












































































has registered some significant economIC growth. This is indicated by an 

average growth rate of3 percent in GDP. 

The contribution of agricultural sector to GDP was high during the regime. This 

was due to the fact that the then ex isting government has used and implemented 

tlu'ee consecutive Five Year Development Plans, the establishment of 

development package programs and other conducive environment which 

ultimately led to the growth of GDP. 

The remarkab le growth trend registered during the Imperi al regime, however, 

lived for a short period, because of the revolution which took place in 1974. The 

monarchy was overthrown and the military Junta named Derg took power and 

implemented centrally planned economic management system. The overall 

period has shown poor macroeconomic performance. During this period, the 

economy has grown on average by 2 percent and showed a decline from what it 

used to be during the Imperial regime. In addition, the share of agricultural 

sector from the total output declined and the share of industry and service sector 

has shown growth. 

The poor perfomlance of the overall economy in thi s particular period is 

attributable to the political and economic policies that prevailed in the country. 

The government nationali zed enterprises which were once owned by private 

sector and thus, reduced the role played by the private sector and the resources 

available in the country were mainly di verted in financing the prolonged civil 

war. 
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After the fall of the Derg regime in 1991, the Ethiopian People's Revolutionary 

Democratic Front IEPRDFI took power and introduced refoml programs in 

1992/3. The reform comprised the liberalization of market, reduction of the role 

of govel11l11ent and enhancing the paliicipation of the private sector in the 

economy. The period witnessed GDP growth rate of 6 percent on average. The 

agriculture and service sector also registered remarkable growth as indicated in 

the above table. Moreover, the share of agriculture sector from GDP showed 

decline from 59 percent during the Derg regime to 49 percent in the reform 

period. A notable growth was witnessed in the service sector which was 26 

percent of the GDP during the Derg regime and grew to 34 percent after the 

Derg. 

4.1.2. Trends of Export and Import 

The level of development in the economy, its openness, resource endowments 

and economic policies perused determine the export structure of a country. 

Table 4.2: Trends of Export and Import. 

Export Import 

Period Export as % Growth rate Import as % of Growth 

GOP of Export GDP import 

1960/6- 1973/4 7 5 9 

1974/5-1999/2 7 -2 12 

1992/3 -2007/8 12 15 24 

1960/1 -2007/8 9 6 15 

Source: own computation. 
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The above table summanzes the share of export and import from GDP and 

shows the growth rate of each. The perfonnance of export and import during the 

Imperial regime indicates that it has grown on average by 5 and 7 percent 

respecti vel y and both comprise 7 and 9 percent of the GDP respectively. 

Following the fall of the monarchy, the growth rate of both import and export 

witnessed poor perfonnance. The export sector's growth rate has declined by 2 

percent on average and the share of import from the GDP has increased to 12 

percent from what it used to be during the Imperial regime. 

The introduction ofrefonn and adjustment to the macroeconomic policies after 

the fall of the Derg regime has contributed to the good perfonnance of the 

export sector. It has witnessed a growth rate of IS percent and comprise 12 

percent of the GDP, on the other hand, the import of goods and services from 

abroad has also shown a incredible increase which is indicated through its 

growth rate and share from the GDP. 

Fig. 4.1 Trends of export and import 
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The above figure shows the trends of export and import over the period of study. 

It is clearl y seen that import is growing at a rate which is faster than the export . 

The gap between the two, which is referred to as trade balance, is widening 

largely. Yet, one interesting outcome to be noted is that during the Imperi al 

regime, the income received from export is less than the import expense in small 

gap. However, during the Derg and post Derg regime, the gap is persistently 

widening, indicating the weak capacity of export sector in generating income to 

finance the import sector. In addition, the periods witnessed a sharp ri se in 

vo lume of import due to high domestic demand, for commodities such as fuel, 

capital equipments and semi finished goods. This was mainly due to the fact that 

the Ethiopian economy is characterized by the dominance of agricultural sector 

and was not transformed in to production of industrial commodities, thus, the 

economy heavily depends on imported goods. 

