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Introduction

Ethiopia has had one of the fastest growing norand non-mineral economy in SSA
(IMF, 2008). Real GDP growth averaged 11.8 perdaning the five year period ending
in 2007/08. Overall real GDP growth is forecasiaR% for this fiscal year (2008/09),
although the IMF put the growth prospect at 6.5%@at in view of the implication of

the global slow down on the Ethiopian economy.

The global financial crisis has been evolving by tray and has now transformed in to
economic crisis. The financial crisis has furtheepened despite the various bails out
and stimulus packages introduced by the advancedoetes from where it has
originated to start with. A recent Study by the INMarch 2009) has summarized the
current status of the financial crisis as folloWghe impact of the financial turmoil on

the real activity has become increasingly evidentpropagating beyond its initial
epicentres [the USA] to affect other advanced econues, emerging markets and
Low Income Countries(LICs)".

Although some may like to believe that countrieat thre less integrated to the global
economy are less affected by the global finanaigis; serious research works such as
those conducted by the IMF shows that Low Incomar@tes (LICs) especially those in
Sub-Saharan Africa (SSA) are likely to be impadtetirectly through various channels:
decline in ODA flows, decline in demand for expaatsd air transport services, reduced
tourist flows, less FDI, a decline remittances, &lte study indicated that the impact in
the medium-term is likely to be serious. The ficiahcrisis and its antecedents also
create a pressure on the budget especially in tms&ries with limited foreign reserves.
The second round effects may also impair the firgrservices of the domestic banking
system which in turn affects domestic economicvagtin the LICs, particularly the SSA
countries.

The cumulative impact of all these on employmemnt paverty is obvious depending on
the degree of integration of countries to the dldipancial system. This paper, prepared
as a background document for the Symposium orgdnite the occasion of the
celebration of the 9DAnniversary of the International Labour Organiaat{ILO), to be
held on the 28 of April 2009 here in Addis Ababa is aimed to takiup this agenda in
the context of Ethiopia. The Symposium is part lnd high-level national events on
“Social Dialogue on Decent Work for a Fair Globaliation” that are being planned in
many other countries including Ethiopia.

The paper is entitletMacroeconomic and Labour Market Policies for Growth and
Resilience to the Global Economic Crisis’is structured as follows. Chapter | set the
stage for subsequent discussions by providing arvaw of recent socio-economic
developments of the country. The role of fiscali@poin sustaining long-term growth and
poverty reduction its achievements so far and gl stress being felt in recent years is
analyzed in Chapter lIChapter Il describes labour market policies/stege and
employment/unemployment status in Ethiopia. Notstdhding the limitation on
availability of comprehensive data/information anpgoyment and unemployment, the
status of current employment and its future prospatview of the challenges will be
assessed. The link between macro (fiscal policg) employment creation will also be




discussed. Chapter IV outlines Government's Policy ResponsesResilience to the
Global Financial and Economic Crisis. Here, the ntigds of transmission, their
respective relative impacts and the degree ofieesié to the challenges will be assessed.
Here distinction will be made of pre-crisis immedidawin macroeconomic challenges
and those possibly impacted indirectly by the glabaw down. Chapter V summarizes
and concludes.



|. Taking stock of Recent Socio-economic Developnmisn

The last five years ending in 2007/08 witnessed annual average real GDP growth rate of 11.8
percent. This period has also witnessed the beginnings of two peculiar changes in the
economic landscape of this country: a shift to a higher growth path and more diversified
sources of growth. In the past (up until 2002/03), growth has been volatile due to terms of
trade effects and weather induced fluctuations in the agriculture sector. However, following
the recovery commencing in 2003/04, growth has been very much sustained and
complemented by strong performance in the construction, manufacturing, trade and
tourism, banking and insurance, and real estate sectors/sub-sectors. The construction sector
has been spurred by the much needed public sector investment in infrastructure (roads, rural
infrastructure development including food security, telecom, power, irrigation, etc) and
private sector expansion as well. Even when the drought year of 2002/03 is included in to
the computation of the growth performance in the recent past, real GDP growth averaged
9.5 percent(about 2 percentage point lower than the average growth excluding the drought
year) during the six-year period ending in 2007/08 while real per capita GDP growth
averaged 6.5 percent(Table 1.1).

Even with this adjustment for recovery from drought, the growth performance realized has
been considered commendable. For instance, according to the May 2008 International
Monetary Fund (IMF) Article IV consultation staffs Report, Ethiopia has had the fastest
growing non-oil and non-mineral economies in Sub-Saharan Africa. This is well above the
level of 7 percent per annum originally estimated to have been needed to reach the goal of
halving the proportion of the population living below the poverty line. Real per capita GDP
has been increasing at an annual average rate of about 7 percent during the four year period
ending in 2006/07. Real per capita GDP has reached around USD$205 by the end of
2007/08 from around USD$120 in the mid-1990s!.

One of the MDGs related to the growth performance of the economy is achieving Goal 1 of
the MDGs. Pursuing broad-based growth through focusing on agriculture and rural
development has been at the centre of Ethiopia's poverty eradication agenda. Based on the
analysis of the 2004/05 Household Income Consumption Expenditute Survey (HICES),
growth has been translated into significant poverty reduction, particularly in rural areas. Real
per capita Consumption expenditure of average Ethiopians has increased by 50 percent on
average over its level in 1995/96. This has resulted in a notable decline in poverty incidence
from 47.5 percent in 1995/96 to 39.3 percent in 2004/05 in rural areas. Poverty gap index
also declined from 13.4 percent to 8.5 percent in rural areas during the same period —
signifying a decline in the depth of poverty. On the other hand, urban poverty incidence has
increased from about 33 percent in 1995/96 to about 35.1 petcent in 2004/05 although the
depth of poverty has declined from 9.9 percent in 1995/96 to 7.7 petcent in 2004 /05.

Ministry of Finance and Economic Development (MBFE2002. Sustainable Development and Poverty Resu®rogramme.
Addis Ababa, Ethiopia.



Table 1.1:

Annual Percentage Change (Percent) in @ss Domestic Product (GDP)

Annual Percentage Change Five Years | Average
Average including
Item (Percent) Drought
Year
2002/03 2003/04 | 2004/05 | 2005/06 | 2006/07 2007/08 (2002/03)

Agriculture and -10.5 16.9 13.5 10.9 9.4 7.5 11.6 8.0
Allied activities
Industry 6.5 11.6 9.4 10.2 10.2 10.4 10.4 9.7

O/w: 0.8 6.6 12.8 10.6 8.3 71 9.1 7.7

Manufacturing
O/w: 13.6 19.5 7.5 10.5 10.9 11.3 11.9 12.2
Construction

Services 6.0 6.3 12.8 13.3 14.3 17 12.7 11.6

O/w: 5.5 6.4 14.7 14.2 16 15.2 13.3 12.0
Distribution
services

O/w: Other 6.5 6.1 10.9 12.5 13.1 14.2 11.4 10.6
Services
Total GDP at -2.1 11.7 12.6 11.6 11.4 11.6 11.8 9.5
1999/2000
Constant basic
prices :
Real Per Capita -4.9 10.5 8.8 7.8 8.2 8.3 8.7 6.5
GDP
General Inflation 10.9 7.3 6.1 10.6 15.8 25.3 12.7 13.0

Source: MoFED

The poverty analysis work based on the 2004/0583IChas pointed out that the growth

impact of poverty reduction has been dampened breased inequality particularly in

urban areas as reflected by the significant ineréashe Gini Coefficient (a measure of

inequality) from 0.34 in 1999/00 to 0.44 in 2004/@%e¢ increase in poverty incidence in
urban areas has to a large extent been attributed to increased income inequality. On the other

hand, in rural areas, inequality as measured by the Gini Coefficient has declined from 0.27 in
1995/96 to 0.26 in 2004/05. That seems to be the reason for the significant decline in

income poverty in rural than in urban areas. The poverty analysis work based on the

2004/05 HICES alsahowed that the inequality elasticity of poverty stood at 1.8 in
2004/05. This means that as inequality measured by the Gini Coefficient increases by 1
percent (other things equal), poverty head count increases by 1.8 percent. This indicates that
the Government has to undertake broad-based and pro-poor programmes (such as the
urban housing programmes and Small and medium enterprise developments) in a more
structured manner to redress inequalities through neutralizing the poverty increasing impact
of inequalities in urban areas

Sustaining the hitherto achieved growth, among others, is central to achieving Ethiopia’s
development objectives. The on-going investment expansion in growth enhancing sectors:
Roads, Telecommunication including Information Communication Technology (ICT),
Power Sector Development including Universal Electricity Access Programme (UEAP) and




Irrigation development is meant to sustain the recent growth momentum in the coming
years. The last three years commencing in 2005/06 has also witnessed the initiation of
programs/projects with particular focus on urban areas.

The narrow base of the modern industrial sectdeims of job creation in the face of
rural-urban migration may have contributed to iased poverty level in urban areas.

Table 1.2: Poverty in Ethiopia: 1995/96, 1999/2000 and 2004/05

National Rural Utrban
P, P, P, P, P, P, P, P, P,

Year/Period Level
1995/1996 0.455 0.129 0.051 0.475 0.134 0.053 0.332 0.099 0.041
1999,/2000 0.442 0.119 0.045 0.454 0.122 0.046 0.369 0.101 0.039
2004/2005 0.387 0.083 0.027 0.393 0.085 0.027 0.351 0.077 0.026

Percentage change (Percent)
1995/96-1999/2000 -2.7  -7.7  -12.27 43 897 -129 1.1 20 7.1
1999/2000-2004/05 -12.47 -30.07" -39.8" -13.4 -30.8" -40.6" 47 -23.67 -33.5
1995/96-2004/05  -14.8" -354" -47.17" 1717 -37.07 -48.3" 59 2217 -38.2

Source: MOFED, 2008

There have been significant developments in terfgro-poor activities in urban
Ethiopia since 2005/06. The on-going SME develapnaetivities, the urban Low Cost
Housing Programs and the recently introduced WoamehY outh packages are aimed at
addressing urban poverty. The urban housing programplemented by the small and
medium enterprise development is primarily aimedaahieving two objectives in
tandem: addressing the housing problem and joliicrefor the urban unemployed.

Given that these interventions have been introduced recently, it is too eatly to assess what
impact they will have on the conditions of the urban poor. But judged by what is already in
the pipe line in the areas of urban development and housing and Small and Medium
enterprise development across towns in Ethiopia , conditions for urban slum dwellers is

expected to improve significantly in the remaining 7 years. Thus, there is a reason for
optimism regarding the target of improving condisofor urban slum-dwellers. But the
impact of the current inflationary pressure couphath the attendants of the slow down
owing to the global financial and economic crisiaynihave an offsetting impact on the
on-going effort to reduce urban poverty in Ethiopléiis is the central theme of this

paper and will be pursued in the subsequent claptehis paper.

The Government’s commitment towards poverty reduction and its ultimate eradication via
pursuing broad-based pro-poor growth has been and still is very strong and well grounded.
The policy and strategy framework across sectors has taken poverty reduction as their central
objective. 'The Agricultural Development Led Industrialisation (ADLI) strategy seem to
have begun to bear fruit as reflected in the shift in the growth trajectory of the Ethiopian
economy during the last five years ending in 2007/08. There seem to be a sign of hope to
transform subsistence farmers into producers of high value crops. The Government has put
in place credible and functioning policies, strategies and programmes that reflect the realities
of the country. The focus on human capital formation, infrastructure expansion, addressing



vulnerability to shocks, the decentralisation and empowerment process, the capacity building
programme are all aimed at speeding up the transformation process on all fronts given the
backlog of developmental deficits this country had incurred in the past. The developmental
approach is holistic and all rounded.

Overall, Ethiopia is well poised to meet the MDGs if on-going efforts are sustained and
scaled up during the remaining seven years. It is particularly worth noting that Ethiopia is on
track to meet the education MDGs even with current trends. The Health, water and
sanitation MDGs are also within its reach given the on going innovative programmes such as
the Health Extension Workers Programme and the Universal Access Programme in regard
to achieving Water and Sanitation MDGs provided resources are scaled up in the spirit of
the MDGs.

The question being posed now and is to be analyztéet subsequent sessions is whether
the current socioeconomic development momentum avoellmaintained, how this could
be achieved given the added challenges broughttabputhe global slow down
compounded by the structural problems of the Ethimpconomy (low income and
saving, low productivity, limited capacity and vahability to various shocks). The
global focus on MDGs has been overshadowed by vkate that followed the global
financial and economic crisis. What could Ethioggain the midst of these developments
through its macroeconomic policies (fiscal polidg) strengthen the resilience of the
economy to the global crisis? The assessment wilparticularly tuned towards the
implication of the slow down on the labour markeidahow this could be reversed
through creating an appropriatéiscal space’ consistent with addressing the
macroeconomic imbalances currently faced by the e@owent of Ethiopia. The
responses to the challenges need to be consisignexisting realities and the specific
nature of the challenges being faced. For instaheedeveloped economies from where
the crisis originate have been and are introdugargous stimulus and bail out packages
to stimulate demand. Those same prescriptions neayapply or may not even be
feasible for Low Income Countries (LICs) in geneaatl Ethiopia in particular. A tailor-
made approach with focus on the supply side oettmmomy seems to be the best course
of action to be pursued for countries like Ethiopiaere accelerating growth while
maintaining macroeconomic balances is of the egsenc
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Il. The Role of Fiscal Policy in sustaining long¢rm Growth

2.1. Overview Ethiopia’s Fiscal Policy

At this juncture, it is worth outlining the salieféatures of Ethiopia’s fiscal policy
landscape before embarking on the review of theamés of the policy and the tensions
being felt while addressing emerging challengethasglobal crisis takes its toll in the
developed economies.

