
















































































































































































Pn = 5.50 - 1.45LYn-0.40LYn(-I) + 0.42LM2(-2) + 0.47Po' -

0.20D, 

(-1.61) 

(1.12) (-2.45) (0.61) (2.22) (-2.4) 

In this study . it has been found that the general price level in the service as well as industrial 

sector is highly responsive to change in real income, money supply, inflation expectation and 

regime changes. 

The result shows that a rise in real out put !income! in the sector immediately reflected on the 

price level by quenching it down. But the effect does not last long: its effect become 

statistically, nil even after a single year. 

This indicates that to control the inflation rate its impact on the sector, income has to be 

considered with other variab les like money supply , or efforts have to be exerted to raise the 

sector's output substantially. But, the latter is basically associated with some structural factors 

which can not be changed in the short run (example are the impact of fluctuation in rain fall , 

and, poor infrastructure network, etc .) 

Unlike the agricultural sector , inflation in these sectors is also found to be responsive to change 

in money supply. This is, of course, associated with relatively higher degree of monetization 

in those sectors. One important point that we observe from this relation is therefore, the cost 

of controlling inflation in the sector will be relatively smaller even though effect can be 

materialized after two years lag. 

Generally, from the above discussion in agricultural and non agricultural sectors price response, 

one can deduce that there are , indeed , sectoral difference in response to change in some of 

important variable. For instance, while the non-agricultural sectors respond to change in money 

supply , the agricultural sector's general price level will remain unaffected by the change in 

money supply in the short run. This is associated with differences in the degree of monetization 
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of the economy and lack of transmission mechanisms in the agricultural sector. The impact of 

price expectation on the formulation of inflation process also varies from sector to sector in that 

the agricultural sectors is not responsive while the non-agricultural sectors do respond. And 

more importantly, though both sectors react to change in real income , the speed that the impact 

is materialized is different from sector to sector. 

All these facts indicate that any policy measures 42 which aim at controlling the inflationary 

process in the country should give due emphasis to the relative sectoral differences to changes 

to some of the variables. 

42. For detail discussion section 4.3. 
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SUMMARY AND CONCLUSION 

The period under investigation is basically characterized as a period when Ethiopia witnessed 

scarious macroeconomic imbalances. During this period the government budget position has 

been persistently deteriorating, money supply has been continuously rising, income, i.e. , GDP 

has been almost stagnant , the velocity of money has been decelerating and the country has been 

repeatedly bitten by droughts. In addition to this the dictating economic thinking of the country 

has shifted from market to command and then back to market economic regimes following the 

changes in the governments . 

With regard to inflation, though various policies have been adopted to stabilize and keep prices 

low , inflation rate in the country has generally been on the increase . During the last 7 years of 

the Imperial era , the rate of inflation in the country was very low because of the low level of 

government deficit and the tight monetary policy the government was pursuing. But even under 

such situation the rate of inflation was oscillating from as low as -5 .16 % in 1971 to as high as 

10.67% in 1973 following the 1973 oil crisis and political unrests prevailing in the country. 

In the Derg regime the level inflation 'shifted ' upward though it was fluctuating from year to 

year. In the regime alone , the inflation rate in the country was growing at an average rate of 

9.12 % per annum. At the beginning of the EPRDF regime it was very high but , due to the 

various radical measures taken by the government, it shows a declining tendency. 

Given all the macroeconomic imbalances along with the movement of inflation rate , the logical 

question that should arise is, therefore, what the nature and the possible sources of inflation in 

the country are and what measures can be taken to manage the inflationary process in the 

country. This study among other things, tries to answer these questions in some detail. 

The first point that we raise in our study is which side of the economy is a possible source of 

inflation in the country . Using statistical tools we investigate both the demand as well as the 

supply side of the economy. 
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Taking the low level of aggregate demand, especially the declining private consumption demand, 

along with the consumption pattern of the population whom they spend a significant proportion 

of their income on food, housing and beverages, we notice that inflation in the country is not 

a demand side phenomenon. Rather we have shown that it is a result of supply constraints 

prevailing in the country. This result is generally va lidated by our econometric analysis, too. 