4.1.3 Sources of Gross Capital Formation (GCF) and its Trend in Ethiopia. 

Physical capital formation is regarded as one of the requirements which lead to 

economic growth. However, the low rate of investment has greatly impeded the 

country's economic growth. Gross Capital Formation (GCF) is financed from 

different sources. The main source is Gross Domestic Saving (GDS) and the gap 

between the two, if it exists, can be obtained from external sources through 

Foreign Direct Investment (FDI) , aid and foreign borrowing. 

4.1.3.1 Trends of Gross Capital Formation and Saving. 

Gross Domestic Saving (GDS) stimulates the accumulation of physical capital 

through investment i.e. saving must be directed to investment. Trends of capital 
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fomlation and savmg are discussed below for the period which spans from 

196011 to 2007/8 GC in Ethiopia. 

Table 4.3: Trends of growth of GCF & GDS 

Period GCF as % CDS as % of Growth rate Growth rate 

of GOP GOP ofGCF ofGOS 

1960/ 1-1974/5 20 22 3 4 

1975/6- 1991/2 16 11 -4 8 

199213-2007/8 21 7 II II 

1960/1-2007/8 19 I3 6 8 

Source: own computatton. 

The above table summarizes the share of GCF and GDS from real Gross 

Domestic Product (GDP) and the resource gap. During the Imperial period, GCF 

has grown at an average growth ratc of 3 percent. It also accounts on average 20 

percent of the real GDP for the same period. 

During the socialist regime, the share of GCF from real GDP, however, declined 

to 16 percent on average and has shown growth rate of (4) percent. The lower 

share and decline of GCF form total GDP was attributab le to the investment 

policies of the Derg regime. Ownership of means of production was mainly 

restricted to the government and the role of private sector in the economy was 

deliberately reduced. In addition, foreign investment declined due to the socialist 

ideologies and the political tumloil that prevailed during these periods. The 
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publicly owned large enterprises, which could have expanded the rate of 

phys ical capital fornlation , were less productive and contributed low level. 

The share of GCF fornl the real GDP has shown improvement during the post 

Derg regime. The period registered GCF of 21 percent from the total GDP. On 

top of this, the average growth rate ofGCF was 11 percent 

The improvement in physical capital fornlation was mainly due to the better 

economic environment created by the government led by EPRDF. It encouraged 

private sector participation in the economy and reduced the ro le of the 

government. Moreover, the review of the investment policies contributed to the 

growth. 

The above table also illustrates the trends of saving in the country over the study 

period. During the Imperial regime the share of gross domestic saving form real 

GDP was 22 percent and it showed an average growth rate of 4 percent. After 

the down fall of the monarchy, however, the GDS declined to 11 percent of the 

real GDP. This might be due to the saving policy followed by the government. 

The govenilllent aimed at taxing luxury goods heavily and increased the saving 

of workers. In actual case, however, the opposite materi alized where the private 

saving were declined and government saving was also reduced due to huge 

expenses on civil war. The period also witnessed huge fluctuation in the rate of 

domestic saving. 
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After the downfa ll of the Derg regime, GDS as a share of GDP decli ned to 7 

percent. It is important to note here that the share of saving has shown persistent 

decline, however, there were remarkable improvement in the growth rate of 

savings and the trend is also moving upward. The following diagram shows the 

trend of GCF and GDS in the period ranging from 1960/1 to 2007/8. 

