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THE NEW REFORM AND EMPLOYMENT ADJUSTMENT

Teshome Mulat

Abstract! The en-poing macroecoreric and public sector reform programime in Etkiopla i cimed of
reducing the relative share af the public econamy and public employment.  Under [ahour market
conditions of unregulated wages ard rightwaord shifting labour supply curves. conditions that are
aided by the veform process, the emplovment response fn the private econmmy (5 comtrary [l
EXpeCtaticns.

L INTRODUCTION

The main eclements of the on-going institutional and economic reforms in Ethiopia
are outlined and reviewed in many publications [62,63]. [43,p.1]. [44.p.1]. and [5p.B]
These reforms have diverse objectives, serving in some way, the cause of market
liberalization, economic development and the improvement of social welfare.

The focus of this short paper is on the emplovment effects of these reforms. [t may
be argued that any reform measure affects directly or indirectly the level and Hucture of
employment. This calls for a complete coverage of government legislation, measuring and
analyzing the emplovment ¢ffeet of cach proclamation, decree, regulation, or government
directive. While this approach may give the study a semblance of comprehensiveness, it
is difficult 1o measure net emplovyment effécts in this way and may not even be necessary
to explain the emplovment changes arising from public sector reform measures. Part of the
problemy emanates from the difficulties in defining stable cavse and effeet relationships. A
particular lepislation affects many macroeconomic geals, including employvment, and the
direct and indirect employment effects may tend to be diffused. The other problem arises
from the fact that policy reform, in practice, is an on-going activity with new legislations
which have both short- and long-run as well as direct and indirect
employment effects being introduced all the time (thus, complicating the task of model
specification)).

[nstead. we focus on the main reforms imtroduced so far (following the adoption of
the World Bank and the International Monetary Fund sponsored structural adjustment
programme for the country) and on their short-run employment effects by interpreting the
provisions in the legislations themselves, and not using a formal econometric model of the
kind suggested above (for which there is also an utter dearth of information).
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[I. THE WORK-LEISURE CHOICE, THE RESERVATION
WAGE AND PARTICIPATION

Given the individual worker's indifference map' (as shown in the accompanying
diggram), 7 corner solution is provided at a wage rate of zerd, with the worker not
participating in the labour force and with the reservation wage (i.e. the minimum wage rate
that induces participation) equal to the slope of O7Y, line, or y(h). at its minimum. As the
wage rtale rises above y,(h), patticipation increases, gradually reaching a maximum
{somewhere between p, and p.) and then declining. O'FP,P;M traces the equilibrium
solutions where the worker’s subjective valuation of the oppormunity cost of leisure (given by
the slopes of the indifference curves) equals the going wage rate (given by the slope of the
broken lines).

MNote, as the wage rale increases {i.e, as the slope of the rays that are drawn from the
arigin €' rises), the worker is placed on ever higher indifference curves, Also, as the wage
rate rises, beyond the point of maximum participation, the rate of participation declines. It
is omly natural that the worker prefers (e enjoy leisure to work, now that he/she can do so
as a result of high wage incomes, If the wage rate rises to infinity (that is the case at M,
where the slope of the O°M line, or the wage rate ling, is tangent to the highest indifference
curve possible and is equal to infinity). the individual ceases to work altogether, or
participation is reduced to zero.

The effect of high wages and wage increases is thus to reduce participation. The rate
of worker participation or employment also declines as a result of the avaflability of non-
wage incomes. The negative employment effect of the level of non-wage incomes is also
shown in the accompanying diagram. If O'N amounts of non-wage income are available 1o
the worker, he/she would demand a wage rate of at least yo(h) 1o participate in work. With
larger amounts of non-wage incomes, higher levels of reservation wages would be required
to induce participation.

Note too, that the reservation wage, given the indifference map, has a value in the
range of y,h) and infinity®. 1t gradually increases starting from its lowest value at O° [equal
1o v,(h)], where the lowest indifference curve possible is just tangent 1o the reservation wage
line, and reaches its maximum value of infinity at M [equal to y,,(h), the slope of the vertical
line O°M]; As the wage rate increases (or as the worker moves onto higher indifference
curves) the minimum wage requircd to induce participation (the reservation wage) increases.
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The implications of the above propositions for public policy are fairly obvious,
Public sector reform may aim at improving workers' welfare (try to place the worker on the
tughest possible indifference curve) or increasing worker participation. The two goals are
ditferent. To achieve the former one tends o M, while the latter goal i5 achieved at the
wage rate which induces maxunum participation. But both goals relate 1o the wage rate, and
o the availability or non-availability of non-wage incomes, Furthermore, the higher the
wage rate, the higher will be the reservation wage that induces participation. In other words,
the reservation wage and the wage rate are positively correlated. They are hoth inversely
related (o the rate of participation as are noo-wage incomes. Iligh wage levels and wage
increases. mumimum wage legislanon and the avalability of non-wage incomes to the worker
{such as dividends, rent incemes, business profits. family income, pensions, ete ) adversely
affect particlpation i work, e employment,

I11. THE EMPLOYMENT STRATEGY OF PUBLIC SECTOR REFORM

Estimates of the relative size of the public economy and of public employment are
scanly, with many gaps. and have limited coverage. The most comprehensive estimate of
the relative size of public emplovment & produced by the Ministry of Labour and social
Affairs Survey in 1983 [32, p43].

Table 1
Estimate of the Relative Size of Public Emplovment'", I‘JB‘.‘
| Suctirs Estimare or Eanimate o Share of
| Pl lostal Wi Prabslac
| Emploevment ernploy minl | Employmedt
i percent)
-
Adic., Forgsiry & Hunting 105, M5 |65, 802 ikl
Manufacruring TH, 2(H 217184 225
Consiruslion 45178 A 851 @t
Whintesale and Retanl Trade 15,057 R a3
Transpior, Storage, & Communic 34,744 7,176 035
Community . Sogial & Pertotal Service | 147,942 223532 By 2
hagrs'™ 27,4495 28,085 %52
Toral 353 325 TUR SRS 781
Motes Excludes “private sector® emplovmentin agzculiare, Torsstry, and Rincing

P mEhhers” ineludes mining and quarmving; electricity, gas & water; and linance; msurance - real
eslzle and Dusiness services

