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AN ANALYSIS OF FINANCIAL SECTOR AND
CREDIT POLICIES DURING THE DERG PERIOD
AND POST-DERG REFORMS

Gebrehiwot Ageba™*

Absiract

The paper provides systemalic analysis of the past and curment financlal sector,
credit, and other related policies in Ethiopia based on a critical examination of the
provisions of the numerous proclamations, regulations, and directives govaming
economic activities in the country, the incentiveddis-incentive elements contained
in them, and their consequences. It also gives an assessment of developments in
the financial sectar folfowing the reform, as well as the depth and structure of the
financial sector,

A severe form of financial repression which, unfike many other financially
repressed economies where suppression was generally through taxes, stamp
duties and an un-conducive legal framework, mainly took the form of outright
prohibition and was driven by ideology, existed during the Derg regime. Financial
institutions were effectively reduced into mere instruments for channelling private
sector resources for public sector use. The govemmenl! also reserved for itself a
large share of the income transfers from ulfimate lenders (iegqsavers) fo
borrowers resuiting from ceilings on interest rates. Restrictions on private sector
access to credil together with the stringent absolute limit on single borower
loans served as effective instruments in suppressing the private sector.

A marked increase in the magnitude of loanable funds of the banking system,
mainly due fo a switch out of non-eaming existing assets, and a fundamental
shift in the flow of credit towards the private sector occurred during the post-Derg
penod. Entry into the financial sector has been slow but steady, However,
concentration in terms of ownership, asse! porifolio, as well as institutional,
sectoral and geographic distribution of infermedialion services, remains too high.
Besides, some regulatory issues of crifical significance remain yet to be
addressed,

1. ECONOMIC POLICY DURING THE DERG

i1.1. Introduction

This paper discusses policies during the period of financial repression and the
financial sector reforms and liberalisation that followed. The policies which were in
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place during the socialist period with a focus on government attitude towards the
private and financial sectors, and on policies and measures affecting investment and
credit are discussed in section 1. Section 2 gives the recent policy
reforms/liberalisation and some aggregate outcomes. Section 3 outlines the depth
and structure of the financial sector and concludes.

1.2. General Economic Policy of the Derg

Four months after it assumed power' the Derg declared Hibrettesebawinet (Ethiopian
Socialism), explained to mean “equality; self-reliance; the dignity of labar; the
supremacy of the common good; and the indivisibility of Ethiopian Unity", as its
guiding ideology. It used the banner Ethiopia Tikdem (Ethiopia First”) which, it
deciared, means that the common good is paramount over individual, corporats,
ethnic, or regional interest (PMGE 1974:8). The same declaration stated the
economic policy of the Derg as:

... those resources that are either crucial for economic development or
are of such a character that they provide an indispensable service to the
community will have to be brought under govermnment control or
ownership. Essential economic activities which are not amenable to
centralised public management will, though outside the public sector, be
subject to public monitoring to ensure that the public interest is properly
served. Activities in the private sector which are not harmful to the interest
of society will be left in private hands in so far as they do not impede the
objectives of "Ethiopia Tikdem" (PMGE, 1874:10).

The Derg found it necessary to clarify its economic policy, which it did by issuing (in
February 1975) the Declaration on Economic Policy of Socialist Ethiopia. This
delineated sectors and activities/areas reserved for the state, those for joint state-
private capital participation/co-operation, and those left to the private sector, with the
financial sector falling in the first group, i.e. exclusive reserve of the state. Small-scale
business and industry, domestic and foreign trade, and road transport constituted the
third category (PMAC, 1875a:3).

A swift wave of nationalisation followed, The financial sector was the first target. all
banks® financial organizations and 13 insurance companies were nationalised in
January 1975. Most of the banks in existence were state owned even before® while
the insurance companies were private (and almost all foreign owned (Giday, 1981).
Next, it nationalised 72 of the largest companies and acquired majority interests in 29
others (February 1975), promising to pay fair compensation, which it never did. If it
did, however, it would have marked a major policy inconsistency and double standard
since no compensation was promised or paid in the case of financial institutions. That
it reneged on this promise was, perhaps, one of the early signs that it could not be
trusted, hence the beginning of erosion of its credibility. To make the nationalisation
drive complete, three other proclamations followed: The Public Ownership of Rural
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Lands Proclamation MNo. 31/1875 (PMAC, 1975b), which made all rural lands
collective property, and the Urban Lands and Extra Houses Proclamation No.
4711975 (PMAC, 1975c), which transferred urban lands and extra (i.e. rented out)
houses to the government, brought two of the main facters of production (land and
capital) and the housing property under its control. Next came the Public Ownership
of Private Schoals Proclamation Mo. 54/1976, which nationalised schoals,

In its determination to suppress the private sector, the Derg felt that the
nationalisation and restrictions of activities for private sector participation were not
sufficient. Thus, in December 1975, it issued the Proclamation Relating to
Commercial Activities Undertaken by the Private Sector No. 76/1875, the purpose of
which was to limit the type and extent of private capital in the economy as well as in
the activities/areas left to the private sector (PMAC, 1875d). According to this
legislation, new licenses were to be issued to individual enterprises based on the
amount of capital invested. It put ceilings on the amount private entrepreneurs could
invest: Br 200,000 (US $96,000) for retail establishments, Br 300,000 for wholesale
establishments, and Br 500,000 (raised to Br 1 million in 1585) for industry. The
capital limit does not apply to firms already above it, and does not take Inflation into
account. It also prohibited pulling together of capital through partnership or company
(with the exception of general partnerships, which should not exceed § persons).
While these limits would have led to proliferation of a large number of small
businesses, there were other restrictions in the same legislation which ensured that
this would not happen. The number of licenses (or business activitie®) was limited to
one per individual and with no branches; and individuals with a permanent job or any
other source of income were prohibited from getting a license. These restrictions in
effect alse limited re-investment of profits and dividends in new businesses or
expansion of existing firme, only replacement investments are possible once the
capital limit is hit.

To what extent these limits had been effectively enforced is, of course, another
matter. There were attempts to find ways round them; e.g. getting licenses in the
names of family members/relalives, understating capital when applying for license,
ete. Befecadu (1594) notes that profitable oppertunities created by shortages were
large enough to lempl entrepreneurs to exploit them by circumventing the law, with
help from those responsible for implementation of the legislation. ... limils on plant
size as well as branching restrictions were ignored. Production went underground and
indusirnial entrepreneurs mushroomed in the backyards, garages as well as open
spaces’. MNeveriheless, the hostile government attitude towards the private sector
remained a8 major cbstacle to private nvestment and development. Meoreover, for
those sufficiently motivated to invest by circumventing the law, the bribes involved
increased their costs of entry and of doing business. Anather, perhaps more effective,
limit on private investment came from the limits on single borrower loans (which were
just Br 500,000 in the case of AIDB and Br 1 million in the case of CBE) intended to
limit large exposures by banks (NBE, 1886c). This constitutes a constraint which is
unlikely to be circumvented easily and, to the extent potential investors have no own
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funds, a binding one. These low single borrower limits remained in place even after
the ceilings on private capital were raised (discussed below).

Still another constraint was lack of access by the private sector to trained manpower.
All college and university graduates were being allocated by the government and
placement was strictly within the public sector only,

All the above measures aimed at stifling the private sector were further supported by
a progressive business Income tax, the marginal tax rates for unincorporated
business incomes and profits were 82% in industry and 89% in agriculture, and were
applicable to annual incomes above Br 36,000. These restrictions have implications
on private sector credit demand {more on this later),

1.3. Reform Attempis by the Derg

In January 1983, the government, in an effort to promote development through
foreign capital paricipation Issued the Joint Venture Proclamation No. 235/1983.
About 44 5% of the planned total investment in its Ten-Year Perspective Plan
(TYPP), covering the 1984/85-1993/94 period, was to be financed from foreign
sources, The joint venture legislation allowed participation of both private and public
foreign capital (up to a maximum of 49%) in joint ventures with Ethiopian public (but
not private) capital, provided business income-tax relief. and import and export duty
exemption, and allowed remittance of foreign exchange and exemptions ¥ taxes on
dividends. However, neither did foreign resources flow in, nor was economic
performance satisfactory

As can be inferred from the measures that followed, there was dissatisfaction on the
part of the govermment itself, although not admitted in public, in its economic
achievemants. Thus, in November 1888, the 8th Plenum of the Central Committee of
the Warkers Party of Ethiopia [WPE) passed thireen resolutions which were to lead
te the first major attempt at policy reform, including investment policy. Among the
elements of the resolution were:

“... raise the ceiling on private capital in small-scale industries ., [and)]
create legal conditions for private investars with adequate capital and
management skidls to paricipate without any capital limitations,
privately, in partnership, concessional arrangements or joint ventures
with the government in the fields of large-scale agriculture, animal
husbandry and animal by-products, industry and services ..”

The guiding ideclogy, however, remained socialism: poor implementation, lack of
commitment and adequate support rather than the secialist pelicy as such were
blamed for the disappointing performance. The resclution also sought to create
conditions conducive o enabling the private sector to "contribute to the construction
of socialist economy” rather than to develop as a sector in its own right (resolution
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10). It was to be covered in the indicative plan (resolution 5).

The resolutions were followed by two proclamations. the Small-Scale Industries
Development Prociamation No. 30/1989 (1988) and the Hotel Services Development
Prociamation No. 31/1986. The former raised the capital ceiling on investment to Br 2
million for individual entreprensurs and Br 4 million for business crganizations,
permitted investment in more than one enterprise, provided the overall amount did
not excesd Br 4 million for individual enirepreneurs and 8 million in the case of
business firms: exempted co-operatives from any ceiling, provided customs duties
exemptians for initial purchases of capital goods and income tax exemption to small-
scale enterprises in manufacturing which expart at least 10% of their annual sales.
The latter ralsed the capital ceiling to Br 3 million for individual entreprensurs and Br
B million for a business organization, and provided tanff exemption on imports of
basic infrastructure with value up to Br 300,000, However, these did not have any
meaningful positive effects on investment.

In a drastic reversal of its socialist policy, as articulated in the Program of the Mational
Democratic Revolution (PNDR), the government, following the resolution of the 11th
Plenum of the Central Commitiee of the WPE, declared the Mew Economic Reform
Program (NERP} in March 1990, The NERP aimed to promote a mixed economy and
actively encourage the private sector (which, so far, it regarded as an adversary)
through new incantives and elimination of state controls including limits on capital,
area of participation (PDRE, 1990}, marking a shift in the govidnment's attitude
towards the privale sector from hostile to supportive.

Accardingly, in May 1980, a new investment decree (Special Decree No. 17/1530)
was issued. Size restrnictions on private investment were removed, and private sector
participation was encouraged in most sectors except public utilites, banking and
insurance which was subject to prior approval of the Gouncll of Ministers: The
restriction an foreign capital participation to joint venture with state capital only was
lifted, allowing foreign investment directly and through joint ventures with Ethiopian
private or state capital. A range of incentives including exemptions from customs
duties and taxes, income tax holidays {(albeit limited to investments of over Br
300,000 in agriculture -and Br 500,000 in industry) and personal tax exemption to
expatriate employees were provided to both domestic and foreign investors. Forms of
business organizations such as ordinary and general partnerships, limited
parnerships, share companies and private limited companies were allowed,
restrictions on number of investment licenses and branches were lifted. The marginal
business income tax was reduced from B9% to 508%, albett for incorporated
enterprises only (i.e, not for individual entrepreneurs). The investment decree was
followed by a series of regulations designed to implement the new policy: regulations
Mo, 7/1990, 8/1990 and /1880 referring to Licensing of agriculiural projects,
industrial projects and hotels and tourism, respectively, and regulation No. 10/1880
on the modalities of participation of foreign investors were issued. Moreover, the
Multinational Investment Guarantee Agency (MIGA)® convention was ratified (decree
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Neo. 39/1980). The government also signed the convention in September 1990

Although the NERP significantly reduced (but did not remove completely, as we will
see in the next section) restrictions on econemic activity and discrimination against
the private sector, and provided strong incentives, it came too late to see
implementation. By then the government had lost control over most of the northern
part of the country to the opposition forces and was facing major military defeat.
Indeed, the reform itself arguably was partly motivated by its defeat in the war front; it
hoped to buy popular support with the reform.