In the context of Ethiopia, Government’s primaigcél policy objective is to maintain a
fiscal stance that is prudent and at the same didaeesses the development needs of the
country.

On the expenditure side the focus of the Government is on maintainingdbécit at a
sustainable level while at the same time increasipgnding in key poverty oriented
priority sectors. The Government also understahdsneed to balance the tremendous
demands for services and investments with the fegadacroeconomic discipline, which
will protect the poor from inflation, and maintathe economic stability needed for
private sector growth t@reate jobs and income and there by help achieve déh
Government’s overriding objective of poverty reducton and its ultimate
eradication. The Government’s intention is to expand investmeém education, health
and infrastructure as fast as possible, but onlyth® extent affordable with rising
domestic resource and aid inflows.

On the revenue side the Government is determined to lay the foundafmr strong
revenue performance via rendering the domestic ymtoge sectors of the economy
(agriculture & industry) the revenue base of theitoy. The bulk of Ethiopia’s tax
revenue (about 50 percent) has been and stignemgted from import duties and taxes
which by itself is one source vulnerability as @bbation and economic and trade
integration sets in. The envisaged commerciatisatf the agricultural sector and
export-led industrial expansion are expected tthbemajor sources of additional revenue
generation during the implementation of Ethiopi&s/e Year Development Plan
(2005/06-2009/10) entitled Plan for Accelerated &ubktained Development to End
Poverty (PASDEP) and beyond. It is also expectat rdvenue performance will benefit
fully from the tax reform measures implemented si2001, including improved tax
administration.

In terms of inter-governmental fiscal transfer, fiseal transfer to regional governments
will continue to be effected through a credible d@rahsparent budget subsidy formula,
and this will take into account criteria for equiand efficiency. With the view to
deepening the decentralization procasredas are being fully empowered to take up
expenditure and revenue assignments within thenpatence. The recently revised fiscal
transfer formula was issued in May, 2007.

The on-going efforts to addressing implementatiasitiénecks at the local level,
strengthening efforts to transform the agricultgextor and the rural economy, the
ongoing programme of export diversification and usidial expansion, the on-going
infrastructure expansion and lagged effects of stments in human development,

11



promoting productive employment through strengthgrsmall and medium enterprise
development are expected to drive higher outputvtir@and hence real GDP which will

in turn help scale up domestic resource mobitmaénd hence its allocation to achieve
the envisaged development objectives.

2.2. Fiscal Policy: What has it Achieved so far?

If the fiscal policy of the Government is to be gedl by what it has produced during the
recent past, the achievements so far could be mebforated as commendable. This
could be seen against the following achievemertsking at recent developments, tax
revenue has been increasing at the rate of 24 mteover the five-year period ending in
2007/08. Looking back from the early 1990s, in #ligoterms tax revenue increased
from less than 2 Billion ETB in 1992/93 to about Bdlion ETB by the end of 2007/08.
This is more than twelve-fold increase in a spda@ne and a half decades.

However, the recent food price surge seems to liisterted this picture when tax
revenue performance is seen in relative termsasea ratio to GDP at current market
prices. Although this is a standard measure dbp®ance, the outcomes should not be
taken at face value in view of two important fastqdfi) agriculture’s direct contribution
to tax revenue being less than 1 percent of GDRewbod inflation is the major driver
of Ethiopia’s inflation (ii) given that this rela® measure is derived from two values
reported in nominal terms both in the numeratar(&venue) and denominator(GDP in
current market prices) .But the value in the dematar is the one most affected by the
food price surge. Thus, the recent declining tengen the tax to GDP ratio needs to be
interpreted cautiously before jumping in to conmus that puts a question mark on the
existing tax policy. Tax holidays and exemptions also factors that need to be factored
in while before drawing unbalanced conclusions reigg tax policy.

On the expenditure side, the Government's fiscalicpohas been driven by its
commitment to expand economic infrastructure (paldrly roads) and social
infrastructures such as education and health ti@silin its endeavor to expand human
capital which are critical for sustainable growthdadevelopment. There is also
investment expansion undertaken by the non-finhrmidblic enterprises such as the
Ethiopian Telecommunication Corporation and EtraopElectric Power Corporation.
These investments are undertaken from the resoofct® respective enterprises with
out competing treasury resources. Infrastructugaegion by both the Government and
its affiliated companies is believed to create cmiek environment for private sector
investment. Given the realities on the country, Government of Ethiopia is of the view
that public investment is pre-requisite for privateestment to be forthcoming. The
existing new trend in the distribution of privatevéstment projects across regional
states (including in emerging regions) is a testiyn@o this. Although, investment
expansion by public enterprises may not have dfrecal implications, it has had a direct
bearing on the balance of payment via their denfandoreign currency to the extent

? Ethiopian Investment Agency
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their activity demands foreign exchange. This iswthe government is being faced right
now. On the other hand, addressing the on-goinigtiohary pressure has called for
mobilizing treasury resources or otherwise tax omtsome food items such as the VAT,

TOT and sur-tax on some food items.

Financing the cost of social and economic development programmes and strategies is a key
requirement to achieve the goals and objectives of national development plans such as the
PASDEP and hence the MDGs. The MDGs are the minimum development objectives that
Ethiopia should aspire for given its past developmental deficits. The PASDEP is a medium-
term Plan that serves as a vehicle towards achieving Ethiopia’s MDGs Plan and by extension
Ethiopia’s vision of becoming a middle income country in about 20 years time. Thus, in the
context of Ethiopia, all efforts have been geared towards full-scale implementations of
programmes articulated in the then SDPRP and now PASDEP.

The overall resource envelope constitutes domestic revenue and external grants while
expenditure is composed of capital and recurrent expenditures allocations across
sectors/functions. The resulting fiscal deficits have been bridged through external and
domestic borrowing. The Government of Ethiopia has expanded its spending (particularly
capital spending on priority pro-poor sectors) while keeping its fiscal deficit under close

scrutiny.

Table 2.1: Recent Trends in Public Finance (In Miilbn ETB)

2001/02 | 2002/03 | 2003/04 | 2004/05 | 2005/06 | 2006/07 | 2007/08
ltems Actual Actual Actual Actual Actual Actual Pre. Actual
Domestic Revenue 10409 11149 13917 15582 19530 72179 29794
O/w: Tax Revenue 7926 8243 10906 12398 14159 17354 23801
External Grants 2424 4554 4002 4565 3732 7583 | 9911
Domestic Revenue & Grants | 12832 15703 17918 20147| 32@2 29381 39705
Recurrent Expenditure 22794
including SP 11526 14191 12238 13452 15284 17209
O/w: Defence 2610 2341 2452 2920 3009 3005 | 3453
Capital Expenditure 6129 6313 8271 11343 14042 8839 | 24121
Total Expenditure including
SP 17655 20504 20509 24795 29325 35607 | 46915
Fiscal Deficit including grants| -4823 -4802 -2590 4648 -6064 -6227 -7210
Fiscal Deficit Excluding grants -7247 -9355 -6592 9213 -9795 -13810 -17121
Financing 4823 4802 2590 4648 6064 6227 | 7210
External (Net) 4905 3865 2399 2384 1512 1913 | 2396
Domestic (Net) 309 1653 2147 3492 2735 6246 | 6580
GDP @ Current Market Prices 66557 73432 86661 189647131641 171834 245585

Source: Ministry of Finance and Economic DevelophidtoFED)

As a ratio to GDP at current market prices, total resource during the seven years period
ending in 2007/08 averaged 18.8 percent of GDP at current market prices. On the other
hand, total spending (allocation) averaged 23.4 percent of GDP at current market prices.
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This has resulted in a fiscal deficit including grants of -4.6 percent of GDP at current market
prices. The resultant fiscal gap has been financed from two sources: net external borrowing
(2.9 percent of GDP at current market prices) agtddomestic borrowing (2 percent of
GDP at current market priceg)his shows that total external financing (both ¢gaand
financing below the line) averaged 6.4 percent @PGduring the period ending in
2007/08.As shown in Table 2.2 below, net external borrap(financing below the line)
has been declining over the years, from 7.4 perae@DP in 2001/02 to 1.0 percent of
GDP in 2007/08 while net domestic financing of tiedicit increased from 0.5 percent of
GDP to 2.7 percent of GDP by the end of 2007/08s Bhows that although external
finance that passes through the budget seem te imaveased significantly over the
period in absolute terms(to around 1.5 Billion U%DOm around 500 Million USD
towards the end of the 1990s), it has still bem teen relative to GDP at current
market prices. External finance has also beenllagedff following the aftermath of the
May 2005 Election.

Table 2.2: Recent Trends in Public Finance: As &drof GDP at Current Market Prices (%)

ltems 2001/02 | 2002/03 | 2003/04 2004/05 2005/06 | 2006/07 2?30;/'08 Average
Actual Actual Actual Actual Actual Actual 7- Years
Actual

Domestic Revenue 15.6 15.2 16.1 14.6 14.8 12.7 12.1 14.4
O/w: Tax Revenue 11.9 11.2 12.6 11.6 10.8 10.1 9.7 11.1
External Grants 3.6 6.2 4.6 4.3 2.8 4.4 4.0 4.3
Domestic — Revenug  1q 3 21.4 20.7 18.9 17.7 17.1 16.2 18.8
and Grants
Recurrent Expenditure
including special 17.3 19.3 14.1 12.6 11.6 10.0 9.3 13.5
programmes(SP)
O/w: Defence 3.9 3.2 2.8 2.7 2.3 1.7 1.4 2.6
Capital Expenditure 9.2 8.6 9.5 10.7 10.7 10.7 9.8 9.9
Total  Expenditure
including Special 26.5 27.9 23.7 23.3 22.3 20.7 19.1 23.4
Programmes’
Fiscal Deficit | 7, 6.5 3.0 4.4 4.6 3.6 2.9 4.6
Including Grants
Fiscal Deficit
Excluding grants -10.9 -12.7 -7.6 -8.7 7.4 -8.0 -7.0 -8.9
Financing 7.2 6.5 3.0 4.4 4.6 3.6 2.9 4.6
External (Net) 7.4 5.3 2.8 2.2 1.1 11 1.0 3.0
Domestic (Net) -0.2 1.2 0.2 2.2 35 25 1.9 1.6
Domestic (Net):
Banking and Non- 0.5 2.3 25 3.3 2.1 3.6 2.7 2.4
Bank Sources

Source: Ministry of Finance and Economic DevelopthidtoFED)

3 Special programmes are the demobilisation of soldiers and rehabilitation programmes which have
arisen from the Ethio-Eritrea War.

4 In addition to net domestic bank and non-bank sources, this figure includes privatization teceipts and
float/unidentified financing.

14




The Table also shows that domestic revenue on average accounted for 14.4 percent of GDP
during the seven-year period ending in 2007/08. It has been increasing at an average rate of
19.6 percent during the same period. Tax revenue on average accounted for over 11 percent
of GDP during the same period. It has been increasing at an annual average rate of about 21
percent during the same period. The Table also shows that total resource (domestic revenue
including grants) on average accounted for about 19 percent of GDP at current market
prices during the same period. It has been increasing at annual average rate of about 21
percent during the same period.

The analysis above indicate the extent to which the current domestic revenue base has fallen
short of the development needs of the country despite the fast increase in tax revenue over
the last several years. The development need (spending) driven by front-loaded investment
during the first three years of the PASDEP (2005/06 to 2006/07) has incteased dramatically
faster than recurrent expenditure. Even the budget composition has shifted from the
dominance by the recurrent expenditure to that by capital expenditure. As shown in Table
2.3 below, the recurrent: capital mix successively declined from 69:31 in 2002/03 to 48:52.
This means that the share of capital expenditure in total consolidated public spending
increased from 31% in 2002/03 to 52% by the end of 2006/07. Capital expenditure
witnessed a significant surge at an annual average rate of 26 percent per annum while
recurrent expenditure increased by just half of this rate (at 13 percent per annum) during the
same period. Capital expenditure as a ratio to GDP increased from 8.6 percent of GDP in
2002/03 to about 10 percent of GDP in 2007/08 while the recurrent component declined
from 19.3 % of GDP in 2002/03 to a little over 9 percent by the end of 2007/08. But with
in the recurrent expenditure, wages and salaries have been increasing at an annual average
rate of 21 percent during the same period as depicted in Table 2.3 below. The significant
increase in wages and salaries in 2005/06 (34.4%) is explained by increased salary scale for
civil servants during the 2005/06 fiscal year.

Table 2.3: Trends in the Major Components of ResuriExpenditures by Functional
Classifications, Million ETB

Item 2001/02 2002/03 2003/04 2004/05 2005/06 2006/07
Wages and Salaries 3789 4001 5162 5949 7995 9637
Materials 4130 4753 4441 4819 4881 5624
Wages and  Operating7919 8755 9603 10768 12876 15261
Expenses

Total Recurrent Expenditure 10555 13527 11961 13219 15234 18552
Memorandum:

Wages and Salaries as % |085.9 29.6 43.2 45.0 525 51.9
Total Recurrent Expenditure

(%)

Wages & Salaries as % 0f5.7 54 6.0 5.6 6.1 5.6
GDP @ CMP

Annual Change in Wages 5.6 29.0 15.2 34.4 20.5
and Salaries (%)

Recurrent: Capital Mix (%) | 65:35 69:31 60:40 54:46 | 52:48 48:52

This significant surge in capital expenditure and the increase in wages and salaries signify the
progressive increase in the scope and magnitude of government operations, particularly seen
in the light of the devolution process that has been taking root in Ethiopia. The first wave of
devolution and decentralization started in the mid 1990s (starting 1993/94), power having
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been devolved and resources decentralized from the centre to regional states. The second
wave of devolution and decentralization started in 2002/03 in which power has been further
devolved and resources decentralized from the region to the Woredas. Since then, Woredas
have become important centres of socio-economic activity in the four largest regional states
of the country (Oromiya, Amhara, Southern Nations and Nationalities Peoples Region and
Tigray). This demands huge resources (finance) and explains the increased size of
Government operations.

