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EXECUTIVE SUMMARY

A. Introduction

Ethiopia’s cotton/textile sector, for the purposes of this study, includes cotton production,
spinning fabric formation, dyeing and finishing, and cutting and sewing. The sector contributes
approximately 1 percent of the Gross Domestic Product (GDP), or about 18 percent of the gross
value of production from manufacturing. It employs approximately 30,000 people. Most of the
sector is publicly controlled, with more than 99 percent of the textile manufacturing employment
residing in 18 public enterprises. ‘

Since Ethiopia began economic liberalization in 1991, the sector has experienced a
significant downturn in production and sales. The purpose of this study, as understood by the
Chemonics team, was to analyze systematically the causes of its failure to perform well and
recommend actions by the government and the enterprises to enable the emergence of a viable,
competitive cotton textile sector.

Research activities were coordinated through the Textile Task Force of the Public
Enterprises Supervisory Authority (PESA). Procedures included on-site visits at the enterprises
and interviews with key industry participants. When feasible, quantitative data were collected and
analyzed; if quantitative data were unavailable or unreliable, state-of-the-art qualitative research
techniques were used.

As the study progressed, a dilemma became apparent. In the aftermath of substantial
structural changes since 1991, the government and the public sector bureaucracy were hopeful
that a combination of tactical adjustments and infusions of donated capital would be sufficient to
stabilize the enterprises. However, our research leads to the conclusion that poor performance
was rooted in structural problems.

The study uncovered:

e Gross inefficiency, excess labor, and mismanagement in every department and at every
level

e Extraordinary misallocation of resources despite crippling debt burdens and negative net
worths

¢ Profligate spending on unnecessary spare parts while essential maintenance needs go
unmet

o A universal disinterest in developing marketing capabilities and widespread disregard for
customer needs

The findings were consistent with those reached by IBERC in 1991, Werner International
in 1992, and the Irish Trade Development Institute in 1994. Rather than simply verify these
conditions, the Chemonics team focused on understanding how the conditions continue to exist,
having been identified repeatedly under several different mill managers and two different

PREVIOUS PAGE BLANK i



governments. How could industry performance remain the same if managers and government
owners had changed?

Extensive qualitative interviews with enterprise managers, customers of the enterprises, and
government officials, revealed that no one was willing to make competitive viability of the cotton
and textile enterprises a priority. In spite of the high turnover rate among general managers in the
mills, none saw the success of the enterprises in the marketplace as determining the survival of
their positions. Nor did they believe that such success held personal rewards. Rather, they
believed their ability to remain in the positions and benefit from them was dependent on
satisfying the imperatives of a quasi-political bureaucracy. Indeed, frustration with the lack of
support and direction from enterprise owners was the primary cause of the high rnover of
senior management in the mills. ‘

This study’s recommendations are predicated on the government’s commitment to
articulated strategic objectives and rewards for achieving them. The government must function as
if it were the bona fide owner of the enterprises and require positive net revenues as the primary
condition for their continued existence. Otherwise, attempts to adhere to these recommendations
will not be effective.

The government has avoided a straightforward interpretation and implementation of the
Public Enterprise Proclamation No. 25/1992; doing so would have resulted in the dissolution of
some cotton textile enterprises. Nor has there been interest in promoting the idea that viable,
independent, and profitable enterprises are the only kind that will survive. This procrastination is
seen by the Chemonics team as understandable and inevitable. Management and labor currently
expect that the government will not dissolve these enterprises as long as they remain under
government ownership. These dynamics satisfy the imperatives of political processes that are
used to negotiate reward and punishment but are undermining the Ethiopian textile industry.

B. Summary of Findings

Institutional framework and structure. The sector is overseen by the Public Enterprises
Supervising Authority (PESA), which appoints the board of each public enterprise. The board in
turn appoints the general manager tasked with day-to-day operation of the enterprise. The result
of PESA’s control over the basic chain of command has been to create a public sector industry
firmly rooted in the top hierarchy of national politics. The study team found that this structure
works against any attempts to improve the performance of the sector because it does not allow
general managers to make the necessary, often politically unpopular decisions needed to make
inefficient enterprises profitable. Priority should be put on putting in place a structure that
insulates management decisions from political pressures to serve social goals. This in turn will
allow industry managers to change their conduct, thus improving sector performance.

Financial evaluation. In financial terms, the sector is in deep crisis. According to the
team’s findings, only 1 of the 18 companies is financially sound, § are rated financially
intermediate, and 12 are rated as financially unsound. The industry is losing money, has a
negative net worth, and has little liquidity. It relies primarily on overdrafts to fund its current
operations. Assuming basic structural changes in the environment within which the enterprises
work, action needs to be taken to review accounting entries and balance sheets for asset
revaluations and overvaluations, call in accounts receivables, increase the use of cost accounting,
and bring all audits up to date.



Organization and management. PESA’s ability to stem the financial hemorrhage within
the industry is circumscribed by impediments within the board and enterprise management
structures that prevent autonomous action by managers. Impediments include lack of management
expertise, job insecurity among executive officers, systemic biases toward labor over
management, interference by PESA and boards in operational decision making, irresponsibility by
the media, and the refusal of key institutions to recognize the legal changes enabling autonomous
enterprise management. Making aiterations in PESA’s relationship to the sector and improving
management expertise would alleviate many organizational and management constraints within the
sector.

Economic and marketing evaluation. Ethiopia is still in the midst of a great transition
from a centrally planned to a market-driven economy. The government’s challenge is to maintain
an orderly transition, but to avoid making it last so long that damaging distortions are perpetuated
and new avenues of economic development are forfeited. Current slow real income growth and
dispersed markets hinder the growth of the domestic textile market. Government polices that
foster increases in total and per capita income are essential to the survival of the domestic textile
industry.

Partial market liberalization has increased the impact of globalization, which requires
greater communication between supplier and customer along with a need for a greater
management ability to analyze, internalize, and respond to changing market demands. Structures
and habits inherited from a centrally planned economy limit the ability to respond to increased
market demands. Rational decision making is further constrained by scarce domestic and export
market data limiting informed decision making on market segmentation, product development,
and production scheduling. A focused effort by the Ethiopian government to build up market
information would be useful.

Passive marketing techniques are a key holdover from the centrally planned economy and
are pervasive throughout the industry. Until very recently, most textile enterprises limited their
distribution of goods to a single wholesaler or distributer. However, the distributors acted as
poor conduits of information between the mills and the consumers, leaving management
uninformed as to consumer tastes and desires. A similar situation exists in the export sphere. The
industry relies almost totally on foreign buyers to initiate export sales with no provision for
export marketing budgets, promotional materials, or contact lists.

Given these difficulties and others, the public textile industry is incapable of competing
consistently in global markets. Development priorities of the government reflect a supply-driven
perspective. The apparent intention of the current policy is to use the domestic textile industry to
consume domestic cotton, but primary importance is not given to customers and their
preferences. The market is intended to serve the industry and not vice versa. Until this policy
viewpoint changes toward a market servicing approach, a competitive and viable textile sector
cannot develop. )

To compete, the industry should become adept at defending its own domestic market before
assuming an export emphasis. Then, as the domestic industry flourishes, exports can be
emphasized. Industry development should follow a “four product stages of development”
approach to growth—importation, import substitution, exportation, and re-importation. Lessons
from South Korea, Mauritius, and the Dominican Republic highlighting the historical success of
this approach are explored here in case studies.



Public cotton production sector. Cotton production in Ethiopia consists of three segments:
state owned and operated farms, private commercial farms, and peasant farms. State farm
enterprises constitute about 38 percent of the land area in cotton, while producing over 50
percent of the country’s cotton. The public cotton farms are clearly among the highest cost
producers, and except in years of global shortage, they will be unable to compete in major export
markets. In the long-term, privatization of the farms is a viable route to reduce production costs
and increase competitiveness. In the short-term, the farm enterprises should strive to improve
worker incentives, input strategies, records and accounts, and management decision-making
ability.

Technical evaluation of the public textile sector. The public textile sector consists of 14
enterprises engaged in the spinning, weaving, dyeing, and finishing of cotton and other textile
fibers, along with the cutting and sewing operations that produce garments from textile fabrics.
Eight enterprises are integrated textile manufacturers, two deal primarily with yarns, and four are
garment manufacturers. Total employment for the 14 publicly held textile enterprises is nearly
26,000. Only 13 percent of total employment is in the garment manufacturing segment. In other
countries, garment manufacturing, the least capital-intensive and most labor-intensive part of the
textile sector, absorbs a much higher percentage of labor.

The technical team made site visits to all the textile enterprises. Dire Dawa Textile Factory,
Kombolcha Textile Factory, and the Awasa Textile Factory were selected for technical case
studies. In-depth annexes covering these three factories and the seven others are included at the
end of this report. Reviewing the major processes involved in textile manufacturing allowed the
team to identify basic problems and offer recommendations for improving the technical efficiency
of each process.

C. Conclusions and Recommendations

All available evidence leads to the conclusion that most previous investment in the textile
sector is already lost; the question is how this loss will be confronted. Two approaches are
possible:

e Use public monies (either from domestic sources or foreign donor sources) to re-
capitalize public sector enterprises, thus returning to a centralized, bureaucratic
approach.

o Use public monies to absorb the losses and provide severance benefits for employees
while allowing the public sector industry to shrink and a new textile industry to emerge.

The steps that Ethiopia has taken toward an open, competitive environment for textiles has
benefited the country’s 57 million consumers. At the same time, the domestic cotton textile sector
has been exposed to the consequences of inefficiency and mismanagement. As a result,
substantial downsizing is the only way forward for the public textile sector.

Five major policy options may be pursued for the public sector cotton textile enterprises.
These are:

1.  Accelerate the pace of privatization. This would require development of an investor-

friendly environment in Ethiopia. Prerequisites would be timely debt forgiveness and labor
severance packages, along with liberalization of labor market controls, customs procedures,
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communications regulations, and currency controls. It would require a realistic valuation of
each enterprise, with the understanding that some would not sell before dissolution is
complete. The government will have to accept large paper losses.

Expand export markets. This would require changing Ethiopia’s status as a secondary
source, used only when primary sources are not available. Successfully serving export
markets currently is not feasible because of shortcomings in critical areas: quality control,
communication, production planning, marketing, transportation, financing, and pricing. The
liberalization measures mentioned for privatization (labor, customs, communications, and
currency) would also be necessary to enable significant participation in export markets. The
shortcomings cannot be overcome without privatization and a repudiation of the priorities
inherent to public sector bureaucracy. Regardless, the changes necessary for success in
exporting will hasten the demise of inefficient enterprises.

Emphasize domestic fabric markets. The textile sector may be trying to do this now, but
under the current bureaucratic structure only traditional, low-value fabrics are produced by
domestic enterprises. Currently, all fabrics are channeled into a shrinking niche of the
domestic market. If this practice continues, there will be growing pressure to down-size the
textile manufacturing sector. Serving a broader range of domestic fabric demands would
provide a foundation for moving into fabric and garment export markets; much of the
marketing advice given in this report addresses this. However, implementing this advice
under the current structure of the public textile sector is probably not feasible.

Foster development of a private sector garment industry. This longer-term option would
not benefit the textile manufacturing sector for several years. In fact, it would require that
the garment industry function separately from the textile manufacturing industry and that
the import of fabrics and garment accessories be liberalized. Customs, communications,
and currency would also have to be liberalized. Drawing ideas from garment imports must
be allowed and encouraged. Copyright laws must be developed and enforced to protect
investments in designs. A garment sector can enter export markets if unimpeded, thus
clearing the way for the development of a domestic textile manufacturing sector. A market-
oriented garment sector would guide the textile sector in producing the fabrics needed by
the market. Meanwhile, most policies aimed at protecting the domestic textile
manufacturing sector would have to be discontinued. ‘

Move deliberately toward a closed, centralized textile industry (i.e., make the market
serve the industry). This might require repressive measures to stop the movement of
foreign-made garments and fabrics into Ethiopia, which would expose the inability of the
existing industry to supply the textiles demanded by Ethiopians. The combination of
reduced quality, fewer choices, and increased cost to domestic textile consumers could
result in greater social unrest than downsizing the domestic textile industry.

The fifth policy option is mutually exclusive of the other four. The first four policy

objectives are advanced by the same structural changes aimed at liberalizing laws and regulations
affecting trade, ownership, communication, and labor. Advancing these objectives requires that
the protection and maintenance of the existing public sector industry cease to be a priority.
Moving quickly toward these objectives requires that the government disengage from direct
participation in specific enterprises and engage in providing infrastructures necessary for assisting
- all enterprises. This requires that the government be willing to relinquish direct control of major
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economic activity. Such control must be subject to impartial laws that do not vary with
government administrations and leadership.

Global political realities are rapidly evolving in ways that preclude a primary reliance on
donor funds to advance development objectives. Examination of textile and apparel industry
development in three nations—the Republic of Korea, Mauritius, and the Dominican
Republic—revealed that effective economic development began when the governments shifted
their attention away from raising funds by satisfying donor agencies toward satisfying investors.
These are not just role models; they are timely examples of the only course that is likely to be
available to countries such as Ethiopia.

The end of the Cold War and the ineffectiveness of extra-market investment in commercial
business enterprises have diminished the likelihood that donor agencies will be a source of funds
for the Ethiopian cotton textile sector. The United States and the European Union are
reevaluating their strategy for development aid. Development activities whose results fail to
match their financial investment or those that do not foster free markets are increasingly
becoming politically unacceptable.

To foster their survival, major development agencies are focusing on achieving self-
sustaining successes with their aid programs. This requires the rapid ascendency of the private
sector. A carefully watched model is USAID’s Support for Eastern European Democracy (SEED)
program. Under SEED, donor funds are funneled through a development bank as seed money to
reduce the risk of private sector investment. The money is loaned or given to private
entrepreneurs rather than provided as outright grants to foreign governments. The rationale is that
direct involvement of investors will help to discipline business activities, thereby increasing the
probability of success and justifying such aid programs.

This change in donor behavior undermines the hopes and expectations of the Ethiopian
cotton textile sector. Donor funds for capital investment represent the only source targeted by
existing enterprises, and they expect to prevail on foreign governments based on the
desperateness of their situation. Instead, they must convince potential investors of their financial
viability, technical and marketing ability, and general business acumen. This reality requires
paying careful attention to policies that improve the investment climate such as appropriate
currency regulations, labor laws, property rights, and information gathering and dissemination.
The government must focus on enabling the private sector to compete for investment funds,
rather than competing with the private sector by obtaining donated funds or diverting scarce
national resources into these uncompetitive enterprises.

The structural changes emphasized in this report cannot be avoided if an open and
competitive cotton textile sector is to result in Ethiopia. Proper structural foundations laid by the
government will result in improved performance and increased prosperity over time. The
following eight strategic recommendations will prepare the way for a viable, competitive
Ethiopian cotton textile sector:

¢ Examine how existing enterprises stand with regard to legal criteria for viability outlined
in Public Enterprise Proclamation No. 25/1992. For those that are not viable and cannot
be made viable through debt forgiveness or other means, establish a plan for dissolution
or down-sizing that includes meeting social obligations to workers.
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e Examine, on a national scale, infrastructure requirements (including energy,
transportation, communication, etc.) and set priorities for Ethiopia for the next decade.
Examine the implications of these priorities for the textile sector and incorporate them
into plans relating to cotton and textiles.

e Examine import and export tariffs and quotas to set them at levels that enable
competitive activities by businesses and consistent enforcement by the customs service.
As a component of the total import/export policy mix, include provisions for free trade
zones.

¢ Develop and implement regulations on communications technology that allow businesses
to participate freely, without being disadvantaged relative to other domestic and foreign
competitors.

¢ Develop and implement private property rights, including allowances for land ownership
and expanded foreign ownership. Hasten to enable owners of farms to prevent damage
from livestock grazing or from other types of unlimited access to the farm land.

e Establish copyright protection laws sufficient to ensure that designs and product
constructions cannot be copied by other businesses unless adequate royalties are paid to
OWners.

e Undertake campaigns to educate key institutions—such as courts, banks, customs
service, etc.—about the current status and modus operandi of public sector enterprises.

e Establish the basic market data and information needed by businesses in Ethiopia, then
develop an appropriate information gathering and disseminating system.

Persuasive movement by the government on these strategic recommendations would provide
the foundation for more directed actions fostering improved conduct and performance of the
cotton textile sector. Ten tactical recommendations are emphasized in this regard:

* Concentrate on learning to respond to and exploit the domestic market before assuming
an export emphasis. '

e Make financial documentation more accurate and transparent so managers can make
decisions to enhance profitability; restore integrity to the accounting and financial
conventions that have been adopted as a matter of government policy. Hasten to alter the
accounting for spare parts to reveal the true cost of spare parts inventories.

e (all in or write off accounts receivable and explore the feasibility of writing off some
accounts payable. A sector-wide clearing-house empowered by the government could
assist in these actions.

* In preparation for making each enterprise responsible for its survival, undertake a
systematic examination of each enterprise’s debt situation, determine how much of its
debt will be forgiven and taken over by the government, and remove the liability from
the financial statements.



For each public enterprise determined to be viable, assist in the identification and
funding of education and training programs in technical, marketing, and management
areas. As early as possible, extend the availability of these programs to private sector
personnel; the treatment of public versus private enterprises in cotton, textile, and
apparel should disappear over the next few years.

Make it clear to both management and labor that their success depends on their
contribution toward the economic success of the enterprises, rather than on the exercise
of bureaucratic power. Take steps to de-emphasize the management-by-committee
approach and to emphasize individual initiative. Base promotions from within the
enterprises on performance and demonstrated potential; prohibit bureaucratic
interference with the promotion process and with the setting of salary levels.

Strive to maximize cooperation with existing or potential private sector enterprises. To
the extent that small private enterprises result from the down-sizing or dissolution of
some public sector enterprises, they should be encouraged to do business with each
other and with larger enterprises in the public and private sectors.

For each public enterprise determined to be viable, implement recommendations for
improving the technical conditions identified in this report. In every case, establish a
cleaning and maintenance program that is routinely monitored by management.

For each public enterprise determined to be viable, obtain assistance to help it undertake
a Strengths-Weaknesses-Opportunities-Threats (SWOT) analysis of the enterprise. This
will take weeks to accomplish under expert guidance. It should yield a conclusion on
which market segment(s) should be targeted and a mission statement on how each
segment will be served.

Following the execution of the SWOT analysis, each enterprise should establish a
marketing strategy and make a plan of action for executing it that includes a detailed
budget.
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SECTION 1
INSTITUTIONAL FRAMEWORK AND STRUCTURE

This section describes key features of Ethiopia’s cotton textile sector. The industry as
defined includes the following activities: cotton production, spinning, fabric formation (weaving
and knitting), dyeing and finishing, and cutting and sewing (ready-made garments and other
textile products).

In the past, Ethiopia has had an unregulated peasant sector that produced relatively small
amounts of cotton that were used in hand-looms to weave traditional, low quality textiles. This
tradition persists today, with unofficial estimates of hand-loom production as high as 20 percent
of Ethiopia’s total fabric production. However, data on this segment of the cotton textile sector is
practically non-existent. The importance of hand weaving has almost certainly declined in recent
years, due to the vastly increased availability of donated, second-hand clothing and the increased
availability of imported textile products. Anecdotal evidence indicates that increasing amounts of
peasant-grown cotton are entering commercial textile channels. A number of privately held
commercial cotton farms supply commercial textile channels. However, public sector enterprises
that produce cotton provide approximately half of the domestically produced cotton to commercial
textile channels in Ethiopia.

A chronological summary of the establishment of enterprises in Ethiopia’s public cotton
textile sector is given in Exhibit I-1. The oldest commercial textile manufacturing enterprise is
the Dire Dawa Textile Factory, established in 1939. All other textile manufacturing enterprises
were established during the 1950s, 1960s, 1980s and 1990s. Three of the agriculture enterprises
were established in the 1960s and one (Tendaho) was established in 1985. None of the enterprises
were established during the 1940s or 1970s.

Before 1974, foreign interests were involved in the largely privately owned commercial
textile sector. After nationalization in 1974, the sector was transformed into a centralized political
bureaucracy with no semblance of autonomy. In 1992, the Transitional Government of Ethiopia
(TGE) changed 1ts legal status with Public Enterprise Proclamation No. 25/1992, which charged
the government with the responsibility to operate in a manner consistent with open-market
competition, until the enterprises were privatized. The commercial textile sector today remains
almost entirely in the public sector; none of the pre-existing public sector enterprises have been
privatized. Although some small, privately held garment manufacturing enterprises are in
operation, there are no privately held spinning and weaving enterprises of any consequence.

The following discussion analyzes the public cotton textile sector, its role in the domestic
economy, and its structural organization. The section concludes by focusing on the importance of
structural change to achieve the performance desired from the public cotton textile sector.
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Exhibit I-1. Chronology of Establishment of Existing Public Sector Textile Manufacturing
Enterprises in Ethiopia

1939: Dire Dawa Textile Factory 1963: Akaki Garment Factory

1953: Edget Yarn Factory 1966: Nefas Silk Sewing Thread Factory

1956: Akaki Textile Factory 1967: Middle Awash Agric. Dev.
Enterprise

1958: Addis Garment Factory 1983: Gulelie Garment Factory

1961: Adei Abeba Textile Factory 1985: Tendaho Agriculture Dev. Enterprise

1961: Bahir Dar Textile Factory 1986: Kombolcha Textile Factory

1961: Abobo Agriculture Dev. Enterprise 1989: Awasa Textile Factory

1961: North Omo Agriculture Dev. 1991: Arba Minch Textile Factory
Enterprise
1963: Debre Birhan Blanket Factory 1992: Nazareth Garment Factory

A. Role of the Cotton Textile Sector in Ethiopia’s Economy

The cotton textile sector in Ethiopia ranks among the country’s largest industries. The latest
official data available from the government indicates that in 1990 textile manufacturing was
second only to food manufacturing in the gross value of production, but it ranked first in both
wages and salaries and fixed capital assets (Exhibit I-2). While the textile sector accounted for 18
percent of the total gross value of production from manufacturing, it accounted for 36 percent of
the total wages and salaries and for 30 percent of the total fixed capital assets.

Except for the tobacco sector, the textile sector had the least private sector involvement
(Exhibit I-2). The public enterprises accounted for 98.7 percent of both the gross value of textile
production and the wages and salaries paid by the textile sector, and for almost all (99.8 percent)
fixed capital assets.

All manufacturing accounted for about 8.0 percent of the 1990 Gross Domestic Product
(GDP) in Ethiopia; therefore, textile manufacturing accounted for only about 1.4 percent of GDP
in that year. By 1992, the last year for which GDP data are available, the share for all
manufacturing had dropped to 5.9 percent (Exhibit I-3). The share for textile manufacturing was
quite likely below 1.0 percent in 1992.