1.4. Financial Sector and Credit Policies of the Derg

All elements of financial repression existed in their severe form: contrels on financial
prices (i.e. interest rates and exchange rates) and restrictions/controls on new entry
to the sector as well as on the activities and portfolios of existing financial institutions.
The central bank, the NBE, had the power 1o ... control the operations of banks and
other financial institutions" and to ... direct banks and other financial institutions to
deny credit allocations to enterprises ...” (Proc. no. 89/1976, articles 3(4) and 5(5)).

All financial institutions {except the SACCs, whose asset’ shares do not exceed 1%
of the sector's assets and whose loan services are limited to their members) were
publicly owned and entry was barred, thereby establishing a public mongpoly in the
financial sector. Moreover, the financial system has been segmented whh financial
institutions having specialized functions; specialisation not based on efficiency in risk
and transaction cost considerations: individual institutions have been operating in
specific businesses allocated to them, each enjoying a monopoly in its segment.

AIDB (now DBE) specialized in development loans by raising funds only through
(both fersign and domestic) borrowing and time deposits: although article 8(10) of
proc. 158/1979 authorised the bank to accept savings deposits (but not demand
deposits) it never did. Neither has it used equity participation despite a provision for
this {article 8(9) of Proc. 158/1579) and the emergence of possibilities for equity
investment due to the joint venture proclamation. HSB® (now CBB) had monopolised
the loan business for housing development and construction industries. It was
autherised to mobilise funds through time and savings deposits but not current
accounts (Proc. no. 60/1975). The central bank also specified that time deposits of
Covernment-owned Undertakings (i.e. public enterprises and state farms) shall be
maintained only with the AIDB or HSEB, while savings deposits shall be maintained
only with the HSB or CBE® Such enterprises were ordered to transfer their deposits
maintained with other banks accordingly’ (NBE 1986d, 1986e) Neither AIDB nor
HSE provided other banking services such as overdrafts, remittance transfers safe
keeping and exchanges {import and export) to the general public. The EIC" and
PSSA (now SSA), the only formal'? contractual savings institutions, specialized in
insurance and pensions, respectively.
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Bank credit was administratively allocated, mainly to the socialised sector (i.e. Public
Enterprises, State Farms, and Cooperatives). Interest rates on loans to different
economic and social sectors were administratively fixed. The NBE set lending rates
ranging between 4.5-9.5%, depending on the type of ownership and sector.
Authorities used elaborated policies which specified financial instruments and their
returns; interest rates on different types of deposits were administratively set. Time
deposit Interest rates ranging between 1-7.5% depending on type of depesitor and
maturity'* were fixed — the minimum period required for time deposits to earn interest
was 1 year. The structure of interest rates on savings deposits was such that large
deposits earn a lower rate, the exact opposite of the structure commenly found in
market-oriented economies; the interest rate on savings deposits up to Br 100,000
was 6% per annum while deposits above this were earning 2% (note that the
minimum rate on savings deposit is higher than that on time deposits) The
government also specified the types of instruments each financial institution could
issue, hence public and private enterprises as well as individuals can hold, thereby
severely limiting the ability to diversify portfolio and manage funds (e.g. Government
Owned Undertakings were prohibited from holding time deposits with maturity longer
than 1 year). The earning financial instruments available to the general public were
restricted to savings and time deposits only. The use of credit instruments such as
gverdraft facility was discouraged. An unpublished government document, "Credit
Paolicy for Banks®, states that “overdraft facility, which is a hindrance to the rational
and flexible allocation of funds by the banks must be discouraged'(emphasis added)
Usury has been made illegal, driving the activity underground, henge making it not
only difficult to borrow from the informal credit market but also expensive, i.e. interest
rates such lenders charge may involve a premium far the risk of being caught.

The government restricted equities through its prohibition of the pulling together of
capital through partnership (discussed earlier). It also restricted both foreign and
domestic private bands, thereby preserving a sheltered market for its bonds and bills
(aithough they were not available to the general public) as a source of cheap funds.
Mot only did they offer low yields (only 3% for treasury bills and 55 for bonds until 1
October 1992) but were also llliquid since, given the absence of secondary market,
they had to be directly held until maturity (rather than being traded).

In addition, high reserve and liguidity ratio requirements, and exchange rate controls
were in place (the exchange rate was fixed at Br 2.07 to the US dollar),

Unliké many financially repressed developing countries where suppression was
generally through various types of taxes, stamp -duties and an unconducive legal
framework, financial repression in Ethiopia mainly took the form of outright
prohibition, The financial sector was simply regarded as a means of channelling
resources in accordance with the national plan and as subservient to the real sector
rather than as an economic activity in its own right.
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it has become necessary to establish a wider base for growth by
recrganizing, co-ordinating, controlling and centralizing the banking system
in order to assure a mare rational and effective allocation of resources and
banking services with due regard to the country’s social and economic needs
and in keeping with the broad ohjectives of the national plan [Proc. no
29M1978) (emphasis added)

Credit policy was driven by ideology, as can be seen from the explicitly stated priority
given to the socialised sector (jpso facto marginalising the private sector)

.. in the transitional period from a mixed economy to a socialist econamic
arder; financial institutions will use the credit facility as factor of strengthening
and expanding the socialized sectorand encouraging projects for as long as
such projects are economically and socially desirable; the socialized sector
will recelve priarity in credit allocation” [NBE, 1976]

Financial institutions in effect served as means of generating and channelling
resources to the public sector (i.e. central government, public enterprises, and state
farms) in three ways. First, through the zero-yield required (and excess) bank
reserves; second, through capital charges, taxes and ‘'dividends'. Public financial
institutions had to pay a capital charge of 5% of the state capital plus the general
reserve fund, and 50% profits tax, as well as sales & transaction taxes and excise
taxes to make special contribution (egual to 30% of net surplus) to the general
reserve fund (until such fund equals 60% of the state capital), and“ransfer the
residual surplus to the government, as an cwner, as ‘'dividends' (Proclamation No.
1631979)

The third is through credit. The public sector has been the major user of bank credit.
The share in domestic credit of the central government alone (i.e. excluding credit to
public enterprises and state farms), which was only 11% in 1974, averaged 47%
during 1975-90 {and 50% during 1980-1990). In 1990/91 the central government and
public enterprises together accounted for 87% of total loans & advances outstanding.
To the extent that controlling deposit and lending interest rates results in income
transfers from ultimate lenders (ie. savers/depositors) to borrowers and that the
share In total loans determines the proportion of these transfers going to a certain
borrower, the gavernment, by giving itself and public enterprises priority access to
bank funds, reserved for itself a large share of the transfers,

There are also Indications that banks channelled private sector resources to the
public sector. While this is not peculiar to Ethiopia, it is large compared to other
developing countries. The public sector had a negative resource balance, on the
average, of 15% of GDP {the private sectnr had been the largest saver and the only
sector with positive savings-investment balance) during 1981-90 (World Bank, 1881}
which is almost twice the average figure for Sub-Saharan Africa (which is 7.6%) and
more than twice that for low income countries (see Annex 2.3). And the ratic of
private sector borrowing from CBE to private deposits with the same was only 17%
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(the remaining 83% available for use by the public sector). Thus, in effect, the CBE
served as an agency for channelling private sector savings for public sector use at
low cost (Gebrehiwot, 1994). Private sector crowding-out had been quite high: its
share In demestic credit, which was about 86% in 1874 fell to just less than 5% In
1980, 95% of HSB, 89% of CBE, and 78% of AIDE |loan portfolios in 1988/90 were
with the sccialised sector (Gebrehiwot, 1994), Even in flow terms, the share of ihe
private sector had been disproportionately low: between 1981/82 and 198%/90, public
enterprises and co-operatives received more than 59% of the loans and advances
disbursed by the banking system (NBE Annual Report, own calculation). It should,
however, be noted that the observed low share of the private sector partly could have
resulted from lack of private sector credit demand, the various restrictions the sectar
faced (discussed earlier) franslate into limited demand for investment, and
consequently for credit, by the private sector

Discrimination against the private sector was not limited to credit access. The interest
rate schedule (effective 1 July 1986) explicitly price-discriminated against the private
sector a directive by the NBE fixed lending interest rates of 8% for private, cempared
to 8% for public, industnial enterpnses; and 8% for private as opposed to 6% for
puthc enterprises in agnculture (NBE., 1888a) Private enterprises faced further
discimination in credit since banks required them (o insure their assets (this was not
a reguirement for pubhe enta:rpnses.": for an insurance fee of 1 to 2 percent af the
lgan amount, thereby increasing ther effective cost of borrguing. Additional
discrimination, hence costs, emanated fram bureaucratic hur%:as in financial
inshitutions and difficult procedures including the valuation of assets not only of
barrowers but also of their personal guaranters various (legal and illegal) charges
therein, and delays in extending credit. There were also up-front charges demanded
by unscrupulous loan officers According to a World Bank study, * . such costs may
Be as high as 10 percent of the loan amount” and small borrowers are particularly
vulnerable ta this (World Bank, 1991, Annex |V). Mareaver, the singie borrower imits,
of Br 500,030 and Br 1 million impesed on AIDE and CBE loans to private borrowers
respectively imited the amount of bank finance they can receive

Despite all these the NERP, which is widely regarded as far-reaching and which, in
many respects, represented a radical departure from secialism, introduced neither
changes in the credit and financial sector policies which were designed to build a
socialist economy nor financial sector reform of any sort. This represents a major
palicy Inconsistency in the NERP: trying fo encourage private sector participation
while continuing to discriminate against it in financial services. The government
claimed now to believe in the role of the private sector in economic development,
similar to "government organizations, cooperatives and mass organizations”

" whereas It is believed that invesimenls by participants in mixed econamy,
namely, government organizalions, cooperatives, mass and private
organizafions, Ethiopian entrepreneurs and foreign investors can immensely
contribule to the country's economic development by making available better
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and wider supply of goods and services...” (Proc. No. 17/1880).

Yet, it failed to take measures to give it improved, if not equal, access to credit.
Moreover, for all its pervasive problems of inefficiency, bureaucratic hurdles (even
corruption) and complicated borrowing procedures, there was no attempt to reform
the financial sector. The anly indication of an intention on the part of the government
to reform this sector comes from article 5(3) of the Council of State Special Decree on
Investment No. 17/1990 (Megarit Gazeta, 1980b) which states that "investment in the
provision of ... banking and insurance ... activities shall require the prior authorisation
of the Council of Ministers”.

Besides, unlike in the other sectors, this was never followed by any reguiation
designed to guide its implementation. Of course, as it turned out, even the reforms
that were followed by such regulations were not implemented since the government
was toppled In May 1891

In summary, the Derg period was characterised by private sector restrictions, price
distortions and institutional weaknesses. Despite some late reform attempts, the
private sector had been subjected to sectoral restrictions; overly regulated and
bureaucratized licensing system, cumbersome and time consuming business
registration procedures, Including acquisition of premises as a precondition for
registration; difficulties of access to land, foreign exchange, trained manpower and
other inputs; and gross discrimination in the formal credit markel. Nereover, the
financial sector remained a state monopoly and severely repressed,

Following the overthrow of the Derg regime, changes in economic policies as well as
political, administrative and institutional structures began to be introduced by the
Transitional Government of Ethiopia (TGE). The changes aimed at removing
restrictions on private sector and price distortions, and institutional reforms, We now
turn to a selective review of the relevant policy changes, in the light of private
investment, availability of loanable funds. entry and competition in the financial
secior, credit demand, and access to credit.

2. RECENT REFORMS AND LIBERALISATION

Policy, legal, regulatory, supervisory and institutional reforms have been undertaken.
The TGE distributed its draft economic policy for the fransition period for public
comment. The Transition Period Economic Policy (TGE, 1581) clearly definad the
role of the state in the economy, explicitly acknowledging state control over the entire
economy as the major cause of economic decline and the need to shrink that role,
concentrating on the social sectors and infrastructure. It also broadened the scope of
private investment. Moreover, it gave full autonomy to state-owned enterprises (SOE)
and financial institutions, and imposed hard budget constraints. SOEs are required to
use profitability criteria and to operate In competition with the private sector, hence

62



Ethloplan Journal of Economics, Volume V1, No. 1, April 1887

ending the credit access priority and other special privileges they enjoyed: “they
should be ftreated like any private enterprise without favours and privileges
whatsoever” (TGE, 1991). In addition, it declared its intention to privatise.

