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'Editors’ Note |

ear esteemed readers, we are happy to meet you with the
133rd issue of Birritu which consist of relevant and timely
topics.

On the News column there is news which is ‘NBE SIGNS MOU
WITH AFRESIMBANK’

The topics selected for research article is “Estimating potential
out put & Out Put Gap in Ethiopia: Structural & Statistical
Approach”.

On the Educational and Informative section there is article about
Foreign Aid. Finally, on miscellany section there are views and a
poem.

Dear readers, your feedbacks and comments are invaluable
for enriching the next of Birritu. Please keep forwarding your
comments and suggestions.

Birritu Editorial office
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NBE SIGNS MOU WITH AFREXIMBANK

The National Bank of Ethiopia NBE) and African
Export-Import Bank (Afreximbank) signed a
Memorandum of Understanding (MoU) in a bid
to support trade and investment activities in
Ethiopia.

Dr. Yinager Dessie, Governor of National Bank of
Ethiopia (NBE), and Professor Benedict Oramah,
President and Chairman of Afreximbank, signed
the MoU.

Upon the signing, held on February 8,2022, at
the Sheraton Addis Hotel, it was disclosed that
the African Export-Import Bank (Afreximbank)
will provide support to the trade and investment

of private and public sectors in the country in
the form of line credits.

The MoU considers provision of line of credit
to Ethiopian commercial banks, in support of
trade activities (imports and exports) under the
Afreximbank’s African Trade and Facilitation
Programme.

The Governor of the National Bank of Ethiopia
(NBE) Dr. Yinager Dessie on the occasion said
that, the MoU is important to help solve the
country’s

foreign exchange shortage and

stimulate the economy.




The Governor added. “Particularly at a critical

time like now when the COVID-19 pandemic
has affected the country’s socio-economic
spectrums, which are critical elements for
creation

development, job and poverty

reduction.”

“As a matter of fact” the Governor said, “the MoU
aims at strengthening our bilateral cooperation,
with in which creating a broad framework for
collaboration in areas of common interest,
particularly in the field of trade and investment.”

President and Chairman of Afreximbank,
Professor Benedict Oramah, on his part expressed
his bank’s commitment to support Ethiopia’s
development and growth. He also praised the
reform in Ethiopia that proved resilient economy

during the pandemic.

“Even when major developing economies
witnessed growth contraction at the height of
the pandemic, Ethiopia proved its resilience by
maintaining a robust growth trajectory posting a
commendable 6.1 percent growth rate in 2020,

the Professor said citing to World Bank data.
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Against this backdrop, Afreximbank has
identified the enthusiasm and opportunities of
trade and investment in Ethiopia, and decided
to work with the National Bank of Ethiopia and

other designated local banks of the country.

Professor Benedict Oramah underscored,
“through this MoU, we affirm our collective
determination to accelerate the ongoing
collaboration and to strengthen the financial
and corporate sectors, which are engines of

sustainable development in this country.”

Ethiopia is member to the African Export-Import
Bank, but the collaboration needs to be boosted
hereafter.

Headquartered in Cairo, Egypt, African Export—
Import Bank (Afreximbank) is a pan-African
multilateral trade finance institution established
in 1993 under the auspices of the African
Development Bank (AfDB).

Executive and Senior Management members
of the National Bank of Ethiopia (NBE), and
presidents of all banks were also present at the
signing ceremony.
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ESTIMATING POTENTIAL
OUTPUT & OUTPUT
GAP IN ETHIOPIA:

STRUCTURAL
& STATISITICAL
APPROCHES

Anteneh Geremew

Chief Research Officer Monetary & Financial
Analysis Directorate

Different models applied in this study has clearly estimates potential output and
output gap for the Ethiopia’s economy. These estimates can have a great role for
monetary as well as fiscal policy analysis so as to assess the economic growth potential,
macroeconomic projection and forecasting of inflationary pressures in an attempt to
determine the most appropriate policy mix in the economy.
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ABSTRACT

Estimating of the potential output and the output gap is an inevitable input for the formulation of the
prudent fiscal and monetary policies. The paper attempt to provide potential output and output gap
estimates for the Ethiopia’s economy in the period 1975-2020 using different approaches combining
the structural (Production Function & SVAR) with statistical (Split Time Trend, HP filter & State-Space)
methods. The largest negative output gaps occurred in 1985, 1992 and 2003 consistent with the
expected underlying story due to the droughts and war and they can be considered as a recession
period. In the course of 2011-2020, however, the actual output growth was almost equal and above
the corresponding average potential growth and hence, exhibited a mix of expansionary and close to
potential output growth albeit, a contraction period occurred in 2020 due to the impact of COVID-19
pandemic. Besides, the production function framework growth decomposition shows that growth in
Ethiopia during the last two decades was mainly driven by the accumulation of physical capital. Finally,
for Ethiopia to achieve optimal growth with stable price, it is necessary to consider these potential output
and the corresponding output gap estimates in taking both monetary and fiscal policy decisions.

Key Words: Potential Output, Output GAP, Production Function
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ESTIMATING POTENTIAL
OUTPUT & OUTPUT GAP IN
ETHIOPIA: STRUCTURAL &
STATISTICAL APPROCHES

|. INTRODUCTION

Nowadays, assessing the level of potential
output and output gap have received a great
attentions as having a prominent role for the
implementation of economic policies that
intended to sustainable economic growth and
macroeconomic performance as whole.

Potential output is defined as the maximum
amount of goods and services that an economy
canturnout whenitis mostefficient that s, at full
capacity without giving any upside or downside
pressures on inflation. As such, output gap is
the deviation of actual output from its potential
output and it measures the degree of inflation
pressure on the economy. All else equal, if the
output gap is positive over time, so that actual
output is greater than potential output, prices
will begin torise in response to demand pressure
in key markets. This happens when there is
strong demand in the economy. This situation
is often seen as a source of inflationary pressure
and calls for appropriate policy response that
involve reducing aggregate demand such as
reduced government spending and tightening
of monetary policy. Similarly, if actual output
falls below potential output over time, prices will

begin to fall to reflect weak demand. This occurs
due to weak demand and slack in the economy
growth. In this case, price pressure will be weak
and encourage disinflation and it may require
easing of money conditions and other policies
to stimulate demand (Okun,1962; De Masi, 1997;
OECD, 2001; Jahan and Saber, 2013; Havik et al.,
2014 and Andersson et al.,, 2018).

Nevertheless, potential output and thus
the output gap are not directly observed,
therefore estimations can be constructed using
information from other economic aggregates
which can be observed. A number of methods
have been suggested so far by the literature
in order to estimate potential output and
output gap. These estimation techniques are
classified into two broad categories; statistical
methods, which decompose mechanically
real gross domestic product (GDP) time series
into its trend, cycle and irregular components;
and structural methods, which use economic
theory in the process of potential output
computation. By considering this, it is believed
that measuring potential output and output gap
with some degree of accuracy is essential for the
formulation of sound macroeconomic policies

(Mishkin, 2007).




For many central banks, including National
Bank of Ethiopia, ensuring price stability is the
central policy goals. Since NBE follows monetary
aggregate targeting framework, the bank has
been target monetary growth (growth of money
supply as intermediate target) in nominal terms
and this growth target is the combination of
controlling inflation and thus potential output
growth. Consequently, the NBE's ultimately
has to adjust money supply growth at a rate
that supports the steady increase in output
with stable and low inflation. As a result, the
price stability depends heavily on the level of
output consistent with stable, non-accelerating
inflation i.e. potential output. For that reason,
accurate and timely available potential output
and the respective output gap estimates play
a central role to set the right monetary targets
and analyses future money demand. A positive
output gap prompts the central bank to cool
an overheating economy by raising policy rates
or reducing money supply, whereas a negative
output gap encourages for adding monetary
stimulus.