Source: Ministry of Eabour and Social ATfnirs (1984, p. 45
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While the relative accuracy of the public employment estimate in the above Table
is confirmed by a subsequent survey and reports, the estimates of the total wage-
employment are off the mark by large magnitudes, because of gross under-estimation of the
level of "private sector" wage-employment’. The MLSA 1983 Survey itself notes that
wage-employment in private agricutture and in all establishments "emploving less than 10
persons” was excluded, the geographical coverage of the survey was incomplete and there
was under-representation  of cmplovment i the private  scctor “construction  and
transpartation services” [54, p.45]. An important omission is also the military under the
Ministry  of Defence and the police force {although the civilian cmplovees of these
establishments are included in the survey) which are perhaps twice as numerous as the
public sector emplovees. A 1986 survey [53] estimated the total public sector emplovment
at 539,464, indicating a 2.5 pereent drop over its 19823 level*. This survey also shows the
distribution of public employment between workers of the public: enterprises, who are
governed by the Labour Law (Proclamation No, 64/1975) and numbered 299,934 or about
36 per cent of total public employment, and the civil servants working on the basis of the
Civil Service Commission tules, (Order No, 23/ 1961), totalling 229,156 or 42 per cent of
the total public emplovment.

Thus, the true share of public employment is much lower than indicated by these
estimates, if the base is total wage-employment in the cconomy, However, the public
erenomy and public employment dominate i the relatively large sectors of economic
activity which provide relatively better pay and stable emplovment. That the public
ecopomy is dominant in certain areas of cconomic activitv is also evident fromeghe resulis
of specific surveys. For example. the most comprehensive Small-scale industry {881}
survey ever conducted in Ethiopia, [40]. cstimated the total number of SS1 establishments
and wage-employment in 1985 at 7,684 and 36,846, respectively®. This shows the relative
smallness  of wage-employment in the organized or “formal" sectors of private
manufacturing,  According 1o a recent industry survey, which covers the relatively large
industrial enterprises [1], the shares of the public economy in total manufacturing
production, fixed capital assets and employment are, respectively, 96, 97 and 93 percent’,

Perceptions about the relative productivity or efficiency of public employment vary'.
One view is that under the socialist management of the economy public employment
expanded considerably, especially in the services and in administration, which harboured
a large share of "non-productive” activities. Elaborate hierarchical control, eoordination and
monitoring systems engaged large numbers in relatively unproductive work, unnccessarily
inflating labour cost and raising the real prices of industrial output. Long delays. red-tape,
graft and corruption characterised the bureaucracy and indicate that the public sector system
ts perhaps over-manned as well. In addition, in times of economic difficulties, which is
often the case, excess capacity oceurred in the public economy, with large numbers of paid
workers waiting for spare parts, industrial inputs, or cven increases in the demand for their
produce or service in order to be engaged optimally. These indicate potential redundancies
in the public economy, and suggest that redeplovment andior retrenchment is possible
through lay-off and streamlining. Under such conditions, a public sector "leaning”
programmie would make it relatively more efficient and cost-effective.
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An alternative view point gbout public scctor employvment under socialism is that
civil servants and workers in government owned enterprises worked over-time without pay
and offered free service in various committees.  Senior officers of povernment held
simultaneously many responsibilities and participated. as most public servants did, in civil
functions outside the office and in various “"campaigns” which the government organized
without being compensated in return.  This line of argument supggests that the public
econoiny is under-manned, and if the activities outined are m the nature of cconomic goods
(which are not inferior goods), public sector reform would lead 1o an increase in the level
of public employment (as free labour is substituted by paid work),

There 15 also another view about the direction of public employment, which is that
"reform” may necessarily result in "new” employment as well as job loses in departments
and enterprises facing expenditure retrenchment.  The net employment effect of reform is
thus difficult to measure and may become obvious, if at all, only in the long term.

In the light of the above, what is the employment strategy of the on-going
mactoeconomic and public sector reform measures? To what extent are the recent reforms
introduced by the Transitional Government of Ethiopia affeeting public employment in
particular and wage-employment in the cconomy generally”?

The reform measures which affect cutput and employment can perhaps be divided
into three groups. First, a principal concemn of the reform has heen the recrganization of
the public sector sysiem itself so that it would hecome; in the end, relatively "smaller” (than
the private economy) and more elficient and cost-effective (than it was in%he past). This
is closcly related to budgetary reform, which, in the light of the experiences of countries
undergoing structural adjustment, often entail expenditure retrenchment and restruciuring,
and revenue growth enhancement and consolidation. Together, these provide the major
ingredients of a public sector "leaning” programme, which give the public sector system a
new direction and responsibility (in the area-of ceonomic régulation) and render it relatively
efficient and cost effective in the delivery of public goods,

The reform measures introduced so far and contributing towards the enhancement
of the above objective include the recrganization of the ministries, the establishiment of
regional self administrations, the introduction of public ¢nterprise reforms. retrenchment and
restructuring of government expenditures and, perhaps, the new labour law,

Spcond, there are some policy measures taken with a view to changing the public
and private economy balance, The aim is to transfer responsibilities and assets from the
public ta the private sector, so that the latter and market lorces have dominant roles to play
in the national cconomy. Obviously, this calls for a pew relationship between the
government and the public and private sconomies on the ene hand, and between the private
and public sector economics themselves, on the other. The reform measures directly aimed
at distorting the public/private economy balance are few and can be evaluated in lerms of
their effectiveness to achieve the indicated ohjective®,
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Third, and related to the above is the enhancement of the growth and development
of the private economy. Toward the realization of this poal 4 number of reform measures
were recently introduced recently including price and market deregulation, a new investment
law, monetary and foreign exchange policy changes, fiscal policy reforms, and measures
to diversify and increase investment finance. Some of these reform measures have direct
employment effects while others affect employment only indirectly.

V. THE EMPLOYMENT EFFECT OF THE REFORM MEASURES

All the three nspects of reform, viz reforming or reorganizing the public economy,
changing the relative public/private sector balance. and enhancement of the development
of the private economy. alfect employment growih,

4.1 Public Sector Reform” and its Employment Effect

Ihe aim of the new labour law (Proclamation Mo 4271992 15 perhaps “industrial
peace” which may possibly affect employment indirectly and in the long-run, Howewver,
it is uncertain that Proclamation No: 42/1992 will achieve this goal more effectively than
the laws it repealed . Workers argue that the new law denies them job security which the
previous law, Labour Proclamation (Mo.64/1975), gave them. Employers. on the other
hand. think that the new labour law does not give them the freedom 1o act in matters of
employment and conditions of work as much as they wish. Heyond that Labour
Proclamation No. 4271992 appears 1o be neutral in its short-term employment effect.