The TGE adopted a World Bank/IMF supported SAP, launching the first three-year
program in late 1892, which was continued by the EPRDF government which (voted
in the May 1995 election) took power in August 1995. The main reforms covered by
the SAP are exchange and trade systems; public enterprises; financial, agnicultural
and transport sectors; fiscal reforms; and investment promotion. Here the focus is an
investment incentives and financial sectar reforms/liberalization.

2.1. Investment Promotion

A number of legislative and institutional measures have been taken. A new
ihvestment code and tax system have been introduced. The Proclamation to Provide
for the Encouragement, Expansion and Coordination of Investment No. 15/1992 laid
the legal and institutional basis. The Investment Office of Ethiopia {now Ethiopian
Investment Authority) was established to serve as a one-stop office for the
administration of investment; the registration and business ficensing system inherited
from the previous regime Involved several preconditions and cumbersome
procedures of double-checking (e.g. acquisition of premises was a pre-condition for
registration while potential investors had to go through a lengthy process to get a
license) %

Guarantees and constitutional protection of private investment were provided, ruling
out by legisiation, far the first time, nationalisation without adeguate compensation
and legal procedure In contrast, both Proc. 242/1966 of the Imperial era and Proc.
Mo. 17/1990 of the Derg were silent an this issue. In the latter case, despite the
deciared shift to mixed economy, the silence, given the Derg's history, not only of
aggressive nationallsation, but aiso of expropriation of private property in violation of
its own proclamations'® fresh in pesople’s memory, was perceived as deliberately
lzaving the option open, thereby creating uncertainty to potential private investors.

Fiscal incentives have been introduced to encourage private investment, the mam
instruments in use being tax holidays, customs duty exemptions on equipment &
machinery, tax reductions, and investment tax credit. The tax holidays are non-
discriminatory in the sense that both domestic and foreign investors are eligible and
that they apply both to new investments as well as expansion or upgrading. However,
they discriminate by size and location in the sense that large investments (i.e. above
Br 250.000 in case of domestic investors, US $500,000 in case of foreign investors,
and US $300,000 for joint ventures) and investments in “underdeveloped regions’
receive favourable treatment (Proc. no. 37/1996). Income tax for organizations, which
was 598%, has been reduced first to 40% in 1994/95, and then to 35% - a rate
considered as internationally competitive standard (Proc. Mo. 62/1983; 36/1886).
Moreover, export taxes have been abolished except for coffee (Proc. no. 38/1993).
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Cognisant of the public nature of investment in R & D and training, all such
expenditures have been made tax deductible, While the use of tax holidays and duty
tax exemptions is not new in Ethiopia (both the Imperial and Derg regimes used
them), it is apparently for the first time that tax incentives are provided to encourage
private investment in R & D and training.

The incentives have been further improved by Proc. No. 37/1996 which systematised
and consolidated them in line with the federal structure of the government. The
proclamation: (a) expanded the scope for foreign capital participation by allowing
foreign investment in the form of sole proprietorships, business organizations
incorporated in Ethiopia or abroad, public enterprises or cooperative societies; (b)
simplified the procedure for investment permit and eliminated the requirement for
trade or operating license until the completion of project implementation and the
commencement of production or rendering of service; (¢) allowed foreign investors to
operate foreign currency accounts in authorised local banks for transactions related
with their investment; (d) permitted foreigners to remit incomes from liquidation of
assets, transfer of shares, profits, dividends and employment as well as repayment
of external loans and payments related to technology transfer; (e) reduced the
required minimum share of domestic capital participation in joint ventures from 51%
to 27%, eliminating, for the first time, the legal requirement of at least 51% equity
holding by domestic partners - during the imperial as well as the Derg eras, foreign
capital participation in joint ventures was limited to a maximum of 49%., and (f)
abolished the cash deposit requirement on foreign investors of at least $5% of the
investment capital to obtain a permit.

2.2, Financial Reform/Liberalisation

Public Enterprises Proclamation No. 25/1992 provides the legislative basis for the
implernentation of public sector reforms, divestiture and privatisation.

The financial reforms and (internal) liberalisation undertaken include elimination of
prionty access to credit; interest rate [iberalisation: restructuring (including portfolio
cleaning and re-capitalisation of state-owned banks) and introduction of profitability
criteria; reduced direct government control of financial intermediaries and limits on
central bank and banks loans to the government: enhancement of the supervisory,
regulatory and legal infrastructure and power of the NBE" allowing private financial
intermediaries through new entry of domestic private intermediaries (rather than
privatisation of existing ones); and introduction of treasury bills auction markets.

Interest Rate Liberalisation
Financial liberalisation has been gradual rather than a big-bang. It began at the end
of 18892 when nominal interest rates on deposits and loans were raised,'®

discrimination of credit access and interest rates by type of ownership (i.e. between
SOEs, Co-operatives and private firms) eliminated, sectoral interest rate
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discrimination reduced, and domestic establishment of private financial institutions
allowed and encouraged (Proc. No. 29/1992;, NBE 1992b), This was latter followed by
a promulgation of a series of legislation relating to the financial sector, "

Further, liberalisation in September 1994 eliminated sectoral discrimination of lending
rates, which had continued (favoning agriculture and housing & construction), albeit at
a reduced degree; lending rates were increased to 14-15% for all sectors of the
economy, and deposit rates to 10-12% (NBE 18943, 1094b). On the average, interest
rates were above Inflation (see Table 1)

Tahle 1. Interest Rates and Inflation

2 Jan, 1 Dec. 16 Sep.
1995 - 30 1995 -15 1986 - 30
1892/93 | 1993/94 | 1994/95° | Nov. 1995 | Sep. 1996 | Dec. 1997
“Nominal deposit rate 10-12 10-12 j0-12 10 11 7

Mominal lending rate 11-15 11-15 14-15 15 16 10.5
Interest spread 1-5 1-5 25 5 ] 35
{raminal)
Inflatian 10.0 1.2 13.4 0.9 049 5.4

source. NBE Annual Reporl. 1994/95

" interest rate figures apply anly up to end of 1994 since & policy of a fioor on deposit interést rates and
cefling on lending rates was adopted as from January 2, 1985, The interest rate figures shown for the
period since the beginning of 1985 are the respective floors and ceilings, hence the indicated spread s
the maximum

= for Fiseal Year 1906/37

Since January 1995, the central bank switched to a policy of floors™ on deposit
interest rates and ceilings on lending rates, allowing banks to set interest rates
(provided they do not discriminate between similar categories of depositors and of
borrowers) (NBE 1994b, 1995c). The floors and ceilings restrict the pricing schedules
of banks i.e limit the spread between deposit and loan rates (the maximum nominal
spread was 5% between December 1995 and early September 1996, reduced to
3.5% beginning mid-September). Mevertheless, these rates, combined with retatively
low inflation, resulted in positive real rates. This, together with the non-taxability of
interest income and the implicit governmen! guarantee on deposits, especially
deposits with the CBE®' make deposits quite attractive assets to savers. While
controlling inflation rather than raising nominal interest rates has been the
government's preferred means to achieve positive real rates, the celling on lending
rates, by putting a cap on bank earnings from lending, avoids the risk of banks, eager
to increase their market share, the new banks in particular, raising deposit rates too
high in a competitive bid to attract deposits. Another argument in favor of a ceiling
would be to prevent adverse selection among borrowers which may arise if lending
rates are too high, leading to inefficient credit allocation, rather than as a mechanism
to control the cost of capital,

65



Gebrehiwol Ageba: An Analysis of Financial Sector and Credit Policies during the Derg. ..

In any case, further interest rates liberalisation was taken by eliminating the ceiling on
lending rates (effective January 1998), hence remaving the. policy limit on interest
spread (although, contrary to expectations, even a year after the ceiling was
removed, most banks, including the private banks, continued to lend at more or less
the same rate as before (see Gebrehiwet, 1988c)).

The liberalisation also raised nominal yields on treasury bills and bonds to 12% and
13% respectively (since October 1982), yielding positive real returns except in
1994/95. Later, a government securities market was established (January 1995)
through the introduction of monthly (later made bi-weekly) auction of 91-days treasury
bills, with 28-day and 182-day bills added in December 1996: T-bills are now on offer
to financial institutions, business firms as well as the general public.

Bank Restructuring and Entry Rules

The state owned banks have been restructured financially and operationally.
Changes In corporate governance have been introduced: banks have managemant
autonomy and their own boards;* management have been replaced or reorganised,
new incentive schemes have been introduced:™ and banks are to operate in a
competitive environment using commercial criteria They have been re-capitalised to
improve their solvency. Their portfolios were improved by cleaning up™ # non-
performing loans to Public Enterprises and Cooperatives through "cagve-outs” or
“debt socialisation” (i.e. banks received government bonds to replace non-performing
inans) (Proc. No. 75/1993), partly to enable them to compete with new private banks
which start from a clean balance sheet It may alsuzgreuenl the emergence of moral
hazard in banks and the indebted public enterprises.™ Re-capitalisation and clean up
have created opportunity for banks to cut off insolvent clients should they choose to
Whether they will do so is another matter; even if banks are free to drop troubled
firms, they may choose not to in an effart to maintain a client base, especially if it is 1o
iead to mass bankruptcy. What happened in the Czech Republic is a good example.
Crech banks were faced with the choice between dropping insolvent firms {while
hoping to retain their business with the good firms i the face of increased
competition from foreign banks) or raising interest rates on paying customers as a
means of replenishing their capital and "buy time to sit on the lpans to the troubled
firms in the hope that these firms would form a captive client base". They chose the
latter (Hayri and MecDermott, 1995) Besides, the banks may believe that the
inselvency of public enterprises in the past had to do with government intervention
and lack of clear commercial criteria {after all, the banks themselves have been
subjected to such circumstances). Now that the enterprises have autonomy and use
profitability criteria, may be worth retaining them as clients,

Moreover. the banks have been converted into universal banks (i.e. allowed to do
both commercial banking and brokerage, sale shares as agents, and participate in
equity investment) (see Re%ulati:::-ns No. 200/1984, 202/1994 and 203/1994)
Restrictions on their portfolios®’ (including the kinds of businesses they can finance)
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and financial instruments have been removed; banks are no longer required o
specialise their credit services to certain sectors of the economy or hold government
bonds. Nor do they face restrictions on the types and sources of deposits they
accept Moreover, banks are decentralising® loan decision-making which will have
the advantage not only of making speedy processing of loans possible (thereby
reducing transaction costs of borrowing), but also of reducing screening, hence
transactions, costs of lending. Both tend to reduce borrowing costs, the former
directly and the latter by inducing decreases in lending interest rates, assuming
sufficient competition between banks and to the extent the other components of
trarisaction costs (i.e. administrative costs and default risk costs- high provisions on
substandard, bad and doubtful loans) do not increase so as to offset this effect.

Entry restriction into banking was lifted for domestic (but not foreign) private sector.
Entry rules have been clearly defined: guidelines for entry including professional
standards directors, managers, and pnnchaI officers are required to meet (articles
3(1e) and 30 of Proc. No. 84/1994)*% minimum capital base and maximum
ownership by a single shareholder™ in banks (to limit ownership concentration™ )
have been issued Capital adequacy and other prudential requirements have been
specified banks are required to keep at least 8% of risk weighted assets™ or Br 10
million, which ever IS greater”I , hence complying with the Bank for International
Settlements’ (BIS) standard ™ to protect depositors (Proc. no. 84/1984, article
13{1)). Large exposures/risk concentration himit (i.e. limit on exposure to a single
borrower) of 10% of net worth® has been imposad, hence making loan portfolio
diversification™ a regulatory requirement. Rules regarding connected and insider
lending (i.e. limits on accommedation) have been Introduced: leans to bank directors,
or business organizations in which the bank or its director(s) have stakes, or persons
to whom the bank or its director(s) are guarantors, are controlled

However. there are some regulatory issues which neither the banking proclamation
(Proc. No: 84/1994) nor the various relevant NBE directives have addressed. The
provision on awnership concentration does not explicitly address the issues of cross-
ownership (ownership through affiliated companies or investors), hence leaving a
potential for concentration. Given that there is no restriction on inter-lacking directors,
there is a potential for conflict of interest Financial institutions have no code of
corporate governance yet There is no provision to ensure that sponsors of banks and
insurance companies make sufficient financial commitments. The limits on
accommodation are not comprehensive in that services provided to and fee-based
transactions with related parties are not covered. Mareover, the regulation does not
cover the possibility of insiders of different banks rewarding each other loans cn the
basis of reciprocity,

Legal Environment

Another major step, as far as banking is concerned, is the amendment of the 1960
Civil Code with respect to sale of bank collateral (Proc. No. 65/1997). The
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amendment provides for an agreemen! with the berrower authorising lending banks to
sell directly and quickly (with 30 days notice) collateral from delinquent borrowers,
hence coniribute to the effectiveness of enforcement of credit contracts, Moreover,
urban land acquired through lease can now De used as collateral [although it Is
equally important that transferability is ensured), These are expected o reduce the
constraints on lending/borrowing. However, the capacity and efficiency of the court
sysiem remains limited, although specialized commercial courts exist, their number is
not large enough. rot to mention their guality. Moreover, court fees are believed to be
too small to encourage settlement outside the court system such that even miner
disputes/small claims seek resolution through the court procedure. Although a formal
enforcement mechanism should be low-cost, it should be the last, rather than the first,
resorl which aggrieved parties can turn (o

2.3. Somea Aggregate Level Outcomes during the Period

Thee aim of this sub-section is 10 assess some relevant positive aggregate outcomes
or developments during the liberalisation period, not to give rigorous analysls of
effects.

