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THE STATE AND PERFORMANCE OF PUBLIC
ENTERPRISES IN ETHIOPIA

Eshete Taddesse

Abstraet;  This paper analvzes and reviews the major proflems aof Public Enterprizes (PEsd in Ethiopla with
particular focus dueing the (974 - P09 period Their abjectives, rale, significance and management
stractures, furve beer suevaed A8 the same (ime, their finanvial performance and financial positions
Auave bean analvoed and reviewed in view of identifing their inrermal and external constraints. Tn view
af improviey e PR finarcial performance ard efficiency, in resource allocation and wtilization, the
paper conciudes that the PEz iy Ethiopia have to be restruciired In such o wen thal the roof coauses of
their poor performance o ingdeguate performance are properly addressed.

L |
. INTRODUCTION

The aim and scope of this paper are 1o diagnose the problems of Public Enterprises
{PEs) in Ethiopia, which could be categorized under the following three periods
before the 14974 revolution.during the 1974-1991, and from 1991 to date. [t attempts to focus
mainly on the financial performance and problems of PEs during 1974-1991 period in Ethiopia.
To this effect, the major problems of PEs with particular reference to Ethiopia are made. In
the process, the rationale and objectives for which PEs were established, their organizational
struclures as well as their revenue contributions to GDP, employment and the generation of
surplus to the central treasury have been highlighted, Second, the policy environment of PEs,
particularly regarding financial, emplovment and wage policies and the privileged, access PEs
had to factor inputs and foreign exchange has been reviewed. Third, based on a ten year
sectoral trend analvsis of PEs showing losses and profits have been analyzed. This analvsis is
based on provisional actual financial plan and on audited aceount figures. Fourth, based on
a len vear trend analysis of PES contributions to public sector deficits are shown by
investipating the PEs capital investment, net savings and financing conditons.Fifth, an attempt
has heen made to highlight the peneral weakness of PEs’ financial position, using debt/equity
ratios and net incometotal assets ratios. Finally, a modest attempt has been made to identify
and ecategorize the basic causes of the poor performance of PEs, under internal and external
factors.

EETHIOPIAN ECONOMIC ASSOCIATION
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II. THE STATE AND PERFORMANCE OF PUBLIC ENTERPRISES
IN ETHIOPIA

2.1 Background
2.1.1 The Nature of PEs

The term Public Enterprise (PE) is used here broadly to mean all industrial, commercial,
agricultural or service rendering undertaking and financial intermediaries controlled 10 some
extent by the government, PEs are expected to "earn their revenue from the sale of goods and
services, as sellf accounting, and have a separate legal identity” [13, p.2]

The circumstances and characteristics under which PEs operate appear varied, They
cxist both in a market economy and a centrally planned economy with various degrees of
moenopoly power or competiliveness. Inwhatever tvpe of economy or mixtures of markets and
central controls PEs operate, their problems in trying to assure efficiency are similar,
Conflicting objectives, insufficient PE autonomy, inadequate measures for judging performance,
lack of incentives linked to performance, and burcaucratic rather than commercial management
styles - these problems arisc in all sectors and have prompted attempts at reform in socialist
and market economies alike [12], "

Increased PE efficiency requires not only internal improvement but also solving the
wider problems of PE - government relations. The reasons for creation of PEs particularly in
Aftica.are associated with historical, cconomic, social and political considerations. Some PEs
were inherited from the colonial era. Others were based on political ideologies. In others the
apparent absence of the indigenous private sector has led governments to create PEs to bridge
the "entreprencurial gap”. In addition, politicians were attracted to the creation of PEs o use
them as patronage mechanism to distribute jobs to their loyal supporters [13]. Review of PEs'
performance in Sub-Saharan Africa leads to the conclusion that PEs’ performance has been
poor. Their eamnings or rate of returns were generally low with losses "Far from contributing
to government revenues, Alrican PEs have more regularly become a burden on already strained
budgets. Few PEs penerate revenue sufficient to cover operating costs, depreciation and
financial charges, a good percenlage do not cover operating costs alone” [12, puix].

Often, closer and careful investigation of profitable enterprises, reveal that distorted
prices, direct subsidies, hidden transfers, preferential interest rates and a host of other factors
have had an adverse impact on resource allocation and utilization,

The major determinants of PEs” poor performance in general, can be accounted for by
the unclear and contradictory objectives the excessive political interference in issues and
decisions that should be taken by enterprise managers ot Boards of Directors,  Second,the
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excessive totation of management due to the shortage of competent managers or the lack of
incentives to retain them negatively affects PEs' performance. Third, the incompatibility of
¢ivil service procedures with commercial operations ultimately results in inefficiencies and
heavy losses. Fourth, inappropriate investment decisions, that emanate from lack and non-
existence of economic and feasibility studies are another major contributor to PEs’ poar
performance [12, p.22].  Fifth, the inadequate nature of PEs® capital structure and the
mappropriate price policies, have resulted in under capitalization, with high debt/equity ratios,
This shortage of funds is apggravated further when large amounts of working capital arg tied
up in inventories and especially receivables. Finally, the common existence of poor reporting
systems, weak accounting methods and weak or non-professional Boards of Directors have
adverse impact on PEs' performance.

2.1.2 The Rationale and Objectives of Establishing PEs

Ethiopian PEs exhibit all the problems noted above. Before the 1974 revolution, PEs
had existed in the Ethiopian economy for many years. The rationale and the objective of
creating PEs, were to stimulate and strengthen the weak national private sector of the economy
and serve as a solution to the "entreprencurial gap”. During the 1974-1991 perind, scientific
socialism became the official approach to ecenomic development of Ethiopia. The rationale
and the objectives of the PEs were based on the nationalization and control of the major
means of production,exchange and distribution in the economy. Consequently, more than 150
selected manufactaring and financial establishments and private business $oncems were
nationalized. In addition, land and extra houses were nationalized.

In view of regulating and coordinating the activities and financial operations of PEs,
Proclamation Mo, 163/1979 came inlo effect on June 30/1978, PEs were expected lo operate
on a self-sufficiency basis and at the same time serve as an important sourée of resource

ol

mobilization., Each PE was expected to pay 5% of its capital and reserve as "Capital Charge"’,
In addition it has 1o surrender the "residual surplus™ to the treasury.

2,1.3 Ovrpanizational Structure

In spite of the fact that the designation of PEs had not been finalized the total number
of state-owned PEs had reached 235 at the end of the EFY 1981, The number of Public
Corporations could be estimated to be 41, while that of Public Enterprises and financial
apencies were expected to be 190 und 4 respectively. Variations in the number of PEs' were
caused by the mergers of PEs and the differences in the numbers of the accounting units® that
existed in certain PEs ail the time,

All PEs and public agencies were under the direet or indirect jurisdiction of the relevant
ministries while financial agencies are under the direct supervision of the National Bank of
Fthiopia. Their organizational structure generally consisted of supervising ministries,
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authorities or executive boards of management.

Under each ministry, a number of corporations and enterprises, with legal personality,
had been established. The duties and responsibilities of corporations were generally to
coordinate and control the operations of public enterprises.  Public corporations wers
established, in the major economic sectors, i.e, industry, agriculture, trade etc., t0 organize
direct and supervise the operations and activities of public enterprises. The functions of a
corporation manager were distinet from that of an enterprise manager, The general manager
of a corporation was appointed by the government upon the recommendation of the minister
concerned. The Manager was responsible for the administration and operation of the general
manager of an enterprise subject to the general directives of the minister. The general manager
of the enterprise, on the other hand, was appointed by the minster upon the recommendation
of the corporation manager. Thus, the enterprise Manager was responsible for the proper
exevution of the dav to dav activities and administrative matters of the enterprise subject to the
general directives of the corporation manager. The general manager of a PE is  supposedly
responsible for the proper operation and adminisiration of the enterprise, However, Labor
Proclamation Mo, 6471975 established that the workers had the right to participate in
management. This implied that the power and autonomy of & general manager of a corporation
or an enterprise to employ, administer, promote, transfer, and dismiss personnel and fix their
salaries and allowances were himited,  Moreover, the existence of the several layers of
authorities in the organizational structures of PEs' i.e Workers' Control Committees, plants,
enterprises, corporations, and supervising authorities (ministries), reduced thi¥ autonomy  of
management as regards decisions on production, prices and investments.

