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ABSTRACT 

The Effect of Improved Productivity of the Manufacturing Industry on the Ethiopian 

Economy: A Computable General Equilibrium Analysis 

Bethelhem Berhane 

Ethiopia' s manufacturing industry is at the onset of development though there are recent 

upsurges in the number of firm s. This study examines the effect of productivity 

improvement of the manufacturing sector on the macro economy, sectoral output, factor 

and household income and welfare of households . In order to investigate this impact, the 

study utilized the recursive dynamic computable general equil ibrium (CGE) model. The 

recently updated 2005/06 Ethiopian SAM was used to calibrate the CGE framework. 

Three policy simulations of high, medium and low TFP growth rates were simulated on 

textile, leather, agro processing, and non-agro processing and overall manufacturing 

activities. 

The study demonstrated that the manufacturing sector is a key driver of economic growth 

in particular; the findings suggest that productivity increase in textile, agro processing, 

and non-agro processing and overall manufacturing sector largely increases real GDP and 

sectoral outputs. Moreover, both rural and urban households are well-off in all the po licy 

simulations. However, increasing the TFP of the leather sector alone showed no 

significant change on the macro variables like; real GDP, absorption, private 

consumption and investment. It also resulted in welfare loss to all households except rural 

poor. The study further extends its recommendation for Ethiopia to develop a strong 

industrial policy aimed towards promoting both agro and non-agro processing industries. 
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Chapter One: Introduction 

1.1 Background of the Study 

Industrialization is the progression of soc ial and economic change that alters the system 

of an economy from agrarian into an industrial system. It is a part of a wider 

modernization process, where social changes and economic developments are closely 

related with technological innovation engaging in the process of building up a country's 

capacity to convert raw material s into new products (UNIDO&UNCTAD, 2011). The 

process of industrialization is accompanied by an increase in output and involves 

mounting complexity of production that demands greater reliance on other sectors. In the 

mid 18th and 19th centuries the idea of industrial revolution flouri shed in Europe and 

North America later overwhelming the whole world . 

According to UNCTAD and UNIDO (20 II), Industrial sector IS composed of 

manufacturing, mining and construction where the manufacturing sector dominates . 

Manufacturing is defined as the transformation of materials and substances into new 

products. The transformation could be physica l or chemical but either ways ; the process 

involves value adding to raw materials that are derived from agriculture, forestry, and 

mining and from the manufacturing sectors itself. Manufacturing industry is the "engine 

of growth", since it raises productivity through dynamic increasing returns and in 

generating high levels of growth and productivity (Weiss, 201 I) . It plays the role of 

aiding in technological innovation and diffusions to the other sectors. 



This can also be explained by the high forward and backward linkages and spill over 

effects the sector has in contrast to the service and agriculture sector. The sector has 

advantages over the agricultural sector in terms of raising productivity since a raise in the 

share of manufacturing in total output raises the average productivity of the economy as a 

whole and in expanding export market, thi s is due to the fact that the share of agriculture 

in total household expenditure falls as per capita income rises while the share of 

manufactures increases. Another role that the manufacturing sector plays, is aiding in 

technological innovation and diffusions to the other sectors. The manufacturing sector is 

most important for African countries since it is considered as the means for susta ined 

economic growth and employment opportunities and a way out of poverty compared to 

the other types of industries (UNCTAD and UN lDO 20 II) . 

Ethiopia has a long history of imperial rule up until 1974, full owed by a military 

dictatorship (1 974- 1991) and from 1991 till present EPRDF took control. Under the last 

king of the imperial regime, economic progress was sluggish with poor performance from 

all the sectors including agricultural and industry. To improve the situation emperor 

Haileselassie passed several laws and legislations and presented different incentives like 

tax exemptions imposition of banns and tariffs so as to protect and encourage investors. 

In the 1950' s and 1970' s the emperor initiated a series of five year development plans 

with a private-led import substitution policy (Tsegaye, 20 II). Throughout this plan there 

were increased manufacturi ng activities and emphasis was given to agro processing 

industrial activities and small sca le industries were left out from the picture as the 

incentives only benefited medium and large scale industries (MEDaC, 1999). In general , 

imperial Ethiopia's industrial policies failed to have a substantial impact on the economy. 
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When Emperor Haileselassie was deposed in 1974 by the military dictatorship, it was an 

occasion for a reform. The Derg introduced the socialist economy and it was the rule of 

the day. In 1975, Derg turned the economy to being dependent on publicly owned 

industries and started nationalizing private properties while in the process severe ly 

harming the economy. Besides from being granted with market monopoly, foreign 

exchange, labor and credit were strictly allocated to state owned manufacturing 

industries. The "Ten Year Perspective Plan" of 1984/85- 1993/94, adopted the same 

industrialization policies with that of the imperial regime but under the control of the 

state i.e. state-led import substitution industrialization. The policies followed by Derg 

only resulted in misallocation of resources to unproductive subsectors (Public enterprises) 

with no significant improvement in the structure and development of the industrial sector. 

It didn ' t take too long for socia li sm to fail with its policies, in 1974 the communist 

military junta seized power and EPRDF took the seat. 

The new government launched reforms for reconstruction of the country and announced a 

market-based economy. From lessons learned from the previous governments the EPRDF 

recognised the role of the private sector and hence privatized many state-owned firms , 

encouraged competition, and reduced government intervention in trade and factor 

markets (Tilmann, 2010). The government do away with the preferential access to credit, 

labour and foreign exchange for public enterprises and lifted the restrictions on private 

sector investment capital (MEDaC, 1999). Along with Agricultural Development Led 

Industri alization (ADLI), wh ich was launched in 1994, the government followed export­

oriented industrialization policies with the expansion of labour intensive industries. 
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1.2 Statement of the Problem 

Industrialized econom ies are characterized by having a strong manufacturing sector with 

linkages between and within sectors each being equally strong and dependent on the 

other. Their manufacturing sector is wide based and fragmented which enab led the labour 

abundant, low-wage econom ies to be integrated into globa l production either as a 

contract supplier or own manufacturers (Thoburn, 2000). According to UN IDO (2009), 

there is strong correlation between the sophistication of the output produced by the 

manufacturing sector and economic growth; countries that have recently shown rapid 

growth like East Asian are good examples. Having manufacturing sector at their core, the 

most industrialized countries have a well thought-out industrial policy that is designed to 

target industries with high productivity growth and technological transfers and support 

industries at their take-off stage (Weiss, 20 I I). 

Under developed countries are non industrialized countries that are still dependent on 

vulnerable and erratic agricultural sector in the 2 1 st century. Their manufacturing sector is 

fragile with weak and unbalanced linkages and spi ll over effects producing 

unsophisticated basic consumer goods (UNIDO, 2009). Ethiopia is no different; the 

economy is dependent on agriculture as a source of growth, employment and foreign 

currency. It contributes almost half of real growth in GOP, and employs 85% of the total 

population. It is the major source of foreign currency through exports of agricultural 

products with coffee accounting for 40% of tota l exports (African Development Bank 

Group, 20 I 0). 
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The structure of Ethiopian manufacturing sector can be summarized as being largely 

labour intensive dominated by the large and medium consumer goods manufacturing of 

which agro processing industries dictate in terms of growth, employment contribution 

and value added (Padma and Swamy, 2004). It accounts for about 13% of GDP and 5% 

of total employment in 2010. The sector is the least contributor to tota l value added; the 

total manufacturing value added (MVA) was no more than 5% of GDP. Moreover, MVA 

is narrow based functioning with the contribution of few sectors; food and beverages 

industry accounted more than 35% ofMVA (CSA, 20 11 ). The sector is mainly engaged 

in the production of basic consumer goods to cater for the local market. However, it even 

fails to fully capture the local demands thus, is faced with the most import competition; 

34.7% of total demand for manufactured goods is supplied by imports (EDRI, 2009). 

There is high dependency on agricu lture and itself for intermediate input C;;:;anufactured , 

inputs account for 35.4% of the sector's gross output) which contributes to it being 

vulnerable to the problems that the agricultural sector faces that is ev ident for its 

volati lity. 

There is no industrial policy for Ethiopia that aims at promoting industrial development; 

the 2003 ' s Industrial Development Strategy is the only step towards ratifying an 

industrial policy that could stand on its own. The strategy was so designed to give the 

government the role of filling the market gap by creating favourable conditions for the 

private sector and involving in the activities where the private sector is unable to 

participate. The strategy identifies key sectors of manufacturing industry which include; 

textile and garment, meat, leather products and agro-processing industries (Tadele el al., 

2006). 
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Besides having no industrial policy, the poli cies so far implemented by the government 

are pro agriculture; in that priority is given to the agricultural sector and the other sectors 

are considered to be second in line. Even ADLI bases itse lf on agriculture and lets the 

other sectors to be an out effect of it. These kinds of policies and strategies had made it 

impossible for the manufacturing sector to develop and fulfil its role of being the driver 

of economic growth . In 20 I 0, the government has also set targets in improving the 

industrial sector in the newly introduced national development plan namely the Growth 

and Transformation Plan (GTP) that aims at attai ning social issues, good governance and 

creation of a so lid source of growth (MOFED, 20 I 0). But the effect of these massive 

improvements in the manufacturing sector on other sectors has not been full y 

investigated. 

Bulk of empirical studies were conducted to examine the role of manufacturing industry 

on economic development for both developed and developing countries such as; 

Rob inson et al. ( 1999), Ghatax and Roberts (\997), Libanio (2006), Kim and Cho (2006) 

and Cororaton and Orden (2008). Studies like; Urgaia (2007) and Tadele el a/. (2006) 

also tried to see the manufacturing sector of Ethiopia and its link with the economy. 

The first inspiration for thi s study comes from the research gaps identified from the 

previous studies conducted regarding the manufacturing industry and industrial policy 

and strategies and its repercussion on the economy. Secondly, there is little research work 

that analyzed the impact of industrial performance on the economy of Ethiopia using 
/ 

dynamic Computable General Equil ibrium (CGE) model, which is more powerful for 

policy evaluation. 
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1.3 Objectives of the Study 

The central objective of the study is to analyze the long run effect of improved 

productivity of the manufacturing industry on the economy of Ethiopia by using a 

dynamic computable general equilibrium modeling. 

The specific objectives of this thesi s are to assess the macroeconomic, factor income, 

household income and welfare effects of: 

• changes in the productivity growth of the textile industry; 

• changes in the productivity growth of the leather industry; 

• changes in the productivity growth of agro-processing industries; 

• changes in the productivity growth of non-agro processing industries and; 

• changes in combinations of the above industrial policies. 

1.4 Methodology of the Study 

In this thesis, we used a dynamic Computable General Equilibrium model in an attempt 

to attain the objectives set, since it provides an economy wide evaluation of policies. The 

dynamic CGE is calibrated with the 2005/06 SAM of Ethiopia which is updated in 2009. 

The study employs three scenarios of productivity increase in the manufacturing 

activities so as to observe the impact on macroeconomic variables, income and welfare 

which are High case scenario (SIM I), Medium case Scenario (SIM2) and Low case 

scenario (SIM3). 
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All the three scenarios were compared to the business as usual, base simulation assuming 

the economy continues with it past trends with no policy shock. Scenarios are conducted 

five times each time on priority sectors; textile, leather, agro process ing, non-agro 

processing and on the overall manufacturing sector. Data collected from the Central 

Statistical Agency (CSA) of Ethiopia were used to see the trend and performance of the 

manufacturing sector. 

1.5 Scope of the Study 

This study is basically limited to analyz ing the effects of improved productivity of the 

manufacturing industry on the Ethiopian economy. Furthermore, it focuses on economic 

growth, factor and household income and welfare among many micro and macro 

variables. The study is based on the recent and updated 2005/06 SAM for Ethiopia 

formu lated by IFPRI. The simulation period covered in th is study is only for five years 

(20 I 0-20 15). 

1.6 Limitations of the Study 

In conducting this study, we simulated policy shocks only to the manufacturing industry, 

which may not be the same had policies of agricultural and services were incorporated. 

Furthermore, growth of TFP was not estimated in conducting th is simu lation however, 

growth rate of manufacturing value added were used to implicitl y proxy TFP shocks. 
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1. 7 Significance of the study 

Most of the studies conducted regarding the manufacturing industry and economic 

growth and on industrial policy and strategies have only applied partial equilibrium 

analysis. This study would contribute in developing policies as the analysis employs 

General Equilibrium which enables to see the economy wide effect. Moreover, the 

implications from the simulation analysis would help in dictating the formulation of 

Ethiopia' s industrial strategy and policy. 

1.8 Organization of the Paper 

The organization of the paper is as follows: chapter one presents the overall purpose of 

the study. The second chapter reviews theoretical and empirical literatures on 

manufacturing industry and economic growth. The third chapter gives an overview on the 

manufacturing sector of Ethiopia. The fourth chapter introduces the data base (SAM) and 

specifies the theoretical framework for the Dynamic CGE model used in this study. The 

fifth chapter discusses the results and findings of the dynamic CGE models. The final 

chapter, chapter six, concludes and provides implications for policy and future research 

agenda. 
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Chapter Two: Literature Review 

In this section, we begin by briefly reviewing the theories behind manufacturing industry 

and economic growth, and then a discussion on the empirical literatures will be given. 

2.1 Theoretical Review 

For a lay man industrialization cou ld be defined crudely as the transformation from 

manual labour based system into a system of machines and manufactured goods . But the 

term incorporates very wide issues. Industrialization is a historical phase where there is 

an overall transformation of a society's progression from farm production to 

manufacturing production while depending on technology to solve problems rather than 

nature. It is part of a wider modernization process, where social changes and economic 

developments are closely related with technological innovation. It is accompanied by an 

increase in output and involves increasing complexity of production and demands greater 

reliance on other sectors. It is not a simple accumulation of capital but involves a 

dynamic process involving time and space (UNlDO, 2009). 

Since the 18th century many economists had a mission to publicize theories of economic 

growth and to establish the drivers of econom ic growth. Through this quest, numerous 

theoretical literatures about the link between industrial development and economic 

growth have surfaced. 
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Economist like, Hecksher and Ohilin and Nicholas Kaldor have presented formal models 

and theories as part of their respective interpretations of economic growth and industry as 

a driver. 

One of the neo-classica l trade theories, the Hecksher-Ohilin trade theory draws a link 

between a country' s endowments with the sector of spec ial ization (Feenstra, 2002). Even 

though, there are different versions of thi s theorem the basic postulate is that a country 

should choose what to produce and export on the basis of relative scarcity and abundance 

of resources i.e. labour, land and capital. The relative scarcity of factors determines the 

comparative advantage of the country and automaticall y answers the quest ion of 

specia lization on production and exports (Flam and Flanders, 2000). [n that sense, a 

country should speciali ze in the production of a commodity which intensively lI ses its 

abundant resource. The H-O model pred icts the pattern of trade in goods between 

countries based on their differences in factor endowments and the consequence of trade 

on the functional distribution of income (Jones, 2008). [n brief, the H-O theorem states 

that a country exports those commodities which requi re for their production relative ly 

intensive use of those productive facto rs found [oca ll y in relat ive abundance. 

At the end ofthe Second World War, economists turned their work en route for devising 

methods to ana lyse the economies of developing countries such as Africa, As ia and Latin 

America and formu lating ways of ach ieving economic development for these countri es. 

[n the process, a new school of thought with the slogan manufacturing as the engine of 

growth emerged. 
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The new school had two wings; where economists like Roseinstein-Rodan and Nurkse, 

advocating the ' Balanced growth' while Hirschman and Streeten sided with the 

' Unbalanced growth theories '. Both schools agreed on industriali zation as being the 

driver of economic growth, but had different views on the strategies towards 

industrialization. Balanced growth model assumes a coordinated expansion of several 

sectors simultaneously. It advocates learning by doing through encouraging surplus 

labour to be captured by the manufacturing sector and protecting infant industries (Weiss, 

20 11 ). 

Unlike balanced growth theory, the other wing, the Unbalanced Growth theory refers to 

the expansion of only one economic sector at a time. Supporters of the unbalanced 

growth, like Hirschman, believe that deliberate distortions and disequilibrium in the 

economy is the only way to sustain economic growth and development. The theory 

claims that unequal deve lopment of various sectors often generates conditions for rapid 

development as it creates complementarities, a situation where increased production of 

one good builds up the pressure for increas ing the supply of another good which 

complements the first one (Holz, 20 I I). The s ituation that some industries are more 

developed than others provides backward and forward linkages and also provides an 

inducement to grow. Ghatax and Roberts, (1997) citing Hirschman (1958), argued that 

industries are usually connected with each other in manners that can be assessed in 

formulatin g an appropriate development policy. Such linkages cou ld be backward and 

forward linkages together they have the effects for setting up new industries by creat ing 

new profit opportuniti es. 
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Acemoglu and Guerrieri (2008) have also advocated the theory of Un balanced Growth 

path. They set to find out how a mixture of factor proportion differences across sectors 

and capital deepening leads to an unbalanced pattern of economic growth but sti ll being 

consistent w ith Kaldor's styli zed fact s]. 

A formal presentation of the theory of manufact uring as the ' engine of growth' came 

from the works of Nicholas Kaldor in 1966. He came up with his famo us law of 

economic growth and further developed three major laws after hi s work on the stylized 

facts of econom ic growth in 1961. According to Kaldor' s first law, "Manufacturing 

industry is the engine of economic growth", in essence it states that the faster the rate of 

growth of manufacturing sector, the faster will be the rate of growth of GDP. The 

association is not merely based on the fact that manufacturing is a large component of 

total output but for fundamenta l economic reasons connected w ith induced productivity 

growth of the manufacturing sector relative to agricu ltural (Thirlwall , 1983). Kaldor's 

second law of economic growth also known as verdoon's law states that there is a 

positive association between productivity growth and the rate of growth of employment 

(Thirlwall , 1983).The faster the rate of growth of manufacturing output, the faster will be 

the rate of growth of labour productivity in that sector. 

1 Kaldor, 196 1 pointed out six facts that were general true about economic growth in the l ong~ru n. These 

stylized facts are: I) Output per worker grows at a roughly constant rate that does not diminish over time.2) 

Capital per worker grows over time.3) the capital/output ratio is roughly constant . 4) The rate of return to 

capital is constant.5) the share of capital and labor in net income are nearly constant.6) Rea l wage grows 

over time. 
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The third law that he introduced is the association between output of the manufacturing 

sector and labour transfer (Chatterji and Wickens 1983). The faster the rate of growth of 

manufacturing output, the faster the rate of transfer of labour from non manufacturing 

sectors of the economy to the manufacturing sector when there are either dimini shing 

returns or where no relationship exists between employment growth and output growth 

(Thirlwall , 1983). 

Recent growth literatures; Sokoloff et al. (1994), Lin et al.( 2009), and Lin (2010) 

suggest that economic development requires structural change from low to high 

productivity activities and that the industrial secto r is key in the development process. Lin 

et al. , (2009) developed a general equilibrium model based on endowment structure in an 

attempt to develop a formal model to describe the industrial dynamics along the path of 

economic growth particularly in developing countries. The theory captures a continuous 

inverse V shaped industrial dynamics driven by capita l accumulation. Lin et al. , (2009) 

also suggested that as capital endowment reaches a certain level a new industry evolves, 

prospers and dies out, this cycle continues indefinitely. Hence, industrial evolution and 

economic growth is based on endowment structure of an economy. Accord ing to Lin et 

al., (2009) persistent economic development and transformation from low income to high 

income is characterised by technological innovation and structura l changes in the 

industrial sector. Initially being engaged in the production of labour intensive 

manufactured products will then shift to the production of more capital -intensive goods 

as the endowment grows and changes in composition. 
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Lin et al. (2009) also argued that the difference between a developed economy and that of 

a developing is in the relative abundance of factor endowment especially capital and in 

essence, it justified why least developed countries are labour abu ndant relative to capital. 