To look at the specific determinants of inflation and explain the dynamics of inflationary process 

in the country. We model the countries inflation from the monetarist as well as structuralists 

point of view. 

In our monetarist model , all the explanatory variables included in the long run model are fo und 

to be statistically significant and with proper signs except the price expectation term. And the 

error correction model shows that, among these variables, it is the change in real income and 

that of import prices that play an important role in the determination of inflationary process in 

the short run. The broad money supply , however, takes the wrong sign and becomes statistically 

insignificant. 

The inclusion of the real income variable in the model shows that real income has a statistically 

meaningful long run as well as short run ad verse effects on the inflationary process in the 

country. In fact, among all the variab les, it is real income that plays the most influential role 

in the country' s inflation process [see the coefficients] . Like wise inflation rate in the country 

responds positive ly to changes in the import prices both in the long as well as short run cases. 

From this we can deduce that the inflation process in the country is very much influenced by real 

income and import price in both the long and short run . Money supply has also a statistically 

significant effect in the long run though the monetarist proposition that the change in money 

supply will affect the inflation rate equiproportionally does not hold in our case. Because of 

this we conclude that the monetarist model does not explain the inflationary process in the 

country. It can explain to the maximum of 67 % of the variation in the inflationary pressure in 

the country. 
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The structuralist model , on the other hand, explain the lion share of the variation in the inflation 

rate and provide additional equally important determinants of inflation in the country. According 

to this model, real income, import prices and government deficit are statistically significant in 

the long run , but money supply can be statistically acceptable at 86 % confidence interval. The 

error correction model , however, shows that, in addition to the variables stated above , the 

changes in rainfall , real exchange rate and many supply have a significant impact on the 

inflationary pressure in the country 4 3 

Moreover, to capture the relative sectoral differences in response to changes in some of 

important variables, we classify the economy in the agricultural and non agricultural sectors and 

model the respective sectors accordingly. In this way, we find that there are, indeed, sectoral 

differences in response to changes in some of the important macroeconomic variables we 

consider in the model. 

For instance, the agricultural sector inflation rate is found to be very much determined by 

changes in agricultural income, and broad many supply in the long run; and it is highly 

responsive to the former variable than otherwise. But, in the short run, the sector 's general 

price level is responsive to changes in real income and expectation alone. 

When we consider the non agricultural sector, on the other hand , we find a relatively different 

response to changes in some of the variables . Like the agricultural sector, the non agricultural 

sector price level is found responsive to changes in real income, and price expectation in the 

short run. But, unlike the former, the non agricultural sector general price level is highly 

responsive to changes in money supply in the short run. This is, indeed, associated with the 

difference in the degree of monetization of the sector. 

But what is more interesting here is the response of these sectors to regime changes. The 

agricultural sector general price level raises as the country shifts from command economy to free 

4] Since 'how' and 'why' the variables affect inflation rate in the country are c~p[ained in the previous chapter, we do not try to repeat them here. 
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market economy in the long run. But the non agricultural sector's response is limited to the 

shon run case only. 

Given all these results, therefore , we conclude that: 

1. Inflation in the country is not a demand side phenomenon. Rather, it is a result of supply 

restraints prevailing in the economy. 

2. Inflation in the country is a repressed one. " This conclusion emanates from the various 

policies employed during the derg regime. 

3. the monetarist argument that inflation has a one-to-one correspondence to changes in 

many supply does not hold in our case. What we see is that even under steady state 

(long run) equilibrium situation the impact of broad money supply on the inflationary 

process of the country is very minimal [see the coefficients in ail the models]. 

4. The inflation dynamics in Ethiopia is well explained by the structuralist approach of 

inflation process in the developing countries. In line with this argument, on top of the 

monetarist variable, i.e., money supply, real income and impon prices, the inflation 

process in the country is equally determined by changes or fluctuations in rainfall, real 

exchange rate and government deficit. But among all these variables, real income plays 

an important role in the dynamics of inflation process in the country . This point goes in 

line with conclusion number one . 

