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Abstract

Trade liberalization is the removal or reduction of restrictions on the free exchange of goods and
service between nations. These barriers could be tariffs and nontariff which includes; duties,
surcharges, licensing rules and quotas. Trade liberalization is a debatable topic. The empirical
research analyses the impacts of trade liberalization on Ethiopia economic growth using annual
time series data from 1990-2020 by employing VEC model to estimate the long run relationship
between trade liberalization and economic growth in the country during the study period. The
overall findings of this research is that, trade liberalization have positive and significant long
run impact on economic growth of Ethiopia while its short run impact is insignificant. Therefore,
the government has to promote more liberal forms of trade policy in order to enhance the
economic growth rate of the country. However, doing so without introducing appropriate
complementary policies, trade reform alone cannot serve as a magic solution to economic
growth,
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CHAPTER ONE: INTRODUCTION

1.1 Background of the Study

Trade liberalization is a cardinal principle of the World Trade Organization (WTO), though its
origin could be traced to the structural adjustment programs of the international financial
institutions (The World Bank and the International Monetary Fund (IMF)) in their attempts to
incorporate developing countries into the capitalist development paradigm (Emeka et al., 2019).
If countries especially the developing world wants to be members of this international financial
organization, they have a must to liberalize their economies, including their trade relations with
the rest of the world.

Trade liberalization is the removal or reduction of restrictions on the free exchange of goods and
service between nations. These barriers could be tariffs and nontariff which includes; duties,
surcharges, licensing rules and quotas. Trade liberalization is a debatable topic. The supporter of
trade liberalization advocate that it reduces consumer costs since imports are subject to lower
fees; increases efficiency through countries can shift resources to industries which produce goods
having competitive advantage; and improve economic growth. However, the opponents of trade
liberalization criticize that the policy can cost jobs since cheaper goods will flood the nation's
domestic market; imported goods may have inferior quality and less safe than competing
domestic products that pass more rigorous safety and quality controls; competition can result in
the failure of newly developed industries, especially in the developing world, which is the infant

industry argument (Balassa, 1983).

The EPRDF government start to take measures to implement trade liberalization such as;
devaluation of domestic currency (birr), a high amount of tariff and quota reductions,
liberalization of payment for service transaction, reduction of export tax and subsidies, a high
privatization policy strategies, elimination of import levies and also easy entry way for private

owned banks and insurance companies.

In Ethiopia, trade liberalization policy aims at encouraging economic growth by improving the
private sector and reinforcing competitiveness between the private investors, through applying
trade rules compatible with that of WTO, and supporting the process of regional integration. It

also creates chance of expanding markets and creates economies of scale.


https://www.investopedia.com/terms/t/tariff.asp
https://www.investopedia.com/terms/q/quota.asp
https://www.investopedia.com/terms/c/competitive_advantage.asp
https://www.investopedia.com/terms/e/economicgrowth.asp

The Ethiopian economy is primarily agrarian, where almost half of the GDP (45%) is come from
the agricultural sector and creates employment opportunities for over 85% of the population.
Accordingly, Ethiopia’s major export are primary product from the agricultural sectors which
include; coffee, pulses, gold, meat, leather products, oil seeds, tea, cotton, canned vegetable and
sugar. The most trading partner of Ethiopia is China, United States, Saudi Arabia and Somalia.
Ethiopia’s main imports are intermediate and final consumption goods while its exports are
primary and semi-processed products. Imports include petroleum products, wheat, corn, and

other cereals in grain form, vehicle parts, electronics and medicaments.

According to World Trade Organization, in 2018 Ethiopia’s total export of goods and services is
amounted to $ 2.83 billion while total import of goods and service is $ 15.5 billion, which results
in a trade deficit of $ 12.67 billion. When we see the main foreign trade indicators Ethiopia is
importing more than its export which results in trade deficit of its foreign trade. According to
World Bank latest data, the foreign trade of Ethiopia to the percentage of GDP decreases to
28.7% in 2019 while it was 39.7% in 2015. In addition, percentage of export to GDP becomes
9.4% in 2015 and 7.9% in 2019 and also import to GDP is 20.8% in 2019 from 30.3% in 2015.

This shows that there is a decrease in the performance of Ethiopian foreign trade.

Ethiopia applied the structural trade policy adjustment and reform implementations in 1990s
which come from the financial institutions such as IMF and the World Bank. The main aim of
trade liberalization was to implement structural adjustment program globally which was advised
by the two financial organizations (World Bank and IMF) to make foreign trade open for
competition and also decrease trade barriers as a long term strategy of economic growth and
development (Bekele, 2017).

1.2 Statement Problem

The principal objective of every government is to attain high and sustainable economic growth
so as to prevail in a challenging world of trade relations (Manni, U. H and Ibne Afzal, M. N.,
2012). To achieve these countries specially the developing ones need fund from the international
financial institutions. To get funds countries begun to practice liberal form of trade with the rest
of the world by reducing or total removing of barriers or restriction such as tariff, surcharges,

licensing, quota and so on. All these activity is to make free exchange of goods and service



between nations. Moreover, the developing countries begun to liberalize their trade relation
reasoning out that time of crisis occasionally enables radical reform that would have been even
unthinkable in calmer time. This is the second reason that developing countries undertake trade
reform next to get fund from the foreign creditors (Roderik, 1992).

Most developing countries applied a trade reform with the aim of enhancing the living standard
of its people and increasing the performance of market that may attract foreign direct investment
which is important to get factor allocations and capital accumulation to boost economic growth
indirectly (Bekele, 2017). In 1992, the EPRDF government of Ethiopia begun to implement an

economic reform program with a view to revive the economy.

In doing so Ethiopia started to practice trade liberalization with the re-structuring of the economy
by Structural Adjustment Program (SAPs). In the SAPs activities include devaluation of
currency, reduction of public expenditure, removal of subsidies and export tax rate, reduction of

import tariff, easing of market entry for private bank and insurance companies and so on.

Trade liberalization is one of the most debatable topics in its effect on economic growth.
Researchers have largely investigated the theoretical and empirical impact of trade liberalization
on economic growth. However, the impact of trade liberalization on economic growth is still

inconclusive.

Trade liberalization would increase economic growth by taking the static and dynamic gains
from trade by making more efficient allocation of resource, great competition, vast flows of
knowledge and investment and ultimately a faster rate of capital accumulation and technological
progress (Santos-Paulino and A. P. Thirlwall, 2004). Trade openness promotes economic growth
through various channels for instance achieving efficiency in the allocation of resources due to
export oriented policies and improve welfare; attracting foreign direct investment; reduce cost of
trade; providing access to advanced technology to enhance domestic production; facilitating
multilateral cooperation on finance, climate and security issues; help government to provide

infrastructure; enhancing total factor productivity; this is from the theoretical perspective.

On the empirical perspective, different researchers studied about the impact of trade
liberalization on economic growth using different econometric estimation methods, but the

results is still inconclusive and ambiguous. (Gnangnon, 2018) analysis the effect of multilateral
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trade liberalization on economic growth rate using an unbalanced panel dataset consisting of 150
developed and developing countries over the period of 1995-2015. The results revel that
multilateral trade liberalization has strong positive impact on countries’ economic growth rate
and the impact is more powerful on upper middle income countries since they have greater
capacities of trade. (Arega, 2014) utilizing a panel data approach employing Generalized Least
Square Estimator (GLS) consisting of 47 SSA countries to examine the impact of trade
liberalization on economic growth and found that openness to international trade stimulates
economic growth directly and indirectly through investment which implies that trade

liberalization can benefit economic growth of Sub-Saharan African countries.

According to (Bekele, 2017) studies using time series data through Error Correction Model
found that trade liberalization has positive significant impact on economic growth of Ethiopia. In
addition (Assefa, 2008) applying bound test on time series data also found that the impact of
trade liberalization on economic growth of Ethiopia is positive and significant. (Minyahil Alemu
and Zewdu Bedasa, 2017) conduct research on the impact of trade liberalization on Ethiopian
economic growth using Johnson’s co-integration approach and found that trade liberalization has

significant impact on economic growth in the long run.

However, trade liberalization can affect certain business negatively because of greater
competition from foreign firms and less local support for those infant industries. In addition,
there may be high financial and social risk if the imported product is with low environmental
standards. There are empirics which shows that trade liberalization have significant negative

impact on economic growth.

(Haiyun, 2019) investigates the impacts of trade openness for the total GDP growth of Ethiopia
using annual time series data from 1981-2017. In the study Two-Stage Least Squares (2SLS)
estimation technique is used to resolve endogenous variable estimation bias. The researcher
founds the negative impact of trade openness for total GDP of Ethiopia. For the negative impact
of trade openness in the growth of the Ethiopian economy the researcher set that the country
experiences a high amount of imports than its exports as a reason which results in a high

negative net trade balance.



