[image: image2.emf] 

              Direct Linkage                 Indirect Linkage  


Expanding Outreach through Linkage Banking: The Case of the Commercial Bank of Ethiopia


By: Habtu Dimtsu(
&

                                                   Abraham Tesfaye((
June 2008

Contents 

2I. Introduction


4II. Linkage Banking: Review of the Literature


10III. The Financial Sector and Ethiopian Financial Institution: An Overview


103.1. The Financial Sector


123.2. Financial Institutions


123.2.1. Commercial Banks


163.2.2. Microfinance Institutions


273.2.3. SACCOs and Informal Financial Institutions


27IV. Rural Finance and Linkage Banking in Ethiopia


29V. CBE’s Experience in Linkage Banking and Outreach Expansion


295.1. Brief Profile of the CBE


315.1.1 Deposit Mobilization


315.1.2 Loan


335.1.3. Income, Expense and Profit


345.2. CBE’s Linkage Banking and Outreach Practice


385.3. Risks and Potentialities in Linkage Banking


385.3.1 Risks


405.3.2. Potentialities


41VI. Concluding Remark



Annexes

ACRONYMS AND ABBREVIATION
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Amhara Credit and Saving Institution
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BOA
Bank of Abyssinia

BIRR           Ethiopian Currency

CBB
Construction and Business Bank

CBE
Commercial Bank of Ethiopia
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I. Introduction

In Ethiopia, there is no as such visible business linkage between CBs and other formal and semi-formal financial institutions (for instance MFIs and SACCOs). CBs in Ethiopia tend to cater to mainly for large and medium enterprises, and give little attention to small loans, which they consider as too risky, unprofitable and not fitting with their business. With the exception of the indirect interventions in fertilizer and improved seed credit, formal banks in Ethiopia consider the poor as credit risks and unbankable. The fact that the majority of the banks’ branches in the country are located in Addis Ababa and other major towns is one indication of this fact.

The major problem of poor households has been lack of flexible financial services on a sustainable manner, despite the high potential demand for the services, especially for micro-credit. Deposit-taking MFIs are making their effort to fulfill this demand, but their limited financial and institutional capacities have become serious constraints to expand outreach to the bulk of the population. Hence, the MFIs need to link their activities with formal banks (i.e. CBs), which have the financial resource and the network to reach the unbankable section of the population. On part of the CBs, there is a need to diversify their loan portfolio by engaging in new ventures such as financing of MFIs and SACCOs in addition to the traditional products they are known for.

The CBE is no exception in this regard. Though it has little experience in linkage banking, as is the case for all of the formal banks in the country, it is relatively the biggest financier, has the highest number of bank branches, with a wide capital base, and with long experience in the banking business.  

The objective of this paper is to make a discussion on linkage banking in Ethiopia with particular reference to the CBE.  The paper is organized in six parts.  Following the introductory remark in Part 1, the theory and practice behind linkage banking is highlighted in Part II.  Part III gives an overview of the financial institution in Ethiopia.  Rural finance and linkage banking in Ethiopia is the theme of part IV, while part V deals with the experience of the CBE in linkage banking and outreach expansion.  In part VI, conclusions are made and the possible courses of action that the CBE should follow are briefly discussed. 

II. Linkage Banking: Review of the Literature 

Developing economies recently give much attention to eradicating poverty as a major component of their Millennium Development goals.  Realization of this requires fulfillment of many policy measures including ensuring that the poor, which constitutes more than 70 percent of the population in these economies, have access to finance. 

Attempts have been made by the governments’ in these economies to make available finance to this neglected section of the population, for instance, through the formation of MFIs and RUSACCOs.  However, these institutions can only reach less than 10 percent of the poor who are forced to rely on informal sources of finance to meet their demand. The reason is their limited financial and structural capacity to widen their customer base. Contrary to this, the formal financial institutions (mainly banks) have relatively large loanable funds at their disposal and have the capacity to cover large portion of the rural poor with the help of their wide branch network.

It is these developments that attract authors in the field of development economics to dwell on a possible linkage between CBs and MFIs to meet the huge financial need of the poor in the developing economies and there by facilitate economic growth.  In the words of Kirsten (2006), financial linkage is necessitated following the information and enforcement problems in credit markets that result in a mismatch of resources and abilities between formal and informal lenders. She further notes that formal financial institutions have extensive infrastructures and system and access to funds.  On the other hand, informal financial institutions operate close to rural clients, possess quite good information and enforcement mechanisms and are typically more flexible and innovative. Contrary to this advantageous position of their own, these institutions have their own deficiency which demands a financial linkage between the two.  Formal institutions are usually far from rural and poor clients, making it very difficult to obtain adequate information and reducing risks; and informal finance institutions lack resources and infrastructure to serve clients beyond a small geographic area, resulting in highly concentrated loan portfolios. In addition, Wangwe (2004) argues that the formal financial sector in most developing countries has failed to serve the rural communities due to collateral, credit rationing, preference for high-income clients and large loans and bureaucratic and lengthy procedures of providing loans.

One advantage of this linkage is, therefore, reduction of the high information and enforcement problems that increase transaction costs in rural credit markets.  As a result of the linkage, more people will get access to finance, that includes those who are previously unserved and a variety of financial services will be availed to the poor. Wangwe (2004) sugests that linking with intermediate institutions which are closer to the farm clients reduces the cost of collecting and processing information about potential borrowers.

Financial linkages can be of two types: direct and indirect (Wolday, 2006). Direct financial linkage refers to linkage between financial institution in which the main purpose of the linkage is to help less formal institutions diversify their sources of funding, expand their loanable funds and/or balance liquidity shortages and excess by providing financial service directly. The case of banks offering loans to MFIs and on lending to clients (working through existing providers) is a case of in direct financial linkage. The experience of ICICI bank and CRDB bank of Tanzania are cases in point in relation to direct financial linkage

In majority of the cases, the motivation for the linkage is external (driven by regulatory pressures) than internal.  A case in point is ICIC bank (Kirsten, 2006).  The majority of CBs that undertook MF lending in the Asia-pacific region did so because it was required of them by their governments (Goodwin-Groen, 1998). With regard to linkage outcomes, it is argued that any financial linkage between two partners must have a measurable outcome in relation to client level, institutional level and capacity building.  Moreover, the state of development of the country’s financial system dramatically affects the potential for financial linkages (Kirsten, 2006).  In countries where formal and less formal institutions are both weak, the potential for linkage is extremely low.  

Till the 1980s, the regulatory repression of formal financial markets in most developing countries-interest rate ceilings, high reserve requirements, and directed credit lines; largely precluded established banks from servicing a higher cost and riskier micro enterprise clientele (Baydas et al, 1998). He also cites that linking MFIs with CBs has its own risks and potentialities.  On part of CBs for instance, there are comparative advantages in forging linkage with MFIs, including:

(1) CBs are regulated institutions that fulfill the condition of ownership, financial disclosure, and capital adequacy that help ensure prudent management;

(2) They have a large network of branches that help them reach out a substantial number of microfinance clients; 

(3) They have well-established internal controls and administrative and accounting systems to keep track of a large number of transactions; and

(4) They have ownership structure of private capital that tends to encourage sound governance structures, cost-effectiveness, and profitability, all of which lead to sustainability.

Despite this, CBs are likely to face challenges in MF (Baydas et al, 1998).  These challenges, among others, include: 

(1) Commitment of CBs to micro enterprise lending is often fragile and not based solidly on institutional mission;

(2)  Banks lack the financial methodologies to reach a low income population; 

(3)  MF programs need to be inserted into the larger bank structure in such   a way that they have relative independence and, at the same time, have the scale to handle thousands of small transactions efficiently. Hence, a need to resolve organizational structure issues;

(4)  Banks lack specialized staff to manage MF programs; 

(5)  The fact that MF programs are costly because of the small size of their  loans and because banks cannot operate them with their traditional mechanisms  and overhead structures; 

(6) Banks must communicate with banking authorities to ensure that reporting and regulatory requirements take into account the specialized nature MF programs; and 

(7) MFIs lack enough collateral to offer CBs to secure their loans and hence risk of defaulting.

Important in this regard is the fact that most of the large banks are risking millions of dollars of their own deposit or equity base to fund these programs. Hence, CBs need to adjust their products, and loan prices to tailor their products and services and make them more suitable for MF clients (CGAP, 1998).

On part of the MFIs is the question of sustainability.  Two types of sustainability can be considered here: operational sustainability and financial sustainability (Rosenberg, 2000). Operational sustainability refers to covering actual cash costs while financial sustainability refers to covering all costs, including a commercial cost of funds.  Most MFIs serving the very poor are not sustainable and most sustainable MFIs don’t reach the very poor (Rosenberg, 2000)

CBs can involve in MF business in various types (Goodwin – Groen, 1998). These are: 

(1) government subsidized lending programs channeled  through the banks; 

(2) government-mandated lending targets met by banks subsidizing interest rates;

(3) government-mandated lending targets with banks charging commercial interest rates; and 

(4) MF as a profitable business.

Goodwin-Groen (1998) has identified key success factors for MF in CBs.  These include:

 (1) Create a small specialized bank or a separate MF unit within a large commercial bank; 

(2) Treat savings as equally important to lending;         

(3) Charge interest rates to cover all the costs of the lending products;

(4) ensure excellent MIS and portfolio management; 

(5) Recruit staff from outside the bank and/or give staff specialist training; and 

(6) Find a champion or visionary who will see the program through to success. 

