
of poverty thal is observed in the rural areas of the country and in the significant
portion of the urban population is simply staggering.

The singular challenge thal policy makers face is the reduction of poverly in the
country. The challenge becomes more daunting when one looks al what the country
needs lo do to reduce and eventually eliminate poverty. A recent study by the UN
Economic Commission for Afica (UNECA 1999)" suggests that Ethiopia must
increase its growth rale to 8 per cenl per annum and sustain lhis over the target
perod if it 15 1o reduce poverty by half by the internationally agreed year of 2015,

It is such dismal scenes thal prompt many Ethiopians to desperately seek a way out
of the social and economic quagmire. In pre-1974 period, the educated sirata of the
Ethiopian population fall {hat the main factor responisible for the overall backwardness
and the poor performance of the Ethiopian economy largely rested on the “feudo-
bourgeois” regime of Emperor Hale Selassie and the largely pro-capitalist and pro-
feudal policies that il pursued. The preferred policies of these revolutionaries was to
redirect the Ethiopian economy along “socialist” lines which was hoped to release the
productive forces of the country for a more robust and rapid economic growth on more
egalitanan grounds with significant transformations in the structure of the national
economy. After sevenieen years of this expernment and incalculable human, social,
political -and psychological cost to the whole sociely, none of the promised
achievemenis were realized. In fact, the Ethiopian economy was much worse off in
1981 when Mengistu's “socialist” dictatorship was overthrown than when it took power
seventeen years earlier,

Eight years have passed since Ethiopia has again charted a new course to address
these same economic 1ssues A new pro-capitalist and market fnendly regime that
reversed the dingistic policies of the past was instituted 1o stabilize the economy and

PLINDP O 0 table B 1T
Linited Migiomy Eoomomic Commission for Africs 1999 Ecotomic Report-an Africa: The Challenge-of
Reducing Poverty and Sustamability



eventually achieve a healthy and dynamic economic growth. Vanous policy
measures, some of which are homebred while others are standard versions of those
subscribed by international financal institutions. were infroduced to achieve the
intended abjectve of macroeconomic stability and the long term objective of sustained
economic growth. Inaddition 1o these broad policy measures, vanious sector specific
social and economic policies and programs were implemented o complement and
suppart the macro policies

Despite the fragile nature of the economy and its susceptibility to exogenous shocks
such as the weather and intemational commedity prices as well as unstable
performance of the recent pasi, we believe that if is possible that the country could be
located an poverty reducing high growth trajectory. if only the govemment could rise
o' the occasion  Among the tasks that the governmen! needs fo embark on
immediately, if it is to meet this challenge, is the development of povarty reducing
growth strategy and above all match its rhetoric with visible commitment  |n particular,
e government's obstinate insislence that i be the sole producer af policy reducing
the rest of society as exiraneous policy consumers must stop  Ethiopia need to move
to an inclusive policy making process that allows a genuine participation of slake
halders in the design, lormulation and implementation of economic palicy

This Repart aims 1o review and evaluate the performance of the Ethiopian economy in
the past sevenieen years. This maiden issue is nol designed 1o provide a definitive
assessmen! of the successes or fallures of the varous policies implemented in the
country over the past two decades. Such an endeavor requires a much more detailed
and careful apalysis of all the sectors of the economy and thesr interrelationship and
the degree to which the policy measures weare responsibie for the actual performagee
ef the economy_ Clearty this repont does not do that, Instead, what is attempted here,
is to provide a broad indicative assessment of the perdormance of the Ethiopian
ecanomy in the past seventeen years in general and, in particular, for the perod since
the Ethiopian Peoples Revolutionary Democratic Front (EPRDF) took power in 1981
and brefly review the vanous policies that might have confributed towards this
performance.

The intention behind the Repor is to prowide an independent assessment of the
challenges the country faces and assist the govermment in formulating appropriate
polictes. This maiden issue of the Report may not have gone the intended distance.
Hopefully fulure issues would be more expansive in coverage and depth.
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1. INTRODUCTION'

As inimated i the introduction ta this report. Ethiopia is clearly one of the poorest
countries on the planel The level of poverty that is observed in the rural areas of the
country and in the significant portion of the urban population s simply staggenng The
level of deprivation is much mere than what we read about the medieval period in the
history books. The probiem with the Ethiopian econamy is not only about where it is
now. |t is more daunting when one looks at where we are heading and the degree lo
which we are able to narrow the development gap between Ethiopia and other
countnes: Ascan be seen from Table |1, for Ethiopta to reach the level of per capita
GDF that s currently achieved by the average low income country (520 USD) it will
lake herabout 42 years even if we assume the other countries register no per capita
Incame growth and Ethiopia grow al an annual rate of growth of PCI of 4% or a real
GDP growth of 7% per year It will take 24 years if we grow by 10%. By the same
token it will take us about 40 years to reach the level of the average Sub Sahardin
African country with a 7% GDP growth and 23 years with a 10% growth. On the other
hand, achieving the growth leve! of middle income countries will take aver thres
generations. Bul. to be realistic. other countries will not wait for us when we register
such a high growth rate. The situation logks even more hopeless when we consider
a PCI growth rate of 4% for them while we grow at 7%. In this scenario, it will take us
aboul 58 years to achieve average low income level, 55 years to reach the average
SSA country, and almos! 120 years to reach the average middle income county

Mt ol the dataand the analysis for this soction bs aken from o paper commissioned Tor this repor and
luter peesenied it the 8% Ammual Conference on the Ethiopian Economy by Berhome Neza and Seid Nuru
Fhe complete paper can be obtained from the Ethiopian Economic Associntian
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level 2 We might as well forget the possibility of convergence with the developed
countrins

Table 1.1
The Number of Years Required for Ethiopia to Catch up With Other Countries
Ethicoa . weh  Far | |ow Income Coorirms | 558 (IS0 280 [Ty — T5 oLt
Cupfn GO of § 100 LIS 52 Couririem |LISD 245 |
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It s this dismal econamic scene that formed the background for the 1974 revolution
against the Haile Selassie reqime. The revolutionanes diagnosed the probleam as the
alllance between feudalism and imperalism and a quick solutlon was proposed
through the socialist ideclogy. Socialist policy was hoped to release the productive
forces of the country for a mare rapid economic growth on mare egaltanan grounds
After seventeen years of this experiment {(although a stunfed version) what was
successfully achieved was an effective distribution of poverty

‘Let ¥y und Y7y be the levels of the per-capits GDP of Ethiopia 2nd other countries” sroup {low incime,
riddle income and $3A countries), respectively, in vear 0. And Jet Y, and Y, be levels of per
capita GOF ol Ethiopia and diher countries growp, respectively, af vear t Ther, the number of vears
roquired 10 cateh up the other countries whise coony grow at an averngs of g%, I Fthiopia’s econgmy
grivws at-a rate of g perannum in per capita terms, can be calculated os follows

rﬂgﬁ
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Presuming that the economic problems of the country are caused by the policies of
the previous regime, the new govemment under EPRDF has adopted the exact
opposite ideclogical stance with a package of pro capitalist policies. Although it is
still oo early lo pass a definitive judgement about the success or falture of these new
policles, there is enough data to make a broad indicative assessment of the
performance of the economy over the past eight years and make cormparisons with
the previous policy regime. That is what this chapter aims to do.

The chapler proceeds as follows. The first section will review the “initial conditions”
that the new government Inherited from its predecessor including a brief assessment
of the performance of the Ethiopian economy for the ten years before the new
government took over By way of companson. the second section will raview the
various policy measures undenaken by the new govermment and provide an analysis
of the performance of the economy since 1981  The last section will provide a
summary of the findings and raise a number of policy challenges that are ahead of us
I we are 1o have any hope of improving the life of the majonty of our population,

2. INITIAL CONDITIONS

2.1. The Structure of the Ethiopian Economy before 191-?.1

The rebels that succeeded in overthrowing the Mengistu regime in 1591 taok over an
economy that was in shambles, a very unstable political climate and a society that
was terribly beaten down by a ruthless dictatorship and a pervasive bureaucracy, and
litthe hope for a better future.  Probably the biggest asset of the new government was
the good will that it enjoyed from the international donor community. By the time the
Derge left power, the structure of the Ethioplan economy was not significantly
ditferent from the early 705 As can be seen from Table L2, agriculture contributed
aboul 53% of the country’s GDP on average between 1580/81 and 1930/81 with very
high values of 58.1% at lhe beginning of the pencd and 56.3% in the last year.
Industry averaged 12 2% while senvices averaged some 34 8% of which distributive
services account for 14.7%. Industry's contribution to GOP was higher in 1980/81 at
10 9% compared with the last year of the Derge where it stood at 8.4 The only
secior that showed improvement was the other services sector. which grew from 17%
of GDP 1o some 22%
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2.2. Brief Review of Economic Performance under the
Derge: 1950/81 - 1990/91

2.2.1. Trends in GDP and Value Added in the Various Sectors

It is not only the structure of the economy that did not change during Derge's tenure,
but the overall performance of the economy was actually lerrible. Real GOP growth
was aclually negative in four of the ten years considered with three exceptionally
good performances one of which started with a low base of two consecutive negative
growth of -6.3% and -8 7% following the drought years of the mid 1980s. The highest
“normal” rale of growth of GDP registered during this period was the 14% growth rale
achieved In 1986/87 following the 9.8% growth rate of the previous year. The
average real GDF growth for the last 10 years of the Derge periad was 1.9% par yaear
compared with an average population growth of 3% leading to a net decline in per
capila income of 1.2% per year. |f we take the 1960/91 year as an abnormal year
because of the political instabllity, GDP growth rate improves 1o 2 5% while percapiia
income declined by (5% This dismal performance is meflected in all the sectors
excepl for the service sector. Agncultural production grew by a mere 2% per annum
during the period while industry and distnbutive services grew by 0.57% per year on
average. Of the four years negalive growth rates of GDF was registerad, three of
them were years of negative growth in agriculture while the last year of the Derge
saw a reasonably high growth rate in agneulture while all the other sectors dectined
sharply leading to a negative growth rate in GOF

Table 1.2
Sectoral Contribution to GDP (1980/81-90/91) “
s ACRICULTUSE INDUSTRY ;5512:5;1?-:5 OTHER SERVICE é =
= E 3
Your £ | = R # | £, r : # < Z ;q.
® == B =% =
EEE 2sB] &8 258|32 | 2s8|42 2553/ 53 |5%8
18B0/81 %A e EE] 17
18981/32 .51 557 -3E 1.8 BS 145 = 18 8.3 24
[EERER 101 57§ 138 13 36| 135 28| 17e TE 89 |
GBI B3 537 | 128 128 57 | 145 ] 19 K ]
15B4/A5 57 | 470 | -z09 T4 E a5 | 162 GE] 23 =4 a4
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10EGIET M0 | 517 | tBE 136 185 34 | 15t | 193 B2 04
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Source. MEDAC. Nationa income Accounts, Revised Senes 1536
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2.2.2, Trends in Savings and Investment

As s clear to any student of economics. economic growth is significantly affected by
the rate of investment, which in tum is related to savings. (Gross domeslic Saving
((30r5) as a percent of GOP was décen! and reasonably steady over time reaching
13% in the last years of the impenal reqme  The sociahs! state was supposed to
increase savings by increasing laxes on luxunes and introducing mechamsms (o
inereasa savings from working pecple  Rather than an increase in the saving and
investmen! ralios, whal we achieved during the Derge was a tremendous fluctuation
i savings ranging from a high of 12.5% in 1987/88 and a low of 3 4% in the |lasl year
On average GDS was 7.2% over the last ten years of the regime.  Gross fixad capital
formation {GFCF} as percent of GEIP averaged about 14 2% per annum during the
len years reaching a peak of 204 percent in 87/88 and dropping to about half that

level in the last year

The diffarence between domeste saving and investmen! commaonly known as the
resource gap widened during this ‘pened averaging 7 1% of GOP  This required
increased foreign savings by way of grants and loans from abroad.  Accordingly, the
country s extemal debt and its debl service obligations increased ™

External debt as percent of GOF increased from 25.6% m 1981/82 to a high of 43.1%
in 1890/91 averaging about 357% for the ten years The debl service ratio alsa
showed a marked increase from a low 12 9% to = very high 69 9% averaging 34.4%
ter the whole duration The decline in the saving and investment ratios is not a result
of the public increasing its consumption from previous levels. As can be seen from
Table 1.3, private consumption expenditure held relatively steady or even declined a
bit during this time. ‘What happened instead was a marked increase in government
consumplion as a result of the overall expansion of the bureaucracy and the military
in partcular. Public consumpbon as percent of GOP increased from a modest 14.2%
in 1980/81 to over 19% in the latter part of the 80s averaging 16 7% for the ten years.
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Table L3
GDS, GFCF, Resource Gap, Consumption and Total Debt (1280/81-90/91)

P F o — =25 = =
BT G G B O T S S
Year r l'.'lﬁh.a e R &0 z 8 =8 [ +E:l
=~ e o ﬁ 3 g = T mm| ™ 7]
S8 2% TET HZB S%(cf/fEc 28
@ & = 38 §+e 51
198081 76 136 60 142 783 926
1981/82 59 137 1.8 2586 12.9 153 T8.7 a4
1082/83 55 122 57 276 16.2 16.8 FFT] 84 f
1983/84 B 168 8.7 nr 161 173 T4 6 0149
1084/85 28 107 T8 338 248 153 B1.& ar1
1BH5/ER BB 164 TB| 310 256 158 75.6 814 |
1586/87 ) 156 8.0 ar4 T2 15.7 T8.7 624
1887188 1.5 204 A 413 435 181 B9 4 B7.8
=T B9 14 4 55 412 92 15 4 TLT 911
15989/80 S 125 -4 5 a3 58 9 152 728 B2
1990891 34 104 -T.0 391 689 16.5 B0 56,6
| Average 7.2 143 7.1 5.7 144 16.7 76.2 928
Source. MEDSC op cit | and National Bark Annual Bullstin VANGUS S5UaS
2.2.3. The External Sector 4

The country's foreign frade sector was nat immune from this overall trend in the last
decade of the Derge. Since 1380/81 exports as parcent of GDP were fluctuating
although the overall trend was declining for the whale pericd  On average, the value
of expaoris were B.7% of GOP declining from a peak value of 10.6% in the first yaar to
about half that level by 1990/51 Imponts also had a declining trend, particularly in the
last few years of the regime. although not by as much as exports were declining The
average Import ratic was about 15.8% during this period  The gap between imports
and exports {the current account balance) during this time averaged sbout -7 1% of
GDP. The structure of our imports and exports showed some thange during this
peried where capital goods imports as percent of tatal imparts increased seermingly at
ihe expense of consumer goods imparts. On the other kand excepl for the unusual
last year of the reqime. the place of coffes In our total exports seem lo have been
mamtained hovenng around 57% for the five years data was available
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2.2.4, Monetary and Fiscal Developments

For the promise of rapid economic growth to materalize the country has to raise
investmant which requires investible resources. One possible source of finance for
investment was foreign savings. However, the government's anti-impenalist rhetoric
could nol ensure such a supply from the more capable western sources forcing the
government to largely rely on domestic sources of finance. The preferred methed of
the Derge was massive domestic borrowing and printing maoney. Money supply (both
broad money and narrow money) had growth rates much higher than the growth rate
of both nominal and real GDP.  As can be seen in the following table money supply
was increasing by more than twice the rate of GOP growth on average during the 9
years under consideration Despite the fact that there was in general monetary
despening in the economy, it has apparently passed with out many harms on the
inflation side because of the price controls exarcised by the authorities. The Increase
in the money supply has also helped private savings 1o rse a bit as the vanue for
private investment is reduced because of the impasition of capital cailings

On the fiscal side the government's expenditure was nsing significantly with cut a
comparable rise in revenue  The government's socialist strategy required that rrest
productive activities, particularly industrial activities, had to be under state conirol
Recurrent expenditure was nising fast partly owing to the gevernment's expenditure
on defense nsing from 14.1% of GOP In 197374 {o over 25% in 1887/88 gut of which
general government outlay accounted for 15%. Te finance these investment
activities and the recurren! expenditures, it imposed confiscatory tax rates as high a3
89% which, except for its disincentive effect on saving and Investment, naver was
able to match the nsing expenditure
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Tabie 1.5
Growth Rates of Monay Supply and GDP
Growth Growth Growth Rate | Grawth inflation Rate
Yoar Rate of | Hate of | of Narrow | Rais af cPr GO

Nominal Real GOP Mongy Broad Deaflator-

GOP Monay
1582783 107 101 152 160 38 29
18R3/B4 5.7 63 91 11.3 4.8 -39
16B4/85 1B 6 8.7 132 1316 18:4 34
1685/86 47 59 181 158 4.5 -5.5
198687 80 140 12 1 81 -85 -7
1G87/88 44 01 &7 89 22 38
1988/85 51 03 EY g4a 96 5.2
13859/90 B9 41 155 17 6 52 a7y
1580/81 141 -4 2 22.9 18.7 2049 18.7
Avorage £.99 2.01 14.08 13.08 6.08 5.84

* Caloulaled uaing the Consumer Price Index of the Addis Ababa retail prce, (1963 =100
“Minflation rates are calculated using the mplict GDP defiator
Seurce: MEDSC, CSA and NBE Annual Bullstin, various issues

3. PERFORMANCE OF THE ETHIOPIAN ECONOMY: .

1991 - 1995,
3.1. General

There isn't @ lot of disagreement about the nature of the performance of the Ethioplan
gconemy in the seven years since EPRDOF took power for which complete data is:
available. Although there might be differences in emphasis and even disagreement
on the appropriate comparator o use o get a proper picture of the Ethiopian
economy, most observers agree that the Ethiopian economy did reasonably well by
most standard criteria between 1581-88.  While the govemnment emphasizes the
correctness of its overall strategy and its specific policies as the reasons behind its
presumed success, its detractors argue that the achievements are not to be
exaggeraled and that its perfarmance, when evaluated in relation 1o what cauld have
been achieved with & better policy package. is much worse than whal the

12
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government wants us to believe. Even the iitle success the opponents grudgingly
accepl, they atinbule it to the generosity of donors which have showered the
qovernment with massive amounts of loans that is bound to be a SEMOUS burden in
the long run and a reasonably geod weather. It is by no means an easy lask lo
accurately asses cause and eflect in such a case where there are so many factors
thal have contributed to the performance of the Ethiopian economy in the past severn
years: What we will fry in tha following pages is 1o brefly discuss the broad policy
framework of the government and provide the reader with what the official data shows
about the parformance of the economy.  We will provide our assessment of {he
lactors that contributed 1o this parformance nex

3.2. Economic Policies of the EPRDF

Unlike the Derge, the overall economic strategy of the EPRDF government defies
easy calegorizalion, VWhile ! seems to have grudgingly accepted the capltalist
system as the only aption for Ethiopia in the foreseeable future. il is by no means
canvinced that pure markel allocation of resources without much government
Intervention s a wiable option for countnes such as Ethiopia. This reservation is not
simply & hang over from its: past egalitarian idealogy, although there 15 some of that
influence. More fundamentally, it emanates from a canviction that liberal capitalism
could not provice the rapid and sustainable economic development that the country
desperately needs. The ohserved weakness of the capitalist class in such zociaties
necessilates the close working refationship between govemmen! and various sogial
forces including the national bourgeais. More impartantly the economic policy 1o ba
pursued need to be able 1o galvanize the energies of the massaes of people whose
contributions as a source of labor, Invesiible resgurce, and domestic demand is as
important if not mare Important than the capitalist class. Furthermore. for economic
development 1o be sustainable In the long-run govemment has a responsibility ta
ensure that the spatial difference in the pace of economic development is narrowed
and all regions of a country are equal bensficranies from the developmental effort

This broad thinking is encapsulated in four core policy tems of the government, The
first ene s the governmern!s slrategy known as Agriculture Development Led
Industrislization (ADLI) 3 The essence of this sirategy rests in the belief that the
agricultural secior can serve as the driving force for the rest of the Bconamy  The

] a . . ry
Fowdetails om this siraleEy. see EPRDE s fivewvear development pn weram, | IPRIE publicati w, [
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logic is simple and mostly persuasive. For a couniry such as Ethiopia fo develop
rapidly, it needs to make better use of the abundant available resources in its hand,
namely agricultural land and a massive peasant population. Currently, this sector is.
serpusly under utilized and backward. Both land and labor productivity is so low in
this sector that the B5% of the population ekes out a meager subsistence with very
litthe contribution to the overall development of the country.  The sirategy hopes lo
increase tha level of productivity in agnculture wia the introduction of modem
agricultural techniques and a supply of agricultural technology ranging from fertilizers
and improved secds 1o comprehensive extension services. The Increase in income
of the rural population following the increase in productivity has more than egalitarian
benefils. Higher incomes imply higher savings that can then be hamessed for
investmen! in other sectors  Demand for industrial goods, paricularly consumer
goods and agricultural inputs, will also grow as a result of rising living standard of the
rural population  Surplus agricultural outpul also benefits industry by making
rolatively cheap raw materials available for industrial processing.  The fact that
agricullure is at such a low level of development in Ethiopia also meant thal small
improvements in agncultural techniques, requining relatively small capital outlay, have
a potential to Increase output significantly  In other words, the capital output ratio In
agnculture 15 so low thal it is @ much cheaper strategy 1o increase economic growih
compared with other strategies. All these advantages, they believe. makes this
stralegy suitable for Ethioplan conditions

This can only be successful with deliberate and massive government interventiin.
The second core belief of the current government s simply an affirmation of that, lis
definition and understanding of the role of the state in the economy is much broader
than what neo-classical economics and its adherents in multilateral financial
institutions recommend. For EPROF, the objective of econamic palicy s not just to
enhiance shart-term efficiency in the allocation of resources by providing the requisite
legal and psychological environment for the private sector to do its jeb nght. The
primary objective of economic policy, instead, 15 to provide rapid economic
development even |f that comes at the expense of short-term losses In efficiency
Accordingly, the state involvement in the economy can range from actually producing
goods and services that the private sector finds unprofitable, protecting local industry
when necessary, providing subsidies. or even segregahing certain areas of production
to the state sector or to the local prvate sector  This strategy is prefermed based on
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the presumed successful experiences of South Korea and Taiwan 4

The third belief regarding the urban economy sees the urban economy directly
benefiting from the main strategy of ADLI However. as a particular emphasis il
provides the key role of the state in the cites 1o be a supphier of adequate social and
rhysical infrastructure including electricity. water, roads, sewage disposal, schools,
hospitals, residential houses and the like. This is expected lo encourage the private
sactor to do productive investment in the cities and generate employment, lack of
which is considered the mos! important problem of the cities

Finally, EPRDF's core thinking strongly believes in achieving some kind of regional
balance as a key objective of #s overall policy. To achieve this objective it has
implemented several measures that gives preference in budget allocation to relatively
undeveloped regions and a number of incentives to investors who wish to invest in
such areas. |In some form Intertwined with all these beliefs is the party's land policy
which essentially retained the core policy of the previous regime save for the new
land |lease system that largely operale in the urban areas. The area of land policy |s
probably one area where ideclogical convictions dominate the thinking of tha party. |n
most other areas the party has proven to be much mare pragmatic than many has
given it credit for. 5

Around these core beliefs one finds detailed policy pronouncements on a range of
issues According to the govemnment's policy framework paper for 1996/97 - 1998/90,
in the area of fiscal policy. the government wishes to improve tax administration and
broaden the tax base on the revenue side and reduce expanditure to less than thj of
nominal GDP and improve expenditure effidency, It also hopes lo minimize
gevernment crowding out of the private sector by minimizing government borrowing
from domestic sources. In the area of monetary and credit policy, the government
iries 1o ensure growth of monetary aggregates consistent with targets for inflation and
econemic growth. It plans to create an environment to establish 2 modem

! These and similar views on the mle of the stare and other core beliefs of the party are provided in an §5
page Amharic publication of the party eniitled “Owr Revolutionary Democtatic Beliets,” EPRDE
publication, Nehassie 1989 Ethiopian Calendnr South Korea and Taiwan are repeatedly mentioned in
this document s the successful implementers of this wisdom.

' One clenr indicstor of the fextbility of the gavernment in changing ideologically held positions s
reflecied m the recent chinge in the investment proclamation which, among other things, changed the
narty’s long held position against allowing foreign mvestment in power and telccommunications: The
previously mentioned party document expressty held this position which was changed in less than six
months by the fimma Congress of the party inearly 1990 E.C
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competitive financial system. [t also plans to increase private investment by taking
measures to encourage the prvate sector by speeding up privatization, improving the
investment code, institutionalizing a requiar dialogue between the private sector, and
ensure the adequate supply of urban land for investment purposes® Given the
above and other policy measures by the government, how does the Ethiopian
economy perform in the last seven years? Whal contnbuted 1o this performance?
These are the queslions wa now returm.

3.32. Economic Performance under EPRDF

%.3.1. Trends in GDP and Value Added in Various Sectors

Fhe structure of the Ethiopian economy changed very little in the past few years
agriculture remaining the dominant sector with over 51 2% contribution to GDP since
EPROF took power The avarage share for agriculture was 555 percent for the |ast
18 years reaching the low leve! of 45 7% in 199798 owing 1o a 10.3% decline |n
agricullural output rather than a normal increase in the share of the other sectors
The share of Industry in GOP, which should have been increasing under a narmal
growth path remained static over the seven-year period averaging 10.6% of GDP
The sector thal showed a steady increasing trend is the services sector particulgrly
the "other services”™ sector which grew oo aboutl 24.5% of GDP from about 20% during
the previous regime while the distnbutive sector remained stagnant at about 13.6% of
GOP

The real GOP of Ethiopia has grown on average by 4.4% for the last seven years
Excluding the abnormal year of 1981/82, the average for the past six years showed a
healthy growth of 5.8% with a per capita GOP growth rate of over 2.6% on average
I'tig performance compares favorably with the 1.9% GODF growih of the iast ten years.
of the Derge. The highest GDFP growih rate registered since 1881 was in the

Phe mterested reader can find the details of these and other mumerows policy objective and mieasures
wived ppon by the povermment and s doners in this policy framework paper prepared Jor the
etiliative stivip mceting: of December [0-] 20 190 Addis Ahaba
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following year which registered & 12% growth rate staring from a very low base of a —
3.7% growth rate the previous year The highest "normal” growth rate registered
under EFRDF was the 10.6% growth actveved in 199586 parliy as a result of the
good harvest of the year. Although the infivence of agriculture on GOP growth rate
can not be denied and that oscillations in the growth rate of agnculiure was highly
associated with rainfall,7 the growth impetus for the post EPRDF era certainly did not
came from the agnculture seclor. As can be seen from Table |6, the average growth
rate of agricullure for the seven years period was a mers 1 8% while industry and
distributive services (lrade, transport elc ) were growing by about 8% each while
other services (banking. msurance, public admimstration and social sarvices) were
growing by 7 4%,

Strangely enough, if one compares the growth rate in agriculture in the post reform
pariod with the pre reform period. it shows that agrculture has performed batter
duning the last len years of the Derge at an average rate of growth of 2% than the
post reform period of 1.6%. If we take the abnormal year of 1981/92, growth rate of
agnculture for the six years averages an unimpressive 2 27% which is slightly better
than the pre reform average Although it is foo early fo talk aboutl fallure in the
govermnment's key strategy of ADLI, and this is discussed in detail in the chapter an
agriculture, there is no basts whalsoever to claim unabashed success for the strategy
gither \What can be said definitively is that for agriculture to play the lead role lhq‘ 15,
given 1o it by the strategy, its dependence on the vagaries of nature has 1o end which
means there need lo be a struciural transformation in Ethiopia's agriculture as
suggested in the detailed discussion on the sector. Whal is also suggested from this
data is that the other sectors are also important in influencing overall macroeconomic
performance. In particular, as discussed in detall jn the chapter on industry, a
coherent stralegy for the development of the Industrial sectar iz imperative if the
overall economy is to Improve and the standard of living of the population |s to
change for the better.

" For gxample, negative growih rales in the years [98VE4, B4RS 039 and 9798 are characterzed by
lovw rmmlall below the sveragpe



Table 1.6
Growth Rates of GDP and Value Added in the Various Sectors (1991/92-97/98)
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3.3.2. Trends in Savings and Investment

As discussed earlier, gross domestic savings has reached a high 13% during the
Imperial period only to reduce to an average of 7.2% during the Derge or an even
lower 6.9% for the entire postrevolution period. For the past 18 years GDS
averaged about 6.8% of GDP. The figure was even lower if we take the average for
the past seven years dropping down to 6.5% from an average of 7.2% for the last 11
years of the previous regime, Although the average was low for the last seven years,
the trend shows a steady and increasing trend indicating that some of the measures
taken by the government to encourage savings, such as raising the deposit rate
significantly, have started to work. Even then_ the highest level achieved In the last
seven years, which was 8 9% in 1996/97, is slill lower than the recommended rate ol
13%-15% for sustainable economic growth. The decline by 2.5% tlo 7 4% the
lollowing year s a clear indication of Hs volatility.  Even at its highest level, the
domestic saving ratio could not suppor a growth rate more than 4. 4% and il we lake
the average saving ratio of 85% the growth rale of GOF could not exceed 3.7%
given the average capital labor ratio that prevalled in the country over tha same
period B

Gross fixed capital formation as percent of GDP, on the aother hand, did show ' a
significant increase after the reform  While 1t declined markediy during the last elevan
years of the Derge dropping to as low as 10% in the last year, it shows a healthy
recovery in the post reform penod averaging 15.2% over the past seven years. I:"ian
more imponant, it showed an increasing trend reaching as high as 17.6% in 1997/98,
The average for the post reform period since 1992/93 s a full two percentage paint
above the Derge period at 168.2%.

Cbviously, the low saving ratic could noi finance this increase in investment
Accordingly, the resource gap widened in the past seven years from an average of
7.1% of GOP in the Derge period to an average of about 8.7% in the last seven
years. As a result our debt burden increassd from about 239.1% in the last days of the
Derge nsing to as high as 91% in 1883/84. Tha only good naws in this area is that
for the six years data was available. it shows a declining trend gaing down lo as low
as 64% In the last year reported  The debt service ratio also started to decline

* The nverage capitnl |abormatio, fier the perind & extimated 21 | 76 (see Alemavehu, 1995 )



sharply dropping from as high as 82% in 91/82 to 34.5% in 1995/96 only to rise
again to 42.2% in 1996/97

Table L7

GDS, GFCF, Rescurce Gap and External Dabt (as percent of GDP)M991/92-97/98
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3.3.3. The Foreign Sector

The structure of Ethiopia's foreign trade did not show any marked change in the past
few decades. Coffee still dominated the country's export hovering around the high
50-80 percant of total exports. However, there was significant improvement in the
foreign sector of the Ethiopian economy over the pasl seven years. Exports as
percent of GDP increased from an average of 8.7% in the last eleven years of the
former regime to 12% between 1980/81 and 1887/88. This increase in exparts was
paralleled by the equally high increase In imports, which Increased from an average
of 15.8% in the earlier pariod to close to 22%, which also increased the resource
gap.
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REPORT ON THE ETHIQPIAN ECONOMY
3.3.4. Monetary and Fiscal Developments

On the expenditure side the new Ethiopian governmeant did not find it difficult to follow
the fiscal conservatism of previous regimes. In fact fiscal prudence was exercised
from the beginning and continued all the way through. When it comes to the various
components of expenditure, there was a significant decline in defense expenditure
over the first six years since lhe change in government. Il has, however, changed
since 1287/08 as the budgal for defense significantly increased beginning this period.
The preliminary aclual data show that the expenditure as percent of GDP has
increased (o 4.68% in 1997/88 and B 8% in 1898/99, This i5 equivalent to 65% and
1% of general service expenditure and 29.5% and 394% of total recurrent
expendilure for he respective years, In terms of growth, defense expenditure as
percent of GDP in 1887/88 has increased by 130% over 1996/97 and by about 53.3%
over the figure in 1891/82 the highest record for the period 1891/92-1986/97. Even
with the large base of 1997/98 the expenditure grew by 47.8% In 1998/89. This, of
course, is expected lo get even worse with the ongoing conflict with Erilrea and
imaspective of how the conflict s resolved in the short run.  In other items, what we
ohserve is essentially a constant or very small change over the years since EPRDF
came lo power Other developments since 1981 are increasing govemment savings
and a namowing budget defict  As a resull, domestic and banking system of
financing the deficit have declined and even abandoned, at least up to 1998/99,

Table L8
Compeonents of Recurrent Expanditure {as percent of GOP) L 1
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When one compares the average expenditures for the past six years with that of the
Derge period, the share of general services has declined from an average of 54.1%
before the war period to an average of 29.7% since 1891 It has however, increased
to an average of 35.8% by 1998/89. This is obviously due o the rise in the defense
expenditure which pushed it up to 453% and 551% in 1997/98 and 1998/09
respectively. The share of economic and social services in the past six years has
shown a nse as compared lo the average for the Derge regime though the trends
seem lo be dedlining for the last two years since the conflict with Eritrea

Regarding capital expenditure, the average expenditure for economic development
has shown a decline compared to the average in the pas! regime. But, the share af
capital expenditure on roads has significantly increased, The average share of
expenditure on economic development for the period 19B6/87-90/91 was BS 3% while
for 1881/52-04/05 it was 67.8%. The respective share of road in these periods was
5.8% and 16.7%. As opposed to the share of economic development, the share of
social development has increased from an average of 10.8% in 1886/87-00/91 io
16.,6% in 1991/92-94/65 period.  Even in the presance of the war, the average shares
of road and social development have increased o 18.6 and 19% for the past eight
years, This trend seems to confirm the fact that the Ethiopian governmenl has given
priorities to infrastructures such as road, education and public health

Table 1.10
Share of the Various Sectors on the Total Recurrent Expenditurs {as percent of the :ugg
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One of the policy targets of the govemmant on the monetary side was to maintain the
rate of growth of the money supply in harmony with nominal GOP growth to control
inflation. It was believed that there had been monetary deepening in the Derge
regime and the task ahead was seen as exercising contractionary monetary policy to
fight inflation, Accordingly, since 1991/82 money supply has grown in harmony with

nominal GOP

Table 1.11
Capital Expenditure (Shares)
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Table 1.12
Growth Rates of Money and Real GOP and Inflation Rates
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3.3.5. Price Developments

Partly because of the monetary policy and partly because of the improved
performance of the agricultural sector, infiation has been reasonably controlled in the
past seven years particularly compared with other countries in the region although it
has been markedly higher compared with the last ten years average of the Derge,
The average rale of inflaton between 1880.90 was 3.6% compared with the 6 7%
rate averaged in the 1990s @ As can be expected and can be seen from Table | 13,
the inflation rate calculaled from the Addis Ababa retail price index is slightly higher
than the rale calculated nationally

In addition 1o showing a higher rate of inflation compared with the inflation calculated
fram the GNP deflator above, the table below shows where the inflationary pressure
ts coming from in terms of the vanous components of the consumption basket. Prices
of medical care show a declining trend since 1992/93 when it reached a peak
increase of B0.6%. The overall inflation rate seem lo follow the trends of prices in
food and house hold tems most likely because of the higher weight assigned to
them.

Table 1,13
Price Developments (Calculated from the Addis Ababa Retail Price Index)
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¥ This is very close o the 8.9% rate given Y the Woekd Bask for the infter penad See Werld Develogament repr, o
cit., table 11, p. 200
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4. FACTORS THAT EXPLAIN THE ECONOMIC
PERFORMANCE

Locking at all the above dala, what we can say about the overall performance of the
Ethiopian economy in the past seven years Is that Ethiopian policy makers by in large
followed the standard recommended medicine to stabilize the economy and partially
succeeded in achieving that objective. The fiscal and monetary policies implemented
succeeded in controlling expenditure within a certain limit and restriction in the growth
of the money supply partially helped in controlling inflation. The much talked about
‘macio economic envirenment” conducive for long-term sustainable growth and
structural transformation seem to be partially achieved. If the story is right, we are
now ready to reap the benefits However, a closer jook at the macro economic
performance of the last seven years does not render itself for such oplimism as, at
the structural level, the economy is as susceplible today to those traditional factors
that undermine long term growth as ever before. In fact, the average growth rate
achleved in the last seven years (4.4%) is very modes! when one looks at the low
base it started with lel alone to produce a rale capable of inducing a structural
transformation of the economy

What one feels in looking &l this data is the degree o which very little is achieved by
way of structural change in the economy. The same old problems seem lo affect the
performance of the economy in more or less the same deqree if we see the data over
a long pericd. It is as though nothing is really changing on the ground althouh
“revolutionary” changes seem to lake place at the policy making level. One could
always argue, we think legitimately to a certain degree, that the time frame is too
short to move the pendulum to the side of pessimism so quickly. Be that as it may,
we think it is important to encourage policy makers to look at the long term prospects
and implement policies that have a potential to efiect structural transformation.

In our view, the key constraint to the Ethiopian economy is the extremely high
dependence of the economy on agriculture with one of the lowest levels of land and
labor productivity on earth. The contribution of the other sectors toward the national
ecanemy has remained stagnant over a long pericd of ime. This means that the
degree to which the Ethiopian economy grows largely depend on the performance of
the agricultural sector. The latter in tum entirely depend on the vagaries of nature
and other man made uncertainties such as war. if this is empirically true as we
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believe it is10, the suggestion that comes out of this report is that at least some
portion of our policy making apparatus should devote its time in thinking strategically
and come up with a policy framework that would quicken the pace of structural
transformation of the economy.

5. CONCLUSION

There are a number of conclusions that emerge from the foregoing discussion, First.
by standard criteria of macroeconomic performance the Ethiopian economy has
perormed modestly since EPRDF tock power seven years ago. It is also true that
what largely fueled this pedormance is the generous support the government
received from donor countries and the first tlime positive effect of the dismantling of
the most suffocating anti private sector policies of the previous regime. The high
growth rates achieved in industry and services, which largely fueled the macro growth
Is mainly a recovery from the low level it has reached during the |ast years of the
Derge period. The agricultural sector did not do as well as expecied.

However, the mere size of the agncultural sector has a strong influence in the overall
performance of the economy, In particular, the fluctuations In the performance of the
macro economy is largely explained by the fluctuations in the agricultural sector
which in turn is directly related to the availability of adequate rainfall and man made
uncerainties. Clearly, with this kind of causality, we can not hope to go very far in
achieving sustainable and rapid economic growth and structural transformation. o
achieve these strategic objectives we need, in addition to pursuing the shorl-term
objeclives, devise a long-term strategy with clear objectives Key elements of this
strategy, we believe, should include first and foremost, significant transformation of
the agricultural sector. The issues involved in relation to this sector are discussed in
detail in the chapier on agricutture

A second element of such a strategy must sedously think about reducing the role of
agnculture in the economy by significantly increasing the growth in the other sectors
particularly industry. In thizs area the government, in addition to supplying the
necessary infrastructure. must carefully identify strateqgic industries in which Ethlopia

1" This has been confirmed by an cconometric excreise 1o empirically validate this laim in the paper
vommissioned for his report. The interested reader can consull this paper for detwls on the model and its
results,



REPORT ON THE ETHIOPIAN ECONOMY

can develop a dynamic comparalive advantage in the long run and vigorously
promate such industries either from local or intemational investors. This Issue is
discussed |n greater detail in chapler seven

Finally, the relationship between property nghts, political stability and economic
developmant is a strong relationship confimed by a wide body of research. 11 As our
exercise above indicates, one of the constraints to the growth of the agricultural
sactor in Ethiopia has been the uncertainty caused by political conflict.  As we have
shown in the introduction fo this chapter, the lavel of developmant we currently have
is 50 miserable even compared with other ‘poor countries’, we need generations of
concentraled hard work 1o achigve the level of income lhey have reached. The
degres lo which differing policies can effect the fulure direction of the country is not
worlh the cosl ol engaging in potentially destabilizing conflict. So what should be
included in thig strategic thinking is developing a tolerant political atmosphere that
freely allow consitructive engagement, the underlying premise of which s a shared
destiny

U'See for imstance. Richard B Freeman and David | Lindaver, = Why not Africa™ Unpublished paper,
1o
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SAVINGS AND INVESTMENT IN ETHIOPIA

1. INTRODLUCTION

As discussed in earlier chaplers on the macroeconomic performance of Ethiopla, the
country's economic position both in absolute terms and in relation to comparable low
income countries in Sub Saharan Africa (SSA) and other regions is not very
encouraging. The key lo narrowing the development gap between Ethiopia and other
countries is to quicken the pace of economic growth which depends largely on
investment which in tumn depends on the amount of the country’s national income that
Is saved and her ability to attract foreign savings. To put the matter in perspective, if
Ethiopia is to reach the level of per capita Income achieved by the average S55A
country foday, the economy has to grow by about 10% per year (or per capita income
growth of 7%) for the next 23 years. To achieve such a fantastic rate of growth of PC|
for Ethiopia, it requires a histoncally unprecedented level of savings. either from
domestic or fareign sources. Ethiopia is required to ensure a saving rate of 16% of
GDP to achieve a 10% growth rate of GDP." The highest level of savings so far
achieved in our country was 13% oblained in the last years of the Imperial regime.

This chapter aims to review and evaluate the saving and investment situation in
Ethiopia over the past decade * The paper attempts to provide a broad indicative
assessment of the performance of savings and investment since EPRDF ook power
in 1991, and for the purpose of comparison look at the last few years of the previoys
regime and briefly review the vanous policies that might have contributed lowards this
performance. When the situation allows. attempts will be made to suggest some of
the poiicy challenges that are ahead of us if we are to achieve a better performance in
the future. The chapter proceeds as follows. After a brief introduction. the first
section of the paper will provide a brief discussion on saving and investment and their

"With a capital-output ratio of k. the saving rate required 10 achieve a4 growth rate of g may be derived
weing the simple Harrod-Domar model

s=kg
For Ethiopia: there is oo relisble investment function made sa far. Hence, we wsed the method nsed by |
Bognar, that ts, we divided the wtal gross Hivestment {da for depreciation is oot avatlable) for the past
ten years by the incremental change in GDP for the same perind  This estimates the capital - Gurput mtio
to an uyerage of 1 fi for the past |0 years. We have used this 1o caleutare the figures that Tollow in the text,

* Mot of the dits and analysis for this chapier is taken fiom 4 paper commissioned for this repon b
Berhimu Nega entitied “Trends in Savings and Investmens in Ethioma ™
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Box 11.1.
THE IMPORTANCE OF SAVINGS AND INVESTMENT TO ECONOMIC DEVELOPMENT

For Hecks, "It s wvery wrong to give the impression o a poor country which is very far from
pouliibrium  even -on past lechnology thal capial accumulation & a matter of minar
impartance THicks, 1965).

Empirical findings by Thifwall, Pensmazogiu and Maddison have came up with a result thal 30 to
6% of the growth of more than 20 coundnies = the share of capdal formation in 19708 [Thirtwall,
1874:6) It Is found thil 40%. 30 to 35%. and 35% of tha growth of Argantina and Mexico, Israal,
and Greoce, respaciively was the shame of capital formation in the 19708

Counties followed different modalities 1o achieve economic growth through capital Tormallon
Early accumulations assisted by colonization heiped England lo achieve industralization paraliel
with invention  Capital formation through an effecthve usage of the banking syntem has helped
Germany. Russia in the nineleenth century trusted the taxation powar of the governmaent ta launch
indusiralization. Latin American countries make use of fnancial institutions 1o mobliize savings
while SSA countries mely on govemmend budget. In Ching, rural indusiries make spare parts using
thelr cwn foundries, South East Asian countries make use of thelr human resource and the
elffective use of an inlervenlions! state 1o lsunch industrialization. [Gills, etal | 1892:23]. Even In
racani yoars whems “capital fundamentaliem” = oiticred, ® s still acoepled thal capital
accumulation axplains a significant part of growth

v Alshenegh capitel accamudation & s legrer viewed g5 panocen for pooe countries, it i mevertheless
clewr tant even mildh robust groveth rites (e incomes can be sabained over long periods ondy when socreties
g wthie 1 AR Rveximen af @ scable proporoon of GOP. This proportion can rarely be much fess
{reari |3 percent wud in sme cases if must be o bigh @ 25 percent, deperding on the environment in shich
copital accumsdiation takes place amd on whay rate of income growth i deemed exsential 1o allow progress
semwgrrih Bavic sovteiod goals (Cullis, erof, 1992 260]

%
.ﬁ‘{‘.ﬂﬂlﬂlr‘lg to studenis of the investment process, there ara Ived (Mpotant stages in e process of
capital formation that need 10 be successfully completed i countries hope to achiewe the desired
lgvel of investment and s expected fnuits  These are the stage of saving - a stage where
resources which might be used for comsumpiion se pul aside, the stage of canalization or
resource mobilzation - a stage where savings that is secured in the first stage ara assembled and
be ready for investors, and the mvestment (fina) stage - a stage where resources that are
mabilized are ylilized for the produchion of captal goods [Misra and Pun, 1891:226-8]. An
economy ¢an have problems of mobiiizing and using investible resources as @ result of failures in
any one of these stages Though the usual recommended rates of saving and investment range
from 12 o 15% and even:as high as 25%, saving and mmvestment rates are low in developing
countries.  Even worse, the gualty of the capital so socumulsted s nol depandable in the sanse
that these resources may nol be used efficently. And without finding a way 1o mobiiize resources
to such a high level and effectively utidize the savings thus mobilized, countries such as Ethlopla
can nol hope to successfully achievs rapd economic growth and sustainable owverall socal and
ecanomic development
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refationship to overall economic development. The next section will discuss the “inilial
conditions” that the new government inherited from its predecessor including a brief
assessmant of the pedormance of the sector for the Iast ten years of the previous
regime By way of comparison, the fourth section will review the varous policy
measures underiaken by the new govemment and provide an analysis of the
performance of the sector since 1981 The last section will provide a summary of the
findings and raise a number of policy challenges that are ahead of us if we are to have
any hope of achieving high levels of investment and rapid overall economic growth
and development

B TRENDS IN SAVINGS AND INVESTMENT IN
ETHIOPIA

2.1. Initial Conditions

As bnefly discussed eatlier. economic growth is largely related to the rate of
Investment which in tum is related 1o savings |t is therefore important to pay close
attention to this phenomena if we are to achieve rapid economic growth Policy
makers in the impenal regime beleved that the traditional pattern of consumption of the
soclety might have an impbrant impact on savings. In the first and secand five-yaar
Development Plans, i is pointed out that some of the problems of achieving higher levels
of savings resulted from the fact that the larges! portion of the national income Was
produced and at the same time consumed in the subsistence seclor with a traditional
consumption pattern. The caremonious culture of the society with so many holidays and
the exlravagant spending on these holidays, the positive attitude towards generosity vis-
a-vis thrift may be impartant factors to affect savings. The policy designed as a way out
Inthe firsl two plans of the impenal govemment was to monetize the economy such that
voluntary private saving could be forthcoming, In the development plans, it was indicated
that cne of the challenges was to make such transformation as the process involves
changes in the traditional consumption pattems {Ses the Second Five-Year Development
Plan]

Even then despite the tradibonal extravagance of the society, thera were mechanisms by
which people (both urban and rural people) secure fiture consumption and other future
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goals. In this case, in the informal financial sector, the “lgqub”, "lddir” and "Arata™ are
the commen mechanisms of mobilising and using savings even today, Particularly "iddir"
has an important contribution to the formal financal secior as the money collected by this
mechanism is finally deposited in banks [Daniel, 1985:33-5]. In the last years of the
imperial regime Gross domestic Saving (GDS) as a percant of GDP was a decent and
steady 13%. The socialist siale was supposed to increase this by reducing the
"conspicuous consumption” of the ruling classes and the sacrifice il anlicipates from
the lower classes.

In actual fact, the policy of imposing capital caeiling became a serous disincentive to
the saving class and further encouraged conspicuous consumption. On the other
hand, during the Derge, there was monetary deepening  Since prices wera controlled by
then, increase in money supply induced savings as addiional money in the hands of
individuals are not used for keeping real money balances leading to higher savings.

On balance, what we end up having durng the Derge was not an increase on the
saving and invastmen! ratios compared with the previous regime. VWhat we achieved
during the Derge was a tremendous fluctuation ranging from a high of 12.5% in
1987/88 and a low of 3.4% in the last year On averaga GDS was 7.2% over the last
ten years of the regime. Gross fixed capital formation (GFCF) as percent of GOP
averaged about 14.2% per annum during the ten years reaching a peak of 204
parcent in 87/88 and dropping to about haif that level in tha last year of the regime.
The gap between investment and domestic saving (the resourca gap) averaged aboul
7.1% during this penod requinng foreign savings which comes in the form of grants
and loans from other countries. This is reflected in the country's debt burden which is
measured by the country’s external debt as percent of GOP and the dabt service ratio.
The former was steadily increasing from 258% in 1981/82 to a high of 43.1%_in
1990/91 averaging about 35.7% for the len years. The latler aiso showed a maﬂ&d
increase from a low 12.9% to a whopping 69.9% averaging 34.4% for the whole
duraticn, As can be seen from Table |11, the dedline in the saving and Investment
ratios is not a result of the public increasing its consumption from previous levels. In
fact private consumption expenditure held relatively steady or even declined a bit
during this time, What happened instead was a marked increase in government
consumption as a result of the overall expansion of the bureaucracy and the military in
particular. Public consumption as percent of GDP increased from a modest 14.2% in
1880/81 to over 19% in the lafter part of the 80z averaging 16.7% for the whole
duratian. Foreign direct investment during this time was largely absenl

“Eqqut’ i 2 type of reional actvity in whech indraduals Iorm o group by relations, friendship and
work place and pool manel Tor fulune CONSUMETon OF rossimnt

"Idir” is-forrned by individuals o households in neighborhaods or refigious affiiations Monaey in this
case 5 pooled 1o assisi members in cases when thers 5 loss of ie or damage fo propany

“Arata" is money lent by tradibonal money ' lenders
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Table 1.1
Trends in Savings and Investment in Ethiopia: 1980/81 - 1997/98
w
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Average 6.5 | 152 A7 | 114 | 821 | 915
f:::’::a 69 | 147 | 77| 148 | 788 | s34

Source: MEDAC, National Income Accounts, 1998,
CMP = current market prices

2.2. Trends in Savings and Investment After 1991

2.2.1. Gross Domestic Savings and Gross Domestic Investment

As mentioned above, gross domestic saving by the time of the overfhrow of the
imperial regime was around 13%. Since that time GDS showed tremendous
fluctuation but remained significantly lower than this high figure for the entire post
revolution period. For the past 18 years GOS averaged about 6.9% of GOP. The
figure was even lower if we take the average for the past seven years dropping down
o 6.5% from an average of 7.2% for the last 11 years of the previous regime.
Although the average was low for the last seven years, the trend shows a steady and
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increasing trend indicating that some of the measures taken by the govemment to
encourage savings, such as raising the deposit rate significantly, have started to work.
Even then. the highest level achieved in the last seven years, which was 9.9% in
1996/97, is still lower than the recommended rate of 13%-15% for sustainable
economic growth

Gross fixed capital formation as percent of GOP, on the other hand, did not follow the
trend of GDS. Investment averaged 14.7% for the entire 18 years while the last 11
years of the Derge perod showed a significant decline in this ratio particularly in the
last few years when it dropped as low as 10%  For the last eleven years of the Derge
period, Investmen! averaged around 14%.  The trend in (nvestment started to show a
steady recovery since 1992 increasing to about 18% in 1997/98. The average for this
period was 15.2%, which could have been even higher if we discount the first year of
EFRDF which, by any account, was an abnormal year

The low saving ratio clearly could not finance the invesimenl level registered in the
past seven years Accordingly, the resource gap widened significantly in the past
seven years from an average of -7.1% of GDP in the Derge period to an average of
about -8% in the last seven years, As a result, our debl burden increased from about
38.1% in the last days of the Derge rising to as high as 81% (n 18683/84. The saving
grace in this area is that for the five years where data was available, it shows a
declining trend going down lo as low as 71% in the last year reporied. The debt
service ratio also declined sharply during these years dropping from as high as 82% in
81/92 to 34.5% in the last year reporied which was almost the same as the average
for the eleven years of the Derge. As can be seen from Table 1.2, one of the success
stones of the new government was its abiity to control government expendilugg
particularly defense expenditure, at least untl 199788  The level of public
cansumption as percent of GOP went down to an average of 11.4% from an average
of 16.7% during the Derge penod

2.2.2. Trends in Private Investment

It i1s very difficull to make a sensible companson of the performance of private
investment between the two periods since the former regime has an expressed
interest in discouraging private investment particularly foreign direct investment, On
the other hand, the new government has made numerous pronouncements indicating
its interest to attract private investment particularty foreign direct investment. In the
last seven years alone it has revised its investment code three times to make it more
affractive for foreign investors to invest in Ethiopia. The degree to which this policy
has achieved iis intended objectve is nol easy to determine. The main problem, of

36,



course, is to find an appropriate basis for comparison. There is no detailed
comparable dala for the pre EPRDF period to make a meaningful comparison, It is
also analytically meaningless to compare it with the past since the policies pursued by
the Derge have no intention of increasing foreign investment. The only data we can
obtain comparing the two periods was from the recent World Bank Warld
Development Report, which compares the value of FDI in 1980 with that of 1998
According to these figures, FDI in 1880 was 12 million USD compared with 5 milllon
USD for 1996.° Although this data is consistent with the data provided by UNCTAD's
World Investment Report, it is difficult to take these values seriously as the data from
the Investment authority provides a much different picture as can be seen from Table
2.

In the absence of the counter factual, we can not compare the current performance
with what would have happened with an altermative policy package. There are two
sels of data that we can use for compansan purposes, however, The firsl deals wilh
FDI inflows in the last few years of the impenal regime with that of the first faw yaars
of the EPRDF governmert The second set of data looks at the parformance of
Ethiopia in attracting FDI compared with a few African countries in a similar level of
development and pursuing similar policies.  Before we deal with these comparisons,
however, let us look at the private investment data provided by the Ethiopian
investiment Authonty and the regional distribution of invesiment projects.

For the purpose of this paper we have collected the data for the number of investment
licenses issued by the investment authorty for various sectors of the economy and
compare those with the projecis that are under implementation and that started
production 1o get a sense of the gap between early intention and implementation as
an indicator of business confidence, As can be seen from Table |13, betwean 1%6
97 some 26 billion Birr worth of projects were licensed by the authority for 35
project Of this total capital intended for investment, only 13.4% were in the
implementation phase and 18.2% started production for a total conversion of 31 5%,
This proportion roughly remained the same for the next year althaugh the value of the
total capital licensed increased by over 30% to 35 billion Birr. Some critics of the
government suggest that this low ratio of imptementation Is a result of bureaucratic
red tape, which discourages investors in the process of implementing their project,
Farticular mention is usually made about the slow process of land allocation and the
maonepely price charged by the municipality govemment in Addis Ababa as the kay
constraint to private investment in Ethiopia in the past seven years °

"Wotld Hank Weeld Betelopment Report, 190099 mble 21, p 230

*So mach iz clearly saied i 2 rocent wudy commeooned by the Addis Ababa: Chasisber of Comimerce. The
overwhelming majority of the trisiness people surveved mdscaied that one of fhe i Higartant copstraints for busmess
development Ls the land wllocanon system in the country @ peneral and 1 Adidis Ababa in particalar. Ses Addis Ahaba
Chambet of Commerce, “The busnes Commenity s sitmle fowards  Ceserament Pedicy™ . Ambanc, ‘Miz-Hisal
Research Cemler, ACA Setnie. 19N
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Ancther interesting observation about private investment in Ethiopia is the low level of
foreign investment in the country despite the numerous attempts by the government to
particularly encourage foreign investors. Between 1882 and 1598, only 3.46% with a
capital share of 22.68% of all the investments licensed in the country were owned fully
or partially by foreigners. Only 11.45% of the capital licensed was fully owned by
foreigners. Of the 85 businesses licensed for (whally) foreigners, only 7 new
businesses stared operation with additional 2 firms investing for expansion while 10
new businesses and 2 expansions started operation thal are owned jointly by
foreigners and local investors. The total capital of foraign owned businesses that
starled operation was roughly 3.2 billion birr for the whole six years of which about
52% Is in Joint venture. This is an average of about 73 million USD per year assuming
the then exchange rate of 7.3 birr per dollar. The proportion of forelgn investments
{both wholly owned and joinl veniure) thal started operation is about 38.2% of the lotal
foreign investment licensed while it is 36.3% of the total investment that have started
operation. The growth rates of foreign investment (both whally and jointly owned) in
terms of capital of projects approved in 1993/84, 84/95 B5/96, 96/97 and 97/98 are,
respectively, B0%, 20,.95%, -19.4% 442% and 61.4%. Bul, what is more important |s
the actual volume of capital we are comparing and its continuity.

In terms of employment creation, the portion of employment to be created if all the
licensed projects were implemented was about 227,000 permanent and 440,000
temporary of which only about 10% are accounted by foreign investment. The sﬁar&
of foreign investment in job creation is somewhat higher for projects under
implermentation which grew to about 14% for permanent jobs and 35% for temporary
employment. |f we calculate the amount of capital required per employee, we can get
some idea about the capital intensity of the projects submitted by foreign investors
compared with domestic investors. Of all the projects licensed, the capital per
permanent employee averages birr 139,281 for domestic investment compared with
281,230 for fully foreign owned and 443 618 for joint venture. The gap gets even
wider when we look at the projects under operation or those under implementation.
For the former, the capital per permanent employee is birr 96,109 for domestic
435304 for fully foreign owned and 577647 for JV. For projects under
implementation, it is 143,144 for domestic. 153.698 for fully foreign and 538 507 for
JV indicating that JV's have the highest capital intensity in all cases

39
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Another interesting observation about private investment in Ethiopia is the low level of
foreign investment in the country despite the numerous attempts by the government to
particularly encourage foreign investors. Between 1882 and 19988, only 3.46% with a
capital share of 22 68% of all the investments licensed in the country were owned fully
or partially by foreigners, Only 11.45% of the capital licensed was fully owned by
foreigners. Of the B85 businesses licensed for (wholly) foreigners, only 7 new
businesses started operation with additonal 2 firms investing for expansion while 10
new businesses and 2 expansions started operation thal are owned jointly by
lorelgners and local investors. The total capital of foreign owned businesses that
started operation was roughly 3.2 billion birr for the whole six years of which about
52% is In joint venture This is an average of about 73 million USD per year assuming
the then exchange rate of 7.3 blr per dollar The proportion of foreign investmaents
{both wholly owned and joint venture) that started operation is about 38.2% of the tolal
foreign investment licensed while i is 35.3% of the total investment that have started
operation. The growth rates of foreign investment (both wholly and jointly owned) in
terms of capital of projects approved in 1993/94, 84/95, 95/06, 96/97 and 97/98 are,
respectively, B0%, 20 .85%, -19.4% 442% and 61.4%. But, what is more imporant is
the actual volume of capital we are comparing and its continuity.

In tarms of employment creation, the portion of employment to be crealed if all the
licensed projects were implemented was about 227 000 permanent and 440,000
temporary of which only about 10% are accounted by foreign investment. The sfare
of foreign investment in job creation is somewhat higher for projects under
implementation which grew to about 14% for permanent jobs and 35% for temporary
employment. If we calculate the amount of capital required per employee, we can get
some idea about the capital intensity of the projects submitted by foreign investors
compared with domestic investors, Of all the projects licensed, the capital per
permanent employee averages bir 138,251 for domestic investment compared with
281,230 for fully foreign owned and 443618 for joint venture. The gap gets even
wider when we look al the projecis under operation or those under implementafion.
For the former, the capital per permanent employee s bir 96,109 for domestic
435304 for fully foreign owned and 577647 for JV. For projects under
implementation, it is 143,144 for domestic, 153,696 for fully foreign and 539,507 for
JV indicating that JV's have the highest capital intensity in all cases.
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SAVINGS AND INVESTMENT IN ETHIOPIA

The situation regarding foreign investment gets even more dismal if we take dut the
investment activities of the MIDROC group which every one accepts to be a specisl
case. This can be seen from Table I1.4 indicating the distribution of foreign investment
in general compared with that of the MIDROC group up to 1997 where such data was
available. As can be seen from the table, close to 70% of all the foreign investment is
accounted by the MIDROC group. If we take the five year data to be roughly
applicable for 1998 and the proportion between licensed investments and those that
start operation and are under implementation roughly holds (there is good reason to
suspect that this proportion would be higher for MIDROC than for other foraign
investments) the non MIDROC foreign direct investmeant inflow (o Ethiopia ends up
being less than 22 million USD per year for the past six years. To get a sense of
whether this is a good perdormance o nat, i might be worth comparing this
performance with a few comparable countries in our region

Table 1.4
Forelgn Investment and Share of MIDROC (July 1992-July 1997)
= = =
r e r 4 o =
3 Cfe &5 83 | 8g S & 3
] ! E @ = E o
= e & E @ gz o E o
@ 253 gy 5> =% || ETE
= &
= o —]
Tigray 1 |02 [on . = -
Afar 3 484 A7R 2 | 451 3 4584 376 2 100 45‘
Amhara 3 1452435 | 391 i 1,265,700 871 495
Ororma 11 466951 3 | 130 1 354 100 Thh 9.8
Samall - - - - - - ]
Benishangul- - - . - . B -
Gumuz
SENNP 3 175,186 5 2 2 153472 924 11.4
Gambella + = = 2 z - =
Harari - = - - . -
Addrs- Ababa 42 | 14570503 7 T 5320 8077 354 4
Dire Dawa - - - . - - B
Ethiopia B3 | 40306119 15 15 | 2.789.505:8 59 108

Source: Own calculation based on data from Ethiogian Investmant Authority,



Such a comparison is made in Table 11.5. For purposes of intemational comparison
we have used the most recant World Bank data which uses 1996 as the last reporting

period® As can be seen from the table, FDI inflows 1o Ethiopia are the lowest by a
wide margin both in actua!l quantity and as a proportion of the GNP. The gap is even
wider when we compare Ethiopia with the two countries that are usually mentioned
along with Ethiopla as countres pursuing prudent macroeconomic policies by the
standards of multilaleral financial instiutions. So, no malter which way one look at it,
the amoun! of foreign direct Investment coming 1o Ethiopla is rather small. It is small
in absclule quantity; It is significantly small compared with domaestic investment and
small compared 1o FDI inflows in comparable neighboring countries.  This raises a
very important question of why Ethiopia is unable to attract formign mvesiment and
what need to be done about #. This is an issue we will consider towards the last part
of this chapler

Table IL5
Forelgn Direct Investment for Comparable Countries
FDI (WILLION USD! RCEN
NI 199195 : fllaras H:i?:::ﬁ;? )

Ethlopia [ ] 0.084
Ghana 102 120 194
Uganda 54 121 200
Kenya 13 13 015
Low-income Countnes 2rroz 4951 Ma

AlLDCs 6042 118550 2.05

Source! World Bank, Globa! Devekopment Finance, 1998,

"We have checked this data with the recent UNCTAD publication and with some minor differences the
datn seem 10 be commensurnie. See UNCTAD, World Investment Report, 1998
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SAVINGS AND INVESTMENT IN ETHIOPIA

Finally, there is the issue of regiona! distribufion of investment within Ethiopia
Despite the clearly stated objective of the government to undo regional imbatance in
economic growth, new investment s still aftracted 1o areas where sufficient
infrastructure is available and the demand for goods and services |s more
cancentrafed.  These issues apparently figure more in investors” decisions aboul
where to locate their projects than tax and other incentives (for example easy access
to land) thal regional govermments provide to new investors compared to the
Incentives provided to Addis Ababa  Table |16 below clearly shows this disparity in
spatial location of investment as more than 52% of the licenses issued are for projects
intended to be localed in this region  In per capita terms the traditionally “backward”
regions slill have a very difficult time attracting investment the worst being the Somali
region followed by the South. Surprisingly, the Amhara region is next in line in its
inability 1o atiract investment in any meaningful way, Once we take the exceptional
cases of the city-stales of Addis Ababa, Haran and Dire Dawa out, Afar and Tigray
are the best performers

Table |6
Reglonal Distribution of Capital of Investment Approved
LP TO AN, B, 1858 UP TO JULY 1898

Capital e Capital of Capital of Captal of

Irvestment Projects Irvektmant Irvestment projects | Inyestmant
REGIONS Approved Frojects Approved | Aporoved Projscts Approved

Divoed by Dovided ty
Poputaton Populatan

Kilion Miflicn *

Birr Share B Share i Share | Burr Share
Tigray ap40.3t 242 g9 | taoF | 3asogd | 105s 17221 5 BS
Afar 2857 & a8 gy [ 1285 151183 414 1305 A
Arnhara 5547 373 MBS 054 ZTBe.TS T58 1825 055
Clromig 1965 &1 [T 1017 t43 | sm:cr3| 452 2584 135
Somal 102 08s i 743 1414 039 404 &2
Henishmngit: 158.5 107 373 47| o228 | ose| so8s 318
Gumsz
SENNP B0 54 464 535 0% | 180338 433 1682 oas
CGarmbaka 2133 o014 1123 158 B8-19 015 m2 4 147
Haran 18208 123 12088 | 1243 41832 t1d | ZaoEr 14 63
Addia Ababa TH24.04 47 84 31522 | 2aas | w0075 | sy TRET & 40895
[vire Dawa 34 BE 02 [k | t a1 1316 &3 358 4585 T 38
Tatal 14891 55 | 100 02 =80 100 | E5TS 45 mo et fod

Source: Ethiopian Investment Authonty and own compuiations
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I’I——l

3. COMMON EXPLANATIONS FOR THE POOR
PERFORMANCE OF SAVING AND INVESTMENT
IN ETHIOPIA.

3.1 Savings

In Ethiopia, the issue of savings s very much related to income. As discussed at the
beginning of this report, we are talking about a society where over 89% of the population
lives under a 52 a day poverty line, With this kind of income, much can not be expected
by way of saving from the great majority of the population. In rural areas, the few that can
save ame not able to do so by way of contributing to the national pull for investment owing
to the limited spread of finandal institutions. Furthermore, as mentioned eariar, some of
the consumption habits of the population particularty related 1o primordial cultural traits
reflected in the extravagant expenditure during holidays and occaslons such as weddings
and funerals have their negative contributions lo savings. In terms of traditional
determinants of savings, nominal interest rate has been exogenously determined in the
past without significant effect on savings. However, recen! increases in saving depasits
ls generally associated with the positive real interest rate that followed financial
liberalisation in Ethiopia. Although there is no definitive empirical work to validate it, it Is
safe to say that real interest rates have a posidive relationship to savings in Ethiopia. The
practice of forced saving through inflabon has not been a commaonly used instrument in
the Ethiopian condition as most Ethiopian govemments have maintained a relative fiscal
prudence even under trying crcumstances.

Forgign aid particulady during famine reached the people directly and it may hguve
increases savings in some rural areas as this aid augments households' staple crops.
Particularly during the Derge period, there was no discnimination between households
frich and poor) in distributing the food aid. Thus the relatively well off house holds were
able to increase their income even more than normal times leading to ligher savings.

3.2, Investment

Factors contributing to the low level of Investment in Ethiopia are a bit more
controversial. As we have discussed above, gross fixed capilal formation has yet to
reach the level achieved during the imperial regime. The reasons for this are obvious
for the Derge period. |ts policy of imposing capital ceilings has made the government
the only investor in medium and large-scale industries during its seventeen years rule.
The incredible expansion of the state and its bloating bureaucracy has significantly
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increased govemmen! consumption &t the expense of investment activities. Its
nationalization of foreign owned businesses and its anti-imperialist rhetoric has simply
stopped the flow of FDI to Ethiopia during its tenure.

What is not clear and controversial is the reasons why investments are not increasing
as high as expected after 1991, Clearly, as the data provided above show, the
performance of investment was much befter in the last six years compared with the
Derge period. However, investment in general and foreign direct investment |n
particular have fallen substantially lower than expedciations and are significantly lower
than investment inflows for comparable countries in the ragion. There are two schools
of thought that attempt to explain this phenomena For the sake of this report, let us
call them the liberal view and the structuralist explanation Let us briefly presant each
of these explanations

The liberal view essentially suggests that the reason investment Is not flowing to
Ethiopla is because the country did not liberalize its economic policy enough They
site numerous “restrictive policies” as proof of their explanations. Until recenlly, the
government has restricled private investments in power and telecommunications as
well as defense related industries which, they argue, are serious disincentives for
inveslors in all sectors as they are indicators of the government's overall openness to
foreign investment. The slow movement in financial liberalization in general and the
restriction of the sectar only to local investors is another indicator of lack of sufficient
liberalization according lo this view. The slow process of privatization Is also
considered a clear manifestation of the government's lack of dear commitment to
liberalizing the economy. In addition to these specific areas, proponents of this view
argue thal the government's land policy, overall bureaucratic red tape and inefficierfly,
a dysfunctional legal environment, lack of infrastructural development are serious
constraints {o private investment in general and foreign investment in particular. Al
these issues combined make the cost of doing business in Ethiopia very high
compared lo altemnatives else where in the world or even in neighboring countries
according to this view. ' Most of the argument of this view concentrates the problem
of lack of investment as it relates to FD! Concems about shortage of domestic
private investment is seen as an extension of that rather than a unique problem to be
looked -at in its own right.

"This view is pamicularly advocated by IMF s reflect by the strains in negotiations with the government
tor further liheralization. A specific advocacy of this pasition m Ethiopla can be seen from = recent study
commissioned by the Addis Ababa Chamber of Commerce. Sce Hosalind Thomas, “Beview of the
investment regime in Ethiopia: Recommendations made to the Ethiogrian Chamber of Commeree,” (998,
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The structuralists, on the other hand, believe that the main concem for lack of
investment in Ethiopia should not be on tha shortage of FOI. Instead it is more fruitiul
to loak at the problem from the perspective of domestic investment. Although they
see fhe importance of some liberalization and agree with the liberal view on the
constraints imposed by the land policy and overall bureaucratic red tape, they
genarally believe that the inflow of FDI generally reacts to the overall dynamism of the
economy, the marke! size, and other cost variables than the degree of openness as
such. For them foreign investment comes in a growing economy where profit
possibllities are high rather than in a weak economy lo help it grow no matter whal the
policy environment. In fact, if we look al the nature of foreign ivestment, it usually
lakes two forms according 1o this view. The first is resource based investment such
as mining, which is not particularly concernad with policies olher than those specific o
the industry and (s largely concemed with political stability rather than |iberalized
economic environmen!, The second kind of foreign investmeant, which deals with
manufacturing and related activities and is mostly driven by the avaitability of markets
which Is delermined by the size and income of the population and the degree of
insulation from outside competitors. As such these kinds of foreign invesimenis
prafer, just |ike domestic investment, a more prolechive policy environmant than a
liberalized one. It is these factors thatl explain the scramble of foreign investors to
China rather than its liberal policies. Although there was some liberalization in China
since the 1980s, compared 1o many developing countries it 15 very difficult to argue
that liberalized economic andlor political environment explains the massive inflow of
invesiment to “Communist® China. This means, for a country such as Ethiopsa, the
initial impetus for growth must come from domestic investors and/or Ethiopians or
foreign nationals with Ethioptan ancestry or some other attachment to the country [as
in the case of MIDROC] whose motivation 1s more than just profits and whose integgst
does not necessarly coincide with the interest of foreign investors ar those of
multilateral financial institutions

The policy implication of this is rather obwious  If this analysis is roughly right, policy
makers should then concentrate on matters that impede domestic investment and
implement policies that would encourage it and make efforis to attract Ethiopians in
the diaspora.

*For wiudies reflecting this general theme for Africa, see a mimber uf the articles written for the conference
cn “African Development in:a Comparmtive Perspective” orgmized by IINCTAD in September [590%. For
a pood summary of the role of the state th Affice. See Mlandawire's article ini this collection “Thinking
About Developmontal States in Africa” For o reflection of such a view in Ethiopia. see for example
Befekady Degefe in Ecomomte Focw vol 1 no 3, and Berhanu Nega “Domestic Industry and Intematiomal
Competition™ (In Ambazic) on the same issoe of Soomemic Fecut
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One area of conflict, for example, betwean the interast of domestic investors and the
"liberalizers” will be on the ssue of protection. The recommendation of liberal free
traders to fully open the domestic markel for foreign competition does nol bode well
with the Iinterest of domestic or for thal matter foreign investors who might seek
protection for infant industiries that they wish 1o inves! in. Domestic investors starving
for capital would like o see some government regulalion on inferast rates and even
interest rate subsidies for high capital requiring stralegic invesiments rather than
leaving financial allocation and interes! rate determination for blind markel forces
Putting a provision such as domeshc inpul conlent might nol be very attractive o
forelgn investors bul certamly 15 of sighifican! interes! to domestic investors.  In other
words, [here gre g number of areas where 1he role of tha slate in the economy 1S
crucial to encourage domestic investment whose dynamism will produce the most
imparant incentive to attract foreign invastmen

So, the man constramt to pnvate investment in Ethiopia and what explains the poar
parformance of this seclor 15 not lack of sufficent liberalzation although there are
some areas that need such hberalization  Instead, it 15 all the factors thal domeslic
investors have been complaming about such as shortage of demand, inability 1o
compete with cheap /mpons, shorage of captal, difficulty n o obtaning land at a
reasonable cest. bureauvcrabc incompelence. unfawr competition etc thal need
serious and quick attention if the mvestment atmosphere 15 to mprove and domeslic
investors are to play the role they are expected in developing the national ecangrmy
The raditional ammosdty between the stale and the domeslic private sector has 1o be
broken and a new parnership has 1o be established with national developmeant as s
main focus. As Mkandawre forcetully put i) the problem with lack of such partn&rinp
in Afriga is largely a result of the states hostility to the local capitalisis. He says:

[Olne should note that, whereas the first generation of African leaders
concentrated their energles on the politics of nation bullding, there are signs
of a new leadership whose focus is on the economics af nation bullding
Thase new leaders swear iy economic growth and seem fo view good
growth Indicators as the main source of theirr egitimacy. |0 addiion, if the
earfier nationalis! leaders asscoated capitaiism with foreign control, the new
leaderzhip seems much less preoccupied with thal. They have embraced
privatization and atiraction of forelgn capial as centerpiecas aof their policy
nitiatives: Ominously, these leaders ae more atlentive to the
apprehensions and appreciation of intemational organmzahons than 1o theair
domestic capitahists. While assiduously cullivating a good image m the eyes
of internatioral financial instifutions (IF1s) and seeking oul foreign capital,
they tend o have a jaundiced view of domeste capitalists. whom they hold

E
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in"spite and incessantly vilify for parasitism, failure jointly o set up modemn
enterprises able 1o compete intemationally, etc :

The only point we would like add and emphasize here is the issue of attracting
Ethiopians from the diaspora.  Unlike Vietnam, Lebanon, China and other such
countries that are very successful in this area, Ethiopia has not successfully attracted
Ethiopians in the diaspora to particpate in the country's developmen! efforts. We
believe this is a very important resource that need to be looked at carefully. Small
decisions such as building a house by a sizable number of these Ethiopians could
have a significant impac! on the economy b

4. LOOKING AHEAD: WHAT NEED TO BE DONE
TO INCREASE INVESTMENT IN ETHIOPIA?

Thinking about the fulure prospect of imvestment in Ethiopia. the obvious starting point
is the explanation for the past weak perfformance. Ethiopian policy. makers, in an
attempt to lure investment. particularty foreign iwestmenl, have been Irying to
improve the investment environment by taking moare and more liberalization measures
that are demanded of them by multilateral instiubons  In these respect three
improevements have been made \n the investment code over the last five years with
vary little tangible benefit by way of increased FOI inflow  This suggests that while
some liberalization measures might help m attracting some FDI, the more structural
Issues raised by the “structuralist” argument above might be where our policy makegs'
attention should be geared. This means that our pelicy should, rather than restnicting
the role of the state in economic affairs, better target its presence in areas that it could
be more productive and even expand its activites when necessary to promote
domestic entrepreneurship and the expansion of educated and skilled work force.
The main trust of this argument is that there is a nesd for dose cooperation batween the
state and the private sector in @ wide range of clearly defined areas and objectives,
including cose censultation in policy formulation, that takes into account the fundamental
weaknesses of the domestic entreprenaunal dass

" Mkandawire, Tandika, “Thinking sbout Developrmental States in Africa” UNCTAD, study fo. 4, pt

" The potentinl for attracting savings from Ethiopians living abroad should not be under estimated. A
cimiple bick of the envelop calcolation mdicates that, assuming there are some 500,000 Ethiopians living
abriad, and 20% of them were convineed 10 build a howse m Exhiopra at the cost of 520 (0K in-the next len
vears, this could bring 200 million dollars pet year for the next ten vears.  That is much higher than we can
hogpe b ottrsct from all forekpn investors
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One of the weaknesses of the domestic prvate sector 15 lack of exposure and expenence
in identifying profitable productive opportuniies  The stale can help fill this gap by
identifying profitable projects that are consistent with the state's long term developmental
goals: For example there are a number of projects studied by the former Project study
and implementation instilute that are gathenng dust somewhere, The govemment should
utilize its experts to generate detaled feasibilty studies on these projects and make these
studies openly and equally avaiiable to the busmess class. Based on transparent criteria,
the government can then choase its pnonty projects and openly announce a package of
ingentives that would make these projects aifractive.  This includes, making domestic or
foreign loans available al subsidized nterest rates. lax incentives, protaction from foreign
compelition for a limited time and the use of govemmen! experts to see through the
profect when necessary. This package of incentives must be accompanied by a clearly
stated and administered performance oritena 1o ensure efficency in production and e
protec! abuse of the system

The government should also introduce special incentives for reinvestment of peofits such
as [nvestmen! lax credits.  For investmen! projects whose capital reguiremants are high
and difficult for the domestic capdal to raise, the government should either participate in
joint venture or search foreign partners for them with some govemmenl guaraniess. |1
can also introduce laws (o make capdal pooling easy and attractive

Cne of the pervasive attitudes among the business community is the lack of frust in
the government’s of most of s institulions farness in administenng parcularly
economic matters, |1 18 therefore very crucial that these incentives are provided with
fairmess and clearly lransparent critena to avoid corrupling the process and praviding
the business community with the confidence in government it 5o desperalely needsg
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THE ETHIOPIAN POPULATION*

1. INTRODUCTION

Ethiopia 15 endowed with a large and fast growing population and s globally
acknowledged and included amaong the largest countries of the warld Accarding to
the UN (1998), an estimated population of 18 million in 1950 ranked it 25" in the
world - Since then both the number and the ranking have grown to 20 in 1998 with a
population of B0 millien  Projected population of 168 million for 2050 will rank the
country as the 9" most populated in the world and the 2™ in Africa following Nigena

A owing population offers opportunities as well as challenges in the pace and
processes of dévelopment. An improvement in the standard of Iiving of an increasing
population necessitates a growth in GOP n excess of the rate of population growth, a
choice of technique that makes use of the most abundant and increasing resource of
thia country {labour) and an equitable distribution of the benefits of growth among the
people as well as the regions This chapter highlights the size and grawth ot
population along with their determinants Population distribution among the regions
as well as their actual and polential impacts on the socio-econamic development of
the country are also discussed. albedt succinctly

2. SIZE, GROWTH, COMPOSITION AND STHUCTUHE‘
2.1. Size

2.1.1 Estimates

The Ethioman population'is mest authortatively estimated at 53.9 million for 1998,
This figure 1s derived on the basis of the 1394 censys. the second of its kind in the

country

"Eiitoss are grafetuf to Dr ‘Akliu Higam) who authored the backomisrd paper for this chapter and Ato Aszefs
Holoy, Demographor UNECA for vary usehs eomments g sggesbons both on the badkground paper and
A mgrheer draf ol s ehaoter

s First gemsa ot the rgiicmal level wais conducted in Ma | 9%8
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The 1994 census data revealed that the 53.5 million population of 1994 were
clustered in 11.1 million households with an average of 4.8 persons per household
Although it is hazardous to guess how the additional 6.4 million people by 1998 were
accommodated, it is most probable thal the size of the household may have
increased.” It is also possible that those who graduated from children to adulthood
may have moved oul to establish their own household.  On the assumption that the
household size increased from 4.8 in 1994 to 5 in 1988, the 60 million population must
have been clusiered in 12 million households

The 1994 census also showed that the Ethiopian population was rural based. Of the
nearly 54 million people, housing 86% or 45.2 milllon were rural based Projections
for 1958 estimates the rural population at 51 million and the urban population at nearly
8 rmllion

The sex ratio at the national level seems to be moving lowards panty, from 1.02
male/temale ratia n 1984 10 1.01 .10 1988, On ruraliurban divide the male population
exceads the female population in the rural areas while tha opposite s true for (he
urban areas where the female outnumber the male. Among other factars. this may be
explained by lemale migrants exceeding mala migrants,

It may be of inlerest to note that population estimates by international arganizations
do not tally with the census and census based offical estimates. as shown In Table
2

Table [ 1
Population by Residence and Sex b
B 1584 1954 1398
| SkeirMA) | % SiairMi] | % | Seewa =
Total Population, of which 401 | 1000 | 535 [ 1000 559 | 1000
Male 20.2 504 by 502 o 503
Femaie 125 | 455 266 497 298 49 7
|
Uirban Population of which 45 MZ | 73| 136 g7 | 1485
Malz 22 488 | 35| 480 4.3 454
Female 23 511 38 2.0 44 5.6
Rural Population of which LY BO.E 462 | B4 S17 862
Mala 181 | s08 | 234 | sa7 58 | 204
Female 175 | 492 | 228 43 3 254 4895
Source. CSA 1984, OPHCC/CSA 1554
" This pirition is assumed taking o constderation the teiatrvely inflexible |md distribit i i the firal

areas, shorage of hoasing and employment opporbmities i urban ares:
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Cursary examination reveais that the \World Bank (WB) estimate not only departs
significantly from the census based national estmate but also has the highest
pepulation size compared o the official and the United Nations (UN) estimates. WB's
1885 estimate exceeds the census based national estimate by 56 % For the
succeeding years, the difference increases al an increasing rale to 6 4 % for 80 and
10.4% for 1895. The UN estimate closefy approximates the infer-census national
astimate, lhe only discrepancy being the estimate for 1995, The population estimate
by the UN for 1995 excesds that of the CSA estimate by nearly 0.8 million or 1%

Table 1.2
The Ethioplan Population: Census and Estimates 1984 — 1998
Source Years
1984 1985 1990 1924 1995 1598
Wiard Bank - 43 4 512 - 603 .
Linted Nationd 402 412 48 1 53.8 554 598
Ethigpia 401 411 481 535 546 585

Source  \World Bank Tu, Boa and Levin Table 10, UN, ECOS0C 1998 Table A3,
Ethiopia CSOMCS! 1987 and 1598

2.1.2. Projections

Population projections for the next two decades evidence the continuation of ffs
Increase although these projections may be compromised and tempered by the
HIWAIDS pandemic. Starting from the census year of 1984 the CSA projects the
Ethiopian population-at §3.5 million for year 2000 and 106 million two dacades later.

The C3A projections are the lowest refative to those of the World Bank and the LN,
as shawn in Table 1113, The World Bank projections again departs significantly from
the national projections. with the difference widening as the years advance.

The Warld Bank projects the population to break the 100 million mark in 2011, a size
that is not reached until 2017718 in the naticnal projection. The growing gap between
the two projections are 8 million or 13% for 2000 and 30 millien or 28% in 2020
Although the UN projections start with a higher base year (1985) population, it has the
lowest figure under various growth assumptions.
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The conspicuous differences between the three estimates and projections denves
from their difference in the size and age-sex structure of the base year population, the
assumed growth rates which in turn depends on the fertility, birth and death rates. We

will discuss the latter two |ater in the chapter and confine ourselves to the growth rate
next

Table 1113
Population Projection 1995 — 2020 (in millions)

Sourco 1385 2000 | 2005 | 2010 W5 | 2020 |
Worid Bank 503 s | 847 | @47 1166 | 1355
LIN (M) 55 4 626 705 199 50.9 1029

i) 554 62.2 B9 4 774 | 877 98 1

(HV) 55 4 627 B 811 92 4 1061
Ethiopin 546 635 Tan B35 G4 5 106 0

M= mediim varent, Lv=iow vansnt Hy'shigh vanen!
Source. CSA, UN 16888 arnd Vo, Bos and Levin for World Bank figurea

2.2, Growlth Ratles

Average growlh rates for the pened 19852020 is given in Table Ill.4. Imporant
ohservations emerging from the table are:-

1) the growth rates given by the thres sources differ significantly, ranging ﬂ}r‘n
2.9% of the C5A to the World Bank's 3.3%: with the UN's medium vanent of
262% per annum. |l s this difference i growth rates, along with the
divergence in the base year size, that is responsible for the different estimates
as well as the projected national populabon emerging from the thres
instifutions:

2) The rate of population growth peaks dunng the 1995-2000 pericd and dedlines
thereafier in all three scenanos. The World Bank growth estimate, increases lo
34% per annum for the 1985-2000 penod and thereafter projects the
populzation to increase at a decreasing rate. On the otherhand UN projections
indicate a declining growth rate between 1885-2005, increasing between 2005-
2015 and dedining thereafter. The fluctuations in the UN growth rate is
perhaps due to the impact of AIDS on maortality and fertility
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Table . &
Population Growth Rate 1985 - 2020
Warld Bank [ UN [MV) Ethioplan |
| Growin | Change = Growth Changs in Growih (zhange in
Rate Populateon Hata poputabion Bate populafon
(e § [ | fruflgrs) Imulliesng)
| TBB5-1905 330 1 zer | = 700
1995-2000 339 112 245 T.2 292 B9
| |
2000-2005 J3a 13.2 | 238 -] 273 9.6
2005-2010 328 150 2352 | 85 262 104
2000-20145 315 1659 2 1o 244 b fa il
20152020 3 00 185 248 120 226 115
— i | 1 .

M= medium varen
Dource same as Tabla (11

The CSA growth estimates and projections are consislent with the above two sources
with respect to the peaking period but differ substantially in magnitude. The CSA
growth peaks at 292% par annum for the 19952000 period and declines
menotonically thereafter to a minimum of 2.26 dunng the 2015-2020 period ™

Despite the declining growth rates in all the three sources. it is important to nate that
the absolute size of the population continues to Increase &t an increase rate. Thus
under the World Bank's growth scenario the quinquennial grawth in population
increases from 11 2 million during 1995-2000 te 12 million for the 2015-2020 perod.
While the Ethiopian projection confirms this general trend, the size is much smaller
campared to that of the World Banks at 8.8 million and 11.5 million respactively.

Although data relating to the stationary population and the year when the net
reproduction rate (NRR) becomes crne Is not available from the UN and Ethioplan
sources. the World Bank provides such a data. The stationery population estimated
by the World Bank is 417 million and will be reached in 2050 when the NRR of one s
arnved at
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Box 1.1

ETHIOPIAS POPLULATION:
FROM GLUESS ESTIMATE TO ESTIMATE TO CENSUIS

In historical perspective Ethiopia’s populalion has been of inlerast to foreigners
much mare than to Ethiopians themselves.  For a people for whom being counted
was an anathema, the lack of imterest in how much they numbered is
Lunderstandable

The first allempl &l guessing the size of Ethiopian population dates back o the
days of foreign travelers who visiled the country more than a cenlury and hall ago,
Revealsd interest notwithstanding, the foreigners encountered considerabla
ditficulty 1o guess the size of the whole population. The first and major reason was
the limit on full coverage of the geographic area of the country, The foreign
travelers had their own specific interest and purpose for their visit, which limited
their coverage 1o the roule they traveled and the part of the country they visited.
As a resull, early attempts al estimating the population were limited 1o the part of
the country they traversed and wisited The second problem confronting any ane
attempting to estimate the population of the country was the fluid and elastic
nature of the national boundary, which expanded and contracted, depending on
the might of the rulers

According 1o Pankhurst (1961, the first populahon guess was made for Shaa in
the 1840s  Vanicus guesses were made by different travelers, The lowest being
one millian and the highest 25 million. In the 1850s, visitors to the Court of
Emperor Theodores made several estimates of the population inhabiting the areas
under his control.  All estimates varied between 3 and 4 million, Attempts made
during the reign of Emperor Yohannes for his three provinces of Tigre, Amhara
and Shpa placed the population at 4 million

While these figures more or less reflected the estimates of the travelers, they did
nat go unchallenged. For example, A B Wylde, British Vice-Coundll for the Red
Sea thought that the estimates understated the size of the country’s population,
stating thal (Pankhurst 1861:147) “there can be no doubt that the country carries a
much targer population than most travelsrs give it, as the most populous districts
are nol along the main road frequented by the travelers.”
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Under Emperor Menelik the geographic size of the country increased considerably
and with it the population, which was guessed to range between 9 and 12 million
by 1802/03. Dr. Merab, Emperor Menelik's physician, thaught that the population
of the country was about 10 muillion for 1800 increasing to 12 milkon by 1909, at the
growth rate of 2% per annum.  With the advantage of hindsight, Or. Mereb seems
to have made a most enlightened guess. His 10 miliion population for 1900 is very
close to the 11.8 milion obtained by reconstructing the population by the CSA from
the 1984 cepsus  Population guesses for the decades of the 1920s varied
between a low of 4 million and a high of 14 million, although the majority clustered
al's to 10 millicn

Fopulation estimates for the 18930s were the most outlandish and contentious
reflecting the political lug-of-war of the period and were greatly influenced by the
sympathies of the authors. Pro-Ethiopian writers gave figures as high as 15 million
while pro-ltalian authors put the population.at 7 million. A 1838 lalian Tourist
Guidebook informed its teaders that the population of the entire ltalian East Africa
(made up of Ethiopia, Erifrea and Somalia) was 7.5 million

Naot much was done during the post-war period untl Professor Mesfin \Wolde
Marian, a picneer in the study of population in the country, made his estimate for
1954 at 234 millon,  Although his estimate was on the high side relative to
estimates made thereafier for that year, he must nevertheless be acknowledged as
the first scholar to apply an objective statistical methodology to the study of
demeography in the country and provide the first population estimate al the national
leveal,

The first official estimate by the Ethiopian Govemnment was made (0 1980 with
historical data gaoing back lo 1950 and projections ta 1966 based mainly ol
information provided by the Ministry of Interior  Accordingly, population was
estimated at 178 million for 1950 with a growth rate of 1.5% per annum,
increasing to 21 million by 1261 and to 22 & million by 1966,

Maodem statistical studies on the Ethiopian population was initiated in the 1960s by
the Central Statistical Authority (CSA), which conducted a series of national
samplesurvays, the results of which provided demographic data for administrativie,
planning and research purposes until the first census was conducted in 1984, The
1584 census. the first of its kind in the country, brought to an end the guesses and
estimates of Ethiopia’s population that had its beginning at least a century ago,

“This Box draws heavity from Richard Pankhurs! "Nineteenth and Eary Twenteth Cenfury Poputation
Guesses” Etvopia Obsanver Vol V1881 pp 147-150 ang Godom Grirmatson, “Highlights an-the
Historical Evolution of Ethiopia's Popuation: Growth, Dainbuben and Direction of Populaton Change®
Paper Presented at the Ethiopan Economic Assocatens 70 Annual Conference on the Ethiogian
Econgmy
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2.3. Explaining Population Growth and Growth Rates

Fertility and moriality are the two determinants of population growth in Ethiopia as
international migration is insignificant. These would be discussed sequentially

2.3.1. Fertility

Fertility estimates record significant reduction for recent years. According lo the CSA,
total fertility (TFR) declined by neary 12% from 7.52 o 674 hirths per woman
between 1984 and 1984 The declining trends are consistent with World Bank and
UN estimates. While the CSA and World Bank estimates for TFR stan from the same
position in 1884, they differ in the rate of decline, being slower in the laller compared
to the farmer

Table 1.5
Total Fertility Rates 1985 — 2020.