(Abbas, 2014) And (Ahmed, 2010) found that economic growth and trade liberalization relate
negatively because of high import and constant export which deteriorate trade balance and these
retard economic growth. This result is supported by (Hagos, 2011) who found that trade
liberalization have significant negative impact on balance of payment. On the contrary, (Hassen
S., 2008) study the impact of trade liberalization on Ethiopian economic growth and the result
indicates that trade liberalization have no direct significance effect on economic growth of

Ethiopia.

So far, there are many researches done over the impact of trade liberalization on the economic
growth of countries, but the literature is inconclusive yet and they use trade ratio or dummy
variable as a proxy measure of trade liberalization, which does not show much variation of trade
policies. What makes this study to be unique from previous studies is that it tries to use change in
exchange rate, which shows either devaluation or appreciation of domestic currency, as proxy
measures of trade liberalization since there is no study done in Ethiopia using such variables.
Therefore, the researcher is motivated to start this study to fill the gap on the impact of trade
liberalization on Ethiopian economic growth. In this paper the proposal is the impact of trade
liberalization on the economic growth of Ethiopia which leads to the development of
multivariate equation model which is estimate by using Vector Error Correction Model (VECM).

1.3. Objective of the study
1.3.1 General Objective

The general objective of the study is to analysis the impact of trade liberalization on economic
growth of Ethiopia.
1.3.2 The specific objectives

» To access the short run and long run relationship between trade liberalization and

economic growth
1.4. Significance of the Study

There is a need to support the theoretical arguments with empirical findings. In doing this
research the researcher tries to identifying the impact of trade liberalization on economic growth.

The study may help in designing measures to improve the country trade liberalization policy. It is
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important to note that this study is not the beginning in the study area, but it try to use change in

exchange rate as a proxy variable for trade liberalization.

In addition, the study can be used as a reference for those who are interested in making further
investigation in the same area of research in the future. Besides, this study will provide current

and updated information on the relationship between trade liberalization and economic growth.
1.5 Scope and Limitations of the Study

Even if there are many literatures on trade liberalization, it is also important to note that there is
no uniform definition and measures of trade liberalization. However, most of the scholars agree
that trade liberalization is a measures taken to reduce anti-export bias and import controls,
including tariff (duties and surcharges) and non-tariff (like licensing rules, quotas and other
requirements) barriers and exchange rate distortions (Santos-Paulino and A. P. Thirlwall, 2004).
Many of the existing research done over the impact of trade liberalization on economic growth
rate use trade ratio or dummy variable as a proxy measure of trade liberalization. However, these
research uses change in exchange rate, as a proxy measures of trade liberalization. This paper is
thus limited in studying the relationship between trade liberalization and economic growth of
Ethiopia using time series data of 1990 to 2020.

Having precise measures of trade liberalization policy is the most challenging things which limit
the researchers’ capacity to do this research. In addition to these, for developing countries like
Ethiopia, the availability of continues and similar data between different data center could be a
challenge for researchers. The drawback of such measures is that, the quality of estimated results
could be reduced.

1.6. Organization of the Study

The rest of the paper is organized as follows. Chapter two discuses review of related literature,
both theoretical and empirical review of literature on the relationship between trade liberalization
and economic growth. Chapter three analyses the methods that includes data source, definition
model specification and estimation methodology. The estimation of the model and the analysis of
the empirical results are considered in chapter four. Finally, chapter five provide conclusion and
recommendations of the study.



CHAPTER TWO: REVIEW of RELATED LITERATURE

2.1 Definitions and Measures of Trade Liberalization
2.1.1 Definitions of Trade Liberalization

There is no agreement among scholars on the definitions of trade liberalization. Because of these
there are different definitions of trade liberalization given by different scholars. From these
definitions of trade liberalization

» World Bank analysis (1990) defines as “trade liberalization is any act which would make
the trade regime more neutral nearer to a trade system free of government intervention.”
These definitions of trade liberalization are approaching to the Adam Smith’s Laissez-
faire policy of minimum government interference in regulation of economic activity
which includes trade.

» Trade liberalization is defined in three case; first it is the reduction of import tariffs,
second trade liberalization is the reduction of anti-export bias and the third is the ‘second
best’ which is trade liberalization is the replacement of one instrument by the other less
distorted instrument that includes the replacement of quantitative restrictions by tariffs
(Greenaway et al., 1998).

» Michealv et al. (1991), cited in (Edwards, 1993) define trade liberalization as “Any
change which leads a country’s trade system to wards neutrality in the sense of making
its economy closer to the situation which would exist in the absence of government

interference.”

Generally, most of the scholars consider trade liberalization as to all measures taken to reduce
anti-export bias and import controls, including tariff (duties and surcharges) and non-tariff (like
licensing rules, quotas and other requirements) barriers and exchange rate distortions (Santos-
Paulino and A. P. Thirlwall, 2004). In addition, the most popular definitions of trade
liberalization are total elimination or reduction of restrictions between the free exchange of

goods and service around the world.



2.1.2 Measures of Trade Liberalization

Since there are different definitions of trade liberalizations, measures of liberalization are
controversial. There are five criteria to measure trade liberalization developed by (Sachs, J. and
A. Warner, 1995): the average import tariff; an average index of non-tariff barriers; an index of
effective protection; an index of relative price distortions or exchange rate misalignment, and the
average black market exchange rate premium. According to them define an economy as ‘open’ if
all five of the following conditions are met: (i) an average tariff rate of less than 40 percent; (ii)
average non-tariff barriers equivalent to a tariff rate of less than 40 percent, (iii) a black market
exchange rate premium of less than 20 percent, (iv) no communistic government, and (v) no state
monopoly of major exports. However, (Edwards, 1993) criticized that these measures only tell us
whether the country is open or closed. As a result, countries with different degree of trade

liberalization are equally classified as open.

Trade intensity is one of the most used measures of trade liberalization which is defined as the
ratio of trade (import plus export) to GDP. In most of the study trade liberalization is expected to
increase import and export as a result trade intensity is increased after liberalization. However,
the increase in trade intensity may not come from increase in import rather it may be due to
increased inflow of aid, or the decrease in GDP, due to the increase in the terms of trade without
trade liberalization has taken place and no substitution effect in production or demand has been
observed. Even if trade intensity has these problems, in practice most empirical studies use trade

intensity together with other factors as a measure of trade liberalization.

Providing precise definitions and measures of trade liberalization is difficult since there are many
literatures that give the alternative measures and definitions of trade liberalizations. Hence, many
researchers use one or more of the following policy account: relate price change, output based
measures, and multiple criteria (Greenaway et al., 1998).

2.2 Theoretical Review on Trade Liberalization and Economic Growth

There is no common consensus on the definition and measures of trade liberalization. As a result
there are proponents and opponents about the importance of trade liberalization followed by the

country. Let’s see the theoretical argument in detail.



Main stream economist advocates that free trade is necessary to maintain the competitiveness of
domestic industry (Balassa, 1983). When the country liberalizes its trade policy the domestic
firms will face greater competition from abroad. These increase in competition leads to increase

in efficiency and shift of resources to the production of competitive products.

The supporters of trade liberalization argue that countries can specialize by producing goods and
service which have comparative advantage and export in the exchange of import goods and
service with comparative disadvantage. This is the well-known theory of comparative advantage
developed by David Ricardo. In this theory all countries can increase production which results in
increase in world output which could be shared by the trading nations. Therefore, all countries
can gain at the expense of the other, but it is not a zero sum game rather it is a positive sum (win

win) game since all countries should gain at the same time.

According to (World Bank, 2002): "A decrease in world trade barriers could encourage economic
growth, which provide catalyst to new forms of productivity accelerating specialization, and

resulted in a more rapid pace of job creation and poverty reduction around the world.”

The other argue that trade liberalization could reduce price for the consumer since trade
liberalization include reduction or removal of tariff which decrease the cost of the imported
product. When the price of the goods decrease the income of the consumer will be increase as a
result of price effect which leads to increase in saving and investment. Therefore, trade
liberalization increase economic growth through investment indirectly which is supported by the
empirical findings of (Arega, 2014).

According to (R. A. Rogowsky et al, 2001), supporters argue that as market open and cross-
border trade increases, there is increased competition from outside economy which forces firms
to be more efficient, using natural and human resources more efficiently and productively.
Participating in to a larger market, help the firms to reduce their costs by taking advantage of
economies of scale. Technology will be more quickly and easily diffused which increase
productivity, competitiveness and national wealth. Inward investment is also flow to its most
productive countries that leads to capital inflow, technological diffusion, sharing of management

techniques and knowledge, which all increasing the dynamic gains from economic growth.



