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Determinants of Private Investment in The Gambia

E. A. Onwioduokit and L. Jarju '

Abstract
This paper tries to model determinants of private investment in The Gambia. The model attempts to capturre the effects of
excternal financial constraing, domestic and international risk variables, public investirent on infrastrictire and ontpui on
the private investnent. The result of the model suggests that real interest rate in the long run have positive impact on private
investment. Also, real GDP growth rate is shown by the result fo have a positive impact on private investrment in the long
ran. This suagests that macroeconomic instability affects private investment negatively. Important policy implications can be
drawn from the empirical findings. The stabilization policies in the form of monetary, fiscal and exchange rate policies
reduce macroeconomic instabilities, which in turn may increase private investment, by reducing inflation which is a major
source of uncertainty which in our model was subsumed under real interest rate. Thus since real interest rate which in itself
is a derived variable bas both inflation and exchange rates as the major copponents, the policy option is to ensire
appropriate macroeconomic policy mix that will guarartee low inflation and by extension high real interest rate . Since
private investment is dependent wpon the growth rate of ontpnt, the growth rate of private investiment might be retarded as a
resul of inappropriate stabilization policy. Thus, exercising excessive contractionary policies may endanger the private
investment. Since the nominal interest rate is to a larger exctent determine by the cost of doing business, another implication
of the results is that public investment on infrastructure that has positive excternality on private investment will bring down

nominal interest rates and thus enconirage private sector investment.
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Investment is critical to economic growth. Studies including (Ben-David, 1998; Collier and
Gunning, 1999; and Barro, 1995) have established empirically the linkage between investment
and economic growth. Further more, Beddies, (1999) also have shown that private investment
has a stronger, more favourable effect on growth relative to public investment. This is
probably because private investment is more efficient and less closely associated with
corruption. For instance, the rapid economic growth in Asia and Latin America in the 1970s
through 1990s correlated a high rate of investment during the period. In the sub-Saharan
 Africa where the rate of economic growth in the 1990s was dismal, the ratio of private
investment to GDP was below 10.0 per cent compared to 16 percent in Latin America, 18

ercent in advanced countries and 16.5 percent in newly industrialised countries in Asia

(Hernandez-Cata 2000).

Over the past two decades private capital flows have had a dramatic effect on developing
countries. Until the early 1990s most international resource flows to developing countries
came from governments. Now these flows are primarily private. The shift beganin 1992, when
foreign direct investment and financial markets took off in emerging economies-and private
flows exceeded official development finance for the first time. Private capital flows peaked in
1996 at $273 billion, or 78 percent of resource flows to developing countries. Foreign direct
investment proved resilient, reaching a high of $188 billion in 1999. Growth in private
investment and lending meant that emerging economies were attracting the kind of capital
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sithat creates and sustains development. Progress has been made in improving trade,
“governance, financial systems, and political and macroeconomic stability and in creating 2

eceptive environment for private business.

In 2000 resource flows to developing countries dropped sharply, reflecting the global

recession. ODA fell 5 percent, though ODA to the least developed countries rose slightly to 22

ercent of the total. But net private flows from DAC donors were 3117 billion, down

dramatically from 1999 and the lowest since 1993. Foreign direct investment fell somewhat

" put remained the largest transfer. Despite the downturn in 2000, private investment in the

developing countries still far exceeded government aid. Even at their lowest level since 1993,
 private capital flows are still more than twice government aid to developing countries.

" The above picture clearly demonstrates the importance of private investment in the

_development process especially of the developing countries, including The Gambia.
- However, despite the importance of private investment in the economic development matrix
_ of the Gambia there is no empirical study on the issue. This paper seeks to fill this gap. The
~objective of this paper is to identify the determinants of private investment in The Gambia.
The rest of the paper is organized as follows: Section 2 presents a brief review of the trend in
“public and private investment in the Gambia. Section 3 dwells on theoretical as well as
" empirical issues. Section 4 contains the empirical methodology and analysis of the results

,_.while Section 5 outlines some concluding remarks.

