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Impact of Foreign Exchange Reserve on Economic Growth of
Ethiopia
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Abstract

The study tries to examine the impacts of foreign exchange reserve on the economic growth of
Ethiopia from 1981 to 2020 (40 Years) by using Ordinary least square (OLS) technique.
Ordinary Least squares regression is used to predict the behavior of dependent variables: - Real
GDP and with relationship between Independent variables: Foreign Exchange Reserve, Foreign
Exchange rate, Money Supply, Capital Formation, Export and Import. The data were collected
from National Bank of Ethiopia (NBE) and Ministry of finance and economic development
(MoFED) to analyze the foreign exchange reserve on the economic growth of Ethiopia. To test
for the properties of time series, Augmented Dickey-Fuller and Phillip-Perron test used to
determine the stationarity of the variables and the study used Johansen Co-integration test
employed to determine the order of integration while Vector Error Correction model (VECM)
was employed to determine the speed of adjustment to equilibrium. The findings suggest that
Foreign Exchange Reserve, Gross Capital Formation, Real Exchange Rate and import has
positive and significant long run relationship between economic growths in Ethiopia. Broad
Money supply and Export also showed a negative relationship in long run impact, but the impact
is statistically significant on economic growth. The result further shows a long run relationship
between Foreign Exchange Reserves and economic growth in Ethiopia for the period under
review. Therefore, emphasis should be place on accumulating Foreign Exchange Reserves in
Ethiopia, as this will accelerate growth and development in Ethiopia economy.
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1. INTRODUCTION

Many of Least developed countries face a trade deficit as their import grows faster than their
exports and in some cases, their exports decline. Sever measure taken by many developing
countries to curb growth of imports likely to result in economic stagnation as probably hurts
their import demands and in turn production and export. Policy makers in developing countries
often need to balance the demand for foreign exchanges for imports against the desire to
maintain adequate foreign exchange reserves. Because of these conflicting objectives, and
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widening gap between exports and imports, developing countries limit imports through rationing
foreign exchange, as well as tariff and other non-tariff barriers. This also creates negative
externalities such as parallel foreign exchange market and rent seeking individuals. A number of
previous studies established an empirical relationship between imports and availabilities of
foreign exchange and economic growth. For example, Lensink (1995) found that improvements
of the economy growth in low-income countries depend on the availability of foreign exchange
to import intermediate inputs. Polteroyich and Popov (2003) also found that developing
countries with growing stock of foreign exchange tends to show higher growth of investment to
GDP ratio and higher GDP growth rates. This implies that for many low-income countries the
foreign exchange constraint needs to be considered as a vital determinant of production and
employment.

In Ethiopian context, the heavy reliance of the industrial sector on imported intermediate goods
and its foreign exchange requirement imposes serious externalities on the rest of the economy.
Heavy foreign exchange requirement by any sector deprives other sectors access to scarce
foreign exchange. Thus, the social cost of foreign exchange would be likely to be higher than its
private cost. That means investment in the priority projects through directed domestic credit is
squeezing the availability of credit and foreign exchange for the rest of the economy. The poor
performance of exports in past years and the growing demands for imports in Ethiopia makes
foreign exchange availability continue to be a challenge for business and the economy at large.
Export has been on down-ward sides since the early 2010°s. Exports of goods and services as a
ratio of GDP declined from its peak 16.7% in 2011 to 8.9% in 2018 (ECA, 2019).

Ethiopia’s foreign currency supply available for importers and travelers alike is increasingly
facing chronic shortages. The foreign currency shortage is so critical that opening a Letter of
Credit (LC) takes as long as one year or even more, and even then, there is no guarantee that the
requested amount of foreign currency will be availed; which highly shadows over the country
economy growth (Addisbiz, 2016). In Ethiopia there are three big factors bring foreign currency
shortages such are global economic slowdown, Ethiopia’s mega projects consuming huge loads
of hard currency and the country’s widening trade balance, as the genesis of the shortage.
Ethiopia’s mega projects in hydroelectric generation, sugar production, and rail transport,
continue to drain the country’s hard currency reserves, with high demand for public investment.
In addition, import of capital goods and construction-related services increased sharply in
Ethiopia according to a June 2015 IMF report, utilizing large sums of hard currency. This in
particular leaves country economy in a position to battle amongst each other for the remainder
minimal amount of foreign currency, disabling them from meeting expected economic
development in the country. Though Ethiopia’s exports have registered growth over the past
years, the growth rate of its imports has been at a much faster pace, resulting in an ever widening
gap in the overall trade balance of the country (Addisbiz, 2016).