Ihe reorganieation of government, which is the other element of reform, has taken
several forms (see Table 23, One aspect of the reform is reducing the size of government
and streamlining central government institutions. including the ministries.  As a direct
sutcome of the reform process, some insttutions are scrapped. the twoe sectoral ministrics
in agriculture, trade and construction are collapsed into one ministry in cach case. three new
ministries (thal had nof been there as ministries prior w the coming of the Transitionl
Ciovernment) are established, and all public institutions and ministries dre required 1o
introduce internal reormanization.  The result of these processes has heen a marked
reduction in overall personnel size in ceniral government institutions which was achieved
through larpe-scule dismiissals, lowering the pensionable uge, and compulsory: retirement nf
eligible pensioners,  Large numbers of civil servants were alsoallowed 10 "float” (go on
forced leave of absence from work with pav). for several months in some cases. pending
dismissul or relocation decisions.

However, the main [eature of thee relorm had been the institstional replication in the
regions (Proclamation No, 41/1993) and that has the potentials [or employment expansion
(see especially the last two rows in Table 2. Following the Issue of the Hegional
Governmenl Establishment Proclamation {Froctamation No, 7/1992), and the proclamation
defining the powers of governments (Proclamation No. 41/1993). there has been a
relocation of some public emplovees from the “centre” to the regions and the employment
of others in the "repional hureans™,
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Table 2
The Reorganization of Government
(iovermment Proclumation Mo, 8/ 1987 Proclamation Mo < 1/ 1993
Ministrics™! 20 (Art. 15) 20 (Ar. 3
State Conbmitiees! ' Z0ARLGT)
Commissiong, the Mationgl
Rank. Awthorities and
Institutes™ I& (AL 41) 12 (A, 25, 57)
Branch (ffices All o conbinue (At 59)
Regional Planping Offices Ax pr ONCCF Prog.
6271984, Thers were & such
offices
Regienal Administrgions Regional, Awraja and

admmi

Executive Orzans of Eegional uFJ'iqs plis (Mo,

Regional Self-Governments of regions X 17 "Burezus")
(Art, 33¢4

Executive oreans at Wereda not deflined (Arl. 58)

und ather regional

Wereda admanistmtions to
continue until the
establishment of avtonomous
regions. (A6

stration levels

Motes:

U The Ministry of State Furms Development and the Coffee and Tea Development Ministry
w f Proc. 8/ 198T) e replaced by the Muastry of Stale Farms, Coffee-and Tea Dovelopment
in Prog. 4171993 In place of the 1wo ministries, Urban Development and Housing and the
Consmaction Minsstry, (in Proc. 8/1987) there 5 oaly one Ministry of Pablic Warks and
Urban Development in Proc. 4171993, Likewise, instead of the loomer ministries of
Fromestic Trade and Foreign Trade, there is one Ministry of Trade in Proc,d 101995, Threw
new ministrics are (ntroduced By Proc. 41701993 the Minktne of Natural Resouvrces
Mevelopment and Eavironmemt Protection, the Ministry of Economic Co-opération dnd the
Minmstry of Planmng and Etonomic Development.  The last two constituted 1he twior “stage
comminess” In Prog, 8 1WT. ONCCP stands for the "Office of the National Cummiltes for
Cenlral Plinnmg",

T The fallowing four institutions” (in Proc, £1987) are not inciuded in Proc. 4171993 The
Price Study and Policy Institute, the Beilding and Transport Construcrion Design Autharity,

the Water Besources Commission, and the Defense Industries Commission.

1T and not 20 bureaus - Decause defenses foreipn affairs and central banking functions e
not regionally rephcited
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Although, as shown later, this raises questions about the "yuality of employment" "
and may prove difficult to justify on economic grounds, it is cstimated that the
regionalization programme, if fully implemented, may result in net additions ta public
employment.  However, there is no indication that the possibilitics exist for a full
implementation of the regionalization programme at prescat, and what s observed on the
ground is the substitution of old public sector functionarics by new "lovalists” in the
regions, Only a few "regional burcaus” are established in some regions, and buréau
replication at sub-regional level administrations are not vet reported.

The reorganization of the public enterprises, the other aspect of public seetor relorm,
is being carried cut on the basis of the Public Enterprise Proclamation (Proclamation No.
25/1992)", Previously public enterprises were organized under the "corporations” of certain
ministries. In 1990, the Ministry of Industry, for example. owned and managed a total of
164 establishments organized under 10 corporations (and 4 share companies) [48, pv]. The
changes introduced by Proclamation No. 25/1992 are basically two: the "corporation”
systemn is replaced by a "board" system of industrial management, and the enterprises are
given a degree of autonomy that permits independent action in matters relating o enterprise
¢Conomic management,

It is unclear whether the bodrd svstem introduces efficieney and cost-effectivencss
to public enterprise management any more than the previous svstem 1t replaced did. [T some
public enterprises are reported to he "profitable” after the reform, their success may have
more o do with foreign grant and loan financing of imported inputs than with the change
in management. The corporation system of industrial management was adopted as a cost
saving measare, [t was also regarded as an efficient method of using scarce technical and
maragerial skills and services concentrated at the corporation level, Since some functions
previoushy concentrated at the corporation level are now distributed 1o the enterpriscs,. the
"hoard” system may lead to some employment increase in these critical areas,  Howes I°r,
the over-all employment effect of the reform. if any. are likely to be indirect and are only
likely to be felt in the long-term (through the growth of the public enterprises made
possible by the changes from a corporation to a board munagement svstem ),

What is evident in the short term. however, 1s that seme public enterprises have heen
closed and others allowed to operate with & redueed werk force. Among the enlerprises
that were ¢losed are the Ethiopian Import-Export Corporation (11TMEX), Marine [ransport
Authority, Ethiopian Building Constructron Authority (EBCAYL and Development Projects
Studies Authority (DEFSA) A factor that complicares the measurement of net ermploymént
effects of closure is that some of these enterprises have reappearsd ina new lorm and with
reduced staff.  For example, EIMEX is partly replaced by a new public enlerprise,
Ethiopian Whole Sale Trading Company (EWSTC) and EBCA by the new Awash
Construction Enterprise {ACE},

Institwtional reform, the aspect of public sector reform discussed above, is closely
related to government budgetary reform, the twin objective of which 15 expenditure
retrenchment and restructuring and budgetary balance.  The argument for retrenching
governmenl expenditure has been that it is possible to do so (because a major cuthack in

B3



fearome B The New Heform and Empleyment Adjustment

defence expenditures can be made) and that the resultant "peace dividend” can be used 1o
expand economic capacity. A cutback in defence expenditures, permits, in the limit {i.e.
at a zero level of defensc expenditurc), the use of some 42 per cent of the normal
expenditure budgets of government in the development of economic infrastructures, 1o
reduce excess capacity in public enterprises, and to enhance the development of private
industry [37]. In other words, public expenditure retrenchment and restructuring is an
important clement of the public sector reform measures.

