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ABSTRACT

" This research proposed to investigate the impacts of macroeconomic variables
and economic réfbrms on private investment in Ethiopia. This was prompted with the
views being accorded Private sector investment today as the best economic agent in
achieving sustainable development in developing countries.
| : The outcome of this study would be deemed useful for Ethiopian policy makers
in designfng and formulating polices that would create an enabling environment for
the flourishing of private sectors investment so as to boost growth and development of
the economy. The accomplishment of this needs the ihfofmation on economic and non-
economic factors'affecting Ethiopia’s private sector, hence the objective of this study.
The study applies the time series annual data for the period, 1975-2000.

The Sludy also employed a modified version of flexible accelerator model, which
is adapted to incorporate some of the structural and institutional characteristics in
developing countries. The econometric evidence reported. that private investment is
affected negatively and significantly by the debt stock, which the country borrows from
international institution, the public expenditures, lagged depreciation of real exchange
rate, long run inflation, and the war plagued between Ethiopia and Eritrea. Where as,
v the credit disbursed to private sector, the debt sen}ice‘ payment, short run inflation, and
the economic reforms, which éaptured by dummy variable D1 (economic
liberalization.) are related in favor of private sector and affect significantly.

 Any appropriate investment policy to be formulated with a motive of
encouraging private investment in Ethiopia must therefore take into consideration the

impacts of these variables.
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CHAPTER ONE

INTRODUCTION

1,1 Background

Economic liberalization or adjustment policies advocated by the IMF and World Bank
dominate policy making in developing countries. In brief, economic liberalization means
the process of transition from an inward looking, heavily protected and highly regulated
economic regime towards an open economy that strives for efficiency through
' competition in the market, Stabilization aims at minimizing short-term macroeconomic
imbalance through reduction on the demand side. Structural adjustment programme is
intended to give a boost to the supply side by allowing the market forces to act and by
bringing institutiénal changes to achieve greater efficiency (Thomas et.al 1991; Mbsléy

1991).

Appropriate economic liberalization of market involves trade policies characterized by
removing license issuance constraints, quantitative restrictions, highly differentiated tariff
rates, export taxes and endless bureaucratic procedures; privatization of un- productive
public enterprises; deregulation of prices, lifting up of entry and exit restrictions are
amongst the other. Placing restriction on import and export trade causes impediment to
econofnic growth, and removing these impediments is the essence of the reformist agenda
(Bhagwat.i, 1978; Krueger, 1978). Economic reform is long term and time taking process.

v In many developing countries, it is revealed that there is slow recovery of private
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investment despite a decisive move to market-oriented reform. Iﬁitially, investment may
‘féll during the first phase of economic adjustment unless most of the adjustment is
accomplished through increased domestic saving. Macro - economic stabilization,
including squeezed monetary and credit policies, will have an adverse short run effect on
private investment. Tight money and credit polices adversely affect private investment
through higher real cost of bank credit or through the stock of real credit available to
firms. 1f the economy reform taken is not fully credible, the investrment response will be
affected. The private sector may perceive the trade and financial liberalization as

temporary policy that has high probability of being reversed.

In this context, private investment may not respond at all or even fall. Economic
liberalization actually helps to increase exports, increase efficiency, aimed at increasiné
savings rate, reducing the capital output rétio, increase market efficiency, increase -
competitéon for better, helps the consumers .to buy the available goods at the right price,

“high employment opportunity, and provide ways for efficient allocation of resources.

In many developing countries, the reduction in aggregate demand is often borne
,dispropqrtionately by investment, especially in public sector, rather than by consumption,
which may be at already low levels. The recovery of private investment particularly in
tradable goods sector is critical for restoring overall capital formation and economic
growth. Recognizing the importance of economic liberalization and significant impact of

~ private investment for economic growth, recent attention is focusing on determinants of



private investment taking into consideration the specific situation of developing
countries. As Mwega (1997) put it, sub-Sahara African countries have lower saving and
investment rates than other less developed countries. Thus in order to promote the growth

rate of investment, each country is expected to formulate a conducive and credible

economic reform policies.

Like many other African countries, Ethiopia has faced serious economic difficulties from
fhe mid 1970s tﬁrough the entire decade of the 1980s. The turbulent economic crisis
which the country underwent were: low growth rate of per capita income, deterioration in
balance of payment, slow growth rate of GDP and huge debt servicing followed by
accumulation of debt. The reason behind the poor state of the economy were: prolonged
civil war, deteriorating terms of trade, high interest rate, protectionism, the overall

‘macroeconomic mismanagement, and inconsistent political economy policy. Thus, lack

“of appropriate incentives schemes to promote efficient use of resources generally led to

distortions in all sectors of the economy. The way out of these distortions is to introduce

a comprehensive economic reform, the aim of which is to regain internal and external
balances thereby promoting sustainable development in all sectors. The Economic
reforms that were taken during the imperial regime (period before 1974) were a start-up

to move forward in economic development.

' The imperial government (1930-1974) that ruled the country for forty-four years had

played a 'significant role in embarking on the modernization process. In 1945, the



government launched its industrialization programme along with the issuance of the first
investment policy. In 1950, th¢ first legal document of thé investment policy came out.
This document had given special privileges for foreign investors. The incenti\}es, which
included in the document were: a-five-year tax holiday, duty free importation of

machinery, and remittance of profit, income tax relief (Degefe, 1992). In 1954, the

,govemmént exempted imports of all industrial and agriculture fixed capital from all

duties and taxes (p.34, cited from Degefe, 1992). Owing to the fact that the government
was ‘determined to promofe the agricultural and industrial sectors, the impérial
govemmeni legislated an investment decree and established an implementing office. This
proclamation favored both domestic and foreign investors with given capital ceiling.
Thus, the annual GNP growth rate and per capita growth rate increased substantially. In
the last years of the imperial regime, the gross domestic saving was 13%, which was

decent and steady in comparison to the succeeding government.