II. PRIVATE AND PUBLIC INVESTMENT IN THE GAMBIA: AN
. OVERVIEW

In The Gambia, available data suggest the dominant role of public relative to private
 investment. Public investment in nominal terms which is predominantly externally financed
has witnessed significant improvement in recent years. There have been substantial
investments in infrastructure especially in health, education and road construction sectots.
" While domestic revenue allocated to public investment accounts for about 10 percent of total
- public investment, the depth of domestic savings (as a percentage of GDP), is weak and
~“account for only about 15 percent per annum. Gross fixed capital formation (as percentage of
GDP) constitute about 20 percent per year of which of which the share of public sector is
~greater. Private fixed capital formation (as percentage of GDP) is close to 15 percent each -

“year. The share of public investment as a percentage of GDP is marginally increasing but not

- large enough to offset the rise in private investment.
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Fig.1 ‘
Public Investment Trend
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Using government capital spending as proxy for public investment, it can be seen from the
graph above that capital expenditure was fairly constant over an extended period of time (1985
2001) until in 2002, when capital spending started increasing at an increasing rate. The tise in

capital spending was as a result of increased donor support.

Private fixed capital formation (as percentage of GDP) is steadily increasing overtime.
Growth in private investment has decelerated due to high cost of borrowing. Availability of
credit to the private sector is constrained by huge public sector borrowing requirement. This
eventually led to high interest rates and crowded out the private sector.as well as build-up of
domestic debt. The volume and direction of credit to the private sector is in trade financing,
Self raised capital and foreign direct investments are the major sources of capital in the private

sector. _ _ .
} ]

Fig.2

Private Investment Trend
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I'rom the Fig. 2 above private investment has plummeted from a high of 36 percentin 1981 to
L4 percent in 1982, It remained constant for about two years before it further dipped to less 5
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. than 10 percent in 1986. Thereafter, it fluctuated within a band of 9 to 15 percent for the two
- subsequent years. It remained fairly constant for the rest of the rest of the period under review.

III. THEORETICAL FRAMEWORK / LITERATURE REVIEW

A plethora of theories have been proffered to explain variations in private investment, within
the country, and among countries. Earlier approaches include; the submission that
investment depends on the prodpective marginal efficiency of capital relative to some interest
rate reflecting the opportunity cost of the invested funds; the accelerator theory which makes
investment a linear proportion of changes in output; the neoclassical theory stressed that the
desired capital stock depends on the level of outputand the user cost of capital (which in turn
depends on the price of capital goods, the real interest rate, including the depreciation rate).
Samuelson stressed the reciprocal relationship between investment and production, and
proposed the “accelerator’” hypothesis. Similarly, the value of the desired capital stock for a
ical firm depends positively on the demand level according to Jorgenson, (1963).The
output of the country (GDP) would be a reasonable proxy to aggregate demand as a
determinant of privateinvestmentina country (Blomstrom et al. 1996). - :

Another possible determinant is the rate of return on investment. The literature usually
approaches this through a real interest rate as representative of the costof capital. However, as
suggested by Jorgenson, real interest rates would have a negative impact on the desired capital
stock but not on investment flows, as early empirical findings seemed to suggest the Ténbergen
. approach. Hence, it is not clear that real interest rates should be included in an investment
" function. Instead, another approach for controlling for the opportunity cost of investment is
by looking at the relative price of capital goods with respect to consumption goods. It is.
natural to expect that in periods characterized by relative lower cost of equipments agents

should be investing relatively more. .

The theory of investment irreversibility suggests that the cost of investing in machinery and
equipment is sunk and would usually not be recovered by a future resale. This “sector specific”
characteristic of investment would imply that the higher degree of “uncertainty” that prevails
" in countries is relevant in investment decisions, since any abrupt fall in aggregate demand
would generate an unsustainable excess in installed capacity (see Caballero 1991, Caballero
and Pindyck 1996, and Bloom et al. 2001). From measurement stand point, most empirical
studies, used the inflation rate as a reasonable proxy for the uncertainty level in the economy,
since stable prices improve the informative content of the price system, allowing a favorable

allocation of resources (the best opportunities are easily identifiable).

