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Abstract
Ethiopia has recently embarked on policies that atmebalancing the
role of public and private sector in the economg.db so, the country
has been giving a due emphasis on the developmemivate sector.
This paradigm shift is basically to encourage ptezanvestment and
ultimately make private sector the engine of growidiking this policy
shift in to account, these study conduct as timesanalysis of private
investment in Ethiopia covering annual dataset fra880-2014. It
systematically examines the major determinantsriofife investment
by undertaking various techniques of tests suchmaticollinearity,
autocorrelation, normality and model specificatitast. As the finding
indicates that real GDP growth rate, real lendingterest rate,
inflation and gross fixed capital formation havesignificant effect on
private investment; whereas real effective exchangge has
insignificant effect on private investment. Regagdihe results, the
study provides evidence that real GDP growth ratdélation, real
lending interest rate, real effective exchange, gnolss fixed capital
formation both in a short-run and long-run signédly affect the level
of private investment. Hence, to promote the perésrce of private
sector to a higher level, it is essential to takeasures that can
improve real GDP in general and real income of dedp particular,
and make public investment in basic infrastructyggsss fixed capital
formation) and institutions that are crucial to mtt private
investment. Besides, ensuring stable Investmemtoanvent (such as
consistent investment policy and requirements/isgguy frameworks/,
and macroeconomic and political stability), and eskking
bureaucratic inefficient and poor governance probdeare necessary
to build lasting confidence of private investors.
Keywords: private investment, public investment, economicwgho
Ethiopia
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1. Introduction

Private investment is playing a great role in cogatdevelopment
especially in developing countries whose capitakgéarce and their
government lacks enough capacity to cover all camgs and bring
economic change for development. Thus, if priveegiment (sectors)
involved in investment, the output and growth daimcgzroduct (GDP)
of a country will increase. Investment is a criticketerminant of a
long-run economic performance it involves the faliora of capital;

fixed (tangible) capital, such as reputation orhtecal knowledge;
human capital such as skills or education (BondJamkinson; 1996).

The private investment is the main engine of growth market

economics. It thrives and delivers sustained growiien number of
factors combines to produce conductive environnientthe private

sectors to develop. Privet investment is cruciag-n@quisite for

economic growth because it allows entrepreneursei economic
activity in motion by bringing resources togethemproduce goods and
services (IBID).

Thus, as mentioned above, investment plays a natalfor economic
growth and development and for improving the welfaf the society.
As recent studies (Collier and Gunning, 1999; Ndikna, and
Herndeze-Cata, 2000) conducted in Africa, Asia lastth America has
established the critical linkage between investmamd the rate of
economic growth. Our country Ethiopia is not excaml to the above
deep rooted problem of investment growth. After 1882 reform, the
government has taken various measures to attract@rinvestment
particularly FDI and investment codes has beersegvmany times to
make private investment more attractive. Moreovilre Ethiopia

Investment Commission has been established to edfieient and

effective techniques and services as well as tompte private

investment in a country (EEA, 2005/06). Privateesivnent is relevant
to economic growth in developing countries like igfila. It has been
argued that the marginal productivity of investmisntnuch higher and
those plays more important role in the growth psscéhan public
investment (Khan and Rinehart; 1996).

Regarding trends of private investment performaimc&thiopia, the

overall performance in a country since the era eorfseregime shows
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allow rate of growth, which fluctuation through #min the regime
emperor Haileselasse (pre-1975) investment had slaggvogress there
both domestic and foreign investors growing at gpade. But during
the Derge period (1975-1991) reduced the developofanvestment.
Then after, Ethiopia people’s revolutionary denaticrfront (EPRDF),
during its stage of transition reformed and forneda the first
investment code in 1992 based on the mixed econgpoicy
amendment of derg. Since Ethiopia started a freekehaconomic
policy and the investment activity started revivipgrallel to the
reformed policies of investment (Asmelashe, 200M)sT the level of
privet investment in the country during the lasbtdecades (1975-
1994) was fluctuating.

\With regard to economic performance, Ethiopia lbesn registering a
remarkable GDP growth rate over the past severnsysarting from
2004(which is around 11% according to official rgpp However,
according to WB (2013), as of 2012, the annualqgagital income is
still very low (which is 255.69 at constant 2005%).S

1.1 Statement of the Problem

Privet investment is an engine for creating innmat economic
growth and poverty reduction. Domestic investmanEthiopia shows
progressive trends with speedy starting from anoeonent of liberal
policy in 1992. Nevertheless, the gap between domiewestment and
saving has remained wide thereby reinforcing thednereign direct
investment in development of the economy (UNCTAD,
2002).Although the investment climate has improgeehtly in recent
years, there are still many aspects of investmeomption where
improvements are urgently needed. In other wordeeneif the
situations or investment has improved from the joev period, the
participation of private sector is not satisfactory

In recent years, the government has adopted a trajrosvth and
poverty reduction strategy, focusing on infrastuoet development,
commercialization of agriculture, improvements ioce@ss to basic
services, as well as on private sector developmiexetuding the
creation of appropriate regulatory and institutiofflame works to
support private business (Economic Brief, 2010).

