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Abstract
This paper sets out to explore the economy wide effects of Ethiopia’s measure to liberalize its
agricultural trade according to the rules of EPA (Economic Partnership Agreement). This
objective is undertaken by highlighting on sectoral and macroeconomic indicators. To this end,

the dynamic recursive CGE modeling approach in the context of the Ethiopian economy is used.

The findings show that there is no significant change in the economy by liberalizing the
agriculture sector only. Productivity in the agricultural sector decreases together with the real
GDP. Total investment in the economy declines while unemployment gets deeper and deeper
consecutively. Returns to factors of production decrease except a slight increase in the real

wage rate. As a result, owners of factors of production are discouraged in every sector.

Domestic producers in the agriculture sector are negatively affected by the trade liberalization
measure. The opposite is true for producers in the non agriculture sector. On the other hand,

Domestic consumers are better off because of the availability of cheap agricultural
commodities. However, the aggregate supply of every composite commaodity decreases together

with private consumption.

On the other hand, government fiscal revenue falls, its consumption rises however. Moreover

trade liberalization is likely to increase volume of export in the non agriculture sector.

Therefore, the findings of this paper imply that domestic policies should be encouraging for

domestic producers and export oriented for the non agricultural sectors.

Keywords: trade liberalization, recursive dynamic, CGE, EPA, Ethiopia
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1-BACKGROUND

Inspired by the gains from free trade, countries of the world are gradually abolishing
their protectionist trade policies and switching to free trade regimes. Ethiopia is also
gradually opening up its door wider and wider for foreign trade and investment. There
are a number of policy reforms undertaken by the government to enable the country
penetrate deeper into the globalizing world economy in order to speed up the country’s
economic growth. As part of the economic liberalization program, the Ethiopian
government has embarked on a comprehensive trade reform program. Dismantling
quantitative restrictions and gradual reduction of the level and dispersion of tariff rates
have been the major manifestations of the liberalization program. These reforms could
make domestic producers to some extent exposed to and familiar with the fierce
competition from foreign products. Moreover, the reforms are paving a way for the
country to be a member in different economic integrations. In fact, Ethiopia is acceding
for the WTO (World Trade Organization), negotiating for the EPA among ACP-EU
(African Caribbean and Pacific-European Union) countries and already a member of
COMESA (Common Market for East and Southern Africa) and negotiating for its Free
Trade Area (FTA). All these economic integrations in general and EPA in particular
have a number of principles and obligations that any member is obliged to accept.
Especially those of EPA are very tight. To comply with these principles, most of the
national trade and trade related policies of Ethiopia are going to be changed or
somewhat amended. One and the most decisive of these policy changes 1s making trade
freer in line with the standards of the integrations. Especially in the case of EPA import
tariff elimination is mandatory. The issue is, therefore, what these trade policy changes
are going to imply on the economy. This paper concentrates on analyzing Ethiopia’s

economic integration with the ACP-EU countries in the EPA framework.

The problem
The entire economy of Ethiopia is just a replica of the agriculture sector. This

overwhelming importance makes policies in the sector have a strong implication on the
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national economy. Therefore, measures to liberalize agricultural trade can have impacts

on the other sectors in particular and the macro economy in general.

The Ethiopian agriculture sector is dominated by poor farmers with low productivity.
Thus, joining EPA will leave them unprotected for the cut-throat competition from the
highly productive European farmers. Moreover, from the Common Agriculture Program
(CAP) European agricultural exports are highly subsidized which exacerbates the
problem of poor competitiveness of Ethiopian agricultural products in international
markets. Imported agricultural items take the price advantage over the domestically
produced ones. Therefore, domestic producers will die out along with the largest share
of households. Afterwards, this can make the forward and backward effects of

agriculture stated in the ADLI policy quite unlikely.

World rules for abolishing of trade distortions are not evenly implemented for both
developed and developing countries. There is absolute unfairness in favor of the
developed countries, which makes international trade a profit versus life game. The
unfair market domination by the highly profit oriented producers of developed countries

has put poor farmers’ survival into question.

