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DETERMINANTS AND CONSTRAINTS OF PRIVATE INVESTMENT
IN ETHIOPIA

WORKIE MITIKU

ABSTRACT

This paper aftempts fo identify the macro-economic determinanis of privata
investment.  Using investor fevel information some of the constrainis to
sntry, operation and expansion of private investment in Ethiopia were also
identified. Private investment during the period 1975-1989 declinad shamply
and starfed fo increase slightly during 1990 and 1891 as the previous
govermment starfed “reform” in 1989. The rate of prvate Investment
conlinued substantially from 1992, These trends of private investment are
analyzed using bolh econometric and survey methods. The economeliic
analysis, using time series data for the period 1975-1994, shows that private
investment in Ethiopia is determined by the availability of finance, the real
exchange rate, policy and extemal debt, The real interest rale, growth of per
capita GOP, public investment and change in terms of trade did not affact
pnvate investment during the period of the study, The survey of
investors/enterprises which have acquired investment certificates from 1992-
1985 in the two regions (Region 14 and Region 1) shows that bureasgcratic
procedures, lack of infrastiucture parficulary power and access to finance
are the leading constraints for entry, operation and expansion, In addition to
the above constraints access to and cost of land are the specific leading
entry constraints in Region 14, The other areas of business environment
such as political/policy uncertainty and labor regulations are relatively of
lesser importance. Hence both the econometiic analysis and the surigy
have confirmed that the availability of finance rather than intarest rate is a
crucial deferminant of private investment in Ethiopia which support the
Aypothesis of credit ralfoning. Whereas both the domestic inflation rate. a
proxy for macro-economic instability in the econometric analysis, and
political/policy uncertainty in the survey are not significant determinants of
private investment.

1. INTRODUCTION

1.1. Background

In many developing countries the reduction in aggregate demand is often borne
disproportionately by investment, especially in the public sector. rather than by
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consumption, which may be at already low levels. The recovery of private investment,
particularly in the tradable goods sector, is critical for restoring overall capital
formation and economic growth,

Recognizing the importance of private investment for economic growth, recent
attention is focusing on its determinants taking into consideration the specific situation
of developing countries i.e., lack of data for certain variables such as capital stock,
real wages, real financing rates for debt and equity and imperfect capital markets.

The level of private investment in the country during the last two decades (1975-1994)
was fluctuating. During the period of 1975-1989 the share of private investment to
total domestic investment has declined in comparison to the share during the pre-
1975 and post-1980 periods. In 1974, the share of private investment to total
investment was 39.5 and it dropped to 11.7 percent in 1989 Private investment
increased slightly in 1990 and 1991 as the 'Derg' Regime started “reform" early in
1988 and proclaimed a mixed economy in March 1980. The rate of private investment
continued to increase substantially since 1992. This has been influenced by a
substantial change in economic policy by the then 'Transitional Government' and the
present government of Ethiopia which emphasized market principles and the
encouragement of private sector investment through investment proclamation No.
15/1992 and recently proclamation No. 37/1996.
%

Specifically the rise in the level of private investment since the change of government
In 1881 can be revealed based on the number of projects approved by the Ethiopian
Investment Office and Regional investment offices. Following the issuance of
proclamation No. 15/19392, starting from July 1892 to July 1598, 4398 projects have
been awarded |nvestment cerfificates with estimated Investment capital of Birr
36.575.49 million, Of these projects only 1,184 projects with a capital of Birr 8731.66
million started productionfservice and 706 projects with a capital of Birr 6189.59
million are in their implementation phase. The remaining 2508 projects with a capital
of 21654 24 million remain unimplemented as of 7 July 1998, which is 57% of the total
approved projects. The case is severe when we look at the number of projects which
have not yet started in Addis Ababa. In Addis Ababa, out of 1774 approved projects
with a capital of Birr 19,093.75 million, only 208 projects with a capital of Birr 2950.97
million have started production/service and 278 projects with a capital of Birr 2718.17
millien are in their implementation phase as of 7 July 1998, The remaining 1288
projects (73%) with a capital of Birr 13.414.61 million did not start operation after they
had received their investment cerificate,

During the past 4-5 years the ratio of actually fully implemented projects to approved
has been very low, This low achievement rate is despite considerable effort to remove
macroeconomic imbalances, the introduction of new investment legislation with far
reaching incentives and an attempt to remove some of the restrictions imposed on
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private investment in past legislations.

Despite the relative increase in private investment during the early phase of the
structural adjustment program (1992-1996), private investment performance has been
low in comparisan with other developing countries (Dailami and Walton 1992). The
ratio of private investment to GDP averaged 3.3 percent per annum for the pericd
1975-1994. This is much lower than the average for Sub-Saharan African countries
which is 12,5, 8.8 and 9 percent for the periods 1970-1979, 1980-1989, and 1990-
1994, respectively (Jasperson et al, 1995). The rate of private investment growth for
Ethiopia is even lower than the above estimate if account is taken of the “investment”
transfers from the public to the private sector following the introduction of the
privatization program under Structural Adjustment Program (SAP). Thus, the low level
and rate of growth of private investment has been a major problem confronting policy
makers in the past two decades.