All in all, despite the fact that these estimates
has been crucial role for central bank so as to
determine whether the economy needs more
or less monetary stimulus, the NBE has not yet
done the estimation of both potential output
and output gap. Therefore, this paper attempt to
provide estimates of the potential capacity and
the output gap for the Ethiopian economy using
different approaches combining the structural
(production function approach & SVAR model)
with statistical (split time trend, HP filter & state-
space) methods.

Consequently, it is believed that the findings in
this paper supposed to substantially contribute
in two folds. First, it can provide information to
look out insights on current macroeconomic
performance and for the macroeconomic model

[ References ]

forecasting purpose. Second, the twin objective
of achieving price stability and promoting
economic growth requires the knowledge of
not only the growth rate but also the country’s
potential output and the corresponding gap.
Thus, it can serve as a guide or reference for
appropriate decision-making process regarding
monetary as well as fiscal policies.

|I. LITERATURE REVIEW

2.1 THE CONCEPT OF POTENTIAL OUTPUT AND
OUTPUT GAP

Broadly speaking, there are two concept of
the output gap, the Keynesian and Monetarist
concept. The Keynesian concept was formulated
by Okun in 1962. In his analysis proposed a
concept of the GDP gap, which was obtained
by distinguishing between potential and actual
GNP. The scale of gap measurement was taken
only positive values and that the value of the gap
increased with the rate of unemployment and
the gap concept was in word, ‘mono-directional’.
As Keynesian concept, monetary policy (e.g.,
behavior of bank deposits) not relevant to
inflation; labor market critical instead. The
purpose of Okun’s work was not the stabilization
of inflation at a law rate, instead its aim was
to specify the appropriate fiscal policy for the
maximization of employment, and subject to
the constrained that inflation should not be
excessive (Okun, 1962 and Congdon, 2008).

Later on, Friedman in 1968 originated the
monetarist concept of the gap and this is
still, by far, the most common notion in
practical policy making. In this view, potential
output was the production equivalent of the
nonaccelerating inflation rate of unemployment
(NAIRU). The scale of gap measurement had
considered positive and negative values of
the gap and taking the value of zero at natural
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rate of output and positive with output above
natural rate. Regarding the view on inflation
as policy objective, he suggests that meeting
inflation is paramount objective of policy and
takes precedence over full employment. Two
important advantages of the monetarist
concept of the output gap were that it helped
to quantify both the degree of demand
restraint needed to curb inflation, and the
likely consequences for unemployment and lost
output. As the monetarist view, output gap most
reliable guide to direction of inflation in short
run, but relationship between money and prices
holds in the long run, and short-run fluctuations
in real money affect asset prices, demand and
employment. In general, the monetarist concept
of the output gap superseded the Keynesian
and has now become dominant (Friedman,

1968, Congdon, 2008).

2.2 MEASURING POTENTIAL OUTPUT AND OUTPUT
GAP

Given that the importance of the concept,
the measurement of potential growth is not
straightforward and, being unobservable,
can only be derived from either a purely
statistical approach or from a full model
based econometric analysis. There are various
approachesormethodsto estimate both of them.
There are two main approaches of measuring
the potential output and output gap; statistical
methods, which decompose mechanically real
gross domestic product (GDP) time series into
its trend, cycle and irregular components; and
structural methods, which use economic theory
in the process of potential output computation

(Mishkin, 2007 and Garin et al., 2016).

The most common univariate statistical

approach often used is linear time trend
techniques to decompose actual output into

demand and supply components. It is often
assumed that the productive potential of the
economy grew at a fairly steady state, and thus
simple time trends were used to estimate the
growth rate of potential output. This implies that
the level of potential output growth is constant,
and all the movements in output about the
time trend are interpreted as demand shocks.
However, as various scholars argued that, as
long as this linear trend model assumes that the
potential output grows at a constant rate, it is
not appropriate (Claus & Scott, 2000, ECB, 2000).

Another approach which has become
increasingly popular because of its flexibility in
tracking the characteristics of the fluctuations in
trend output is the HP-filter. The HP-filter method
attempts to overcome the above mentioned
shortcoming of the linear time trend method and
has become a popular de-trending technique.
As with the linear time trend method, the idea
behind the HP-filter is to decompose a series into
a trend component and cyclical component and
utilizes a long run, symmetric, moving average
technique to achieve the decomposition. This is
achieved by finding a trend output estimate that
simultaneously minimizes a weighted average
of the gap between output and trend output, at
any pointin time, and the rate of change in trend
output at that point in time. While this method is
relatively simpletoapply, asitrequires onlyactual
observations of real GDP, the arbitrary choice of
the weighting factor lambda () determines the
variance of the trend output estimate. It also
has the end point problem, which partly reflects
the fitting of a trend line symmetrically through
the data. Furthermore, the method takes no
account of either information contained in other
series which may help to identify the trend-
cycle breakdown or economic theory (Hodrick &
Prescott, 1997 and Harvey, 1993).




Unobserved components model (UCM) or state
space model is also an advanced estimation
method. Similar to other decomposing
techniques, it also lies in decomposing and
estimating unobserved components (variables)
such as potential output, output gap, natural
rate of unemployment, etc. by using actual
output. In UC models, the underlying economic
structure is formulated in state-space form, and
the unobserved component can be derived
by using a Kalman filter. The advantage of this
method is that unlike the HP filter, unobserved
components models can provide a measure of
the uncertainty with which potential output is
measured in the form of confidence intervals
and can easily generate forecasts that can be
used in-sample to check goodness of fit or out-
of-sample to produce policy advice. A drawback
of this model is its complexity and difficulty
to operationalize within the framework of
macroeconomic policy model (Watson 1986 and

ECB, 2000).

Now a day, the production function approach is
one of the most common structural methods of
estimation. The production function approach
makes assumptions based on economic theory.
This approach focuses on the supply potential of
an economy and has the advantage of giving a
more direct link to economic theory. Potential
output is then calculated as the level of output
that results when the rate of capacity utilization
are ‘normal, when labor input is consistent
with the natural rate of unemployment, and
when total factor productivity (TFP) is at its
trend level. This approach has a number of
advantages over univariate techniques. It allows
explicit accounting for growth in terms of the
contribution of labor, capital and total factor
productivity. Though, this approach is the most
desirable on theoretical grounds, there are two
considerable disadvantages. First, the data for
the inputs (typically capital, labor, a measure

[ References ]

of productivity, and sometimes intermediate
inputs) are often of poor quality, are infrequently
measured, or may even be non-existent. Second,
real output deviates systematically from the
level given by factor inputs, and the difference
is usually attributed to total factor productivity
growth. Since total factor productivity is not
directly observable, estimating its trend poses
challenges (De Masi, 1997 and ECB, 2000). The
production function approach is widely used by
international organizations such as the OECD
and the IMF, to derive estimates of potential
output.

An alternative approach used to estimate
potential output based on economic modeling
relies on structural vector autoregressive
(SVAR). A relative sophisticated and
quite often used method of estimation potential

models

output and output is gap is structural VAR model
or SVAR. These models, first introduced by
economists Blanchard & Quah (1989), contain
not only robust statistical framework but some
economic restrictions that help to explain the
course of output gap more precisely. The basic
assumption is a division of real output into three
components: deterministic trend, shocks which
influence supply side of economy and transitory
shocks who influence demand side of economy.
Deterministic trend and shocks that influence
supply side of economy represent potential
productwhile transitory shocks represent cyclical
component, output gap. The SVAR approach has
many advantages such as the components of
output that the SVAR approach identifies can
be given an economic interpretation, it does not
require the imposition of an arbitrary smoothing
parameter and gives a measure of uncertainty
(Blanchard & Quah, 1989; Shapiro & Watson,
1988; and DeSerres et al., 1995).
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2.3 EMPIRICAL LITERATURES

Most of the existing empirical literatures show
that estimation of potential output and output
gap rely on a number of approaches instead of
on a single measure. Artus (1977) conducted the
first IMF research study to adopt the production
function method to estimate potential output. A
Cobb-Douglasproductionfunctionwithconstant
share parameters for labor and capital was used
as a theoretical basis in estimating consistent
potential output series in the manufacturing
sector for eightindustrial countries for the period
1955-1975. Technical progress was treated as a
residual in the production equation. An indirect
method was used to measure the deviation of
the intensity of use of labor and capital from
their long-run normal levels. The natural rate
of unemployment was estimated by fitting a
log linear trend between successive peaks in
labor force use. The results were sensitive to
how short-term variations in the intensity of
use of labor and capital were specified over the
business cycle. In addition, the lack of reliable
capital stock data and the treatment of technical
progress as a residual also limited the precision
of these estimates.