They concluded that the continuous inverse V shaped pattern of industrial growth is the 

resu lt of capital deepening and that a country should direct its industrial policy along with 

the capital-labour ratio. In these regard, if a country's capital-labour ratio is re latively 

small , then an industrial policy leaning towards the production of labour intensive goods 

is primal to maintain rapid economic growth. On the contrary, if countries capita l-labour 

ratio is relatively growing then an industrial policy towards cap ital intensive 

manufacturing is needed. 

After the recent global economic recession , there was an urgency to rethink economic 

development by international organi zations like the IM F and World Bank, as the policies 

developed so far failed to avoid and further resolve the crisis. Works of the vice president 

of the World Bank (Lin, 20 I 0) and (Lin and Monga, 20 I 0) emphasized the role of New 

Structural Economics on industrial policy for economic development. The new structural 

economics states that industrial structure is endogenous to endowment structure, and 

further assumes differences between developed and developing nations arise from their 

endowment base, but a developing country can become developed by changing its 

industrial and economic structure through endowment structure (Lin , 20 I 0). According to 

Lin (20 I 0) , initial endowments of an economy determine the economy's total resources 

and relative factor prices at any given point in time. This leads to identifying the sector 

where the economy enjoys comparative advantage and hence reform its optimal industrial 

structure. 
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With industrial restructuring comes infrastructural upgrading to suite the newly reformed 

structure, this in tum leads to industrialization, income growth and eventually poverty 

red uction. 

2.2. Empirical Review 

Several researchers have conducted empirical studies on the link between manufacturing 

industry and economic growth. These studies have applied different methodologies to 

capture the effect of a wide range of industrial policies and strategies and have arrived at 

different conclusions. 

Libanio (2006) tried to prove the Kaldorian perspective towards economic growth in the 

study of the relationship between manufacturing output growth and economic 

performance of a sample of seven Latin American economies. The study confirms the 

hypothesis that manufacturing is the engine of growth and that there is a positive and 

casual relationshi p between output and labour productivity in the manufacturing sector 

which is derived from static (internal to the firm) and dynamic (learning by doing) 

increasing returns to scale. 

Studies done by Ghatax and Roberts (1997), aimed at analysising the consequence of 

adopting two alternative scenarios of promoting a key sector and non key sector using 

CGE model for Poland. The study revealed that promoting a key sector, which has the 

highest level of forward and a large income multipl ier, will resu lt in a much higher 

efficiency gain. 
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The efficiency gain is expressed in terms of GOP, employment, volume of investment 

and volume of exports relative to promoting the non key sector. Factor incomes are also 

much higher in the case of key sector experiment. The study also concluded that 

implementing an industrial po li cy based on unbalanced growth of promoting key sectors 

would exempl ify a much better macroeconomic performance. 

In a study done for Indonesia, Robinson et al. (1999) exp lored the economy wide income 

and equity effects of three alternative industrialization strategies in a static CGE model. 

The study found out that the strategy of AOLI exhibited the highest GOP growth relative 

to the food-processing and li ght manufacturing based industrial growth paths. The ADLI 

scenario even displayed a greater GOP growth under the assumption offu ll tradability of 

food and non-food crops. However, the study didn ' t come up with a clear cut resu lt on 

the impact on equity; the AOLI alternative revealed the lowest rea l incomes of farm 

households relative to the other two alternatives but generates a favourable income effect 

on all farm households under the assumption of full tradabi lity. Without the assumption, 

food processing based industrial growth path improves farm households relative to rural 

non-farm and urban households' income better than both AOLI and light manufacturing 

industrialization. In terms of manufacturing value added to GOP, light manufacturing 

based industrial growth showed the most significant ratio whi le AOL industrialization 

exhibits the least. The study concluded that AOL industriali zation wou ld generate large 

GOP increase nevertheless, it would be cruc ial to avert the agricu ltural terms of trade 

from deteriorating by improving exports of farm products to protect the income gains and 

improve equity offarm households. 
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Another study by Cororaton and Orden (2008), examined the intersectoral linkages and 

poverty implications in the cotton and textile sector for Pakistan using CGE modelling of 

I) an increase in the foreign sav ings inflows 2) an increase in the world price of cotton 

yarn and texti le 3) an increase in government subsidy to one of the cotton related sectors 

and 4) an improvement in total factor productivity in one or more sectors. The study 

proposed that a 5% TFP improvement is wei fare increasing for both rural and urban 

households in the long run where the highest overall increase in income accrues when 

TFP improvement occurs simultaneously in all stages of production i.e. TFP 

improvement in raw cotton, cotton lint, yarn and textile. Furthermore, TFP improvements 

also resulted in expansion of production, exports and reduction of poverty. 

Kim and Cho (2006) used dynamic CGE model to examine the effect of various 

industrial policies on the Korean economy in terms of efficiency and equity criteria from 

2007 up to 2030. The simulations of industrial policies of corporate tax income reduction, 

increment of corporate subsidy and R&D investment subsidy were so intended to 

investigate the different effects of these policies on the parts and materials industry 

versus the finished goods industry. The study proved that in all the three policy 

alternatives supporting the parts and materials industry relative to the fina l goods industry 

would be efficient in terms of resource allocation as it performed better in almost all 

macro variables. The parts and materials industry had the highest GOP and factor suppl y 

of both labour and capital relative to the finished goods industry. For instance, output 

effect on parts and materials increased at an average of 0.20% from that of finished goods 

industry in all the three alternative policies. 
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Their findings indicated that R&D investment was the best policy in terms of increased 

output effect, increased factor supply and increased demand for consumption, investment 

and government expenditure. The only drawback of the R&D investment subsidy, 

according to the study, was its smaller effect in the improvement of net trade balance 

since the positive output effect leads to increased imports. In terms of equity criteri a the 

corporate income tax reduction and increased corporate subsidy worsened the income 

distribution accounting for a higher Gini coeffi cient as compared with the bench mark 

equi librium of2007. 

Urgaia (2007) analyzed the contribution of Ethiopia' s manufacturing industries to GOP 

using Johansen co integration analysis of time series model. The study established that 

Ethiopia' s manufacturing sector contribution to GOP is about 6% which is approximate ly 

III Ith and 1/6th of that of the agricul tural sedur and service sector respectively with 

negligible overall annual growth rate of about 0.24%. This call s for immediate 

restructuring to improve the sector's contribution to the overall economy. According to 

Urgaia, the manufacturing sector is labour intensive and is negatively influenced by total 

factors of production. The study further estab li shed that the obsolete use of technology 

could be one reason for the sector ' s stagnant growth . 

A SAM based analysis conducted by Tadele el al. (2006), revealed that the 

manufacturing sector of Ethiopia is weakly integrated with the rest of the economy 

portrayed in the low backward and forward linkage effects. The study showed that thi s 

low level of backward linkages indicates that the sector is highl y dependent on imports. 
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Among the manufacturing sector large and medium agro process ing manufacturing 

activities like; food and beverages, textile and leather industries have better backward 

linkages compared to the other industries. Accord ing to Tadele el al. (2006) , 

manufacturing of agro process ing industries had the highest forward linkages among 

other industries though it is still weak compared to the agricultural sector. The study also 

found out that employment creation through increase in productivity depends on the 

growth of the activity itse lf. Where productivity increase in a shrinking sector wou ld onl y 

lead to a reduction in employment; for instance, expanding food and beverages industry 

refl ected in a higher employment creation whereas, in the textile activity which is a slow 

growing activity increase in productivity onl y resulted in reduction of employment. The 

study al so found out that labour intensive manufacturing activities like; food and 

beverages, textil es, chemical and non-metallic minerals are pro poor. 

To summarize, the empirical studies so far conducted to anal yse the link between 

manufacturing sector and growth failed to capture the econom y wide effect. The use of 

partial equi li brium analyses only gives a rudimentary view of what is actually happening 

in the economy. Moreover crudely observing the im pact of manufacturing sector on 

economic growth without specifically considering the effects of each major industry 

would only give indefinite results. So, this study aims to fill the gaps identified as it uses 

a GE model and observes the impact of manufacturing sector on the economy through 

several manufacturing industries. 
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Chapter Three: Overview ofthe Ethiopian Economy with a 

Focus on the Manufacturing Industry 

3.1 Performance of Ethiopian Economy 

Ethiopia, with a population of more than 80 million, is the third most populous country in 

Africa. It is one of the least developed countries with GDP (PPP) per capita of $1 ,004 

USD in 2010. 39% of the population lives under the international poverty line of $1 .25 

USD and 77.6% of the population lives below the $2 USD demarcation. It is one of the 

world ' s least developed countries that are largely dependent on Agriculture. 

As can be observed from figure 3.1, over the last 8 years Ethiopia has consistently 

displayed a strong economic growth of almost double digits of growth percentages, with 

an average growth of I 1.4% (MoFED, 2010). This growth in GDP is a big leap from both 

the Imperial and the Derg regime with an average growth rate of 4% (per capita growth 

being 1.5%) and 2.3% (-0.4% of per capita growth) from 1960-1974 and 1975-1990, 

respectively (Alemayehu and Befekadu, 2005 and Alemayehu, 20 II). This substantial 

economic growth is the result of different circumstances of which good weather, 

favourable government policies and increased expansion of public investment on 

infrastructure being the major reasons (African Development Bank Group, 20 I 0). 
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Figure 3.1: Rea l GOP growth, 2001/02-20 I 01 II 

Source: MoFEO (Various Years) 

It is evident from figure 3.2 that not on ly is the growth rate of Ethiopia during the last 8 

years a remarkable outcome in respect to the past regimes, but it is also an outstanding 

performance compared to other African countries. For instances, for the year 2008/09 

Ethiopia' s GOP growth was four times higher to that of the continent wide average for 

Africa and it was twice the average growth rates of Sub-Saharan countries in 20 I 0/20 II . 
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Figure 3.2: Comparison of Ethiopia's growth rate with Sub Saharan Africa 

Source: World Bank 

3.2 Structure of the Manufacturing Industry in Ethiopia 

The industrial sector is, in general, composed of manufacturing, mining and construction, 

where the manufacturing sector is part of industry that presents superior power of 

creating sustained growth, employment and poverty reduction for underdeveloped 

countries (UNIDO & UNCTAD, 2011). According to DESA (2008), manufacturing 

involves the physical or chemical alteration of resources or components into new 

products, whether the work is performed by power.driven machines or by hand. From 

this definition, manufacturing is not a onetime incidence but a continuous process of 

alterations of raw materials into new value adding products. 
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The raw materials that are transformed eminent from agriculture, forestry, fi shing, mining 

or quarrying or from other manufacturing activities. Substantial alteration, renovation or 

reconstruction of goods and assembly of the components parts of manufactured products 

are general ly considered to be manufacturing (UNfDO & UNCTAD, 2011). Hence, 

manufacturing outputs can be finished goods, intermediate, semi fini shed goods including 

assembly of components (DESA, 2008). 

Manufacturing industry takes different forms under different types of economic and 

politica l systems. In a command economy, manufacturing is often directed by the state to 

supply a centrally planned economy where the private sector is excluded from engaging 

in any activity. While in a free market economy, it is largely controlled by the private 

sector and directed towards the mass production of goods for sale to consumers at a profii 

with minimum degree of government intervention. 

The manufacturing industry can be broadly divided into three groups: namely Resource­

Based Manufacturing, Low Technology Manufacturing and Medium/High Technology 

Manufacturing (UNIDO & UNCTAD, 201 1). Resource based manufacturing is the 

manufacturing of goods from the resources with li ttle processing. Manufacturing 

industries that are categorized 'under resource based include manufacturing of food and 

beverages, wood , paper, rubber, glass, non-metals and basic Metals. The Low 

Technology Manufacturing uses minimum technology in the manufacturing process and 

includes manufacturing of textiles, apparel , leather and leather products, fabr icated 

metals, furniture and printing and publishing. 



Medium/High Technology Manufacturing industries are capital intensive industries that 

use high-tech machineries; it includes manufacturing of Chemicals, Machinery, 

equipment and motor vehicles. Although the policies towards the manufacturing sector 

and hence the structures of the sector change with the political economy, Ethiopia ' s 

manufacturing industries can be broadly classified under the subsequently mentioned 

subgroups. 

• Food and beverages industry: which includes production, processing and 

preserving dairy products, meat, fruits and vegetables, manufacturing of sugar, 

grain mill s, manufacturing of edible oi ls, soft drinks and alcohol beverages. 

• Textile and Clothing industry: includes spinning, weaving, fini shing textiles, 

manufacturing of cords, rope, twine, netting and knitting mills 

• Leather and Foot Wear industry: Tanning and dressing of leather appare l, 

luggage, handbags and manufacturing of foot wear. 

• Manufacturing of Wood and wood products: manufacturing of wood products 

and furniture. 

• Paper and paper products industry: manufacturing of paper products, publishing 

and printing 

• Chemical industry: manufacturing of basic chemicals, pharmaceuticals, paints, 

varn ishes, soaps and detergents. 

• Manufacturing of Rubber and plastic industry 

• Manufacturing of Non-metals: Manufacturing of non- metallic minerals, glass, 

cement, lime and plasters. 



• Manufacturing of Metals:- manufacturing of basic Iron and Steel, fabricated 

metal , machineries, equipments, vehicles and trail ers 

3.3 History of Industrial Policy in Ethiopia 

It was during the reign of emperor Haileselassie that the direction towards setting policies 

and strategies for industrial development were introduced. Policies and legis lations 

implemented during the 1960' s regarding foreign investment I ike, tax exemption , 

protection of enterprises trough tariff barriers and import bans gave a glimpse view of the 

future of the industria l sector. The strategy of Agricultural Development Led 

Industrialization (ADLI), which basicall y emphasizes on raising the productivity of 

agricu lture and increasing the im portance of labour intensive industriali zation , was the 

building block of the policies during that period (A lemayeh u, 20 I I). 

A series of "Five Year Plan" were put forth to enact a framework of the economIc 

objectives of the country. To thi s effect in the 1950' s and 1960's the emperor initiated a 

series of five year development plans (1958- 1962, 1963-67 and 1969-74) with a private­

led import substitution policy. It was an inward looking policy in a free market system 

where the private sector plays a key role and aims at supporting domestic industries 

(Tsegaye, 20 11 ). High tariff rates, non tariff barriers, overvaluing exchange rates and 

foreign exchange controls were the major tools identified to encourage domestic 

industrial firms during the first five year plan (Am in, 2002). In 1963, the second five year 

plan was formu lated to consolidate investment policies, extend benefits to Ethiopian 

investors and to create a conducive investment climate. 



Throughout thi s plan, there were increased manufacturing activities and emphasis were 

given to light consumer goods manufacturing industries while small scale industries like 

cottage and handcrafting were left out of the picture (M EDaC, 1999). Prior to the cease 

of power by the Derg, Ethiopia' s industrialization policies included a range of fisca l 

incentives, direct government investment, and equal participation of private enterprises. 

The newly set policies attracted considerable fore ign investment to the industrial sector; 

many foreign enterprises operated as private limited companies, usually as a branch or 

subsidiary of multinational corporations. Even though a series of favourable policy 

packages to trigger industri alization were introduced, there were no exp licitly drawn or 

specified industrial policy or strategy, import substitution was what was considered to be 

a strategy for industrial development during the downfall of the imperial era (Tadele el 

ai. , 2006) . 

As the military dictatorship (Derg) came to power in 1974, it destroyed what had been a 

glimpse of hope for the industrialization of Ethiopia. The Derg under the sociali st 

ideology nationalized almost all industries and subsequently reorganized them into state­

owned corporations and identified three manufacturing areas for state involvement. 

Those were basic industries that produced goods that are used by other industries and that 

had the capacity to create linkages in the economy; industries that produced essential 

goods for the general population; and industries that made drugs, medicine, tobacco, and 

beverages. Nationalization of major industries left nationals and fore igners di scouraged 

to make investments in any of the sectors, especia ll y the industrial sector in the country. 



The policy also grouped areas of the public and private sectors into activities reserved for 

the state, activities where state and private sector could operate jointly, and activi ties left 

to the private sector. Another means that Derg used to restrict palticipation of the private 

sector in the economy was through imposition of capital ceilings and by being biased 

towards publ ic companies (at the time, US$ 250,000 ce iling was imposed on private 

investment). In the later years, the regime introduced a decree which allowed less than 

49% share of private sector in many sectors except in those sectors related to public 

utilities, banking and finance, trade, transportation, and communications. All in all , Derg 

followed the industrial development strategy like that of the imperial regime, i.e. import 

substitution. With the same token, the manufacturing industries continued to be 

dom inated by light consumer goods (Tadele el aI. , 2006). 

Though too late, the Derg acknowkdged that social ism had failed as an ideology and 

policy base and consequently implemented mixed economy in 1990. Under the new 

system, the private sector wou ld be ab le to participate in all parts of the economy with no 

limit on capital, developers wou ld be allowed to build houses and office buildings for 

rent or sale and commercial enterprises would be permitted to develop industries, hotels, 

and a range of other enterprises on government-owned land to be leased. Additionally, 

farmers would receive legal ownership of land and would have the right to se ll their 

produce in a free market. However, the newly proposed policies didn ' t have a chance to 

materialize as the Derg was overthrown in 1991. 

The year 1991 was a turning point in Ethiopia's economic and pol itical hi story as it 

marked the departure from the ' Socialist' system to adopting a market-oriented economy. 



In fact, much of the policies adopted by the new government had been set off by Derg 

nearly at the end of its reign. During the post 1991 , most of the domestic policy 

restrictions were lifted and many state owned firms were privatized with incentives to 

encourage domestic producers. But it was not till 2004 that the design of comprehensive 

strategy for industrial development was declared with structural transformation in mind. 

The Industrial Development Strategy (IDS) of Ethiopia is part of the second povelty 

reduction strategy paper "Plan for Accelerated and Sustained Development to End 

Poverty (PASDEP), which was deve loped for the period between 2005106-2009110 

(Tilmann, 20 I 0) . The strategy, wh ich was approved in 2002, is the first-ever 

comprehensive industrial development strategy developed for Ethiopia which identifi ed 

the need for institutional reforms. 

The industrial policy directions have their roots in the Agricultura l Development Led 

Industrialization (ADLl) , Export led development and expansion of labour intensive 

industries which are the fundamenta l principles of the strategy. The quintessence of the 

strategy, as envisaged in the document, is acknowledging the role of the private sector as 

an engine of econom ic growth. The plan implemented substantial changes in 

strengthen ing and establi shing capacity building and technology institutes and identifi ed 

four priority sectors i.e. textile and garment, meat, leather products and agro-process ing 

industries (Tadele e/ aI. , 2006). 

The objectives of the IDS include: recognizing the private sector as the key for industrial 

development and in effect removing obstac les that are in the way of private sector. 



It is also aimed at ensuring backward and forward linkages between agriculture and 

industry through rapid industrial development that produces inputs and consumption 

goods that are suitable for the agricultural sector based on ADLI. Furthermore, the 

development strategy focuses on labour intensive industries and export oriented sectors 

that are believed to so lve the problem of limited size of local markets and lack of foreign 

exchange. Cottage and small scale manufacturing enterprises have been given special 

attention in the industrial development strategy as it accounts the highest share of non­

farm employment in Ethiopia (Ti lmann, 20 I 0). 