Contrary to that, domestic consumers can possibly benefit from the availability of low
priced and high quality products from ACP-EU countries following EPA. This will
reduce cost of living in urban centers, which can in turn pressure the wage rate down in
the other sectors of the economy. This will help producers in these sectors to be highly
profitable. Moreover, agricultural trade liberalization in the EPA framework can
decrease prices of agriculture inputs imported from ACP-EU countries. Cheaper
imported inputs can raise productivity via learning, variety and quality effects (Yu and
Frandsen, 2005). This can make agricultural production and products cheaper in
domestic markets. This in turn, will help producers of the sector develop better capacity
to compete in global markets. Furthermore, the agriculture sector will be able to provide
the other sectors with cheaper and high quality products to be used as an input and

increase the productivity and profitability of these sectors.
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As it can be clearly seen, agricultural trade liberalization in the EPA framework has two
opposing effects on the Ethiopian economy generally and the agriculture sector
particularly. Therefore, with the expected benefits and challenges that the country can
face when heading into the EPA, the central aim of this study is to investigate the sum-
total economy wide effect of Ethiopia’s own unilateral agricultural trade liberalization
following the signing of EPA. The most likely changes on macroeconomic and sectoral

indicators will be studied.

This study hypothesizes that elimination of tariff on agricultural imports has positive
effect on amount of agricultural imports and negative effect on the sector’s output
which causes agricultural exports to fall. The real GDP and government revenue face

negative effect.

So far, the case of EPA was treated with a static CGE model which can examine its
impact for a yearlong only'. There have been little attempts to investigate the long-run
effects. So, this paper is an attempt to fill this gap by analyzing the issue using a
dynamic CGE model. Besides, the research tries to urge policy makers or negotiators,
implementers and non-governmental and other agencies give emphasis for agricultural
trade liberalization and its impacts. The paper could also indicate areas of future

research and could contribute to the wealth of information existing on the subject in the

country.

This study is organized as follows. Section two is devoted to a brief review of related
theoretical and empirical literatures. Section three presents a general overview of the
Ethiopian economy and the trade liberalization measures already taken by the Ethiopian
government. In the fourth section EPA is discussed. The methodology employed is
outlined in section five. Section six discusses the empirical results. Conclusions and

policy implications section is provided at the end.
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2- LITRATURE REVIEW

2.1 Theoretical literature

In short, trade liberalization is a reduction or complete elimination of barriers on trade.
Kottis (1989) put its definition as follows: “Trade liberalization implies any change,
which leads a country’s trade system toward neutrality in the sense of bringing its
economy closer to the situation, which would prevail if there were no governmental
interference in the trade system”. There are two major indicators of a move in the
direction of frade liberalization: 1) a reduction or elimination of tariff or non-tariff
barriers; and 2) a change in the form of intervention: substituting more distorting for
less distorting form of intervention, just like Tariffication’. To be able to justify whether
agricultural trade liberalization is healthy or not for a country with respect to its
prevailing circumstances, we have to be clear about the likely benefits and costs of trade

liberalization in general and that of agriculture in particular.

The reduction or elimination of barriers to trade among countries encourages countries
to produce and trade goods and services in which they have comparative advantage. The
specialization accordingly will scale-up production efficiency in the economy. In
addition, increased competition from abroad and enhanced access to better technology
made possible by trade liberalization induce technological innovation and higher
productivity (Oyejide, 1997). These lead to greater exploitation of economies of scale.
Market expansion following trade liberalization can also create favorable condition for
economies of scale. This is extremely important for the very poorest developing nations
whose domestic markets are small and very inadequate for production expansion based

solely on local demand (De Vylder, 2007).

The other significant benefit of trade liberalization is allocation efficiency that could be
especially important for a poor countrv. In trade models that presume perfect
competition, trade liberalization in highly distorted economies generally improves the
existing allocation of factors across sectors and thereby induces a rise in the value of
domestic production (Taybout, 1992). The directly unproductive rent-seeking activities

that were encouraged by distortionary protective policies waste real resources, including
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entrepreneurial talents, which are particularly scarce in developing countries. In a
dynamic sense, liberalization allows allocation of investment in more profitable
activities. This improves the efficiency of investment. Thus, it has often been observed
that, controlling for other factors, more open economies, in the sense of less distortions
in their foreign trade regime have both higher GDP growth rates, and higher growth
rates of total factor productivity’ (TFP) (de Melo & Summana, 1992).