Governments should play a role in realization of these factors.  In fact, governments should encourage CBs to become involved in MF through a creation of: (1) sound macroeconomic policies and basic infrastructure; (2) minimal restrictions to profitable lending, particularly no interest rate caps; (3) enhanced ability to establish a small commercial bank which can focus on this sector (such as a low minimum capital requirement); and (4) appropriate and prudential regulations for this market including capital adequacy ratios,  asset quality indicators and unsecured loan limits. (Goodwin-Groen, 1998)

Facilitating growing partnership between MFIs and CBs requires implementation of one of the following (Awal): 

(i) Act as guarantors on behalf of MFIs or establish guarantee funds.  These funds would provide a guarantee on loans made by the CBs to the MFIs. Donors can build a guarantee fund and act as guarantors too, for the loans to MFIs. The proportion of the guarantee can diminish as the relation between the bank and MFI develops;

(ii) Instruct banks to allow MFI to pledge their “borrower receivables” (or loan outstanding) as collateral based on the MFI’s record of performance; and

(iii) The central bank/donors can pursue the government to subsidize over the higher rate of interest charged by the banks, the private banks in particular (their funds are usually more expensive than the public banks), so that the banks are enticed to leverage more funds to MFIs.

Awal further argues that like NABARD in India, the central bank can approve and issue policy guidelines to the CBs to fund MFIs. The guidelines must address the collateral requirement by CBs and direct them to introduce ONE STOP SERVICE at their head offices for disposing of the MFI’s loan applications to overcome the procrastination, bureaucracy etc, and the banks historically suffer from.  

CBs, once they decide to give loans to MFIs, have to be sure that the latter have fulfilled certain terms and conditions. These are (Awal):

(1) They have commendable reputation;

(2) They register with appropriate government bodies; 

(3) They have adequate experience, good track records, clear mission, etc;

(4)  Have satisfactory network, volume and outreach;

(5)  Their executive committee have experienced, non-partisan and socially reputed persons; and

(6) Have good audit report. 

III. The Financial Sector and Ethiopian Financial Institution: An Overview

3.1. The Financial Sector

The financial reform efforts, that follow the change of government in Ethiopia in 1991, have had their impact on the growth of the economy in general and on the financial sector in particular.  

At present, there are seven private CBs, three public banks (one commercial), one cooperative bank, twenty eight MFIs and 1310 RUSACCOs in the country, while the number of overall bank branches reached abut 522 at the end of December 2007.  There are also ten insurance companies and a pension fund functioning in Ethiopia.  Significant progress has been made in the financial sector following the emergence of private banks, MFIs, RUSACCOs, etc.  Total bank’s liquidity (deposit) and assets has increased and a growing volume of credit has been disbursed to the private sector.  The emergence of private banks in particular has made possible a new competition atmosphere in the banking industry and has played its own role in enhancing operational efficiency of commercial banks

In spite of the proceedings and the relatively long banking history, the development of financial services in Ethiopia remained rather shallow and narrow.  Many of the standard indicators suggest that financial development in Ethiopia is at its infant stage:

· The subsistent agriculture continued to dominate the economy, suggesting a low level of monetization.  Broad money as a proportion of GDP, which is broadly taken as a measure of the extent of financial development, is in the range of 40 to 50 Percent, a statistic suggesting very low level of financial depth though comparable with many low-income African countries.  Financial deepening in Ethiopia according to the IMF wp/05/166, however, is far lower than those upper and high-income countries. 
· Other indicators such as claims to the non-central government as a proportion of the GDP, which stands at about 24 Percent, also leads to the same conclusion.  Bank credit to the non-government and deposit of the banking sector as a proportion of GDP normally rises as the economy grows and the number of financial institutions increases.

· Although Ethiopia is fairly comparable to many low-income African countries in terms of deposits and loans to GDP ratios, the number and variety of financial institutions in relation to the population size, however, is extremely low, even by the standard of those low income African countries. 

· Ethiopia also remains one of the underbanked countries in the world, with possible effects of constraining economic growth and business development as access to financial services to the wider public remained rather limited.  The bank per capita in Ethiopia, which is about 6 million population per bank, is one of the lowest in Africa suggesting that even by the standard of sub-Saharan Africa, access to financial services has not yet been enhanced. 

· Financial access measured on the basis of population to bank branch ratio is about 159,000 in the year 2007. Despite the good progress over the past years, this level of population to branch ratio, nonetheless, is far higher than the situation in many African countries, leading to the same conclusion cited above.

3.2. Financial Institutions 

3.2.1. Commercial Banks

All CBs offer savings and checking accounts, extend short-term loans, deal with foreign exchange transactions, provide transfer services and perform all other commercial banking activities.  Nevertheless, the CBE still dominates the market in terms of percent of assets, deposits, outstanding loans, bank branches and etc though all private banks are playing an active role in the financial market.  

Branch Networking and Geographic Distribution of CBs

The total number of CBs’ branches has reached 490 in December 2007, of which 197(40.2 percent) are that of the CBE. Many of the bank branches are concentrated in the city and major regional towns, and are inaccessible to the rural population. More than 36 percent of CBs branches are concentrated in Addis Ababa, though there is a huge potential market in the rural part of Ethiopia.

Deposit Mobilization 

As at end of June 2007, the total deposit liabilities of the commercial banking system in Ethiopia stood at Birr 53.9 billion.  The deposit liabilities comprise of demand, saving, and time deposits.

Table1. Deposit Mobilization by CBs (2002/03-2006/07)

      Amount in mill.Birr

	
	Demand
	Saving
	Time
	Total

	
	Amt
	%
	Amt
	% 
	Amt
	% 
	Amt
	%

	2002/03
	13,585.2
	48.6
	12,505.2
	44.7
	1,887.0
	6.7
	27,977.4
	100

	2003/04
	16,376.3
	50.1
	14,372.2
	44.0
	1,929.4
	5.9
	32,677.9
	100

	2004/05
	18,919.4
	49.1
	17,311.4
	44.9
	2,284.6
	5.9
	38,515.4
	100

	2005/06
	21,264.1
	47.8
	20,488.2
	46.1
	2,706.8
	6.1
	44,459.1
	100

	2006/07
	26,267.6
	48.8
	23,718.8
	44.0
	3,878.9
	7.2
	53,865.3
	100


      Source: Computed from NBE Various Issues
Of the total aggregate size of CBs deposits in 2007, the CBE alone claimed 66.7 Percent, while the share of the seven private banks altogether stood at 32.7 Percent.

Table 2. Deposit Breakdown of CBs ( Percentage share)

	Bank
	2005
	2006
	2007

	
	Demand
	Saving
	Time
	Total
	Demand
	Saving
	Time
	Total
	Demand
	Saving
	Time
	Total

	CBE
	85.9
	63.4
	28.7
	73.5
	83.5
	59.8
	16.8
	69.6
	81.8
	57.2
	9.8
	66.7

	AIB
	2.3
	8.6
	5.7
	5.3
	2.7
	9.2
	8.4
	6.0
	2.3
	9.7
	9.2
	6.0

	DB
	4.2
	11.3
	10.1
	7.7
	4.9
	11.8
	16.2
	8.6
	5.2
	12.4
	21.2
	9.3

	BOA
	1.8
	7.0
	7.8
	4.4
	1.9
	7.8
	11.8
	5.1
	2.0
	8.3
	10.1
	5.2

	WB
	3.0
	3.1
	12.7
	3.4
	3.5
	3.6
	17.4
	4.2
	4.7
	3.5
	23.0
	5.3

	UB
	1.2
	2.4
	19.2
	2.4
	1.6
	3.4
	13.5
	3.0
	1.5
	3.7
	13.6
	3.2

	NIB
	1.6
	4.2
	15.7
	3.3
	1.5
	4.2
	15.1
	3.4
	1.6
	4.7
	12.0
	3.6

	CBO
	-
	-
	-
	-
	0.3
	0.1
	0.6
	0.2
	0.6
	0.4
	0.8
	0.5

	LIB
	-
	-
	-
	-
	-
	-
	-
	-
	0.2
	0.2
	0.4
	0.2


Source: Computed from NBE Various Issues and Report of Respective Banks
Loans & advances 

Total loans and advances of CBs during the year 2007 reached 24 billion birr, 40.6 percent of which belongs to CBE and 59.4 percent to private CBs operating in the country (Table 3).  Looking into the data depicted on the same table, outstanding loans of each private bank are on the increasing side.

Table 3. Percentage Share of Total Loans and Advances of CBs(2001-2007)

	Banks
	2001
	2002
	2003
	2004
	2005
	2006
	2007

	CBE
	79.34
	75.71
	66.31
	59.64
	56.08
	45.5
	40.6

	AIB
	4.72
	5.51
	6.61
	6.93
	7.57
	9.2
	10.5

	DB
	5.33
	6.60
	9.66
	12.39
	13.10
	15.5
	16.6

	BOA
	5.30
	5.23
	6.42
	7.05
	7.24
	9.6
	9.6

	WB
	2.65
	3.17
	4.53
	5.41
	5.88
	7.8
	9.0

	UB
	1.03
	1.27
	2.30
	2.82
	3.48
	4.9
	5.9

	NIB
	1.62
	2.51
	4.19
	5.76
	6.65
	7.2
	7.6

	LIB
	-
	-
	-
	-
	-
	0.3
	0.3

	Total
	100
	100
	100
	100
	100
	100
	100


         Source: Computed from NBE Various Issues and Annual Reports of Respective CBs 

CBs, including the CBE, are believed to target mainly big and medium urban borrowers with relatively bigger investment activities and hence are not considerate when it comes to small borrowers, due to risk aversion attitude.

