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Nonfarm enterprises in Ethiopia: 
Are they really smoothing 
consumption? 
In developing countries highly dependent on 
agriculture, non-farm enterprises (NFEs) are often 
lauded as income diversification opportunities, helping 
to smooth income in the farming off-seasons. Using 
data from the first wave of the Ethiopia 
Socioeconomic Survey (ESS), this brief explores the 
role NFEs play in seasonal income generation, 
consumption smoothing, and risk mitigation. We find 
that NFEs are pro-cyclical with agriculture and do not 
appear to help households smooth consumption or 
mitigate spells of food insecurity.  

Background!!
Many studies from sub-Saharan Africa show that NFE 
operation is positively correlated with household 
welfare and that NFEs present an opportunity for 
households to smooth their income in the agricultural 
off-season.  This claim is driven by the potential of 
NFEs to provide diversified income sources when 
agricultural earnings are low, thereby mitigating 
income risk. However, if NFE activity is pro-cyclical 
with peak agricultural seasons, and returns to nonfarm 
activity are positively correlated with returns to 
agricultural production, this potential dissipates. 
Gaining a better understanding of these mechanisms in 
Ethiopia, where more than 20% of rural and small 
town households operate an NFE, is crucial for 
developing effective and sustainable policies targeting 
vulnerable agricultural households. 

Data--
We analyze data from wave 1 of the ESS (ESS1), a 
collaboration between the Central Statistics Agency of 
Ethiopia (CSA) and the World Bank’s Living Standards 
Measurement Study- Integrated Surveys of Agriculture 
(LSMS-ISA) project that collects multi-topic panel data 
at the household level. 1  The ESS uniquely includes 
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1 Two additional waves have been implemented since ESS1. 

detailed questions on both NFE operation and 
agricultural production, making it a useful dataset to 
explore income diversification in Ethiopia. The ESS1 
was administered in 2011-2012, surveying 3,969 rural 
and small town households. The survey uses a 
stratified, two-stage sampling scheme. Enumeration 
areas (EAs) were randomly selected in proportion to 
population size; 290 and 43 EAs were selected from 
rural and small town areas, respectively, and twelve 
households were chosen from each EA.  

Results--
Nearly 54% of NFE-operating households report their 
NFEs operate seasonally. However, we do not find 
evidence suggesting this seasonality complements 
agricultural activity; the most active months for NFE 
activity line up with the harvest and crop sale seasons, 
peaking immediately after the harvest and almost 
simultaneously with the sale of crops. Furthermore, 
very few enterprises report high NFE activity during 
planting season. Rather than using NFEs to 
supplement periods of low agricultural income, 
households generate a disproportionately high influx 
of income from the months of October to January. 
 
Fig 1. NFE operation and agricultural seasons 

 
The data reveal that supply-side factors drive at least 
some portion of this pro-cyclicality; 64% of NFE 
owners report agricultural income as their primary 
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source of NFE start-up funds. However, further 
analysis suggests demand-side factors play a role as 
well.  

First, the temporal pattern shown in Figure 1 is 
observed across NFE sector; NFEs that don’t rely on 
agricultural products for NFE inputs, such as retail or 
utility service enterprises, still report higher months of 
activity during and immediately after the harvest. 
Second, non-farm households, which do not receive an 
injection of agricultural income post-harvest, still 
exhibit the same seasonality (see Figure 2). 
Unsurprisingly then, we find that NFE owners 
perceive low demand and a lack of access to better 
markets as the primary operational barriers. Nearly 
40% of owners identified access to markets as one of 
three main obstacles, another 21.0% and 16.9% viewed 
low demand and difficulty to obtain market 
information, respectively, as key constraints.  

Figure 2. NFE activity for farming and non-farming households 

 
Despite these results, we might still expect to find NFE 
operation can help households protect against shocks 
and temper periods of heightened food insecurity. 
However, NFE households do not report lower rates 
of food insecurity than their non-NFE counterparts.   
We use a negative binomial regression model to 
estimate the effect of NFE income on food insecurity 
spells, as measured by the number of months a 
household reported facing food insecurity in the past 
year (see Table 1). In model 1, we regress months of 
food insecurity on consumption quintiles and income 
coming from four primary sources: farm, NFE, wage, 
and other. We might reasonably expect two 
households, at the same level of consumption, to exhibit 
different patterns of consumption throughout the year.  
Therefore, if we hypothesized that NFEs were helping 
households to buffer against food insecurity, we would 
expect each additional 1,000 Birr of NFE income to 
have a negative impact on months of food insecurity. 
However, we find that an additional 1,000 Birr of NFE 

income has no statistically significant bearing on 
months of food insecurity.  In Model 2, we find no 
correlation between operating an NFE and facing 
fewer spells of food insecurity.  
 

Table 1. Months of food insecurity and income sources 
  Model 1 Model 2 
NFE income (1,000 Birr) -0.017  
 (.017)  
Farm income (1,000 Birr) -0.020***  
 (.007)  
Wage income (1,000 Birr) -0.001  
 (.010)  
Other income (1,000 Birr) -0.123**  
 (.054) 0.127 
NFE operation  (.104) 
  -0.025 
Number of income sources  (.056) 
  0.127 
Consumption quintiles   

2nd -0.192 -0.271 
 (.159) (.172) 
3rd -0.311** -0.396** 
 (.151) (.165) 
4th -0.420*** -0.508*** 
 (.156) (.174) 
5th (richest) -0.480*** -0.569*** 

 (.155) (.172) 
Observations 3,494 3,657 
Note: Standard errors adjusted for clustering and stratification in 
parentheses. The regression reports average marginal effects, which are 
significant at * p < 0.10, ** p < 0.05, *** p < 0.01. The mean number of 
months facing food insecurity in this subsample is 0.87 months.  

Discussion-&-Policy-Implications-
While the capacity of NFEs to generate income for 
rural and small town households is undisputed, our 
findings cast doubt on the temporal and consumption 
smoothing benefits of NFEs often presented in the 
literature. At least in the context of rural and small 
town Ethiopia, our results suggest that, in their current 
state, NFEs do not enable households to buffer against 
incidents of food insecurity as one might expect. 
Policymakers addressing food insecurity and other 
forms of vulnerability would be wise to not exclusively 
target the growth of non-farm enterprises as a means 
of protecting households from seasonal vulnerability.    

The findings outlined in this brief are drawn from: Kowalski, K., 
Lipcan, A., McIntosh, K., Smida, R., Sorenson, S., Seff, I. & 
Jolliffe, D. (forthcoming) “Nonfarm enterprises in rural 
Ethiopia: Improving livelihoods by generating income and 
smoothing consumption?” 

To access the ESS data: 
hhtp://go.wordlbank.org/ZK2ZDZYDD0!
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