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ABSTRACT
In economic theory when high savings istied with high levels of capital formation
long-term economic growth can be realized. This study aims to investigate the
determinants of Capital Formation in Ethiopia using annual time series data
from1980/81-2015/16. To analyze data Error correction model was applied. The
result of co-integration test indicated that there is a long run relationship among
variables and error correction model used to estimate the short run dynamics. The
result of the models revealed grossnational saving, Per Capita Income, Investment,
and Consumption have significant role on gross Capital formation in Ethiopia in the
long run. ButConsumer Price Index, Average Lending, Dependency Ratio, Real
Effective Exchange Rate, Taxes and Money Supply, found to be statistically
insignificant determinants of gross Capital formation in Ethiopia in the long run.
However, in the short run, except Consumer Price Index, DependencyRatio, Real
Effective Exchange Rate, Taxes and Money Supply the rest of the explanatory
variables such as Gross National Saving, Per Capita Income, Average lending rate,
Investment, and Consumption found statistically significant explaining gross Capital
formation in Ethiopia. Further, the findings of the study underlined gross
nationalsaving; Per Capita Income and Investment, and Consumption are most
important factors that positively and significantly influence gross capital formation
in Ethiopia. Therefore, In order to acquire maximum benefit from them concerned
bodies have to put their effort to sustain the saving culture through financial
literacy. The public authorities should Encourage savings by enhancing Interest rate
.The Government should be creating and enabling good atmosphere and provide
more infrastructural facilities to cover way for investment which in turn will boost

Capital Formation.

The word: Gross national saving, Gross Capital formation, ECM, Ethiopia
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1. INTRODUCTION
1.1. Background of the study

All over the world, countries, organizations, institutions as well as individuals are able to
mobilize adequate Capital formation and for that issue their personal economic development

by savings a portion of their income.

Capital formation refers to the net addition to the capital stock of any nation. It is
defined as an addition to the stock of capital assets set aside for future productive
endeavours in the real sector which will lead to more growth in physical capital
assets of the country. Capital formation captures all the real-value-added to the
economy in real-asset-terms which will lead to further enhancement of savings,
investment, and generation of more wealth in future. Capital formation derives from
savings accumulation. It has a positive impact on private savings accumulation in

the sense that increase in capital formation will lead to more savings (Shuaib, 2015).

Capital formation is one of the engines of economic growth. Deficiency of capital
has been cited as the most serious constraint to sustainable economic growth. On the
definition of capital formation, Bakare (2011) stressed that it refers to the proportion
of present income saved and invested in order to augment future output and income.
According to Ugwuegbu and Uruakpa (2013), capital formation is equivalent to an
increase in physical capital stock of a nation with investment in social and economic
infrastructure. Bakare classified capital formation into gross private domestic
investment and gross public domestic investment. The gross public domestic
investment includes investment by government and public enterprises while gross
private domestic investment is investment by private enterprises. Gross domestic
investment can be attributed to gross fixed capital formation plus net changes in the
level of inventories. Economic theories reveal that capital formation plays crucial
roles in economic growth (Beddies 1999, Ghbura and ThadjiMmichael 1996, Ghura
1997). Growth models like the ones developed by Romer (1986) and Lucas (1988)

predict that increased capital accumulation can result in a permanent increase in



growth rates. Youopoulos and Nugent (1976 as cited in Bakkare2011), supported the

view of capital fundamentalism.

The process of capital formation is cumulative and self-feeding. It involves three
interrelated conditions; (a) the existence of real savings and rise in them; (b) the
existence of credit and financial institutions to mobilize savings and to direct them
to desired channels; and (c) to use these savings for investment in capital goods
(Jhingan, 2006). The decline in capital formation can be as a result of
macroeconomic imbalances such as deteriorating foreign exchange rate and
corruption in public sector. The inadequacy in economic infrastructure such as poor
power supply, bad road network as well as poor health facilities were equally

responsible for the decline in capital formation over time (Girma, 2011)

The vicious circles of poverty in developing countries can also be broken through
sufficient savings, and it is the key to economic development as well. Additionally,
it is notable that the slow rate of development in third world countries are usually
attributed to the low levels of national savings that constraint their capacity to invest
in capital formation. This leads to lower level of economic growth and development
than other countries that have enough savings. So saving is usually considered as the

main source of economic growth.

The prosperity of any country depends on the levels of savings and investment as
conduits for capital formation. The role of domestic savings in a country’s
development process is a very important process to promote and support self-
sustained economic growth and development. It has been argued that higher savings
lead to higher investment, which in turn leads to higher economic growth and
development. A country’'s economic progress depends largely on the ability of a
nation to mobilize the necessary savings to finance capital formation in order to
increase the rate of economic growth and development. Gross domestic savings
could reduce the country's dependency on foreign capital (Ahmad and Marwan,
2003). Foreign borrowing and loans lead to unsustainable foreign debts and hence
result in balance of payment disequilibria. Savings, capital formation and growth are

inter-related, thus there is need to understand the determinants of gross domestic



savings in a developing country in order to address chronic lack of internally

generated resources to propel economic growth.

Ethiopia becomes one of the fastest non-oil rich growing economies in the world
(Mulugeta, 2016). To sustain this, Ethiopian government is trying its best in
attracting both domestic and especially foreign investors so that the newly created
investments can generate high amount of foreign currency, to create high
employment opportunities i.e., it may help the society to generate income for
previously unemployed ones and higher incomes for the others and government also
can generate additional income in the form of fair tax (i.e. fair tax so that investors
feel confident in the tax system thereby as they become successful in their
investment, they want to expand more. The more investment expands the more
positive effects on economic growth such as rise in GDP, savings, foreign exchange,
higher employment and so on). When Ethiopia exports goods and services to the rest
of the world, we actually get foreign exchange which is one of the determinants of
economic growth in the country (Dorosh, et al, 2009).This foreign exchange might
be used as to the import of capital goods (equipment, machineries, etc). Since capital
goods play a great role in maintaining economic growth of developing countries like
Ethiopia, there must be huge amount of foreign currency so that the nation satisfy

investors’ requirement for saving and foreign currency.

1.2. Statement of the problem

Capital formation is an important component in order to augment future output and
income. It usually results from the acquisition of new factory along with machinery,
equipment, and all productive capital goods. Capital formation is equivalent to an
increase in the physical capital stock of a nation with investment in social and
economic infrastructure and contributes to the growth process by increasing the
productive capacity, improving the technology, and enhancing the competitiveness

of an economy (Rekha, 2011).