Quality of loans is mainly expressed in terms of ratio of non-performing loans (NPLs ratio).  Nevertheless, data on NPLs ratio of private CBs is difficult to acquire.  Instead, provision of doubtful loans to gross loans and loans and advances to net deposit ratios are used for the purpose. Accordingly, provision of doubtful loans to gross loans for significant number of CBs, including the CBE, showed a declining trend during  the 2001-2007 years. This suggests that loans quality in the banking industry has been improving from time to time, perhaps due to improvement in loans appraisal, proper follow-up and supervision, better loan collection and efficient management of acquired properties. 
Table 4 Asset Quality of CBs

	Banks
	Provision for doubtful loans to gross loans ( % )
	Loans and Advances to net deposit

Ratio

	
	2001
	   2002
	2003
	2004
	2005
	2006
	2007
	2001
	2003
	2004
	2005
	2006
	2007

	CBE
	18.9
	   20.7
	28.9
	24.4
	20.8
	17.7
	14.1
	65.3
	48.2
	36.2
	37.7
	33
	29.6

	AIB
	4.1
	     6.7
	5.6
	 6.8
	5.5
	3.1
	1.1
	74.5
	61.9
	65.9
	69.3
	72.9
	77.3

	DB
	3.2
	     3.1
	4.0
	 3.9
	3.2
	2.7
	2.2
	82.8
	78.2
	77.8
	78.8
	85.7
	81.8

	BOA
	2.0
	   3.2
	4.4
	 4.4
	2.8
	2.2
	4.7
	116.3
	69.4
	75.5
	75.8
	90.2
	85.0

	WB
	4.0
	   4.8
	5.0
	 5.6
	4.9
	3.4
	4.6
	86.5
	86.7
	93.9
	89.5
	89.6
	79.1

	UB
	0.6
	   0.8
	1.4
	 2.3
	2.1
	1.8
	1.9
	120.0
	101.0
	71.8
	68.5
	82.3
	84.0

	NIB
	0.3
	     1.1
	3.9
	 3.9
	4.2
	2.8
	3.4
	101.1
	101.1
	94.5
	92.6
	101.6
	97.0


       Source: Computed from NBE Various Issues and Reports of Respective Banks
Profitability Assessment 

In valuing and identifying trends in profitability of institutions like CBs, both return on equity (ROE) and return on assets (ROA) are often used as indicators.  ROE is an important indictor of how efficiently bank capital is used. A better evaluation of bank’s profitability is provided by ROA, which indicates the efficiency of asset and liability management.  Its value should not be below 0.6 Percent.  All CBs in Ethiopia have been registering a modest return on assets and return on equity to maintain a reasonable share of profit in the banking industry.

Table 5 Some Profitability Indicators of CBs (2004-2006), %

	Banks
	ROE
	
	ROA

	
	2005
	2006
	
	2007
	
	2005
	
	2006
	
	2007

	CBE
	55.2
	74.3
	
	27.7
	
	2.4
	
	3.1
	
	2.7

	AIB
	26.2
	39.2
	
	37.2
	
	2.1
	
	3.6
	
	3.7

	DB
	40.2
	48.0
	
	47.6
	
	2.9
	
	4.1
	
	4.3

	BOA
	32.4
	30.6
	
	23.6
	
	3.7
	
	4.1
	
	2.7

	WB
	35.1
	37.0
	
	37.8
	
	3.9
	
	4.2
	
	4.4

	UB
	34.3
	31.2
	
	24.1
	
	4.0
	
	3.7
	
	4.0

	NIB
	29.5
	27.9
	
	24.8
	
	3.8
	
	3.9
	
	4.0


         Source: NBE and Reports of Respective Banks

Liquidity and Reserve Position of the CBs

Banks are generally required to hold a certain amount of their assets in the form of cash and other liquid asset against the liquidity needs of their customers and the reserve requirements of the regulatory body. Excess liquidity of CBs as at January 31, 2008 turned out to be 22.6 billion Birr. The liquid asset to net deposit ratio reached 55.5 Percent and the large pile-up of deposits is costing the banks to pay large amount of interest on the money not lent. Excess reserve of CBs at the end of January 2008 was Br. 5.7 billion and shows a declining trend compared with the figure of last year’s same period. This was perhaps due to the increase in reserve requirement from 5 to 10 Percent starting July 2007 (NBE directive no SBB/42/2007). However, the latest directive on liquidity and reserve requirement issued by the NBE is believed to further mop-up the excess liquidity position of banks. As per the recent directive Nos SBB/44/08 and SBB/45/08, the reserve and liquidity requirements are increased from 10 Percent to 15 Percent and from 15 Percent to 25 Percent (20 percent in the form of primary reserve and 5 percent secondary reserve), respectively.

3.2.2. Microfinance Institutions

The formalization of the MFIs, in Ethiopia was preceded by a micro credit which was used to be provided in a fragmented and unplanned manner even during the early 1970s.  The micro credit scheme was donor driven rather than an outcome stemming from a clear policy direction and development strategy.  Nor were these interventions market or demand driven and sustainable as they were almost grant based with little growth stimulating effect.  There was no proven inbuilt credit risk management system.  Credit was given based on neither on group lending nor on the basis of other form of collateral.  Their outreach and impact has also remained limited (IFAD, 2001).  Another feature of these credit schemes is that all were trying to address the credit delivery service alone.  The provision of savings facilities, which is essential for a sustained service delivery, was completely ignored.

The government has encouraged the development of micro financial services, largely due to the rural people.  The agricultural development strategy (2001) of the government takes rural finance as one of the key factors for enhancing agricultural production and ensuring food security.  

A legal framework for the establishment and operation of micro finance institutions is provided by proclamation NO 40/1996.  The proclamation stipulates that MFIs are to be established as share companies wholly owned by Ethiopians and should be licensed by the NBE.  Following this Proclamation, about 28 MFIs have been established, and the fragmented provision of micro credits by various NGOs and government departments has now been better streamlined.

The main objective of the MFIs in Ethiopia is to deliver micro-loans, micro-savings, micro-insurance, money transfer, leasing, etc to large number of productive yet resource-poor people in the country in a cost-effective and sustainable way.

Ownership Structure and Governance 

As is true in many developing countries, the ownership structure of MFIs in Ethiopia is mainly a mixture of regional governments, local NGOs, non-profit civil organizations, associations and private individuals representing foreign NGOs (shareholders).  

MFIs in Ethiopia are sponsored and initiated by NGOs and very few of them by their respective regional governments in which they are licensed to operate. It should also be noted that the paid up capital of MFIs presented in Table 6 constituted a small percentage of sources of fund of MFIs suggesting that the major source of finance for MFIs has become saving deposit from members.

Table 6.  Source of fund of MFIs in Ethiopia, December 2006

	Saving
	41 %

	Paid-up equity
	13 %

	Loan from banks
	15 %

	Loan from RUFIP
	12 %

	Grant/ donation equity
	12 %

	Net Income form Lending
	7 %


       Source: Computed from Amha (2008)
The majority of the MFIs are facing governance problems, emanated from both their ownership structure dual mission and the limited experience in the sector. This inherent flow in the ownership structure of most MFIs may have adverse effect as the MFIs grow and in some cases, it may be a bottleneck for growth and financial sustainability. 

Geographic Outreach/Coverage 

Geographically, MF programs operate in Amhara, Tigray, Oromia, SNNP, Benshangul Gumuz, Regional States, and Addis Ababa and Dire Dawa City administrations. Not less than 40 percent of the MFIs operate in Addis Ababa followed by Oromia and Amhara Regional States. According to the study document prepared by Partners (2007), the majority of clients of the MFIs (78 percent) are rural households though significant variations are observed across the MFIs.  DECSI of Tigray has the widest coverage, reaching almost 84 percent of households in the region, while ACSI and the other three MFIs operting in Amhara have reached 13 percent of the total number of households in the region.  The study document further describes that MFIs in Ethiopia can be broadly categorized into large (those having an outstanding loan balance of USD 5 million and above), medium (USD 900,000- USD 5 million) and small (below USD 900,000). There are five large and seven medium MFIs. The large MFIs include DECSI, ACSI, OCSSCO, ADCSI and OMFI.  Among the medium are Wisdom, PEACE Sidama, SFPI, Eshet, Benshangul and Gasha. The others are classified as small. In terms of clients’ numbers, DECSI and ACSI accounts for two-third of the overall client base of MFIs in Ethiopia

 Table7. Micro Finance Institution Operating in Ethiopia as at June 2007

(Amount in Thousands of Birr)

	No
	Micro-Financing Institutions
	Regions
	Total Capital
	Saving
	Credit
	Total Assets
	

	
	