5. There are, indeed, sectoral differences in response to change in some of the 

macroeconomic variables. For instance, while the non agricultural sector responds to 

changes in money supply, the agricultural sector remains pass ive in the short run. While 

the fonner is responsive to charges in price expectation the latter does not respond. And 

44 This conclusion is made concerning the inflalion rate during the derg regime. 
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more importantly, though both sectors react to changes in real income, the speed that the 

impact is materialized differ from sector to sector. And this has an important policy 

impl ication with respect to controlling inflation. 
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POLICY RECOMMENDATION 

1. As it is repeatedly stated in this paper, inflation in the country is basically a result of 

supply restraints. And these supply bottlenecks have a structural as well a institutional 

roots. Thus, avoiding these constraints should be the main policy target to control the 

inflationary process in the country. For instance , reducing the agricultural sector's 

dependency on rainfall, the country's dependency on imports of consumer , intermediate 

as well as capital goods, etc, will help to increase output and reduce imported inflation, 

respectively. Since avoiding such structural rigidities are a time consuming process, it 

should be taken as a long run policy target 45 

2. From our results we observe that government deficit , the real income level and import 

prices play an influential role in the long run process of inflation in the country. In the 

short run , in addition to all the variables mentioned above broad many supply'6 has also 

been proved to play an important role in the inflationary process of the country. From 

this we can infer that an effort to control the movement of especially income, import 

price and government deficit position will enable the country to manage not only the long 

run but also the short run dynamics of the inflationary process in the country. 

3. In our econometric results we notice that there are, indeed, sectoral differences in 

response to change in some of the important macroeconomic variables. And even when 

they respond to changes in some of the variables ( for instance to changes in real income) 

the speed they begin to respond differ from sector to sector. Thus, any policy that is 

geared towards managing inflation in the country should take these differences into 

account . 

45 The above stated recommendation is a more general fact in thai most of the policics targets we rain here will be in one way or another p:1rt and parcel of 
the above recommendation 
46 the impact of monetary v innation is relation minimum 
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APPENDIX 1: Augmented Dickey-Fuller Test for Unit Root 

Variable Test on Levels Test on Their First Difference Lag Number 

0 I 2 0 I 2 REMA 
RK 

LY, I -1.12 -I. 10 -1.08 -4.86' -3.71' -3.19' I (I) 
(-2.98) (-2.98) (-2.99) (-2 .98) (-2.98) (-2.99) 

2 -2 .09 -2.31 -2.29 -4.81' -3.70' -3.19' 
(-359) (-3.S9) (-3.6) (-3.59) (-3.60) (.361) 

illt' I -3.28 -3.19 -2.33 -6.31' -609' -2.71 I (I) 
(-298 (-2 .30) (-2.99) (-2.98) (-2. 99) (-2.99) 

2 -3.20 -3 .07 -2 .19 -6 .18' -5.95' -2.64 
(-3.59) (-3.59) (-3.60) (-3.S9) (-3 .60) (-361) 

LMz I 0.28 -0 .23 0.12 -8.11 ' -5.10' -4.26' I (I) 
(-2.96) (-2.98) (-2.99) (-2.98) (-2.99) (-2.99) 

2 -3.23 -2 .97 -2.90 -7.97' -S.OI -4.26 ' 
(-3.59) (-3 .59) (·3.60) (-3.59) (-3.60)' (-36 1) 

LPM I -2.42 -1.83 -2.62 -2.56 -2.96' -2.21 I (I) 
(-2.98) (-2.98) (-2 .99) (-2.98) (-2.96) (-2 .99) or I 

2 -0.64 (- -1.49 -1.28 -2.89 -3.8S' 
(2) 

-3.34 
3.S9) (-3.59) (-3.60) (-3 .S9) (-3.60) (-361) 