CSA World Bank UN (M\V)
1684/85 75 7.5 6 84
1694/95 6.7 75 6.60
1995-2000 65 75 6.30
2000-2005 5.8 72 504
2005-2010 52 66 5 43
2010-2015 48 6.0 492 %
2015-2020 43 54 441

Sgurce: as tn Tablke 111

CS5A expects a decline in fertility in the orders of 43% from 7.5 in 1984 to 4.3 in 2020
while tha World Bank estimated constant TFR for the 1985 — 2000 penod. projecting a
gradual decling of about 28% or from 75 to 5.4 between the years 2000 and 2020,
The UN — medium varient estimates and projections are very close to those of CSA.

The degline in fertility spans bath the rural and urban milieu, albeit at different paces.

The urban TFR fell from 633 n 1884 to0 4.5 in 15994, 3 decline of 28% while the
deceleration in the rural-area was from B.1 im 1884 10 7 2.0 1984, a reduction of 11%
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The accelerated reduction in the wban TFR is due to the more inlensive use of
contraceptives and exposure lo the benefits of family planning. This is particularly
true for Addis Ababa, which accounts for 29% of the urban population. In Addis
Ababa "contraceplive use among married women of reproductive age (1549 years)
increased from 32.8% in 1980 lo 41.6 % in 1895" while “contraceptive prevalence
increased from 4.4% to 8.8% between 1890 and 1597 {Sisay 1998),

Al the regional level. the highest TFR was recorded for Oromia at 7.3 followed by
SNNF at 7.2 and Tigray at 7.0 (see Table |11.6) and the lowes! was that of Gambella al
4.7

The lowest TFR are recorded in the urban-based regional states of Addis Ababa,
Harran and Dire Dawa

Table Ul &

Fertility, Infant Mortality and Life Expectancy by Region 1994
Region TFR IMR Life expectancy
Cremia 7.26 118 50.4
Amhara 676 116 50.8
SNNP T 16 128 486
Somalle 673 05 548
Tigray 6.95 123 49 5
Addis Ababs 215 7B 58.4
Afar £ 39 118 50.3 4
Benishangul 546 140 46.5
Diire Crawa 4485 115 51.1
Gambella 472 e 54 7
Harrar| 4 68 113 51.4
Mational G 74 118 50.7

C5A the 1994 Population Cenzus Vat |

2.3.2_ Mertality
Mortality, the second determinant of population growth, evidences significan!

detendration during the inter census years. As shownin Table |1l 6 and Tabie 1117 life
expectancy at bith was 50.7 years in 1994 compared to 52 years in 1984, a decline of
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1.3 years. With respect to infant mortality (IMR) there was an increase from 110 per
1000 live births in 1984 to 116 in 1994. The trend with the under 5 mortality (LISMR)
rate was in consonance with the above two, increasing from 166 death per 1000 to
171 in 1994

The decline in the survival probability of infants and children and the fall in life
expectancy are indicators of the generally poor and deteriorating health services as
wall as reflecting the impact of the HIWV/AIOS pandemic

Table 0.7
Crude Birth Rates, Mortality and Life Expectancy 1984 and 1994

1984 1894 1995-2000 2015-2020
Crude Birth Rate
Matianal AF 4 44 4 a4 7 NG
Lirban 431 30
Rural 48 B 458
Maortality
IR Mational 110 116 110.0 610
Lirban = a8 : .
Rural 112 121 . s
UEME  MNatianal 166 173 1611 B4 1
Lrban 135 1440 . -
Rural 162 178 ; -4
Life Expectancy
MNational 520 507 52.0 62.0
Lrban 551 54.3 . -
Fural o7 498 . -

Source C5A 1984 and 1584 Population end Housing Sunveys

As depicted in Table |1l 6, there is wide vanation In Infant morality and life expectancy
armang the regions. With respect 1o IMR, the lowest rate is recorded for Addis Ababa
at 78 per 1000 |Ive births followed by Somalie and Gambella at 96 With respect to
life expectancy at birth, these three regions also lead the nation with 58 and 55 years
respectively. While the low IMR and relatively high life expectancy for Addis Ababais
understandable and resulls from refatively 2asy access 1o health services, (| is difficull
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{o explain the reasons behind the relatively high life expeclancy as well as the
spectacularly low IMR for Gambella and Somilie, arguably the least privileged with
medical and educational services.

Benishangul and SENNP are ranked al the {ail-end of both IMR and life expectancy
In Benishangul the IMR is the worst at 140 followed by SENMNP at 128, Similarly (hey
have the lowest life expectancy at binth al 47 and 49 years respectively.

It was shown in the previous sub-seciions (vide Table 1113 for example) that the CSA
growth rate was not only the lowest but that 1 was also declining faster than both the
World Bank and UN estimates and projections. The relatively high pace of the decline
in population growth may in part be expianed by the sharp fall in infant and U5
morality and decreasing life expectancy as well as the precipitous fall in fertility

Both wnfant and US moMality retes are projecled to decline steeply whila lite
expectancy is expected 1o increase sharply in the years ahead  From the 1994-IMR
of 116 per 1000 live births and USMR of 171 per 1000 live turth, both are projected 1o
decing by half over the next decade and half and life expectancy 15 o increase from
51 years to 62 years by 2020. These rates of decline In mortality and rise In life
expectancy projected by the CSA seems too optimistic

2.4. Age Structure and Dependency Ratio

Ethiopia is predominantly a naton of young people. According o the 1994 census
155 are less than 5 years old: 31% are less than 10; 45% are less than 15; 57% %e
less than 20 years of age. Only 3% of the population are 65 and above, while those
within the 20 to 64 age bracket are 40% of the total population. According to the UN,
the median age was 171 years in 1585  This means that 50% of Ethopia's
population was less than 171 wyears and 50% older than 171 years  The
predominance of the young is expected fo continue well into the future. In 2020 the
LN projects the median age at 18.5 nsing fo 28.1 years in 2050

Dividing the population into the four categories of child {0-14 age group), youth (12-
24), adult (25-5%) and the elderfy (80+) shows the gverwhelming dominance by the
younger age group as shown in the Table 1l 8

A number of inferesting observations emerge from the table. The first is the

dominance of the child and youth in the population reiterating the point made earlier
In 1984, the child age cohort ie 0-14 years of age accounted for 48% of the
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population and together with the youth (15-24 age cohort) made up 62% of the lotal,
The working age population (15-59 years) had a share of 45%, less than the child
population, The elderly made up only 7% of the total population at 3 million

Table Il 8
Population Size by Age Group and Sex 1984 - 2015 (millions)
1984 ; 1994 1998 2015
. | xs cs | - F
c
| AgelSex Group é é » | é E " 2 § .i 2 E '-é .
e I%g 5; | =
| Al Ages | '
Both sexes 401 | 1000 | 531 | 1000 594 | 1000 45 [ 1000
Male 207 | wo000| 287 | 1000 w1 | 1000 74| 1000
Fumais 194 | 1000 | 264 | 1000 298 | w00 471 | 1000
Child (0-14) | I
Both sexes 194 484 | 241 | 454 /3| 438 38 1 40.3
Male 93| 232| 124| 234 133 | 222 193] 204
Female 101 249 ny| z2o0 130 | 217 | 188 199
Youth (15-24) | | |
Both sexes 55 140 103 | 194 122 | 204 19 1 20.2
Mate 28 70 51| 886 62 104 98 10.2
Fermale 28 70 52 98 &0 100 g5 10,0
Adults |25-58) |
Both sexes 123 06 137 | 258 18.5 | 309 330 345
Malsa 54 46| 77| 14s% -8 152 | 164 114
Female 54 154 &80 113 94 157 166 17%
Elderly (60+) |
Both sexes 26 70 28 53 29 4.8 4.4 4.7
Male 1.5 37| s 28 15 25 21| =22
Femate 1.3 33| 13 28 14 23 23| 25

Source C5A 1984 and 1924 Census Reporns

The 1984 census tells the same story of increasing child population albeit with lower
shares of the total. While in absolute numbers the child population increased from 19
million in 1984 to 24 milion in 1984 its share declined from 48% to 45% of the
population. Al the same time, the share of thae adult (25-59) and the eiderly (60+) also
dechned from 7% to 5%. The benefidary age group was the youth {15-24) which
increased its share from 14% to 19%
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The 1898 age distribution repeats the pattern of the two census years of 1984 and
1984,  The children cutnumber all the other categories claiming 44% of the
population, slightly lower than their 1984 share. The youth and the elderly accounted
for a litthe over hall of the population

The age structure on a malefemale divide shows mixed pattern through the years. Al
the child age category, the male population exceeds the female population. This may
be because of the higher IMR and USMR child mortality being higher for female
relative 1o the male andfor male favored natural setection  This pattern is true for the
other calegones. with some exceplions such as for the youth [equal) and adulls
(female outnumber male) in 1984 and 1988 It is also interesting to note thal despite
the fact of female life expectancy being tigher than the male notwithstanding, the
male elderly outnumber the female elderdy with the exception of the projected size in
2015

The second point to note s that the dominance of the child and the youth would
continue well mio the future, as evidenced by their projected size for 2015 and pointed
out edrier with respect to the medan age. VWhile the proportion of the child in total
population would continue on the declining trajectory, their absolute size would nse to
38 millian in 2015, Although the share of the youth would increase to 20% by 2015,
their absglute size remains atl less than half of the child populaton The largest
propormional gain goes to the adults whose share at 35% and an absolute size of 33
milien ranks them second, after the children

The third paoint 10 note is that whether in 1954 or 1888 or beyaond, the national Jj
expectancy s likely to remain low, as evidenced by the small number and share of the
population graduating to the elderly group. For example, of the adull population of
123 million in 1284 about 10 million did not live for an additional 10 years, the elderly
being 2:8 millian In 1984, By 2015 the CSA's projection of 4. 4 million pecple sugaests
thal 14 million of the adult population would not have lived for an additional 17 years

The fourth point emerging from the age distribution is the proporiion of the dependant
populalion i.e. the proporion of the non-working population due to age relative 1o the
working age population, On the assumption that the working age spans the 15-59
age group, and that the 0-14 and the eiderly (60+ age group) are dependarnt, the
dependancy ratio fell dramatically from a high of 124 in 1984 to 95,1 In 1988 and is
expected to dedine 52.8 in 2015 This = a welcome relief o the working age
population i.e to the 15-58 age group since they would support on & pér capita basis,
less than ane dependant
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Such a dependency structure has important implications on the socio-economic
development of the country. The first is the burden it imposes on the working age
population. In 1988 for example, and considening the dependant ages of O - 14 and
B0+ 1 working age person supported ciose to 1 dependant. By 2015 this number
would decrease 1o 0.93  Given the fact that not everyone in the working age is
gainfully employed due to lack of empioyment apportunity or disability, the actual
dependency ralio relalive to gainfully emplayed population is likely to exceed one, |.e
one working person would be supporting more than one person

Table 1.9
Dependancy Ratio 1984 - 2015 (size (n million)
TS T[98 12018
Fopuiation 15-59 | 154 262 07 458
Young dependancy ratio
Size of 0 - 14 166 | 241 263 80
Young dependancy rato | 1078 | 920 | B& T B30
| |
Qid age dependancy mbio
Size of B0+ 5 28 29 a5
Diy dependancy rmtio 162 107 a5 98
|
Tolal dependancy ratio |
Tetal dependant populaton 191 g 2932 a2 5
Dapendancy ratio | s240|  to27] @8y 57 8
‘Source” CSA/DPHCC 1984 and 1994 Census - 4

Secondly high dependency of a large number of children and the eldery would
Increase. consumption, which reduces the amount of saving families would have
made, with dire conseqguences on the volume of resources that could be available for

investment

Thirdly, it imposes pressure on public resources m the farm of expanding schoals to
accommodate school-age children as well as haalth services for the eldedy  For
example. the CSA projecis school age population | e those agad 7-18 at 25 millien in
2010 compared to 18 million in 1888, The 7-12 alone would increase from 10 million
o 14 million Expanding educational opportunites to accammodate all would req: e
massive mvestment in schools and accessones



REPORT ON THE ETHIOPIAN ECONOMY

Fourthly, @ society with booming babies requires commensurate expansion of
employment oppartunities by the time they come of age, if high unemployment is to be
avoided.  This in tum would have implications on the dynamics of employment
generaling growlh as well as the choice of labor intensive technologies. These points
would be elaborated upon later in this chapter.

3. POPULATION DISTRIBUTION

3.1, Spatial

Faopulation breakdown al the regional level shows continued increase reflecting the
national trend. It 45 inleresting to note that the population distribution In percant
among the regons remains more or less constant, with Cromia, SENNP, Addis
Ababa. Gambella and Harran marginally increasing their share

Disaggregation of the national population indicates thal Oromia has Ihe largest
population accounting for 35% of the total followed by the Amhara region at 25.3%
and SENNP with 20%. These three regions together account for 81% of the tatal
population. With respect to their total landmass, these three reglons accupy 50% of
the physical space. The conclusion thal emerges from here is that 81% of the mt‘I
papulation are concentrated over 50% of the landmass. The remaining five regions of
Somiie, Tigray. Afar, Benishangul Gumuz and Gambella house 9 million people or
15% of the total population but account for 50% of the land area

Projections into the future will not affect the regional population  distnbution
significantly, By 2020, the three mos! populace regions would account for 81% of the
poputation.  Oromia would have incrsased s share from 35% to 38%, Amhara to
27% and SENNP to 21%

Table 11110 also provides crude population density for 1998 A1 the national level, 48
PErSONS oCoupy one square kliometer Al the reqonal level, the urban centered
regians have the highest densilty  Excluding the urban based regions. the SENNP is
the most densely populated foliowed by the Amhara region
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Tabie 1110
Regional Population Distribution and Crude Density, 1938
= g 1998 7020 Ares | Crude
Region Popuiaton | % Populasion % (Sq km) Density

o0} | Snae {"00g) Share [persanisg kmp
Oromia ~ 21,046 | 352 7B | 357 353,007 596
Ambhara 15412 258 268 253 159,202 86 8
SENNP 11,753 196 211 1989 112,343 104 6
Somale 3510 658 6.0 57 - -
Tigray 3454 58 60 58 50,079 G 6
Addis Ababa 2,354 kA:) 432 40 530 4]
Adar 1,160 18 18 1.7 .
Benishangul 509 k-] b9 a9 45 280 103
Diire Dawn 294 0s 0E 06 1.213 2423
Garmbella 200 o3 D3 03 25802 Ta
Harrar 150 02 03 03 an 4819
Matignal 50,882 100.0 1058 100.0 1.251:282 479

Source Ssay Worku 1988 Tabke 3

Vihile the crude density is interesting, the more important maéasure 18 the population
relative to the economic opporunities Avallable in these regions. Given the
overwhelming significance of agneulture, the land area that are designated as
appropriate for this line of occupation in each of these regions are measured agains!
their population. %

Exciuding the urban centered regions of Addis Ababa, Dire Dawa and Harran, tha
agrcultural population at the national level is measured at 7 persons per hectar of
agricultural land. It should be pointed out at the outset thal this density is very crude
measure. The agnculiural land in the regions does not necessanly reflect the
potential of each of the regicns singe the agncultural censity land area includes anly
those that were covered by mator crops dunng the 1936/97 - 199798 crop years:

This national average 1s exceeded by the agncultural density in the SENNP. Samalie.
Afar, and Gambella. While the nigh density n the SENNFP could be explained more
by the population relative to their agncultural land, in the gther three high density
regions. the large ratio is due to the smaller propertion of land that is appropriate for
agriculture relative 1o the large fand mass and small population.  With proper
domestication of the land through for example smgation i the Somalie and Afar
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regions and investment in Gambella region, there is no doubt that the agricultural
density would decline in the years o come,

Table .11
Agricultural Density by Region 1998
Rural | Averape Area Agricultural
Population 1896/4 /7 - 1997/98 Donsity Livestock
{"000) under major crops {persons por
{'000 hectares) hectar)

T Oromia 18,649 ~ . 33813 T
Amtiara 13.881 2788 5 50
SENNP 10,8688 609.0 17e
Somalie 2 9u8 512 546
Tigray 2,928 4597 6 59
Addis Ababa B4 .
A 1 068 228 46 8
Benshangul 4E6 1219 is
Dire Dawa ES 51 16.7
Gambelta 167 | 9.0 18.6
Harran 60 52 158
National 51,187 ] 74610 | 63

Source: Sinay Worku 1998

3.2. Ethnic Composition "
Of the 80 ethnic group identified by the CSA in its census of 1994 and making up the
national mosaic 55 had a population of less than 100,000 (OPHCC/CSA 1994 Table
2.14 pBEGT). Of the ethmic group with population in excess of 100,000, 10 have
population of less than 200,000, 4 have between 200,000 and 400,000 3 have
population ranging between 400,000 and 700.000. 3 have population exceeding
800,000 but less that of 2 millian

DOnly 7 ethnic groups (Oromo, Amhara, Tigrai, Gurage, Somalie, Sidama and Wolaita)
have population larger than one million

The ethnic eomposition of the country’'s population shows remarkable stability with the
exceplion of Tigrar whose share dedlined from the nearly 10% of 1984 1o 6% in 1994
due to the secession of Entrea. The share of the largest ethnic group in the country
increased from 20% (or 12.4 milhon) to 32% with a population: of 17 million. The
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Amharas numbering 12.1 million made up 28% of the population in 1984 Increased
their share 1o 30% with ‘a population of 16 miflion in 1992 These two ethnic aroups
together make up more than 60% of the population of the land

Table 111,12
Ethnic Composition of the Ethiopian Population 1984 and 1994
(size in mullions)

1984 S 1eea
Ethnic Group | | — ; .
Size e [ Size Y
Oromo T 124 ] 291 | 17 1”r 322
Amhara 12 1 28 .3 16 0 3l 4
Tigrawi and Tigre 4 B 11.3 2.3 B.2
Gurage 1.9 4.5 2.3 4 3
Somalle 1.6 3.8 3.2 6.0
Sidama 1.3 3 1.8 3.4
Waolaita 1.1 2'6 1.3 2.5
Others 7.4 17.3 81 5.3
Total I 42,5 100.0 53.1 | 100.0
Saurce OPHCCICSA 1884 and 1954 Censis : :
L

3.3, Ethnic Diffusion

Fractically all the ethnic groups in the country reside inall the diferent regions as
shown in the Table 11112

On the basis of the statistics contained in the table, Addis Ababa and the SENNP
region have the largest ethnic representation where 80 ethnic groups reside. Thesa
are followed by Oromia Region (79), Somalie (72) and Amhara (71)  The ragion with
the smallest number of ethnic groups is Haman where 47 ethnic groups live followed
by Dire Dawa at 55
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The ethnic group with the largest dispersion are the Amharas followed by the Oromos.
The Amharas are the second largest population next to the indigenous ethnic group in
8 of the 11 regions. Oromos are the second largest in 4.

Table Ill. 13
Ethnic Diffusion -
Region Ethnic No.* Largest ethnic* I;ﬂ‘;’l‘:';‘:ﬁﬂﬂ":ﬂ
Tigre 54 ' Amhara 0081
Afar B3 Amhara 0.05
Amhara Ea Oromo .42
Cromia T4 Amhara 168
Somalip T2 Crroma 0.07
Benshangul Gumuz 56 Amhara 010
SENNP 80 Amhara 0.3
Gambelia &0 Amhara 0.01
Hearrari 47 | Orama 0.av
Addis Ababa 80 ' Amhara 1.02
Diire Dawa 55 Amhara 0.0v

Spurce OPHCGICSA, 1094 Census

3.4. Language

An overwhelming majonty Ethiopians numbering 44.8 milien understand and speak
only one language | e. their mother fongue

The languages most widely spoken s Amharc 174 million claim al as their mother
tongue ie. first language and is a second language for another 5.1 million. The
second most widely spoken language 1= Oromigna. 16.8 million claim it as their
mathers tongue and another 1.5 million as a second language

Other languages of national importance are Tigngna (mother tongue for 3.2 milllon

and second language for 1.5 million). Somaligna (3.2 milion and 0.01 million};
Guragigna (1.9 million and 0. 1million) respectively
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3.5. Religion

Ethiopians are generally religious. According to the 1984 census (Table 2.204 p 129}
G2% profess Christianity as their religion of which those affiliated with the Orthodox
church claim 51% or 26.9 miilion of the total population of 53.2 milkion. Muslims are
the second largest with 17.4 million or a third of the nation

4. MIGRATION AND URBANISATION

Population distnbution and re-distribution through migration are among the main
leatures of the population dynamics in Ethiopia.  The following discussion describas
the major charactenstics, frends, and differentials of internal migration, urbanisation
and population distnbution in Ethiopia using data from the two census years - 1984
and 1994

4.1. Migration

Migration is the movement of people in space. often involving a change in the usual
place of residence. Internal migration, the focus here, is such movement within
national borders, The typology of migratien Include rural-rural. rurab-urban, urban-
rural and urban-urban

In 1984, 56 million (or 13:2 percent of the total population) migrated and changed
their place of residence permanently. The corresponding figure for 1994 wagg
milion {or 13 percent). Although the proportons of the migrant populations remained
the same in 1884 and 1984, the number of rmigrants mereased by 1.3 million.
indicating a 23.2 per cent increase over the ten-year penod.

4.1.1. Rural-Rural Migration

In Ethiopia, 86 per cent of the population Ive i rural areas. Hence. rurakrural
migration is the most prevalent and ymportant type of migration in the country. In
general, this type of migration invelves farmers moving spontanecusly in search of
new land, government rural development schemes efc.  Involuntary migration due to
environmental degradation and political instability have nowadays become major
causes for rural-rural migration. In 1984 rural-rural migration constituted 558 per cent
of the total migrant population; in 1994 it constituted 48 8 per cent (Table 111,14},



REPORT ON THE ETHIOPIAN ECONOMY

4.1.2. Rural-Urban Migration

Rural-urban migration in Ethiopia is another significant type of movement for spatial
distnbution of population.  The attraction te urban areas, mostly to one primate city
(Addis Ababa), s largely economic and due lo rural-urban income and quality of life
differentials. In recent years, these fundamental forces have been supplemented by
socic-political instability including the fand reform in 1875 and subsequent anti-feudal
and landlord movements-as well the-post 1991 ethric related relocations

In 1984 rural-urban migrants constiluted 28 7 per cent of the total migrant population
The corresponding figures lor 1994 was 24 8 Although there Is a declineg In the
propoion of rural-urban migrants botween 1984 and 19494, the actual number of such
migrants increased by 47 thousand (or by 6 per cent) during the same time (Table
IE14)  The 19894 census shows that among the residents of Addis Ababa, 464
pecent were migrants  The highest proportion of these migrants (58 per cent) came
from rural areas while 42 per cent came from other urban areas

Table 1. 14
Migrant Population by Type of Migration:
Ethiopia and Addis Ababa 1984 and 1994

1984 | 1984
AreaType of Migrants | Migrants | Percent | Migrants |  Percent
Ethiopia [ =
Al Migrants 5843820 | o0 BE16653 160.0 4
Rural-Rufal 3148280 558 | 3373388 48.8
Rutal-Urban | 1818083 | 287 1714582 248
Lrban-Rural 115630 20 507305 73
Lirtian-Lrban TE{B5T 136 1305148 189
Addis Ababa T ' -
Al Migrarts T18820 1020 oT4A35 1000
Rural-Rural - - #5027 0.5
Rural-Urban 555704 | 772 S51202 576
Urban-Rural® - | = 1869 02
Urban-Uran . 163576 | 2za | 403296 414

Source. 1584 and 15954 Census
* This may tafer to the ‘rural’ areas with the Adds Ababa area
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Females constituted 52 per cent of all migrants to Addis Ababa, of which 59 per cent
originated from rural areas (Table 11115}

Table Il 15
Migrant Population by Sex: Ethiopia and Urban 1994°
Total Percent Migrated from
froalSex Migrants ~ Percent Urban Areas Rural Areas
Ethiopia
Total GE16653 1000 263 737
Male 1104423 452 300 0.0
Femake AT 538 218 76 2
Lirban
Total 25600 1000 431 58.9
Mala 1436810 47 5 440 680
Famale 1588780 525 423 677
Addis Ababa
Tolal G74835 1000 416 H8.4
Mailia 4712658 | 48 3 421 579
Female 50347 | 517 410 8.0
Source 1894 Census
* Excludes Afdrand Somalie Regions
4.1.3. Urban-Rural Migration
L

Urban-rural migraton in Ethiopia consists of penodic return migration. coinciding with
peak agricultural activities mostly by unemployed people, refirees or unsuccessful
urban migrants.

The 1984 census show that such migrants comprised only 2.0 per cent of the total
migrant population while the 1984 census shows 7.3 per cent. This increase in the
proportion of urban-rural migrants: duning the ten-year period translates to 397
thousand additional pecple who left urban areas for rural areas

4.1.4. Urban-Urban Migration

Urban-urban migrants in Ethiopia comprised 138 per cent of the total migrant
population i1 1984 and 18.9 per cent in 1904
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In 1884, among the migrants of Addis Ababa, 416 per cent came from other urban
areas. Like the national trend most (51 per cent) of these urban-urban migrants to
Addis Ababa were females.

4.1.5. Age and Sex Selectivity of Migrates

The peak age of migrants in Ethiopia, based on the 1994 census, was 25-29 which
accounted for 121 per cent of the total migrant population; followed by the 20-24 age
group which accounted for 11 .4 per cent. The 25-29 age group were the peak age of
migration both for males and females

In 1994, 53.8 per cent of all migrants in Ethiopia ware females The sex ratio was
B5.8 indicating that for every 86 male migrants, there were 100 female migrants. This
15 also frue for Addis Ababa migrants where 51,8 per cenl weare females: and the sex
ratio was 93 6

4.2, Urbanisation and Urban Growth

Urbanisation refers lo the change in the proportion of a population living in urban
areas. In the Ethiopian situation, it could occur as a result of internal rural-urban
migration, natural increase or the reclassification of places to urban

Urban growth, on the ather hand, refers 1o the growth rate of urban areas themseives.
It 15 the annual net additions 1o urban population divided by the size of the otal usgan
population, With these definiions in mind. the following discusses urbanisation levels
and trends, rate of urban growth and the propertion of the urban population in the
country

4.2.1. Urbanisation Levels and Trends

In Ethiopia a locality 15 defined as urban by the CSA if the resident population is 2000
and above. In 1984 4.0 million pecple (or 114 per cant of total population) fived in
urban areas (localities with 2000 or more inhabitants) By 1994 this figure had
increased to 7.3 million (or 13.8 per cent) The 1984 census projections show that the
2005 total urban population will grow 1o 11 7 million (or 16.0 per cent), and by years
2015 and 2030 the proportions: of the total pepulations living in urban areas would
grow to 17.5 million {or 18.5 per cent) and 28 7 million (or 22 2 per cent), respectively.

m



Although uwrbanisation levels and trends show sleady increase, even by 2030,
Ethiopia's vast majority (over 75 per cent) would still be living in rural area.

Although the total urban population of Ethiopia has been and will be increasing
substantially all the way to 2030 and beyond, the rate of growth would be declining. In
other words, the urban population is expected to increase al a decreasing rale

Table Il 16
Urbanisation Levels and Trends: Ethiopia 1984-2030

Urban Population

Yoar Total Population Totl e

1884 42616876 4865289 114
1554 53132251 TI15878 138
2000 B34847072 9472071 148
2005 TI043510 11674521 16.0
2010 83483873 14157355 17 2
2015 04528173 17477525 18 5
2020 106003325 21076175 19.9
2025 117585736 24145066 205
2030 1290570942 2OT45825 230

Source: 1894 Census
4.2.2. The Primate City 4

Like most developing countrnies, Ethiopia’s wrban population is concentrated in one
primate city, Addis Ababa, whose population grew from 1.4 million In 1984 1o 2.2
million in 1985, representing 288 and 284 per cent of the urban population of the
country, The city's population is expected to grow to 2.5 million in year 2000, to 2.9
milllon in 2005 and to 3.3 million by year 2010, These figures would represent 26.3,
24.7 and 23 2 per cent of the total urban population in the country, By 2030 the city's
population is projected to reach 5 million, which amounts 1o 3.9 per cent of the
national population and 17 per cent of the total urban population

Although the proportion of the urban population residing in Addis Ababa is decreasing,
the city still comprises over 25 per cent of the folal urban population, and growing at
annual average rate of 3.6 per cent  But like the tolal urban population, the Addis
Ahaba population is increasing at 8 decreasing rate,
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Table W 17
Projected Population Size: Addis Ababa 1995-2030

Total Poputat- | 1985 | 2000 | 2005 | 2010 | 2015 | 2020 | 2025 | 2030
son (in 000s) 2157 | 2495 | 2887 | 3328 | 3792 | 4246 4BB& | 5087
% Country 355 38z 395 399 401 405 396 3.94
% Urban 2843 | Z634 | 2473 | 2319 | 2170 | 2012 | 1BEG| 1710
| Sex Ratio 9400 | 9300 | 9240 | 9220 | 9270 | 9230 | 9230 | ©i70

Source 1994 Census

Box L2
Migration and Urbanisation

1. In 1884, aboul 6 milllen people (or 13 per cant of the total population)
migrated or changed place of residence within the country, The
corresponding figure for 1984 was 7 million (or 13 per cent)

2 Aboul 56 per cent in 1984 and 49 per cent in 1594 of these migrants were
rural-rural migrants, about 29 per cent In 1984 and 25 per cent |n 1904
were rural-urban migrants

3. Although the proportion of the rural-urban migrants decrease, their number
actually increased

4.1n 1984, 48 per cent of the residents of Addis Ababa were migrants A
majority of them were females who migrated to the city from rural areas, .

5. In 1984 about 5 million (or 11 per cent of the total population) lived In urban
areas. this figure increased to 7 million in 1994 and is expected {o
increaze to 14 milllon (18 per cent) in 2015 and to 30 million (or 22 per
cent) in 2030.

6. The number of people residing in urban areas is also expected to increase
between 1985 and 2030, but af 5 decreasing rate.

T The population of Addis Ababa will increase from 2.2 million in 1995 10 3.8
in 2015 and to 5.1 in 2030 It share of the total population will remain
around 4 per cenl. bul its share of the urban population is expected lo
decrease from 28 per cent in 1995 to 22 per cent in 2015 and to 17 per
cent in 2030,




5. LABOUR FORCE AND EMPLOYMENT

The 1884 and 1984 Census define the ‘labour force’ as those persons aged 10 years
and over. Within the labour force: there are those who are economically active and
those who are non-active. Within the economically active population are included
those who are employed and those who are unemployead

The employed population consists of these who were engaged in productive activity
for al least one day in the seven days before the census (for urban areas) and for
maost of the 12 months before the census (for rural areas) Productve activity, in the
census, was defined as any work which invalved the preduction of goods and services
for sell or for exchange The unemployed population consisls of those who weare nol
working during the reference period and who were (or were nol) looking for work bul
were ready 1o take it [ one was available

On the basis of these definiions of the Central Statistical Authority (CSA), the
following discussion looks at the distnbution of the labour force by age, sex and
activity' status for the couniry and for urban areas It also presents amployment by
age, sex and cccupational stalus.

A point of cruclal impaortance that needs 1o be flagged at this juncture 15 the
assumption of full employment in the rural milleu and that unemployment is salely
considered as an urban phenomenon. This is an unrealistic assumplion, rendenng
the official statistics suspect. The reader is advised o freat the unemployment figures
very cautiously 4

5.1. Labour Force and Activity Status

In 1584, 219 million peopie (or 51 per cent of the tatal population) were n the [abour
force. compared Yo 366 million {or 53 0 per cent) in 1594 This represents a 66 9
percent increase in the size of Isbour force in the 10-year period. The proportian of
the male and female member of the labour force, bath in 1984 and 1924, were aboul
the same

In lerms of activity status, 672 (in 1984) and 72 5 per cent (in 1984) of the total labour
force were considered economically active  Among male mermbers of the izbour force
the activity rates were higher (79 2 and 82 11 per cent In 1984 and 1984 respectively)
for the male than among female members of the labour force (55 5 and 62 9 per cent)
This national frend seems 1o be true for each of the five-year group with the highest
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activity rate {876 per cent) reported for males in age group 35-39. The highes!
fermale activity rate (70.1 per cent) was reporied for age group 30-34

In urban areas of the country, 3.3 million pecple (or B85 per cent of the total urban
population) in 1984, and 5.5 million people (or 75 8 per cent) in 1894, were members
of the labour force. This amounts to 8 653 percent increase in the urban labour force
betwenn 1984 and 1994

In terms of activity rates, 435 per cent (in 1984) and 49.9 per cent (in 1994) of the
total urban force were considered active. Among the urban male members of tha
labours force 582 per cent and 62 per cent were economically active in 1984 and
1094, respectively. The corresponding figures far females were 31.2 and 38.1
percent.  Owerall, while the urban labour force increased by 66 3 per cent the activily
rate increased by only 6 4 per cent between 1884 and 1904

5.2. Employment by Age, Sex and Occupational Status

Over 98 per canl of the tolal economically active populabon in 1984 were amployed.
this higure dechned 1o 97 per centn 1824 Allhough there were: some varations,
employment for the most part remained over 85 per cent for all age groups both In
1964 and 19594

In wurban areas, about 92 per cent of the lola! economically active population was
employed; this figure declined significantly 1o 78 per cent in 1984, The employmgnl
rates declined dramatically for specific age groups such as the 20-24 age group
where the rates declined from 85 per cent 1o 81 percent between 1984 and 1984,

5.2.1. Status in Employment

Table 111,18 shows that self employment’ was the most prevalent form of employment
in 1984, while ‘unpaid family work’ was prominent in 1994 However, looking at the
data by sex, it is noted that most males, both in 10B4 and 1994, were self-employed
while most females. both in 1984 and 1994 were 'unpaid family workers'  in urban
areas, self employment dominates among the economically active people both in
1984 and 1994, although 'government employment’ was 3 strong secand with 33 per
cent In 194 and 25 per cent in 1884, While females domnated the self-employment
category, much more males fended to be government employees,
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In urban areas, ‘private employment’ was also an important employment type with 19
per cent in 1984 and 17 percent in 1994, In urban areas, in 1984, production related
occupations (29 per cent) and sales (24 per cent) were dominant among the
economically active population. The proportion of male production workers (36 per
cent} was higher than the female’s proportion (17 per cent}. On the other hand, the
proportion of female sales workers (34 per cent) was higher than the proportion of
male sales workers (17 per cent)

In 1984, in urban areas, the highest proportion of the economically active populaticn
(28 per cent) was involved in service and sales occupation category: followed by craft-
related trade works (15 per cent). There was a higher proportion of females {37 per
cent) engaged in sales and service than males (22 per cent) Among the group
engaged in crafts-related occupation, a higher proportion of males (16 per cent) was
involved than lemales (13 per cent)

Table 101 18
Economically Active Population By Status in Employment: Ethiopla and Urban
1984 and 1994
| 1984 1954

Status In Employment =3 = | - s 3 = =

8 - 3 L3 2 5

W w e

Country Total 16518361 | B5228E1 | GOGSABO | 35883169 | TATIIZET | 171710 |
{100%) [10:0%) [Rle 5] T | [180%) (100%)
Empiayer o0& of 10 28 38 13
Sell Employed 7.1 T Ts 3595 1.3 24.0
Govarmmen Empoyes 40 51 24 27 B 17
Privale Employes 23 18 T g 35 22
Member of Cooperabve os 1.0 BT a1 a1 a1
Unpaid Family \Warker M2 104 4z 511 | 598
OlnessiNat Staled o8 0E 06 g na o8
|

Urban Total 1364861 BIE3Z3 | I26EIR | FIEERIT 137329 892683
(1005 oo | (1) | (100} { 100%%) (100%)
Employer 1T 14 z2.3 10 32 eF
Seif Empiayed 408 -3 43 140 IS0 iaaq
Govemmenl Employes 3zA 403 frivl 245 | 291 175
Private Employes 128 133 T2 t7a 152 197
Member of Cooperative 1B 22 1o o3| o4 o3
Unpaid Family Worker 24 34 "7 Q5 | 75 1540
Dirvers/Not Stated 18 24 18 58 | 53 57

Sources: 1984 and 1984 Census
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Box I.3a
GENERAL ORJECTIVES OF THE NATIONAL POPLILATION POLICY

Closing the gap between high population growth and low econcmic
productivity through planned reduction of population growth and increasing
economic refurns;

Expediting economic and sooal development processes through helistic
integrated development programmes designed to expedite the structural
differentiation of the economy and employment;

Reducing the rate of rural o urban migration,

Maintainingfimproving the carmying capacity of the environmant by taking
appropriate environmental prolechon/conservation measures:

Raising the economic and social status of women by freeing them from the
restrictions and drudgenes of traditional life and making it possible for
tham o paricipate productively in the larger community;

Significantly improving the soc:al and economic slalus of vulnerabls
groups (women, youth, children and the alderly)

gt e
e

Box HL3b
SPECIFIC DRIECTIVES OF THE NATIONAL POPULATION POLICY

Reduction the current tolal fertility rate of 77 children per woman to
gpproamately 4.0 by the year 2015

Increasing the prevalence of confraceptive use form the current 4.0% to
44 (% by the year 2015,

Reducing matemal, infant and child marbidity and mortality rates as well
as promoting the level of general welfare of the population;

Significantly increasing female participation at all levels of the educational

syslem;

Hemoving all legal and customary practices militating against the Fuﬁ
enjoyment of economic and sccial nghts by women including the full
enjoymenl of property nghts and access to gainful employment,

Ensunng spatially balanced population distribution patterns with a view to
maintaining environmental secunty and extending the scope of
development activities;

Improving productivity i agrculture and infroducing ofi-farm  nan-
agricultural activities for the purpose of employment diversification;
Mounting an effective country wide population infermation and education
programme addressing issues pertaining to -small family size and its
refationship with human welfare and environmental security

Source  The Mational Office of Population Minstry of Economic Dewvelopment and

Coaparation
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Box 111.4
IMPACT OF POPULATION GROWTH ON ECONOMIC DEVELOPMENT

O 1he basis ol the mos! optimislc assumpbions the Elmcpian popuatation would incréase ot
an average annudl rale of 2 5% duhing the Brs! two decades of the new century and
millenium The rata of growth & very high and = appreciatad by the national authorties
dealing With population ssues

Ylat ate the impacts of vgh population growth on sconomsc developman!?  Faw isaies in
economics have and conlmue 1o generalo controversy and disagreemant  Inomodarn Times
e iEsue was raksed by Mahtus in he 18" cerdury  In hes famous book “An eszay on fhe
pracide of popwiahan as f affects e future mprowveemiend of socely. ke argeod that food
produchion will incTease @l A pace siowes than populaion growih sesuring @ recuranee of
famine and econpmic fagnaton The swsay gomasiied an acemonmis debate 1hat bas yol
tey by sk

Thasie arguing o lowed populataen ghowth hold, hal an nchecked population increise
tampait  foonomet  growth  throwgh  capasl  shallowing offect (o reduction 0 thae
capdallabour ratia age Aependancy effec and the resuflng incrmase i consumption and
deploting fmongs rvesiment reduchion affect | & megstment aaclines for lack aof smangs
andh Wvaktmen] driersich efect 8 government shift resogrens from capdal te ecunent
expandure.  Further 1o Ths o e impact of meraasng populition on The emironmgnt-soil
doplatinn dus [orfensive and eoemans rmng, deforestation elc

Thiase whi dispute the  npegalsee effe of populabon prowth pet their . argumend - on
lechnolkagical developmen andg the scale effect of larger populabon These peaple point oot
the advances in technoiogy crease poductvdy thal oulsitips any popudation growth
induced constraints  In agrculture the produdsty of the factors of production (land, labour
and capitall wolla increass and alevate food shorages  In the industnal seclor noaw
technologies increase employmeant opportundies a5 well as productivty

The scale effest argument of popuilaion expands the domests marke! for both Iﬂﬂh‘ﬁhiﬂh
goods and agricultural products. whech o consonance with foresgn trade tends 1o Improve
the standard of iving of the peopie

Althgughn me debste among the protsgonsts conbnues: the waight of endence as well as
the realifies-on the ground in deveioping countnes favors the pro-population control group
Cn tha oclher hand the ant-popuiabon growth postion would enpoy sympaifhebs heanmg. n
the developed countnes thal have 2 farge and morezsing ol age dependants i the face of
dezining or 3! best stabls population growth

The Ethiopian governments position s for s for confrofing and reducmg the rate of
population growth.  This & understandable. in view of the frequent lamine. excessive
pressure cn lhe land, emaronmental cegradabon elc Howewver and regardless of
population gtowth, an s2sufed means oul of mesery s @ changing the faming culture by
introducing technological innovabions and hberating the agrcudtural sector from the vaganes
of mature through. for example. drigabon moroeed transoon infrastruciure and epgrading
marketing instfutions
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5.2.2. Occupational Groups

Most employed Ethiopians were engaged in agricultusal activities both in 1984 (88 per
cent) and 1994 (70 per cenf). This was frue both for males and females, although the
proportion of males was slightly higher than females (Table I1117),

5.2.3. Unemployment by Age and Sex

Unemploymenl in Ethiopia s measured on the assumplion thal there s no
unemploymeant in the rural areas e all the labor force is fully employed and 1hat
unemployment is exclusively an urban phenomenon

[ 1984, of the tolal 14.7 milion economically active population, 170 thousand (or 1.2
per cent) werg unemployed  In 1804, among the 265 milhon economically active
people, 770 thousand (or 29 per cent) were unamployed  This shows the number of
unemployed people nalion-wide increased by 600 thousand people. representing a
35.2 per cent increase dunng the len-year penod. Looking at the age and sex
distribution of unemployment, there does nol seem o be major differancaes both in
1884 and 1884

On educational classification, the two unemployed clusters are the illiterate and those
who compleled grade 12 The unemployed illiterate increased 3 fold between 1984
and 1994 while those who completed grade 12 jumped 7 fold

The age group with the: highest rate of unemployment in 1984 was 15-19 with a®.5
per cent rala, in 1994 the highest unemployment rale was cbserved for the 20-24 age
group with 6.6 per cent.  In both cases the proportion of female unemployed werg
higher than the male's. In the wrban areas of the country, among the 1.5 million
economically aclive people in 1984, almost 8 per cent were unemployed  In 15804, the
unemployment rate increased o alimost 22 per cent among the 2.7 milion
economically aciive people. The proportions female unemployed were highee than
the male proporiions both In 1534 angd 1554

In 18984, in urban areas. the 1518 =g group had the fughest unemployment rate
{19 2 per cant) followed by the 20-24 age group (146 per cent)  In 1554 the highest
unemployment in urban areas was seen amonag the 20-24 age group (38 5 per cent),
followed by the 15-19 age group (37 5 per cent)  In the younger age groups, there
were higher propodians of unemployed fermales than there were males  However
among the older group. the propottice of yremployed males was murh lgher
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Table [11.20
Level of Unemployment by Education and Sex, 1984 and 1954, ('000)

“Level of 1964 1934

Education Male Female Total Male Female Total
\iiterate 330 453 782 1364 143.2 2796
Mon-regular 57 +a 87 ny 74 181
Grade 16 Al 16:4 3|0 712 50.2 121 4
Grade 7.8 37 23 60 432 302 Ta 4
Gitade 9-11 44 16 | ao 434 05 728
Grade 12 13.5 150 a5 0] B 882 1594
Bayond grade 12 1.0 10 20 114 a8 223
Mot stated 02 01 032 | 05 04 08
Tetal a31 88 5 169 6 4214 3581 77905

Source Calculated from CSA 1584 and 1994 Census

Rox 1.5
LABOUR FORCE AND EMPLOYMENT

1 The fumbaer of people In the Wbow force increased form 22 milon (of 31 par cent) in 1984 1o 38
il {or B8 per cend) i 1584 indeatng 4 67 par cent ncrease e T T T

a OFf thiome o i labout I6ce 67 poe e 0 1684 ard 72 gt conlin 1904 were economically actwe

E Among ne Urben remdents of the country, 33 mullion (o 08 pec cent) in 1884 ana 5§ 5 mlljon or 78
por cent) i 1834 wiele in the labicet force, Of these. 43 and 50 per cont were econamically active m
TRA4 ard 1204 respectvely

4 A mighar proportion of mates than lemales wene e ambioyed - oolf it 1984 and 1984 On the other
Rang, guring Doth censii years o hghed propetion of femaies an mMaies wamm = Me 'unpaid family
WO Calegbry

5 By faf masl Ethadpans, fmakes and fomales wess sngaged in aghcultural activiies In urban aneas,
proditan-tidatied and sales aotvihes domunated among the ecoromically achve populalion Group.

u In_urpan areas & higher proportion of femaies than makes were engaged in sabes and service -
refaled sctivites. Dn fne oiher hand 3 ngner proportion of males dominaied tha crafts-reiated
eooupabions

In 1984 anly 12 percent o he eonomucally acive poouiation was Lnempioyved natian-wide in
1884 the perceniage incressed to =most 3 per ceat The 15-19 pge group had the highest
unemployment rate m 1584 Infiseed by the F0-24 3004 group In 1504 the b 202 groups Swiched
place

B Among the sconomecally. Betned urtian populanon aDoul B porcent m: 1084 ang 72 per cent in 1954
Wit Gnempioyed, indicabng a 430 peroent increass i unemploymant rate over tha tar-year period

B A&norn tha youhger age groups (up to 4044} 3 mghes proporion of fermales thHan males ware
hnemplayed  Oin the other hang among the older age grouls. the meverse beld rue '




THE ETHIOPIAN POPULATION
6. POPULATION AND DEVELOPMENT

One of the areas where there is a strong relationship between population and
development is the area of food production. Malthus says, where population growth is
in ‘geometric’ progression and where food production grows in ‘arithmetic'
progression, nalural calamities such as drought and famine will take care of the
excessive population

Unfortunately for Ethiopia, as we have seen earller, its population is Qrowing in
geometric progression, doubling every 23 years and will contimue 1o do so far soma
lime 1o come. What about its food production?

The following discussion briefty relates population growth to size of landholdings, food
output and dross domestic products

6.1. Population Growth and Per-Capita Land Holding

The size of the farm land, in a country like Ethiopia where 85 per cent of the
population |s engaged in agnculture. 1s a factor of the population size.  As the
population size of the country has been and will be increasing dramatically, the per-
capita landholding diminishes. Table II121 shows that as the population of the
country increased from 23 million in 1960 to 37 million in 1980 and to 49 milllan in
1980, the per capita land holding decreased fram 28 hectares ta 13 hectares and to
10 heclares, respectively. Percapita food output also decreased dramaticMy
betwean 1960 and 1890,

Table .24
Population Grawth, Per Capita Food Output and Landholding, Ethiopla, 1960-1990
Vs Population Percapia Food | Perca pita Landholding
{B00) Output. (m kg) {in ha)

1960/61 23,550.0 2402 28

186970 28,784 4 2427 0.25

197980 J5 66833 204 4 2.13

1589/80 45 B48 B 1437 0.10

Source; Ezra (1997)
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6.2. Population Growth and Food Production

The amount of food production, in the Ethiopian siteation, is strongly related to accass
and size of farmland which, as we have seen above, is strongly and negatively reiated
to population size. Although food production increased “arithmelically’ in some years
between 1950 and 1890, for the most part it was fiuctuating up and down, The years
hetween 19682 and 1972 were the penod in Ethiopia when food production was
aclually increasing, and the percenl change was about the same as the percent
change in population size

Between 1973 and 1979, the ime of harsh droughl and famine .n the country, food
production declined by as much as 18 percent (in 1977/78) Since 1960/61 the
population continued 1o grow unabated, growng at-an increasing rate of 28 percent by
1971/72 1o 52 per cent by 187878 Since 1987 food production in the country had
keen increasing 8l a decreasing rate while population size has been increasing at an
Increasmng rate (Table H1 22)

Table 11.22
Population Growth and Food Output, Ethiopia, 1960-1990

Food Output % Change over the basa yearin foad cutput
Year (000 tons) and populatian
Food Oulput Poputation
1950/6 1 5657 2 000 000
196455 Bi16 1 8:11 210
TGBE 10 i EGB4 7 2347 27K
1974TS 6107 6 795 7.4
1979/80 74855 3245 5568
IGRABS 48552 1470 TR
GRG0 BEG5 4 21.89 100.6
1553/54 5331 3 576 1325

Source: Ezra (1997)

6.3. Population and Gross Domestic Preducts

Agriculture in Ettuopia, subsistent as i1 is. coninbutes 55 per cent of the Gross
Damestic Product (GDPF) and BS per cent of the export revenue. However, as the
Tahle 111 23 shows, the GDPs both overall and percapita, have been declining, while
Ihe populaticn of the country has beer increasing at-an increasmng rate.
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Table .23
Population and GDP Growth Rates, Ethiopia, 1978-1930

Voar ~ GDP Growth Rate Population |

Overall Percapita Growth Rate |
1678 20 086 26 =
1983 ] 24 ' g4 | L
1986 18 [ 0 ] 29
1950 04 . 26 i 295

Souren Akhilu Kidany 1095

6.4, National Population and Women Policies

fi.4.1. Population Policy

The National Fopulation Policy of Ethiopia (NPPE) 15 now 6 years old  The main
objective of the policy include (1) to hammeonse population growth with the counlry’s
natural resources such as land, forest. water etc | (2) lo reduce fertility rales through
information, education and communication (IEC) strategies and community-basead
distribution (CBD) programs of contraceptves, and (3) to reduce mortality through the
promotion of maternal and child health programs

Within this framework, the NPPE, by 2015. hopes to see the reduction of total fartility
rate from the current 7 to 4, increment of contraceptive prevalence rate from ghe
current 4 to 44, and reduction of infant and child mortality rates  These might be
easier said than done. Neither IEC nor CBD strateay seems to be the best approach
in Ethiopia where sconomic and social factors impede large-scale effects. Not to
speak of the lack of health persannel and facilities.

6.4.2. National Women Policy

Womean, who comprise half of the population of the country, are overworked with the
responsibilities that include production, child beanng, hausehold activities and social
obiigations. Most significantly, Ethioptan women, on the average. go through the
hardship of bearing a5 many as 7 children during their reproductive years. Not to
speak of the responsibilities of raising them None of these is appreciated fully
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The Ethioplan Natienal Policy on Women does not direclly address fertility reduction
as one of its objectives. But, by working to facilitate the human and property rights of
wamen, it is expected that the policy’s outcome would have negative impacts on
fertility and population growth rates in the country In terms of the strategies,
however, there seem to be too much reliance on gavernment structure and resources.
Mot a good sign, given govemment resources required 1o realise policy objectives thal
might directly go contrary to long-established cultures and behaviours of a population.

Having said this, note should also be taken thal, the government has taken actions o
promote women's full and equal participation in the labour force; to encourage
wamen's participation in decision making, and o include improvement of wamen in
the legistation

Box NG
POPULATION AND DEVELOPMENT
BETWEEN 1960 AND 1990

1 The population of the country increased dramatically, doubling every
23 years, while percapita landholding declined all the way down 10 less
than a tenth of a hectare

2 Percapita food oulpul decreased to 141 kg while population steadily
increased and landholding steadily decreased.

3. Food oulput in 1990 declined from the 1950 level, representing a 6 per |4
cent decling, while the population increased by 132 per cent during the
same hime

4. The GDP growth rate in 1978 was four times higher than the 1990 rate
while percapita GOP declined to aimost zero in 1990 from 2.6 in 1978

5. The National Population Policy of the country proposes to harmonises
papulation growth with natural resources

6. The policy also aims to reduce the total ferility rate from 7 1o 4 and to
increase the contraceptive prevalance rate from 4 to 44 - by 2015

7. The National Women Policy does nol directly address the issue of
fertility reduction; but it might have its indirect impact if it successfully
addresses the issue of human and property rights of Ethiopian women
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THE HUMAN CONDITION IN ETHIOPIA*

1. INTRODUCTION

The basic objective of economic management and indeed the fundamental goal of
government every where and at all times is to see to |t that the standard of living af their
pecple improves over time,  Although the components that define and determine the
standard of lving In a country are multidimensional and incorporate social, palitical and
economic lactors ameng others, the latter s operationalized through high rales of
economic growth, lull employment, equitable income distribution, stable prices and
sustainable balance of payment position, The exten) to which these aspirations are
realized would, by and large, determine the quality of Ife in the courtry.  The lower the
rate of economic growth, the higher the level of unemployment, the more inflationary the
economy, the higher the degree of income inequalty, and the more unsustainable the
balance of payments are, the lower the standard of living of the peopla It is also
important 1o note that the larger the number of these qualifying factors are satisfied, the
better the human condition.  Thus a mbust economic growth in an environment of high-
ncame inequality would resull in few wealthy people while the majority wallow In poverty

A review of the human condifion in-a country would serve a number of useful purposes,
First it would inform policy makers on the state of the human condition in the counlry,
Secondly. it would assist the govemment in the progress (or fack of ) thal has been
made over a given penod of ime. as well as what and how much remains and needs%
be done. Thirdly it would help policy makers dentity and filter the quintessantial factors
constraining improvement in the standard of ving of the people and priodtize their focus:
and strategies accordingly

The standard of living of & people in-a country used to be exclusively assessed on the
basis of per capita GOF for a long tme While this yardstick continues to be used and
remains dominant, i 15 being increasingly challenged as an inadequate measure of the
quatity of life in a country by a arowing number of people. The crtiques have sought to.
expand the determinants to mclude a broad range of parameters consisting of econom:e.
palitical and social factors (See Box V1)

"The edilors. are gratehd 10 Mo Getabun Talosse who athored e Backsrmund paper for this chapter ard Ato
Assely Beay Demographer 91 UNETA fSor wery usshd comments and suggestions on an earler drft of s
chagiler
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The new school of thought identifies and explores two wide-ranging constituendies in the
evaluation of well-being in a country. The first is the choice that is avallable fo peaple.
Although (UNDP-Ethiopia 1988:11) “people’s choice are infinite and can change from
time o time, healthy ife, knowledge, and access o resources™ are considered the mast
essential  The second sel of factor, and one that is dosely related with the first is the
extenl to which people are empowered io make use of, and expand the cholces that are
available 1o them Empowerment assumes cntical importance for two reasons,  Firstly {1
improves the productive capacty of the people as producers and secondly it increases
thedr capacity 1o access the goods and services that are produced

The hurman condition in Ethiopra has been assessed from these broad perspectives by
povernment institutions, university based research centers as well as by infemational
organization. Among govemment institutions, the Ministry of Economic Development and
Cooparation (MEDaC) and the Central Statishical Auhaority (CSA) are In the forefront of
thiy exercise. MEDAC in cooperation with local and intemational Institutions, has been
conducting periodic poverty assessment in Ethiopla, the latest of which is tha "Paverty
Siluation in Ethiopia™ published in Febeuary 1999 The World Bank’s (1998) country
siudy on the social seclor also goes over the same temilory as that of MEDaC, albeit with
earlier sets of data. The Economics Department and the Institute of Development
Research (IDR) both of Addis Ababa University in cooperation with Oxfard and
Gothenburg Universities have undertaken extensive research  The UNDP has two
publications that previde information on the state of the human condition in Ethiopia. The
first 15 the Human Development Repon (referred to in this chapter as HDR- Glabal of
HORG for short). The second s the 1998 Human Development Report on Ethiopia
produced by the UNDP office m Ethiopia and referred 1o in the following séctions as
HOR-Mational or HORN for sher 5

This chapter draws on these and other sources and the background paper prepared for
this project and summanzes ther findings, The chapter starts by reviewing the human
conditien in Ethiopia and goes on o explore the factors behind the low level of human
development

2. THE STATE OF HUMAN DEVELOPMENT IN ETHIOPIA

The Human Developmeri Index (MDI) a concept popularized by the United Nations
Development Pregram is derved from three basic compenents (HDRG. Technical note:
107 and HORN, Appendix 2:81) of |longewity measured by life expectancy at birh;
educational attainment, measured by a combination of adult iteracy and the total of first,
second and third level gross enrciment ratios and standard of lving, measured by
adjusted GOP per capita or Purchasing Power Parity (PPP) dollars denominated GDP
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Two human developmen! indices (HDIs) are available for Ethiopla - one. as pointed out
above, in the Human Developrment Report of UNDP which assess the guality of ife inall
ihe member countries of the UN (referred fo in this chapter as the Human Development
Report-Global or HDRG) and the other prepared by the UNDP-Ethiopia office and limited
1o Ethiopia {HDRN). Both indices measure the quality of fife in the country on an annual
basis. HDI of HORG provides measures from as far back as 1987 and as eary as 1985,
The HORM has an annual senes of HD from 1990 to 1996 These two assessments of
the social and economic conditions inform the discussion in this saction. These two
indices are reproduced in Table |V 1

Table IV

The Human Development Indices and Ranking for Ethiopia

For HDI Value | HDIValues |
Year (HORG} Ranking |  (HDRN)
1087 0282 111130 -
1988 0166 1411160

1664 0173 1381160 -
1960 0172 151173 0357
1881 0.249 161173 0322
1662 0.229 165/173 0292

1903 0257 1687174 0.276

1994 0244 1TNTS 0,235

1985 0252 169/174 0.255
1596 - - 0.260

Sourte UNDP Huran Developrment Regots 1950 — 19648 for Global HO UNDP Human Devsapment Fagort
1968 Elrwopia for Nabonal HDR

The table is useful for two basic purposes. First it enables one to assess the country's
standing refative. to other countries, and second, and maore imporiantly, it provides
information to review and appraise the ststus and development in well-being over the
YEArs,

In the discussion that follows, a distincion neseds (0 be made betwesn trend and level
The trend provides a picture: of how human development or the qualty of life behaved
over tire By comparing the values of human development index for different vears, one
can have ideas of improverment or lack of it over 3 given period of ime, The leval, on the
other hand. gives measures of what the human development index is at a given period in
time. This information helps in comparing the level of human development of Ethiopia
against those abtaining in other countries.



Box V.1

Over the pas! decades a new concept of human development has evolved While this
dirmension brings logether the previously disparale ndicators, it nevertheless goes beyond
them by including factors thal were nol part of any of the earliar measures  Amang the
different concepls and approaches which assumed prominence in the past and very
significantly inform the current idea are

al The economic growlh model, which assumed and focused on the growth of GDP/GNP
as 1he necessary and sufficient means o homan developmant

b Human resourcas develiopment modals which focused on enhancing human capital,
not i1 s oeam night bt as input in the growthiproduction processes.

ol The welfare approach o development which proposed that human beings shauld ba

the beneficanes withou! recognizing thes obbgations and capacites as ageris of
change and deyelopment

) The basic needs approsch 1o development which focused on prowviding goods and
services (o deprived poputabion groups o fhe socsty

In contradistinction 1a these approaches and modets, the Human Developmant (HD) appraach
of the Lnited Nations Development Program (UNDP) defines the cancaptas * A procass of
enlarging people’s choices” Cognzant of the fact that people’s cholces are infinite and change
from time to tine. the HD approach singles oul thiee basic paramaters as the mast essantial —
although not suffiient —inputs o ncreasing people's chaices These are capacitles o lead a
Iong and healhy ife, knowledge to make them more productive as well as amoy thae long IHe;
and access Lo the resources nesded lor a decent standard of Mving

There are four magor elements in the contept of human development thess are

a) Productivity — If i through the production of more goods and services that th
quality for |fe improves  Therefore people must be enabled to Increase  their
productivity and 1o participate fully in the: production and income generating processes
Thus economic growth becomes a subset of human development process

(1] Equity - Peaple must have access to equal opporfunities . All bamers to economic
and poltcal opportunities must be ebminaied so thal people can parficipale In and
benefit from these opporunities

ol Sustainability - Access to opporunites must be ensured nat anly for the presant
generation but for future genesabions as well All forms of capisl - physical, human,
and erwvironmental = should be replenisned.

dj Empowerment - Development must be by, and not only for the paople. People must
participate fully in the decsion and processes that shape them,

Sourer: Adopled fom UNDP Humen Deveioprmes
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Box V.2
Computing the Human Developmoent Index
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tombmaton. of il SRy (heo-Tets wegft) i fw combrwd frp e and Ptk eved groes. enmoiment rabe o
waghl) aeed sliidtard of eng as rmsatored by el (0P e capelle (TPREY

Brdurn 150 e vt vikaes for mach of fe varates were ebirrnred o Ifw wl of o Courery S Fas the owas! vikes ona
e truterriue i that of fee ooty el e hgfest vl i oefe Fe MO OF 8 courry e dedired B3 it posdion beteeen e
wore! and fesl porforneg oourges. Soon 155 fe apgroach W0 cornputing FIDE e reesed For ssich indonior riesrioin o
mARFEr vlan s end fdecerietd of tiurey pertrmaroes = bice

] Lifw pcpmtarscy @il bt mermwrs 05 jmars 50 miseeres 55 peara
[l AUl el ety mmeum 0% e marsen 100
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ACha . valios ~ (IemU K visie
Indf:.‘{ = BAawirrien o, wllad - Pt A, vl
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Life expectancy index = w-x = & = 0.667
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2.1.  Ethiopia's Human Development Relative to the Rest of the World

Both indices on the level of human development in the country repant unfiatiering values

According to the HDRG Ethiopia’s HDI averaged 0225 out of a possible 1.0 between
1987 and 1885 Even if. one makes a strong case for the HDRN as the better measure of
the level of human development because of its proximity and better access to curment
data than the HDRG, the values do not paint a belter picture, with an average of 0 285 for
the 1990-96 penad

Ethiopr's HOI of 0.252 for 1995 (the latest year for which HDI is available at the glabal
level) is only a third of the global average (see Table IV.2); less than half of the average
for developing countnes; and 27 per cent below the average for the least developed
countnies. Within the Afnca continent, its HDI 5 less than a third of the courtry with the
highest score (Mauntius at 0 833); and is only 26 per cent higher than the country with the
lowest scome (Siera Leona at O 185)

Meither does its HDI value compare favorably with s neighbors, nor countries with whom
it shared similar expenences in recent years, as shown in Table 1V 2

Amaong its immediate neighbors, ts HOI of 0.252 for 1995 was 84% lower than that of
Kenya, about a third lower than those of Uganda, Djibouti and the Sudan and about 10%
lowwer than that of Enfrea. Somalia is the only country that s consistently ranked below
Ethiopia for the years for which HD| values were reported

Meither does the country fare any better compared to countries with whom it sh
similar experience.  For example Ethiopia pursued similar ideclogies and experienced
war induced shocks as \ietnam, Cambodia, Laos and Mozambique  And yet all of these
countries scored higher HEI values than it at 0.558, D 415, 0.465 and 0281 respectively

With respect o its standing among the community of nations, its rank has been very low
to begin with (1117 of 130 countries in 1887). and has been growing lower through the
:.rears In 1994 the country was ranked 1707 amaong 174 countnes, slightly improving to
169" jn 1995, This decelerstion in s relative position in the world can be explained
either by the faster pace of improvement in the qualty of life in ather countries or by the
deteroration in Ethiopta or both. Both ohservations are cormect. In 1588 Ethiopia's HDI at
0.282 was higher than 18 countries (15 Afncan and 3 Asian), (HDR 1881:121), In 1995 its
HDI was higher than 5 African countries only’ (HDR 1998:130), implying that 11 of the

Oribese 5 countries four (Mali. Burkina Faso, Niger and Sierra Leone) were ranked betow Ethiopia in 1938
while ome (Rnundi) wes mged higher m 1983

m



THE HUMAN CONDITION IN ETHIOPIA

African countries and the three Asian Countries {(Bhutan, Nepal and Afghanistan) made
sufficient progress and graduated o a higher rank.  Among the 11 African counties that
had a lower level of human development relative (o that of Ethiopla in 1988 but ecarded
higher values and therefore were ranked better in 1995 are the Sudan and Djibouti

Table V.2
Ethiopia versus the World: Relative HDI Ranking for 1995
HDI HOI

Country Value Ranking

Ethiopia 0.252 169/174

Warld 0.772

Developing Counlnes 0.586

Least Developed Counines 0.344 -

Highest HDI (Canada) 0980 1

Highest in Africa (Mauritius) 0.833 G1

lL.owest HDI (Sierra Leone) 0185 174
Neighbors

Entrea 0.275 168

Kenya 0483 137

Uiganda 0.340 160

Dijibouti 0324 162

Sudan 0343 157 .
Similar Experience

Vietnam O 560 122

Cambod:a D422 140

Laos 0 485 136

Mozambigque 0281 166

Source. UNDP Human Development Report 1958 Annex table 1 pp 128130

Wiomen in Ethiopia suffer low overall human development achisvement as well as gender
inequality — inequality in prestige. inequalty in decision making and ineguality in access

%
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to resources, ‘Women in Ethiopia face a double depreciation; low overall human
development achievement and their infenior achieveman! relative to men,

2.2. Fthiopia's Human  Development: Development
Through Time

Table 111 and the graph betow show developments in the quality of ife in Ethiopia as
rmeasurad by the human development indices obtained from the two UNDP publcations
from 1987 1o 189896 Both indices show a generalzed dechine m human developmant from
ke initial years e 1887 for HORG and 1990 for HDRN

Mhe HOl of the HDRG for 1987 was 0.282 Thereafter this value, although unstable, was
on a declining trend untl 1983 when it changed course and increased Yo 0257 and
declined thereafter  The value for the terminal year was 0,252, 12 per cent lower than the
highest figure of 1967 Since 1890, however, the negative trend has changed course and
15 posilively sloped, although it has some distance to cover before it calches up with the
1987 valus

The HORN's HDI values depict the same trend |t starts at its highest value of 0.357 in
1980 and declined consistently to 1554 and assumed a positive trend since 1995, The
tighest value of 0260 following the recovery n 15996 s sl considerably below the 1950
value

L

Despite the recent postive trends, the country continues to face frustrating constraints in
its efforts 1o achieve suslainable human development It is beset with povarty, shortage of
skilled human resources, underdeveloped sooo-economic. infrastructure, low level and
slow development of technologees and growing unemployment and underemployment
These problems are aggravated by more than wo decades of owvil war and recurrent
droughl. The struciural adjustment programs. the madequacy of political commitmeant to
equitable human developmant in all the regions, the exiernal debl and debt servicing
chligation as well as the macro-economic instatuiity as a restll of its economic
vulneratility to external shocks such as the sharp detencration in external lerms of trade
are some additional faclors that can be consigersd as causes for the low human
devsiopment in Ethiopia



Fig. IV.1: Human Development in Ethiopia 1987-1996

2.3. Human Development at the Regional Level

On the basis of the HDRN., human development at the regional level evidences
conspicuous divergence and disparity. The highest HDI is recorded for Addis Ababa at
487 and the lowest for Afar at 0.182. The unweghted mean of the human development
Index for the whole country is 0.272, with a median of 0.229. The three urban based
administrative regions of Addis Ababa, Harrari and Dire Dawa top the fist with HD| values
exceeding the national HDI of 0.236 for 1994 by 106 per cenl, 52 per cent and 21 per
cent respectively.  These three dty governments along with Gambella and Tigray have
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HDI values above the median. Gambella’s HDI at 0.286 not only exceeds the national
average but is also the highest of the non-Gity based regienal govemments. This may
come as a surpnse 1o many because of its being percewved as the least privileged The
relatively high rank for this seemingly deprived region is due to its having the second
highest {next to Addis Ababa) fife expactancy, the highest adull fteracy and combined
gross enroliment from among the non-city based govemments (see Table IV.3 for
details),

Five of the B non-city based regions have an HDI less than the national average, Afar
being the least privileged with a value of 0.182 or a fifth less than national average
followed by Benishangul Gumuz at 0 189

2.4. Incidence of Poverty

A low value of HDI is a strong indicator of the level of poverty in a country, Povery is &
relative measure and vanes within a country Jvertime or among countries at a given time

In attempt al measuring poverty in a country, the minimum income or axpenditure thal is
aufficient lo provide the most essential commaodities for survival are identified and valued

This Income is defined and taken as the border between those who are poor and those
who are not, and is known as the poverty line

A Waorld Bank study in 1992 defined Birr 244 per month for a family of five as the poverty
line and concluded that of the .9 million urban residents, 4 million or 58 per cent we
poor, since they were eaming/spending an amount which was less than the datum, A
study by the Ethiopian govermment in 1892 estmated that 52 per cent or 22.4 million
pecple were eithet suffering from chronic poverty, (28 per cent) are vulnerable to paverty
(17 per cent) or were poor because of their style of life. mainly nomads

These results were not significantly different from those obtained in earfier periods. A
study of rural household income, consumplion and expenditure survey by Central
Statistical Authority in 1981 established that th= per capita expenditure of the 75 per cent
of the rural population was only Birr 460 per annum or less than 40 birr per person per
menth. A 1982 ILO/ASP mission study estimated that about 63 per cent of the urban
population were eaming an income below 100 birr per manth
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Table IV.3
Regional Indicators of Human Development
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* Figures for Afsr Region are backward projected from July 1096 to Ooiober 1594

" Figures for Somall Region am backward projected fom Sepermisr 1557 o Oty 15054



REPORT ON THE ETHIOPIAN ECONOMY

Table V.4
Incidence of Poverty in 1992/1993 (millions)
Source year | Area | Population | Poverly index | Number of poor
World Bank 1992 Rural 429 5356 23.0
Urban 6.9 58.0 4.0
Govermment Rural 429 5.7 222
Urban | 78 63.0 48

Source Gelahun G084

Such an extreme poverty arises from either lack of something and/or occurrences, The
lack of something refers to lack of assel, employment opportunities, income, skill,
education, health elc. The occumence dimension refers to land degradation,
deforestation, drought, civil war, etc. It is either one or some combination thereof that
renders people poor,

3. EXPLAINING THE LOW LEVEL OF HUMAN DEVELOPMENT IN
ETHIOPIA

As pointed out earlier, the HDI is derived from the three indicators of real GOP per capita
(PPP$), life expectancy and literacy. The fact of low HDI reflects the low level of these
indicators, and this poses the greates! challenge to policy makers. This is vary much
appreciated by the Ethiopian govemment  In his forward to the recently released reflort
on the poverty situation in the country, HE Ato Girma Birmu, The Minister for Economic
Development and Cooperation, stated that for develeping countries, development mainty
constiutes... poverty reduction. Accordingly, the development policies and strategies of
the [Ethiopia] govemment have acoorded priorty focus to the improvement of the
people’s well being, especially of those who ive in rural areas™ This sensitivity of the
Minister is reflected in the economic policies and more so in the agncutture development
led industriafization (ADLI} policy of the govemment a framework that is criically
examined in the laler chapter of this repart.

The three components of HDI are low on account of low levels of economiic, education

and health indicators. These would be looked into briefly in this chapter, although each of
them will be discussed in later chapters in mara detail
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3.1. Economic Conditions
According 1o the recently issued report on the poverty situation in Ethiopia, a new per
capita income in Ethiopia® is estimated at Birr 1088 or US$167 per annum for 1995/96.

Table IV.5
Per Capita Income/Expenditure by Area of Residence 1995/96

Area In Birr In US
Lirban 1.411 217
Rural 1,035 158
Mational 1.088 187

Source: MEDaC, Poverty Situation in Ethiopla. February, 1999 lable 2

Urban residents’ per capita income exceeds rural per capita income by 27% and the
national average by 23%

Disaggregation of the national average into #s regional constituencies provides
interesting insights as shown in the following table.

According to these figures, Tigray is the poorest region in the country with per capita
income of Bir 904 or B3% of the national average, while Addis Ababa i the richest withga
per capita income of Birr 1569 which is 44% higher than the nalional average. In fact all
the urban based entities i.e. Addis Ababa, Dire Dawa and Harrar have per capita income
exceeding the national average

A rather surprising statistics is the per capita ncome of Gambella which has the highest
of the rion-city-based regions and 13% higher than the national average.

The four regions of Tigray, Amhara, SENNP and Benishangul and Gumuz accounting for
£2% of the population have a per capita income less than the national average.

? Ministry of Economibe Development and Cooperation. Poverty Situation in Ethiopia { Addis Ababa) Febrry
19494
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Table V.6
Geographic Profile of Per Capita Income/Expenditure 1995/96

Per Capita income/Expenditure

Reglon In Birr In US
Tigray 9036 138.0
Amhara gi72 1411
Southem Region o455 1455
Benishangul Gumuz 1026.8 158.0
Atar 11056 170.1
Somali 11664 179.4
Oromiya 1184.0 1821
Gambella 12235 188 2
Dire Dawa 13871 2149
Harran 14597 2246
Addis Ababa 1569.0 2414
Mational 1087 8 167 4

Sourcer MEDaC 1999 Table 23

3.2, Patterns of Expenditure

Investigation on the pattems of expenditure evidence wide varations, The MEDaC
Reporl on Povesty situation in Ethiopia indicates that 0% of income is spent on food at
the nafional level (Table IV.7). The World Bank® estimates the proportion of incoge
expendad on focd in the rural areas at 75% of income.

Table V.7
Per Capita Food Expenditure
[ Area Per Capita | % Implied Per Reported Per
Food Expenditure | Capita Income | Capita Income
Rural 5768 | 0.2 955 14 1035.0
Urban TE8.T 551 1407 68 1411
| Mational 8056 595 1017 72 1088

Source: MEDAC 15955 Table 22 p 0 The Imphed per capita income 5 authors caiciiabion and s
obtained calculating by 100% income using the percentage and actual expendture on food out of
total ncome while: repaned income &5 from MEDaC 1999 1able 21 p. 8

World Bank, Ethiopie Social Secior Sty [Workd Bank_ Washington [ C | 1998
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Despite the differant environment on which these studies refiect, both source confim the
very large share of expenditure on food, a typical pattem in poor countries and confirming
Engle's law which establishes an inverse relationship between income levels and
expenditure on food.

Furthermore, and the high proportion of expenditure on food notwithstanding. both
reports confirm the less than the minimum necessary average calorie intake of
Ethiopians. The MEDaC Report (p.11) estimates a daily calorie intake of 1938 Joules per
day or 90 per cant of the required minimum, while the comesponding figures for the urban
and national are 2050 and 1954 respectively.

The Wordd Bank (1958) report provides information that depicts the stark realities of
poverty in rural Ethiopia Of the 75 per cent of the expenditure spent on foad in the rural
milieu, more than half (53%) of the food consumed is obtained by cash purchase, while
the balance comes from  subsistence production. The remalning 25% of
income/expendture is spent on seven rural household items of dothing (8%), ceremonial
and contributions (6%, medical expenses (2%, schoaling (less than 1%), transport (2%),
hausehald durable and building (2%) and other expenditures (4% (p 20).

Two features of the findings thal wamanl commentary on the pattern of expenditure are
the proportion of food soucead from own production and the relatively high proportion of
expenditure on ceremonials and contibutions.

The fact that rural residents in Ethiopia accountmg for no less than 85 per cent of the
population and mainly, i not exdusively, engaged in agnculture depend on own
production for 47 per cent of thewr food requirements and purchase the remaining S3gper
cent, is indicative of the very low level of agncultural productivity and the importance of
non-farm activities as & major source of income.  In other words the peasant farmers
cannot, on average meet even half of therr food requirements let alone feed the nation
and provide resources Tor the development of the non-agncultural sector, and mare so
thie manufactunng industnes.

These findings have important poficy Implication. If paverty is to be reduced and national
development is to be-stimulated, the country has no option but to focus on agriculiural
development. The govemment's policy of agriculture-led industral development (ALID)
sirategy is endorsable to the extent that its execution will lead to the development of the
rural sector through increased agncuttural productivity and thereby reduce poverty of the
rural  population Despte the rhetornc, fhe success of this approach remains
guestionable, not because the idea is not appropriate but mainly because of institutional
tsuch as the land Issue) constraints, its faiiure 10 curtail the participation of the peasantry,
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and mechanistic implementations (such as insistence on the use fertiizers, improved
seeds etc. that are in any case too small to make a difference. even if appropnate), The
weaknesses of the ADLI strategy will be discussed in a later chapter.

The relatively high expenditure {6% of household expenditure) on ceremonies may be
suggestive of an Inappropriate use of income and more so when compared to
expenditure on education (less than 1 percent) and medical expenses {2 per cent). While
one should not discount the heavy weight tradition and culture impose on the lives of rural
Ethiopians, a rational behavior bom of terrible episodes of disruptions in normalcy due
mainly to drought, and the need to maintain healthy body as well as investmant in the
education of their children, such a relatively heavy outlay on ceremoanies, neverthelass,
seam 1o require rectification

3.3. Non-Economic Indicators of Quality of Life’

While economic parameters are importan! indictors of the quality of fife in & country, they
are nevertheless insufficient o provide the whole picture on the stance and status of the
level of human development Two additional indictors required for this purpose are
lteracy and health. These two variables impact significantly on human development
through their effects on productivity, sustainability and empowerment. This section would
look at the balance sheet of these two important components of human development in
Ethiopia, a lopic that would be deall with in more detadl in the next chapler

3.3.1. Literacy 4

Literacy is one of the indictors of human development since it is a means by and through
which members of & socety are enabled and empowered to effectively participate in the
development process. Extensive (covenng a lamer proportion of the population) and
intensive education comrelates with higher incomes, and higher qualities of life including
better health, longer Iife span, lower mortality etc. Although a sodety acquires its fiteracy
and skills through varnous means, including aduft fteracy drives and the regular
educational system catering to its younger poputation, the former has been marginalized
under the curent regime, rendering the latter the more and only significant source of
formal knowledge and know-how.

* This section draws heavily from World Bank, Ethiopi Social Sector Review {World Bank, Washington
) 1998,
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Desprte the introduction of a new educational system based on (Ministry of Education
1995)" the kindergarten; eight years of primary; and two cydes of secondary, sach of two
years duration and diversified teriary levels: the discussions In this seclion would be
based on the partly discarded set-up of the kindergarten (4-5 years), six years of primary,
two years of junior secondary. 4 years of senior secondary and the tertiary system.

According o the findings of the World Bank which reviewed the status, achievements and
shoricomings of education in Ethiopia, the gross enrollment ratio in 1996/97 was 20% at
the primary level (which was less than half the Sub-Saharan average of 72%), 19% at the
|unior secondary level, 8% al the senior secondary level and less than 1% at the tertiary
level

There are significant rural and urban differences  pnmary education is almost universal in
Addis Ababa and other urban areas while gross primary enrollment in rural areas is anly
18 percent.

Regional disparities in enroliment are extremely wide: Gross pamary enroliment in Afar
region is 9.1 percent, Al the other extreme. it is 53 percent in Tigray (greater in its cilies)
and 90 per cent in Addis Ababa

Gender bias s marked. Only 24 per cent of girls are at primary school level compared
with 33 per cent of boys

Adult illiteracy is very high at appreximately 65 per cent of adults above 15 years,
compared with 53 per cent for all of Sub-Saharan Africa.

L
Household expenditures on education have very low elasticity, ranging between 0.1 and
0.4 (compared with 1.1 in South Korea, for example),

Internal efficiency of the educational system is low. the drop-out rate between grades 1
and 3 is 22 per cent, the average repetiion rate for all pimary grades is 11 per cent.

The teacher-student ratio is low at 1:33, but vares substantially by region, ranging from
1.21 in the Somali region to 1:51 in Addis Ababa,

" Source: Ministry of Education. Education Sector Development Program {1997-2001) Addis Ahaha, Ethiopia,
(xctober [9436
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Facilities and equipment in surveyed schools are m peor condiion or nonexistent: only 24
per cent of surveyed schools have desks in good condtion; only half have (ibrary
faclities.

Rural household responses i a sub-sample survey conducted by Addis Ababa
University revealed that

The primary reason (46 per cent of respondents) for nol enrolling rural children B-
12 years old is that parents and teachers consider them “loo young™. Since age
in years I8 not a commonly used concepl in rural areas, this response probably
means thal children are considered oo small fo walk to the nearest school,
reflecting the stunted physical stature of more than 60 per cent of Ethlopla’s
children caused by mal-nutribon in early childhood

The second most importan! reason given (nearly 30 per cent) for nol enralling
children 6-12 years of age was that children are needed for farm work (for boys) or
housework (for gids) This was the pnmary reason gven by 55 per cenl of
respondents concaming chilkdren 13-18 years old

Education s perceived to be worthwhile only if the child can go o secondary school and
ultimately gain formal secior employment in a cty. The value of education in the
traditional farm setting is not high, since less than hall of the respondents agreed Lhat
boys wha go to school are better farmers than boys who do not

There is mixed evidence on the impact of the direct cost of education and of distance to
school on enroliment, Respondents did nol iist either as a pimary reason. Howeugr,
when combined with other determinants of schooling in the statistical analysis, distance
to school is comelated with low enroliment in rural areas (whens the average distance to
primary school = 2 kilometers and o a secondary school is 20 kilometers), Long
distances also cut into the time that children are required to spend on house and farm
work. Also, although govemment schools do rof charge tubion fees, parents spent, on
average Birr 24 per year per child (exdluding dething) in rural areas. \While this is not
high compared with other countres in the region, many low-income famifies with an
average of 4-5 children in 2ach housshold may find it difficult if not impossible to send all
of their children {o school at the same ime.

"I Teferm. M CGebreselnssic, 7. Fekadu, and A Ahmed (1996), Acorss 1o and Supply of Education Facilities and
Services. Institute of Educationnl Rescarch (TER), Addis Ahaba University
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It is expected that the rapid population growth will thwart the government’s efforts to close
the gap between boys and girls school enmiment.  Moreover, the limited supply of
teachers will prevent the immediate enroiment of afl school-aged children at the primary
level. The low enrciment ratios at the secondary and higher levels will have a profound
impact on the quality of the labor force in the country

To the extent that the young and the adolescents do not go to school and gain the
necessary knowledge, progress in human development will be slow. In particular and
when the school non-attendance s accompanied by poverty, unemployment, and
ovarcrowding. an increasing trend in the level of illiteracy would have a negative impact
on the productive capadty of the people and significantly broaden and deepen the viclous
circle of poverty

3.3.2. Health’

The nation's health profile does not paint a rosy picture. The befs in this section and the
delails (n Chapter 3 depict the reality

Ethiopla has a heavy burden of disease but a low rate of selff-reported iliness and low
health facility coverage and utilization,

1 180 million children born each year, 230,000 (12 per cant) die before reaching their
first birthday, ancther 160,000 (8 per cent) die before their fifth birhday.,

Major causes of death in infancy and eary childdhood are acute respiratory infection (AR,
diarthea, nutritional defidencies and measles. These account for 80 per cent of deaths of
children under age 5.

The total burden of disease in Ethiopia is 350 discounted Iife years (DLY's) lost per 1 000
people, compared with 170 in Kenya and 230 in Tanzania,

The top 10 killers, which account for 75 percent of all deaths, include perdnatal-matemal
conditions (17 per cent), ARI (14 per cent), malana (14 per cent), nuintional deficiency for
children under 5 (8 per cent), diarmhea (8 per cent) AIDS {7 per cent), and tuberculasis {5
per cent),

" This section dmws heavily from World Hank, Fthiopia: Socud Secior Hevew ibid
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There is wide reglonal vanation in the burden of disease: AIDS accounts for 18 per cent
of DLYs lost in Addis Ababa but only B per cent in Amhara region; AR! accounts for 17
per cant of OLY's lost in Oromia but only 6 per cent in Dire Dawa; malaria accounts for 11
par cent in Banishangul but only 3 per cent in Dire Dawa

AR|, diarthea, measles, and nutntional deficiencies are the major childhood diseases,
while malaria, tuberculosis and AIDS are the major adult diseases. Mearly 17 per cent of
deaths are women who die from pregnancy and childbirth related complications, In rural
areas, for every lhree people who reper iliness, five people report chranic disability,

The rate of self-reported illness ranges between 18 days per year per person (episodic
liness only) and 40 days per year per person (including chronic disability). The rate of
episodic iliness is low not only in companson with other countries, but also in comparison
1o the siluation in Ethiopla about 15 years ago, when, on average, reparted |liness was 30
days per person per year. || is haghly unlikely thal health status has improved in the las
15 years and this apparen! déeclne may therefore be attnbuted 1o a phenomenon often
observed In poor counlries where people tend lo repor less sickness because,
unfortunately, they are used lo being sick

Ot those reporting linesses, only aboul 50 per cent seek reatment. The mural survey
ciled high cos! of treatmenl distance to health providers, and poor quality and
unavailability of drugs and traned providers as the most commaon reasons for not seeking
treatment. The average number of visits (0 government health facilities is low; 0 25 per
parson per year compared with 1.0 for Sub-Saharan Afnca

A statistical analysis of the factors that determine whether 5 person seeks treatment og
not indicates strongly that distance 1o a faciity is an imporant factor, particularly in rural
areas. A reduction of 1 kiometer in the disiance lo a faclity would increase the
probability of treatment by 2 per cent. |In rural sreas; nearly 80 percent of the population
lives more than 4 kilometers from a health faclity: aboot 50 per cent lives more than 11
kilometers away, Much of Ethiopia is characterized by rugged temain and little or no
public transportation, and therefore even a relatively short distance can be difficult to
fraverse.

There is only one health station for every 23 D00 people {compared with 1 for every 8 000
for Sub-Saharan Africa) and cne health center for nearty 300,000 pecple.

There Is one doctor for every 35.000 people (compared with 1 for every 10.000 in Sub-
Saharan Africa), 63 per cent of all doctors are locsted In Addis Ababa.
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Puorfacilitﬁasmaraueﬁmmemﬂcheaimmm. There is 1 hospital bed for every
5,000 people, 1 x-ray machine for every 500,000 people, and 1 HIV screening center for
every 800,000 people Of 89 hospitals only 41 have operating theaters, o serve a
population of 54 million pecple

The quality of services offered is poor, Surveys showed that about half the facilities had
no supply of antibiotics (this is a measure of quality)

With distance and income being held constant in regression analysis, an individual's
educational status has a strong influence on whether he or she seeks treatment. Both
primary schooling and pest primary education increase the probability of seeking
trieaiment

Cwerall, females tend to repon a higher incidenca of ilinesses than did men, particulary
those over 10 years of age At the same time. however, mothers’ education has a sirong
impact on whether treatment is sought. It also has a strong impact on whether a child |g
immunized and on the nutritional status of young children in general,

Ethiopians use a wide variety of health service providers. across INCome  groups.
Pharmacles and drug vendors, bath predominantly privately owned are utilized by 25
percent of the poor and 11 1o 18 per cent of the other Income groups. Health posts;
centers, stations, and hospitals, mostly govemment owned, are used by 52 per cent of
the poor and about 50 per cant of the other income groups.  Richer households tend to
use hospitals mare, while the poor use the lower-level faciiifies. About 14 per cent of the
health stations are owned by NGOs: mainly religious missions, and about 5 per ceny by
other privale cwners

Until recently, government health expanditures were hiassd loward haspital-based
curafive services in urban areas.  Curative services constituted almast 80 per cent of total
govemnment health expenditures in 1994 As a result. coverage rates for most disease
prevention and control programs have been low. In 1995, lese than 20 per cent of
pregnant women received antenatal care (compared with over 60 per cent in Sub-
Saharan Afnca). Only 25 to 30 per cent of children were jmmunized Through mast of
the 1980s, the share of personne! costs in health costs increased. reaching 65 per canl of
the health budget in 1990 This increase came at the expense of spending on drugs and
facility mairtenance

Since 1992 there has been a gradual but significant recrientation of the govermnment

health budget toward facilites outside of Addis Ababa, away from hospitals, and toward
Increased purchases of supphes. A large share of the increasad spending has gone fo
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drugs. and the propeortion of salary costs has deciined to 53 percent, yet, most facilities
repor shortages of supplies.

The high levet of malnutrition in Ethiopla are among the most senous determinants of the
well-baing of the population; poor nutriion undermines child development. the cognitive
abilities of schoolchildren, and the productivity of the workforce

Ramd urbanization associated with the spread of slums and squatter force thousands of
dwellers 1o live in avercrowded and unhygienic condibons.  Such seftlements are
breeding grounds for infectious. respiratory as well as contagious diseases as they have
acute shartage of clean water and sanitation

The water and santalion coverage in Ethiopa has been very law.  Waler coverage for
urban areas s higher than that for rural. Sanitation coverage is worse n rural areas,

3.3.3. Nutrition

The senous malnuinbon of the Ethiopian population are very well documented and are
senous causes of concem. In part the high incidence of ill-health can be attributed 1o tha
very low levels of nutnbon.  The Word Bank's study on the social sector summarnzes its
findings as follows.

Protein-energy malnutrition measured by stunting (low height compared with standard
heaght for age) affects § milfion children under five years old. "

Between 1983 to 1986 the rate of stunting rose from 60 per cenl 1o 64 per cent

The number of children curmently affected by wasting (very low weight for height) is
estimatled at 470,000 and is respansible for the high infant merality ate.

Nutritional deficiencies acocount for 7.8 per cent of all deaths (50 per cent under age 5),
and 9.3 per cent of DLY's lost. Taking into acccunt the interaction of nutrtional deficiency
with aother chiidhood diseases like measles. ARI and diarrhea; the total and indirect
contribution to mortalty is 29 per cent.