The revenue generating capacity of regional states has been very much limited in which
regions altogether on average account for about 21 percent of total consolidated revenue as
shown in Table 2.4 below. On the other hand, the expenditure responsibilities of regional
states are very huge. The ratio of total consolidated expenditure of regional states to that of
consolidated general government expenditure increased from about 30 percent in 2002/03
to over 42 percent in 2007/08. Of the total consolidated expenditute of regional states, the
recurrent component has increased faster from about 34 percent in 2002/03 to 62 percent
by the end of 2007/08. The bulk of spending in this component is accounted for by social
services which increased from 75 percent of regional recurrent expenditure in 2002/03 to
over 80 percent in 2007/08. This is not surprising given the fact that social services
(education and health) are the most decentralized activities. On the other hand, regional
states' consolidated tax revenue share in total consolidated general government tax revenue
remained at a mere 19 percent on average during the last six years ending in 2007/08 which
calls for huge resource transfer from the federal government to regions.

Table 2.4: Key Regional Finance Parameteis a ratio of the respective National

Values (%)

ltem 2001/02 | 2002/03 | 2003/04 | 2004/05 | 2005/06 | 2006/07 | 2007/08 | Average
Domestic Revenue 18.9 18.9 22.2 22.9 22.5 20.1 18.4 20.6
Tax Revenue 18.3 19.0 19.9 21.7 20.2 18.6 17.2 19.3
Total Expenditure 30.8 30.4 37.6 35.7 38.3 37.6 42.4 36.1
Recurrent 33.9 33.6 47.4 47.2 53.9 56.5 61.6 47.7
o/w: Social Services | 71.2 75.3 80.8 81.9 82.2 81.1 80.4 79.0
Capital 25.0 23.3 23.2 22.0 21.4 19.9 24.3 22.7
o/w: Social Services | 30 27.7 20.3 34.5 15.6 10.7 12.9 21.7
Table 2.5: Trends in Consolidated Regional Finakedies in Million ETB
ltem 2001/02 | 2002/03 | 2003/04 | 2004/05 | 2005/06 | 2006/07 | 2007/08
Domestic Revenue 1964 2105 3088 3571 4397 4385 5487
Tax Revenue 1453 1565 2165 2686 2854 3234 4092
Total Expenditure 5438 6234 7717 8849 11234 | 13386 | 19886
Recurrent 3906 4764 5799 6348 8236 9718 14033
Capital 1532 1470 1918 2501 2998 3668 5853
Domestic Revenue (National) 10409 11149 13917 15582 19530 21797 29794
Tax Revenue (NATIONAL) 7926 8243 10906 12398 14159 17354 23801
Total Expenditure(National) 17655 20504 20509 24795 29325 35607 46915
Recurrent Expenditure(National) | 11526 14191 12238 13452 15284 17209 22794
Capital Expenditure(National) 6129 6313 8271 11343 14042 18398| 24121
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As noted above, given the existence of mismatch in aggregate owamae mobilization
and expenditure responsibilities vis-a-vis the fatlgovernment and regional states;
block grant transfer is the most important sourcénancing for regional governments.
Up until 2007/08, federal block grants accountechoerage for 80% of the total regional
resources. All regional states except the Addisbab@ity Administration benefited from
Federal block grant system. In recent years, toevilr of Federal transfers to Regions
via the federal block grant formula has been sigaiit. The average increase in the
block grant transfer from the federal governmentdgions was about 12% between
2001/02 to 2004/05. Since then, the rate has iseckasignificantly to 45% in
2007/08(MOFED, 2008). Overall, ffederal transfessrégions have almost tripled in a
period of 5 years, from 4522 Million ETB in 2002/@8 13532.5 Million ETB in
2007/08.

The priority sectors of the Government as outlimedASDEP are to a larger extent
administered and financed by the regional governsaefhus, to attain the various
targets articulated in the Plan, it is of paramoimportance to scale up financial
resources at regional aidoreda levels. More over, théVoreda decentralization process
requires more financial resources, aggressive aapipenditures financed projects being
implemented at regional aniloreda levels even by the federal government including the
construction of elementary and secondary schomfitg of agricultural and health
extension workers, construction of health fac#it& erection of water facilities.

Thus, expansion of the various government senateéke grass root level requires more
financial resources at regional awbreda levels. Along side the block grant transfers,
there are a number of specific purpose grant teasdfom the federal government to
regional states. Specific purpose grants are fedesmurces and are indicated in the
budget lines of federal executive bodies. Howewastual budget execution is the
responsibility of regional governments. Food seagurfProductive Safety Net Program
(PSNP), Public Sector capacity Building (PSCAP)YHIDS and Water, Sanitation and

Hygiene (WASH) programs currently consists of specpurpose grants. These

programs account for a larger proportion (about P8fthe total regional spending from

regional budgets in 2007/08.

Overall public spending on pro-poor sectors incedaom about 43 percent of total
public spending in 2001/02 to over 64 percent leyehd of 2007/08As a share of GDP,
over all public spending on pro-poor sectors mdrantdoubled from about 6% in
2001/02 to over 12 percent by the end of 2007/08e government has taken various
efforts to increase budget allocation to prioritg4poor sectors such as education, health
and HIV/AIDS, water and Sanitation, agriculture amdal economy, food security and
roads.

On average, over 90 percent of capital budget has been allocated to pro-poor growth
enhancing and social sectors: Agriculture, Rural Development and Food Security, Roads,
Irrigation, Water Supply and Sanitation, Education, Health and HIV /AIDS.
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Table 2.6: Trends in the Share of Pro-Poor Sectors’ Spending in Total Public Spending (%)

Sector 2001/02| 2002/03 200304  2004foBo0s/06 | 200607 2007/08 AZJ;;
Education 15.0 16.6 20.6 19.8 218 23.7 21.3 19.8
Health 6.3 5.1 4.3 49 4.6 6.6 7.3 5.6
Agriculture and Food Security 8.5 7.2 12.2 15.0 215 12.9 11.7 12.3
Road 11.3 10.3 9.7 11.3 124 141 17.9 12.3
Water and sanitation 4.2 4.1 3.3 6.0 6.1 5.7 1 6. 4.1
Total 45.3 43.3 50.1 57 60.1 63 64.3 54.2

Memorandum Item: Spending on Poverty-Oriented Sectors as a Ratio 8DP at CMP (percent)

Poverty-Oriented Spending

6.1

1347

11.7

13.2

134

13.0

12.2

11.8

The role of external finance in shaping the fiscal landscape of the country is significant as it
stands now. On average, external finance accounts for about 34 percent of total capital
expenditure during the seven -year petiod ending in 2007/08. It is to be noted that the
Government of Ethiopia has been known for its fiscal prudence for keeping recurrent
spending with in its available means even at the worst of times. After the 1994/95 fiscal year,
a good share of development expenditure has been increasingly financed from treasury
resources. The share of treasury resources in capital expenditure has been consistently
increasing from about 45 percent in 2001/02 to about 76 petrcent by the end of 2007/08
while the share of external resources has declined from 56 percent in 2001/02 to about 24
petrcent during the same period (end of 2007/08).

As noted earlier, the external component of deficit financing has been on the decline since
2001/02. The impact has been severe particulatly since 2005/06 and has not recovered
since then. This has been accompanied by an increase in the domestic component of deficit
financing which reached its peak in 2006/07(3.5 percent of GDP). This may have
contributed its part to the inflationary pressure witnessed since 2005/06. But attributing the
current inflationary pressure to the increased public expenditure may not be warranted as a
host of other structural and demand factors including increased world prices are believed to
have impacted on the current inflationary pressure.
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Table 2.7: Composition of General Government Capixpenditure (In Millions Ethiopian Birr)

2001/02 2002/03| 2003/04 2004/05 2005/06 2006/@007/08
Pre. Pre. Budget

ltem Actual Actual Actual Pre. Actual| Actual Actual
Domestic Source 2741 3265 5403 8376 10785 138328277
External Loan 2275 1852 1821 1454 1061 1484 1810
External grants 1112 1197 1047 1513 2194 3081 4034
External Total 3387 3049 2868 2967 3257 4565 5844
Total Capital Spending 6128 6314 8271 11343 14042 18397 24121
Share of Treasury (%) 44.7 51.7 65.3 73.8 76.8 279 75.8
Share of External Loan
+Assistance (%) 55.3 48.3 34.7 26.2 23.2 248/ 24.2

Regarding the current debt situation (external debt) of the country, the Multilateral Debt
Relief Initiative (MDRI) was agreed in 20006, following the Heavily Indebted Poor Countries
(HIPC) debt relief agreed in 2005. Both initiatives have helped reduce Ethiopia’s external
public debt significantly. According to the IMF’s Article IV Consultation Staff Reports,
Ethiopia’s external debt stock has declined from about $6.2 Billion USD in 2001/02 to $2.3
Billion USD by the end of 2006/07(as at June 2007).

As a result, total stock of external public debt as a ratio to GDP also declined from nearly
84 percent of GDP in 2001/02 to about 13 percent of GDP by the end of 2006/07(as at
June 2007). As a result, debt ratios have fallen well below the sustainability thresholds. For
instance, the Net Present Value (NPV) of debt to exports ratio stood at around 40 percent
by the end of 2006/07 (as at June 2007). Besides, external debt service as a ratio of exports
of goods and non-factor services has also declined from about 8 percent in 2002/03 to 5
percent by the end of 2005/06. ‘This leaves a significant fiscal room (space) for
Government’s growth-oriented endeavour such as investment financing especially in the
infrastructure and human development sectors. The Government is still committed to
continue secking grants and concession loans; and all the loans contracted after the HIPC
completion point (March 2004) are on a highly concessional terms. The impact of new loans
and the huge financing need for the PASDEP on the existing portfolio is critically viewed
against the issue of debt sustainability.

The Ministry of Finance and Economic Development has already prepared a debt
management strategy, which is updated every year. The strategy is used to gauge the level of
debt sustainability indicators such as debt service to export ratio, Net Present Value (NPV)
of debt to GDP ratio, NPV of debt to export ratio, etc. and considers alternative scenarios,
mainly checking sensitivity to export shocks and real economic growth rates.

5
International Monetary Fund (IMF), The Federal Denatic Republic of Ethiopia. July 2008. Statistié@ipendix, IMF Country Report No. 08/260.
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2.3. Fiscal Stress in the face of maintaining Maceronomic Stability: A Diagnosis

From the foregoing review, the recent features ¢thatacterize the Ethiopian fiscal landscape
could be summarized as follows: significant inceemsspending driven by capital expenditure on
pro-poor priority sectors and the recurrent compodeiven by spending on wages and salaries,
increase in tax revenue collection albeit not comsueate with spending needs, a lag in external
finance flows though it increased modestly in abtoterms.

Has fiscal policy been expansionary? Has actuahfiperformance (both in terms of

spending and revenue collection) fallen short ef bndget? What are the characteristic
features of an expansionary fiscal policy? Could turrent inflationary pressure be

attributed to fiscal expansion?

Fiscal deficit including grants as percent of GDdld be one important indicator of

expansionary fiscal policy. The other related iathc is domestic bank borrowing as
percent of GDP. But it is difficult to tell theiespective threshold levels above which
they are rendered expansionary. What is impor&md isee those indicators against the
prevailing level of inflation and the behaviouraiher related macro variables.

Fiscal deficit including grants was projected ab@t6 % of GDP on average during the
PASDEP period while inflation was targeted at 8cpat on average. Domestic bank
borrowing was also projected at 4 percent of GDEnduhe period of the PASDEP. The
implicit message in the higher level of projectefidt and domestic borrowing rates
was that external resources need to be scaled upeircourse of implementing the
PASDEP. This is because external finance flow wagepted with business as usual
scenario in the PASDEP although costs were suppodeel MDGs-consistent.

Looking at the out-turn for the first three yeafPASDEP implementation, fiscal deficit
including grants stood at 3.9%, 3.6% & 2.9% in 2085 2006/07 and 2007/08
respectively. Net domestic bank borrowing as % DbiPGstood at 3.5%, 2.5% and 1.9%,
respectively. Judged by the three-year averageealthie outcome for both parameters
has been way below the target in the PASDEP. Oteeofeasons for the increase in net
domestic bank borrowing in 2005/06 is the hugeidech external finance following the
after math of the May 2005 election. From the amir-figures, one can easily judge that
fiscal deficit has been checked with in limits takiin to consideration external finance
flows. For instance, a threshold deficit level @&f 3vas considered a ‘red line’ until
recently. This has changed recently (since thet fipgarter of 2008/09) with the
elimination of domestic bank borrowing aimed atradding macroeconomic imbalances
that are being faced by the Government. Lookingaat trends, fiscal deficit has been
higher in the pre-PASDEP periods. But this was agzanied by higher external finance
flows. The post-PASDEP period has been charactkfizea surge in public spending
with a less commensurate increase in external ¢émdows.

How big Ethiopia’s fiscal deficit compared to it$SA peers? According to the IMF's
Regional Economic Out Look (April 2008), in 2006/Giscal deficit including grants

averaged 3.2 % , 3.9%, 0.8% and 2.3% for Kenyanzania, Rwanda and Uganda
respectively. Their respective inflation rate st@d®.8%, 7.0%, 9.4% and 6.8% during
the same year. As noted above, Ethiopia’s fisctitléencluding grants averaged 3.6%
while inflation averaged 16% on annual moving ager#éasis. Thus, Ethiopia’s fiscal
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deficit is very much comparable to that of its SBéers. What makes it a concern is
when it is seen against the inflationary situatibat Ethiopia has been in recent years,
particularly since 2005/06.