Over the past 20 years, the cotton textile sector has become a repository for a relatively
large number of workers. Government data as of 1990 reveal that textile manufacturing is the
largest employer of all the industrial groupings reported (Exhibit I-4). Taken with apparel
manufacturing, the sectors’ employment accounted for about 40 percent of total manufacturing
employment in Ethiopia. Food and beverage manufacturing accounted for another 28 percent,
leaving 32 percent for all other manufacturing categories combined. Total manufacturing
employment was 82,379 people, with 94.4 percent in the public sector. In textile manufacturing,



Exhibit I-2: Measures of Sectoral Contributions to Manufacturing in Ethiopia,
by Ownership, 1990 (in 1,000 Birr)

Gross Value of Production

Sector Total Public Private
Amount |  Share Amount [ Share
Textile 451,925 446,266 98.7% 5,659 1.3%
Food 657,836 630,195 95.8% 27,641 4.2%
Beverage 434,279 425,549 98.0% 8,730 2.0%
Leather and footwear 242,370 226,821 93.6% 15,549 6.4%
Tobacco 182,037 182,037 100.0% -- 0.0%
Chemical 149,108 143,148 ° 96.0% 5,960 4.0%
Metal and electrical 145,776 140,826 96.6% 4,950 3.4%
Non-metallic mineral products 72,706 69,913 96.2% 2,793 3.8%
Printing 63,120 58,167 92.2% 4,953 7.8%
Wood and furniture 48,759 37,973 77.9% 10,786 22.1%
Paper 38,186 37,173 97.3% 1,013 2.7%
TOTAL 2,486,102 2,398,068 96.5% 88,034 3.5%
Wages and Salaries
Sector Total Public Private
Amount [ Share Amount | Share
Textile 97,364 96,133 98.7% 1,231 1.3%
Food 49,147 45,977 93.5% 3,170 6.5%
Beverage 27,896 27.452 98.4% 444 1.6%
Leather and footwear 22,264 21,046 94.5% 1,218 5.5%
Tobacco 3,987 3,987 100.0% - 0.0%
Chemical 14,790 13,418 90.7% 1,372 9.3%
Metal and electrical 17,610 15,990 90.8% 1,620 9.2%
Non-metallic mineral products 8,718 7,851 90.1% 867 9.9%
Printing 12,143 10,314 84.9% 1,829 15.1%
Wood and furniture 13,426 10,489 78.1% 2,937 21.9%
Paper 4,830 4,566 94.5% 264 5.5%
TOTAL 272,175 257,223 94.5% 14,932 5.5%
Fixed Capital Assets
Sector Total Public Private
Amount |  Share Amount |  Share
Textile 251,049 250,430 99.8% 619 0.2%
Food 141,980 138,511 97.6% 3,469 2.4%
Beverage 69,587 69,261 99.5% 326 0.5%
Leather and footwear 31,011 27,811 89.7% 3,200 10.3%
Tobacco 3,896 3,896 100.0% -- 0.0%
Chemical 24,733 23,130 93.5% 1,603 6.5%
Metal and electrical 174,312 172,411 98.9% " 1,901 1.1%
Non-metallic mineral products 119,216 118,369 99.3% 847 0.7%
Printing 9,118 7.241 79.4% 1,877 20.6%
Wood and furniture 8,856 6,461 73.0% 2,395 27.0%
Paper 5.364 5,037 93.9% 327 6.1%
TOTAL 839,122 822,558 98.0% 16,564 2.0%

Source: Ethiopia Statistical Abstract. 1992.
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Exhibit I-3. Gross Domestic Product by Sectors at Constant Factor Cost of 1980/81

(Million Birr)
Sector 1988 1989 1990 1991 1992
Agriculture and allied activities
Agriculture 3,679.6  3,7613 3,7642  4,080.3 3,901.6
Forestry 237.0 2429 249.0 255.2 261.6
Hunting and fishing 7.1 7.2 7.3 7.7 6.0
Sub-total 39237 40114  4,020.5 43432 41692
Industries
Manufacturing 757.9 770.7 736.5 539.4 503.4
Handicraft & small-scale ind. 357.0 365.9 357.0 3499 3604
Building & construction 3779 359.8 322.2 257.8 2292
Electricity & water 98.9 102.0 106.7 102.1 99.0
Mining & quarrying 13.2 13.4 14.4 39.9 34.4
Sub-total 1,604.9 1,611.8 1,536.8 1,289.1 1,226.4
Distributive Services
Wholesale & retail trade 1,025.8 1,049.6 1,005.1 9284 872.9
Transport & communication 570.3 577.8 561.7 501.2 498.3
Sub-total 1,596.1 1,627.4 1,566.8 1,429.6 1,371.2
Other Services
Public administration & defense 829.2 858.3 895.8 901.0 465.8
Banking, Insurance & real estate 408.1 381.5 366.0 322.4 338.5
Educational 261.7 275.4 281.6 269.5 288.4
Ownership of dwellings 236.1 238.5 244.5 2494 255.6
Domestic 73.1 73.9 74.6 754 76.2
Medical & health 69.8 71.8 73.9 68.4 75.9
Others 196.4 197.9 200.9 205.9 212.1
Sub-total 2,074.4 20973 2,137.3  2,092.0 1,712.5
TOTAL 9,199.1 93479 92614 9,159 84793
SHARES
Agriculture and allied activities 42.7% 42.9% 43.4% 47.4% 49.2%
Industries 17.4% 17.2% 16.6% . 14.1% 14.5%
Manufacturing 8.2% 82% 8.0% 5.9% 5.9%
Distributive services 17.4% 17.4% 16.9% 15.6% 16.2%
Other services 22.6% 22.4% 23.1% 22.9% 20.2%

Source: Ethiopia Statistical Abstract. 1992.
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Exhibit I-4: Number of Sectoral Employees Relating to Manufacturing in Ethiopia,

by Ownership, 1990
Sector Total Public Private
Amount |  Share Amount | Share
Textile manufacturing 28,489 28,241 99.1% 248 0.9%
Spinning , weaving & finishing 24,930 24,894 99.9% 36 0.1%
Cordage, rope, twine & netting 3,354 3,347 99.8% 7 0.2%
Knitting 205 - 0.0% 205  100.0%
Apparel manufacturing (excluding fur) 4,584 | 4,424 96.5% 160 3.5%
Food manufacturing 15,450 14,001 90.6% 1,449 9.4%
Beverage manufacturing 7,837 7,718 98.5% 119 1.5%
Leather, luggage & handbag manufacturing 3,655 3,509 96.0% 146 4.0%
Footwear manufacturing 2,943 2,568 87.3% 375 12.7%
Printing and printing services 3,193 2,822 88.4% 371 11.6%
Wood & wood products manufacturing 2,488 2,323 93.4% 165 6.6%
(excluding furniture)
Furniture manufacturing 1,661 1,015 61.1% 646 38.9%
Paper and paper products manufacturing 1,280 1,215 94.9% 65 5.1%
Tobacco products manufacturing 868 868  100.0% -- 0.0%
Industrial chemicals (excluding fertilizers & 177 177  100.0% -- 0.0%
nitrogen compounds)
Other chemical products manufacturing 1,589 1,447 91.1% 142 8.9%
Rubb.er products manufacturing 840 777 92.5% 63
Plastic products manufacturing 870 870 100.0% - 0.0%
Glass & glass products manufacturing 320 320 . 100.0% -- 0.0%
Other non-metallic mineral products mfg. 2,954 2,582 87.4% 372 12.6%
Basic iron & steel manufacturing 1,144 1,144 100.0% - 0.0%
Fabricated metal products manufacturing 1,353 1,088 80.4% 265 19.6%
(excluding machinery & equipment)
Pumps, compressois, taps & valves mfg. 169 169  100.0% -- 0.0%
Primary batteries manufacturing 99 99  100.0% -- 0.0%
Assembly of motor vehicles 416 416 100.0% -- 0.0%
TOTAL 82,379 77,793 94.4% 4,586 5.6%

Source: Ethiopia Statistical Abstract, 1992.
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99.1 percent of employment was in public enterprises, while 96.5 percent of employment in the
apparel sector was in public enterprises.

Employment in the textile enterprises rose even as the sector’s share of GDP was declining.
The apex of total employment in the public sector cotton textile enterprises occurred around
1991, before liberalization by the TGE. A total of about 37,561 people were then employed in
seventeen enterprises (Exhibit I-5). By early 1996, total employment had been reduced to about
30,061 people in 18 enterprises—a net reduction of 7,500 people. The only enterprise added
during this time was the Nazareth Garment Factory.

Most of the reduction in textile manufacturing employment was due to four integrated
textile manufacturing enterprises: Adei Abeba, Akaki, Bahir Dar, and Dire Dawa. Most of the
reduction in agricultural employment came from three agriculture development enterprises:
Middle Awash, Abobo, and North Omo. The large drop in Middle Awash employment was
caused by disposing of three of the original five farms associated with that enterprise. The
decrease in North Omo’s employment would have been greater except for a merger with South
Omo Enterprise, the result of a failed joint venture between Ethiopia and North Korea.

Approximately 58 percent of the total reduction in employment was due to the agriculture
development enterprises (see Exhibit I-5). The integrated textile manufacturing enterprises and
the yarn manufacturers and finishers taken together accounted for about 48 percent of the total
reduction, while garment manufacturers actually increased employment. As a result, the share of

total employment in the public cotton textile sector contained in all textile-related enterprises
increased from 77 percent in 1991 to 86 percent in 1996, while the share contained in the
agricultural enterprises decreased from 23 percent to 14 percent.

B. Structural Organization of the Public Sector

The official legal status of all public sector enterprises is set forth in Public Enterprise
Proclamation No. 25/1992, published on August 27, 1992, in the Negarit Gazeta of the
Transitional Government of Ethiopia (51st Year, no. 21, pp. 124-138). In the preamble to this
proclamation, two foundational statements are made. They are as follows (italics added for
emphasis):

WHEREAS as long as public enterprises have to stay under government control, it

1S necessary to create an organizational structure whereby they can enjoy management
autonomy and thus enable them to be efficient, productive and profitable as well as to
strengthen their capability to operate by competing with private enterprises;

WHEREAS there has to be a legal framework under which public enterprises, other than
those which have to stay under government control, are operated be it with the participation
or under the full ownership of private investors pursuant to the new economic policy.

The proclamation is clear on the following points:

o The intent is to structure the controlling mechanisms of the enterprises so that they are
managed autonomously; i.e., without political interference.
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Exhibit I-5. Employment Levels in the Public Cotton Textile Sector of Ethiopia

Number of Employees
Enterprises -
Mid 1991 | Early
1996
Integrated Textile Manufacturers
B Adei Abeba Textile Factory 3,952 3,629
m  Akaki Textile Factory 6,778 4,878
® Arba Minch Textile Factory 541 915
® Awasa Textile Factory 1,169 1,260
® Bahir Dar Textile Factory 2,825 2,507
® Debre Birhan Blanket Factory 846 902
® Dire Dawa Textile Factory 6,199 4,837
® Kombolcha Textile Factory 2,367 2,306
24,677 21,234
Yarn Manufacturers & Finishers
B Edget Yarn Factory 956 867
® Nefas Silk Sewing Thread Factory 479 415
1,435 1,282
Garment Manufacturers
®  Akaki Garment Factory 1,578 1,471
®  Addis Garment Factory 469 447
B Gulelie Garment Factory 787 661
®m Nazareth Garment Factory NA! _725
2,834 3,304
Cotton Producers
B Abobo Agriculture Development Enterprise 270 199
® Middle Awash Agriculture Development 5,0032 1,349
Enterprise 1,825° 1,658
® North Omo Agriculture Development Enterprise 1.517 1.035
® Tendaho Agriculture Development Enterprise 8,615 4,241
TOTAL EMPLOYMENT 37,561 30,061

'Established in 1992.

’In 1991, this enterprise consisted of 5 farms; subsequently, 3 were given away.
3As of November 30, 1994, there were 229 additional employees due to a merger

with South Omo Agriculture Development Enterprise.
Source: Textile Task Force, PESA.

o The intent is that the enterprises have the primary goal of achieving efficiency,
productivity, and profitability, i.e., that they become competitive in open, unprotected

markets.
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e It is assumed that some of the enterprises will stay under government control, i.e., that
they will not be privatized.

The official chain of command runs from a supervising authority to a management board to
a general manager. The following briefly considers each.

Supervising authority
This is “designated by the Council of Ministers with a view to protecting the ownership
rights of the State.” The Public Enterprises Supervising Authority (PESA) was formed to fulfill

this function. It is empowered to: :

¢ Appoint and remove members of the board

Appoint the chairman of the board

¢ Fix the allowances paid to the members of the board

¢ Appoint external auditors

e Cause the allocation of the initial capital of the enterprise

¢ Decide the increase or decrease of the capital of the enterprise

e (Cause the establishment of reserve funds or the allocation of funds by the Government
so that the authorized capital of the enterprise shall be fully paid up.

¢ Determine the amount of state dividend to be paid to the Government from the net
profits of each financial year

¢ Approve financial reports of the enterprise and external audit reports
e Approve the investment plan of the enterprise

¢ Propose the dissolution, amalgamation, or division of an enterprise under its control, or
the transfer of the enterprise or its management in any other manner

e Approve the annual and long-term corporate targets of the enterprise and follow up their
fulfillment

¢ Without prejudice to the powers and duties given to the Board, perform other functions
necessary

Management board

The head of PESA must allow at least 3 board members and may allow up to 12 members,
with not more than one-third of the members elected by the general assembly of the workers.
Their term of office, unless removed by the PESA, is at least three years and not more than five;
however, it is permitted to reappoint for successive terms. The powers and duties delegated to the
board are to:
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o Décide on policy issues other than those to be submitted to the PESA

e Appoint and dismiss the general manager of the enterprise and fix his salary and
allowance

e Approve the employment, assignment, and dismissal of those officers of the enterprise
accountable to the general manager, including their salaries and allowances

e Approve the internal regulations of the enterprise as well as it work programme and
budget

e Approve the long-term loans and credits of the enterprise
e Approve the sale of fixed assets
¢ Ensure that proper books of accounts are kept for the enterprise

¢ Submit books of account to the auditors of the enterprise, and periodic reports on the
state of activities of the enterprise and financial reports to the PESA

* Propose to the PESA the increase or decrease of the capital of the enterprise
General manager

Accountability of the general manager is to the boérd. Delegated responsibilities are to:

e Organize, direct, administer, and control the enterprise

e Represent the enterprise in all dealings with third parties and in legal proceedings
brought by or against it

¢ Subject to the approval of the board, employ, assign, and dismiss the officers of the
enterprise accountable to him and define their functions

¢ Employ, assign, and dismiss other employees of the enterprise in accordance with the
internal regulations of the enterprise and the appropriate law, and determine their
salaries ’

e Keep proper books of accounts of the enterprise, and open and operate bank accounts to
the enterprise

¢ Enter into short-term loan contracts for the purpose of providing the working capital of
the enterprise, borrow money on a long-term basis with the approval of the board, and
for those purposes pledge or mortgage the movable or immovable property of the
enterprise

e Prepare and submit to the board the internal regulations as well as the work program
and budget of the enterprise, and implement same upon approval

e Sell fixed assets with the approval of the board

g b
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¢ Implement and cause the implementation of the decisions of the board
¢ Submit report to the board in such manner as it shall prescribe

o Delegate his powers to the officers and other employees of the enterprise to the extent
deemed necessary

o Establish and preside over the meetings of a management committee that shall advise on
the operations of the enterprise and that may discuss the progress, plans, and decisions
of the enterprise

e Perform other duties assigned to him by the board

The result of the foregoing powers and duties of this chain of command is to create a
public sector rooted in the top hierarchy of national politics, which will in turn subvert the
objective to have the enterprises managed autonomously. No structure is in place to insulate
management decisions made for the purpose of profit from the political pressure to serve social
welfare objectives. For example:

o Even if the head of PESA is staunchly committed to the necessary changes, political
pressures from the Council of Ministers make it unlikely that the objectives of
“efficiency, productivity, and profitability” will overrule politically sensitive issues such
as employment, government revenues, and foreign exchange earnings.

o The appointed boards are likewise subject to intense political pressures. They do not
bring in-depth expertise relevant to the needs of the newly liberalized enterprises. With
one-third of the board members made up of worker representatives, over three-fourths
of the remaining board members must be willing to override the labor vote if a
substantial reduction in workers is to be approved. Again, this is unlikely—unless there
are incentives such as early retirement or extraordinary severance arrangements. (All
significant workforce reductions to date have been based on such special conditions.)

o Finally, the general manager is clearly not empowered to take unilateral action on labor
issues. Unless the board has been thoroughly recruited beforehand, a proposal by the
general manager for significant action regarding workers would endanger his position in
the enterprise. Indeed, given the volatile nature of public sector laborers, almost any
initiative regarding labor force adjustments will pose a risk to the general manager’s
position in a public sector enterprise.

The position of the general manager is structurally very weak. Unless the general manager
has universally recognized expertise or extraordinary political power, he will not survive repeated
controversial decisions. Unfortunately, most decisions aimed at transforming an inefficient state
enterprise into an efficient competitor are somewhat controversial. Because a general manager
does not expect to survive the changes necessary to make the enterprise economically viable, he
has no economic incentive to undertake such changes. He will try to balance bureaucratic and
political interests, neither of which have as their priority the achievement efficiency, productivity,
and profitability.

The experience of other countries has shown that the only two factors that make enterprises
more efficient are the threat of imminent privatization and the threat of imminent dissolution.
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Although Public Enterprises Proclamation No. 25/1992 puts forth no conditions regarding
privatization, it does provide the grounds for dissolution. Any one of the following reasons are
sufficient for dissolution of an enterprise:

The expiry of the life of the enterprise as fixed in its establishment regulations
Completion of the venture for which the enterprise was established

Failure of the purpose or impossibility of performance

Loss of seventy five percent (75 percent) of the paid up capital of the enterprise
A decision of the Council of Ministers affecting the existence of the enterprises
Decision of the court declaring the enterprise bankrupt

QYA

Numbers 3, 4, and 6 are emphasized because they provide practical ways for an enterprise
to be brought to the point of dissolution.

In case of dissolution, the assets of an enterprise are used to pay off its debts; an enterprise
cannot be held liable for debts in excess of the value of its assets. The proclamation states,
“Where the total assets of the enterprise are not sufficient to pay off its debts and the authorized
capital is not fully paid up, the liquidators shall ask the supervising authority for the full payment
of the capital” (136). It also states that “Any surplus assets of an enterprise dissolved and
liquidated shall devolve to the Government” (137).

C. Importance of Structural Change

The previous section points out that the control structure codified in the law is inconsistent
with the stated objective of having the public sector enterprises perform efficiently, productively,
and profitably. This illustrates how the performance of entities within an economy follow from
the conduct of the people within them, which in turn are determined by the structure within
which the entities are required to operate. Thus, the dominant direction of cause-and-effect runs
from structure to conduct to performance.

Government attempts to affect an industry’s performance (efficiency, productivity,
profitability, etc.) directly cannot succeed unless structural factors are arranged to alter the
conduct of people. People’s altered conduct will inevitably lead to altered performance within the
economic entities they influence, and eventually the effects will spread throughout the entire
economy.

A country whose government spends its scarce resources preparing a structure that
facilitates the growth and development of business activity will progress faster than a country
whose government spends its resources to fund the direct establishment of businesses. Giving
priority to providing roads and electricity to benefit any business that is started, rather than
providing buildings and equipment directly to specific businesses, will result in more economic
growth.

Likewise, establishing institutional structures to facilitate and reward the productive activity
of a country’s citizens, rather than imposing institutional barriers that suppress business initiative,
will hasten economic development. For example:

¢ A common phenomenon in developing countries is for its customs service to become

one of the largest sources of central government revenues. Tariff rates and customs
service should be carefully structured to focus on the fair enforcement of trade laws and
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the timely clearance of legal imports and exports; otherwise, the purpose of the customs
process is solely to collect more revenues, legally and illegally. Such obstruction
increases the cost and risk of doing business and distorts legitimate business conduct,
costing a country more in lost business revenues than are collected in tariffs. From a
political standpoint, this large net loss is allowed to continue because the loss to the
economy is difficult to measure, while the tariff revenues are easy to measure and easily
claimed by the central government.

e Developing countries commonly require enterprises (both public and private) to include
most of the cost of a social welfare system in the cost of doing business. If businesses
are required to bear the cost of these liabilities, both the average cost and the risk of
doing business goes up and less business is accomplished. Pay levels must also be
reduced to offset the added cost of funding the welfare system. The net result is less
employment, lower salaries and wages, less tax revenues, more poverty, etc.

Governments historically have the responsibility of the civil infrastructure of the country.
Civil infrastructure refers to the major construction necessary to facilitate all forms of commerce,
including energy generation and distribution; roads, waterways and airports to enable
transportation and product distribution; and wires, satellites, and booster stations to enable
communication. This infrastructure is in the government’s domain because everyone benefits
from these facilities yet no one can afford to build them for private use. Using tax revenues is
therefore appropriate to fund their construction and maintenance. Their availability is necessary
for cost-effective, reliable production, as well as for timely delivery of products and good
customer service.

One aspect of infrastructure that has not traditionally been a high priority of most
governments, but is now a dominant force in economic and social arenas, is the generation and
collection of data and other information. Governments that do not enable their people and
businesses to get and give information will put them at a comparative disadvantage in global
competition. A hundred years ago the textile industry was labor and capital intensive; twenty-five
years ago it was capital intensive; now it is information intensive. The number of people
operating machinery in textile factories has dropped rapidly as output capacity has increased.
Low wage rates have ceased to be a driving force in the location of textile manufacturing,
especially in spinning and weaving. This is because the structure of textile manufacturing has
changed.

The importance of structural change—moving from structure to conduct to
performance—has withstood testing throughout history and across cultures. Attempts to change
either the conduct or the performance of an economic sector in ways that are inconsistent with
structural factors have always proven futile. As this report is read in its entirety, the reader is
asked to keep in mind the structural issues introduced here. They will be revisited in many
different contexts relevant to the public cotton textile sector.
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SECTION 11
FINANCIAL EVALUATION OF PUBLIC COTTON/TEXTILE SECTOR

This section examines the financial condition of the 18 government-owned textile sector
enterprises: four cotton farms, ten textile factories, and four garment factories. It first discusses
policy issues pertinent to finances, considers sector-wide accounting/financial factors that impact
these enterprises, and analyzes the sector’s and the individual enterprises’ financial performance.

Annex A contains the balance sheets and income statements of the 18 enterprises for the
last three fiscal years, including 1992-93 through 1994-95, and the results of financial ratios used
to assess the financial soundness of business enterprises. Annex B provides a case study of the
Dire Dawa Textile Factory.

A. Financial Policy Issues

Five major policy areas are relevant to the financial condition of these public enterprises:
government control, land ownership, collateral, banking structures and practices, and taxes. The
impacts of these policies are widespread, but they will be emphasized in this section.

Al. Government Control

Between 1974 and 1992, the entire cotton/textile sector was exclusively owned and
managed by the central government of Ethiopia. Management decisions were made from the top
down and dominated by political expediency and bureaucratic self-interest. By 1992, the financial
condition of the sector was no longer viable.

In 1992, the new Government of Ethiopia began a transition process to move the
cotton/textile sector toward economic viability. The Public Enterprises Proclamation No. 25/1992
states, “Whereas as long as public enterprises have to stay under government control, it is
necessary to create an organizational structure whereby they can enjoy management autonomy
and thus enable them to be efficient, productive and profitable as well as to strengthen their
capability to operate by competing with private enterprises.” The proclamation also mandated
good accounting standards, stating, “Each enterprise shall keep books of accounts following
generally accepted accounting principles,” and “the accounts of each enterprise shall be audited
by external auditors.”

An enterprise supported by government interventions and constrained by sociopolitical
objectives will have difficulty behaving like a for-profit private enterprise. Unfortunately, for
reasons discussed elsewhere in this report, autonomous management has not been realized in the
Ethiopia textile sector, and the painful actions necessary to achieve private-sector efficiency,
productivity, and profitability have not been taken. Symptoms abound of the lack of autonomous
management—no doubt exacerbated by a lack of management experience. For example, the
nationalized industry benefited from government requirements for military uniforms, and
garments for party members and higher salaried government employees. This practice ceased by
1991, yet the output of finished twill fabric appropriate for these uniforms continued until 1995.
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A2. Land Ownership

With rare exceptions, Ethiopian land is owned exclusively by the government. Without
exception, land cannot be freely bought and sold by private citizens. Under international
standards of valuation, the only way to establish the meaningful value of land is through a
functioning land market, which Ethiopia does not have. Furthermore, the inability to transfer land
inevitably causes the devaluation, as far as the market is concerned, of any fixed improvements
located on the land.

Government land ownership is therefore detrimental to the financial position of Ethiopian
enterprises. Well developed and consistently implemented lease laws may partially alleviate these
problems. While lease laws do exist in Ethiopia, they are fairly new and not completely
implemented.

Three problems are evident concerning the privatization of these enterprises:

e It is practically impossible to determine operational expenditures. While the central
government handles the sale of enterprises, the regional government where the factory is
located establishes all rental charges for land use. But no legal/institutional structure sets
rental charges, and existing precedents often penalize potential entrepreneurs in

Ethiopia. The cotton farm in Middle Awash, for example, is charged 30 percent of the
value of cotton produced for land use by the Afar tribe based on claims of traditional

land rights.

o It is practically impossible to use land as collateral for loans. Banks refrain from
loaning money based on land collateral that cannot be claimed if the loan is defaulted.
This denies Ethiopian enterprises the option of borrowing funds for expansion and
modernization.

e It is practically impossible to establish a net worth figure. The only acceptable
valuation for the land would be zero. Moreover, few improvements to the land would
retain substantial market value after 10 years.