In teims of micro nutnent deficiencies, findings are as follows:

. lodine deficency disorder (IDD} affect 10 million people. 71 per cant in some
regions and 31 per.cent among schooichiidren. The deleterious effect of IDD on
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Pregnancy outcomes are severe: about 13,500 neonatal deaths yearly, 14,800
still birthys, and 20,000 miscamiages

. Vitarmin A deficiency, manifested in blindness (Bitot spot), affects 1 per cent of
children under 5, compared with the 0.5 per cent fevel maximum sel by the
World Health Organizaton Recent survey indicates that 5 million children
under age 6 show subclimical manifestations of vitamin A deficiency, which
could lead o blindness

. Anemia affects two-thirds of women of reproductive age and is partly
tesponsible for the very high matemal mortalty, ranging from 450 to 1,540 per
100,000 births

The rural surveys show that protein-energy malnutiiion (PEM) measured by low BMI
(body mass index), affects 25 per cent of the adult working population.  The impact on
agricultural productivity is likely 1o be high since agrculture n Ethiopia s based on
manual labor Loss of agrhcultural output due 1o poor nutribon In the labar force s
estimated at about 10 to 15 per cent of agncultural production

These specific findings of the Word Bank as well as studies by govemment departments
and research Institutions are instructive in the identification of the cause of low human
developmeni and ame suggestve of the polices that are needed to emancipala the
people from the poverty trap.  This chapter has shown that the most Important factors
explaining low human developments are very low per capita income. low levels of
education and health services as well as poor nutntion. These would be discussed |n
more-detail in the next chapter dealing with education and health
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V
EDUCATION AND HEALTH IN ETHIOPIA*

1. INTRODUCTION

If, from the inputs to growih and development that nclude capital, labour and land one
is to pick the most critical factor of production, labour must, undoubtedly, head the lisl
It has long been accepted that a development policy and strategy that acknowledged
physical capital as the most critical factor of growth and development was wrong and
thal countries such as Ethiopia that failed to pay heed to the development of their
human resources are now paying heavy price. The need to focus on human capital
as the mosl critical inpul in the development process would grow more acute in the
knowledge driven economy of the 21" century It is therefore necessary 1o have a
well-focused and targeted human resource development stralegy

Simply stated, the era of cheap and unskilled labour endowing a country with a
comparalive advantage over those that lacked it is history and has is in fact become a
burden. The economic history of those countries that have successfully negotiated
their way through the intncate path of development condusively shows thal human
capital is the quintessential key to their transition from poverty and backwardness lo
affluence and the cutting edge of technology. While investmant in physical capital is
important, countries would need to have people who are healthy and sufficlently
skilled to man it, repair it when it maffunctions, and adapt it to and developdan
alternative and appropriate technology. Although some of these functions can be
“learned by doing”, skills of these nature are nol powerful encugh to endow the nation
with dynamic and appropriate technological base lo lead it through the difficult maze
of development and locate it on a path of a seff-sustained growth trajectory.

While the last chapter focused on the state of literacy (with emphasis on formal
education) and health, this chapter would go over the same terrain from the
institulional perspective. Accordingly the chapter looks.at what the government and
the private sector are doing to alleviate the problems and consiraints facing these two
important components of human development.

“The ediors wolid fike to express ther mdebtedness 1o Ato Getahyn Tafessa’s background paper on which
this chapter s largely based
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2. EDUCATION

Although modermn education was inftroduced info the country about a century ago, it
has yel to generate sufficlent inertia to spearhead the nation's development.  This
failure is mainty due lo capacity imitations lo accommodate demand as well as the
relevance of the curriculum to the realities and developmeant problems of the country,

Recently a new and wide-ranging education policy has been drafted ‘and put in
practica.  The changes and reforms underiaken include among others, the
decentralization of the management of education, curriculum reform and changes in
the educational structure.  More over, the new paradigm acknowledges the
importance of the private sector and invites their paricipation in the provision of
educalional services. Although the Initiative of the government partnering with the
private sector in the provision of this cntical service is a move in tha right direction, its
affective implementation has been thwarled by constraints beyond the control of
prospective investors

The second area of reform is in educational administration, In the past education
management had been highly centralised, with the Ministry of Education being
involved 1o the lowest level in all parts of the country. The school system untll recently
was structured with pnmary education representing grades 1 to 6, junior secondary
education grades 7 to 8 and senior secondary grades 91to 12

Many schoels throughout the system are dilapidated because of long neglect ﬁm:r
damage. Low and declining quality has been a prablem leading to high dropout and
repelition rates, especially for gifls.  The poor performance of primary schools was
linked to the lack of adeguate teaching materials, inadequate teacher training and
motivation, and a cummiculum that failed to distinguish between regional, cultural and
linguistic diversities.

But the most critical Issue and one that needs immediate attention is the conspicuous
tack of purpose and objectives of education, With emphasis on academic training, the
system has falled lo produce graduates endowed with skill and knowledge to help
them cope in the real world and render them useful to themselves and 1o the nation at
large. We would want lo refterate the fact that the educational system in the country
are developing into a major source of the unemployed and unemployable people.
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Z.1. Quantitative Indicators

The education sector in Ethiopia is beset by a number of problems, not least of which
Is capacity limitation. Indeed, access to education is very limited. According to
MEDaC statistics’, for example, only one out of four primary school age children are
in primary school and that three-fourth of school age children do not go to school
Furthermore, secondary education is accessible to less than two out of ten youths,
while tertiary education is opan only to a small fraction of those who have completed
secondary education. This is very alarming. especially considering the implications to
the future manpower needs of the country and relative to the knowledge driven
economy of the 21" century *

This dismal picture of manpower devalopment capacity is depicted in Table V.1 which
shows treénds in primary and secondary school enraliment over the period 1986/87 1o
1594/95.

Prmary school enrollment declined both in absolute 1erms and as parcent of school
age children continuously. In absolute terms it declined from a high of 2.9 million in
1987/88 to 1.9 million in 1692/83. The proportion of school age children attending
school declined from: 35 per cenl to 18 per cent receplively Starling In 1992/83
enroliment has reassumed the positive trend, although it has yet to catch up with and
surpass the level achieved under the previous regime

Table V.1
Trends in Primary and Secondary School Enroliment in Ethiopia, 4
1986/87-1934/95. - .
YEAR PRIMARY ENROLLMENT SECONDARY ENROLLMENT !
[EVEL | RATE LEVEL RATE
| 1986/87 | 2736517 742,300
1987/88. 2884033 | 35 842,700 174
1991/92 2063635 | 20 775,200 1.2
- 1992/93 1855638 23 712.489 92
1993/94 2283638 29 | 714.145 15.4
1894/85 2722162 ! 747,146

]
Sowrce: Compiled from MOE Annual Basic Educaban Stabshics (various years)

"MEDAC 1997 A Report on Human [evelopment m Ethiopia (MEDaC, Addis Ababa)
World Henk 1998 World Development Report (Oaford University Press for the Warld Bank )
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As shown in Table V.2, the number of schools at different levels has generaily been
rising during the last decade. The slight decline in number of schools observed in
1892/93 is largely due to the exclusion of schools in Ernfrea, which seceded from
Ethlopia in 1982, Although the number of schools have increased right through the
last years of the past regime a significant number, and particularly those in the
proximity of aclive war zone, were nol operational.  This parlly explains why
enroliment declined during this pericd.

Table V.2
Number of Schools (Government & Non-government) by Level of Schooling

[ 1986/67 | 1987/88 | 1991/92 | 189293 | 1993/94 [ 1994195
| Primary 7838 8373 8434 8120 | 8674 | 5278
SeniGe 841 1064 1149 1099 1167 1230
Secondary | | _
i 258 2| 2sa|  2r9| 103 | 330
Swecondary | | B
Total GOEE §708 | 0867 468 | 10184 | 10836

Source: Annual Education Statstics (MOE, 1954 1995 & 1996)

On the other hand, school construction at different levels increased rapdly during and
after the transition penod, but this has not been matched by a similar growth in
anroliment. Although anecdotal explanations abound, incdluding the negative Impact of
the change to local language as the medium of instruction and disenchantment with
education, particularly in the rural areas, the reasons for the slow growth In enrollment
during the post transition penod are ngt clear and need further investigation 4

Other problems relating 1o the educstion sector include:

=l Low Literacy Level: Mare than seventy-five per cent of the population are
illiterate. The overall iteracy rate in 1996 was 23 per cent”

by High dropout and repetition rates. Both primary and secondary schooling
have shown high drop out and repetition rates. Student drop out rates al
primary level actually increased rising from 28,1 per ceni in 1887 to 2896 in
1991, declining to 26.5 in 1992 but jumped to 38.2 in 1983" At a national
level, 9.2 per cent of primary school students in 1994/35 were repeaters’

' MEDAC, Welfare Monitorng Lisit 1997
PMEDGC, 1997 Thid
S ITHRID, 1996
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£) Limited access to tertiary level education: Although the priority concem in
the country is on expanding basic education, the capacity at tertiary level is
also worrisome. The annual pool of high school completers is very large
compared to the capacity available at terhary level. As a result, thousands of
high school graduates annually become unemployed falling 1o continue their
higher education or access productive employment.  This is mainly because
the national capacity al the tertiary level does not accommodate mare than
10% of the student population that completes grade 12 annually,

The conclusion that emerges from this, albeit sketchy, statistics are that an educated
and skilled manpower development capacity of the country is very inadequate and is
distressing for a number of reasons 1) The existing labour force is mainly unskilled
and less productive and can hardly contribute to fast economic growth,  2) At the
same time, the majority of children do not go to school and the future size of the
iliterate labour force is likely to continue to grow proportionally. The human resource
situation of the country is thus beset with short and long term problems

2.2, Quality of Education

In discussing education, it is important 1o look into its effect on production and its
capacity of empowering the benefiaries through scquisition of knowledge,
sharpening their cognitive skills and the extent to which their motivation for
achievement is nurtured. In turn this requires an analysis of the quality and relevance
of education sludents are made to absorb in class relative to the pressing needs of
the: country %

As pointed out above, the education system in the country has for a lang time been
more a manufacturer of unemployed and unemployable cadre of students rather than
skilled manpower. In the main the education that they are made to absarb in dass
are jrrelevant and therefore unproductive. Some of the major factors behind this are
elaborated on below.

Theory focused: The curriculum at all levels of schoaiing is loaded with theary and
is:not designed 1o link theoretical knowledge to practical real [ife problems. As in
many developing countries, the students are getting genaral education when the need
i5 for skill®. As Kirdar and Hag (1988) point ouwt, this tendency is due fo distorted
prionties, -and inculcating distaste for manual work and wrong incentives Closely

" Kirdar and Hag. 1988, Manapimg Human [Development
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related to this, tutorial classes are not common. The linkage between the structure of
education and the structure of the economy is also very poor.

Singe the cumculum does not generate useful skills, enroliment even where schools
are available tend to be low because households may prefer to keep their children on
farms instead of sending them to school. However the low benefit and utility parents
atribute to education is more a rural phenomenon. In the urban milieu, parents tend to
consider education as perhaps the only escape mechanism from poverty and a
means to a belter future

Lack of civic education: Civic education is not included in the education
curriculum, Civic education is, however, required especially at primary level to bring
up children who are well informed about their national identity, human rights,
democratic issues, valuas and attitudes required 1o contribute to society's progress,

Lack of dynamism: The exisling system of education lacks the capacity 1o develop
openness, assertiveness and creativeness among students, A good example of this
problem is reflected in leacher-student relationships, which tend to be sliff
paternalistic and fault-finding. In general, the schooling method is mainly a one-way
instruction system allowing for little encouragement for the active participation of
students,

Lack of Vocational and Technical Education: The level of competence of a
country's workers and technicians is central to the flexibility and productivity of its
labour force.  Since the number of vocational and technical schools in the country li
very low, productive manpower generation capacity is severely limited.

Other indicators of the low quality education are high pupil to teacher ratio, highly
crowded classrooms and implementation of a shift system reducing time spent in
schools and creating a burden on teachers. The average student-teacher ratios are
50:1 at primary and 40:1 at secondary levels with wide variations between regions’.

Apart from the limited availability of schools in terms of physical structure, a problem
in the past has been a failure to address the needs of diverse ethnic, religious and
linguistic groups in the country. Until recently, the language of instruction was
Amharic which created some bamers to non-Amharic speakers. Students’
achievement is hypothesized o be greatly enhanced when teaching is done in their
mother-tongue as they are also more expressive and participate actively in the

TIHRD oG
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tearming process when taught in a language they speak and understand properly.
This problem has currently been addressed by adopting the local language as the
medium of instruction. It however needs to be strengthened by the supply of
adequale teaching and reading matenials as well as teachers

The limifed expansion of the schooling syslem in the past was also due 1o near
monopoly of the sector by the government  The suppression of the privale sector in
favor of cooperatives and socialization during the last regime prohibited the expansion
of schools by private investors  Nen-governmental schools mainly run by religious
organizations are, however, better organized and provide a relatively better guallty
education. although they may not adeguately address the diverse needs of studants in
fhe country. Missionary schools, for example, may not draw suffident demand
response n Muslim communities if their teaching includes morale and other Christian
raligion related topics

The school calendar s also fixed throughout the country and may pose problems n
some rural communities where farming activities coincide with the school calendar.
Far example, Seplember, the beginning of the school year 8 an agriculluraily
intensive month in most rural communities, as a resull of which parents may be
pressed fo keep children working on the farms

Of the major problems identified above, the low level of enrgllment rate and
imelevance as well as poor quality of educaton need 1o be urgently rectified if tha
seclor Is 1o serve as an agent and engine for social and economic development. 4

2.3. The Regional Dimension

Low participation rates are further complicated by the prevalence of very big regional
disparities. Although average national primary education participation has reportedly
reached 26 4 per cent in 1988, adual distribution among and within the regions varies
widely. More than halve of the regions have enrollment figures far below the national
average. Participation rates @among the regions range from a high of 75 per cent in
Addis Ababa to a low of 1.5 per cent in the Afar Reglon with wide difference’s existing
among zones and woredas within these extremes. In almost all cases, urban areas,
and male students enjoy higher paricipation rates at all levels of the educational
system
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2.4. Number of Teachers and Schools

The Education Sectlor Review produced by the PHRD project office in November 1936
underlines the urgent need to increase the number of teachers at all level of
education. In 1994/85 there were B3.113 teachers in primary. 11,544 in junicr
secondary. and 11,235 in senior secondary.  Female leachers constituted 27% of the
primary, 11.8% of the jumor secondary and 85% of the senior secondary teaching
force. Of the teachers deployed at the three levels. 8.3% of the primary, 11.6% of the
junior secondary and 18.5% of the senior secondary school teachers were tzaching in
non-govemmeant schools

However, the general impression s that the supply and demand for teachers in
Ethiopia are cften mismalched either in number, qualification or both ndicating the
lack of an appropnate education man power development strategy,

In terms of both enoliment and number of schogls, pnmary schogls constitute the
largest component of the Etlhiopian educational system. A tolal of 89276 schools
catered for student enrollment thal reached record level of 2.9 milllon in 1987/88,
which declined to 1.9 million in 1882/83. This was mainly becausa of the intensified
civil strife during the late 80's and more 50 in the early 90s. As the table below shows,
the dechning trend has been reversed since 199293, Primary school enroliment in
1984/95 reached 2.7 million, exceeding the 1991/92 figure by 21 per cent. The
number of primary schools also increased at an average annual growth rate of about
7 per cent during this perniod,

Table V.3
Enrollment by School Level

1986/8 | 1S87/B | 19B8/8 | 1989/ | 1580/8 | 1931/5 | 1392/5 | 1993/ | 1994/9 |

T B ) ) T 4 3 f 5
E T TEETT 2. EBs 033 7558 T30 TEEIZ 3 Oy E T ALE mua 233 s .|
£
_E g AT [us and e dra amn 218 Lo Maan a8 =01 147 dz7e M8 230
[
3% |
i E 318 305 | ITE T AR #8577 g ol LaL-Be. =3 ol 5T 1ea MR ]
=
L

Sourca: Wetare Monitaring Unit M_:E[}a:'_'.



There has been a favourable development in the share of school attendants. with
primary school enraliment in the total school enroliment increasing from 73 per cent in
1991/82 to 79 per cent in 1994/95. Secondary school enroliment accounted for about
11 per cent of total school enroliment in 1994/95.

Level of enroiment at secondary level was the highest in 1988/89 reaching 850
thousand, but declined until 1992/93 when it reached a low level of 713 thousand

Since then enroliment has picked up although at 3 low rates of growth.

Fig. ¥ 1 EMHOLLMEMT BY SCHODL LEVEL
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2.5. School Enrollment Rates

In 1996 nearly 3.5 million students were enrolled in the education system, with 2.7
million in primary education and 747 in secondary education. There are gross
disparities in these paricipation ratios among regions, among urban and rural areas,
and across gender,

On the basis of this statistics, only one in four chidren of primary school age was
enrolled at school. Less than one out of ten were enrolled in secondary education
and one out of a hundred in tertiary education. The overall primary school nel
enraliment rate for the country was 21 per cent. Primary school enrollment rale for
males was 24 per cenl while females had an enroliment rate of anly 18 per cent. The
urban areas had a higher rate of enrollment level than rural areas. Overall primary
school nel enrcliment for the urban areas was 68 per cent compared to 12 per cent for
rural areas.

2.6. Repeaters

A study carried out by the Pelicy and Human Resource Development Project on the
Education Seclor Review in 1898 shows that country wide, rates of repetition in all
grades ranged from 2 to 6 per cent. Repetition rates were higher in grades 1 — 3 and
7 — 8 than in other grades at 4 and 6 per cent respectively. Among the sexes mare
girls repeated grades 4 to 10 in both urban and rural residences. There were legs
girls repeating in grades 11 to 12 where the number of boys who were detained w
almost four fold compared to that of giris in urban areas (see Table V 4 for details).

Repeaters at regional level and category reveal interesting insights, At the primary
level, repeaters are higher in Afar, Benishangul and Amhara regions, with very high
female proportion. At the junior secondary level Amhara, Oromia and Tigray top the
list. At the senior secondary, Benishangul, and Harar have the highest proportion
with heavy gifl repeaters of as much as haf and third respectively.

It Is also interesting to note that the number of repeaters is positively comrelated with
advancement in class and category. Total repeaters increase from primary (lowest] to
junior secondary and senior secondary (highest). For girl students the rate of increase
is higher at all levels,
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Table V.4
Repetition Rates by Rural/Urban Residence and Sex

Urban/Rural Percentage of Students who Repeated Grades

and Gender Grade1-) [ Graded-6 | Grade7-8 | Grade9-10 | Grade 11-12

Rural

Male 4 24 1.29 554 . =

Female 3.78 262 867 z -

Total 411 1.67 695 8 .

Urban

Male 344 222 421 279 509 |

Female 388 106 687 518 135

Total 3.M 268 568 349 3.07

Urban + Rural

Male 386 1.80 4 B4 225 3.78
“Female 389 265 734 496 1.26

Total 353 230 | 559 356 255

Source’ PHRD Study on the "Housshoid Demand for Schooling’ (PHRD 1556)

Table V.5
Reglonal Percentage of Repeaters by Level, 1994/95

Reglon Primary Junlor Secondary | Senior Secondary -

Boys | Gins | Total | Boys | Girls | Total | Boys | Giris | Total
Tigray 701 328 24 | 133 20| 183 8.3 | M 147
Afar 123 171 | 142 48| 227 | 1682 | 14z | 371 | 2204
Amhara 86| 127 | 12| 164 | 257 | 209 | 1.8 | 245 1.7
Cromia 7wz g4 | 45| 253 | 192 | 19| 243 65
Somalia B2 | 1285 94 | 20| 7| 64| 3| 77| 1486
Ben -Gumuz 85| 118 | 104 52 135 78| 12| 530 328
SENNP 6.0 80 EE| 16| 135 | 142 104 202 128
Gambell 67| 108 81 64 | 147 78 47 | 108 ]
Haran 77 CR| B3 | 140 | 158 | 188 | 223 | 230 271 |
Addis Ababa ] 98 82 | 71| 222 198 150 16985 174
Dire Dawa i 119 | 140 129 | 1654 166 | 165 141 128.| 135
Total | 75] 108 B7 | 46| 235 185 | I 223 | 1B8

Source Ministry of Education, 1996
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2.7. Dropouts

The same study reveals that a large number of students dropout from schoal for
various reasons. Out of those who discontinued education, the majonty (about 22 per
cent) did so mainly due to opportunity cost of schooling, [e. because they were lied
up with work, This was followed by failing In exams (21 per cent), unable to afford
going to school (6 per cent). because of perceived low utility of education (2 per cent)
school too far (1 per cent)

Table V.6

Drop-out Rates by RuraliUrban Residonce and Sox

“Urban/Rural Percentage of Students who Repeated Grades
_nEnnunr “Grado 1 -3 | Grade 4 -6 j Grade 7 -8 | Grade 8- 10 l Grade 11 - 12
Rural

" Male R D] 2533 | EXE] 220
Femala 2958 | 1004 2208 | 21 49 EFR ]
Tolal 3072 | 1664 | 24.23 | 16.03 24.08
Urban

ale 5 4E 714 1444 1597 10.40
Female 1084 1585 1186 ~ 1914 T
Tetal LEF 1063 13.07 1810 10.78
Urban + Rural *
Mala 2355 1252 758 | 1473 13.45

| Female 18.61 1317 1366 | (EFD 12,56

ot 2785 | 1260 582 | 1665 7302 |

Sourca: PHRD Eiud'r on the “Housahold Demand fﬂf Echogling” (PHRD 1936)

An imporiant fzature of the high rate of early deparfure from the system is that nearly
half the number of children who enrell in grade one do not continue to grade two. This
low rate of retention makes it hard to assess net annual Increases in enrollmants,
which appear in some areas o be very high



2.8. New Education Policies and Strategies

Following a change of government in 1981, a new education and training policy and
strategy has been introduced and implemented. Elements of focus under the new
policy and strategy are as follows:

“Universal primary education.  the expansion of the averall education system is
stressed with particular emphasis on atteinment of basic education for all’

“Emphasis on civic educalion: Orientation of the schooling system is stressad 1o bring
up citizens who respect human rights, equality. justice and peace, endowed with a
democralic cullure and discipline.

*Focus on skill formation: the policy s designed to promote relevant and appropriate
primary education and training to all, including the disabied, through formal and non-
formal programmes to meet the demand for skilled labour.

‘Language of instruction. the policy recognizes the rights of nations and nationalities
0 be educated in Iheir languages, while providing languages for national and
International communication

-

Drientation to developmenl: emphasis is made to make education a supporive tool
for developing traditional technology and for utilizing modem technalogy

4
These restructuring and reforms of the educational system are necessary and
welcome step to making it more responsive and appropnate o the needs of the
nation. Most of the quantitative and qualitative problems discussed earlior seem to
have been recognized and addressed in the new policy and strategy. However, policy
Intent and strategy formulation are the first and necassary measures but these need
to be vigarously implemented if their intended impact is to be realized.

Some positive achievements made since the transition period are as follows:
Resource sllocation: a singular signal of the govemment's commitment to the sector

Is an increase in public resource alflocation The share of expenditure on education
relative to the total government expenditure increased from @ per cent in 1990/91 to



14 per cent in 1995/96 and is expecled o continue on the same trend in the years
ahead.

Construction of pimary schogls Mainly due to increased resource allocation to the
sector encouraging resulls have been scored in the number of schools newly
established in the las! few years. On average, 550 new schoaols have been
constructed on yearly basis since 1981 Only about 300 schools were constructed
annually for a long period under the previous regime

However, the construction of new schools has yel to be matched by teacher trainiric
facilities and the preparation of books and ather training matenals

Salary adjustment and establishment ol carear hierarchy. Tha salary of teachers at
different levels of the schooling system has been adlusted upwards. In addilion,
unfike In the past, different levels of promotional career that reflect teachers
experience and capacity have been created which provide addilional incentive o the
leaching profession.  These measures are likely o improve the marale of teachers
and are expected to contnbute to the improvement of the quality of education.

Curriculum upgrading: In line with the overall policy intent of making education
relevan! for practical development needs and formation of the rght attitudes and
values, new cumculum has been developed and is being tested on pilot phases.
While the actual benefit and success of this measure can only be seen over the long-
term, it Is. however, a step in the nght direction 4

Addressing language barmer As pointed out earier, the medium of Instruction at
primary level has adopted local language throughout the country, This measure s
likely to boost the morale of children and enhance their participation and knowledge
formation.

Decentralized administrative  structura: To this end the management and
administration of education has been undergging far-reaching changes. The
maragement structure of education is being decentralized with the central
governmen! ceding more power and responsibility fo regional govemments.
Educational institutions are expecied to be awtonomous and accountable o
beneficiaries and scciety at large. Furthermore, the private sectar is being invited to
take part in the education sector, and 15 increasingly taking up the challenge.
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Box V.1 \
Strategy Highlights

< Curniculum preparation, implementation and evaluation based on
Integration of education, research and development;

4 Integration of education, research and development,

< Nationality language 1o be the media of instruction at primary level:

< Teaching of Amharic &8s a language of countrywide communication,

< Restrucluring of education organzation and administration in ine with the
decentralization measure and regionalization measures;

< Community participation in the management of schools;

< Autonomous functioning of educational instilutions. especally al the
tertiary level

“  Introduction of cost-shanng mechamsms,

(ﬂpemal privileges to those who have been deprived of educational

oppartunities, and for women

2.9. Major Problems that Still Need to be Addressed

‘Extremely low participation rate: Seventy-five per cent of the children in the muntr*
are not attending primary -school The current level of primary school enrollmen
remains more or less at the same low level of enroliment achieved ten years ago

*Mewly created language barmiers: The measure to introduce local nationality
language as the language of instruction at primary schools s nat, for example,
malched by availability of teachers who are very well conversant with the newly
adopted medium, There is also a8 conspicuous dearth of teaching aid, including
bocks, to accommodate the new medium of instruchon

Ettinic minarilies who do not speak the local language 1., children whose mother
tongue is different from the locally spoken language have engendered problems
which requires attention. This has important implications for migration and diffusion
of the population
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«Political intervention: Interference and interventions by local governments and
political cadres in the administration and management of education are rampant and
are likely to impact negatively on the teaching/leaming processes. In particular the
politically biased implementation of the incentive structure is very inimical to effective
and active educational administration

*Barriers {o continuity of education. School drops out rates remain high especially for
girls, In addition, high repetition rates are common features far both boys and girls
especially at lower grade levels. This problem needs (o be focused on

The problem of continuing education at tertiary level is very grave. The capacity of
universities and colleges are very low compared lo the needs of the country and
potential students who could join these institutions. Only a small percent of high
school graduates are able to join tertiary level of education, The majority of tha
students, lens of thousands annually, discontinue their education and join the ranks of
the unemployed no! because they don't have the academic capability 1o study at
tertiary levels bul simply because the instifutions do not have the capacity 1o admit
them

2.10. Structure and Curriculum

Up ta 1984 the structure of the educational system comprised six years of primary,

two years of junior secondary and four years of senior secondary. A new structure

has been developed which is in the process of being introduced with the following su&*
]

up:

s  kindergarten for children aged 4 —6:

8 years of pnmary education divided into two cycles of bazic education (grades 1-
4} and general education grades 5-8,

general secondary education grades 8-10;

senior secondary education grades 11-12.

a technical and vocational stream, grades 11-12;

higher education of 1-2 years for diploma and 3-5 years for undergraduate study,
In addition a system of technical and vocational training parallel to the school
education system are envisaged,

adult education

« special education and

e distance leaming

* Transitimal Government of Fthiopia, 1994 14
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Te change the curmiculum from "academic™ to “practical’, the govemment has
embarked on a program of reform, with the inlention of expanding vocational and
lechnical education,

2.11. Educational Resources

The government has Introduced a new program of action, the Education Sector
Developmenl (ESD). Generally, overall ESD Program emphasizes improvements in
the quality of education, and promotes a more equitable distnbution of educational
opportunities through out the country. It presents a five-year seclor strategy and
expenditure program and is designed to expand educational oppartunities and |s
envisaged as a firs! step 1o achieving universal pnmary education by the year 2015
The program is set within the educational reforms (Education Sector Strategy)
adopted in September 1994,

While recognising the need for a balanced development in the seclor in order lo
achieve its goals, the emphasis for the immediate future has been placed on primary
education. However, this approach requires extreme caution. In particular all the
good work done at the primary level could be placed at risk if the graduates from this
sector are not provided with follow-up and skill enhancing opportunities. Furthermore,
the authorities must be very much aware of the danger of relapsing into iliteracy and
therafor ensure a continuum of traiming and education

2.12. Trends in Public Expenditure on Education 1

A shift in the pattern of public expenditure on education can be observed, reflecting
the government's strong commitment to human resources development. There has
been a nolable increase in govermmment expenditure on education since 18991/92.
Total public expenditure on education more than tripled during the past decade,
increasing frem Birr 416.3 million in 1986/87 to Bir 1.34 billion during 1995/56.
Althaugh the education sector share of expenditure in GOP has risen from 2.8 percent
in 1986/87 to 3.5 percent in 1895/%6, it is still lower than most Sub-Saharan African
countries, which allocate more than 5 per cent of GDP to the sector.

A breakdown of expenditure on education shows that current and capital expenditure
claimed B4.2 per cent and 15.8 per cent respectively during 1986/87. This share
changed significantly after a decade into 71 per cant current, and 29 per cenlt capital
expenditure during 1985/96. Although both recurrent and capital expenditures on
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education were generally increasing durng the past decade, the share of capital
expenditure in total education expenditure went up from 8 8 per cent in 1890/91 to 24
per cent in 1994/95 and nearly 30 per cent in 1835/56.

The Share of education expenditure in both total expenditure and GDP wenl down
from 101 and 2.7 per cent, respectively, in 1888/87 to 92 and 25 per cant,
respectively m 1980/81 due to the government's pnooty of financing the war  The
shares was increased dunng recent fiscal years and nsing to 150 per cent of
government tolal expenditure and 3.5 per cent of GDP

Another feature of the shifts in the pattern of expenditure in education is that recurrent
expenditure on educalion has ihcreased duning the past five fiscal years, from Birr
443 8 million 0 1990/91 to Birr 910 1 million in 1995/96 This s understandable and
expecled since investment in new educational faciiies engendars running casts s
also gratifying to nole thal while recurrent expenditure increased two-fold, capital
gxpenditure aver the same penod increased more than ten-fold to address the urgan!
need lo rehabilitale and reconstruct physical infrastructure which detenorated badly
during the civil war years as well as expand the educational infrastructure

Table V.7
Education Expenditure as Percentage of Total Government Expenditure and GOP
[ m | m o (] L ) w
o o o o o &
g2 | & |3 |5 |2 |8 |5 | 8|82
-] [~ o = - (=i @ & o ;|
— — — — - — - - -
! ! = % ! ! B
|
EEY | 1878 | ton | 1oE1 top7. | voE3 | t1esa | 1gas aks | 198 g1
| As % of Total 1 1
| Gewarnment 17 * 88 ED a3 5.5 172 13 13 B 124 | ED
Esperdiue
As ol GDR
gtmp 27 28 28 2.7 =5 F2-) i ¥ G - [ 368

Bpurce. Wekare Mandanng Unit, MED2C

The total government budget for higher education more than trpled dunng the last five
fiscal years, increasing from Birr 548 milipn i 1990 o Birr 201 4 millon in
199586 in nonmnal terms: In real terms (defiated by usmo consumer prce: nrdey
199091 prices) the increase amaunts o maee o hwice the TS0 allacation
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2.13. Key Recommendations in the Education Sector

While the intent and direction of the reforms the government has instituted is laudable
and 15 on the nght track, more needs to be done not only 1o expand the opportunities
but further fine fune the curcutum such that it produces people with markatable skills
at all levels-pnmary and particulary al the secondary levels.

Secondly, these mtentions and refarms need 1o be translated into practica. This is the
mast difficult but necessary task, requiring resources, argantzational and Institutional
capacity and dedication, attnbutes thal seem ta be in short aupply

Cine way 1o reduce the pressure on public resources is 1o open the sector to privale
investors at all levels of the educational stream — kindergarten to univarsity  In this
Iniiative the govemment should set minimum standard and ensure full compliance by
practionaries. The current requirements are too stnngent and are not mat by any ol
the gavernment schaols  Second and equally important is the issue:of getfing land for
building schools  Although the govermment promised 1o provide tand far this PUrpose
autside the lease system and on favorable tarms and condiions, this has not obtained
iy practice The two requirements of license and land acquisition are major
constraints kmiting privale seclor paricpation

Thirdly the government must rethink its commitment to charge fees as a modality for
cost shating  This is eritical in view of the paverty of the large mass of population and
theretore aflordability. The need o build up a minimum critical mass of highly trained
manpower to kick-start and sustain a robust national development would have ave
fide any cost consideration.  In particular the expansion of private suppliers :ﬁ
education at all levels means that those who remain in the public institutions are those
that cannat afford to join the high fess

3. HEALTH

The gavernment = major prowider of health care in the country.  Govermment
Invalyement i the heaslth sector is justified for vanous reasons. including limited
infarmation in and fack of health markets. extermaliies, non-existence of health
msurance, and distibutional corcems,  Since both public and prvate sectors are
involved, decisions have to be taken about public provisien, public financing -and
regulation of the prvate sector to ensure efficient and equitable services to the
population
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Available data indicate that the majority of ill health in Ethiopia is refated to potentially
preventable, communicable diseases and nuiritional disorders  Low socio-economic
statlus. poor environmental conditions and poor coverage of health and other sooal
services have contributed to high morbidity and mortality profile.  The low health
status of the people is refiected in high infant mortality rate, which is estimated at 111
per 1000 live births and a life expectancy of the population of 52 8 years

The governmenls a new health policy ams at decentrabsation, of power, and
development of an eqguitable, preventive and acceptable standard of heallh  The
participation of the private seclor and non-govemmental ofganisations in the provision
of health care services are also promated and encouraged

3.1. Health Profile

Some ndicalors of the ‘generally poor health status prevading in Ethiopia are
presented n the Table V B

Table V.8

Major Indicators of Health Status in Ethiopia and Sub-Saharan Africa
Indicators Sub-Saharan Africa Ethiopia
Infant Mortality Rate g7/1000 11111000
Child Mortality Rate 114/1000 161/1000
Maternal Mortality Rate Tooo 1041060
Life Expectancy 50 48
Access to Safe Water 51% 25%

Source UMDP, 1997 Human Deveiopment Report and MEDaC WMU 1887 Human
Development Repan fer Ethiopia

Some of the root causes of the poor health status of the population can be traced to:

#» Lack of access Io clean waler  Riversfiakes remain the most imporant source of
water for the majonty of the population. Fifty four per cent of the population in
rural areas use this source of water for dnnking. cooking and sanitation purposes
Since such waters are fargely unsate. it constitutes a major risk to health. Given
that only 28 per cent of the rural population and 75 par cent of the urban
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population have access 1o clean water, water bome diseases |ike malana,
tharthea, elc  are, therefore, commaon health problems m Ethiopia

« Lack of adeguate nulriton’ Varous studies have confirmed that malnutrition is
rampant in the country and is among the highes! in the world A nutritional survey
conducted in 1992 revealed thal half of children aged under five in Ethiopia are
malnourished  The same study showed that about B4 and 8 per cent of the
children are slunted and wasted respectively.

Malnutringn arise mamnly due to the fact that Ethopia has not yet managed to
attain food selfl sufficiency and food secunty  Malnutrition is also due to poar
knowledge aboul nutribional requirements and dietary hahits which somelimes aci
as g barrier to pdequate nutrition A good example of this relates to the case of
fish which, though abundaml. and available at a reasonable price, s nol
consumed mueh, axcepl during fasting penods

The combined problems of poor bealth and inadequate nutrition are likaly 1o have
a Ife-1ong effect on children making them physically unfit, unproductive. mantally
Ingcive and 1885 dynarmic

L]

Lack of heallh services Health services and faciliies which are |argely
concentrated in urpan areas are avalable only o about 80 per cent of the
population. Specific problems thatl exis! in the health care system are discussed
Fsesloaw

3.2. Health Coverage e

The health care infrastruciure of the country had been crippied by three decades of
cwil war, underfunding and neglect. The number of heaith facilities, the geographical
distnbution and the guality of sarvice are all sub-standard.  Total health services
coverage |n Ethiopia until recently was estimated between 38 and 47 per cent of the
poputation. The system was underfunded and there were too fow health personnel
mostly with ingppropriate raming. Furthermore resources were not used optimally.
Available resources were also unevenly distributed both on geographic and on care
basis. More than 50 per cent of the health facilities were located in urban areas, most
of them in Addis Ababa. There was also a relative emphasis on curative, hospital -
based care than a preventive and community based health care system
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The ratio of the national population per hospital bed was about 8000, This Fgure |5
significantly higher than any populationded ratio listed in the World Bank review of
health services in African countries. and 15 nearly four times greater than the average
for Sub-Saharan Africa of 1,600 people per hospital bed”. Given the facts that abaut
17 per cent of hospital beds were i specialised hospitals. and thal about 35 per cent
of all hospital beds were located in Addis Ababa. access lo general hospital facilities
for Ethiopians lving cutside Addis Ababa was extremely thin

The population 1o heallh centers ratio s 306,283 and 21,982 people per pnimary
health care facility if the number of health centers and health statans are combined
This 1s nearly 3 times higher than the average for Sub-Saharan Africa of 8,048 peaple
per primary health care {acility

Table V.9
Distribution of Health Facilities t_r,r_ﬁug_i_u_g_
No | Region Hospitals Beds FURILY R
canters Stations

| Tigray 12 | 860 14 a1
2 Afar 2 &0 4 34
3 Amhara ETH 1289 45 aaa
4 | Oroma 25 | 83| 0 &3 B45
5 Somall 3] 255 7 5
G ; E-Eﬁ:r..ha ngul 2 Z5a 4 _Eg
7 | sEnnP 5 816 14 474
8 | Gambelia 1 95 A 34
9 Haran L T35 5
10 | Drre Dawa 3 247 i 18
11 Aodis Ababa 18 36 i3 330

Total B9 | 9820 191 2470

Spurce: Policy and Human Rezource Dﬁmﬂémmnt Project, Ethiopia Social Sector Study

Access to and supply of Heslth Faciliies and Services, Addis Ababa September 1956

Wisrld Bank | 994
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Table V.10

Urban/Rural Distribution of Health personnel

Personnel Addis Urban as %
urban

Ataba Total Rural Total peing
Medical Doclor | 1020 1188 469 1658 72 |
Health Officars | 79 | B4 10 94 B
Nurse 1646 2078 1499 3575 58 |
| Health Assistant 3480 4471 EE72 10045 45
Sanitanan I 156 221 | 168 389 57
Pharmacist 278 266 B T 74 |
Pharmacy o | =
il 152 | 170 152 283 80
Laboratory 323 458 126 503 79
Tachrician |
Radiographer 127 158 80 | 238 Bh

Source MOH 18885
“The tralning of heahth officers has been phased out since 1978

Table W 10 reveals significant urbanirural disparities in personnel levels |n a country
where less than 15 per cent of the population are urban dwellers. the urbian areas are
served by T2 per cent, B8 per cenl and 58 per cenl of all medical doctors, health
officers and nurses. respectively. Another significant disparity in the distribution of
health persannel is that 62 per cent of nurses are located in Addis Ababa where less
than & per cent of the population live

3.3. Governmen! Investment on Health

» Total government budget allocation for the health sector increased at an annual
average rate of about 33 per cent during the 1992-95 fiscal years. The budgel
tripled from the 1991/92 level and reached Bim 500 millian for the fst:al. year
1885/28

=~ Fer capita health spending more than doubled over the perod 1986/87 to
1985/96

= Health expendilure as a percentage of total expenditure increasad steadily from
3.5 per cent in 1885/87 to 4.9 per cent in 1585/G6

= Health expenditure as a per cent of GDP increasad from 1.0 per cant in 1990/91
1o 1.5 percent in 1995/95
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= The recurrent health share a5 a percentage of toltal recurrent expenditure
decreased between 1986/87 to 199192 afler which the share increased to 5.7 in
1895/96.

» The share of capial expenditure on heaith as percentage of lotal capital
expenditure by govemment remained fairty constant from 1986/87 to 1990/91,
after which the share more than doubled

Table V.11
Health Expenditure, 1986/87 - 199596
T Talals]
% = § b = | p & o & =
= § = o o 3 & &
o] E=2] m (] (631 (521 a Lur]
o -4 ] » = =] 2 o i =2
Hocument | 1112 | 1176 | 1250 | 1376 | 12684 | 1515 | 184z | 1807 | Jooa | apan |
. = i ;| | : .
Liapital a5 4 o 43 7 4r 0 | TN 325 448 (| 688 | %3 140 6
— H - - " " » 2 L
Total \TO.% 154 8 1858 1758 | a2 190 4 2554 | G2 | &027 bl
v — - & P —

Provisional Estrmates
Source  Minstry of Finance and WhU Computabons

Table ¥V 11 shows thal more capital investmen! has been directed to the health sector
since 1981 There has also been a shift in focus from the previous distnbotion
between Addls Ababa and the regions  The currenl expenditure on hospitals and
clinics In Addis Ababa, which constituted 26 5 per cent in 1981/82, decreased 1047 4
per cant in 1995/96

3.4. Other Health Correlates

In addition to health services other factors affect health  Primary education s
particularly cructal and clean waler supply s crtically important. The prowision of
education Is-at lsast as important for the naton's health in the long run as the
provision of heailth'care. There Is also a link betwesan franspor policy and haallh, the
building of roads makes it easier to provide sarvices, but it also increases the spread
of disease. This essentially means that the challenges of improving the health
condition in the country requires an integrated rather than an isalated approach,
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3.5. The Private Sector

Privale sector investment in health services is increasing rapidly in urban areas,
mostly in Addis Ababa, but also in regional cities. Private clinics can be classified in 3
categories. (1) specalised dinics (for ophthalmology, gynaecolagy. etc): (2) the
higher level clinics (bringing together several general practitioners and specialists),
and (3} general practice clinics (which are staffed by a GP andfor health officers)
There are also private dispensanes, staffed by nurses and health assistants, who can
parform small-scale services (apply dressings. make injections, etc.)

Some 130 private clinics are registered al present in Addis Ababa  In Awasa, a cily
with 100,000 |nhabitants and a regional capital of the SENNP there are five
operalional privale clinlcs

The drug sector (imports, production and distnbution) is probably the sector thal has
been prvatised the most so far  Prvate entrepreneurs own and manage 92
pharmacies (oul of a total of 142), 101 drug shops (out of 118}, and 1113 rural drug
vanding facilities. Parallel with the PHARMID, a state enterprise. 27 imparters and/or
wholesalers are established in Addis Ababa With regard to the pharmaceutical
Industry one should mention thal a large privately owrned production unit in Adigral
iTigray) had started manufacturing drugs, supplementing that of the publicly owned
firm located in Addis Ababa

Finally, tradibonal medicine is evidently pavate and plays a major role, including both
traditional healers, self-medication by collecting herbs, and the use of religious
facilites and rituals for medical purposes L

3.6. Expenditures on Health Care

Three major sources finance the expansion and maintenance of heaith care in the
country, government, donors and the private ssctor, Government expenditure on
health care source from its own resources or are courterpart funds, While the central
government allocates these resources among the regions, actual spending decisions
are made by the regional governments. Under this arangement the regions submit a
budget to the central government and on approval the resources are released

Second, there is a significant volume of spending that js financed by donors

actualized through the central govemment, or directly expended by them or through
MNGOs. Fan of this 15 on the capital budget, a large but unkrown proportion is extra-

LEL
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budgelary targeting specific purposes such as the purchase of medicine or
squipmeant,

Private seclor expenditure on health care span the gamut of investment on buildings;
equipment. purchase of drugs and running costs

3.6.1. The Share of Health in Total Expenditure

The share of health in the recurrent budge! was falling until the end of the civil war
and recovered over the next few years to levels not seen since the early 1970s. It
now appears 10 have stabilised. The share of health in the capital budgel has also
risen, bul this is has not so far been matched by an actual spending A much smaller
share of the budgeled resources are utilized

3.6.2. Private Expenditure on Health

Private expenditures in Ethiopia include fees paid at public and private facilities, as
well as the funding of private facilifies by NGOs Survey evidence indicate that these
amounts are substantial but are also inefficent  Per capita annual expenditure is
estimated through househaold survey at about 18 Bur in 1992/2. of which mare than
70% Is on drugs. 55% of visits are to govemnment facilities and speEnding per visit is
approximately equal for government facilities and other sectors. This implies that thek
private sector spends about 10 Birr per capita, 550 million Birr per year in aggregate
in government facilities. This (s far higher than budgeted receipts from fees and
charge for two reasens, Firstly people use the public services for diagnosis and then
go to pnvate dispensaries to buy drugs. Secondly most of the public receipts at the
time of the survey were probably on ERRP drugs which are accounted for off-budget,

The private seclor also spends in private dlinics, private dispensanes and traditional
healers. The evidence suggests that privale dispensaries are parficularly important
for the poor, who are likely to bypass the advice of a dlinician and go straight to a
dispensary for treatment  This has important policy implications; which are discussed
below
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3.7. The Availability of Facilities

As painled out earlier, a lamge number of health care facilibes are concentrated in
urban centers. For example, Addis Ababa has one hospital bed for 774 Inhabdants
{compared o the national average of 1/5886), and one HC for 129,677 Inhabitants
(against the national average of 1/304 554)  The situation is far less favourable in the
interior of the country,  Large regions. such as Oromia. Amhara and SENMP have a
very limiled health care infrastructure while, the Afar and Somali regions are the least
equipped,

According 1o MOH statistics. the potential service coverage was 45% in 1995 (for a
population living within a 10-km radius around a health facility). The real coverage by
operalional health care structures is more likely to be between 25 and 30%. compared
o 26% in Zaire, 49% in Uganda, 51% in Sudan, and 77% in Kenya

A progressive improvement in coverage s 1o be expecied in the neatl fulure, if the
increase in the investmert budgel (40% of the total health care budget) are
aclualized The development of physical infrastructure need to be matched wilth
commensurale increase in the budgel 1o make them cperational and maintain them in
good order. The current oullay (for exampla only 3.5% of the 95/96 recurrent budget)
seems 10 be grossly insufficient for maintenance and repair of bulldings, of equipment
and vehicles

Table V.12
Distribution of Existing Government and NGO Health Facillties [1995)
HOSPITAL BEDS HEALTH HEALT'H‘ ]
REGION POPULATION CENTRES STATIONS
_ N INFHAE N THHIFC [ INHIFC
TIGRAY | 3817158 | 540 ETH) 18 717064 122 | 26881
AFAR | 1072205 G5 15783 3 AST402 a3 3245
ARHARS 14511035 1269 112558 42 248501 476 A04ES
OROMIYA | 19080147 | 7203 g3t 81 312789 e | 2a8z3
SOMALI 2aTerz | 22t 12070 8 444578 86 | 40416
BENSH & GUMUZ | 837518 | 254 | 3651 4 234330 B9 | 1a5&T
SENNP | 12082527 | @17 |  47es | 3t | 389759 313 | oz3Es |
GAMBELLA | 188800 2= | 1551 3 52270 3 4000 |
HARARI 7ssn | 7 735 o 5| 3aBio |
ADDNS AEARA 7334178 | 3016 Tra ) 12877 153 | 14850 |
DIRE DAWA 120000 | 247 T 1 120000 7 7053 |
TOTAL 56961584 | 8675 | 5g88 | 187 104554 _22|:u_t 7h7ea |

Source: Getahun Tafesse 1988
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The distribution of health agents, as frequently happens, favours urban at the cost of
rural areas both in terms of quantity and guality Although the average national ratio
of health professionals is 1/3131 inhabitants. this vanes between 1/462 in Dire Dawa,
and 1/4941 in Afar The ratio is 1/858 in Addis Ababa. From the qualitative viewpaoint
the structure of the health personnel faveurs the capital where the best-trained
prafessionals can be found  Doctors represent 12% of the total health care parsonnel
working In Addis Ababa, 6% in Tigray, and 3% Ambhara, and 5% in Afar, Health
assistants, with only a basic qualification, represent 38% of the health care personnel
in Addis Ababa and 73% in the Amhara and Afar regions

3.5. Health Problems
Major health problems in Ethiopia can be classified as follows:

llinesses determined by poverty (under nounshment), lack of clean water, unhaalthy
environmenl, deficient habital, promiscuity. and limited access to education and heallh
CAare

Diseases relaled to beliefs, behaviours and traditianal practices having a negative
effect on the health stalus, especially for women and children are rampant In the
eountry. Dueto preference given to male children schoal attendance rates far girls s
low, circumecision and Infibulation, early marriage, stenlity as a reason for divorce,
marital instability, insufficient participation of women in the decision-making process,
elc., as well as low value of children in relation 1o adults are the sources and results of
traditional beliefs. 4

An additional factor in the causation of disease in Ethiopia is mobility. People whao
were moved dunng the sefflement schemes of the 1880s reported that their heallth
had deteriorated even though they were provided with better heaith facilities. A major
reason is probably that people who had little immunity to malara were moved into
areas where malana is endemic. Similarly. AIDS has spread everywhere, with high
density along truck routes, and medical research in Uganda (Steely ef, al 1994) has
shown that AlDS-prevalence is higher among those who travel

3.9, Health Issues that Need Immediate and Continued Attention

The public expenditure program of the govemment has given increased emphasis to
the expansion of social services. In terms of budgetary allocation, public budget on



health has increased significantly in the last few years beginning from the transition
period.

Increased resource allocation 1o the social sectors will nol, however, guarantee by
itself the couniry’s human resource development, for the following reasons:-

First of all, the fact that the government health and education budget tripled and
quadrupled in the last few years should be taken with caution due to the devalualion
of the local currency which makes the importation of drugs, medical equipment,
teaching material_ etc very expensive

Given increased resource avallability, efficient utilization of the resource and ils
implemamation need also to be sean in context. Efficency reguires spending on the
maos! appropriate form of service provision ke primary health care and primary
education

Neither the budgetary allocation nor is aeffective recurren! expenditure are 1oo small o
stam the lide of physical dilapidation and very poor senvice delivery  On the other
hand the budge! for capital expenditure 15 high bul are not fully ublized  This neads to
be rectified on the basis of capaoty and need

Although a new health sector siralegy has been developed and implemanted since
the transition pencd, the comerstone of which s built around prnnciples of
decantralization, prevention and development of an eguitable and acceplable
standard of health there is need for its effective implementation. The prionties of the
strategy include the following 4

# Praevenlive measures. Development of health awareness is planned through the
promotion of information exchange and education. Particular emphasis is placed
on the control of communicable diseases, epdemics, diseases related to
malnutnition and poor living conditions. Special focus is to be given to the
construction of basic health faclities.

> Targeled eommunities. Special attenton is given to the health needs of the
family, those in the front - fine of productivity and the hitherio neglected regions
and zegments of thie population including rural inhabitants, pastoralisis, the urban
poor and national mingnties.

» Development of an appropriate health service management system. The revision
and upgrading of existing public health laws and regulations and the introduclion
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of new rules and regulations is emphaszed. Effective administration and
management systems are o be established through restructuring and rational
use of human and malerial resources. Managemen! boards are 1o be established
in national hospitals, institutions and orgamizations.  Strict implementation of the
referral health service system is alsc in effect

» Shenglthening research:  Pponty 15 placed on promoling apphed and other
research. especially major health problems prevailing in  the country
Improvemernts i the research capabilities of nabonal and regional health
mstituhions are also planned

The translation of these lasdable intentions 1o reality reguires

»  Parhcular emphasis on the contrel of communicable and epidemics, diseases
related to malnutntion and poor living conditions, rehabilitation of the health
structure, maintaining  of environmental health, and the development of
appropriate health service management systems

-~ Supporl needs lo be provided {o the curative and rehabditative components af
health services  Provision of essential medicines, medical supplies and
equipment will be strengthened

» Technical skills of heallh professionals need to be upgraded Applied heailh
research addressing the major health problems shall also be emphastsed

~ Financing of the health services must be through public. private and intersectinﬁal
sources among which raising laxes and revenues, formal contnbutions ar
insurance by public’ employees of the private sector indwidual or group
insurance, and voluntary contnbutions will be the major components:

In paricutar, the governmen! does not seem !o be aware of the HIV/AIDS pandemic,
This is becoming & serious health Hazard and has inflicied heavy economic and social
damages on ihe society and wiped out much of the gains of the previdus years. Asa
result of ths disease, death rate particularly among the mast productive group, has
increased. life expeclancy is lowered Government must help fight this threat o the
nation survival

in the 21 century. human capital is nat a means for increasing neither productivity

nor accumulation of knowleoge but @ means of survival  In & world of push:buttan
technelogy and knowledge based production system. 0 a world that Has shaded off
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the idea of interdependence to one of intense competition, skiii and healthy body and
mind are the only means of survival. The nation faces challenges and opportunities.
Building human capacity and capability is an urgent and demanding task,

As shown above, both the educational stream and the health siluation are in critical
condition both qualitatively and quantitatively  The government is very much aware of
the problem and has developed approptiate policy framework and the initial sleps are
encouraging. Neveriheless more needs to be done
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ETHIOPIAN AGRICULTURE

1. INTRODUCTION

As can be seen from the previous chapters. the greal majority of the Ethiapian
population resides in rural areas engaged in some form of agricultural activity 1t is
also in this sector that the overwhelming majority of the poor reside A close look al
Ihe performance of the Ethioplan macroeconomy also reveals its close comelation with
the performance of the agncultural sector In the years that nature generously
provided the rains in the appropnate times. we also see a reasonably good averall
macrosconomic parformance  Even if we ignore the potential role of agnculture to the
overall development of the country that vanous theones of economic development
have been advocating and we also discount the imporant role agricultural
development played in the expenences of the successful countries of East Asia, the
sheer number of people involved 10 agriculture and the requirement of poverly
alleviation necessitates that we take a close jook al this sector.  Accordingly, this
chapter is dedicated to the structure and performance of the agriculture sector of
Ethiopia. The chapter proceeds as follows. We will first start with-a section describing
the structure and performance of the secter by particularty looking at ¢rop praduction
and livestock. This is followed by a section oullining the major constraints o 1he
development of agriculture in Ethiopiz.  The last section discusses the policy

challenges ahead of us to develop the country's-agricultural sector



2. STRUCTURE AND PERFORMANCE OF
ETHIOPIAN AGRICULTURE.'

2.1. Agroecological Zones

Broadly presented, Ethiopia has traditionally been characlerized by two major agro-
ecological zones - the highlands and the lowlands. The highlands, which constilute
about 35-40% of the country's land area. are areas found above 1500 meters while
the lowlands, which take up over 60% of the land area. consist of areas mostly (85-
HO%) below 1500 melers. A more detailed classificabon that s more appropriate lor
our purpose here divides the zones info five calegores  These are wurch, daga,
weyna daga, kolla, and bereha The major factor in delineating these zones is alliludg
which 1s a major determinant of ramfall, temperature. cropping pattern and vegetation
tover. Accordingly. worch and dega zanes refer 1o highland areas with an altitede of
over 2300 meters above sea level. while weyna dega reprasents mid-highlands wilh
an elevaton of 1500 to 2300 meters Lowland areas are known as aither kolla or
hereha and have an altitude of less than 1500 meters

The wurch zones are areas of extreme high altitude (over 3200 melers above sea
level) with low temperatures and shor growing seasons with barley as the dominant
crop. Cattle and sheep husbandry constitute an important means of livelihood for the
inhabitants of the area. Wourch zones are confined to small areas of Wello, Gondar,
and (Gojjam zones of the Amhara regions, and Arssi and Bale zones of Oromia

The dega agreecological zone refers to highland areas with altitudes ranging betWen
2300 and 3200 meters and rainfall between 900 and 1500 mm per year and mean

temperature of less than 18°C on the average Historically, human settlemant has.
concentrated in the dega areas because of the relatively good ranfall reliability and
cool temperature, which s sutable for a vanety of small cereals such as barley and
wheat, Dega areas are siso free of malana and trypanosomasis (animal disease).
Consequently, the zone has been intensively cultivaied with high rates of soil loss
throughout the region. Owvergrazing has further exacerbated the problem of soil
erosion in the region. Dega areas are chiefly found in Wollo and Norih Shoa of the
Amhara region and some central parts of Oromia, mainty Arssi and Northwest Shoa.

"Ulnless cshierwise notedl most of the datn and smadh s of this sechon comes friom e mpers wiitten Tof this rept anl 1y
sepurately avilible for the mierested resder  The first n fy Aular Demekee entitled “The Structire amd Perfeomance of
Etiopuon Agnenliore,™ 1999, and 1he tecond entithed “ivemock™ by Addis Antench. For msues related to land policy and
ity effect on Efhipplan AgriciHure, wi have posten detailed commments From Drevsdlegn Falmado and nsed his paper "L

amd Rurnl Povesty i Erhiogsa™, | 999



While some of the moist areas can support two growing perods per year under
rainfed conditions, rainfall in many parts of the dega areas has recently become
erratic perhaps because of the extreme deforestation and land degradation. This,
together with the declining soil fertility. has resulted In increased dependence on food
aid by inhabifants in many dega areas.

Maos! of Ethiopia's agricultural land is classified as weyna dega, mid:-highland areas
with an altitude of 1500 to 2300 meters It is charactenzed by temperatures ranging

fram 16 to 29 °C and rainfall varying from 300 to 1400 mm  Some areas receive as
much as 1400 mm and are sometimes referred 1o as wet weyna dega.  Other areas
receive 800 to 1400 mm of rain and are known as moist weyna dega. Most of the
country’s food crops such as tefl, maize, wheat, and pulses as well as colfes are
grown in (his wet and moist mid-highland zone. The main surplus grain producing
zones of the country, including maosl parts of Shoa, Arssi, Gojjam, and some parts of
Gondar, as well as coffee growing areas such as Sldamo. the former Kaffa
administrative. zone, Wollega and llubabor are classfied as weyna dega.  The
production of enset, staple food crop in the Southem Region, is also concantrated in
this agroclimalic zone. Two growing pericds (under rainfed condibions) per year are
possible in some of the rainy areas. Nonetheless, extensive land use Has resulted In
high degree ol erosion and sharply reduced forest and grass cover. The annual
rainfall in the drier pant of weyna dega is 300 to 900 mm and the main crop is
sorghum. Other crops such as wheat and oilseeds are also grown, A goad part of
Tigray, Gondar and Wollo is known to have dry weyna dega chmate. Drought and
severe degradation have become a major constraint to production and maost of tfe
relief assistance in the country is directed 1o these areas in recent YEars.

Lowland areas,; which are classified as kolla. are located between 500 and 1500

meters. The temperature is hot, over 277 C. and the weather is dry with less than 450
mm of rainfall, The growing period is very short and can only support a few drought-
resistant crops such as special varieties of sarghum  These areas are populated
mainly by semi-pastoralists. Lowlands, which lie Below 500 meters, are known as
bereha or desert. These.areas are sparsely populated with nomadic herders. Crop
praduction can enly be camed out threugh imgation mainly from rivers flowing out of
the highland areas. Kollz and bereha areas are chiefly concentrated in the Afar and
Somali regions and the Borena zone of the Oromia region
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Z2.2. Resource Base. Land Use and Potentials for
Expanding Area under Cultivation and Livestock

Ethiopia has a total land area of aboid 113000000 hectarss. There is no
comprehensive survey of land use pattern in the country but some estimates suggest
that aboul 12.6 million hectares. 10.3% of the total area. is intensively cultivated, and
a further 133 million hectare (12.5%) s moderately cultivated (Table V1.1) High
forest and woodland areas account for 6.9%. while grassiand for 30.5% of the {otal
drea

Mast of the vertisols in Ethiopia suffer from water logging and poor workability  Only
akout 2 millon ha of the vertisols are estimated to be currently under cullivation. A
large part of the vertisol areas in the highlands are used as grazing land. Lowland
vertisols support nalive vegetation of grasses, shrubs and sometimes trees. Vertisol
areas in the western lowlands are infested with trypanosomiasis; thus constraining
opporunities for mixed farming

Accepling the estimate thal some 27.9 million-hectare of land is already cultivated
untensively and moderately), the possibiifies for expanding fand under rain-fag
agriculture s not very high. More impontantly, new land that can be brought under
oultivation may be offset or even outstnpped by land which needs ta be withdrawn
from cultivation because |t is severely eroded or degraded It should be noted that
C5A's estimata of cropped area is small - only 8 8 million ha was reported to be under
temporary and permanent crops in 199687  This may glive the impression that
opporunities for expansion are greater However, the CSA figures do nat include
land devoled lo housing, woedland, gardens. grazing. fallowing and other buill #n
areas

It is often suggested that the size of additional land that can be brought under rain-fed
cultivation is limited 1o the 100 km wide strip of land stretching fram Gambella,
bordering Sudan to Humera in the north. But this ciaim must be taken cautiously
since the tropical rain forests in the westemn parts of the country are highly fragile and
incapable of supporting permanent culfivation. |t also requires heavy investment in
infrastructure and machinery to cultivate the land while animal husbandry s affected
oy Irypansomas:s.

Expansion into much of the non-arable lowland areas Is constrained by moisture
stress.  But these areas are drained by major river basins and are suitable for
irmgation. |t s estimated that the major nver basins of the country can irmigate about
4.5 millon-hectare of land At present only about 161010 ha or 46% s irigated
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around the major river basing, Besides opening up new land for cultivation, irmigation
allows to cullivale two or three crops each year insiead of a single crop most common
under dry farming. |t also enables farmers 1o grow high value crops. especially fruils
angd vegetables. MNonetheless. the amount of investmeant required to expand irrfigated
agriculturs around the major basins is often considerable.

In terms of flivestock resources, Ethiopia has guite a substantal. albeit largely
unutilized potential to benefit from its livestock resources. There are vanous estimates
that are based on divergent methods ranging from agncuftural sample surveys of the
CSA, 1o estmates based on the number of hides and skins collected/sald in the local
markels and exporied and an assumed offtake rate appled to the different species
Despite the different counts that resull from these divergent methodologues, howewver,
there s consensos aboul The extensive size of Ethiopia’s livestock population. Recent
gslimates that run between 30:35 million Tropical Livestock Uit (TLL) confirms the
clmm that Ethiopa has the largest Ivestock population m Afnca

TABLE vi.1
Distribution of Land Put to Various Uses

Percentage total
Arenin:heclsies area of the country

Intensively cultivated land 12586500 i0.3
Moderately cultivated fand 15287500 125
Afro-alpine and sub-afroalping 244600 12
vegetation, too cold for cultkaton

]
High tores: SI81200 4.4 h
Wopdland 3057500 25
Rigarian woodland and shrubiznd TAIRND OE |
Bushlang ang shrublana 2ENTE00 214
CGrassiand 37301500 05
Waterbodies 11500 05
Others { 20513300 74
Total® 1 12230000 100.0

Source: Enwsronmental Protection Autherty 1 collaboration with Economic Development and
Coopermalion  The Consarvation of Ethiopia -volurme 11 The Resource Base: Iis Utilization and
Planning for Sustainability April 1987 Addis Ababa Ethiopa

" Falirmdes for the dotal Land area for Frhiomaand Erreasars bevween: | 22 amd 125 mil o
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The distnbution of the livestock population in terms of agroecological zones and
administrative regions reveal that about 75-80% of the cattle and sheep and 30% of
the goat population are estimated to be found in the highland zone while 20-25% of
the cattle and sheep, 70% of the goat and 100% of the came! population are found in
the lowlands., On average. mote than 90% of the livestock population in TLU terms is
found in the three regions of Oromia, Amhara and SENNP, aimost 50% of this baing
found in Qromia. On the basis of current human population estimates, there would be
067, 0.55 044 TLU per caput in the thres regions respectively. Per caput haoldings
for the less densely populated Afar Region and Somali, where livestock are central to
the livelihood of the nomadic/pastoral population is much higher

2.3. Farming Systems

Etiopia’s varied cimate and solls have crealed a large diversity of cullivated plants
and natural vegelation. Ethiopia's plateaux exhibit, depending on altitude, contrasting
chmate in which autumn, summer. spring and winter, or tropical, sublropical and
temperate climales. are separated by only a few hours of journey (up ar down the
hills) by foot.  Farmers in Ethiopia have developed complex farming systems and
cropping patterns in response (o this climatic diversity

Vanous attempts have been made to classfy the different farming systems in
Ethiopia.  For the purpose of this report, we have taken a synthesis of lhese
classifications and identified the following five major farming systems

Highland mixed farming systems %
Lowland mixed agrculture

Pastoral systems

ahifting cultivation

Commercial agncuiture

I

2.3.1. Highland Mixed Farming Systems

The highiand areas {above 1500 meters) constitude around 457 of the total area and
are inhabited by four-fifths of the populaticn. The predominant agro-ecological zones
are dega and weyna dega. A major charactenstic of the farming activities is the
imegration of crop and livestock production.  Oxen are the principal means of draft
power and equines provide the main means of transport  Livestock husbandry
constifutes an important source of food, cash income and insurance against crop
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failure. A number of diffierent cultivation methods are found in the highland
agricultural systems. The major sub-components of the highland mixed farming
complex are the grain-plough complex and horticuliure-hoe complex.

2.3.1.1. The Grain-Plough Complex

The grain-plough complex is practiced in the central and northern parls of the country,
Farmers rely on cereals which are grown along with pulses and ol crops. Owver B0%
of the production is destined for home consumption Barley and wheat dominate In
the grain-plough complex of Arssi and Bale, while foff is the single maost impartant
crop in the central and northern highlands including most parts of Shea and Gajjam
Permanent crops such as coffee, ensel and chat are largely unknown in most parts of
the central and northem highlands

Throughout this system. the land s ploughed with the help of a crude wooden plow
which is fitted with iron tips to penetrate (mainly scratch) the soll, Floughing is carried
oul several times (more than 4 times for cereals) before planting. Seeds are
broadcast on the soll surface and then ploughed in with the same plough. Livestock
husbandry is based on unimproved native pasture supplemented by crop residues.

Sustainable agriculture in the grain plough complex is adversely affected by drought,
high degree of soil erosion and by the practice of removing crop residues for feeding
animals and using animal dung for fuel Terracing and other conservation techniques
are scarcely used, Since litfle or no organic matter is added to the soi under narmgal
circumstances and conservation-based farming practices are rare, declimng fertility
has necessitated shifts in cropping pattem and increased application of inorganic
fertilizer to maintain yleld levels. One of the coping mechanisms to loss of sail fertility,
for instance, Is a shift lowards growing sinar or wild oals (a weed plant common in
barley and wheat fields) as a food crop.  This is increasingly observed in many dega
areas of north and northwest Shoa, Gojiam and Wollo. In some areas like Jidda
{(North West Shoa zone of Oromiya), sinar is the dominant crop. Farmers are
attracted by its yield which is 2 to 3 times higher than other cereals grown in the area,
its tolerance to drought and adaptation to marginal or poor soils, although they agree
that sirrar has low nutritional value (Tsehay, 1595).

The most convenient mechanism of coping with declining soil fertility Is the use of
inorganic fertilizer. Indeed, the use of fertilizer has significantly increased in recent
years (see section & below). Fertilizer use is believed to have mitigated the effect of
rapidly declining soil fertility
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2.3.1.2. The Horticulture-Hoe Complex

The horticulture-hos system of agnculture, also known as the: horticulture-livestock
complex, Is pnmarly found in the high rainfall hurmd regions of southem and
southwestern parts of the country. The land is cullivated with hoe (human power) in
the case of horticultural crops.  Both draft animais and hoe are commonly used for the
cultivation of field crops. The maior crops grown include ensel. coffee. chal, and
vanous other horticuliural crops.  Malkze in the humid southemn and southwestemn
regions is the major cereal crop grown by farmers. Production is favarable and less
vanable than in the grain-plough complex system But high population density has
resulled in extreme scarcity of land and land degradation.  |n the mare hurmid areas,
pesls and disease remain Ihe mos! important constrainis to sustainable farming

The eastem highlands of Hararghe are also classified as part of the horliculture-hoe
complex, Here sorghum, the staple food crop, 15 oflen intercropped wilh crops such
as chat and sweel polatces Oxen power s commonly ulilized along with hoe
cultwation in Hararghe.  Compared 10 the humid southem and southwestem
highlands, the eastern highlands are dry and vulnerable to drough

Lwestock, mostly catie, form an ntegral pan of the horticullure-hog system ol
farming. With growing population pressure and scarcity of farm land, stall feeding has
becoms a common method of keeping animals in most areas. In the ensel-growing
areas, farmers make intensive use of animal dung. MNonetheless, the spread of the
tsetse fly and other diseases in the region has threatened livestock husbandry.

&
2.3.2. Lowland Mixed Agriculture

Lowland agriculture is practiced in the mountain foothills and in the lower valleys at
elevations below 1500 meters. The ciimate is hot and dry with rainfall ranging from
450 10 800 mm. The soils are shallow and have problems of compaction and surface
crusting which lead to poor water infiltration and run-off.

Lowland agnculture is common in the Bift Valley and northern areas of the Awash
rvar. Drought-tolerant vaneties of scrghum, maze, wheat and feff are grown. A
number of oil crops and lowland pulses are alsa grown.  Livestock are raised on
comman grazing lands and crop residues. The land is ploughed with a:pair of axen as
ir 1he highiand mixed agncultural system
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In response to the shortage and vanability of rainfall, farmers in the lowland areas
often diversify their cropping pattems by growing several types of crops and varieties
They grow up to 10 differemt varieties/types of sorghum and maize. At times of
drought, the farmers in the central Rift Valley shift to early maturing crop varieties and
shorl-gycle crops such as drought tolerant varieties of teff as an alterative 1o long
maluring crops such as sorghum and maize.  High seed rate, more than double the
recommended rate, is used to get animal feed through thinning (Tilahun, 1995),

When all crops fall because of senous drough!, livestock are retied upon for economic
survival. Olher imporant sources of incoma in the lowlands include sale of firewood
and charcaal and off-farm employment opportunities. Much of the land in Ihe Rift
Valley has been highly degraded due 1o loss of vegelation cover, overcropping and
avergrazing

2.3.3. Pastoral Complex

The pastoral comples is mainly practiced by pastoral nomads living in the lowlands of
Afar and Somali regions and the Borena zone of Cromiya and the lowland areas of
the Southern region. Callle production is the main economic activity in these sparsely
populated dry and vasl areas Camels are an integral part of the pastoral system,
serving, in addition to beng sources of food, as the single most important means of
transport  Sheep and goats are also keptl by most nomads: In some areas, lowland
vaneties of maize, sorghum and other cereals are cultivated on flcod plaing and
riverbanks or as a rain-fed crop.
4

Pastgral areas account for about 60% of the country's land area, and provide
hvalihood for an estimated 10% of the population.  About 20% of the national cattle
herd, one quarter of the sheep, and almost three quarters of the goats are raised by
the pastoral communities Over 90% of the live animals exported come from the
pastoral areas (FORE, 19%8)

A major constraint to livestock husbandry in the pastoral areas 15 shortage of waler,
especially during the long dry season At times of drought, fiot only a large number of
animals dig, but recovery fram drought takes much longer in the pastoral sconomy
than in the farming areas |t has been estimated tha! dunng the 1983-85 drought
years, many Borana pastoralists lost 30-35% of their animals. In addition, they were
forced {o sell some 20% of ther herd to buy the food they need lo survive (FORE.
1996 Obviously, o would take several years to fully recover fram drought that
resulted in over 597 logs of animats
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Pastoralists have a vested interest in the sustainability of their forage resources, But
increasing population and fallure to develop new regulatory mechanisms have
threatened pastoral farming. Owvergrazing has reduced the quantity, quality,
accessibility, and stability of the resource base from ils previous conditions,
Sustainable pastoral farming is at risk owing to the rapidly expanding desertification.
Encroachment by highlanders searching for farm land and a growing switch to dryland
cultivation by nomads themselves have also contributed to degradation and restrained
grazing opportunities. Because of the lower fertiity and thickness of topsail, range
ecosystems are ofien referred to as more fragile than highland areas

2.3.4. Shifting Cultivation

There is very little information on shifting cultvation in Ethiopla. According to
Westphal (1975), Shifting is practiced by some ethnic groups living in the western and
south-western fringes of the Ethiopian highlands and in the lowlands {(among the
Gumuz, the Berta, the Kaffa, the Gimirra-Maji groups, and possibly the Mekan-Surma
group). These groups are now (under the new administrative setup) found in the
Benshangul-Gumuz, Gambella and Scuthern regions. Population density is low and
livestock rearing is limited in some areas because of 1setse fly infestation.

Farm plots are cultivated for one or two years and then left idie for several years to be
covered with woodiand. The land is cleared during the dry months (January and
February), set on fire in March and planted when the rains come. Varous crops
including sorghurm, millet, sesame. cotten and ginger are grown by the Gumuz,

Settlement schemes were established in some of the traditional areas of shifting
cultivation under the former government  The size of the indigenous population is
believed to have increased over the years. |t is not clear how the traditional farming
system has evolved as a result of the population pressure

2.3.5.Commercial Agriculture

Commercial agriculture was introduced in the 1960s when the Haile Sellassie
Government decided to enhance the role of commercial farms to meet the growing
demand for food in the urban areas and agricultural raw materals for industry.
Between 1BHB/58 and 18965/70, the number of commercial farms rose from 22 1o
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2,626 and the total land area mechanically cultivated increased from 6,244 1o 481 559
hectares. Mechanized farms were concentrated in the Awash Valley, Arssi, Southemn
Shoa, and Setil-Humera areas in those days (Mulatu and Yohannes, 1988). After the
1875 Land Reform Proclamation, many of the commerdal farms were nationalized
and converted into state (governmen! owned) farms. New coffee and lea farms were
also created by the former military government,

The size and role of state farms diminished sharply after 1992 as the new government
decided to hand over some of the state farms to nearby farmers and privatize some of
them. At present there are only 13 state farm enterprises (down from 26) producing
mainly wheal, maize, cotton coffee and tea on an area of only 156,040 hectares

The economic reform introduced after the overthrow of the military governmeant has
allowed the parlicipation of the private sector In large-scale commercial farming
Investment permits are ssued by the Ethiopian Investment Authority (ELA)} as well as
regional investment offices. Between 1992/83 and 1997798, of the tatal 4,245 projects
licensed by the EIA, only 1,140 {26 B%) were in agriculture (both crop and liveslock
sub-sectors). Within agriculture only 508 projects became operational during the
period under consideration. The number of agncultural projects (approved or
commenced operation) has also declined since 153596,

The main problem faced by investors in agnculture is access to land. Exisﬂ'hg
regulations prescribe that land be free of other users 10 be leased 1o an investor by a
regional government. To a large extent, investors need to go 1o low, hot, disease-
ridden areas of the south and west to find ‘unoccupied’ land. Lack of infrastructure is
a major barrier to any profit-motivaled commerdal farmer in this case. What is mora,
often there are a few communities even in ihese remote areas who claim that the land
belongs to them and they have been using it for grazing or occasional farming. The
absence of farming in a given area does not imply that the land is unoccupied (Gavian
and Gemechu, 1994}. Conflict with local inhabitants is not a conducive environment
for investment,
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Box Vi.1
Agriculture and Economic Development

Dovelopmen! coonamists have been sccused of an‘urban bias™ dunng the 19705 as they
sttongly pushed the development of ndusiny as the key fo overall economic development
The problams eoacounfered fo susfainable’ ndusinal development in developing counfries
coupled with the inability to aligviate the poverty of the majonty of the population residing in
riral areas hag foreed many sfudents of developmant fo fook back of the (ssue of agroulfure
and iz rale in the overall development propect 1t s now & well established fact that the
succhss stones of East Azia began thew dove fowards ngdusioafzation by fest developing
their agricisiural sector. Although the need for o industraszation for Sustainable long fomm
davilopmant s shill valia, there s a clear consensus that s strotegy can only be sucoessful
i agreutiurel productaty and come  are sgodficantty increased in the wwlial phose of
wnclustnaliz alion

Thiz consensus emames &5 a resulf of thomugh theorshcal and empincal resesarch on the
patortal contrbution of sgnouffure to the mdustnaleation affort  First, i 15 balleved that a
productive agriculfune implies foghor evels of ncome 1o he (arge rursl population which then
genarales a lage demand for manufectured goods hal enables manulfacturars fo produce af
a sca thal allows them (o exploff efficency gains from scale econommes.  The increase in
demand comeas in the form of bath manufactured consumer goods and agricultural nputs
aflpwing irdustmal expensions in these seclors Second. a Mgher income for the rural
population wmeans hgher potental rural savings winch, provided that there arg adequale
finapcial anstiutions. can be geered fowsrds imeasimant i the industral sector thal s
constrained by lack of captal Thad, highly producive agnculfurs means: relatively cheap
fgod fo the urban population which esses the presaue on wages in the urban sector and g
enable higher profils 0 indusiry and thus higher savings and investment n the industrial
sector The high profits will alse matenatze as the cost of agroulturs! products used as input
lg fhe industrial sector iz reduced owing lo wcreased productity i agrculiure.  Finally,
Increases in labor productivily @ egnciliue wolld necessanty mean a decrogze in fhe
margingl productivity: of fabor in the excess popwialion residing o rural areas leading (o
migration to. the cities  This in tum will increase the supply of laber to industry significantly
easing [he pressure on Whan wages

It is-all these presumed economic benafits that come in the way of industry from 8 growing
and productive. agrculture, coupled with the immediate concem of afevialing rural poverty
that recommended re-focusing on agricufure as the imifizl force that pulls the wheals of
Industnalzaiion bl it gathers momentum fo spon by s own ehemy
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3. RECENT TRENDS IN THE PERFORMANCE OF
AGRICULTURE

As can be seen from the foregung Ethioplan agnculture s predominantly
characterized by traditional metheds of farming with very litle change in farming
praclices over the past few centuries. The continuous use of such farming practices
over a long perod of time with little or no soll conservation measures have
significantly eroded the fertility of the soil and have made agricultural output highly
susceptibie 1o minor climatic changes. This very process of imprudent use of natural
resources, particularly the continuous loss of foresls owing to the cutting of trees for
purposes of domestic energy and construction as well as the expansion of agricultural
land to marginal areas with the increase in agricullural population has led lo severe
climatic changes parliculary in the increased frequency of droughis in many parts of
the country  With very little surplus output even during the best of years and very little
irmgated agriculture, drought at any lime usually leads to severe lood shortages and
famine to & large segment of the agncultural population whose survival is now
increasingly dependent on the food aid i recaives from intemational donars.  As can
be geen in the following pages agnicultural cutpul in the past few decades has been
characterized by wide fuctuations whose variance is usually associated with the
vagaries of nature. In the following sechon we will first briefly look at the overall
performance of agriculiure followed by a more detailed treatment of crop and livestlock
production

4

3.1. Overall Performance

As suggested earier, agncultural production in Ethicpia is characterized by severe
fluctuations usually following the fluctuations in the rains. Whal is alsa vary clear from
the table below is that the overall performance of the economy is highly correlated to
the performance of agnculture. This is not surpnsing since agriculture’s share in GDP
is quite high averaging about 53% durning the Derge and 51 2% under EPRDF. The
highest rate of growth n agnculture dunng the penod under consideration was
achiaved in 18986/87 when it grew by 18.8% while the lowes! was achieved dunng the
drought year of 1984785 where it dedined by about 21%  The average growth rate in
agriculture during the last ten years of the Derge period was a mere 2% which is
significantly lower than tha rate of grawth of papulation. The food deficit in the country
increases during this penod
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TABLE V.2
Sectoral Growth and Contribution to GDP (1980/81-90/91)
Growth Rate of AGRICULTURE Growth Rate of
Llgnid Real GDP As % Of GDP | Growth Rais | Per capita GDP
~ 1680/B1 = BE.1 B =
188182 G.51 55 7 38 2.4
1062783 10,1 57.5 138 K]
1083/84 £.3 53.7 -12.5 -9
1884/85 87 470 -20.9 2.4
1GB5/66 ] 4G5 16.0 6.4
168887 4.0 517 188 104
1987788 ] £0.3 28 3
1068/89 0.3 506 10 2.7
1586/90 41 512 £3 0.4
[EEVER 47 553 52 7.2
Awuﬂ_u 1.9 529 2.0 =12
1081/82 37 55 27 .7 |
1802193 12.0 535 B.1 50
19093754 .7 517 A7 15
1884765 54 497 34 Z3
156556 106 518 147 75
1966/97 57 50.7 34 74
1967/58 05 457 0.3 35
Average 4.4° 51.2 1.6 1.3

“The average growth rate of real GOP for the years 1582/95.07/98 (e excluding the year
1991/92 which was a year of paitical Instabdfty) is 5 8% and the correspanding per capita GDP
growth rate s about 2.6%

Source: MEDaC, National Income Accounts, Revised Series. 1998 "

Interestingly, despite massive efiorts by the govermment to improve the sector's
performance, agricultural production under EFRDE did not show as significant
imprevement over the Derge Years. In fact if we include the politically unstable first
year of EPRDF, the sector's performance was worse under EPRDE comparad with
the last ten years average of the Derge. Even when we discount the first year, the
average rate of growth of agriculture under EPRDF was 2.27% par annum; not a
significant improvement over the 2% achieved under the Derge. In any case, the rate
of growth is much lower than the growth of population and its fluctuation with the rain
is unabated.

Indeed, it was the better performance in the other sections particularty industry and

services that arrested the decline in per capita income and generated a modest 1.3%
growth of PC| under EPRDF



As we can see in the delailed discussion on crop and livestock performance below,
the key constraints to the poor performance of Ethiopian agriculture, particularly the
problem of diminishing farm size and lack of tenure security are sericus structural
caonsiraints without the resclution of which we can not expect significant improvement
in the sector in the foreseeable future.

3.2. Performance of Food Crops

3.2.1. Cereals, Pulses and Ollseeds

Two sets of data, CSA and FAQ, were used to analyze the structure and trends in the
production of cereals, pulses and oilseeds in Ethiopia for the period 1880 to 1995
Area and production figures of cereals are quite different for the two sals, with FAD
data being up to 28 - 31% higher in some years. However, the directions of change
are similar for the most part. FAQ's estimates appear more consistent with the larger
estimates of area under cultivation gwen by other sources (section Il above).
Differences in yield figures are much less pronounced between the two sets, excapt
for the years 1995 and 1996 (Figure VI 1),

Cereal production averaged 6.6 millien tons during the period under consideration.
On the average, 5.4 million ha of land was cultivated to grow cereals, giving a yield
level of 12.2 quintals or 1.2 tons per hectare’ Annual pulse production amounted to
807 168 tons, compared to 55,226 tons in the case of gilseeds. Only 930,560 and
145,830 ha of land was allocated to the production of pulses and ollseeds. Yield levels
were also low, averaging 8.7 quintals for pulses and 3.8 for cilseeds (Table U‘E
below). Given the average rural population for this period, the average out put per
labor was very low

Cereal output increased by 1.4% (significant at less than 1 per cent) per annum during
the period 1980-1895.° On the other hand, no significant growth rates were recorded
for pulses and cilseeds respectively. Overall, the performance of field crops remained
very poor, especially when compared to the rapid population growth. In particular,

" FAO dutn sets weere iesed for the discustion on production. area snd vield of cereals, pulses and pilseeds
In addition to the larger area, vear to year vanishility = less pronounced in the case of FADQ data. Some
unbelievable fluciuations were observed inthe case of CSA dats {eg 199091 pulse and oilseed output
and area figores). CSA data sre used with respect to individual crops, a5 FAO data set does not inelude
imponant crops such s teff

! Eme ton is equal to 10 quintals

Y Annual growth rates were compated using the least square method. The log-fincar growth rife was
estimated by regressing the logarithmic values of output, aréa or vield against time
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production stagnated during the seventesn years lenure of the Derge.  Cereal
production, for instance, fluctuated between 62 and 65 million quintals during the
period 1986 1o 1887 (immedialely afier the drought years of 1983-858). Area under
cereal production also stayed at around 5.2 millien hectares over the same penod.
Annual production of pulses and oilseeds in 1886-91 was lower than the level attained
In 19840

The perdormance of field crops improved after 1991 owing o improved policy
environment, increased availability of inputs such as fertilizer and the ralatively good
waather. The period from 1984 until 159687 has been paticularly favorable: cereal
production rose to 110.6 million quintals, while area harvested jumped to 8.8 million
hectares in 1596 While a similar positive trend was observed with respect to puisas,
the performance of qilsecds remained poor even aftar 1594

Cereals are by far the most dominant among the field crops, accounting for 88.3%
and 83.2% of the total production and cultivated area. respectively, for the period
1980 1o 1996 The share of pulses and ol seeds was 109 and 08% n the lotal
production and 14.5 and 2 3% in the total area harvested It 15 important to note that
the share of cereals Increased over lime.  Farmers seem lo allocate a largar
proportion of their land to the staple cereal crop mainly due to decline in farm size
Reduced share of pulses and cilseeds implies less crop rotation with leguminous
crops, hence decline in the levels of organic matter Weed and insect infestation are
also expecied to intensify under continuous cereal cropping. Mareover, the nutritional
status of the rural community can be adversely affected by the shortage of plant
protein (pulsas) and ollseeds

As shown on Table VI3 the trends in yield levels are of greater concemn.  Cereal yiad
increased by only 05% per annum between 1880 and 19965 Yields remained
unchanged in the case of pulses and oilseeds. What is more wonying Is the
observation that there is no indication that yields have improved since 1594, Cereal
yields In 1986 (the year of record harvest) wete not any better than sarfier years. The
recent increase in production is largely atinbuted to increase in cultivated area. Area
under cereals and pulses increased by 08 and 0.8% per annum, respectively,
between 1380 and 1996 If should be mentioned that the area expansion was
achieved through cultivation of hillsides with high slopes. reducing or eliminating
fallow land, and converting pasture, woodland and forest areas into farmiand, with
obvious negative implications for sustainable farming.

" The coelficient of time 1n a simple regression of yeeld agmnst time is also signilfeant
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3.2.2. The Performance of Major Food Crops
) Tefl

Tetf is endemic 1o Ethiopia and its cultivation as human food is unknown outside tha
country. Many landraces with considerable genetic and phenotypic varability are
grown by farmers. Teff is generally considered as the most important cereal crop in
Ethiopsa. It is grown at-an optimum altitude range of 1800 to 2200 melers 1L is beller
adapted lo heavy clay soils with poof drainage than most olher ceréal crops

Teff fiour is favored above all other gram flours for making the local Ral bread, gnjor
It 15 a staple food in the central and northern pards of the country as well as the urbain
argas. Telf straw is an extremely valuable fodder for Ivesiock. 1115 also widely used
for construction purposas as s oflen mixed with sail 1o plaster wooden walls
Conseguently, the siraw s complelety removed fram the held lo meel nol only tha
feed and construction demand of the househald but alsa to sale surplus in the market
placa. This practice 15 beheved o have depleted the nutnent and organic matter in
the sl

Annual tefl production averaged 1.3 million ton between 1880/81 and 1996/97 and
registered a growth rate of 1 9% per annum  The recovery of outpul after 1991/92
was very strong except in 1993/94  Teff production mcreasad (gver the previous year)
by 29% in 1995/86 and 14% in 18996/57 (Table VI4)

About 23% of the total cersal production 15 made up of teff, making it the second rq}sl
imparant crop afler maize. However, given its high price. which is often up to 2 10 3
times higher than maize. teff remains the single mos! impartant cereal crap in the
country in value lerms.

The dominance of teff 1s more deary shown if area cultivated is considered, On the
average, about 1.5 million heclare was allocated to teff production during the period
T980/81 1o 1995/97 (Table V1.4). Nsshare in the totsl cereal area vaned bebwesn 28
and 35 and averaged 31%:  \With a coverage of nearly one third of the total czreal
area, teff = by far the most impontant crop. The next most imporant crop, maize
accounted for only ane-fifth of the tolal cereal area. Teff area increased by 1.0% per
annum between 1980 and 1098

Teff yield showed no-significant increase during the pened under consideration {Table
Vi 4}, The average leff yield was also low. 8.9 quintals per hectare. compared with
11.59 and 1221 quintal per hectare for barley and wheal, respeclively Teff yield was
26:to 28% lower than other small cereals such as barey or wheat Nopetheless, the
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market price of teff is often up lo 100% higher, indicating that the retum from teff can
be superior (assuming differences in cosis of production are not significant)

Teff accounts for the highest share in the total fertilizer consumed by the peasant
seclor. In 1996/97, for instance, it absorbed 45 2% of the total fertilizer applied in the
peasant seclor or 49.3% of the fertilizer applied on cereals. About 54.2% of the teH
area was fertilized and the rate of application (taking all teff area) was 54 kg per ha
The rate of application for fertilized area was 99 kg per hectars (Table Y15}
Neverthelass, the relatively higher rate of fertiizer application failed to bring a
significant yield increase  One of the problems is limited use of improved seeds: only
1 7% of the teff area was covered with improved seeds in 1996/897  Fedilizer was
applied along with local seeds, hence reducing its effectiveness A breakthrough in
developing high-yelding varieties of teff remain the biggest challenge of agricultural
research in Ethiopia  The tendency 1o lodge under fugher rate of fartilizer apphcalion
is- also a major problem in the cuttivation of tel  In general. higher dose of fertilizer
application has only helped prevent yield dechine due to the rapidly falling soil fartility

b Wheat

Ethiopia is a primary gene center for durum (macaroni) type which accounts for more
than two-thirds of the total wheat cultivated Most wheat utilized by farmers are
landraces of a mixiure of different genotypes and species  The major wheat-
praducing areas lie between 1500 and 2500 melers. Arssi and Shoa are the principal
producers of wheat in the country. Wheat straw is important as feed for animals and
as roof cover in the rural areas 4

Wheat flour is used for making home-made bread al household level or commercial
bread by bakeries in the urban areas. The number of flour mills relying on locally
produced and imported wheat is growing rapidly. It is believed that per capita
consumption of wheat has risen shamply dunng the last 15 or 20 years due to large
gquantities of wheat coming from abroad in the form of food aid and commercial
impors and increasing domestic production

Average annual wheal production amounted o 0.75 million fons betw=en 1980/1 and
1995/97 (Table V|.4) Annual production excesded 1 million ton for the first ime after
19894/85 On the average, arpund 615280 ha s used for wheat cultivation. The
share of wheat in the total cereal area and cereal production averaged 13%, the least
share among the five major cereal crops (Table Vi 4),
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ETHIOPIAN AGRICULTURE

Wheat production and area increased by 1.6% and 0.7% per annum, respectively,
during the period 1880/81 fo 1996/97 The average yield level for wheat is 122
quintals per ha. Among field crops, a statistically significant yield levels increase of
0.8% per annum was observed only in the case of wheat (Table VI4) Such
performance was made possible by the relatively higher rate of input utilization
Wheal area covered with improved seeds in 1996/97 was the largest (6 5%) amang
cereals (Table VI.5). The actual area is believed to be higher since farmers often
refer to seeds saved from previous harvest or obtained from other farmers as awn of
local seeds although these were improved seeds oniginally.  Wheat Is also the most
fertilized among all crops. Nearly 58% of the wheat area was fertilized in 1906/97 and
the rate of application was 74 kg per ha. In fact. the rate of fertilizer application rose
to 128 kg per ha for fertilized area.” (Table V1.5) Festicide was alsa maore commanly
applied on wheat than on any other crop

Ghven the high level of modem input application, the pedormance of wheat yield s nol
encouraging. The yield gap between well-managed research or extansion plots and
farmers’ field is very wide (over 40 quintals per ha has been reporied by the latter)
Low average yields at farm |evel may be attnbuted to poor quality of local and
improved seeds and frequent attack by insect/ disease. Lack of wide adaptation and
resistance lo wheat rusts have plagued high yelding exolic duram lines introduced
from external sources into Ethiopia and interest is gradually shitting toward the uses of
indigenous germplasm in breeding programs (Cladwell, 1882)

©) Barfey
L

Ethiopian hightands have the highest endemic percentage amaong the genetic centers
of barley. |t is the most important crop in the cooler highland areas, Barley cultivation
is rare under 1000 meters. it is also the mast widely cultivated belg crap.  Apart fram
household consumption, barley is made into 5 local beverage In most pars of the
country. Beverage industry in the country also purchase some 10,000 tons of barley
per annum to prepare mall for brewenes (Kuma and Mekonrien, 1894). The main
surplus barley producing areas are Arssi and Bale.  The straw of barey is highly
valued as animal feed.