	
	Amount
	 %
	Amount
	 %
	Amount
	 %
	Amount
	 %
	

	1
	ACSI
	Amhara
	268,251.00
	27.39
	447,649.00
	43.04
	874,160.00
	31.95
	1,044,256.00
	29.98
	

	2
	DECSI
	Tigray
	234,840.20
	23.98
	261,329.60
	25.13
	853,259.60
	31.19
	1,134,615.30
	32.58
	

	3
	OSCA
	Oromia
	135,878.70
	13.88
	135,087.80
	12.99
	407,271.30
	14.89
	495,427.00
	14.23
	

	4
	OCSI
	SNNP
	21,255.00
	2.17
	62,768.80
	6.04
	135,418.50
	4.95
	178,958.60
	5.14
	

	5
	SFPI
	A.A
	11,988.30
	1.22
	10,691.00
	1.03
	24,602.80
	0.90
	30,322.90
	0.87
	

	6
	Gasha Micro-fin. Ins.
	A.A
	4,557.90
	0.47
	5,128.20
	0.49
	13,448.20
	0.49
	18,645.00
	0.54
	

	7
	Wisdom Micro-finacing Ins.
	A.A
	22,732.60
	2.32
	14,374.00
	1.38
	57,194.00
	2.09
	69,277.60
	1.99
	

	8
	Sidama Micro-fiancing Ins.
	SNNP
	11,865.90
	1.21
	7,096.80
	0.68
	20,781.40
	0.76
	29,922.70
	0.86
	

	9
	Aser Micro-financing Ins.
	A.A
	366.20
	0.04
	245.20
	0.02
	311.40
	0.01
	651.50
	0.02
	

	10
	Africa Village Financial Service
	A.A
	7,207.10
	0.74
	2,458.00
	0.24
	7,924.40
	0.29
	11,922.50
	0.34
	

	11
	Bussa Gonofaa Micro-fin. Ins.
	Oromia
	10,374.50
	1.06
	3,379.00
	0.32
	18,474.00
	0.68
	24,446.20
	0.70
	

	12
	Peace Micro-finance Ins.
	A.A
	9382.8
	0.96
	7,091.20
	0.68
	30,024.80
	1.10
	32,002.20
	0.92
	

	13
	Meket Micro-financing Ins.
	Amhara
	2,069.30
	0.21
	507.80
	0.05
	2,165.10
	0.08
	2,935.60
	0.08
	

	14
	ADCSI
	A.A
	158,183.00
	16.15
	51,529.00
	4.95
	166,037.00
	6.07
	238,188.00
	6.84
	

	15
	Meklit Micro-finaning Ins.
	A.A
	4,743.60
	0.48
	4,948.00
	0.48
	14,181.90
	0.52
	16,219.40
	0.47
	

	16
	Eshet Micro-financing Ins.
	Oromia
	11,447.00
	1.17
	3,554.50
	0.34
	33,004.60
	1.21
	36,662.50
	1.05
	

	17
	Wasasa Micro-financing Ins.
	Oromia
	9,956.60
	1.02
	6,487.70
	0.62
	29,809.80
	1.09
	32,603.10
	0.94
	

	18
	Benishangul-Gumz MFI
	Banishing
	18,015.90
	1.84
	7,687.80
	0.74
	25,004.40
	0.91
	32,778.80
	0.94
	

	19
	Shashemene Idir Yelmat Agar MFI
	Oromia
	2,939.70
	0.30
	819.10
	0.08
	2,581.10
	0.09
	3,784.50
	0.11
	

	20
	Metemamen MFI
	A.A
	6,004.00
	0.61
	820.10
	0.08
	4,984.70
	0.18
	6,847.10
	0.20
	

	21
	Dire MFI
	Dire Dawa
	16,199.50
	1.65
	1,457.90
	0.14
	4,295.70
	0.16
	23,801.40
	0.68
	

	22
	Agar MFI
	A.A
	3,097.20
	0.32
	1,720.30
	0.17
	3,807.10
	0.14
	5,659.90
	0.16
	

	23
	Harbu MFI
	Oromia
	1,200.00
	0.12
	1,612.00
	0.16
	3,849.00
	0.14
	4,383.70
	0.13
	

	24
	Ghion MFI
	Amhara
	242.90
	0.02
	310.60
	0.03
	348.10
	0.01
	555.30
	0.02
	

	25
	Leta MFI
	Oromia
	754.10
	0.08
	57.50
	0.01
	464.20
	0.02
	815.10
	0.02
	

	26
	Diga MFI
	A.A
	218.80
	0.02
	778.50
	0.07
	583.40
	0.02
	1,078.10
	0.03
	

	27
	Harar MFI
	 
	5,493.20
	0.56
	372.20
	0.04
	1,673.90
	0.06
	5,897.00
	0.17
	

	28
	Lefayeda and Saving Institution*
	 
	 
	 
	 
	 
	 
	 
	 
	 
	

	 
	Total
	 
	979,265.00
	100.00
	1,039,961.60
	100.00
	2,735,660.40
	100.00
	3,482,657.00
	100.00
	


Source: NBE Annual Report (2006/07)
Note: A.A: Addis Ababa       

· Recently established and hence data was not available

In general, MFIs have not covered all the regions in the country in their services and outreach due to drought and predominance of agricultural difficulties; inadequate infrastructure; lack of public awareness; and limited financial and skilled human resources.  Lack of strict supervision, weak internal control and marketing strategy, negative effects of HIV/AIDS and market failure are also believed to contribute to limited outreach and growth of MFIs.  

Saving Mobilization 

Voluntary and compulsory savings are the two types of savings commonly practiced in almost all MFIs.  In addition to these, some MFIs also mobilize institutional savings from different public organizations.  Compulsory savings are savings collected from borrowers.  Under such type of saving, a borrower has to save some minimum amount before a loan application can be approved and can be withdrawn up on debt settlement.  Voluntary savings are savings mobilized from non-borrowers and can be withdrawn on demand.  Savings mobilized from loan clients is used as collateral for the loans granted and as source of finance for lending.  

Total savings mobilized by MFIs as at the end of June 2007 amounted to birr 1,040 million, which was an increase by 36 Percent as compared to the figure in 2006. In terms of savings mobilization, ACSI and DECSI took the significant portion of the total mobilized savings at the end of June 2007, respectively.  Overall, considerable progress has been observed in mobilizing savings from the rural sector, indicating that rural poor can save if the necessary financial services are in place.  Thus, MFIs can play an important role in savings mobilization for they are usually located in close proximity and are familiar to these small producers.  

Outstanding Loans and Quality of Assets of MFIs 

A characteristic of all Ethiopian MFIs is that they adopt non-collateral group solidarity (joint liability) approach in their credit service delivery.  Though MFIs largely provide credit to agricultural activities, they do also offer non-agricultural credit through farmers’ institutions; their branch and sub-branch offices; doorstep of clients and community based organizations.

The loan products provided by the MFIs can be broadly categorized into agricultural loans, micro business loans; micro and small loans (micro-bank loans); employee loans, package loans (food security loans), and housing loans. Many of loans are group loans followed by individual loans and cooperative loans.  The agricultural loans in many of the MFIs are end term-loans which are paid at the end of the loan period (Amha, 2008).  However, interest is paid mostly on monthly and in same cases on weekly basis. The loans obtained from MFIs are used for different purposes including the purchases and expand existing enterprises. However, the dominant activity financed by the MFI loans is the purchase of livestock followed by the purchase of farm inputs. 

At the end of June 2007, total outstanding loan portfolio of the observed MFIs reached 2736 million Birr, with a growth rate of 39.6 percent relative to the end of June 2006 balance (Table 7).  Based on the outstanding loans portfolio, the prominent MFIs were again DECSI and ACSI. 

For MFIs, whose loans are typically not backed by bankable collaterals, the quality of the portfolio is absolutely crucial.  The most commonly used measure of portfolio quality could be ratio of non-performing loans (NPLs ratio).  However, portfolio at risk(which is also the most widely used measure of portfolio quality in the MF industry) is used for the purpose at hand for MFIs mostly do not disclose their NPLs ratio position.  Generally speaking, any portfolio at risk exceeding 10 Percent should be cause for concern because unlike CBs, most micro-credit is not backed by bankable collateral.

                   Table 8: Portfolio at risk of MFIs in Ethiopia
	MFIs
	Portfolio at risk less than 30 days

	
	2003
	2004
	2005
	2006

	ACSI
	3.34
	1.75
	1.9
	1.55

	ADCSI
	13.9
	21
	1.9
	3.9

	Aggar
	NA
	NA
	NA
	0.203

	AVFS
	11.6
	2.3
	3.3
	10.6

	Bussa Gonofa
	5.8
	3.9
	0.4
	1

	DECSI
	6.2
	2.3
	NA
	2.93

	Dire
	NA
	NA
	NA
	0.835

	Eshet
	0.1
	0.9
	0.1
	0.63

	Gasha
	18.6
	4.6
	8.1
	37.31

	Harbu
	NA
	NA
	NA
	0.005

	Meklit
	9.7
	17.7
	7
	2.86

	Metemamen
	5.33
	NA
	13.81
	6.59

	Ocssco
	7.8
	5
	5.3
	1.18

	Omo
	11.4
	5.5
	1.2
	9.84

	PEACE
	0.2
	0.1
	0.1
	0.6

	SEPI
	0.9
	1.5
	4.3
	2.9

	Shashimene
	NA
	NA
	NA
	0.248

	Sidama
	29.2
	26.2
	9.7
	14.9

	Wasasa
	5.9
	0.1
	7.6
	0.88

	Wisdom
	5.3
	3.5
	3.3
	5.46

	Av Eth
	7.63
	5.91
	3.27
	5.4


        Source: Amha (2008)

Data presented in Table 8 indicate that the average portfolio at risk for Ethiopian MFIs during 2006 was about 5.4 percent.

