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resources at the international level benefiting every one involved in the trading
system. Whatever differences exist owing to differences in initial conditions or owing
to distortions in the market mechanism will be eventually accommodated by the
workings of the market resulting in the long run towards a convergence in the levels
of development between rich and poor countries.

The policy implications for poor countries that emerge from this model are
straightforward. Poor countries ought to liberalize their markets and open up to
international competition by eliminating all kinds of barriers to trade and be guided by
market forces to determine their comparative advantage. In this process the role of
the government is rather modest. It ought to conce':ltrate on providing the requisite
atmosphere for markets to work effectively. It should create markets where they don't
exist and strengthen them where they are weak. It also provides a solid institutional
mechanism to allow markets and the private sector to do their job right. If and when it
involves in productive activities, it should be in areas where there is a demonstrable
market failure particularly in the provision of public goods and the existence of
externalities.

It is this framework that dominated policy making in developing countries since the
neoclassical counterrevolution in theory and policy making beginning at least in the
late 70s. The dominance in policy making was reinforced by the full acceptance of
this paradigm by the Bretton Woods Institutions (BWls) that, owing to the balance of
payment difficulties that plagued developing countries, were in a position to impose
these policy prescriptions at will on poor countries.

Leaving aside the theoretical validity of the claims made by this paradigm, what is
clear after at least two decades of implementing these policies is that the results
achieved by these policy prescriptions were, at best, disappointing. The promised
rapid growth, export diversification, high levels of capital inflows, significant
reductions in poverty and the like failed to materialize in most of the countries that
adopted these policies particularly in our continent. So much is now openly (albeit
grudgingly) admitted even by researchers working in BWls who were once strong
advocates of these policies.2

What is interesting at least for this paper is the fact that these practical failures are
bringing back to the fore the fundamental issues of development that development
economics has been raising all along. What is new this time around, however, is that
the sophistication in modelling and computational technology has opened the
possibility of making more rigorous theorizing and empirical analysis including the
fundamental issues that are known to affect the development process. In this respect,
a good starting point is the various empirical growth models initially developed to

2 For a detailed treatment of these failures, see Makandawire's paper submitted for this conference.
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Quality of Growth

As shown in Table 3-2, the agricultural sector accounted for 68, 55.6, 49.2, and 57
per cent of GDP in the periods 1960/61-73/74,1974/75-90/91,1991/92-2000/01, and
1960/61-2000/01, respectively. Relying on the share of the value-added of a sector in
the GDP alone to judge the role of the sector in the overall performance of GDP is
misleading. It is rather useful to consider its contribution to the growth of GDP. In this
connection, we tried to compute the contribution of each sector to the growth rate of
GDP.

This growth decomposition exercise reveals that the agricultural sector grew by 2.1
per cent-half of the rate at which the GDP grew-and it accounted for 38.6 per cent
of the growth of GDP for the period 1960/61-73/74. The fact that this sector is
contributing to growth much less than its share to GDP is witnessed by the low
relative contribution factor, which is 0.57. Other sectors have a relative contribution
factor greater than unity for the imperial period implying that they contribute to growth
more than their contribution to GDP.

Table 3.3: Sector Contribution to Growth
Other'

Agriculture Industry Dist. Service Service Sum

1960/61-1973/74 Value 1.43 0.65 0.90 0.76 3.71

Percentage 38.6 17.5 24.4 20.5 101.01

Factor 0.57 1.9 2.10 1.85

1974/75-1990/91 Value 0.33 0.41 0.35 0.89 1.98

Percentage 16.5 20.8 17.83 44.96 100.009

Factor 0.30 1.82 1.25 2.40

1991/92-2000/01 Value 1.20 064 0.99 2.22 5.10

Percentage 23.84 12.7 19.6 44.04 100.18

Factor 0.48 1.20 1.40 1.68

1960/61-2000/01 Value 0.79 0.35 0.46 1.00 2.56

Percentage 30.87 13.70 17.95 39.08 101.6

Factor 0.53 1.31 1.35 2.18
Source: Authors' calculations using data from MoFED.
Note that percentage shares do not sum up exactly to 100 due to rounding.