During the PASDEP period most of the pre set targets for the industrial sectors were 

achieved however, only a 10% growth rate in the sector could be achieved which were 

I % and 8% below the base and high case scenarios of the plan (MOFED,20 I 0). Targets 

of job creation for the miero and small scalc cnterprises were more or less achieved 

though the respective targets for the large and medium manufacturing industry were not 

fully met. One of the major aims of the PASDEP was generation of export earnings from 

the textile and leather sector but facts revealed that the sectors on ly achieved on average 

4% and 34% of the target set, respectively (MOFED, 20 I 0). The five year plan also fai led 

to achieve the goa ls set for the non agro-processing industries including Metal and Metal 

engineering, chemicals and cement manufacturing both in the volume of output and 

expansion of factories . 

In 20 I 0, the government of Ethiopia launched a national development plan for the next 

five years: "Growth and Transformation Plan (GTP)" that aims at attaining social issues, 

good governance and creation of a solid source of growth . 



OTP is based on Ethiopia' s past po li cies and ideas like the ADLI , PASDEP, MOO 's and 

Industrial Development strategy (MoFED, 20 I 0). The core idea of the plan is to link each 

policy with the 8 goals of the MOOs. The basic policies are, I) to create a stable and 

democratic developmental state. 2) to sustain projected ODP growth of 11 - 15% per year 

till 20 15 while attain ing the MOOs. 3) to expand the agricultural sector and craft vast 

investment opportunities primarily in the industrial sectors. 4) to complete Ethiopia's 

accession to the World Trade Organ ization, WTO (MoFED, 20 I 0). 

Under the targets set for industrial sector, the OTP plans to ensure faster and sustained 

development of the sector through giving emphasis in the micro and small scale 

enterprises and large and medium industry deve lopment. Furthermore, it plans to increase 

the growth rate of the sector from 10.6% in 200911 0 to an average growth of 20% and 

21.3% throughout the medium and high cases scenarios, respectively . The plan projects 

the share of industry in the total ODP to increase up to 18.8% and 16.9 % at the end of 

the plan period (2014115) for the medium and high case scenarios respectivel y. Like the 

PASDEP and the Industrial Development Strategy, ADLI is the fundamental building 

block for the OTP industrial plan . With thi s point in mind, the target is set on industries 

that are labour intensive, have broad linkages with the rest of the sectors, use agricu ltural 

products as inputs, and are export oriented and import substituting not excluding 

contributing to rapid technological transfers (MoFED, 20 I 0) . As one of the key sectors, 

the MSE are given emphasis since it is important in enhancing susta inab le rural-urban 

and urban to urban functional and economic connections. Creation of large scale job 

opportun ities and expansion of competent private sector are the objectives set for the 

MSE. 



Bearing in mind, as ide from MSE development, concrete and well built large and 

medium scale industries are identified to be one of the motives for susta ined economic 

growth for the coming five years. Enclosed in the objecti ves set for the large and medi um 

scale manufacturing subsectors like textiles and garment, leather, sugar, cement, metal 

and engineering, chemicals, pharmaceuticals and agro processing industries are priority 

given sectors (MoFED, 20 I 0) . 

3.4 Characteristics and Performance of the Manufacturing Sector of 

Ethiopia 

3.4.1 Characteristics of the Man ufacturing Sector 

Manu factur ing sector is considered as one of the industries that would result in sustained 

economic growth. It is characterized as an acti vi ty that would raise income, meet the 

demands for other sectors like agricu ltural and serv ice sectors and absorbs surplus labour 

(Urgaia, 2007). Manufacturing sector has hi gh forward and backward linkages and spill 

over effects compared to the other sectors. For example, the agricultural sector and 

serv ice rendering sectors like banks, insurances, transport and communications largely 

suppl y their products to the manufacturing industry as it is the sector with the highest 

demand (UNlDO & UNCTAD, 2011 ). Furthermore, the sector is a key driver of growth 

in trade as it promotes export from its intrinsic nature of having positive relationship with 

income. 



This is due to the reason that as the share of manufacturing to the tota l households' 

expenditure increases with the increase of per capita income. Manufacturing sector also 

has higher potential for employment creation compared to the agricultural sector. The 

fact that there are diminishing returns to scale with fixed land in the agricultura l sector 

restricts the amount of labour the sector can absorb. But, in the manufacturing sector the 

increase in population growth would increase the demand for manufactured products 

there by allowing more and more industries to flourish which will in the process absorb 

the additional labour force (UNIDO & UNCTAD, 20 11 ). 

(a) Concentration of Firms 

The total number of large and medium scale manufacturing industries has shown an 

increasing trend over the last 10 years. In 200911 0, the number of establishments were 

2 172 which are more than double the figure for 2002/03 (CSA, 20 I I). This trend of 

increasing establishments was also noticeably observed in most of industries except the 

manufacturing of paper and paper products, manufacturing of textiles and manufacturing 

of fabricated metals which showed a slight decline over the last five years. As can be 

seen from table 3. 1, manufacturing of food products and beverages, manufacturing of 

non-metallic minerals and manufacturing of furniture are the top three industries 

contributing to the increased number of estab lishments over the last five years. Out of the 

total large and medium scale manufacturing industries in 200911 0, more than 40% were 

located in Addis Ababa followed by Oromiya with almost 21 % and S.N .N.P with 13% of 

the industries. More than 26% of the manufacturing industries fell in the category of food 

products and beverages followed b non-metallic mineral products with more than 22% 

and the furniture industry with almost 13% (CSA, 20 I 1). 



Table 3.1: Share of sub industries in total manufacturing industry, 2005-20 I 0 (%) 

Manufacturing industry 2005106 2006/07 2007/08 2008/09 2009110 

Food Products and Beverages 30.01 26.42 25. 18 25.57 26.34 

Tobacco Products 0.08 0.07 0.05 0.05 0.05 

Texti les 3.38 2.84 1. 14 1.96 1.84 

Wearing Apparel , Except Fur 2.49 2.22 2.02 1.87 2.35 

Leather and Footwear 5.07 4.99 4.31 4.05 5.25 

Wood and Products of wood, Cork 

except Furniture 2.33 2.84 3.63 2. 18 2.49 

Paper, Paper Products and Printing 7.00 8.1 I 7.42 5.78 5.66 

Chemicals and Chemical products 4.26 4.44 4.15 3.4 I 4.42 

Rubber and Plastic products 5.07 4.44 4.26 3.96 6.40 

Non- Metallic Mineral products 12.23 19.69 25.34 27.66 22. 19 

Basic Iron and Steel 1.45 0.90 0.78 0.82 1.80 

Fabricated Metals 8.53 3.95 5.24 5.46 7.09 

Machinery and Equipment 0.97 0.28 0.16 0.18 0.69 

Motor Veh icles 0.88 2.9 1 0.78 0.55 0.5 I 

Furniture 16.25 15.88 15.52 16.52 12.94 

Total 100 100 100 100 100 

Source: CSA (various years) 



(b) Employment in the Sector 

11 has been a fact that the agricultural sector absorbs the highest share of total 

employment followed by the service sector and industrial sector. There has been a steady 

growth in the number of persons engaged in the manufacturing industries from 2001/02-

200911 0 where the highest number was recorded in 200911 0 with over 186,700 workers 

engaged in the large and medium scale manufacturing industries. More than 32% of the 

persons engaged in the manufacturing industries were reported to be in the manufacture 

of food products and beverages, more than 11 % in the textile industry, and almost 11 % in 

the manufacture of non-metallic mineral products in 2009110 (CSA, 2011). 

(c) Raw Material Intensity 

Manufacturing activities have relatively low backward linkages indicating their high 

dependency on imported sources and less on domestic materials. The manufacturi ng 

sector of Ethiopia uses imported raw materials intensively compris ing almost 50% of the 

overall raw materials used in the production process. As observed in figure 3.3, in the 

period between 2004/05-200911 0 out of the total cost of raw material s consumed by the 

manufacturing sector 52% was the cost of imported raw material s where, the highest ratio 

of import to total cost of raw materials consumed was a whapping 58% that was recorded 

in the year 2006/07. There has not been major shifts in raw materials in several of the 

manufacturing industries; the text ile industry showed a decline in import intens ity from 

40% to 37% while the manufacturing of non-metallic mineral s revealed a massive shift to 

imported raw materials from 9% to 58% for the period between 2004/05 -200911 0 (CSA, 

2011 ). 



In 2009110, out of the total cost of raw material s consumed 51% was due to imported raw 

materials and among the major industrial groups manufacturing of motor vehicles and 

trailers, man ufactur ing of rubber and plasti cs and manu facturing of fabricated meta l and 

iron contributed the highest shares of imported raw materials (CSA, 20 I I). The food and 

beverages and wood and wood products manufacturing industries are relatively less 

impolt intensive compared to the other manufacturing industries as they are labour 

intensive and employ simple technology. 
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Figure 3.3: Ratio of imported to total raw materials 

Source : CSA, various years 



3.4.2 Performance of the Manufacturing Sector 

Ethiopia's industrial sector is comprised of agro process ing industries like food 

processing, beverages, textile and leather industries and non-agro processing industries 

like chemical, metallurgy and cement industry. The government of Ethiopia has 

identified the textile and leather industry as priority given areas based on exportability, 

employment creation, gross value of production and overall contribution to the economy. 

It is in these sectors that Ethiopia has comparative advantages since the industry is highl y 

labour intensive and requires simple technology. 

(a) Contribution of Manufacturing to GDP 

The industrial sector of Ethiopia is in its early stage of development with weak operation 

resulting in unsatisfactory performance. This problem has its roots in the overall 

weakness of the country' s economy. There are shortages of ski lled personnel , lack of 

market, inadequate finance, obsolescence of machinery and equipment and low level of 

local technological development (Alemayehu, 20 II). Though there is recent upsurge of 

the manufacturing sector, its role in the overall economic growth is small relative to the 

agriculture and service sectors. The manufacturing industry contribution to GOP has 

never exceeded 15% in all the regimes. The share of Ethiopian manufacturing in GOP 

rose from a low of 11.57% in 1960-64 to 15% in 1970-74 (Alemayehu and Befekadu, 

2005). This good performance in the manufacturing industry during the Haileselassie 

regime was due to the policies regarding investment in infrastructure. 

The 3 five year development plans and the promotion of ultra modernism at the expense 

of conservatism were at the core of the policies that helped enhance the sector. 



During the Derg regime reasons like nationalization, contro l of resources and the 

command economy itself led to the decline in the share of industry to GDP and to be 

stagnant at about 12% for the period 1974-199 1. 

The post reform period, marked the departure from the command ' Sociali sts' system to a 

market oriented economy. The economy was rev iving from the continuous plummeting 

of economic growth during the last 2 decades. During this period even though GDP 

growth was ever greater than the last two regimes the contribution of industry didn ' t 

show a signi ficant change. As can be seen from table 3.2, the share of industry to overall 

GDP hasn' t shown a remarkable change from 1990-20 I 0, averaging at about 13% over 

the period in question . For the year 20 I 0111 out of the total GDP growth the sector 

contributed on ly 13.4% making it the least contributor. 

Table 3.2: Share of industry to GDP during the three reg imes (%) 

Haileselassie 

Regime % share Derg % share Present % share 

1960-64 11 .57 1975-79 14.42 1990-94 9. 13 

1965-69 14.29 1980-84 12.55 2000-04 13.48 

1970-74 15. 19 1985-89 12.8 2005- 10 13.4 

Source: own computation using World Bank data and Alemayehu (20 II) 
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In terms of gross value of production, the sector has shown an increasing trend ovc r the 

last ten years2. In 200911 0, the sectors gross value of production was more than 42 bill ion 

out of which the Food and Beverages, Non - metalli c mineral, and Chemica l ind ustrics 

have contributed more than 38%, 10%, and 8% respective ly (CSA, 20 I I). 

(b) Manufacturing Value Added (MVA) 

The manufacturing sector of Ethiopia is largely dependent on agri cultural sector [or its 

raw material s. Agricultural product processing (Agro-processing) manufacturing 

industries account the highest share of the total MVA. There has been a slight shirt in the 

share of value added from agricultural to non agricultural product processing industries 

during the last 5 years. As can be observed fro m fi gure 3.4, in 2005/06 out of the total 

MVA of agro processing industries accounted for 61 % and the remai ning 39% was 

explained by the non-agro processing. While in 2009/20 I 0 share of' agro process ing 

declined to 54% and that of the non-agro processing increased to 46'Yo. 

2 the gross value of production includes sales va lue of all products of the establi shment, the net change of 

stocks between the beginning and end of the reference period in the value of fi nished goods and the va lue 

of semi fin ished goods, the val ue of industrial services rendered to others, the value of goods bought and 

resold without any transFormation or processing, and other receipts. 
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Figure 3.4: Percentage distributions of manufacturing value added 

Source: CSA (2011) 

The total value added by all industries as a ratio of gross value of production has 

remained very low over the last decade and there wasn't much difference on the ratios 

among each industry (CSA, 2011). The food and beverages manufacturing industry has 

remained the top contender till date, followed by the non. metallic minerals industry in 

the share of value added. In 2009/10 food and beverages industry accounted for 35% and 

non metallic industry 19% of the overall manufacturing value added. One confirmation to 

the fact that the industry is in its infant stage, is that the contribution of fabricated metals, 

basic iron and steel and manufacturing of equipments are the least value adding industries 

in the sector. 
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As can be seen from table 3.3 , the ratio of manufacturing value added per employee has 

remained fairly stagnant during the period 200010 I -2004/05 averaging at about 26,000. 

Since 2005/06, it has shown a remarkable leap, in 2009/ 10 the sector accounted more 

than 6 1,000 which is more than double the value for 2004/05 (CSA, 20 I I). 

(c) LabouJ' Productivity 

According to CSA, the ratio of cost of labor to gross value of production can bc a proxy 

for labor productivity. It is evident from table 3.3 that the total ratio for all manufacturing 

industries is very low and didn ' t show a significant change during the last 10 years from 

2000101-20 I 0/11. The ratio varies across major industrial groups for the year 200911 0, 

manufacturing of wood and wood products and manufacturing of basic iron and steel 

exhibited the highest and the lowest ratios. 
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Table 3.3: Performance of manufacturing sector in Ethiopia, 2000101- 2009110 

Ratio of Ratio of imported 
Ratio of Cost Ratio of MVAat to total raw 

Yalue added per of labor to Industrial factor cost material 
Year employee GYP' cost per GYP to GYP consumption 

2000101 25270 0.078 0.53 0.281 0.455 

2001102 22557 0.92 0.512 0.274 0.452 

2002/03 25478 0.089 0.504 0.287 0.437 

2003/04 27027 0.08 0.513 0.262 0.471 

2004/05 27766 0.076 0.514 0.246 0.46 

2005/06 31036 0.073 0.542 0.244 0.501 

2006/07 36480 0.071 0.506 0.265 0.583 

2007/08 45005 0.073 0.513 0.258 0.536 

2008/09 52269 0.069 0.507 0.27 0.527 

2009/10 6 1588 0.059 0.517 0.271 0.51 

Maximum 61588 0.92 0.542 0.287 0.583 

Minimum 22557 0.059 0.504 0.244 0.437 

Average 35447.6 0.1588 0.5158 0.2658 0.4932 

*GYP: - Gross Yalue of Production as defined by CSA 

Source: CSA (various years) and own computation 

3.5 Problems of the Manufacturing Sector 

Accord ing to Delmar and Dante (1977), resource endowments, lack of education and 

skilled labour force and infrastructure are the major factors that could influences a 

countries road towards industrialization. 
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Ethiopian manufacturing sector is also faced with these factors fro m the onset of 

establishment to the operation process. The manufacturing process reqUIres huge 

investments so as to equip it with the necessary fi xed capital and thus, many 

establishments are challenged with the problem of getting finance in terms of foreign 

exchange. Infrastructure development is vital to the functioning of manufacturing 

industries; where the country lack adequate infrastructure in terms of roads, electricity, 

water and communications. Apart from the aforementioned lack of supply of raw 

materials, absence of market demand and shortage of electricity and water supply are 

major reasons that hinder the sector from not being full y operational and operating at less 

than full capacity. 

In 200911 0, more than 34% of the manufacturing industries reported shortage of supply 

of raw materials as a first problem fo r not being fully uperatiunal fulluwed by shurtage of 

electricity and absence of water at 23% and 10% respectively. The non metallic mineral 

manufacturing industry is the sub sector which is highly affected due to the above 

mentioned factors, with 50%, 22% & 34%, respectively (CSA, 201 1). Overall more than 

41 % of the manufacturing industries reported shortage of supply of raw materials as a 

first problem for not working at full capacity out of which more than 28% were from the 

non-metallic mineral industry groups. More than 14% of all the manufacturing industries 

reported absence of demand for products as a first major reason for not working at full 

capacity and the food and beverages manufacturing industry is the top candidate with 

more than 37% (CSA, 2011). 
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Chapter Four: Methodology and Data Source 

To address the previous mentioned objectives different methods and modelling can be 

used. Since CGE modelling provides both an economy-wide assessment of policies and a 

framework in which the workings of policies can be more easily understood, it is the 

objective of this paper to present the effect of productivity improvement in the 

manufacturing industry on economic growth using the recursive dynamic Computable 

General Equilibrium. 

The use of this framework is motivated by the fact that it is a coherent framework to 

analyze policy changes and impacts on the whole economy as the name "General" 

implies. First, the model allows multi-sectoral modelling which makes it well suited for 

this study. Second, it can be used to model changes for which there is no past experience; 

in that sense it can be used to analyze new shocks to the economy where there is no 

previous data about that particular shock. Finally, CGE models compared to other 

econometric models provide a consistent framework to assess the linkages and tradeoffs 

among different policy packages and help to pass better-informed policy prescriptions 

(Robinson, 2002). 

In this study, we make use of the recurSIve dynamic CGE model developed by 

International Food Policy Research (IFPRI) Institute (see Lofgren e/ al., 2002). A 

recursive dynamic CGE model is based on the assumption that the behaviour of agents is 

based on adaptive expectations, where agents make decisions on the basis of their past 

experience of the economy. 
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The recursive nature of this model implies that the model is so lved one period at a time 

which allows to separate the within period component or the static part from the between 

or dynam ic component of the model. The model is calibrated with the Social Accounting 

Matrix, which provides in itial values for variables and parameters in the model. A social 

accounting matrix (SAM) is a comprehensive, economy-wide set of accounts that 

quantify economic flows (incomes and expenditures) in an economy for a given period of 

time usually one year (EORI, 2009). The recently updated 2005/06 SAM developed by 

EDRI and institute of Development studies of the University of Sussex with SUppOlt from 

IFPRI will be used in this research. In so doing, the researcher will first introduce the 

notion about the SAM, which is the data source for calibration of the model. Then a 

detailed specification of the standard CGE model will be provided fo llowed by 

spec ifications of the dynamic CGE model. 