However, opponents of trade liberalization argue that even if it is true that trade is engines of
growth, an increase in a country’s import exert competitive pressure on domestic firms. Such
competitive pressures have needed greater efficiencies and stimulation of domestic production,
which can decrease employment domestically. The loss of market share to imports, factory
reallocations to over sale the advantage of lower wages overseas, and more efficient automated
production will decrease domestic jobs, especially for the low skilled workers. Intern, this
reduction in employment of less skilled jobs creates down ward pressure on wages of less skilled
workers in the domestic labor market. This plays as a main factor to create increase income
inequality in the countries whose border is open for import. In addition, trade liberalization often
leads to the shift of the economy balance which means some industries grow and some decline.
As a result, there may be structural unemployment from certain closing industries. In addition, if
there is greater inflow of goods with less stringent safety standards produced in these countries it
will exceed the country’s capacities to polish food and product safety, which lays the health and

safety of the people, who live around the market place of the country, in danger.

In addition, (Dean Baker and Mark Weisbrot, 2003) investigate the relative impact of trade
liberalization for developing countries using computable general equilibrium (CGE). Their study
shows that developing countries faces substantial problems from liberalizing their trade as
advocated by the World Bank and IMF. Specially, the developing countries will have to pay
sizable costs for licensing fees and royalties to have adopted US-style rules on patents and
copyrights. They are also likely to pay significant costs from holding reserve currencies assets
that provide very low returns in order to stabilize their currencies in a volatile international

financial system.

Many scholars argue that trade liberalization is not the key to rapid growth and development. It
is noting that the major achievement in the developing world mostly South Korea and Taiwan,
which now have income levels which is comparable to the poorer industrialized countries but
also countries that have more recently experienced fast growth rates, such as China and India
have not followed a simple path of trade liberalization. In all these nations the government has
played an essential role in guiding the economy which includes subsidies and protection of
favored industries and restrictions on capital flows, this are policies which are against the

strategies of leading proponents of trade liberalization. In many aspects, the path of liberalization
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currently advised by the World Bank and others can be taken as the opposite of the development
strategy that has promoted heavy success in the postwar period (Dean Baker and Mark Weisbrot,
2003).

Moreover, (Dean Baker and Mark Weisbrot, 2003) conclude that most of the projected gains
does not come from trade liberalization and the removal of trade barriers in the industrialized
nations, rather it come from the removal of the developing nations own barriers to trade. In
principle, these gains would be whether the industrialized countries also followed a path of trade
liberalization or not. According to them, the total gains to developing nations from decreasing
their own barriers are larger than the gains they are projected to receive from the reduction of
barriers in the industrialized nations. This Gap is attributable to the large difference in the

benefits to developing nations from liberalization in agriculture.

According to (Dean Baker and Mark Weisbrot, 2003), there are three reasons for that countries
do not necessarily benefit from trade liberalization. The first is from "terms of trade effect".
Which is trade liberalization affects the price of various goods relatively. Secondly, it is that
many countries can directly benefit from protection in their export markets. Specifically, if a
nation’s exports to another country are restricted by import quotas, they can sell their exports at
an above market price. Thirdly, those countries could be loser if there may be large consumers of
subsidies export. If countries remove its subsidies on these exports, then in standard models it
could lead to loss to the importing nation.

Even if, some scholars criticize the program of Structural Adjustment itself for the liberalization
program implemented in low-income countries World Bank blame the governments of the
country for the ineffectiveness of the policy. According to World Bank, the reasons for the
failure of trade policies in low income countries are insufficient liberalization and inappropriate
implementation of liberalization and adjustment programs. The scholars criticize the program as
it leads to the destruction of the existing industries, particularly of those that are at its early stage
of development. The scholars view is from infant industry argument which suggest that trade

protection are justified to help developing economies diversify and develop new industries.

As a result, (Rodrik, 1992) warned not to take trade reform as cure for all economic problem. He

alerted strongly the danger of the mainstream economic theory arguments that free trade will be
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seen as the answer to the economic crisis of the 1980s. Rather he hypothesized that trade policy
plays important role in development: an abysmal trade regime may take a country into economic
ruin; but there is no warranty that good trade policy can escape a poor country to be rich.
Therefore, he concludes that claims on behalf of trade liberalization should be modest less policy

makers become disillusioned once again.
2.3 Trade Policy of Ethiopia

Trade policy is the composition of regulation and agreements that control the marketing of
countries with foreign countries. This marketing includes the exchange of goods and service in
the form of import and export. Trade policies can manage the size of markets for the output of
firms which strongly influence the domestic and the foreign investors. Trade policy is mostly
based on principles, but uses of quantitative measures are very important to evaluate its
performance, its potential consequences and identify areas of further research. The quantitative
measures are trade indicator (trade to GDP ratio, export to GDP ratio, and import to GDP ratio)

which help the country to determine how to negotiate with its trading partners.

In the pre-1992 Ethiopia have been following tight economic centralization, which is expressed
by high over valuation of exchange rates, high import tariff, high export tax, extensive foreign
exchange control and also non-tariff barriers. During the Imperial regime on average 2.44 Birr is
exchanged for one US dollar, importers pay around 240% tariff on average, high export tax that
contribute 7.7% the government revenue which shows that the Imperial regime were following
highly controlled trade policy with the aim of inward oriented development plan (Hassen S. ,
2008).

Following the down fall of the Emperor, Derg has come to power in 1974 having the same
inward oriented development strategy with the Imperial regime. During that time Ethiopia has
highly overvalued currency which is 2.07 birr on the average exchanged for one US dollar. In
addition tariff rate and export tax is high as of the Imperial regime which covers 10.1% of the

government revenue.

After all Ethiopia has been undertaking important policy measures since 1992, albeit with mixed
results. Which include decrease in tariff rate and non-tariff barriers, harmonization and

simplification of tariffs, elimination of tariff on quotas, decrease and gradual elimination of all
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controls including on domestic prices, deregulation and realignment of foreign exchange rates
and liberalization of investment policies. The average tariff levels on luxury consumer goods
were reduced from over 230 percent in the late 1980s to 28.9 percent in 1995, which were the
early phase of the reform process to 17.5 percent in 2002. The maximum tariff rates in Ethiopia
reduce, from 0 to 240 in the pre-liberalization period, to 0 to 80 in 1995 and 0 to 35 in 2002 and
it continuing till now. In addition, the simple average tariff rate was decreased substantially over
the reform period, contracting to 17.5 per cent in 2002 from about 41.96 per cent prior to 1993.
The degree of dispersion of tariff measured as a coefficient of difference also reduces from 82.4
percent to 69.7 percent at the same time. Ethiopia has also realigned its foreign exchange rate by
continuously devaluing its currency from the official rate of 2.07 to a US dollar in the pre-
liberalization period to 5 in 1993 and well over 35.0 currently. This all measures undertaken on
trade policy resulted to group Ethiopia is relatively open developing countries. In addition, this

trade reform causes in the increase in trade, both imports and exports of Ethiopia.

2.4 Empirical Review

Many researchers in the area of international trade have been in the inconclusive debate
regarding the impact of trade liberalization on economic growth. There are a lot of studies which
have been conducted by using different econometric approaches; however, the empirical findings
are still ambiguous. Some studies concluded that trade liberalization has a positive impact on
economic growth while other study show negative impact and also some did not set clear

correlation.

(Gnangnon, 2018) analysis the impact of multilateral trade liberalization on economic growth
rate of developing countries. The investigation relies on an unbalanced panel dataset consisting
of 150 developed and developing nations for the period of 1995-2015. The researcher assured
that the net effect of multilateral trade liberalization on the samples of low-income, lower-
middle-income, upper-middle-income, and high-income nations. The study of the results
suggests a very strong impact of multilateral trade liberalization on countries’ economic growth
rate. According to him, upper-middle-income countries appear to be on average the main
beneficiaries of multilateral trade liberalization in terms of economic growth rate followed by
High-Income Countries, Low-Income Countries, and Lower-Middle-Income Countries. This is
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since Upper-Middle-Income Countries and High-Income Countries have a greater performance

of trade than the two other country groups.

(Stirbu, 2004) is a study of 42 developing countries of Asia, Africa and Latin America in
concerning the impact of trade liberalization on economic growth, investment share of GDP,
openness, trade balance and current accounts (as percentages of GDP). In the study Panel data of
42 nations, regional panel for three regions (fixed effect and random effect models) and country
by country analysis (OLS regression) is conducted. The results are that trade liberalization
enhances economic growth but growth itself has negative effect on trade balance for a large

majority of countries.