The present study is an attempt to learn more about the macro-economic
determinants of private investment activity in Ethiopia during the 1975-1994 period
and to identify entry, operational and expansion constraints encountered by private
investors during 1992-1996. Specifically the objectives of the study are:

% To identify macroeconomic variables that explain the low and fluctuating
private investment growth;

2 To analyze the effect of policy reform on private investment gdwth over the
long period since 1974;

3 To test for structural breaks;

4 To identify the major entry, operational and expansion canstraints to private
investment growth; and

8. To draw policy conclusions,

2. MACROECONOMIC DETERMINANTS OF PRIVATE INVESTMENT

The theory of investment behavior goes back to Keynes'(1936) "General Theory,” who
first called attention to the existence of an independent investment decision function in
the economy. He cbserved that investment depends on the prospective marginal
efficiency of capital relative to some interest rate that is reflective of the opportunity
cost of the invested funds. He further pointed that because the rational assessment of
the return on investment is bound to be uncertain, the “animal sprits” of private
investors would be the main driving force in investment decisions.

After Keynes, the accelerator principle was the dominant theory of investment

behavior especially during the 1950s and early 1980s. The accelerator theory
postulated a linear relationship between investment and output. According to the
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theory, given an incremental capital/output ratio, it is easy to compute the investment
requirements associated with a given target for output growth. Hence there is a
constant ratio of desired capital stock to output. The theory has several limitations as
it disregards expectations, profitability and the cost of capital as determinants of
investment. Some of the limitations are not removed by the modified version of the
theory, i.e. the flexible accelerator model.

The flexible accelerator model based on the optimal accumulation of capital,
associated with Jorgenson (1967) and Hall and Jorgenson (1971), assumes
investment is a function of the level of output and the user cost of capital (which in
tum depends on the price of capital goods, the real interest rate, and the depreciation
rate). The theory has limitations with regard to its assumptions of perfect competition
and exogenecusly determined output. The theory also disregards dynamic
expectations with regard to future prices, interest rates and output.

Tobin (1969) postulated that investment decisions are a function of the ratio of the
addition to the value of the firm due to an extra unit of capital installed to its
replacement cost. If this ratio, called Tobin's q, is greater (less) than unity firms would
want to increase (decrease) their capital stock.

As a result of the poor empirical performance of the flexible accelerator models and
later Tobin's Q-theory, recent work on investment broadly falls into hﬁqicatagnﬁas: (1)
studies on “investment, irreversibility, and uncertainty” and (2) work that has
attempted to relate investment to measure of political and country risk. The latter
branch of the literature is especially relevant to the determinants of investment in
developing countries, since it tends to emphasize those macroeconomic or
institutional features that are specific to developing countries such as vulnerability to
external shocks, large external debt positions, credit rationing, complementarities
between public and private investment, and shifts in income distribution (Jaspersen st
al,, 1885).

As stated above neoclassicals argue that investment depends on the rate of interest
and the level of income. Thus the theary that investment depends on the rate of
interest focuses heavily on the cost of finance as the key variable; all cther costs
(including the availability of finance, economic infrastructure, source of capital, policy,
efc.) being assumed given. However, private investment behavior in developing
countries cannot be directly explained by using the standard approach based on the
theory of the firm (Jansen 1992). This is because, it has been generally hard to test
this model in developing countries like Ethiopia, as key assumptions (such as perfect
capital markets and little or no government investment) are not applicable and data for
certain variables (capital stock, real wages and real financing rates for debt and
equity) are normally either unavailable or inadequate. Hence the empirical literature
on private investment behavior in developing countries focuses instead on testing
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several hypotheses advanced to explain variations in private investment. Accordingly,
in order to overcome the limitations of the neoclassical flexible accelerator mode!,
research has proceeded in several directions, in the process, identifying a number of
variables that might be expected to affect the private investment. Such variables are
expected to reflect the institutional and structural characteristics of developing
countries such as lack of infrastructure, finance, as well as political factors. This may
be referred to as a modified version of the basic accelerator model. The inclusion of
such variables has often resulted in eclectic and ad-hoc equations, constructed for
econometric convenience, without a strong and convincing thecretical basis. All these
shows the attempts made by researchers to improve the theoretical basis of the
macroeconomic determinants of private investment in developing countries.

Theoretical models of the determinants of private investment have been applied to
developed countries with a fair degree of success, Nevertheless, empirical studies
have nat yet clarified which of these models is a more accurate representation of the
way in which capital formation occurs in developed countries. This is more true of
deveioping countries because of the absence of well functioning financial markets, the
presence of imperfect markets, lack of data and resource constraints (see, for
example, Matin and Wasow, {1952)).

Empirical studies of the determinants of private investment in developing countries
have used a much more eclectic modeling approach of private im.restmagt designed to
capture the distinctive institutional and structural features of those economies. They
nave combined the features of flexible accelerator, neo-classical and structural
models in an effort to emphasize the effects of resource constraint faced by private
investors in developing countries. As stated above, because of the difficulty of
identifying the theorstically correct specification, this paper does not aftempt to build
and estimate a full scale structural model of private investment in Ethiopia. Rather itis
more of an exploratory data analysis. The study used the model which takes into
consideration the above problems, particularly the models used by Green and
Villanuera (1981) and Oshikoya (1924), Nevertheless, the results of this study may
be useful in identifying the more fundamental relationships between private sector
investment and macroeconomic variables in the country, which can then be used to
develop an appropriate model of investment behavior for the country. Private
investment in developing countries, as reviewed by Greene and Villanueva (1891) and
others like Oshikoya (1994), is determined by the real interest rate, availability of
finance, economic growth, public investment, macroeconomic stability (as proxied by
the rate of inflation), income per capita, the size of debt service burdens, availability of
foreign exchange, changes in the exchange rate (devaluation), change in terms of
trade, and uncertainty.
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The following variables are treated in the regression:

whera PIGDP = the ratio of of private invesimant to GDP

Pub/GDP = tha ratio of public sector investment to GOP

GRt-1 = the tagged percantage change in real GDP per capital

(DSHKGEN-1 = tha lagged ratio of external debt-service payments o axports of
gooda and sarvices

CPl = tha parcantags change in the Addis ababa consumer price index

CR/GDP - the proportion of credit disbursed to the private sector to GDP

(DEBT/GDP)-1 = the lagged ratioof the country’s stock of axternal debt o its nominal
GDP

Int = raal intarast rate

Rex = raal exchange rate

ToT = change in terms of trade

D = dummy variable, with the value of 1 after the pollcy changa 1991-

1984 and 0 before the policy chenge, i.a., 1975-1880

The percentage change in the Addis Ababa consumer price index change in terms of
trade, debt-service ratic and external-debt measure macroeconomic
instability/uncertainty. Except for the consumer price index, the other three variables
aiso measure foreign exchange constraints. Real exchange rate measures the
impact of devaluation on private investment.

