DIGITALEL ARCHIU

ZBW - Leibniz-Informationszentrum Wirtschaft
ZBW - Leibniz Information Centre for Economics

Tadesse, Tasew

Article

Sources of Ethiopia's export growth

Provided in Cooperation with:

Dimitrie Cantemir Christian University, Bucharest

Reference: Tadesse, Tasew Sources of Ethiopia's export growth.

This Version is available at:
http://hdl.handle.net/11159/418

Kontakt/Contact

ZBW - Leibniz-Informationszentrum Wirtschaft/Leibniz Information Centre for Economics

Disternbrooker Weg 120
24105 Kiel (Germany)
E-Mail: rights[at]zbw.eu
https://www.zbw.eu/

Standard-Nutzungsbedingungen:

Dieses Dokument darf zu eigenen wissenschaftlichen Zwecken und zum
Privatgebrauch gespeichert und kopiert werden. Sie diirfen dieses Dokument
nicht fiir 6ffentliche oder kommerzielle Zwecke vervielfaltigen, 6ffentlich
ausstellen, auffiihren, vertreiben oder anderweitig nutzen. Sofern fiir das
Dokument eine Open-Content-Lizenz verwendet wurde, so gelten abweichend

von diesen Nutzungsbedingungen die in der Lizenz gewahrten Nutzungsrechte.

Alle auf diesem Vorblatt angegebenen Informationen einschlieRlich der
Rechteinformationen (z.B. Nennung einer Creative Commons Lizenz)
wurden automatisch generiert und missen durch Nutzer:innen vor einer
Nachnutzung sorgfaltig tiberpriift werden. Die Lizenzangaben stammen aus
Publikationsmetadaten und kdnnen Fehler oder Ungenauigkeiten enthalten.

https://savearchive.zbw.eu/termsofuse

=2 B Leibniz-Informationszentrum Wirtschaft
[ . Leibniz Information Centre for Economics

Terms of use:

This document may be saved and copied for your personal and scholarly purposes.
You are not to copy it for public or commercial purposes, to exhibit the document
in public, to perform, distribute or otherwise use the document in public. If the
document is made available under a Creative Commons Licence you may exercise
further usage rights as specified in the licence. All information provided on this
publication cover sheet, including copyright details (e.g. indication of a Creative
Commons license), was automatically generated and must be carefully reviewed by
users prior to reuse. The license information is derived from publication metadata
and may contain errors or inaccuracies.

Mitglied der

Leibniz-Gemeinschaft


https://savearchive.zbw.eu/
https://www.zbw.eu/
http://hdl.handle.net/11159/418
mailto:rights@zbw-online.eu
https://www.zbw.eu/
https://savearchive.zbw.eu/termsofuse
https://www.zbw.eu/

Academic Journal of Economic Studies
Vol. 2, No.3, September 2016, pp. 74-95
ISSN 2393-4913, ISSN On-line 2457-5836

Sources of Ethiopia’s Export Growth: a Constant Market
Shares Decomposition Analysis

Tasew Tadesse', Jaswinder Singh Brar?

"Department of Economics, Dilla University, P.O. Box, 419, Dilla, Ethiopia,

TE-mail: tasewnew@gmail.com (Corresponding author)

2Centre for Research in Economic Change, Department of Economics, Punjabi University,
Patiala, India, P.O.Box, 147002, 2E-mail: brar_jas@yahoo.com.in

Abstract  Ethiopia’s exports grew by more than 700% in real terms between 1995 and 2014. For
a landlocked country depending much on primary products and with little success in
export diversification, the growth recorded over the past two decades is no mean feat.
In this study we assessed the sources of this rapid export growth during the post-reform
period of 1995-2014. We employed a refined version of the constant market shares
model that overcomes the “order-problem” and the ‘index number problem” inherent in
its “traditional” formulation. Our decomposition exercise reveals the importance of two
key factors as drivers of Ethiopia’s export growth: the growth in total world trade and
improvements in Ethiopian competitiveness. While the geographic distribution of the
country’s exports has been favorable, an unpleasant outcome is that the composition of
the country’s exports has been slowing down the growth of its exports over the past two
decades.

Africa, Ethiopia, export growth, constant market shares, competitiveness, commodity
composition
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1. Introduction

One of the most indisputable and longstanding ideas in development economics is the
key role that rapidly growing exports play in the process of economic growth and hence
development of a country. At the macro level, as put vividly by Samen (2010), (i)
exports help generate foreign exchange; (ii) export receipts are vital to finance imports
and exports; (iii) the small size of many developing countries and their negligible
purchasing power call for the need to explore larger market scales; (iv) exports
contribute to employment and growth of national product.’ In addition, at the firm level,
it is argued that exporting firms are more productive than non-exporters (Bigsten et al.,
2002; Mengistae and Patillo, 2002). Importantly, international cross-country evidence
also indicates that rapid export growth and openness are good for poverty reduction
(Dollar and Kraay, 2001).
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Our paper is broadly related to research in international trade on the sources of
growing exports. In a cross-country context, perhaps following different empirical
strategy, the study of the underlying sources of export earnings growth has been given
a central place in the literature (see, inter alia, Redding and Venables, 2003, 2004;
Fugazza, 2004; Brenton and Newfarmer, 2007; Easterly and Reshef, 2010). Given the
vital economic importance of rapidly growing export sector, this paper particularly
focuses on examining the sources of Ethiopia’s rapid export growth over the period
1995-2014. In spite of the paucity of export growth in the past and the general lack of
export diversification, Ethiopia has seen more than 10-fold increment in its
merchandise exports (in current USD) from its 1995 value of about $422 million to $4.4
billion in 2014. That is, Ethiopia’s exports grew by 951.6% between 1995 and 2014 in
nominal terms.