Reports by National Bank of Ethiopia (NBE) demonstrate that the nation's export trade has been
enlisting consistent decrease in the recent past, with exports out worth generally 3.25 billion
dollars in 2013/14, diminished to 2.83 billion dollars in 2015/16 (NBE's Annual Report
2015/16), while the country’s imports have rise at a disturbing rate. NBE's information show that
Ethiopia's imports have kept a powerful course of development throughout the years as the
country imported merchandise worth generally 13.71 billion dollars in 2013/14, increased to
16.72 billion dollars in 2015/16 (NBE's Annual Report June 30,2015/16).
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The other scenario that aggravates the scarcity of foreign currency is the launching of various
projects as component of the development strategy by Government of Ethiopia. The projects are
highly capital intensive and the government went through huge foreign loan contracts to finance
these projects which threaten the country’s future paying capability given that most of the
projects do not help generate foreign currency. On December 20th,2016 the IMF Board
approved a three-year USD 3 billion financing package (around 3% of GDP), with an immediate
disbursement of USD 308 million.

According 1st quarter 2020 economic-research bnpparibas.com if fiscal deficits seem to be under
control, external accounts remain a major weakness of the Ethiopian economy. The large trade
deficit (-14% of GDP) contributes to large deficits in the current account balance despite the
positive contribution of transfers from private funds and public donors. In net value, these total
transfers represent 55% of total current account receipts. The current account deficit reached an
average of 8.6% of GDP between 2014 and 2018. Even though the country continues to attract
the largest share of FDI in East Africa, net FDI has recently moderated and covers about 70% of
the current account deficit. The rest is financed through external debt, mostly on concessional
terms. Foreign exchange reserves are also partly channeled to service external debt (around 8%
of total foreign-exchange earnings in 2018). The central bank’s purpose is to maintain currency
depreciation under control. It thus draws on its foreign reserves to contain exchange rate
fluctuations. The Birr depreciated by around 10% against the USD in 2019. However, central
bank’s resources are limited as foreign exchange reserves are below the warning level of three
months of good &supply imports. At end-2019, forex reserves were around USD 3.6 billion,
covering only 2.2 months of goods & service imports. As a result, capital controls are also in
place, which strongly constrain imports. Pressures on the Birr thus remain considerable, and the
gap between official and black markets is around 40%.

Policy failures to develop effective financial institutions, widespread invisible corruption in the
privatizing of the public sector, and devaluation of the currency are all considered as the
perceived causes, which have led the country to the financial crises of the past 30 years, and
resultantly created the country’s reserve currency problems.

Therefore, this study intends to fill this gap by adding the likely Evaluation of the impact of
foreign exchange reserve beyond output growth; especially on participation on foreign trade,
domestic credit constraint, and government expenditure. In general, the problem of foreign
currency reserve is a more recent popular phenomenon in view of the fact that the country is
highly dependent on imported goods. Therefore, this paper provides evidence for the impact of
foreign exchange reserve on economic Growth in case of Ethiopia from the period between 1981
and 2020 GC.

2. LITERATURE REVIEW

Changes in FX saves in African nations have chiefly reflected strategy reactions to send out
incomes, moves (counting laborers' settlements), and capital streams lately. For instance, the
2014 decrease in oil costs corresponded with a fall of 33% in the FX reserve of oil trading
nations, as the specialists' opposed descending tension on their trade rates. Variances in the terms
of exchange appear to have made a difference principally in center pay nations, which will in
general have a higher fare share, including of assembling merchandise. Political flimsiness is by
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all accounts another significant factor, especially in the lower-pay nations. Overall, foreign
exchange reserves structure a vital piece of a country's self-protection.

This is especially so in low-income countries, where the government usually provides insurance
against foreign currency shortages. In comparison with emerging market economies (EMES), the
private sector in the region holds few foreign assets or none that could easily be repatriated in
times of need: the median share of foreign portfolio assets in GDP is 3%, which compares with
11% for emerging market economies (EMES) outside Africa. The benefits associated with
foreign exchange reserves are substantial. For one, they provide a buffer to finance required
imports or pay back FX debt if FX funding becomes unavailable or extremely expensive. Such
foreign currency shortages materialize at times of severe macroeconomic, financial or political
instability, putting a higher premium on adequate foreign exchange reserves levels. In addition,
even in less extreme circumstances foreign exchange reserves provide policy space to maintain
price and financial stability in the face of large exchange rate swings. In general, most African
countries intervene regularly in currency markets.