A November 2012 publication by the World Bank, Bfhia Economic
Update, shows on average the share of total nationastment from
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its GDP in the years between2004-2010 was 22.9%wthr and
Transformation Plan (GTP), Ethiopia’'s latest leador®mic
development plan, aspires to make investment datgisome 31.5%
to the nation’s GDP by the end of 2015. In linehwthis, and following
the government’s incentives in the form of variamgestment policies
and trade laws and regulations, many sectors ave seeing new
foreign entrants with new innovation and technoldgthiopia’s public
investment rate is the third highest in the wolbdt private investment
rate is the sixth lowest. The current ‘big pushpoblic investment-led
development has delivered positive results in thast pbut the
development of a strong, vibrant private sectoresded to sustain high
growth. (World Bank, 2013).A more difficult relatiship to discern is
that between public and private investment. Crogdim of private
investment is defined to occur when increase pulsliestment is
associated with increase private investment. Thay arise because of
public infrastructure provision affects return onivpte investment
positively, hence enhancing the incentive to casty such private
investment. Therefore the researchers supportthstmixed effect
case. And; according to, Ashebir Tsegaye (2012)déterminants of
private investment in Ethiopia case were: inflatrate, RGDP growth
rate, government expenditure, and real effectivdharge rate.

Given the above fact; researchers were initiatedottduct a study by
considering the gap between determinants of privaestment and the
available good climate. That means there are dihsic factors that
determine private investment; like Gross fixed tapiormation and
real lending interest rate. On the other hand, rab#te paper done in
this area; in the past, does not include recenad §2013/14). The
researcher believes that even if the overall plegadeterminants of
private investments are diverse and complex, #sessary to identify
the major one and to investigate them properlyctiewve the expected
growth of investment or to fill the gap and suggesiasures to be taken
to promote private investment in the economy.

The researcher is eager to answer the followingtipres, in order to
meet the research objectives;

v" What are the factors that determine private investrim Ethiopia?
v" How policy changes affect private investment groimtEthiopia?
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v How is the private investment distributed acrosgiames of
Ethiopia?

1.2 Objectives

1.2.1General Objectives

The main objective of this study is to investigdte determinants of
private investment in Ethiopia.

1.2.2Specific Objectives

The researchers want to identify the following sfieobjectives:
* To examine factors that determines private investrmeEthiopia.
* To analyze the effect of policy changes on priviatestment
* To examine the regional private investment shakgtimopia.

2. Methodology

2.1 Source and Types of Data

The study would conduct basically using secondtata. An attempt
would make to gather a 35-years data (i.e. from01@82014, since
there is poor performance of investment GDP gromatke in the year
1980.) on some important variables. The data waydther from
various sources such as National Bank of EthiopiBE), MOFED,

EIA, CSA of Ethiopia, and WB data basis, and frottneo relevant and
reliable sources.

2.2 Method of Data Analysis

The methodology would uses in an attempt to leaaremabout the

determinants of private investment activities ine tltountry, is

econometric regression using OLS method over th#ogel980 o

20114. This model is select for its simplicity, arsdalso expect to
fulfill the assumptions of efficiency, consistenagd unbiased and the
researcher will employ descriptive analysis; aftellecting secondary
data the researchers would summarize using tabhesis and other
appropriate statistical tools.

As the literature proposed, there are key macramoanvariables that
play an important role in explaining private invasnt behavior in

Ethiopia. “Factors that influence the ability andtmes of private

investors to implement their project or to investinequally determine
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the speed with which private investors respondhi® gap between
planned and actual investment” (Getachew, 1997puincause these
determinants are RGDP growth rate, real lendingrast rate, inflation
rate, real effective exchange rate; and gross foegtal formation. In
addition to this the purpose of including the explary variables
which affect private investment and which are meotuded here;

2.3 Description of Variables

Private investmentis the proxy for the performance of private sector
in the economy, and it is dependent variable, whiepend on some
explanatory variables for our case.

Real GDP growth rateis one of the most commonly used variable as
explanatory variable, to measure its effect on gigvinvestment.
According to Fielding (1997), explain that privat@vestments
positively related to real GDP growth rate of aegivcountry. This is
because countries with higher income level incliteedllocate more of
their wealth to domestic saving, which could bentlised to help in
financing private investment.

Real lending interest rateis a proxy for cost of capital. The perceived
negative relationship between real lending interasts and private
investment is a long debated issue which pulls mumber of prior
studies. Pablo et al, (nd) notes that, the ratetofn of an investment —
approached by literature through a real lendingredt rate as a
representative of the cost of capital is a posgilelerminant of private
investment. Here, its worth to make two distincinthe interest rate
would have a negative impact in the level of pevatvestment made
by domestic agents if the investment is financedh@ local credit
market. However, an increment in interest rate @¢dwdve a positive
effect in the capital flow from abroad, like it w@dly happens in
emergent markets.

Inflation is the third variable that the researcher usdhanstudy as a
proxy to measure macro economics stability of tbhantry. Models
like the Tobin-Mundell model argues that higheti@pated inflation
lower the real interest rate which then causesedamade portfolio
adjustment away from real money balance to reaitadlaghich then
expected higher inflation to raises real investm@@hura & Goodwin,
2000).
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Real effective exchange ratés another explanatory variable, is also
used as a proxy to measure macro-economic stability most
literatures the effect of real effective exchangter either devaluation
or appreciation of local currency on private invesht is ambiguous.
Branson & Buffy (1986) discuses that real deprémmtof local
currency increases domestic goods relative to &z cost of new
capital goods which then increase the investmenmnan-tradable
activities; and it makes exportable product mooengetitive in the
World market.