Between 1880/81 and 1986/37, annual production of barley averaged 0.84 millian
tons and accounted for 15% of the cereal production, The level of output remained
unchanged after 1882/83, but its share declined to 124%  On the average. a total of

"These [tgaees e tohe on the high side bt the faverahle pomsition of wheat i unguesticnible
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717,160 ha, 15.2% of cersal area was devoled lo barey production and yield
averaged 11.9 quintals per ha. (Table V1 4)

Barley is the only crop among the cereals whose production declined by 0.4% per
annum. Both yield and area under barley tended to decline during the period under
consideration  The reasons behind the poor performance of barley are notl known
Howevear, there are some indications of rapidly declining soll fertility in traditional
bardey-growing areas (Tsehay, 1986). A shift fowards the cultivation of 'sinar’ is
mainly motivated by the poor yield of barey on the degraded highland areas. The
level of ferdilizer may also have been too low to prevent the declining trend.  Only 30%
of the barley area was fertilized and the rate of fertilizer application was much lower
than wheat (25 kg vs. 74 kg Ma) in 1996957  Improved seeds were used in only 0.1%
of the lotal area cultivated (Table VI 5)

) Malre

Maize was reporiedly introduced into Ethiopia by the Portuguese in the 16th or 17th
century Il is mainly grown in medium aftiludes of the woma dega reglons. Lowland
types grow well below 1600 melers in lhe kola regions Maize Is
grown under a varely of cullural practices, including both short and long season
rainfed cultivation and short season irrigation. |1 is often the dominant cereal crop in
moal areas of the Southern region-and westem parts of Oromiya

Maize is A staple food in the areas where it is grown. L is also thought that maize
consumption has significantly increased over the years as maize s the cheaggst
grain for farmers in food defict rural areas and low-income househalds in the urban
areas. lfs use in home-made beverages is also believed to have increased. Maize
stalk j5 valuable as animal feed. fuel and construction matenal

Mean annual maize output which amounted to nearly 1.5 million between 1980/81 and
1996/87 increased to 1.9 milion ton, dencling the largest share (28.4%) among
cereals, in 1952/83 - 1886/97 (Table VI 4) Malze output increased by nearty 2% per
annutr during 1980/81 - 1295/97. In the last two years reporied, maize oulput has
reached a record level of 2.5 million fons and s expected (o increase sven more. ThHiS
growth rale s explained mainly by expansion of area which increased by 1.4% per
annum_ Yield atso Increased by 0 5% per annum bul it was not statistically significant.
Areg under maize rapidly expanded afier the reform, ingreasing from 835 580 ha in
1593/94 to over 1.3 rmullion In 199657



ETHIOPIANM AGRICULTURE

Maize production is not characterized by high rate of fertilizer application. Only 33.8%
of the maize area was fertilized and the average rate of application was 24 kg per ha
in 1996/97, well below the average for cereal (35 kg'ha). However, the percentage of
maize area covered with improved seeds was lhe second largest, 4.6%. (next to
wheat) in 1998/97 (Table WVI1.5). Improved seeds other than hybrid seeds are
expected to be multiplied by farmers and used as local seeds. According to CSA,
maize is the most important crop ferlifized with organic matter (manura) .

The main pest and diseases of maize are earworms, birds, smut and rust.  But
storage 15 perhaps the major problem in producing maize. Storage losses can be
substantial if maize is stored for more than 4 or 5 months without the use of
insecticides agans! weevils. As farmers are forced lo sell ther maize soon after
harvest, pncas tend to show extreme seasonal as well as yearly vanations

o) Sorghum

Sarghum |5 reporled 1o be domesticaled i Ethiopla over 5000 years ago, It has
developed into many local landraces and spread out of Ethiopla to differant parls of
Africa (Cladwell, 1552). It now grows in the highlands, as well as in the lowlands,
where rainfall s shor and erratic |t is produced and serves as a staple food mainly in
Hararghe, Wolle, and in many parts of Shoa

The stalk is the main fuel and construction matenal in areas where sorghum is grown.
Sorghum Is commenly planted al high density with the aim of thinning, a major sourcs
of animal feed during the growing season. After harvest, softer parts of the stalk and
the leaves are used as hay for animals .

Sarghum |s. the third most important crop, after teff and maize. On the average, it
accounted for some 18% of the fotal cereal production and 15% of the total area
between 1980/81 and 1988/97 Output, area and yield of sorghum showed no
significant increase over the same perigd. However, the trend in-recent years has
been encouraging as production increased from 0.7 milion tons in 1993/94 to 2.0
million tons in 1986/97. This Is mamly due to the unprecedented increase in area
under cultivation, jumping from 458 550 ha to 1.4 millicn ha over the same period.

The factors behind the recent improved performance of sorghum are net clear. But
the evidence shows that lechnological faclors are not among the reasons.  For
instance; the proportion of fertiized area was only 7.7%. and the rate of application

' See forinstance, USA, Sumtiscal Abstract, |997
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just 5kg per ha in 1996/97 One possible explanation s the favorable weather which
the country experienced over the last few years When faced with drought, farmears
often replant sorghum fields with small cereals. It appears this has not happensad in
recent years. at lrasl in most cases.

Amang the major problems of sorghum cultivation are stnga (parasitic weed) and
hirds. 1t has been repored that birds can easily reduce yields by half (Caldwall,
VHE2) Serious insect problems have also been reported very recantly  As in the
case of maize sorghum is easily attacked by weevils under storage

B Hoot and Tuber Crops

Hool and fuber erops are an mmpartant part af the Ethiogian diet Amang the mosi
important reol and uber crops are ensel, sweae! polatoes, Insh poetato, yams and
cassava Gassava and sweel polalo ame grawn in the high rainfall sauth and south-
weslermn pants of the country, while sweet potalces are adapted to the drer eastern
Firgghilards.

Ensel 1s by far the most important uber craps grown in Ethiopia.  Owver 10 million
people are said 1o depend on ensel as their staple food {Bizuayehu, 1995). It is an
Integral part of the culture in most pans of the Southern regien  The fiber and food
from pseudostem, corm and rhzome iunderground stem) are extracted and
decoricated using locally made bamboo sticks.  Although primanly grown as a food
crop,-other parts of the plant are used for making fiber and twine and the leaves are
fed to armimals in dry season %

Statistical information on area and production has recently been published by the
Central Statistical Authority. The total area under ensef was 167,900 hectares in
1887 Over 88% of the total area is found in the SENNE region and 32% in Crromiya.
A total of 1,813,600 households or 9,822,800 people are sstimated to be engaged in
the production of ensot

Enset provides mare amount of foodstuff per unit area than most cereals Only 40 1o
50 enset plants cccupying 160 to 249 sq. meters can provide encugh food fora family
of 5.to & people (Shiferaw, 1388)

Cultural practices in the production of enset have not shown significant improvement
It is estimated that only 12 kg of chemical fertilizer 15 applied per ha of enss! land.
Enset has lately come under attack from bactenal wit. A survey in Marka woreda.
Sauthern region, showed that 88%: of the farmers have beean affectad by the problem
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{Shiferaw, 1896). Yield is deciining as farmers are forced to harvest prior to maturity
for fear of the disease. Declining sail ferlility has also contributed to the low enset
yield  There are ne new technolpgies such as improved or resistant varieties to
modemnize the production of ensel. The crop is largely neglected by the research and
extension system of the county

3.2.3. Performance of Major Cash Crops
a) Coffon

Etopia produces one of the best highland coffee in the world. The country is known
o e the onginal home of coffee arabica. mamnly produces sun-dried unwashed colfea
types known in the world market for their flaver. 11 s astmated that around 15 million
people depend on coffee producton. processing. trade and transport,  Over BO% of
the country's foreign exchange alsa comes from coffee expart

There |s no reliable estimate of area, production and yield of coffee. The former
Ministry of Coffee and Tea Developmant (MCTD), recently renamed the Coffes and
Tea Authority {CTA), estimated the total area under coffee at 321.048 hectares
producing around 151,565 tones on the average ' Yields are estiimated at 4.7 quintals
per hectare, according to CTA, perhaps one of the lowest in the world  Research
findings have shown that over 20 quintal per hectare can be produced'”

Coffee export has recoversd from the disastrous performance in 1681/82. The
aconomic reform which devalued the domestic currency and allowed the pnu‘al&
sector lo participate in marketing has confributed to the recovery

Over 96% of the coffee production in Ethiopa comes from smallhalder farmers. No
mare than 4% is produced by the govemment owned farms such as Teppi, Bebeka,
Arbagugu and Limmu State Enterpnses (Taye, 1997) The main coffee producing
regions are Oremia and the Southem region But the ongoing extension effort
attempts o intreduce coffee 1o other regions as well including Amhara, Benishangul,
Tigray ant Gambella. According to CTA, the number of woredas to be covered by the
extension program over the three-vear period of 1597 1o 1999 is 27 in Amhara, 9 in
Benishangul, 4 in Tigray, and 1 in Gambella. The corresponding number in Oromia

TESAL on the other hand, estimaled totnl area a5 19) 630 ha (Table V51 If only this st of tond is under
cofTee, the yield of coffee rses o more than [0 qu ha, grven the annual level of produection in the couniry
" Coffee and Tea Authority, Uoffee and Tea 4% vear, No 7, August 998 ( Ambaric repoem)
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and the South was given as 40 and 43, respectively’’. The regional bureaus of
agriculture are responsible for the implementation of the extension program which
mainly includes establishment of nursery siles, dissemination of seedlings.
rehabilitation of old coffee trees and improved management of existing coffea trees.
The extension effort is assisted by the Coffee and Tea Authority which offers training
and introduces the extension package lo the regicnal bureaus. The Jimma Research
Center is given the mandale of monitoring the adoption of the technology and
transfers new technology to the Coffes and Tea Authority.

The main threat to increasing coffes produchon i1s infestation by Coffes Berry Disease
and other disgases (CBD). The annual loss due to CBD 15 estimated at 20 to 30% of
the total annual production (Tefsitwold. 1994)

1)) Colton

Cotton farms in Elhiopa are of two types large-scale state farms and traditional
peasant farms. Large-scale colton cultivation s concentrated in the Awash Valley
iAfar Region and in three other areas, namely North Omao (Southern Reglon), Ababo
(Gambells Reglon) and Gode (Somali Region) Cotton is grown with the help of
irngation in all cases but Ababo

State farms cultivated 35,741 hectares and produced 85,143 tons of seed cotton in
1585 for consumption by domestic textile firms which employ between 37 and 40% of
the manufacturing labor force. However, the trend has been one of daclining in recant
years, with cultivated area and production falling to 24 350 hectares and 44,000 1pns
respectively in 1290 Cotton land under state farms measured only 16.573 and
13,288 hectares i 1991 and 1982 respectively, due to the new economic poalicy
which gave back farm land to local farmers. Lack of improved seeds and inadequate
pest control have also contributed to low yield and poor quality of lint (Mulat. and
Bente, 1854)

The declining importance of stale farms s nol & problem so long as the number of
commercial farms growing cotton is expanding. Indeed. several Investors did try to
establish cotlon farms in places where state farms used to operate afier the 1992
economic reform,  However, fack of clear land policy resulted In confusion over
ownership of land {e.g. Afar Region} and many investors have reportedly abandoned
their farms. Depressed demand for locally manufactured textile products has also
raduced demand for cotton. Peasant cotton production is found in mast pars of the

" Coffee and Tea Autharity, Coffee and Ten, 4% vear. Mo 7, August 1998 | Ambaric repor)
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country. It is estimated that peasant producers cultivate around 16,210 hectares of
land. Almost all cotton produced by the peasant sector is used by the craft industry.

A major constraint of collon farming in Ethiopia is the absence of Institutional
framework to initiate and implement development programs. The Ministry of
Agriculture, which s largely concemed with food crops, has no capacity to handle the
complex problems of cotton farming. Given its economic impartance and the country's
high potential (in growing cofton), an agency responsible for the development af
cotton, similar to Coffee and Tea Authorty. needs to be established. The agency or
deparimeant within the Mimstry of Agriculture mus! have the capacity to formulate and
implement policies and pregrams aimed at removing production, marketing and export
constramts

) Sugtar

Sugar cane is produced by three sugar factones, namely Wonji, Wonjl Shoa, Methara
and mare recenlly Fincha, Nearly 15 thousand hectares of land was cullivaled by the
three state-owned farms in 1888/00. Sugar cane is also produced by oulgrowers
living around these farms and other farmers living in different pans of the country,
The latter supply sugar cane which 5 chewed as a sweel The lotal area under
peasant holding is estimeted to e between 8 and 10 thousand heclares " Lack of
processing facilities (e.g. jaggary ) 15 a major constraint o expanding sugar cane
cultivation.

Total domestic producton of sugar vaned between 123,000 and 185,000 tons du‘mg
the pernod 19B80/81 to 1995/86 Sugar oulpul declined by 0.6% per annum over the
same pencd. Experl of sugar and molasses also decreased substantially in recent
years due {o decliming soil fertiity and problem of flood.  On the average, 82% of the
total produchon is locally consumed, while the balance is exponed.

d) Tea

Tea s commercially grown on state farms located st Gumaro and Wushwush in the
south-western pars of the country. The total cultivated area is only 1.851 hectares.
Tea production expanded from 44 .9 tons in 1980781 to 3,701 3 lans in 199798, Itis
widely believed that Ethiopla could become self-sufficient in tea and foreign exchange
savings from import substitution can be substantial A concerled effort is required o

OURA, Statisticad Abstact, 1995 and 1997
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promote tea production by small holders (as outgrowers) and by large-scale
commercial farmers. Neverthelass, tea plantation, which has an economic life of 50 to
100 years and requires 9 to 12 years to give oplimum harves!, is nol attractive fo
invesiors, especially in situations where the land policy is not clear. A more favorable
land policy and government institulion charged with research and development
responsibilities may be needed to enhance tea production.

o) Tobacoo

Tobacco is tradilionally grown as a garden crop in many pars of the country, Mative
tobacco has been used for snuffing, chewing and for pipe smoking (‘gaya’), As a
commercial crop, tobacco is grown by some stale-owned farms and outgrowers
around them, The Natonal Tobacco Enterpnse has been given the mandate to
organize lobacco production and processing in the country

The pnncipal tobacco cultivation areas have been Sidamo, Wollaita, North Shoa and
Hararghe Commercial production is concentrated in Shoa Robit (Morth Shoa), Bllate
and Awassa (Sidamo) and Nura-Era (Hararghe) State farms. in these areas produce
about 500 - 800 tons of cured leaves annually from about 2,000 hectares of land. The
area cullivated by small farmers was estimated at 2 080 hectares in 1996/97

The production by the state farms together with that of outgrowers fulfills 80 1o 70
percent of the demand of the cigarette manufaclunng firm in Addis Ababa. About 200
to 1,200 tons of Tabacco |s imported every year {Debebe, et al |, 1893}

n Chat

Chat is mainly grown In Hararghe, Sidama, Jimma, Kembata and Gurage zones. The
area under chal cultivation was estimated al 81 230 hectares in 1386/97. Owing to iis
high price. farmers in many areas are gving more atlention to chat and are repartedty
replacing coffee trees with chat seedlings in some areas. The young leaves are
chewed for their stimulant effect. Chewing chat is one of the popular means of
recreation among the yeuth in many urban areas. Chat is exported 1o neighboring
countries such as Ojibouti, Yemen and Somalia. Export prices have been rising since
the mid-1970s (Ezekiel Gebissa, 1824). Both legal and illegal channels are used in
the export frade The volume of chat expoen (offical) increased from 2,937 tons in
1986/B7 to 3,689 fon in 1985/96. Chat s now the third major export eamer of the
country, after coffes and hides and skins:
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) Horticultural Crops

Horticultural crops, mainly fruits, vegetabiles and cut flowers are grown on state farms
and small private farms. State horticultural farms are organized under the
Horticultural Development Corporation recently renamed as the Horticultyral
Development Enterprise (HDE) which cultivates about 6,600 hectares of irrigated land
in the Awash Valley Small producers of horicultural craps are concentrated near the
major cilies where slreams and nvers can be diverled for irrigation, Awash Valiey and
other Rift Valley areas  There are no reliable estimates of the total area allocated to
harticullural crops by small farmers. Vegetables and fruits are the major crops grown
on the small-scale irmigation schemas recently constructed as part of the food security
strategy launched by the EPRDF Government Export of fruits and vegetables
increased from 6,051 tons in 1992/83 10 18.003 tons in 199586, The major eonstram
o expanding the expon of hortlcultural crops s lack of a clear land policy

3.3,  Livestoch

Livestock have diverse functions in the production systems described above. Food
production in the form of meat, milk and other livestock food products conslitule a
major group of livesiock outputs. In the smallholder mixed farming systams, 26% of
livestock output is used for food, in pastoral systems the proportion used for food
increases 1o almost 2.5 times at 81%. Non-food commaodities such as draft power
manure and transpon services are |mportant outputs that also sarve as inputs to food
crop production. Hides and skins as well as woo!l and hair are important aulwts
which mosltly are considered as byproducts

A study carried out in the mid 1980s estimated the imputed value of draft output to
constitute 43% of the total value of livestock output (51% for cattle), while the shares
of meat and milk were 34% and 14%, respactively. About 70% of the total value of
hvestock output was contributed by caftie, 14% by sheep and goats, 13% by poultry
and the balance by camels (Addis Antench, 1552, using AACM, 1584 data). These
proportions-are unlikely to have changed significantly over the past decade.

Livestock are a source of cash inceme for smallholder mixed farring and pastoral
households by whom up to 24% and 31% of lvestock output are sold for cash,
respectively. |t has been estimated that over 85% and 90% of farm cash and pastoral
unit income -are generated by cash income from livestack, In the highland systems,
up to 42% of livestock output is used as on-farm inputs in the form of draft POWES,



manure and the transport of farm produce and feed (ILCA, Livestock Policy Analysis
Manual, 1984, using field study data by ILCA Programs),

Livestock conlribute an estimated 30 - 35% to agricultural GDP and between 13 - 16%
lo overall GDP. These figures are considered an underestimate since they exciude
the value of manure (both as fertilizer and household fuel) and transport {Survey of
Agricultural Sector, MEDAC, February 1997) In 1887/8B8 lwvestock and livestock
products contributed 23% and 21% of the value of agricultural and total exports,
respectively.  Since then these shares have gradually declined as shown in Table 8
below, Almost all of the value of livestock exports was contributed by hides and skins
between 1992/83 and 1985/96. The contribution of hides and skins has remalned
high, parly because of the reduction in the export of other livestock products,
including live animals, as well as the increase in the export price of hides and skins
during the pariod.

Table V1.6 A, Share of Livestock In Agricultural and Total Exports (Percent)
1087/88 199293 18593/94 1984/95 1985/96
Share i Agricufiural Expons 234 176 1549 14.8 114
Shara in Total Exports 213 16.6 151 14.2 12.8

Table V1.6 B. Shars of Hides and Skins in Livestock, Agricultural and Total Exports
Share of Hides and Skins i

Livestock Exports 792 98.8 949 96.3 86.1
Share of Hides and Skins in
7
Agricullural Exports 106 174 152 142 12a
Share of Hides and Skins In n
02 1654 14.4 137 12.4
Total Expors = g 3 2

Source: MEDEC, Survey of Agnouttural Sector, February 1987, guoting data from Department of
Industry and Trade

3.3.1. Past Performance of Livestock

Compared to sub-Saharan Afnca (SSA) as a whole and {o countnes such as
neighboring Kenya, the performance in the production of the main commodity oufputs
from Ethioman livestock has not been satistactory, particularly in more recent years,
Table 7 presents annual growth rates for the main hvestock food commodities for
Ethiopsa, East Afnca (EA) and SSA dunng 1975-87 and volume and growth rales for
Ethiopia for more recent penods
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Offtake from the national cattle herds and small ruminant flocks has remained low, In
cafttle it has ranged from 7-10% depending on the production system. The large
number of draft oxen thal need to be maintained in the mxed cereal-livestock farming
systems of the highlands have influenced cattle offfake rates (implying the need to
keep a relatively large number of breeding females lo produce replacements and the
young stock until they are ready for the drafi function). Much higher offtake rates for
sheap and goats have been estmated in the past - 25-26% for sheep and 27-28% for
pgoats. More recent estimates have lowered these figures to 19% and 25% for sheep
and goats, respectively (NLOP, Januvary 1988 op. ait )

Maortalily rates have remained high al average rates of B-10% for catile, 14-16% for
sheep and 11-13% for goats. These rates are much higher for the younger animals in
each species  Young callle mortally can go up 1o 13% for one-year old calves,
martality 1ates for one-year-old sheep and goats can range from 15-18%

Table V1.7.
Ethlopia: Average Annual Growth Rates of Major Livestock Food Commaodities
1987 1575 87 1980-90 1991.87
Wolume ('000 MT) Growth (%ap.a) Ethiopia Ethiopia
Product |ssA |Ea |ETH |Ssa |Ea |[ETH | S _ ‘5 < |8 = E =
=
2z |g2| 25|
Begf 2011 BEQ | 246 15 09 15| 276 236
Muttan 426 | 265 B2| 27 27 1.2 83 80
Goal Meat 495 | 193 66 20 15 =i 54 G4
Foiltzy g7z | 1| 72| =8| 34| 20| 7 74
Meat

Total Meat 4348 | 1835 591 25 18 1.8 456 | 0.89 466 | -0.65

Mk a7 | 7323 560 3.3 3.9 2.4 881 130 963 -56

Eag T38 235 8 52 46 10 78| D32 7o | =125

Source: FAD Agricultural Databaze FAC 15501287

—
~
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4. THE PROBLEMS AND PROSPECTS OF FOOD
SECURITY

One of the consequences of the poor performance of Ethiopian agriculture s
widespread food insecurty. An estimated 50 to 60 percent of the country’s population
15 food insecure. or lives below the poverty line. The major cause of foad Insecurity is
drought and resource degradation which is a consequence of ill advised rural policies
ol successive governments. The number of drought-affected population between
1981 and 1595 ranged from a mimmuom of 2 53 million in 1987 (o 7.85 millien in
1982 " The major drought affected areas are Tigray. Wailo, North Gondar and
Hararghe. Food aid accounted for as much as 11% of the domestic production during
the penod 1885 1o 1986, Owing 1o the good harvest, the share of food aid dechned lo
aboul 3% in 1896

Domeslic food supply has failed To meet the basic lood requiremants of the country
Based on the recommended food intake of 2100 kcal per person per day (equivalent
1o 225 kg'head of cereals per annum), the annual deficit increased from 075 million
tans in 187580 10 over 5 million tons in 199394, more than a 6 fold increase in just
14 years. The silualion appeared fo have improved after 1984/55 hut the food gap
remained over 2.6 million tons even In the year with a record harvest (1995/96),

Food insecunty is often classified inlo two types chromic and transitory food
insecunty. Chronic food insecurity in the rural areas refers to land scarcity which
cansists of mere than one third of the households who farm less than 0.5 hectares
which under rainfed agricullure is inadeguale to meet subsislence requiremefis
Where the land is marginal and fertilizer use is unknown, households farming less
than 1 ha can be classified as chronically feod insecure. Households expeariencing
shortage of draft animals and cash to buy seed and fertilizer may also be added to the
group. Landless, elderly disabied. female-headed. poor pastoral, non-farming and
newly established households also suffer from chronic food Insecunty

Transitory food insecurity arses from drought, displacement of people and refuges
inflows. In areas with frequent drought, the problem of food can be semi-structural
and quasi-chronic. Pasloralists in general suffer from transitory food insecurity,

A concerted extension efforl combmed with good rains has helped increase ceresl
production since 1985 Howesver. thers is no evidence of the type of yield increazé

o Se o mstanee | RLL Food Secunty Stratzey | Prepared for 4 Coraaliative Grown Mestme of December |
F2, Adddin Adbdsa, 10
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needed to feed a national population thal 1= growing at 3% per annum. Gwven the
average farm size of about 1 hectare for a Tamily of approximately 5 persons, cereal
yields of less than 13 quintals are. al best. barely adequate to meet the househaold
requirements.  The observed decreasing tendency of the average farm size in the
past few decades 1s one of the senous threats (o the prevalence of food secunly in the
country,

One of the Government strategies to eliminate famine and food insecurity, has been
designing a National Disaster Prevention and Management Policy (NDPMP) The
former Relief and Rehabiltation Commission has also bean reorganized as the
Disaster Preparedness and Prevention Commission (DPPC), the underlying Idea
baing to direct development towards reducing vuinerability, and relief towards
anhancing long-1erm development  The main goal of NDPMP 1s 1o strengthen the
sociely's capability to tace the challenge of such disasters in the future  The DPPC
has alse been attempling to buld its disasler preparedness capabilities by
strengihening the Food Security Reserve Administration  The aim is o increase the
reserve lo a level required 1o supply food 1o an average of 4 5 million people at any
o birmee

Although increasing agncullural production will bath add to food availability and
ncrease ncome over the medium lerm, 1 will nol be enough in dself 1o ensure access
o sufficient food for everyone Beyond boosting food and agnoultural production,
unfavorable pnoa luctuatons and storage losses need o be arrested o overcome the
food security problems of the country Emphasis should also be placed on
employment generation schemes to increase the purchasing power of the law income
group. Improving entitiement through employment/income support schemes, largeted
programs, and nuintion/health interventions are needed i the agrim?ilral
development effon is to have a positive impact on food security

5. EXPLAINING THE POOR PERFORMANCE OF
AGRICULTURE

As in any productive seclor. sffective agncultural production reqguires the -availability
and efficient uliizalion of factors of production such as land, labor, capital and
knowledge. Considening the percapia arable land availability in the country ™ and the
numbear of people employed in agriculture tack of land and labor resources could not

Vo Aeesssding 10 the moid recent Worid Bank World Develboprment Repert § Vife 2000} Frhiogeia as 92 hégtars pe gapna
whirle Egwpl has (05, Copgo 0 16, Japan (V07 with mach: b pher produsbon snad prosductiely than Bt
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be the main factors explaining the poor performance of Ethiopian agriculture although
their inefficient wilization certainly is. The latter two faclors, namely capilal and
knowledge are cerainly in shor supply in Ethiopian agriculture.  However, the
shortage of capital and knowledge or the lack of fiow of these two factors in sufficient
quantity 1o Ethiopian agricullure are functions of the Institutional armangements that
guide resource allocation in agriculture. We will therefore concantrate on institutions
Influencing the sector for detailed treatmant in the next section

Among the major factors behind the poor performance of Ethiopian agriculture are
diminishing farm size and subsistence farming, soil degradation, inadequate and
variable rainfall, tenure insecurty, weak agricultural research base and exlension
system, lack of financial services. imperfect agricultural markets and poor
Infrastructure. Some of the factors raised above are pretty much out of the cantrol of
policy makers, However, most of the causes of the poor performance are directly ar
indirectly related to the policies pursued by different governmants in Ethiopia over the
pas! three decades or s0. In the first part of this section we will briefly examine each
of the constraints mentioned above  In the conclusions and policy challenges section
of this chapter, we will look at the policy issues much more carefully

5.1 Declining Farm Size and Subsistence Farming

The growing population pressure in rural Ethiopia and the limited possibility of
expanding the total land area has generally led to a reduction in the per capita land
size available for farming. The very imited possibility of migration owing Lo the land
policy that made the possession of land plots conditional upon residence |n thﬁ
Kebelles since the land reform proclamation of the Derge, has led lo periodic
redistribution and the leveling down of holdings over the past twenty five years.
Accordingly, the average farm size has declined to just 1 ha for the country as a
whole. It has fallen to less than 1 ha in 7 of the 11 regions. or 62% of the househoids
cultivate less than 1 ha, Over one-third {36%) of the holdings are less than 0.5 ha

Households with small plots seldom produce encugh grain to meel their family's
consumption reguirements, Subsistence and survival are their overnding concern.
Nearly all farm produce as well as any non-farm income obtained is devoted to food.
There is no surplus for investrment and for input purchase. |t has also been confirmed
that the quantity of fertilizer used per hectare is directly ralated to farm size {Mufat et
al, 1998). A similar relationship was also observed for improved seeds (Walday,
1898)
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The finding that non-users of fertilizer and improved seeds culfivate smaller land than
users seem Inconsistent with the general expectation that intensification is higher on
smaller farms lo compensate for land shoriages. Il could be that farm sizes in
Ethiopla have already fallen below the critical threshold, implying that the inverse
relationship between farm size and productivity (commonly reported for Asian and
other countries) cannot be observed. There are indications of growing marginalization
similar to what some authors referred fo as "agncultural invelution” in the literature.'”
Farmers with very small holdings lack not only the cash to buy commercial inputs but
alsa oxen for land preparation. Ofen they participate in off-farm amployment in ordear
to meat their subsistence requirements

Declining farm size would not translate nto poverty provided the non-farm sector s
able (o provide employment for the growing rural population.  Nen-farm acltivities
provide employment in their own nght and also supplement agricultural Incomas
According 1o a Ministry of Labor and Socal Affairs survey. around 44% of the rural
households reported non-farm income in 1596 " Among the five regions covered by
the survey, the highest rate of particpation was observed in Amhara (54.2%) fallowed
by Oromia (41.2%) Southern regons (38 9%), Tigray (31 7%) and Afar (6.8%) in that
arder. On the average. non-agricultural income accounted for 10% of household
income. The share for Tigray and Amhara was above the naticnal average, 17% and
11% respectively However, low productivity, limited markel opportunities, lack of
cradit and the absence of policy and institutional support, amang others, have
constrained the prospect of absorbing new enlrants into the labor force in the non-
farm sector. Cpportunities for wage employment are limited owing to the small
number of commercial farms in the country. Participation in the off-farm secr is
induced by the need to supplement low agncultural incomes.  Wage employment ar
non-farm activines rarely provide full-time employment in the rural areas: Rural
income and employment problems as well as the declining farm size thal is one of the
major causes of poverty In rural areas can only be addressed if and anly if sufficient
attention Is given to non-farm and wage employment.  In other wards, the prablems of
the agrcultural sector can cnly be addressed In fandem with the issue of
industrialization.

k This 1= a process in which o0 much lzhor 5 imvolved in production with the amm of sharing out of the
swiitable work among those wanting agnculiural employment  Man-land ratio drops and per capita
icime Talls below requirements for sustainable sgrrcultaral develepment {Bootdy and Sundrum, 19435)

" Miristry of Labor and Socinl AfTairs, Rural Non-Famt Activitees and Agriculrml Wage Fmptryment,
Addis Ababn, 1996
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5.2 Soil Degradation

Farm and grazing lands in Ethiopia have suffered from massive land degradaticn
The serious shorage of good land in the highltand areas coupled with population
pressure have forced cultivation of a large pant of the steep hillsides. especially in
areas aof heavy land pressure  Areas with steep and moderate slopes are highly
degraded because of soll grosion  The serousness of the problem becomes apparent
when one considers the fact that nearly 70% of the Ethiopian highlands have slopes in
excess of 20" Compounding the problem of degradation on such terrain is the
current farming practice. which rarely includes tarracing and other soll conservation
techmgues

According to the Elhiopian Highland Reclamation Study, around half of the highlands
or 27 million ha are already significantly eroded. of which 14 million ha of agricultural
land 15 senously eroded.  Areas most severely eroded include Tigray and densely
cultivated and cropped areas of Gondar, Wolle and nortbem Shoa (Caldwell, 1992
Studies predict the erosion problem lo worsen over the years, For instance, one
sludy {Stahl, 1880 in Caldwell} suggested that between 1985 and 2010, sail erosion
will mcrease the land area incapable of being cropped from 2 millien hectares to 10
million hectares - an area covering approximately 17 per cant of the highlands

Land degradation in Ethiopia 1s aiso exacerbated by centuries of crap production
without fertilizer which have resufled in net outflows of vital nutrients from e goil
Traditional farming practices have ignored the impaontance of replenishing the soil as
animal manure s used for fuel instead of putting it back on the land  The soil In Mg
areas have lost some biological productivity and physicai properties neaded for
optimal plant growth, and in particular moisture retention has been adversely affected
(FORE, 1896). The problem of land degradation is mainly caused by lack of
Investment on the land which in turn is largely explaimed by lack of tenure SECUritY as
discussed below,

5.3 Tenure Insecurity

A secure and farr system of land tenurs is essential to the growth of agrcultural
production. Tenure securty to cultivating farmers increases medium- and long-term
improvemenits and investment on the land. Before 1975 tenants operating in the
central and southern pars of the country under the Gult system lived under the
constant threat of eviction and were reguired to cede a large percentage of their
production to the landiords.  In the northem areas with communal dr ‘rist' sysiem,
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frequent redistribution of land within the lineage group encouraged cultivation
practices which gave hitde or no concem o the protection of the soil, trees and other
resources, thereby accentuating land degradation. Land productivity steadily declined
as farmers adopted no measure to amest the soil erosion and depletion of plant
nulrients.

The March 1975 land reform legistation of the former mifitary govemment abolishad all
forms of private ownership of land and put land under state control.  Farmers were
given only usufruct right over the land they cultivale. Since every one above age 18
years was enftitled to have a farm land which was allocated by peasant association
officials, frequent redistributions of land were camed out to accommodate the growing
population.  Peasants were also forced into collectvizahon and resetttemant which
further exacerbated the problem of fenure nsecurty (Dessalegn.  1994),
Unprecedented levels of land degradaton and deforestation took place as neither the
government nor the community nor the indvidual was responsible 1o ensure
sustainable use of the land  The policy of the Derge government also lad to further
fragmentation and reduced holding sze which often fell below the minimum
subsistence requirement of farmers as discussed above

The 1891 economic policy docurnent of the Transitional Governmant of Ethiopia
declared collectivization and reseftlement as undesirable and intended to put a stop 1o
further redistnbution of land.  Although the document stated that 2 national
referendum will be held on whether the land should remam under public ownership ar
given as a freehold private property. the EPRDF government canveniently pushed 1he
issue out of reasoned public debate by inserting land policy i the constitution
Accordingly the December 1594 Constitution of the Federal Democratic Republim of
Ethiopia proclaimed that land remains vested in the State

L. the right to ownership of rural and wban land, as waill as of ail
ratural resources is exclusively vested in the state and in tha peoples
of Ethiopia. Land is a common propety of the nalions, nationalities and
Peoples of Ethiopia and shall not be subject to sale or fo other means
of transfer.’

The promise 12 halt redistribution of land was also abandoned as the landlass group,
which included the youth, retumee ex-soldiers and setfiers, increased considerably.
In 1926, the Amhara region camed out land redistnbution which gave land to the
landless by reducing the holdings of farmers who were reportedly associated with the
Derge and Haile Selass:e governments  The other mechanisms which were
commonly employed to cope with the growing new claimants of land was conversion
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of the communal grazing land into farms. Hillsides with extremne slopes were clearad
and brought under cultivation, Many landless or near landless groups resorled to
selling charcoal and firewood whergver some frees are left.

In spite of the ongaing effort 1o promale soll conservation and afforestation programs.
there i5 @ consensus hat the problem of land degradation and deforestation has
worsened in mas! parls of the country and is expected 1o ge! worse in the fulure as
long as the cuirent land holding system continues.  Incenlive to invest on land
mprovement. under the present as well as the old syslem, are non-existenl.  Andl this
5 ng mere theoretical postulation or eas concocted by the “unaffected” pefty
bourgesisie There is ample empirical proof that peasanls are 5eriugﬁry warred aboul
insecurity and are willing 16 pay money to obtain secured fenure ' More seriously,
the average farm size s curréntly about 1 ha, well below the economic size reguired
I ensure afficient use of agncultural resources  Further decling in halding size is
unavoldable in turm leading to the unfortunate conversion of smallholder agriculture lo
micro-agnedliure  exacerbated by the exisling land policy and by the limitad
employment ppportunity oulside agriculture As Dessaleqn correcily observed, “such
syslems have no where to go bul down, Le  they can only deteriorale because they
are nol capable of producing wealth bt survive by consuming thair meager
assels  |ihey] are fragile systems: they collapse easily undar minor pressures such
as rainfall variability or moderate environmental distress” (Dessalagn, 1599).

5.4 Inadequate and Variable Rainfall

Allhpugh the weather has been better in recen! years, lack of adequate rainfaly
cambined with vanability in the onset and duration of rains has remained a major
threal to agricullural production in Ethiopia The fact that Ethiopia can expect dry
conditions Tor agricullure in perbaps three years oul of every len underscores the
formidable challenge facing the agricultural seclor. As shown in Table V.22, the
wetltest provinces (according to the old administrative dassification) are Keffa,
lNubabor, Wollega and Gojjam while the dries! provinces are Hararghe and Tigray,
The average rainfall figures in the driesl regions are not only substantially below the
average for the whole country, but guile low compared to requirements for most

A very-imleresting secenl dissertation by Tekie Alemo, which conducted surveys i five sites in theee
regions of the countne (Tigray, Amharz and Orormnia) clearls indicated the relationship between tenure
securiry, investmen? In ppricukure and sl consenvation. Asking, peasants whether or not they are willing
1y vy 1o senatre security and bow mech 1o illien response shout pessants attitude tTowards tenure security,
the research foumd that mos pessants are indeed wallmez 10 pay 1o gam secure rights o fand. See Tekie
Alem, * Lanid Tenure and Soil conservation Evidence from Ethiopia™ Unpublished PhD, dissertation,
Cimehivg Liniversity, 90U



crops. Rainfall vanability, a= measured by the coefficient of variation, Is also very high
in these regions. The rains in Bale (now part of Oromia) and Gamo Gofa {now North
and South Omo) are also low and highly variable

Average annual figures for large areas conceal shortages and delays In the onset of
rains, especially where weather stations are few in number and unevenly distributed.
A case in point Is Wollo which has suffered from repeated droughts but the average
rainfall figures are nol so low. Bad weather in many parts of Wallo is known to have
resulted in frequent crop fallures

The rainfall problem in the country is nol expected lo Iimprove so long as
environmental degradation continues unabated A stralegy o cope with the weather
problem should be based on multidimensional considerations including the promotion
of conservation-based farming systems, introduction of an effective land use plan, a
secure lenure syslem and expansion of imgated farming. In this regard, the focus.on
enhancing the use of fertilizer in the extension package may be considered only as a
short-term measure

5.5 Weak Agricultural Research and Extension Systems
5.5.1. Research

Agricultural research was started in the 1950s with the establishment of agrcullural
education institutions, namely Ambo and Jimma agricultural schools and the Alemaya
College of Agriculiure. Simple experiments were carried out by the staff ofghe
institutions with limited academic interest. The Institutle of Agricultural Research (IAR)
was established in 1968 with the mandate to formulate national agricultural research
policy guidefines and undertake crop and livestock research.

The national agricultural research system (NARS) in the country is today made up of
oroanizations whose primary function is research and those that underake research
a5 a supplementary function. In the former calegory are included AR, recently
renamed the Ethiopia Agricultural Research Organization (EARQ), Regional Research
Centers (RRCs) and the Biodiversity Institule. In the latter category are higher
learning institutions such as the Alemaya University of Agriculture (formarly Alemaya
College of Agnculture), Awassa College of Agriculture. Jimma College of Agriculture,
and Ambo College of Agrnculture. The Ministry of Agriculture aiso conducts some
adaptive research as pan of 1S extension program
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since the beginning of agncultural research in Ethiopia, over 250 improved crop
varielies, animal breeds, farm implements and various other technologies have been
developed, The highest number of technologies are generated for field crops (mainly
wheal and maze) followed by hortcuttural crops and livestock. However, the benefit
from these technologies has been imited. As indicated above, only less than 2% of
the farmers in the country reported using improved seeds in 1996/97. The problem is
relaled to inefficient distinbution systems and the qualty of the seeds. Mos! of the
improved seeds are adapted to the few localties and agro-ecological conditions in
which they were generated  Those that are released for use are not replaced an time,
henca many of the avallable seed vanehes have pecome ouldated

Agnicultural research s constramed by a number of factors. bul the most critical ones
are shorage of resources and inappropnate policies and institubianal deficiencias
Apncultural research s a long-term effort which require highly trained manpower and
research centers with adeguale faciities  Expenditure on research remained far
Frxlove (e level required to provide adeqguate incentives for researchears and ensure
projper research faciities  The average expenditure was only about 15 million bir for
the penod 1966 1o 1987 although it has shown an Increasing trend over tme. Tha
averrage expendiure for the las! len years of the Derge was about 19 million while the
average for the EPRDF government jumped to 32 million reaching a record high of 55
milhon budgeted for 1988 The World Bank has called for a larget of 2% of the
agricultural GDP 1o be invested in agricultural research '® Research investments have
wraditanally produced high levels of retums, compared with investments in other
dareas  However, expendiure on agricultural research in Ethioma, say in 1993/94,
amounted 1o ust 0.2% of the agricullural GDP™ Budgetary constraints have also
limited the number of ressarch sites 10 a few localions, leaving most regions an
farming systems of the country without any research service  The sector has also
ieen a victim of brain drain as many senior researchers have left the country aver the
last ane or two decades mainly in search of better salaries and working conditions
which maintained, among others; high standard laboratories and other facilities. Often
research projects had to be terminated before completion because of the high staff
turnover.

The Ethiopian NARS lacked clear national research paolicy to guide it and provide
framework on ils govemnance, coerdination, follow-up and evalustion systern, For the
most part. research 1s camed cutl by individuals with no coordinabion, focus and

See fat imstinee. ISNARS 19RR. Role of Rolearch i Transforming Tradiional Agriculiure An
Frrwrrintte Perspective. The Hagee, International Service for Nasioml Agriculiural Resemroh

P PO, wr st anagriculinrpl sesearch amaunted to Fire 20059 million, Agricultaral GIP for the
sl mean G tminal pricesh was roaghly: 19 billion (National Rank of Fihiopi, Ouarterly Bulleting
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consideration  about final results and continuity Inter-institutional  research
collaboration, functional and purposeful inkages between technology generation and
the delivery system has remained weak Since research programs are initiated and
developed by researchers to refiect their own inferest and institutional priority. the
needs of the farmers are usually neglected (Goshu, 1595)

5.5.2. Extension

In the past, aMernpls to increase crop yelds included the comprehensive and
minimum package projects initiated In the late 19605 and 1870s with massive external
support. It was thought that concentrating resources on the most promising regions
would yield better results than spreading resources thinly over a larger area A
‘package’ consising of mainly improved seaeds_ ferblizer and chemicals, togaether with
measures aimed al developing physical and social infrastruciure, was intraduced in
the high potential areas (e g CADU in Arssi, WADU in Wolaita and TAHOU (n Tigray)
chosen for the comprehensive approach Other high potenbal areas came under the
influence of the minimum package and benefited from the agricultural package only
Although some progress was reporied i oincreasing yield in these areas, the
development effort was halted as the socialist-oriented military government, whiah
took power in 1974, claimed that the main beneficianes of the projects were noh
farmers.

In the 1980s, a project known as the Peasant Agncultural Development Program
(PADEP) was launched with the assistance of the World Bank and other donors. The
aim was lo cover most of the cultivating households using more or less g
comprehensive approach which emphasized distribution of inputs, promotion of
cooperatives and creation of awareness of the importance of soil and water
conservation. The training-and-wisit (T & V) approach, which required direct subject
matter specialists participation was adopted to disseminate new technologies. No
success was registered since the extension agents were required to spend most of
their ime assisting the fledghng producers cooperatives. Extension agents had no
access to good information and did not generally have the incentive, training or the
ability 1o adapt information to the farmers’ situation (Mulugeta Mekuna, 1595).

Within the framework of the Agricultural Development-Led Industrialization (ADLIY, a
new system of agricultural extension, known as the Paricipatory Demonstration and
Training Extension System (PADETES), was launched in 1994/35 The system tries

ABLI places emphasis on agriculture as the engine of growth, on scocount of its potentially superior
growih linkages, surplus generaticn, market creatson. and pros ision of rrw materials and foreign exchange
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lo merge the exiension management prnciples of the T & V system with the
technology diffusion experience of the SG 2000 program.  The major elements of the
exiension package are ferfiizer, improved seeds, pesticides and beter cuitural
practices mainly for cereal crops (teff, wheat. maize, barley, sorghum and millet),
Under the new exiension system. the woreda offices of agriculture provide
participating farmers with a package of inputs. Participants agree to allocate 1/4 to
12 ha of land for the demonstration plot and pay a 25 - 50% down payment on the
input package al the time of planting with the balance due after harvest. The plots are
managed by the farmers under the supervision of the extension agent. The number of
such plots increased from 3,200 in 1994/85 to 600,000 in 1996/97. The plan for the
1897/88 season was lo increase the number of participants lo 2.9 million. Being
convinced of the results oblained, lhe Govemnment has given Rs full support lo
PADETES and is indeed at the center of the govemnment's overall developmant
stralegy.  Inpul packages have alsc been developed for wel areas, drier area,
Ivestock and high value crops such as vegetables, pulses and oil seeds

The new extension programs have increasingly been geared lowards production
rather than extension.  Development agents are under pressure to work with as many
farmers as possible. One agent may be required to supervise the demonstration plots
of 200 farmers  With no adequate resources to back such rapidly expanding
programs, it could be difficult to sustain the motivation of the development agents over
a longer penod. Admimstrative matters like credit disbursement and enforcing
repaymenl have also absorbed much of their time

At least three reasons are generally provided to question the sustainability of the
current pregram. (Dessalegn, 1983) The first reason is the rising cost of fertiliggr.
Following the removal of subsidies in 1897, the cost of the package has significantly
ncreased, There s a danger thal this may result in a high rate of default, especially in
bad years, and undermine the effectiveness of the program. The second problem is
the inputs themselves. Both the seed vareties and the fedilizers that are being
offered lo farmers require a high level of maoisture to be effective raising the risk of
failure under conditions of high rainfall variability as: In most parts of Ethiopia. The
third reason is the problem of micro holdings discussed above. The package program
is currently implemented an exisling peasant farms with out any requirement of piot
consolidation.  The issue of micro farms raises two problems for peasants. A
continuous increase in the pnce of ferilizers and other inputs while the size of farm
plots continue o decrease. This is certain to generate quick collapse of the farming
system aven under moderate environmental distress. In short, under the conditions of
micro-agriculture, there is no sufficient incentve for farmers for the continuous use of
the package of inputs provided by the current program
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5.6 Underdeveloped Rural Financial Markets

The financial seclor was highly regulated under the former government with interest
rate ceilings and quantitative resinclions on operalions of financial institutions. Public
and cooperative enferprises were the main beneficiaries of the low-interest (which
remained below 8% in the 1980s) credil supplied by the stale-owned Agricultural and
Industrial Development Bank (AIDB). Credit 1o the smallholder sactor was resiricted
la financing fertilizer purchase and the interest rate charged was often higher,

Because of massive defaull, AIDB/OBE sharply reduced s supply of fertilizer loans in
the early 1980s, resultng in a decline in fertilzer sales. In response, the Govemment
look vanous measures to increasa the supply of fertilizer loan.  AIDB was restructured
and renamed as Development Bank of Ethiopia (DBE) and s loss was absorbed by
the state, The Government also revised the 1988 Rural Credit Policy which made
inpul loans a close preserve of AIDE. In 1684 the Commercial Bank of Ethiopia
{CBE) was instrucied to participate in extending fertilizer credit along with the DBE.
The regional govemments were made responsible for loan disbursement and
guarante&. full settlement of the loan  The banks transferred all the money for the
lertilizer loan to the regional states which 0 tum distibuted to farmers.  Credit
disbursemen! and collection was camed out (entirely or mainly) by the regional
administration for a minimal charge included in the interest paid by farmers. Unpaid
loans were deducted from the regions’ budget by the Federal Government and paid to
the banks. This has significantly improved both credit accass and loan recovery, but
there is no guarantee thal this will continue. Credit administration s taking too much
time of the local authonties, Standard banking practices and procedures are often
compromised when credit is handled by non-professionals or civil servants {(working
for local gavernments) with no training in banking or basic accounting (Mulat et al,
1898). In spite of the guarantee, there sfill exists a significant amount of unpaid or
long overdue loans. The Commercial Bank of Ethiopia, for instance, reported long
overdue loans of 37 4 million birr as of July 31, 1588 %'

The capacity of the formal banking sector to serve the rural areas is limited. In 1997,
the CBE and DBE had only 150 and 35 branches, respectively. Most of these
branches are concentrated in the major urban areas. Only 21% of the woredas in the
country have bank branches (Mulat et al, 1538). The newly established private banks

' The regional distribution was given as 243 million m Oromia, 15 million in Ambara, 101 million in

SENNP, | | million in Addis Abiba and 0.3 in Tigray  See for instance, Fisscha ima, Agncultural Credit
for Fertilizers: Review of Performance in 1998 and Plan for 1999, paper presented to the Third Annual
Matinhal Fertilizer Workshop, Sept. 30 - Oct 2, 1998, Addis Ababi Ethiopia
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are in their formative stages and are not expected to reach the rural areas in the near
future

Even where the formal banks are accessible; high collateral requirements, elaborate
paper work and high transaction costs have meant that they sarve only "big™ business,
not the peor rural or urban households. The poor have no collateral to qualify them
for credil. although they may have viable investmen! ventures. Banks are generally
perceived as Institutions created for the nch traders or investors by farmers {Solomon,
1986) Demand for non-fertilizer credit in the rural areas is largely met through friends
and relatives as well as money-lenders which often charge very high interest rates (up
to 120% interes! par annum)

Recognizing the need o improve the provision of financial services 1o small business
and farm enterprises, the Governmenl issued Prociamation No. 4001996 to promola
micro financing institutions. The Proclamation provides the legal basis for investing in
medium and small banks, which specalize in catenng the credit and savings needs of
the urban and rural poor who are willing lo undenake productive micro ventures. The
minimum capital required 1o establish self-sustaining micro finance institution is Birr
200.000. Subsidized credit, which used to be provided by varous NGOs in the
country, has been disallowed by the Proclamation

Interes! o undertake microfinancing business has so far come mainly from domestic
NGOs working closely with the regional governments. One of the first such schemes
to be established was the Dedebit Credit and Saving Instilution. |t was establishedgin
1884 by the Relief Society of Tigray. The Amhara Credit and Saving Instifution
{ACS!) was formed in 1985 by the Amhara Development Association {19955, Simllar
microfinancing institutions have been organized in the Scuthem region (1986) and
Qromia (1987). Lending required membership in a credit group of 5 to 7 members
and a 12.5% mterest charge (1987) in the case of ACSI A total of 208 millien birr was
disbursed in Tigray. 15 millicn in Amhara. 8 milion in the Southem region, and 1.2
million by Cromia in 1997/98 through these institutions © At the moment, the
operation of the schemes is closely assisted by the regional and local govemments It
remalns to be ssen whether the institutions become wviable and whether other
institulions will join to reach more houssholds and make the rural financial markets
competitive

T The figuwe for Tiptay is high because, anike the ather repons & lisys part of the money was vasd ta Gnsnee fermiliver
puarghiane
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5.7 Inadequate Transport Network

Transport and communication systems are poorly developed in Ethiopia. The whole
county is served by a total of 4108 km asphalt road, 9,287 gravel and 56410 rural
road (FAQ repor). An estimated 75% of farms are mare than a half day walk from an
all-weather road. The average road density is estimated to be 21 km per 1.000 50
km of land, or 0.43 km per one thousand population, one of the lowest road densities
in Africa

The rugged terrain has made building and maintaining roads difficult and expensive in
Ethiopia,  Much of the road infrastructure was also destroyed by tha civil war which
was waged o overthrow the former military gevernment. Farmers' produce must be
carried long distances by pack animals or by humans to locations where buyers ara
faund  Consumer goods are either unavadable or sokd at high prices in the rural
areat. The poor state of roads 15 one of the major factors behind the unfavorable
terms of trade faced by farmers

The road sector development program aims al increasing the road network from 0,43
to 0,54 km per one thousand population within ten years (1897-2007) Cver 15,000
km of new regional roads are planned to be constructed and more than B8.000 km
roads rehabilitated  The program. expected to cost USS3.9 billion, will require
substantial financial assistance from foreign sources A number of donors including
the World Bank and the EU have pledged support to the program  Some of the
pledges have also started to matenalize But donations need to be matched with
sufficient budgetary aliocations which in tum depend largely on the pedformance of tlﬁ
economy, especially the agricultural sector  The challenge of tackling the transpa
botleneck, one of the critical constraints to the devslopment of Ethiapia, 15 not
expected (o be an 2asy one

5.8 Imperfect Agricultural Markets
5.5.1. CGutput Market

Frior 1o: 1974, the prices of agricultural products were largely daterrined by market
farces with little or no government intervention, In the post-1974 period. the military
govemnment adopted a policy of direct intervention to keep prices low  Farmers were
reguirad to sell a significant proportion of therr cutput (quota)l at fixed pnces to the
stale owned Agncultural Marketing Corporation (AMC), established in 1976, Privale
traders were restncted from transporing grain from one region to another

189



REPORT ON

Under pressure from donors, the former govemment adopted the March 1890 ‘Mixed
Economic Policy' which removed the AMC quota system of grain defivery, resfrictions
on grain movement and the system of fixed pricing for farm produce. The TGE
initiated further liberalzation of the grain market and limited the role of AMC to
wholesale frade primarnly for regulatory purposes and stabilization of markets. In
1802, lhe AMC was restructured to create the Ethiopian Grain Trade Enterprize
(EGTE). EGTE was expected lo function and survive as a free compatitor in the grain
market which entails marke! operations based on rational calculation of profitability.

Grain market liberalization has obwviously raised outpul pnce for farmers in. major
surplus-producing areas. Average cereal distribution margins dedined fallowing the
liberalization measures. However, the marketing systerm still suffers from a number of
constraints. The hmited number of large inter-regional traders and their constrained
access to working capital and storage and poor road conditions have resulled |n
geographical pockets of agncultural surplus facing low pnces and deficit areas with
high prices.  Small traders have limiled capacty of holding large quantities for longer
duration. With no suficent stock in storage, the volume of grain marketed falls
sharply In years of poor harvest and prices nse considerably. Under high price
instabliity farmers may be reluctant to make Important investments such as the use of
fertilizers.

Weak bargaining power of unorganized and lllierate farmers is another major
constraint in grain marketing. Producer or farmgate prices are much lower as farmers
are often cheated an the weighing scales and market prices offered by traders who
commaonly act in collusion.  Independent farmers' own organizations like service
cooperatives have yet to recover from the disasirous socialist-oniented collectivizalion
experience of the past govemment,

Handiing and transportation costs of wholesalers are high in Ethiopia partly due lo the
absence of cereal grading and standards. Grain has to be unbagged and rebagged
for guality inspection each time grain changes hands \Weak infrastructure, bath within
Ethiopia and between Ethiopia and neighboring countries. inflate transport costs and
impede the viability of trade that would otherwise moderate extreme price fluctuations.
The virtual absence of processing indusines in the country has further dampened
demand for agricultural products. It has been suggested that while some reforms
have been critical to promole economic growth, they are insufficient by themselves o
generale leaps in productivity growth and require associated improvements in kay
markei institutions and infrastructure. A more efficent marketing system calls for a
muore timely and widely disseminated market information and removal of barriers that
raise costs of moving grain from one region to another (Asfaw and Jayne, 1897}
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5.8.2. Fertilizer Marketing

Until 1992, the ferfilizer market was controlled by the state owned parastatal named
the Agricultural Input Supply Corporation (AISCO). Fertilizer prices were regulated
and remained low mainly due lo the overvalued currency and subsidy (direct and
indirect) under the former govemment. However, the distribution system was
inefficient with serious problem of shorlages and delays. Ferilizer was rationed in the
high potential areas and mostly unavailable in other areas  The operation of AISCO
required considerable amounts of budgetary aliocations in the form of subsidy

Consistenl with the new economic policy. the Govermment designed the New
Marketing System for fertilizer 10 1892 with the main objective of liberalizing the
fertilizer market and creating a mulli-channel distribution system.  AISCO was
renamed as the Agncultural Inpul Supply Enterpase (AISE) and restructured 1o
operate as a competitive firm with no subsidies from the govermment  In 1883, the
Ethiopia Amalgamated Limited (EAL) became the first private company to impart and
sel up ils own ferdilizer supply network  Ambassel Trading House Private Limited
Company. owned by the EPRDF affiliated Amhara National Democratic Organization,
became the second importer of fertilizer when it added imporing operations in 1986 in
addition to its wholesale and distribution network in the Amhara Region which began
earlier in 1884, EAL and Ambassel together accounted for 35 3% of the total fertilizar
impart in 1996 (Mulat et al, 1998) The latest entrant is Fertiline Private Limited
Company which started wholesale and import of fertilizer garly in 1998  Belweean
1995 and 1997, three other firms known as distributors”™ (with a capacity to pick their
supplies from the por) joined the fertilizer business A number of small raders and
service cooperalives were  also. given permission o engage. in retailing an
whelesaling of fertilizer.  But retall and wholesale operations are increasingly falling
into the hands of the same imponers and distributors since small traders are not
permitted to sell using the credit arrangement currently in place. Small traders cannot
rely on cash sales since over B0% of the fenilizer sales is financed through credit, Al
the same time, efficient and cost-effectve fedilizer retailing cannot be achieved if
impaort, distribution, wholesale and retail operations are camed by a single firm.

Fertilizer prices rose sharply due to the currency devaluation i 1982 and the
Government was forced to introduce subsidy in order fo cushion the effecl of the
devaluation and continued to sel maximum retall prices with the pledge that these are
only short-term measures. Indeed, subsidies were removed by 1997 and pnces were
decontrolled by 1998

" These nre Ciuna Trading Enterprise {Tigrav) Dimse Trading Enterprise (Chommat and Wimds' Tradma Enterpeisi
1Santhetts Repiem
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It Is true thal access to ferilizer has improved as a result of the Input market
liberalization  This, combined with the new exiension drive. has inoreased fertilizer
consumption.  However, the full benefil of the liberafizalion has not been realized
because of various limitations in the marketing system  This is clearly reflected in the
sizable stock of unsold fertilizer in recent years. For instance, only about 59 and 64%
of lhe fertilizer made avalable for sale was sold in 1996 and 1997, respectively The
poor perfarmance of sales is attnbuted mainly 1o high prices and nefficiant distnbution
syslems

Apart fram the devalualion of the domestic currency, high fertilizer prices in Ethiopia
are caused by inefficien! importation and distnbution systems . Fertilizer is imported
under conditions which do not allow gaing from economies of scale in purchase and
shipment, falure 10 adjust the time of purchase and administrative aliocation of fores
Inefficient domestic transport, and uncompetitive wholesale and retail operations are
also factors that adversely affected ferilizer price  The axisting practice of importing
in lots of 25000 tons has significantly increased the cosl of procurement and
shipment Because of the unwieldy conditions tied 10 disbursement of farex provided
by donors, lartilizer is often impaned from the least expensive sources. These and
other related problems were estimaled to have raised the cost of fedilizer to farmers
by al least 13% in 1886 (Mulat et al 1587} In addition lo the high prices, fertilizer
sales were adversely affected by lack of flexible and efficient retail and wholesale
markels, as already noted above

5.8.3. Improved Seeds L

The preduction and distribution of improved seeds was under state control under the
previgus government. The Ethiopian Seed Corporation (ESC) was the sole distribulor
of seeds produced by itself or bouaht from state farms producing seeds (often at low
prices). It either sold directly to siate farms or channeled itz sales through AISCO
Although the panterrtonal prices were kept low. demand for improved seeds by the
peasant sector remained low parly because of the low guality of the seeds and a
cheaper substitute in the form of own seed saved from previous harvest

The Corporation was restructured and renamed as the Ethioplan Seed Enterpnse
{ESE) afier liberalization. Prnces were deregulated and the private seclor was allowead
to. parficipate n the production of improved seeds For hybnd maize. prce
deregulation resulted in a 37 tmes increase N 1993, as compared to the pre-reform
price of 1980/81 Pioneer Ethjoma was estabhshed in the early 1990s and started
distrbution of hybnd maize seeds in 1982 Some confract farmers have also joined
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ESE in the production of improved seeds. Monetheless, the market for improved
seeds 15 still highly concentrated Over 93% of the total commercial seed supply
came from ESE in 1896797 (Wolday, 1298)

Farmers demand for Improved seeds has remained low and continued 1o fall behind
supply after the reform  Less than 2% of the cullivaled area in the country was
cavered with improved seeds in 1896/97 Despite the strong extension effort, lef-over
siock of ESE increased from 9% in 1994/85 1o 40% in 1995/96 and 58% in 1996/97
While supply has tended to increase, actual consumption rather declined  According
ta one survey (Wolday, 1998), the main reason for the depressed demand is the high
price as repored by 64% of the respondents. For the small subsistence-onented
farmars, buying both fertilizer and improved seeds at high price 15 not alfordable. Bul
price 15 notl the only reason. Some 57% of the sample househalds gave reasons
which sugges! that improved seeds are nol supenor (o local seeds or they are
susceplible 1o disease/pests

Apan from lpss ol geretic quality (due 1o long pericd of repeated use). seed
production under ran-fed condiion has reduced qualty Unexpected rains during
harvest oflen resull in poor germination.  Seed quality can only be ensured under
irngation. In general, a more competitive seed produciion and marketing (s neaded (o
lower the cost and improve the quality of improved seeds.

5.9 Constraints to Livestock Production

The poor performance in livestock production and productivity bnefly descnbed eaﬂier
resulted from several constrainis  These could be categorized into technical and nan-
technical constrainis. The mamn technical constraints include inadequate feed and
nutrition, widespread diseases and poor animal heaith, and poor genetic structure
Many of the problems result fram the interaction of the different constraints, technical
&= well a5 non-technical. For example. poorly fed animals develop low resistance to
diseasse and easily succumb to infections or ofher causes. The high mortality and
maorbidity caused by internal parasites is not only a result of deficient vetennary care,
but probabiy to a larger extent of poor grazing management systems. Many disease
constraints which affect production have been 3 conseguence of Inadequate
budgetary allocations (for drugs, logistics, staff salares and allowances. etc) as well
#s policies that did not encourage sustainable financing schemes including cost
recoverny

—
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5.9.1. Technical Constraints

Feeds and Nutrition Under-nutntion and malnutrition are among the major factors
canstraining ruminant fivestock production in Ethiopia. ' Nutritional stress causes low
growth rales, poor fertility and high mortality. In the highland zone, high population
growth and increasing density are causing the shortage of natural grazing land on
which smallholder fivestock production depends. According to FAO, Ethiopla's.
permanen pastureland has decreased from 456 million hectares to only 20 million
hectares, or by close to 60%, over the last three decades (MEDaC. Survey of
Agriculture Sector, February 1997, op o) In the lowland zones the shortage of
feed and water during the dry season continues to be a particulary critical factor,
while |ncreasing encroachmen by bush (caused by overgrazing) and by crop
cullivation is resulling in diminishing grazing resources. In bath the mixed farming and
pasloral systems, the overall poor quality of the available feed and parbculary its
deterioration during the dry season have contributed to the poor parformance of the
livestock sub-sector

Andmal Health. The major cause of economic losses and lowered productivity of
livestock is the widéspread prevalence of different diseases and parasites in all agro-
ecological zones of the country  Although the maior diseases which causa high
mortality and morbidity have been known for a considerable length of ime and
appropnate preventive and curative measures avaliable, animal health and disease
problems persist as one of the major causes of poor perfarmance Faor example,
Rinderpest is still endemic despite the successive efons of the JP 15 campaign in the
1870'a and the Pan Afncan Rinderpest Campasgns (PARC)  Although the main
strains have been isolated, Foot and Mouth Disease is spread throughout the countri
Huge economic losses are incurred through diseases caused by extemnal and internal
parasites, whose effects could be significantly reduced through  improved
management systems.

A major disease factor that affects lvestock (25 well as crop production) is the
existence of tsetse-and trypanosomiasis  Tselse fiies are estimated te infest some
130-200.000 km” of fertile land in the westarn and southwestemn parts of the country
and trypancsomiasis 1s present throughout the country. except for the dry eastern and
northeastem areas (MoA. RLDS. May 1396, op.cit)  Livestock production is
effectively precluded from this vast area of potentially productive |and.  The
encroachment of the tsetse fiy into the hugher altitude zone which had been frea
previously has become a major factor in future livestock production strategios.

Genetic Structure The genetic structure of the majorty of Ethiopia's livestock
species s believed to be an important factor for their low productivity in terms of
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growth, yield and reproduction. This 1s believed to affect particularly their reproductive
performance. The first calving age for most Ethiopian cattle breeds s normally not
earlier than 4 years, while their calving intervais are far in between. on average two
years. Productivity per amimal s quite jow. Carcass weights of adult slaughtered
cattie are only around 110 kg, while milk production from local breeds averages 2170
kg owver a lactation penod of a maximum of 200 days (NLOP. January 1898, op ot )

The reproductive performance of sheep and goats is well below optimum. The age at
first calving for goats, which 15 sad to be better than that for sheep 5 18 months
Lambing and kidding intervals are long and range from 8-10 months for goals and
even longer for sheep, Carcass weights of adult sheep and goals rarely go beyond 10
kg

5.9.2. Non-Technical Constraints

MNon-technical constrants mamly consist of econamic, socal and institulional faciors
which impede growth [0 producton and marke! supply A major constrainl has been
the inadequacy of capital and recurrent budget allocabons 1o the lweslock sector
Past expenence has clearly demonsirated that the delivery of animal health services
have declined due 1o severe budgetary constramnis.

Al the beginning of the 1980s. recurren! govemnment expendiure on animal heaih
services represented slightly more than 10% of the total recurment expenditure on all
agricultural services, On average, over B0% of the recurrent budget for livestock
services were spent on stafl salanes and wages”™™ A large proparion of the
govemnment veterinary budget continues 1o be allocated to cover salary expendiliggs
with very little |eft for operational costs. As a result animal heaith services have been
maintained through donor assistance (MoA, RLDS, May 18586, op.ailt)

Foor infrastructure finder the movement of livestock inputs and ocutpuls. as well as
their storage. preservation and processing.  This inadequacgy has resulted i high
costs of transport. The extreme perishabiiity of some livestock products such as raw
milk and the inadeguacy of the infrastructure have alse discouraged surplus preducing
areas from supplying high demand distant markels: Poor nfrastructure and the
sssociated high trarsport cost has also confributed to inducing illegal cross border
trade in live ammals.

Addss Antench, The Financing and Staffing of Livestock Services in Sab-Saharan Africa. A Cnoss:
Cowmley Annlyvsis ILCA, 1991
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Land fenure remains an institutional constraint so fong as the present system does not
ancourage fammers lo make long-ferm investment in both crop and livestock
production. The limited number of qualified manpower to condudt livestock research,
lo analyze and design appropriate lvestock development programs conbinues (o be an
impartant factor for unsatisfactory performance

6. POLICY CHALLENGES

From the foregoing presentation, it is abundantly clear that Ethiopian agriculture is In a
very bad shape. A country once considerad the bread baskel of Africa has become
an economic basket case. The situation in the agncullure sector has gotten fram bad
1o warse as well intentioned, but idevlogically driven policies with little practical
relevance 1o our pwn condiions, were lorcibly imposed an powerless peasants in the
form of state policies.

Il |s frue that the problem is multi dimensional  There are a number of factars thatare
completely out of the control of the policy maker such as the varability of the rainfall,
But, although policy makers have litle control over nature, both their effects and their
frequency of occurrence can be mitigated with sound land management and prudent
environmental policy. € he more than dozen factors presented above to explain tha
poar performance of agnculture, the great majonty of them are in one form or another
a consequence of conscious or unconscious human action that can be addressed with
sound policy and effective valuntary mabilization of the population. We will tharefora
devote the remaining pages of this chapter to the key policy challenges ahead of udhf
we are to reverse the decline in agriculture and put it on a mere sustainable path.

The starting point is to give credit where it s due. The pnonty provided to agriculture
in EPRDF's Agriculture Development Led Industrialization strategy (ADLD) is
essenlially carrect simply because it is inconceivable ta think of overall development
in Ethiopia without fundamentally improving the sector that directly affect the life of the
great majority of the population. The long term sirategy of industrialization can not be
effectively implemented without surplus production in agriculture to provide raw
materials for industry, cheap food for urban labor, and increased income for the rural
populaticn which farris the necessary demand for manufactured goods. The various
liberalization measures taken by the govermment as part of the package of this
slrategy is alsc commendable. The ehminaton of price controls, the abalition of
Quotas. the ability to hire labor in agriculture are all measures that are tremendous
improvements from the previous policy regime  The affempt by the government to
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Increase agncultural output and the productvity of fand through an extensive
introduction of improved technology via the extension packages have also increased
yield per hectare in a number of crops indicating the possibilities in the future although
there are questions about its sustainability in the long term

The disagreements about current agricultural policy largely rest an two key areas.
First there Is the issue of the policy's concentration on impraving land productivity
rather than labor productivity,. The second problem relates 1o the institulional
framework utilized by the government to implement its strategy In general and the
issue of land policy in parlicular

The attempt 1o increase land productivity. as we gaid earlier, is |audable However,
without significantly improving labor productivity the desired objective of transforming
agriculture will not matenalize. A cursory look at productivity ditfarentials in agriculiure
between Ethiopia and a selected number of countries reveal that the sector's majar
weakness and its future potental for improvament lies much mare |n labor producjvity
than land productivity

A& can be seen from Table Vi 7 below except for Egypt. in all the countries invalved.
labor productivity 15 much tigher than land productivity indicating that the total
productivity in the sector s more influenced by labor than land Ethiopia’s fand
productivity is close to twice better than the averags SSA country, about three times
better than Zimbabwe and South Africa and reasonably close to such highly
productive countries as Canada. Ethioma's agnoultural labor productivity an the other
hand is by far the lowest compared with the other countries in the table and one of the
lowest in the world.  Labor in the most productive country in the group s 228 timis
more productive than Ethiopia and the average SSA country 1s over twice more
productive.  Higher land productivity could not transiate into higher labor preductivity
because of continuously declining farm size.  Apart from technolegical changes, an
increase in the area cultivaled per agncultural worker 1s one of the essential
conditions of an increase in productivity. It is therefore crucial that a poiicy designed to
improve Ethiopian agriculture needs to put very high emphasis in improving labor
productivity along with land productivity in which the cument policy almost exclusively
concentrates,

In relation to the second problem, as briefly discussed above, the govemnment's
strategy is already showing serious strains from the institulional constraints imposed
by the government's land policy which not only simply accepted the policy of the
previous regime. but more importantly virtually eliminated public discussion on the
Issue by incorporating it in the constitution without any meaningful debate  The
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problems created by this ideclogically driven land policy. as discussed above, have a
number of direct and indirect consequences which together are sure lo senously
hreaten the success of the government's strategy in agriculture and with it its: overall

development strategy

Table VL8

Agricultural Productivity in Selected Countries 1994 - 96 (1987 dollars)

Value added per | value added per hectar

agricultural warker of agricultural land
"| oW INEaImie Eounihes 187 153
- S5A ig2 68
Lt and il ineame 459 208
Ethiopia 181 116
Henya 240 80
Egynt 133 2990
Migerin B84 160
Zimpabwe 256 41
Sauth Africa N 2870 a5
| Carada 30,202 154
[ Nefherands 41245 5932

) Savurce World Bank Waild Devalopment Repont 1598/49

L

The first consequence of this land palicy s the decrease in the size of the farm plot
and the msecunty of tenure assocated with it The pencodic redistnbution of land. (as
has taken place in the Amhara region recently) meant that not anly is the size geting
toosmall 1o allow enough surplus for the family to venture into imvesting in yield
improving technologies, but more importantly. even if there was any surplus. there is
little incentive in investing in improving the land because, under such circumstances,
there 15 no secunty of tenure 1t was the fzar that peasants will be forced to sell their
land leading to concantration of ownership on the one hand and displacement of poor
farmers on the other that seems to have informed the current govemment's decision
o put land under state ownership. The actual resull of this polficy In the past decade
and half was actually 1o make every one poorer with each re-division making family
holdings progressively smaller,  Furthermore, the legal prohibition of land transfers
have made consalidation of holdings for more efficient farming fiterally impossible
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The second conseguence of the land policy i1s the demographic pressure that it has
created and is creating in rural Ethiopia. The existing land system has senously
discouraged migration since a sustained absence fram the Kebelle could result in loss
of one's holding, This has led to an encrmous population pressure.  The number of
people estimated to be living in rural areas increased from 37.8 million m 1984 to 458
million In 1984 and is expected o reach 54 million by the year 2000, Without
significant increases in yield and not much hope of expansion in the cultivable land
area and withoul a meaningful possibility for migration 1o the urban areas. (or to less
densely populated rural areas because of the ethnic divide In resource use) the
current land policy is a sure recipe for a future Malthusian disaster

Very closaly related to {he above problem s the decreass in pasture land and ils
affect on the country's Iivesiock population. The need lo accommodate the INCreasing
population has required many Kebelles, particularly in the North to distibute grazing
land for farming seriously reducing the already insufficient animal fodder  This in lum
has reduced {he number of caltle thal a household can possibly suppor,

The land policy aiso has a negative /mpact on farm practices and envirenmenial
protection, Tenure insecunity and diminution of holdings has forced many peasants o
abandon prudent traditional land managemen! practices such as Grop rotation, land
fallowing, and usage of organic fertilizers for fear that they might lose the land thal
they so ennched. Instead, they concenirate on getting whataver they can row without
logking into the fulure. The cbvious effect of this |s that land is continuausly tilled
without a break thus increasingly losing its important nutrients and eventually leading
to soil exhaustion Olher environmental protection measures such as planting trees is
now vinually abandoned because of insecunity {save for eucalyptus trees that cangoe
planted and markeled fast) even when peasants are fully aware of the long term
negative effect of such practice. Furthemmore, the shortage of land has led to the
allogation of increasingly marginal land. which 15 exposed 1o ervircnmental hazard, for
cultvation,

Finally, there is the social impact of the current land tenure system which seriously
disadvantage the yowth. More and more of the youth are becoming landless and
dependent an their families even at fate age  This |n tum is creating generational
tensions as the youth resent their parents whom they blame for ther misfortunes. The
virtual absence of differenhiation in rural communities have also killed the incentive for
entreprensurship among the peasantry As the state becomes the landlord that
determines- allotment, what has emerged » rural Ethiopia 15 a8 dominated and
subservien! peasantry rather than an indepandent peasantry with inihative and willing
o take risks
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The conclusion that emerges from the foregoing 15 clear,  Despile the many
commendable initiatives of the government to improve the agnculture sector and with
it the lives of the majonty of the population, its ideclogical and inflexible position on
land policy has made it very unlikely for the government to achieve ils -slated
objectives. Furthermere, the effect of this land policy goes far beyond the issue of
increasing oufput in the shor run. The possible disasters that mught vist Ethiopia’s
rural population i the future owing to this policy 1s a senous concem that any
responsible government should lake senously and engage in a public debale in
search of a suitable alternative
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ETHIOPIAN INDUSTRY

1. INTRODUCTION

Our discussion of the agriculture sectar in the previous chapter made it clear thal the
fixed size of agricultural land and the depletion of agricultural resources in general
along with the rapidly rising population has made it impossible for the sector to
provide gainful employment and sufficeent income to pull the majonty of the rural
population out of its miserable existence. |f the expected rise in agricultural
productivity and with it rural income is to materialize, the population pressure has to
be lifled from rural Ethiopia. This means that the non agricultural sectors particutarly
the manufacturing sector need to expand rather rapidly not only to create demand for
the unemployed urban labor torce but also to be able to accommodate the expected
rrigration from the rural areas.

This is not the only reason why the manufacturing sector in Ethiopia or in any other
developing country far that matter, need to expand. As any student of the process of
econamic development surely knows and as the experignce of the now developed
couniries attest, there can not exist an overall economic development with out some
kind of industrialization. In fact, in every day language, development is synonymous
with industnialization. So if Ethiopia is to alleviate the crippling poverty that most of its
cilizens find themselves In, 1o generate the desperately needed employment for ®s
youth, to increase the Income of its working people and to provide all this in a
sustanable way, 1t has no choice but to find a way to significantly increase the size
and the productivity of this crucial sector of the economy. This chapter s devoted to
this sector.  In the following pages, we will look at the current state of the
manufacturing sector in Ethiopia. We will follow this by looking at the key constraints
to the development of the sector and what need to be done to address these
constraintsand put the manufacturing sector in a rapid growih palh."

LMot of the dla amd the basic rll'.il!:-"\:l-\- vsed for thes section ol the paper 1% from - the paser commissioied fod this e
an the wsdzctemyg scetor, Fro detatled analvsis and extensive data on the secior ses: Aabniit Zenbon, “Manufacturing
Indusiries e Ethiopiz: A Ssurvew.” 1593, [ssues relaled o data sdurces and defimbions of cmeepls relaied 10
marstaciamng are coversd nthas survey,  Agan all the olher sechons, thessarvey is compited i the Torm of “Working
Fapar™ ancd separtely avnlable from the EREA oflice
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2. HISTORICAL BACKGROUND

The establishment of mederm manufacturing in Ethiopia more or less developed with
the emergence of & strong central government and the political stability that came
with it towards the end of the 19th century, A number of factors cantributed towards
its . development including the installation of the Ethio-Djibouti railways and the
strengthening of Ethiopian foreign relations which created an appetite for modern
manufactured goods among Ethiopia’s elite. The increasing settlement of foreign
citizens from Armenia, Greece, taly and India also brought the entrepreneurial
capacity to develop manufacturing industriss locally, The increasing problem
associated with transporting imported commodities like wood, clay, and printing
preducts and the high cost of these imports provided the incentive for local
manufacturing,

By 1927, about 25 factories were established in Addis Ababa, Dire Daws, Asmara
and Massawa which Include 5 wood and clay factories, 2 tanneres 5 soap and
edible ol plants, 2 ammunition factories, 1 brewery. 2 tobacco processing plants, 1
cement factory. 1 grain mill, and 2 sall factories. Excepl the printing press and
ammunition plants, all were established by private entrepreneurs. ' Holeta Grain Mill
and Massawa Salt were set up in 1896 and 1904, respectively. All basic
manufacturing commodities were supplied by local handicrafts, atherwise.

From 1928 — 1941, not |less than ten manufacturing industries were set up, of which
two of them (the Adistic Printing Press and Ambo Mineral Water Plant} were
eslablished before the Halian invasion. The rest were established during the ltallan
occupation. Moreover, except for Dire Dawa Cement, Dire Dawa Textiles factores
{which were established by the Italian Govermment) and Ambo Mineral ‘Water, the
rest were sel up by Armen and Greek settlers,

It was during the immediate post war perod (1941-1950) that the manufaciuring
sector in Ethiopia Increased rather rapidly partly as a result of the close relationship
between the government and the United States and the United Kingdom. Even
during this period, the rapid increase in the number of manufacturing industries was
not the resull of a conscious and deliberate industrial development policy and
strategy. [l was only after 1850 that a deliberate strategy to encourage the expansion
of the industrial sector was formulated.
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The “statement of pelicy for the encouragement of foraign capital investment in
Ethiopia® was the important legal notice (Legal MNotice number 10 of 1950) in this
regard. A decree to provide for the encouragement of capital investment in Ethiopia
(Decree number 51 of 1963, the revised investment proclamation of 1964,
agricultural and industrial expansion (prociamation number 242 of 1968) were the
important initiatives and refinements for the expansion of modern industries in
Ethiopia. Maoraover, Ethiopia started to develop five year plans to guide its economic
policy, Three successive five-year plans were formulated and implemented during
the Imperial era and a fourth five-year plan was under preparation on the sve of the
February 1974 revalution,

Since then industrialization, with an inward looking orientation based on import
substilution, was pursued as a matter of governmenl policy. As a result, a8 good
number of manufacturing enterprises weare established including B0 factories mostly
by private businessmen of foreign origin. Only sight of these eighty establishments
were fully government owned while ancther five were joint veniures where the
govarnment had over 50% ownership. By 1974, of the total manufacturing
enterprnses only 26 were gither fully or partially cwned by the government on seven of
which the government's stake was less than 80%. The greal majority of the
manufacturng concerns in Ethiopia before the 1974 revolution. especially the
medium and large scale ones, were owned by foreigners. Oul of 273 establishments,
178 or 85 percent were set up with the assistance of foreigners and 101 or 40
percent were lotally owned by foreign nationais, In short, the industrial sector of
Ethiopia by 1974 was small, characterized by production for the domestic market
manly io substitule imports, largely private and foreign owned.  The roleg of
govemnment in the evolution of the Ethiopian manufaciuring industries pricr to 1974,
al least as a direct producer, was very limited.

Although there was no major shift in the production and market structure of Ethiopian
manufacturing, a profound change in the structure of ownership and management
took place in 1975 when the Derge Regime, as part of its “socialist” project,
nationalize? virually all medium and large scale industrial enterprises owned by
Ethiopians and foreigners alike. Thereafler, the industnial sector was dominated by
public manufacturing enterprises,

Following the general direction pursued by “socialist industdalization” the new
government showed its mtentions 1o move into production of intermediate and capital
goods in ifs ten-year perspective plan, The plan had envisaged to build a strong self-
reliant national ecanomy with adequate inter-sectoral linkages, But this plan has not

203



IREPORT ON ETHIOPIAN ECONDMY

gene beyond Indicating ideclogically determined intentions. No significant expansion
has taken place in the sector under the Derge's tenure. What was successfully
achieved was the total reorientation of the ownership structure and the management
philosophy, The paricipation of the privale sector was deliberately discouraged
through the imposition of capital ceilings and preferences were given o govemment
owned enterprises in the allocation of foreign exchange, market access, subsidies
and the like. Government enterprises were organized into three hierarchically
structured levels of management. At the top was the Ministry of Industry, followed by
corporations set up to oversee the management of the group of enterprises; The day
to day operation of the manufaclunng enterprises were left to the General Managers.
The managers of the enterprises were expecied 1o operate in accordance with
vanous guidelines prepared by the Ministry or the corporation wilhiout any
amendment to their specificenvironment. This ownership and management structure
remained in force until the overthrow of the Derge regime and the intraduction of
liberal economic reforms following the new government's New Economic Policy of
1991

3. THE STATE OF INDUSTRY IN THE COUNTRY:
1975-1996

3.1. The Size of the Manufacturing Sector
(Value Created by the Sector) %

The contribution of manufacturing industries to Gross Domestic Product in Ethiopia is
prabably the lowest in the warld.  The data below provides an illustration of this fact,
manufacturing industries in Ethiopia contributed only 3 per cent to GDP as compared
to 27 per cent in low incoma economies, 13 per cent in low income economies
excluding China and India, 15 per centin Egypt and 11 per cent in Kenya,

This low level of industrialization is also observed in the broad industry categary
where the sector's contribution is significantly lower for Ethiopia even compared with
comparable countries such as Kenya, Furthermore, the troublesome issue is thatl not
only is the level of industrialization low, bul there seemed fo be a process of de-
indusirialization taking place in the country, The share of both manufacturing and the
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broader category industry is lowar in 1995 than it was in 19802 The only saving
grace in this area is that the sector has performed much better after the change of
regime in 1931 than the ten years before that. According to the same source as the
table above, the growth rate of value added in industry for Ethiopia was 1,8% per
annum between 1980-90 while it grew by an annual average level of 4.1% betwesn
1930-97. Furthermore, this performance was reasonsbly better than most of the
comparators used in the table except for the LIE average and Egypt. Given the need
for industrialization discussed earlier, this is in deed a worrisome development. We
will come back to the issue of explaining why such a poor performance in general and
the relatively better performance of the post 1991 period later. In what follows we will
simply look at the nature of the existing industrial sector in relation to employment

creation, level of technology and productivity etc. ta give the reader a feel for what
stands as the industrial sector of the country.

Table Vil.1
Distribution of GDP in %
—
Manufacture Industry Agriculture Sarvice
Countries
=] el (=] '] = ry =1 2]
=] = (== Lap) o (=] ‘o3 [=H]
o o o [=r] (=] =] o1 [=H]
Lo = Lo = ™ L o . [ 4
Warkd 23 sl 38 33 T 5 53 63‘
Low income ecanomies (LIE) 21 27 32 38 34 25 32 35
LIE without China & India na 13 na 25 na 33 na 41
Ethiopia B 3 12 10 58 57 kb | a3
Egypt 12 15 ar 21 15 20 a5 59
Nigeria 8 5 40 53 27 28 32 18
Kenya 13 1 24 17 33 iz 47 a4
| . 1
Saurce: Werld Development Repar, 1997
* Althenigh the etoul figures differ, in some cases substantially, this trend i confinme Iy locking. ar the Eibiopian data
frinn local sources. Se= for example the dita compiled by the national accounts team of MEDSC, tble 1.4. in Aufirut's

Snrvey for this repan
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3.1.1. Number and Growth of Establishments

The Central Statistical Authority (CS5A) conducted surveys of manufacturing
industries in 1995/95 for each of the four groupings. Surveys of small scale and
cottagefhandicraft manufacturing industries were conducted for the first time. The
survey for manufacturing establishments with 10 and above employees has been
canducted annually for about two decades, The survey on the informal sectar which
includes ail sectors was conducted in collaboration with the Ministry of Labor and
Social Affairs for the first time, as well, The manufaciuring part is included in this
report. Unfortunately, the 1897 survey is the maost recent complete survey using data
far 1995/96 and thus our report will be limited in terms of coverage to this period. \We
will. however, use more recent data whenever avallable and appropriate.  According
to these surveys, the number of establishmeants are reported in Table VIL2,

Table VIL2
Number of Establishments as of 1995/96

: Groupings Number Share in %

10+ 42 0.05

Small-scale 203 023

Cottage ‘handicrafts BY2 718 76.15
| Infgmnal 276,287 2357
[ Total 1,172,379 10000

Taurce CHA. Manufacluring and Urban Informal Sector surveys, Various Reports, 1997

|

The total number af manufacturing establishments as of 1995/86 was 1,172,379 of
which those manufacturing establishments which employ 10 and above persons and
use power-driven machine are only 542, Manufacturing establishments which use
power-driven machines regardless of number of employees are only 3373
accounting cnly for about 0.3 percent of the total. The majority of the establishments
{about 761 per cent) are cottage/handicrafts, Clearly, just like Ethiopian agriculture
is dominated by small peasants, Ethiopian manufacturing Is dominated by cottage
and handicraft manufacturing

Mo adeguate database is available to analyze the growth in the number of
manufaciuring establishments, It 15 only for the 10+ group that time series data is
avallable. C8A conducted surveys of manufacturing industres for aboul 21 years
from which number of private establishments that employ 10 and above workers are
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reported. According to this survey, the number of manufacturing establishments with
10 and above employees in 1975/76 were 430. This number declined o 402 in
1885/88, a decline of .82 per cent per annum. It furlher dedlined to 273 in 1992/93,
the lowest ever registered, eventually growing to 642 by the time of the survey in
1985/96

There are several reasons that explain this decline, The first is the decrease in
number of employees owing 1o low capacity utilization which in lurn is caused by the
then unfavorable government policies lowards private activities to obtain fareign
exchange (for raw materials, spare parts and replacements), credit and license,
Therefore, some of the establishments might fall below the “ten and above” employes
category, The way the number of establishments fluctuated year after year seem to
prove this, Secondly. the possibility was high for establishments to cease operation
for the obvious reasans of the period such as war, tedious regulations, and lack of
foreign exchange. In deed, the then economic policy did not encourage bringing new
establishments into operation, The third reason is the independence of Eritrea by
1891/82, which reduced the number by the amount that existed in Eritrea.

After 1982/93, the trend changed dramatically. The number of manufacturing
establishments increased from 279 in 1992/93 1o 477 in 1 993/894, an increment of
about 71 per eent. The number further increased o 501 in 1994/95 and 642 in
1895/96. In fact, the number of establishments grew by 34.71 per cent annually aftar
1992/33, reversing the declining trend that abtained previously. The primary reason
for this upward trend of the number of manufacturing establishments is 1
improvement in the overall macroeconomic environment wnich alleviated some of the
constraints mentioned above partly owing ta the change in the palicy regime. Maost of
the additional establishments recorded in the survey were not new but existing ones
that have moved up the category owing to the alleviation of these cansirainis
although there are some new anas created after 1992, Unfortunately the data does
not isclate these two categories to idenfify the net increaze in manufacturing
establishments. since the new policy came in to effect.  Still the growth in this
category is relatively minuscule compared to that registered for the group emplaying
below 10 persons, usually classified as small, handicrafts, cottage or informal. Data
regarding these activities are limited, inconsistent, unreliable and incomplete, Thus. it
is nearly impossible 1o fully assess the growth of the number of establishments
There are few surveys conducted on handicrafts and small-seale industries o give us
some indication. These include the survey undertaken by HASIDA in 1989 and 1991
an private small-scale manufacturing establishments and the one conducted by CSA
in 1857 on handicrafis/cottage and small-scale industries
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Table VII.3
Trend of Manufacturing Establishments {10+ group)
Year Number Average Annual Change
1975/76 430 -
19856/68 405 -0.82
1592/493 273 -4.62 [
1585/96 642 3471
TEITE - 95/96 8,76

Source: CSOVCSAT Results of Sumneys of Manuraclur'lﬁa-lndustrlas {18756 - 1955/96)

According o HASIDA, private small-scale manufaciuring establishments are those
which use manually operated machine or motor-driven machinery, which employ at
least one person (not owner or families); and those with fixed asset not exceeding a
million birr excluding land and building, Given this definition, the number of private
small-scale manufactunng establishments were 7705 in 1985786 and 7600 in
1986/87. These numbers dramatically changed dunng the 1997 CSA sunvey which
registered 882,719 cottage/ handicrafts and 2731 small-scale industries. Clearly the
main cause of this change is a change in the definition where the later sugey
included coftage and handicraft industries which were not included in the earlier
survey. Still, a significant increase in these establishments owing to the more liberal
economic policies of the new government can not be overruled since these are the
first categories to quickly respand to changes in policy regimes

3.2. Sectoral Structure of Establishments

It 15 impossible to present an accurate picture of the sectaral structure of Informal
manufacturing activities since the very survey itself did not include the sectoral
dimension of the informal manufacturing sector, It is only for the other three groups
that sectoral distribution can be presented. Mumber of establishments by sector Is
presented in Table V1.4
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Table VIl.4
Number of Establishments by Sector, 1995/56,
Cottage/
Sectors 10+ small Scale | - dicErlans Total
Food and beverages 174 1080 A56363 AB7627
Tobacca 1 . 54 55
Textiles 32 22 279759 278813
Weaving appare| 23 36T 15230 18620
Leather B3 T2 11753 11588
Weod 26 43 11927 12002
Faper and Printing 43 T4 - 117
Chemicals 50 G 91 150
Mon-metallic minaral &5 i 151267 183446
Metal 42 5032 29749 20293
Rhers 103 452 33529 34084
Total 642 273 852719 896092

Source; CS5A sunvey,

According to the above table, the total number of establishments excluding the
informal sector in 1995/96 was 885,092 of which more than two-fifth are food and
beverage and almost one-third in textiles. Generally, the Ethiopian manufactunng
establishments are engaged in the production of food, beverages, textiles and nign-
metallic mineral products for these sectors accounted for about 88 percent of the total
establishments registered in 1995/86. The dominance of these sectors in the
manufaciuring activities of Ethicpia is mainly explained by the high lacal inpul conlgnt
and the availability of a large local markel for these products. This sectoral patlern,
however, is not equally shared by all groups. The main four sectors and their
importance in each group are listed in Table VIL.5.