Ethiopia keeps on encountering broadening current record shortfalls and a fluctuating foreign
exchange reserves. The interest for foreign exchange reserves to fund import bills of different
products has been developing from one year to another, halfway because of public and private
speculation blast: capital merchandise, transitional sources of info, and customer merchandise.
Notwithstanding, the stock side for unfamiliar money is obliged by helpless fare area execution
and sporadic unfamiliar guide inflow. This hole between the interest for and supply of foreign
exchange reserves continue broadening through time thus bringing about exhaustion or, in all
likelihood variance in the hold position. In any case, one of the major contributing elements
towards understanding the monetary development as set in the Development and Transformation
Plan is sufficient foreign exchange reserves holding of the country. This is on the grounds that
accessibility of foreign currency capacitates the economy to satisfy the need for investment
henceforth economic growth over the long run and empowers the Financial Position to make
stable macroeconomic execution in the short run, in expansive sense (Fiseha Haile, 2019).
Economic theory and country experiences tell us that financial capital flows to a country could
be linked to increases and decreases in aggregate local investment, domestic savings, the current
account balance, output growth and employment, and inflation and asset prices. The effect of
capital flows on the real economy depends on the reason for their entry into an economy, and as
to how they are used once they arrived. From the balance of payments identity point of view, if a
country buys more goods and services from abroad than it sells, the resulting current account
deficit should be financed by any one or a combination of the following: borrowing from abroad
(a net capital inflow), selling domestic or foreign assets (a net capital inflow) and selling some of
its foreign exchange reserves (Alberto Botta, 2018).

Conceptual Frame Work

The below chart describes the list of all variables with their direction of impacts on the
Dependable variable (RGDP). All Independents variables (Capital Formation, Foreign Exchange
Rate, Foreign Exchange Reserve, Money supply, Export & Import) direction to Foreign
Exchange Reserve and all the variables are their direction on Real Gross Domestic Product.
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Figure 2. 1 The Conceptual Frame Work of the Study
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3. RESEARCH DESIGN AND METHODOLOGY

Model specification

In this study, to evaluate the impact of foreign exchange reserve on economy growth in Ethiopia
yearly data over the period of 1981 up to 2020 GC was used. The Real GDP is dependent
variable of the study while the independent variables are Real Exchange Rate(RER), Gross
Capital Formation (GCF),Foreign Exchange Reserve(FER), Money supply growth rate (M2)
,Export(Exp)and Import(1M).

The variables are taken from empirical literatures taking into consideration the availability of
data. For economic analysis, many variables are used in logarithm (log). In time series analysis,
this transformation is often considered to stabilize the variance of a series (Gujarati, 2004). Thus,
from the beginning, the variables are transformed into log data to avoid hetroscedasticity and to
show elasticity of the variables.

The study uses the Ordinary Least Square methods to analysis the short and long run effects of
variables on economic growth. Because the model is more appropriate to investigate the
endogenous relationship among GDP, RER, GCF, FER, M2, EX, IM variables and for the
variables co-integrated and integrated at different order. Furthermore to find the short run and
log run relationship between foreign exchange reserve and economic growth and other variables,
the study used Vector error correction model in the following framework.

LnRGDP+c +B1"Ln RER+S2LnM2+3LnGCF+B4LnFER+S5LnExp+p6LnIM+B7ECM+ €
Where,

INGDPC, stand for the value of value of economic growth in per capita form.

LnRER, stand for the value of Real exchange rate

Ln M2, denote the value of Money Supply

LnGCF, symbolize the value of Gross Capital Formation

INFER, denotes the value of available foreign exchange reserve.

INEXP, denotes the value of exports.

InIM represents the value of imports.

ECM and €, represents the vector error correction terms and disturbance terms
respectively.