Last the researchers ugeoss fixed capital formationas a % of GDP
to see the role of infrastructure on private inrestt of the country,
though there are not sufficient empirical evidenaeshe role of GFCF
is promoting private investment of the developiogmries.

2.4Hypothesis of the Study

The study would test the following hypothesis idlarto analyses the
determinants of private investment.

H1: Inflation rate has a negative impact on privateestinent.

H2: Real lending interest rate has a negative impactpdvate
investment.

H3: Real effective exchange rate has a negative impacprivate
investment.

H4: RGDP growth rate has a positive impact on privatestment;
and

H5: Gross fixed capital formation has a positive intpan private
investment.

3. Discussion and Data Analysis

3.1 Descriptive Analysis

Ethiopia’s economy continue to register strong astolist growth the
real GDP grew by 10.3 percent in 2013/14, showingwth
acceleration compared to 9.7 in 2012/13 and 8.8gme1in2011/12. The
share of services and industry sectors in the eugne increasing in
contrast to that of agriculture which is decliningor example, in
2013/14 the shares of services, agriculture andsing stand at 46
percent, 40 percent and 14 percent, respectively,contrast to
45percent, 43 percent and 12 percent, respectiuelyhe preceding
year.
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With regard to sources of the growth, the econotilly depends on

very few subsectors. For instance, 64 percereféal GDP growth is
contributed by three sub-sectors, namely, crop ysrthoin, construction

and wholesale and retail trade. The share of matwrfag sector in

total GDP remains low at 4.4 percent. This indisatet the structural
transformation is very slow; agriculture still tak&he lion’s share (73
percent) in terms of employment followed by servieector (20

percent) and industry (7 percent). The employmetié service sector
increased from 13.3 percent in 2005 and to 20 pénce2013, while

the share of the sector in total production incedasom 38 percent to
45 percent in the same period.

On the expenditure side, the share of private qopsion expenditure

has declined from 72.5 percent in 2012/13 to 6@&ent resulting in

the increase of the share of gross domestic sa¥iogs19.2 percent to
22.5 percent in the same period. This could béatable to the efforts

geared towards introducing different saving insteats such as bonds
and savings for housing scheme. Average savingestteate remained
unchanged at around 5.4 percent just a little ab®vpercent the

minimum (floor) rate set by the central bank whaleerage Lending

rate was 11.8 percent. Bond yields and Treasutyabtéds remained low
at 3.67 percent and 1.26 percent respectivelyatiofi continued to be
contained in single digit range. By end of thetfgsarter of 2014/15

inflation was lowest since April 2013. Year-on-ydaflation was 5.4

by at the end of October 2014 which is a significdecline compared
to its level in the same period last year of 8.&pet.

The major decline in inflation is observed in foadd non-alcoholic
beverages category which decreased from 7.8 petoeRt9 percent
over the same period. Non-food inflation decreasely moderately
from 9.1 percent in October 2013 to 8.3 percentOrtober 2014.
Inflation in Ethiopia is mainly determined by thegrigultural

production, as food and beverage category takepesBent of the
household expenditure. In addition, the high imp@Ependence of the
economy that Ethiopia is importing essential intedmte inputs,
capital goods, fuel and raw material made the cguptone to

imported inflation. Accordingly, good harvest andvdrable price
conditions mainly in Ethiopia’s trading partnersvlahelped the
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inflation to remain in single digit, besides theomtinated fiscal and
monetary policy effort.

Figure 1: Sectors contribution as % share of GDP (2008-2014)
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Figure 2: The Trends in selected sectors of the economy (% growth rate)
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3.1.1 Performance Requirements and Investment Incéines

Ethiopia does not formally impose performance resguents on
foreign investors. The 2003 amendment to the Imvest Proclamation
outlines investment incentives for investors in cifpe areas. New
investors engaged in manufacturing, agro-procesaatiyities, or the
production of certain agricultural products, whgest at least 50% of
their products or supply at least 75% of their picido an exporter as
production inputs, are exempt from income tax five fyears. An
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investor who exports less than 50% of his productsuapplies his
product only to the domestic market is income tarnept for two
years. Investors who expand or upgrade existingrpnses and export
at least 50% of their output or increase producbhg@5% are eligible
for income tax exemption for two years. An invesidro invests in the
"developing regions” of Gambella, Benishangul Gum8pnuth Omo,
Afar or Somali Region will be eligible for an addital one-year
income tax exemption. An investor who exports hided skins after
processing only up to crust level will not be dattto the income tax
incentive. A special loan fund through the Develepm Bank of
Ethiopia (DBE) provides land at low lease ratespigority export areas
such as floriculture, leather goods, textiles amagngents, and agro-
processing related products. An investor can bomupwo 70% of the
cost of the project from this special fund withotllateral upon
presenting a viable business plan and 30% persojuatly.