According to the new economic policy of the Transitional Government of Ethiopia,
however. the organizational and management structure of a public enterprise consist of a
peneral manager, a management board and a supervising authority. Proclamation No 25/1992
atterpts to clarify the financial responsibility and accountability of each PE management
structure.  Corporations: have been abolished, The supervising authority, based on the
proposals of the board, shall determine the amount of state dividend to be paid to the
government from the net profits of PEs in each financial year. In addition, it approves the
investment plan of the enterprise submitted 1o it by the bouard. At the same time, an enterprise
shall establish and maintain annually a legal reserve fund of 3 percent of its net profit, until
such reserve fund equals 20 percent of the capital of the enterprise’.

2.1.4 PEs' Contribution to GDFP and Employment

PEs contributed about 20-23 percent of GDP in 1982/83 [14, p.6]. In the manufacturing
sector, PEs accounted for almost 98 percent of the total manufacturing industries” output and
employed 34 percent of the total employment in the manufacturing indusiries in the EFY 1982
In trade, 80 percent of imports and 70 percent of exports were handled by PEs. As far as
domestic trade is concerned, 30 percent of the agricultural products and 60 percent of the
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manufactured goeds in whole sale trade. were accounted for by PEs [17], such as The
Agricultural Marketing Corporation (AMC) and the Ethiopian Domestic Distribution
Corporation (EDDC). In the Construction sector, PEs accounted for well over 71 percent of
the total services provided in the construction industry, In the transport industev, PEs
contributed for some 16 percent of GOP [18]. In terms of investment, it has been estimated
that the share of PEs rose to 2.9% of GDP in the EFY 1981 from its previous level of 5.0
parcent in the EFY 1973 Thus, from 1972 to 1981, PEs’ capital expenditure averaged 37.5
percent of the total government investment or represented an average of 6.9 percent of GDP,
{ See Table 13, As regards employment, PEs engaged over 218,785 employees at the end of
the EFY 1982 (see Annex 5.

During the 1970-1281 period, the capital charge and residual surplus collected by the
Ministry of Finance amounted to Birr 4,428.9 million as compared with the planned figure of
Birr 5,317.2 mullion of the plan figures.[14, p.5]. This implics that only 83.3 percent of the
financial obligations of PEs which was supposed to have been collected was actually collected,
The uncellected portion of 16,7 percent (Birr 8883 million) could partially reveal the effects
of the financial constraints encountered by PEs in the last two decades.

The total revenue (profit tax, sales and transaction taxes, capilal charge and residual
{surplus) penerated by PEs, during the period 1972-1981 averaged 36.3 percent. of the total
average domestic revenue or 13.4 pereent of GDP {see Table 1), In the same period, the tolal
amount of capital charge and residual surplus estimated 1o be collected avemggrjt}.::{% of the
toial domestic revenue or 4.8 percent of GDP. During the period 1970-1981, however, the
actual amount of collection averaged 13,0 percent of the total domestic revenue or 4.4 percent
of GIDP. The totdl profit tax of PEs increased frome Bire 2053 million. in 1972 o Birr 375.2
million in 1981, indicating an average growth rite ol 6.2% per annum. The average profit tax
generated duning 1972-1981 amounted to Bire 319.8 Million, which accounted for 13,1 percent
of the total domestic révenue,

In conclusion, the role and significance of PEs in resource mohilization clearly reveal
that during the period 1972-1981 capital charge and reswdual surplus generated by PEs averaged
about 2048 percent of the total domestic revenue. Furthermore, the contribution of PEs o GDP
in terms of output, investment and employment clearly reflected the significant role of PEs in
the ceonomic development of Ethiopia,

2.3 Policy Environment
2.3.1 PEs Access to Hesources
During the 1972 - 1983 perind | the PEs had 4 specially privileped position in obtaining

factor inputs such as raw materials, credit and & relatively casy access to forcign exchange,
State farms in particular, had a relatively favorable access w foreign exchange for the purchase

LA
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of fertilizer and machinery to ¢nsure a constant supply of raw materials such as cotton, wheat,
oil seeds, hides & skins etc. Similarly, the PEs in other sectors of the economy had a faverable
access to foreign exchange to purchase, raw materials, spare parts and machinery,

Tahle 1
PES' Capital Charge, Residual Surplus, Tax Revenue and Capital
Investment (in Birr millions)

EFY EEY Average Growth
1472 1981 19721982 Rate %

CAPITAL CHARGE & RES. SUR.
PEs™ Capital Charge 419 104.8 80.3 54
PEs' Residual Surplus 2582 4985 4140 6.8

| TOTAL 3 603.7 4942 66
PEs" Tax Revenue
Income Tax 2053 3752 EFLRY 6.2
Tumower & Tran. Tix 3874 1720 i34 (%0
EXCISE TAX 114 4571 2458, 14.1
TOTAL Tl 103 372 34
CAPITAL INVESTMENT
Central {iovernment 4433 17438 11798 14,7
Public Enterprise 4270 12379 T 1 P
TO¥IAL 3003 28817 1935 131
MEMORANDUM [TEMS
TOTAL PE REVENILE 1337 | G080 | 3733 4.3
A% a % of Tot Dom. Rey. A5.0% A2 [ 3%
-As A % GDP 123% 125% 15.4%
CAPITAL CHARGE & RES. SUR BN 37 444 2 fifs
-A5 4 % of Tat, Dem. Rev 20 4% | 5.8%% Jik K%
-As & % of GDP 1 R% 4.8% 3B
PEs" CAPITAL EXPFENDITURE 4270 1,2379% T, 1 12
-A5 2 % of Total Govt. Inw, 49 1% 4| 5% 37.5%
<As a % of GDP 540 LR 0%

Sowrce: MOPED and MOF

As resards access Lo bank credits, the PEs particularly in state farms, had a very

favourable position, with relatively lower rates of interest. Credit policy was used 2s an active
ool in the utilization of resources.  Consequently, as shown in Figure | and Annex 6, the
average proportionate share of loans pranted and disbursed o the PEs was more than 60% of
the total foans granted and disbursed during the 1972-1983 peried.  In addition, the total
outstanding loans as of the end of June 30, 1983 sood at Bier 3.876.7 million out of which
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Birr 3.046.7 million or 78.6 percent were those of PEs [8]. The shares of cooperatives, and
private enterprises and individuals were 7.7 pereent and 13.3 percent respectively. Out of the
total outstanding loans of Bire 3.046.7 million, the shares of PEs in agriculture, industry,
foreign trade and housing and construction sectors of the economy were 56.5 percent, 16.8
perecnt. | 1.2 percent and 9.6 percent respectively.