Fig. 4.2 Trends ofGCF & GDS, 
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The diffe rence between GDS and GCF is known as the resource gap, The gap 

was positi ve during the Imperi al regime and thi s indicates that the domestic 

resource is more than sufficient in generating phys ical capital required, 

Nevertheless, the gap between the two turned negative in the consecuti ve 

periods as shown in above table. The gap increased from 5% of the GDP during 

the Derg regime to 14% in the post Derg period, This situation indicates that the 

domesti c resource is not enough in financing physical capital form ation in the 

respecti ve periods, The above figure also illustrates the widening gap between 

GCF and GDS, 
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4.1.3.2 Foreign Direct Investment (FDI), Aid and Gross Capital Formation 

In the above section it is illustrated that the ratio of GCF to GOP is higher than 

that of saving to real GOP for the majority of the period. This poses the issue of 

t'e lyi ng on external sources to brid ge the gap between the two . FOT, Aid and 

foreign borrowing are some of the means that a country resorts to in order to 

minimize the gap. 

Table 4.4: FDI and Aid 

Period FDI as % of AID as % of 

GOP GOP 

198 1-1 991 6 0 

1992-2003 9 1 

1981-200 1 8 0 

Source: Own computatIOn. 

As indicated in the above table, the share of FOr from GOP has shown increase 

from 6 percent to 9 percent for the period 1981-199 1 G.C and 1992-2003 G.C 

respectively. The increase in the share of For from GOP is attributable to the 

good economic conditions created for the attraction of foreign investors. On the 

other hand, Aid from the share of GOP was almost negligible in the period 198 1 

to 199 1 and increased to 1% of the GOP in the period 1992-2003. 
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4.2 Econometric Analysis 

4.2.1 Unit Root Test 

The first step in time series econometri c analysis is to CatTY out the unit root test 

on the variables of interest. The test examines whet her the data seri es are 

stati onary or not. To conduct the test, Augmented Dicky Fu ll er test is employed. 

The null hypothesis in this test claims that the series under investigation has unit 

root. On the other hand, the alternative hypothesis claims that the seri es is 

stationary. In addi tion to ADF test, Phillips Perron test, which is non-parametric, 

is also used in order to obtain reliable result. 

The lag length of each variabl e is selected based on minimizing both Akakie's 

Infonn ation Criterion (ArC) and Bayesian Information Criterion (BIC) and both 

intercept and trend are chosen for conducting the test. 

As shown in table 4.5 be low, all the variables I.e. Gross Capital Fonn ation (log 

GCF), Expected leveL of output (log RGDP), Gross Domestic Saving (log GDS), 

Export income Fluctuation (EFLU), Real interest Rate (RINT) , Effective 

Exchange Rate (REFE) and Aid ( log AID) are non stationary at level. 

On the other hand, when the vari ab les are differenced once and subj ected to the 

ADF and PP test, it is indicated that the test stati stics exceed the critical values 

in absolute terms. Thus, all the variabl es are stationary when differenced once, 

which means that they are integrated of order one. Hence, the variables can be 

co integrated. 

4 1 



Table 4.5 Unit root test. 

Vari ables Lag ADF test Phillips Perron (PP) test 

length Level 1st Level 1st 

Difference Difference 

LogGCF 1 -2.51 -4.29* -2.80 -8.24* 

Log RGDP 3 0.79 -3. 35*** 0.90 -5.55* 

LogGDS 1 -3. 11 -4.89* -3.84* -4.89* 

EFLU 1 -0.88 -4.22** -0.67 -5 .09* 

RINT 1 -0. 12 -3 .40** 0.22 -3.70** 

Log REFE 1 -l.97 -3.90*** -l.67 -4.26* 

Log AID 1 -2.70 -3 .90*** -2 .96 -6.50* 

Criti cal values ADF 1%= -4.23 5% = 3.54 10%= 3. 19 

PP 1% = -4.22 5%= 3.53 1 0%~3. 1 9 

*,**,*** represents 1%, 5% and 10% respectively. 

4.2 .2 Cointegration Test 

The result of unit root test discussed above showed that all the variab les are 

integrated of order one, thus, we can perform the cointegration test. 

The data congruency of the V AR is selected based on conducting V AR 

estimation at different levels of lags and minimizing the AlC and BIC. Thus, 

based on thi s, lag length of one is selected. Moreover, large lag length is not 

proffered because of the smallness of the sample and it also reduces the degree 

of freedom greatl y. The cointegration test result is conducted by using 
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Johansen's maximum likely hood technique, which has an advantage over the 

Engle Granger method. 