Tahle VILS
List of Main Sectors in Each Group
| ) 10+ Small-Scale Cottage/handicrafts
Food and beverage  7.1% Food & bevarage  39.9% | Food & beverage  39.9%
Others 16.04% | Metal 18.5% | Textile 31.3%
Mon-metal 13.24% | Mon-metal 16.6% | Mon-metal 16.59%
| Leather 9.81% | Weaving apparei 134% Otheis 3.8%

Source; Table V1.4

209



REPORT ON THE ETHIOPIAN ECONOMY

The common element these groups share (s that the number of establishments of the
food and beverage sector are dominant in all the groups though the size this-sector
accounted for In their respective group differed. The four dominant sectors that
accountad for 88.04 per cent in cottage/handicraft manufacturing ndustries are food
and beverage, textile. non-metallic mineral products and others (which mainly
consists of Turniture and fixture activities), sach accounting respectively for 39.9,
31.3, 169 and 3.8 per cent of total number of cottage/handicraft manufacturing
industries. The most plausible expianation for this concentration is their local base in
both raw material and market.

2n the contrary, the four dominant sectors thal account for about 88 per cent in small
scale induslries are food and beverage, metal (mainly fabricated metal), others
{particularly furniture and fixture) and weaving apparel, each accounting respectively
for 38.9, 18.3, 16.6 and 134 per cent of the number of small scale industries in
1995/36.  Thus, small-scale industries in Ethiopia are mainly engaged in the
manufaciure of food, fabricated metal products, furmiture and weaving apparels.

In the 10+ group, sector concentration is fess severe than the former twe. This can
be witnessed from the share of the major four sectors and from the number of sectors
that accounied for about 90 per cent of the number of establishments, The four majar
sectors — food and beverage, others (mainly furniture and fixture), non-metallic
mineral products and leather (particularly footwear) — accounted far only B6.19
percent of the total 10+ group establishments while that of the latter major four
sectors accounted for about 90 per cent. Moreover, while only the four major sectors
accaunted for about 90 per cent of the number of establishments in small-scale agd
cottage/handicrafts group; it is eight seclors In the 10+ group. Herfindahl-Hirshman
Index (HHI) which is the measure of extent of concentration revealed this fact as well,
The higher HHI indicates the severity of the concentration.3 While HHI of the 10+
group is 0126, it js 0.238 and 0.287 for small-scale and cottage/andicrafts groups
respectively. Looking at the change in the sectoral distribution of manufacturing

Inote tha (Ferguson and Ferguson, 199431}

HHI = T §i2
=1
W X - . [1 - ”
Where: Si= the sgquare of the share of the 1B sector, measured as thet secie’s namber ol
establishment divided by total number of establishemenis in the grou, 1o the number of
sectors i the smeasore {The magor four seetors i each geoupoin this case).
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industries in the 10+ group for which data Is available, we can see from the survey
that the importance of food, beverage, texlile, and wood sub sectors have declined
since 197576 while that of footwear, fumiture, non-metallic mineral products and
fabricated metal has increased their share indicating some stial tendencies ot
structural shit towards a higher stage of industrial development such as
manufaciuring fabncated metal,

When compared with the tolal number of manufacturing establishments; the number
of publicly owned firms seem insignificant. But in the more important 10+ graup,
where government ownership is exciusively concentrated, it accounted for more than
a quarter of the number of establishments, The proportion of public manufacturing
establishments was even higher In mid 1880's. According to the survey, the
proportion of public'to that of private manufacturing esfahlishments was gbout 51 .94
percent in 1975/76. which indicated that the number of public enterprises n 1975/76
was almost haif of the total number of private manufactunng enterprises,

Table VILG&
Ownership Structure of Number of Manufacturing Establishments as of 1895/96
Group i Public Private Total '
10+ i) 473 Baz2 |
Ssmall Scale - 2N 271
Cottage/handizralis - RO2710 BE2714
Infarrnal - 2TE2RT 2T52ET
Total 169 1172210 1.172,379 |
Scurce: As indicated in Table VILZ. . L

This proporion increased to 93.81 per cent in 1980781, to 102.01 parcenl in 1985/86,
to 11450 per cant in 1980/81, reaching the maximum of 12063 per cent in 1991/92
with 152 out of 279 enterprises owned by the government. The increase In public
ownership after 1975 is mainly a result of the nationalization of medium and large
private manufacturing establishments, The decrease in the number of employees in
the private sectar ar the closure of some of them for reascns provided earlier might
have reduced the number of private enterprises in the 10+ category. The capital
ceiling imposed on private businessces alse discouraged the formation of new ones
during the Derge period After 18982/93, the trend. however, changed dramatically
The ratio started to fall and reached 3572 per cent In 1995/86 as the number af
private establishments Increased due ta the change in the ecanomic policy of the
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ceuntry. Despite the increase in the private sector's share recently, however, there
are siill sectors that are either fully under state monopoly or dominated by it. Those
sectors which are under the monopoly of government are lobacco, manufacture of
industrial chemicals, glass and glass producis and basic iron and stesl products,
Furthermore, beverage and tanneries are sectors in which the public sector
dominates. Footwear, fumniture and fixture, fabricated metals and printing are areas
largely dominated by the private sector

4. MANUFACTURING OuUTPUT: STRUCTURE,
GROWTH AND ITS SOURCE
4.1. Size and Trend of Manufacturing Output

There are different measurements and methodologies used to estimate the value of
manufacturing output®  For the purpose of this report we have used the three
commenly used measurements namely Gross Value of Production (GVP), Value-
Added at Market Price (VAMP) and Value-Added at Factor Cost (VAFC) to measure
the size of manufacturing cutput in Ethiopia. The source is the survey conducted by
CSA in 1995/96 for all groups, of which the summary is reported in the table below.

Table VILT
Output of Manufacturing Sector as of 1935/96 (in thousand birr} %
Qutput measure 10+ Small Scate h‘;:;?:rz:i Informal Total |
GV 5,780,104 187,862 2.042,531 | 579,790 | 8,609,707
Share in % 6736 218 2313 §.73 100,00
VAMP 2445 024 B, 905 639,585 409 534 3,553,049
Share in % EB.81 117 1800 11.53 10008
VARG 1,593,838 €0,605 538,836 409,534 2,702.814
Share in % 58.97 .24 2364 15.15 100,00
VAMPIGYP in %% 4216 32.94 3131 7063 42.27
VAFCIGYP in % 27,75 3276 .13 T0.63 .14
WAFCASANP in 3y 85.19 4790 a4.66 10000 T6.07
Source. CSA survey R o
" For the definitions used for the variols LONCERLE, see Admin, opogil. setion 3, p. 14,
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The total value of production of the manufacturing sector in 1995/96 was estimated a
be birr 8.6 billion. The bulk of this value is created by the small number of medium
and large scale manufacturing establishments noted as the 10+ group above whose
number, as we saw earlier, accounted for less than half of one per cent of the total
number of establishments. This group accounted for birr 5.8 billion or 67.4 per cerit
of the gross value of production. Cottage/mandicrafts manufacturing activities while
accounting for 76.1 per cent of the number of establishments, contributed only 23.7
per cent of the total gross value of production, followed by informal and small scale
manufacturing activities, each accounting for 6.7 and 2.2 per cent respectively.
Manufacturing value-added al market price in 1885/96 was birr 3.55 billion and valua
added at factor cost was birr 2.7 billion. Again the 10+ group was dominant
accounting for ciose to 88% of the VAMP and about 59% of the VAFC,

The share of valus-added to gross value of production of the manufacturing secter in
1985/56 was 42.27 per cent If il is at market price and 31.14 per cent if it is-at factar
cost. The ratio varied, however, across the groupings. The ratio of value-added at
factor cost to gross value of production in the 10+ group was the least implying that
the share of intermediate cost and indirect taxes to gross value of production is the
highest. The extent of linkage may have a role to play in this difference across the
four groupings: Higher linkage implies higher specialization and high intermediate
input use and less value-added in the sector, and thus less value-added ratio. Higher
levels of economic development, is usually associated with increased specialization
in- manufacturing resulting in an increased flow of intermediate goods between
industries. Less value-added ratio in the 10+ group compared g others is thus an
indicator that the linkage is high in this group compared with small:scale agd
cottage/handicrafis.

Itis only for the 10+ group that time-series data exist to assess trends in the output of
the manufacturing sector of Ethiopia. According to the CSA/CSO surveys conducted
since 1975/76 for the 10+ group, unlike the number of establishments, output in the
sector measured in terms of gross value of production or value-added generally
showed a rising trend except for the last few years of the Derge period.

In 1975/76, gross value of production was Birr 1.01 billion growing to Birr 5.8 billion in
1893/86 which Is a six fold increase compared with twenty years ago. Value-added
at factor cost was Birr 287.8 million at the beginning of the survey and it became 1.59
billien in 1855/96 showing an increment of more than five fold. The lowest recarded
in all cases was in 1891/92 where the conflict and forelgn exchange constraint
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reached ifs chimax, Generally, both gross value and value-added grew on average by
813, 9.48 and 8.93 percent respectively between the penod 197576 and 1885/96,
The highest growth rates of manufacturing output, as expected, was registered after
the Derge period which more than doubled the average growth rates achieved during
the best of the Derge years. This healthy performance of the post-Derge period
compares favorably even compared with the comparater countries discussed earlier
in this chapter. With the exception of the average for Low Income Economies, the
growlth rate of value added in industry was higher for Ethiopia for the 1890-97 period
compared with Nigeria and Kenya and as high as Egypt.3

Table Vil.a.
Growth Rates of Manufacturing Output of 10+ group in %o
Year GVP VAMP VAFC
THI76 - B5/86 11,45 1112 9.53 |
85/86 — 92193 -1.20 2.26 -0.04 |
993 - 95/96 29 44 22.29 3078
TRiTE — 95/96 9,13 .44 8.93

Source CSABUVEYS

Regarding the share of inlermediate cost and indirect taxes from gross valuegof
production, ane can clearly observe that hoth wese increasing in the early periods,
The share of intermediate cost reached 64 per cent in the early 1980°s. The share of
ndirect taxes from value of production confinuously rose from 8 per cend in 1976/77
0 26 2 per cent in 1991/82. Surprisingly. the ratios fluctuale year sfter year implying
that there used to be no consistent management mechanism in procunng cost
afficent gualty raw matenals. efficient conversion of inputs to output {consistent
axtraction rale) and proper handling of inputs. The tax restructuring measures taken
by the government since 1891/82 has, however. an impact in reducing the ratio of
incirect taxes from value of production. The ratio has been continuously declining
since 1991/92 from 26.2 per cent to 14.65 per cent In 1995/96.

S W P ULtk Wil Pesdlopmicn! Repart. 199809
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4.2. Sectoral Distribution of Manufacturing Output

Because the informal manufacturing activilies are not classified by sector, it is only
the remaining three groups that are considered in the assessment of the sectoral
distribution of output, According to the survey, sectoral distribution of output
manifests concentration similar to the number of establishments. Manufacture of
food and beverage, texlile, non-metallic mineral and metal products dominated the
manufacturing activities of Ethiopia for they accounted for about three-fourth of the
manufacturing cutpul.  This sectoral lopsidedness, however, did not follow strictly
identical pattern by each group. Each group tends to specialize in different areas,
The 10+ group's main area of concem is manufacture of food and beverages,
lextiles, non-metallic mineral preducis and on tanning and dressing of leather. Small
scale manufaciuring, on the other hand, has concentrated on the manufacture of food
and beverages, metal products, furniture and wearing apparels, The main activities
under the domain of cottage/handicrafts is the manufacture of textile, food and
beverages, non-metallic mineral and metal products:

The situation of structural change can only be assessed for the 10+ group by
obsenving the direction of the change in the share of value-added of each sub-sectar
from the total. The share of value-added from the total for each sub-sector is
computed in the table below. As the survey shows, structural shift' did not seem togge
remarkable in the case of outpul when compared to that of the number of
establishments

Unlike in the case of number of establishments where food and beverage dominate
output of the manufacturing sector, the share of value-added has increased rather
than tending to decline for almast all the sectars with a significant exception of the
textile sector which declined from 31:3% in 1975/78 to a mere 3.8 by 1995/95. The
highes! increase was achieved for the non-metallic mineral products which increased
from 1./%n 1478/ /6 10 B.8% n 1Y85/96
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Table VIl &
Share of Value-Added from the Total for the 10+ group
Sectors 147576 1980/81 1985/88 1990/91 1995/98
Feod 21.8 25.7 186 24 28.0
| Bevarage 95 a8 114 133 124
lochacco 63 4.8 35 0.9 4.8
| Taxliles .5 223 13.7 124 8.8
| Leather 25 21 1.4 47 6.7
Printing 28 2.8 37 5.8 4.9
Paper 05 0& 2.5 18 1.7
| ‘Nen-metallic 1.7 049 21 24 8.8

Source, Camputatian from the SUMNVEY,

4.3. Ownership Distribution of Manufacturing Output
Unlike the case of the number of establishments in which the public sector accounted
for less than a per cent, public manufacturing enterprises accounted for more than
half of the total value-added of the manufaciuring sector of Ethiopia. The private
manufastunng enterprises accounted only for 48.2 per cent of the value-added of the
manufacturing sector in 1585/96,

Clearly what matters when it comes to value added is not numbers but the size and
production capacity of the firm. In this regard the private sector contributed anly &gr
12 per cent of the valug-added of the 10+ manufacturing sector while it accounted for
aboul 75 per cent of the number of establishments. Furthermore. this contribution
was lhe highest of all the periods under review. It only accounted for 8,15 per cent of
thae value-added of the manufacluring sector in 1975/78 declining since then and
reaching its lowest point of 3.5% in 1989/80. As in the early cases and for similar
reasons the recovery stared with the new economic policy after 1992/93,

Even if private manufacturing aclivities accounted only for 12 per cent of the total
valuz added at factor cost of the large and medium scale manufacturing sector in
199596 there are sub-sectors in which either the private sector dominated the
manufacturing output, as in the manufacture of furniture and fixture where it
accounted over 82% of the total value added. or participated significantly as in the
case of the manufactire of leather footwaar, manufacture of other chemical products
and fabricated metal where the share was 42 2, 38.0 and 28.9 per cent respectively,
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On the other hand, the public sector monopalized the manufacture of food, beverage,
tobacco, textile, wood, paper and other non metallic products where it accounted for
over 90% of the value added.®

Table VII.10

Ownership Distribution of Manufacturing Value-Added.

Groups Value-added at factor cost in *000° birr
Public Private Tatal Private/Total
10+ 1.400 585 193,254 1,593,838 12.12%
Srmall-scale - 60,605 60,605 100%:
Cottage/handicrafts - 538,535 638 636 100°%
Infarmal 405 534 409,534 100%
Total 1,400,585 1,302,229 2702814 48.18%

Source: CSA survey

4.4. Regional Distribution of Manufacturing Output

The discussion on regional distribution does not include infarmal manufacturing
activities for which reliable data is nol available. Classification of regians follow the
current political and administrative structure of the country which has nine regional
states and two city administrative councils. Those regions in which manufacturing
value-added is notl properly identified to the respective region including Tigray.
somali, Afar, Gambella and Benishangul Gumuz Is grouped as "others”, %5

#s can be seen from Table VII.11. distribution of manufacturing value-added at factor
cast appeared to be regionally skewad, Addis Ababa alone accounted for about 44.4
per cent followed by the Oromiya Regional State which accounted for 37.7 per cent,
The twa regions combined accounted for about 82.2 per cent of the manufacturing
value-added of the country, The Amhara Regional State, the second populous
region, accounted only for 7.6 per cent of the manufactunng value-added of the
country -and SMNMNP for anly 4.9 per cent. The extent of skewness of regional
distribution of manufacturing value-added, however, differed from one industrial
group to the other and by ownership. The large and medium scale manufacturing

fCSA Report on Logpe ond Medinm Scale Manufacmring and Elecivicity Indastees Survey Sialisiical Balledn |78
June 957

| 4%
-
-]
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industries are more skewed than the smaller ones. For instance, Addis Ababa and
Oromia accounted for about 80 per cent of the value-added of the 10+ aroup, while
the two accounted for only 70 per cent of value-added of small-scale and 63 per cent

of cottagefhandicrafts.

Collage/handicrafts manufacturing activities seem better distributed across regions.
Addis Ababa accounts only for 30 per cent of the value-added that emanated from

cottage/handicrafts.

Cramia. Amhara and SENNP Regional States accounted for

337,156 and 12.3 per cent of the value-added of cottage/handicrafis, respectively,

Table WII.11

Regional Distribution of Manufacturing Value-Added in 1995/96

Walue-added at factor cost in 000" birr
Regions 10+ group Small-scale Cottage/ Total
handicrafts,
[“Amhara 65,266 B.528.7 99,747 1735427
Share 409 14.07% 15:61% T.97%
Oromia 537.084 4 5451 215,441 a5 2125
Share 38.97% 20,93% 33.72% AT T3%
SENNP 28,087 4 B4t 78,530 112,246.1%
Share 1.82% TETY% 12.28% 4.89%
Harrar| 17.359 T4 T 3,842 218487
Share 1.08% 1.23% O.80% 0.96%
Addis Ababa TEE 301 257588 192,085 1.0‘:8.634.3‘
Share 49:95% 49,1295 30.06% A4 47%
hre Dawa 27,919 1.063.7 2378 31 361.7
Share 1.75% 1.76% 03.37% 0.02%
Others 20,343 3,1586 46 B33 70,3356
Share 1 28% 521% 7330 307%
Total 1,583 838 B0 G3A 1 534,828 2.283,282.1

Bourca CIA 5Urveys

If one sees the 10+ group activities in terms of awnership, value-added generated
fram those under private awnership are concentrated in Addis Ababa for it accounted
far 80 per cent of the value-added. The public manufacturing activities seem better
distributed across regions than the private 10+ group manufacturing activities,
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4.5. Source of Ouitput Growth

For the purpose of this report, we have tried to identify the source of output growth
using a general production function and calculating the respective contributions of
the various factors.’ The change in output is decomposed into a change in output
due to a movement along the produetion function {change in factor inputs} and the
change in output due to a shift in the production function (due to disembodied
technical change). Source of output growth Is thus the sum of the combined tactor
input growths and the rate of technical change. Technical change here is used to
include all forces that raise the combined preductivity of all factors of production,

" The issumptions emploved and the equation wsed 1o derive these resalis s glven in Admid, opet, p.2 |
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growths and the rate of technical change. Technical change here is used lo include
all farces that raise the combined productivity of all factors of production, which
enables to produce greater output with the zame volume of inputs. The results of this
exarcise in identifying the source of output growth of the Ethiopian 10+ manufacturing
sector for the period under review is computed and reparted in Table Vil.12,

Table Vil.12
Source of Growth of Manufacturing Output for 1975/76 — 1995/96
' Items Public Private Total
"Growth in % Labour 251 397 235
Capital 10.5 26.75 10.66
Cutput 12.5 17.74 12.60
Factor Share Labour 0.3645 0.5335 03722 |
I Capital 06355 04865 D.B278
Contribution to Labor 7.6% 11.9% G6.9%
Growth Capital 53.4% 70.3% 53.1%
TE 39.0%: 17.7% 38.9%

Source: Computed from surve_y_ci ala

A% can be seen from the above table, the main source of culput growth in tﬁe
Ethiopian 10+ manufactunng group is capital (or investment). Almost half of the
manufacturing output growth is ascribed to investment, MNexl to capital, technical
change (T C) accounted for about twa fifth of the manufacturing output growth. Labor
accountad for less than 10 per cent If seen in terms of ownership, capital
significantly accounted for the manufaciuring output growth in the private sector when
compared to the public ones. Capital accounted for 70 per cent of the manuiacturing
autput growth in the privale sector while it only accounted for 53.4 per cent in that of
the public. Technical change, on the ather hand, used to have less influence in the
manufaciuring cutput growth af the private sector since it only accounted for 17.7
percent in contrast to 39 per cent of the public manufacturing activities,
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5. MANUFACTURING EMPLOYMENT: SIZE AND
TREND

5.1. Trends in Manufacturing Employment and Regional
Distribution of Employment

According to population projections based on the 1994 population census, the total
population aged 15 - 64 in 1298 is estimated ta be 30.8 million. Of these 24.3 million
or 74 per cent are assumed to be economically active  The Ethiopian manufacturing
sector employs a very small portion of this economically active population. This is not
surprising since, as we discussed in the previous chapter, Ethiopia is a predominantly
peasant society.  As the table below exhibits, the size of employment in the industrial
secior as a whole is nearly 1.8 miliion which is 7.3 per cent of the total econamically
active population of 1998 This work force is permanently employed in nearly 1.2
million establishments of different degrees of employing capacity in the sector,
making the average |abor-establishment ratio about 1.5 ta 1, Obviously, the average
number of workers per establishment is larger for the |arge and medium scale
enterprises compared with the smaller ones, The average large and medium sized
establishment employs aboul 142 workers while the small scale has 3.3 workers,
cottage/handicrafts employ roughly 1.5 workers while the informal sector employs
about 1.2 workers on average. Considering Industrial groupings, 74.24% of the total
industnal labor force are engaged In cottage/handicraft activities, while participants in
the informal sectar, medium and large scale industrial establishments, and small-
scale industries constitute 20,09 %, 517 % and 0.5 % respectively. 4

In terms of regional distnbution of employment, Addis Ababa has 55,320 or 60.6% of
the workers engaged in 439 of the 10+ group industrial establishments followed by
Crormia with 14,964 or 16.5% people in place in 71 similar enterprises and Ambara
with 7,985 persans or 8.7% engaged in 41 establishments. This further confirms the
regional imbalance in the distribution of manufacturing enterprises requiring a closer
leok by palicy makers at the factors causing such a concentration, Parallel with this,
Addis Ababa's leading role in small-scale industrial activities is reflected with 3721 or
41.7% workers engaged in 1173 eslablishments while Cromia and Amhara regions
with their respective 825 and 286 establishments employed 1867 (22%) and 1291
(14.4%) workers,

The distribution of employment generation in manufacturing seems to have higher
carrelation with the regional size of the population with activilies related to
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cofttageshandicrafts industry. In this sector 1,311,745 participants are either owning
or running 892,719 establishments In the country, Of these employment Oromiya
Hegion account for 465194 people employed or selfemployed in 348,673
establishments while in Amhara Region 334,124 persons are either employed or salf-
employed in 213,609 establishments and in the Southern Region 228 772 persons
are either employed or self-employed in 155,384 establishments which is in line with
their order of population size.

Table VIL13
Regional Distribution of Manufacturing Employment
Region 10+ Small Scale Cottage Informal Total
Amhara 7085 1291 334124 81838 425235
Share in % B.7 14.4 255 231 241
Cromia 14867 1967 465154 117452 599617
Share in % 16.5 220 356 376 s
SENMF 4257 a1 22872 47304 281262
| Share in % 4.7 103 174 13.3 15.9
Harrari 1210 182 1877 2187 H4B6
sharne in % T:% 20 01 e 0.3
Addis Ababa 55320 3721 189163 53559 319383
Sharein % 506 418 14.4 9.4 184
Dire Dawa /397 203 2042 2176 i0818
Share in % .0 k] 01 a6 0.6
Othars 1129 B4G 0573 F2T2 125069
Share in % 1.2 T2 6.9 9.2 7.1
Total 91262 B929 | 1311745 | 354005 | 17668M |

Source CSA survey,

5.2. Compensation

The availahble data on the total employed labor in man-year and the 1otal amount of
compensation paid for it in the manufacturing sector between 1975/76 and 1995/56
show (hat the farmer has been growing by about 2.3 per cent per year through out the
preriod while the lotal weage paid for i grew by about T4 per cent par gannum, The
average wage grew by 5.2 per cent per annum during the whole period growing from
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5. MANUFACTURING EMPLOYMENT: SIZE AND
TREND

5.1. Trends in Manufacturing Employment and Regional
Distribution of Employment

According to population projections based on the 1984 population census. the total
population aged 15 - 64 in 1898 is estimated to be 30.8 million, Of these 24.3 million
ar 79 per cent are assumed to be economically active. The Ethiopian manufacturing
sector employs a very small portion of this economically active population. This is not
surprising since, as we discussed in the previous chapter, Ethiopia is a predominantly
peasant society. As the table below exhibits, the size of employment in the industrial
sector as a whole is nearly 1.8 million which is 7.3 per cenl of the total economically
active population of 1888, This work force is permanently employed in nearly 1.2
million establishments of different degrees of employing capacity in the sector,
making the average fabor-establishment ratio about 1.5 to 1 Dbviously, the averags
number of workers per establishment is larger for the large and medium scale
enterprises compared with the smaller ones. The average large and medium sized
establishmant ermploys about 142 workers while the small scale has 3.3 workers,
cottage/handicrafts employ roughly 1.5 workers while the infarmal sector employs
about 1.3 workers on average. Considering industrial groupings, 74 24% of the total
industnal faber force are engaged in cottageihandicraft activities, while participanis in
the informal sector, medium and large scale industrial establishments; and small-
scale industries constitute 20.08 %, 5.17 % and 0.5 % respectively. %

In terms of regional distribution of employment, Addis Ababa has 55,320 or 60.6% of
the workers engaged in 439 of the 10+ group industrial establishments followed by
Cromia with 14,964 or 16.5% people in place in 71 similar enlerprises and Amhara
with 7,985 parsans or 8.7% engaged in 41 establishments. This further confirms ihe
regional Imbatance in the distribution of manufacturing enterprises requiring & cioser
laok by policy makers at the factors causing such a concentration. Parallel with this.
Addis Ababa's leading role in small-zcale industrial activities is reflected with 3721 ar
41.7% workers engaged in 1173 establishments while Oromia and Amhara regions
with their respective 625 and 386 establishments employed 1887 (22%3} and 1291
(14.4%) workers.

The distribution of employment generation in manufaciuring seems to have higher
correlation with the regional size of the population with activiies related to
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cottage/handicrafis industry, In this sector 1,311,745 participants are either owning
ar runring 892,719 establishments in the country,  Of these employment Oremiya
Region account for 465,184 people employed or self-employed in 348 673
establishments while in Amhara Region 324,124 persons are either employed or seli-
employed in 213,609 esiablishments and in the Southern Region 228,772 persons
are eithar employed or seli-employed in 155,394 establishments which is-in fing with
their order of population size.

Table Vil.13
Regional Distribution of Manufacturing Employment

ﬁe'g-ln'r'{ 10+ Small Scale Cottage Informat Total
Amhara | 7585 1291 334124 81835 425236
Shara in % B.7 14,4 255 231 241
Oromia 14567 18967 465194 117452 aage17
Share in % 16:5 220 356 376 3358
SENMNP 4257 819 228772 47304 281252
Share in % a7 103 17.4 133 15.8

| Harran 1210 182 1877 2187 5458

| shane in % 1.2 20 01 0.6 0.3

| Addis Ataba 55320 3721 189163 53559 319382
Share in % a0.6 41.8 4.4 184 18.1

| Dire Dawa 5357 203 2042 2176 10818
Shara in % 0 23 0.1 .6 06
Others 11249 B4i5 ans7a 32721 $25069 |

| Share in % 12 T2 5.9 9.2 s |

[ Total 91262 BG20 | 1311745 354905 | 176684% |

Source. CSA sUrvey

5.2. Compensation

The available data on the lotal emploved labor in man-year and the tolal amount of
compensation paid for it In the manufacturing sector between 1575/76 and 1985/95
show that the former has been growing by about 2.3 per cent per year through out the
period while the total wage pald for it grew Dy aboutl 74 per cent per anmum, The
average wage grew by 5.3 per cent per annum dunng the whaole gernod growing fram
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birr 1795.5 in 1975/76 to 5075.7 by 1995/96. By the last year of the Derge regime,
average wage in manufacturing was birr 33721 per annum. 8

A closer look at remuneration made for labor with respect lo ownership of
establishments, man-year and the payment made for it over the period 1975/76 to
1895/95 in the surveyed public manufacturing establishments Indicate average
growth rates of 2.43 and 5.96 per cenl respectively while the average annual wage
increment is 5.08 per cent. For the privately owned enterprises the growth rates were
862 and 52 per cent respectively. The average annual wage increase in the
privately owned manufacturing enterprises has been 6 03 per cent per annum

Further scrutiny and comparison of the growth rates of the three variables between
public and private establishmants depicts that the difference between average wage
and man-year for public enterprises is confined to 2.63 per cent while that of the
private manufacturing establishments is 0.82 per cent demonstrating relatively higher
annual increment of remuneration for labor in public establishments compared to that
of the similar activities in the private sector. If we look at the performance of the
sector in terms of employment creafion after the change in the economic policy
regime, it clearly shows that job creation has increased dramatically in the private
sector after 1992/93 compared with the public sector Private sectar job creation
grew by an average annual growth rate of 52% while the total wage in the sector
grew by 42.8% on average. Average wage in the private sector remained stagriant.
however, during this time. In the public sector, on the other hand, job creation slightly
declined afier the introduction of the new economic policy as can be expected while
average wage grew by aboul 9.8% per annum on average between 1992/93 agd
95/96:

6. EXPORT PERFORMANCE

G.1. Manufacturing Exports

As a predominanily agrarian econamy, it Is natural to expect the bulk of the country's
exporie to come from the egricultural sector Still, albeil insignificant, the
manufacturing sector confributes a litfle bit to the country's foreign exchange

" Foreomplete dista on Min-vear, Wages and Averipe Wage Ride lor the entine period. see L5600 5A
Rusulz of Survey of Manulfactring Industries §Various Jssues)
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eamings. The exporable items from this sector, however, are very few in number,
small in size and involve semi processed agricultural products. The overall trend in
recent years show significant fluctuations in the country's export eamings with the
exception of meat products which showed a consistent increase. As can be seen
from the tables below, foreign exchangs earnings from exports of semi-processed
hides showed a 52% annual decline between 1994/95 and 1997/98 despite the
increment of the volume of exports by 1.97 per cent aver the same period.

Table Vil.14
Manufacturing Exports in Quantity
ITEM Unit o293 93794 94195 9596 96197 97/98
Semiproc Hides | SqA 11983 18001 2144 | 21568 15782 19057
Eamiproc SRns | Dozen || 767,023 | 1.084,377 | 090,818 | O0%,241 | 1,183,387 | 1,384,308
Proceesed Meat Tan T A7 7o 1851 2,051 7 GAE
Poefrodouen T s = 168,251 158.81 135,441
Table VIl.15.
Manufacturing Exports in Value (Thousands birr)
ITEM @ & @ & 5 &
S 3 - & & =
Semi-processed hides . - 82374 g907A 1242 GS.M'
[ Semi-processed Skins - - | 315312 | 203,647 | 362.406 | 345115 |
Leather Products 2,742 2,041 4 B45 1,841 558 1,518
Froceszed Meat - - 10,73 26 266 28288 35,209
[Textie Zaia S| EE44B | 157032 34,147 15,6049
! Petraleum - - 94,708 BT 405 838,182 =

Source, Ministry of Trade and [ndustry

Export earnings from semi-processed skins showed an annual increment of 11.4
parcent which is morg or less cquivatent to the growth rate in the volume of exports
while the sarnings from ieather products indicated 1:4 per cent growth per annum
over the same period. The export earnings from sem| processed hides in 1857/98
exhibited growth ower 1996/97 despite a decline in the volume of export by 30 per
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cenl, clearly indicating better international price for the product for thal year, Export
eamings from [eather products has been fluctuating quite a bit, A nearly three-fold
increment was ohserved in 1894/95 followed by a-58.5 and §8.1 per cent decling in
the following two years recovering again in 1997/38 owing to the attractive price in
the intermnational market.  As mentioned earlier, processed meal has been
consistently Increasing at an average growth rate of 44.2 per cent per annum
between 19%2/93 and 19597/98 while that of textile reached its apex of Birr 157 million
in 1995/96 which was followed by a sharp decline (78.3%) in the following years.

6.2 Export Constraints

The averall underdeveloped nature of the Ethiopian economy confined the exportable
items of the manufacturing sector to few commaedities rendering the sector vulnerable
lo the vagaries of the international market. Not only s the quality of the manufactured
export items {oo poor but aiso their small share in terms of volume has made
manufacturing goods exporters simply price 1akers in the international market and
victims of its fluctuations

What |z interesting regarding this sector comparing the two policy regimes is that
Export of manufacturing products s warse after liberalization than before although
meoel of the presumed constraints presented for the failure of manufaciuring exports
in Ethicpia such as overvalued exchange rate, lack of management autonomy,
restricted private sectar participation, price contral, export subsidy and the like are
now abolished, This puts the crux of the problem not on those broad policy issufs
related to liberalizing foreign trade, but on the capabilities of firms to go through the
necessary processes of technological change to achieve a sufficient level of
productivity increment in order tp be competitive |n the international market, on the
ong hand, and a concerted country wide strategy 10 encourage the development of
such firms géared towards the promotion of manufactured exports on the other. The
absence of a clear strategy towards the manufacturing sector and the orientation of
the existing manufacturing ssctor towards meeting the consumption requirement of
the domestic market, has meant that little attention has been paid to iImprove the
efficiency of firms and the guality of their products to enable them to expor at the
desired |level, The. prevalent export incentive structure and the recenlly established
expar promotion agency are likely to play a imited role in encouraging manufactured
exports in the near future as they are concenirating more towards promoling the
caountry's traditional, agriculture based exparts.
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7. PRODUCTIVITY IN THE MANUFACTURING
SECTOR

Fhere are varicus concepts and measurements of productivity used to essentially
identify the relationship between inputs and outpuls in the production process.
Accarding 1o Fabricant (1968: 523-524) the concept refers to a class of empirical
output-input ratios. According to the purpose of the analysis for which the concept is
deployed, productivity could measure the fruitfulness of human labor under varying
crrcumstances or the efficiency with which resources as a whole, including capital
and labar, are employed in production or if could be used to measure the forces that
underhng the trends in real wages. It can also be utilized to determine proportion of
labor or capital reguirements in production, Productivity appears as a comparison of
an output with one or more Inputs; that is. as a companson of an output with the
services of one or more of the resources used in producing the output, Because the
oulput-input ratio of a paricular time and place has limited significance, it is
campared with the corresponding ratio of anather time or place to estimate changes.
For the purpose of this report, we will look al labor productivity and total factar
productivity in the manufactunng sector,

7.1 Labor Productivity &

In order o calculate average labor productivity for this report, output |5 measured by
value-added at factor cost. Malue-added is chosen simply because it makes
aggregation across seclors and sub-sectors possible and avoids double counting,
Labor is represented by total number of employees both permanent and temporary,
the latter convered to the eguivalent man-year, The wage bill is used as the best
measure of labor input to make labor homogenous, Man-year is not a good measure
of labor inputs in production. as the number of hours worked may differ among
enterprises and vary from pered te perod  Thus, value-added per man-year {QL)

and par wage bill (QMW) are computed for each of the groupings. Table VILE
presents these ratios.
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Table VIL16
Labor Productivity in the Manufacturing Sector in 1995/96
Items 10+ Small Scale Catags: Informal Total
Handicraft
Value-added 1,553,838 60,605 538,835 409,534 2,702 814
Wages 457,007 8,592 42 524 13,135 521,258
Emplayeas 20.030 2929 1,311,745 354 8905 1.765.618
QL 17,7018 g 787 4 487 0 1.153.9 1,530.8
O a5 71 15.0 a2 52
WL 50757 8522 az4 aro 2952

Source: Eémputed fram the various surveys.

#s-can be-sean from the above table, valus-added per man-year 1s ahout Birr 1530.8
in 1895/ implying that an average labor had generated this amount of value-added
at factor cost. This, however s different across industrial groups. In the 10+ group,
an average labor produced Birr 17,701 6 while it produced G787 .4 in small-scale,
487 0 in cottage/handicraft and 1152:9in Informal manufacturing groups. The lowes)
value produced by an average man-year was in coltage/handicrafts which is 36 tmes
lower than the value created by the average workar In the 10+ group or 14 fold lower
campared to that of small-scale. On the other hand, labor worth a birr in the
manufaciuring sector has generated bir 52 worth of value in the same year
Contrary to the average labor productivily, value-added per wage bill in the 10+ group
is the |owest m 199596, being only birr 25 while it was 312 in informal
manufaciuring activities, and 150 in cottagefhandicrafts manufacturing activiies
Labor worlh a birr in the informal secter, or In the cottage/handicrafl groups, in this
case, is more productive than that of the 10+ group  This clearly is a result of the
relatively higher wages paid per unit af labar (probably owing to tugher levels of skilly
in the 10+ group comparad with the others as indicated in the variation in the average
wage (WL). While average wage in the 10+ group is birr 5075.7 in 1995/96 it was
anly 32:4 in cottagehandicrafts, 37 m informal operators. almost 140 times lower
than that obtained in the medium and large scale sector. Furthermare, apprentices
working proprietors, active pariners and unpaid family workers constitute a large
proportion ininformal or cottagefhandicrafl manufacturing activities as compared to
that &f the 10+ greup. Te give us mars insight about the change in labor productivity
aver lime, we looked at the 10+ manufacturing sector for which time series data for
productivity is available. The same procedure is apphied 1o caiculate productivity over
time and the result is reported in Table VLT
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The growth in fabior productivity in the 10+ group is generally good compared to the
Irends in the number of establishments, output or employment, Value-added per
man-year in the group was Birr 48584, and despite the fact that the number of
establishments were declining, it revealed an increasing trend overtime (except in the
late 1880's and early 1990's). In 1985/86 it reached Birr 7873.2, aboutl 62% greater
than that of the year 1975/76.

The same labor was producing birr 17701.7 in 19985/96, almast 3.7 fold greater than
that of 1975/76 and over 94% more than the highest level registered under the Derge
in 1986/87  Generally. labor productivity registered an annual growth rate of 9.72 per
cent in the period under review. This fact revealed the efficiency at which labor input
utilization was improving. Specially the improvement was significant after 1991/92.
This happened without any disparity between ownership, Both public and private
manufaciuring activities registered an increase in labar productivity although the one
for the private manufacturing activities is consistently lower in magnilude than the
public cne over the pericd under review. However, the rate at which labor
productivity increased seem higher far the private than the public ones,

Table VILAT
Labor Productivity in 10+ group Manufacturing Sector
| as Private ~ Public Total
QL oW QiL W QL Qw

197576 74525 228 5382 1 270 48594 271
19B0/81 3497.6 163 8363.3 3.61 78803 3504
1985/86 5605 4 1.68 80135 4 2.91 78732 281
1990/91 4B37.0 126 5529,7 176 54652 1.73
1995/965 14587 3 431 | 1#0az 7 340 | 177017 3.49

' ﬁ;‘f}:;;;;gﬁ} 071% |  507% |  o57%w | 323% | o7e% | S38%

Saurce - Own computabion

The story, however, was guite different when it comes to the change in the value
added per wage paid. Labor worth a birr in 1975/76 in the 10+ group was producing
a value-added worth of birr 271, The same labor was producing only birr 1.97 in
T9B9/90 and 1.21 in 1991/82. It was only in 1993/84 that value-added per wage bill
rase fo 2 98 and 3.49 in 1995/86. This trend can also be observed from the growth
rate registered, Valus-added per wage bill increased only by 3.38 per cent annually
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in the period under review, and even this positive growth rate was the result of a very
rapid growth in recent years. The growth rate, however, seem beter in the private
sector than the public manufacturing activilies. The “socialists,” after all. were not
exploiting their workers as wages were grawing along with productivity.

7.2 Total Factor Productivity

Changes in each parial measure may have its origin in changes in other inpuls,
Separale partial indices still provide a confusing picture since, for example, we may
know that labor productivity and capital preductivity has increased while energy and
material productivity have fallen. The combined effect of such flows on the firm iz not
known, Partial productivity ratios (like labor or capital praductivity), while useful for
measuring the savings in particular inputs achisved overtime, do not measure over-al|
changes in productive efficiency, since they are affected by changes in the
compesition of inputs, that is, by faclor substitutions, Thus, measuring total
productivity is essential. It is a productivity measure that compares output not only
with labor input but also with tangible capital. each weighted by market value of its
senvices, Tolal productivity can be presented via the expression

al + bK 4

Where A= total Factor Productivity, Q= Value-added at factor cost. L= Labor input
(man-year or wage bill), K= Capital input (net fixed assets) and a and b are
respectively labor and capital income shares

The above expression |s computed for the Ethiopian manufacturing activities using
man-year and wage bill alternatively for labor inputs. Factor income shares are
represented by the current wage-value-added ratios. The resull is reported in Table
VIILEB.

Total factor productivity in the Ethiopian manufactuning sector in 1995/96 is 06129
when case 1 is considered or 06482 for case 2. This by itself, neverthelass, tells
little unless seen in comparative terms. What 1s important, in this particular case, is
o look at the difference In total factor productivity registered in the differant
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manufaciuring groupings. Two issues stand out in this companson. The first is that
total factor productivity in the 10+ group in 1885/96 is higher than ather groups.
While it is 085755 in 10+ group, it is only 04243 in cottage/handicrafts and 0,354 in
mformal manufacturing activiies.  This implies that labor and capital are maore
afficiently utilized in the 10+-manufacturing group than the other groups. The secand
related featurs is that tofal factor productivity is consistently low as the scale of
operation of the manufacturing group declines. Scale of operalion become low when
one moves from 10+ group to small scale, cottage/handicrafls and informal.  This
confirms the widely accepted view that there are efficiency galns associated with
scale econamies. The larger the size of manufacturing the more cost efficient the
production

Table VIl.18
Tatal Factor Productivity of the Manufacturing Sector in 1935/96
items 10+ Small-5cale Cottage informal Tatal
| Walue-added 1.5532.838 B0.605 638,835 405,534 2,702,814
Wanes 457007 | B 5492 42 524 13,135 521258
Employes 50,039 ] 58929 1,311,745 354 905 1,765 B18
Capital Z2.254 488 Ba A2 1,619,355 1,183,408 5,047,774
Caza 1 0:9755 0.5212 04243 3540 06129
Case Z DEEs | 0&218 044C5 03574 05482

Case 15 the cess whare abor input is represented by man-year and case 2 by wage bill

L]

What is even more inferesting is to look al factor productvity over time to see the
lzarning process that has taken place in the manufacturing sector of Ethiopia and
whether efficiency in resource use i the Ethigpian manufacluring sector was
dealiming or increasing overlime, For this purpose, total facior productivity for the 10+
manufacturing activities (for which time series information for about 21 years are
availlable) for the 1975/78 — 1995/96 pericd is computed  Tweo assumptions are
emplayed in order fo calculate total factor productivity,  First, the wage—value-added
ratio is used to represent labor income share (or labor elasticity of cutput). Second to
avoid the undue influence of extreme walues. geometnc average income. share
(FATther than curmant, Initial or arithmetic averags income share) is used o represaen|
factor income share for the penod under review, Labor input is represented by man-
year (case 1) and wage bill (case 2) as before. The result of this computation for
sedected years s provided in Tahla VI 18
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Table VIl.19
Total Factor Productivity in the 10+ Manufacturing Activities: Selected Years.
' Private Public Total ]
| Year Case 1 Case 7 Case 1 Caze 2 Case | Casa 2
1975/76 12222 12002 1.1823 10984 15771 1.0987
1950781 19543 1.4585 21380 1 9046 21318 1.8938
1985/856 2.5032 1.6084 14584 1,3140 1.5041 1.3333
1890/91 1.8292 12121 0 6566 0.6091 06971 0.6321
1895/98 1.0777 0.9851 11421 10388 11000 1.0053
Growth 0.86% 0.04% 7.64%, 2.37% 228% z.02%

Source: Cuﬁi;ﬁut&d

The trend of total factor productivity. regardiess of ownership and which ever weay
labar input is represented, used to be disappointing especially starting from 1985/86
on wards and the situation did not change even after 1931/92 when labor productivity
starts to increase dramatically although in the public sector there was soms recovery
for two years after 1992/83 only to decline again in 1995/%6. Total factor prod uctivity
in 1995/46. regardless of ownership and type of labor input, was less than what it was
before 21 years. The sector proved itself te be unlearning for the efficiency in
resource use was delerierating specially afler 1985/86. The unlearming process
could mainly be due to the poor effarts of firms in developing their awn technalagical
capabilities which, amaong other factors, include:
L

= the search for avalsble affernafive technologies and selection of the most

approprate technology,
= the mastering af tachnology, that is | its successiul use in production:
s the adoption of technology In order to suite specific production conditions:
e further development of the technology as a result of minor innovations: and
«  lack of basic research.

These are capabiliies involved in know-how and know-why, The process of
Acquiring technelogical capabilities could encompass the social orgamization of the
labor process, and tha knowledae embodied in hardware, softwars, pecple, practices
or procedures,  Lacking these capabilities {mainly due to external factors) will have
an impact on the changes in the transformation of inputs into autputs. Incorparating
changes in the way in which inputs are transformed inte autputs, including changes in
the quality of autpul. is what signifies lechnological change and what enhances total
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factor productivity growth. |t is lack of these changes (the unlearmning process) that
contributed to the deteroration of the efiiciency in resource wse in the Ethiopan
manufacturing sector. This requires a tangible firm level and government efforts
which will be discussed in the “palicy issue’ section later.

Developing preduction capability is thus extremely essential for the manufacturing
enterprises to achieve a level of infernational competitiveness. At the firm level
production capabilily includes production management - ability to overses and
improve operations; production engineering - ability to obtain information (about
systems of raw maleral control, production scheduling, quality control) and act to
optimize operations; trouble-shaolfing to overcome problems and adapiing process
and products to increase productivity and repair and maintenance of physical capital.
These capabilities can be gained from gathering and interpreting information from the
production system, frem adaptations and modifications, from understanding why
some processes work and others don't, and from keeping records to preserve such
information. It entails continuous systemaltic efforts and resources, Further more, the
issue of the size of production needs serlpus attention.  If Ethioplan manufacturing Is
to achieve competitiveness, it need to banefit from economies of scale, which in turn
raizes the crucial issue of expansion of markets, local as well as intemational, for
demestically manufaciured products

5. IMPORT INTENSITY
4

Impart intensity hera is defined as the ratio of total cost of imporied raw matenal (o
total cost of raw matenal required for the production of goods and services. itis a
technical coeflicient which measures the share or the magnitude of mported
intermediate goods reguired fo satisfy the direct and indirect input reguirements
induced by & sector o preduce & unit of final product. Import intensity then shows
import dependency of a given sector. The coefficient of import intensity takes the
value between 0 and 1 and as it approaches 1, the level of dependency or the
amount of Import required approaches to unity, 10 this survey, to present the picture
of impant dependency of the manufaciuring sector, the simple ratio of imported raw
matariale to total raw materiale consumed e employed. Data on gost of raw materials
consumed, bath domestic and imported, for each sub-sector are collected and then
the ratio computed
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The total raw matenal consumed by the manufacturing sector has been growing over
lime as a logical result of the expansion of manufacturing establishments, The
ncreasing value of the raw malenials consumed can also be parily explained by the
rise of the cost of raw matenals. According o the CSA surveys mentioned above, the
iotal value of raw materials consumed in 197576 was valued at Birr 4861 million
which rose nearly to 2.3 billion by 1994/95. The proportion of locally produced raw
materials 10 imported ones in the same period increased from 0.B2:1 o 1,18:1,
indicating an increase in the use of local raw materials. This is a positive
development towards speeding up the Industrialization process and reducing the
import dependence of the manufacturing sector.  The proportion of the cost of
imporled raw materials to the total cost of raw materials was 52 per cent in 1975/75
which declined to 45.9 per cent by 1894/95

Looking at the sub-sectoral differences in the intensily of imports, we find that food
and beaverage sub-sectors have the lowest proportion of raw materials imported
compared to iron and steel and fabricated metal product sub-sectors whose use of
imported raw matenals 15 almest 100 per cent. The degree of dependency on
imported raw materials is relatively higher in chemical, metal, rubber and plastic, and
paper and prnting sub-sectors.  In general the import intensity of the Ethiopian
manufacturing sector on average is more or less 50 per cent. This is generally
unsatisfactory in terms of the low level of linkage between the various sectars and the
degres to which the country is not tapping thie locally available raw materais,

5

9. INSTITUTIONAL ARRANGEMENTS AND THE
POLICY REGIME

As discussed earfier, the level of industrialization in Ethiopia was at an incipient stage
during the imperial period. A conscious drive towards developing a mederm industrial
sector did not star till the 1850s. The main agents for the expansion of the industrial
sector duning this pericd were foreign nationals residing in Ethiopia. It was believed
that the setlement of foreigners and the expansion of commercial farms would
continue to give impefus 1o the growth and expansion of the industrisl sector. Ag
discussed at the beginning of this chapter, a number of proclamations were decreed
to pursue this objective during the imperial era including a legal notice (no. 10, 1350)
to encourage foreign investment and a revised investment proclamation in 1964, The
thinking among policy makers of the period did nol expect the incipient local capitalist
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class to engage in industrial activity. Accardingly, there was no policy especially
designed to encourage domestic entreprenaurs 1o involve in industry.

Parily as a resull of the enabling environment created during the later years of the
imperial era, a number of manufacturing establishmenis were created during this
percd. By the end of the impernal period, there were some 430 manufacturing
establishments with a value added at market price of about 398.5 million birr in
1974/75 and a very low level of employment creation. These industries were
designed to satisfy the limited domestic market and were seriously handicapped by
poar infra-structural facilities and lack of clearly articulated government economic
policy towards the development of the sector

Although the trend was mildly encouraging in the last few years of the imperial
government. the actual level of manufaciuring activity and s employment creation
was too low compared with other developing countries and even more ominously for
the regime, compared with the expectations of the young and educated sector of the
population, This group believed that the country’s backwardness was a result of what
it dubbed as the feudo-bourgecis regime of Haile Selassie and its policies. The
policies that they considered inimical to the country’s industrialization was the
reliance on foreign “imperialists” who, they thought, would bave no interest in the
country’s industrialization but more interested in “exploiting” the country's raw
materials. cheap labor and above all the market for its industnal manufactured
products.  So, they envisioned very little progress towards industrialization withaut &
fundamental change in government and a reanentation of the country’'s development
strategy along socialist lines. %

Accordingly, the military government, taking ils direction from the then socialist
intellegentia, devized a policy that hoped o develop the country's industry with the
state taking not only the lead but alsa the major cwnership.and management of the
large and medium scale manufaciuring sector. As a first step In this process, il
nationalized almast all the medium and large-scale entarprises formerly owned by the
private sector in 1975, It also imposed capital ceilings for private ownership to
discourage any possible revival of the private sector in medium and large-scale
manufacturing. Private ownership was mainly confined to small-scale Industres and
handicraft activities. As a logical consequence of the proclamation of the guidelines
for the establishment of producers’ cooperatives, there slso emerged collective
ownership of handicrafis®. These policies left the ownership of the Industrial sector in

PMGSE, Tensyear Perspective Plan [9854085 - 199354, (Addis Ahaba, September 19840 63
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three groups, namely government, private and cooperatives. Before 1991
government ownership in the sector both in terms of capital and output accounted for
94.5 per cant.

The state took the responsibility in developing and managing the medium and large-
scale industrial sector. The broad palicy framewerk for lhe sector hopes to
emphasize indusiries with wide linkages and capital goods producing industries that
can be used to develop other manufacturing industries. The prevailing economic
management policy had created three hierarchies in the industrial sector. Putting the
Ministry of Industry at the top, and followed by corporations established to supervise
the management of the group of enterprises. The general managers had the
responsibility of supervising the day to day cperations of the industrial enterprises in
accordance with guidelines prepared by the ministry without much consideration to
the specific situation of the enterprise in guestion,

The government sought to attract investment in this sector through the help it hoped
to get from the then socialist countries. Although some Investment in this area has
been materialized. it cerainly was not clase to what the socialist industrializers hoped
to achieve, Furthermore, the efficiency of these enterprises was compromised
because of the management structure which was so intrusive that sales and
purchase of outputs and inpuls were decded by government corporations.
Accordingly, producing enterprises had weak link with market forces which did not
permit them to have the necessary feedback so as fo be more competitive in the
market, |0 short, the industrial policy of the Derge regime has stifled the speed
development of the sector which had resulted basically from too much governmeﬂ:
intervention and limited participation of the private sector,

Ta support small scale industdal entities, the government established Handicrafts and
Small-scale Industrial Development Agency (HASIDA) in 1975, But this did not help
much in achieving the required pace of growth in the small-scale industrial sector,
This may be ascribed to the fack of concomitant measures that should have been
implemanted by the government. In this area, the major focus under the Derge was
supporiing coopperatives in ling with socialist principles. without simultaneous
assistance 1o the private sector.

Fallowing the collapse of state soclalism in Eastern Europe and later in the former
Soviet Union, and the increasing econocmic and political difficulties it faced, the
regime tried to intreduce some economic liberalization by way of introducing a mixed
econemic policy. A number of constrants for private sector development wera
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reconsidered.  For instance, the restriction of capital ceiling was relaxed. However,
Several of these encouraging measures were not materialized as the civil war
reached iis climax and diverted government resources towards resolving security
problems. Inthe end, these measures proved fo be too hittle too late to do any good
for the survival of the regime,

9.1. The Post-Derge Era

Following the collapse of siate socialism, the only choice that developing countries
have in terms of devising their development strategy was capitalism. There was no
rational left to pursue socialist development policy when the countries that
supposedly show the future of these developing countries have abandoned the
socialist project mainly as a result of economic failures. Even the Derge started
abandoning itz extreme socialist policies in 1930, albeit grudgingly, and a little too
tate to do them any good. Fer the victorious EPRDF, despite the leadership's firm
belief in the truth of the socialist ideclogy, secialism. given the existing international
econcmic and political reality. was ne mare seen as a realistic objective or even a
guide to policy making to countries such as Ethiopia. Accordingly, the transitional
government of Ethiopia, which took power from the Derge, announced an economic
policy whose basic elements can be characterized as “cautious capitalism”. Believing
that the overall macroeconamic environment has to be conducive for investment, the
governmen! accepled structural adjustmant program albeit with some reservations
The policy accepled markel allocation of economic resources aithough it left a large
area of ecanomic activity to the government and was not willing to forgo with somekof
the palicies of the previous regime including the policy on land,

The industrial sector policy of the TGE indicated that the role of the state would be
limited to areas of large-scale engineering, metallurgical, communications, power and
pharmaceutical industries which the private sector may not be able to undertake. A
new investment code was proclaimed in 1992 with a hope lo attract private
investment particularly foreign direct investment in areas of the economy destined for
the private sector. Domestic investors were also given special privileges in terms of
demarcating centain areas of the economy (usually small-scale trade and service
achuities)] anly for the [onal private sector. In general these policies were designed
with the long-term objective of raising the share of the industrial sector in the
gconomy both in lerms of output and employment creation and enhancing the
development of strategic industries which were expected to have multiplier effect on
the expansion and development of other economic activities. Laws were gnacled to
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give enterprises management autonomy, a more flexible labor code was prociaimed,
Prices were largely decontrolled, foreign trade and financial institutions including the
foreign exchange market were partially liberalized. A number of measures were also
taken to encourage private sector participation in the economy including providing
quaranfes to private investmeant.

The government of the EPRDF led Federal Democratic' Republic of Ethiopia, which
took over from the transitional govemment indicated its intertions abaut the future of
the Ethiopian econcrmy by outlining the ruling party's broad five year development
program it dubbed the peace democracy and development program. The gist of the
economic part of the program is & rural centered development with utmost emphasis
en the agricullure sector as a springboard far expanding the development of the other
sectors.  This stralegy is named Agricultural Development Led Industrialization
(ADLI}).  According to this strategy, agriculture is fo be the primary focus of
development in short and medium terms and its production will be expanded {hrough
increased availability of modern inputs such as fertilizers, improved seeds, pesticides
and improved extension services. This Is, of course, expected to increase the
income of the rural people which will in W raise the purchasing power of the larger
proportion of the population.  This will consequently augment the demand for
industrial goods. Agriculture would thus become a source of domestic market
demand and a reliable raw material base, This strategy is further anticipated to
strengthen the intersectoral finkage between agriculture and industry.  While this
stralegy is being implemented and a separate industrial policy is prepared, the
Industrial sector is expected to continue its modest growth through private sect
activity particularly through foreign direct investment encouraged by the varim%
incentives provided by the investment code, which underwent two mare revisions
including the most recent one in 1998, to make it rore attractive o foreign as well as
domestic private investars, 10

As menticned above, the country's policy geared towards the industrial sector is
under preparation and looking at the unofficial document, several measures were
incorporated to enhance the development of the sector, Key among these measures
is the establishment and strengthening of institutions necassary to promote
industrialization. Tha policy further hoped to create o conducive environmenl Tor

" For details on the various incentives previded by the investment code, sée Council of Ministers
Repgulation N2 141098
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industrial development by developing infrastructure and expanding national
technological capabiiity. |t intends to promaote inter- and intra-sectoral linkages,
create an approprate financial envirenment, encourage balanced regional industrial
development and strengthen the linkages befween industry and other sectors. In
addition to the expanding domestic market for industrial products from the rural
population as its Income increases as a result of the ADL strategy, the government’'s
policy hopes to promote industrial exports.

0.2, Impacis

The various liberal legislative and policy measures coupled with the improvement in
the overall business atmosphere not only removed the main barmiers to entry (many
areas are open to the private sector) but also provided incentives to altract private
investors, As a resull, the paricipation of the private sector in manufacturing
activilies has increased since 1982, These can be observad from the number of
licenses issued which increased rapidly following the change in policy. However, as
can be seen fram the tables below; the enthusiasm seem to have started 1o ebb as
seen in the decrease in the number of licenses issued after 1995/96

Looking at the nature of investment singe 1981, i is impodant to make a dis‘rinimn
between investments requiring capital below Birr 250,000 and those requinng a larger
amount. In the former category of investment, licenses used to be issued for years
but its rate has bacome significantly high since 1991/92, In 1851/92, 4076 temporary
manufacturing licenses were issued to investors which was expected to create 50938
job opportunities and employ about Birr $36 million capital. Compared lo licenses
issued a year earller, it is higher by almost 77 per cent. In the same manner, the
number of permanent licenses issued by 1981/92 were B45 which, when compared lo
1980/91, was greater by 280 or 566 per cent. In 1992/83, 2711 temporary and 454
permanent licenses were issued. |0 geneal the number of licenses issued, the
number of job appartunities created and the capital employed for the last 7 years
according to the licensing bureaus s presented in Table Vi1 20
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Table VI.20

Number of Licenses, Job Opportunities and Capital to be Invested
1991/82 | 1992/93 | 1893/84 | 1994/m5 | 1588/88 | 19857

Temporary Licenses

. Mumiber 4,078 2,11 2158 24497 7,738 1, Ba4
. Empleyinent 0538 24,040 15,383 11279 11,728 17278
. Capitald 000 Bir) o6 7o 300659 | 1211100 293,409 232005 154,000

Permanant Licenses

. MNumhber 045 464 1,458 2.335 5675 5.087
" Emphiy ming 6437 4 TR0 G242 7.ash 12434 17,324
. Lapal{'0nd Birr} B8 216 62,258 B3 308 162,715 243,741 327402

Source - Regional Buraauws

Investments requinng capital above birr 250,000 was tegally prohibited by policy
guidelines during the Derge Regime. Even the infroduction of mixed economic policy
in 1980 did not bring about a significant change in this category of industrial
investment before the fall of the Derge regime, These categories of investment were
also given special attention and provided with a number of incentives along with the
formation of an investment authority that issues licenses and facilitate their activity,
According to the data from this office, from July 1992 to Cctober 1997, almast 1628
manufacturing projects with estimated investment capital of birr 11 billion creating
employment apportunities far 67,739 were approved. However, during the same time
only 228 manufacturing projects started production with birr 9083 million capital
imvestment and 4766 employment opportunities and a further 296 manufacturing
projects with 1.8 billion investment capital and 13.219 employment opportunities were
under implementation phase

Table VII.21
Industrial Investment Certificates Issued (July 1992 — October 1997).
Number of : P o
Status Projects Job Oppeortunities | Gapital {in 000 Birr)
Total project 1.628 /7. 739 10,972 452
Started production 228 4,766 i 208 263
Under implementation 256 13219 1.828 642

Source: Ethiopian investment Authority
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As can be seen from the above table, projects which started production and which
are under implementation are very small in number comparad to the total number of
projects approved during the period. For instance, it is only 14 per cent of these
projects approved that stared production and only 182 per cent are under the
implementation phase. Generally, it is only 32.2 per cent of the total manufacturing
projects approved that are either under implementation or operation phase indicaling
the existence of a serious problem in the process of actualizing planned projects.

10. MAIN FINDINGS AND POLICY ISSUES

10.1 Main Findings

From this survey, six main results can be identified. First, the contribution of
manufacturing industries to the GOP of Ethiopia is not anly low bul its trend has also
deciined or stagnated. Second, the distribution of the manufacturing sector (both in
number of establishments or output) is lopsided with respect to sectoral, regional and
ownership patterns,  The majority of the manufacturing establishments are cottage,
handicrafts and informal in nature and are engaged in the produclion of feod,
beverages, textiles and non-metalic mineral products. The government still
dominates the manufacturing value added accounting for more than 50 per cent and
manufaciuring activities are concentrated in Addis Ababa and few cities of Oromnfia.
Third, structural shift of the manufacturing industries did nol seem remarkable.
Fourth, technical change have little influence in the manufacturing output growth, and
fram the measure of tolal factor productivity, the sector proved to be unlearning and
the efficiancy In resource use had even deteriorated. Fifth, linkages to each other
{among the manufacturing sub-sectors) or among other sectors is minimal.  Finally,
despite the recent enabling legislative and policy environment towards the privale
sector, the process of actualizing industrial projects into operation is still slow. Given
these findings, what are the main constraints that prohibit the growth and
development of this secter? Thalt is the topic that we now return,
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10.2 Constraints to the Development of the Manufacturing
Sector in Ethiopia

There are a number of inter-related problems that have. affected the growth and
dynamism of the manufacturing sector. Some of these problems are internal to the
firm while others are external to it. For the purpose of this exercise. we look at these
constraints by dividing them into seven groups. These are technology-related
problems. market, finance, policy issues. inputs supply, human resources constraints
and the overall palitical envircnment.

Fechnalogy relafed problems Lack of sufficient information on appropriate
technology is a serious handicap to both existing firms and to those investors wishing
to invest in the sector,  In most cases. firms depend on informal sources of
information in evaluating the suitability of different lechnologies. The decision to
acquire a given technology is not based on empirical analysis and tests of its
suitability to the quality of raw materials, the level of skill of the work force and ather
local conditions  In most cazes, firms simply acquire lechnologies which are in use
by others in the same line of business  Lack of suppart for technology s a problam
associated with the low leval of development and the mited number of industries
within the nation. It is also a reflection of the low capacity of thenation to absorb new
technology. The limited number of industries within the country makes the provision
of on-site support servicas uneconomical and unatiractive 1o foreign suppliers of
technology. The market size is not big encugh for supphers to warrant the typie of
support they provide te larger markets, Local technical Know-Haw is nod developag
enaugh to provide technological support services to industries. With out this local
skill, imported technologies will nat be meaningfully absorbed.  Efforts of firms fo
acquire technological capabilities are also mited.  This problem of technology has
significantly reduced the efficiency of existing firms and is baund to do so ta the
Upcoming gnes.  This |3 an issue that any ‘investor has o copfront and the
government to think abeut in devising an overall industrial strategy

Marketl The demand for manufacturing products in Ethiopia are vary small
compared with the size of the population because of the low level of income of the
majority of the pepulation. Furtharmore, since most of the existng enterprises ara
Import substiluting types, the products they produce are tradable products and thus
have to compete with imports. Since the recent foralgn trade libaralization measures
and the significant reduction in tariffs an most of these imports: local manufaciuring
enterprises are facing difficulty In competing with cheap imports and judge the
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competition they face from imports as unfair. Over-concentration of business in the
same industry, which is a clear indication of the limited entreprensunal scops and risk
aversion due to the inability to see beyond what is familiar, have made the situation
worse.  Lack of information on export markets, protectionism from potential export
markets such as the European Unior, and the poor quality of products has been a
serigus problem for not gearng production for export markets, A consumer bias
against local products is also a real problem despite the availability of comparable or
ayven better [ccal products,

Finance The problams related to high coliateral requirements are manifestation of
the almost monopalistic position of lenders within the formal financial sector of the
econgmy, Without any competition in the field until recently, banks adopted a take-it-
or-leave -it approach towards borrawers and required a high level of collateral before
extending loans to private industries. The land use policy did not allow the use of the
plant's land as mortgage. Recenlly, a procedure has been introduced to accept as
mortgageable: collateral the paid installments of the land bought on leass, but the
system has some flaws and it s not yet fully operational. Anather limiting factor is the
restriction on the type of assets accepted by banks as collateral only to thiose for
which the borrower can produce ownership license. This practice excludes valuable
proparties from being pledged by the borrower, This problem has made it almost
impossible for new entrants 1o business particularly in industiy even when they have
good business ideas as they are usually short of assets they can use as collateral,

Paolicy issues amd the burcaucracy Probably the key policy related problem
thal businessmen often complain about is the paolicy on land. Since 4he
implemeantation of the lease system, acquiring land for investment is not only very
difficult and tedious, but also very expensive. It s probably one of the mast impartant
issues that the government need to address both in terms of policy and
implementation. Customs duty and tariffs are also subject to many complaints, The
tax levied an imported unprocessed raw malerials is often higher than the tax on the
impored finished products which uses the same raw materials as an nput. Under
such situations local products which use the highly taxed imported inputs will lose
their competitive edge to imports. Unfair and arbitrary tax assessment procedures
and practices s another serious problem on which firms express strong opinian,
claiming that sales tax prociamation is unrealistic and the rate of 12% anfairke high
The Inland Revenue Authority does not accept financial reponts prepared by firms for
the purpose of taxation. This lack of trust is said to encourage businessmen to be
involved in corrupt practices, In general, lack of a clear and long-term strategy
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lowards the development of the industrial sectar has seriously limited the growth and
development of the sector,

fnput related problems. High cost of land will inhibit expansion projects by
existing firms and can also act as a barmier to entry of new entrepreneurs.  This may
continue to be the case until the market settles down and bidders leam to be more
realistic in assessing the value of land. The high cost of imported mputs could be
laken as a consequence of the continuous devaluation of the birr. But, it could
equally be atiributed to high custom duty and lanffs on impored inputs. The
unreliability of domestic sources of inputs and their poor qualily also acts as a
bottleneck to local manufactures in their effort to explait expor! markets,

Human reseurces. Lack of skilled manpower has been a serious problem o
Industrial firms. Graduates from technical schools do nat have sufficient training to
prepare them o handle technical jobs immediately after their graduation, This may be
explained parly by the Inadequacy of the curriculum in such schools and the
absence of practical lraining and overall deterioration of education in the country
Furthermore, most technical students thal attend evening classes do nol have
enough time for laboratory work because of tight schedules. The absence of
industrial discipling and wark ethic, on the other hand, is a resull of varicus: socio-
cultural factors including the misappropriation of sociabst ideology which weakened
management's ability to enforce work discipling It must be notled that the labor force
iz of agricultural background and is not equipped with the high level of discipline and
waork ethic that a madem industrial sector requires. Most often, workers acquire their
skills through apprenticeship. This means the rigors of formal training which wolid
broaden the scope - of workers beyond performing a specific job and help them to
appreciate the value of work as a source of personal development is missing

Socio-political factors: The current régionalization scheme, which is based
primarily an ethnicity, does not encourage the free mobility of capial and
entrepreneurial skills across regional borders. Regional administrations often have
conflicting policies that are not consistent with those of the federal government and
difference in policies are inevilable under a political system where regional
administrations have a wide latitude to formulate their own palicies.

The various problems mentioned above were also problems sncountered by infarmal
handicrafts/cottage and small scale manufacturing activitles during start up or at the
operational stage. So much was confirmed by the survey conducted to identify the
main difficulties facing this group. To aleviate these problems, manufacturers
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suggestad in this survey that the government assist them in obtaining a plot of land aor
rented building, better access {o bank loan, easing of government reguiations and
enforcement of properiy rights, better access o raw matenals, improved technlcal
training to workers, managers and owners and assistance in marketing.

10.3. Policy Challenges

From the forgoing, we saw thal the objectives of enhancing Ethiopia's overall
economic and social development requires a strong and dynamic industrial sector
However. like all sectors of the economy, the industrial sector of the country s not
only at an infant stage bul even more troubling, does not seem to be going any
where, Nol only is 1= contnibution to GDP declining but also its productivity, and thus
its competitiveness is seriously declining. Clearly, left by itself, it is not going to play
the role required from it as key conftributor to overall economic development, M
needs the helping hand of the state in @ coherent, systematic and substantial
way. Resolving the constraints that are ouflined above require a wide but focused
long term strategy thal brings the various stake holders in the sector, namely the
state, the private sector and warkers together for effeclive implemantation. Such a
strategy must begin by taking a tharough inventory of the country's resource
endowment and identify sectors and specific projects that provide potential
comparative advantage for the country. A joint efford by the three stake holders
mentioned above can then address the prablems that are internal and extarnal to the
firm by taking specific measures related to the problem either at the firm level or at
the policy level by creating or strengthening the reauired institutions. 4

The starting place for addressing the constraint related fo technology s to aftain
theoretical clarity about the process of industrial developmenl in general and
technology use in particular for "copying” countries such as Ethiopia, Unlike the
necclassical view of technology as a set of "blueprints” readily available to be used
by technolegy importers, empirical evidence has slarted to reveal a differant
characteristics of lechnology This include that it is tacit, that its imitation is not trivial
in the sense that it demands considerable effort on the part of imitating firm. and that
production experience is crucial (Herbert-Copley, 1990: 1459). This has important
implications for late starters: First, accumulation of technological capabilities is not an
automatic outcome of production experience though it is impertant. Second, learming
does not occur in all firms: Third, the process of technical change is irregular both in
its rhythm and direction. These findings correspond to the resulls arrived at in
Ethiopia too.
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The good news for Ethiopia Is that the ocutcomes in the Ethiopian manufacturing
sector shall not be frustrating since it happened almost everywhers in lale
industrializing countries, It only tells us that the right policy measures were not in
place, which In turn alerts both manufacturing firms and government to further put an
effort 1o attain a reasonable rale of progress. The firm should insist on building the
necessary technological capabilities and the government should create a conducive
macrogconamic envirgenment and a well thought out industrial strategy which
necessanly include a clear understanding of the country's comparative advantage
and along with it instaliing the appropriate public goads, a package of incentives and
strong implementing institutions

10.3.1. Firm Level Efforis

Once the country's comparative advantage |5 clearly identified efficiency in
production could be achieved through, inter alia, selection and effective use of
appropriate lechnology. Acquiring lechnological knowledge required first experience
in production and secondly investment on learming and those firms with these
elements produce the required capability. Raut reperted, " .. whila knowledge from
private R & D capital spills over to create public domain knowledge, a firm must
invest in private R & D to acquire the technical capability needed o make Use of the
public domain knowledge to enhance productivity” (Raut, 1995 2). Utilizing public
domain knowledge fruitfully has costs, but the cost will be minimal for those firms
which have accumulated the stock of technaolagical knowledge through considerable
investmentin R & D in the past (Raut, 1895), b

This process is the deliberate effort of the firm to adapt technology to new conditions,
to improve it slightly or very significantly, and this process might pass thraugh three
stages of capability, Production, investment and innovation (Lall, 1992: Dahlman et
al, 1587). Production capability inciudes production management - ability to oversee
and improve operations; preduction engineering - ability to obtain infarmation {about
systems of raw material control, production scheduling and quality controly and act to
optimize. Operations, trouble-shooting to overcome problems and adapting process
and products to increase productivity; repair and maintenance of physical capital
These capabilitics cun be gained from gathering and interpreting infarmation from the
production system,  from  attempting  adaptations and  modifications,  from
understanding why some work and others do not, and from keeping records to
preserve such information. And it entails a continuous systematic efforts and
resources; it shall not just happen when shocked by changes in inputs or production
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markets, The process may lake up to 20 years to acquire its full range and
accordingly, fong term thinking and invesiment is required (Dahliman et al, 1987 764-
765, Lall, 1892: 168-164),

As Lall suggested, investment capabilities include the skills neaded to identify,
prepare, obtain technology for design. construct, equip, staff and commission an
expansion which determines the capital cost, the appropriateness of the scale,
product mix, technology and equipment selected which in turn affects the efficiency
with which it will operate {Lall, 1992:168), Innovation capability consists of major and
minar innavations ncluding Improvements in existing technology, and, acquiring the
farmer two capabilities is the main impetus to develop some capabilities in innovation,
These capabilities are important for diversification and change and every firm has 1o
give due respect for efforts to attain these capabilities. A firm that fails to achieve
these capabilities will fail to survive in today's internationalized competition. The pace
of acquiring these capabilities by firms, however depends on the level of
development in which the economy is in, physical and human capital development,
national technological efforts, incentives, institutions, government policies, etc., whizh
are not the domain of individual firms, but the environment in which they aperate.

10.3.2. Government Efforts

Firm leve!l technical capabilities can be acquired only if there are sufficient
entrepreneurlal capabiities, desp industrial experiences, proper incentives and
adeguate institutions.  And the government has to provide all these in sifficiep!
magnitude,

Developing Capabilities: These capabilities Include the launching of physical
investment, the provision of human capital and the underaking of technological
efforts. Lall reported that "these three are strongly interlinked in ways that make it
difficult to identify their separate contributions to national performance, but they do
not always go together (Lall, 1892:170).  One without the other will not exert a
sufficient Impact, or the existence of one does not necessarily bring the other into
pxistence. Of course, physical investment is a pre-requisiter for industry 1o axist,
plants and equipmont are necsssary. The underaking of physical investment in
Ethiopia was hindered by lack of the domestic investment capabilities which in turn is
caused by lack of entrepreneurial capability, The extent to which the private sector
paricipates and the experience on industrial activities would have been important to
enforce the development of entrepreneurial capabilities.
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The size of the informal sectar might give an impression that there is no shorage of
entrepreneurial drive in Ethiopia. But the drive to profit from opportunity might not par
se be the same as the entrepreneurial capability required o organize, set up and run
modern industry, which requires larger scales, longer time perspectives, more
advanced lechnologies and more complex organizations than traditional crafts or
informal sector activities (Lall, 1992 116} They rather favor rent seeking and trade
activities which produces quick returns. The other point is that the private sector was
stifled by wrong economic policy for aboul two decades that impedes its impact on
physical investment. Even now, the process of actualizing industrial projects into
aperation has shown 2 sluggish character mainly for problems associated with land
and finance, but also due to lack of good governance (long procedures, lack of
transparency, difficull and inefficient bureaucracies).

There is some progress in recent years to encourage. private sector development in
Ethiopia but effarts should continue to be made by the government to increase the
paricipation of the privale seclor (not only through privatization) and the process of
learming entreprenaurial capabilities: This entails commitment beyond installing a
favorable  environment especially in identifying  basic barers fo  industrial
entreprenaunal capability and initiating selective inlervention on industrial activities.
The other important element thal government should focus on is education and
training Its primary imporiance is ils impact on entrepreneurial capability, a person
with high level formal education is better placed to adapt. understand, learn, use and
create ideas Entering into more demanding activities calls for increasing level of
lechnical know how.  Cuality of education and its technical onentation {(vocalional
trainingy is quite imparant and currently very inadequate both in quantity and gquality
in Ethiopia, Firm level training is crucial and efforts made at the firm level lo creala
skills and train workers could make a difference on TFP but firms wsually are
reluctant to invest on training. The government may wish o provide incentives for
such in house training. Regarding the importance of in-firm training and the role of
government in providing it, Lall said

Since thers is a sericus risk of private underinvestment in training at
the firm level when labor is mobile, {which is-impoertant to the diffusion

of knowledge), human capital development reguires measures (o
induce maore investment to support employee fraining, by firms
individually or collectively, or by governments where privale agents
consistently underinvests.  These measures may be functional,
applied to all aclivities, or they may be selective, largeting emerging
zsectors (Lall, 1992:181)
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As to what measures need to be taken, when and to what extent, shall depend on
individual cases. However, even if labor is rained and physical investment is made,
these will only be productive when combined with technological efforts made by the
government to guide firm level efforts and fill the gap whenever it is created.

Incentives: Incentives determine the efficiency with which capabilities are used, It
affects the pace of accumulation of capital and skills; the type of capital purchased
and the kinds of skills learmed. and the extent fo which existing endowments are
exploited in production (Lall, 1992: 171). Competition is one mechanism through
which incentives are channeled. Competition {domestic and extemal) would make
price 1o reflect the relative scarcity of inputs used as well as the demand and cost of
supplying the goods and services to be produced provided that there are no both
product and factor market fallures. But failures are likely in labor, human capital,
capital, firance and product markets (World Bank, 1992:28-27). As a result
government has to ntervene either to overcome market failure or fo give promotional
suppors partcutarly fo emerging industries.  \Where markets fail and enterprises
under-invast, government should intervene so thal enterprises intermalize markets
iter example. provide self-financing or subsidize training of workers) and to overcome
the failures directly by providing finance (loans venture financing, R & D subsidies,
elc) to enterpnses. This intervention could be functional as well as selective, but in
countries like Ethiopia where resources are limited, selective intewentipn will be
daminant in order to selectively promote activities which have greater linkages and
externalities and that generate positive spill over effects, thereby produce the
reguired capabilities sooner given the limited resources

iz not only market failures bul, in countries like Ethiopia, structural problems al!o
need the altention of the governmant. The structure of production might give not only
a wrong orirelevant signal 1o price but alsa might not be totally responswe to prices
at all In this setling, "getting-prices-nght” would lead a country with severe structural
botilenecks nowhers an the ladder of technological capabilities. The aovernment has
thus to intervens especially to pretect or promote until some Tevel of structural
transfarmation s assumed, But care must be taken from intervening in wrong areas
i suppon unviable enterprises.  Moreover, though acquisition of technolagical
capabilites require inward-looking trade poficies, the dichotomy between inward and
ouiward ofientedness is irrelevant, In the first place, they are not mutually exclusive,
thay are rather complementary. Secondly. both can be used In phases; inward-
crented as 3 pre-requisite until the domestic economy becomes price-respansive.
Or they can be used jointly, outward-looking for established industries and inward-
looking for infanl industries.  There is already an empirical evidence for that. Al
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newly industrializing countries went through import-substitution phasa before turning
to export-onentedness (Hellinter, 1986; Pack & Westphal, 1986, Fransman, 1984).
What is relevant is not the dichotomy between being inward and outward looking, as
both are important to bring about technological capability and technical progress
snaner. A period of protracted impon substitution is useful - perhaps even necessary
- to buitd a base for launching successful export drive with aszocialed positive rate of
TFPG, opering up to intermational competition, as well, is essential to spur increases
in domestic efficiency; export promotion is good and sa is import liberalization to
produce technical progress. What matters most is combining them together fruitfully
with a clear and transparent strategy Equally retevant is identifying the appropnate
duration of protection or promotion palicies, deciding whether the duration should be
uniform across industries or whether it should diffar fram industry to industry. And, if
there should be differences, which sectars should get priority. Industrial activities
differ in their technological -orgamizational and linkage characteristics and accordingly
may have different |earning periods and hence, the duration of protection and
promation should be different accordingly. Although there are no clear-cut rules,
TFPG (the extent of learning) can be used as a guideline in the selection of priarity
sectars and the duration of protection. "Input per unit of output must fall more rapidly
N more protected industries if there is 1o be any rationale for infant industry
protection” (Mishimizu & Robinson, 1986:307)

One always should note that technological capabiliies may be enhanced under
cenditions of protection. Nevertheless, it does not necessarily follow that protection
is always needed for the development of technological capability or that the granti g
of protection will be followed by improved technological capability (Fransman,
1884:21). Thus. there is a need always to contain the cost of protection ar subsidy by
intreducing limits and safeguards through selectivity and flexibility, In this regard, it is
said that "the best combination may be the selactive and temporary protection of
domestic markets, together with strong incentives for export activity and domestic
competition” (Lall, 1982 172). It is this directian that the Ethiopian industrial strategy
should follow. Industrialization is a must, We can not think abaut develapment withoul
it. But the industralizalion process should generate the domestic benefits or the
exchange earning capacity soon to sustain its growth.

As part of ity uverall liberalization package, the government of Ethiopia has taken
lrade policy reforms. The reform has reduced the extent of pretection in most firms
and inter-firm variation of protection rate has decreased. Mast enterprises are
exposed to competition both from domestic (by encouraging private investment which
wag slifled deliberately) and imports (by liberalizing trade) While the broad policy
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direction is laudable, its gross and indiscriminale nature misses the logic of selective
protection and prudent industrial policy. Even conservatives such as Lall concur the
use of selective and largeted intervention:

Given the inherent costs and duration invelved in huilding up
capabilities in new, complex industial activiies, and given the
differences hetween technologies, there is no reason te argue that all
industries should be protected equally... More difficult technologies
call for higher protection, and activities which have high linkages with
others call for broader protection to embrace related industries which
are also undargoing learning, Similarly, activities thatl generate higher
externalities need more support because investors cannol appropriate
all the benefits 11

The key lesson here is that competition s necessary but it is 8 double-edged sword.
Too much competition can wipe out firms that cannot finance the costs of capability
acquisition, Thus, the adjustment in Ethiopia must be selective and shall be armed
with considerable data.  Sectars must be identified on the basis of dynamic
comparative advaniage and supported and these sectors musl have a good record
on allocative efficiency and rate of TFPG, Otherwise, the reform might end up being
self defeating at least in the key area of indusirial expansion,

Institutions: Both incentives and capabilities operate within an institutional
framework and these institutions - those enfities established to facilitate the working
of markets - sets rules, Institutional deficiencies are the main causes of inefficiency
and underinvestment, Thus, the development of instilutions that facilitage
technoiogical capabiliies and industrialization require due consideration in industrial
policy formulation and implementation. Institutions are imporant in the provision of
finance, information, services, standards, expert assistance, etc. Successful
industrialization entails systematically building institutions io support or supplant
market forces, There must be industrial Institutions to promote inter-firm linkages in
praduction, technology or training, to provide support to smaller enterprises, (o help
firms o restrecture and update. There must be technological institutions to remedy
market failures especially in the area of information on sources of technology since
technological information does not exist everywhere nor are the international markets
free and competitive. Cne of the key weaknesses of the industrial sector in Ethicpia
ie ite lack of supparive institutions Ewven those that exist are either poorly staffed
and managed ar engulfed with conflicting ob|ectives or starved of funds or stranded
by bureaucracy and policias.

" Lall, 19492, opocit, 125
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in Ethiopia, there are no institutions that are set up to supply information about
technology or markets. Bul, selecting appropriate {echnology - technology that is
easy to adapl. assimilate and change to local conditions - rests upon information and
the ability to use that infermation effectively, Because information, by its character, is
a public good and characterized by large economies of scale in caollecting and
organizing information, the private sector underinvest in the area since it cannot
approprigle all the benefits thal emerge from i,  This justifies the need for the
government to subsidize the collection and dissemination of technological information
or s2t up such institutions and provide to those in need al an affordable charge.
Furthermore, in Ethiopia linkages between large and small firms are absent, and are
not facilitated by appropriate institutional assistance to potential small suppliers or
subcontractors. Yet, there are strong arguments for sub-contracting both for
efficiency of large ones and expansion of small-scale activities (Schmitz, 1982
Anderson, 1982; Kashyap, 1988).

Suppertive institutions are not adequate in Ethiopia for physical investment to grow
faster and capabilities 1o expand. While "directed credit” is necessary to make
sectoral preferences (through subsidized interest rate and easy access ta credit) to
shift the siructure of the economy towards the productive sectar which is more liable
te generate spillover effects, no such scheme is practiced. Due to lack of collateral,
but mainly due to failures on financial markets, goed Investments might not receive
finance while some bad ones do.  Creating specialized institutions, fike Small
Business Administration of USA, could finance industrial entrepreneurs stranded by
these problems. Hawing such institutions not only help 1o increase capability but algn
improve incentives by encouraging domestic competition. Setting up industrizl
estates and export processing zones in Ethiopia in which capabilities and
industrialization is at a stage of infancy could be an institutional mechanism 1o
selectively intervene in order to overceme infrastructural, information and service
deficiencies. Export processing zones help 1o meet the requirements af legal and
regulatory environment favorable to entreprencurs and expors. Industrial estates not
only reduce the enfreprensurs’ Investment costs but also provide basic infrastruciures
and industrizl services, which the market cannot supply and which are real
bottlenecks to entrepreneurs to invesl Furthermare, installing these institutiens can
enhance capability development. Finally, all these elements have to be put together
in a clear and transparent package that include building institutions, prowviding
approprate incentives and developing capabilities, along with good governance for
clean, speady and effective implementation



Vil
EXTERNAL TRADE AND PAYMENTS

1. INTRODUCTION

One of the most remarkable outcomes in the policy domain of the change of
govemment in Ethiopia in 1981 was the phenomenal shift in the trade policy regime.
If, during itz initial days the Transitional Government of Ethiopia {TGE} sought of
pursuing the mare or less protectionist regime it inherited from the Derge, albeit with
minor adjustments, it soon changed (or was made to change) to a more relaxed and
liberalized policy stance. The exchange rate changed its parity from Birr 2.07 per U3
daollar (which it maintained for 28 years) to Birr 5,00 per US dollar when it was
devalued n 1892, Following this momentous policy shift the Birr was delinked from
the US Dollar to which it was fixed for 48 years when it was semi-floated in 1993

These significant exchange rate policy reforms were accompanied by extensive
changes in trade policy. Quota imposed on imports were excised in favor af tanff,
which were in turn drastically reduced. Exporl taxes were eliminated with the
exception of that imposed on coffes. By so revising its trade and exchange rale
regime, the country was adjusting its tune to the rest of the world, which was
globalizing at a fast pace, and were ih accord with the demands of the World Bank
and the International Monetary Fund inspired and supporied Structural Adjustment
Program {SAP).

4
These measures contrast very conspicucusly with the policy regime that ruled

supreme since the end of the Second Werld War when econemic and later
idealogically driven policy stances very much defined the trade policy framewark,

2. TRADE POLICY REGIME - POST AND PRE-
REFORM ERA

2.1. Pre-Reform Era
The pre-reform trade regime in Ethiopia was characterized by one of protectionisim,

based at first an and deriving from a purely economic rationale but later expanded to
include ideological ohjectives. The economic reasoning behind the trade policy of the
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Imperial Regime was the classical goals of mobilizing govermment revenue by
imposing laxes on exports and imports, maintaining the balance of payments at a
sustainable level as well as providing the domestic economy with the degree of
protection deemed necessary

The revalution of 1874 went beyond the simple changing of the guards and elicited a
novel modus vivindi as well as modus operandi. However, and despite the
fundamental shift in ideclogical outiook, the trade regime maintained the policy it
inherited from the Imperial government. The exchange rate policy and the exchange
rate were leflintact, as were the systems and institutions govemning export and import.

What changed under the Military Regime was the purpose for which the instruments
were used and the severity with which it was applied. To the thres objectives of the
Imperial Regime a faurth chjective was imposed — the control and gradual extinction
of the private sector and most importantly the socialization of ecoromic activity. To
enhance he process of socialization, the administration and wlilization of foreign
exchange was withdrawn from the National Bank of Ethiopia in favor of the Ministry of
Flanning and the institutions that preceded it While the capital account remained
lightly closed, as was the case under the previous regime, payments for current
lransactions were drastically cunailed.

There were also imporant institutional rearrangements with imports and exports,
While private importers were driven out of business In favor of state trading
enterprises, exporiars were prehibited frem exporting traditional export commadities
which were taken over by public enterpnses created for these purpose, .
At the beginning of 1987 when our story begins, the tollowing summarize the major
policy packages governing extemnal trade;

a) fed official exchange rate,

b} restrictive foreign exchange licensing system for private use,

] 100% surrendering of foreign exchange obtained by Ethiopians and
fareigners in pivate business regardiess of how this was obtained,

d) very high and escalating import tanff made up of several layers and
categones with the maximum rate as high as 230% of its vaiue,

&) refarence price schemes for exports, befow which export was prohibited,

f) government marketing channels for all imports and major exparts

These instruments and Institutions created and nurtured strong bias against foreign
trade and were cerainly redundant and expensive. For example restrictive exchangs
contral and the cumbersome import licenses were all used to limit the nature, volume
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and value of imports:. But these redundancles were soin terms of their effect rather
than purpose

Taxes on foreign trade wers important sources of gavermment revenue motivating
tugh rates. Exchange centrol was used fo mantain the balance of paymenis at a
more sustainable level, The neon-tanff barriers and particularly the guota system that
included the complete banning of certain good must have had the objectives of
minimizing what the regime may have thought were "luxury” consumption as well as
goods deemed to be dangerous or harmful to society, while at the same time casting
a protective umbrella over domestic producers

2.2. The Reform

The decade of the 80s ceoincided with major revolution both in the word and in
Ethiopla. The dissclution of the Soviet Union eliminated the bipolar global political
arrangements in favor of a unipolar world. The finalization of the Uruguay Round of
Agreements produced a new set of regulations to govern intemational trade and
institutionalized its management in the World Trade Organization (WTO).