2.3.2 Financial Poliey

After paving 50 percent of profit tax. the PEs are required, by proclamation
Mo 16371979, to transter 90 percent of the retained earnings in the form of capital charge and
residual surplus 1o the treasury,  The remaining: 10 percent is retained by the enterprise into the
general reserve until such reserve fund equals 30 percent of the state capital of the PE and
H0% Tor Financial Agencies (FAs), The oltimate result of this financial policy 15 that while the
profit making enterprises retain a very small proportion of their profit the losing ones would
simply face the chronic problem of the shortage of working capital and decling in Their equity,
In addition, since the proclamation does nol specily clearly from what source the PEs oughi
L service the prineipal amount of their long term debty proper servicing of PEs bank loans and
their finuncial performance were adversely affeeted, The proclamation provided that in any PE
that had tncurred losses lor three consecutive vears. the financial affairs and the viability of the
Pis concerned will be investigated and prompt remedial measures including dissolution would
be taken, |lowever.this was not impleniented. &

2.3.3 Price Policy

The jssuance of Public Notice No, |8 of 1975, had resulted in a general price freeze of
all locally manufaciured goods: Since then. the povernment had started o control the prices
of a wide range of products, especially of basic consumer goods that were in short supply. The
rationale for this policy was the povernmetts’ desire te keep price within the reach of the
population.

Since 1980, the task of fixing prices had been transferred to the ONCCP, and the PEs
were not permitted 1o make automatic price adjustments even if costs escalate. Upward price
adiustments were permitied when unavordable increases in costs were believed to lead 1o
losses. Thus, ex-factory prices were fixed en the basis of cost plus a “reasonable margin® of
profit, There were often lengthy delays between the enterprises’ request for a-price increase and
the sovernment’s ruling on the request

In marketing. PEs' outpus, eg. agriculoral products, state farms.seld their products to
government institutions or other PLs by government dirsetives. The PEs' credit sales. to
government agencies, ministries or other PEs have often resulted in the interlocking of debts
and shortage of working capital, which ultimately increased the interest cost, As of the ¢nd of
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Sene 30, 1973 awotal debt of Birr 689.6 million existed ameong PEs and belween PEs and other
agencies of the government [8]. For instance, the Ministry of Defence owed awtal of Bire 150
million out af which Birr 34.5 million, Birr 87.2 millien, and Birr 16.2 million, were the sales
of PEs inindustry. transport and communication and construction, respectively.it is important
to note that the price of the major exportable commodities such as coffee, hides and skins and
0il seeds were determined in the world market,

2.34 Emplovment and Wage Palicy

Wages and salaries had i principle been lresen since the fabor proclamation order of
1975 except for the lower income groups. In the civil service, only those emplovess who
earned between Birr 30 and Birr 636 a month, were eligible for salary increases. In the PEs,
on the other hand, only those employees carning between Birr 65 and Birr 650 a month are
eligible Tor salary increases. The salary of the workers earning more than Birr 650 a month had
also been frozen since 1973, Undeuabtedly this had a negative impact on the technical efficiency
of PEs:

In view of enhaneing the effective wtlization of factor inputs wo produce the maximum
oulpul, the government miroduced a wage policy reform program in 197980, with the ultimate
objective of linking incentives 1o the PEs” performance: Waae rates were revised annually
according o the following fermula: [ production, productivity per worker and profits ol a PE
exceed that of the previeus vear workers were entitled to a salary increase of 38 and 1 percent
respectively, onadditive basts,

This incentive system has its own limitation since increase in owtpul did not pay
attention to guality and improvement in technical efficiency, Consequently, misutilization of
resonrces could not beruled oul in the process.

1L THE FINANCIAL PERFORMANCE OF THE PEs

The performance of PEs is wsually measured by reviewing their profitability or
efficiency, It must bhe noted. however, that the measurement and evaluation of PEs
performance indicators require cureful construction and interpretation due to the following
inherent practical limitations; First any indicator of enterprise performance should be consistent
with the ohijectives of the enwerprise. Second all the achievemenls of PEs poals and objectives
cannot e quantificd and expressed in terms of financial profits alone. Third, the use of perfect
compelition model as o basis for deriving performance indicators may not reflect reality, due
1o the Fact that pricing and Investment crileria are often influenced by income distribution, and
the seructural snd behavioral charpcteristics of markets. This seetion attempts to review the
profitability: or efficiency of PEs in Ethiopia.



Eahaie T The State and Perfommance of Pubdsd Eisprigs m Eihiipia

3.1 The Relation of Efficiency to Profits

The performance measurement criteria of Public Enterprises (PEs) arc generally
efficiency or book profits. The concept of efficiency refers to the amount that is derived from
a given input. Efficiency is therefore increased if output rises without an increase in mputs or
when output outstrips the increase in inputs.dt refers o the output performance of all the
productive factors emploved in the enterprise. Profit on the other hand, represents the reward
to those that provide the enterprise with capital. The enterprises’ cfficicncy can bé measured
by its book profit in addition intgrest puid. plus taxes paid fewer subsidies received. This
implies that the measures of efficiency and the measures of book profit, although closely
related. are not identical.

In the case of ‘a losing emterprise, the micasurement of efficiency, shows that the
enterprises’ oulput has less value than the inputs requited 10 produce the output. Thus. in spite
of the fact that efficiency and book profit could deviate considerably from each another: hook
profit or loss analysis eould throw sufficient light oo the financial performance of PEs in
Ethiopia.

3.2 Profitability

The total consolidated profit and |oss statements of PEs during the 1972-1981 period,
reveul that the average vearly tomal net sales amounted 1o Bier 6,156.4 millioW (see Table 20
Net sales increased from its level of Birr 4, 152.2 million in 1972 to Birr 7,732.3 million in
981, indicating an annual growih rate of 6.4 percent. In the same period, the cost of poods
sold showed a yearly prowth e of 6.1 Percent. [t répresented. on avernge 64.8 percent of
the total net sales (se@ Figure 2 and Annex),

Asoa result, the average gross margin of profit, the average nct income hefore income
tux, and inceme tax represented anly 36,6 pereent and 14,2 percent and 5.2 percemt of the total
net sales respectively. This could be mainly attributed to the increased cost of production amd
the unfavorable private business environment which resulted ini gréster prowth rate in the cost
of poods sold than net sales especially n the productive seciors (i.e. agniculture and industry).

As regards stock posilion, the highest average stock invenlory s a percentage of cosl
poods zold recorded 48.6 percent in hotels and tourizm and 314 percent in the health seetor,
In the same period, domestic trade and Foreign frade registered 25.6 pereent and 23.7 percent
averapge stock inventory as a percentage of cost poods sold respectively, Thus, PEs enpaged
in the operation of duty free shops, the supply of medicing and the import and export of goods
required a minimum of stock holding for at least six months, This would ultimately result in
financial sgueeze and higher interest cost and possible inefficiency in the allocation and
utilization of capital,

140
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3.2.1 Sectoral Distribution of losses

According to the provisional actual plan fipures, during the 1971-1981 peried, the
agerepated total loss of the PEs amounted o Bire 1,6255 million [14, p.9). Out of this, Bir
849, % million was the loss in the agricultural sector, representing 58.4 percent of the total loss.
Iry the same period, the wtal loss in state farms was Bire 840.7 million, 10 manufacturing
mndustry Birr 3219 million, and in mining Bier 2199 million, which was 31,7198 and 13.5
percent of the total loss respectively.

During the period 1971-1981, on average 31 percent of PEs incurred a veatly loss of
Birr 147.6 million, PES in the agricultural sector averaged a yearly loss of Birr 86.3 million.
At the end of 1981, however, 87 PEs that represented 37 percent of the total number of PEs
registered Birr 236.5 million loss.