4.1 Data Source 

4.1.1 Social Accounting Matrix 

The main database used to calibrate a CGE model is a social accounting matrix (SAM), 

which provides a complete representation of the economy for a particular year. "SAM is 

a comprehensive economy wide data framework, typically representing the economy of a 

nation" (Lofgren et al., 2002). The Social Accounting Matrix (SAM) is based on the 

' Input- Output' table but is more complex in that it provides insights into sectoral and 

institutiona l structure of the economy (Thurlow, 2004). 
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As a development from the input- output matrix, the SAM is a square matrix wh ich is 

consistent with economic wide data that has deta iled quantification for economic flows of 

incomes and expenditures in an economy for a given period of time (Lofgren et al. , 

2002). It is a general equilibrium (GE) data framework that records transactions taking 

place during an accounting period. In effect it links factors , production activ ities, markets 

and institutions and rest of the world within circul ar flow of any economic system. 

According to Round (2003), SAM has three di stinct features. First, it is a matrix based 

data which shows interconnections between agents by showing exp licitly transact ions in 

the cells (incomes and expenditures are shown in rows and columns). Second, it shows all 

economic activities like consumption, production, accumulation and distribution 

comprehensively and consistently. Thirdly, the SAM is quiet powerful in letting some 

degree of flexib il ity, since it allows for disaggregation from the basic framework. 

The SAM is based on the underlying principle of double-entry accounting which requires 

that total incomes (row total) must equal total expenditures (column total) for each 

account. Hence, the incomes of an account appear along its row and its expenditures 

along its co lumn (Lofgren et al., 2002). The standard SAM essentially has fOllr major 

accounts; these are the activities (production) account, the commodities account, factors 

account, and the institutions (households, firms, government and the Rest of the world 

(ROW)) account (see EDRl, 2009). In add ition to these four basic accounts, SAMs can 

have additional accounts for saving-investment (S-l ), taxes, total margins etc. The SAM 

distinguishes between the entities that carry out production (activities) and the 

commodities produced. 
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This distinction is crucial in cases where one commodity is produced by more than one 

activity and when an activity produces several commodities (Lofgren e/ al., 2002). 

Valuation in the SAM is also different for activities and commodities. The incomes in the 

activities account are valued at producer prices, whereas in the commodities account, 

costs of indirect taxes and transactions are added so it is valued at market prices. 

Activities Account 

The activities account shows the production in the domestic economy. It summari zes the 

value of goods and services produced (supplied) by each activity and the costs of inputs 

into each production activity (EDRI, 2009). The rows in this account represent the value 

of goods produced by each activity while the columns correspond to the costs 

(expenditures) of each activity which includes costs to purchase intermed iate inputs and 

payment to factors of production. 

Commodities Account 

The commodities account summarizes the demand for commodities on the row and the 

supply of commodities on the column. The demand (row) includes household demands, 

government demand, demand for inputs for production, investment demand and export 

demand whereas, the supply (column) implies domestic production supply, marketing 

margins, indirect taxes and imports (EDRI, 2009). 

Factors Account 

The factor account reveals the payments from different sources and payments to different 

accounts. 
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The incomes received from various activities in domestic economy and the rest of the 

world is recorded in the rows of the factors account whereas the column side indicates 

distribution offactor incomes to various institutions3 

Institutions Account 

Accounts for institutions reports al l incomes and expenditures of the institutions, there 

are three separate accounts for each institution. Government has one separate account 

where as the private sector have two accounts (Households and Enterprises). The rows of 

the households account defines the incomes to households from factor ownershi p and 

transfers from other households, the government and the ROW while the column of thi s 

account denotes the payment to activities (household consumption), payment to 

commodity accounts (marketed consumption)\ transfers to other households, savings and 

direct taxes (payment to government) . The enterpri se account's row illustrates the 

incomes of enterpri ses from operating surplus, transfers from other enterprises and ROW. 

3 Factor incomes are va lue added in each production activity and factor payments are the payments to 

households ofdifferent types, government and the Rest of World (EDRJ , 2009). 

4 The SAM identifi es two types of consumption namely home consumption (activity-based) and marketed 

consumption (commodity- based). Home consumption appears as household payments to activities and is 

valued at producer price ( without marketing margins and the sales taxes) while household consumption of 

marketed commodities appears as payments from household accounts to commodity accounts, values of 

which include marketing margins and commodity taxes (Lofgren ef al., 2002). 

48 



The expenditures of enterprises which include distributed profit to households, direct 

taxes and savings are shown in the column of the account. 

The government income from direct and indirect taxes and transfers from ROW are 

shown in the rows and the expenditures on government consumption, transfers to other 

institutions and government savings are recorded in the column of the governments 

account. The ROW account shows the inflow and outflow of foreign exchange. The 

Incomes (outflows) come from sale of imports and factors in the rows of the ROW 

account while, payments for exports, factors , transfers to households and the government, 

including foreign savings (inflows) are represented in the columns. 

As pointed out, apart from the basic four accounts, the SAM also has additional accounts. 

The Saving- Investment (S-I) account is a separate account that traces the savings of 

institutions in the rows and the investment expenditures for commodities in the columns. 

Savings come from households, enterprises, government and ROWand these savings are 

what is eventually spent (invested) on capital goods (column)s. In the SAM the 

government is separated into two accounts, to avoid ambiguous interpretations of some 

payments; one as an institution and into tax (direct/Indirect tax) account (Lofgren e/ aI., 

2002). An account for marketing margins captures transaction costs due to trade flows 

and transportation in relation to domestic, import and export marketing. 

5 Investment in the SAM only shows the source of investment ( seclor of origin) and not sector of 

destination and further it does not give information about who "owns" the capital goods or in which sectors 

they are installed (EDRI,2009) 
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4.1.2 The updated 2005/06 Bench Mark SAM for Ethiopia 

The bench mark data used in thi s study is the 2005/06 SAM developed by EDRI but 

updated for 200911 0 by IFPRl in order to adjust the data so as to match it with the 

economic performance during 200911 0 ( Ermias el al. , 20 II). The SAM disaggregates 

agricultural activities, land and rural households geographically by agro-ecological zone 

(AEZ). The five AEZs di stinguished in the SAM (which differ in terms of climate, 

moisture regime and land use) are: Zone I Humid Lowlands Moisture Reliable, Zone 2 

Moisture Sufficient Highlands that is cereal based, Zone 3 Moisture Sufficient- enset 

based, Zone 4 Drought- prone Highlands and Zone 5 Pastoralists (Arid low land plains)6. 

The micro (regional) SAM is a matrix of 225x 225 implying that it has 225 separate 

accounts. It is comprised of 98 activities, 93 commodities and 26 factors. The institutions 

accounts has 17 accounts, among which 14 for households and I separate account for 

enterprise, government and ROW each. There are 9 direct and 8 indirect taxes, trade and 

transport margins, stock changes, saving-investment accounts and finally we have an 

account for total values. 

The SAM is also aggregated into different levels; the 47x47 SAM where productions and 

incomes of the various agro-ecological zones were aggregated into one account before 

further aggregations were made is the macro SAM. 

6 For detailed explanation about the SAM and var ious accounts, see EDRI (2009) 
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This SAM consists of 14 activities, 14 commodities, 4 factors of production, 7 

institutions, 3 tax accounts transaction costs, stock changes and S-I account7
• The 4 

factors of production are labor, land , li vestock and capital and the institutions account 

encompasses 4 households (rural poor, rural non-poor, urban poor and urban non-poor), 

an enterprise, government and an account for ROW. The production activities in the 

SAM are mere disaggregation of the 3 basic sectors in an economy; agri cu ltural sector, 

industrial sector and services. 

The SAM covers five production activities in the agricu ltural sector namely; Teff, Maize 

and Wheat, Non-traded agriculture, Exportable cash crops and Livestock. The industrial 

sector also has five production activities; chem icals, machinery, food process ing, 

construction and other manufacturing. Unl ike the agricultural and industrial sectors, in 

the service sector there are on ly four production activ ities which are utilities, domestic 

trading, private services and government services. The sales tax account incorporates 

local value added taxes, domestic exc ise tax and service taxes whereas the import tax 

account incorporates import duty, sur tax, import excise tax, import VAT, and 

withhold ing tax. As noted above, one merit of the SAM is to di stinguish between 

activ ities and commodities; the ins ight behind this is seen in the three activities accounts 

which produce more than one commodity. 

7 Since Ethi opia is non-oil producing nation, the corresponding activities account for the commodity 

account of fuel (cfuel) is missing. Hence, the 14 activities produce 14 commodities, although the domestic 

production act iviti es for commodity fuel are unavailable. 
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These are cash crop production activity which produces cash crops for export and non­

traded agricultural commodities, livestock activity which produces food products and raw 

materials for further production, and activities fo r utility which produces utilities and 

machinery. 

4.2. Model Specification 

In this section , we will closely examine the recursive dynamic Computable General 

Equilibrium model. Since the recursive dynamic is an extension of the standard static 

model , a detailed discussion about the static model or the within model will be given in 

addition to the between and dynamism of the model. The within or static period 

specification accounts for detailed description of the economy at a particular time period 

but is restricted to one period and fails to provide explanation about subsequent period~ 

(Thurlow, 2004). The between period fills the gap of the static model by accounting for 

second and subsequent period considerations. The dynamics is captured by assuming that 

investments in the current period are used to build on the new capital stock for the next 

period. With this thought in mind, endogenously or exogenously updating of variables is 

needed to extend the one period model into second period considerations. Capital stock 

could be updated endogenously with capital accumulation equation and population could 

be updated exogenously between periods. 

The recursive model helps to separate the within-period component from the between­

period component as it is based on the on adaptive expectations rather than on the 

forward looking expectations that underline the inter-temporal optimisation models. 
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Since recursive model is solved one period at a time the statics and dynamics of the 

model can be separately analysed. Although a detai led mathematical description can be 

found in the appendix and in Lofgren el af. (2002) , thi s section presents a more discursive 

overview of the model 's structure. 

4.2.1 Basic Structure ofthe Computable General Equilibrium 

The standard CGE model explains all of the payments recorded in the SAM tracking the 

disaggregation followed by the SAM of factors, activities, commodities, and institutions. 

It is written as a set of simultaneous equations, both linear and nonlinear. Unlike dynamic 

CGE model , there is no objective function in standard CGE model. 

The simultaneous equations define the behaviour of each actor. Production and 

consumption decisions are driven by nonlinear first order optimality condition 

(maximization) of profits and utility respectively. The equations also include a set of 

constraints (markets for both factors and commodities and Macroeconomic aggregates of 

saving-investment, government and current account ba lance of the rest of the world) that 

have to be fulfilled by the system. Activities, representing producers, are assumed to 

max imize profits which are the difference between revenue earned and the cost of factors 

and intermediate inputs as intermediate inputs and value added outputs are used to 

produce final outputs. Profits are subject to a production techno logy. 

At the top level, the techno logy is specified by a Leontief funct ion of the quantities of 

value added and aggregate intermediate inputs. Value added in turn is Constant Elasticity 

of Substitution (CES) function of primary input factors while for intermediate inputs; it is 

a Leontief functions. 
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Each activity produces one or more commodities according to fixed coefficients and a 

commodity may be produced by more than one activity. The supp ly of a particu lar 

commodity from each producer is combined to derive aggregate commodity output. This 

aggregation is presided over a CES function which permits demanders to substitute 

between the different producers supplying a particular commodity, in order to maximise 

consumption subject to re lative supply prices (Thurlow, 2004). Activities (producers) 

have the potential to substitute between producing for the domestic (local) market and for 

foreign (international) markets. The constant elasticity of transformation (CET) function , 

which distinguishes between exported and domestic goods, allows for thi s substitution 

and in the course reflects quality differences between the two products. The CET function 

also allows producers to optimize profits either by se lling locally or to foreign markets, 

which are constrained by returns based on domestic and export prices (Thurlow, 2004)8. 

There is imperfect substitution between domestically produced and foreign (imported) 

goods which characterizes the international trade flows. This substitution is governed by 

CES Armington Specification9• Akin to the profit maximization of suppliers (producers), 

demanders minimize costs based on the relative prices of imports and domestic goods. 

8 Export prices are determ ined in the model by the world price times the exchange rate adjusted for any 

taxes or subsidies. 

9 Substitution between domestic and imported goods can take pi(lce both in final and intermediates usage. 

The Armington elasticises vary across sectors, with lower elasticises reflecting greater differences between 

domestic and imported goods (Thurlow, 2004). 
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According to Thurlow (2004), im ports are further disaggregated accord ing to their region 

of origin using a CES Function. This specification allows for regionally specific tariffs, 

and for substitution between regions fo llowing changes in relative import prices. Total 

sectoral absorption is also an Arm ington specificati on of domestic and imported goods. It 

is differentiated among four uses: private consumption , government consumption, 

intermed iate input and investment. The domestic country is assumed to be a price-taker in 

the international markets, that is world prices of imports and exports are exogenous ly 

determined. 

The CGE model also includes system constraints and closures. Market clearing 

(equilibrium) in the goods markets follows the rule that demand for commodities 

(compos ite of households and government consumption, investment spending and 

exports) equal supply of commodities (domestic production and imported commod ities). 

Equilibrium is attained through the endogenous interaction of domestic and foreign 

prices, and the effect that shifts in re lative prices have on sectoral production and 

employment, and hence institutional incomes and demand (Thurlow, 2004). Factor 

markets are equilibrated based on the relationship between factor supply and wages. In 

the model capital is full y employed and sector specific which entails that sector-specific 

wages adjust to ensure that demand for capital equals total supply. 

For labour (unski lled, semi-skilled and ski lled) wh ich is assumed to be unemployed, 

wages are fixed in real terms and supply adjusts to match demand. The model includes 

three broad macroeconomic accounts: the current account, the government balance, and 

the savings and investment account and alternative ways of adjustment to ensure 

equi librium. 
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These adj ustments are called ' macroc losure' rul es providing mechani sms in which the 

system is so lved (Thurlow, 2004). For this part icular study, the closure rule taken for 

saving investment is; investment is savings driven which implies that capital formation is 

flexible with fixed marginal propensity to save for al l non government institutions. The 

government closure defined for this study is letting government sav ings to vary while 

fixing the direct tax rates. The closure rule pursued for the ROW is fi xed foreign savings 

with flexible real exchange rates. 

4.2 .2 The "Within" Period Specification 

The "within" model assi milates the static or the one period specification of the recursive 

dynamic eGE model. As discussed above, the eGE model is represented as a system of 

simultaneous, nonlinear equations where the number of equation must equal the number 

of variables i.e. the model must be square. The structure of the eGE model is divided into 

four major blocks: price, production and trade, institutions and system constraint blocks. 

Price Block 

The price system of the model consists of equations in which endogenous model prices 

are linked with other exogenous or endogenous prices and to non price variab les. The 

price system block is outstanding in capturing the quality differences among commodities 

based on origins and destinations. The following section will present different type of 

pnces. 

Import Price 

The import price of a commodity in local currency units (LeU) is simply the price paid 

by domestic users for commodities which are imported excluding sa les taxes. 
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It is the summation of the transformed world price of imports (by considering both the 

exchange rate and import tariffs) and transaction costs associated with the cost needed to 

move the commodity from the border to the demander per unit of the import. Equation 

4.1 shows the import price mathematically. 

PM, = pwm, .(1 +fm, ).EXR + L PQ,,,icm,., CE CM (4.1 ) 
c'ECT 

Where, C is a set of commodities, CM is a set of imported commodities, PMc is import 

price in LCU including transaction costs, Pwmc is CIF (Cost, Insurance and Freight) 

import price in FCU (foreign-currency units), fmc is import tariff rate, PQc is composite 

commodity price (inclusive of sales tax and transaction costs), and iCll1cc is quantity of 

commodity c' as trade input per imported unit of c and the last term in the equation 

shows the cost of trade. In this model both exchange rate ( EXR) and the domestic import 

price are flexible, whereas the tariff rate and the world price are kept fixed .'o 

Export price 

This represents the price received by domestic producers when they sell their output in 

export markets. Mathematically, 

PEe = pwe, .(I - teJ.EXR - L PQ, ,,ice,., CE CE (4 .2) 
c'ecr 

10 In this model the country is assumed to be " small open economy " hence is a world price taker implying 

that share in world trade is so small for its imports. so the modeled country faces an infinitely elastic supply 

curve at the prevailing world pricer Lofgren ef al. , 2002) 
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Where, CE a set of exported commodities, PEe is export price (LeU), pwee is F.O.B (Free 

on Board) export price (FCU), and icee 'e is quantity of commodity c' as trade input per 

exported unit of c. For the country modelled in this study (Ethiopia) there is no 

imposition of tax on export. Thus, tee (export tax rate) is removed from export price 

equation i.e., tee is zero for the case of Ethiopia and the export price equation for this 

study can be given by: 

PEe = pwee.EXR - I PQe, .icee'e CE eM (4.3) 
c'eCT 

Demand Price of Domestic Non-traded Goods 

The price of domestic demanded goods is the aggregation of domest ic supply price and 

cost of trade inputs per unit of domestic sales. This pricing model makes a distinction 

between the price paid by demanders and those by suppliers which is crucial whenever 

there is transaction costs involved. Consequently, the demand price for domestically 

produced non-traded goods (commodities that are neither imported nor exported) can be 

represented as follows : 

PDDe = PDSc + L PQc"icdc'c CE CM (4.4) 
c'eCT 

Where, CD is a set of commodities with domestic sales of domestic output, P DDe is 

demand price for commodity produced and sold domestically, PDSe is supply price for 

commodity produced and so ld domestically, and icde'e is quantity of commodity c ' as 

trade input per unit of c produced and so ld domestically. 
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Absorption 

Absorption is the tota l domestic spending on a commodity (imported and domestically 

produced exclud ing commodities entirely exported) at domestic demander's prices. 

Which is expressed as the sum of spending on domestic output and imports at demand 

prices (PDD and PM) where these prices include the cost of trade inputs but exclude the 

commodity sales taxes. 

PQc·(l - tqcl·QQc = PDDc·QDc + PMc·QMc CE (CD UCM) (4.5) 

Where, QQc is quantity of goods supplied to domestic market (i.e. , composite supply), 

QDc is quantity sold domestically of domestic output, QMc is quantity of imports of 

commodity, and Iqc is rate of sa les tax 

Activity prices 

Activity prices are represented as multiplication of yields per activity unit by activity-

specific commodity prices wh ich are summed over all commodities . 

P Aa= L PXAC" . e ac a E A (4 .7) 
oeC 

Where, a is a set of activities, PAa is activity price or gross revenue per activity unit, 

PXACac is the producer price of commodity c for activity a and e ac is the yie ld of output 

c per unit of activity a. 

Aggregate intermediate input prices 

Aggregate intermediate input price is activity specific price which shows the cost of 

disaggregated intermediate inputs per unit of aggregate intermediate input. 

59 



PINTA. = 2: PQ,. icaoa a E A (4.8) 
<EC 

Where PINTAa is aggregate intermediate input price for activ ity a and icaa is the quantity 

of c per unit of aggregate intermediate input a. 

Consumer Price Index 

CPI = 2:PQ,.cwts, (4 .9) 
OEC 

Where, cwtsc is weight of commodity c in consumer price index and CPI is an exogenous 

variable for consumer price index. 

Producer Price Index for Non-traded Market Output 

DPI = L P DS,.dwts, (4. 10) 
' EC 

Where, dwtsc is the weight of commodity c in the producer price index and DPi is 

producer price index for domestically marketed output. In the bas ic model version the 

CP I is a fi xed variable which functions as the numeraire but we can alternatively fix DP 1. 

