
































































































































Regarding the major supply side variables, all the variables except real exchange rate and
FDI are found to be statistically significant. As the result indicates, the log of the
institutional quality variable is entered with a positive sign at 5% significance level. The
positive coefficient of the variable indicates that Fthiopia’s export depends on
institutional quality of the country. From the estimated results, holding other things
unchanged, it is evident that a 1% improvement in the institutional quality leads to a
1.37% increase of exports to its trading partners. The estimated result also indicates that
internal transport infrastructure, measured by the log of % age of paved roads out of the
total roads, is significant at 5%. FDI and real exchange rate are statistically insignificant
though the sign of the FDI variable is negative which is against our hypothesis. The result
also suggests that log of domestic income (GDP) is statistically significant at 1% and has
a positive sign. From the estimated results, it can be projected that with a 1% increase in

GDP, other things equal, there would be a 1.29% increase in export supply.

All the variables that determine foreign market access conditions are found to be
statistically significant with the expected signs. Log of GDP of the trading partners,
which determines their import demand, is statistically significant at 1%. A 1% GDP
increase of the trading partners would increase their demand for Ethiopian exports by
0.93%. A distance variable, which is a proxy for transport costs, is entered with a
negative sign at a 5% significant level. The negative coefficient of this variable indicates

that the distance between Ethiopia and its trading partners affects Ethiopian export
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negatively. A 1% difference in distance will reduce Ethiopian exports by 0.88%. The
estimated result also indicates that trade policy of Ethiopia’s trading partners has a
significant effect on Ethiopia’s exports. The log of this variable is entered with a positive
sign as expected at a 10% level of significance. The estimated result evident that a 1%
improvement in the conduciveness of their policies (i.e. a 1% increase in their openness)
would increase other things equal, Ethiopian exports to these countries by as much as

0.66%.
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IV. Conclusion and Policy Implications

Since 1992 Ethiopia has taken different measures for the development of the external
sector. Due to these measures, some improvements in export performance have been
registered during the post reform period. However, Ethiopia’s share in the world total
exports is still at a very lowest stage, which was 0.01% in 2006 (WTO, 2007). This
study, thus, attempted to identify the factors that contribute for the poor export
performance of Ethiopia. We followed the empirical approach of Redding and Venables
(2003) and Fugazza (2004), which helps us to decompose export performance of
individual countries into supply capacity and foreign market access conditions. Based on
these approaches, we have specified an econometric gravity model of bilateral trade
flows between Fthiopia and its trading partners. Using annual data of Ethiopia and its 30

trading partners for the years 1995-2007, we investigated these issues.

The empirical result suggests that supply side conditions are one of the major factors that
determines export performance of Ethiopia. Besides domestic income, the major supply
side factors such as internal transport infrastructure and institutional quality are found to
be statistically significant and affects Ethiopian exports positively; where as FDI and real

exchange rate are found to be statistically insignificant.

According to the estimated result, foreign market access condition also plays a significant
role in export performance of Ethiopia. The result suggests that income of the trading

partners, which determines their market capacity or import demand, trade openness of the
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trading partners and distance, which is a proxy for transport costs, are the major
determinant factors. While trading partners income and trade openness affect Ethiopian
exports positively, distance between Ethiopia and its trading partners affects Ethiopian
exports negatively.

These findings carry various policy implications.

1. In many literatures it is noted that depreciation of the real exchange rate of a
particularly country shows the gain in competitiveness of that country. In this
study, it is found that depreciation of real exchange rate is statistically
insignificant, meaning it does not increase the competitiveness of Ethiopian
exports in the world market. So, how can Ethiopia enhance its competitiveness in
the global market?

It is evident from the experience of East Asia that they were able to maintain their
export competitiveness by diversifying away from specializations that involved
products for which world demand was growing only slowly (Mytelka, 1999 as
cited in Melesse, 2002). In other words, these countries attained competitiveness
through their effort to industrialize their economy. Since the world demand for
primary products is declining, Ethiopia may not be competitive through exporting
primary products according to its existing comparative advantage. So, in order to
guarantee a sustainable and long term competitive position in the global market, it
is required to create a conducive environment (for instance, regulations for
industrialization through sound industrial policy) and generate new capacities In

order to diversify the current export structure.
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2. The experience in a number of countries suggests that FDI strongly contributes to
the transformation of the composition of exports. The policy environment in a
given country is paramount for this strong relationship. In this study, the estimated

result indicates that FDI has no impact on Ethiopian export performance.

As the WB diagnostic study (2004) indicates, export-oriented FDI projects in
Ethiopia have been few and far between. Moreover, foreign investments in
Ethiopia have been driven more by market secking motives than exporting, as
compared to local investors and has been influenced by the incentive structure that
has a bias against exports. The study also indicates that most agriculture and
manufacturing projects are oriented towards the local market and they supply a
considerable % age of their products to the local market rather than exporting to
the world market. These may be the reasons for the insignificant impact of FDI on
export performance of Ethiopia. As FDI can help the diversification of the current
export structure to the technological content of exports, it is required to consider
major changes in the policy environment in order to attract new export-oriented
FDI projects; further reforming the incentive structure and improves the domestic
business climate, including government provision of public goods, to enable the

existing FDI projects to supply their production to the world market.