. ‘The Derg (1974-1991) took over power from imperial regime in 1974, The Derg, the co-

]

coordinating commitfee of the armed forces, were formed on 27 June 1974, following the
mass movement of February 1974. The Derg declared in February 1975 to follow
socialist oriented economic policy. Except small-scale business and industry, road
transportation, and domestic and foreign trade, the remaining sectors or activities were

reserved for the state. In January 1975, the government nationalized all financial

_ institutions and insurance companies. The nationalization process swept the industrial

and agricultural sectors. Thus, the Derg affected adversely the economic performance of



the country. The declining trend of the macroeconomics variables aggravated the

deteriorating condition of the economy.

During the time of the Derg, the saving and investment raiio wére discouraging. There
was a tremendoué fluctuation of saving ranging form a high of 12.5% in 1987/88 and low
of 3.4% in 1990/91. Under this socialist system, the participation of private sector was
declining particularly foreign direct investment, but the public sector was given a major
role to play in the economy. However, in 1983, the government promulgated the joint
venture proclamatioh that Stated the condition and areas in which foreign investors could
invest in the cduntry. In 1989, the government liberalized investment possibilities
through épecial decrees, which eased the conditions and offered opportunities to the
Domestic Private Capital. In 1990, one year before its downfall, the Derg promulgated a

mixed economy that had little impact on the economy.

Following the overthrow of the Derg in may 1991, the succeeding government declared
" that it adopted market oriented econoﬁﬁc system in order to stabilize and speed up the
- growth of the slump economy. The policy reforms that were taken lifted up most of the
| barriers imposed on the private sector. A new investment policy that seemed more liberal
“and less .bureaucratic was introduced; moreover, the Investment Office of Ethiopia (I0E)
“was established to facilitat¢ applications for investment. Despite the relative increase in
'private investment during the early phase of the SAP (1992-1996), the performance of

. brivate investment has been low even in comparison with other sub-Saharan African



countries (Deailami and Walton, 1992).

The following section highlights the economic reform that are implemented by the
current government (from 1991 to the present), and the stabilization and adjustment

programme of the previous governments (the Imperial and the Derg).
" 1.1.1  Overview of Economic Liberalization in Ethiopia

The Imperial regime encouraged both domestic and foreign investors by setting
conducive economic polices. The economic reforms that were undertaken by the
'government were: trade liberalization, convenient tax policy, financial liberalization, and
privatization. 'As the result, there was tremendous economic growth in the country during
- this regime. The private sector played a domfnant role in economic development of the

~ country due to the presence attractive environment for investment.

Nonetheless, the situation was completely reversed when the military regime took over
power in 1974. Owing to the fact the government decided to follow the socialist
veconomi_c system, the involvement of the private sector in the economy was reduced
:substantially. In the end of 1980s, the Ethiopian authorities had conducted a through
review of economic performance and admitted the downward trend of economic growth.
Hence in detailed report to the party in November 1988, the new guidelines for economic

»~ Management were laid down by the governing party re-emphasizing the important role of



private sector could play in the growth of the ecohomy. In June 1989, the government
issued a decree, which raised the ceiling -of capital of investment for private sector
_entrepreneurs who are engaged in manufacturing, hotels, and transport; moreover, it

streamlined license issuance and also improved the incentives for foreign investors.

In subsequent period, as it was discussed by Ageba (1997), the Derg government allowed
privatization of commercial agriculture, decentralizing of the public sector, and reform on
labor and employmeﬁt laws. During its last days in 1990, the military Junta declared a
;nﬁxed .cconc;my’ policy, which lifted most of the barriers for the private investment.
However, due to lack of confidence in government policy, and the serious civil war of the

time, the policy did not bring the much-needed change.

The’new government, which ousted the mifitary Junta by May 1991, announced the
' econqmié reform programs that include: reorganization of state owned-enterprises and
marketing boards; the elimination of a}l export duties; the devaluation of the currency by
59%; the introduction of foreign exchange auction system; deregulation of prices; and
privatization process are amongst others. One of the major undertakings in this economic
reform was the encouragement of the private sector development. Besides, most new
macroeconomic policies aimed at creating attractive investment environment for private
sector with a view creating effective free market system. The other economic reforms
include: changes in privafe investment policy, fiscal and monetary policies, labor market

. policies, private sector deregulation and exchange rate realignment.



Following the reform, there was a substantial reallocation of resources from the public to
the private sector through the elimination of differential interest rates on deposit and
lending for private and public sector. The realignment of the exchange rate was taken

'through devaluation and introduction of the Auction System. In October 1992, the

Ethiopian currency (birr) was devalued from 2.07 birr per dollar to 5.00 birr per dollar.

At the same time the exchange rate of parallel market was 7.80 birr to the dollar. In May
1993, The National Bank introduced an auction system, which implied the application of
dual exchange rate primarily to the importation of basic items such as petroleum,

pharmaceuticals, and payments of debts and other external obligation (Ageba, 1997). .

1.2 Statément of the Problem
The most disturbing features of the experiences with economic reforms in Ethiopia, like

in many sub-Saharan African countries, have been a disappointing response to private

investment.

There is no doubt that the low performance of private sector, since 1970s to date, has
adversely affected the economy. In 1970s and 1980s,the rate of private investment to
GDP declined substantially in comparison to previous years as the result of socialist

>riented economic policy and political instability. Due to nationalization policy of 1970s

the space left for the private sector to operate was very discouraging. Thus, the public

€ctor was privileged to play a dominant role in determining the economy.