At hame, the Ethicpian Peaple Democratic Front (EPRDF) ousted the Military
Socialist Regime and inherited an economy which has been exhausied by
inappropriate policies and devastated by civil war,

The imperatives of rebuilding the economy and political expediency dictated the
revisiting and reforming of the policies of the ousted regime,

. |
The reform which started with slow pace in the second hailf of 1981 and the first half
1942 gathered momentum towards the last guarter of 1882 The liberalization
measures were (nitiated by the devaluation of Birr by 142 % {from Bir 2.07 per US
dollar to Birr 500 per US daollar) which was soon foliowed by the streamlining of
admiristrative controls as well as the reduction in tanff and elimination of expart duties
with the exception of that imposed on coffee,
The series of foreign trade refated reforms underiaken by the govemment betwaen
1991 and 1938 are summarized below.

a) Liberalization of the foreign exchange control: Foreign exchange was fo be
made available to dually licensed impartars through the auction market.

b} Move towards 2 more market determined exchange rate with the introduction
of the auction pricing system in mid 1993, Up to mid 1995 three exchange
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c)

d)

3.

rates ruled in the country — one at which forsign exchange was made
available for government related fransactions and the import of essential
commodifies including ferlilizer and medicine, and the other at which foreign
exchange was made available to the private sector and the third was the
black market rale. These multiple rates were more or less unified beginning
in mid 1895 eliminating the parallel marke! premium which was as high as
400% in 1881,

The tariffication of those goods controlled through the guota system,

The drastic reduction of customs duties from an average high of 230% ta an
average maximum of 50%

Elimination of duty on all expartables with the exception of coffee an which
three different taxes — customs duty of Birr 15 per 100 kg; a 2 % transaction
tax and a cess tax of Birr 5 par 100 kg were imposed.,

Introduction of foreign exchange retention scheme 1o exporters. Thase went
through a seres of modifications starting with the surrender of 50% of their
foreign exchange eamings and retention of the balance. 40% of which was to
be offered for sale within 21 days to the commercial banks or through
auction. The remaining 10% were to be used by the exporter for the import
of goods approved by the Mational Bank, In 1998 these were revised to an
arrangement where exporlers were 1o retain 10% permanently and sell the
80% over a 30-day period. Failure to sell within the specified period antailed
the surrendering of the foreign exchange to the National Bank at %he
prevaiing rate of exchange.

DEVELOPMENT IN FOREIGN TRADE:
1987/88 - 1997/98

The major purpose behind the reforms were ideas espoused by bath the IMF and the
World Bank whereby an open economy helps lo increase and diversify exports,
renders the domestic economy more efficient and competitive, and resulls in vigorous
and sustained growth.

It may be too early to assess the impact of the trade liberalization on exports, imports,
government revenue, the balance of payment and the improvement in the competitive
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poslition of domestic firms producing impoert competing goods.  Nonetheless a brief
review of these developments seem to be in order; and would be made in this section,

3.1.  Export Volume, Export Revenue and Structure of Exports

Cne basic justification behind trade-liberalization is its capacity to improve ils
competitiveness in the world market and bring about significant Increase in the
volume, diversity and export earmings. We will look at these seriatim.

3.1.1. Volume of Exports

Vaolume of exports rose sharply during the post reform period relative to the pre=reform
penod. The volume of export of the 5 major exports ifems of coffee, nilseeds, pulses,
hides and skins-and fruils and vegetables. (which together account far more than 80%
of the annual export earnings) increased by an averags of 34 % between 1802/93 and
1937/58. The highest aggregate total export of these products during the Derge
period in the late 80s was 136,420 tons of 1989/90. The highest volume of exports of
these products since 1992 was the 242 374 tons of 1997798, This s twice as much as
the highesl volume of these products exported during the post 1987 period of the
Derge regime. (which was the 138,420 tons in 1989/90), The volume of ather exports
also increased in tandem

Table VIIL.1 %
Volume of Major Exports 1987/88 — 1997/98
{'000 Tons}
—T B
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Looking at the same development on an index basis puts the picture in a hetter focus.

Table VII.2
Indices of Volume of Major Exports 1986/87=100

. Hides & | _ Fruits & |
Coffee il Seeds Skins Pulses Vaigatabies: |
1586/AT 100 100 100 100 100.0 |
B7iBS a8.8 | 2165 B4y 2824 157.0. |
BE7ED 117.3 B5E Ba 4 2636 Ba1 |
H5/50 110.8 B4 1 R 527 5 716 |
g0a1 726 A E5 7 3334 107.3 |
ERTER 30,2 | Z1 350 B 595 |
Rl B40 | 43 544 345 B0 |
93/54 852 | 1240 762 2223 | 1398 |
G455 026 1476 Bl& 582 4 1814 |

LR 12186 53 736 BE4 4 Ta7 4
“85/57 1535 (FidF: 844 BEBZ 1808 |
708 1457 B5E 766 6982 138.4 |

Source, Computed fram Table 11 of NBE's 195596 Annual Repart

[t 15 clear from the table that there has on the whole been an increase in the volume of
exporis. Taking 1986/87 as the base year, the tolal volume of exporls of these 5
major commadifies, on an unweighted average basis, increased by nearly twe foid, to
197.2 or by 97 per cent by 1837/98

The incresse 0 volume has been dramatic for some of these commodities. Wn
particular, the volume of exports of oil seeds and pulses recorded an impressive
resurgence.

It is also warth noting the conspicuaus instability in the volume of exports. A steady
and fast decline |s ohserved towards the end of the decade, bottoming out in 91/%2
The reasons behind these precipitous declines were the intensification of the civil war
as well as the weather out-turn which is the major determinant of the output of these
products,

3.1.2. Foreign Exchange Earnings

Foreign exchange esarnings from exports of goods and services, by and large
reflected the behavior of volume of exports.  From 1887/88 to 1891/82 it declined
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precipitously and then started to recover. The value of exports in dollar terms
increased more than 3 fold under the cument govemment from US $ 170 million in
1981/52 to US $ 557 million in 1996/97. It should be kept in mind that 1991/92 was
an abnormal year in that the civil war was in its most intensive stage and drawing
closer to the capital city, the effect of which is reflected in the decline in the valume
and therefore foreign exchange eamings.

Earnings from service export were steady throughout the period under observation
relativa to eamings from merchandise exporls. From 1987/88 it was on the rise
reaching its apex at US$ 305 million in 198%/20 but declined to US$ 268 million in
1890/91 and 91/92. Since then export of services increased continuously to USS 351
million in 1886797, which was 46% higher than its low point in 1981/82

Table VilL3
Export Earnings 1987/88 — 1997/98
(Millions of US3)

Goods Seorvices Total As % of GDP
{gross) -
{1} (2) 3) Goods Services Tatal

1987/88 400 272 672 | 55 4.4 98
BA/AS 444 285 733 5.8 38 3.5

BL/a0 252 305 597 3.5 3.8 73

80/91 168 268 435 18 28 47

o1/a2 170 268 438 17 7 44 |

G253 159 277 476 37 | 5.2 8.3
93134 372 295 567 72 51 12
94/95 423 345 TEA 7 5.3 14,
85/95 438 377 815 74 64 13.8
of/a7 | 557 a9y 948 9.0 6.3 15.3

Sources: Calculated from IMF, Intemational Financial Statishics 1998 Year Book and NBE
Ciarterly Bulletin Val 12 no. 4.

Tabie VIIL3 is interesting for two reasons. The first is the close corespondence
between the increase in volume and value. An important obsarvation here is that,
although both volume and earnings increased, growth in revenue was not only
unstable but also failed to match the increase in volume. This aberration is explained
by the unstable but predominantly declining trend in world commodity prices. The
second point to note is the share of GOP that is exported. The paint of interest in this
regard is the increase in the share of exports in GOP since the refarms of 1991/92,
The highest share of the post-reform period share of GOP exported (i . 1996/97) is
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55 per cenl higher than the pre-reform high {i.e. 1987/88) of GDOP. Despite this
impressive growth in the share of GDP exported, it is very small compared to all
standards, Measured against domestic oulput, commadity exports, at less than 10
per cent at its highest, strongly suggests that the country produces mare for domestic
consumplion rather than for exports.

3.1.3. Structure of Exports

The structure of exports had remained the same dunng the two periods both in Kind
and nature. Mot only does the country export the same products but a limited number
account for a disproportionate share. During both periods, five products — coffee,
hides and skins (including leather and leather products), ol seeds, pulses and fruils
and vegelables accounted 75% of the export eamings. Coffee alone averaged nearly
two-thirds of the export earnings during the two periods under review,

Export of manufactured goods were insignificant under the Derge Regime,
contributing no more than 7% at its highest but then declined thereafter as shown in
the last column of Table VIIl.4.

Table VI 4
Share of Major Export Commodities 1987/88

ifea Hides & | OIl Pulses | Fruits and [ Total !ndliéiii_ﬂl"

| Skins Seads Vegetables of § Products

19B7/88 26.8 16:0 25 2.1 14 793 T
BE/ES 694 137 1.2 1.8 1.0 B e
91442 BO.3 21.0 2.1 2.1 23 3.8 74
S4/95 655 137 &1 ia - 858 3.8
95/97 63.8 103 29 18 13 79.4 3n

Source. Calculated from MBE, Cuanery Bulletin Vol 12 1o 4 Table 25p. 75

Mot only does the country's exports remain undifferentiated, there is a mere or lgss
matching market concentration. The OECD countries are, as have been in the past,
the major markets for the country's exportable absorbing no less than 80% of its
exports. Of the African countries only Cjibouti is an Important market with 11% share
of the nation's exports,

UIndustrial produets inclade sugar & molasses, canned and frosen meal, oif seeds cake and petroleum
products
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3.2. Import and Structure of Imports

As percent of GDP, post-reform import of goods registered an increase of 45%. from
15% to 22% relative to the pre-reform period. Under the previous regime, imparts as
a share of GDF claimed a high of 15 per cent of GOP but then declined to less than
10 per cent in 1991/52. During the post 1992 period. the value of imports as share. of
GOF increased continuously to about a fifth,

This increase in iImports as a share of GOP is cansistent with the two phenocmencn of
the post-1991 Ethiopian economy. The first is the growth in GOP, Empirical evidence
have long established a positive correlation between GOP out-tum and imports. As
the GDP increases the volume of imports tends to increase basically for two reasons
The first is the well established fact that as income (GDP) increases. consumpticn
also increases and since the consumption bundle includes imparted commodities. the
value (reflecting the increasze in the volume of imported consumables) also increases
The second factor driving imports are invesiment goods. An increase in GDP sends
posilive signals to investors who would purchase more investment goods  from
abroad. The combination of these two factors increases imports in tandem with GDP.

The second phenomenon that explaing the grawth in imports s the policy domain
where the post 1991 pericd was one of |iberalization. An increase in imports 15 a
commen and standard phenomenon under the IMF/Warld Bank inspired SAP because
of the reduction of import barriers including the removal of guotas and the cul in tariff
rates

Despite the increase of imports as & share of GOP, their brake-down with respecto
the purpose for which goods are imported have remainsd constant, Baw materials
claim an average of 2% of total imports white capital goods and consumers goods
absorb nearly two-third together. Semi-fimished products and fusi accaunt for nearly a
third of total impors.

These statistics reveal important signals about the structure of the economy as well as
being suggestive of policy direction with respect to imports.

The first Is the consistency in the structure of the sconomy. Inputs in to the production
precess still claim a very small proportion of imports.  This is revealsd by the share of
raw matenals and semi-finished products in total imports, which has more or less
remained the same during the last decade. A shift in the structure of the economy
waould have elicited an increase in the proportion of these imparts.
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The second paint emerging from the structure of imports 15 the share of these goods
that farget agriculture, which is the source of all foreign exchange: the fargest
contributar to GOP and the largest employer, Whether to reduce poverty or kick-siart
structural transformatian, this seclor should have been accerded high priority. But this
hias not been so, neither under the Derge nor under the current government.

Table VII.5
Imports by End Use as Percent of Total Imports
2 (2 |2 |z |2 (2|3 |2 |2 |5 |2
= = - 2 2 5 5 ¥ s s =
o = o [=z] o o o o E; (7] g:
== (=g ¢ (£ | g e g 8
Raw materials 24 28 3z 27 1.8 26| 1B 0 > 22 24
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Cersais B | w00 42 gk T | 118 1Mo 1531 Tz 43 %1
Imports as g ]
L 13,4 ] 111 T 1 7 0.4 T
Y, of GDP 152:| 13 10 B 36| 157 1“. 2 22 221

Zource NBE Duarlerly Bulletin (Wanous Years) and IMF Dalabase

Consider the three categories of ferilizers, capital goods for agriculture and imports of
cereals. The latter, ie import of cereals cn own account {i e excluding external
assistance) s a symptom of the malaise in agriculture,
production to satisfy domestic demand. the nation s obliged to sllocate, an average,
close to 10 per cent of the value of imports to the import of this commaodity. Import of
cereals could easily be reduced by increasing productivity in agriculture,

Because of insufficiant
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However the means by which the fargeted productivity is to increase has not been
forthcoming. Ferlilizer imports as a propartion of total imparts was very low until the
laz! two vears of 1997 and 1998 crop years when it increased by more than two fold.
Although this is a2 welcome trend, note has to be taken of ifs gross insufficiency. The
300,000 tans of imported fertilizer for a farming household of between 5 and 6 million
means 50 to 60 kg per farm or fess than 10 kg per farmer is too small to have
significant impact on output.

The government's policy of Agricultural Development Led Industrialization (ADLI)
provides the nation with correct development strategy. Bul its success requires the
support of modern inputs including capital gogds, It is an area that needs to be
focused upaon,

3.3. Direction of Trade

The destination of exports and the ongin of imponts into the country has remained
conspicuously loyal, Going as far back as 1980 and even further in time, the majer
trading partners rémain Europe, Asia and the Americas (both North and Latin
Americal,

Eurcpe has retained its predominance as the destination for and source of exports
and imports respectively, although its share in both has declined. The major markBts
however ramain Germany. Italy, France and England which together account for no
less than 85% of the Buropsan and about 40% of the total export. These four
countries also dominate on the import side, claiming nearly 60% of the European
share and a quarer of the total impaorts,

In the early 70s and even in the 1980s, Amenca (and more so the USA) used to be
the secend most important destination of exports and the third ranked supplier of
imparts.  While this region retained its position as the source imports, it has long
caded its 2™ place as the absorber of the nation's exparts to Asia, Exports to the
Amenca, |.e the US declined from 18% in the 1880s to a third later in the decade as a
result of political and ideclogical differences between the two countries. Resurgence
is in evidence in the 1990s, but it has to reclaim its lost position
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Table VIILE
Direction of Trade 1970-1997
(Percentage of Total)

1880 1850 1995 1897
g |2 e |e|2ele|e|¢
AEAE AR AR AR AR B
L Lo ik — L e -
Africa 132 20| 128 36| 124 65 132 [
Europe 50| BBz 452 | BBO | 508 | 437 484
[ America 181 B4 | 138 B5| 68| 134 120
Az 7.2 20| 274 187 | 247 344 | 235
Dceara o1 14 o1 o 0.1 01 0.1 |
Unspecified 04 10 71 B 02 24 23 _|

Source Calculated from MBE, Quarterly Bullatin, Varous Years.

The Asian market has increased its share both as supplier of imporis and buyer of its
axports. However these markets are concentrated in Japan and Saudi Arabia which
together account for no less than 90% of Asia’s share exporls and more than 50% of
imports,

In Africa the most imporant destination of the nation’s exports is Diibouti which claims
rmare than 85% of exports ta Africa, while Kenya supplies 50% of the exports from tpe
African region

There is a naed for diversification of our export out let and the country is strategically
located to invade one of the richest markets in the worid The export related
investment strategy should be based on targeting this market along with the
comparative advantage that geography offers.

3.4. Government Revenue from International Trade
As pointed out earlier, one possible goal of trade policy is the mohilization of
respurces 1o finance government expenditure. It is usually argued that the

liberalization of trade would entail increase in government revenue from iaxes
imposed on exports and more importantly imparts as a result of the tariffication of nan-
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tanff barriers and increase in the volume of trade, natwithstanding the lower level of
{axes.

it would be interesting to see the extent to which this hypothesis is bom out by the
Ethiopian experience.

As shown in Table VIILT the share of government revenue sourcing from international
trade has been higher during the post reform period compared to the pre-reform
period,

While the highsr wvolume of revenue could possible be attributed to the effect of
liberahzation, a number of factors that may partly, if not wholly, explain the increase
need 1o be pointed out. One of these is the effect of devaluation which tends ta inflate
the Birr denominated tax revenue collected from imports.  The devaluation and
subsequent depreciation of the cumency inflates the Bir value of imports and
therefore the taxes collected from such imports. Such bias is inherent i an exercise
that attempts to compare pro and post devaluation performances.

Table VIILT
Government Revenue from International Trade
1987/88-1990/91 1982/83-96/57
As % of GOP 3:] 4.2
As % of Govt, Exp 10.2 15.8
As % of Govt. Rev, 13.3 236 &
Impor tax as % of imports 200 21.6
Export tax as % of exports 1.8 4.3

Source  compuied from NBE Annual Repartand IMF Database

2.5. The Current Account Balance

The impact of trade liberalization is hypothesized 1o render the current account mare
sustainable refative 1o the repressed pre-liberalization era. This medium o long term
scenario was to be supported by external assisiance which were in turn conditional. on
Implementing the full range of the policy package drawn by donors
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The general conclusion emerging from the Ethiopian experience does not bear out the
optimistic impact of liberalization on the current account balarice. On the contrary it
confirms the deterioration that have been observed in other refarming countries. The
tables below summarize the pre and post reform developments in the current account
balance

Start with the trade balance. The gap between the value of goods exported and
imported as percentage of GOP widened by 58 per cent from an average of 8 per cent
during the post reform period relative to 13 per cent of the post reform era. The deficit
in the balance on goods and services also doubled during the post-reform compared
to the pre-reform period, despite the favorable increase In the service balance
Private transfers also Increased from less than one per cent during the pre-reform
pericd compared to the post-reform period,

Cn account of these developments, the current account deficit increased from 6 per

cent of GOP ta 7 percenl.

Table VillL.8
Balance of Payment as % of GDP

1987/88 — 1990/91 1992193 - 1996/97
Trade balance -8.0 -12.6
Senvice balance 0.3 ()
Balance on goods & services -5.B -11.9
Private transfers 0.3 549 %
Current account 5.5 5.8

Source: IMF data bank

3.6. Financing the Deficit

Ag shown in Table VIS the deficit in the current account was financed from the three
major sources of public transfers, external borrawing and running down of reserves

While public transfer were high and continued on an increasing trend. it was not so for
external credit. For some years, net ransfer was negative because payments on
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interest and principle were in excess of disbursement of credit for that year, as was
the case for 1991/92 and 1992/93 fiscal years.

Depletion of reserves were among the major sources of financing deficits during the
last years of the 1880s. On the other hand, there was continued build up during the
post 1991/92 pericds.

In general the trend on current account deficit is one of unsustainability, leading to
growth in indebtedness. As would be discussed in the next chapter, the debl burden
is growing to be too much to bear on the economy. This is indicated by the annual
increase in arrears-debt due for repayment but is not honered for lack of capacity,

The failure to honor our payment obligations imposes an unpalatable political cost on
the country. In effect requiring creditor countries and institutions o either cancel or
reschedule our debts, These not only are capitalized with punitive inferest rates, but
alzo lowers the credit worthiness of the country.  The process of negotiation for debt
relief are also fraught with conditions that impinge on and finally threaten our freedom
and independence, including one of developing an appropriate development strategy
of our own,

Table VIII. &
Financing Current Account Deficit (millions of Birr)
[==] [=] = [ | Lo ] [*x] | (=]
i Defici 1184 707 1206 311 1647 1513 | 1464 3861 1172 *ﬂ
Financisg
Pumic Transfer | 389 | 432 | "F;li:‘-nl 854 | 1709 | 1448 | 2560 | 2474 1453 1753
Extermai Logn|Med) BED 463 330 -228 -45 1233 18T -30 | -7a5 751
Long-larm E4T 574 202 -&r 514 9581 i) 422 1144 278
Enort-tarm TR BT S ENEOEAEEEE 228 172
MNal errors dnd D -158 ik 141 2T 512 | -527 B3 [ 1141 -BRZE ~ATET
Chver all balance “3E3 -23 -1 -423 -499 l (=78 1200 275 1358 -185
2';2"3:.'" 363 23 | 325 | 136 | 404 | 1838 | 2104 | NA NA, NA
(FT]
gl'l‘-&?: fe - | - £55 567 =372 | o83 536 Ta1 TEL ag0
Dbt raief : - c | 1ars 38 | 367 2 e} oo
Cancallation . - = - mes | ez 148 21 13 0o
T Reschecaling : z - | ser | 255 | 218
- i InCrease
Sourca, MBE
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This underlines the need for concerted and proactive policy to contain the deficit. In
the short run, the government needs to contain imports, use the foreign exchange in
priority areas and build the productive capacity of the country. The longer run
objective rests on increasing the volume and values of export.

In the process of increasing export earnings, ponts that need to be re-emphasized
are the diversification both of products and markets. Since there s no future in
prmary commodities, government needs to initiate a process of industnalization,
starting with import substitution and graduating to export promotion. After all we have
to have the products to sell before we become competitive both at home and abroad,

4. TRADE AND DEVELOPMENT

The objective of economic management in & country is o seeto il that the standard of
living of the people improves over time, Inv the economic sphere this goal is
operaticnalized through high rate of growth, increased employment opporunities,
equitable income distnbution, balanced inter-regional development, stable prices and
sustainable balance of payment,

Foreign trade is one possible instrument and means o achieve these objectives. It is
through this activity that a country acquires those goods and services that are
essential to accommodate its current needs as well as build up its productive
capacitiss but are not available from domestic sources. Among these goods and
senvices are the broad ranges of consurner goods and services, ideas and knuwledae.
skills, capital goods, and raw matenals.

The import of these items would need to be paid for, defining the imperatives for
exports, |nother words a country does not export goods and senvices for its own sake
but to enable the acquisition of those goods and services it needs but cannot proeduce
at home. In the words of Dani Rodrik of Harvard University, (1999: 24) "exports are
the “prce” =n economy pays for having access to imports; they are means, not an
end.” Tins plainly means that a country exports not for its own sake but to enable it
pay for the goods and services it imports,

What a country exports and imports are dictated by its comparative advantaga, it will
produce and export those goods and services that use ts most abundant resources
and are therefare relatively cheaper than those of its competitors, and import those
goods and services that require inputs that it either does nol have or are scarce. This
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explains why Ethiopia exports primary agricultural commodities and imports industrial
goods, including machines.

The impartant point about trade and trade policy is the dynamic nature of comparative
advantaga. The fact that Ethiopia has comparative advantage in tropical agriculture
and comparative disadvantage in industrial goads is not an immutable law of nature
but one that can and deoes change. The essence of frade policy, in conjunction with
itz overall development policies, is therefore to change this comparative advantage by
imparting investment goods and services to expand the industrial and agricultural
sector, skills and knowledge to build up its human capital and concurrentty strive o
increase lotal factor productivity (TFP), thereby rendering the economy more
competitive both in the home and the world markets

The challenge that policy makers face in this regard is how to initiate and instil
dynamic comparative advantage in the production process. The fact that Ethiopia
continues to rely on and exports the same goods and services that it used to export
30 years ago and imports those goods and services it was imporiing half a century
ago, testifies to the failure of past policies to initiate and sustain the development of
dynamic comparative advantage. Over the last fifty years the Ethiopian economy
remained static. The country produces and consumes the same goods, using mare or
less the same technology.

An example may underline the differences between an economy that remained static
and ane that initiated and nurtured dynamic transformation. In the 1950s, Ethiopia
was rated higher and was reputed to have better potential for further development
compared to the Republic of Korea. In the 18605 Korea transformed itself fram
experter of raw materials to manufactured goods, while Ethiopia continued to sxport
the same cammadities it did a decade, and indeed centuries ago. In the 1980s Kores
became a member of the Organizatien for Economic Cooperation and Developmant
(OECD) countries- the rich countries club, while Ethiopia regressed to the least
developed countries category- the club of the poorest of the poor. One is an exampie
of a country that devoted itself to struciural transformation while the other to that af
stagnation

Both trade and domestic econemic policies must of necessity, larget structural
transformation. |t is important to reiterate and belabor an obvious point. A country
exports thase goods and services that it produces and nothing else. And for as long
as Ethiopia continues lo produce primary commodities, it will continue to export these
primary commodities. But there is no future in primary commodity trade. Firsily the
share of primary commodities in world trade has declined drastically. Secondly, the
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prices of pimary commodities have been and will continue to be on declining trend.
Thirdly there is more value added in processed goods than in primary commodities
and the higher the level of processing the better the value added.

These linkages between trade and development dictate the nature and purpose of
trade policy. As much as possible, the couniry must first and foremost develop a
realiztic and doable industrial and agricultural development sirategy, and define its
trade policies accordingly. Trade should be used ito further and enhance the
develepment of the domestic economy and for this purpose needs to be managed and
administered accordingly.

Structural transformation s knowledge based and driven. The backwardness of
Ethiopia's agriculture testifies to the fact that no innovation has been introducad to this
critical sector of our economy. despite the explosion of scientific discoveries. What
altempts have been fo expose the nation’s agriculture to modern know-how has been
rather at the margin and remained marginal. and excluded the greater majority of the
peasantny.

Mew ideas and know-how need to be imected into the economy to bring about
genume transfarmation.  This cannot be achieved without the build-up of human
capital that is capable of leaming not only {o use and man the machines and new
technologies that are imported into the country (which is easily acquired through
learning by deing) but mest importantly to develop the capacity to adept and adapt,
and eventually build machines that produce other machines. This is the first and most
important goal of and means o change existing comparative advantage. Secondly,
the drive to develop the human capability needs to be supported with an investmeht
and trade strategies that are capable of transforming the economy and locate it on a
trsnaformative and dynamic trajectony.

This has been one of the major falling and weaknesses of all past governments, as a
result of which the country remains trapped in its static comparative advantage and
cantinues 1o rely on the same agriculture commodities as it did half a century ago as
its source of foreign exchange.

The challenge of locating an economy on the path of accelerating growth and
development is daunting in its. own right. But this challenge s exacerbated by a
hostile external environment  In a8 world that has abandoned the principle of
interdependence and replaced it with one of intense competitions in which the winner
takes all the benefits and pits the small against the large and the mighty against the
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weak, what is at stake is the survival of the nation in all its glory, sovereignty and
independence.

Ethiopia s too small to matter to the rest of the world, A review of its GOP, exports to
and imports from the rest of the world shows that it is so insignificant that it will not be
missed in the world market if it sinks and disappears from the face of the earth
Ethiopia‘s contribution to world trade as well as to the annual increase to global wealth
is Hustrated by the following stabistics. In 1995 its exports to, imports from and total
trade amcounted to 0.8: 1.3 and 2.1 billion US dollars respectively, while its GDP is
estimate at US § & billion in current prices. Table VI 10 compares this to the revenue
of same of the companies with which we are very well acquainted.

Table VIIL10
Ethiopia and Global Companies : A Comparison in 1985
(billlons of US § where appropriate)

sio ETHIOPIA'S
BEillions e i
Salas af of Exports Imports Total Trade Ghp
| s £ LSS 0 8 ballion, LFS% 1.3 nilllion 5% 2.1 billion; LSS & hillion;
as ol a5 %ol | 23 % of a5 % of

Toyola 112 a7 12 ] 54|
Shetl 110 073 1.2 1.9 85
Maokbil T3 1.1 1.8 29 g2
Missan s} 1.4 23 AT 19.7
Sony a% 1.9 20 4.9 4.0
Fiat 41 20 | 32 5 146

Sourca UNCTAD, word Investment Repart 1938, table 1.7-29 for company revenue and IMF,
International Financizl Statistics, April 1935 for Ethiopian data.

Ethiopia's annual GOP is 15% of the annual sales of Fiat, while our total trade is 5%
of its:annual revenue: Compared to Toyota Motor company, the annual value of
goods and services produced in the country 15 a mere 5% and out total trade is an
insignificant 2% of this giant Japanese company's annual sales. Comparisan with
other companies tall the same story of our insignificance.

The import of this comparative statistics is to once again highlight the challenge facing
the nation. If we are to initiate socio-economic transformation, we have to export more
to enable the country import large quantities of developmental factors. If we are i get
mare value for our exports, we need to underiake the processing of our primary
commaodities,




The fundamental reason behind the increased marginalization of the country and one
thal constrained its annual foreign exchange earnings is the continued reliance on
primary commodities. Confinued dependence on these lines of production and
exports does not have any future. As pointed out earlier, it has been incontrovertibly
established thorough the Prebisch-Singer thesis. that the prices of primary
commadities have been on declining trajectory and would remain sa.  The anly
guestion is how fast they would drop in international markets, The speed with which
the prices of primary commadities would decline in the years shead are likely to be at
a pace much faster than it was in the past, for a number of reasons. The first is the
continued advance in the technology of producing artificial substitutes for natural
ingredients to serve as inputs in the production processes. Secondly advances in
genetic engineering is a cause of concern as it may be used to produce some variant
of tropical agricultural products such as coffes. Thirdly, the pressure on developing
countries to acquire as much foreign exchange as possible would induce them to
export more.  This adding-up problem would, as it did in the past, increase supply in
the: world market and thereby exert downward pressure on prices. Fourthly, in'a world
where ideas much more than physical inputs are the basics of the 21% cantury
economics (World Bank 1938), demand for primary commodities are likely to decline,

These, and no doubt, many other reasons underine the imperatives for adapting a
policy that would initiate, nurture and drive the developmant of dynamic comparative
advantage. An exit strategy should base itself on the development and
implementation of an investment strategy that has ihe capability to initiate and sustain
an industrial development.

The second policy and one that is closely related to the development of d;.rnarﬁc
comparative advantage is the need to protect the domestic industry. There will be no
structural transformation of the economy with out protection frem external competition.
Three reasons justify this position, The first is taken from the experience of the
currently developed countries.  \Vhether the celebrated MNorth-East or South-East
Asian countries or the currently mature developed countries, including the US,
industrialization occcurred with the protective support and assistance of their
governments. 1t is impaortant to keep in mind that the first modern country to have
developed the argument that infant industries are not in a position to compete against
mature industries and therefore nead to be protected until they come of age was the
US in the 18" century *

¥ Fredrc List is acknowledged as the father of modemn protectionism, But he popularized the ides of Alex
Hamiltan of the LIS
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Thirdly It has been established thal openness does not endow countries with
advantages, since il is not openness that makes an economy grow but that growth
tends to increase the volume of trade of a country. Essentially this means that
countries must have something to sell before they cpen their economies into an
undifferentiated and Indiscriminate competition from abroad. This requires the build-
up of an efficient developmental infrastructure to be able o compete in the global
market as well as in the home market,

Box VL1
Industrialization and Protection: The EU and Agro-Industry

fn the 7980s, when falk of trade. liberalization abound and developed counfrias
rapeatedly use frade iberalizahon as a condifion for structural adivstment suppart o
developing countries, It is entirely possibie o baliove that industrialized counlres are
advising s policy because they have learmed ifs value from thelr own exparances,
Accondingly one would assume (aven when we know the Ristory of protachionism in all
developed countnas at thelr eanly stages of development] thal developed counlnes
such as the European Unien would pursue a relatively open frade palicy with very little
tanff or non- tanff barners at least lowards those poor countrigs that they preach the
medicing of freo trade incessantly as 8 pangces fo ther developmental proflems. The
truth of the matter s that these countrias still practice protechomsm with impunity when
they decde that the sunwval of these industnes arg i thelr “national interast” or that
thers are powedul lobbying groups that politicians have lo please. White we all know
lhe ssue of protection fo fhe agricultural sector of bath Eurcpe and the United State®
there are g number of olher industrial sactors. that they st protact with: very high
tariffs. One obscene example is that of agro-processing. The EU under article 168 of
the Lome convenbion, agrees fo impart alfl products frem ACE countries free of import
duties, This arlicle is followad by a sub arficle thal exempts prodiucts Jnciudad in the: |
El's Commaon Agrcultural Policy (CAF) from s privilege.  Apparenlly aimost sl
sgra-provessed products acoorcingly pay vary high duties.  For example, i Ethiopa
exports maze, noe, potatoes or any ofher sirvfar oroducts o thoe EU there will ha no
{mpart duty. If Ethiopia, 10 her attempt to industnaiize esfabhishes a processing plan!
and fries o export sfarch or glucosa syrup fa the EU market, she has fo pay an wmpord
duty of 193 Euro and 448 Euro per lon respactively.  This roughly comes fo about a
100% duty. Couwld Evrope or the United Sfates have any theoratical, practical or meral
hazis to tell s that protectionism Js bad for us?
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IX
EXTERNAL DEBT

1. INTRODUCTION

The external debt is an accumulation of annual loans entered into betwesn the
Ethiopian govemment and creditor nations and lending institutions. The |atter
includes multilateral financial institutions and the private lenders.

The eorigin of external debt can be traced to the willingness of the debtor country to
borrow and the lenders to lend. From the debtor country's perspective the need for
external loan arises from the imbalance between domestic savings and investment,
which is equal to the current account deficit. To fill the gap between the saving and
investment {or broadly speaking export and imports of goods and services), countries
have twa opfions. The one is to totally rely on domestic savings to finance all
investment (which is tantamount to limiting imports to the amount of fareign exchange
generated by the country). The second option is to barrow externally and through it
close the gap between desired investment and domestic saving. The benefit of lang-
term externial credit is to increase investment above and beyond what the country can
afford. Much mare than the first option, the second allernative haz been the more
popular in countries thal experience resource gap,

It is also important {o keep in mind that external debt is driven not only by the neetts
of the borrowing country. The volume of indebtedness is also driven by the pressure
and willingness of lenders to lend, There have been instances in the recent past,
such as those immediately following the 1871/73 first oil price shock and the
experience of the late 80s and early 90s: In the mid-70s commercial banks were
awazh with petra-dellar and nesded an outlet for the massive deposits they amassed.
These were liberally lent out and countries were encouraged to barrow, resulting in
the debt crisis of the 80s. The world experienced similar shock in mid 1990 whean the
financial crisis in South East Asia, sourcing from high levels of debt, particularly of
shert-term nature triggered an instability that spill over into econamic and social and
in certain cases political instability in the emerging markels around the world
Although the shock was fell in the debtor countriss but the cause was the massive
credit flows from financial institutions of the developed countries who wanted to take
advantage of the reiatively higher interest rates under a system of fixed exchange
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ratzs that obtained in the emerging markets compared {o the low interest rates and
fleating exchange rates ruling in their major markets,

If this pressure is dirgcted to the middie and high-income countries, the least
developed countries such as Ethiopia have nof been spared of the exhoration and
extortion.  In the case of these countries the pressure comes from and through
multilateral institutions, parlicularly the IMF and the World Bank, who are their major
sources of financial azsistance through their conditionalities to pave the way and
provide the resources.

The history of forelgn debt of Ethiopia goes back to the sarly post || World War years
when the country was among the first (o apply for a loan from the newly created IMF
in 19471

Given the resource endowment and the huge gap between foreign exchange supply
and demand, neither the Imperal, nor the Derge regimes as well as the currem
government entertalned the illusion of developing the country by solely relying on
domestic resources. Consequently they have been and continue to seek external
resources,

heimporiant point aboul external debt is that it poses ne danger if it is used wisely
and in ways that would lead to high rates of growth such that the increase in goods
and services exceed the rate at which the loans are contracted

7N DIMENSION OF EXTERNAL DEBT

All the cutstanding debt of Ethiopia is held by the public sectar or is guarartesd by
the governmeant regardless of the barrower. There are no non-guaranteed debis,

Exciuding military related Russian debt (estimated at USS$ 5 billion) the external debt
af Ethicpea in 1BB7/BE was Birr 6.2 billion or 41% of GDF By 1996/57 (the |atest year
for which official data is available) it has risen te Birr 27 billlon or 65 % of GDF,
Three factors explain the phenomenal growth over a period of 8 decade

V' Btliepen was the firse cointiy 36 apply for @ eredit of 1S $900,0000 The upplication wis withdrawn whin [MF
reduestel dar pestificabion, see de vned et al S 0ES
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The first and most significant factor is the devaluation of the currency on Octaber 1,
1992 which inflated the Birr denominated external debt by the same propartion as the
deyvaluation. While the US dollar denominated debt increased from USS 4.3 billion to
4.7 hillion between 1992 and 1993 fiscal years, the Birr denominated debt increased
fram Birr .6 billion to Birr 18,8 hillion, much more than US$ 300 million In new debt.
The nearly three fold increase In the Birr denaminated debt stock was mainly due to
the devaluation of the currency.

The second factor is newly contracted debt entered into by the Ethiopian government
Evary year, the government gets new loans, which go to increase the debf stock.

The thitd factors due lo arrears that are capitalized. The arrears anse when the
country fails to repay its debt (principal andfor interest}y, For a long time._ the country
honored its external debt obligations. Asrrears started appearing in the Ethiopia's
extarmnal balance sheet since 198%/90 when the country, for the first time n its history,
failed to maet its obligation on debl. Thereafter, arrears have become a commen and
increasing feature. By the end of fiscal year 1995 total outstanding arears, excluding
military related debt to Russia, were eslimated at USH891 millian increasing to
US$649 million at the end of 1986/47 fiscal year.2

2.1. Types of Credit ’

Ethiopia has entered inta both short and medium to long-term debts. The shurt-h;m
debts are those that are to be paid back within 8 maximurn period of one year
Fortunately far the country; the stock of its shet-term debt is very minimal, amounting
o no more than 10 percent-at its highest

Shor-term debt source from the private sector, usually suppliers, carry high rate of
interest. They also carry the disadvantage of being repaid in a rather short penod of
time. The fact that short-term debt is very low is of great advantage since it reduces
the exceptional repayment pressure il exarts on the country,

* Ethiopinn Governmirl, Policy Framework Paper. Sept. |598: Table 4 P36
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2.2. Souource of Credit

The majer crediters of long-term debt to the country are official sources made up of
govarnments and multiateral institwtions. These two sources of credit on average
provided 94% of the long-term debt outstanding {LDOD) while the balance was mads
up by private creditors.

Multilzteral instituticn lending have been on the decling in the 1980 and stared ta
increase anly since 1987 and currently account for a little over a quarter of the entire
debt stock. Bilaleral creditors remain the most derminart saurce of lending as a
consequence of which thelr claim on the debt stock amaunts to abeut thrae fourth.

Table 1X.2
External Debt by Lenders 1988/89 - 1995/95
(%)
3889 89/90 82193 93/94 | 94/95 B596

Official Creditor 923 93.2 2.4 937 5349 6.3

Multitateral 152 16.0 21.4 239 255 202

Concessional 9.0 o0.5 922 923 82,2 9416

Brlateral &4 .8 840 TRB 761 74.5 72.8

Concessional 855 98,2 952 G610 959 4956

Private Craditors 77 6.8 76 6.8 6.1 T
Commescial Banks 28.8 201 46.5 447 425 T E‘

Other Private T3z 79:9 53.4 55.3 575 824

Source Warld Bank, Global Development Finance, 1997

Private creditors are also becoming important sources of financing although they
claim less than 10% of the resources and debt stock, There are two sources —
private financial institutions and export credit providers. The former are usually banks
that finance cerain needs of the government while the latter are Institutions that
provide export credit and are either government affiliated institutions such as the Ex-
Im Bank of the US that provide public finance far the purchase of goods {ex. Air craft)
from that country. Alternatively, export credit could also be provided by the
companies themselves for the purchase of their own products. This latter rriadality
depends very much on the credibility and credit-worthiness of the country,
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2.3, Terms and Conditions

A proportion of the total debt exceeding B0% are concessional and 85% are of long
tarm nature. As indicated in Table 1X,2 above, more than 80% of the multiltateral and
75% of bilateral debt were contacted on concessional basis. They are provided at
|ess than market interast rates, Have longer maturity and grace periods and the grant
element is considerably higher. Private sector debt (including export credit in certain
cases) are provided at market (LIBOR) rates while official crediters charge at fixed
and low rates. The terms and conditions under which the country borrows -are
detailed in the following tabie.

Table 1X.3
Average Terms of New Commitments
Sl18|81|8|8 |8 |8 |8 |2 |8
= - B i - - il - = =
ALL CREDITORS I —
Interest (%) 4.4 15 37 ER 4.7 10 1.7 11 1.0 16
tlatunly (years) 18| 192 | 216 PrE | 202 | 400 | 407 | 404 | 36T | 354
Grace paricd (yrs | 86 id L4 28 6.0 =R 032 9% 33 8%
Grani slarignt (%) 433 | 295 | az7 | 287 | w0 | 7av | 725 | 761 | 7EN | PO
Cificlal Creditors
Interest %) o a4 a0 18 45 1.0 i7 1.0 1.4 0.9
rAnturiny (years) a7 7 | mo | Zre| are | 214 40T | @w0T | 383|343 | 383

Grace parod {y/5.) 7.8 25 g1 g8 B A 8- oz 83 B3 %3
Grant elamant (%) 405 | 508 | a43 | Sa0 | A3 | vy | eS| TEA | TEY | TE2

Private Creditors

Interest (%) 4.9 6.3 &9 8-} TR n.o oo ana oo 75
Batunty (years) A a3 g4 | 4 5T 124 .0 ER Go | 104
Grace pericd [yis) 1.7 23 1B 04 1.6 L] oo oo i Ri] T
Grant element (%) THY | 143 | 05 | 04 5B

552 =R+ ] o0 0.0 ‘SII]J
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3. EXTERNAL DEBT AND ECONOMIC GROWTH

A review of debt and economic performances in Ethicpia during the first four decades
shows two conspicucus trends.  During the Imperial Regime, the rate of growth
exceeded the cost of borrowing and debt service obligations were honored withaut
any strain on the econcmy or foreign exchange reserves (Befekadu 1992).

The stary was, however, different for the Derge Regime: Excluding military related
debt {then estimated at USE 2 billion in 1988) the growth to debl correfation turmed
negative  During the 1974—1985 pariod, external debt was pilling up at four imes the
annual average rate of GDP growth {Befekadu 1552}

{n the debt servicing side, the Derge continued to honor obligations relating ta
external debl until 1989 when the first arrears emerged. Thereafter, the dabt service
obligations have grown beycnd the capacity of the country to manage, requiring the
government to pursiee and pressure for relief

It is difficult 1o empincally asceraln the relationship between extemal debt and growth
over the last decade nor make a comparative assessment of the benefits of debt
under the Derge and the EPRDF regimes as the time is too short o provide sufficient
data for that purpose. However, cerfain cbservations emerging from the data are:

al the debt burden has been on the increase at an increasing rate. The debt to
GDP ratic increased from 41% in 1987/88 to 91% in 1993/34 theredRer
falling to 64% in 1996/97. If the Russian Military Related Debt (RMRD) 15
included, the ratio of debt to GOP would ba about 170% of GOP

b} Crebt to export (excluding RMRD) Increased from 513% fo 855% in 18952/93
but stood at 412% n 1998/37.  Agam if the RBMRD is included this ratio
would have heen 1225%

) Effective or actual debl service burden as percent of GDP increased from
3.8 1887/88 to 49% in 1996/97. If arrears are taken into account the debl 1o
GOP ratio would have been 6.7% in 1857/95.
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Actual debl service o exports of goods and services has however
moderated from 48 percent in 1987/88 to 32% in 1996/97. Again, if the
arrears were ltaken Into accounts, it would have been as high as 57% in
1983/94,

Fost 188182 economic performance has been much more vigorous than
the pre 19871 period.  But the burden has also been unrelenting. The
intuitive position is that growth wauld have been higher had it not been for
the drainage of foreign exchange to service the debt

Table |X.4
Some Indicators of Debt Burden

&7/88 | 88/89 | 89/90 | 9293 | 93/94 | 94/95 | 05/96 | 96/97

Debt Stock
As Y ol GOP 413 412 431 o4 0.8 A1R 714 B34
As W of expors B145 | 4562 | 5604 | B448 | 7981 | 6716 | 5459 | 4116
Debt Service
As % of GDOP

Actua 1g 28 B 28 28 27 a8

Diusr 3 38 44 3 6.5 B2 45 G5
Az W of exports

Actual 47 5 425 335 ok [ 253 19.2 20:4 31 54

Driz 474 4249 576 515 569 | 363 345 422

3.1.  Debt and Economic Growth — What are the Prospecis?

The accumulation of external debt 15 a source of majar problém in develaping
countries. The most important causality of the debt burden is ecanomic growth, The
literature lraces the transmission mechanism from debt to growlh 1o take various
channets including the constraint it imposes on the government's fiszal balance,
reducing investment by draining foreign exchange, reducing domestic saving which

Failirdes Bussin Milltary [
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may be channeled to debt servicing and the “debt averhang” which reduces current
investmant since all the gains from it may be transferred abroad to pay for the deht
that was contracted in the past.

Further to the constraints debt imposes on economic activity, it alzo tends to impact
negatively on the freedom and independence of a soversign state, It has often been
used to force countries to accept conditions that are harmful ta their benefits and are
inconsistent with their vested interest of improving the standard of living of their
peopie

Ethiopia has not been immune to these problems. The heroic effortz of the
government may have protected the freedom fo develop own palicy but the threat
remains real, Although as a least developed poor country with an external debt
amounting to more than 250% (lhe cuter limit) and 50% of its GDR, it should have
been entitled to the Highly Indebted Poor Countries {HIPC) debt reductian benefits, it
has been denied access because of the government's refusal to accede 1o demands
of the IMF

As the burden of external debt became more and more onerous, the government was
forced 1o restructure and make it more amenable to s servicing capacity. At the
same fime, creditor countries and institutions also provided some debt relisf as
shown in Table 1X.5

Table IX.5 4
Debt Restructured and Forgiven 1990-96 (Millions of US §)

I_ 1850 | 1921 | 1982 | 1933 | 1994 | 1995 | 1996
Total debt rescheduled - - 134 65 47 28 -
[ Principal, of which . | o6 59 35 22 5
Official - . g 25 14 12 -
Frivate = = ER 25 19 1 Z
Intarast of which . - 27 15 g g -
Official = : 15 ] 3 a2 N
Frivate B - 12 T [ 5 -
Dbt forgiven of which &7 [ 44 13 15 i E
imertast - . 7 Z 3 1 19
Dreht stoek reduction of which s = _ - = N 197
| buyback = = | - - N iB
Source: NBE
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But these do not provide lasting solutions. The country seems to have reached a
point where honoring its obligation is Impossible. |t should, along with other highly
indebted poor countries, seek to have it cancelled. There seems to be no option to
this. Creditor nations and institutions should translate their "understanding” of the
huge burden that the debt imposes on poor countnies like Ethiopia to an effective debt
cancellation scheme.

The debt servicing burden [e. the amount of foreign exchange required 1o repay
external debt has grown enormously for the entire developing countries is seif
evident In the case of Ethiopia, the World Bank (Global Development Finance,
Volume |l 18998) estimates that lotal debl service before debt relief for 1858 at USE
4643 million, This is cbviously an amount beyond the capacity of the country lo
meel, given the fact that the value of expor of goods and services is only twice the
required payment,

The creditor nations and countries understand the gravity of the problem and have
initiated a mechanism for the debi relief of the poor countries such as Ethiopia. If the
debt relief had been in place by mid-1938, the annual debt repayment would have
been USS 111 million,

While the presumed debt relief mechanism (called the Highly Indebted Foor
Countries Initiative- HIPC) affords some breathing space, it suffers from 3 number of
weaknesses. The first is that it affords toa little relief. For a poor country such as
Ethiopia, where a large majority of its population suffer from lack of daily necessities
and are vulnerable to life threatening and yet easily preventable causes of death apd
infirmity, an annual repayment of more than US$ 100 million is too much of a burden.
In effect the designed debt refief offers too litile respite relative to the needs of the
people.

But the second and most glaring failing of the HIPC nitiative is the conditions
attached to eligibility, For a country to be a candidate to HIPGC initiative, it has to
accede o the Enhanced Structural Adjustment Program (ESAP), an economic policy
model inspired by and enforced on the poor countries by the Intemational Monstary
Fund and the World Bank. It has been conclusively shown and known for certain that
these programs are neither pro-growth nor pro-poor but that it is a means for the
further impoverishment of the poor coundries.

The third and equally important failing of the initiative Is the long time it takes, For a
country to be candidate for debt relief, if must have satisfied the supreme requirement
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of having entered into an agreement with the (IMF), Furthermore, the IMF must
continuously validate the country's compliance to the agreement for a minimum of six
years (three years to reach a decision point, lL.e. a time when it is 10 be decided
whether the country, on the basis of its past record of implementing the conditions
imposed on it by IMF, has satisfied the requirements and is deemed worthy of being
considered as a candidale for debt relief, another three 1o six years to reach the
completion point, |2, the time when the country is to be cerified as having satisfied
all the requirements and should, therefare, be rewarded with debt relief

The fourth point of weakness is the. size of the relief offered. Once this process is
completed, the amount of debt relief provided may turn out to be insignificant, In this
instance, the Ugandan experience is very instructive, After 12 years of a globally
acknowledged performance; Uganda was offered a debt relief of USS 30 million
Taking stock of the benefit of the debt rebef, the authonties acknowledged the tact
that their external debt increased by a mulliple of this amount whan they were putling
in place all that was required of them to satisfy the requirement, and that on balance
they were worse off,

The bottom line in the debt!growth enigma are that a poor country like Ethiopia could
benefit from external credit provided it is of quality and one geared to the needs of the.
economy and the pecple

The secend paint is that although the country has the moral obligation 1o respect its
commitments, this obligation must be shared by the creditors as well, It was under the
encouragement and at times insistence of crediter countries and institutions that #is
country borrowed and used the resources. Many of the causes for which resources
were borrowed are non-performing, as-a result of which the country has problems
servicing the debt Take, for example, the debt contracted following the: ESAP
agreement with the IMF. The agreement was entered into mare or less under duress,
when everybody knew thatl the program would not benefit the country. But the IMF
not only lent money to the government bu! zlso encouraged others to do so
Definitely, the IMF-inspired policy is a failure and there is likely to be 8 recognition of
this one of these days. But then who is to pick up the pieces when this happens? The
maoral burden of sharing responsibility for past wrongs and misdeeds should drive
debt relief,

This country needs the assistance and suppert of its development pariners. But the
assistance must be to assist the implementation of growth and development
paradigm that is consistent with the needs and capabiiities of the people.
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THE FORMAL FINANCIAL SECTOR*

1. STRUCTURE OF THE FINANCIAL SYSTEM:
PRE 1991

The military government nationalized private commercial banks. specialized financial
institutions and insurance companies on January 1, 1975, The Addis Ababa Bank,
Banco di Rema (Ethiopia) and Banco di Napali (Ethiopia), which were farmerly
private banks, were merged into one bank known as Addis Bank, On July 1, 1980,
Addis Bank and Commercial Bank of Ethiopia were merged to create a single
commercial bank, which was named the Commercial Bank of Ethiopia. The Savings
and Mortgage Corporation and Ethiopian Savings and Home Ownership Public
Association were also merged into @ new Housing and Savings Bank. The
Agricultural and Industrial Development Bank continued as the government's
principal agent for extending medium and longer-term credit.

Considerable overlapping existed during 1974/75-1981/32 in types of credit provided
by various banks. Both CBE and AIDB were engaged in medium and short-term
finance to the agricultural and industrial sectors. The HSE specialized in mortgage
loans, but CBE was also extending such loans as well. CBE's the large branch get
work also made to serve as an agent for the specialized banks In the different parts
of the country.

Thirteen private insurance companies were nationalized in January 1975, and
amalgamated to create the Ethiopian Insurance Corporation

The Ethiopian financial system during this time also included Pension Social
Security Authority (PSSA), Savings and Credit Cooperatives and the informal
financial institutions such as Eqqub and |dir.

* The editors are grateful to Alo. lbrahim Abdullahi who prosded the background paper and from which (his
chapter haawly draws
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Al the apex of the banking system was the National Bank of Ethiopia (NBE), the
country's central bank. The 1876 proclamation enhanced the power of NBE in the
formulation and implementation of manetary and credit policies. The prociamation
also allowed the bank to exercise exchange controls, allocate foreign exchange and
determine interest rate administratively. The proclamation limited the NBE's l=nding
to central government, banks and other financial institutions.

1.1. Allocation of Credit

Ethiopia practiced central planning from 1574/75-May 1991 Consequently the
monetary and financial policy of the government were dirscted towards the fulfillmen
of the annual plans. The operational phifosophy dictated that the annual plans were
not to be constrained by lack of financial resources which the financial institutions
were required {0 make available.

In the preparation of the annual plan, the Office’ of Mational Council of Cantral
Planning (ONCCP) reconciled financing needs of public enterprises and cooperatives
with the wvolume of financial resources available from  financial institutions,
government revenue and external sources. In this practice. banks had litle power in
their lending decisions as they were made to provide directed credit to the central
government, public enterprises and cooperalives.

1.2. Loan collection

Loan collection performance of banks during this period was extremely poor. This
was mainly dug to the following reasens: {a) financing public enterprise thraugh
instruction which increased non-parforming loan portfolio of the banks ta be nearly 50
per cent, (b} diversion of loans from the intended purpose by many borrowers, (o)
outstanding debts of nationalized enterprises were not assumed by government
agancies that took over therr properties, (d) it was not possible to recover bad debts
ef nationalized enterprises through legal proceedings because judgments obtained
were normally not executable through auction sales of properies of public
enterprises, (g) courts sometimes used to grant defaulters extended repayment
periods which delayed collection of loans through legal proceeding
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1.3. Interest Rate Policy

The interest rate policy of the Derge Regime refiected the financial policy with which it
was made consistent. Since the annual plans were not to remain unfulfitied, for lack
of financial resources, they were not to be curiailed due to cost of credil. As a result
both deposit and lending interest rates continued fo be administered, a5 was the case
during the Impenal Regime. with one major difference. \While, by and large. interest
rates on private deposits remained unchanged; the lending rates were significantly
reduced. These are discussed in detall below.

1.3.1. Deposit Rates

As pointed out above, Interest rates on private seclor deposits remained at the level
inharted from the Imperial Regime — 6% on depasits of up to Birr 100,000 and 2% in
excess of this amount, Governmenl organizations, financial institutions, cooperatives
other than savings and credit associations, urban and peasanl associalions,
professional associations, joint ventures and slate enterprises were not allowed to
maintain saving depaosits

Interest rates on time deposit were revised, differentiated on the basis of the source
of funds. In general minimum interest rate ware reduced to zero from 4% while the
maxirmum was raised from 6% to 7.5%.  Government and govemment related
instituticns saw ther benefils. deriving from interest rates on their time deposits
lowered fram 4 and 5% to zero on short term ie. 6 months or less and from 6%%to
5.5% an deposits of five years and over.

Interest rates on time deposit for the private sector were either retained at 6% (for
ong year) or raised o 7.5% per five-year deposit,

1.3.2. Lending Rates

The Derge Regime reduced lending rates to accard the cost of credit with the general
principle of not Imposing constrains on borrowing to finance fhe different economic
and social activiies  While interest rates were reduced for all categories of
baorrowers, (with the exception of personal loans, lending to the central government
and imports of non-agriculture related goods which were unchanged), they were
nevertheless discriminatory. In general, and irrespective of line of activity for which
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credit is sought, cooperatives were the mast favored of the clients foliowed by that of
public enterprises. Loans fo the private sector were less favored enjoying the lowest
rate reduction.

Table X.1
Ethiopia: Structure of Deposit Interest Rates {In percent per annum)
Through A5 of
June 30, | July 1, 15986
1985
A, Deposit Rates
1. Time deposits
30 days’ notice 4 -
3 months 1o less than & months 4 -
& months to less than 12 months 5 -
1 year-and gver ] 1
Financial institutions {1 year) 6 1
Government-awned undertaking (1 vear)
FPrivate organizations, cooperatives (excapt savings and credit
cooperatives), urban dwellers and peasant associations, other
mass organcations and  professional  associations,  joint
venture and partly state-owned companies: 1 year B 4
2 years 51 4.5
3 years B 5
4 years [+] 55
Incividuals, savings and credil  cooperatives,  seif-help
arganizatians: 1 years 8
2 yearg i 8.5
3 years (5] *
S years B 7.5
2 Savings deposits
Financial insttutions,  state organizations, cooperatives
iexcept savings and credit cooperatives), urban dwellers and G Mot allowed
peasant @ssociations, other mass  emanizations  and to maintain
professional associations, joint ventures, foreign and partly 5avings
state-owned companies deposit
accounis
Ingividuals, savings and credil cooperatives, private and salf-
help organizations:
Up to Birr100.000 B B
In excess of Birr10Q SO0 B Z
Cthers & Ta be
datarmined
by the bank

Spurce; Metional Bank of Ethiopia
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Table X.2
Structure of Lending Rates
Through As of July 1, 1986
June 30,
1988 Cooper.. | Srate Private
B. Lending Rates (by CBE and speciaiized banks}
Sector
s ¥
P B-10.5 5 B ]
L L 8.5 ] & ]
Industry, miming, power and walar resources
Domestic trade +h § 8 84
e . 55 & a g
Transpart and communicaions
Export trade 9 G 6 %
Impar trade {agnculiural inputs) *5 5 6 7
Impart lrade {alher) L 8 8 24
Hatels and tourism 5 8 8 9
- A
Construction 9:5 g d ks
Housing (1) purchase 1o 8 8 o
{2) construction = A3 i 7
Central Government 23 3 :
Banks and financal instituhicns 565 = 254 o
Persanz 10 - - 10
arsanal leans %

Source Matianal Bank of Ethiopa

Thus interest rates served not only economic purposes but were also used to further
the ideclogical inlent of the gevernment. The lending rate also reflected the pnionties
of the government by accerding exports and construction of houses the most favared
staius.

The Interest rale policy was reflective of the trade and development policy of the
regime. Credit to finance imports favored agrcultural inputs with among the lowest
interest rate even for the private sector while other types of imports were charged the
highest interest. The low interest on exports could also reflect the outward orientation
policy of the govermnment.
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1.4. The Money Supply Process and Determinants

Money, narrowly defined to include currency outside banks and demand deposits
averaged an annual growth rate of 10 per cent between 1972 and 1991,

Factors that affect developments in monetary aggregates comprise of claims on
gevernment (net), claims on other sectors, and neét foreign assets (see Table X.3),

1.4.1. Claims on Central Government (net)

Claims on central government (net) grew on average by 13.0 per cent during
1974/75-1091/92. A significant increase was observed in 1982/83 and contributed to
31.7 per cent of growth in domestic liquidity. This sharp increase was the result of
the government's decision 1o bring down the debt equity ratie of some of the public
enterprises from high levels. This was achieved by providing for a substantial sale of
bonds by the treasury to the banking system. \When the recapitalization of public
enterprises were completed during the 1984/85 - 1987/88 pericd, the contribution of
this component to domestic liquidity declined to an average of 11.7 per eent during
T887/88 - 1991/92. The need of the treasury for credit from the banking system was
particularly low in 1885/86, as a result of the drought relief levy and greater reliance
on external sources. During 1987/88 - 1991/82 this line of credit as per cent of
beginning money stock rose to nearly 12.0 per cent reflecting a return to greater
refiance on domestic bank financing of government deficit.
|

1.4.2. Claims on (ther Sectors

The change in claims on olher sectors grew on avarage by 11.8 per cent between
1974/75-1891/82. It registered significant negstive growth in 1982/83 due to the
provision of additional equity to public enterprises, far seftlement of their arrears to
the banks. In 1984/85 the annual rate of growth of claims on other sectors was only
3.2 per cent and was the result of drought and the resulting decrease in economic
activity. The rate of growth however, recovered in 1986/87 and 1987/88 as real GDP
growth recovered. In 1889/90 and 1990/91, the rates of growth were 1.2 per centand
negative 1.2 per cent. This deceleration was due to the civil war which led to
significant foreign exchange constraint and decline in economic activity,
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1.4.3. Net Foreign Assels

Met foreign assets decreased significantly between 1977/78-1880/81. Il however,
registered substantial increase in 1981/82 due to & sharp rise in net monetary capital
reflecting unusually large disbursement from bilateral donors such as Libya, In
1982/83 and 1983/84 it again registered significant declines of 40 per cent and 41.3
per cent respectively. In 19B4/85 and 1885/86 it showed substantial Increases of
78.8 per cent ad 1469 per cent respectively due o large grants in aid and
concessional foreign loans. During 1986/87-1951/52 significant confinuous declines
in net foreign assets were registered.

2, COMPOSITION OF BROAD MONEY

Currency outside banks, demand deposits. savings deposits and time deposits grew
an average by 14.0 per cent, 18.0 per cent, 19.0 per cent and 0.4 per cent
respectively between 197475 - 1981/82. During the period between 197475 -
1991/92 the composition of money supply indicated that on average 45.1 per cent,
272 per cent, 20.6 per cent and 7.1 per cent constituted currency outside banks,
demand deposits (net) savings deposits and time deposits, respectively.

Table X.3

Development of Monetary Aggregates 4

_ Péncamiag ehin Change as per cent of

In millsans of i i 129:1':!“"_59& n'éc:g?:nﬁin?eizgzp

ISTAE | 19BLB3 | 193VBZ | TATh | BUE3 | BIE2 | TATE | BUBY | B162

Forogn Asset [ral| GEER ZTE A7 0 21 | (40.0) | =04 12| (B4 i
Domaste cragi 7414 | 37211 | doery | 0.3 | 1wt 130 | 162 | 25E | 147
Claims on gavarrenent 2086 197H 4 TaaE | MEB BT & L 106 EIE 2B
il s o 0EEr S0 (ST 17277 | 3341 126 | n02) =7 56 | (B8 1]
Breaa Morey TIE05 | o0aD& | @262 T4 | a7 | 1as T8 | ai7 | 1%a
Ty B3 7 | g1804 | 68404 | 263 | 400 | 117 162 | 210 EX
Carreny culios bonks EEld | 12582 | #3158 | ar1l A | Az 168 5E 53
Tarmand oecaal 173 TIZZ | 20243 | 32 | 1158 g5 | (16 | 214 T
Cruas Manay TR BNz | 29520 | (219) | 145 | BB | 484) i &3
Tremgs Daposi 0a Ceg] 10891 | (57.6) | 153 | 192 | 21) 35 41
Tme Deposil FTE] 2519 1529 | (238) | 124 | 134 | &3 12 0z
Cibest flamrd neal] 409 023 18826 | 356 | (239 18,5 29 | My ER]

Source, Mationzl Bank of Ethiopia.
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The share of quasi-money in total money stock followed a rising trend throughout the
period.  The shift from currency to demand deposits and to quasi-money, is
aftributed to the spread of rural banking facilities undertaken by the CBE as a
deliberate policy. ' o

Fig. X.1: Growth in Monetary Aggregates
200 ¢

150
100 |
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3. COMMERCIAL BANK'S CREDIT ALLOCATION
AND LIQUIDITY

3.1. Credit Allecation

The Commerclal Bank of Ethiopia (CBE) extended loans to both the govermnment and
non-governmental sectors. During 1974/75-1881/92 the average share of CBE credit
extended to public enterprises in total credit to non-government sector was 636 per
cent; 35.5 per cent to the private sector and 0.9 per cent for cooperatives (see Table
2.4 for breakdown of allecation of credit by CBE by ownership),

As regards breakdown of CBE credit by sector, the largest average share of 21.0 par
cent was channeled lo imports followed by exports, domestic trade, housing and
construction and industry with average shares of 19.0 per cent, 14.4 per cent, 14.0
per cant and 15.0 per cent respectively (see Table X, 5),

Table X.4
Allocation of CBE Credit by Ownership (In millions of Birr)

5 = i & 2 % g

2 2 |3 |8 |58 |3 | =

| &= |e |8 | B | & 2
Cenbral Govermment 2623 B14.9 14602 12516 186887 89178 BOGZ.B
(her Secldrs o858 9948 poT.E 106T.0 1286.0 1646 t284.5
nigTprises G2B.2 588.2 5438 B55.6 9077 72540 BST9
Cooperatives 3.5 4.4 22 288 2221 I %2
Prvate sector 330 3822 261.8 e 366.2 a1 e 4014
l_TD—‘.aI 12579 1508.9 23680 2518.6 3964 7 2034 4 53443

Percentage Share
Central Gaovernment 20.% 479 517 576 58.0 BB EG:3
Dthier Sectors 781 521 363 424 410 130 =T

Fubhs anterpnses 489 314 230 260 287 B0 10.2
Cooperatives 0.3 02 01 12 a7 01 0.2
Privaie sacior ZBH 205 153 15.2 118 4.5 43

Source National Bank of Ethiopia
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3.2. Liguidity Position

Ratio of loans and advances both to central and non-central government to deposits
of CBE experienced significant decreases between 1974/75-1977/78 but surged in
1877/78-1879/80 due to substantial rise in demand for credit (see Table X.6),

This trend was reversed in 1980/81 and 1981/82 as loan deposil ratio decreased
fram 84.5 per cent in 1974/75 to 59 per cent in 1980/81 and 57 per cent in 1981/82.
The decline reflected |ower landing by CBE to the private sector, Reflecting these
developments, the CBE's excess reserves rose from Birr 86.2 million in 1979/80 ta
Birr 313.8 million in 1880/81 and Birr 429.2 million in 1981/82, Significant increase in
excess reserves were also recorded between 1987/88-1991/92 mainly due to
reduced lending by CBE to both public enterprises and private sector during this
penod. The lewer demand for credit by both private and public enterprises in the
|later part of 1980s emanated from the severe foreign exchange constraint.

Table X.5

Breakdown of outstanding Loans and Advances
by CBE by Sector 1984/85-1991/92 {Percantage Shares)

w

s |8 |&5|28|2g|8|z|¢

= 5 | g |5 | 8|8 |8 |2

@ =] [ o = & @

-

1 Agncufiure a1 &2 Go 25 £49 4.2 13 os
2, Industry 123 mr 129 Lra o 62 157 178
1 Tiomasus Trade B.5 B3 172 190 1%4 134 172 1HZ
& Irtoenatanal Trede a3a E05 Y ETaE] FHE 403 W[/ | %o
Exparts 18,2 330 143 120 1832 4.9 1Tz 0E
Impens a8t 165 Z1A n3 A 254 161 B0
5 Howsing and Gonstruchon 17 5.5 15.0 127 16.0 168 - 7.0
G Tracspart and Communicstion 4 7.4 T w1 T L] -
T Hotels ang Tourssm of -] 13 o 1.0 1D - -
| . Mines power & waber fesouwrces - - - - - - -
8 Pargenal 1.2 11 12 a8 th 1o oa 1.4
| 10 oihers 15 16 17 1.1 o 12 166 185

Spurce: National Bank of Ethiopia.
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Table X.6
Reserve and Liguidity Position of Commercial Banks and Turnover of Deposits
{In millions of Birr, unless otherwise specified)

E — Ly =] o o (=] — o
- = =) e =2 0 & s =
o 5 5 ] = ] & =] =
M = [ o o =) -] o h
5
1 Pasaneg rRguirnmes 330 mye 1253 M35 1526 A9 A 1351 wora £38.0
2 Armunl raserves 1nE4 4157 5789 oF3.2 1809 10433 1189.5 333 1486 6
1. Exoesd rasarvies {21} Bt FH3E 4598 BEA T 10233 BE3.4 4 TEEG | 11B2E
4 Formign asaots nra 1518 1882 T 2054 2824 148.4 2652 B3
5 Formign habilties gE 23 109.7 L 10714 1009 e 156 2R ]
8 Actual resenyas lus
net formiph Asseds Lo | 353 65T 4 B I bkt 12780 11926 12654 THAG S 17202
T Liquidty ratia ga. T P | 4B B Ti3 543 B3 562 495 3.0
A: Ralo ol nars and
advaAnces b gaposss dda G50 =57 anz2 91z 38 L ] B4 MmT
3 Debd baianca 530 1A47 O 1EGE 10 18022 28325 16340 18714 11038 1538.0
10 Tiwravar af daposis 28 1B 1.1 D84 82 DE3 (65 [di o5
1) Reserve raquiterent’ 5% of total depesiis wilh the commarcial Banks,
e Actua! meserves. Hesenves with MBE, pfus cash iy hand {local currency)
a Liuidity. ratio; Aclual reserves + Forgign assets (nef) of shod term liabilties, dasdad by demand
deposits (neth;
4y Ratic af loans and advances 1o deposits, Gross commessal Bank leans and discounts plus cradit Lo

cenirzl govemmint divided by gross demand degosits (of private and others) and dermand eposit of
domestic-banks, tme and savings dopasits + gavemment deposits with CBE,

5) Durhil patance: Tolal debd balance less gebwl againat the deposit of CBE,

&) Turnowver of deposits. Detit batance divided by gross: demand ¢eposds of private and athers E Y
demand deposits of domestic banks and govermman? deposits

4. SPECIALIZED BANKS

The two specialized banks, namely AIDB and HSB, played significant role in
providing particutarly long-term leans since 1974/75. AIDB with its 16 branches and
15 sub-branches outside Addis Ababa provided shor term credit for fertilizers, seeds
stc.. as well s long-term credit for investments. It was also providing medium and
long-term lending to state enterprises, particularly state farms. The balance sheet as
al end June 1991 indicate thal its cutstanding lending was Birr 3.0 billion of which
B0.0 per cent was for state farms. The source of funds for financing state farms was
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borrowing from NBE. Amaonag its loans to state farms and public enterprises about 52
per cent and 38 per cent were non-performing at the end of 1880/81, respectively,

Table X.7
Consolidated Balance Sheet of Speclalized Banks"
g |3 |28 |28 |8 |¢
& & o = = -
f s (=] o o o ey ]
o o | o o [=r]
-~ - - - g0 -
1. Cash and balance with
i 427 T35 BB 2848 400 4 18
dormestic banks
2. Foreign banks i LR 2A 0.8 G8 47
3, Claims en-govamment 553 566 733 57.0 466 48 8
4 Oiher claims2’ 5318 10818 16637 | 24H02 | 6faad 28661
AlDE {B21.2) {Ba954) (1398.5) (Z0TEE) (2234 3) 24422
HS8 angd pradecesses 17N {192.5) (265.2] 14080 (438.5) Add 1
Agsote=Liatihifies 10553 12223 18185 a7a1.2 A150.4 3245:.5
5 Time and Savings deposis 3 1650 2aza 2833 576.8 705.2 TR
Credit from commercaal bank 6E6.B 24.2 207 175 15.8 149
7 Cradit from Mational Bank fo
SHE.4 185 1311.8 18545 20788 2081 T
AlDg
B. Credi fram gowt 24.4 15.0 13.8 6.4 2r.8 281
4. Foreign lsans-ang advances 152.5 G522 BB 129.3 2358 768
10. Capital aceaunt 118 7 B4.2 103 1807 116.7 E'B_;J
11 Other lemg {nat) 1.5 -12.1 -51 20 A4 F 255 |
Source: NBE Quarterly Bulletin,
" AIDB and HSB.

¥ Claims on public enterprises. cooperatives and private business and individuals,
¥ Mainty fixed deposits with HSB, the Ethiopian Insurance Corporation and the Pansion
Commission,

Housing and Savings Bank which was established in 1975 provided loans for
residential and commercial construction industdes: It had 12 branches at the end of
1991/82. Us balance sheet at the end of June 19290 shows that its outstanding loan
was Birr 432.3 million out of which claims on private sector represented 21.0 per
cent, public enterprises 42.0 per cent and cooperatives 27.0 per cent. HSE was
mobilizing time deposits, and accepted the deposits of Ethiopian Insurance
Corporation and Pension and Social Security Autherity (PSSA) as per the order of the
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governmenl, HSEB was facing shortage of loanable funds due o the large mismatch
between use of funds (mostly lang-term) and source of funds (one-year deposits),

5, STRUCTURE AND BEHAVIOUR OF THE FINANCIAL
SYSTEM AND MONETARY POLICY SINCE POST 1991

Monetary and financial sector policies are amang key instruments in the management
of macro-economic conditions,  In the past regime financial sector was a pure
government monopaly and interest rates were set administratively and were favouring
the socialized sector. Credit was also largely channeled to social sector at
preferential rates.

In January 1994, with the advent of economic refarm program, the govemment
issued two proclamations namely Monetary and Banking Proclamation, and the
Licensing and Supervision of Banks and Insurance Companies. In the first
proclamation, NEE was given increased autonomy and authority to supervise the
banking system. The second proclamation allowed private sector to participate in
banking and insurance business. |n addition, in 1995 the Housing and Saving Bank
and the Agricultural and Industrial Development Bank were restructured and renamed
Construgtion and Business Bank and Development Bank of Ethiopia, respectively
The govemnment also recapitalized government owned financial institutions. The
treasury has also taken over non-performing loan portfolio of Development Bank af
thiopia to state farms.

With the advent of the opening of tha financial sector to private sector participation
five new private banks namely, Awash International Bank, Dashen Bank, Bank of
Abyssinia, Wegagen Bank, and United Bank, and eight insurance companies,
namely, Nyala Insurance. Mile Insurance, Africa Insurance, National Insurance,
Awash Insurance, United Insurance, Lion Insurance and Glabal Insurance, were
established

The network of bank branches in Ethiopia indicate that, as of December 1998, there
wera 254 bank branches throughout the country of which about 85.4 per cent were of
CBE. The respective share of DBE, CBB, Awash International Bank and Dashen
Bank, Wegagen Bank and Abyssinia were 12.6 per cent, 7.9 per cent, 5.1 per cent,
24 per cent and 1.6 per cent, respectively.
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Following the proclamation which allows the establishment of micro-financing
institutions issued on July 5, 1896, ten micro-financing institutions were established.
These are discussed in Chaptar XI.

Cther important financial sector reform measures that were undaraken included: -

=  Following the liberalization of entry into the banking sector, there was need for
adequate supervision and regulation of the financial system, As a result, NBE
established a Banking Supervision Department in early 1996;

= A preclamation which allows the establishment of micro-financing Institutions was
issued on July 5, 1996;

e In1986/97 treasury bills of different maturities were introduced as a step towards
using indirect monetary policy instruments

+« NBE was committed to ensure the posilivity of real interest rates, Currently
minimum interest rate (floor) is set for savings. The lending rate is however
deregulated.

5.1. Interest Rate Policy

After the liberalization of interest rates, different banks charge different interest rates,
For example, lending rates of Commercial Bank of Ethiopia, Construction a
Business Bank, United Bank and \Wegagen Bank ara satf at 10.5 per cent for all types
of Ioans. On the other hand, Bank of Abyssinia and Awash Intemational Bank have
lending rates to 12.0 per cent per annum for short-, medium- and long-term loans as
well as over draft and perscnal loans. Dashen Bank has differentiated rates ranging
from 10.5 per cent for short term, 11.0 per cent for mediurm and overdraft loans, 11.5
per cent for long-term and 12.0 per cent for personal loans,

A5 regards deposit rates, no bank increased the minimum savings deposit rate, which
was sel at 6.0 per cent. Time deposil rales, however, differ from bank to bank
ranging from 6-7 per cent depending on the maturity and the amount of money
deposited.
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5.2. Monetary Indicators

During 1991/92 - 1997/98, the-average annual growth rale of broad money was 13.0
per cent. The menetary growth in each of the years was due {o increases in net
domeslic assets and net foreign assets. The growth in credit to central government
inet) declined from its peak of nearly 30 per cent in 1288/20 to 4.8 per cent in
1993/94  MNet claims on government, and continued to decrease by 4.6 per cent, 1.9
per cent, and 8.5 per cent in 1994/85, 1995/96 and 1996/97 respectively. This was
due to continued significant repayments by the government to the banking system.
Claims on other sectors grew on the average by 27.4 per cenl. Significant rises of
BE.9 per cent and 421 per cent were registered in 1994/95 and 1995/96.

Mel foreign assets grew on the average by 14.0 per cent. Significant increase was
registerad in 1984/95. This was partly the result of the coffee boom following the
poor Brazilian harvest at the beginning of 1894 which increased the price of coffee,
and its contribution o increased export earnings leading to a large accumulation of
net foreign resarves.

Table X.8
Monetary Developments (1991/92 - 1997/38)
Annual percentage changes
LY
L o ] o uy =] = o=
@ @ @ 2 = @ &
= = =5 Wk owr =
o1 & & & & o e sl
o o =1 (= f=] =21 &0
— — - — S — -

1. Broad Money 121 16.2 140 24.3 &7 &7 1.7
Cumenay cutssle banks 131 13.2 58 133 -2 -5.0 ]
Demand deposins (net) 85 118 18.5 134 -3.0 -B.5 A0.0
Cuasi-monay 166 26.5 42 5.8 403 137 156

2. Claims on Gowt, (net) 16.8 0.6 4R A6 -9 -B.5 6.5

™ 5.2 367 157 B6.9 424 130 133

sectors

4 et foreign assats 488 4 222 6.5 B2 -8.8 2.5
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5.3. Pattern of Financial intermediation

5.3.1. Deposit mobilization

There has been steady real growth during 1891/32 - 1987/98 in demand, savings and
time deposits. Total deposits increased annually on the average by 23.0 per cent,

Demand deposits Increased from Birr 3.2 billion In 1992/93 to Birr 8.5 billion in
1997/88. Savings deposits increased from Birr 2.5 billion in 1882/93 ta Birr 5.2 billion
in 1897/98. Time deposits also rose from Birr 315.6 million In 19%2/93 to Birr 1.1
Billion in 1997/98,

Demand deposils at the end of 1957/98 claimed 54 per cent of total deposits. Al the
end of 1997/98, of the total demand deposits nearly 29.0 per cent were held by the
private sector as compared to 25.0 per cent in 1992/93. The share of private sector
savings and time depasils during 1992/83 - 1997/98 was nearly 95.0 per cent,

Table X.9
Deposits in Commercial Banks {1991/92 - 1997/98)
{In Millions of Bler)

1891/82 1992193 1993/94 | 1924/95 1985196 199637 1987/38
Demand deposits 27oiAd 31936 J469.0 5529.1 61751 73101 B505.6
Privaia sector 04,0 799.4 10408 1439.2 17403 1BRD.G 24416
Cooperalives 2302 2350 2310 0.4 2703 3433 705 9
Fublic enterprites 1278 4 3.3 13411 1854 5 20607 21874 24B3 8
Cantral gavernmant 2433 3422 4388 S88.0 1176 5459 114852
CHhaes® 3358 4257 4165 13360 163562 21196 20895
Savings deposis 19951 505 2Bad4.0 JIBES.0 S0308 55586 52068
Private secior 1983 & 243240 ZRH06 28001 ATE8 T 55T T B0B4A
Cooperathies 15.3 iR5 X7 ana 781 a7 4 BT O
FPublic enterprises - - - 203 T1E 27 27
(Hhers® - - - 8.3 1220 = 2.2
Tirrie deposits 1624 3158 1.3 5255 %50 43g 4 1034 3
Private sacior 1481 3158 o= Ri | 4385 4784 453 3 5136
Conperatives W2 az 44 15 14 138 215
Pubhic enterpnges = - T2 L ¥ 143.9 348 1328
Domestic Banks & F.1L - = - 161 4 B4 & 3227 4181
Others® 0B 06 0.6 940 106 7 TE 1.2
Tolal dapazis 40458 59597 BED4 & 10023.& 119407 13622.0 15 B0G,9

Source. National Bank of Ethiopia, Quarterty Bullelng
" includes domestic banks end other financial agencees and non-transferable acoounis of non-résidents
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5.3.2. Lending

The most important trend during 1891/82 - 1997/98 has been the steady growth in
lending o the private sector. Commercial banks significantly increased their loan
portfolio to the private sector which increased from 10.3 per cent in 1992 to 63 per
cent in 1997/98, whereas that of the public sector plummeted from 89 per cent in
1991/92 to 31.0 per cent in 1957/98 (see Table X.9).

Sectoral distribution of bank lending by economic sector as of June 1998 indicates
that domestic trade and services was the largest borrowers with a share of 268.5 per
cent of total lending at the end of 1997/38. Manufacturing, imports and exports, had
shares of 8.0 per cent, 18.1 per cenl and 10.0 per cent respectively during the same
period (see Table X.11). The share of the agricultural sector was on the average
about 3.0 per cent between 1992/99 - 1597/48,

Table X.10

Commercial Banks Domestic Credit Outstanding and Shares by Ownership

{Millions of Birr)

1994/82 | 1892183 | 1993/54 | 1594/85 | 193596 | 1996/87 | Jas7/98
1, Govemment 25207 | 26174 | 26971 | ps7ay | 28503 | 21288 | 2515
2, Non-financial public B435 | 13964 | 521z | mse | i7ssE | 1rass | 17mea
E|'|1E'.|'|:IF=5E5
3. Financial public s %
141 oe 3 554 1705 2713 540.9 4088
Enlarpnses
& Private seoior 4014 o764 | 14250 | 23627 | separ | e7aes | &1163
5 Cooperatives 202 330 B5.7 2668 2417 1375 3866 |
& Total credi 39112 | 51194 | 57244 | 55150 | 107244 | 114384 | 1zoand
b Percentage Shares
t Govermment B7.2 511 45T 345 %86 19.0 174
4 Mraneial
2 Hon-lnansion g oG 16 273 266 213 1653 159 118
En1E{F!’]5ﬁS
T E P 1 -
3 Financisl e b4 18 17 24 25 47 I8
2nierpnses
4. Private secicr 103 18.1 248 402 523 58,3 G627
i Cooperatives Ga 0§ 1.4 14 23 21 22

Source: MBE Quarterly Bulletin



There was significant increase in the share of credit to manufacturing, particularly In
1882/93 due to increased capacity ulilization and the refativaly higher price increases
for manufactured products. The reason for the high share of credit lo imports are
Ingreased credit demand for raw malterials and spare parts, the liberalization of the
foreign exchange control and its allocation through foreign exchange auction and the
improvement in the capacity utifization in the manufactunng sector

Tabla X.11
Sectoral Breakdown of Commercial Banks Outstanding Claims
(Parcentage shares)
1883 1984 18495 1998 1987 1998

Agriculure 1.7 2.4 A0 27 a7 a5
Manufacturing 219 156 8.2 73 a1 8.0

Large scabe industry 214 152 78 6.8 To 65

Small seale industry 05 04 0.4 0.5 1.1 1.5
Exports 165 1748 13.2 120 101 9.6

Coffes 85 137 106 85 6.3 54

Mon-coflea 70 42 27 14 38 4.3
Impons 216 155 149 138 168 181
Construction a1 72 16.7 14.4 147 132
Bomestic Trade & services 248 350 39.1 383 g0 85

Domestic Trada 172 247 226 219 231 213

Transpon 54 7.2 89 108 10.4 48

Hotels and Tourfsm 18 23 32 20 21 20

Other serviceas |\ 0.5 08 44 35 34 4.7
Parsonal 07 04 02 02 0.2 0.2 ‘P

Saurce Mational Bank of Ethiopia

1 CBE ang AR are incladed beginning om March 1595, Dashen Bank (08} beginning January 1884, Bank of
Abyssinia begannang November 1995 and Wegagen Bank beginming Decemier 1897

2! Excludes the accounts of the Djibouti brsnch of the Commersisl Bank of Etfwopua, mciodes provisions fof bad
loang

3 Inchudes co-financing of prijects. inber-tank lending and other bhans

5.4. Liquidity Position of Commercial Banks

The commercial banking syslem has consistently maintained excess reserves
through out the period from 1992/93 - 1957/88  Excess reserves at the end of June
1998 was Birr 1,617.0 million, of which 85.0% was that of the Commercial Bank of
Ethiopia. The liquidity ratic was also in excess of the required minimum of 20 per
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cent. It was 51.4 per cent al the end of 1997/98 (see Table X.12). Excess resemve
and liguidity position of commercial banks indicate that there is a monetary overhang
in the economy

Table X.12
Reserve and Liquidity Position of Commercial Banks: June 1993 - December 1998"

1993 | 1934 | 1995 [ 1996 | 1997 [ 1998
Juns 30
{In rralece of Bar uniess oiferwise indscaled)

"Nl deposits & EATE D 6RO 1 Ba230 | 113082 | 128431 | 1&18T0
oMY CBE 55750 69041 BT 2 | 105085 | 117086 | 144512
Resnre mauiremen = nes 3454 a2 £5 4 8422 i@ A
OAN CRE Iren MEd 4489 52553 5853 Ta2a
Acilnl ronervi 18133 1909 8 1504 7 10852 13362 252
OW CHE 181323 1900 8 1500 B 1820 2 1234 8 22679
Eacass rasnniee [EETE] 1584 2 10530 1416.8 a9 0 18170
QAN CRE 1334 5 1564 7 10510 1354 § 8503 18353
Actus) rosorve rabao [9%) AW T 1682 e 104 180
O/ CRE o) TR 187 153 108 15.5

Wl current depanis 5768 T [T+ areT e | 105476 | 119083 | 150622
N CRE L2448 T BL26 5 a582 7 ga380 | 111802 | 136837
luidity requirsment = 1053 3 1305 4 174G 8 1583 1 17994 72838
AN CBE 10633 1305 4 10 s 1450 4 16740 2083 1
Actual liguld assels EAT L ATZR 4 AT7R 0 4124 2 5191 0 T7651
03N CBE 2417 4 17234 ETE S 38583 47888 FAT LR

I~ Aciual liguidity rabe (%) AT 8 57 0 [T 1 423 B1d
QAN CHE 478 370 447 388 428 512

Source Matanal Bank of Ettioma L]

1 CBE and AlB are mcluded baginnireg from March. 1995, Taanen Bank (DB} begenning January 1994, Bank of
Ayssinia beginning Mov | 1985, and Wegagen Bank begnning Dec 1997

2! Demand. Savings, and 1me deposits less undenred chadhs paid. and wnckared effscis-foreign.

3 Tne requiremént & 5 per centof net deposns for 2 commersai banks, but B% for CBEin 1986,

4/, Mot deposits I8ss deposits 3t notioe (atse 1o withdr=w after 30 day's notice)

B Twonty per cent of net cumest depcats Twough August 1585, 15 per cent therealtar

5.5. Weaknesses of the Current Financial System

The current financial system in Ethiopia is still encumbered with & number of
problems  The main ones are the following -
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d)
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h)

Foor repayment performance by bomowers, particularly those owed to
govemnment owned banks. To alleviate this problem foreciosure law was
promulgated in February, 1998 and banks are exering every efforl to recover
their loans,

The capital base of recently introduced private banks are low and therefore may
neead ravision,

Although all banks strive hard to develop various up to date systems of
operations lo effectively handie customer service activities, there is still much to
be done regarding efficiency by introducing appropriate technology:

There is lack of significant level of competition;

The financial syslem remains highly undivarsified:

Shortage of technical skills related 1o financial operations and managemeni are
significant,

Inadequate supervisory capacity, despite the Supervision Department of NBE
which is exerting every efforl to strengthen its capaciy;

The monetary overhang which is charactenzed by excess liquidity particularly of
Commercial Bank of Ethiopia needs to be reduced:

The absence of indirect monetary instruments and of an inter-bank mongy
market which limils the capacity of NBE to conduct open markel operalions as a
manetary policy instrument;

Funding mis-match for Development Bank of Ethispla (DBE) and Construction
and Business Bank (CBE), These banks can only be sustained (f their capacity
to raisa long-term funds is enhanced

L]

5.6. The Key Issues facing the Financial Sector in the

yvears ahead

In Ethiopia, the financial system is still undeveloped, despite the fact that, thers was
significant improvement in financial Intermediation. The banking system is highly
dominated by Commercial Bank of Ethiopia. The financial system is still undiversified
and supervisory capacity of the National Bank of Ethiopia is still inadequate. Thus
the challenges of financial sector reform in the years shead include mainly the
following:-

= Mobilization of domestic savings at a large scale
= Diversification of financial institutions and financial instruments;
= Increasing efficiency and competition in banking;
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= Sirengthening the supervisory capacity of the National Bank of Ethiopia;
= provision of micro-finance on a sustainable basis.

6. DEVELOPMENTS IN EXCHANGE RATE
6.1. The Exchange Rate Situation in Ethiopia (1973/74-1991/92)

When FEthiopian Birr was issued in 1945, its value was set at 552 grains or
0.365745grams of fine gold equivalent to US § 0.4025 or an official exchange rate
2.48 = 1 US dollar (Befekadu, 1993), A small change was made in 1884, which
adjusted the rate to a more manageable Bim2.50 = 1 US dollar. In Decamber 1971
when US dollar was floated and ceased its convertibility to gold, the Birr appreciated
i a rate of Birr2 30 = 1 US doflar. The Bir again apprecialed in February 1973,
when the US dollar was further devaluated and became Bin2.07 = 1 US dollar. This
exchange rate ruled for nearly two decades

Despite the fact that the rate was fixed against the daollar, it was floating against all
other major currencies, following the fluctuation of US dollar against these currencies,
This implies that the exchange rate of the Birr against other major currencies was nol
determined by economic fundamentals in Ethiopia, but by relative economic
conditions in US (Befekadu, 1991)

In order 1o determine whether the Ethiopian Bim was over-valued before the
devaluation of October 1882, a study on Potential Exchange Rale Adjustmenyin
Ethiopia was undertaken by the Mational Bank of Ethiopia. In the study different
approaches were used, including the traditional approach, altemnative approach and
Purchasing Power Parity (PPP) theory approach

The traditional approach tried to find a very simple solution to the problem of
estimating the fundamental equilibrium exchange rate (FEER) in real effective terms
In this approach a base perod was c¢hosen during which exchange rate was at an
“appropriale” level and real effective exchange rate (REER) at thal period was
regarded as fundamental equilibium exchange rate (FEER). Thiz procedure was
widely criticized since the choice of the base period is arbitrary. To circumvent this
problem. to some extenl. average real effective exchange rate dunng 1972773
1977/78 was used in the NBE study. This choice was made since the period was
long enough o smooth out temporary deviations and the US dollar to which the Birr
was pegoed showed no secular trend in eflective terms during that pericd
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Table X.13

Nominal Effective Exchange Rates (NEER) of the Ethiopian Birr (1973 - 1890)
I NEER 1 WEER 2

Yo [Y@TE =100} [VEE= 100}

2 Al i)

107 0o 00 00
1BTd 102 52 Qe @7
168 0 TT 1034
Wl 108 5 117 %2
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LL! . g 10101
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1Ly 117 - 10 AT
T 12403 AL e
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Fig. X.2: Developments in Exchange Rates
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Table X.14
Real Effective Exchange Rates (REER)
of the Ethiopian Birr (1973 - 1990)

Yoar REER 1 “REER 2

1873 100.00 10000
1574 88 37 a7.72
1975 51.16 90 66
1576 11523 11341
1977 11913 117 29
1978 11868 117 63
1679 120.18 118
1880 114,08 112.28
1981 129,48 127 63
1982 13504 13273
1683 13974 135 62
1884 158 84 153,30
1085 188 55 182.02
1686 13322 136.08
1687 11271 119.45
1688 114 68 122 15
1589 126,14 133 70
1880 11560 127,25

Source: Potential Exchange Rate Adjustmant _ ERPD, October 1991
Nole REER 1 is based on bilateral export weighls whereas
REER 2 is based on third country compelition axport welghts

Based on this approach, the misalignment of Birr was found ot to be 10.3 per c:.’nl.
78.4 per cent and 21.8 per cent for F.Y. 1979/80, 1984/85 and 1286/87 respectively.