As regards the sectoral distribution, the PEs in the agricuftural sector registered Birr
1473 million loss out of which Birr 126.8 millivn and Birr 20.5 million was that of 1% PEs
in state farms and 5 PEs in coffee and tea respectively. on the basts of audited account figures,
as shown in Annex 2, the numbers of audited PEs making losses increased from 44 in 1973
to 663 in 1980, indicating an annual prowth rate of 6.7 pereent, This represented that on average
2%:| percent of the total audited numbers: of PEs were annually registering an average of a fotal
loss amount of Birr 1006 million. The average annual loss of the PEs in%he agricultural.
industrial and mining and energy sectors were Birr 41,6 million, Birr 26.9 million and Birr 13,6
million respectively, Thus, PEs in the above mentioned sectors: alone accounted for 83.4
percent of the wital vearly average loss. State farms alone, on the average represented 34.6
percent of the total annual loss amount while that of manufacturing industry accounted for 26,6
percent. The average annual share of the PEs both in the mining and energy sectors represented
for 13.5 percent of the total loss amount. The comparative study of the audited and accounts
before auditing reveals that based on the provisional actual plan figures, 531 percent of the total
PEs incurred a vearly loss amount of Birr 147.6 million while the audited accounts showed that
only 281 percent of the total PEs registered an average total loss amount of Birr [00.6 million.
This difference is caused by the minimum time fag of 3-53 vears regquired 1o compleie the
closing and auditing of the books of accounts of the PEs particularly in the agricultural sector.
For instance, ag of February 1985 in the agriculworal sector alone, a total of 29 PEs have not
completed and finalized the audited accounts for the period ending Sene 30, 1980
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Table 2
Sectoral Distribution of PEs’ Profitability During the
EFY (1972-1981) (in Birr millions)

Setlors Ay Smgk Av, Ciasd Lirpwth Av, Nt Grawih et Profi Ayerage
Invenbory a5 of Giosods Rute ¥ Sales Rats Before Profive
Ao ol Cost ol Sold Tax Hales Tn
ot -Jaled B
1 Agriculiuse EEi | 123 3 1.4 251 mn
Kinte Farma 1L 68 Q.0 AFRE BE 156 4.3
- Coffee & Tea 121 148 |66 (X1 L5757 a.5 474
= Aaticilnute 20.3 53z qzn BS54 330 3.0 4.6
2 [WDUSTHY |30 LAnEd &l IEl4:1 1K 2% 106
3 DOIMESTIC TRADE 156 10826 55 | s 6 4 539 4.3
4 FUREIGS |RADE ALF K2k 21 4179 -3 LA 4.7
5 HOTELS & TOURISM A&k 155 b Gl 3 Bdl "R
h THAMSIMIRT & oMM ITh ST | B4 LELE L 91 %)
TGOS NG & CONST 17 03T 1.0 | 2.4 .5 2.T
% MIMES & ENERGY 4.1l 4bg.1 £h G2 [{HR H2E 179
A LTRHAN DEYVELOPMENT 131 iu A0 (5 £ 475 430
10 AN KIS i L] 410 50z T EA(i R BL7 i
|1 HEALTH 14 i 1d LR LT MNA 20
| L CYTHIERS Al (| T sk [ A
TOTAL A0ELl 1% LEEE] LK ath | 123

Source: Ansual Financal Plan Repont of S0OEs {1972-1982)

3.2.2 Seectoral Distribution of Profits

The numbers of PEs showing net profits before income tax, in numbers and amounts
and in their sectoral distribution i given in Annex 3. During the 1975 - 1980 period, the
numbers of gudited PEs making net profits, before income tax, increased from 122 in 1975 to
156 in 1980, indicating on average an annual growth rate of 4.2 percent. In the same period,
the amount of net profit increased from Birr 5995 million in 1973 to Birr 1129.8 million in
1480, showing a yearly growth rate of 11.1 percent. Thus, on average, 71.9 percent ‘of PEs
were registering abouwt Birr 876.1 million profit per anoum,

The profit making PEs were largely in the service sectors: Financial institutions
generated a vearly average net profit of Birr 272 million, while transport and communications

k3
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registered Birr 120.9 million, The average yearly share of PEs in domestic trade was Birr §9.9
million while that of mines and energy was Birr 142.9 million respectively. In short, PEs in
the above mentioned service scctors accounted for 70.2 percent of the profit. The total share
of PEs net profit in industry and agriculture accounted for Birr 182.6 million and Birr 31.5
million respectively. Thus PEs in the productive sectors of the economy, i.e in agriculture and
industry, registered only 24.8 percent of the yearly average profit, due to the constantly
increasing level of the cost of production and overhead cost and the low level of productivity,
particularly in agriculture as will be shown later.

3.2.3 The Ratio of Net Profits Before Tax to Total Income

The conselidated profit and loss statements for the operations of public :n[t:rpri;{as
together with financial agencies is shown in Figure 2, Tahle 3 and Annex 1,

As shown in Table 3, the total nel sales together with other ron-operating . income
increased from Birr 4.188.4 million in 1972 10 7.851.4 in [981. indicating an average annual
growth rate of 6.5 percent. In the same period, the toial amount of cost of goods soldsincreased
ltem its level of Bire 2,709.8 million in 1972 w Birr 4.876.1 million in L1981, showing an
average annual growth rate of & percent, However, for the same period, the selling and
distribulion expenses and the admimistrative and general expenses grow aran average annual
growth rate of 6.9 percent and average annual growth rate of 6.2 percent, in currénl prices. The
ralio of net profits hefore tax 1o net sales {profil margin) for these vears declined from 13.9%
in 1972 to 13.6% i 1981 indicating an average annual growth rate of -0,3 percent..  The
sectaral distribution (s shown in Annex 7.

The profit margins have been consistemtly higher in the service rendéring enterprises
than the ones in the industrial and agricultural sectors. During the 1972-19%1 period, the
average ratio of net profits before tax to tolal net sales averaged 61.9 percent in the financial
institutions, 432 percent in National Lottery Administration, 43.0 percent  in urban
development, 245 percent in the audit service corporation and 17.9 percent in mines and
cnergy, The average shares in the other service rendering cnterprises were 10.8 percent in
transport and communications, 9.9% in Hotels and tourism, 8.0 percent in health 4.7 percent
in foreign trade, and 4.5 percent in domestic trade.

The average share of PEs® in industry was 10,6 percent while those in Agriculture were
only 5.7 percenl. Furthermore during the 1972 - 1981 period, the historical trend of the ratio
of profits to sales of PEs registered an average annual decline of 7 percent in industry and 14
pereent in agriculture indicating the increasing cost of production and well as the rising trend
of administrative and operating expenses, especially in the industrial and agricultural sectors
of the economy,
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The major factors contributing o the increased cost of production and the rise in the
total operating expenses are the PEs' inadequate level of capital structures. the unclear and dual
objectives” of creating the PEs the existence of basic technological problems and the
unnecessary delays in implementing the remedial measures stipulated in the proclamation No
163/1974,

In many instances, PEs were allowed to be established and operated, without finalizing
the proper leasibility studies and providing them with the appropriate level of capital required.
For instance. the origin and growth of the presently cxisting state farms, goes back to the
nationalization of rural lands. Few commercial farms® established as share companies and
severid privately owned small farms® were nationalized and organized to operate as state farms
with borrowed funds, In many instances, their accounting systems were diverse and their assets
and liabilities were nol adequately specified. Furthermore, the locations of the farms were
scuttered, escalating the farm management overhead cost and increasing the cost of production.
In addition, the delay in implementing the remedial measures for the constantly loss making
PEs. has apgravated weakness in their financial positions, In the "Regulation and Coordination
of Public Financial Operations Proclamation No [63/1979" Article 9, provides that the PEs or
financial Agencies’ that have incurred loss for three consecutive vears or used up more than
30 percent of their state capital must be liquidated, However, most PEs particularly in
Agriculture, have registered total liabilities that excesded therr total net assets and stil)
comtinued operations. &

324 Financial Rate of Return (FRR)

Another measure of financial profitability i the financial rate of return (FRR), The FRRE
can be defined as the ratio of operating surplus to book value of fixed assets, where operating
surplus is defined as value added at factor cost less wages and salaries, employees’ benefit and
depreciation.