(Ataman Aksoy and Gonzalo Salinas, 2006) investigate growth before and after trade
liberalization using within-country estimation. The finding indicate that trade liberalization has
been followed by a significant increase in GDP per capita growth for a sample of developing
countries that are not in transition from socialism, do not have conflicts, and do not depend on a
single natural resource. The estimated average increase in growth varies between 1.2 and 2.6
percent according to which specification where the researcher use to take into account the
evolution of other growth determinants and is statistically significant under all specifications.
This increase in output per capita growth has been most significant in small countries, and
contrary to common claims, it has been substantial irrespective of income per capita level and

considerably important in Sub-Saharan African countries.

(Arega, 2014) examine the impact of trade policy on economic growth in Sub-Saharan African
countries. The researcher used a panel data approach employing Generalized Least Square
Estimator (GLS), consisting of 47 countries over the periods 2000 to 2008. The main findings of
the analysis are openness to international trade stimulates economic growth and investment. Both
the direct and indirect effect of openness in promoting economic growth is found to statistically
significant. The indirect effect of trade liberalization on economic growth is through the positive
significance impact of trade liberalization on investment. The positive significant impact of trade
liberalization on economic growth implies that an increase in trade does, on average, benefits the

economic growth of SSA countries.
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(Abbas, 2014) investigate the impact of trade liberalization on economic growth of selected
developing and least developed economies by augmenting standard production function using
panel fixed effect model. The developing countries included in this study are Pakistan, Turkey,
Indonesia and Philippines; whereas least developed countries include Bangladesh, Botswana,
Mauritius and Morocco. The finding shows that trade liberalization distorts economic growth of
selected developing and least developed countries. The study mention the reason for negative
impact of trade liberalization index indicates the relatively greater share of imports than exports.
For the low level of export performance the developing nations arguing that higher trade barriers

in agriculture and related production sectors and domestic supply constraints are responsible.

(Dr. Burhan Ahmad Mtengwa et al., 2014) use ordinary least square (OLS) approach to estimate
the impact of trade liberalization on economic growth in Tanzania applying annual time series
data for the period of 1970-2010. The findings indicated that trade openness has a positive and
significant impact on economic growth in Tanzania. The researcher investigate that even if
Tanzania have unfavorable trade balance because of high import compared to export as a result

of trade liberalization, trade liberalization has increased trade and economic growth.

(Bekele, 2017) aimed at analyzing whether trade liberalization have a long term impact on
economic growth both in the long run and short run dynamics for Ethiopia using a time serious
data of 1980-2016. Using Error Correction Model (ECM) the researcher found that trade
liberalization is one of the most important significant variables in Ethiopia to determine
economic growth. Which implies that trade liberalization has positive significant effect on
Ethiopian economic growth. According to him, when the country becomes more open, then it is
possible to absorb the advantage of international trade by importing capital and intermediate
goods as well as finding bulk market for domestically goods and services in the international
market. As a result the researcher indicates that because of trade liberalization create more access
to the country to get market place for their end products and necessary inputs it is important to
make the country more open to reap more benefit from trade liberalization.

(Abebe, 2020) investigate the impact of trade openness on economic growth of Ethiopia over the
period 1982 to 2019 using vector error correction model (VECM). The researchers estimated
long run model shows the existence of strong positive long-run relationship between trade

openness and economic growth.
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(Assefa, 2008) analyze the relationship between Ethiopia's economic growth and trade
liberalization over the period 1971/72-2003/04 using bound test approach. In these study trade
liberalization is defined as the percentage of trade to growth domestic product (i.e.; the sum of
export and import as a percentage of GDP). Accordingly, the results indicate that there exist a
long run relationship between real GDP per capita and openness. Therefore, the study conclude

that trade liberalization has positive and significant impact on Ethiopian economic growth.

(Yimer, 2012) asses the impacts of trade liberalization in Ethiopia using a dynamic Computable
General Equilibrium model. In this research paper, both the short run and long run linkages of
trade liberalization, growth, income distribution and poverty have been analysis. Accordingly,
the finding of the research assure that trade liberalization have positive significant impact on
increasing economic growth further reinforces poverty reduction which seems pro-poor. In
addition, trade liberalization enhances the accumulation effects and there by increases both the
welfare and real consumption of households.

(Mohammed, 2007) used a dynamic Computable General Equilibrium (CGE) model to analysis
the income and welfare effects of Ethiopia’s trade liberalization. The simulation result suggest
that instantaneous type of trade liberalization seems performing well in its capacity to improve

real GDP, welfare, real output, and real export in the long run.

(Minyahil Alemu and Zewdu Bedasa, 2017) investigate the relationship of trade liberalization
and economic growth in Ethiopia using Johnson’s Multivariate Co integration Analysis. The test
results suggest the existence of significant positive impact of trade liberalization on economic
growth in the long run in Ethiopia while its short run growth impact is estimated to be

insignificant.

(Asnake Getieand Liu Haiyun, 2019) used an instrumental variable estimation method of two-
stage least squares (2SLS) to investigate the impacts of trade openness on the economic growth
of Ethiopia using time series data from 1981-2017. Their empirical estimation result shows that

there is a negative and significant effect of trade openness on the total GDP of Ethiopia.

(Haiyun, 2019) investigate the impacts of trade openness for the total GDP growth of Ethiopia
using annual time series data from 1981-2017. In the study Two-Stage Least Squares (2SLS)

estimation technique is used to resolve endogenous variable estimation bias. The researcher
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founds the negative impact of trade openness for total GDP of Ethiopia. For the negative impact
of trade openness in the growth of the Ethiopian economy the researcher set that the country
experiences a high amount of imports than its exports as a reason which results in a high
negative net trade balance.

(Gelan, 2002) use urban-rural Computable General Equilibrium (CGE) model to investigate the
impact of trade liberalization on the structural transformation and overall growth of Ethiopian
economy. His simulation result shows that the effects of trade liberalization depend on wage
setting condition in the urban area. Accordingly, to his analysis the achievement of trade

liberalization depends on the extent to which product and labor reforms are synchronized.

(Hassen S. , 2008) employing Instrumental Variables (IV) and two stage least square (2SLS) to
analysis the impact of trade liberalization on Ethiopian export, import and GDP using data from
1960-2006. The study shows that trade liberalization has positive impact on both export and
import of the country, while its impact is more to import than to exports which worsen the trade
deficit of the country. However, the study finds out that trade liberalization does not have

significant direct impact on Ethiopian GDP growth.
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CHAPTER THREE: METHODS of the RESEARCH

The objective of this paper is to see the impact of trade liberalization on economic growth of
Ethiopia. In order to do these, the data source, the model, and also the estimation method were

mentioned here.

3.1 Model Specification

To see the impact of trade liberalization on economic growth, the standard production function
which is carried out by GDP function developed by (Santos-Paulino and A. P. Thirlwall, 2004)
and applied to cross-section of developing countries is use. In the model, real gross domestic
product is used instead of gross domestic product in order to see the exact impact of trade
liberalization without inflation. The model is taken from the standard production function, which

is a function of labor, capital and export. The standard production function is given by;
Y =f(K,L X) 1)

Where Y is aggregate output, L and K are labor and capital inputs and X denotes exports, which
is introduced as an additional input. However, in Ethiopia participation of labor force mostly is
in the subsistence agricultural sector which shows disguised unemployment and in the urban area
participation of labor force is in the informal sector which have no direct contribution on the
economic growth then the contribution of labor force is insignificant. Therefore, labor force is
excluded from the model and extended the equation by including import as a determinant of

aggregate output.
Y = f(K,X,M) )
Where M is import and the others are as explained before.

Trade liberalization takes different forms which includes; reduction or removal of tariff rate,
devaluation of currency, removal of export tax and subsidy, easy of licensing and so on.
However, there is no common measure of trade liberalization till now. In these research, the
researcher use variables which is easy to estimate and get data from the measures as a proxy
variable of trade liberalization. Thus, change in exchange rate (devaluation/appreciation of
currency is used. Devaluation or appreciation of currency is calculated as;
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AREER — [(REERt - REERtl)j* 100

REER,,

Domestic currency devaluation can encourage export competitiveness in the international market
as a result of the cheap export prices. The increase in export can affect growth of the Ethiopian
economy through increase in net export. On the other hand, the devaluation of domestic currency
increases the prices of imported goods and services and reduces the demand for foreign products

which leads to the reduction of imports which leads to shrink trade deficits.

Hence, the above equation can be extended further by taking logarithm of equation, adding
change in real exchange rate (CER) as a proxy variable for trade liberalization, and the stochastic

error term as follows:
Y, = f(X,M,CER,GCF) (3)
LRGDP; _ay + a1 LX; + a,LM; + a3 LCER; + a4 LGCF; + & 4)

Where, LGCF is logarithm of gross capital formation which is investment and taken as a proxy

for capita and all other variables are explained above.