During the Derge period, the agricultural sector grew by only 0.6 per cent on average
annually. The contribution of this sector to growth in GDP has significantly declined
as only 17 per cent of the growth in real GDP came from this big sector. It was rather
overtaken by the "other" services sector whose contribution increased from 21 per
cent during the imperial era to 45 per cent during the Derge period. The relative
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The other essential component of the macro-economic variables that is supposed to
support growth is export. The major export earnings for the country come from the
agricultural sector. This sector accounts for about 90 per cent of the total foreign
exchange earnings and coffee alone accounts for 60-70 per cent. Values of goods
and services exported have shown an increasing trend after 1993 but imports have
been increasing faster than exports, widening the trade gap.

3.2. Modelling the Ethiopian Growth: A Co-integration Analysis

When we consider the variables which most of the aforementioned authors used to
explain the African growth performance it is clear that some of these variables are
less important to explain Ethiopia's poor economic performance. Inflation which most
of the international financing institutions (the WB and IMF) consider as the big enemy
of growth has never been a serious problem. Ethiopia used to have access to the sea
for decades and her growth problems certainly did not start after Eritrea's secession
in 1991. The degree to which the country could be open to international markets,
(measured by the proportion of imports and exports to GDP) largely depends on the
foreign exchange earnings she secures through her meagre export and the domestic
income level of her citizens. According to Rodrik (1998), ".. .the effects of trade policy
on economic growth seem to be indirect and much more modesf' The impact of life
expectancy on growth is ambiguous as there could be a two-way causality. In fact it
makes more sense that life expectancy depends on income. The other factor which is
more relevant to explain the growth performance as it behaves is weather (rainfall).
But the point here is that this factor is not that important for other countries to grow.
The question must rather focus on why the country fails to develop without much
reliance on it.

In the Ethiopian case, Alemayehu and Befekadu (2002) attempted to determine the
factors which characterize the Ethiopian economy. The main conclusions that emerge
from their analysis are that the Ethiopian economy is characterized by "vagaries of
nature, risk related to war and land security". They also argued that thin and inflexible
product market coupled with an unstable political environment is responsible for
limiting growth in Ethiopia. In their analysis, they used a growth accounting exercise
and claimed that capital has contributed to growth in Ethiopia while human capital
(proxied by education) did not contribute significantly. This is in contrast to the finding
by Easterly (2002) that capital is insignificant in contributing to growth in Ethiopia.
One major problem is that the authors assumed the factor shares of human and
physical capital (0.65. and 0.35, respectively) based on cross-country regression
results as a benchmark instead of estimating them empirically. Easterly, too, used the
growth accounting framework to arrive at his conclusion that capital is insignificant.
Thus, the difference in the result could arise from data set differences. Seid (2000)
using a co-integration analysis has found that gross fixed capital formation (the
capital stock generated was not used because it was integrated of order 2) is

statistically insignificant.
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For Easterly (2002), a reform is required to address the poor initial conditions, such
as the poor quality of institutions, the high illiteracy, the low level of openness to
trade, and low degree of urbanization. He explained manifestations of poor
institutions as "flawed democracy and human rights, lack of property rights in land,
and excessive business regulation" (Easterly 2002:2).

In what follows, the paper tries to show that the traditional factors which characterize
the developed economies are not enough to explain the growth pattern in Ethiopia.
However, with the introduction of other non-traditional factors such as rainfall and
foreign exchange constraints along with the traditional factors, long-term growth in
Ethiopia could be reasonably explained. However, we argue that this model as it is
well explained statistically is a low level steady-state path and hence there is a need
to search for other exogenous factors which keep the equilibrium at such a low level.

The Model

The first attempt is to model growth using the textbook Solow model where output is a
function of capital and labour.

Y;. A,L~ K! -~ [3-1]

..Y; =O+a. L, +fJ. K, +8,

One improvement in the model in the traditional line is to include the human capital
aspect following Mankiw, Romer, and Weil (1994).

Y; = A,L~ K! H{
[3-2]=> InY; = 0 + aInL, + fJInK, + yInH, + 8,

Mankiw, Romer, and Weil (1992) estimated the above model using cross-country
data and they proxied the human capital by secondary school enrolment ratio.

We believe that the above models which are considered as standard in the case of
developed countries are incomplete in that there are other variables which
characterize the Ethiopian economy in a different route of what is suggested by the
traditional model. In the Ethiopian context, two variables, at least among those which
can be quantified, have justifications to characterize the economy. These are rainfall
and foreign exchange constraint.