Either the CPI or DPI should be a numeraire since the model is homogenous of degree 

zero in prices. Consequently, a doubling of the value of the numeraire would double all 

prices but leave all real quantities unchanged. As a remark, all simulated price and 

income changes should be interpreted as changes in relation to the numeraire price index 

(Lofgren et al., 2002) . 
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In addition to the above different price equation, the price block also gives specifications 

for marketed output value for each domestically produced commodities (at producer 

prices) which is the value of domestic sales and exports and activity revenue and costs 

which states that for each activity, total revenue net of taxes is fully captured by 

payments for value-added and intermediate inputs. 

Production and Trade Block 

The production and trade block is comprised of four categories: domestic production and 

input use; the allocation of domestic output to home consumption and markets (both for 

domestic market and exports); the aggregation of supply to the domestic market (from 

imports and domestic output sold domestically) ; And finally the definition of the demand 

for trade inputs that is generated by the distribution process (Lofgren et al., 2002). 

As briefly discussed above each activity, which is involved in the production process is 

assumed to maximize their profit subject to their technology, taking prices of 

intermediate inputs, factors and outputs to be exogenous. There are two acceptable 

alternative specifications at the top level of the technology nest: the activity level is either 

a CES value-added or a Leontief function of the quantities for aggregate intermediate 

input use. In this study, Leontieftechnology is assumed at the top level of the technology, 

a function of quantities of valued added and aggregate intermediate inputs to yield 

commodities in the production process. Mathematically, 

QVA. = ivaa.QAa aE ALEO (4.11) 

QINTAa = intaa·QAa aE ALEO (4. 12) 
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Where, a represent a set of activities in the Leontief activity function , iva" represents 

quantity of value-added per activity unit, and int a" represents quantity of aggregate 

intermed iate input per activity unit and QVa represents demand for value added and 

QINTA shows the aggregate intermediate input. As we can see from the above equations, 

both demand for value-added (QVA,,) and aggregate intermediate inputs (QINTA) are 

expressed as a fi xed share of the leve l of activity (QAJ. As noted by Thurlow (2004), 

expressing these values as a fixed share would give technology ultimate command to 

determine the necessary combination or ratio of value-added and intermediate inputs per 

unit of output rather than the producers' decision making power. 

Commodities produced by activities are either sold in market (for domestic market or for 

ROW) or consumed at home. For marketed output, a CES function with activity specific 

price (market clearing price) is used as the aggregation function to aggregate domestic 

output from different activities of a given commodity. But the commodities are imperfect 

substitutes to each other as there are differences in timing, quality, and di stance between 

the locations of activities (Lofgren et al. , 2002). 

Producers of a commodity have the choice between exporting or domestic sales while 

striving to maximize profits (sa les revenue) at an aggregate level. The optimization of 

profits by the suppliers is subject to imperfect transformabi lity between exports and 

domestic sales which is represented by a constant elasticity of transformation (CET) 

function . Accordingly, the CET function verifies the relationship between the quantity of 

goods produced for domestic and foreign export market. 
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Allocations of the marketed domestic output, QXe , to domestic sales, QDe , and exports, 

QEe , are formulated in the output transformation (CET) function (Lofgren el aI. , 2002) . 

Mathematically, it is formulated as: 

c E(CEnCD) (4. 13) 

Where, ate represents a shift parameter measuring the supply shift in the destination of 

domestic products based on profitability, li 'e represents a share parameter indicating the 

proportion of exports or domestic sa le from domestically produced output and pt e 

represent an elasticity exponent of transformation between two destinations (export or 

domestic sales) in the CET fu nction . 

The design of imperfect transformability also helps to determine the optimal mix between 

exports and domestic sales or export-domestic supply ratio. According to Lofgren el ai, 

(2004), an increase in the export-domestic price ratio brings about an increase in the 

export supply relative to domestic supply hence ratio of export-domestic supply increases 

resulting in a shift towards the export supply (destination that offers the higher return) . 

The export-domestic supply ratio is given by: 

cE(CE n CD) (4.14) 

As specified in the prevIOus section, there is an imperfect substitutabi li ty between 

domestic outputs and imports from ROW. 
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This imperfect substitutability is captured by a CES aggregation function where the 

composite commodity supplied uses domestic and imported inputs. For commodities that 

are both imported from the ROWand produced domestically the CES function is call ed 

an Armington function (Lofgren el al., 2002). The mathematical form ulation is given as: 

ce(CEnCD) (4 .15) 

Where, QQc denotes quantity of goods domestically supplied (Composite supply), QMc 

indicates the quantity of imports of commodity c, aD , 00 and mD denotes the c c . U 

Armington function , shift parameter, share parameter, and exponent respectively. The 

shift parameter measures the shift in demand based on the expensiveness of the quantity 

supplied to the domestic economy. The share parameter signifies the domestic market 

share of imports or domestically produced output. The Armington exponent shows the 

elasticity of substitution between the two types of commodities. The import-domestic 

demand ratio, wh ich is a function of domestic import price ratio, describes the optimal 

mix between imports and domestic output. Unlike the export-domestic supply ratio, 

increase in the domestic-import price ratio generates an increase in the import-domestic 

demand ratio implying a shift away from the source that becomes more expensive 

(Lofgren el al. , 2002. Expressed as: 

ce(CMnCD) (4.16) 
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Institutional Block 

As portrayed pn or to thi s section , the CGE model spec ification follows the SAM 's 

framework and di saggregation, as a case in point the institutions block models the 

income and expenditure of the four institutions ( Households, Enterprises, Government 

and Rest of the World) specified in the SAM. 

Households 

Households source of income are income received from the sale of factors of production 

and transfers from other institutions!! which is expressed in equation 4.17 and 4. 18. The 

income received by households is then used to pay for consumption spending, saving, 

payment of direct taxes and to make transfers to other institutions. In the basic model 

version , direct taxes and transfers to other domestic institutions are defined as fixed 

shares of household income whereas the savings share is flexible for selected households. 

In dealing with d irect tax and savings shares the choice between fl ex ing and fi xing is 

fully dependent lip on the choice of closure rule for the government and sav ings -

investment balances. So, based on the closure rule defined for thi s particular study, direct 

tax rates and marginal propensity to save are fi xed. 

I I Transfers from the rest of the world to households are fi xed in foreign currency this is 110t restricted to 

transfers to households but all transfers between the rest of the worl d and domestic institutions and fact ors 

are fi xed in foreign currency (Lofgren e/ al. , 2002). 
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En terprises 

Enterprises income are transfers from other institutions, the income rece ived are allocated 

to direct taxes, savings, and transfers to other institutions. Enterprises do not consume. 

Apart from this, the payments to and from enterprises are modelled in the same way as 

the payments to and from households. 

Government 

The income sources for the government are taxes collected and transfers received from 

other institutions. These incomes are expended on consumption (wh ich is fi xed in real 

terms), saving, and transfers to non-government domestic institutions. Government 

consumption is fixed in real (quantity) terms whereas government transfers to households 

and enterprises are CPl-indexed. Government sav ings is a residual defined as the 

difference between government income and spending. 

ROW 

Incomes for this institution are transfers between the rest of the world and domestic 

institutions and factors which are all fixed in foreign currency. Foreign savings or the 

current account deficit is the difference between foreign currency spending and receipts. 

Factor incomes are the total income of each factor, derived as ; 

YFf = "'[}¥Fj .WFDIST/a.QFfo (4.17) 
aEA 

66 



Where, YF1 denotes factor incomes, WF1 denotes the average factor price, WFDIST la 

denotes the wage distortion factor, and QF
f
, denotes the quantity demanded of factor j 

from activ ity a. The mathematical expression above articulates income as the sum over 

a ll activ ities of the product of the average factor price, the wage distortion factor and the 

quantity demanded of factor j from activitya . The wage di stortion term measures the 

deviation from the average wage. In the model , for each factor the deviation from the 

average wage is the same, subsequently the wage di stortion term is fi xed. 

In the basic model, factor income is split among domestic institutions with fixed shares 

after settling payments for direct taxes and transfers to the ROW. Thi s equation makes 

reference to the set of domesti c institutions (households, enterprises, and the 

government), a subset of the set of institutions, which also includes the rest of world. 

iEINSD (4.18) 

Where, i stands for institutions is an element of INDS (it represents a set of domestic 

institutions), YlF,1 represents institutional factor income, shifl represents the share of 

domestic institution i in income of factor j , iff represents direct tax rate of factor j 

and trnsjr""f represents transfer from factor j to institution i . 

[n this study and for the country in question , Ethiopia does not impose direct tax rate for 

factor (iff ) and hence, the above equation most be modified as iff is taken as zero. 

iE INSD (4. 19) 
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The total income of any domestic non-government (households and enterprises) 

institution is the sum of factor incomes, transfers from other non-government institutions, 

transfers from the government and transfers from the rest of the world , expressed as : 

YI, = I YIF, f + I TRlJ". + trns/rgO, ·CPI +trnsfr,row·EXR i e INSDNG (4 .20) 
feF /'eINSDNG' 

Where, INSDNG stands for domestic non-government institutions, IT, denotes income of 

institution i and TRlI,,,denotes transfers from institution i'toi . 

Households are the only domestic nongovernment institutions that demand commodities. 

Household consumption expenditure is divided among spending on marketed 

commod ities and home commodities. 

EffI, = (1 - L shii.h).( I-MPSh).(I -TINSh).Ylh heH (4 .2 I) 
iE1NSDNG 

Where EH" is household consumption, h is an element of a set of households H , shii ," is 

share of net income of household h to institution i , MPS" is the marginal propensity to 

save for household h , TINS h is direct tax rate for h ; and YI " is income of household h . 

Thus, this equation indicates that consumption spending is a residual after payments to 

direct taxes, savings and transfers. 

The model specifies the investment demand expressed as the base-year quantity 

multiplied by an adjustment factor which is exogenous in the basic model version 

implying that investment quantity is also exogenous in the process. Then, it is framed as: 

QIN~ = IADJ.qinvc ceC (4.22) 
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Where, QINV" denotes quantity of fi xed investment demand for commodity, lADJ 

denotes investment adjustment factor, and qinv, denotes the base-year quantity of fi xed 

investment demand. 

With the same token, government consumption demand is fi xed like the investment 

demand as it is defined as the base-year quantity multiplied by an adj ustment factor 

wh ich is exogenous. The main component of government consumption demand is 

services prov ided by the government labour force, it is mathematica lly given as: 

CEC (4.23) 

Where, QG, represents government consumption demand for commodity, GA DJ 

represents government consumption adjustment factor, and qg, represents the base-year 

quantity of government demand. 

Government revenue is mainly driven from direct taxes from institutions, import tari ff, 

sales taxes, factor incomes and transfers from ROW I 2
• 

YG = I TINS;.YI; + I tm,.pwl11,.QM, .EXR + Itq,.PQ,.QQ, + I YIFgmf + (rnsfi~o>.row·EXR (4.24) 
leINS/J/YG ceCAf ceC f~F 

12The bas ic model includes direct taxes from factors, value added taxes, acti v ity taxes and export taxes in 

the specification for government revenue but th is taxes are excluded from the equati on in th is study and for 

the country in question, since they are inexistent in Ethiopia. For detailed description of the basic 

mathematical equation for government revenue (see the appendix). 
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Where, YG is government revenue, TINS; is direct tax rate for institution i , YI; is income 

of institution i , Ime is import tariffs, pwme is world price of import, QMe quantity of 

import, Iqe is indirect sales tax, PQe is composite commodity price, QQe is composite 

supply, YIFgo'f is transfer from institution to the government, trnsfi~oo'row is transfer from 

the rest of the world to the government, and EXR is exchange rate. 

This revenue collected from different sources by the government is spent on consumption 

of commodities and transfers to other institutions. Government consumption is fixed in 

real terms while transfers to domestic institutions are CPI indexed. Mathematically; 

(4.25) 

Where, EG represents government expenditure, PQc is composite price, QGc is 

government consumption demand for commodity, trnsfr;gov is transfers from the rest of 

the world (ROW) to the government, and CPI stands for consumer price index. 

In the institutions block aside from the above specified equations, the model gIves 

equations specifying separately for households consumption of home commodities and 

consumption of marketed commodities. A specification is also given to infra-institutional 

transfer that is transfers between domestic non-government institutions, where the 

payment is made as fixed shares of total institutional incomes net of direct taxes and 

savings (Lofgren et aI. , 2002) . 
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System Constraint Block 

The system constraint block defines closure rules for the system. These closures and 

macroeconomic closures (government closures, saving-investment closures and current 

account balance) involve equalizing the number of equations and endogenous variables 

which requires fixation of some variables for the model to have a solution. The choice 

made on different closures will not have any effect on the solution to the base s imulation 

but has an impact on the results of other simulations (Lofgren et al. . 2002). This study 

se lected the model closures that are applicable to the Ethiopian economy. 

Factor market closures 

The closure for factor markets, which enforce equality between quantities demanded and 

quantity supplied for each factor f . Mathematically shown as: 

(4.26) 

QFSj denotes quantities supplied offactor J and QFja are factor demanded by activity a 

where the equation imposes equality between demands of factor by all activities and 

supply of factor. Conditional on the type of the closure rule, QFSj can be fixed or 

flexible. But in the basic model all demand variables are flexible, while supply is fi xed. 

Consequently, the average prices for each factor (the economy-wide wage); WFplay the 

role of market clearing in the case of perfect factor mobility across activities. Apart from 

the above factor market closures two alternative closures have been specified to impose 

unemployment and segmented factor market. 
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The alternative closure to specify unemployment at a given wage rate for a factor is given 

by allowing flex ibility of supply variab le for the factor while the economy-wide wage is 

fixed (WFj ). The second alterative is the case of a fu lly segmented factor market with 

fixed factor demands and suppl y and wage distortions are flexible (Lofgren el al. , 2002). 

In this particu lar study, the factor market closure is that labour is unemployed and 

mobile across sectors; land is fu ll y employed (fixed in quantity) and mobile across 

sectors, and capital is fu lly employed (fixed in quantity) and activity speci fic. Labour is 

the only factor that is unemployed, and labour and land can be mobile across sectors but 

capital is activity specific and immobile . Notice that although closure for the labour 

market can be relaxed depending on the type of labour, there is no di saggregation of 

labour into ski lled , semi-skilled and unskilled . Given that unski lled labour constitutes the 

large portion of the labour force , the assumpt ion of unemployed and mobile across 

sectors can be a realistic characterization of the Ethiopian labour market. 

Government closure 

The defau lt government balance, is flex ing government saving, GSA V and fixing direct 

tax rates while the fact that the government saving is fl exible plays the role of balancing 

the government account. There are two other alternative closures, these alternative allow 

the direct tax rates of domestic institutions to be adjusted endogenously to generate a 

fixed level of government savings either by inflicting uniform tax rates or sca ling direct 

tax rates for selected institutions. This closure enforces the equality of government 

revenue and the sum of government expenditure and savings. 
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The general formulation of government balance is given as: 

YG = EG +GSAV (4 .27) 

In this study, we will fo llow the first closure where the direct tax rates are held fixed and 

government sav ing is flex ible. 

Current account balance 

The closure rule for the ROW imposes the equality between the country' s spending and 

its earning of foreign exchange. There are two alternative closure ru les indicated in the 

model where the defaul t closure is fixed foreign savings and flexible exchange rate which 

plays the ro le of an equi librating variable to the current account balance. As an 

alternative closure exchange rate may be fixed and foreign savi ngs flexed . The 

mathematical form ulation of the current account balance expressed in fore ign currency 

given as: 

L pwm,.QM, + L trnsjr'O"i = L plVe,.QE, + L trnsjr'mw + FSAV (4 .28) 
ceCAl /eP ceel!" lelNSD 

Where, FSAV denotes foreign saving (in foreign currency unit). According to the above 

equation, import spending plus factor transfers to the ROW must equal the sum of export 

earning, institutional transfers from the rest of the ROW and foreign savings . 

Specifica lly, in this study the first closure where foreign saving is held fixed will be 

employed. Therefore, real exchange rate plays the ro le of equilibrating the current 

account balance. 
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Saving-Investment closures 

The saving-investment balance (S-I) obliges the equality of total savings and total 

investment. In the S-l balance; we have about five alternative closures. As a default 

closure, the saving-driven closure where marginal propensi ty to save for all non-

government domestic institutions is held fixed , while capital formation is made flexible . 

The other alternative closure is also saving-driven except for the saving rate which is not 

uniform (the saving rates are scaled) . The remaining closures are the variants of 

investment-driven closures, but the adjustment of government consumption is required. 

Therefore, the remain ing two alternatives impose fixed investment and government 

consumption absorption shares but have inconsistencies regarding MPS being uniform or 

scaled respectively (Lofgren et al., 2002). Generally the S-I closure rule is stated as: 

Where, qdst, represents the quantity of stock changes. Accordingly, the sum of savings 

from the government, domestic non-government institutions and the ROW are equated 

with the sum of fixed investment and stock change. 
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To accommodate with the imbalance, the S-l balance also has an optiona l add-on III 

' WALRAS 'which is valued at zero if the model is in equilibrium (balanced).]J 

4.2.3 The "Between" Specification 

While the static model described above is detai led in its representation of the Ethiopian 

economy within a particu lar time-period, its lack of ability to account for second-period 

considerations restricts its appraisa l of the full effect of policy and non-policy changes. A 

standard static CGE model inspects a one point in time sectoral reallocation of resources. 

However, a dynamic CGE model allows us to model the course of transitional dynamics. 

For instance; it is the dynamic model that accounts for the second-period effect of the 

changes in current investment on the subsequent availabi lity of capital. The elemental 

difference of dynamic CGE model from a static one is the inclusion of intertemporal 

structure of consumption and investment deci sion in the dynamic model. 

13 At this poi nt, the model is not square implying that number of equations exceeds the number of variables 

by one. However, the model sati sfies" Walras Law" where one equation is functionally dependent on the 

others and can be dropped. Briefly stated the "walras law" states that in a pure neoclassical setting, 

producers and consumers react passively to prices in order to determine their demand and supply schedules 

hence, interaction of relative prices is a mechanism to clear the market (Thurlow,2004).The model 

provides two alternative ways to make the model square either to drop one equation (The Savings­

Investment balance or the current account balance is commonly eliminated) or add one var iable to the 

macro balance whose solution is zero. The GAMS version of the model foll ows the alternative to add a 

variable, a variable called WALRAS is added to the Savings-Investment balance and no equati on is dropped. 
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So to cater for the limitations of the static model, the recursive dynamic model is used in 

this study, The recursive dynamic model as stated before selects parameters to be updated 

either endogenously or exogenously to reveal demographic and technological changes 

supported upon the previous periods and the intertemporal (adaptive expectations) 

behaviour. Capital and labour growth rate are the variables which are adjusted in the 

dynamic model 14. 

Capital Accumulation Equation 

In the dynamic model capital accumulation is modelled endogenously; last periods 

investment determines the subsequent period ' s capital stock (investment is added to the 

capital stock) (Thurlow, 2004). 

KD",.1 = (1 - '6)KD", + IND,,, (4.30) 

The mathematical expression declares that, in each period, capital stock (KD) used in 

each sector (i) varies with sectoral rate of investment (IND, ) and the rate of depreciation 

of capital stock ('6) . 

Labour Force Growth Equation 

Labour growth is adjusted exogenously with the rate of population growth. 

LS'.1 = (1 + ng).LS"" (4.31 ) 

14 Refer to the appendix for detailed specification of the dynamic model. 
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Where, LS, is the total labour supply and ng is an exogenous variab le representing 

population growth rate. 