Table 4.6: Johansen's Cointegration test resu lt 

Ho: Max.eigen 95% Trace statistics 95% 

ran.k=p value confidence confidence 

interval interval 

p=o 54.1 ** 45 .3 144.2** 124.2 

p:sl 33.31 39.4 90.06 94.2 

P !2 23.97 33.5 56.75 68.5 

p~ 18.56 27.1 32.78 47.2 

pg 9.76 21.0 14.22 28 .7 

P~ 4.33 14.1 4.45 15.4 

** IndIcates rejectIOn of the null hypothesIs at 5% level of slgl1lficance. 

As shown in the above table, the result indicates that there is one cointegrating 

vector in the system. The null hypothesis that there is no cointegrating vector in 

the system (r~) is rejected at 5% level of significance. Thus, it can easi ly be 

inferred from the test result that one cointegrationg vector spans the variab les 

under investigation. 

The result of cointegration test conducted above will help us to take the first raw 

of Ci and column of {3 to explain the long run relationship among the variables of 

interest. 

The {3 coefficient shows the long nll1 relationship that prevails among the 

dependent variable and the explanatory variab les. Accordingly, the long run 
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elasticity of log GCF with respect to log AID and expected level of output (log 

RGDP) are positive as expected. However, the relationship between the long run 

elasticity of log GCF and Rea l Interest Rate (RINT) is also positive, which is 

unexpected. On the other hand, the long rlln elasticity relationship between log 

GCF with respect Real Effective Exchange Rate (log REFE) and Export eaming 

Fluctuation (EFLU) are negative as expected. Nevettheless, the relationship 

between log GCF and Gross Domestic Saving (log GDS) is unexpected, which 

is found to be negative. The resu lt is indicated in the fo llowing table. 

Table 4.7: Standardized eigen vector (3 

Log Log LogGDS EFLU RINT Log REFE Log AID 

GCF RGDP 

1.000 -1.215 0.236 0.047 -0.840 0.098 -0.0062 

Table 4.8: Standardized a coefficients 

Variable Coefficients 

Log GCF -0.099 

Log RGDP 0.020 

LogGDS 0.282 

EFLU 0.263 

RlNT -0.01 7 

Log REFE -0.1 04 

Log AID -0.08 1 
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The values of a obtained from the cointegration show the speed of adj ustment of 

the long run parameters towards the equilibrium relationship. The cointegratd 

long run relationship discussed above corresponds to ITXt-l , where, IT=Qj5'. 

After determining the cointegrating rank, a rank of restriction can be imposed on 

both a and (3. The restriction imposed of Cl', which is referred to as test of weak 

exogniety, helps to determine which variable is exogenous to the system. Thus, 

it will aid in di stinguishing exogenous and endogenous variables. 

The test result is summarized in table 4.9, the results of chi square distribution 

with one degree of freedom and their probability values are also presented. 

Table 4.9: Test of weak exogniety. 

Ho: variable is weakly exogenous (a = 0) 

Variab le Coefficient LR test X2(J) 

LogGCF -0.099 4.089(0.0431)* * 

LogRGDP 0.020 3.088(0.0789) 

LogGDS 0.282 4.0476(0.0442)** 

EFLU 0.263 0.0328(0.856) 

RINT -0.0 17 10.37(0.0013)* 

Log.REFE -0.104 1.814(0.1780) 

Log AID -0.081 0.9520(0.3291) 

* and ** represents reJectlOg the null hypothesrs at 1 % and 5% level of 

significance. 
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The test depicts that weak exogniety is rejected for log OCF, log ODS and 

RINT which is rejected at 5% and I % level of significance respectively. 