To lay the theoretical ground for the discussion, it is presumed that transfer of new
ideas and accumulation of knowledge have a tendency to sustain growth by disabling
the operation of diminishing returns to capital while the uncertainties associated with
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Estimation Results

In estimating the first two traditional models (the Solow textbook model and the
Mankiw, Romer, and Weil augmented Solow model using the Johansen maximum
likelihood procedure for the period 1960/61-2000/01), we could not find a sensible co-
integrating vector implying that there are other factors which constitute a stable
steady state path (long-run equilibrium).

In estimating the mode! represented by Equation [3-7] for the same period, we found
that the null for no co-integration is rejected while a case of one co-integrating vector

is supported by both the maximal- A (Amax) and the Atrace statistics. Result summaries
are given in Tables [3-5] to [3-7]. Here, the dummy for war entered the estimation
unrestricted.

, ",
Table 3.5: Te$ts for Number of Co-integrating Vectors

Ho:Rank =r n-r ).j -Tln(l- Amax(95% -TL In( 1- Atrace(95%

r = 0 " 6 693.379 39.96" 39.4 105.8"" 94.2

r ~ 1 5 713.359 29.54 33.5 65.83 68.5

r~2 4 728.129 17.07 27.1 36.29 47.2

r~ 3 3 736.665 10.42 21 19.22 29.7

r~4 2 741.876 8.28 14.1 8.79 15.4
r ~ 5 1 746.018 0.51 3.8 0.51 ,"JU 3.8

""Rejection at 1 % level of significance.

Table 3.6: Results of Co-integration Analysis (PCFIML output)
(a) Standardized /3' 'Eigenvectors

InYt InLt InKt InHt InXt Inpi

1.000 -0.193 -0.0197 -0.133 -0.125 -0.479
-0.252 1.000 0.235 -0.512 -0.095 0.656
-1.278 -0.0738 1.000 -0.155 0.146 -0.060
-4249 -3.628 4.666 1.000 -1.849 7.362
4.635 -4.581 -2.367 0.521 1.000 0.619
0.395 -2.746 16.719 -0.147 0.395 1.000

(b) Standardized a-coefficients
InYI ; -9.253 0.048 0.237 0.0024 -0.0126..

InKI 0.303 0.086 0.188 0.006 0.0096
InLI -0.0338 0.025 -0.0362 -0.0033 -0.0021
InHI -0.794 0.755 1.206 0.032 -0.0243
InXI 2.266 0.520 -0.181 0.041 -0.056

Inpi 1.393 -0.175 0.251 -0.031 -0.0269

Number of lags used: 2.
Variables entering unrestricted: Constant, Dummy for War (DWAR).
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Once it is statistically supported that there is one co-integrating vector, then, what is

relevant is the first column of the a-matrix (and hence the first row of the p'-matrix).

The long-run coefficients of the respective variables should be tested for 'significance'
to determine which variables are uniquely constituting the co-integrating vector. Here
a zero-restriction is imposed on each coefficient and the results for the LR-statistics
are summarized in Table [3-7].

Table 3.7: Tests for Zero Restrictions on the Long-run Parameters
InYt InLt InKt InHt InXt Inp.

l3-coefficient 1.000 -0.193 -0.0197 -0.133 -0.125 -0.479

LR-test:X2(~1) 10.345 0.0227 3.863 5.537 9.818 9.374

p-value 0.0013** 0.8802 0.0494* 0.0186* 0.0017** 0.0022**
**Rejection at 1 % level of significance.

Thus, the single equation model with the estimates of the long-run coefficients
(elasticities) can be written as:

/nYt = O. 193/nLt+O.O197InKt+O.133InHt+O. 125InXt+O.478Inpt

According to the results, capital is found to be statistically insignificant. One possible
reason is that capital had little to explain the GDP growth in Ethiopia probably
because the economy is highly dependent on the agricultural sector with a relatively
meager capital. Moreover, government investment particularly during the Derge
regime has a major share in gross capital formation. It has been empirically shown
that government investment is not robust in explaining growth in Sub-Saharan Africa
(Calamitsis et al., 1999:10). In Ethiopia, most of the government enterprises have
been performing much below their capacity. The other related explanation could be
that there is a minimum threshold level of capital that is required to trigger growth. A
more appealing explanation could also be that there are factors which limit the use of
capital in a manner it would contribute to growth. That is the systematic causation of
capital and output is weak in that increase in capital may not necessarily be
accompanied by increase in output or output may increase while capital did not grow

substantially.