A3. Collateral

There are other collateral limitations in Ethiopia besides land. As do banks in other
countries, Ethiopian banks recognize only those items that can be registered as collateral with the
local government authorities. Buildings and motor vehicles can now be registered with the
government, but factory equipment cannot. Therefore, private firms cannot use land and
equipment as collateral and must rely on buildings, motor vehicles, or other personal collateral to
raise funds for modernization or expansion. :

A4. Banking Structure and Practices

In the Ethiopian banking sector, three banks provide most banking services to textile
enterprises. They include:

¢ The Development Bank of Ethiopia (DBE) provides long-term loans to the textile

sector. Most of those loans are now past due and in default (see discussion on long-term
loans).
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o The Commercial Bank of Ethiopia (CBE) provides short-term loans to the textile
sector, primarily as bank overdrafts. These overdrafts are used to provide cash flow and
cover industry operating losses (see discussion on overdrafts).

Private banks are new and may play a limited role in expanding or modernizing the private
sector. Although they have no legal restrictions, their activities are limited by lack of capital and

the newness of their operations.

AS. Taxes

The government imposes at least six different sets of taxes on these enterprises: sales,

The National Bank of Ethiopia (NBE) fixes the interest rate for borrowing. The
current maximum ceiling is 16 percent per annum, with the rate permitted to go as low
as 13 percent.

excise, pension, payroll, customs, and profit taxes (Exhibit II-1).

The profit tax rate of 40 percent is higher than other East African rates. Some examples

include:

In combination with the taxes summarized in Exhibit II-1, the effective marginal tax rate is
too high, precluding healthy financial conditions for enterprises because they cannot retain
enough profits to upgrade, expand, or modernize. This tax rate provides an incentive to

Exhibit II-1. Taxes Paid by Factories

Type of Tax Amount of Tax
%
1. Sales tax 12
2. Excise tax 10
3. Employee pension tax:
Paid by enterprise 6
Paid by employees 4

4. Payroll tax
5. Customs import tax
Raw materials

Spare parts

6. Profit tax

Paid by employees

12
5

40

Kenya
Tanzania
Uganda
Mauritius
South Africa
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35 percent
35 percent
30 percent
35 percent
40 percent
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artificially inflate expenditures to ensure that there is little or no taxable profit and diminishes
Ethiopia’s attractiveness as a base for large-scale business operations.

B. Major Accounting/Financial Factors

The purpose of this study was to assess whether the financial statements of the
cotton/textile enterprises were accurate and in accordance with international accounting standards
for expressing income, assets, liability, net worth, liquidity, and debt. An Ethiopian task force
working under the Public Enterprises Supervising Authority (PESA) supported this effort.

The accounting system currently used in the textile sector is an acceptable manual system
that follows accepted international accounting standards, including a double entry, full accrual

" bookkeeping system. However, the system has a significant problem, including inaccuracies,

o~

improper revaluations of assets, overstatements of assets, and lack of annual audits. Given that
current practices are not standardized, financial statements must account for every business
transaction using transparent and conservative principles, including the following:

Record transactions using prices and costs prevailing at the time.

Make adjustments to current values only if values decline.

Record revenues and costs when they are committed, not when cash changes hands.
Periodically match revenues and costs using accruals, deferrals, and accounting
allocations.

e Make careful allowances for negative contingencies, reducing profits and recorded value
accordingly.

This report focused on the last three fiscal years of financial data (1992-1993, 1993-1994,
and 1994-1995). The consultants for this report cross-checked figures in the data with sample
plants such as Dire Dawa, read financial audits, and contacted independent groups such as the
Development Bank of Ethiopia and the Commercial Bank of Ethiopia for independent verification
of financial figures.

The investigation clearly indicated that much of the financial data submitted by the textile
enterprises contained significant problems. Moreover, significant sections of the internal financial
records of the individual enterprises were in error; they did not accurately portray the financial
condition of the textile industry. For example:

Some of the data submitted to the task force contained errors in addition.
¢ Information in some of the financial statements did not agree with supporting schedules.

¢ Information concerning profit, work-in-process, and finished goods did not always
match profit and loss statements and balance sheets.

¢ One enterprise submitted data that included negative goods-in-transit.

¢ Most audits were not current and some had not been completed for the last five years.
In the Adei Abeba Yarn Factory 1992 audit, the auditors said, “We are unable to form
an opinion as to whether these accounts . . . present fairly the financial position of Adei
Abeba Yarn Factory.” In 1990, auditors for the Kombolcha Textile Factory were also
unable to form an opinion.
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Although the above problems are serious and need to be corrected, they are relatively
minor when compared to the major asset revaluation and overstatement problems in the financial
statements. In fact, auditors of the enterprises have repeatedly questioned asset valuation. For
example, the 1993 Dire Dawa audit withheld a figure for stock obsolescence because the factory
had “no satisfactory procedure” for determining this amount. Also, the 1992 Adei Abeba audit
stated, “Creditors include amounts totaling Br 826,949 which had been outstanding for over one
year and in respect of which we obtained no satisfactory explanation for the reason they had not
been settled. Consequently we were unable to satisfy ourselves as to the validity of amounts
totaling Br 826,949 included under creditors.”

This section discusses the factors that could impact the financial situation of the
cotton/textile sector. These issues need to be resolved if the sector is to attain economic self-
sufficiency.

B1. Legal Liabilities Left by Nationalization

Two financial liabilities—the legacy of nationalization—need to be resolved before the
textile sector can make the transition to financial stability. They include the following:

o When some factories were nationalized in 1974-75 and transferred to government
ownership, the Government of Ethiopia promised former shareholders fair
compensation, which is still outstanding.

e A contingent liability of U.S. $80,974,801 for the textile enterprises, as successors to
the former National Textiles Corporation, is presently in legal action.

B2. Fixed Assets

The valuation of fixed assets is perhaps the most troubling aspect of textile sector balance
sheets because in January 1993 the Ministries of Finance and Industry told the textile sector to
recapitalize enterprises with a negative net worth. The recapitalization occurred in the form of a
revaluation of assets, which increased the value of net fixed assets so as to wipe out any

accumulated deficits and increase the net worth of the enterprise to a positive figure. This
violated accepted accounting procedures and distorted the real financial picture of the enterprises.

The following enterprises were recapitalized in 1993, which resulted in increased values of
net fixed assets:

Adei Abeba Textile Factory Br 24.8 million
Bahir Dar Textile Factory Br 29.1 million
North Omo Agricultural Development Br 46.4 million

These increases came about, for example, by arbitrarily decreasing accumulated
depreciation (for Bahir Dar), or by revaluing land improvements (for North Omo).

Another, more minor, reason for concern about asset valuation is non-functioning assets.
Fixed assets should be stated at cost less accumulated depreciation (with depreciation based on an
appropriate schedule). Maintenance, repairs, and minor renewals should be charged to expenses,
while major equipment renewals and upgrades are capitalized. In some cases, however, there are
no credible procedures for writing off non-functioning equipment. For example, the Dire Dawa
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Textile Factory has on its books machinery and equipment which have never been used or have
been idle for several years, including five knitting machines (valued at Br 450,846) and five
electric boilers (valued at Br 794,399). Even if their book value is nominal, retaining them as
assets is misleading. The downsizing of the enterprise is not reflected in the records.

Three methods are used to set asset values:

¢ Replacement cost is the current cost of replacing or reproducing an item, taking into
account the normal quantity produced or purchased, geographic location, possible
discounts, transportation charges, changes in production costs, and other relevant
factors.

o Resale or market value of operating equipment is assessed at its new value minus
depreciation or at an appraised replacement value for equally used machines. New
equipment value is never a basis for sale value.

e Income potential as a method of valuation uses discounted cash flow based on current
and potential income produced by the equipment. Four main factors affecting this
calculation are (1) current profitability, (2) current market share for the enterprise
products, (3) current number of active customers, and (4) potential to increase the first
three.

All three values should be calculated if possible. For buyers, the last two are the most
relevant.

B3. U.S. Cotton

During 1994 and 1995, donated cotton from the United States was given to the Ethiopian
textile sector, valued at Br 197 million (approximately US$31 million). The cotton was
distributed to textile factories with spinning capabilities, but the total value of the cotton was
allocated on a pro rata basis to all twelve textile factories. Furthermore, the stated capital value
for each enterprise was increased accordingly (Exhibit 11-2). In most cases, appropriate transfer
payments from yarn spinning factories to other textile enterprises were not made. Therefore, no
increase in value for the rest of the enterprises should have occurred, especially when debtor
enterprises are not able to pay.
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B4.

Exhibit II-2. USA Cotton Fund Capitalization

(Thousand Br)

Enterprise Feb. 1994 | July 1995 Total

Adei Abeba Textile Factory 18,070 3,321 21,391
Akaki Textile Factory 18,786 3,452 22,238
Arba Minch Textile Factory 24,810 4,558 29,368
Awasa Textile Factory 14,843 2,727 17,570
Bahir Dar Textile Factory 21,565 3,962 25,527
Dire Dawa Textile Factory 23,320 4,295 27,615
Kombolcha Textile Factory 21,832 4,010 25,842
Edget Yarn Factory 5,624 1,034 6,658
Nefas Silk Sewing Thread 1,814 333 2,147
Factory

Addis Garment Factory 2,820 528 3,348
Akaki Garment Factory 8,920 1,638 10,558
Gulelie Garment Factory 3,977 731 4,708
Total 166,381 30,589 196,970
Overdrafts

Ten textile enterprises operate only because they have checking account overdrafts from the
Commercial Bank of Ethiopia (Exhibit II-3). These funds make up for shortfalls in cash flow; if

CBE were to stop these overdrafts, these enterprises could not operate.
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Exhibit II-3. Overdrafts Owed to the Commercial Band of Ethiopia
(as of March 25, 1996)

Enterprises Overdrafts

(Million Br)
Adei Abeba Textile Factory 1.8
Akaki Textile Factory 14.4
Arba Minch Textile Factory 3.2
Awasa Textile Factory 3.9
Debre Birhan Textile Factory 8.6
Dire Dawa Textile Factory 8.9
Akaki Garment Factory 3.2
Gulelie Garment Factory 2.1
Kombolcha Textile Factory 12.3
Nazareth Garment Factory 3.3
Total 61.7

Source: Commercial Bank of Ethiopia

The data on overdraft balances in Exhibit II-3 come from CBE and may be different from
that obtained from the enterprise’s books due to the floating time of transactions performed with
non-reconciled CBE bank statements. The same is true for DBE loans.

BS. Long-Term Loans

The Development Bank of Ethiopia has made long-term loans to cotton farms and textile
factories to pay for construction and equipment, including long-term loans to 10 enterprises in the
amount of Br 530.7 million (Exhibit II-4). Due to the weakened condition of this sector, DBE
now considers many of these loans non-performing, with little chance of repayment. The liability
for these debts is now being transferred to the Ministry of Finance, with all non-performing farm
debts already transferred. The DBE is now transferring the remaining Br 193.6 million in non-
performing loans. The Ministry of Finance would then assume the debt and pay DBE the
outstanding amounts. Nevertheless, the enterprises would still be liable for their debts unless they
are officially forgiven by the Government of Ethiopia.

To date, the Ethiopian Privatization Agency has sold public enterprises debt free, using the
cash received from the sale to pay off outstanding liabilities. However, for some of these
enterprises, the selling price will probably not cover existing debts. For example, Middle Awash
Agriculture Development Enterprise owes Br 135.8 million to DBE, but the farm has a net fixed
asset value of only Br 36.3 million. Current assets are also significantly less than current
liabilities.
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Exhibit I1-4. Long-term Loans by the Development Bank of Ethiopia

Enterprises Amounts Due Status
(Million Br)

Adei Abeba Textile Factory 349 Non-performing

Arba Minch Textile Factory 54.7 Non-performing

Awasa Textile Factory 49.3 Non-performing

Bahir Dar Textile Factory 14.0 Non-performing

Kombolcha Textile Factory 40.7 Non-performing

Debre Birhan Blanket Factory 7.5 Performing

Edget Yarn Factory 3.7 Performing

Abobo Ag. Enterprise 14.8 Transferred to Min. of
Finance

Middle Awash Ag. Enterprise 135.8 Transferred to Min. of
Finance

Tendaho Ag. Enterprise 175.3 Transferred to Min. of
Finance

Total 530.7

Bé6. Finished Goods Inventories

Some textile enterprises overvalue fabric inventories. Balance sheets reveal that levels of
fabric inventories have increased in recent years. For example, Arba Minch Textile Factory
presently has 425 days of finished stock available, while the Nazareth Garment Factory has 358
days. As of March 3, 1996, the Dire Dawa Textile Factory had 72 days of such stock available.

Liquidation of these stocks will be accomplished only at a substantial discount of their
stated book values. At Dire Dawa, in particular, about half of the finished goods inventory is

twill fabric that is many months old. Also, the 1992 audit for Adei Abeba Yarn Factory
disclaimed a value for inventory. The auditors stated, “In the absence of a physical inventory of
stock on November 9, 1992 on which we could rely for the purposes of our audit we were
unable to satisfy ourselves as to the quantity, condition and value of stock included in the balance
sheet at Br 17,439,071.”

These inventories should be periodically revalued to account for stock obsolescence.
Furthermore, excess inventories should be sold as soon as possible, even at a discount, because
(1) fabric in storage deteriorates over time, adding to losses, and (2) any large amount of long-
term inventory entails interest carrying charges, a reduction in cash flow, or both.

B7. Equipment and Parts Inventories
The financial data corroborates observations made by this project’s technical team that

some parts inventories are excessive. Furthermore, recent purchases have reached extraordinarily
high levels. The Dire Dawa Textile Factory thus has a total inventory of spare parts of Br 22.7
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million, but a net fixed asset value of Br 10.6 million. Also, the Awasa Textile Factory had a
spare parts inventory of Br 14.6 million at the end of FY 1994-95, an increase of Br 4.7 million
over the previous year.

Current accounting practice is to capitalize initial stocks of spare parts purchased with
machinery, then depreciate them over time. However, additional spare parts purchased
independently of equipment are placed in inventory and carried as assets; they are not expensed
until they are actually used. The following steps should be taken:

¢ Revalue existing spare parts inventory to reflect stock obsolescence.
o Expense additional purchases of spare parts as soon as they go into inventory.

o Use a target figure for spare parts inventory of 7-10 percent of original asset value (after
proper account is taken for the impact of devaluation).

Violations of prudent practices in the purchasing of spare parts are egregious; therefore, the
public textile sector should implement the conservative practice of expensing them when
purchased. Several in the public sector voiced objections about artificially unbalancing financial
records if purchases are expensed. If a reasonable number of spare parts are bought for use in a
year’s time, the impact on the records would be quite negligible because public sector enterprises
only release annual reports. Furthermore, year-end adjustments are made that make no difference
to the financial statements. If too many spare parts are bought, then the information needs to be
clearly revealed on the records, so that top management can address the problem. One of the
financial accounting principles stated earlier advises that costs be recorded when they are
committed, even before payment is actually made.

BS. Accounts Receivable

The textile enterprises have chronically high levels of accounts receivable either with trade
debtors or with associated enterprises in the public sector.

Given the age of many of these accounts receivable, they should no longer be classified as
short-term debts. For example, the North Omo Enterprise has been carrying Br 8.3 million in
accounts receivables from five associated enterprises for the last three years. Other examples are
contained in Annex A of this report.

In addition to reclassifying some accounts receivable, they should also be either called in or
written off. In some cases, cleaning up the accounts receivable would reveal that the enterprise
has a negative net working capital.

B9. Accounts Payable

Several factories have large accounts payable which, like the accounts receivable, are
candidates for reclassification as long-term debt. These reveal serious financial problems. For
example, Awasa Textile Factory had past due Br 19.4 million in taxes, Br 18.6 million in DBE

loans, Br 7.9 million due to associate enterprises, and Br 25.1 million in interest.

To facilitate a resolution of these accounts payable, the government can take the following
actions:
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o Allow write offs of past due taxes and past due interest, if payback is impossible.

e Provide a clearing house and a financial expert for two months to clear up the debts
owed from one enterprise to another. Many will likely cancel each other out.

B10. Inaccurate Balance Sheets

In view of the foregoing discussion, the cotton/textile sector enterprises clearly overstate
the levels of their assets, and thus, the net worth of their enterprise. Based on a more detailed
case study of the Dire Dawa Textile Factory, a more realistic balance sheet changes the
enterprise’s net worth in fiscal year 1994-95 from a positive Br 35.3 million to a negative
Br 2.3 million (see Annex B). This is not an exact number, of course, but indicates the direction
the net worth estimate should move. Furthermore, the material presented in this and other
sections indicates that a careful reassessment of balance sheets would result in decreased net
worth estimates for almost all public enterprises in the cotton/textile sector.

C. Sector Financial Performance

The material for this section is found in Annex A, which contains the balance sheets and
profit-and-loss statements for each of the 18 public enterprises in the cotton/textile sector. These
financial statements are consistent with the ones submitted by the individual enterprises to the
PESA task force; only minor corrections were made when it was obvious that the figures did not
add up or did not agree with supporting documents. Neither the data submitted by the enterprises
nor the statements in Annex A have been audited.

Also included in Annex A is an analysis of the financial data concerning each enterprise,
including a statement of financial condition, profitability, net worth, liquidity, a series of ratios,
and relevant comments concerning financial problems and issues.

C1. Performance Measures Used

Many of the traditional ratios used to evaluate enterprises, such as return on investment,

are not appropriate for the Ethiopian cotton/textile sector because they provide useful, directional
information when profitability of the sector is the rule, not the exception.

Under the previous centralized regime, the primary performance measure valued by the
government was the number of people employed; a secondary one was the capacity at which the
plants operated. Now, however, the primary measurements to evaluate performance are profit,
net worth, and liquidity. These three are given for every enterprise in Annex A. Also, for the
reader’s additional information, several traditional ratios are given. The followmg summarizes the
evaluation indicators computed:

o Profit. The excess of selling price over costs or, for a company as a whole, the excess
of revenue over all expenses.

o Net Worth. The residual equity in an enterprise equal to total assets minus total
liabilities. If the enterprise has a negative net worth, it is technically bankrupt.
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Net Working Capital and Liquidity. The degree to which a company’s assets can be
readily converted into cash. Arithmetically, it is equal to current assets minus current
liabilities.

Overdrafts. Amount of overdrafts with banks. (All of these are with the CBE.)

Long-term loans. Amount of long-term loans with all other entities. (Most are with the
DBE.)

Debt-equity ratio. Total liabilities divided by net worth.

Re-valuation of assets. This section mentions any revaluations that occurred.
Liquidity/current ratio. Current assets divided by current liabilities.

Stock turnover rate. Finished goods divided by net sales multiplied by 365 days.
Net margin. Profit after taxes divided by net sales.

Return on assets. Profit after taxes divided by total assets.

C2. Sector Overview

With respect to fundamental financial indicators, the following summary comments are
appropriate:

Profitability

In FY 1992-93, four enterprises made profits totaling Br 6.1 million, while 14
enterprises suffered losses totaling Br 97.1 million.

In FY 1993-94, five enterprises made profits totaling Br 8.8 million, while 13
enterprises suffered losses totaling Br 77.9 million.

In FY 1994-95, four enterprises made profits totaling Br 12.4 million, while 14
enterprises suffered losses totaling Br 77.9 million.

On average over the last three years, the public cotton/textile industry suffered losses of
Br 75.2 million per year.

Note: While it is not possible to sort out the impacts of accounting irregularities on reported
profits, it is wise to assume that profits are somewhat overstated and the losses somewhat
understated.

Net Worth

o In FY 1992-93, 11 enterprises registered a positive net worth totaling Br 177.9 million,

while seven enterprises registered a negative net worth totaling Br 331.0 million.
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o In FY 1994-95, 14 enterprises registered a positive net worth totaling Br 271.0 million,
while four enterprises registered a negative net worth totaling Br 296.3 million.

Note: The increased aggregate net worth between FY 1992-93 and FY 1994-95 is inconsistent
with the industry’s non-profitability. This reflects the fact that the net worth figures were
artificially increased by asset revaluation and an influx of donated U.S. cotton. There is little
doubt that the aggregate net worth figures for FY 1994-95 are greatly overstated. The sector,
taken as a whole, is technically bankrupt.

Net Working Capital and Liquidity

e In FY 1994-1995, 12 enterprises had positive net working capital, and 6 had negative
~ net working capital.

o Liquidity is much less than indicated by the net working capital figures, due to the large
amounts of funds tied up in non-liquid inventory; i.e., spare parts and long-term
accounts receivable.

Long-Term Debt

o At the end of FY 1994-95, 13 of the 18 textile enterprises owed long-term debts totaling
Br 807.8 million. Most of this money is owed to the DBE, the Ministry of Finance, and
foreign governments.

® An additional Br 185.9 million is owed for interest past due; therefore, principal and
interest owed approximates Br 1 billion.

C3. Ranking of Individual Companies

Of the 18 enterprises in the public cotton/textile sector, only one could be given a rating of
“financially sound.” Five rated as “financially intermediate,” and twelve as “financially
unsound.” In general, the cotton farms and textile factories are in relatively worse condition,
while the blanket and garment factories are in relatively better condition.

The enterprises are listed below in the three categories, together with comments on each
enterprise. The concerns expressed in the previous section about the accuracy of the financial
statements should be kept in mind when using these rankings. These are optimistic, rather than
pessimistic, rankings.

Financially Sound

e Debre Birhan Blanket Factory Profitable, positive net worth, liquid, 12 percent
return.

Financially Intermediate

¢ Addis Garment Factory Profit in 1995, positive net worth, liquid, 0.6
percent return.
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Akaki Garment Factory

Nazareth Garment Factory

Akaki Textile Factory

Edget Yarn Factory

Financially Unsound

Abobo Agriculture Development
Enterprise

Middle Awash Agriculture
Development Enterprise

North Omo Agriculture
Development Enterprise

Tendaho Agriculture
Development Enterprise
Adei Abeba Textile Factory
Arba Minch Textile Factory
Awasa Textile Factory
Bahir Dar Textile Factory
Dire Dawa Textile Factory
Guleliee Garment Factory

Kombolcha Textile Factory

Nefas Silk Sewing Thread
Factory

Loss in 1995, profit in 1994, positive net worth,
liquid.

Loss in 1994 and 1995, positive net worth,
increasing sales.

Loss in 1995, profit in 1994, positive net worth,
liquid.

Loss in 1995, profit in 1994, positive net worth,
negative liquidity.

Not profitable, negative net worth, negative
liquidity.

Profit in 1995, losses in prior years, negative
net worth, negative liquidity, heavy debt.

Not profitable, questionable net worth, negative
liquidity.

Profit in 1995, losses in prior years, negative
net worth, negative liquidity, heavy debt.

Not profitable, questionable net worth, questionable
liquidity, revalued assets.

Not profitable, net worth will be zero in 1997 if
current trends continue, heavy debt.

Not profitable, net worth will be zero in-1998 if
current trends continue, heavy debt.

Not profitable, questionable net worth, negative
liquidity, revalued assets.

Loss in 1995, profit in 1994, negative net worth,
negative liquidity, large overdrafts.

Losses last two years, questionable net worth,
liquid.

Not profitable, net worth will be zero in 1997,
heavy debt.

Not profitable, negative net worth, negative
liquidity.
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D. Conclusions and Recommendations

In summary, the cotton/textile sector is losing money, has a negative net worth, is non-
liquid and deeply in debt, and relies primarily on overdrafts from CBE to fund its current
operations. The financial condition of the Ethiopian public cotton/textile sector is in crisis.
Indeed, the situation was critical even at the time the current government inaugurated the new
policies to move toward a market oriented, competitive sector.

It is worthwhile to remind the reader about the cause-and-effect discussion in Section I of
this report; i.e., the sequence of cause and effect running from structure to conduct to
performance. The financial indicators of an enterprise or a sector are an effect in the sense that
losing weight is a result of an inadequate diet or that running a fever is a result of catching an
infection.