LPe I -3.22' (- -2 .94 -1.87 -6.02 -S.86' -2.61 I (I) 
2.98) (-2.99) (-2.99) (2.99) (2.99) (-3.00) 

2 -3.25 (- ·2.93 -1.85 -S.87 -S.69' -2.S5 
3.S9) (-3.60) (-3.61) (-360) (-3.61 ) (-3.62) 

Def I -1.78 ( - -1.27 -1.42 -6.93 -3.45' -1.52 I (2) 
2.98) (-2.99) (-2.99) (-2 .99) (-2.99) (-3.0) 

2 -2.43(- -1.39 -1.40 -6.86 -3.4S -1.49 
3.59) (-3.60) (-3.61) (-3.60) (-361) (-3.62) 

R I -3.35' (- -3 .26 -2.36 -3.96 -4.79' -4.93' I (I) 
2.98) (-2 .98) (-2.99) (-2.98) (-2.98) (-3 .59) 

, 

2 -3.04 -2 .78 -1.72 -3 .93 -2.97 -3.04 
(-3 .59) (-3 .5 9) (-3 .60) (-3 .59) (-2.99) (-3 .6) 

RER I -3.26' -3.22 -2.19 -S.54 -4.11' -2.58 I (I) 
(-2.98) (-2.98) (-2.99) (-2.98) (-2.99) (-2.99) 

2 -3.22 -3 .36 -2.19 -5.51 -3.67' -2.26 
(-3 .S9) (-3.59) (-3 .60) (-3.59) (-3.60) (-3.61) 

Winf I -1.45 -2.07 -1.39 -4.77 -4.46' -4.SI' I (I) 
(-2.98) (-2.98) (-2 .99) (-2.98) (-2.99) (-2.99) 

2 -3 .29 -4 .12 ' -3.8S' -4.67 -4 .37' -4.32 ' 
(-3.59) (-3 .59) (-3 .60) (-3.59) (-3 .60) (-3.61) 
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LP" 

LY. 

LY" 

Variable Test on Levels 

1 -0.91 -0.53 
(-2.98) (-2.98) 

2 -4 . 11 -2.03 
(-3.59)" (-3.59) 

1 -1.13 -1.1 
(-2.98) (-2.98) 

2 -3.0 -3.23 
(-3.59) (-3.59) 

1 -2.25 -2.10 
(-2.98) (-2.98) 

2 -2.99 -3.18 
(-3.59) (-3.59) 

The critical values are given in bracket 
* denotes significance at 95 % 

-0.55 
(-2.99) 

-1.68 
(-3.60) 

-0.91 
(-2.99) 

-3.05 
(-3.60) 

-2.38 
(-2.99) 

-2.38 
(-3.60) 

Test on Their First Difference Lag Number 

-9.53 -5.02 - -2.85 [ (1) 
(-2.98) (-2.99) (-2 .99) 

-9.28 -4.90" -2.78 
(-3.59) (-3.60) (-3.61) 

-5.25 -4.22" -3.57 " [ (1 ) 
(-2.98) (-2.99) (-2.99) 

-5.13 -4.12" -3.47 
(-3.59) (-3.6) (-3.61) 

-4.98 -4.68" ·3.0' [ (1) 
(-2.98) (-2.99) (-2.99) 

-4.95 -4 .92" -3.17 
(-J .59) (-3.60) (-3.61) 

** (I) and (2) indicate that the test is undertaken with out and with trend respectively. This is true fo r the Engle· 
Granger two step procedure. 