However, the general empirical literature on the relationship between openness and
growth is mixed. Kruger (1978) argued that openness positively affected growth
through two channels. First, the direct effect - via higher capacity utilization and more
efficient investment projects and the second is the indirect effect that works through
exports: more liberalized economies have faster growth of exports and this, in turn,
result in more rapidly growing GNP. Thirlwall (2000) shared this idea by arguing that
trade liberalization has a positive impact on economic growth mainly through
improving efficiency and stimulating export performance which have powerful effects

on both supply and demand with in an economy.

To strengthen the literature on the positive correlation between openness and growth,
Edwards (1992), using nine indicators of trade orientation constructed by Leamer
(1988) and taking a sample of 30 developing countries over the period 1970 — 1982,
concluded that open economies tend to grow faster. According to Edwards, the only
channel through which trade liberalization enhances growth is through the absorption of
foreign technology. Moreover, Kneller et al. (2008) using a sample of 48 liberalizing
developing countries, argued that there is no clear cut effect of trade liberalization on
economic growth for all countries. It can be negative, zero or positive depending on the
country’s particular situations. A wide dispersion of growth rates, ranging from — 1.4%
per annum in Guinea-Bissau to + 12.4% per annum in Nicaragua is resulted. Ethiopia is
found in between: a growth rate that is ranging from 1.67 to 4.73 can be recorded as a

result of trade liberalization.

N
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Increased competition because of free trade is often required in protected home markets
in order to raise productivity and exert pressure on monopoly prices (De Vylder, 2007).
As domestic producers get more into competitive markets, they will tend to adjust their
behavior in a way that reduces the likelihood that they will demand protection in the
future. Thus, domestic markets will tend to look like perfectly competitive markets as a

result of trade liberalization.

As we consider the costs of openness, it is widely argued that it is poor countries that
suffer more. Openness will expose domestic producers to cut throat competition from
imported high quality and low priced products. Consequently, the propensity to import
may increase than export following trade liberalization which leads to the worsening of
the trade balance. Net demand for domestically produced goods and services will
reduce. This in turn, leads to lower income for domestic producers and generally lower
GDP (Pawell and Thirlwall, 1993). In the long run, domestic producers will end up in
bankruptcy which can be accompanied by increasing unemployment. Therefore,
Befekadu (1997) put deindustrialization as the first and most important impact of an
open economic framework for developing countries. Moreover, these economies will be
left without endogenous technology and capital in the course of time. A widening of the
gap between foreign exchange demand and the supply can happen following higher
import propensity than export and this will tackle the developing countries’

development struggle in the long run.

The integration of a country into the global economy brings benefits and challenges not
only to consumers and producers but also to the public sector. In the poorest developing
countries fall of government revenue is considered as the major cost of openness. This
is because many of them remain heavily dependent on import tariffs as a source of
government revenue. Edwards (1998) stated that before the commencement of the new
millennium tariff revenue exceeded 30% of the governments total tax revenue in more
than 25 developing countries. Ethiopia is not an exceptional country for this reality;
above 40% of government revenue between 1996/97 — 1999/2000 was contributed by

tariff revenue (Fantahun, 2002; Abebe, 2004). In fact, complete elimination of import
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tariff reduces tariff revenue. However, the effect of a partial tariff reduction depends on

responsiveness of imports to price changes.

With regard to agricultural trade liberalization, it is currently being hotly discussed in
many developed and developing countries. Since agriculture is the pillar of their
economy, developing countries especially show considerable interest on issues relevant
to it in the WTO or any other regional integration negotiations. This is because

liberalizing agricultural trade has its own costs and benefits.

A reduction in support for agricultural producers will improve economic efficiency, as
the inefficient resources in the agriculture sector are reallocated to the other sectors
where they are more efficient. The improvement in economic efficiency in turn will

tend to raise real income, (Tokarick, 2008).

The largest effect of agricultural trade liberalization has been a major rise in the volume
of cheap imports. The fall in prices of imported products accompanied by a rise in
domestic production cost following abolishing of subsidies on agriculture inputs will
leave small holder farmers no longer compete on local markets. The reduced
profitability for these small holder farmers is devastating to food security (De Vylder,
2007). With the agriculture sector dominated by small holder farmers such loses have
very significant negative effect on the non agriculture sector in particular and the entire

economy in general.