The restrictions on investment financing are a problem broadly documented in the literature
on the determinants of investment. Loungani and Rush, (1995) opine that the basic idea is
that some agents, typically small and medium enterprises (SMEs), are unable to get financing
directly through open marketdebt. Herice, these agents are strongly dependent on bank credit,
amarket that is usually characterized by lack of financial depth, low level of savings, as well as
imperfections due to asymmetric inforiation between lenders and borrowers.

Indeveloping countries like The Gambis, this problem of access to credit is critical, due to the
absence of futures markets and inaclequate access to long term financing. The evolution of the
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credit amounts destined for the private sector would be a good indicator of the restrictions
operating in the domestic financing of investment. On the other hand, the external debt level
(as a share of GDP), is a variable that can represents the evolution of external credit in
investment financing, A higher external debt level could signal the lack of viability and
sustainability of current macroeconomic policies in the long term and negatively impact
investors' expectations due to the increase in the degree of uncertainty on future policies.
However, a country can have a large debt for a good reason, as a good credit rating, hence
signaling a higher level of credit availability. A similar problem exists at the firm level (Petersen
and Rajan 1994). For both reasons, external debt s included in the analysis, although its impact

on investment decisions may be a priori unpredictable.

The real exchange rate can also affect the evolution of private investment. On one hand, justas
suggested in Froot and Stein (1991), not only would devaluation reactivate the exportable
sector of the economy, but it would also be favorable to the acquisition of local assets by
foreign companies at a much lower price. Other authors like McCulloch (1989) reject this link
between investment and exchange rate, suggesting that it is not the price of 2 domestic asset,
but the rate of return that determines investment. When a country's currency is depreciated in
real terms, not only the asset price falls, but also the nominal gain of theinvestment.

Another variable that is usually included in the model of measurement of investment is the
degree of trade liberalization of an economy. Here, a prioti, an ambiguous effect can be
expected. On one hand, an economy highly integrated to the wortld is expected to attract
investments in tradable sectors in order to increase productivity and competitiveness.
However, an abrupt increase in exposure to external competition in certain sectors can make
these sectors less attractive asa destination for new capital flows (Serven 2002). The ratio of
exports plus imports to GDP (trade liberalization coefficient) is used in this study.

The macroeconomic environment is critical for investment both domestic and foreign in an
economy. Monetary, fiscal and exchange rate policies directed at correcting unsustainable
macroeconomic imbalances do affect private investment. For instance, earlier measures in
response to the economic crisis in sub-Saharan African countries attempted to reduce
resource gap through autonomous cuts in aggregate demand and reduction in economic
activity. Because of the import dependency in both production and investment, reduced
import capacity from the decline in exports and cuts in net foreign resource inflow led to
import compression and strangulation of economic activity. This had negative effect on the
investment activity in these countries. In addition, stabilization packages that advocate
restrictive monetary and credit policies affect investment. This occurs in two ways: (a) they
raise the real cost of bank credit, and (b) by raising interest rates; they increase the opportunity
cost of retained earnings. Both mechanisms raise the user cost of capital and lead to reduction

ininvestment (Serven and Solimano, 1992). -

However, some studies have found a more direct effect of credit policy on investment, i.e.
through preferential credit allocation in the case of repressed financial markets, a feature
common in developing countries (Bleger and Khan, 1984). Equally important is the
institutional structure of financial markets. It has been observed that interest rates do not

affect tirms that borrow in the unofficial money markets (Van Wijnbergen, 1983).