In practice, reducing the level of government expenditures is proving a difficult task,
The planmed devolution of power to the regions {increased hurcaucratization), the need to
combat increased lawlessness und political instability, the management of "transitional
politics”, and the carrying out of large-scale relief and rehabilitation programmes are
requiring financial resources in excess of the economic capacity to pay for these things.
Expenditure retrenchment is also advocated at a time of declining government domestic
revenues [54, p33), caused in the main by a sharp drop in incomes and by tax
administration difficulties. 1t is also difficult to establish whether expenditure restructuring
has been growth enhancing. While the cuthack in defence expenditures is sizable, there has
been little change (if any) in the real expenditure allocations o health, education and
economic infrastructurc,

[herefore, the emplovment effect of this particular measure is difficult to assess.
Retrenchment of ¢xpenditure is deflationary and the contraction of economic activity it
implies can only resuit in job losses. The restructuring of government cxpendimre along
growth enhancing lines, on the other hand. 1% expansionary and has the p‘uteﬁial to increase
employment, But there is no conclusive evidence that the Transitional Government of
Fthiopia has succeeded in restructuring public expenditure: in such a way thit economic
grivwth can result from it

The conclusion which can be drawn 15 that public sector reform measures have
brought ahout a reduction m the level of public employment. In the view of the
Tiransitional Government, existing povernment ministries and institutions are "over-staffed”
and retrenchment is an inescapable course to fake'!.  According to government policy
papers, the number of public employees to be retrenched as a result of the reform measures
are cstimated at about $0L000 (or about 13 percent of the total public sector amplovment)'”,
These figures do not include the demobilized soldiers {demobilized as a result of change
and reform) variously estimated at between 300,000 and 1.2 million whe are contributing
10 the accentuation of the unemployment ¢risis in the cconomy |41 27109, There is also
a large group of “displaced” persons (following disturbances in various localities), and
“returnces” (who were previously refugees in neighbouring countries) who are contributing
to unemployment growth, According to a World Bank report, the "displaced. returnees, and
ex-soldiers” topether are estimated at 2.1 million [44, p.22]. which constitutes a sizeable
addition to lubour supply. Furthermore. the predictions for 1994 are that the famine
afflicted population can rise upte 10 million or more, which may result in large-scale
migrations to the towns and other centres of population concentration (such as refuges
camps, state farms, ete). There is alse a large increase n labour supply induced by
pepulation growth (estimated at about 3 percent per annum).
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Thus the overall effect of public sector reform and these demographic developments
is to shift the labour supply curve to the right. In as much as it is the "educated” and/or
the relatively "skilled" workers that have left the public sector system, it is the specific
supply curves that would be so shifted. But, that also holds true (following our review of
the demographic developments) of the situation in the labour market generally,

In lerms of the Model deseribed in section 2, the effect of public sector reform is
to create a labour marketl situation similar to that faced by a monopsonist. The labour
supply curve is positively sloped (and not the perfectly elastic one of the competitive
market) and is pushed further towards the right further pushed to the right with a drop in
the level of the reservation wage, Excessive unemployment and the absence of wage
regulation (there 1% no minimum wage legislation in Ethiopia) permit the wage rate to drop
tooany level to adjust or equilibrate the market [62]. This precipitates a move in the
direction of MP,P,P, 0" and toward [, indicating a continuing deterioration of the conditions
of the working population (i.e. the relocation of the worker on a lower indifference curve).

4.2 The Public/Private Scctor Balance and Employment

Aospeerfie policy parsuit of the TGE has been the deliberate distortion or change of
the public/private economy balance so that the latter and market forces become dominant
features of the economy. Two types of measurcs arc proposed in this connection. On the
one hand. government expenditure retrenchment and restructuring are to be used to deflate
the public economy. On the other hand, other reform measures are introduced 40 enhance
the transter of assets and other resources from the public to the private economy.

The Timitations of the lirst measure is already discussed (see previous section).
Prering the past three vears (since the adoption of SAP), the Transitional Government has
failed to Introdute a radical departure from the past budget practice: it was not possible to
reduce significantly the level of pevernment expendinre, and to restructure povernment
expenditure zlong growth enhancing lines,

With regard to the second measure, that of public asset transfers (o the private
sector, the new ceonomic policy document [62], identifies the specific enterprises to remain
in government hands. These inciode large-scale engineering and metallurgical, fectilizer,
and pharmaceutical plants and dondustries which supply strategic raw materials to major
chemical industrics”,  The rest arc targeted for Houidaton or transfer 1o the private

ecopomy through sales and other medes of "de-nationalization”.

Ihe proclamations that permil the dissolution of public enterprises (Regulations No.
F1992, and Noo 126/1993) are issued to facilitate the transfer of some of these public
enterprises 10 the private sector, The government, on the basis of these regulations and the
provisions of Proclamation No. 25/1992 (Art 47), can declare uneconomic enterprises
bankrupt or foree their closure to minimise Jloss. Alternatively, ailing enterprises can be re-
established under a new management. or such enterpriscs would he able o transfer their
assets 10 private buyers or enler into negotiations lo permit non-government equity
participation.
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Although some enterprises are closed as a result of the policy measures™, no large-
scale transfer of public assets to the private economy has been recorded to-date. The details
on asset transfers, which presumably are drawn to make the exchanges attractive economie
propositions, have not been made public so far. But a main problem has been and remains
the lack of domestic buyers, and foreign buyers have so far shown little interest in loss
making businesses.