4.2.4 Limitations of the Model 

CGE modelling is an important tool for policy-analys is given that it is able to isolate the 

effects of ind ividual policies, while explicitly specifying the causal mechanisms through 

which po licies influence the economy. Nonetheless, while economy-wide models have 

certain advantages over other methods of analysis, these models have their own demons 

to deal with. According to Thurlow (2004), the static model is closely intertwined to the 

Walrasian idea of equilibrium. Even if in a pure neoclassical setting markets are assumed 

to clear through the interaction of relative prices, such that equ ilibrium is achieved in 

both goods and factor markets. The model accommodates prices in relative terms and 

therefore cannot adequately address matters related to inflation. Furthermore, this model 

does not include the banking sector; the model assumes there is no interaction between 

monetary and real economies and use of a numeraire and the lack of an exp licitly 

modelled monetary sector impl y that the model is essentially one of a barter economy in 

which money is neutral. Aside from the above mentioned problems, there is a massive 

inconsistency regarding refl ection on welfare effects as the model fall short to distingui sh 

between households that are net-buyers or net-sellers of various food crops (Thurlow, 

2004) . 
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Chapter Five: Simulation Specification and Results 

5.1 Simulation Specification 

In this section, we specify a series of different scenarios, each representing exogenous 

change in economic conditions, which are used to analyse the effect of productivity 

improvement in the manufacturing industry on the Ethiopian economy. In addition to the 

baseline scenario, we have three policy simulations that would allow us to measure the 

impact of policy shocks regarding the manufacturing industry. Running scenarios allows 

us to conduct a sort of controlled experiment of various types of shocks. The simulations 

are designed so as to scrutinize the outcome on selected macroeconomic, sectoral and 

welfare indicators. 

The policy variable that is chosen as a shock for this particular study is Total Factor 

productivity (TFP) growth of particularly the manufacturing industry. According to 

growth accounting, there are 3 elements that contribute to the production of goods and 

services i.e. labour capital and TFP or technology (Acemoglu, 2007). Based on the 

growth accounting there are two sources of growth; I) input driven, which is adding up 

more and more resources into the production and 2) technology driven, what is not input 

driven is considered as technology or TFP growth or otherwise known as, ' Solow 

residual ' is the growth in real value added after deducting the contributions made by the 

growth of labour, land and capital. 

78 



Since the former is subject to the law of diminishing returns output growth can 't be 

sustained indefinitely so that's why TFP growth is considered as a policy variable for this 

study . 

BASE 

In static CGE model, comparative analysis is made with respect to the base run which is 

the initial SAM. However, in dynamic models since the economy can grow even without 

a policy shock, analysis should be made with respect to the growth path in the absence of 

any shock (business as usual) or baseline scenario. The baseline scenario in this study 

assumes that business continues as usual with continuation of historical growth trends of 

2005106-2009110 for additional five years, from 2010-2015 with no specific changes 

made to policies. We calibrate the model under the baseline for the simulation period to 

generate about 10.7% for real GDP growth which was the average for the period 2005-

20 10. A ll other simulations are evaluated by taking the baseline scenario as a reference 

point. 

SIM!: high case scenario 

The highest annual growth rate of value added for each industry registered between 2005 

and 20 I 0; textile, leather, agro processing, non agro processing and manufacturing 

industries is used as a shock in this simulation. This policy simulation is separatel y 

conducted on texti le, leather, agro processing and non-agro processing activities, in doing 

so the other activities are left to grow at a rate equivalent to the base simulation. Hence, 

each s imulation is compared with the respective value under the baseline scenario. 
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SIM2: Medium case scenario 

In simulation 2, the average annua l growth rate of value added for textile, leather, agro 

processing and non-agro processing between 2005 and 20 lOis taken as a shock. Like in 

S IM I, the simulation is separately conducted for textile, leather, agro processing and 

non-agro processing activities and on overall manu factur ing activit ies with their 

respective growth of value added. 

SIM 3: Low case scenario 

In the same way, the lowest ann ual growth rates of val ue added observed between 2005 

and 20 I 0 for each manufacturing sector is taken as a shock in the same manner as that of 

SIM I and SIM2. 

It shou ld be noted that the three scenarios are implemented in the form of changing 

manufacturing activity-specific TFP. Implicit in th is exercise is the assumption that TFP 

is growing by the same magnitude as the scenarios identified above. 

Table 5. 1: Summary of simulation specification 

Total factor productivity growth % per yea r 

SIM I: High SIM 2: Medium SIM 3: Low 

Textile 90% 40% 20% 

Leather 60% 14% 4% 

Agro processing 35% 25% 21% 

Non-agro processing 58% 30% 13% 

Manufacturing 46% 27% 20% 
Source : CSA (various years) and own computation 
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5.2 Analysis of the Simulation Results 

This section provides the results of the three simulations discussed above and the 

implications of the results on macroeconomic, sectoral and welfare indicators of the 

economy. The analysis covers the period from 20 I 0 to 20 15. 

5.2.1 Effects on Macroeconomic indicators 

Tables 5.2a to 5.2e present the effects of the three simulations on the macro economic 

variables such as, real GOP, absorption, private consumption, investment, government 

expenditure, real exports, imports and exchange rate as average annual percentage change 

for the period 20 10-2015. 

(a) Textile expansion 

[n table 5.2a, the macro economy has recorded positive changes in all the three 

simulations compared to the base simulation. As expected, the highest percentage change 

of all macro variables was recorded under S[M I or the high case scenario. For instance, 

real GOP grew by [2.04%, 11.56% and 11.05% which are 1.37, 0.89, and 0.38 

percentage points higher than the base in S[M I , S[M2, and S[M3, respective ly. 

Absorption increased from 9.98% to 10.58% due to a 90% increase in total factor 

productivity of the textile and clothing sector in S[M I. This is due to the strong increase 

in investment and private consumption which were 0.62 percentage . points higher 

compared to the respective value in base simulation. 
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In the same manner, a 40% and 20% increase in TFP of the sectors resulted in growth 

rate of absorption to increase to 10.39% and 10. 17%, respectively. 

Furthermore, the TFP shock in the textile and clothing industries brought about a 

significantly higher growth rate in exports under SIM I (26.21 %,), SlM2 (24.55%) and 

SlM3 (22.78%) compared to the base simulations. Real exchange appreciated in all the 

three simulation, where the highest appreciation was under SIM I or the high case 

scenario with 1.89 percentage points higher than the respective val ue under the base 

simulation. The medium (SIMI) and low case (SIM2) real exchange rate appreciated 

with 1.71 % and 0.99%. Even if increasing TFP of the textile and clothing sector results 

in an apprec iation of the domestic currency which in theory would result in a diminished 

exports, the possible decrease in exports is offset by a significantl y higher increase in the 

exports like; clothing. The clothing average annua l real export growth rate was more than 

double the value of the base simulation in all the three scenarios. 
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Table 5.2a: Simulation results : effects of increased TFP growth of textile on 

macroeconomic variables 

Average annual growth rate 2010-2015 (% change from base) 

Textile 

Initial Simi Sim2 Sim3 

Real GOP ( at factor cost) 355 1.37 0.89 0.38 

Absorption 457.7 0.6 0.41 0.19 

Private Consumption 338.6 0.63 0.44 0.21 

Investment 85.5 0.62 0.37 0.14 

Government 31.8 0 0 0 

Exports 52.1 4.66 3 1.23 

Imports -126.5 2.81 1.79 0.73 

Real Exchange Rate 90.85 - 1.89 -1.27 -0.55 

Source: CGE simulation results 

(b) Leather expansion 

Here, we increased the TFP of the leather sector with the high, medium and low 

productivity growth rates. As can be observed from table 5.2b, the macro economy 

showed no significant change in all the indicators compared to the base simulation under 

SIM I, SIM2 and SIM3 . No significant change in real GOP growth rate in all the three 

cases, this might be due to the fact that increasing the productivity of the leather sector is 

counterproductive in relation to the agricultural sector. Ethiopia' s agricultural sector uses 

backward technology (uses cattl e ploughing) and as the productivity of the leather sector 

increase more livestock will be demanded by the manufacturing sector at the expense of 

the agricu ltura l sector. Which will offset the possible increase due to productivity 

improvement of the leather sector there by having no significant impact on the real GOP. 
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The three simu lations also showed negligible effects on exports this justifies the fact that 

the sector is not competitive. According to Berhanu and Kibre (2004), the leather sector 

is characterised as having low productivity and poor processing techniques which makes 

it hard for the sector to compete internationally. So even with a high TFP growths as high 

as 60% total export wi ll not increase. 

Table 5.2b: Simulation resu lts: effects of increased TFP growth of leather on 

macroeconomic variables 

Average annual growth rate 2010-2015 (% change from base) 

Leather 

Initial Simi Sim2 Sim3 

Real GOP ( at factor cost) 355 -0.01 0 0 

Absorplion 457.7 0 0 0 

Private Consumption 338 .6 0 0 0 

Investment 85 .5 -0.01 -0.01 -0.01 

Government 31.8 0 0 0 

Exports 52.1 -0.03 -0.0 1 0 

Imports - 126.5 -0.01 0 0 

Real Exchange Rate 90.85 -0.01 0 0 

Source: CGE simulation results 
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(c) Expansion of agro-processing 

The impact of increased product ivity of agro processing industries is presented in table 

5.2c. The economy showed positive changes in all the three simulations; a 35% increase 

in the annual growth rate of TFP of agro processing activities brought about a 0.84% 

increase in real GOP from the base. With a 25% and 21% increase in growth rate ofTFP, 

real GOP growth rate increased by 11 .25% and 11 .08%, respectively. Similarly, the 

impact on private consumption, investment and hence absorption is satisfying. 

The average growth rates of exports and imports also showed positive changes in all the 

three simulations compared to the base simulation although the percentage change from 

the base is high in exports relative to imports. The reason behind this might be due to the 

fact that most manufactured exports stem from agro processing industries and as we 

increase the productivities of these sectors manufactured exports increase. Moreover, the 

increased productivity of agro-processing industries would also be able to meet the 

demands of the local market otherwise fu lfilled by imports. Among the commodities 

imported chemicals showed the highest increase since the chemical industry in Eth iopia 

largely supplies the local texti le and leather industries and as their productivity increases 

their outputs would increase demanding more chemicals as raw materials. 
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Table 5.2c: Simulation result: effects of increased TFP growth of agro processing on 

macroeconomic variables 

Average annual growth rate 2010-2015 (% change from base) 

Agro processing 

Initial Sim I Sim2 Sim3 

Real GOP (at factor cost) 355 0.84 0.58 0.41 

Absorption 457.7 0.41 0.3 0.21 

Private Consumption 338.6 0.47 0.35 0.23 

Investment 85 .5 0.31 0.2 0. 15 

Government 3 1.8 0 0 0 

Exports 52.1 2.7 1.78 1.33 

Imports - 126.5 1.61 1.06 0.78 

Real Exchange Rate 90.85 - 1. 1 I -0.74 -0.59 

Source: CGE simulation results 

(d) Expansion of non agro-processing industries 

Table 5.2d also shows the effect of increased productivities of non-agro processing 

industries . As can be seen, a 58%, 30% and 13% increase in productivities of non-agro 

processing industries would increase growth rates of real GOP to 0.47%, 0.34% and 0.2% 

percentage points higher than the base respectively. But the percentage change from the 

base is small even in SIM I (high case scenario) due to the fact that non agro-processing 

industries take the smallest share in total manufacturing industry and due to the weak 

backward and forward linkages the sector has. 
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Table 5.2d : Simulation result: effects of increased TFP growth of non-agro processing on 

macroeconomic variables 

Average annual growth rate 2010-2015 (% change from base) 

Non-agro processing 

Initial Simi Sim2 

Real GDP (at factor cost) 355 0.47 0.34 

Absorption 457.7 0.41 0.29 

Private Consumption 338.6 0.59 0.42 

Investment 85.5 -0. 16 -0.11 

Government 31.8 0 0 

Exports 52. 1 2.48 1.76 

Imports - 126.5 1.48 1.05 

Real Exchange Rate 90.85 - 1.38 -0.97 

Source: CGE simulation results 

(e) Expansion of manufacturing industries 

Sim3 

0.2 

0.18 

0.25 

-0.06 

0 

1.05 

0.62 

-0.57 

Increasing TFP ' s of all activities that are engaged in the manufacturing process reveals a 

positive change from the base simulation in all macro variables. 
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Table 5.2e: Simulation results: effects of increased TFP growth of all manufacturing 

industries on macroeconomic variables 

Average annual growth rate 2010-2015 (% change from base) 

Manufactu ring 

Initi al Sim i Sim2 

Real GDP (at facto r cost) 355 0.65 0.48 

Absorption 457.7 0.52 0.39 

Private Consumption 338 .6 0.73 0.54 

Investment 85 .5 -0.12 -0.08 

Government 31.8 0 0 

Expolts 52.1 2.8 2.02 

Imports - 126.5 1.67 1.2 

Real Exchange Rate 90.85 - 1.47 - 1.05 

Source: CGE simulation result 

5.2.2 Sectoral Effects 

Sim3 

0.3 

0.25 

0.35 

-0.05 

0 

1.23 

0.73 

-0.62 

For the purpose of reporti ng, we have aggregated activities into three: agricultura l, 

industrial and servIce sectors. Table 5.3a to e presents the resu lts for mean sectoral 

growth rates of output in each sector and the percentage change from the base l ine 

simu lation respectivel/ 5 while table 5.4 shows the sectoral share in total output. In all the 

simulations, of increased TFP of each activi ty in the manufacturing industry, sectoral 

output has shown positive growth in the industrial and service sectors while the 

agricultural sector showed slight ambiguous results. 

IS Average percentage change in sectoral output is calculated by aggregat ing output of activities into total 

outputs of agricultural , industrial and service sector for each year from 2009 to 20 15. Then the mean 

growth rates is calculated from the annual growth rates of each sector 
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(a) Textile expansion 

First, we start with increased TFP of textile. The simulation has resulted in improved 

industrial output, i.e. industrial output increased by about 25.64 %, 23.3% and 20.41 % 

under SIMI , SIM2 and SIM3, respectively. This change in growth rates is major 

compared to what was in the business as usua l scenario; all the simulations resulted in a 

more than 2 percentage points higher growth rates from that of the base. The underlyin g 

reason for these changes could be due to the fact that increasing TFP of the textile and 

clothing activities would lead to higher outputs in the textile and clothing activities . 

Service sector also showed positive growth although the rate of increase is quiet small 

compared to the industrial sector. For instance, in SIM I and SIM3, the sector grew by 

13 .20% and 12.55% which was 0.88 and 0.22 percentage points higher than the growth 

rate under the base simulation. However, the effect on agriculture is quite opposite to that 

of industry and services, it showed a slight decline in SIMI (-0.06%) and SIM2 (-0.02) 

where the highest growth rate was recorded but remained to grow at its base va lue in 

SIM3. The decline in agricu ltural sector might be because as texti le industries 

productivity improves it puts pressure on the stagnant agricu ltural sector and hence 

output will also be affected. 
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Table 5.3a: Simulation results: effects on sectora l output of increased TFP of textile (% 

change) 

Agricu ltu re 

Industry 

Service 
Source: CGE simulation resu lt 

(b) Leather expansion 

Average annual growth rate 2010-2015 (% change from 
base) 

Simi 

-0.06 

7.55 

0.87 

Textile 

Sim2 

-0.02 

5.21 

0.55 

Sim3 

0.00 

2.32 

0.22 

As can be seen from table 5.3b, the effect of increasing the TFP of the leather sector by 

60%, 14% and 4% in SIM 1, SIM2 and SIM3, would have e ither a negative change or no 

change in all the three sectors compared to the base simulation. The output of the 

industrial sector (-0.7) recorded the highest decline in growth rate fo llowed by the 

agriculture (-0.2) under the high case scenario compared with the respective value in the 

base. The leather activity itself only showed a sl ight increase in all the simulations while 

most of the manufacturing activiti es were not affected due to the pol icy shocks. The 

agricultural sector also revealed approximately a 0.02% decline in growth rate in SIM I 

compared to the base simulation . Among agricultural activ ities outputs of activity cattle 

and milk showed the highest decline (-0.1 %), this may be as a resu lt of more cattle being 

slaughtered for the leather production wh ich wo uld affect the agricu ltural sector, 

espec ially the cereal production since it involves the uses of backward technology. 
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With the same token, the increase in TFP of the leather activity would have a negative 

impact on livestock activity as the cattle which would have been part of the livestock 

activity would now be inputs to the manufacturing of leather. 

Table 5.3b: Simulation results: effects on sectoral output of increased TFP of leather (% 

change) 

Average annual growth rate 2010-2015 (% change from 
base) 

Agriculture 

Industry 

Service 
Source: CGE simulation result 

Simi 

-0.02 

-0.07 

0.00 

(c) Expansion of agro-processing industries 

Leather 

Sim2 

0.00 

-0.02 

0.00 

Sim3 

0.00 

0.00 

0.00 

Increasing the TFP of activities, that are engaged in the manufacturing and processing of 

agricultural products have resulted in the increase of growth rates of industrial and 

service outputs and slightly decrease that of agricultural sector (table 5.3c). The highest 

decline in growth of agricultural output was recorded in SIM I , relative to the other 

simulations. Though it was the highest among the other simulations, the decline is very 

small (-0 .03), one factor that might contribute to this decline is that as the agro processing 

manufacturing industries develop, their demand for agriculture outputs largely increase 

and if the sector can ' t cope up, the agricultural activities that are highly demanded by the 

industries like, crops and cereals will be hard hit. 
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The industrial sector recorded the highest growth rate, under SIM I (22.69 %) followed 

by SIM2 (21.24%) and SIM3 (20.58%) wh ich were 4.6%, 3.15% and 2.49% higher 

compared to the base value, respectively. Since the simulation was to increase the TFP of 

agro-processing manufacturing industries, a wide range of activities were benefited like: 

beverages, food process ing, leather, textile and cloth ing industries which recorded higher 

growth rates among the other activities in the all the three cases. The service sector is 

next in line with a 0.5 1 %, 0.34% and 0.24% higher average growth rate in Sim I , Sim2 

and Sim3compared to the base, respectively, where wholesa le and retai l trade had the 

highest growth rates. 

Table 5.3c: Simulation results : effects on sectoral output of increased TFP of agro 

processing industries (% change) 

Average annual growth rate 2010-2015 (% change from 
base) 

Agriculture 

Industry 

Service 
Source: CGE simulation result 

Sim I 

-0.03 

4.60 

0.51 

(d) Expansion of non agro-processing industries 

Agro processing 

Sim2 

-0.01 

3.15 

0.34 

Sim3 

-0.01 

2.49 

0.24 

Next, the growth of TFP of manufacturing activities that are engaged in process ing non 

agricultural products is increased by 58% (SIM I), 30% (SIM2) and 13% (SIM3). This 

resulted in a more or less simi lar sectoral growth trends. The agricu ltural sector showed a 

slight increase, especially in the medium (SIM2) and low (SIM3) case scenarios. 
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On the contrary, the highest increase in the overall growth of the industrial sector was 

under the high case scenario (19.92%) followed by 81M2 (19.4 1%). However activities 

which were based on agricu lture such as raw materials and processed agricultura l 

products showed negative growth trends. For instance, in 81M I, growth rate of 

manufacturing of beverages and leather declined by -0.4 and -6.3 percentage points from 

that of business as usual scenario. Which is resulted from the shift of production to non-

agro processlllg. 

