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Dear esteemed readers, we are 
happy to meet you with 120th 
issue of Birritu which consists of 
relevant and timely topics.
In the News and Information 
column, there are news about 
Microinsurance Providers 
Directive, Ethiopia’s Economic 
momentum and Ethiopia’s Credit 
Rating. The topic selected   for the 
research article is “Government 
Spending and Private Investment 
in Ethiopia: Crowding-in or 
Crowding-Out?
The Educational and Informative 
Articles section contains two 

LQWHUYLHZV�� 7KH� ¿UVW� LV� DERXW�
the falling oil prices with 
External Economic Analysis 
and International Relations 
Directorate. The second is about 
the performance of the bank 
sector in Ethiopia with Banking 
supervision Directorate.  At 
last, there is the Miscellany 
section which contains various 
quotations.
Dear readers, your feedbacks 
and comments are invaluable for 
enriching the next issue of  Birritu. 
So, please keep forwarding your 
comments and suggestions.

%LUULWX�(GLWRULDO�2II¿FH
Tel +251 115 175107

+251 115 530040
P.O.BOX 5550
www.nbe.gov.et

Addis Ababa, Ethiopia

Editors’ Note
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The National Bank of Ethiopia recently 
issued Directives; Licensing, License 
Renewal and Product Approval for 
Microinsurance Providers.

As stated in the preamble of the Directive, 
microinsurance is increasingly seen as 
an important strategy to provide risk 
protection for vulnerable and low income 
people, No SMIB/1/2015 stated in it 
preamble.

The Directives further states that the 
microinsurance market has grown 
considerably over the recent period and thus 
in order to further promote its development 
LQ� VRXQG� DQG� SUXGHQW� PDQQHU�� VSHFL¿F�
regulations are required to create  enabling 
conditions for licensing, license renewal 
and product approval. Microinsurance 
operation should be adequately capitalized 
DQG� UXQ� E\� ¿W� DQG� SURSHU� SHUVRQ�� WKH�
Directive added.

The Directive demands that not confuse the 
public and to distinguish the microinsurance 
products from that of the main stream 
insurance products, a company specialized 
in microinsurance services shall put the 
word “MICROINSURER” under its name 
in brackets, so as not confuse the public.

All microinsurance providers shall put the 
word “MICROINSURANCE” at the top 
and all pages of the microinsurance policy 
offers, the Directive added.

The Directives noted that an applicant 
for a new insurance company license that 
exclusively plans 

to deal in microinsurance products  shall 
have paid up capital of Birr 7million and 
Birr 3million for general microinsurance 
products and life microinsurance products 
respectively and Birr 10million to run both 
products.

According to the Directive, mainstream 
LQVXUHUV��PLFUR¿QDQFH� LQVWLWXWLRQV� DQG�DQ�
insurance company exclusively plans to 
deal in microinsurance only are allowed to 
carry on rendering microinsurance service.

The National Bank of Ethiopia issued 
these Directives pursuant to the authority 
vested in it by Article 4(1), 4(4), 58(2), 
of Insurance Business Proclamation 
No. 746/2012, and Article 3(2)(d) of 
0LFUR¿QDQFH� ,QVWLWXWLRQV� 3URFODPDWLRQV�
No. 626/2009.

The Directives entered into force as of 
15th day of February 2015.

NBE Issues Microinsurance Providers Directive

News
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An International 
Monetary Fund 
(IMF) team 
led by Andrea 
Richter Hume 
visited Addis 
Ababa from 
June 3-17/2015 
to conduct 

discussions for the 2015 Article IV 
Consultation with Ethiopia. On the Press 
5HOHDVH�1R���������SRVWHG�RQ�WKH�RI¿FLDO�
website on June 19, 2015, the team 
GLVFORVHG�WKDW�(WKLRSLD¶V�HFRQRP\�UHÀHFWV�
robust public investment in infrastructure 
and solid performance in agriculture.

At the conclusion of the mission, Ms. 
Richter Hume, leader of the team, has 
issued the following statement:

“Ethiopia’s state-led development model 
has delivered rapid and broad-based 
growth over many years. It has also reduced 
SRYHUW\� VLJQL¿FDQWO\�� ZKLOH� NHHSLQJ�
inequality low. The outlook for Ethiopia 
UHPDLQV� KLJKO\� IDYRUDEOH�� UHÀHFWLQJ�
LWV� VLJQL¿FDQW� HFRQRPLF� SRWHQWLDO� DQG�
productivity-enhancing investments and 
reforms. Ethiopia’s growth has so far been 
driven in large part by public investment. 
To sustain rapid and inclusive growth over 
the coming years, the private sector will 
need to play an increasing role as a driver 

of growth.

“This year, economic momentum has been 
VWURQJ��UHÀHFWLQJ�UREXVW�SXEOLF�LQYHVWPHQW�
in infrastructure and solid performance 
in agriculture. Exports were hit by lower 
commodity prices and the impact of Ebola 
on travel receipts, while imports increased 
sharply (especially for capital goods and 
construction-related services). However, a 
strong pick-up in foreign direct investment 
and foreign disbursements to state-owned 
enterprises allowed gross international 
UHVHUYHV� WR� LQFUHDVH� PRGHVWO\�� )RU� ¿VFDO�
year 2014/15, the team projects real GDP 
growth of 8.7 percent, easing to about 8 
percent in 2015/16.

³,QÀDWLRQ�KDV�UHPDLQHG�LQ�VLQJOH�GLJLWV²DQ�
important achievement for macroeconomic 
VWDELOLW\��:LWK�IRRG�SULFHV�SXVKLQJ�LQÀDWLRQ�
close to 10 percent, the team recommends 
a continued cautious monetary policy 
stance, with particular attention paid to 
FRUH�LQÀDWLRQ�

³/RRNLQJ� DKHDG�� WKH� PLVVLRQ� LGHQWL¿HG�
two key factors to sustain rapid and broad-
based growth over the medium term: 
boosting domestic and foreign resource 
mobilization, and reducing bottlenecks to 
doing business. These should allow for a 
growing role for the private sector, which 
holds the key to job-rich growth going 
forward.

Ethiopia’s economic momentum has 
been strong…

-IMF
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³,QFUHDVLQJ� WD[� UHYHQXH� FROOHFWLRQ²D�
PRUH�GXUDEOH�ZD\�RI�¿QDQFLQJ�JRYHUQPHQW�
H[SHQGLWXUH²ZLOO�SOD\�DQ�LPSRUWDQW�UROH�LQ�
bolstering domestic resource mobilization. 
Ethiopia’s tax-to-GDP ratio remains 
below the regional average. Improved tax 
administration, combined with a more 
streamlined use of tax incentives, will be 
critical in this regard.

“On public investment, which is to a large 
extent executed by state-owned enterprises, 
the team advised that its pace should 
remain consistent with macroeconomic 
sustainability, and with allowing for 
PRUH� FUHGLW� WR� ÀRZ� WR� WKH� SULYDWH� VHFWRU��
Given the importance of maintaining 
debt sustainability, the team encourages 
the government to consider innovative 
IRUPV�RI�¿QDQFLQJ��VXFK�DV�SULYDWH�SXEOLF�
partnerships and other options that could 
KHOS�PRELOL]H�SULYDWH�QRQ�GHEW�¿QDQFLQJ��
Enhancing oversight of public enterprises 
by the general government, and making 
information on their operations available 
on a more timely basis, is also critical for 
HVWDEOLVKLQJ�D�VROLG�¿VFDO�DQFKRU�

“Boosting domestic savings is the other 
key part of resource mobilization. The 
VLJQL¿FDQW� H[SDQVLRQ� LQ� EDQN� EUDQFKHV�
in recent years has already done much to 
increase the depositor base. To promote 
the availability of longer-term investment 
resources, Ethiopia aims to develop capital 
markets. An important prerequisite will 
be raising interest rates on government 
securities and other key securities above 
LQÀDWLRQ��DQG�LQFUHDVLQJ�WKH�XVH�RI�LQGLUHFW�
tools for monetary management. These 

steps would help activate the interbank 
PDUNHW²ZKLFK� ZRXOG� HQKDQFH� OLTXLGLW\�
PDQDJHPHQW� DQG� SURPRWH� ¿QDQFLDO�
LQWHUPHGLDWLRQ²DQG� DOVR� SURPRWH� WKH�
establishment of a yield curve.

“The team stresses the importance of 
decisive structural reforms to foster export 
JURZWK� DQG� H[SRUW� GLYHUVL¿FDWLRQ�� 3XEOLF�
LQYHVWPHQW� LQ� LQIUDVWUXFWXUH²QRWDEO\�
SRZHU�� UDLO�� URDGV�� DQG� WHOHFRPV²LV�
already helping alleviate constraints on 
private sector development. Increasing the 
HI¿FLHQF\�RI�FXVWRPV�FOHDUDQFH�DQG�RWKHU�
administrative procedures, improving the 
quality of logistics, and increasing access to 
FUHGLW�UHPDLQ�LPSRUWDQW��*UHDWHU�ÀH[LELOLW\�
of the exchange rate would enhance 
Ethiopia’s competitiveness and support 
foreign exchange reserve accumulation. 
The team supports the National Bank 
of Ethiopia’s medium-term objective of 
having foreign exchange reserves cover 
three months of the following year’s 
imports of goods and services.

“The team met with Prime Minister 
Hailemariam Desalegn, Governor of the 
National Bank of Ethiopia Teklewold 
Atnafu, Minister of Finance and Economic 
'HYHORSPHQW�6X¿DQ�$KPHG��6WDWH�0LQLVWHU�
of Finance and Economic Development 
Abraham Tekeste, Economic Advisor to 
the Prime Minister Newai Gebre-ab, other 
VHQLRU�RI¿FLDOV��DQG�UHSUHVHQWDWLYHV�RI�WKH�
private sector, the international community, 
and civil society.

“The IMF Executive Board is expected to 
complete the 2015 Article IV consultation 
in September 2015.”
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(WKLRSLD�V�&UHGLW�
5DWLQJ�.HSW�$W��%��%\�

)LWFK

Fitch Ratings has continued to give 
Ethiopia a credit rating of ‘B’ which means 
that it expects the Government to meet its 
¿VFDO�GH¿FLW�WDUJHW�RI�����SHUFHQW�RI�JURVV�
domestic product this year. 

It also suggests expansion during the 
FXUUHQW�¿VFDO�\HDU��ZKLFK�HQGV�-XO\����ZLOO�
probably be in the 9-10% slightly down 
from the average 10.2% percent of the past 
¿YH�\HDUV�

Fitch suggests public debt will show a 
probably increase of up to 27.1% of GDP, 
from 26% last year. Public debt is largely on 
concessional terms and at “moderate” risk 
of sustainability in the short- to medium-
term, though it also noted that state-owned 
enterprises like the Railways Corporation 
and Sugar Corporation were increasingly 
borrowing abroad on non-concessional 
terms. 

Fitch said that the authorities expected this 
debt to be repaid from commercial receipts, 

but this might be considered as a rising 
contingent liability for the Government.

The company said the current-account 
GH¿FLW�ZDV�H[SHFWHG� WR�EH������WKLV�\HDU�
with what it called “limited” signs of 
GLYHUVL¿HG� H[SRUWV� DQG� VOXJJLVK� IRUHLJQ�
direct investment. It believed foreign-
currency reserves would probably remain 
tight and external debt continue to increase 
LQ� WKH� ³FRPLQJ� \HDUV�´� )LWFK� FRQ¿UPHG�
that it believed the political outlook would 
remain stable. 