Management looks to these financial indicators to determine the adequacy of their
performance, but the real performance cannot be altered by changing accounting and financial
conventions. Indeed, the usefulness of financial indicators is directly proportional to the integrity
of these conventions. Neither can real performance be altered by infusing large amounts of
money into the enterprises; the government, banks, and various donor organizations have done
that before and performance has not improved. Even if all existing debts were magically wiped
out, the sector would continue to lose money, unless the enterprises’ conduct changes. The issue
is not if the enterprises should be privatized, but whether conduct can be changed so the
enterprises will perform satisfactorily. For this to happen, the structure within which the
enterprises function will have to change.

Within the narrow context of financial practices, we recommended the following actions:

¢ Review the accounting entries that revalued the fixed assets; reverse them if necessary to
reflect the actual net worth of the enterprises and restore the integrity of the financial
records.

¢ Review all balance sheets and make appropriate adjustments for non-functioning
equipment, discounted inventory, excess spare parts, and uncollectible accounts
receivable.

¢ Revalue inventory levels and spare parts to reflect properly stock obsolescence; expense
additional purchases of spare parts immediately instead of waiting until they are used.
Use a target figure for spare parts inventory of 7-10 percent of original asset value.

e Call in or write off accounts receivable and limit them as much as possible; explore the
feasibility of writing off the accounts payable. A sector-wide clearing house empowered
by the government could assist in these actions.

o Increase the use of cost accounting to determine actual costs, break even points, and
profitability of product lines; update the distribution of overhead costs.

¢ Require closer attention to ledgers and records—checking entry accuracy, correcting

mathematical errors, and making sure the financial statements are consistent with
supporting documents.
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¢ Bring all annual audits up to date; complete them as soon as possible after the close of
each fiscal year.
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SECTION III
ORGANIZATION AND MANAGEMENT EVALUATION
OF PUBLIC COTTON/TEXTILE SECTOR

This section assesses the organization and management of the public cotton/textile sector
and recommends changes to improve its performance. The focus is on the entire sector rather
than on individual enterprises and is consistent with this study’s terms of reference and the time
and resource constraints imposed on it. Focusing on detailed and specific recommendations for
individual enterprises would have required taking an adversarial stance against current
management. This sort of assessment would rely primarily on information gathered by activities
independent of management, rather than on information they provided, as did this study. In any
case, a valid assessment of the sector does not require the redundant coverage of every enterprise
because public textile sector enterprises in Ethiopia come from a common tradition and are
subject to the same laws, regulations, and directives.

The team chose seven enterprises to represent those in the public cotton/textile sector (see
Annex M for a list of meetings and plant visits.) Diverse views and opinions were also sought
and obtained from knowledgeable persons outside the enterprises and the public sector (see
Annex N for the questionnaire used in the interview process). The cooperation of these people in
providing factual information and pertinent viewpoints was indispensable to this investigation.

Pertinent documents reviewed include:

¢ Public Enterprise Proclamation No. 25/1992

¢ Industrial Public Enterprises Establishment Council of Ministers Regulations of
November 1992

¢ Labor Proclamation No. 42/1993

¢ Organization and staffmg manuals of the sample enterprises

¢ Policies and procedures manuals of the departments in the sample enterprises

¢ A compilation for each énterprise on (1) the educational qualifications (2) years of
relevant experience, and (3) special training of general managers, department heads,

service unit heads, division heads, section heads, supervisors, and foremen

¢ A summary of grievance and dispute letters presented to the management of the sample
enterprises during the last two years '

* An abstract of labor cases forwarded to the appropriate judicial bodies by or against the
sample enterprises in the last two years

* A list of employees who resigned on their own from the sample enterprises during the
last two years, along with the reasons given for their resignations

¢ Turnover of board members and general managers in sample enterprises
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e Collective agreements of the sample enterprises

e Government circulars sent during the last two years to the sample enterprises
e Annual management reports of the sample enterprises

¢ Past reports on training needs and programs of the sample enterprises

The remainder of this section analyzes the following:

Organization and management structures

Managerial capabilities

Labor attitudes

Working modalities and managerial practices

Personnel and labor laws
Training programs

The section concludes with a list of recommendations to improve organization and
management in the public cotton/textile sector.

A. Organization and Management Structure

Although these issues are discussed in Section I of this report, this section will elaborate on
them to fully develop the implications. The goals and strategies for the Ethiopian public sector
must be understood in terms of Public Enterprise Proclamation No. 25/1992 and the Industrial
Public Enterprises Establishment Council of Ministers Regulations of November 1992 (hereafter
referred to as the Official Regulations).

Section I clearly showed that, based on Public Enterprise Proclamation No. 25/1992, public
enterprises are intended to have “management autonomy” and be managed to make the
enterprises “efficient, productive, and profitable.” However, the Official Regulations, which
established each enterprise as a separate legal entity, did not reinforce the thrust of the Public
Enterprise Proclamation. The purpose of a manufacturing enterprise is to manufacture, sell, and
engage in any trade that promotes the attainment of its purpose, but the Official Regulations
ignore whether the cited activities are for the sake of making a profit or enhancing social welfare.
Our assessment of the public cotton/textile enterprises’ organization and management structures
must occur within this unclear context.

Al. Authority Structures
As covered n Section I, the official chain of command for public sector enterprises runs
from a supervising authority (i.e., PESA) to a management board to a general manager. Each

entities’ powers are enumerated in the Public Enterprises Proclamation 25/1992 and are described
below.

-2



Section /ll: Organization and Management Evaluation of Public Cotton/Textile Sector Chemonics International Inc.

Supervising Authority

PESA holds a position analogous to the shareholders of private enterprises; however, it
exercises much more control than do shareholders. PESA is officially charged to “protect the
ownership rights of the state” and is empowered to:

e Appoint and remove members of the board subject to Article 12 (2) of this Proclamation

e Appoint the chairman of the board from the members appointed by it

e Fix the allowances paid to the members of the boardl

¢ Appoint external auditors

¢ Cause the allocation of the initial capital of the enterprise

¢ Decide the increase or decrease of the capital of the enterprise in accordance with
Article 21 or 22 of this Proclamation

e Cause the establishment of reserve funds or the allocation of funds by the Government
so that the authorized capital of the enterprise shall be fully paid up within the period
specified under Article 20 (2) of this Proclamation

¢ Determine, based on the proposals of the Board and following the relevant provisions of
this Proclamation, the amount of state dividend to be paid to the Government from the
net profits of each financial year

e Approve financial reports of the enterprise and external audit reports
e Approve the investment plan of the enterprise submitted to it by the Board

* Propose, where necessary, to the Council of Ministers the dissolution, amalgamation or
division of an enterprise under its control, or the transfer of the enterprise or its
management in any other manner

* Approve, in consultation with the Board, the annual and long-term corporate targets of
the enterprise and follow up their fulfillment '

¢ Without prejudice to the powers and duties given to the Board, perform other functions
necessary for the protection of the ownership rights of the State

There can be little doubt that PESA is empowered to encroach upon management autonomy
of public sector enterprises. While corporate shareholders do not become involved in the approval
of investment plans and corporate targets, PESA is charged to do so. Neither do corporate
shareholders exercise oversight on the implementation of annual and long-term targets; however,
PESA does.

Even more striking is the power of PESA to ensure the adequacy of capital for public
sector enterprises. In a political context, this amounts to the paradoxical situation of giving the
authority responsible for seeing that the enterprises evolve toward self-sufficiency the
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responsibility for preventing them from suffering the consequences of their failure to achieve self-
sufficiency. The powerful position of controlling the enterprises’ fate can easily become an
untenable political dilemma.

While PESA clearly desires to avoid overt interference in management decisions, its
involvement is felt in many ways. For example, by simply conducting routine workshops,
seminars, and other meetings involving board members and/or general managers, a forum is
created where officials and officers of PESA make statements and express opinions that the
general managers take as directives.

Another way in which PESA constrains management decisions is by fixing the upper salary
levels of the general managers. Even though the management board is given the power to set the
salary level of the general manager under its jurisdiction, the upper limit fixed by PESA sets the
salary of almost all public sector general managers at levels that are uncompetitive with emerging
private enterprises. A board may well conclude that it cannot increase its general manager’s
salary to obtain the caliber of managers needed to lead the enterprise successfully.

Management Board

Ethiopia’s current structural environment imposes significant disadvantages on management
boards. For example:

e Boards of typical business corporations represent shareholders (owners), while the
boards of public enterprises have no stake in the success of their business. There is no
structural incentive for boards to make business success their first priority.

e In a capitalist system, it is not difficult to find capable, seasoned board members. In
Ethiopia, however, few in the population have had this type of responsibility and
authority.

Sub-article 2 of Article 12 of the Proclamation states that up to one-third of board members
can be elected by the general assembly of the workers of the enterprise. This has resulted in
worker representatives making up exactly one-third of the board in all enterprises of the sector.
Board members selected this way are thus accused of (1) a biased, pro-labor attitude, (2)
ignorance of the issues central to making the enterprise efficient, and (3) leaks in confidential
information. Ethiopian management is also intimidated by the power of the board’s worker
representatives to influence the appointment and dismissal of top management.

Sub-article 4 of Article 12 calls for the appointment or election of board members on the
basis of profession, experience, and competence. This has not been achieved in reality; many
board members with inadequate experience and questionable competence have been
appointed/elected. Further, it is widely believed that:

¢ Appointments have not succeeded in having at least one board member with the
necessary competence in each functional area; e.g., finance/accounting,
production/technical, marketing/procurement, etc.

e Most board members hold multiple positions and have competing responsibilities that

preclude the allotment of time needed to study and become adequately prepared to
discharge their responsibilities as board members.
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e Except in rare cases, board members lack the strength of placement or connections
necessary to give them confidence to take bold decisions, especially in policy and system
changes. Neither do board members have job security, which discourages them from
taking leadership roles.

The record indicates a high rate of turnover in the ranks of board members. In some
enterprises, as many as ten board members have come and gone during the last three years.
Whatever the major cause, an excessive turnover rate prevents continuous, knowledgeable service
that board members need.

The powers and duties delegated to the board are to:

¢ Decide on policy issues other than those submitted to the supervising Authority pursuant
to Article 11 of this Proclamation

e Appoint and dismiss the general manager of the enterprise and fix his salary and
allowance

¢ Approve the employment, assignment, and dismissal of those officers of the enterprise
accountable to the general manager, including their salaries and allowances

¢ Approve the internal regulations of the enterprise, its work program, and budget
e Approve the long-term loans and credits of the enterprise

¢ Approve the sale of fixed assets that may not affect the existence of the enterprise
e Ensure that proper books of accounts are kept for the enterprise

e Submit books of account to the auditors of the enterprise, and periodic reports on the
state of the enterprise’s activities and financial reports to the supervising authority

* Propose to the supervising authority the increase or decrease of the enterprise capital

The involvement of the board in the appointment, dismissal, and remuneration of officers
that directly report to the general manager undermines the general manager’s authority. Once the
general manager has control over employment matters, he will be able to build the allegiance
needed for cohesive teamwork to achieve the desired performance.

Based on the supervising authority’s detailed directives, enterprise management are to
present the following to the board: .

o Quarterly and annual performance reports, along with plans of the subsequent periods
and workers’ views on performance, plans, problems, threats, and opportunities. These
include:

o Quarterly and annual financial statements

a Quarterly and annual reports on production, productivity and capacity utilization
a] Quarterly reports on sales and marketing
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Monthly stock positions

Monthly performance on collections and status of receivables and debts
Minutes of the weekly meetings of the management committee
Monthly reports on the status of accounting works

The receipt of this information invites the unwarranted interference of board members in
matters that are legally reserved to the management of the enterprise. This has happened at some
enterprises.

General Manager

Article 16 of the Public Enterprises Proclamation No. 29/1992 empowers the generél
manager to:

Organize, direct, administer, and control the enterprise

Represent the enterprise in all dealings with third parties and in legal proceedings
brought by or against it

Subject to the approval of the board, employ, assign, and dismiss the officers of the
enterprise accountable to him and define their functions

Employ, assign, and dismiss other employees of the enterprise in accordance with the
internal regulations of the enterprise and the appropriate law, and determine their
salaries

Keep proper books of accounts of the enterprise, and open and operate bank accounts to
the enterprise

Enter into short-term loan contracts for the purpose of providing the working capital of
the enterprise, borrow money on a long-term basis with the approval of the board, and
for those purposes pledge or mortgage the movable or immovable property of the
enterprise

Prepare and submit to the board the internal regulations as well as the work program
and budget of the enterprise, and implement same upon approval

Sell fixed assets that may not affect the existence of the enterprise with the approval of
the board

Implement and cause the implementation of the decisions of the board
Submit report to the board in such manner as it shall prescribe

Delegate his powers to the officers and other employees of the enterprise to the extent
deemed necessary

Establish, and preside over the meetings of, a management committee that shall advise

on the operations of the enterprise and that may discuss on the progress, plans, and
decisions of the enterprise
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e Perform other duties assigned to him by the board

While it may be argued that the law gives management autonomy, the unavoidable
conclusion is that this sector has not achieved autonomy. The barriers to autonomous
management of the public cotton/textile enterprises have already been discussed. Nevertheless,
further elaboration of structural and environmental impediments may be helpful. They include:

Lack of management expertise. Inadequate management training and a lack of open
market experience means that managerial capability at the enterprises is still in its infancy. In
most cases, managers reveal that they are not ready for autonomy; if they are, they move out of
the public sector, seeking independent responsibilities elsewhere.

Insecurity of executive officers. Perceived arbitrariness of appointments and dismissals, a
lack of mutual trust between managers and board members, and the above mentioned lack of
management expertise foster a culture of insecurity among the senior executives of the
enterprises. Without security, managers cease to take responsibility and exercise their authority.
A symptom of this is that general managers try to involve the board in operational matters.
Another is that the enterprise is susceptible to tyranny by labor unions. Yet another is their
unwillingness to delegate authority and decentralize power, which must occur if autonomy is to
be possible.

Systemic bias about labor. Whenever a dispute develops between management and labor,
irrespective of the merits of the case, labor is favored by some politicians, officials, and/or
administrators. This provides an incentive to laborers (both organized and unorganized) to be
militant and unruly, even to the point of lawlessness. Labor interference is perhaps the most
important factor that prevents management autonomy.

Interference by PESA and by Boards. The potential arbitrary exercise of power by the
supervisory authority or management boards suppresses the authority and autonomy of
management. Until this power is structurally constrained, management initiative will be
discouraged.

Irresponsibility by the media. Public and private media substantially hinder the emergence
of management autonomy by disseminating unverified accusations and insults against managers
and other executive officers, and by portraying executives as dishonest and corrupt, actions that
provoke their policing and exposure by workers.

Institutional sabotage. Some key institutions do not recognize the legal changes that have
been made to foster autonomous enterprise management. Thus, some courts seem to think that
the general manager cannot reject the promotion committee’s recommendation. Also, some bank
functionaries still refuse to open letters of credit based on the general manager’s authority.

A2. Organizational Structures

As a result of recent studies undertaken in the public cotton/textile sector by each
enterprise, using either external consultants or internal expertise, the enterprises adopted similar
organizational structures. These structures have distinct organizational units for such activities as
production and maintenance (in agricultural and technical areas in the case of farms), marketing,
materials management, accounting and finance, personnel administration, internal auditing,
planning and programming, legal advocacy and advisory functions, etc. Some manufacturing
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enterprises used the product-line approach of departmentalization along with the functional
approach of sectionalization.

Typical organizational charts are presented in Exhibits III-1 through III-3, representing
textile factories, garment factories and cotton farms, respectively. Although these organizational
structures seem reasonable, they are too bureaucratic and supply-driven. To determine the needs
and efficiency of the enterprise, the following questions should be answered:

e Does an O&M or management service need to exist or be established? Should this area
be the priority of the general manager, who can draw on the expertise and advice of
knowledgeable board members, rather than a separate division within the enterprise?

¢ Does the number and nature of legal cases to be handled justify the creation or
maintenance of a legal service?

e Has the planning and programming service outlived its usefulness since the passing of
the socialist era? The general manager should provide leadership in this area, using
departments, such as the production and technical department, the marketing
department, etc., as he sees fit.

o Would the unit responsible for design and product development be more effective under
the general manager or the head of the commercial department (rather than the head of
the production department)? This would seem necessary to ensure the production of
goods whose type and quality the customer desires.

o I[s it feasible to delete the position of deputy general manager?
o [s it an unnecessary expense to have a department for stores administration?

e Would it be more appropriate to place the market research and promotion activity
directly under the head of the commercial department rather than the general manager?

As these enterprises emerge from a centralized bureaucracy, changes in organizational
structures should be made to respond more effectively to market signals, rather than remain
hostage to the internal, vested interests of the organization. Some power centers may need to be
deleted to prevent interference with the goals established by the board and targeted by the general
manager. Subject to this market-oriented focus, refinements should enable more timely, efficient
responses to the following objectives:

¢ Achieve stated objectives by providing a framework for a clear-cut division of labor that
permits specialization along the lines of the basic or organic functions of the enterprise

¢ Engender better performance control through, among other things, the constitution of
cost and responsibility centers.

¢ Exploit the benefits to be derived from the use of line and staff relationships.
¢ Permit the delegation and decentralization of authority and responsibility based on a

well-established line of authority and unity of command and efficient lines of
communication.
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Exhibit II1-3. Cotton Farm Organization
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When using the functional form of departmentalization, enterprise objectives can be
undermined by the dogged pursuance of narrow departmental objectives. This tendency can be
overcome with two techniques:

e Effective coordination and control mechanisms can solve coordination problems which
loom large in some enterprises. Solving them will require a personal, priority
involvement by top management.

¢ Development of team spirit is a leadership challenge, requiring the use of multiple
approaches that are structural (appropriate remuneration and incentive systems),
educational (routine sensitization meetings), etc. Employees must come to understand
that their success is tied to the success of the enterprise.

The organizational structures in the public cotton/textile sector provide for three levels of
managerial hierarchies below the general manager. The department level is at the top, the
division level in the middle, and the section level at the bottom. (In some cases, they are called
divisions, sections, and units.) In the production area, supervisory personnel and foremen
constitute the fourth and lowest managerial hierarchy. This hierarchy allows timely information
flow and decision making. Therefore, repeated changes are likely to be counter-productive,
unless the changes made are clearly needed to make the forms of the organization better serve the
functions performed.

Unfortunately, constant reorganization of staff is common among the public cotton/textile
sector enterprises. Furthermore, the impetus behind them seldom allows form to follow function;
it is aimed instead at establishing revised benchmarks for bureaucratic salary scales. This may
have seemed logical when funds could be allocated by government order in response to the
dictates of a bureaucratic reshuffling; however, reorganization has no impact under the current
structure of the economy. Unless reorganization actually results in improved performance of an
enterprise, it is a costly and useless exercise.

Staffing Plans

To execute an effective staffing plan, managers need to know the appropriate standards for
each job. Without such standards, even the number of employees needed for each job is an
arbitrary determination. The result in almost all quasi-government bureaucracies is the
employment of too many workers at very low rates of pay. In all cases, numbers of production
workers are far above the international standards for textile enterprises in developing countries.
Excess employment occurs most often in the secretarial, clerical, and administrative areas and
persists because of the dictates of past practices and approaches, not because of the enterprises’
current needs.

One reason for inefficient staff performance is the public sector enterprises’ unwritten rule
that two years of work experience are the equivalent of one year of formal education. This allows
high school dropouts with many years of work experience to get jobs that require the expertise of
a college graduate. This practice subverts the imperative to select the most qualified people.

More strategically, it becomes impossible to inject new blood into the enterprise which is
necessary for the business to survive beyond its current contingent of employees. No
reorganization can overcome constraints such as this. Such constraints must therefore be
removed.
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Job Descriptions

A complete set of job descriptions currently exists in almost every public cotton/textile
sector enterprise. Many enterprises have issued job descriptions to all employees, some have
issued them only to a limited number of high level personnel, and a few have not issued job
descriptions to any employees. The latter are reluctant to do so because they fear that issuing job
descriptions will engender job inflexibility and labor disputes if and when management finds it
necessary to enlarge jobs or assign new functions, even temporary ones, to employees.

This reluctance testifies to the lack of control management feels over employees. But the
imperative to establish clear communication between management and labor requires that clear,
concise job descriptions be provided to everyone. In adversarial management-labor cultures, job
descriptions, policy manuals, and collective agreements commonly state that management
reserves the right to make reasonable job enlargements and legitimate departures from job
descriptions.

Salary Scales

Based on acceptable job evaluation criteria, the jobs of most enterprises have been graded
and the salary ranges associated with each grade have been developed. In one case, however,
only the starting salaries of each grade are given. Some salary scales are still under consideration
by relevant boards, some are in the process of being implemented, and some are already
implemented.

In all cases, salary levels are quite low because PESA stipulates a low ceiling for general
managers’ salaries. The financial position of the enterprises also precludes an increase in pay
levels without a reduction in the number of employees. As a result, enterprises lose the more
qualified employees and find it difficult to attract qualified ones. Resignations in the sample
enterprises during the last two years (regardless of reason) vary from as low as 26 to as high as
37. Since these resignations were from the ranks of the most skilled employees, the loss is
greater than the figures imply.

B. Managerial Capabilities

Managerial capability is not only a function of personal qualifications and attributes. It is
also determined by factors in the internal and external environments, which must also be
considered.

Within the public cotton/textile sector, educational levels of general managers are adequate.
In the sample enterprises, for example, all have a minimum of a bachelor’s degree. However,
their specialization is not in management; neither have they augmented their training with short-
term business management courses. While our discussions with top executive officers reveal that
they possess a working knowledge of business management, they also indicate a failure to bring
this knowledge to bear on their daily decisions and actions due to structural impediments and a
lack of relevant experience. Even though all general managers have years of service, few of them
have amassed much managerial experience relevant to a market-oriented enterprise.

The educational levels of personnel presently heading substantive departments (production,

commerce, finance, and administration) are somewhat uneven. For the seven sample enterprises,
almost half of the personnel do not hold a college degree (see Exhibit 11I-4). Of course, the
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experience of these personnel may qualify them for their work; nevertheless, the executive
officers recognize the educational deficiency of the middle managers. Communication from them
indicates that they would replace at least one-third of middle management personnel if they had
the authority to do so.

Exhibit I11-4. Department Heads With and Without College Degrees

Enterprise Number With Degrees Number Without
Degrees
Addis Garment Factory 2 ‘ 2
Adei Abeba Yarn Factory 2 2
Akaki Textile Factory 1 1!
Awasa Textile Factory 3 1
Dire Dawa Textile Factory 2 2
Nazareth Garment Factory 3 1
Middle Awash Ag. Dev. Enterprise 1 3

Two positions are vacant.

These management constraints do not fully explain the prevailing lack of confidence and
motivation. Factors which contribute to this include:

¢ Lower level employees are allowed to bully, harass, or even expel from office top level
personnel, with the exception of the Middle Awash enterprise.

¢ High level personnel do not have tenure security and lack confidence that their Boards
will support them, with the exception of the Middle Awash enterprise.

¢ Informal powers exercised by party members, union leaders, etc., are superior to the
formal powers allotted to executive officers.

¢ Appraisals of executive performance are based on routine, bureaucratic decisions about
process rather than success in the marketplace; unprofessional, socialistic modalities
(such as “workers’ assessment forums”) are always used.

¢ Remunerations are low, and fringe benefits and bonuses inadequate, relative to the cost
of living and offers made by emerging organizations in the private sector.

¢ The public media persistently assaults the honesty and integrity of top executives.

In private sector corporations, general managers are assessed against their achievement of
explicit, objective measures of performance (e.g., profit, market share, stock values, etc.),
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measures on which they and the board of directors agree. To achieve these objective measures,
they realize they must successfully involve people throughout the enterprise, but they also realize
their performance is not assessed by the subjective judgement of people throughout the enterprise.
Democracy is a form of government, not a method for managing a business enterprise.

The government-owned enterprises are run in a quasi-political fashion, resulting in the
board, labor, and not infrequently the media scrutinizing even minor decisions. Negative
consequences are many:

e Job survival is based on politics, rather than economic performance. Political criteria for .
success are ambiguous and shifting, rather than clear-cut and stable.