The expansion of public universities which increafem 8 in the pre-PASDEP period

to 21 currently, the deployment of over 50,000 @agtural extension workers, the

launching of the health extension workers progr&tR) with a phased deployment of
health extension workers with a target of react3@@00 (with 84% already deployed by
the end of 2007/08), the implementation of the reactor development programs have
been shaping the fiscal landscape of the countrgdant years.

This is consistent with the increase in wages aathries with in the recurrent

component of public spending as noted above. Aklwilseen in the next section on
labor market policies and strategies, the numbgrubfic employees has increased from
its level in the early 2000. For instance, the nembf federal government employees
increased by about 92 percent in 2006/07 comparéd tevel in 1999/00 while regional

government employees increased by about 65 perégémational level, government

employees increased by about 68 percent (annuedgaéncrease of about 9 percent). In
2006/07, regional states altogether account forutl®@0 percent of government

employees.

Short falls from the budget in both resource alfiocaand revenue mobilization have
been examined taking per capita values in bothscddee short-fall in spending has been
more significant than the short fall in tax reveras#lection. For instance, total capital
expenditure fell short of the budgeted amount bywerage of 12 percentage point. This
is largely attributed to short falls in the extdricamponent of the budget (loans and
grants). On the other hand, tax revenue fell sbbthe budgeted amount by an average
of 5 percentage points.

Table 2.8: Trends in Per Capita Public Resourc&pénding (Actual Versus Budget), ETB

Item 2001/02 | 2002/03 2003/04 2004/05 2005/06  2006/Q7  7/280

Expenditure

Actual Expenditure 279.4 316.4 308.4 363.0 418.9 491.8 626.4

o/w : Recurrent 182.4 219.0 184.0 197.0 218.3 237. | 304.3
Capital 97.0 97.4 124.4 166.1 200.6 254.1| 22.3

Budgeted Expenditure 284.0 315.7 323.0 411.9 501.4 577.8 700.9

o/w : Recurrent 189.4 203.9 201.0 212.8 231.2 266. | 331.7
Capital 94.7 111.8 122.0 199.1 270.2 311.7 | 369.2

Domestic Revenue

Actual 164.7 172.1 209.3 228.1 279.0 301.1 397.8

Budget 185.1 202.4 197.6 264.8 311.7 354.8 445.1

Tax Revenue

Actual 125.4 127.2 164.0 181.5 202.3 239.7 317.8

Budget 132.5 144.0 156.9 195.7 221.6 256.5 326.4

External Grants

Actual 38.4 70.3 60.2 66.8 53.3 104.7 132.3

Budget 53.4 43.1 70.3 85.7 103.3 122.1 140.9
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Table 2.9: Trends in the Ratio of Actual Per Cafiitdacomes and Per Capita Budget (%)

Iltem 2001/02 | 2002/03 | 2003/04 | 2004/05 | 2005/06 | 2006/07 | 2007/08 | Average
Total Expenditure 0.98 1.00 0.95 0.88 0.84 0.85 0.89 0.91
Recurrent 1.0 1.1 0.9 0.9 0.9 0.9 0.9 0.95
Capital 1.0 0.9 1.0 0.8 0.7 0.8 0.9 0.88
Domestic Revenue 0.89 0.85 1.06 0.86 0.90 0.85 0.89 0.90
Tax Revenue 0.95 0.88 1.05 0.93 0.91 0.93 0.97 0.95
External Grants 0.72 1.63 0.86 0.78 0.52 0.86 0.94 0.90

The other dimension has to do with the financingnoh-financial public enterprises
(telecom and power) activities. There has been lexgansion by those public utilities in
the areas of rural telecom and power. This has beesidered essential as it is expected
to facilitate the activities of private businesemiors all over the country. The utilities
finance their operation from their own resourced Aave no direct fiscal implication.
Their impact has been felt through the pressuréherbalance of payment to the extent
that their activities demand foreign currency. Bue demand pressure on the overall
economy given that supply response could not benasatic should not be understated.
Related to this, the Government has decided toceeduublic enterprise domestic
borrowing from 4.4% of GDP in 2007/08 to 2.5% of Blh 2008/09 and subsequently
monitor their borrowing

In conclusion, fiscal stress has been accentuated by the lower than expected flow of external
finance in the spirit of implementation of the PASDEP and hence MDGs. The high-growth
and high-inflation situation made it susceptible to expansionary fiscal policy. However, still
the out turn for key fiscal targets has been far lower than the plan. It is also noted that the
expansion of government operation have been aimed at building the human capital and
infrastructure base of the country which is a pre-requisite for sustained growth through
creating a conducive environment for private sector development and job creation.

The fiscal stress could be relieved through pursuing the on-going improvement in tax
administration and revenue collection and at the same time broadening the tax base (this
could be a medium-term undertaking). In the short-term, it is important to further prioritize
spending through still focusing on growth enhancing sectors and delivery of social services
to the poor and vulnerable. Strict follow up on tax holidays/exemptions granted to attract
private investment as the period of exemption lapses so that they are captured in to the
formal tax system is also of paramount importance.
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I1l. Labour Market Policies/Strategies and Employment Status in Ethiopia

3.1. The Overall Policy/Strategy Direction for thelabour Market in Ethiopia

As it stands now, there is no comprehensive natiemgployment policy/strategy in the
country. An employment Strategy Paper is curremtigler preparation by the Ministry of
Labour and Social Affairs (MOLSA) with technicaldfinancial support from the ILO
Office in Addis Ababa.

However, this does not mean that there is a paligtegy vacuum in the Labour market.
The Government has pursued a holistic approach ddreasing the employment
/lunemployment agenda. To start with, one importtimiension of the ADLI Strategy is
its focus on adequately utilizing the labour resesrof the country. Industrialization
being the ultimate goal of ADLI, the focus in inthiel development is also on labour

intensive agro-processing industries.

The on-going preoccupation on small and mediumrprige development (SMEDS)

with the necessary interface with TVETSs is alsoenat creating job opportunities for

the youth. The urban low cost housing program datetl recently is also aimed at
achieving two objectives in tandem: addressinghibesing problem and creating jobs.
The on-going youth and women’s package is also éiateaddressing the employment
agenda. More over, the government strongly beli¢vasthe private sector should be the
biggest and ultimate employer. The hither to effiortexpanding infrastructure and

human capital is all meant to create a conduciwer@mment for the operation of the

private sector which in turn would help expand esgpient generation. As articulated in

the PASDEP, one of the pillar strategies of the BEB is job creation.

In general, when it comes to assessing the imdagtoavth on employment creation, the
growth process is more important than the grovgdlfit For any growth to impact on job
creation and help reducing poverty, it needs tdtoad-based and pro-poor. What does
pro-poor broad-based growth mean? The focus nedos bn enhancing income earning

capacity of people, particularly youth and womenh&ncing productivity of both land
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and labour through building human capital has ke@hstill is the direction pursued by
the Government of Ethiopia in its endeavour to corently address the unemployment/
employment agenddhe overwhelming fact of the labour market in Ethiopia is the rapid
growth of the supply of labour. The labour force is growing much more rapidly than the
population as a whole because of Ethiopia’s demographic profile. There are many more
under 15 year olds entering the work force each year than there are old people living the

labour force.

3.2. The Status of Employment/ Unemployment and itBrospects

Making a formal link between economic growth and employment has been hindered by lack
of comprehensive adequately disaggregated and consistent time serried data on
employment/unemployment that let us track the links between economic growth and
employment creation. The central Statistical Agency has been providing labour force and
related data with varying scope. These include the 1976 Addis Ababa Man Power and
Housing Sample Survey, the 1978 Survey on Population and Housing Characteristics of
Seventeen Major Towns, the 1980/81 and the 1987/88 Rural Labour Force Surveys and the
1984 & 1994 Population and Housing Census. The 1996 and 2002 Informal sector surveys

also provide relevant information (CSA, 2000).

However, the results of these survey programs have not been comparable to enable
researchers consistently track developments in the labour market. Comprehensive national
labour force information representing both the rural and urban areas was recently provided
through the 1999 and 2005 Labour Force Surveys. The CSA has also launched a biannual
Employment Unemployment Survey in October 2003 and April 2004 and for the third time
in April 2006. This survey program is intended to cover only urban areas given that
unemployment is an urban rather than a rural phenomenon. Urban unemployment,
particularly youth unemployment has been and is growing areas of concern for the
Government. It has been indicated by the CSA that this program will be conducted in a

regular manner in the years to come.
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According to the 2006 Urban Employment Unemployment Survey, urban unemployment
has consistently declined from 26.2 percent in 2003 to 22.9 percent in 2004 and further to

16.7 percent in 2006. Unemployment rate has been consistently higher among females than
males across the years, 35.2% in 2003, 30.6% in 2004 and 22.1% in 2006. The corresponding

rates for males stood at 17.6%, 15.8% and 11.5% respectively.

The other side of the coin is urban employment.is Tgart of the paper provides an
overview the urban employed population Ten years @rer by major occupations and
by major industrial divisions they are engagednd ay type of employer (employment
status).

Looking at the employed population by major occigrest, the just cited survey showed
that nearly three-fourths of urban employed pajpareof the country is engaged in three
almost equally important major occupations, nameBbrvices, shop and market sales
workers (25.5 percent), elementary occupation (3&6cent), and craft and related
activities (22.1 percent). Professionals togethiéin vechnical and associate professionals
make up about 10 percent of the employed populatibihe those persons working in
legislator and senior officials took the smalldsare constituting 2.5 percent of the total

employed urban population of the country.

Looking at the employed population by major indastdivisions, as expected, most
urban employed population are absorbed by wholesaie retail trade, and
manufacturing activities, making up 22.7 percerd &6.3 percent, respectively. Those
who are engaged in hotel and restaurant, publicirastmation, private households;
agriculture; education, health and social work;eothocial, cultural and personal and
household activities constitute 7 to 10 percentrdeterritorial organizations; mining and
quarrying; financial intermediation, electricityagy and water supply and real estate
contributed little share in terms of creating enyphent.

Looking at the distribution of urban employed p@tign by employment status of a
person, at country level (urban) level, the bulkeaiployed population was constituted
by self-employed (41.8 percent) followed by thosgpyed by government and public
enterprises (18.8 percent) and private organizgtl®2 percent). As can be seen from
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the Table below, paid employees altogether consttabout 45.4 percent of the total
working population. Paid employees consist of ewypds of government, public
enterprises, private organization, and NGOs and &ic employee. Unpaid family
workers have a substantial share (10 percent).ififioemation in summary Table 3.1
further shows that males are dominant in paid eympénmt. The proportion of private
organization employees among the males is abougettiat of the females. Similarly,
the proportion of males in government employeesase than one and half times higher
as compared to their female counterparts. Howevigher proportion of females than
males are found among domestic employee and uriganidly workers. The proportion

of females in self-employment also exceeds thataes.

As noted above, the only comprehensive and consisime series data/information
available on employment is the one generated thhrougge 2006 urban
employment/unemployment survey conducted by the @SApril 2006. This provides
at least the big picture though still not amendblefurther disaggregation to see other
dimensions such as the informal sector. Those etamgthis important activity seem to
be lumped in either of the categories of self-erypgtbunpaid family workers employers,
etc. According to this survey, the total numbeewiployed population ten years and over
in 2006 stood at 3,839,274 of which 55%% are mates45% are females.

As shown in Table 3.1 below, the number of Goveminegnployees increased by about
26 percent from October 2003 to April 2006 whilattlof public enterprises showed 8
percent increase over the same period. The numibeenaployees of Private
Organizations increased by 57 percent over the spem®d while that of NGOs
increased by 35 percent. Domestic employees dropyetl3 percent during the same
period. The self-employed, unpaid family workengypéoyers and ‘others’ witnessed an
increase of 34%, 57%, 71% and 170%, respectivelynduhe same period. This shows
that the biggest increases have been witnessed dybers of cooperatives and
apprentices (170%) followed by employers (71%) gevorganization employees (57%),
self employed (57%) and government (26%)

As indicated in the Table, with in paid employmeptivate organizations have become

increasingly important in absorbing the labarcéoas shown by the increase in its share of
employed population from 16% in 2003 to 18% in 2086out 2 percentage point increase in
three years). As noted above, it also withesse@rificant increase (57%) in the number of

employed persons between 2003 and 2006. The Gowetn(proper) is the second biggest

employer with in paid employment accounting for détcent of total employed population (a

decline of 1 percentage point from 2003).