The process of capital formation is cumulative and self-feeding. It involves three
interrelated conditions; (a) the existence of real savings and rises in them; (b) the

existence of credit and financial institutions to mobilize savings and to direct them



to desired channels; and (c) to use these savings for investment in capital goods
(Sunny, 2016).

Angus (2005) point out that Africa endures a problem of savings and investment
gap. As a result of this, countries faced challenges to finance investments needed for
growth from domestic saving and their investment financed through an external
source but this can considerably increase debt burden and cannot be a solution in the
long run, (Edward, 2003).

According to Ethiopia (GTP Il, 2015/16-2019/20) plan, one major problem facing
Ethiopia in achieving accelerated growth and development is a low level of capital
formation due to the low level of saving. As per IMF, 2014 report "The GTP
requires large public sector borrowing and domestic resource mobilization to finance
high levels of investment. The current level of domestic savings is insufficient to
finance the high investment (particularly public), thus opening up a larger source
gap. There is a risk that the investment levels envisaged under the plan would not
materialize and may outstrip the absorptive capacity of the economy". As the
widening saving-investment gap continues to be financed through external sources,
it could become unsustainable. It could not only compromise policy sovereignty but

also could lead to accumulation of unsustainable debt.

In the past four decades (1970/71 to 2010/11) the average domestic saving rate was
only 7.9% of the GDP. According to Ayalew (2013), during the three consecutive
regimes of Ethiopia over the study period reveals that the average saving rate was
13.8% of GDP during the period from 1970/71 to 1973/74, 7% from 1974/75 to
1990/91 and 7.3% from 1991/92 to 2010/11. This classification indicates that during
the Imperial regime domestic saving rate was relatively high. However, in the
current (that is, EPRDF)” and the Derg regime, domestic saving declined to lower
per cents. Furthermore, according to World Bank report (2011), average domestic
saving rate of Ethiopia was very low by any standard. For example, if we compare
average domestic saving rates of Ethiopia with Sub-Saharan African countries
between the periods ranging from 1980/81 to 2010/11, average domestic saving rate
in Ethiopia was only 8.6% of the GDP. On the other hand, during the same period,

average domestic saving rates for Sub-Saharan Africa countries was 17.2% of GDP.



This suggests that how much the domestic saving rates of Ethiopia were too much

low even by Sub-Saharan Africa standards (Ayalew, 2013).

In Ethiopia, the gross capital formation has shown a radical rise. Studies conducted
by UNO in 2006 shows that gross capital formation in the country was 13.6
percent, 14.1 percent and 18.3 percent of the GDP for the periods 1980-84, 1989-
1993 and 1999-2003, respectively. On the other hand, the gross national savings
were 6.5 percent, 4.7 percent and 5.4 percent of the GDP for the same period.
Hence, the domestic saving rate is not even sufficient to generate the -capital

formation, where finance from external source plays crucial role in filling the gap.

This study usedHarrodDomar model to test the theory in the economy of Ethiopia.
HarroldDomar model is suitable model to be used to show such relationship because
the theory describes the mechanism by which more savings leads to more economic
growth because savings leads to investment and it leads to capital formation, which
generates economic growth, so savings is most important factor for economy to

grow and develop.

Roy Harrod (1939) and EvseyDomar (1946) suggested that less economically
developed countries do not have sufficient incomes to enable high rates of saving,

and therefore the capital formation through investment is low.

Mahmud (2008) argued that persistent low domestic saving rates can lead to low
growth rates. When domestic resources are not enough to finance investment
requirements, external sources are allowed to augment meagre local resources.
While depending on foreign savings has its own benefits, it makes countries
completely dependent on unforeseen adverse effects such as political crisis and

economic shocks coming from other countries.

Empirical work by Barro(1990) has provided support to the idea that saving and
capital formation are central for understanding growth differentials across countries.

Unfortunately, Low public saving, on the other hand, domestic saving in general and



private saving in particular is the developing stage in Ethiopia that affect the
economic growth (Abay, 2010)

As to my knowledge, there is no any investigation on the debate that has been
conducted on the same issue previously.Thus, it is highly essential to conduct a
detail investigation and it contributes to the existing knowledge in greater

magnitude.

1.3. Research Questions
The following are some of the research questions of the study:

(a) What are the determinants of capital formation in Ethiopia?

1.4 Objective of the study
1.4.1. General objective
The main objective of this study is to investigate the determinants of capital

formation in Ethiopian.

1.4.2. Specific objectives
The specific objectives of the study are:

v" To identify the determinants of Capital formation in the short run.

v' To identify the determinants of Capital formation in the long run.

1.5. Significance of the study

Knowledge of the extent to which participation in mobilization on the capital
formation of countries is a principal agenda to the policymakers. Most of the
previous studies conducted on countrywide on Gross Capital Formation have given
focus on generally on the relationship between Gross capital formation and
economic growth. To the knowledge of the researcher, there is only one study
conducted in this area in Ethiopia. Therefore, the findings of this study are believed
to provide a wuseful contribution to the empirical basis needed for proper
understanding of the previous routes as well as give emphasis for the future process

on the determinants ofcapital formation in Ethiopia.

Further, the study will be significant in a sense that, given the current activities of

investment of the Ethiopian government, it will help to figure out the main variable
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that determines deposit thereby manipulate the controlled macroeconomic variables
to mobilize the required saving rather than depending on external sources to finance

investment.

Moreover, identified results could provide information to the stakeholders for
instance Government, banks, to the policymakers and to those interested to make a

further study on the related area in the future.

1.6 Scope & limitation of the study

1.6.1 Scope of the study

The geographical scope of the study is enclosed to the political boundary of
Ethiopia. It considers only the main macroeconomic factors that affect economic
growth in Ethiopia. Therefore, areas and countries other than this boundary are not
the subject of this study. The duration covered under this study will be delimited to
the time period from 1980 to 2016 by using time series data from different sources.
The variables used in this study include one dependent and ten independent
variables. The dependent variable representing Gross Capital Formation and the ten
explanatory variables namely Gross National Saving, Per Capita Income ,Consumer
Price Index, Interest Rate, Dependency Ratio, Investment , Real Exchange Rate |,

Money Supply, Taxes and Consumption .