Coe and McDermott (1997) estimated potential
output for 13 Asian countries' to examine
whether the gap model is works in developing,
newly industrializing, and industrial economies
with the data coverage 1960 to 1994. They
applied a univariate de-trending technique was
chosen over the production function approach
because considerably less data were required
and implementation was much simpler and
given the limited availability of data in many
of these countries. In addition, the focus of the
study was to explore the relationship between

the output gap and inflation. The results of
the study indicated that the output gap was a
significant determinant of the change ininflation
in 11 of the 13 countries examined. In China
and Thailand, however, no evidence was found
that the estimate of the output gap explained
changes in inflation.

Willman (2002) conduct a study on euro area
production function and potential outputusinga
supply side system approach conditional on two
alternative functional forms of the production
function, i.e. on the Cobb-Douglas and the CES
cases. The model has been applied to euro area
datafrom 1970t0 1997. Allestimationsare carried
out under the assumption of constant returns to
scale with technological progress alternatively
signified by a linear trend or HP-filter. Estimation
results support the Cobb-Douglas case and
the estimated supply-side model accounts
satisfactorily for the stylized features of the data,
i.e. the hump shape in the labor income share
coupledwith therelatively stable capital-to-labor
income ratio and a noticeable change in profit
margins and sectoral production shares. He also
produced estimates of potential output and the
output gap conditional on estimated production
functions and examines the sensitivity of output
gap estimates with respect to the alternative
parameterization of the production function.

Angelica et al. (2005) have estimated the
potential output and output gap for the
Kenya's monetary and fiscal policies purpose.
Several alternative statistical techniques and
structural methods such as HP filter, unobserved
component model and SVAR were applied.
The estimation of potential output and output
gap using these different techniques showed
varied results. Although various methods have

" The countries included are; Australia, China, Hong Kong, India, Indonesia, Japan, Korea, Malaysia, New Zealand,

Philippines, Singapore, Taiwan, Province of China and Thailand.




produced varied results, they however provided
a broad consensus on the over-all trend and
performance of the Kenyan economy. The
authors suggested that their study tends to
favour the results derived from the HP method,
as they are better reflection of the reality.
Moreover, since there is less data used and fewer
assumptions made using this method, the study
believes that there are fewer errors in the HP
results.

LianandShahrier(2014)assessseveraloutputgap
estimation methods for the Malaysia economy
which include; univariate methods (linear trend,
univariate state space and HP filter models),
multivariate methods (multivariate Kalman filter
(MVKF) and macro model-based multivariate
filter (MVF)) and structural methods (SVAR). The
data spans from 1995 to 2014. Based on these
findings, they conclude that the estimation
of the output gap from the various methods
remain useful in the formulation of demand and
supply policies. The findings showed that all the
three methods have produced similar quarterly
time profiles.

Kigabo R. and Irankunda (2014) estimate the
potential output and output gap for Rwanda
using four statistical methodologies; the linear
time trend method, the Hodrick-Prescott (HP)
filter,
technique and a linear state space model. The

the Beveridge-Nelson decomposition

study applied a quarterly data from 1999Q1 to
2012Q3. They also examine the relationship
between output gap and inflation to gauge
the extent of slack in the economy. The
results of the estimation indicate that HP filter
and linear time trend methods give almost
identical estimates while there were variations in
the estimates obtained from the other methods.

[ References ]

Very little empirical research has been done to
estimate Ethiopia's output gap. Osman (2008)
estimated the potential output and output gap
of four East Africa countries, namely, Kenya,
Ethiopia, Tanzania and Uganda, using Hodrick-
Prescott filter, the frequency domain filter
and the unobserved components model with
annual data from 1975-2004. The results show
that the estimations of the output gaps of these
countries are generally in agreement about the
historical boom bust cycles of the countries, and
demonstrate that the business cycles display
sharp turning points.

Abebaw (2020) conduct a study on the output
gap determinants in Ethiopia using the yearly
data over the period 1990-2018. The study
estimated the potential output and output
gap using HP filtering and production function
approaches.
indicated that the output gap has been

Accordingly, both approaches
fluctuating over the study period indicating
the actual output inconsistently and frequently
deviating from its potential level. Mainly, in
1996 and 2003, the actual output showed the
highest positive and negative deviations from
its potential, respectively. The gap of this study
is that he used only two approaches with short
time span.

In general, as it is identified from the above
literatures, there is uncertainty surrounding
the measurement of potential output and the
output gap that calls for greater diversity and
sophistication in the estimation approaches.
There is no one particular estimation model
to estimate both the potential and output
gap. Hence, it is very important to use several
estimation methods rather than one single
estimation method as each method has

strengths and weaknesses.
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|Il. METHODOLOGY
3.1 DATA SOURCE AND VARIABLES

To estimate the potential output and output
gap, variables such as real Gross Domestic
Product (GDP), inflation, investment, labor force
and depreciation rate, in annual basis ranging
from 1975-2020 have been employed. All the
data except labor and depreciation rate were
obtained from NBE and MoF. Labor force and
depreciation rate data are extracted from version
10.0 of the Penn World Table (PWT).

3.2 MODEL SPECIFICATION

As it is discussed in the literature, there is no
single estimation method to estimate the
potential output and output gap. Accordingly,
this paper presents the estimation of potential
output and the output gap using statistical and
structural approaches specifically split time trend
model, Hodrick-Prescott (HP) filter, unobserved
components or state space method, SVAR model
and PF approach.

3.2.1 SPLIT TIME TREND MODEL

This is a statistical approach uses time trends
to model potential output but loosens the
restriction of a constant potential output growth
rate by imposing discrete structural breaks in the
trend line fitted to the plot of GDP. However, this
requires the choice of structural break points. In
this study, two break points are identified using
the chow-break point test result. Based on the
chow test, the break points 1993 and 2004 were
chosen. Thus, the regression equation becomes
as follow:

LnYt =x+ Igldlz + 1621d2t + /))Sd_’;t + ut ............ (1)

Where LnY, refers log of real GDP, is constant, 8
is coefficient of time trend component and
residual. Furthermore, the trend component
refers as:

Thus, d, =T

d,, =0ifT=a, d,=0ifT=<b,
d, =T-aifa<T ,d,, =T-bifb<T

With the chosen break points as 1993 and 2004,
a=19 and b=30. The regression was estimated
based on the above model specification as to
impose variation in the potential growth rate.

Thus, potential output in this equation is given
by the trend component (a+pBd, +pyd,, +pd;,).
Whereas, the residuals (¥,) from the regression
equation provide a measure of the output gap.

3.2.2 HP FILTER APPROACH

The HP filter is a commonly used smoothing
procedure to estimate potential output that
simultaneously minimizes a weighted average
of the gap between actual output and potential
output, at any point in time, and the rate of
change in potential output at that point in time.

In this model, the real output is the sum of a
trend (potential output) and cyclical component
(output gap) as follow:

Y, =Y 4 C e )

t t

Where Y, is real GDP
¥, is potential output
Ciis output gap

Thus, to find the value of potential output, that
minimizes the loss function that is the deviation
between actual output and its potential subject
to a constraint on the extent to which potential
output growth can vary.

