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FROM THE EDITOR

The Ethiopian Economic Association (EEA) held its Eighth General As-
sembly on July 15, 2000. In addition to the usual business session, a
panel discussion was organized for the occasion on ‘Financial Liberali-
zation in Ethiopia’. The Governor of the National Bank of Ethiopia de-
livered an opening speech, which is published in this issue of the Eco-
nomic Focus. There were three presentations in the panel relating to
financial sector liberalization in general as well as policies and meas-
ures undertaken by the country to liberalize the sector. We present
two of these presentations now; the third one will be come out in our
forthcoming issue. Moreover, two additional pieces have been con-
tributed by scholars, which we are delighted to present to our read-
ers. ‘.

As you may be aware, the general assembly elected a new executive
committee. Taking this opportunity, | would like to thank the outgo-
ing members for their dedicated and fruitful efforts and their strive
to fulfill the objectives of our Association. This, | believe, has resulted
in substantial progress in the activities of our Association.

Moreover, | would like to inform our readers that the Ethiopian Journal
of Economics has become reputable as per the standards of the Addis
Ababa University. Continuation of such recognition depends on the
ability to continue, as it has been doing so far, publishing outstanding
academic articles. | would like to take this opportunity again to thank
all those who have contributed articles for the Journal and | encour-
age new contributors.

Thank you.
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OPENING SPEECH BY THE PRESIDENT OF
EEA AT THE STH GENERAL ASSEMBLY OF

THE ETHIOPIAN ECONOMIC ASSOCIATION

Invited Guests

Members of the Ethiopian Eco-
nomic Association

Ladies and Gentlemen:

In the name of the Executive
Committee of the EEA, and far
the |ast time as the president of
the Association, let me start by
tarmally welcoming you to the
Bth General Assembly of the
Ethiopian Economic Association
and the panel discussion on the
timely issue of "Financial Sector
Liberalization in Ethiopia."

| said a timely issue because we
are discussing the issue at a
time when talk about a new in-
ternaticonal financial architecture
s abound. The existing interna-
tignal financial architecture has
revealed its deep flaws during
the fimancral crises of Asia with
reverberations all ever the glabal
econamy, The only countries that
were affected the least from this
crises . were those countries,
muostly in Africa, with the weak-
est ink to this international i
nancial systermn and are pushed
to join it at a much rapid pace
than most of them really wish.

A consensus seem 1o be emerg-
ing 1n the developed countries
that this Tfinancial architecture
must elther be tharoughly re-
formed or scrapped and be re-
placed by a new financial archi-
tecture Although far fetched and
premature,  and  with  all  the
apologles to the resident repre-
sentative of the IMF here, there is
even talk among guite powerful
circles, about deing away with

the IMF and replace it with re-
glonal institutions. The envi-
sioned financial architecture is
expected to be more transparent
and epnsure more participation in
decisian-making and norm-
setting. For this international
system to supporl development,
it should enhance financial mg®
bility, improve early warning and
respanse gquickly or even help
prevent financial crises,

But what is damaged by the
Asian financial crisis i5 not only
the reputation of institutions but
muare importantly, it is the finan-
cial orthedoxy that was pushed
on developing countries by these
institutions that was seriously
scarred. Probably the most dam
aging accusaben |eveled on the
manetarist orthodoxy 15 15 Gon-
tusion af means with ends. The
calls for palicy refarms, Includ-
ing financial hiberalization were
suppased to be a means (o a
larger end: The larger end, for
developing o infries,  being
achieving rapid growth and de-
velopmen!t and alleviation of
poverty. In & noarmal state, it
makes a lot of sense to scrap the
means 1t it was found that it
could do damage to the intended
objective. But these reforms
were pushed on countries with
such zeal, and without ensuring
the existence of the institutional
and regulatory mechanisms in
place, that their negative effects
have ended up wiping out dec.
ades of economic and social
gains 1n some of the worst af-
fected countries. For those coun-
tries such as Ethiopia, that are In
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the fringes of this rapidly
changing international financial
system, moving  cautiously,

gradually and with the appropri-
ate institutional capacity in place,
towards financial liberalization
might indeed be the important
lessan of this crisis.

Obviousty, this is net a call
against reforms, in fact, | do be-
lieve that some reforms are quite
necessary. It is not even de-
signed to join the debate about
financial sector reforms in gen-
eral and its status In Ethiopia in
particular, it is rather to draw the
most important lesson from the
Asgian financial cnsis-ke. the
need for strong regulatory insti-
tutions to make reforms work—as
a prelude to talk about our own
association as  an  institution
whose strength and dynamiam
could play an Important part in
the eoonomic development of
aur country

As you all Know, the EEA was
formed with a few modest objec-
tives in mind, Like: all profes:
sional associations, it 15 con-
cerned with the well-being and
develapment of its members as
prafessionals, This means, cre:
ating the conditions for the pro-
fessional development of jis
members by encouraging re-
saarch in economics and related
supjects networking  amaong
members to exchange research
ideas and outcomes by organiz-
ing annual conferences on the
Ethiopian economy and publish-
ing our bl-annual  Journal of
Ethiapian Economics and in gen-

Echiopian Economic Association
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eral creating a conducive atmos-
phere for members to talk about
and discuss various issues in
economics Iin general and the
Ethiopian econcmy in particular.

Qur association is also Inter-
ested in the quality and spread of
economic education in the vari-
ous educational institutions of
the country. In this regard, the
association’s first conference, in
cooperation with the Economics
Department of Addis Ababa Uni-
versity, has prepared a book on
the Ethiopian economy that is
currently being used as the only
reference book on the Ethioptan
econemy  at AAU  and  other
higher education institutions.
This reference material is cur-
rently being updated following
last year's conference that as-
sessed the performance of the
Ethiopian economy in the previ-
ous seven years. The wvarious
conferences that were held since
1952 and the articles published
in the journal are also hoped to
improve the quality of teaching
by making new research findings
available to instructors in eco-
nomics.

Another clearly stated objective
of the association is the objec-
tive of "contributing towards the
development of Lthe Ethiopian
ecoenonvy.” This follows the con-
cerns that most of us have as
economists that, as our late
president DOr. Eshetu Chole
stated in the inaugural meeting
of our association, the availabil-
ity of so many capable Ethiopian
economists at home and abroad
is simply not matched by the
miserable state of our country’s
economy. |n this area, the hope
is that the various researches on
the Ethiopian economy, con-
ducted by our members via the
various forums organized by the
association, will find their way to
policy-makers and the general
public to better inform public
discussion on economic issues
in general and the policy making
process in particular. In the last
two years, the association took a
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number of initiatives to directly
contribute towards this objective.
Our bl-monthly economic round
tables which brings policy-
makers, academicians and the
business community to discuss
contemporary economic policy
issues and our bi-monthly bulle-
tin, Economic Focus were both
designed with this objective in
mind. The annual report on the
Ethiopian economy, which ap-
peared this year for the first time,
is also intended to inform the
public on the state of the Ethio-
pian economy and hence
broaden and deepen the debate
an economic issues in our coun-

try.

It is now four years since ‘the
current  executive committee
{with some changes in its com-
position) took over the leader-
ship of the association and, at
least for ma, it is my last year as
a president, |t is indead the mark
of our democratic constitution
that it kas a binding and effective
term limit. Since this is an impor-
tant period of transition, | would
like to briefly talk about what we
have achieved and the chal-
lenges we faced in the past four
years and identify some of the
unfinished tasks ahead that
would require the attention of the
new executive committee, Let me
say in general, however, that the
current executive committee sin-
cerely believes that we have at
least laid the groundwork for the
coming executive committee to
take the asscciation te the next
level of institutional growth and
development.

The best way to asses perform-
ance, as economists love to
point out, is to establish the ini-
tial conditions. | will therefare
start by stating the condition of
the association when we took
over, It is important to note that
our association is a very young
association both in terms of the
actual number of years since its
existence and relative to other
professional associations in the
country, When we tock over, the

EEA was only five years young
and it has achieved quite a bit for
its age even at that time. It has
conducted unfailingly its annual
conference on the Ethiopian
economy, it was publishing the
proceedings of these confer-
ences, The Ethiopian Journal of
Economics, its flagship journal,
was coming out more or less
regularly.

There were also expected weak-
nesses in the young organiza-
tien. Membership, particularly
active membership was de-
creasing. There were delays in
the journal. It was getting diffi-
cult to recruit executive commit-
tee members and the enthusiasm
of its formation was waning and
its financial position was rela-
tively weak, Because the associa-
tion's secretariat was manned by
one half-time secretary, the bur-
den of the Asscciation's day to
day work was carried by a few
aclive and committed members.
There were no new |nitiatives to
generate excitement in the asso-
ciation and there was no regular
contact with members and the
larger population. Fatigue was
slowly setting in,

The association was formed by
173 founding members in No-
vamber 1991 and its active mem-
bers grew to 377 the following
year, By 19%6, when the new ex-
scutive committee was elected,
there were 519 total registered
members only 108 of which were
active, due paying, members. By
June 30, 1996, the association
had a total fixed asset worth
87,258 birr and a current asset of
54,393 birr. s annual budget
was about 200,000 birr that cov-
ers all its activities which com-
prises of one annual conference
and a proceeding and the bi-
annual journal. As | said earlier,
it had one half time secretary
running the office,

Four years later, we are happy to
say that the association is in a
much strenger pesition than ever
in its short history. We have now

Ethiopilan Economic Association
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884 registered members of which
512 are active, due paying mems-
bers (a five fold increase in ac-
tive membership). We have regis-
tered 468 new members since
1996. We are also in a stronger
financial position with cur net
current asset rising to more than
a quarter of a million birr and our
fixed asset has Increased by
240%. Qur annual budget for the
year 2000 will be about a million
birr, indicating a significant in-
crease in the association’'s activi-
ties. We have now five full time
employees and two part-time
workers,

The inerease in our membership
and budget, we belleve, is a re-
sult of the increase in our activi-
ties and our ability to reach more
and more of our members al-
though there is still a ot to be
done in that front. Qur activities
grew because we introduced
three new initiatives that we be-
lleved will energize the associa-
tion and enhance its presence.
The first and reasonably more
successful of our initiatives was
the round table discussions we
organize every two months, Us-
ing this forum, the association
has been successful in bringing
impertant government officials to
its functions for direct participa-
tion in discussions. Although it
is difficult to tell how much of
these discussions have found
their way In policy debates
among official circles, there i1s no
denying the fact that we were
able ta closely look at the ra-
tional behind government think-
ing about policy, and hopefully,
the government wag able to lock
at the thinking of academicians
and the private sector on policy
matters. |In short, this is a good
beginning that need to be
strengthened and the next lead-
ership has the challenge and re-
sponsibility to pursue this coop-
eration with the government.

The second initiative, to publish
the pelicy discussions of the
round table and other related
material in Amharic ‘and English

Vol. 3 No. 4 / August-September 2000

through our bi-monthly maga-
zine, Economic Focus or Lisane
Economics have helped us reach
the wider public. This and our
activities reiated to the elections,
| befieve, have succeeded in em-
phasizing the importance of eco-
namic policy in the life of our
people and to a certain degree
de-mystified economic policy in
the eye of the public so that the
publlic can participate in eco-
nomic policy discussions.

Our third initiative, to publish an
annual report on the Ethiopian
economy was both the most dif-
ficult to do and surely the most
rewarding. It was the first report
of iis kind published by a civil
society institution in Ethiopia.
Whatever weaknesses it mighl
have, and | am sure there are
quite a bit of them, the report has
been well received by the public
and has helped the public under-
stand the depth of our economic
probiems. We are certain that
when the Amharic version comes
out ina few weeks, it would even
reach a larger audience,

Putting out the report was part of
a larger project we envisioned in
the association to provide a con-
tinuous policy relevant research
to the public and policy-makers
and through it enrich the overall
policy-making process, The idea
was to create a research and
publication wing of the associa-
tion in the form of an economic
policy research institute. After
over a year of negotiations with
donars, | am happy to formally
annocunce today that we have
new the resources to form the
institute. | would like to use this
opportunity te thank our part-
ners, the NORAD of Norway,
SIDA of Sweden, the Embassy of
the United Kingdoem, our usual
partner the Fredrniech Ebert
Stiftung and the African Capacity
Building Foundation. We have
now rented a larger place for the
association and the institute and
as soon as we complete the fur-
nishings and other arrangements
we will be in business.

The challenge for the coming
executive committee is to build
on what was achieved up to now.
Our membership drive still needs
improvement and vigor. Cur rela-
tlonship with relevant govern-
ment institutions while good, can
use a boost. The biggest chal-
lenge, and one that we have not
done as much, is to create con-
tact with other civil society insti-
tutions and other associations in
other countries to share experi-
ences, We also need to work
more towards attracting Ethio-
pian economists abroad to be
part of our association and con-
tribute professionally towards
helping our country prosper.