Regarding fiscal policy, high fiscal deficits puéh up interest rates or reduce the availability of
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- credit to the private sector, or both, thus crowding out private investment. Hence it is argued
" that the reduction of the public deficit during macroeconomic adjustment should encourage
. expansion in private investment. However, the financing mechanism of fiscal deficits is

crucial in the directional impacts. The prevalence of large fiscal deficits constitutes another

constitute a significant indicator of lack of sustainability and credibility of macroeconomic
policy reforms, and thus can impact negatively on private investment.

| Dailami and Walton (1989) have suggested that the sluggish performance of investmentin the
corporate sector cannot be attributed solely to the standard macroeconomic factors. Rather,
conflicting signals over macroeconomic policy tend to increase the risk and uncertainty
perceived by the private sector, leading them to adopt delaying attitude with respect to
investment. Thus the prevalence of macroeconomic instability plays a crucial role in the

evolution of private investment in many developing countries

.~ Reduction in public investment on infrastructure like roads, communication networks,
'~ electricity, etc., has been found to be detrimental to private investment. Such investments are
. complimentary to private investment. Existence of poor infrastructure presents a
disincentive to investment. Bleger and Khan (1984) confirmed this based on a cross-country
~study which indicated that government investment in infrastructure is complementary to
private investment while other types of government investment are not (Serven and solimano,

~1991).

Other studies on investment in developing countries indicate that variations in output are the
_ mostimportant determinants of private investment (Blejer and Khana, 1984; and Greens and
~ Villanuerva, 1991). It is argued that the contraction in demand induced by adjustment
" measures is likely to have an adverse short-run effect on investment because of its negative

effectonoutput growth.

 Other important findings relate to the quality of investment expenditure. These are that: most
““investment expenditures involve sunk cost that cannot be recovered; capital takes time to build
<~ and once built it is irreversible; and investment can be delayed, giving a firm an opportunity to
- wait for new information to arrive about prices, costs and other market conditions before it
" ‘commits resources (Pindyck, 1991). Thus, investment decisions made by firms today bind
~:-them for several periods in the future. This makes investments sensitive to uncertainty about
. future economic situation, such as product prices, interest rates, trade regimes, exchange rate

- variability, inflation, future tax and regulation policy, and the cost and timing of investment .

_Osuagwu (1982) found that the expected rate of return; the supply of funds; the absorptive
" capacity; and government policies; are the major determinants of investment in Nigeria and
“concluded that the inadequacy of investments in the economy was caused by government
. policies, limited supply of investment fund and slow rate of expansion of the absorptive
~-capacity, due to lack of innovationin technological development.

Serve and Solimano, (1993) identify inflation as one of the most important determinants of
nvestment. Caballero et al (1988) examined exchange rate viability in the context of
rreversible investment in developing countries and reported that uncertainty over the future

important source of uncertainty as they signal the likelihood of policy changes. Fiscal deficits

1]
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of the exchange rate can depress exports. Krugman (1988) has also shown that exchange rate
uncertainty combined with sunk costs may prevent firms from entering the market even
though current exchange rate would make entry profitable. In general, the exchange rate will
affect private investment through several conflicting channels. First, exchange rate
devaluation will be followed by an increase in the overall price level, leading to a reduction in
the real value of private assets, and therefore a reduction of domestic and private investment.
Secondly, a devaluation of the exchange rate increases the cost of imported inputs, and given
that a large part of capital stock in the developing countries is imported, a fall in private

investment may follow a devaluation of the exchange rate.

On the other hand, devaluation leads to an increase in the relative price of tradables to non-
tradables, suggesting that investment actually increased. This channel works through an
improvement in the competitiveness of exports, where devaluation makes the production of
tradables (specifically exportable) more profitable, thus stimulate investment in exportable
while depressing it in non-tradables. In addition, if profits are correlated across sectors,

overall investment in the economy will increase.

While a devaluation or depreciation of the currency may benefit the tradable goods sector, the
volatility of the exchange rate may have adverse effect on the production decisions of firms,
especially those producing for export. Volatile exchange rates affect the domestic costs of an
export programme, especially where the production structure is highly dependent on
imported inputs as in The Gambia. Firms, thus, become reluctant to get into export
production. Exchange rate changes also contribute to uncertainty through its effect on the

domestic value of a country's external debt.