Minl = 211 C,2 + /'LEZZ (A =AY )

Since C =Y - Y", the above minimization formula will be:

. T * T % *
MinL = EH 3, -y + AEH (A1 - Ay 1)’




Though the HP filter method has several
advantages, it is difficult to choose A, the
smoothing parameter and usually it is arbitrary.
In this paper as the observation is annual, the
standard value for A = 100 is used

3.2.3 UNOBSERVED COMPONENTS (STATE-SPACE)
MODEL

The unobserved components method or state
space model assumes a relationship between
an observed variable and certain unobserved
components such as the output gap. This
requires a specification of the time series process
underlying the unobservable variable. Both
the unobservable and observed variables are
then modeled and estimated with “maximum
likelihood” using the Kalman filter.

Based on the most standard univariate
unobserved model specification, this paper
tries to decomposes the log of real GDP into its
trend, cycle, and additive noise components. In
this model specification the potential output

assumed to follow a random walk with drift

Signal equation c
C
'
= y*’
State equation [at ] . =
t
¢

Thus, estimates of the parameters of the model
and the unobserved state variables can be
obtained by maximizing the likelihood function
using the Kalman filter:
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and the output gap assumed to follow an AR(2)
process following Harvey and Jaeger (1993):

Signalequation ¥, =¥ 4+ Cyveveeveievnn . 3
State equations ¥, = &' + Y e+ & rcecoeeien 4
C=¢C_+¢C _, +V, . ©)

Where u” is a drift term and assumed to be
constant

e -N(0,8, )and V, _N(0,5,")

The above signal and state equations can be
written in state-space matrix form as:

Y =Za, + D, + 5S¢, ..cccoecovvvnccn (6)
a, =Ta, | +d, +NE, .., )

Where, Z is a matrix of coefficients, D is a matrix
of exogenous variables and is a vector of white-
noise errors weighted by S. where T'is a matrix of
coefficients, ¢ is a matrix of exogenous variables
and ¢ is a vector of white-noise errors weighted
by # . Furthermore, equation 6 and 7 can be
written in the state-space form as follow:

................................................... ®)
0 w1700
bo Vi | |10 [Ef* ........ 9)
0 ¢ dllc| |0 Ulv|
0 1 0flc,| [0 0

NS 1 lw
logA__TIOgZE_EtZIOgPTJ_EEZ/}tFt 1/’:

2 Hodric and Prescott (1997) suggests the following values for A =100, 1,600 and 14,400 for annual, quarterly and monthly data, respectively.
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Where, N is the number of observed variables,
S is the sample size, y is the prediction error
matrix and F is the mean square error matrix
for the prediction errors. The initial values for
the estimation were obtained using the HP filter
with A =1 00 as annual data were used.

3.2.4 STRUCTURAL VECTOR AUTO REGRESSION
APPROACH (SVAR)

Potential output can also be estimated from a
structural vector autoregression (SVAR) model.

The SVAR representation is as follow:

'Y, =L +4Y_ +A4Y ,+..+A)Y , +& ...

The SVAR model combines economic theory
with statistical techniques to differentiate
between permanent and temporary movements
in output. The innovations in the SVAR are
decomposed to recover structural shocks. In line
with this SVAR framework, the assumption that
movements in output are the result of cyclical
shocks arising from demand-side developments
and productivity shocks emanating from supply-
side developments gives a set of identifying
restrictions.

Where: Y, is a nx1 vector of endogenous variables at time t, (n is number of variables)

4;is nx n coefficient matrix of lagged endogenous variables for i =1,2,...p ,

I' is a n x n coefficient matrix of endogenous variables,

Iy is a nx 1 vector of fixed constants and

€ is a nx1 multivariate white noise error process with the following properties

E(g)=0
E(g,e)=3

SVAR model assumes that ¢: are orthogonal,

where by the structural disturbance are
uncorrelated orzero and the variance-covariance
matrix Zis constant and diagonal. Matrix T

described in model (1) is normalized across the

Then the SVAR model parameters are estimated
in to two stages:

First stage is to obtain the reduced form
equations, premultiplying model (1) both side

by I t:
main diagonal so that each equation in the SVAR v owege
system has a designed dependent variable.
Y, =T T +T7AY  +T7AY, . 4T AY, 4T i (10.1)
Y/ =D+BY,  +B,Y , +..4B,Y, | +U, o (10.2
Y, 2Dt BILYY, F U, e oo seeee e s (10.3)

Where; B, =T7'4,,i=12...p
D=TI"T,andU, =T"'¢,




Then this
appropriately estimated simply by OLS method.

reduced form model can be

U, is the innovation corresponding to the
reduced form and has zero mean and constant
variance

ie., U,~N(0,Q) or
EU)=0
EWUU,) =T ") ee )T™)
Q=TT

The second stage is identifying the matrix I and
=.Thisis described in identification of restriction.
In this paper,
methodology with

the vector autoregression

long-run restrictions is
employed to estimate potential output for

Ethiopia.

The researcher assumes a two variables SVAR
model, with real GDP (LnY) and inflation (inft):

L [y [

Vo 1 || inf, g,

Where, €,Yand5,i“f represents, output shock
(supply shock) and inflation shock (demand
shock), respectively. The researcher imposes
restrictions that the demand shock cannot affect
GDP permanently entails that y;, = 0.

3.2.5 PRODUCTION FUNCTION APPROACH

The neoclassical growth model (Solow, 1956) is
practical for the production function approach.
The advantage of the production function (PF)
method is its direct link to economic theory. This
means that the method is more structural and
comprehensive compared to other approaches.
Hence, the PF approach allows for a more direct
link to sources of structural information and for
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an easier interpretation of the source of changes
inthe output gap or potential output. In this case,
the production function uses the Cobb-Douglas?
production function with two factors of input,
namely, capital (K), labour (L) and technological
progress or total factor productivity (A).

Y is output, 4 is total factor productivity (TFP),
K is capital stock and L is labor ( the number
of employees in the economy). While o and (1-
0,) are factor shares for labour and capital. For
this study, following (Jungsuk, 2017) assigned a
common labor share of 0.6 to calculate potential
output. This choice is accepted on the fact that
many developing countries like Ethiopiaare more
labor abundant and thus tend to adopt a labour-
intensive method of production. However, there
is no capital stock data in order to compute the
TFP. Therefore, to estimate the capital stock at
each period, perpetual inventory approach is
applied. Following (Anthony and Oluwabunmi,
2016), the initial capital stock is then estimated
from the Solow model steady state relationship.
Consider the following equation;

From the above equation K is the initial capita
stock, [  is the initial investment?, § is annual
average depreciation rate (it is 3.8 percent®)
and the average geometric growth rate of real
investment 8.4 percent over the study period
(1975-2019).

After estimating of the initial capital stock (K),
the level of capital stock at each period can
be calculated using the following perpetual
inventory approach.

? One of the big advantages of using Cobb-Douglas is its simplicity, in that it is easy to make sense out of the coefficients imposed.

“The year 1975 was considered as the initial investment period.

* Based on the data obtained from PWT 10, the annual average rate of depreciation was about 3.8 percent in 1975 to 2019.
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Kt =]t +(1_6)*Kt—1

Thus, the estimation of potential output is done
in three stages. First, the total factor productivity
term is obtained as a Solow residual total factor
productivity is derived as follow.

Second, the trends of capital and labour are
generated using the HP filter. Whereas, the trend
of total factor productivity is generated using the
model estimation. To find the long-run growth
rate, a simple econometric model is estimated.
Given that there is evidence that TFP is trend
stationary, the estimation is as follow:

INTFP' =gy + @yt + G TFE + ) D, + € (11.4)

Where Dit is the " structural break point and 7 iis
the time trend.