For a landlocked country depending much on primary products and with little export
diversification, the growth recorded over the past two decades is no mean feat. Indeed,
the real growth in exports registered during this period has been robust both by
historical as well as comparative standards. In historical standards, on average, real
exports grew by -4.8% annually during the period 1975-1991 as compared to 13.3%
during 1992-2013. Moreover, in comparative context, the country’s export grew by
700.7% in real terms between 1995 and 2014. This performance is in sharp contrast to
the 155.4% and 245.9% growth rates for SSA and the world registered during the same
period, respectively. Despite the rapidity of export growth(as the expansion starts from
a very small base), the size of the export sector remained too small as reflected in the
country’s share of global exports and its insignificant contribution to the overall
economy’. The aim of this paper is not one of accounting the underlying reasons for the
relatively small size of the export sector. Neither is interested in estimating the impact

! Indeed, in spite of the relative superiority of export growth and despite trade reforms, Ethiopia’s export
share of African as well as world exports is still too little. To make matters worse, it has long been
declining/losing market shares incessantly notably until the recent recovery. Indeed, UN's COMTRADE trade
statistics indicate that it had declined sharply from 0.042% in 1973 to 0.021% in 1983 and to a historic low
share of 0.004% in 1992. Yet, it showed an improvement only recently to 0.023% in 2014, albeit not strong
enough to regain its 1970s stand. Similarly, Ethiopia’s share of Africa’s exports has been very tiny and
declining over time. For instance, the share which has been 0.11 per cent in 1980 declined continuously and
reached a very small proportion of 0.05 per cent in 2010. Besides its lower global export share which stands
at an average of 0.01% during 1995-2014, the relatively small size of the country’s export is also reflected by
a lower export to GDP ratio of 7.2% and per capita export eamnings of only $32.7, which is one of the lowest
in the world. In contrast, the comparative figure for SSA is 32.5% and $467 during the same year,
respectively. In addition, exports finance less than one fourth of imports (only 24.2 per cent of total imports) in
2012.
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of trade and exchange rate reforms undertaken over the past two decades on export
performance?. Rather, it emphasizes on decomposing the sources of the rapidity of the
country’s export over the past two decades (1995-2014).

Methodologically, a model which has been widely applied in the trade literature and
relevant to decomposing the sources of export growth is the constant market shares
(CMS) model. According to the constant market shares model tradition, a country’s
exports may succeed (fail) to grow as rapidly as the world average for three reasons;
(1) Exports may be concentrated in commodities for which demand is growing relatively
rapidly (slowly); (2) Exports may be going to relatively growing (stagnant) regions; or
(3) The country in question may have been capable (incapable) to compete effectively
with other sources of supply (Leamer and Stern, 1970). Since the traditional model is
criticized for some drawbacks, this study employs a refined version of the traditional
CMS analysis which particularly overcomes its major methodological flaws of
application, especially the “order-problem” and the “index number problem.”

The CMS model is particularly important to quantify the contributions of a focus
country’s export structure (commodity and market composition) and competitiveness to
its export performance. Indeed, though the CMS model doesn’t explicitly take into
account demand and supply side factors as in formal econometric analysis, the
components of the model implicitly capture important supply and demand side
developments. The competitiveness component possibly reflects the role of supply side
factors and internal developments affecting the relative prices of the country’s exports.
Likewise, the country’s export orientation(commodity composition and market
distribution) and the world trade components of the model likely accounts the role
played by demand side factors including foreign income, policy-induced trade barriers
in partners and the likes. Thus, the CMS analysis, despite an accounting technique,
attempts to consider the role of vital internal and external developments in Ethiopia’s
export growth.

The relative importance of internal as well as external developments in the growth of
Ethiopia’s exports has not been assessed so far. Unlike the earlier literature on African

2 Among the many vital reforms adopted were the trade and exchange rate reforms designed to boost the
growth of the external sector and better integrate the country into the global economy. Since 1991/92,
Ethiopia’s trade sector has seen a major shift from a highly protectionist and inward-looking trade policy to an
open and outward-oriented export strategy. Over the course of time, perhaps under the auspices of the two
sibling Bretton Woods institutions, WB and IMF, trade restrictions were eliminated, the exchange rate market
was liberalized and the country’s currency(birr) has seen a major devaluation of about 142% in 1992. The
major reforms prescribed to open up its economy (liberalize its trade policy) include dismantling quantitative
restrictions and tariffication (replacing non-tariff barriers with their tariff equivalents), gradual reduction of
import tariff rates and export taxes and reduction of the tariff dispersion (Bigsten et al., 2009; Alemayehu,
2011).
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trade which primarily focused on explaining the causes of failure of the region’s exports
(see Amjadi and Yeats, 1995; Rodrik, 1998; Limao and Venables, 1999; Ng and Yeats,
2002), this study rather emphasizes on the sources of rapid growth of exports in the
recent past relying on country level data from Ethiopia. Using product level and market
destinations export data during the period 1995-2014, the extent to which the patterns
of commodity and market specialization of Ethiopia’s exports and their competitiveness
have affected its export performance is examined. It particularly seeks an answer to the
question: To what extent do factor determinants-growth in world exports, commodity
composition, market distribution and competitiveness of exports-affect Ethiopia’s export
growth?