Investors are allowed to import duty-free capitabds and construction
materials necessary for the establishment of aemerprise or for the
expansion of an existing enterprise. In additigpgre parts worth 15%
of the value of the capital goods can be importetly-fee. This
privilege may not be granted if comparable capitggdods or
construction materials can be produced locally hade competitive
prices, quality, and quantity. Imported duty frespital goods can no
longer be used as loan collateral. Travel agertoi@stompanies have
increased duty-free privileges for the importatioh goods such as
vehicles, provided they are used solely in tourdstivities.

The Ministry of Agriculture’'s (MOA) Agricultural Mestment Support
Directorate offers grace periods of up to sevensyea land rents. The
Directorate is currently focused on land dealshie temote regions of
Gambella, Benishangul Gumuz, Southern Nations Adad

3.1.2 The Private Sector in Investment

We have seen earlier that the GDP share of thatersector was 84.8
per cent in nominal terms in 2008/09, of which agjture accounts for
49.9 per cent. Excluding agriculture, the privagetsr share in GDP is
34.9 percent, with a 6 percent share of GDP corfrmmg industry and
the balance of 28.9 per cent from service secWithin industry, the
private sector share from manufacturing and coostm is 2.7 per cent
and 2.6 per cent, respectively. In the serviceosscprivate sector has a
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share of 14.6 per cent from trade, 3.2 per cenin fiootels and
restaurants and 6.9 per cent from real estatepasthess services. At
constant prices, however, the GDP share of theaisector was
80.1per cent in 2008-09, of which the share confingh agriculture
was 42.3percent.This leaves the share of GDP coiinorg private
industry at 6.8 per cent and services at 31.8 pet. @hese shares are
higher than those at current prices. With in indyghe private sector
share comes mainly from manufacturing (3.3%) andstaction
(2.8%). On the other hand, the private share in GDR services is
mainly from the activities of trade (13.6%), hotelad restaurants
(3.4%) and real estate and business services (8.2%)

The sectors composition of gross fixed capital fation25 (GFCF) in
Ethiopia during the 5 years ending in2008-09; da da investment are
available only at current prices, these are presehere. The table
shows that the bulk of investment made in 2008-G& w1 private
corporations, with a share of 40.5 per cent. I, flgeneral government,
which had been the leading investor until 2007-0 & share of 35.9
per cent, was overtaken by private corporation2®8-09 as the
largest investor among the institutional sectorktimopia. However, if
we consider the public sector in totality, it idlghe main sector of
investment, at 53.9 per cent in 2008-09, thougkhtse has fallen from
a high of 66.3 per cent in 2006-07. The privatet@eshare in total
investment in Ethiopia during 2008-09 was 46.1 qeartt, of which the
investment share of household sector was a merpesdgnt. In terms
of rates of investment26 too, the picture of inwesmtt among
institutional sectors remains the same. The raievastment of private
corporations in 2008-09 was 9.1 percent, as agtiesinvestment rate
of 8.5 percent for general government. The pubiid private sectors’
rates of investment in 2008-09 were 12.1 percent Hh.3 percent,
respectively. Between 2007-08 and 2008-09, thestmvent rate of
public sector fell from 14.2 percent to 12.1 petcevhile in the same
period, private sector investment rate rose frof @rcent to 10.3
percent of GDP.

The steepest fall in investment rate in this twaryperiod was in
public corporations, which declined from 6.1 petctnm 3.6 percent.
Private sector investment grew at an average amateabf 34.7 percent
between 2004-05 and 2008-09; this compares withragee annual
growth of 30.7 percent in the public sector. Therage annual growth
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was highest in private corporations’ at 35.4 peticdallowed by
general government with a growth rate of 33.2 patce

3.1.3Foreign Direct Investment

It is an undeniable fact that Ethiopia has madersiderable progress
in economic and social development since 1992 aesalt of the
implementation of favorable policies and strategidsat are
instrumental in improving the national economy. TlHeural
Development Policy and Strategy, the Industrial ®@epment Strategy,
and other sectors policies and strategies havetegit a new push
towards creating frameworks conducive to econommd aocial
development. The Rural Development Policy and &gsgt which is
under implementation in the country, underlinest tlagriculture-
centered development will bring about fast econagnaavth, enable its
people become beneficiary of economic growth, aag bolid
foundation for industrial development.

The Industrial Development Strategy focuses on expanufacturing
with priority given to textile and garments, leatlamd leather products,
agro-processing, and small and micro-enterprisbs. Government of
Ethiopia in recognition of the role of the privaector in the economy
has revised over four times the Investment Code the last twenty
one years (1992-2013) to make it more transparatttactive and
competitive. Major positive changes regarding fgmeiinvestments
have been introduced through Investment Proclam#tm769/2012.
As a result of the implementation of the above mo@etd policies and
strategies, agricultural and industrial productimwvestment and export
trade are growing steadily from year to year botlierms of variety
and volume. Export earnings from gold (64.1 pergefruits and
vegetables (0.1 percent), live animals (63.0 peéjcechat (13.7
percent), pulses (6.0 percent), coffee (59.3 péycelower (3.0
percent), meat (86.2 percent), oil seeds (-8.9 gm)yc, leather and
leather products (84.1 percent) and other (94.¢gm¢) have been
increased in 2010/11. The World Bank has also wged the double-
digit economic growth registered in the last selveyaars. This
achievement is the highest among the non-oil priogueconomies of
Africa.
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Due to the investment-friendly environment createthe country, the
inflow of foreign direct investment (FDI) has beiereasing over the
last twenty one years. Accordingly, out of the tataestment projects
licensed between 1992- 2012, FDI's share is ab&u80L percent.
However, the overall trend of investment in 2012hibe total number
of projects and capital invested have shown sligtrease.