In the third stage given the aforementioned
potential capital, trend TFP and potential labor,
potential output can be:

Y. =AK L'

Y” is potential output, A" is potential total
factor productivity (TFP), K" is potential
capital stock and L *t is potential labour. Based
on this, the output gap is estimated as:

(ActualGDP, — Potenital GDP))

- *100.....(14.6)
Potential GDP,

PF _outputgap, =

Furthermore, the productionfunctionframework
allows us to estimate the contribution of each
factor of production to potential GDP growth.
Changes in these contributions can be assessed
as a signal for structural changes in the Ethiopian
economy. By taking the natural logarithm and
differentiation of the above equation (14.5) can
be written as follows;

Alny", =AInA" +(1-a)Alnk™, +aAInl"................. (14.7)

The above equation (14.6) can be used for the
decomposition of output growth rate into the
growth rates of capital, labor and TFP growth
rate and written as follow:

gy=gu+(l-)gr+ag’

Where g *y is growth of potential GDP, g, the
growth rate of total factor productivity and g *k
the growth rate of capital and g*1 growth rate
of labor.

In general, Eviews-10 software was employed
for split time trend model, HP filter model,
SVAR model and
component) estimation, while MS-Excel was
applied for production function approach.

state-space (unobserved

4. ESTIMATION AND DISCUSSION
4.1 DESCRIPTIVE ANALYSIS

Before directly proceeding to potential output
and output gap estimation, it is important
to assess the stylized facts of the Ethiopia’s
economy. As it is mentioned in the coverage of
the data, the time range for this study consists
the past 45 years and span from 1975 to 2020.
Thus, it is important to note that this data span
encompasses a number of distinct episodes in
the Ethiopian economic history.




From Figure 1 and Table 1, in general terms, the
1980s, and 1990s were a highly volatile (highest
standard deviation) period for Ethiopia with
a number of significant shocks, including the
severe drought, political instability and conflict,
impacting the economy. During the period 1981-
1990, the real GDP growth averaged 2.3 percent
range with (-8.8 percent: 1985) to (13.1 percent:
1987). Following the 1991 government change
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and transition to a market-based economy (1991
to 2000), the economy showed recovery and the
real GDP grew on average 3.5 percent perannum
at lowest and higher growth rate of (-3.0 percent:
1991) and (11.2 percent: 1993), respectivley. As
a result, in the years 1985, 1998 and 1991 GDP
growth witnessed sharp contractions, which
coincide with a period of drought (1985 and
1991) and war (1998).

Figure 1: Actual Real GDP Growth Rate (1975/76-2019/20)
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Table 1: Statistical Summary
Sample Period Mean Max Min Standard Deviation
1981-1990 2.3% 13.1% -8.8% 7.2%
1991-2000 3.5% 11.2% -3.0% 5.0%
2000-2010 8.6% 12.6% -2.1% 5.0%
2010-2020 9.2% 11.4% 6.1% 1.6%

Source: Author Computation
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Nevertheless, the Ethiopia’s

experienced growth acceleration since 2004

economy has

(great take-off period) and maintained a strong
growth momentum. The real GDP growth on
average8.6percentduring2001-2010witharange
of (-2.1 percent: 2003) to (12.6 percent: 2005).
During this period, there was relative political
stability and an absence of wars and conflicts.
Furthermore, in this period, the government of
Ethiopia introduces several policies programs
such as Sustainable Development & Poverty
Reduction Program (2002/03-2004/05), Plan for
Accelerated and Sustained Development to End
Poverty (2005/06-2009/10).

Likewise, Ethiopia’s growth performance over
the past decade has been remarkably rapid
and stable. The standard deviation of growth
rate also dropped sharply from 5.0 percent to
1.6 percent which suggests growth rate was
more stable compared to the previous two
sample periods (table1). During 2011-2020, Real
GDP growth averaged 9.2 percent with a lower
growth performance of (6.1 percent: 2020) and
a maximum growth of (11.4 percent: 2011). The
impact of Covid-19 was attributed for the low
performance growth of real GDP in 2020. In the
course of this strong and stable growth trajectory,
the government of Ethiopia implemented the
first and second Growth & Transformation Plan
(GTP-1 & GTP-II).

Despitethe economy hasexperienced expansion
and sustainable rate of economic growth over
the course of (2004-2018), the economy is facing
headwinds from growing macroeconomic

imbalances including foreign  exchange
imbalances (high demand for imports and poor
export performance resulted in large current

account deficits and significant FX shortages),

external debt burden (rapid increases in external
debt in the context of poor project execution
and export performance led to high risk of debt
distress), limited private sector access to finance
(expansionary fiscal policy appears to have
crowded out private sector’s access to finance)
and high inflation (Homegrown Reform Agenda,
2019).

4.2 ESTIMATION RESULTS

In this section, the empirical estimates of
potential output and output gap results were
explained using five methodologies such as
Hodrick-Prescot filter, Unobserved Component,
Production Function, Split Time Trend and
Vector Model

Structural Autoregressive

specifying under section three.

4.2.1 ESTIMATES OF ETHIOPIA'S OUTPUT GAP

Tocomeupwithagood perception, theestimates
of the output gap from different methods may
be compared to the expected output gap in the
Ethiopian economy with respect to the different
important economic events. As it is mentioned
in the descriptive analysis, these are the drought
shocks that occurred in 1985, 1991, 2003 and a
strong economic growth beginning from 2004.
During the periods of war and drought, negative
output gaps may be expected since these shocks
would have lowered economic activity due to
higher costs of production and lower revenues.
Hence, actual output is lower than potential
output. On the other hand, the periods of boom,
may have increased aggregate demand due
to expansion in economic activity or increased
money supply in the economy. In these cases,
positive output gap may be expected.




Figure 2: Estimates of Output Gap Based on Different Methods
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Note: HP: Hodrick-Prescot filter, UC: Unobserved Component Model, PF: Production Function Model, SPTT: Split Time Trend Model

and SVAR: Structural Vector Autoregressive Model.

Figure 2, shows the different output gap
measures. Although the various output gap
estimates typically indicate a different level of
the output gap at each point in time, there are
periods of broad agreement. The production
function (PF) model, HP filter model and split
time trend (SPTT) model are very close to each
other and yields smoother estimates of the

output gap.

Furthermore, Tables 2 and 3 contain statistical
summaries of the different output gaps for the
period 1978 to 2020. Table 2 first compares some
key properties of the gaps. One reasonable
criterion is that the average value of the output

gap should be close to zero over time. This
seems to be the case for all the output gaps. The
standard deviation of the output gap gives an
indication of the volatility of the business cycle.
The unobserved component (UC) model leads to
the most volatile output gap of the five and the
split time trend (SPTT) model to the least volatile
measure of the output gap. Table 3 shows the
correlation coefficients between the different
methods. As expected from looking at the figure
2, the correlation between the alternative output
gaps is generally high, particularly between the
HP filter, PF and SPTT model.

Table 2: Statistical Summary for Output Gap Using Different Methods

Methods PF HP uc SVAR SPTT
Average -04 -0.0 0.0 -0.0 -0.1
Standard Deviation 4.5 4.0 4.8 4.3 3.9
Lowest Value -13.4 -11.8 -11.1 -12.9 -13.0
Maximum Value 6.4 8.2 10.3 7.1 73
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Table 3: Correlation between Output Gaps Estimated by Different Methods

Method HP PF uc SVAR SPTT
HP 1

PF 0.891 1

SPTT 0.927 0.947 1
uc 0.529 0.489 1 0.643
SVAR 0.320 0.277 0.783 1 0.385

Source: Author Computation

It is often found that combining estimates
from different models allows improving the
uncertainty from individual models. This is
particularly relevant for estimating the output
gap since the model estimates are characterized
by both model uncertainty and parameter
instability. Therefore, it is important to compute

Figure 3: Estimates of Output Gap (Five-Model Average)
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using each of the five models and it takes into
account the uncertainty in the estimation of the
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output gaps and depicted on the Figure 3.
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6 A weighted average output gap estimates was obtained using each of the five models and the method is as follow.