O O O O O O O 0o

4. RESULTS AND DISCUSSIONS

Vector Error Correction Model

The long run and short run regression result analysis for dependent variable: Real Gross
Domestic Product and independent variables: Foreign Exchange rate, foreign Exchange reserve,
and Gross Capital formation, Money Supply, Export and Import are presented. Initially, the
study incorporated six independent variables are strongly correlated to one other. Therefore, the
study run the regression variables having high correlation value to make the model more reliable,
the regression model result that incorporated six variables of long run and short run regression
result obtained from Vector error correction.
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The result of ADF and Johansen co-integration tests supported the existence of long-run
equilibrium relationships among the Real Gross Domestic Product, Real Exchange rate, foreign
Exchange reserve, and Gross Capital formation, Money Supply, Export and Import. The
existence of a long-term equilibrium relationship among the variables necessitates the use of the
Vector Error correction model (VECM).Because; it contains information on both the long run
and the short run. The long run regression analysis for dependent variable: Real Gross Domestic
Product and independent variables: Real Exchange rate, foreign Exchange reserve, and Gross
Capita formation, Money Supply, Export and Import are presented below.

Long Run Relationship

The table 4.1 depicted below shown that the long term effect of the Real Exchange rate, foreign
Exchange reserve, and Gross Capital formation, Money Supply, Export and Import on Real
Gross Domestic Product. The result of the error correction in the table 4.1 confirm that long term
causality between those variable, since the result revealed that ECM (-1) was statistically
significant and negative sign which implies the existence of co-integration among variables and
hence, the presence of stable long-run relationship.

After identifying the number of co integrating equations, we can estimate the long run
relationship between endogenous variable real gross domestic product (RGDP) and exogenous
variables, Real Exchange rate, foreign Exchange reserve, and Gross Capital formation, Money
Supply, Export and Import by using Johansen maximum likelihood method. Since all variables
were used in the logarithmic form, the estimated coefficients can directly be interpreted as long-
term elasticity. All the variables are significant at 5%, because its t- statistics value is greater
than 1.96 in absolute term.

Table 4.1 The Estimated Long-Run Model for LnRGDP

variable | -NRGDP | LNFER(- LNCF(-1) | LNM2(-1) LNRER(- LNEXP(-1) LNIMP(- C
(-1) 1) 1) 1)

Coefficient | 1.000000 | -0.23025 | -0.392812 | 0.197884 | -0.08393 | 0.077135 | -0.255475 | -2.755
Standard

Error -0.01698 | -0.01503 | -0.01831| -0.00816 -0.01005 | -0.01454
T-statics [-13.5611] | [-26.136] | [10.8081] | [-10.2865] | [7.67715] | [-17.5658]
S0 [ =1 =T USSP 0.84
AGJ.R-SQUAIET. ...kttt b ekt b btk £ ke s et e b e bt btk e ekt et et e sttt b e e bt ereene e e e ..0.72

Note: T-statistics ration more than 1.96 is statically significant.
Source: E-view-10 Long run result. (2021)
In accordance with the above results, the long-run equilibrium relationship normalized on
LNRGDP can be rewritten as follows:

LnRGDP=

(0.01698)

2.755+ 0.230LnFER +0.392LnCF-

(0.01503)

(0.01831)

0.197LnM2+ 0.08393LNnRER-

(0.00816)

0.077LnEXPOR+ 0.255LnIMPORT

(0.01005)

(0.01454)

In the above table 4.1, long run equilibrium equation, Foreign Exchange rate, Gross Capital
formation, foreign Exchange reserve, and Import have significant and positive effect on Real
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Gross Domestic Product. Whereas as Money Supply and Export has significant but negative
effect on Real Gross Domestic Product in the long run.

In this study the decision rule to reject the null hypothesis and accept the alternative one is based
on the T-statistic value .When the T-statistic value is equal or less than 1.96, reject the null
hypothesis and accept alternative. If T-statistic is more than 1.96, we accept the null hypothesis
and reject alternative hypothesis. The hypotheses tested are presented below:-

Foreign Exchange Reserve:

Therefore, do not reject since the regression result shows that Foreign exchange reserve has a
long run impact on economic growth in Ethiopia; because the t-statics value of this variable is
13.5611, which is more than 1.96 as shown in the above table 4.7 long-term equation model. It
indicates Foreign exchange reserve affects the economic growth in the long run significantly.
The beta value, coefficient, of this variable is 0.23025 which indicates there is positive long run
causal relationship between Foreign exchange reserve and Real GDP.This implication showed
that, a 1% increase Foreign exchange reserve will result in increase of 23.025 percent on
dependent variable Real GDP, which might be due to most of the goods are row material and
thus make demand for importing of goods from abroad is inelastic. Thus, induce the trade
balance deficit to increase, as a result inflation push up and hider economic growth in the long
run. This confirms the study of Uwem Effiong (2020) who stated that there is a positive
relationship between FER and GDP.