Invited gquests, members of the
Association, Ladies and Gentle-
men

Four years ago two peaple
pushed me very hard to join the
assoclation, They were very wor-
ried that the association was
losing its momentum and they
were ferrified that the institution
they struggled hard to form and
put guite a lot of their time in,
could lose its value in the life of
this society. These two people,
Or. Eshetu Chole and ato Me-
konen Tadesse, are no longer
with us. | hope they can see
where our association is now. |
am sure they will rest in peace
knowing that what they have buiit
is an institution. What we have
dene in the last four years is
strengthen this institution. It is
now an institution that is an-
chored in a firm ground, It does
not depend on individuals. It is
puised to do a ol more tor this
prafession and above all for our
society, We, the current execu-
tive committee, think we have
done our part. We are certain that
the next group that is about to
take the leadership of our asso-
ciation will take it to an even
higher level, After all that is what
institution building is all about.

Thank You. H
Berhanu Nega

Ethioplan Economic Association
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HIGHLIGHTS OF SOME CONSIDERATIONS IN

LIBERALIZING THE FINANCIAL SECTOR

Teklewold Atnafu

Govemnor of National Bank of Ethiopia

GENERAL

Financial sector liberalization is
an extension, albeit a crucial one,
of overall economic liberalization
which derives from the free-
market economic development

paradigm, now almost
universally accepted as
unrivailed in creating material
wealth, Liberal economic

thinking argues creditably that
thie true scarcity price of financial
capital, the main stock-in-trade
of the financial sector, can only
be -approximated through the
forces. of demand and supply.
Such a price would ensure that
capital is channeled into sectors
where returns are relatively high,
thus, in principle, automatically
guaranteeing the most efficient
passible use of scarce capital
resources. Hence, restrictive
practices with respect to both
deposit and lending rates of
interest are said to run counter to
the objective of utilizing capital
resources. efficiently Likewise,
administratively set rates of
exchange are generally anathema
to the liberal scheol of economic
thought. In the same vein, free

and fair compefition among
financial institutions
progressively Improves the
quality of financial

intermadiation. n the process
instillimg in the financial sector
the imperative of remaining
campetitive at all times
Simultanecusly. financial sector
liberalization enables the central

bank to perform its crucial
function of monetary
management  through  indirect,

rather than direct, instruments of

monetary policy. Hence, the
rationale  for financial sector
liberalization may be succinctly
said to be composed of four
major elements: determination of
the scarcity price of capital,
efficient use of capital resources,
improved financial
intermediation and
minimizing prudential regulation
and supervision.

ETHIOPIAN CONTEXI]

The main policy objectives of
financial sector liberalization in
the Ethicpian context are:

a) to  foster a competitive,
diversified and sound financial
systemn fully supportive of the
chjective of accelerated averall
eConomic development and
modernization; and

b} B} to create an inclusive
financial system that is
accessible to the all-important
rural community as: well as to
urban-based micro and small-
scale enterprises.

It 1s well-nigh Tmpossible to
conceive af a warthy
development policy objective or
strategy in Ethiopia that does not
somehow address the country's
fundarmental problem of mass
povery. Therefore, financial
sector liberalization in Ethiopia
15, as indicated above, aimed at
actively supporting the objective
of accelerated owverall economic
growth and development, and
this is expected to contribute to
the reduction of poverty,
Secondly, financial sector
liberalization in Ethiopia gives
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particular emphasis to  the
creation, development and
expansion of micro-finance
institutions in order to be able to
effectively address the needs of
farmers and micro and small-
scale. businesses, It alsao
promotes mutually profitable
links between these micro
financial institutions and
traditional banks and non-bank
financial institutions. This policy
emanates from the belief that
providing the opportunity for
small savings and credits would
significantly enhance the
entrepreneurial and productive
capacities of micro and small-
scale econamic operators,

One of the preconditions for a
successful financial sector
liberalization is a conducive
macroeconomic environment. An

unstable macroeconomic
environment characterized by
high and wvariable inflation,

booms and busts in economic
activity and unsustainable fiscal
and external imbalances can only
frustrate attempts at financial
sector refarm by  creating
volatility in the prices of financial
assels and the allocation of
financial rescurces.

Another area of coencern when
liberalizing the financial sector is
the cheice of approach and the
seguencing of reform measures
Broadly speaking, there are twao
approaches. One is the ‘big
bang’ approach where everything
is liberalized at one go. The ather
ig the gradualist approach where
refarms are introduced 0 a
graduatec manner, The

Ethiopian Economic Association
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prevailing conditions in a given
country, of course, determine the
preferred choice. If gradualism is
the ¢hosen approach, then the
subsequent reform  measures
have to be sequenced both vis-a-
vis the real sector and within the
financial system itself if an
arderly transition is to be made.

Institution ef an appropriate
regulatary and supervisory
mechanism is another
prerequisite for a successful
financial sectar Tfiberalization,
Where liberalization is
undertaken witheut having in

place such a mechanism,
ungualified cperators can .enter
the sector and existing
institutions c¢an  engage.  in
excessive nsk-taking. When a

Lri%is situation 5 created
because of the absence of
reguiation,  another round of

imtervention will beé required or
the cenfidence in the financial
SECIO can be seriously
damaged.

When the hberalization of the
Ethiopian financial soctor was

being contemplated, the
significance of the above
considerations Was well

recognized. Consequently, the
first measure taken by the
Ethiopian Government before
embarking on financial sector
liberalization was. te create a
stable MACroeconomic
enyironment At the close of the
Derg era, intlation was running at

around 21%,; the overall fiscal

deficit fexcluding grants]
constituted 9.6% of GOP and the
current account deficit
[excluding official transfers)

stood at 9.9% of GDP. To correct
this situation, tight fiscal and

manetary policies wWere
introduced and the Birr was
devalued.

As far as the choice of approach
is concerned, Ethiopia opted for
gradualism. This choice. was
dictated by the fact'that since the
Ethiopian financial sector was
emerging from a socialist-

oriented system (where there
Was no competifion, no
managerial autonomy and no
entrepreneurial spirit), there was
no regulatory and supervisory
expertise  and  the forelgn
eichange earning capacity of the
Ethiopian ecenomy did not
warrant the immediate scrapping
of all exchange restrictions. By
adopting this approach and by
carefully seguencing the reform
measures, It was possible o
aveid the confusion .and, more
importantly, ‘the destabilizing
effects of one-shot liberaljzation
programs experienced by some
countries.

It 15 worth highlighting some of
the noticeable policy measures
taken to liberalize Ethlepia!
financial sector during the last
sevan years. First and foremost,
in recognition of the vital rele af
financial secter regulation and
supervision, the Ethicpian
Governmenl gave the necessary
legal and regulatory powers o
the MNational Bank of Ethiopia
pricr o opening up the sector for
private participation and
competition. And the National
Bank of Ethiopia. in its turn, has
created a new regulatory and
superyisory umit to discharge
this responsibility,

The Ethiopian Birr was devalued
by 59 percent in QOctober, 1992
against the US dallar, -and
adjusted there after through the
auction system with the objective
ef improving the country's
international competitiveness
which had been depressed due to
the overvaluation of the currency
which was pegged to the US
dollar for decades, Interest rates
which were administratively fixed
and differentiated by sector and
awnership type; were liberalized,
{except minimum deposit rate
sct at 6 percent) to give a correct
signal to market forces with
respect to cost of capital and
resourae allocation.

The financial sector was opened
to  domestic private sector
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participation with the view of
enhancing competition within the
financial sector, expanding and

diversifying financial services,
and increasing financial
deepening.

Commercial banks are allowed to
apen foreign exchange bureaus
to conduct all approved current
account fransactions. Treasury
bills auction was introduced and
its modalities improved with the
intention  of mitigating  the
crowding cul effect of the private
socctor by the government in
credit appropriation from banks,
and of reducing inflationary
pressure

In order to further improve the
environment within which banks
operate, 3 foreclosure law has
been enacted and an effort is
qoing on o establish a
mechanism for sharing
infarmation on borrowers,
lraining programs for bankers,
etc. Moreover, existing public
banks were recapitalized and new
capital leve! was set for new
banks so as to make banks
financially strang.

Micro-finance institutians: have
been established to cater for the
credit needs of small and micro
enterprises both in urban and
rural areas which, as you know,
are not particularly suited to the
cost-sensitive business
strategies of traditional financial
institutions.

An  export  credit guarantee
scheme has been introduced to
encourage exporters to diversify
their exports and to enhance the
country's  foreign  exchange
earnings. Exporters are also
allowed to deposit 10 percent of
their export proceeds in forelgn
currency in domestic banks and
convert the remaining balance
through the formal banking
system at freely negotiated rates.

Another important policy

measure was the introduction of
the farsign exehange auction

Ethiopian Economic Association
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system to determine, through
market forces, the exchange rate
applicable to most transactions,
Inter-bank money and foreign
exchange markets have also
been established to facilitate the
proper utilization of liquidity in

the banking system and 1o
further consolidate exchange
rate and interest rate
liberalization.

At this juncture it is appropriate
to-ask the question “What are the
major outcomes attained and
difficulties encountered as a
result of the policy measures
enurmerated aboyve?”

There were only three speclalized
banks, fully owped by the
Government, beforeg the reforms.
roday there are nine banks; oul
of which six are privately ewned

There was only one state-owned
insurance company before the
liberalization of the financial
sector was set in metion To
date, there are nine insurance

companies, out of which elght
are under private ownership.
Competition, which was totally
absent in the sector in the pre-
reform period, is well underway
among the bkanks and the
insurance companies. The
liberalization process has also
been accompanied by the
emergence  of micro-finance
institutions, which are new to
Ethiopia. These institutions,

whose targets are small farmers

and micro businesses, are filling
the gap left by big banks and are
playing an impertant role in
poverty reduction. At present,
sixteen such institutions have
been established.

As a result of financial sector
liberalization it has  been
possible, to a certain extent, to
improve financial intermediation
and resource allocation through
the banking system. The
financial sector liberalization has
revitalized the financial system,
The level of competition within
the financial sector has also
moved a step ahead, albeit at a
low pace, as new private banks
and insurance companies have
bean established. Encouraging
resufts have been attained in
ensuring the viability' and
stability of the financial system
The seclor's contribution
towards the promotion of lrade
savings and investment as well
as real sector development has
also shown some Improvement.
There are better resulis in the
international competitiveness of
the Ethiopian exports, and the
premium between fareign

exchange auction market and
parallel ~market rates has
slgnificantly narrowed down.

interest rates are also keeping up
in accordance with the principles
of market forces,

¥Yet, in the face of such
encouraging results, there have

THE AMHARIC VERSION OF THE

been, and still are, a number of
challenges. Have we created,
through financial sector
liberalization, a diversified and
deep financial system?
Obviously, there is still a long
way to go in this respect. We still
do not have active money and
capital markets. The types of
financial instruments remain
limited. The sector is not well
diversified in terms of financial
institutions. Competition in the
sector is far from being fierce.
This situation, however, should
not come as a surprise, partly
because the development of
diversified and deep financial
markets is an evolutionary
process and partly because we
are Tollowing & gradualist
approach Neverthel=sss the
liberalization process should be
sustained through appropriate
policy measures and would like
tc - highlight some of the
outstanding issues in financial
sector liberalization in Ethiopia
that we would have to address in
the coming months and years

= Further liberalization of the
foreign exchange markat, .
» Promotion and expansion of
money and bond  [security)
markets,

= [Deepening competition in the
financial sector, and
+ Improving the
payments system. L

country's

ANNUAL REPORT ON THE ETHIOPIAN
ECONOMY IS NOW IN THE PRINTING

PRESS AND WILL BE AVAILABLE FOR

SALE IN THE NEAR FUTURE.
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 TOWARDS A DEVELOPED AND AN EFFICIENT
FINANCIAL SECTOR IN ETHIOPIA'

Senior Eeside_ni Eepresenlqﬂve_, IMF

Ali Abdi

1. INTRODUCTION

An efficient and well-functioning
financial sector is essential for
the development of any econ-
omy, and the achievement of
high and sustainable economic
growth, A growing body of eco-
nomic literature affirms the im-
portance of financial develop-
ment to economic growth, and
the association of efficient and
mature financial =ystems with
economic development’.  The
empirical evidence is over-
whelmingly in support of the fi-
nanciai deepening paradigm,
although debate still continues
on the direction of the causality.
Some contend that in the early
stages of development, financial
development leads growth, while
in fater stages growth may de-
termine the speed of financial
development”.

A developed and efficient finan-
cial system is necessary to mo-
bilize domestic savings and for-
eign rescurces and to allocate
them to high return investments.
In addition, financial intermedi-
aries provide savers a channel to
diversify the risk of holding fi-
nancial assets and permit inves-
tors to access financial re-
sourgces that would otherwise be
unavailable. In this process, a
developed financial sector facili-
tates economic competition, in-
legrates commeodity markets,
and facilitates growth. Moreover,
once financial services are ex-
tended to rural and poor produc-
ers, a developed financial system
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is a strong tool to reduce pov-
erty.