Univariate analysis, or the study of variables one at a time, is a foundation upon which
multivariate analysis rests. Before moving to the regression of varables, analysis of
each variable about its distribution (normal or skewed) and its trend (s ary or nan-
stationary) is important.

Using the methods of Box-plot and Higfograms influenced by normal curve, the
distribution' of each variable was identified. It was found that CR/GDP, P/GDP,
(DS/IXGS), (DEBT/GDP), Rex, Pub/GDP, ToT are positively skewed and CPI
negatively skewed. GR and Int on the other hand are found to be almost nomaily
distributed.

Power transformation was applied to each of the variable until they became narmally
distributed.  Applying rule of power transformation, all of the positively skewed
variables were transformed using logarithm ie. (log,o%}) and became normally
distributed. CPl was transformed by squaring it and it is found normally distributed.

After the variables were transformed to normal distribution, each of the variables were
tested for stationary using the autocorrelation function coefficient. All of them are
found to be stationary. This is because, occasionally, transformations are ussful in
reducing a non-stationary time series to a stationary one. Therefore taking the
logarithm of the original series will be useful in achieving stationary (Montomery and
Cliff 1976). Therefore, the regression is free of spurious regression problem.
However, it is worth while to mention that the sample size is small (twenty years data).
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2.2, Preliminary Evidence

As a first look at the evidence regarding the various factors affecting private
investment, it is interesting o compare the values of independent variables with the
values of the dependent variable, i.e., the ratio of private investmant to GDP.

Table 1, which reports the respective values of the relevant variables during the 1975-
94 period, provides support for many of the hypotheses outlined earlier. The data
suggests that public investment may affect private investment through the crowding
out effect as the ratio of public investment to GDP is increasing through out the period
when the private investment to GDP ratio is decreasing. The data also suggests the
rate of real GDP growth per capita is decreasing as the ratio of private investment to
GDP decreases. The ratio of external debt-service payments to exports of goods and
services is also increasing as the ratio of private investment to GDP is decreasing.
Similarly the ratio of the country's stock of external debt to its nominal GDP is
increasing when the ratio of private investment to GDP is decreasing which means
both external debt-service payments and stock of external debt have a negative
impact on private investment. The proportion of credit given to the private sector has
decreased during the period of 1975-1989 when private investment was decreasing
and it started to increase from 1990 onwards as private investment starts to increase
in the same period (1990-1994), which means it had a positive impact through partly
overcoming the financial constraints faced by private investors, X

The inflation rate in the period is up and down and it is difficult to associate a specific
trend, either increasing or decreasing. The real interest rate has been, far haif of the
period of study, negative which is u:aua[lyI associated with severe credit rationing,
which lends itself to rent seeking and mrruptlan in the allocation of credit. Negative
real interest rates represent the presence of financial repression. The relation
between real interest rates and private investment is difficult to associate with a
specific trend. For example when real interest is declining during the period of 1975-
1580 private investment has also declined, where it should have been increasing.
This leads to the presumption that interest rate must have played a secondary role in
the determination of private investment. If the interest rate has not played a major
role in the behavior of private investment, it is likely that credit rationing and other
factors have. Therefore, the availability of financing seems to be an important factor
in explaining private investment, The terms of trade are deteriorating, and this is in line
with theoretical understanding, As the terms of trade is deteriorating the availability of
foreign exchange also declines which has a negative impact by limiting the capacity to
impaort machinery and inputs. The Real Effective Exchange rate index has increased
significantly since 1992 as a result of the devaluation of the domestic currency. The
relation with private investment seems positive as private investment has increased
since devaluation. Generally, the variables included in the analysis are appropriate:
they have shown the hypothesized trends in relation to the private investment rate.
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2.3. Estimation and Results

Six equations for the private investment rate were estimated for the country, using a
time series data for the period 1975-1994. Because the current values of the per
capita GDP and the debt-service ratio may be affected by the private investment rate,
lagged values of these variables were used |n addition, the lagged value of the ratio
of external debt to GDP was employed, because the information is usually available
only for the end of the year and is, therefore, generally known retrospectively. A test of
structural break was made. The null hypothesis of no structural break is tested using
the methods of cumulative sum of recursive residual squares (CUSUMQ). It is found
that there is structural break between the period 1975 and 1994, When a dummy
variabie is infroduced in the regression, to catch the policy change, the problem of
structural break js avoided Hence the dummy variable catches the problem of
structural break and represents the policy change. This tests the difference in
intercepts between the two periods

The results of the estimated six equations using OLS are presented in Table 2. From
this table we realize that credit to the private sector to GDP, real exchange rate, debt
service payments ratio, the country's external debt to GDP ratic and the dummy
vanables are variables that significantly affect private investment. All other variables—
Int, ToT, CPI, Pub/GDP and GR-are insignificant. The results yield evidence in favor
of the hypothesis of credit rationing since in the specifications of prive#e imvestment
equation the credit variable turned out to be strongly positive and significant. On the
other hand, the real interest rate was not a significant variable in any of the private
investment equations. The estimated elasticities imply that a 10% increase in credit to
the private sector to GDP ratio will be associated with a 2.5% increase in the ratio of
private investment to GDP

Private investment appears to be positively influenced by the real exchange rate
index. This implies that the devaluation of the domestic currency has favored private
investment, However, it is difficult at this point to conclude that devaluation has
ncreased the profitability of tradables which can off-set the increase in the cost of
impoerted capital goods, inputs and materials in the country.