Gross Capital formation:

The Gross capital formation (LNCF) had a positively and statistically significant effect on
economic growth of Ethiopia in the long run. This indicated that The Gross capital formation
will increase by 1% results in impact on Real GDP increased by 39.3% of the Country economy.
This shows that from investment side LNCF is an important element of the RGDP growth. The
result is consistent with the study of Pareira, 2000, seetanah, (2008) and Arin, 2004.

The Broad Money Supply:

The broad money supply (LNM2) has a negative and significant long run effect on Real GDP of
country and the regression result shows that Money supply (M2) has significant negative effect
on Real GDP; because the t-statics value of this variable is 10.808 which is more than the
standard limit (1.96) as shown in the above table 4.6 long term equation model. It indicates
Money Supply affects the Gross Domestic Product of the country in the long run significantly.
The long-term impact of an increase in the money supply is more difficult to predict. Throughout
history, there has been a strong tendency for the prices of assets such as housing and stocks to
artificially raise following an increase in the money supply, or anything those results in a high
level of liquidity entering the economy. This misallocation of capital can lead to waste and
speculative investments, which can result in the rapid escalation of asset prices followed by a
contraction (an economic cycle known as a bubble) or an economic recession, a significant
decline in economic activity. On the other hand, if prices are not misallocated, and the prices of
assets do not artificially inflate, it's possible that in the long-term, the only impact of an increase
in the money supply is higher prices than consumers normally would have faced. Which, money
supply variable was a negative relationship on GDP growth but demand deposits variable was
positive in these countries. Therefore, this study can be explained that the increase in money
supply maybe cannot increase in long run economic growth of country. The result is consistent
with the study of Akindele, (2010). Which, money supply (M1) variable was a negative
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relationship on GDP growth in Indonesia, Philippines and Laos, but demand deposits variable
was positive in these countries. For Vietnam, money supply (M1) was positive relationship on
GDP growth, but demand deposits is negative.

Therefore, this study can be explained that the increase in money supply (M1) maybe cannot
impact on increase in short run economic growth for Indonesia, Philippines and Laos. Which,
money supply (M1) variable was a negative relationship on GDP growth in Indonesia,
Philippines and Laos, but demand deposits variable was positive in these countries. For Vietnam,
money supply (M1) was positive relationship on GDP growth, but demand deposits is negative.
Real Exchange Rate (RER)

The regression result shows that exchange rate has significant positive effect on Real GDP of the
country in the long run, because the t-statistics value shown in the table 4.6 is greater than 1.96
i.e. 10.286 and the beta value, coefficient, of this variable is 0.08393, the result of this study is as
expected. There is positive significant causal relationship between exchange rate and Real GDP
in the long run. Meaning, a 1% increase Exchange rate (Devaluation of currency) will result in a
rises of 8.393 percent on dependent variable Real GDP, which might be due to most of the goods
are row material and thus make demand for importing of goods from abroad is inelastic.

Thus, induce the trade balance deficit to increase, as a result inflation push up and hider
economic growth in the long run. The result is consistent with the study of Muluken (2016).

As described by Muluken N.,2016 of IMF, 2010; MOFED, 2009, After the devaluation in 1992
the exchange rate is changed from fixed to managed floating exchange rate in order to control
overvaluation through a gradual depreciation of domestic currency every year. The gap between
the unofficial and official rate also decreased compared to the period when the exchange rate
was fixed. However during the fiscal year 2007/08 the rate of depreciation against other foreign
currencies increased compared to the previous years. In the 2009/10 and September 2010/2011
the Ethiopian Birr was devalued to 23.7% and 16.5% respectively against the US dollar. This
huge devaluation was expected to “decrease overvaluation and increase competiveness”.

Also Muluken N., 2016 in his thesis pointed by NBE, 2010 of literature review is that the
increase in depreciation rate was expected to encourage the export sector. The higher increase in
export rate, the better the rate of growth of the economy. The export of goods and services was
11% of the GDP in 2009 and yet the trade balance is negative. The world financial crisis where
the major importing countries decreased their import quota might have a negative role in the
decrease of the export as well as low growth since export is one part of the GDP.