¢ Even monetary rewards are not connected to economic performance. The money earned
by top managers is circumscribed by salaries that are fixed at low levels, along with
inadequate fringe benefits and bonuses, relative to the cost of living and offers made by
the emerging organizations in the private sector.

¢ The strategic need for a spirit of collaboration and teamwork among executive officers is
subverted. Some officers have openly opposed their peers to align themselves with the
labor unions.

This structural environment cannot foster bold and effective decision makers.
C. Labor Attitudes

The workers’ attitude is to exploit every means of maximizing guaranteed material benefits
and job security. The inherent incompatibility of maximizing employment and pay rates is not
confronted within the sociopolitical context of labor unions; therefore, the practical result is to
keep pay rates at very low levels. The workforce does not yet have a professional attitude. Most
workers display the attitudes of the peasant class from which they are drawn and with whom they
interact daily. Many consider industrial work an adjunct to other occupations such as part-time
farming or trading. They do not see a strategic connection between their future well-being and
the prosperity of the enterprise, but view enterprises as social welfare organizations to be
exploited politically.

As already mentioned, the result is a very destructive relationship between labor and
management. Executives are randomly accused, harassed, and, at times, verbally and physically
abused by workers. Even though mechanisms for conflict resolutions are laid down in legislation
and collective agreements, they are routinely supplanted by political or, in some cases, lawless
force.

The number of active court cases indicates the nature of this unhealthy relationship. In one
enterprise, current court cases involve as many as 263 employees. Disputes involve pay, leaves,
fringe benefits, promotions, transfers, disciplinary measures, pilferage, new placements from
enterprise reorganizations, rejection of newly appointed heads of organizational units, etc.

Finally, the adversarial nature of management-labor relationships is fostered by the number
of formal and informal mechanisms workers have to press their concerns and grievances, such as
meetings, ad hoc interest groups, trade unions, suggestion boxes, the media, etc. These do not
allow for a reasoned discussion of issues and a meaningful response by management.
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D. Working Modalities and Managerial Practices

Numerous systems, practices, methods and modus operandi are prevalent in the public
cotton/textile sector enterprises. This section analyzes those that must be developed into more
effective vehicles for carrying public sector enterprises forward.

D1. Collective Leadership

The system operates on the basis of collective accountability, responsibility, and authority.
Without individual responsibility, however, the situation will continue to exhibit the following
problems:

e Many managerial decisions are made or heavily influenced by committees. For example,
personnel recruitment and promotions are processed through committees rather than
through the heads of departments.

e Management executives, who should bear responsibility for different functions in the
enterprises, do not have the authority to determine the nature and quality of their staff.
Thus, a recently issued manual regulating the management staff stipulates that candidates
eligible for promotions will be evaluated by a special committee designated by the
general manager. Political processes thus often usurp managerial processes.

o Procurement of fixed assets, raw materials, and spare parts are handled through
committees.

¢ Management committees weekly meet and take decisions on all major matters, depriving
(or relieving) general managers of the responsibility of their positions.

The argument is that most committees are advisory in nature. Although this is officially the
case, in reality it is incorrect. Compliance with committee recommendations is not discretionary;
no manager believes that he can, for example, overrule recruitment, promotion, training, and
purchasing committees. Any general manager who dares to override committee recommendations
expects an investigation prompted by labor, the board, the supervising authority, the security
force, the attorney general’s office, the auditor general’s office, and/or the media.

Appropriate uses of committees are to bring together group knowledge, experience, and
judgement; motivate people by involving them in solutions to problems; ensure coordination; and
foster communication. It must be decided if these benefits warrant their large investment in time
and the compromises are appropriate for the decisions to be made. Use of committees should not
be allowed to stifle managerial initiatives, dilute executive authority, 1mp1y mistrust of
executives, or provide a control mechanism.

A corollary of the problem of management by committee is limited delegation of authority
down the ranks of the enterprise. The right balance of control versus delegation is the secret of
achieving timely and informed decisions, and realizing continuous staff development. The
persistent reshuffling of officers and constant interference from outside management ranks makes
appropriate delegation more difficult.
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D2. Bureaucratic Documentation

Meaningless documentation is disconcertingly relied on as a substitute for determining the
reality of a situation. For example, the collection of three proforma invoices is required to select
the most appropriate supplier, yet everyone knows that all three invoices can be obtained from a
single supplier.

Official receipts are uncritically accepted from other organizations as authentic evidence of
payments. Such receipts have validity in business environments that use the amounts indicated on
them as the basis for determining income taxes, but this is not the case in Ethiopia, where many
organizations do not keep meaningful accounting records and taxes are based on unverified
estimates. Such organizations issue receipts only when requested and, at times, for any sum that
is mutually agreed on.

When an enterprise exists on the money it makes from production, the reality of such
documentation is foremost in the minds of management. The fact that management is content with
meaningless documentation indicates that it does not believe these financial realities are critical to
the enterprise’s survival and success.

D3. Bureaucratic Communication

Reports are filled with unnecessary details, while central issues are obscured. They also
contain inaccurate or meaningless data which is not provided on a timely basis. As a result, they
are difficult to assimilate and fail to direct readers toward prompt solutions.

Feedback to reports is inadequate and untimely. Even departments that routinely pester
lower level organs for the timely submission of reports are seen as procrastinators when it is their
turn to provide feedback. Without meaningful reports on timely feedback, productive
communication is sabotaged, and reporting becomes a waste of time and money.

Another manifestation of unproductive bureaucratic communication is constant tampering
with policy and procedure manuals. This is frequently done in a futile attempt to solve problems
rooted in fundamental structural realities, problems that can only be addressed by taking hard
decisions. For example, repeated studies of salary scales cannot do away with the demand for

better pay or change the ability of the factory to pay; revisions of employees’ grade levels cannot
alter the fundamental realities of the labor force; and modifications of cost accounting systems
cannot remove financial dilemmas and rectify inaccurate data.

D4. Fixed Labor Costs

The size of the labor force of a business operating in an open-market economy corresponds
to technological imperatives and the demand for its products. This is not the case in the public
cotton/textile sector, where excess labor is apparent everywhere. This situation inflates the
enterprises’ total labor bill and decreases the productivity of all workers through its negative
social dynamics.

DS5. Bureaucratic Internal Promotion

The management of a private enterprise focuses on performance when determining which
employees will be promoted; however, current systems in Ethiopia require that primary weight
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be given to educational levels and years of service. A doctorate does not guarantee energy and
creativity nor does long employment guarantee superior knowledge and initiative. Such yardsticks
must be relied on when evaluating newcomers; for current employees, assessment should be
based on performance.

Performance evaluations are more difficult and time-consuming for top management than
are rigid, bureaucratic schemes, but top management should use them because optimizing human
resources is their responsibility. While the process should be made objectively and transparently,
it must not become hostage to the labor unions’ criteria of fairness. Top management can
minimize resentment about the selection process if it involves employees in a discussion about
their evaluations.

D6. Collective Agreements

Public sector enterprises operate within collective agreements negotiated and signed during
the socialist era when labor was officially upheld. Even the few new agreements recently
negotiated and signed do not alleviate the one-sided nature of past agreements. PESA has recently
issued detailed directives intended to balance negotiations for new collective agreements. The
fruits of these directives are yet to be seen.

E. Personnel and Labor Laws

The major legislation governing worker-employee relations in Ethiopia is Labor
Proclamation No. 42/1993, which covers employment contracts; obligations of the employer and
employee; conditions and procedures of contract terminations; determination of wages and modes
of payment; hours of work, rest days, holidays, overtime, and leave; occupational, safety, health
and working environment considerations; formation and functions of trade union and employer
associations; and collective agreements and labor disputes.

During interviews, management personnel raised concerns about six features of this law.
They are as follows:

e Sub-article 2 of Article 54 states, “A worker shall be entitled to his wage if he was
ready to work but, because of interruptions in supply of tools and raw materials or for
reasons not attributable to him, was not able to work.” These causes of interruptions are
also beyond the control of enterprise management; therefore, making the enterprise
liable for them is quite arbitrary and costly.

* Sub-article 3 of Article 88 states, “A woman worker shall be granted a period of 30
consecutive days of leave with pay preceding the presumed date of her confinement and
a period of 60 consecutive days with pay of leave after her confinement.” The large
numbers of female workers at textile and garment factories assures that this requirement
imposes a persistent, large cost that cannot be recouped.

® As per Sub-article 2 of Article 108, salaries and wages should be paid for as much as
one year in the event of a temporary disablement occasioned by employment injury. The
amounts to be made should not be less than 75 percent of one’s wages during the first
six months and not less than 50 percent during the subsequent six months. Also, sick
leave arising from normal illness are mandated with full pay for up to one month, with
50 percent pay for two additional months, and leave without pay for three more months.
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Indications are that the unrecoverable costs entailed by these requirements are quite high
in some enterprises.

e The legislation enables many and varied types of paid leaves: annual leave, marriage
leave, mourning leave, family-event leave, union leave, court-appearance leave, leave
for exercising one’s civil rights, educational and training leave, sick leave, maternity
leave, etc. The costs associated with these leaves are also very substantial.

e Article 129 establishes the encroachment of labor into management authority. It states
that collective agreements may permit the participation of labor “in matters regarding
promotion, wages, transfer, reduction, and discipline.”

e The courts’ interpretation of this law has made employee termination or dismissal nearly
impossible. The feeling is widespread that many employees dismissed for legitimate
reasons are arbitrarily reinstated by the courts.

Proclamation No. 42/1993 does not apply to “persons holding managerial posts who are
directly engaged in major managerial functions.” This includes the general manager and the
executive officers that report directly to him; it may also include lesser officers who report to
executive officers below the general manager. Policies, rules, and regulations that govern their
working arrangements are currently prepared by the management of each enterprise for approval
by the enterprise’s board.

F. Training Programs

Training in general and management training in particular are treated differently in each
enterprise. One enterprise, for example, managed to provide different training programs to
approximately 392 employees over a two-year period. In others, training is ignored. In some
enterprises, training programs are based on needs assessments; in others, training is determined
almost exclusively by invitations from training institutions. Given the acknowledged deficiency in
management capability in the public cottorn/textile sector, priority should be given to effective
executive development programs.

G. Conclusions and Recommendations
Structural and environmental factors impose behavioral, managerial, and performance
constraints on the public cotton/textile enterprises that are inconsistent with their emergence from

a centrally controlled, subsidized environment. To alleviate these inconsistencies:

o Make the regulations issued by the government more consistent with the intentions
expressed in the Public Enterprise Proclamation.

e Alter PESA’s relationship to public sector enterprises by putting it into a position more
like that of corporation shareholders, thereby limiting its involvement in the management

and operation of the enterprises.

o Select capable management boards to focus on the business success of public sector
enterprises. Take steps to lessen the boards’ grip on management prerogatives.
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Focus on the critical need for remedying the lack of management expertise, in
preparation for empowering top management to control the enterprises.

Focus on educating key institutions such as the courts and banks about the current status
and modus operandi of public sector enterprises.

Encourage the elimination of entities from current organizational structures that are not
cost effective. Seek managerial arrangements that foster effective coordination and
control mechanisms and develop a team spirit.

Avoid tampering with organizational structures unless the objective is to make form
change function.

Focus on establishing and implementing appropriate standards for jobs, including the
number of jobs to fill. Develop and disseminate clear, concise job descriptions.

Rationalize salary levels to be paid to employees with those of the competition so that
the most productive ones can be kept.

Recognize and address the conditions that undermine top management positions in
public sector enterprises. Connect their remuneration to their success in the economic
arena.

Take steps to convince laborers that their continued employment depends primarily on
the economic success of the enterprises, rather than on the exercise of opportunistic
power.

Take steps to de-emphasize the management by committee approach and emphasize the
importance of individual initiative and performance.

Emphasize the importance of preparing concise, pertinent reports that clearly indicate
the reality of the business situation, rather than accepting detailed bureaucratic

documentation.

Insist on proper communication that improves productivity, quality, and shared views
and objectives.

Base promotions from within the enterprises on performance and demonstrated potential;
prohibit bureaucratic interference with the promotion process.

Hasten to remove the socialistic agreements that bind management and labor, and revise
policy and procedures manuals as soon as possible.

Rationalize the fringe benefits to workers contained in Labor Proclamation No. 42/1993.

Seek out and provide effective training programs to motivate workers and managers.
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SECTION IV
ECONOMIC AND MARKETING EVALUATION

The Ethiopian economy has undergone substantial changes in the past five years. The
Ethiopian economy has been, and still is, in the midst of a great transition. The government has
clearly been concerned that the pace of change not occur too fast for the country’s institutions
and people. The challenge is to maintain an orderly transition, but to avoid making it last so long
that damaging distortions are perpetuated and new avenues of economic development are
foregone.

This section examines the status and the potential of the Ethiopian economy and the public
cotton textile sector, emphasizing the requirements for exploiting opportunities in domestic and
export markets.

A. State of the Ethiopian Economy

Regretfully, the lack of macroeconomic data make an authoritative assessment of the
current status of the Ethiopian economy impossible. Available data indicate that the general
economy has not improved significantly, and may have worsened somewhat, since the global
economic recession in 1990-1991. Exhibit IV-1 shows that the Ethiopian Gross Domestic Product
(GDP), when expressed in constant birr, has fallen each year from 1988 through 1992 (the last
year for which published data are available).

Exhibit IV-1. GDP Growth Rates in Ethiopia

Million Birr

1988 1989 1990 1991 1992

Current GDP i Constant GDP
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Such erosion in real income is particularly distressing to the textile and garment sectors. It
is well known that income and population growth are the critical determinants of growth in fiber
and textile consumption. No doubt policies that foster growth in total and per capita income are
essential to the long-term survival of the domestic textile industry. Without such growth,
industrial planning and targeted assistance will be futile.

Al. Sources of Income
The consumer side of economic activity in Ethiopia has been deregulated significantly by

the current government. Although import tariffs remain at generally high levels, many goods that
had been prohibited from entering Ethiopia are now available. On the production/supply side of

domestic economic activity, however, state-owned enterprises still dominate.

Despite government policies and programs over the last 40 years aimed at expanding the
share of national income held by industrial activities, Ethiopia’s economy remains heavily
agricultural. The agricultural sector accounted for nearly half of all economic activity in 1992,
the most recent official data available (Exhibit IV-2). This was up from about 43 percent in 1988
and 1989; furthermore, it is likely that agriculture’s share has continued to increase since 1992.
However, published statistics for the years prior to relaxing price controls in 1991 may have
understated agriculture’s true market share.

Exhibit IV-2. Contributions of Selected Economic Sectors to Ethiopia’s GDP
(Million Real Birr?)

1988 1989 1990 1991 1992
Total GDP 9,199.1 9,347.7 9,261.4  9,153.6 8,479.3
Amount due to:
Agriculture 3,923.7 4,011.4  4,020.5 4,3429  4,169.2
Manufacturing 757.9 770.7 736.5 539.4 503.4
Cottage industry - 357.0 365.9 357.0 349.9 360.4
Percent Due to:
Agriculture 42.7 429 43.4 47.4 49.2
Manufacturing 8.2 8.2 8.0 59 5.9
Cottage industry 3.9 3.9 3.9 3.8 4.3

Source: Ethiopia Statistical Abstract, 1992.
'Deflated using 1980 = 100.

The share of GDP held by manufacturing (which includes textile manufacturing) fell from
over 8 percent to under 6 percent (Exhibit IV-2). Furthermore, all industrial activity (which
includes manufacturing, mining, construction, utilities, handicrafts, and small industries)
accounted for only about 14 percent of GDP in 1992.

While the manufacturing sector continues to erode, handicraft manufacturers and small
scale industry, which is comprised mostly of private enterprises, has recorded increases in
relative and absolute terms. This cottage industry sector has quietly grown from 3.9 percent of
GDP in 1988 to 4.2 percent in 1992 (Exhibit IV-2). Taking the gross value added by
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manufacturing and cottage industry combined, cottage industry has increased from 32 percent of
the total in 1988 to 42 percent in 1992 (Exhibit IV-3).

Exhibit IV-3. Shares of Gross Value Added
Manufacturing and Cottage Industry Combined

- —

Percent

1988 1989 1990 1991 1992

Cottage Industry Manufacturing

A2. Distribution of Spending

The Ethiopian economy is heavy in national account expenditures. The most recent
statistics indicate that personal consumption expenditures accounted for almost 85 percent of all
economic activity (Exhibit IV-4). By comparison, in most industrialized countries such as the

United States and those in the European Union, personal consumption averages about two-thirds
of GDP.

Exhibit IV-4. Distribution of National Spending in Ethiopia, 1992

Category Amount  Share

(Mil. Br) (%)

Personal consumption 11,738.9 84.7
Direct government spending 2,164.9 15.6..

Gross fixed capital formation 1,241.7 9.0

Net exports -1,286.6 -9.3
Exports 936.8 6.8
Imports 2,223.4 16.0
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Direct government spending accounted for the second largest share of total expenditures
with almost 16 percent (Exhibit IV-4). Capital investment accounted for only 9 percent of all
spending. Ethiopia had a trade deficit of almost Br 1.3 million.

Clearly, Ethiopia needs to increase the level of investment in the country. This must be
done either by attracting foreign investment or by increasing domestic savings rates. Past
government efforts to control consumption and savings proved futile, as capital spending as a
percent of GDP contracted constantly from 1988 to 1992. The savings rate of any nation is
directly tied to growth of per capita personal income; therefore, improved structural efficiencies
that enable higher incomes would alleviate the problem of inadequate domestic investment.

A3. Population Distribution

The dominance of agriculture in the Ethiopian economy is reflected in the fact that about
85 percent of the population live in rural areas. Addis Ababa is the only large city; it has
approximately 2.7 million people, or about 5 percent of the total population and about 28 percent
of the urban population. If the population of Addis Ababa is subtracted from the total, rural
dwellers account for about 90 percent of the remaining population.

Despite its rural nature, the population is geographically concentrated in the center of the
country. Of the country’s 14 provinces, only two, Shewa and Hararage, account for nearly one-
third of the total population of the country. By adding two more provinces, Sidamo to the south
and Gojjam to the north, over half of the nation’s population is captured. In none of these four
provinces does the urban population account for more than 13 percent of the people.

The distribution of the population presents a dichotomy in the demand for textiles. The
urban consumer has largely shifted to ready-made imported clothing, due in part to the superior
styles, variety, and competitive prices of these textiles. The large rural population has become a
mainstay in the demand for traditional fabrics such as abujedid and asnatkech. But these fabrics
have extremely low margins and are made with increasing disregard to quality. A large position
of imported apparel textiles offer a combination of easy-care durability and color fastness, often
through the use of fibers such as polyester and nylon, which withstand the harsh environment of
rural areas. These textiles increasingly draw rural consumers away from domestically produced
textiles.

B.  Critical Issues Regarding Management and Marketing Success

This section examines the structural issues internal to the industry. The objective is to
examine internal inefficiencies that impact management and marketing success, identify critical
problems, and understand how they arise and why they persist. We begin, however, with a
strong word of caution about the problems of treating the symptoms of an economic sickness
without removing its causes.

The lack of managerial and technical competence in Ethiopia’s textile sector has been
previously well documented in a joint 1990 study conducted by IBERC and Werner International,
and a 1994 study conducted by the Irish Trade Development Institute. Throughout the duration of
these studies, textile sector management experienced a great deal of turnover, yet managers
always agreed that they do not employ the necessary technical and marketing skills to succeed.
The following questions need to be answered:
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o Why do the same inefficiencies and inadequacies persist in repeated examinations of
textile sector management?

o Why have successive managers failed to seek remedies to problems or skills to
overcome shortcomings?

o Why do private sector managers in Ethiopia, with no more formal marketing training
than the public sector managers, demonstrate a grasp of effective marketing practices?

e Why have the management boards of public sector enterprises not made recruiting such
talent a priority?

If these questions are not confronted and answered, further cycles of replacing managers,
providing training, infusing capital, and absorbing losses will continue to be as ineffective as they
have been in the past. The status quo that persists is structural in nature and resistant to making
the viability of the cotton textile sector the primary objective. Viability implies adaptability to an
environment for survival. Public sector enterprises, which are fundamentally political in nature,
try to use political means to make the environment accommodate their rigidity. Most of the
recommendations made here and elsewhere in this report will not work unless structural
incentives and disincentives are provided.

B1. Cotton Versus Textile Production Capacities

In a developing country such as Ethiopia, the connection between the availability of
domestic cotton production and the potential growth of the textile manufacturing sector is vital.
No such connection exists with garment manufacturing, unless import policies make foreign
fabrics unavailable, But the logistical, financial, and management problems involved with
importing a large share of the raw fibers required to feed the domestic textile factories make it
very difficult to compete without an adequate domestic fiber supply. In Ethiopia, this implies an
adequate supply of cotron.

Yet there is clearly a limited capability for cotton production in Ethiopia, which cannot be
addressed without enabling large-scale, commercial cotton farms. In Section III of this report, the
three-year average (1993-95) for cotton production in Ethiopia was estimated at 13,556 tons.
Furthermore, an optimistic projection for domestic cotton production would be an increase of 23
percent to 16,648 tons (Exhibit IV-5).

Using representative parameters for spinning and assuming that existing textile spinning
plants in Ethiopia could operate at 100 percent of their rated capacity, the fiber consumption of
existing spinning enterprises approximates 59,876 tons (Exhibit IV-6). This is slightly more than
four times larger than current cotton production and slightly less than four times larger than the
optimistic scenario projected for cotton production. If Ethiopian spinning plants were to manage
to achieve 95 percent efficiency—a goal expressed by most of the enterprises—then projected
cotton production would still be only 29 percent as large as spinning requirements. Even if textile
capacity were to settle at the uneconomic level of 75 percent, projected cotton production would
reach only 37 percent of spinning requirements. Therefore, to balance with projected cotton
production capacity, capacity utilization in the spinning sub-sector would have to equalize at only
28 percent.
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The scenario summarized above is clearly not feasible. Some combination of the following
adjustments must occur:

e The spinning industry will have to down-size to an economically sustainable level.
e The cotton production industry must be enabled to increase its production capacity.
e The spinning industry will have to import additional cotton and other types of fibers.

Exhibit VI-5. Existing Versus Projected Cotton Production in Ethiopia

Average for 1993-95 Pr ojected | Projected

Farm Enterprises Area Yield Production Production | Increase

(ha) (kg/ha) (tons) (tons) ( percent)
Abobo 1,365 224 306 413 35
Middle Awash 3,964 749 2,971 3,417 15
North Omo 2,643 309 817 1,430 75
Tendaho 6.045 439 2.653 3.449 30
Public Sector Farms 14,017 481 6,747 8,709 29
Private Commercial 8,530 456 3,898 5,028 29

Farms

Peasant Farms 16,800 173 2,911 2,911 0
Total 13,556 16,648 23

Exhibit IV-6. Annual Cotton Consumption Capacity of Spinning Plants in Ethiopia

(in Tons)
Capacity Utilization
Type of Spinning
100% 95% 85% 75% 28%
Ring! 56,385 53,566 47,927 42,289 15,788
Rotor? 3,491 3,316 2,968 2,618 977
Total 59,876 56,882 50,895 44,907 16,765

'Assumes a representative yarn count of 30/1 Nm, a TM of 664, a front roll rpm of 190, and a spindle speed
of 10,050 rpm.
2Assumes a representative yarn count of 30/1 Nm, a TM of 746, and a rotor speed of 45,000 rpm.
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Further implications are that (1) yarn imports will be necessary to enable weaving plants to
survive and grow, and (2) fabric imports will be necessary to enable garment plants to survive
and grow. Otherwise, the inability of a commercial cotton production sub-sector to develop will
effectively prevent the development of any downstream textile industries.

B2. Import Competition and Regulation

Soon after taking power, the TGE liberalized many imports to meet critical shortages of
necessities across the country. Until a year ago, however, textiles remained on the “Negative
List,” which included imports the government considered would have a negative impact on the
nation’s economic development. Many “luxury” products such as televisions and video recorders
made this list. Other products, such as textiles, were included in an attempt to preserve the
viability of domestic manufacturers who were thought essential to long-term Ethiopian
development.