2. Literature review

Following the constant market shares tradition, differences in export performance
among countries is often attributed to differences in their export structures and
competitiveness. If a country specializes predominantly in products and importing
regions for which demand is growing slowly relative to other products and markets, the
country in question is likely to encounter a poorer growth in its exports. The method of
constant market shares (hereafter CMS) analysis formulated by Leamer and Stern
(1970) and Richardson (1971) allows isolating the effects on export performance of the
structure of a given country’s exports-commodity composition and market distribution-
and its competitiveness, which is particularly attributed to the change in a country’s
export market shares. In general, this method allows to discerning the extent to which a
country’s export orientation and competitiveness is favourable or not.

The CMS analysis has been widely applied in studies of export performance of different
countries and found to be empirically successful in explaining the underlying sources of
success/failure of export growth. In the context of developing countries, the model in its
traditional formulation has been applied on India’s, South Africa’s and Pakistan’s export
data, among others (see Mahmood and Akhtar, 1996; Edwards and Lawrence, 2006;
Veeramani, 2007; Singh, 2014). These studies find that depending on the composition
and orientation of exports of each country and also based on the evolution of their
global export shares, the source of success/failure of exports has been somewhat
different. For instance, Veeramani’s (2007) and Singh’s(2014) studies show that India’s
success in exporting over the past two decades has been driven principally by a
combination of growth in world trade and improved relative competitiveness of the
country’s exports. On the other hand, Edwards and Lawrence (2006) indicates that the
underlying cause for the failure (declining market shares) of South African exports over
the period 1985-2000 was due mainly to the commaodity mix of its exports-dependence
on primary commodities.
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However, as the aforementioned studies decomposition depends entirely on the
‘traditional’ CMS model, which is argued to suffer from methodological problems such
as the ‘order-problem’ and the ‘index number problem’, the results of these studies
might be biased(a detailed account of the shortcomings of the model is offered in
section 3.2). Moreover, the CMS results are likely to vary based on the level of
commodity and market aggregations. It is also sensitive to the choice of period of
analysis and standard of comparison used to decompose export growth (Richardson,
1971). The modified version suggested by Milana (1986) and Ahmedi-Esfahani and
Anderson(2006), which is viewed to overcome some of the problems of application,
decomposes changes in export performance/shares mainly into world trade effect,
product effect, market effect, competitiveness effect, and an additional
mixed/interaction effect.

Variants of the refined model has been employed by Simonis (2000) on Belgian data
who find that the market orientation of the country’s exports was not favorable to the
growth of exports which is ascribed to the fact that its exports was concentrated in the
European Union’s markets where growth has been evidently below the world average.
In addition, Cabral and Esteves (2006) also used on Portuguese data who report that
the decline in export performance of the country was due to the deterioration in the
relative competitiveness of its exports and the concentration of its exports in slowly
growing products.

Despite the subtle variations in the decomposition method, the existing CMS studies
conducted in the context of various countries show that what a country exports
- commodity composition, where it exports-market distribution - and external
competitiveness matters for export growth (see Mahmood and Akhtar, 1996; Simonis,
2000; Cabral and Esteves, 2006; Edwards and Lawrence, 2006; Veeramani, 2007;
Singh, 2014). Yet, this technique has not been widely applied recently in the context of
commodity dependent LDCs (see Banerji, 1974 for LDCs and Naya, 1964 for Asian
developing countries). It is often alleged that primary exporters encounter a sluggish
growth and inferior export performance relative to manufactures and other non-primary
goods exporters. For Ethiopia is one of commodity dependent LDCs, the CMS analysis
is instrumental in evaluating the notion that high dependence on primary commodities
retards the expansion of the country’s exports. Moreover, our study is the first of its
kind as Ethiopia’s export performance has not been approached using a detailed data
and refined technique of analysis. Once the underlying causes for the success (failure)
of the country’s exports are explicitly identified, the analysis would be helpful in
informing policy makers about the preferred distribution of the country’s exports such
as to concentrating in commodities and markets that are rapidly growing.
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3. Methodology of research and the data

3.1. The basic constant market shares model

The method of CMS analysis is based on decomposition of an identity. In order to
assess the relative export performance of a country, we take the ratio of total exports of
the focus country to those of a standard usually the world exports. The basic CMS
identity is given by:

q n

= —

0

Where q and Q are the total exports of the focus country and the world,
respectively; and s is the export share of the focus country. Total exports of the focus
country aggregated over all products and destinations can be given by:

[ \
R TR P S 3 Wl ()
[ T TR BN (,)".F J o
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Where ¥, qij and Qij denote the focus country’s and world exports of

commodity i to region j, respectively; i and j denote the it" commodity class and jth
destination, respectively; and the superscript t denotes time.
Differentiating and expanding (1a), the basic CMS decomposition can be written as:
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Alternatively, a second decomposition is also possible if the market effect is
decomposed first;
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In identities (2) and (3), change in total exports (or export growth) is decomposed into
four components. World growth effect reflects the growth in the country’s exports that
would have been realized if it had maintained its share of world exports. The
commodity (market) effect measures the extent to which growth is attributed to the
concentration of the focus country’s exports in relatively high-growing commodities
(regions). That is, it represents whether the country specializes in commodities
(regions) with growth rates more favorable than the world average. The commodity
(market) effect would be positive if the country had concentrated its exports in products
(markets) that were experiencing relatively rapid growth than the world average and
vice versa.

If a country specializes in products and markets for which world demand is growing
rapidly, the market share of the country in question is expected to rise. The first three
effects reflect export growth in the hypothesis that the focus country was able to
maintain its share of the market. On the other hand, the competitive effect accounts for
total export growth which took place due to changes in export shares. Accordingly, an
enhanced competitiveness or a positive competitiveness effect entails that the country
has experienced a rise in export shares and vice versa.

3.2. Shortcomings of the CMS analysis

The CMS analysis, in its traditional formulation, has been subject to a number of
criticisms. The major problems of application identified are the sensitivity of the CMS
results to variations in the degree of commodity and market aggregation, the order of
composition of the commodity and market effects, the choices of the standard
area(countries) to which the focus country’s export performance is compared and
choice of base weights( Richardson, 1971). It has been tested that the CMS results are
quite sensitive to these problems. Of all these shortcomings, three stands out: the order
of decomposition of the commodity and market effects - the so-called “order problem”,
choice of the base weights - the so-called “index number problem”, and changes in the
level of commodity aggregation. Now | will turn to a brief, but basic, discussion of the
first two shortcomings that are found affecting the CMS results significantly. The
method employed in this study to address these problems is offered in the subsequent
section.
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Since the CMS analysis essentially uses discrete-time observations, identity (2), which
refers to continuous-time changes, should be translated into its discrete-time
formulation. The problem, however, is that there is no uniformity in translating the
continuous-time to discrete-time formulation (Richardson, 1971). The discrete time
version of identity (2) can be rewritten as;

7 N Vs Y 4 i A .
8q=5'A0+| T5A0, -5 AQ |+ T T 55a0) - X siAQ, |+ | X0, @
T JA\TT T /

In the literature on the CMS analysis, the variation in decomposition lies particularly in
the weights applied to each component (see Milana, 1988 for a discussion of the
different decomposition techniques employed in different studies). Different weights
had been chosen in an attempt to make discrete-time CMS analysis more consistent
with its continuous-time version. The lack of consistency in the choice of weights
among CMS studies entails that the superscript, t, in identity (4) may refer to both (the
beginning and end of the discrete time period). A combination of beginning-and end-
period weights has also been used in the literature to calculate the different
components of the CMS (Richardson, 1971). This indicates that there is a possibility of
making more than one choice of weights. This problem is termed by Milana (1988) as
the “index number problem of CMS.”

The problem in translating the continuous-time formulation into its discrete-time version
is that the latter does not take into account the change in the variables (sit and Qu) at
each point of time during the period considered. Between the beginning and end of the
discrete time period, however, the export structures of both the focus country and the
rest of world are changing continuously (Simonis, 2000). Thus, the fixed weights (si)
often applied in the literature fail to reflect the changes in a focus country’s and world
exports throughout the period. Using either initial or final year fixed weights, which had
been the trend in the previous CMS studies, as noted by Milana (1988), requires one to
believe that either the initial-or final-period export structure was dominant throughout
the entire period. Empirical evidence also suggests the inappropriateness of applying
fixed weights. In this regard, Richardson (1971) demonstrated that the values and signs
of the CMS effects were liable to change with the change in the base weights.
Apparently, the message is that flexible weights that represent the changes in the
country’s and world exports need to be employed.