Table 5.3d: Simu lation results : effects on sectoral output of increased TFP of non-agro 

processing industries (% change) 

Average annual growth rate 2010-2015 (% change from 
base) 

Agriculture 

Industry 

Service 
Source: CGE simulation result 

8iml 

0.00 

1.83 

0.61 

(e) Expansion of manufacturing industries 

Non-agro processing 

8im2 

0.01 

1.32 

0.44 

Sim3 

0.01 

0.80 

0.25 

In summary, the simulations conducted on all manufacturing activities either agro or non-

agro processing had the same patterns like that of the simulations conducted on all 

manufacturing industries. Industrial and services sectors had shown positive growth 

trends in all the three cases while agric ultural growth rate stayed fairly the same in SIM I 

and SIM2 relative to the base while it has shown a slight decrease under the low case 

(81M3). 
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This simulation tries to inculcate to the net effect of the policies, in wh ich case it 

ascertains that productivity increase in the manufacturing sector increases the sectoral 

output of the industrial and service sectors while having no impact or on ly a negligible 

decline in agricultural output growth. 

Table 5.3e: Simulation resu lts: effects on sectoral output of increased TFP of all 

manufacturing industries (% change) 

Average annual growth rate 2010-2015 (% change from 
base) 

Agriculture 

Industry 

Simi 

0.00 

1.75 

Service 0.51 
Source: simulation results from CGE model 

Manufacturing 

Sim2 Sim3 

0.01 -0.03 

1.04 2.36 

0.32 0.69 

Table 5.4 shows the percentage share of the sectors to the overall output (real GDP). In 

the high case scenario SIM I, industrial percentage share to output increases under all the 

activities (textile, agro processing, non-agro processing and manufacturing sector as a 

who le) except where the leather sectors TFP is increased. 

A 90% increase in the productivity growth of textile reduces the share of agricu lture and 

service at the same time as significantly raising the share of industrial sector from 12.5 to 

15 . 18. The high case scenario for agro processing, non-agro processing and the overall 

manufacturing activities also replicated more or less the same sectoral shares as that of 

the texti Ie. 
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Whereas, like the effect on real GOP, the leather scenario of a SIMI , S IM2 and SIM3 

resulted in only minor changes in the shares . From all the simulations conducted on the 

different manu facturing activi ti es it is the leather sector that showed an increase in the 

share of agriculture due to pol icy shock although the change is small relative to the 

percentage share in the base simulation. This increase in the share of agricu lture is 

equally offset by a decline in the service sector for high, medium and low productivity 

shocks. 

The net impact of industrial po li cies is captured in the simulation , where the growth of 

TFP ' s of a ll the manufacturing activity is shocked with the high, medium and low 

productivity growths. For instance, a 46% increase in TFP of all the manufacturing 

activities (SIMI) red uced the share of agriculture and service from the particular values 

in the base by 0.6 1 and 0.05 percentage points re'pectively 
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Table 5.4: Simulation results: effects on sectoral shares to GDP (%) 

Share in GDP (%) 

Textile 

Simi Sim2 Sim3 

Agriculture - 1.81 -0.88 -0.34 

Industry 2.68 1.36 0.54 

Service -0.88 -0.48 -0.21 

Leather 

Agriculture 0.D3 0.01 0.00 

Industry 0.01 0.01 0.00 

Service -0.03 -0.01 0.00 

Agro processing 

Agriculture -0.78 -0.50 -0.35 

Industry 1.19 0.77 0.59 

Service -0.41 -0.27 -0.23 

Non- agro processing 

Agriculture -0.45 -0.3 1 -0. 18 
Industry 0.41 0.29 0.17 

Service 0.05 0.04 0.D2 

Manufacturing 

Agriculture -0.61 -0.43 -0.27 

Industry 0.67 0.48 0.29 

Service -0.05 -0.02 -0.01 
Source : CGE simulation results 

5.2.3 Factor Income 

In relation to returns to factors of production, the results from the CGE model are 

presented in table 5.4. Incomes of all labour groups are improved in all simu lations. 
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(a) Textile expansion 

Increas ing the productivity of the textil e sector will im prove the returns to all factors in 

all the three cases; SIMI , SIM2 and SIM3 . But the high case scenario resu lted in higher 

growth while SIM3 resulted in the least growth offactor incomes. 

Accounting the highest share in total factors, returns to labour have shown higher 

im provements compared to the other factors wi th semiskilled labour showi ng the most 

increase in all the three simulations. This is because the textile sector is highl y labour 

intensive. Returns to cap ital, land and livestock also showed sim ilar growth trends with 

that of the return to the labour force where the highest change from the base was recorded 

in SIM I ; 0.46%, 0.43% and 0.68%, respective ly. 

Table 5.5a: Simul ation results: effect of increased TFP of textil e on factor income (% 

change from base) 

Initial ( in 
Factors billion birr) Share Sim I Sim2 Sim3 

Labor 174.02 49.03 0.73 0.53 0.28 

Skilled 20.48 5.77 0.50 0.33 0.15 

Semiski ll ed 57.05 16.07 0.94 0.73 0.35 

Unski ll ed 39.40 11.10 0.37 0.27 0.16 

Agri culture labor 57.09 16.08 0.23 0.19 0.13 

Capital 110.32 3 1.08 0.46 0. 28 0.11 

Land 39.76 11 .20 0.43 0.35 0.24 

Livestock 30.85 8.69 0.68 0.49 0.26 
Source: CGE simulation results 
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Among the different categories of labour, income of semi skilled showed the highest 

increase in all the three scenarios fo llowed by skilled labour (figure 5.la) 

1.00 

0.90 

0.80 

0.70 

~ 0.60 = .. 
0.50 ..c • Skilled 

'" ~ 0.40 • • Semiskilled 

0.30 • Unskilled 

0.20 • Agriculture labor 
0.10 

0.00 

SIM I SIM2 SIM3 

Policy simulation 

Figure 5. la: Effects of increased TFP of textile on labour income (% change from base) 

Source: CGE simulation results and own computation 

(b) Leather Expansion 

The effect of increased TFP of leather on factor income is no different than the 

macroeconomic and sectoral effects. SIMI and SIM2 both showed a decline in factor 

incomes of labour (both skilled and semiskill ed) and capital while the low case scenario 

(SIM3) does not show any changes from the business as usual scenario. The reason 

behind the sluggish growth of factor incomes might be due to the lack of overall and 

sectoral growth of output in all the three simulation. 
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As has been pointed out by Tadele el af. (2006) , a productivity increase in a slow 

growing "shrinking sector" would lead to a decline in employment and hence income or 

factors. So in this study, we have established that the leather sector is a shrinking scctor. 

Income of livestock has increased in all the 3 simulations due to the fact that the major 

input for the leather manufac turing is hides and skins which will be automaticall y 

benefited from productivity improvement of the sector. 

Table 5.5b: Simulation results: effect of increased TFP of leather on factor income (% 

change from base) 

Initial ( in 
Factors billion birr) Share Sim i Sim2 Sim3 

Labor 174.02 49.03 -0.01 0.00 0.00 

Skilled 20.48 5.77 -0.01 -0.01 0.00 

Semiski lled 57.05 16.07 -0.02 -0.01 0.00 

Unskilled 39.40 11.1 0 0.00 0.00 0.00 

A ricul ture labor 57.09 16.08 0.00 0.00 0.00 

Capital 110.32 31.08 -0.02 -0.01 -0.01 

Land 39.76 11 .20 0.00 0.00 0.00 

Livestock 30.85 8.69 0.03 0.02 0.01 

Source : CGE simulation results 

(c) Expansion of agro-processing industries 

The same simulations conducted on the agro processing manufacturing sectors revealed 

that all factor returns (labour, land , capital and livestock) exhibited positive growth Ii-om 

that of the base simulation. 

99 



Returns to labour increased by 0.4 1 %, 0.30% and 0.22% from that of the base in SIM I, 

SIM2 and SIM3, respectively. Since SIMI induces a higher producti vity shock, we 

would expect the returns to factors to be greater in this simulation. 

Table 5.5c: Simulation results: effect of increased TFP of agro process ing on factor 

income (% change from base) 

Initial ( in 
Factors billion birr) Share SimI Sim2 Sim3 

Labor 174.02 49.03 0.41 0.30 0.22 

Skilled 20.48 5.77 0.32 0.22 0.14 

Semiskilled 57.05 16.07 0.59 0.40 0. 34 

Unskilled 39.40 11.10 0.32 0.26 0.17 

Agriculture labor 57.09 16.08 0.3 1 0.27 0.15 

Capital 110.32 31.08 0.28 0.19 0.10 

Land 39.76 11.20 0.53 0.45 0. 28 

Livestock 30.85 8.69 0.62 0.48 0.3 2 

Source: CGE simulation results 

Figure 5. 1 b, presents the simulation resu lts of a high, medium and low TFP growth rates 

on the income of the different categori es of the labour fo rce. Undoubted ly, semiskilled 

labour is most benefited due to development in manufacturing industri es that are cngaged 

in the processing of agricu ltural products over all other categories of the labour force. 
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Figure 5. lb: Effects of increased TFP of agro processing on labour income (% change 
from base) 

Source: CGE simulation results and own computation 

(d) Expansion of non agro-processing industries 

Similarly, the three simulations conducted on the non.agro processing manufacturing 

industries revealed a positive change in all the factors except in the returns to land. 

Returns to land showed a 0.03, 0.02 and 0.02 percentage point decline in SIMI, SIM2 

and SIM3 respectively compared to the base scenario. This is because of the shift from 

agro processing to non-agro processing would result in a decline of demand of 

agricultural raw materials for these industries and as land is one input its return would 

decline with decline in demand. 
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Returns to capital and livestock both showed improvements due to all the policy shocks 

with only a small percentage difference among the three simulations; returns to capita l 

increased by 0,73%, 0,54% and 0,33% while income to li vestock grew by 0.37%.0,28% 

and 0, I 7% from the base value in SIM I , SIM2 and SIM3, Returns to capita l showcd the 

highest change among all factors from the base simulation in all the three scenarios 

fo llowed by labour implying that the sector is capita l intensi ve, 

Table 5,5d: Simulation results: effect of increased TFP of non-agro process ing on ractor 

income (% change from base) 

Initial ( in 
Factors billion birr) Share Simi Sim2 Sim3 

Labor 174,02 49,03 0,50 0,35 0,21 

Skilled 20.48 5,77 0,54 0,39 0,23 

Semiskill ed 57,05 16,07 1.1 8 0,84 0,50 

Unskilled 39.40 11.10 0,15 0,10 0,06 

Agriculture labor 57,09 16,08 0,04 0,03 0,02 

Capital 110,32 31,08 0,73 0,54 0.33 

Land 39.76 11 ,20 -0,03 -0,02 -0,02 

Livestock 30,85 8,69 0,37 0,28 0,17 

Source: CGE simulation results 

When we come to the returns to the different categories of labour, returns to scmi sk ill ed 

labour showed the highest change in all the three simulations compared to the other 

categories, For instance, in the high case scenario SIMI , it was 1.1 8 percentagc points 

higher than the respective value under the base while the figure was sma ll ror skillcd 

(0,54%), unskilled (0 ,1 5%) and agricultural labo ur (0,04%), 
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Figure 5.lc: Effects of increased TFP of non-agra processing on labour income (% 
change from base) 

Source : CGE simulation results and own computation 

( e) Expansion of manufacturing industries 

In the simulation which replicutes the impact of overal! policies i.e. the overall 

manufacturing sector improves the returns to all faclors in all the three simulations 

(SIMI, S[M2 and SIM3) where the highest change from the base is in the high case 

scenario of a 46% increase in the TFP's of the manufacturing activities. The rationale 

might be owing to the higher rise in the output of goods, due to productivity increase 

which will increase the returns of labour, land, and capital more in these sectors within 

the simulations conducted on the manufacturing activities and since the combined effect 

captures both agro and non.agro processing all factors will be benefited. 
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Table 5.5e: Simulation results: effect of increased TFP of all manufacturing industri es on 

factor income (% change from base) 

Initial ( in 
Factors billion birr) Share Simi Sim2 Sim3 

Labor 174.02 4903 1.11 0.83 0.50 
- -----"-~---------

Skilled 20.48 5.77 0.60 0.44 0.27 

Semiskilled 57.05 16.07 1.10 0.77 0.43 

Unskilled 39.40 11.10 0.32 0.25 0.18 

Agriculture labor 57.09 16.08 0.29 --'-'=-=-.::.:-=="--'-'=-=-=--_-"-'.~ ___ ..:c:.:-=-=-___ .::..:.="____ ___ 0::..: . .::.24~. __ .Q~O __ 

Capital 110.32 31.08 0.79 0.58 0.37 

Land 39.76 11.20 0.40 0.33 0. 28 

Livestock 30.85 8.69 0.62 0.48 0.34 
Source : CGE simulation results 

The impact on the different categories of the labour force replicated those of the 

simulations where we increased the TFP's of agro and non-agro processing; returns to all 

types of labour were raised. The high case scenario (SIMI) resulted in the hi ghest 

increase in all types while the smallest change was in the low case scenario (SIM3). Semi 

skilled labour still remains to show the highest increase followed by ski lled labour (figure 

5.2c); this shows that the manufacturing sector largely employs semiskill ed labo ur. In 

SIMI , increasing the TFP growth rate of manufacturing sector by 46%, resulted in the 

income of semi skilled labour to grow by 11.12%, which is 1.1 percentage points hi gher 

than the base value, in SIM2 and SIM3 it grew by 10.79% and 10.45% respecti ve ly. 

Skilled labour is next in line, growing with 0.6, 0.44 and 0.27 percentage points higher 

than the base value in SIMI , SIM2 and SIM3 . 
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Figure 5.1 d: Effects of increased TFP of all mallufacturing industries on labour income 
(% change from base) 

Source : CGE simulation results 

5.2.4 Household Income 

(a) Textile expansion 

Productivity increase in texti le industry substantially improves the real incomes of all 

households (both rural and urban households). As can be seen from table 5.6a, rural and 

urban households showed more or less the same changes from the base simulation. 

Income of rural household showed a 0.48% (SIMI), 0.33% (SIM2) and O. 18% (SIM3) 

percentage points higher growth rates than the base scenario while urban households' 

income was 0.49% (SIMI), 0.3% (SIM2) and 0.1% (SIM3) percentage points higher than 

the growth rate of the household income during the base simulation. 
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This implies that productivity increase of the textile industry wou ld benefit the rural and 

urban households in the same manner whilst the least TFP growth (SIM3), is pro-rural 

households compared to the urban households as the rate of change is higher in rural 

households. A 90% increase in the TFP of texti le (SIMI), resulted in the growth rate of 

rural household income to increase with a 0.48 percentage points relative to the base 

( 10.64%), this percentage change is the highest among all the simu lations. Amid the 

different types of households, the income of non-poor illustrated the highest growth, 

growing at a rate 0.5 percentage points higher than the base. The same trend is observed 

for the rural incomes in SIM2 and SIM3, though the rate of change is small relative to 

SIMI. 

The result from the simulation illustrated that the urban non-poor household earnings 

would increase at a higher rate in SIM I compared to the poor while in S1M2 and SlM3 

rate of increase is the same for the poor and non poor. This implies that as the rate ofTFP 

growth of textile increases, the non-poor urban households would be benefited more than 

the poor urban households. This is because the urban non-poor is the segment of the 

population that owns either ski ll ed or semi ski lled labour and we have seen that the semi 

ski lled labour is the factor that is largely benefited from activity specific TFP growth . 
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Table 5.6a: Simulation results: effect of increased TFP of texti le on household income (% 

change from base) 

Initial 

(in billion birr) SimI Sim2 Sim3 

Rural 325 .80 0.48 0.33 0. 18 

Poor 74.60 0.41 0.3 I 0.19 

Non- poor 251.20 0.50 0.34 0. 18 

Urban 34.60 0.49 0.30 0.10 

Poor 3.70 0.40 0.30 O. I 0 

Non-poor 30.90 0.50 0.30 0.10 

Source: CGE simulation results 

(b) Leather expansion 

Increasing the productivity of the leather sector by 60% (SIM I), 14% (SIM2) and 4% 

(SIM3) showed no significant change in the incomes of both the poor and non poor urban 

households. The income of the rural households showed a slight decline in the high and 

medium case scenarios particularly the rural non-poor. This is due to the decline in the 

output of the agricultural sector where most rural households are engaged in. 
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Table 5.6b: Simulation results: effect of increased TFP of leather on household income 

(% change from base) 

Initial 

(in billion birr) Simi Sim2 Sim3 

Rural 325.80 -0.01 -0.01 0.00 

Poor 74.60 0.00 0.00 0.00 

Non- poor 251 .20 -0.02 -0.02 0.00 

Urban 34.60 0.00 0.00 0.00 

Poor 3.70 0.00 0.00 0.00 

Non-poor 30.90 0.00 0.00 0.00 

Source : CGE simulation results 

(c) Expansion ofagro-processing industries 

Table 5.6c shows that, the faster GDP growth under simulations on agro processing 

manufacturing industries resulted in substanti al increase in real incomes of both poor and 

non-poor households. Continuation of productivity growth patterns as under the base 

would increase average real incomes of rural and urban households by 10.64% and 9.4% 

per year, respectively. Average growth of rural household incomes increased more than 

the urban counterpart in all the three scenarios. This is because as the productivities of 

agro processing increase demand for agricu ltural products would increase hence the rural 

households who are mostly engaged in agricultural activities get paid more. The highest 

rural income growth rate was recorded under SIM I with the non poor benefiting the 

most. Urban household income also showed improvements from the base value; 0.3 , 0.2 

and 0. 1 percentage points higher in SIM I, SIM2 and SIM3, respectively. 
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There is no distinction on the changes in growth rates between the urban poor and non 

poor in each simulation. 

Table 5.6c: Simulation results: effect of increased TFP of agro processing on household 

income (% change from base scenario) 

Initial 

(in billion birr) Simi Sim2 Sim3 

Rural 325.80 0.38 0.29 0.18 

Poor 74.60 0.39 0.33 0.19 

Non- poor 251 .20 0.38 0.28 0.18 

Urban 34.60 0.30 0.20 0.10 

Poor 3.70 0.30 0.20 0.10 

Non-poor 30.90 0.30 0.20 0.10 

Source: CUE simulation results 

(d) Expansion of non agro-processing industries 

As can be seen from table 5.6d, productivity increase in the non agro processing 

manufacturing industries benefits the urban househo lds more than the rural counterpart 

since the sectors' who's TFP has been increased are non agriculture urban based 

manufacturing industries which will increase the income for capital owners and as urban 

households are more capital owners compared to rural households their income would 

also increase. Among the urban househo lds, the income of non poor increases more than 

that of the poor compared to the base in SIM2 (0.5%) and SIM (0.3%) whi le, in SIMI 

both types of urban households show the same change from the base. 
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The income of the rural poor increased more than the poor in all the three simulations; for 

instance, in SIM I the change from the base for rura l non poor was 0.5% while it was only 

0.23% for the poor. 

