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Employment in public sector - empirical evidence from Georgia

Egnate SHAMUGIA"
Abstract

This paper aims to assess employment in Georgia’s public sector and study job creation factors.
During the last decade, employment in the public sector has increased, and its share in total
employment is, on average, 22.5%. This figure is high considering the real expenditures of the
government, and the amount of delivered goods and services since some countries like Georgia
ensure the provision of public services with relatively fewer human resources. On the other hand, the
paper demonstrates job creation factors in the sector through regression analysis. Such a factor is
politicians’ rent-seeking - creating jobs for influential groups and ensuring political stability. This is
more characteristic of those countries that lack democracy and the rule of law.

Keywords: employment, public sector, rent seeking, public finance
Introduction

Unemployment is a long-term problem, and the government can reduce it in two ways: create an
appropriate economic environment that will promote economic growth; or become an employer itself.
As a rent seeker, the politicians choose the latter (Tullock, 1967; Krueger, 1974; Laband and
Sophocleus, 2018) because governments are not social welfare maximizers but providers of political
favours to influential groups (Olson, 1968; Becker, 1983; Hillman and Ursprung, 2016). In the labour
market, rent seeking takes different forms. Among them is creating more profitable jobs for political
power holders (Gelb et al., 1991; Robinson and Verdier, 2013; Jaimovich and Rud, 2014; Melo and
Miller, 2022). While job seekers hardly ever form unions to lobby for creating public sector jobs,
officials still create them. Widely expressed concerns in the public drive this behaviour, and the
politicians' goal is to achieve political stability. Thus, the government tends to create more jobs in the
public sector.

Although an increase in public employment reduces the unemployment rate in the short term,
it crowds out the private sector (Holmlund and Lindén, 1993; Malley and Moutos, 1998; Demekas
and Kontolemis, 2000; Behar and Mok, 2013). Based on OECD member countries' data from 1960-
2000, Algan et al. (2002) demonstrated that creating one hundred jobs in the public sector can
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eliminate one hundred and fifty jobs in the private sector. Besides, increased employment in the public
sector can reduce the economy's productivity, as rent-seeking and rent-creating behaviour can lead to
a wasteful allocation of resources (Gelb et al., 1991). In this case, resources are redistributed from
the private sector to the public sector, from the highly productive sector - to the less productive sector.

This article aims to evaluate and explain Georgia's public-sector employment. This country is
interesting for some reasons. Since the re-establishment of independence, there have been several
different approaches for three decades. Back in 2006-07, the sectoral distribution of employment
changed due to large-scale privatisation®. Since 2014, a limit was set on the number of employees in
municipal bodies, and later, the government program for 2018-2020 referred to the Small Government
concept, including public sector employment?. Also, in 2017, the definition of the public servant and
the salary policy were changed again by law. With this, the approach of the previous decade was
rejected. However, the new arrangement partially affected the General Government and did not
involve public corporations®.

To do so, first of all, we defined the sector's scope and analyzed the level of employment from
a comparative perspective. First, we examined the Georgian labour force distribution dynamics in
2007-2021. Then we compared the relative indicators of the former socialist countries (FSC) and the
Organization for Economic Cooperation and Development (OECD). Finally, we studied employment
factors in the public sector through the Ordinary Least Square estimator based on FCS's cross-

sectional data.

The Scope of the Public Sector

Before analyzing employment in the public sector, it is crucial to discuss its scope and structure.
The public sector, as a whole, can be divided into two broad categories — general government units
and public corporations, which ensure the provision of goods and services to society and individual
households, and the distribution of wealth and income (IMF, 2014). The activities of such entities are
mainly based on non-market principles, and in the case of public corporations — it is on the contrary.
In terms of management and control, all public sector institutional units are directly or indirectly

managed by the general government (see Figure 1).