3.1.4 Regional Share of Private Investment in Ethma

This section presents the summary of regional sbhisvestment by
region during the last 22 years period of incumbgavernment,
Ethiopian People Revolutionary Democratic Front REF). Nearly
half of the capital investment is in Addis Abab&.@%6) followed by
Oromia (26.1%), Amhara (7.5%), Multiregional (7.2%)gray (6%)
and SNNPR (4.87%). This distribution portrays thtund 70% of the
investment is concentrated in Addis Ababa and Caaegion.

Figure 3: Summary of Investment Projects by Region from 1992 to 2013 (in millions
birr)
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Spatial economics have various justifications whghsagglomeration
happensFirstly, though, there is cheap rent land in regions, Stors

prefer Addis Ababa to minimize the transportatiostc The outermost
ring investment would consist of either land-inftgasor cheaply
transported items (Von Thunen cited in Paul Krugm&998). The
import-export in Djibouti route, cargo airport addmestic market is
very favorable in Addis Ababa and Oromia speciale=) which is very
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applicable in the context dbcation theory. Secondlymost of the
wealthier persons are concentrated in Addis Abalbech create high
nearby demand. The 1995/96to 2004/05 consumptidneapenditure
survey of Ethiopia portrays that only Addis Abalségrari and Dire
Dawa persistently show high levels of income attiatles (MOFED
2005). Thirdly, there happens small cost of production in thegmee
of educated and uneducated labor market pooling ¢tha favor
technology spillover. Alfred Marshal sets this ase of the external
economies that agglomerated firms create. Studies show that
agglomerations are minimal or nonexistent in stoaiins

3.1.5Challenges of the Investment

Investment is increasing across period in the ggumtowever, there
are basic hindering challenges which some of thenpeesented in this
paper.Firstly, some of the investors are nominal and do not invest
trust-worthily. Some others start building and stafper a certain
period; and others fence and rent the land: othan tthe intended
purpose, which the case is getting worse as theetoad authority did
not took immediate measure for such occurrencesprgsented on
Reporter Magazine Amharic Version, 2006 E.C, based the
assessment made by Urban Renewal and Land Barde(ffing period
fenced 109 investment plot of lands were foundiada, Bole, Yeka,
Nifas Silk Lafto, Gulele and Lidetab-city administrations. However,
its macroeconomic level detail cause and effectyarsaneeds further
research.Secondly one of the basic factors for development is the
favorability of investment environment. The Fededalticorruption
Commission conducted a study throu@elam Developmeéntesearch
organization The study was on Foreign Direct Investors to Etiaop
about their corruption experience in governmenvises. The survey
finds out that, most of the investors do not hawstton government for
the reason that offices are corrupted. Except L&merica and
Antarctica, the sample contains 350 companies septang 42
countries. The finding from the 350 companies shohat: 20% of
them stated government procurement contracts arele maon-
transparently 71% of them believe it is difficudt tun business in the
country because of corruption and very complex gmdcedural
procurement 67.4% of them stated in order to bitbakbureaucratic
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problems, they give corruption for government tofficals and
workers thinking as there is no other alternatm@tson.

These investors were asked to rank the top comupgt@ernment
offices and it was found that 18.9% put Ethiopiaev&ue and
Customs Agency 8.3% Transport Authority 7.4 % La&aninistration
6.5% Ethiopian Electric Power Corporation (IBID).

This is a big homework for the country, which is abstacle for
attracting FDI. Of course, as compared to previpesods, there is a
good start from the government in capturing conarpparticularly in
the Ethiopian Revenue and Customs Agency officidlsirdly, for
sustainable development domestic mobilization ofvirgp for
investment is critical. In this regard, MOFED (200®ported that
though the government has increased capital expgadio public
investment, the growth rate of private investmentalatively small
which it is not stimulated as expected. Moreovig investment is
surrounded with problems such as:

The private sector investment is favoring the sEngector investment,
rather than agriculture and industry and fails skensector-wise link in
the economy per capital saving is very small aspared to the per
capital income growth. However, still it is veryatlenging because the
economy is dominated by the hand to mouth subgistagriculture. As
a result, there is large gap between domestic gaamd investment
which it makes to need foreign finance. The higHation rate is
discouraging the amount of income (interest) tham t®e obtained
through saving. The private investment is largepmadhated by the
FDI, but not the domestic investment.