To overcome the index number problem of the CMS analysis, Milana (1988) suggests
using a more flexible index numbers. He developed a new formulation of the traditional
CMS analysis. Unlike the traditional CMS, the refined decomposition technique
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suggests to use the average of the initial and final period weights. Therefore, Milana’s
(1988) approach is employed in this study.
The other major flaw of the CMS analysis in its traditional formulation is the
variability/sensitivity of the results of the commodity and market effects to the change in
the order of calculation of the individual effects. That is, the results of the structural
effects (commodity and market composition) depend crucially on the order of
calculation of the individual components. This is called the ‘order-problem’ in the CMS
literature.
While Leamer and Stern (1970) in their well known CMS analysis admit that the order
of decomposition matters, the quantitative variation and sensitivity of individual
commodity and market effects to the change in the order of calculation are clearly
demonstrated by Richardson (1971). Nevertheless, none of them have proposed a
solution to overcome this critical problem. It is argued by Milana (1988) that the ‘order
problem’, is “attributable to the particular decomposition formulas used rather than to a
real drawback of the method itself.”
In the traditional version of the CMS analysis, which is given by identities (2) and (3), in
order to separate the extent to which the market effect could be attributed to the
disparity in growth over products or regions, the overall market effect was further
decomposed into a commodity effect and a regional effect (Ahmadi-Esfahani and
Anderson, 2006). Yet, it is argued that changes in the order of decomposition would
result in changes in the magnitudes and sign of the individual commodity and
regional/market effects though the sum of both effects would remain unchanged.
Depending on which component is calculated first, different measures have been
obtained for the individual commodity and market effects in (2) and (3). The definition of
the commodity (market) effect in (2) is not the same as in (3). This is illustrated below:
For commodity effect;
{vs‘g o _g E}# |:v.T‘SIg; 9% _ N ﬁ}

=" ar dr || == =" ar

Lo I

and for market effect

[

vvgvﬁ,vﬁﬁ # v,ijﬁ,,gtﬁ

< drt = dr dr
The commodity(regional) effect in identity 2 (3) can be interpreted as the difference
between the growth in standard exports if growth had been uniform across
regions(products), and the growth in standard exports if growth had, in addition, been
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uniform across products(regions). This is referred to as the “conditional product
(regional) effect.” On the other hand, the commodity (regional) effect in identity 3 (2) is
interpreted as the discrepancy between the actual growth in standard exports and the
hypothetical growth that would have been achieved if growth had been uniform across
products (regions)(see Ahmadi-Esfahani and Anderson, 2006 for a detailed discussion
of the order-problem and the resulting differences in interpretation).

3.3. A new reformulation of the CMS model and the method of decomposition

Given the aforementioned methodological flaws, it is in the realm of this study to obtain
a meaningful and stable CMS results. Thus, the problems of application discussed so
far need to be addressed. Based on refined version of the traditional CMS analysis
discussed by Ahmadi-Esfahani and Anderson (2006) and by Milana(1988), an
alternative reformulation that overcomes the identified pitfalls is employed in this study.
The method of decomposition discussed below draws on the works of Ahmadi-Esfahani
and Anderson (2006) and Milana(1988).

In order to avoid the order-problem, Ahmadi-Esfahani and Anderson (2006) suggested
decomposing the total market effect (or the scale market effect) into three effects:
commodity effect, regional effect and interaction effect. The approach starts with a
level-one analysis of the basic model where the aggregate export growth of the focus
country is decomposed into a scale effect (or structural effect) and a competitive effect.
The discrete-time version of the basic model in (1a), which was also given in (4), can
be rewritten in a compact form as follows:

ag = XY 5800 + X0, ®

i J i i
Scale Effect Competitive Effect

The scale effect is the growth in exports that would have been achieved if individual
market shares had remained unchanged. Averaging over all markets, the scale effect
can be expressed as the sum of the world (aggregate) growth effect and a weighted
average of the individual scale market effect:

. - ; i 5
SIS A =5'AQ + 2 s, (AQ, —AO) ()
i i i J N
World Growth Effect Scale Market Effect

Following Ahmadi-Esfahani and Anderson (2006), the scale market effect aggregated
over the individual markets for all products is decomposed into three effects in the
following way:
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The interaction effect captures the combined effect of non-uniformity of growth across
product categories and regions (market destinations). The calculation of the commodity
and market(regional) effects defined in (7) makes no assumption about the uniformity,
or lack thereof, of growth across regions and products and thus are referred to as the
“unconditional” commodity and regional effects (Ahmadi-Esfahani and Anderson,
2006). In contrast, the commodity (market) effect given in (2) and (3) are based on a
hypothetical assumption that growth is uniform across regions (products). The (scale)
interaction effect is given by the difference between the scale market effect and the two
conditional effects defined previously in (3) and (2):

SIE = SME - Conditional Market Effect — Conditional Commodity Effect

siE= Y st [lag, - 20, )- (40, -20)-(a0, - 20)]
[

Total export growth of the focus country’s exports is thus given by:

Ag= sTAQ + Vvst lAQ AQ, ) stf (AQ -,
World (_11‘0\\111 Effect Commodity Eﬁect Market Effect

TIsy lag, 20, )-lsg, - a0 )-(ag, - 20 )+ ;EQQ Asy; (8)

Interaction Effect Competitive Effect

Identity (8), the strategy adopted in this study, allows calculating a third effect explicitly
and the individual components of the structural effects are insensitive to the order of
decomposition. It should be noted that the interaction effect can also be computed from
equation (7). The advantage of using the refined method employed here is that it
eliminates the “order problem” - the order of decomposition does not matter for the
individual CMS effects.

To resolve the index number problem of the traditional CMS analysis, the approach
suggested by Milana(1988), which involves using the average weights of the beginning
and end period, is employed in this study. Using developments in index number theory,
Milana(1988) discredits employing the CMS analysis in its traditional formulation and
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thereby, suggests a new reformulation of the method. Milana’s approach overcomes
one of the most severe methodological criticisms of the CMS analysis discussed so far,
the “index number problem”.