A

W) = o=
PDELACASS

Where,
w, (1) : the weights given to model (Z) at time (Z) s

1
Z [( ): the output gap for model (l ) ate time (t ) and

i
Vt (Z t( ): the corresponding variance estimated for model (l ) .




By taking into consideration Figure 3 output
gap model-average estimates obtained from
five methods, the smallest output gap level
in 1981-1990 was about (-11.2 percent: 1985)
and the highest positive value (+7.1 percent:
1983). During the 1991-2000, the average
measure indicates a period of high volatility and
experienced both expansion and contraction.
In this period, the smallest out gap recorded
in 1991 (-5.5 percent) and the maximum value
in 1996 (+4.6 percent). Thus, the year 1985 and
1991 can be considered as a recession period,
consistent with the expected underlying fact
due to the droughts in Ethiopia history.

During the third sample period 2001-2010, the
lowest output gap was registered in 2003 (-9.0
percent) and the highest in 2008 (+2.6 percent).
This is also in line with the supply shock due to
a second severe drought in 2003. On the other
hand, more recently, during the 2011-2020, the
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output gap witnessed the smallest value in 2020
(-4.8 percent) and maximum value in 2011 (+4.2
percent). The lowest output value -4.8 percent
was attributed to the COVID-19 impact.

4.2.2 ESTIMATES OF ETHIOPIA'S POTENTIAL OUTPUT

As it is mentioned in section two, potential
output is the sum of the actual output and
the output gap. Given the output gaps for the
different methodologies computed in the
previous section, we can obtain alternative
measures of the potential output, and therefore
measures of a time-varying potential output
growth rate. Figure 4, depicted the potential
and actual output trend development over the
entire sample period 1978 to 2020. Furthermore,
Tables 4 put in a nutshell the potential output
growth of the average ten-year growth over the
period 1981 to 2020 and specifically the last two
consecutive years (2019 and 2020)’ .

Figure 4: Estimates of Potential Output- Five Models Averaged (1978-2020)
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"The estimates of potential output and output gap dataset are available upon request.
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Table 4: Potential & Actual GDP Growth (Ten-year Average)

. Potential Output Growth (%)
Periods/ Model Actual Output
Methods HP PF SPTT ucC SVAR Growth (%)
Average

1981-1990 Average 1.4 1.9 2.2 8.9 33 2.3
1991-2000 3.7 4.2 54 4.7 9.7 55 35
2001-2010 8.0 7.9 8.9 6.8 9.7 8.3 8.6
2011-2020 9.3 10.5 9.7 9.2 9.7 9.7 9.2
2019 8.9 10.5 9.7 10.1 9.7 9.8 9.0
2020 8.8 10.5 9.7 10.5 9.7 9.8 6.1

Source: Author Computation

According to Table 4 potential output estimates,
the average estimates of potential output
growth for the first ten-year (1981-1990) gave
an average of 3.3 percent with a range of (1.4
percent: PF) to (8.5 percent: SVAR). Likewise,
the potential output growth for the second
sub-sample of ten-year (1991-2000) estimate
average was about 5.5 percent ranging from (3.7
percent: HP) to (9.7 percent: SVAR). Furthermore,
estimates of potential output growth in the third
sub-sample of ten-year (2001-2010) indicate an
average of 8.3 percent with low growth rate of
(6.8 percent: UC) and the high growth rate of (9.7
percent: SVAR). Similarly, during the recent ten-
year (2011-2020), the potential output growth
experienced an average of 9.7 percent ranging of
(9.2 percent: UC) to (10.5 percent: HP). Estimates
of potential output growth in 2020 grew at an
average of 9.8 percent with the smallest growth
rate of (8.8 percent: HP) and the highest growth
rate of (10.5 percent: PF/UC).

When viewing from the performance of
actual output compared to potential output
development, the actual output grew an average
of 2.3 and 3.5 percent in (1981-1990) and (1991-
2000) while a potential growth rate was about
3.3 and 5.5 percent, respectively in the same
period. This all reveals that the actual output

performance during the given two sub-periods
was below potential output. However, in 2001-
2010 and 2011-2020 the actual output growth
was almost equal to the corresponding ten-
year average potential growth. Consequently,
it can be observed that, during the last 20
consecutive years, the Ethiopia’s economy
exhibited a mix of expansionary and closed to
potential output growth. However, looking at
the 2020 performance, the actual output grew
by 6.1 percent while potential output was about
9.8 percent. As a result, in 2020 the actual GDP
growth performance was lower compared to
the corresponding average growth of potential
output mainly due to the COVID-19 effect (Table
4).

4.2.3 DRIVERS OF POTENTIAL OUTPUT GROWTH IN
ETHIOPIA USING PRODUCTION FUNCTION

Identifying the drivers of the long-term growth
or potential output growth is essential to assess
a signal for structural changes in the Ethiopian
economy. Thus, the production function
framework allows us to estimate the contribution
of each factor of production to potential output
growth. Below, capital, labor and total factor
production contributions are plotted with ten-

year average for four respective samples.




[ References ]

Figure 5: Factors Contribution of Potential Growth (Ten-Year Average)®
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The average growth contribution of total
factor productivity appears to have weakened
during 1981-1990. However, the recovery of
productivity seems to be evident after 1991 and
steadily increased from (-2.4 percent: 1981-1990)
to (3.8 percent: 2011-2020). Further evidence
obtained that capital input growth made a
significant contribution to the potential growth
in 2001-2010 as well as in 2011-2020. The capital
growth contribution to potential GDP growth
depicted an increasing path, ranging from 1.9
percent to 4.1 percent. The contribution of labor
to potential GDP growth had a relatively stable
path over the time span and ranging from 1.5
and 2.7 percent in 1991-2000 and 2011-2020,
respectively (Figure 5).

In general, Solow growth decomposition shows
that growth in Ethiopia during the last two
decades was mainly driven by the accumulation
of physical capital. This is come with the fact
that the accumulation of high capital stock
for last two decades in Ethiopia tends to
settle at its equilibrium level and therefore a
sustained growth can only be achieved through
and knowledge

technological innovations

such as increase productivity and institutional

2001-2010 2011-2020
@ Capital*

efficiencies, introduce technology driven

industries and etc.

9. CONCLUSION AND RECOMMENDATIONS
5.1 CONCLUSIONS

This study tried to estimate potential output and
the output gap over the sample period 1975
to 2020. Various measures were examined due
to the uncertainty associated with measuring
potential output. Although the various output
gap estimates typically indicate a different level
of the output gap at each point in time, there
are periods of common agreement. The results
suggest, during the 1980s’and 1990s'the average
output gap measure indicates a period of high
volatility and experienced both expansion and
contraction. The largest negative output gaps
were occurred in 1985, 1992 and 2003 and can
be considered as a recession period, consistent
with the expected underlying story due to the
droughts and war in Ethiopia history. During
2001-2020 the actual output growth was almost
equal and above the corresponding average
potential growth and hence, exhibited a mix of
expansionary and closed to potential output
growth albeit, a contraction period occurred in
2020 due to the impact of COVID-19 pandemic.

8 Growth contributions are calculated as year-on-year percentage changes. Labor, Capital and TFP contributions sum up to potential GDP growth rates.
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Finally, Solow growth decomposition shows that
growth in Ethiopia during the last two decades
was mainly driven by the accumulation of
physical capital. This is come with the fact that
the accumulation of high capital stock for last
two decades tends to settle at its equilibrium
level and therefore a sustained growth can only
be achieved through technological innovations
and knowledge such asincrease productivity and
institutional efficiencies, introduce technology
driven industries and etc.