The level of real exchange rate is important on economic growth as it determines the value of
imports and exports of a country. Walters and De Beer (1999) explain by Muluken N., 2016 that
a country’s exchange rate is an important determinant of the growth of its cross-border trading
and it serves as a measure of its international competitiveness.

Export:

The regression result shows that Export has significant but negative effect on Real GDP; because
the t-statics value of this variable is 7.677 which is more than 1.96 as shown in the above table
4.7 long term equation model. It indicates Export affects the Real GDP in the long run
significantly. The beta value, coefficient, of this variable is -0.077135 which indicates there is
negative long run causal relationship between Export and Real GDP. This study also can be
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moved to check the effects of export diversification policies on export instability problem. The
result is consistent with the study of Akindele, (2010).

As Abdurrahman M. 2014 his thesis suggested that many agricultural nations have endeavored to
seek after the East Asian development model in ongoing many years. This model is generally
seen to have been founded on export-led growth. Ethiopia, as other non-industrial-countries,
pursued the export-led growth strategy since 1992 following quite a while of execution of the
import replacement procedure during the Imperial and Derg systems. Following the export-led
growth strategy, Ethiopia's economy, just as, its export composition remained profoundly subject
to agriculture.

Abdurahman M. 2014 sited NBE, 2010/11; Agriculture contributes about 41% and over 80% to
national GDP and export sector, respectively. The export earnings contribution, Agriculture
contributes about 41% and over 80% to national GDP and export sector, respectively (NBE,
2010/11). The export earnings contribution, from 1960 to 2010, accounted to 11% of the GDP on
average Jarra, 2013 as sited by Abdurrahman M. 2014. This is very low when compared with
30% contribution to GDP in Sub Saharan African countries Hailu, 2011 sited by Abdurrahman
M. 2014 Such a low figure proposes that much must be done in the Ethiopian export sector to
accomplish the desired economic growth level.

Numerous examinations have been led in least developed countries (LDCs) on the commitment
of export earnings to economic growth. Although the majority of the experimental works support
the export-led economic growth speculation, there is no agreement over this issue. Some
economists, Krueger (1978), Tyler (1981), Kavoussi (1984), Ram (1987), Chow (1987), and
Salvatore and Hatcher (1991), seem to generally agree that export has a positive and significant
impact on countries economic growth; others, Medina-Smith E.J, (2001), Mishra, P. K., (2011),
Abbas,S. (2012), doubt the existence of such a relationship. Therefore, the evidence regarding
export-economic growth nexus is somewhat ambiguous and mixed globally in general.
Furthermore, previous studies on this issue in the context of Ethiopia are only few; and even the
limited available ones provide mixed evidences. For instance the study conducted by
Gemechu,(2002) support the contribution of real exports to economic growth in the context of
Ethiopian economy in the short run whereas, Chemeda (2001) says the contribution of real
exports to economic growth in the context of Ethiopian economy is greater in the long run than
in the short run.

Import:

As shown the above Table 4.7 the regression result reveals that Import has positive and
significant impact on the Real GDP of the country in the long run because the t-statics result is
17.5658 which is more than 1.96 as shown in the above table 4.6 long term equation model.

The coefficient, of this variable also is 0.2554; the result of this study is as expected. There is
positive significant causal relationship between Import and Real GDP in the long run. This
implies Import increase by 1% will increase by 25.54% of the Real GDP of the country.
result is consistent with the study of Charles ruranga (2020).

As indicated by the NBE yearly report, 33.3% of all out import burning through ($5.03 billion)
was on capital merchandise and 28.3% ($4.27 billion) on consumer goods. U.S. exports to
Ethiopia in 2019 rose to $1.5 billion, a 14% increment from that of the earlier year, representing
10% of Ethiopia's all out imports. Ethiopia's imports from the United States have expanded

https://journals.ju.edu.et/index.php/jbeco June, 2023 Page 158



Horn of Africa Journal of Business and Economics (HAJBE), 2023, 6(1), PP: 149- 164
ISSN: 2617-0078 (Print), 2617-0086 (Online)

consistently all through the previous decade, addressing around a fivefold increment from 2007
through 20109.