2. THE DEVELOPMENT OF
THE FINANCIAL SECTOR
IN ETHIOPIA

The use of meney and coins in
Ethiopia has a long history, and
the introduction of modern
banking is nearly a century old.
The original bank of Abyssinia
started operations in February
1805 and its activities included
keeping government accounts
and financing exports’. Despite
the long history, which precedes
the advent of modern banking
throughout most of Africa, the
Ethiopian financial system has
not progressed much. The de-
velopment of the financlal sector
was constrained by the govern-
ment takeover of the existing
private banks in 1975. in this
pericd of a shift from a mixed to
a state-managed economy, the
development of the financial sec-
tor was stunted, Although the
financial sector of Ethiopia has
grown in the 19905, compared tn
its state during the preceding
decades, it |s siill in its infancy.

Te assess the developments in
the financial sector of Ethlopia,
we have examined a number of
indicators that have traditionaily
been used to measure financial
deepening and development
across countries. We have as-
sessed four principal monetary
and credit aggregates to meas-
ure financial development. None
of the aggregates is an adequate

parameter of financial develop-
ment by itself; each is indicative
but in combination they are
highly reliable, We examined (i)
the ratio of narrow to broad
maney [M, to Mz), (i) the ratio of
broad money to GOP, (iii) the
share of bank credit to the pri-
vate sector to total bank credit,
and (iv) the ratio of credit to the
private sector to GOP, In addi-
ticn, we assessed the density of
bank branches or the number of
pecple per bank branch in Ethio-
pia and selected African coun-
tries as an indicator of financial
sector maturity.

Figure 1 shows the evolution of
the selected financial develop-
ment indicators for Ethiopia in
1991-2000. Financial deepening
Is associated with a relatively
higher increase in term deposits
than in M4 and hence a decline in
the ratio of narrow to broad
meney. Such develocpment has,
in fact, occurred in Ethiopia in
the last 10 years, as the share of
currency and demand deposits in
broad money declined frem 77
percent o 39 percent between
1991 and 2000. Financial deep-
ening is also associated with an
increase in the ratio of broad
money to GOP; in the casze of
Ethiopia this ratic remained
broadly unchanged in the 1990s,
There was a moderate increase
in some years, but broad money
as a percent of GOP did not show
a consistent trend in 1991-2000.
An increase in bank credit to the
private sector as a propertion of
total bank credit, and in relation
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to GDP aiso indicates financial
deepening and development.
The share of private sector credit
in total bank credit rose from 4
percent in 1991 to 45 percent at
end-1999, while the ratio of credit
to the private sector to GDP rose
by 16 percentage poinis in the
ten years through 2000, In gen-
eral, the results of financial indi-
cators do not show an unambi-
guous financial deepening and
development in the period.
There have been positive devel-
opments in the growth of savings
deposits [(as compared to cor-
rency and demand deposits), and
the share of bank credit to the
private sector in total credit, and
in relation ta GDP. However, the
growth in broad money was in
line with the growth in nominal
GDP (Figure 1 and Table 1),

Ta put the state of financial de-
velopment in Ethiopia in per-
spective, we.compared its recent
developmentl with that of three
African countries (Egypt, Kenya,
and Sauth Africa), and three in-
dustrial economies (France, Italy
and the United Kingdom). The
current population of the three
African countries ranges from 30
mitllion for Kenya to B3 million far
Egypt, and esach of the three in-
dustrial countries has a popula-
tion in the range of 56-60 million,
while Ethicpia's is estimated at
about 83 million. The level of
development of the selected Af-
rican-and industrial countries, in
terms of per capita income lev-
els, is much higher than Ethio-
pia’s, and accordingly the as-
sessments point to the level of
financial development Ethiopia
should aim for Ethiopia's finan-
cial sector development, as
measured by the relationship of
monetary aggreégates and eco-
nemic output, is well below that
of the selected African countries;
and is even more starkly rudi-
mentary in comparison toc the
financial systems of the indus-
trial countries (Figures 2,. 24 and
Table 2). More importantly, in
recent years, Ethiopia has fallen
further behind the developments

in the comparator countries, in-
stead of closing the gap as would
be esxpected for late starters.
MNarrow money accounted for the
highest share of broad money in
Ethiopia and was more than dou-
ble the ratio prevailing in the in-
dustrial countries. Broad money
as a percent of GOP in Ethiopia
was at about 40 percent, com-
pared to 60 percent for the Afri-
can countries and about 73 per-
cent for the industrial countries.
Per-capita depeosits in Ethiopia
were on average US$31 in 1998,
as compared to Kenya with
US$128, Egypt with US$BES, and
South Africa with US%1,624. Per-
capita deposits at end-1397 in

France, Italy and the United
*Kingdom were LUSS$16,772,
US%9.978, and USS25081, re-
spectively

Al other indicators of financial
development also demonstrate a
nascent financial system n
Ethiopia, The share of private
sector in total bank credit in
Ethiopia was much lower than in
all the six comparator countries
in the 1990s. Such share in
Ethlopia was under 50 percent,
and ranged from 60 to 80 percent
in the selected African and in-
dustrial countries. The mauxi-
mum attained during the period
in Ethiopia was 50 percent in
1999, This evidently reflects the
undeveloped state of the finan-
cial sector and the private sector
in general in Ethiopia. Policy
changes that facilitated private
sector economic activity since
16893 have contributed to nar-
rowing the differences between
Ethiopia and the comparators.
Bank claims on the private

sector as a percent of GDP were
cansistently lower in Ethiopia
than in all the selected countries
in 1991-89. Such claims aver-
aged 11 percent of GOP in Ethio-
pia, but were in the range of 20-
48 percent in the selecied African
countries and nearly 90 percent
on average for the industrial
countries, |n Ethiopia, when pri-
orities were given to the public
sector and in the early 1990s,
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bank claims on the private sector
in percent of GDP were in the low
single digits. It was only after
1895 that bank claims on the pri-
vate sector in percent of GDP
were at 10 percent or higher.

At present, there are a very lim-
ited number of banks in Ethiopia,
comprising 8 commercial banks
and 1 development bank [all do-
mestically owned), as compared
to 54 banks in Kenya out of
which 8 are subsidiaries of for-
eign banks, and 51 banks in
South Africa out of which B8
branches and 11 subsidiaries are
foreign banks. Given a popula-
tien of about 63 million and 289
bank branches at end-June 2000,
there was one branch for each
211,000 inhabitants in Ethicpia.
This |s extremely low even by the
standards of African countries,
inhabitants by bank branch in
South Africa were 16,000 in 1998,
and the ratio may be lower this
year’,

3. FINANCIAL SECTOR
REFORMS IN ETHIOPIA

in & short pericd, the Ethicpian
financial sector has been trans-
formed from & classically re-
pressed to a domestically liber-
alized financial system. Since
the mid 1970°s and through the
1980's, the unitary state-owned
banks operated under selective
credit controls, and administered
interest rates that often were
negative (Table 3}, The NBE
utilized pre-establiished annual
credit

guidelines to ration credit ex-
tended by the Commercial Bank
of Ethiopia. These guidelines
were not revised throughout the
fiscal year, regardless of eco-
nomic developments,

In 1978, the Mational Bank's
authority was significantly en-
hanced with regard to the for-
mulation of credit policy, imposi-
tien of exchange controls, and
determination of interest and
exchange rates. The MNational
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Bank was given regulatory power
to monitor credit to all non-
government sectors, including
lending conditions, maturities,
security requirements, and the
activities to be financed. Overall
domestic credit extension was
subject to central planing, but
the principle of legal ceilings on
credit from the banking system
was also retained, The state of
nationalized private banks, ad-
ministered interest rates for
savings and lending, and re-
stricted allocation of credit re-
flected the classical manifesta-
tions of a repressed financial
system. Predictably, under these
conditions, the financial system
did not develop, In the ten years
through 18890, the annual growth
of time and saving deposits av-
eraged about 11 percent, Indi-
cating that the mobilizaticn of
domestic financial saving was
limited

After the change of government
in 1991, a series of policy re-
faorms were launched to move
towards a market-based econ-
cmy. Among these reforms were
measures to decontrol prices
and markets, including In the
financial sector. The following
principal reforms in the financial

sector  were gradually  intro.
duced:
{l} The government issued a

procifamation (no. 84/94) that al-
lowed for the introduction of pri-
vately-owned domestic banks.
These private banks, now num-
bernng six, were intended to pro-
vide competition to the state-
awned banks and to improve the
provision of financial services in
the country,

(i1} The state-owned banks were
reorganized (proclamation BE/94).
(if) In July1996, a proclamation
(no. 40/96) to provide for the li-
censing and supervision of mi-
crofinance institutions was is-
sued. As of end-1999, 12
micrefinance institutions  have
been registered.

{i¥J The legal framework and in-
struments for bank foreclosure
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on the collateral on non-
performing loans was introduced
in September 1997.

{v) The National Bank issued a
directive, [no. NBE/NT/7/98) to
decontrol commercial banks'
deposit and lending rates in
January 1988, The National Bank
has maintained since then a floor
on bank deposits rates, at 6 per-
cent.

(vi} The National Bank introduced
in September 1988 (directive no
IBM/OZISB) a framework for the
canduct of interbank money
market operations.

(vii] Government also intreduced
significant reforms in the ex-
change and trade regime, par-
ticularly in September 1998, that
considerably liberalized foreign
exchange operations, These
measures included the marke
determination of exchange rates
through frequent auctions (bi-
weekly initially and then weekly);
the elimination of foreign ex-
change surrender; the decontrol
of most external current account
transactions; and the [ntroduc-
tion of an interbank foreign ex-
change market.

(viti) The MNational Bank issued a
directive that set a higher capital
standard: a minimum capital re-
quirement for new banks of birr
75 million, and that reguires all
existing banks to attain the
higher capital base by June 2002,
lix} The MNational Bank started
upgrading [ts supervision capac-
ity and has conducted freguent
examinations of the soundness
of private banks.

The recent financial sector re-
forms eased direct conlrols on
the determinatien of interest
rates (except for the floor on de-
posit rates) including the elimi-
nation of preferential treatment
of selected sectors. The scope
for market-based credit exten-
sion was enhanced. A number of
significant institutional reforms
were introduced, Private domes-
tically-owned commercial banks,
and non-bank financial institu-
tions were licensed. Microfi-
nance nstitutions were estab-

lished, and efforts were made to
improve bank supervision. The
firancial sector reforms imple-
mented in the 1990s improved
the operations of the Ethiepian
financial system, but significant
short comings of the sector re-
main intact,

4. THE CHALLENGES
AHEAD

Developing an adequate financial
structure is ne less important to
facilitating investments and eco.
nomic growth than improving the
rest of the economic infrastruc-
ture, such as telecommunica-
tians, electric power generation,
and tha transport network. The
current undeveloped and inade-
guate financial structure of
Ethiopia imposes heavy costs on
potential investors and traders
alike, I a farge distance of an
econamic agent from a tertiary or
secondary road is of concern,
then the distance from a branch
bank could well be as burden-
some. A broad reform of the
financial sector needs to be
pursed in oarder to further pro-
mote growth and eliminate stark
weaknesses, The following
comments poinl {o the most
pressing issues and challenges
that need to be addressed.

da. Deepening and Broad-
ening Access to Financial
Services

The current number ¢of banks and
tranch network would need to be
augmented to improve the finan-
cial structure, while ensuring thal
all new entrants In the financial
market are prudentially sound.
The current network of B com-
mercial banks is concentrated in
Addis Ababa, which accounts far
30 percent of the total branches,
and, in all, a dozen towns ac-
count for 49 percent of the total
tranch network. Steps are nec-
essary o reduce the ‘over-
whelming reliance of economic
agents in Ethiopia on eash trans-
actions, which results from a
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lack of automated banking opera-
tions and efficient check clearing
arrangements for banks. Maoreo-
ver, other modest improvements
such as the introduction of debit
and credit cards, which are
commeon place in this region and
=lse where, could facilitate trans-
actians,

Increasing access to basic finan
cjal services is key to reduging
poverty in Ethiopia.

The inadequacy of the financial
structure is particularly ewvident
in. the rural areas, where an
overwhelming majority of Ethio-
otans reside. As noted above, a
forceful attempt is underway to
develop alternative socurces of
finance for rural communities,
through  microfinance nstitu-
tions, However, the current ca-
pacity of these institutions is
clearly limited. The total assets
of the microfinance institutions;
for which data are available,
amounted to birr 239 million in
mid-1993, equivalent to 1 percent
of the assets of commercial
banks at the time, More signifi-
cantly, the microfinance and
cammercial bank markets are
totally segmented, and hence
thare 15 an imperative need to
integrate the financial markets.