However, for the rest of the variab les, weak exogniety is not rejected at different 

level of signi fi cance as shown in the above tab le. Thus, the long run relationship 

can be fomlUlated by taking log OCF as endogenous variable, while, expected 

output (log RODP), EFLU, REFE and log AID as exogenous variab les. 

Therefore, the long run coefficients stated is as follows, 

Log GCF = 1.215 log RGDP- 0.047EFLU-0.098 log REFE+0.0062 log AID----4.1 

Once the long run relationship is defined, the next task is to fonnulate test of 

significance on the long run parameters. This test can be obtained by imposing 

restriction on (3 coefficients, which is termed as exclusion test. It helps to 

determine which variab les are relevant or statistically significant in the 

cointegrating vector. The results of the test along with their respective 

probabi lity values are reported on table 4.10. 

Table 4.10 : Test of zero restriction on (3 coefficients 

Ho: the coefficient (3 is equal to zero «(3 - 0) 

Variable Coefficient LR test X2(J) 

Log RODP -1.215 2.936 (0.0866)*** 

LOO ODS 0.236 5.749 (0.0165)** 

EFLU 0.047 4.912 (0.0266)** 

RlNT -0840 1.786(0.1814) 

Log REFE 0.098 3.2 14 (0.073)*** 

Log AID -0.0062 2.667 (0.0893)*** 

** and *** represents 5% and 10% level ofstgnlficance respecttvely. 
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As shown in the table, log RGDP, log GDS, EFLU, log REFE and log AID 

explain the dependent variable, log GCF, at different levels of significance. 

However, RINT do not constitute the explanatory variable, since, the null 

hypothesis is rejected. 

4.2.3 The Short Run Dynamics. 

The information provided by the long run test can now be used to generate a set 

of Vector Error Correction Model (VECM), which captures both the long run 

and short run relationship. The change in the variable represent variation in the 

short run, while the coefficient obtained for the error correction term represents 

the speed of adjustment towards the long run relationship. The variation in the 

short run is now explained through change in variables which are integrated of 

order one. 

The procedure of estimation is obtained through moving fOlm general to 

specific, where we select large model by including many variables as much as 

possible and several lags and sequentially dropping the variables and lags which 

are insignificant. The Vector Error Correction Model (VECM) is est imated 

using the Ordinary Least Squares (OLS) technique and the result is summarized 

in table 4.1 1. 

As indicated in table below, change in Expected level of output ( log RGDP) 

and Gross domestic saving (log GDS) influences the level of physical capital 

formation, which is proxed by Gross capital formation at one percent level of 

significance 
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On the other hand, change in the level of aid causes negative influence to the 

level of physical capital formation at 5% significance level. Finally, the result of 

lagged error correction term (ECT-l) is significant at 1 % level and the sign of 

the coeffici ent is negative and significant indicating that the adjustment towards 

the long run equilibrium is fast if there is variation in the short run. 

The result of the Vector Error Correction Model (VECM), does not detect the 

problem of serial correlation and vector normality as indicated at the bottom of 

the table. 

As indicated in table below, change in Expected level of output (log RGDP) and 

Gross domestic saving (log GDS) influences the level of physical capital 

formation, which is proxed by Gross capital fonnation at one percent level of 

significance 

On the other hand, change in the level of aid causes negative influence to the 

level of physical capital formation at 5% significance level. Finally, the result of 

lagged error correction term (ECT -1) is significant at 1 % level and the sign of 

the coefficient is ne8ative and significant indicating that the adjustment towards 

the long run equilibrium is fast ifthere is variation in the short run . 

The result of the Vector Error Correction Model (VECM), does not detect the 

problem of serial correlation and vector normality as indicated at the bottom of 

the above table. 
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Table 4. 11 : Short run dynamics. 