The hypothesis is that all the parameters to be positive except a; (i.e.; the coefficient of import)

is expected to be negative.

3.2 Data Source and Type

The main sources of the data for this study are the National Bank of Ethiopia (NBE), Central
Statistical Authority (CSA), and Ministry of Finance (MoF). To make it specific real GDP,
import and export are taken from Minister of Finance; gross capital formation from Central
Statistical Authority; and exchange rate is from National Bank of Ethiopia.

Time series data have been taken from the above sources from 1990-2020 for all of the variables
under estimation. This time is select because the objective of the study is to investigate the
impact of trade liberalization on economic growth, and this is the time that liberalization in our

country is begun. Gross capital formation is used as proxy variable for capital which would leads
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to over estimation of the contribution of capital as a factor of production to the rate of economic
growth.

3.3 Variable Definitions

In the model there are 5 variables all of them are endogenous since there is no exogenous
variable in the VECM estimation. In order to have a clear understanding of it, let’s define them

one by one.

Income (RGDPt): Real gross domestic product is the value of all goods and services produced
by an economy in a given year (expressed in base-year prices) and are often referred to as

constant-price GDP. It is an inflation-adjusted measure that reflects the exact growth of GDP.

Export (Xt): Exports are goods and services that are produced in one country and sold to buyers

in another. LXt express the logs of export of Ethiopian exported at time t at constant price.

Import (Mt): imports are goods and service that are purchased from the rest of the world by a

country's residents. LMt shows the logs of Ethiopian import at time t measured at constant price.

Gross Capital Formation (GCFt): Capital formation is the net capital accumulation during
an accounting period for a particular country. It is gross domestic investment consists of outlays
on additions to the countries fixed assets plus net changes in the level of inventories. LGCFt used
as a proxy variable for capital which is lag of gross capital formation of Ethiopia at constant

price.

Change in Exchange Rate (CERt): Real exchange rate refers to the exchange rate determined
by national authorities or to the rate determined in the legally sanctioned exchange market.
Change in exchange rate is the increase/decrease in the value of a country’s currency in relation
to the other. It shows the increase/decrease in the purchasing power of the domestic currency in
relation to foreign currency in other word it express the appreciation/depreciation of currency.

LCERt denote the log of change in exchange rate of Ethiopian birr.
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3.4. Model Estimation Method

The time series econometric procedures were used in order to examine the relationship between
economic growth of Ethiopia and trade liberalization. Change in exchange rate is used as proxy
variable for trade liberalization while real GDP is used to measure economic growth. There are
four steps involved in estimating the impact of trade liberalization on economic growth. The first
step is test of stationarity of the series or their order of integration, as the series need to be
integrated of orders one to apply VEC model. The second step is to select optimal lag and
examine the presence of a long run relationship among all variables in the equation. Once the co-
integration is confirmed in the model, the residuals come from the equilibrium regression can be
used to estimate the vector error-correction model in the third step. Lastly, several of diagnostic
tests which are tests of normality, autocorrelation, and the stability of the model have been

conducted to examine the validity and reliability of the models.
3.4.1 Stationarity

To perform meaning full estimation of any time series variables, first it is important to perform
tests of stationary. These tests help us to see whether the variables have spurious regression or
not. A time series is said to be stationary if its mean and covariance are independent of time. This
is to say there should be no correlation across time, that is, no serial correlation, otherwise it will
be non-stationary. If a series is stationary at level it is designated as integrated of order 1 (0). On
the other hand, a series is stationary at first differences is integrated of order one I (1). Dickey-
Fuller (ADF) unit roots test is used to test of stationarity of the variables both at levels and

differenced form.
3.4.2 Determine Optimal Lag Selection

In time series economic analysis, economic variables do not respond one another instantaneously
(i.e., it needs time span) which make the use of lags very essential. Therefore, using appropriate
lag is important to determine the explanatory power of the regressors on the dependent variable.
In selecting optimal lag length, two things should be identified. First, the use of too short lag
length may not capture the dynamic behavior of the variables (Chen, H. C., and V. C. Patel,
1988). Second, the use of too many lags will distort the data and leads to a decrease in the power
of explaining dynamic behavior of the variable. In addition, too many lags lead to the loss of
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degrees of freedom which causes multi-colinearity, serial correlation in the error term and
misspecification of errors. So, we have to choose the appropriate lag length using some criteria
such as; Final prediction error (FPE), Akaike information criterion (AIC), Schwarz information
criterion (SBIC), Bayesian information criterion (BIC), and Hannan-Quinn information criterion

(HQIC).
3.4.3 Co-integration

If the linear combinations of some variables have long run relationship in integrated of order one
and zero, these variables have said to be co-integrated. The existence of co-integration among
variables suggests that there is a long run equilibrium relationship between the variables. In order
to test the existence of long run equilibrium relationship of variables, the Johnson test of co-

integration is used.
3.4.4 Vector Error Correction Modeling (VECM)

If variables are stationary at first difference and have co-integration which shows that variables
have long run equilibrium relationship it is possible and better to apply Vector Error Correction
Model (VECM). In this case, test of stationarity and co-integration are pre-estimation tests for
VECM.

VECM is a restricted Vector Autoregressive (VAR) multiple equation model that is applied on
non-stationary series that have co integration. The VEC has co integration relations built into the
specified model as a result it limits the long-run behavior of the dependent variables to converge
to their co-integrating relationships while allowing for short-run adjustment dynamics. The co-
integration is called the Error Correction Term (ECT) since the difference from long-run
equilibrium is adjusted gradually by the series of partial short-run adjustments. The coefficient of
Error Correction Component (ECT) gave the speed of adjustment of the variables towards long
run equilibrium after short run fluctuations of the variables. The advantage of ECM framework
lies in its strength of capturing both the short run dynamics and long run equilibrium relation
between two series. Using VECM we can estimate and interpret short-term and long-term

equations.
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In Vector Error Correction model, the equations describe a system in which each variable is a
function of its own lag, and the lag of the other variable in the system at first difference. In
VECM all variables are considered as endogenous and there are no exogenous variables.

Therefore, our model can be written as;

ALRGDP, _ atyy + Sty ALRGDP,_; + S, ALX,_; + SazALM,_; + Saty,ALCER,_; +
+2asALGCF,_ Yy  ECT,_; + &, (5)

Where ECT,_, = LRGDP,_, -®, — ®,LX,_; — ®, LM,_, — ®3LCER,_, — ®,LGCF,_,
(6)

Where aio, i1, 02, O3, Ots, aNd o5 are parameters to be estimated in the equations, @ is the co-
integrating factor, and y;;is the coefficient estimates for error correction term (ECT1). A is a

difference operator; €t is a random error term with mean of zero.
3.4.5 Diagnostic Test

After estimating the model with VECM checking some post estimation tests is mandatory. This
test are; autocorrelation, multivariate normality and stability. Autocorrelation test the presence of
serial autocorrelation in the residual by using Lagrange multiplier testing; it is sometimes
referred to as an LM test for serial correlation. Multivariate normality tests the normality of the
residual come from the multivariate distribution. Jarque-Bera is used to test the existence of
normal distribution of the residuals. Test of stability check the stability of the previous fitted
VECM. In other words, it checks the stationarity of the co-integrating relations and that the co-
integrating rank of the VECM is correctly specified. VECM is stable if the number of unit
modules is equal to the number of endogenous variables minus the number of co-integrating

vectors (i.e., all roots are inside the unit cycle).
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CHAPTER FOUR: ANALYSIS and DISCUSSION of EMPIRICAL
RESULTS

In this chapter, the study analyzes the collected data using statistical software and presents the
results and discussions accordingly. By using Ethiopia time-series data over the period 1990 to
2020, the study aims to investigate the impact of trade liberalization on economic growth of
Ethiopia. In this chapter, the descriptive analysis focuses on the performance of the interested
variables like economic performance of Ethiopia, Export and Import trends with the economic

growth of a country.

4.1 Descriptive Analyses

Most of the time, time series data is non-stationary and abnormal, to do econometric model when
the study variables are not stationary; our conclusion is not true and policy makers make wrong
formulation. So descriptive analysis is important to access and know the properties and the
behavior of the study variables before estimating the main model. Table 4.1 below, reports the

behavior of the variables included in the model.