In the traditional CMS analysis, fixed weights have been used. On the other hand, the
alternative decomposition method employs a representative and flexible weights.
Emphasizing the importance of using flexible weights when the weights vary overtime,
writes Milana (1988) that ‘a decomposition analysis should not use, in general, the fixed
share weighted Laspeyres-or Paasche-type indexes when the weights are not constant
during the time interval under examination. More “flexible” index numbers should be
used instead, paying attention to the particular, dynamics of the elementary
components.” Following Milana (1988), the discrete-time decomposition version of
identity (8) employed in this study, which uses the average of beginning and end year
weights/export shares of the country, is derived as follows:

. (o 1y . o 1Y \
Ag= |s 45 hQ +z j - l__SU 3, _l__AQU -AQ; | +?52:'l_slf 5y _,I,_AQU -20; |+
World Growth Effect Conmmodity Effect Market Effect
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[

l.-\»—t

1 o 1]M
.5' +5; [hQU AQ, I hQ _Ag - (ag, —AQ}] E?E 0, + 0y s, (9)
Interaction Effect Competitive Effect

Identity (9) is a reformulation of the well-known traditional decomposition techniques of
Leamer and Stern (1970) and Richardson (1971), except the fact that a third effect, the
“interaction effect” is calculated in this study. Moreover, the approach adopted here
addresses the major hurdles of the model: the index number problem and the order-
problem.

3.4. Data

This study assesses the sources of success (or failure) of Ethiopia’s export growth over
the period 1995-2014. Quantifying the contribution of each of the CMS components
towards export growth requires a detailed export data by products and by destinations.
The products considered for analysis were all the exports of the country as defined by
the SITC (rev. 3). A homogenous classification of commodities was used, i.e., all
commodities are defined at the 1-digit SITC level. Major product categories included
along with the one-digit SITC codes in parentheses were as follows:

e Food and live animals(SITC 0)

o Beverages and tobacco(SITC 1)

o Crude materials, inedible, except fuels(SITC 2)
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Mineral fuels and related products(SITC 3)

Animal and vegetable oils, fats and waxes(SITC 4)

Chemicals and related products(SITC 5)

Manufactured products: manufactured goods classified by material(6) and other
manufactured/miscellaneous goods(8)(SITC 6 & 8)

e Machinery and transport equipment(SITC 7)

o Commodities and transactions, not specified elsewhere (9).

The destinations of the country’s exports are grouped into sixteen geographic regions
as follows:

Africa: East Africa, North Africa, Western Africa, Central/middle Africa, Southern Africa;
Developing Asia: South Eastern Asia, Southern Asia, Western Asia, Eastern Asia
Developed America and Developed Asia;

Oceania: Developed Oceania and developing Oceania;

Developing America: central America, Southern America;

Developed America and Europe.

The chosen standard of comparison was total world exports. In order to avoid
downward bias in the country’s share of exports, this standard does not take into
account Ethiopia’s own exports. Data on the value of Ethiopia’s and world’s exports (in
current USD) by products and by destinations were obtained from the United Nations,
Commaodity Trade Statistics (COMTRADE database).

4. Results and discussions: A constant market shares analysis of Ethiopia’s
export growth

This section reports and discusses the results of the decomposition of Ethiopia’s export
growth using a refined version of the “traditional” CMS model. To take into account all
trade partners of Ethiopia including those with negligible shares in the export of goods
at the SITC one-digit industry classification, export destinations are categorized into 16
geographic regions. Using data over the period 1995-2014 and refined formulation of
the CMS model, Ethiopia’s export growth is decomposed into five components.

Table 1. Sources of Ethiopia’s export growth, 1995-2014

» 5 -t
5 o £s 8g Be £ S5
£ s& 22 £§& 88 =3
32 E% EZ 23 =% 2%
2.9 = [SR=3 = = £
C = IS @ S
Value (thousands USD)  4,015,218.75 2,189,807 -712,319 124,101 -129,157 1,893,294

Contribution (%) 100 54.53 -1.8 3.09 -3.21 47.15
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The result indicates that growth in Ethiopia’s exports is driven largely by the growth in
world trade. The decomposition result shows that 54.5% of the growth was driven by
the rise in world trade during the period 1995-2014. The positive and stronger
contribution of world trade effect suggests that growth in world trade has been
translated into stronger growth in Ethiopia’s exports.

It should be noted that since average export share is used as a weight as opposed to
fixed initial year weights for methodological reasons discussed earlier, the increase in
world trade does not have its traditional meanings. In the traditional sense, it is
interpreted as the hypothetical increase in exports if the country in question was able to
maintain its initial share of global exports. Interpreted in this tradition, the hypothetical
increment in Ethiopia’s exports would have been $1.14 billion which remarkably falls
short off the actual increase in exports ($4.015 billion). Perhaps, in spite of the change
in the weights applied here, the essential meaning and the implication of the CMS
components remain unaltered. Thus, following the traditional model, it can be
interpreted that large part of the much remarkable increase in actual exports in excess
of the hypothetical increment is attributed primarily to the improved competitiveness of
the country’s exports and also to some extent to the favourable geographic distribution
of the country’s exports.