The exact opposite of this is also potentially true. The reduction of agriculture trade
barriers will make imported agricultural inputs like fertilizer, pesticides, agriculture
capitals like farm machineries etc available domestically at cheaper prices. This can
obviously reduce cost of production and foster production efficiency. However, in
developing countries like Ethiopia where the agriculture sector is not subsidized
currently, the decrease in production cost will be insignificant. These productivity and

production cost gains may make domestic producers somewhat profitable but this

~1
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depends on the extent of market competition that domestic farmers are expected to face

from imported agricultural final products.

2.2 Empirical evidence on agricultural trade liberalization

A research on the economy wide effect of tariff elimination on agricultural imports for
Pakistan was conducted by Rizwana Siddiqui in 2007. Using a dynamic CGE analysis
Siddiqui came up with imports declining in the non-agriculture sector and increasing in
the agriculture sector in the long run (assumed ten years). Tariff elimination affected
both output and export positively for all the sectors. These effects were stronger on the
manufacturing sectors. When we focus on the total economy wide effect, output, export
and import, increased by 0.21%, 0.53% and 0.05% respectively. On the other hand,
households were generally adversely affected in terms of real income and consumption
(with 0.47% and 0.60% decline respectively). However, as income effects are
concerned urban households were relatively in better position. In turn, rural households
were relatively better off as consumption decline less for rural households than urban

households.

In the Ethiopian case there are few studies conducted to assess the economy wide
impact of agricultural trade liberalization. Solomon (2007) has tried to assess the short-
run impacts of WTO accession on the Ethiopian economy. Elimination of tariff rates on
agricultural imports resulted in positive changes in all GDP, private consumption,
investment, imports and exports with the exception of government revenue which
recorded an adverse effect. When we look into sector specific results; quantity of
domestic output declined for the non-agriculture sector while it increased for the
agriculture sector. Factor returns increased for almost all of the sectors with a decline of

capital returns only for the non-agriculture sector.

3- OVERVIEW OF THE ETHIOPIAN ECONOMY

3.1-Ethiopian economy and the agriculture sector, its role and performance
Despite its bad history, Ethiopian economy has been recording high growth rate in a

row for the last three years (12.6% in 2004/05, 11.6% in 2005/06 and 11.4% in
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2006/07). Although all sectors contributed for this success, agriculture stands first
growing by 13.5% in 2004/05, 10.9% in 2005/06 and 9.4% in 2006/07. The non-
agriculture sector was also growing. The industry sector was showing successive
growth (9.4% in 2004/05, 10.2% in 2005/06, and 11.0% in 2006/07). However, this
sector is characterized by low productivity and the domination of the manufacturing sub
sector which has been engaged in production of labor intensive and low value added
consumer goods. Likewise, the service sector has been fastly growing with growth rate

of 12.8%, 13.4% and 13.5% for the same period respectively (NBE, 2006/07).

Ethiopian agriculture is characterized by low productive small-holder subsistence
farmers. Generally, overall economic performance in FEthiopia has been heavily
associated with the performance of the agriculture sector. However, the sector’s
contribution to the GDP is significantly decreasing (50.4% in 2004/05, 44.0% in
2005/06 and 38.0% in 2006/07). It is the service sector that completely substitutes the
agriculturc sector in its contribution to the GDP. On the other hand, the agriculture
sector still brings the largest share of Ethiopia’s export earning (83% in 2004/05) (NBE,
2006/07). In terms of employment, about 88% of the active population lives in rural
areas. This can witness that the majority of the country’s work force is engaged in this

sector. It in fact shows the low productivity of the sector.

TABLE 1 Ethiopian agricultural import (in million birr)

2004 2005 2006 Tariff
Commodities rate
value % value % value % %
Fertilizer 112067 | 45 85034 | 24 [114827 2.5 0
Agricultural capital goods 117.23 0.5 | 294.71 | 0.83 | 309.92 | 0.67 -
Cereals 165724 | 6.7 120091 | 577 938.4 2 5
Live animals & animal products 53.0 0.2 | 54.13 |0.15 | 110.54 | 0.24| 5-30
Vegetables 30244} 1.2 142832 12 116703 i3.6.| 5:30
Tobacco 12.43 0.05| 30.68 |0.09 | 30.62 | 0.07 20
Total agricultural imports 3273 132 - 36451 ei0d L4243 9 | D2 -
Total import 24830.57 | 100 | 35366 | 100 | 46141.9 | 100 -