Table 4.1 Summary of Variables

Variables Mean Standard deviation Skewness Kurtosis
RGDPG 7.87e+09 5.63e+09 .9520178 2.540391
Import (M) 128164.2 | 155135.9 915246 2.191955
Export (X) 28025.11 32169.27 .8993357 2.445813
Gross capital formation 200869.6 295045.4 1.476199 3.803823
(GCF)

Exchange rate (ER) .1043124 1571744 2.860658 12.53849

From Table 4.1, the real economy has 7.87e+09 on average and standard deviation 5.63e+09
Import registered 128164.2 averages, with 155135.9 standard deviation. Gross capital formation
has 200869.6 and 295045.4 mean and standard deviation respectively. Export has 28025.11
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mean and around 32169.27 of standard deviation. Exchange rate has annually changed by
0.1043124 percent on average and has 0.1571744, standard deviation. All variables expect
import have less standard deviation than the mean values; this indicates the normality of the
variables. To avoid the variation of the variables and homogeneity, variables are changed to
logarithms form and it is useful to express the variable's effect on the endogenous one in terms of

elasticity in the analysis.
4.1.1 Trends of Ethiopia Economic Growth
The economic growth of the countries shows ups and downs because of external and internal

shocks. Ethiopian economic growth in the past three decade is also ups and downs because of the

shocks in the economy from external and internal.

Fig. 4.1 Growth of RGDP
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Source: Own computation using MoF data 2021

According to the above figure, the growth of RGDP in 1990s is very retarded and stagnant which
is around 2.79% on average. This result is because this period is the beginning of massive policy
change which is the time of starting up the activity based on the new policy and also it is
considered as short-run. This massive policy change includes trade liberalization, privatizations,
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export oriented market structure. However, it does not mean that the economy is getting in the
negative way compared to the pre-reform period. This means that the economy was achieved
positive growth after the reform even if it is not much more. In addition, the strict recurrent
drought of 1997 causes -4.2% growth of RGDP in 1998. The drought causes negative economic
growth through affecting the agricultural sector since agriculture is the back bone of Ethiopian

economy which is heavily depends on rain fall.

Apart from 2000, the growth rate of RGDP shows continues increase except for the year 2000-
2001 decrease -2.1 which are because of Ethiopia and Eretria border conflict of 1998-2000. The
war resulted in fiscal instability with widening budget deficit, cutting inward investment, and
deteriorating external position with increasing current account deficit (Hassen S. , 2008). From
2003/04-2017/18 the average real GDP growth was 10.3% which level the country among the
top performing economies in Sub-Saharan Africa. However, the growth rate of real GDP
decreases to 6.1% in 2019 because of Corona virus pandemic. The share of agriculture to this
good GDP growth was the highest of all sectors in the country, but now its share decreases from
time to time. For example, the share of agriculture to GDP was 45%, 41% and 31% in 2000,
2010 and 2018 respectively. The decrease in the share of agriculture is taken by the increase in
the share of service. The share of service to GDP was 46%, 50%, and 42% in 2000, 2010 and

2018 respectively. This shows that there is a shift in the agricultural sector, service and industry.

4.1.2 Performance of Import and Export

Export and import have a great role to bring rapid economic growth in the country. Import of
goods and services in the country is better if more capital goods and technology and other
investments are imported rather than the importation of other consumption goods to stimulate the
economy. Export is also important to earn foreign exchange and to reduce trade deficit. And the
trade openness of the countries is better to integrate the country with the rest of the world and it

indicates that how the country going with the rest of the world.

In the developing countries the trend of import is larger than export because of no new
technology adaptations, low educated persons, and there is no structural transformation in the
regions. However, most of them largely depend for their source of currency earning on a single

product or a very narrow range of low value products, mostly agricultural commodities and
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minerals. Likewise, the Ethiopian commodity export sector is basically characterized by the
dominant share of agricultural raw commodities in generating the greater proportion of the
export earning of the country. Most of the developing countries export agricultural outputs to get
more foreign exchange, but it is difficult because the life of the people’s is heavily depend on
agriculture and employment opportunity in this sectors without technological adaption to make

structural transformation in the economic activities.

The export sector of Ethiopian is dominated by limited primary export items such as; coffee, oil
seeds, meat and meat products, chat and gold. This primary product has low income elasticity
and the price of the commodity depreciate over time in the world market which leads to terms of
trade volatility. Terms of trade representthe ratio between a country's export prices and
its import prices. In other words, it is the units of exports that are required to purchase a single

unit of imports.

The current Ethiopian government implements massive trade reform policy to improve the
performance of export sectors. These includes the removal of export taxes, devaluation of
domestic currency, dismantling of government monopoly in export, excluding the mandatory
approval requirement for exporters by National Bank of Ethiopia, accept foreign exchange
retention scheme allowing exporters to put part of their foreign exchange earning/proceeds (at
present exporters are allowed to put 10% of export proceeds). Other means of helping exporters
are bonded manufacturing warehouse scheme and an import duty reducing scheme with the aim
of providing exporters of manufactured imported inputs at world prices (Hassen S. , 2008).
Ethiopian trade balance mostly is negative and there is shortage of foreign exchange, the
government try to solve this problems from time to time to boost export by introducing new
policy formulation and changing the bureaucracy that are challenges on the export
competitiveness. The government makes this formulation from timely but there is no feasible
change in the export performance. The government should solve this problem from the ground
by identifying why export is not going well as the plan.
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Fig. 4.2 The performance of Export and Import after trade liberalization
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The graph above shows the performance of import and export of Ethiopia. As the above figure
shows, both import and export are increasing for the period after trade liberalization. The
performance of import and export in 1990s they have no higher gap and after 2000 the gap is
increasing dramatically, this trend support by (Hassen S. , 2008), in the 1990’s value of export
and import have narrower gap and the gap increasing after 2000. In early 1990’s the export
performance is low, this is because the period is time of political instability and government
transition. The percentage change in export in 1992 was greater than 100 percent, this indicates
that after the new government comes to power it makes increment in a year and because of the
political instability in 1991 the export performance was very small. However, the current
government faces lower growth of export from 1995-2000 with -3.4 and -0.5 percent growth in
1997/98 and 2000/01, respectively which is associated with demand and supply constraints to
export of coffee (it accounts 60% of total export items of the country) and other items. And also

Ethiopia registered lower percentage change in export in 2014/15 and 2015/16, in this period the
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country is under unrest, when the country has no political stability, investors does not invest and

even if the invests they do not take to the market properly.

In 1999/2000 the percentage of the imported goods of the countries is negative, this is because of
the Ethiopia and Eritrean border conflict, and Ethiopia stopped Eritrean port to import the goods.
Apart from 2000, import show continues increase sharply, but export not increase as import, this
affects balance of payments, which leads shortage of foreign exchange, inflation and other
macroeconomic instability, and these affects the economic growth of the country negatively. In
other way if the income of the country increases, they import more goods and services, or the
country try to make more investment. The government should minimize balance of payments, by

giving incentives for investors and make other policy formulations to boost export.

The growth rate of export increases by 12% in 2020 because of exports of gold, flowers, coffee,
and chat increased. Corona virus pandemic occurred all over the world which results in countries
lock down banned the flight and closed their boundaries and investment is slow in the year to
fight the pandemic. Hence, the percentage of imported goods and services decline by 8.1% in
2020 because of the Corona Virus. This helped narrow the current account deficit to 4.4% in
2020 from 5.3% in 2019.

4.1.3 The trends of Devaluation

In Ethiopia 1991 is the transitional period (Derg regime fall and EPRDF comes to power).
November 1991 EPRDF make structural adjustment policies of market liberalization, which
issued a new economic policy by openly making its economic policy market-oriented. From
these policy measures one of the most important policies was devaluation of domestic currency.
The aim of this domestic currency devaluation is to boost export by making the export of
Ethiopia competitive in the world markets. Moreover, devaluation of domestic currency can
increase export and decrease import due to exports becoming cheaper and imports more

expensive. This favors an improved balance of payments or shrinking trade deficits.
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Fig. 4.3 The Trends of Change in Exchange Rate
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Source: Own computation using NBE data 2021

In Derg regime exchange rate is fixed and one US dollar was changed by 2.07 Ethiopian birr
during that time. In the study time 1990 year is categorized in Derg regime and 1991 is the
transitional year, as above figure shows that, there is no change in exchange rate and it was fixed
to 2.07 birr per dollar. While after 1992 there was high devaluation of currency which reaches
the maximum of 78% in 1993 these is when currency devalues from 2.07 before the reform to 5
birr per US dollar. It has 12.47 averages and 8.42, standard deviation in the study period.
Generally, after EPDRF comes to power and adopt new policies the exchange rate follow
manage floating strategies and devaluated yearly. There is no domestic currency appreciation in
the country and the currency shows continues devaluation. Currently there is high devaluation of

currency which is around 9.8% and 14% in 2019 and 2020 respectively.
4.2 Econometric Analysis
4.2.1 Stationarity Tests

All study variables should satisfy the criteria to apply VEC model and the study before applying
the model starts to check the stationarity of the variables by employing the Dickey —fuller (DF)
unit root test. The Dickey-Fuller (DF) unit roots test is used to test the stationarity of the

variables both at levels and first difference form. As it is shown in table 4.2 below, all the
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variables are none stationary at level. However, they all are stationary at 1% level of significance

in their first difference form.