\

<
SR gt



The crucial stumbling blocks for the private sector development in 1980s, apart from the
“main economic policy were: the policy of imposing capital ceiling, price controls, and the
beéuruacracy involved in releasing license for foreign exchangé allocation. Particula"rly,
the capital ceiling constraint was a disincentive to saving and investment as compared to
the prévious beriod. Asa résult of price controls, there was serious monetary deepening,
which resulted in unanticipated ‘increment of money supply. Owing to the fact that the
rate of private investment was declining, the increment of public expenditure had given
rise to mountiﬁg inflationary pressures and external debt payment problem. Thus, the
physical control of external deficit brought about excess demand that resulted in higher
inflation and faster depreciation of foreign exchange allocation. In effect, the economy

became highly fragile and dependent on foreign financing.

. In 19_90s/also,~the rate of private investment did not show an impressive growth as it was
expected despite the economic liberalization. However, some of the macro- economic
indicators have indicated better management ofA the economy in comparison to the
previous decades. Some of the reasons that are presumed for low private invéstment
growth rate are: less commitment of government in implementing polices and the effect
of social and political umeﬁainty with in and outside the country. As Collier and
Gunning (1994) expressed polfcy incredibility may have consequences for various

aspects of poor investment growth.
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In the light éf the foregoing discussion, it is clear that unless there is an overturn of the
trend of private investment, the realization of economic development is highly doubtful.
Given the fact that private investment is the main engine for better performance of the
economy, the researchers and policy makers have to investigaté and find out the main
determinants. It is with this regard that-this study is proposed to be carried out. The
study will seek to analyze empirica.lly the effects of the economic and non-economic
factors on private investment aqd provide policy options geared towardsvsolving the

problem and / or ameliorate the difficulty caused by market unfriendly polices in the

country.

1.3 Objectives of the study

The ove;all objéctive of our study is to assess the impli'cati‘ons of liberalized ecd;lbmy
and the macro economic variables on private investment in Ethiopia.
The Specific Objectives are:

@@ To identify the actual macro-economic variables and any other non-economic
factors such as civil conflict and war that are able to explain the reasons for
the low private investment growth.

(i) © To examine the effect of economic liberalization on private investment since
1992-2000

(i)  Based on the findings, in (i) and (ii), suggest policy option in view of

promoting private investment.
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1.4  Significance of the Study

,Invesfment is a crucial factor for the country’s economic development particularly for
developing countries. Therefore, developing countries are .expected to allocate a
substantial amount on research. So that va;ious interested groups who can make a
diﬂ'erencé on the country’s economy will utilize the findings of this research. Besides,
the findings are of paramount im;‘)ortan.ce for policy makers, private and foreign investors
to undertake their business effectively and efficiently. Furthermore, identifying the main
variabl'es in this area will definitely help the investors to assess their position, moreover,
to overcome any hindrances that are yet to come on the process. Generally, it enables to
créate cbnﬁdence on domestic and foreign _investors to invest'inl the country. As a result,
the findings can help the country to lay down an important framework for country to

follow the economic growth path successfully;
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CHAPTER TWO

Literature Review

2.1 Introduction

This chépter discusses investment in a liberalized economic environment. Section 2.1.1
of this chapter gives a brief account of the literature that has underpinned the economic
reform and ‘its subsequent effect on private investment, and section 2.1.2 discusses the

macroeconomic variables that determine private investment.

2.2 Theoretical Literature

/
The theory of investment dates back to Keynes (1936) who first called attention to the
existence of independent investment function in the economy. Investment refers to real
investment, which adds to capital equipment. In his theory, Keynes shows the role of
investment in the accumulation of capital and creation.of value in the process of

production,

Following Keynes investment theory was the famous accelerator theory, which stated
that inv_estment has a linear relationship with output change. This theory, given an
incremental capital/output ratio, discussed clearly the techniques to compute the
investment requirements associated with a given target for output growth. In this analysis,
here is a constant ratio of desired capital stock to output. In this accelerator model,

xpectation, profitability, and cost of capital play no role in determining investment.

12
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Thus, two other major theories of investment, the flexible accelerator and Tobin’s Q
theory were formulated. The modified versions of these theories have not got rid of the

limitations described above.

The flexible accelerator principle model, which was popularized by Jorgenson (1967),
framed its theory based on the optimal accumulation of capital theory. This neo-classical
theory assumes that the level of investment depenvd's on the volume of output and the user
cost of capital. The user cost of capital in turn depends on the real interest rate, the price
of ca‘pitél goods and the rate of physical depreciation. The basic notion behind this model
is that the larger the gap between the existing caj)ital stock and the desired capital stock,
the greater a firm’s rate of investment. The theory can be put in the following equation

form:

I= K —Ker=B (K'-Ke)
Where:
- It = net investment
K:* = desired capital stock
K:.1= last periods capital stock

B= Partial adjustment coefficient

Investment is a fixed proportion such that the value is taken by deducting the actual

apital from the desired capital. Tobin’s Q theory (Tobin 1969) postulates that the main

13



force driving investment is the Q-ratio or the; r;atio of the market value of existing capital
stock to its replacement value. Tobin argues vthat‘ delivery lags and increasing marginal
cost of investment are the reason why Q woﬁlddiffer from unity. - If the ratio of Q is
greater than unity, the firm would want to increase tﬁe capital sfock but if Q is less than

one, the firm would reduce the capital stock.