Contributing for 47% of the growth, the leading role played by rising world trade effect
is followed by the competitiveness effect. The positive and significant contribution of the
competitiveness effect implies that there has been a rise in the global export share of
the country during the period. The improvement in competitiveness clearly reflects the
improvement in the global standing of the country in 2014 as compared to the one in
1995. Indeed, had Ethiopia only maintained its 1995 share of global exports, the
hypothetical increment in export earnings would have been only $1.14 billion in 2014.
The hypothetical increment in export revenues are remarkably less than the actual
incremental figures of $4.015 billion owing to the fact that the country’s share of world
exports has increased in 2014 as compared to the value in 1995. In other words, had
Ethiopia failed to improve its global export share of 1995, which stood at a meagre
0.008%, the country would have lost an estimated export revenue of $2.45 billion.
However, a different picture emerges if one takes the country’s share in the 1970s as a
reference point. In fact, had Ethiopia maintained its share of world exports in 1973,
which stood at 0.042%; its exports would have reached $7.9 billion in 2014. As a
consequence of its failure in maintaining its global share of exports in 1973, Ethiopia
has lost estimated export revenue of more than $3.5 billion - a figure equivalent to
6.38% of its current GDP.

To the extent that the competitiveness effect is viewed to capture price and non-price
factors, the improvement in the competiveness of the country’s exports can be taken as
a sign of the positive impact of the trade reforms and devaluation in exchange rates
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undertaken since 1992 and the subsequent improvement in the supply capacity of the
country. Perhaps, for a country that used to practice a protectionist trade policy, it is
likely that the measures undertaken in the external trade sector including the reduction
of the anti-export bias policies, the reduction in tariffs and the major devaluations and
the reforms in the foreign exchange market have enhanced the relative
competitiveness of the country’s exports.

To the extent that it reflects the enhanced supply capacity of the country, it is
encouraging to see improvements in the relative competitiveness of the country’s
exports over time. Nevertheless, further progress in the competitiveness of the sector
still calls for overcoming bottlenecks in the business and regulatory environment that
leads, among other things, to increment in the cost of exporting and consequently to a
slowdown in the price competitiveness of the country’s exports. Indeed, the latest
World Bank’s global Doing Business report, which ranks Ethiopia 146 out of 189
countries, indicates that the business environment in Ethiopia is difficult relative to
comparator economies in Africa such as Rwanda, Uganda, Kenya and Egypt (see
World Bank, 2016).

Figure 1. Composition of Ethiopia’s exports, 1995 and 2014
Panel a: Composition of exports, 1995

WSITCO mSITC1 mSITC2 mSITC3 mSITC4

WSITCS mSITCE mMSITCY mSITCS8 mSITCS

1% 0%

Despite smaller in magnitude at -1.8%, the negative commodity composition effect
shows that the commodity mix of the country’s exports has been retarding the
expansion of exports. Not surprisingly, this is a reflection of the concentration of the
country’s exports in non-fuel agricultural/primary commodities that grew at below world
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average rates. In fact, the composition of the country’s exports remains unchanged
during the past two decades—exports are dominantly agricultural.

Panel b: Composition of exports, 2014

ESITCO mSITC1 mSITC2 mSITC3 mSITC4
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2% —\3%
0% 5%
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Even worse, a noticeable feature in this period has been the deepening of primary
commodity dependence as indicated by the rise in the share of SITC 0+1+2+3+4 and a
consequent decline in the share of manufactured exports (see Figure 1).

Negative commodity composition effect has also been found earlier for LDCs by Baner;i
(1974), albeit the magnitude has been remarkably larger as compared to the size we
find in this study. Similar effect has also been found in the context of other developing
countries such as Pakistan by Mahmood and Akhtar (1996) and also recently in one of
emerging countries, India, by Veeramani (2007) and by Singh (2014). In fact, the
commodity problem is not unique to Ethiopia alone. It has also been acute for most
SSA countries that failed to change the structure of their exports into more dynamic
products. In the literature on African trade, commodity dependence has often been
blamed for the declining position of African countries in world trade (e.g., UNCTAD,
2003; ECA, 2005; Mold and Prizzon, 2008) and is viewed as the root cause of Africa’s
trade and finance problem(Alemayehu, 2002).

In fact, Africa’s trade problem as remarked graphically by Mold and Prizzon (2008,
pp.13) is that ‘it is trading the wrong kind of products: primary commodities with low
valued added, low prices and a very low elasticity of demand on world markets.” It
seems true for Ethiopia too. The unpleasant impact of the existing commodity content
of Ethiopia’s exports on growth is likely to emanate from the low price and income
elasticises of demand for the country’s exports in their destination. The negative
commodity composition effect is in line with the notion that the commodity content of a
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country’s exports matters for export growth and economic performance. Indeed, it has
long been argued that primary commodities and other resource-based low productivity
goods are growth retarding and hence, undesirable. On the other hand, exporting
technologically sophisticated or high productivity goods, notably manufactures, is good
for export (and also economic) growth and is thus preferable (see Prebisch, 1950;
Singer, 1950; Hausmann, Hwang and Rodrik, 2005; Lederman and Maloney, 2012).