Loanakble Funds and Private Sector Credit

There are indications of significant increases in financial savings: growth rates of total
deposits as well as |ts components, the two interest-bearing deposits &) particular,
during 1892/93-1985/96 were significantly higher compared to the 1986/87-1891/82
period while that of currency outside banks declined considerably (see Table 2} The
time since the interest rate increase (for the period data is available) is relatively short
for a significant change in agents' saving behavior to have occurred so as to generats
new savings, This suggests that most of the observed increase is likely to be due to
portfolio subsmutmn out of non-deposit assets (currency, gold, curb marhet assels,
real assets,” foreign assets) and out of non-eaming bank deposits™ (ie, ponfolln
substitution In the stock of existing assets) rather than due to new savings. We should
also note, however, that in 1994/95 Ethiopia enjoyed a coffee boom, hence an
estimatad windfall gain of 2.25% of GDF, resulting from high warld price- IMF (1958).
But, Tabie 2 alst shows a slight Increase in the share of currency outside banks in
total financial assets, implying that no substitution out of currency has taken place.
However, there has béen a clear partfolio switch from non-eaming to earning assets
as can be seen from the decline in the share (in total financial assets) of demand
deposits and the increase in the shares of time and savings deposits. A ¢change in the
structure of deposits can be observed from Table 3 The share of demand deposits
decreased (by about 4%) while that »f saving and time deposils increased since
1992/93, suggesting that, although demand deposits still account for a signifcant
percentage of total deposlts some portfolio switch from non-earning to earning
deposits has occurred,
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Table 2. Poreaent Growth of Financial Asseis and Composttion :a#sraga per annum

i Avarage Share In Tolal
Growth (percent) Financial Assots*
r__'fear 1886187 1881/92 19520873 1985/26 | 19HG6/87-1291/92 1992/52-1995/96
Currency outs Bark | 18:6 T3 41.3 ArE
[emand dopasils | 8.2 118 238 272
“Saving oeposis | 135 259 226 26.6
Time depnsits | R i 840 24 37
Total deposils | 8.1 236 b8.7- | B16

Snurcr-_- caledizied from NBE Annual Repan and Quarteny Bullelin, various lssusz
* total equals currency oulside banks plus depasis

Table 3, Composition {%4) of Hon-central Government Deposits (1985:86 - 1895/96)

18E5/MG | BEAMT | BY/BE BO/AD 53130 et 91133 92193 2304 24/95 9598
Demand dep 656 5.4 341 56,8 987 558 £3.9 el ana an. 1 40
Sawinzagp | ] 34504 35,3 ECR A8 T 405 28 43.2 437 44.4 Bl E
Time deg ] 115 B2 35 4.5 I6 38 3% [ 59 54 i3

Source: Calculated from NEE {)uarter[;r Balketin, vanous issuss

There is also \ndication that savings mobilisation, hence availability of loanable funds,
has increased. Deposits as a ratio of GDP increased from 21% in 1890/21 to more
than 20% n 1896/87 while the ratio of broad money (M2) to GDP, which was 40% in
1990/21, increased 1o 44% 10 1996/97

Availzpie loanable funcs put an upper limit on domestic credlt,* hence on credi
access A look at the financal resources of the banking system shows that availability
cf funds has been increasing Total non-central government bank deposits grew at an
average rate of 16% per annum during 1981/92-1986/97 compared to Just 7 4%
dunng 1987/88-1990/21, Mereover, the banking system as a whole experienced
sontinued nse in ligudity, in recent years in particular, in the sensa that resources
mobilised exceeded disbhursements by & consideratile margin {(by a margin of 20 to
52%). between 1887/88 and 1995/96 (the period for which we have data on this)
except 1263/94 Of course, there are differances between banks, which may not be
surprising given that during the period of financial repression. seme banks faced
more restrictions than others on the types of deposits they receive and thal they were
made to focus on loans of medium and long-tefm nature {e.g. financing agricultural
and industrial development, housing, elo ) As discussed earlier, it is anly recently that
AIDB {now DBE) and HSB (now CEB) were allowed to accep! demand deposits and
to do universal banking. Liquidity at the CBE and HSB has been on the indrease
throughout this period In fact, CBE continued to have substantial amounts of both
excess reserves (which are non-earning) and excess liquidity. in June 1998 actual
reserves were more than 15% of its total deposits, as opposed fo the required
5%, ““*" while the actual liquidity ratio was 51% of its shari-time liabilities™ compared
to the 15% regulatory requirement. Theoretically, this excess liquidity (and reserves)
may be due to lack of credit demand or due to preference by banks to accumulate
excess liquidity rather than lend to non-prime _bermwere (e.g this may happen if
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banks are unable to buy sufficient government bonds or T-bills to absorb the excess)
- but helding such huge non-earning excess reserves in the face of rising cost of
funds (due to decline in the share of zero-cost demand deposits) and constrained
loan earnings (i.e. interest rate ceiling) cannot be prudential. It should be noted that
the excess liquidity problem is not unique to CBE; even the private banks, despite
their limited capital and share in deposits (hence loanable funds) appear to have
excess liquidity implying that an inter-bank money market may not solve the problem.
That there has never been any transaction since the necessary regulatory
mechanism for this market was in place starting September 1598 may partly be a
reflection of this.

The AIDB, however, experienced a decline in liguidity starting 1991/92 partly due to a
decline in its borrowing from the NBE, which has been its single mast important
source of funds: this is largely responsible for the decline in overall bank liguidity
observed during the same fiscal year, The bank also had serious problems of loan
recovery, especially from state-owned enterprises, including state farms, and co-
operatives, both of which had priority access. The [atter dissolved almost overnight
{rather than through arderly liquidation) immediately following the March 1220, which
allowed formation of co-operatives to be strictly voluntary and allowed members to
dissalve them if they want to, leaving creditors banks with no one to claim payments
from Most co-operatives did not have tangible assets the banks can foreclose, other
than their offices and stores, usually located in remote rural areas, hence difficult to
liguidate. In addition to banks losing money (at the expense of the tax-payer), this
may have signalled that you can borrow money from a bank and get away with non-
repayment,

The observed rise in liquidity could not have resulted from a decrease In credit as
there has been @ substantial increase in bank credit. Gross domestic credit increased
by about 92% between 1990/91 and 1995/86, Total fresh bank loans and advances
disbursed which was Br 1,476 million in 1982/93, reached Br 4,303 million in
1985/96. an increase of 192%. Loans and advances disbursals to the private sector
in 1985/96 were 312% higher compared to 1992/93.

Furthermore, there has been a significant shift of credit towards the private sector.
Central government's share in domestic credit outstanding, which had reached 40%
in 1990/91 {end of the sacialist era), declined to about 23% in 1995/86 partly due to
the termination of government borrowing from the banking system (no fresh bank
loans and advances were disbursed to the central government since 1994/95) and
partly due to repayment of existing loans, hence releasing resources for private
sector lending. The ratio of private sector (excluding co-operatives) credit disbursed
to GDP rose from 1% in 1991/92 to 8% in 1994/95. In flow* terms, the proportion of
bank loans and advances disbursed to the private sector, which remained well below
30% of total disbursals during the socialist period and was only 49% in 1982/93,
increased considerably, reaching 91% in 1996/97 (see Table 4), the socialised sector
receiving only 9%. In the case of AIDB, loans and advances going to the private
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industrial sector, which, during the 1980s, never exceeded 11% of its disbursals to
the sector, reached 36% in 1992/83. %. In other words, now it is the socialised sector
that is being crowded-out.

Table 4. Private Sector Share (%) in Total Loans and Advances disbursal) for the Pericd ‘I'BE'HBB 1995!&?
Year 1887/68 | 88/83 | B9/30 | 9031 | 31/92 | 92153 | 93/54 | 84/85 | 95/96 | 96197 |
Private sectar's % share of
Loans & adv, dishursed 230 228 279| 396) a4490| 400) BDE| BOH| 89.2| 900
Industry's % share -] we] ne| 4] 2e8] 1B 81 21 108

Sources: Calculated from NBE Annual Rapurtﬁ 'EEIB?.!’EB to 1995/86, and other unpublished sources.

Entry and Competition

Following the lifting of entry restriction into the financial sector, several domestic
private financial institutions have been established: as of November 1998 five banks,
eight insurance companies, and eight registered "micro financing institutions” were in
cperation [despite the relatively high new entry pau:l up capital requirements of Br 10
million and Br 7 million for bank and insurance”’ respectively]. This raised the total
nurmber of banks and insurance companies io eight and nine respectively, There are
stories that in the main urban centres, especially in Addis, the state-owned financial
institutions are already beginning fo face competition from the new Fls, especially in
lending, private banks' share in the loan market has been |ncreasing, gaching 17% of
total loans disbursed in 1997/98 (MEDAC, 1983

Nevertheless, the state-owned banks are still dominant in the markets for deposits
and loans with fittle competition between them. Within this, the CBE has been, and
still s, dominant in terms of market share in iotal depesits as well as credit and bank
branches: As of June 1988, it accounted for more than 87% of the total deposits (96%
of demand deposits, 37% of savings deposits, and 41% of time deposits - DBE and
CBB accounted for more than 53% of the latter””). The private banks appear to be
doing relatively better in attracting interest-bearing depesits {8.3% of savings and
5.5% of time deposits compared to only 3% of demand deposits), although it is not
clear how much of this resulted from the banks' efforts rather than from the general
reluctance on the part of the CBE to accept term depasits. CBE's nation-wide netwark
of 188 branches (about 70% of all bank branches) gives it dominance in the
payments system and better access to savings, the zero-interest demand depasits in
particular, hence a comparative advantage. It should be noted though that this cost
advantage 1s usually exaggerated, since the higher (non-eaming) reserve
requiremeant which the CBE has been subjected to (8%, compared to 5% for private
banks — until it was reduced to 5% starting January 1998) parlly offsets this cost
advantage® over other banks. As in June 1998, CBE's share in total bank loans
disbursed was 58% compared to about 87% in 19584/85,
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Table 5. Percent Shara In Total Bank Depasit Holdings and Loens and Advances Disbursed

1983/90 199091 1981/82 199283 1883/84 1824/85 199728
CHE BA.8 562 g5 823 Bt ¥E3 BT.6
AIDB (DBE} 3B L] £ 2.4 21 0.8 38
HSB {CAB) 87 10.2 2A 53 45 k] 3.z
Private Banks - . - . - ¥ ]
CBE 46.0 625 6.1 B6.1 B3 BE.5 58.4
AIDE (DEE) 43.0 28,7 Z6.8 11.2 10.8 10.1 18.0
HEH (CBE) 11.0 K] 51 27 83 34 X
Privale Banks - . - - - 218

Source: caiculated from NBE Annual Repor, varicus issues. and oiner unpublished sources

As noted earlier, the interest rate spread for banks is narrow, perhaps too narrow to
encourage entry if we consider the high cost of default risk implied by the required
high provisions on bad and doubtful loans (100% and 50% respectively), and
administrative costs, hence transactions costs of lending, and the non-earning
reserve requirements, Such narrow spread, if it were the result of competition, would
indicate efficiency of intermediation. However, being the result of policy fimits and
preceding competition, this spread may rather hinder competition since it does not
give much incentive for new entrants to come in. It may also reduce the willingness of
existing banks to attract interest-bearing deposits. It is aiso likely to hinder growth and
branch expansion of existing banks. With this margin, the small banks may find it
difficult to raise additional capital through new equity or retained earnings; the
potential profits (compared to other sectors) are not attractive for new investors, and
for existing bank shareholders to forego dividends in favor of re-invé&tment The
relatively low dividend income tax (10%) and high capital gains tax {30%) may also
induce preference for dividends over retention. While it may be argued that the low
margin is a good thing as it puts pressure on banks-to strive for efficiency (hence
consumers may benefit from reduced transactions costs), the extent of underbanking
of the economy (and the need to mobilise domestic savings and absence of
alternative mechanisms of savings mobilisation such as post office savings facilities)
calls for more banks and branches. For example, the population per bank branch is
232,098 (or 4.2 branches per 1 million persons) compared te branches per 10,000
persons of 2.4 in Italy, 6.5 in France and Germany, and 4.3 in Britain (more on this
later). In view of this and the limit on the ability of existing banks to grow, allowing
participation of foreign banks (through wholly owned bank subsidiaries, bank
branches, or partnership with local investors)™ may be desirable. This is in addition to
the usual arguments for foreign banks participation arising from their role In
enhancing credibility of reforms and modernisation of the banking system, as sources
of additional capital and expertise, and their higher ability to make prudent risk
judgement as well as to diversify risk over a wider international pertfolio.

