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Introduction 

Accelerated and sustained economic growth is on the top of Ethiopian Government’s policy agenda. The Government of Ethiopia (GoE) in its various policy and strategic papers has clearly documented that the country’s long journey to industrialization and transformation to middle income nation should be led by agriculture. Thus there is a need to enhance agricultural production and productivity. Finance is at the heart of boosting investment and thus growth in the country. Financial systems mobilize scarce financial savings from the public and channel it to productive investments. They reduce risk of investors and thus lessen the barriers to new entry. Similarly, they lower risk of savers and help to raise financial savings. They also facilitate efficient exchange of goods and services by operating the country’s payment and settlement systems. It is, therefore, very difficult, if not impossible, to achieve the Government’s  goal of rapid and sustainable economic growth and development objectives without having vibrant, efficient and strong financial system which is accessible to majority of the population, if not all. 
To make the financial system accessible to all, there is a need to create enabling environment for the expansion and growth of the financial institutions and markets. In absence of enabling environment, financial institutions fail to improve their services on sustainable basis as to quality and quantity. Creation of enabling environment for financial systems includes, maintaining stable macro-economic condition, ensuing their soundness and developing stronger underlying infrastructure including in information and legal dimensions.

This paper briefly presents policy initiatives taken by the GoE since early 1990s to foster development and accessibility of finance to the rural areas in particular and the country in general. Section one presents overview of Ethiopian financial system while section two outlines important policy measures taken by the government. Section 3 concludes the paper.  

1. Financial Systems in Ethiopia

Financial markets and institutions interact and combine in various ways to form a county’s financial systems. At the centre of the system there are financial instruments in which financial institutions deal in the market. Financial systems evolve over time. They reflect a county’s political and economic history. Financial systems in many African countries, for example, evolved from colonial times. Evolution of modern institutionalized financial system in Ethiopia started in 1905 following the establishment of the first bank by historically reminiscent name of Bank of Abyssinia (Belay P.69).  This Bank introduced for the first time in Ethiopian financial systems history banking services and instruments such as deposit accounts and export financing. 

In pre 1974 Ethiopia, the financial system operated in a free market economic environment. However,   in 1980s, the financial system was restructured and reorganized to serve centrally planned economic system which was created following the change of government in 1974.  During this period, the Government nationalized all financial institutions in the country and created three specialized banks (excluding the central bank) and one insurance company. Private ownership of financial institutions was prohibited. Following the principles of mono-banking, the three state owned banks and the insurance company were administered by the central bank –the National Bank of Ethiopia (NBE). Indeed, the NBE used to run those government owned financial institutions like its own cost centred functional units. Among the specialized banks, the then Agricultural and Industrial  Development Bank (the current Development Bank) was responsible for financing agricultural and industrial projects with  medium and long gestation period, while the then  Housing and Savings Bank (the current Construction and Business Bank) used to lend for construction of residential and commercial buildings. The third bank, Commercial Bank of Ethiopia, was the only bank engaged in trade and other short term financing activities. The only insurance firm, the Ethiopia Insurance Corporation, was responsible for provision of all types of insurance services. Although there were efforts, to reach the poor through rural and urban cooperatives, particularly, by extending farm input loans, access to finance during the socialist oriented regime was virtually not possible for the rural poor.  By the end of the socialist oriented regime, because of the failure of most cooperatives to repay their loans, banks totally pulled out of lending to rural farmers.    

In 1990s, as a result of the shift from socialist to market economic system, Ethiopia reformed its financial services industry. The reform measures included comprehensive restructuring of government owned financial institutions and opening the sector for local private equity participation. The three government owned banks and one insurance company inherited from socialist regime were made autonomies in terms of managing their business and recapitalised.  While there was no change in the role of Commercial Bank of Ethiopia (as short term financer), Development Bank of Ethiopia (as provider of medium and long term development finance) and Ethiopian Insurance Corporation (as provider of both general and life insurance services), Construction and Business Bank has been allowed to engage in short-term financing activities.

Opening of the financial services industry for local private equity participation resulted in establishment of nine banks, eight insurance companies and 28 microfinance institutions until June 2008. The newly established banks and insurance companies are all owned 100% by local private shareholders. Ownership of the newly established MFIs, however, is mixed. Some are owned by regional governments and others by local NGOs or private shareholders. 