We showed that there is one l.,')-integrating vector which characterizes the long-run
growth pattern in Ethiopia. The important results which lead us to a further search for
explanatory variables are: first, that capital is insignificant among the variables in the
co-integrating vector. Secondly, the co-integration is established only after accounting
for non-controllable variables such as rainfall where in particular rainfall has only a
downward effect in the sense that where there is a decline in mean annul rainfall
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Note that the Ethiopian per capita income (in logs) and its trend are scaled up by a
constant factor for trend comparison purposes. It is also assumed that Birr and USD
have the same purcnasing power.

4. POSSIBLE (EXOGENOUS) FACTORS CHARACTERIZING
THE LOW LEVEL EQUILIBRIUM

SO, what are these factors that we need to consider? As can be seen from our model,
one of the most important exogenous factors we managed to quantify is the rainfall
and as can be expected, it has a significant bearing on economic growth in
economies dominated by rain-fed agriculture. But we know that countries have
managed to register sustainable growth irrespective of rainfall conditions. Our model
explained the economy as it behaves. But, the economy as it is well explained is at a
low-level equilibrium. Increasing anyone of these factors may not necessarily bring
higher growth. We cannot, for example, increase output by increasing rainfall;
probably it would induce output to decline as it has a twin hazard effect.

One of the interesting results of the empirical analysis so far is the insignificance of
capital. The. implication is that capital fails to contribute to growth as output changes
with no systematic relation to capital or at best there are strong factors, which
facilitate the operation of decreasing returns to capital. The most important question
is why we failed to strengthen the factors that operate in facilitating the operation of
the increasing returns of capital such as technological transfer and education (ideas),
and reduce the adverse impact of those factors which facilitate the operation of
diminishing returns to capital. That is why we need to dig deeper and look at more
fundamental factors both in the structure of the economy and the behaviour of
economic agents to find plausible explanations for such a low level of economic
performance and the measures we need to take as a society to get out of it.

The Agricultural (Peasant) Sector

High Dependency on Rainfall

The essential capital in the agricultural sector as it is currently organized is the oxen.
Farmers' capital acquisition depends on the freq\lency of drought. A drought in a
particular year forces agricultural households to sell their capital stock, including their
oxen to bridge their consumption gap. This leaves them with meagre or no capital to
work with after recovery from famine. This leads to lower output for the following
years. The drought being more frequent than before (nowadays it is possible to
assume it to happen almost every three years) the blow comes for the other round
still reducing capital and output. The insignificant contribution to capital is also
justified in that in the presence of drought, capital and other inputs are simply wasted.
Consider a farmer who spent the required labour hour, land, capital, and fertilizer to

161







Berhanu Nega and Seid Nuru

and 38% of the total government budget have been expended in the fourth quarter.
The share of the capital budget expenditure in the last quarter reaches as high as
55%. This creates loopholes for corruption and waste.

The other disappointing performance of the government is its failure to facilitate the
transfer of technology. The private sector is risk averse to introduce new techniques
of production for reasons which we will discuss later. The government has the ability
to induce the private sector to facilitate technological transfer through different
incentive schemes and even through joint venture operation as in the South East
Asian case. It could have also filled the gap by investing in the strategic sectors in
terms of technological transfer. Unfortunately this option seems to be out in the
Ethiopian case

The Private Sector

It is true that the domestic saving rate is low even by Sub-Saharan standards. The
figure, however, indicates the residual of GDP and total consumption including non-
monetized items. But when we look at the liquidity problem of our banks in the
monetized sector, we recognize that the problem is not capital per se but the way we
use it. We find ourselves in the strange position of a capital-starved private sector in
the presence of a highly liquid banking sector. CBE does not pay interest on the
deposit of hundreds of millions of Birr to public enterprises. Government banks refuse
to open saving accounts to businesses to avoid paying interest on deposits.
Something has clearly gone wrong in the incentive structure operating in the

economy.