It is to be noted that this is consistent with Gawneent policy that the private sector will be the
ultimate employer in the future as it gains momentuSelf employment being the largest single
employer out side of paid employment constituti@§odof the employed population in 2006. It
has remained constant compared to its relative itapoe in 2003.
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Table 3.1: Trends in Number of Employed Populatiben Years of Age and Over by
Employment Status (Number)

Employment
Status October ,2003 April 2004 April 2006
Male Female | Total Male Femalg Total Male Femgld otal

Paid Employment | 830550 | 537292| 1367842 846916 562773409690/ 1009920| 731355 1741275

o/w: Government | 356648 167212 523860 37062[ 1818552484 | 428324 229309 657632
Public

Enterprises 39085 20902 59986 40639 18431 59070 93419 | 22583 64576
Private

Organizations. 320820] 124180 445000 33486pH 1363931258 | 457718 239732 697450
NGOs 39085 14754 53839 40639 15974 56613 8294 24321 72612
Domestic 74912 21024% 285157 60146 21011870264 | 33594 215411 24900%

Self Employed 649783| 550817 1200600 648598 530826179424 850349 753939 1604287

Unpaid Family

Workers 113997 | 130327 244324 84529 121648 2061763771 220623 | 384393

Employers 11400 4918 16318 11378.91 4915 16294 9&09 | 6949 27945

Others(Members of

COPs,

Apprentice,etc) 22799 7377 30176 34137 6144 40281 8796 22583 81373

Total 1628529 123073 2859261 1625559 1226305 &6 2103825 | 173544P 3839274

Source: The 2006 Urban Employment Unemployment&yr@SA, July 2006

Table 3.2: Trends in the Share of Total Employaapulation Ten Years and over by
Employment Status and Year (%)
Employment Status .
October 2003 April 2006
April 2004
Male Female Total Male| Female Total Male Female Total
Paid Employment 51 44 48 52 46 49 48 42 45
Government 22 14 18 23 15 19 20 13 17
Government Enterprises 2 2 2 3 2 2 2 1 2
Private Business 20 10 16 21 11 17 22 14 18
NGOs 2 1 3 1 2 2 1 2
Domestic 5 17 10 4 17 9 2 12 6
Self Employed 40 45 42 40 43 41 40 43 42
Unpaid Family Workers 7 11 9 5 10 7 13 10
Employers 1 0 1 1 0 1 1 0 1
Others(Members of COPs,
Apprentice,etc) 1 1 1 2 1 1 3 1 2
Total 100 100 100 100 100 100 100 100 100

Source: Computed based on Data in Table 3.1 above

6 The discrepancy observed between the figures snTtable and the Survey results is due to Roundirggiculating the levels using the ratios provided

in the Survey Report
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The objective of this paper is to analyze fiscdlgyoand its interface with labor market policies
with the ultimate objective of assessing their li@sce to the global financial and economic
crisis. Thus, additional insight with direct fiscahplication could be drawn through further
analyzing information on Government employees [(@eirvice employees). The findings drawn
based on the information from the Urban UnemploytmEemployment Survey (in regard to
Government Employees) and those derived from theuAhCivil Service Statistics are very
much complementary. The conclusions drawn areaat nsistent.

Here the information is analyzed from the fiscafspective. The significant increase in the
wages and salaries component of the recurrent ditpem seems to be in part attributed to the
increase in government employees both at fededhkegional level. Two data points have been
used in the trend analysis (the earlier year b&B@P/00 and the latest year being 2006/07). As
shown in Table 3.3 below, total number of regioatdtes employees increased by over 65
percent over the eight year period (annual avenagease of 8 percent). The total number of
federal employees has increased by about 98 peosentthe period. This is equivalent to an
annual average increase of about 12 percent pemgniwWhat is more interesting here is to see
that this significant increase has been largelyedriby the increase in female employees at
federal level by about 360 percent over the peandénnual average increase of 45 percent
during the period). The increase in the numbereofidle employees at regional level has also
been remarkable. The number of employees at colmtgl has increased by about 68 percent
(male 55% and female 102%). This increase in thelbmu of government employees must have
been attributed to the deployment of health extensiorkers, the deployment of agricultural
extension agents and the hiring of staff to the Ipeastablished public universities. Regional
states employees accounted for 90% of total goventhemployees in 2006/07.

Table 3.3: Trends in Federal and Regional Stategl&yees between 1999/00 and 2006/07

1999/00 2006/07
2006/07 Change over
1999/00 (%)
M F T M F T M F T
Regional Governments
Total 210994 | 83951 | 294945 | 331519 | 156274 | 487793 57.1| 86.1 | 65.4
Federal Government
Total 24407 | 5272 29679 32643 | 24268 | 56911 33.7 | 360.3 | 91.8
The Whole Country 235401 | 89223 | 324624 | 364162 | 180542 | 544704 54.7 | 102.3 | 67.8

Source: Federal Civil Service Agency, Annual Ciarvice Statistics, June 2007

In conclusion, it is unlikely that employment wile expanding at the pace exhibited in
the recent past. It may have been essential gikeniricreased volume government
operations both at federal and regional levels. Ai@ness process re-engineering (BPR)
program currently in progress will help furtherestmline civil service operation with the
ultimate objective of creating a civil service timefficient, transparent and accountable.
This would help save government’s costs in delnggervices to its citizens. Moreover,
the operation of the private sector will be furtlemhanced as bureaucratic bottle-necks
are removed through the BPR. This would help relithe fiscal stress that is currently
being felt.

Thus, the future for employment expansion is wité private sector as evidenced by the
findings above. Macro policies such as interest eatd credit policies may need to be
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reviewed with the objective of further stimulatingivate sector development with
particular focus on small and micro enterprises ettgyment (SMED) which is
strategically linked to large enterprises to enlkeamore value addition. This would help
enhance vertical integration through strengthenoggnplementarities with in the
domestic economy.

Currently private employment opportunities are being created through sustained government
effort to enhance private sector investments, a big push in infrastructure development,
expanding services industry and promoting the ever rapidly growing horticulture industry.

The Government’s program focuses on strengthening the small-scale manufacturing
enterprises, as they are the foundation for the establishment and intensification of medium
and large scale industries besides opening opportunities for employment generation for
those not engaged in the agricultural sector. It also serves as a source of
alternative/additional income for those involved in agriculture. Achievements in the areas of
textile and garments, metal and woodwork, food processing, construction work, municipality
services could be cited as best practices. For instance, on-going efforts in this area have
contributed towards reducing unemployment rate in Addis Ababa.

According to the Annual Progress Review Report loa first three years PASDEP
implementation (MOFED, 2008), during 2006/07 an@208, about 22,275 and 57,607
micro and small enterprises (MSEs) were organizetlmomoted, respectively. During
the period, through the promotion of 199,467 MSEE;, 000 job opportunities were
created. The achievement in terms of job creationM&Es Development are the
outcomes of the multidimensional supports provittedhe MSEs. The following are the
major ones:

a) Creating enabling environment: In order to improve the regulatory environment for
MSEs, one stop service centres have been establish&l major cities and towns. A

total of 760 one stop service centres have beenegpand started operation between
2006/07 and 2007/08. These centres have helpedhpoove regulatory and related

municipal services accorded to MSEs;

b) Providing industrial extension services:About 4000 extension agents have been
working in the MSEs Development program deliverindustrial extension service to
small businesses in cities and towns all over thentry;

c¢) Availing credit: In line with the MSEs development programme, altot Birr 436.3
million and Birr 651.7 million had been supplied ay regional MFIs for the MSEs in
2006/07 and 2007/08, respectively;

d) Provision of working premises:Another area of support provided for the MSEs has
been alleviating of the shortage of production pses Accordingly, the construction of
production premises had been completed and handedar the MSEs organized in all
regions.

e) Creating market linkages:Another area of support provided to MSEs is indhea
of creating market linkage. Accordingly, signifitaffort has been made to link MSEs
with government construction works particularly wihe on-going Integrated Housing
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Development Program (IHDP) spearheaded by the kynief Works and Urban
Development. Encouraging linkages have also bessten among MSEs engaged in the
food processing sector.

f) Creating linkages between TVET and MSEs:In view of achieving technology
development and its transfer, significant stride baen made in creating linkage between
TVET and MSEs.

With regard to the informal sector, interventions need to be devised to render the informal
sector more productive. The focus should be on enhancing their capacity through devising
holistic and structured programs to increase productivity of the sector. The vertical and
horizontal linkages with in the respective activities of informal sector operators need to be
given the utmost emphasis. As it stands now, the sector does not seem to be integrated with
the formal (modern) sector. There is no latest Survey on Informal Sector. The first was
conducted in 1996 followed by the last in 2002. According to the 2002 Informal Sector
Survey conducted by the CSA, the total number of persons engaged stood at 997,380 of
which 799,353(80%) were operators and the remaining 198027(20) employees. Women
dominate in both categories (operators and employees). The share of women in the total
number of persons engaged, operators and employees stood at 60%, 59% and 65%
respectively.

Table 3.4: Distribution of Number of Persons Engaged in the Informal Sector by Sex: 2002

Total No. Persons
Engaged
Sex Operators Employees
Number (%) Number (%) Number (%)
Male 328,808 41.13 70,276 35.49 399,084 40.01
Female 470,545 58.87 127,751 04.51 598,296 59.99
Total 799,353 100.00 198,027 100.00 997,380 100.00
Source: Survey of the Informal Sector
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IV. Policy Responses for Resilience to Global Finaml and Economic Crisis

The discussion above has documented the salietntrésaof Ethiopia’s fiscal policy
regime and its outcomes. This has been complemehtedan overview of the
policy/strategy orientation towards the labour neaik Ethiopia followed by a review of
the employment/unemployment situation and its peotpin Ethiopia. This sets the stage
for the assessment of the possible impact of tbhbajlfinancial and economic crisis on
Ethiopia. This section being the culmination of thecussion will dwell on outlining
Government’s policy responses aimed at mitigatiregitnpact of the crisis, assessing the
degree of vulnerabilities and possible impacts tedpossible channels of transmission.
This chapter culminates with assessing the dedressitience to the challenges /crisis.

On the eve of the global financial crisis and ewdren it has been taking root in the
developed world, Ethiopia has been grappling witallenges of global dimensions such
as the food crisis and the oil price shock. Thereogdented oil price increase has
depleted the country's foreign reserves. The redespt in oil prices has been a huge
relief and has helped build international resenAdtough food prices have begun to
decline globally, they have not yet declined adrddsin Ethiopia. Thus, the impact of
the global financial crisis is an additional dimemsto the challenges already faced by
Ethiopia. Thus, the policy responses to the preisdhallenges and post-crisis challenges
need to be properly tailored.

To start with, the existing major structural challenges that characterize the Ethiopian
economy have had direct bearing on the resilience of the macro economy to shocks (both
external and internal). The common structural bottlenecks include: Low level of income and
saving, still low level of productivity of the agricultural sector, the economy’s vulnerability to
shocks (drought and terms of trade shocks), limited implementation capacity, particularly at
lower levels of administration, low level of infrastructure base and still low level of human
capital.

The Government has been striving to address stalathallenges as articulated in the
PASDEP. The growth effort sustained during the fiast years is reflected by the fastest
increase in Per Capita GDP (from 136 USD in 20020205USD in 2007/08), the
significant increase in crop production driven &ygby the increase in yield particularly
since 2003/04, the on-going effort to expand itiga including water harvesting and
small river diversion has been aimed at mitigating impact of rain failures on small
holder farmers. The on-going export diversificatiiar instance floriculture) is also
meant to broaden the export base (126 Million U®Degated fro this export item alone
in 2007/08). The on-going business process re-elgimg with in the framework of the
Civil Service Reform Program (CSRP) has also beeanhto establish efficient working
system, enhance the capacity of civil servantsrander them efficient. The on-going
infrastructure expansion (in roads, Telecom andd?pand the on-going human capital
development effort particularly the establishmemew public universities (from 8 three
years a go to 21 public universities currently) dnalso begun to show positive and
encouraging results. As a result, with regard frastructure expansion, road density per
1000 square kilometre has increased from 33 in /230® 40 by the end of 2007/08(the
target being to reach the SSA average of 54 betideof the PASDEP period). Access to
electricity has doubled in four years time, fron®d.é 2004/05 to 33% in 2007/07 (the
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target being to reach 50% of the population byeth@ of 2009/10). These have been on-
going efforts aimed at redressing structural pnoisleof the Ethiopian economy.
Understandably, these developments are critical sisstaining Ethiopia’s long-term
growth and realizing Ethiopia’s vision of becomiagniddle income country in 20 years
time.

These on-going growth efforts have been threatened by twin challenges of global dimension:
inflation driven by food inflation and the pressure on the balance of payments (BOP) driven
by the increase in oil prices (until July 2008). One may argue that oil price increase is no
more a problem for Ethiopia. But its consequence has been significant through depletion of
foreign reserves. This has resulted in shortage of foreign currency while the National Bank
of Ethiopia is striving to build its reserve position. The current reserve position (about 1
months of next year’s import cover) is below the minimum reasonable threshold level of 3
to 4 months (NBE, 2008).

4.1. Government’s Policy Response to the Immedialavin Challenges

4.1.1. Inflation

The on-going inflationary pressure is a new phenmmmefor Ethiopia. Historically,
Ethiopia has been known for being a low inflati@muwctry (save some drought years of
1984/85, 1991/92 and 2002/03 when inflation peakeds high as 20 percent). Thus,
inflation had been associated with the performamfe agricultural production,
particularly major crops production which consgithe bulk of agriculture GDP (about
50 to 60 percent of agriculture value added onayex. Food items also constitute about
60 percent of household spending.

However, what made the recent food price hike umiguthat it has been coincided with
high economic growth of above 10 percent. Inflagignpressure driven by food inflation
has begun to pick up since 2005/06 and has stilhieed high (at 46.1% in February
2009 on a period average basis) following a huggesin 2006/07 and 2007/08.
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Figure 4.1: Annualised Inflation Rate — October 2002 — October 2008 (%)
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Source: Central Statistical Agency.

Although no resolve has yet been made on factetsndd the on-going inflationary
pressure, the likely potential factors are demaedsures and structural changes caused
by higher disposable income which improves purctaspower, the on-going
improvements in marketing system (crops) througlopeoatives coupled with the
expansion of telephone infrastructure in rural sreghich improve information
communication and helped reduce desperate salesniall holder farmers, an
improvement in the road network which increasedth&s’ producers’ price margin for
crops, the suspension of in-kind food aid and titeoduction of local purchases for
emergency aid may also have contributed to demeesspre on food price inflation. The
agro-processing activities taking place (e.g., fashsale of wheat, barely, etc to local
processors) as the economy transforms may alsodwmabuted to the overall demand
pressure. Another importa¥iictor that explains the high inflation situation is inflation
expectation where by high inflation breeds the expectation of even higher inflation.