(WKLRSLD� ¿UVW� FUHGLW� UDWLQJ� ZDV� JLYHQ� LQ�
May last year, with Standard & Poor’s and 
Fitch assigning a ‘B’ rating and Moody’s 
giving a ‘B1’. Following this, Ethiopia 
PDGH� LW� ¿UVW� VRYHUHLJQ�GHEW� RIIHULQJ� LQ�
December last year, selling US$1billion of 
10-year Eurobonds at 6.625% to European 
and American investors.

Source: Allafrica.com/Ethiopia April 
15/2015
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Government Spending and Private 
Investment in Ethiopia: Crowding-in or 

Crowding-out
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This study uses two separate models 
to examine how government spending 
affects (crowds in or crowds out) private 
investment in Ethiopia employing annual 
time series data of 38 years. The study 
emphasized on how various types of 
government spending in terms of capital 
and recurrent expenditures are related 
to private investment. By disaggregating 
capital and recurrent expenditures in 
terms of economic development, social 
development and general or administrative 
spending, the separate impact of each sub-
group on private investment is examined. 
Common controlling variables like real 
per capita income, real private credit, real 
availability of foreign reserve and active 
labour forces have been included in the 
models.

7KH� ¿QGLQJV� IURP� WKH� HFRQRPHWULF�
regression show that crowding-in effect 
dominates crowding-out effect in the case 
of Ethiopia. From capital spending model, 
it is found that spending on economic 
development like agriculture, industry, 
road and trade among others and general 
service expenditures crowds-in private 
investment while capital expenditure on 

social developments  are found statistically 
LQVLJQL¿FDQW� ZLWK� H[SHFWHG� SRVLWLYH� VLJQ��
In the recurrent model, the empirical 
result reveals that only expenditure on 
social developments like education, 
health, culture, social welfare are found 
SRVLWLYH� DQG� VWDWLVWLFDOO\� VLJQL¿FDQW� WR�
affect private investment (crowd-in) while 
recurrent spending on economic services 
and administrative are not statistically 
VLJQL¿FDQW�WR�DIIHFWV�SULYDWH�LQYHVWPHQW�� 

From the aggregate models, we found that 
both recurrent and capital expenditure 
crowds-in private investment in Ethiopia, 
which supports the absence of any 
VLJQL¿FDQW� FURZGLQJ�RXW� HIIHFW� XQGHU�
disaggregated models. 

Keywords: Crowding out, Crowding in, 
Public Spending, Private Investment, 

I. Introduction 

The impact of government expenditures 
on the spending of the private sector 
comprises one of the key subjects in 
empirical and policy debates. A commonly 
held view foresees that the content of the 
government’s expenditure programs and 
WKH�QDWXUH�RI�¿QDQFLQJ�WKHVH�SURJUDPV�KDYH�

ABSTRACT 
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VLJQL¿FDQW�FRQVHTXHQFHV�RQ�WKH�VDYLQJ�DQG�
investment decisions of the household and 
corporate sectors1.  

The Keynesian model argues that an 
increase in the government spending 
stimulates the domestic economic activity 
and “crowds-in” private investment (as 
cited in Aschauer, David, 1989b). The 
PRGHO�DI¿UPV� WKDW� WKH�JRYHUQPHQW�PLJKW�
facilitate the playing ground for the 
development of the private sector through 
the provision of legal infrastructure that 
ensures physical and intellectual property 
rights. It also claims that government 
also helps by undertaking investments 
WKDW� LQWHQVL¿HV� WKH� SK\VLFDO� DQG� KXPDQ�
capital infrastructure in the economy. On 
the contrary, neo-classical economists 
talk about the crowding out of the private 
investment by public investment.  This 
view argues that crowding out private 
investment by public investment occurs 
when the government increases its 
LQYHVWPHQW�¿QDQFLQJ� LQ�DQ\� VHFWRU�RI� WKH�
economy through either public debt or 
rising taxes or both.

Based on the aforementioned economic 
thoughts, there is a considerable argument 
1�7KH�SULYDWH�VHFWRU�SHUFHSWLRQ�RI�WKH�PHWKRG�RI�GH¿FLW�¿QDQFH�KDV�D�EHDULQJ�RQ�RWKHU�VRUWV�RI�FURZGLQJ�RXW��$Q�LQFUHDVH�LQ�
taxation or public savings crowds out private savings (increases private consumption) and thereby discourages investment. 
This sort of crowding-out requires that taxes be lump sum and that the private sector perceives public savings as a substitute 
for private savings; for example pension and social insurance deductions are always viewed as substitutes for private savings 
( David and Scadding, 1974)  

regarding the role of private investment 
and government spending in the Ethiopian 
economic growth. Some like IMF call 
for reducing government spending so as 
to allow the private sector to gain major 
role in the Ethiopian economic growth on 
sustainable and competitive basis while 
RWKHUV� LQFOXGLQJ� JRYHUQPHQW� RI¿FLDOV�
and technocrats argue that government 
spending represents an essential policy 
instruments through which an enabling 
environment can be enhanced for more 
participation of the private sector in the 
Ethiopian economy. 

During 1992-2013, total government 
recurrent expenditure has increased 
by 16.1% on average while capital 
expenditure registered average growth of 
41.4%. Over the same period, real private 
investment growth was about 24.3% on 
average, revealing that government’s 
rising spending smoothes the progress of 
the private investment over the sample 
period.  The current government has taken 
various policy changes to enhance both 
government and private investments side 
by side in order to change economic and 
social crisis accumulated from the previous 
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regimes. In various government policies 
since 1992, important emphasis has been 
give to the role of the government spending 
in facilitating the private investment 
through developing basic infrastructures 
(SDPRP, 2001; GTP I, 2010). 

Taking into consideration the theoretical 
and empirical mixes about the relationship 
between government spending and the 
SULYDWH� LQYHVWPHQW� DV� ZHOO� DV� WKH� ¿UP�
stand of the Ethiopian government in the 
importance of huge government presence 
in the economy, thorough analysis of 
the relationship between government 
expenditure and private investment in 
Ethiopia is vital. Therefore, the objective 
of this study is to empirically investigate 
the impact of various types2  of government 
spending on private investment in Ethiopia 
using annual time series data. Two 
separate models will be tested for capital 
and recurrent expenditures various major 
sub-groups with common controlling 
variables in each equation to see the 
impact of different capital and recurrent 
expenditures on private investment. 
Though the main objective is to see how 
different major sub-groups of recurrent 
and capital expenditures are associated to 
the private investment, aggregated capital 
2 Recurrent expenditures like economic services, social services and general service as well as capital expenditure including 
economic development, social development and administrative expenses.

 

and recurrent expenditures will be used to 
examine the relationship having common 
controlling variables in the disaggregated 
models. 

7KH�VWXG\� LV�RUJDQL]HG� LQWR�¿YH�VHFWLRQV��
Following introduction in section one, 
section two presents review of the 
relationship between government spending 
and private investment. Section three 
describes government spending in Ethiopia 
during 1991-2014 at a glance while section 
IRXU� IRFXVHV� RQ� PRGHO� VSHFL¿FDWLRQ� DQG�
result discussion. The last section, section 
¿YH�SUHVHQWV�FRQFOXGLQJ�UHPDUNV��

II. Literature Review 

Theoretically, the neo-classical economists 
talk about the crowding out of the private 
investment by public investment.  This 
view argues that crowding out private 
investment by public investment occurs 
when the government increases its 
investment in any sector of the economy 
through either public debt or rising taxes 
RU�ERWK��*RYHUQPHQW�LQYHVWPHQW�¿QDQFHG�
by public debt draws liquidity from the 
market that drives interest rate up for a 
given amount of money stock.   As per 
to the neo-classical assumption of full 
employment, this immediately raises the 
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cost of borrowing for new investment. 
Based on this classical argument of 
SXEOLF� GHEW� ¿QDQFLQJ� LQYHVWPHQWV¶�
impact on private investment, the later is 
GHFODUHG�XQSUR¿WDEOH�DQG� WKH�GHPDQG�IRU�
private investment declines. Also, public 
LQYHVWPHQW� ¿QDQFHG� E\� WD[HV� GLVWRUWV�
relative prices leading to misallocation 
resources most of which are generated 
from the investment projects taken up by 
the private sector and pump into alternative 
uses that appear relatively cheaper.

On the contrary, the Keynesian economic 
WKRXJKW� MXVWL¿HV� JRYHUQPHQW� LQWHUYHQWLRQ�
in the economy on the basis of market 
failure. It argues that the decision of 
the private sectors sometimes lead to 
LQHI¿FLHQW� PDFURHFRQRPLF� RXWFRPHV� DQG�
hence advocates dynamic policy response 
by the government sectors, including 
monetary policy action by the central bank 
DQG�¿VFDO�SROLF\�DFWLRQ�E\�WKH�JRYHUQPHQW�
to ensure sustainable output over the 
business cycle.  As per the Keynesian 
view, crowding in effect occur when the 
countries’ resources are unutilized and/
or underutilized, which normally arises in 
developing countries where, for instance 
government spending on infrastructure 
development can stimulate the private 
investment. In this case, for countries 
with unemployed resources, government 

spending facilitates the private sectors 
DQG� DOVR� ¿OOV� WKH� JDS� FUHDWHG� E\� PDUNHW�
failures. Unlike, the neo-classical view 
that assumes saving is equal to investment 
through market forces, the key feature of 
the Keynesian theory of investment was 
that though saving and investment need 
to be identical ex-post, decision on saving 
and investment are basically taken by 
different decision makers and hence there 
is no reason for ex-ante saving to be equal 
to ex-ante investment.  

The Real Business Cycle (RBC) model on 
the other hand assumes that an increase in 
government spending/consumption will 
have positive effect on private investment 
as it induces a rise in employment 
ZKLFK�� LI� VXI¿FLHQWO\� SHUVLVWHQW�� OHDGV�
to a rise in the expected return to capital 
and, therefore, may trigger a surge in 
private investment. This argument is 
contradicted by IS-LM model which 
claims that private investment declines 
following government consumption raises 
if the government consumption rise is not 
supported by money supply growth. This 
means that government consumption rise 
not supported by money supply will raise 
interest rate which in turn translates to the 
decline in private investment (Ayiagari et 
al, 1990). 
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David and Scadding (1974) summarises 
the impact of government investment’s 
impact on the private sector investment 
into two forms, direct (ex ante) and indirect 
(ex post) forms. The direct form is where 
the corporate sector includes government 
saving and spending behaviour in their 
structural behavioural decisions on 
investment. This means that, government 
saving and investment variables may 
feature as exogenous variables in private 
sector utilities and expenditure functions. 
Under this hypothesis, an increase in 
government spending may crowd-out 
private investment if the private sector sees 
public capital investment as a substitute for 
private investment, and if the private sector 
HQYLVDJHV� WKDW� WKH� GH¿FLW� FUHDWHG� E\� WKH�
JRYHUQPHQW� H[SHQGLWXUH� LV� WD[� ¿QDQFHG��
The indirect form of crowding-out effect 
on the other hand is precipitated by an 
LQFUHDVH�LQ�LQWHUHVW�UDWH�DQG�FRVW�RI�¿QDQFH��
An expansion in public spending exerts 
an upward pressure on interest rates and 
hence a substitution of public investment 
for private investment. Assuming full 
employment of resources and a classical 
labour market, the rise in public investment 

which in turn pushes interest rates upwards 
may displace an equal amount of private 
investment; causing 100% crowding-
out regardless of how the private sector 
envisages the public actions, assuming 
that the consumption rate and the demand 
for money are stable, and that monetary 
policy is unchanged3. If resources are 
less fully utilized and the economy is 
within its possibility frontier, expansion in 
public spending might partially crowd-out 
private investment, and   the magnitude of 
displacement of the private investments 
depends on the sensitivity of investment 
and demand for money functions to interest 
rate changes. 