In the final years of the Derg, 41 percent of direct government spending and 15 percent of
GDP was committed to the military. Accordingly, the demand for military uniforms provided the
rationale for making domestic textile mills a matter of national security. When the TGE reduced
the military commitment to 20 percent of government spending and five percent of GDP (which
is equal in proportion to defense spending in the United States), the strategic value of the
domestic textile industry declined and the textile trade was liberalized. Of course, the impact on
the domestic textile sector was dramatic because it lost its largest single customer and was
confronted with increased competition in civilian markets.

Before liberalization, textiles could enter the country, but they could only be paid for with
external financing. This stipulation created the franco valuta, a black market that allowed people
to import “negative list” products by claiming that the hard currency or the product had been
supplied by an expatriate friend or relative. Although this deception was transparent, it was
practiced widely, and only flagrant abusers risked retribution.

In 1992, after the collapse of the Derg and the liberalization of trade, legal textile imports
surged. In 1993 and 1994, legal textile imports fell back to near pre-liberalization levels (Exhibit
IV-7). In the case of garments, legal imports in 1994 were even less than before liberalization.
Yet the physical evidence in the marketplace indicated that the availability of imported textiles
had not decreased. Indeed, it indicated that the imports had continued to increase. :

The contradiction between declining import statistics and increasing import dominance in
the marketplace strongly supports the claim made by fabric and garment distributors that a
growing portion of imported textile and apparel trade is conducted illegally.

Further evidence of potential irregularities in the textile import market is provided by the
number of major exporters of fabrics and garments to Ethiopia. Neighboring Djibouti and the
United Arab Emirates, neither of which have substantial textile manufacturing capabilities, are
listed as leading exporters of textile products to the Ethiopian market. In fact, several United
Arab Emirates suppliers have been cited for transhipments and fraudulent violations of quotas in
the United States.
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Exhibit IV-7. Textile and Garment Imports to Ethiopia

(Thousand Kg)

Commodity 1990 1991 1992 1993 1994
Yarns 1,638.4 1,058.0 4,6740 2,504.0 3,033.0
Cotton NA 38.0 2,104.0 950.0 500.0
Man-made NA 920.0 2,506.0 1,538.0 2,523.0
Other NA 100.0 1.0 18.0 . 10.0
'Waoven fabrics 362.3 1,391.6 5,515.5 2,070.0 2,028.0
Cotton 71.4 83.7 211.5 92.0 480
Man-made 288.5 1,304.5 5,234.5 1,975.0 1,980.0
Other 2.4 3.4 69.5 3.0 0.0
Woven garments 310.6 97.0 553.0 180.0 206.0
Cotton NA 31.0 248.0 41.0 22.0
Man-made NA 16.0 78.0 70.0 25.0
Other 310.6 50.0 227.0 69.0 159.0
Knitted garments 24.0 19.0 89.0 35.0 72.0
Cotton NA 0.0 0.0 17.0 5.0
Man-made NA 15.0 79.0 15.0 7.0
Other NA 4.0 10.0 3.0 60.0
Blankets NA 168.0 274.0 188.0 130.4
Cotton NA 31.0 26.0 13.0 0.7
Wool NA 65.0 124.0 136.0 57
Other NA 72.0 124.0 39.0 12.4
Other home tcxtiles' NA 15.0 18.1 13.1 23.2

Why have textile imports returned to the underground economy? In field interviews, fabric
distributors and legitimate importers claimed that the continued high tariffs of 79 percent topped
by a 10 percent sales tax, make importing very expensive. But because the domestic industry is
clearly not able to meet textile needs of the population—now estimated to be 57 million and
growing at an annual rate of 3 percent—fabric and garment imports must enter the country. In
addition, they perceive a growing demand for man-made fiber fabrics and made-up goods that the
domestic industry does not supply. :

Because import consumption has been driven outside legal marketing channels by punitive
tariffs, actual data on import market share or rates of growth are unavailable. Furthermore,
because illegal imports pay only what is necessary to get them into the country as contraband,
they are sold at competitive prices. Legitimate Ethiopian garment manufacturers cannot compete
with these illegal imports in meeting domestic demand for man-made fabrics (on which they must
pay tariffs and taxes). Both the manufacturers and the distributors of domestic fabrics and
garments believe that substantially reduced tariffs would enable their legitimate companies to
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again compete and would make it feasible to bring the textile markets out of the underground
economy.

Currently, because of the limited availability and high cost of man-made fiber yarns and
fabrics, the domestic textile industry cannot make many fabrics that can compete with those used
in imported ready-made products. More easily accessible imported fabrics would allow for the
growth of private sector garment manufacturers, who in turn would become more viable
customers of fabrics produced competitively in Ethiopia.

Import barriers on garment accessories and sundries (buttons, zippers, etc.) also handicap -
legitimate manufacturers of textile products. The domestic supply of such inputs is limited and of
poor quality. All garment manufacturers interviewed, both public and private, complained about
the shortage and poor quality of non-fabric materials. This issue was also highlighted by a
national survey conducted by the Ethiopian Private Industry Association (EPIA), in which
respondents cited the lack of quality raw materials as one of the greatest constraints to growth in
the private sector.

In addition to high tariffs and difficult regulations on imports, the unpredictable and
arbitrary procedures used by the customs service add to the risk and cost of importing. In some
cases, it is less expensive to import ready-made garments than it is to bring in the components
and manufacture the product in Ethiopia.

B3. Globalization and the Information Imperative

By partially opening their economy, Ethiopia is experiencing increased impacts of
globalization. These impacts do not exclusively, or even primarily, affect export capabilities.
Fundamental shifts in perceptions and practices must occur to compete on a global basis. The
effects are felt in the Mercato in Addis Ababa as surely as they are in European market centers.
Competition becomes much more dynamic and timely information more critical for a country to
compete successfully.

During marketing field interviews in Ethiopia, distributors, retailers, and some mill
managers quickly recognized the benefits of functioning in a more globalized environment. Most
understood that freeing up the marketplace created an environment for new types of products,
new applications for existing products, and new designs and finishes. Many are beginning to
investigate new products to fill their capacity short-falls. Some decided through their own
observation that cotton and polyester are not necessarily competing fibers; that consumers may
demand both to fulfill different needs and wants. Rudimentary evidence indicates that
specialization and targeting of market niches will, if allowed to mature, result in new
opportunities and greater efficiency.

To exploit the benefits of globalization, the economic infrastructure of the country must be
enhanced. Two prerequisites for effective competition in a globalized environment are (1) the
ability to communicate quickly and continually with suppliers and customers, and (2) the ability
to analyze, internalize, and respond to changing market demands. Fulfilling these prerequisites
requires that a capable management have access to an adequate infrastructure. For example,
Ethiopia’s dominant global competitors—India, Pakistan, South Korea, and Japan—have evolved
advanced communications practices to link marketing and production departments as well as
customers and suppliers. Note that the operative word is “practices,” not “technologies.” Japan’s

Iv-9



Ethiopia Textile Sector Report Chemonics International inc.

technology is quite different from India’s, but both have purposeful and effective information
collection and coordination.

In the public cotton textile sector of Ethiopia, information is still predominantly collected
by hand and stored on paper. Consider the following:

e All responses to a PESA survey of textile mill activity were submitted on typed or hand-
written sheets of paper.

e Office automation was observed at only one sales office of the publicly held mills that
were visited. Observations indicated that information regarding the mills’ and
distributors’ performance is stored on paper and obtained only with substantial effort.

o Out of seven mill responses to the PESA survey, five contained readily identifiable
errors in the historical sales data. One was so flawed that it was returned to be redone.

¢ During management interviews, data considered essential and readily accessible in a
market-oriented business, such as the average profit margin for each product line or
product performance by distribution channel, were unavailable or accessible after
committing the bookkeeping staff to hours of work.

As the number of potential competitors and customers increase in a globalized environment,
businesses need to be able to access and share all facets of the business’ performance across the
enterprise’s functional groups. A paper-based information system severely compromises this
ability.

In contrast to the public sector, office automation was observed to be an integral part of
small private sector business in Ethiopia. In visits to a representative set of private sector garment
manufacturers, importers, and distributors, team members observed that every one of the offices
was equipped with current office automation technologies, including the newly released Windows
95, which compares favorably with similar practices in the United States. And much information
that was difficult or impossible to obtain from the public sector enterprises was readily available
from private enterprises.’

Ethiopia does not presently have the telecommunications infrastructure needed to compete
in export markets or against global competition in its own domestic market. Consider the
following: '

¢ Multi-line telephones are a rarity.

¢ Public faxing facilities are illegal outside the Addis Hilton and the government-run
telecommunications office.

¢ Cellular phone service does not exist at all.

'It is not shocking that private sector firms in Ethiopia are automated, in view of a recent study of
Ethiopian small business development, conducted on behalf of the World Bank, which concluded that 37 percent
of new small business owners possessed college degrees. This is higher than in the United States, where studies
have found a strong correlation between the owner’s level of education and the propensity to automate. - -
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¢ International telephone service, when available, is extremely expensive.

e The internet and the electronic mail services it supports, which is rapidly becoming the
communications medium of choice for many businesses, is unknown in Ethiopia.

Such regulatory strangling of communication capabilities—for the transparent purpose of
enabling a government monopoly over telecommunications technology—imposes great
disadvantages on domestic enterprises. Competitors on another continent can now communicate
with and serve Ethiopian markets better than domestic enterprises. This lack of a reliable and
cost-effective communications network obviously hampers the Ethiopian industry’s ability to sell
in foreign markets.

B4. The Management Imperative

Even if public sector firms were able to improve access to business information, using such
knowledge requires the ability to interpret and disseminate it, and determine an appropriate
response. Professional management should have this ability; however, after 20 years of
centralized distribution of supplies and finished products through the Ethiopia Domestic
Distribution Corporation (EDDC), Ethiopia’s cotton textile sector lacks such management.

Public sector textile enterprises have become so dependent on their distributors for
marketing that sales are perceived to end at the factory gate. Information on sales, profits, and
returns are not tracked or used in decision making. The value of this kind of information and
ways to use it must be reestablished. Managers must understand how the information being
tracked is useful in understanding market issues, setting priorities in factory operations, and
making strategic business plans. The enterprises apparently have no institutional memory about
tracking customer data to benefit their business.

Without a doubt, the fastest approach to developing an indigenous management capability
that is part of the modern information culture is through the so-called “tyranny of the
marketplace.” This is done by exposing enterprises to the consequences of failure, making the
risks associated with doing nothing commensurate with the risks of trying to engage the market.
Current government policy encourages bureaucratic paralysis and retards the transition to a
market orientation.

Two fundamental observations about management capability will be emphasized in this
section:

® An obvious implication of the lack of sophisticated management expertise in Ethiopia is
that businesses become large before they have time to mature. Most businesses should
remain small for awhile. Small businesses usually have only one or two key decision
makers; communication is relatively simple and straightforward. With large-size comes
more complex communication, increased bureaucracy, geographically dispersed
decision-making processes, etc. In short, large businesses require a specialized
management class that cannot be indigenously sourced except over many years.

o Notwithstanding Ethiopia’s inherently weak management, other structural/institutional
reasons prevent the establishment of proper managerial foundations. Not all managers
who have been cycled through public sector cotton textile enterprises during the last five
years were incompetent. The symptoms of structural dilemmas are many; because they
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are treated in the previous section on organization and management, they will not be
elaborated here.

BS. Organizational Structure

The current organizational structure (see Exhibit IV-8) apparently has changed very little
since the time of the Derg. A general manager has responsibility for the enterprise, with a
commercial manager and an operations manager reporting directly to him. The commercial
manager is responsible for all buying and selling while the operations manager is responsible for
all production decisions (including product development). This arrangement is counterproductive
to a market-driven environment. If someone has responsibility for both buying and selling,
structural incentives will make him become the sales agent of his suppliers. His focus will be on
selling what is produced, rather than on producing what customers want to buy.

Exhibit IV-8. Current Organizational Structure

General Manager
(Focused on cost containment)

Commercial Manager Operations Manager

Selling Production scheduling

Marketing and advertising Equipment maintenance

Equipment purchase Product design

Materials management

Vendor selection

Placing product development under the operations manager causes further structural
distortion because operations personnel focus on products rather than what the customer needs.
The imperatives of consumer demand tend to be eclipsed by real or perceived technical
limitations.

In a structure more appropriate in a market-driven environment (see Exhibit IV-9), product
development responsibilities are shifted out of operations and put under the responsibility of the
commercial manager. Also, a customer service entity is established under the commercial
manager, which together with product development personnel, advocates for customer demand to
balance the viewpoint of the operations manager whose goal is to minimize costs and simplify
production activities. Conversely, vendor selection, purchasing, and materials management are
shifted from the commercial manager to the operations manager to ensure that proper equipment,
raw materials, and supplies are obtained for production.

To succeed in a demand driven environment, an enterprise must stay informed about
consumer demand and respond to market changes. It must develop existing products and identify
new products, market niches, and customers. It must be structured to debate core assumptions
and move toward new approaches. While seamless teamwork is necessary for excellence, it must
incorporate conflict that tolerates or even encourages the debates that lead to new ideas. A
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customer advocate ensures the market is serviced, and a production advocate works to contain
costs and achieve technical efficiency.

Exhibit IV-9. Alternative Organizational Structure

General Manager
(Focused on quality control and cost containment)

Marketing Manager Operations Manager
Selling Production scheduling
Marketing and advertising Equipment maintenance

Product design Equipment purchase
Customer service Materials management

Vendor selection

B6. Domestic Market Data

The lack of market information in Ethiopia has been repeatedly observed. The European
Union cited the absence of data as a reason for relying on field interviews to examine commercial
lending to microenterprises; this information was considered necessary to rationalize bank lending
practices to the informal sector.

The efficient allocation and distribution of resources in a market system can occur only to
the extent that information is accurate and available. Of course, no transaction takes place under
conditions of perfect information, but the paucity of information available to the Ethiopian market
is extreme. The most recently published data on general economic conditions are for 1991-1992.
The 1992-1993 data are not scheduled to be released until early 1996-1997. This four-year lag
‘becomes a six-year lag for more detailed industry data. Such lags are incompatible with the
government’s commitment to market reform. The lack of current trade data, especially regarding
imports, is a great disadvantage to Ethiopian businesses concerned with supplying domestic
markets. Given the Ethiopian government’s commitment to exporting as an economic
development tool, its failure to collect and disseminate export statistics is baffling.

As already noted, textile consumption is sensitive to changes in income and population.
Therefore, timely and accurate information on (1) income growth and its components, and (2)
population shifts provide the basis for informed market segmentation, product development, and
production scheduling.

Under a Marxist regime, resources are allocated on an command basis. Collecting market
data is seen as redundant and potentially embarrassing. Thus, no meaningful historical market
data are available in Ethiopia. Furthermore, in an economy emerging from 20 years of
authoritarian rule, consumers are reluctant to provide information on personal consumption,
especially in areas where technically illegal activities dominant. Buyers in the central markets of
Harar and Addis Ababa, for example, were concerned about government inquiries when asked
about purchasing patterns.
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In discussions about the critical lack of economic and market information, one Ethiopian
government official expressed the opinion that “it is up to the enterprises to collect this data.”
However, much of this data would be too costly for individual enterprises (or even individual
industries) to collect. This task is an integral part of infrastructure, such as roads,
communication, and energy generation and delivery. Cumulative benefits are very large
compared to cumulative costs, but cumulative costs are so large that they must be spread over the
entire economy. It is one example of where government funding (using general tax revenues)
should be channeled.

Two peripheral reasons for the Ethiopian government to consider building up an
information infrastructure include:

¢ Opportunities for cooperation between the government and Ethiopian business, and
public and private enterprise sectors, to foster a culture of cooperation rather than
distrust. Trade and professional associations that represent business enterprises become
the government’s natural allies in building up information infrastructure.

e Assistance in developing an information infrastructure may be requested from, and will
likely be favorably considered by, other governments with experience with gathering,
analyzing, and disseminating data and other information. Developed countries see this as
a bona fide part of building up a developing country’s total infrastructure. (For example,
the International Statistical Programming Center (ISPC) in the U.S. Bureau of the
Census has assisted several Eastern European countries and former Soviet states in
developing market and industry monitoring capabilities. )

B7. Marketing Issues

Marketing may be defined as the practice of identifying and maximizing the satisfaction of
the customer through the limited resources of the enterprise. To do this, the market is segmented
by the needs, behaviors, and characteristics, and product uses relevant to customers. Products,
channels of distribution, and advertising means are then designed to target profitable segments.

Segmenting a market requires evaluating the relative size, growth rate, spending power,
and risk of each identifiable segment, and then choosing from among them. Ethiopian textile
managers do not have the information and the knowledge to evaluate the relative value of one
segment over another; therefore, they will not risk ignoring some markets in favor of others. As
a result, all the factories produce a similar range of fabric for a homogeneous consumer market.
An example of this behavior is the Awasa Textile Factory:

¢ Awasa manufacturers 29 varieties of 13 different constructions. To maximize efficiency,
a mill of that size should be running no more than four different constructions with at
most four variations or styles per construction. Which constructions should be
emphasized and which abandoned?

e Awasa’s dyed and printed twills and drills account for about 53 percent of its current
volume and 68 percent of the value of its sales. Yet these fabrics are primarily suited to
uniforms and are too heavy for much of the non-uniform market. Should it expand
output of these heavier fabrics or shift production toward lighter weight fabrics?
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e Greige goods account for a large share of Awasa’s sales and are their only export
product. Should it nevertheless move to produce more printed and dyed fabrics? (This
decision could be impacted by negotiations with the European Investment Bank to install
new printing capacity in the Bahir Dar Textile Factory.)

¢ Rural Ethiopian consumers are the major customers for greige fabric. Should Awasa
focus on capturing a larger share of that market? This decision requires information on
variables such as (1) the rate of income growth in rural versus urban areas, (2) regional
differences and trends in income, (3) proportion of rural disposable income spent on
made-up clothing and fabrics and how this proportion changes as family income
increases, and (4) differences in regional employment patterns and their influence on the
trade-offs between made-up clothes and greige fabrics?

Answers to these and many other questions are currently unavailable and would be much
too expensive for a single enterprise such as Awasa to collect. The result is that this enterprise
cannot determine which segments are better risks than others. The observed tendency, here and
elsewhere in Ethiopia, is to minimize perceived risk by serving as many markets as possible.
Although inefficient, this choice is not irrational given management has little more than last
year’s sales data on which to base their decisions.

In addition to this handicap, most public sector textile managers do not understand
marketing in its entirety. Marketing is commonly misperceived as sales and advertising. None of
those interviewed understood that product development was a marketing function; they saw it as a
part of production. A distributor who served the home sewing and decorative fabrics markets
indicated that fabric designs were selected on the basis of those that had sold well in the past.
When asked which designs were intended for home sewing and which for curtains, the
interviewee explained that any fabric could be used for any end-use. This is, however, untrue.
Any supplier who provides products for specific markets is likely to win the competition for the
targeted segment. This is one more illustration of the supply-driven approach to marketing that
dominates Ethiopia.

Little advertising is done, and when it is, there is no evidence that customers have been
defined and targeted. For example:

o One enterprise had an advertising budget for television, radio, and newspapers but made
no attempt to target customers. Television was thought to be sufficient for building sales
to government agencies because “they watch television just like everyone else.” One
garment factory runs television and radio advertisements to promote the factory, yet the
factory’s name is omitted from the garment labels because consumers tend to
discriminate against clothing made in Ethiopia.

o Only one textile mill had a printed brochure, but it said nothing about the uniqueness of
the company or the segments it served. Some said they intended to produce brochures,
while others said they were too costly to print. Still others simply stated that sales was
the distributor’s job. None of the mills visited displayed a corporate logo in their sales
offices.

When asked to describe their market, several enterprise managers listed their distributor or
distributors, which indicated a confusion between channels of distribution and markets. The
attitude seems to be that sales and product responsibilities end at the factory gate. Managers
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commonly complained that distributors were not serving the enterprises well enough, revealing a
failure to understand that people trying to make sales in an open market must serve the buyer,
their customer.

Perhaps because of the dearth of market information, textile enterprises have come to rely
on sales data as a proxy for consumer demand. This practice is misleading and can be justified
only if the market is static, with no changes in consumer expectations or competing products.
This is clearly not the case in Ethiopia, however, where consumer choices expanding and
domestic consumers are becoming more heterogeneous. By looking back at sales data instead of
forecasting consumer demand, enterprises will completely miss the changes revealed by national
income and demographic statistics. '

" Changes in consumer demand are somewhat difficult to discern because they are obscured
by low per capita income levels; the dominance of rural consumers; and a single, attenuated
season for clothing textiles that runs from fall harvest to spring planting. More diversified,
industrialized countries have distinct changes of season and several clothing “seasons.” Ethiopia
has only one major season, however, so change can be more difficult to detect and easier to
ignore.

Nevertheless, one cannot assume that the Ethiopian economy is static and that marketing
decisions will hold for extended periods. Consider that, in just the last five years, the government
has:

o Liberalized the labor market to allow for mobility among industries (although regional
restrictions remain)

o Liberalized trade, thus increasing the number of competitors and the selection of
products in the marketplace

¢ Removed some of the most restrictive price controls

The imposition of these structural changes on an economy makes the use of past production
and sales totally invalid as indicators of current and future market behavior.

BS8. Passive Marketing Behavior

The lack of understanding of how of textile marketing functions in an open, competitive
market follows from almost two decades of no-engagement sales activities and a less than full
range of marketing activities. The failure to make efficient, productive, and profitable operation
the basis for determining whether a public sector enterprise continues to exist has fostered a
passive attitude toward marketing that is unworkable in an open market.

Until very recently, most textile enterprises have limited their means of distributing goods
to a single wholesaler or distributor (sales agent) to whom each mill gave exclusive distribution
rights. Wholesalers, however, were not committed to excluding other domestic or imported
textile products from their portfolio. To grant such one-way exclusivity is an extremely naive and
passive attitude. Public enterprise management expected the distributor to do all the marketing,
and then felt betrayed when distributors served customers rather than suppliers. A more basic
failure is the inability to understand the needs of textile consumers. Distributors have not insisted
that public sector enterprises solve production and marketing problems because they are not part
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of the management of these enterprises. Instead, they solve the problems of those they do
business with as a condition of that relationship. Distributors have increasingly had to use other
suppliers to satisfy their customers.

Passive marketing behavior is equally apparent in institutional products such as uniforms,
bedding, and towels. For example:

e All public sector textile enterprises have watched the construction of the new Sheraton
Hotel with no attempt to solicit a contract to supply textile products. The explanation is
that everyone was waiting for the Sheraton to issue a tender, an ineffectual habit that
persists even though the market has been liberalized. Meanwhile, a private sector

“garment manufacturer took the initiative and obtained a contract. There are complaints
that this private sector enterprise did something wrong; however, it really did something
right and has provided an object lesson to the public sector.

e No public sector manufacturers of bed sheets were observed to focus on marketing to
institutions such as hospitals, the military, or hotels. Discussions about this revealed that
no distinction is made between home versus institutional needs. Again, no public sector
enterprise showed an inclination to visit with representatives of these institutions until a
tender was issued.

This passivity extends into export marketing as well, with the textile industry relying
almost totally on foreign buyers’ agents to obtain sales. On several occasions, when relationships
with these agents have soured, the mill has been left with no contacts and no means of replacing
lost sales. There are no export marketing budgets, no promotional materials, and no systematic
development of contact lists. An Ethiopian uniform manufacturer expressed a desire for catalogs
published by foreign manufacturers to assist the enterprise in creating new product lines. To
obtain such information, many global uniform manufacturers attend the Uniform and Professional
Apparel Show, which is held simultaneously with the Fall IGEDO Show in Dusseldorf,
Germany. In two or three days, manufacturers meet with potential customers, explore potential
partnerships, size up the competition, and study new product designs for the entire European
market. Of course, substantial amounts of money must be budgeted and enormous amounts of
creative energy expended in such activities to build export markets. Even then, success will come
only with timely delivery of high quality products.