Table 4.2 Test of Stationary

Variables at level Computed DF at lag Variables Computed DF at lag
in difference
0 1 0 1

LRGDP 1.763 0598 DLRGDP -4.230* -4.986*
LX -2.327 -2.542 DLX -3.944* -3.236**
LM -1.935 -2.431 DLM -4.523* -2.447
LCER -2.000 -2.376 DLCER -5.253* -2.588
LGCF 0.380 -0.171 DLGCF -4.278* -2.641***
Critical value At 1% | -3.716 -3.723 Critical value At 1% | -3.723 -3.730

5% -2.986 -2.989 5% -2.989 -2.992

10% -2.624 -2.625 10% -2.625 -2.626

Source: own computation using STATA 2021

* = stationary at 1% level of significance
** = stationary at 5% level of significance

*** = stationary at 10% level of significance
4.2.2 Optimal Lag Length Selection

The number of lags in the analysis is most important to predict the variables and give accurate
results and it's highly sensitive in econometric analysis of time series data. Thus it needs a
priority to specify the number of lag lengths and it's determined by the given information
criterion in the model and obtained at the minimum value of the information criterion. The length
of the lag is used to determine the time needed for the effect of each variable on its past variable.
In the literature, there are various methods used for optimal lag length selection which include:
Sequential Modified Likelihood Ratio (LR), Final Prediction Error (FPE), Akaike Information
Criterion (AIC), Schwarz Bayesian Information Criterion (SBIC) and Hannan-Quinn
Information Criterion (HQIC). There is no clear thump or rule on which criterion is used for
optimal lag length selection among the above methods, but mostly the selection criteria that have

the smallest value is used to select the appropriate lag length.

31




Table 4.3 Lag Length Selection

Lag LL LR Df | p FPE AIC HQIC SBIC

0 -44.4599 .000027 3.66369 3.73505 3.90366
1 100.516 | 289.95 25 | 0.000 | 3.9e-09* -5.22342 -4.79529* | -3.7836*
2 125.787 | 50.542* | 25 | 0.002 | 4.7e-09 -5.24348* | -4.45857 -2.60381

Source: own computation using STATA 2021

Table 4.3 above presents the results for optimal lag length selection using the above listed
criteria. According to the table, except for LR and AIC criteria all of the criteria point at lagl as
the optimal lag for analysis. However, mostly the selection criteria that have the smallest value
are used to select the appropriate lag length. Hence, AIC is used to determine the optimal lags
since it is the smallest value compared to the other criteria. Therefore, lag 2 is used to determine
the co-integration relationship between the variables using Akaike Information Criterion (AIC).

4.2.3 Co-integration Tests

In order to analyze the long run and short relationship between the variables the study use
Johansen Co-integration Test. If the series is co-integrated, then the VEC will be used to

determine the short run and long run causality between the variables.

After determining the optimal lag length, we have to check whether the variable have long run
relationship using Johansen test for co-integration. Table 4.4 shows the Johansen co-integration
test at selected lag length (lag 2). The null hypotheses of no co-integration were rejected, if the
trace statistics exceeds the critical value at 5% level of significance. Table 4.4 below shows that
the null hypothesis (there is no co-integration, r = 0), is clearly rejected since the trace statistics
(129.2299) exceeds the critical values (87.31) at 5% level. Similarly, because the trace statistic at
r = 1 exceeds its critical value, the null hypothesis that there is one co-integrating equation is
rejected. In contrast, because the trace statistic at r = 2 of 40.3743 is less than its critical value of
42.44, we fail to reject the null hypothesis that there are two co-integrating equations. The “*” by
the trace statistic at r = 2 indicates that this is the value of r selected by Johansen’s multiple-trace
test procedure. Therefore, it can be concluded that there is two co-integrating relation among the

variables.
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Table 4.4 Johansen Co-integration test

Maximum rank parms | LLvalue Eigen value | trace statistic | 5% critical value
0 30 75.700438 . 129.2299 87.31
1 40 100.75606 | 0.84370 79.1187 62.99
2 48 120.12822 | 0.76188 40.3743* 42.44
3 54 130.65855 | 0.54161 19.3137 25.32
4 58 137.07852 | 0.37846 6.4737 12.25
5 60 140.31539 | 0.21319

Source: own computation using STATA 2021

4.3 Vector Error Correction Model

The presence of co-integration amongst variables suggests that the variables have a long-run
relationship. Hence, the VECM is appropriate for modeling the relationship between RGDP and
trade liberalization. Moreover, the VECM also reports the short run relationship among the

variables and how they adjust towards long run equilibrium.

4.3.1 The Long-run dynamics

The focus of this paper is to see the response of economic growth due to mass trade liberalization
measures since 1992 to 2020. According to the co-integrating equation result of STATA, the

long-run estimate for the log of real gross domestic product is estimated as follows.

ECT,_1{ = 1.00LRGDP + 19.32 + 1.39ALX — 3.21ALM + 0.26ALGCF + 0.24ALCER (7)

This is the long run equation which shows that log of real GDP is the dependent variable and it is

specified as;

LRGDP = 19.32 + 1.39ALX — 3.21ALM + 0.26ALGCF + 0.24ALCER (8)
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Table 4.5 the Long-Run Result from Johansen Normalization Restrictions

Beta Coef. Std. Err. Z p>|z| [95% Conf. Interval]
-cel

LRGDP 1

LX -1.39e-17

LM 3.21e-17 .0172072 -15.48 0.000 -.300138 -.2326871
LGCF -.2664126 .0033404 -8.39 0.000 -.0345691 -.0214748
LCER -.2457233 1074972 -2.2 0.022 -4564139 -.0350327
-Cons -19.32132

Source: own computation using STATA 2021

The estimation result shows that, in the long run log of real GDP is explained by log of export
(LX), import (LM), gross capital formation (LGCF) and change in exchange rate (LCER).
According to the above long run co-integration equation for log of real gross domestic product,
the logs of export, gross capital formation and change in exchange rate are positive while the

logs of import is negative.

We interpret the equation as there is significant long run equilibrium relationship between real
GDP, export, import, change in exchange rate and gross capital formation. A 1% improvement in
a country’s level of export increase economic growth by 1.39%; while a 1% increase in import
decrease growth by 3.21% which result in deterioration of trade balance. On the other hand a 1%
increase in gross capital formation increase economic growth by 0.26%; while a 1% exposure to
international trade increases its economic growth by 0.24%. This may be because with the
removal of tariff as one of trade liberalization measures, the price of imported goods decrease
which lower the price for the consumer and increase in income through price effect which divert

the negative impact of trade deterioration on economic growth. In addition, it may be due to high
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inward investment and new technological transfer because of liberalization which makes the

impact of trade liberalization positive on economic growth while trade is in deficit.

As of the above equation, the increase in export and increase in gross capital formation increase
the growth of real GDP in Ethiopia. The direct effect of gross capital formation is that it is an
investment which boosts economic growth. In addition, increase in export leads to increase
economic growths which are in line with the result of (Chemeda, 2001) which asses the role of
exports in economic growth of Ethiopia. These is because of that the increase in export can rise
the demand for the country’s output; generating additional foreign exchange which is used to
purchase intermediate goods; and also leads to greater productive efficiency. Imported goods and
services negatively and significantly affects the economic growth in the long run. When import
is not financed by increase in export, balance of payments will be in deficit and deteriorating the

economic growth by decreasing foreign reserve and reduce income of the country.

The main long run finding of this paper is that, trade liberalization which is measured by change
in exchange rate has positive and significant impact on economic growth of Ethiopia. That
means, trade liberalization of Ethiopia have a direct positive significant impact on its economic
growth. This result is in line with the findings of (Emagne, 2017), (Abebe, 2020) and (Minyahil
Alemu and Zewdu Bedasa, 2017).

4.3.2 The Short-Run Dynamics

After putting the result of the long-run equilibrium dynamic relationships among variables, the
short-run dynamic relationship should be presented. If there is a stable long-run relationship
among the relevant variables, it is possible to estimate an error correction model that uses both
the short-run and long-run behavior. The changes in the relevant variables represent short-run
elasticity, while the coefficient on the Co-integrating Equation (error correction term) term

represents the speed of adjustment of the variables towards the long-run equilibrium point.