Variable Coefficient Std. Error Value t-value 

Constant -0. 76900 0. 27506 -

2.796' 

DlogRGDP 1.5288 0.54639 2. 798' 

DlogGDS 0.20137 0.057103 3.526' 

DEFLU 0.016637 0.04731 3 0.352 

DRlNT -0 .092204 0.065121 -1.416 

DlogREFE -0.27 174 0.14541 

1.869'" 

DlogAID -0.17231 0.0833 88 -2.066" 

ECT_ 1 -0.47597 0.16727 -2.846' 

AR 1- 2 - 1.8915 [0.1710] 

ARCH 1 = 0.21724 [0.6450] 

Nomlality = 0.0551 78 [0.9728] 

Xi"2 = 0.49732 [0.8959] 

R R"2 = 0.802695 

',.' and '" indicates 1%,5% and 10% level of significance respectively. 
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4.3 Discussion of both Short Run and Long Run Dynamics 

The model shows the detenninants of physical capital fonnation , which is 

proxied by Gross Capital Fonnation in Ethiopia for the period of 197011 to 

2007/08 .Expected level of output reports sign ificant direct long run effect on 

physical capital format ion as well as in the short run. The long run result as 

depicted in equation 4.1 , the coefficient 1.215 is positive and significant at 10% 

leve l. This indicates that a one percent rise in the level of expected output 

induces the level of physical capital creation to rise by 1.2 percent. 

The positive impact of expected level of output on the level of Gross Capital 

Formation in Ethiopia is in line with accelerator theory of capital fonnation. 

This theory proposes if economic agents expect that in the future the level of 

output increases, then they tend to invest more today, which in tum enhance the 

level of physical capital fonnation. 

On the other hand, the change in the level of expected output also positively 

explains the change in the gross capital formation in the short run at 1 % level of 

significance. 

The finding which is obtained from both short run and long run dynamics 

co incides wi th the result of recent findings in Sub Saharan African countries 

(Akpokdje G;2000 & Peter K. et.al. 2004). 

Export revenue (EFLU) fluctuat ion has significant negati ve impact on physical 

capital fonnation as expected in the long run . In the short run, it also influences 
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negatively, however, it is insignificant. The elasticity coefficient indicated in 

equation 4.1 depicts that an upward fluctuation of 100 percent in the level of 

income earned form export of commodities to foreign market decreases the level 

of physical capital fomlat ion by 4 percent. 

Export revenue fluctuation results from three sources: fluctuation in expol1 

prices, export quantities and exchange rates. Poor nations like Ethiopia, do not 

determine the prices of commodities at international market. 

Export instability IS believed to create uncertainty and reduce business 

confidence, which 111 tum adversely influences the level of physical capital 

creation. On the other hand, govenunent revenue is also linked to export 

revenue. 

Vo latility in export income also influences public investment. Highly volati le 

expol1 might push the government to make swi ft and costly fiscal changes that 

ham1 public investment. 

Finally, export instability influences investment through variation 111 export 

income. The decline in export revenue creates challenges in importing essential 

capital equipments and raw materials that are the key requirement in the 

development process in a nation. It also leads to foreign exchange rate 

constraint. 
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The effect of export income fluctuation is in accordance with some of the 

findings obtained from some African countries such as Botswana and Cameroon 

(Peter.K et.al. 2004, Sunday.A.Khan, 2004). 

Persistent devaluation and depreciation of the domestic currency has impacted 

physical capital fomlation negatively. This is indicated by the long run elasticity 

of physical capital formation with respect to real effective exchange rate (REFE) 

which is negative and statistically significant at 10%. The magnitude is (0.098). 

The same result is also manifested in the short run dynamics, where change in 

the level of physical capital formation is negatively influenced by variation in 

real effective exchange rate. The coefficient of the ShOli run dynamics indicates 

that a 10 percent increase in real effective exchange rate cause the level of 

capita l creation to decrease by 3.6 percent and it is significant at 5% level. 

Persistent depreciation of local cUlTency in terms of foreign currency induces 

capital equipments and other materials which are imported from foreign market 

to be expensive in home country and this in tum reduces the level of physical 

capital formation negatively. In this circumstance, countries that heavily depend 

on imported capital for economic growth are greatly affected adversely. 