As lable 4 indicates. the average FRR for the public manufacturing industrics was
28.4% during 1976-1980 period and then declined to 22 percent and 10 percent in 1981 and
1982 respectively. This increéasing trend in the decline of the financial rate of return of the
mianufaciuring enterprises has created the shortage of financial resources in most PEs that made
them increasingly dependent on short-term and long-term loans from the banking svstem. Their
financiul structures grew weaker over lime, The debt-equity ratio has been steadily increasing
tor the sector. This is partly due to the povernmentl’s financial policy that leaves enterprises
with a generally small amount of monev-at their disposal.
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Table 3

PEs' Ratio of Net Profit'Total Income During 1972-1951 (In Birr Millions)

EFY Toral Sales Cost of Selling & Adm, & et Profit ProfitTotal
& Oither Croods Sold [Hstrib. (reneral Before Tax Income %
Incoses Exp. Exp.
1972 4,188.4 2, 70498 47540 ao0.% SHd. 13.9
1973 5,296.6 331235 6027 T T889 14.9
1974 55915 35940 171 s07.2 7134 128
1975 54515 33144 663,48 T93.5 7327 139
1976 60700 38877 7346 K342 90,7 13.0
1977 5,103.3 36457 B9 2 85l 6 B10s 16.1
1978 6,937.4 4,294 1} BUE 1 1,0929 9176 16.]
1979 78305 4.907.9 TI5.5 1,106.4 1,183.6 15.1
1980 52762 520011 4B 11850 1,080.0 13.0
1981 78513 4.476.1 9234 1,.218.1 1.070.3 136
AVERAGE 6, 1564 39842 G118 Qa0 76,1 14.0
GROWTH 6.5% &.0% 6.9% T.3% 62% 0.3
RATE
Sources: Varipus Financial Plan Documents: MOPED Files
%

3.3 Efficiency in Resource Allocation and Utilization

To measure and evaluate enterprise performance the maost widely uwsed etficiency
concepts include: technical efficiency, allocative efficiency (price efficiency), economic
efficiency (productive efficiency), and " x-efficiency ", Technical efficiency is defined as the
maximum attainable level of output for a given level of production inputs and aliernative levels
of technologies [3, p:66). The concept of allocative efficiency (price efficiencyhon the other
hand, refers onlv to the adjustment of inputs and outputs 1o reflect relative prices and the
technological levels of production. It relates to the welfare gains obtainable by removing
monopoly power and the restriction of output . Thus, it measures the skill in achieving the best
combination of the different inputs and their relative prices {11, p.321]. The term economic
efficiency (productive efficiency) refers both to technical and allocative efficiency. Therefore,
"the simultaneous achievement of bath efficiencies provides the sufficient condition to ensure
economie efficiency” |3, p.66).

Productive efficiency and x- cfficiency are also distinet from cach other. As already
indicated productive efficiency can be defined in terms of its two main components: technical
efficicncy and factor price efficiency. The term "x-efficiency " was developed initially by
Leibenstein. The determinants of “x-efficiency” level include the role of competitive market
pressures and the interpersonal relations within firms which promote work motivation,

l&
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331 A Measure of Economic Efficiency

Inter-industry and inter enterprise comparisons of PE's can not be complete unless some
measure of efficiency in resource allocation is applied to standardize the comparison. This
measure 1% referred 1o as the Domestic Resource Cost (DRC) coefficient, which is the ratio of
domestic factor cost in social prices to domestic value added (revenue minus tradeable inputs)
in social prices [16, p.127]. [t assesses the domestic resource cost of saving foreign exchange
by the production of import-competing goods or earning foreign exchange by the production
of export, As shown in table 5. the enterprises which appear to be efficient include Babile
Mineral Water Ethiopian Foot Wear, Awash Tannery, Ethio-plastic. The inefficient
enterprises include those with high positive DRC coefficients (eg Addis Garment and Ethiopian
Rubber and Canvas shoe with actual long-run DRC of [4.73 and 14.03, respectively.) and some
others with negative domestic value added, eg., Combolcha Textiles - 4.24 DRC. The negative
value indicates that the value of the commodity produced is even less than the value of the
tradeable inputs utilized.

Financial Hate of Return (FRR} of Puhli'-:a:'ll:n‘::lacluring Enterprises'"* by Corporations

CORPORATION Average 1988/89 198990

1981 P 1582
Ethiopian Foud 343 21 14
Ethiopian Sugar 218 49 49
Ethiopian Beverages 284 24 12
Mational Toebacco & Matches 149 .6 ET2 210
Mational Textiles 11.2 {5 (2)
Mational Leasther & Shoes it He 34
Ethiepian Printing 1580 [ 54 an
Mational Chemical 129.6 T a7
Ethiopian (lement (8.6 3 ]
Mational metal works 502 11 (10
Share Cotnpanies 16022 3 12
Average 234 2 10

Spurce: MO 1992, Suistical Bulleting, Volume VI,
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A comparison of financial and economic profitability shows some conflicting different
combinations results such as povernment firms that are financially profitable but allocatively
mefficient and vice-versa, The reason for the divergence is the difference between market
prices and economic prices of inputs and outputs [18, p-128]. The governments’ pricing and
trade policies are therefore, the main factors causing the difference, These DRC measures
become more useful and meaningful when considered against the background and reality of
policy environment in which the PEs operated. As already indicated, price controls in Ethiopia
have been used to control the production and distribution costs of the PEs. In general, prices
were determined on the basis of ¢ost plus some margins of profit that were based on actal
costs that may involve inefficiency. The effect of the governments' trade policy an the PEs is
s¢en from its impact on input and output prices through taxes and subsidies. For instance; from
coffee surcharge lmposed on coffee during the period 1974-1983 Hirr 1186 million was
collected by the treasury. resulting in a cumulative loss of Birr 184.3 million [2].

In the agricultural sector, an attempt has also been made to caleulate the DRE ratio af
producing coffee, wheal, maize,sorghum and cotton in the state farms and the peasant seclor.
In this case, DRC is defined as the economic value of domestic resources used td generate or
save a unit of net foreign exchange. The study indicated that in state farms the DROC ratio [18,
p i L0} for cotton was 0.78, for wheal - 6.93 and for maize 1,78, The DRC for cotton was less
than one that means that it was socially profitable for maize and wheat. Tn the peasant sector,
however. the DRC ratios for coffee was 031, for wheat 0,60, and maize 0.41 indicating their
social profitahility, <

3.32 Technical Efficieney

Efficiency in the allocation of primary inputs like labor, capital and other tangihle
materials is referred to as technical efficiency [4, r.392]. As shown in Tahle 7, the average
yield per hectare for such crops as com, wheat and harley were technically greater in state
farms than in private peasant farmis due to the increased use of labor, capital and mmproved
apricuftural inputs. However, unless the increase |n vield is related to cost, this may not
indicate the effective utilization of factor inputs 1o produce the maximum output with minimum
cosl. The motivational pressure or meentives of labor and management and the compelitive
environment in which PEs operate play a erucial role in minimizing cost and maximizing
output.  In addition, the organizational siructure of PEs, particularly in state farms had been
highly centralized. Consequently, decisions on new investments, expansiens and improvements
were made at the top, leaving little or no room for managements” autonomy and discrerion.
Furthermore, the existence of idle labor, and the labor law that adversely  influenced
managements’ decisions on wages, placement, promotion, and transfer of workers ultimately
resulted in increased cost-and low productivity of labor, The capizal structure of the PEs, were
generally inadeguate. Thus, the FEs often resorted to heavy bank borrowing to meet their
investment and working capital requirements therehy increasing interest expenses. As a result,
state farms had over 60 percent of their expenses reprosented by overhead and administrative

18
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costs that made them unprofitable,

Furthermore, as indicated in Table 6, the differentiated cost of capital had led to
increased inefficiency hecause, the cost of capital did not reflect the cconomic cost or economic
benefits of capital.