The alternative approach which was used in the study was the one proposed by
Williamson which circumvents the need for the selection of the base period. This
approach was based on the following steps:-

a) Estimation of the "underlying” capital flows (as a ratio of GDP). This gives the
target or the sustainable level of current account balance (as a ratio of GDP) for
the economy,

by Secondly, the relationship between actual current account balance (as a ratio of
GDF} and the real effective exchange rate (REER) index was estimated using
suitable econometnc technique;
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¢}  Finally, using the estimated relationship, REER index was computed that would
give the current account balance (as a ratic of GOP) equal to lts targeted level.
That level of the REER index could be expected to generate the current account
balance equal to the "underying” capital fiows and hence, would represant the
fundamental equilibrum exchange rate (FEER) for the economy

The average of the long-term capital flows (net) as a percentage of GDP durnng the
five-year period, 1979/80-1983/84 was chosen and it lumed oul 1o be 5.0 per cent.
As aresult the sustainable level of the curren! accoun! daficit was placed as 5 per
cenl of GOP. According o this approach the estimated REER indices were found 14
capiure as much as 80 per cent variation in the current account deficil,

In this approach the estimated degree of misalignment of the Birr's real effective
exchange rale were 7 1 per cenl for 1880, 73.3 per cent for 1985 and 18.3 per cenl
lor 1987

The olher measure of the overvaluation of the Birr which was used by the study is the
purchasing power panty {FPP) which takes into account domestic inflation relative 1o
the trading pariners.  The study found ouwt that the Ethiopian economy was inflaling
faster than her 17 lrading partners to the extent of 0.81 per cenl per annum on
average over the perod 1973-1987. Cumulatively, the prce increase was about 11 0
per cent higher than her trading partners.  This meant that the Ethiopian economy
suffered 11 per cent more inflation, which would have required the depraciation of the
same amount dunng the penod. Instead, the cumency appreciated during this peniod
in real effective terms by about 18 to 22 per cent From this the study concluded tigat
the Ethiopian Birr was over-valued between 29 and 33 per cent in real effective terms
compared to its fundsmental equilibrium level

The study also indicated that there was a downward bias in the estimated level of
over-valuation duzs o the deficiency in the price data which were based on a dated
basket of gonds and was limited to Addis Ababa.

Another commonsense Indicator of the overvaluation of the Bim during that period
which is not indicated in the study could be obtained by companng world prices and
domestic prices of \he country's major export products such as coffee during that
time. For example, the domestic free price of coffee in June 1982 was Birr10 per k.
The word price including fransporiation was US246 cents per kg The ralio of the
two pnices indicates an imphicit exchange rate of arcund Bor 4 per US dollar,
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Another indication of the overvaiuation of the Birr was the exchange rate which was
prevailing in the parallel market during that period which was around 8 Birr per US
dallar, The major causes for the substantial depreciation of the Birr in the parallel
market were the existence of excess liquidity in the economy; the deterioration in the
country’s balance of payments which led to shortage of foreign exchange in the
official market, the rise in impert demand. following the lifting of restrictions on franco
valuta imports, high demand for forex o finance capital flight, due to uncertain
domestic economic conditions and expansion of expoart and iImport contraband trade.

The overvaluation of the Bimr had negative consequences on the economy of which
the following can be singled out:-

. There was significant expansion of the parallel foreign exchange market. The
high premium in the parallel market led to the shifting of foreign exchange from
official channels to the parallel market,

. Exports were diveried to either contrabands or domestic markatl:

. Cheap official rales increased impon demand, undermining the compelitiveness
of domestic producers,

. Ovar-valuation led economic activities 1o go underground and thus became a
source of super profit for individuals with access to foreign exchange,

. There was considerable subsidies 1o governmeni exparting organization which
led 1o substantial burden on govemment budget;

. CHscouraged official remittances from abroad.

6.2. Exchange Rate Developments after October 1992

After the introduction of structural adjustment program, the exchange sate of the Birr
was devalued by 59 per cent on September 30, 1988 from Birr2.07/USS 1 to Bins =
USE1. The underlying reason for the massive devaluation of the Birr was o comrmect
the overvaluation of the official exchange rate and to raise the competitiveness of the
Ethiopian exports in the world market.

When foreign exchange auction was introduced in May 1893, three rates, namely the
official exchange rate, marginal rate and the black markel rate ruled. The
introduction of forex auction was the first phase for introducing market determined
exchange rates. With eflect from October 1, 1992, the official rate was raised to Bir
5.00=US$1, Subsequently, it was raised {o Bir 5 13 on April 1, 1984, to Birr 5.58 on
May 16, 1984, 1o Birr 566 on June 1. 1934 to Birr 5.59 on July 1, 1984 and Birr 5.57
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effective August 1. 1994 The official rate was applicable to the following foreign
exchange transactions: imports of petroleum products, pharmaceuticals, ferilizers, as
well as official debt serice and govermment contributions to international
organizations and its foreign offices  In order to avoid multiplicity of rates, the official
and auction rates were unified as of July 25, 1985. To accommodate the growing
demand for forex and promoting international trade transactions, the frequency of
auction increased from fortnightly to weekly on August 3, 1996

The auction was based on a Dutch auction system, with the successful bidders
recalving an allocation of forex based on the exchange rate contained in their bid
The amount to be auctioned was always announced by NBE beforehand. but the
amount disbursed may differ from the amount announced. Tha forex obtained In the
auction markel can only be used for imports not included in the negative list, Till
Seplember 1896, applicants were required to deposit 100 per cent of the Birr
equivalent. This was reduced to 2.0 per cent as of September 1996 Successful
bidders were required to utilize the fareign exchange within 30 days of the auclion.
Those bidders, who decline from utilizing the forex they won from the auction were
penalized the 2.0 per cent deposits and aiso were disqualified from paricipation In
subsaquent auctions The marginal rate from the auction was the rate used untll the
next auction for all transactions ocutside the aucton except for transactions where
officlal rate was applicahle

Since the introduction of forex auction market in May 1, 1893, up ta August 31, 199§,
the NBE has supplied a total sum of 3.3 billion US dollars 1o licensed importers which
is lower than the total demand during the same period of about 4.4 billion US dollars;
There was gradual depreciation of the marginal rate through out the pericd.  This
came as a result of higher demand for forex compared to the amount supplied. After
the abolition of franco valuta, the amount of forex auctioned was gradually increased
and there was a significant fall in the rates that was prevailing the parallel market.
Detailed data on forex auction indicate that the auctions held between July, 1994 -
June 1998, 66 4 per cent of the foreign exchange on the average went to the private
bidders. The leading commedity categonies in the auctions during this period were:
machinery and equipment (19,3 per cent). spare parts (7.4 per cen), chemicals and
raw materials (24.8 per cent) and consumer goods (13.8 per cent), The shares
however, varied from auction to auction
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Table X.15
Supply and Demand Pattern for Forex in Forex Auction Market in Ethiopia
In US Dollars

Year Total supply Total demand m‘:‘_::::m "
150243 269 380 4327
1653484 2817 4423 577
1504/85 401 4 476 6 £.25
1995565 697 8 780.7 6.32
1986/47 Mnre 1364 0 6.50
1507 /88 9600 12790 688
Total 2652 4381 6

Source: National Bank of Ethiopia
* Covers the pariod from May 1 - Juna 1993

Table X.18
Selected Effective Exchange Rates, 1992/93-1 g9g/971/

19929 19594 1994505 1995/96 19g6/a7
Est.

(Trade wssghied, penod averags. 1 BTQE0=100

Effactive axchange rates

Hatminal 184 0 15T 138 3 1380 1382

IHezal mh 3? 49 4 FEE-1 £4.0
Miamorandum iems:Z

Bur par U 5. dollar, end of penod 5900 & zst €220 £330 .1

Birtoped U S dollar penod sverags ] 5.TH8 8254 8330 G496

Bifr per SDR, &nd of penod T 158 & D0 BERIS @122 B 490

Bur per SDR, penod averags 5043 T8 ‘6,798 4370 9:210

Source |IMF International Financal Statstics: and Fund s1aff estimates
" AN data pertain 1o the pericd July 1 - June 30
@ Sinte May 1983, based on marginal rates at forsign exchangs auchons;

Buying and selling rates for other currencies were set an the basis of the relevant rate
for the US dollar and the previous day's closing rate of the currency concemed
‘againgt the US dollar in London. The NBE does not deal with the public! its
{ransactions In US dollars with authorized dealers lakes place at the marginal rate.
Authorized dealers must cbserve the margingl rate for the US dollar and the
prescribed commission charges, which accrue to the NBE. of 0.5 per gent buying and
1.5 per cent selling; they are also authorized, but not obliged, to levy service charges
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for their own account of up to 0.25 per cent buying and 0.75 per cent selling, and. for
currencies other than the US dollar, to include the margin charges applied by the
correspandents abroad.

Movements in the marginal rate fram the auction since May 1983 indicate that the
Ethiopian Birr was allowed to depreciate in the forex auction vis-a-vwis the US dallar in
nominal as wall as in real eflective terms (see Table X 16 above)

7. INFLATION IN ETHIOPIA

7.1. Trends in Inflation during 1974/75-1991,/92

Ethiopia belongs 1o the group of Afrncan countries with relatively low rates of inflation
for the period, from 1974/75-1989/90 In fact, the average rate of inflation during this
period as measured by Addis Ababa retail prce index (RPI). was 7.5 per cenl
However, in 1980/81 the inflation rate jumped to 208 per cent

The period between 1974/75 to 1976/77 was characterized by high rate of domestic
Inflation which resulted from excess demand for goods and raw materials which were
in short supply dunng that time. During this penod, the rate of inflation rose from 4.7
per-cent per-annum in 1974/75 to 22.0 per cent in 1976/77. This was mainly due {o
significant increase in food prices which account for 57 4 per cent of the weight %o
contain the accelerating rate of inflation, the government introduced a system of price
controls on domestic goods and maximum profit margin for cedain imported goods
Farm gate, wholesale; retail prices of major grains, pulses and oilseeds were pul
under price control. Faciory gate, whole sale and retail prices of domestic
manufactlured goods were also brought under the system of control.  Commodities
such as.sugar, salt, editie oil, soap. baby foods, other manufactured tems such as
textiles elc. were distnbuted by the govemment

The inflationary pressure was reduced during 1977/78-1982/84 period. The annual
rate of increase in RPI declined from 21.9 per cent in 1976/77 to 1.9 per cent in
1980/81 and dropped further to -0.3 per cent per annum in 1983/84, triggered by the
decline in food prices. During this pericd the govemnment introduced compulsary
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Table X.17
Level of Price Index and Infiation Rates Basad on the
Retail Price index for Addis Ababa

Ethspian Fiscal Yeur Average Annuadl
Ersdiesg Juirre 30 Gareral Inden Inflation Rate
1883 100
167374 154 4 o7
10747 151.8 47
19750 1922 180
17ETT 2342 IR
TRETITA F{ritd 188
| BTITR ILYE 129
1R7R/R0 529 125
| BADEN 567 1.9
A 1A 850 73
LERRA 400 T B
| BB 3HA T 0.2
1HBABS 4731 K]
BT 950 an
1088ET 444 2 05
100708 45T @ iR
RLU w018 a8
B 277 C¥]
AL 838 0 208
1R Tile AN
186280 B4 O 100
BT 558 T2
| mEA S #7386 134
1E0EGE LN (i3 h
1 Q96T SiE 5 24
1RO IRE July PIE R ]
Arigust 3158 K3
Soptemiber G146 2
Octobar 9181 N
MNovember #1681 40
December 3186 a7

Sowree Central Statistes] Authority. and NEE Sall Computabon

grain guoia deliveries to the Agricultural Marketing Corporation at centrally fixed
prices. This made the supply of food grains o urban areas regular. The prica
Department in the Office of National Council for Central Planning (ONCCP) was also
set up to review costs and fix producer. wholesale and relail prces of major crops
and basic domestic industrial goods. Relail pnces were determined by percentage
mark-ups
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Pricing decisions for state corporations were made by the ONCCFP based on
recommendations from the Ministry of Industry. Kebele and state enterprise shops
were established to make official prices effective. The distribution of foad grains al
kebele shops were abandoned in 1989/80, during which agricultural marketing was
liberalized The liberalization of agncultural product market was, however, limited to
private producers and crops produced by state farms continued under the price
control regima,

During 1890/81 and 1881/82 inflation rates was above 20.0 per cent par annum. This
was mainly the resull of the civil war and lhe consequent severe foreign exchange
canstraint which led to the closure of some industries and the aperation of some
below capacity due to lack of imported raw materials and spare parts. As a result the
supply of goods in the economy were significantly reduced

7.2. Trends in Inflation during 1991,/92-1997/98

The post 1991 regime is one in which all prices are decontrolled and are market
determined. During 1980/97 - 1591/52 the annual inflation rate averaged about 200
per cenl, due lo supply botlle necks and major macro-economic imbalances and
disequilibrium engendered by the transtion from war 1o peace and from one
government to another. Annual inflation significantly decelerated in 1993/94, ma;wly
as a result of the good harvest in 1582/23

In 1084/95, there was an increase in nflalion, due mainly to an expansionary
monetary pelicy as a result of the coffee boom and the effect of the bad harvest in the
preceding year

During 1995/96 - 1997/98, the rate of inflation was significantly decelerating. In
1886/97 it was negative 6.4 per cent, a result of higher agricultural outpul which
sharply lowered the price of food Utility prices (electricity, water and
telecommunications) were also adjusted significanily upward. |n the first few years of
structural adjustment program (SAFP) there were controls on the retail and wholesale
prices of fertilizer: petroleurn ‘and petroleum products, some pharmaceuticals and
sugar for household consumption. But these were decontrolled subsequently

[+
e
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Fig. X.3: Devlopment in Consumer
Prices

—#— inflalion Rals ‘

7.3. Factors Influencing Prices in Ethiopia 4

A study which was underiaken by Mistry (1581) on inflation in Ethiopia’ indicate that
critical determinants of inflation in Ethiopia are costs of food, housing and energy in
both rural and urban areas. Transport costs (and bottlenecks) alsa play a key role in
determining retail prices.

It is indicated in the study that in the last quarter of 1990, despite large quantities of
food preduction in some regions, transport constraints emerged as a major factor
discernible impact on food grain prices in urban areas  Physical constraints on
distnibution and marketing are also cied to have resulted in food grain prices

"Mistry PSS " Inflation in Ethiopea: An Assesemend of Inflatiosary Pressins and Prospects with Contmue
Economic Liberalimtion” Apel 1991 p.30
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increasing much more rapidly in urban and gran deficit areas, despite increased
aggregate production and a relatively high level of food imporis

The study by Mistry further indicated that the effect of direct increases in construction
costs were largely felt in 19%0/91 by upper income urban groups which began o
accelerate investment n urban property of residential cccupation and for renting out.
Construction and building material costs are however not included In the calculation
of AARPI

The other factor that influence prces is lhe depreciation of the cumency. By
increasing the prices of import goods and services il directly and indirectly impacts on
food grain producer costs to the extent that imported inputs such as fuel, fertilizers
glc. play a role in production, |In the peasan! sector the costs of food grains
production are not likely to be affeclted by prices in imported fuel but will be
significantly affected by the increase in the prices of fertilizers. Fuel price increases
however could affect the production cost of commaercial farming including state farms

Apart from food grains, domestic prces for agricultural exportables In urban
households could increase due to depreciation of the currency. As a resuft, domestic
prices of exporables such as coffee, pllseeds. pulses. and meat may increase

The effect of depreciation on manufactured #ems depend on whal happens lo
capacity utilization, the aggregate supply of goods avallable to consumers andghe
extenl of competitive behaviour of producing units:  To the exiant that these
increases affec! the cost of production, these are reflected in their prices.

A study cenducted by IMF® estimated a causal relationship between maney, pnces,
and other supply and demand side vanables for the Ethiopla economy over the 30-
year period extending from 1966 to 1985 The objective was 1o provide evidence on
whether money supply affects prices or vice versa, and on whether other supply -
side factors could affect the determination of pnces and thus the monetary policy
stance.

IMF, Ethiopia "Selected Issues™ SM/9692 April 17,1996,
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The result indicated that both macro-economic policy and excgenous shocks are
significant determinants of the price level wilh money growth having an almost
mnstantaneous effect, Ethioma being agncultural couniry the study also recognizes
those. periodic droughts, pest infestations and changes in fertilizer availabllity could
also have significant influences on price level,

. FINANCIAL DEVELOPMENT

As noted by Goldsmith (1869:37) “financial development is — change in the financlal
structure” of a country.  The structure refers to (Goldsmith 1969 28) “|he presence,
nature and relative size of financial instruments and financial institutions® in a country

Fhe degree of financlal development In a counlry are importanl, Besides enhancing
the maobllization of savings by first financializing it and channeling them through
financlal institutions, It also creates the basis for specialization. As pointed out by a
large number of researches, non-monetized savings inhibits economic development
In this regard, the following, albeit lengthy quotations aptly underlines the imperative
of financial development;

[from] a palicy point of view, the path lo economic development in.a
society of subsistence production units hes to a very large extent in
increasing the level of paricipation in the monetary economy, for only with &
the catalysis of money do the full advantages of specialization, division of
labor, and large-scale capdsl formation, upon which most economic
development depends. becomes dccessible: (Fisk 1675: 75-75)

Financial structure could be measured in & vanaty of ways including the ratio of
financial assets to the national wealth; the distribution of financial assets and various
financial Instruments; the number of different types of financial institutions - banks,
capdal and money markets etc, the share of all financial institutions in the total
financial assets, among others.

In general the higher the ratios and the number of differentiated instruments and
institutions, the move developed is the financial sector. The table below provides an
indicator of financial depth in an economy
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increasing much more rapidly in urban and grain defict areas, despite incréased
aggregate production and a relatively high level of food imports

The study by Mistry further indicated that the effect of direct increases in construction
costs were largely felt in 1990/37 by upper income urban groups which began to
accelerale investment In urban property of residential occupation and for renting out.
Construction and building malerial costs are however not included in the calculation
of AARRFI

The other factor that nfluence prices s the deprecation of the currency, By
increasing the pnces of impon goods and services it directly and indirectly impacts on
food grain producer costs fo the extent thal imported inputs such as fuel, fertilizars
alc, play a role in production.  In the peasant secler the costs of food grains
production are not hkely to be affected by pnces in imported fuel but will ba
significantly affected by the increase in the prices of fenilizers. Fuel price increases
howsver could alfect the production cos! of commercial farming including state farms

Aparl from food grains, domestic prices for agrcultural exparables in urban
households could increase due lo depreciation of the currency. As a result, domeslic
prices of exportables such as coffee, oilseeds, pulses, and meat may increasa.

The effect of depreciation on manufactured dems depend on what happens to
capacity utilization. the aggregate supply of goods available 10 consumers andgthe
extent of competitive behaviour of producing units. To the extenl that these
increases affect the cost of production, these are reflected in their prices.

A study conducted by IMF® estimated a causal relationship between money, prices;
and other supply and demand side variables for the Ethiopia ecenomy over the 30-
year period extending from 1965 to 1995 The objective was to provide evidence on
whether money supply affects prices or vice versa, and on whether other supply -
side factors could affect the determination of prces and thus the monetary pohcy
slance

IMF, Ethiopia “Selected Issues™ SMD692 April 17,1996,
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The result indicated that both macro-economic policy and exogenous shocks are
significant determinants of the price level with money growth having an almost
instantanecus effect. Ethiopia being agricuftural country the study alsob recognizes
those, perindic droughts, pest infestations and changes in fertilizer availability could
also have significant influences on price level

8. FINANCIAL DEVELOPMENT

As noted by Goldsmith (1969 37) “financial development i1s — change in the financial
structure” of a country.  The structure refers to (Goldsmith 1969:26) “the preseance,
nature and relative size of financial instruments and financial iInstiutions” in a country.

The degree of financial development in a country are important, Besides enhancing
the mobilization of savings by first financalizing n and channeling them through
financial mstitutions, it also creates the basis for specialization. As pointed out by a
large number of researches, non-monetized savings inhibits economic developmeant,
In this regard, the following, albeit lengthy quotations aptly underdines the imperative
of financial development,

[from] & policy point of view, the path o economic development in a
sociely of subsistence production units lies to a very large extent |n
increasing the level of participation in the monetary economy, for only with %
the catalysis of money do the full advantages of specialization, division of
labor, and large-scale capital formation. upon which most economic
development depends, becomes accessible. (Fisk 1975 75-75)

Financial structure could be measured in a varisty of ways including the ratio of
financial assets to the national wealth; the distribution of financial assets and various
financial instruments: the number of different types of financial institutions = banks,
capital and money markets elc: the share of all financial institutions in the total
financial assets; among others

In general the higher the ratios and the number of differentiated instruments and

institutions, the move developed is the financial sector. The table below provides an
indicator of iinancial depth in an economy
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Table X.18
Ethiopia's Financial Structure: (as % of GDP)
1870 1580 1850 1998
Curmancy [ 13 15 1
Demand Deposit 2| 5 13 14
Money Supply (M1) 10 192 30 21
Quas| Money 4 7 1" 19
Money Supply (M2 14 5 40 39 |

Source: Calculated from NBE. Quarterty Bulietin, vanous years.

#As a country's financal development advances the currency ratio should decline
while the other compenents increases, since more transactions are mediated through
financial institulions. thus reducing the need for cash  In the Ethiopian case currancy
oulsida bank is very high. as shown in the table above

A second indicator is the level of monitization in the econamy  |n Ethiopia, the share
of the non-monetized sector to GDP is high estimated at 30% in recent years.

A third indicator of financial development is the size of the money mulliplies.  As
financial institutions expand and banking tradition is well entrenched. the larger would
be the share of deposds and credits in and through financial institutions.  This
behavior of the general non-banking public would increase the money-crealing
capacity of financial Instituions thus increasing the money multiples.  In the
Ethioplan case the money multiplies averages about 15 implying that the mangy
creating capacity of the hanking system is only 0.50 out of each Birr

Yet another crude measure is the damand for currency in the economy, which
averaged about 60% of narrow money and close to 50% of broad maney,

Another indicator of financial underdevelopment is the near-abserce of alternative
Instruments available to wealth owners  Although the treasury bills market has
recently been opened to any person and lowered the portiolio to a minimum of 5000,
people have no choice other than currency and bank deposits as a store of value.

The impert of the discussion in this section is that the level of financial development
isvery low and neads focused and targeted drive 1o quicken the pace. The more the
money that is culside the financal institutions and tha lower the lavel of monetizaton
the smaller the volume of savings mobilized to enhance investmeant
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XI
SEMI-FORMAL AND FORMAL
MICROFINANCE”

1. INTRODUCTION

In Ethiopia, semi-formal finance s mainly made up of services rendered by saving
and credit associations (SCAs) or credit unions and credit schemes conductad by
NGOs.  The chapter will discuss these two types of semi-formal finance in tha
country

2. SAVING AND CREDIT ASSOCIATIONS (SCAs) IN
ETHIOPIA

2.1. Historical Background

The SCA movement was started in Ethiopia in 1964 The Ethiopian Airlines Workers
SCA was the first to be registered followed by those established by the employees of
Ethiopian Roads Authonty, and Telecommunications Agency -
The SCAs were granted |egal status by the Cooperative Societies Proclamation Act
MNo. 241/66 issued in 1956, The then Ministry of Community Development and Social
Affairs was given the responsibllity of registening SCAs while the Ethiopian Thrift and
Credit Cooperative Society (ETCCS) was to promote the development of SCAs. The
proclamation had a built-in provision of gradually building up and converting the
SCAs into credit union banks: However, following the 1874 Tevelution, a number of
changes were made to their stalus and operation. The 1876 Monetary and Banking
Proclamation No. 89/75 and |ater the 1978 Cooperative Socielies Proclamation MNeo.
138/78 annulled the previous proclamation and crealed a new arangement

* Editors are grateful to Ao Mengistu Badpe who pregared the background paper for this chapiet
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As per the latter proclamation, an organ responsible for promating and registering
SCAs was established under the National Bank of Ethiopia. This organ was named
Savings and Credit Cooperatives Development Office (SACCDO) and was lo
undertake activities such as providing model by-laws, auditing accounts of SCAs and
overseeing that they operated as required by and in accordance with the
proclamation and regulations issued by tha National Bank of Ethiopia

2.2. Role and Significance of SCAs

A credit union is defined as “a cooperative financial organization owned and operated
on a not-for-profit basis by s members according to democratic principles”.  Its
purpose |s lo encourage savings. to use pooled funds to make loans, and to provide
other related services to members and their families, A credit union s part of a
cooperative financial system and adheres to the operating principles of credit unions
as set forth by the World Coundil of Credit Unions

The 1978 proclamation ndicates that thrift and credits cooperatives may be formed
by Individuals working in one undertaking or office for making regular savings and lo
provide credit for ndividual needs and for productive purpose

To promote SCAs in the country in accordance with Proclamation 138/78, SACCDO
provided information on how 1o organize SCAs SCAs are formed with a minimum of
twenly persons having common occupation, residence or profession. A three persan
“Formation Committee” prepares the by-laws and invites a SACCDO arganizer %a
witness the formation of the SCA  Once organized the SCA gets official cerificate of
registration from SACCDO after three monthis of probation and evaluation period.

How the SCAs are organized and managed determines their significance in terms of
promaoting thrift ameng the people. Their role and significance are also delermined
by the extent to which they adhere to intemational SCA oparating principles which
include
Democratic structure that involves open and voluntary membership. without
non-discrimination
Service to members so that services and distnbution of benefits ta members
and financial stability are achieved
= Social ‘goals which improve on-going education on saving, cooperatign
among cooperafives and social responsibility
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In addition 1o promoting thrift and hence serving as instruments of savings
mobilization, they are expected to improve members’ knowledge about the
imporance of banking services. By allowing members to have access to their credit
services for purposes of economic significance, they also encourage the
development of inancial management skills and hence enfreprensurial skills.

Another major role SCAs are expected to play 15 the creation of linkages betwean
farrmal and informal sectors.  For instance, wdirs have been observed to be linked to
5CAs by depositing their funds with SCAs which in turmn deposit same with banks
(Dejens, 1893). Furher, there are attempls by the formal sector to sell insurance
policies to SCAs which try 1o create their own insurance syslem (Dejene, 1983)
There is also a belefl that SCAs can serve the growth of informal sector operators
inte the formal sector,  Informal sector operators can benalit a ot il they Iry 1o
mohilize saving and establish small enterprises by forming SCAs (Delene, 1993)

2.3. The Spread of SCAs

BOAS in the country are dominantly spread over eight regions while there are also
5CAs thal SACCDO categonzed as non-regional cooperatives  The available data
for the categorization of SCAs by region are for the year 1886. Table X1.1 provides
thie spread of SCAs In the country
4

What one can easlly undersiand from Table XI1.1 is that SCAs are highly concentrated
in urban areas thus indicating the bias against rural areas hosting the majority of the
country's population. More astonishingly, over half (53%) of the SCAs and about
72% {nearly %) of the SCA members were concentrated in Addis Ababa implying that
the history of SCAs in Ethiopia is rather the history of SCAs in one city. Hence, futures
research work on SCAs in Ethiopa need to take into account such kind of anomaly
and find ways and means in and through which they could be spread around the
country,
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2.4. Performance of SCAs

The perfarmance of SCAs is evaluated on the basis of growth in the number of
cooperatives and membars, saving sze, reserve and total assels. Table X1.2
provides the detail  The data in Table X| 2 are divided into two groups: before reform
{T9B5-19491) and after reform [ 18992-1998)

As could be observed from the table, the SCAs have been increasing in number,
membership, mobilized resources, loans, reserves and tolal assets. savings per
person has also been on the increase

However in ferms ol growth rales mos! of the indicators show that the performance
of 5CAs was more dynamic dunng the pre-reform penod compared to thalr post-
reform activibes For example. the average annual growth rate in the number of
cooperatves was 13% before the reform while it s 7% after the reform, Average
membership growth rate was 19% befare the reform bul 5% after the reform
Contnbutions and savings growth rate was 12% before the reform bul 10% afler the
refarm. Oulstanding loans growth rate was 33% befare the reform but 9% after the
relorm Total assets growth rale was 29% before the reform but 10% after the
reform, Saving per member growth rate was 10% before the reform but 5% after the
reform. The reserve growth rate before the reform was 31% and 18% after the
refarm,

Yanous reasons could explain the better performance of SCAs before: the reform.
The reason for faster growth before fhe reform may be partly because it Mas
mandalory |o organize or join cooperatives,  Secondly, the need 1o finance
investments including housing may have encouraged people to jain cooperatives and
save to get access to bank credit  Moreover, microfinancing by NGOs were limited in
numbar. and in the absence of altemative means of credit or saving. SCAs were
popular.  Furthermore, the activism of SACCDG may have also contributed ta the
mushrooming of SCAs:

After the referm maost of these factors were either non-existent andlor none operative.
Saving for building houses was drastically reduced due to the difficulty of acquiring
tand The increase in the cost of living has also contributed to the diminution of
individual ‘savings.  Retrenchment and privatzation induced lay-offs may have
negatively affected membership growth
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Furthermore, the dynamism of SACCDO has been significantly reduced due to limited
manpower and resources. This inhibited the growth of STAs,

Dther problems are related to policy (lack of gavemment assistance and appropriate
policy) and structural (limited capacity to save) reasons. In an attempt to address the
major problems inhibiting the development of SCAs in Ethiopia, the Govemment Is
currently working on a new draft proclamation providing for the establishment of
cooperative societies. SACCDO has been actively participating In this process which
is expected to replace Proclamation No 138/78. The new proclamation is also
expected to creals a more conducive environment that can expedite the growth of
SCAs in the country

There is also read to strengthen SACCDO with resources and organizational
capacity In addition, efforts have o be geared lowards lransforming SCAs into
formal financlal institutions through such methods as paoling SCA funds lo form
credil union banks (n the leng run

[ Box XI.1
HIGHLIGHTS OF SAVING AND CREDIT COOPERATIVES

About 53% of registered cooperatives were found to be those located in
Addis Ababa Region in 1996, Further, about 72% of total cooperative
members in the country were found 10 be members of cooperatives in Addia
Ababa Region. This situation indicates how cradit cooperative disperslon Is
extremely biased towards urban areas thus leaving the much more needy
rural population unserved.

The performance of ‘saving and credil cooperatives as measured by
average growth In number of cooperatives. membership, savings,
outstanding loans, reserve and total assets has been found to be weak after
the reform as compared to the pedormance prier to reform. For instance,
average growth In number of cooperatives and membership  size
dramatically siowed down afier the reform.  Annual growth in number of
cooperatives fell from 13% before reform to 7% after reform while average
growth of membership fell from 19% before reform to 5% after reform.
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3. CREDIT SCHEMES CONDUCTED BY NON-
GOVERNMENTAL ORGANISATIONS (NGOs)

NGOy and their achivities in the country grew in the wake of drought and famine that
repeatedly struck the country in the past two decades. With 2 view 1o bringing about
stability and improvement in the lives of the victims, many NGOs included in their
reliel works schemes of saving and credit aimed at crealing employment and
generating Income. A number of studies have been dope on these schemes
regarding the credil delivery maodel. performance, impact and sustanability Soma of
them are reviewed n the paragraphs to follow

3.1. Review of NGO Credit Schemes

United Nations Development Program was among the donars that provided for the
intiation of NGO based credit scheme  Recenlly it sponsored a study on five credil
and saving schemes sponsored by NGOs

One of the studies was conducted i Channo Millle rural community, Morth Omo
Zang, Arha Minch Zuria Woreda in SNNPR with the pamcipation of the Regonal
Bureau of Agricullure Very inleresting findings were observed for example as
originally planned, tha credit delivery system was to have selected beneficianes by
the community credit management committee composed of peasant association
representatives, devefopment agents and elderly members of the commeguty.
However, the aclual selection process was made by development agents Indicating
significant departure from the anginal design

Adthough the scheme was planped lo promote womens padicipation, ther
participation was found to be weak because of 25% slart.up capital regquirement,
which was they were unable to raise and so limited their participation. The other
observation of the study was that aithough Bureau of Agnculture helped in financial
management, development agenls were invaived in loan coliection, which created
cpportunities for fraud. In addibion, afthough there was na loan ceiling, the level of
loan (carrying 10.5% interest) made available was found to be Inadequate

The second case reviewed was the one conducted in Debre-Zeit in Oromiya Region

by Bureau of Labour and Sooal Affairs. The scheme invelved 62 beneficianes the
selection of whom was. based on wealth ranking and behavioural assessment by
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Kebles. The target beneficiaries were women. Here again, 25% start-up capital was
required.

Loans (ranging between Birr 600 and BOO) were granted interest free for one year.
Compulsory as well as wvoluntary savings were involved. Howaver, problems
associated with the scheme abounded, the most important of which was its
sustainability because no interest was charged on loans

The third case was conducted in the Amhara Region, drba Amba communily by
Bureau of Agncullure, Selection of beneficianes was conducted by developmenl
agents, Loan size was up o Birr 20,000 1o co-operatives and Birr 500 1o Individuals
Like the other schemas this scheme also had some drawbacks To mention a few,
no emphasis on women participation, low community participation because of 26%
star-up capital requirement, no follow-up and enforcement of loan repayment,
questionable sustainability because of lack of long-term plan and interes! free loan
granting

The other case we have at hand s the one camed oul n Amhara Region by the
Amhara Rural Credil Society in Amba Ghiorgis Town.  The selaction process involved
participation of the credil socely and woreda and jocal government screaning
committee The scheme gave praference to women and the poor (e those with one
or o ox, Loans (ranging between Birr 100 ta 500) were granted bearing interast rate
sal by the National Bank of Ethjopla. Community participation was found high in the
selection process. High repayment performance was also observed. Because of
professional management of the scheme, sustainablity was reporied to have @ betMr
chance

The fifth case reviewed by the UNDP study was that of 305 Sahel (an international
NGO conducted in Dada Kan Community, Kindo Kofsha Worgda in SNNPR. The
scheme was run in collaboration with Farm Africa and was based on the guideline of
S0S for operation.  Selection was based on community participation and waalth
ranking, the poor glven preference. In addilion, 2 10%: down payment was required
for eligibility  Compulsory saving was in place while loans ranging from Birr 100-500
ware granted atl interest rates ranging betwesn 3% and 10%. Since the scheme
mvalved no long-term plan and was based on subsidy. its sustainability was found to
he guestionable

& sixth study of NGO sponsored credit and saving schemes 10 be reviewed was
conducted by Hailu Woendafrash (1834)  Eghteen NGOs were approached for
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information on their credil schemes. Ten were engaged in both uroan and rural areas
twao in rural areas only and six in urban areas only Those in rural areas were to
support agneultural productivity and those in urban areas directed their schemes at
financing petly trade, services and produchon activiies. Most gave prionity to women
and the poor. Though some used revolving credit facility and savings of the target
group, loanable funds were dominantly dependent on donor funds and allocations by
sponsoring NGOs  The sponsors included UMNICEF. USAID, OXFAM-UK, German
Techmeal Assislance (GTZ), Overseas Development Agency (ODA - UK), Sweadish
International Development Authority (SIDA), ACTIONAID-Ethiopia, Norwegian Save
the Children (Redd Bama- Ethioma), Concem, Swedish Save the Children (Radda
Barnen), Christian Relief and Development Association and Agricullural Co-operative
Development Inlermational

Most of the NGOs implemented Grameen Bank credit delvery model ANl used
imegrated approach in implementing their schemes that involved trauning, marketing
and provision of new lechmgues  All used groups pressure and sanchon for
enforcing loan repayment. A few required guarantor and prowided credit guarantes
schemes in additron About 50% of the NGOs alse benafited from the halp of
SACCDO in orgamzing therr targe! groups

The loan size extended by the NGOs vaned greatly  The minimum was Bir 5 per
month by Redd Bama - Ethiopia and the maximum was Birr 10.000 by CPAR,
Ethiopian Women Entrepreneurs Asscoation and ACTIONAID- Ethiopi.  Mosi
however, ranged betweéen Birr 500 by Redd-Bama-Ethiopia and Birr 5000 by Hope
Enterprises. L1

Regarding the sustainability of their schemes, the NGOs gave vaned answers, Very
few were confident aboul the sustainability of their schemes while a farge number
{about ning) said there would be fair chance of sustainabiity f future support from
SACCDO and Ministry of Agricufture would be strong. On the other hand, about five
expressed their reservation about the sustainability of the schemes. Mast of those
optimistic about their future were local NGOs,

Another study that made an assessment of the perdormance of some NGO-
spansored credit schemes was conducted by Hadas Wolde Giorgis and Tadesse
Abadi (1997) The study is based on schemes conducted by two NGOs. namely,
Irish &id and Redd Barna-Ethiopia
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Insh Aid sponsored credit schemes {staming from 1994) in East Tigray Zone, Gurage
Zone and Sidama Zone. The credit delivery model used was Grameen Bank type
which emphasised group pressure. As a resull, defaull rate of loan granted at a rate
of 15% was muimmal Repayment was 97% n Sidama Zone. 39% in Gurage Zone.
53% in Tigray. The fund was made available by Insh Aid but saving by beneficiaries
was also encouraged. Before 1aking Ioans bofrowers were reguired to deposit 10%
lar tour weeks  The important point in this credit scheme is the decision by Irish Aid
ta help assist and transform it into a formal micro-fnancing institulion

The Redd-Bama credit schemes (Started i 1988) lacked clear and standard set up of
pperations.  Both group and individual membership were used. |1 spansored credil
sehemes in Addis Ababa Wereda 23 Kebele 16, Debre Brehan and Wolayila. The
ang |r Addis Ababa was registered by SACCDO and prepared ts own by-law. It had
8% repayment rate  The one in Walayila was also successful | Saving was also
ancouraged by Hedd Bama, paying 8% interest @le on savings while loans wara
charged 10.5% - 20%

Both sponsors emphasezed women empowerment, communily participation, and
poverty alleviation  There was, however, problemn of sustamability in schemes run by
Redd Barna because | decded to withdraw unexpeciedly. For example, the schema
in Debre Berhan s on the verge of collapse becausa of the withdrawal of assistance.

On the ather hand. Insh Ald's decsion 1o transfer the scheme in Sidama to local
people to farm a micre financing mstitution with its help was commendable. Redd
Barn has also accomplished one notable deed. It was a pioneer organizer (in 1884)
of efforts to establish an independent micro-fingnce institution named Specialized
Finarcial and Promotional Institution

Warld Vision Ethiopia is also among the NGOs that have been conducting credit and
saving schemes in the country. it Introduced revolving loan scheme in 1988 for
agricultural inputs and income generating activites. Peasant associalians screen
beneficianes of loans which were mainly in kind and varying in value between Birr 50
and £.500. while selection was Oy the general assembly of peasant associations.
Saving was also encouraged before taking leans camying interest set by Mational
Bank of Ethiopia Five percent of loan taken had 1o be saved. Assessment report on
the scheme was nol possible o obtan for inclusion m this study,

ACTIONAID-Ethiopia s credit scheme n Oalocha was another scheame that had been
studied. The study was done by Abebe Shimeles (1998) Susan Johnson {1997)

328



also commented on the scheme. The scheme was in.a community highly vulnerable
fo drought. Membership was mixed (both men and women) and selection was basad
on wealth ranking targeting the bottom poor which resulted in selecting totally
deslitule and physically incapacitated. Saving was compulsory and loan size varied
between Birr 180 and Birr 500 The scheme had, however, problems. Repayment
problem was senous (Johnson, 1987) Beneficianes wormied less to repay since the
sponsor was an NGO which might leave the area any moment  Other reasons for
weak repaymant were that loans were granted before full recovery of previously
disbursed ones. monitonng system was weak. barrowers ware inadequately prepared
for the loans (Berhanu Workineh, 1987) Sustainability of the scheme became
difficult in such a situation

The other notable credit scheme in the country is that sponsored by Relief Society of
Tigray conducted under the name Rural Credit Sehemes of Tigray  Ibrahim Abdullahl
(1906) briefly reviewed the scheme  Loans granted under the scheme ranged
between Birr 50 and Birr 2,500 and were short-term in nature  The credit delivery
mode| employed was similar to the Grameen Bank The scheme strongly
encauraged local paricipation which also resulted in high loan recovery rate of 97%
This secheme has recently been transformed into a formal muzro-financing institulion,

3.2. Lessons Drawn and Problems Encountered

The review of the NGO sponsored schemes undoubtedly highlights major featureg of
the schemes in terms of targeting, selection, performance and sustainability,. Most of
the schemes reviewed have common features  Maost used Grameen Bank type of
eredit delivery and repayment enforcement (i.e. through group pressure).  Most
emphasized women empowerment. community parficipation 1o some extenl, and
proved that the poor could lake care of their destiny successfully if given a chance
through such methods as credit provision. They paved the way for transformation of
simple credil and savings schemes into. formal micro-financing  institutions as
witnessed by the recent formation of micro-financing institutions onginally initiated
and spunsored by NGOs previously

As discussed in the preceding sechon, the schemes had some problems.  [brahim
(1986) outlines some of the major problems associated with the implementation of the
schemes. They did not follow sound banking and business practice and some time
distorted financal resource allocation and hence their sustainability became
questionable.  This was partially attnbuted o lack of professional staff capable of
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providing business and marketing advises. In this regard, Fuglesang (1994) citing a
Sr Lankan expernence of savings and credd scheme underscores the need for
restricting the job of NGOs to providing every support to the successful
implementation of micro-financing institutions by leaving the actual banking job to
professionals experienced in the field

The other major problem of the schemes that NGOs themselves admit Is that thay
lacked long-term objectives as a resull of which their prospect for expansion turmned
oul gloomy. As they heavily depended on donor funds and charged no interest or
interes! rates mostly below inflation rate (Ibrahim, 1996} their sustainability became
guestionable

The success of the local NGO schemes is, however, commendable as wilnessed by
their transformation inte formal micro-financing institutions.  The efforts of some
inlemational NGOs are also commendable for contributing to the sustalnabllity of
their schemes by handing over 1o local people for transformation into formal micro-
financing institutions

4. FORMAL MICRO-FINANCING
4.1. The Ethiopian Micro-Financing Experience

Although providing credit to rural agricultural households for purchase ‘flf
agnicultural inputs and tools has been practised by the country's major state-
owned banks (including Development Bank of Ethiopia (DBE) and
Commercial Bank of Ethiopia), credit schemes targeted at the urban or rural
poor were non-existent until recent years when NGOs started providing credit
to poor housesholds in some parts of the country.

It was obvious that this gap neaded to be bridged with a new approach and
initiatives started to fiounsh to this end in the 1980s. In 1980, an urban micro-
financing scheme was initiated on a national scale with a credit agreement
signed between the Government of Ethiopia and the International
Development Association (IDA). The credit scheme aimed at financing the
Market Towns Development Project, planned to improve infrastructure in
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towns considered market and service cenfres for the agricultural hinterland
and to alleviate poverty problems in selected urban areas of the country
through employment generation and income enhancement. The employment
generation and income enhancement component of the project was originally
planned to be implemented in sixteen towns. The number of towns has
currently grown to fifty-nine and is expected to increase In the future.

The experience from this pilot project is believed to provide evidence on the
importance of credit provision to the poar using the group-based lending. The
detalls of this project are discussed below

4.2, The Pilot Credit Scheme

The credit scheme was first planned 1o be implemented by the Agncultural and
Industrial Development Bank now called the DBE and Handicrafts and Small Scale
Industnes Development Agency However, following change of government in 1992
the responsibility of the latter (which was dissolved as a resull) was transferred to
reqienal trade and indusiry bureaux  Because of the unfavourable environment that
prevaied in the country dunng the earty 1690s the actual implementation of the
scheme was starfied in 1984 The first sxtean lowns selected for implementation
included Assela, Wollisa, Shashemene, Mizan Teferl, Goba-Robe, Arsi-Megele,
Ambo, Zeway, Bahir Dar, Awassa, Debre Brehan, Bedele, Woldia, Assebe Tefeg
Debre Tabor, and Arba Minch. Thereafler, the project towns have increased to fifty-
Mine

4.3. The Credit Delivery Model

The modei heavily draws on the expenence of Gramesn Bank.  Targeting
beneficianes s based on the stipulations of the credit agreement signed between IDA
and the Gavernment. The agreement stipulates that at least 50% of the beneficiaries
be women and households with @ monthly income not exceeding Birr 50, However,
the latter criterion had to be changed because of the devaluation that followed the
reform in the country. As a result. households with monthly income belaw Birr 100 or
200 [depending on the situation in a specific town or region) were alsa included into
the schame,



The responsibility of screenmg, promating, organizing and licensing micre-enterprise
operators in co-operatives consisting of members not exceeding 30, rests with
regional (with their respective zones and woredas) trade and industry bureaux. The
bureaux have to prepare business plans for every member of lhe co-operatives. The
DBE then extends loans to those organized accordingly. Individual borrowers are
required o deposil 10% of loans received as parl of credil guaranles and saving
schemes, The maximum loan size grew from Birr 1000 at the beginning to Birr S000
currantly. Fot lgans above Bim 2000, co-operative membership is required for
eligibilty and additional appraisal technique is used by the organizers,

4.4. Coverage and Performance

According 1o information from DBE. the scheme now covers lour regions. namely,
Amhara, Tigray, Oromiya, SNNPR: The fund s made available by the government
and 1DA. While the former contnbutes 20%. the latter covers 80% of a loan lo a
micro-sntiepranaur.  Accordingly, up o end of 1997, IDA made available Birr 13.8
million while DBE coninbuted Bire 3.5 million.  In tota! Birr 17.3 million was made
available. This fund is required o revolve, With the revolving size of fund, the total
lgan amouni disbursed to over 34 000 beneficiaries from commencement of the
schame in 1994 up to December 31, 1997 amountad o Birr 50.2 million. 11.7% was
disbursed 1o micro-enterpnses in Tigray, 52 6% In Amhara, 21.8% in Oromiya, and
13.8% in SNNPR

The reported recovery rate far 1956/67 was §2%. Over 65% of the beneficiarie¥are
women. In addition lo these good performance indicators, the scheme has also
improved its cutreach ower the years and has increased the size of lgan made
available to an individual borrower from Bar 1000 to Birr 5000, The other important
feature of the scheme is its success under a situation where two Independent bodies
(DBE and Regional Trade and Industry Bureaux) successfully co-operated o
implement the scheme

4.5. Project Impact

Kassa Wolde-Senbet (1988) conducted an impact assessment of the scheme in
SNNPR covering 2 582 respondents. The scheme improved the beneficiaries’ level
of income, consumption of clean water, electric light and telephone, and provided
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emplayment for family members. Medical expenses of one round borrowers, for
example, increased by 39% and that of two round borrowers by 7% The incame
level of one round bormowers grew on average by 53% pa, that of two-round
borrowers by 24% p.a , and that of three round borrowers by 14% p a. In general, the
scheme is said to have done a lo! in contnbuting to the reduction of urban poverty in
the project areas

4.6. Lesson Drawn and Problems Encountered

The scheme has been successful on the main |1 provides additional empirical
evidence on the success of group based lending and on the promising prospect for a
specialized micro-financing institution i Ethiopia.  There have howevar, been some
minar problems related 1o co-ordination and organization of beneficiaries  Hecausé
ol misunderstanding between the two implementing bodies in some project towns
therg weare minor implemeniation problems that resulted in delayed disbursement and
hence repayment nconvenience  Some organizers also happened 1o come up with
weakly organized co-operatives  Most of the problems were related to lack of
experignce and training COverall the problems never got owt of cantrol  But in the
future the scheme needs to be handed over 1o a specialized micro-financing
inslitution in vanous regions to avold the intncacies of co-ardinating two Independent
implementing agencies and fhus reducing cost of implemeantation (Mengistu, 1998)

With the pilot credit scheme and others implemented by NGOs, the ideals of micro-
financing seem to be taking root in the country as witnessed by the Guvarnmenl'!
issuance of the proclamation providing for the licensing and supervision of micro-
financing institutions in 1986 As a result of this proctamation seven micro-financing
mstitutions: have been established up to Hamle 30, 1920 EC.  The instiutions
include:-

1. Amhara Credit and Savings Insttution S.C

2. Gasha Micro-Financing 5.C.

3. Dmio Micro-Finange 5.C.

4. Oromia Credit and Saving 3 C

5 Specialized Finandial and Promaotional institution S C.
6. Dedebit Credit and Saving Institution 5.C

7. Wisdom Micro-Financing Institution 5.C

According lo the proclamation, micro-financing Institutions are established by
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Ethiopiath natinnals as a share company. The minimum paid-up capital required is
Birr 200,000 Based on group guarantee, the maximum |oan extended to a berrower
at one time shall nol exceed Birr 5000 while the maximum loan repayment period
shall not exceed twelve months, The Mmnistry of Finance is empowered (o0 determing
the period, manner and condition of exemption of micro-financing institutions fram
Income tax

Il would have been interesting 1o include a review of the performances of these
institulions.  However, for lack of data at the time of writing, this critically impartant
component has not heen evaluated nor discussed in detail  Future reporls and
rasearches, with the cooperation of these and similar institutions, would hopefully
appraise ther operations with the objectve of assisting thefr efficiency.



Xi
INFORMAL FINANCE®

1. INTRODUCTION

Infarmal finance, although difficull to define, refers lo intermediations thal lake place
oulside the country’s banking and financial institutions.  This is in conlradistinction lo
those that are govemed, supervised and regulated by and through these regulalions
and referred to as the formal and semi-formal financial institutions

The problem with the informal finance transcends the definitional realm asd exlends
to the nature and characleristics of the marke!, organization and managemen! and
the volume of financial iransaction it involves. \Whal has been written on this seclor
oflen paints a partial picture and is based on speculation and guesses

While the volume of transaction and decision making process may be difflcult to
gauge because much of il is based on interpersonal relationships. ocne cannot deny
its crucial importance, Roughly speaking, its importance is inversely correlated with
the density of the formal financial institutions and the ease and efficiency of getting
credit from them. The smaller the density and/or the more difficult and time-
consuming the process of acquinng credit from the formal Institutions, the larger
would be the informal sector, q

In the Ethiopian context, the conjuncture is that informal finance is very impartant and
that the volume of transaction exceeds that of the formal financial institutions. The
justifications behind this proposition are the two factors identified above |.e. thinness
of the formal financial institutions that has left out the vast majority of the population
as well as the inefficiency inherent in the process of acquiring credit.

Transaction costs and policy do also impact on the vibrancy of the informal market.
The former includes prohibitive formalities including written forms, pictures and the
gamut of requiremenis.

"The editors are grateful to Alo Mengistu Bediye who prepared the background paper for this
chapler
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Even the imposing bank buildings are found to be intimidating to the humble city
dwellers let alone lo rural residents. With respect to the latter, the exclusionary
policies in terms of excessive collateral and the lotality of govermmant directives have
important repercussions on the dynamism of the informal seclor.  For example,
informal finance mus! have seen s mast dynamic grewth during the Derge Regime
when the private sector was more or less excluded from the credit facilities of the
formal financial institutions.  Pencds of draught, tight monetary policy, and nsing
urnemployment also impinge on the operations of the informal financial institulion.

2. ORIGINS OF INFORMAL FINANCIAL MARKETS

The Merature on the ongins of informal financial arrangements lays emphasis on two
schools of thought— the financal represswon school and the structuralist schaoal. The
financial repression school apines that informal financial markets evolved as a resull
ol excessive rggulations of the formal financial system These requlations Includa
use of directed credit, interest rate ceilings, and discriminatory credit allocations by
government (Germidis; 1990), As a resull, small savers and borrowers lose access
o formal financial institutiens. real inferes! rates are negative, (oo many and complex
procedures, and insensitiveness o the deposil or credil needs of the small savers
and borrowers. This creates the need for an alternative financial arrangament

The structuralist school attnbules the ongin of mformal finangial arrangements
molives thal transcend the purely economic factors (Hugo 1930)  According to this
school, dualism in the financial markets 15 ascnbed to the populations attachmeant {o
traditional models of behavigur

Although both schools of thought do explain the ongin and durability of infaermal
financiab systems in Ethicpla. the structurahst schoel seems 10 be closer to-tracing the
beginnings as well as: its sustamng factors but neither provides a wholesome
explanation.

The sustainability of the Informal financial arrangement, other than its traditional and
cultural base, owes a lof to the thinness of formal arrangements, ther inefficiency
relative to the informal and red lape as well as the general bamer they imposed
between themselves and the ganeral pubic
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3. INFORMAL  FINANCIAL INSTITUTIONS IN
ETHIOPIA

Although the participants in informal financial activities could be stretched from an
individual marketing occasional loan or accepting deposits for safe keaping, the
commonly cbserved and acknowiedged market players are money-lenders, friends
and relatives and fraditiona! arrangements such as iggubs and idirs

3.1. Money-lenders

The twe major forms of informal finance that attract attention in Ethiopia are lggub
and Idir. They denve their importance from their capacity to meet the parhcipants’
social needs in addition to their significance n terms of saving mobilization and risk
Insurance. They overshadow the /mportance of other sources of informal financial
arrangements including money-lenders  For instance, in the urban informal sector
sample survey conducled by CSA (19986), only 1 3% of the respondents indicated
that they obtained loans from money-lenders usually referred to as “Arata Abedan

Though money-lenders have been the only sources of loans until the tym of the 20th
cenlury in the country, they have been held with disdain and contempt by thé society,
religious organisations and government and regarded as usunous (Dejene, 1983)
Consequently, they carry out their activities under cover and secrecy For example,
no Infarmation on financial dealings are divulged neither an the rate of interest thgy
charge nor on the volume of transaction they undertake (Dejene, 1993),

A recent survey by MoLSA (1597) on “Agncultural Wage Emplovment and Rural Nan-
Farm Employment in Ethiopia™ has produced average intsrest rate paid by various
types of lenders. Table Xil1 shows the survey results on interest cates paid by
borrawers (respondents)

Although the infarmation In Table XIL1 must be used with caution, interest rate
charged by money-lenders vanes from place to place and is the mighest {57%) In
Tigray and lowest {19%) in Amhara. The total average interest charged by money-
lenders is not that much exorbitant a5 usually thought when compared with the other
rates. For example, it is lower than that charged by lenders categorized under
‘others”. Also, the difference between those charged by Idir or local groups are not
wide enough to label it excessive  However Maur (1987) found that interez! rate
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charged by money-lenders varied from 24% to 900% per annum

Tahle X1
Average Interest Rate Paid Per Annum By Type of Lenders (%)

G Lende: T agl 86 Tntal—
No Tigray Amhara | Omomiya | SENNP®

1 Money-Lenders 56 70 1931 42 16 4z 93 3187
? Friznds/Reiatves 66T 793 669 19 49 11.25
3 NGOs T o3 24 82 T81 T 84 G40
A Iehir or Local Groups 631 31 69 1633 3040 2665
8 Banks 9 68 1368 B OC - 10.25
B Olhars 200 4 51 : 531 32 49

*Southetn Natiens Nationalites and Peoples Reguan
Sourch Minisiry of Labour and Soclal Affars 19487

Mauri (1987) also indicales thal the activities of money-lenders managed to flourish in
lowns during the Derge regime  This is most probably due 1o the policy thal severely
rastricted the private sector to access formal finance. This mus! have also been duse
1o the money-lender's flexibility, simplicity and secrecy

3.2. Ilqqub

%
lgguh is an Ethiopian name for ROSCA. lits gngin is traced back o the period of the

Italian octcupation of 193641 durng which people had to find their way out of war
Insecurity and intricacies of urbanization and to have a medium through which they
could save money and raise resources (Pankhrust and Endreas, 1958, Alemayehu,
18685 Dejene. 1993). 1| is formed on the basis of pre-established social ties (Dejene,
18083}, As is the case with ROSCAs in many developing countries, /goubs involve
homaogenous groups constituted by members either from the same workplace or
same ethnic background or same profession. or same neighborhood (Dajene, 1983),

lagubs are not limited by Itvel of income or wealth nor ressdences. They are found in
bath rural and urban areas More surprisingly, people with aceess to formal bank
credit also make use of Iggub. The reasons for people's tendency to use lqquh are
outlined by Mauri (1987) and include easy access to credit, although there is an



implicit opportunity cost on those that have their tums far into the que

tggubs are not imited by income level and invoive people from all walks of life. But
this does not mean that people of varous income levels and/or different social ties
join the same Iggub. It Is unusual to expec! a rural resident farmer to join the fggub of
urban traders. Furfhermore, there s conspicuous differentiation in the basis of wealth
and Income as well as profession  Dejene (1993), for instance, |dentifies small-
traders’ lggubs and big-traders’ fggubs in Ethiopia. He observes that small-traders’
lgqubs are common for the informal sector while big-traders lggubs are strongly
ralated to banks He further notes that big-traders’ lggubs are market (business)
pnented, mora astiutionalized (formalzed) and hence involve higher transaction
costs and have developed sophistcated ways of compensating late collectors of
Tepeed Tund, &bl mamtaining cultural appropnateness.

In his sludy about informal and semi-formal financial sectors. Deene (1893) also
oullines the features of Iggubs  Thisy have wniten by-laws that define procedures
and dutes of participants (bringing two guarantors when thay win the lgqub fund)
They have an erganizer (chaimperson) and a secretary.  They also provide for Setling
conditions of getting priority in collecting lggub lund  For instance, making early
collectors {(withoutl winning lot) pay premium or giving prorty to those in trouble frea
of charge

In addition to confirming that lgqubs make economic sense, they are good staning
paints for savings mobilization in rural areas and are charactenzed by limeliness,
flexibility, self-discipline and collective action. Dejene managed to come up yith
mteresting findings: They include: steady economic growth (market economy) and
employment contribute to lggub expansion; size of Iggub |5 related to transaction
costs (large size fggub involves increased transaction costs). large sze fqqub s
strangly related with banking system (eg depositing lggub money with banks);
ecanomic imporance and formalzation of lggub improves with its size, participation
in more than one cycle is commaon.

These findings throw light en the possibility of using /ggubs as intermediaries for
mobilizing funds from the formal financial nstitutions and take advantage of their first-
hand knowledge about the quality and characteristics of ther members. Besides. the
seamented nature of financial markets may be improved whan financial flow between
the informal and farmal financial sectors increases as growing /ggubs make Use of
much of the banking system faciliies. This needs to be emphasized since the size of
funds mobilized by Iggubs is not something to be ignored, For instance, -a rough
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estimale by Mational Bank of Elhiopia (1985) puts the size of lggub mobilized funds
at 8-10% of GDP

3.3. Mdir

flir 15 also one of the forms of informal finance In Ethiopta. Though mainly meant for
thee burial of the dead when first started during the ltalian occupation of 1936-41, it is
a kind af an insurance schema thal goes beyond the bural of the dead 1o assist the
bersaved financlally and matenally

Here again, the contribution of Dejene (1993) in ennching the ittle researched idir is
worth-mantioming  He identified four types of fdir

- Communily feir (terntonal) — members living in the same area’
Workplace or occupational:
Frands’ fdir — former schoolmates_ close Inends

- Family {dir — blood rélatives;

Cne typa of Idir (which can be fifth type) seems to be missing from the abave list or
does not seem o be éxplictly stated in the list. The missing type is that formed
mainly based on ethnic basis  This type 15 usually chserved in urban areas where
peaple with varous ethnic backgrounds reside

In general, fdir members make regular contributions (weekly, bi-weekly or manthig)
thal can be used dunng mishap o a member [ldir members have also been
cbserved 1o panicipate in development programs such as road construction, school
construction and public wlilites (Dejene. 1893)

unlike most igqubs, Idirs have strong relahons with banks for depositing their money,
This 15 due to ther nature Unless 3 member or his relatve (depending on the
provision of their by-laws) dies or there 15 2 program the Jdir wants to execute, Idir
money may not be needed for use. Until such time; the money is kept at a safe place
which are the banks in urban areas. Only petty cash to cover minor expenses are
heid by the treasurers. This practice also helps Idirs to minimize the risks of
embezzlement  In this regard, Dejene (1983) notes thal bank deposits per /dir
member has been increasing thus evidencing the increasing integration of idirs with
the formal sector Some Idirs have also reached a stage of being transformed into a
formal insurance enterprises (Dejene, 1993)
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A major strength and advantage of Idirs is that they involve no barrier to entry as any
one fulfilling the reguirements of an /dir (e.g. belonging to same area of residence,
workplace. ethnic group, etc.) can in most cases join, regardless of level of income or
wealth, Furthermore, they are culturally appropriate, flaxible, easily accessible and
cost-effective (Dejene, 1893).

Despite their strong relalion with banks, Idirs have shown reluctance to join the
Ethiopian Insurance Corporation’s effort to integrate them with the formal sector
Nonetheless, their importance as intermediaries for mobilizing financial resource has
been growing. A number of NGO's have, for instance. been using them to provide
credit 1o the needy A case in point Is an NGO called ACCORD which has been
using /dirs in Dire Dawa and Addis Ababa to grant loans to the poor  As observed by
a slaff member of the organization in charge of this program, loan recaovery had been
very high, but a major constraint the program faced was that the non-member proor
were excluded since panicipanis were strictly drawn  from idr membars
Furthermeore, /dirs started charging additional fee (leading to corruption) when the
poar who were non-members applied for membership and access loans:

Overall, the |dir has been appreciated by NGOs and other microfinanciars as a
possible instrument 1o reach the poor for the purpose of extending them credit

3.4. Other Types of Informal Finance

4
Informal lotlery |s one resource mobilizing scheme that can be mentioned while
discussing informal finance. |t has become popular amang petty traders and

employees of various organizations. Dunng major religious holidays. it has become
common o observe empleyees of an organization organize a lottery. The prize may
be in cash or in kind or both so that it can be used for the holiday festwities. Petty
traders are also keen in organizing lottery at market places such as “Merkate” n
Addis Ababa and recreation places such as tef houses, bars. etc. Participants like
lottery because it involves huge retum with & small amount of cost in addition to
satisfying their gambling desire.

The other type of informal finance that is usualty observed in Ethiopia is instaliment
buying. Workers and traders also use this type of mfarmal finance in meeting their
credit needs. Workers may buy consumer goods, durable or non-durable, from
shopkeepers with a pledge lo pay at a later date, Pelty traders and micro-entemprise
operators also may buy some goods or raw matenals from big traders on credit  The
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eligibility for such kind of credit depends on usual screening technigues applied by
ihe informal financiers, i.e,, presence of first-hand knowledge about the borrower and
fulfillment of other requirements sel by the creditors.

Many more types of informal finance can be raised.  For example. dining (by workers
with low level of monthly salary) in a hotel on credit or with partial payment, giving a
domestic anmimal to another farmes (in rural areas) with agreement to share the
products of the animal while the responsibility of taking care of the animal remains
with the receiving farmer, joining mahbers (somal clubs) that are helplul to
participants in varous ways

Bul the most ubiquitous informal fAinance schemes, such as money-lenders, family
members, atc. play significant role in the mobilization and dispensation of financial
resources.  As pointed out in the beginning of this chapter, their activities are
shrouded in mystery. Research to uncover these activities is long overdue.

Wha! all these add up to is thal the majponty of the population of the countiy
considered o be poor and living predominantly in rural areas do not have access to
formal financlal faciliies as a result of which a fail-back is made on devising infarmal
ways of meeting financlal needs

3.5. Size of the Informal Financial Market in Ethiopia

Because of the multiplicity and secrecy that shroud and cover the operations of %u
informal financial markets, it is near to impossible to measure the volume of financial
transactions undertaken by the different market operators. However, it could be
postulated that il is as big, if not bigger than, the formal financial institutions in the
country.

On a purely conjectural basis, assume that Birr 10 is transacted either in the form of
depasit or credit per capita per month. On the basis of this supposition, informal
financial transaction was about Birr 7.2 billion in 1938 This estimate may seem to be
on the high side but considering the fact that "even pecple living in poor areas save”
{Dejene 1983) and barrow, this esfimate may nol be cutlandish. Almost everybody,
everywhere in the country, either saves with or borrow from the informal market.
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The size of the informal seclor activiies can also be measured using a crude
indicator represented by the ratic of currency outside banks to narow money, Table
X112 shows the trend of the size of the informal sector by this measure

As shown in Tabie X11.2, the ratio of currency cutside banks to narmow maoney showed
an increasing tendency during the period before reform (before 1992/93) while it
decreased during the reform period, This measure may be indicative of the alienation
of informal cperators from the formal seclor during the Derge Regime while after the
reform the ratio started showing a dedlining tendency, although it still remains very
high,

Table X2
Size of Informal Sector as Measured by Ratio of Currency
Outside Banks to Narmow Money

Yoar Currency Outside Harrow Money Ratio
Banks {Million Birr) (%)
108788 19043 9108 49
15E8/85 21818 A174 4 h
15ES/E0 27353 4550 0 54
1990781 3BT 4 G131 7 62
1991/92 43158 B845 1 B3
1992/63 48850 715 B3
1993/94 51588 83732 A2 4
1994/95 58433 | 99050 53
185596 365921 95615 G0
195687 52366 100739 52

Source’ Mational Bank of Ethiopia, Quarterty Bulleting Vol 12 No 4
Fourth Ciarter, 1899697 and own computation

Afthough currencies oulside banks are the only medium of exchange In a country
where alternative means of payment do not exist, they may also give a crude
indication of the size of the nformsal finance since these must also be saved and
used. 1 should of course be bBom in mind that the size of the infarmal sector remains
speculative. The only sure thing that we can defintaly say is that 1 is large



4. LINKING THE INFORMAL FINANCE WITH THE
FORMAL FINANCE

4.1. Importance of and Possible Ways of Links

The Ethiopian credit market remains highly fragmented. As a result, financial flows
between informal and formal seclors are restrcted as each sector serves only a
distinct group of the soclety.  Financial resource allocation is, therefore, Inefficient
because there is imited chance of mobilizing financial resources from one market to
another

Each financial sector has its own advantages. The formal sector has the capacity of
provading large amount of funds 1o non-informal sector borrowers.  However, il is
reluctart 1o provide loans lo the informal sector because it involves high transaction
costs and problems of screening and enforcement are immense. On the ather hand,
the informal financlal sector has the capacity of reaching market niches not served by
the formal séctor For efficient ulilisation of financial resources which are very scarca
in developing countries like Ethiopia, the need for linking thé two sectors s
considerable since there |s a substantial benefit in making use of the advantages of
both sectors for the betler Besides, the negative effect resulting from absence of a
link between the two markets outweighs the benefits from specialisation (Aryeetey,
1987} By forging links, therefore. o is possible 1o reduce the size of money that stays
out of the hands of banks and is immune o the influence of financial authorities, "

A number of ways of inking the informal and the formal financial sectors have been
perDEEd‘by economists and policy makers. One way is through channelling the
surplus in the formal financial sector to the informal sector operators who have a
comparative advantage of reaching the vast majority of potential borrowers. This
could be funclionalized by providing credit to the semi-formal sector (on wholesale
basis) and through it to the informal sector  f possible, direct selling of credit to
informal intermedianes such as village money-lenders should also be explored. For
instance, in the Ethiopian case, Iggubs, fdirs and other self-help associations and
SCAs can be used for this purpose

Innovative schemes and the devising of new formal financial instruments are neaded
lo integrate the formal and the informal. One way 1o do so is 1o engage money-
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lenders and institutions such as fggub and ddir not only to provide leans but also to
collect deposits. Maoving banks in the form of bank vans ta cover rural areas are also
passible means to reach the under-banked rural miliey

To enhance the linking efforts, governments are also required to pave the way by
enacling policies and procedures that create a conducive environment. To avoid
problems of stff regulation of informal institutions, Popel (1994) recommends a
proactive approach ‘consisting of providing legal. regulatory, and prudential
framework  |hal fosters, and when possible. accelerates financial markeat
development, This framework supports the setling up of mechanisms. institutions
and Iinstruments that promote and facilitate this development as the ECOTHIMY Qrows
and market functions expand”

Barnks could dlso be required 1o open branches in the rural areas for every branch
they open in the more profitable urban centers

Informal intermedianes need to be allowed 1o grow so that their integration with the
formal sector improves.  As witnessed by Dejens (1593}, for instance, Igagubs'
refations with banks grow. when they grow, thus facilitating the integration process,

Government efforts can also be geared towards helping the integration through fiscal
incentives. It may be of benefit if fiscal incentives ars given to formal institutions that
allocate wholesale credit through semi-formal and informal agents (Aryeetey, 19978

The informal intermediaries such as lgqub, idir and other self-help associations are
regarded by many as goed starting ponts o enhance the link between the two
sectors or having the polential to evelve into @ modern bank (lggub) or insurance
company (fdirj, Some NGOs have made use of these arrangements In credit
pravision to the poor,

SCAs can also be transformed into formal financial institutions if allowed to form
credit union banks by pooling their resources together

The Govermment has recognised the impordance of the informal sector and

consequently has made a number of moves o promote the sector. Proclamation
(Me. 40/96) providing for the licensing and supervision of migro-finanaing institutions
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i5 one example. The other s the strategy being worked out to promote micro- and
small-scale enterprises, Taking advantage of the above proclamation, -aboul seven
micra-financing Institutions have indicated their willingness to graduate themselves
into banks  In addiion to the above, the Agncultural Co-operative Societies
Praclamation issued in 1984 and a proclamation being worked on to provide far other
forms of co-oparative societies including SCAs can be of immense assistance in
improving the integration process

Bul, as observed in many areas of economic activity, the government's expressed
imentions ard what is actually observed are inconsistent.  VWhat 15 needed 15 a
proaciive arrangement where by legisialive intentions and measures are fransfarmecd
into reality

Box XL
INTEGRATION OF THE INFORMAL SECTOR WITH THE FORMAL
SECTOR

Lising a crude Indicator of the size of the informal seclar, a posilive integration trend
has been witnessed after the reform. The size of the activity of the informal segtor

may be measured by the ratio of currency outside banks to namow money

The ratio showed an increasing tendency before reform while it showed a decreasing
tendency after reform thus indicating less and less money is kept out of the formal
s=ctor which In other words means the mformal sector is coming closer to the farmal
seetor more and more. This is 2 good achievement that the reform has brought

about




X
PUBLIC FINANCE AND FISCAL POLICY

1. INTRODUCTION

We are living in a world of scarcity |f resources ware not scarce, we won't have
economics as a discipline nor would there be economic cholce since by definition
econamic cholce is constrained choice. Accordingly, the soundness of an economic
policy is evaluated in relation to s alternatives given the constraints under which it
operales, One area of economic policy where the wish le do a lot by governments i5
serigusly constrained by the avaifability of financial resources Is the area of fiscal
policy Because of that, governments are usually forced o make hard choices aboul
where {0 spend the resources they raised and what instruments they use to raise the
resourges they need for their vanous programs |n fact most politicians, almost
always but particularly during election times, find themselves promising a lol of
programs to their constituencies only to break them durng budgel nagotiations
because they quickly learn that they cannot possibly fund all of these programs even
it they are convinced of their value Thal is why economists usually suggest that if
one wants to raaily know where the hearl of a politician lies, one need to look at
where hefshe stands on the budgetl In countries such as Ethiopia, a careful look at
the government's revenue and expenditure policy usually gives a better clue at the
government's overall intentions and direction rmare than official propouncements
about policy directions L |

There is another reason why we need o take a closs look at public finance Since
the Keynesian revolution in macroeconomics and the expansian In the role of
government in the economy, government expenditure has become an impartant
element in aggregate demand with serious implications on the macroeconomy of a
country. In the Keynesian framework, activist policies |ustified the intervention of
government on a number of grounds  First, free markefs under-provide 'public’
.goods suoh as national defense, law and order, primary education, basic health-care
sarvices infrastructure, and research and development Second, markets can over-

produce goods that impose costs beyond those borne by the producer such as traffic
congestion, pollution, the depletion of natural resources, and so onp  Third, the
existence of monopolies, the lack of fully-developed markets and gaps in the supply
of information may result in inefficient resource allocation and yield savings and
investment rates that are less than optimal, Under these siiuations, it was presumed



that the market mechanism, left by tself, will obviously fail to produce sufficient
growth and macroeconomic stabiity Thus government intervention through the
provision of public goods and services and public investment using taxes, subsidies
and other instruments was justified to correct market failures.

On top of these, the existing situation of developing countries further justify the
active participation of government Ceveloping economies were and still are
characterized by underdeveloped physical and social infrastructure, low lavels of
savings and investment To foster economic growth and break the wvicious cycle of
poverty. therefore, government has o provide the above mentioned basic services
which are under-produced or not produced at all by the private sector This, in effect,
provides a ralionale for a rapid expansion of public finance in developing economies.

This expansion has also taken place in Ethiopia in the last four decades with a more
dramatic expansion n public finance following the 1874 revolution, particularly after
the nationafization of privale proparly As intimaled in earller chapters, the
government took the responsibilily for the micromanagerment of the economy |eading
lo the broadening of the public seclor and s respansibllities even much beyond
whal is recommended by Keynesian or even traditional development theory,

The neo-classical counter-revolution in economucs, the ecanomic problems faced by
"dirigisfe” regimes all .over the world, particutarly the inereasing fiscal and balance of
paymen! deficits in most developing countries, coupled with the victory of
conservative governments in the late 1970s and 1980s which tilted development
polbcy in favor of economic conservatism in multilateral financial institutions gall
combined to guestion the validity of the expansionist policies of the Keynesian era
The: excessively expanded public sector was partly blamed for the economic
prablems of the Third World because:of its Inherent inefficiency and the collapse of
the socialist bloc lead to the crowning of fiscal conservatism and limited government
intervention as the most prudent economic policy to follow for developing countries

Mevertheless, In Ethiopia, government is still 2 major player in the economy and is
likely to remain so for some time to come. This is basically because of the apparent
dearth of infrastructures |ike roads, social services such as health-care services,
schooling, and So on that are at present less affractive for the privale sector
Furthermore, the generalized weakness of the private sector to play its leading role in
the foreseeable future necessilates a more active role for the government in tha
economy For all these reasons, government will remain important in the Ethiopian
economy and hence, the need to understand lis finance We have, therefore,
devoted this chapter io carefully look at Ethiopia’s public finance and its frend over
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the past sixteen years (1982/83-1887/38), extending nine years inta the 'Derge’
reqime and seven years into the present government

in the fallowing pages, we will first review the fiscal policy of the country including
the recent fiscal decentralization and #ts effect on government finance The secand
section will lock at trends in government revenue and expenditure in the reparting
period. The following section looks at the magnitude of the public deficit, various
mechanisms of deficit finance and their effect on the macroeconomy. The fourth
section discusses the structure and trends in public debl and debt servicing in
Ethiopia and the final section concludes the chapter by looking at the policy issues
and challenges facing the country in relation to public finance

- FISCAL POLICY

Government and the private sector share the responsibility of producing goods and
services and the allocation of resources, though the share of these sectors might
differ frem country to country To perfarm the duties it assigns itself, the government
need 1o raise revenue through taxation, and other miscretionary measuras.  Fiscal
policy refers to the palicy of the government employed to raise or mobilize the
necessary revenue, from whom to raise this revenue, to determine the burden of this
tax on different groups of the society and finally to decide how to spend the revenue
thus ralsed more rationally In short, fiscal policy is the policy of government on
taxation and expenditure management "

Because of the farge size of its pocket, the government can dehberataly manipulate
s revenue (more specifically taxation) and expenditure (budget) to influence
apgregate demand to. maintain growth and stability in output. employment and
prices A sound fiscal policy, therefore, helps to shmutlate economic grawth, allocate
resgurces to the best possible uses in the economy, redistnbute Income and wealth,
and enhance effective mobilization of resources

I Th data source for the peper is mamly from published and unpubished documents of Mintstry of Finance
Lhe data for povermment finances (revenue and exponditure) are entirély eollected from the fourieen nnmually
prabilishied accounts of Ministey of Fmnance, ~Annual Fudpetary Bevenue and Expenditure”  Regarding public
b the datn arc upain obtaned from ufptibbshed documents of Mimstry of Finance particularly Credit and
tmvesiment Prepartrment. These data are compiled and analyeed moa paper by Netsanet Walelign commissioned
fhr this report: eftstied “Tublic Frmange and [eb in Frhiopia © The complete toxt and data of that papr ik

monlnhle dremm the BF A sccrctarad
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2.1. Recent Developments in Government Revenue Policy

Since the overall orientation of the Ethiopian ecopomy during the Derge period was
geared to expand the state sector even in the minutest of productions and
deliberately discouraged the private sector, it would be meaningless to evaluate the
government's revenue policy in terms of s rationality and its confribution to
economic growth and efficiency. The disincentive effect of its income tax policy on
the economically active population (@ marginal tax rate that goes as high as B5%)
and the total corruption of the whole system that this brought about are too well
known to repeat here \We, therefore. concentrate on the changes that took place
since the overthrow of the Derge for detalled evaluation

Since 1991/82 a number ol amendments on exsting tax structures (e.g personal
incoma tax, corporate tax, and sales and excise lax) and new (ax [aws (8.9 miming
income tax, capital gains tax and rental tax) have been intraduced. In genaral
tarms, afl these measures basically aim at rationalizing the tax struclure, broadening
the tax base and reducing the marginal tax rates’ It is also the government's hope,
as stated in Ministry of Economic Development and Cooperation (1997), that these
measures will stimulale economic growih, overcome fiscal imbalance and avold
economic ineficiencies

Two amendments on personal income tax have been effected since the iast
amendment of Proclamation 173/1961 by Proclamation 15578 in the previous
reqime.  The first is Proclamation no 30/1982 and the second Proclamation
10711884 The first amendment infroduced a number of changes over the income tax
law of the previous regime First, the |evel of manthly income free from taxation Mise
from Birr 50 to Birr 105 Second, the inceme brackets were reduced from 1610 9. An
impartant rationalization warth neting is, starting from the second income bracket up
to the eighth bracket, the marginal tax rate increased by 5% on every additional
monthly mcome of Birr 300, Third, the maximum marginal tax rate was reduced lo
50% from & previous high |evel of B5% The second amendment, Prociamation
107/18894, raised the untaxabie income level to Birr 120, sgueszed the Income
brackets to only § and reduced the maximum marginal tax rate frem 50% to anly
40% °

" A marginal tax rate ts the 1ax paid on additienal o moremental fnoomme By defimition, it i the ipcreass in
Laxes patd divided by the increase in income
! 'Refer to Annex A Table 1-and 2 {or details on both proclamations
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The amendments by these proclamations enabled tax-payers 1o have more
disposable Income compared to that of the previous regime In essence, they are
sort of incentives for hard work for employees, particularly for those who once had
been surrendering 85% of their income as tax On the government side the impact of
these amendments are obviously contraction in government revenue

Proclamation 107/1994 also amended business income tax and tax an other profits.
The profit tax rate for any organization except mining has been reduced from 59% to
40% on annual profit This has been further amended by Proclamation 38/1986
which reduced the rate of business income tax to 35% The intention here |s fo
encourage investment while at the same time to minimize the incidence of tax
evasion through reduction of tax rates and broaden the tax base to raise lax revenue

With the view of broadening the tax base and increasing its revenue, the government
has also issued new tax laws namely mining income tax, capital gains tax, and tax
on rental income  Proclamation 53/1893 sel a mining income tax rates of 45% and
35% of the annual taxable income of large-scale and small-scale mining llcense
holders, respectively The Mining Income Tax Amendment Proclamation 23/1986
reduced the income tax from large-scale mining activity by setting a uniform rate of
35% irrespective of size In both these proclamations, artisanal mining |s exempted
from payment of any tax

Proclamation 108/1984 introduced 8 more controversial new tax called capital gains
tax, This is a lax to be pald on gains real2ed from the increase in the value of
.capital assels such as shares, bonds, and urban houses at a rate af 30%. Regional
governments are entitlied to impose an additional 10% tax Aggregate annual gaths
of less than Birr 10,000 |s exempted from such a tax [t (s a contraversial tax that has
affected business transactions particularly in relation to the purchase and sale af
houses considerably.  Critics. argue that the svaluation mechanism used for
assessing . capital gains s Tiowed, arbitrary, and exorbitant Typically, the
government does not accept the claimed purchase price Instead, it does its own
evaluation first and takes the largest estimate belween s own estimate and the
claimed transaction price.  There are repontedly lots of transactions that were not
consummated after the agreement between buyers and sellers was: completed
because of sellers’ reluctance to pay the capial gains tax requested By the
government, In a country such as Ethiopia where the most commonly held asset by
a large number of people are houses, this is sure to have a negative effect on overall
pconomic activity and s not ciear |f the expected positive effect on government
revenue will be that significant compared with its negative effect |n limiting
transactions in houses



Proclamation §2/1883 re-introduced rental income tax which was repealed by the
‘Derge” regime following the nationaiization of rented urban houses Rental income
tax |5 Imposed on income generaled from renting houses, buildings, materials, and
goods The law exempts the first Bir 1,200 annual rental income and imposes rental
tax rates ranging from 10% to 45%, on annual rental income higher than Birr 1200
Here again there is a lot of ambivalence about the high rate of tax in this category
Critics belleve that such a high tax has a strong disincentive effect particularly on
real estate and through it the construction industry In addition to the very high cost
of urban land, particularly in Addis Ababa, very few people are expected to ventura
Into this business |f they have to surrender such a |arge amount of their gross rental
income in the form of tax Already we have started hearing about diversian in the
use of some new bulldings in the city from their intended purpose most likely lo
avoid this tax Ina eity known for its shorlage of houses, this is certainly not going to
heip alleviate this critical problem

Sales and Excise Tax Proclamation 68/1993 replaced the previous general sales tax
The proclamation divided the general sales tax into sales and axcise taxes These
laxes are 10 be /mposed on goods produced locally, goods imparted, and services
rendered locally’ A 5% sales tax is imposed on agncultural products, resources and
other products such as pharmaceuticals, hides and skins, alc. thal are detalled under
26 categories In the proclamation The law imposes a 12% sales tax on both
imported and domestically produced goods other than those mentioned above A
sales 1ax of 5% 5 also imposed on such sServices as cantractors,
tefecommunications, garage, laundry, auditing, hair dressing and beauty saloon, ete
whose daily sales is between Birr 25 and 50 and 10% for these with dally sales
mare than Birr 50, The law alse exempls some goods from sales tax particul®dly
tood, fertilizer, petroleum and petroleum products, works of art, collectors' pleces
and antiques efc. In this proclamation an excise tax ranging from 10% to 200% (on
pure a!cnhnlj is introduced on & wide spectrum’ of goods grouped under 17
categories.*

Many amendments have also been made regarding foreign trade taxes Of thesa, the
most important 1s the procfamation ta Cancel Taxes and Duties Levied on Expor

! One such a:sales tax that generated & lot of controversy in the industry s the sales tix om inlerest income
eamed by hanks Wi this tax was levied oni the service provider Hmnkaj the lafter transfierred it to the service
retipient 5o that the Borrower now pavs, i addition 1o the mterest on the loan, 3 9% additional payment on the
intergst heshe pavs
' There i alyo @ strong controversy ont this tax Tn additson 1o the hugh exoise tax rmposed o dusteies such as
soff drimka. the recemt nddition on the plastics mdustrs has geperaled very wide crticiam n the busimess
coinimmmiy
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Goods (38/1933) which canceled all laxes and duties levied on exports, except the
one on coffee  This proclamation |s expected 1o help tewards the diversification of
export and impraove bolh the quality and quantity of exportable goods and make them
competitive in the world market. Ancther proclamation (8%/1843), further established
aexport duty incentive scheme

Furthermore, Council of Ministers Customns Tanff Regulation 122/1383 replaced the
previous taritf schedule which contained 159 specific rates and 25 ad valorem rales,
ranging from 0 to 230 per cenl The new regulation specified taritfs containing only
three tems and 10 ad valorem rates ranging between O and 80 per cent Custom
duties ranging from 5 to 15 per cenl were also imposed by this same regulation on
previously freely imported goods. This regulation was then amended by the Council
of Ministers Customs Tarfl Regulation 2/1888, which reduced the duty from its high
rate of B0 per cent lo BO per cenl. All these amendments are expecled to libaralize
the country's loreign trade sector by opening s market for imports and thus loroing
domestic producers o be more efficient and competitive wilth international producers
as suggested by the Structural Adjustment Program Whether these measures will
really lead 1o Increasing the competitiveness of domestic industry or, as some local
producers suggest, 1 will result in the clasure of many manufacturing concerns
leading to turther de-industrialization, remains lo be seen

2.2. Recent Developments in Government Expenditure
Policy

Cne way to mummize the government fiscal gap (L& reducing the gap I}Bmén
domestic revenue and expenditure) is expenditure reduction.  This was the approach
followad by the Ethiopian government since the Structural Adjustment Programme
togethier with the affort to boost revenue. Resources have thus been shifted from
defense to social sectors (like education and health) and economic infrastructure
More importantly, however, public expenditure review has been initiated and followed
since 1993/94. The purpose being to systematically analyze public expenditures to
improve their allocation and efficiency. Ministry of Finance [15897) aptly states that
" with the help of these penodic reviews, thers is a8 great prospect to reduce
unproductive spending, rationalize the budgst and stimulate efficiency and growth”
One new and crucial element of this rationalization process for Ethiopia is the
process of fiscal decentralization that was introduced in 1552 The following section
looks at this process in Ethicpia in greater detail



2.3. Fiscal Decentralization

Diecentralization is a widely debated subject in both the literature and among policy
makers ° It could be performed through deconcentration, delegation, devolution or
some combination of these® Proponents of decentralization argue that local
management of resources responds better to local preferences Assignment of
expenditures to the lowest level of government, they argue, is consistent with
afficient performance since local administrations are accountable to local tax-payaers,
etc, In any case, fiscal decentralization addresses the fiscal relationships between
central, state and local governments It determines which taxes are to be collected
by federal and |ccal governments and the expenditures to be covered by the various
levels of governments and so on

With the introduction of Proclamation 3211592, Ethiopia has started following a new
course |n its fiscal pollcy The proclamation defined the sharing of revenue betweaen
the central government and the nationalregional self-governments. IL thus formed
the basis for the fiscal decentralization process underway since the 1992/93 fiscal
year. |n Articie 3 of Proclamation 33/1892, the objectives of revenue sharing are
explained as,

| o enable the central government and nationalfregional governments afficiently
carry out their respective duties and responsibilities,
il to assist nationaliregional governments develop their regions on their own

initiatives,
iii o narrow the existing gap In developmen! and economic growth between
regions, and L1

v o encourage activities thal have common Interest Lo regions

In essence Proclamation 3A/M19%2 is effected to implement Prociamation 7/1892 that
officially established national/regional self-governments [t was In Article 35 of
Proclamation 7/1982 that the sources of income available for nationaliregional self-
governments were identified as. first, revenue collected from taxes allocated to them)
second, gfants to be given by the central government, third, domestic borrowing, and
fourth, other sources of income

" Boe Prud” homme {19957, Mclre { 19951, Sewell (1996)

* Deconcentration 18 the distribution of sdminisrative fonctions with in 1 smele admimistrative herarchy. For
inctance the reporting by different regonal bureaus 1o respective Federal line ministries.  Devolution is the
assipnment of sdmimstration fupction to autonomous o semi-aatonomous admmsirative erarchiens The
natioralregional self-governments of Ethiopia are good sxamples
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The sharing of revenue between tha center and regions is indicated under Article 4 of
Froclamation 3371992 to be based en 1) ownership of source of revenue, i) the
national or regional character of the sources of revenue, iii) convenience of levying
and collection of the tax or duty, iv) population, distribution of wealth, and standard
of development of each region. and v) other factors that are necessary for an
integrated and balanced economy  Accordingly, Article 5 divided the revenue
sharing into three categanes center, region and joint In the first category Is revenue
o be collected by the center such as

. duties, taxes and other charges levied on the imgofation and exportation of
goods,

- Parsonal income tax collected from amployees of the central gavernmaent and
international aorganizatrons,

. Profit 1ax, personal income tax and sales tax collected from enterprises owned
by the central government,

. Taxes collected from national lotteres and other chance winning prizes,

. Taxes coliected on income from air, train and manne transport activities,

. Taxes collected from rent of houses and propertes owned by the central
governmen

= Charges and fees on licenses and sefvices ssued or rendered

In {he second category s revenue 10 be collected by the regions including

= Persanal income tax collected from employees of the regional governmaents,

= Rural land use fee

. Agrnicultural income tax collected from farmers. not incorporated n an
organizaetion,

* Profit and safes tax coliected fromi individual traders,

* Taxes collected from rent of house and properties owned by the regianal
gavernments

* Profit tax, persoral income tax and sales tax collected from enterprises owned
by ihe regionsl governments

. Charges and fees on licenses and services issued or rendered by the regional
governments

Firmally, in the third category is a |oint revenue for tha center and regians, |ike
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. Profit tax, persenal income tax and sales tax collected from enterprises jointly
owned by the center and regions,

. Profit tax, dividend tax and sales tax coliected from organizations,

. Profit tax, royalty and renl of land collected from large-scale mining, and
petroleumn and gas operations, and

. Forest royalty

The proclamation also indicated that the revenue sharing will be done based on the
recommendation of the committee assigned by the Prime Minister and accountable
to the Council of Ministers. Furthermore, Proclamation 33/1992 put in Article 7 that,
national/regional governments will receive subsidies from the center. The practice In
the provision of subsidies to regions is given in Box 1 below
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3 THE STRUCTURE AND DEVELOPMENT OF REVENUES

The previous section has reviewed the major fiscal policy measures taken singe
1991/92 Most of these measures are effected through amendments of existing tax
proclamations {Proc. No: 3071892, Proc. No. 107/1892, Proc Mo. 30/1886, Proc No
BAE/1853) and introduction of new tax proclamations (Proc No 531993, Proc Mo,
62/1993 Proc No 10B/1854) The (ntention of all these senes of measures s
justified by the government on the grounds of broadening the tax base, ease of
pdministraticn, and equily The uitmate impac! of these changes will, however be
iih 1he size and structure of government revenue: Accordingly, this section will follow
the changes observed In government revenue from policy changes and other factors
The analysis will focus on the sodeen years beginming 1882/83 to 1997/98 where the
most recent complete data s available, o enable lhe reader o compare and contrast
the revenue position of the two regimes

3.1. Tax Revenue

Tax revenue constitutes the lion's share of government revanug I the sdeen years
period under consideration, taxes contributed, on average, about 69 4% of the total
domestic revenua of which 38 8% is direct tax and 28.6% and 31.0% are from
indirect and foreign trade taxes respectivély. Expressed as a ratio of GNP, tax
revenue is on average well above 12% of GNP at current market prices.