This finding is also in accordance with the result obtained from some African 

Countries such as Nigeria, Zimbabwe and Botswana (Akpokdje G; 2000 & Peter 

K. et.al. 2004). 
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Aid has also causes positive influence on the level of capital fonnation in 

Eth iopia in the long run though, the magnitude is small. Aid may bring positive 

influence on the level of growth in a country through altering production, 

income and consumption as a direct consequence of some projects. Aid in public 

proj ects for instance, releases resources that can be used for cuts in taxation and 

borrowings. 

In line with the above result and investigation has been perfomled to find out the 

link between foreign aid and investment in Egypt. The result suggests a weak 

positive relationship between the two. Such weak relationship could likely occur 

as a result of tying the aid obtained from donors to politics and economic 

situation in the country. It is argued that aid mostly fi nances not the high priority 

invcstment, but more marginal investments. Thus, aid might contribute to the 

level of physical capital fonnation in a smaller magnitude (Muhammed. A. W. 

Mohammed, 2003) 

The result obtained from Vector Error Correction is surpns1l1g, where the 

change in the level of aid influences the variat ion in physical capital formation 

negatively at 5% significance level. 

In light with this finding, some authors have tried to use simple regress ion to 

estab li sh the link between aid and growth, which is an indirect approach in our 

case. The result has been the case where no relationship has been observed 

between the two. Others also found that aid has significant negative impact on 
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the rate of saving. (Mosley, 1987; White, 1992 as cited in Arrene Biggsten and 

Alemayehu et.al , 2004). 

On the other hand , Burnside & Dollar as cited in Arrene Biggsten (2004) found 

that aid significantly increases the rate of growth in good policy envirolUnent 

and is damaging in bad envirolUnent. 

Real interest rate and gross domestic saving do not explain the long run capital 

formation in Ethiopia during the period of study as indicated in equation 4.1. 

However, the change in the level of gross domestic saving poses significant 

influence on change in physical capital formation in the country. 

The change 111 gross domestic sav1l1g influences physica l capi tal creation 

signifi cantly and positively in the short run . The coefficient of elasticity 

indicated in table 4.10 shows that it is significant at I % level. 

The impact of gross clomestic saving to the level of physical capital fOllllation in 

the short run is obvious in the sense that it creates positive influence through 

creating capacity for enabling investor and government to engage in physical 

capital creation. 

The result is also consistent with respect to Akpokdge G. (2000) and Peter K. et 

al. (2004). However, gross domestic saving does not influence physical capital 

fOllllation in Ethiopia for the period of study in the long run as depicted in the 

long run determinants of the dependent variable. 
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Real Interest Rate causes negative impact on physical capi tal fonnation in the 

country only in the short ru n but it is insignificant. On the other hand, the same 

result is found for short run fluctuation in export earning income. In this case, 

the vari atio n in export income impacts the level of physical capital formation 

onl y in the long run . 
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5. Conclusion and Policy Implications 

This paper is an attempt to investigate the effect of export income fluctuation on 

physical capital formation in Ethiopia for the period which spans fonn 197011 to 

2007/08 G.c. using time seri es econom etrics. 

In the study, it was found that during the last four decades, Ethiopia's economic 

perfomlance did not change as expected since it continued to relay on 

agricultural sector. The economy performed poor as indicated in the 

performance of real gross domestic product. 

In connection with this, the performance of Gross capital formation and Gross 

domestic saving is also low. This might happen due to subsistence economy in 

which the majority of the population is concerned only about day-to-day life and 

it influences the level of saving; ultimately reduce the level of physical capital 

creation . In addition to this, the prolonged civil war during the Derg regime has 

adversely contributed in less physical capital formation. The gap between the 

two is also widening during the period of study. 