Empirical studies on the relationship 
between public and private investments 
are quite extensive and mixed as well. 
Much of the research was enthused by the 
empirical studies of Eberts (1986), Ashuaer 
(1989a, 1989b) and Munnell (1990) on 
the relationship between government 
and private investment as cited in Sheikh 
Touhidul Haque, 2013). 

David .F and Ricardo .M (2008) has 
assessed the impact of change in 
 

______________
�$�ULVH�LQ�LQWHUHVW�UDWH�XQGHU�H[�SRVW�FURZGLQJ�RXW�GRHV�QRW�UHÀHFW�D�VFDUFLW\�RI�FDSLWDO�UHVRXUFHV�LW�UDWKHU�UHÀHFWV�VFDUFLW\�RI�
PRQH\�EDODQFHV�GXH�WR�LQWHUHVW�JHQHUDWHG�SRUWIROLR�DGMXVWPHQWV���7KHUHIRUH��LI�¿VFDO�SROLF\�KDG�EHHQ�DFFRPSDQLHG�E\�DQ�H[-
pansionary monetary policy, which aimed to increase money supply, private investment might have increased or remained the 
same depending on the direction of the interest rate.  In this case, investment crowding-out could be thought of as a result of a 
restrictive monetary policy rather than a public capital expansion (Buiter, 1977 as cited in Ahmed Badawi, 2010).
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government spending on the short term 
growth of the private investment in a panel 
study of 145 countries from 1960-2007.  
$FFRUGLQJ�WR�WKH�¿QGLQJ�RI�WKHVH�VFKRODUV��
government spending produces important 
crowding-out effects, by negatively 
affecting both private consumption and 
private investment. Their result was robust 
both to country and time effects as well 
DV� GLIIHUHQW� HFRQRPHWULF� VSHFL¿FDWLRQV��
Antonio Afonso and Miguel Aubyn (2008) 
also carried out study on 14 European 
Union Countries, plus Canada, Japan and 
USA employing VAR model to investigate 
public and private investments role on 
output and the relationship between public 
DQG� SULYDWH� LQYHVWPHQWV�� 7KHLU� ¿QGLQJ�
reveals that the crowding-in effect of 
public investment on private investment 
is different across countries i.e. for some 
countries it is crowding-in ( 8 of the 17 
countries in the sample)  and for others it 
is crowding-out ( France, Italy, Japan and 
USA) while results for Belgium, UK, the 
Netherlands, Ireland and Canada) shows  a 
boarder line case effect.  

Habib Ahmed and Stephen M. Miller (1999) 
had examined the effect of disaggregated 
government spending on private investment 
for developed and developing countries. 
They used government budget constraints 
exploring the effect of tax- and debt-

¿QDQFHG� H[SHQGLWXUHV�� 7KH� FRQFOXVLRQ�
ZDV�WKDW�WD[�¿QDQFHG�H[SHQGLWXUH�FURZGV�
out more private investment than debt-
¿QDQFHG� H[SHQGLWXUH�� 7KH� VFKRODUV� DOVR�
obtained that expenditure on social security 
and welfare reduces private investment in 
both developed and developing countries 
while expenditure on transport and 
communication induces private investment 
in developing countries. Similarly, Isabel 
et al (1995) carried out investigation 
on 14 OECD countries regarding the 
relationship between government spending 
DQG� SULYDWH� LQYHVWPHQW�� 7KHLU� ¿QGLQJ�
UHYHDOHG�WKDW�WKHUH�LV�VLJQL¿FDQW�FURZGLQJ�
in effects of private investment by public 
investment, through the positive impact 
of infrastructure on the private investment 
productivity. They conclude from the result 
WKDW�GH¿FLW�UHGXFWLRQV�HQJLQHHUHG�WKURXJK�
cuts in public investment could rigorously 
impose upon private capital accumulation 
and growth prospects. 

Mohammed Zayyanu et al (2008) are other 
researchers who have dealt with government 
spending-private investment relationship 
in Nigeria using annual time series data 
during 1975-2009. They disaggregated 
both capital and recurrent expenditures to 
major sub-groups like transfer, economic, 
social and administrative spending to 
see whether different components of 
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government spending in terms of capital 
and recurrent expenditure will have 
different impact on private investment. 
$FFRUGLQJ� WR� WKHLU� ¿QGLQJ�� RQO\� FDSLWDO�
expenditure on administration crowd in or 
complement private investment while other 
expenditures like social services, economic 
services, transfers and community services 
crowd out or substitute private investment 
in Nigeria. With regarding to recurrent 
expenditure however, they found that 
recurrent expenditures on economic 
service, social services, transfers and 
community services crowd in private 
investment while recurrent expenditure 
on administration crowd out or substitute 
private investment. 

Christian Dreger and Hans-Eggert Reimers 
(2014) investigated Euro Area case in their 
discussion on the relationship between 
public and private investment in terms of 
FDSLWDO� VWRFN� DQG� JURVV� LQYHVWPHQW� ÀRZ��
Using panel VAR model, they found 
that public and private capital stock are 
cointegrated while the evidence in the case 
RI� LQYHVWPHQW� ÀRZ� LV� IUDJLOH��$FFRUGLQJ�
to the impulse response analysis, private 
investment reacts to the shocks in public 
LQYHVWPHQW�ERWK�LQ�WHUPV�RI�VWRFN�DQG�ÀRZ�
variables while the public investment is 
H[RJHQRXV��7R�VXP�XS�� WKH�¿QGLQJ�RI� WKH�
researchers for the Euro Area case reveals 

that lack of public investment might have 
restricted private investment and hence 
public investment crowds-in private 
investment in Euro Area. Shawa et al 
(2012) also investigated the case of Sub-
Saharan Africa employing a dynamic panel 
DSSURDFK��7KHLU�¿QGLQJ�ZLWQHVV�WKDW�SXEOLF�
LQYHVWPHQW� LV� SRVLWLYHO\� DQG� VLJQL¿FDQWO\�
affects private investment i.e. a crowding-
in effect was the outcome of the study. 
Similarly, Toshiyo Hatano (2010) found 
crowding-in effect of public investment on 
private investment in Japan by estimating 
the error correction model. He used stock 
YDULDEOHV� LQVWHDG� RI� ÀRZ� YDULDEOH� DQG�
analyzed long run relationship between 
public and private capital where the 
result shows the presence of cointegrating 
relationship between the variables. 

Shale. E and Subika. F (2009) studied 
the relationship between government 
borrowing and private credit in developing 
countries employing a panel of 60 
GHYHORSLQJ�FRXQWULHV��7KHLU�¿QGLQJ�UHYHDOV�
that government borrowing crowds out 
private credit in most of the countries 
covered by the study. Assuming credit 
is a vital factor in private investment in 
developing countries where mobilizing own 
FDSLWDO�IRU�LQYHVWPHQW�LV�YHU\�GLI¿FXOW�IRU�
most immature private sectors, crowding 
RXW�LQ�SULYDWH�FUHGLW�PLJKW�UHÀHFW�FURZGLQJ�
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out in private investment. Similarly, 
Ahmmed Badawi (2010) investigated the 
issue for the Sudanese economy using time 
series data over 1970-1998. He tried to 
address the issue of complementarity and 
substitutability of state capital to private 
investment activities in a neoclassical 
growth framework. Employing a co-
integrated vector autoregressive model 
(VECM), the researcher found that public 
investment appears to have deleteriously 
impacted private sector physical expansion, 
implying that the impact of crowding-out 
categories of public sector investment has 
been large enough to offset any crowding-
in effect in Sudan.  

III. Review of the 

Government Spending 

in Ethiopia 

3.1 Recurrent Expenditures 

Recurrent expenditure comprises major 
sub-group spending like economic 
services, social services and general/
administrative services. Economic services 
expenditure accounts for about 13.3% of 
the total recurrent expenditure on average 
during 1992-2014 while its share in GDP 
was about 1.3% on average during the 
same period. In 1991, the total amount 
of recurrent expenditure on economic 
services was merely Birr 221.3 million, 

which has surged to Birr 10.4 billion in 
2014, about 46.9 folds in 23 years. The 
other major recurrent expenditure is social 
service which was only Birr 646.4 million 
in 1991, but rose to Birr 32.5 billion in 
2014, 50.3 folds in 23 years.  Its share 
in total expenditure and GDP was 36.8% 
and 3.46% on average during the last 23 
years. Administrative services expenditure 
was another major component of recurrent 
expenditure which was just Birr 2.0 billion 
in 1991 and surged to Birr 29.2 billion in 
2014. 

6SHFL¿F�VHFWRUV�OLNH�DJULFXOWXUH��HGXFDWLRQ�
& training, trade, industry, road construction 
and transport and communication have got 
huge attention during the last 23 years. 
For instance, recurrent expenditure on 
agriculture was just Birr 121.4 million in 
1991, which has surged to Birr 6.8 billion 
in 2014, about 56 folds over the period. 
Recurrent expenditure on education and 
training on the other hand increased from 
Birr 447.1 million to Birr 24.3 billion, 54.4 
folds over the same period (Table 1). 

3.2. Capital Expenditures

Under capital expenditures, major economic 
sectors are economic development, social 
development and general/administrative.  
In 1991, total capital expenditure on 
economic development activities was Birr 
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1.1 billion, which has improved to Birr 73.5 
billion in 2014 (68.9 folds in 23 years). Its 
average share in total capital spending and 
GDP was 68.1% and 5.2%, respectively. 
Social development capital spending also 
have increased about 263.4 folds over the 
last 23 years to reach Birr 26.2 billion in 
2014. 

Capital expenditure activities was Birr 
249.7 million in 1991 which has increased 
to Birr 12.9 billion, a 51.9 folds in 23 
years. Another sector that has gotten huge 
attention during the current regime was 
capital spending on road construction. 

Merely Birr 74.0 million was allocated 
for road sector in 1991, which has hugely 
surged to Birr 38.1 billion in 2014, 515.3 
folds in 23 years or 22.4 folds per year 
(Table 2).   

From both recurrent and capital 
expenditures, we can see that major 
economic sectors like agriculture, trade, 
industry, road, communication etc have 
been given huge attention. Therefore, 
having other factors constant, this trend in 
government expenditure looks supportive 
for private investment in general. 