The recent development of mi-
crefinance  institutions 18 en-
couraging as these units focus
un paverty alleviation by serving
exclusively the paor, particularly
the rural poor, Microfinance in-
stifutions provide sawvings and
gredit facilities to the poor that
are nel served by commarcial
banks. and at lower costs than
infarmal maoney lenders  Also,
the high repayment rates in mi-
crofinance institutions in Ethio-
pla are encouraging. Meverthe-
less, the sources of Income for
micrefinance institutions  de-
pends mainly on crop harvest,
which are subject to freguent
droughts and unstable commod-
ity prices. In these circom-
stances, there 15 a need to diver-
sify risks by wvarying the mix of

clients, in particular by including
small artisans and urban traders
in the portiolios of microfinance
institutions. Crop finance insur-
ance, when available, could also
reduce overall risksg.

b. Enhancing Competi-
tion in the Financial
Sector

The inadequate performance of
the financial system has re-
flected a lack ef progress in en-
hancing competition. In a short
period of time, the small privale
banks that were established have
increased access (o financial
services by raising the number of
branches, provided extended
hours of operations, and offered
clients a limited chalce. How-
ever, the new private banks have
not measurably increased the
menu of financial assets and
have failed, as yet, to trigger
competition in the financial sec.
tar.

The Cammercial Bank of Ethiopia
(CBE) may no langer enjay ma-
nopoly power in the commercial
banking sector, but it maintains a
doeminant influence in the finan-
cial sector that continues to limit
campetiticn in the meney and
exchange markets, As of end-
19499, the CBE accounted for 87
percent of depaosits held with,
and 81 percent of the locans eox-
tended by the commercial banks
Together with the other state-
owned commercial bank, the
public. banks accounted for 90
percent of deposits and B8 of
loans outstanding at the end of
last year. In this context, the
small and undercapitalized pri-
vate banks have not improved
competition in the financial sec-
tor. Evidence availalble indicates
that most pricing decisions in
the financial sector are dictated
by the CBE, and the private
hanks are price takers, A number
of structural constraints, includ-
ing the state of excess liquidity
in the financial system, the pau-
city of bankable projects, and the
lack of an operative interbank
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money market, contribute to the
deminance of the CBE in the
meoney and exchange markets.
The lack of competition is
marked by the prevailing interest
and exchange rates in these
markets. Mational policy encour-
ages market determination of
interest and exchange rates, but
the CBE established rates have
proven almost invariant and have
acted as ceilings on interest and
exchange rates,

Enhancing tompetition by en-
larging the menu of financial as-
sets and services, and introduc-
ing banking innovations requires
new technologies -and banking
skills, Accordingly, there is a
need to intreduce such innova-
ticns through acguisition of the
required technologies by the ex-
isting instituticns or by the intro-
duction of new banks that can
inject in the system the needed
meodern and efficient financial
technigues. Introduction of tra-
ditional foreign banks would not
resolve all difficulties faced by
the Ethiopian banking system,
least of all iImproving access of
the rural community ta financial
services, However, fareign banks
will provide know-how, improve
the range of financial assets and
services available In the Ethio-
pian financial markel, and could
well

enhance  the stability and the
soundness of the financial sys-
tem provided the foreign banks
are well chosen,

c. Remaving structural con-
straints on the operations of the
finanecial system

A number of structural deficien-
cies contribute to the poor func-
tioning of the financial markets:
(i} inadequate risk assessment
and lack of infermation by indi-
vidual banks on prospective cli-

ents, (i) low levels of entrepre-
neurship and limited “bankable”
prajects, and [iii) lack of assets

that can be used as collateral
The money and capital markets
are extremely underdeveloped,
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the only financial assets avail-
able to investors other than bank
deposits are treasury bills of a
short-term  maturity. These
structural deficiencies would
need to be carrected if the finan-
cial sector is to perform its func-
tions efficiently.

Lack of risk assessment capaci-
ties is a predominant feature of
the Ethioman commercial bank-
ing system that leads to limited
or no differentiation in interest
rates among borrowers, regard-
less of risks. Under the current
system, a flat rate of interest is
charged across borrowers, with-
out distinction to type of busi-
ness and credit worthiness af the
chients. Mo meaningful rnsk as-
sessment takes place, and vara-
tiens n the value of the collateral
serve in place of interest rates
differentiation  and appropriate
risk analysis. Consequently, the
lack ol credit rating mechanisms
should be fully addressed

Limited anformation on borrow-
ers and prospective clients con
strains the ability of banks to
develop new and relatively high-
risk business A dynamic hinan
crai nsttution that wishes to
extend loans toc new -chlents and
develop langer term relationship
with untested entrepreneurs

Jften withoul  collateral, needs
intarrmation an potental custom
s g specifically on less
crechible and problem cases  In

this cantext intormaton sharing.
armanyg the banks. could serve to
meel the immeadiate requirémeant
ter more -adegquate. assessment of
uhents, whrle. risk: analysis and
credil agencies dre to be devel
Gped

Paucity af bankable prajects and
limited availability of collaterable
assets have constraimed the per
formance of the tinancial sector
A Migh and sustairable growth in
Ethiopra demands augmentation
of demestic financial Savings
and. the efficient allocation of
such savings. An Indication of
the  structural zonstraints con
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fronting the financial system is
the large and persistent amounts
of unremunerated excess re-
serves and liquid assets which
are held by the banking system,
These excess reserves/liquidity
manifest limited availability of
bankable projects, Alternatively,
the commercial banks may nat
be |ending te potentially high
return praojects, owing lo lack of
sufficient collateral by the bor
rowers., The limiled availability
of collaterable assets Is accentu-
ated by the country's land own-
ership policies and the very lim-
ited commercialization, if at ail
of land leases. There could be
objectlve reasons for a bank io
maintain high liquidity as a pru-
dential measure. particularly if a
sizeable share of its portfolio &
of a guestionable quality, Un
regulated excess liguidity could
endanger financial stability and
weaken the external accounts. In
addition.  excess liquidity in
banks 15 imimical to mobilization
af financial savings and impedes
financial deepening

d. Ensuring Adequate
Regulations and
Supervision

Recent efforts lo improve regula-
tory and supervisory capacity
necd tobe further strengthoned
HBanking problems and falures
are widoly perceived la have ad:
verse effeclis oo an economy, as
they tend to spread quickly
thraughout the system, aifecting
solvent as well as insolvent
banks. Ensuring sound banking
& necessary to reduce the ad-
verse effects 6n macro-economic
performance and to avoid A
heavy fiscal burden. Betailed
supervision and frequent exami-
nations  of the condition of

banks. with prompt corrective
actions, as necessary, I1s fe-
guired A comprehensive ap-

proach to address the immediate
balance sheet and Income prab-
lems of weak banks is also im-
partant The success of dealing
with problem banks is related to
the urgency and speed with

which corrective measures are
undertaken. In addition, adequate
supervision |s needed to correct
ferthwithi any shortcomings in
the accounting, legal and regula-
tory framework and to ensure
sound  banking. PFrudential
requiations, based on Increasing
transparency, accountability and
the adeption of internationally

accepted standards of good
practices help promote confi-
dence and soundness 0 the

banking sectar

e. Developing Instru-
ments lor Monetary
Policy Management

The Natianal Bank of Ethiopia
has made progress in its mod-
ernization  and development of
its institutional capacities in a
number of areas. i remains,
however, qguite passive in the
cenduct of menetary policy and
there is an urgent need to build
fram  scralch a market-based
manetary system, where indirect
Instruments of monetary policy
are used as the principal too| of
imtervention. Currently, even the
moest basic toels to conduct open
market operaticns are not devel
aped, and the mterbank monoy
market has not become fully op-
eraticnal The main constraint
rolates to the lack of appropriate
instruments, such as MNational
Bank or government securities
that can underpin apen market
aperations. Liguidity manage-
ment in the financial system is
hikely to become more Imperative
as the hnancial system develops
and the menetary authorities
move awdy, definitively, from
direct interventions and the ag
plication ©of blunt instruments,
including  the active use of
changes in the statutory reserve
and liquidity requirements.

The MNational Bank shouid pro-
mote the development of an effi-
cient payments system in the
country, and facilitate the emer-
gence of debt instruments and
privale securities markets. Evi-
dently, the MNational Bank needs
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to focus its skills and resources
an its first line responsibilities of
maintaining financial and macro-
economic stability, management
af the country's reserves, and
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Figure 2a. Ethiopia: Selected African and Industrial Countries’ Ratio of M1 to M2 ;
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Figure 2b. Ethiopia: Selected African and Industrial Countries' Broad Morey in % of GDP "
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Figure 2c. Ethiopia: Selected African and Industrial Countries' Percentage Shares of Bank Credit to Private Sector in
Total Bank Credit "
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Figure 2d. Ethiopia: Sclected African and Industrial Countries' Bank Credit to Private Sector as % of GDP ¥
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Table 1. Ethiopia: Financial Deepening Indicators, 1991 - 2000 *
In millions of Birr

Private sector

June 30 M1 M2 credit Total credit GDP
1981 1.715 2,378 367 2,766 10,079
1982 1,884 2,635 2 3,065 10,636
1933 2,180 3.041 397 3,648 11,775
1984 2379 3,384 374 4,092 10,988
1985 2,692 3,849 364 4,478 13,027
1986 3321 4,421 355 4 5081 13,575
1987 3,723 4951 411 5,655 14,391
1988 380 5239 473 6,406 14,971
1989 4,166 5,688 388 6,865 15,742
1990 4,983 6,688 381 8,042 16,326
1991 6,123 7.935 392 8,999 19.816
1992 &840 8.992 424 10,168 20,380
1993 1,684 10,450 1,009 12,033 26,035
1994 8,376 11,602 L5587 12,764 28,339
1995 9,922 14,408 3.400 14,352 33,885
1996 9917 15.655 5,495 15411 37938
1997 10,025 16,549 6,656 16,447 41,465
1998 11,038 18,587 7,714 18,523 45,035
1995 11,379 19,399 9,132 20,096 49,239
2000 12,191 20,827 10,146 25,748 55,606

Memorandum items: { Average annual percentage changes)
[981.90 1.9 11.3 0.8 11.6 57
1991-00 7.3 11.0 99 0.4 11.8

Source: Mational Bank of Ethiopia, 2nd Ministry of Economic Developments and Cooperalion,

" Data indicated in this table differ from that shown in table 2; the data are for end-June and end-December, respectively. Also, pnvate
sector credit in this table excludes public enterprises, and bank credits in this table include claims by the Development Bank of Ethiopia

* Monetary and credit aggregates are for Apnl 30, 2000, and GDP is projected
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Table2. Ethiopia: Selected African and Industrial Countries’ Financial Deepening Indicators "
{In millions of local currency)

Egypt Ethicpis Eenys South Afnca France Tty The Ui K
Marraw Maney
1591 28337 6,199 311,667 1,624,500 ST9.838.004 20,085
1992 10832 T.142 46,577 70,809 1,623,104 526,394 600 10,581
1993 34571 7450 56322 T3.550 | 534,800 55962700 21.72%
g 38,275 9,027 66,797 B4 510 L 6ERADO 581395000 213322
1995 41,540 9250 69,333 111,844 1.835.500 584,765,000 14,539
1996 44 521 8,273 TROAS 147,664 1,835,300 61 d 304,410 4153
1997 438,708 10,087 #1037 173,335 1,556 600 654,658,000 2T EO2
[998 58.577 830« a2 213,332 |59 000 727693000 29,346
1959 50,066 10,525 109,506 156,075 1.923.500 BE5. 190500 32136
Broad Money
1991 QR 404 BI87 59471 4,189,100 936,321,000 4717
1992 117,594 9,749 06,579 17,840 4,24 | 500 086,311,000 517919
19593 133,174 10,702 123,654 199692 4410900  1,060.37.2.000 S44,007
1994 148, 109 13,405 162,547 1345 268 4T00,700 1079452000 S6T.195
1995 162,766 14,605 202,853 274,145 i.?.ﬂ‘g‘.ﬁﬂa 1105204008 623542
1996 180,403 15972 254,304 JERZ00 SAITO00 1029950000 582,999
1997 199,837 18311 301,925 J69.097 SE1LA00 1066, 76000 T2L.19%
19%E 121372 17,792 309,707 419 490 5622000 1,073776,000 TRI.B4|
1999 133,910 19,001 318,294 461,820 6074260 | 254451200 313,150
Total Bank Credit
| 991 107,483 0E40 B1.E21 . TUOETEGD - 1,369 360,000 691 .38%
1992 111311 11,204 98,554 219,287 TARS 100|554 BE0O00 05,781
1993 119,273 11,5875 96,934 246,036 1342300 1617010000 130,604
1994 134,906 12,897 ba%5, 142 198272 7560300 1672100000 TRLL58
1995 157,300 14,368 198876 L3331 490 7.402,700 1,708 S90.000 RO
1996 179,230 17,119 236,037 394 082 Bo18.200  1LTM0A20.000 F61,856
1997 207,724 18,355 285817 457,993 5390400 LB E40,000 1015920
1998 247,195 19,924 111661 537863 8,624,000 1502, 180,000 1LO&VATD
1959 178,013 25,165 341 495 585.02% R.946, 380  2,121.003.600 11 LE260