3.1.6 Policy Discussion

Ethiopia has achieved considerable success in meléng its
development strategy, but in sustaining it is iasmegly challenging.
Recent macroeconomic stability, with robust ecomomiowth and
single digit inflation, is not fully entrenched ihe presence of negative
real interest rates, an overvalued exchange ratd, law reserve
coverage. Growth has also fluctuated in the cont#xglobal and
domestic shocks and the country remains vulner@bterms of trade
shocks. Export diversification and competitivenkgsbehind those of
other African countries.
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Achieving high growth rates set out in the GTP g continued
investments and resource mobilization. The GTP sagds a
significant part of investment to be undertakenpoyplic enterprises
with average annual borrowing over the five yeatgaeof some 15
percent of GDP, of which some two-thirds is to bertwed externally.
With binding external financing constraints, ciienvestments need to
be financed increasingly from domestic sources,lymg a need to
mobilize substantial domestic savings. The curienel of domestic
savings is insufficient to finance the high pubhgestment. The in the
short run is limited. At the same time, the goveentrs policy of
keeping the real interest rates negative is notgoine to saving and
distorts financial intermediation.

Experience in the first three years of the GTP satgthat large scale
public investment financed domestically squeezes ahailability of
credit for the rest of the economy. Thus, an adjest in policies to
establish better balance between the public andaterisectors is
warranted. There is also a risk that the investnewls envisaged
under the development strategy may run up agahstabsorptive
capacity of the economy.

Policy discussions focused on sustaining high esoongrowth while
preserving macroeconomic stability and debt sushility. Key
recommendations includé) (rationalizing and prioritizing public sector
investment, especially for state-owned enterpriégseal and external
sector reforms to support structural transformati@i strengthening
financial sector policies to promote inclusiveneasd market
development, bringing real interest rates to peosikevels, and ensuring
more flexible exchange rates and higher exchangerves; and (iv)
improving the business environment and expandiagtivate sector’s
role in the economy. The implementation of thessomamendations
would facilitate financial development that shoukhable less
discretionary financing of the GTP that is consistavith debt
sustainability.
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Figure4: The trends of real GDP growth rate in Ethiopia (1980-2014)
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The above time series plot shows that after 20@4r¢lal GDP growth
rate of Ethiopia is some extent seen an improventautt before these
year there is up and down movement of real GDP troate of the

country’s economy.
Figure .5: The trend of real lending interest rate in Ethiopia (1980-2014)
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Source: STATA result of time series plot
In a recent time the real lending rate of Ethiogiamproved which
shows that the government of Ethiopia is startiogcteate a good
environment for private investors of the country.
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Figure 6: the trend of inflation in Ethiopia (1980-2014)
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The above time series plot shows that the goverhofefthiopia starts
to reduce macroeconomic instabilities (inflatiomna day to improve
the welfare of the societies of the country; siasehe time series plot

shows that inflation become decline now a days.
Fig.7: The trend of real effective exchange rate ikthiopia (1980-2014)
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Source: STATA result of time series plot
As per the time series plot above shows that theEexchange rate of
Ethiopia in recent year is increased which meara, ththe local
currency Ethiopia is devaluated which results tbenpetency of the
commodity of Ethiopia private investors in the vebnharket.
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Figure 8: Trend of gross fixed capital formation in Ethiopia (1980-2014)
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After the year 2010, in the above time series ghmws that an increase
in gross fixed capital formation which is proxy fiofrastructure (road,
electricity, health labor workers, availability oépital equipments and
the like).Which Initiates private investors in th@untry.

3.2Econometrics Analysis

3.2.1 Estimation Technique

The researchers stressed on ordinary least squetteds which used
to point the time series data in the good path.nEWe above is clear
guarantee, the introduction of different technighesome necessary to
test those of the above are in the normal trackabr To get those of

consistent estimation of relationship between ttépendent variable,
private investment with their own respective explany variables; the

data series must be tested for stationary or natiosary. In doing so

the non stationary conditions should be changedationary condition.

This is because, if a time series is non statignewy can study its

behavior only for the time period under consideratiEach set of time

series data will be for a particular episode. Aasequence, it is not
possible to generalize it to other time periodsg&ati, 2004).

3.2.2Stationary Test

This section reports the stationary test of thelystdThe source of all
data used here are national bank of Ethiopia, W@é&Velopment
Indicators and Ethiopian Investment Agency. Theeseeconometrics
study is not complete without performing stationtast on the variable
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used study. The regression runs on non statioimagy geries variables
produce spurious result, which are meaningless.reftwe, it is
important to make sure that variables are statioriliis means that a
stationary time series has three characteristicglyndinite mean,
variance and auto covariance over time (Guajat885). Unit root test
method is used for stationary test of this study. this purpose ADF
tests for unit root are applied for each variabigsd in the analysis.
Table 1: ADF Unit Root Test, Sample; 1980-2014

Variable | Null ADF- ADF- test | pro>t Critically value
s hypothesis | test at T
state at | difference 1% 5% 10% Decisi
level on rule
d_logPl | d_logPl has 1.078 7.40405 | 0.9950 | 3.689| -2.975| - 2.619 | Reject
a unit root Ho
RGDPgr| RGDPgr at| -3.735 | -3.735 0.0037 | -3.696 -2.978| -2.620 Reject
lag(1) has a Ho
unit root
RLIR RLIR hasa| -3.945 | -3.945 0.0017 -3.689-2.975| -2.619 | Reject
unit root Ho
INF INFhasa | -3.978 | -3.978 0.0015 | -3.689 -2.975| -2.619 Reject
unit root Ho
d REE | d RLIR -1.776 | -5.1252 0.3922 -3.6892.975| -2.619 Reject
R has an unit Ho
root
d GFCF| d_GFCF | 0.635 -6.15705 0.9884 3689| -2.975| -2.619 Reject
has a unit Ho*
root

MacKinnon approximate p-value for Z (t) Reject*Hat d_ is f'
difference stationary test
Regression Analysis
OLS regression Number of obs = 35

F (5, 29)62.32

Prob > F=0.0000

R-squared 0.9149

Adj R-sgedr= 0.9002

Root MSE = 0.47727
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Table 2: Regression Analysis

logPI | Coef Std. Err t P>|t] [95% Conf.