Another approach dubbed neoliberal (Galbis; 1979) emphasizes the importance of
f;mance deepening and high interest rates in stimulating growth. The proponents of this
approach, McKinnon (1973) and Shaw (1973), argued that developing countries are
bound with financial repression, and if these countries were liberated from their
repressive condition, this would induce savings, investment and growth. Liberalization
increases not only savings and loanable funds; it will also result in more efficient
allocation of these funds, in which both contﬁbuting to higher economic growth. In the
neoliberz;l view, investment is positively related to the real rate of interest in contrast with

neo classical theory.
2.2.1 . Macro economic determinants of private investment

Private investment mainly depends on economic growth, real interest rate, real exchange
rate, uncertainty, credit availability, terms of trade, democracy, level of indebtedness, and
debt services. This paper will assess the theoretical literature of various authors who

addressed the above variables in relation to private investment.

14



There is a considerable debate in the literature over the role of real interest rate on private
investment. A few economists ‘asserted that they are positively related on developing
countries (McKinnori, 1973 and Shaw, 1973). They argue that private investment in
developing countries is positively related to the accumulation of feal money balances and
real money balances is also positively related to the deposit interest rates. Despite this
argument, Haque, Lahiri, and .Montiel (1990), and Green and Villanueva (1991) find that

investment is a negative function of real interest rate.

A real depreciation can also éffect brivate investment demand mainly in two ways. First,
a real devaluation raises the (eal cost of capital goods aqd intermediate goods in terms of
domestic goods. Secondly, it has been pointed out that the devaluation may turn out to be
contraction despite an improved trade balance. Redistribution of income from wages to
profit in domestic economy may cause an upWard shift in aggregate savings propensity
(Krug/mahr and Taylor, 1978). Consequently, investment may- fall or turn out to contract

by curtailing the availability of imports (Sen and Mukhopadhyay, 1994).

A growing number of literature have emphasized the important role of uncertainty in
private investment decision‘(Dixit and Pindyck, 1994; Rwegasira and Mwegardoo; Luis
Serven, 1997). 1t is a consequence of the irreversible nature of most investment
expenditure. Most investors would wait to gather new information before making an
hvestment decision in uncertain environment. High inflation rate, for instance, are

\ lways to be an indicator of macroeconomic instability. Apart from the above discussion,

15



the availability of credit_ and foreign debts are other most significant variables in
determining private investment (Matin, 1992).

Most developing. countries launched stabilization programmes during the mid eighties
with strict ceiling on domestic credit. However, it is believed that a reduction in fiscal

deficit would eventually restore the normal flow of domestic credit to private sector.

The debt overhang arises in a situation when a debtor country benefit very little from the
return of extra investment due to debt service obligation (Sachs, 1988, and Krugman,
1988). This creates a disincentive to investment from the point of view of debtor country,
and this is purely é demand side explanation. However, there exists a very important
supply side channel too. It may rise due to credit rationing in both domestic and foreign
- markets. International creditors may not lend new money to highly indebted country.
Fiscal problems caused by non-availability of external financing may lead to a reduction
in - the ﬂdw of loans from domestic financial institutions for capital formation to the

private sector,

The term of trade is the other main factor that determines private investment. The share
of import in GNP is an important determinant of credit worthiness of a country in the
intematibnal market for loans (Eaton and Gesovitz, 1980 and 1981). This is because
Countries, which are more dependent on imports, are more vulnerable to external shocks,
and therefore they are more likely to default (Demiques-kunt and Detragiache, 1984).

High export variability may encourage lenders to lend more because it raises resources

16



available for repayment in high-income periods (Eaton and Gersovit, 1981).

As it is stated above, these macroecononﬁc variables have ‘signiﬁéant influence in
determining the private investment effectively; the liberalized economic environment has
to be revealed. Otherwise, the relationship becomes artificial and becomes cumbersome
1o formulate genuine economic policies by policy makers. The next section will examine

on how the economic liberalization and private investment are related.
2.2.2 Liberalization of the economy and private investment

Trade, financial, and exchange rate Iiberalizatiqp in general are the core component in
fécilitatirig the growth of private investment particularly in developing countries.
Changes in these policies affect credit availability, infrastructure investment and reserves
- that in turn affect the speed and direction of investor response to the gap between actual
and dcsiféd capital stock (Martin and Wasow, 1992). In other words, an increase in fiscal
deficit without additional inflow of foreign savings must lead to either an increase in

private saving or a decrease in private investment.

Trade liberalization is central in most structural reform programmes, this type of reform
policies often involve the elimination of quotas and a reduction in tariffs. Reducing
import protection leads to an expansion in capital-intensive activities and a contraction in
labor intensive, In that respect, a reduction in investment may be expected after

liberalization, An increase in the productivity of investment may compensate for the

17



possible reduction in the volume of investment as capital starts to flow to activities where
resources have higher productivity (Solimano, 1992). In his illustration, Solimano (1992)
asserted that if reform under trade liberalization is not fully credible, the investment
response might be affected negatively. The private sector may perceive the trade
liberalization as a témporary policy that has signiﬁcani probability df being reversed.
Under uncertainty and lack of policy creditability, the national investor may prefer to

shift to liquid assets.

.On financial sector, the ‘liberalization policy has strong impact on private investment. The
financial reform will improve the domestic capital market by lifting the controls over
interest rates, allowing more freedom for entry and exit of financial intermediaries and
 eliminating quantitative controls and subsidies on credit. The combination of positive real
interest rates and liberalized financial systerﬁ is expected to improve the allocation of
credit. toWard various activities with higher rates of return.- According to N, Ndungu
(1997) after financial liberalization in ‘Kenya, the financial sector seems to have shrunk
contrary to expectations, as he pointed out some of the causes, he said that interest
libefalization took place too fast before structural reforms were in place. Generally, there
is a few empirical evidence on the impact of positive higher real interest rate on
Productivity of investment that indicates the slow effect of financial liberalization in short
Tun but more impértant in medium and long run (Dornbusch and Reynoso, 1989). On the
$ame area, Ogungbenn, Mutambuka and Alalude (1996) have put forward the same ideas

v Onthe effect of liberalized financial system on saving, investment and growth in Nigeria.
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On their discussion, they emphasized that the importance of carrying out research to
identify the effect of such régulated financial conditions on variables such as savings,

investment and growth prior to the removal of various administrative regulations.