! Media outlets on the privatisation that started after the Rose Revolution in Georgia: https://civil.ge/archives/106111;
https://eurasianet.org/privatization-in-georgia-solving-the-sensitive-issues

2 Organic Law of Georgia - Local Self-government Code, Article 156
https://matsne.gov.ge/ka/document/view/2244429?impose=translateEn&publication=65

3 Government of Georgia program  2018-2020: Freedom, Rapid Development, Prosperity -
https://www.gov.ge/files/333_67106_165784 68 67099 111823 2018-2020.pdf
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Units of state administration include central and subnational governments. Namely, these are
all central, autonomous and municipal units and all non-profit organisations operating under their
control. The central apparatus of the state - ministries, sub-departmental institutions included in the
system of the ministry, legal entities of public law operating under the ministry's control, and other
budgetary organisations implementing public administration belong to the general government. The
sub-national government includes the bodies of autonomous republics and municipalities, the legal
entities of public and private law established by them, and other budgetary organisations. Apart from
the units implementing specifically public administration-related issues, it also covers organisations
included in the legislative (Parliament) and judiciary. The latter serves the purpose of public sector

statistics production and analysis.

Figure 1. The structure of the public sector

P— Budgetary
Central Government <

Extrabudgetary
General Government Autonomous Legal Entltles/Nop-entrepren_eyrlal (non-
Governments commercial) legal entities

Legal Entities/Non-entrepreneurial
(non-commercial) legal entities

State Enterprises
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Corporations

Municipal Enterprises

Central Bank
Financial
Corporations

Pension Fund

Local Governments

Public Sector

Public Corporations

Source: International Monetary Fund; Finance Ministry of Georgia

As for public corporations, they are divided into financial and non-financial. Financial
corporations include entities involved in financial and pension fund services. These entities are
Central Bank, Pension Agency and other institutions providing financial services. As for the public

sector's non-financial corporations, they consist of state and municipal enterprises.

Dynamics of employment in the public sector in Georgia

The units discussed above create demand from the public sector to the labour market. However,

their contribution to the latter is much smaller than that of the private sector. During the last decade,
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the public sector employed an average of 17.6% of the workforce and 22.5% of total employment in
Georgia. As 0of 2021, 316.2 thousand able-bodied people were employed in the public sector, which
is an increased rate compared to previous years. For example, in 2020, the public sector employed
281.9 thousand people, which was 5.0 thousand more than in 2019 (see Figure 2). Throughout this
time, employment in the public sector has increased not only in absolute terms but also in relative
terms. In 2021, the public sector's share in total employment was 24.8%. This indicator amounted to
23.1% in 2018-19. During the last decade, the index was at its lowest in 2014 - at 20.6%. Therefore,
the private sector's role has decreased along with an increased share of the public sector. The latter's
decline was expressed not only in relative terms but also in absolute terms. In 2021, the private sector
employed 916.0 thousand of able-bodied persons. The same indicator consisted of 947.1 thousand
people in 2020. It was in 2016 when the largest number of people,1,022.6 thousand people, were

employed in the private sector during the last 10 years.

Figure 2. Distribution of employees in Georgia by the institution (thousands)
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Source: National Statistics Office of Georgia

For a broader picture of public sector employment, it is necessary to analyses the real
government spending per employee. This reflects the average supply of goods and services provided

by one bureaucrat. Real government spending per employee is calculated using equation (1):

PerGW = ((e? +nA9 + fA9)/CPIl)) /pEm
(1)
The distribution of real government expenditure per employee in the public sector ( PerGW )
is equal to the the sum of current expenditure (e?), non-financial assets (nA9) and the growth of
financial assets (fA9), all indexed by consumer prices (CPI), to the number of employees in the

public sector with (pEm).
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Figure 3. Real government spending per public sector employee in Georgia (CPI 2010 =100)
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Source: Author’s calculations using data from the National Statistics Office of Georgia, Ministry of Finance

In the last decade, the amount of real expenditure per employee in the public sector has
increased (see Figure 3). In 2012-2021, the increase was 64.8%. This means that relatively fewer
resources are used to provide goods and services by the private sector. However, to assess the scale
of employment in the public sector, it is necessary to analyse it from a comparative perspective. In
particular, the size of human resources used in goods and services provided by the public sector is

defined as follows:

PerGW; = ((¢f +nAy)/ PPPf))/pEm;
(2)

where PerGW,, the distribution of real government expenditures per employee of the public sector

of country j is defined as the ratio of total real government expenditures to the number of employees

in the public sector, pEm;. Total government expenditures are the sum of current expenditures, ejg

and growth of non-financial assets, nA)g. In order to make the data comparable, government
expenditures are weighted by the purchasing power parity conversion index, PPP]-C.