The significance of the dummy variable with a positive coefficient shows the positive
impact of the palicy change in private investment as it increases the intercept on
average by 0.19 for the 1891-1994 perioo. This result is consistent with the
preliminary evidence of increased private investment during the period 1991-1994.
The existence of permissive polices (e.g. liting of the capital limit, permission of
engaging in more than one business by an individual, etc.) has contributed to the
increment in the private investment rate. The magnitude of the coefficient suggests
that private investment during the 1991-1994 period has increased on average by
about 19 percent greater than in the period 1975-1980.
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The ratio of external debt-service payments to exports of goods and services has
confirmed its negative and significant impact as the preliminary evidence suggested.
Similarly, the country's stock of external debt to its nominal GDP has a negative and
significant impact on private sector investment as it was increasing during the period.
The negative impact of both these variables couid be either because of the shortage
of the foreign exchange they created or the debt overhang.

3. MICROECOMONIC DETERMINANTS OF PRIVATE INVESTMENT
3. 1. Private Invesiment and the Business Environment

Programs of reform that eliminate macro-economic imbalances are necessary to ease
the constraints on deveiopment. The investment recovery in intensive adjustment
lending countries is partly a consequence of the success of adjustment policies in
improving macro-economic stability and efficiency.  Higher private investment
responses occurred in countries with lower fiscal deficits, lower inflation, and miore
liberal trade regime and, for the low-income countries, lower parallel market premia in
the late 1980s (Brain 1591),

While relative price reforms and macro-economic stabilization are necessary, these
are not sufficient for the recovery and expansion of private investment. There are
micro-economic and institutional constraints which do not lend themielves to the
familiar analytical technigue and policy remedies of their macro-economic
counterparts (The World Bank 1892).

Private invesiment response among the low income (and Sub-Saharan African)
countries, in'addition to macro-economic stability is surely aiso constrained by long-
term factors— a weaker human capital base, inadequate and often deteriorating
infrastructure, less diversified economies, and poaorly functioning institutions and factor
markets. Much of the problem of the recovery and expansion of private investment in
low-income countries is therefore a long-term problem of developing the private
sector.

The recovery of private investments particularly during adjustment depends on four
elements that might be labeled the business environment: the degree of certainty
about government policles, the legal and regulatory framework, the state of physical
infrastructure, and the efficiency of labor and financial markets. World Bank (1992a)
Country case studies support the view that macro economic and structural reforms
are necessary for the recovery and expansion of pnvate investment, but are not
necessarlly sufficient. Among the findings of recent work, the experience of Ghana
and Bolivia clearly points out that establishing market oriented rules alone may be
insufficient to convince the private sector that it is worth committing resources to
investment. Improvements in the business environment are also necessary.
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The importance of Ethiopia's laws, regulations and procedures that govern business
entry and business operations for the development of the private sector is also
emphasized in a recent study of the Foreign Investment Advisory Service (FIAS,
1987). Hence it is hightime to identify laws, regulations and procedures which impede
private investment in the country at present.

itis also argued that one of the reasons for the success of East Asian countries is the
crealion of a business friendly environment, particularly a hospitable legal and
regulatory structure to private investment World Bank (1992b). Hence, along with
macroeconomic stability, a business friendly environment is one of the factors, to be
considered for the recovery and expansion of private investment.

The constraints faced by private investors differs from country to country although
countries share common elements of the business enviranment. This is because the
specific institutional situation of each economy affects the extent to which firms are
constrained by any specific factor. The following table (Table 3) shows the different
constraints faced by the respective country investors.

Because of the difference between countries of constraints affecting the development
of the private sector, specific country study on the elements of business environment
is vital. Thus, this study attempts to identify the major constraints to private sector
development in Ethiopia in the area of business environment. &

3.2. Methodology of the Survey

Interviews were conducted to learn from investors themselvas what entry, operational
and expansion constraints they faced. A printed questionnaire, highlighting obstacles
in the area of business environment was verbally administered by the author directly
o the owner or an officer of each project.

father than interviews in a specific sector, the survey focused on a broad group of
sectors. This different sectoral approach enables us to have a general understanding
of the entry, operational and expansion constraints faced by investors, The risk is that
generalization of constraints in entry operation and expansion might fail to provide
specific sectoral constraints where there is sharp difference from sector to sector in
the character of the constraints. This is so when the sample of that specific sector is
relatively small. Here an attempt of specificity is made only on the specific constraints
faced by investors to entry, operational and expansion imespective of sactor.
Constraints associated with bureaucratic procedures, financing, and uncerainty are
common to entry, operation and expansion stages. By contrast access to and cost of
land, access to and cost of raw materials, lack of skilled worker and market
constraints are specific either to entry or operation or expansion stages.
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The survey was originally planned to be undertaken only in Region 14/ Addis Ababa
but when the author got the opportunity to attend the Tigray Investment Conference
(held from April 5-8, 1997) through the good offices of the Ethiopian Investment
Authority, the survey also included investors in Region 1. The inclusion of the Region
1 permitted the identification of constraints faced by investors investing in this region
and a comparison of these constraints with those in Region 14 and as well as the
identification of constraints common to the two regions.