Privatization also affects both the level and efficiency of investment in more indirect
ways. Mostly privatization policies may be part of a broader package oriented in
increasing the role of private sector to play in_ the economy by creating conducive
environment that encourages capital formation. Deregulation includes lifting the barriers
for entry and exit, issuance of license ’and other bureaucratic impediments to resources. In
that sense, deregulation creates an enhanced supply and investment response by making

institutional and legal changes in line with price signals (Solimano, 1992).
2.3 Empirical Literature -

T'herevis quite a good number of literature on private investment in developing countries
but very few literature analyze pertaining to economic reforms and private investment.
However, this study reviews of the literature to articles that are directly relevant to this
study. For convenience, the empirical evidence on Ethiopia is given priority. From the
literature surveyed, no study was found that specifically examines the economic

liberalization and determinant of private investment in Ethiopia. -

However, Mitiku (1996) carried out an important study on determinants and constraints
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of investment in Ethiopia using econometric estimation qand survey method. The
objective of his empirical stpdy was to detérmine _the vé.riables that explain the
fluctuating of private investment growth and also im-restigate the major constraints of R
private investment. In his commendable study, he showed facfors that attributed to
constraints. In. his econometric analysis, private investment is determined by
availability of finance, the real exchange rates, investment policy, debt service payment
and debt overhang. Where as, th/e‘real interest rates, growth per capita GDP, public
investment and change in terms of trade did not affect private investment. The survey
method resulted in (in Addis Ababa ana Tigray region) identifying bureaucratic
procedures, lack of infrastructure (particularly power) and access to finance as the
leading constraints for the entire operation and expansion. Access to and the cost of
land are the specific leading constraints in  capital city .(Addis Ababa region)-in
‘addition to what is mentioned above. In ofher areas, he‘ identified political/policy
uncertaiﬁty and labor regulations as less important. In his éonclusion, he ascertained
 that it is the availability of fmancef‘ré't‘fl‘ér than ,the: interest rates as being" crucial

determinants of private investment.

Ronge and Kimuyu (1997) carried out a study on private investment in Kenya. The main
hypothesis tested in their paper was the response of private investor to the gap between
the actual and desired sfock of capital, which depends on the availability of credit, the
reél exchange rate, the stock of public debt, the level of public investment in

infrastructure and macroeconomic stability. As they reasoned.out why they assumed
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these variables have an impact on private investment, they said that unlike most
developed countries, one of the main constraints in the developihg countries is the
quantity of the investible funds. In their empirical analysis, they used time series data and
estimated the investment equation using OLS. In their ﬁndingsv, they have shown that
moét of the regressors that they put in model are important determinants in private

investment.

Foreign exchange rate and credit affect private investment significantly and positively.
On the other hand, macroeconomic instability aﬁd debt overhang have negative impact on
investment. Sundararajan and Thakur (1980) carried out their study in India and Korea
.On their study; they said that in short run public investment crowds out private
investment. Nonetheless, this negative effect is more than offset in the long run as public
sector activi'ti’es raise productivity of private‘capital stock since additional expenditure
creates e’ﬁ'ective demand for products manufactured by privéte firms, Thus, investments

by the government stimulate and compliment private investment.

Dombusch and Reynoso (1989) describe the adverse effect of double-digit inflation on
private investment. On their analysis, high inflation not only increases risks to longer-
term projects but also an indicator of macroeconomic instability. Besides, it is also a
failure on the part of the government to manipulate economic policy towards desirable
direction. These types of problem are common in less developing countries (LDCs)

where the correlation between inflation and economic growth (employment) seems to be
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significant.

Owing to the fact that large external debt burdens, lLatin American Cduntries and Sub-
Saharan African countries in particular have béen adversely affected by high percentage
of debt services. High external debt‘ service paymbent consumes a subsfantial share of
export revenue required to finance imports. Whereas, large external debt to GDP
_represent a tax on present or futurg generations and this reduce incentives meant to attract
investors (Borensztein, 1989). Such large debt creates difficulties in nﬁeeting debt service
' obligations, a situation calling for debt rescheduling, complete written off or default
putting the credit-worthiness of less developing countries debtor-nations into serious
doubt. This coﬁld lead to deteriorating relations with creditors and consequently reduced

aid and private capital inflows (Mirakhor and Montiel, 1987).

"Ina lstu&y of private investments foreign capital inflow and public policy using time
series data, it was found that the cost of capital to a large extent determined by the real
exchange raté, negatively affected in'vestments as much as the relative cost of capital
goods. The impact of real rate of exchange was significant, a reflection of the importance

- of quantitative controls in this regard (Dailami and Walton, 1989).

Blejer and Khan (1984) focused their studies on the effect of government economic
policy on private investment in taking a sample of 24 LDCS; and they found that the

level of private investment was positively related to expected real GDP, change in bank
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credit to the private sector, foreign capital inflows and in infrastructure investment.
However, there has been a lot of controversy surrouhding the theoretical basis on which

the public sector can compliment and substitute private investment at the same time.

Solimano (1990) carried out a study in Chile using a three-equation model. On his
empirical findings, it was found that the real exchangeb rate affected the level of
proﬁtability as well as the level of output. Thus, real private investment fell sharply in
Chile in 1982-83 and took about four years to recover. The large devaluation that
occurred in 1982 to 1984 hurts the profitability of investment tﬁrough an increase in the
replacement price of capital. But, the profitability of the expanding export and import'
competing sectors led to a revival of private investment. The simultaneous equation
presented in the Solimano paper showed that the short run effect of devaluation on

private investment is positive.