Borensztien (1990) identified two channels through which foreign debt will affect investment.
The first is termed the “debt overhang” channel, and the second is the credit-rationing
channel. The “debt overhang” channel will arise if a country is not able to meet the full
contractual value of its debt such that actual debt repayments become subject to some
negotiation between the country and its creditors. In this case the debt will have a negative
effect on the debtor country's ability to adjust, which in turn may affect the private sector
incentive to-invest. External transfers of this nature depend on a number of factors including
the level of world interest rates, and the terms of trade, and may require changes in domestic
policies such as the exchange rate change, fiscal and monetary constraints. Secondly, an
indebted country also faces credit constraints in the international markets, which will
discourage investment. Through these channels, the foreign debt may become a major source
of uncertainty. Agents face uncertainty regarding the interest on variable loans and the
possibility of future rationing by creditors. In addition, factots that account for international
risks, human capital formation, international competitiveness and the country's financial

depth are importantin investment decisions (Jasperson etal, 1995).

Onwioduokit (2002) shows that real interest rate, interest rate spread, growth in broad money
supply, debt service and political instability variables were highly significant in explaining
private investment in Nigeria. However, growth in exports and growth in government
expenditure on public infrastructures were wrongly signed and not significant in explaining
private investment. He attributed the behaviour of the variable in the model to the era of
wasteful projects that characterized Nigeria's capital expenditure outlay during most period of

analysis.
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' IV. METHODOLOGY :

The empirical methodology adopted in this study to mvestigatlon of pnvate investment
ollows Blejer and Khan (1984) and Onwioduokit (2002). The econometric ptocedures
mployed have recognized the limitations imposed by several problems, includingdata
imitations and constraints posed by the limited number of observations. ‘Furthermore,
* arising from the theories of investment outlined above and coupled with the empirical works
| reviewed earlier, modeling private investment in The Gambia may not strictly depend on any
. one theory but'an eclectlc model reflecting the reality of The Gambian economic
:envn:onmcnt.

The above review suggests that private investment is determined by the size of domestic
- market, potentiality of export market, growth of GDP (buoyancy in demand), rite of public
_sectorinvestment (rendering support to private investment, vital for investment productivity),
interest rate (cost of capital), domestic inflation. (stablhty of ‘economic envitonment), debt
. service ratio (external ol?hganons) ‘exchange rate premium (to capture direction of capital
i flows) and credit to private investors (financing possibilities). Other factors include reserves to
“import ratio (international risk), rate of compleﬁon of both secondary and tertiary education
¥ (human capital formation), growth rates' of exports and imports (international
. competitiveness) and the ratio of M2 to GDP (financial depth). Uncertainty, as captured by
{;-.thc mdex of uncertainty (real interest rate) Thus the model is spectﬁcd implicitly following

thro s
Pi nv, = anate Investmcnt
gdp = Real GDP Growth

4 P U I]VV Public Investment : _
RR M Int“es‘ Rate (Inflation minus deposit rate)

t‘radet vk Import plus Export/ GDP .
4 icredz f,. =Growth rate of bankmg sector credit to the private sector

i
E.

5oy
Ezi

-3
i
o
o

d Sr = = Debt service Ratio

& =is the error term

Data/Method of Analysis |

FAll the variables used in this study are annual time series. Co-integration technique is used to
cdetermine dynamic long-run relationship between private investment and its determinants.
Other time series properties of the data set will be examined through the use of descriptive

i 'étatlsncs and unit root test usmg ADE approach
’_,' %% .
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Unzvariate Statistics of The Variables
Before any enipirical analysis was undertaken, we assessed the properties by analysing the

univariate statistics, mcludmg means, standard dev1atlon sums, variances, skew ness, kurtosis,
- and minimum and maximum values for all the series. G ® :

Table 1: Univariate statistics of the variables _

After checking the moments or distribution properties of the variables for the model it's been
found out that nearly all the variables are well behaved. Private investment for example has a
mean value of 13.76, 2 median of 13.0 and relau'vely large standard deviation. The probability
of 0.00 for private investment indicates that it is normally distributed. Real GDP was normally
distributed with of 2258308, a median of 2275852 and standard deviation of 593120.2. Real
interest rate was negatively skewed with a value of -2.37. It has a mean, median and standard

deviation of 1 .945833, 4.555 and 11.03 respectively.