1.6.2 Limitation of the study
The study only covers from the period 1980-2016 (Derg regime and EPRDF regime)

which covered thirty years of time-series data on macroeconomic variable that can
affect economic growth in Ethiopian because of the limitation of data before 1980.
In the process of conducting this research, the researcher has encountered some
problems which have an adverse effect on the output, quality and efficiency of this
research. The first greater challenge of this study is the one associated with data
availability.. The second challenge while doing this study is the inconsistency of
data from different organizations. So as to avoid such inconsistency attempts made
to stick to the same source of data as much as possible. Even the data that are found
in the same source is not consistent over time. Thirdly, the main aim of this study is
to analyse the determinants of capital formation in Ethiopia. However there are also

non-economic factors that affecting capital formation like political stability



institutional factors, rules of economic regulations (monitoring and fiscal policy)
and rules of law (property right) and even economic factors like public service and
infrastructural development is not addressed in this study. The other problem is
shortage of time in order to undertake the research. However, the researcher tries to

fix the problems as much as possible in order complete the research on time.

1.7. Organization of the study
The paper consists five chapters with different sections and sub sections. The rest of

the paper is organized as follows: the second chapter presents the theoretical and
empirical literature reviews related to Capital formation. Chapter three gives insight
on the methodological aspect of the study which includes source and type of the data
used, model specification, estimation procedure and definition of the variables.
Chapter four consist both descriptive and econometric results. It discusses the
regression results, main findings and interpretation. Finally, chapter five provides

the conclusion and policy implications based on the main findings.



2. LITERATURE REVIEW

2.1. TheoreticalLiterature Review

2.1.1. Definition and Main Concept of Capital Formation
Academicians come across narrower and broader definitions of capital, reflecting

the historical conceptual variations and the practical difficulties in holding economic
statistics. In contrast to the narrower definition of capital as physical-produced items
that are used in the production process and providing income-generating service,
which have an extended concept of capital with a broader definition that includes
stocks of physical-produced items, knowledge and skills (human capital) and stocks

of natural and environmental assets (Atlawet al., 2011).

The widely applied literature that provides conceptual and accounting framework
for capital and capital formation is the System of National Accounts (SNA) of the
United Nations. The SNA is an internationally agreed standard for accounting
economic activities based on economic principles and as such provides guidance for
national accounts. This evolving standard since 1953, with major updates in 1968,
1993 and 2008, frames the concept of capital in the concept of economic asset,
which is a store of value for the owner who holds or uses the entity over a period of
time. In this system of accounts, the coverage of asset extends only to those assets
subject to ownership rights from which economic benefits flow. As such it excludes
from the category of asset consumer durables, human capital and natural resources

that are not capable of bringing economic benefits to their owners (UNSNA, 2008).

Capital accumulation or formation refers to the net addition to the capital stock after
of any nation after depreciation. It is defined as an addition to the stock of capital
assets set aside for future productive endeavours in a real sector which will lead to
more growth in physical capital assets of the country. Capital formation is a
perception used in macroeconomics, national accounts and financial economics and

seldom used in corporate accounts.

Gross fixed capital formation is distinct as fixed assets accumulation. It is a definite
statistical concept used in national accounts  statistics, econometrics and

macroeconomics. In that sense, it refers to a measure of the net additions to the



(physical) capital stock of a country (or an economic sector) in an accounting
interval or, a measure of the amount by which the total physical capital stock
increased during an accounting period. In a much broader sense, the term “capital
formation" has recently been used in financial economics to refer to savings drives,
setting up financial institutions, fiscal measures, public borrowing, development of
capital markets, privatization of financial institutions, and development of secondary
markets. In this usage, it refers to any method for increasing the amount of capital
owned or under one's control or any method in utilizing or mobilizing capital
resources for investment purposes. Gross fixed capital formation via fixed assets
accumulation can be increased by bonds financing and equity financing. Corporate
houses finance their assets by floating their shares in the stock market. As a result,
the supply of shares increase which cause declining share prices. Economic theory
suggests that increase in Gross fixed capital formation cause to decline share prices
in short run but in long run, production is increased which cause to raise share prices
(Shuaib, 2015).

Gross fixed capital formation is called "gross" because the measure does not make
any adjustments to deduct the consumption of fixed capital (depreciation of fixed
assets) from the investment figures (Kanu et al. 2014). Gross fixed capital
formation can be classified as gross private domestic investment and gross public
domestic  investment. The gross public investment includes investment by
government and public enterprises. Gross domestic investment is equivalent to gross

fixed capital formation plus net changes in the level of inventories (Venkati, 2016).

Finance is required for different purposes by different organizations, individuals,
and other economic agents. In order to provide the needed fund, there are varieties
of institutions rendering financial services. Such institutions are called financial

institutions.
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2.2. Theories of Capital Formation
The core processes through which productive capacities develop are capital

formation, technological progress and structural change.  Capital formation refers
to the creation and addition of means of production which comprises machines,
equipments, infrastructure, automobiles, appliances, residential investments and
accumulation of inventories by producers. The availability of capital formation in
the economy determines the level of output. However, capital formation changes
over time and these changes can lead to fluctuation in economic growth.
Investment is the vital component which increases the rate of capital formation.
According to the definition given by R. Dornibusch and S. Fischer (1994),
investment refers to the flow of spending that adds to the capital formation. It is the
amount of money spent to add to the existing capital. Fluctuation in investment
accounts for the movement in the GDP in business cycle. It is argued that the
fluctuation arises form the fact that investment depends on the pessimistic and

optimistic belief of investors.

As depicted in Gordon (2000), differences in the level of investment among
countries are explained by investment fluctuation. Accordingly, countries that tend
to invest greater share of their GDP shows faster economic growth than others,

even though, it is only for transitional period of time.

Another component, which brings change in the level of capital formation in the
economy, is depreciation. According to R. Dornibusch and S. Fischer (1994),
depreciation has two components. The first component is the wear and tear of
capital formation arising from use and age, while the second component is
economic depreciation, resulting from stoppage of the function of the capital due to
various reasons such as rise in the price of input used along with the capital and

technological change.

In nutshell, capital formation in the economy is accumulated through increase in
the investment rate and depletes through depreciation. In the following section, the
focus is to give the role of capital formation in the development process and

different theories that indicate the capital formation.

11



2.2.1. Stock in the production process
The explanation of the sources of economic growth gained wider attention during

the 1950°’s and 1980’s. The best known contributor was Robert Solow (1956) who
coined the Neo Classical growth theory. The most recent one is known as the
endogenous growth theory, with greater contributors such as Paul Romer and

Robert E. Lucas.

In the Neo Classical growth theory, production function is used to show and
explain the economic growth. Output in the economy grows through the increase in
the level of labour, capital formation and through improvement in the level of
technology. It explains growth through the interaction among factor supplies,
productivity growth, saving and investment. Capital formation is important
component on explaining growth rate. As the amount of capital per worker
increases, the output also rises. On the other hand, capital formation growth rate is
determined by the national saving rate, which depends in turn on income. Income
or output in turn depends on capital. Thus, we are set in with an interdependent
system in which capital growth depends via saving and investment in the stock of

capital formation (Gordon, 2002).