Chibber and Shafik (1990) addressed the same set of issues for Indonesia with a larger
" macroeconomic model of the economy. Their model confirmed that private investment is
determined by the real exchange rate, real interest rates and output. The real exchange
rate has a negative short run effect on private investment since devaluation leads to
higher replacement cost of capital, and the cost of imported inputs as well. The deviation
of the real exchange rate from its equilibrium level, affects the level of the real interest
rate in the economy. The domestic real interest rate equals to the foreign interest rate

plus expectations on a real depreciation. A delay in adjusting the exchange rates to its
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equilibrium level leads to of capital flight due to expectations of devaluation and a rise in
~ domestic interest rates. However, the actual devaluation of exchange rates lowers these

expectations and reduces real interest rate.

. Hebbel and Muller (1991) used a data from 1'970-19.88 for Morocco to deliver ‘a
ﬁ-a‘meworkAfor private i.nvestment. They used a time series and the two stage least square
(TSLS) that specified to instrumentalize the lagged dependent variable. They used a
_ épeciﬁcation that combines neoclassical variables, borrowing constraints, public
infrastructure, uncertainty variables and relevant lags to study private investment moving
variances of GDP .The user cost of capital plus the debt to GDP ratio are also used as
ceﬁainty variables. To reduce the incidence of problems deriv'ed from spurious
correlation and non-stationary of the variables, they us_ed rate' instead of absolute levels
for all relevant variables. On their main findings, private investment in Morocco is
sigrﬁﬁcél/ntly influenced by the cost of capital, the expected return on investment, the
level of aggregate demand or capacity utilization, bank credit and structure of financial
markets, trade shocks, the availability' of public sector capital services, and uncertainty as

reflected by the foreign debt/GDP ratio.

J. Greene and D. Villanueva (1991) has conducted an empirical study using panel date
of 23 developing countries. In this study, they estimated the equation of private
investment using pooled time series, and cross sectional approach. Their investment

function specified the neoclassical theory to study the behavior of private investment
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under various macro variables for 23 countries. The equation is given in the following

form:

IP/Y =f {R], GR.,; JPUB/GDP, CPI, INC.; ,( DS/XGS ) 11 ,
( DEBT/GDP )1 ,Z }
Where: IPIY = the ratio of private sector investment to GDP

RI= the real deposit interest rate, as measured by the ratio
{1+NINT}/ 1 + ECP],
where: NINT is the nominal interest rate and ECPI is the
expected inflation rate.
GR.1= fhe lagged percentage change in real GDP per capita
IPUB/GDP= the ratio of pubiic seétor investment to GDP
INF= the rate of inflation.
'INC,.y= the lagged level of per capita GDP in current US dollar
{DS/ XGS }+.1 =the lagged ratio of external debt service payments to
exports of goods and services
{DEBT/ GDP },., = The lagged ratio of the country’s stock of external
debt to its nominal GDP.
Z= A vector of country dummy variables, one for each country

in the sample.
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In their estimation, they used lagged values for current valuestof real per capita growth
(INC) 11, per capita GPD level (GR) ,.; and for debt 'serv'ice ration. (DS/XGS) 1.1, mis
mechanism helps to reduce the possibility of simultaneous equation bias in coefficient

estimates.

To decide on real interest rate, they tried three different variants, that is one the current
pefiod value to the ;-)ercentag‘e change in consumer pfice index as the expected inflation
rate: the second is the previous yeai' value; and the last one is the value of the year ahead.
In the process of estimation, the consumer price change one period ahead (CPI) y+; has
brought best result to genérate the real interest rate. They estimated separate equation for
the two sub periods that is 1975-81 and 1982;87 ;this will help to test the effect of the post

1981 debt crisis on the results.

On their findings, they revealed that TPUB/GDP and GR . is positive and highly
sigrﬁﬁcant, while the lagged debt service and debt stock are both negative and significant.
In addition, the estimated coefficient for the inflation rate (CPI) was negative and highly
significant, implying that a higher inflation rate, other things equal, had a negative impact
on the‘ private investment rate. The finding is more consistent with neo classical
investment model than with McKinnon and Shaw hypothesis. As it suggests high real
interest rates serves more to deter investment by raising the user cost of capital than to

Promote investment by increasing the volume of financial savings.
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Also the recent study done by, Lahiri, and Monteii (1990) sﬁpportedthe above view that
the interest rates appear to be negatively and highly significant related to domestic
investment rates. In the same pattern Serven énd' Solimano (1992) carrigd out the
econometrig;. anélysis to identify the main determinant of privafe investment. On their
estimation for 23 developing countries using a cross-section time series, they found that
the same result except that in Serven and Solimano investment function, uncertainty
variable has been included as a proxy for variability of exchange rate and iﬁﬂation and

interest rate was disregarded.

The empirical study done by Tun Wai and Wong (1982) investigated a modified version
of the flexible acceleration theory of investment with reference of five developing
countriés. .,They\ tested three of their hypothesis that private investment depend on
government investment, the change in bank cfedit and the change of foreign capita to
private sé;:tor. Having analyzed some theoretical argument, he specified the following

mathematical postulate of private investment in LDCs.

IP-B; (KP," - KPyy ) +8 KPry +Vit ..., (1)

Where:

KP and KP* are the actual and desired capital stock of private sector respectively.
IP = Private investment

Vi is taken as an error term.
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They assumed that replacement investment is proportional to the existing capita stock and
gross fixed capital formation of the private sector. In addition, they assumed also the
‘rveaction coefficient, B, depends positiVely 'oﬁ the change in bank credit for the pri\)ate
_sector (DCP) and net capital inflows to the priv.até sectorv (CMP). Both assuinption were
giveh due to the discrepancy exist between the desired ahd the existing capital stock.