~" \'. r:--Tl" 

) 
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APPENDIX 2:Engle and Granger Cointegration Tests 

Vector AD F V" h IP 

T ." CY nllmr p r 

0 1 ? Rl"M A RT< 

[Inf,Ly~ 1 .4 24(·?0~\ ., ~~ '(.? O~) ., nO·I.? 00) Cointegrate 

2 ·4 101., ,a) .170 '1.1 ,0) .1401.1 nm 

[Inf,Lm,) I ., n')I.? oR) .1 '·I.? O~) .? ';'il.? 00) Not Co integrate 

2 .1 ,41·3.59) ·3.391·3.59) .? 401.1 nm 

(lnf,defj I .401·2.98) A.54·1·2.99) .? nil.? 00\ Cointegrate 

? .1 Ral.l.59\ ·4.40'1·3.60\ .? , 41.1 nl\ 

[Inf,Lpml I .1 'RI.? aR\ .3.72·1.? a~\ .7 n4l.? 00) Coimegrare 

? ·3.4913.59\ ·3 .62'1·3.59\ ·?S71·3.60\ 

[lnf, RERl I ·3271·2.98) ·3.07'1·2.98\ .7 .. 241·2.99\ Not Co integrate 

? ·3. 171·3 .59\ ·?991·3 .59\ .2221.1 nm v 

[Inf,PEl I A . 691-? .98\ ·418'1·799\ .?341.? aa\ Co integrate 

? AS71.3,)9\ .1 O~ ·I.llio\ .7 ?,I. l/il\ ' 

[inf,rd I ·11/i1.79~) .? 971.?9~\ .7 70t-? 99) Not Coimegrate 

2 .1001.1 ,a) .? RO·I.l ,0) .7 In?~ l nO) -

[in f, hY2,lm2J I ·4 171.? oR) .1 '? ·I.? oR) .1 10·1.? 00\ Co integrate 

2 ·4 ?11.l ,a) .1171.1 ,a) .7 RRI.' nm 

[inf,Lm"pe1 I ·4 n?I.7 OR) .4 O'·I.? 00) .? ?RI.? 00) Cointegrate 

7 .4,11.1,9) .1 01'1.1 nm .7771.1 nl\ 

[inf,Lpm,rlJ I ., 4'1·? oR) .1 ,?' I.? oR) .? nOI·? 00) Not Co integrate 

? ·1171·3.59\ ·3,431·1'0) .? '41.1 nm 

[inf,lpm,pe1 1 A.52f-? 98) ·3.98'1·2.99) .? ?al.? QO) Cointegrate 

2 A .441·3,)9\ -'190 '1·160\ .7 2SI .1 hl\ 

[P" Y.l I ·37aI?98) ·2941-?98\ .?4)1.? aa\ Not cointegrate 

? ·,771.1,9) .7 ~81.1 ,9\ .? 101.1 1i0\ 

[P"ipml 1 .1941.?08) .1 ~ ·I.? 08\ .? 971.290) co integrate 

? ., ~ ' I.l , 9) .1 nO·I.l , a) .? RII.l n) 

[P",lpml I ., 871.? oR) .? 171.7 oR) .7811.1 n) Not co integrate 

2 .1 R('I.' '9) .? 341·1 , a) . I RnI.7 00) 

[p",YJ I A.261-?98) ·2.231 ·2. 98) .7 071.7 00) Not coimegrare 

? A . 141·3.S9\ .? . 181·3 .59) .? 1\11.1 h) 

[p" ,lpm,Y J 1 ·5.01f-?98) ·2 781-? 98\ . ? 1\11.? aa) Not co integrate 

2 ·4 881·3')0) .2711·359\ ·22';1·3.1i\ 

[P., lpm, Y.l 1 . 19BI-? o~\ .1 11 1.298\ ·21';1·7.99\ Not cointegrate 

2 ·3.91.1.59) ·3.051·359\ ·2.511·2./i) 
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APPENDIX 3: Johansen VAR Test for Cointegration Based on Trace and Maximal Eigenvalue 

Table 3.1: for the Monetarist Model. 