Table 1: Recurrent Expenditures Average Share in Total and GDP (in %)

Particulars Amount in Million  Birr Average Share 
form Total (%) 

Average Share 
in GDP (%)

 1991 2014 1992-2014 1992-2014
Economic Services            221.3       10,370.6 13.33 1.27
Agriculture            121.4          6,801.8 8.74 0.83
Trade, Industry & Tourism               17.4          1,933.1 1.27 0.12
Mining & energy               14.6                  67.6 0.34 0.03
Road construction                  2.1               438.8 0.67 0.42
Transport & communications               55.3               973.5 1.93 1.05
Economic development studies                  8.4               155.8 0.28 0.18
Social Services            646.4       32,519.4 36.79 3.46
Education & training            447.1       24,301.4 2.39 2.39
Culture & sports               13.4          1,103.5 0.85 0.08
Public health            128.4          6,553.9 6.96 0.65
Labour & social welfare               37.1               447.1 0.91 0.09
Rehabilitation               20.4               113.5 2.27 0.26
General Services       2,001.9       29,193.9 49.47 5.02
Organ of the State               77.9          4,472.4 6.06 0.57
Justice               18.9          2,985.7 2.53 0.23
Defence       1,646.0          7,488.6 24.62 2.66
Public order & security            108.1          6,115.0 7.39 0.70

Source: Ministry of Finance and Economic Development (MOFED) and Author 
Computation 
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Table 2: Capital Expenditures Average Share in Total and GDP (in %) 

Particulars Amount in Million  Birr Average Share 
form Total (%) 

Average Share 
in GDP (%)

 1991 2014 1992-2013 1992-2013
Economic Development       1,066.8       73,461.7 68.81 5.52
Agriculture            249.7       12,904.2 15.20 1.22
Natural resources            198.8       12,303.1 10.51 0.82
Mining & energy            219.8          1,097.0 6.66 0.46
Trade, Industry & Tourism            254.1          2,433.5 4.73 0.32
Road construction               74.0       38,132.2 28.16 2.42
Transport & communications               70.4          2,066.8 4.91 0.36
Social Development               99.5       26,200.0 23.47 2.00
Education               42.6       18,213.9 1.25 1.25
Health               32.1          7,088.0 0.43 0.43
Urban dev’t & housing               21.3          4,525.0 0.35 0.35
Social welfare                  2.3               271.9 0.03 0.03
Culture & sport                  1.3               626.2 0.03 0.03
General Services     17.8    7,723.2 7.72 0.63

Source: Ministry of Finance and Economic Development (MOFED) and Author 
Computation 

IV .Methodology and 

Discussion of the 

Results 

����'DWD�'H¿QLWLRQ�DQG�0RGHO�
6SHFL¿FDWLRQ 
2I¿FLDO� WLPH� VHULHV� ������������ GDWD�
obtained from MOFED and NBE has 
been used in this study where government 
expenditure will enter the models in three 
major sub-groups like administrative 
capital and recurrent expenditures, 
economic service capital and recurrent 
expenditure and social service capital and 

recurrent expenditures. As these various 
sub-group of governments’ expenditures 
are expected to have different impacts on 
private investment (Mohammed Zayyanu 
et al (2008), multiple regression analysis is 
used in this study to examine how private 
investment and government expenditures 
are related in Ethiopia. Public investment 
can act as a substitute (negative effect on 
private investment) to or a complement 
(positive effect on private investment). 
The sign of the effect depends on the area 
in which the government executes the 
investment projects. Public investment 
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may encourage private investment when 
such expenditure contributes to increasing 
SULYDWH� RZQHG� ¿UPV¶� SURGXFWLYLW\�� 2Q�
the other hand, it may crowd out private 
investment when: (a) the government 
LQYHVWV� LQ� LQHI¿FLHQW� VWDWH�RZQHG� ¿UPV��
(b) private investors expect higher taxes to 
¿QDQFH� VXFK� H[SHQGLWXUHV�� DQG�RU� �F�� WKH�
public sector competes with the private 
sector for domestic loanable funds. Thus 
the relationship between the two variables 
is ambiguous. The anticipated sign on 
government expenditure is not clear – it 
can either be positive or negative because 
it dependents on the area in which the 
government executes the investment 
projects.

The Models used by (Mohammed Zayyanu 
et al (2008) will be adopted for this study 
as follow4 : 

PIt ȕ0�ȕ�*6t�ȕ2EDt�ȕ36't�ȕ4PCt�ȕ�)

Rt�ȕ�/t�ȕ73*'3t+µt

Where: 

PIt=Real Gross Domestic Private      
Investment 

GSt= Real Capital Administrative 
4 Regarding the expected sign of the explanatory variables, it is ambiguous to assign priory sign for the components of 
government expenditures’ impact on private investment. For other controlling variables, we expected positive sign for private 
credit, per capital income, availability of foreign exchange and labour force.

 5 This is row gross active population (skilled, semi-skilled and unskilled). Therefore, for investment in modern sector, it will 
be very rough proxy to represent skilled labour actually required in modern sector.

 

Expenditure 

EDt= Real Capital Economic 
Development Expenditure 

SDt= Real Capital Social Development 
Expenditure 

PCt = Real Private Credit 

FRt= Real Availability of Foreign 
Exchange, measured as net foreign 
asset of banking sector including 
National Bank of Ethiopia 

ALt  = Number of  Active Labour Force  
(between ages 15 and 64)5  

PGDP= Real Per Capita Income

µt = is error term with zero mean and 
constant variance 

W �LV�WLPH�LQ�\HDU�ZKLOH�ȕ��LV�SDUDPHWHU�
FRQVWDQW�DQG�ȕ�1-7�DUH�FRHI¿FLHQWV�
of the respective variables. The 
variables are converted to real values 
XVLQJ�*'3�GHÀDWRU�DQG�LQ�QDWXUDO�
logarithm form.  

Where:

GS = Real Recurrent General Service 
Expenditure 

 



20

ĺćņ�Ğ�����

ES = Real Recurrent Economic Service Expenditure 

SS= Real Recurrent Social Service Expenditure 

t = is error term with zero mean and constant varianceࣅ

Į0� LV�SDUDPHWHU�FRQVWDQW�ZKLOH� � � DUH�FRHI¿FLHQWV�RI� WKH� UHVSHFWLYH�YDULDEOHV��7KH�RWKHU�
YDULDEOHV�DUH�DV�GH¿QHG�XQGHU�HTXDWLRQ������

Table 3 Descriptive Statistics of Recurrent Expenditures (Real Growth Variable) 

PI PGDP ES SS GS PC FR AL
 Mean 8.6             2.0             5.9             6.2             2.7 13.2           23.1 3.1 
 Median 8.5             1.8             4.8             5.8 (0.4) 13.0             4.2 2.8 
 Maximum 73.2           24.0           27.3           68.0           70.9 59.1         392.0 20.8 
 Minimum (42.6) (15.2) (21.0) (17.1) (55.2) (64.3) (84.2) (7.9)
 Std. Dev. 22.3 8.2 12.9 14.0 22.2 24.1 89.8 5.7
Observation 38 38 38 38 38 38 38 38

Table 3 Descriptive Statistics of Capital Expenditures (Real Growth Variable)
 PI PGDP ED SD GS PC FR AL
 Mean             8.6             2.0           11.6           15.9           49.3           13.2           23.1 3.1 
 Median             8.5             1.8             8.5             6.1           17.5           13.0             4.2 2.8 
 Maximum           73.2           24.0           87.6         191.0         681.5           59.1         392.0 20.8 
 Minimum (42.6) (15.2) (32.7) (29.6) (91.3) (64.3) (84.2) (7.9)
 Std. Dev. 22.3 8.2 27.7 43.2 135.8 24.1 89.8 5.7
Observation 38 38 38 38 38 38 38 38

4.2 Unit Root Test 

8QLW� URRW� WHVW� LV� WKH� C¿UVW� WDVN� LQ� WLPH�
VHULHV� UHJUHVVLRQ�ZRUNV� DV� WKH� VLJQL¿FDQW�
empirical result obtained from non-
stationary variables would imply spurious 
or false relationship. If the variables 
entered the model are not stationary, 
WKH� VWDWLVWLFDO� VLJQL¿FDQFH� PLJKW� QRW� EH�
genuine to infer conclusion. Thus, unit root 
test for all variables in both models have 
been undertaken using the common ADF 

method with trends and without trends.  All 
the variables at level have unit root without 
trend in capital expenditure equation, albeit 
private credit and capital expenditure 
on general services are stationary with 
WUHQG� DW� ���� OHYHO� RI� VLJQL¿FDQFH�� 7KH�
¿UVW� GLIIHUHQFH� RI� DOO� WKH� YDULDEOHV� LQ�
capital expenditure equation is stationary 
both without and with trends at 1% level 
RI� VLJQL¿FDQFH� �7DEOH� ���� 6LPLODUO\�� LQ�
recurrent expenditure equation, all the 
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variables are non-stationary at level despite recurrent expenditure on general services is 
VWDWLRQDU\�ZLWKRXW�WUHQG�DW�����VLJQL¿FDQFH�OHYHO��$IWHU�¿UVW�GLIIHUHQFH��KRZHYHU��DOO�WKH�
variables have become stationary with trend included and excluded (Table 5).  

Table 4: Unit Root Result of Capital Expenditure Equation 

Variables ADF test Statistics 
without trend

5 % Critical value ADF test Statistics 
with trend

5 % Critical value

LPI 0.8450 -2.9434 -2.5459 -3.5330
LPC -1.8835 -2.9434 -4.4401** -3.5366
LFR -1.1965 -2.9434 -2.5305 -3.5331
LPGDP 1.0873 -2.9411 -0.4044 -3.5331
LGS -1.1663 -2.9411 -3.7753** -3.5331
LED -0.8813 -2.9411 -2.3320 -3.5331
LSD -0.0556 -2.9411 -2.8308 -3.5331
AL -0.7166 -2.9434 -3.2074 -3.5331
ǻ/3,� -7.9263* -2.9434 -8.1665* -3.5331
ǻ/3& -7.6589* -2.9434 -7.5308* -3.5331
ǻ/)5 -6.3031* -2.9434 -6.3041* -3.5331
ǻ/3*'3 -5.6413* -2.9434 -7.2013* -3.5366
ǻ/*6 -7.6531* -2.9434 -7.5814* -3.5366
ǻ/(' -7.0406* -2.9434 -6.9509* -3.5366
ǻ/6' -7.6531* -2.9434 -7.5814* -3.5366
ǻ$/ -7.9132* -2.9434 -7.8250* -3.5366

�5HMHFWLRQ�RI�WKH�QXOO�K\SRWKHVLV�DW����VLJQL¿FDQFH�OHYHO��µǻ¶�UHSUHVHQWV�¿UVW�GLIIHUHQFH�RI�WKH�
variables while ‘L’ represents natural logarithm.** Rejection of the null hypothesis at 10%  

     Table 5: Unit Root Result of Recurrent Expenditure Equation 

Variables ADF test Statistics 
without trend

5 % Critical value ADF test Statistics 
with trend 

5 % Critical value

LGS -3.0453** -2.9434 -3.6338 -3.5366
LES -0.0783 -2.9434 -3.1229 -3.5366
LSS 0.4115 -2.9411 -2.7764 -3.5331
ǻ/*6 -4.5061* -2.9434 -4.4298* -3.5366
ǻ/(6 -5.4660* -2.9511 -5.5145* -3.5485
ǻ/66 -6.0669* -2.9434 -6.0848* -3.5366

�5HMHFWLRQ�RI�WKH�QXOO�K\SRWKHVLV�DW����VLJQL¿FDQFH�OHYHO���ZKLOH�WKH�XQLW�URRWV�UHVXOWV�IRU�RWKHU��
Controlling variables are common and given in Table 4. ** Rejection of the null hypothesis at 
10%.
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4.3. Co-integration Test 

*HQHUDOO\� RQH� ZRXOG� ¿QG� PRVW� RI� WKH�
economic variables to be non-stationary, 
I (1) variables. Hence, any equilibrium 
theories that involve these variables require 
the existence of a combination of the 
variables to be stationary. Otherwise, any 
deviation from equilibrium6  will not be 
temporary. If variables are co-integrated, 
it means that their linear combination 
would be stationary. Hence, co-integration 
is a test of linear relationship among non-
stationary variables in the long run. Time 
series data with unit root and have no linear 
combination would apart without bound in 
the long run, leading our long run model 
spurious. The famous Engel- Granger co-
integration test has been used to see if 
there is long run relationship between the 
non-stationary variables (Bo Sjo, 2008). 