Thus:
Pt =f {ADCP/KP',- KP,.; , CMP/KP,"-KP,; ,Uz }.......... )

On ‘their third equation, they formulated a linear regression model for private investment
and specified that the desired capital stock as being proportional to the private sector
output (QP) and further assumed equation (2) is linear. Thus, the model is givenas

IP= 8 +8 QP+ SADCP, +5;CMP+ 8,KPyy #Uy, o (3)

Further they assumed that private sector output is a linear function of government

investment (IG) and private investment. Later, they provided the investment function as:
IP;=by + bjIG +b; DCP; +b; CMP +bg KPyy+ Usy ~ memmeeeee - @

At last, they affirmed from the empirical result that public investment, the change in bank

credit and capital inflow to the private sector play an important role in determining

private investment.
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2.4 Overview of literature

It is clear that the macroeconomic variables play a dominant role in determining the
privaté sector in developing countries. Most of the thedretical and empirical
literature discussed only the economic factors paying little or no attention to non-
economic factors. Macroeconomic factors alone could not be effective remedy to
diagnose the economy rather the solution has to be justified along with other social

and political factors.

Therefore, the non-economic factqrs have Eo be addressed. together with the
economic factors in order to bring the necessary change to the private sector.pg
Samanta (2001) discussed, most African countries officials prefer to list down the oil
shock problem, unfavorable trade, and debt stock as stumbling block for better economic
growtb.wiihout considering how fast the prolonged civil war and militerisation lead the

continent to be poorer.

On the light of the above discussion, this paper will take into account both the economic

and non-economic factors in order to analyze the private sector in Ethiopia.
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CHAPTER THREE

METHODOLOGY

3.1 Theoretical Framework |

On the basis of economic theory, most of the main macroeconomic variables that affect
priVate investment are identified. These variables are similar to other variables, which
are used by different authors. These macroeconomic variables ére justified on the basis of
theoreﬁcal and empirical literature. Here it is of paramount 'importancé to point out that
the theoretical models of private investment have been used in developing countries in
most cases but the empirical studies of determinant of private investment have not clearly
shown which of these models can be used more accurately for developing countries. As it
is also shown in this paper, there is ambiguity in the nature of identifying the right
variable for empirical analysis. In developing countries, the main macroeconomic
policies, whlch are largely used are monetary and credit policy, fiscal and exchange rate
= :"policy'."-";'/\'The=‘modeL‘-fOMulated'in this paper has been designéd to capture these policies
Sihce they have significant role in determining private investment behavior as it is

discussed in the literature.
3.2 Model Specification

On the ground of foregoing analysis, an eclectic modeiing approach of private investment
is used. The model is adopted from Tun wai and Wong (1982), and Green and

Villanueve (1991); and the model is modified so as to make it consistent with the
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objectives of our study .Tl"lé models appears to be similar with most models that has been
used by researchers to analyze the private investment in developing countries. As it is
indicated in literature review, the main variables uéed are: real GDP, real exchange rate,
real interést rate, real foreign exchangg reserve, real public investfnent, trade shock, debt

service payments, rate of inflation, and debt overhang.

In our paper, on addition to macroeconomic variables, dummy variables also are included
to capture the political instability that has been in the country for decades, the economic

reforms and the war fought between Ethiopia and Eritrea.

In the light of the foregoing discussion, the model has been chosen to evaluate the private
investment in Ethiopia. Therefore, the following modified linear investment function is

assumed for inultiple regressions using ordinary least square (OLS).

Oﬁ their analysis, private investment is determined by real GDP growtﬁ, real exchange
rate, real interest rate, real deposit interest, real foreign exchange reserves, availability of
foreign exchange, real public sector investment, income per capita, the size of debt
service burdens, change in terms of trade, macroeconomic instability (as proxies by the
rate of inflation). This model has been chosen taking into consideration the availability
of the data. The following modified linear investment function is assumed for multiple
regression using ordinary least square method (OLS)

It is postulated that:
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PIGDP = F (pubGDP, d(GDP, TOT, R.G.GDP, dsXGS, RER, CrGDP,

Inf,InfA2, D1, D2] ..........;......Equation (1)

The percentage change in inflation, debt service ration and external debt measure
~ macroeconomic instability. Apart from rate of inflation, the other variables measure
foreign exchange constraints, and real exchange rate measures the impact of

devaluation on private investment.

Where PIGDP = the ratio of private investment to GDP

pubGDP= the ratio of public investment to GDP.

RER= Real exchange rate

dsXGS= the debt service ratio to expert earning

. TOT =Terms of trade |

ot ;‘t:/;_::'n::‘.:.:-.R'.G.GDP = Rate of real growth in gross domestic product
Inf= is the rate of inﬂatipn in short run
Inf %= is the rate of inflation in long run..
CrGDP=the ratio of credit disbursed to private sector to GDP
dtGDP= the ratio of debt stock (external and internal) to GDP
D1=1 is post derg economic reforms (1992-2000)

D1=0 otherwise



D2=1 war with Eritrea (1998-2000)

D2=0 otherwise

POSTULATES
dtGDP — is expected to be negative to private investment
PubGDP —is amBiguous, it could be negative or positive (crowd in or out) to private
Investment.
dsXGS - is expected to have a negative coefficient to private investment
Inf —is expected to have positive coefficient in short run.
Inf? — the coefficient is expected to negativé since inflation adversely affect
investment in the long run.
CrGDP - coefficient is positive to private investment
RER - coe/:ﬂicgient is expected to be positive as‘ it is related to priQéte investment
_.TOT- is ;expected to have positive coefficient.

- R.G.GDP-is positively related to private investment.