R With Linear Trend With out Liner Trend 

Trace Test Eigen value Test Trace Test 

The Statist ic 95% Value The Statistic 95% Value Statistic 95 % Value 

0 38.57 47.21 38.57 27.07 69.22 48.28 

1 03. 12 29 .68 21.56 20.97 30.65 31.53 

2 4.64 15.41 9.00 14.07 9. 09 17.95 

3 0.07 3.76 0.09 3.76 0.09 8.18 

Table 3.2: Johansen VAR Test: For the Agricultura l Sector I'rice Model 

With Linear Trend Without Lillcar Trend 

Trace Test Eig.:n ";11111: Tes t Trace Test 

Statist ic 95 !t Value Stalistic 95 % Val ue Stalinic 95 " Value 

I 
0 96.)2 94. 16 53.05 39.37 96.)2 95.18 

I 4) ,27 68.52 16.16 33.46 43.27 70.6 

, 27.11 47.21 12.01 21.01 27. 11 48.25 

l 15. 11 29.68 9.92 20.97 IS. 11 )1.5) 

• 5.19 15.41 ' .68 IU1 5.19 17.95 

R represent the number of cointegrating Vectors 
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Eigenvalue Test 

Statistic 95 % Value 

38.57 27.13 

2 1.56 21.07 

9.00 14 .90 

0 .09 8.18 
------

Eigenvalue Test 

Statistic 9S " Value 

nos 39,42 

16.16 )).32 

12.01 27.14 

9.92 21.07 

4.68 14.9 



APPENDIX 3 (a): Bivariate Granger Non Causality Test 

DEPENDENT VARIABLES 

DrNF DLY, DLM, 

DINF - 0.09(0.9) 0.12(0.89) 

DLY, 2.73"(0.09) - 0.52(0.6) 

DLM, 0.28(0.76) 0.06(0.94) -

DLPM 0.39(0.69) 0.22(0.8) 1.77(0.2) 

DR, 3.79"(0.04) 65"(0.01) , 

DPE 4.68"(0 .02) 

DRER 1.00(0.39) 

APPENDIX 3(b): Bivariate Granger Non Causality Test 

DEPENDENT VARIABLES 

DPa DY, DP, DY, 

DPa - 01.91(0.18) 

DY. 1. 91(0.18) -

DP, 0.04(0.95) 

DY, 2.07(0.15) 

Dim, 0.38(0.69) 0.18(0.83) 0.15(0 .86) 0.19(0.83) 

N .B. numbers in brackets show significant levels and those out side the brackets are F- values 
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APPENDIX 5: Percentage Share of Government Budget Deficit in GDP[1966-1994] 

YEAR SHARE 

Current Revenue Current expenditure current account Overall Budget 
Deficit deficit 

1966 10.39 9.69 0.7 -

1967 7.99 9.38 -1.73 -3.48 

1968 7.99 9.34 -1.4 -2 .88 

1969 8.36 9.01 -0.98 -2.10 

1970 8.26 8.78 -0.75 -1.8 1 

1971 9.48 9.41 0.71 -1.74 

1972 9.28 9.24 -0.13 -1.70 

1973 9.73 1I.36 0.50 -1.52 

1974 10.09 12.92 -1.27 -3.19 

1975 11.09 13.3 -1.83 -4.27 

1976 13.31 15.7 1 om -3 .03 

1977 13.7 16.06 -2.00 -4.88 

1978 15.11 16.57 -0.95 -3.06 

1979 15.3 16.57 -1.27 -3.99 
-. 

1980 16.22 16.97 -0.35 -3.68 

1981 16.45 20 .26 -0.52 -2.47 

1982 17.09 19.12 -3.17 -9.48 

1983 19.15 19.00 0.03 -5.63 

1984 16.25 17.87 -2.75 -8.82 

1985 18.75 16.9 0.88 -9.14 

1986 · 18.27 21.38 1.37 -7.81 

1987 20.92 22.44 -0.46 -9.95 

1988 22.9 21.99 0.46 -1 1.93 

1989 17.3 18.67 -4 .69 -12.46 

1990 13.47 15.9 -5.19 -11.14 

199 1 14.4 13.19 -1.50 -8.17 

1992 11.8 12.42 -1.39 -7.09 

1993 n.a. 10.34 n.a. -4.24 

1994 n.a. n.a. n.a. 21. 97* 

Source: Own computations 
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