Financial institutions other than banks, MFIs and insurance companies operating in the country include government owed Pension Fund and saving and credit cooperatives. Although many in number as compared to other financial institutions, saving and credit cooperatives   play very little role in provision of financial services. As of September 2006, there were 5,437 such cooperatives; but they contributed for about 1.6 % of total financial deposit in the country (GoE Access to finance, P.5). The government owned Pension Fund provides long term compulsory contractual saving services to only public sector employees. Moreover, there are no other financial institutions that specialize in provision of contractual savings services to the general public. Life insurance service, for example, is underdeveloped.     

Financial markets in Ethiopia are underdeveloped. The inter-bank money market is almost none existent as little or no local currency is traded among banks. The major source of liquidity for banks is, therefore, deposits mobilized from the public. In 2006/07 fiscal year, the amount of local money traded among banks in the money market stood at only Birr 72 million or 0.3% of total banking sector loans (NBE annual report 2006/07, P.42).  Inter-bank foreign exchange market is also not active.  The NBE stands to be the only bank that sells foreign exchange to all other banks. Over 12 months ended 2006/07, banks (excluding the NBE) traded among themselves foreign exchange equivalent to only USD 59.4 million in the market; while the NBE sold USD 130.4 million to them and bought nil from the market( NBE annual report 2006/07, P.58). 

Financial instruments available in financial markets are   limited to government papers (Treasury bills and bonds) and few corporate bonds
. Moreover, there is no secondary market for these financial securities. Thus once purchased from primary sources, corporate bonds are kept by the buyers until maturity.  Government papers, especially Treasure bills, however, can be liquidated using discounting window at the NBE. Unlike many central banks, the NBE does not use open market operation for implementation of its monetary policy.  This also has contributed for the poor performance of the market. 

Banks provide largely traditional financial products. On the liability side, their products mainly include demand, saving and time deposits. On the asset side, they offer short, medium and long term loans, all of which are not tradable in the market. There is no securitization of loans. Because of underdeveloped money and securities markets, banks in Ethiopia are forced to hold high amount of liquid assets in their hands to minimize liquidity risk. As at end of June 2007, for instance, average loan to deposit ratio for the banking system in Ethiopia stood at less than 50 % which is very low in any standard. This relatively high liquidity ratio kept by banks in turn suggests inefficiency in financial intermediation. 

Currently, Ethiopia has no formal stock exchange market. Initial public offerings of equity shares are rare. With the exception of banks and to some extent insurers which are widely owned by the public because of deliberate government policy, companies usually are created by families or a group of people closely related in some ways. After initial public offering, equity shares are traded informally between a buyer and a seller. Thus liquidating equity shares held is usually not an easy task.  

In short, Ethiopian financial systems, like in many African countries, are bank dominated.  Underdeveloped markets for money and long-term securities along with limited number of financial institutions have resulted in this bank dominated financial system which, like in most African countries, is not easily accessible to large segment of the population. A study conducted recently by the World Bank showed that only 20% of adult population have accounts in financial institutions in the median African country (Honohan, P. 57)
.   The figure for Ethiopia is about 19% ( Banking Supervision Department, NBE, P 20). 

Table 1

Number of Accounts

	Financial institutions
	Number institutions
	Number of accounts
	Share in total accounts (%)

	Banks (deposit accounts)
	11
	3,403,959
	64

	Microfinance (loan accounts)
	27
	1,535,093
	29

	Cooperatives (loan accounts)
	5,437
	380,000
	7

	Total
	5475
	5,319,052
	100


Source: NBE for banks, data for end-March 2008; Access to Finance, P. 5 for MFIs and Cooperatives; data for December 2006 for MFI and September 2006 for Cooperatives. 

Banks keep large proportion (60%) of total accounts followed by MFIs (32%). However, although expanding in terms branch network, banks are not accessible to most rural households mainly due to low geographic as well as demographic penetration, and high minimum balances required to open a bank account.