In both equations, the  residuals7  from the 
long run regression is negative and stationary 
DW����OHYHO�RI�VLJQL¿FDQFH��LPSO\LQJ�WKDW�
the variables entered both models which 
are found to be non-stationary at level 
individually are becoming stationary in 
combination. The unit root test for residual 

6  If a set of variables are cointegrated, then there exists a valid error correction representation of the data, and vice versa 
(Engle and Granger 1987 as cited in Bo Sjo 2008).
7  Measures long run disequilibrium and found to be stationary so that the OLS estimator of equation (1) and (2) are said to be 
VXSHU�±FRQVLVWHQW��7KLV�LPSOLHV�WKDW�DV�WKH�QXPEHU�RI�VDPSOH�DSSURDFKHV�LQ¿QLW\������WKHUH�LV�QR�QHHG�WR�LQFOXGH�,�����YDULDEOHV�
in the cointegrating equation (Engle and Granger 1987 as cited in Bo Sjo, 2008). As to Engle and Granger, the traditional 
diagnostic tests from the long run models are unimportant as the only important question is the stationarity or otherwise of the 
residuals.

 

in the recurrent model shows ADF test 
statistics of -5.697173 against 1% critical 
value of -3.615588 while in the capital 
equation, the unit root test statistics of 
the residual from the long run regression 
is -7.271684 against 1% critical value of 
-4.219126. From both equations’ residual 
stationary test, we can conclude that the I 
(1) variables, which are not stationary at 
level individually, becomes stationary in 
combination or move together in the long 
run and hence short run dynamic model 
will be tested for the level of adjustment 
capacity of the residual from the long run 
equations over the year following any 
shocks given to the model. 

4.4 Estimation Results 
4.4.1 Long Run Results, t-value in 

Parenthesis for Capital Spending 

Equation 

PIt = -0.22+0.004PCt������6't������*6t+ 
����('t������)5t�����3*'3t+0.0
�$/���

���������������������������������������������
�����������������������������

5�� ��������$GM��5�� �������������)�6WDWLVWLF�
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 ��������������������������':� ���

4.4.2 Long Run Results, t-value in 

Parenthesis for Recurrent Spending 

Equation 

3,W ���������3& t�����66 t�����*6 t-
���(6t�����)5t�����3*'3t�����

����������������������������������������������
������������������������������

5�� ��������$GM��5�� �������������)�6WDWLVWLF�
 ��������������������������':� ����

As observed from the long run equation 
test result in capital expenditure model, 
government capital spending on social 
service development (SD) is found 
WR� EH� VWDWLVWLFDOO\� LQVLJQL¿FDQW� ZLWK�
positive sign.  As expenditure on social 
developments like education and health 
developments are under this category, 
VWDWLVWLFDOO\� LQVLJQL¿FDQW� EXW� SRVLWLYH�
role on private investment might imply 
that either government spending on these 
VHFWRUV�DUH�QRW�VXI¿FLHQW�HQRXJK�RU�WKH�OLQN�
between social development spending and 
private investment is not effective or there 
might be mismatch between private sector 
demand and public provision of educated 
and healthy manpower for instance. 
On the other hand, government capital 
spending on economic development (ED) 
like agriculture, trade, industry, road 

construction etc is found to be positive 
DQG� VWDWLVWLFDOO\� VLJQL¿FDQW� WR� DIIHFW�
private investment in Ethiopia keeping 
the effects of other variables equals to 
zero i.e., government capital spending 
on economic development crowds-in 
private investment in Ethiopia (a 1% 
surge in government capital expenditure 
on economic development sectors induces 
private investment to increase by about 
0.26% on average keeping the impact of 
other variables equal to zero). Expenditure 
on road construction is believed to have 
positive impact on private investment as 
it facilitates transportation of inputs to the 
¿UPV�DQG�RXWSXWV�WR�WKH�PDUNHW�SODFHV��7KH�
VLJQL¿FDQW�DQG�SRVLWLYH�UHVXOW�IRU�WKH�RWKHU�
components like agriculture and industry 
also makes sense as there is huge market 
IDLOXUHV� LQ� (WKLRSLD� WR� SURYLGH� VXI¿FLHQW�
industrial and agricultural outputs to the 
market by the private sectors, so that 
government investment in these production 
areas has yet to be substitutive to the private 
sectors as the demand for outputs have been 
QRW�IXO¿OOHG��7KDW�PHDQV�� WKHUH�LV�HQRXJK�
demand for outputs produced by either the 
private or the public sector, which implies 
that there is no reason for the private 
outputs competing for market with that of 
public one under the current situation in 
Ethiopia. Another component of capital 
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pragmatism.  

4.4.3 Short Run Results for Capital Spending Equation                                                                              (5)

Variable &RHI¿FLHQW Std. Error t-Statistic Prob.  

DLPI(-2) -0.150789 0.074492 -2.024233 0.0565
DLPI(-3) -0.272824 0.094487 -2.887433 0.0091
DLPGDP 0.928475 0.211714 4.385510 0.0003
DLPGDP(-1) -0.306378 0.176142 -1.739384 0.0973
DLSD(-3) -0.122664 0.047200 -2.598818 0.0172
DLGS(-1) -0.066894 0.022604 -2.959445 0.0078
DLFC(-1) 0.049759 0.026906 1.849373 0.0792

spending, administrative expenditure (GS) 
LV� IRXQG� WR� EH� VWDWLVWLFDOO\� VLJQL¿FDQW� WR�
crowd-in private investment. Controlling 
variables like, private credit, active labour 
force and availability of foreign exchange 
have the expected positive signs, but 
VWDWLVWLFDOO\� LQVLJQL¿FDQW�ZKLOH� SHU� FDSLWD�
LQFRPH� LV�KLJKO\�VLJQL¿FDQW� WR�FURZGV� LQ�
private investment. DW statistics of 2.3 
witnesses that the model is relatively free 
from serial correlation problem while the 
RYHUDOO�¿WQHVV�WHVWV��)�VWDWLVWLFV�UHYHDOV�WKH�
fact that the model is good enough to infer 
conclusion.

In the recurrent expenditure equation, 
only spending on social development 
VWDWLVWLFDOO\� VLJQL¿FDQW� WR� DIIHFW� SULYDWH�
investment in Ethiopia (crowds-in) as 
other expenditure components, general 
administrative spending and economic 
services expenditures are statistically 
LQVLJQL¿FDQW�DQG�QHJDWLYH��2WKHU�FRQWUROOLQJ�
variables like per capita income and 

SULYDWH�FUHGLW�KDYH�SRVLWLYH�DQG�VLJQL¿FDQW�
impact on private investment (crowds-
in) while availability of foreign exchange 
and active labour force have positive sign 
EXW� VWDWLVWLFDOO\� LQVLJQL¿FDQW� WR� DIIHFW�
private investment. DW statistics of 1.89 
witnesses that the model is relatively free 
from serial correlation problem while the 
RYHUDOO�¿WQHVV�WHVWV��)�VWDWLVWLFV�UHYHDOV�WKH�
fact that the model is good enough to infer 
conclusion from.

In both models, per capita income is 
very important variable in determining 
private investment in Ethiopia. This might 
indicate that the growth in investors’ own 
FDSDFLW\� LQ� ¿QDQFLQJ� LQYHVWPHQW� SURMHFWV�
or potential growth in market demands 
for investment outputs due to income rise 
for consumers. In both promises, one can 
DUJXH�WKDW�WKH�VWDWLVWLFDO�VLJQL¿FDQFH�ZLWK�
positive sign for per capita income on 
private investment is worth mentioned 
¿QGLQJ� IRU� SROLF\�PDNHUV� DQG� WKHRUHWLFDO�
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DLFC(-2) 0.127167 0.026602 4.780338 0.0001
DLAL -0.661391 0.354327 -1.866609 0.0767
DLAL(-3) -0.601788 0.277810 -2.166184 0.0426
DLED 0.273033 0.064738 4.217492 0.0004
DLED(-1) 0.251610 0.070889 3.549354 0.0020
DLED(-3) 0.182049 0.064571 2.819355 0.0106
ECM(-1) -0.966448 0.149558 -6.462028 0.0000
C 0.080157 0.021663 3.700211 0.0014

R-squared 0.93
Adjusted R-squared 0.88
F-statistic 18.14476 DW 1.98
Prob(F-statistic) 0.000000

4.4.4 Short Run Results for Recurrent Spending Equation                                                                   (6)

Variable &RHI¿FLHQW Std. Error t-Statistic Prob.  
DLSS 0.847364 0.132527 6.393879 0.0000
DLSS(-2) 0.357988 0.140277 2.552007 0.0206
DLSS(-3) 0.346511 0.117928 2.938336 0.0092
DLPGDP(-3) -0.472843 0.205976 -2.295620 0.0347
DLGS(-1) -0.250779 0.073621 -3.406365 0.0034
DLGS(-2) 0.127268 0.071315 1.784593 0.0922
DLGS(-3) -0.299293 0.067789 -4.415077 0.0004
DLFC -0.048119 0.024493 -1.964588 0.0660
DLFC(-1) -0.049124 0.027795 -1.767412 0.0951
DLFC(-2) 0.169883 0.027959 6.076255 0.0000
DLFC(-3) 0.156512 0.037282 4.198033 0.0006
DLES(-1) -0.427323 0.134940 -3.166756 0.0056
DLES(-2) -0.777679 0.157085 -4.950698 0.0001
DLAL -1.311599 0.276288 -4.747225 0.0002
DLAL(-2) -1.008567 0.297061 -3.395149 0.0034
DLAL(-3) -0.823244 0.339939 -2.421739 0.0269
ECM(-1) -0.931120 0.145518 -6.398660 0.0000
C 0.130183 0.028715 4.533581 0.0003

R-squared      0.95     
Adjusted R-squared 0.89     
F-statistic 17.55922 DW 2.06
Prob(F-statistic) 0.000000

7KH� DGMXVWPHQW� FRHI¿FLHQWV� RI� WKH� HUURU�
correction terms (ECM) of -0.97 and -0.93 
in capital and recurrent models respectively 

reveal that the long run disequilibrium in 
the respective equations is adjusted per 
year on average by about 97% and 93% 
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i.e. the private investment level in the 
previous period was higher than what the 
long run equilibrium relationship predicts 
by 1%, then there will be an adjustment to 
reduce the private investment level by 0.97 
and 0.93 percent in this period to restore the 
long run equilibrium relationship between 
private investment and the combined 
explanatory variables.  In both short run 
dynamic models, serial correlation problem 
does not exist as measured by close to 2.0 
':�WHVW�VWDWLVWLFV�ZKLOH�WKH�RYHUDOO�¿WQHVV�
test, F-Statistics tests reveals adequate 
¿WQHVV�RI�WKH�HUURU�FRUUHFWLRQ�PRGHOV��

4.4.5.  Aggregated Capital Expenditure 

(long run result, t-value in 

Parenthesis)  