Scandinavian countries are distinguished by a high share of the public sector in the labour
market. For example, as of 2019, 30.7% of Norway's total employment is in the public sector. This
indicator is 28.7% and 27.6% in Sweden and Denmark, respectively. Japan stands out with a low
share rate in the public sector - 5.9%. In South Korea, this figure is 8.1% (OECD, 2021). Although
the public sector's share in the Nordic countries' labour market is high, the government is very active
in providing goods and services here. As a result, government spending exceeds 50.0% concerning
the entire economy. As for South Korea and Japan, government spending is relatively small but

exceeds the level of Georgia or the countries in the region. In South Korea, government spending is
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38.1% of the total economy. In Japan, this figure is 47.3% (OECD, 2021). Thus, the Japanese public

sector produces and delivers goods and services most efficiently, using the least resources.

Figure 4. Real Government Expenditure per Public Sector Employee (constant prices,
purchasing power parity, thousand dollar)
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Source: World Bank, International Monetary Fund, International Labour Organization, Author's calculations.
Note: The calculation is based on 2019 data. However, * indicates that for these countries, the data for 2019 is unavailable;
therefore, the latest available is used.

As for the human resources used by the public sector in Georgia, it is helpful for a comparative
analysis to consider the latter concerning transitional economies. In this direction, Slovenia and
Romania occupy good positions (see Figure 4). In these countries, for producing and delivering goods
and services, the public sector uses twice as little human resources as the average of former socialist
economies. The practice is similar in other EU member states, such as Poland, Estonia, Croatia,
Hungary, etc. On the other hand, the Georgian public sector uses more human resources than other
countries in transition on average. Compared to Georgia, other former Soviet countries employ more
human resources in the public sector. For example, the public sector in Azerbaijan uses six times
more human resources than the average to produce and deliver goods and services. And in Uzbekistan
- four times more. Ukraine and Kyrgyzstan utilize human resources three times higher than the
average among the former Soviet republics. Thus, from a comparative perspective, the public sector

in Georgia employs more people than is needed to provide the given public goods and services.

Determinants of public sector employment in FSC

Let us discuss the factors of public sector employment in transitional countries. As a rule,
digitization and electronic provision of public services should save resources. Among others, such
resources include human capital. However, politicians are not naturally virtuous, focused on
maximizing social benefits, but rent seekers. Furthermore, rent-seeking in the labour market manifests

itself in creating more profitable jobs for those with political power. Thus, our research interest is the
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impact of public services online provision, e-governance and institutional development on public
sector employment levels. The rule of law plays a leading role in institutional development. This
implies a limited and balanced power of the government. Under such conditions, there is less
opportunity for rentiers to create jobs in the public sector and, thus, to maintain power. The strategy

for transition economies to study this empirically is based on the following equation:

PerGW, ™' = a+ BiXj+ BZi + ¢
3)
where, equation (3) is a multiple regression estimated by the least squares estimator. The left side,
PerGW; , is the distribution of real government expenditures per employee in the public sector of j-
the countries. On the right-hand side of equation (3), X is the vector of independent variables of our
interest, and Z combines the control variables.

To study the employment level in the transition economies' public sector, we used the inverted index
of the real government expenditure per employee of 25 former socialist countries (based on 2019 data). The
growth of this indicator means that a country's public sector uses more human resources to provide goods
and services. Thus, this indicates that the level of public sector employment is high. In addition, UN indexes
are used as variables of e-government and online services (UN, 2020), and the quality of institutions is
measured by the five-year average (2017-2021) of governance indicators (Kaufmann et al., 2011). In
addition, in the institutions part, we use the democracy index, which combines the electoral process, civil
rights, government functioning, political participation and political culture (Economist Intelligence, 2020).