According to Solow(1956) as cited in R. Dornibusch and S. Fischer(1994), based
on data in USA ranging for the period of 1909 t0o1949, the economic growth in this
period was largely explained through technological improvement (accounting for
about 80 percent), while capital formation accounts for the smallest portion.
However, it is argued that the technological improvement arising over this span of
time is embodied in capital formation. Hence, capital formation plays decisive role

in explaining economic growth.

According to Solow thus, capital stock, labour force and advancement in
technology, which was assumed to be exogenous in the model of the Neo Classical
economic growth, interact in the economy and influences the level of output. In

this regard, firms substitute the factors of production based on the prices of each.

In 1980°’s economic growth was mainly explained through endogenous growth
theory. This theory has gone one step forward in inclusion of human capital in the
Neo classical growth theory. According to Romer (1996), human capital is defined

as the sum of all nations human knowledge accumulated through education and
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training. In addition, the role of research and development was important in
enlarging human capital. Thus, according to Romer, the exogenous factor in the
Neoclassical growth theory is technical progress which now became part of the

model, and hence, endogenous growth theory.

On the other hand, human capital formation brings a desired level of change in the
economy if it is accompanied by capital formation. It is also contended that in
nations where human capital is scarce, investment in capital formation can not
bring any remarkable rise in the level of output. The endogenous growth theory
also comprises the development of new idea which further creates innovation of
new technology which is embodied in capital formation. Thus, it is strongly
stressed that, in the new growth theory, capital formation is more effective and
productive with only human capital. On the other hand, human capital formation
brings a desired level of change in the economy if it is accompanied by capital
formation. It is also contended that in nations where human capital is scarce,
investment in capital formation can not bring any remarkable rise in the level of
output. The endogenous growth theory also comprises the development of new
idea which further creates innovation of new technology which is embodied in
capital formation. Thus, it is strongly stressed that, in the new growth theory,

capital formation is more effective and productive with only human capital.

2.2.2 .Capital stock adjustment
The existing level of capital formation in the economy is different from the desired

level. According to Mankiw (2000) and R. Dornibusch and S. Fischer (1994), the
desired level of capital formation is the amount of capital which producers tend to
accumulate based on the expected rate of output. The difference between the two
arises from the fact that capital formation is expensive and requires more time to
invest in it. Hence, based on this, the mechanism of capital formation and

adjustment can be formulated.

Based on the literature, the gap between the two is filled by the rate of investment
on capital formation. If for instance, the desired level of capital formation is high,
then firms tend to invest at greater rate in order to fill the gap. However, it is
contended that firms can not absolutely fill the gap, but minimize it, based on the

rate of investment.
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2.3. Process of Capital Formation
Capital formation is not an automatic process; the rate of capital formation is

different in different countries. This shows that capital formation is conditioned by
certain factors and as well as process. In most literatures, the process of capital
formation involves three steps:

i. Stage of mobilizing saving: increase in the volume of real saving

ii.Stage of Channelization of Saving: Mobilization of Saving through Financial
intermediaries

iii. Investment of Saving.

The above process of capital formation is discussed here under one by one.

I) Increasing Real Savings

A high rate of savings is possible if people are-prepared to put forth effort to
maximize output even with the resources available and are willing to keep down
their expenditure within reasonable limits. In other words, the level of savings in a

nation relies on certain factors. Some factors that affect real savings are:

a)Ability (capacity) and Will to Save

According to Jacob & Frank (2013), to permit an efficient and sustainable
mobilization of savings, a number of issues must be satisfied. They classified these
into the willingness to save and ability to save.

The capacity to save of the community depends upon the size of the average income,
the size of the average family, and the standard of living of the people. Other things
being equal, if the income of the people increases, or the size of the family is small,
or people get accustomed to a particular standard of living which does not lean
towards conspicuous consumption, the power to save increases. (Jacob & Frank,
2013)

The capacity to save also depends upon the level of employment in the country. If
employment opportunities increase, and existing techniques and resources are
employed fully and efficiently, incomes increase, and so do the propensity of the
people to save.
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Savings also depend upon the will to save. People may themselves forego
consumption in the present and save. They may do so to meet emergencies, for
family purposes, or for social status. But they will save only if certain facilities or
inducements are available. Voluntary savings are fundamental to sustainable
economic development. They are the most frequent source of funding for
microenterprise startup and expansion. Voluntary savings enable households to
smooth consumption in the face of uneven income flows, to accumulate assets for
the future, to invest in education, and to better prepare for emergencies. (Brian &
Janette 2002)

People save if the government is stable and there is peace and security in the
country. People do not save when there is lawlessness and disorder, and there is no
security of life, property and business. The existence of banking and financial
institutions paying rates of interest on different term-deposits also induces people to

Save more.

The taxation policy of the government also affects the savings habits of the people.
Highly progressive income and property taxes reduce the incentive to save. But low
rates of taxation with due concessions for savings in provident fund, life insurance,

health insurance, etc. encourage savings.

a)Perpetuation of income inequalities

Perpetuation of income inequalities had been one of the major sources of capital
formation in 18th century in England and early 20th century Japan. In most
communities, it is the higher income groups with a high marginal propensity to save
that do the majority of savings. If there is unequal distribution of income, the
society’s upper level incomes accrue to the businessmen, the traders and the
landlords who save more and hence invest more on capital formation. But this policy
of deliberately creating inequalities is not favored now either in developed or

developing economics when all countries aim at reducing income inequalities.

c) Increasing profits

15



The ratio of profits to national income should be increased by expanding the
capitalist sector of the economy, by providing various incentives and protecting
enterprises from foreign competition. The essential point is that profits of business
enterprises should increase because they know how to wuse them in productive

investment.

d) Government Measures

Like private households and enterprises, the government also saves by adopting a
number of fiscal and monetary measures. These measures may be in the form of a
budgetary surplus through increase in taxation (mostly indirect), reduction in
government expenditure, expansion of the export sector, raising money by public
loans, etc. If people are not saving voluntarily, inflation is the most effective
weapon. It is regarded as hidden or invisible tax. When prices rise, they reduce
consumption and thus divert resources from current consumption to investment.