B9. Product Innovation and Copyright Protection

Product innovation is an integral part of marketing. It is important for success in domestic
and international markets, but it is more critical for international competition. The market
intelligence required to identify a need precedes the design and construction tasks needed to fulfill
that need. After success in these areas, manufacturing the product is relatively easy and
inexpensive. Therefore, if the legal system permits competitors to simply copy and sell the
products, the enterprise which developed the product is denied the chance to recoup development
costs and make the money to pay for such innovation. Unfortunately, such design piracy is
allowed in Ethiopia; stopping it will require adequate copyright protection.

Interviews with exporters revealed their awareness that Ethiopian fabric and garment
manufacturers have no real design capabilities; they cannot make fashions for higher value

garments in men’s or women’s wear. Interviews with managers of textile enterprises revealed
their awareness of the cost of developing special designs. Without the capability to protect the
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investment made in product design, an exclusive focus on cost containment becomes the rational
choice. This is especially true in a developing country such as Ethiopia—with its atomized
consumer market, undeveloped communications, and inadequate transportation—because market
research and product innovation in made more expensive by environmental conditions.

C. Analysis of Major Textile Market Segments

There are at least seven distinct market segments for textile products in Ethiopia, as
follows:

Made-up apparel

Apparel and decorative fabrics for home sewing
Salvage clothing

Uniforms for state enterprises

Uniforms for private enterprises

Bed sheets for home use

Bed sheets for institutional use

As noted earlier, it is impossible to gauge the relative strengths or sizes of these markets.
There are no accurate, detailed data on population and income, institutional textile markets, or
the ways in which other economic sectors respond to changes in government policy. Restrictive
policies and inconsistent programs of the past drove most economic activity underground and
ensured that little reliable historical data would be available. Today, although there have been
changes, much of the textile market remains underground due to extremely high tariffs.
Therefore, quantitative analysis of the market is not possible.

Exhibit IV-10 represents a qualitative summary of characteristics of these seven market
segments and the dominant products in each segment. Industry participants disagree as to what
extent these separate market segments compete among them. For example, some believe that
salvage clothing amounts to what economists call an inferior good; i.e., the quantity demanded
decreases as income increases. If this is true, economic growth will progressively remove the
clothing from the market. Others believe that salvage clothing offers consumers enough design

features, fiber variety, and basic value that there will continue to be a demand for it regardless of
income growth. If this is true, only improved domestic textile products will displace salvage

clothing.
C1. Made-up Apparel

This market probably represents the greatest threat and the greatest opportunity to the
domestic textile industry; it will probably be the dominant market in the future. By all accounts,
imports of ready-made garments are growing; however, the lack of trade data since 1992 make
confirmation of this impossible. Visual inspections and discussions at several major marketplaces
in Ethiopia corroborated the fact that foreign goods dominate the market. Many retailers claimed
that they do not stock Ethiopian-made garments because their customers did not want them.
Others who did stock them hid them among imported garments to avoid customer discrimination.
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Exhibit IV-10. Summary of Major Textile Market Segments in Ethiopia

Market

Characteristics

Products

Made-up apparel

Higher income market; urban
customer; discriminating
customers; sophisticated designs;
differentiated product

Many imports; man-made fibers;
rich prints and highly designed;
domestic products seen as inferior

Fabrics for home
sewing

Lower income market; rural
customer; traditional fabrics;
simpler designs and greige fabric

Abujedid; Asnecketch; white mull;
poplins and sheetings; cotton; dark
colors

Salvage clothing

Lower income market; foreign
made; informal infrastructure and
black market; diverse quality

Wide variety and international
styles; dominated by knit
constructions

State enterprise
uniforms

Stagnant or declining market;
unmotivated consumer; lack of
design; import share increasing

Heavy weight twills and drills;
overalls and coveralls; uniforms -
low pricing point

Private enterprise

Moderately growing market; very

Highly designed for function and

blankets for homes

discriminating consumer; demands
more differentiation

uniforms discriminating consumer; no labor | looks; lower quantity per
union influence employee; higher pricing point
Bedding and Moderately growing market; Growing imports; growing

polyester content; growing share
of prints

Bedding and
blankets for
institutions

Diverse customer needs; large
volume and low margin; requires
account management

Bleached white is common;
durability rather than design

Both importers and retail shops seemed to believe that consumers preferred the higher man-
made fiber content that is provided by the imported textiles. Domestic garment manufacturers are
discouraged from diversifying the fiber they use by the high tariffs applied to imported fabrics;
currently, the majority of domestic fabrics are 100 percent cotton. To participate in the growth of
this market, however, Ethiopian textile factories must shift toward the use of polyester, which
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will require importation of polyester fibers and yarns. In addition to higher man-made fiber
content, the made-up garment market demands sophisticated, high quality prints and more stylish
designs. Domestic manufacturers also face high tariffs on the sundries, notions, and other
accessories needed to manufacture stylish garments.

There appears to be a risk that the domestic garment industry will be denied the opportunity
to compete to keep them structurally tied to the domestic textile manufacturing industry.
Restricting finished garment imports will encourage the domestic industry’s status quo and drive
even more of this trade onto the black market. Even if highly repressive measures succeeded in
restricting consumer access to preferred products, it would amount to hurting millions of
Ethiopian consumers to benefit only thousands of textile workers. The net loss to the entire
Ethiopian economy would be astronomical.

This market segment requires far greater commitment to customer service than the
domestic textile industry has been able to make. For domestic garment manufacturers to be
responsive, they must have access to shorter fabric runs with more varied finishes. Given the
very imprecise market and consumer preference information available in Ethiopia, distributors
must order a variety of designs in short runs at the beginning of the season to limit their risk.
Domestic garment manufacturers and fabric distributors both claimed that they were being driven
reluctantly to more expensive imported fabrics because domestic mills were unwilling to meet the
more exacting requirements of this higher value-added market segment.

The textile factories, with their strong bias toward production, tend to see this problem as
outside their domain. They tell the distributors that their facilities are designed for long runs and
that they cannot handle short runs; however, if the designs succeed they will then supply the long
runs. But the market is simply too dynamic for such tactics to succeed. The same foreign sources
that supply the initial orders also compete for the longer runs—and are well positioned to do so.
Thus, by not finding a way to supply initial short run orders, the milils lose out on the long run
orders that would greatly increase their profit potential.

C2. Fabrics for Home Sewing

Consumer apparel fabrics account for 65-75 percent of the domestic textile factories’ output
in square meters. The vast majority of this is in traditional Ethiopian fabrics: abujedid, asnaketch,
and white mull. While the domestic textile enterprises seem to believe that this is a safe haven,
this market is probably also being squeezed by ready-made apparel on the upper end and salvage
clothing at the lower end. In interviews with fabric shops in Dire Dawa, Harar, and the Mercato
in Addis, these fabrics are stocked only because a residual demand for traditional dress remains.
The increased opportunities for more and different types of work will probably reduce the
prevalence of home sewing. At the same time, alternatives to home sewing (ready-made apparel
and salvage clothing) are becoming less expensive, which will further erode this activity. Thus,
what was once thought to be a core market may also be vulnerabie.

The traditional garment market has two major sub-segments. One is highly stylized,
ceremonial garments that are largely supplied by home looms. The other is simple everyday
garments, the sub-segment available to the domestic textile factories. Obviously, this market is
dominated by the lowest income, most price sensitive consumers.

Managers of public sector textile enterprises gave the following reasons for focusing on the
low-margin constructions used for traditional, everyday garments:
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o They are locked into this market because their technology restricts their output to 100
percent cotton fabrics.

e The quality of available cotton is not sufficient to produce the finer yarns needed for
higher quality fabrics (such as shirting fabrics).

e They are not technically capable of producing finished fabric at a level of quality
competitive with imported fabrics.

This project’s technical team concluded that these assumptions are true for some but not all -
enterprises. These assumptions no doubt help explain why the share of industry output of home
sewing fabrics is increasing. But the dismal performance of these fabrics in the marketplace is
obvious; large inventories of them currently sit in distribution channels and retail stores.

C3. Salvage Clothing

Demand in the salvage clothing market appears to be driven by two factors: income and
lack of reasonable substitutes. Used clothing seems to be most popular option among the poorest
people, whether in Ethiopia or other African countries. Clothing is imported by the bale and
resold in specialty markets outside major cities. The United States is the largest supplier of used
clothes to Africa; they are the eighth largest export item from the United States to the African
continent.

Recent recommendations by U.S. businesses to legalize this trade and establish an
inspection and distribution center serving all of East Africa from Ethiopia was met with
unqualified resistance from the Prime Minister’s office. Resistance is apparently due to the belief
that salvage clothes will displace traditional home-sewn clothing made from domestically woven
100-percent cotton fabric among the rural poor. While there is no data to prove this assumption,
qualitative evidence and economic theory contradict it. Regardless, denying rural consumers a
choice will further impoverish an already impoverished group. A more humane response would
allow the domestic textile sector to compete freely to become the chosen supplier of rural
consumers.

The higher priced salvage clothing market apparently fills an otherwise unmet demand for
western styles, colors, and finishes. Particularly in this market, a reduction in import duties on
man-made fiber fabrics would foster the development of a domestic garment manufacturing sector
that could offer consumers a more competitive alternative to the salvage clothing market.

The ability to compete with the quality of cast-off imported garments is a necessary
condition for successfully exporting to those countries. For example, many children’s garments
enter the salvage clothing market in a like new state. One U.S. children’s wear manufacturer, the
largest in the country, guarantees that the child will grow out of the clothes before the garment
wears out. Because of this, purchasing second-hand clothing for children has become an
acceptable practice in the United States even among middle income households. The Ethiopia
textile sector will have to learn to compete with this stiff competition.

C4. State Enterprise Uniforms

Fabrics for state enterprise uniform apparel accounts for a substantial share of domestic
mill output. Twills and drills that go into overalls and similar worker uniforms account for about
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26 percent of textile mill output, second only to traditional apparel fabrics such as abujedid and
asnaketch (which account for about 38 percent). The current demand for uniforms in the state-
owned enterprises is driven more by labor union contracts than by actual product use. The size of
the uniform apparel market is artificially inflated by labor agreements that require employers to
provide all workers with a specified number of uniforms every year. These contracts are
obviously intended to serve the mills and not the workers; in some cases, even the name of the
mill from which the fabric must be sourced is included in the contract.

Workers know that uniforms are not a necessary requirement for their continued
employment, so they try to convert excess uniforms into income by selling them. On roadsides
not far from Addis Ababa, people sell overalls and other work wear that have been purchased
from factory workers. Managers of textile factories know that these uniforms will be worn as
required or sold into the second-hand market; therefore, they have little or no concern about
fabric quality.

So many uniforms, especially overalls, have found their way into resale markets that
managers of non-textile public enterprises now find that they can partially meet the requirement
to provide uniforms by repurchasing them. This nonsense persists because the damage done from
creating an artificial demand is not well understood. These labor contracts serve to prevent the
textile industry from shifting to products that would have a higher social value. The inevitable
contraction of the public enterprise sector in Ethiopia ensures that this market is in an irreversible
decline.

C5. Private Sector Uniforms

The private sector uniform market has much more in common with the ready-made market
in consumer apparel than it does with the market for state enterprise uniforms. The three major
sub-sectors in this market are industrial uniforms, service sector uniforms, and school uniforms.
In all of them, the purchase decision is made by the worker or the enterprise owner. In either
case, the buyer is focused on product quality, performance, and value. While this is a more
discriminating and competitive market, it offers successful participants higher margins because of
the attention to performance and quality. This is ensured by the following:

e In industrial end-uses, performance is directly related to durability. Consequently, those
mills capable of switching to polyester fabrics can succeed in this market.

e In service sector end-uses, finishes are of primary importance. The fabric must be stain
resistant, possess color fastness, and maintain an attractive appearance over time.

Consistent dyeing and printing capabilities within runs and over time are critical.

¢ School uniforms, purchased by parents but worn by children, require competitive
pricing, durability, and easy care.

The private sector uniform market requires polyester and polyester blends and a
management that emphasizes quality control.

C6. Bedding and Blankets for Homes

Decorator and domestic fabrics are perhaps the least exploited market in Ethiopia. The lack
of quality and variety in printed fabrics, along with the refusal to commit to designing fabrics
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specific to home furnishings have kept domestic manufacturers from competing for the upper end
of this market. This is supported by the expressed belief of textile enterprise managers and
distributors that all the prints produced could be used in any application ranging from women'’s
apparel to bed sheeting t0 window treatments.

When design is a factor, domestic products are discriminated against to a great extent. In
the Mercato in Addis, even Awasa’s solid-dyed sheets are relabeled with “Made in Taiwan” to
mislead the consumer. Domestically produced sheets are as ridiculed as domestic apparel fabrics.
However, this is less of a problem with lower-end children’s bedding, as illustrated by one
customer who commented, “It doesn’t matter as much what my child wets.” While the strong
birth rate may provide opportunities in children’ bedding, margins are thin and almost every
factory has identified these products as something it can make. Currently, the price competition is
fierce.

C7. Bedding and Blankets for Institutions

This market again demonstrates the unwillingness of Ethiopian textile enterprises to isolate
and target specific opportunities. Performance requirements of, for example, a sheet used in an
institutional environment are different from the requirements of a sheet for home use. Such
institutional products will undergo more washing and more abuse (e.g., hospital sheets are
sterilized).

Different institutions, such as the military, prisons, hotels, or schools, have different
product performance and customer service requirements. Yet managers of textile factories that
produce bedsheeting do not seem to recognize this. One manager that actually advertises on
television insisted that the same commercials could serve both home and institutional users.

Institutional bedding customers tend to order large volumes in bulk, while spreading
deliveries out over time. Because of their volume purchases, they tend to expect special
discounts, credit terms, and preferential treatment when there are shortages of raw materials.
Nevertheless, they are often motivated by factors other than price, such as product reliability,
guaranteed flow of supply, and strict quality controls. Yet both textile mills and garment factories
often leave their institutional customers in the hands of the same third party distributors that serve
consumer markets. None maintain a sales representative to work directly with government
agencies.

D. Textile Manufacturing Sector Profile

The commercial textile manufacturing industry is comprised of eight publicly held
enterprises and one jointly held enterprise (Ethio-Japan). They account for an estimated 90
percent of textile production in Ethiopia. In addition, the government operates two yarn spinning
facilities. The eight factories make a broad range of fabrics for domestic consumption. Aside
from a small amount of knitted fabric produced by Adei Ababa, the entire industry output is in
woven fabrics.

Before fiscal year 1991-92, the Ethiopian textile industry was governed by the National
Textile Corporation (NTC), which attempted to manage supply and demand through strict price
controls. The factories were allocated raw materials, and EDDC allocated their outputs. In 1991,
the Derg Regime was removed from power, the EDDC dissolved, and import restrictions
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lessened. In 1992, price controls were lifted and the Public Enterprises Proclamation No.
25/1992 was enacted. In 1993, the NTC was officially dismantled.

Since all decisions regarding production volumes, sales, product selection, or prices before
1992 were quite arbitrary and unrelated to market forces, any time series or trend analysis on
these markets would be meaningless and misleading. Sales data back to 1989-90 are useful only
to the extent that they provide a sense of the transitional upheaval (Exhibit IV-11). For all the
industry’s products, sales plunged to about half the pre-transition level; since then, only blanket
sales have returned to and exceeded former levels.

One of the most pronounced changes since the liberalization of the industry has been a shift
of industry production toward low margin, traditional greige fabrics and solid bedsheeting
(Exhibit IV-12). The conventional wisdom driving this trend follows from a lack of market
orientation and a dearth of market data from which to develop and test independent hypotheses.
Somewhat surprising is that public textile sector’s share of heavy weight twills and drills eroded.
With a mandated uniform market during the 17 years of the Derg, the industry should have the
advantage in manufacturing these constructions; however, it did not develop domestic or export
markets in which this fabric construction could be sold, and yet maintained production capacity.
The dramatic reduction in military needs also contributed to the reduction in demand for heavy
weight drills. Canvas fabrics have been particularly hard hit. The industry has failed to compete
effectively even within its own borders for the remaining uniform business. For example, the
national police department recently chose to source its most recent order from a South Korean
apparel manufacturer.

Quality problems cause the contraction and the concentration of textiles manufactured.
Domestic manufacturers find themselves unable to compete against higher quality imported
fabrics and finished products. Therefore, they shift toward the only textile products that importers
do not supply; evidence suggests that domestic consumers are moving away from 100 percent
cotton abujedid or asnaketch toward polyester and nylon finished garments and salvage clothing.
As a result, domestic mills are shaving margins, reducing quality further, and concentrating even
more. This vicious cycle must be stopped to turn this industry around. This reversal can only be
achieved through increased market intelligence coupled with incentives to accept the risk inherent
in developing market outlets. Both of these requisites are currently missing from the industry.

E. Evaluation of Private Sector Textile and Apparel Enterprises

The private manufacturing sector in Ethiopia was largely disabled by sweeping
nationalization in 1975 and has been subjected to persistent suppression over the last two decades.
In 1989-90, the last year for which any detailed economic data are available, the private sector
contributed less than four percent to gross value of production in manufacturing, about five
percent to wages and salaries, less than six percent to employment, about three percent to value
added, and about two percent to fixed capital assets.

There would be no private sector textile industry in Ethiopia except for the Ethio-Japanese
Nylon factory, which is half-owned by the government. In addition to this integrated textile
factory, seven knitting establishments and three apparel manufacturing enterprises are privately
owned.
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Exhibit IV-11. Ethiopian Textile Industry Sales

1989-90 1990-91 1991-92 1992-93 1993-94 1994-95

Fabrics (thousand square meters)
|Akaki Textile Factory 22,676 10,133 12,272 14,209 12,374 16,447
Arba Minch Textile Factory - -- - 3,209 3,896 3,137
I Awasa Textile Factory 6,011 8,129 5,701 3,116 4,434 4,611
Bahir Dar Textile Factory 12,308 8,817 8,936 7,352 9,295 13,143
Dire Dawa Textile Factory 26,890 5,665 4,180 8,072 12,578 11,113
Ethio-Japan Textile Factory 5,000 2,978 2,408 2,971 5,079 5,161
Kombolcha Textile Factory 9,463 5,475 3,711 3,518 6,987 9,929
IDebre Birhan Blanket Factory 54 55 6 30 18 7

Total 82,402 41,252 37,214 43377 54,661 63,548
Cotton Yarn (thousand kg)
Akaki Textile Factory 1,365 224 1,440 397 810 683
Adei Ababa Textile Factory 2,684 1,898 1,367 954 1,177 1,121
Arba Minch Textile Factory - -- - 89 300 327
Awasa Textile Factory 6 68 59 0 8 93
Bahir Dar Textile Factory 37 16 71 10 9 282

_{Dire Dawa Textile Factory 1,800 775 674 737 1,486 1,392

Edget Yarn Factory 1,414 1,264 1,257 1,020 1,030 774
Kombolcha Textile Factory 376 95 49 224 260 254

Total 7,682 4,340 4,917 3,431 5,080 4,926
Acrylic Yarn (thousand kg)
Dire Dawa Textile Factory 664 201 94 456 486 535
Blankets (thousand square meters)
rA.kaki Textile Factory 1,235 808 688 1,365 882 847
Adei Ababa Textile Factory 939 856 383 716 808 985
Debre Birhan Blanket Factory 1,335 373 422 2,298 3,170 3,470

Total 3,509 2,037 1,493 4,379 4,860 5,302
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Exhibit IV-12. Changing Market Shares of Woven Fabric Constructions

(Percent)

Constructions | 1990-91 | 1994-95
Bedsheeting 10.9 16.0
Other domestics 7.2 1.7
NSK 10.3 2.6
Poplin/broadcloth 16.5 - 5.5
Sheeting 0.0 0.1
Shirting 1.9 3.6
Traditional 29.9 59.6
Twills/drills 23.2 10.9

Ethiopia’s official statistics do not include the pervasive hand-loom industry. The Statistical
Abstract of Ethiopia includes only those manufacturing establishments “which have 10 or more
persons engaged and use power-driven machines.” This large cottage industry or informal sub-
sector, which accounts for a substantial number of jobs, is discussed in greater depth below.
Based on the above definition, however, Exhibit IV-13 summarizes available data on the
economic contributions of the entire formal textile sector versus the private formal sub-sector,
both relative to the economic contribution of Ethiopia’s total manufacturing base. It shows that
the textile sector’s contribution was approximately 18 percent, 30 percent, and 40 percent to
gross value of production, fixed assets, and employment, respectively, while the private sector
contribution and share was nonexistent.

There is some hope for private sector development in private small-scale textile and apparel
manufacturing enterprises not included in the Statistical Abstract of Ethiopia. As shown in Exhibit
1V-14, data available for 1986-87 indicate that there were 7,600 small-scale manufacturing
enterprises in Ethiopia, with about 28 percent in textiles. Moreover, the textile enterprises
employed about 25 percent of all workers in these small-scale industries.

Under the Derg Regime, cooperatives were established with a significant amount of
coercion, then began to disband after the regime ended. Surveys made by the Ministry of Trade
and Industry in 1986-87 indicate that there were 737 cooperatives (Exhibit IV-15). With 54
percent in tailoring and 35 percent in weaving cooperatives, the two categories accounted for 86
percent of all cooperative members in Ethiopia. It is assumed that some of these cooperatives still
exist and that the members of those that disbanded have continued to function as small or
microenterprises. This sector’s share of total fabric production is unknown; however, hand-
loomed fabrics account for almost all formal traditional or ceremonial dress.
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Exhibit IV-13. Contributions of Textiles Versus Private Textiles Relative to Contribution of
Ethiopia’s Total Manufacturing Base, 1989-90

Manufacturing Gross Value of Value of Fixed Employees
Sector Production Assets
Thou. Br % Thou. Br % Number %
Textile sector 451,925 18.2 251,049 29.9 33,073 40.2
Private textile sub-sector 5,659 0.2 619 * 401 0.5
All Manufacturing 2,486,102 | 100.0 | 839,122 100.0 82,379 100.0

*Less than one-tenth of one percent.
Source: Statistical Abstract of Ethiopia, 1992

Exhibit IV-14. Data on Small-scale Manufacturing Enterprises in Ethiopia, 1986-87

Manufacturing Enterprises Employees
Sector No. % No. %
Food and beverage 3,884 St.1 1,826 47.2
Textiles 2,146 28.2 9,631 249
Wood 466 6.1 1,982 5.1
Metals 317 4.2 3,134 8.1
Leather 276 3.6 2,101 5.4
Chemicals 78 1.0 1,313 3.4
Non-metals 88 1.2 1,024 2.6
Paper and printing 38 6.5 513 1.3
Others 307 4.0 711 1.8
Total 7,600 100.0 38,678 100.0

Source: Profile of the Internal sector in Ethiopia, Semachew, 1993,

Wv-27



Ethiopia Textile Sector Report Chemonics Internationel Inc.

Exhibit IV-15. Data on Cooperative Enterprises in Ethiopia, 1986-87

Enterprises Members
Category
No. % No. %
Tailoring 400 54.3 12,144 36.2
Weaving 260 353 16,626 49.5
Others 77 10.4 4,755 14.2
Total 737 100.0 33,525 100.0

Despite the obstacles created by the command economy, small and microenterprises have
survived because they have the following attributes:

o They are lean and flexible, adjusting rapidly to constraints and opportunities.

e They are flexible use of local resources when external resources become scarce. They
form close links to some public sector textile factories during the command economy.

¢ They adopt appropriate local technologies and informal trade techniques (which was
necessary when foreign exchange was inaccessible to most of them during the command
economy). Now, for example, tailoring enterprises in the retail markets of Harar, Dire
Dawa, and Addis Ababa obtain quality imported fabrics, improved packaging materials,
and stitched foreign brands.

o They create high rates of employment, relative to the amount of capital invested.

There are numerous constraints on private sector development in textile and apparel

manufacturing; in many cases, the constraints are more severe for informal enterprises outside
the legal framework for business organization. Major constraints include:

o The lack of private property rights adds to risk and instability. This constraint is greater
for enterprises that attempt to advance from an informal to a formal business status
because increased capital requirements accompany the transition. This constraint greatly
reduces the rate of job creation because most new jobs come from the relatively small
portion of little businesses that transition into large ones.

o The lack of attention given to public sector enterprises depletes the credit and other
resources that small private businesses need to succeed. (The cumulative overdrafts of
the public sector textile enterprises, given even though they cannot be repaid, could fund
many private sector successes.)