T-bill Market
There has been a gradual increase in sales volume of T-bills (from Br 210 million

during the first auction to Br 830.5 million in the 82™ auction). However, the bills are
mainly absorbed by institutional investors (such as the Pension Fund and the CBE™)
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and public enterpnses rather than the private sector; the S5A; lacking alternative
interest-bearing assets (CBE and other banks being reluctant to accept h..lge interest-
bearing institutional deposits), and the CBE, with its excess liquidity,”™ have high
demand for T-bills (as alternative to excess cash holdings), thereby depressing the
auction-based nominal yield. Besides, investing in T-bills involves transaction costs.
Hence, savers prefer savings and time deposits. Although some attribute the limited
participation in the T-bill market by private institutions and the general public to the
high minimum denamlnatmn of the T-bills (which was Br 50,000, its reduction to Br
5,000 {effectwe 26" August 1998) has not resulted in any noticeable change in
participation;> neither the number nor the nature of participants has changed. The T-
biits market thus remained thin and shallow with no participation by the general public
(see Gebrehiwot, 1298d for an analysis of the T-bill market)

We now turn to an assessment of the extent of financial deepening and structure of
the financial sector.

3. FINANCIAL DEPTH AND STRUCTURE OF THE
FINAMCIAL SECTOR

There are several indicators of financial sector development used in the literature,
which, while individually imperfect, together give a useful picture of financial
development. One is the relative size of the formal financial iMfermediary sector
measured by the ratio of liquid liabilities of the financial system to GDP (liquid
liabilities being currency outside banks, demand and other interest bearing liabilities
of banks and non-bank financial intermediaries- M3 or M2). It indicates the degree to
which the formal financial sector mobilises domestic savings. A second indicator is
the ratio of stock market capitalisation to GDP (or GNP} which measures stock
market development (i.e. relative equity market size): A higher ratio reflects greater
financial development since better developed stock markets make it easier for
mdlwduals to price and diversify risk, to raise capital, and to take-over poorly
managed firms. The number of listed firms, trading volume and market
concentration also give useful insights into the level of capital market development. A
third measure is the share of private non-bank financial intermediary assets in total
financial assets; it measures the importance of non-bank financial institutions that
complement commercial banks and often also function as effective substitutes for the
commercial banking sector when the latter Is suppressed by regulations or taxation, A
fourth measure is the degree of government ownership of commercial banks,
indicating bank independence {ar the lack of it} from government (Demirguc-Kunt and
Levine, 1926).

In terms of the first indicator, deposits as ratio of GOP amounted to 29% while the
broad money (M2) to GDP ratic was 45% in 1995/86. The latter, while high compared
to countries like Sauth Korea and Kenya, is still low compared to some East Asian
countries such as Thailand and Malaysia (see Table 6), Size of the financial sector in
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terms of its contribution to GDP remained low, reaching 7.2% in 1987/98, its highest
ever.

Table 8. Broad Money (M2) as % of GDP - Comparative Data

n‘.‘_‘;_ountr;r MZGDP (%)
Ethiopia 45.0
South Karea 41.0
Kenya 38.0
Zimbabwe 260
Nigeria 25.0
Malawi 15.0
Thailand T4.0
Malaysia B5.0

prr_—_—_————————————
Source; Warld Developmeant Indicators CO-ROM, World Bank, February 1987,

Until 1994, the formal financial sector consisted of a central bank, three banks, two
contractual financial institutions (the EIC and S3A) and about 484 Savings and Credit
Co-operatives (SACCs™). Recently, financial sector size has increased through both
branch expansion of the state-owned financial institutions and emergence of new
private ones. Currently, there are eight banks, nine insurance companies and nine
microfinancing instituticns,™ in addition to the EIC, SSA, and the SACCs. The
emergence of microfinancing institutions, mainly designed to provide rural banking
services, is an important step In the direction of financial deepenmg and, if
successful, will fill a large gap in financial intermediation: mobilising small savings of
and providing financial services (including interest-bearing financial assets) to the
rural population which constitute about 85% of the total; whereas individual savings in
rural areas may be small, the aggregate amount that could be mobilised, given the
population size, is likely to be large.*

Nonetheless, the share of private non-bank financial intermediary assets in total
financial assets Is generally low. Besides, non-bank financial institutions (such as
finance houses, leasing companies, discount houses, and venture capital schemes)
as sources of finance to complement (let alone substitute) bank finance, have yet to
emerge. Stock and corporate bond markets do not exist In developed countries
institutional investors such as mutual funds (unit trusts) and insurance companies,
including private pension funds, are important sources of long-term corporate finance
(2s well as contributing to corporate governance). In Ethiopia, private pension funds
are non-existent, The public pension funds are far from being important sources of
investment finance. Although the SSA runs three separate mandatory, confributory
and, de jure, funded public pension schemes™ to which both employees and
employers contribute, in the first two schemes contributions consistently failed o
meet pension payments, forcing the government to adopt a de facto pay-as-you-go
systern (instead of the legisiated fund system), paying benefits to civilian and military
pensioners out of the national budget (Gebrehiwot, 1991 b).>* Though there are a
large number of SACCs, they face legal restrictions on mobilisation of resources as
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well as on the use of their funds in that they can only accept deposits (other than the
regular contributions) from and lend to their members (and are subjected to reserve
requirements), hence, do not serve as aiternative sources of firm credit. However,
sinca their funds are deposited in banks they are available for bank lending to firms,
although this potentially involves a financial layering. hence high intermediation cost.

The structure of the financial sector has been characterised by high concentration in
terms of ownership, asset portfolio (i.e. limited diversification across seclors, regions,
etc) as well as institutional, sectoral and geographic distribution of intermediation
activities. All financial institutions except the SACCs (which hold just less than 1% of
the sector's assets and lend enly to their members) were state-owned, and had a
common board, Although state ownership has continued, direct government control
cver them has been reduced considerably not just because they have autocnomy but,
more importantly, because legislalive limits have been imposed on bank loans to the
government), Banks dominated in the financial sector, accounting for more than 93%
of net assets during 1986-1980. Within banks, two banks, the NBE and CBE,
between them accounted for more than 71% of net bank assets. CBE and AIDB were
the most impartant channels for bank loans, their share reaching 8%% of non-central
bank lending.

Angther feature of the Ethiopian banking system is geographic concentration of
services For example, according to the World Bank (15991). about 8(% of CBE and
AIDE loans and 81% of H3E loans were in Addis Ababa, which is residence for only
5% of the populaton. There was no policy reguinng banks to plough back a certain
percentage of the mobilised deposits in the same area, to prevent the siphoning out
of reseurces from rural and semi-urban areas for lending in major urban centres.

Financial deepaning as measured by bank branch density, although still shallow, has
increased recently The population per branch, which was 276,923 persons (or 3.6
branches per 1 milien population) n 1980, fell to 232,088 (or 4 2 branches per
million) in 1987 (The figure will obvicusly be smaller if the microfinancing institutions
are included, for which we have ne information on number of branches.). Companng
this with the number of bank branches per 10.000 inhabitants of 2.4 in ltaly, 685 in
France and Germany, and 4.3 in Britain suggests the exient of under-banking. It
should also be noted that most of the bank branches are concentrated in urban areas
(see Annex 2) while a large majority of the population lives in rural areas with little or
no modern transport link with the urban areas. Moreover, scme of the branches
provide very basic services only,

In summary, priority access to ¢cheap credit by the pubiic sector has been eliminated:
limits on bank loans to the government imposed, private sector discrimination in credit
removed. interest rates liberalised (I.e. administrative fixing of interest rates abolished
and nominal rates increased), state-owned banks (and enterprises) restructured,
made autonomous and use commercial criteria; private sector entry Into banking
permitted; and generous investment incentives introduced, However, there exist
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some regulatory gaps with respect to ownership concentration, inter-locking,
transactions with related parties, etc. Despite the emergence of a number of private
banks, the state-owned banks remain dominant in terms of both assets and market
share partly because the private banks are small.
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MNoites

' Following the mass movement of February 1974, the Co-ordinating Committee of the Ammed Forces. the
Derg, formed on 27 June 1974, declaring "Efhiopia Tikdem” (Ethiopia First) as its motta In July 1974
usurped power on September 12, 1974, establishing the Provisional Miltary Government of Ethiopia,
PMGE.

2 However, this motto was quickly interprefed by some political organizations and activists as an indication
of the fascist nature of the Derg government, drawing an analogy with the motto used by Musselinl,
Italia Granda.

3 The naticnalized private banks are the Addis Ababa Bank S, C. (60% domestic owned) and two fully
foreign owned banks, namely Banco di Roma (Ethiopia) 5. C., and Banco di Napoli {Ethiopia) 5 C.
The three were consolidated to form the Addis Bank {Proc. No. B9/1975), which ilsell was later
merged with the CBE {Proc. Mo, 154/1580)%

4 The state-owned banks wera NBE, CBE, Development Bank of Ethiopia, Ethfopian Investmeant
Corporation, Savings and Morgage Corporation of Ethiopia 5. C., and Imperial Savings and Home
Ownership Public Azsociation

5 MIGA is an agency established on Aprl 12, 1988 as an affilate of the World Bank Groug o provide
intermational Investors guarantae against risks such as surrency transfer, exprapnation, war and civil
disturbance and breach of confract of the host government; and to provide advisory senvices to its
member developing countries on means 1o improve thair altractiveness to foreign investars,

& Total assets of SACCs in 19290 wera Br 90 million,

7T AIDB was re-gstablished in 1978 by rearganizing the Agricuttural and Industrial Development Bank 5. C.
{Proc. no. 1581979}

8 HSB was created by merging the Savings and Mortgage Corporation of Ethiopia 5. C. and the Imperat
Savings and Home Ownership Public Association (Proc. no, B0/M975)

% CBE was created in 1963 as a resull of the division of the State Bank of Ethiopia, which has been
discharging both central bank and commercial bank functions since itz estfblishment in 1942,
Accordingly, the National Bank of Ethiopia was created {o do central banking functions and the CBE
to do commercial banking business (Proc. No. 207/1963)

10 These rastrictions meanl that public enterprises lacked [quid asset managament options

11 EBIC was established in 1975 by consolidating ail existing insurance companies; almost all foreign
ownead, which were nationalized (Proc. No. G8/1475)

12 Informal or less formal traditional ones ke |ddic exizl in large numbers.

13 For Financial Instiutions and Govermment Owned Undertskings 1%; Private Organizations, Urban
Dwellars Associations, other Mass Organizations and Proféssional Associations 4-5.5%, and
Individuals, Savings and Credit Cooperatives, Idir, lkub 6-7.5% (MBE 1986a)

14 One possible argument for this is that it is less costly for the government to selff-insure. This, as naoted
by the Warld Bank (1891}, ignores the benefits to be obtained from partial re-insurance abroad,
especially for very large enterprises. Besides, EIC being the only insurance company and poblicly
owned, whal may be paid as insurance premium by, public enterprises ultimately goes to the
governmant anyway (in the form of capital charges, profits, excise. sales snd transaction taxes,
transfar of residual surplus, etc ),

15 According to the Financial Sector Review {1991) of the World Bank, banks-also used to require personal
guarantors to appear, tegether with their spouses, In banks to jointly sign documents in connection
with the guaraniea, which is an additional hassie 1o borrowérs,

16 There were 50 many cases of this type that the TGE found it necessary to enact a proclamatian (Prac.
Mo 110M18495) for the return “to thelr Aightful owners” of propedies expropriated by various argans of
the Darg regime in violation of the relevant preclamations issued by the regime itself, As in October
1897, in Addis Ababa alone, 64 properties expropriated this way have been returned fo their former
oWners.