Our business community is clearly risk averse preferring short-term mercantile
engagements with quick returns over long-term productive investments with a
potential to contribute towards a more sustainable growth. The confidence level of the
business community is seriously shaken. Capital flight to safer heavens abroad is no
more a marvel for Ethiopian businesses. As the recent survey of business leaders
conducted by EENEEPRI for the African Competitiveness Report clearly shows, the
overall business environment is deteriorating.

The discussions made so far reveal that it is not the lack of capital per se which
retards growth in Ethiopia but the failure to properly use the already available capital.
To this end, it would be important to quote the statement De Soto (2000) made on
dead capital due to institutional failures to secure property rights.

"The total value of the real estate held but not legally owned by the poor of
the Third World and former communist nations is at least $9.3 trillion. "(It is
equivalent to twice the total US money supply circulating.)
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"...In the years after the American civil war, a lecturer named Russell Conwell
crisscrossed America delivering a message that stirred millions of people. He

told the story of an Indian merchant who had been promised by a prophet
that he would surely become rich beyond all imagining if only he would seek
his treasure. The merchant travelled the world only to return home old, sad,
and defeated. As he re-entered his abandoned house, he needed a drink of
water. But the well on his property had silted up. Wearily, he took out his

spade and dug a new one-and instantly struck the Goloconda, the world's

greatest diamond mine Leaders of the Third World and former communist nations need not

wander the world's foreign ministries and international financial institutions
seeking their fortune. In the midst of their own poorest neighbourhoods and
shantytowns, there are -if not acres of diamonds -trillions of dollars, all ready
to be put to use if only the mystery of how assets are transformed into live

capital can be unraveled" (De Soto 2000: 37).

All the issues we highlighted above require us to ask a series of questions about
problems in the deep structures of the economy. Why so much dependence on
rainfall agriculture for so long? Why so much dependence on agriculture with
inelastic demand and ,decreasing prices that fail to lift the majority of our peasants out

of poverty? Why so much lag in technology and dependence on obsolete methods of

production? Why the inability to reform an incompetent and corrupt government
bureaucracy? Why such poor and wasteful performance in the government sector in
a country where most of the capital budget is secured by aid and loan? Why is the

private sector unable to compete even in areas that are supposedly in the country's
comparative advantage? Why are our businessmen (nay our whole population) risk

averse in terms of innovation and introduction of new technology? Why banks fail to

lend? Why in general we fail as a nation to exploit our capital, and our resources
effectively? How can we fail to resolve the mystery of converting the available assets
into "live capital" as De Soto inquired? Why have we so miserably failed to build our

social capital or even to emaciate what we had?

Our tentative answer is that the "mystery" lies in the deep fundamentals. It lies in the

issues that economic theorizing has hitherto assumed away because these
fundamentals are in place in the more developed societies or are very difficult to

model or quantify. These issues are partially raised in the economic history literature.
What is needed is to take stock of the wisdoms that are accumulated in this literature

and in other social science disciplines and use it to develop a more coherent theory
about the multifaceted nature of the development problem that countries such as ours
are facing. To close this discussion, it is worth quoting at length David Landes' recent
findings from economic history about the determinants of development:
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"This ideal growth-and-development society would be one that
1. knows how to operate manage, and build the instruments of production and

to create, adapt, and master new techniques on the technological frontier.
2. was able to impart this knowledge and know-how to the young, whether by

formal education or apprenticeship training.
3. Chooses people for jobs by competence and relative merit; promoted and

demoted on the basis of performance.
4. Affords opportunity to individual or collective enterprise; encouraged initiative,

competition, and emulation.
5. Allowed people to enjoy and employ the fruits of their labour and enterprise.

These standards imply corollaries; gender equality (thereby doubling the pool of
talent); no discrimination on the basis of irrelevant criteria (race, sex, religion,
(ethnicity) etc.); also performance for scientific (means end) rationality over magic
and superstition (irrationality).

Such a society would also possess the kind of social and political institutions that
favour the achievement of these large goals; that would, for example,

1. Secure rights of private property, the better to encourage saving and

investment,
2. Secure rights of personal liberty -secure them against both the abuses of

tyranny and private disorder (crime and corruption).
3. Enforce rights of contract, explicit and implicit.
4. Provide stable government, not necessarily democratic, but itself governed

by publicly known rule (a government of laws rather than men). If democratic,
that is based on periodic elections, the majority wins but does not violate the
rights of the losers; while the losers accept their loss and look forward to
another turn at the polls.