In the case of Region 14, a sample of 100 investors were selected to be interviewad
out of @ total number of projects of 1,117 which have been granted investment
certificate from July 1992 to end of 1995. Out of the total number of projects, 898
projects have not started yet, 122 are in the implementation phase, and the remaining
87 projects are at the production/service stage. Those projects which have been
granted investment licenses for the year 1996 are not included in the population to
allow for the time needed for implementation of a project. This is because we can not
expect a project to be in implementation phase as scon as it is granted an investment
certificate. Time is needed to acquire land, capital (bank loan), ete. That is why the
population is one year back from date.

In order to identify the sample from the population a stratified sampling method was
used. The population was stratified into eleven strata/sector as: Agriculture,
Construction, Education, Health, Hotel and Tourism, Industry, Mining, Real Estate,
Social Service, Trade and Transport services. The author decided to have a Sample
of 50 out of those projects which have not started yet and 50 from those projects
which are in implementation and production/service stages. Adopting proportional
allocation (depending on the population in each sector/strata), the sample size was
determined for'each sector. Simple random sampling method was used to select the
samples from the respective strata/sector using random numbers,

After identifying the location of each investor through a telephone call, questionnaires
were dispatched to the selected 100 investors by the author in person. A lot of
problems have been encountered in identifying the location of each investor as it was
impossible to get some by telephone. Most addresses of investors are different from
the addresses given in their files in the Ethiopian Investment Authority, Further, when
they were identified, it was difficult to get the investor or an officer to fill-in the
questionnaire, And when found, they did not want to fill the questionnaire on the spot,
They usually give an appointment and are not around at the appointment time.
Generally, most investors were not willing to fill the questionnaire though they were
told the purpose of the questionnaire (and that it will remain confidential). It proved
very hard to collect the questionnaire in spite of the fact that | had all the access, their
addresses, and am working at the Ethiopian Investment Authority.
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After all efforts, it was only possible to collect 34 samples. Of the 34 samples, 11 are
projects which have not yet started and the remaining 23 are either in their
implementation or operational phase.

3.3. Resulis
3.3.1. An Overview of the Constraints

The survey in regions 14 and 1 elicited from the investors their assessment of the
relative magnitude of obstacles inhibiting their efforts to entry, operation and
expansion. The interview yielded a list of constraints to entry, operation and
expansion. Investors were presented with the relevant list and asked to rank each
constraint on a scale of 1 to 5 according to its degree of severity. Tables 4, 5 and 6
summarize entry and operational constraints in Region 14 (Tables 5 and 6), and
common constraints to entry and operation in both regions (Table 6). Scores provided
by individual investors were converted to a scale of zero (least severe) to one (most
severe),’ and averaged across investors. The resulting statistics provide cardinal
measures of the relative severity in each stage of operation i.e., entry and operation,

As Table 4 reveals, access to and cost of land, bureaucratic procedures and lack of
infrastructure are the leading constraints; access to and cost of finance are second
and political/palicy uncertainty, labor regulation, access to and cost of §quipment are
found to be the third or relatively minor constraints to entry in Region 14,

From Table 5, we realize that, again, bureaucratic procedures, lack of infrastructure,
access o finance and cost of raw material are the leading constraints, whereas cost
of finance, lack of market are secondary and the others such as political/palicy
uncertainty, labor regulation, lack of skilled workers, access to raw material and
foreign exchange constraints are the third constraint to operation in Region 14.

Table 6 combines the common constraints for both entry and operation in Region 14,
Region 1 and the two regions together, Bureaucratic procedures, infrastructure and
access to finance are the leading constraints, cost of finance is secondary,
political/policy uncertainty and labor regulations are the third constraints in Region 14,
Whereas, in Region 1 access to and cost of finance are the leading constraints,
infrastructure and bureaucratic procedures are secondary and political/policy
uncertainty and labor regulations are the third constraints {(Note that as the sample
size for Region 1 is small it was only possible to identify the common constraints for
both entry and operation). When the two regions are taken together, bureaucratic
procedures, infrastructure and access to finance are the leading, cost of finance is
secondary and political/policy uncertainty and labor regulaticns are the third
constraints to both entry and operation in the two regions.
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Generally, from the above three tables it appears that bureaucratic procedures,
access to finance, and infrastructure are common leading constraints to both entry
and operation in both regions and access to and cost of land are the specific leading
constraints to entry in Region 14. The next sub-sections review and interpret in depth
the resuits obtained for the leading censtraints identified.

3.3.2. Common Constraints to both Entry and Operation

3.3.2.1. Constraints on Access to Finance

As Table 7 summarizes, the financing mechanism of private investment in both
Region 14 and Region 1 exhibits some similarities. One feature common to both
regions is the dominant role of own savings. This is seen as a poor strategy in a
country where the average private marginal propensity to save is low (Teshome Mulat
1984). And the second most important source of finance is formal financial institution
{Bank) in both Regions,

Generally problems with banks are common between the two region: long time, high
collateral requirement and in some cases lack of genuing assessment of assets by
bank officials In order to further activate private investment in the two regions in
particular and in the country In general these regulatory (high collateral requirement
and unacceptability of machinery as collateral) and administrative (lmnger time and
tack of genuine assessment by Bank officials) problems should be ad:ireised.