Bank Credit to Private Sector

1991 24,316 15184 44,752 66 500 B50.926,000 Bi1 058
1992 30978 1,450 58,587 214,293 5533,900 945,014,000 [ LR
1953 34 885 2,565 61,705 238,522 6.7 14,400 T4, 288,000 07,288
1994 45381 618 78,809 282375 6,392,700 BEa4. 219 0 145718
1995 6677 5,336 118,189 27114 6,751,200 1,030.340.000 310,533
19596 BIRIO B 24} 147.077 182.54E &671,100 1060420000 FE3.272
1997 105545 9,595 183,506 417 386 GEGA 00D | 122530000 G73.363
1998 133799 10,253 184,267 LILR - 6.585.000 1274 360,000 1016750
1999 159,958 12014 204 037 558,300 42,000 1541623500 i 060

Grass Domestic Froduct

1991 1 E1,200 19,193 211,230 13980 6,890,000 A0 650,000 582,946
1992 139,100 20,792 264,967 37TV TI20400 1517600000 a4, 542
1993 157 300 16,5671 133,613 426,133 TA2T 106 1563370000 GITRLT
| 994 175,000 2532% 400,32 482,120 TAREADD 1653400000 676.03%
1995 205 KH) 31885 455 653 S4E.100 7357400 1 TRTZELO0D TI2 548
1994 228,200 37,938 517967 I8 417 THSIA00 | 85e020.000 TR0
1997 256250 41,465 627436 HE3 . 6EG 5205000 1.374.620.000 BO03-BE%
1958 180.120 45,035 696,958 T40.55 2535800 2057730000 547,459
1999 3200 49,239 737,230 §,809,500 2,123 3B0.900 389,374

Source: fniermational Fingncial Stonsies

" %41 pefers to money in eirculation plus demand deposits for all countmes except the UK. Notes and cgens m erpculation plus bankers
cperatonal deposits is used as M1 m the UK., end notes and coins in cireulation with the pubhic. plug serling deposns held with banks and
building secicoes by the private sector is taken as M2

Vol. 3 No. 4 / August-Seprember 2000 Ethiopian Economic Association
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Tahle 3. Fthiopia: Interest Rate Structure, 1981 - 2000

Decenibe May

| 9E] | 985 1960 15995 14490 | 997 Y58 1999 2000

Savings Deposit rates 6.0 fi.0) G0 L1 7.0 10 6.0 fr.00 6.0

Lending rites

Mammum 1.5 [y i) 164} iR |45 105 s 1005

Maxirrium [EARY 1450 9.5 [ 4 [k 5 .5 [ 2.0 13.0 [ERY
Addis Ababa CP1"

{ 1 2-mionths average percentage change) 6.1 1491 5 Th 4.5 0.2 07 43 4.6
Feal Interest Bates

Savings Deposit -1 130 0o §4 ¥ 6.8 5.1 W I.4

iy 9.1 4.4 B il |03 [1.3 BT B4

Lending, maximum

Source: Matonal Bank of Ethiopia

" Thie former retarl price mdex of Addis Ababa.

which eveludes house rent, 15 used for e perod throwgh end- 19906
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FINANCIAL SECTOR LIBEHALIZATlON

IN DEVELOPING COUNTRIES

Abu Girma

Department of Economics, Addis Ababa University

INTRODUCTION

The financial sector plays a criti-
cal role In the process of eco-
nomic development by efficiently
mobilizing and allocating financial
resources for their most produc-
tive uses. The development of the
financial sector, by reducing in-
tormation asymmetry and transac-
tion cost, encourages financial
saving and investment. Since in-
vestment is critical in economic
growth, the growth impact of fi-
rnancial deepening and develop-
ment is significant. This hypothe-
sis has received both theoretical
and empirical support [King and
Levine 1993; Roubini and Sala-i-
Martin 1993]. The flow of causality
between economic and financial
sector development, however, Is
not unambiguous, Whereas finan-
cial sector development is pre-
conditioned by the stage of eco-
nomic development of the country
urder consideration, various indi-
caters of financial depth and de-
velopment have robust explana-

tory power in most empirical
growth analysis.
The issue of financial liberaliza-

tion has remained controversial
both in theory and practice,
Moreover, financial sector insta-

bility and fragility has come to be
mare frequent and devastating in
nature despite international ef-
forts to manage the problem more
effectively [Stiglitz 1993]. The de-
bate has, however, rekindled itself
in the aftermath of the Mexican
and recently the East Asian finan-
cial crisis. The recent experiences
have brought home the fact that
market failure is endemic in the

financial sector and crisis could
strike even in economies with
strong macroeconomic fundamen-
tals and sound regulatory and su-
pervisory mechanisms. When lib-
eralization measures are dictated
by the whim of international pres-
sure with weak risk management
capacity and absence of effeative
international financial architecture
would have severs consequences
on the performance and welfare of
the reforming countries.

The main thesis of this article is
that the financial sector in devel-
oping countries is confronted with
strong forces of market failure
that necessitates effective, trans-
parent and credible government
intervention. The tone of the ar-
gument is that international pres-
sure for premature financial liber-
alization in developing countries
would involve costly financial risk
that is not commensurate with the
advantage of liberalization for a
developing country.

FINANCIAL
LIBERALIZATION AND
GROWTH: THEORY

The theory of financial sector lib-
eralization in the developing coun-
tries came to dominate financial
policy discussion since the early
1970s due to two seminal contri-
butions by McKinnon (1973} and
Shaw (1973). The core of their hy-
pothesis is that government inter-
vention in the developing coun-
tries to control interest rates, put
ceilings on lending rates, ration
credit to borrowers at below mar-
ket clearing rate, and widespread

Vol. 3 No. 4 / Augusi-September 2000 23

use of inflationary taxzes has re-
pressed the development of the
financial sector. Developing coun-
tries often pursued policies that
kept interest rate artificially low,
even negative in real terms, and in
the process discouraged financial
saving. This has hampered finan-

cial deepening, at times led to
financial disintermediation.
Moreover, whatever financial

savings were made through the
financial institutions were allo-
caied to favored sectors, firms
and privileged group of borrowers
at a rate below the market-clearing
rate in an attempt to subsidize
their cost of capital. This has gen-
erally led to an implicit taxation on
savers without necessarily en-
couraging efficient capital forma-
tion and economic growth,

The driving force behind these
financial policies in most of the
developing countries is fiscal in
nature. Governments make wide
use of inflaticnary taxes to finance
their fiscal deficits and finance
projects and public enterprises
that are in its priority areas. This
policy stance is not a problem by
itself. The problem emerges when
public sector expendilure is not
sustainable, competition is limited
and projects are not operating
based on proper economic crite-
ria. When the government drains
the meager financial resources
available in the economy, it tends
toc crowd-out the private sector
and distorts the smooth func-
tioning of the financial sector to
maobilize and allocate financial
resources  in  efficient manner.
Projects that are funded with arti-
ficially cheap capital would cause

Echiopian Economic Association
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more problems and resource
misallocation wunless they are
given clear and hard budget con-
straints to eventually move to sus-
tainable financial position.

The main argument in the theory
of financial liberalization revolves
around the relation between fi-
nancial sector development and
economic growth. Does financial
market development exert a
causal influence on economic
growth perfermance? Do financial
liberalization measures lead to
financial sector development or is
it simply the reflection of the
stage of economic development
itself? is it a practical policy op-
tion to liberalize the financial sec-
tor in developing countries?

It should be noted that effective
government intervention in the
financial sector is necessary and
successful in some developing
and developed cauntries by alle-
cating financial resources in some
strategic and leading industries
with significant positive external-
ities. When financial control was
accompanied by seound macro-
economic fundamentals, coupled
with effective and transparent se-
lection criteria of beneficiary sec-
tors and firms, as was the case in
East Asian countries, the cost of
financial repression was over
compensated by positive exter-
nalities and crowding-in effects of
the subsidized  undertakings.
Moreover, widespread market fail-
ure in the financial sectar and the
tendency of the market to under-
supply financial information and
regulation necessitates selective
and effective pallcy intervention.

Financial sector liberalization is
intended to reduce financial re-
saurce misallocation and bring
about financial development and
hence accelerate and sustain eco-
nomic growth, Liberalization is a
continuous process that reguires
constant follow-ups and appropri-
ate measures at the margin with
more information and under-
standing of the operation of the
zector, This is a critical ¢apacity

element in development pélicy
management.

In developing countries, where the
degree of monetization of the
ecanomy is generally low and fi-
nancial intermediation is shallow,
liberalization measures alone may
not address both financial deep-
ening and monetization of these
economies. The main arguments
in faver of financial liberalization
states that interest rate liberaliza-
tion, elimination of reliance on
inflationary taxes, and reduction
in credit rationing provides incen-
tives for economic agents to in-
crease their rate of and form of
saving and investment. These
measures encourage the mobiliza-
tion of financial saving and im-
prove the efficiency of investment
by allocating financial resources
for the most productive sectors
and borrowers. The core process
is establishing a contest-based
credit market of scarce financial
capital with transparent rules. The
transfer of financial resources
from low to high productive sec-
tors of the economy lies at the
center of the impact of liberaliza-
tion measures on economic
growth. The relative productivity
of the formerly excluded potential
borrowers with respect to the fa-
vared sectors determines the ac-
tual benefits. If liberalization
measures and hence the credit
market discriminates against low
productive borrowers, it would
have positive effect on the aver-
age efficiency of investment, in-
crease total factor productivity
and hence accelerates economic
growth

The liberalization measures, how-
ever, tend to increase financial
fragility and susceptibility to ex-
ogenous shocks over which do-
mestic policies have limited con-
trol [Demiriguc-Kunt and
Detragiache 1998), These features
necessitate putting in place sound
regulatory and supervisory meas-
ures and their effective enforce-
ment to reduce, if not to eliminate,
crisis in the banking and financial
crisis, The main challenge of the

reforming countries is developing
a dynamic risk management sys-
tem that identifies opportunities
and assesses risks and acting in
time to prevent financial sector
vulnerabilities to excessive risk.

EXPERIENCES: WHAT HAVE
WE LEARNED?

The developing countries pursued
a set of policies to mobilize re-
sources both from the domestic
and external sources to stimulate
and sustain their economic
growth. In this respect, we have
witnessed 3 remarkable shift in
the financial pelicy stance of de-
veloping counties.

This has encouraged international
% capital, both short term and long
term, to fly across countries and
the developing and developed
countries benefited in the proc-
ess. Financial sector liberalization
measures, in most cases, were
taken within a broad set of refarm
policies that were dictated within
a broad framework of the Wash-
ington consensus. Ideclogy in-
stead of scound theoretical and
empirical evidence tends to dic-
tate the path of economic reform
policies. The driving force of this
approach is limiting the role of the
government in economic affairs,
The international pressure for fi-
nancial liberalization, including
opening the capital account, has
mounted on the developing coun-
tries without proper consideration
for the domestic capacity to effec-
tive financial risk management.
This has generally provoked, at
least in some East Asian coun-
tries, a massive inflow of short-
term capstal instead of long-term
investment capital flows [Stiglitz
19848], These features increased
the critical role of effective super-
visory and regulatory framework
and the problem of information
asymmetry in the financial sector,

The 15950s were remarkable in a
sense that the global economy
witnessed major shift in policy
paradigm, The effects of these
changes on the developing coun-

Ethiopian Economic Association
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tries depended on a number of
factors, And yet, from financial
sector and policy perspectives,
the major features were the in-
crease in capital flows, the in-
crease in the creditworthiness of
the emerging market economies,
and insatiable and unsustainable
rate of external barrowing at times
without an accompanying in-
erease in the domestic saving
rate. To make matter worse, the
composition of capital inflows to
most of the developing countries
features a high portfolio of short-
term capital instead of leng-term
investment flows. This has in-
creased the wvulnerability of these
countries to shocks and liquidity
problems that carry with them the
risk of sudden reversals in capital
flows. This massive reversal, as
was witnessed In East Asian coun-
tries, has a massive power to lead
economies into recession in the
face of weak international coop-
eration to manage the crisis.

Irrespective of these remarkable
features, however, the interna-
tional mobility of capital has been
quite limited in amount, scope
and distribution, The evidence of
capital maobility even across de-
veloped countries seems not
averwhelming and capital tends to
remain invested where it is saved
[Feldstein and Horioka 1880]. This
puzzle helds in developing coun-
tries perhaps with the exception of
aid-dependent low-income coun-
tries. In the best of times, it dis-
proportionately favored a handful
of middie-income  developing
countries and has never been sus-
tainable, Therefore, domestic
saving mobilization has remained
a critical link in prometing pro-
ductive investment and hence
ecancmic growth., The fast grow-
ing economies encouraged do-
mestic saving te finance an In-
creasing share of domestic
investment.