· Low geographic and demographic penetration:  Ethiopia has low geographic and demographic penetration of bank branches. Although the expansion of banks in terms of branching since 1994 is significant, most rural people have to travel very long under poor transportation infrastructure and facilities (usually by foot), to access bank branches. All banks are headquartered in Addis Ababa (the capital city). Their branches too are concentrated in the Capital. The number of bank branches went up from 215 in 1994/95 to 562 in mid 2008. As of June 30, 2008, population per branch in Ethiopia stood at 135,404 and there was one branch per 1964 squire kilometres (see table 2). Compare these figures with 96 branches per 1000 people and 790 bank branches per 10,000 square kilometres in Spain ( World Bank P.6). Thus mainstream bank branches are hardly accessible to rural poor.

Table 2

Number of Bank and Insurance Branches

	Institutions
	1994/95 (# of)
	June 2008 (# of)

	
	Institutions
	Branches
	Institutions
	Branches
	Population*
	Population per branch

	Banks
	3
	215
	12**
	562
	76,097 
	135,404

	Insurers
	1
	20
	10
	197
	

	MFIs
	0
	0
	28
	439
	

	Total
	4
	235
	49
	1198
	


* In thousands, data for June 2007.

** Including the recently licenced Zemen Bank

Source: NBE, Supervision Directorate for institutions and their branches; NBE Annual Report 2006/07 for population.

Table 3

Distribution of Bank Branches

June 30, 2008

	Region
	# of branches
	Share in total (%)

	Addis Ababa
	213
	37.9

	Oromia
	135
	24

	Amhara
	84
	15

	Tigray
	38
	6.8

	SNNP*
	55
	9.8

	Others
	37
	6.6

	Total 
	562
	100


* SNNP= Southern Nations, Nationalities and Peoples

Source: Banking Supervision Department, NBE. 

At macro level, expansion in the number of banking institutions and their branch network improved financial intermediation in the country. 

Affordability: For a small farm landholder living on subsistence, minimum account opening balance, which is birr 50 for  the bank requiring the lowest,  required to open an account by a bank might be unaffordable. Indeed most small farmers are considered unbankable in the eyes of mainstream banks even for deposit products. Consequently, main stream banks shay from extending credit to such farmers without covering their perceived risk by unconditional guarantee (usually from the government or donors). The only financial service that they are comfortable to provide the rural poor is limited to remittance or payment. In fact, traditional banks grant credit only to urban rich who have capacity to offer collateral with estimated value at a minimum adequate to cover the risk of default. As of end-March 2008, in a country with population size of over 76 million, banks granted birr 39,973 million to a total of 54,900 loan account holders. Average loan size for the banking sector thus was birr 728 thousand per account, which was much higher than borrowing capacity of the poor.  Data collected recently by the NBE showed high concentration of loans granted to and deposits collected from bank customers both in terms of region and account holders.  As at March 31, 2008, about 10% of bank borrowers, with loan balance of over Birr 1 million, accounted for 83% of total banking sector credit portfolio of Birr 40 billion. Similarly, of the  total Birr 61 billion deposits, Birr 34.5 billion or 65.8% has been mobilized from Addis Ababa distantly followed by Amhara and Ormia (9.5% each), Tigray (6.3%) and Southern Nations and Nationalities (4,7%)  regions. Similar trend is observed in terms of deposit account holders.   Banking industry keeps about 3.4 million deposit accounts, 52% of which are found in Addis, 17% in Oromia, 12% in Amhara, 7.6% in Tigray, 5.9% in Southern Nations and Nationalities and the rest 5% in other regions. What is more interesting is that 98% of deposit account holders who keep in their respective account birr 100,000 or less contributed for only 27% of  the entire deposits carried by the banking industry. In other words, 2% of total account holders who maintain over birr 100,000 in each of their bank account accounted for 73% of total deposits of the banking sector (see the table below). These figures clearly show the high degree of i) vulnerability of  the banking sector to deposit withdrawals of few rich people for whatever reason, and ii) limited access to finance in the country.
Table 4

Banking Sector

Loans by Range

March 31, 2008

(Percent of the total)

	Loan range  
	Amount (share in total)
	# of Accounts (Share in total) 

	Birr 1 million & less  


	16.99
	90.38

	Over Birr 1 million


	83.01
	9.62

	Total
	100
	100


Source: Banking Supervision Department, NBE. 