9.2 RECOMMENDATIONS

The empirical findings suggest that, the different
output gap measures applied in this study were
clearly estimates the trajectory of economic
fluctuations in Ethiopia’s economy. Hence, these
indicators play a relevant role for monetary
as well as fiscal policy analysis to assess the
economic growth potential, macroeconomic
projections, evaluation & forecasting of
inflationary pressures so as to determining the
most appropriate policy mix in the economy.
Therefore, to achieve optimal growth with stable
prices, it is necessary to consider these potential
output and the corresponding output gap
estimates in taking both monetary and fiscal
policy decisions.
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WHAT IS FOREIGN AID?

By Victoria Williams

Foreign aid, the international transfer of capital, goods, or services from a country or international

organization for the benefit of the recipient country or its population. Aid can be economic, military, or

emergency humanitarian (e.g., aid given following natural disasters).

TYPES AND PURPOSES

Foreign aid can involve a transfer of financial
resources or commodities (e.g., food or military
equipment) or technical advice and training.
The resources can take the form of grants or
concessional credits (e.g., export credits). The
most common type of foreign aid is official
(ODA),
assistance given to promote development and
to combat poverty. The primary source of ODA—

development assistance which is

which for some countries represents only a small
portion of their assistance—is bilateral grants
from one country to another, though some of the
aid is in the form of loans, and sometimes the aid
ischanneled through international organizations
and nongovernmental organizations (NGOs).
For example, the International Monetary Fund
(IMF), the World Bank, and the United Nations
International Emergency Children’s Fund
(UNICEF) have provided significant amounts
of aid to countries and to NGOs involved in
assistance activities.

Countries often provide foreign aid to enhance
their own security. Thus, economic assistance
may be used to prevent friendly governments
from falling under the influence of unfriendly
ones or as payment for the right to establish or
use military bases on foreign soil. Foreign aid also
may be used to achieve a country’s diplomatic
goals, enabling it to gain diplomatic recognition,
to garner supportforits positionsininternational
organizations, or to increase its diplomats’access

to foreign officials. Other purposes of foreign
aid include promoting a country’s exports (e.g.,
through programs that require the recipient
country to use the aid to purchase the donor
country’s agricultural products or manufactured
goods) and spreading its language, culture, or
religion. Countries also provide aid to relieve
suffering caused by natural or man-made
disasters such as famine, disease, and war,
to promote economic development, to help
establish or strengthen political institutions, and
to address a variety of transnational problems
including disease, terrorism and other crimes,
and destruction of the environment. Because
most foreign aid programs are designed to serve
several of these purposes simultaneously, it
is difficult to identify any one of them as most
important.

HISTORY

The earliest form of foreign aid was military
assistance designed to help warring parties
that were in some way considered strategically
important. Its use in the modern era began in the
18th century, when Prussia subsidized some of
its allies. European powers in the 19th and 20th
centuries provided large amounts of money to
their colonies, typically to improve infrastructure
with the ultimate goal of increasing the
colony’s economic output. The structure and
scope of foreign aid today can be traced to
two major developments following World
War II: (1) the implementation of the Marshall
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Plan, a U.S.-sponsored package to rehabilitate
the economies of 17 western and southern
European countries, and (2) the founding of
significant international organizations, including
the United Nations, IMF, and World Bank. These
international organizations have played a
major role in allocating international funds,
determining the qualifications for the receipt
of aid, and assessing the impact of foreign aid.
Contemporary foreign aid is distinguished not
only because it is sometimes humanitarian (with
little or no self-interest by the donor country)
but also by its size, amounting to trillions of
dollars since the end of World War Il, by the large
number of governments providing it, and by the

transparent nature of the transfers.

The level of foreign aid expenditures following
World War Il dwarfed prewar assistance. The
postwar programsofthe UnitedKingdom, France,
and other European former colonial powers
grew out of the assistance they had provided
to their colonial possessions. More importantly,
however, the United States and Soviet Union and
their allies during the Cold War used foreign aid
as a diplomatic tool to foster political alliances
and strategic advantages; it was withheld to
punish states that seemed too close to the other
side. In addition to the Marshall Plan, in 1947 the
United States provided assistance to Greece and
Turkey to help those countries resist the spread
of communism, and, following the death of
Soviet leader Joseph Stalin in 1953, communist-
bloc countries donated increasing amounts of
foreign aid to less-developed countries and to
close allies as a means of gaining influence as
well as promoting economic development.

Several non-European governments also
implemented their own aid programs after
World War Il. For example, Japan developed an
extensive foreign aid program—an outgrowth

of its reparations payments made following the

war—that provided assistance primarily to Asian
countries. Much of Japan’s aid came through
procurement from Japanese companies, which
helped fuel economic development in Japan.
By the late 20th century, Japan had become
one of the world’s two leading donor countries,
and its aid programs had extended to non-
Asian countries, though much of the country’s
assistance was still directed toward Asia.

Thevastmajorityof ODAcomesfromthecountries
of the Organisation for Economic Co-operation
and Development (OECD), specifically the nearly
two dozen countries that make up the OECD’s
(DAQ).
The DAC includes western European countries,

Development Assistance Committee

the United States, Canada, Japan, Australia, and
New Zealand. Other providers of significant
assistance include Brazil, China, Iceland, India,
Kuwait, Poland, Qatar, Saudi Arabia, South Korea,
Taiwan, Turkey, and the United Arab Emirates.
In the 1970s the international community,
through the United Nations, set 0.7 percent of
a country’s gross national income (GNI) as the
benchmark for foreign aid. However, only a small
number of countries (Denmark, Luxembourg,
the Netherlands, Norway, and Sweden) reached
that mark. Although the United States and Japan
have been the world’s two largest donors, their
levels of foreign aid have fallen significantly
short of the UN’s goal.

Since the end of the Cold War, the United States
has furnished foreign aid as part of peacemaking
or peacekeeping initiatives in the Balkans,
Northern Ireland, and parts of Africa. Foreign
aid also has been used to promote smooth
transitions to democracy and capitalism in
former communist countries, most notably
Russia.

Foreign assistance is still used to promote
economic development. Although significant
development occurred in much of Asia and




Latin America during the second half of the
20th century, many countries in Africa remained
severely underdeveloped despite receiving
relatively large amounts of foreign aid for long
periods. Beginning in the late 20th century,
humanitarian assistance to African countries
was provided in increasing amounts to alleviate
suffering from natural disasters, the HIV/AIDS
epidemic, and destructive civil wars. Major
initiatives to combat HIV/AIDS focused on the
hardest-hit countries, most of which are in sub-

Saharan Africa.

Foreign aid has been used, particularly in poorer
countries, to fund or to monitor elections, to
facilitate judicial reforms, and to assist the
activities of human rights organizations and
labour groups. In the post-Cold War era, when
funding anticommunist governments became a
less important criteria for the United States and
its allies, promoting democracy was elevated
as a criterion in foreign aid programs. Aid was
provided to some countries as an incentive for
initiating democratic reforms and was withheld
from others as a punishment for resisting such
reforms.

Foreign aid is also used to address transnational
problems such as the production and export of
illegal drugs and the battle against HIV/AIDS.
For example, the International Narcotics Control
program allocates U.S. funds to countries to
battle drug production, and the Anti-Drug
Abuse Acts of 1986 and 1988 make foreign aid
and access to U.S. markets conditional upon
recipient countries’ actively combatting drug
production and trafficking.

Sincethe 1990s many foreign aid sources, notably
the IMF, have made aid conditional on market-
oriented economic reforms, such as lowering
trade barriers and privatization. Thus, foreign aid
has been used as a tool by some institutions and
countries to encourage the spread of capitalism.
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In the last decade of the 20th century, private
capital flows and remittances from migrant
workers became the two largest sources of “aid”
from wealthy countries to poor ones, surpassing
the amount of ODA provided by those countries.
However, this form of aid is heavily stratified;
most direct foreign investment has gone to
developing countries pursuing policies of trade
and economic liberalization and those with large
markets (e.g., Brazil, China, and India).