PIGDP = by + b; pubGDP+b, dtGDP +b; TOT + bsR.g.GDP+ bs dsXGS + b

RER + b;CrGDP + bg Inf + by Inf? + by D1+ by D2 ....Equation (2)

3.3 Econometric estimation technique

The investment model of equation (2) is estimated using ordinary least square (OLS).
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The time series data (1975 -2000) of eaéh variable will be analyzed before eStimating the

‘model. This is because, before running regression of the variables, analysis of each

P

variable about its distribution (normal or skewed) and its trend (stationary or non
stationary) is essential. This will involve testing for the order of integration of each
variable using the Dickey — Fuller (DF) and Augmented Dickey Fuller (ADF) unit root

tests.

3.3.1 Test of stationarity

Most macroeconorrlic data is trended or integrated such that thé variables (;hosen may
have means that change with time and have ir;ﬁnite variance. :l"here is therefore a
likelihood of obtaining promising diagnostic test statistics but of Spurious regression
results provided the data analysis was done on the level form of the variables. To curB the
problemv' 6,f/' ﬁén—stationary data, a nqmber of tests are carried out with a view of
deterndmg'the data. 'I;his is because data with in deterministic trend (stationary) enable us
to make valid inferences of the available times series data. The contrasts between

stationary and non-stationery can be illustrated using the following example. Both series

are cases out of simple AR (1) model of the form:

Yi=alu + €1 vneeenn. Eqn(3.1.1) ‘
A stationary series is one where |a| <I. Stationery series have finite variance, transitory
innovation from the mean value. The value of the mean of a stationery series is

independent of time and also has a finite variance. In contrast, the non-stationery series is
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th.e one where || > 1. The non-stationary series haS infinite variance and the series rarely
Crosses the mean. As it is indicated abo‘v'e, the unit root test enables us to identify whether
~ the series is stationary or not. Thé unit root iest also is the best way to enable us to refer
the series in terms of order of integration. A series is said to have been integrated of order
(d) if it is stationary after differencing the series ‘d ¢ times. Iﬁ other words, a series has
‘d’ unit roots. Such a series is denoted as x; I (d). Using the same terminology, the

stationery series is referred to as I (0).

Engle and Granger (1987) employed two-step procedure tecimique in order to overcome
the problem of non-stationary. A brief illustration of the technique is given as follows.
The models containing non-stationary variables will often lead to a problem of spurious
regression whereby the results obtained suggest there 'is statistically significant
relationship 'lfetween the variables in the regression model when in fact all that is
. obtained - is~evidence of contemporaneous - correlation father, meaningful casual

relationship.

.Y is non-stationary on equation 3.1.1 if jo| = 1,but if || < 1, then the process generating
Y. is integrated of order zero and hence it is stationary. Once the data is stationary, we are
now able to estimate equation (3:1:1) by OLS. Unfortunately, we cannot determine the t-
test statistic distribution once the variable is non-stationary. This necessitates the unit root

tests normally termed as Dickey-Fuller (DF) test.

SO iz
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3.3.2 DICKY FULLER TESTS

~ This is centered on the hypothesis that in (3:1:1), c =I(the unit root test) against the.

alternative hypothesis that «c < 1 i.e. (Y, is stationary). It is based on the equation that

Where AY =Y;—Y¢.;. By substituting (Yt and making‘Yt the subject of the formula, 3.1.2
can be re-written to resemble 3.1.1 as
Where Yt = 1H(14B) Y FEturrrvrerecvenreenrercesanesenns 3,13
Where, &= (1+P ). The DF tests for the negatively of ( in the OLS regression equation
3.1:3. In it, vw;e test the hypothesis that
_Ho/va= 0

 HpB<0

If < 0 in equation 3.1.3, then oc<1 in equation 3.1.1, if the null hypothesis is rejected in

favor of the alternative hypothesis, the implication is that in equation 3:1:1, .« <1 and Y:
is integrated of order zero (stationary). There are four DF tests for the order of integration
I (d). In our analysis we used Augmented Dickey Fuller test (ADF) and Dickey Fuller test

(DF).

When the variables were subjected to unit root test using Augmented Dickey Fuller
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(ADF) test, it was found that all the variables were non-stationary in their levels. This is
because the calculated t-ADF values are less than the critical t-ADF value for all the
variables at both levels of significance. Thus there was need to difference the variables so

as to make them stationary series.

Or;e of the drawbacks of the Dickey Fuller test is that it necessarily assumes the DGP
(data generating process) is an AR (1) process. If it is not then, autocorrelation in the
error term will bias the test. In or’der to overcome the problem, the augmented Dickey-
Fuller test can be used. The ADF test is idgntical to the standard DF but is constructed

within a regression model of the form:

Ay:=ye1 + Xyt Ay +Ui

3.3.3 Cointergration and error correction mechanism,

Cointegration test is of paramount importance in regression purposes. Most macro
economic data havg long run relationship. However, in the process of differencing the
nqn-statidnary variables, there is high tendency of the shortb and long run relationship
among variables to be lost. Therefore, testing the presence of long run relation ship is
paramount before conducting the regression. According to Ndungu (1998) if a set of I (1)
variables are cointegrated, they can be generated by error correction mechanisms. The
concept of cointegration is very powerful because it allows us to detect the existence of
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an equilibrium, stationary, relationship among two or more time series, each of which are

individually non-stationary.

The economic interpretation of cointegration is that if two or more séries are linked to
form an equilibrium relationship spanning for long run, then even though the series
theﬁlselves may contain stochastic trends (non-stationary). They, nevertheless,. move
closely together overtime and the difference between them is constant. 'i‘his ldng run
relationship among variables may be lost when differencing the series for stationery
pur:pose. Therefore, the remedy to address the problem is incorporation of error
correction mechanisms (ECM), which enables to reject the spurious regression se