Short-Run Relationship

After obtaining of the long run relationship, establishing the coefficient of the short run
dynamics is conducted by estimation of Vector Error Correction mechanism (VECM). It is
crucial to specify how short run adjustment of the variables took place (Mulugeta 2012). The
most important thing in the short run analysis is the speed of adjustment term. The value of error
correction term should be negative and it should be significant in order to decide as the model
converges to the equilibrium in the long run. According to Bannerjee (2003) as sited by
Tewodros (2015), highly significant error correction, term confirms the existence of a stable long
run relationship. As shown in the Vector error correction model result’s table below, the value of
ECM (-1) is -0.627872 which implies, the economy will converge to its equilibrium by 62.8%
per annum. In other words, the long run equilibrium will be restored after (100%/62.8) 1.6 years.

Table 4.2 Short-Run Coefficients dependent variable D (LnRGDP)

Dependent Variable: D(LNRGDP)

Method: Least Squares

Date: 06/08/21 Time: 00:39

Sample (adjusted): 1983 2020

Included observations: 38 after adjustments

Variable Coefficient Std. Error t-Statistic Prob.

C -0.033889 0.029764 -1.138609 0.2639
LNFER(-1) 0.008385 0.009311 0.900543 0.3750
D(LNM2(-1)) 0.256589 0.178803 1.435044 0.1616
D(LNCF(-1)) 0.024924 0.046991 0.530397 0.5997
D(LNRER(-1)) 0.037217 0.059551 0.624958 0.5367
D(LNEXPORT(-1)) -0.018104 0.044078 -0.410739 0.6842
D(LNIMPORT(-1)) 0.127135 0.073408 1.731885 0.0936
ECM(-1) -0.627872 0.177952 -3.528325 0.0014*

Source: E-view-10 Short run result.(2021)

The table 4.2 above shows that, All variables(Independents variables:- Foreign Exchange rate,
Gross Capital formation, foreign Exchange reserve, Money Supply, Export and Import are not
significant in short run) have no significant effect on economic growth in the short run.

4. CONCLUSIONS AND RECOMMENDATIONS

Conclusion

The empirical results of the study conclude that, INFER, LnM2, InCF, InRER, and export and
InImport matter for the economic growth in Ethiopia. The Johanson test for co integration was
used in order to gain the long run relationship between the dependent variable GDP and
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independent variables (foreign exchange reserve, broad money supply, capital formation, real
exchange rate, export and import). Thus, the long run result revealed that foreign exchange
reserve, capital formation, real exchange rate and import have positive and significant impact on
economic growth in Ethiopia and both broad money supply and export have negative and
significant impact on GDP in the long run.

The short run dynamics of VEC model showed that export has negative and INFER, LnM2, InCF,
INRER, and Inlmport have positive and all are insignificant effect on GDP in the short run.

Recommendation

This paper has provided descriptive and empirical results on the impact of foreign exchange
reserve on economic growth in Ethiopia. The empirical finding depicts that there is a number of
essential policy implications for the growth of Ethiopian economy. Therefore, based on the
finding of this study, the following recommendations are forwarded.

The foreign exchange reserve should increase its country economy. This is because the study
found that foreign exchange reserve affect economic growth positively.

Capital formation is important issue for achieving long run economic growth base on the finding.
Capital formation should be encourage by all means because it will affect economic growth and
development positively.

Real exchange rate is one of the most important factors to change economy growth of the
country. Study finds a positive association between RER levels and economic growth, in
Ethiopia during study period.

In long run Import is statistically significant and a one percent increase had caused real
economic growth to come. The long-term impact of an increase in the money supply is more
difficult to predict. Throughout history, there has been a strong tendency for the prices of assets—
such as housing and stocks—to artificially raise following an increase in the money supply, or
anything those results in a high level of liquidity entering the economy. This misallocation of
capital can lead to waste and speculative investments, which can result in the rapid escalation of
asset prices followed by a contraction (an economic cycle known as a bubble) or an economic
recession, a significant decline in economic activity. On the other hand, if prices are not
misallocated, and the prices of assets do not artificially inflate, it's possible that in the long-term,
the only impact of an increase in the money supply is higher prices than consumers normally
would have faced. Which, money supply variable was a negative relationship on GDP growth in
Ethiopia. Therefore, this study can be explained that the increase in money supply maybe can
impact on decrease in long run economic growth for Ethiopia during study.

Finally, the impact of export is found to be negative and significant. This implies the study also
can be moved to check the effects of export diversification policies on export instability
problem.
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