17 The NBE, the central bank, has been empowered to impose accounting rules, to enfarce its decisions in
e with its reguiatory and supervisory responsibifities, etc, and has established a supenvision
department and is training supervisors. Howewver, a lol more needs to be done in the area of
supervision capacity building for the NBE 1o cope with its task of supervising financial instifutians
engaged in modem banking businesses employing modem technology.
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18 By 60-800% and 58- 144%, respectively. Lending rates, which, during repression, ranged between 4.5 -
9.5% depending on the type of ownership and sector, were raised to 11 - 15% depending on the
sactor. bul not ownership until September 1994 Depostt interest rates. which ranged between 1-
7 5% for time deposits, and 6% for savings deposits up to Br 100,000 and 2% abové thal, were raised
to 10-12%

19 The main ones include the Proclamation to Provide for the Transfer of Doubtful Banks' Debt to the
Gavernment Mo, 7518583 the Manetary and Banking Proclamation Mo, 83/1994; the Licensing and
Supervision of Banking Business Proclamation Mo, 84/1884, the Licersing and Supervision of
Insurance Business Proclamation Mo, B5/1984, NBEANT 2/1984; NBE/ANT 3/1884; NBE/INT 4/19%4
the Social Security Authority Establishrmant Proclamation Mo 38/1998; the Licensing and Supervision
of Miwcre Financing Insttutions Proclamation Neo 4001998 and the Civil Code {amendmant)
Praclamation Mo, 651907,

20 Ona argument for setting a floor is to promote financialisation of savings or to prevent banks, given
lending rate ceilings. from pushing depesit interest rates too low such that bank deposits becaome iess
attractive relative to other domestic assels (including real assets) and foreign assets.

21 Given the dominanca of the CBE in the paymenis system, share in tetal depesits and loans, and the fact
that it is state-swned, despite the budgetary Implications of a bailout. it is hard to imagine that the
gavernment will Izt it fail should trouble accurs. And it will be wrong to lei it fail under the current
clrcumstances. In other words, there s an implict deposit insurance. In addition to encouraging
excessive fisk taking by the CEE (maoral hazard), this may encourage existing banks to grow larges
[and eetablishment of new large ones) to achieve a too-big-to-fail stalusisize rather than large number
of small banks s facto undermining development of a competitive banking system. Maoreover, that it
5 state-owned makes the cost of bail-out higher 1han would have been if il wera private since the
bank's capital, which is the fiest line of defense, also belongs to the state The cosl o the public of
rescuing falling financial institutions Is lowered by making other financial institutions (through
pErsUason of plessure oy manetary authorities) share the costs (e provide the fund required); after
all, they are alsg affected (both financially as well as in terms of the public's loss of confidence in
financial institutions in genaral. and consequent business dechne) by such failures. 5 cost shating
is, however, possible ony if financial institutions with encugh resgurces exist. None of the banks
currently in existence has the capacity to participate, hence any cosl of bail out is lkely to be barn
entirgly by the tax payer, with implication on the Duedget

22 Although some concerns are voiced with respect to the composition, independence, pefdormanca, etc
of mananement boards of some state owned enterprises and banks (#g. see various papers in
Tegegne and Maolla, 1857)

23 In additon, the state-ownad banks made significant pay rises ta their employees

24 Special government bonds of vaiue equai to debls so transferred were issued 10 cieditar banks, and the
Ministry of Finance |s autharized 1o collect these debts from the concemed public enterprises and
cooperalives

75 Although & necessary slep, re-capitalisation/clean-up may create expeactation of bail-outs in the future
unless it can be credibly signaled that there will be no repeal of this. A good example is Hungary: it
had to recapitalise its large stale banks four times since 1891, at large budgetary cosl, ‘Decause
bank management practices and borrower Incentwes did not change encugh 1o avoid the need far
new rounds of re-capitalisation”, re-capilahsations were not sccompanied by needed reforms in bank
awnership, management, and governance, and have been undefmined by lack of fiscal discipling and
tesistance o privatization and liquidation (Bosish, Lang and Noel, 1998)

25 With large bad loans, banks may lack ncentives fo price accurately the fiske of new loans while
managers may have litthe benefit from being prudent in lending “relative 10 a high-risk gambla that
could keep them in business” Bad loans also destroy the incentive for the Insolvent firms to maximeze
profit (Fries and Lane, 1994)

27 However. there is still funchional separation between baking and insurance, and the two groups of
financial ingtitutions are subject to difierent regulatery and supervisory rules banks being subject 1o
stricter rules and standards (i.e. capital, professicnal, age, character, reporting, etc. requirements are
higher)

28 One argument against decentratization of loan decision-making s that it reduces bank's control cver
ioan portfolio quality,
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24 According to the banking proclamation, no person who it declared bankrupl of made a compasiion with
creditors in Ethiopia or elsewhere, or 15 convicled of an offence invalving dishonesty of fraud in
Ethiopia or elsewhers, or has bean a director, manager, ar principal officer of or atharwise directly or
indirectly cencerned i the management of any bank that has been wound up whether in Ethiopia or
abroad shall without written spproval of the NBE act as a director, manager of principal officer or
atharwise be directly or indirectly cancemed in the management of any bank in Ethiopia {see also
MBE Directive No. SEB/1/84).

30 Financial inslitutions nesd to be specially regulated ‘and supervised (differently from other firms} to
ensure solvency because bank failure, unbks firm bankruptoy, is lkely 1o have economy wids
conseuences. Hesides. Ihe potential for fraud and other forms of abuse by insiders lends (o be
greater

31 ownership by a single sharehoider (jointly or severally with spouse andlor with a persan whe is below
the age of 21 and related to himingr consanguinally in the first degree relationahip) is mifed to a
makimum of 0% af the bank's shares. A bank has to be a share company with ils shares fully
subscribed, their total par value pald up and deposited, and shares should be of one class, registered
ardinary and of same par vaice However, even the 20% &= probably on the high side: it 15 hogh
enough for a shareholder o have controling cwnership.

32 The need for regulatory limil on gwnership concanfranion s bazed on two cosis that ara kely o arse
when ownership is concentrated, namely non-diversification of core investors and the agency prablam
i rreates which results in expropriation of minarity shareholders by large ones Howewver, some trane-
off is invabved to the exient that concentrated ownership ensures that thers are shareholders with fugh
eraugh stakes, herce incentives. to momitor managers [1e reduce the free-rider problem which
accurs among small shargholders), thus reduce the principat-agent probiem between managament
and shareholders {Jensen and Meckling 1976, Fischel 1586, Shieifer and Vishny 1985), For 3
summary review of the mformation ssymmetry and agency (ncentive) problem Ssues in the area of
finance ses also Ageta (19983, chapler &)

43 The 8% incorporates risk exposures arnsing from off-bajance: sheet items ke guaraniees and |oan
commitments of banks, in addition to the nsk-weighted bank assets

14 Banks are not sliowed to pay dividends or make any transfer from profits (ather thak a transfer to its
Legal Reserve Actaunt) until the mimmurm capital and resetve requiremenis ang mel

15 |n 1988 the Basie Commities on Banking Supenasion adopted an international standard far capital
sdeguacy to account for credit nsk. The minimum standard, according ta the {088 Basle Accord, 15
3% and incorparates, in addition to nsk-weighted bank's assets, off-baiance sheet exposuresiaclivities
such as guarantees and lpan commitments: of banks. This Is slso recommanded by the Barik for
International Setiements (BIS), the Switzerland based infernational crganisation estaphshed in 1933
1o oromole ceniral bank co-operation and provide additional facilites for mtermational financial
operations’, 1.8 8 central bank of central banks

36 The B% risk-weighted Basle capital adegquacy requirement is, in a sense, aritrary For discussian on
tne arbitrary nalure of capital.adequacy ratios and an alternalive suggestion see Goodnart {1987 For
criticsm of the inadequacy of the 5% Basie ralio in the context of developing countries ses Caprio
Aliyas and Hanson (1993) However, the adoplicn of an internaticnal standard by legisfalion (i.e, as a
rule rather than laaving i to the discretion of the cenbral bank} in ltself is af some significance:
signals a comenitment on the pan of the authortes puitd a sound and safe banking system

57 The absolule limits on single borrower loans (8t 500,000 and Br 1 millian in the case of AIDE and'CBE
tespectively) which were in place during the socialist pericd were eliminated.

38 One problem with the limit on exposure to a single borrawer o 10% of bank's net-worth s that it puts a
limit on the ability of small banks, Ingluding mest of the new private banks, to serve large carparata
customers as far as their capital remains small,

30 While it is not clear whether and ta what extent economic agents in Ethiopia use inflation hiedging, thal
inflation has besn consietantly low (in 1995/96 and 1886/37 in particular) may also have reduced the
need for inflation hedges. thereby enceuraging a switch out of hedge assets into inlerest-Deanng
assels

40 Whereas repatriation of fight capital is, thearetically, another possible source of growth in deposits; to
the best of the author's knowledge thera is no systematic study showing whether capital flight of any
significance toock place in Ethiopia during the period of repression and of any capital repatriztion
following. liberalisatian, '

79



Gebrehiwot Ageba: An mnhununmmwmmmami-qmnq..

41 The shrink in the share of the interest-fres demarnd deposits plus tha floor on deposit interest ratas have
implications on banks’ cosl of funds which, together with the required high provisions on bad and
doubtful loans, increases total costs (more so for the stale-owned banks given that loans granted
before liberalisation but not yel matured sam the fow vates of the repression period, and tha
substantial rise in wages and salaries), This In turn, together with the cailing on lending rates, has
implications on profits, hence viability, of banks, and. consequantly, the health of the banking system,
While an investigation of this is beyond the scops of this paper, it is cartainly an issue that needs to be
addressed in future research.

42 The required reserve ratios were 10% of demand deposits and 5% of savings and tima deposits until
1986 whan a lower and consolidsted ratio of 5% of total deposits was introduced by the Credit
Regulation - NBEMCR/2 Resarve Requirement in May 1986, Only the CBE was subjedct to ihe statutory
reserve and liguidity reguiraments (Le. liguid sssets equal to 20% of its short-term labilities were
reguired |n addition 1o the reserves of 5% of its total deposits as non-eaming deposits with the NBE)
until 1984 (Suparvisory Regulation - NBE/SUM Liquidity Requirement, May 12, 1586); the liguidity
ratio has been reduced to 15%. It should be noted though that the excess rasarves of the CBE ware
being an-lent by the central bank. the NEE, (o the farmer AIDB,

43 The reserva requiramaent for the CBE was Increassed to 8% effective 19th December 1995, For private
banks the reserve and liquidity tequirements were fower, 5% and 15% respactively of demand, saving
and time deposits and similar Fabifities with one manth maturity (NBE- SBB/ 5/1995;, NBE- SBB/
61995,

44 Short-time liabilities are defined as all liabilities payable In one yesr including demand, savings and time
depaosits

45 In some cases femporary high or excess liquidity may be abserved which may result from a deliberate
decision by a bank facing high non-performing loans (or & requirement by the requiating bady) to
slowdawn naw landing until the situation is rectified.

4 Shares in ipans and advances disbursed are more appropriate than shares in outstanding credit
because the latter, being stocks, include bank loans extended to public enterprises, coops and the
central government during the socialist period that are not fully repaid (i.e. parky riﬂa:: pasl credit
policy).