By the early 21st century, China had become
a major provider of foreign aid, especially
in Africa. Notably, beginning in 2013, China
offered infrastructure loans to a large number of
countries in East Asia, Africa, and South America
as part of its massive Belt and Road Initiative.

CRITICISM

Significant criticisms have been levelled at both
the donorsandtherecipients of foreignaid. Some
groupsinrecipient countries have viewed foreign
aid suspiciously as nothing more than a tool of
influence of donor countries. For example, critics
of the IMF allege that the required structural
adjustments are too politically difficult and too
rigorous and that the debts incurred through IMF
loans help to create poverty, as capital that could
have been invested instead was channelled into
debt repayment. The World Bank, which critics
claimed in the 1970s and '80s was insensitive
to local needs and often approved projects that
did more harm than good, altered many of its
policies and has generally endured less criticism.
In general, opponents of the way that foreign
aid programs have operated charge that foreign
aid has been dominated by corporate interests,
has created an unreasonable debt burden on
developing countries, and has forced countries
to avoid using strategies that might protect their
economies from the open market.




[ EDUCATIONAL & INFORMATIVE ARTICLE]

In addition, many critics of U.S. aid illustrate the
continued importance of political considerations
over developmental ones, citing for example the
increase in aid to countries allied with the United
States in the fight against terrorism following the
September 11 attacks in 2001, regardless of their
commitment to democracy and human rights.

Meanwhile, some groups in donor countries
have criticized foreign aid as ineffective and
wasteful. In the United States, for example,
public opinion polls consistently show that most
Americans believe that foreign aid consumes
20 percent of the country’s budget—the

Source: https://www.britannica.com/topic/foreign-aid

actual figure is less than 1 percent—and that
most recipients of foreign aid do not deserve
it or do not use it wisely. Such criticisms have
been bolstered by the generally disappointing
results of foreign aid programs in sub-Saharan
Africa, where many countries remain mired in
poverty, corruption, and civil war despite the
disbursement of significant foreign aid. With
efforts to rebuild Iraqg and Afghanistan, curtail
drug production and trafficking, and battle HIV/
AIDS, ODA—which had declined throughout
the 1990s—increased in the early 21st century.
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CAPITAL GOODS FINANCE COMPANIES

Finance Business S.Co

No Name Of Company Address Phone Fax

1 Waliya Capital Goods Finance Bahirdar 058-2206780 | 0582 205 342
Business S.Co

2 Oromia Capital Goods Finance Addis Ababa 0115-571307 | 251-0115571411
Business S.Co

3 Addis Caplt.al Goods Finance Addis Ababa 0111-262445 251-0111263479
Business S.Co

4 Debub Capital Goods Finance Hawasa 046 2125191 | 251-462 125 170
Business S.Co

5 Kaza Capital Goods Finance Mekelle 0344400085 | 0342 40 00 84
Business S.Co

6 Ethio lease Ethiopian Goods Addis Ababa 0116393397 | 0116392730




Information on Micro Finance Institutions

NBE MFI No.
001

002

003

004

005

006

007

008

009

010

011

012

013
014

015

016
017

018

019

020

021

022

023
024
025

026

027

028

029

Name of Institutions

Telephone No.

Fax No.

Ambhara Credit and Saving Institution S. Co.

058-2201652 /0918340256

251-058 - 2201733

Yegna Microfinance Institutions S.Co

0911318756 / 091202835

Dedebit Credit and Saving Institution S.C.

034-4409306 / 0914702214

251-034-4406099
251-034-2400208

Omo Micro Finance Institution S. Co.

096619611 GM
046-2202053/ 0462207384

251-046 - 220-20-52

. . . 0118952389/90/91
Gasha Micro Financing S. Co.
0911240437
o - o 0116463569
Vision Fund Microfinance Institution S. Co. 251-011 - 6293346
0911211823 (GM)
. . o 046-2200850 / 0462206151
Sidama Muicro Finance Institution S.Co. 251-046 - 2204704
0916836687 (GM)

Africa Village Financial Services S. Co.

0116532052 /0113204732
0911296401 (GM) 0913113446

Buusaa Gonofaa Micro Financing S. Co.

0114162491
0911223679 (GM) / 0912017087 (FM))

251-011 - 4162501

PEACE Micro Financing S. Co.

0116678059 /0911219506 (GM)

251-011 - 4654088

Addis Credit and Saving Institution S. Co.

0111572720011111512/13 0911406174
(GM)

251-011-1573124

Meklit Micro Finance Institution S. Co.

0113484152 /0113482183
0911318625 (GM)

251-011 - 5504941

ESHET Micro Finance Institution S.Co.

0113206451/52 0911677434 GM)

251-011 - 3206452

Wasasa Micro Finance Institution S.Co.

0911-67-38-22 /0113384133

251-0113679024

Benishangul-Gumuz Micro Financing S.Co.

057-7750666 / 057-7752042
0911951484 Gm

251-057 - 7751734
251-057 - 7750060

Kendil Micro Finance Institution S. Co.

046 1105952 /3831 /5663

251-046-11015

Metemamen Micro Financing Institution S. Co.

6615398/6635801/0913460432(GM)

251-011-6186140

Dire Micro Finance Institution S. Co.

0251129702/1127072/1119246/47
0911353890 (GM)

251-025 - 1120246

Aggar Micro Finance S.Co.

6183382/3104 0911689457 (GM)

251-011-6183383

One Micro Finance Institution S. Co.

0911658497 (GM) /0911169263
(Finance GM) 0911418280 (Aster)

Harbu Micro Financing Institution S. Co.

0116185510/0911512633 (GM)

251-011 - 6630294

Digaf Micro Credit Provider S. Co.

0112787390/2782252/0910-27-52-34
0911936785 (GM)

Harar Micro Microfinance Institution S. Co.

025-6663745/025-6664078/0912401911

251-025 - 6661628

Lefayeda Credit and Saving S.Co.

0116296976 /0118237179

Tesfa Micro Finance Institution S. Co.

0115526205 /0911831882

251-011-5512763

Gambella Micro Financing S. Co.

0475511250/0475512252 /0917823153

0475511271 /0475512390

Dynamic Micro Finance S. Co.
(Approved 23/03/09)

01155491585540390 / 0915766908(GM)

Somali Micro finance Institution S.Co.

0257752122257-756976/77
0915768505 (GM)

0257780462

Specialized Financial and Promotional Institution
S. Co.

0116622780 0911625576

251-011- 6614804



Information on Micro Finance Institutions

NBE MFI No.
(0E10)

031

032
033
034
035
036
037
038
039
040
041
042

Name of Institutions

Telephone No.

Fax No.

Lideta Micro Finance Institution S.C.

0914788554 0344450064/32

0344452829 /0344450383

0115500700/701 /0912364092

Nisir Micro Finance Institution S.Co. 0911059722 / 0911875165 305/1250
Adaday Micro finance Institution S.Co. 0342405095/69 /0914749064 0342405217
Rays Micro Finance Institution S.Co. 0913386180 496/1110
Afar Microfinance Institution 0913399644 0336660748
Kershi Micro Finance Institution S.Co. 0118721106/02

Debo Micro Finance Institution S.Co. 0911758872

Sheger Micro Finance Institution S.C 0113 698998

Yemsirach Micro Finance Institution S.C 0118312404

Grand Micro Finance Institution S.Co. 0912116101

KAAFI Microfinance Institution S.Co. 0946877364

Kalub Microfinance Institution S.Co. 0252789263

Gogiba Microfinance Institution S.C. 0911951484




PATERP NhdéP NTH
National Bank of Ethiopia