5. Provide responsive government, one that will hear complaint and make
redress.

6. Provide honest government, such that economic actors are not moved to
seek advantage and privilege inside or outside the market place. In economic
jargon, there should be no rents to favour any position.

7. Provide moderate, efficient, unready government. The effect should be to
hold taxes down, reduce the government's claim on the social surplus, and
avoid privilege.

This ideal society would also be honest. Such honesty would be enforced by law, but
ideally, the law would not be needed. People would believe that honesty is right (also
that it pays) and would live and act accordingly.

More corollaries: This society would be marked by geographical and social mobility.
People would move about as they sought opportunity, and would rise and fall as they
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SHARE IN GDP
1960/61- 1974n5- 1991/92- 1960/61-
1973"4 1990/91 2000/01 2000/01

AGRICULTURE & ALLIED
ACTIVITIES j 68.13666396 55.57976937 49.22518212 58.31759015

Agriculture 62.51426445 48.93466843 na na

Forestry :, 5.576540022 6.608607302 na na

Fishing 0.045859485 0.036493647 na na

INDUSTRY 9.195540267 11.43273595 10.58304371 10.46157346

Mining & Quarrying 0.215372429 0.192805508 0.444172483 0.261820304
Large & Medium Scale

Manufacturing 2.556846929 4.364346153 4.120980366 3.687793787
Small Scale Industry &

Handicrafts 2.012854345 2.167884938 1.930458102 2.057038678

Electricity & Water 0.826162113 1.336214705 1.572055143 1.219572463

Construction 3.584304451 3.371484649 2.515377618 3.235348232

DISTRIBUTIVE SERVICES 11.61626328 14.26572237 14.02455721 13.30220825

Trade, Hotels & Restaurants 8.861074893 9.778620176 8.05861166 9.045797758

Transport & Communications 2.755188391 4.487102195 5.965945545 4.256410494

OTHER SERVICES 11.05153249 18.72177217723 96 17.91862814
Banking, Insurance & Real

Estate 3.385476278 5.562547172 6.494338584 5.046423309
Public Administration &

Defence 3.408840426 6.967188309 11.44442173 6.844150841
Education 1.201768059 2.08838994 2.325717435 1.84352576

Health 0.594466768 0.759305007 1.117885191 0.79047736

Domestic & Other Services 2.460980961 3.344341874 4.784854024 3.394050867

TOTAL 100 100 100 100
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SHARE IN SECTOR GROWTH (VALUE)
1960/61- 1974nS- 1991/92- 1960/61-
1973n4 1990/91 2000/01 2000/01AGRICULTURE & ALLIED ---

ACTIVITIES 2.0991 0.58557 2.445 1.3522

Agriculture 1.755687529 0.230910366 na na

Forestry" 0.342399766 0.359343608 na na

Fishing 0.000428978 0.001765269 na na

INDUSTRY 7.0441 3.5955 6.0573 3.3462 J

Mining & Quarrying 0.200482885 0.093168204 0.352227246 0.126242113
Large & Medium Scale

Manufacturing 3.047933886 1.641584208 3.003295536 1.650831067
Small Scale Industry &

Handicrafts 1.316931551 0.315549329 0.792543269 0.51047636
Electricity & Water' '. 0.977494409 0.560841828 0.370275605 0.595518377

Construction 1.54441067 0.896187044 1.601555021 0.520039556

DISTRIBUTIVE SERVICES 7.7784 2.4714 7.0546 3.448

Trade, Hotels & Restaurants 5.550577672 0.943002814 4.517915339 1.723651642

Transport & Communications 2.228094998 1.503984609 14.42212909 1.714888112

OTHER SERVICES 6.8637 4.7475 8.4964 5.5716
Banking, Insurance & Real

Estate 1.686934624 1.224566378 1.820135662 1.409561058
Public Administration &

Defence 2.154489619 2.166604237 5.078165319 2.443671061

Education 1.222700019 0.390911049 0.436726069 0.548578994

Health 0.296454147 0.152391474 0.30879769 0.212607604

Domestic & Other Services 1.527293797 0.810626278 0.857758648 0.947817231

TOTAL

175