47 To engage in long-larm |nsurance business only the capital requirement s Br 4 milllan while for general
insurance it is Br 3 million.

48 Moast of the observed decrease in CBE's share in total time deposits resufted from the large time
deposits by the Soccial Security Authorty (554A) with the DBE and CBB which Increased the latter's
share considerably.

49 Given that reserve requirements are non-interest eaming (at least to the axtent that the requirement s
nat met using T-bills). a higher resarve requirement increases the cost of funds 1o a bank,

50 The main reason for not allowing foreign banks has been the absence of regulatory and supervisary
capaciy thal can cope with fareign banks given their sophisticated technology (a legitimate fear in
view of the frequent cccurrence of large scate financial scandals and fraud, even in countries with
fairly developed regulatory and supervisory capacity, and financial crisis), although, as would be
expected, the domestic private banks often put forward the old infant industry protection argument
against allowing wholly-owned foreign banks and bank branches, especially info the shod-term
lending business, while welceming their participation in partnership with them, Anather argument
emphasizes the sfrategio nature of the banking industry, hence the need to retain domestic control so
as to use financial resources domestically to promote development (whereas foreign banks' credit
aliocation i guided by their international, as opposed to local, opportunities and strategies) which
requires indigenous development of enterprises and institutions {including banks), Thare are also
other argumeants for being cautious in allowing forgign banks discussion of which is beyond the scape
of this paper See Stiglitz [1994) for this.

51 Other institutional Investors in T-bills include EEPCO (Ethiopian Electricity and Power Corporation),
Maritime, and EIC (Ethiopian Insurance Corporation), and Awash International Bank (AIB). Recantly,
panicipation by non-bank institutions and private organisations has increased.

52 Since T-bills are among the assets that are accepted by the NBE as liquid assets for the purpose of
bank liquidity requirements, they offer banks the opportunity ta meet this requirement while at the
same time getting a return, afbeit small, rather than helding idle cash balances.
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53 However, reducing the minimum denamination has both direct and indirect effects of participation which
work In opposite directions, and the net effect dependes on whech of the two dominates: the dieed
effect (which is positive) ks thal smalfer denomination means thal T-bills besome within the reach of
small savers. The indirect effect anses from the fact that, given the supply of T-bills. which currantly
depands on the finanging needs of the governmenl (rather than @3 a monstary ‘policy tool), the
increasa in padicipation, .2 higher demand for T-bills. will reduce the vigld an T-bills by raising the
offer price, (making |l less attractive relafive fo |nterast-bearing bank deposits) which o lum
dizcourages participation. What incentives do savers have o hold T-bills whose vieids ars ar lowen
than the return on deposts (even taking safety considarations nto azcount), which invoive
transaction costs (g.g. bid documentation, including a Bld bond equal to 5% of the amount demanded,
and redemplion process), which are not always availabla fauctions are held fatnightly), and which ate
refatively iliiquid (T-bills have to be held until the redemption perled sinca there s no secondary
market) when they can hold bank deposits with a guarantesd minimum interest of 5%, and which ae
more convanient (just goimg to the nearest bank branch) and relatively liguid?

34 Recent empirical evidence, howsever, indicates that poorly performing firms are not the typical targets of
hostiletakeovers (see Mayer, 1897},

35 Maost of the SACCs are owned by public sector employees parily because tha legistation which provides
the legal framework during the Derg period, the Co-operative Sociebes Prociamation No. 1281578,
pravides for SACCs to be formed by “individuals werking In one undenaking or office” white there
wara no private enterprises with employees large ensugh to farm SACCs.

56 Consldenng those registered with the NBE.

57 A quick arithmelic gives us an idea about the potential. with 85% of the 56.4 milllan Ethisgians living in
rural areas, under the conservative and simplistic assumption of an annual average saving of Br 20
per person, close to one bilion Br of savings a year could be'mobilized. The existence of rural savings
which can be mobilized through appropriate financial markets has been well dacumented in the rural
financa literzture (see Kehnert and Von Pischke 1982; Meyer 1987}, which also finds some evidence
that the marginal propensity lo save in rural areas is higher than usually assumed, even highes than in
urtan aress (see Aamir 1974, Willamzon 1868),

58 These are the Public Service Civilian Pensians Fund, the Public Service Military Pensions Fund and the
Fensions Fund for Empleyess of (govermnment-owned) Underiakings.

58 Ons major recent slep is ihe Analisation of preparations for the conduct of an actuarial study by an
international expert. Currently, SSA faces limited opportunities to invest even the limited funds # has
inot mere than 1 billlan) due o absence of long maturily non-deposit financial assets and the
reluctapes on the part of banks, CBE in pafticular, given their excess liquidity, lo accap! large interast-
bearing deposits, forcing it to regularly participate in the T-bills market despite the low yizlds, A large
proportion {about 46%) of ifs total funds are held as time deposits with DBE and CBE, the rest
invested in government tonds and T-bilis.
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MNotes

' Following the mass movemant of February 1974, the Co-ordinating Cammittas of the Armed Forces. the
Darg, formed on 27 June 1974, declaring "Etfiopde Thdem® (Ethiopia First) as its motta in July 1574
usurped powar on September 12, 1974, establishing the Provisional Military Government of Ethiopia.
PMGE,

2 However, this motto was quickly interpreted by some political organizations and activists as an indication
of the fascist nature of the Derg government, drawing an analogy with the motto used by Mussalini
ffalia Granda.

3 The nationalized private banks are the Addis Ababa Bank 5. C. (60% domestic owned) and two fully
foreign owned banks, namely Banco di Roma {Ethiopia) 5. C., and Banco di Napoli {Ethiopia) 5. C
The three were consolidated to form the Addis Bank (Proc. Mo 69/1975), which itself was later
merged with the CBE {Proc. No. 184/1980)

4 The state-cwned banks were NBE, CBE, Development Bank of Ethiopla, Ethiopian Investment
Corporation, Savings and Morigage Corporation of Ethiopla 5. €., and Impesial Gavings and Home
Ownership Public Association.

5 MIGA Is an agency eslablished on April 12, 1988 as an affiliate of the World Bank Group 1o provide
international investors guarantee against risks such as currency transfer. expropriation, war and civil
disturbance and breach of contract of the host government; and to provide advisory services to its
memzer developing countries on means to improve thair allractiveness to foreign investors.

& Total assets of SACCs in 1990 wera Br 90 millian,

7 AlIDB was re-established in 1979 by reorganizing the Agricultural and Industrial Development Bank S C
(Proc. no. 1581979,

B HSB was created by merging the Savings and Mortgage Corporation of Ethiopia . © and the Imperial
Savings and Home Ownership Public Association (Prec. no. 60d1575)

8 CBE was created in 1963 as a result of the division of the State Bank of Ethiopia, which has been
discharging both central bank and commercial bank funclions since its estaMishment in 1842
Accordingly, the National Bank of Ethiopia was created fo do central banking functions and the CBE
to.do commercial banking business (Proc. No. 20711383},

10 These restrictions maant that public enterprises lacked liquid asset managemeant options.

11 EIC was established in 1575 by consclidating all existing insurance companies, almost all foreign
cwned, which were nationalized (Proc. No. 68/1875).

12 Informal of less formal traditional ones like lddir exist in large numbers

13 For Financial Institutions and Government Owned Undertakings 1%; Private Orgenizations, Urban
Dwellers Associations, other Mass Organizations and Professional Associations 4-55%: and
Individuals. Savings and Credit Cooperatives, Idir, lkub 5-7 5% (MBE 1886a).

14 One pozsible argurnent for this is that it is less castly for the govermment to self-insure. This, as noted
by the Waorld Bank (1987), ignares the benefits to be oblained from partial re-insurance shroad,
especially for very large enterprises. Besides, EIC being the enly insurance company and publichy
owned, what may be paid as insurance premium by, public enterprises ultimately goes lo the
government anyway (in the form of capital charges, profits, excise, sales and transaclion laxes,
transfer of residual surplus, ete.).

15 According ta the Financial Sector Review (1991} of the Waorld Bank, banks alsa used to raquire personal
guaranters o appear, together with their spouses, in banks to jointly sign documents in connection
with the guarantee, which is an additional hassle to borrowers.

18 There were so many cases of this type that the TGE found it necessary o enact a proctamation (Proc
Wo. 110/1555) far the return “to their rightful ownars” of properties expropriated by various organs. of
the: Derg regime in violation of the relevant proclamations: issued by the regime itself. As in Oclober
1857, In Addis Ababa alone. 84 properties expropriated this way have been returned ta their former
OWNErS

17 The NBE, the central bank, has been empowered to impose accounting rules, to enforce its decisions in
line with its reguistory and supervisory responsibilities, etc. and has establshed 3 supervision
department and is training supervisors. However, a lal more needs o be done in the area of
suparvision capacity bullding for the NBE to cope with its task of supervising financial Institutions
engaged in modern banking businesses employing madern technology.
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18 By 60-500% and 58- 144%, respectively. Lending rates, which, during repression, ranged batween 4.5 -
9.5%, depending on the typs of ownership and sector. were raised to 11 - 16% depanding on the
sactor. but not ownership until September 1984 Deposit Interest rates, which ranged between 1-
7.5% for time deposits, and 6% for savings deposits up to Br 100,000 and 2% above thal, were raised
to 10 -12%.

19 The main ones include: the Proclamation to Provide for the Transfer of Doubliul Banks' Debt to the
Covernment No. 75/1993, the Monetary and Banking Proclamation Mo. 83/1594; the Licensing and
Supervision of Banking Business Proclamation Mo, 84/1994; the Licensing and Supervision of
Insiurance Business Proclamation No, BE/18494, NBE/NT 271994, NBE/NT 31554, MBEINT 4/15984,
the Social Security Authority Establishment Proclamation No. 38/1996. tha Licensing and Supervision
of Micro Financing Institutions Proclamation Mo. 40/1896, and the Chvil Code {amendment)
Praciamation Mo. 65/1997

20 One argument for setting a fleor 8 to pramote financialsation of savings or o prevent banks, given
lending rate cailings, from pushing deposit interest rates too low such that bank deposits bacome |ess
attractive ralative to other domestic assets (including real assets) and foreign assats.

21 Given the deminance of the CBE in the payments sysiem, share in total depasits and loans, and the fact
that 1l is statesowned, despite the budgetary implications of a bailout, it is hard to imagine that the
government will lat it fall should trouble occurs And it will ba wreng to et it fail under the current
circumstances. in other words, these ks an implict deposit insurance. In addition to Encouraging
excessive fisk faking by the CBE (moral hazard), his may encourage existing banks 10 grow large
(and establishment of new large cnes) to achieve a too-big-to-fail status/size rather than large number
of small banks joso facte undermining development of a competitive banking systern. Moreover, that it
& state-owned makes the cast of bail-out migher than waould have bean if it were private since the
bank's cepial, which is the first line of defense, also belongs ta the siate. The cost to the public of
rescuing failing financial instiutions is lowersd by making other financial instiutions (through
pelsuasion ar pressure oy manatary authorities) share the costs (e, provide the fund required); after
all, they are also affected (both financially as well as in terms of the public's loss of canfidence in
financial institutians in general. and consaquent business decling) by such failures. th cost sharing
is, hawever, possible only If financial insttutions with enough resources exist Mone of the banks
currently in existence has the capacity to paricipale, hence any cost of bail aul is likely 1o be bam
entirely by the tax payer, with implication on the budgel.

22 Although some concermns are voiged with respect 1o the camposition, Independance, perfarmancea, etc.
af management boards of some stale owned enlefprses and banks (e.g. see various papers in
Tegegne and Molla, 1997)

23 In additian, the state-owned banks made significant pay rises to their employees

24 Special government bonds of valug equal to cebls 50 transferred were Bsued to creditor banks, and the
Ministry of Finance 15 authorized o collect these debls fram the concermed public enterprises and
cooperatives

25 Although a necessary siep, re-capitalisation/clean-up may create axpectation of bail-outs in the fulure
unlass it can be credibly signaied that there will be no repeat of this, A good example is Hungary: it
had te recapitalise its large state banks four limes since 1991 3t large budgetary cost, “because
bank management practices and barrower incentives did not change engugh to avoid the need for
Aew raunde of re-capitaisation” re-capitalisations were not accompanied by needed refarms in bank
awnershig, management, and governance, and have been undermined by lack of fiscal discipling and
resistance to privatization and lquidation {Berish, Lang and Noe|, 1998).