PIt  �����������3*t+0.34CEt�����)5t+0
���3*'3t�����$/�����
����������������������������������������������������������
�����������
5�� ��������$GM��5�� �������������)�6WDWLVWLF�
 ��������������������������':� ���

4.4.6. Aggregated Recurrent Expenditure 

(long run result, t-value in 

Parenthesis)  

 3,W� ����������3&t������)5t�����3*'
Pt�����$/���
�������� � ������� � � � � � � ������ � � � � ��������������
���������������������
5��  ������ � � � $GM�� 5��  � ������������

)�6WDWLVWLF�  � ��������� ����������������
':� ���

Applying aggregate capital and 
recurrent expenditures instead of major 
disaggregation, the long run results 
indicated in equation 7 and 8 above 
witness that both capital and recurrent 
expenditures of the government statistically 
and positively affects (crowd-in) private 
investment in Ethiopia keeping the impact 
of other controlling variables constant. For 
instance, an increase in capital expenditure 
(CE) by 1% induces private investment 
to increase by about 0.34% on average 
maintaining other factors constant. 
Similarly, a surge in recurrent expenditure 
by 1% persuades private investment to 
rise by about 0.45% on average having 
other factors’ impact equal to zero. These 
crowding in effect of both capital and 
recurrent expenditures in the aggregated 
models supports the absence of any major 
sub group of both capital and recurrent 
H[SHQGLWXUHV�WKDW�VWDWLVWLFDOO\�VLJQL¿FDQW�WR�
crowd-out private investment. Therefore, 
the overall conclusion is that government 
spending both in terms of recurrent and 
capital expenditures are found to be 
VWDWLVWLFDOO\�VLJQL¿FDQW�WR�FURZG�LQ�SULYDWH�
investment, implying that the Keynesian 
view has been prevailing in Ethiopia.

In both aggregate capital and recurrent 
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4.4.7. Aggregated Capital Expenditure (short run result)                                                           (9)

Variable &RHI¿FLHQW Std. Error t-Statistic Prob.  
DLPI(-3) -0.175102 0.062834 -2.786713 0.0098
DLPGDP 0.518504 0.189530 2.735733 0.0111
DLPC 0.350024 0.106597 3.283617 0.0029
DLPC(-1) -0.243034 0.084089 -2.890186 0.0077
DLFC(-2) 0.134595 0.024445 5.506129 0.0000
DLCE 0.194000 0.060680 3.197095 0.0036
DLCE(-2) -0.102055 0.056927 -1.792723 0.0847
ECM(-1) -1.030265 0.117013 -8.804738 0.0000
C 0.041806 0.017357 2.408611 0.0234

R-squared 91.0     
Adjusted R-squared 88.2     
F-statistic 32.80216
Prob (F-statistic) 0.000000
DW 1.84

4.4.8. Aggregated Recurrent Expenditure (short run result)                                               (10)
Variable &RHI¿FLHQW Std. Error t-Statistic Prob.  
DLPGDP 0.451862 0.240505 1.878805 0.0720
DLPGDP(-3) -0.604064 0.215074 -2.808633 0.0095
DLPC 0.351239 0.136509 2.573005 0.0164
DLPC(-1) -0.375785 0.124240 -3.024672 0.0057
DLPC(-2) 0.249126 0.109688 2.271233 0.0320
DLFC(-2) 0.167539 0.033987 4.929523 0.0000
DLRE 0.764772 0.156863 4.875415 0.0001
DLRE(-1) -0.304653 0.172142 -1.769776 0.0890
ECM(-1) -0.752006 0.123181 -6.104895 0.0000
C 0.008456 0.022141 0.381916 0.7058

R-squared 87.1                         
Adjusted R-squared 82.4     
F-statistic 18.70658
Prob(F-statistic) 0.000000
DW                                                  1.85                

expenditures short run dynamic models 
given in equation 9 and 10, the adjustment 
FRHI¿FLHQW� RI� WKH� UHVLGXDO� WHUPV� �(&0��
are -1.0 and -0.75  which implies that the 

long run disequilibrium in the respective 
equations is adjusted per year on average 
by about 100% and 75% . 



28

ĺćņ�Ğ�����

V.   Conclusion and 

Recommendation 

5.1 Conclusion  

This study aimed at empirically 
investigating the relationship between 
public spending and private investment 
in Ethiopia. Annual data (1975-2013) 
obtained from MOFED and National Bank 
of Ethiopia is used in the an  ic spending- 
private investment relationship and the 
fact that all types of government spending 
might not have similar impact on private 
investment, two separate models i.e. 
recurrent spending and capital expenditure 
equations with their major sub-groups 
are used to test the relationship. In the 
recurrent model, real recurrent spending 
on economic service real recurrent 
expenditure on social services and real 
recurrent spending on administrative 
services are used as major explanatory 
factors along with other controlling 
variables like real per capita income, 
active labor force, real private credit and 
real availability of foreign reserve. On the 
other hand, private investment is modeled 
as a function of real capital spending 
on economic development, real capital 
spending on social development and 
real capital spending on administrative 
spending with common controlling 

variables indicated under recurrent model. 

From the capital expenditure model, it 
is observed that capital expenditure on 
social development and general services 
is found to be positive, but statistically 
LQVLJQL¿FDQW� WR� FURZGLQJ�LQ� SULYDWH�
investment in Ethiopia while capital 
spending on economic development is 
IRXQG� VWDWLVWLFDOO\� VLJQL¿FDQW� WR� FURZG�
in private investment maintain other 
factors constant. Under recurrent sending 
equation, only social service expenditure 
crowds-in private investment while 
expenditures in economic services and 
general administrative spending are 
VWDWLVWLFDOO\� LQVLJQL¿FDQW� DQG� QHJDWLYH� LQ�
sign. Among the controlling variables per 
FDSLWD� LQFRPH� LV� VWDWLVWLFDOO\� VLJQL¿FDQW�
(crowds-in) private investment in both 
models, which implies that the rise in 
investors’ own capital or the growth in 
income of the consumers to demand 
private outputs are very much important 
determinants of private investment in 
Ethiopia. 

To see how private investment’s respond 
to total recurrent and capital spending of 
the government, aggregate models for both 
recurrent and capital expenditures with 
common controlling variables have been 
tested. According to the long run models 
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results (equations 7 and 8), both recurrent 
and capital spending of the government 
KDYH� IRXQG� WR� EH� VWDWLVWLFDOO\� VLJQL¿FDQW�
to crowd-in private investment, which 
VXSSRUWV� WKH� DEVHQFH� RI� DQ\� VLJQL¿FDQW�
crowding-out effect in the disaggregated 
models (equations 3 and 4).  

In the short run dynamic models, the 
most important variables, error correction 
YDULDEOHV� DUH� VWDWLVWLFDOO\� VLJQL¿FDQW�
with expected negative sign. In recurrent 
expenditure model, the adjustment 
FRHI¿FLHQW� LV� ������ ZKLOH� LW� LV� DERXW�
-0.97 in capital spending equation imply 
that about 97% and 93% of the long run 
disequilibrium in private investment in 
capital expenditure model and recurrent 
spending equation are adjusted to 
equilibrium per year through the long run 
combination of the explanatory variables 
in the respective models. 

From the long rum models empirical 
¿QGLQJ�� ZH� FRQFOXGH� WKDW� JRYHUQPHQW�
spending on various sectors has different 
relationship with private investment in 
Ethiopia (no wholesale conclusion for 
crowding-in or crowding-out cases) though 
crowding-in effect dominates in both 
disaggregated models. For instance capital 
expenditure on economic development 
like agriculture, industry, trade, road 

construction etc and spending on general 
services crowds-in private investment. It 
is social service sending that statistically 
VLJQL¿FDQW�WR�FURZG�LQ�SULYDWH�LQYHVWPHQW�
in the recurrent model where the other major 
spending social service and administrative 
H[SHQVHV�DUH�QRW�VWDWLVWLFDOO\�VLJQL¿FDQW�WR�
crowd-in or crowd-out private investment. 
Looking at aggregated model, we found 
that both recurrent and capital spending of 
the Ethiopian government is statistically 
VLJQL¿FDQW�WR�FURZG�LQ�SULYDWH��$PRQJ�WKH�
controlling variables, per capita income 
LV�WKH�PRVW�VLJQL¿FDQW�WR�FURZG�LQ�SULYDWH�
investment in both models. 

Finally, this empirical investigation 
discovered that at least there is no 
VWDWLVWLFDOO\� VLJQL¿FDQW� HYLGHQFH� RI�
crowding-out private investment by 
public spending in Ethiopia. This further 
encourages the government’s Keynesian 
hypothesis whereby the classical wholesale 
argument of crowds-out private sectors by 
the public presence will not be genuine 
argument as of present-day Ethiopia i.e. 
the government yet has a room to play 
in the Ethiopian economy.  From the 
results  of equation 7 & 8, the absence 
RI�VLJQL¿FDQW�FURZGLQJ�RXW�HIIHFW� LQ�ERWK�
disaggregated models is fully supported by 
KLJKO\�DQG�VLJQL¿FDQWO\�FURZGLQJ�LQ�HIIHFW�
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of both capital and recurrent expenditures 
on private investment aggregately. This 
IXUWKHU�MXVWL¿HV�WKH�IDFW�WKDW�FRQWHPSRUDU\�
Ethiopia needs the co-presence of 
government and private sectors in all 
economic and social agendas while the 
claim that government’s huge presence in 
the economy crowds-out private sectors 
has been found unsupported at least as 
SHU� WKLV� VWXG\¶V� ¿QGLQJ�� 7KHUHIRUH�� IURP�
WKLV�¿QGLQJ��WKRVH�ZKR�FODLP�JRYHUQPHQW�
spending facilitates private investment 
in Ethiopia can support their argument 
by this empirical evidence unless other 
VLGH�GLVSURYHV�WKLV�¿QGLQJV�ZLWK�GLIIHUHQW�
mythology, sample size or whatever 
approach. 

5.2 Recommendations 

Therefore, 

� Government need to enhance capital 
spending in economic developments 
as there is huge market demand for 
outputs in Ethiopia. As long as there 
is enough market for products yet to 
EH� IXO¿OOHG�� JRYHUQPHQW� LQYHVWPHQW�
in sectors like industry, trade and 
agriculture will not crowds out private 
investment and hence the government 
need to continue closing the gap on 
market failures regarding the provision 
of necessary agricultural and industrial 

outputs whereas capital spending on 
road construction has obvious positive 
impact on private investment and hence 
QHHG�EH�LQWHQVL¿HG��

� On the contrary, government capital 
spending on social development like 
education and health is found to be 
SRVLWLYH� EXW� VWDWLVWLFDOO\� LQVLJQL¿FDQW�
to affect private investment. This 
might indicate that the government 
expenditure in these important social 
VHFWRUV� LV� HLWKHU� QRW� VXI¿FLHQW� RU�
there is mismatch between what the 
private sector demands and what these 
social sectors provide.  Therefore, the 
government capital spending on social 
development need to be enhanced and 
selected i.e. spending on education for 
LQVWDQFH� QHHG� WR� EH� PRUH� VSHFL¿F� WR�
sectors with relatively huge demand.   