Recent reports on SAP experiences elsewhere in Africa corroborate the above trend,
Liquidation and closure of public enterprises are more numerous than asset sales. Planned
privatization (or sales of government property) outstrips "actual” privatization (or actual
assel transfers) several fold; and years of active discouragement and failure o
develop national private entrepreneunial capacity and poor credit facilities have curtailed
large private domestic buying of public assets in most cases [#].

Since public enterprises are being re-orpanized (and this has often resulted in a
decrease of employment in specific departments), while no major asset transfers to the
private economy have occurred, the net employment effect of the policy is possibly
negative. The extent of public employment reduction is perhaps difficult to measure, partly
because one is dealing with an on-geing process and partly because the employment status
of affected workers changes all the time".

In terms of the Model in Section 2, the effect would be to increase labour supply
and push the level of wages down in specific and general |abour markets, ie. cause a
relocation of the worker on a lower indifference curve (indicating a further 8eterioration in
the working conditions) than previously,

4.3 The Development of the Private Economy and Employment

The main strategic consideration in current government reform measures is the
development of the privale cconomy. Among the measures taken o enhance growth of
investment, output and employment in private industries is the recent deregulation of prices
and markets. The measure is apparently aimed at improving the rate of return on
investment, by allowing the upward adjustment of market prices, while keeping a regime
of price regulation in areas where market failures are noted [58]. Early reports indicate that
the observed rise in real incomes of cash crop farmers, following market liberalization, is
not accompanied by increases in supply or production. This lack of supply response is also
ohserved in relation o foreign exchanpe rate adjustments. Exports could not incresse as
much as expected because domestic prices also soared following the devaluation of the Birr.
But, a major factor behind the lack of supply response is a structural one: the land market
has not been liberalized and farmers and entrepreneurs generally could not respond to the
price and foreign exchange incentives provided by the reform measures.

A main objective of monetary reform under SAP™ is to contribute to economic

stability by maintaining low to moderate seigniorage -and a level of the "real interest rate”
that is neither "highly negative" nor "highly positive”" [66. pp48-31]. A mark of the
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relative success of monetary policy is that the growth of inflation has so far been low or
moderate.  However, the underdeveloped capital market and the low level of monetization
of the economy limit what can be achieved by an improved monetary reform stance; and
the extreme dependence on forcign financial grants and loans to finance the foreign
exchange needs of the economy shows the vulnerability of the (monctary) system.

The fiscal reforms introduced recently have diverse ohjectives, including improving
the welfare of low paid workers'”, raising the level of industrial production™, and
restructuring output . (special fiscal incentives for export-geared production)’, The
Investment Proclamation (No. 15/1992) provides administrative services (through the
Investment Office of Lthiepia) and fiscal incentives and makes arrangements for land and
waler allocations to investors in the private economy,

Although these reforms, as a package, are taken 1o enhance the development of the
private economy, which is the centre-piece of the reform strategy, the resultant rate of
increase of investment and oulput has been less than what is required to absorb the
reduction in public employment.  The expectations have been that growth of the private
cconomy should go bevond absorbing the unemployment created by the public sector
reform measures™,  But the rate of unemployment is rising in the economy: a grave
school-leaver problem is developing. steep drops in agricultural production and faw and
order problems in rural areas are causing migrations to the towns, it is already shown that
public sector reform had resulted in larpe-scale dismissals and there is a large increase in
labour supply induced by population growth, These create, once apain, labour market
conditions which are characterized by 4 continuing right-ward shifi of the labour supply
curve and a sharp drop in the reservation wage.  Two issues require elab®ation: the
problems of the “private sector development strategy”. and the issue of employment
adjusiment to labour market conditions of increasing labour supply and [exible wage rates.

431 The Problems of the Private Sector Development Strategy

Recently. mnspite of increased imports of fertilizer and other inputs, {private sectar)
agricultural production has not increased over previous levels. Adverse weather conditions.
Luilure o introduce |land reform, continuous abuse of the physical environment and political
instability are among the factors contributing to a decline in agnicultural production. During
[ORO-1U0] excess capacity was developing and there were steep falls in the level of
inchustrial production. In the succeeding vears 11 was possible to increase industeial
prisduction and reduce excess capacily by dircet financing of raw malerial and other input
purchases from abroad. Sinee the major sources of this Mnance are foreign boans and grants
proveded under AP its sustainability over the longer-tenm is in doubr. But, the GIRP share
and structure of private industrial production remain unchanged (3111 accounting for only
ahout 4 percent of GDP, as i1 was in 197475, and dominated by food and rextile
production),  There are many reasons explaining the lack of growth in private industry
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One does not see any long-term planning in the present desipn of private industry
development.  There is also no observed priority sefting or strategic consideration in
investment selection.  In a state driven economy where twenly years of active
"discouragement” ol private initiatives and the market system have virtually eradicated the
embryonic entrepreneurial class (or promoted its concentration in the public economy), it
is difficult to change the relative GIDP share of the private economy in the short term. The
entreprencurial class is not well formed in the society and foreign businesses have not made
their inroads in the Ethiopian economy.

The situation is not helped by closing public institutions such as Development
Projects Study Authority (DEPSA) because; as is shown later in this section, a major
problem is the lailure 10 make good invesiment decisions {which relate to the investment
evaluation, selection and implementation processes) and these public institutions could have
provided invaluable service and guidance to prospective investors in the private economy.