Source: CSA




From table 1 share of agricultural import has been decreasing though it was increasing
in value terms. Fertilizer import, though it is exempted from tariff, has been decreasing.
Therefore, trade liberalization can have no effect on domestic price of fertilizer and its
volume of import. However, agricultural capital goods has shown successive rise in
value terms. This can be further intensified by the trade liberalization. As a result,
domestic farmers will gain higher productivity and efficiency. Almost all of agricultural
final products that are used as inputs for domestic industries have been increasing in
terms of both import share and value of import. This trend will drastically intensify
when the large tariff rates on them are reduced or eliminated. Keeping its low tariff rate
in mind, we can forecast that trade liberalization can have weaker effect on cereal

import.

Let us look at agriculture’s forward and backward linkages with the rest of the sectors
of the economy. “When general equilibrium effects are taken into consideration,
agriculture is found to be superior, through income and consumpltion linkages, in terms
of stimulating economic growth in the country.... With regard to the direct or transfer
effect, rural households have greater transfer effect than urban households.” (Tadele,
2001: 223). Accordingly, CSA data for 1999/2000 shows that the rural households spent
almost half of their income on industrial products but only 29% on agriculture products.
Milled cereals and clothing and footwear are the two industrial products that they spent
more at (almost 30% of the total expenditure). Adding the expenditure on services and
that on the industry we can conclude that around 3/5 of the total expenditure of rural

households is made on products from the non-agriculture sector.

Regarding the input — output linkage, Tadele (2001) found that agriculture has got the
highest backward linkage followed by the industry. As we consider backward linkages
of the agriculture sector with the other individual sectors, it has the lowest linkage with
the industry sector. The same is true for the industry; it has got the lowest of its input
requirements from the agriculture sector. Thus, both the sectors rely more on imports
for their input requirement. Moreover, each of the agriculture and the industry sectors

are highly interlinked within themselves. Therefore, in the Ethiopian economy the intra-

10
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sectoral linkage is stronger than the inter-sectoral one. Because of this, the effects of
agricultural trade liberalization on the agriculture sector will be less likely to be
transmitted to the non-agriculture sector. Therefore, the highest effect on the non-
agriculture sector will be either directly from the trade liberalization or from the intra-

sectoral linkage.

3.2- A Brief Account on Trade Liberalization Measures of Ethiopia

Since the 1991 government change, Ethiopia has undertaken significant trade
liberalization measures including the SAP. These measures include devaluation of the
‘Birr’ against Dollar, introduction of inter-bank auction to determine foreign exchange
rate, removal of subsidies, reduction or elimination of limits on access to foreign
exchange for specific items of imports, simplification of the system of granting import
licenses and permits deregulation of prices and restructuring and privatization of public
enterprises. With respect to import trade liberalization, substantial measures have been
introduced. The lcvel and dispersion of effective rates of protection and average
nominal tariff rates have been reduced, a number of import duties have been exempted
and non tariff barriers as well as specific tariff rates removed. The maximum tariff rate
reduced from 230% to 35%. The current tariff rate ranges from 0 to 35% with only 6
tariff bands which was reduced from 23. The average simple tariff rate reduced from
79.1% during the pre-reform period to 20% in 2007 while the weighted average tariff
rate reduced from 41.6% to 17.5% over the same period. This makes Ethiopia’s
weighted average tariff rate lower than other developing countries which is around
20%. Moreover, effective rate of protection on agriculture is 13.4% and on

manufacturing sector is 13.5%.

11
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TABLE 2 Tariff reform measures

Pre- Post-reform period
Description reform | Aug’93 | Jan'96| Dec’96 | Jan'98 | Dec’98 | Jan’03 | Nov'07
period
Maximum tariff 230 80 60 60 50 40 35 35
rate (in %)
Lowest tariff 5 5 5 5 5 5 ) 5
rate (in %)
Number of tariff 23 9 8 7 7 7 6 6
bands
Number of tariff 327 138 169 170 168 167 15772 241
exemptions
Tariff dispersion 225 75 55 45 45 35 30 30
(in %)
Prohibited items 2 2 2 2 2 2 2 5
Simple average 79.1 35 28.8 24.3 24.3 20 20 20
tariff rate (in %)
Weighted average 41.6 29.6 24.6 23.6 2ES 19:5 17.5 17.5
tariff rate (in %)
Number of items 157 4 4 4 4 3 0 0
With specific tariffs
Average collected tariff  231.3 577 1067 | 1021.7 | 1083 | 1258.8 | 2630.3 ND
revenue(in million birr)
Growth rate (in %) = 149.5 84.9 -4.2 6.0 18.7 104.6 ND
Total number of items 1821 5332 | -5294:-5295 5486 | 5426 | 5608 5426