Besides, the government can increase savings by establishing and running public
undertakings more efficiently so that they earn larger profits which are utilized for
capital formation. In these days, the role of government has greatly increased. In an
under-developed country like Ethiopia, government is very much concerned with the
development of the economy. Ethiopian Government is also involved in Mega
Projects, building dams, roads & rail ways, making factories such as Metal & sugar
industries and other forms of real capital in the country. Thus, capital formation
takes place not only in the private sector by individual entrepreneurs but also in the

public sector by government.

ii) Mobilization of Savings

Mobilization of savings through banks, investment trusts, deposit societies,
insurance companies, and capital markets is the subsequently walk of increasing
saving in the process of capital formation. Obviously, the prime pre-requisite for
mopping up of existing savings resources is the availability of suitable agencies and
institutions. Measures for the satisfactory mobilization of domestic savings should
take into account the following criteria: safety of investment, vyield, liquidity,

accessibility, simplicity, divisibility and transferability.
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In the urban areas, institutional facilities for savings are greater and the savings habit
among the classes who can afford to save is quite well-developed. Measures to
improve the mobilization of savings have, therefore, to concentrate on rural areas.
Such measures can be Promotion of Small Savings, Popularizing Government
Bonds, popularizing Insurance Habit, and Encouragement to Co-operative

Institutions.

The Kernal of Keynes’s theory is that decisions to save and decisions to invest are
made largely by different people and for different reasons. To bring the savers and
investors together there must be well-developed capital and money markets in the
country. In order to mobilize savings, attention should be paid to the starting of
investment trusts, life insurance, provident fund, banks, and cooperative societies.
Such agencies will not only permit small amounts of savings to be handled and
invested conveniently but will allow the owners of savings to retain liquidity

individually but finance long-term investment collectively.( AtlawAlemu et.al(2011)

Most of the saving potentials of rural communities in developing economies remain
not mobilized especially in respect to the formal financial system on which an
economy depends for growth. In addition to factors discussed above that influence
the ability to save such as the level of growth of incomes, per capita income, income
distribution and population age structure; the willingness to save to them mainly
depend on the nation’s financial structure through variables such as the level of
inflation and financial deepening. Thus, nearness and variety of financial institutions
serving a range of needs of depositors play a central influence over the primeval
factor of the ability to save. However, there emerge to be a strong relation between
the rates of growth of financial circuits and how extend and resourceful a nation’s
financial structure can sustainable assemble domestic savings. (Jacob & Frank
(2013)

iii) Investment of Savings
The third step in the process of capital formation is the investment of savings in
creating real assets. The profit-making classes are an important source of capital

formation in the agricultural and industrial sectors of a country. They have an
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ambition for power and save in the form of distributed and undistributed profits and
thus invest in productive enterprises. Besides, there must be a regular supply of
entrepreneurs who are capable, honest and dependable. To perform his economic
function, the entrepreneur requires two things, that is; first, the existence of technical
knowledge to produce new products; second, the power of disposal over the factors

of production in the form of bank credit.

The role of credit is to bridge the gap between enterprise owner’s financial assets
and the required financial assets of the enterprise. Due to persistence of this
imbalance, enterprises are forced to demand credit. Demand for credit, according to
Aryeetey et al (1994) can be categorized into perceived, potential and revealed
demand. Perceived demand is represented by a situation where enterprises that
assume to be in need of cash, mention finance as a constraint. Potential demand is
characterized by a desire for credit which is not actualized due to market
imperfections and institutional barriers. Revealed demand is characterized as written
application for financial support at a given rate of interest. The researcher agrees
with the above classification of demand for credit. But, in the case of revealed
demand definition which is of basic importance to both lenders and borrowers, a
further division needs to be underscored because the application for credit, even if
backed by a bankable project, may not necessarily be translated into -effective
demand since effective demand is the amount of loans that lending institutions are

prepared to release to borrowers.

The existence of infrastructure as  well-developed means of transport,
communications, power, water, educated and trained personnel, etc. further, the
social, political and economic climatic conditions in the country must be conducive

for the emergence of a growing supply of entrepreneurs.

To sum up the process of capital formation, as meaning of capital formation is that
society does not apply the whole of its current productive activity to the needs and
desires of immediate consumption, but directs a part of it to the tools and making of
capital goods: tools and instruments, machines and transport facilities, plant and

equipment— all the various forms of real capital that can so greatly increase the
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efficacy of productive effort. The essence of the process, then, is the diversion of a
part of society’s currently available resources to the purpose of increasing the stock
of capital goods so as to make possible an expansion of consumable output in the

future.

According Girma, (2011) any economy with problem of mobilizing and using
investable resources is due to failures in one of the above three stages (Increasing
real saving especially domestic saving, mobilizing saving through financial
institution and investment of saving in real asset). Thus the problem of capital
formation becomes two-fold: one, how to save more (stage one & two); and second,
how to utilize the current savings of the community for capital formation (stage
three).

However, banks’ participation in the financial sector of developing nations raises
many questions which remain unanswered. Key among them is the issue of how
effective they have been in mobilizing private domestic savings and in channeling

the savings to enhance capital formation through the distribution of credits.

2.4. Theories of Savings

2.4.1. Absolute Income Hypothesis (AIH)

Most studies that have been done both in the developed countries and in the less
developed countries have emphasized the dominant role that income plays as one of
the determinants of savings. Keynes (1936) link consumption and saving to the level
of income through the concept of the Marginal Propensity to Consume (MPC) or
consumption (or savings) function. He argues that consumption and savings have a
stable relationship with current income.

Keynes thus stresses that savings would increase with absolute income (disposable

income).

2.4.2. The Life Cycle Hypothesis (LCH)
One of the major determinants of domestic savings ratio is the growth of income as

suggested by the life-cycle hypothesis of savings. The life-cycle hypothesis was
proposed by Ando and Modigliani (1963) and provides a theoretical framework of
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most determinants of saving behavior used in recent empirical studies. This theory
assumes that an individual seeks to maximize the present value of life time utility
subject to the income of an individual i.e. the budget constraint. This theory predicts
that the consumption and the decision to save in a particular period depend on
expectations about life time income of an individual. In this theory, the life time of
an individual is divided into a youth period, working period and a retirement period.
Individuals are assumed to be net savers during the working period and net dissavers

during the youth and retirement periods.

2.4.3. The Permanent Income Hypothesis (PI1H)
This theory was developed independently by Friedman (1957). This theory states

that choices made by economic agents regarding their consumption/saving pattern
are determined not by current income but by their measured longer term income
expectations. This is sometimes referred to as consumption smoothing because
individuals will save more than the MPS in times of high-income levels and dissave
when income levels are low or during retirement period. Permanent income takes
into account the long-time expectation over a planning period and a steady state and
the consumption maintained over a planning period given the individual’s present
wealth (Muradoglu and Taskin, 1996).