Sometimes government reform measures lack coherence and appear to send
conflicing signals to prospective investors,  Under Article 10{1,2) of the Regional
Government  Establishmemt  Proclamation (No. 7/1997), the regional self-povernments
exercise "legislative, execative and judicial powers in respect of all matters within their
peopraphical areas. " and have responsibilities in such matters as planning, directing and
supervising social and economic development programmes.  Proclamation Mo, 7/1992
clearly conflicts with the law which defines the functions and responsibilities of the
Mintstry of Industry (i.e. Proclamation No. #8/1987). The organizational problem introduced
by this proctamation is further complicated by the Investment Prﬁciamaiinn‘(ﬂn. 13/1892),
which assigns the role of land and water allocations for industrial activities to Regional
Self-Admimarations (Articles 9 and 10), the role of determining the investment incentives
o prospective investors o the "Investment Office of Ethiopia” (Part 11), and the role of
licensing industrinl enterprises oo the “appropriate authoriy” (Aricle |8).  But, the
“approprigte authority™ 18 not properly defined, and the regional self-governments are not
catablished moall regions. 15 it the Ministry of [ndustry or the Regional Self-Governments
that constitute the appropriate authenty” Two proclamations were later issued supposedly
to mend the anomaly: the Tevestment Amendmicnt Proclamaton (No. 30719923, which
reassigns the tasks of the "Tovestment Oiee” to the Regional Self-Administrations, and
makes them alse the "appropriate asthority”. and the Definition of the Powers of Regional
Governments Proclamation (No, 4171993, which establishes "indusiry bureaus" in the self-
povernments replicating the functions of the Mmnistry of Industry.  In the light of these
changes, the functions and responsibilittes, i any. of the Ministry of Industry and of the
Tnvestment Office of Ethiopia are unclear™. Since there are no more than 8000 industrial
enterprises in the country, it s difficult to provide econormie justifications for their
managemenl by an enlarged and hierarchical bureaveracy,  Furthermore, with “critical
skills” unavailable or in short supply 10 the ceonomy generally, it is difficult 10 show how
the regional offices would be able to staff them and where the financial resources for the
purpose would come from,  This burcaueratization process also counters the precepts of
“public sector relorm”,
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Prospective investors are also responding with caution to the svstem of industrial
licensing (Regulation No. B14%90) and to the invesiment mcentives (provided in the
Invesiment Proclamation MNe. 151992}, According o the Industrial Licensing Regulbation,
industrialists are required to obtain from the Ministry of [ndustry various types of licenses
and permits to funclion in the economy: terporary license {to facilitate industeial
establishment), permanent license (given upon satisfactory completion of formalities and
fulfilment of obligations to various povernment bodies). expansion and renewal permits, el
as the case may be.

Tahle 3
Response to the System of Industrial Liccnsing
and the Investment Incentives

Year "Temporary "Permanent Rutio PLTL
Eicense”bsswed (TL) | Licenselsseed (PL) [percent)
1985/90 1 339 -
1980 2355 i e 281
189152 4076 43 273
1949283 211 i P4

Source;  Ministry of Industry, Privare Indusery and Hondicrafis - Anneal Ropors
{1 Amharic), Various veirs

Assuming that permanent licensss are issued to applicants thal are lplders of
temporary licensés during a previous period, the performance indexes (shown in Table 3)
can be computed for the system of industrial licensing and the system of investment
incentives, Undeterred by the small fees o pay™ and in order 1o get the benefits provided
by the Investment Proclamation Moo 131992 {which includes land allocations, fiscal
meentives, duty [ree import privileges, et} Prospective investors apply for "lemporary
license” in large numbers,  But, they soon get discouraged when faced with the stringent
requirements for "permanent license®. The only ¢ourse open 1o them 15 1o withdraw (if by
doing so losses can be minimized), stay on temporary license for another period (il the
requirements for permanent license can be met in due time), or operate a3 an underground
or informal business. The decision to go underground is often made by small firms, which
lack wisibility and which have a relatively large labour cost component, and estimate to
break even or minimuze cost by using own labour and withhelding 1ax and other payments
to the government.  In all cases the trend 15 o reduce participation: (see last column of
Table 3). The failure on the part of prospective investors o establish legilimate businesses
is discournging 10 new investors. Ewven lewer numbers than before apply lor license, snd
if the discouraging situation persists; the rate of participution in the informal sector drops,

Luck of progress in other aress also adversely affeets the development of private
industey, S0 far the development of suilable land policy has eluded policy makers,
Although the Lrban Lands Lease Proclamation (Mo, 80/19493) has been issued, there is no
indication vt that it is implemented in any urban area. No changes have been made (o the
orwnership and management practice of rural lands,  The civil administration is in a slale
of lux, burcaverate obatacles frostrate the search for leritimate activity, all contfibuting
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ti an increase in the real interest rate on risk capital and adversely affecting the "investment
climate”.

4.3.2 The New Conditions in the Labour Market and Employment Adjustment

Excessive and increasing levels of unemployment, low wages and the absence of
wilge regulation are favourable to the growth of private industry, Under 4.3.1 some of the
major obstacles to the growth of the private economy are indicated.  There are also other
factors relating to emplovment adjustment difficulties,

The redeplovment of retrenched public employees in private industry is not
progressing as well as expected, mainly because of lack of growth in the private cconomy
Public employees are better educated, skilled and more experienced than workers in private
industry [58],  Unfortunately, the private cconomy is incapable of generating ‘sufficient
demand for school leavers and the workers "released” from the public sector system.

Even it it is to be argued that lack of skills may constrain emplovment expansion
in private industry, the current skills development programmes appear to be defective. The
number of trainees from the private sector and the duration of skill waining at the Ethiopian
Handieraft Centre of the Mimistry of Industry, the major industrial skill training facility in
the country, are decreasing.  The contenl of training is also changing from that of "skill
development” to "management and orientation lectures”

Free mebility of labour is essemtial in terms of resolving proMems of market
disequilibria (supply shortages or surpluses) in specific labour markets. The implementation
of the 1973 land proclamation (Proclamation No. 31/1975), and the government sponsored
resettlement programmes of the mid-1980s were, 10 some extent, simed at stabilizing
peasant houscholds.  Peasants needed “official leters" from their peasant association,
cooperative or local admimstrative office 1w wravel in the country, Because of these
constraints on the geographical mobility of labour, labour surpluses may be observed in
some areas and shortages in others. Under conditions of free competition and free labour
mobility the workers themselves paid for the cost of travel and the duration of resolving
any labour market disequilibria was relatively short.  But under the "socialist management
of the economy” such labour movements hecamée outcomes of a planning process with high
social cost and pralonged "impact duration”.  The svstem of regional self-povernment
(Proclamation No. 71992, and No, 4171993} adopted by the Transitional Ciovernment
introduces additional constraints on the Iree mohility of fabour. The placement of public
sector workers in the various bureaus of regional self-governments is based on the dictates
of the "regional pelicy of the Transitional Government”" and not that of the "impersonal
compelitive market" [61. pp. 9-12]. The controversial "principles” of the regional system
iwhich, in the eves of government critics, tends to strengthen regional tendencies). the
inefficiencies of the placement machinerics, and the demal of free cheice and fair treatment
o all job seckers are some of the major objections (0 the en-going government programme
of public sector reorganization and emplovment retrenchment™.
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Past empirical studies of the manufacturing industries in Ethiopia show that
downward adjustment of wages and the removal of various forms of capital subsidy may
not yield a significant expansion in emplovment in industry due to low coelficients of
clasticities of factor substitution [35, p.60]. This notwithstanding, recent capital/labour
ratios (calculated in real terms and adjusted for variations in the number of enterprises) in
private industry show large increases over previous levels, and may be wrongly interpreted
a5 indicaling slow emplovment adjusiment 1o investment growth. In a few cases, new
capital inténsive enterprises are established, which wend o increase employment pradually
und slowly, e, as revenues from sales are increased and stabilized, But these few cases
cannol change the overall picture in such a short time, The plausible explanation for the
rise of the capital-labour ratio is perhaps over-invoicing, on the part of repariing enterprise
owners'managers ol assets because they are no longer bound by the law which sets "capital
ceilings” for private investments”, They may also do so to benefit from the investment
incentives (provided in the Investment Proclamation No. 13/1992) which increase with the
sige of investment,