On the other hand, at slightly above 3%, the geographic distribution of the country’s
exports has been another source of the rising exports of the country. Over the past two
decades, the country has attempted to diversify the destination of its exports from the
one dominated heavily by the developed countries to alternative destinations in the
developing world. As indicated in Figure 2, the past attempts of market diversification
and the consequent shift in the top destination of the country’s exports to countries in
the developing world has contributed to the growth of exports. The market distribution
effect, albeit less informative in directly estimating the importance of individual
components for export growth, it does reflect the positive role of factors affecting
foreign market access, such as partners income and trade policies. Thus, the positive
market distribution effect appears to reflect the encouraging impact of the recent shift in
the partner of the country’s exports from its traditional partners to the rapidly growing
regions of Asia and Africa. The contribution of the interaction effect, which is intended
to capture the non-uniformity in growth across products and destinations, shows that
the unfavourable impact of the commodity composition of the country’s exports
dominates.

Figure 2. Ethiopia’s exports by partners, 1995 and 2014

Exports by Partners(% share in total exports)
Europe W Africa MW Developing Asia Developed Asia
developed America B developing America W Oceania rest of the world
54.4

38.27

24.8 243

129 118 122

7.18 52 539
016 02 1.03 0.49 0.67 0.75

1995 2014

Source: own calculations based on COMTRADE data
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5. Conclusions

Ethiopia’s exports grew by 951.6% between 1995 and 2014. In other words, the
country has seen more than 10-fold increment in its exports (in current USD) from its
1995 value of $421.9 million to $4.4 billion in 2014. For a landlocked country depending
much on primary products and with little success in export diversification, the growth
recorded over the past two decades is no mean feat. In this study we assessed the
sources of Ethiopia’s rapid export growth during the post-reform period of 1995-2014.
Using the CMS decomposition technique, the contributions towards export growth of
world trade growth, commodity composition, market distribution and competitiveness of
the country’s exports were assessed. In order to address some of the major limitations
of the CMS analysis, we employed a refined version of the model. The advantage of
employing the refined model is that it overcomes the “order problem” and the “index
number problem” of the model in its traditional formulation. The model was applied on
SITC (revision 3) one-digit product level data and sixteen regional groupings of
destinations of the country’s exports.

A constant market shares analysis of Ethiopia’s export performance reveals the
importance of two key factors as drivers of growth: the growth in total world trade and
improvements in Ethiopian competitiveness. Ethiopia’s export growth has been driven
principally by the growth in world trade. The leading role played by rising world trade
effect is a reflection of the fact that the country has been sharing from the expansion of
global trade during the past two decades. Thus, regardless of the structure of its
exports, Ethiopia has been benefited much from the expansion of global trade over the
past two decades and growth in world demand has been generally good to the growth
of the country’s exports.

Large part of the relative success in exporting over the past two decades is attributed
primarily to the favourable growth in world demand. This has been accompanied by the
robust contribution of improved competitiveness of the country’'s exports. The
enhanced competitiveness of the country’s exports is indicative of the usefulness and
broader success of the trade and exchange rate reforms implemented since 1992 and
overall improvements in the domestic supply capacity of the country. Perhaps, the
positive competitiveness effect is a sign that judicious domestic policy reforms have the
capacity to pay off in terms of additional export growth through enhancing the relative
external competitiveness of the country’s exports. To make the recent export growth
sustainable and to spur further expansion in exports, undertaking further measures that
enhance the competitiveness of its exports appear to be advantageous. In this regard,
besides judicious exchange rate devaluation, measures targeting at improving the
business and regulatory environment including the shortening of border and customs
delays and efficiency in port usage and other measures aimed at the reduction of the
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cost of exporting from Ethiopia such as improving the quality of domestic transport
infrastructure and reducing the cost of documentary compliance will further enhance
the competitiveness of the country’s exports.

The geographic distribution of the country’s exports has contributed positively to the
growth in exports over the past two decades. The favourable contribution of the market
distribution of exports reveals that the country’s exports have been concentrated in
rapidly growing regions. Moreover, a striking feature is that the shift in the pattern of the
country’s exports from the developed world to developing regions has been favourable
to the growth of its exports. Thus, further efforts to diversify the geographic destinations
of exports are likely to accelerate the growth of the country’s exports.

Amidst the rising global demand for primary commodities including the commaodity price
boom of the 2002-2008, the analysis shows that the concentration of the country’s
exports in primary commodities has slowed down the expansion of the country’s
exports. Notwithstanding its minimal unfavourable contribution, the negative commodity
composition effect seems to be the outcome of the unchanging structure of the
country’s exports, and concentration of exports in slowly growing non-fuel primary
goods - products whose demand has been growing below the world average. While the
negative commodity composition effect does not strictly imply for diversification away
from primary/agricultural commodity dependence, given that growth in primary goods
has been below the world average, diversification into new products—products that are
commensurate with the country’s comparative advantage - will be advantageous for the
further expansion of the country’s exports. Perhaps, pursuing a diversification strategy,
notably promoting less dependence on primary exports, will be generally good for the
further growth of the export sector.
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