Tax févenue has shown substantisl changes ooth in'ierms of sze and structgre
during the sixteen years period Tax revenue has jumped from 1.6 Billion Birr in
19RZ/83 ta 5 3 Bilbon Birr in 1297/88 The largest amount of tax revenue collected
during the previous regime was 2 37 billion collected in 1588/88. The recent increase
i taxes 1s mainly from the introduction of new taxes such as revenues from urban
land lease, mining inceme tax, rental income tax. and so on. Another factor that
contributed to the nse in iaxes is the increasing effort exerted in improving tax
administration by the regienal governments particularly since fiscal decentralization
The tax revenue collected from reglens increased from 531 million in 19593/54 to 830
million by 4985/9% and 984 million in 1997/88, aimost doubling In just four years.
This Is a clear Indicator that regional governments have impraved their tax caollecticn
capacity significantly. Equally importantly, the increase in overall economic activity,
as indicated by a 5 4% average annual growth of real GOP during the five years of
the new government, has broadened the tax base allowing an overall increase In tax
revenue.



Tabile XIIL1
The Growth of Tax Revenue

Average Annual Tax Revenied Tax Revenue
Period Lovetn (Miton. | GNP =t askat Dumestic. | Yeas Annial
Birr) Price Revenue
1882/80 — 188081 1.861.8 139 0.0 34
199192 - 189798 EREE ] 108 [0 163
19682/83 - 199708 43548 a7 BO0 190
1B82/B3 — 1968585 2.747 8 128 684 B

Source. Calculated from Ministry of Finance, Annual Budgetary Revenue and Expenditure, various
YEars.

Owver the sixteen years pericd, tax revenue has registered an average annual growth
of 8.1% A dramati¢ Incroase is, however noted since 1881/93 During the nine
years pericd (1982/83-1960/91 ) tax revenue has shown an average annual growth of
anly 3.4% and, stlll worse, foreign trade tax has been declining on average by 0 3%
annually. Conversely, the seven years period of the new regime (1991/92-1997/98)
has witnessed an average tax revenue growth of 16 3% per annum, Even if we start
from the high level of tax revenue achieved by the Derge regime in 1988/89, there |s
8 144% increase in tax revenue by 1897/88

Table Xil.2
Tax Revenue Structure

I o Direct Tam/ indirect Tax! Foraign Trade 1
| Total Tax Total Tax TawTotal Tax !
158283 - 1950/81 315 a7 %38

1991/92 - 1937/98 =3 270 v

1992/93 — 1897/08 412 35 438

1982/83 — 1637/38 388 255 6

Source: Ministry of Financs.

Laoking at the structure of tax revenue in the pre-reform penod, direct {ax was the
major source followed by indirect and foreign trade taxes  This structure is altered n
the post-reform period where foreign trade tax has become the major source of tax
revenue followed by direct and indirect taxes (See Table Xl 2 above)



As can be seen from the above table, the foreign trade tax has significantly
increased its share of the tax revenue mainly because of a significant increasa in the
actual value of taxes collected from foreign trade aithough the other items were &also
increasing. Foreign trade tax increased from 484 million in 1990/91 to over 2.2 billion
by 1887/88. This was a more than five-fold increase compared with a 125% increase
in direct taxes and a 55% increase in indirect taxes over the same period. The very
high increase \n foreign trade laxes is interesting as it was taking place while tax and
duty rates an foreign trade were being reduced. While there was an increase in the
volume of foreign trade dunng this penod to account for some of this increase, a
good part of the increase is a result of an increase in value owing to an increase in
impor prices in birr following the devaiuation of the currency in 1982’

3.2. Non-Tax and Capital Revenues

Mon-tax and captal revenues which include all domestic revenues other than taxes
(such as charges and fees, sales ol goods and services, residual surplus and
investment income, sales of movable property, and repayment of loans), constitute
on average 30 5% of domestic revenue [ts actual value has increased from 816
million birr in 1990/91 to about 3 billion birr at the end of the reporting period. As a
ratio of GNP, it has baen 5 7% on average over the sixteen years period. Table XI11.3
below reveals that dunng the perod under consideration non-lax revenue has risen
on average at 18 3% per annum.  Like the tax revenue the increment in non-tax
revenide is quite significant in the post-reform period (about 38% per annum if we
start in 1821 and 43 6% if we ignore the abnormal year of 1981) compared to il&
pre-reform period (which was only 4 8% per annum),

This increment is partly due to better financial performance of public enterprises and
the resulting rise in residual surplus, capital charge, interest payments, and state
dividends to the central treasury. Ancther important factor that coniributes to the
inerease in non-lax revenue, although this is a2 onedime increase, is the large sum of
proceads oblained from privatizing public enterprises. Privatization accounted for
17.2% and 13.1% of the federal nondax revenue in 1886/87 and 1897/88,
respectively. While the proceeds from privatization increase revenue, the
government will lose the annual revenue collected from these enterprises in the ferm

" (ther factors might have also contributed to this rapid rise i foreign trade tax. This mecludes the transfer of
irmparting and exporting to the private secior which made the government more diligent in collecting taxes and
a posmble shift i imports froem: Jow-taxed caprial poods 1o higher-taxad consumer goods: (See Befekadu,
1908
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of business profit, residual surplus, and capital charges. The net revenue implication
of privatization, therefore, need to be assessed by considering these conflicting
tendencies. What is clear, however, is that there will be a shift of revenue from the
center to the regions since private unincorporated firms will be taxed by regional
governments

Table XIil.3
The Growth of Non-Tax and Capital Revenues

Average Mon-Tax : on- Fa Average
Period Annual Leveds | Revenue’ GNP 5 Annual Rote of

(MAillion Birr) ot Market Pnce s Growth
1882/83 - 1590/91 B780 61 300 448
196192 - 1897/88 17890 51 3.4 57
1592/93 - 1897/98 20998 58 |7 418
1882/ - 1997/98 1,.281.3 57 305 182

Source: Ministry of Finance

3.3. External Grants

External Grants showed a remarkable growth of 34 2% per annum on average. It
rose to a high amount of Birr 1.3 Billien in 1897/88 from its low level of Birr 289
million in 1982/83 As Table Xl 4 indicates this upsurge In external grants |s
recorded in the post reform period, where it grew by 52 5% per annum in local
currency, This could be attnbuted lo the massive support of the bilateral and
multitateral donors and creditors in relation to the structural adjustment programme
Devaluation has exaggeraied the value of the grants in birr as can be seen from
Table Xl 4 below. The external grants constitule cash grant, technical assistance,
and counterpart fund. Technical assistance accounts for a good proportion (80,6%)
of the external grants on average over the reporting time atthough the propartion was
declining especially after 1981 from a very high level of 88% |n 1982/83 and around
77% in the last three years of the previous regime The significant decline in the
proportion ‘of technical assistance in foreign grant starts with the introduction of
counterpart fund beginning In 1993/94 which starts to sccount for an Increasing
proportion of the total grant Counterpart fund, which was as high as 1 1 illion birr in
1883/94, is external grants exended in cash form andfor in-kind (fertilizer,
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pharmaceuticals, consiruction materials, and so on). The cash grant is commonly
used by government for forelgn exchange auction and the Birr will then enter the
central treasury, Likewise, the proceeds from sales of material grants in the domestic
market, also enter the central treasury.

Table XIIl.4
The Growth of External Grants

Amrmge Arvnual Extermal Grants/ External Granis/
Pariod Lerveln GNP a1 Markst Demestic ’&m‘?ﬁ
[Mhllion Burr) Price Fermnie
1582/87 - 1980/91 46T T iz 16.2 19.8
1991/92 — 1997/58 1,362 1 42 266 450
19927593 - 1997198 1.642 1 48 o 525
1082/83 - 1967 /98 a7z 37 207 ina

Source, Minstry of finance

Flg. %11 TRENDS |N EXTERMNAL GRANTS (1382/83-1997/98) IN
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4. THE STRUCTURE AND DEVELOPMENT OF
EXPENDITURES

Government expanditures are composed of recurrent and capital expenditures by the
Federal Government and RHegional Governments The former basically contains
oullays to run the state organs and is of recurrent in nature.  The later, however, is
outlays for the acquisition of fixed assels and could be referred to as governmaent
devalopment expenditure

These expenditures are financed from revenues mobilized through fiscal measures
as discussed In the preceding section. Managing these resources carefully and
putting them to' an optimum use al a minimum cost s a necessary condition to
achieve economic efficiency and to increase the welfare of society Therefore, as
stated in Ministry of Finance (1997) government expendifure policy must take into
account both the cost effectiveness of each public programme and the most
desirable mix of public sector output, in terms of the overall social return on the
Investment, in order lo ensure that maxmum benefit is dernved from public capital
expenditure with high leveis of productevity This section thus looks into the
developments in government expenditures both in terms of size and structure during
the fourteen years pericd

Table XIIL5
Composition of Government Expenditures
Tetal Expendiurs) Recurany Capital Avorsge W
Parbod GHP gt Mariket Total Tedal Anrsal Rate of
Price Expenditure Expenditure Growdh
1882783 - 1990/91 N3 895 ENE] ay
1991/92 1597/98 240 B4y B3 a7
18992/83 — 1997/58 245 625 E 7 182
| 1882783 — 1897/58 281 674 326 a.1

L
Source: Ministry of Finance

Government expenditure in Ethicpia, on averages, accounted for about 28, 1% of GNP
in the reporting period. This ratio was 31 3% In the pre-reform period and dropped
te an average of 24 5% after the reform  When compared {o the ratic of domestic
revenue to GNP of 18.3% in 1882/83-199/98, the expendrture to GMF ratio is
remarkably high indicating that the government 1s spending money it does not have
However, in the reference period expenditure has been growing at an average rate of



B.1%, while domestic revenue has been increasing by 10.6% gradually narrowing the
gap between revenue and expenditure

4.1. Recurrent Expenditure

Recurrent expenditure has substantially increased during the total reporting period
fising frem its low level of Birr 2.6 Billion in 1982/83 to a high of Birr 7.1 Billien in
1987/98 It has grown by an annual average rate of 7 4% in the sixteen-year period,
As can be seen from Table XIIl.7 below, again the growth rate during the Derge
period was substantially lower than the post-Derge period. Recurrent expenditure
was growing only by 4.9% per annum in the former period while it grew by 10.7% per
annum in the post-reform period In general and 14 3% beginning 1882/83, One
possible explanation could be the federal administration structure followed by the
government. The federal structure requires government institutions to be duplicated
at the regional level {various bureaus) at the zone levels (various departments) and
at the woreda levels. The effect of this duplication of governmaent Institutions Is the
requirement for both manpower and material resources (for example, the number of
civil servants have increased from 261,000 in 1590/91 to as high as 308,850 in
1886/87 ) The cost of these resources are covered by the recurrent expenditure.
This, therefore, is one plausible reason why recurrent expenditure increased during
this period while defense expenditure is substantially timmed Defense accounted
for 18% of total recurrent expenditure down from a whopping 40.6% before the
reform. In effect, the resource saved from defense spending Is partly financing the
regionalization process. Another possible explanation for the increase in recurragt
expenditure is the increase in the country's debt payment which more than doubled
to 18.7% of recurrent expenditure in the post-reform penod ® A third explanation Is
the increase in expenditure reiated to the expansion of the extension program in
agriculture, which constitute the major development strategy of the government.

The increase in recurrent expenditure owing to decentralization has to be evaluated,
inter afia, in relation to the expected increase in the sfficiency of resource allocation
that is usually presented by proponents of decentralization. If the duplication of
gevernment institutions in the regions simply result in the expansion of an already
inefficient bureaucracy into 2 bureaucratic nightmare, the economy will suffer bath
from misallocation of scarce resources in the form of a sub-optimal expenditure and
a worsened state of service provision by the government. Although it is very difficult
to adequately judge its effect at this peint in time, it is an important area to closely

*The tnerease in debt servicing i partly duz to the devalustion of the birr
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watch In the future te ensure that plan and reality match in the area of fiscal
decentralization at least in the realm of efficiency in resource allocation,

Table X6
The Growth of Recurrent Expenditure
Pariod Average Anm.ltl Level Racurment) GNP af Averaga Anmual Rate
Milicns Birr) Markal Prico of Grossth
1662/83 - 100091 3.1309 1.7 48
186182 - 196788 51072 154 107
19E2R3 - 190788 54075 153 143
1882/83 - 1967/68 065 5 ag T4

Source. Ministry of Finance

Recurrent expenditure |s structured into four major categories. These are, general
public services, containing recurrent spending for such government organs as
council of ministers, justice, defense, etc., economic services which include recurrent
spending for such ministries as agriculture, industry, transport and communication,
and so on, social services such as spending by the ministry of health, ministry of
aducation, elc, and various services contaiming pension payments, debt service,
subsidies, and so on Regarding the changes In the structure of recurrent
expendilure several developments have taken place

L
Table XII7
Structure of Recurrent Expenditure

Share to Tolal Recurrent Expenditure Average Annusl Growth Rate
Period Ea = B 8 g B ]
8 |50 |3 (22 |28|:8(78 8¢
o | & z% m | S |of | da | ae | 28
1982/83 - 1880/97 51.2 a5 183 20 an 4.4 53 9.0
18981/92 - 1957/86 339 87 250 Ha 10.7 182 153 11.8
1992/83 - 1997/58 3.8 101 55 X5 143 185 15.0 6.1
15982/83 - 1997448 438 74 N2 B 7.4 104 g5 10.2

Source: Ministry of Finance, Annual Budgetary Revenue and Expenditure, vanous. ssues
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As can be seen from Table X7 above, & good proportion of the recurrent
expenditure is allotted to general services. The value of general services was about
birr 1 3 billion in 1982783 out of which defense took over one billion. This value grew
to a peak of about 2.3 billion in 1989/80 of which defense took close to 1,9 billion
Expenditure on defense started to decrease substantially for the following four years
reaching & low of 663 million birr in 1933/24. This was close 1o one third of the value
of the peak period of the Derge * This reduction in defense expenditure,
unfortunately, is short-lived, Expenditure on defense started to pick up after 1883/94
rising to an all-time high level of about 2.1 billlon budgeted for 1997/98 even before
the conflict with Eritrea began It does not require much imagination to see where
this ts gong dunng and after the conflict

General service expenditure tock on average 51 2% of the total recurrent expenditure
in the pre-reform period and an average of 33 9% in the post reform period. A point
worth emphasizing is that the bulk of the General Services expenditure is defense
spending accounting for 78.3% and 53% in the pre- and post-reform periods,
respectively although the ratio increased to over 5% In 1997/88 Clearly, this high
spending for general services, more specifically for defense, has been at the cost of
the economic and social sectors

However, it seems that there 1s a change in the structure of recurrent expenditure. A
shift fram general 16 econormic and sacial services | abserved in the post reform
period, This is indicated by an average annual growth of expenditures on education
and heatth by 150% and 18 5% in the post reform periad respectively, whils
economic services grew by 18.9% Compared to the respective average annual
growth of only 598%, and 5.1% for education and health and 4 4% for economic
services in the pre-reform penod the growth in the posi-referm penod s indeead
substantial.

% Ths decrense i even more remarkable 1 one takes o account devaluation Tlefense expendiure during
the penk peniod of the Derge at the then exchange rate was over 8904 mmllion US doflar. The expenditure on
defense ot the peak of the post refaem period n 199596 was 797 6 million birr wiich translates. roughly 10
$134-million dollare (with o 61 dollar barr exciunges ) whech makes only about | 5% of the deferse expenditure

af the Derge perisd
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4.2. Capital Expenditure

Capital expenditure as stated earlier is outlay for the acquisition of fixed assets. Like
recurrent expenditure, capital expenditure has also increased in magnitude and a
number of changes have occurred in s structute over the fourteen years period
undar considaeration

Table XHNLE
The Growth of Capital Expenditure
Period Average Annual Lavel Capitall GNP Average Annual
(Millions Birr) at Market Price Rate of Growth
1982/83 - 1680/81 1,383.7 8.6 1.9
1981/52 - 199758 29583 85 238
1592/83 - 165798 3.3839 8.2 31.4
1982/83 - 155708 2,081 8 81 115

Source. Ministry of Finance

In terms of magnitude capital expenditure has tripled from its 1982/83 level of Birr
12 Billlon to Birr 4.2 Billien in 1587/68 The substantial change, however, is
observed since 1981/92 where t was growing at an annual average rate of 23.8%
and even more significantly at 31 4% if we esclude 1981/92. This resulted from
government's Increased intervention in such sectors as roads, education, health, and
water supply. Gavernment spending increased in these areas since lhesa areas are
at present less attractive to private investors while it decreased its involvement inlga
directly productive sectors. The essence of the policy is thus to raise the provisiomof
social services to the public while supplying the necessary infrastructure to make
investment in the country attractive to the private sector. The structure of capital
expenditure has thus changed in favor of roads, education, heatth and water supply
sectors

Broadly, capital expenditure is structured into three groups: economic development,
social development, and general development Economic development includes
production activities {agriculture, industry, eic), economic infrastructure facilities
(mining, energy, road eic), commerce, communication, and se on. Social
development includes education, health, urban development, welfare and so on,
General development includes services like cartegraphy, -statistics, public and
administrative buiidings, and so on The shares of these groups to total capital
expenditure have changed significantly in the soteen years period.



Tabie X111.9
The Capital Budget Structure
Ehars to Total Capital Expandtune Amrage Annual Growth Rate
Perricd Economic Soxcial Ganeral Economic Social Graneral

Dy D D1 Dav Dt Dyl
198283 - 150081 wn TE 24 20 432 16.2
1951/82 - 189788 T8 182 48 176 5TE a1
1992/83 - 180704 e 20T S4 243 648 TT.T
190D - 10RTRD 4§} 127 a5 aa T8 3T

Source. Minkstry of Finance

In the Derge period, the share ol economic dévelopment was 80%. While social
development accounted for only 7.6% of lotal capital expenditure This |5 mainly
because of the involvament of government in directly productive activities such as
state farms and manufacturing public enterprises. Government thus spent a large
sum annually in establishing these public enterprises and expanding thesr capacity
In the periods since 1881/92, the share of social development has shown an upward
trand, increasing to 19.2% of total capitel expenditure from B mere 7.6% in tha
previous period. This |5 essentially a result of the emphasis given o the health and
education sectors in the new policy regime

While capital expenditure 18 generally considered positive as it has the potential to
increase the country's productive capacity, there s concern that s expanswion,
especially in sectors that can be adequately 1axen by the private sector, could agly
come by crowding out the private sector” The crowding-out argument in the
Ethiopian case, however, operates at different levels: For instance, during the Derge
penod, private investors were crowded out by design (through capial limits, credit
ratianing, licensing and permit procedures. etc ) as the whole policy was geared
towards discouraging meaningful participation by the prrvate sector in the economy.
in essence, there was a direct and deliberate crowding-out measure by government
capital expenditure.

M figher povermmen expenditure rases the Jovel of gross national imeoms which, i1 tum. increasss the demind
Fire ey wheh thiss increases the rate of ivlerest and therefore, a decrease m the level of pravate nyvestment.
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After the introduction of the new economic policy in 1991, deliberate attempt to
discourage the private sector was officially stopped and a maore private sector
friendly stance was officially taken by the government At the same time, as
discussed above, government expenddure has increased sigmficantly. There 15 no
evidence, however, that this increased government expenditure has crowded out
private investment as all data indicale that most financal institutions such as
commercial banks (including the private ones) are over liquid (see Box X112 for
more) Monetary surveys show that the private sector is the main borrower now Far
instance. 0 December 1997 and December 1908, domestic credt claims on
gowernment was 47% while thal of the private sector was 53%

5. FISCAL DEFICIT AND ITS FINANCING

Fiscal deficit (the excess of expenditure over domestic revenue) and its finanging
kave always been the core of public finance Some blamed fiscal deficit for the
economic ilis of developing countrigs ™ Accordingly, the debt crisis facing developing
countries, high inflatcn, poor investment performance and [ow level of econamic
growth i general in the 18B80s are, at least partially, presumed to be caused by
uncontrolled governmen! expanditure without & parallel increase \n revenus Hut 1s
fiscal deficit necassarily bad and does that necessanly lead to economic malaise?

Clearly government expenditure, f used prudently and in projects wath high mre?all
return, could contribute quite postively to the overall economic performance of a
country VWhat matters most in relation to defict is the efficiency of the expenditure
and the source of financing the deficit if the defictt 1s economigally werth-incurring in
the sense that there is & high social and economic return from the expenditure and is
not exgessive, in the sense that the deficit | sustainable then there should no
apraiori reasen for it to cause economic problems. Before making any judgemant
about the effect of fiscal deficits, therefore one needs to look at the specific
circumstance of the case under consideraticn In this spirt. the following section
looks into the magnitude of the fiscal defict In Ethlopia, the mechanisms usad m

" Fasterly and Schmidt-Hebbel {19930 World Bani (1953
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financing the deficit, and its possible implications on the performance of the
economy.

5.1. Trends in Fiscal Deficit in Ethiopia

The overall fiscal balance in Ethiopia has moved from a surpius in the earty 19560s to
a balanced budget up to the mid 60s and a rather small deficit in the 1965-74 period
owing to the fiscal conservatism of the state during the imperial period. Fiscal
deficits started to grow rather rapidly following the 1874 revolution The ever-
increasing trend of fiscal deficht in the post-revolution period was partly due to the
relatively higher growth of expendiure than rfevenue caused by unplanned
expendilure by government and the increasing spending on defense

In the sixteen years period under consideration, the fiscal deficit has continued to
climb until 1990/91, and gradually started to decline In the post 1991/82 petiod
domestic revenus has fully covered the recurrent expenditure and in more recent
years partly financed the capital expenditure Table. X110 reveals the
developments in this regard

Table XI11.10
Domestic Revenue Expenditure Ratios
Batiod Domestic Revenue! Recurment Comeshe Revenue Total
Expenditure expenditure ™
18B6/90 Bo0 885
1590/91 Taz 553
Ay 158283 - 188091 523 638
1984585 1035 BE 7
109506 1182 737
1997/58 1186 741
| Av 1551/92 - 1997798 1042 BE3
Av 195293 - 1957/58 1104 8.7
Ay 108283 - 199758 975 8545

Source: Minstry of Finance

Domestic revenue has covered only 73 2% of recurrent expenditure in 1880/91, while
there was a surplus of domestic revenue over recurrent expenditure beginning in
1984/85 There is also significant difference in the average domestic revenue to



regurrent expenditure ratios between the two regimes. Looking at the domestic
revenue to total expenditure ratios there is improvement in the post 1991/92 period
This increasing ratio further confirms the narrowing gap between domestic revenus
and expenditure: The absolute magnitudes of the fiscal deficit and its growth rates
ara provided in Table X111 below

The level of fiscal deficit befors grant has increased |n the post-reform penod
compared lo the pre-relorm pericd In 1850/81, when the war had essantially
paralyzed the economy, the level of the defict was imited to Birr 2.2 Billion. In the
relatively normal year of 1584/85, however, the fiscal deficit before grant has grown
to Birr 3.4 Billion. When considenng the deficit after grant. the situation is different
The level of deficit has shown a declining trend in the post-ratorm peniod up to
19496/97 and started (o increase \n 1397/98 mamnly owing to the significant increase
in defensea that fiscal year

Table X111
Level of Fiscal Deficit
Level of Deficil (Million Birr) Deficit With Grant

Poriods WD With A= a Ratio of Hate of

(rant Grant GNP Growth
16RG/E0 22067 18253 133 503
1590/81 22066 17431 16 as
Av 108283 - 150081 16345 11671 B0 76
108485 3450 15085 48 TR
159556 20526 5410 25 FINS
1007/98 30471 17738 19 1731
Av. 1D01/92. 1097/38 7454 13533 45 203
Av 1092/93 - 1949788 286815 132748 40 187
Av 10B2/83 - 1897/38 21207 17486 65 131

Source: Ministry of Finance

The remarkable deviation in the level of fiscal deficd before grant and after grant
ciearly indicaies the massive Inflow of external assistance in local currency in the
post-raform period *' For instance, the level of deficit declined to Birr 0.9 Billian after
grant in 1885795, fram a high level of Birr 3.0 Billlan without grant.  The upsurge In
capital expenditure is thus financed through grants since recurrent expenditure js

"W said in local currency advisedy. I vee Jook at the milow of grants m the two periods adjusting for bier
devaluntion, the miflow wm the post reform period s much less than what the birr figures thow



fully covered by domestic revenus. A point worh-raising here is whether tiis
financing of capital investment from grant Is sustainable. As Is well known, the flow
of external grant is highly dependant on the rather precarious and shifting political
interest of donors rather than-a more enduring aconomic commitment b

5.2. Sources of Deficit Financing

The fiscal gap between revenue and expenditure is commonly financed from external
and Internal sources. The former consists of edernal assistance and |oan, while the
later includes borrowing from domaestic banks and non-bank sources, Table XII| 12
partrays the nature of deficit financing in Ethiopia over the past fourteen years.

Table XJH.12
Level and Growth of Delicit Financing
o Average in o
1S B3- 199283 - | 190vE2- | 1943/83
155091 199794 106758 1G07/88
Average Annual Levels (Mian Birr) of
Extarnal Berowing T asga a5 658.3 5633
Domuouti; Borrouang 8777 B188 8952 B85 4
Avarage Annual Growth Rafe of
“Extornal Bariowang &0 182 88 7.7
“Darnestic Bariesaang - 17.0 2354 1551 .1?5"

Source Ministry of Finance

The magnitude of deficit financing from exiernal borrowing has shown a fluctuating
trend between 19B2/83-1097/08. In general terms, it has increased in the post-
reform period growing at an annual average rate of 18 2% than the pre-reform period
whan it grew only by 8 0% annually

In contrast, domestic borrowing has followed an increasing trend up until 18990/91,
and sharply declined since then It was increasing st an average rate of 17% per
arnum in 1982/83-1990/21, and declining at an average of 238.4% per annum In
1051/92-1597/38 This declining trend of domestic borrowing and increasing trend

13 The e of the stitmil sing debt harden snd s effext on the cversll econoemy i discomasd T detul @ another chapter of
s pport

@



of external borrowing since 1991/82, together with the massive inflow of external
grant, reveal the shift of financing our deficit from domestic to extermnal sources

In the pre-reform pencd, domestic borrowing was bank baorrowing in its ditferent
forms (i e direct advance from the National Bank, selling treasury bills and bonds to
the commercial banks, and so on). In the post-reform period, however, the damestic
barrawing figure 18 not disaggregated into s components.  4s a result it is not
possible to look into the developments in bank and non-bank barrawing in recent
years:  What we know in this regard s the repeated statements in different
government policy papers that, “government will not borrow from domestic banks to
finance the fiscal defict” The major rationaie is that bank borrowing is maore
inflationary (see Box X1 2 below)

Hox X2
Is deflcil Anancing from domestic bank borrowing Inflatlonary?

It iz strongly argued in the itersture that fiscal delicd financing from domestic bank borrawing
resulls i fnflation and the crowding-out of prvate ovestment  Government infenfiana in posi-
reform Ethiopia sesm fo be informed by these srguments  The vanouz palicy framework: papers
have ciearly stated that the government will nol finance iz deficit thmugh domeste bank
borrowing

ln bank borrowing really inflationary? WIN bank bomowing roally crowd-oof private lnvestment in
the Ethiopian confext? Given the liguidiy reto of our banks and the degres of monetfzation of sur
economy, bank barrowing miphf nof resull in inflation and crowding-out

4

Az we 8l know, the Ethiopian economy 5 bascedy sgranen whems 85% of the papiistion reside
in rural areas. and sgriculture (s the major contribufor to GOF and expert eamings. In rursl arsas.
money transactions &re less frequent and farmers heve no sccesa fo formal financial insiftutions

The implication is that the money in the hands: of farmersiral residents is neary ouf of
circuiafion  inder slch condifions bank bomowing for that maffer dirsct advarce from the
National Bank might not significantly rase the money supply and inveke inflation

Second, according fo the Nations! Bank. banks will b= consdared over liquid whan the Nguidity
ratio {depositliquid #ssets = 100) is grester then 35%. Butf 25 can be Infered from the annual
sudit reports of the commercial banks (inciuding private banks) the Squidity ratic /s mostly greater
tham 35% and i1 some cases signficantly figher Under nommal circumstances. banks should ned
be 5o liguid  Rather, they should lend out the maney fo cradi-warthy bemowers and eam inferest
The sssence here iz'thus, there s money for prvale vesiors in the banks.

Thersfore, bank barowing by govermment will nol necessanty crowd cuf private investment. What
crowds out privale investment masd is the exframely sfringent londing policies of bemks
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6. CONCLUSIONS

in the sodeen years penod (1982/83-1597/98) both government revenue and
expenditure has shown an upward trend with some changes in its structure, In the
post-reform period, government has rationalized s expenditure through wvarious
measures including

+« |noreasing expenditure in the social sector and infrastructure

« A shor-lived reduction in defense expenditure

« A sghift in emphasis from recurrent to capital expenditura

On the revenue side, a number of tax/tar! reforms have bean introduced in
arder to increase revenue mobilization Highlights of these reforms Inciude

« Several taxtanf rates have been lowered

« MNewtaxes wera introduced

« |nland Revenue Authorty and Customs Authority have been reorganized

Given these changes in fiscal policy, the following observations can be made by way
ol identitying future policy challenges

First, in response e the policy measures introduced since 19891/82, governmant
revenue has increased significantly However, some of the measures need to be
further reconsidered.  For instance, the newly introduced capital gains and rental
income laxes seemed to be high for the business community with potential negative
efiect on business transactions in the sectors affected most and eventually to the
overall economy 4

Second, generally fiscal defict has followed an increasing trend in the pre 1850/91
pericd, and gradually dechned in the post 1991/92 period. However, fiscal deficit
without grant has cantinued to increase significantly in the pest-reform period. In
essence, there s inflow of huge external resources (both grant and credit) The
sustainability of this external inflow and its implication on the public debt of the
country need closer consideration To reduce this dependence on foreign sources,
more effort is needed to increase the current surplus (revenue minus expenditure)
and to further develop the non-bank financing of fiscal deficit

Third, the proceeds from privatization of public enterprises are a once-for-all income
for the federal government Once the sell is completed, there will be a substantial
decrease n revenue. Hence, the govermment should increase its effort o
compensate this loss using some kind of revenue enhancing mechanism



Firally, the period of low defense budgel seems 1o be over with a short haneymoon
While the increase in defense budget might have been imposed by external
circumstances, the implication for government fiscal policy is serious. We need o
find mechanisms {o increase revenue if we are o continue spending on the social
programs that have legitimately altracted government attention since the reforms,
while at the same lime building our defense capability



X1V

LOOKING FOREWORD: FORECASTING AND
POLICY CHALLENGES

1. INTRODUCTION

At the beginming of this repor, we performed a simple calculation to show the relative
pasiticn of Ethiopta with respect to other low and middie income countnies. According to
that calculation, if Ethiopia’s per capda income is (o double from the current 3100 to $200,
il will take about 18 years if real GOP grow by an annual rate of 7% 1| will take 40 years
o reach the curment level of the average Sub-Saharan country and 87 years to reach the
leve| curmently achieved by middle income countries. As dismal as this scenario looks, it is
by no means obvious that Ethiopla could even achleve this level of growth and thus
achieve the standard of lving of say the average Sub-Saharan African country in four
decades It s therefore natural to ask if this 7% growth rate is achievable il curent
conditions continue In this final section of the report, we look al two pertinent issues
aboul the future of the Ethiopian economy

The firsl issus concems where we are heading In terms. of major macroeconomic
variables if current conditions continue In this regard, we performed a litlle forecasting
exercise for the nex! five years assuming the current policy regime and other
conditions of the economy continue as they have since the pos! reform period. The
first section of this chapler briefly reports the findings of this exercise, The secgpd
section deals with the vanous policy challenges facing the country if suatain.;Ee
development and struciural transformation is to be achieved in Ethiopia.

2, FORECASTING THE ETHIOPIAN ECONOMY IN
THE SHORT RUN

An attempt to project the major macroeconomic-aggregates in Eihiopia is frustrating
not only because of lack of appropriate macro model for Ethiopia but slso due o the
erratic nature of the growth patiern of major macro aggregates, in particular the
{agncultural) GDOP growth. This is the direct result of the extreme dependence of the
Ethiopian economy on rain-fed agrncuiture. The recent (since 1992) macio trend, as
can be read form this repon. shows that the GDP registers the highest figure when



FORCASTING AND POLICY CHALLENGE

there is good min and the lowest (sometimes negative) when otherwise.
Notwithstanding such erratic macro trend, one needs lo look ahead, however. Looking
ahead entails formulating polices and examining their future impact.

There is an acule shortage of macro models thal can be used for projection purposes
The existing models are not only very rudimentary but also are designed o address
specific issues. We hope that the EEA will develop a macro model that can be used
for #s fulure reports. It is in the context of such dearth of models that a preliminary
projection is made in this section. For this exercise three approaches are esmployed
First, we have employed a simple Harod-Domar model and armved at the GDP
growth projection. in the second stage we have developed a simple "two gap modal
for Ethiopia’. In this ‘two-gap’ model all the parameters required are derved and
estimated using Ethiopian data.  Finally, we have provided another set of projection
based on a simple Keynesian model that we have employed for Ethiopia. |0 the latter
case the parameters of the model are taken from previous studies.  Almost all models
are based on data from lhe post reform penod particularty the past seven years and
gave fundamentally similar results. The details of the models are outlined in the
Technical Appendix and the background papers. Here we have reported only the
results

The projection result shows that, assuming an inflation rate of 6.2% per annum, which
was registered in 1998, the real GDP is projected to grow by an average figure of about
5.7% per annum for the coming five years: This s of course without taking in to account
the possible detimental effect of the war and the vaganes of nature Dunng the
projection period investment as the share of GOP will be around 21% while saving, as the
share of GOP will be around 8%. This will create a resource gap of 13% of GDP%er
annum, In terms of the extermal sector imports as the share of GOP will be around 47%
while export will range from 20% at the end of 1595/2000 1o 37% by the end of the
projection period, year 2005. However, s we noted earfier, this result should be taken
cautiously not only due to the rudimentary nature of the models used but also the ermralic
nature of agricultural and the external secior performance. Readers interested in more
detalls can refer to the background paper and the technical appendix in this report.

Clearly, the 5.7% average growth rate we forecasted given the existing policy regime
and thal the conditions that oblained in the last seven years hold, is far from the 7%
growth rate that we needed to achieve in forty years the dismal levels of standard of
living that the average S5A country has currently achieved. This Is nol a bright future
in deed. What is very imporiant {o note here is that this forecast is achieved in a
rather optimistic scenano. It assumes that there will be no natural disasters (such as
draught}, no war or no adverse intemational trade condition such as significant fall In
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commadity prices over the forecasting pericd. To achieve this growth rate, investment
iz forecasted to rise to 21% of GDP from the curment average 15.2%, savings is
expected to increase from the cummant 6.5% 1o 8%, the resource gap will widen from
B.7% of GDP o 13% requiring @ more than 50% increase in foreign aid and
investment flow from its curent high (but cleary decreasing) level and imports
doubling from the currenl level while exports more than double the current javels over
the forecast period. In other wotds, the likely hiood of achieving this very modest 5.7%
growth rate (given the dire need for a much higher growth rate 1o reduce poverty and
achieve structural transformation) during the forecast period is extremaly slim

Whal this suggests is clear. If Ethiopia is to achieve a more robust economic
performance and have any hope of maintaining the current distance with othar
developing countnes let alone catch up; if the country has any hope of reducing the
current level of absolute poverty not by half but by even a quaner by the year 2015 as
the UN hoped, the country needs. in addition to @ mountain of good luck, a sound
economic policy than what it is currently following. It alsa needs a more apan and
Inclusive policy formulation and implementation process. The policy challenges facing
the country and sugoested alternative policy options are discussed next.

3. POLICY CHALLENGES

In arder 1o identify the major challenges facing policy makers to achieve sustainable
development for the country, it is useful to first summarize the key econamic anl
social problems confronting the country that are discussed in detail in this Report,

The mos| critical challenge facing the Ethiopian policy makers today and in the years
ahead is the urgent task of reducing and eventually efiminating absolute poverty in the
country. The basic objective of economic management and indeed the fundamental
goal of govemment every where and at all times is 1o ses to it that the standard of
living of their people improves over time. Past governments have miserably failed in
this regard and it is the lot of this and future governments to pick up the pieces and
declare war on this greatest of the enemies of the country and the people. Rather
than focusing on the financial balance sheel, as some donors would want the
govemment to do, the Ethiopian governments should focus on the well-being of its
pecple as their prime and enduring goal

To this end the government would need to slaborate a sirategy and develop a palicy
regima that is consistent with the objective of rolling back the wide expanse of the
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poverty frontier, Cne cannot over exaggerate the urgency of this task. Neither should
one underrate the difficulty of this challenge. But it is a task that could be
accomplished if only the govemnment would rise to the occasion by developing
appropriale policies, creating a conducive environment, providing the leadarship
through an active involvement and mobifization of the population o this end,

By any standard, by any economic criteria, using any measurement of social well-
being, there is no escaping the fact that ours is a miserably poor country in absolute
and comparative terms. |t is a counlry where a great majority of its citizens eke out a
miserable exisience in a subsistence sconomy with oul much Imiprovement in their
daily lives or much hope in their fulure It is a tand suffocated by poverty and
debilitated by hopelessness.

The country's socio-economic problems are indeed alarming.  Addressing these
problems successfully requires wisdom, foresight, a coherent and mulli-faceted
strategy and the ability o effectively implement this strategy on the pan of aur political
leaders. An important element, one without which success will remain elusive is a
political commitment at the highest level for an equitable and dynamic poverty
reducing growth,

This would require strategic thinking and planning on how best lo use the natlen's
scarce resocurces, and an understanding of the intemabonal economic anvironmeant on
the part of the business community It requires a senousness of purpose, attenhon to
detail and quality from educators and inteflectuals in producing the human resources
that the country needs If it is to appropriately define s prionties, make an optimal use
of its limited resources, and lake advantage of the opporunities the extergal
enviranment creates while avoiding the dangers it posses

Above all, it requires lots of hard work and dedication from all of its able bodied and
working cltizens and the political leadership. It also would help to get a genuine
suppart from the intemational community, one that is centered on the needs and
priorities of the country rather than geared towards implementing an apron
eslablished ideological agenda.

In other words, the task requires a multi-dimensional approach and need an effective
utiization of all the resources, parficutarly the human resources, available 1o the
country. In what follows we will go through a2 summary of the major problems
confranting the country as discussed in the body of the Report and present g
summary of the key policy challenges



The reporl slarts the analysis of the Ethiopian economy by looking at the averall
macro economic condition,  Albeit modest. probably the: single most impartant
achievement of the Ethiopian economy in the past seven years has been in the area
of macro economic stabilization and performance. The various policy measures taken
since the transition 1o undo the misguided and suffocating policies of the previous
regime have. al least partially, succeeded in lifting the constrainls imposed by the
socialist policies and generste & modicum of growth averaging a decent 4.4%
annually. This compares rather favorably with what has happened during the Dearge
periad

The key factors contnbuting to this healthy macro economy performance include, as
suggested earlier, the elimination of some of the bottlenecks imposed by the policies
of the previous regime. the energy that these reforms unleashed from the productive
sectors of the society particularty from the prvate seclor at least initially, the atrong
support from donors owimng to the reforms and some cooperation from nature by way
of good rains. All these are transitional factors and potentally reversible as we have
seen with the rains and donor attitudes. The negative growth rate of GDP {-0.8%)
achieved in the most recent reporting penods (1987-68) and the corresponding -3.2%
growth in per capita GDP dunng the same penod clearly attests to the fact that we are
very lar from achieving sustainable growth '

Ceterminants of sustainable macroeconomic performance such as investmant and
domeslic savings are sull at very low levels o guarantee long term sustainable
development forcing the country to depend heavily on unreliable foreign savings with
sometimes unaccaptable and detimental conditionalities.

The governmenl has pinned its growth sirategy on foreign direct investment. 15
discussed in the text, numerous measures were taken by the government 1o make the
“investment environment’ conducive o foreign inveslors including revising the
‘country's investment code at least three times over the past seven years. However, if
the past seven years are any thing io go by, not much is coming by way of foreign
investment to make us rely on it as the engine of our future growth. Looking at the
past trend and the experignce of other countries. it is safe to say that foreign investors
are mostly attracted to invest in & stable and growing economy. They are rarely seen
investing in countries 1o generate the initial growth impulse. 3o the need lo generate
the initial growth from domestic sources.

""This s the most recent data ohtained from the World Hank “World Development Repory 1999720600 7
Ciwvermment dotn (ME et} provides a dightly improved fgure of -0 5%
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To this end the govemmen! needs to encourage and assist the private sector and it
should also actively participate in the economy where the private sector is unwilling or
is incapable of investing. This is an absolutely essential precondition to kick-start
growth thal foreign investors would find attractive

Another potential source of investment are Ethiopians in Diaspora. We
might be better served in our quest fo increase foreign investment if we
concentrate our energles in attracting Ethiopians living abroad to come
and Invest in their country. This s one area that the government is not focusing
on. The recent gesture to provide special status in the investment code ta Ethioplans
who have accepted foreign nationality 1s a good start But more needs to be done.
Reforming the land lease policy is necessary o encourage investors, both foreign but
most importantly domestic investars  The current policy has proven to be one of
the most important bottlenecks to both domestic and foreign investment in this
country. The country should also be al peace with itself 1o make it attractive for them
lo contemplate repatnation. In other words, it is nol just the economic environment
thal need lo be altractive bul alsa the political atmosphere must be stable and
conducive for invesiment

As all data on invastment in Ethiopia in tha past eight years clearly show, the greal
majarity of tha investment activity that fusled economic growth has been underaken
by the domestic private sector. This is happening inspite of all the constraints. Tha
domeslic pnvate seclor s stifled by a suffocating reguiatory enviconment and an
obstinate bureaveracy thatl seems to privilege foreigners over domestic investors. A
capital poor domestic private sector 1s required 1o compete with foreigners and pay
very high rates to acquire land for investment thal consumes a big portion of §i=
capital. Even then it takes months if not years to secure the land that one has paid for
without any consideration for the time value of money on the part of the irrational and
hopelessly incompetent municipality govemments. Exorbitant rent increases by the
Addis Ababa city government has pushed many a domestic business out of business.
The "open competition” to acquire government owned enterprises have prevvented the
meaningful participation of the domestic private sector in madern manufacturing by
puttimg it in competition with well endowed multi nationals who are slowly driving the
domestic capitalist out of this dynamic sector  Stll, against all odds. the domestic
private sector, with all ils weaknesses perseveres It is still the largest investor and the
main engine of economic growth. It is the seclor that needs a lot of help from the
government and not getting it

It is high time that policy makers pay attention to the needs of the
domestic private sector and take positive measures to support
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and encourage the sector by any means available and include the
sector In policy dialogue and formulation.

At the end of the day, economic performance is about people’s lives. Accordingly the
report proceeded 1o look at the human condition in the country beginning with the
demographic situation. There, we found thal there s a very serious and
unsustainable demographic pressure that is put to bear on the economic resources of
the country. Population has been increasing dramatically, doubling every 23 years,
while per capita land holding declined o less than a tenth of a hectare. Food oulput in
1990 was B per cent fower than its 1960 level while population increased by 132
parcent.

The factors behind the inordinate growth in population are the high fertility rate
accompanied by a decrease in mortality rate. the lalter owing to the avallability of
better health care services

High rates of population growth require a commensurale economic growth lo sustain
the: same standard of Ihving. A three-percent real GDP growih, for example,
accompanied by the same percentage growth in population would leave the average
person al the-same income level With out an increase in income, savings will remain
at a low level leading to a low level of investment and hence a low levet of economic
growth and development. That is why the development imperative for counlries such
as Ethiopla needs 1o incorporaie an aggressive but realistic population policy

It is to the credit of the current govemment that it formulated National Population and
Women Folicies to address this concem.  The National Population Policy of Ethiopia
{NFPE) hopes lo harmonize population growth with the available natural resources of
the counlry by afacking the problem through a reduction in the fertility rale and
reducing mortality through the promotion of malemal and child health programs.
Specifically. it hopes to reduce the total fertifity rate from the current 7 1o 4 by the year
2015 and increase the contraception prevalence rate from the current 4 to 44 during
the same perod. These objectives are to be achieved through Information, Education
and Communication strategies (IEC) and Community Based Distnbution (CBD)
methads of distributing contraceptives. Reduction of infant and child moriality is 1o be
achieved through a wide spread of matemnal and child health programs. An important
component of the government's pepulation policy s the Ethiopman Mational Policy on
Women which, although does not address the issue of fertility directly, is hoped to
contribute towards that objective by empowenng women and giving them mare human
and property rights.  An importanl tem that is conspicuously absent in the policy, and
that is directly relevant to peputation control, is women's reproductive right
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Owerall, the govemnment’s population polficy is guite ambitious. ts intention is to be
applauded, Howewver, ambition is not matched by the ability to implement the
program, Maost of the funding for the implementation of the program is expected to
come from donors whose reliability and sustainability is at best queslionable as we
are wilnessing these days More importanily, such policies to be effective need as
broad a public suppor as possible. Such broad support can be achieved if the public
gets a sense of ownership of the palicy, which, in tum, needs wide public participation
in the policy formulation process, The success of the population policy, for example,
very much depends on the degree to which the community is convinced of the value
of such a policy, Recenl rumors about the opposition of powerful religious Institutions
lo the use of contraception is a clear indication of the weaknass in the palicy making
process in general and the absence of consullation with key slakeholders in policy
formulation in particular

The challenge fo effectively implement this policy reguires
a) expansion of healih services at the grass roats level
b} steady and uninterrupted supply of contraceptives
¢} reduce health nsks thal reguire large number of children by families as an
INSurance
d)  educaton of girls
/) increasing income

In addition to reducng population growth, these r-asures would assist in the
controlling the spread of HIV/AIDS, which has becor 1 most senous threat to the
survival of the nation
%

Low leve! of average income s one macro indicator of the level of poverty in a country
although by itself this does not atways show the whole picture |n this Report, we looked
carefully at the status of human development pamicularly the paverty situation, Despite
recent gains, Ethiopia confinues 1o face g fusirating situabon in its efforts to achigve
sustainable human development The country i beset with paverty, shortage of skilled
human resources, underdeveloped soco-sconomic infrastructure; low level and slow
development of technologies and growing unemployment and underemployment. These
problems have been aggravated by more fhan two decades of civil war and recurrent
drought. The structural adjustment programs that the country pursued did nat help.the
siuation either as it puts Tittie commitment to the alleviation of poverty nor addrass the
needs and prionties of the country.  Added to a!l this are major exiemal shocks such as
delenorating terms of trade and the increasing burden of the extermal debt and debi
senacing obligations which all combined fo make poverty a permanent feature in the life
of over half of the country's population
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The Report has discussed in detail the current state of poverty and its trends. The
level and depth of poverty in this country is very alarming to say the least. What we
wish 1o flag here is whal s not reflected in the stalishcs and what we think: Is
happening at the level of social psychology. It is our considered opinion that our
sociefy Is getting used to poverty as a normal form of its existence. Psople are
used 1o living in poverty for so long that they seem to have sefled to a sioic
acceplance of their fale as a product of some predestined aliofment by a superatural
power that mere morals could do very little about  The human instingt to continually
struggle agains! material deprvation and hope for improved matenal existence saam
lo havie been replaced with hopelessness and setting for mere survival, And this is a
tesult of powerlessness A feshing that the mdividual can do very little to change
his/her clroumstances. We believe this s a very debilitating state of mind thal needs
1o be miligated through a concerted effort of all responsible govemment and non-
govarnmental bodies

The key policy challenge here is to create a national consensus against poverty
All sectors of society. all government and avil society institutions must be able to
speak in one voice against poverty and be committed to its alleviation. In addition lo
implementing all the macroeconomic and sectoral policy reforms necessary for rapid
sconomic growth (a crucial factor in poverty alleviation) we need 10 take direct and
postive measutes to address the problem of absolute poverty We need to be
committed, as a society, to take care of our poor particularly those that are
unforfunate encugh to be able to earn a decent living because of one physical
impairment or another. \We have to have a national commitment to address the
1ssue of food insecurity in rural areas in the short run and fundamentally changing the
life of the peasantry in the medium run. We also have lo give a iot of attention to the
creation of employment. lack of which is the main cause of poverty in the cilies

As discussed in detal in the text, the govermment is taking some positive measures in
addressing the problem n fact some success was registared in reducing poverty up
to 1884, although recent data suggest that the gains have been wiped out in
subsequent years: Bul whatever achievement was registered, it is not enaugh and
whal we are suggesting here goes much beyond that We are raising the key issue
of genuine popular empowerment and mebilization. There is an urgent need to
forge an alliance of ail the sectors of the population as & matter of national
emergency. We need to have business people thinking abeut creatine ~mployment
and poverly alleviation as part of their business decisions. We nead . .ave labor
unions ta think beyond the interest of their emploved members and worry about their
unemployed compatricts Busness and labor have to forge an afiance in raising the
productivity of their endeavors. as it is crucial to the increase in income. We need
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educators: to constantty revist thesr cumculum to impan employable skills o their
students: Religious and other cvic instutions have to play an impartant role in
mabilizing the public for collective action. We need the general populatian ta feel and
hope that through hard wark their Iife could be improved and that of the life of their
children wauld be much better than theirs. Above all we need a political commitment
thal goes teyond rhetonc and the mere calculus of staying in power  Our leaders
should know that the best and only insurance they have is the degree to which they
have succeeded to minimize national probilems and improving the life of the people

in aiher words, we have to attack poverty from every angle. economic, poltical, social
and cultural milieus. Al this requires building trust between (he government and civil
sociely and the former's genuine acceptance of the latter and its instiutions as an
important and indispensable partner in the fight agamst poverly

The government must assume active and dynamic leadership and engineer ecanomic
resurgence. In a country whete the private sector is weak and entreprenaurial culture
is foreign, it is the responsibiity of the govemment 10 create and nurure this
indispensable agen of growth and development through, among cthers, leaching by
doing.  One cannol imamne natonal developmen! in Ethiopa withoutl the active
participalion of the govarnment

An imparant component of human development that we deall with in the repaort |5 the
status of educatan and health in the country. Here again, the picture & not rosy. 1
safe to conclude from the available, albeit skatchy, dala that some inroads have been
made In the area of increasing the reach ol educational opportunities to a |arger
section of the society In this regard the government's expenditure on education
general and the investment on the physical infrastructure of educancnn particutar
has increased dramatically although this was nol matched directly by a commensurate
increase in the nrollment ratio. Despite this: improvement. however, the country's
capacity to develop the skilled manpower necessary for sustainable development 15
very inadequate. Not only is the existing laber ferce mamly unskilled and of veary low
productivity, the majonty of children do not go to school to acqurre. skifls. further
increasing thie future size of the unskilled labor force. To make matters warsa, those
children able o go to school and fortunate encugh to complete a cerain level of
education are not rained in skills commensurate to the needs of the nation. In effect
the educational institutions are producing funchanally iliterate graduates

This phenomenon has rendered the country's educational mstitubons nothing less

than manutacturers of unemployed and unemployable cadre of students  As the
recant stalistics on the country's unemployment clearly attests. [he fasiest increase in
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the rate of unemployment is in the category of students that have completed high
schools.”

This I5 the clearest mdication of the need for a thorough reevaluation of the education
curricula.  The education to be provided at all levels must be focused on and
atchored in the needs and the problems of the society as well as priantized to meet
the visions thal the political leaders have for the country,

A related and relevant issue in the educational system is thal of quality. It is a well.
accapled facl thal the quality of education in the country has deteriorated significantly
In the past thirty years and this decline has yet to be abetted. Mot only is this reflected
in the standard measures of quality educators use such as leacher lo pupil ratio, class
slee, qualty and traming of the teaching staff. availability of instructional material and
the like, but ewvidence abound about the low quality of graduates from our educational
nstitutions including higher education instilutions  The business community often
complains aboul the low qualty of workers recruted from our universily, Even
govarmment institulions are openly mmﬂralnmg about the low quality of the crop thay
are getting from higher education institutions.” This Is an (ssue that the government
has nol aven begun o address.  The exclusive concentration of (he governmant's
Bducanon policy in increasing the overall enroliment ratio particularly thosa at the
elementary and secondary level has allowed the continuation of the deteriaration in
the quality of higher education to an alarming level Given the fact thal these
graduates are the ones that are recruited to teach the lower levels the level of
mediocnty observed in our educational system is bound 1o continue for a lang time to
come with dire consequences to the economy and society
4

We therefore would like to highlight the importance of addressing the issue of
quality of education as one of the most important policy challenges facing the
country in the immediate future. in particular, we wish to emphasize the need to
reverse the decline in the quality of our higher education institutions.

Increasing the: productivity of labor is one of the miost serous challenges facing the
productive sector of our economy. This presumes a highly skilled and a well-
nowrished and healthy work force, The issue of skill is related to education and an the
|ob training which, as suggested earfier. are lacking both in quantity and in quality.

Hee Abebe Haile, “The Nalure and Extent of Unemployment in Ethiopia ™ In Berhanu and Alemayehu,
Protceedings of the 8th Annual Conference on the Ethinpian Economy ™, 999
" S0 much was ndmitied by A Mekonnen Mirnvarewal, Vice minister of MEDSC, in his opening address
to the Seventh CGeneral Assembly of the Ethiopian Foonomic Association which discussed the fssue of
pilucathisn
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The health sector of the country is no better if not worse than the education sectar.
The country’s morbidity and mortality profile clearly show that the population is still
suffering from easily preventable and communicable diseases that it has been
suffering from decades ago. Lack of access to clean water, unavaitability of proper
sanitation facilities to the majority of the population. low income which. amang ather
things, reduces nutrtional intake, poor emvironmental conditions and poor coverage of
heallth and other social services have contnbuted to the high morbidity .and mortality
prefile. The low health status of the people is reflected in high Infant mortality rate,
which Is estimated al 111 per 1000 live binths and a declining life expectancy of the
population which was estimated at 42 years for males and 44 years for femalas in
1997 down from 48 and 51 years in 1996 * To make a bad situation worse, epidemics
such as tuberculosis, malana and HIV-AIDS have senously diminished the capacity of
our health care instilutions

The problem of the health situation is made even more complicated by the rapd and
frightful detericration of our health care Institutions as a result of total neglect and the
sheer volume of patients In the primate cty of Addis Ababa, for example, not a single
hospital has been built over the past 25 years while the population has more than
doubled durning the same time. The Infrastructure and (he servics provision of (hese
hospilals have detenorated so bad that only the desperate are served by them. Maost
of the elite of this society prefer 1o go abroad 1o gel health care service at a very high
cost and using scarce foreign currency resource of the country rather than be serviced
by these institutions

The saving grace in all this in recent years is tha increasing privatization of health carg
provision in the majer ciies which, although stll in its infancy, has helped ease
pressure on public health nstitutions. However, the government's recent policy of
prohibiting healtheare. professionals working in the public institutions from providing
services in private dinics in their spare time has further affected the quality of heaith
care senvices provided by public institutians, The relatively high pay in private clinics
for part time work used to supplement income of dociors and ather professionals that
work for publicinstitutions.  This supplemental income was demed to the high callber
professionals by this ill-informed policy, forcing them to abandon low paying public
institutions in favor of the more lucrative private practices. The net result of this policy
was the further deterioration in the quality of the service provided 1o the poor as they
are the ones thal are mostly served by these public hospitals

' Table 2, Selected World Development Indicators. World Bank, World Developm_nt Report, [ B902004)
fnd 1OEE
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5 in the case of education the govemment. since the transition, has acknowledged
the severity of the problem and allocated significant resources to the sector and has
developed a health sector strategy with laudabie intenhions.  The carnerstone of the
strateqy s built around principles of decentralization, prevention and development of
an eguitable and sccoptable standard of health However, there |5 need for its
aflective implementation  This requires proper priontization by giving emphasis to
commuticable diseases and epidemics, diseases related o and derived from
malnuiriion and poor living conditions, rehabifitation of the health  structure,
mantaimng of emvironmental health, and the development of appropriate heallh
service managemeant systems. Support should also ba prowded to the curative and
rehamiitalive components of health services  Provision of essential medicines,
mredical supples and equipment need 1o be strengthened. The observed dilapidation
of hospials needs o be reversed and the technical skills of health professionals
upgraded. Applied health research addressing the majar health problems neeads o be
smphasized, Ve also need to dovise an appropriate mechanism to finance health
saivicis through public, private and intersectional sources among which raiging laxes
and revenues formal contribulions or iInsurance by public employees and tha private
sector, mdividual or group insurance, and voluntary cantributions will be the major
companents

Finalty, given the imporance of human development that was discussed in detail in
the text, we @lso wish 1o emphasize the need for mentonous appaintment of officials
dealing with these seclors  We have to move away from taking loyalty and ethnic
representation as the central crienon for appoimhing tigh level officals imespective of
thear capacity to handie ther jobs

If the Ethmoplan economy s lo prosper and the human condiicn s to me:we.
fundamental change has to occur in the agneultural sector. This 15 simply because of
thee sheer size of the sactor both in refaton to overall output and even more
importantly, in the size of the population that it supports. Ethiopian agriculture, as
discussed in detall in the repart, is characterized by stagnant output, very low [abor
productivity, extremely backward technology and deterorating socil ferility. No
discernible positive change has occurred in Ethioplan agrculture both in the method
of production and in the social and economic life of the population since recorded
history, If there was any change. 1t was a change for the warse as the land's ability lo
suppon the increasing population is threatened by environmental neglect and the
rasultant recurrent draught,

The sector's poor performance in fhe past three decades is a clear indicator of its
negative contribution to ecanomic growth and development of the country. Instead of
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being the basis for the country’s future development through the production of food for
the urban economy and for export, supplying savings for investment, gensrating a
sizable effective demand and supplying raw malenals for industry, the sector has
become:an impediment to the overall growth of the country. The causes for this
inferior performance are many and we have discussed most of them in the text  But
the single most important factor has been the: blind extraction of resgurces from the
sector. This was a clear policy of killing the goose that was laying the golden eqg

Government policy was also not supportive of agneuttural development,  Among the
major factors behind the poor performance of Ethiopian agnoulture that relate 1o
government policy and the institubonal structure that prevail in the country side. arne
diminishing farm size and subsistence larming, soll degradation, tenure insecunty
weak agricuttural research base and extension systerm. lack of financial senvices,
imperfect agncullural markels and poor infrastructure. The first three reasons are
directly ar indirectly relaled 1o the curmenl institutional armangement i agnculiure
particularly the land tenure system of the country while the four atter issues are
refated (o the overall backwardness and poverty of the country

Prabably the most important policy issee facing Ethioplan agriculiure today (s the
issue of the current land holding arrangement. Of course, the land tenure systam thal
prevail in the country nday, save for minor improvements regarding shar term leasing
by peasants, is the one inhented fiom the previous regime.  The current govemment
has made its views an the matter clear by accepting the inhernted lenure arangemernl
What Is new with the new govemnment's policy 15 that land policy s enshringd n the
constitution and thus has effectively eliminated the possibility of flexible apphication
Even worse, il las eliminated all meaningful debates about eficient utihzation of lgnd
Accordingly, land is no more frealed as another factor of production (such as Iaﬂr
capital ¢r technology). Instead, it is treated as a normative and idsclogical factor that
cannot be evaluated by ordinary measures of efficency in resource allocatian.

The Ethicpran economy i general and the Elhiopian peasants in particular have lived
through the ternble consequences of such a ngid and ideclogically driven pallgy., The
central issue of land policy s it relates 10 the development of agnculture |5 the issue
of tenure secunty which has impenant imphcations for agricultural productivity via the
incentive 1o invest in agnculture by peasants in general and investment i soil
preservation and environmental protechion v particuiar: A hast of evidence 15
presented in the Repor! to show that this issue 15 indeed a major cause of the problem



REPORT ON THE ETHIOPIAN ECONOMY

of Ethiopian agriculture and, given the rapid increase in population, i is bound 1o lead
to a Malfhusian disaster in not too distant a future. ;

It is therefore, one of the most impartant policy recommendations aof this report
for the government to revisit the land issuve much more soberfy by genuinely
involving the key stake holders in the policy formulation process.

lhere |s a wide Werature on land tenure and the debate aboul what kind of land
tenure 15 mare appropnate for Ethiopia s far from settied.  VWhat we can say, as part
of our policy recommendation is thal the lenure struciure that we need to have, what
eyer form it fakes (private ownership, assocated ownership, a mixed state-private
ownarship - elc), must be able 1o provide at least the following key elements:

= Firm securty of lanure

« The possibility of consohdation

«  Facility for migralion withouw! loss of holding or adequate compensation

« The possibiity of transfer for as long a period as possible including complate
transfer

Wt fegl thal a lenure armangement that allows for these elements is Impoartant o
institute If Ethioplan agriculture s 1o have any boght fulure. 'We also feel that a land
tenure system that incorparates these elements shall do the trick no ‘matter what Ihe
nomenciature  The starting point for such a revision of land lenure system, as we said
above, is to reopen the debale on the issue for pubhc dehiberalion by stake holders
that includes a genuwne participation by peasants themselves

If the performance of the agricultural sector s crucial for our economic and sacial ﬁell
being in the shor-run and the medium term, our long-term future most heavily
depends on the industrial sector and industnalization in general. Unfortunately for the
country, this is not 3 sector thal is doing well by any measure. As intimated in the
report, Ihe sector is small in ifs contribution to GDP, i not showing significant growth,
and exhibits very low productivity lo be able o compete in the cut throat competition
of global capitahism.  The repert looked in detall at the various constraints to the
development of industry by categonzing them Intg seven groups  These are
technology-related problems market finance, policy issues, inputs supply, human

Ul his renard 1 i Instructive 1o ook o a0 reccht PhoDy dissomation by Tekie Alemuo. which provideéd a
aong emmnel evidenee comnecting crop produecton, imvestment inosoll corservation and tenure secinty
[he paper abso showed farmers willingness 1o pav for an altermative mstitutional wrrangement that provides
them with enure sccurty See Tebee Alemo “Land Tenure: ansd Sl Conservatiom: Bvidence from
Vilthra ™ Linpuldished Bh [ dissertation. Ceteborg Dniversity, | 299
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resource constraints and the overall poiitical environment.  For the purpose of this
section of the report, we will concenlirate on the policy envirognment and palicy related
problems

Uniike in agriculture, where there i a clear strategy, there s no clear and transparent
industrialization strategy for the country Industralization in the government's five-
year development strategy is taken lo lollow automatically with the development of the
agricultural seclor. No matter what the validity of the strateqgy towards the agricullural
secior. 1 cedainly 15 nol sufficien! to promote aggressive industrialization thal the
country desperately needs. Tharefore, the first thing thal we need to be absolutely
claar about is that mdustnalization is not an option for development bul a necessity
Our economic survival requires that we industrialize. To do that we need to
have an industrial policy. That 5. we need 10 have a clear strategy for
industralization:  |ndustnalizabon is nol an actvily 10 be left 1o the vaganes of the
market I1is and shauld be the result of a conscious and vigorous drive

When we fatk about industnal polcy or strategy, we are nol talking aboul getting
detailed plans for resgurce allocation as was comman in (he falded “sooalist
axpanment” Ve are talkimg about having a general guidelne about where we are
going in the medium term. Every firm in a captahst country needs to have a shor-
term plan as well as long term strategy 10 survive 1IN a competitive market  Countnes
also need to have a strategy o survive in a competitive world  The relevant issue is
what kind .of industrializabion and o dentfy the elements that go into a successful
indusiral pohicy

We believe thal one of the most imponiant elements for 8 successiul ndustrial policy
is 1o identify the couniry's static and dynamic comparative advantage. |n other words
we need 1o first identify those sectors where the counltry has a relative cost advantage
now or those sectors that the country could have a cost advantage if the appropriate
conditions are mel, This might be effectively done in rich countries with large
corporations with huge RA&D budgets. Not in countries such as Ethiopia nor has it
been done in the nch countries at the earty stages of their industrialization. The state,
with all s resources has 1o do this in cooperaticn with the prvate seclor. Once such
seciors are jdentified, the state must be committed o develop industries 0 these
seciors either by giving a package of incentives to the prvate sector (which could
include subsidies, credit priorties and interest rate support. supplying free land, assist
in the acquisition of forsign exchange,  sic ). by |ointly investing with the private
sector or, in the absence of a private sector willing and able to take the challenge, the
state has to make the investment itself.  An imporant element of such a package of
incentives, whether done by the private sector (forelgn or domestic) or by the siate is
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some degree of protection from more expenenced foreign competitors. Such support
has o be selective and limited over a span of tima,

Equally important for the success of such a strategy 15 the transparency in the
formulation and implementation of such a sirategy In formulating such a strategy, the
public must be well informed through public discussions and stake holders must
participate in the design of such a strategy. Ewven more important, there must be
fransparency in implementing such a strategy to avoid for the policy to be highjacked
by special interest groups that would use it for rent seeking purposes. This means
clearly identifying the projects that benefit from the package of incentives and officially
announcing the kinds of incentives offered

This issue of industrial policy directly takes us to the country's foreign trade position
and policy. As was clearly stated in the Report, the structure of Ethiopia's foreign
tracde has remained what it was some five decades ago  The country is still
dependent on primary commaodities for exports with coffee taking the lion's share
Like all primary commodity exportars, Ethiopia's foreign exchange eamings suffers
from instabilities in the sxpon marke! ranging from declining demand and the secular
decline in international prices and the secular increase in manufactured goods prices
ar what is commaonly referred 1o in the llerature as adverse lerms of trade.

The key o reversing this trend is diversification of exports of moving more lowards
high wvalue added expon products This, of course, implies experl of industrially
manufactured products or al leas! moving towards export of industrially processed
agricultural products. Which bBrings us back o the issuee of industrial palicy

The govermmenl recently established an expont promotion agency, which ﬁas
mandaled o find ways to increase the country’s exports. From early Indications, the
HgeEncy seems 1o be intending 1o fulfill its mission by looking for more markets for the
traditional expornts of the country. If this is the long-term strategy. we are afraid that i
won't lake us oo farin resolving our batance of payment problems. Instead, what we
need to do. we believe, 15 to use trade policy as an mstrument of an overall
industrialization sirategy. As was suggested earlier and clearly indicated in the box on
Eurgpean trade policy in relabon to agro-mdusinal products, we know no country that
has implemented & fully liberal trade policy and we are not about 1o be the first one to
show the world that you can indeed industnalze via a completely open and free trade
policy. 3o, the urgent need to design and pursue a trede pohcy that supports the
nation's overall industnalization effort. What this means is that we need to protect and
support mdustries that are desmed 1o have a dynamic comparative advaniage and we
need o develop an industnal policy 10 dentify industries that can be ntermationally
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competitive.in the fulure in order to diversify our exports. That is the only guarantes
for a long-lerm healthy balance of payment position and national development.

The recommandation with respect (o trade policy is to structure it in such a way that it
is- consistent with development strategy  Scarce foreign exchange should be used for
nalional development., The government needs o use trade policy to influence
domestic consumption behavior by limiting access to or making it expensive to
angage in conspicucus (exorbitantly luxury) consumplion that compete for our limited
fareign exchange

Furthermore, the national development policy should encourage competition among
domestic producers in the domestic markel, while at the same tima ancouraging them
to edport  Such a policy regime would have the additional advantage of attracting
foreign investmeant much more than an apen trade policy

This brings us finally to the policy challenges facing our counlry In relation to the
financial sector. The policy issue conceming the financial sector is related lo the
dagree of liberalizaton the sector needs in order to play the key role of financial
imermediation effectively.  This s an issue thal has golten more attenlion since the
Asian cnsis of 1997 The lberatzers (as always led by the WAF) argue that an
unrestncted competitive financal sector with full parbcipation by fareign financial firms
is the only guarantee for an efficient sector that could help the overall development
effort, Their opponents suggest that fully liberalized finance not anly eliminates the
govemment's ability to use financial policy for targeted development, as was
effectively used by the Asian Tigers in thelr miraculous achievemenls, but even
worse, it could expose developing countries to financial crisis when implemqteﬂ
withoul a strong regulatory framework and an inernationally compefitive domestic
financial sector. The Ethiopian governmeni! has followed a policy of gradual
liberalization since 1992 and we believe it has gone as far as it should go and no
further

We generally agree with the posimion of the government regarding the secior and hope
that the govemment will not be pushed to drastic liberalzation by the intemational
fimancia! institutions (IFis),

The government should use financial instruments {for example through use of
differential interest rates for prienty projects) and the exchange rate as part of ils
overall development policy. We particularly emphasize the need for developing and
strengthening the domestic finandal sector and shielding them from an unegual
competition by powerful multi-national financial corporations

&E



In the interest of insuring an erderly distribution of financial institutions in all parts of
the country, we insist that the National Bank of Ethiopia (NBE) revive the raquirement
that any bank that seeks o open a branch in one of its preferred locations should
match this by establishing a branch in one of the small towns and cities in the country
Ctherwise all the banks and pamicularly the prvate financial institutions would
concentrale in the profitable urban centers. leaving out the vast population without the
sarvice of a bank

4. CONCLUSION

The Political Economy of Development

Theories of economic development since ts beginning in the 1950s have tried 1o
determine the key faciors necessary for economic development Beginning from the
famous Harrod-Domar model, economists have emphasized the need for high levels
ol savings and investment for rapid economic growth,  While the importance of
sawings and investment is still acknowledged, it was clear that these are not sufficient
conditions for achieving rapid growth and structural transformation  Second
generation researchers introduced -additional factors such as education as
explanalory variables and broadened the concept of development ta incorporate
alleviation of poverty. Again, withoul denying the impartance of these additional
elements. {he ability lo explain the development process with these vanables was nol
satisfactory. Beginning with the Berg report of 1981, the emphasis shifted to the need
for "good policy” as the key to development. In particular, it was presumed that lack of
market frendly policies were the key villains to the slow growth in developiry
countnes and a quick and universally applicable package of pro market palicies
{structural adjustment) were recommended as a panacea to the development
problems of poor countries.  Here again, this policy package could not produce the
desired result for many developing counines. In some cases it even mads the
problem worse

The most recent thinking aboul development Is now bringing & more "political
economy” approach in the sense that it |5 acknowledging that the problems of
Economic development reguire more than just manmipulating farrowly  defined
economic variables. |t is now a widely accepted view across the ideclogical spectrum
thal economic development is a broad phenomena that incorporate  structural
transtormation of societies. To effectively address it necessitates a well thought
out economic policy that takes into account structural factors within each
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country, a clean and efficient buresucracy, an accountable governance
structure, stable polity and above all developing a broad coalition for
development in each society. Such a broad coalition, on the other hand, requires
an open and inclusive government that works closely with stakeholders in policy
discussion, formulation and implementation

Wa believe this |s as apphcable for Ethiopia as it is for many African countries. We
have repealedly mentioned in the Report the need for consultation in the pollcy
making process. The development challenge we are facing as a country is far too
heavy and complicated to be shouldered by any group or even o be understood by
any one intellectual discipling let alone by a small group of “wise men® who think alike
The policy making process should allow the participation of differing social groups,
eompeting theoretical perspectives and opposing political or idealogical positions. \We
hope, those competing for political leadership in Ethiopia realize this and heed lo our
call for an inclusive policy making process
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TECHNICAL APPENDIX*

1. Theoretical Outline of Models used for Projection

1.1. The Two Gap Model

To project GOP, major macro variables as well as intermal and external gaps, a simple
growih model specified along the Harrod-Comar line is estimated using the Ethiopian
data, The Harrod-Domar equation s given by

(1‘!1 AY (l‘ﬁmc
ey Yy /)Y

(]

Where g is the growth rate, & the incremental capital-output ratta (ICOR) and IfY tha
investment (1} GOP (Y) ratio. Based on the projection of IfY it is straightforward to project
GOP  This is reported in Annex B of Tables 1 -4

Aceording lo the ‘two gap’ mode!, capital is the key constraint to growth In the context of
such discussion equation [1] may be written into

|
Y = T 2
Since
th={|:~g}‘:l [ﬂ
then
Y~ Y =ey, 4]

If tha target rate of growth Is specified a5 ‘g, then it will be straightforward fo estimate
the desired level of investment (1°) required: This is given by,

I = gkY
| =BKY, 151

* The editors are grateful to Dr Alemayebu Geda who authored the background paper for this
section and the dafa In Annex &
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Desired level of saving (5°) and imporis (M*) are given by the following equations,

W
S =@ 4+ Y &
t o Tl 16]

M =8 + 1Y i
The lavel of exports are also given by
X =+ 0)X, 18

Whetre: o is an exogenously grven value of export growth rate

Based on equations [5] to [8] it s possible to compute the ex anfe saving (1% 5% and
rade (M*-X} gaps

In this version of the two gap mode! the desired level of investment (and hence the
larget growih) 15 always mel This requires, howeser, that extemnal finance (md, A)
need 1o bridpe the larger of 1he two gaps

* . ®

A=max {I" -8, M -X (4

It is also easy 1o compute the ex post leve! of the two gaps by computing saving and
imparts as,

4
5, =l=4A, [10]
M, =X +A (11

1.2, The Simple Keynesian Model Based Projection

The madel specified in this sechon s a very simple one.  The pnme objective 15 to
contrast the projection obtaned m the context of the Hamod-Dommar model with o
somewhal complete frameswork  The model dosure 1s the national income wentity gven
as equation T below

Y=C# [+G+X-M [1]



Where: ¥ is GDP, C = consumption, | = gross capital formation, G = govemment
expenditure, X and M = export and import of goods and non-faclor services, respecively,

[.-‘zﬂﬂ +R1Y¢ (21
Whera: ¥, is disposable income taken as GDP less aggregate taxes

The consumplion equation 1s derved from the saving equaton estimated in the context of
he ‘two gap model constructed for this exercise.

The gross fixed capial formation s taken as the sum of private(l,) and public (1)
invastment. The public mvestment s taken as a policy varable thal can be manipulated
by tha govemmant Thus, it 15 exogenous o this mode!l, The private mvestment function
used 18 basically an accelerator type (Chenery 1852) but modified to accommeodate the
extemally constrained nature of nvestment in developing countnes (See FitzGerald ef af
1992, Aemayehu 19990), This function & given as,

Private (p) investmant (1) is defined 1o reflect adjustment of capital stock (K) lo its
desired level (K*)

fom ALK =K 1) (1]

Whera, » Is an adjustment coefficlent
The desired capital stock is further defined as

4
H:. =hY Ky, + M byd = BDG [2)

Where M is level of import, Js an Indicator of capital flight and DG the level of public
debi

Substituting [2] Inlo [1] and taking the first difference of the result, to circurmvent the
capital stock data problem, gives eguation 3 which is estmated fore East and
Southern Afncan countries in the form of eguation [4]

=B A + Bl + BAM, s B A+ B2+, 3]

VWhere |1 =Iib, and Z, public borrowing
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Owing to lack of disaggregated and long seres Ethiopian data, we have used parameters
estimated for countries in East and Southemn Africa (where Ethiopian data is included)
(See Alemayehu 1999b). This dynamic equation is given as;

m.{'—“]—nmmn[i'—] ﬂ]"s{i&!r{l—'=] uas«.lr(-'-iﬂ]
S it S L U Bbsiain & 'F

{0.32) (4.3)° (43)*

) % g |
| AMY
I" E ~
~0.251r ( J ﬂr-h]r{ J -{}_san{ = ] | -hmr{ ) .J

(-3.8)* (-0.80) (10.2)* (2.2}
14]

F{"'-adj = 0.35 Ri-level =0.44 Reset =17 Jamue-Bera =327 Chow = 1.5°
BG=3.8(0.03) LM=2.2 (0.15) n=76, Values in brackel are {-values * significant at 1%
** at 5% and * at 10%

Similarly an export-supply function estimated for East and Southem African countries
{including Ethiopia) is used for the purpose of this model. The general theoretical model
is given below (See Alemayehu 1999b how this is reconciled with data problem)

’ 3 % X V] 9 -|
-1’T.'—t++f%l PJHL[ “n| +a”'i-’f?-.| Y B aaR),, R,
By FPa 4y |_\'?P-.r s =\ B o |
Capacity utitization Expected profit Capital formation
Where:

X - Export supply, e — nominal exchange rate, Ps - Export price of South: Pd -
domestic price; FF - Foreign Inflow; AK - Capital formation indicator: the term in
bracket, [..], is the expected profit indicator - the deviation of current price from k years
maoving average
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In the projection model, we have used the parameters estimated for East and Southem
Africa {in particular for exports of beverage). The latter = & realislic assumplion awing to
more than 6§0%: share of cofiee in Ethiopia’'s export

Finally, the import function, estimated in the context of the ‘two gap model for Ethiopia’ in
the previous section, s used. Government expenditure and the level of tax are assumed
10 be exogenous: In the projection medel long-run elashcties are used. This is-assumed
1o tally with the medium-term nature of the projecton

W must admil from the outse! that this is a very simple model and can have many
waaknesses. It should be evaluated, however, in the context of the absence of macro
models. the imited time as well as the more complementary role of this model o the two
models above

The miodel is solved and projectons are made usng The Guass-Sedel algonthm (using
Eviews sofware version 20) The beauty of Guass-Sedel lies in iis ability to render
salution (especialy to large-scale models) without the difficult process ol derivalives,
ratrx inversion and similar procedures reguired in numerncal salution
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Notes About the Data Sets

The data used in this study are independantly compied by the authors of each of the background
papers. However, the macro data 5 compiled in an integrated framework The database is an
extramaly rich covering almost all macro variable and the method of amiving at them, It ts-a time
sefies data thal stretches as back us 1973 E C (1980/81) The electtanic version of this data can
be chlained form EEA secretanial  In this section we will nol be going into the details of the data
and methodology, We will rather present a simple definfion of the terms used |0 the repart in
section A and dascribe briefly the essence of {he Integrated framework in section B

A. Definitions:

GDP: In estimating GOP by kind of astrvity, the production appoach m employed in commedity
producing sectors and ncome approach for many of the serice sectors The whole BCONOIMY 15
divided into seventeen (17) sectors for estimation purposes

Agriculture GDP

Crop. This sub-sector covers the produchon of lemporary and permanen! craps such as
cereals, gnsal, vilseeds, pulses, industral and plantation crop ke 18a, coffee, sugar cane, colton
and tebacco! frufs and vegetables and other crops ke spices, sisal and chat The production of
by-products such as hay and straw are also includad

Livestock: This sub-sector covers reanng of Ivestock productian of livestock products such
g5 meat, milk and milk products fike butier and cheese. raw hides and skins, wool eggs, horwv.
beas wax and arimal dung for fusl.

Forestry: The sectar covers producton and gathenng of firewood, production of logs and
timber, production &nd gathenng of forest products such as gum, resin, incense as well as
planting of trees.

Fishing: The activity covers fishing for sale and own subsistence consumgption

Industry GDP
Mining and Quarrying: The sector covers the produchon of gold, platinum, tantslum,
soda ash, gemstones, rock salt, marbie and quarmymg

Large and Medium Scale Manufacturing: The secior covers all establishments
iboth public and private) employing len or more workers and using some power drven
machinery
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Small Scale Manufacturing and Handicrafts: This sector specifically refers to
activities such as handloom production, tadodng of dothes. leather products, oll pressing,
pottery, carpentry shops, bakery and simiar activities,

Electricity Supply: The electricity sub-seclor includes the electric power generation and
distribution activities of Ethiopian Eleciric and Power Corporalion (formery EELPA), Electric
power genarated for own consumption and distribution is excluded from the sub-sector,

Water Supply: The water supply sub-sector covers the sanices of the Addis Ababa Water
Supply and Sewerage Authonty and the water supply sarvices in other urban areas. It also
includes the drawing and carrying of water by rural hougehokds

Construction: The sector covers the construction and mainfenance of {1} residential
bufidings and non-residential bulidings: [2) Othet construction works, eg  roads, radroads,
siroots, sewers, bridges. visducts, subways and tunnels, parking facilities, airports, harbar, plers,
canals, water wells, etc. and (3) Construchon work connected with land reclamation and
improvement including afforestation and sod conservation as well as permanent crops
developmant and axtension

Services GDP

Trade, Hotlels and Reslaurants: The sector covers wholesales and retall trode.
services rendered by hotels, other loogng places, restaurants, cafes and other eating and
drinking places

Transport and Communication: The sector mciudes (1) Road transpor, (2) Rallway
transport, (3} Water transport, (4} Alr transport and (5) Communicatons (Telecommumication and
Posial Services) The value added of each sub-sector i darived simply from their incoma hd
expenditure sccounts using either the production or income approach

Banking and Insurance: The sector 5 miled 1o the activities of the National Bank of
Ethiogia, the Commercial Bank of Ethiopsa, the Housing and Savings Bank (now the
Construction ‘and Business Bank), Development Bank, Ethiopian Insurance Corparation and
recently private owned commercial banks and imsurance companies. Excluded from the sector
arg savings and credd associations of employee, informal credit and insurance institutions such
as egub and edir for which no reliable date are avsilable Incomse and expenditure statement of
institutions and afganizahons operating n the sector are used for estimation

Real Estate and Ownership of Dwellings: what = included in the sector is the

ownersnip of dwelings. This 5 because betwsen 1975 and 1991 commercial operation of
residential and non-residential buidings were prohibited by law
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S ________NOTES ABOUT THE DATA SETS|

Public Administration and Defense: The activity covers the services provided by all
cantral government mnistries (excluding education and health which are treated separately),
tammissions. agences, guthorites and instiutes and the activities of charered and non-
chirtered municipalities. Regional and sub-regional administrations are aiso included

Education Services: This sector covers all actrvities of all govemmaent, private, mission and
community education nstitutions of all types

Health Services: The sector includes hospials. sanatoria, heaith centers, climcs and
similar instdutions. Miltary and police hospitals are excluded. as thay are ncluded In the sub-
sactor publc administration and defense’

Domestio Services: The seclor covers the services provided by house hokl employess
such as malds. cooks, laundresses baby siters. watchmen and other housekesping sorice
wirkers

Other Services: The ‘Other Senices’ sector includes all services. nat coversd under the
FJ'B\I'IBIJﬂ"f Irealod econamic achvites

GDP by Expenditure Approach

Government Consumption Expenditure (GCE): Govarnment Consumplion
Expenditure {GCE) includes the consumption expenditure of all central, provincial or regional and
local government organs The consumplion expendtures of the adminisitative servicas of
kebolas are included 1o the extent their employees are paid by the municipaliies

Private Final Consumption Expenditure (PFCE): Covers the final cansumption
axpenditure i the domestic marke! of households and nonprofit making badies serving
households on current goods and services less net sale of similar goods, manly second hand
goods . |t alse includes consumption of cwn-account production valued at producer prices and
impited gross rent of owner occupied dwellings

Gross Domestic Capital Formation (GDCF): |s made up of two major Campanents:
increased in slocks and gross fived capdal formation (GFCF)

Export and Imports of Goods and Non-Factor Services: This section covers all
transactions of Ethiopian residents with the rest of the world in merchandise and transpartation,
communication and Insurance services irespective of whether tha goods apd sarvices are
acquired or disposed off through purchase sale or denation

Data on Public Finance: The type of data used 15 time saries (Ral covers from 1974 EC
— 1888 E.C. The Minstry of Finance prepares the data on public finance Tha data reportad in
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this ‘stedy Is compiled from the "Annua! Budgetary Revenus and Expanditure’ decument. We

have double-checked some of the agqmgation;" made by the Ministry and reporied the
camecied one

B. Method of the Integrated Framework

Thara s analytical inconsistency among the dats repoted by different institufions in Ethiopia In
this section we will descnbe the methodology employed m this study 1o generate anatytically
consistant macro data senes.

The fist problam relates (0 the inconsistency across differon] sourcs (Le MAcro vanoables
oblained form diffaren! institutions vary) First by resorting 1o ongmal supphars of data foi
diffsrerl categoras, we have attempled o circumvent problems. that may anse when dala
change hands The second major problem relates to analytical inconsstency in on identified
sourca Consistency babwean Nabonal Account and Balance of Paymonts data requiras the net
factor paymant and current transfer (NFPCT) computed from the Natonal Account shauld be
aqual 1o ihe same item computed from the Balance of Payment

1A this rapor we have not attempted (o nveshgate the probiem at the Jevel of the source of dota
Tha focus rather was on the discrepancy and nconsstency of the existing data reported by
diferant institulions  The exstng Ethiopan data does not obey 10 1hes aocounting rule

The major sdjustment lies in dealing with the decrepancy Depending on the assumplion aboul
the accuracy of natonal account dats vis-a-vis the Galance of payment, thers are two options in
dealing with this discrepancy

If ona assumes that the NFPCT computed from national account 5 corred, this value Could be
imposed on the balanca of payment stabistics The discrepancy on the balance of payment "JI
be acoounted for in the varable other nel factor payments and cument transfers of he privalte
sechor ([or any other reasonable choice)

The sscond alernatve 15 10 assume that the MFPCT computed form balance of payment s
correct, This fgure should be imposed. upan the domestic saving to give the national saving
Assuming further that saving in the public secior & refstively accurately recorded, the prvale
sector saving could be chosen to account for the discrepancy.  The choice betwesn the: bwe
alternatives shoukd depend on the nature of the-analysis to be made and the: retative faith -one
puts an the two sources For instance if the analysis & |argely based on the exiemnsl sector it |s
reasonable to assume net fador payment and current transfer as computed from batance of
payment to be cormedt (assuming equal faith in bath sources). It is this latier assumption that is
chosen in this:siudy, The major rabonaie baing the BOEB = reiatvely accurately recorded. This
adjustment has resulted in a consstent database thal can be obtained from EEA,

Vi e Foiad soime mistakes sl the tstaly are penetatcd in the Minpiry " dodumcida



SELECTED MACROECONOMIC
INDICATORS

ANNEX A

Table 1: 'Schedule A’ in Proclamation 30/1852

Taxabie Monthly Income

Hates of Tax (%) on

{in Birr} Every Additional Incoms
Upto 105 Fraa
106 - 400 on the next 265 10
407 - 7DD 7 C 300 15
o1 . 1000 < 300 20
1001 - 1330 * 300 25
1301 - 1600 " " 300 an
1601 - 1800° = = 300 a5
1801 - (2200 * = * 300 40
2200 - 2500 - * 20 45
2601 or More 50

Source: Proclamation 3071992

Table 2: 'Schedule A’ in Proclamation 107/1994

Taxable Monthly Income

Rates of Tax (%) on

{in Blrj Every Additional Income
Upta 120 Free
121 - 800 on the next £80 10
B4l - 1200° - ° 600 15
1201 - 2000 -~ * 800 20
2001- 3000 = = "% 30
3001 or Mare 40

Source: Proclamaton 107/1594
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ANNEX B
- Table 1
Calendar
Ethiopian | Gregorian Y i

1980 ga7/98 45204.18| aaﬁr.éﬁl
1891 1998/99 50583 48| 10584 20
1992 188982000 56602 81 11854 .91
1893 20012002 6333866 1326565
1694 20022003 TOBT5 86| 1484426
1895 20032004 79310.20| 16810.73
1986 20042005 B8748.11| 18587.40

| 1987 20052006 J' 99309.14| 20789.1

Table 2
Projection of Major Macro Aggregates [in Millions of Birr (nominal}| 4
[ Calendar [ | |
Ethioplan | Gregorian ¥ ’ = L X
S 15957/58 45204 18| G467 58| 3607 53| 2009246 (28300
19891 | 19BEEE SOS83 48| 10504 20 403788 23520.73 9176 58
1992 15595/2000 85602 91| 1185489 4519.43| 2634987 1156249

1903 | 200172002 | 6333888 1328585 sose2s| 2051587 1456874
1994 | 20022003 | 70B7SS6| 14aeszs| 565128 3305820/ 1835661
1995 | 20002004 | 79310200 tesi073| s3so2| 3702220 2312933
1086 | 200472005 | ss7em11| 18sa740| 709105 a1as811| 2014295
1007 | 20052006 | 9930914 i z0798.31| 793593 @8421798| 3ET2012

Note: ¥ = GDF, I= Investment. 5= Saving: M= Import of goods and non-factor service; X= Export of
goods and non-factor service, |* and 5° desired level of S and |




Tahble 3

Projection of Gaps and External Assistance [in Millions of Birr {(nominalj]

Calendar Ex anta i Ex Post

& 5 "1 Aid

g s 1.5 X % Roquirad I-§ M.X

5| & z |
BRLET 1997/98 S860 031 1370046 Trade | 1370946 13704 48] 1370546
1661 1998/95 B556.33| 14344 15 Trade | 1434415 14244 15] 14344 15
1992 | 199502000 | 733548 1476738 Trade | 14787 38| 14787 38| 14787 38
1993 | 2001/2002 | 8207 36| 1494693 Trade | 1494693| 14045 53| 14946 03
1994 | 200272003 | 9182.98) 1470155| Trade | 1470159 14701.58) 1470158
1985 | 200372004 | 1027471 1389296 Trade | 13892 96| 13892 55| 13aoy os
1906 | 2004/2006 | 1149635 1231516 Trode | 1231518 1221518| 1231518
1987 | 20052006 | 1286337 970167 Saving | 1286317 12883 37| 1288337

Note. [= Investment, 5= Saving, M= Impon of goods and nonJactor service. X= Expon af goods

and noan-dacter service, 1* and 5* desited level of S and |

Table 4
o Keynesian Mode! Based Projection
Calendar |

g &

L]

E‘ = ¥ (GDP) | CONS 1 IG 12 M | X oW
o (=]

£ g

i o
1980 | 1057768 €114 63| SB7AE 54| 1025605 4018 58| 6207 00| 1854403 T5i5aE
1281 OGRS 4791519| 4403477 1135761 ¢82180| BTISEY| ProTOa4| GEoa s
1902 | 1990/2000 | 5530105 S0DG3 40| 128217| 531508) T3414) 257A427| 11E01E3
1903 | 20012002 | S4S6570| S97T12S| 1410008 Si12asl 7ea7 il sozeias| 1emiTes
1854 | 20022003 | TP20728| T1083%51| 1578835 7a2018) GTAG18[ 403743 1943589
1005 | ZODMZ004 | 92ABSSZ| BS4SELD| 1TTST3S| 8083 56| BETIEY| 45408 57| 2554304
1896 | 2004{2005 | 11302000 10399030| 2001600 928910| 10716c0| SPE74.0e| d3Tsoam
1987 | 2005/2006 | 139002 00| 127884 60| 2251923 10890 51| 11973 77| 6508082 4470 o

CONS =Consumplion, 1G and IP = public and private consumplion, respectively
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