� Growth enhancing mechanisms must 
be given due attention as the rise in 
per capita income is the very important 
variable in private investment in both 
disaggregated and aggregated models of 
capital and recurrent expenditures. The 
rise in per capita income either increase 
LQYHVWRUV¶� RZQ� FDSDFLW\� LQ� ¿QDQFLQJ�
their investment or it enhances market 
demand for investment outputs through 
enhancing individuals’ income. 
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� In the aggregated models, private credit 
and availability of foreign currency are 
found to be positively and statistically 
VLJQL¿FDQW�WR�DIIHFW�SULYDWH�LQYHVWPHQW��
7KHUHIRUH��PRELOL]LQJ�VXI¿FLHQW�¿QDQFLDO�
saving and foreign currency earning is 

vital. In this regard, NBE needs to adopt 
IDYRUDEOH� H[FKDQJH� UDWH� DQG� ¿QDQFLDO�
policies that encourage foreign currency 
LQÀRZ� DQG� PRELOL]DWLRQ� RI� ¿QDQFLDO�
saving.  
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Birritu talked to External Economic Analysis 
and International Relations Directorate 
(EEAIRD) at the National Bank of Ethiopia 
about the fall of oil price, its impact on oil 
importing and exporting countries focusing 
on Ethiopia.  
Birritu: There has been a sharp drop in the 
price of crude oil since late June 2014. What 
are the possible explanations for this?
EEAIRD: Oil prices have fallen by nearly 
50 percent since June 2014. Demand and 
supply factors have played an important role 
in explaining the drop in oil prices.
According to the International Monetary Fund 
(IMF), unexpected lower demand between 
then and the end of the year accounts for 20 to 
35 percent of the price decline.
On the supply side, the evidence points 
to a number of factors, including surprise 
increases in oil production. This is in part due 
to faster than expected recovery of Libyan oil 
production in September and unaffected Iraq 
production, despite unrest.
A major factor, however, is the publicly 
announced intention of Saudi Arabia, the 
biggest oil producer within Organization of Oil 
Exporting Countries (OPEC), not to counter 
the steadily increasing supply of oil from 
both other OPEC and non-OPEC producers, 
and the subsequent November decision by 
OPEC to maintain their collective production 
ceiling of 30 million barrels a day in spite of a 
perceived glut.
Oil prices had stayed relatively high in spite of 

the upward trajectory in global oil production 
due to the perception at the time of OPEC’s 
LQGXFHG� ÀRRU� SULFH�� 7KH� UHVXOWLQJ� VKLIW� E\�
the swing producer however helped trigger 
a fundamental change in expectations about 
the future path of global oil supply, in turn 
explaining both the timing and magnitude of 
the fall in oil prices, bringing the latter closer 
to the level of competitive market equilibrium. 
Birritu: What is its impact on the global 
economy? Particularly for the Economy of oil 
exporting African countries?
EEAIRD: Overall, lower oil prices due to 
supply shifts are good news for the global 
economy, with major income distribution 
effects between oil importers and oil exporters.  
According to the IMF, the decline in oil prices 
would be associated with an increase in world 
GDP of about 0.5 percent in the medium-term.
In all oil-exporting countries, real income goes 
GRZQ��DQG�VR�GR�SUR¿WV�LQ�RLO�SURGXFWLRQ��%XW�
the degree to which they do, and the effect of 
the decline in the price of oil on GDP depends 
very much on their degree of dependence 
on oil exports, and on what proportion of 
revenues goes to the state.
Sub-Saharan Africa’s (SSA) net oil exporters, 
of which there were 12 in 2013 according to 
the African Development Bank (ADB) data, 
will be negatively affected by oil prices. 
Fiscal accounts will come under pressure as 
governments in oil producing nations rely on 
oil revenues for budget revenues to a greater 
or lesser extent.

Falling Oil Prices: 

       A Curse or Blessing to    

                Ethiopian Economy?

Educational and Informative Article
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Equatorial Guinea, the Republic of Congo 
(Congo-Brazzaville), Angola, Nigeria, Gabon 
and Chad all earn more than 50% of total 
¿VFDO� UHYHQXHV� IURP� RLO� SURGXFWLRQ�� :KLOH�
Congo-Brazzaville is in a better position 
relative to its peers due to the fact that it runs 
D�ODUJH�¿VFDO�VXUSOXV��WKH�VDPH�FDQQRW�EH�VDLG�
for Equatorial Guinea, which had the second 
ODUJHVW�EXGJHW�GH¿FLW�LQ������DQG�WKH�JUHDWHVW�
reliance on crude oil revenues for its budget 
out of the net exporters. 
Birritu: Could you explain to us the 
opportunities for oil importing countries like 
Ethiopia?
EEAIRD: There are three main channels 
through which a decrease in the price of oil 
provides opportunities for oil importing 
FRXQWULHV�OLNH�(WKLRSLD��7KH�¿UVW�LV�WKH�HIIHFW�
of the increase in real income on consumption. 
The second is the decrease in the cost of 
SURGXFWLRQ�RI�¿QDO�JRRGV��DQG�LQ�WXUQ�RQ�SUR¿W�
and investment.  The third is the effect on the 
UDWH�RI�LQÀDWLRQ��ERWK�KHDGOLQH�DQG�FRUH�
The strength of these effects varies across 
countries: For example, the real income effect 
is smaller for the United States, which now 
produces over half of the oil it consumes, 
than for the euro zone Japan or Ethiopia. 
7KH� UHDO� SUR¿W� HIIHFWV� DOVR� GHSHQG� RQ� WKH�
energy intensity of the country’s production 
sector. For example China and India remain 
substantially more energy intensive than 
DGYDQFHG� HFRQRPLHV�� DQG� WKXV� EHQH¿W�PRUH�
from lower energy prices. In the year the share 
of oil consumption in GDP is on average 3.8 
percent for the United States, compared to 5.4 
percent for China and 7.5 percent for India 
and Indonesia. For Ethiopia, the share stands 
DW�������LQ���������¿VFDO�\HDU�
7KH�HIIHFW�RQ�FRUH�LQÀDWLRQ�GHSHQGV�ERWK�RQ�
the direct effect of lower oil prices on headline 
LQÀDWLRQ��DQG�RQ�WKH�SDVV�WKURXJK�RI�RLO�SULFHV�

to wages and other prices.  The strength of the 
pass-through depends on the extent to which 
real wage rigidities, the way nominal wages 
UHVSRQG� WR� &3,� LQÀDWLRQ� DQG� RI� LQÀDWLRQ�
expectations of various economic agents.
Birritu:� 6SHFL¿FDOO\��ZKDW� LV� LWV� LPSOLFDWLRQ�
for Ethiopia`s manufacturing industry?
EEAIRD: Ethiopia’s manufacturing industry 
ZLOO� EHQH¿W� IURP� ORZHU� RLO� SULFHV� WKURXJK�
reduced input costs. Lower oil prices reduce 
energy costs generally, as prices of competing 
energy materials are forced down too, and oil-
¿UHG� HOHFWULFDO� SRZHU� LV� FKHDSHU� WR�SURGXFH��
In addition, since oil is feedstock for various 
sectors, including petrochemicals and paper, 
the decline in price directly impacts a wide 
range of processed or semi-processed inputs. 
These effects are, however, subject to a 
commensurate fall in domestic retail oil price.
Birritu: How the various actors in the 
country`s economic spectrum properly can 
utilize this opportunity?
EEAIRD: Taking consumers, producers and 
the government as the various actors in the 
Ethiopian economy, lower oil prices present 
opportunities to each of them. Consumers 
EHQH¿W� IURP� WKH� ULVH� LQ� UHDO� LQFRPH� WKDW�
help them increase saving or consumption. 
Producers through the reduced input costs can 
JDLQ� KLJKHU� SUR¿W� DQG� H[SDQG� LQYHVWPHQWV��
Finally, as the decline in oil prices reduces 
LQÀDWLRQ�SUHVVXUH�DQG�HDVHV�H[WHUQDO�DQG�¿VFDO�
imbalance, it creates favorable condition for 
the government to achieve its macroeconomic 
objectives.
Birritu: What about its negative impact? And 
what are the mechanisms to cope up with the 
impacts?
EEAIRD: Oil importers could be negatively 
affected by a slowdown in oil-exporting 
countries. Sustained low oil prices will 
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weaken activity in oil exporting countries, 
with adverse spillovers to trading partners 
DQG� UHPLWWDQFHV� RU� RI¿FLDO� VXSSRUW� UHFLSLHQW�
countries. In Ethiopia case, the spillover effect 
is expected to be minimal as our major trading 
partners are net oil importers.
In addition, if sustained over a long term, low 
oil prices may encourage a move towards 
production which is more intensive in fossil 
fuels or energy more generally. This runs 
counter to broader environmental goals in 
many countries including Ethiopia. To offset 
the medium-term incentives for increased oil 
consumption, while at the same time building 
¿VFDO� VSDFH�� SROLF\PDNHUV� FRXOG�PRGLI\� WD[�
policies on the use of energy, especially in 
countries where fuel taxes are low.
Birritu: It is projected that the oil price would 
revive and will reach 100 US Dollar by next 
year, what effect would it have on overall 
economic activities and what precautionary 
measures should be taken?
EEAIRD: Most projections including those 
of the IMF and the World Bank indicate that 
the drop in oil prices would be persisting for 
some time. However, how persistent the price 
will be depends primarily on two factors.
7KH�¿UVW� LV�ZKHWKHU�23(&��DQG�LQ�SDUWLFXODU�
Saudi Arabia, will be willing to cut production 
in the future. This in turn depends in part on 
the motives behind its change in strategy, 
and the relative importance of geopolitical 
and economic factors in that decision. One 
hypothesis is that Saudi Arabia has found it 
too costly, in the face of steady increases in 
non-OPEC supply, to be the swing producer 
and maintain a high price. If so, and unless 
the pain of lower revenues leads other OPEC 
producers and Russia to agree to share cuts 
more widely in the future, the shift in strategy 
is unlikely to change soon. Another hypothesis 
is that it may be an attempt by OPEC to reduce 

SUR¿WV��LQYHVWPHQW��DQG�HYHQWXDOO\�VXSSO\�E\�
non-OPEC suppliers, some of whom face 
much higher costs of extraction than the main 
OPEC producers.
The second factor is how investment and in 
turn oil production will respond to low oil 
prices. There is some evidence that capital 
expenditure on oil production has started to 
fall. According to Rystad Energy, overall 
capital expenditure of major oil companies is 
7 percent lower for the third quarter of 2014 
compared to 2013.
At current prices, Rystad Energy’s projections 
suggest that the level of oil production could 
decline but only moderately by about less 
than 4 percent in 2015. Rates of return will be 
VLJQL¿FDQWO\�ORZHU��KRZHYHU��DQG�VRPH�KLJKO\�
OHYHUDJHG� ¿UPV� WKDW� GLG� QRW� KHGJH� DJDLQVW�
ORZHU�SULFHV�DUH�DOUHDG\�XQGHU�¿QDQFLDO�VWUHVV�
and have been cutting their capital expenditure 
DQG�OD\LQJ�RII�VLJQL¿FDQWO\�
Thus, other things being equal, the dynamic 
effects of low prices on supply should lead to 
a decrease in supply relative to the initial shift 
and thus to a partial recovery of prices.  This 
is what is suggested by futures markets, which 
indicate an expected recovery of prices to $73 
a barrel by 2019.
Given the slow recovery oil prices, the focus 
now should be on how to utilize effectively this 
opportunity rather than taking precautionary 
measures against an unlikely expectation of 
oil price increase in the near future.
Birritu:�$Q\�¿QDO�FRPPHQW"
EEAIRD: The decline in oil prices has 
VLJQL¿FDQW PDFURHFRQRPLF�� ¿QDQFLDO� DQG�
policy implications. If sustained, it will support 
DFWLYLW\�DQG�UHGXFH�LQÀDWLRQDU\��H[WHUQDO��DQG�
¿VFDO�SUHVVXUHV�LQ�RLO�LPSRUWLQJ�FRXQWULHV�OLNH�
Ethiopia. Overall, lower oil prices provide a 
brighter outlook for the Ethiopian economy at 
the outset of the GTP2.
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Birritu talked to Banking supervision 
Directorate of the National Bank of Ethiopia 
about the Ethiopian banking system, the 
banks status and achievement and the 
supervision process of the Directorate.