Working conditions continue to deteriorate, mainly caused by high levels and rates
of unemployment growth and the continued right-ward shift of the labour supply curve, on
the one hand. and stagnation or relative low growth of the demand for labour, on the other.
These cireumstances force wage levels down which, in the absence of wage regulation and
non-wage incomes, can decline to the minimum value of the reservation wage, v,(h). It is
this continued relocation of the worker on still lower indifference curves that is confirmed
by the data in Table 4 below. N

Tahle 4
Declining Heal Wages in Industry
(in Birr per Annum)

q Y ear Real Wages i S51s Real Wages in L30s
1984/85 234 -
F9RA/BT 17 649
[957/88 . 3586
[ 9B8/ES - 3554
1990/491 1423 -

MNotes:  LS[s refer 1o lerge-scale industries, and 5505 to small-scale industries. The deflator s the
"Addis Ababa Retail Price - General Index (exeluding rent)” series. Twao modifications are
introduced: (1) the index series is recast according to Ethiopian calender to comespond 1o
the date on nominal wage rates, and (2} The base year for the price index which was 1963
= 1) is now changed o 1984/85 = 100

Sources: The L3I computations are based on data in Central Statistical Office (now, Authority) {19903, The
data for the SS1s are drown from the Ministry of Indusery {1991), (1993), HASIDA (1988). The
"General Index” series are obtained from the National Bank of Ethiopia, Annual Reparr, variods vears.

The deteriorating conditions of the working class, which are reflected in declining
real wage levels, are also brought about by the absence or low levels of non-wage incomes,
The Land Reform of 1975 forbids any person or a business organization from holding rural
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land in private ownership (Proclamation MNo. 31/1975, Article 3(2)%. The Urban Land and
Extra-Houses Nationalization Proclamation (Mo, 47/1975) denies any individual or
organization the right to hold urban land in private ownership, forbids urban land transfers
in any form and limits family or individual ownership of urban properly 1o a “single
dwelling house" (Articles 3(2), 4(1).5 and 11011, According to Proclamation No, 76/1974,
no industrial or business license wounld be given to any person who has a permanent job.
Individuals without permanent jobs and secking a licence can obiain it under highly limiting
conditions: "No person shall obtain more than one licence nor possess more than one
husiness or establish a branch” {Article 4(2)), and "a commercial activity shall be carried
on only by an individual entreprencur” (Article 4(3)), Although the law permits cwnership
of an "industrial enterprise” by an organization, the number of individuals participating in
the organization is restricted to five (A 8(3)). Proclamation No. 76/1973 also sets "capital
ceilings” for private investment in private business or industry (Articles 3.6, ancd 8).  In
addition. the civil service tegulations forbid any public servant from seeking "outside”
employment without authorization from the highest official in the organization where he/she
works (Proclamation No: 281962, Article 81{1.2.31).  Such an awthorization would be
given, if at all, only after ascertaining that the worker's participation on the basis of Tas'her
request would not in any way compromise with the satisfactory work performance in his
full-time/primary job.  With the aid of directives and circulars, the previous government
made the most rigid interpretation of these provisions 0 Proclamation No. 28(1962, with
the result that secondary emploviment even "outside working hours” are practically barred
for public employces, while job transfers, even within government. tequired authorization
fram the highest autherity in the civil service system:
) %

Although some of the restrictions on non-wage ncome formation were vased in later
vears (for example, "capital ¢eilings” on investment were pradually nereased and
subsequently dropped. an individual can now hold simullaneously any number of business
interests. ete.), even to-day public employecs depend totally on their wage incomes.  Thus,
non-wage incomes [or a public employee are virtually non-existeat. 1 he application of the
land reform (Proctamation No. 31/1975) also restricted labour mobility in the rural areas
and prevented (wherever it was possible to enforce government directives™) the peasantry
from moonlighting for complementary jobs and ncomes (as traders, -cobblers, wage-
workers, campenters, self-employed servige workers and munufacturers) during periods of
recess in agricultural activities. Thal these restrictions.on the geographical and occupational
miohility of the peasantry contributed 10 the accentuation of poverty in the roral areas is
widely reported, e [46]. [56]. The series of highly restrictive laws outlined above also
explain why non-wage incomes are low in general, and why great significance [ER TR
attached to public employment.. Public employment is perhaps the major source Hof
relatively high and stable incomes, and the private cost of "dismissais” 15 100 heavy 1o
hear”  With zero levels of nop-wage incomes, a public emplovee has nothing 1o fall back
on if dismissed from work. In other words, in situations where wage levels are low and
falling and where non-wage incomes are either non-existent ¥ ar very low, a prospeetive job
applicant in public employment lacks bargaining power and becomes a wage or "price:
taker’,
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In depressed economic conditions characterised by high unemployment rates in the
economy (excessive labour supply), and lack of non-wage incomes (the public economy
wias dominant in Ethiopia), even a wage rate marginally greater than the minimum
reservation wage level, 1e. vyth), will induce employment expansion. In other words, there
could be enough labour supply 0 meet demand at such a low wage. But workers in
employment under such conditions exhibil rént seeking behaviour, To increase the
economic tent for their labour, they commit for personal use a portion of their produce,
become involved in grafl and corruption, increase the rate of absenteeism from work, and
attempt o extract concessions from the emplover by union action, Thus, the social cost of
public sector reform includes not only the relative decline of public employment and the
cconomic hardships resulting from job loss, but also the deterioration of the "quality of
employment”.