3.3.2.2. Regulatory Constraints
1. Bureaucratic Procedures

Table & summarizes the relations between investors and the different service-giving
public institutions in both Region 1 and Region 14, From the table it is clear that there
is problem of bureaucratic procedures in Region 1, with about 19% of the investors
having & difficult relationship with each institution Bureaucratic procedure is much
more severe in Region 14 where 71% of the investors are having a difficult
refationship with Reglon 14 administration,

The main reascns explained, among others, by the investors are:

1 It 1z almost impossible to transfer ownership in an acceptable period of time
and this prevents investors from obtaining a loan from the Bank. Banks
require that the asset be in the name of the borrower before taking it as
collateral. The overall effect |s a shortage of finance.

2, As there are not enough competent workers in the adminustration, it is

impossible to start operating quickly, even it takes a lot of ime to know what
kinds of activities can be performed in an identified site according to the
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master plan of the city.

3 Most importantly it is difficult to acquire land, in recent days the investor is
required to find the land himself and then negotiate the rate he/she will have
to pay. Getting land is 2 difficult procedure. Identification and negotiation are
not easy.

With regard to Custom Autherity, it takes a very long time to clear items and one
cannot see the item while It is with the Custom Authority. 1t is only possible through
the transitors but the transitors cannot explain the items to the officers as they do not
know the jtems well, Specially when there Is damage, the problem is aggravated as
the Custom Authority does not permit the owners to show their items to insurance
officers.

In addition to the abaove institutions, some investors, particularly in Region 14, have
cited Health Bureau, the Inland Revenue and the Bank as difficult institutions. In the
case of the Health Bureau, its requirement for a permit for permanent/operational
license is cumbarsome. In this regard, it is reported:

. Unable to meel! the requirements for "permanent license” (because
of failure to show “real” financial and other commitments toward
establishing an enterprise or due to siringent health codes,
municipality regulations, etc.) only a few succeed to obtain permanent
licenses, and most applicants either stay on temporary license for
another period (could not start production as a result), with draw
completely, or go underground and operate as an informal business
(Teshome 1998)

With regard to the Inland Revenue, investors, particularly those that are in the
operational phase are complaining of double taxation of sales tax. When inputs are
imported they are taxed at a rate of 12% when they are cleared from custom and the
preduct using these inputs is taxed again at 12%, which means in actual fact that the
sales tax 15 24% in these industries. The regulation says the sales tax paid on inputs
should be refunded but i{ is actually difficult to get it back. As a result, capilal,
particularly working capital, is being depleted. [n addition partly because many
investors do net have the financial documents, the income tax levied by the Inland
Fevenue is based on estimation (personal judgment} and this has been the ground for
corruption.

As noted above the severe bureaucratic procedures particularly in Region 14, i.e., the
time spent to deal with the bureaucracy and in some cases side payments {in Banks)
represent deterring costs to entry and operation, comprising both financial elements
and the cppertunity cost of the fixed rescurce of the investor's time.
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2. Infrastructure

Table 8 also reveals the problem with regard to the availability of infrastructural
services, The availability of infrastructure (power, telephone and water) is generally
poor with the supply of power and telephone being particularly limited. Hence public
investments in the area of power and telecommunications are crucial for the
development of the private sector,

3. Access to and Cost of Land

As noted from the ranking of the severity of constraints, lack of access to land is one
of the leading constraints, In fact all of the investors in Region 14 that have not yet
started operation labeled access to land as a serious constraint for entry (all of them
have given the highest scale, 5). When we take all of the investors, those that have
not yet started and those that are in the operational phase in Region 14, 25 have said
there is a problem of access to land, 5 have responded that there is no problem of
access to land (as it be obtained by lease) and 4 have not commented on it as they
are working in rented houses or on sites which they have owned before. Whereas in
Region 1, of the 16 investors only 5 have responded that there is problem of access to
land and the remaining 11 have said there is no problem.

The reasans for the lack of access to land in Region 14 are mostly associated with the
figh rate of lease cost which they did not take into sccount as a projegt cost al the
Inception of the project. Secondly, one cannot get the type and size of fand that one
needs and the present experience of identification of the land by the investor himself
is difficuit (in one case the agreed rate was changed for unknown reasons and
followed by a threat that the investor would be denied the site unless he pays the new
higher rate}. Third, it takes long-time to get land (one respondent has said it is a life-
time process). In Region 1 lack of access to land is associated with the lenger time it
takes to get (ore respondent has said, there was no reply for about 2 years and
another that it took 3 years to get the land); temporary provision of land which does
not enable the investor to get a plan and hence hinders investment activities and does
not guarantee the implementation of the project.

Generally, the cost component and the administration of land provision are not
conducive for private sector development, in particularly in Region 14, On the
strategy of collecting unaffordable fees from the value of land by the Region 14
administration, one respondent has commented, that it is better to provide land at
reasonable rate to those industries which can create employment opportunities,
increase domestic production and increase the tax base of the government than trying
to get the whole sum of revenue only from land. And the benefit of this will exceed
that abtained by collecting revenue only from the price of land,
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4.3. Expansion Constraints

Almost all the projects which are in operational phase are not working to their full
capacity in both Regions. On the average all the enterprises are working at 50
percent of their capacity. A variety of reasons are given for operating at below
capacities. In Region 14, lack of finance, high cost of raw materials and lack of a
market are the major reasons. Whereas in Regicn 1 lack of finance, power and
access to raw materials are the major reasons. In Region 1 all the enterprises have g
plan to expand and also in Region 14 all the enterprises except two have plans for
expansion. The reasons forwarded by the two enterprises are high cost of land, lack
of market and high cost of raw materials. In sum, lack of access to finance, the cost of
land and infrastructure (power) are problems to entry, operation and expansion in both
regions although the severity between the two regions differs,