All this may have pushed prices of grains up tartheternational parity level. Besides,
there has been / is a boom in the constructionsimguwhich increased employment
opportunities and which in turn increased income purchasing power. The increase in
international oil price has also both direct andirect impact on the general price
inflation. The inefficiency in the domestic markegisystem is also a contributing factor.

On the other end, there are also those who attributed the current inflationary pressure
largely to monetary variables, public investment expansion and credit expansion being cited
as major culprits. Although the role of monetary factors can not be underestimated, the still
unanswered question in this regard is the inability of researchers to discern the relative
contribution of non-monetary and monetary variables on inflation. The Government
believes that demand pressure and structural factors compounded by inflationary
expectations are important factors in explaining inflation in the context of Ethiopia. Given
the structure of the economy(less monetized), the role of monetary factors in explaining
inflation is believed to be very much limited.
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The current inflationary pressure has become a ltogeern to the Government as it
threatens macro stability and affects low-incommea particularly those in urban areas.
Accordingly, measures have been and are being takeéhe Government to address the
inflation agenda with in a short, medium and loag¥ time horizon. The ultimate
solution in the medium and long-term is to enhanpeaductivity of the agriculture
sector (particularly crops). Crop yield (thoughitproved in recent years) has not yet
reached the desired level (some agricultural rebeas claim that it is on average at 2/3
of the desired yield level).

In the very immediate and short-run time horizon, he Government has taken a
number of measures to curb inflationary expectatios and stabilize prices of food
crops. The following short-run measures have beemken by the Government in this

regard.

a) The government has so far imported 520,000 MT ofifgrains (wheat) using its
own resources and has been selling to the urbangtcubsidized prices;

b) It has removed Value Added Tax (VAT) , Turn OveaxT(TOT) & Surtax on
some food items(flours and bread);

c) Increased the cash-for-work wage rate from ETB 8 per day in its PSNP with
further adjustment under consideration;

d) Increased Cash transfer rate for labor-poor houdshio the PSNP ;

Overall, on the fiscal front, the Government announced its intention to rediszal
deficit to 1.1% of GDP during this fiscal year (3009) from 2.9% of GDP in 2007/08
and to eliminate government domestic borrowing rayrihe current fiscal year (from
2.7% in 2007/08). Related to this, the Governmeas ldecided to reduce public
enterprise domestic borrowing from 4.4% of GDP @02/08 to 2.5% of GDP in 2008/09
and subsequently monitor their borrowing.

On the monetary front, the Government has decidedduce broad money growth target
during 2008/09 to below 20 percent, lower than2B& growth achieved in 2007/08.

4.1.2. The Balance of Payments (BOP)

Ethiopia’s Balance of Payment has been under stress for some time now. The country has
sustained one of the highest trade deficits in SSA averaging over 20% of GDP during the
last five years ending in 2007/08(MOFED 2008). Although merchandize export earnings
has more than tripled during the last seven years ending in 2007/08 (from 452.4 million in
2001/02 to about 1465.8 million USD in 2007/08),trade deficit has been widening duting
the same period owing to the significant increase in imports to sustain the high growth
effort witnessed during the same period. During this period imports of capital goods surged
and accounted for more than a third of total imports. Fuel import also averaged about 17
percent of total import bill (about 5 % of GDP) during this same period. According to the
National Bank of Ethiopia, total import bill is estimated to reach 9 Billion USD by the end
of 20008/09 from about 7 billion USD in the pervious year.

34



The international fuel price hike had aggravated the BOP situation up until July 2008. In
sum, the supply response has not kept pace with the demand growth (import
demand).Aggravated by the international oil price rise(until July 2008), foreign reserve
position of the country has deteriorated and reached about 1 months of import by the end
of 2008. The balance of payment pressure has become the most critical macroeconomic
challenge of the government more than any time in the past. As noted above, the twin
challenges of inflation and balance of payment pressure being closely related, they need to be
addressed in holistic and concurrent manner.

The challenge on the BOP needs to be addressed in a short medium and longer-term time
horizon as well. In the medium and long term, the issue boils down to further encouraging
private sector participation in the export sector aimed at diversifying and broadening the
export base of the country including tourism receipts. The on-going effort aimed at
addressing the various constraints/bottlenecks faced by industrialists in the Leather and
Leather Products & Textile industries through holding high level discussion(with H.E.
Prime Minister) is meant to promote non-traditional exports. The specific policies and
strategy measures pertinent to private sector development that have been undertaken so far
include: the development of industrial estates in urban areas and small towns, the provision
of the necessary locations for small and medium-scale industrial development, the effort
waged to augment the capacity of private sector and provision of business development
training and extension services, particularly under the framework of the Engineering
Capacity Building Programme (ECBP). Besides, efforts have been and are being waged to
create conducive environment for business registration and licensing, customs clearance,
service delivery and labour regulations are some of the measures undertaken to promote the
development of the private sector. Measures are also underway to improve payment systems.
This is also complemented by pursuing measures to attract Foreign Direct Investment (FDI)
and productive Diaspora investment.

In the short-run, the Government has taken the following measures by way of mitigating the
pressure on the BOP:

a) The blending of Ethanol with Benzene which starteih September 2008 with 5%
Ethanol and 95% benzene (5:95)nd the plan to increase the proportion of Ethanol
in the blend as more Ethanol is produced by sugar factories as on-going sugar projects
comes in to operation is an important step aimed at saving foreign exchange to be
allocated for oil imports for which demand is expected to pick up as developed
economies revive from the crisis. Studies indicate to the huge potential for Ethanol
production.

b) Elimination of fuel price subsidy in October 2008 l fully adjusting the domestic
price to import parity level: Accordingly, the prices of gasoline, diesel, fuel oil, and
kerosene were adjusted upwards by 6%, 39%, 32%, and 50% respectively. According to
World Bank (2009), this measure alone is expected to reduce Government expenditure
subsidy for fuel by nearly USD$250 Million (WB, 2009). This measure has important
fiscal and BOP implication: the financial resource diverted from fuel subsides can be
used to subsidize the urban poor and the foreign exchange saved from oil imports
(following the decline in international oil prices since July 2008) can be used for
importing grain. Besides, fuel subsides have not been pro-poor and its suspension has
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d)

economic rationale. According to World Bank Analysis in 2005, fuel subsidies are not
necessary pro-poor .The analysis indicated that petroleum product subsidies including
kerosene, are captured disproportionately by the rich. The lowest income quintile
receives less than 10% of total subsides while the top quintile receives about 44 percent.
This suggests that the once and for all suspension of fuel subsidy by the government is
the right step forward. The government is going to review domestic fuel prices on a
monthly basis through the Ministry of Trade and Industry to adjust them as necessary
but keeping a margin above world prices in order to build the oil price stabilization fund
which has been depleted as the international oil price reached its peak until July 2008.

Depreciation_of the local currency by nearly 15% inJanuary 2009: In the
immediate and short-term, depreciation of the Bould help to curb the import of,
in particular, consumption goods and there by redine pressure on the foreign
exchange situation. Howevehe immediate impact of devaluation on supply response

is very much limited (90% of export earnings being generated from primary agricultural
products). Given that the country is also import dependent for both consumption and
investment, it may even possibly trigger inflation.

The decision to reduce public enterprise domesticdsrowing from 4.4% of GDP

in 2007/08 to 2.5% of GDP in 2008/09 and subsequsntmonitor their
borrowing: This has to do with domestic bank borrowing by Etkiopian Electric
Power Corporation and the Ethiopian Telecommuroca@orporation. These public
enterprises have been involved in huge capitalsiment activities in line with the
targets set in the Government's development pragasrarticulated in the PASDEP
such as 100 percent access in Telecom serviceSQ#daccess to electricity by the
end of 2009/10. These public enterprises operatenamously with their own
business plan and finance their operation fronr then resources. In this endeavor,
they borrow from banks like any business compantyeir borrowing has inflationary
implication to the extent it pushes aggregate dehfimough investment expansion)
and BOP implications owing to their foreign currgmequirements given that both
enterprises are not currently generating foreigrreticy through their activities
(except roaming activities which has started toegate some foreign currency in the
case of Telecom). The planned cut in their borrgwemeant to ease the impact on
inflation (through reducing demand) and the pressur the BOP (through curbing
their demand for foreign currency). The issue adniization of investment has been
given due consideration to make sure that suchdact®n in investment does not
stifle growth.

What has these measures produced vis-a-vis acpiglign Government’s objective of

achieving single digit inflation and easing the gstge on the BOP? With regard to
inflation, as it stands now, not much. The montldgd inflation has shown a decline
since August 2008, albeit a very slow pace. It ésyvunlikely that inflation will be
brought down even to the level that the IMF hagquted (20 percent by the end of
2008/09). The objective could be achieved but iy rteke more time than originally
thought.

With regard to the BOP, the pressure on the resesgeeased thanks to recent drop in

international oil prices since July 2008. Thisethas helped rebuild the reserve position
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which is expected to increase to 1.8 months of nnpg the end of 2008/09 provided

also that external finance is forthcoming in themgwy months(such as financial

resources from PBS II) as pledged by donors. iGibat, debt relief provided under

HIPC and MDRI has helped to lower the debt ratitegs than 10 percent of GDP at the
end of 2006/07, debt stress may not be a problemeimedium-term. This would create
a fiscal space for the Government in its endeavacchieve macroeconomic balances.

The decline in international oil price is a mixelédsing for Ethiopia. The Government
can now focus all its efforts on tackling inflatiobhe recent across-the-board suspension
of fuel subsidy will enable the Government consatigdits effort in fighting inflation. The
financial resources that could be saved from fubkgly will be channelled to subsidize
the urban poor and there by stabilize food pridé® declining trend international food
prices will also be an added advantage if it isaned.

4.2. Vulnerabilities, Possible Impacts & Channelsfol ransmission

4.2.1. Vulnerabilities & Possible Impacts

On the whole, there are different strands of opinion regarding the likely effects of the
financial and economic crisis on Africa. But there seem to be a consensus among experts on
the following points:

a) Because of Africa’s generally weak financial integration with the rest of the global
economic system, it is believed that the financial sectors of many African countries (except a
few) will not be directly and immediately affected by the unfolding crisis;

b) In the medium-term, the impacts of the global slowdown brought about by the crisis are
going to be severe because of the vulnerability of African economies to even minor shocks;

¢) The shock through which they are transmitted to African economies is not through the
credit crunch and lack of liquidity as observed in advanced and emerging economies but
through global slow down (recession) that followed this crisis.

The fact that domestic rather than export-driven agriculture accounts for a large share of the
economy might some how help insulate the Ethiopian economy from the impact of the
crisis. By all measures, Ethiopia’s financial system is the least integrated to the global
economic system. There are no foreign banks in the country. However, still domestic banks
are expected to have correspondent banks that may be affected by the crisis. This shows that
the impact of the global crisis on the Ethiopian economy is not immediate and direct but is
likely to be felt as the recession deepens. The huge proportion of the impact is likely to be
felt with lags depending on how long the recession lasts. It is also to be noted that the
Ethiopian economy is vulnerable to two dimensions of shock: domestic (rain failure) and
external (decline in the price of exports). The effects are compounded if both types of
shocks take place simultaneously.

Despite the recent robust growth trends, some important macroeconomic indicators point
to the economy’s vulnerability to shocks likely to be caused by the global slowdown
(recession). Table 5.1 below compares Ethiopia’s status with that of the SSA average for the
year 2008. The inflation rate for Ethiopia is more than twice the SSA average (25.3% versus
11.4%), rate of domestic resource mobilization measured by domestic revenue to GDP ratio
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stood at half the SSA average (12.4% versus 24.9%), foreign exchange earning capacity
measured by the ratio of exports of goods and non-facto services to GDP stood at less than
a third (12% versus 40%), and import capacity measured by months of import cover stood
at less than a fifth (1 month versus 5.4 months).

Some qualification may need to be in order regarding the low rate of domestic resource
mobilization in Ethiopia compared to that of the SSA. The fact that the agricultural sector
which accounts for about 45 % GDP is not being taxed has also contributed to the low rate
of domestic revenue mobilization. Ethiopia is a non-oil and non-mineral economy. Revenue
to GDP for mineral and oil-rich SSA economies may have pushed up the average for the
SSA. In any case, the revenue base of the country is still one of the lowest in the SSA.

Table 4.1: Comparison of key macroeconomic Indicats: Ethiopia Versus SSA (2008)

Indicator Ethiopia SSA
Real GDP Growth Rate (%) 11.6 5.2
Inflation Rate (Period Average) (%) 25.3 11.4
Broad Money Growth Rate (%) 22.7 24.1
Domestic Revenue as % of GDP (%) 12.4 24.9
Expenditure as % of GDP (%) 19.6 24.1
Fiscal Deficit Including Grants as % of GDP -2.9 .02
Exports of G&NFS as % of GDP (%) 11.9 40.6
Imports of G&NFS as % of GDP (%) 32.2 38.8
Degree of Openness(Imports plus Exports as % d&?)GD 44.1 79.4
Current Account Balance Including Grants as % ofPGEb) -5.8 -2.6
Reserves in Months of Next Year's Import(M) 0.9 5.4

Source: Regional Economic Outlook: Sub-SahararcAfeipril 2008

According to the IMF’s recent Study entitled ‘The Implication of the Global Financial
Crisis for Low Income Countries (March 2009 )SSA growth has been historically
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moving quite closely with global real GDP growth. As global growth slows, SSA is
affected mainly by lower real external demand for its exports and declines in commodity
prices and the terms of trade. In this Sudy, the IMF attempted to quantify the impact of
the global slow down on individual African Countries. The estimated Dynamic Panel
Regression relates real growth in domestic out put to world growth in trade weighted by
partner countries and to several control variables: oil prices, non-oil prices, and country fixed
effects for a sample of 40 countries over the period 1970-2007. The key findings of the
Study were:

a) A one percentage slow down in the rest of the world has led to an estimated 0.5
percentage point slow down in SSA countries. The effect is felt partly contemporaneously
(0.2 percentage point) and partly in the following year (0.3 percentage point).

b) A non-fuel commodity price induced income reduction by 10 percent tends to reduce
growth in the SSA exports by about 1.5 percentage point

¢) An oil price shock tends to be significant only above a certain threshold (5 percent change
in prices). A net oil importer in the SSA (with oil imports of 20 percent of GDP), facing a
decline in oil prices of say 50 percent could expect an increase in its growth of 0.3-0.4
percentage point. The impact is linear on price changes above the threshold and on oil
intensiveness of the economy.