Profitability of Selected MFIs

Efficiency and productivity indicators are performance measures that show how well the institution is streaming its operations.  It is well know that MFIs have much lower rates of efficiency than CBs, because Birr per Birr micro credit is highly labor intensive: a hundred Birr loan does require about as much administrative effort as a loan a thousand times its size.

Table 9: ROA and ROE of some MFIs

	MFIs
	ROA
	ROE

	
	2003
	2004
	2005
	2006
	2003
	2004
	2005

	ACSI
	4.0%
	5.0 %
	4.3 %
	7.9 Percent
	11 %
	14 %
	13 %

	ADCSI
	-8.0 % 
	-6.0 %
	0.5 %
	1.7 %
	-10 %
	-7 %
	0.7 %

	Aggar
	NA
	NA
	NA
	-7.1 %
	NA
	 %
	 %

	AVFS
	-9.0 %
	-10.0 %
	-8.0 %
	-1.9 %
	-15 %
	-16 %
	-12.7 %

	Bussa Gonofa
	-5.0 %
	-5.0 %
	-8.5 %
	4.5 %
	-5 %
	-6 %
	-12.1 %

	DECSI
	-1.0 %
	2.0 %
	3.4 %
	4.3 %
	-1 %
	6 %
	12.6 %

	Dire
	NA
	NA
	NA
	-0.029 %
	NA
	NA
	NA

	Eshet
	-5.0 %
	4.0 %
	2.7 %
	7.3 %
	-9 %
	10 %
	9.2 %

	Gasha
	-16.0 %
	-12.0 %
	-1.6 %
	-1.1 %
	-23 %
	-25 %
	-4.0 %

	Harbu
	NA
	NA
	NA
	-1.8 %
	NA
	NA
	NA

	Meklit
	-7.0 %
	-9.0 %
	-4.2 %
	9.4 %
	-15 %
	-46 %
	-27 %

	Metemamen
	-34.9 %
	NA
	-22.0 %
	-13.0 %
	-35.0 %
	NA
	-22.0 %

	Ocssco
	-7.0 %
	-1.0 %
	1.1 %
	5.9 %
	-9 %
	-1 %
	2.1 %

	Omo
	NA
	-6.0 %
	-2.0 %
	3.1 %
	NA
	-40 %
	-17.9 %

	PEACE
	-5.0 %
	3.0 %
	-3.0 %
	9.8 %
	-13 %
	8 %
	-8.8 %

	SEPI
	-4.0 %
	-3.0 %
	-3.4 %
	3.1 %
	-7 %
	-7 %
	-6.5 %

	Shashimene
	NA
	NA
	NA
	5.4 %
	NA
	NA
	NA

	Sidama
	-11.0 %
	-7.0 %
	-10.6 %
	-3.0 %
	-13 %
	10 %
	-15.9 %

	Wasasa
	2.0 %
	3.0 %
	-5.1 %
	1.9 %
	2 %
	6 %
	-10.3 %

	Wisdom
	-4.0 %
	-3.0 %
	-2.1 %
	5.2 %
	-11 %
	-5 %
	-4.9 %

	Av Eth
	-5 %
	-3 %
	-2 %
	3.6 %
	-8 %
	-8 %
	-6 %

	AV Afr
	-2 %
	-3 %
	-7 %
	NA
	-6 %
	-6 %
	-2 %


       Source: Amha (2008)
A good number of MFIs still receive grants and subsidized loans that bias profitability analysis of MFIs.  Nevertheless, ROE and ROA are used to assess profitability of MFIs, as they are the most commonly used profitability indicators in financial institutions. Table 9 demonstrates that the majority of the MFIs reported negative ROE despite the prevalence of donor subsidized funding.  On the other hand, average ROE for the selected MFIs was -6 Percent in 2005, which is below the internationally accepted level. Focusing on individual MFIs, DECSI and Eshet achieved relatively high rates of ROE, respectively.

On the other hand, the average return on assets achieved by the selected MFIs stood at 3.6 percent in 2006. The negative ROA indicates that some of the MFIs are actually losing money when making a loan.

Table 10: Operational and financial sustainability ratios of MFIs in Ethiopia

	MFIs
	Operational sustainability
	Financial sustainability

	
	2003
	2004
	2005
	2006
	2003
	2004
	2005
	2006

	ACSI
	178 %
	232 %
	200 %
	224 %
	138 %
	156 %
	150 %
	146 %

	ADCSI
	85 %
	103 %
	197 %
	135 %
	60 %
	54 %
	107 %
	102 %

	Aggar
	178 %
	NA
	NA
	65 %
	NA
	NA
	NA
	43 %

	AVFS
	91 %
	73 %
	77 %
	87 %
	65 %
	63 %
	62 %
	63 %

	Bussa Gonofa
	104 %
	100 %
	77 %
	111 %
	87 %
	80 %
	64 %
	95 %

	DECSI
	180 %
	216 %
	197 %
	194 %
	96 %
	125 %
	151 %
	126 %

	Dire
	178 %
	NA
	NA
	0.563
	NA
	NA
	NA
	10 %

	Eshet
	104 %
	155 %
	148 %
	160 %
	81 %
	120 %
	117 %
	122 %

	Gasha
	61 %
	73 %
	110 %
	94 %
	41 %
	45 %
	91 %
	46 %

	Harbu
	178 %
	NA
	NA
	90 %
	NA
	NA
	NA
	81 %

	Meklit
	89 %
	110 %
	85 %
	158 %
	76 %
	69 %
	79 %
	140 %

	Metemamen
	15 %
	NA
	35 %
	52 %
	NA
	NA
	NA
	42 %

	Ocssco
	95 %
	152 %
	147 %
	182 %
	64 %
	95 %
	110 %
	104 %

	Omo
	NA
	106 %
	112 %
	141 %
	NA
	63 %
	83 %
	90 %

	PEACE
	80 %
	158 %
	103 %
	195 %
	67 %
	120 %
	81 %
	140 %

	SEPI
	106 %
	104 %
	104 %
	118 %
	79 %
	81 %
	81 %
	89 %

	Shashimene
	NA
	NA
	NA
	184 %
	NA
	NA
	NA
	47 %

	Sidama
	57 %
	83 %
	75 %
	73 %
	37 %
	51 %
	42 %
	44 %

	Wasasa
	140 %
	145 %
	99 %
	113 %
	108 %
	118 %
	76 %
	92 %

	Wisdom
	89 %
	116 %
	107 %
	129 %
	79 %
	88 %
	91 %
	104 %

	Av Eth
	104 %
	128 %
	123 %
	131 %
	77 %
	89 %
	92 %
	84 %

	AV Afr
	111 %
	117 %
	107 %
	NA
	94 %
	101 %
	89 %
	NA


         Source: Amha (2008)
To understand how an institution achieves its profits(or losses) and how it manages its assets, the analysis also has to take into account other indicators such as operational and financial self-sufficiency.  According to the Amha (2008), 13 of the 20 sampled MFIs have achieved operational self-sufficiency in 2006 while 8 of the 20 MFIs have achieved financial self-sufficiency. The number of MFIs that achieved both operational and financial self-sufficiency during the same period is 8.

Resource Constraint / Financial Gap of MFIS

We have seen that all MFIs are actively involved in saving mobilization and saving becomes central to their operations providing an important source of fund for lending. However, mobilized funds by MFIs remained inadequate to satisfy the increasing demand of MFIs to support their outreach and augment the level of their loanable funds. Outreach of MFIs of loan clients (as at the end of June 2007) stood at only about 1.725 million. This implies that despite a rapid growth in MFIs’ loan disbursement to reach the poor, there is a large financial vacuum to be filled.

A projection by Amha (2008) substantiates the proceedings and identifies that though there will be significant change in the proportion of the loans financed via mobilized deposits by MFIs during 2008-2017, the MFIs continue to depend on other sources of fund to finance their growth, which can be regarded as one of the driving forces to have a linkage with commercial banks.