BSD: Where is Ethiopian banking system 
LQ� WHUPV� RI� QXPEHU�� JURZWK�� SUR¿WDELOLW\�
and soundness?

Birritu:  At end of December 2014, the 
number of banks including Development 
Bank of Ethiopia reached 19. 16 of 
these are private banks, while the rest 3 
are public ones.  The sector is growing 
remarkably. The Number of bank branches 
reached 2,502 up 24.48% from last year 
same period. As a result, population per 
bank branches decreased from 42,786 last 
year same period to 34,373. The number 
of deposit accounts and that of borrowers 
reached 14.83 million and 162,693.00, 
grew by 28.1% and 16.0% compared to 
11.58 million and 140,371 of last year 
same period, respectively. Similarly, 
during the same period, assets, loans 
and bonds as well as NBE bills, deposit 
liabilities and capital of banking sector 
totaled Birr 434.96 billion, Birr 349.11 
billion, Birr 316.24 billion and Birr 30.24 
billion, respectively. Over last year same 
period, total assets of banking sector grew 
by 24.96%, total loans including bonds 
and NBE bills by 29.52%, total deposit 
liabilities by 25.96% and total capital by 

21.29%. Deposits to nominal GDP reached 
29.41%, and loans, bonds and NBE bills 
to nominal GDP stood at 21.66% and the 
ratios are growing.   

Birritu: How do Ethiopian banks compare 
with banks in sub-Saharan Africa in terms 
of status and achievement?

BSD: The path towards modern banking 
system restarted in Ethiopia following 
collapse of ‘Dergue’ regime. That means, 
only a matter of two decades now. Despite 
this short period, Ethiopian banks tried 
to introduce new banking products and 
services. These include electronic products 
like automated teller machine, point of 
sales, internet banking, card banking and 
mobile banking. For instance, the number 
of debit cards issued by commercial 
banks in December 2014 was 1,806,876, 
while the number of mobile banking 
users reached 290,383 and that of internet 
banking users stood at 9,781. Also, interest 
free banking and agent banking services 
are evolving. Total deposits of interest 
free banking services has reached birr 545 
million and the number of deposit account 
holders grew to 81,296. Despite all these, 
however, recent IMF data suggest that 
Ethiopia lags far behind sub-Saharan 
African countries in terms of access to 
¿QDQFH�� 6SHFL¿F� DUHDV� LQFOXGH� QXPEHU�
of commercial bank branches, automated 
teller machines, commercial bank 

The Banking Sector: A Snowballing Business amidst Stiff 
Competition
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depositors and commercial bank borrowers 
for a given number of adults. From this we 
can infer that we cannot and should not be 
complacent. We need to step up our efforts 
to have a banking system that matches 
one of rapidly growing economies on the 
globe. On the other hand, capital adequacy 
ratio of commercial banks was 17.27%, 
against minimum requirement of 8% - 
well capitalized. Their non-performing 
loans ratio has steadily improved and 
reached 2.41%, against NBE cap of 5% - 
SRVVHVV� TXDOLW\� DVVHWV�� 7KHLU� JURVV� SUR¿W�
totaled birr 7.87 billion, with return on 
assets and return on capital stood at 2.91% 
	� �������� UHVSHFWLYHO\� ±� SUR¿WDELOLW\�
is high. Similarly, their liquidity ratio 
was above the minimum requirement of 
15% - fairly liquid. Banks are thus quite 
KHDOWK\�� ZHOO� FDSLWDOL]HG� DQG� SUR¿WDEOH��
East African Countries (Uganda, Kenya, 
Tanzania, Rwanda, and Burundi) recorded 
average capital adequacy ratio of 20.62%, 
NPL ratio of 7.8%, and return on assets of 
2.46% in June 2014. Compared to what 
Ethiopian banks registered by then, i.e. 
capital adequacy ratio of 16.51%, non-
performing loans ratio of 2.02%, and 
return on assets of 3.06%, one can see our 
banks were even better in terms of asset 
TXDOLW\�DQG�SUR¿WDELOLW\��

Birritu: What are the purpose and 
functions of banking supervision?

BSD: Banks play key role in any 
economy. They transmit monetary policy; 
provide payment and settlement services, 
collect deposits for on lending purpose, 
HWF�� %HVLGHV�� FRVW� RI� ¿QDQFLDO� FULVLV� LV�

TXLWH� VLJQL¿FDQW�� 3XEOLF� FRQ¿GHQFH� LV�
indispensable in banking business. That is 
why banks are regulated and supervised. 
When it comes to Banking Supervision 
Directorate (BSD), it has 23 supervisory, 
3 credit bureau, and 3 administrative staff 
currently. Banking supervision is among 
the areas critically reengineered by the 
1%(� VRPH� ¿YH� \HDUV� DJR�� ,W� UHSRUWV� WR�
the V/Governor, Financial Institutions 
Supervision. Under the Directorate, there 
are four teams. These are Supervision 
Team I, Supervision Team II, Policy and 
Licensing Team, and Credit Reference 
Bureau. As per Articles 4 of Proc. No. 
591/2008, its purpose is to foster a healthy 
banking system. In line with Article 5(7) 
of the Proclamation, BSD is mandated to 
license and supervise banks. Accordingly, 
BSD proposes supervisory and regulatory 
strategy, drafts new/revised directives/
circulars, processes licenses, supervises 
banking business, and grants various 
approvals. In fact, excluding foreign 
exchange related activities. It is largely 
guided by best practices and international 
standards taking local conditions into 
account. By so doing, BSD aims to ensure 
safety and soundness of individual banks 
and the banking system as a whole; and to 
protect consumers.   

Birritu: What are tools and methods 
adopted by BSD for supervisory purpose?

BSD: BSD uses risk based supervision 
(RBS) as integrated with CAMEL approach. 
RBS is a forward looking system. BSD 
employs both off-site surveillance and on-
site examination combined. It is guided by 
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policy and licensing manual for regulation 
and licensing, while RBS framework 
for surveillance and examination. With 
regard to off-site surveillance, periodic 
returns are collected from banks, critically 
analyzed including results of stress 
WHVWLQJ� WR� SURGXFH� EDQN�VSHFL¿F� DQG�
system-wide reports. Quarterly rating 
and prudential meeting with senior 
management conducted every quarter. 
Likewise, on-site examination starts with 
preparation of annual supervisory plan, 
sending information request letter to a 
bank, preparation of scope memorandum, 
conducting on-site examination, drafting 
detail report, securing bank’s written 
comments, conducting exit meeting with 
bank’s senior management, preparation of 
¿QDO�H[DPLQDWLRQ�UHSRUW��JHWWLQJ�IHHGEDFN�
IURP�TXDOLW\�DVVXUDQFH��LVVXLQJ�¿QDO�UHSRUW��
conducting meeting with bank’s board, 
taking timely corrective actions, and 
XSGDWLQJ�SUR¿OH��7KLV� LV�XVXDOO\�IROORZHG�
by follow-up examination and continuous 
monitoring.  

Birritu: What are major elements 
looked into during the course of on-site 
examination?

BSD:   We focus on key areas of inherent 
risk i.e., credit, liquidity, operational 
and market; as well as quality of risk 
management for RBS. We start with 
VLJQL¿FDQW�DFWLYLWLHV��DQG�HYDOXDWH�LQKHUHQW�
risks involved in such activities. To 
assess quality of risk management, board 
oversight, senior management oversight, 
risk management function, internal 
audit, compliance and information and 

communication are examined. Regarding 
CAMEL approach, we concentrate 
on capital adequacy, asset quality, 
management, earnings and liquidity. We 
compare results of banks with trends, peer 
average, and regulatory standards.  

Birritu: What are frequently encountered 
limitations and supervisory gaps?

BSD: We encounter weak corporate 
governance, internal control, and 
risk management. Board and senior 
management oversight is currently 
inadequate. Audit scope and depth and 
other internal control issues require further 
attention. Some banks still lack NBE-
approved risk management program. In 
addition, introduction of EATS, investment 
in core banking, introduction of new 
products and services including selling 
government saving bonds and aggressive 
branch expansion by some banks would 
mean increased operational and other 
risks. These areas demand strong risk 
management function. Supervisory gaps 
include shortage of human resource both 
in quality and quantity; lack of automation; 
capacity in e-banking, interest free banking 
and AML/CFT related issues.   

Birritu. What is the way forward?

BSD: To automate banking supervision, 
introduce deposit insurance, enhance 
supervisory capacity, issue more new 
and revised directives, conduct tripartite 
meeting with senior management of banks 
and their external auditors, and see if 
risk management programs are properly 
implemented by banks. 
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In our time, the curse is monetary illiteracy, just as inability to read plain print 
was the curse of earlier centuries. Ezra Pound (1885-1972) 

American poet, critic and intellectual.

The first panacea for a mismanaged nation is inflation of the currency; the second 
is war. Both bring a temporary prosperity; both bring a permanent ruin. But both 
are the refuge of political and economic opportunists.

Paul Ernest Hemingway (1898-1961)

 American Writer.

Economic growth without social progress lets the great majority of people 
remain in poverty, while a privileged few reap the benefits of rising abundance. 

John F. Kennedy (1917-1963) 

7KLUW\�¿IWK�3UHVLGHQW�RI�WKH�86$

There can be economy only where there is efficiency. 
Benjamin Disraeli (1804-1881) 

British politician and author.

Miscellany section

In economics, hope and faith coexist with great scientific pretension and also 
a deep desire for respectability. John Kenneth Galbraith (1908-2007) 

Canadian-American economist.

But while they prate of economic laws, men and women are starving. We must 
lay hold of the fact that economic laws are not made by nature. They are made 
by human beings. 

Franklin D. Roosevelt (1882-1945) 

Thirty-second President of the USA.

Quotations
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Capital Goods Finance Companies

No Name Of Company Address Phone Fax
1 Waliya Capital Goods Finance Business S.Co Bahirdar 058-2206780 -
2 Oromia  Capital Goods Finance Business S.Co Addis Ababa 0115-571159 251-0115571152
3 Addis Capital Goods Finance Business S.Co  Addis Ababa 0111-567026 251-0111573124
4 Debub Capital Goods Finance Business S.Co Hawasa 0462208091 251-0462202052
5 Kaza Capital Goods Finance Business S.Co Mekelle 0344409306 251-0344406099

31 Nisir Micro Finance Institution S.Co 0116638094, -
32 Meket Micro Finance Institution S.Co 033-21100882/033

2110037/0911972404
033-211-11-19
0332110148

33 Ghion Financing Institution S.Co 504408/1238338
1226771

251-0115504409

34 Rural Solar Microfinance Institution S.C. 0920244298/0911228710
0116181462

-

35 Afar Microfinance Institution S.C 251-33-666-07-22 251-33-666-07-32

Capital Goods Finance Bussiness Licensing and Supervision Team