Table.Z: Correlation Matrix

From the results of the correlation as shown in the matrix above, private investment for
example is negatively correlated to growth in credit to the private sector, external debt service .
ratio, public investment and real GDP. This relationship as indicated by the results is
inconsistent with economic theory. However, the matrix has indicated that private investment
is posmvely related to real interest rate and volume of trade. = &

Overall the results of the correlatlon matrix would be of mformqtlon value when we embark

on empmca.l analysis.
46
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If the test statistic is greater than the 95% crmcal value (the ﬁgure in parentheses) it nnphes
that thete is insufficient evidence against the null hypothesis and it is therefore not rejected.
This indicates that the variable is non-stationary. Butif the test statistic is less than 95% crltlcal
value, the null hypothesis is rejected meanmg the variable is statlonary -

Usmg the ADF unit root test for stationarity in the time series of each of the variables, the
results generated are tabulated in the matrix above. Overall, the findings are consistent with
- economic theory. Nearly all the variables are found to be non-stationary in their levels and
stationary after first difference. It is only credit to private sector variable that is stationary at
both levels and first difference. It is rare for economic time series data to be stationary atlevels.
but itis possible. Real GDP became stationary after second differencing, On the basis of these
results we can rely on the data for further economic analysis. : .

.S' igns ﬁmme Ten‘ For The Vanable.r

We used a general-to-speaﬁc iterative procedure. Flrst we explored the lag structure of the
model, and then 1teratrvely estimate the model to eliminate variables which were insignificant -
and bear an incorrect sign. After running the regression, some of the explanatory-variables
were found insignificant and therefore dropped from the model. After a number of iterations,
real interest rate was found to be significant and with the appropnate sign. Real GDP has the
appropriate sign but insignificant. The dummy variable, representmg structural change in the

model was also 31gmﬁcant.
Test For Co Integration -

Using: Engel—Granger cointegration method the re51duals of the regressmn of real interest -
rate, real GDP growth, credit to private sector and the dummy, on private investment confirms
cointegration between the regressor and the regressand. This indicates that there is a stable
long-run dynamic relationship between private investment and the explanatory varlables 1.€.
the linear combmauon of the variables has a stationary error.
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Formulation and Estimating of Error Correction Mechanism

This is a means of reconciling the short-run behaviour of private investment with its long-run
~ behaviour. The general-to-specific Error Correction Mechanism procedure was used. We
 iteratively estimate the model to eliminate variables which are insignificant and bear incorrect
“sign. The ECM term ties the short-run behaviour of private investment to its long-run value.
" The coefficient of the regressors captures the short-run disturbances in private investment.
The statistical significance/insignificance of the ECM term tells us what proportion of the
disequilibrium in private investment in a year is corrected/not corrected in the following year.
After showing that our variables are I(1) and found to be cointegrated. The Etror Correction

Mechanism is thus formulated as:

APIN= 7, + 1, ARR, j+ ,ACPG | +m ARGDPG,, +m, ADUM_, +0. ECM, ,

‘Long-run Static Equation .

PIN=20.35-+0.004P1-+0.192RR+0.014XMP-0.027CPG+0.050ED-6.40E-06RGDP |
| (045 (0.124) (0.857)  (0.733)  (0.632) (0.077) -
R?=0.227, DW Stat=1.499, F Stat=0.835 . St e

~ The figures in parentheses are the p-valués All the variables are insignificant. Real inte_résf rate,
credit to private sector growth and real GDP carry the wrong sign. The coefficient of
determination’of 22.7 percentis very low.- ‘ - :

Dynamic Error Correction Model

DPIN=0.406-0.112DRR(-1)-0.008DCPG(-1)+0.090DRGDPG(-1)-1.1820DUM(-1)-
| 0.364) . (0.018) (0.159) - 0315
0.134ECM(-1) - |

(0.620)

- The figures in parentheses are the p—Values
' R’=0.34, DW Stat=1.864, F Stat=1.697

' Real interest rate is properly signed and statistically significant. The results shows that real
GDP is insignificant but has positive relationship private investment.