Table 11: Potential demand for MF in the next decade (2008-2017)

	Year
	Population
	Household heads
	Percentage of hhh to addressed by MF
	Potential I clients
	Average loan size
	Total loan required
	Average Saving
	Potential Saving
	Funding of MFIs from other sources

	2008
	79,567,500
	15,913,500
	30 Percent
	4,774,050
	1,979
	9,447,844,950
	615
	2,936,040,750
	-6,511,804,200

	2009
	81,954,525
	16,390,905
	35 Percent
	5,736,817
	2,375
	13,624,940,375
	677
	3,883,825,109
	9,741,115,261

	2010
	84,413,161
	16,882,632
	35 Percent
	5,908,921
	2,850
	168,404,24,850
	812
	4,798,043,582
	12,042,380,998

	2011
	86,945,556
	17,389,111
	40 Percent
	6,955,644
	3,420
	23,788,302,480
	1,056
	7,345,160,064
	16,443,142,416

	2012
	89,553,923
	17,910,785
	40 Percent
	7,164,314
	4,104
	29,402,344,656
	1,478
	10,588,856,092
	18,813,488,564

	2013
	92,240,541
	18,448,108
	45 Percent
	8,301,649
	4,925
	40,885,621,325
	2,218
	18,413,057,482
	22,472,563,843

	2014
	95,007,757
	19,001,551
	45 Percent
	8,550,698
	5,910
	50,534,625,180
	3,327
	28,448,172,246
	22,086,452,934

	2015
	97,857,990
	19,571,598
	50 Percent
	9,787,799
	7,092
	69,400,886,508
	5,656
	55,348,479,144
	14,052,407,364

	2016
	100,793,730
	20,158,746
	50 Percent
	10,079,373
	8,510
	85,775,464,230
	9,614
	96,903,092,022
	11,127,627,792

	2017
	103,817,542
	20,763,508
	50 Percent
	10,381,754
	10,212
	106,018,471,848
	16,344
	169,979,387,376
	63,597,915,528


        Source: Amha (2008)
3.2.3. SACCOs and Informal Financial Institutions

In addition to CBs and MFIs, there are also other financial institutions which significantly contribute in meeting the fianncial needs of the poor.  Among these are SACCOs and informal financial institutions. SACCOs provide two types of services to their members: Saving and Credit. The number of SACCOs in 2006 reached 5,437 and these institutions have total members of 381,000 during the same period (partners, 2007).  Most of the SACCOs in Ethiopia are urban-based, as they constituted about 79 percent and take the lion share in terms of members (83 percent).

On the other hand, not les than 60 percent of Ethiopians approach informal financial institutions for loan.  The loan can take the form of family loan, society based loans (called Iqqub and Iddir) or loan from moneylenders. But the majority of the loan, however, is believed to come from the latter. 

IV. Rural Finance and Linkage Banking in Ethiopia

Series of efforts have been made in the past to meet the objective of enhancing agricultural growth and reaching the poor through adequate finance. Some of the notable efforts, among others, in this regard are:

· NGOs were providing micro-credit, along with their relief activities, following the 1984/85 sever drought and famine;

· Loans were provided to poor farmers for the purchase of oxen through the then government’s Rural Finance Department of the Ministry of Agriculture and cooperatives, i.e. indirect financing;

· The DBE and the CBE were involved in extending loans to cooperatives largely in response to the government’s pressure during the command economy system (1974-1991), hence reaching households via indirect linkage; and

· The DBE provided loans to micro and small-scale operators in some selected towns based on donors fund-designed in the form of revolving fund;

Inspite of the proceedings, and as was discussed elsewhere in this paper, the majority of rural population, especially the poor, could not have access to finance (notably from banks) and development objectives in general and that of the agriculture sector in particular were not met to the required level. To address the issue, the government of the FDRE adopted Agricultural Development Led Industrialization (ADLI) strategy in which the development of viable rural financial institutions has been one of the key agenda. Rural finance is considered as one of the key factors for enhancing agricultural production and ensuring food security.  As stipulated in the SDRP document of the government, the strategies designed for the purpose are: 

· Replace the large rural loans so far provided via the intermediary role of the regional governments by viable and reliable institutions;

· Strengthen the rural financial system by forging a strong working relationship between  the formal banks and the rural financial institutions;

· Promote group lending system;

· Strengthen rural banks and expand their operational scope; and

· Directly extend credit to cooperatives with strong institutional and managerial capacity through forging a strong link between rural banks and co-operatives.

Recent bank – rural and micro financing linkage practice in Ethiopia takes mainly: 

1. Equity investment and/or share holding: the case of CBE and SFPI (more on this will be discussed later on).

2. Indirect:

· The DBE is managing RUFIP fund to be channeled to selected MFIs. The RUFIP is financed by IFAD, ADB and the Ethiopia government to support MFIs and Co-operatives largely operating in rural areas. Of the total fund for the program (87 mn. USD, (81 percent) is allocated as loanable funds for MFIS and RUSACCOs while the remaining 19 Percent, is used for capacity building.  MFIs that fulfill the minimum performance requirements of the program are eligible to take loans at 6 percent lending interest rate;

· Among the CBs operating in the country, the CBE and Awash International banks are the only banks so far involved into the MF market, despite the potential demand for loans.  The AIB has extended Br. 300,000 to the Wasassa on wholesale basis with no collateral (only based on business plan/ proposal and their past performance in loan recovery). The loan was granted on condition that Wasassa must submit a monthly report to the bank. After successful loan repayment, the bank granted a second phase loan on 55 percent cash and other form of guarantee and the remaining 45 percent without guarantee for two years term; and 

· The government of Ethiopia, to implement its five year development program and create employment for 1.2 million people in urban areas (in the coming few years) through MSEs has created an enabling environment for MFIs to access funds from CBs. in 2006, loan from banks have increased to 301 million birr (Wolday, 2008) which accounts for 15 percent of the loan capital of MFIs.

V. CBE’s Experience in Linkage Banking and Outreach Expansion 

5.1. Brief Profile of the CBE

The CBE was established as a share company in 1963 to take over the commercial banking activities of the State Bank of Ethiopia.  The CBE got its strength after 1974 by merging with the privately owned Addis Ababa Bank and has been playing a significant role in the development endeavor of the country. 

The CBE’s main functions (as specified in the council of Ministers regulation no 202/1994) are: 

· Accept savings, demand and time deposits;

· Provide short and medium term loans, within a limited ceiling of long term loans;

· Buy and sell foreign exchanges;

· Buy and sell negotiable instruments and securities issued by the government, private organizations or any other person; and

· Engage in other banking activities customarily carried out by CBs.

The CBE, with a vision to become a “world-class commercial bank” is rendering state-of-the art and reliable services to its millions of customers both locally and abroad, and its business strategies focus on the public it serves.  As at the end of December 2007, the bank had 197 branches (now about 204) throughout the country.  The magnitude of the capital and reserve amounted to 4.2 billion birr enabling the bank to increase its single borrower limit to 1 billion birr. 

The human resource of the Bank, at the end of June 2007, reached 7,684 and it continued to become the largest employer among financial institutions in the country.  The Bank gives much emphasis to the quality of its staffs and always tries to equip them with the required skills and competencies through various training approaches.

The bank’s strong capital base; more that 65 years of rich experience in the market; large branch network; and experienced and quality staffs, among others, helped it to be one of the most reliable and strong commercial bank in the country, if not in the region, despite the growing market competition in the industry. And also helped to accommodate large demands for banking services both from private and public companies, hence to perform well major banking activities (deposits, loans, etc) as highlighted below.

5.1.1 Deposit Mobilization

Breakdown of the total deposits shows that demand and saving deposits increased on average by 13.8 and 10.2 percents, respectively during the 2001-2007 periods (Table 12) while fixed time deposits decreased by 7.7 percent during the same period.  Despite the zero interest rate on demand deposits, overall deposit of the Bank has been growing over the years.

Table12. Amount and Growth Rates of Deposits by Type

                                                                                     (in mill. Birr)

	Year
	Demand
	Saving
	Fixed Time
	Total

	
	Amount
	GR
	Amount
	GR
	Amount
	GR
	Amount
	GR

	2001
	9,474
	
	7,494
	
	504
	
	17,471
	

	2002
	9,899
	4.5
	8,138
	8.6
	493
	-2.2
	18,531
	6.1

	2003
	10,350
	4.6
	8,744
	7.4
	419
	-15.0
	19,515
	5.3

	2004
	12,717
	22.9
	9,347
	6.9
	382
	-8.8
	21,873
	12.1

	2005
	13,881
	9.2
	10,653
	14.0
	412
	7.9
	24,946
	14.0

	2006
	16,487
	18.8
	13,686
	28.5
	322
	-21.8
	30,496
	22.2

	2007
	20,246
	22.8
	13,081
	-4.4
	302
	6.2
	33630
	10.3


Of the total deposits in 2007, the respective shares of demand, saving and fixed time deposits were 60.2, 38.9 and 0.9 percents, respectively. While the introduction of the financial reform program was partly responsible for the continuing increase in saving deposits, the increasing expansion programs of the central and local governments were mainly responsible for the growing trend in demand deposits.

5.1.2 Loan

The Bank has been able to disburse a total of Birr 5.2 billion loans during 2006/07 to the various sectors of the economy. During the same period, the amount of loans collected was Birr 5.8 billion. On the other hand, the growth in disbursement and collection of loans was 27.1 and 31.5 percents, respectively as compared to the figure in 2006.

Table13. Disbursement, Collection and Outstanding Loan Balance

                  (Amount in mill.Birr)
	
	Disbursement
	Collection
	Outstanding Loan Balance

	
	Amount
	GR
	Amount
	GR
	

	2001
	2,240
	
	2,655
	
	10,289

	2002
	1,666
	-25.6
	2,106
	-20.7
	9,696

	2003
	1,614
	-3.1
	2,247
	6.7
	8,361

	2004
	2,579
	59.8
	2,278
	1.4
	8,135

	2005
	3,972
	54.0
	3,107
	36.4
	9,556

	2006
	4,116
	3.6
	4,379
	40.8
	9,295

	2007
	5,231
	27.1
	5,755
	31.5
	9,759


Sectoral breakdown of the outstanding balance of loans and advances (Table 14) suggests that the Bank continues to provide huge finance for the agricultural, manufacturing, domestic trade & services, and foreign trade sectors in the country.