Interval]
_____________ A o e

RGDPgr | 0.0371586 0.0155926  2.88024  0.0052683
0.069049

RLIR | 0.0623502 0.0305405 2.03.050 -.000112
0.1248125

INF | 0.0956734 0.0309254  3.@004 0.0324237
0.158923

REER | 0.0026681 0.0022187 1.20239 -0.0018696
0.0072058

GFCF | 13.17751 1.241064 10.62000. 10.63925
15.71577

_cons | 5.032945 0.588949 8.5500@ 3.828409
6.237481

Source from own STATA regression

The model summarized as follows:

Log Pl = 5.032945 + 0.0371586RGDPgr + 0.0623502RLI: 0.095674INF + 0.0026681REER
+13.17751GFCF+y

SE (0.58894)) (0.155926) (0.0305405) (0.0309254)  .0(Q22187)
(1.241064)

The result analysis based on economic criteriahasvis the above
specified model can be seen as follows:

X2 Determinant factor which have significant positigdect on
private investment (PI) is real GDP growth rate.1% increase in
RGDP results in a 0.0371586 percent increase uaggriinvestment. In
the context of Ethiopia, this significant positieffect is expected as
RGDP has nearly doubled during the period undesidenation (so it
is very low in absolute term). This increase in RGI3 believed to
have raised the effective demand in the economgudir increased
disposable income. Such increased in effective desm&r goods and
services have stimulated more private investmemih@éneconomy over
the period under study.
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% From our findings, there is a positive relationshigtween real
lending interest rate and private investment, tbeffeient of real
lending interest rate is 0.0623502 which implieatth one percent
increase in real interest rate will increase POI®623502 percent.

+« Inflation is the other variable that the researshiand significant
with positive sign. The positive sign on the caaént of inflation is an
indication of stable economic environment (macroeooic stability on
the economy of Ethiopia).

« From our findings, there is a positive relationsbigtween gross
fixed capital formation and private investment, tdoefficient of GFCF
is 13.17751 which imply that a one percent increias@ross fixed
capital formation (GFCF) will increase Pl by 13.5I7percent. l.e.
government increases infrastructural facilities.

+ The F — Statistics Test: the test is conducted to determine if the
independent variables in the model are simultarigasignificant or
not.

k—-1=5-1=4

n—k=35-5=30

From the result, since FcaltabH.e. 62.35 > Ftab

Therefore we reject the null hypothesis Ho anceptthe alternative
hypothesis H1 and conclude that all slope coefiisieare not
simultaneously equal to zero i.e. the independeatiables are
simultaneously significant.
« T-test is used to determine of the significance of theivilual
parameter stimulated t-value in the regressionltresth the t-tabulated
at n-k degree of freedom (df) and at 5% signifiealavel.
HO: Bi = 0 (not significant).
HI: Bi = O (statistically significant).
Note: The null hypothesis assumes equality of eddhe coefficients
of the parameterp() to be zero (0) which means that each of the
variables does not have significance impact on @won growth, but
the alternate hypothesis (H1) assumes none of tedfidents of
parameter f{i) to be zero which means that each of the varsabkes
significant impact on economic growth.

Decision Rule
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Reject HO, if Tcal > Ttab and accept, if otherwise
From our data, n=35and k=5
df =n -k =30 at 1%, 5% , and 10% significanael@are show below.

The result of the analysis is summarizethinle 3 below

Variable T 1% 5% 10% Decision Conclusion
calculated rule

RGDPgr 2.38 258 196 1.62 RejectH Significant

RLIR 2.04 2.581.96 1.62 RejectH Significant

INF 3.09 258196 1.62 RejectHd Significant

REER 1.20 2.581.96 1.62 AcceptH Insignificant

GFCF 10.62 2.581.96 1.62 RejectHl Significant

Significant at 5% and 10% significant levels

From results obtained in the regression, the resw@kpected to follow
a prior expectation of magnitude and sign. Thubletat.4 below,
analyses the outcome of the parameters

Variable Expected Obtained Correlation
RGDPgr  Positive Positive Conform

RLIR Negative Positive Not conform
INF Negative Positive Not conform

d REER Negative Positive Not Conform
d_GFCF Positive Positive Conform

R?is used to test the goodness of fit from the resjoesresults, the
value of R is 0.9149 implies that in the long run, 91.49% tioé
variations in private investment is explained Ihe tindependent
variables (real GDP growth rate , real lending negé rate, inflation,
real effective exchange rate and gross fixed clfjoitenation).

Here after the researchers try to test whethegiven model are free
from major estimation problem that is multicollimgyg autocorrelation
and test like normality and model specification.