The East Asian economies are the
typical cases in point where both
domestic saving and investment
rates were high and increasing.
Encouraging domestic saving and

Vol. 3 No. 4 / Aug
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hence Investment is critical to
sustainable economic growth and
hers comes the critical role of
financial sector.

The recent eruption of financial
crisis in July 1997 and its conta-
gion effect led to massive disrup-
tion in the financial system and
the respective nation economies.
Economic recession set in. Social
and welfare indicators deterio-
rated within a short period of time.
The tigers of Asia were suddenly
and unexpectedly fell under the
wille of the elephants of interna-
tional capitalism. The main lesson
that emerged from the financial
erisis in East Asian countries is
that the crisis could strike irre-
spective of strong macroeco-
nomic fundamentals, an increas-
ingly sophisticated afld
internationalized financial sector,
sound regulatory and supervisory
system and an increasing confi-
dence im International finance.
And yet, financial liberalization is
closely associated with financial
fragility and instability [Demirgue-
Kunt and Detragiache,1998]. This
would discount unqualified claims
that financial liberalization leads
to financial deepening and devel-
opment. The ultimate impact of
liberalization measures then de-
pends on the social cost of finan-
cial fragility and the welfare bene-
fits that accrue from the financial
despening, enhancement of in-
vestment productivity and ece-
nomic growth

The scope, speed, seguence and
success of the reform policies
vary across countries and on the
prevailing political economy fac-
tors of the countries. Generally
speaking, however, the success
staries are confined in countries
where the reform policies were
undertaken when economic
growth is fast, macroecenomic
imbalances are absent or wvery
insignificant, the global economic
system is stable and growing,
when social consensus is broadly
established and where prudential
regulation and adeguate supervi-
sory system is put in place before

adopting  full-fledged financial
liberalization measures (McKin-
non 1991). Financial sector devel-
opment requires the operation of
a credible contract enforcement
mechanism, transparent and reli-
able account standards. This in
turn exeris a positive influence on
maobilization, processing and dis-
semination of financial informa-
tion and efficient utilization of fi-
nancial resources for economic
development endeavers.

FINANCIAL SECTOR
REFORM IN ETHIOPIA

There are specific country fea-
tures that would shape the ele-
ments of financial sector reform
measures and the probability that
such measures would be credibly
implernented and  consistently
pursued. The main challenge for
financial sector liberalization in a
country like Ethiopia emerges
from the wvery features of the
economy. Abject poverty is wide-
spread, income per capita 15 ex-
tremely low, the degree of moneti-
zation of the economy is quite
shallow, the private sector is at its
infant stage of development, eco-
nomic growth has been stagnant,
and breach of fiscal discipline has
been the norm rather than an ex-
ception, institutional capacity for
financial supervision and regula-
tion are weak, and structural ri-
gidities in the economy are
prevalent. These features essen-
tially dictate the extent to which
policy measures could realize
their potential. They require con-
certed effort instead of declaring
policy refarm alone.

The financial sector in Ethiopia
has been subject to overt gov-
ernment contral and intervention
in its operation. Interest rates
were centrally determined, gov-
ernment owned financial institu-
tions dominated the financial
market, financial intermediation
was low, the financial depth of the
national economy was rather
shallew, and the mobilization of
financial saving was discouraged
by low or even negative rate of
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interest paid to bank depositors,
and the supervisory power of the
central bank was eroded by politi-
zal interventions. The financial
sector policy was made to serve
the fiscal policy stance of the
government

Since the early 1990s, Ethiopia
has undertaken a wide range of
policy reform measures within the
framework of the structural ad-
justment program. The policy
package includes important provi-
sion to financial sector reform
policies. The main provisions in-
clude:

+ The amendment of the mone-
tary and banking proctamation
in an effort to strengthen the
monetary policy and supervi-
sory role of the Central Bank
af Ethicpia;

+ Relaxation of the entry of the
domestic private sector in the
financial services sector. Pri-
vately owned commercial
banks were allowed to operate
alongside government owned
commercial banks;

« Devaluation and subsequent
determination of the exchange
rate In the auction market;

s+ Interest rates and lending
rates were partially adjusted
to reflect the cost of capital
and to maintain positive real
interest  rate,  Preparatory
measures are being under-
taken towards market deter-
mination of interest rate in the
treasury bills and long term
bond market;

« In line with the fiscal and
monetary policy tightening,
credit allocation to the private
sector has improved and
lending to the central gov-
erpment was reduced;

« The enactment of foreclosure
law and attempts to imple-
ment when borrowers default
on their debt obligations;

The development of the financial
sectar in Ethiopia depends on the
state of the national economy and
financial liberalization measures
alone would have limited reper-
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cussions. Severe limitation in the
legal system and contract en-
farcement mechanisms, the tradi-
tion of keeping and reporting fi-
nancial indicators according of
acceptable standards, the ftradi-
tion of secrecy and the reliance of
creditors on non-legal institutions
to prevent default in credit repay-
ment are some of the main con-
straints in the development of the
financial sector, These factors
operate in an environment where
the depth of financial is rather
shallow and non-financial saving
is still a dominant form of saving,

CONCLUDING REMARKS

Financial sector liberalization is a
complex and controversial issue
that has attracted currency iIn
public policy discussion, Liberali-
zation measures when taken in a
favorable policy envirenment in-
deed have considerable advan-
tages to promote and sustain
long-term  economic  growth.
Monetheless, the transitien from
financial control and restriction to
full- fledged financial liberalization
requires, among other things, es-
tablishing and practicing credible
and effective system of property
right, contract enforcement,
transparent accounting practice,
supervisory and regulatary
mechanisms and capacity te as-
sess and manage financial risk.
Liberalization measures, with out
due consideration of these pre-
conditions, would often times in-
crease the financial fragility and
systemic financial risk of the re-
farming countries. Developing an
effective, transparent and dynamic
risk management strategies are
required for successful financial
liberalization endeavors. Appar-
ently, these measures are neces-
sary but not sufficient to prevent
financial instability and crisis in
developing countries. It should be
noted that international pressure
for premature liberalization of the
financial sector could have a dev-

astating impact on national
economies as s evidenced by the
recent financial crisis in East

Asjan countries. In this sense,

gradual and cautious move to-
wards liberalizing the financial
sector in countries like Ethiopia Is
not a choice but rather a necessity
that is dictated by the state of de-
velopment of the national econ-
omy and the pressing alternative
palicy targets.
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INTRODUCTION

After the differentiated ocutcomes of the financial
libaralization endeavors and the slowdown of the
debate over the financial repression' hypothesis (of
Mckinnon and Shaw), issues of prudential regulation
and supervision in the financial sector have taken
center stage (Vos, 1933; Nissanke, 1991). According
to WDR (1989) the latter issues basically comprise the
following  aspects: off-site  Inspection and
supervision, licensing and capital adequacy (both
Initial capital and sustainable net worth), asset
classification and provisioning, liquidity and portfolio
concentration, enforcement power of supervisors,
and auditing (World Bank, 1989: 91-84). While
prudential regulation is the promulgation of laws In
running banks, supervision ls about assessing
continued compliance with these laws (Bascom,
1994:170; Polizatto, 1993: 173-174, both cited In
Alemayehu, 1999:7). Along these lines, Stiglitz [1993)
argues for a firm government role in two areas: in the
creation and regulation of new and existing financial
markets (e.g. by setting accounting standards,
creating and thickening markets for signaling) and in
keeping and promoting stated soclal objectives (e.g.

consumer protection, ensuring bank solvency,
improving macroeconomic  stability, ensuring
competition, stimulating growth, improving the

allocation of resources, etc.).

What do some of these aspects look like in Ethlopia?
What are the specific banking sector regulations and
what does the associated parformance look like? it is
In light of this growing importance attached to
prudential regulation and supervision in the banking
system that this paper triez to discuss the policy
framework underlying the system in Ethiopia {only
briefly) and to assess the prudential performance of
the sector through some crude but indicative ratios.

A BRIEF LOOK AT THE
REGULATORY FRAMEWORK

In this regard, the Licensing and Supervision of
Banking Business Proclamation No. B4/1994 of the
Transitional Government of Ethiopla provided the
general framework.

From then on, a series of directives setting out the
epecific rules and regulations, the gquantified
requirements and compliance impositions are
released and enacted by the MBE. From the cutset,
the proclamation, In its articles (Articles 3-11),
outlines the requirements and procedures in applying
for undertaking banking business in Ethiopia. In these
are included the requirements for a company to be
called a bank, NBE's power as the sole supervisory
organ, the exclusion of foreign nationals from
involving ik undertakingfowning any banking
business, requirements/documents to be attached in
applying for license, introduction of investigation,
procedural and annual license renewal fees,
deadlines for NBE to respond In grants or refusals
and for banks to commence operations,
contravéntion measures for operating banking
business without license and finally the conditions
under which the revocation of licenses can occur,
Along these lines, Directives No. SBB 1/94, 2/94, and
394 of the Licensing and Supervision of Banking
Business of the NBE outline the specifications.
Directive No. SBB/ 3/84 espacially instructs as to the
procedures and the standards of capital formation to
open 8 banking business.

Concentrating on the directives associated with

prudential supervision, one concerns capital
adequacy. To ensure asset quality and solvency,
following international guidelines, Directive Mo,

SBE/8/95 provides the weights that should be
attached to the assets of a bank and the standards for
the computation of capital adequacy to fulfill for the
minimum required capital of 8% of risk-weighted
asseis, as outlined by Proclamation 84/1994 (Articles
13(1)). Similarly, the proclamation, in its Articles 12
and 13(4), augmented by Directive No.SBB/4/95,
directs avery bank to transfer annually 25% of its net
prafits after tax to its legal raserve account until such
account equals its capital. Once the equivalent is
reached and maintained, the legal reserve transfer will
anly be 10% of annual net profits.

As to liguidity requirements, Article 16 of
Proclamation No. 84/19%4 Iimposes a liquidity
requirement on banks to maintain fiquid assets
amounting to not less than a prescribed percentage

* This paper, for ihe mast part, is taken from my senior essay. Due thanks to Dr. Alemayehu Geda who was my essay adviser,
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of the total,, as is directed by the NBE. By the latest
(See Directive No. SBBE/15/95) the NBE expects any
licensed bank to maintain liquid assets of not less
than 15% of Its total current liabilities. This
requirement is imposed to avoid critical asset/liability
mismatches. For prudential purposes again, Article
16({5) of the Licensing and Supervision of Banking
Business proclamation mandates the NBE as the
setter of the percentage of a reserve balance that
banks are required to maintain out of their total
deposit liabilities from time to time. In this regard,
Directive No. 5BB/14/98 (amending) Iinstructs banks to
maintain 5% of their demand, saving and time
deposits in balances held at the NBE.

As we come to credit sector regulations, we first find
those for provisions. Provisions have to be made for
depreciation of assets, operating and accumulated
losses, preliminary expenses, the value of any assets
iodged or pledged to secure liabilities etc. by every
bank in its calculation of the capital and reserve
requirements (Articles 15 (1) and (2) of Proclamation
84/1994). Directive No.SBB/7/95 and its amending
Directive MNo.SBB/18/36 of the NBE outline the
specifications in this regard. As to provisions for non-
performing loans, three phased settings for minimum
provisions are instructed (for substandard, doubtful
and loss loans).

The other side of the credit sector regulations broadly
comprises those morally hazardous issues of single
borrower loan limits and insider lending (in turn
consisting of what are called accommuodation, and
loans to related parties). For these, Directives MNo.
SBBME/96, No. SBBMOMS and SBBM7/96 have
especially restrictive percentages that are meant to
aveid any intentional or seemingly unintentional
favoritism steps in credit extension of banks.
Associated with these, there are also limitations on
investment of banks whereby NBE prescribes as to
where banks are allowed to invest and operate and
not {Directive No. SBB/12/1996).

SOME CRUDE PRUDENTIAL
PERFORMANCE MEASURES

To observe the prudential performance of the banking
system in the post-1991 era, we can look into certain
ratios that are imposed on banks as reguirements to
be maintained at some level. In this regard, ratios like
CapitallAssets (even if thiz is not the proper way of
computing capital adequacy because the assets are
not risk weighted, trends in the ratic can hint to net
worth positions and subsaquent prudence overtime),
earnings (returns on assets), profitability (returns on
capital) and liquidity and reserve positions are used
to assess the overall prudential posture of the
banking system.