Table14. Percentage Share of outstanding loans and advances (by economic sectors)

	Economic Sector
	
	2003
	2004
	
	2005
	
	2006
	
	2007

	Agriculture
	
	5.8
	5.9
	
	10.7
	
	17.1
	
	18.9

	Manufacturing
	
	13.11
	13.6
	
	12.9
	
	14.3
	
	15.3

	Dom. Trade & Services
	
	31.1
	40.0
	
	38.4
	
	34.0
	
	28.8

	Foreign Trade
	
	23.0
	28.8
	
	30.3
	
	26.3
	
	28.4

	Bldg & construction 
	
	8.8
	8.5
	
	5.8
	
	4.8
	
	5.6


5.1.3. Income, Expense and Profit

The total income of the bank at the end of June 2007 totaled to about 2.3 billion Birr while the total expense amounted to Birr 1.1 billion. During 2001-2007, total income and total expense grew, on average, by 11.2 and 0.1 percents, respectively.

Table15. Total Income, Total Expense and Gross Profit of the CBE

                                          (Amount in Million of Birr)

	
	Total Income
	Total Expense
	Gross Profit

	
	Amount
	GR
	Amount
	GR
	Amount
	GR

	2001
	1,343
	
	642
	
	701
	

	2002
	1,005
	-25.2
	645
	0.5
	360
	-48.6

	2003
	1,301
	29.5
	507
	-21.4
	794
	120.6

	2004
	1,265
	-2.8
	553
	9.1
	712
	-10.3

	2005
	1,389
	9.8
	598
	8.1
	791
	11.1

	2006
	1,823
	31.2
	704
	17.7
	1,119
	41.5

	2007
	2,275
	24.8
	1,105
	57.0
	1,170
	4.6


The CBE managed to achieve a record profit during the two successive years (2006 and 2007). In addition, the gross profit increased, on average, by 19.8 percent during the period 2001-2007.

Finally, but not the least, it is important to note that the CBE is currently embarking on a major transformation effort.  Accordingly, a Business Process Reengineering (BPR) project on the core areas of the Bank (Trade Service, Credit, and Customer Accounts and Transaction Services) is completed and pilot test is underway on selected branches. Similarly, a BPR on support areas has just started.  All these efforts, once they are fully implemented, are expected to enhance the capacity of the bank to provide full-fledged, diversified, and efficient services to its esteemed customers so as to maintain its leading position in the market.

5.2. CBE’s Linkage Banking and Outreach Practice 

At present, the CBE extends short, medium and long-term loans to private and public enterprises as well as to individuals in the form of overdraft, term loan, merchandise loan, import L/C and revolving export credit, and others.

The Bank is at the forefront of efforts to meet the objectives mentioned in the government ADLI development strategies.  One of the strategies, discussed in previous section of this report, is ensuring access to finance to the rural poor.   As cited earlier, the CBE has disbursed substantial amount of funds during the past years to finance loan requests from the agricultural sector for purchase of fertilizer and other agricultural inputs. The emphasis given by the Bank to finance the sector on which the majority of the rural population makes its living is further strengthening from time to time. Accordingly, the CBE has established the SME and agricultural loan division in 2005 to efficiently facilitate mainly rural/ agricultural credit and expand outreach in this regard.

In enhancing such as arrangement, the bank is extending credit to various entities engaged in rural related activities, via the following models: 

i) The bank has involved in equity investment/shareholding of 25 percent in the SFPI operating in Addis Ababa.  However, the bank is not expected to share dividends.  In the case of liquidation, capital and the corresponding dividends are supposed to be transferred to similar institutions engaged in corporate social responsibility related activities; and 

ii) Using indirect linkage financing, the CBE extends loans to unions of cooperatives (ranging from 7-12) for fertilizer importation and to five regional governments (sharing the spread) that buy fertilizers from the unions for distribution to farmers. It also provides credit to commercial farms (ranging from 3-8), and coffee processing cooperatives (about 35) through direct linkage financing. Besides the bank provides credit facility to five MFIs that no-lend to small borrowers via indirect linkage financing. 

The Bank has set criteria for lending to the MFIs.  These include:

· The borrower obtaining a credit guarantee scheme from the concerned organ should come up with at least 75  percent of the amount of the principal as security;

· MFIs should have a high quality loan portfolio, saving mobilization, loan approval system, loan recovery performance and similar performance indices; and

· MFIs should also ascertain that they are legally registered with the NBE, abide by and meet all relevant NBE’s policies and directories regarding reserve requirement; liquidity requirement; capital adequacy requirement; minimum paid-up capital requirements; and others.

In addition to these specific criteria, the CBE in general applies a criterion of extending credit to financially viable, economically sound, and socially desirable businesses that are environmentally friendly. Entertainment of the MFIs, is also in line with the credit policy directive of the Bank which may apply differentiated treatment in credit extension based on market segmentation and customer categorization.  The Bank understands that diversification of its credit products will help it to maintain its leadership in the market share and at the same time to contributing towards the attainment of national development objectives without compromising its corporate vision, mission as well as objectives.  Data on CBE’s linkage and outreach trends in rural/agricultural financing for the recent four year is presented in Table 16. 

	Table 16 CBE's Linkage and Outreach Trends in Rural/Agricultural Credit

	 
	Type of Credit

	 
	Regional Government Input Loan
	Credit to Unions of Cooperatives for fertilizer import
	Commercial Farm Loans
	Credit to Coffee Processing Farmers' Cooperatives
	Credit to MFIs
	Total

	2005/06
	 
	 
	 
	 
	 
	 

	 Approved
	1,704,713,552.00
	-
	8,000,000.00
	50,000,000.00
	-
	1,762,713,552.00

	Disbursed
	1,189,784,246.00
	-
	8,000,000.00
	50,000,000.00
	-
	1,247,784,246.00

	Recovery rate (%)
	99.50
	-
	100.00
	100.00
	-
	-

	Linkage Module/ Financing
	Indirect
	-
	Direct
	Direct
	-
	-


	Security
	Regional government guarantee
	-
	Buildings and the projects
	Clean
	-
	-

	2006/07
	 
	 
	 
	 
	 
	 

	Approved
	1,327,697,004.00
	244,000,000.00
	-
	50,000,000.00
	10,000,000.00
	1,631,697,004.00

	Disbursed
	925,872,146.00
	244,000,000.00
	-
	50,000,000.00
	10,000,000.00
	1,229,872,146.00

	Recovery rate (%)
	99.00
	100.00
	-
	100.00
	100.00
	-

	Linkage Module/                  Financing
	Indirect
	Indirect
	-
	Direct
	Indirect
	-

	Security
	Regional government guarantee
	20% government guarantee and merchandise
	-
	Clean
	200,000 worth of cars and business plan
	-

	2007/08
	 
	 
	 
	 
	 
	 

	Approved
	1,291,129,626.00
	790,000,000.00
	6,634,581.00
	30,000,000.00
	20,000,000.00
	2,137,764,207.00

	Disbursed
	1,012,500,865.00
	790,000,000.00
	6,634,581.00
	30,000,000.00
	20,000,000.00
	1,859,135,446.00

	Recovery rate (%)
	69.00
	100.00
	100.00
	100.00
	100.00
	-

	Linkage Module/ Financing
	Indirect
	Indirect
	Direct
	Direct
	Indirect
	-

	Security
	Regional government guarantee
	20% government guarantee and merchandise
	Buildings and the projects
	Clean
	Regional government guarantee
	-

	2008/09
	 
	 
	 
	 
	 
	 

	Approved
	2,161,000,000.00
	2,200,000,000.00
	9,526,000.00
	24,862,000.00
	830,000,000.00
	5,225,388,000.00

	Disbursed
	1,472,000,000.00
	2,100,000,000.00
	9,526,000.00
	24,862,000.00
	520,000,000.00
	4,126,388,000.00

	Recovery rate (%)
	NA
	-
	-
	100.00
	-
	-

	Linkage Module/       Financing
	Indirect
	Indirect
	Direct
	Direct
	Indirect
	-

	Security
	Regional government guarantee
	20% government guarantee and merchandise
	Buildings and the projects
	Clean
	Regional government guarantee
	-



In summary of the foregoing, it is fair to underline at this point that the Bank is significantly expanding its outreach through linkage banking (shareholding, direct and indirect) in terms of:

· Geographic/ area coverage in four regions and one city administration;
· 47 unions of cooperatives (12 unions and 35 coffee processing cooperatives);
· Commercial farms (8) and MFIs (5);
· Credit volume disbursement outreach from 1.3 billion Birr in 2005/06 to 4.1 billion birr in 2008/09;
A diagrammatic representation of the linkage banking practice is shown below 



[image: image1]
The CBE is committed to strengthen its linkage in rural financing and hence more expanding outreach in the future.  Accordingly, the SME and agricultural loans Division reported that the Bank has set plan for the up coming year to disburse about 5.1 billion birr, i.e