Source: MOFED ND — no data is available

Table 2 indicates that a partial reduction in tariff is accompanied by a significant
increase in government revenue. This shows that Ethiopian imports are highly tariff
elastic. In trade liberalization negotiations like in the WTO, which requires partial tariff
reduction only, Ethiopia may enjoy a rise in tariff revenue. This may also be true in
EPA and COMESA cases at least during the transition period when Ethiopia is going to

reduce tariff step by step.

12
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4-THE ECONOMIC PARTNERSHIP AGREEMENT (EPA)

European and ACP member countries had started institutional relationship since the
Yaoundé Convention — Yaoundé I, as of July 20 1963. Following this convention
European countries were extending economic development fund to the poor ACP
countries. It was only after the signing of the Lome treaty in 1975 that the relation
between EU and ACP countries went beyond economic cooperation to include trade
partnership agreements. But these trade agreements were not reciprocal. Between the
Yaoundé I and the Lome I-IV conventions which ended in 2000, the EU offered
preferential market access to the ACP countries’ exports, without requiring the group to

reciprocate those preferences to the EU.

However, in June 2000, the EU (15 member countries at that time) and the 77 African,
Caribbean and Pacific (ACP) countries under the Cotonou Partnership Agreements
(CPA), a successor of Lome IV, commenced negotiations of a new arrangement titled
Economic Partnership Agreement (EPA). The introduction of WTO in 1995 as the new
world trade system was the major reason for the signing of a new reciprocal trade
agreement between EU and ACP countries. The ACP-EU cooperation undertook a
radical change. Starting from January 1% 2008, the new EPA was expected to come into
force with a new reciprocal but asymmetric trade regime phasing out the non-reciprocal
preferential trade regime. This is to make the EPA WTO compatible. According to the
new EPA, EU will offer duty free entry into its markets, except for sugar and rice which
are subject to quantity restriction for a short transition period and more liberal rules of
origin for clothing exports. To reciprocate this, ACP countries are required to gradually
eliminate tariffs on at least 80% of their imports from the EU over the next 15 years,

(World Bank, 2008).

So far 106 countries of the world are involved in the ACP-EU partnership agreement.
The ACP-EU grouping currently has members of 48 countries from SSA, 16 from the
Caribbean, 15 from the Pacific and the 27 EU member states.
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Ethiopia is one of the members of ACP-EU since the time of Lome-I Convention. It is
currently negotiating for the new EPA. So far, it has been enjoying the preferential
market access EBA (Everything But Arms), which has been offered by the EU.
Focusing on Ethiopia’s trade with the members of ACP-EU, EU is its first major trade
partner for both imports and exports, with a share of 27.1% of the total Ethiopian
foreign trade. However, its trade with Africa is very small and that with the Caribbean

and Pacific countries is almost non-existent.

5- THE METHODOLOGY

5.1-The model

Computable general equilibrium (CGE) models are simulations that combine the
abstract Walrasian general equilibrium model with realistic economic data to solve
numerically for the levels of supply, demand and price that support equilibrium across a
specified set of markets (Shoven and Whalley, 1984). A CGE model captures the
detailed accounts of the circular flows of receipts and outlays in an economy. In
addition, it satisfies the equilibrium conditions for all markets simultaneously and is
thus useful in analyzing associations between various agents of the economy (Bazlul et
al, 2006). The Walrasian general equilibrium theory states that in an economy where
consumers are endowed with factors and demand produced goods, and firms demand
factors and produce goods with a constant returns to scale production function, both
output and factor markets clear, whilst perfect competition assures that producer prices

equal the costs of production for every operating activity.