When we first see aggregate items, total assets of the
banking system in the post-reform period grew at a
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rate of 17.1% on average per annum (over 1991/92.
1897/88). 2Noteworth here is that the entrance of
private banks in 1996/97 (except AIB, however), did
not add much to total assets of the banking system as
would have been expected (during this year, l.e.
1996/97, the asset growth rate of the banking system
was only 10.8%). This, in turn, has two major
implications. First, private banks are still infant in size
as compared to the publicly owned ones. Second, AlB
is the most dominant of the private banks and its
preclusion from the analysis, in terms of size
comparisons, really matters (interestingly enough
total assets of AIB in December 1996/37 amounted to
524.8 million Birr while total assets of BA and DB
added amounted only to 519.4 million Birr in June of
the same year} (see related Annexes and Table 2),
Continuing with aggregate items, similarly, Capital
and Reserves of the banking system grew at an
alarmingly high average annual rate of 90.5% during
the years 1991/52-1887/98. This can be largely
ascribed to the recapitalization of the government
banks Iin September 1934 through government
regulations. ﬁn’cng the years however, 1992/93
showed negative Capital and Reserves implying
insolvency (see Table 1).

Tabtet. Aggregate ltems and prudential ratios of the banking systom,

{Milllion EI"J:

01f 1ha Biarking Syaterm (xcapt AR T | e Tt CoE

u_Total Assets (E ARz T TH0IS S [TiE]

=] Cipﬂa-'*and Hasorvas 38 318 1033 ETH]

Net Surplus afier fax and Provisgn i &) [LERET] tand ZETT

0 CapAg! f Asssia {bia) T ET EFeY

o _ERmirgs {ea) LELH T 1% ED

| Prafitabdity (o] (13I0%) TEEES BT AT 3%

CH the Banking Systam [axcept AR} e AT A

8 Tolal Assets (LICER 07254 FEITIE]

b Capial and Resorven 12 A 1324 B8

Wet Surpls fted s wnd Prowasn L] M7 5L |
| o Capial/ Asseds {hva) 5 6% 0 ni%

o _Eamings (c'a) 3% [ET) 16

| Profimbisy (o) L [FLY FESS

Source: Campulac by Aggrogating dnms i prodential perormeics
Anraxes (See Annes Tond 7}

Net surplus after tax and provisions over the years
1991/92 - 1997/98 grew at an average annual rate of
143.7%. The banking system, howewver, started with
negative net surplus in 1991/92 only for its position to
deteriorate further in 1992/93. Starting from 1993/94
up to 1995796, however, net surpluses caught up on
the rise. On the other hand, 1998/97 was a special
year when net surpluses faced a dramatic fall
amounting to an 86.1% decline from the previous year
mainly due to the decline in the annual net profit after
tax and provisions of the CBE. The Ilatter was
dominantly due to the increase in provisioning by the
CBE (a significant expense) presumably to comply
with NBE directives regarding the writing-offs and
provisions for bad debts and non-performing loans
respectively. CBE, in that year, was willing to sacrifice
net income to win the confidence of the NBE and the
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public in general

(See Annual
1997:41)°

Report of CBE

When we get to the specific prudential ratios, capital /
assets continually grew in percentage terms over the
years after 1993/94 and reached its highest of 6§.8% in
1887/98. This shows a growing solvency of the
banking system through time (an attribute which a
good prudential regulation strives to attain) boosted
by the recapitalization of banks in 1994/85.

Earnings (net profitsitotal assets) also show positive
trends. These were negatlve in the first two years of
the post-reform period for reasons of remnants of
poor performance of the pre-reform era. However,
since 1953/94 the ratio began up the secale reaching
its highest of 2.2% in 1985/96 and fulfilling for the
“Satisfactory” level if the performance rating adopted
by the NBE is applied on the banking system as a
whole. The ratio for 1896/87, however, was severaly
disappointing, again owing to the bitter undertaking
by the CBE (soe footnote).

In contrast, at a glimpse, the profitability ratios seem
saddening. After cvercoming negatives in the initial
two years of the post reform era, and attaining a high
of 90,2% In 1993/94, profitability {net surplusf capital)
cansistently went on the decline and actually reached
its worst rate of 4.2% in 1996/97. However, except in
the case of the year 1996/37, the other years'
deteriorating profitability performance ecan be
explained by increases in Capital and Reserves, the
denominator (implying declining profitability), rather
than by declining net surpluses (because net
surpluses were actually rising). The fact of the matter
is that net profits were not growing as fast as Capital
and Reserves {See Table 1).

Brief Bank-specific prudential performance trends
may be more explanatory (see associated annexes).
As regards CBE, all aspects of its development are
positive. Its net surpluses after tax and provisions
increased year after year and reached their highest
356.2 million Birr in 1885/96 (we can reasonably
exclude 1996/97 for reasons discussed above). Along
with this, profitablility and earnings were respectable
for most of the years. Capital / Assets ratio also rose
through the years showing the building up of
solvency

AIDB/DBE on the other hand seems to be severely
struck by the hangover from the pre-reform period. Its
net worth was negative for the first three successive
years until it was recapitalised in 199%4/95. Then,
howewver, its Capital and Reserves have begun to
catch up. Similary, its net surplus was in the
negatives for the first three years. Furtharmore, in the
subsequent four years, even if its surpluses entered
positives and reasonably good ones too, the figures
highly fluctuate that they render any trial to formulate
trends inconclusive. As to the ratos, all-
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Capitall/Assets, profitability and earnings—have caught
up aftef the 1991/92-1993/94 desperate years but the
latter two ratios were on observable low figures in
recent years (1996/97 and 1857/98, see annex). DBE
might have been feeling the pressure competing with
the private banks.

Finally HSBICBB.* This is the smallest of the three
government banks, As to its prudential trends (See
Annex) both its Capital and Reserves and Total
Assets are on the upward Incline and aiso Capital |
Assets ratio is fairly keeping pace, implicit being
solvency, Net surplus was negative in 1993/94 but has
maintained positive figures since. Along with this,
profitahility and esamings ratlos are positive in the
final four years, but the latter ratio can only earn it a
"Marginal” ranking in the performance rating adopted
for commercial banks by the supervision department
of NBE: Furthermore, the stated figures fluctuate.

Tubly &t Aggrogets ilgms and prudential ratlos ’C"_f;_’f‘. Million Blrr

MB | 1955 | 1998 1997 | 1008 |
3 Tohal Assels | 7338 | 3756 | 5248 | Bez3 |
b Cagibl and Resanes ra. | 3% e | 488
Mel Surplus affer tax  and | 31 | [ 6.3 114

_provisicn | I
i Capilal [ Assats (bfE) 1154 | @4% Ta% | BB%

0. Earmegs {cfa) | 19% | 18% | 1:2% L_{_'JL
I Profitzbility [ofo) ] 11.5% | 218% | 183% | 3%

Source: “.ompuled frem Annval Reports. All data are as of Decemibor

As is sald above and can be aeen in the table, Awash
International Bank (AIB) Is the most dominant private
bank. Its prudential performance, as can be drawn
form the table, is also good. Aggregate figures like
total arsets are growing together with Capital and
Reservas. Actually, the ratio Capital to Assets |s
declining but a 9.0% average over its four years of
operation is a good one (compare with related
annexes for other banks). After all, the banking
business is about properly managing and then
manipulating liabilities that it can't be expected for
capital, in place of liabilities, to grow in the same rate
as assets, Net surpluses grew at an average annual
rate of 64.3% over the years after commencement of
operations, while earnings (net surplusiAssets) In all
three successive years 2arn It a “fair" in the
performance rating applied for commercial banks.
Finally. profitability also averaged well at 18.1% over
the three years (compare with other banks using
related annaxes).

RESERVE AND LIQUIDITY POSITION OF THE
BANKING SYSTEM

As part of the prudential regulation adopted by the
NBE (reviewed in the previous section), reserve and
liquidity requirements are imposed ¢n banks to
guaraniee depositors' welfare and bank solvency (in
case of reserve requirements), and enhance
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immediate solvency and efficlent bank services (in
case of liquidity requirements).

Referring to the previous section again, banks
operating in Ethiopia are required to maintain 5% of
their deposits in reserve accounts at the NBE.
Furthermore, they are required to maintain 15% of
their total current liabilities in the form of liquid
assets,

To check for compliance track records, we can look
inte the Reserve and liquidity positions of the
Ethiopian banking system (See Table 3). In the thres
fiscal years from 1335/96 toc 1997/98, actually the
excess reserves- at the NBE amounted to 125.4%,
108.3% and 200% of the annual required reserves. As
to liquidity positions, the same story is repeated. The
excess liquidity in the banking system was 160.7%,
188.7% and 242.1% of the required liquid assets
annually, respectively. This excess liquidity
maintained In the banking system can be a major
factor to render the inter-bank money market (IBMM)
(introduced by the NBE through Directive No.
IBM/02/1998 in September 1998) impotent,

CONCLUDING REMARKS

As can be leamed from the analyses above, the
Ethiopian banking system has been sufficiently
prudent in the studied time period (especially in the
latter years), Aggregate items have been on the
incline, showing a building up of the system in
general. The indicative ratios (capital/assets, earnings
and profitability) have been encouraging both for the
banking system and the individual banks. Such a
performance, however, may have been boosted by the
initial small size of the system, which allows the
banks to tap new and previously unsaturated areas.
Furthermore, the NBE, in its supervisory role, could
not have been bothered that much due to the
uncomplicated nature of the sector. The excess
reserve and liquidity position of the banking system,
however, indicates as to the low rate of activity in the
aystem in general and the potential that is embodied
thereof.

Even if the ratios that are asseszed abawva can ba
measures that highlight the performance (and hence
the status) of the banking system In Ethiopia, other
measures that utilize other already accustomed ratios
{like non-performing loansitotal outstanding loans,
especially considering the controversies surrounding
the CBE) can be more intuitive and can augment
studies of this type.
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NOTE

" While annual reports of all the other banks come out as of June
every year, that of AIB is published as of December annually.
This creates an aggregation problem In data presentation and
analysis and this is precisely why the analysiz for AIB Is
presanled here sepsralely, The concermned authoriies should
take nobe of this and try maintaining some consistency,

? Al growth rates are simple,

:’P-n:lually provisions for doubtful leans by the CBE increased by a
high 623% between the years 1995/96 and 1996/97 impacting
hugely and negativaly for Net income after tax and provisions to
decrease by slmost 1000%. As to the non-parforming loans of
the CBE, there are seemingly- Insider stories of soaring amounts
while the CBE #self is claiming a rgorous loan collection
campatgn with a new type foraclosure law.

*Such analysis for the private banks (except AIB) will not be
worth considering because, anyway, due 1o their recent
emargence, it won't be conclusive. Howaver, both the aggregated
and bank-specific tables are presented in their respective
annaxas,
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b-Capinl and Reserves 174 BE 2 168.5 Any eresailing nggregasion probiem {as companed bo anmual data of atner barka )
c-Met Surplus niter e and provmone 17 [ 224 ¢ laieruted. The same applies for BA whose 1996/97 dats are based ona 1T-monthrep
d-Cagelal / Assets (bin) T. % L] 10 2% “Thye 159859 data (o UB are based on =6 § month repert
e-Eunrmings (e'a) 0 1 2% 1.4% All dats wre as of hme

f-Prafunbihity (0B 9% 1.5 13.3%]
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TARIFF REFORM, TARIFF RATES AND
TARIFF REVENUE IN ETHIOPIA

Arega Hailu Teffera
National Project Manager-ASYCUDA, Ethiopian Customs Autharity

1. INTRODUCTION

After the seizure of power by EFRDF in 199 1, both
the transitional and the Federal Governments have
taken tremendous economic reforms. These include
trade and fiscal policy reforms which typically
include tariff reforms.

The gradual tariff reforms, aimed at rationalising the
tariff code, reduce the dispersion of tariff rates, lower
the simple average and weighted average tariffs.
Hence, the relation between tariff rates and the
reforms is of considerable interest (Pritchett and
Sethi 1924).

Regarding the trade reforms: trade has been
liberalised to the extent possible. Most negative lists
{restriction and prohibition) have been lifted, the
trade licensing system has been improved. This in
turn has increased the number of importers and the
volume of imports as well as the tariff receipts
{import revenue).

This article uses data from the Ministry of Trade and
Industry, Ministry of Finance, Ethiopian Customs
Authority, The National Bank of Ethiopia and The
Ministry of Economic Development and Co-gperation
to examine the tariff structure, the tariff setting
procedure, the relation between tariff rates and tariff
revenues, and the 'collected rates’ of tariffs.

2. THE TARIFF REFORM AND TARIFF
REGIME IN ETHIOPIA

Tariff is a duty or tax, which is charged on imports
from other countries, That is what we usually call
‘customs duty’. The duty may be imposed on ‘ad
valoram' rate or specific rate. The tariff could be
used either to protect home industries from the
competition of foreign producers or it may be
adopted to reduce the total imports bill a country has
to pay (Nagpal, 1995). Bahtia (1994) considers export
duties as tariff on exports.