2.4.4. The McKinnon-Shaw Hypothesis
This theory was developed independently by McKinnon (1973) and Shaw (1973). It

states that financial market should be liberalized and that developing economies
allow demand for real money balances, real interest rates and investment rates to be
determined by market forces. McKinnon (1973) and Shaw (1973) argue that the rate
of return on savings, as measured by interest rate would have a positive effect on
saving rates. McKinnon and Shaw (1973) argued that policies that lead to financial
repression reduce the incentives to save.

Reduced savings result in reduced investment which in turn leads to lower growth.
Hence they concluded that higher interest rates resulting from financial liberalization
prompt households to increase savings.

The willingness and ability to save represents an inter-temporal choice between
present and future levels of consumption. The real interest rate has an overall

positive effect on savings.
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High interest rates encourage economic agents to postpone present consumption in
order to yield future interest income from the savings. However, governments over
the years have deliberately kept interest rates below market clearing levels by way
of promoting domestic savings and this has been less impressive because saving
levels continue to decline since the lowered return on savings do not adequately

offset the rising inflation.

Because of this, McKinnon (1973) and Shaw (1973) explain the role of government
in mobilizing savings through the financial repression hypothesis. The hypothesis
examines the effect of government policy in preventing through controls the real
interest rates from adjusting to competitive levels to clear the market. McKinnon
(1973) argues that with controlled interest rates it is likely that not all economic
agents will access credit and this can lead to two-fold scenario; where those firms
that can access subsidized credit would embark on capital-intensive projects and
those not favored by the policy would only carry out a short maturity projects with
huge returns. Also, another result of financial repression according to McKinnon
(1973) and Shaw (1973) is that it substitutes market for non-market forces from
determining interest rates. This is manifested through rationing of the available
funds to the investors.

This analysis concludes that removing financial restrictions in countries where
interest rates are controlled exerts a positive effect on growth rates towards their
competitive market equilibrium (Gemech and Struthers, 2003). Many countries have
embarked on financial liberalization programmers in order to make real returns on
savings more competitive and attractive to savers. This was devised as a way of
maximizing savings, investment and growth. Yet there is a trade-off between
interest rates and investment levels. It is therefore necessary to strike a balance
between saving and investment promotion that is achieved through interest rate

adjustments.

2.4.5. Rational Expectations Hypothesis (REH)
Hall (1979) estimated the consumption function based on expectations. The

estimated consumption function used the weak efficiency assumptions i.e. the belief

that past values can be used to explain the present values (Bodie et al., 2004). Hall
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concluded that past consumption values determine current consumption behavior
assuming that consumers are rational. This theory assumes that economic agents
keep track of their consumption patterns. Consumption (c) decision at any time, say
t, takes into account known information and expectations of the consumer about the
future flow of income (Branson, 1989). If consumption is expected to fall then the
economic agent will smooth out. For example, when consumption is expected to fall
then the individual will adjust by saving more. Similarly, when consumption is
expected to raise then the individual will have to either deplete their saved income or

borrow in order to meet the required level of consumption.

2.5. Theories of Investment
Investment is adding to the existing stock of capital formation and it is the volatile

component of the GDP. This indicates that fluctuation in the level of investment
affects the level of output and its components. In the following section, different

theories of investments are discussed.

The first theory of investment was that of J.M. Keynes, in his book, The General
Theory of Employment, Interest and Money. He indicated that the rate of
investment, which is capital formation, depends on the level of interest rate and the
return on capital. Investment, according to him, is highly volatile because it
depends on the optimistic and pessimistic decision of the investor, which is
regarded as “animal sprit”. This indicates that there is no fundamental reason on
which investors base their decision. They will change their expectations easily,

which in turn has a power to alter the level of capital formation.

The second theory is referred to as accelerator model of investment, which
emergedin1950’s and 1960’s. This model, according to Mankiw (2000) assumes
that investment spending is proportional to the level of output. It is regarded as
constant multiple of the level of output at that time. This idea was originated from
the fact that business firms tend to accumulate more capital when they aim to
produce larger output. Thus, according to this model, the level of output or
aggregate demand influences the rate of capital formation. However, this model
failed to explain the rate of capital formation when firms have spare capacity to

produce. Accordingly, if business firms do have spare capacity and expects that
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output grows in the future, they tend to use the existing capacity rather than capital

formation.

The third theory of capital formation is referred to as the flexible accelerator.
According to Gordon (2002), flexible accelerator theory was based on the simple
accelerator model. This model simplified some of the assumptions of simple
accelerator model. Accordingly, expected output is dependant only on the last
period’s output, however, the flexible accelerator model argues that it depends
particularly on the last period’s actual output and partially on the expectation. On
the other hand, simple accelerator model assumes that desired capital stock is a
constant value times expected output. But, flexible accelerator theory contends that
the value may vary due to various reasons. Finally, flexible accelerator theory

allows for gradual adjustment for capital stock.

The Neo classical investment theory was developed in 1960’s by Dale Jorgeson. It
is regarded as business fixed investment. As indicated in Mankiw (2000) and
Gordon (2002), business firms base their decision on its cost and benefit. It also
emphasizes to the rate of marginal product of the capital, the level of interest rate
on borrowed funds, the tax system and the rate of depreciation, which are regarded
as the wuser cost of capital. The wuser cost of capital was derived from
microeconomic theory, which is based on profit theory. If the rate of profit that
firms expect to obtain in the future is higher than the user cost of capital, then they

tend to invest in capital formation in order to produce more.

The final theory of investment is referred to as the Tobin Q. It was developed by
Tobin in 1969. This theory of investment is linked to sock market. Q is defined as
the ratio of the market value of the installed capital and replacement cost of the
installed capital. If the expected market value of the capital is greater than the

current value of the capital, then firms tend to invest more in capital formation.

2.6. Determinants of Capital Formation

2.6.1. Gross domestic saving

.Gross domestic saving creates capital formation through investment. Gross
domestic saving in this case comprises saving of household, corporations and the

government. Early theories of economic growth emphasized the rate of saving as a
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source of economic growth. The Neo classical growth developed in 1950’s and
1960’s also emphasized the importance of saving in economic growth process.
According to the Neo classical growth theory, it is assumed that in order for
economic growth to materialize, saving must be translated in to investment i.e.
saving must be equal to investment. Studies also indicate that there is a positive
correlation between saving and growth (for instance Coroll and Weil, 1994),
Elbadawi and Mewega, (1998) as cited in Alemayehyet rate of investment. If
saving rate increases, the economy will have larger capital and hence larger output.