Table 5

Banking Sector

Deposits by Range and Region

March 31, 2008

(Percent of the total)

	Region
	Birr 100,100 & below
	Over birr 100,000
	Total

	
	Amount
	# of Accounts
	Amount
	# of Accounts
	Amount
	# of Accounts

	Addis Ababa
	15.32
	50.88
	50.50
	1.48
	65.82
	52.36

	Oromia
	4.03
	16.73
	5.48
	0.25
	9.51
	16.98

	Amhara
	2.93
	11.88
	6.58
	0.21
	9.52
	12.10

	Tigray
	1.82
	7.51
	4.48
	0.11
	6.30
	7.62

	SNNP*
	1.48
	5.85
	3.18
	0.11
	4.66
	5.96

	Others
	1.17
	4.89
	3.02
	0.08
	4.20
	4.98

	Total
	26.75
	97.75
	73.25
	2.25
	100.00
	100.00


*Southern Nations, Nationalities and Peoples 

Source: Banking Supervision Department, NBE. 

2. Policy Initiatives for Improved Financial Services

The Ethiopian Government in its Agricultural and Industrial Strategic Plan documents published in 2002 as well as in the ‘Plan for Accelerated and Sustained Development to End Poverty’ (PASDEP)   has declared that the only way to get out of abysmal poverty is accelerated and sustained economic growth
. Agriculture is expected to play a central role in bringing about rapid economic growth and development in the country. To achieve this far reaching goal, finance is considered as a key input. Financial Sector Strategy of 1998 is also consistent with the goals of accelerated economic growth. This particular strategy aims at improving access to finance, in the country as a whole and in rural areas in particular, by creating conducive environment for expansion, and operation of financial institutions and market. It extensively outlines policy measures to be taken by the government to build and preserve a stable, efficient and inclusive financial system. All strategic documents of the government stated above recognize that access to finance  and stronger financial systems promote growth by financing entry  to business of new firms (particularly small and medium scale enterprise which are often most dynamic and innovative) and  expansion and growth of existing enterprises.   

There are currently two distinct but complementary policy discussions on the role of government in broadening and deepening access to finance (Honohan P.  7). Both have many common elements such as the need to have enabling environment for financial sector development, but seek to look beyond those basics.   One approach, the modernist approach, relies mostly on market mechanism in allocating financial resources efficiently while the other, activist approach,   recognizes market failure and thus calls for the government to play active role in promoting breadth and depth of the financial services particularly in developing countries. The modernist view increasingly emphasis on market discipline in preference to regulatory discretion. On the other hand, activists favour enacting restrictive legal framework and establishing competent prudential regulators to the interests of the general public against weak, reckless and corrupt management of financial institutions. Protecting the interests of consumers from predatory practices is also the concern of activists. Appropriate government financial sector policy takes elements from both modernist and activist approaches in context-sensitive manner. Ethiopian’s financial sector policy, as will be discussed further below, thus combines the two approaches taking the country’s political, economic and social conditions into account. 

Government has a central role in creating enabling environment for expansion, competition and growth of financial services industry in the country. The GoE strives to provide financial institutions and markets with the necessary framework and incentives to deepen and broaden the financial system. To this end, it issues new or updates existing laws governing contract administration and enforcement as well as establishment, ownership, corporate governance and operation of financial institutions.  Furthermore, it strives to maintain stable macro-economic environment. The GoE has taken a number of policy measures to enhance the development of the financial system in the country since it came to power in 1991. Some of these policy actions and initiatives are discussed below.

First, maintaining sound macroeconomic condition is essential for deepening access to finance: Given the inter-temporal nature of financial contracts, macroeconomic stability is a prerequisite for financial system development. Countries with efficient and well developed financial systems, which are accessible to majority of the population, have consistently low inflation and stable exchange rate. Until recently, Ethiopia’s macroeconomic system has been stable. Over the last five years, the country enjoyed a robust economic growth which stood at about 11% per annum. The country’s inflation rate has been below 10% until recently while its exchange rate continued to be stable. Although the current  rise in inflation is worrisome, the stability in macroeconomic framework  and high economic growth in the past have contributed positively for the growth and expansion of financial institutions in terms of number and branching as discussed above.  