The IMF noted that these estimates are robust but reflect the average effects for an average
country and shock and needs to be interpreted cautiously. The estimates may explain only a
small portion of the growth variation experienced by SSA countries. Because a broad range
of domestic factors may be at work and may closely interact with the shock in determining
the effects.

According to the IMF7, the direct impact of the global financial crisis on Low Income
Countries (LICs) will be stronger for those with higher degree of financial integration as well
as those that have begun to access international capital markets (such as Ghana in Africa) or
those where direct and indirect foreign financing in local markets was on the rise (such as
Kenya, Nigeria, Malawi, Ghana, Uganda and Zambia).

As noted above, Ethiopia’s financial system is the least integrated and the country accesses
foreign financing through concessional terms only. Thus, the direct impact through the
financial system is very much limited. The indirect effects are more important for Ethiopia
as the slow down in global growth may reduce trade, remittances, foreign direct investment
(FDI) and aid (ODA) flows including the second round effects on the financial sector.

Taking all these factors in to consideration, the IMF in its recent Study® ranked Ethiopia as
Medium Vulnerability Country in its analysis of Low Income Countries’ short run
vulnerabilities to the global down turn on the basis of both the most recent projections and
various simulations of possible further shocks that illustrate the down side risks to the

"The Implications of the Global Financial Crisis foLow Income Countries , March 2009
8.
ibid

39



baseline projections. For each channel and for all channels, and for all shocks combined,
countries are ranked in three vulnerability categories: High, Medium and Low depending on
the impact of these shocks on reserves. The analysis does not incorporate further effects on
growth or demand.

4.2.2. Possible Channels of Transmission

As noted earlier, the channels through which ti@scwould have an adverse impact on
the economies of SSA countries in general and Bthim particular as the recession in
the developed economies spread will be indiredies€ indirect effects include: decline
in demand for exports, possible decline in ODA #owossible decline in FDI flows and

remittances. Each will be discussed in turn in Heztion that follows as far as

data/information availability permits. As it standew, no national initiative has been
taken (no exercise has been carried out) to assesmpact of the global financial and

economic crisis on the Ethiopian economy. This maor shortcoming in undertaking

this part of the assessment.

a) Decline in Demand for Exports

The origins of Ethiopia’s import and the destinations of its export are the developed and
emerging markets.  According to the 2007/08 export statistics by country of
destination(NBE,2008), Europe followed by Asia and the Middle East are the major
destinations for Ethiopian exports accounting for 42% and 35% of total merchandize
export earnings, respectively. The African continent accounts for about 14% of total export
receipts. Ethiopia’s trade with Africa has still remained limited. Thus, given Ethiopia’s trade
dependence with the countries hardest hit by the global crisis (Europe being hardest hit).
This may reduce demand for Ethiopian exports. The price of Arabica coffee has dropped by
24% since July 2008 (World Bank: Global Economic Prospects, 2009). But this does not
seem to be significant in the case of Ethiopia. During the first eight months of 2008/09
Fiscal Year, the Unit Price of Coffee declined by a mere 1.5% compared to the same period
of the preceding fiscal year(NBE, 2009). The volume of coffee sold has declined by about
10% during the same period. These together have resulted in to an 11.6 % decline in export
earnings during the same period. Thus, the decline in price is not the major factor for the fall
in export earnings. The fall in coffee export earnings is to a larger extent attributed to a
decline in volume coffee sold due to hoarding by some exporters’. The government has
stepped up measures against hoarding by some exporters to compensate the decline in
earnings through increasing the volume of sales in the remaining months of the fiscal year.
According to a recent Report by the National Bank of Ethiopia (NBE, 2009), export items
that witnessed a decline in prices during the first eight months of 2008/09 compared to
2007/08 wete: coffee (1.5%), oil seeds (1%), flower (10%) and gold (7%). Despite the
decline in prices for oil seeds, flower and gold, export earning for each has increased by
39%, 22% and 39%, respectively since the decline in volume was compensated by an

® Fortune Volume 9 No. 464, March 22, 2009 page 29: Meles Warns Coffee Exporters
against Hoarding
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increase in volume of exports by 40%, 36% and 50% respectively. Overall, total export
earnings during the first half of 2008/09 has increased by about 17 percent compared to the
same petiod of 2007/08. The foregoing analysis shows that the export commodities for
which export earnings showed a decline is attributed to a decline in volume than a decline in
unit prices.

On the other hand, oil has seen a 60% decline in price since its peak in July 2008, with a
projection of USD$50 per barrel for the whole of 2009 (World Bank global economic
prospects, 2009). This is good news for Ethiopia. The World Bank also projected that metals
and food prices will experience a decline. This again has positive implication for Ethiopia.
These developments if sustained would help reduce import bill on grain imports and metals
for the booming construction sector.

b) ODA Flows

As it stands now, domestic resource mobilization is insufficient for Ethiopia to finance the
investment needed for achieving PASDEP/MDGs. Thus, Ethiopia will continue to rely on
external capital inflows (mainly ODA, FDI and remittances) to fill the financing gap in the
near future. Therefore, a key concern is whether donor pledges to finance development
expenditures will be maintained or become less predictable given that such pledges were not
fulfilled even during times of global economic boom. The case in point is that the amount of
external finance that passed through the budget fell short of the PASDEP target in 2005/00,
2006/07 and 2007/08 by 48%, 22% and 10% respectively. External finance flows were
originally projected in the PASDEP taking business as usual scenario (following past tends).
In absolute terms, external finance flows reached 1.7 billion USD in 2007/08(about 20 USD
per capita). According to the information from the Multi-lateral and Bilateral Department of
the Ministry of Finance and Economic Development, the total amount of loan and grants
disbursed during the first eight months of this fiscal year(2008/09) is estimated at $1.4
Billion USD. This is about 26 percent higher than the amount disbursed during the same
period of the preceding fiscal year. Most of the pledges particularly from multilateral
financial institutions (World Bank, AfDB, EU and other UN Systems) have been made on a
medium-term time frame (three years). It is unlikely that these pledges would be with drawn
owing to the financial crunch. ODA from bilateral sources is more likely to decline than
ODA from multilateral sources. Based on disbursements during the last 9 years ending in
2007/08, ODA from multi-lateral sources account on average for about 70 percent of total
ODA flows (MOFED, 2009).

c) EDI Flows

According to the World Investment Report 2008, FDI to Ethiopia more than doubled from
$265 million USD in 2005 to $545 Million USD in 2006. However, it declined to § 254
Million USD in 2007. According to the Ethiopian Investment Agency, the number of
registered foreign investment projects during the first eight months of 2008/09 increased by
about 5.1 % while registered capital declined by about 25 percent. However, these indicators
do not warrant any conclusion on trends in FDI as they are only indicative at any period of
time.
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d) Remittances

In SSA migrant remittances amounted to US$12 Billion in 2007 and accounted for 2% of
GDP for the continent!. Nigeria, Ghana, Kenya, Sudan, Senegal, Uganda and South Africa
received the highest volume of remittances, while in smaller countries such as Lesotho
remittances represent up to a quarter of GDP. Remittance flows account for a mere 1.3% of
GDP for Ethiopia in 2008 (World Bank Annual Statistics, 2008). Given reports of worsening
working conditions, lay offs, wage cuts and reduction in immigrant workers, the full impact
of the financial crisis and economic slow down on migrant workers and hence remittance in
flow is yet to be felt. According to the National Bank of Ethiopia (March, 2009), during the
first eight months of 2008/09, Net Private Transfers showed a 26.6 percent increase and
reached USD$1486.8 Million. Cash transfers through NGOs amounted USD $475.5 Million,
up by 55.7% over the same period of last year while cash transfers by private individuals rose
by 1.6 percent to USD$421.9 Million compated to the same petiod of last year(2007/08).

This also indicates that there is no tendency for remittances to decline.

4.3. How Resilient is the Economy to the Crisis?

The degree of resilience could be assessed threefigcting on the following key
guestions. Is there a sound macroeconomic polisyramment (fiscal, monetary and
exchange rate policy)? Are public spending programsestic-resources intensive and
pro-poor which have direct bearing on the labourkei® Are the hither to responses to
the pre-crisis macroeconomic challenges consistéht the measures that may need to
be taken to address the indirect shocks just @afinAre there measures being taken to
render the public sector (including public entesps) more efficient, transparent and
accountable? Are there measures in the pipe linerei@mp domestic revenue
mobilization? Are there measures in the pipe lméurther improve private investment
climate with direct bearing on export earning cayac

The answer to most of the questions posed is toathiemative. The government’'s
overriding agenda now is to sustain the hitherramgh momentum through maintaining
macroeconomic stability. The government has trad#ly shown prudence in its
macroeconomic (fiscal) management even during tbestwof times. As discussed in
chapter Il above, the Government’'s expenditurecgdhias been growth enhancing and
pro-poor. Annual budget allocation to priority gtbmwenhancing pro-poor sectors has
been guided by a three-year rolling macroeconoisaf framework. As a result, the
bulk of public spending (about two-third by the enfd2007/08) currently goes to pro-
poor sectors. This is in line with achieving thellstinium Development Goals (MDGS).
Given the already high wages and salaries billiandew of mitigating the inflationary
pressure, there is no intention to increase wagdssalaries for civil service employees
and public enterprises. The Government’s inten8die maintain its spending on priority
sectors while streamlining and minimizing non-esiséadministrative costs.

On the revenue side, although domestic revenuénbesased significantly, it has not yet
kept pace with the spending needs of the countng rEvenue base is still narrow. The

10
Brussels Week Africa, October 27, 2008
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fiscal measures taken by the government such a=etioenet domestic borrowing balance
by the end of the year and the 1.1% of GDP tarféscal deficit aimed at tackling the
current inflationary pressure are appropriate shortmeasures. The suspension of VAT,
TOT and Sur-Tax on some food items (aimed at stag food prices) has had a
minimal impact on revenue. Tax revenue is also ebgaeto increase as those operators
awarded with exemptions and tax holidays entewinhe tax system. The efforts that
have been waged to improve tax administration Heagrin to bear fruit as witnessed by
the significant increase in tax revenue. For instamccording to MOFED, domestic and
tax revenue during the first seven months of 20@8kowed an about 30 and 20 percent
increase over the same period of the previouslfisa (2007/08).

On account of monetary policy, the Government tmageted money supply (broad
money) growth to below 20 percent in line with thigiective of tackling inflationary
pressure. The Government has maintained low irtesge (currently the minimum
lending rate is 8%) in the face of inflationary $gare (negative real interest rate). This is
meant to encourage investment by the private séatboost the supply response of the
economy and there by creating jobs. The maximumitgnrate is 15%. This shows that
the growth objective has been given the utmost asiph

The fact that most of the spending is intensivédmestic goods and services will help to
stimulate domestic economic activity (job creatiovijh out creating pressure on the

balance of payments. The cases in point are treedeourity and safety net programs, the
road sector development programs, and the low lomssing programs and the SMEDs
programs which are intensive in the utilizationdwimestic inputs and labour. The on-
going business process re-engineering (BPR) prodraimg implemented is meant to

render public sector operations (civil service gudblic enterprises) more efficient and

transparent with significant implication for c@stving.

As noted above, the possible impact of the findraiais on Ethiopia is indirect mainly

through declining demand for exports, a declin®®A, FDI and remittances which will

lead to a decline in overall economic activity. §may in turn lead to a decline in
revenue which in turn would lead to a slow downowerall economic activity. As

indicated above, judged by current trends in exparhings, ODA, FDI and remittances
in which all are on the increase, it is unlikehathhere will be a slow down in domestic
economic activity.

In any event, the overriding agenda is to checKipupending with in limits to tackle
inflationary pressure with out compromising spegdam priority growth enhancing and
pro-poor sectors.

The current low level of international oil prices also an added advantage in the
government’s fight against inflation. The governmseems to have taken advantage of
this situation. It has suspended the fuel subsiy revised the domestic fuel prices
downward by keeping a margin over world prices. Shspension of fuel subsidies has
eased the fiscal stress through redirecting thengafrom the fuel subsidy towards
subsidizing the urban poor. This helps mitigate ithpact of food inflation on urban
poverty which has been on the increase even befmeinflationary pressure set in
2005.Given the lagged effects of the factors thawedinflation and the fact that
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inflationary expectations won't whither away easigjetting inflation down to single
digits in the short-run is going to be a diffictdisk. The fact that general inflation has
begun to stabilize since August 2008 is by itselfairaging (46% on annual moving
average basis in February 2009). Since August 2@@8,rate at which inflation is
increasing is at a declining rate

On the balance of payments, the current low le¥@hternational oil prices (around 50
USD per barrel) is a golden opportunity to builé tteserve position. Ethiopia has also
secured USD$50 Million from the rapid access congpoof the IMF’'s exogenous shock
facility which would help ease the pressure on B@@P. According to the IMF, the
additional financing needs of Low Income Countr(efCs) resulting from the crisis
could tentatively amount to about $ USD 25 Billion 2009. Thus, if the on-going
domestic effort is complemented by increases inoddimance, Ethiopia’s reserve
position could at least be doubled during 2009{tteast two months of import cover).
Apart from achieving the inflation objective, thmeasures taken to check public
enterprise borrowing with in limits is to make suhat there is no fiscal spill over to the
balance of payments (to maintain a reasonable #welserve position). Notwithstanding
the efforts to raise international oil prices thghua cut in production by OPEC countries,
the IMF has projected that oil price will not shany significant increase during 2009.