2F \WWilh large bad loans, banks may lack incentives [o price accurately the risks of new loans while
managers may have litle benefit from being prudent in lending “relative te a high-nsk gamble that
could keep them in business” Bad loans also destioy the incentive for the insolvent firms to maximize
profit (Fries and Lane, 1984),

27 Hawever, there is still functional separation between baking and insurance, and the two groups of
financial institulions are subject to different regulatory and supervisery rules oanks being subject to
stricler rules and standards {i.e. capital, professional, age, characler, reporting, elc. requirements are
hig i)

28 One argument against decentralization of lean decision-making is that it reduces bank's control over
loan portfolic guality.
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25 According to the banking practamation, no person who is declared bankrupt or made & compaosition with
creditors in Ethiopiz or elsewhere, or is convicted of an offerce involving dishonesty or fraud in
Ethiopia or elsewhere, or has been a direclor, manager, or principal officer of or otherwise directly o
indirectly concerned in the management of any bank that has been wound up whether in Ethiopia or
abraad shall without written approval of the NBE act as a director, manager of principal officer or
aotherwise be directly or indirectly concerned In the management of any bank in Ethiopia (see alsc
MBE Directive Mo. SBBM1/34)

30 Einancial institutions need to be specially regulated and suparvised {differantiy fromy other firms) Lo
ensure soivency because bank failure, unkke firm bankruptcy, 8 ikely to have economy wide
consequences Besides. ihe potentsl for fraud and other forms of aouse by insiders @npds to be
greatar.

31 ownership by & single shareholder (jointly or severally with spouse and/as with-a person who is below
the age of 21 and related 1o him/her consanguinally in the firsl degree refatipnship) e limited o a
maximum of 20% af the bank's shares. A bank hag lo be a shara company with its shares fully
subscribed, ther total par valee paid up and deposited, and shares should be of one lass, registered
ordinary and of same par value. However, even the 20% is probably on the high sile, it is high
anough for a sharehelder 1o have controlling cwnership

37 The need for regulatory limit on ownersiip concenfrahion @ based on two Sosts that are likely to ansa
when awnership Is concentrated, namely non-diversification of core investars and the agency problem
it cteates which results in expropriztien of minority sharehalders by |arge ones However some trade-
aff is invaived to the extent that concentrates swhership ensures thal there are shareholders with hiegh
snough stakes, hence incentives. to monitar managers (ie, reduce the free-rider problem which
accurs among small sharehoiders), thus reduce the principat-agent protiem between managemeant
and shareholders (Jensen and Meckling 1976, Fischel 1986, Shieifer .and Vishny 1886}, For &
summary review of the information asymmetry and agency (incentive) problem igsues in the area al
finance ses aise Ageba (1998a. chapter§).

23 The &% incocporates risk exposures ansing from off-balance sheel items ke guaraniees and fcan
commitments of banks, in:addition to the risk-weighted bark assets.

34 Banks are not atlowed to pay dividends or make any transfer from prafits (cther (o 4 transfer 1o s
Legal Reserve Accaunt) until the minimum capital and resemve requiremeants are met.

45 |n 1084 the Basle Committee on Banking Supenision adopted an international stardard for capitzl
adequacy to accounl for credit nisk. The minimum standard, according to the 1988 Basle Accord, 1§
A% and Incorparates, in addition 1o ngk-weighted bank's assets, off-balance sheet exposuras/astivitics
such as guarantees and loan commitmants of banks This s also recommanded by the Bank for
internaticnal Setllements (BIS), the Switzerand based international orgarization established in 1933
o promote central bank co-operation and provide additicnal facilities for Internatenal financial
operations’, L8, & central bank of central banks.

36 The 8% nsk-weighted Basle capitst adequacy requirament 15 In & SEnsE, arbitrary. For discussitn on
the arbitrary nature of caprtal adequacy ratios and an alternative suggestion see Gaadhan (1887) For
eriliciem of the inadequacy of the B% Basle ratio in the context of developing countries see Capno,

tivas and Hansan (1993) Howewver, the adoption of an inmemational standard by legislation (e asa
rule rather than leaving it to the discretion of the central bank) in iself is of some sgnificance: i
signals a commitrment on the part of the autharities to build 3 sound and safe banking system

37 The absolute limits on single borrower lgans (Br 500,000 and Br 1 million i the case of AlDB and CBE
respectively) which wara in place during the sooiahst period were efiminated

38 One problam with the limit on exposure to a single: borower to 10% of bank's net-warth is that it puts a
limit on the ability of small banks, ncluding most of the new privale Danks, to Sene large corporate
customers as far as their capital remains small

29 While it is not clear whether and to what extent economic agents in Ethiopia use inflation hedaing, that
inflation has been consistently low {in 1985/96 and 1995/47 in particular) may also have reduced the
need for nflation hedges, thereby encouraging a switch out of hedge assets into interest-bearing
assels,

40 Whereas repatnation of flight capital is, theoretically, ancther possible source of growth in deposits, 1o
the best of the auther's knowledge there |s no systematic study showing whether capital Mlight of any
significance took place in Ethiopia during the pericd of repression and of any capital repatriation
following hberalsation,
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41 The shrink in the share of the interest-frea demand deposits plus the ficor on depostt interest rates have
implications on banks' cost of funds which, togsther with tha required high provisions on bad and
doubtful loans, increases total cosls (more so for the state-owned banks given that loans granted
before liberalisation but not yet matured eam the low rates of the repression perod, and the
substantial rise in wages and.salaries), This in fum, together with the calfing on lending rates, has
implications on profits, hence viability, of banks, and, consequently, tha haalih of the banking systam
While an investigation of this is beyond the scope of this paper, # is certainly an sus that needs to be
addressed in fulure research.

42 The required reserve ratios were 10% of demand deposits and 5% of savings and time deposits unti|
1986 when a lower and consolidated ratio of 5% of total deposits was introduced by the Credit
Regulation - NBEFCR/2 Reserve Requirement in May 1986, Only the CBE was subject ta the statutory
resgrve and Hguidity requirements (ie. lquid assets equal to 20% of Ha shod-term liabilities wers
required in addition to the reserves of 5% of its lotal deposits as non-saming deposits with the NBE)
until 1984 (Supervisory Regulation - NBE/SUW/1 Liquidity Requitement, May 12, 1986): the liguidity
ratio has been reduced to 15%. It should be noted though that the excess reserves of tha CBE were
being on-lent by the central bank, the NBE, to the farmer AIDB,

43 The reserve requiremant for the CBE was increased to 8% effective 19th December 1995, For private
banks the reserve and liquidity requiternents were fower, 5% and 15% respeactively of damand. saving
and time deposits and similar labilities with one month maturity (NBE- SBB/ 5/1995: NBE- SBB/
Br1E95),

44 Short-time liabilities are defined as all liabilties payable in one year Including demand, savings and time
deposits

45 In some cases lemporary high or excess liquidity may be obsaned which may result fram a deliberate
decision by 2 bank facing high non-performing loans (or 4 requirement by the regulating bady) to
slowdown new landing until the situation is rectified

45 Shares in loans and advances disbursed are more appropriate than shares in outstanding credil
because the Iatter, being stocks, include bank loans extended to public enterprises, coops and the
central government dunng the socialist period that are not fully repaid (ie. parily riﬂecl past cradt
policy),

47 To engage In long-term insurance business only the capital requirement is Br 4 million while for genaral
insurance itis Br.3 million.

48 Most of the observed decrease in CBE's shara in tolal time deposits resulted from the large time
depasits by the Social Security Autharity (S5A) with the DBE and CBB which increased the latter's
share considerably,

48 Given that reserve requirements are non-interest earning {at least to the axtent that the reguirement is
not met using T-bills), a higher reserve requirement Increases the cost of funds 1o @ bank,

50 The main reason for not allowing foreign banks has been the absence of regulatory and supenvisony
capacity that can cope with foreign banks given their sophisticated technoiogy (a legitimate fear in
view of the frequent occurrence of farge scale financial scandals and fraud, even in countries with
fairly developed regulatary and supervisory capacity, and financial crists), although, as would ba
expected, the domestic private banks often put forward the old infant industry protection argument
agains? allowing wholly-owned foreign banks and bank branches. especially inta the shart-tarm
lending business, while welcoming their participation in partnership with them, Ancther argument
emphasizes the strategic nature of the banking industry, hence the need to retain domestic control so
a5 o use financial resources domestically to promeote develaspment (whereas farelgn banks' cradit
allocation is guided by their infernational, as opposed to local, opperlunities and strategies) which
requires indigenaous development of enferprises and institutions {including banks). There are also
other arguments for being cautious in allowing foreign banks discussion of which is bayond the scope
of this paper See Stiglitz (1994) for this,

51 Other institutional investars in T-bills include EEPCO (Ethiopian Electricity and Powsr Corporation),
Maritime, and EIC (Ethiopian Insurance Corporation), and Awash International Bank {AIB). Recantly,
participation by nen-bank institulions and private organisations has increased

52 Since T-bills are amang the assets that are accepted by the NBE as liquid assets for the purpose of
bank liquidity requirements, they offer banks the opparunity to meet this requirement while at the
same time getting a return, albeit small, rather than holding idle cash balances.
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53 However, reducing the minimum derormination has both-ditect and indirect effects of participatian which
werk' in opposile directlons, and the net effect depends on which of the two dominates, the diract
2Hact (which s positive) is thal smaller denomingtion means thal T-bills became within the reach of
small savers. The ndirect effect arises from the fact that. given the supply of T-hills which currantly
depends on tha financing needs of the govemment {rather than ag a monretary policy tool), the
ingrease in participation, j.e. higher demand for T-bills. will reduce the yield on T-bils by roising the
offer price, (making o ‘ess altractive relative o interest-bearng bank deposits) which in twm
discourages participation, What incentives do savers have to hold T-bills whose yvields are far lowes
than the - return on deposits (evan taking safety considerations inte account), which involve
tranzsaction ¢osls (e.g. bid documentation, including a bid bond equal lo 5% of the amount demanded,
and recemption process), which are not always availabie (auctions are held fortnightly), and which are
relatively (lliguid (T-bills have to be held unbil the redemption perlod since thers = no sacondary
marke!) when they can hold bank deposits with' & gusranteed minimum interest of 5% and which are
maore convenient (just geing to the nearest bank branch) and ralatively liquid?

54 Recent empirical-evidence, however, indlcates that poorly performing fions are not'the tyoical targets of
hoslile lakeovers (see Mayer, 1997), )

55 Most of the SACCs are owned by public sector employees partly because the legizlation which provided
the legal framework during the Derg penod, the Co-operative Societies Proclamalion Moo 1381578,
provides for SACCs to be formed by “individuals working in one undertaking or office” while there
were no private enterprises with employees large enough to form SACCs

56 Considering these registered with the NBE.

57 A gquick arthmetic gives us an Idea about the potential: with B5% of the 56.4 million Ethioptans living in
rural areas, under the conservative and simplistic assumption of an annual average saving of Br 20
per person, close to ane billion Br of savings a year could be mobilized, The existence of rural savings
which can be mabilized through aporopriate financial markets has been well documented in the rural
finance literature (see Kehnert and Von Pischke 1982 Mayer 1987), which alsa finds some evidence
that the marginal propensity 1o save in rural areas is higher than usually assumed, even higher than in
urban areas (ses Alamir 1974; Williamsean 1968),

58 These are the Public Service Civilian Pensicns Fund, the Public Service Military Pa‘sions Fund and the
Pensions Fund for Employees of (government-owned) Undertakings,

50 One major recant step s the finalisation of preparations for the eonduct of an actuarial study by an

‘international expert. Currently, S5A faces limited opporunities o invest even the limited funds it has
(not more than 1 bilken) due to absence of long maturity non-deposit financial assets and the
refuctance on the part of banks. CBE in particular, given their excess liquidity, (o accept arge interest-
Bearing deposits, forcing it to regularly participate in the T-bills market despite the ow yields: A large
preporticn (about 46%) of s total funds are held as time deposits with DBE and CEB, the rest
invested in government bonds and T-bills.
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Anmnex 3. Consolidated Public Sector Deficlt as Percent of GOP [A} Sub-Saharan Countries
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