The error correction speed of 0.13 implies that economic agents adjust their investment

patterns gradually upon realizing changes in the real interest rate thus only- changes in real

interest sustained for along period of time can be expected to affect private investmentin The

Gambia. The negative interest elasticity indicates that, as real interest rate rises, rational

economic agents would wish to save more, hold less cash balances and invest less. As real

interest rate falls people will switch to alternative non-financial assets i.e. real estate property,
consumer durables, etc thus giving rise to real money balances.
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*Normalization

We normahzed the model by 1nc1ud1ng lagged dependent var1able as one of the explanatory
variables. ‘

"APIN= @ +OAPIN, +13ARR, 1+ xACPG +YARGDPG,, +7LADUM +cpAEC

Parsunomous pnvate mvestment functxon %

DPIN= 0.409485-0. 109207DRR(—1)+0 051523DRGDP(—1) 1. 62177DUM( 08
(0.014) (0.226) (0.115) .

- V. CONCLUSION AND POLICY IMPLICATIONS

The findings of this study have shown that real interest rate is the most significant determinant
of ptivateinvestment in The Gambia. Real GDP growth which is suppose to be an activity was
surprisingly less influential in the determination of private investment in The Gambia.
However, it was found to be posmvely related to private investment i.e. as real GDP grows
investment rises. A 10 percent fall inireal interest rate would increase private investment by
1.09 percent whilst 2 10 percent increase in real GDP growth would lead to an increase in
private investment by a margin of- half a percentage point. Real GDP growth which is suppose
to be an activity was surprisingly less influential in the determination of private investment in
- The Gambia. However, it was found to be positively related to private investment i.e. as real
GDP grows investment rises. The current findings is consistent with empirical studies
conducted elsewhere, notably in Africa (Ghura and Hadjmichael 1996, Easterly and Levine
1997, Fischer, Hernandez-Cata and M.S. Khan 1999, Hernandez-Cata 2000) which
-established that uncertainty deters private investment. These studies have brought out in clear
terms that the reason for the low level of private investment is-the perception by both
domestic and foreign investors of a low risk adjusted rate of return on capltal (Collier and

Patillo 2000).

Innportant policy implications can be drawn from the empirical findings. The stabilization
policies in the form of monetary, fiscal and exchange rate policies reduce macroeconomic
instabilities, which in turn may increase private investment, by reducing inflation which is a
major source of uncertainty which in our model was subsumed under real interest rate. Thus -
since real interest rate which in itself is a derived variable has both inflation and exchange rates
as the major components, the policy option is to ensure appropriate macroeconomic policy
mix that will guarantee low inflation and by extension high real interest rate . Since private
investment is dependent upon the growth rate of output, the growth rate of private
investment might be retarded as a result of the stabilization policy. Thus, exercising excessive
contractionary policies may endanger the private investment. Since the nominal interest rate is
to a larger extent determine by the cost of doing business, another implication of the resultsis
that public investment on infrastructure that has positive externality on private investment will
bring down nominalinterest rates and thus encourage private sector investment. : -
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Variables: Deﬁnitions and Sources

RGDP (Real GDP) GDP (m mﬂhons of dalasxs) at real prlces obtamed from line 99b. p of
IFS

PI (Public mvestment) (in millionis of dalasis) govermnent capltal expendlture used as
proxy,

PIN (Private ﬁxed capital formatJon asa percentage of GDP), WETA/WEO 3/31 / 05 IMF
RR (Real interest rate) Deposit rate of interest minus inflation rate, World Bank, Gambia

data
XMp (Exports in goods and semces plus. imports in goods and semces) as a

* percentage of GDP, WETA/WEO 3/31/05,IMF ‘
CP (claims of the banking sector on the domestic private sector: line 22d of IFS)
% ED External public debt in percentage of GDP WETA/ WEO 3/31/05,IMF

Plot of Variables

It cah be observed from the plot of variables shown below that except real GDP which shows
some.amount of stability, all other variables exhibit trends and cyclical fluctuations over time.
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