Second, promulgating and implementing laws that promote financial sector development, soundness and accessibility has been among important policy measures taken by the government. In 1994, laws for licensing and supervision of banks and insurance companies were issued. Similarly, in 1996, the law for regulation of MFIs has been promulgated.  These three laws allowed local private sector participation in financial sector. The responsibility of enforcing the laws has been vested in the NBE. As stated in section one above, nine banks (including recently licensed Zemen Bank), eight insurance companies, and 28 MFI have been formed since the issuance of the laws. The issuance of MFI law is one of important policy initiatives of the government that helped improve access to finance in the country. These are innovative financial institutions which cater financial services to the poor in both urban and rural areas. They accept deposits, make loans and some of them (those owned by the regional governments) effect payment on the behalf of government Pension Fund. Unlike bank branches, they are   located close to the poor. Their financial products are appropriate and thus affordable to low income citizens both in urban and rural areas. Yet they do not reach every poor in Ethiopia.   

A law that allows for establishment and operation of leasing companies has also been enacted by the government. The objective of the law is to encourage the creation of non-deposit taking institutions that provide both financial and operational leasing services. The law sets rules for granting and administration of leasing services. Contrary to the laws on banking, insurance and MFI businesses, this piece of legislation allows foreign equity participation in establishment of leasing companies.  However, no financial leasing company has been created until now. In contrast, several companies, particularly in construction sector, have taken advantage of the law and thus are engaged in operational leasing.

With the aim of improving credit repayment culture of borrowers and ensuring soundness of banks, the GoE issued a law that empowers banks to foreclose on collateral held against loans without passing through the court system. Clear legal rights of borrowers and lenders are crucial for financial sector deepening. The foreclosure law allows for speedy resolution of bank claims by stating the rights of the creditor on properties held as collateral if the borrower fails to repay the loans in line with the original agreements. The system of foreclosure is working well in major cities and towns of Ethiopia.  However, foreclosure has been a difficult task in rural areas and small towns as it usually turns out to be very hard to sell properties, like residential houses, in such areas or towns due to small size of the population and thus close social and economic ties of the society. Nevertheless, the government is considering allowing MFIs to use foreclosure law like banks. 

A study is underway to develop legal and regulatory framework for electronic payments. Electronic payments are not currently covered in Ethiopian legal system. Lack of such legal framework may thus hinder the introduction of cost effective modern electronic payment instrument such as ATMs, credit and debit cards, mobile/telephone/internet banking. Other policy initiatives which is currently under consideration is the development of securities market, particularly, that of long term debt instruments.    

Third, improving availability of borrower information to banks has been important policy imitative implemented by the GoE. Experience world wide indicate that sharing information of borrowers among banks minimizes information asymmetry and adverse selection. It also helps improve competitiveness of banking institutions. A database that gives easy and reliable information on a borrower’s credit history reduces the time and cost needed to process and disburse loans. Well developed credit reporting system makes the quality of a borrower much more transparent and improves access to credit. It reduces overdependence in collateral based lending and enhances relationship banking.  In 2004, the GoE established credit information centre. The Centre is hosted and administered by the NBE. It collects and stores data from all banks, and shares such information with the banks. The government has a plan to expand this system to other relevant financial and non financial sector actors such as MFIs, insurers, utility companies, Internal Revenue Authority and Ethiopian Commodity Exchange.   

Fourth, efforts are being made to expand modern telecommunication network to rural areas. Modern telecommunication technology is essential to modernize the country’s payment and settlement systems and easily reach the poor in rural areas. The use and acceptance of debit and credit cards as well as ATMs largely depend on availability and cost of the telecommunication technology. Mobile phones and the internet technologies have been used in some countries such as Kenya and Bolivia to increase access to finance in rural areas ( Beck  P. 14). Although the GoE is making efforts to expand basic communication technology to rural areas, much more has to be do to bring Ethiopia to the international standards as the country’s access to basic telecommunication services is among the lowest in the world.