ALRGDP, = 0.039 + 0.53ALRGDP,_; + 0.062ALX,_, + 0.017ALM,_, + 0.003ALCER,_, +
0.153ALGCF,_, — 0.43ECT,_, 9)

Looking at the short run equation of log of real GDP, lag of real GDP, lag of import, lag of gross

capital formation affects current real GDP positively.
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Table 4.6 The Short-Run Result

Variables Coef. Std. Err. z p>|z| [95% Coef. Interval]
_cel -4319166 |.1286748 -3.36 | 0.001 -.684117  -.1797186
LRGDP
LD. 5306818 | .2270056 2.34 0.019 085759  .9756046
LX
LD. |.0620908 | .0412145 151 0.132 -.0186882  .1428698
LM
LD. |.0171306 | .0082345 -0.05 | 0.0348 -.3469872 -.0213576
LGCF
LD. |.15334 .0655213 -2.34 | 0.019 -.2817594  -.0249207
LCER 002915 1161551 1.13 0.257 -.0960804 .3592393
LD.
-cons 0395596 | .0161528 2.45 0.014 .0079006  .0712186

Source: own computation using STATA 2021

Looking at the level of significance, lag of export and change in exchange rate is insignificant.
However, it is quit natural which is resulted from the time lags takes to action based on the trade
reforms immediately. For example; one policy of trade liberalization is devaluation of domestic
currency in favor of increasing exports. However, it is impossible to increase export immediately
after devaluation since output must be produced first for export and to take advantages of
devaluation. The sign of lag import is mostly unexpected, but significant. That means in the short
run import affect economic growth positively. This indicates that import is very sensitive to
change in trade liberalization with the short period of time. The magnitude of import indicates
import stimulate the real economic growth of the country, the country imports more capital

goods to invest more rather than consumption goods in the short run to boost the economy.

Since the objective is to assess the impact of trade liberalization on Ethiopian economic growth,
let’s see the short run impact. The short run result suggest that, trade liberalization have positive
insignificant effect on the current economic growth of Ethiopia. That means in the short run trade
liberalization does not affect the economic growth of Ethiopia directly. This result is the same
with the empirical result of (Minyahil Alemu and Zewdu Bedasa, 2017) which says that trade

liberalization has insignificant short run impact on economic growth of Ethiopia. This is because
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trade liberalization is gradualism adjustment which is part of SAPs which need time, public

commitment, rules and regulations to take action and get a result.

In general, the overall findings of this research is that trade liberalization have positive and
significant long run impact on economic growth of Ethiopia while its short run impact is
insignificant. This result is in line with the result of (Minyahil Alemu and Zewdu Bedasa, 2017)
who found that the existence of positive and significant impact of trade liberalization on
economic growth in the long run in Ethiopia while its short run growth impact is estimated to be

insignificant.
4.3.3 Speed of Adjustment

The error correction term is the lagged value of the residual obtained from the co-integrating
regression of the dependent variable on the regresses. It contains long-run information derived
from long-run co-integration relationship. The coefficient of error correction term shows the
speed of adjustment of the variables towards long run equilibrium after short run fluctuations of
the variables.

Table 4.7 Adjustment Parameters

Alpha Coeff Std.Err. Z P>|z| [95% Conf. Interval]
D_LRGDP
_cel -.4319166 1286748 -3.36 | 0.001 -.6841147 -.1797186
L1.
D LX
_cel -.359736 1593995 -2.26 | 0.024 | -.6721534 -.0473187
L1
D LM
_cel -.225298 1229494 -1.83 | 0.067 -.4662743 .0156783
L1.
D _LCER
_cel -.3749426 1078994 -3.47 | 0.001 -.5864215 -.1634636
L1
D_LGCF
_cel -.105217 0782619 -1.34 | 0.179 -.2586076 .0481735
L1.

Source: own computation using STATA 2021

The results for the adjustment of each variable in the short run towards the long-run equilibrium

are shown in Table 4.7. As the theory suggests, the adjustment parameters (error correction term)
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is negative and statistically significant. It is expected that the ECM coefficient theoretically is to
be between -1 and 0. If the error correction term is bigger negative and statistically significant
coefficient, the correction becomes more rapid. While the error correction term is positive

(greater than 1) values may indicate that the model does not converge to equilibrium.

The results show that, real GDP growth correct itself towards equilibrium at a speed of 43%
which is faster than all the variables under consideration. This is expected since real GDP growth
depends on other factors for it to increase hence should respond faster than variables which are

independent from other factors.
4.4 Diagnostic Test

The post estimation analysis of the model was performed to check for robustness of the model in
modeling the relationship between RGDP growth and trade liberalization in Ethiopia. The
autocorrelation in residuals in the VECM is checked using the Lagrange Multiplier Test;

Normality of the data by Jarque-Bera test and stability of the parameters by Eigen value test.
Table 4.8 Autocorrelation Test using Lagrange-multiplier

HO: no autocorrelation at lag order

lag |chi2 Df Prob> chi2

1 18.5037 | 25 0.82028

2 15.7784 | 25 0.92127

Source: own computation using STATA 2021

The probability value (chi2) is greater than 5% level of significance, so accept the null
hypothesis that is there is no serial correlation in the residuals. Therefore, the model was well

specified in terms of the number of lags.
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Table 4.9 Normality Test using Jarque-Bera test

Equation chi2 Df Prob > chi2

D_LRGDP | 0.102 2 10.95024

D LX 1.133 2 |0.56744

D LM 1.360 2 | 0.50658

D LCER |0.970 2 |0.6565

D_LGCF 0.729 2 |0.69465
ALL 4.294 10 | 0.93309

Source: own computation using STATA 2021

Multivariate normality tests the normality of the residual come from the multivariate distribution.
Based on table 4.9 above, the residual come from each variable and also the overall residuals are
normality distributed since we fall to reject the null hypothesis (the residuals are normally
distributed). Therefore, we can say that the residuals come from the multivariate are normally
distributed.

Finally, the study checks the stability conditions of the specified VECM to see if the number of
co-integrating equations was correctly specified. Table 4.10 above shows that the modulus of
each Eigen value is equal and less than one hence the estimated VECM is stable. Again, the
graph of the Eigen values in Figure 4 shows that all of the Eigen value lies within the unit circle.

Therefore, the stability check does not show that the model is specified incorrectly.
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Table 4.10 Eigen value stability condition

Eigen value Modulus

1 1

1 1
8995791 .899579
1826274 + 5717114 .600172
1826274 - 5717114i .600172
-.3257487 .325749
2877448 287745
-.1161983 + .1728775i .208299
-. 1161983 - .1728775i .208299

The VECM specification imposes 3 unit moduli
Source: own computation using STATA 2021

Fig 4.Residual stability test of VECM model
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CHAPTER FIVE: CONCLUSION and RECOMMENDATION

The main objective of this empirical research is to investigate the impacts of trade liberalization
on Ethiopia economic growth using annual time series data from 1990-2020. From the
preliminary analysis, the Dickey-Fuller (DF) unit roots test shows that the series are stationary
after first differencing forms. From Johansen co-integration test, we observe the existence of two
co integration equations. Thus, a VEC model is used to estimate the long run relationship
between trade liberalization and economic growth in the country during the study period.

The estimated coefficient of the error correction term (-0.43) in growth rate of real GDP was
found to be negative and statistically significant at the one percent level. This shows that, real
GDP growth corrects itself towards equilibrium at a speed of 43% within the same year. The
results of the study showed that, trade liberalization has positive and statistically significant
effects on economic growth of Ethiopia in the long run. However, in the short-run, one time
lagged trade liberalization has positive insignificant effect on the current economic growth of
Ethiopia. That means, in the long run the trade liberalization measures adopted by Ethiopia have
led to the improvement of the country economic growth, but in the short run it does not affect the
economic growth of Ethiopia. The model diagnostic result shows normality of the residuals, no
autocorrelation and stability condition were satisfied.

Based on the findings of the research, the following recommendations are forwarded to whom it
concerned. As trade liberalization has a positive long run impact on growth rate of real GDP in
Ethiopia, the government has to promote more liberal forms of trade policy in order to enhance
the economic growth of the country since liberalization helps to allocate resource more
efficiently. In addition, it is also possible to reap the benefits of trade liberalization in the long-
run by importing more capital and intermediate goods; quality improvement and technology
transfers as well as finding bulk market for domestically produced goods and services in the
international market. However, liberalization without introducing appropriate complementary
policies alone cannot serve as a magic solution to economic growth since the success stories of
the now developed countries tells us that there was government support together with
liberalization. Therefore, further research must be required to approve these hypotheses in the

future.
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