There were different bank rates for different sectors and borrowers (as shown in Table
6} Cooperatives and public enterprises enjoyed lower rates of interest than private entérprises
or individuals.

In the coffée sector, as shown in Table 8, the ten vear average yicld in state farms was
3.8 gtls per hectare while that of private coffee farms covered by the coffec improvement
project (CIP) registered 6.5 gtls per hectare during the 1978-1983 period [5, p.6]. Assuming
that all the other factors remain the same, the difference in yield may be accounted for by the
incentives of labor and management and the coffee management activities such as "weed
control, application of fertilizer, irrigation, application of insecticide, spacing, pruning,
stumping, spraying, hocing, mulching, slashing ete. [3. p.29].

As shown in Table 8, the average break - even vield of Sate-Owned coffee farms was
6.5 gtls per hectare, indicating cconomic inefficiency that resulted in a total loss amount of Birr
183.9 million during 1974-1983 period. This was the result of the actual yield of lower than
the required break - even yield, on the farmsin the new Teppl and Arbagugu®olTee farms:

Among the major factors explaining the losses in State Farms including the coffee
farms, were the increasing overhead and administrative costs, the lack of appropriate technical
and economic feasibility studies; the inability to use machinery at full capacity; idle labor and
the bureaucracy that caused delays in decision making Among the external factors affecting
the profitability and efficiency of government controlled cereals and coffee farms include: the
policy environment, such as that of price, wages. trade and tax; and the increasing cost of
imported raw materials such as chemicals, fertilizers; and the unpredictable weather,
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Table 5
Efficiency Measurement for Selecled Indostrial PEs®

Enterprises 1983 1988{1981) 1989 1982)
NREC Financial DRC Finzncial DRC | Financial
Profitability | Long-Run Profuability Profitability
in Birr *000 in birr 000 in Birr "0
I, Babile Mineral Water 1] -337 A -58 078 =104
2. Awash Winery .20 2358 0.42 mm 072 385
3. Addis Ababa (Glass 437 748 MA -qa7 154 -7
warks
4. Combolcha Textiles RE WA WA 2189 | 424 . NA
3. Mire Dawa Textiles 1.37 3434 .43 2522 | 059 <2552
6. Ethiopian Fibre -204 | 743 1.16 1202 | 078 -2589
Factory
T Ethiopian Foor Wear B4 219 102 297 | 043 <297
& Awash Tannery g 14904 0.33 Tgs | D47 3402
8. Addis Garment NA NA 14.73 -135 | 10 | % -135
14. Ethiopian Kubber & A MA 14.03 2063 1 866
Canvas
I'l. Ethio plastic &3 5245 0.23 11o? .32 2322
12, Ethiopian Iran & 287 584 075 2064 | 055 198
Stee]
153, Kalitie Seeel 268 A3 17 237 | 054 37
14, Ethiopian Pulp & 454 144 MA -1 %94 A B34
paper
Mo, of Sample Surveys 19 Lewdustrial PEs 35 Industrial PE’s 41 Industrial PE's
Source; « World Bank 1989 Ethiopia Industrial Sector Review Report Mo, 783 -ET

- World Bank 1990 Revision of Production Incentives for exports & the domestic market by Road Falvey
and Chris Jones.
- Audited Relevant Reports
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Lending Interest Rates {In Pcrcent-l;:::t.fnnumh July 1, 1986-Dctober 1,199
|__ Cooperatives Public Enterprises | Private Enterprises
& I[ndividuals
- Agrniculture 3 i 1
- Industry fr & g
- Dromiestic - Trade [ 3 -5
= Import Trade 2] G-H 7835
- Hotels & Tourism f b 9
- Constructian & 5 9
- Housing,
{1} purchase & [ 8
{2 Construction 4.5 4.5 7
- Persenal Leans - 14
Source: Malional Bank of Ethiopia
L |
Tahle 7
Average Yield Per Hectare in Qtls. 197HB0-1985/ 1986
Stale Farms Private Farms
Loam 4.7 15.6
Wheat 14.2 0.7
Barcly 16.5 11.7
| Eotien 15-24 NoA

Source: Ministry of State Farms. Towards a Strategy for the Development of State farms in Ethiopia. Vel. | 1986
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Table 8

Actual and Breskeven Yield of State-Owned Coffee Farms

1974-1983 Aw, 1974- 1983 Break Total Profit

Preshuctivity Actual Even Yield (Lozs) (in

Yield Qtls.! Hectare Citls.‘Hectare millions)
Limmu Coffes 4.9 6.8 {32.9)
Bebeka Coffes 3.9 12.8 {138.0}
Old Teppi 28 T (12:3
New Teppi 4.5 33 .1
Arbagugu 259 2.7 0.3
Average k- 6.5 L8335

Source: Ministry of State Farms: Coffes Development Corporation: Financial Heview 1974-1983. Yol 5,1984

3.3.3 The PEs' Contribution to Public Sector Deficits

Tetal public sector deficit increased from Birr 4392 million in 197% to Birr 2,043
million in 1981. As a percentage of GDP, this represented an increase from 3.2 percent in 1972
to 16.4 percent in 1981, The average share of the central povernment deficit was Birr 9154
million while that of PEs" was Birr 706.1 million. In the same perind, total PEs® deficit as a
percentage of GDP increased from 0.6 percent in 1972 to 4.3 percent in 1981,

During the 1972-1981 period, the total Capital Expenditure required by PFs for new
investments, replacements or expansions increased from Birr 427.0 million in 1972 to Bim
1,237.9 million in 1981 indicating an 11.2 percent annual growth rate.  Af the same lime, the
total net savings of PEs rose from Birr 120.7 million in 1972 to Birr 196.2 million in 1981,
indicating an annual growth rate of only 5.0 percent.

In addition, analysis of the financing of the PEs reveal that net savings of the PEs’ as
a percentage of GDP rose from its level of 1.4 percent in 1972 to 1.6 percent in 1981, In the
same period,the PEs' capital expenditure as a percentage of GDP increased from 5 percent in
1972 1o 9.9 percent in 1981, This indicates that the PEs contributed a much smaller share to
national savings.( a fifth of their investments),

These large proportions of PEs’ deficits, have their root causes from the inadequate PEs'

savings performance which was mainly due to the operating inefficiency or inadeguate cost
recovery. Thus, the PEs' deficits had been financed by substantial net outflows from
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government borrowing, from the domestic banking system and foreign borrowing. As a result,
al the ¢nd of 1980, the percentage share of the total outstanding loans of PEs was 37 percent
while that of the central government represented 33 percent.

The foregoing analysis of PEs™ financial performance and efficiency in resource
allocation and utilization. reveal that the PEs have failed 1o penerate internally a sufficient
amount of working capital or adequate amounts of savings for investment [12, p.23]
Particularly, in the productive sectors of the ¢conomy, such as agriculture and industry the PEs
have demonstrated a limited capacity to finance new, expansion or replacement investments,
Most of them have moved from being a burden on the budget to a state of being a burden on
the domestic banking systems.

IV. THE FINANCIAL POSITION OF PEs

In addition to the investigation of the financial profitability of PEs, the analysis of
DebtEquity ratios as well as the Net Income /Total Assets ratios, could reveal the financial
strength of PEs in the different sectors of the economy.