The employers in the private economy also respond to the labour market situation
of increasing labour supply and falling real wages in ways that cxacerbate the already
depressed economic situation. They tend 1o use own-labour intensively in supervision and
monitoring activities, employ extensively family labour and apprentices (to reduce labour
cost), informalize their businesses (1o break-even by with-holding taxes and other payments
to the povernment), and even reduce the scale of operation (to minimize use of wage-
labour).

MNoles

%
1. These are a set of curves each showing various combinations of work (income or wage rate) and leisure
which wvield equal utility. The equation of each curve can be writien as y(h), where wage rate or income (¥)
i a funetion of work or hours of work, h, the derivative v,(h) or dvidh, {where the subscript, 5, defines the
specific indifference curve) 15 a measure ef the wage rate or of the opportunity cost of leisure.

2, 1 is conceivable that the indifference curve may be so0 shaped as not to be tangent 1o the vertical line
[which ndicates zero participation rate) at any point on the latter, in which case the maximum slope of the
tangent ling (o the indifference curve on the vertical line (ie. the reservation wage) may be less than infinity,

3, Urban households and the informal economy generally are major sources of wage-employment, [t is also
wedely teported that wage levels in these systems are very low and unstable.

4. There has not been ancther public employment survey . since,

5. 00 these 36,846 “persons engaged”, 13213 are proprietors and family workers, 397 are apprentices, and
216 are temporary workers,

6. See, 4]

I'wir such ideas are discussed i [43, pp220-221 ]

& In Taet the onby messures introduced in this regard relate to & specific provision of the Public Enterprise
Proclamation (Mo, 2571992) The "provision” concerns the “dissolution of public enterprizses™ (Art. 47 13eh
and nther options to deal with the tranéfer of assets fromy the public 1o the private sector.
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9. These relate 1o institutional reform measures tzken by the TGE including the reorpanization of public
institutions such as the ministries, public enterprises, regional administrations and the system of industrial
relations

10, Ameng the laws repealed by the Labour Proclumation Moo 42/1992 are [13,14,15,16,19.21,23]

Il Many recent reports indicate that “qualified and experienced" waorkers are being replaced by “pelitical
cadres™ and suppormars of government in the ¢ivil service and public enterprises, Mumbers change all the time
and official estimates are not provided.

12, This Proclamation may be read in conjunction with the new economig poficy document [62], which
ilenifies and defines the select group of enterprises to remain in Government hands, the rest being targeted
for [lguidation, or transfer to the private-econnmy,

13 Some modes of retrenching and redeploving public employees: are elaborated by government officials in
4 recent meeting of representatives, [7]

14, This estimate s provided m many public documents,  See, for example, [44, pp22-21]

15 This particular clause in the policy doeument is perhaps "futuristic™ since Ethiopia to-day does not have
such an industrial base

16, Among the government eniérprises that were closed (even before the issue of these proclamations) - are
the Ethicpian Import Export Comporation (ETMEX)  Maring: Transport  Authority, Ethiopian Building
Construction Authority (EBCA), and Develfopmient Projects Studics Authority (DEPSA). However some of
these entérprises have reappeared in o new form, ofter some lapse of time, perhaps with reduced staff and
undir o new management The Awash Construction Company was such a recreation F@m the demise of
EBCA:

17. Forexample, government emplovees reperied "dismissed” durmg one peried are "redeployed” in ancther,

18, See, for example, the Interest Rate Proctamation (Moo 29001993 and the Monetary and Banking
Proclamation (Mo, 83/1994).

19, The increase in the wages of low-income workers was lirgl announced in the Erthiopian Herald (2 Ocraber
194923 The downward sdjustment of the income tax over previous levels isoalso reflected in the amended
income tax proclamation (No: 2901902 ),

2, Reductions in the rates of sales and excise lases are reflecied in cost of production. decreases |eg, 37
Faw materinl mport difficulties were eased hy allowing "franco-valuia impores” [24, 26, and 27]. Foreen
exchange made available through the “aoction system” and counterpart funds under the Ecomomic
Rehahilitation and Reconstruction Programme (ERREF} have also been wsed to finance the import of raw
materials and indusirial spare: parts:

31, The export tax and dutics cancellation prociamation {MNa. 38/ 1993), and the expart incenbive proclamation
(Mo 69019931 were introduced o encourage . oxport-geared  production:

22 Wery fow former public employees found accommndation in self-employment when refrenched,
1A reinterpretation of the law (by default or climination) sugpests that the Ministry of Industry dnd the
Investment (Mfice of Ethiopia dre to be concerned only with "large-scale™ industries and "foreign investments"

(Proctamation Mo, 4170993 Act. 171 Even with this redefinitinn, the conthct with the segional boreaus. over
the riphs to ssue licences 1% wnrescelved, since "large-scale” s not defined in the aw
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24, "Temporary license™ fees are in the range of [0 Birr (for an investment of upto 30,000 Birr) 1o 350 Bir
(for an investment of 5 million Birr or more), See, Schedule 110 of the [ndusirial License Resuiations (Mo
Hr1aa0y

15, thther constraints include malfunctioning |zhour exchange or placement machinery, pencration of wrong
labour markel signale (e the pavoent of high, above shadow, wages for politigal positions, wse of nun-
economic criteria in labour sclections, ete

26, Thesg perceptions. of government emplovment policy and practice are widely reported in the privame
darlies and weeklies and in the monthly magarines. See, afso [65], For the position of govemment in this
debate see [47] [6], pp. 30-33]. There iz a wide nift of opinion on the matter hetween povernment and
various. sections of the pubiic

27, (Proclamation Mo, T6/1975) sets the capital ceiling {excluding buildings and land mprovements) &l
200,000 Birr, although later this has been revised upwards:

28, Some reports indicate thal some geographical mobility (especially rural to urban) as well as cvelical
cecupational mobility (especially from tarming to self-employment) took place inspite of the restrictions [2,3]

29, The entire household membership faces economic hardships as a result of job losses by the household
head

30, The only secial security scheme available for most public employees is the pension fund, According to
present rules {Proclamation Moo 19971%63), public emplovees contribute 4 percent of their gross income
toward the scheme and on the basis of the Uivil Service Commaission Regolations become eligible after the
age of 55

&5
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