The performance of the export sector is also poor in the period. However, over 

the last decade export enhancement and diversification is getting wider 

attention. On the other hand, import is growing at an alarming rate and the gap 

between the two is widening. This indicates that expOlt is not creating a good 

capacity for import and hence, low physical capital creation. 
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Before moving to the regression results, a study of the time series characteristics 

of the variables was carried out. Unit root test was conducted using ADF and PP 

tests . Accordingly, the result indicates that all the variables of interest are 

integrated of order one. 

Cointegration test was conducted and the result shows the hypothesis of no 

cointegration was rejected at 5% level of significance and the existence of one 

cointegrating vecto r was supported. 

Following the result of the cointegration test, test of weak exogeneity and 

significance of the variables in influencing the physical capital formation in the 

long run was performed. Finally, the Vector Error Correcton Model (VECM) 

was formul ated in order to analyze the short run dynamics in identifying the 

variables that explain changes in the level of physical capital. 

The econometric result depicts that expected level of output has positive and 

significant influence on the level of physical capital fom1ation both in the short 

run and long run. 

The result also shows that aid has positive influence on physical capital 

form ation in the long mn, though the magnitude is very small. However, the 

result obtained from the short run dynamics is surpli sing, where the level of aid 

has negative influence on capital formation. 
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The main focus of the study was to find the effect of export income fluctuation 

on physical capital formation in Ethiopia during the period of study. 

Accordingly, the test result indicates that export income variation has a negative 

effect on capital fOl1l1ation in the long run. On the other hand, the fonner has no 

impact on the latter in the short run dynamics. 

The other variable of interest was real effective exchange rate. It 's impact was 

found to be negative on physical capital fonnation both in the long run as well 

as the short run. 

The rate of saving was found to be positive and significant in influencing the 

rate of physical capital fonnation in the country, but the result did not support 

long run influence of the fonner on the latter. The effect of real interest rate on 

the dependent vari able was found to be insignificant both in the shoti run as well 

as the long run. 

The study indicated strong link between expected levels of output both in the 

long run and short run. Thus, the policy of the govenunent should be geared 

towards improving that level ofreal output. Participation of private sector in the 

economy and encouraging market oriented economic system needs to get further 

attention. 

Gross domestic saving was found to influence capital fonnation in the short run. 

Based on this result, it is al so crucial in giving attention to it. Promotion of 
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private and individual saVll1g is essential. The government should give more 

attention in policy that formulates chalmels which suit small savings. Saving at 

firm level should also be encouraged. 

The govenmlent can also play essential role in expanding the base of saving 

through taxation and inclusion of the informal sector. It must appropriately 

channel domestic saving in to productive investment activities. 

On the other hand, encouraging capital inflows in to the country through FDI is 

helpful mainly to bridge the gap between the gross capital fonnation and gross 

domestic savings. In line with this, creation of conducive political system and 

macro economy in order to tap fore ign saving is important. 

The result of the regression shows that fluctuation in export adversely impacts 

long run physical capital fonnation. Expanding of the base of export is essential 

to diversify it from primary products. In addition to this, emphasis must be given 

for transforming the economy in to production of industrial outputs. Through 

thi s activity, the nation can reduce over reliance on few primary products. 

Expansion to foreign trade participation is fundamental in promoting and 

creating competitive environment for product exported in to foreign market. 

The government should also emphasize in regulating terms of trade, which can 

occur through adopting suitable measure by which exports can be profitably 
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used for importing capital goods. Moreover, undertaking further market 

liberalization and trade are necessary. 

The govell1ment should pay necessary attention when devaluing and 

depreciating the domestic currency, especially during the time when the temlS of 

trade are deteriorating. It must be the case that the govemment needs to see the 

impact of devaluation on the level of export and import, if devaluation 

encourages export perfoll1l1ance than the damage it causes to restriction of 

import, then it can be perused. However, if the opposite materializes, 

devaluation brings damaging effect to the economy. 

The final recommendation forwarded is the use of aid in productive investments 

by the recipient nations. On top of this, the donors should follow the direction of 

the countries interest if it is found to be productive. 
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