The foregoing analysis and the rationales forwamedhdicate that the macroeconomic
and labour market policies being pursued by thegBuwent are resilient to the possible
impacts of the crisis. The impact on the labourkegis very much limited as on-going
programs (with in the PASDEP framework) are to r@da extent domestic resources-
intensive (labour and local inputs). The likely iagp of possible decline in demand for
export on the labour market is also very muchtkehias export processing firms are
currently small in number(those benefiting from A&Q& EBA) given that the export
sector is dominated by primary(agricultural) praguc
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V. Summary, Conclusions & Recommendations

In the context of Ethiopia, the central agendahm nidst of the global slow down is to
sustain the hither to achieved growth in line wite PASDEP/MDGs objectives and the
country’s vision of becoming a middle income coynin the coming 20 years. The
aftermaths of the global financial crisis are addedensions to the twin macroeconomic
challenges being faced by the Ethiopian economy global financial and economic
crisis does not affect each low income country he same way and by the same
magnitude. It even has had positive impacts foreseountries at least in the short-run.
The case in point in this regard is net oil impaytcountries such as Ethiopia. In the case
of Ethiopia, macroeconomic policy measures (fiscanetary and exchange rate) being
pursued is tailored from the point of view of aclng macroeconomic stability with out
compromising the growth agenda. The role of figadicy in this has been central in the
case of Ethiopia.

From the out set, the Government’s primary fisadiqy objective is to maintain a fiscal
stance that is prudent and at the same time addrabe development needs of the
country.

On the expenditure side the focus of the Government is on maintainingdbécit at a
sustainable level while at the same time increasipgnding in key poverty oriented
priority sectors. The Government also understahdsneed to balance the tremendous
demands for services and investments with the fegadacroeconomic discipline, which
will protect the poor from inflation, and maintathe economic stability needed for
private sector growth tareate jobs and income and there by help achieve géh
Government’s overriding objective of poverty reducton and its ultimate
eradication. The Government’s intention is to expand investmeém education, health
and infrastructure as fast as possible, but onlyth® extent affordable with rising
domestic resource and aid inflows. The Governmdisttall policy has been driven by its
commitment to expand economic infrastructure (paldirly roads) and social
infrastructures such as education and health fi@silin its endeavor to expand human
capital which are critical for sustainable growthdadevelopment. Infrastructure
expansion by both the Government and its affiliabtednpanies is believed to create
conducive environment for private sector investm@&iven the realities on the country,
the Government of Ethiopia is of the view that pulhvestment is a pre-requisite for
private investment. The existing new trend in thstritbution of private investment
projectsacross regional states (including in emerging meg)ids a clear testimony.

On the revenue side the Government is determined to lay the foundafmr strong

revenue performance via rendering the domestic ymtoge sectors of the economy
(agriculture & industry) the revenue base of theitoy. If the fiscal policy of the

Government is to be judged by what it has produdadng the recent past, the
achievements so far could be reasonably ratedrameadable. Given the factors that are
at work and the structure of the Ethiopian econdting agriculture sector not being taxed
currently and in the face of high food inflatiorje recent declining tendency in the tax
to GDP ratio needs to be interpreted cautiouslgiegjumping in to conclusions that puts
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a question mark on the existing tax policy. Taxide}ts and exemptions are also factors
that need to be factored in before drawing unb&dmonclusions regarding tax policy.

Thus, the recent features that characterize thiefii#m fiscal landscape could be
summarized as follows: significant increase in sii@mdriven by capital expenditure on
growth enhancing and pro-poor priority social sestnd the recurrent component
driven by spending on wages and salaries(introdnaf the new wages and salaries
scale and expansion of government operations avergment employment in line with
the on-going devolution process), increase in éxemnue collection albeit not
commensurate with spending needs, a lag in exténaadce flows though it increased
modestly in absolute terms. This significant surgeapital expenditure and the increase
in wages and salaries signify the progressive aseen the scope and magnitude of
government operations, particularly seen in thietlaf the devolution process that has
been taking root in Ethiopia.

The Ethiopian fiscal landscape has been underssinagcent years. This has come from
two directions: developments with in the budget antside of the budget. The latter has
to do with spending by non-financial public ent&sps. Their impact has been largely
felt through the pressure on the balance of payrt@ribhe extent that their activities
demand foreign currency. Besides, the demand peessuthe overall economy given
that supply response could not be automatic cam@&ainderstated as well. Accordingly,
the Government has decided to reduce public emgerplomestic borrowing from 4.4%
of GDP in 2007/08 to 2.5% of GDP in 2008/09 andsggjuently monitor their borrowing

The recent fiscal stress has been accentuated by the lower than expected flow of external
finance in the spirit of implementation of the PASDEP and hence MDGs. Although the
high-growth and high-inflation situation made it susceptible to expansionary fiscal policy,
still the out turn for key fiscal targets has been far lower than what is articulated in the plan
(PASDEP). It is worth noting that fiscal deficits including grants had been higher during the
pre-PASDEP (up until 2004/05) petiod than during the post-PASDEP petiod (starting
2005/06). A huge proportion of the deficit had been financed from external finance during
the pre-PASDEP period while the opposite has happened during the post-PASDEP period.
Deficit financing from domestic bank borrowing reached its peak (3.5% of GDP) in
2005/06 following the aftermath of the May 2005 election. External finance has levelled off
since 2005/06.

The fiscal stress could be relieved through pursuing the on-going improvement in tax
administration and revenue collection and at the same time broadening the tax base (this
could be a medium-term undertaking). In the short-term, it is important to further prioritize
spending through still focusing on growth enhancing sectors and delivery of social services
to the poor and vulnerable. Strict follow up on tax holidays/exemptions granted to attract
private investment as the period of exemption lapses so that they are captured in to the
formal tax system is also of paramount importance.

The Government has pursued a holistic approach ddreasing the employment
/lunemployment agenda. In this regard, one impbdanension of the ADLI Strategy is

its focus on adequately utilizing the labour resesrof the country. Industrialization
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being the ultimate goal of ADLI, the focus in inthiel development is also on labour

intensive agro-processing industries.

The on-going preoccupation on small and mediumrprige development (SMEDS)

with the necessary interface with TVETSs is alsoenat creating job opportunities for
the youth. The urban low cost housing program datetl recently is also aimed at
achieving two objectives in tandem: addressinghibesing problem and creating jobs.
The on-going youth and women’s package is also @diateaddressing the employment
agenda. More importantly, the government stronghliebes that the private sector
should be the biggest and ultimate employer. Thiehito effort in expanding

infrastructure and human capital is all meant &at¥ a conducive environment for the
operation of the private sector which in turn wobhklp expand employment generation.
As articulated in the PASDEP, one of the pillaattgies of the PASDEP is job creation.

In the context of Ethiopia, making a formal link between economic growth and employment

has been hindered by lack of comprehensive adequately disaggregated and consistent time
serried data on employment/unemployment that let us track the links between economic
growth and employment creation. In general, when it comes to assessing the impiact o
growth on employment creation, the growth processore important than the growth
itself. This means that for any growth to impact job creation and help reducing
poverty, it needs to be broad-based and pro-pdwoe. fbcus needs to be on enhancing
income earning capacity of people, particularly thouand women. Enhancing
productivity of both land and labour through builgihuman capital has been and still is
the direction pursued by the Government of Ethiapiats endeavour to concurrently
address the unemployment/ employment agefila.overwhelming fact of the labour
market in Ethiopia is the rapid growth of the supply of labour. The labour force is growing
much more rapidly than the population as a whole because of Ethiopia’s demographic
profile. There are many more under 15 year olds entering the work force each year than

there are old people living the labour force.

According to the 2006 Urban Employment Unemployment Survey, urban unemployment

has consistently declined from 26.2 percent in 2003 to 22.9 percent in 2004 and further to
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16.7 percent in 2006. Unemployment rate has been consistently higher among females than
males across the years, 35.2% in 2003, 30.6% in 2004 and 22.1% in 2006. The corresponding

rates for males stood at 17.6%, 15.8% and 11.5% respectively.

According to the same survey, looking at the emgidiogopulation by major occupations,
nearly three-fourths of urban employed populatiérthe country is engaged in three
almost equally important major occupations, nameBbrvices, shop and market sales
workers (25.5 percent), elementary occupation (3#6cent), and craft and related
activities (22.1 percent). Looking at the employpdpulation by major industrial

divisions, as expected, most urban employed pdpulare absorbed by wholesale and
retail trade, and manufacturing activities, makung 22.7 percent and 15.3 percent,
respectively. Looking at the distribution of urbamployed population by employment
status of a person, at country level (urban), thék f employed population was

constituted by self-employed (41.8 percent) folloviy those employed by government

and public enterprises (18.8 percent) and privegardzation (18.2 percent).

According to the survey, paid employments consitabout 45 percent of total
employed population in urban are&gith in paid employment, private organizations have
become increasingly important in absorbing &t force as shown by the increase its share of
employed population from 16% in 2003 to 18% in 2@0fercentage point increase in three
years). It also witnessed a significant incre&3€4) in the number of employed persons between
2003 and 2006. The Government (proper) is the skduggest employer with in paid
employment accounting for 17 percent of total erygtbpopulation in 2006. This is consistent
with Government policy that the private sector vadl the ultimate employer in the future as it
gains momentum. Self employment being the largisgle employer out side of paid
employment, it constituted 42% of the employed agin in 2006.

The significant increase in the wages and salanegponent of the recurrent expenditure
in the budget has been consistent with the increaggvernment employees both at
federal and regional level. Between 1999/00 andbZ1K) total number of regional states
employees increased by over 65 percent over thiet gigar period (annual average
increase of 8 percent) while total number of fedenaployees has increased by about 98
percent over the period. What is more interestiegehis to see that this significant
increase has been largely driven by the increastermale employees by about 360
percent over the period(an annual average increfa4® percent during the period). The
number of employees at country level has increaseabout 68 percent (male 55% and
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female 102%). This increase in the number of gawemt employees must have been
attributed to the deployment of health extensiomkers, the deployment of agricultural
extension agents, hiring of staff to the newly esded public universities. Regional
states employees accounted for 90% of total govenhemployees in 2006/07.

Looking forward, it is unlikely that government elmyment will be expanding at the
pace exhibited in the recent past. The hither ¢oemse in government employment must
have been attributed to the increased volume gavemh operations both at federal and
regional levels. Thus, the future for employmenpansion is with the private sector.
Macro policies such as interest rate and crediicigsl needs to be reviewed with the
objective of further stimulating private sector dlpment with particular focus on small
and micro enterprises development (SMED) stratdlgitimked to large enterprises to
enhance more value addition. This would help enhavertical integration through
strengthening complementarities with in the dongestionomy.

Currently, private employment opportunities are being created through sustained
government’s effort to enhance private sector investments, a big push in infrastructure
development, expanding services industry and promoting the ever rapidly growing
horticulture industry.

Given the low level of integration of the Ethiopian economy to the rest of the world, the
impact of the global slow down on the industrial and service sectors is believed to be very
much limited. Although the economic slow down caused by the gl@bancial crisis and
its consequences have had a huge impact on emphbyand decent work globally, the
impact in the context of Ethiopia is limited atdéan the short-runindirect impacts on
the economy through the vatious channels of transmission such as export earnings, ODA
flows, remittances and FDI is not yet felt as shdwrthe assessment above. Judged by
current trends in export earnings, ODA, FDI and itemces in which all are on the
increase, it is unlikely that there will be a sldawn in domestic economic activitBut
the impact in the medium-term should not be understated as the recession in the developed
countties deepens. The IMF in its recent Study!! ranked Ethiopia as Medium Vulnerability

Country.

The Government's response to the immediate twin roe@onomic challenges is
consistent with addressing the possible impacth@fglobal slow down. The measures
have begun to bear fruit where inflation has bestlining (though slowly) since August
2008. The drop in international oil prices by abBQtpercent has provided a room for the
Government in its fight against inflation via rede®y resources for cereal imports to be
distributed to the urban poor at subsidized prices.

The assessment indicates that the macroeconomiclafoadir market policies being
pursued by the Government are resilient to theiplessnpacts of the crisis. The impact
on the labour market is limited because public dpenprograms are to a larger extent
domestic resources-intensive (labour and localts)pudhe likely impact of possible

Mibid
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decline in demand for export on the labour marketlso limited as export processing
firms in Ethiopia are currently small in numbeggle benefiting from AGOA & EBA)
given that the export sector is dominated by pryfagricultural) products.

Creating the requisite fiscal space and ensuriegrélguired interface with other macro
policies such as monetary policy and balance ohyaay (exchange rate) policy is of
paramount importance in this uncertain global emmment. This would help strengthen
the resilience of macroeconomic policies to thégldinancial and economic crisis. The
extent of prudence the Government exhibits in ir@eting its fiscal policy in such an
uncertain situation is very critical. Given therremt immediate challenges with which
the Government is grappling with (inflationary mese and balance of payment
pressure), there is need for a cautious move ilcestin appropriate balance between the
objective of sustaining long-term growth and mamitagy macroeconomic stability. In the
medium-term, a tailor-made approach with focushendupply side seems to be the best
course of action to be pursued in the context bifdpia where accelerating growth while
maintaining macroeconomic balances is of the egsenc
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