· Agriculture input loan for 4 regional governments (Birr 2,161,396,634);
· Loans for 4 commercial farms (Birr 10,219,581);
· For 9 MFIs (Birr. 357,000,000);
· Coffee loans for 15 farmers and cooperatives (Br. 30,000,000); and
· fertilizer import term loans for 15 unions of cooperatives (Birr 2,550,000,000).
5.3. Risks and Potentialities in Linkage Banking

5.3.1 Risks

For CBs like the CBE, it seems a risky business to forge a linkage with rural operators, mainly MFIs, as it implies financing to new customers without any physical collateral and to a venture that involves relatively high administrative costs. Specifically, the following are the major likely risks to be faced by the CBE in this respect.

i. MFIs in Ethiopia are sponsored and initiated by NGOs and a few of them by their respective government in which they are licensed to operate. The paid up capital of MFIs covers only a small percentage of their capital.  They are not yet appealing to a wider public or private investors, hence narrow ownership structure.  This will have a negative impact on the long-term sustainability of MFIs, and lack of sustainability of MFIs would mean thus involvement of the CBE in a risky-business;

ii. Majority of the MFIs are facing governance problems, emanated from their ownership structure dual mission and the limited experience in the sector.  This poses operational risks and in same cases, it may be a bottleneck for growth and financial sustainability;

iii.  Most of the MFIs are region based and majority of the MF programs are intended to serve rural households.  Although regional MFIs may have been established for a desirable reason, it limits the scope for diversification of their portfolio as well as sources of loanable funds. If, for instance, severe drought occurs in a region (a) their loan portfolio could be wiped out due to widesperiod default i.e. credit risk (b) saving to be mobilized as source of loanable funds could dry up. The risk is real, particularly for MFIs with large operations in rural areas and in drought prone parts, specially in the absence of insurance coverage;  

iv. MFIs are expected to use a social sanction mechanism to enforce repayment, hence offering saleable collateral and security is a major problem for MFIs, suggesting that providing large scale loans to MFIs may pose a considerable credit risk, especially for MFIs whose performance indicators are poor. Although MFIs seem to draw much comfort from the presence of group guarantee, it should be noted that group guarantee doesn’t help in the event that a risk affecting the group/center as a whole occurs which is very likely, for example, in rural areas;

v. The status of physical infrastructure such as road transport, communication and electricity is very limited all over the country and this is also likely to raise the costs of the MFIs and affect their cash flow, hence low recovery rate;

vi. MFIs have trouble with their Information System Management due to lack of appropriate and tailor made software as well as capable manpower to handle such tasks. Therefore, MFIs find it very difficult to generate the necessary information required by different parties both inside and outside the company. This implies that the CBE may have difficulties in having dependable data from MFIs for credit decisions; and

vii. There is no established regulatory policy on part of the concerned bodies with regard to the criteria and steps involved in forging a linkage between banks and MFIs.  Limited experience of the Bank in handling diversified MF programs could also be a considerable risk.

5.3.2. Potentialities

Though forging a linkage with MFIs poses risks to the CBE, there are opportunities that the bank will have to seriously consider: 

i. Given the huge demand for rural finance, the CBE can extend its outreach to the bulk of the rural population via MFIs and other institutions, such as unions of cooperative, that in turn contributes much to diversification and meeting its commercial as well as social objectives;

ii. Information facilitation and experience sharing is another potential benefit for the bank.  Unlike other transactions, credit transaction involves a promise by the borrower to pay in the future.  There is thus uncertainty as to whether it will be delivered; it depends on borrowers’ ability and willingness to pay. Ability to pay is influenced by, among others, the borrowers’ indebtedness. Information on whether a loan applicant has unpaid past loan from other lenders is thus useful. MFIs have good experience and knowledge in handling rural/ agriculture related financial schemes which the bank lacks. Strengthening linkage would thus mean a benefit for the bank in terms of knowledge transfer and experience sharing;

iii. MFIs graduating clients could be a good opportunity for the CBE. These clients have met their credit repayment obligations but graduated from MFIs due to limited credit ceilings. However , they are still looking for more credit facilities to extend further their business, hence could be approached for credit marketing; and 

iv. MFIs are currently attempting to introduce local transfer service, individual and housing loans and micro-bank on village banking schemes. Their branches and sub-branches could thus serve as a window for outsourcing of the bank’s services including local transfer, savings and pension payment in stead of opening full-fledged new branches, which is likely to reduce transaction costs.

VI. Concluding Remark

[

Performance assessment of the CBE and rural financing related institutions, mainly MFIs, has suggested the existence of a potential ground and opportunities to be exploited, justifying the feasibility of enhancing a business linkage. On the other hand, linking business of the CBE and mainly of MFIs is likely to involve some risks.  Channeling credit to poor clients through MFIs is a new task particularly for CBs like the CBE. And hence, it is a risky business as it implies financing to new customers without any physical collateral and to a venture that involves relatively high administrative costs.  However, this does not reflect that the CBE, should be discouraged to finance MFIs and other rural/agricultural related financing institutions as the potential advantages of the linkage seem to outweigh the risks.

The proceedings suggest that the CBE is likely to have advantageous position if it decides to strengthen further its business linkage with MFIs mainly through provision of loan facilities to the latter, taking the envisioned enabling environment. But, as has been mentioned elsewhere, what is important here is how to link to and finance potential rural financing institution, considerably MFIs.

The CBE has already disbursed loans to unions of cooperatives and MFIs though the magnitude of the loan is unmatched with the huge financing demand from the rural sector. The task now is to widen the scale and cover a large number of MFIs and cooperatives in the Bank’s lending package. Accordingly,

i) The CBE is likely to continue to finance largely MFIs through wholesale lending/ indirect financing scheme so that poor individual MF clients or group of poor MF clients such as cooperatives and SMEs will get access to finance. This approach is cost-effective in that:

· The CBE is dealing with big loans(wholesale loans), the administrative cost of which is relatively low as compared to transaction costs involved in small loans; and 

· The CBE lacks experience in delivering direct finance to poor MF clients while MFIs have the capacity of reaching market niches and better delivery mechanism with small borrowers, hence reduced transaction costs.

ii. The CBE can also consider equity investment/ share holding and strategic alliance as a means of involving in the MF market.  It has developed the experience in this regard by contributing 50 percent equity investment in SFPI operating in Addis Ababa.

If the CBE realizes strategic alliance, the branches and sub-branches of the MFIs could serve as a window for outsourcing some of the banking services including local transfer, pension payment, and saving deposits, instead of opening full-fledged new branches to engage in banking business.  In such a way, the CBE is likely to reduce its transaction costs.  

However, the CBE continues to make a caution in its transaction with the MFIs. As a result, 

· Priority will continue to be given to MFIs with relatively good performance indicators including, among others, experience/ year of establishment, outreach capacity, potential demand for credit, asset quality, operating expense and cost of fund ratios, borrower per staff and loan officer productivity, return on assets and return on equity and operational self-efficiency;

· Through time and as the CBE gains more and more experience, the Bank should gradually extend its lending activities to other MFIs selected on the same criteria. This gradual and learning by doing business partnership is supposed to minimize business associated risks for the CBE;

· Wholesale/indirect lending to performance based selected MFIs can be granted for the initial period partly on cash and other form of guarantee and the remaining without guarantee for agreed period. MFIs with good loan repayment and level of performance achievement, may, however, deserve credit only based on proposal with no physical collateral, on condition that the borrowing MFI must submit its monthly report to the bank. The AIB, for instance, enjoyed business by granting credit facility to Wasasa MFI using the same approach. However, effective follow-up and monitoring mechanisms are of paramount importance;

· Good performing MFIs need to be treated same as traditional borrowers who approached the CBE for a loan request. And hence, the process involved from the loans’ application to the loans’ approval and disbursement need to be similar to that of the traditional borrowers;

· The credit needs assessment should be performed so as to identify the likely volume of credit that could efficiently be absorbed by MFIs, given the current constraints in the domestic market; 

· The CBE need to prepare further a detailed and comprehensive procedure manual for financing MFIs. It is also expected to benchmark the loan size to be channeled depending on performance record/ level of borrowing MFI; and

· The CBE should provide targeted trainings on MF activities to its staff who are likely to manage this market outlet. 
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Annex 1 Growth Rate of Loans disbursed by Commercial Banks and Specialized Institution 
(By economic sectors)

	Economic sectors
	2003/04
	2004/05
	2005/06
	2006/07

	Agriculture
	31.0
	167.6
	40.3
	19.7

	Industry
	43.5
	48.2
	20.5
	17.1

	Domestic Trade
	20.6
	30.3
	28.9
	21.5

	International Trade
	69.7
	77.5
	20.5
	23.6

	Housing & Construction
	-91.6
	1804..3
	86.3
	43.5

	Transport & Communication
	224.7
	-24.3
	171.0
	42.2

	Hotels & Tourism
	810.8
	-86.9
	89.0
	78.6

	Personal
	55.4
	19.5
	68.5
	27.3

	Other
	147.2
	1.0
	-38.3
	16.2

	Total
	80.1
	55.7
	12.6
	22.4


Source: Computed from NBE Various Issues
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Fig.1. Linkage banking practice in the CBE
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