For the selection of transition countries, it is expected that the indicator of the impact of electronic and
online services on public sector employment will be negative. However, this dependence is not systematic,
as the coefficients estimated by equation (3) are not statistically significant. Therefore, in contrast to the
institutional variables, e-government and online services are not statistically significant explanations for the
variation in employment in the public sector of transitional countries. The impact of the aggregate indicator
of the quality of institutions on employment in the public sector is negative (including the rule of law).
Namely, the higher the degree of institutional development - political stability and accountability, limited
and balanced government power —the less is the index of the goods and services produced public sector and
usage of the human resources for its provision. A similar statistically significant influence is revealed in the
case of democracy. There is a positive, statistically significant relationship between the democracy index
and real government spending per official in transitional countries. However, such a connection's size is

smaller than in the case of institutions (including the rule of law).
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Table 1. Descriptive statistics of dependent and independent variables

Variable Definition Source/Year Minimum Average Staqda}rd Maximum Obs.
Deviation
Exoenditure per Ratio of total real government Author’s calculations using
USHC Servan‘i expenditures to the number of data from the WB, IMF, 12.98  76.04 41.3 15253 25

P employees in the public sector ILO; 2019

Public employment  are of public employment in ILO; 2019 1444 2576 11.98 7658 25
total employment

I . WGI; five-year average
Institutions Aggregated institutions (2017-2021) -0.99 0.07 0.61 1.25 25
WG, five-year average

Rule of Law The rule of Law (2017-2021) -1.09 0 0.67 1.32 25

Democracy Democraxy Index Egggom'“ Intelligence ; 201 5.8 1.56 7.9 25
E-Government Development UN E-government

E-governance Index knowledgebase : 2020 0.5 0.73 0.09 0.95 25

Online Services Online Service Index UN E-governm.ent 0.27 0.7 0.15 0.99 25

knowledgebase; 2020

Natural Resources ~ 2Verage rate of natural resource 014 pany: 2012.2021 0.25 4.68 7.59 2602 25
rent over the last ten years
The probability that randomly

Fractionalisation selected individuals belong to Alesina et al. (2003) 0.12 0.4 0.17 0.68 25
different ethnic groups.

Decentralisation ~ S-are of own revenuesin general \e. 51g 0.01 0.1 0.07 0.29 25

government revenue

Source: Author's calculations
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Table 2. OLS estimation of the inverse Real Government Expenditure per Employee, Equation 3

1 2 3 4 5 6 7 8 9 10 11 12
Natural resources 0.001°  0.001* 0.001° 0.001° 0.001* 0.001°
Ethnic fractionalization -0.014  -0.014 -0.012 -0.015 -0.014 -0.012
E-governance -0.014  -0.027  -0.052 0.022 0.003  -0.041
Aggregated institutions -0.013¢ -0.014¢ -0.024¢ -0.017¢
The rule of Law -0.009¢ -0.011°¢ -0.018° -0.014°
Democracy index -0.004¢ -0.005°¢ -0.008° -0.008*
Online serives -0.009  -0.012  -0.022 -0.028  -0.034  -0.038
Decentralization -0.068  -0.074 -0.072  -0.109 -0.117° -0.105°
R? 0.66 0.64 0.65 0.66 0.64 0.63 0.50 0.45 0.58 0.53 0.50 0.62
N 25 25 25 25 25 25 16 16 16 16 16 16
Source: Author's calculations. Notes: a—P <0.01,b—-P <0.05, c-P<0.1
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In addition, we used control variables in the regression analysis, which for our sample, explains
most of the variation in the level of employment in the public sector. Such is natural resources.
Namely, there is a statistically significant positive relationship between the average rate of natural
resource rent over the last ten years (World Bank, 2022) and employment in the public sector
concerning the gross domestic product. This is explained by the fact that in the case of transitional
countries, natural resources are owned and managed by state companies, and employment in those
organisations belongs to the public sector. For example, the highest public sector employment in the
sample is in Azerbaijan, the whose leading sector of the economy is the oil and gas industry. State
companies represent the latter.