4.1 Debt/Equity Ratios'

The debt/equity ratio, which is the rauo between lotal liabilities and the net worth of
enterprises varied significantly among the PEs in different sectors of the econofny {see Annex
43 In general, 53 percent of the total number of PEs, have registered debt/equity ratio levels
in excess of 80 percent. Twenty two percenl of the total number of PEs have shown
debt/equity ratios over and abave 100 percent, indicating a weakening of the financial position
of the PEs. The PEs, particularly in agriculture and industry had accumulated large debts. State
farms, and the manufacturing sub - seclors (food, textiles and beverage) have faced serious
working capital shortages and problems to service their accumulated debit.

4.2 Net IncomeTotal Asset

The ratio of nel income/total assets shows that about fifty percent of the total number
of PEs, had negative returns or returns less than one percent (sce Annex 4 ). In general, about
30 percent of the PEs had returns over six percent, pointing out the peneral weaknesses of their
financial positions, In the manufacturing sector, most of the PEs in food, textiles, beverage
and metal work sub-sectors, were loss makers . In state farms, during the 1972-1981 period |
the total net sales and the other non-operating incomes, increased at an annual growth rate of
8.4 percent while the cost of goods and services sold and the lotal operating expenses increased
al an annual prowth rate of 9.1 percent and 0.4 percent respectively,  Consequently, the
financial position ol state farms became so weak that at the end of June 30,1983, state farms
that had accumulated a deficit of Birr 1,112.5 million and repistered a negative net equity
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position of Birr 6955 million (see Annex 5). Similarly the PEs in the coffee and tea sectors
had used op up their capital of Birr 68.6 million and accumulated Birr 150.5 million deficit and
registered & negative nel equity position of Birr 82.0 million at the end of EFY 1983, As a
result, the total liabilities of state farms, at the end of EFY 1983, stood at Birr 2,190.7 million
while their total assets were only Birr 14952 million. indicating a debt/equity ratio of 1.46
percent, At the same time, the PEs in the coffee and tea sector had a total liahility of Birr 69,9
million with a corresponding leve] of total assets value of Birr 61.7 million showing a
debtfequity ratio of 1.13 percent.

In the manufacturing industry, the total net sales together with the other non-operating
incomie, increased from Bier 14024 million in 1972 1o Bier 2.226.2 million in 1981, giving
an annual growth rate of 4.7 percent. At the same time, the cost of goods sold and the total
eperaling expenses increased at annual growth rate of 6.2 percent and 3.3 percent Tespectively.
Consequently, the profitability ratio of profits before tax/total sales declined from 14.7 percent
in 1972, to 7.4% in 1981, This annual decline of 7 percent in the profitability ratio can he
mainly accounted for by the increasing cost of raw materials and the continuously rising trend
of the total operating expenses, In addition, as a result of old age and frequent breakdown of
machinery and the search for spare panms, that were searce, often resulied in a waste of
production lime, increasing the cost of poods sold and the lotal operating expenses,

As a result, the financial position of the PEs in industry revealed that the percentage of
net equity to capital was on the average 87,1 percent at the end of FFY 1982 (%ee Annex 5).
However. in the cement, food, leather and shog sub-sectors: the amounts  of negative eapital
and reserve substantially increased, resulting in the percentage of net equity to capital of 8.3
percent. 684 percent and 899 percent respectively. In the same period. the debtfequity ratio
in industry was 83015 indicating 2 heavy debt burden. In the cement sub-sector, the debt/equity
ratio registered 175 - 75, indicating that the wotal asset of the PEs was not in a position te cover
their total liabilities. In food and the textile sub-sectors; the debt equitv/ratios showed 91:9 and
8812 implying that out of the otal equities %1 and 88 percent respectively. were covered by
debt. Tn the construction and foreign trade sectors, the debt/equity ratios indicated [27; -27
and 97:3 indicating an-aceumulated delicit of Bier 371 million and Birr 3.9 million in the
respective sectors,

V. THE BASIC CAUSES OF THE POOR PERFORMANCE

The major causes of the poor fnancial performance and inelficient use of resources of
the PEs during the last two decades, mav be categorized under internal and external factors.

5.1 Internal Factors

i. As mentioned carlier, the existence of the several lavers of authorities in the orpanizational
stiructure of the PEs e, workers’ control commitice, plants. enterprises. corporations, and
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supervising authorities (ministries) ete, seriousty curtailed the autonomy of management
particularly as regards decisions on employment, production, prices and investments. The
arganizational structure of state farms involved the corporations, enterprises. state farms/plants.
Fourteen enterprises managed and controlled farm operations, The enterprises in tumn were
managed and controlled by seven corporations that were horizontally differentiated om the basis
of specialization'’ and lacation. The multiplication of the number of the management levels
caused  delays in communication and decision making of the operational units required  that
managers given more authority to make decisions on the spot.

ii. Poor initial investment decisions, particularly in agriculture made many PEs loss makers.
New investments and expansions in agriculture were in most cases made arbitrarily, withoul
proper technical and cconomic feasibility studies eg. in Bebeka, Sheneka, Wajifto and Wama
state farms.

iii. Lack of clearly specificd objectives in some of the PEs had resulted in creating unnecessary
conflicts and confusions In their performance evaluation. For instance, PEs such as the
Agricultural Marketing Corporation {AMC), the Ethiopran Domestic Distribution Corporation
(EDDRCY, Office of the Rented Houses Administration ete. had combined administrative and
regulatory functions with that of the maximization of profit. Therefore, the absence of a
systematic assessment of the social costs and benefits of non commercial operations had an
adverse impact on scarce resource utilization,
%

iv, As a result of old age and frequent break-down of machinery in industry and other sectors,
considerable production time was wasted in the search for spare parts and the repair of old
machines. In addition, the inability to use machimery at their full capacity, particularly in
agriculture and industry had adversely affected production and encouraged the inefficient
utilization of machinery.For instance.it had been reported that the capacity utilization of
machinery in Bebeka farm was 60% while that of Limmu was 50%, due 1o the shortage of
spare parts and other maintenance problems.

v, The problem of scarcity of capital for most of the PEs was very common. There were
instances, where some of the PEs started operation with only bank loans'".

vi. Most the PEs, especially in state farms were fuced with the chronic financial constraint in
servicing their heavy debt burden. For instance, at the énd of the LFY 1983 state farms
registered an vutstanding loan totaling of Birr 1,711.4 million out of which 90.4% (Birr 1.5406.3
miillion) was loan in arrears.

vii. The increasing cost of special services, such as the maintenance and construction of
clinics health centers, transportation, in - farm and off - farm roads, community centers, schools
eic. for farm labourers had increased the financial burdens of state farms and negatively
affected their profitability. Thus, it had been reported that the social costs (excluding salaries
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and wages) in Bebeka represented Birmr 20 million and in Limmu 7 million.

viii. The inappropriate management of human resources in PEs, particularly in the state farms
and industry were quite common. Some state farms had experienced, not only the presence of
unutilized and idle labor force, but also shortage of skilled and qualified personnel, at the level
of the operating units, In most cases, very young and inexpericnced managers managed the
state farms, For instance,it has been reported that in the North-West and Southern Agricultural
Development corporations, over 804 of the managers at the farm level were below 31 years
of age [6].

ix. Since the PEs do not close their books of accounts on time, the timely evaluation of the
PEs’ financial performance will not be possible, For instance, in state farms most of the audited
accounts for preceding years had not been finalized to date. Furthermore, even if the audited
reports were available, the weaknesses or shortcomings indicated in the audit findings were not
properly deah with. [n several instances,management did not make any effort in correcting the
weakness indicated in the audit findings.