Though the CGE body of literature has advanced considerably over the last decade to
include non-Walrasian elements (e.g. imperfect competition, increasing returns to scale,
dynamics, macroeconomic relationships), at its core, it still remains Walrasian in spirit.
In short, the CGE theoretical framework draws on a combination of general equilibrium
theory, neo-classical microeconomic optimization behavior of rational economic agents,

and some macroeconomic elements (Kirkpatrick and Serban, 2007).
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Dynamic general equilibrium models can be classified as inter-temporal or sequential
(recursive). Inter-temporal dynamic models can be explained by agents that have
rational expectations and make inter-temporally optimal decisions — everybody knows
everything about the future, and they use that information in making decisions (Lofgren
et al, 2004). In reality, particularly in developing countries, it is hard to assume that
agents have perfect foresight. For this reason and because it is certainly plausible for
simulation analysis in such circumstances, it is much more appropriate to develop a
recursive dynamic CGE model. In recursive models, the behavior of all economic
agents (private and public) is characterized by adaptive expectations - make their
decisions on the basis of past and current conditions, with no role for forward-looking

expectations about the future (Thurlow, 2008).

The model developed for this particular study belongs to the recursive dynamic strand
of the dynamic CGE model. It is solved recursively - one period at a time; a recursive
model is a series of static CGE models that are linked between periods by behavioral
equations for endogenous variables and by updating procedures for exogenous variables
(Annabi et al, 2007). The equations in this model are separated into a within-period
module, which defines the decisions in each time period, and a between-period module,
which governs the dynamics of the model. The equation set and the full list of symbols

are shown in ANNEX III.

Within period specification
The within-period component (the static module) describes a one-period static CGE
model. In this description, all blocks of equations that are included in the model, except

the dynamic block, are covered.

The model assumes that producers maximize profits subject to production functions. In
this model a multi-stage production technology is adopted. At the top level, value added
and intermediate inputs are combined via a Constant Elasticity of Substitution (CES)
production technology to produce gross output. Value added in non agriculture sector

(industry and service) is in turn represented by a CES function of labour and capital,
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while that of agriculture sector is given as a CES function of land and composite
factors. The composite factors are also represented by a CES function of labour and
agricultural capital. In addition, producers in a sector are assumed identical. The model
assumes no similarity between products of sectors: Each sector produces its own
distinctive product. The multi-level technology underlying production is depicted for a

representative producer in Figure 1 in ANNEX II.

Total domestic output: produced by the technology explained above is either
domestically used or exported. Profit maximization motive drives producers to sell their
products in domestic and foreign markets based on the returns they can achieve
(Thurlow, 2008). This allocation is held using sectoral constant elasticity of
transformation (CET) function. Commodities that are exported are further disaggregated
according to their region of destination under a CES specification. Changes in relative
prices across regions lead to a shift in the geographic composition of exports. Small
countries likc Ethiopia are assumed to face a perfectly elastic world demand at a fixed
world price. On the other hand, the model incorporates imperfect substitutability
between domestically produced (which are not exported) and imported goods (i.e
Armington assumption). This allocates domestic demand across a composite
commodity that is made up of imports and domestic output on the basis of constant
elasticity of substitution (CES) function. Imports are further disaggregated according to
their region of origin using a CES function. This specification allows for regionally
specific tariffs, and for substitution between regions following changes in relative
import prices. Again under the small country assumption, Ethiopia is assumed to face
infinitely elastic world supply at fixed world prices. All consumers of a commodity are
assumed in this model to have the same import — intensity of consumption. Figure 2 in

ANNEX II describes this clearly.

Domestic demand is the sum total of final consumption demands by households and
government, and investment demand, intermediate consumption demands by activities
and transaction services demand. Households consumption demand is given by a linear

expenditure system (LES), derived from a Cobb-Douglas utility function. The model
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assumes households maximize utility subject to budget constraints. Households finance
consumption demand from their income. This income is collected from labour wage,
dividends, intra-household transfers, government transfers and remittances. They
allocate their income for consumption and saving after paying personal income tax to
the government. The saving and direct income tax rates are assumed to be fixed. This

matter is discussed more on the macro-closure part.

The return from capital is the main source of income for enterprises (or firms) along
with the return on land. This income is transferred as dividends to domestic households
and saved (at a fixed rate) after having paid corporate income taxes to the government
(based on fixed tax rates). The government on the other hand, earns its income from
direct and indirect tax revenues, and foreign transfers and spends it on consumption and
transfers. Government consumption is fixed in real (quantity) terms whereas

government transfer to households is CPI-indexed.