92 Research and Knowledge Management Offi&t.d¥lary’s University



Proceedings of thé'9Annual National Student Research Forum, July 2015

A. Mulicollinearity

Multicollinearity is the term which is used in ord® show the linear
relationship between the explanatory variablesthetdependent and
independent variables. Multicollinearity problenmsas from the use of
large values of explanatory variables in the modglen the numbers
of variables exceed the number of observation.

The decision rule is when the mean of variancaiiafh factor is below
ten (10), then the presence of multicollinearitplpgem become less
and less.

Table 4.5 Variance Inflation Factor (VIF) for Testing Multicollinearity

Variable VIF 1/VIF
RGDP 1.33 0.754573
RLIR 16.34 0.061185
INF 15.41 0.064874
REER 1.89 0.529512
GFCF 1.79 0.559276
Mean VIF 7.35

Source: STATA results
Test for Correlation Matrix
It is other test to avoid the problem of multicodarity on the model
specification of this specific study. The corredati between each
independent variable should be less than one anddirelation alone
each variables are exactly equals to one, sincg #ne correlated
correctly and which shows that there is no multinebrity problem in
our model specification. See the result from theeadix part.
B. Autocorrelation Test
“If the residual are correlated among them (thisralation is called
autocorrelation), one has to look for the pattdrths correlation. One
statistics that is often used is the Durban Watdatistics” (Gujarati,
2006).
C. Test for Normality
Test for normality means that determining whetherdata is measured
by normal distribution or not. This test of nornaidtribution may take
place by non graphical (Shapiro-Wilk W test for maf data.) the
stated table, shows that, the p-value (0.5704§)aater than 0.05. As a
result the researchers conclude that the error trithe specified
model, are found to be normally distributed.
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Shapiro-Wilk W test for normal data
Shapiro-Wilk W = 0.973701, with p-value 0.57049
Source: own computation of Gretel results

D. Test for Model Specification
Testing the model is very important to check ouethler one or more
relevant variables are omitted from the model @vaht variables are
included in the model. There are different methads detect
specification error of the model. The link test &@msey rest test for
omitted variables are commonly used methods in t&. The
researchers use the link test for this purpose.

Table 4.6: link test for model specification
logPl| Coef. Std. Err. t P>|t[95% Conf. Interval]
_____________ A e e
_hat| 0.72631 0.60265 1.2053P02 -0.50125 1.95388
_hatsq | 0.01407 0.03086 0.456 5IbH6 -0.04879
0.07693
_cons | 1.29718 2.88787 0.449 5@B6 -4.58522
7.17958

4. Conclusion

The existence of economic growth which is the dbjecof every
society is achieved with the efficient allocatidntloe existing resource
in appropriate manner. One of the important fatdorsuch economic
growth and efficient allocations of resource is tthevelopment of
private investment.

Private investment in the Derg regime was not ttiahuch attractive.
Many structural and economic problems were relevaming due to
the shift in resources ownership from private hemdovernment. This
implies private sector was discouraged during gggme. The current
government of Ethiopia; however, developed a paiicgontrast with
that of the Derg regime. That is encouraging peviatvestment and
liberalizing the market through the appropriateigpolis the main
concern of the government. Moreover, many policgtriiments to
encourage investors to participate in the diverdifisector of the
economy (service, agriculture, manufacture ...) als d@ahe main
concern of the current government. Even if the gigvinvestment is
encouraged by the current government of Ethiopgadistribution is
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not equitable. The descriptive result shows thatape investment in
Ethiopia is mainly distributed in one city admington Addis Ababa
and the two regions Amhara and Tigray holds 63% pdf/ate

investment some periods. The study offers an ecetr@ranalysis of
macroeconomic factors that can be potentially affec determine
private investment in the short run and long rumspectives. Both
theoretical and econometrics analysis are takerdotify a private

investment function for the last 35 years (19804901

Accordingly, the result of econometrics OLS regi@ssnalysis shows
that gross fixed capital formation is one unit afbfic investment in
basic infrastructure and social overheads are takdor private

investment in countries like Ethiopia were suchidssre in serious
shortage, and were private sectors do not usuatky t go for.

5. Recommendations

In the light of the finding above, the researches ldeveloped the
following recommendation:

The government should give attention to the groweftheal GDP. This

is because real GDP is a great significant factbickv determines
private investment, a mere development or growtimggstment should
not be the concern of the government. But it shaldd look and do for
the equitable distribution of private investmentosmg all regional

states of Ethiopia rather than concentrating thplsats in a single
place, Low value of local currency constrained g@iévinvestment. The
positive relationship of real effective exchangderand private

investment suggests that the real effective exahaate encourages
private investment or vice versa. So this findingynsuggests that the
government decision of devaluating of the localrency should be
continue. Since depreciation of local currency aats private

investment in the country,

Enhance the real GDP growth rate through risingotrecapital income
of people by creating various employment opportesiand income
generating means, the government should createtike fevestment

environment by ensuring consistent investment mdic and

requirements, by creating clear and efficient buceacy and good
governance at all levels, and by opening more invest opportunities
for private investors,
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Lastly, the researchers suggest the need to coradgomprehensive
study on private investment in Ethiopia by adedyatecommodating
the essential qualitative and quantitative factorsdeterminants of
private investment for proper policy actions andisiens.
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