At the outset, the objectives of tariffs in Ethiopia
have been to protect domestic industries, to control
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imbalances In the balance of payments through the
cantrol of the balance of trade and to collect revenue
from imports and exports tariff, to provide signals to
producers and importers and to encourage import
substitution, later on, however, liberalisation of
foreign trade was most important.

Though there havé been different tariff laws before
1843, the first officially known tariff regulation was
issued in 1943. This regulation has been revised at
different times. The tariff regulation, which was in
place Jjust before August 1993, was based on
Customs Co-operation Council MNomenclature
(CCCN} and had 99 chapters and about 1800
categories of goods. The tariffs levied were both ad
valorem and specific rates. Out of these, 1800
categories of goods, about 73%, had ad valorem
tariffs ranging between 5-230%; 9% with specific
rates and 18% were imported duty free (MOF 1936),

The tariff band imposed on the 1320 categories of
goods had reached 23 before major reform was taken
by the government.

However, as the result of the trade and fiscal reform,
the Council of Ministers issued Regulation. MNe.
1221993 in August, 1993. According to this
requlation:

- the Ethiopian tariff is based on the 1882 version of
the Harmonised Commodity Description and Coding
system which had about 5300 categories of goods;

- the ad wvalorem duty range decreased from 5-230%
to 5-80%; the tariff band reduced from 23 to 9;

- 97.3% of the categories of goods have ad valorem
duties; the rest 2.6% and

- 0.1 % will have duty free privilege and specific rate
respactively.

Regulation No. 122/1933 has been continuously
revised until the tariff was reduced to 5-40% range, 6-
band tariff, 35% dispersion, 20% average tariff rate
and 19.5% weighted average rate and the 1936
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version Harmonised System is introduced. These
steps have tremendously introduced trade
liberalisation and  reduced the extent of
protectionism. The Effective Rate of Protection

formulae were the tools to determine the rate of
protection (MOF, 1996) and the enhancement of trade
liberalization.

3. DATA ON TARIFFS, COLLECTIONS AND
IMPORT VALUES

According to data obtained from the Ministry of
Finance, the characteristics of the Tariff Code is
summarised in Tabie 1 below.

Table 1. Characteristics of the Tariff code in Ethiopla

numper of separate categories of items
distinguished in the country's tariff nomenciature
were between 1800 and 5000. This shows that the
country’s tariff codes after 18996 are moderately
detailed, compared to the previous years, hence
facilitate classification of goods for tariff levying
purpose, if customsz has professional staff trained in
classification.

From the table, the lowest tariff rate is 5% while the
highest tariff rate has been reduced from 230 down
to 40 in 1998. Consequently this has reduced the
number of officia! v 7iff rates (tariff band) from 23 to
6; the simple official mean tariff rate from 35%
(August, 1983) to 27%(1998); The weighted average
tariff rate 'from 28.6% (1993-1996) to 19.5% (1998).
The tariff dispersion has tremendously declined to
35% from a high of 225%. The tariff regime has also
resulted in the reduction of the number of duty-free
items charged with specific tariffs. The rates we are
discussing in tris table are for import duty. In fact, in
addition to import duty, there are additional taxes (for
example excise, sales, and sur taxes), and various
fees (the preshipment inspection fee, warehouse fee,

Descriptions '_FlHlfﬂll'l Aug August1933 Jang6to | Dec'séte Doc'87 o | 1999/2000
N 1983 Dec'is | Dec'87 Dec ' 98 :
i Numbes of tant! lEms with imgarts 1800 5332 5352 5332 Tsza77 52077
Z Lowirst aficial fanl rale: (%) 5 5 ] 5 5 &
3 Highasi official lanff rat (%) 2340 &0 &0 5 1] Al
4 Numbar of Oficial 1anf rales 24 ] B T & &
& | Simpre Offcial mean tar it rate |5 ] 35 FEET 243 20 20
& | Weighted Average Tar'! Rate%) 7 206 245 216 155 85 |
7 Tarnfl Cispessan (%) 228=330-3 T5=80-5 a5=i60-5/ 45=/50-5/ AG=lal5 35=/40-5/
] Number of Duty free items 2T 138 168 170 167 167
5 Number of ems changed with specific tanfs 162 A 3 3 - E]
Source: Mirustry of Finace  1956-1989:2000 4
As table 1 shows, in number 1, we see that the customs processing fee}) which are levied and

collected at the customs clearance office. This
paper, would focus oniy on impart duties, since the
restare not strictly import duties.

The impart-weighted tariff rate gives a hypothetical
revenue: the revenue from the tariff code if all import
taxes were collected at the official rate (Pritchett and
Sethi 1994). In our case the current weighted
average fariff rate is 19.5%. If one multiplies this with
the assumed import value, the result will be the
hypothetical revenue. If the actual revenue collected
15 under and below the hypothetical revenus, the
implication is.  that there s smuggling,
underdeclaration of import values (underinvoicing),
and misdeclaration of items with high rates (Pritchett
and Sethi 1994).

The actual import duty collection would approximate
the hypothetical value if and only if all imports were
correctly reported and paid at the official tarff by
importers. In the Ethiopian case, therefore, the true
picture appears in Table 2 balow.

Tabie 2. Cusioms Duty Collected fram Imports {1590.1999)

1550 1951 1252 19493 1594 1905 1988 1947 1538 1888

1 Cusioms duty colimsed [min oir) 1850 148 B £10 74 T35 SO0 34 1059 20 [T TRRE] 1030 4
435 88 27827 1

2 CIF valus of mports {min bor| 1955 01 1682417 1070 47 EIEEE) 472520 B546,27 7232 93 fare ze BEAT 5% | 10101
7

3 Coleciad ralas 12=1 218 15.3 0 4% 1% 12 9% 11 8% 126% 4 4% 11 1% [EL)

Source: Ethipplan Customs Authority

As shown in table 1, the weighted average tariff rates
in 1993-19395, 1996, 1997, 1998 to-date were 29.6%,
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24.6% 23.6% and 19.5%, respectively; while the
collected rates in the same periods were between
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11.2% and 14.4% which indicates that smuggling,
underinvoicing and commodity misdescription is
rampant and a variation of 7%-15% is a huge loss to
the country. So, we can conclude that there is no
compliance by importers, customs was not in a
position to control these fraudulent practices either
due to insufficient training, inadequate logistics and
facilities, inappropriate human resource
management system including low pay scheme and
absence of reward system which do not call upen
integrity and honesty amidst the complex
international trading system.

Some try to argue that the several rounds of tariff
reform with substantial reductions In the officiall
statutory tariff rates and the weighted average rates

might have contributed to this wvariance. But,
correspondingly, they have to see that the
substantial rationalisation and liberalisation of

foreign trade has substantially contributed to the
growth of import goods {capital goods, consumer
durable and non-durable. semi-finished goods and
raw materials etc. ... ). So, as tariff rates decline the

volume of imports increase, supply of goods in the
country increase, commodity prices in the country
moderately  stabilise (despite the effect of
devaluation), and inflationary impacts are minimised
{in fact this requires rigorous econemetric analysis)
But high rates do not mean higher revenues,
According to a study conducted by Pritchett and
Sethi (1994) for Jamaica, Kenya and Pakistan, there
are two well-established explanations of why tariff
revenues will not increase aone-to-one with increases
in tanff rates. First, to the extent that import demand

for a good has some elasticity with respect ta the
tariff rate, the value of the Impart in a categary will
decrease with an increase in the tariff rate (in fact
other things being equal). Second, the wvalue of
imports reported for the collection of duties will
decline with an increasing tariff rate, at any level of
actual dutiable imports, because of underinvoicing,
misdeclaration, and smuggling as the tariff rises.
These points really hold true to Ethiopia's tariff and
customs receipts as shown in table 3 beiow.

%

Table 3: Increase of Tarif Rovenues with Liberalisation of Trage in Ethiopis

Source: Ethiopian Customs Authanty, Mimasiry of Finance: NBE

From the above table, ceteris paribus, in the years
with fixed/ single exchange rate, one can observe
that impert value has been declining as a result of
which customs duty receipts were also declining.
This oresuppose that the weighted average tariff
rates were on the /ncrease, nence the demand for
import goods has declined due 10 pPrice INCreases,
But with consecutive reduction of tariff rates from
1943 onwards and with a step by step devaluation of
the Birr, we can see that the value of imports has
Inereacad For example, if we compare the Birr value
of impaorts in 1998 with 1992, it is about ten times,
converted in the USD it is about 2.6 times. In the
years between 1990 and 1993, it can be suspected
that with increases in tariff rates, the reported value
of impeorts could have declined. But, with further
reduction of tariff rates, the reported values might
have to some extent increased and improvement of
compliance can be suggested. Nevertheless, the

magnitude of commercial fraud such as
svervaluation, underinvaicing, misdescription of
goods and smuggling s very difficult to be

determined and their influence cannot be excluded in
all tariff regimes.
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In the study documented for Jamaica, Kenya and
Pakistan, there is a third reason why revenues will no
rize (or fall) one-to-one with rates. Even for a given
value of imports declared to customs, the collecteno
rate itself will not rise one-for-cne with rises in the
officlal rates, because the ratio of imports coming in
with exemption will increase as the tariff rate
increases. This is because, as the tariff is raised, the
value of imports coming in under nonexemptions will
decrease, the incentive to lobby for exemptions will
increase with levels of tariffs. the temptations for
abuse of any system of exemptions will increase with
the level of the tariff e.g. exemptions granted 1o
exporers. diplomatic missiens. charitable activities.
ar returning residents (Prichett and Sethi 1894}, For
example, before 1933, as tariff rates were higher. the
number of duty free items (categories of goods) have
been greater than 300 (see Table 1). Therefore, in
general reducing tariff levels could actually increase
revenue if increases in the official tariff rate over and
abovea certain level actually reduced the collection
rate. But, in the Ethiopian case the reason for the
wide gap between the collected rate and official
weighted average tariff rate has to be investigated
despite the positive increase in import value and

Ethiopian Economic Association

i = 1540 1541 1502 1263 1534 | 1898 T49E 18957 193k | 13ag
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custams duty collegted. This is hecause it the
afficial rate were coflested on all imperts, the
collected: rate for each tanff ltem would ndve been
sgual or oiose tg the official rate. As can be seen

froery Table: 4 hbelow, the gap
hypothetical! official
callection is wide

botween  the
collection and the asgtual

table 4 The Gap Beuwesn The 1-hypothetcal and The Actunl Collction O Tustams Dty
1853 | 1694 {EED 1998 1357
1 3% RS B T G2 3T
e T
tad { DiLaB 137
Agg & 713

Desplte the above revende loss, the share of tetal
foreign trade revenue share in the GDP and in tolal
ta% revonles i the period 1890-1839 ranged between
24,67 and: 26 B-48 9% respectively, According to the
study congusted by Vito Tanzi (1334)0 1980, the
share of Customs revenue in the GDP tor migdedle
IMCQme counirnes [owd -ingome COUNLrcs, ancl
developed countries was on average 3.5% 5% and
o.6%, respectively and the sharg of customs rovenue
in tolal tax revenue for the above group of countries
was 20,1%, 9% and 1.6%. In 1989 for Ethigpia, the
ghare of totai customs revenue in the GOP and total
tax revenue were 5.3% and 48.9%, respoctively. 50,
this pereentages are above the ayerages roported by
Vite Tanzi, with revenue lass still rampant In fact
these shares will decline with economic growth as
the large sum of revenue shall be collected from
internal fiseal taxes, charges and fees. Bul, aur
government should take the necessary measurcs
cautiously to reduce revenue less having considered
the seriousness of the issue and its Impact on the
treasury.

4. CONCLUSION

The performance of the foreign trade regime has
been improving since 1993, Trade lingralization has
changed the 1ariff structure and the tanff regime, as a
result of which liberalization has changed the tarff
structure an * creased, Heowever, the ngrease n
import valume and import duty receipts have in on af
tariff rates and the actual customs duby revenue Was
not ane-ta-one with the reduction of tariff rates and
the actual collectad rates do not approxjmate eithar
the statutory single weighted average tariff rates; the
actusl collection doesn't tally with the hypotheticat
duty receipt. This Indicates a very big gap. Hence,

ravenuea loss, Had it not heen for this, customs: duty

ravenue would have & greator share in ol
government receipts  and  the  fressury than 1=
cuprently reoarten

Though with growth, the highest share of

government revenue 1s expected from Internal fiscal
taxaes, onc & nnot leave asido. this issug of customs
duty revenue less to continue  As the additianal
excise and sales taxes are calculated on the
underreported values. we, imagine that the total
foroign trade revenude loss 8 highor than winat %
caloulated in this paper. This could be the reason
that attracted the allenton of the Government ang
why certain activities like quatity, guantity. vialue ang
classification venfication were contracted out o a
Preshipment inspection Company
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