Nevertheless, the increased saving rate affects growth al. (2003).

As indicated in Dornibusch and Fischer, (1994) saving either cause capital
formation to grow or replace capital that wears out. However, it is indicated that
saving affects growth in the short run only by changing until the economy reaches
the new steady state. However, the presumption that all saving is directed to
investment must be seen carefully. This is due to the reason that not all savings are
directed to productive investment, but some portion of it is used to smooth

consumption

2.6.2. Expected output
According to the accelerator theory of investment, the rate of capital formation is

determined by expected rate of output. Business firms increase the rate of capital

formation if they expect that in the future the level of output rises.

2.6.3 Taxes
The rate of capital formation is affected by the tax system that the country

follows. Corporate profit tax and investment tax credit are some of the
important components (Mankiw, 2000). Corporate profit tax is a tax
collected on the profit created by the corporations. On the other hand,
investment tax credit is the provision that encourages firms to accumulate

capital. It reduces firms’ tax by certain amount on each capital.

2.6.4. Real Effective Exchange rate
Real exchange rate is another factor which determines capital formation especially

in developing countries. Developing countries import capital equipment and new

technologies from developed nations, where the real exchange rate has great
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implication. Exchange rate volatility and real devaluation causes import of capital

to be more expensive, thus, contributes to the reduction in the economic growth.

2.6.5 .Rental Cost of Capital
The rental cost of capital refers to the cost of using one more unit of capital in

production process. According to Mankiw (2000), the rental cost of capital
comprises interest rate, rental price of capital and depreciation. The real interest
rate is the difference between the nominal interest rate and the rate of inflation,
which determines capital formation negatively, if firms use borrowed funds. The
rental price of capital is the price charged by firms when renting out capital to
other firms. The rental price of capital depends on the existing stock of capital, the
amount of labour and the level of technology. On top of this, the wear and tear of
capital influences the level negatively. Producers replace physical capital until
marginal product of capital is equivalent to the user cost of capital. However, a
decline in the marginal product of capital lowers the level of output and hence, the

level of capital formation.

2.7. Capital Formation and Economic Growth
As capital formation is an important factor in economic growth, countries that are

able to accumulate high level of capital tend to achieve faster rates of economic
growth and development. The effects of investment on economic growth are three-
fold. Firstly, demand for investment goods forms part of aggregate demand in the
economy. Thus a rise in investment demand will, to the extent that the demand is not
satisfied by imports, stimulate production of investment goods which in turn leads to
high economic growth and development. Secondly, capital formation improves the
productive capacity of the economy. Thirdly, investment in new plant and
machinery raises productivity growth by introducing new technology and innovation

which would also lead to faster economic growth (Orji Anthony, 2012).

According to Orji (2012) Capital formation or accumulation plays a predominant
role in any types of economies. Development may not possible without capital
formation for which Capital formation refers to all the produced means of further
production, such as roads, railways, bridges, canals, dams, factories, seeds,

fertilizers, etc.
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In developing countries, low level of capital formation has made it difficult for firms
to invest in modern machines, information technology and human resources
development which are critical in reducing production costs, raising productivity
and improving competitiveness. Low investments have been traced largely due to
low saving culture of the community and unwillingness of banks to make credits
available to manufacturers, owing partly to the miss-match between the short-term
nature of banks’ funds and the medium to long term nature of funds needed by
industries. In addition, banks perceive manufacturing as a high risk venture in the
developing countries environment, hence they prefer to lend to low-risk ventures,

such as commerce, in which the returns are also very high. (Nwasilike, 2006)

As Dbetween countries, differences in climate, political institutions, educational and
technical facilities, individual attitude to work, trade union outlook and policy can
be as important as differences in natural resources or in the volume of investment in
causing divergent rates of development. Economic growth is, in fact, a complex
process depending on social, psychological and political as well as economic and
technical factors. Although; there are differences in natural resources as well as in
other factors as between countries, is not inappropriate to seek an explanation of
different degrees of Economic progress partly indifferences in the rate of capital
formation ( Whitaker, 1956)

Economic theories have shown that capital formation plays a crucial role in the
models of Economic growth. This view called capital fundamentalism by
Youopoulos and Nugent (1976) has been reflected in the macroeconomic
performances of many countries. It is clear that even mildly robust growth rates can
be sustained over long periods only when countries are able to maintain capital
formation at a sizeable proportion of GDP. It has been discovered that any
proportion less that 27 percent cannot sustain economic growth. It is estimated that
the ratio of gross capital formation to GDP in the sub-Saharan African countries
which has experienced poor growth in the 1990s was less than 17 percent compared

to 28 percent in advanced countries (Hernandez-Cata 2000).
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2.8. Empirical literature review
Currently, there is substantial difference in saving rates and economic performance

between countries in the world. This difference is not only between poor and rich
countries, but also variation increased amongst developed countries. There is a clear
gap between the saving rates in low income, middle and high income countries. One
can raise the question whether a country can grow more just by saving more
(Opschoor, 2015). For instance, East Asia saves more than 30 percent of gross
national disposable income, whereas Sub-Saharan Africa saves less than 15 percent.
Over the past three decades, saving rates have doubled in East Asia and go stale in
Sub-Saharan Africa, in Latin America and the Caribbean (Loayza, Schmidt-Hebbel,
and Servén, 2003). In the neoclassical growth model saving rate was given
emphasis. However, it was exogenously given. Due to this poor explanation of
saving in neoclassical growth model, economists such as; Ramsey (1928), Cass
(1965), and Koopmans (1965) led them to construct an endogenous saving rate in

the new economic growth models.

It is a fact that developing countries like Ethiopia needs fast and sustainable
investment growth. To do this, countries need required or/and balanced domestic
saving. Ethiopia needs enormous amount of financial resources to accomplish its
development plan. However, capital formation cannot be easily achieved since it is
determined by the domestic saving rate. In other words, developing economies
economy is characterized by low level of income and hence low level of domestic
saving rate. This is the reason why Ethiopia experiences a severe resource gap
(Tsegabirhan, 2010). But, domestic saving rate in Ethiopia was on the lowest for the
past several decades. In the past four decades (1970/71 to 2010/11) the average
domestic saving rate was only 7.9% of the GDP. According to Ayalew (2013),
during the three consecutive regimes of Ethiopia over the study period reveals that
the average saving rate was 13.8% of GDP during the period from 1970/71 to
1973/74, 7% from 1974/75 to 1990/91 and 7.3% from 1991/92 to 2010/11. This
classification indicates that during the Imperial regime domestic saving rate was
relatively high. However, in the current (that is, EPRDF)” and the Derg regime,
domestic saving declined to lower per cents. Furthermore, according to World Bank
report (2011), average domestic saving rate of Ethiopia was very low by any

standard. For example, if we compare average domestic saving rates of Ethiopia
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with Sub-Saharan African countries between the periods ranging from 1980/81 to
2010/11, average //domestic saving rate in Ethiopia was only 8.6% of the GDP. On
the other hand, during the same period, average domestic saving rates for Sub-
Saharan Africa countries was 17.2% of GDP. This suggests that how much the
domestic saving rates of Ethiopia were too much low even by Sub-Saharan Africa
standards (Ayalew, 2013).