The common assumption here is that the economy observed is in general equilibrium in
its base year: the year to which the SAM applies. General equilibrium is defined by the
equality (in each period) between supply and demand of goods and factors, and between
investment and saving (Annabi et al, 2007). Equilibrium in the goods market is attained
through the endogenous interaction of domestic and foreign prices. Flexible prices
equilibrate demands for and supplies of domestically marketed outputs. In factor
market, capital is fully employed and sector-specific, implying that sector-specific
returns adjust to ensure that demand for capital equals total supply. Labour
unemployment is assumed and wage is fixed in real terms and supply passively adjusts
to match demand. Savings by households and enterprises are collected to form total
domestic saving (or loanable funds) from which investment is financed. Capital inflows
from the rest of the world and government saving augment it. The savings rates of
domestic institutions are fixed, and investment passively adjusts to match savings in

equilibrium.
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The model includes three macroeconomic balances: the current account balance, the
government balance, and the savings and investment balance. To introduce new flow
equilibrium condition of the three macro balances and impose a macro feature as well
into CGE models a macro closure rule needs to be specified, (Robinson et al, 2005). The
neoclassical closure which is the most frequently used seems extreme when studying
countries historical experiences of analyzing the impacts of exogenous shocks or policy
changes. Thus, a closure that resembles the real world most is preferred most (Lofgren
et al, 2002). Modelers had to abandon some of the strict neoclassical assumptions and
incorporate structural rigidities that capture non neoclassical behaviour, macroeconomic
imbalances, and institutional rigidities typical of developing economies, (Taylor 1990;

Robinson 1989, 1991; Carri 2008).

Deviations from neoclassical theory as a result of certain institutional and structural
rigidities within the Ethiopian economy are considered in this model. For example, in
the factor market capital is assumed to be immobile across sectors, and labour supply is
unemployed and mobile at a fixed real wage. Furthermore, capital return is assumed to
vary across sectors. Whereas, in product market, the model considers perfect
competition which is quite neoclassical. The macro closure specified for this model is,

therefore, a relaxed neoclassical one which is discussed below.

For current account balance the simplest solution, widely practiced, is to assume the
current account balance as exogenous and the resulting imbalance is filled by the flow
of funds from the savings-investment account, (Robinson and Lofgren, 2005). In this
model current account balance is held by assuming flexible exchange rate at a fixed
level of foreign saving (fixed in foreign currency). There is an implicit functional
relationship between the real exchange rate and the trade balance (or foreign saving).
Changes in the exchange rate work only through affecting export supply and import
demand. If there exists a trade deficit then real exchange rate depreciates increasing exports
while decreasing imports which finally leads to balanced trade with a fixed foreign saving
(Lofgren et al, 2002). This closure is appropriate for countries following a flexible

exchange rate system like Ethiopia.
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In the government account, the level of government expenditure: consumption and
transfers, is fixed in real terms while government revenue is determined by fixed direct
and indirect tax rates. Government savings (the current surplus of the government) is
determined residually as the gap between revenue and expenditure. This closure is
chosen since it is assumed that changes in direct and indirect tax rates are exogenously

determined based on political objectives.

The macro closure applied for the saving-investment balance is the savings-driven
neoclassical closure in which volume of investment is determined by volume of
savings. Fixed savings rates for non-governmental institutions and scale investment

demand are specified so that all savings find outlet in investment.

It should be noted that the model designed in this paper can only solve for the relative
prices and the real variables of the economy. To achieve this and anchor the absolute
price level a normalization rule has been fed into the model, a completely exogenous
practice. In addition, a no-inflation benchmark is employed in the model by setting the
price index exogenous. The consumer price index (CPI) is chosen as the numéraire, so
all changes in nominal prices and incomes in simulations are relative to the weighted
unit price of households’ initial consumption bundle (i.e a fixed CPI). The model is also
homogenous of degree zero in prices, implying that doubling of all prices will not result
in any changes in simulated real, price deflated, quantities in production, consumption

or trade. In macro terminology, the model displays neutrality of money.

Between-period Specification

In this part the dynamics of the model is described. The updating equations define the
changes in the stocks of labour and capital. In every period the capital stock (KD) is
updated with the total amount of depreciation and the new investment (Ind). The
investment demand function® included in the model, presents how new investment is
distributed among sectors based on the return to capital and the user cost in each sector.

Total labour supply, on the other hand is assumed as endogenous variable, which
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