As Brennan and Buchanan claim (1980, p. 216), "in other equal environment, the more
decentralized spending and taxation are, the less the government is involved in the economy as a
whole." Not only costs and the extent of regulation but also public employment is considered here.
Thus, the indicator of income decentralization is used as a control variable, the source of which is the
International Monetary Fund (IMF, 2022). In this case, the expected coefficient is negative but not
always statistically significant. Another control variable is ethnic fractionalization (Alesina et al.,
2003). Alesina et al. (2000) demonstrated that cities with high levels of ethnic fragmentation also
have high levels of public-sector employment. However, such a correlation was not found in our
analysis.

We used the approach of changing a dependent variable to test the power of the above results.
Namely, in equation (3), we used the inverse indicator of the real size of the government per employee
as a measure of public sector employment. In this case, the dependent variable is the share of the

public sector in total employment, and the analysis is based on the following equation:

Yj: a+ ,81X]+ ,BZZ]+S

“4)
Only the left side is changed in equation (4). Namely, Y; , is the share of the public sector in the

total employment of j-th countries.
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Table 3. The share of the public sector in total employment as a dependent variable, Equation 4

1 2 3 4 5 6 7 8 9 10 11 12
Natural resources 0.664°  0.772*  0.499° 0.764>  0.830°  0.554°
Ethnic fractionalization -16.463 -16.021 -16.211 -19.489 -18.832 -20.717
E-governmance 15.577  -4.809 20.778 114978  69.810 75.211
Aggregated institutions  -1.440° 2.695°¢ -20.597°¢ -7.246°
The rule of law 2.515°¢ 4.207¢ -10.948°¢ -2.992°
Democracy index -1.780¢ -0.804°¢ -8.926° -7.009*
Online services -16.000 -19.045 -10.199 9.816  0.169  19.998
Decentralization 18.270 8.730 19.485 -2.533 -9.825° 13.027°
R? 0.23 0.24 0.26 0.26 0.28 0.26 0.22 0.08 0.49 0.07 0.02 0.36
N 25 25 25 25 25 25 16 16 16 16 16 16
Source: Author's calculations Notes: a— P <0.01,b—P <0.05, c—P <0.1
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The left side of Equation (4) is the same as in Equation (3). And the share of the public sector
in total employment, as a dependent variable, mostly recurs under the conditions. In this case, e-
government and online services do not have a statistically significant impact, while the results mostly
recurred in the case of institutions. As for democracy, according to Equation (3), it fully shares the
obtained results. The case is the same for natural resources and ethnic fractionalization. The impact
of natural resources on public sector employment is statistically significant and positive. As for the
ethnic fragmentation, the coefficients have the expected negative signs but are statistically non-
significant. Concerning decentralization, the estimates obtained by equation (4) are relatively vague

and unambiguous influence is not revealed.

Conclusion

Politicians are expected to choose a path where the government is the employer rather than the
private sector while fighting unemployment. This is because of the fact that they are not involved in
the maximization of social welfare but in the search for rent. In this case, rent is non-monetized,
political power, and the mean for influential groups to achieve job creation and ensure political
stability. This kind of thing also manifests in Georgia’s public sector and reflects the latter’s
employment rate. Considering total government spending, we conclude that public sector
employment is high because more resources are used to provide goods and services than in
transitional economies like Georgia on average. On the other hand, employment growth in the public
sector has a detrimental effect on the labour market and the economy as a whole.

Thus, the public sector employment growth is a rent-seeking phenomenon by politicians. It is
more characteristic of countries with low institutional development and democracy. In such conditions,
political power is less limited, and the principle of balancing and restraining the government is
disrupted. The latter is a favorable condition for the rent-seeking politician. This is revealed in our

analysis of the determinants of public sector employment in transitional countries, as well.

Acknowledgements: I would like to thank the research fellows at Gnomon Wise and other colleagues

for their valuable comments.
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