5. CONCLUSION AND IMPLICATIONS

This paper identified some of the macro-economic determinants of private investment, Using
investar level information some of the constraints to entry, operation and expansion of private
investment in Ethiopia were also identified. Private investment during the period of 1975-1989
declined sharply and increased slightly during 1950 and 1991 as the previous government
staried "reform” in 1989, The rate of private investment continued to increase substantiafly
from 1892 as a resull of a substantial change in economic policy by the then Transitional
Government and the present Federal Government of Ethiopia. However, a gortion of the
additional investment is a result of transfers from the public. sector ?ﬁllnwing the
implementation of the privatization program. The number of projects completing the project
cycle is low. Although many project applications are received for investment cartificates, the
number of projects that make the transition to permarnent license (to operation) are very few
indeed. The trends of private investment ware analyzed using both econometric and survey
methods. The empirical results of the study leads to the following conclusions and
implications:-

1 Using time series data for the period 1975-1994, the econometric result has shown
that private investment is determined by the availability of finance, the real exchange
rate, invesiment policy (private investment policy), debl-service payments and debt-
overhang . The real interest rate, growth of per capita GDP, public investment and
changes in terms of trade did not affect private investment during the periad of study.

2 The survey results of investors/enterprises which have acguired investment
certificates from 1882-1885 in the two regions (Region 14 and Region 1) show that
Bureaucratic procedures, lack of infrastructure ( particularly power) and access to
finance are the leading constraints for entry, operation and expansion. Access to and
cost of land are the specific leading entry constraints in Region 14 in addition to the
above. The other areas of business enviranment such as political/pelicy uncertainty
and labor regulations are relatively less important. Hence both the econometric
analysis and the survey confirmed that the availability of finance rather than the
interest rate is a crucial determinant of private investment in Ethiopia which support
the hypothesis of credit rationing. Both domestic inflation rate, a proxy for macro-
economic instability in the econometric analysis, and palitical/policy uncertainty in the
survey are not significant determinants of private investment.
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3 In addition investigation of the sectoral distribution of prajects which are granted
investment cerlificates since 1992 revealed thal the share of projects in non-
productive sectors is 30%. This shows the need for a change to the structure of
private investment iLe. to shift to productive investment areas using incentive
mechanisms

In all, a rapid expansion in private investment is dependent upon improvements In
infrastructure, particularly, power, in the proper functioning of institutions and markets. The
implications of the study are that the encouragement of private investment is not only a
question of relatively liberal investment laws (which permits the participation of the private
sector in almaost all areas, provide incentives, etc.), establishment of investment institutions
which facilitate investor needs, but also is a guestion of making resources available
particularly land, finance and infrastructure. As the survey and econometric results have
shown these resources are lacking. Bureaucratic procedures in these institutions {in the
provision of land and finance) have to be improved in order to activate private investment.
Therefore, promation of private investment needs cooperation of all relevant institutions; it is
not anly a question of one institution (investment office) and/or one policy (investment palicy).
These constrainis and their implications are also equally important to those regions which the
survey of the study did not include.
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Moles

1. This paper is_based on the Thesis of the author presented to the School of Graduate Studies,
Department of Economics, of Addis Ababa University in June 1997

2 Calibration of each investor's assessment of the severity of the obstacles on a scale of 0 to 1 controls
for diferences among entrepreneurs in their subjective perceplions of absolufe feval of difficulty
posed by the obstacles they confront.
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Table 1 Empirical Values of Relevani Varables

D&l | CP! | DEBY ] TOT |REX | mt* | Pab P CRI
GR | XGS Gop . Gap™ | Gap™= | cop
1975 | 240 | 1180 | 486 1487 | 85| 10| 483 | 14| E@| 0w
1976 | 030 | 980 1883 | 1625 83| 14| 4% B50| 360 009
1977 | 210 | 860 | 2185 | 1619| 187 | 10| 4257 82| 31| 00
1978 | 340 | 940 | 1857 | 64| 18| | 9| | o omn
1678 700 | 630 | 1253 | 1880 14| BB | 387 870 250 | 01z
1980 | 250 | 810 | 1263| 1852 0| | a7 | 0m 270 | 06
T 390 | 1070 | 183 | 88| 83| 98| 743| 1040 250 | 0.3
1982 | -110 | 1380 | 728 | 2948 @8 | 98| 203| 18| 2| 00
1983 580 | 1830 | 84| 3129| @ | 8| sm| 1@ Zm | o4
15684 830 19,30 -0.25 34.50 a7 a3 9.53 1280 270 003
1985 | 020 | 3660 | 1836 | 3818 | 82| 82| S07| 1400 220 | 002
198 IO | M| 48| BE0| 13| | 3b2| 1270| G200 o
1887 620 | 5140 | 45| 3280 | 88| 15| To2| wa | 20| om:
1985 | -110| 6296 | 28| 70| 17| ®| e0z| e0| zm | oo
| 19EY 1.80 G750 659 3860 ] L 138 14.40 1.80 (o2
BES 340 | 5517 | 56| a8s0| 75| 0| Im 550 240 | 002
| 1997 500 | 7472 | 2080 | 40ea| 76| 84| 126g 780 | 280 | 0@
BEZ 020 | 7690 | 2089 | a780| 60| 2| 278 | 90| S| 0@
| 1983 | 2080 | 4860 | 998 | az10| 70| 48| 25| 14| B | o
060 | 4400 | 17| 7290 75| 201 | 15| 2080 530 | 008

* Source: Deresse Degeful 19956

" caicuiated by the Authar
" Perceniage change in real GOP percapila.
*** Bource: Pefferman and Madarussy 1953
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Table 2. Determinants of Private Investment in Ethiopia: 1975-1994