Table 5.6d: Simulation resu lts : effect of increased TFP of non-agro processing on 

household income (% change from base scenario) 

In itial 

(in billion birr) Sim i Sim2 Sim3 

Rural 325.80 0.44 0.32 0.21 

Poor 74.60 0.23 0. 19 0.08 

Non- poor 251.20 0.50 0.36 0.24 

Urban 34.60 0.60 0.49 0.29 

Poor 3.70 0.60 0.40 0.20 

Non-poor 30.90 0.60 0.50 0.30 

Source: CGE simulation results 

(e) Expansion of manufacturing industries 

Table 5.6e illustrates the effect of a 46%, 27% and 20% increase in the productivity of all 

activities engaged in the manufacturing industry on the income of households. The urban 

households' income increases more than the rural in SIM I and SlM2 whi le the income of 

rural households increases more under the low case (SIM3). The underlying reason is that 

as productivity of the manufacturing industry increases resources wi ll be shifted to the 

industrial sector from the agricultural sector thus showing a moderate effect on the rural 

households. The increase in income of non poor rural households is higher than the rural 

poor in all the simulations; 0.66 (SIMI), 0.46% (SIM2) and 0.32% (S IM3). The same 
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trend has been observed for urban households; the IIlcome of the non- poor urban 

households improved more than that of the poor. 

Table 5.6e: Simulation results: effect of increased TFP of all manufacturing industries on 

household income (% change from base scenario) 

Initial 

(in billion birr) 

Rural 

Poor 

Non- poor 

Urban 

Poor 

Non-poor 

325 .80 

74.60 

251.20 

34.60 

3.70 

30.90 

Source: CGE simulation results 

5.2.5 Welfare Effects 

Simi 

0.61 

0.46 

0.66 

0.69 

0.60 

0.70 

Sim2 

0.43 

0.32 

0.46 

0.49 

0.40 

0.50 

Sim3 

0.31 

0.28 

0.32 

0.30 

0.30 

0.30 

Equivalent variation (EV) is one of the widely used measures of welfare from some 

policy change in monetary terms. EV measures the change in utility due to the change in 

prices by using the current prices as the base price and asks what income change is 

needed at the current price that corresponds to the anticipated change in terms of its 

impact on utility (Varian, 1992). In other words, it measures the level of income that the 

consumer needs to forgo or payback before the shock so as to make him/her as well of as 

the equivalent level of utility after the price increase. 
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Importantly, EV is extensively used as welfare indicator in the literature for CGE models. 

The fundamental reason behind this is that EV measures the income change at current 

prices and keeps price fixed at status-quo for different policies, this makes it suitable to 

compare more than one proposed policy change. Negative EV would imply that there is 

welfare (utility) loss due to the policy shock while positive EV implies a welfare gain. 

(a) Textile expansion 

In all the three scenarios, we see positive EV s for the increase in TFP of textile industry 

indicating welfare improvements. The EVs showed the highest increase for all household 

groups during the high case scenario (SIMI) by 0.71% (rural poor), 0.89% (rural non· 

poor), 0.98% (urban poor) and 1.29% (urban non-poor) . The welfare of urban households 

improved larger than that of the rural counterparts with non·poor households being 

relatively well-off in both areas. 
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Figure 5.2a: Effects of increased TFP of textile on welfare (EV) of households (% change 
from base) 
Source: CGE simulation results and own computation 
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(b) Leather expansion 

The CGE results depicted in figure 5.2b, shows that the high TFP growths, (S IM I) of the 

leather industry seems to have negatively affected both the urban and rural househo lds as 

the negative values for EVs would suggest. The EVs have decl ined by 0.0 1%, 0.02%, and 

0.02% for rural non-poor, urban poor and urban non-poor, respectivel y from the base 

simulation while EV for rura l poor showed a slight welfare gain. The EV result impl ies 

that relatively the non-poor receive much of the welfare strain in both rural and urban 

areas. Comparatively, we find that urban households face larger welfare loses which may 

be due to the counterproducti ve effect of the productivity increase of the leather dragging 

their livelihoods downwards as has been illustrated in the previous secti ons. 

We can see that as the TFP growth declines (SIM2 and SIM3) the impact on both ru ral 

and urban households diminishes. In SIM2, we find that the policy shock onl y affected 

the urban households with a decl ine of -0 .0 I % in both the poor and non poor relative to 

the business as usual. SIM3 resulted in no significant change on the welfare of both the 

urban and rural househo lds. Th is indicates that productivity increase in only the leather 

sector is welfa re shrinking. 
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Figure 5.2b: Effects of increased TFP of leather on welfare (EY) of households (% 
change from base) 
Source: CGE simulation results and own computation 

(c) Expansion ofagro-processing industries 

In the case of all agro processing manufacturing activities including textile and leather, 

results from the CGE model suggest that all the three simulations are welfare improving 

for all the household groups. The welfare of urban household improved by 0.76%,0.51% 

and 0 .3 8% (urban non-poor) and 0.56%,0.37% and 0.30% (urban poor) in SIMI, SIM2 

and SIM3, respectively. The rate of welfare improvements in the rural households 

seemed to be diverse in each simulation; in SIMI rural non poor seemed to be somewhat 

better-off relative to the poor with 0.65% for the non poor and 0.62% for the poor. 
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In 81M2 and 8M3, the welfare increase slightly shifts to the mral poor; 0.48% and 

0.32% for rural poor while 0.47% and 0.48% change for rural non poor in 81M2 and 

8IM3, respectively. 
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Figure S.2c: Effects of increased TFP of agro processing on welfare (EV) of households 

(% change from base) 

Source: CGE simulation results 

(d) Expansion of non agro-processing industries 

Like the agro processing, increased TFP growth rates of non agro process",!,! 

manufacturing industries is welfare increasing for all households in all the scenarios 

(figure S.2d). Comparatively the urban households are better.ofT from mrlll households 

with the non poor reaping the higher advantage in all simulations. Welfare of the urban 

non poor increased by 1.46 (8MI), 1.04(81M2) and 0.62 (8M3) percentage points 

higher than the base scenario while the poor only increased by 1.11% (8MI), 0.79% 

(81M2) and 0.47% (8IM3). 
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Welfare of rural poor and non poor also showed positive chnnges from the business as 

usual scenario with a 0.45 (SIM I), 032 (SfM2) and 0.19 (SrM3) and 0.94 (SIMI), 0.62 

(SIM2) and 0.40 (SIM3) percentage points higher than the base, respectively. This may 

be due to the fuct the very nature of non agro processing manufacturing industries being 

not dependent on agriculture, hence showing a small increase in the welfare of niral 

households . Furthermore, urban households earn more ITom non agricultural processing 

industries relative to rural households hence as the productivity of the sector increase so 

does the gains to the factors and households. 
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Figure 5.2d: Effects of increased TFP of lIoll-agm processlllg 011 welfare (EV) of 
households (% change from base) 

Source: CGE simulation results 
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(e) Expansion of manufacturing industries 

The increased productivity of all manufacturing activities including both agro and non 

agro processing is translated into improved wellbeing of all household groups where the 

urban enjoys most of it in all the three scenarios. Moreover, The EV result implies that 

relatively the non-poor receive much of the welfare gain in both mral and urban areas. 

The urban poor and non poor were 1.12 (SIMI), 0.8 (81M2) and 0.47 (SIM3) and 1.52 

(SIMI), 1. I (S1M2) and 0.66 (SIM3) percentage points well off from the base simulation 

respectively. These results suggest that mral households will also be better-off with more 

or less the same rate with that of the urban households though the latter seems to benefit a 

little bit more in all the three scenarios. Welfare of the mral poor and non poor increased 

by 0.73 (SIMI), 0.56 (S1M2) and 0.38 (SIM3) and 1.11 (SIM!), 0.82 (S1M2) and 0.52 

(SIM3), respectively. 
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Figure 5.2e: Effects of increased TFP of all manufacturing activities on welfare (EY) of 
households (% change from base) 
Source: COE simulation results 
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Chapter Six: Conclusions and Policy Implications 

6.1 Conclusions 

In this study, we tried to examine the long-run economy-wide impacts of productivity 

improvement in the manufacturing industry on the Ethiopian economy. We utili zed a 

dynamic CGE model to study the interrelationships and also model the effects of the 

productivity improvement of priority sectors of the manufacturing industry on macro and 

sectoral variables, factor and household incomes and we lfare of the society. The model 

used for this study was the standard IFPRI model calibrated with the 2005/06 adjusted 

SAM for Ethiop ia. 

The descriptive analys is pointed out that the manufacturing sector is in its infant stage, 

contributing a small amount to GOP and employment though the number of firms has 

shown an increasing trend over the last decade. Agro-processing industries are leading in 

terms of share in total manufacturing, employment and labour productivity. Among the 

agro processing industries, food and beverages manufacturing industry accounted the 

highest share in overall manufacturing and employment contribution. The highest share 

of manufacturing value added was from manufacturing of wood and wood products and 

basic iron. 

The scenarios of increasing the TFP' s of texti le, leather, agro processing and non-agro 

processing and all activities engaged in the manufacturing process showed mixed resul ts . 
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Macro variables such as real GOP, private consumption , investment, imports and exports 

all showed increasing trend in the high, medium and low scenario as a result of improved 

TFP of textile, agro processing, and non agro processing and overall manufacturing 

activities. The income of factor and households al so showed improvements in all the 

scenarios. In general , increasing TFP growth of textile, agro processing, non-agro 

processing and overall manufacturing industries are welfare increasing to all household 

groups. Increasing the TFP of the leather activities has not resulted in significant effect 

on the macro economy. Increasing TFP of the leather sector, results in welfare loss to 

rural non-poor, urban poor and non-poor households in all the three scenarios. Rural poor 

households are the on ly households that gained from productivity increase though the 

gain is small. 

6.2 Implications 

Based on the empirical analysis, it is observed that the manufacturing sector has a 

positive impact on the Ethiopian economy. Although the sector is at its early stage of 

development, productivity increase would substantially affect the entire economy. This 

calls for the development of a strong industrial policy that aims at ensuring the long-run 

productivity of the sector. 

The study also found out that productivity increase in the leather sector alone doesn' t 

have any significant impact on the economy; it even results in welfare loss to most of the 

households. 
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So, the study recommends that policies and strategies regarding the leather sector should 

be carefully analyzed and supply side interventions should be introduced. Furthermore, 

results from this study advocate pol icy interventions towards both the agro and non-agro 

processing industries but recommends to give emphasis to agro-processing industries. 

Finally, the study recommends for further researches to use estimated TFP growth as a 

policy shock since th is might lead to different conclusions. 
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i E INS - institutions (domestic and rest of the world) 

i E INSD( c INS) - domestic institutions 

i E INSDNG( c INS) - domestic non government institutions 

h E H(c INSDNG) - households 

Parameters 

Latin letters 

cwtsc - weight of commodity c in the CPI 

dwtse - weight of commodity c in the producer price index 

icaca - quantity of c as intermediate input per unit of activity a 

icd",'- quantity of commodity c as trade input per unit of c produced and sold 

domestically 

icecc' - quantity of commodity c as trade input per exported unit of C ' 

icmcc' - quantity of commodity c as trade input per imported unit of c' 

int a" - quantity of aggregate intermediate input per activity unit 

iva" - quantity of value-added per activity unit 

mps, - base saving rate for domestic institution i 

mpsO Ie - 0-1 parameter with 1 for institutions with potentially flexed direct tax rate pwee 

- export price(foreign currency) 
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a ', - CET function shift parameter 

[3"a," - marginal share of consumption spending on home commodity c from 

activity a for household h 

[3"'", - marginal share of consumption spending on marketed commodity c for 

household h 

8a
, a, - share parameter for domestic commodity aggregation function 

8", - Armington function share parameter 

8', - CET function share parameter 

8,a fa - CES value - added function share parameter for factor f in activity a 

y"',,, - subsistence consumption of marketed commodity c for household h 

Y""d, - subsistence consumption of home commodity c from activity a for 

household h 

eo, - yield of output c per unit of activity a 

p""" - CES value - added function exponent 

pa," _ domestic commodity aggregation function exponent 

pq , - Armington function exponent 
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p', - CET function exponent 

Exogenous Variables 

CPI - consumer price index 

DTINS - change in domestic institution tax share (= 0 for base; exogenous variable) 

FSAV - foreign savings (FCU) 

GAD} - government consumption adjustment factor 

lAD} - investment adjustment factor 

MPSAD} - savings rate scaling factor (= 0 for base) 

QFS f - quantity supplied of factor 

TINSAD} - direct tax scaling factor (= 0 for base; exogenous variable) 

WFDIST fa - wage distortion factor for factor f in activity a 

Endogenous Variable 

DMPS -change in domestic institution saving rates (= 0 for base; exogenous variab le) 

DPI - producer price index for domestically marketed output 

EG - government expenditure 

EH" - consumption spending for household 
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QAa - quantity (level) of activity 

QDc - quantity sold domestically of domestic output 

QEc - quantity of exports 

QFjo - quantity demanded of factor f from activity a 

QGc - government consumption demand for commodity 

QHCh - quantity consumed of commodity c by household h 

QHAach - quantity of household home consumption of commodity c from activity a 

for household h 

QINTAa - quantity of aggregate intermediate input 

QINTca - quantity of commodity c as intermediate input to activity a 

Q~ - quantity of investment demand for commodity 

QMc - quantity of import of commodity 

QQc - quantity of goods supplied to domestic market (composite supply) 

Q~ - quantity of commodity demanded as trade input 

QVAa - quantity of (aggregate) value-added 
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QX, - aggregated marketed quantity of domestic output of commodity 

QX4Cac - quantity of marketed output of commodity c from activity a 

TABS - total nominal absorption 

TINS; - direct tax rate for institution i (i E INSDNG) 

TRlI;;, - transfer from institution i' to i (both in the rest INSDNG) 

WFj - average price of factor f 

YFj - income of factor f 

YG - government revenue 

YI; - income of domestic non-government institution 

YIFif - income to domestic institution i from factor f 
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Appendix A2: Model Equation 

Price Block 

[1] Import price 

PM, = pwm,.(l +tmJ.EXR + I PQ, .. icm,., 
c'eCT 

[2] Export price 

PE, = pwe,.EXR - I PQ, .. ice,., 
c'eCT 

[3] Demand price of domestic non-traded goods 

PDD, = PDS, + I PQ, .. icd,., 
c'liiCT 

[4] Absorption 

[5] Marketed output value 

[6] Activity price 

PAa = IpXACaJJa, 
<eC 

[7] Aggregate intermediate input price 
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CECM 

CECE 

CECD 

CE(CDuCM) 

CECX 

aEA 



PINTA. = L PQ, .ica," aEA 
ceC 

[8] Activity revenue and costs 

PAo.QA" = PVAo.QVAo +PINTA".QINTA" a EA 

[9J Consumer price index 

CPI = LPQ, .cwts, 
ceC 

[10] Producer price index for non-traded market output 

DPI = L PDS,.dwts, 
eeC 

Production and Trade Block 

[11] Leontieftechnology: Demand for aggregate value-added 

QVAo = ivao·QAo aEALEO 

[12] Leontieftechnology: Demand for aggregate intermediate input 

QINTAo = int ao·QAo aEALEO 

[13] Value-added and factor demand 

( ) 
.~ 

n. P ~ 

QVA = a "o "8'· QF - p 0 

a 0 ~ fo ' fo 
jEF 

aEA 

[ 14] Factor Demand 
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WFr WFDIST fa = PVAa ·QVAa (I f/a fa ·QFfa -P'". )-' .I'/afa ·QFfa -P". - , 
f e F' 

[15) Disaggregated intermediate input demand 

[16) Commodity production and allocation 

QXACa, + I QHA"h = B".QAa 
heH 

[1 7) Output aggregation function 

, 
QX, = aoc,.(Iooc oc.QXAC" -p~, ) P~,-' 

aeA 

[18) First-order condition for output aggregation function 

PXAC" = pX, .QX, (I o"'a,.QXACa,- P~' ) - ' .o oca, ·QXACa,- P~'-' 
(lEA' 

[19) Output transformation (CET) function 

[20) Export-domestic supply ratio 

[21) Output transformation for non-exported commodities 
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aEA ; aECX 

CECX 

aEA; CECX 

cE(CEnCD) 

cE(CE n CD) 



C E (CD nCEN) u (CEuCDN) 

[22] Composite supply (Armington) function 

cE(CMnCD) 

[23] Import-domestic demand ratio 

cE(CMn CD) 

[24] Composite supply for non-imported outputs and non-produced imports 

cE(CDnCMN)u(CMuCDN) 

r25] Demand for transaction services 

Q~ = I (icm" .. QM,. +ice" .. QE,. +icd" .. QD,. ) cECT 
c'eC' 

Institutional Block 

[26] Factor income 

YFj = IWFj .WFDIST ja.QFja 
ae A 

[27] Institutional factor income 

iElNSD ; fEF 

[28] Income of domestic, non-government institutions 
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YI, = I YIF, f + I TRIIII • +trnsjrgo.'CPJ +trnsjr" ow·EXR iEINSDNG 
feF i'eINSDNG' 

[29] Intra- institutional transfer 

i E INSDNG; i' E INSDNG' 

[30] Household consumption expenditure 

EH" =(1- I Shiii/, J .(I - MPS" ).(1 - TINS/,).Y1,, 
ielNSI)NG 

[31] Household consumption demand for marketed commodities 

PQ,.QH,h = PQ,·Y"' ,h + 13"'",.( EH" - I PQ, .. y"' ,." - L L PXAC", .. y"~''') C E C; h E H 
c'eC aeA c'eC 

[32] Household consumption demand for home commodities 

PXACo,·QHAo,h = PXACo,'Y"o," +13ho'h.(EHh - L PQ, .. Y"' ,·" - I I PXACo, .. r"o,',, ) 
c'eC aeA c'eC a E A 

. C EC . hEH , , 

[33] Investment demand 

QINV, = IADJ.qinv, CECINV 

[34] Government consumption demand 

CEC 

[35] Government revenue 
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+ L YIFgo"f + trnsjrgO"ow·EXR 
jeF 

[36] Government expenditure 

System Constraint Block 

[37] Factor market 

[38] Composite commodity market 

QQ, = LQINT", + L QH", +QG, +QIN~ +qdst, +QT, 
aeA heH 

jEF 

CEe 

[39] Current account balance for the rest of the world (in foreign currency) 

L pwm, .QM, + Ltrnsjr,o"i = L pwe, .QE, + L Irnsjr,mw + FSAV 
ceCA! JeF ceCE ieJNSD 

[40] Government balance 

YG = EG+GSAV 

[41] Direct institutional tax rates 

TINS, = lins,. (1 + TINSADJ.linsO I,) + DTINS JinsO I, iEINSDNG 
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[42] Institutional savings rates 

MPS, = mps,.(1 + MPSADJ.mpsO I,) + DMPS.mpsO I, iEINSDNG 

[43] Saving- investment balance 

L: MPS,.(1 - TINS,).YI, + GSA V + EXR.FSAV = L: PQ, .QINV, + L: PQ, .qdst, 
ielNSDNG 

[44] Total absorption 

heH ceC aeA ceC heH 

ceC ceC 

[45] Ratio of investment to absorption 

INVSHR.TABS = L:PQ, .QINV, + L:PQ, .qdst, 
ceC ceC 

[46] Ratio of government consumption to absorption 

GOVSHR.TABS = L:PQ,.QG, 
"C 
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Appendix B: The "Between" Model 

[49] Average capital rental rate 

[50] Share of new capital 

a =[ QFfa< 1 ( a (WFfl _WFDISTfa, 
7J fa' "QF - fJ - AWF a 

L..J fo'/ fi 
a-

[51] Quantity of new capital by sector 

[52] Unit price of capital 

PK =" PQ QINV" 
P '7 " L QINf/. _, 

,-

[53] Average Price of capital 
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