%. The absence of a standard and uniform system in the use and handling of assets of the PEs
and the lack of uniform administrative and control procedures in the treatment of depreciation,
sales etc. of the PEs had undoubtedly encouraged wastage of scarce resources, particularly in
agriculture and trade,

5
5.2. External Factors

i, The capital structure of the PEs in general tends to be under capitalized. High debt/equity
ratios were very common, [n many instances the absence of clearly defined objectives and
performance criterion of the PEs was not uncommaon. Moreover,the amount of capital given
to the PEs was not commensurate with the duties and responsibilities: assigned to them.

ii. The increasing cost of raw materials and machinery ogether with the absence of appropriate
price and investment policies had affecied the profitability and financial pesition of the PEs.
A rise in the cost of production and its poor relation with the selling price had increased the
number of loss making PEs and the amount of loss. In addition, the insufficient amount of the
general reserve fund provided to the PEs, and the delay in investment decisions of the PEs, had
become bottlenecks in the production and distribution of goods and services.

iii. The lack of foreign currency to the impoert materials, spare parts and machinery had resulted
inr the under-utilization of the existing capacities of the PEs.

iv. The delays in the timely correction of some apparent weakness in the "Regulation and

Coordination of Public Financial Operations Proclamation Ne. 163/1979" and the lack of its
proper implementation had adversely affected the PEs financial performance. The proclamation |
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failed to specify clearly from what source the PEs could adequately service the principal
amount of their long-term  debt. More-over, the remedial measures stipulated in the
proclamation such as the disselution of chronically loss making PEs were not properly
implermented.

v. The institutional and legal environment in which the general managers of the PEs operated
was such that excessive political interference frequently oceurred in issues and decisions that
should from an efficiency standpoint be taken by an enterprise manager or board of directors,
Sinee the Workers' Control Commiltees, Ministries or Corporations frequently interfered in the
day to day manasement decisions, such as who should be hired or fired, to whom contracts
should be awarded, who should receive credit ete. management autonomy was seriously
cortailed [12, p.35]. Moreover, the accountability and responsibility of the PE managers were
not specified, Furthermore, the scarcity of experienced managers was an acute problem. This
problem was even aggravated when the appointment policies in the PEs often followed
political loyalty rather than competence and operational skills. This definitely resulted in over-
staffing which had a negative impact on the PEs" performance.

vi, Failures of the PEs to seltle their sales or purchases transactions in time amongst themselves
had often tesulted in the interfocking of debt and nepatively affected their operations.
Furthermore, contrary 1o the existing financial rules and regulations a good number of the PEs
had been allowed to operate without having a legal personality”. This implied that a
considerable amount of public tesources had been exposed 1o illegal %and]:’ng and
mismanagement.

V1. CONCLUSION

The analysis and review of the PEs" financial performance, allocative, technical and
economic cfficiency, show thal an increase in financial profit does not necessarily mean that
a PE is more efficient. On the other hand, a PE that incurs losses may not necessarily be
inefficient in the utilization of resources. This leads us 1o the conclusion that in a policy
envirdnment where inter-sectoral and inter-enterprise competition does not exist and input and
output prices of the PEs are largely determined by monopoly or monopsony powers.
inefficiency in resource allocation and the misutilization of resources can not be ruled out, In
tact, the productive sectors of the economy ie. agriculture and industry together generate only
24.8% of the total vearly average PEs net profit. while the share of the service sectors
aceounted for 70.2%. As far as losses are concerned, the share of the agricultural sector
represented 58.4 percent while that of manufacturing industry was 26.6 pereent of the total
PEs’ |oss amount. Thus, the service sectors became relatively profitable at the expense of the
productive sectors, For instance, financial institutions alone represented 31.5 percent of the
yearly average net profit, Furthermorc, analysis of the PEs' capital investments, savings and
financing, during the last two decades. reveals that PEs’ contribution to national savings is only
a fifth of their investments,
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As regards the PEs™ financial position, 22 percent of the total numbers of the PEs have
shown debt/equity ratios over and above |00 percent indicating a weakening of their financial
strength. In addition, the review and analysis of the ratio of net income to total assets reveal
that about 50 percent of the total number of the PEs had registered nepative returns or returns
less than one percent. This weakening of the PEs® financial position  is particularly
conspicuous in the agricultural and industrial sectors. The causes of this inadegquate financial
perlormance and ineflicient use of resources haveé been already identified and categorized under
internal and external factors.

In wview of improving the PEs® performance and efficiency, in resource allocation and
utilization, the PEs in Ethiopia have to be restructured in such-a way that the root causes of
poor or inadequate performance are property - addressed,

In this regard, the restructuring program of the PEs has started. [n accordance to the
Mew Evonomic Policy, "Proclamation Moo 25/1992" has been issued to ensure management
autonomy and accountability, Corporations, in the industrial sector, are in the process of being
phased out. "Labor Proclamation Me. 42/1993", came into effect last January, in view of
defining the rights and obligations of both workers and employers.  In short, the privatization
process appears to be underway. However, 1t remains (o be seen, whether these measures
alone, important as they are. will previde all the selutions to the above mentioned problems
of the PLs” and guarantee the successful implementation of the privatization program of PEs
in Ethiopiad

%
MNotes

I Capital Charge: The money annually pavable to the govemnment by State Owned Enterprises (SOEs) which
5 5% of the state capital plus the general rezerve Tund, (Proclamation Mo, 16371979),

2, Residual Surplus: The remamder after allowing 50% taxes of gross profit less 10%630% of the balance Tor
the general reserve fund until such funds reach a level of 30% of the state. capital for Public Enterprisze’s and 60%

for the Finatcial Apencies, (Proclamaetion Moo 163.1979).

1. The Ethiopian Import and Export Corporation, The Ethicpian Retail Trade Corporation and the. Public
lmansport Corporation, mdividaally had 5.6 and £ accounting units respectively, MOPED Files,

40 Megarit Gazeta: "Public Enterprises proclamation Moo 257p9927
F0 017 in State Farms; 7in Ceffee and Tea and 5 In agriculiure

6. The ¢reation of Agriculiurel Marketing Corporation (AMC) and the Ethiopian Domestic Distribution
Corporation (ETITH) was meant to stibiliee prices and promote an equitable distribution of income

7. The commercial farms esteblished as share companies included; Schlele; Ambash; Kessem Kebena; Alpeta;
Upper Awash; Arba Minch Farm; Awassa Agro-Indusiry; Abava, Yalze and Bilate
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B Apart from the commercial Tarms privately owned 438 farms in The Middle Awash and The Sidamo
Agricultural Development alane were nationalized and converted ingo state farms,

4. tinly those enterprises administered by MO are included.  These enterprises counted for about #9%4 of
emplovment, 77% of the total number of establishments i the public manufacturing sector in 198601987

[6. The DebbEguity mtic as well as the Net [neomeTotal assets ratio of 225 PEs were caleulated on the bass
of 1987 audited figures, However, for the remaining PES, the audited figures available for the latest years, were
vonsidersd in the calculation (MOPED Files)

1 The Morth Western Agriculirel Development Corpuration specializés in growing com, sorgham, niger seed,
paper, =0va beans. The Southern Agricultral Pevelopment Corporaticn specializes in growing wheat, barley, corn,
cotton,  The Awash Agpcoltral Development  Corporation  spectablizes  nocotton production. *Horticulture
Corporation produces citmes fruits oranges, prapd fruits, veperables elc

12 PEs that have operated by hank loans for a2 donp tine withowt having capital include the following, Gondar
Meat Processing Factory, Ada Macaroni Factory,. Tea Development Corporations of Waolleza, Arsi, Bale, Bamr,
Agriculiral Equipment and Technical services, Seed Corporation,
13, PEs that stated operation without having a legal personality Inelude the fellowing:- Fish Troduction and
Marketing Corporation.

« Watural Gum Processing and Marketing Corporation,

- Wood, Charceal Products Processing and Marketing Enterpriss,

- Saw Mills and Joiners Produstion and Marketing Enterprise,

- Agricultral Mechanization Scrvice Enterprise.
Mational Engineers and Contractors
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