¢ The denial of investment incentives is a major disadvantage faced by small enterprises.
The investment proclamation allows local investors tax holidays and free importation of
machinery, subject to an investment that exceeds Br 350,000. Many successful
businesses could be started for less than that, but comparable incentives would make it
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more likely that people would try. The arbitrary advantage given to public sector and
other large enterprises increases the scarcity and the prices of raw materials available to
small private sector businesses, thus squeezing them out of the competition.

F. Export Potential

The public textile sector is currently incapable of consistent competition in global markets;
it is unlikely that it could develop and participate in regional African markets. The inability to
serve global markets adequately is ensured by an unsuitable product mix, lack of quality controls,
managerial inexperience, lack of technical ability and knowledge, and inadequate infrastructure.
Recent annual export shipments of textiles and apparel have been tiny; they amount to
approximately Br 25 million, divided fairly evenly between the United States and Europe. They
appear to be comprised of small orders used primarily to test the suitability of products and fill
intermittent, temporary needs. No foreign buyers contacted in the global survey undertaken as
part of this study considered Ethiopia to be a primary business partner.

As the 1990 IBERC study of the Ethiopian textile industry pointed out, no country has
achieved a globally competitive textile industry within the confines of a public enterprise
structure, with the notable exception of the People’s Republic of China. Its success is due to (1) a
large population that endures high degrees of repression and exploitation without disrupting
production; (2) its unique position, both geographic and political, in the Asian theater; and (3) its
ability to leverage the political/military priorities of the Soviet Union and the security/economic
priorities of the United States. No other country, certainly not Ethiopia, has these unique
circumstances.

Two primary reasons were observed for the unsatisfactory situation of Ethiopian textile
€xports:

o Lack of quality control results in high rejection rates and canceled orders after a few
shipments. An integral part of total quality control is consistent, timely production and
delivery. The United States is the most advanced in quick response (QR) marketing
practices and Electronic Data Interchange (EDI) technologies, but the European market
is moving in the same direction.

o Lack of technical expertise results in the lack of coordination by plant managers. Some
openly questioned management’s understanding of the production capabilities of their
plants. They had no confidence that management could accurately estimate the cost of
producing an order and the time needed to deliver it.

F1. Markets in the United States and the European Union

Exhibit IV-16 summarizes total fiber consumption in the United States versus the European
Union during the 1988-93 period. A comparative examination of the United States and European
textile markets reveals that there has been a difference in recent years between the growth rates
in total fiber consumption. This was due to a lack of economic growth in Europe, causing a
textile recession to persist through 1993. In the U.S. market, a combination of moderate
economic growth and declining retail textile prices resulted in significant consumption growth in
1992 and 1993.
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Exhibit IV-16. Fiber Consumption in the European Union and the United States, 1988-1993

(Thousand Metric Tons)
1988 1989 1990 1991 1992 1993
European Union - 12!
Cotton Amount | 1,292.8 1,295.1 1,281.1 1,185.0 1,102.9 1,153.8
Share 28.1% 27.2% 27.7% 26.0% 24.3% 25.9%
Cellulosic | Amount 408.7 408.6 369.9 338.3 336.1 3249
Share 8.9% 8.7% 8.0% 7.4 7.4% 7.3
Synthetic | Amount | 2,464.2 2,542.4 | 2,586.9 | 2,615.6 | 2,661.2 | 2,547.6
Share 53.6% 54.4% 55.8% 57.3% 58.6% 57.1%
Wool Amount | 431.2 423.9 396.0 424.7 440.8 432.4
Share 9.3% 8.8% 8.5% 9.3% 9.7% 9.7%
Total 4,5969 46700 4,6346 4,563.6 4,541.0 4,458.7
United States’
Cotton Amount | 1,840.4 | 2,039.2 | 2,065.1 2,212.7 | 2,385.9 | 2,486.7
Share 31.9% 33.1% 33.8% 35.2% 35.4% 35.3%
Cellulosic | Amount 258.8 230.7 258.7 237.8 237.3 252.8
Share 4.5% 3.7% 42% 3.8% 3.5% 3.6%
Synthetic | Amount | 3,606.3 3,822.1 3,716.5 3,745.2 | 4,032.9 | 4,203.9
Share 63.4% 61.9% 60.8% 59.6% 59.8% 59.7%
Wool Amount 71.0 75.6 73.9 86.4 88.1 96.2
Share 1.2% 1.2% 1.2% 1.4% 1.3% 1.4%
Total 5,776.9 6,167.6 6,114.2 6,282.0 6,744 .2 7,039.6

'Source: Comité International de Rayonne et Fibre Synthétique (CIRFS)
Source: Textile Economics Bureau, Textile Organon

Currently, growth in consumption is slow in both global markets. Long-term growth will

track with income and population growth; therefore, participation in these markets on a consistent

basis will require Ethiopia’s textile sector to compete with other global textile suppliers for
market share. The sector must offer some combination of higher quality, better service, and
lower prices. The industry is clearly unable to do this even within Ethiopian domestic markets.
Succeeding in these export markets is substantially more difficult. The same inefficiencies and
barriers that make it difficult for imports to penetrate the domestic market (tariffs, customs
delays, transportation failures, etc.) also make it difficult for Ethiopian exports to penetrate
foreign markets.

Cotton’s share of total fiber consumption in the European Union decreased from 28.1
percent in 1988 to 25.9 percent in 1993 (Exhibit IV-16). In the United States, however, it
increased from 31.9 percent to 35.3 percent. Therefore, by 1993, cotton’s share in the United
States was 9.4 percentage points above the share in the European Union.
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Exhibit IV-17 provides data on cotton’s share in two major end-use categories, apparel and
home furnishings. In these two categories, cotton accounts for a minority of the total fibers
consumed in apparel and home furnishings within the European Union, but for a majority within
the United States. For apparel, cotton’s share is 25.3 percentage points higher in the United
States than in the European Union. For home furnishings, cotton’s share is 21.4 percentage
points higher in the United States.

The higher consumption of cotton in the United States is explained partly by greater
consumer demand and partly by higher availability and lower relative cost of cotton versus
synthetics. The textile industries of developed countries readily adjust the shares of alternative
fibers according to their expectations about relative prices of these fibers. The extent of the
adjustments made depends on the willingness of consumers to buy alternative fibers, which in

“turn depends significantly on the relative prices charged for textile products.’

F2. The Transitional Phases Involved in Developing a Textile Export Industry

The ability of Ethiopia’s textile industry, or that of any country, to compete for a share of
export markets follows from its ability to defend its share of domestic markets. Of course, to
ready itself for foreign competition, it cannot rely on government-created barriers to competition
within its domestic markets. It must be even more fit to survive in export markets than it is to
survive in domestic markets. Ethiopia cannot circumvent this natural progression.

The textile industry sparked the industrial age in the Umted Kingdom and the United States
in the late eighteenth and early nineteenth centuries. Textiles and apparel have since been closely
associated with industrial development. Nations still look to textiles and apparel for a foothold in
industrial development, gravitating toward textiles, clothing, footwear, and leather goods because
they are lower order industries that use domestic agricultural sector output.

3Textile manufacturers will even make minute adjustments within the limits allowed by law for
designated fiber blends. For example, a product that is labeled as a blend of 50 percent cotton and 50 percent
polyester in the United States may legally vary the share of each fiber up to 3 percentage points. Thus, if cotton
is priced significantly less than polyester, it will likely constitute 53 percent of the blend. If cotton prices
become high relative to polyester prices, then cotton’s exact share will likely decrease to near 47 percent. In the
United States, therefore, a swing of 6 percentage points in domestic mill use may occur within a few months,
regardless of the situation at the retail level. If relative price changes between fibers are large, it becomes more
likely that labeled blend levels will also be altered to give consumers the option of a lower priced textile
product. Those consumers with a strong preference for cotton may pay more to get cotton textile products, but
those with a somewhat weaker preference may choose to switch to a blend with a lower percentage of cotton.

Of course, retailers of textile products in the United States do not control the minute shifts in fiber shares
allowed by the labeling laws. However, they will readily collaborate in adjustments in labeled blends to give
consumers the choices they demand. Such adjustments are also readily seen in these retail enterprises’ imports
of textile products.
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Exhibit IV-17. Fiber Consumption by Selected End Uses in the European Union and the
United States, 1990-1993
(Thousand Metric Tons)

Apparel Home Furnishings
Total Cotton Cotton’s Total Cotton Cotton’s
Share Share
European Union - 12!
1990 2,214.3 732.0 33.1 941.9 4 399.1 42 .4
percent percent
1991 2,136.8 662.1 31.0 931.3 382.3 41.1
percent percent
1992 2,099.7 596.5 28.4 925.7 366.0 39.5
percent percent
1993 2,024.7 626.7 31.0 912.7 376.0 41.2
percent percent
United States®
1990 2,360.3 1,313.9 55.7 1,013.8 601.2 59.3
percent percent
1991] 2,465.1 1,399.9 56.8 1,061.5 654.3 61.6
percent percent
1992 2,706.8 1,530.7 56.6 1,118.0 699.8 62.6
percent percent
1993 2,809.1 2,809.1 56.3 1,181.8 740.2 62.6
percent percent

'Source: Comité International de Rayonne et Fibre Synthétique (CIRFS)
Source: Textile Economics Bureau, Textile Organon

The natural path of development has been to work from the least capital and technology
intensive manufacturing processes into more capital intensive industries as wage rates and the
standard of living rise. In textiles, this means beginning with the manufacturing of apparel and
other end-use products, a situation which is the reverse of most other products. Most products
tend to be less technologically intensive at the raw material or intermediate product stage and
become more sophisticated at the finished product stage. Once the knitted, woven, or non-woven
fabric is formed and finished, relatively little capital or labor is required to make the final

product.

Historically, as domestic apparel industries grow and flourish, capital accumulation is
achieved through export sales. Domestic textiles grow by supplying the domestic apparel
industry. Other industrial dimensions, such as dyeing and finishing chemicals, man-made fibers,
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etc., develop as the textile manufacturing industry matures. This path has been successfully
negotiated by many Asian leaders in the global textile industry, and is being executed in parts of
Latin America and Africa.

The foregoing development process is often referred to as the four product stages of
development, which include:

Stage 1. Importation allows technology transfer to take place by allowing new products
into the market. In the case of apparel, technology transfer usually comes in the form of
adapting foreign designs and products to local tastes and customs.

Stage 2. Import substitution by local manufacturers displaces foreign suppliers with
locally adapted, and usually less expensive, products. Money that had gone to buying
imported items is spent on raw materials.

Stage 3. Exportation takes place after establishing a local industry that can compete
against foreign products in its own market. Local income increases as the industry grows
and becomes more sophisticated and competitive. Local producers of inputs begin to
emerge, creating opportunities to capture a larger share of the total value that is added in
the creation of end products. (Thus, the upstream parts of the industry—the ones making
inputs—make the transition into the import substitution stage.)

Stage 4. Re-importation occurs as the input manufacturers enter the exportation phase and
begin selling to industries of competing countries, making the domestic industry less
important to the nation’s economic development. It eventually becomes less important than
the industries that grew up to support it.*

The foregoing development model contradicts the simplistic “infant industry” policies that
are frequently applied by developing countries, including Ethiopia. The “infant industry” doctrine
assumes that the prevention of imports helps secure local demand for the product for local
suppliers. In the case of textiles, however, this market protection stifles domestic industry by
denying it vital inputs, retarding product development capability, and preventing a vigorous
infusion of new production methods. When a closed market is combined with a centralized,
bureaucratic structure in the domestic industry, the disadvantages are magnified by the lack of
management knowledge, marketing skills, and focus on quality control.

Ethiopia has tried to skip the first iteration of the development cycle by becoming a
globally competitive manufacturer of intermediate products. The current development priorities of
the Ethiopian government are really a reflection of supply-driven characteristics already discussed
at length. The intention of current policy is to use the domestic textile industry to consume
domestic cotton and to employ domestic labor, rather than emphasizing what is to be produced,
Jor whom it is to be produced, and how it must be done. The market is intended to serve the
industry and its workers, rather than vice versa. Until this policy viewpoint changes, a
competitive textile sector cannot evolve.

*Managing Restructuring in the Textile and Garment Sub-sector, Economic Development Institute of the World
Bank, July 1994.
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G. Lessons from Other Countries’ Development Experiences

This section presents three case studies: the Republic of Korea, Mauritius, and the
Dominican Republic. Each are at different stages of development, but their experiences are
strikingly similar. For instance:

e All based their economic development on foreign investment, rather than foreign aid.
The governments relinquished currency controls, established stock markets, and allowed
for foreign ownership of private property. In all cases, the development was due in great
part to a single investor nation with strong economic and/or strategic ties to the
developing country.

¢ All domestic government investment was directed toward natural monopolies, such as
communications, utilities, and development banks. Some government investment
occurred in capital intensive raw material production facilities, such as steel mills. In all
cases except Korean banks, however, government investment fell short of government
ownership.

¢ None of the governments owned textile or apparel plants. In all cases, the government
granted and upheld their independence, even in those cases where government assistance
in the form of direct subsidies or loan credits played a critical role in the businesses’
finances.

¢ All domestic governments made strong commitments to the timely development of
transportation and communication networks. The governments did not resist or stifle the
use of labor-saving technology by the textile enterprises.

e All governments allowed unfettered access to imported raw materials consumed by
export-oriented businesses. Thus, they accepted the fact that domestic suppliers of inputs
would have to face greater competition so that the export-oriented industries to have
access to needed materials at competitive prices.

G1. Republic of Korea (South Korea)

While the Korean model is in many ways instructive for Ethiopia, some of the key
circumstances of the Korean experience will never be replicated by Ethiopia. Korea occupied a
unique position in the post-war arena and benefited from global political and trade structures that
no longer exist. Especially pertinent are the following:

¢ As a former Japanese colony and U.S. protectorate, Korea had an internal transportation
network built for it. The first railroad was built by the Japanese in 1899 as a defensive
response to the Trans-Siberian Railway. As a colony from 1910 to 1945, Korea enjoyed
significant infrastructural development, especially during the war years. While much of
the industrial base was destroyed during the Korean War, the rail, communications, and
air transport facilities were repaired and extensively developed by the United States in
establishing defenses following the end of overt hostilities. (North and South Korea have
never officially signed a treaty ending the Korean War.)

o Korea was an immediate beneficiary of the textile trade restraints placed on Japan in the
1950’s and 1960’s. First the Short Term Agreement (STA), then the Long Term
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Agreement (LTA), and finally the multi-lateral Multi-Fiber Arrangement (MFA) placed
limits on access to the American market by the Japanese and eventually by others
(including Korea). As Japan moved first into apparel, then textiles, and finally into man-
made fiber production, Japanese businesses invested in off-shore customers of the
intermediate products they were beginning to exploit. Faced with quota limitations on
apparel exports to the United States, Japan helped to finance Korean apparel
manufacturing to lock in customers for its own emerging textile industry. Later, as
textile quotas were imposed on them, Japanese investors again allocated funds for
Korean mills that would purchase Japanese fibers.

e South Korea played a critical role during the cold war, as a first line of defense and a
showcase for market-oriented development. Today, it is often forgotten that South Korea
was initially the poorer, more agricultural, of the two Korean economies. It has received
more generous treatment in its trade negotiations with the United States than other
countries of less strategic importance.’

Gla. Background

Over the 30 years since the Park Chung Hee government launched the First Five-Year
Economic Development Plan in 1962, the South Korean economy has grown enormously and the
economic structure has been radically transformed. South Korea’s real gross national product
(GNP) expanded by an average of more than 8 percent per year, from US$2.3 billion in 1962 to
US$204 billion in 1989. Real per capita annual income grew from US$87 in 1962 to US$4,830
in 1989. The manufacturing sector grew from 14.3 percent of the GNP in 1962 to 30.3 percent
in 1987. Commodity trade volume rose from US$480 million in 1962 to a projected US$127.9
billion in 1990. The ratio of domestic savings to GNP grew from 3.3 percent in 1962 to 35.8
percent in 1989.

The most significant factor in rapid industrialization was the adoption of an export-oriented
policy in the early 1960’s. This strategy was particularly well suited to South Korea at that time.
Like Ethiopia today, South Korea of the early 1960’s had an extremely poor natural resource
base, a low savings rate, and tiny domestic demand base. The strategy was intended to promote
economic growth through labor-intensive manufactured exports, in which South Korea-could
develop a competitive advantage. Government initiatives played an important role in this process.
The inflow of foreign capital investment was greatly encouraged to supplement the shortage of
domestic savings. These efforts enabled South Korea to achieve rapid growth in exports and
subsequent increases in income.

This policy marked a distinct shift from that of Syngman Rhee’s government in the 1950’s
which focused on financing infrastructural development through foreign aid. The dependence on
foreign largesse had created a cabal of political favorites who controlled much of the wealth these
investment programs were generating. The resulting efforts to control the distribution of wealth
constrained growth. In fact, the Park government came to power as a result of a military coup in
response to wide-spread political and financial corruption.

SEven into the 1980’s, the U.S. State Department designated Korea as a “special case” during textile
trade negotiations.
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South Korea did benefit greatly from U.S. foreign aid which went to build an
infrastructure, including a nationwide network of primary and secondary schools, modern roads,
and a modern communications network. By 1961, South Korea had a well-educated young work
force and a modern infrastructure that provided the Park government with a solid foundation for
economic growth.®

The Park administration decided that the central government must play a key role in
economic development because no other South Korean institution had the capacity or resources to
direct such drastic change in a short time. The resulting economic system incorporated elements
of both state capitalism and free enterprise. The economy was dominated by a group of
“chaebol,” large private conglomerates (to be discussed at length later), and by a significant
number of public corporations in areas such as iron and steel, utilities, communications, and
other heavy industries. The government guided private industry through a series of export and
production targets using the control of credit, informal means of pressure and persuasion, and
traditional monetary and fiscal policies.

Park extended government control over business by nationalizing the banks and merging
the agricultural cooperative movement with the agricultural bank. The government’s direct
control over all institutional credit further extended Park’s command over the business
community. The Economic Planning Board was created in 1961 and became the nerve center of
Park’s plan to promote economic development. Beginning in the 1960’s, the board allocated
resources, directed the flow of credit, and formulated all of South Korea’s economic plans.

Park’s first major goal was to establish a self-reliant industrial economy independent of
massive waves of U.S. aid. Significant economic policies included strengthening key industries,
increasing employment, and developing more effective management systems. A major
government objective was to increase the level of exports significantly. This had to be achieved
by stressing greater international competitiveness and higher productivity because of South
Korea’s dependence on foreign sources of raw materials, especially oil, whose price rose
dramatically through the 1960’s and 1970’s.

The government successfully combined a policy of import substitution with the export-led
approach. New industries were nurtured by making the importation of some goods difficult but
making the importation of raw materials. very easy. “When the new industry was on its feet, the
government worked to create good conditions for its export.”” Incentives for exports included a
reduction of corporate and private income taxes for exporters, tariff exemptions for raw materials
imported for export production, business tax exemptions, and accelerated depreciation
allowances. It should be noted that South Korea did not attempt to thrust businesses that were not
ready for export into global markets in which they could not compete.

®In contrast to this situation, both past and present Ethiopian governments have retarded the development
of a technologically advanced telecommunications infrastructure. Current limitations on the importation of
personal computers and fax machines, the government monopoly on telephone equipment, and the recent
decision to prevent the development of satellite communications all work in this direction. Without modern
means to collect and disseminate information quickly and cost-effectively, Ethiopia will never be able to develop
the information intensive management systems needed to compete in the 21st century.

"Quoted from a U.S. Army Briefing Paper on the Korean Peninsula, 1994.
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G1b. Financial Development

A critical problem in South Korea was raising funds to foster needed industrial
development. Domestic savings were very low, and due to the devastation of the war, there was
little available domestic capital. These obstacles were overcome—without resorting to creating
industries through foreign aid—by enabling foreign loans, attractive domestic interest rates, and
tax incentives for saving. To realize its growth targets while maintaining domestic sovereignty, it
was decided to achieve a gross domestic savings rate that exceeded the domestic investment rate.
Only then could the financing of future economic growth come entirely from domestic sources.
The most recent plan calls for reducing foreign debt by US$2 billion a year so that South Korea
would become a net creditor nation by the mid-1990’s. Through the promotion and reform of the
securities markets, especially the stock market, the government encouraged the diversification of
sources and types of corporate finance, especially equity finance. Because of the introduction of
tax and financing incentives by the government that encouraged companies to list their shares on
the stock market, the Korean Stock Exchange grew rapidly.

Domestic savings were very low before the mid-1960’s, equivalent to less than 2 percent of
GNP in the 1960-62 period. The savings rate jumped to 10 percent between 1970 and 1972, due
in large part to banks offering depositors rates of 20 percent or more on savings accounts. The
savings rate increased to 16.8 percent of GNP in 1975 and 28 percent in 1979. In 1980, due to a
precipitous rise in oil prices, the savings rate dropped to 20.8 percent in 1980. After 1980, as
incomes rose, the savings rate recovered and reached new heights—36.3 percent in 1987 and
35.8 percent in 1989.

Business financing was obtained primarily through bank loans or borrowing on the informal
and high-interest curb market of private lenders. The curb market served individuals who needed
cash urgently, less reputable business people who engaged in speculation, and the multitudes of
smaller companies that needed operating funds but could not procure bank financing. The loans
they received, often in exchange for weak collateral, had very high interest rates. The curb
market played a critical role in the 1960’s and 1970’s, pumping money into the economy and
assisting the growth of smaller corporations.

The Economic Planning Board established export targets that, if met, yielded additional
government-subsidized credit and further access to the growing domestic market. Failure to meet
such targets led to Seoul’s withdrawal of credit.®

The share of government spending devoted to investment and other capital formation
activities increased steadily through the first and second five-year plans (1962-1971), peaking at
more than 41 percent of the budget in 1969. The economic development was further leveraged by
a dramatic build-up of foreign debt, totaling US$46.8 billion in 1985 and making South Korea the
fourth largest third world debtor. Further leverage came from huge corporate investments, which
were primarily of Japanese origin.

®This contrasts current Ethiopian policy, which extends unsecured credit without any improvement in the
quality or profitability of the factories. The Korean banks offered no second chances. Failure meant closure, not
more loans.
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Glc. The Chaebol

Immediately following the Korean War, foreign aid became the most important source of
funds for the reconstruction and rehabilitation of the economy. Most of the surviving Japanese-
built industrial facilities were turned over to private owners, removing them from the public
sector. During this highly transitional period, a group of entrepreneurs began companies that later
became the chaebol, or business conglomerates. The chaebol were groups of specialized
companies with interrelated management. These groupings of affiliated companies became quite
dominant in South Korea’s economy by the late 1980’s. They included businesses involved in
heavy machinery and equipment, consumer goods, electric and electronic goods, trading
companies, and real estate and insurance concerns.

Thus, the major industries on which the export-oriented development policies were based
were in private hands from the outset. The chaebol were powerful independent entities acting in
the economy and politics, but they sometimes cooperated with the government in the areas of
planning and innovation. It is noteworthy that the government worked hard to encourage
competition among the chaebol in certain areas and avoid total monopolies.

The ability of the chaebol to grow was fostered by domestic and foreign loans, special
favors, and access to foreign technology. Under the guise of guided capitalism, the government
selected companies to undertake projects and channeled funds from foreign loans. Furthermore,
the government guaranteed repayment to the foreign lenders should a company be unable to repay
its loans. Additional loans were made available from domestic banks, often with a focus on
assisting with access to foreign technology. Rather than having to develop new areas through
research and technology, South Korean firms were enabled to purchase foreign patents and
technology, then produce the same goods made elsewhere at lower costs. This policy revealed an
aggressive acceptance of the importance of intellectual property rights that currently does not
exist in Ethiopia.

G1d. The Role of Public Enterprise

A government-led economic development policy during the 1960’s was necessary because

less experienced and capital-poor private entrepreneurs lacked the wherewithal to develop several
critical industries necessary to the nation’s economic growth. The Park government determined

that establishing public corporations to develop and manage these highly strategic industries was
the optimum alternative for fostering growth in 