3. As the findings suggest, it is necessary for policy makers to take care about all

aspects for the development of the export sector. Meaning it should be necessary
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to give an emphasis for the improvement in the supply conditions as well as for
better access for international markets.
This analysis has been carried out at an aggregate level. Our dependent variable (total
export to each trading partner) groups together exports of primary, mineral and
manufactured products. In future research work, it may be useful to conduct the analysis
at sectoral level. This could enable policy makers to identify which sectors face supply

capacity and foreign market access conditions most severely.
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APPENDIX Al. HISTOGRAM AND BOX PLOT OF VARIABLES IN LE VELS
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Figure 1: Histogram and Box Plot of Weighted distance between Ethiopia and its trading

Partners
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Figure 2: Histogram and Box Plot of Real exchange rate
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Figure 3: Histogram and Box Plot of GDP of Trading Partners
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APPENDIX A2. HISTOGRAM AND BOX PLOT OF LOG-TRANSFORMED VARIABLES
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Figure 4: Histogram and Box Plot of log of Weighted distance between Ethiopia and its

trading partners
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Figure 6: Histogram and Box Plot of log of GDP of Trading Partners
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TABLE 1: SUMMARY STATISTICS OF THE LEVEL VARIABLES

Item Variable Mean

1 GDP of Ethiopia* 9896.308
2 GDP of trading partner * 956776.9
3 FDI of Ethiopia* 1578.612
4 INF of Ethiopia** 13.93769
5 10 of Ethiopia*** 21.38462

6 RER between Ethiopia and 3.496149
its trading partners

7 Distance between Ethiopia 489.5091
and
(Km)

8 Foreign trade policy***

its trading partners

71.85385

Standard
Deviation
3503.557
2005752
1144.714
1.921432
5.921144
3
4.270112

294.1017

15.27127

Skewness

1.717266
4.003875
0.4608574
1.354037
0.5347958
1.030532

1.38541

-1.957016

Kurtosis

4.731039
20.55327
1.852876
4.489121
2.74631

2915353

5.989204

6.634525

e units in millions, **units in % age, ***Score out of 100
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TABLE 2: SUMMARY STATISTICS FOR THE LOG-TRANSFORMED VARIABLE

Ttem

X R W

Variable

log of GDP of Ethiopia
log of GDP of ftrading
partner

log of FDI of Ethiopia

log of INF of Ethiopia

log of IQ of Ethiopia

log of RER between
Ethiopia and its trading
partners

log of Distance between
Ethiopia and its trading
partners (Km)

trade

log of Foreign

policy

Mean

9.151763
13.77134

6.989776
2.625976
3.014852

-0.7062853

6.007805

4.237622

Standard
Deviation
0.2912171
1.783571

0.9808887

0.1285789

0.3295532
2.863351

0.6460431

0.3135755

Skewness

1.41202
-0.4049538

-0.6339894

1.045529

-1.109349
-0.6105816

-0.5684732

-2.988119

Kurtosis

3.648893
3.159373

2.323422

3.655191

3.206643
2.079292

3.2482

12.69774
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TABLE 3: SKEWNESS-KURTOSIS TEST FOR NORMALITY

(VARIABLES IN LEVELS)

Item Variable

GDP of Ethiopia

GDP of trading partner
FDI of Ethiopia

INF of Ethiopia
10 of Ethiopia
RER between Ethiopia and
its trading partners
Distance between Ethiopia
and its trading partners
(Km)
Foreign trade policy

0.000
0.000
0.000
0.000
0.000
0.000

0.000

0.000

Pr(Skewness)

Pr(Kurtosis) Adj

0.000
0.000
0.000
0.000
0.310
0.852

0.000

0.000

1)

68.87
15.62
40.06

Prob>

0.0000
0.0000
0.0000
0.0000
0.0000
0.0000

0.0000

0.0000
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TABLE 4: SKEWNESS-KURTOSIS TEST FOR NORMALITY
(LOG-TRANSFORMED VARIABLES)

Item Variable

S W AR W

Log of GDP of Ethiopia
Log of GDP of trading
partner
Log of FDI of Ethiopia
Log of INF of Ethiopia
Log of IQ of Ethiopia
Log of RER Dbetween
Ethiopia and its trading
partners
Log of Distance between
Ethiopia and its trading
partners (Km)

Log of Foreign trade policy

Pr(Skewness)

0.000
0.002

0.000

0.000

0.000
0.000

0.000

0.000

Pr(Kurtosis) Adj

0.024
0.429

0.000

0.023

0.339
0.000

0.272

0.000

X2
64.64
9.97

31.81
44.64
45.02
56.56

17.26

Prob>

0.0000
0.0068

0.0000

0.0000

0.0000
0.0000

0.0002

0.0000
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TABLE 5: MULTICOLLINEARITY TEST (VARIABLE INFLATION FATOR FOR

THE VARIABLES)

Item Variable VIF IVIF |

1 Log of GDP of Ethiopia 2.10 0.476410

2 Log of GDP of trading partner 2.69 0.371788

3 Log of FDI of Ethiopia 9.56 0.104610

4 Log of INF of Ethiopia 1.29 0.775580

5 Log of IQ of Ethiopia 8.45 0.118309

6 Log of RER between Ethiopia and its 1.41 0.708692
trading partners

7 Log of Distance between Ethiopia and its 2. 92 0.342557
trading partners (Km)

8 Log of Foreign trade policy 1.27 0.787015

Mean VIF =3.71
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TABLE 6: SUMMARY OF DIAGNOSTIC TESTS

No. Type of Test Observed  P-Value
Statistic

1 Lagrange  multiplier  test  for 232.01 0.0000
Presence of random effect

2 Hausman Specification for Fixed 13.40 0.1988
and Random effects

3 Breush-Pagan Test 35.79 0.0000
For Heteroskedasticity

4 Test for Serial Correlation AR (1) 1.29 0.0000

5 Hausman Endogeniety Test For 5.58 0.0182

Joint Exogeniety of GDP and FDI
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