Low income economies like Ethiopia are characterized by low level of domestic
saving. It represents major obstacle to achieve development in these countries;
because it limits investment and economic growth. In these economies, national and
foreign savings can be used as the main source for financing domestic investment.
“Low or stagnant national savings usually spurs external borrowing which through
the debt service burden constrains future investment”. However, due to the
international debt crisis of the early 1980s; majority of developing countries could
not get the access to external borrowings (Wubu, 2011). Without the alternative of
domestic savings, this situation forces developing countries like Ethiopia to rely on
donors' aid to finance a large part of domestic investment, a process fraught with
enormous constraints. There are many causes mostly cited to describe the low level
of domestic saving in countries like Ethiopia. The first cause is “low per capita
income”. This implies that, it is a fact that Ethiopia is one of the least developed
countries in the world. In other words; since, less developed countries are
characterized by low income, low consumption and low savings. The recent
empirical findings have found that the marginal propensity to save in developing
countries is related to the level of income and its variation. The second cause is
political and macro-financial instability and inflation which attributed to the Ilow
level of domestic saving in countries like Ethiopia. “Macro-financial instability”
arises due to many factors including “lack of an appropriate legal, regulatory and
prudential framework to the financial system, fiscal imbalances, financial distress

and misguided monetary and financial policies”. (Zeidy, 1996, pp. 3 & 4).

Gbenga and Adeleke (2013) investigated the relationship between savings, gross
capital formation and economic growth in the Nigeria economy, between the period
1975 and 2008. The study adopted co-integration and vector error correction model

VECM as the estimating technique with special reference to VAR causality test.
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This research work has confirmed the existence of strong linkages among growth,
savings and capital formation in Nigeria, The estimation from the findings for
growth revealed that there is a positive relationship between growth and capital
formation on one hand and a positive relationship between growth and savings on
the other hand. The study also showed When the two variables (savings and capital
formation) combine together, they have an impact on GDP. Therefore the study
recommended that strong policy that would encourage savings from the grass root
be established.

The acceleration of saving becomes particularly essential, as a main proportion of
investment is financed by domestic saving. The heavy dependence of investment on
domestic saving strengthens the Lucas Puzzle ,why doesn’t” capital flow from rich
to poor countries” (Lucas, 1990) on the lack of capital flows from the developed
countries to the developing countries. Saving is a provision for future consumption
for the individual households and a source of capital accumulation for the economy

at large.

Singh, (2009) conducted a study in India based on time serious data and found the
significant impact of saving on income, these saving contributed for domestic
investment to grow and accelerates capital formation which leads to the economy to
grow .based on this study most of these saving comes from the surplus domestic
household saving sector which finance the deficit private and public sector and fills

the resource gap.

Metin_Ozcan and Ozcan, (2005) used a sample of 15 countries in the Middle East
and North Africa to investigate the determinants of private savings. The model used
variables such as growth of income, per capita income, public savings, inflation and
M2. The findings revealed that the growth rate of income, per capita income and
inflation have a positive and significant impacts on private savings. The study also
indicated that public savings has negative impact on private savings. The other
important conclusion is that countries with well-developed financial sector always
are likely to encourage accumulation of private savings.

To examine the long-run determinants of aggregate private saving rates in a dynamic

panel of developing countries during the post Second World War period, Sarantis
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and Stewart (2001) used panel co-integration and integration tests. The estimated
results indicated that the long run equilibrium saving function can be obtained. The
study also found that determinants of aggregate private saving rates are numerous
and vary from one country to another across developing countries.

In another study, Hallag (2003) using OLS technique, investigated the determinants
of private savings in Jordan. The model used many variables such as dependency
ratio, government savings, financial deepening, GDP growth rate, GDP per capita
income, the real interest rate, inflation rate, and terms of trade. The estimated results
revealed that the dependency ratio and government savings have negative and
significant impacts on private savings. Moreover, financial deepening, GDP growth
rate and GDP per capita income have positive and 20 significant impacts on private
savings. Furthermore, in Jordan, the real interest rate, inflation rate, and terms of

trade seem to have no significant impacts on the private saving rate.

In another empirical study carried out using data from ten Asian countries for the
period 1961-1988, Fry (1991) examined the effects of economic growth, terms of
trade, foreign capital, interest rate and population growth on savings rate. In his
study, he used a reduced form model. It was found that variables such as economic
growth and interest rate were positive and significant while foreign debt and
dependency ratio were negative and significant which means that these are some of
important factors which affect saving behavior in Asian countries. Using a similar
model, Fry (1994) estimated a domestic saving function for Malaysia for the period
1971-91. The estimated results found that economic growth has a positive impact on
domestic savings, while dependency ratio and foreign capital had negative effect on

domestic saving rate. The variables used in the model were statistically significant.

In Kenya, Mwegaet al. (1990) examined the impact of real interest rates on
mobilization of savings using the McKinnon (1973) and Shaw (1973) hypothesis.
Their model used variables such as demand for real money balances, interest rate,
private savings and the growth of real income. The estimated results found that the
private savings rate and demand for real money balances do not have significant
impact on a real deposit interest rate. In addition, the growth rate of real income

does have positive and significant impact on private savings rate in Kenya.
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Tiriongo (2005) analyzed the determinants of aggregate domestic private savings
using OLS estimation technique in Kenya. He used demographic variables such as

young and old age dependency ratios, real per capita income, indicators of

financial sector development, deposit rate used at central bank, current account
deficit, spread of interest rate, terms of trade, 21 inflation rate and income tax. The
findings indicated that aggregate private savings in Kenya are significantly
determined by the ratio of M2 money to GDP, real gross per capita income growth,

current account deficit, deposit rate and the old age dependency ratio.

2.9. Conceptual Frame Work
The study was conducted based on the conceptual framework drawn from the

theoretical and empirical literature reviews which are explained above. This research
is focused on studying the major macroeconomic determinants that are critical to
Capital formation in Ethiopia. 