Fifth, the government has launched Payment System Modernization Project. Efficient, safe and effective payment system is crucial to facilitate exchange of goods and services at low cost in a country’s economy. Ethiopia currently has a very backward payment system. Transactions are predominantly carried out with cash; personal checks are not largely acceptable as payment instrument; it takes several days to clear non-personal checks; local electronic transfers are not being used; and   there are few ATMs and other electronic payment instruments such as debit and credit cards. The current payment and settlement system does not allow financial service providers to expand their outreach both in urban and rural areas at low cost. The implementation of payment system modernization project stated above is expected to address the above problems.   

Sixth, to mitigate market failure and thus enhance access to credit in rural areas, GoE has designed several pro-poor credit programs. One such program ensures availability of agricultural input loans to small land holding farmers providing guarantee to the lender (currently, the Commercial Bank of Ethiopia) for repayments of loans granted to the farmers. This program is consistent with the government’s policy of rapid growth in agriculture. The other initiative, designed by the GoE in collaboration with donors that aims at improving availability of credit to the poor, is Rural Financial Intermediations Program (RUFIP). The program is funded by International Fund for Agricultural Development (IFAD) and the African Development Bank (ADB) and implemented by Development Bank of Ethiopia.  The major component of the RUFIP is loans to MFI to be used for on lending to the poor.  Yet the third program initiated by the government to address market failure and  improve access to credit is Urban Financial Intermediation Program (UFIP). The program created a birr 5.2 billion fund from the CBE to be lent to MFIs who in turn lend to urban micro and small enterprises.   

3. Conclusion and the Way Forward

GoE is committed to accelerate the growth of the economy. The role that finance plays in bring about accelerated and sustained economic growth is well recognized by the government. Since 1991, the government has taken a number of policy measures to improve access to finance. Yet Ethiopia is one of the countries in the world were access to finance is very low. The challenge thus is what additional measures should be taken to make finances accessible to most people, if not all, in the country. This paper emphasizes on the following policy initiatives, some of which are already underway.

1) Modernizing the country’s payment system should be one of important measure that should be taken by the government: As stated in section 2, Ethiopia’s payment system is backward, costly and inefficient. Cash transactions rather non-cash payment instruments are dominant. Modern payment instruments such a credit/debit cards and other non-cash electronic payment are nascent. It is thus unthinkable to improve breadth and depth of access to finance without modernizing the payment system. The GoE, in collaboration with the World Bank, has a program of modernizing Ethiopia’s payment system. There is a need to speed up the implementation of this important program.
2)   The lack of legal and regulatory framework for electronic payments such as ATMs and other electronic banking ( internet, mobile, telephone etc)  has  discouraged banks from introducing these innovative payment instruments or where they have introduced, has put them at legal risk.  Electronic payments are not recognized in Ethiopia legal system.  Thus government should issue laws that govern electronic payment. This helps financial service providers introduce innovative products currently in use around the world which are cost effective, efficient and safe. 

3) Ethiopia’s financial system is bank dominated with infant money and capital markets. Thus there is a need to develop securities market particularly, market for long term debt securities.

4) Extending application of the foreclosure law to MFIs allows for speedy resolution of their claims. In the short run, foreclosing on collateral held against loans without going to courts has helped banks resolve problem loans efficiently. In the long run, the foreclosure system would be instrumental for improving credit repayment culture in the country. 

5) Credit information centre at the NBE currently provides banks with credit history of bank borrowers. This system of information sharing should be extended to MFIs, utility service providers, tax authorities and commodity exchange.

6) Further improvement in accessibility of finance is also hindered by the lack of appropriate telecommunication infrastructure. Introduction of modern and cost effective banking products largely cannot take place without expansion and availability of modern telecommunication technology. There can be no internet banking, for instance without access to internet technology. Hence there is a need to further speed up expansion and accessibility of telecommunication services.   
7) Finally, the Government should  overcome the recent problems related to rising prices as these undermine financial deepening and accessibility.      
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� CBE has recently purchased bonds with maturity of 10 yours from Ethiopian Electric Power Corporation and Ethiopian Telecommunication Corporation.





� Number of bank deposit and loan accounts are crude indicators of accessibility for finance, because some individuals or firms may have multiple accounts, while others have none.


�  For extensive coverage of Government’s economic strategies, see Ministry Information, ‘Agricultural Development Policies, Strategies and Methods’, and’ Industrial Development Strategies’ both published in 2002 in Amharic. .  
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