Explanatory
Variahbles Equations
1 2 3 4 5 (5]
LPub!GDP 018 -1 .0oa B 12 -.oo8
{.13) (-.07) (.05) {1.58) {.80) -.08)
Int -.004 -.002 -.008 -.0n2 001 -.00z
{-1.2) {-.52) (-.28) i-1.08) {-.33) -71)
GRt-1) -.002 -0z -.002 -003 -.003 -.002
(- 95) {(-.71) {-.80) {-1.25) (-1.09) (-.86)
D 13 iy 18" 28" 21 47
{1.80) (3.25) {3.24) {4.90) (3.05) (2.5T)
LRex 83" B3* B3* 0" Bl .6a*
{3.28) {2.73) (.01 (.003) (3.40) {3.04)
(LDS/XGSE)H-1 18* =19t
[-2.14) (-5.22)
LBEBT/GDP). A5 .34
(1.43) -2,10)
=
CPI*CPI -0008 -.00m
(-.08) (- 49)
LTeT -3 -.28
{-1.67) i-1.47)
LCR/GDP 27 g As* 247
(2.05) (3.02) {2.92) (3.34)
constant -87 - 54 -.&0 -1.34* -7 05
{-.53) (-.94) -1.08) {-3.45) -1.25) (a7
ADJ. R-Squ .88 81 80 .92 73 81

Moles  t-ratios in parenthesis,
L stands for logarithm in base ten,
" significant variables at different levels of significance (1%, 5% and 10%).
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Table 3.Recent Studies of Constraints to Enterprise Growth and Operation in the Private Sector

Country, Sector, Leading Second Third Constraint Fourh

and Sludy Constraint Constraint Canstraint

Brazil-Garments Political and Inflation and High Taxes Tax Bureaucracy

{stone levy, and Paolicy Uncartainty Price Instability

Paredas 1993)

Chile-Garments Lack of Political Inflation and Price Lack of

{Stone; Levy.and Competent Uncertainty Instability Technicians

Paredes 1893) Woarkers

Kenya-Multipla Inflation Access to Political and Infrastructure

Sectors(schankarm Firance Palicy Lincertainty

an & stene 1592)

Tanzania-SMEs in Lack of Access to Bureaucratic Lack of Acess to -

Furniture, Finance Procedures of Industrial Sites

Constructon Regulation

Harticulture [Lavy

1991h)

Egypt-Food, Palitical Tax structure Tax Adminstration Acess to and

Textiles, Uncertainty Cost of Finance

Engineering (Gatlal

1881

Cote d'lvoire-SMEs Tax and Fee Falicy Acess to Finance -

in Multiple Sectors Administration Lincerntainky

{Rueda-Sabater and Cost.

and Stone 1991)

Ghana-Multiple Lack of Access to Taxes Lack of Demand Economic

Sectors (Steel and Finance Bncertainty

Webster 189491)

Source: The World Bank (1392), Adjustment Lending and Mobilization of Private and Public Resources
far growth. Policy and Research series (22), p.39.

Table 4. Entry Constraints Ratingin Region 14

SCORES

| Regulatery Constraints

Bureaucratic Proceduras”®

Folitical/Palicy Uncertainty

0.45

Labour Regulation

0.40

Access to Land®

Financing

Access ta finance

0.54

Cost Constraint

Cost of Land”®

Coast of Finance

0.60

cost of equipment

0.31

Access o eguipment

0.36

Infrastruciure®

Mumber of Investors

11

*Note; Leading Constraints in each Table
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Table 5, Operational Constraints in Rogion 14

REGULATORY CONSTRAINTS SCORES
Burssurmatc procedurs 073
Poiilcalipolicy urcerainty 052
Lakror requlation 035

| FINANCING

Aroes i hnhasce® LB
COST CONG THAINT

Cogl of finance B83
Cost of e maled=al® CLBO
INFRASTRUG TURE" GEL]
LACK OF SKILLED WORKER 050
ACCESS T0 RAW MATERIAL 055
LACK OF MARKET 160
FOREIGN EXCHANGE 0,25
NO. OF INVESTORS, E]

Tabie & Common Cenatraints o Bath Entry and Oparation

SCORES
REGULATORY Fegicn 14 Tigray Both Regionsl
| CONSTRAINTS
buraaucratic 085 0.56 076
rrerprhen® 1
peiticalipalicy (] [FE] 04z
Lirs=ariairhy
st regpulation 038 a2 oAz
ErTeas b firancs o7a 067 k]
casl of finance 062 (=) 0.62
INFRASTRUCTURE' .64 058 075
HOGF INVESTDRS 34 18 50 %

Tahle T. Maln Source &f Finanes for 50 Reglon 14 and Tigray Reglon invostors
{Humbaer of investors that cbtained Finance from sach source)

Reglom 14 Tigray
] O Saving 13 L]
F Family or Frienda 1
3 Partners ]
4 Formal Financial Institutional (Bank] 10 T
& tnlarmation Financial institbwlion
Kumbar of lnvestor 14 16

Table B Mo of investors and the Percaniage which have difficult relationships with each institston
el

Reglon 14 Tigray
Region 14 AdministrationTigray [Conceming 24 [T1%) 3 {18%)
Provislon of Land)
Gustom Authority 14 [41%] I{15%)
Powar Autharity 12 [35%) A{18%)
Tulscommunications 18 [47%]) 2135 —
Water Authorlty T [21%) 3{19%)
Ho. of Investors 34 i

T Computed taking mto consideration the number of respondents in each TEgion.
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